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July was a quiet month for U.S. equities by recent standards. The S&P 500 slipped 0.1%, its second consecutive monthly
decline. It did not last long. Since the end of July, the index has rallied by more than 3% to reach another all-time high of
7,800 at the time of writing (13 August). The S&P 500 has returned more than 100% over the past four years, one of the
strongest rallies in its history, despite investors having to navigate higher interest rates, persistent inflation, wars, tariffs,
and political upheaval. But, so far at least, fortune has favoured the brave, while those waiting patiently for the right entry
point have had to watch on from the sidelines.

The good times have not been confined to U.S. equities. While the S&P 500 is up 9.4% year-to-date, the Euro Stoxx 50 is
up 12.3%, and the FTSE 100 is up 11.5%. Emerging markets have been considerably more volatile, falling by 6.3% in July,
driven in large part by a 23.9% decline in South Korea’s KOSPI Index. Even after that fall, the KOSPI remains up c.75%
year to date, as the AI investment boom has spread beyond the original U.S. beneficiaries into memory, semiconductors
and other parts of the technology supply chain.

Equity markets continue to be supported by earnings growth. S&P 500 earnings have increased by more than 20% over
the past 12 months, supported by revenue growth of 6.2% and margin expansion from 13.5% to 16.4%, which, like
equity markets themselves, reached new all-time highs. Analysts forecast earnings growth of c.25% through 2026 before
slowing to a still extremely high c.13% in 2027.

Economic data has been mixed, although certainly leaning more bullish than bearish. Business activity remains robust,
with the U.S. PMI reaching 55.5 in July, its highest level in several years, while manufacturing surveys in the U.K. and
Germany also point to continued expansion.

The labour market is less reassuring. U.S. non-farm payrolls unexpectedly shed 23,000 jobs in July, compared with
expectations for an 80,000 increase, while May and June payroll growth were revised lower by a combined 103,000. 

On inflation, July CPI offered some respite, with headline inflation rising 0.1% month-on-month and 3.4% year-on-year,
while core inflation increased 0.2% and 2.5%, respectively. Treasury yields fell following the inflation release as investors
reduced the probability of another rate hike, although longer-dated yields remain elevated. At the time of writing, 13
August, the implied probability of a rate hike in September fell to 35% from more than 50% before July’s CPI print was
released. The U.S. 2-year Treasury traded at 4.13%, the 10-year traded at 4.62%, while the 30-year was at 5.19%.
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“As long as the music is playing, you’ve got to get up and dance.” Poor old Chuck Prince, ex-CEO of Citigroup, famously
said this just months before the Global Financial Crisis, in 2007. The current market environment certainly resonates with
this. Markets can remain expensive for a very long time, but so long as spending supports economic growth, the rally is
likely to continue.

For now, the music is still playing. Earnings are growing rapidly. Economic activity remains resilient. And the extraordinary
capital-investment cycle continues to provide support to global growth. We remain constructive on risk assets, but
increasingly conscious that current valuations require a great deal to continue going right. 

U.S. large cap valuations look stretched
Today, the S&P 500 cyclically adjusted price-to-earnings ratio (CAPE) currently stands at c.42x,  its second-highest reading
ever after the Dot-com bubble in 2000. The CAPE ratio smooths earnings over ten years to reduce the impact of
unusually strong (like we have had recently) or weak points (like during the COVID pandemic) in the economic cycle.
Historically, the CAPE ratio has been an extremely useful tool as an indicator of longer-term expected returns. The higher
the starting valuation, the lower prospective returns investors can expect over the subsequent decade. However, as a
market-timing indicator it is notoriously poor.

Other valuation measures reinforce the need for some caution. Market concentration has reached unprecedented
levels. The ten largest stocks now account for c.41% of the S&P 500, and represent c.28% of the global equity market.
Like the CAPE ratio, market concentration does not tell us that a correction is imminent. Still, it does mean that the
performance of the broader market has become unusually dependent on a relatively small number of exceptionally
profitable businesses continuing to meet very high expectations.

Expensive markets can become more expensive and remain so for years. Anyone who sold U.S. equities based on
valuation over the past decade can attest to that.

In contrast to the valuation metrics above, the S&P 500 forward price-to-earnings ratio is just c.21x. That is expensive but
does not look exceptionally expensive relative to forecast earnings. The more pertinent question is whether those
earnings themselves are exceptional and can be sustained.

AI infrastructure build-out will continue to support earnings
One reason exceptional earnings may persist is the extraordinary scale of investment in AI infrastructure. The spending
numbers are staggering. Goldman Sachs estimates that companies will invest more than USD 1.0 trillion in AI capex this
year alone.  Nor is it just the hyperscalers. Everywhere you look, capex is going up.

Take Intel, one of the original cautionary tales of the AI boom. Intel’s revenue fell from USD 75 billion in 2021 to USD 53
billion in 2024, as AI redirected a growing share of data centre spending away from traditional CPU-led architectures
(which Intel specialises in) towards GPU-heavy systems (dominated by Nvidia). The scale of the AI build-out has become
so great that Intel is now benefiting too. Large GPU clusters still require CPUs to run operating systems, manage
workloads and orchestrate data flows, meaning Intel’s processors increasingly sit alongside and support Nvidia’s GPUs
rather than simply competing with them. Against that backdrop, Intel has increased its 2026 capex target to c.USD 20
billion and recently raised USD 20 billion of equity as it expands manufacturing capacity to meet demand.

Tesla now expects 2026 capex to exceed USD 25 billion, versus USD 8.5 billion in 2025, driven in part by AI initiatives
including compute infrastructure and data centres. 

Even old-school industrials like Caterpillar are seeing spillover effects from AI infrastructure spending and having to
invest accordingly. Caterpillar’s capex has risen from USD 1.2 billion in 2021 to a targeted USD 3.6 billion in 2026 as
Caterpillar expands manufacturing capacity to meet increased demand. 

Outside the U.S., Alibaba’s capex has risen from USD 4.5 billion in 2024 to USD 17.7 billion in 2026, while Tencent
increased capex from USD 3.0 billion in 2023 to USD 12.0 billion in 2025.

Capital expenditure is now large enough to influence economic growth in its own right, supporting demand across
semiconductors, construction, power generation, cooling, networking and a growing list of adjacent industries. For now,
the AI investment boom remains a powerful tailwind for both corporate earnings and the broader economy.
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Capital Markets continue to support investment
As we have noted in previous months, the scale of investment has moved beyond even the hyperscalers’ exceptional
cash generation, increasing their reliance on capital markets to fund expansion. Alphabet, Meta, Amazon and Oracle
have issued more than USD 300 billion of debt since the beginning of 2025 alone. 

Heavy issuance from highly rated technology borrowers is increasing the amount of supply that investors must absorb.
Even exceptionally strong borrowers need to offer sufficient compensation when they repeatedly issue multi-billion-
dollar transactions, and spreads on hyperscaler debt have consequently moved wider as issuance has accelerated. By
way of example, Meta’s 2066 bond issue recently traded with a yield of 7.2%.

The capex and debt issuance cycle will perpetuate so long as markets believe this investment will ultimately generate an
adequate return. This will be supportive of earnings, as money spent on AI infrastructure feeds directly into corporate
revenues and economic activity.

The harder question comes later. Will current investment translate into durable productivity gains, new revenue streams
and attractive returns on capital? If the market comes to doubt this, we could see a swift reversal in the current debt-
fuelled capex boom. If this were to happen, then the virtuous cycle of debt, capex and earnings growth will turn into a
vicious cycle of higher financing costs, tightening budgets and earnings contractions.

History is littered with investment booms where the infrastructure was ultimately valuable even though the returns
earned by those who financed the build-out were disappointing.

War in Iran
Wars have an unfortunate habit of lasting considerably longer than their architects expect. The war with Iran is proving
no different. Nearly six months after hostilities began, negotiating positions are hardening again and efforts to revive the
June interim agreement have made little progress. The disruption to the Strait of Hormuz remains severe. Daily vessel
traffic has fallen from c.130–140 ships before the war to a couple of daily crossings today.

The resilience of global energy supplies has nevertheless surprised to the upside. Saudi Arabia has diverted oil through
its East-West pipeline to Yanbu on the Red Sea, the UAE has increased exports through Fujairah, and the use of shuttle
tankers to carry oil through the most dangerous sections of the Strait before transferring their cargo to larger tankers
waiting in safer waters outside the Gulf have all helped support supply.

However, the workarounds are not the same as a resolution. The IEA now estimates that the global oil market will run a
deficit of c.1.8 million barrels per day in Q3. Inventories have fallen by 410 million barrels since the war began and
emergency reserves have already been heavily drawn down.  At the same time, the AI infrastructure boom is creating
another structural source of energy demand, with the IEA expecting global data-centre electricity consumption to double
by 2030.

If Hormuz remains impaired, it is difficult to see energy prices returning sustainably to pre-war levels, and another move
in Brent above USD 100 is entirely plausible. We have already seen how quickly that feeds through to inflation. In May,
U.S. CPI reached 4.2% as energy prices rose 23.5% year-on-year. Another energy-price spike would ask serious questions
of the Federal Reserve’s resolve.

Federal Reserve credibility
So far, the U.S. Federal Reserve has been able to treat higher inflation as a temporary shock. At some point, however, the
credibility of that position will be tested. Inflation has now remained above 2.0% for the past five years and has averaged
well over 4.0%, more than twice the Federal Reserve’s target.

Chairman Warsh has been unequivocal that inflation must return to 2.0%, but so far has not backed that rhetoric with
tighter policy. Investors are consequently becoming less convinced that the Federal Reserve will follow through. The 2-
year Treasury yield has fallen as expectations for another rate hike have receded, while longer-dated yields lurched
higher, with the 10-year around 4.6% and the 30-year above 5.2%. That divergence matters.

The longer the war in Iran drags on, the greater the pressure on the Federal Reserve to tighten policy. If Warsh is
unwilling to remove the punchbowl, the market may do it for him through higher long-term interest rates. Each increase
in long-end yields raises the required return on the enormous amounts of capital being deployed today, making marginal
investment less attractive and increasing the risk that investors eventually decide enough is enough.
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Conclusion
We remain constructive on risk assets. Earnings are growing, economic activity remains resilient, and the extraordinary
AI-related capital-investment cycle continues to provide a powerful tailwind to the global economy. We see little reason
to position for an imminent end to the cycle simply because valuations are elevated. Expensive markets can remain
expensive for a long time.

That does not mean throwing caution to the wind. U.S. equity valuations are demanding and market concentration is
extreme, leaving less room for disappointment. There is a possibility that U.S. equities suffer a significant correction, but
we think that this can happen without a significant probability of contagion. 

We continue to see good reasons for investors to look beyond U.S. equities. Bonds across the yield curve are providing
yields that haven't been seen in a generation. In corporate credit, spreads are tight, but there is still significant value to
be found. We currently favour higher-quality credits at current valuations, while retaining the flexibility to move down in
quality when markets provide sufficient compensation for doing so.

Valuations outside the U.S. are considerably less demanding. Emerging markets currently trade at a CAPE ratio of c.19x,
less than half the U.S. level.  There are good reasons why U.S. equities command a premium. Nonetheless, the valuation
gap is difficult to ignore. We continue to believe in the structural tailwinds for emerging markets and our ability to find
mispriced assets in those jurisdictions. In particular, we are constructive on commodities and infrastructure assets,
which should continue to benefit from the enormous investment required in power, data centres and the wider AI build-
out.

The biggest risk is that one of the assumptions supporting today's valuations breaks. A prolonged war in Iran could keep
energy prices and inflation elevated, pushing long-term interest rates higher. Alternatively, investors may eventually
question whether the trillions of dollars being invested in AI infrastructure will earn an adequate return. And finally,
President Trump (we almost made it through a full letter without mentioning his name) could do any number of things to
turn even the most carefully considered market outlook on its head.

Chuck Prince's words aged badly. But calling the last dance too early can be expensive too. The music is still playing,
earnings are still growing, and capital is still flowing. 

For now, keep dancing.

Kind regards,

Ben Hannigan.

August 2026.
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