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A UNIQUE ENVIRONMENT FOR THE FED
AND INVESTORS

Executive Summary

e On September 17, following another set of weak labor market data, the Fed resumed the monetary easing cycle by cutting the policy
rate by 25 basis points.

e However, the forecasting environment has not gotten any clearer, and the Fed anticipates two more rate cuts this year even as it
projects inflation to rise further, the unemployment rate to remain relatively low, and Gross Domestic Product growth to improve.
Investors must grapple with this unusual confluence of factors and its impacts on financial markets.

e Ourview is that, given the multitude of dynamics at play keeping inflation structurally higher, an implicit acceptance of above-target
inflation could be settling in among policymakers. We believe the longer inflation deviates from 2%, the higher the risk that 3% might
be viewed as a more realistic (albeit unofficial) inflation target by market participants.

¢ More labor market weakness would likely result in faster and deeper rate cuts by the Fed, but it would also engender renewed bouts
of volatility across equity and credit markets. On the other hand, should the Fed ease monetary policy conditions just as labor market
and economic activity stabilize and credit growth accelerates, inflation could broaden out and intensify.

¢ Given elevated equity and credit valuation, as well as strong earnings expectations already being baked into market prices, these
scenarios could cause a return of volatility over the next few months. Therefore, we recommend remaining diversified across asset
classes, a strategy that has proven to dampen the impact of volatility year-to-date.

Over the past few years, the Federal Reserve’s (Fed) effort to balance the two
sides of their dual mandate—stable prices and full employment—has been
complicated by several factors on both the employment and inflation fronts.

Niladri ‘Neel’ Mukherjee * Inflation has been boosted periodically by supply-side dynamics like Covid-

TIAA Wealth Management related bottlenecks and, more recently, tariffs. As opposed to demand-
Ghief Investment Officer driven inflation, which is more directly controllable by adjusting interest
rates, the Fed has limited tools to deal with supply-driven price pressures.
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CQ,.) e Thelabor market has faced significant supply-side disruptions as well. Covid

g
‘ /“ caused the labor force to shrink by ~4 million people, and more recently,
Alberto Favalli-Ragusini stricter immigration controls have caused the pace of growth of the labor
TIAA Wealth Management force to slow down materially—the foreign-born labor force is ~1.5 million
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people smaller today than it was in March of this year.

It is against this backdrop that the Fed cautiously cut the Fed Funds rate by
100 basis points (bps) between September and December 2024, but then
paused in response to heightened inflation concerns due to looming tariffs. On
September 17, following another set of weak labor market data, the Fed resumed
the monetary easing cycle by cutting the policy rate by 25 bps.
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But the forecasting environment has not gotten any clearer, and the Fed
anticipates two more rate cuts this year even as it projects inflation to rise
further, the unemployment rate to remain relatively low, and Gross Domestic
Product (GDP) growth to improve. Investors must grapple with this unusual
confluence of factors and its impacts on financial markets.

Below, we delve into several dynamics that make the current economic and
market environment unique, and what we think it means from an investment
strategy standpoint.

Labor market - the Good, the Bad and the Ugly

e The Bad: U.S. employment growth has slowed down significantly over
the past few months, with a declining share of industries contributing
to positive job creation, and a rising share shedding jobs. And, while
layoffs and the unemployment rate have so far remained relatively
contained, there is evidence that corporate demand for new workers
has faded, including falling job vacancies. Given historical evidence that
employment growth leads the unemployment rate by a few months,
our view is that risks facing the labor market have increased (Figure 1).

¢ TheUgly: Routinely, the Bureau of Labor Statistics revises the initial estimates
for nonfarm payrolls to expand the original sample (~120,000 businesses)
into a population that includes ~95% of all U.S. businesses (more than 12
million). Based on data published two weeks ago and covering the April 2024
to March 2025 period, the initial estimate for nonfarm payrolls was revised
lower by 911,000 jobs, suggesting that employment growth started softening
well before what initial estimates implied. The revisions also showed that the
private sector’s nonfarm payrolls, when the healthcare industry is excluded,
contracted by almost 300,000 jobs between April 2024 and March 2025.

¢ The Good: Despite the notable step down in the pace of employment growth,
income growth has remained remarkably resilient. The annualized pace
of disposable income growth, a key determinant of consumer spending,
year-to-date is in line with 2024 levels, even after accounting for inflation
adjustments. While this resilience could be undermined should labor market
conditions continue to weaken, it may be explained by shifting demand
and supply dynamics in the labor market, whereby employment growth is
slowing, but so is the pool of available workers available to be hired, given
the drop in immigration flows.
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Source: Bureau of Labor Statistics, TIAA Wealth Chief Investment Office

Inflation - Is 3% the new 2%?

Since January and following the implementation of several rounds of country-
and product- specific tariffs, the U.S. effective tariff rate has risen from less
than 3% to ~16%. We continue to expect this shift to result in a gradual increase
in the pace of goods price inflation over the next few quarters, keeping overall
consumer price inflation well above the Fed’s 2% target and closer to 3% year-
over-year (YoY).

This is not an out-of-consensus view: the Fed itself, in its updated Summary
of Economic Projections, anticipates core inflation to reach 3% by the end of
the year. This complicates the Fed’s rationale for resuming interest rate cuts,
and both the post-meeting statement and Chair Powell’s press conference
belied some lingering concerns within the FOMC about price stability. But these
concerns were trumped by two narratives that have taken hold within the Fed:

1. Tariff-driven inflation will be transitory and limited to goods. However,
the past couple of CPI reports pointed to a reacceleration in the pace of
service inflation, and the diffusion of price increases within the CPI basket
has been broadening.

2. Inflation expectations remain within historical ranges, therefore reducing
the risk of an inflationary spiral. Evidence is mixed on this front (Figure 2).

Our view is that, given the multitude of dynamics at play keeping inflation
structurally higher, an implicit acceptance of above-target inflation could be
settling in among policymakers. We believe the longer inflation deviates from
2%, the higher the risk that 3% might be viewed as a more realistic (albeit
unofficial) inflation target by market participants, resulting in further increases
in the term premium.

1 The excess compensation demanded by investors for owning long-term bonds rather than
continuously rolling over short-term bond holdings.
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FIGURE 2
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Economic activity - A mixed bag
There are three growth dynamics we are closely monitoring:

1. After adjusting for inflation, household consumption ran at one of the
slowest paces of the past 20 years through July. However, retail sales
bounced back over the summer (after slightly contracting between January
and May), with an annualized 9% growth rate since May. Importantly, retail
sales are not adjusted for inflation, and therefore part of this reacceleration
could be due to rising goods prices rather than larger sales volumes.

2. Consumer spending is increasingly supported by a narrow cohort of
households. According to Moody’s, almost 50% of consumer spending
in the U.S. in the second quarter came from households in the top 10% of
the income distribution.

3. OnaYoY basis, bank lending to businesses has recently picked up pace. On
one hand, steeper yield curves increase net interest margins for banks, in
turn boosting their appetite for growing their loan books. On the other hand,
there are a few dynamics that might be supporting business demand for
new loans: lower yields and tight credit spreads; Al-related investments; the
One Big Beautiful Bill Act provisions allowing businesses to deduct 100% of
qualifying capital expenditures in the year in which they are incurred; and
evidence that businesses might be borrowing more to offset tariff-related
input price increases.

This backdrop represents a mixed bag for the Fed, as interest rate cuts are
resuming when credit growth is potentially accelerating, household consumption
has slightly improved from a subdued first half of the year, and yet the divergence
between high-income and low-income consumers keeps widening.
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Artificial intelligence - A game changer

Artificial intelligence has been a game changer and crucial support for the U.S.
economy over the past couple of years:

¢ As household consumption softened substantially and trade uncertainty
clouded the business outlook in the first half of the year, Al-related
fixed investments provided a key source of ballast for the U.S. economy.

e Corporate earnings have been boosted by the “Magnificent 7” basket of
stocks—companies with immediate exposure to the Al theme—thanks
to their role in building the Al infrastructure. We expect the adoption
of Al by U.S. businesses to continue to gain speed, in turn leading to
faster productivity growth and boosting corporate profit margins.

e Theincessant thirst for computing power behind Al has driven a parabolic
rise in the construction of data centers, which has offset weakness in more
traditional real estate sectors such as offices, warehouses, multifamily
housing and commercial buildings (Figure 3).

However, Al also comes with significant adjustments for the U.S. economy.
Data centers have been driving a huge surge in electricity demand, and globally
they are projected to consume more electricity than Japan by 2030. Since the
end of 2020, electricity prices have risen by 35%, compared to a 23% increase
in the entire CPI basket. This is one key example of how the historic wave of
investments behind the Al revolution might be having a “crowding out”? effect
on other sectors of the economy, including consumers.

In addition, the effect of Al on the labor market represents a key risk, especially
if productivity gains are achieved by reducing the availability of jobs. Over the
past two years, the unemployment rate for people in the 20-to-24 age group
has risen by almost three percentage points, suggesting that Al may already
be impacting jobs that are easier to replace, such as many process-oriented
entry-level jobs.

Al holds the promise of generational productivity growth, with positive
ramifications for economic growth and corporate earnings. At the same time,
Al might also be exacerbating inflationary pressures and labor market softness,
therefore further complicating the Fed’s dual mandate of stable prices and full
employment.

2 Al-related investments and resource consumption compete, or crowd out, for limited re-
sources with other sectors of the economy.
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FIGURE 3
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Conclusions - Stay diversified amid a possible return of volatility
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The Fed’s assessment of the balance of risks facing the U.S. economy is unlikely

to get easier any time soon.

e More labor market weakness would likely result in faster and deeper rate
cuts by the Fed, but it would also engender renewed bouts of volatility

across equity and credit markets.

¢ Ontheother hand, should the Fed ease monetary policy conditions just as
labor market and economic activity stabilize and credit growth accelerates,
inflation could broaden out and intensify. Long-end bond yields would likely
rise in response, thereby offsetting the stimulus effect of Fed rate cuts.

Given elevated equity and credit valuation, as well as strong earnings expectations
already being baked into market prices, these scenarios could cause a return
of volatility over the next few months. Therefore, we recommend remaining
diversified across asset classes, a strategy that has proven to dampen the
impact of volatility year-to-date. In addition, we think small cap stocks could
continue to cover some lost ground against large cap stocks as faster rate cuts
or an acceleration in the credit and capital market cycle—more M&A activity
and stronger capital expenditures—are historically positive environments for

small caps relative to large caps.

On the fixed income side, we favor investment grade bonds over high yield
bonds, as historically tight spreads could come under pressure in a higher

volatility environment.
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IMPORTANT DISCLOSURES

This material is for informational or educational purposes only and is not fiduciary investment advice, or a securities, investment
strategy, or insurance product recommendation. This material does not consider an individual’s own objectives or circumstances which
should be the basis of any investment decision.

Optional discretionary investment management services for a fee are provided through two separate managed account programs by
TIAA affiliates: the Portfolio Advisor program offered by the Advice and Planning Services division of TIAA-CREF Individual & Institutional
Services, LLC (“Advice and Planning Services”), a broker-dealer (member FINRA/SIPC), and SEC registered investment adviser; and
the Private Asset Management program offered by TIAA Trust, N.A. Please refer to the disclosure documents for the Portfolio Advisor
and Private Asset Management programs for more information. TIAA Trust, N.A. provides investment management, custody and trust
services. Advice and Planning Services provides brokerage and investment advisory services for a fee. Investment Management Group
(IMG) is the investment management division of TIAA Trust, N.A., and provides the underlying investment management services to
the Portfolio Advisor and Private Asset Management programs. TIAA Trust, N.A. and Advice and Planning Services are affiliates, and
wholly owned subsidiaries of Teachers Insurance and Annuity Association of America (TIAA). Each entity is solely responsible for its
own financial condition and contractual obligations.

The TIAA group of companies does not provide tax or legal advice. Tax and other laws are subject to change, either prospectively
or retroactively. Individuals should consult with a qualified independent tax advisor and/or attorney for specific advice based on
the individual’s personal circumstances.

All investments involve some degree of risk, including loss of principal. Investment objectives may not be met. Investments in managed
accounts should be considered in view of a larger, more diversified investment portfolio.

ASSET ALLOCATION AND DIVERSIFICATION ARE TECHNIQUES TO HELP REDUCE RISK. THERE IS NO GUARANTEE THAT
ASSET ALLOCATION OR DIVERSIFICATION ENSURES PROFIT OR PROTECTS AGAINST LOSS.

Past performance is no guarantee of future results.

Investing involves risk and the value of your investments may gain or lose value and fluctuate over time. Generally, among asset classes

stocks are more volatile than bonds or short-term instruments and can decline significantly in response to adverse issuer, political,
regulatory, market, or economic developments. Although the bond market is also volatile, lower-quality debt securities including
leveraged loans generally offer higher yields compared to investment grade securities, but also involve greater risk of default or price
changes. Foreign markets can be more volatile than U.S. markets due to increased risks of adverse issuer, political, market or economic
developments, all of which are magnified in emerging markets. Foreign securities are subject to special risks, including currency
fluctuation and political and economic instability.

INVESTMENT, INSURANCE AND ANNUITY PRODUCTS ARE NOT FDIC INSURED, ARE NOT BANK GUARANTEED, ARE NOT
DEPOSITS, ARE NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY, ARE NOT A CONDITION TO ANY BANKING SERVICE
ORACTIVITY, AND MAY LOSE VALUE.
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