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Headlines    

 The risk the Fed will need to restart rate hikes has increased materially since 

the onset of the war with Iran. With growth remaining resilient despite higher 

oil prices, inflation pressures are building from four sources: (1) higher gas 

prices tied to the war, (2) ongoing tariff passthrough into goods prices, (3) AI-

related cost pressures and (4) improving labor market conditions.  

 

 Indeed, markets have fully priced out all fed funds rate cuts and are now 

embedding a full rate hike by March 2027. However, if the Fed does restart 

rate hikes, it’s unlikely it will be “one and done.” In our view, current pricing is 

better interpreted as roughly a one-in-three chance of a multi-hike scenario. 

 

 However, we believe it is still premature to incorporate rate hikes into our 

baseline, even as the outlook is clearly moving in that direction. For now, we 

expect the Fed to hold rates at current levels through 2026 and beyond, even 

as a credible case can be made for hikes. This is a view we have maintained 

since Q1, when markets were still pricing in nearly three cuts by year-end. 

 

 A core group of Fed officials will be resistant to near-term rate hikes, favoring 

to take a “wait-and-see” approach over the coming months. By the time a 

consensus at the Fed forms around hikes, fiscal support from OBBBA will be 

fading, growth will be softer, and the war with Iran (we hope) will have ended. 

In that environment, the case for tightening may appear less compelling. 

 

 In the interim, Fed officials are likely to rely on more hawkish communication 

and “tough talk” to try to contain inflation and inflation expectations, 

emphasizing a willingness to hike if needed. That shift toward more hawkish 

communication is well underway. 

 

 Outside of our Fed forecast, we are expecting real GDP growth of 1.9% in 

2026, the unemployment rate to end the year at 4.4%, and core PCE inflation 

of 3.3%. 
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The case for a renewed hiking cycle 

gains traction 

PNC was early in removing federal funds rate cuts 

from our baseline forecast. Even before the onset of 

the Iran conflict, the evidence was building that the 

Fed would struggle to justify easing in the second 

half of the year, despite market expectations for 

cuts as recently as early March. Fiscal support from 

the One Big Beautiful Bill Act (OBBBA) has bolstered 

growth, the labor market has stabilized, and 

inflation pressures remain elevated. 

Figure 1: PNC baseline vs. market-implied forecast 

for the federal funds rate 

 
 

The conflict with Iran has only reinforced this 

backdrop. At the outset of the conflict there was 

meaningful uncertainty over whether higher oil and 

gasoline prices would weigh more heavily on growth 

or add to inflation. To date, the economy appears to 

be absorbing higher energy prices relatively well. 

Real consumer spending has increased at a 2.6% 

annualized pace since the conflict began. While it 

would be a stretch to consider this elevated or 

strong growth, growth has nonetheless held up well 

to higher energy costs. 

At the same time the labor market is showing clear 

signs of stabilization and may even be 

reaccelerating. Job growth has strengthened so far 

in 2026 and the unemployment rate has held steady 

at around 4.3% this year. This removes the primary 

downside risk that had underpinned the Fed’s case 

for rate cuts in the second half of this year, shifting 

the focus squarely back to inflation. 

Figure 2: Unemployment rate vs. nonfarm payroll 

job growth 

 
 

The fact of the matter is that inflation has remained 

above the Fed’s 2% objective (using the core 

personal consumption expenditures price index) for 

more than five years, with the rate moving higher in 

2026. As discussed in the next section inflationary 

pressures are building in a way that makes 

disinflation in 2026 unlikely. It is difficult to justify rate 

cuts in this environment, and the possibility of 

renewed hikes is increasingly credible. 

Figure 3: Core PCE inflation, year-over-year 

 
 

Four sources of additional inflation 

pressure in the pipeline 

We see four key sources of inflationary pressures 

building in the pipeline that will make further 

progress on core inflation difficult in 2026: (1) higher 

energy prices tied to the war, (2) ongoing tariff 
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passthrough into goods prices, (3) emerging AI-

related cost pressures, and (4) firming labor market 

conditions. While these forces operate through 

different channels and with different lags, their 

combined effect is likely to keep underlying inflation 

elevated through the end of 2026. 

Although the Fed’s preferred measure of inflation 

excludes food and energy, oil prices remain an 

important indirect cost input across most goods and 

services. To quantify this channel, we use BEA input-

output tables to estimate both the direct and 

indirect crude oil content embedded in core PCE. 

This approach captures not only the small share of 

goods and services that use oil directly, but also the 

broader pass-through that occurs throughout the 

entire supply chain. 

The U.S. economy has become significantly less 

energy-intensive over time, which is reflected in 

core PCE. We estimate that approximately 1.5% of 

the core PCE basket is tied directly or indirectly to 

crude oil prices today, down from roughly 5.5% in 

2007. This structural shift implies that oil shocks are 

less inflationary than in prior cycles. However, they 

remain meaningful at the margin, particularly when 

price increases are sustained. 

Figure 4: Underlying crude content of core PCE  

 
 

Using these estimated crude oil shares, we find that 

roughly half of changes in crude oil prices pass 

through to core consumer prices over a 12‑month 

horizon. This implies that a 10% increase in oil prices 

boosts core PCE inflation by approximately 7 to 8 

basis points over the following year. Based on our 

current oil price outlook, energy prices are likely to 

add roughly 40 basis points to core PCE inflation in 

2026. 

We estimate a similar magnitude of passthrough 

from higher tariffs into core goods prices, though 

the timing differs. Tariffs are currently contributing 

roughly 50 basis points to core PCE inflation, but this 

impulse should fade over the coming months, 

turning modestly negative by late 2026. 

Taken together, the net impact of oil and tariff 

passthrough is likely to add approximately 20 basis 

points to core PCE inflation in 2026. This is sufficient 

to offset continued easing in shelter inflation, 

leaving overall core inflation broadly unchanged. 

We expect year-over-year core PCE inflation to end 

2026 near 3.2%, little changed from 2025. 

 

Figure 5: Boost to YoY core PCE inflation from tariffs 

and oil prices (percentage points) 

 
There are also clear signs that the surge in AI-related 

capital spending is putting upward pressure on 

certain categories of consumer prices. For example, 

the subindex for software and accessories 

components increased 13% over the past year, 

contributing a large 18bp increase to core inflation. 

While some research suggests this may reflect 

measurement challenges rather than true 

underlying price pressures, it nonetheless 

contributes to the inflation measures relevant for 

policy in the near term. 

Finally, while we do not currently view the labor 

market as a source of inflationary pressures, a 

stabilizing labor market will make further disinflation 
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more difficult. Core services inflation outside of 

shelter remains elevated relative to pre-pandemic 

norms, even as wage growth has moderated. To the 

extent that labor market conditions firm further, this 

could place renewed upward pressure on wages 

and service-sector inflation. 

Figure 6: Software and accessories inflation, year-

over-year growth 

 

Why wouldn’t the Fed cut this year? 

There are two primary reasons we think the Fed will 

be resistant to hike rates this year, even if the 

balance of risks now clearly points more towards 

hikes than cuts. 

First, we think there is a strong and influential 

contingent of FOMC voters who are likely to remain 

reluctant to hike in the near term, instead favoring 

to take a “wait-and-see” approach through the 

summer. Recent speeches from Governors Waller, 

Williams, and Cook have confirmed as much, and 

we expect a similar inclination from FOMC voters 

Bowman, Jefferson, Paulsen, Powell, as well as 

incoming Chair Warsh. 

That said, the tone of policy communication is likely 

to shift in a more hawkish direction. We expect the 

FOMC to formally remove its bias toward rate cuts 

at the June meeting and to place greater emphasis 

on the possibility that rates could rise if progress on 

inflation stalls. This would represent an important 

shift in the FOMC’s thinking, even if it falls short of 

signaling imminent hikes. In this environment 

markets can do some of the Fed’s work for it, with 

tighter financial conditions without immediate 

policy action. This is very much in line with the Fed’s 

playbook, and the first step they’ll take before 

resorting to hikes. 

“I am prepared to be patient in holding policy at its 

current restrictive setting… If I believe inflation 

expectations start to become unanchored, I would 

not hesitate to [hike rates]… but at this point that 

action is premature.” 

-Fed Governor Christopher Waller (March 25th) 

“In my baseline forecast, disinflation should resume 

in upcoming months without having to raise rates. 

Similarly, I expect the labor market will remain stable 

without having to lower rates.” 

-Fed Governor Lisa Cook (March 26th) 

“Monetary policy for the Fed is right where we want 

it to be… We are well-positioned to continue to learn 

what happens with the conflict, with other data 

before we need to make any decisions.” 

-New York Fed President John Williams (March 28th) 

Second, even if the committee were to seriously 

consider rate hikes, the case for additional 

tightening is likely to become less compelling later in 

the year. Several of the current inflation tailwinds 

should begin to fade by the fall. The growth impulse 

from the One Big Beautiful Bill Act will diminish, 

leaving a softer underlying growth backdrop. 

Energy prices are likely to stabilize or move lower if 

geopolitical tensions ease. At the same time the 

inflationary impacts from tariffs and higher oil prices 

should begin to wane, allowing for some renewed 

slowing in inflation. 

Taken together, these expected moderations in 

both growth and inflation pressures should be 

sufficient for the more dovish wing of the 

Committee to argue for maintaining the fed funds 

rate in its current range of 3.50% to 3.75%, rather 

than tightening. 
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What would it take for Fed to hike 

rates? 

To be clear, we view the risk the Fed needs to hike 

as very credible and a clear risk to our forecast. For 

the Fed to pivot toward rate hikes sooner than 

anticipated, we believe it would need to see a series 

of clear turning points in the data, including a 

sustained firming in core and super-core inflation 

(excluding shelter) that extends beyond the 

summer, an upward drift in long-term inflation 

expectations, and continued resilience in the labor 

market (particularly in hiring and wage growth). 

Figure 7: Longer-run inflation expectations 

 

Expect growth to remain resilient but 

slow in 26H2 

Outside of monetary policy, we expect growth to 

remain resilient but slow somewhat in the second 

half of the year, as the front-loaded fiscal stimulus 

from OBBBA fades and consumer spending 

moderates closer towards trend job and income 

growth. We anticipate growth to end 2026 at 1.9%. 

We’re anticipating that the unemployment rate 

inches up slightly to 4.4% by the end of the year and 

remains near that level through 2027, with job 

growth averaging  between 50k and 75k per month, 

close to the underlying level of employment growth 

needed to keep up with growth in the labor force. 
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Additional charts and tables 

Table 1: Baseline U.S. Economic Outlook, Summary Table 

Indicator 25Q3 25Q4 26Q1 26Q2f 26Q3f 26Q4f 27Q1f 2025 2026f 2027f 2028f 

Output                       

Nominal GDP ($bn) 31,098 31,423 31,856 32,327 32,653 32,991 33,324 31,423 32,991 34,342 35,768 

    Percent Change Annualized 8.3 4.2 5.6 6.0 4.1 4.2 4.1 5.4 5.0 4.1 4.2 

Real GDP ($bn, ’17 SAAR) 24,027 24,056 24,153 24,290 24,392 24,506 24,615 24,056 24,506 24,982 25,485 

    Percent Change Annualized 4.4 0.5 1.6 2.3 1.7 1.9 1.8 2.0 1.9 1.9 2.0 

Consumer Spending 16,586 16,665 16,723 16,792 16,857 16,923 16,991 16,665 16,923 17,217 17,533 

    Percent Change Annualized 3.5 1.9 1.4 1.7 1.6 1.6 1.6 2.1 1.5 1.7 1.8 

Business Fixed Investment 3,688 3,710 3,800 3,853 3,898 3,940 3,985 3,710 3,940 4,113 4,266 

    Percent Change Annualized 3.2 2.4 10.1 5.7 4.7 4.4 4.6 5.6 6.2 4.4 3.7 

Residential Investment 764 761 749 744 741 739 739 761 739 750 775 

    Percent Change Annualized -7.1 -1.7 -6.2 -2.5 -2.0 -1.0 0.0 -3.8 -2.9 1.5 3.4 

Change in Private Inventories -24 -16 -26 -10 -2 10 12 -16 10 20 30 

Net Exports -955 -969 -1,064 -1,073 -1,092 -1,106 -1,121 -969 -1,106 -1,158 -1,200 

Government Expenditures 4,015 3,957 3,999 4,014 4,020 4,029 4,039 3,957 4,029 4,069 4,110 

    Percent Change Annualized 2.2 -5.6 4.4 1.4 0.7 0.9 1.0 -1.2 1.8 1.0 1.0 

Industrial Production (‘12 = 100) 102 101 102 103 104 104 105 101 104 107 110 

    Percent Change Annualized 2.1 -1.7 2.4 3.4 3.0 2.9 2.2 1.6 2.9 2.6 2.5 

Capacity Utilization (Percent) 76.2 75.6 75.8 76.1 76.4 76.6 76.8 75.6 76.6 77.5 78.3 

Prices                       

CPI (% Change Ann.) 3.1 2.5 3.6 5.4 2.8 1.8 1.8 2.7 3.4 1.9 2.2 

Core CPI Index (% Change Ann.) 3.2 2.0 2.8 3.5 2.9 2.6 2.3 2.7 3.0 2.2 2.2 

PCE Price Index (% Change Ann.) 2.8 2.9 4.5 5.5 2.8 1.7 1.6 2.8 3.6 1.7 2.0 

Core PCE Price (% Change Ann.) 2.9 2.7 4.3 3.6 2.9 2.5 2.1 2.9 3.3 2.0 2.0 

GDP Price Index (% Change Ann.) 3.7 3.7 3.6 4.0 2.4 2.3 2.3 3.3 3.1 2.1 2.1 

Crude Oil, WTI ($/Barrel) 65.8 59.6 72.7 99.3 93.6 84.5 81.4 59.6 84.5 79.8 82.7 

Case-Shiller HPI (% Change Ann.) -0.2 3.4 2.0 0.0 0.0 1.0 1.0 1.3 0.7 1.0 1.0 

Labor Markets                       

Payroll Jobs (Millions) 158.5 158.4 158.5 158.7 158.8 159.0 159.2 158.4 159.0 159.8 160.8 

    Percent Change Annualized 0.1 -0.2 0.3 0.3 0.4 0.4 0.5 0.2 0.3 0.5 0.6 

Unemployment Rate (Percent) 4.3 4.5 4.3 4.4 4.4 4.4 4.4 4.5 4.4 4.3 4.2 

Avg. Wkly Hours, Prod. Works. 33.7 33.7 33.8 33.8 33.8 33.8 33.8 33.7 33.8 33.9 33.9 

Personal Income                       

Average Hourly Earnings ($) 31.5 31.8 32.0 32.3 32.5 32.8 33.0 31.8 32.8 33.8 34.9 

    Percent Change Annualized 3.6 3.8 3.3 3.1 3.1 3.1 3.1 3.9 3.2 3.1 3.1 

Real Disp. Income (2017 $bn) 18,071 18,071 18,138 18,057 18,099 18,215 18,336 18,071 18,215 18,702 19,131 

    Percent Change Annualized 1.0 0.0 1.5 -1.8 0.9 2.6 2.7 1.3 0.8 2.7 2.3 

Interest Rates (%)                       

Prime Rate 7.4 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 

Federal Funds 4.25 3.75 3.75 3.75 3.75 3.75 3.75 3.75 3.75 3.75 3.75 

3-Month Treasury Bill 4.0 3.6 3.7 3.7 3.7 3.7 3.7 3.6 3.7 3.7 3.7 

10-Year Treasury Note 4.1 4.1 4.2 4.5 4.4 4.2 4.2 4.1 4.2 4.2 4.2 

30-Year Fixed Mortgage 6.4 6.2 6.2 6.4 6.3 6.2 6.2 6.2 6.2 6.2 6.2 
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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. 

 


