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Climbing a Wall of Worry

The second quarter of most years tends to be a mediocre time for
the stock market, and this contributes to the Wall Street adage “sell
in May and go away.” Historical data shows that of the four quarters
of the year, the second quarter is the next-to-worst performing
period, with an average gain of 2.5% to 3.0% in the S&P 500.

However, the second quarter of 2026 broke the mold. In the period
the S&P 500 recorded a gain of 14%, the Dow Jones Industrial
Average rose 12.9%, and the Nasdag Composite Index soared
19.6%. These were the best quarterly gains since the second
quarter of 2020. As a refresher, stocks plunged in early 2020 in
response to the global economic shutdown mandated due to the
rapid spread of the COVID-19 virus, and the S&P 500 dropped 34%
from its February 2020 peak to its March 2020 low, fell 12.5% in
the month of March, and declined 20% in the first quarter of the
year. In other words, the second quarter of 2020 brought a relief
rally from a quick, but severe, bear market in the first quarter.

SOLID FUNDAMENTALS AND GOOD LIQUIDITY

The S&P 500 lost 4.6% in the first quarter of this year due to the
Iran conflict which triggered a major disruption in global oil supplies.
But equities were surprisingly resilient in the face of numerous risks
including worrisome inflation, the ongoing conflict between Russia
and Ukraine, the instability and uncertainty in the Middle East, and
the blockade of the Strait of Hormuz.

Although some believe the stock market has been dangerously
complacent given these risks, we disagree. The resilience of the
2026 stock market is directly tied to good US economic activity and
impressive earnings growth. In fact, while the S&P 500 is up 21%
from the June 2025 close, S&P Dow Jones consensus data shows
S&P Composite earnings are up an estimated 22% in the same
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time frame. In short, the US equity market continues to be driven
by earnings.

BUBBLE? YES OR NO?

Some strategists warn that the 2026 equity market is a bubble
waiting to burst. Again, we disagree. Late-stage bubbles are driven
by extreme optimism, record high ownership of equities, leverage,
and overvaluation. This does not describe the 2026 market which
has been driven by strong earnings. The S&P 500 price earnings
multiple based upon 2026 estimated earnings was 21.9 times in
December 2025 and was 21.8 times earnings at the end of June
2026.

In terms of equity ownership, the Investment Company Institute
reported money market funds totaled $7.9 trillion at the end of June
and Federal Reserve data shows total household cash and cash
equivalents (which includes money market funds) was an
estimated $18.4 ftrillion at the end of March. This means that
household cash equates to roughly 29% of US market
capitalization of $74.5 trillion. This ratio is up from 28% at the end
of 2025. In terms of extreme optimism, a late June survey from the
American Association of Individual Investors shows less than 45%
of all investors are bullish while 36% are bearish. This remains well
below the 55% to 60% bullish ratio seen at recent market peaks. In
short, stocks do not appear to be overvalued or over owned and in
fact, there is significant cash on the sidelines. Solid earnings
performance and high cash balances are two of the factors that
underscore our long-term bullish outlook.

Others have argued that the equity market is driven by a small
number of large capitalization Al-related stocks. However, the
Russell 2000 index, which includes small and medium-sized
companies, is up 20.9% year-to-date, which is far more than the
gain in the S&P 500 index of 9.6%. In short, equity performance is
much broader than just Al-related stocks. Others worry that the
datacenter and infrastructure buildout is generating an
unprecedented wave of debt issuance. Hyperscalers such as
Alphabet Inc. (GOOGL - $357.37), Amazon.com (AMZN -
$238.34), Microsoft Corp. (MSFT - $373.02), and Meta Platforms,
Inc. (META - $563.29) are expected to spend $700 billion in outlays
this year. Al-related global debt issuance was nearly $236 billion
as of May 2026, four times greater than the same period a year
ago. This could become a negative for these companies if Al
demand falters, but at present and the foreseeable future, this does
not appear to be so.
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Although some are worried
that the 2026 stock market
is forming a bubble, the
characteristics of a late-
stage bubble such as
extreme optimism, record
high ownership of equities,
excessive leverage, and
overvaluation do not exist
today.

The risks facing the 2026
financial markets are an
escalation of the Iran
conflict triggering a
disruption of oil supplies
and/or a lack of job growth
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MONITORING RISKS

No equity market is risk free and we have two main areas of
concern. The first is that the Iran conflict could escalate and result
in the bombing of energy infrastructure in the Middle East. This
could trigger soaring crude oil prices and higher inflation. Market
watchers may have noticed that stock prices have moved inversely
to the price of crude oil for most of the second quarter.

The second concern is the labor market. The expansive
introduction of Al includes the risk of mass layoffs and fewer
opportunities for recent graduates in some sectors. Unfortunately,
new technology has always been a disruptor, but we believe Al will
reduce jobs in some industries and create new jobs in different
areas. But in the short run it could be a negative. And it comes at a
time when employment is already slowing. May data from the
Bureau of Labor showed total employment grew a mere 0.3% YOY
in both the establishment and household surveys. This compares
to the long-term average of 1.5% YOY. Less employment suggests
a weaker consumer and slower economic activity. One consolation
is that employment has been better than expected in recent
reports.

And there are external risks. A surge in popularity in highly
leveraged ETFs on individual stocks on the South Korean Kospi
index -- where two semiconductor stocks represent over 50% of
market capitalization -- resulted in a severe selloff in the South
Korean market on June 23, 2026. That selloff spilled into the US
equity market the same day. But as we stated in our January report,
we expect “2026 will be a year of risk but great promise.” This has
been true in the first half of the year and we expect it will continue
in the second half.
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