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1. Executive Summary

As the current U.S. administration reaches its two-year mark, deeper structural forces are increasingly dictating
policy direction over partisan political cycles. Institutional actors, policy architects, and strategic advisory networks
are implementing coordinated, multi-year frameworks designed to address three persistent structural challenges:
domestic consumption imbalances, global security overextension, and long-term fiscal sustainability.

A distinctive and perhaps counterintuitive interest rate dynamic has emerged in our analysis. We anticipate
aggressive Federal Reserve rate cuts that may exceed 100 basis points in 2026, responding to emerging economic
stress signals. However, this easing phase is likely to be temporary, giving way to a sharp reversal that could push
10-year Treasury yields toward 5% or higher by 2028-2029 as fiscal headwinds reasserts their influence through
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growing U.S. debts and renewed inflationary pressures. (See Figure 2.1 for detailed inflation and policy path
analysis.)

Concurrently, China’s trade exposure risk assessment has been elevated substantially. The convergence of escalating
tariffs after a one-year truce, accelerated supply chain decoupling, and strategic competition across critical
technology sectors creates unprecedented challenges for import/export-oriented industries. We note that China’s
trade surplus continues to grow in 2025 but also estimate potential 2026 contraction scenarios exceeding 10% for
global sectors that are sensitive to China trade, with cascading effects across global trade networks and emerging
market economies closely linked to Chinese manufacturing ecosystems. (Figure 5.1 illustrates China’s export
vulnerability trajectory.)

For institutional investors, these developments necessitate a fundamental reassessment of several core assumptions.
Fixed income strategies must account for the non-linear trajectory of Treasury yields (visualized in Figure 4.1),
requiring more dynamic duration management. Equity allocations should reflect the growing divergence between
policy-supported sectors and those facing structural headwinds (sector performance divergence shown in Figure
4.2). Currency positioning must incorporate the possibility of statistical regime change scenarios associated with
potential U.S. dollar volatility, while commodity exposures should acknowledge the increasing geopolitical
premium embedded in strategic resource markets.

2. Macroeconomic Analysis
2.1 The Monetary-Fiscal Policy Paradox

The Federal Reserve faces a complex set of competing pressures that will likely produce a distinctive two-phase
interest rate cycle. During 2026, economic slowdown signals and political imperatives for growth support should
prompt aggressive easing measures. This initial phase will be characterized by substantial policy accommodation,
with the Fed (including the yet-be-appointed Chair) potentially cutting rates by over 100 basis points as disinflation
progress provides operational cover.

Figure 2.1: U.S. Inflation Indicators & Fed Policy Path (Jan 2024—Jan 2026)

Inflation Rate vs. Federal Funds Rate (2024-2025)

Rate (%)

Date

Source: U.S. Bank, BNP Paribas. CPI YoY trending downward through 2025, with a slight January 2026 uptick due
to shelter normalization. Core PCE shows mild re-acceleration before resuming glide path toward 2%. Fed Funds
Rate reflects the December 2025 “hawkish cut” and expected pause in January 2026.

However, this easing phase represents only the first movement in a larger monetary symphony. Beginning in 2027,
fiscal dynamics are poised to reassert their dominance over monetary policy. The scale of Treasury issuance—
potentially exceeding $2 trillion annually—threatens to overwhelm traditional buyer demand, particularly as foreign
reserve diversification away from dollar assets may accelerate. These supply pressures will coincide with renewed
inflationary impulses from sustained tariff pass-through effects and structural labor market tightness. The resulting
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tension between monetary accommodation and fiscal reality suggests that 10-year Treasury yields could ultimately
reach or even exceed 5% by the cycle’s end, creating significant mark-to-market challenges for traditional fixed
income strategies.

2.2 Elevated China Trade Vulnerability

China’s position in the global trading system faces unprecedented stress, warranting an escalation of our risk
assessment from medium-high to high. Multiple converging factors drive this reassessment. The potential
implementation of comprehensive 25% tariffs across all Chinese imports represents merely the most visible
challenge. More fundamentally, accelerated supply chain relocation initiatives are gaining momentum, with both
corporate investment and policy incentives aligning to reduce dependence on Chinese manufacturing. This trend is
particularly pronounced in technology sectors, where decoupling efforts in semiconductors, artificial intelligence,
and green energy technologies are advancing rapidly.

These external pressures intersect with significant domestic challenges within China’s economy. The property sector
continues its multi-year adjustment, with implications for consumer confidence and local government finances.
Demographic transitions are beginning to impact labor force dynamics and long-term growth potential. While China
retains substantial policy tools and domestic market scale, the combination of external trade pressures and internal
structural adjustments creates a uniquely difficult environment for export-oriented industries and the broader
economic model.

2.3 Evolving Structural Policy Drivers

The architecture of U.S. policy continues to evolve toward greater institutional coordination and longer planning
horizons, with several notable developments emerging. Domestic consumption rebalancing efforts are shifting from
broad-based measures to more targeted interventions in specific sectors where import dependence remains
significant. This sector-specific approach allows for more calibrated economic management but introduces
additional complexity for corporate planning and investment analysis.

Global security commitments are being recalibrated through what might be termed a “spokes and hubs” model. This
approach reduces direct U.S. military presence in certain regions while strengthening regional partner capabilities
through technology sharing, joint exercises, and coordinated defense industrial cooperation. The model aims to
maintain strategic influence while reducing operational burdens and more importantly fiscal exposure.

Fiscal sustainability approaches increasingly emphasize alternative revenue generation mechanisms. Tariff-based
income streams are being viewed not merely as trade policy tools but as substantive revenue sources. Similarly,
strategic sector taxation—particularly in industries benefiting from policy support—represents an emerging
approach to balancing fiscal pressures without resorting to broad-based income tax increases that might dampen
economic activity.

3. Scenario Analysis (2026-2029)
3.1 Three Paths Forward

Our analysis delineates three distinct scenarios that frame the range of possible outcomes over the forecast period.
Each scenario carries specific implications for asset allocation, risk management, and strategic positioning.

Managed Structural Adjustment represents our base case with approximately 50-60% probability. This scenario
envisions gradual demand moderation achieved through selective tariff implementation rather than blunt
instruments. Geopolitical retrenchment follows measured patterns emphasizing regional burden-sharing
arrangements, while targeted deregulation in energy and industrial sectors supports domestic capacity expansion.
Under these conditions, inflation would likely remain sticky in the 3-4% range, with neutral interest rates settling
between 3.5-4.5%. Equity markets would exhibit moderate volatility with periodic spikes, alongside clear sectoral
divergence favoring defense, energy, and domestic industrial companies.

Accelerated Realignment constitutes the downside scenario with 25-35% probability. This path features
aggressive, across-the-board tariffs exceeding 25% on Chinese imports, rapid cuts to non-defense discretionary
spending, and sharper-than-anticipated geopolitical shifts that strain traditional Western alliance structures. The
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market implications would be significantly more challenging, including elevated inflation potentially exceeding 5%
to attract buyers, substantial supply chain disruption across multiple industries, emerging market stress concentrated

in Asia, and a distinctive currency pattern of short-term U.S. dollar strength giving way to medium-term instability
concerns.

Stabilization and Institutional Moderation represents the most favorable but least likely path at 10-15%
probability. This scenario envisions tariff moderation achieved through negotiated settlements, greater regulatory
stability supporting business investment confidence, and partial re-engagement with traditional allies agreeing to
shoulder their share of commitments and expenditures to address global challenges. Market conditions would
improve through lower volatility metrics, easing inflation toward the 2-3% target range, and stronger corporate
investment activity. This environment would support selective risk assumption, particularly in technology and
renewable energy sectors, while allowing for modest duration extension in fixed income portfolios.

3.2 Scenario Comparison Framework

Figure 3.1: Global GDP Forecasts for 2026

GDP Growth Forecast 2026

Growth Rate (%)

Source: BNP Paribas, S&P Global. U.S. GDP growth is projected at +2.9%, above potential and higher than
2025’s +2.3%. China’s Q4 2025 GDP is expected at 4.5% YoY growth, with ongoing structural headwinds.
Eurozone and Japan show moderate growth of approximately 1%.
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Figure 3.2: Core Forecasts

The Big Picture, Structural Shift & Core Forecast

Interest rate paradox, China decoupling, and sector divergence will define the new regime
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4. Cross-Asset Implications

4.1 Equity Market Dynamics

The equity landscape will be characterized by pronounced sectoral divergence across all scenarios, though the
magnitude and specific patterns will vary according to which path materializes. Structural winners are likely to
cluster in policy-supported industries, with defense contractors positioned to benefit from sustained budget increases
regardless of broader fiscal pressures. Al-related and industrial automation companies should experience tailwinds
from reshoring initiatives and productivity imperatives, while critical minerals producers stand to gain from both

energy transition demand and strategic stockpiling efforts. Energy infrastructure firms modernizing domestic
capacity represent another area of relative strength.
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Figure 4.2: Sector Performance Divergence (2024-2026 YTD)
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Source: UBS, BNP Paribas. Defense and Energy sectors show relative strength, while Consumer and Technology
sectors face headwinds under structural policy shifts. Gold demonstrates renewed attention as a diversification tool.

Conversely, structurally challenged sectors face multiple headwinds. Consumer discretionary companies confront
demand moderation pressures alongside potential policy interventions aimed at rebalancing consumption patterns.
Import-dependent manufacturers must navigate tariff impacts while simultaneously restructuring supply chains, a
costly and complex process. Rate-sensitive industries will grapple with the volatile interest rate environment,
particularly those with substantial debt loads or financing requirements. This bifurcation suggests that sector
selection will prove more important than broad market exposure in generating returns.

4.2 Fixed Income Considerations

Fixed income markets face a particularly complex environment given the anticipated non-linear trajectory of
Treasury yields. The initial easing phase in 2026 may present tactical opportunities for duration extension, but these
positions will require careful monitoring and active management as fiscal pressures rebuild later in the cycle. The
traditional relationship between economic growth and interest rates may become less reliable as fiscal dominance
concerns introduce additional variables into yield determination.
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Figure 4.1: U.S. Treasury Yield Curve Evolution (2024-2026)

U.S. Treasury Yields (Monthly Averages: Jan 2024 - Jan 2026)
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Source: U.S. Bank, UBS. lllustrates the two-phase rate cycle: easing in 2025-2026 followed by potential steepening
in 2027-2029 as fiscal dominance reasserts itself.

Credit markets will likely exhibit unusual patterns or “regime shifts” under these conditions. Industrial and defense
sectors may experience spread tightening despite broader market volatility, reflecting their policy-supported status
and relative insulation from trade disruptions. Conversely, consumer and import-dependent sectors could see
significant spread widening as they navigate multiple challenges simultaneously. Inflation-protected securities
should maintain elevated breakeven rates between 2.75-3.25%, reflecting persistent inflationary pressures stemming
from structural factors rather than cyclical dynamics alone.

4.3 Commaodity Market Outlook

Commodity markets will experience structural support across multiple categories, though the specific drivers and
patterns will vary by commodity type. Energy markets, particularly oil, may trade within an elevated range of $80-
105 as geopolitical factors and supply constraints partially offset demand moderation efforts. The increasing
premium associated with supply security and transportation route reliability represents a new factor in energy
pricing models.

Industrial metals like copper face a complex set of influences. Energy transition demand provides a structural
tailwind, while supply concentration risks—particularly in jurisdictions experiencing political or regulatory
uncertainty—introduces additional volatility. Critical minerals essential for defense and technology applications
may experience the most pronounced price increases as strategic stockpiling accelerates and supply diversification
proves challenging. These commodities will likely exhibit higher correlation to geopolitical developments and
policy announcements than to traditional economic cycle indicators.

4.4 Currency Market Evolution

Currency markets may be approaching a potential regime shift that challenges conventional hedging approaches and
reserve allocation strategies. The U.S. dollar could follow a distinctive path featuring initial strength from capital
repatriation and tariff revenue flows, followed by medium-term stability concerns as fiscal sustainability questions
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intensify and alternative reserve assets gain appeal among certain central banks due to the need for geopolitical
diversification.

Safe-haven currencies like the Swiss franc and traditional stores of value like gold may experience renewed
attention as diversification tools against potential dollar instability. Emerging market currencies, particularly those
closely linked to the U.S. dollar, will exhibit heightened vulnerability to trade realignment patterns, with particular
stress likely in economies closely linked to Chinese supply chains or traditionally dependent on U.S. dollar funding
markets through highly coordinated FX forwards. Currency volatility may increase not merely as a function of
economic divergence but as a reflection of strategic competition and policy uncertainty.

5. Regional Vulnerability Assessment
5.1 Analytical Framework

Our regional analysis employs a multi-dimensional framework to assess vulnerability and opportunity across
different geographies. Three primary factors determine regional positioning: exposure to U.S. tariff and trade
realignment, dependence on U.S. security guarantees, and sensitivity to U.S. dollar stability and fiscal policy
developments. The interaction of these factors creates distinct regional profiles requiring tailored investment
approaches.

Figure 5.1: Regional Risk Map

Regional Risk Map
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Portfolio Strategy:

Adherence to a new, regime-aware investment framework is imperative. Portfolios must be constructed with explicit alignment to structural policy priorities,
incorporating barbell fixed-income positioning, targeted sector exposure in equities, and strategic hedges through commodities and currencies. This
disciplined approach is designed to navigate the dual macroeconomic shocks of volatile rate trajectories and trade realignment, while securing exposure to
government-supported industrial and strategic sectors.

5.2 Detailed Regional Analysis

China’s position warrants particular attention given the elevated risk assessment. The combination of high trade
exposure to U.S. markets, ongoing technology decoupling, and domestic economic transitions creates a uniquely
challenging environment.
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Figure 5.1: China Export Vulnerability Index (2024—2026)

Figure 5.1: China Export Vulnerability Index (2024-2026)
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Source: S&P Global, BNP Paribas. Combines tarff exposure, PMI trends, and GDP growth.

Source: S&P Global, BNP Paribas. Combines tariff exposure, PMI trends, and GDP growth. Shaded area indicates
high tariff risk period from late 2025 onward, with potential export contraction scenarios of 15-20% for China-
sensitive sectors.

While China retains substantial policy tools and domestic market scale, export-oriented sectors face structural
headwinds that will require significant adaptation. Investment approaches should emphasize companies oriented
toward domestic consumption or strategic priority sectors where policy support remains robust.

Japan and South Korea present a more nuanced picture. High trade exposure creates vulnerability to tariff
developments, while security dependence ensures continued alignment with U.S. strategic priorities. This dual
position creates both challenges and opportunities—particularly in defense industrial cooperation and technology
supply chain participation. Currency dynamics will play a crucial role, with both yen and won volatility likely
increasing as monetary policy divergence widens and trade patterns shift. We are excited by South Korea’s
determination to open its domestic equity markets to foreign competition in 2026, though it remains to be seen
whether domestic resistance will allow the plan to come to fruition.
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ASEAN economies stand at a crossroads regarding supply chain realignment. Several member states are positioned
to benefit from manufacturing relocation away from China, but this transition requires substantial infrastructure
investment and policy coordination. Dollar sensitivity remains elevated across the region, creating vulnerability to
both U.S. monetary policy developments and potential currency volatility. Selective exposure to manufacturing
capacity expansion and infrastructure development represents the most promising approach.

6. Portfolio Strategy Recommendations
6.1 Strategic Principles

Several core principles should guide portfolio construction across the forecast period. First, policy-aware allocation
requires mapping portfolio exposure to institutional policy priorities rather than transient political developments.
This approach emphasizes sectors benefiting from structural support while reducing vulnerability to areas facing
headwinds.

Second, resilience building through liquidity maintenance, optionality preservation, and extreme downside
protection (e.g., on the U.S. dollar) deserves greater emphasis in an environment characterized by elevated volatility
and potential regime shifts. Traditional diversification approaches may prove less effective if multiple asset classes
experience correlated stress during policy transitions.

Third, scenario flexibility necessitates maintaining the capacity to pivot across base, downside, and upside cases as
conditions evolve. This requires both analytical frameworks for early scenario identification and operational
capabilities for timely portfolio adjustment.

Fourth, cross-border balance management must account for both currency volatility and geopolitical concentration
risks. The traditional home bias in portfolio construction may require reassessment as regional vulnerabilities
diverge and currency dynamics become less predictable.

6.2 Asset Allocation Framework

A strategic asset allocation framework for the 3-5 year horizon should reflect the distinctive characteristics of this
environment. Equity allocations in the 45-50% range appear appropriate for investors seeking growth, with
emphasis on quality characteristics, low volatility factors, and policy-aligned sectors. Fixed income allocations of
25-30% should emphasize shorter duration positions and inflation protection mechanisms, given the challenging
yield trajectory.

Commodity exposures of 10-15% can provide both inflation hedging and geopolitical risk mitigation, particularly
when concentrated in energy and strategic industrial metals. Alternative investments in the 10-15% range should
focus on infrastructure, private credit, hedge fund strategies, and even cryptocurrencies (if permitted), offering
differentiated return streams and lower correlation to public markets. Cash reserves of 5-10% provide essential
optionality for capitalizing on dislocations or adjusting positioning as scenarios evolve.

6.3 Implementation Considerations

Implementation of these strategic principles requires attention to several practical considerations. Sector rotation
within equity allocations should emphasize gradual rebalancing toward policy-supported industries while
maintaining sufficient diversification to manage idiosyncratic risks. Fixed income positioning should utilize a
barbell approach combining short-duration credit with longer-duration inflation protection, avoiding the middle of
the curve where volatility may be most pronounced.

Currency hedging strategies require more dynamic management than traditional static approaches. Consideration
should be given to ‘smart” base currency diversification strategies that provide protection against tail events while
allowing participation in baseline scenarios. Commaodity exposure implementation should emphasize futures-based
approaches for liquidity and transparency, with particular attention to roll costs and term structure dynamics in
potentially volatile markets.

Regular portfolio review cadences should be established with specific attention to policy implementation metrics,
market impact indicators, and geopolitical developments. Monthly reviews of policy implementation and portfolio
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rebalancing, quarterly updates of scenario probabilities and risk factors, semi-annual strategic allocation
assessments, and annual framework reassessments represent a balanced approach to maintaining alignment with
evolving conditions.

7. Conclusion

The 2026-2029 investment landscape will be fundamentally shaped by structural U.S. policy adjustments that
transcend normal political cycles. Institutional actors are implementing coordinated frameworks to address long-
standing economic and strategic challenges, creating a distinct market regime characterized by persistent elevated
volatility, structural sectoral divergence, emerging currency regime risks, and heightened cross-border complexity
arising from fragmented trade and security arrangements.

Successful navigation of this environment requires moving beyond traditional political analysis to understand
institutional policy architectures and their implementation pathways. Portfolio construction should emphasize
resilience, optionality, and alignment with durable policy directions rather than transient political developments. The
paradoxical interest rate trajectory (as shown in Figures 2.1 and 4.1) and elevated China trade vulnerability
(illustrated in Figure 5.1) represent particularly important developments requiring specific attention in allocation
decisions.

The coming years present both significant challenges and opportunities for discerning investors who can separate
structural trends from cyclical noise and position accordingly. Those who successfully adapt their analytical
frameworks and portfolio strategies to this new environment may achieve not merely risk mitigation but substantive
alpha generation through informed positioning in policy-supported sectors (as illustrated in Figure 4.2) and effective
navigation of cross-asset volatility patterns.

Appendix: Data Sources and Methodology Primary data sources include: U.S. Bank January 2026 Economic
Outlook, BNP Paribas Economic Scenario (January 2026), S&P Global Week Ahead Economic Preview (January
2026), and UBS Macro Monthly (January 2026). All charts and graphs are based on these sources and proprietary
modeling.

Disclaimer: This report is for informational purposes only and does not constitute investment advice. Market
conditions may change rapidly, and investors should conduct their own due diligence before making investment
decisions. Past performance is not indicative of future results.
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