
 

 

 
A Market in Recovery 
 
The second quarter of 2026 delivered a sharp reversal from the volatility that defined the first quarter. After 
a fear-driven start to the year, in which the S&P 500 declined approximately 4.4% and the Nasdaq 
Composite fell more than 7% amid escalating conflict in the Middle East, equity markets staged one of the 
strongest rallies of the past several years. The S&P 500 returned approximately 15.2% for the quarter, its 
best three-month performance since the 2020 post-pandemic rebound. The Nasdaq Composite returned 
roughly 21.6%, the Dow Jones Industrial Average gained approximately 13.4%, and the Russell 2000 
climbed about 21.5%, a sign that the rally broadened well beyond the largest technology names by quarter's 
end. Notably, the S&P 500 high beta index returned 27% vs the low beta index returning 5.4%, marking a 
return to favoring the high-flying speculative corner of the market. Dividend-focused strategies felt this 
rotation directly: the ProShares S&P 500 Dividend Aristocrats ETF (NOBL), a useful proxy for the steady 
dividend-growers we favor, returned approximately 6.6% for the second quarter (roughly 9.1% year to 
date), trailing the S&P 500's 15.2% advance by a wide margin and underscoring how far leadership rotated 
toward speculative growth even as quality dividend compounders continued to post gains.  
 
The rotation into value that we highlighted last quarter reversed almost as quickly as it began. Growth 
stocks, led by mega-cap technology and semiconductor names, reasserted their leadership as the Iran 
conflict eased and corporate earnings came in well ahead of expectations. The Philadelphia Semiconductor 
Index gained nearly 88% during the quarter, its best three-month performance since the index's inception 
in 1993, powered by insatiable demand for AI infrastructure and a historic memory chip shortage discussed 
below. Complicating any simple growth-versus-value narrative, the June Russell reconstitution reclassified 
several mega-cap technology companies, including Apple and Microsoft, as blended growth-and-value 
holdings. Value benchmarks now carry meaningfully more exposure to the same names driving the growth 
trade than they did a year ago, a structural shift worth keeping in mind when comparing style returns quarter 
to quarter. 
 

 



 

 

 
Sector leadership also shifted over the course of the quarter. Energy, last quarter's standout performer, 
underperformed as oil prices retreated sharply once the geopolitical risk premium began to unwind. 
Industrials, financials, and healthcare picked up the baton late in the quarter as some investors rotated away 
from richly valued technology names, though industrials remain the top-performing S&P 500 sector for the 
1H2026 on a total return basis. With the median S&P 500 stock trading at a trailing price-to-earnings ratio 
above 25 by quarter-end, capital also moved further down the market-capitalization spectrum in search of 
value, helping fuel the strength in small- and mid-cap stocks noted above. 
 
Two developments suggest the rally was built on more than momentum. First, the advance broadened 
beyond the small group of mega-cap AI names that dominated 2023 through 2025. Every sector in the S&P 
500 posted a positive total return in the quarter, led by a 43% surge in large-cap technology, according to 
S&P Dow Jones Indices' sector data, but cyclical sectors from financials to industrials participated as well. 
Second, the earnings backdrop genuinely improved rather than merely beating a lower bar. First-quarter 
results, reported through April and May, saw 84% of S&P 500 companies beat consensus EPS estimates, 
the highest share since the second quarter of 2021 and above the five-year average of 78%, producing the 
index's strongest earnings growth since the fourth quarter of 2021. Analysts have continued raising 
estimates rather than trimming them: the projected year-over-year earnings growth rate for the second 
quarter has been revised up to 23.3% as of early July from 18.8% at the end of March, an unusual mid-
quarter upgrade that, if it holds, would mark a second consecutive quarter of earnings growth above 20%. 
 
The rotation was as much a story about risk appetite as it was about style labels. The same investors bidding 
up growth also bid up the market's highest-beta, most speculative names, while the steadier, lower-volatility 
cohort of the index was left behind after leading in the first quarter. 
 

 
 



 

 

 
A quarter in which the riskiest quintile of the market outperforms the safest by nearly 22 percentage points 
is not, in our view, an environment to chase.  
 
 
The Iran MOU: De-escalation, Not Resolution 
 
The conflict that dominated headlines last quarter took a decisive, if incomplete, turn toward de-escalation, 
though not before several more rounds of escalation. Iran briefly declared the Strait of Hormuz fully open 
on April 17, only for both sides to re-escalate days later after the U.S. Navy seized an Iranian vessel and 
Iran fired on commercial shipping. By some industry estimates, Gulf producers had shut in more than 11 
million barrels per day of output at the disruption's peak. The two sides finally signed a 14-point 
memorandum of understanding on June 17, brokered around the G7 summit, calling for the permanent 
termination of military operations on all fronts, including in Lebanon, and opening a 60-day negotiating 
window toward a final agreement. 
 
The path of oil prices tells the story more precisely than any single headline. Brent crude, trading around 
$72 a barrel before the war began, jumped 51% in March alone, one of the largest one-month moves on 
record, and kept climbing through the Hormuz open-and-close cycle in April, averaging $117 a barrel that 
month, it’s highest of the war. From there the decline was genuine: down to a $107 average in May and, 
per the U.S. Energy Information Administration, an $85 average in June, a $32 per barrel retreat from the 
April peak. Prices briefly dipped below $70 on July 1, essentially back to pre-war levels, before bouncing 
to the mid-$70s within a week after Iran struck a commercial tanker near the strait and the U.S. revoked 
Iran's license to sell oil, a real-time reminder of how reversible this de-escalation still is. 
 

 
 
 
 



 

 

 
Markets have treated the MOU as a genuine turning point, and equities rallied sharply as the framework 
came together. We would caution that the agreement is described by its own signatories as a preliminary 
framework, not a final peace settlement. As in the first quarter, we would caution clients against reading 
too much into any single headline, in either direction. 
 
This kind of round trip is exactly why our Future of Energy theme is built around long-duration contracts 
and capital discipline rather than a bet on the spot price of crude. Our energy holdings are anchored in low-
cost production and multi-year LNG offtake agreements rather than marginal barrels, while our utilities and 
material positions give us exposure to the natural-gas and nuclear side of the theme, which is far less 
correlated to a single geopolitical flashpoint than the headlines of the past two quarters might suggest. 
 
 
A New Era at the Federal Reserve 
 
Perhaps the most consequential development of the quarter for asset prices was not the Iran conflict but a 
change in leadership at the Federal Reserve. Kevin Warsh was confirmed as the 17th chair of the Federal 
Reserve in a narrow, contentious 54-45 Senate vote and took office on May 22, succeeding Jerome Powell, 
who elected to remain on the Board of Governors, an unusual arrangement without recent precedent. Warsh 
arrives with a mandate for reform, establishing five internal task forces to review how the Fed 
communicates, the data it relies on, and its framework for assessing inflation. 
 

 
 
 



 

 

 
The circumstances of Warsh's arrival forced an abrupt pivot in tone. During his confirmation hearings, 
Warsh was viewed as an advocate for lower rates who believed AI-driven productivity gains would prove 
disinflationary over time. Inflation data released around his confirmation told a different story. The 
Consumer Price Index rose to an annual rate of 4.2% in May, its highest level since April 2023, while 
wholesale prices jumped 6% in April, driven substantially by the Iran-related spike in energy costs. At his 
first meeting as chair, on June 16 and 17, the Federal Open Market Committee held rates steady but dropped 
language pointing toward a future rate cut. Nine of the committee's members signaled support for at least 
one rate increase before year-end, with six of those favoring two quarter-point hikes, a sharp reversal from 
March, when the committee had penciled in a cut and not a single member favored raising rates.  
 
Markets took notice. Two-year Treasury yields jumped to their highest level in over a year, and the S&P 
500 and Nasdaq both fell more than 1% on the day of the announcement. The reversal in rate expectations, 
from two to three anticipated cuts at the start of 2026 to the possibility of hikes by year-end, is one of the 
largest repricings of Fed policy in recent memory, and one we are watching closely given its implications 
for the rate-sensitive parts of the market discussed below. 
 
The Fed's own numbers make the shift concrete. In March, the committee's median projection saw the fed 
funds rate ending 2026 at 3.4%, implying one quarter-point cut this year and a second by the end of 2027.  
Chair Warsh, notably, declined to submit a projection at all, calling the dot plot unhelpful to the conduct of 
policy and setting up what he has said will be a broader review of how the Fed communicates. 
 
The same repricing hit precious metals even harder than equities. Gold, which had set a string of record 
highs above $5,500 an ounce in January on fears of dollar debasement and fiscal risk, gave back all of its 
first-quarter gain and then some, falling 14.1% in the second quarter to $4,018.74 by June 30, its worst 
quarterly decline since 2013. Silver fell further still, down 21.8% from a mid-May high above $88 an ounce. 
The mechanism was the same hawkish repricing described above: as 2026 rate-cut expectations evaporated 
and the dollar strengthened, the opportunity cost of holding a non-yielding asset rose sharply, more than 
offsetting whatever safe-haven bid the ongoing conflict might otherwise have provided.  
 
The consumer, so far, has proven more resilient than the inflation and rate backdrop might suggest, though 
not evenly so. Retail sales rose 4.9% year-over-year in April, the strongest reading in eight months, and 
grew roughly 4% over the first four months of the year even as prices rose alongside them. That resilience 
is not evenly distributed: higher-income households have accounted for a growing share of spending 
growth, while credit card delinquencies among lower- and middle-income borrowers have climbed toward 
levels last seen in the 2008-09 recession and the personal savings rate has fallen to its lowest level since 
October 2022. 
 
A higher-for-longer rate path is not uniformly bad news for our holdings. Our bank positions benefit from 
continued repricing of fixed-rate assets at higher yields, and each entered the quarter with the capital 
flexibility to keep returning cash to shareholders even if the Fed stays on hold longer than the market had 
hoped.  
 
 



 

 

 
AI, Memory, and the Semiconductor Supercycle 
 
The AI investment cycle we discussed last quarter has only intensified. Demand for high-bandwidth 
memory (“HBM”), the specialized chips that sit alongside AI processors, has grown so quickly that 
Samsung, SK Hynix, and Micron (which together produce nearly all of the world's DRAM) have reallocated 
most of their manufacturing capacity toward it. Because HBM consumes several times the wafer capacity 
of conventional memory per gigabyte, that reallocation has starved the market for the ordinary DRAM used 
in laptops, smartphones, and servers. Contract prices for conventional DRAM have risen by as much as 
50% to 90% in a single quarter by some estimates. 
 

 
 
The financial impact on the beneficiaries has been extraordinary. Micron shares more than tripled during 
the second quarter alone and are up over 260% year to date, propelling the company into the ten largest 
S&P 500 constituents and displacing a longtime member of that group. The semiconductor index itself 
gained 87.8% in the quarter, its best three-month performance since inception, before giving back some of 
that gain in a sharp early-July pullback, evident in the exhibit above. The result is a market that looks, on 
the surface, remarkably healthy. S&P 500 earnings are on pace for their second consecutive quarter of 
growth above 20%, and semiconductor company profits alone are projected to grow nearly 150% year over 
year. That strength is narrow, however. A handful of AI infrastructure names are responsible for a 
disproportionate share of both the earnings growth and the index-level return. Late in the quarter, we saw a 
preview of how quickly sentiment can turn, as Micron and SanDisk each fell more than 13% in a single 
session on profit-taking, part of a broader pullback that took the semiconductor index down from its quarter-
end high of roughly 14,655 to roughly 12,300 within the first week of July. 
 
Our quality screens, including dividend and free cash flow, prevent us from owning many of the high-flying 
AI names. However, we continue to express our Artificial Intelligence theme through the parts of the AI 
supply chain we find more durable and less crowded than the chipmakers themselves.  Further down the 
value chain, our materials positions supply the specialty materials that leading-edge chip fabrication 
consumes in ever-larger quantities as node layer counts rise, a business we think benefits from the AI 



 

 

buildout regardless of which chipmaker or memory maker ultimately wins the current cycle. We have 
exposure to the interconnection and high-speed data center networking the buildout requires, along with 
broader building automation and power management, and on-device AI monetization. 
 
The competitive credit implications we flagged last quarter for software companies and private credit have 
advanced, not receded. Fitch Ratings reported that the trailing U.S. private credit default rate reached a 
record 6.0% in April, and several large direct-lending funds, including vehicles managed by Ares and 
Apollo, moved to cap investor redemptions in recent weeks as withdrawal requests surged. Software 
exposure remains a focal point for the funds most affected, though private credit vehicles generally employ 
little structural leverage, an important distinction from the mortgage-backed vehicles at the center of the 
2008 crisis.  
 
It is worth noting that the AI buildout's power demands are increasingly a bottleneck, an intersection where 
our Artificial Intelligence, Future of Energy, and Industrial Sovereignty & Automation themes converge 
and, in our view, is where conviction across our thematic framework concentrates most. We expect grid 
capacity, not chip supply, to be the more binding constraint on AI infrastructure spending over the next 
several years. 
 
 
Why Brookmont 
 
The second quarter was a reminder of how quickly market narratives can invert. Three months ago, we 
wrote about a market beginning to reward durable, cash-generative businesses after years of narrow, 
momentum-driven leadership. That rotation reversed sharply once the acute phase of the Iran conflict 
passed, and investors returned to the same concentrated set of AI infrastructure winners that led the market 
from 2023 through 2025.  
 
We enter the third quarter with a market trading at an elevated valuation, a Federal Reserve that has pivoted 
from anticipated rate cuts to the live possibility of hikes, a geopolitical settlement that remains a framework 
rather than a final agreement, and a credit cycle showing its first real signs of stress in the sectors most 
exposed to AI disruption. None of this requires a bearish conclusion on its own, and corporate earnings 
have genuinely been strong. Together, these conditions argue for the same discipline that has always defined 
our approach: owning businesses with durable competitive advantages, strong balance sheets, and the ability 
to compound value regardless of which narrative the market is telling itself in any given quarter. 
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