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Crosscurrents make for a confusing outlook

US outlook

= The US economy continues to navigate a complex set of crosscurrents, obscuring a clear reading of its underlying momentum.
Still, one trend is evident: Economic activity is decelerating even as inflationary pressures are re-emerging. This tension is likely
to persist through the summer, especially with the looming August 1 deadline for new tariffs across most trading partners.
While a sharp reversal in imports will mechanically boost Q2 GDP, tariff-induced cost pressures, persistent policy uncertainty,
severely curtailed immigration and elevated interest rates are collectively dampening employment, business investment and
household consumption. The brunt of the slowdown is falling disproportionately on lower- and middle-income families as well
as small businesses, leaving the economic expansion increasingly reliant on a narrower base of large firms and high-income
consumers — an inherently fragile growth composition. We expect real GDP growth to slow to just 0.8% year over year (y/y)
by Q4 2025.

= The passage of the One Big Beautiful Bill Act removes one major source of policy uncertainty by extending key expiring
provisions of the Tax Cuts and Jobs Act (TCJA), thereby averting a fiscal cliff worth 1% of GDP in 2026-27. This clarification
in the fiscal outlook offers some support to economic confidence, but we anticipate only a limited near-term lift to activity. On
net, the legislation is likely to deliver a 0.2% boost to GDP in 2026, primarily via increased defense and border enforcement
spending, and the reinstatement of R&D capital expensing and bonus depreciation for capex. These gains will be partially offset
by reduced spending on Medicaid, Supplemental Nutrition Assistance Program (SNAP) and energy incentives. In addition, the
$3.4t fiscal cost of the package may exacerbate debt sustainability concerns — fueling upward pressure on interest rates and
potentially crowding out private sector investment.

= We anticipate real GDP growth will decelerate from 2.8% in 2024 to 1.5% in 2025 and 1.4% in 2026. While the probability of a
recession over the next 12 months currently stands at 35%, the risks to the outlook remain skewed to the downside.
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= Labor demand and supply under pressure: Labor market momentum continued to cool in June, with nonfarm payrolls rising
by 147,000 and the unemployment rate dipping slightly to 4.1% due to a lower labor force participation rate. Crucially, private
sector job gains slowed to just 74,000 while wage growth moderated to its weakest pace since early 2022. As tariff-induced
cost pressures mount and policy uncertainty lingers, we expect hiring to slow further. The average monthly job gains are
projected to fall toward 25,000 in Q4 2025, with the unemployment rate drifting toward 4.8% in early 2026. Businesses are
likely to remain cautious on workforce expansion amid rising input costs and slowing demand.

= Slowing consumption and housing demand: Despite early signs that tariffs are feeding through to consumer prices, shoppers
proved resilient in June, with retail sales rising 0.6% month over month — driven by a modest rebound in vehicle sales, clothing
and building materials sales. However, beneath the surface, volumes declined for electronics, appliances, furniture and home
furnishings, signaling the onset of tariff-related demand erosion. While consumer spending has thus held up - supported by
solid income gains — it now faces mounting headwinds from a cooling labor market and renewed inflationary pressures. We
expect real personal consumption expenditures to slow from 2.8% in 2024 to just 1.9% in 2025 and 1.4% in 2026. Housing
activity is also likely to remain subdued, constrained by persistent affordability challenges.

= Tariff supply shock to fuel inflation reacceleration: Crosscurrents provided for a confusing inflation picture in June.
We estimate that roughly a quarter of the monthly Consumer Price Index (CPI) advance in June can be attributed to a tariff-
induced impulse via higher prices for household equipment and furnishing, appliances, window and floor coverings, toys,
computers, audio and video equipment, and apparel. Still, these were partially offset by declines in new and used car
prices owing to strong seasonal adjustments, ongoing disinflation for shelter costs, and lower hotel and airfare prices -
suggesting cooler travel demand. Headline CPI inflation picked up to 2.7% y/y while core CPI rose a tick to 2.9% y/y. Looking
ahead, however, the inflation landscape is set to shift. With higher tariffs imposed on most major trading partners, we
expect a renewed inflation impulse to emerge, with headline and core CPI inflation rising toward 3.1% and 3.3% in
December, respectively.

= A split Fed unwilling to preempt any economic development: The Federal Reserve is widely expected to keep the federal
funds rate unchanged at 4.25-4.50% at the late-July policy meeting. Indeed, the latest economic data has left the Fed
comfortably numb. The seven policymakers projecting no rate cuts this year will likely view recent data as a vindication of
their stance. Meanwhile, the 10 policymakers favoring one or two rate cuts in 2025 will concede that without clearer signs
of labor market weakening, further easing remains hard to justify. Paradoxically, political pressure on the Fed will firm the
resolve of Fed Chair Jerome Powell and his colleagues to protect the institution’s independence while pressuring long-term
yield to the upside. We continue to expect a rate cut in September and another in December as evidence of a labor market
cooldown becomes clearer. We project a further 100 basis points (bps) of policy easing in 2026 as economic and labor market
conditions deteriorate.
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