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We’ve just experienced the best quarterly Equity market returns since the beginning of the Covid 
market recovery back in 2020. The S&P 500 total return was up 15.2% for the three months, the 
Nasdaq Composite and Russell 2000 (small cap) Index were both up 21.6%, and the MSCI ACWI 
ex-US was up 14.7%. While investors are right to wonder how much gas the market has left in the 
tank, it’s important to note that these gains have been driven by rising earnings estimates, not by 
rising valuations. 
 
Throughout the first half of 2026, the match between geopolitical disruption and economic 
resilience has been a back-and-forth affair. Equity markets scored the first quarter negatively as 
the outbreak of the conflict with Iran drove oil prices and inflation fears higher which sent the S&P 
500 lower. Despite this setback, the second quarter countered strongly, driven by resilient 
economic fundamentals, better-than-expected corporate earnings and hopes for de-escalation of 
events in the Middle East.  
 
From a sector perspective, 9 of 11 economic sectors of the market were positive for the period but 
only 1 of 11, Information Technology outperformed the broader market (S&P 500). The 
Information Technology sector was up an astounding 31.8% for the 3-month period. Industrials 
(+14.9%) were also up double digits and the AI buildout fueled demand. Consumer Discretionary 
(+9.3%), Financials (+9.0%) and Healthcare (+8.8%) rounded out the top five. The top performers 
from the prior quarter dropped to the bottom with Energy (-13.5%) and Utilities (-0.5%) the only 
negative spaces, while Consumer Staples and Materials (+2.0%) were also muted. Year-to-date, 
the return backdrop is more diversified with still 9 of 11 sectors positive, but 5 of 11 outperforming 
the market. Industrials, Information Technology and Energy are at the top while Financials, 
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Consumer Discretionary and Communications Services make up the bottom. Materials and Real 
Estate are also worth mentioning on the positive side as the other sectors are up over 10% YTD. 
 
The story of the year’s first half was how well corporations were able to absorb economic 
challenges. Years of adapting to pandemic disruptions, supply chain bottlenecks, labor shortages, 
and inflationary spikes have left many companies with stronger balance sheets, healthier margins, 
and a greater ability to adjust quickly. Those experiences have made businesses better prepared to 
navigate uncertainty and resilience that have shown up in recent earnings. 
 
Throughout the second quarter, companies reported first-quarter earnings that came in better than 
predicted. S&P 500 earnings grew by more than 25% year-over-year, and revenues also 
contributed strongly, rising more than 10%. These strong fundamentals pushed profit margins to 
record highs of nearly 15% and were the driving force behind the equity market’s advance. This 
is an important characteristic as it means equity returns have been driven by earnings growth rather 
than expanding valuations. The S&P 500 forward price-to-earnings multiple has compressed (as 
seen in the chart below), falling from roughly 22x at the start of the year to below 20x — even as 
stock prices moved higher. Companies essentially “grew into” their valuations.  
 

 
Source: Bloomberg 
 
Broadly speaking, tech stocks had a great quarter. The Information Technology sector of the S&P 
500 was up almost 32%, easily besting the 15% return for the whole index. However, this belies a 
notable divergence in performance among “AI” companies. 
 

Wherefore Are Thou AI? 
 
The chart below shows the ten largest U.S. companies that are directly involved in the AI trade in 
some fashion. We’ve divided them into “spenders” (in blue) and “sellers” (in orange). 
 

• Spenders: These are the companies spending capital to build data centers and other AI 
infrastructure, sometimes referred to as “hyperscalers.” 



 

• Sellers: These companies sell the tech that goes into the data centers, e.g., GPUs, memory 
chips, etc. 

 

 
Source: Rosenberg Research 
 
The “sellers” in orange as a group far outperformed the “spenders” in blue. If widened, this analysis 
would be even more stark. In 2Q, there were 17 companies in the S&P 500 that returned more than 
100%, 15 of which would be solidly in the AI “seller” category. The same story held globally too, 
with companies like ASML, Taiwan Semiconductor, Samsung, and SK Hynix all having huge 
quarters. 
 
The market isn’t blindly buying everything that is associated with AI. This is a healthy sign. The 
“seller” group has generally seen profits and margins greatly increase over the last few quarters. 
So, the market is rewarding the companies that are making money and generating incremental free 
cash flow. On the flip side, the mediocre returns from the “spenders” shows the market wants 
results of the same kind, not speculatively assume big investment in data centers will produce big 
profits some day in the future. 

In our view, the AI investment cycle does not currently look like a classic bubble. While AI Capex 
among hyperscalers in 2026 is estimated at roughly $850 billion – up sixfold in three years, with 
spending growth expected to continue, the companies making the largest investments have strong 
balance sheets and massive operating cash flows. Are they overspending? Maybe. Shares in the 
Magnificent 7 lagged for the quarter, while the companies benefiting from all that spending, 
semiconductors and other hardware producers, data center construction, power generation, cooling 
systems, and others, drove much of the market returns and earnings growth. 

Some of the spending may ultimately prove too aggressive. Supply and demand imbalances 
related to infrastructure, bottlenecks in chip production, power generation, approvals, public 
resistance to data centers or transmission, will either limit AI growth or continue to cause cost 



 

inflation for the spenders.  At present, however, the current supply has been met with more than 
ample demand and uptake for the technology has broadened throughout both the consumer and 
corporate sectors. 

The Economy Remains Strong and Expanding 

The U.S. remained in a healthy mid-cycle expansion during the second quarter despite concerns 
over higher oil prices. After three years of muted activity, the manufacturing sector rebounded, as 
improving AI-capex related demand boosted shipments and drew down inventories among a 
growing share of durable goods industries. Bank lending standards also continued to ease amid 
accelerating loan growth, providing incremental support to households and businesses. 

Source: Bureau of Economic Analysis 

Last year represented a cooling labor market with an average of around 10,000 payrolls created 
per month, but broad AI-related layoffs remained low. The first half of 2026 exhibited tightening 
labor conditions as payroll growth started to expand, signs of broadening emerged across 
industries, and unemployment claims remained low. Growing demand for labor and a slowing 
supply of workers from tighter immigration policy and aging demographics kept the 
unemployment rate subdued, reinforcing the mid-cycle expansion. 



 

Source: Bureau of Economic Analysis 

Consumer inflation rose in Q2 after the conflict in Iran triggered shipping disruptions and a spike 
in energy costs. Higher oil prices also passed through into core inflation, which excludes the more 
volatile food and energy components. After exhibiting a steady multi-year decline, shelter and 
service costs are showing signs of reacceleration, adding to tariff and Iran conflict-related inflation 
in core goods. We remain concerned that inflation will remain stubbornly above current market 
expectations as well as the Fed’s 2% target into 2027. 

Source: Bureau of Economic Analysis 

 

 



 

Quarterly Performance 

The return for the Hahn Capital Management Mid-Cap Value Composite was 6.91% gross of fees 
and 6.66% net of fees in the 2nd quarter of 2026. For the quarter, we underperformed our primary 
benchmark, the Bloomberg Mid-Cap Total Return Index, by 4.21 percentage points gross of fees 
and underperformed by 4.48 percentage points net of fees.  

For the quarter, sector allocations to Utilities (no position), Consumer Staples (no position), 
Materials (no position), Energy, Consumer Discretionary, Industrials, Healthcare, and Real Estate 
contributed, while those to Financials, Information Technology, and Communication Services 
detracted.  The most significant relative performers during the quarter were Virtu Financial 
(VIRT), CoreCivic (CXW), and Bio-Techne (TECH), while the most significant underperformers 
were Intercontinental Exchange (ICE), Genpact (G), and Occidental Petroleum (OXY). 

Performance Update for the 3rd quarter. Due to the significant reversal in year-to-date performance, 
we thought it helpful to give an update on how the portfolio has performed so far in the 3rd quarter. 
As we have outlined in our many client conversations, our portfolio remains both well positioned 
and deeply undervalued. On a 3rd quarter-to-date basis (unaudited), the portfolio has returned 
11.24%, bringing year-to-date performance to 18.9%. Strength in technology holdings has led the 
way, though there have been significant contributions from financial services as well. While we 
are gratified for this near-term performance, we continue to actively manage the portfolio for 
opportunities to further increase returns. 

Hahn Capital Quarterly Performance Attribution – 2Q 2026 
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Link to: HCM Performance Disclosures 

PORTFOLIO ACTIVITY 
 

New Positions 

Service Now (NOW) – ServiceNow is an American cloud computing company that provides a 
digital workflow platform to help businesses automate and manage routine tasks across different 
departments. 

Enterprise AI Orchestration: ServiceNow acts as the central digital workflow fabric connecting 
legacy systems, data, and human processes. Major recent expansions—such as the multi-year Tech 
Mahindra partnership and strategic investments like BUSINESSNEXT—solidify its role in scaling 
production-grade AI deployments. 

Explosive Cyber Growth: The company operates a rapidly scaling cybersecurity division already 
generating over $1 billion in revenue, tracking toward a projected $2 to $3 billion by 2026/2027. 

Strong Financial Performance: Q2 results beat consensus estimates with 23% subscription revenue 
growth and roughly 21.5% constant currency CRPO growth, leading management to raise 
guidance. 

Valuation Disconnect: Shares trade significantly below prior peaks (down over 25% over a 52-
week horizon) despite strong fundamentals, with many Wall Street targets ranging from $142 to 
$175 and longer-term bull models eyeing substantial multi-year upside. 

Positions Increased 

There were no positions increased during the quarter. 
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2Q 2026  
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5 Years 

 

7 Years 

 

10 Years 

Since Inception 

06-30-88 

 

HCM Gross 

 of Fees  

6.91% 7.99% 10.53% 4.10% 7.66% 9.14% 12.84% 

 

HCM Net 

 of Fees  

6.66% 6.93% 9.46% 3.07% 6.60% 8.07% 11.74% 

 

Bloomberg Mid 
Cap Total Return 

Index 

11.14% 20.22% 15.16% 8.27% 11.92% 12.12% 11.62% 

https://img1.wsimg.com/blobby/go/c17b70fa-11ea-4e3b-9a08-77e0dd611618/downloads/2eb92e0e-7e3b-4ca4-a603-8c09cc83c6f4/Hahn_Performance_Disclosure.pdf?ver=1774975474742
https://img1.wsimg.com/blobby/go/c17b70fa-11ea-4e3b-9a08-77e0dd611618/downloads/2eb92e0e-7e3b-4ca4-a603-8c09cc83c6f4/Hahn_Performance_Disclosure.pdf?ver=1774975474742


 

Positions Reduced 

There were no positions reduced during the quarter. 

Positions Sold 

Mid-American Apartment Communities, Inc. (MAA) – We sold our position in Mid-American 
Apartment Communities (MAA) during the quarter. MAA provided an adequate if unspectacular 
9% annualized return over our holding period but persistently high interest rates, a lack of 
aggressiveness by management in using its excellent balance sheet to expand as well as new 
apartment supply issues caused us to re-evaluate this holding. The company remains in a great 
industry position long-term; however, management’s unwillingness to become more aggressive in 
expansion during a weaker time for the industry caused us to believe this capital could be more 
effectively deployed elsewhere. 

Outlook 
 

Economic & Market Outlook 
 

The Federal Reserve Faces a Different Challenge 
 
The most important policy development of the quarter was the transition in Fed leadership. Kevin 
Warsh took office as Chairman of the Board of Governors on May 22, and in his first Fed meeting 
in June delivered a clear message: the Fed remains focused on maintaining price stability. 
 
At the June 17 Fed meeting, the Committee maintained the federal funds target range at 3.50% to 
3.75%. The June Summary of Economic Projections showed a median federal funds rate of 3.8% 
at year-end 2026, an increase from 3.4% back in March. Increasing inflation expectations are the 
driver of this increase. 
 
For investors, this represents a meaningful reset. Rate cuts are believed to be a longshot with the 
bar significantly higher than it was earlier in the year. In our view, additional easing would likely 
require a clearer combination of cooling inflation, stable inflation expectations, and a labor market 
that softens without breaking. Conversely, if energy prices, services inflation, or inflation 
expectations move higher, markets may need to further adjust to the possibility of policy remaining 
restrictive for longer. In fact, many economists now expect interest rates to move higher over the 
next 12 months and several additional increases to interest rates appear to be reflected in current 
market expectations. 
 
This does not mean monetary policy is hostile to markets, but it does mean the Fed may be less 
willing to validate market optimism simply because investors prefer lower rates. That distinction 
matters. When inflation is moving steadily lower, the Fed has more flexibility to support growth. 
When inflation is sticky, how the Fed responds to changing economic conditions becomes more 
restrained, and markets can become more sensitive to each new inflation, labor, and energy data 
point. 
 
 

 



 

Late-Stage Economic Cycle: Resilient Growth, Sticky Inflation 
The second quarter reinforced our view that the economy remains in late cycle conditions. This 
phase is typically defined by decelerating or selective growth, firmer inflation momentum, and a 
central bank with less room to respond preemptively to slower growth. 
 
Inflation is the most notable near-term factor. The May PCE price index, the Fed’s preferred 
measure of inflation, increased 4.1% from one year earlier, while core PCE increased 3.4% from 
one year earlier. This represents a meaningful change from the beginning of the year, when 
investors were more focused on whether inflation was steadily moving back toward the Fed’s 2% 
target. Inflation is not accelerating uncontrollably, but it is sticky enough to limit the Fed’s 
flexibility. 
 
Growth remains resilient, but the labor market is clearly showing signs of cooling. June payrolls 
increases were below expectations, placing the three-month average of job creation meaningfully 
below the last pre-pandemic expansion pace, signaling slowing labor demand. Meanwhile, the 
unemployment rate remains low by longer-run standards, at 4.2%, and average hourly earnings 
remain around the upper end of the pre-pandemic historical pace, up 3.5% from one year earlier. 
This mix does not give the Fed a clean signal. Growth is not weak enough to justify an urgent 
easing cycle, but inflation is not cooperative enough to give policymakers broad flexibility. That 
combination explains why markets have become more sensitive to oil prices, inflation 
expectations, and the composition of job growth. 
 
Our base case remains that growth stays slow but positive and inflation remain sticky, leaving 
markets supported but more sensitive to changes in rates, policy, and earnings expectations. A 
more constructive outcome would likely require core services inflation to cool, oil prices to 
stabilize, labor breadth to improve, and earnings growth to broaden further beyond AI 
infrastructure. A less favorable outcome would likely involve another rise in oil prices, less-
anchored inflation expectations, weaker payroll breadth, tighter financial conditions, and broader 
credit stress. 

Risks & What We’re Watching 
The overall backdrop remains constructive, but the environment has become more demanding. 
Economic growth has held up, corporate fundamentals remain generally healthy, market breadth 
has improved, and today’s higher bond yields continue to provide meaningful income 
opportunities. These factors continue to support balanced and diversified portfolios. 
 
At the same time, several risks warrant close attention. Inflation remains above the Fed’s target, 
and progress has slowed, which could keep monetary policy restrictive for longer than investors 
anticipated. While areas of market strength have broadened, much of the improvement continues 
to be concentrated on AI-related infrastructure, semiconductors, and capital spending. 
 
Geopolitics is another important swing factor, particularly through its impact on energy prices. Oil 
markets can quickly transmit geopolitical events into higher inflation, weaker consumer 
confidence, and more challenging policy decisions for the Fed. Equally important are inflation 
expectations, which influence consumer behavior, wage negotiations, and ultimately the Fed’s 
policy response. 
 
 



 

We are also monitoring labor market conditions, fiscal policy, and credit quality. While 
employment remains healthy overall, broad-based hiring will be important to sustaining economic 
growth without reigniting inflation. Election-related policy debates surrounding tariffs, deficits, 
energy, and AI regulation may contribute to periods of market volatility, while higher interest rates 
continue to leave lower-quality borrowers with less room for error if financing conditions tighten. 
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