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Between Great Expectations and
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Markets Kick Off Earnings Season

Earnings expectations are unusually high heading into
Q2 2026, with S&P 500 forward EPS growth forecasts
near 24% and full-year 2026 earnings growth expected
at roughly 34.5%, reflecting strong guidance, rising
analyst estimates, and growing optimism around
Al-driven profits.

High expectations increase the risk of market disap-
pointment and volatility, as investors are increasingly
punishing companies that merely meet, rather than
significantly exceed, forecasts. Recent declines in
Al-related and semiconductor stocks suggest
concerns that earnings and growth expectations may
have become too optimistic.

The key debate centers on Al spending and its sustain-
ability, with hyperscalers continuing to invest heavily in
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Al infrastructure, as investors are questioning long-
term returns on massive capital expenditures. While Al
growth remains intact, a moderation in capex growth
could shift market leadership from Al infrastructure
providers toward software and Al applications, making
diversification and a focus on realistic expectations
increasingly important.

“Take nothing on its looks; take everything on evidence.
There’s no better rule.”
Charles Dickens, Great Expectations (1861)

Uttered by the highly logical attorney, Mr. Jaggers, in
Charles Dickens’ timeless novel, Great Expectations, the
quote above sheds light on the dilemma currently facing
investors, as U.S. equity markets enter the second-
quarter 2026 earnings season. To emphasize the value of
rational thought, Mr. Jaggers stresses the importance of
basing expectations on cold, hard facts. However, history
has taught us that equity markets are nowhere near as
rational as Mr. Jaggers.

As we go into earnings season, one fact stands above
all: expectations are high. | am choosing my words care-
fully here, characterizing this as a fact, not an opinion.
Why is that? Well, when we look at the 12-month forward
EPS growth forecast for the S&P 500, it stands at approx-
imately 24%, the highest figure going into an earnings
season outside of post-recession periods. This elevated
level of “great expectations” has been driven by very
positive company guidance and bottom-up consensus
estimates that have risen approximately 4.5% since the
start of the last earnings season, running counter to the
typical pattern of pre-season cuts from Wall Street.

The same can be said for the index’s full-year 2026 earn-
ings expectations, as they remain exceptionally high. As
of July 22, the consensus estimate implies approximately
34.5% full-year EPS growth for 2026. Interestingly,
analysts have steadily raised their outlook throughout the
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— “These high expectations
have contributed to the
disproportionately large
pullbacks in stocks that have
not met lofty expectations.”

year, with 2026 consensus EPS estimates increasing from
$293 at the end of January to $325 by July 22, repre-
senting a cumulative gain of 11%. Unsurprisingly, the most
significant upward revisions occurred between March
and May, when earnings expectations rose by roughly
6%, likely reflecting stronger-than-expected first quarter
earnings results and improved confidence in the macro-
economic backdrop. This dynamic does underscore the
market’s increasingly constructive view of corporate
profit growth relative to where forecasts stood at the
beginning of the year. However, Wall Street may be over-
compensating, as it does not want to get caught off guard
again, as it did last quarter, when earnings expectations
were exceeded by company guidance.

What could this all mean for markets? Imagine a parent
who has become accustomed to having his child receive
only perfect grades at school, nothing short of 100%. This
conditioning could lead to another perfect score not
being rewarded, as it is the norm, whereas anything short
of it, say a 95% score, although great for most people, is
not good enough for the parent in our example.
Consequently, the child is punished. This is where certain
segments of the market appear to be now. These high
expectations have contributed to the disproportionately
large pullbacks in stocks that have not met lofty expec-
tations. Consider Samsung Electronics’ recent announce-
ment. Despite reporting a 19-fold surge in quarterly profit,
its shares fell as much as 10% on the day it reported, as
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investors questioned whether Al-related earnings could
continue exceeding lofty expectations. In other words,
the stock fell not because the company failed to meet the
market’s great expectations, but because of the fear that
it will not be able to do this again next quarter. This
behavior runs counter to Mr. Jaggers principle in the quote
at the beginning of this piece; it was a reaction driven by
fear rather than cold, hard facts.

Reactions such as that of Samsung’s stock raise an
important question: what if these lofty expectations
simply cannot be met, at least not immediately? Consider
the mathematics behind valuation. Most people are
familiar with the valuation ratio of Price to Earnings, or P/E.
Basically, how much is an investor willing to pay for a
dollar of earnings. The key is that as investors, we want to
focus on future earnings, after all, we invest for the future,
so the “E” in the P/E formula should be based on an esti-
mate or expectation of what a company should be earning
a year or two down the road. But what if the expectation,
or the “E” in the formula is wrong? What if it is simply too
high for the time being? If the “E” is too large, then the
resulting “P/E” valuation could be artificially low. Math
does not lie, but if its basic components are flawed, it can
play tricks on our eyes. As of this writing, the P/E for the
S&P 500, based on earnings estimates for the year ahead,
was close to 20.8X, higher than its 10-year average of 19X,
but well below the near 30X seen at the peak of the
dotcom bubble. However, some players in the market are
starting to worry that earnings expectations could
potentially be too high, especially for technology stocks,
as evidenced by the 6% and 15% respective pullbacks
off recent highs, for the Nasdaq 100 and the Philadelphia
Semiconductor Index, where Great Expectations may
have turned into Wuthering Heights.

The term Wuthering Heights, borrowed from Emily
Bronte’s classic novel, refers to a place high atop a moun-
tain, lashed by violent turbulent winds. This description
could not be a better fit for the high volatility seen recently
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in the semiconductor sector of the market, where inves-
tors, chasing expectations of earnings growth
approaching 100%, propelled the sector sharply higher. In
fact, the Philadelphia Semiconductor Index rose more
than 100% in just two and a half months. That is a signifi-
cant move for a stock, let alone an index. However, this
sector’s elevated position is now being lashed by violent
swings in volatility, sometimes to the tune of 6% to 9% a
day. Again, that is a high degree of volatility for a stock,
nearly unheard of for an index. What may have spooked
investors in this space to cause such violent swings? In a
nutshell, capital expenditures, otherwise known as capex.

Think about it this way, in the Al race, there are two types
of companies: those that spend and those that collect.
On the one hand there are companies spending inordi-
nate sums of money, sometimes up to $200 billion per
year, to stay ahead in the race. These companies are
mostly comprised of hyperscalers like Google, Amazon,
Microsoft, and Meta. On the other hand, are the compa-
nies receiving the spending. Here you have mostly the
hardware makers, the ones making the physical products

Graph 1: Big Tech net capex has continued to rise
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needed to run Al; companies such as Nvidia, AMD, Intel,
and Micron Technologies. To get a sense of the level of
spending, consider the graphs below from Barclays
Research. Graph 1 highlights the nearly parabolic rise in
capital expenditures over the past two years by “Big
Tech”, mostly the hyperscalers, relative to other stocks in
the market. Graph 2 provides additional detail, showing
the main culprits behind the capex binge, as well as the
nearly 75% expected growth in capex in the second
quarter of this year, on a year-over-year basis.

Given the breakneck speed of capex growth, coupled with
its magnitude, it is easy to understand why investors got
excited about the earnings potential of the recipients of
this capital. However, after many hyperscalers, traditionally
known for being bastions of cash flow generation, began
issuing debt to fund their appetite for capex, Wall Street
began to question whether all this capex was necessary.
This dynamic has become particularly acute as Wall
Street increasingly demands returns, yet many of these
companies have limited evidence of monetization or
return on investment. If hyperscalers begin to cut their
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spending in response to investors’ increasing demands
for a return on Al capex, the companies that have been
the recipients of these funds would also be affected.

However, as we enter this earnings season, Wall Street
does not yet appear to be expecting a decline in hyper-
scaler capital spending, but rather a moderation in its
growth rate. After two years of Al-driven investment far
exceeding expectations, Microsoft, Amazon, Alphabet,
and Meta continue to signal robust demand for Al infra-
structure, leading analysts to raise, rather than lower,
capex forecasts. The key investor debate has shifted
from whether hyperscalers will keep spending to how
quickly spending growth slows, potentially from recent
50% to 100% rates to a more sustainable 10% to 20%.
Concerns center on declining free cash flow, rising
depreciation costs, uncertainty around Al monetization,
and the risk of overcapacity if technology becomes
more efficient faster than expected. A potentially slower
rate of capex growth is something that investors need to
monitor, this earnings season and beyond.

For semiconductors, slower hyperscaler capex growth
would likely affect market segments unevenly. Al chip
suppliers such as NVIDIA and AMD are most exposed, as a
slower pace of infrastructure buildout could temper GPU
demand growth and pressure valuation multiples, even if
revenues continue rising. Memory companies such as
Micron, SK Hynix, and Samsung could also see slower
growth in HBM demand and weaker pricing power.
Networking and optical vendors may face amore moderate
impact, while semiconductor equipment makers would
likely feel any slowdown later through reduced memory
and foundry spending. The prevailing view is that hyper-
scaler spending will remain elevated for years, though
growth may moderate by 2027 or 2028. As a result, inves-
tors appear to be preparing for leadership to shift gradually
from Al infrastructure “picks and shovels” companies
toward software, Al applications, and businesses that can

Graph 2: Capex has been driven mostly by the
hyperscalers, as the net capex is expected to
increase 73% in 2Q26 compared to 2Q25
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monetize the large installed base of Al infrastructure. This
transition will take time, and even once it occurs, the Al
economy will still depend on the infrastructure supporting
it. For much of the past year, we have argued that investors
may be better served not by eliminating the winners of the
Al rally from portfolios, but by taking some gains and diver-
sifying within technology and across other sectors. We
continue to believe that remains the right approach.

Perhaps the lesson for investors this earnings season lies
somewhere between Great Expectations and Wuthering
Heights. Markets have spent much of the past two years
writing an optimistic Dickensian narrative, steadily raising
earnings and Al-related growth forecasts as each quarter
seemed to justify even loftier ambitions. Yet, as Emily
Bronté reminds us, the higher expectations climb, the
more exposed they become to turbulent winds.
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Today, many of the market’s biggest winners sit atop such
heights, where strong results alone may no longer be
enough to satisfy increasingly demanding investors. In
that environment, Mr. Jaggers’ advice may be more valu-
able than ever. Investors would do well to separate
evidence from emotion, focusing not just on whether
expectations are high, but on whether they remain real-
istic and achievable. The Al revolution is unlikely to be
derailed by a moderation in capex growth, but neither are
current expectations guaranteed to be realized on
schedule. If Great Expectations have propelled markets
upward, then occasional bouts of Wuthering Heights
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volatility may simply be the price of admission. The chal-
lenge for investors is not to abandon the story, but to avoid
becoming so captivated by the narrative that they lose
sight of the facts that ultimately determine its ending. B
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