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■ U.S. large-cap stocks, as proxied by the S&P 500 Index, were flat in July, declining 0.1%,

while U.S. small-cap stocks declined by 3.0% over the month. U.S. intermediate-term

bonds ended the month down 1.3%.

■ With more than 88% of S&P 500 companies reporting, second-quarter earnings growth

has reached 50.4%, the strongest since 2021, while profit margins are on track to hit a

record 16.9%.

■ Hyperscalers continue to raise their AI spending, but investors are increasingly rewarding

companies with clear demand, growing backlogs, and a credible path to monetization.

■ The Federal Reserve held rates steady, but a hawkish three-member dissent, alongside

new Chair Kevin Warsh's move away from forward guidance, has introduced policy

uncertainty.

■ Strong demand has reinforced the case for the AI buildout, shifting investor attention to

whether today’s unprecedented spending levels can generate durable earnings growth

and attractive long-term returns.

■ With earnings growth still broad and bond yields more attractive, we continue to favor

diversification across the AI buildout—and beyond it.

Overview 

U.S. large-cap stocks, as measured by the S&P 500 Index, were essentially flat in July, 

declining 0.1%, while the small-cap Russell 2000 Index fell 3.0%. Both indices remain 

firmly positive year to date. The S&P 500 is up 10%, and the Russell 2000 is up 19% 

through the first seven months of 2026. U.S. intermediate-term bonds, proxied by the 

Bloomberg U.S. Aggregate Bond Index, declined 1.3% in July, bringing their year-to-date 

return to -0.7%. 

Spender’s Dilemma 
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Despite a weaker-than-expected preliminary second-quarter GDP reading (1.5% 

annualized quarter-over-quarter versus the 2.0% consensus estimate), several indicators 

continue to point to a resilient U.S. economy.1 Nominal GDP growth accelerated to 6.5% 

year-over-year in the second quarter, reaching a 20-year high outside of the post-COVID-

19 recovery period.2 Meanwhile, the ISM Manufacturing PMI rose to 55.6 in July, its 

highest level since May 2022.3  

By August 7, more than 88% of S&P 500 companies had reported second-quarter 

earnings.4 As the reporting season progressed, the index's earnings growth rate increased 

from 23% at the end of June to 50.4% by early August, marking the strongest quarterly 

earnings growth since the second quarter of 2021 (92%).4 The growth in that exceptional 

quarter was driven by easy year-over-year comparisons to the COVID-19-induced 

earnings trough in the second quarter of 2020. 

Amazon and Alphabet have been the largest contributors to earnings growth this time 

around, helped by unusually large valuation gains. Excluding these two companies, 

second-quarter S&P 500 earnings growth falls from 50.4% to a still impressive 32%.4 

These two companies have also been major drivers of profitability, and S&P 500 net profit 

margins are projected to reach a record 16.9%. Excluding them, net profit margins are 

projected at 15%—still one of the highest levels since FactSet began tracking the metric 

in 2009.4 Looking ahead, analysts expect full-year 2026 S&P 500 earnings to grow by 

30%, followed by a further 13.6% increase in 2027.4  
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Spender’s Dilemma 

In game theory, the Prisoner’s Dilemma describes a situation where two rational 

participants make decisions in their own best interest, only to arrive at an outcome that is 

worse for both. Two suspects are questioned separately, and each must choose whether 

to cooperate with or betray the other. Regardless of what the other person does, betrayal 

is the safest individual choice. The result is that both typically betray each other, even 

though mutual cooperation would have produced a better outcome. The dilemma is that 

what is rational for the individual can be suboptimal for the group. 

The artificial intelligence (AI) infrastructure race is starting to resemble a modern 

corporate version of this problem. The four largest hyperscalers (the technology giants 

building and operating the large-scale data centers that power cloud computing and AI) 

are Microsoft, Meta, Amazon, and Alphabet. These four companies are facing the same 

decision: continue accelerating AI capital spending or show greater financial discipline. 

Cutting investment could improve near-term cash flow and appease investors, but it risks 

falling behind competitors in a market where scale, compute capacity, and access to 

cutting-edge models increasingly determine future relevance. Conversely, raising 

spending invites scrutiny over returns, profitability, and the risk of overbuilding. For now, 

management teams appear to believe that the risk of underinvesting outweighs the risk of 

overspending. 

That dynamic has become one of the most important debates in markets. Capital 

spending across the largest hyperscalers has increased from roughly $156 billion in 2023 

to approximately $443 billion in 2025 and is expected to rise further over the coming 

years.5 

Recent second-quarter earnings reports suggest markets have become less focused on 

the size of AI investments and more focused on evidence that those investments can be 

monetized. Reactions from second-quarter earnings season suggest investors are 

becoming more selective rather than more skeptical.  
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On July 22, Alphabet reported second-quarter earnings. The stock initially rallied more 

than 10% after the company beat revenue and earnings expectations, but it closed down 

7% after management raised its full-year capex guidance from $180-$190 billion to $195-

$205 billion, including approximately $125 billion planned for the second half of the year.6 

Management’s willingness to increase spending reflected growing confidence in AI 

demand. As CEO Sundar Pichai noted: 

“We are seeing momentum across consumers and enterprises and developers 

and so on. So it feels like, if anything, over the past year, we've gotten more 

bullish on the opportunities ahead.”7 

Google Cloud revenue reached a record $25 billion, and the backlog expanded to $514 

billion. Yet investors focused on the company's first quarter of negative free cash flow (-

$5.9 billion) as AI capex rose to $45 billion.6,7 Management also declined to provide 

specific 2027 capex guidance, stating only that spending would “increase significantly.”7 

On July 29, Microsoft reported earnings. The company reported annual cloud revenue 

exceeding $214 billion, Azure revenue surpassing $100 billion, and remaining 

performance obligations (contracted future revenue not yet recognized) rising 84% to 

$678 billion.8 Even excluding OpenAI, remaining performance obligations increased 25%, 

indicating demand remains broad-based.9 According to CFO Amy Hood: 

“We remain focused on delivering efficiencies that help us bridge the gaps we see 

as customer demand continues to exceed supply.”9 

Importantly, Microsoft did not change its capex outlook, and while capex expectations 

remain elevated, its free cash flow is expected to remain positive through 2029.9,10 

Microsoft shares gained 15% after reporting earnings, marking the fourth-largest one-day 

move on record for the company.  
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On July 30, Amazon reported earnings and proved an interesting case study. 

Management increased expected 2026 capital expenditure by another $20 billion to 

approximately $220 billion.11 At the same time, free cash flow turned negative.12 Unlike 

Alphabet just days earlier, investors focused primarily on demand. AWS revenue growth 

accelerated for a fifth consecutive quarter, reaching a $169 billion annualized run-rate.12 

The backlog reached $496 billion, while management stated AWS still lacks sufficient 

capacity to meet customer demand and expects that constraint to persist in 2027.13,14 Per 

CEO Andy Jassy: 

“We have so much demand right now. Apart from what we’ve talked about in 

2026, a lion’s share of capacity in 2027, we’re adding a lot of capacity, is largely 

reserved. And we have quite a bit of capacity that’s already been reserved for 

2028.”14  

The company’s AI and chip businesses have each surpassed a $25 billion annual revenue 

run-rate and are growing at triple-digit rates.12 Despite higher capex guidance and 

negative free cash flow, Amazon shares rose 15% following earnings, their largest one-

day gain since 2012.  

Also on July 29, Meta posted strong second-quarter earnings from an operational 

standpoint. Revenue increased 28% year-over-year to $61 billion, advertising metrics 

strengthened, and Meta AI usage increased.15 Yet markets focused elsewhere. Meta 

increased quarterly capex to $30 billion and raised the floor on expected 2026 spending 

from $125 billion to $130 billion.15 At the same time, free cash flow declined roughly 90% 

quarter-over-quarter and is expected to turn negative in the third quarter.16 Unlike 

Microsoft and Amazon, Meta's AI investments are primarily directed toward its own 

platforms and products, making the link between incremental AI spending and future 

revenue generation less direct. Meta shares declined 8% post-earnings.  

In the cases of Microsoft and Amazon, investors were presented with visible evidence of 

strong cloud and AI infrastructure demand. Microsoft's backlog reached $678 billion, while 

Amazon's grew to $496 billion.17 AWS continues to report accelerating growth, and 

management maintains that capacity remains constrained despite substantial investment. 

Alphabet and Meta, by contrast, highlighted a growing distinction in the AI trade. Investors 
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appear increasingly willing to fund AI spending when accompanied by clear evidence of 

external demand, contracted revenue, and capacity shortages. Where the path from 

investment to monetization is less direct, investor scrutiny has become more intense.  

In fixed income markets, investors faced a different dilemma. The Federal Reserve left 

interest rates unchanged at its July Federal Open Market Committee (FOMC) meeting.18 

However, three officials dissented in favor of a 0.25% rate hike, underscoring concerns 

about inflation risks, particularly after oil prices reaccelerated following the exchange of 

strikes between the U.S. and Iran in the final week of the month.19 West Texas 

Intermediate (WTI) crude briefly rose above $92 per barrel on July 23 before falling below 

$78 per barrel in early August after news of a renewed ceasefire in the region.20 

Treasury yields moved higher following the meeting as investors interpreted the outcome 

as reinforcing a “higher-for-longer” interest-rate environment.21 The move may also have 

reflected the Fed’s reduced use of forward guidance. While investors have become 

accustomed to policymakers signaling the likely path of interest rates, Chair Kevin Warsh 

has consistently emphasized since his January nomination that the Fed would move away 

from providing such guidance.22,23 When asked about rising real yields during his post-

FOMC press conference, Warsh suggested that the increase reflected both the Fed’s 

quieter approach to communication and continued economic strength, noting:  

“[Economic] output is solid. Capex and productivity are strong. Labor markets, 

solid, steady. The bond market, the Treasury market, seems to be saying that as 

well. If I were to try to break down, just aggregate the Treasury market signals, I 

wouldn't be able to do it perfectly, but the bond market's saying many of those 

same things.”24  
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 Markets 

Domestic markets produced mixed results in July as investors faced rising geopolitical 

uncertainty, mixed economic data prints, a Fed that is no longer giving forward guidance, 

and very specific reactions to U.S. large-cap earnings results. U.S. large-cap stocks 

outperformed their small-cap peers. The former ended July flat, down 0.1%, and the latter 

ended the month down 3%. U.S. intermediate-term bonds declined by 1.3% and are now 

negative on a year-to-date basis.  

International developed large-cap stocks gained 2.0% in July, while emerging markets 

declined by 3.0%. At the individual country level, Colombia (+20%), Norway (+12%), and 

China (+9%) were among the top performers in July, while Korea (-17%) and the 

Netherlands (-10%) were among the countries that fared worst. Markets in both the 

Netherlands and South Korea sold off as semiconductor-related stocks came under 

pressure, reflecting the heavy concentration of each market in a small number of chip 

companies. In the Netherlands, ASML—a leading supplier of the lithography equipment 

used to manufacture semiconductors and representing 51% of the MSCI Netherlands 

Index—declined 18% in July.25 In South Korea, Samsung Electronics and SK Hynix, which 

together account for 63% of the MSCI Korea Index, fell 21% and 35%, respectively.26  

Looking Forward 

Second-quarter results strengthened the case that demand for cloud and AI infrastructure 

is real, but they did not settle the harder question: whether today’s pace of investment can 

earn attractive returns over time. Microsoft and Amazon continue to show strong demand 

and capacity constraints, while Alphabet and Meta illustrate that the path from higher 

spending to cash generation can be less direct. Investors still appear willing to fund the 

buildout, but increasingly on a company-by-company basis. 

That is the spender’s dilemma. Each company has a strong incentive to keep investing 

because falling behind may prove more costly than overbuilding. But each additional dollar 
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 of capital spending also raises the hurdle for future profits and cash flow. Investors do not 

need to make a binary call today on whether the buildout ultimately proves too large or too 

small. The more useful question is whether demand, margins, and cash generation can 

keep pace with the capital being committed. 

Outside AI, the broader backdrop remains reasonably supportive. Even excluding 

Alphabet and Amazon, S&P 500 earnings growth is tracking at 32% as of early August, 

with ten of eleven sectors reporting year-over-year gains.4 Higher bond yields have also 

improved the opportunity set in parts of fixed income. Given the range of possible 

outcomes, we continue to favor diversification—across the beneficiaries of the AI buildout, 

and beyond it. 

 



Page 9 July 2026 Market Commentary 

Disclosures 
The material shown is for informational purposes only. Any opinions expressed are current only as of the 

time made and are subject to change without notice. This report may include estimates, projections or 

other forward-looking statements; however, forward-looking statements are subject to numerous 

assumptions, risks, and uncertainties, and actual results may differ materially from those anticipated in 

forward-looking statements. As a practical matter, no entity is able to accurately and consistently predict 

future market activities.  

Additionally, please be aware that past performance is not a guide to the future performance of any 

investment, and that the performance results and historical information provided herein may have been 

adversely or favorably impacted by events and economic conditions that will not prevail in the future. 

Therefore, it should not be inferred that these results are indicative of the future performance of any 

strategy, index, fund, manager or group of managers.  

The graphs and tables making up this report have been based on unaudited, third-party data and 

performance information provided to us by one or more commercial databases. While we believe this 

information to be reliable, 103 Advisory Group, LLC bears no responsibility whatsoever for any 

errors or omissions.  Index benchmarks contained in this report are provided so that 

performance can be compared with the performance of well-known and widely recognized indices. Index 

results assume the re -investment of all dividends and interest. Moreover, the information provided is 

not intended to be, and should not be construed as, investment, legal or tax advice. Nothing 

contained herein should be construed as a recommendation or advice to purchase or sell any 

security, investment, or portfolio allocation. This presentation is not meant as a general guide to 

investing, or as a source of any specific investment recommendations, and makes no implied or 

express recommendations concerning the manner in which any client's accounts should or would be 

handled, as appropriate investment decisions depend upon the client's specific investment objectives.

Performance Disclosures 
All market pricing and performance data from Bloomberg, unless otherwise cited. Asset class and sector 

performance are gross of fees unless otherwise indicated. 

Asset Class Definitions 
Asset class performance was measured using the following benchmarks:  U.S. Large Cap Stocks: S&P 

500 TR Index; U.S. Small & Micro Cap: Russell 2000 TR Index; Intl Dev Large Cap Stocks: MSCI EAFE 

GR Index; Emerging & Frontier Market Stocks: MSCI Emerging Markets GR Index; U.S. Interm-Term Muni 

Bonds: Bloomberg 1-10 (1-12 Yr) Muni Bond TR Index; U.S. Interm-Term Bonds: Bloomberg U.S. 

Aggregate Bond TR Index; U.S. High Yield Bonds: Bloomberg U.S. Corporate High Yield TR Index; U.S. 

Bank Loans: S&P/LSTA U.S. Leveraged Loan Index; Intl Developed Bonds: Bloomberg Global Aggregate 

ex-U.S. Index; Emerging & Frontier Market Bonds: JPMorgan EMBI Global Diversified TR Index; U.S. 

REITs: MSCI U.S. REIT GR Index, Ex U.S. Real Estate Securities: S&P Global Ex-U.S. Property TR Index; 

Commodity Futures: Bloomberg Commodity TR Index; Midstream Energy: Alerian MLP TR Index; Gold: 

LBMA Gold Price, U.S. 60/40: 60% S&P 500 TR Index; 40% Bloomberg U.S. Aggregate Bond TR Index; 

Global 60/40: 60% MSCI ACWI GR Index; 40% Bloomberg Global Aggregate Bond TR Index. 

https://springtide-partners.com/disclosures/
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