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= Growth remained firm in 2025, but the expansion narrowed and became
increasingly dependent on a small number of drivers, namely Al-related Jay Hawkins
capex and consumption by higher-income households. This narrow growth jay.hawkins@pnc.com
base and, a material slowdown in the labor market, were vulnerabilities for

the economy entering 2026. Stuart Hoffman
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* Recent data point to improvement in both the labor market and cyclically
sensitive sectors, including manufacturing and production, suggesting the
expansion may be beginning to broaden in early 2026. This boosts our
confidence that growth will remain relatively firm in the first half of the year. Brian LeBlanc
Stabilizing job growth reduces what we see as the main downside risk: brian.leblanc@pnc.com
further labor market weakening.
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Rayhan Momin

= Al will remain a central theme in 2026. Hyperscalar capex shows no signs of rayhan.momin@pne.com

slowing and should continue to support growth, while disruption in narrow
sectors of the labor market is becoming more apparent. Al will likely boost
productivity meaningfully over time, offsetting the drag from an aging

workforce, but it is too early to attribute recent improvements to it. Kurt Rankin

Isfar Munir
isfar.munir@pnc.com

kurt.rankin@pnc.com
=  The Supreme Court struck down tariffs imposed under the International
Emergency Economic Powers Act (IEEPA), eliminating the Trump
Administration’s most flexible tariff authority. Alternative tariff authorities
should keep the effective tariff rates near current levels in the near term,
limiting the positive impact of lower tariffs on growth and inflation.

» Stabilization in the labor market and firm growth reduce the urgency for the
Fed to cut rates, allowing the Fed to await more convincing evidence that
inflation will continue to moderate. Our baseline expectation is for the Fed to
remain on hold through the first half of the year before cutting in July and
September.
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Growth held up in 2025, but became
increasingly narrow

Despite significant headwinds from higher tariffs, a
pronounced cooling in the labor market, and an
extended government shutdown, the U.S. economy
displayed unexpected resilience in 2025. An Al-
driven surge in capital expenditures and robust
consumer spending from higher-income households
emerged as the primary engines of growth, even as
income and job growth slowed materially. The
economy closed the year with real GDP expanding
2.2% (Q4/Q4), down slightly from the pace in 2024
but stronger than most anticipated to start 2025.

Figure 1: Annual real GDP growth (Q4/Q4, % chg.)
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While overall growth proved encouraging, o
lingering concern was its breadth, which narrowed
considerably over the course of 2025. Business
investment outside of Al-related sectors weakened,
hiring slowed sharply - with most job gains
concentrated in healthcare - and the economy
became increasingly dependent on continued
equity market gains to support consumption.

Figure 2: Business capex, Al vs. other (y/y, % chg.)
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This combination — narrow growth alongside weak
hiring - created vulnerability as the economy
entered 2026. Labor market deterioration
represented the most important downside risk to
the outlook. The Bureau of Labor Statistics recently
revised downward past estimates of employment
by more than one million jobs, bringing the average
monthly pace of job gains in 2025 to just 15,000. That
is among the weakest years for job creation on
record outside of recession.

Figure 3: Average monthly job gains per year
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Reason to be cautiously optimistic
about the outlook for 2026...

Despite these vulnerabilities, we have remained
cautiously optimistic about the 2026 outlook, with
several emerging tailwinds likely to help keep the
expansion on track. Overall, we expect growth to
remain at 2.2% throughout the vyear, the
unemployment rate to stay near its current level of
4.3%, and for annual core inflation to moderate to
2.5% by the end of 2026.

Table 1: Baseline U.S economic outlook

Annual (Q4/Q4)

Indicator 2025 2026f 2027f
Real GDP (Q4/Q4 %) 2.2 2.2 19
Core PCE (Q4/Q4 %) 2.7 2.5 2.3
Unemployment Rate (YE%) 4.5 4.4 4.3
Federal Funds (YE%) 3.75 3.25 3.25

YE% = year-end forecast for Q4, f = forecast, please see the expanded
table for more forecast series
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Fiscal policy has turned more supportive,
particularly in the first half of the year. The One Big
Beautiful Bill Act (OBBBA) is expected to provide
front-loaded tax relief for households and
businesses. Larger tax refunds should support
consumer spending, while more favorable
depreciation provisions and lower effective
corporate tax rates should underpin business
investment.

Figure 4: Tax refunds expected to increase by
$65bn in 2026
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Monetary policy has also become less restrictive.
Following a cumulative 175 basis points of rate cuts
over the past two years, the federal funds rate is
now closer to neutral in a range between 3.50% and
3.75%, reducing the drag on economic activity -
especially in interest-sensitive sectors such as
housing and autos.

Finally, tariff and trade policy should become less of
a headwind, as much of the economic impact from
earlier tariff increases is now in the rearview mirror.
This is particularly true following the Supreme
Court’s decision invalidating a substantial portion of
tariffs issued under IEEPA. We revisit the implications
of this development later in the report.

... which is now starting to become
apparent in the data

Recent economic data have been encouraging and
point to improvement across both the labor market
and cyclically sensitive sectors such as

25 February 2026

manufacturing, suggesting the expansion may be
beginning to broaden.

Hiring momentum has improved in recent months.
The three-month moving average of private job
growth rose to 103,000 through January, the fastest
pace since late 2024 and above what we estimate
is needed to stabilize the unemployment rate.
Consistent with that improvement, the
unemployment rate declined to 4.3% in January
from 4.4% in December, marking the second
consecutive monthly decline.

Figure 5: Monthly private-sector job growth
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Figure 6: Unemployment rate
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Other measures of labor utilization are also
improving, including hours worked, labor force
participation, and total payroll income. These
developments should support household spending
in early 2026, alongside the fiscal boost from larger
tax refunds associated with recent policy changes.

Another encouraging development is the
emergence of early improvement in non-Al-related
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capital spending and manufacturing activity.
Durable goods orders and industrial production
have accelerated in early 2026, as has
manufacturing sentiment. The ISM Manufacturing
Index moved into expansion territory for the first
time in more than a year in January, with capital
spending plans improving notably.

Figure 7: Industrial production (y/y, % chg.)
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With Al-related capital expenditures showing no
signs of slowing, improvement in other areas of
business investment is a welcome development.
Combined with strengthening job growth and fiscal
stimulus, these trends should help sustain the
expansion through the first half of the year.

Al’'s impact visible across growth,
labor markets, and productivity

The economic impact of artificial intelligence will
remain a dominant theme in 2026, with hyperscaler
capital expenditures showing little sign of slowing.
The investment-driven tailwind from Al has had the
most visible macroeconomic effect, contributing
meaningfully to growth in 2025. At the same time,
evidence of labor market disruption and
productivity gains is beginning to emerge, though
the ultimate magnitude and timing remain highly
uncertain.

Investment in data centers, semiconductors, and
computer equipment accelerated sharply in 2025,
offsetting weakness in other categories of business
spending and hiring. We estimate that technology
and Al-related capital expenditures contributed

25 February 2026

roughly 60 basis points to overall GDP growth last
year-far exceeding their share of the economy.

This investment cycle shows little sign of slowing.
Major hyperscalers have raised capital spending
plans for 2026 and beyond. While questions remain
about the long-term sustainability of this pace of
investment, it nonetheless provides a meaningful
floor to economic growth in the near term.

I
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Figure 8: Hyperscaler capex plans
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Al also has the potential to become a powerful
driver of productivity growth and, potentially, a
source of labor market disruption. To date,
however, labor market effects appear
concentrated in a narrow set of highly exposed
industries, with broader impacts likely to emerge
only gradually.

Figure 9: Total information-sector employment
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Employment trends in technology-related sectors

illustrate this dynamic. Employment in the

information sector peaked in late 2022 and has

since declined meaningfully, coinciding with the
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emergence of generative Al tools. Other
occupations potentially exposed to automation -
including certain design and customer service roles
- have also experienced weakening employment
trends. A similar pattern is evident in corporate data,
where the ratio of sales per employee among
hyperscalers has grown significantly.

Output growth remained solid in 2025 despite much
weaker job gains, suggesting higher worker
productivity. However, it is too early to attribute this
improvement primarily to Al. Firms reduced hiring
during 2025, allowing less-productive workers to roll
off payrolls and delaying recruitment of younger,
less-experienced workers. This type of adjustment
mechanically boosts measured productivity and is
commonly observed during periods of cyclical
recovery when firms remain cautious about
expanding headcount.

To be clear, there are pockets of the economy
already experiencing substantial productivity
improvements from Al adoption, particularly among
technology workers. Over time, broader adoption
has the potential to generate meaningful
productivity gains across industries. However, these
gains will occur against the backdrop of an aging
workforce and reduced immigration, which wiill
exert downward pressure on labor force growth
and potential output.

Figure 10: Median ratio of sales to employees for
hyperscalers (indexed to 4Q22 = 100)
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We estimate that Al could contribute roughly 50
basis points to potential growth annually over time,
offsetting an estimated 30 basis point drag from
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demographic aging. As a result, Al is more likely to
sustain potential growth near recent historical
norms than to produce a significant acceleration
beyond current trends.

Figure 11: Estimates of Al impact on potential
growth (annualized)
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Is the tariff headwind behind us?

As widely expected, the Supreme Court earlier this
month  ruled against tariffs the  Trump
Administration implemented under IEEPA. These
tariffs accounted for more than one-half of the
incremental tariff revenue raised over the past year.
The decision was clear and unambiguous, removing
the Administration’s most flexible legal authority for
rapidly implementing broad-based trade measures.

Figure 12: Tariff revenue raised since President
Trump took office*
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In response, the Administration moved quickly to
replace the lost revenue by imposing a temporary
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global tariff under Section 122 authority, initially set
at10% and later raised to 15%." Section 122 tariffs can
remain in effect for up to 150 days unless extended
by Congress, with the current measures scheduled
to expire in late July.

Over this period, the Administration is expected to
pursue more permanent and legally durable
sectoral tariffs, which it has indicated would keep
the effective tariff rate near current levels once the
temporary measures lapse. However, absent IEEPA
authority, new tariffs require formal investigations
that can take six to twelve months, making any
transition gradual.

Figure 13: Effective tariff rate largely unchanged
after replacing IEEPA with Section 122 tariffs
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From a macroeconomic perspective, the netimpact
appears limited. The replacement tariffs are likely to
reduce the overall effective tariff rate only
modestly, implying little change to the expected
effects on GDP and inflation. While tariff-related
effects are expected to linger through 2026, most of
the macroeconomic adjustment has already
occurred. We expect passthrough into consumer
goods prices to continue through the first quarter
but fade thereafter.

Importantly, the Section 122 tariffs do not close the
carveouts, exemptions, and loopholes that have
kept the effective tariff rate well below the
statutory rate. Roughly 60% of goods entering the
United States remain duty-free, and there is no

! Though President Trump has stated his intention to raise the
Section 122 tariffs to 15%, he has not yet filed the executive order,
so currently the tariffs remain at 10%.
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indication that this share will decline meaningfully.
As a result, the effective tariff increase facing the
economy remains substantially smaller than
headline policy changes might suggest.

We therefore do not anticipate meaningful changes
to our near-term growth or inflation forecasts
stemming directly from the ruling or its replacement
policies. That said, policy uncertainty remains an
important transmission channel. The temporary
nature of the Section 122 tariffs and the prospect of
future sector-specific actions may encourage firms
to delay investments or only cautiously adjust supply
chains, weighing modestly on business sentiment
even if direct macroeconomic effects remain
limited.

Figure 14: Nearly 60% of all imports are exempt
from tariffs
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Looking ahead, upside risks to tariffs appear
contained. The Administration has shown increasing
reluctance to follow through on tariff threats, as
affordability has become a central political issue.
The decision not to close existing exemptions
suggests comfort with current tariff levels and a
preference to avoid further escalation.

While the Supreme Court invalidated the IEEPA
tariffs, it did not rule on refunds of previously
collected revenue. That issue was remanded to
lower courts. We estimate the potential refund pool
at roughly $175bn, though the scope, timing, and
mechanism remain unclear. While prediction
markets anticipate refunds before 2027, any
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repayment process would likely be protracted and
could involve partial reimbursement.

Fed in no rush to cut rates

Several features of the incoming data point clearly
toward the Federal Reserve remaining on hold in the
near term. First, inflation made very limited progress
over the course of 2025, leaving FOMC participants
uncertain about the persistence of underlying price
pressures — particularly those related to tariffs.
Second, the labor market appears to be stabilizing
after a period of pronounced weakening, reducing
the urgency for additional policy easing. Third, there
are still reasons for cautious optimism around
economic growth through the first half of the year,
supported by fiscal stimulus and improving cyclical
momentum.

Against this backdrop, we expect the Fed to remain
patient and firmly data dependent, awaiting clearer
evidence that inflation is resuming a sustained path
back toward its 2% objective. While policymakers
are increasingly confident that restrictive policy is
no longer required, they appear reluctant to move
preemptively until disinflation becomes more visible
and broader-based.

We do not expect inflation to return to target in
2025, although progress should become more
apparent in the second half of the year. Shelter
inflation - the largest component of core inflation -
should continue to moderate, reflecting ongoing
softness in market rents for newly listed apartments.
This dynamic should provide a meaningful
disinflationary impulse as lagged effects continue to
work through official measures.

Goods inflation is likely to remain elevated in the
near term due to the lingering effects of tariffs. That
said, we believe the bulk of tariff passthrough is now
largely complete — we are roughly in the seventh or
eighth inning — and expect those pressures to begin
fading starting in the second quarter. Services
inflation outside of shelter remains the key wildcard.
Its trajectory will depend on labor market conditions
and productivity trends, and we expect only modest
disinflation in this category through 2026.

25 February 2026

Taken together, we forecast core PCE inflation to
slow to approximately 2.5% in 2026. This outlook
supports a gradual and cautious Fed response, with
policymakers prioritizing confirmation of sustained
disinflation over rapid normalization.
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Additional charts and tables

Table 2: Baseline U.S. Economic Outlook, Summary Table

Indicator | 25Q3 25Q4 26Q1f 26Q2f 26Q3f  26Q4f 27Q1f 2025 2026f 2027f 2028f
Output
Nominal GDP ($bn) 31,098 31,512 31,855 32,217 32,563 32908 33,267 31,512 32908 34,326 35,768
Percent Change Annualized 8.3 5.4 4.4 4.6 4.4 4.3 4.4 5.7 4.4 4.3 4.2
Real GDP ($bn, "17 SAAR) 24,027 24012 24,291 24,421 24,534 24,643 24,758 | 24112 24,643 25102 25,563
Percent Change Annualized 4.4 1.4 3.0 2.2 1.9 1.8 19 2.2 2.2 19 1.8
Consumer Spending 16,586 16,682 16,765 16,847 16917 16987 17,059 | 16,682 16987 17279 17574
Percent Change Annualized 3.5 2.4 2.0 2.0 17 1.7 1.7 2.2 1.8 1.7 17
Business Fixed Investment 3,688 3,722 3,756 3,794 3,831 3,867 3,902 3,722 3,867 3,991 4110
Percent Change Annualized 3.2 3.7 3.8 41 39 3.8 3.6 59 39 3.2 3.0
Residential Investment 764 761 761 763 767 77 777 761 771 799 830
Percent Change Annualized -71 -1.5 0.0 1.0 1.8 2.5 29 -3.7 13 3.6 39
Change in Private Inventories -24 -14 5 20 30 31 32 -14 31 35 40
Net Exports -955 -950 -956 -972 -984 -994 -1,001 -950 -994 -1,022 -1,053
Government Expenditures 4,015 3,963 4,013 4,022 4,027 4,034 4,043 3,963 4,034 4,073 414
Percent Change Annualized 2.2 -5.1 5.2 0.9 0.5 0.7 0.9 -1.0 1.8 1.0 1.0
Industrial Production (‘12 = 100) 102 102 103 103 104 104 105 102 104 108 110
Percent Change Annualized 2.2 0.7 2.5 2.2 2.7 2.6 3.0 2.2 2.5 3.0 2.5
Capacity Utilization (Percent) 76.2 76.1 76.3 76.5 76.8 77.0 77.2 76.1 77.0 77.6 78.3
Prices
CPI (% Change Ann.) 31 25 27 27 27 27 27 2.8 2.7 25 2.4
Core CPI Index (% Change Ann.) 3.3 19 2.8 2.4 2.4 2.3 2.3 2.7 2.5 2.3 2.3
PCE Price Index (% Change Ann.) 2.8 29 25 25 26 25 25 2.8 2.6 2.4 2.2
Core PCE Price (% Change Ann)) 29 22 27 2.3 2.3 2.4 23 2.7 2.4 22 21
GDP Price Index (% Change Ann.) 37 4.0 14 2.4 25 25 25 3.4 22 2.4 2.3
Crude Oil, WTI ($/Barrel) 65.8 59.6 62.0 65.0 68.0 70.0 73.4 59.6 70.0 78.8 82.6
Labor Markets
Payroll Jobs (Millions) 159.5 159.5 159.8 160.1 160.4 160.7 161.0 159.5 160.7 161.8 1629
Percent Change Annualized 0.2 -0.1 0.8 0.8 0.8 0.7 0.8 0.5 0.7 0.7 0.6
Unemployment Rate (Percent) 4.3 4.5 4.40 4.40 4.39 4.38 4.4 4.5 4.4 4.3 4.2
Avg. Wkly Hours, Prod. Works. 337 337 337 337 337 337 337 337 337 337 337
Personal Income
Average Hourly Earnings ($) 314 317 319 32.2 32.4 32.7 329 317 32.7 337 34.8
Percent Change Annualized 3.8 3.4 31 31 31 31 31 3.7 31 31 31
Real Disp. Income (2017 $bn) 18,025 18,024 18,074 18140 18,221 18,320 18,416 | 18,024 18,320 18,736 19,136
Percent Change Annualized 0.0 0.0 11 1.5 1.8 2.2 21 1.0 1.6 2.3 2.1
Interest Rates (%)
Prime Rate 7.4 6.8 6.8 6.8 6.4 6.3 6.3 6.8 6.3 6.3 6.3
Federal Funds 4.25 3.75 3.75 3.75 3.25 3.25 3.25 3.75 3.25 3.25 3.25
3-Month Treasury Bill 4.0 3.6 3.6 35 3.2 3.2 3.2 3.6 3.2 3.2 3.2
10-Year Treasury Note 4. 4. 4.2 4.2 4. 41 41 4. 4. 41 4.
30-Year Fixed Mortgage 6.4 6.2 6.1 6.1 6.0 6.0 6.0 6.2 6.0 6.0 6.0
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Disclosures

The material presented and the views expressed herein are of a general nature and does not constitute the provision of
investment or economic advice to any person, or a recommendation of any particular securities, financial instruments,
strategies or banking services. Opinions and forecasts expressed herein are subject to change without notice. Relevant
information was obtained from sources deemed reliable. Such information is not guaranteed as to its accuracy. You should
seek the advice of an investment professional to tailor a financial plan to your needs. To the extent that these materials
reference PNC data, such materials are not intended to be reflective or indicative of, and should not be relied upon as, the
results of operations, financial condition or performance of PNC.

Forward-looking statements are necessarily subject to numerous assumptions, risks and uncertainties, which change over
time. Future events or circumstances may change our outlook and may also affect the nature of the assumptions, risks and
uncertainties to which our forward-looking statements are subject. Forward-looking statements speak only as of the date
made. We do not assume any duty and do not undertake any obligation to update forward-looking statements. Actual
results or future events could differ, possibly materially, from those anticipated in forward-looking statements, as well as
from historical performance. As a result, we caution against placing undue reliance on any forward-looking statements.

“PNC” is a registered mark of The PNC Financial Services Group, Inc.

© 2026 The PNC Financial Services Group, Inc. All rights reserved.
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