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Headlines    

 The U.S. conflict with Iran has entered its third month. The Strait of Hormuz 

remains effectively closed, pushing oil prices back above $100/bbl in recent 

weeks. As we’ve written previously, recession risk remains low for now but 

increases nonlinearly if oil prices rise above $130/bbl. 

 

 For now, fiscal support from OBBBA is more than offsetting the drag from 

higher gas prices. Internal PNC data show that higher tax refunds this year 

are cushioning higher gas prices, providing households roughly three months 

of additional buffer. Retail sales were solid in March, with no material 

slowdown yet evident in April PNC card spend. 

 

 That said, elevated oil prices will weigh on growth in 2026 and have eroded 

a key tailwind – namely OBBBA-driven fiscal support. We have lowered our 

2026 Real GDP forecast to 1.8%, about 40 basis points below our pre-war 

outlook. Headline PCE inflation is now expected to end 2026 at 3.3%. We 

continue to expect the Fed will be on hold for the foreseeable future, with no 

cuts expected in 2026. 

 

 Kevin Warsh is expected to be confirmed as the Fed Chairman and will likely 

preside over the June FOMC meeting. Breaking with tradition, outgoing Chair 

Jerome Powell has indicated he will remain on the Board of Governors until 

the Department investigation is “well and truly over with transparency and 

finality.” 

 

 Consumer sentiment has fallen to record lows following the war with Iran. By 

most metrics, however, the economy and household balance sheets remain 

materially stronger than sentiment readings imply. We argue here that 

scarring from nearly five years of accumulated inflation explains nearly all of 

the gap between sentiment and economic fundamentals. 
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Growth to slow in 2026 as higher gas prices and inflation 

erode ongoing fiscal stimulus from OBBBA 

Summary 

 The U.S. war with Iran enters its third month, with 

oil prices back up to recent highs. 

 Recession risk remains low at current levels, but 

increases materially for oil prices >$130/bbl. 

 For now, fiscal support from OBBBA is more than 

offsetting the drag from higher gas prices… 

 … but growth is set to slow in 2026 regardless. We 

expect growth of 1.8% in 2026 and inflation to 

remain above 3%. 

 The Fed will remain on hold through 2026 and 

beyond. 

Iran war enters its third month 

The U.S. conflict with Iran has now entered its third 

month, with the Strait of Hormuz remaining 

effectively closed. As a result, the price of Brent 

crude oil has retraced much of its earlier decline, 

re‑accelerating to above $100 per barrel at the end 

of April. 

Figure 1: Brent crude oil prices 

 
 

For now, we expect the macroeconomic fallout 

from the war to be relatively contained as long as oil 

prices peak at current levels, and the supply of oil 

begins to materially improve in the coming weeks. 

Risks are skewed to the downside, however. As we 

have previously written, recession risk from the 

current oil price shock increases meaningfully and 

nonlinearly if prices exceed $130/bbl. Above that 

level we’d expect much tighter financial conditions, 

a larger hit to real incomes and spending, and a 

broader macroeconomic impact. 

Figure 2: Estimated recession probability as a 

function of Brent crude oil prices 

 
 

One important distinction relative to prior oil shocks 

is the unusually strong fiscal backdrop entering this 

episode. For now, fiscal support stemming from One 

Big Beautiful Bill Act (OBBBA) appears to be more 

than offsetting the near‑term drag from higher 

gasoline and energy prices. Tax refunds are running 

over 10% higher than last year, and internal PNC 

data show a meaningful boost to take-home pay 

from reduced tax withholding.  

Table 1: Baseline U.S economic outlook 
 Annual (Q4/Q4) 

Indicator 2025 2026f 2027f 

Real GDP (Q4/Q4 %) 2.0 1.8 1.7 

Core CPI (Q4/Q4 %) 2.7 2.6 2.2 

Unemployment Rate (YE%) 4.5 4.6 4.6 

Federal Funds (YE%) 3.75 3.75 3.75 

YE% = year-end forecast for Q4, f = forecast, please see the expanded 

table for more forecast series 
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Households are spending down their tax return 

more rapidly this year relative to last because of the 

additional gas spending, particularly for lower-

income households. However, this additional 

cushion should provide a buffer of around three 

months. That should be sufficient to limit the impact 

of higher gas prices on spending in the near term. 

Figure 3: Percent of tax returns spent after 30 days 

from receipt by quartile of size of return 

 
 

Still, higher gas prices should shave at least $100bn 

from spending in 2026, weighing on growth as we 

move through 2026, particularly as the impulse from 

OBBBA fades. In effect, higher oil prices have 

eroded one of the key tailwinds that was set to 

support growth this year despite weaker labor 

market and income trends, namely fiscal support.  

Figure 4: Average gas prices vs. annual consumer 

spending on gasoline 

 
 

Reflecting this shift, we have lowered our 2026 real 

GDP growth forecast to 1.8%, roughly 40 basis points 

below our pre‑war outlook, with growth slowing 

more proportionately in the second half of the year. 

While 1.8% growth is expansion, not recession, it is a 

deceleration from recent years and points to a more 

fragile growth environment in line with weaker job 

and income growth trends. 

Figure 5: Annual Real GDP growth (Q4/Q4) 

 

The energy price shock will also continue to boost 

inflation meaningfully in the near term, 

compounding the ongoing price shock from tariffs. 

We now expect headline PCE inflation to end 2026 

at approximately 3.3% and for core inflation to be at 

2.6%. Inflation has been stuck in the 2.5% to 3.0% 

range for much of the past three years, above the 

Federal Reserve’s 2% objective, and we see little 

chance for meaningful deceleration until 2027. 

Against this backdrop we continue to expect the 

Federal Reserve to remain on hold for the 

foreseeable future, with no rate cuts anticipated in 

2026. Even before the Iran conflict the bar for easing 

had risen meaningfully as inflation has proved more 

persistent than expected. The renewed energy 

shock further reinforces the case for patience.  

In summary, the war with Iran and the shock to 

energy prices have eroded some of the clear 

momentum at the start of the year. We find it 

encouraging that consumer spending continues to 

hold up despite the gas shock, and that business 

capex growth appears to be accelerating and 

broadening. Still, the economy has been 

significantly outperforming implied trend growth in 

incomes and jobs. The fiscal impulse from OBBBA 

was, in our view, a prerequisite for the economy to 

continue to defy that gravity, and this spike in 

energy costs erodes some of that needed 

momentum.  
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What can we expect from a Kevin Warsh-led Fed? 

 
Summary 

 Kevin Warsh is set to become the next Chair of the 

Federal Reserve, and will likely chair the June 

FOMC meeting. 

 Warsh’s reform objectives include reducing the 

Fed’s reliance on forward guidance, rethinking 

the Fed’s inflation framework, and reducing the 

size of the Fed’s balance sheet. 

Meet the incoming Fed Chair 
 

At the end of April the Senate Banking Committee 

voted in favor of Kevin Warsh to be Chair of the 

Federal Reserve. Warsh’s policy views have evolved 

over time. As a Fed Governor, he was firmly hawkish, 

notably concerned about inflation even during the 

2008 financial crisis,  later warning that extended 

policy accommodation risked undermining the Fed’s 

credibility.  

As recently as 2024 he criticized federal funds rate 

cuts as insufficiently data dependent, but more 

recently he has advocated for lower rates, arguing 

that AI-driven productivity gains could be 

disinflationary and that rate relief could support 

households and smaller businesses.  

Warsh has long been a vocal critic of the Fed’s 

balance sheet expansion. While supporting initial 

crisis measures, he opposed the second round of 

quantitative easing, warning that persistent 

intervention and long-dated asset purchases risked 

long-term inflation and policy overreach. He 

resigned from the Board in 2011, later arguing that 

structural flaws at the Fed had contributed to 

repeated policy errors.  

Kevin Warsh’s reform objectives 

We got our most detailed look at how Kevin Warsh 

would like to reshape the Fed at his Senate 

confirmation hearing. We identify four key 

takeaways. 

Fed independence: First, Warsh reaffirmed his 

commitment to Fed independence and emphasized 

that he has not pre-committed to any rate path. He 

provided little guidance on his near-term outlook, 

while noting that inflation remains elevated and 

that productivity gains could justify lower rates. 

Forward guidance: As mentioned before, Warsh has 

long been a critic of the current Fed’s 

communication framework and argued that the Fed 

should rely less on forward guidance and should 

adopt a revised communication framework. This 

potentially means moving back to a quarterly 

cadence for FOMC meetings and reducing the 

prominence of press conferences and the Summary 

of Economic Projections (the “dot plot”).  

Inflation framework: Warsh also called for 

rethinking how the Fed measures trend inflation, 

criticizing the Core PCE measure as a “rough swag” 

and expressing a preference for trimmed-mean or 

median measures. While these measures could 

lower the hurdle for easing, they could also carry 

methodological limitations that policymakers would 

need to weigh carefully. 

Reducing the size of the Fed’s balance sheet: Lastly, 

Warsh reiterated his desire to shrink the overall size 

of the Fed’s balance sheet “slowly and deliberately,” 

favoring a portfolio concentrated in Treasury bills 

and reducing holdings of longer-dated assets. 

Overall, the hearing largely confirmed Warsh’s 

recent positions. While as Chair he may modestly 

increase the likelihood of earlier easing, he is unlikely 

to drive rate cuts without broad committee support 

or clearer disinflation in standard inflation 

measures. He may find more early success on 

balance‑sheet policy, where other FOMC members 

have expressed similar views.  
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Inflation leaves a long shadow: explaining record-low 

consumer sentiment 

 
Summary 

 Consumer sentiment has fallen to the lowest level 

on record, and a large gap has emerged between 

sentiment and economic fundamentals. 

 We argue that scarring from nearly five years of 

accumulated inflation explains nearly all of this 

recent divergence. 

 Consumer sentiment is not weak because 

households are misreading the economy, but 

because they remember and continue to feel the 

impact of years of higher prices, leaving many 

feeling worse off financially. 

 A steady stream of negative news about inflation 

has compounded This lived experience, as the 

economy has faced an unusual number of price 

level shocks in recent years. 

Why do consumers feel so 

pessimistic about the economy? 

Consumer sentiment, as measured in a survey from 

the University of Michigan, has fallen to its lowest 

level on record, even below levels seen in the late 

1970s and 1980s, when both the unemployment rate 

and inflation were nearly twice as high as they are 

today, and during the Great Recession in 2007-2009. 

By most metrics, however, the economy and 

consumers remain in good shape, far stronger than 

recent readings of consumers sentiment would 

imply; readings this low have historically persisted 

only during recessions. 

 

Prior to 2022 consumer sentiment reliably followed 

a few key macroeconomic metrics, namely the 

unemployment rate, inflation, real per capita 

income gains, and the performance of the stock 

market. These four indicators alone were able to 

explain nearly 75% of the total variation in sentiment 

since the survey began in the late 1970s. 

 

Figure 6: Consumer sentiment is much weaker than 

implied by fundamentals 

 
Something changed beginning in 2022, however, 

with a wide and growing gap emerging between 

reported consumer sentiment and more traditional 

macroeconomic fundamentals. What has 

changed? We argue that scarring from nearly five 

years of accumulated inflation explains nearly all of 

the recent gap between sentiment and 

fundamentals.  

 

Consumer sentiment is weak not because 

households are misreading the economy, but 

because they remember – and continue to feel – the 

impact of years of higher prices, leaving many 

feeling financially worse off. 

 

Additionally, a steady stream of negative news 

about inflation has compounded this lived 

experience of higher prices , helping to explain why 

consumers have recently weighed prices so 

disproportionately relative to other factors such as 

the labor market or equity price gains. Over the past 

five years the economy has experiences two oil 
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price shocks, a supply-chain crisis, and the largest 

increase in tariffs in a century – all of which pushed 

inflation higher and featured prominently in news 

headlines and political campaigns. 

 

In short, we join a growing body of research showing 

the outsized role of cumulative price increases over 

the past five years in shaping consumer sentiment, 

even as most other measures of economic 

fundamentals remain solid, or at least non-

recessionary. Persistent negative inflation coverage 

has further compounded and deepened this effect. 

See in particular the recent work from G. Elliot Morris 

(here, here, and here), Jared Bernstein (here), and 

Brookings (here), amongst others. 

 

Consumers overwhelmingly blame 

higher prices for their worsening 

financial situation 

Although inflation has come down from its 2022 

peak, consumers still overwhelmingly cite higher 

prices as the main reason their financial position is 

deteriorating – a share even higher than in the 1970s 

and 1980s, when inflation was objectively worse and 

remained elevated for much longer. 

 

Figure 7: Five-year percent change in the level of 

prices in excess of expectations 

 
 

In fact, this single measure appears to explain nearly 

all of the gap between sentiment and 

fundamentals. When we include the percentage of 

consumers who blame higher prices for negatively 

impacting their finances, the sentiment-versus-

fundamentals gap that emerged in 2022 largely 

closes. It also improves the model's fit over the full 

history, explaining 85% of the variance in sentiment 

since 1978, including capturing the similar gap that 

emerged in the late 1970s. 

 

Figure 8: Higher price levels, not the inflation rate, 

are driving down sentiment 

 
 

Sentiment is responding to a level 

shock to prices, not the inflation rate 

The question, then, is why consumers continue to 

place so much weight on higher prices when 

forming their views of the economy. While inflation 

remains above the Fed's objective, it has come 

down considerably from peak levels. The gap 

between sentiment and fundamentals, however, 

has widened. 

 

We see two primary reasons for this. First, the data 

suggest that consumers care less about the current 

rate of inflation than the amount of price inflation 

that has accumulated over the past several years. 

In other words, it is the price level, not the rate of 

change in prices, that is weighing on sentiment. 

 

The shift in the price level has been especially salient 

after years of low, stable inflation, making the post-

2022 change feel abrupt and financially disruptive. 

Households adjust slowly to a higher price level and 

often do not fully or immediately recognize 

offsetting gains in wages and income. As a result 

inflation's effect on sentiment tends to be very 
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persistent, lingering long after the initial shock has 

faded. This appears to be what we are seeing today. 

 

Figure 9: Percent of consumers citing higher prices 

as the primary reason for a worse financial position 

 
 

The second reason likely has to do with the steady 

stream of negative news events related to inflation 

over the past several years. A series of highly visible 

shocks, including energy cost spikes, supply-chain 

disruptions, and tariffs, has kept inflation at the 

center of the economic narrative. After decades as 

a nonissue inflation has become a persistent focus 

of media coverage, public discourse, and recent 

election cycles. That sustained prominence 

amplifies inflation's effect on consumer perceptions 

and sentiment. 

 

Figure 10: Net % of Consumers Reporting Hearing 

Unfavorable News on Inflation 

 
 

To test this, we model the share of consumers citing 

higher prices as hurting their finances using two 

factors: (1) how far prices have exceeded 

expectations over the past five years, and (2) 

consumers' reported exposure to negative news on 

inflation. The model fit is strong, explaining 77% of 

the variation in this measure since the late 1970s. 

 

In short, consumers increasingly cite higher prices as 

the main factor weighing on their finances and, in 

turn, on sentiment. Two forces appear to be driving 

this: the cumulative increase in the price level above 

expectations in recent years, and the heightened 

focus on inflation in the news media. 

 

Will consumer sentiment ever 

improve? Yes, but it will take time 

The effects of inflation on consumer sentiment are 

highly persistent, lingering well after inflation peaks. 

Prior research suggests inflation’s impact on 

sentiment roughly halves each year, taking about 

three years to fade as a top-of-mind concern. 

 

While inflation is expected to remain elevated 

through 2026 before slowing towards the Fed’s 2% 

target in 2025, the gap between sentiment and 

fundamentals should begin to narrow in late 2026 

and into 2027. Full normalization will likely take 

several years, absent any new inflation shocks.  

 

What other factors drive sentiment? 

While the data clearly point to higher prices as the 

primary factor weighing on consumer sentiment, 

other forces are also at play. We focus on two in 

particular: weaker real wage gains in recent years 

and increased political polarization. 

 

Although nominal wage and income growth have 

broadly kept pace with inflation, real gains have 

slowed to levels that are unusually weak outside of 

recession, mirroring the recent softness in job 

growth. Our model suggests that subdued real 

income growth has been the second-most 

important contributor to weak consumer sentiment 

since 2022. 

 

In addition, consumer sentiment is sharply 

fragmented along political lines. For registered 

Democrats (Republicans), the presence of a 

Democrat (Republican) in the White House is a 
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dominant driver of sentiment. By contrast, 

independents tend to track overall consumer 

sentiment more closely and appear far less sensitive 

to changes in which party controls the presidency. 
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Additional charts and tables 

Table 2: 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 31,442 31,784 32,212 32,500 32,864 33,245 31,442 32,864 34,309 35,749 

    Percent Change Annualized 8.3 4.5 4.4 5.5 3.6 4.6 4.7 5.4 4.5 4.4 4.2 

Real GDP ($bn, ’17 SAAR) 24,027 24,056 24,175 24,285 24,376 24,478 24,575 24,056 24,478 24,902 25,386 

    Percent Change Annualized 4.4 0.5 2.0 1.8 1.5 1.7 1.6 2.0 1.8 1.7 1.9 

Consumer Spending 16,586 16,665 16,731 16,798 16,849 16,921 16,983 16,665 16,921 17,199 17,496 

    Percent Change Annualized 3.5 1.9 1.6 1.6 1.2 1.7 1.5 2.1 1.5 1.6 1.7 

Business Fixed Investment 3,688 3,710 3,802 3,835 3,864 3,895 3,927 3,710 3,895 4,019 4,158 

    Percent Change Annualized 3.2 2.4 10.4 3.5 3.1 3.2 3.3 5.6 5.0 3.2 3.4 

Residential Investment 764 761 745 746 747 750 753 761 750 774 808 

    Percent Change Annualized -7.1 -1.7 -8.0 0.2 0.6 1.5 2.1 -3.8 -1.5 3.2 4.4 

Change in Private Inventories -24 -16 -8 -1 6 13 21 -16 13 18 34 

Net Exports -955 -969 -1,068 -1,065 -1,066 -1,076 -1,092 -969 -1,076 -1,126 -1,168 

Government Expenditures 4,015 3,957 4,000 4,001 4,005 4,003 4,012 3,957 4,003 4,047 4,088 

    Percent Change Annualized 2.2 -5.6 4.4 0.1 0.4 -0.2 0.9 -1.2 1.2 1.1 1.0 

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

    Percent Change Annualized 2.1 -1.2 4.3 2.7 2.8 2.2 1.8 1.7 3.0 2.3 2.6 

Capacity Utilization (Percent) 76.2 75.7 76.6 77.0 77.2 77.3 77.3 75.7 77.3 77.5 78.3 

Prices                       

CPI (% Change Ann.) 3.1 2.5 3.6 5.0 2.0 2.4 2.7 2.7 3.2 2.4 2.3 

Core CPI Index (% Change Ann.) 3.2 2.0 2.8 2.5 2.5 2.5 2.3 2.7 2.6 2.2 2.2 

PCE Price Index (% Change Ann.) 2.8 2.9 3.7 4.9 2.2 2.5 2.7 2.8 3.3 2.4 2.1 

Core PCE Price (% Change Ann.) 2.9 2.7 2.7 2.4 2.4 2.4 2.3 2.9 2.5 2.2 2.0 

GDP Price Index (% Change Ann.) 3.7 3.8 2.6 3.6 2.1 2.8 3.1 3.3 2.8 2.6 2.2 

Crude Oil, WTI ($/Barrel) 65.8 59.6 75.1 96.8 86.8 80.1 76.2 59.6 80.1 73.0 80.6 

Case-Shiller HPI (% Change Ann.) -0.6 3.7 0.1 -0.1 -0.1 0.8 0.8 1.3 0.2 0.8 1.0 

Labor Markets                       

Payroll Jobs (Millions) 158.5 158.4 158.6 158.6 158.6 158.6 158.7 158.4 158.6 159.1 160.2 

    Percent Change Annualized 0.1 -0.2 0.3 0.1 0.0 0.1 0.1 0.2 0.1 0.3 0.7 

Unemployment Rate (Percent) 4.3 4.5 4.3 4.5 4.6 4.6 4.6 4.5 4.6 4.6 4.3 

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

Personal Income                       

Average Hourly Earnings ($) 31.5 31.8 32.0 32.3 32.5 32.7 33.0 31.8 32.7 33.8 34.8 

    Percent Change Annualized 3.6 3.8 3.0 3.1 3.1 3.1 3.1 3.9 3.1 3.1 3.1 

Real Disp. Income (2017 $bn) 18,071 18,079 18,067 18,037 18,127 18,232 18,319 18,079 18,232 18,641 19,037 

    Percent Change Annualized 1.0 0.2 -0.3 -0.7 2.0 2.3 1.9 1.3 0.8 2.2 2.1 

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 4.3 4.3 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. 

 


