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The U.S. economy got a bucket of good news in the past month. Growth in Q1 was better than expected—hitting
2%—and early tracking has us raising our GDP growth forecast for Q2 to a hearty 2.4%. That puts the annual pace of
expansion at 2.2%, which may seem like decimal point minutia, but signals gathering momentum above the
psychologically important “2% threshold.”

Inflation continues to be a problem, of course (we've long held the view that inflation would remain sticky with
upside risks). But the labor market is stable— importantly—now even outside of health care. Indeed, as we wrote
last month, it's hard to bet against the U.S. economy.

We acknowledge, however, that this rosy outlook might seem disconnected from a flurry of difficult headlines
surrounding the conflict in the Middle East, coupled with surging energy costs and discouraging consumer
confidence data.

While it’s clear the U.S. is not currently in a recession, how long can it hold on to the current environment before
dreaded recession risk rears its head? A long time. We did the math and found it would take more than one
million job losses before the US faced a true technical recession. That makes odds of one in 2026 low, even as
we remain mindful of growing risks around our base case.

Reconciling all this conflicting data and headlines means recognizing that two things can be true: Headline data
can be solid and improving, while pockets of the economy are struggling.

Lest we be accused of sitting on both sides of the fence, acknowledging headline strength with underlying
weakness isn't about trying to have it both ways. Instead, it's a pushback against conflating headline strength
with either overall health or sector-specific recessions as ominous signs of things to come.

For global markets, headline data matters—and that's why we watch it closely. But for businesses with targeted
clients or operating in specific sectors, divergence from headline growth can be extreme. Put differently, this
two-speed economy means the Wall Street versus Main Street divide grows.

Frances Donald | Mike Reid | Carrie Freestone | Imri Haggin




US Analysis | May 21, 2026

Enter the energy shock

Overall, the jump in energy prices is a net neutral effect on the US economy over time since it weighs on
consumption but boosts investment—at least in theory.

Yet, one understated feature of the energy shock is the longer it persists, the further it weakens segments of the
economy already under duress while having more minimal impact on existing pillars of strength. It effectively
widens distance between the two tracks of the economy.

So, while we maintain our cautiously optimistic take of the U.S. economy for 2026, we also emphasize three

sectors that are likely to remain persistently weak beneath the “2% economy.” This will be even more true the
longer the energy shock continues.

Three struggling sectors despite a resilient aggregate economy

Low- and middle-income consumers Trade sectors face tariff uncertainty Alinvestment at the expense
bear inflation's brunt and input cost pressure of non-Al investment

&S0

1. Low- and middle-income consumers are bearing the brunt of inflation.

We've already witnessed a notable divergence between hard economic data and soft data (i.e., consumer

surveys). Weak consumer confidence has been signaling a divide for some time: Job prospects are not as
plentiful as before, wage growth is slowing more quickly for lower paying jobs, and tariff-induced inflation

disproportionately impacts middle to low income earners.

Real personal income transfers turned slightly negative in March for the first time since 2022. While we have long
appreciated that transfer payments are helping prop up the economy and take up a growing share of personal
income, consumers who rely on wage and salary income are falling behind. In fact, nearly all other sources of
income are outpacing wage growth including dividend, interest and rent—all sources that tend to flow to
upper-income households.

Layering on the energy shock doesn’t feel good for most consumers. Gas represents a sizable share of household
budgets that has nearly doubled since 2025. That means most households need to find ways to adjust—either
through lower savings, higher credit card utilization, or demand destruction. For now, we see the personal saving
rate move lower, but that’s not a permanent solution.
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2. Trade-related sectors still struggle with tariff uncertainty, and now face added pressure on input costs.

It's been a bumpy ride for trade in the US—one that saw a massive surge of imports ahead of Liberation day, a pull
forward of spending by consumers, and an unusual drawdown of inventories typical during recessions. Yes,
IEEPA was overturned, but that is only adding to the uncertainty. Some companies will get tariff refunds, but it's
unlikely to help consumers. And, the administration is likely to continue pursuing tariffs through other avenues,
meaning the outlook for trade will remain in flux for the rest of 2026. This suggests hiring, investment, and
broader activity in trade-reliant sectors will be negatively impacted until trade policy negotiations conclude.

3. Non-Al business investment continued to slow in Q1 despite the accelerated depreciation benefits offered
by the One Big Beautiful Bill Act.

A big part of this story is financing costs—borrowing costs are influenced by long-term rates, which remain
elevated. That's in addition to already high input costs.

Indeed, consumers are not the only ones feeling the pinch of higher inflation. The Producer Price Index is
re-accelerating, and shows costs for critical inputs like steel, copper, and concrete as well as transportation and
warehousing costs are elevated.

Al-related investment did get a boost from the CHIPS Act, and the tailwinds will continue as investments in

Al-related equipment and software are poised to accelerate. But, the appetite for investment outside of Al is
falling amid trade uncertainty, weakening in consumer sentiment, and high borrowing costs.

Growth outlook

Even in the face of the ongoing conflict in the Middle East, our outlook is cautiously optimistic as we expect
higher tax returns in Q2 (the greatest tailwind) will offset higher gasoline prices for consumers (the largest
headwind).

In May, we upgraded our growth outlook for Q2 to reflect recent upside surprises from the consumer coupled
with ongoing strength in productivity, Al investment and sizeable government spending. However, with a higher
baseline, we now view risks to our outlook as broadly balanced (versus tilted upside), and continue to monitor the
feedthrough from the commaodities shock into the economy.

U.S. GDP QoQ annualized, %

Q1-26 Q2-26  Q3-26 Q4-26
May 2026 2.0 2.4 1.7 1.8

Apr.2026  (1.3) (1.5) (1.7) (1.8)
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Downside risks to growth
(lower growth)

Housing affordability continues
to weigh on investment and
construction.

Credit card and auto
delinquencies continue to rise,
particularly for younger
borrowers, weighing on
consumption.

Rising goods imports, primarily
for Al related capex, would widen
the trade gap. Already seeing a
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Upside risks to growth

(stronger growth)

Spending by a rapidly growing
retired cohort is bolstered by
strong asset price appreciation.

Al capex and plans signal strong
growth in 2026 with additional
tailwind from accelerated
depreciation.

Services spending continues to
grow as consumers rotate away
from goods spending. Tax
refunds trend higher compared

to last year, offsetting oil price
shock.

notable divergence between

consumer and capital goods

imports.

e Possible defense spending
acceleration can technically add
to GDP.

Balance of Risks: Growth

(
\

Inflation outlook

Inflation is moving in the wrong direction. Price growth remains fundamentally sticky around 3% with upside risks
even after stripping out the impact from the ongoing energy shock.

The commodities shock continues to add to inflationary pressures, but challenges extend beyond oil and
fertilizer. For one, now that pre-tariff inventories have been used up, tariffs are showing up more prominently in
producer and consumer prices.

Meanwhile, services’ prices are also sticky, supported by a structurally tight labor market. This inflation profile
will keep the US Federal Reserve on the sidelines for the rest of 2026 and 2027.

Frances Donald | Mike Reid | Carrie Freestone | Imri Haggin



RBC Economics

US Analysis | May 21, 2026

CP1 QoQ SAAR, %

Q1-26 Q2-26

headline core headline core

May2026 27 25 37 28
Apr.2026 (27) (25 (3.7) (28)

Downside risks to inflation
(i.e. cooler inflation)

Wage pressure continuing to
slow should help to remove
stickiness in the services sector.

* Higher than expected inventory

in bonded warehouses, °

especially in durable goods,
could lead to slower tariff
passthrough.

¢ Consumer demand for
discretionary goods and services
erodes as a result of higher
costs for essentials, and high
debt servicing costs.

+ Trade-exposed layoffs lead to
reduced purchasing power and
lower demand. Layoffs are
another option for firms looking
to preserve margins without fully
absorbing higher prices.

* Owners' Equivalent Rent finally

Q3-26 Q4-26
headline core headline core
3.3 2.7 3.1 2.9
(3.1) (2.8) (3.0) (2.9

Upside risks to inflation

(i.e. higher inflation)

eased, but stalling progress
could limit further declines in
core inflation this year.

Higher energy prices impact core
inflation through secondary
effects—transport margins
weigh on goods’ pricing. Oil at
$75/barrel, headline inflation
would average 3% in 2026, and
at $100/barrel, inflation would
peak above 3.5% in 2026.

Tariff passthrough remains a risk
for consumers, and the Producer
Price Index appears to have just
hit its peak.

Reduced immigration can keep
wage pressure elevated.

Balance of Risks: Inflation
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Labor market outlook

The US labor market is stable. Job creation has slowed meaningfully in the past six months, but downward
momentum, at least, for now has paused temporarily.

The bulk of job creation, however, remains in health care—a structural trend—while trade-exposed sectors remain
soft. At the same time, falling labor supply amid rising retirements means the economy can generate far fewer
jobs to keep the unemployment rate stable—perhaps as few as zero a month.

Structurally reduced labor supply should mean there’s a floor under how weak wages can decelerate. But, the
recent energy shock has real wages tipping into negative territory, particularly for low-income households.

Indeed, the new measure of the American consumer is no longer whether they have jobs, but if they earn enough
from them. We're still optimistic that the labor market is stable, but the impact of tariff pressures, and rising
energy costs suggest risks to our base case forecast remain to the downside.

Unemployment rate, %

Q1-26 Q2-26  Q3-26 Q4-26
May 2026 43 4.4 45 4.4

(4.3) (4.4) (4.5) (4.4)

Apr. 2026

Downside risks to labor
(higher unemployment rate)

Upside risks to labor
(lower unemployment rate)

A continuing squeeze in
corporate profits from tariff
pressure would put jobs under
scrutiny, and layoffs are a quick
cost savings measure.

A slowing retirement rate would
* reduce replacement demand,
reflected in lower job openings.

Al disruption remains a low but

* serious risk to job displacement.

Consumer demand for services is
stronger than expected resulting
from high transfer income to
retirees, and lower wage
sensitivities. Firms need to hire
to keep up with demand.

Firms investing in
labor-augmenting technologies
ramp up hiring to deploy
widespread implementation.

Demographics and aging support
sustainable strength in health
care hiring, and some
replacement demand in other
sectors.
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Downside risks to labor Upside risks to labor
(higher unemployment rate) (lower unemployment rate)

* Lack of immigration boosts job
openings in sectors like leisure
and hospitality and construction—
increasingly filled by domestic
workers.

Balance of Risks: Labor
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