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February was another solid month for diversified investors, and the big story was

continued broadening – small caps outpaced large caps and international equities

again led the way, reinforcing the rotation we’ve been expecting to persist through

2026. For the month, the S&P 500 fell 0.3 percent, and the Dow Jones rose 1.4

percent. But the big winners were smaller capitalization stocks and international stocks

with the Russell Midcap gaining 4.3 percent, the Russell 2000 gaining 2.5 percent, the

MSCI EAFE gaining 4.1 percent and the MSCI Emerging Markets Index gaining 3.4

percent. The bond market continued to advance with the Bloomberg US Aggregate up

1.4 percent in February, while municipal bonds also gained 1.1 percent as measured

by the Bloomberg US Municipal index.

Our intention this month was to focus on the thematically bipolar nature of the

Generative AI story (are we entering an age of material abundance or one so bereft of

human employment the economy must by necessity crash) and we will get to that. But

given the military operations which began in Iran over the weekend, we wanted to first

address how Operation Epic Fury may affect markets over the next several weeks.

Morgan Stanley has quickly created a dedicated online resource to address concerns

about what’s happening in the Middle East. We don’t feel comfortable making specific

predictions yet given the volatile nature of the situation and the uncertainty about how

long it may last, but the linked piece above does highlight some key risks.

Protracted oil-supply disruptions in the Strait of Hormuz could lift gas prices, fan

consumer inflation and slow household consumption.

U.S. midterm elections could become more sensitive to cost-of-living concerns if

extended conflict keeps energy prices elevated.

A potential energy-supply shock could also box in the Fed, increasing the odds of

smaller rate moves or a pause as officials weigh inflation concerns against growth

concerns.

Military escalation could lead to higher U.S. defense outlays and larger deficits,

putting upward pressure on long-term bond yields—a potential headwind to equity

and fixed income assets.

We do still want to focus this month on what we think has caused most of the 2026 US

market volatility before Operation Epic Fury began. As we highlighted above, markets

have been vacillating between the idea that corporate earnings will grow pretty

substantially from generative AI adoption and the inversely related idea that massive

unemployment brought about by that very same technology may lead to an economic

decline or even a recession. In a literal sense, companies are becoming more

profitable because they are replacing workers with capital. Even with the Iranian

situation, we think how these inseparable opposites develop this year will determine

what the history books write about markets for 2026. Hardly a day goes by now that at

least one client does not forward an article to us or ask us a question that spawned by

the limit expansion of one of those two beliefs.

As Andrew Sheets, Equity Strategist, put it in his Global Macro note this month, “it's

hard to disprove such an elusive force. The US software sector reported ~30% EPS

growth in 4Q26. In January, the US economy added 172k private sector jobs, the

unemployment rate fell, and both the participation rate and hours worked rose. None of

this dispelled the fear that major disruption from AI could still lie ahead.” As you are

likely award, the software stocks were hit pretty hard in February despite good

earnings and decent forecasts. The communication services sector of the S&P 500

declined 6.5 percent for the month.

So what does Morgan Stanley think about AI adoption, corporate profits, and job

losses? And what does our team think? Perhaps more importantly, how are we

positioning portfolios as a consequence and what changes do we think we may make

as the story unfolds?

Morgan Stanley’s view is nuanced. Our Global Thematics unit issued a report on

January 15
th

 that is worth the time to read. It’s entitled AI Adoption and the Future of

Work: Survey Results Highlight Surprising Depth of Impact. Keep in mind these are

survey results. That said, we found them enlightening as they highlight that for many

white-collar workers, AI job replacement is already here.

Key Takeaways

We surveyed companies in the US, UK, Germany, Japan and Australia to assess the

impact of AI adoption on employment.

Our survey targeted sectors where we see an AI value creation TAM of 50% of

pretax income: Consumer Staples, Real Estate, Transport, Healthcare Equipment &

Services, and Autos.

Respondents reported that over the past 12 months, AI has contributed to the

elimination of 11% of jobs and an additional 12% of positions not being backfilled.

These negative dynamics were partially offset by an 18% new hire volume, leading

to a 4% net job loss over the last 12 months.

Net loss of positions was highest by survey country in the UK and by sector for

Autos.  US companies reported a 2% net gain in jobs over the last 12 months.

The report further details how this is likely to impact corporate earnings. In a nutshell,

it’s material and positive. So far, job losses appear primarily in white collar entry-level

work and routine, repeatable white-collar tasks. One of the more interesting

observations however was that significant numbers of employees whose jobs were

eliminated immediately or very quickly moved to new work enabled by the very same

force that eliminated their prior jobs -- AI. At the risk of being overly optimistic, we do

think the net effect of AI over time is likely to be positive for corporate earnings and

markets. That said, there will be periods of time when job losses likely exceed the

ability of the economy to quickly retrain and position displaced workers.

One of the findings of the survey was that recent college graduates and those with

limited work experience (2-5 years) were the individuals most likely to be hired despite

their rolls being the most likely to be eliminated – possibly because younger workers

are seen as more capable of adapting to the new technology and embracing it within

corporate ecosystems.

 

The intersection of AI and Robotics is very likely to begin to alter the more blue-collar

workforce relatively quickly as well. Morgan Stanley research issued a separate report

in December entitled Embodied AI and the Rise of Humanoid Robots which is also

worth the time to read. That said, the first robots likely to replace jobs outside of a

factory setting are almost certain to be autonomous vehicles. Roughly 5 million people

in the US make their living driving. Over the next 2-5 years, autonomous vehicles are

quickly going to replace many of those jobs.

Our team prefers to think of it this way: over time, AI and robotics are very likely to be

good for both corporate earnings and the material lifestyle of an average human being.

That said, to intentionally mix some metaphors, anyone who thinks this omelet gets

made without cracking some Ostrich-sized eggs has their head deep in the sand. If we

had to guess, the requisite intelligence required to produce meaningful and

economically valuable labor output is about increase dramatically over short span of

time – 5-10 years.

Two hundred years ago in 1826, you were economically useful if you could simply do

manual labor of any variety. Children were often out of the house in their early teens.

Almost everyone worked in agriculture and almost everyone worked until they died.

The industrial revolution, telephones, automobiles, trains, computers, the internet and

a million other technological advancements changed all of that. Being economically

useful today requires greater intelligence and it takes longer to learn the necessary

skills. It requires more brainpower and less muscle power. Today, children rarely are

ready to venture forth from their homes until their twenties – at the earliest. Roughly 38

percent of the adults in the United States do not work outside their homes. Obviously,

some of those folks work very hard inside the home so the statistics can be a little

misleading. And a decent number, 4-5 percent of the population, are actively looking

for some work but don’t have a job – that’s the measured “unemployment rate” often

cited in news reports. But we separate the unemployment rate from the workforce

participation rate in economic statistics because the 38 percent number can be a little

shocking on its face.

If we had to guess, 20 years from now, the workforce participation rate will invert from

what it is today – roughly 60 percent of the people won’t be working outside the home

and most of them likely won’t be looking for any kind of employment. But on the other

hand, the 40 percent who will be working are going to be dramatically more productive

in the aggregate than the 60 percent who work now – even if population holds roughly

constant. The average person’s life, at least as measured in material comfort, will be

much better than it is today. That’s not necessarily bad story for stocks. The overall

return on capital is likely to be pretty high over that span. We also think that taxes and

social welfare benefits probably both grow considerably too. But ultimately, long term,

we are optimistic about AI and its adoption. Our concern, however, is that market

volatility is going to be elevated fundamentally. That’s a lot of change over a short span

of time. The industrial revolution happened over roughly a hundred years. This is going

to be much faster and that invites anxiety, volatility, risk, and opportunity.

We agree with Morgan Stanley’s Andrew Sheets, Strategist, who summed it up this

way, “one way to describe the impact of AI is that it is widening the range of long-term

outcomes, and thus the value of convexity, or unequal outcomes, across assets.

In interest rates, we think central banks remain sensitive to concerns around labor

market disruption, making scenarios of larger cuts more likely than larger hikes. That

should support steeper curves, and the idea that 'duration still diversifies. In FX, the

market is clearly in search of a safe-haven asset that can work in an uncertain future.

Given a shortage of reliable diversifiers, our FX strategy team believes that CHF will

continue to appreciate, following the pattern seen in gold (where perceived scarcity

value has driven gains despite ‘expensive’ valuations).

And across equities and credit, we think the latter is disadvantaged as the cycle burns

hotter, and future paths expand. Through end-2026, we continue to forecast equities

higher, spread moderately wider,' following the pattern of 1997, 1998, and 2005. At a

more micro level, we see opportunity in the public equity of select recent

underperformers, where upside could be material if the AI bear case is avoided.”

At the margin of where we have positioned clients today, we do intend to spend the

early part of this year focused on removing credit bond exposure from portfolios. It’s a

risk we do not think we are being properly compensated for taking right now. We also

like strategies that make money off rising volatility – hedge funds, global macro

investments, and other alternatives.

We believe, as we wrote in January, that 2026 has more volatility in store – more

amplitude in the wave but with a continued uptrend. We still think the yield curve will

steepen this year, the dollar will weaken, AI is disinflationary, and the Fed will cut rates.

But we also remain cautiously optimistic we’ll post positive equity returns for 2026

despite its challenges – the other side of the AI trade is likely more corporate profits

and stocks follow earnings above all else.

As always, if you have any questions or concerns, please don’t hesitate to reach out to

any member of the team.
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