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■ U.S. large-cap stocks declined by 0.8% in February while U.S. small-cap stocks gained 0.8%. U.S. intermediate-term 

bonds fared well, rising 1.6%.   

■ Headline inflation eased to 2.4% year over year, as energy and shelter costs moderated and January payrolls exceeded 

expectations. 

■ The equal-weight S&P 500 rose 2.9%, outperforming the cap-weighted index, as value stocks and energy, materials, and 

consumer staples led the market, while technology lagged.  

■ The technology sector faced concerns over AI-related capital spending along with growing fears that AI agents will 

materially disrupt traditional software companies.  

■ A U.S.–Israeli strike in Iran, regional retaliation, and the effective closure of the Strait of Hormuz pushed oil prices up 20% 

and sent equities lower.   

Overview 

Markets delivered mixed results in February. U.S. large-cap stocks, proxied by the S&P 

500 Index, declined by 0.8%. U.S. small-cap stocks, as measured by the Russell 2000 

Index, gained 0.8%. U.S. intermediate-term bonds, as represented by the Bloomberg U.S. 

Aggregate Bond Index, gained 1.6%, making it the third-best February for bonds since 

2007 (behind 2020 at 2.7% and 2025 at 2.2%).  

 

U.S. economic data over the past month painted a broadly constructive picture, and 

several high-profile companies used the phrase “pretty good” to describe the current 

macroeconomic environment. Per Citizens Financial Chair of Commercial Banking, 

Donald McCree:  

Rotation Meets Escalation 
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“We’ve got a pretty good economy. We’ve got a pretty good regulatory 

environment. We’re got a pretty good trajectory on interest rates…”1 

 

And Bank of America CEO Brian Moynihan said: “… People feel pretty good.”2 

 

Inflation continued to ease in January. Headline inflation rose 2.4% year over year, and 

core inflation rose 2.5% year over year, marking the smallest annual increase in core 

prices since the spring of 2021.3 A 1.5% month-over-month drop in energy prices (led by 

gasoline and fuel oil) drove much of the improvement.4 Shelter costs increased by just 

0.2% month over month, which is a relatively soft reading compared to recent years.4 

 

The labor market remains resilient. The U.S. economy added 130,000 new jobs in 

January, nearly double the surveyed expectations of 65,000.5 However, the final 

benchmark revision to 2025 payrolls showed a sizeable downward adjustment of 862,000 

jobs, the largest since 2009.5 

 

Initial fourth-quarter GDP (delayed by the October–November 2025 government 

shutdown) came in at 1.4% annualized, well below the 2.8% consensus estimate, largely 

due to a pullback in federal spending.6 The fiscal deficit remains elevated at $697 billion 

through the first four months of fiscal 2026.7 While down from $840 billion a year ago, it is 

still the largest since 2021. The improvement has been driven in part by $290 billion in 

tariff revenue collected since April 2025 under the “Liberation Day” measures.8 That 

revenue stream is now uncertain. On February 20, the Supreme Court struck down the 

administration’s tariffs, ruling they exceeded authority under the International Emergency 

Economic Powers Act.9 The administration responded by invoking Section 122 of the 

Trade Act of 1974, which permits temporary tariffs of up to 15% for 150 days to address 

balance-of-payments concerns.10 A 10% blanket tariff was imposed and later raised to 

15%, keeping tariff rates elevated but extending the uncertainty surrounding trade policy. 
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Market Rotation 

Much like a figure skater executing a triple salchow at the Winter Olympics, markets 

pivoted in February. The S&P 500 Equal Weight Index (which assigns each company the 

same weight rather than weighting by market cap) gained 2.9% in February, closing the 

month at a new all-time high and outpacing the market-cap-weighted S&P 500, which 

declined by 0.8%.  

 

Historically, until 2023, the S&P 500 equal-weight index outperformed the market-cap-

weighted index by about 1.4% annually. That pattern reversed in recent years as mega-

cap technology stocks (the “Magnificent 7” group of companies comprising Apple, 

Amazon, Alphabet, Meta, Microsoft, Nvidia, and Tesla) drove an increasingly 

concentrated rally.11 February’s equal-weight outperformance suggests that leadership is 

beginning to broaden beyond these mega-cap names. 60% of S&P 500 constituents 

outperformed the index over the past month, compared to just 25% over the past six 

months and 21% over the past year.12  

 

Rotation was also evident across style factors. The Russell 1000 Value Index (which 

tracks large-cap companies with lower valuations and more mature earnings profiles) 

gained 1.8% in February and is up 8.7% year to date. In contrast, the Russell 1000 

Growth Index (composed of higher valuation companies with stronger expected earnings 

growth) declined 3.4% in February and is down 4.9% year-to-date. 

 

The shift has been even more pronounced at the sector level. Technology is down 3.6% 

year to date, making it the second-worst performing S&P 500 sector (after financials, 

down 3.7%). Meanwhile, energy (up 25%), materials (up 18%), and consumer staples (up 

16%) have led the market year to date. This marks a sharp reversal from 2025, when 

technology was the top-performing sector (ending the year up 25%) and defensive 

sectors, such as consumer staples, lagged (gaining only 1.6%). 

 

A late-January sell-off in the technology sector, concentrated on software and AI-exposed 

names, extended into February. The pullback reflected two related concerns: first, 

growing skepticism over whether surging AI-related capital expenditures will generate 
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adequate returns, and second, the disruptive potential of AI agents (a system that 

autonomously performs tasks by designing workflows with available tools).  

 

Meta, Microsoft, Alphabet, and Amazon all guided to higher-than-expected capital 

expenditures during their fourth-quarter earnings calls held in late January and early 

February.13,14 Although that spending is directed toward high demand needs, such as 

chips, data centers, and power infrastructure, investors are increasingly scrutinizing tech 

companies’ efficiency and near-term profitability. Meta raised its capex outlook to roughly 

$115 to $135 billion, versus earlier estimates near $110 billion.13,14 Microsoft pointed to 

around $145 billion in 2026 capex, well above the $98 billion analysts had penciled in.13,14 

Alphabet guided between $175 and $185 billion compared to expectations of $115 billion, 

while Amazon signaled roughly $200 billion in capex versus prior estimates near $147 

billion.13,14  

 

In early February, Anthropic launched new AI tools capable of autonomously performing 

coding, analysis, and workflow design.15 These developments intensified fears that AI 

agents could soon autonomously handle tasks that have traditionally required a human 

worker and that companies will therefore need fewer employees and fewer software 

licenses, too. If such “seat compression” occurs, software revenues could decline 

precipitously. Notably, Microsoft has roughly 70% exposure to software as a percentage 

of total revenue, Alphabet has 15% to 20% exposure, and Amazon has around 15% 

exposure. For now, AI’s potential impact on the software business remains uneven. Some 

incumbents will likely face seat-based revenue compression, while AI-native or -adaptive 

platforms will keep attracting capital. As a result, sectors and business models that are 

perceived as more resilient to AI are benefitting while those more vulnerable to AI 

disruption are suffering. The software sector (as proxied by the iShares Expanded Tech-

Software Sector ETF) ended February down 21% year to date. 
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A Geopolitical Escalation 

On Saturday, February 28, a joint U.S.-Israeli strike killed the Iranian Supreme Leader 

and other senior officials. Iran has retaliated across the region, targeting U.S. military 

assets and regional infrastructure.16,17 Tehran also declared the Strait of Hormuz (the 

critical shipping lane through which roughly 20% of global oil and 25% of LNG flows) as 

effectively closed.18 While the waterway cannot be physically “closed,” tanker traffic has 

slowed sharply amid security and insurance concerns. Then, on March 3, the White 

House announced that it would offer naval escorts and political risk insurance for oil and 

gas tankers passing through the Strait of Hormuz, but traffic through the key waterway 

remains near a standstill.19  

 

Oil prices surged more than 20% between February 28 and March 3. Gold initially rallied 

roughly 4% before dropping lower. After an initially muted reaction, equity markets moved 

sharply lower on March 3. The S&P 500 declined 2.5%, and the Russell 2000 dropped 

4% before paring back some losses. As of March 6, the S&P 500 was down 1.2% since 

the start of the conflict, while the Russell 2000 had declined 3.2%. National average 

gasoline prices rose 16% in the week following the start of the conflict. 

 

Iran’s share of global oil production is relatively small (around 4%).20 As such, the 

disruption to the Strait of Hormuz is the largest risk from this conflict. A prolonged 

interruption would act as a tax on global growth, with Asia, particularly China, India, 

Japan, and South Korea, most exposed. Roughly 80% of Iranian oil is exported to 

China.21 The U.S., now a major energy producer, faces a more mixed impact: higher 

gasoline prices weigh on consumers, but domestic producers benefit. 

 

The key issue for markets is not the initial military exchange, but whether higher energy 

prices persist long enough to hurt global growth, inflation, or central bank policy. 

Historically, markets often sell off on geopolitical shocks but recover once the range of 

outcomes becomes clearer. Ahead of the Gulf War, which started in August 1990, the 

S&P 500 fell between 8% and 12% as oil prices surged and recession fears rose, but 

rebounded once the U.S.-led campaign began and uncertainty narrowed.22,23 Similarly, 

equities dropped by roughly 11% in the week after the September 11 attacks, yet 

recovered within months.24 Markets weakened ahead of the Iraq War, before bottoming 

and rallying with double-digit gains once the war commenced in March 2003.23,25  
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Markets 

U.S. equities lagged international counterparts in February. Emerging market stocks 

gained 5.5%, while international developed large-cap stocks ended the month up 4.6%, 

and U.S. large-cap stocks declined by 0.8%. U.S. small-cap stocks outperformed their 

large-cap counterparts, ending the month up 0.8%. The trend was reversed in fixed 

income markets: U.S. intermediate-term bonds gained 1.6%, outperforming international 

developed market bonds, which gained 0.8% in February.  

Looking Forward 

Two main forces are driving the current market rotation. First, within technology, 

investors’ focus on AI monetization and capital efficiency, along with concerns over AI-

related disruption, are prompting a re-evaluation of mega-cap growth stocks. Second, 

broader policy and geopolitical factors—including heightened risk, policy visibility, and a 

midterm-year political shift toward domestic industry and lower-income households—are 

supporting cyclicals, energy, and defensives. Together, these forces have driven capital 

away from momentum-driven growth and toward more diversified, valuation-sensitive 

segments of the market. 

In a midterm year, markets are highly attuned to how U.S. policy responds to conflict, 

especially when the president’s domestic standing is already fragile and voters are 

focused on affordability. Recent polling shows President Trump’s approval rating in the 

mid-30s and only limited public support for expanded military action against Iran, with 

roughly one-quarter of Americans in favor and about half opposed. A prolonged conflict 
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that drives oil and gasoline prices sharply higher for an extended period would likely be 

unpopular and would undercut a core political message built around lower inflation and 

cheaper gas, giving the administration a clear incentive to seek a quick resolution. If the 

conflict proves short-lived and bond yields remain contained, markets may soon refocus 

on solid earnings growth and an otherwise resilient economy. If the fighting drags on, 

Asian equities will likely be disproportionately affected since 40-50% of their crude 

demand passes through the Strait of Hormuz. In particular, around 80% of Iran’s oil 

exports are purchased by China, so it remains especially exposed to energy supply 

disruptions and higher import costs.26 
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