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Quarter-In-Review – The first quarter started off with 
investors fretting about the impact of Artificial Intelligence 
on the broad economy, and it ended with the Iran War 
dominating the headlines.  In between we saw the markets 
rotate away from the big winners of the last few years into 
smaller-cap stocks, value companies, and overseas 
equities.  For example, the popular Magnificent-Seven 
index lost -12.2% in the first quarter as stocks like 
Microsoft and Tesla weighed on the index.  Similarly, 
software companies fell into a bear market as investors 
grappled with the implications of AI being used in software 
development.  Conversely, small and mid-caps stocks 
made money during the quarter, as did the broad-based 
EAFE index.  For diversified equity investors, it actually 
ended up a pretty flat quarter despite the headlines. 

The situation in Iran and the jump in oil prices weighed on 
the bond market during March, but even here, the impact 
was modest.   As you can see from the table to the right, 
the yield on the 10-year Treasury bond increased from 
4.17% to 4.32% during the first quarter, and the total return 
on intermediate-term Treasuries was  -0.1%.  Shorter 
maturity bonds actually made money despite rising rates, 
with a +0.3% total return for 2-year Treasury bonds.   Not 
particularly exciting, but shorter-term bonds certainly 
played the diversifying role they should have during a 
volatile quarter.      

As you would expect, the standout gainer for the quarter 
was oil.  Prices were up more than $40 a barrel as supplies 
out of the Gulf were severely curtailed.  And herein lies the 
major market related question of the moment – why has 
the reaction in the equity and fixed income markets been 
so muted given the major jump in energy costs?  As we 
write, the S&P 500 is only down about -6% from its highs 
earlier in the year, a relatively modest correction when 
looked at from a historical 
perspective.  Last year the 
same index fell roughly -
19% during the turmoil 
surrounding Liberation 
Day.  Almost certainly 
part of the explanation 
starts with the 
macroeconomic backdrop 
that prevailed before the 
conflict started.        

Economic Momentum - 
Coming into 2026 the 

global economy was actually doing reasonably well.  
Consumer spending in the developed world was growing 
at or above a trend pace, and capital investment in the U.S. 
tied to the AI theme was growing rapidly.  Real GDP 
growth in the U.S. for 2025 was estimated to be +2.1%, 
down modestly from 2024’s level largely due to lower 
government spending.  Certainly, job growth was 
underwhelming last year, but we’d characterize the 
employment situation as more of a hiring freeze than a new 
cycle of layoffs (maybe AI again?).  The good news last 
year was that earnings growth in many parts of the world 
beat expectations.  The chart at the bottom of the page 
shows S&P 500 earnings estimates year-by-year as well as 
how estimates for the next twelve months have evolved 
(red line).  As you can see, analysts have consistently been 
revising their earnings estimates higher throughout the first 
quarter of 2026, and this helps explain in part why the 
market correction in March was somewhat muted. 

It was a similar story overseas.  European equities 
struggled with a less robust 
economic and earnings 
backdrop, but they 
benefited from much 
cheaper valuations that 
attracted fund flows into 
the asset class.  Japanese 
stocks were in something 
of a similar situation, with 
the added wrinkle of a new 
incoming government that 
is expected to be market 
friendly.  It also helped that 

 

Market Benchmarks   
Market Indices 1Q26 3-Yr An 5-Yr An 
Global Equities -1.7% +16.8% +9.5% 
S&P 500 Index -4.4% +18.1% +11.9% 
Russell 2000 +0.9% +12.9% +3.6% 
Int’l Index (EAFE) +1.2% +14.4% +8.4% 
Emerging Mkts -0.3% +13.1% +3.7% 
 
Other Indicators 3/31/26 12/31/25 12/31/24 
Fed Funds Rate 3.50%-3.75% 3.50%-3.75% 4.25%-4.50%  
2-Year Treasury 3.79% 3.47% 4.24%         
10-Year Treasury 4.32% 4.17% 4.57% 
30-Year Treasury 4.91% 4.84% 4.78%  
S&P 500 P/E Ratio* 19.7 22.0 21.5 
Crude Oil $101.38 $57.45 $71.72 
Core Inflation 3.0% 2.8% 2.8%   
*Forward 12-month operating earnings per S&P 
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the Yen was viewed as being 
exceptionally cheap, again 
attracting overseas investors.   

Not Your Father’s Oil Shock 
(yet) – Then, of course, oil prices 
surged essentially overnight after 
the conflict in the Gulf started.  
The initial reaction of the markets 
was indiscriminate – most stocks 
dropped, bond yields increased, 
and the dollar rallied modestly.  
Somewhat surprisingly, even 
gold and silver prices corrected 
meaningfully, which seemed counterintuitive.   

We’d argue that the first wave of selling in March wasn’t 
so much pricing in a fundamental outlook as it was traders 
reducing leveraged positions.  The fact that silver prices, 
one of the big winners in January, fell roughly -40% from 
their highs suggests that the kneejerk reaction of the hot 
money was to cut borrowing and raise cash.  As March 
came to a close, investors started to look at the situation in 
a far more nuanced view, and three points in particular feed 
into why the correction in March was relatively modest.  

First, while oil prices have risen significantly since the war 
began, prices are still well below past peaks in real terms.  
The chart above shows that inflation adjusted oil prices 
were markedly higher in the early 2010s, even as the global 
economy was struggling to recover from the financial 
crisis.  Many economists suspect that prices would need to 
surpass $150 a barrel for a global recession to become a 
high odds bet. 

Secondly, the world economy is far more energy efficient 
than it was in the 1970s and 1980s (chart below).  Now we 
recognize that there is nuance to this point as well.  The 
U.S., Europe, and Japan have outsourced some of their 
heavy manufacturing to China and other parts of the 
developing world for various reasons, so energy needs 
haven’t disappeared.  But this is certainly something to 
consider when thinking about regional exposures to 
increased energy costs.    

Then there is the chart at the top of the 
next page from Gregor MacDonald.  
He notes that it “…reflects the 
following: (1) The U.S. produces 
energy of nearly every type, from coal 
to oil and natural gas to nuclear, 
wind, and solar. (2) Wind and solar 
in particular have allowed the U.S. to 
rapidly increase its exports of natural 
gas in LNG form, and also coal, as 
the country now gets 19% of all its 
power from wind and solar. (3) We 
still import raw crude because we 
have a massive petroleum refinery 

complex that adds value to that 
crude and turns it back around 
for export.” 

All of this doesn’t mean that 
‘this time is different,’ only that 
the sensitivity of global growth 
to oil prices (particularly in the 
U.S.) is less than in the past.  
Where $100 crude might have 
been a recession risk thirty 
years ago, now the number is 
higher, maybe meaningfully so. 

Acknowledging the Downsides  
But the resiliency argument can only be taken so far.  Take 
the oil independence argument.  Unlike some other 
petrostates in history, the U.S. does not subsidize gasoline 
prices - we pay the global price.  The U.S. could double its 
production of oil and Americans would still be paying the 
market rate for oil unless export restrictions were 
implemented.  High prices might be good for domestic oil 
producers, but consumers still pay at the pump.   

Moreover, we also can’t ignore the economic fortunes of 
our trading partners and the global economy during the oil 
volatility that nearly always accompanies conflicts in the 
Middle-East.  We use a lot of oil in the U.S., Europe suffers 
a weak spot when it comes to natural gas, Asia is highly 
reliant on LNG, and China and India are still dependent on 
coal.  All of these economies will be pressured in different 
ways as long as the current war continues. And that will 
affect the U.S. economy with an impact far larger than can 
be offset by higher profits for U.S. energy companies. 

Now none of this argues that crude oil at $100 
automatically means recession.   But the global economy 
will take a hit, and certain regions will be hit harder than 
others if the current conflict persists for much longer.  For 
example, the Philippines recently introduced fuel-
conserving measures. Thailand is encouraging remote 
work for civil servants and asking residents to reduce usage 
of air conditioning. Vietnam is promoting cycling and 

carpooling.  Indonesia has asked civil 
servants to work from home once a 
week.  And Pakistan recently kicked 
off its domestic cricket league with 
matches in empty stadiums, as many 
people try to conserve fuel. 

Not Necessarily a Binary Decision  
We have talked to a lot of investors 
over the last month, and while 
opinions certainly differ, one thing 
does seem to stand out - people expect 
an all or nothing outcome.   On the one 
hand there’s a strong ‘doom loop’ 
narrative out there.  Permanently 
constrained oil supplies combined 
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with skyrocketing prices for 
fertilizers, natural gas, and 
other key commodities, 
trigger a deep global 
recession.  Governments and 
central banks don’t have the 
flexibility to offset such a 
supply shock, and the 
government stabilizers that 
proved so effective during the 
COVID crisis can’t be 
utilized.  There is no denying 
this is a real risk, although we 
would all probably differ on 
what odds we’d put on such a 
scenario playing out.   

But there is also a second scenario that is popular, and is 
another reason the markets have not corrected more than 
they currently have.  This is the so-called TACO trade 
(Trump Always Chickens Out).  This is essentially a repeat 
of April 2025 whereby the administration ultimately backs 
off from the worst-case scenario.  This could be because 
they are sensitive to wobbling markets, or possibly feel that 
their brinksmanship has run its course.  Under this scenario 
the markets will surge as soon as the rhetoric changes just 
as they did this time last year. 

What’s our view?  First we have to acknowledge that the 
current situation is inherently unpredictable, and 
reasonable people can differ.  But we haven’t adjusted our 
portfolio allocations in the last month because we suspect 
a third scenario plays out, what we call the ‘muddled 
middle.’  This is a scenario whereby real economic and 
political constraints work against the worst-case scenario, 
but also, the new normal going forward ends up being 
something very different from what existed before.  What 
are these constraints? 

Economic Impacts – There is little doubt that the worst-
case geopolitical scenario would have huge negative 
implications for both growth and inflation.  But everyone 
knows this and has an incentive 
to avoid this outcome. 

Mutual Deterrence – In the 
last few days both the U.S. and 
Iran have threatened major 
escalation without following 
through.  It seems that both 
sides are fully aware of how 
much damage they can do to 1) 
civilian targets, and 2) the 
global supply chain.  There 
seems to be a threshold that 
neither side wants to cross, at 
least at the moment.  Similarly, 
Europe, India, Pakistan, China, 

etc. all appear to be working 
to defuse the situation.  

Political Pressure – The 
political map in the U.S. is 
growing more hostile for the 
current administration.  One 
example is that the path to 
maintain the Senate majority 
is becoming much tricker, 
with even Alaska and Ohio in 
play.  Of course, the political 
math in Iran is unknowable, 
but outside parties are almost 
certainly pressuring the 
regime to at least allow oil 
flows to East Asia.  It’s 

striking that Iran ran a trade deficit with China before this 
conflict started despite shipping virtually all their oil to 
them.  This is sign that even Iran has geopolitical interests 
outside the region.     

This leads us to think that the stage is set for a ‘muddled 
middle’ scenario to play out that threads the needle 
between the worst case and the TACO options.  For 
example, Citrini Research noted the following this week 
“The Omani official we met compared Iran’s long-term 
vision for Hormuz to Turkey’s management of the 
Bosphorus and Dardanelles under the Montreux 
Convention. That framework has governed the Turkish 
Straits since 1936 with Turkey holding full sovereignty 
over the waterway and Commercial vessels passing freely. 
Warships are subject to restrictions, notifications and 
tonnage limits that Turkey enforces at its discretion. In 
wartime, Turkey can close the straits entirely to belligerent 
navies. The US, notably, is not a signatory. The 
arrangement has held for nearly ninety years, widely 
regarded as one of the more durable examples of rules-
based order governing a strategic chokepoint.” 

Maybe Iran places a toll on ship traffic, or individual 
countries have to negotiate passage.  It’s a muddier, more 

complex arrangement than 
existed before, but to steal from 
Frank Herbert, “the spice must 
flow.”  And this probably 
captures what the global 
markets really care about at the 
end of the day – will oil and 
other key commodities still be 
able to move through the Gulf?  
The chart to the left shows 
shipping traffic through the 
Strait of Hormuz over the last 
few days.  Citrini argues these 
numbers are understated due to 
side deals between individual 
countries and disabled tracking 
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systems.  As we write, a 
possible cease fire may lead 
to a rebound in traffic as 
well.  Time will tell. 

Trading the Second 
Derivative – From a strategy 
perspective, we are 
managing our portfolios 
with an eye towards this 
‘muddled middle’ scenario.  
We certainly acknowledge 
we could be wrong, and if 
the situation evolves 
differently than we expect 
we will change our strategy.  
Furthermore, we won’t pretend that this fits with 
everyone’s outlook and risk tolerance, and to the extent 
someone wants to take a different approach, then reach out 
to your investment advisor and talk about alternatives.  But  
there are two other points we’d like to make about why we 
think a stay-the-course approach strikes us as the best 
strategy today. 

First, market dynamics can diverge from the real economy 
because the second derivative is often far more important 
over the intermediate term than the first derivative.  What 
do we mean by this?   Think back to COVID.  The market 
bottomed in late March even though cases were still rising. 
What had changed, though, was that the rate at which they 
were rising was slowing. This is the second derivative, and 
the market cared far more about the slowing rate of change 
than it did the absolute level.  The financial reality and the 
lived reality diverged for months. 

Russia and Ukraine followed the same pattern. In February 
2022, well regarded analysts seriously contemplated 
nuclear use and asked where Putin would stop. Nobody is 
asking those questions anymore. The war didn’t end, but 
the markets moved on before the conflict did, and the 
world adjusted to a crisis that is still ongoing.  Something 
similar happened during the Iran/Iraq war in 1980. 

The second point concerns market fundamentals.  The 
chart above shows the price/earnings ratio for the S&P 500 
based upon forecast earnings.  As you can see, market 
valuations, while not back to the Liberation Day lows, have 

corrected meaningfully.  
Skeptics will rightfully 
point out that earnings 
estimates are due to fall 
significantly if the 
situation in the Gulf 
persists for too much 
longer, but you could 
have said the same thing 
twelve months ago about 
the threat from tariffs.  
We’d argue that the 
valuation contraction that 
we’ve seen doesn’t 
necessarily preclude more 

downside in equity prices, but we think it does help hedge 
against significant downside as long as the muddle through 
scenario stands a decent chance of playing out. 

Looking Ahead & Musing on Long-Term Consequences  
This certainly feels like one of the most binary investment 
outlooks in a long time.  As we have noted above, our 
hunch is that neither the worst-case scenario nor a clean 
end to the geopolitical conflict ultimately plays out.  But 
reasonable minds can differ on what is an inherently 
unpredictable situation.  At times like this it is important to 
talk to your financial advisor.   

Regardless of how the situation in the Gulf plays out in the 
short term, we suspect we are unlikely to return to the 
relative geopolitical stability of the last twenty or thirty 
years.  The word multipolarity is used frequently today, 
and this captures the idea that various regional powers are 
likely to continue to vie for influence in the coming years.  
We are only starting to get hints of what this might mean 
in practice for the global economic order, but we suspect 
the world is moving from an era of disarmament and 
globalization toward one of fragmentation, rearmament, 
and strategic rivalry.  There will be more “deadweight 
losses” around the world, which should be reflected in 
interest rates and inflation trends over the long run, but are 
difficult to quantify today.  We will explore what this 
might mean for investment strategy in future letters. 

Charles Blankley, CFA 
Chief Investment Officer
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