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Comfortably numb
Highlights

> After a more difficult start to the quarter, calm
quickly returned to equity markets, which have
comfortably consolidated their gains over the past
few months. And yet, pressure in bond markets has
continued to intensify, amid persistent chaos across
the energy complex. How should we interpret this
apparent disconnect?

= In the short term, a significant decline in energy
prices would help ease tensions in bond markets.
Interest rates have never been as closely correlated
with oil prices as they have over the past year.

> However, that is not the whole story: behind the fog
created by the energy supply shock may lie an
economy with a more fundamental potential to
overheat.

> Overall, our base case remains largely intact.
Economic growth still appears solid, supported in
part by strong capital spending, while moderate
monetary tightening and some easing in
geopolitical tensions should help avoid the worst on
the inflation front.

> Nevertheless, the risks surrounding our outlook
have necessarily increased recently, as the global
economy and equity markets are being weakened
by persistently high energy prices and rising
borrowing costs.

> Meanwhile, movements in bond markets appear
increasingly stretched from a technical perspective.
The situation could still deteriorate before it
improves but, at current levels, the risk-return
profile is becoming increasingly attractive over a
horizon of one year or longer.
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Bottom line

Although the economic environment remains
supportive for equity markets, rising risks call
for a somewhat more cautious stance as we
enter the final quarter of 2026.

Against this backdrop, we took some profit on
our equity overweight, reallocating capital to
bonds, which have become oversold. We also
further reduced our allocation to emerging
markets, whose relative volatility had reached
levels not seen since 2009.
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Market review
Fixed Income

> September was a difficult month for the
Canadian fixed income universe, as bond
yields rose sharply amid renewed concerns
over inflation and the path of monetary policy.
The asset class declined 1.2% over the
month, pushing year-to-date returns into
negative territory.

> Conditions were even more challenging in the
United States, where 10-year and 30-year
Treasury yields climbed to levels not seen in
several decades.

Equities

- Despite the widespread anxiety gripping bond
markets, global equities ended the month with
only slight losses. The United States and
Emerging Markets outperformed Canada and
the EAFE region on the back of strong returns
for Al-related stocks.

> Within the S&P 500, gains were highly
concentrated in technology-related sectors,
while every other sector finished the month in
negative territory.

FX & Commodities

- Oil prices continued their volatile swings in
September, posting a substantial increase as
an agreement between the United States and
Iran remained elusive. Gold, meanwhile, came
under pressure from rising real interest rates.

> The U.S. dollar appreciated significantly over
the month, supported by resilient economic
data and a Federal Reserve that struck a
decidedly more hawkish tone than markets
had anticipated in its approach to inflation.
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Comfortably numb

After a more difficult start to the quarter for equity
markets — and particularly for the artificial
intelligence theme — the situation stabilized quickly
over the following weeks. Thus, after nine months,
the overall picture for equities in 2026 remains
broadly positive, with developed markets delivering
comparable returns and emerging markets
continuing to outperform (Chart 1).

1| Equities consolidate their gains in Q3...
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CIO Office (data via Refinitiv). *40% S&P 500, 30% S&P/TSX, 20% MSCI EAFE, 10% MSCI EM (all in C$). **Al Suppliers = Nvidia, AMD,
Broadcom, Marvell, Intel, ARM, TSMC, Samsung, SK Hynix, Micron, ASML, AMAT, LAM, KLA, Dell, Arista, Vertiv.

In itself, the relative calm of major equity indices
during the third quarter is remarkable. At its worst,
for example, the S&P 500 was down by barely 3%
from its all-time high (Chart 2).

2| ... near all-time highs...
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CIO Office (data via Refinitiv).

And yet, in bond markets, pressure intensified from
one week to the next, with the U.S. 10-year yield
breaking above its 2023 high in September and
reaching its highest level since 2007 (Chart 3).

3/... unfazed by bond-market tensions...
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CIO Office (data via Refinitiv).

All of this unfolded against a backdrop of persistent
turmoil in the energy complex, affecting refined
products in particular. Diesel prices have now
surpassed the record levels observed in the
aftermath of Russia’s invasion of Ukraine in early
2022 (Chart 4).

4|... and the surge in energy prices

Crude oil and refined products wholesale prices*
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CIO Office (data via Refinitiv). *Front month futures price for: Crude oil WTI, RBOB Gasoline, NY Harbor Ultra-low-sulfur diesel, U.S. Gulf
Coast Kerosene-Type jet fuel.

In our June report, entitled The Uneasy Path, we

argued that it was important for investors to keep
sight of the broader picture, which still appeared
favourable for equity markets despite an
uncomfortably long list of risks. That assessment


https://www.nbinvestments.ca/perspectives/article/asset-allocation-strategy-june-2026.html
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proved correct. But does it still hold? Let's take a L
6| Much has changed in six months!
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U.S. monetary policy
6% 1 Market _ 69,
expectations
Effective fed (currently)
5% A funds rate i L 5%
Another hike in the wall 4% 1 Neutral rate —
T

3% | 3%
Market

expectations

Only four months after taking office, the new Chair

of the Federal Reserve announced the first interest 2% | (0 monihs 2g0) | 2%
rate hike since 2023, joining a growing number of 1% | L 1%
central banks that have adopted a similar stance o ‘ ‘ ‘ ‘ ‘ o
(Chart 5) 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027

CIO Office (data via Refinitiv). *Average of FOMC long-run policy rate projection and 5y5y forward Treasury yields.

5|The Fed follows suit and raises its policy rate
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While this decision essentially settled the question
of the Fed’s independence from the White House, it
reignited the debate over the appropriate level of
interest rates. Whereas markets were still pricing in

However, that is not the whole story. Behind the fog
created by the energy supply shock may lie an
economy with more fundamental overheating
potential. After all, we are still seeing few signs of

no change six months ago, they now expect four
an economic slowdown, despite seven months of

additional hikes over the coming year (Chart 6).
elevated prices at the pump. Moreover, according to

analysis from the San Francisco Fed which seeks to
distinguish supply-driven inflation from demand-
driven inflation', some signs of renewed pressure

In the short term, a significant decline in energy
prices would certainly prompt markets to lower their

expectations for rate hikes. Indeed, interest rates
appear to have emerged recently on the demand

have never been as closely correlated with oil
side (Chart 8, next page).

prices as they have over the past year (Chart 7).

' Demand-driven inflation occurs when consumers are willing to purchase more despite rising prices — for example, during
the post-pandemic reopening, when pent-up demand led to increases in both spending volumes and prices. This differs
from a supply shock, such as a surge in oil prices, where prices rise while the quantity of goods or services available
declines.
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10 | Further rate hikes are looming

8/... but that is not the whole story
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That said, we should be careful not to jump to
. . In any event, the main takeaway is that a shift in
conclusions. For the economy to enter a genuine _
. monetary policy has begun to take shape over the
overheating phase, wage growth would have to . .
. . — past few months. For now, it remains measured.
accelerate. While some indicators bear watching?, _ ] ]
. . . But the longer it continues, the greater the risk that
the overall data still point to contained wage growth ets will b ht off db .
markets will be caugnt oir guar Yy an economic
(Chart 9).
slowdown (Chart 11).
9|Let’s keep an eye on wage growth
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CIO Office (data via Refinitiv). *Average between the Atlanta Fed measure and average hourly earnings ( adjusted for extreme movements due to sector
composition early in the pandemic). **Linear regression based on (1) job openings (indeed and JOLTS) vs unemployed, (2) NFIB "hard to filljobs", (3) NFIB
CIO Office (data via Refinitiv).

"plan to increase wages", (4) consumer sentiment "jobs plentiful", (5) JOTLS quits rate.

Against this backdrop, our economists’ base case?
calls for two further rate hikes from the Fed. Two
rate hikes are also possible from the Bank of
Canada, although these may have to wait until early
2027 if some de-escalation in trade tensions with
our neighbours to the south were to materialize

(Chart 10).

2 For example, wages for workers who change jobs have risen more sharply recently, a phenomenon that can sometimes

signal broader pressures building in the labour market.
3 For more details, see the latest update of the Monthly Fixed Income Monitor from NBF Economics and Strategy.



https://www.atlantafed.org/research-and-data/data/wage-growth-tracker
https://www.nbc.ca/content/dam/bnc/taux-analyses/analyse-eco/mensuel/monthly-fixed-income-monitor-update.pdf
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The bottom line for investors 13|... with valuations well below their peaks...

Global equity price/earnings ratios over the past 10 years
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CIO Office (data via Refinitiv).

marked by a consolidation of the gains recorded

earlier this year, investor sentiment still appears far
y PP 14| ... including within the Al ecosystem

from excessively optimistic (Chart 12). 12m Forward PIE
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resilient (Chart 15).

Moreover, while not necessarily trading at a 15| Profit expectations remain strong
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in artificial intelligence, whose valuations are close
to their lowest levels since ChatGPT emerged in
late 2022 (Chart 14).
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However, such expectations have more often than
not been underestimated in recent years. This
encourages us to monitor them rather than dismiss


https://www.nbinvestments.ca/perspectives/article/base-case-scenario-t4-2026.html
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On the geopoilitical front, although the situation
remains highly precarious, a full-blown escalation
still appears to be a secondary scenario. In fact,
Iran even seems to be on track to lose a significant
portion of its leverage over the Strait of Hormuz
(Charts 16 and 17). 4

16| Oil finds a way through the chaos
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17 | It’'s more complicated for refined products
Middle East total exports of refinery products (mbd, 10-DA)
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CIO Office (Chart via JP Morgan Commodities Research, data via Kpler).

All of this is positive, but it comes with an important
caveat: the cost to the global economy is
considerable and is making it more fragile. This
refers not only to the additional cost of transporting
oil through the Strait of Hormuz and the pressure on
refined products, but also to the resulting impact on
borrowing costs.

To that end, an early indicator of restrictive
monetary conditions that we monitor was triggered
in September. This does not always signal imminent
trouble for equity markets, but it certainly represents
another yellow light that warrants attention

(Chart 18).

18| A yellow flag is being raised for equities
S&P 500 vs policy rate expectations
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CIO Office (data via Refinitiv). *1y1y fwd yields spread to smoothed 5y5y fwd yields.

Against this backdrop, we took some profit on our
equity overweight in September, thereby reducing
the overall level of risk in our investment strategy. In
turn, we reallocated capital to bond markets, where
the sharp rise in yields over the past three months
has significantly improved the risk-return outlook
over a 12-month horizon (Chart 19).

19 |Bonds: the balance of risks is improving...

Expected 1-year total return from a change in interest rates’

Rate Change U.S. 10-year U.S. 30-year Canada Canada Broad  Canada Corporate
9 Treasury Note Treasury Bond 10-year Bond Universe* Universe?

100bps -2.5% _ -4.2% -2.8% -1.1%
80bps -0.9% -6.2% -2.6% -1.4% 0.1%
60bps 0.6% -3.2% -0.9% 0.0% 1.2%
40bps 22% -0.3% 0.7% 1.4% 2.3%
20bps 3.7% 27% 2.4% 2.8% 3.5%
Obps 5.3% 5.6% 4.0% 4.2% 4.6%
-20bps 6.8% 8.6% 5.6% 5.5% 57%
-40bps 8.4% 11.5% 7.3% 6.9% 6.8%
-60bps 9.9% 14.5% 8.9% 8.3% 8.0%
-80bps 11.5% 17.5% 10.6% 9.7% 9.1%
-100bps 13.0% 20.4% 12.2% 11.1% 10.2%

1. Total return is measured as the sum of the starting yield, te rollyield, and the durafion impactof he rate change (assuming paralel shis in the yield curve)
2. For corporate bonds (representing approximately 30% of the Broad Universe index) we assume no change in teir spread against government securities.

CIO Office (data via Refinitiv).

4 Middle East Oil Exports Rebound as Iran’s Chokehold on Hormuz Breaks Down, Wall Street Journal, september 28, 2026.



https://www.wsj.com/world/middle-east/middle-east-oil-exports-rebound-as-irans-chokehold-on-hormuz-breaks-down-4ffde655?mod=e2tw
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Of course, conditions could deteriorate further
before improving for bonds. However, it increasingly
seems unlikely that such deterioration could occur
without consequences for equity markets. In any
event, at current levels, bond yields would have to
rise significantly to generate a negative return over
the coming year, while their recent increase already
appears technically stretched (Chart 20).

20/ ... following a precipitous rise in sovereign yields
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CIO Office (data via Refinitiv).

Over a longer horizon — when the uncertainty
surrounding fixed income diminishes — it is also
worth noting that, after a disappointing decade,
returns could potentially be three times higher over
the next ten years (Chart 21).

21|In the long run, what you see is what you get
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CIO Office (data via Refinitiv).
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Finally, within equities, we further reduced our
allocation to Emerging Markets (EM), bringing to an

end a year-long overweight marked by significant
outperformance, particularly driven by companies
involved in Al infrastructure.

Although a favourable structural trend appears to be
taking hold in the region, the bar is becoming
increasingly difficult to clear in the short term

(Chart 22). More importantly, from a risk
perspective, the magnitude of the fluctuations
observed in EM warrants reflection: volatility has
reached its highest level since 2020 in absolute
terms and since 2009 relative to the rest of the
world (Chart 23).

22| Emerging markets are struggling to keep pace...
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CIO Office (data via Refinitiv).
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23] ... with volatility surging over the past year
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In turn, we increased our allocation to Canadian
equities. Their greater exposure to commodities
provides an attractive complement in the current
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environment, while they also benefit from
favourable market momentum (Chart 24).

24| Canadian equities hold their ground
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