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US outlook update: Still
weighted to the downside

We mark-to-market our baseline view for the US economy this
year and next, and update our alternate scenarios. We continue
to expect slow growth and firm inflation, with backloaded Fed
cuts in 2026. Fiscal is now more of an upside risk, but recent
trade announcements raise downside probabilities.

Key Takeaways

B We maintain our baseline view for slow growth and firm inflation. We expect real
GDP growth of 0.8% in 2025 (Q4/Q4) and 1.1% in 2026. Inflation peaks in 3Q25.

B Elevated inflation and downward pressure on the unemployment rate from
immigration keep the Fed on hold this year, with backloaded cuts starting in
March.

B In our updated alternate scenarios, we see higher risk (40%) of a downside

scenario on the back of recent escalations in trade announcements.

B Upside risks could come from larger fiscal multipliers or de-escalation in trade
and immigration restrictions. In both cases, 2026 growth is boosted more.

Exhibit 1: Morgan Stanley US Economics baseline and alternative outlooks for
the US Economy: 2025-26

[Trade

Effective tariff rate at ~16-17%

Effective tariff rate reduced to ~10%

Effective tariff rate at ~16-17%

Effective tariff rate at ~23%

Fiscal

The OBBBA has larger fiscal
multipliers than anticipated, and thus
alarger growth impulse

The OBBBA widens the deficit in
2026, but multipliers are
unfavorable. Fiscal adds 0.4pp push
to GDP growth in 2026

The OBBBA widens the deficit in 2026,
but multipliers are unfavorable. Fiscal
adds 0.4pp push to GDP growth in 2026

The OBBBA widens the deficit in 2026,
but multipliers are unfavorable. Fiscal
adds 0.4pp push to GDP growth in 2026

Immigration restrictions slow
potential growth to 1.5%

Expanded legal immigration keeps
potential growth at 2.0%

Immigration restrictions slow potential
growth to 1.5%

Immigration restrictions slow potential
growth to 1.5%

Immigration Assumptions
2025:1.2% 2025:1.2% 2025:0.8% 2025:-0.6%
Real GDP Growth (40/4Q) 2026:2.1% 2026:1.8% 2026: 1.1% 2026: 0.6%
2025:4.2% 2025:4.2% 2025:4.4% 2025:4.6%
Rate (End of Year) 2026:3.8% 2026:4.3% 2026:4.9% 2026:5.8%
2025:3.2% 2025:2.9% 2025:3.2% 2025:4.1%
Inflation (core PCE 40/4Q) 2026:2.8% 2026:2.2% 2026:2.3% 2026:2.2%

Federal Reserve Policy

2025: No cuts
2026: No cuts

2025: No cuts
2026: 75bp of cuts

2025: No cuts
2026: 175bp of cuts

2025: 75bp of cuts
2026: 200bp of cuts

Source: Morgan Stanley Research
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Still weighted to the downside

Since we published our mid-year outlook in May, we have more clarity around some policy
variables (fiscal, immigration), and continued uncertainty around others (trade). Our base
case remains largely unchanged, with slow growth and firm inflation. We mark-to-market
our base case on the back of recent data releases, the final fiscal bill, and updated
immigration flows. For our alternate scenarios, we now see more upside than downside
risk from fiscal. However, recent trade announcements increase the probability of a
downside scenario, which we estimate at ~40%.

In other words, even with two upside scenarios, we see their combined probability (~20%)
as less likely than downside risk from a tariff and trade shock (~40%), leaving risk to the
outlook as weighted to the downside.

Baseline: Slow Growth, Firm Inflation: We assume the effective tariff rate rises to
slightly higher than it has been for the past month and remains there. In our view, at least
some of the reciprocal tariffs announced for August 1 stay in place, which bring us to an
effective tariff rate around 16-17% (versus the current 14% rate). Immigration slows
significantly compared to the past couple years, with net immigration at 300k this year
and 200k next, versus 2.9mn in 2024.

In today's CPI print, we saw signs of tariff effects, with acceleration in many core goods
categories, despite the declines in new and used car prices. We continue to expect the
strongest inflation push from tariffs will be in August. June is the end of the beginning, not
the beginning of the end.

Meanwhile, slower immigration puts downward pressure on the unemployment rate,
leading to only a slight increase by year-end. The Fed is on hold for the remainder of this
year with the economy further from price stability than maximum employment. They
begin cuts in March 2026 and cut by 25bp at every meeting thereafter, bringing the target
Fed Funds rate to 2.625% at the end of 2026. A Fed that cuts late is likely to cut more,
and slower immigration can pull potential growth and, in turn, the neutral rate lower.

Alternate Scenarios:

As before, we acknowledge the outlook remains uncertain and think scenario analysis is as
important as thinking about baseline outcomes. Despite some clarity, policy-related

uncertainty remains elevated.

Demand upside: Fiscal push ignites animal spirits: We add a new upside scenario on the
back of the fiscal bill, incorporating stronger demand, prolonged elevated inflation, and a
Fed on hold throughout 2026. Tariffs and immigration still weigh on growth. However,
fiscal multipliers from the One Big Beautiful Bill Act are higher than we expect, due in part
to animal spirits and optimism, leading to more business investment and more
consumption as hiring and income pick up. Inflation picks up in Q3 due to tariffs, then
remains elevated on the back of stronger demand. With stronger growth and still elevated
inflation, the Fed is on a prolonged hold, with no cuts this year or next.

Supply upside: De-escalation plus: De-escalation in trade and immigration policy lead to
faster growth and less cuts versus our baseline. The effective tariff rate falls to around

~10% on the back of negotiations. Increased legal immigration, or less deportations than


https://ny.matrix.ms.com/eqr/article/webapp/fe29e2a4-2435-11f0-a7b5-be1922553d49?ch=rp&sch=sr&sr=3
https://ny.matrix.ms.com/eqr/article/webapp/2274a5c6-4714-11f0-a2c9-972387dfb035?ch=rp&sch=sr&sr=1
https://ny.matrix.ms.com/eqr/article/webapp/2274a5c6-4714-11f0-a2c9-972387dfb035?ch=rp&sch=sr&sr=1
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assumed, lead to higher net immigration than in the baseline, though still a significant
slowdown from last year. Trade and immigration policy still detract from growth versus
the past couple years, but the smaller supply shock brings consumption and growth
higher than in our base case. Inflation still picks up in Q3 on the back of already in-place
tariffs, but the magnitude is smaller and inflation comes down more quickly. The Fed is on
hold for the remainder of this year and cuts gradually in 2026, by 75bp total, as inflation
decelerates.

Mild recession: Trade shock/sudden stop: The effective tariff rate rises as recently
announced reciprocal tariffs go into effect and tariffs on China pick up when the 90-day
pause is over in August. The effective tariff rate at ~23% is reaching "sudden stop" levels,
and the interaction with further sectoral tariffs amplify trade uncertainty even further.
Indirect effects of tariffs, such as non-linear effects on trading volumes and negative
wealth effects, contribute to a mild recession, beginning in Q3. GDP falls by 1.2% peak-
trough. Inflation is higher in 2025 with more tariffs but the collapse in demand ensures
this is transitory and inflation moves back towards 2% in 2026. The Fed moves to cuts
more quickly than in our baseline. The Fed cuts by 75bp this year and 200bp next year.
Importantly, the policy rate remains well above the zero lower bound and the Fed abstains
from launching another round of asset purchases.

Exhibit 2: Scenario comparisons

2025 2026
+Demand +Supply Baseline Recession +Demand +Supply Baseline Recession
Real GDP 1.2 1.2 0.8 -0.6 21 1.8 11 0.6
Final Sales ' 1.4 1.4 1.0 -0.6 2.0 1.7 1.2 0.5
Final Domestic Demand? 14 13 0.9 -0.4 1.9 1.7 0.9 0.4
Final Private Domestic Demand 16 1.5 1.0 -0.5 241 1.8 0.8 0.2
Personal Consumption Expenditures 1.2 0.9 0.6 -0.7 1.6 14 0.7 0.2
Nonresidential Fixed Investment 4.6 5.0 3.7 1.6 4.7 3.3 1.5 0.2
Residential Investment -0.9 -0.5 -1.8 -3.1 20 28 11 03
Government 0.3 0.3 0.3 0.3 1.2 1.2 1.2 1.2
Inventory contribution (pct pts, a.r.) -0.2 -0.2 -0.2 -0.1 0.1 0.0 -0.1 0.0
Trade contribution (pct pts, a.r.) 0.0 0.0 0.1 -0.1 0.0 0.1 0.2 0.2
Employment & Personal Income
Civilian Unemployment Rate (%) 4.2 4.2 4.4 4.6 3.8 43 4.9 5.8
Average Monthly Change in Nonfarm Payrolls (Thous.) 113 106 96 -31 124 122 45 14
Inflation
PCE Price Index 3.0 27 29 3.7 26 22 22 22
PCE ex Food & Energy 3.2 2.9 3.2 4.1 2.8 2.2 2.3 2.2
Monetary Policy
Fed Funds Target (%, midpoint of target range) 4.375 4.375 4.375 3.625 4.375 3.625 2,625 1.625

Note: 1) GDP less contribution from inventory investment. 2) GDP less contributions from inventory investment and trade. 3) GDP less
contributions from inventory investment, trade, and the government sector (private final consumption plus investment). Source: BEA, BLS,
Federal Reserve, Treasury, Morgan Stanley Research forecast



Morgan Stanley | researcw

Exhibit 3:

Morgan Stanley US Economics baseline and alternative outlooks for the US Economy: 2025-26

Demand upside: Fiscal push and animal

s (10%)

rade shock/sudden stop
(40%)

Trade

Immigration

Deregulation

Fiscal

GDP growth

Consumer spending

Nonresidential fixed
investment

Residential investment

Net trade

Fiscal policy

Labor markets

Inflation

Federal reserve policy

Credit conditions

Productivity growth

Effective tariff rate picks up slightly versus
tariffs currently in place, to ~16-17%

Immigration restrictions slow potential
growth to 1.5%

Deregulation takes time. More of a micro
story than a macro story

The OBBBA has larger fiscal multipliers than
anticipated, and thus a larger growth impulse

GDP growth still slows meaningfully in 2025,
t0 1.2%, from restrictive trade and
immigration policy. In 2026, greater demand
from elevated spirits on the back of the
0BBBA leads to stronger growth, 2.1%.

Consumption slows to 1.2% in 2025 then
picks up to 1.6% in 2026. Tariffs and
immigration policy still weigh on goods
spending, but a tighter labor market supports
spending in 2026. Limited negative wealth
effects on upper income consumers.

Businesses pick up investments more than in
the base case on the back of the fiscal bill.
Investment rises 4.6% in 2025 and 4.7% in
2026.

Stronger income growth and better sentiment
helps activity. Still, investment is not as
strong as in the de-escalation case since high
rates keep the lock-in effect strong: -0.9% in
2025 and +2.0% in 2026.

Trade is neutral for growth both this year and
next. Imports are stronger than in the
baseline with stronger demand.

Government spending contribution to GDP is
same as in baseline, but indirect effects of
fiscal policy boost growth more.

Monthly payroll gains average 113k per
month this year and 124k next year. Labor
demand outpaces supply next year. The
unemployment rate finishes 2025 at 4.2% and
2026 at 3.8%.

Tariffs result in headline and core PCE
inflation at 3.0% and 3.2% (Q4/Q4) in 2025,
similar to the baseline. In 2026, stronger
demand keeps inflation elevated, with
headline and core at 2.6% and 2.8%.

The Fed is on hold throughout the remainder
of 2025 and 2026. Inflation remaining
elevated versus our base case, along with
growth above potential in 2026, keep them
restrictive.

Credit conditions start to loosen later this
year and next on the back of optimism from
lower tax rates. High rates keep credit
demand weak.

Higher productivity growth than in the
baseline. Productivity is still below trend in
2025, bouncing back in 2026.

Confidence starts to rebound this year,

Consumer and business though held somewhat low from continued

confidence

uncertainty. Confidence rebounds more in
2026.

Source: Morgan Stanley Research forecasts

Negotiated settlements reduce the
effective tariff rate to ~10%

Expanded legal immigration helps keep
potential growth at 2.0%

Deregulation takes time. More of a micro
story than a macro story
The OBBBA widens the deficit in 2026, but
multipliers are unfavorable. Fiscal adds
0.4pp push to GDP growth in 2026

Effective tariff rate picks up slightly from
tariffs currently in place, to ~16-17%

Immigration restrictions slow potential
growth to 1.5%

Deregulation takes time. More of a micro
story than a macro story
The OBBBA widens the deficit in 2026, but
multipliers are unfavorable. Fiscal adds 0.4pp
push to GDP growth in 2026

Forecast outcomes

Even with less restrictive trade and
immigration policy than the baseline,
growth slows to 1.2% in 2025. De-
escalation on trade and immigration lead
to a pickup of 1.8% next year.

Consumption slows to 0.9% in 2025 but
recovers from winter weakness to 1.4% in
2026. Tariffs still weigh on goods
spending in 2H 2025 and in 2026, but less
so with a lower effective tariff rate.
Limited negative wealth effects.

Investment picks up more than in the
baseline both this year and next as tariffs
de-escalate and there is more certainty
around policy. Investment rises 5.0% in
2025 and 3.3% in 2026.

Affordability improves from stronger
income growth, while rate cuts still ease
pressure on the margins. Activity is less
weak this year and stronger next: -0.5% in
2025 and +2.8% in 2026.

Trade is neutral for growth this year and a
slight boost next year. Imports are less
weak this year and next than in the
baseline on the back of de-escalation of
tariffs.

The contribution of fiscal to growth slows
from prior years as growth in government
spending slows. Still, the fiscal bill boosts
2026 growth by about 0.4pp.

Monthly payroll gains average 106k per
month this year and 122k next year. More
immigration means a higher breakeven
rate of hiring. The unemployment rate
stalls, finishing 2025 at 4.2% and 2026 at
4.3%.

A less pronounced inflationary impulse
from tariffs brings headline and core PCE
inflation to 2.7% and 2.9% (Q4/Q4) in
2025. In 2026, disinflation continues, with
headline and core at 2.2%.

The Fed delays cuts until 2026, and then
cuts three times to a terminal of 3.50-
3.75% by year-end. 75bp in total cuts. No
QE.

High policy rates and elevated uncertainty
constrain the flow of credit to non-prime
in 2025. Credit itions start

Real growth slows to 0.8% (Q4/Q4) in 2025
and 1.1% in 2026. Tariffs act as a tax on
consumption and capital, with the weakest
quarters for growth in 4Q25 and 1Q26.

Consumption slows to 0.6% in 2025 and 0.7%
in 2026. Tariffs weigh heavily on goods
spending. Limited negative wealth effects on
upper income consumers. Less immigration
means less employment growth.

Investment picks up to 3.7% in 2025, owing
to a strong Q1 that does not reverse, then
slows to 1.5% in 2026. Business responds to
a slowing economy by delaying expenditures,
but does not retrench.

Declines by 1.8% in 2025 before a slight
pickup to 1.1% in 2026. The combination of
slowing income growth and pressures on
building from tariffs and immigration weigh
on activity before rate cuts in 2026 provide
relief.

Higher trade barriers slow trade volumes,
with imports falling most. Export growth
slows to 0.1% and 0.6% this year and next,
while imports fall 1.9% and 1.4%. Front-
loading of imports and a weak consumer
drive some of the import weakness. Net trade
adds a 0.1pp to growth in 2025 and 0.2pp in
2026.

The contribution of fiscal to growth slows
from prior years as growth in government
spending slows. Still, the fiscal bill boosts
2026 growth by about 0.4pp.

Average monthly payroll gains slow to 96k
this year and 45k next year. Less immigration
means a lower breakeven rate of hiring. The
unemployment rate finishes 2025 at 4.4% and
2026 at 4.9%.

Tariffs push headline and core PCE inflation
t0.3.0% and 3.2% q4/q4 in 2025. The q/q
rates peak at 3.7% and 4.0% in Q3 2025. We
expect headline and core PCE at 2.2% and
2.3% q4/q4 in 2026.

With inflation further from its target than
employment, the Fed is forced to delay cuts.
No cuts in 2025 but cuts in 2026 bring the
terminal to 2.5-2.75% by year-end. 175bp in
total cuts. No QE.

Credit conditions remain tight as a slowing
economy, high policy rates, and elevated
inty restrict the flow of credit to non-

to loosen in 2026 with less uncertainty.

Higher productivity growth than in the
baseline. Productivity is still below trend
in 2025, bouncing back in 2026.

Confidence rebounds from 20222023
lows, but the rebound is limited in 2025
on account of sluggish growth, high
inflation, and elevated uncertainty.

prime borrowers.

Productivity growth was slowing from its post
pandemic pace. Productivity growth runs well
below recent and long-run trends this year
and next.

Confidence of households and business
remains near 2022-2023 lows on account of
sluggish growth, high inflation, and elevated
uncertainty.

Effective tariff rate picks up to ~23%
(recently announced reciprocal tariffs stay,
or rate on China increases, etc)

Immigration restrictions slow potential
growth to 1.5%

Deregulation takes time. More of a micro
story than a macro story

The OBBBA widens the deficit in 2026, but
multipliers are unfavorable. Fiscal adds
0.4pp push to GDP growth in 2026

Real GDP falls 0.6% in 2025 before a 0.6%
rebound in 2026. Tariffs, wealth effects, and
increased uncertainty hold back capex,
hiring, and household spending. The result:
mild recession, a 1.2% peak-to-trough
decline in GDP over three quarters beginning
2H25.

Consumption falls from Q3 2025 to Q1 2026
before a gradual reacceleration. Tariffs
weigh heavily on goods spending. Negative
wealth effects lead upper-income
consumers to pull back, with spillover into
broader spending.

A retrenching business sector cuts
employment and capex. Investment declines
throughout 2H and into Q1 2026, followed by
tepid recovery.

New housing is helped by lower rates, hurt
by slower incomes. Existing home sales
regain share as low rates lessen mortgage
lock-in and raise turnover. Activity is weaker
in 2025 then picks up only slightly in 2026.

Higher trade barriers slow trade volumes
more drastically. Net trade subtracts 0.1
from growth in 2025 and adds 0.2pp in
2026.

The contribution of fiscal to growth slows
from prior years as growth in government
spending slows. Still, the fiscal bill boosts
2026 growth by about 0.4pp.

Payrolls fall an average of 31k per month in
2025 with declines near 200k in H2. In 2026,
payrolls stall, averaging 14k per month. The
unemployment rate rises to 4.6% this year
and 5.8% next year.

We see headline and core PCE at 3.9% and
4.3% in 2025. The sequential peak in
inflation is still Q3. Contraction slows 2026
inflation relative to the baseline. We expect
headline and core PCE at 2.1 and 2.2% in
2026.

The Fed shifts to cuts as downside risks to
growth mount. 75bp in 2025 and a terminal
of 1.50-1.75% in 2026. 275bp in total cuts.
No QE.

Credit conditions tighten further as the
economy contracts. By late next year, the
Fed has eased policy enough to encourage
some new credit supply but demand remains
weak.

With rapid declines in output in 2H,
productivity falls in 2025 and stalls in 2026.

Recession pushes confidence down further,
testing new lows.

IDEA
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Exhibit 4: Real GDP growth Exhibit 5: The unemployment rate
3 Real GDP, q/q % ch, a.r. 65 Unemployment rate, %
= Recession
2 6
e Baseline
L 55 <= -+Supply
0 / 5 +Demand
-1 4.5
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2 Baseline 4
-3 ===-+Supply 3.5
4 +Demand 3
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Source: Bureau of Economic Analysis, Morgan Stanley Research Source: Bureau of Labor Statistics, Morgan Stanley Research
Exhibit 6: Core PCE inflation Exhibit 7: Fed funds rate
Core PCE inflation, q/q % ch, ar 5 Fed funds rate, %
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Source: Bureau of Labor Statistics, Morgan Stanley Research

Source: Federal Reserve Board, Morgan Stanley Research

Our view on recent US trade data

Our estimates of the baseline tariff revenue continue to be based on the country
and product import shares from 2024. In the most recent US Census trade data
from May 2025, we have observed changing import shares, and the customs duties
collected would imply a lower level of average tariff rates than our baseline.
However, we do not view this as the status quo. Given the significant uncertainty
around trade policy and tariff levels, we expect that the trade data will continue to
react, before settling back into more stable patterns. Also, despite the temporary
change in import patterns, the effective tariff rate was already more than three
times the levels from end of the 2024. To model the effects of tariffs on the
economy, we therefore use the changes in tariff levels using 2024 import shares as


https://www.census.gov/foreign-trade/Press-Release/current_press_release/index.html
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a measure of the shock.

Exhibit 8: Recent trade data
already shows the ramp up in
effective tariff levels

10.0% . .
00% Us Effective Tariff Level May/2025,
8.0% 8.7%

Apr/2025,

7.0% 7.0%

6.0%

Mar/2025,

5.0% 38%

4.0%

3.0%

2.0%

1.0%

.0%
2011 2013 2015 2017 2019 2021 2023 2025

Source: Census, Morgan Stanley Research. Note: this
tariff rate is computed as the Calculated Duties collected
on all US imports divided by total US imports.

Exhibit 9: The duties collected by
US Customs have continued to rise
in June

30.0 US Customs Receipts
——Gross Federal Receipts: Customs (Bil.$) Jun/2025,
25.0 27.2
US Imports from the World: Calculated Duty j
20.0 (8il.$)
15.0
10.0 ”/'V\\Jw,
A AAAMAA N
0.0

2011 2013 2015 2017 2019 2021 2023 2025

Source: US Treasury, Census, Morgan Stanley Research

IDEA
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