
One for the Record Books: Q2 Review and Q3 Preview
“One of the important factors behind the fluctuation between bull and bear markets, between booms and crashes and bubbles, is 
that investor memory has to fail us – and fail universally – in order for the extremes to be reached.”

- Howard Marks, renowned American investor

The Through Line: Equity and fixed income markets navigated a minefield of potentially damaging disruptions during the second quarter 
before ending on solid footing. In fact, stocks advanced by double digits in many parts of the world. Sturdy fundamental underpinnings were 
a frequent focus of our commentary in Q2. We also took issue with the widely held fear that robust market advances automatically implied a 
bubble about to burst. This week’s piece revisits key Q2 themes, hunting for clues they might offer for the months ahead.

One for the record books
It’s a big week for summertime celebrations: Canada Day on 
Wednesday, July 1, and America’s 250th birthday on Saturday, the 
4th of July. Global equity markets embraced the celebratory spirit 
early, capping off a volatile quarter in record-setting fashion. Global 
stock markets powered through despite a hefty list of potentially 
troubling concerns (e.g., continued conflict in Ukraine and the Middle 
East; an ongoing energy shock; fears of a market bubble; rising 
inflation; a new U.S. Federal Reserve Chair). Their rallying cry: “Hold 
my beer – we see sound fundamentals and an AI boom to anchor to.”

The S&P 500 and Russell 1000 (both proxies for large cap, blue chip 
companies) were up 15% for the three months ended June 30, as 
was an index representing all global stocks – the MSCI All Country 
World Index (MSCI ACWI). AI/tech-themed proxies, particularly those 
representing semiconductor stocks, threw an even rowdier party. 
The Philadelphia Semiconductor Index (SOX) was up 88% while 
the NASDAQ advanced 21%. The force and persistence of the up 
moves left some watchers suggesting a bubble must be imminent, 
forgetting that blockbuster Q1 earnings and solid profit margins 
lent viable support to the price movement (charts). 
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Consumer resilience is a fundamental driver 
The AI trade gets much of the credit for driving markets, but consistent 
consumption also played an important role in supporting economic 
activity (WSP - Just the FAQs Part II – The Enigmatic Consumer). 
Consumers in aggregate rarely keep their wallets closed for long. In 
fact, after the initial sharp (and brief) pandemic retreat, the rate of 
expenditure accelerated and has continued to climb.
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Although it’s tough to get an accurate picture from headlines (or 
consumer sentiment readings, which have diverged widely from 
aggregate statistics since the pandemic), household finances are 
actually in pretty solid shape. For many, it admittedly doesn’t feel 
that way since prices on nearly all goods are substantially higher 
than they were at the decade’s outset. Larger tax refunds in the U.S., 
courtesy of last year’s tax legislation (OBBBA), helped cushion part of 
the shock of higher energy prices. An unemployment rate hovering 
near record lows also helps because employed people tend to keep 
on spending. 
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Can consumption continue with AI on the way?
In Q2, reams of media headlines suggested AI is coming to 
displace many/most jobs. An increasing number of earnings reports 
during the period hinted at plans to limit hiring and/or engage in 
displacements due to the implementation of new technologies. We 
find the angst to be a bit overdone. Business leaders repeatedly 
tell us that they are desperate for individuals who can lean into 
the messiness of change and help figure out new processes and 
procedures. Those who dive in early are getting voting seats at the 
critical tables where blueprints for the future are being drawn up. 

Early reads indicate that deploying AI across teams leads to multi-
disciplinary thinking and creates new opportunities for those who 
can integrate actions across multiple business activities. Non-linear 
thinkers should thrive, along with those who possess solid people 
skills and can communicate well. For all the current fear-mongering 
about the rapidity of change, given institutional process inflexibility 
(and a host of other factors), it’s likely to be more gradual and at the 
margin than the current perception.

The disconnect between what the aggregate consumer spending 
numbers imply for Wall/Bay Street (“all’s well, nothing to see 
here”) and Main Street (“I can’t afford gas, daycare, a house or 
eggs; AI is coming for my job”) will be a key issue at the ballot 
box in a few months. Sentiment surveys tell us we’re just not 
feeling it no matter what the numbers imply. Still, markets 
will focus on aggregate numbers; if employment stays steady, 
the fundamentals continue to auger well from an investor 
standpoint.

Rewiring for a new reality
We touched on AI a number of times this quarter (WSP - Musings on 
the State of the AI Trade, WSP - A Brave New World, WSP - Wrangling 
Risk). The AI and technology investment narrative shifted from 
“who can spend the most on data centers?” to “who is getting 
a measurable ROI?” In the accelerating race to deploy AI, cost 
bottlenecks are rapidly appearing. End users are reassessing budgets 
while they are still trying to experiment and redesign/reinvent work 
flows. Messiness is to be expected in an industry moving this rapidly 
but sitting it out isn’t an option. 

Also exacerbating the cost equation: triple-digit increases in the 
price of semiconductor memory chips. The quickly ramping buildout 
of data centers – and CapEx plans from a handful of the largest tech 
companies aggregating more than $700 billion – is placing huge 
demand on a very limited supply of memory chips. For example, 
each Nvidia GPU – graphic processing unit – installed in a data 
center requires 10 memory chips. Semiconductor manufacturing is 
notoriously cyclical, needing substantial infrastructure to produce. 
The sudden increase in demand from a narrow class of client 
willing to pay top dollar means supply is diverted from everyone 
else. Additional supply may be many quarters – if not years – away, 
factoring in the lead times needed to add capital-intensive capacity. 

Consumer electronics and other users of memory chips are being 
deprioritized or forced to pay up. Apple announced across-the-board 
price increases last week, noting this specific issue. Those who have 
strong enough brands will pass along some of the cost increases 
since many are at the breaking point in absorbing them. Others may 
be less able to do so, thereby impacting margins. We’ll know more in 
a few weeks when earnings are released. 
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The downside effects of decades-long underinvestment in 
infrastructure in the U.S. and elsewhere have come home 
to roost. Luckily, a handful of large, profitable technology 
companies is orchestrating the bulk of the initial spending. 
The process of bringing capacity online could be contentious 
and expensive yet ultimately well worth it. History shows that 
investments in capital stock generate increases in productive 
capacity far into the future.

Bubble watch
The second quarter’s strong equity performance, which came on the 
heels of three consecutive years of double-digit increases, dialed 
investors’ anxiety settings up to “max.” Indeed, the early weeks 
after the Iran war launched on February 28 saw a pullback, albeit 
less dramatic than last year’s post-Liberation Day decline. Key in this 
quarter’s trading action: investors’ discernment in both stock and 
bond markets has been notably evident (WSP - Just the FAQs Part 
I – Market Mayhem, WSP - Profile of a Bubble (How Worried Should 
We Be?), WSP - Wrangling Risk). The most recent case in point: last 
week’s debt offering from SpaceX. On one hand, several ratings 
agencies gave it an investment-grade rating – despite significant 
data-center expenditures and no earnings. Demand was heavy: 
nearly four times the $20 billion initially suggested that would 
be floated. But investors in the longer-dated debt demanded 
higher interest rates, suggesting they are skeptical of the rating-
agency view and/or want to receive extra payment for taking on a 
potentially more volatile situation for a longer time. 

Stock investors, too, have proven quite deliberate in their attentions. 
Share prices for companies in the same industry receive different 
treatment to reflect leverage ratios, data-center spending and 
hiring announcements, for example. The fact that there is so 
much overt talk of a potential bubble is in itself a pretty decent 
contraindicator. We have used many charts to illustrate market 
resiliency over the last few months. But the one below starkly shows 
that the historical trend favors the bulls. 
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We expect volatility to stay elevated for the rest of the year 
against a backdrop of full valuations, higher share prices 
(which leave investors decidedly vulnerable to any whiff of the 
unexpected) and the heightened political agita accompanying 
the fast-approaching mid-terms. Luckily, earnings season starts 
in just a few weeks, bringing some solid fundamental guidance 
that investors crave.

Inflation/interest rates/new Fed/bond 
behavior
Higher energy prices for much of the quarter kept inflation readings 
toasty. Supply/demand imbalances of goods (semiconductors, land, 
ability to connect to the grid) and services (skilled labor, top-level 
AI engineers) are also adding to costs and inflation. The fixed 
income market’s patience is being challenged by two big factors. 
First, we have a new Fed Chair charged with the oversight of a body 
perceived to be under threat of losing its independence. Second, we 
have politicians cutting taxes and increasing spending. Yet, bond 
markets have stayed range bound and largely orderly. We noted 
(WSP - Bonds Behaving Badly, WSP - Great (Inflation) Expectations 
– Part I and WSP - Great (Inflation) Expectations – Part II) that bond
traders seem to be giving the economy the benefit of the doubt that
disruptions like tariffs and the energy shock will roll through the
system with a less than 100% impact. Waves of impacts from tariffs,
the energy shock and the AI infrastructure demand pull are more
tolerable reasons for sticky prices than if a tight labor market were
pushing prices up more quickly.

Implications for Investors
Markets handled the many and varied challenges of the quarter 
in fine form – rewarding and reprimanding individual issues on a 
case-by-case basis. Some sectors (software, semiconductors) saw 
outsized moves that pushed securities/markets perhaps a bit further 
than fundamentals support. But these interim under-the-hood 
adjustments help investors reposition and redeploy. 

Volatility could intensify in the quarter(s) ahead as the AI trade 
broadens to other players and thematically advances to adjust for 
different cost pressures and a potentially more arduous path to data-
center scaling and completion than originally planned. Much of the 
market movement over the last few years has been dictated by a 
narrow cast of characters. Recent broadening in participants is both 
evident and necessary for continued market advancement. There 
is ample fundamental support for this broader list of industries to 
participate. We suspect earnings season will reinforce this view (as 
it did in Q1) by delivering strong earnings and revenue growth from 
more than just tech.  

Core fixed income, especially bonds that have nearer maturity 
dates (“at the short end” in industry parlance), could play an 
important diversifier role. It’s too early to venture into longer-dated 
maturities because we believe there is insufficient compensation for 
reaching too far on the fixed income curve. Emerging markets offer 
increasingly attractive opportunities, especially now that the Middle 
East appears to be stabilizing and investors around the world are 
seeking to diversify their exposure.
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Next week in North America
Key reads on services activity, trade and inventories in both countries. U.S. Congress on recess.

Monday 7/6:		�

Tuesday 7/7:		

Wednesday 7/8:	�

Thursday 7/9:		

Friday 7/10:		

 U.S. S&P Global Services and Composite PMIs, ISM Services Indexes, House and Senate 
both on recess Canada S&P Global Services and Composite PMIs, BoC Business outlook survey

U.S. Trade balances | Canada International Merchandise Trade, Ivey Purchasing Managers Index

 U.S. Wholesale trade and inventories, FOMC minutes released | Canada none scheduled

 U.S. Initial jobless claims, Existing home sales | Canada none scheduled

U.S. none scheduled | Canada Employment reports, Building permits 
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Precious metal investing involves greater fluctuation and potential for losses.
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