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The conflict in the Middle East is now well into its third month, with traffic through the Strait of

Hormuz still largely at a standstill despite a ceasefire and repeated attempts to reopen the

route. The disruption is beginning to feed more visibly into the real economy: rising prices,

particularly for energy, are being felt worldwide, and early signs of a slowdown are emerging,

most notably in the services sector. Manufacturing activity has, for now, remained more

resilient, although part of this strength likely reflects front‑loading in anticipation of further

supply chain disruption.

In Europe, the energy shock has largely reversed any recovery that was anticipated at the start

of the year, leaving the economy facing weak growth and rising stagflationary risk. In contrast,

the US economy is fueled by consumer spending, AI-related capex, firm corporate earnings, and

continued gains in equity markets. However, these drivers may become less reliable as the

conflict continues, pressuring disposable income and pushing up borrowing costs.

A key area of attention is the shift in interest rate expectations. Markets continue to anticipate

two to three ECB rate hikes this year, expectations that we find rather amplified even though

the ECB could deliver a hike should inflationary pressures continue to heat up. In the US, a

notable shift has occurred in recent days, with markets now pricing out the possibility of rate

cuts. With the economy exhibiting relative strength, it is becoming more difficult for

policymakers to look through the current inflation shock, somewhat narrowing the Fed’s room

for manoeuvre.
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The key question now is how long the current momentum can be sustained if pressures persist.

With inflation proving more persistent and policy flexibility constrained, the global economy

appears to be running on diminishing buffers - still moving but increasingly running on fumes.

 

MACROECONOMIC OUTLOOK

The US economy remains relatively resilient. Consumers have held on until now, helped by tax

rebates and a stabilising labour market, while investment, particularly in AI-related sectors, puts

a meaningful floor under growth. The latter is also supporting equity markets. Markets have

largely been overlooking the risks arising from the conflict in the Middle East. Credit spreads

have re-traced the majority of their widening, suggesting little evidence of stress or a repricing

of economic risk. On the equity side, following the correction in March, markets have

rebounded strongly and continue to display resilience despite the geopolitical backdrop,

supported by solid earnings, optimism around AI, and hopes that diplomacy will ultimately

prevail in the Middle East.

However, this resilience is increasingly challenged by rising energy prices and elevated inflation.

This limits the Federal Reserve’s ability to ease policy, and has led market participants to rule

out any interest rate cuts in 2026, with some even starting to price in rate hikes in 2027. This

raises concerns about how long the current resilience can be sustained, particularly as

households begin to feel the squeeze from higher living costs and diminishing buffers, and the

consumer, so far one of the main engines of growth, risks starting to run out of fuel.

In addition, the “wealth effect” from rising equity markets is becoming less certain amid volatility,

as was evident in March, adding another layer of uncertainty. Although markets have largely

focused on strong earnings rather than the conflict itself, they remain highly sensitive to

negative developments that could result in the conflict continuing or even escalating.

The outlook for the Eurozone economy has deteriorated markedly since the start of the conflict,

with the region becoming increasingly exposed to a stagflationary environment. Growth

remains weak and uneven, with indicators of economic activity pointing to a contraction in the

services sector and limited resilience in manufacturing, which is partly supported by temporary

stockpiling. Meanwhile, rising energy prices are pushing up inflation, eroding household

purchasing power and weighing on already fragile consumer confidence and retail demand.

Unlike the US, Europe’s reliance on energy imports leaves it particularly vulnerable to sustained

price shocks, which further weaken the terms of trade.

In China, higher energy costs are also starting to seep into the economy, pushing up producer

prices and tightening margins for manufacturers despite still‑moderate consumer inflation, as

state controls and large oil reserves help cushion the immediate impact. The economy
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remained resilient at the start of the year, expanding by 5% in Q1. Growth was supported by

exports and strong activity in high‑tech manufacturing sectors, but underlying momentum is

uneven. Domestic demand remains weak, while some of the recent strength in industrial activity

may reflect front‑loading ahead of potential supply disruptions.

 

INVESTMENT STRATEGY

Against this backdrop, within our portfolios we further switched a part of our European equity

exposure towards the US. The US continues to be the region offering the most growth potential,

in combination with being relatively well positioned in the ongoing conflict as a net energy

exporter. The Q1 2026 earnings season has, thus far, brought exceptionally strong results that

have pushed major indices like the S&P 500 and Nasdaq to fresh highs. Expectations for 2026

EPS growth have been rising steadily, while for Europe, earnings revisions show much weaker

momentum due to its reliance on imported energy and global supply chains, lower exposure to

AI profit pools, and weaker productivity growth.

We prefer to increase this exposure through an actively-managed US equity fund in order to

obtain exposure to quality firms with sound fundamentals. This also helps navigate

concentration and capex execution risk.

This trade was EUR-hedged so as not to further increase our dollar exposure. While the

greenback has benefitted from its safe haven status amid geopolitical uncertainty, this could

fade should we see tensions in the Middle East simmer down.

In addition, given the unpredictability of the situation in the Middle East, as well as the fact that

any perceived setback in the AI theme could increase market volatility, we have added downside

protection on our US equity exposure using a put-spread with maturity mid-September 2026.

 

Conclusion

The global economy continues to move forward, but increasingly on diminishing buffers, which

could be eroded quickly if the conflict were to continue. Higher energy prices, persistent

inflation and constrained monetary policy flexibility are eroding both corporate and household

resilience, leaving growth more vulnerable to shocks. In this environment, the margin for error

by central banks is becoming increasingly thin.

In particular, US earnings have been the driver of market sentiment. Should signs of fatigue

emerge, whether through weaker consumer demand, pressure on margins, or disappointment

in AI-related capex returns, sentiment could deteriorate, putting the current resilience at risk.
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As such, we believe it is essential to remain invested but selective, combining exposure to

quality growth with a well-diversified portfolio. Our recent adjustments, including reallocating

towards US equities, maintaining currency discipline, and implementing downside protection,

reflect this balanced approach.
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Disclaimer All financial data and/or economic information released by this Publication (the “Publication”); (the “Data” or the “Financial data and/or economic

information”), are provided for information purposes only, without warranty of any kind, including without limitation the warranties of

merchantability, fitness for a particular purpose or warranties and non-infringement of any patent, intellectual property or proprietary rights of any

party, and are not intended for trading purposes. Banque Internationale à Luxembourg SA (the “Bank”) does not guarantee expressly or impliedly,

the sequence, accuracy, adequacy, legality, completeness, reliability, usefulness or timeless of any Data. All Financial data and/or economic

information provided may be delayed or may contain errors or be incomplete. This disclaimer applies to both isolated and aggregate uses of the

Data. All Data is provided on an “as is” basis. None of the Financial data and/or economic information contained on this Publication constitutes a

solicitation, offer, opinion, or recommendation, a guarantee of results, nor a solicitation by the Bank of an offer to buy or sell any security, products

and services mentioned into it or to make investments. Moreover, none of the Financial data and/or economic information contained on this

Publication provides legal, tax accounting, financial or investment advice or services regarding the profitability or suitability of any security or

investment. This Publication has not been prepared with the aim to take an investor’s particular investment objectives, financial position or needs

into account. It is up to the investor himself to consider whether the Data contained herein this Publication is appropriate to his needs, financial

position and objectives or to seek professional independent advice before making an investment decision based upon the Data. No investment

decision whatsoever may result from solely reading this document. In order to read and understand the Financial data and/or economic information

included in this document, you will need to have knowledge and experience of financial markets. If this is not the case, please contact your

relationship manager. This Publication is prepared by the Bank and is based on data available to the public and upon information from sources

believed to be reliable and accurate, taken from stock exchanges and third parties. The Bank, including its parent,- subsidiary or affiliate entities,

agents, directors, officers, employees, representatives or suppliers, shall not, directly or indirectly, be liable, in any way, for any: inaccuracies or

errors in or omissions from the Financial data and/or economic information, including but not limited to financial data regardless of the cause of

such or for any investment decision made, action taken, or action not taken of whatever nature in reliance upon any Data provided herein, nor for

any loss or damage, direct or indirect, special or consequential, arising from any use of this Publication or of its content. This Publication is only valid

at the moment of its editing, unless otherwise specified. All Financial data and/or economic information contained herein can also quickly become

out-of- date. All Data is subject to change without notice and may not be incorporated in any new version of this Publication. The Bank has no

obligation to update this Publication upon the availability of new data, the occurrence of new events and/or other evolutions. Before making an

investment decision, the investor must read carefully the terms and conditions of the documentation relating to the specific products or services.

Past performance is no guarantee of future performance. Products or services described in this Publication may not be available in all countries and

may be subject to restrictions in some persons or in some countries. No part of this Publication may be reproduced, distributed, modified, linked to

or used for any public or commercial purpose without the prior written consent of the Bank. In any case, all Financial data and/or economic

information provided on this Publication are not intended for use by, or distribution to, any person or entity in any jurisdiction or country where

such use or distribution would be contrary to law and/or regulation. If you have obtained this Publication from a source other than the Bank

website, be aware that electronic documentation can be altered subsequent to original distribution.

As economic conditions are subject to change, the information and opinions presented in this outlook are current only as of the date indicated in

the matrix or the publication date. This publication is based on data available to the public and upon information that is considered as reliable. Even

if particular attention has been paid to its content, no guarantee, warranty or representation is given to the accuracy or completeness thereof.

Banque Internationale à Luxembourg cannot be held liable or responsible with respect to the information expressed herein. This document has

been prepared only for information purposes and does not constitute an offer or invitation to make investments. It is up to investors themselves to

consider whether the information contained herein is appropriate to their needs and objectives or to seek advice before making an investment

decision based upon this information. Banque Internationale à Luxembourg accepts no liability whatsoever for any investment decisions of

whatever nature by the user of this publication, which are in any way based on this publication, nor for any loss or damage arising from any use of

this publication or its content. This publication, prepared by Banque Internationale à Luxembourg (BIL), may not be copied or duplicated in any form

whatsoever or redistributed without the prior written consent of BIL 69, route d’Esch ı L-2953 Luxembourg ı RCS Luxembourg B-6307 ı Tel. +352

4590 6699 ı www.bil.com.


