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THE ECONOMY:  
DEFYING THE ODDS, RESILIENCE CONTINUES

Just as Ethan Hunt has repeatedly defied the odds—emerging 
from unpredictable situations with grit and ingenuity—the US 
economy has shown similar resilience. Despite the turbulence of 
2025, including trade conflicts and global uncertainty, America 
not only endured but continued to lead in growth, innovation, 
and capital markets.

Looking ahead, we remain constructive on the US economy. 
While near-term tariff-induced bumps may keep inflation ele-
vated, we expect a longer-term disinflationary trend to take 
hold as shelter and oil costs ease. Consumers should see a boost 
from tax cuts, and companies will have fresh incentives to invest 
as the One Big Beautiful Bill Act (OBBBA) fully takes effect.These 
tailwinds support our forecast for GDP growth of 2.2% in 2026, 
up from 2.0% in 2025—a mission that may be challenging, but is 
well within reach.

THE FED: THE IMPOSSIBLE MISSION FORCE 
(IMF) OF MONETARY POLICY

In Mission: Impossible, the Impossible Mission Force (IMF) works 
behind the scenes to help Ethan Hunt stabilize global crises. In 
the financial world, that role belongs to the Federal Reserve, the 
ultimate guardian of the US economy. In 2026, a new ‘mission 
leader’ will take charge as Jerome Powell’s term expires. As head 
of the Fed, the incoming Chair faces a high-stakes assignment: 
steering policy through uncertainty while balancing data and 
political pressures.

The Fed’s dual mandate—price stability and maximum employ-
ment—is its mission. Yet the window for rate cuts will be narrow as 
near-term inflation remains stubbornly above the 2% target. We 
expect only one cut in 2026. More cuts could signal that the mission 
is in jeopardy, and the economy is weakening. For now, the chal-
lenge is clear: maintain credibility, manage inflation, and support 
growth without triggering unintended consequences. The Fed will 
remain critical to completing this mission.

Investment Strategy Quarterly is intended to communicate current economic and capital market information along with the informed perspectives of our investment professionals. 
You may contact your financial advisor to discuss the content of this publication in the context of your own unique circumstances. Published 1/5/2026. Material prepared by 
Raymond James as a resource for its financial advisors.

Letter from the Chief Investment Officer
Mission ImPossible

In honor of the 30th anniversary of the first Mission: Impossible movie, we’re channeling its spirit for our 
Ten Themes for 2026. Like Ethan Hunt, the master of espionage and survival, we face a world of com-
plexity, volatility, and unexpected twists. It’s no secret that the coming year will not be easy.  Markets will 
likely present more obstacles and question marks than the never-ending predicaments Tom Cruise 
encounters in his iconic role. Geopolitical tensions, shifting DC policies, lofty valuations, and evolving 
economic dynamics will test even the most seasoned investors. But here’s the difference: our mission 
isn’t impossible—it’s very possible. By focusing on fundamentals, adapting to change, and seizing oppor-
tunities, we believe we will be able to overcome these challenges. This year, our mission—and we choose 
to accept it—is clear: turn uncertainty into advantage and make the seemingly impossible, possible.

*Financial forecasts should NOT be considered a guarantee of future performance or a guarantee of achieving overall financial objectives. Expressions of opinion are as of this 
date and are subject to change. Past performance is not a guarantee or a predictor of future results.
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VOLATILITY RETURNS:  
EXPECT UNEXPECTED PLOT TWISTS

Despite the dramatic headlines of 2024 and 2025, market vola-
tility has been surprisingly subdued—but that calm may not last. 
We expect volatility to intensify across most asset classes in 2026 
as valuations sit at historically elevated levels, leaving markets 
vulnerable to disappointment. Think of it like a blockbuster plot 
twist; disruptors can rewrite the script in an instant. Flexibility will 
be essential as investors navigate these challenges. While senti-
ment appears confident about economic growth and return 
prospects, a healthy dose of caution is warranted. Risks such as 
slower economic growth, sticky or unexpected inflation, earnings 
shortfalls, a disappointing IPO, abrupt political or regulatory 
changes, or geopolitical shocks could be lurking around the 
corner and challenge performance. We’re not saying all these 
risks will materialize—but ignoring them would be a dangerous 
twist in the story. Your mission: stay agile, expect the unexpected, 
and prepare for volatility across the investment landscape.

BONDS:  
A STRONGHOLD FOR STABILITY

Every spy team needs a stronghold—a place to regroup and reca-
librate when the unexpected happens. In Mission: Impossible, 
that’s the secure ‘fallback point’ where the team regroups and 
plans its next move. For investors, that stronghold is the bond 
market: a source of stability and reliability amid uncertainty. For 
the most part, we do not expect dramatic bond market moves, 
with the 10-year Treasury yield likely ending the year in the 
4.25%–4.50% range. A break below that level would likely require 
a recession, while a move above 5% would suggest waning 
demand for US Treasuries. Both scenarios are outside our base 
case. Still, even this stronghold could face challenges in 2026 as 
Fed rate cuts remain a moving target. The yield curve remains 
biased toward steepening. 

For fixed income investors, the mission is clear: focus on income 
rather than capital gains. With long-term rates poised to rise only 
modestly, coupon payments—not price appreciation—will drive 
returns. In this environment, we favor high-quality corporate 
bonds and municipal bonds as the foundation of a resilient port-
folio. Your mission: build a stronghold with quality fixed 
income—because stability matters when the plot thickens.

IDENTITY SHIFT:  
THE NEW FACE OF US EQUITIES

In Mission: Impossible, the spy never abandons the mission—but 
sometimes, they change their mask to adapt. The US equity 
market is doing the same. After an incredible run—six years out 
of seven with returns above 15%, a feat not seen since 1930—the 
market’s identity is changing. Valuations for the S&P 500 have 
climbed to the 95th percentile, meaning the old identity of P/E 
multiple expansion won’t carry the next scene. As the mask 
comes off, the new face of returns will need to rely squarely on 
earnings growth. The good news? We expect earnings to rise 
about 12%, supporting our year-end target of 7,250. That means 
the return profile shifts from blockbuster double-digit gains to 
mid-single digits. That said, the dossier for success is strong: 
solid economic growth, an easing Fed, stable long-term rates, 
and healthy buybacks and dividends. Your mission: Keep expec-
tations in check for equity returns. With valuations still elevated 
and volatility likely to tick higher, the next identity for the equity 
market won’t be driven by multiple expansion—it will be all 
about earnings growth taking the lead.

CRACKING THE CODE:  
THE NEXT PHASE OF AI

Part of spy craft is code—secret words or phrases that deliver 
hidden messages. Over the past two years, the code for equity 
outperformance has been simple: AI. But the secret is out, and the 
market is evolving. While we remain confident of AI’s transforma-
tive power, the next phase will demand greater discernment. The 
infrastructure build-out will continue, but leadership will broaden 
beyond the recent winners.

Our focus now shifts to the enablers—the companies driving data 
collection, cloud applications, and robotics, as well as industrials 
that provide the physical backbone of AI. Companies in the Tech-
nology sector, such as semiconductor suppliers and enterprise 
software developers, will remain a potent force for AI main-
streaming, but we also expect the next wave of beneficiaries to 
emerge in two somewhat lower-profile sectors: Consumer Discre-
tionary and Industrials. So, our code word for this year is ‘CIPHER’ 
as we work to decode the next opportunities in the AI cycle. Your 
mission is clear: while the AI revolution isn’t over, it is entering its 
next phase—which creates plenty of opportunities—and risks.
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Letter from the Chief Investment Officer (cont.)

THE HIDDEN ALLIES:  
THINKING BEYOND THE OBVIOUS

In many Mission: Impossible films, the most trusted person often 
turns out to be the mole, while the real hero operates in the 
shadows. Investing can be like that. The sectors that dominate 
headlines and attract the most attention aren’t always the best 
choices. That’s why we’re thinking like Hunt: question the 
obvious, dig deeper, and uncover allies.   

Two sectors hiding in the shadows are Consumer Discretionary 
and Health Care. Consumer Discretionary has been struggling 
with headwinds from inflation-stressed consumers and tariff-
driven margin pressures. Health Care has faced fears that earnings 
could be crimped by policy changes in Washington. But as we 
head into the new year, both sectors are ready to step into the 
light. Consumer Discretionary should benefit not only from its AI 
exposure (e.g., autonomous vehicles, robots, cloud computing) 
but also from a rebound in spending ignited by tax cuts from the 
OBBBA. A more confident consumer, improved supply chain man-
agement, and moderating input costs could help this unloved, 
contrarian sector surpass earnings expectations. Health Care, the 
most attractively priced sector by our metrics, has already priced 
in worst-case scenarios. If regulatory threats end up being more 
bark than bite, the sector should move higher to reflect its favor-
able earnings trajectory. Your mission: move beyond the comfort 
zone of sectors that have already priced in much of the good 
news—and look for hidden allies.

POWER SHIFT:  
SPOTTING THE DOUBLE AGENTS

In every Mission: Impossible plot, there’s always a twist—like a 
double agent hiding in plain sight. Electric power is playing that 
critical role in today’s economy. For years, oil was the driver of the 
energy story. Now, the data center boom has flipped the script, 
shifting the focus to electricity. And with electricity prices on track 

to outpace overall inflation, affordability is becoming part of the 
midterm election campaign trail narrative, just as ‘high gas prices’ 
had been in the past. But not everyone is who he or she seems. 
Utilities might look like the obvious choice, yet heavy regulation 
and stretched balance sheets make them an unreliable operative. 
Instead, the more dependable recruits in the electrification trend 
are found in Industrials—the companies making the proverbial 
‘picks and shovels’ for this new energy era. This sector also 
includes defense contractors whose fighter jets, tanks, and cyber-
security solutions are helping keep us safe. Meanwhile, global oil 
demand remains sluggish, and with supply still abundant, prices 
are likely to hover near our 12-month target of $55–$60 a barrel. 
Your mission: know which agents to trust—and which to leave 
behind in the quest for more kilowatts rather than barrels.

GLOBAL ALLOCATION:  
YOUR NEXT ASSIGNMENT

Ethan Hunt’s team never stays in one place. They accept assign-
ments around the globe—Paris, Dubai, Vienna—and always coolly 
adapt to the mission. International investing works the same way: 
it’s about going beyond borders to uncover opportunities. Diver-
sification is the first benefit, but the real task is selecting regions 
that are most likely to deliver value.

In the developed world, our top choice remains the US, thanks to 
economic and earnings growth that continues to outpace the 
other G7 economies. That said, US market leadership could pause 
as tech stocks take time to digest their recent run. Equities in both 
Europe and Japan had a strong 2025, but we are proceeding with 
caution. Japan benefits from ongoing corporate reforms and AI-
fueled earnings growth, but faces headwinds from interest rates 
at multi-decade highs. The euro zone’s economic performance is 
uninspiring—especially in its two largest countries: Germany and 
France. Germany’s defense spending plans should help stabilize 
activity, but outperformance is unlikely. The wildcard: an even-
tual Russia/Ukraine peace deal could give Europe a boost.

“ This year, our mission—and we choose to accept it—is clear: 
turn uncertainty into advantage and make the seemingly 

impossible, possible. ”
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We maintain our preference for emerging markets in Asia—espe-
cially India, which continues to post the fastest GDP growth among 
the G20 economies and should benefit from more reasonable valu-
ations, favorable demographics, and foreign direct investments. It 
is always important to be mindful of outsized risks with emerging 
markets, such as currency volatility. Your mission: while the US is 
likely to remain the long-term outperformer, analyze global equity 
markets for potential opportunities in the near term.

ASSET ALLOCATION:  
YOUR BLUEPRINT FOR SUCCESS

Like any Mission: Impossible storyline, the mission is never truly 
over—there’s always another challenge, another risk. Investing 
works the same way. Alongside your advisor, we help you stay 
prepared for what’s next. After more than 40 years and multiple 
nominations, Tom Cruise finally earned his first Oscar in November 
2025. But this accomplishment wasn’t built on one blockbuster; it 
was a Lifetime Achievement Award because of his entire body of 
work in acting, producing, and pushing cinematic boundaries. 

Likewise, strong portfolios aren’t built on a single investment—
they grow through diversification, reinvestment, and strategic 
compounding. Each asset class—stocks, bonds, cash—plays a 
unique role, just as Cruise’s varied skills shaped his career. Asset 
allocation is your blueprint for navigating market twists and 
turns. Your mission: build a diversified portfolio that helps miti-
gate risk and weather market storms to maximize the probability 
of achieving your goals and objectives. 

On behalf of Raymond James, I want to wish everyone a safe, 
healthy, and prosperous new year. Your mission starts now. This 
message will *not* self-destruct in five seconds.

Lawrence V. Adam, III, CFA, CIMA®, CFP® 
Chief Investment Officer

Investment Strategy Committee Members

Tavis McCourt, CFA  
Institutional Equity Strategist, Equity Research

Ed Mills  
Managing Director, Washington Policy Analyst, Equity Research

Pavel Molchanov  
Senior Investment Strategist, Investment Strategy

Matt Orton, CFA  
Chief Market Strategist, Raymond James Investment Management*

Chief Investment Office 

Anne B. Platt, AWMA®, AIF®, RICP®—Committee Chair 
Vice President, Investment Strategy

Lindsay Smith  
Investment Strategy Analyst, Investment Strategy

Lawrence V. Adam, III, CFA, CIMA®, CFP® —Committee President, 
Chief Investment Officer 

Eugenio J. Alemán, PhD  
Chief Economist, Raymond James

Professor Jeremy Batstone-Carr  
European Strategist, Raymond James Investment Services Ltd.*

James C. Camp, CFA  
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Doug Drabik  
Managing Director, Fixed Income Research
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“Certified Investment Management Analyst.” Use of CIMA and/or Certified Investment Management Analyst signifies that the user has successfully completed The Institute’s initial and ongoing 
credentialing requirements for investment management professionals. Certified Financial Planner Board of Standards, Inc. (CFP Board) owns the certification marks CFP®, Certified Financial 
Planner®, and CFP® (with plaque design) in the United States, which it authorizes use of by individuals who successfully complete CFP Board’s initial and ongoing certification requirements.
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One of the biggest risks the US economy faced in 2025 was the 
uncertainty brought about by the Trump administration’s 
implementation of tariffs. Typically, uncertainty is one of the 
most important risks to economic activity, as economic actors 
react to policies. In general, the longer these uncertainties last, 
the higher the probability they could trigger a recession. But 
high tariff uncertainty was counterbalanced by an impres-
sively strong surge in investment in data centers linked to the 
AI-driven burst that kept the economy from going under.

The environment for 2026 will be more certain in many ways as 
some of the Trump administration’s new policies will be behind us 
while others are expected to boost economic growth. This could 
change early in 2026 because we are still waiting for the Supreme 
Court to decide  whether the IEEPA tariffs are legal. If, as we believe, 
they are found to be illegal and the Court strikes them down, we 
may see some tariff uncertainty hitting the economy again until the 
administration implements other tariff alternatives based on dif-
ferent arguments and/or different statutes. 

Apart from that temporary potential disruption, we expect the 
economy to have a good year in 2026 although, as always, there 
will be plenty of risks, which we will point out later in this article.  
For the most part, some parts of the One Big Beautiful Bill Act 
(OBBBA), which includes some front-loaded fiscal stimulus, will 
support economic activity during the year.

ECONOMIC GROWTH

We project the economy to grow by 2.2% during the whole of 2026 
while growing by 2.3% in 2027. Higher growth in 2026 will be the con-
sequence of some of the provisions of the OBBBA, which will 
subsidize investment through accelerated depreciation and has the 
potential, together with sustained AI-driven investment, to keep real 
investment in the economy strong. Although we don’t expect the 
recent increase in AI investments to accelerate further going forward, 
we do expect it to remain relatively strong and supportive of the 
overall strength in real investment during the next several quarters.

While we don’t expect a robust rebound in residential investment, 
we anticipate a modest uptick driven by slightly lower mortgage 
rates compared to 2025. Our expectation for lower mortgage 
interest rates next year is based on a steady disinflationary pro-
cess once the effects of tariffs are out of the system.

Less Policy Uncertainty, More Economic Growth
Eugenio J. Alemán, PhD, Chief Economist, Raymond James 
Giampiero Fuentes, CFP®, Economist, Raymond James
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The advanced purchase of durable goods in 2025 due to the 
increase in tariffs will continue to keep growth in durable goods 
limited during 2026. At the same time, we don’t see much growth 
coming from discretionary consumption, especially if income growth 
remains constrained by a weak labor market.

EMPLOYMENT AND INCOME GROWTH

We do not see employment improving markedly during 2026 and 
thus, incomes as well as consumer demand will remain challenged 
compared to the last several years. There are some tax advantages 
in the OBBBA that will help mid-to-lower income Americans. Fur-
thermore, we do not see large employment losses and expect the 
rate of unemployment to remain relatively low and thus supportive 
of growth in consumer demand.  

From the supply of labor side, the Trump administration’s immigra-
tion policies are going to continue to put pressure on the availability 
of workers. However, these pressures are not going to be homoge-
neous across sectors. Although AI investment has the potential to 
reduce the need for workers in several industries (due to an increase 
in productivity from workers applying AI on their jobs plus the elim-

ination of some jobs due to automatization) there are sectors that 
benefit much less from the AI-productivity revolution. Sectors such 
as construction, leisure and hospitality, and retail, just to mention a 
few, are going to continue to struggle to find workers. 

From the labor side, the administration’s immigration policies have 
their own implications. Although one of the reasons for the crack-
down on immigration is supposed benefits to American workers, it 
is highly unlikely that American workers would take the jobs that 
these groups of immigrants perform, likely due to low wages and 
poor working conditions. Furthermore, the reduction in immigra-
tion as well as the increase in deportations means that those 
individuals will not be consuming, will not be renting, etc., and thus 
firms will not have to hire more workers to support higher con-
sumption coming from these sectors of the economy. 

Durable Goods Purchases Spiked Ahead of Tariffs
After frontloading of goods ahead of tariffs, 2026 could see a slowdown.

Source: FactSet, as of 12/15/2025

We project the economy to grow by 2.2% during  
the whole of 2026 while growing by 2.3% in 2027.
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Source: Center for Migration Studies, as of 2023.
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Share of Undocumented Workers by Industry
The impact on inflation from the curtailment of illegal immigration is going to 

take some time to feed into wages across the different industries affected.

On the positive side, lower supply of labor could mean higher 
wages and salaries for workers in some sectors as well as more 
competition from labor-competing sectors to hire a limited 
number of available workers, but we don’t think these competi-
tive pressures will generate significantly higher wages and salaries 
over the next several years.

INFLATION

We expect inflation to be somewhat sticky during the whole of 
2026 and remain above the Federal Reserve’s (Fed) target as we 
expect more pressures coming from the effects of increased tar-
iffs. Although we still believe the disinflationary process will 
remain in place, excluding the effects of tariffs, above-potential 
economic growth will limit the ability for inflation to come down 
faster. That is, we expect the underlying disinflationary process to 
remain in place, supported by further declines in shelter costs and 
very little pricing pressure from the services side of the economy. 
We were expecting shelter costs to continue to support the disin-
flationary process during next year, but the process is expected to 
accelerate later in the year due to the effects of lower demand for 
housing as a result of the slowdown in immigration plus the 
effects of increased deportation.

FEDERAL RESERVE AND INTEREST RATES

Within this environment of higher economic growth, less supply 
as well as demand for labor, positive but relatively weak con-
sumer demand growth compared to the recent past, a relatively 
strong investment profile, especially from the non-residential 
investment side of the economy, etc., we see little room for the 
Fed to lower interest rates more than once in 2026 because the 
Fed risks pushing economic growth even higher, which could gen-
erate higher inflation.  

RISKS TO OUR FORECAST

As is always the case, our forecast is bound to be affected by var-
ious risks. These risks are often known risks, but not always. The 
known risks have to do with ‘what if’ our assumptions about 
growth, employment, income growth, inflation, etc., are not cor-
rect. These risks will be assessed as the year progresses and will 
push us to adjust our forecast as appropriate. These risks are typ-
ically manageable and tend to not disrupt economic activity. 
Sometimes they do affect financial markets temporarily but are 
not a recessionary threat. 
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One known risk going into 2026 that may be more damaging than the 
rest, however, is a potential sudden stop to non-residential invest-
ment. Non-residential investment related to AI has been carrying US 
economic growth as well as increased stock market valuations. Thus, 
a reversal in this important contributor to economic growth during 
2026 could potentially derail economic activity.  

The unknown risks are different in nature, fundamentally because 
they are unknown but more so because they are unexpected. These 
risks have the potential to derail economic activity and could take the 
US economy into a recession, with major longer-term implications for 
financial markets. These unknown risks could include issues within 
the Financial sector, as we saw several years ago with runs on several 
banks that were unprepared for an environment of higher interest 
rates; geopolitical risks like potential wars, a shock to petroleum 
prices, a natural disaster, etc.  Another risk  is  domestic and interna-
tional investors avoiding US debt amid rising fiscal deficits. While 
unlikely, a scenario similar to the UK’s ‘bond vigilantes’ episode could 
push yields sharply higher. For now, this risk is minimal, but the pas-
sage of the OBBBA was a missed chance to address fiscal challenges. 
Another concern is the potential erosion of Fed independence. Our 
forecasts assume both Fed independence and a willingness from 
investors to continue to finance US fiscal largesse; if these assump-
tions change, then we would need to revise our projections.

BOTTOM LINE

Despite lingering tariff uncertainty and labor market constraints, 
2026 is poised for solid growth, supported by OBBBA-driven fiscal 

Source: FactSet, as of 12/15/2025

 Inflation Expected to Remain Sticky
Disinflationary trend remains, but pace will slow.

KEY TAKEAWAYS:

•	 Economic policy remains a major uncertainty 
in 2026—however, we don’t anticipate another 
‘Liberation Day’ shock.

•	 We expect fiscal stimulus and AI investment to 
support the economy and the labor market to 
maintain an uneasy equilibrium as employers assess 
how AI is affecting their businesses. 

•	 Given higher economic growth we see little room for 
the Fed to cut rates more than once.

•	 We believe the disinflationary trend will continue, 
even while inflation remains sticky. We expect 
shelter costs to come down, with little pressure on 
the services side of the economy. However, inflation 
may rise due to risks from tariffs (goods side).

•	 Our GDP forecast for year-end 2026 is 2.2%, but we 
remain alert to risks that could prompt adjustment.

stimulus and sustained AI investment. We forecast GDP growth 
of 2.2%, with inflation remaining above target and we expect 
more than one Fed rate cut in 2026. While known risks are 
mostly manageable, unknown shocks—geopolitical, financial, 
or policy-related—could still derail the outlook. 
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EXECUTIVE BRANCH THEMES

Trade and foreign policy will likely remain top of the agenda in 2026, 
with a decision expected in the Supreme Court case challenging the 
tariffs imposed through the International Emergency Economic 
Powers Act (IEEPA). While we expect at least some of the IEEPA tariffs 
to be struck down, we would emphasize that tariffs are here to stay. 
The administration retains an array of alternative authorities to 
implement tariffs; while they come with various procedural and rate-
related constraints, they offer another route to upholding the duties. 
Sectoral tariffs will remain in place with their more legally durable 
Section 232 underpinning, and we expect the trade deals as negoti-
ated to largely remain.

Trade has been a key lever through which the Trump administra-
tion has conducted its foreign policy, using the power of the US 
economy to obtain policy concessions from trading partners. This 
theme will extend into 2026, with further trade talks with China on 
the table—as well as a desire to keep a lid on tensions where pos-
sible, though escalatory risks always remain. An effort to end the 

As we enter the new year, investors will be wondering whether 2026 will see DC policy shape the markets in the same 
expansive way as it did in 2025. The answer will likely be yes, with a mixture of familiar themes (such as trade and tariffs, 
deregulation, the federal government taking stakes in private companies, and spending-related drama in Congress) and 
emerging themes (such as AI-export support, permitting reform, comprehensive cryptocurrency legislation, and more) 
continuing to make headlines. Through the course of 2026, we expect to see these themes percolate through the market 
as attention increasingly turns to the midterms in the fourth quarter. While early to make predictions, the off-year elec-
tions in 2025 and ongoing redistricting battles should be viewed as providing momentum for Democrats and a constantly 
shifting path to a majority (for both parties) respectively.

Don’t Expect A DC Policy Slowdown
Ed Mills, Managing Director, Washington Policy Analyst, Equity Research

Trade and foreign policy will likely remain top of 
the agenda in 2026. ... we would emphasize that 
tariffs are here to stay.
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Russia-Ukraine war could see the further US deployment of eco-
nomic carrots and sticks to nudge the process along, while tensions 
in the Caribbean and South America will likely continue to elevate 
geopolitical risk in the background.

The administration’s comprehensive AI agenda will likely bring 
increased federal involvement in AI-infrastructure buildouts and 
the pursuit of preemption of state-level AI regulation. The 
announcement of the Genesis Mission, a ‘Manhattan Project for AI’ 
will see agencies collaborate with leading AI firms to advance US AI 
capabilities, while the US AI Export Program could bring $150-200 
billion in government-financed AI-export packages to allied part-
ners. Advanced chip sales to China remain a key theme to watch, 
with the federal government demonstrating an increasingly open 
approach to the export of advanced US chips to China. Infrastruc-
ture initiatives to support AI data centers will likely combine energy 
generation with AI data centers, with nuclear energy deployment to 
power AI similarly proceeding on an aggressive timeline. 

Financial and bank deregulation remains a priority, and 2026 will 
see further unification across the federal banking regulators (Fed, 
FDIC, and OCC) to deliver regulatory relief. Streamlined bank 
supervision will be focused on material financial risks, a lowered 
Community Bank Leverage Ratio, and easing stress tests and 
international capital standards. Combined, these focus areas 
should accelerate bank M&A activity, support loan growth, and 
increase capital available to be returned to shareholders. 

Finally, a key pillar of the 2026 agenda will be around an antici-
pated ‘housing emergency’ executive order aimed at boosting 
supply, lowering costs, and reforming housing finance. While this 
will likely garner significant press attention, these changes will 
take a considerable amount of time to be realized. Reforms to 
zoning and building codes within states and municipalities will 
headline, using a ‘carrot-and-stick’-type approach, with federal 
funds as incentives (or penalties) to encourage states to adopt 
reforms to expand and promote housing supply. Other areas 
include using federal land for residential development, advancing 
manufactured housing to reduce costs and increase building 
speed, and modernizing mortgage insurance. There is the poten-
tial for lowered tariffs on building supplies to reduce cost 
pressures, similar to recent food product tariff concessions.

LEGISLATIVE BRANCH THEMES

Congress faces a busy legislative calendar in the new year following 
October's record 43-day shutdown, with a January 30 continuing 
resolution deadline triggering another sprint to pass the remaining 
appropriations bills before the end of the month. Holiday recesses 
and competing priorities will compound these pressures, increasing 
the risk of another shutdown if bills stall. Senate Budget Committee 
Chair Lindsey Graham is actively exploring a second reconciliation 
bill following the One Big Beautiful Bill Act, though legislative band-
width remains constrained. If another late-January shutdown is 
triggered, markets could see volatility and other legislative priori-
ties could be delayed through the first quarter.

Another must-pass bill to watch will be the surface transportation bill, 
as the five-year bipartisan infrastructure law passed during the Biden 
administration expires in 2026. We are watching the surface transpor-
tation bill particularly closely as a potential vehicle for the passage of 
permitting reform. The permitting process for infrastructure, energy 
projects (including clean energy projects), and mines (such as those 
for critical minerals) remains very slow, and efforts have been made in 
recent years to try and speed up the process. While initial progress 
was made in 2023, we see a strong desire by Republicans, Democrats, 
and industry alike to process—especially the National Environmental 
Policy Act (NEPA). We are optimistic on the prospect of changes (espe-
cially following the House passage of the SPEED Act)  but the ability to 
get Democratic support—and the bill over the finish line—will likely 
depend on issues like ‘permit certainty’, given concerns by Democrats 
over recent policy pressure/cancellation of existing permits for renew-
able energy.

Comprehensive digital asset market structure legislation will 
advance through Congress with strong bipartisan momentum and 
Trump administration backing. We expect the House and Senate to 
reconcile and pass a bill that refines the House-passed CLARITY Act, 
establishing the  Commodity Futures Trading Commission (CFTC) 
as primary regulator of spot digital markets while introducing 
detailed custody standards and consumer protections. Compre-
hensive crypto legislation is most likely to reach the Senate in early 
2026, with passage into law shortly after. Similarly, the confirma-
tion of Mike Selig as CFTC chair signals aggressive support for 
digital asset reforms and expanded digital asset rulemaking.

“ Financial and bank deregulation remains a priority, and 2026 
will see further unification across the federal banking regulators 

(Fed, FDIC, and OCC) to deliver regulatory relief. ”
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Legislative priorities on financial regulation center on deposit 
insurance reform, but proposals on enhanced deposit protections 
for non-interest-bearing accounts face opposition. The future of 
the Consumer Financial Protection Bureau (CFPB)  remains in the 
air, as funding reserves are set to run out by early 2026, unless 
Congress appropriates new funding. Community bank provisions 
including leveraged ratio reductions and tailoring reforms remain 
on track for implementation.

President Trump’s proposed $2,000 ‘tariff dividend’ checks signal 
the potential for pre-midterm fiscal stimulus, but face significant 
political and legal headwinds. Republican congressional leader-
ship has expressed skepticism, prioritizing reducing the deficit over 
direct payments, with Treasury Secretary Bessent suggesting relief 
comes via tax relief during refund season rather than new stimulus. 
The Supreme Court ruling invalidating Trump’s IEEPA tariff could 
also complicate this process, especially if refunds are required, fur-
ther limiting the funding available. 

HOW TO THINK ABOUT THE MIDTERMS

The 2025 off-year elections saw Democrats sweep in all of the most 
closely-watched races. While premature to call the outcome of the 
2026 midterms at this stage, the November 2025 results amount to 
positive momentum for Democrats. Democrats would need to pick 
up three seats in the House for a majority, making a Democratic 
majority in the House in reach should the tailwind of the 2025 elec-
tions continue into the 2026 midterms. In the Senate, Democrats 
would have to net four seats out of the 35 Senate seats on the ballot. 
Winning a majority in the Senate will be a tall task for Democrats 
given this math and the map of where pick-up opportunities exist. 

A key factor in the race for the House is the ongoing mid-census 
redistricting fight, which is actively playing out in the courts and 
state legislatures. It remains unclear at this stage which party the 
final math will favor. However, we would also highlight one inevi-

tability of redistricting: one party’s vote being diluted as their 
base is spread around additional districts. Should a wave (like 
that seen across Virginia counties) manifest next year, this effort 
could possibly backfire. This is not our base case, but we would 
emphasize that the redistricting issue will add to uncertainty. 

119th Congress
As of December 16, 2025

While premature to call the outcome of the 2026 
midterms at this stage, the November 2025 results 

amount to positive momentum for Democrats.

KEY TAKEAWAYS:

•	 2026 will be just as busy a year for DC policy as 2025. Familiar themes (such as trade and tariffs, deregulation, the 
federal government taking stakes in private companies, and spending-related drama in Congress) and emerging 
themes (such as AI-export support, permitting reform, comprehensive cryptocurrency legislation, and more) will 
continue to make headlines.

•	 Trade and foreign policy remain at the top of the agenda.

•	 Financial deregulation will remain an administration priority.

•	 It’s too early to call the midterms, but based on the results of November elections, Democrats have the momentum.

Democrat Independent VacancyRepublican

SENATE

HOUSE OF  
REPRESENTATIVES

53 R  •  45 D  •  2 In

220 R  •  213 D
 2 vacant seats

Source: pressgallery.house.gov
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To quote a former Secretary of Defense, there are two 
types of risks: ‘known unknowns’ (there is a sense of 
what may be coming) and ‘unknown unknowns’ (which 
lack any historical precedent). Over the past year, inves-
tors experienced an outsized number of risks of both 
types, but none of them were enough to torpedo what 
ended up being a third consecutive year of double-digit 
gains for the S&P 500. So, is a ‘four-peat’ on deck? We 
think a healthy dose of caution is warranted.  While we 
expect another ‘up’ year for the market, lofty valuations 
make selectivity especially important.

THREE YEARS OF ABOVE-TREND PERFORMANCE

Although not quite at the levels of 2023 and 2024, the S&P 500’s 
gain of 18% in 2025 marked a third year of above-trend perfor-
mance, outpacing the long-term average of 10.5%. What makes 
2025’s gain so notable is the fact that the market had fallen as 
much as 19% at the time of its April trough—marking the worst 
moments of trade war turmoil—before staging an epic rebound, 

and setting 39 daily closing highs along the way. While tariffs were 
the top source of volatility last year, market turbulence also inten-
sified during the Israel-Iran war, the White House’s threats to 
Federal Reserve independence, periodic concerns about artificial 
intelligence (AI) companies, and the longest-ever government shut-
down. Despite all that volatility, S&P 500 earnings are tracking to 
$269 in 2025, equating to growth of 12%, and within a hair of our 
forecast of $270 from one year ago. Amid the highest US weighted 
average tariff rate in 90 years, corporate profitability was impres-
sively resilient. Import substitution, efficiency strategies, and, yes, 
plenty of price hikes were all successfully utilized by companies to 
shield themselves from tariffs. Meanwhile, the S&P 500 also bene-
fited from multiple expansion: the trailing P/E rose from 24.5x to 
25.5x, whereas a year ago we had predicted that it would moderate 
to 23.5x.

A TOUGH ACT TO FOLLOW

It’s been nearly two decades since the S&P 500 posted more 
than three consecutive years of gains, so history would suggest 
that expectations for 2026 ought to be tempered. More impor-
tantly, our analysis is predicated on current fundamentals. We 
expect S&P 500 earnings to grow 12% in 2026, reaching $300, 

Selectivity In Equities Is A Must
Mike Payne, Investment Strategy Analyst, Investment Strategy 
Pavel Molchanov, Senior Investment Strategist, Investment Strategy 
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Source: FactSet, as of date 12/15/2025

which is slightly more conservative than the consensus estimate. 
So, does that mean that equities are poised for another year of 
double-digit gains? We doubt it. As noted earlier, the S&P 500 
ended 2025 at a trailing P/E of 25.5x, which puts it in the top 5% of 
valuations over the past 20 years. It seems overly ambitious for 
such lofty multiples to be sustained. To be more precise, we 
expect the trailing P/E to come down toward 24x by year-end 
2026. We acknowledge that a year ago we had underestimated 
how high multiples would become. However, we believe that call 
was early rather than wrong, and will continue to err on the side of 

caution by assuming less lofty multiples in 2026. With that in 
mind, our base case target for the S&P 500 at year-end 2026 is 
7,250, which implies a price return of 6% from current levels.

ZOOMING IN: WHICH SECTORS DO WE PREFER? 

As impressive as last year’s overall S&P 500 gain was, investors 
could have achieved outperformance by overweighting the sec-
tors with the strongest EPS growth, most notably Technology. 
Given the point we made earlier about multiple expansion having 
run its course (at least for now), earnings growth carries particular 
importance in 2026. Technology is set to again lead the way in 
2026 EPS growth, keeping us upbeat on the sector—although we 
are keeping an eye on some emerging risks. We also remain posi-
tive on Industrials, a derivative of the data center boom; as well as 
Health Care, full of stocks trading at value multiples and paying 
juicy dividends. We are upgrading Consumer Discretionary: a con-
trarian idea, having been among the worst performers of 2025.

We expect S&P 500 earnings to grow 12% in 2026, 
reaching $300, which is slightly more conservative 
than the consensus estimate. 

S&P Is Trading at Historically Lofty Multiples
With the S&P 500’s current P/E ratio in the top 5% historically, 

we expect multiples to moderate in 2026.
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TECHNOLOGY: A CONSENSUS BUY, 
BUT STILL WORTHWHILE 

The AI megatrend remains the preeminent 
driver of earnings in the Technology sector. 
The AI value chain can be divided into three 
segments—infrastructure layer, enable-
ment layer, and application layer—with all 

three growing robustly. While chatbots get disproportionate atten-
tion, businesses are increasingly relying on AI for everything from 
medical R&D to management of the electric grid. The sector is also 
benefiting from other secular themes: quantum computing, Internet 
of Things, and digitization of enterprise. Consensus estimates call for 
2026 EPS growth of 26%, once again outpacing all other sectors—and 
are continuing to be revised upward—thereby supporting premium 
valuations. While our positive stance on Tech is widely shared in the 
investment community, it’s worth mentioning three emerging risks, 
all of them tied to the data center buildout: 1) rising capital intensity, 
2) associated debt issuance, and 3) public discontent with utility 
rates and resulting political pushback against data center projects. 
We will be carefully watching these issues in 2026, but they do not 
detract from the fact that AI is steadily becoming more deeply 
ingrained into the economy and everyday life, sustaining the mega-
trend for years to come.

CONSUMER DISCRETIONARY: 
POISED FOR OPPORTUNITY 

It wasn’t quite the S&P 500’s weakest 
performer of 2025—Consumer Staples 
and Real Estate were even worse—but 
the Consumer Discretionary sector was 
emphatically out of favor throughout the 

past year. A major culprit was tariffs, which made everything 
from autos to toys more expensive. More broadly, as inflation-
stressed consumers pulled back on spending, a wide range of 
manufacturers and retailers saw demand for their goods being 
pressured. There were bright spots—airlines and hotels, i.e., the 
‘experiential economy’—but the overall picture was problem-
atic. But here’s the good news as 2026 gets underway: we think 
that Americans are about to rediscover their inner shoppers.  

Source: FactSet, as of date 12/15/2025

We remain positive on Technology, Industrials, 
and Health Care—and we are upgrading 
Consumer Discretionary.

Earnings Growth is Key in 2026
Multiple expansion has run its course for now.
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We project GDP growth picking up, translating into more hiring, 
while at the same time inflation should subside over the next 12 
months. Following flattish earnings in 2025, consensus esti-
mates call for 2026 EPS growth of 11%, though our sense is that 
investor expectations are leaning less ambitious than that. 
Thus, any signs of improving consumer demand should trans-
late into gains for the sector. Meanwhile, lower mortgage rates 
should spur recovery in the homebuilding industry. As we 
upgrade the sector from market weight to overweight, we none-
theless want to sound a note of caution: tariffs and other cost 
pressures are unlikely to disappear anytime soon.

INDUSTRIALS: A WIDE-RANGING  
INFRASTRUCTURE BOOM

The scale-up of AI requires vast num-
bers of hyperscale data centers, which 
are energy-intensive. To support the 
data center boom, the electric power 
industry is building out generation and 

transmission infrastructure. Companies in the Industrials 
sector are providing turbines, batteries, and other equipment 
to ensure that the electricity supply is plentiful and stable. 
Water infrastructure is also in need of upgrading, partly for 
cooling data centers, but more broadly to deal with a long list of 
dangerous contaminants. Concurrently, as companies engage in 
reshoring, US manufacturing operations are expanding, which 
creates demand for capital goods. Turning to Europe, wide-
spread fears about Russia are resulting in a sustained defense 
buildup as countries aim to reach NATO’s new spending target—
3.5% of GDP—by 2035. As the Russia-Ukraine peace process 
moves forward, it may slow the momentum in European 

defense spending, but at the same time, the US and its allies in 
Asia (Japan, South Korea, Taiwan, Australia) are bolstering 
their capabilities amid threats from China. Putting everything 
together, consensus estimates call for 2026 EPS growth of 15%. 
While revenue could be a source of upside, we also need to 
watch the risk of margin pressure from raw material costs.

HEALTH CARE: STILL CHEAP,  
EVEN AFTER ITS RECENT BOUNCE

We continue to be fans of the Health 
Care sector as a contrarian idea. After 
weakness in the first nine months of 
2025, the sector ended the year on an 
upbeat note, though it still lagged the 

S&P 500. The sector’s relative underperformance was due to 
two factors. First, 2025 was, on the whole, a risk-on year, which 
means defensive stocks generally lagged behind aggressive 
growth names. Concurrently, the Trump administration’s first 
year was full of regulatory changes in Washington, creating 
periodic headline risk for pharmaceutical companies espe-
cially. As a result, the sector ended 2025 trading at a 16% 
discount to the S&P 500, one of the widest discounts over the 
past 20 years. Taking a longer-term perspective, the sector is 
propelled by growth in healthcare demand—drugs, medical 
devices, and services—from an aging population. Consensus 
estimates call for 2026 EPS growth of 10%. Although it doesn’t 
create as many headlines as AI, healthcare R&D is progressing 
as well—as a textbook case study, consider the boom in obesity 
drugs in recent years. The main risk, as was evident last year, is 
the sector’s sensitivity to government policies, which (needless 
to say) are always subject to change.

“ As 2026 gets underway, we think that Americans are about  
to rediscover their inner shoppers. We project GDP growth 

 picking up, translating into more hiring, while at the same time 
inflation should subside over the next 12 months. ”
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WHAT ABOUT SMALL CAPS?

Although we envision moderate upside for the S&P 500 as a 
whole in 2026, we retain a preference for large caps over small 
caps. The fact that larger companies have more diversified and 
flexible supply chains means that they are better able to manage 
the ongoing cost pressures from tariffs. Large caps tend to have 
other advantages as well, such as stronger balance sheets and a 
lower cost of capital. Also worth noting: while the past year’s 
sharp decline in the US dollar is unlikely to be repeated, any 
future pressure on the dollar would mainly benefit large caps 
due to their multinational revenue mix.

BOTTOM LINE

After three years of above-trend performance, we envision 2026 
as a year of consolidation for the S&P 500, with room for mod-
erate gains. Our year-end target for the S&P 500 is 7,250, based on 

As a whole in 2026, we retain a preference for 
large caps over small caps.

KEY TAKEAWAYS

•	 We expect another positive year in the equity market; 
however, performance is likely to be muted and 
selectivity will be critical.

•	 Our 12-month target for the S&P 500 is 7,250, which 
assumes earnings growing 12% to $300.

•	 In terms of sectors, we favor Technology, Industrials, 
Health Care and Consumer Discretionary.

2026 Outlook

Source: Raymond James Investment Strategy

earnings growing 12% to $300 but the trailing P/E coming down to 
24x. If multiple expansion were to continue, that could be a source 
of upside, but we are erring on the side of caution. Our favorite 
sector ideas are Technology, Industrials, Health Care, and Con-
sumer Discretionary, and we retain a preference for large-cap 
stocks over small-cap stocks. 
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Power Surge: As Global Oil Demand 
Slows, Electricity Takes Center Stage
Pavel Molchanov, Senior Investment Strategist, Investment Strategy

The Technology sector’s insatiable need for electricity 
dominated energy headlines over the past year. By con-
trast, oil remained on the proverbial backburner. We 
expect 2026 to be yet another year of intense focus on 
ensuring that data centers have sufficient power supply, 
without disrupting the rest of the economy. Even if you 
aren’t directly invested in the electric power value chain, 
all of us are experiencing one of the side effects of the arti-
ficial intelligence (AI) boom, which is rising utility bills. 
This is the latest reminder, if any were needed, that tech-
nological progress comes at a cost.

OIL DEMAND UNDER PRESSURE 

Aside from a brief price spike during the Israel-Iran war in June, 
there were no real surprises in the oil market last year. Global oil 
demand was up 0.7%, and we anticipate similarly subdued 
growth in 2026—the slowest two-year period since the Global 
Financial Crisis, setting aside COVID. With electric vehicle sales 
surpassing 50% share in China, the world’s largest auto market is 
no longer the oil demand driver that it had been for decades.

Demand in the US and Europe has long been flat to down. The 
question of when global oil demand peaks is increasingly topical—
and although countless moving parts are involved, we think a peak 
is likely prior to 2030. At the same time, OPEC has pivoted from 
propping up oil prices to grabbing as much market share as it can. 
Despite years of sanctions, Russian oil still has plenty of buyers in 
China and India. US oil production has plateaued near record highs, 
despite the past year’s steep drop in drilling activity. Putting every-
thing together, we anticipate that oil prices will remain generally 
range-bound in 2026, near the lowest levels since 2021. This implies 
West Texas Intermediate (WTI) crude averaging in the $55 to $60 per 
barrel range, with Brent crude at a modest premium to that.

We anticipate that oil prices will remain 
generally range-bound in 2026, near the 
lowest levels since 2021.
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DATA CENTERS PROPELLING ELECTRICITY USAGE

In contrast to the sluggish demand in the oil market, electricity 
demand is growing by leaps and bounds around the world—and 
the US is right in the center of the action. The overarching trend of 
electrification encompasses electric vehicles, household heating, 
industrial processes such as steelmaking—and, last but certainly 
not least, data centers. While the history of data centers goes back 
to the early days of the internet, the newest type of data center— 
known as hyperscale, and which is vital for AI—can use as much 
power as a mid-sized city. The pace of global data center installa-
tions has approximately doubled since 2020, and the US has more 
than 40% of the worldwide total. Northern Virginia alone has 
more data centers than many sizable economies. With that back-
drop in mind, US power demand rose 3% in 2025, matching its 
pace from 2024, and we expect a similar increase in 2026. While 
3% growth is mild compared to many other industries, US power 
demand is expanding as much in this three-year period as in the 
first two decades of the 21st century. Meanwhile, the International 
Energy Agency projects that global power demand will expand 
40% by 2035.

UTILITY BILLS FEELING HIGH? YOU’RE NOT ALONE

Power prices vary widely from country to country, and in the US 
from state to state. Data center development is centered on states 
with moderate power prices, such as Virginia, Texas, and Ohio—
whereas projects in California and New England face the headwind 
of higher prices. However, there is no escaping the fact that the AI 
boom has an unpleasant side effect for just about all Americans: 
rising power bills. As utilities build new power plants and mod-
ernize grid infrastructure, regulators are approving steeper rate 
hikes. The national average of residential power prices was up 4% 
in 2025, and we expect further increases of 3% to 5% per year—
outpacing overall inflation—through 2030. The silver lining is that 
consumers do not need to lose sleep over the prospect of wide-
spread power outages due to AI. We are all paying more for power, 
but that means the utility sector is making the necessary prepara-
tions, well in advance.

AN ALL-OF-THE-ABOVE STRATEGY

Where is all this additional power coming from? The power plant 
construction boom that’s paralleling the AI boom comprises a bit 
of everything—but it always depends on the specific geography. 
Along the eastern seaboard, access to the giant Marcellus natural 
gas field means that gas-fired power plants are often the most 
obvious choice. In the midsection of the country, strong wind 
resources and low-cost land means that wind power is popular, as 
well as gas from Texas. In California and the Southwest, solar 
power is often the go-to option. Nuclear power has garnered an 
unprecedented amount of media and investor attention, but it 
may surprise you to learn that there are zero nuclear reactors cur-
rently under construction in the US. A handful of previously 
retired reactors are being prepared to resume operations, but 
everything else is still on the proverbial drawing board. This 
speaks to the fact that nuclear power plants have the longest 
development cycles within the electric power industry. Mean-
while, coal continues to lose share within the US electricity mix, 
though at a slower pace, as the surge of demand has spurred 
many utilities to delay retirements of their coal plants.

US power demand is expanding as much in 
this three-year period as in the first two 
decades of the 21st century. 

Power use in gigawatts

Global Data Center Installations 
Data centers can use as much power  

as a mid-sized city.

The AI boom has an unpleasant side effect for 
just about all Americans: rising power bills. 

Source: visualcapitalist.com., as of 12/8/2025
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DON’T FORGET ABOUT H2O

Data centers need another vital resource: water. As data centers 
guzzle energy, a portion of it is emitted as heat, and vast volumes of 
water are used for cooling. While the US as a whole faces less risk of 
water scarcity  compared to countries such as India and South 
Africa—not to mention Saudi Arabia—our readers who live in parts of 
Texas and the Southwest need no reminders that water availability 
can be constrained. Just as electric utilities are boosting their capex, 
water utilities are following the same playbook. For consumers, the 
tradeoff is similar: reliable water supply, but with higher bills. Water 
quality is another pressing issue that, despite plenty of frustrations 
along the way, is gradually being addressed. In 2025, the American 
Society of Civil Engineers gave the nation’s drinking water infrastruc-
ture a C-minus grade, with wastewater trailing at a D-plus—so there is 
ample room for improvement. Whether the specific culprit is lead 
pipes, PFAS (known as ‘forever chemicals’), pesticides, or uranium, 
public health will be better served with cleaner water—and that’s 
worth paying a bit extra.

NO NEED TO BE SO ‘CRITICAL’

The past year also provided non-stop reminders that electrification 
requires a wide range of critical minerals. Amid the US-China trade 
war, a long-running saga has been China’s use of rare earths for 
geopolitical leverage. What’s not always appreciated is that the US 
already mines more than enough rare earths for the needs of the 
domestic economy. The constraint has been in turning those raw 
materials into magnets, but as more companies develop refining 
capacity, we expect the US to become self-sufficient toward the end 
of this decade. The US also imports significant quantities of copper 
(a key input for electric cabling), lithium and nickel (for EV bat-
teries), and silver (for solar panels). The realities of geology are such 
that the US is unlikely to ever be self-sufficient in critical minerals 
across the board, but there are still ways to reduce dependence on 
China. Case in point: partnerships with allied countries, such as 
Australia and Ukraine. Nothing in the mining industry happens 
quickly, but China’s weaponization of key metals—echoing Russia’s 
weaponization of natural gas in 2022—has spurred a push to 
improve the security of supply chains.

CONCLUSION

Is electricity the new oil? Yes and no. It is certainly fair to say that 
electric bills have supplanted prices at the pump as a political hot 
potato during election season. On the other hand, power genera-
tion is less vulnerable than oil supply from the standpoint of 
geopolitical risk. Investors also have a broader array of choices for 
how to invest in the electric power value chain. The Utilities sector 

may seem the most obvious choice, but it is subject to high levels 
of regulatory scrutiny, and utility companies tend to have levered 
balance sheets. Our preference is for the Industrials sector, where 
a wide range of firms provide equipment and services for the 
power grid, though we need to be mindful of input cost risk. The 
critical minerals space—part of the Materials sector—is subject to 
its own risks, such as volatile metal prices. 

Power Demand Growth Outpaces 
Other Forms of Energy 

We expect US electricity demand to grow faster 
than oil, gas, and coal over next four years.

KEY TAKEAWAYS:

•	 2025 was and 2026 will be all about the need for 
electric power in one form or another to power the 
engines of artificial intelligence.

•	 Amid sluggish growth in global oil demand, as well 
as plentiful supply, we forecast WTI crude averaging 
in the $55 to $60 per barrel range.

•	 Electricity demand is growing by leaps and bounds; 
the International Energy Agency projects that 
global power demand will expand 40% by 2035.

•	 The side effects of the AI boom are higher electric 
bills and greater dependence on critical minerals.

RJ Investment Strategy, as of 12/15/2025



JANUARY 2026

21

GLOBAL ECONOMIC ACTIVITY  
AT AN IMPORTANT JUNCTURE 

The slow but steady global economic expansion, remarkably 
resilient through the uncertainty surrounding US trade policy in 
2025, will remain at a similar pace in 2026. Taking Beijing’s 
growth estimates at face value world GDP is expected to grow by 
3.2% this year, a broadly similar pace to that achieved in 2025. 
Assuming that a recession is avoided, the US will remain the 

world’s growth engine, underpinning developed economy (35% 
of world share) activity of 1.7%, a similar pace to last year while 
front-loaded fiscal stimulus in China and continuing strong 

The global economy will make further progress in 2026, but growth will be uneven and dominated by numerous cross-
currents similar to but differing in intensity from those which shaped economic activity and financial market performance 
in 2025. The outlook for and impact of the evolution of artificial intelligence (AI), already a hot topic for investors, will 
remain a key consideration but productivity benefits are unlikely to be distributed evenly. Central bank monetary policy, 
universally loosening in most locations outside Japan over 2025 will become more nuanced. Disinflationary pressures will 
remain in evidence in the euro area and in the UK as well as in Asia allowing for further rate cuts until terminal levels are 
reached as the next 12 months unfold. The combination of subdued, but positive, growth, fiscal stimulus (China and 
Japan), an easy monetary policy stance, together with AI roll-out will underpin corporate earnings growth and ultimately 
deliver another positive year of returns from financial markets. But gains are unlikely to be achieved in a straight line, 
numerous risks and uncertainties lie in wait over what will likely prove another demanding period.

Prof. Jeremy Batstone-Carr, European Strategist, Raymond James Investment Services Ltd.*

The US will remain the world’s growth engine. 

*An affiliate of Raymond James & Associates, Inc., and Raymond James Financial Services, Inc.

Cross-Currents To Dominate 
Again In Global Markets
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growth in India (albeit not at the breakneck pace recorded over 
the second half of 2025) will prove supportive to emerging eco-
nomic activity, notably in Asia. The inflationary consequences of 
sub-par growth, particularly across developed economies out-
side the US (excepting Japan) will be very limited, disinflationary 
pressures in the UK and euro area reasserting sufficient to drive 
price pressures below central banks’ 2% target. This will provide 
scope for further rate cuts in both locations, a development 
likely to be received favourably by government bond markets. 

Fiscal risks are likely to emerge from time to time, just as they did 
in 2025. The threat is greater in developed economies where it is 
now generally accepted that the public finances of both the UK 
and France are unsustainable while Italy’s debt burden is also 
high and its underlying economic activity pedestrian. The big 
question is, how much debt is too much? There is no hard and fast 
answer, but pressure typically builds when an economic or polit-
ical shock forces financial markets to reevaluate fiscal prospects. 
Of the two, the widespread rise of populism likely poses the 
greater threat to political fiscal policy orthodoxy, potentially 
destabilising government bond markets and potentially requiring 
central banks to step in to ensure prices remain anchored. 

JAPAN

Japan is, as ever, an outlier. The country has its first female prime 
minister, Ms. Sanae Takaichi, and she has big plans for pulling the 
economy out of a decades-long fiscal trap including a vast 21.5 tril-
lion ($135 billion) supplementary budget aimed at restoring growth 
and her Liberal Democrat Party’s flagging political fortunes. Simul-
taneously, the Bank of Japan is very cautiously raising interest rates 
to ensure that rising inflationary pressures do not get out of control. 
Both fiscal and monetary policy are demand management tools and 
conflicting usage is highly unusual (like stepping on the brake and 
accelerator at the same time). Entering 2026 the newly installed 
administration is working in tandem with the Bank of Japan to try 
and deliver 2% GDP growth and 2% inflation with interest rates at a 
roughly neutral rate to deliver the former. Easier said than done and 
financial markets have picked up on the inherent tension, reflected 
in a steepening sovereign bond yield curve and sharply rising 
medium and longer-term borrowing costs for the already deeply 
indebted economy. This adjustment has given rise to fears that a 
possible repatriation of assets currently allocated abroad and or an 
abrupt conclusion of the yen carry trade could destabilise global 
markets. Whilst cognisant of the risks, and certainly not complacent, 
we anticipate that Bank of Japan rate hikes, slow-paced as they 

2026 GDP Forecast (by country)

Source: International Monetary Fund (non-US data), RJ Investment Strategy (US data), as of 12/15/2025

DEVELOPED MARKETS EMERGING MARKETS
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might be, will ultimately flatten the bond yield curve, improving the 
attraction of overseas bonds for exchange rate hedged Japanese 
investing institutions. Meanwhile new bonds issued to finance Ms. 
Takaichi’s fiscal plans are likely to be of shorter duration, a develop-
ment also likely to address the markets’ immediate fears. 

ASIA (EX-JAPAN)

No discussion of prospects for the Asian region is possible without 
considering China. The behemoth economy continues to be held 
back by profound structural problems, exemplified by a sprawling 
and troubled real estate sector, chronic over-capacity and persis-
tent deflation, but it stands at the confluence of two key themes 
likely to frame the 2026 outlook: AI and US trade policy. China has 
closed the gap and is now challenging the United States at the 
technological frontier as Beijing pushes to achieve self-sufficiency 
and dominance across the commanding heights of modern-day 
commercial activity. Details of the fifteenth Five-Year Plan will be 
unveiled in March including a new growth target likely to be 
‘around 5%’ and similar to that of 2025. 

While the global economy has proved resilient to the White House’s 
trade war, the truce struck between President Tump and his Chinese 
counterpart President Xi Jinping has not brought an end to sim-
mering conflict. Indeed, for China and Asia more generally 2026 will 
be a year in which trade flows adjust to US tariffs on China, lowered 
but at a still high 32%. Crucially, the mutually agreed ‘sunset’ clause 
runs out in late 2026 and if not augmented, risks creating yet another 
flashpoint adding to ongoing geopolitical tensions between the two 

superpowers. Meanwhile, supply chains for critical goods including 
tech-related exports will continue to shift away from China to the 
benefit of satellite regional economies.

Since the beginning of the pandemic, emerging economies—not 
just in Asia—have had to withstand a series of global shocks, 
responding with resilience bearing testimony to far-reaching reform 
programmes and improved economic management. Financial vul-
nerabilities will remain low and currency-related risks, especially 
across the larger emerging Asian economies, are also expected to 
remain at epochal lows in 2026. While exogenous shocks can never 
be completely ruled out, markets will focus on further, cautious, 
interest rate cuts particularly over the first half of the year.

CONCLUSION 

We are cautiously positive on the outlook for the global economy 
which will make headway despite numerous cross-currents. We are 
constructive on prospects for global equity markets, another year 
of ultimately strong returns supported by robust earnings growth, 
looser monetary conditions and a diminution in perceived (trade) 
policy headwinds. Emerging market equities, especially in Asia, are 
under-owned and offer an attractive valuation discount against 
developed market peers. China’s increasing policy support, cou-
pled with improving liquidity will percolate across Asia, while for 
investors seeking markets not dominated by technology the Indian 
reform programme remains one for longer-term investors. 

China has closed the gap and is now challenging 
the United States at the technological frontier. 

We are cautiously positive on the outlook for the 
global economy which will make headway 
despite numerous cross-currents. 

KEY TAKEAWAYS:

•	 Growth will be uneven and dominated by numerous crosscurrents in 2026.

•	 AI will remain a dominant theme although the headwinds associated with US trade policy will diminish.

•	 Outside the US (and Japan) disinflationary pressures will remain in evidence across developed and emerging 
economies, allowing for further widespread rate cuts. 

•	 The key downside risk lies in tech exporters were AI demand to weaken, favouring markets such as India with its limited 
exposure. China’s outlook will hinge on the detailed contents of the forthcoming fifteenth Five-Year Plan and other 
possible measures to boost demand.

•	 Outside the US investors will overweight value and quality factors with a preference for larger over smaller companies.  



24

INVESTMENT STRATEGY QUARTERLY

Cautiously Optimistic On Bond Market
Tracey Manzi, CFA, Senior Investment Strategist, Investment Strategy

Fixed income investors enjoyed a standout year in 2025, even as markets navigated volatility sparked by ballooning 
deficits, elevated Treasury issuance, and concerns about foreign selling amid erratic policy shifts. Despite these 
headwinds, every major fixed income sector delivered positive returns, with some sectors—like emerging markets—
achieving double-digit gains. The Bloomberg US Aggregate Bond Index advanced 7.3%, its strongest year since the 
pandemic. What fueled the rally? Fundamentals. Slowing growth, a softening labor market and well-anchored inflation 
expectations gave the Federal Reserve (Fed) room to pivot back to rate cuts, reinforcing the downward trend in yields—
particularly at the front end of the curve. Looking ahead, 2026 should deliver another year of positive returns, though 
gains are more likely to be modest and income driven. 

A gently improving macro environment and 
anchored inflation expectations should keep 
yields range-bound, making coupon income—not 
price appreciation—the primary driver of returns.

THE MACRO BACKDROP

Economic growth should regain momentum in 2026, supported 
by 175 basis points (bps) of cumulative rate cuts and fiscal stim-
ulus from President Trump’s One Big Beautiful Bill Act. Inflation, 
however, appears to be stabilizing above the Fed’s 2.0% target. 
Our base case calls for just one rate cut in 2026, barring an unlikely 
shift toward aggressive rate cuts under new Fed leadership. A 
gently improving macro environment and anchored inflation 
expectations should keep yields range-bound, making coupon 
income—not price appreciation—the primary driver of returns. 
We expect the 10-year Treasury to end the year modestly higher at 
4.25%-4.50%. 

REASONS TO REMAIN OPTIMISTIC

After a decade of artificially low rates, yields are back at more 
normal levels. While Fed rate cuts have driven yields off their 
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peak, yields remain attractive. Today, bond  investors can still cap-
ture yields from 3.5% to 6.5% across the fixed income universe. For 
top-income bracket investors, municipal bonds provide tax-equiva-
lent yields above 6.5% for longer maturities. These still attractive 
yields provide a strong starting point for performance. Remember, 
a bond’s starting yield is generally considered the strongest pre-
dictor of future bond returns. Plus, elevated yields can help cushion 
portfolios against future interest rate volatility.

Despite concerns about Treasuries losing their perceived ‘safe 
haven’ appeal, bonds proved their worth in 2025, delivering sta-
bility, income, and risk reduction during periods of market 
turbulence. The resilience of the Treasury market amid multiple 
headwinds—namely fiscal and political risks—highlights that 
Treasuries’ status remains intact. This is important given the cen-
tral role that Treasuries play in portfolio construction.    

WHERE WE SEE OPPORTUNITIES

In an environment of range-bound yields and stable credit 
spreads, we find opportunities in intermediate Treasuries, munic-
ipal bonds, and investment grade credit. 

TREASURIES

Fed rate cuts have returned the Treasury yield curve to a more 
normal, upward slope after a long period of inversion (shorter-
maturity yields are higher than longer-maturity yields).  We expect 
the steepening trend to persist as Fed policy anchors shorter matu-
rity yields at lower levels, while longer-term yields remain elevated 
amid fiscal concerns and sticky inflation. We favor the 3-7 year area 
of the Treasury curve, which offers attractive yield with less dura-
tion risk (i.e., overall sensitivity to changes in interest rates) and will 
benefit from the ‘roll down’ return as bonds age—that is, the addi-
tional source of return investors receive as bonds appreciate in 
price as they move closer to maturity. 

Elevated yields can help cushion portfolios 
against future interest rate volatility.

Coupon Income Is The Primary Driver of Bond Returns
Price gains can dominate in any given year, but over longer periods, 

coupon income has been the primary driver of returns.

Source: FactSet, as of 12/15/2025



26

INVESTMENT STRATEGY QUARTERLY

MUNICIPAL BONDS

Munis offer some of the best relative value across the fixed income 
universe—with longer maturities most attractive given the notably 
steep yield curve. Tax-equivalent yields on the Bloomberg Munic-
ipal Bond Index remain above Treasuries and corporates, while 
maintaining high overall credit quality. With economic growth 
expected to improve, state tax revenues should also remain healthy. 
The risk? 2026 may bring another year of heavy issuance, which 
could see munis lagging at times. However, any dislocations stem-
ming from mismatches in supply and demand will inevitably create 
compelling opportunities for investors along the way.

INVESTMENT GRADE CREDIT

While credit spreads remain historically tight, yields are attractive—
still trading above historical averages. With yields likely to remain 
range-bound, the additional carry from higher all-in yields will 
modestly augment returns. Meanwhile, an improving growth back-
drop and healthy credit fundamentals—strong profitability, low 
leverage and solid interest coverage ratios—should keep credit 
risks contained. Elevated levels of issuance are likely to persist and 
can lead to periods of incremental spread widening to absorb the 
supply. Credit investors should look opportunistically for these 

potential dislocations as potential good entry points. Notably, the 
credit quality of the investment grade index is also modestly 
improving with the share of BBB-rated bonds falling from a peak of 
52% in 2021 to 46%.

RISKS TO MONITOR

We enter 2026 cautiously optimistic, but there are a few risks on 
the horizon that could challenge our outlook. 

1.	Another Growth Scare: The ‘low-hire, low-fire’ environment 
has persisted for much of last year, but an unexpected accelera-
tion in layoffs would force the Fed to cut more aggressively. 
This would have negative implications for the credit markets, 
particularly lower-quality credits, like high yield, leading to 
wider spreads and rising default rates. Though, Treasuries 
would likely be the main beneficiary. 

Yields On Quality Fixed Income Still Look Attractive
Yields have come down from their recent peak, but remain attractive—particularly 

for the highest quality sectors of the fixed income market.

*Tax-equivalent yield (assumes 40.8% tax bracket)

Source: FactSet, as of 12/15/2025

Munis offer some of the best relative value across 
the fixed income universe—with longer maturities 
most attractive given the notably steep yield curve. 
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Christina Ashmore, Senior Research Analyst, Eagle Asset Management*

Eric Kreiger, CFA, Research Analyst, Eagle Asset Management*

Rigorous Analysis  
Needed In Muni Market

Municipal issuance is expected to remain elevated in 2026, 
continuing the record-breaking trend of recent years. While 
strong supply will present technical challenges, attractive 
absolute yields and a potentially more accommodative Fed-
eral Reserve should sustain demand. Investors should expect 
high single-digit tax-adjusted returns for investors, supported 
by robust flows into municipals. However, the credit land-
scape is becoming increasingly differentiated, requiring 
careful analysis as states and local governments navigate 
structural fiscal pressures and shifting federal support.

Municipal issuance is likely to fall short of another record-
breaking year in 2026, with total issuance projected between 
$510 billion and $550 billion. The record activity in 2025 likely 
included partial pre-funding of 2026 needs, as some issuers 
accelerated borrowing early in the year amid concerns that tax-
exemption could be curtailed by the One Big Beautiful Bill Act.

Elevated supply will continue to pose a technical headwind for 
municipal performance; however, absolute yields remain attrac-
tive and should sustain demand. With the possibility of a new 
Federal Reserve Chair adopting a more accommodative stance, 
money market rates are expected to decline further. As investors 
seek yield, municipals should attract flows, supporting high 
single-digit returns on a tax-adjusted basis.

Looking ahead to the 2026 credit landscape, the municipal 
market is stable, but cracks have begun to appear in health-
care, higher education, transportation, state general obligation 
(GO) bonds, and local GO bonds—particularly school districts. 
Structural deficits in Washington and slower growth in grants 
and subsidies are shifting more financial responsibility to 
states, especially for transportation, Medicaid administration, 
and climate-resilience projects. This dynamic is prompting 
states to explore new revenue measures, reprioritize spending, 
or issue additional debt to maintain essential services. For 
investors, this creates a more differentiated environment 
where rigorous credit analysis is critical: while many states and 
smaller municipalities remain well-positioned with strong 
reserves, others may face tighter budgets and increased reli-
ance on capital markets to preserve fiscal stability. 

*	An affiliate of Raymond James & Associates, Inc., 
and Raymond James Financial Services, Inc.

KEY TAKEAWAYS:

•	 Returns in 2026 will be driven by income—not price 
gains.

•	 Yields should remain range-bound with the10-year 
Treasury ending 2026 at 4.25%-4.50%. 

•	 Bonds proved their worth in 2025, delivering 
stability, income, and risk reduction during periods 
of market turbulence. 

•	 The taxable-equivalent yield for municipal bonds is 
particularly attractive for high earners.

2.	Reaccelerating Inflation: The Fed has maintained a dovish bias 
despite inflation plateauing above its 2.0% target. For now, poli-
cymakers have been content to look through the tariff-related 
uptick in prices. But if structural issues—such as housing short-
ages, labor market constraints, shifting supply chains, and 
increased demand for energy—push inflation higher, this could 
cause a reassessment of the Fed’s expected rate path. 

3.	Fiscal Risk: Growing federal debt levels, persistent budget def-
icits, rising debt servicing costs and heavy Treasury issuance 
remain the key upside risks for long-term Treasury yields, rein-
forcing the need for term premium—the additional compensation 
investors require to hold longer-dated Treasuries (and sovereign 
bond markets across the globe). 

BOTTOM LINE

2026 should deliver another year of positive but more modest 
bond returns for fixed income investors. With yields likely to 
remain range-bound, returns should primarily be driven by 
income rather than price gains. Today’s macro backdrop remains 
supportive of credit, and we prefer to stay up in quality, favoring 
shorter-duration investment grade credit and complementing it 
with longer-dated munis. The improving growth outlook and the 
persistence of above 2.0% inflation should limit how much fur-
ther yields can fall. Elevated starting yields, normalized yield 
curves, and resilient credit fundamentals provide a constructive 
backdrop for fixed income investors in 2026. 
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Economic Snapshot
We expect economic growth to accelerate slightly in 2026 as fiscal incentives embedded in the OBBBA start 
to benefit firms’ investment decisions. However, higher growth plus the ongoing pressures from higher 
tariffs will keep inflation above target for a sixth consecutive year. We expect the Fed to lower the federal 
funds rate one time in 2026. The US housing market is expected to remain under pressure as market con-
cerns of higher inflation will keep mortgage rates relatively high, while a lack of construction workers and higher building costs keep the 
supply of new homes limited. The AI-driven investment surge is expected to continue during 2026 as firms will be able to benefit from full 
depreciation. However, the speed and pace of AI investment will remain one of the biggest potential risks for 2026, especially if earnings 
expectations for the sector do not materialize or if financial markets start to doubt the industry’s prospects going forward. The fiscal deficit 
will remain top of mind for the fixed income market and will probably keep longer-term rates from coming down further.  

EUGENIO J. ALEMÁN, PhD 
Chief Economist

FA
VO

RA
BL

E GROWTH We expect real GDP growth to strengthen on the back of strong fiscal incentives given by the 
OBBBA, which will add to the already strong performance coming from AI-related investment. 

BUSINESS 
INVESTMENT

Investment in data centers and equipment, and software has been strong and is expected to 
continue to remain positive, helping the economy stay above ground. Furthermore, the OBBBA is 
expected to be positive for business investment next year.  

U
N

FA
VO

RA
BL

E HOUSING AND 
RESIDENTIAL 
CONSTRUCTION

We don’t see major changes in this sector as high mortgage rates, rising construction costs, an 
increase in deportations, and tariffs will keep this sector of the economy under pressure. Although 
we expect slightly lower mortgage rates, housing affordability and lack of home construction will 
keep the sector contribution to economic growth limited.

FISCAL POLICY
The fiscal deficit has disappeared from political discussions since the new administration took 
over, but the problem has not evaporated. The political system has to get serious about dealing 
with this issue or risk the wrath of markets. 

N
EU

TR
AL

  

EMPLOYMENT
The labor market will remain relatively weak in 2026 due to the reduction in immigration as well as the 
increase in deportations. We expect labor-intensive sectors of the economy such as construction, 
retail, and leisure and hospitality, among others, to struggle to find workers.  

CONSUMER SPENDING
Consumer spending will continue to remain positive but below the levels achieved during the last 
several years, as weak employment growth will keep income growth limited, while an above-target 
rate of inflation due to tariffs will keep downward pressure on purchasing power. 

MANUFACTURING The manufacturing sector will continue to struggle, despite higher tariffs and large investments over the 
last several years having the potential to improve the sector’s performance. 

INFLATION
Inflation is expected to remain above the Fed’s target for a sixth  consecutive year in 2026, although we 
don’t see it moving much higher. Services price inflation will remain in disinflation mode, but goods 
price inflation will keep the headline figure from coming down faster. 

MONETARY POLICY The Federal Reserve will probably cut the federal funds rate once in 2026, but the bar will be high. We are 
concerned by further political intervention, which could threaten the independence of the institution.  

LONG-TERM  
INTEREST RATES

The Federal Reserve has pushed the achievement of its inflation target to 2028, meaning that it will take 
a while longer to bring inflation down. This, together with the difficult fiscal issues facing the country, will 
probably keep longer-term interest rates higher than during the first two decades of this century. 

THE DOLLAR
Economic weakness, lower short-term interest rates from the Federal Reserve, and fiscal deficit fears 
have pushed the US dollar to an almost three-year low. However, its perceived role as a safe-haven 
currency during times of global instability should support the US dollar in the medium term.

REST OF THE WORLD
More expansive monetary policies across the globe could push economic growth slightly higher for the 
global economy in 2026. However, trade policies remain a risk for those economies that rely on trade 
to continue to grow. 

ECONOMIC 
INDICATOR COMMENTARY
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Sector Snapshot
This report is intended to highlight the dynamics underlying the 
11 S&P 500 sectors, with a goal of providing a timely assessment 
to be used in developing your personal portfolio strategy. Our 
time horizon for the sector weightings is not meant to be short-
term oriented. Our goal is to look for trends that can be 
sustainable for several quarters; yet given the dynamic nature of 
financial markets, our opinion could change as market condi-
tions dictate. 

Most investors should seek diversity to balance risk versus reward. 
For this reason, even the least-favored sectors may be appropriate 
for portfolios seeking a more balanced equity allocation. Those 
investors seeking a more aggressive investment style may choose 
to overweight the preferred sectors and entirely avoid the least 
favored sectors. Investors should consult their financial advisors to 

formulate a strategy custom-
ized to their preferences, 
needs, and goals.

These recommendations will be displayed as such:

Overweight: favored areas to look for ideas, as we expect 
relative outperformance

Equal Weight: expect in-line relative performance

Underweight: unattractive expectations relative to the other 
sectors; exposure might be needed for diversification

For a complete discussion of the sectors, please ask your finan-
cial advisor for a copy of Portfolio Strategy: Sector Analysis.

SECTOR
S&P 

WEIGHT COMMENTARY

O
VE
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EI

G
H

T

INFORMATION 
TECHNOLOGY 35%

The AI megatrend remains the preeminent driver of Technology earnings. Alongside strong demand 
for advanced chips, the theme is broadening into cloud computing and specialized use cases. Con-
sensus estimates point to Technology once again having the S&P 500’s fastest EPS growth in 2026, 
and estimate revisions continue to have an upward bias. We consider premium valuations justified, 
though we are keeping an eye on the sector's rising capital intensity and associated debt issuance.

CONSUMER 
DISCRETIONARY 10%

After last year's depressed consumer sentiment and tariff-driven cost pressures, Consumer Discre-
tionary is a contrarian idea. Our upgrade to Overweight reflects the fact that investor expectations for 
2026 are moderate, and any signs of improving fundamentals should catalyze outperformance. We 
think the improvement will come from both the top line (as an economic pickup stimulates spending 
on big-ticket items) and the cost side (as margins stabilize and begin to recover).

HEALTH CARE 9%

Despite a strong finish to the year, Health Care underperformed in 2025, largely due to multiple com-
pression amid investor concerns about federal regulatory changes. But those changes turned out to 
be more bark than bite. The White House’s push for lower drug prices is being implemented via vol-
untary actions rather than price controls, and many companies have already secured exemptions 
from the yet-to-be-unveiled pharma tariff. The sector is benefiting from secular trends, including an 
aging population and biotech innovation.

INDUSTRIALS 8%

The buildout of AI data centers and associated modernization of the electric grid are potent demand 
drivers for the sector. Other themes are supportive as well: tariff-fueled reshoring of supply chains, 
robust defense spending on both sides of the Atlantic, and benefits from the new tax law (e.g., imme-
diate expensing). After a mixed 2025, the sector’s EPS growth is poised to accelerate in 2026.

EQ
UA

L 
W

EI
GH

T FINANCIALS 13%

Fundamentals in the Financials sector improved in 2025: commercial banks’ net interest margin wid-
ened, and brokerages saw a partial rebound in capital markets activity. With that in mind, multiples 
also expanded: the sector is currently trading above 2x book value vs. the historical mean of 1.5x. With 
EPS growth likely to be slower in 2026, the pricey multiples keep us on the sidelines.

COMMUNICATION 
SERVICES 11%

While some investors look at Communication Services as an AI derivative, we prefer Technology 
and Industrials for AI exposure. Although this sector’s largest companies are Big Techs that benefit 
from robust digital ad spend, it also includes telecom and traditional media firms, which have 
weaker growth profiles. For example, the traditional media space faces structural headwinds from 
shrinking TV audiences. 

Continued on next page

MIKE PAYNE 
Investment Strategy Analyst
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ENERGY 3%

Sluggish growth in global oil demand, alongside plentiful supply (both OPEC and non-OPEC), mean 
that 2026 is set to be the sixth consecutive year of oil market oversupply. Looking further ahead, the 
prospect of a peak in global demand is looming by 2030. We expect oil prices to remain level over the 
next 12 months, with WTI staying within $55-$60/barrel. The US natural gas market is in relatively 
better shape, but the bulk of the sector's market cap is tied to oil.

REAL ESTATE 2%

After flattish EPS in 2025, a mild acceleration is on deck in 2026, given the benefit of lower interest 
rates. Commercial office space is facing structural headwinds, partially offsetting the growth from 
data centers, healthcare facilities, and logistics. The sector's lofty dividend yield is not enough to 
get us enthused.

MATERIALS 2%

By definition, basic materials are highly commoditized, and it can be difficult for companies to pass 
higher costs (including tariffs) onto customers. Last year's strength in precious metals sets up 
tougher comparables for 2026, and recovery in iron ore would need to be driven by China. Mean-
while, sluggish demand in the agricultural sector is a source of pressure for fertilizer suppliers.

EQ
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W
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CONSUMER 
STAPLES 5%

Dominated by defensive, lower-beta stocks, the sector has minimal exposure to economic cyclicality, 
whether up or down. However, there are two headwinds that lead to our neutral stance. There is per-
sistent input cost risk—and thus margin pressure—resulting from volatile prices for cocoa, coffee, and 
other commodities. The even more meaningful structural issue is an ongoing shift in consumer pref-
erences away from packaged foods and alcohol, both of which are mainstays of the sector.

UTILITIES 2%

The data center buildout and the electrification megatrend point to US power demand growing as 
much between 2025 and 2030 as in the previous 25 years. While balance sheets in the sector are 
highly leveraged, resulting in hefty interest-rate sensitivity, most companies in the sector have a pre-
dictable revenue model, which translates into mild credit risk. Meanwhile, as rising electric bills lead 
to political pushback, the sector may face even stricter regulatory scrutiny.
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DISCLOSURE
All expressions of opinion reflect the judgment of the authors and are subject to 
change. Past performance may not be indicative of future results. There is no assur-
ance any of the trends mentioned will continue or forecasts will occur. The performance 
mentioned does not include fees and charges which would reduce an investor’s return. 
Dividends are not guaranteed and will fluctuate. Investing involves risk including the 
possible loss of capital. Asset allocation and diversification do not guarantee a profit 
nor protect against loss. Investing in certain sectors may involve additional risks and 
may not be appropriate for all investors. 

International investing involves special risks, including currency fluctuations, different 
financial accounting standards, and possible political and economic volatility. 
Investing in emerging and frontier markets can be riskier than investing in well-estab-
lished foreign markets.

Investing in small- and mid-cap stocks generally involves greater risks, and therefore, 
may not be appropriate for every investor.

There is an inverse relationship between interest rate movements and fixed income 
prices. Generally, when interest rates rise, fixed income prices fall and when interest 
rates fall, fixed income prices rise.

US government bonds and Treasury bills are guaranteed by the US government and, if 
held to maturity, offer a fixed rate of return and guaranteed principal value. US govern-
ment bonds are issued and guaranteed as to the timely payment of principal and 
interest by the federal government. Treasury bills are certificates reflecting short-term 
obligations of the US government.

While interest on municipal bonds is generally exempt from federal income tax, they may 
be subject to the federal alternative minimum tax, or state or local taxes. In addition, cer-
tain municipal bonds (such as Build America Bonds) are issued without a federal tax 
exemption, which subjects the related interest income to federal income tax. Municipal 
bonds may be subject to capital gains taxes if sold or redeemed at a profit. 

If bonds are sold prior to maturity, the proceeds may be more or less than original cost. 
A credit rating of a security is not a recommendation to buy, sell or hold securities and 
may be subject to review, revisions, suspension, reduction or withdrawal at any time 
by the assigning rating agency.

Commodities and currencies are generally considered speculative because of the sig-
nificant potential for investment loss. They are volatile investments and should only 
form a small part of a diversified portfolio. Markets for precious metals and other com-
modities are likely to be volatile and there may be sharp price fluctuations even during 
periods when prices overall are rising.

Investing in REITs can be subject to declines in the value of real estate. Economic condi-
tions, property taxes, tax laws and interest rates all present potential risks to real estate 
investments. 

High-yield bonds are not suitable for all investors. The risk of default may increase due 
to changes in the issuer’s credit quality. Price changes may occur due to changes in 
interest rates and the liquidity of the bond. When appropriate, these bonds should only 
comprise a modest portion of your portfolio.

Beta compares volatility of a security with an index. Alpha is a measure of performance 
on a risk-adjusted basis.

The process of rebalancing may result in tax consequences.

Alternative investments involve specific risks that may be greater than those associ-
ated with traditional investments and may be offered only to clients who meet specific 
suitability requirements, including minimum net worth tests. Investors should con-
sider the special risks with alternative investments including limited liquidity, tax 
considerations, incentive fee structures, potentially speculative investment strategies, 
and different regulatory and reporting requirements. Investors should only invest in 
hedge funds, managed futures, distressed credit or other similar strategies if they do 
not require a liquid investment and can bear the risk of substantial losses. There can be 
no assurance that any investment will meet its performance objectives or that substan-
tial losses will be avoided.

The companies engaged in business related to a specific sector are subject to fierce 
competition and their products and services may be subject to rapid obsolescence. 
Investing in the technology sector is not suitable for all investors.

The indexes are unmanaged and an investment cannot be made directly into them. 
The Dow Jones Industrial Average is an unmanaged index of 30 widely held securities. 
The NASDAQ Composite Index is an unmanaged index of all stocks traded on the 
NASDAQ over-the-counter market. The S&P 500 is an unmanaged index of 500 widely 
held securities. The Shanghai Composite Index tracks the daily price performance of 
all A-shares and B-shares listed on the Shanghai Stock Exchange. 

The VIX is the Chicago Board Options Exchange (CBOE) Volatility Index, which shows 
the market’s expectation of 30-day volatility.

The MSCI Emerging Markets Index is used to measure the financial performance of 
companies in fast-growing economies around the world. The MSCI China A Index mea-
sures large and mid-cap representation across China securities listed on the Shanghai 
and Shenzhen exchanges. The MSCI Pacific Index is a free float-adjusted market capi-
talization weighted index that is designed to measure the equity market performance 
of the developed markets in the Pacific region. The MSCI USA Index is designed to mea-
sure the performance of the large- and mid-cap segments of the US market. The MSCI 
Europe index is a European equity index which tracks the return of stocks within 15 
European developed markets.

The Bloomberg Barclays US Aggregate Bond Index is a broad-based flagship bench-
mark that measures the investment grade, US dollar-denominated, fixed-rate taxable 
bond market.
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