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Monologue  
The star of this week's note is the Memo. In a longer-than-average edition, we take a

detailed look at five significant sources of upside inflation risk. We argue that

inflation will rise further from target in 2026, perhaps significantly so.

One question that I didn't have time for in the piece, but which I can offer some

thoughts on here, is what the Fed's reaction should be if we're right.

Imagine for a moment that the Fed is less indexed on the labor market than it is at

present, and that it does not have an implicit easing bias. Now tell the FOMC that

inflation will hit 4% by the middle of next year. A large share of this move is

attributable to tariffs, but not all of it; demand has been strong and has contributed.

Should the Fed respond, or should it "look through" the tariff shock? Gird your loins,

for we're back in the realms of the "transitory" vs. "permanent" inflation debate.

The direct effect of a tariff on a given imported item on the price a consumer pays

for that item (or goods produced using it) is initially transitory by definition. The tariff

creates a one-off price increase. For 12 months, the year-over-year inflation rate will

incorporate that jump, after which the tariff drops out of the inflation calculation

since the numerator and denominator both include it.

This is fine if you're considering a moderate tariff change that is clearly articulated,

transparent, and consistent. That's not the world we're in. As we argue in the piece,

firms are not dealing with a one-off tariff. They're navigating massive disruptions to

global supply chains. They're shifting sourcing, production, and transport

arrangements between countries, and often adapting to sudden changes in policy

and even market access without warning. All of this is costly, and all of it will drive

up both inflation and expected future inflation.

What's more, this is interacting with still-strong demand. Firms have indicated that

as they start passing tariff costs onto consumers, they're focusing on high-demand

categories. This means that aggregate inflation won't see much in the way of

inflation-dampening changes in consumer spending.
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All of this points to a sustained period of inflationary pressure, not a short and sharp

one-off move. As inflation lingers above target, the Fed will eventually be compelled

to respond by cooling demand relative to supply.

Finally, there is a technical but very important consideration for the Fed. Economists

agree that it's the real rate of interest (nominal rates less inflation) that matters for

policy transmission. When inflation rises, leaving rates unchanged effectively loosens

the Fed's policy stance. So to keep treading water as inflation rises, the Fed has to

match that increase.

We've already learned this lesson during the 2021–2023 global inflation episode,

which many attributed entirely to supply-side shocks—supply chain logjams and a

sharp rise in energy prices. In the end they were right—"transitory" meant 18 months.

But the Fed still had to embark on its steepest ever rate hiking campaign, because

demand effects were playing a role too, and by not responding, real interest rates

were declining rapidly as inflation rose, adding fuel to the fire.

Perhaps we should be grateful for this precedent, as it should give the Fed a fresh

framework for navigating rising inflation risk. Based on the majority of the

committee's recent statements, however, the evidence suggests they will not.

On that note, I'll sign off with a belated "Happy Thanksgiving" to our US-based

clients.

Reads of the Week

An Anatomy of the Great Reallocation in US Supply Chain Trade: Unrelated

to the Cavallo et al. tariff paper, but published in the same week and

something of a companion piece. "We find that: (i) The US has decoupled from

China but not from the world overall. (ii) US imports diversified mainly among

its top-20 partners, rather than expanding to new source countries." (plus four

more findings).

Warning: The Fed Can't Rescue AI: Paul Krugman reflects on the dotcom

bubble and long-term unviability of the "Fed Put."

How Much Does AI Rhyme with shAle?: Carlyle points out that big tech now

has the capital expenditure profile of energy companies.
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Market Monitor  
Equity bulls have plenty to be thankful for this week. What's more, they know where

to direct their gratitude: directly at the Federal Reserve, or at least the forward

markets pricing the odds of their next move.

After two bad weeks, US stocks staged a roaring comeback, posting massive weekly

moves. AI-heavy sectors in the S&P 500 that have been under pressure were

untethered. Information Technology rose by +4.3% and Communication Services by

+5.9%. Equally strong performance came from the Consumer Discretionary sector

(+5.3%) and small-caps (Russell 2000 up +5.5%), which is how we know that growing

confidence in a Fed cut was behind the week's action. A reminder of just how "blunt"

a tool the Fed Funds Rate is.

Interestingly, fixed income went sideways. Even yields on two-year T-Notes were

essentially flat, suggesting that bond markets aren't as sanguine on the forward rate

profile and inflation as equity markets.

The entire commodity complex was up too. Oil and industrial metals rising in

tandem points to sunnier demand projections, while Gold's +2.6% rise on the week

is entirely in line with the lower rates outlook.
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Macro Monitor  
Key Data Published this week: 

US Beige Book: Marginally negative, with activity "little changed," employment

declining slightly, margins being squeezed, and price pressures rising.  

Canada Q3 GDP: Growth rose by a surprisingly robust +0.6%QoQ, or +2.6% YoY,

meaning Canada escaped a technical recession.
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The major US data releases this week were all stale September data. Given the

survey backlog that the BLS is working to clear, and the fact that key November

employment and CPI reports are only due to be published in the days after the

December 10 meeting, the Beige Book published this week will take on even more

salience than usual. 

In this context, assuming we're willing to ignore signals that tariff-related inflation is

coming down the pike (which the Fed is perfectly happy to do), there was nothing in

the report that caused markets to rethink the consensus view that the Fed will cut

rates again (forward pricing now pointing to 80% implied odds of 25 basis points of

easing). Unless Chairman Powell throws out a banana skin in his scheduled speech

on Monday, there are no major catalysts for a change in that view, which should also

anchor equity and fixed income markets for the next week and change.   

The most watched macro action this week was in the UK, where Chancellor Rachel

Reeves presented the annual Autumn Budget Statement. After several weeks of

bond market volatility amid rumors that the government could fall, this was a

relative non-event. 

The budget introduced GBP26 billion in tax increases, mostly through a threshold

freeze and adjustment to smaller revenue sources. An improvement in economic

forecasts enabled the Chancellor to avoid raising rates in any of the three largest tax

categories (personal, corporate, and VAT), keeping a manifesto promise. The taxes

will pay for new social spending on child benefits and increase the reserve buffer.

Markets did not appear to mind that the spending was front-loaded and the taxes

back-loaded in the outer years of the forecast. 

10-year gilts closed the week with yields 8 points tighter, which the Starmer

government will no doubt accept with a sigh of relief. 
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Our private markets clients will be relieved to hear that the industry largely escaped

a higher tax burden, Pitchbook reported. The capital gains tax was left unchanged, as

was the 20% exit tax on assets being moved abroad. The IPO market even got a shot

in the arm, with exemptions for investments in newly listed companies. 
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See the appendix for the top macroeconomic indicators tracking chart

What we'll be watching next week  

Fed Chairman Jerome Powell Speech (US) On Monday, the Chairman will

appear in a panel discussion honoring George Shultz. It's unclear whether he

will address current economic issues. 

Manufacturing and Services PMI (US, Nov): In one of the first insights into

November activity, we'll be looking for an improvement in manufacturing,

which is currently in contractionary territory.

ADP employment (US, Nov): In the absence of timely official data, the ADP

payrolls report will be a market-mover. The consensus expectation is for a

moderation to +20k after a strong +42k print in October. 
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Memo  

US Inflation outlook: All upside  

Bottom line: all signs point to higher inflation in the US. In order of short-term to

long-term relevance, we identify (i) direct tariff pass-through, (ii) broader trade-war

costs, (iii) a demand pickup, (iv) labor market shortages (yes, you read that right),

and (v) the Federal debt burden as key upside inflation risks. If the Fed follows

through on its current guidance, it will make itself inflationary force number vi.

Inflation is running at around 3% in the US, having risen from a low of 2.3% in April.

This trend alone should be enough to cast doubt on the Fed's ability to deliver the

market's expectation of four more cuts by 2027. In our view, price signals are not

telling the Fed that the economy needs lower interest rates.  

But what really worries us is the constellation of forces that we believe are tilting

inflation risk meaningfully to the upside. If we're right, the true concern is not that

the Fed over-eases moderately (easy to correct), but that it commits a major policy

error and ends up contributing to the inflation problem (difficult and costly to

reverse).     

Let's run through the five main reasons we think inflation will rise, ordered from

short-term to longer-term risks.

i. Tariff pass-through

Recent September inflation data have begun to signal that tariffs are hitting headline

consumer prices through core goods categories, which have gone from outright

deflation at the start of 2025 to a +0.3 percentage point contribution to headline

inflation.
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This week the Fed published the November Beige Book update—a real-time

narrative account of the state of the economy gathered from the local business

contacts of the regional Federal Reserve Banks. It confirmed that the contribution of

goods prices to inflation is likely to grow over the next three to six months. The

document reported that "Input cost pressures were widespread in manufacturing

and retail, largely reflecting tariff-induced increases."

Up to now, firms have for the most part tried to absorb tariff costs, putting pressure

on margins but shielding consumers from price rises. That strategy is running out of

room, and after the holidays, significant price increases appear likely. At the national

level:

There were multiple reports of margin compression or firms facing financial

strain stemming from tariffs. Prices declined for certain materials, which firms

attributed to sluggish demand, deferred tariff implementation, or reduced tariff

rates. Looking ahead, contacts largely anticipate upward cost pressures

to persist but plans to raise prices in the near term were mixed.

This paragraph from the Atlanta Fed is key:
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"Smaller businesses have found little ability to negotiate with suppliers

alongside limited pricing power. Alternatively, larger firms have been "sharing

the squeeze" on margins through the supply chain, with various suppliers

absorbing portions of the tariffs. However, many firms have exhausted cost-

cutting methods and plan to implement price increases in the coming

months by targeting increases toward products with stronger demand to

minimize broader demand erosion."

Another document published this week, this time a research article from Naomi

Halbersleben, Oscar Jorda, and Fernanda Nechio at the San Francisco Fed titled

"The Economic Effects of Tariffs." The authors tackled the historical evidence that

tariffs have often been associated with lower inflation because their negative impact

on demand outweighs their price effect. This paper finds that inflation indeed falls

after tariff announcements—but only for 6 months or so, after which it rises again,

well beyond its initial level. If the pattern repeats itself, that puts us on track for

accelerating prices around about now.

ii. Indirect trade-war costs 

Unfortunately, the upside risks from tariffs are not confined to their direct pass-

through to consumer prices. If that were the case, we could treat tariffs as a one-off

transitory shock that can be "looked through." 

In reality, the economy is far more complex than that. In response to higher tariffs,

firms will shift suppliers and entire supply chains, or substitute imported inputs for

more expensive or lower quality (or both) local ones.

This activity is costly, requiring investment that could have gone to growing the top

line and disrupting efficiencies generated over the years. As a result, we should see

higher "background" inflationary pressure for several years.

In the near term, there is a more immediate concern for US prices. The trade war

has driven a wedge between deflating Chinese production costs and US import

prices. This correlation was a key driver of the long period of low, stable inflation

that developed economies experienced over the 30 years between ~1990 and 2020.
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iii. Sustained demand momentum

We expect economic momentum to pick up in the first half of 2026 as tax breaks

under the Trump administration's H.R. 1 or "One Big Beautiful Bill Act" make their way

into consumers' pockets, and from there, in short order, to consumption

expenditure.

What's more, consumer demand is already robust, and AI-related investment is

supporting demand in key pockets of the economy.

In fact, while it's easy to flag risks to activity, and while we've noted that the

economy is "K-shaped" across a number of sectors (consumers, businesses, as well

as in deal flow and investment activity), the upshot is that the Atlanta Fed's GDPNow

is "nowcasting" Q4 GDP growth at a stellar +4.0% QoQ annualized.

It's hard to call that a disinflationary demand outlook, which is one reason that the

most sophisticated estimates of the "natural" short-term interest rate (i.e., the rate

that doesn't raise inflation) are above 4%. 
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This is where the Fed comes in. Should the FOMC lower rates to around 3% over the

next year in line with their median "dot plot" guidance, their stance will be

meaningfully accommodative, meaning they'll be contributing to inflationary

conditions.

iv. Wages growth and the labor market

This one might come as a surprise, given that all evidence points to a cooling labor

market and many analysts are concerned that the labor market may weaken further.

Those analysts would need to explain why average weekly wage growth is clipping

along at around 4% and not showing signs of slowing. 

Our view on the labor market is very simple. It is likely to continue gradually cooling

while also becoming mildly inflationary. The reason is that it is becoming less

efficient at meeting skills demands from the private sector. That problem stems

directly from the Trump administration's immigration suppression.

Between January and September 2025, the foreign-born labor force shrank by fully

one million workers, and that likely underestimates the problem because of

difficulties accounting for the role of undocumented workers. In industries that rely

on immigration and where demand is solid, we're already seeing wages pick up. And
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should the construction industry—an enormous employer that is heavily reliant on

migrant labor—escape its cyclical funk, the effect on inflation will be significant.

Even in industries that traditionally have a below-average share of foreign workers in

their labor force, such as technology and utilities, immigration policy could raise

wages because demand is so hot in these sectors, and skills so specialized, that

firms need to shop for talent in the global market. The costlier the Trump

administration makes this, the more wages for workers already in the country will be

bid up.
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v. Fiscal expansion and an un

Our final inflationary factor is a long-term force that stems from the pernicious

effects of a high and continually rising US Federal debt, which is projected by the

CBO to rise above 110% of GDP on a net basis over the next five years. 

There are two, and only two ways to reduce the public debt burden. The first is to

run primary budget surpluses, something that neither Republican nor Democratic

lawmakers appear to have identified as a policy goal. The second is to allow inflation

to rise. Since debt and interest payments are nominal, this mechanically reduces

debt-to-GDP and debt-to-revenue ratios.

Of course, the Federal government does not directly control inflation. But it can

make the case that it needs lower interest rates to carry its debt, which, in turn,

causes higher inflation than would otherwise be the case. That's exactly the

dynamic we're seeing play out between the White House and the Federal Reserve

now, as FOMC members are being incentivized to advertise their dovishness.

This is undermining the Fed's inflation-fighting credibility. Bond markets have already

cottoned on to the risks and are expecting average inflation of around 3% over the

next 10 years. In other words, they do not believe the Fed will achieve its inflation

target. Long-run fiscally driven inflation risks are also evident in the global
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"debasement trade," in which investors are reducing US Treasury holdings in favor of

safer havens such as gold and the bonds of small, low-debt countries.
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Appendix 1: Key Macro Indicators Tracker   
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Appendix 2: US Private Equity Statistics  
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