
 

 

 

 

 

 

 

 

2026 Outlook: Why Stop Now? 
Despite a number of market risks – from tariff threats to weakening labor markets – and a volatile first half of the year, 2025 

delivered strong returns across the capital markets. U.S. equities bounced back powerfully from Liberation Day lows and 

international equity returns were even stronger. Meanwhile, credit markets also generated solid returns and fixed income offered 

returns notably above the stated yields at the start of the year. As we enter 2026, we see the momentum continuing. While 

markets may face valuation headwinds – whether it be elevated price-to-earnings ratios, tight credit spreads or interest rates near 

2025 lows – there are also potential market catalysts that should continue to support the positive-return environment.

At 17.5%, U.S. equity markets (S&P 500) are close to recording a third 

consecutive year of 20%+ returns (25% in 2024 and 26% in 2023). In 

fact, since the lows of 2022 (a year to forget, given the one-two-

three punch of -18% equity-market, -11% credit-market and -13% 

fixed-income returns)1, the U.S. equity market has nearly doubled (up 

99%). While our base case does not call for a 4th year of 20%+ gains 

(though not out of the question, as we will discuss later) we do 

believe the positive equity momentum can continue.  

Fundamentals remain strong with S&P 500 year-over-year (yoy) sales 

growth up over 8% and expanding profit margins pushing yoy 

earnings growth up near 13%. And, while the technology sector (28% 

yoy earnings growth) played a big part, other sectors also did quite 

well – including financial-sector earnings growth at 24% and the 

industrial sector at 19%. Base-case catalysts for continued equity-

market appreciation (we forecast a 8.8% 2026 S&P return) include a 

continued economic expansion – with the consumer set to get a shot 

in the arm in the form of a 40+% yoy increase in 2025 tax refunds; 

investment set to continue – and possibly accelerate, thanks to the 

100% R&D (research and development) expensing courtesy of last 

year’s tax bill; and a Federal Reserve (Fed) that we believe still has a 

few rate cuts left in them. Overall, we continue to recommend a risk-

on portfolio positioning with a preference for U.S. equities and a focus 

on those companies benefiting from infrastructure buildout. 

Further we see an upside risk case (25% probability) that 2026 equity 

market gains can rival those of the past three years. While 2025 

returns were strong, ~75% of the gains came from earnings growth – 

with only ~15% from valuation expansion (dividends representing the 

other ~10%). If our base-case expectation for 10% earnings growth is 

closer to this year’s 13% level, price-to-earnings valuations would 

only need to expand from the current 27.2 to 28.7 for 2026 equity 

gains to reach 20%+ territory. If this seems unrealistic, consider that 

valuations reached similar levels in the late-90s with a much smaller 

tech-sector weight (20% vs. today’s 34%), which had much lower 

profit margins (~5% vs. ~20%). The dotcom era’s first three years 

(1995-97) yielded an S&P 500 return of 125% (vs. the recent 99%); it 

then returned 29% in 1998 and 21% in 1999 before rolling over. Even 

if a bubble is forming, we may only be halfway through it. 

That said, our downside risk case (also with a 25% probability) sees 

the recent equity market momentum grind to a halt – with the most 

likely culprit being poorly behaving bond markets. The Fed looks set 

to continue its rate cutting (to some degree) despite a ~3% inflation 

rate. Investors have given the Fed a pass thus far, but that may not 

continue if further rate cuts appear politically motivated. And, with 

credit spreads already tight, a bond-market investor revolt could end 

the party. Through our monthly asset allocation meetings, we will 

remain on vigilant lookout for signs of either risk case taking shape.

Maintaining a modest overweight risk heading into 2026 
We maintained our modest risk-on positioning – allowing us to benefit from further market upside while maintaining flexibility. 

 
Allocations as of 12/15/2025. Ext. = Extended; Based on Balanced Portfolio. 1S&P 500, Bloomberg U.S. Corporate High Yield, Bloomberg U.S. Aggregate respectively 
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Macro Outlook  

Growth 

2025 economic growth is expected to clock in around 2%. Despite 

concerns over less job growth, the consumer kept spending – just as 

investment picked up, albeit heavily concentrated around AI 

initiatives. Given the government shutdown – depriving us of the Q3 

data (while the Q4 data won’t be out until late-January) – the 2025 

“actual” is more of an estimate than usual. The first two quarters of 

the year averaged 1.6%, while Q3 is believed to be in the 3.5% range, 

implying ~1.5% growth in the government-shutdown impacted Q4. 

The 2026 consensus also comes in at 2%, on which we will take the 

“over” – driven by record tax refunds (estimated at $520 billion – a 

44% increase over the prior year), continued investment, a few more 

rate cuts and the Trump administration’s pro-growth focus ahead of 

the midterms. The key to 2026 growth is the pace at which the 

consumer (~70% of the economy) continues to spend against a job-

growth slowdown and some signs of stretched budgets. The tax 

refunds will help, but a return to jobs growth will help more. 

Exhibit 1: Steady (to higher) as she goes 
We believe real growth can outpace the 2% growth consensus. 

 
Source: Bloomberg L.P. (2025). *Actual as of 12/12/2025. 

Inflation 

Inflation was remarkably stable amid new tariff policy but, at 2.8%, it 

remains 0.8% above the Fed’s 2% self-imposed target. Great progress 

had been made from its year-over-year 9.1% peak in mid-2022 but it 

has averaged 3.0% since mid 2023. Despite earlier-year fears, tariffs 

did not significantly add to the inflation backdrop – as inflation has 

remained fairly steady the past six months, and below the recent 3% 

average. Labor supply shortages in key areas (e.g., construction) may 

have been the bigger culprit in preventing a return to Fed target. 

One way to get inflation closer to 2% would be a Fed-engineered 

recession, an unlikely prospect given the Fed’s bias for more cuts – 

not rate hikes – in 2026. Another potential remedy would be a change 

in current immigration policy (narrowing the deportation focus) – a 

prospect we view as plausible as the administration refocuses on 

affordability. Deployment of AI to curb costs is also on the table. All 

said, we are optimistic that inflation can come under the 2.9% 

consensus – but 2% may be more accurately viewed as a floor. 

Exhibit 2: 2% inflation – once a ceiling, now a floor 
We are optimistic inflation can come in below the consensus view. 

 
Source: Bloomberg L.P (2025). *Actual as of 12/12/2025. 
 

Monetary Policy 

The Fed got a late start in cutting rates in 2025, with the first cut not 

coming until September. But, once they started, they didn’t stop – 

with cuts in each of the last three Fed meetings of the year, lowering 

the Federal funds rate to 3.75%. The late-year change in approach 

was primarily driven by 1.) greater clarity on the inflationary impacts 

of tariffs; and 2.) the weakening job hiring (that actually began to 

surface back in May). This changed the Fed’s focus from its price-

stability mandate to its full-employment (other) mandate. 

Technically, Fed rate-cut consensus expectations fall between 0.5% 

and 0.75%, vs. the 0.75% shown in the chart. We expect the latter 

(and possibly a full 1%) as the Fed potentially moves towards a 

lowered neutral rate (below 3%). That said, the expected Fed 

trajectory is likely to be no greater than an every-other-meeting cut 

(the Fed meets eight times a year to set policy). Whether the Fed 

cuts 0.75% or a full 1% will depend on the new Fed Chair (starts in 

May) – and their ability to effectively communicate the reasoning 

behind further cuts in a way that doesn’t appear politicized.  

 

Exhibit 3: Cut, measure, cut… 
2026 could bring an every-other-meeting rate-cut policy. 

 
Source: Bloomberg L.P (2025). *Actual as of 12/12/2025. 
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Market Outlook  

Fixed Income 

Treasurys returned 5.8% through 12/12/2025 – helped by falling yields 

throughout the year. The 10-year yield, for example, started the year at 

4.6% and, after some volatility around Liberation Day, fell into a fairly tight 

range by Q4 – oscillating around 4.1%. Meanwhile Inflation-Linked Bonds 

(TIPS) are showing a 6.8% return as we approach the final two weeks of 

the year. Notably, the 0.9% outperformance over Treasurys is not due to 

inflation – as 10-year inflation expectations (the “breakeven”) have fallen 

slightly – but, rather, because of the longer duration of the TIPS index. 

We expect our 2026 Treasurys return forecast of 3.8% will approximate 

the current index yield as we anticipate longer-dated rates to remain 

range bound. Fed rate cuts amid slightly lower inflation could exert 

downward pressure on yields, but rising global rates (e.g., Japan’s 10-year 

yield doubling to near 2% in 2025) introduce competition, and could push 

U.S. yields higher (especially if investors believe Fed rate cuts will push 

the dollar lower). The key risk – per our downside risk scenario – is that 

the Fed is too easy or too politicized, causing longer-bond investor revolt. 

Exhibit 4: Less help from falling rates  
We expect 2026 U.S. Treasury returns to be closer to current yields. 

 
Source: Bloomberg. *Actual through 12/12/2025. **Forecast as of 12/8/2025. 

Striped lines indicate negative returns.  

 
 Credit Markets 

High-yield credit spreads went full circle over the course of 2025 – starting 

at 2.8%, hitting a high of 4.5% and currently back at 2.8%. High Yield’s 

8.0% return thus far in 2025 is above Treasurys by 2.2% but below the 

long-term average 3.0% premium as falling interest rates have been a 

bigger driver of returns more than the flat point-to-point credit spreads – 

though High Yield defaults have been notably modest. Elsewhere in 

credit-market land, Structured Credit has returned 7.3% while the year-to-

date (floating-rate) Bank Loan 5.6% return is notably lower. 

We forecast a 6.8% return for High Yield in 2026 – modestly below this 

year’s returns given a lower starting-point yield but helped by the impact 

still-elevated inflation (certainly vs. the post-global financial crisis and 

pre-pandemic era) will have on defaults and credit spreads. High Yield is 

one of the better inflation hedges as corporate debt is easier to pay back 

in an inflationary environment – provided the company issuing the debt 

has pricing power. Also, keeping defaults low is improved credit quality – 

with the index’s highest credit bucket (BB) weight now at ~55%. 

Exhibit 5: Its all relative for High Yield  
We expect lower returns, but a higher return premium to Treasurys. 

 
Source: Bloomberg. *Actual through 12/12/2025. ** Forecast as of 12/8/2025. 

Equities 

In a fight between fundamental strength and geopolitical uncertainties, 

strong fundamentals won out. After starting the year down 15%, Large 

Cap Equity rallied 38.2% to end up 17.5% as of 12/12/2025. Notably 

earnings growth of 12.9% contributed ~75% of year-to-date total returns – 

and with dividends contributing another ~10%, only ~15% is attributed to 

valuation expansion (challenging market-bubble claims). Meanwhile, 

International Developed and Emerging Market Equity returns are 30.3% 

and 32.8% – the weak dollar contributing 8.1% and 5.3%, respectively. 

Our 8.8% 2026 U.S. Large Cap return forecast assumes 10.0% earnings 

growth and a 1.5% dividend yield, but some pull back in valuations as 

earnings “grow into” anticipatory valuations – a 2.7% hit. There is a strong 

chance that 2026 brings some rotation out of the high-flying tech stocks 

into the broader U.S. equity markets as earnings strength spreads – which 

may already be underway as the equal-weight S&P 500 is up 1.5% on its 

market-cap counterpart the past month. Without the same level of dollar 

depreciation, we expect International Developed to return to its lagging-

return ways – though we believe Emerging Markets can provide ongoing 

solid gains given improving fundamentals and inexpensive valuations. 

Exhibit 6: Growing into valuations 
Earnings growth should continue, but some is already priced in. 

 
Source: Bloomberg. *Actual through 12/12/2025. ** Forecast as of 12/8/2025. 

Striped lines indicate negative returns.  
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Exhibit 7: Scenarios 

DOWNSIDE RISK CASE: 

NON-BORING BONDS 

BASE CASE: 

ONGOING EXPANSION 

UPSIDE RISK CASE: 

ASSET INFLATION 

25% Probability 50% Probability 25% Probability 

Too aggressive, overly political or poorly 

communicated Fed easing leads to 

interest rate volatility and higher long-

term rates. Rate volatility alongside a 

backup in currently tight credit spreads 

disrupts equity-market momentum. 

The consumer gets a boost from record tax 

refunds in 1Q2026, which – alongside 

continued investment – leads to continued 

economic growth. The Fed’s focus on full 

employment leads to continued rate cuts 

in 2026 – despite above-target inflation.    

Rate cuts and any lingering concerns 

around the U.S. dollar lead more to asset 

(rather than goods) inflation. While 

positive for risk assets in the near-term, 

it also sets up the prospect of asset 

bubbles in the medium-term. 

 

Index Definitions 

Bloomberg U.S. Aggregate Bond Index  is an unmanaged index that covers the U.S. investment -grade fixed-rate bond market,  including government 

and credit securities, agency mortgage pass-through securities, asset-backed securities and commercial mortgage-based securities.  The Bloomberg 

U.S.  Municipal Index covers the USD-denominated long-term tax-exempt bond market. Bloomberg U.S. Corporate High Yield Index  measures the U.S.D-

denominated, high yield, fixed-rate corporate bond markets.  Bloomberg Muni High Yield Index  is an unmanaged index that measures the returns of 

high yield, fixed rate municipal bond markets.  S&P 500® Index is an unmanaged index of large-cap common stocks. The S&P 500® Equal Weight Index  

(EWI) is the equal-weight version of the widely-used S&P 500. The Russell  3000® Index measures the performance of the largest 3,000 US companies 

designed to represent approximately 98% of the investable US equity market. The Indxx U.S.  Infrastructure Development Index  is designed to measure 

the performance of companies involved in infrastructure development in the United States. MSCI EAFE Index Europe, Australasia, and Far East Index 

(EAFE) is a standard unmanaged foreign securities index representing major non -U.S. stock markets, as monitored by Morgan Stanley Capita l 

International.  MSCI Emerging Markets Index  is a market capitalization weighted index representative of the market structure of the emerging markets 

in Europe, Latin America, Africa, Middle East and Asia.  
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“BMO Wealth Management” is a brand delivering investment management services, trust,  deposit and loan products and services t hrough BMO Bank N.A.,  

a national bank with trust powers; family office services and investment advisory services through BMO Family  Off ice, LLC, an SEC-registered investment 

adviser; investment advisory services through Stoker Ostler Wealth Advisors,  Inc.,  an SEC -registered investment adviser; and trust and investment 

management services through BMO Delaware Trust Company, a Delaware l imited purpose trust company. These entities are al l affil iates and owned by 

BMO Financial Corp.,  a wholly owned subsidiary of the Bank of Montreal. BMO Delaware Trust Company operates only in Delaware,  does not offer 

depository, financing or other banking products, and is not FDIC insured. Not all  products and services are available in every state and/or location. Family 

Office Services are not fiduciary services and are not subject to the Investment Advisers Act of 1940 or the rules promulgate d thereunder. Investment 

products and services are: NOT A DEPOSIT – NOT INSURED BY THE FDIC OR ANY FEDERAL GOVERNMENT AGENCY –  NOT GUARANTEED BY ANY BANK –  MAY 

LOSE VALUE.  Capital Advisory Services are offered by a division of BMO Bank N.A.  

This report is not a client-specific suitabi lity analysis or recommendation, to buy, sell , or hold any security.  Do not use this report as the sole basis  for 

your investment decisions. Do not select an asset class, investment product, or investment manager  based on performance alone. Consider al l relevant 

information, including your existing portfolio, investment objectives, risk tolerance, liquidity needs and investment time ho rizon.  

This report and any discussions of specific securities, fund managers, or investment strategies are for informational purpose s only and are not 

investment advice. This report does not predict or guarantee the future performance of any security,  fund manage r, market sector, or the markets 

generally.  

This report contains our opinion as of the date of the report.  We will not update this report or advise you if  there is any c hange in this report or our 

opinion.  We do not represent or warrant that this report or our opinions are accurate or complete. This report and our opinions are ba sed on numerous 

sources believed to be reliable. It is not guaranteed for accuracy but provided for informational purposes only.  

Forward-looking statements in this report involve risks, uncertainties and other factors that may cause actual performance to differ material ly from the 

projections and opinions contained in the report. Do not place undue reliance on these forward -looking statements, which reflect our opinions only as of 

the date of the report. Forward-looking statements are not guarantees of future performance or events. Forward -looking statements involve risks and 

uncertainties about general economic factors.  It is possib le that predictions, projections and other forward-looking statements will  not be achieved.  

Investment involves risk. Market conditions and trends will  fluctuate. Investment returns fluctuate, and investments when red eemed, may be worth more 

or less than the original investment.  Asset allocation and diversif ication do not guarantee a profit and d o not el iminate the risk of experiencing 

investment losses. Past performance is not indicative of future results.  

The index data shown is used for informational and comparative purposes.  You cannot invest directly in an index.  Benchmark data does not reflect 

actual investment performance but reflects benchmark results of the underlying indices referenced.  

This report is not legal or tax advice. We do not provide legal advice to cl ients.  You should review your particular circumst ances with your independent 

legal and tax advisors.  

Our affiliates may provide oral or written statements that contradict this report.   

You may not copy this report or distr ibute or disc lose the information contained in the report to any third party, except wit h our express written consent 

or as required by law or any regulatory authority.  

The market data provided above is from Bloomberg L.P.  (2025) unless otherwise noted and is as of 12/12/25 unless otherwise noted.  

CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute. 

 


