anl
STONEBRIDGE
Capital Advisors

STONEBRIDGE
ECONOMIC OUTLOOK

September 30, 2025

3

TN, L

e . &
e

Lk.1-_

-
E -
L L L L N T ] L R R T

smssssass

-~

Daniel E. Laufenberg, Ph.D.
Stonebridge Chief Economist

© 2025 Stonebridge Capital Advisors, LLC. All rights reserved.



rYY.
STONEBRIDGE

. Capital Advisors
Overview

Key U.S. economic statistics showed notable fluctuations during the first half of 2025, which were
associated with changes in federal policies and their implementation by the Trump administration. Real
gross domestic product (GDP) increased by an annual rate of 3.8 percent in the second quarter after a
decrease of 0.6 percent in the first quarter, influenced by the potential for high tariffs and their variable
application. Inflation, measured by the Consumer Price Index (CPI), also varied, rising at an annual rate of
1.6 percent in the second quarter following a 3.8 percent increase in the first quarter.

Despite these quarterly swings, the economy on average for the first two quarters of 2025 seemed to be
okay, suggesting little need for monetary policy to be more stimulative. For example, according to the
Bureau of Economic Analysis (BEA), real GDP grew at an average annual rate of 1.6 percent, which was
roughly in line with most estimates of the economy’s potential growth rate at full employment. Similarly,
the Bureau of Labor Statistics (BLS) reported that the CPI rose by an average annual rate of 2.7 percent
over the first two quarters of 2025, matching the pace observed over the four quarters of 2024 and remaining
above the Federal Reserve’s 2.0 percent target. Finally, the unemployment rate maintained a narrow range
of'4.0-4.2 percent, and the average monthly increase in nonfarm payroll jobs was estimated at 129 thousand
over the first six months of 2025. Indeed, when the Federal Open Market Committee (FOMC), which is
the Federal Reserve’s policy committee, met in late July, they assessed the risks to the economy to be
slightly tilted toward higher inflation rather than lower employment. Hence, it was no surprise that the
FOMC voted to keep its monetary policy stance in place.

More recently, the labor market data has shown signs of stalling. It started with the shockingly sluggish
July employment report released by the BLS in early August, which estimated the increase in nonfarm
payroll jobs at 73,000, which was much lower than expected. However, the great shock came from the
sharp downward revisions to payroll jobs in each of the prior two months. May’s initial report of a 144,000
gain in payroll employment was revised down to 19,000, while June’s initial 147,000 was revised to 14,000.

This concern about the labor market was reinforced somewhat by the August employment data released
early this month showing a gain of only 22,000, as well as revisions to June and July that on balance
subtracted another 21,000 jobs from total jobs. Moreover, a few days later, the BLS reported that its
preliminary benchmark revisions to the level of nonfarm payroll employment in March 2025 was down a
whopping 911,000 than currently shown in the official data. ' This wave of weaker payroll data seemed to
convince the FOMC that the risks to the economy had shifted toward lower employment, inducing the
committee to cut its federal funds rate target by 25 basis points at its September policy meeting. The FOMC
also implied that they were leaning toward further cuts in the federal funds rate at each of the two remaining
policy meetings this year.

Notwithstanding these developments, inflationary pressures persisted. In August, the CPI increased by 2.9
percent year-over-year, up from the 2.7 percent rise in July. The core CPI, excluding food and energy,
advanced 3.1 percent compared to the previous year, marking the third consecutive monthly increase.
Federal Reserve Chair Powell provided an excellent summary of the dilemma that the two-sided risks of
higher inflation and lower employment represent for monetary policymakers. “Two-sided risks mean that
there is no risk-free path.”? The Federal Reserve easing too soon could risk fueling more inflation, forcing
the Fed to reverse course later, while maintaining what is considered a restrictive policy for too long might

'The preliminary benchmark revisions are calculated only for March 2025 for the major industry sectors. Official
establishment survey estimates will not be updated until the publication of the January 2026 Employment Situation news release, which will
incorporate the final benchmark revisions.

2 Chair Jerome H. Powell, Board of Governors of the Federal Reserve Board, Economic Outlook, Speech at the Greater
Providence Chamber of Commerce 2025 Economic Outlook Luncheon, Warwick, Rhode Island, September 23, 2025.
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weaken the labor market “unnecessarily. In either scenario, financial markets could
experience corrections owing to a flight away from risk.

By the numbers

As indicated in Table 1, the overall performance of the U.S. economy in the latter half of 2025 is projected
to closely mirror that of the first half. Quarterly real GDP growth rates are expected to remain uneven,
though less volatile than those observed in the initial two quarters. It is important to note that the bulk of
the fluctuations in GDP growth rate in the first half resulted from significant changes in imports, which
subtracted 4.7 percentage points in the first quarter and subsequently contributed 5.0 percentage points in
the second quarter. Such pronounced fluctuations are not expected to repeat in the second half of the year.

Consequently, real consumer spending will be the key to GDP growth in the third and fourth quarters,
reflecting more typical patterns. In the first half of this year, real personal consumption expenditures (PCE)
contribution to real GDP growth was somewhat uneven as well, adding 0.5 of a percentage point in the first
quarter and 1.7 percentage points in the second. Nevertheless, the average contribution was 1.1 percentage
points, half the contribution of 2.3 percentage points for all of 2024.

Recent data suggests that consumer spending has rebounded from the sluggishness of the first half.
According to the BEA, real PCE registered solid gains in each of the first two months of the third quarter,
increasing at an annual rate of 3.0 percent versus an average gain of 1.6 percent in the first half of 2025.
Indeed, the Federal Reserve Bank of Atlanta’s GDPNow model estimates third-quarter real PCE growth at
3.4 percent. The GDPNow model should be viewed as providing a running estimate of GDP and its
components prior to its release “based on available economic data for the current measured quarter.” *
Accordingly, I have raised my estimate of real PCE growth in the third quarter to 2.5 percent, resulting in
real GDP growth being revised upward to 2.7 percent as well. The reason for my estimate of real PCE
falling short of the recent GDPNow estimate is that real disposable income for the first two months of the
third quarter is on track to increase a mere 0.2 percent at an annual rate.

Apparently, the wealth effect from the record high stock market and stellar house prices has encouraged
the growth in spending to outpace income growth. As a result, the personal saving rate fell to 4.6 percent
in August from 5.0 percent in June and the recent high of 5.7 percent in April. The implication is that if
the stock market continues to hit new highs and house prices do not collapse, spending growth may continue
to outpace income growth. My concern is that the stock market corrects, house prices stagnate, and real
disposable income stubbles further owing to further weakness in payroll job growth.

One consideration that may have limited the downside to consumer spending is that over a fifth of the
population now receives a Social Security benefit, including retirement, disability, and supplemental
security income. For this reason, it is difficult to anticipate a recession without a sharp decline in
employment. On the other hand, the preliminary benchmark revision to the establishment survey data in
March 2025 cut nearly one million payroll jobs from payrolls, which will not be deducted from the official
data until January 2026. Weaker payroll growth should cause weaker personal income growth over the
remainder of the year, even before adjusting for inflation.

3 Ibid.
4 GDPNow, Federal Reserve Bank of Atlanta, Center for Quantitative Economic Research, September 26, 2025.
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Table 1
U.S. Economic Forecast
Annual 2025 Quarterly Annual

2024 Q1 Q2 Q3f Q41 | 2025 2026f
Real Gross Domestic Product 2.4 -0.6 3.8 2.7 1.0 1.7 0.6
Civilian Unemployment Rate 4.2 4.1 4.2 4.3 4.5 4.5 5.4
GDP Chain-Type Price Index 2.4 3.6 2.1 2.4 2.8 2.7 2.2
Consumer Price Index, All 2.7 3.8 1.6 2.9 2.9 2.8 2.4
Consumer Price Index, Core 33 3.5 2.1 3.3 3.5 3.1 2.7

Price of WTI crude oil ($/bbl) 71.0 71.4 64. 66.1 64.0 64.0 65.0
Trade-Weighted Dollar 126.0 127.9 122.8 121.0  119.0 119.0 120.0

S&P 500 Operating Earnings 233.4 57.5 64.0 65.0 63.0 249.2 230.0

Percent vs. Year Ago 9.3 5.9 9.7 9.9 2.9 6.8 =77
91-Day Treasury Bill Rate” 4.6 4.3 4.3 4.3 4.0 4.0 3.0
10-Year Treasury Note Yield” 4.2 4.4 4.2 4.3 4.2 4.2 3.8
30-Year Mortgage Rate 6.6 6.8 6.8 6.7 6.8 6.8 6.8
Bank Prime Rate 7.6 7.3 7.3 7.3 7.0 7.0 6.0

Sources: Bureau of Economic Analysis, Bureau of Labor Statistics, Standard and Poor's, Federal Reserve Board,
Department of Energy, and Federal Home Loan Mortgage Corporation.

Annual changes in real gross domestic product (GDP) and all measures of inflation are percent changes from the fourth
quarter of the previous year to the fourth quarter of the year indicated. The annual estimates of the unemployment rate, the
price of crude oil, the trade-weighted dollar, and all interest rates are averages for the last quarter of the year indicated.
S&P 500 operating earnings per share are for the period indicated.

Quarterly estimates for real GDP and all measures of inflation are annual rates of change from the previous quarter. The
quarterly estimates for the unemployment rate, the price of crude oil, the trade-weighted dollar, and all interest rates are
averages for the quarter indicated. S&P earnings are per share for the period indicated. Trade-weighted dollar is the new
broad index from the Federal Reserve Board.

n—The 3-month and 10-year Treasury yields are at “constant maturities,” which are interpolated by the U.S. Treasury
from the daily yield curve for Treasury securities. This curve, which relates the yield on a security to its time to maturity, is
based on the closing market bid yields on actively traded Treasury securities in the over-the-counter market that are
obtained by the Federal Reserve Bank of New York.

f—forecast: data points in bold type reflect a major change from the previous forecast.

Consumer price inflation, measured by the percentage change in the CPI, is expected to remain elevated at
a level close to 3.0 percent in the second half of 2025. As Chair Powell noted, “tariff increases will likely
take some time to work their way through supply chains.” Hence, even if higher tariffs represent a “one-
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time” increase, that does not mean “all at once.”®> The implication is that it will take time P! visor

for the tariff effect to be fully captured in consumer prices. I agree, which is the primary reason I expect
the CPI to increase 2.9 percent at an annual rate in the second half.

Interestingly, not all analysts agree that inflation is increasing. Chart 1 shows that the year-over-year
percent change in the Producer Price Index (PPI) decreased to 2.6 percent in August from 3.5 percent in
December 2024 (solid blue line). Some market participants point to this downward movement in the PPI
as evidence that inflation may be moderating, suggesting that changes in the PPI can lead or correspond to
changes in the CPI. While the two indices show some correlation over longer periods, differences in their
concepts and definitions can result in significant divergence at times. This may be one of those times.

One distinction between the PPI and CPI involves imports: the PPI covers goods and services sold by
domestic producers to households, thereby excluding imports, while the CPI covers all goods and services
purchased by consumers regardless of their origin of production, including imports. ¢ Given the current
environment of high tariffs, the exclusion of imports in the PPI may help explain why the PPI declined 0.1
percent in August, while the CPI increased 0.4 percent in the same month. It may also help explain why
PPI inflation decelerated so far this year, while CPI inflation has not. Another distinction between the two
indices is that the PPI excludes taxes, since they do not represent producer revenue, while sales and other
taxes paid by consumers are part of household expenditure and are included in the CPI.

Chart 1
Producer Price Index and Consumer Price Index
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Source: Bureau of Labor Statistics.

3 Ibid.
6 U.S. Bureau of Labor Statistics, Economic New Release: Technical Notes, Last Modified Date:
September 10, 2025.
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Nevertheless, if employment weakens, then any near-term acceleration in inflation most likely will be
dismissed as temporary by the Federal Reserve’s FOMC. That said, given the “unusual and challenging
developments” in the labor market highlighted by Chair Powell, identifying weakness in the labor market
may not be as straight forward as the recent reports of stagnant payroll employment alone might suggest. ’
After all, there are two surveys in the monthly employment report, the household survey and the
establishment survey. The former is used to derive the unemployment rate, while the latter is used to
estimate the level of nonfarm payroll employment. According to Federal Reserve Chair Powell, the “there
has been a marked slowing in both the supply of and demand for workers.” The challenge facing the FOMC
regarding monetary policy is how to interpret sluggish payroll job gains due to a lack of supply if labor
demand is still enough to keep the unemployment rate well below 5 percent.

I contend that evidence of a more stagnant labor market in the form of a slightly higher unemployment rate
may not surface until late in the fourth quarter. In this regard, the unemployment rate was 4.3 percent in
August, which is up from 4.2 percent in July and above the average rate for the first half of the year. This
slight uptick, combined with disappointing payroll jobs recently, apparently was enough to push the FOMC
to lower its federal funds rate target 25 basis points at its September meeting.

In addition, I expect the unemployment rate to increase further over the next four months and real PCE
growth to slow markedly in the final quarter of 2025. The combination of slower growth and weaker
employment is expected to justify further cuts in the federal funds rate target by the FOMC, but probably
only one more cut of 25 basis points this year. My best guess is that the cut is made at the December FOMC
meeting rather than at the October meeting. Moreover, the fourth quarter may be a precursor to what is
likely to transpire in the first half of 2026, including slow growth, little or no employment gains, and less
inflation, all of which will tilt the risk of the economy to the downside and promote further cuts in the
federal funds rate target by the FOMC.

Regarding economic data from government agencies going forward, the truth may be more in the revised
data than in the initial reports given the lack of resources in the various agencies to collect and analyze the
data. One way to counter this is to report the data less often rather than report incomplete data more
frequently. In this regard, President Trump’s nominee for Commissioner of Labor Statistics floated the
idea of suspending the monthly jobs report in favor of quarterly reports from the Bureau of Labor Statistics
until its methods can be improved to limit subsequent revisions. The sad truth is that less frequent reports
will not eliminate revisions but only make them less frequent.

Most recessions in the United States are not immediately recognized at their onset. It is typically after data
revisions that recessionary conditions become clear. The National Bureau of Economic Research, which
determines business cycle timing, often announces the official start date for a recession retrospectively. In
many instances, the announcement occurs when the recession is nearly over.

Stay tuned!

7 Chair Jerome H. Powell, Board of Governors of the Federal Reserve Board, Economic Outlook,
Speech at the Greater Providence Chamber of Commerce 2025 Economic Outlook Luncheon, Warwick, Rhode Island,
September 23, 2025.
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Important Disclosure Information
All information herein is as of September 30, 2025, unless otherwise indicated.

The views expressed here reflect those of Daniel E. Laufenberg, Ph.D. as of the date noted and not necessarily those
of Stonebridge Capital Advisors. They are subject to change as economic fundamentals and market conditions change.
Stonebridge Capital Advisors does not have any responsibility to update the document to account for such changes.

This material is provided is for informational purposes only and is for professional/institutional and qualified
clients/investors only. This content does not constitute an offer or solicitation in any jurisdiction where or to any
individual to whom it would be unauthorized or unlawful to do so. The information provided herein is not a complete
description of our investment services or performance and should not be construed as financial or investment advice,
nor should any information in this document be relied on when making an investment decision. This is in no way a
solicitation or offer to sell securities or investment advisory services. Investing involves risk including the possible
loss of principal. Investors should carefully consider investment objectives, risks, charges and expenses. Past
performance does not guarantee future results. There can be no assurances that any of the trends described herein
will continue or reverse. Past events and trends do not imply, predict or guarantee, and are not necessarily indicative
of future events or results.

Advisory services offered through Stonebridge Capital Advisors, LLC., an investment advisor registered with the U.S.
Securities & Exchange Commission.

Investment Risks

All investing involves risks, including the possibility of a loss of principal. Your capital may be at risk. The value,
price, or income of investments or financial instruments can fall as well as rise and is not guaranteed. You may not
get back the amount originally invested. Past performance is not a guarantee or reliable indicator of future results.
Foreign investments are especially volatile and can rise or fall dramatically due to differences in the political and
economic conditions of the host country. These risks are generally intensified in emerging markets.

Additional Risk Considerations

Forecasts and targets are based on certain assumptions and on our current views of market and economic conditions,
which are subject to change. There can be no assurance that any investment strategy will be successful and meet its
investment objectives. Investments fluctuate with changes in market and economic conditions and across different
environments due to multiple factors, some of which may be unpredictable. Asset allocation and diversification do not
guarantee investment returns or eliminate risk of loss. All investing involves risks, including the possibility of a loss
of principal. Past performance is not necessarily indicative of future results.

Any hyperlinks to third-party websites in this document are provided for reader convenience only. There can be no
assurances that any of the trends described herein will continue or reverse. Past events and trends do not imply,
predict or guarantee, and are not necessarily indicative of future events or results. Unless otherwise noted,
information included is presented as of the dates indicated. This document contains information that may change at
any time without notice. Stonebridge Capital Advisors does not have any responsibility to update the document to
account for such changes.

Certain information presented in this document may be “forward-looking” in nature. Due to various risks and
uncertainties, actual events or results may differ materially from those reflected in such forward-looking statements.
As such, undue reliance should not be placed on such forward-looking statements, which may be identified by the use
of terminology including, but not limited to, “anticipate”, “believe”, “contend”, “continue”, “expect”, “estimate”,
“forecast”, “project”, “should”, “target”, or the negatives thereof or other variations or comparable terminology.
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Additional information may be available upon request.
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