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A look at the upcoming week for the US economy and equities —
covering key drivers including earnings, positioning, breadth,
valuations, sentiment, seasonality, and the Fed.
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After a relatively light week, things pick up considerably in the upcoming week
headlined by the most up-in-the-air Fed meeting in years (along with decisions
from England and Japan), some key US economic data, and the biggest week of
earnings reports of this season with 34% of the S&P 500 reporting by earnings
weight.

In terms of US economic data, the headline will be the dual releases Thursday of
second quarter GDP which will incorporate the June personal income and
spending data which will be separately released. Both include readings on PCE
prices, the Fed’s traditional preferred inflation metric (but looks to be de-emphasized
under the Warsh Fed). Another traditional Fed favorite report comes Friday in the
Employment Cost Index, the Fed’s preferred wage index.

Other reports include June durable goods orders and goods trade balance, July
Conference Board and UMich final consumer confidence reports, May repeat
home sale price indices.

In terms of the Fed, as mentioned markets are the most uncertain about the
outcome since the meeting a year ago when there was a similar split between a cut
and a hold. Much more on this in the Fed section, but what the uncertainty means is
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whatever the decision, it will most likely be market moving.

Treasury auctions also pick up, with 2, 5, and 7-year sales on a compressed time-
table due to needing to avoid the Fed meeting as well as the end of the month. That
puts the first two on Monday, the last on Tuesday.

Which brings us to corporate earnings where we’ll have 34% of the SPX
reporting by earnings weight, consisting of ~175 SPX components including four
Mag-7 names (AAPL, MSFT, AMZN, META) and 29 others >$100bn in market
cap (BRK (Sat), V, XOM, MA, ABBV, LRCX, CVX, KO, PG, KLAC, LIN, STX,
APH, QCOM, WELL, BA, ETN, GLW, BMY, APD, SYK, MO, SBUX, VRT, FTNT,
SO, TT, GD, EQIX in order of earnings weight). We’ll also hear from a number of
ex-US heavyweights including ARM, Samsung Electronics and SK Hynix.

In terms of Iran, things remain very fluid. After two weeks of escalation, things
seem to have de-escalated over the weekend. I don’t see any good near-term
options for President Trump, so it makes it very difficult to know which way things
will go. The Iranians know he needs to bring this to a close, but they also know that
their hand gets weaker after the midterms. How far they want to push things, I’m not
sure. In addition, as I mentioned Tuesday, there is a US force buildup that is
occurring, and that has usually meant something big is coming.

So as I said six weeks ago “we’ll just have to see how things progress”. While odds
on Kalshi that traffic through the Strait would normalize by Sept 1st had risen
as high as 69% June 25th, that dropped to 7% last week and remains at 9%
today with just a 48% chance of normalization by the end of the year (but that is
up from 41% a week ago).
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Ex-US highlights from DB:

Moving on to Europe, in the UK, there will be the BoE’s decision on
Thursday and our UK economist expects the MPC to keep Bank Rate unchanged
at 3.75% with a 7-2 vote tally.

In economic indicators, the focus will be on the flash July CPIs in the Eurozone,
with prints for Germany and Spain due Thursday and those for the Eurozone,
Italy and France on Friday. Our European economists expect headline HICP for
the Eurozone to pick up again to 3.0% in July (2.8%), with core HICP drifting
slightly higher also to 2.52% (2.36%). Their country-level forecasts are 2.72% for
Germany, 2.24% for France and 3.07% for Italy. Other notable releases include
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Q2 GDP reports for a few Eurozone economies and the bloc itself on Thursday, as
well as the German Ifo survey on Monday.

Over in Asia, the spotlight will be on the BoJ’s decision on Friday. Our Chief
Japan economist expects the central bank to maintain its present monetary policy
stance. Japan will also release the July Tokyo CPI that day, alongside June retail
sales, industrial production, labour market data and housing starts.

In China, June industrial profits are due Monday and the official July PMIs on
Friday. Elsewhere in the region, Australia’s June CPI is due Wednesday.

Here’s their one-pager:
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BoA’s cheat sheets:
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An update on the economy, including the latest GDP trackers, JPM’s Mike
Feroli on Q2 GDP, the 2H growth outlook, and the PMI message, the Dallas
Fed Weekly Economic Index, Goldman’s Current Activity Indicator, BoA’s
Truckload Demand Indicator, and lower-income spending.

A closer look at consumer and small business trends, including BoA card-
spending details, Yardeni on Redbook sales and World Cup spending, BofA
Institute on small business tariff refunds, and BoA on the labor market heading
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into the July FOMC meeting.

A look at the 2H growth setup, including JPM’s Mike Feroli on moderating
upside risk to GDP and Goldman’s view on slower growth.

An extensive Q2 earnings season update, including early beat rates, the
magnitude of earnings and revenue surprises, sector-level expectations,
margins, FactSet’s work on beats and misses, and BoA’s thoughts on headline
earnings growth versus underlying earnings quality.

A closer look at the earnings setup beyond Q2, including 2026 and 2027
earnings expectations, forward revisions, guidance trends, analyst price targets,
Mag-7/Tech reactions, and thoughts from Deutsche Bank on the earnings boom
and Tech underperformance.

An update on valuations, including how rising earnings expectations and
softer stock prices have affected forward P/Es for the Mag-7, large caps, mid
caps, and small caps.

A breadth update, including the McClellan Summation Index, stocks above
20- and 200-DMAs, new highs minus new lows, equal-weight vs. cap-weight,
small caps vs. large caps, and growth vs. value.

A detailed positioning and flows section, including Deutsche Bank’s
composite positioning work, discretionary vs. systematic positioning, large-cap
Tech positioning, Mag-7/Tech rotation, BoA’s systematic flow estimates, CTAs,
vol-control funds, risk parity, and buybacks.

An update on leveraged ETF positioning, including the latest moves in SPX,
Nasdaq-100, and single-stock leveraged ETF AUM, with a focus on Tesla,
memory stocks, and the largest single-stock leveraged ETFs.

A look at retail positioning and options activity, including BoA private client
allocations, put/call ratios, Goldman’s retail-favorites basket, Vanda retail flow
data, JPM’s view on retail engagement, and Barclays’ reminder on seasonal
retail flow patterns.

An update on gamma from BofA and Tier1Alpha, including the decline in
dealer-gamma support, negative-gamma conditions, and potential volatility
implications if the market weakens further.



A sentiment check, including AAII, NAAIM, Goldman’s sentiment indicator,
CNN Fear & Greed, BoA’s Bull & Bear Indicator, Citi’s Panic/Euphoria model,
and Helene Meisler’s weekend poll.

An update on interest rates and Fed expectations, including the rise in real
yields, rate-hike pricing, BoA’s thoughts on Chair Warsh and the July Fed
decision, the Bloomberg economist survey, JPM’s Mike Feroli and Morgan
Stanley’s Michael Gapen on the case for a hold, Goldman on rate hikes and
supply-driven inflation, Janet Yellen on looking through supply shocks, BMO’s
Ian Lyngen on longer-run inflation expectations, and the Fed-favored 5-year, 5-
year forward inflation rate.

A wrap-up with some thoughts on the AI trade, earnings season, systematic
positioning, gamma, Iran, the Fed, and whether the bull case remains intact.

Note: While I cannot post BoA charts on X, I include many in the Week Ahead.
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Looking first at the economy, my intro has remained the same since the start of the
Iran conflict: “we continue to see it weathering the various storms remarkably well
due in large part to continued resilient consumption (fueled by huge increases in
wealth over the past few years despite slowing incomes) and AI-spending… with
data of late showing a stable (and perhaps accelerating) economy, but one that is also
boosting inflation.”

While in June that parenthetical (a perhaps accelerating economy) had been
doing a lot of work, things tailed off to start July. We got a lot of data last week,
and things remain mixed. While the consumer remains resilient, manufacturing has
softened after rocketing higher the last couple of months, and the green shoots in
housing to start the year have also reversed.

While reports were very light last week, the Citi economic surprise index edged up
to 57.1, remaining not far from the 63.20 June 5th, the highest reading since October
2023 and the highest sustained 7-week period since then.

Meanwhile GDP estimates are for now consistent with a solid economy (again
though remembering GDP going into recessions generally doesn’t look like one is
coming (it was up around 2% in Q2 & Q3 2008 well after the recession had started)).

With little economic data, the major GDP trackers for Q2 were mostly
unchanged (Morgan Stanley continues to be delayed):
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BoA (who has been the most accurate over the past year) remained at 1.7%.
Goldman +2.6% (from +2.5% the prior week)
JPM +2.0% (+2.0%)
Morgan Stanley +1.5% (+1.5%)
Atlanta Fed +1.67% (+1.67%)
NY Fed +2.82% (the best since April from +2.80%)
St Louis Fed +2.06% (+2.06%).
Avg = +2.05% (from +2.03%)
Median = +2.00% (+2.00%)

JPM’s Feroli notes though that with the rise in oil prices, the potential upside to
second-half GDP has moderated:

Developments this week were centered on the geopolitical front, coupled with
some positive news from the latest business surveys. An intensification of the
Middle East conflict pushed up oil prices further, and the anticipated tailwind
from lower costs looks to have largely disappeared for now. Front-month Brent
futures rose as high as $101/bbl this week, up from a low of $72 at the start of the
month, before settling at $97 on Friday, with year-end futures prices rising to $86
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(Figure1). Retail gas prices had never fallen as much as crude, but are now back
to $4.10/gal from the recent low of $3.79.

As oil prices were declining, we had noted growing upside risks to our
second-half GDP forecast. With energy prices now higher again, we are
starting to see risks as more balanced, assuming that prices remain elevated
for a time.

And as you know if you’re a regular reader, one of my favorite GDP trackers is the
Weekly Economic Index from the Dallas Fed.*

In the week through July 18th it remained volatile for a fifth week back up to
+2.93% from +2.60% the prior week (after +3.12%, +2.55%, and +3.06% the three
weeks prior to that (that +3.12% reading the third highest since 2022 (after May 30th
and November 23rd, 2024)) now the fifth week since May 23rd above the 1.1 -
2.9% range it has occupied almost every week since 2022, the first such cluster of
readings above that range since then.

More importantly, the 13-wk avg improved to 2.87% the best since 2022,
continuing to evidence economic momentum that is above trend.

*The WEI is scaled as a y/y rise for real GDP (so different than most GDP trackers
which are Q/Q SAAR) and uses 10 daily and weekly economic series but runs a week
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behind other GDP trackers.

It has over time had one of the highest correlations with actual GDP of any tracker
(see chart (the Q1 GDP report for example showed y/y GDP at 2.66%, a touch above
what this index predicted (2.62%)) and has consistently indicated no recession and
relatively healthy growth since the pandemic (which is what we’ve experienced).

And Goldman’s July US Current Activity Indicator* rose to 4.2%, which if
maintained would be the best since November 2021(!). That comes after the
strongest six-month period since 2022, as the manufacturing component is getting
more help from other sectors.

*The CAI is their “real-time measure of inflation-adjusted economic momentum
using 37 inputs.”
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BofA card spending though slowed for a third straight week in the week ending
July 18th, with spending on BofA cards (credit+debit):

+3.5% y/y (+5.0% four-week moving average)

Ex-gasoline spending up +2.9% (+4.5% four-week moving average), while

Ex-autos and gasoline eased to +2.7% (+4.6% four-week moving average).

Gasoline itself held around +14.2% y/y, essentially matching the prior week’s
+14.5% and still running comfortably above its +13.2% four-week average.

BofA again attributed the slowdown to unfavorable base effects rather than
deteriorating demand, with last year’s Prime Day and related online promotions
falling in July versus late June this year, compounded now by fading World Cup
spending.

Gains were led by electronics, which rebounded sharply to +19.8% from +14.0%
and is now running in line with its +20.1% four-week average — suggesting the
Prime Day distortion has largely worked through that category. Airlines firmed to
+11.8% from +10.7%, clothing extended its recovery to +5.8% from +4.3%, and
lodging ticked up to +3.8% from +2.6% despite the end of the World Cup. Online
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retail stabilized at +3.6% after +3.5%, though still far below its +11.0% four-week
average.

More areas through softened. Entertainment fell again to +2.8% from +5.5% —
the widest gap below its own four-week average (+10.0%) of any category — as the
World Cup boost continued to fade. Restaurants & bars similarly eased to +3.4%
from +4.9% and transit slipped to +6.1% from +7.2%. General merchandise
slowed to +4.0% from +5.0%, and grocery to +0.4% from +1.9%.

Three categories were negative y/y: department stores deepened sharply to -9.4%
from -3.7%, while furniture (-0.8% from -3.8%) and home improvement (-0.3%
from +1.4%) were both only modestly in the red.

BofA also flagged a notable rotation underneath: year-over-year lower-income
spending growth has outpaced higher-income growth for two consecutive weeks,
after lagging for more than a year.
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And we see similar pullback to still solid numbers from Redbook sales in the
week of July 17th as Ed Yardeni notes:

The games are over. The fans are heading home, and an important economic
tailwind is beginning to fade. According to Bank of America, the FIFA World
Cup generated roughly $20 billion in economic activity across the United States...

The stimulus from tax refunds is also fading. Thanks to the One Big Beautiful
Bill Act, the total amount refunded to households rose 18.1% y/y to $324.8
billion, putting nearly $50 billion of additional cash into consumers' pockets...

We aren't concerned. Seven years into our Roaring 2020s scenario, the underlying
pulse of the US economy and American consumer remains strong...

Redbook same-store retail sales growth cooled to 8.0% y/y in the week ending
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July 17, extending a pullback from exceptionally strong gains during the World
Cup (chart). Sales growth remains robust by historical standards.

And JPM’s Feroli notes the positive message from the PMIs:

Recent business surveys had generally been solid, with the notable exception of
the PMI services, but that changed in July as the business activity index rose from
51.2 to 53.6, the highest since last November (Figure 3).

Manufacturing edged down but remains at a good level for this cycle. All-
industry employment and future business expectations also climbed.

The PMIs re-affirm the message from the regional Fed surveys that have
already been released this month, which have been robust on both the
manufacturing and services side.
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And BofA Institute says small businesses will continue to get a boost from tariff
refunds in the second half:

Bank of America small business account data shows that of those firms that have
made tariff payments directly to US Customs and Border Protection (CBP), an
estimated 23.4% of them have been returned as of June. This was up from 6.7%
in May, and additional tariff relief is likely on the way as cash withdrawals from
CBP continued into early July (Exhibit 4).

"Still, it is unlikely that refunds meaningfully stimulate hiring or investment due
to their one-off nature, according to BofA Global Research. The refunds are more
likely to be used to pay down debt or save cash, especially for small businesses
that already operate on thin margins."
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And BofA notes the labor market is in good shape:

With much of the focus recently on inflation data, it is worth taking a step back
and assessing how the labor market has evolved since the June FOMC
meeting ahead of next week's July meeting.

June payroll growth came in softer than expected, but the three month average
of job gains remains comfortably above the breakeven rate. More importantly,
the unemployment rate has remained range bound at 4.2%.

More recent data paint a similarly reassuring picture. ADP average weekly
job growth has moderated in recent weeks. But that likely reflects payback
from the unusually strong gains seen earlier this year, which may have been
boosted by residual seasonality or temporary hiring.

Meanwhile, even setting aside this week's (survey week of Jul jobs) unusually
low initial claims reading, the four-week averages of both initial and
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continuing claims remain in benign territory.

Bottom line: the labor market appears healthy heading into the July FOMC
meeting, leaving the focus squarely on inflation risks.

And BofA’s Trucking indicator continues to point to solid demand:

Our proprietary bi-weekly BofA Truckload Demand Indicator for shippers' 0- to
3-month freight demand outlook [dropped] a few ticks to 63.3 (still the third
highest level since April ‘22), from 64.0 last survey.

The Demand Indicator has now held above a 60-level for 9 consecutive issues
(4.5 months) and 11 of the past 13 issues.

The sustained strength (16-week avg is 63.1) provides increasing confidence
that some underlying growth catalysts are driving shipper views, aside from
the sizable supply-side capacity cuts. The Demand Indicator is up 16% y-y.
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Although Goldman expects slowing in the second half.

We estimate that the US economy has grown at a trend-like 2¼% pace in H1,
as lower taxes on households and businesses have offset the impact of higher gas
prices on the consumer.

However, H2 is likely to look softer because we still expect a slowdown in real
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disposable cash flow to weigh on consumer spending, especially if gas prices stay
high.

One additional downside risk is a slowdown in the AI boom, not so much
because of the direct effects on US GDP growth (which are relatively small) but
because of the nearly ½pp contribution from the equity wealth effect to consumer
spending growth.

Through Thursday, we’ve had 27% of SPX components report by earnings weight
and while we came into the earnings season with a high bar the results have
cleared it with 86% beating slightly above the 84% beat rate in Q1 (which was the
best since Q2 ‘21) and vs the 5yr average of 78% and the 10yr average of 76%.

Earnings
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And despite the high bar the magnitude of the beats has been a jaw-dropping
+39.3%, more than double Q1’s +16.6%, and several times the +6.5% in Q4 and
+6.6% in Q3., and vs the 10yr average of 7.4% and the 5yr average of 7.0%, led by
Comm Services (+136.5%) boosted by Alphabet’s massive beat ($9.11 vs. $2.88
expected) on the back of a $98 billion gain tied to its investments. Factset notes
excluding Alphabet, the surprise percentage for the S&P 500 for Q2 2026 would
fall to 12.6%.
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The beats have boosted Q2 earnings expectations to a jaw-dropping 37.9% up
from 18.8% at the start of the quarter (April 1st). That would be the seventh
consecutive quarter of double-digit earnings growth (and second above 20%) and the
strongest since Q3 2021 (40.3%). Factset notes “if Alphabet were excluded, the
blended earnings growth rate for the S&P 500 for Q2 2026 would fall to 25.9%
from 37.9%.”

Energy continues to lead on a percentage growth basis (although less so on an
earnings weighted basis) +128.2%, but following Alphabet’s massive beat, Comm
Services is right behind (+112.4%). Tech is +64.6%.

As with Q1 Health Care is expected to be the only sector with negative growth
-17.8% (down from +6.7% on March 31st).

Note in the coming week we’ll get earnings from Amazon.com and Meta Platforms
both of which, like Alphabet, saw large equity gains boost their Q1 earnings.
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In terms of Q2 revenues, 80% of SPX components have beat (vs the 10-year
average of 68% and 5-year average of 70%). The beats are 2.8% above
estimates, above the 5-year average of 1.9% and the 10-year average of 1.6%.
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That has boosted Q2 revenue expectations to +13.2% (up from 9.5% at the start
of the quarter (Apr 1st)) led by Tech (+34.7%), Energy (+28.1%) and Comm
Services (+15.0%). No sector is expected to see a revenue decline y/y. Health Care is
expected to see the least growth at +5.1%.

If 13.2% is the actual revenue growth rate for the quarter, it will mark the
highest revenue growth rate reported by the index since Q2 2022 (13.9%). It will
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also mark the second consecutive quarter of double-digit revenue growth for the
index.

Profit margins were also boosted by Alphabet’s income gains and are now
forecast at 15.7%, easily a new record (beating the 14.8% in Q1). They are also
well above the prior year’s 12.9% and the 5-year average of 12.3%.
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Profit margins are expected to stay elevated through the end of the year.
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And BofA published their update mid-day Sunday with similar findings:

Results from 134 S&P 500 companies (37% of index earnings) are now in. 80%
beat EPS expectations – similar to 3Q25, the strongest post-week 2 beat rate
since 2021. 2Q S&P 500 EPS growth jumped to 36% YoY, driven primarily
by investment mark-ups at Google. Excluding this one-time gain, growth is
tracking 24% YoY, up 2ppt since July 1st.

We continue to expect underlying growth to move up to our +28% YoY forecast
as more companies report. Note: While Google and Amazon’s investment
revaluations (Anthropic, SpaceX) boosted S&P 500 EPS in recent quarters (see
report: Preview), they could also hurt if valuations reverse (e.g., SpaceX -33%
since 6/30). Bottom-line: Investment marks may create noise in headline S&P
500 EPS, but underlying earnings growth remains strong.
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But BofA notes that “earnings quality” has deteriorated.

S&P 500 companies are generating less free cash flow relative to net income
than historically, driven by a big drop in hyperscalers’ free cash flow from
increased capex spending. Earnings quality for a few large TMT stocks has also
been lower: one-time gains at Amazon and Alphabet (private investment mark-
ups), plus Meta (tax benefit) added an extra 7ppt to S&P 500 1Q earnings growth
(+27% or +20% ex these gains). In 2Q, Google similarly recognized a large one-
time gain from investment mark-ups, adding 12ppt to estimated S&P 500 EPS
growth (+36% vs. +24%).

While investment revaluations (mainly Anthropic and SpaceX) have boosted S&P
500 EPS in recent quarters, they could also hurt if valuations reverse (e.g.,
SpaceX -33% since 6/30).
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In looking at how markets are rewarding beats and punishing misses, according to
Factset (who looks from the two days before to two days after a report) in line
with the high bar coming into earnings beats are being rewarded well under the
typical amount, in fact seeing a negative reaction at -0.3% (as compared to the
5-yr average of +1.0%, down from +1.2% in 1Q and 4Q ‘25 and +0.4% in 3Q and
2Q ‘25).

Misses are also being punished more than average at -4.0% (in line with my
comment last week that we would definitely improve from the -9.0% we saw that
week). That -4.0% is vs the 5-yr avg of -3.0% but slightly better than the -4.3% in
1Q. Previous to that we saw -1.4% in 4Q, -5.0% in 3Q, and -5.5% in 2Q (the last of
which BoA said was the worst negative reaction since 2000).
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BofA though looking at double beats sees a positive return, although also under the
average since 2000:

Beating EPS expectations alone has not been enough to drive strong
outperformance this quarter (+0.5ppt the next day vs. +1.0ppt historical avg.).

Companies that beat both EPS and Revenue earned a healthier reward of
1.2ppt, still slightly below the historical avg. of 1.4ppt. Excluding Tech, the
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reward rises to 1.5ppt.

Meanwhile, Tech stocks that beat only EPS expectations lagged by 2.6ppt the
next day, while EPS & Revenue beats still underperformed by 1.0ppt (see Exhibit
22). Following several years of strong earnings growth and upward revisions,
good results have not been enough to move the needle in Tech so far this quarter.

And DB sees a similar phenomenon of Tech dragging down the aggregate numbers:

It is notable that after reporting results, Tech companies have so far sold off on
the day (-1.9pp median) while the rest have on average been flat.
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Meaning that while “the Q2 earnings reporting season so far confirms the boom
that began in Q1 is accelerating, it has been overshadowed by the gloom around
surging Tech capex, escalating geopolitical risks, climbing oil prices and rising
rates.”
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And DB also notes that “consensus numbers for Q3 and Q4 as well as 2027 have
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continued to rise, which contrasts with the typical pattern of forward estimates
falling through the season.”
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Which has seen 2026 SPX earnings growth expectations also continue to ratchet
higher now at +27.3%, up from +17.1% March 31st and from +14.8% at the start of
the year.

As in 2025, Tech is a leader with y/y earnings growth of +49.1% (up from
+28.6% at the start of the year) but Energy will exceed that (on a percentage
basis) at +70.3% (up from +6.4% at the start of the year) and now so will Comm
Services +50.3% (up from +27.3% the prior week) on the back of Alphabet’s huge
earnings beat, along with materials (+37.4%) representing the four sectors expected
to come in above the SPX average.

Even Health Care is expected to eventually get to earnings growth although that’s
been cut back to +1.2% from the start of Q2 when it was 6.6%.

And 2027 earnings are expected to be up another +15.3%, which is down though
from +17.5% the prior week as analysts are no longer seeing some of the boosts in
2026 (namely the investment gains in some hyperscalers) carrying over to next year.
That’s also down from +16.5% at the start of the second quarter (Apr 1st). Still it’s a
double digit advance on top of a nearly 30% gain in 2026.
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2027 is expected to be led again by Tech (+32.7%, up from 24.6% at the start of the
second quarter despite the huge increase in 2026 estimates) followed by Health Care
(+22.7%) which is expected to see a big turnaround after lagging in 2026.

That would represent a fourth straight year of double-digit earnings growth for
the S&P 500, fairly unprecedented.

In terms of the note at the start, though, on investment gains not continuing, Comm
Services (-7.9%) has joined Energy (-8.7%) as the sectors expected to see
negative growth next year.

And earnings expectations continue to be supported by very strong earnings
revisions which inflected higher in the week of July 17th after cooling off for two
weeks following ten straight weeks of well above average revisions. Overall it marks
the best 14 weeks since 2021.

As a result, the 20-week moving average has lifted to the best since 2021 as well,
as 12-month out EPS estimates continue to rise to new highs, as they’ve done each
week since the turn of the year.

https://neilsethi.substack.com/i/207724451?img=https%3A%2F%2Fsubstack-post-media.s3.amazonaws.com%2Fpublic%2Fimages%2F9e13d04a-a0d3-480a-85c2-121273d325bf_862x489.png


BofA with a similar take:

While it’s still early in reporting season, guidance trends have held up well so far.
There have been 1.3x as many above-consensus EPS guides as below-consensus
EPS guides MTD, above the historical average of 1.0x in July. The 3-month
guidance ratio is now tracking the highest level since 2021 (1.9x). By sector,
Tech continues to see the strongest guidance trends.

Analysts also collectively continue to think that the S&P 500 has a lot of upside,
with FactSet’s compilation of analyst bottom-up SPX price targets continuing to
move higher, although at just +6 points this week, it was the least since May, to
9,071 (+6pts w/w, ~+1,945 pts since Thanksgiving, ~+2,895 pts since July 1st, and
~770 just since March 31st). That would be +21.0% from Thursday’s close.
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Comm Services (+29.1% from +25.1%) overtook Tech (+27.0% from +28.6%) as
the sector seen with the biggest upside, followed by Cons Discretionary (+23.8%
from +20.4%). On the other side Real Estate (+10.6% from +8.8%) remains the
sector with the least upside.

As FactSet reminded us in December, the last 20 yrs (through 2024) analysts have
been on avg +5.9% too high from where they start the year (which was 8,000 for
2026) but note they underestimated it five of the past six years (including 2025 when
they saw 6,755 at the start of the year (we ended at 6,845)).

In terms of analyst ratings, buy and hold ratings continue to dominate with buy
ratings at 59.3% six tenths below the record high of 59.9% the last week of
April. The 5-year month-end average though is 55.8% according to FactSet, so
we’re well above that.

Hold ratings are at 35.8%, off the 35.4% record low (to 2009), but well below the
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5-year month-end average of 38.7%, with sell ratings at 5.0%, remaining in their
narrow range since 2009 but below the 5-year month end average of 5.6%.

Tech leads in buy ratings (69%) while Staples leads in sell ratings (8%).

The increases in earnings with stock prices easing have seen valuations (price to
next-twelve-month (NTM) earnings) fall to at (Mag-7) or near (SPX) the April
2025 lows for the large cap indices, while small and mid-caps remain further off
those levels.
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Breadth, which had shown improvement on balance over the past month,
softened last week.

The McClellan Summation Index (“what the average stock is doing”) turned
back down.

And % of stocks over 200-DMAs (red lines) have softened particularly on the
Nasdaq.

Breadth
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Which has extended to the shorter-term 20-DMAs.
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NYSE new 52-week highs minus new lows remained weak.

But the ratio of the equal-weight SPX to the cap-weighted has held in better
continuing its rebound from the lows of the month two weeks ago.
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But small caps to large caps (Russell 2000 to SPX) less rebound after falling back
from the highest since July 2024.

While S&P 500 growth/value continues to ease back now to 2.35, the least since
early May, from 2.46 two weeks ago and its all-time high of 2.52 hit at the end of
May.
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Even as the ratio of forward earnings for growth/value remains at all-time highs,
now over 2x at 2.03.

Turning to equity market positioning, it has fallen back despite the strong earnings,
although systematic positioning remains “elevated and vulnerable” (DB).

Positioning/Flows
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Deutsche Bank:

The equity market has once again been in a tight range, in place for 2 months
now, accompanied by notable rotations, echoing the period from November to
February. This week it fell to near the bottom of the range as positioning slipped
to neutral (36th percentile to 2010).

Discretionary investors (17th percentile) have cut exposure back to early-
April lows. Their positioning is well below levels implied by earnings as well
as macro growth.

Systematic strategy positioning (70th percentile) meanwhile is still relatively
elevated and vulnerable if volatility picks up or if equities break out of the range
to the downside.

As we noted over the last 2 weeks, large-cap Tech positioning had bounced to
elevated levels coming into this earnings season. Even with extremely strong Q2
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results, positioning has fallen sharply to nearly neutral (56th percentile) on
concerns around runaway capex and the sustainability of off-the-charts growth.
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The rotation out of MCG & Tech which began on cue in early June has seen
them underperform the rest of the S&P 500 by almost 15pp, about three-
fourths of the way down from the top of the long-run relative performance
channel (14% annualized, 20% top to bottom).
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BoA sees overall systematic positioning as having paused its rebuild over the
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past several weeks on the back of falling realized volatility, remaining at the post-
conflict selloff highs, but still off the highs of the year hit in February. Potential
price paths saw an upgrade but remain very one-sided with not much buying in
any scenario but big selling in a down scenario.

Specifically they see:

+$9bn of buying in a flat market (from -$15bn of selling the prior week);

+$1bn of buying in an “up” market (from -$33bn of selling; ”up market”
defined as 97.5th percentile price path or ~+3.5% similar to Goldman); and

-$112bn of selling in a “down” market (from -$212bn; “down market”
defined as the 2.5th percentile price path or ~-2.9% (different than Goldman
who uses -4.5%)).

Specifically on CTAs, BoA says the declines last week have taken equity indices
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closer to sell thresholds and over them for the quickest models on the Nasdaq:

Entering the week, CTA equity longs were holding on but close to stop-loss
levels, and Nasdaq’s Thursday/Friday decline appears to have pushed the
first wave of models into unwind territory. Our models suggest trend followers
with the most aggressive stop-loss triggers may have already unwound, while
faster-moving models likely de-risked as short-term price trends deteriorated.

However, slower models and those with broader stop-loss thresholds could
remain long, and positioning outside Nasdaq still appears largely intact,
particularly across the S&P 500, Russell 2000, and EURO STOXX 50.

Asian equities are more closely following Nasdaq, with faster models likely
already reducing exposure. The key risk next week is that continued Nasdaq
pressure spills into broader equities, triggering CTA unwinds across other
major indices.
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DB in turn finds CTAs in the US falling to the 67th percentile to 2009 from the
74th, but Nasdaq-100 just at the 39th while SPX and RUT are at the 71st and 80th
respectively.
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In terms of vol control positioning DB saw a notable drop from the 96th percentile
the prior week:

Vol control funds’ equity allocation declined this week but remained elevated
(76th percentile). Their sensitivity to market selloffs increased, making them
more likely to de-risk on downside moves than in recent weeks.

While positioning is no longer near its recent extremes, they remain meaningfully
invested in equities, with a higher sensitivity to volatility suggesting a less
supportive backdrop in market drawdowns.

Figure48:CTAsexposuretoequitycategories(zscores)
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While for risk parity they see equity positioning as having edged higher after
having jumped the prior week now at the 61st percentile from the 37th just two
weeks ago. That takes it from historically underweight to average weight. Bond
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exposure is at the 45th percentile (unchanged, from the 65th two weeks ago) but
commodities remain elevated at the 96th.

“Overall, the funds continued to shift toward equities while maintaining
meaningful exposure to inflation-linked securities and commodities.”

Despite the uptick in volatility, 1-month realized volatility remains under 3-month
making 3-month the dominant trigger.

And we’re not going to get much help from the lookbacks. While there are one
1%+ days from the 1-month and 3-month lookbacks, there are also three days
on each with 0.3% or less, making the outlook for vol control buying/selling
unfavorable this week.
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Like call buying (which also creates additional upward pressure on equities
particularly in a rising market as dealers have to “chase” price rises), leveraged
positioning acts as a “negative gamma source” as Charlie McElligott has put it
(meaning that there is added buying/selling pressure from them in the direction
of daily flows as they rebalance each day).

That exacerbated declines again last week particularly on the Nasdaq-100
(NDX) where leveraged ETF AUM fell to the least since April. SPX AUM saw a
smaller drawdown again last week.
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And in that respect we again saw a pullback in single-stock leveraged ETF AUM
but unlike last week when we saw broad selling in all of the seven largest losing
AUM continuing to be led by the two memory names, this week the selling was
concentrated in Tesla leveraged ETFs with net buying elsewhere including
Micron and SanDisk after they had combined lost ~$10.7 billion the prior three
weeks.
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While put buying (which adds incremental downside pressure) remains elevated,
with the 10-DMA of the put/call ratio edging to the highest since April.

And retail positioning also appears to be softening:

Goldman's basket of 50 stocks favored by retail investors has plunged
11.3% so far in July and is on track for the worst month since 2022.
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The poor performance from retail favorites has impacted flows according to
Vanda Research and JPM.

Weekly rolling net buying of individual stocks has fallen to the lowest
level since the Covid-19 pandemic, according to Vanda Research.
JPMorgan Securities data show retail flows totaled $5.7 billion in the week
through Wednesday, below the 12-month weekly average of $6.8 billion.

On a sector level, technology exchange-traded funds had broad-based
outflows, with funds like the Direxion Daily Semiconductor Bull 3X
Shares, known by its ticker SOXL, and the VanEck Semiconductor ETF, or
SMH, among those with the biggest withdrawals. Selling pressure in both
was 1.6 standard deviations above the mean.

“This slowdown in retail engagement aligns with the recent market
nervousness around the Momentum drawdown,” JPMorgan’s Arun Jain
wrote. “Retail flows are becoming very dispersed,” Viraj Patel, global
macro strategist at Vanda Research said. “Unlike last year when it was
‘buy everything AI,’ retail are very selective.”

“It’s been a rollercoaster ride for momentum, and therefore for retail,” Patel
said. “But once selling pressure eases and the buyers’ strike lifts, the
setup for a meaningful rebound becomes increasingly compelling.”



BoA client retail equity positioning also reflected a pullback to 65.6% in stocks
(down -0.2% w/w, record was 66.1% June 5th), 17.5% in bonds (+0.2% w/w, 17.2%
June 5th was lowest since Mar ‘22), while cash remained at 9.6% joint record low
(four times this year).
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And as a reminder Barclays had said to prepare for retail flows to cool off this
month:

Turning to gamma:

BoA saw gamma as of Thursday’s close “down sharply” to the 27th percentile
over the past year, and they model it as not changing much on the downside until it
flips negative around 7100 but building on rallies until around the 7575 level,
meaning we start the week with more potential volatility:

SPX hedger gamma fell sharply this week, ending 23-Jul at $1.4bn (27th %ile in
last year) as large customer short option positions in the July monthly expired.
Next week, hedger positioning is negative in the 27-Jul expiry, where customers
are long ~6,500 contracts near spot.

The August monthly (21-Aug) is also a notable negative contributor, with hedgers
net short ~21,000 downside contracts below 7300. As the monthly expiry
approaches, continued demand for downside amid macro volatility could
expand this position, potentially exacerbating instability on larger downside
moves.
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Tier1Alpha’s update was also as of Thursday night and they continued to see
gamma in negative territory, and they don’t see it moving sustainably positive until
around 7,550.

SPX positioning is skewed toward negative gamma, indicating that the
conditions for higher volatility are in play. When market makers are hedging
short gamma exposure, they are forced to sell futures as the market falls and buy
futures as it rises, creating a non-discretionary flow that can amplify the
underlying move and push realized volatility higher.
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Turning to buybacks, we are slowly moving off the max blackout window but still
just around 40% of discretionary buybacks by index weight (~30% of all
buybacks) for S&P 500 companies will be active this week according to Citadel’s
Rubner. That starts to lift materially next week though.
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While BofA says buybacks improved for the first time in 8 weeks although “were
below the historical avg for Week 1 of earnings season when normalized by mkt
cap.” They are -11% y/y on a 4-week average basis.

YTD they say annualized buybacks are “slightly below full-year ‘25 levels and below
‘24 records, but above 2016-23 levels,” and as a % of market cap are the least
since late 2023 (on a rolling 52-week basis).
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Sentiment
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Sentiment dropped back this week for the most part (BofA’s Bull & Bear a notable
exception):

American Association of Individual Investors (AAII) sees bulls drop sharply to
the least since September back below the bears:

AAII bulls (those who see higher stock prices in 6 mths, blue line) dropped to
29.6%, the least since September, from 44.9% the prior week, back below the
long-term historic average of 37.5%.

Bulls also fell back under the level of the bears (who see lower stock prices in 6
mths, red line) for the 16th week in the last 21 as the bears rose to 42.3% from
32.9% which was the least since February 5th. Bears still remain above the long-
term average of 31.0% for a 23rd straight week (they’ve only been below it 9
weeks since Dec 12, 2024).

The Neutral camp (yellow line) rose to 28.1% a three-month high. It remains
under the long-run average of 31.5% and has been over that only twice since July
2024.

Like AAII, the NAAIM (investment managers) exposure index* (blue line)
moved less bullish this week, but not quite as extreme a move, falling to 84.0%
from 95.6% still up from 82.95% three weeks ago, overall remaining in its range
since mid-April.

The 4-wk avg (reddish line) edged down to 86.8% from 90.5% the prior week which
was the highest since May 13th.

*The index “represents the average exposure to US Equity markets reported by our
members” and which ranges from -200% (2x short) to +200% (2x long).



And Goldman’s US Equity Sentiment Indicator*, which hit 2.0 June 26th, the
highest since December 2024, eased off for a third week in four, falling further
under “stretched” (1.0) at 0.60 (from 0.91 the prior week).

While the 1-month average return since 2009 is pretty good at ~1%, the hit rate
is the only bucket under 50%.

*The indicator combines “six weekly and three monthly indicators that span [across
the more than 80% of the US equity market that is owned by institutional, retail and
foreign investors]. Readings of +1.0 or higher have historically signaled stretched
equity positioning. Readings of -1.0 or lower have signaled very light positioning and
have historically been a statistically significant signal for subsequent S&P 500
performance”.
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While the CNN Fear & Greed Index (blue line) edged up to 39.4 from 37.1 the
prior week, still down from 47.9 the week before that, which was the highest
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since June 4th, but remaining well above the recent low of 24.7 June 26th (which
was the least since early April). The indicator remains in “Fear” where it’s been for
the most part the past eight weeks.

But we did get one indicator above neutral, only the second time in six weeks:

Extreme Greed = None

Greed = safe haven demand (20-day difference in stock/bond returns) (from Fear)

Neutral = market volatility (VIX & its 50-DMA); junk bond demand (vs investment
grade) (from Fear)

Fear = market momentum (SPX vs 125-DMA); stock price strength (net new 52-
week highs); put/call options (5-day put/call ratio)

Extreme Fear = stock price breadth (McClellan Volume Summation Index)

https://www.cnn.com/markets/fear-and-greed
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But BoA’s Bull & Bear Indicator remained at 9.6, the joint highest (with
February) since December 2020, and remaining above its sell signal which it
crossed back above May 20th:

on strong tech inflows, partially offset by more bearish hedge fund positioning in
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oil, 2-year USTs, VIX, and slowing EM debt inflows;

[From last week]:

BofA Bull & Bear “sell signal” remains in place, extreme bull positioning says
markets “toppy”, reduce equity exposure, retreat or rotate much smarter
summer tactic for risk assets than reload.

17 “sell signals” since '02, average loss for global stocks over 2-3 months is 2-
3% (hit ratio of ~60%), with max drawdowns of 15-20% (caveats always
“tops are a process, lows are a moment”, i.e. greed harder to reverse than fear).

As a side note, if you’re wondering since May 20th the SPX is -0.3%.
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While the Citi panic/euphoria indicator continues to press up against 52-week highs.

But Helene Meisler’s followers bearish for a second week, although a little less so.
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Nothing new on seasonality this week. There will be a lot next week.

Kept in a couple of notes from prior weeks.

And Jeff Hirsch editor of the Stock Trader's Almanac notes that instead of all year or
mid-term seasonality, we've been more closely tracking the Trump Presidency
Seasonal Cycle:

"Back in March we identified the Trump Presidency Seasonal Cycle, and 2026
continues to track the pattern closely: rough Q1, targets get slashed, the Street

Seasonality
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panics, Trump reverses course and big rally ensues over for the rest of the year.

"We’re seeing it with NASDAQ as well. June’s selloff and the 'Christmas in July'
Midyear Rally has brought 2026 back in line with the Trump Presidency Cycle."

I’ll leave up the seasonal chart for July through the end of the month:

“Seasonal trends suggest July could continue to provide support for equities, but
the midterm-year backdrop serves as a reminder that volatility can emerge quickly
and unexpectedly.”

https://jeffhirsch.tumblr.com/post/820420237768916992/strong-july-trends-could-
face-a-midterm-year-test
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I’ll also leave up the Fed seasonality information. We are starting to get into the
“rockier 2-3 month stretch”.

And I noted two weeks ago the tendency for equities to be down for the first
meeting of a new Fed chair, bounce back over the next couple of weeks, but see a
much rockier 2-3 month stretch. Jeff also looks further out (from the start of a
new Fed chair which would have been May 22nd for Warsh) and if you exclude
Greenspan since 1933 the 6-month and 12-month returns have been pretty good.
I’m going to leave this in to see how we track as time goes on.
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Turning to interest rates, I noted a few weeks ago that I thought rate pricing and
probably the move in rates along with the expectations for Fed rate hikes had gone
too far, and now we’re right back to those levels. And while I again think we’re
pushing too far, I have a less optimistic view on rates than I did then (particularly the
long end), as I am becoming increasingly convinced that a hike is a real possibility
this year, something I thought was unlikely absent a continued push higher in
inflation.

In that regard, the rise in rates (2-year yield the highest since February 2025, 10-year
the highest since January 2025, and 30-year pushing against the highest since 2007)
has been solely a function of higher real yields (i.e., inflation adjusted) as inflation
expectations have surprisingly not moved since the start of the Iran conflict.

Rates/Fed
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This means most of the move is a function of 1) a higher expected fed funds rate and
2) higher term premium (the “risk compensation” for holding longer durations),
primarily the first. Because I had thought it unlikely the Fed would be raising rates, I
thought the rise in rates would reverse, but I have become increasingly convinced
that the Fed will hike. Below are some useful thoughts from BofA on that point:

At the time of this writing, markets are pricing nearly 10bp of hikes at the July
meeting.... So markets are truly flying blind....

Arguably [the] setup is exactly what Warsh wants: markets are responding to data
and geopolitical developments without any guidance from the Fed. Yet he’s left
with a difficult choice.

If the Fed stays on hold, Warsh risks sending a signal that nothing has really
changed at the Fed because it still only surprises markets in the dovish
direction. Is that what he wants to convey, after touting a “sea change” under
his leadership?

Moreover, if the Fed doesn’t raise rates, markets will probably take hikes out
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from the entire path (they’re currently pricing 60bp of hikes by next June).
Does the Fed really want to ease meaningfully relative to what’s priced?

Warsh puts a lot of emphasis on credibility. At Sintra, he noted that inflation
expectations were contained. With expectations now moving up, what would it
say about Fed credibility if he delivers a dovish surprise?

Some other reasons to hike:

- Firms that pass through cost increases when oil surges might be less willing
to lower their prices when oil declines, due to concerns that there will be
another upside shock in short order.

- $80-100 is likely the most hawkish outcome for crude (chart). It’s a large
enough shock to create upside risks to core, but not so large that the Fed would
worry about major downside risks to the labor market.

- There is a narrow window (say, a few months) in which [Warsh] can
absolve himself of any blame for the inflation overshoot. Hiking in that period
would differentiate him from Powell and allow him to claim credit for any
disinflation down the line, even if it’s mechanical.

- While we are sticking with our call for a hold, further increases in oil prices
and July hike pricing could tip the scales in favor of a 25bp hike. There’s also
a risk of de-escalation in the Middle East by next Wednesday. In that case, it
should be an easier decision to stay on hold.

And as Heisenberg Report notes (and Neil Dutta of RenMac has made a similar
argument), it may be better for Warsh if he thinks he may be forced to hike by
September to get it over with now than risk having to execute a “forced” hike
which may damage his image and could mean a “back-against-the-wall 50bps hike
just ahead of the mid-terms.”

And taking it back to the inflation expectations channel, a failure to hike may
jeopardize that hard-fought position. As White noted “the implicit belief being that



the Fed will always do enough to ensure CPI will tend back to the target.” But
White posits “if the Fed does not follow through with a hike in the near
future...the market’s endorsement of the Warsh Fed’s inflation-fighting
credentials may well be withdrawn.”

Similarly, BMO’s exceptional rates strategist Ian Lyngen noted this week that long
term* real yields (expressed via TIPS) have been remarkably stable even as
inflation expectations have risen. “While [the r-star proxy] has risen by hundreds of
basis points over the past few years, long-run inflation expectations have remained
well anchored,” Lyngen wrote, adding that expectations “have been trending below
2.50% for the past few weeks, and the 100-day moving average is currently at its
lowest since 2022.”

This means Lyngen says that “the market remains confident in the Fed’s ability
and willingness to control inflation,” something Warsh likely does not want to
jeopardize.
*Lyngen used 10-year, 10-year (so the following 10 years starting in 10 years) rates
for his analysis.
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Thus, even if my thinking was correct and the Fed doesn’t raise rates, while it
will likely mean a softening of shorter term rates (which in fairness is where my
focus was for the most part), it very likely doesn’t mean the long end will soften
as resurgent inflation expectations will offset any softening in fed funds expectations.
In fact, it may very well steepen rates, and then those rising inflation expectations
may lead to just that forced Fed hike to calm them.

Either way, I have to raise my expectations for the range of longer term yields which
have spent most of the post-February period at or above the top of my prior range. I
still think that 5% on the 10-year and 5.75% on the 30-year represent areas where we
will see very strong buying, and I’m not sure we’ll test those levels, but if the Fed
does decide to hike next week and/or we return to hot inflation prints, I think it is not
unlikely. On the 2-year I think a lot depends on whether the Fed hikes. If they do
there’s potentially another ~25 basis points to the upside. If they don’t, I think we’re
going lower from here

In terms of where Fed Futures markets stand currently, according to CME’s
Fedwatch tool, there’s that 34% chance of a hike this week, 82% by September,
93% by the end of the year with 61% chance of two hikes (and 8% chance of
three).

And I should add that while there are reasons for a hike, most don’t expect one:
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A Bloomberg survey of 80 economists conducted July 17-22 collectively still
view the next move by the Fed as a cut, albeit not until the third quarter of next
year (pushed back from the second quarter in the last survey).

The personal consumption expenditures price index excluding food and energy is
now seen rising 3.4% in the second quarter from a year earlier, up from a 3.3%
estimate last month, according to the survey. Even so, respondents see headline
inflation decelerating faster in the second half of the year than previously
projected.

“The US economy is shifting from a higher-for-longer interest-rate story to a
higher-for-longer uncertainty story — and that may prove the more consequential
headwind for the Fed and markets alike,” said Dennis Shen, a lecturer in finance
at the International School of Management in Berlin.

JPM's Feroli is one of those expecting a hold this week with two dissents:

The FOMC voted unanimously to hold rates steady at its June meeting, and
since then the one CPI report has surprised to the downside, so a near-term
hike would indeed be surprising. The committee’s June statement also
emphasized elevated inflation and “price stability,” but it did so without
signaling an immediate hiking cycle.

The most relevant public signals so far are that Hammack and Logan have
already dissented in favor of a tighter stance, while Kashkari has been
mentioned as a possible additional dissenter; the key distinction for markets
is whether any Board member joins them, since that would read as a stronger
institutional shift toward hikes raising the risk of a September move.

The statement wording itself is already in a hawkish posture — “The Committee
will deliver price stability” — so without hotter inflation prints, the odds still
seem skewed toward a hold unless dissents broaden materially or the next
two reports reaccelerate.

Morgan Stanley’s Gapen is another:



Payroll growth slowed to 57k in June, easing concerns that an accelerating labor
market would drive wage-led inflation pressures.

AI and residual oil-linked inflation are the remaining upward forces without a
firmer labor market. We expect tariff disinflation to more than offset those
pressures, pushing inflation lower by year-end.

We see no FOMC rate hikes in 2026, followed by two 25bp cuts in 2027. We
expect core PCE inflation running closer to 2.0% on an annualized basis in the
second half of the year will keep the Fed on hold.

And Goldman argues that there’s not much rate hikes can do to reduce inflation
absent really hitting the labor market:

An important question that arose during Chairman Warsh’s testimony before
Congress is whether interest rate hikes would help to address high inflation
caused by supply shocks...

Raising interest rates could still offset the inflationary impact of supply
shocks through the textbook channel of reducing resource utilization, even
from a starting point where the economy is not overheated. But a lesson of recent
years is that the effects of supply shocks on inflation are often large, while the
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effects of changes in resource utilization are moderate. This implies that it
would usually take a large increase in unemployment to fully offset the
impact of a supply shock.

What about a potential alternative rationale for modest rate hikes, that they might
influence inflation expectations and ultimately price and wage setting by
signaling the Fed’s commitment to its inflation target? Evidence from economic
research provides little support for this channel, mainly because businesses
and consumers—unlike financial market participants—pay little attention to
central banks.

Raising interest rates could still offset the inflationary impact of supply
shocks through the textbook channel of reducing resource utilization, even
from a starting point where the economy is not overheated. But a key lesson
of recent years is that the effects of supply shocks on inflation are often large,
while the effects of changes in resource utilization are moderate.

The left side of exhibit 2 provides a few examples. The right side of exhibit 2
shows, that estimates of the slope of the Phillips curve—the impact of a 1pp
increase in the unemployment rate on inflation—average roughly -15-20bp in
PCE terms and -30-35bp in CPI terms. Today the effect should be about average
because the labor market is in a fairly normal balance, though it would grow if
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the labor market tightened meaningfully.

Taken together, this implies that it would usually take a large increase in
unemployment to fully offset the impact of a supply shock.

For example, these estimates imply that it would have taken several percentage
points of additional unemployment to fully offset the effects of tariffs.

Former Fed Chair Janet Yellen recently highlighted this as one of the key
lessons of recent years: “Monetary policy cannot tame supply-driven inflation
without exacting unacceptable unemployment costs.” Those steep costs, she
added, lie behind the standard central bank wisdom that “Looking through supply
shocks should remain the default strategy unless inflation expectations are at
genuine risk of becoming unanchored.”

But we did see the Fed favorite 5-year, 5-year forward rate (expected inflation for
the 5 years starting 5 years from now), pop a little last week +0.07% to +2.28%,
towards the middle of the range over the past five years.
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This is mostly a rehash of last week but I plan a rewrite next week once we get
through this week of earnings and the Fed meeting:

Two weeks ago, I identified the push-pull that would frame markets the last
couple of weeks beyond the on-again, off-again trader infatuation with the AI-
trade:

The broader setup remains constructive, and the positives have grown.
Earnings expectations continue to move higher, even as there is some concern
about the sustainability of the most extreme expectations. Revisions remain very
strong, the equal-weight S&P 500 made a new high, breadth improved, retail
activity remains extremely active, the outlook for systematic flows has improved,
gamma has moved positive, July seasonality is better than June, and the economy
continues to look resilient, even if perhaps not quite as strong as a month ago.

Offsetting that in the short term, buyback support will be at its minimum over the
next few weeks, leveraged ETF exposure remains very large, leaving markets
exposed to heightened volatility risk, and the situations with Iran and the Fed
remain far from settled.

And we have certainly seen that push-pull continue with the AI-trade continuing
to vacillate since then, with the leverage employed in that trade pressuring indices,
particularly the Nasdaq which again finds itself in even more precarious technical
territory. As I said the past few weeks, “we have seen pullbacks several times

Wrap-Up
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previously in the AI trade over the past year, and they have all resolved relatively
quickly to the upside. It would be a meaningful change in character if that did not
happen this time as well.”

It’s still too early to say whether we are in fact seeing a change in character, but
the Nasdaq is now down -7.5% from the highs, and it’s hard to ignore the message
the markets sent following Alphabet and Tesla earnings. Despite very strong
operating results, both (but particularly Alphabet) were sold on higher capex. That
adds to a number of other reasons (how far the rally went, historic patterns, etc.) that
the tech weakness may arguably continue further. But, as we know, it can also bounce
back viciously at any time, particularly given we’re about to get quite a few tech
heavyweights reporting this week. We’ll see if we continue to see a similar reaction
from traders.

But those very strong earnings are supporting other areas of the market (even as
we saw breadth weaken last week). The median stock has so far beaten the
extremely high bar. And while Tech shares are seeing weak reactions even to
“double beats” the story outside of Tech has been more favorable.

Another thing to watch in the upcoming week will be systematic positioning.
While not quite as hostile a setup as we had coming into last week, things remain
tilted much more towards continued deleveraging than the opposite, and the low
gamma we start the week with will not help dampen volatility, all of which means
any notable declines could gather steam quickly.

The Mid-East conflict remains a constant source of headline risk, but it does
appear the sides have resumed interest in de-escalation. We’ll have to see if that
continues.

So, overall, I remain broadly constructive on markets, but cautious in the near
term. Corrections happen, and there are a lot of reasons one could happen now:
investor caution over heavy capex spend leading to AI/Tech weakness which is
heavily levered, thinner gamma support, less helpful systematic, corporate, and retail
flows, a more hawkish Fed and rising oil prices pushing rates to new highs, and still-
unsettled Middle East risk. At the same time, earnings continue to beat a very high



bar, and the story outside of Tech has been very favorable. As I said last week, “it
seems odd if earnings continue to beat that it would happen now, but as I often say,
you never know with these things.” That remains the case.
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