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We've been consistent: One shouldn’t bet against the US economy. Primarily, that means the consumer—who
accounts for nearly two-thirds of US GDP.

The consumer has held up well since the start of the year even as energy costs surged, buffered by a long list of
shock absorbers: Tax refunds, plentiful savings, and manageable debt loads.

Now, as energy costs decline, it's tempting to think consumer spending can accelerate. But that might be too
optimistic a take. Despite headline resilience, the energy shock, coupled with persistent non-energy prices, have
weakened the US consumer and their capacity to absorb further price pressures.

That's not enough to break our cautiously optimistic U.S. narrative. The K-shape and ultra-resilient high income
consumer is still in play, so too is a tight labor market that will keep Americans employed.

But, businesses may increasingly find their ability to pass prices through to end consumers is eroding for the first
time after the pandemic, and that’s a shift worth monitoring.

Non-energy inflationary pressures remain in the system

At around USS75/barrel for West Texas Intermediate oil, energy will continue to put upward pressure on
year-over-year headline inflation in until February 2027—meaning we expect another nine months of “ugly”
headline inflation data.

It will be easy to “look through” the pressure over that horizon as backward looking, telling us more about an
energy shock from the past (hopefully) than what’s in the future. It will, however, be much harder to look through
the rest of the inflation picture, particularly as consumer prices have run above the Federal Reserve's 2% target
for well over five years—a trend new Federal Reserve Chair Kevin Warsh has expressed particular concern over.

Our concerns about inflation haven't been confined to energy, but the broad-based nature of U.S. inflationary
pressures that have persisted over a multi-year horizon. Goods inflation has risen off the back of tariffs, there are
no signs of deflationary pressure coming from a tight housing market, and there is a floor under how far services
ex-housing inflation can decline as the labor market stays tight. Just look at super core (core services ex-shelter)
running at 3.5% year-over-year.
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While the “peak” in headline inflation is likely behind us, we aren’t convinced that’s the case for non-energy
inflation. In particular, there are signs that businesses aren't done passing their higher input costs through to
consumers. Producer prices are, for example, re-accelerating to a sizeable of 6.5% YoY, core producer prices are
at 4.9% and core finished consumer goods (i.e. ex-food and energy) +3.5% YoY.

Moving forward, supply chain disruptions are likely to push food prices higher, and that’s a basket that no
consumer can substitute away from.

Inflation pressures rising in the pipeline
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Eroded buffers for consumers...

There’s no doubt that falling energy prices remove a significant consumer headwind. Problematically, however,
the past four months of surging energy prices combined with ongoing non-energy inflation have meaningfully
contributed to the erosion of financial buffers of the past six years, notably for low-and mid-income Americans.
This group is now ill poised to absorb new shocks; particularly, additional price shocks should they appear (e.g.
another surge in energy prices or new tariffs).

To be sure, signs of stress are building for most consumers:

e Real wages have turned negative and eroded purchasing power. Wages are the primary source of income
for most low and mid-income earners (in contrast to the top 10% of earners, who derive more income from
dividend, rent, and interest payments).

e The personal savings rate has slumped to concerning levels (2.6% in April), down a full percentage point
from February.

e Revolving credit in Q2 is running 3.8% above a year-ago—an unusual development during a period when tax
returns typically would have supported paying down debt. But that’s part of the problem. Those tax refunds
are acting as a buffer to higher gas prices for many households, and that will soon be depleted (unlike 2023
when stimulus was still a more substantial tailwind). The combination of debt and high interest rates
means personal interest payments are weighing on consumption, sucking up 2.5% of disposable income
from consumers every month.
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Signs of stress weighing on low- and middle-income consumers
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And yet, it's still too early to bet against the US economy

Our outlook might seem bearish on the surface. A bruised consumer, ongoing inflation in the system, and eroding
business pricing power are not typically the foundations of a positive take.

Yet, the economy continues to be meaningfully fragmented with structural trends that produce guardrails around
environments that would otherwise create wobbles.

Three core guardrails against the bruised consumer include:

1. Businesses have the capacity to absorb prices even if it isn't wanted. Corporate profit margins remain elevated
as a share of gross value added (GVA)—sitting at 18%—unseen since 1965. At the same time, the
compensation share (i.e., the cost of labor) has fallen to nearly 55% of GVA—Ilowest in the history of the data.
The silver lining of this dynamic is we do think there is room to boost wages without a more significant risk of
layoffs.

Businesses have room to absorb prices without resorting to layoffs
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2. The job market is still tight, largely due to structural factors but now, increasingly, some cyclical support. We
continue to expect that even in the presence of some demand destruction, a shrinking labor force means labor
hoarding is more likely than cost cutting with some variation per sector. As we continue to express, the new
measure of US consumer health is not whether a worker has a job, but whether they work enough hours, and
earn enough to cover the cost of living.

Structural forces keep labor market tight
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3. The K-shaped economy is still in effect and likely widening. We are believers that the top 10% of American
consumers have held up aggregate spending, supported by significant financial assets that continue to boom
with ongoing stock market strength. However, there is a critical distinction to be made about topline growth
forecasts and shifting dynamics under the surface. The former will look stable; the latter will become more
volatile.

Non-labor income sources outpacing wage and salary growth post-Covid
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Taken together, the US economy is not currently facing recession risk and our aggregate expectation for US
growth is still comfortable in the 2% range for this year, supported by significant Al infrastructure investment,
government spending and wealthy households.

But, after six years of consumer resilience, the group is at greater risk from additional shocks and the pricing
power baton is passing. How businesses choose to carry it will define the next chapter of the economic cycle.

Growth outlook

House view: US economic resilience continues with underlying growth moving along a roughly 2% trend, though
diverging trends persist beneath it. Al continues to drive the entirety of the business investment story: Spending
on information processing equipment and data center infrastructure has surged, while CAPEX outside of the Al
buildout remains exceptionally weak. On the consumer side, stronger tax returns and resilient high-income
spending absorbed the energy shock, but there are signs consumer buffers among low to middle-income earners
are developing cracks worth monitoring. As energy prices settle, we view risks to the economy as roughly
balanced with upside surprises still possible from productivity and the Al build, and downside surprises still
possible should another inflationary shock rear its head.

U.S. GDP QoQ annualized, %

Q1-26 Q226 Q3-26  Q4-26
jun.2026 1.6 2.4 1.7 1.8
May2026  (2.0) (2.4) 1.7) (1.8)

(1.3) (1.5)

Apr. 2026

Downside risks to growth Upside risks to growth

(lower growth) (stronger growth)

Low to mid-income consumers
are showing some signs of
cracks as savings rates fall and
real wages have been hurt.

e Spending by the rapidly-growing
retired cohort is bolstered by
strong asset price appreciation.

* Al capex and plans signal strong

o Housing affordability continues
to weigh on investment and
construction activity.

e Credit card and auto .

delinquencies continue to rise,
particularly for younger
borrowers, weighing on
consumption.

growth in 2026 with additional
tailwind from accelerated
depreciation.

Services spending continues to
grow as consumers rotate away
from goods spending. Tax
refunds trended higher
compared to last year, offsetting
Q2's oil price shock.
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Downside risks to growth
(lower growth)
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Upside risks to growth

(stronger growth)

* Rising goods imports, primarily
for Al related capex, widen the
trade gap. Already seeing a
notable divergence between
consumer and capital goods
import trends.

* Possible defense spending
acceleration can be technically
additive to GDP.

Balance of Risks: Growth

(
\

Inflation outlook

\

House view: Even as energy prices settle, inflationary pressures remain broad and persistent. Housing inflation is
still running hot, strong wage growth continues to put a floor under core services, and tariff passthrough to core
goods is still likely coming through the pipeline—as evidenced by the gap between Producer Price Index and
Consumer Price Index. We expect core inflation to settle just below 3% by year-end. The new wrinkle in our
outlook is incoming Federal Reserve Chair Kevin Warsh, who has decidedly positioned the central bank as keen to
return inflation back to the 2% target. Should the Fed begin hiking again, the heat under inflation may be more
contained.

CP1 QoQ SAAR, %

Q1-26 Q2-26 Q3-26 Q4-26
headline core headline core headline core headline core

Jjun.2026 2.7 2.5 39 28 3.4 2.6 3.1 2.8

May 2026 (27) (25) (37) (28) (33) (27) ((3.1) (29

apr.2026 (27) (25 (37) (28 (31) (28 (30) (29
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Downside risks to inflation
(i.e. cooler inflation)

A more active Federal Reserve
intent on hiking rates to cool
inflation would indeed have the
desired effect.

Section 122 tariffs expire July
24, and are not extended.

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

Trade-exposed layoffs would
lead to reduced purchasing
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Upside risks to inflation

(i.e. higher inflation)

¢ Geopolitical risk backdrop is still
elevated. If oil prices reverse
course and trend higher, this
could disrupt any expected
improvement in inflation in H2.

¢ Additional product-specific
tariffs could translate to higher
inflation for some product
groups in the goods space.

* Al buildout could lead to
demand-driven price pressures
for products where inputs
contain semiconductors, along
with higher utility costs.

power and lower demand.
Layoffs are another option for
firms looking to preserve
margins without fully absorbing
higher prices.

Balance of Risks: Inflation

Labor market outlook

House view: We continue to expect that both structural and cyclical factors will keep the US labor market very
tight. Monthly hiring has outpaced expectations—even in the context of exceptionally low breakeven employment.
The composition of hiring has also broadened After a year of near-total dependence on health care, cyclical
goods and services sectors are adding back some jobs shed in 2025. Still, employment in white-collar sectors
remains in decline, contributing to a significant skills-matching problem facing new graduates. The
unemployment rate also remains elevated for younger workers entering a market where firms are hiring
selectively to backfill retirees rather than creating new roles. Real wage growth is still in negative territory, and the
risk of demand destruction has not fully dissipated.
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Unemployment rate, %

Q1-26 Q2-26
Jun. 2026 4.3 4.3
May 2026 (4.3) (4.4)

Apr. 2026 (4.3) (4.9)

Downside risks to labor
(higher unemployment rate)

o Tariff-fueled layoffs result from
squeezed margins.

e Consumer demand erodes in the
face of higher prices, forcing
firms to cut jobs.

e The boost to leisure and
hospitality will be transitory—the
World Cup wraps up in July,
adding to layoff risk.

Q3-26 Q4-26
4.4 4.4
(4.5) (4.4)

Upside risks to labor
(lower unemployment rate)

® Retirements ramp up faster than
expected and firms need to
backfill positions.

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

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

Balance of Risks: Labor
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