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U3 unemployment key for the Fed
Labor cost pressures continue to ease. In Q2, unit labor
costs in the non-farm business sector rose just 1.3 percent
SAAR, up a similar amount over the last year. In July,
average hourly earnings rose just 0.1 percent, pulling the
12-month rate down to just 3.2 percent. As our nearby
figure shows, several industries have seen wage growth
cool over the last year.
That said, I don’t view the FOMC as being persuaded for
several reasons. Thus, I continue to anticipate a rate hike
in September.

• Most policymakers accept that the labor market is not
a meaningful source of inflationary pressures as it is.
Despite the cooling in labor market conditions, core
services ex-housing has strengthened. One explanation
could be that inflation expectations have increased.
That is a tough pill for the Fed to swallow. So, there is an
asymmetry at work. Evidence of cooling labor market
conditions doesn't matter as much when inflation is
running above target.

• The unemployment rate has declined well below
estimates for 2026. This matters and that’s why the
unemployment rate – not payroll growth – is what
goes into the Summary of Economic Projections and
traditional monetary policy rules. As Janet Yellen once
stated, the headline unemployment rate is “probably
the best single indicator” of labor market conditions.
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• There is some risk that the unemployment rate
continues to slide. For one, the most recent data simply
reinforces the notion that the breakeven level to hold
the jobless rate flat has declined. Next, looking at
key demographic groups – ages 35 to 44, less than
high school education, and blacks – implies overall
unemployment declines. The framework's (Rinz) near-
term read is roughly −0.06pp on the headline UR within
a month or two, building to about −0.2pp over the next
four to six months.

• Lastly, there is reason to assume that nonfarm payrolls
growth rebounds in August. After all, the decline was
led by two sectors: local governments and leisure &
hospitality. That’s likely due to seasonal adjustment
factors. What seasonals taketh, they giveth later. So,
I’d expect a positive print heading into the September
FOMC meeting.

In short, the slowing in wage growth is notable but is
not as important as the decline in the unemployment
rate. Assume a scenario where the unemployment rate
estimate for 2026 comes down by 0.1ppt to 4.2 percent.
That by itself implies roughly a quarter-point upward
revision to the implied policy path in a standard Taylor
Rule type function.

August 10, 2026 2

https://www.clevelandfed.org/publications/economic-commentary/2026/ec-202610-group-unemployment-rates-warning-signs-about-broader-labor-market
https://www.clevelandfed.org/publications/economic-commentary/2026/ec-202610-group-unemployment-rates-warning-signs-about-broader-labor-market


Economics

At the end of the day, the unemployment rate has
declined 0.04ppt per month on average so far this year
and it has been falling for four of the last five months.
This will be ammunition for the hawks heading into the
September FOMC.

Two risks to the outlook: Fiscal and consumption
The point of hiking is to slow growth down and I do
think a hike or two will increase the downside risks to
the economic outlook. That’s a risk the consensus on the
FOMC seems willing to tolerate. There are two things to
consider, in my view.

First, fiscal policy is becoming increasingly restrictive as
we head into 2027. The Brookings Institute says this of
their Fiscal Impact Measure (FIM):

“We expect fiscal policy to be moderately restrictive
over the remainder of 2026, as continuing weakness
in government purchases and the effects of tariffs
are partially offset by the stimulative effects of the
tax cuts in the OBBBA. In 2027, we project the FIM
will become more restrictive as purchases continue
to be weak and supply side effects—notably the
equipment purchases we assume had been spurred
by the CHIPS and Inflation Reduction Acts—turn
negative.”

Over the next four quarters, federal spending on goods
and services will cut US GDP growth by an average of
0.2ppt per quarter.
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State and local governments are expected to be a
modest headwind too, but the fact that state and local
government employment has stalled over the last year is
by itself a reason to anticipate less contribution to GDP
from state and local government.

Second, consumer spending is likely to moderate and
that’s important for GDP bean counting. If the annualized
rate of consumers’ spending slows from 3.0 percent,
the pace in Q2, to 2.0 percent, the contribution from
consumption to GDP declines by 0.7ppt. To put this into
context, nonresidential business fixed investment would
need to accelerate another 5ppts to offset that.

Why do we see consumption slowing? Two reasons.
First, income growth is weak. Over the last three months,
the index of aggregate weekly payrolls, a rough proxy
for labor income, has advanced just 2.7 percent SAAR
in nominal terms. That’s no great shakes. I’d be careful
assuming that the pace of nominal spending growth can
persist when it’s already running 4ppt ahead of incomes.
There is a limit to how far the savings rate can decline
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Moreover, I would not assume that the decline in the
unemployment rate by itself implies stronger wage
growth is on the horizon. Indeed, rates of job finding
and switching, both of which are quite low, tend to be
more useful in forecasting future wage pressures than the
unemployment rate.

Second, tax policy will become less favorable to
households in the coming quarters. Wild guess, but we
will not be talking about “record-breaking tax refunds” in
2027. The tax relief tailwind lifted activity in H1 and that
bump will not extend into the current half of the year. The
Brookings Institute’s FIM shows taxes and benefits cutting
US GDP by Q4 2026 with the headwind building for the
next two quarters.

Fed hiking into downside risks
In short, the unemployment rate is coming down, but
that does not necessarily mean that downside risks to the
economic outlook are going away. Indeed, at the margin,
the lower unemployment rate will push the Fed towards
tightening policy even as the odds rise that fiscal policy
tightens and consumption cools.
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Monetary metrics
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High frequency data heat-map
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Labor market indicators
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Inflation indicators
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