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Looking back to the economic reopening from the pandemic, the U.S. inflation surge was

quite troubling, rising to levels not seen in decades. While inflation eventually receded, it has
remained stubbornly above the Federal Reserve’s 2% target, further aggravated by tariffs and
the conflict in the Middle East. These events have triggered supply-side inflation, which comes
from higher costs or limited availability of inputs, such as energy, tariffs, and supply chain shifts.
But inflation is also being pressured by the demand side, triggered by the spending, investment,
and income growth strong enough to support higher prices. So, geopolitics, energy, tariffs, and
reshoring are adding to costs, while artificial intelligence investment, strong markets, and the
related wealth effect are supporting demand in parts of the economy. In this Sight|Lines, we
discuss why supply and demand are both keeping inflation in focus, why that makes the Fed’s
job harder, and what it means for investors.

THE TAKEAWAY: SUPPLY AND DEMAND ARE BOTH KEEPING INFLATION IN FOCUS

Inflation is being influenced by both supply-side cost pressures and demand-side strength, making
the path for inflation and interest rates less certain looking forward. In summary:

* The Fed’s favored measure, core personal consumption expenditures (PCE), is running hotter
recently, compared to the core consumer price index (CPI).

 Supply-side inflation comes from higher costs or reduced supply, with reshoring adding pressure.

» Demand-side inflation reflects strong spending and investment, with Al-related capital spending
and the wealth effect supporting parts of the economy.

* Astill-resilient labor market and solid wage growth are reinforcing demand and keeping services
inflation sticky. The drivers of inflation are hard to identify in real time, leaving the inflation signals
more ambiguous.

 With inflation still well above target, the Fed’s next move may be a hike rather than a cut.

* While Al investment may be driving inflation today, its influence could shift to disinflationary if
productivity rises and the cost of producing goods and services falls.


https://omny.fm/shows/stifel-sightlines/supply-and-demand-are-both-keeping-inflation-in-focus
https://vimeo.com/stifel/sightlines-060426?share=copy&fl=sv&fe=ci

IN-DEPTH: SUPPLY PRESSURES AND RESILIENT DEMAND ARE MAKING INFLATION
HARDER TO READ

Specific geopolitical events are difficult to forecast, but investors can monitor how geopolitical risk moves through the economy
and markets. Going deeper:

* Different inflation gauges are diverging, which is an important signal in itself:
0 Core CPI'has looked less concerning than core PCE, the Fed’s preferred inflation measure.
0 The three-month annualized pace of core PCE increased from 2.4% in November 2025 to 3.7% in April 2026.

* Supply-side inflation reflects higher costs and reduced supply, with energy, tariffs, and reshoring adding some pressure:
o Higher energy prices tied to the Iran conflict, along with tariffs, are key contributors to recent price pressure.
0 San Francisco Fed research attributes about 20 basis points of the recent core PCE acceleration to supply.

* Demand-side inflation reflects strong spending and investment, with Al-related capital spending and the wealth effect
supporting parts of the economy:
0 Strong demand for semiconductors, memory, power, data centers, and other Al-related inputs is adding pressure in parts
of the economy.
o Al investment has added meaningfully to U.S. GDP growth, with some estimates of the broader Al buildout exceeding $5
trillion through 2030.

e Aresilient labor market and solid wage growth are reinforcing demand-side pressure:
o The unemployment rate remains historically low at 4.3% in April 2026, with payrolls continuing to grow.
0 Wage growth, near 3.4%-3.6%, is roughly at the pace consistent with 2% inflation.

* The dominant drivers of inflation are hard to identify in real time, leaving inflation signals more ambiguous:
0 By one estimate, the PCE-to-CPI gap has shifted from roughly negative 30-40 basis points to positive 60 basis points, one
of the largest reversals since 1985.
0 San Francisco Fed research signals the recent acceleration may be both supply-driven and clearly demand-driven.

 With inflation still above target, investors should not assume the Fed’s next move is necessarily a cut:
o April meeting minutes suggest officials would consider hikes if inflation does not moderate.
o Inflation expectations remain contained, though still elevated, with the five-year breakeven at 2.5% — raising the bar for
rate cuts.

 Qvertime, Al could shift from inflationary to disinflationary if productivity rises and production costs fall:
o Near term, Al-related demand is adding pressure in areas like semiconductors, power, and construction.
0 Longer term, productivity gains from Al could lower costs, improve efficiency, and help reduce inflation pressure.

WHAT WE THINK

Inflation remains challenging, with supply-side and demand-side pressures in play. Supply-side effects include higher costs
or disruptions, such as energy prices, tariffs, and supply chain shifts. Demand-side effects include spending, investment, and
income growth strong enough to support higher prices. The Fed’s tools to fight inflation focus mostly on demand-side forces,
making its job harder in today’s environment. The net result? Investors are now expecting a tighter Fed policy for longer after
anticipating more Fed cuts later this year. That means the Fed may keep rates steady, or even consider rate hikes, if elevated
inflation persists.
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The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a
complete summary or statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions
expressed are subject to change without notice and do not take into account the particular investment objectives, financial situation,

or needs of individual investors. There is no guarantee that the figures or opinions forecasted in this report will be realized or achieved.
Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times, release written or oral commentary, technical
analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee of future results. Indices are
unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated
with international investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets
may involve greater risk and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments
typically exhibit greater volatility. Small company stocks are typically more volatile and carry additional risks, since smaller companies
generally are not as well established as larger companies. Property values can fall due to environmental, economic, or other reasons, and
changes in interest rates can negatively impact the performance of real estate companies. When investing in bonds, it is important to

note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 Index is a capitalization-weighted index that is generally
considered representative of the U.S. large capitalization market. The Bloomberg software Index is a price-weighted index of software
companies located or doing significant business in the Silicon Valley. The Bloomberg 500 Financials Total Return Index tracks the financial
sector within Bloomberg 500 Universe. This index includes 87 constituent companies spanning various financial services sectors. The Dow
Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and the
NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE Index (Europe, Australasia, and the Far East) is a free float-
adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S.
and Canada. VIX is a trademarked ticker symbol for the Chicago Board Options Exchange Market Volatility Index, a popular measure of the
implied volatility of S&P 500 index options. The risk of loss in trading commodities and futures can be substantial. You should therefore
carefully consider whether such trading is suitable for you in light of your financial condition. The high degree of leverage that is often
obtainable in commodity trading can work against you as well as for you. The use of leverage can lead to large losses as well as gains.
Volatility is measured by calculating the standard deviation of the annualized returns over a given period of time. The Consumer Price Index
(CPI) is a measure of the average change over time in the prices paid by urban consumers for a market basket of consumer goods and
services. Core CPl is a measure of inflation that tracks the change in prices of goods and services, excluding food and energy. The Personal
Consumption Expenditures price index, released each month in the Personal Income and Outlays report, reflects changes in the prices

of goods and services purchased by consumers in the United States. Core PCE is the PCE Price Index excluding volatile food and energy
prices, revealing underlying inflation trends.
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