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GDP Revision is a Game Changer CONTENTS
This week, GDP growth was revised to 3.8% in the second quarter, much stronger GDP Revision is a Game  page 1
than previously reported. Add to that a raft of ancillary data suggesting the Changer
domestic economy is growing even faster in Q3 than in Q2, and it is highly likely The Week Ahead page /
employment growth will reaccelerate within the next few months. If employment This Week’s Numbers page 7
is no longer a worry, the Fed’s focus will shift back to inflation. As a result, the pace
of rate cuts is likely to be slower than we thought just last week.
It is rare for the picture to change so dramatically in just a week, but the bulk of
new information this week pointed to faster growth in multiple sectors. Among the
most important:
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= Q2 domestic demand was revised significantly higher. Growth in final
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sales to domestic purchasers was revised from 1.6% to 2.4%. That's a
revision from weak to solid. Private final domestic sales were revised

from 1.9% to 2.9%. That’s a revision from tepid to strong. GDP would have
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was already buzzing in the second quarter.

Consumers spent a lot more than earlier reported in Q2. Until the
Census Bureau’s quarterly service spending survey results are available
and rolled into the final GDP revision, the Bureau of Economic Analysis
estimates service spending based on the recent trend and job growth in
the service sector. In the second quarter, that estimate was much too low.
Second quarter service spending was revised from 1.2% to 2.6%, which
lifted overall consumer spending from 1.6% to 2.5%. That is the difference
between stall-speed weakness and near-optimal growth.
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= Q2 business investment was revised from 5.7% to 7.3%. Both equipment and
intellectual property investment were strong in Q2. Structures spending was
still weak, but structures always lag other investments because the design and
permitting process take time.

= Q3 GDP looks strong, too. The Atlanta Fed revised its Q3 estimate from 3.3% to
3.9% today.

There is another possible explanation for what's going on. Recent explosive growth of
artificial intelligence and social media has, perhaps, fundamentally changed the economy,
allowing much faster GDP growth without employment and inflationary consequences.
The Fed will not buy this until there’s proof in the employment and PCE data. But there's
some evidence already in data from the past couple of years.

GDP grew 2.4% last year, with employment up just 1%. Income growth in the Magnificent
7 accounted for about half of income growth in the S&P 500 in 2023 and 2024. They
are likely to account for an even bigger share of GDP now given the trillions of dollars of
investment pouring into these sectors. See, for example, the giggles over J.D. Vance’s
estimate of TikTok’s valuation being $14 billion. It's at least three times that, according to
analysts.

To the extent companies are more productive thanks to artificial intelligence — think of the
armies of coders they have already replaced in recent years — GDP growth may be able
to accelerate without straining employment to the point of becoming an inflation issue.

If there is an Al productivity revolution underway, it will take months to bear out in the
data. Until it does, the Fed will continue making policy based on models built on old
assumptions. That means the Fed will continue seeing growth as a threat, at least for now.

This revision will reverberate in the Fed

Last week, when we broke down the Fed dot plot and assigned names to the 2025 dots,
there were so many regional presidents in the no-cuts camp it meant most of the governors,
including the silent ones, must be in the rate-cuts groups. That’s important, because only
five of 12 presidents vote, but all seven governors vote. Based on FOMC participants’ own
words before this week’s GDP revision, the case for two more cuts this year was strong, but
that is likely to change.
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The September 2025 Dot Plot
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The following is our best guess at who's who among the dots. In this breakdown, voting
participants are in bold.

2025 Dots FOMC Participants (voters in bold)
One hike Beth Hammack

No cuts Jeff Schmid, Alberto Musalem, Austan Goolsbee, Raphel Bostic, Lorie
Logan, Neel Kashkari

One cut John Williams, Tom Barkin

Two cuts Jay Powell, Miki Bowman, Chris Waller, Michael Barr, Susan Collins, Lisa
Cook, Philip Jefferson, Anna Paulson

Five cuts Stephen Miran

Source: FHN Financial and Federal Reserve

Remember, though, the dot plot represents participants’ projections at a moment in time.
That's where they stood before this week’s data. Now, consider why they were split into
two camps. Recapping recent statements into the simplest possible terms, those opposed
to cuts thought the economy could not stand faster job growth. Plus, most of them are
still worried about inflation. Those favoring cuts were worried about the health of the job
market. All were no more than somewhat confident inflation would soon resume falling.

If not for multiple employment red flags in recent jobs data, the Fed would not have
cut in September. Nor would it have signaled more cuts.

With that in mind and reflecting on everything we learned about the economy this week,
consider why job growth has dried up. Weakness in recent employment reports was
caused by the first-quarter economic shock, the same shock causing domestic demand to
slump to 1.2% and Q1 GDP to plummet to -0.6%.
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Until Thursday, it appeared the shock continued through the second quarter. Consumer
spending growth in April, May, and June averaged just a hair under zero. Consumers
effectively stopped spending in the first quarter. Business investment stalled in both
quarters, aside from Q1 investment in obviously imported equipment like computers and
computer peripherals.
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After this revision, we now know the economy recovered nicely in the second quarter,
but employers either were not aware — it was not evident in real-time data — or wanted
certainty the rebound was not a flash in the pan. Before Friday’s revision, consumer
spending in the second quarter averaged dead flat. Post revision, it averaged 0.1%, which
is hardly strong, but no longer dead. Further acceleration, to 0.35% in the third quarter,
with business investment stronger, too, is reassuring. As a result, hiring should quickly
pick up, perhaps as soon as the September jobs report.

Even if the employment rebound does not materialize until October or November, the
absence of an employment emergency dramatically changes the math at the Fed. The Fed
should still cut rates, but at a more deliberate pace only after inflation is clearly reverting
toward the Fed's 2% target. In other words, the Fed should fall back into the same wait-and
see posture it maintained through the first half.

Market implications

Ten-year Treasury yields have traded in a narrow range all year. On September 4, after the
August employment report, they pierced persistent resistance and traded below 4.15%
for the first time all year, except five trading days in the week between the April 2 tariff
announcement and the April 8 tariff moratorium.

April’s yield drop reflected fear tariffs would cause the global trade system to collapse,
triggering a recession.

The drop in yields in the 14 trading sessions after the August employment report reflected
two things:

= Belief the Fed would quickly cut rates to 3%, and the cuts would be justified
by sufficiently low inflation. Based on what we knew then, these rate cuts were

necessary to maintain a sustainable GDP and employment growth path. Page 4 of 10
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= Belief the budget might be on a path to sustainability. This one is less certain,
but the CBO’s late-August update on expected tariff revenue changed budget
math in an important way. Before, we were doomed to perpetual unsustainability
unless Congress reformed its ways in a big way. Now, we are on a path to a
sustainable budget by 2027 unless Congress strays from the path it is already on.
Congresspeople constantly demonstrate they are capable of the worst perfidy,
but the budget is actually on a fairly quick path to deficits smaller than 5% of GDP
now.

Those are two of the three most important things affecting long-term yields. The third is
inflation. Judging from breakevens, traders agree with the FOMC participants. Inflation
is far from a settled issue. As the chart shows, the five-year forward five-year breakeven
— the expected CPI inflation rate 5-10 years from now — is trading at 2.38%, near the
middle of its range since the pandemic, but still a half-point higher than the median pre-
pandemic range. This chart suggests traders are not panicked about inflation, but they
remain uneasy.
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Bottom line: The waiting game resumes
With the Fed now likely to deescalate from communication implying urgency to ease to
a more balanced message, the markets are moving back into wait-and-see mode. Key
events in the next couple of months will decide the pace of cuts through the last two
meetings this year:

= The fight over the continuing resolution and then the fight over the budget.
The way it looks now, Senator Schumer will block the CR, forcing a government
shutdown. Essential functions will continue — including debt service, Social
Security, and veterans’ benefits — while nonessential functions will stop. Congress
will continue working on the budget. House leadership expects a budget by early
November.

There is no cloture vote for budgets, so passage will allow the government to
reopen. In the meantime, the administration plans to use the shutdown as an
opportunity to engage in another massive round of federal layoffs, which is bond-
market positive from a growth and budgetary perspective.

Page 5 of 10



) F:"NNANCML ECONOMIC WEEKLY | SEPTEMBER 26, 2025

= October 3: The September Employment report will be critical. This almost goes
without saying. Faster GDP growth implies faster job growth. Payroll employment
rarely lags more than a few months behind the economy. It should be better than
the last few reports.

= QOctober 15: September CPI. Inflation hasn’t been as bad as many worried it would
be this year, but it has been moving higher.

= QOctober 16: September retail sales. The last sales report of the quarter and a
chance for four months of back-to-back growth. The tenor of this retail sales
report will be evident on October 1 when car sales are reported.

= QOctober 16: September PPI.
By mid-month, two weeks before the October FOMC meeting, the whole picture could
change. Last week, the Fed signaled two rate cuts with just two meetings left this year. By
the middle of next week, the message could revert to no cut on October 29 and wait-and-

see about December 10.

- Chris Low, Chief Economist
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The Week Ahead

This Week’s Numbers CONSENSUS
PRIOR  HIGH LOW  MEDIAN FHNF
Monday, September 29  Pending Home Sales MoM - Aug -04% 1.0% -0.2% 0.1% 0.5%
Dallas Fed Manf. Activity - Sep -1.8 - - - 0.0
Tuesday, September 30  FHFA House Price Index - Jul -0.2% -01% -0.2% -0.0% -0.2%
Case-Shiller 20-city HPI - Jul -0.3% 0.0% -0.2% -01%  0.0%
MNI Chicago PMI - Sep 41.5 -- -- -- 11.8
JOLTS Job Openings - Aug 7181k 7200 7000 7170 7,200k
Conf. Board Consumer Confidence - Sep 97.4 98.3 92.0 95.3 96.0
Wednesday, October 1 ADP Employment Change - Sep 54k 75k 35k 50k 80k
S&P Global US Manufacturing PMI - Sep f 52.0 53.2 50.9 52.2 52.0
ISM Manufacturing Index - Sep 48.7 50.4 48.0 491 49.0
Construction Spending - Aug -01%  0.1% -0.2% -01%  0.2%
Wards Vehicle Sales - Sep 16.07m 16.40m 15.90m 16.20m 16.50m
Thursday, October 2 Initial Jobless Claims - Sep 27 218k 230k 220k 230k 220k
Continuing Claims - Sep 20 1,926k 1950 1920 1932 1,920k
Factory Orders - Aug -1.3%  1.6% -0.2% 1.2% 1.5%
Friday, October 3 Change in Nonfarm Payrolls - Sep 22k 105k -20k 50k 100k
Unemployment Rate - Sep 43% 4.4% 4.2% 43% 4.3%
Labor Force Participation Rate - Sep 62.3% -- -- -- 62.3%
Average Hourly Earnings MoM - Sep 0.3% 0.3% 0.2% 03% 0.3%
Average Hourly Earnings YoY - Sep 3.7% 3.7% 3.4% 3.7% 3.7%
S&P Global US Manufacturing PMI - Sep f 52.0 53.2 50.9 52.2 52.0
S&P Global US Services PMI - Sep f 53.9 55.2 53.0 54.0 54.0
ISM Services Index - Sep 52.0 52.8 50.2 51.8 53.0

Review and Preview

The bond market tested the upper end of its new range this week, threatening to break
back into the old range — consistent with wait-and-see Fed policy — after a slew of
stronger-than-expected data. This Bloomberg intraday chart shows the range of 10-year
Treasury yields throughout the week. The market was testing support at 4.15% on Thursday
morning before the GDP release and broke decisively higher in yield after. There is still
a somewhat undecided aspect to the move as the bottom of the old yield range was
amorphous between 4.15% and 4.20%. The market tested both sides of this narrow range

through Thursday and Friday.
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This week’s GDP revision was a big surprise, though not the way some of us thought it
might be. Annual benchmark revisions are often eye opening, but this time the benchmark
revisions were small. They were positive, adding up to a percentage point of additional
growth over five years, with the average quarter revised up 0.05%.

The real excitement was in the final second-quarter revision, where stronger consumer
spending, mostly on services, combined with stronger business investment to lift GDP
growth from 3.3% to 3.8%.
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The monthly consumer and income data followed suit on Friday. Consumption looked much
healthier through the second quarter than previously reported, mostly thanks to an upward
revision in June. Consumption was stronger still in July and August. Economists have been
calling consumers shaken, cautious, and uncertain since January. That characteristic no
longer applies. Consumers are back. Confidence is likely to remain shaky as there is still
a big divide between spending by higher- and lower-income households. Lower-income
households are still strapped.

Strength in investment was reported this week, too. Durable goods orders rose 2.9%
in August. They were expected to decline. Nondefense capital goods orders excluding
aircraft, known as core orders, rose 0.6%, also much better than the median no-change
forecast. Core shipments fell 0.3%, but shipments lag. Forward-looking orders suggest
things are looking up.
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The merchandise trade balance has been hugely volatile in recent months as companies
reel from tariffs. In July, goods imports jumped 7.0%. In August, they fell back 7.0%. The rise
and fall were comparable to the initial reaction to President Trump’s 2020 tariffs, though
smaller than the initial swings in response to this year’s farther reaching-tariff round.

From a GDP standpoint, the huge July import rise was already incorporated into estimates.
The August drop was not. An unexpectedly small August trade deficit contributed still
more to third-quarter growth estimates. The Atlanta Fed now estimates third quarter real
GDP is growing at a 3.9% pace, revised from 3.3% last week. Most components of domestic
demand have accelerated since the second quarter.

Residential investment is the exception. A modest housing recovery in 2023 was snuffed
out in 2024. This year, residential investment is weak again, with a modest decline in Q3 to
date that is slightly deeper than the drop in Q2. This week, however, there was some good
news on the housing front. New home sales jumped 20.5% in August. Sales rose in all four
regions, with a 72.2% increase in the Northeast, 24.7% in the South, 12.7% in the Midwest,
and 5.6% in the West. By weight, sales in the South accounted for two-thirds of the total.
The massive rise in the Northeast was from a very low base, as those sales accounted for
just 3.9% of the total.

Rounding out the goods news story, jobless claims dropped 13k to 218k, their lowest since
mid-July.

Next week is employment week, with JOLTS on Tuesday, ADP on Wednesday, and the
employment report on Friday.

The consensus nonfarm payroll forecast is just 50k, which is about equal to the July-August
average. We are forecasting a 100k rise reflecting signs of life elsewhere in the economy.

The unemployment rate is expected to be unchanged at 4.3%. That is also our estimate.

- Chris Low, Chief Economist
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