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The first quarter of 2026 marked a fundamental change
in the bond market, and global monetary policy driven
by the war in Iran. The Middle East conflict has led to

a functional closure of the Strait of Hormuz, disrupting
not only the flows of oil and liquefied natural gas (LNG)
but also other critical commodities such as fertilizers
and sulfur. Vessels traveling through the strait have
dropped from a daily average of more than 100 before
the beginning of the war, to only 2 to 4 per day over the
past month. The reverberation of this disruption has
sent the price of crude oil from the mid $60s in the
beginning of the year to over $110 at the end of the first
quarter of 2026. The shipping crisis in the Gulf is now

the longest supply chain disruption in the history of the
global oil market!

Fixed Income Analyst,
Portfolio Manager

Beyond oil, natural gas is a key input in the production
of nitrogen-based fertilizers. The Strait plays a critical
role in global agricultural supply chains, with 20 to
30% of globally traded fertilizers transiting through. 23
Additionally, Qatar accounts for a third of the world’s
helium supply, and the effects are already rippling
through global technology supply chains as helium
plays a critical role in semiconductor manufacturing.
Furthermore, half of all seaborne sulphur trade passes
through the Strait as well, an important input to battery
chemistry and fertilizers. This broad-based supply
shock—spanning energy, agriculture, and industrial
inputs—has materially shifted inflation expectations
higher, forcing central banks to reassess what had
been a synchronized easing cycle.

Key Market
Takeaways

1 The Iran war and effective closure
of the Strait of Hormuz triggered
a broad supply shock in energy;,
fertilizers, and industrial inputs,
pushing global inflation
expectations higher and
upending the expected
rate-cut cycle.

2 Central banks have shifted to
a more hawkish stance, leading
to rising yields, bear-flattening of
G7 curves, and renewed pressure
on longer-duration bonds, while
Saturna's conservative duration
positioning helped limit rate
sensitivity.

3 GCC sukuk and bond issuers have
shown resilience despite growth
risks, and Saturna continues
to emphasize capital
preservation by focusing
on high-quality credits with
strong balance sheets and
financial flexibility
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Monetary Policy — The Pivot

Going into 2026, global central banks were aligned
around a soft-landing narrative. The Federal Reserve
had penciled in two rate cuts for the year, with markets
pricing 2.6 cuts by year-end. The European Central
Bank (ECB) had moved ahead of the Fed, cutting their
policy rate eight times from 4% to 2%, and by June
2025, their cutting cycle was complete. Similarly, the
Bank of England was on track to continue reducing
rates to 3.25% in 2026.

This consensus was upended within days of the war's
onset, driven by fears of the conflict’s ability to spur a
global inflationary shock to the economy. The Fed held
at 3.50 to 3.75% for the second consecutive meeting
and removed anticipated cuts from its consensus
economic projections. Personal Consumption
Expenditures (PCE) inflation expectations were revised
up to 2.7% for 2026, and the Atlanta Fed placed an
approximately 20% probability on a hike — a figure
that would have been unthinkable in January.* Fed
Chair Powell acknowledged the dilemma clearly: the
tendency is to “look through” a supply shock, but only if
inflation expectations remain anchored.®

Eurozone inflation has moved up from 1.9% in February
to0 2.5% in March, a particularly staggering rise resulting
from the region’s reliance on foreign energy imports.®
This large move brings the economy closer to the
ECB's adverse scenario, and above the bank’s 2%
target, increasing the probability for an interest rate
hike.” The Bank of England unanimously decided to

hold rates at 3.75% — a complete reversal from its prior
cutting path — with markets pricing in a 60% probability
of a hike in June, with two possible by the end of the
year.

Bond Market
Monetary policy

Changing inflationary dynamics and resulting shift in
monetary policy fed directly into the bond markets.

The defining feature of this quarter for bond portfolio
managers was the failure of the safe-haven trade.
Typically, geopolitical shocks send investors into
sovereign bonds, pushing yields down. However, rather
than rallying, inflation fears from the oil spike drove

a global bond selloff, marking a clear departure from
historical safe-haven dynamics. From just before the
start of the war to quarter end, the US 10-year Treasury
yield surged from 4% to 4.32%, 10-year German Bunds
moved from 2.69% to ~3.0%, and UK 2-year Gilt yields
rose more than 85-basis points. The curve dynamic
across most G7 markets was bear flattening — short-
end yields rising faster than the long end, reflecting
hawkish monetary policy repricing.

Market Dynamics

Duration performance dynamics shifted from last year
which saw the belly of the curve, particularly the 5-7
year maturities, drive performance. The first quarter
of 2026 went back to the dynamics seen in years’
prior where long duration saw more negative impact,
and shorter bonds outperformed . While we did see
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US Treasury Curve
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an uptick in volatility and broadly rising interest rates
across fixed income, Saturna maintained conservative
duration positioning across fixed income funds, to
minimize sensitivity to interest rates and the long-end
underperformance.

As represented by the chart below, bond market
volatility ticked up after the start of the Iran war, but

still not to the levels seen last year after Liberation

Day. The sukuk market, represented by the Bloomberg
Custom Sukuk Index (approximately 200 US dollar
sukuk issuers), and the FTSE IdealRatings Sukuk Index
has held its low relative volatility seen historically.

This emphasizes that despite the conflict, sukuk
issuers, particularly in the GCC have shown resilience
underpinned by strong credit and financial flexibility.
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The GCC bond and sukuk market face counteracting
forces. According to an analysis done by the

UN Development Program 2 we could see GDP
contractions of 3 to 5% for Saudi Arabia and UAE,

and up to 14% for Kuwait and Qatar? if the Strait
remains closed — despite these countries being the
world’s primary oil exporters. The core paradox is that
Hormuz closure makes export of oil more difficult,
which counteracts to some extent the high oil prices.
Saudi Arabia has more flexibility due to their east-west
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pipeline which opens some oil exports despite the
Strait closure. The UAE also has more flexibility with
only 30% of GDP coming from oil, and access to the
Abu Dhabi Crude Qil Pipeline which also bypasses

the Strait!o" Many GCC issuers in the sukuk market
have demonstrated exceptional financial flexibility, low
debt levels, and strong governance. Going forward,

we expect to see more infrastructure investment,
diversification, and vulnerability mitigation. We also note
that no Fitch-rated GCC sukuk has defaulted, and 84%
remain investment-grade. The asset class has proven
its relative value credentials under stress.”

The same supply-driven inflation dynamics are playing
out unevenly across emerging markets. Latin America
for example, entered 2026 mid-easing cycle and

has been forcibly reversed. Brazil faces a compound
shock: it is the world'’s largest fertilizer importer, with
approximately 50% of supply transiting Hormuz,
threatening its status as the producer of 60% of
global soy exports. Colombia hiked rates twice in three
months — first due to a 23% minimum wage shock,
then compounded by war — with rates reaching 11.25%
by quarter end.”® The Colombian peso has been one

of the strongest currency performers relative to the
USD, appreciating more than 2.4% since February 26,
2026. Mexico surprised with a cut to 6.75% despite
the Consumer Price Index (CPI) at 4.63%, prioritizing

a weaker growth outlook, though the peso has since
slipped past 18 US dollars. For Colombia and Brazil, the
benefit of being a net oil exporter is largely countered
by rising fertilizer import costs, US dollar strength, and
tighter global financial conditions, creating an uncertain
path ahead.
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Going Forward

We remain vigilant to the changing global market
dynamics. The duration of the closure of the Strait of
Hormuz and the Iran war will drive economic outcomes,
inflation expectations and consequently monetary
policy. Saturna continues to navigate stormy markets
by prioritizing our fixed income funds’ primary objective
of capital preservation. In addition to extensive

credit diligence, and conservative duration profile,

we maintain positioning in issuers able to have the
financial flexibility to weather economic cycles.
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