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The lowest cost per barrel 
that oil reached in June. 

STRATEGY

partially offset the falling prices. We generally invest in relatively 
short dated bonds, and these held up better than longer dated bonds. 
To put this into context, an index of 1-5 year US government and 
corporate bonds returned -0.9%, whereas the equivalent 5-10 year 
index retuned -3.9%.  

Geopolitical risk was again a feature in the third quarter. After 
a large rise in the oil price in March as Middle East hostilities 
escalated, oil prices fell materially over the summer. Oil peaked at 
$118 per barrel but fell as low as $72 in late June. Hopes of a ceasefire 
then faded and oil climbed back to $109 in September. Central banks 
in the US and UK have tried to look through higher oil prices, but 
the longer the shock lasts the harder that becomes. Higher energy 
prices were a key driver of higher bond yields over the quarter, as  
the market priced in higher expectations for interest rates.   

An energy price shock and sharply higher bond yields would 
ordinarily be a headwind for the equity market. However, equities 
have remained remarkably resilient, largely due to the strength 
of corporate earnings (profits). The rapid adoption of artificial 
intelligence and the associated buildout of data centres have 
provided a significant boost to corporate profits. While earnings 
have been strong, the multiple that investors are prepared to pay 
for them has fallen. The most commonly cited measure is the price 
earnings ratio, which for the S&P 500 has fallen from 22.5x to 19.0x. 
It has not been the case that equities have “ignored” the headwind 
of higher interest rates, but that the rise in earnings has been a more 
important factor. One can think of this as profits shielding equity  
markets from higher oil prices and bond yields.  

The AI theme has attracted a lot of interest among investors over 
recent years, and this saw a lot of money flowing towards a relatively 
narrow range of stocks. Coming into July, this sentiment and 
positioning towards stocks deemed beneficiaries of AI was quite 
skewed. This was a factor in a period of volatility for AI-related 



stocks in July. The Philadelphia Semiconductor Index fell almost 
30% peak to trough over the summer, and stocks linked to data 
centre construction also fell.  

One can think of this like a boat, when too many people are on one 
side of the boat, a wave from the wrong angle may have more of an 
impact than if the people are well balanced. What was interesting 
about the summer sell-off in stocks linked to AI, was that it was not 
clear that there actually was a wave. News flow around AI has come 
thick and fast over recent years and may have been a catalyst for 
the summer sell off. A few high-profile companies noted that their 
AI spending was too high, with Uber reportedly burning through 
their entire 2026 annual AI coding budget in just four months 
due to heavy internal adoption and usage incentives. However, 
consumption of AI computing power has remained strong overall.  
 
Overall, it was a quarter where equities outperformed bonds.  
This is generally associated with a growing economy. The global 
economy has indeed been more resilient than many expected 
when the energy price shock escalated in March. Alternative 
investments had an eventful period over the three months to the 
end of September. After a strong run in recent years, gold suffered 
in the second quarter falling 14.1%, before stabilising in July and 
recovering 9.7% in August. Gold finished the quarter with a very 
respectable 3.7% return, while commodities also performed well, 
helped by the rise in oil prices. Hedge funds struggled in July 
during the AI sell-off, but that followed a good first six months  
of the year.  Alternatives remain a key part of many portfolios  
to help balance risk and support returns. 
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offered the first indications that higher borrowing costs might  
finally be beginning to restrain activity.

Central banks responded, with the Federal Reserve raising rates by 
25 basis points in September, reversing the direction of policy that 
markets had expected earlier in the year. The ECB also tightened, as 
euro-area inflation moved higher, while the Bank of England held 
rates unchanged despite several policymakers voting for an increase. 
Japan moved further away from the ultra-low-rate era, while Australia 
and Norway also tightened during September. The message was 
unusually consistent: renewed inflation pressure could no longer 
simply be looked through.

Government bond markets absorbed that message quickly. The US  
10-year Treasury yield rose sharply during the quarter to around 5.3%. 
Most of this move was driven by higher real yields, with the market 
pricing in a terminal base rate of 5%, while investors also demanded 
greater compensation for persistent fiscal deficits, heavy government 
issuance and the enormous capital requirements associated with AI 
infrastructure. Similar pressures pushed yields higher in Europe and 
Japan, while France came under additional pressure as concerns over 
its fiscal outlook widened its yield spread to Germany. 

Credit markets were considerably calmer than government bonds. 
Investment grade spreads remained tight and corporate fundamentals 
broadly healthy, supported by still-buoyant nominal growth. There 
are signs of stress, however, as high-yield spreads moved wider, and 
investors became more selective towards highly leveraged borrowers. 
For now, strong nominal growth continues to support corporate 
balance sheets, but higher refinancing costs are likely to become 
increasingly important if economic momentum weakens.

China provided an important counterpoint to developments 
elsewhere. Industrial activity remained relatively resilient, but 
domestic demand continues to be weak. Retail spending remained 
subdued, investment continued to contract and the property sector  

remained a significant drag. Inflation is also considerably lower than 
in the major Western economies. 

Currency markets increasingly reflected these differences in growth, 
monetary policy and energy exposure. The US dollar strengthened 
late in the quarter as real yields rose, and US activity has remained 
comparatively robust. The euro weakened as higher energy costs 
collided with fiscal concerns in France. The yen remained volatile 
despite tighter Japanese policy, while higher commodity prices and 
increasingly hawkish central banks provided a more supportive 
backdrop for commodity-linked currencies.

Valuations across fixed income have become increasingly attractive, 
although near-term momentum remains important. In the US, 
negative momentum has justified allowing duration exposure to 
drift lower, and we remain reluctant to fight that trend prematurely. 
Real yields, however, are now compelling, particularly as some early 
indicators suggest that growth momentum may be starting to slow. 
The balance between weak market momentum and increasingly 
attractive valuations is becoming more important.

We remain overweight inflation protection. Breakeven inflation 
rates have moved remarkably little, despite the rise in oil prices and 
renewed concerns over inflation. This leaves inflation-linked bonds 
attractively valued against the range of possible outcomes. Credit 
remains neutral. Investment-grade spreads offer little margin for 
disappointment and high-yield spreads have begun to widen, but 
nominal growth remains sufficiently buoyant to justify selective 
exposure to risk assets.

This quarter was difficult for bond markets, but it also restored 
something that had been largely absent for much of the post-financial-
crisis period: genuinely attractive real yields. If tighter financial 
conditions now begin to slow growth while longer-term inflation 
expectations remain contained, the sell-off may ultimately create an 
increasingly attractive entry point for duration.
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25bps
The amount the Federal 
Reserve raised rates in 
September.





23.8%
The amount the MSCI 
World Software &  
Services index fell in Q1. 

previously highly valued by the market due to their low marginal 
cost base, which means that they can sell another software license 
without incurring much additional cost. Furthermore, software 
spending typically tends to be contractual and is therefore 
considered recurring revenue.  

Over the last year, Software stocks fell out of favour and their 
valuation multiples have been marked down. The P/E multiple of 
the MSCI World Software index fell from 34x last summer to 26x 
as at the end of September. However, over the summer, some of 
the concerns around Software stocks have lifted. The MSCI World 
Software & Services index fell a considerable 23.8% in the first 
quarter of the year, but recovered strongly in the third quarter, 
rebounding by 27.0%. Large software companies that are deeply 
embedded in large companies and operate as the system of record 
for the data are now seen as better placed to compete with new AI 
applications. Software also benefitted from the opposite dynamic 
to AI beneficiaries, i.e. sentiment and positioning was very light, so 
better news had a disproportionately positive impact on the stocks. 
 
Another key area linked to the AI buildout that has been in focus 
is power. Data centres require a lot of reliable power, and this has 
meant a pickup in demand. This is being provided by a combination 
of the power infrastructure through the existing grid, and data 
centres building their own power generation infrastructure to sit 
alongside the site. While stocks linked to AI weakened in July 
after a very strong run, Industrial stocks linked to the data centre 
buildout also sold off. A pickup in demand for power is a positive for 
utility companies, but an added complication for them was the rise 
in bond yields over the summer. Utility companies tend to have a 
lot of debt and be valued based on a long stream of relatively stable 
earnings. Rising borrowing costs tend to be a headwind as future 
earning are discounted at a higher rate. We have held more exposure 
to Utilities than our benchmarks over the last couple of years, but in 
the third quarter we reduced this back to a benchmark weight. The 

money was reinvested in Industrials, which we see as better placed 
to benefit from the pickup in power demand.   
 
In terms of geographical equity performance, Japanese equities led 
the way, returning 6.0% in US dollar terms. Energy, Financials, and 
Communication Services helped drive performance, with banks 
benefitting from expectations of further rises in interest rates. 
South Korean equities were in the spotlight in the first half of the 
year, with technology companies there seeing very high returns 
from selling AI-related hardware. Some of these high-flying stocks 
suffered a sharp correction in July, with the MSCI South Korea 
Index falling almost 30% at one point in July, before recovering 
to finish the quarter down 6.7%. The index did return 102.4% in 
the first half of the year, so year-to-date returns remain strong. A 
fall in valuation multiples and strong corporate earnings are both  
supportive of the equity market, but higher oil prices, interest rates, 
and any disappointment with the AI rollout are risks to watch. We 
maintain equity exposure in line with respective benchmarks.
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This document and the information contained herein has been prepared and issued 

by Butterfield Asset Management Limited, Butterfield Bank (Cayman) Limited and 

Butterfield Bank (Channel Islands) Limited and is for illustrative purposes only. It 

neither constitutes investment advice nor is it an offer or an invitation to acquire or 

dispose of any securities and should not be relied upon as such. Prior to making any 

investment decision a financial adviser should be consulted. Products and services 

are available in the respective home jurisdictions and only in those other jurisdictions 

where they may be legally offered or obtained.  

 

The data source for this document is Bloomberg unless explicitly stated otherwise and 

is believed to be accurate as at the date of publication and may be subject to change 

without notice. Whilst every care has been taken in producing this commentary, 

neither the author nor Butterfield Asset Management Limited, Butterfield Bank 

(Cayman) Limited, nor Butterfield Bank (Channel Islands) Limited shall be liable 

for any errors, misprints or misinterpretation of any of the matters set out in it. 

Past performance is not necessarily a guide to future performance. The value of 

investments, and the income from them, can go down as well as up, and you may 

not recover the amount of your original investment. Where an investment involves 

exposure to a foreign currency, changes in rates of exchange may cause the value of the 

investment, and the income from it, to go up or down. In the case of some investments, 

you should be aware that there is no recognised market for them and that it may 

therefore be difficult for you to deal in them or to obtain reliable information about 

their value or the extent of the risks to which they are exposed. Certain investments 

carry a higher degree of risk than others and are, therefore, unsuitable for some 

investors. Before contemplating any transaction, you should consider whether you 

require financial advice.

Any copying, duplication or reproduction of part or all of this commentary and/or 

its content in any form without the express written consent of the copyright owner is 

prohibited and will constitute an infringement of copyright unless expressly agreed 

to by Butterfield Asset Management Limited, Butterfield Bank (Cayman) Limited, 

or Butterfield Bank (Channel Islands) Limited, or as otherwise permitted by the 

Copyright (Bailiwick of Guernsey) Ordinance 2005. You may not, without our express 

written permission, distribute or commercially exploit this work. 

 

This commentary and/or its content is copyright of Butterfield Asset Management 

Limited, Butterfield Bank (Cayman) Limited , Butterfield Bank (Channel Islands) 

Limited and Butterfield Bank (Channel Islands) Limited, Jersey branch. All rights 

reserved.  

 

Butterfield Asset Management Limited is licensed to conduct investment business 

by the Bermuda Monetary Authority. Registered Office Address: 65 Front Street, 

Hamilton HM12, Bermuda. 

 

Tel +(441) 299 3817 

www.butterfieldgroup.com/Investments 

 

Butterfield Bank (Cayman) Limited is licensed to conduct securities investment 

business by the Cayman Islands Monetary Authority. Registered Office Address: 

Butterfield Place, 12 Albert Panton Street, George Town, Grand Cayman KY1-1107, 

Cayman Islands. 

 

Tel +(345) 949 7055 

www.butterfieldgroup.com

 

 

 

 

 

 

 

 

 

Butterfield Bank (Channel Islands) Limited (“BBCIL”) acting through its Jersey 

branch (Butterfield Bank (Channel Islands) Limited, Jersey Branch) under the 

registered business name ‘Butterfield Bank Jersey’ (“Butterfield Bank Jersey”) is 

regulated by the Jersey Financial Services Commission to conduct deposit-taking 

business under the Banking Business (Jersey) Law 1991 (as amended), and investment 

business, fund service business and money service business pursuant to the Financial 

Services (Jersey) Law 1998 (as amended). Butterfield Bank Jersey is registered under 

the Data Protection (Jersey) Law 2018 (as amended) and its business name is registered 

with the Jersey Registrar of Companies (with registration number 35466) under the 

Registration of Business Names (Jersey) Law 1956 (as amended). Butterfield Bank 

Jersey’s registered office address and principal place of business is at IFC6, IFC  

Jersey, St Helier, Jersey JE2 3BZ. Butterfield Bank Jersey is a participant in the Jersey 

Bank Depositors Compensation Scheme (the “Scheme”). The Scheme aims to provide 

protection for eligible depositors of up to £50,000. For further information about the 

Scheme and to understand your eligibility, please refer to www.jrdca.org.je/jdcs.

BBCIL is licensed and regulated by the Guernsey Financial Services Commission 

under The Banking Supervision (Bailiwick of Guernsey) Law, 2020, The Protection 

of Investors (Bailiwick of Guernsey) Law, 2020, and The Lending, Credit and 

Finance (Bailiwick of Guernsey) Law, 2022, each as amended from time to time, 

under registration number 85. BBCIL is registered with the Guernsey Registry under 

registration number 21061. BBCIL’s registered office address is P.O. Box 25, Martello 

Court, Admiral Park, St Peter Port, Guernsey, GY1 3AP. BBCIL is a wholly-owned 

subsidiary of The Bank of N.T. Butterfield & Son Limited.

Butterfield Bank (Channel Islands) Limited and Butterfield Bank Jersey’s products 

and services are available in Guernsey or Jersey and only in those other jurisdictions 

where they may be legally offered or obtained. 

 

Tel +44 (0)1481 751000 

www.butterfieldgroup.com 

 

Telephone calls are recorded for training, regulatory and security purposes.
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