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Executive Summary 

After a sluggish start to the year, equity markets rallied in the second quarter.  A variety of factors conspired to ignite 
investor optimism including a cease-fire in the Middle East; moderating inflation expectations; stable employment and 
consumer spending statistics; and the continuation of historic levels of spending on Artificial Intelligence.  The alluring 
possibility of an enduring productivity cycle resulting from widespread adoption of Artificial Intelligence has investors 
contemplating strengthening economic growth with modest inflation pressure.  However, post the quarter, conflict in 
the Middle East has resumed and risk assets have pulled back from all-time highs.  The outlook for inflation is 
increasingly a point of contention with a new Chair of the Federal Reserve firmly stating his intention to return inflation 
to the Fed’s long-term target.  While the U.S. is relatively insulated from the energy price spike, the ongoing inflationary 
shock will negatively impact real incomes and consumer spending with duration the key unknown variable.  As a result, 
markets will be very sensitive to monthly inflation readings over the course of the next several months.  Visibility to a 
normalization of energy flows throughout the Middle East should give monetary policymakers confidence to ‘look 
through’ near-term readings and improve the likelihood of rate cuts in the back half of 2026.  Encouragingly, credit 
spreads have remained narrow and equity markets have rallied despite the uncertainty.  As companies report their 
earnings results over the coming month, their outlook for organic revenue growth and margin resilience will be the focal 
points.  For the second quarter, the S&P 500 Index advanced 15.2% and the Waterfront Equity Composite rose 15.4%. 

Equity markets rallied in the second quarter as a ceasefire in the Middle East ignited investor optimism.  Oil prices pulled 

back from extreme levels and expectations for moderating inflation rates were strengthened by a more subdued May 

CPI report.  While more progress is necessary, market-based measures of inflation expectations have been remarkably 

stable, suggesting the credibility of the Federal Reserve is strong.  The Fed’s preferred inflation measure, the Core 

Personal Consumptions Expenditures (PCE) Price Index, is expected to moderate to ~3.3% in the third quarter and drop 

below 3.0% to close out the calendar year.  A sustainable ceasefire and free flow of energy in the Middle East would be a 

welcome outcome as the inflationary impact of tariffs reverses over the next couple of quarters.  The inflation outlook 

will be a continued focus for markets as the global growth backdrop is fragile.  In addition, while markets have 

completely removed any interest rate cuts from the outlook for 2026, the impact of 175bps of cuts over the last two 

years will continue to boost growth as the impacts filter through the economy.  Consumer spending in the second 

quarter was surprisingly resilient in the face of a spike in energy costs.  A strong tax refund season and stable 

employment were significant contributors to that resilience.  Risk assets reacted favorably to the SpaceX IPO which was 

up-sized due to overwhelming demand while Fixed Income markets easily absorbed several significant debt issuances 

from the Hyperscalers.  Reportedly, there are several additional large IPO’s and significant fixed income issuance 

expected in the back half of the year.  While investors debate the sustainability of the current AI spending binge, the 

equal-weight S&P 500 quietly made a new all-time high in the second quarter.  The broadening of the equity rally with 

Financials and Transportation stocks leading is an encouraging development.  During the quarter, the S&P 500 rallied 

15.2%.   

The Waterfront Equity strategy advanced 15.4% in the second quarter, outperforming the strategy’s benchmark (the 

S&P 500 Index) as well as peers in the Morningstar Large Blend category.  Strong stock selection in the Information 

Technology, Communication 

Services and Health Care sectors 

headlined performance with 

significant appreciation in several 

long-held positions.  During the 

quarter, I increased exposure to the Technology and Financial sectors as dislocations in profitable companies created 

 Q2 2026  
Total Return 

Waterfront Equity Composite (net) 15.4% 
S&P 500 Index 15.2% 
Morningstar Large Blend category (median return) 14.1% 
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opportunities.  I reduced exposure to the Health Care and Consumer Staples sectors as deteriorating business 

fundamentals motivated a switch into more promising investments.  Cash at the end of the quarter was below 1.0%.  

The quarter’s top contributors to performance were sourced from a diverse mix of sectors.  Marvell Technology rallied 

as demand for its networking chips, storage controllers and custom silicon for AI workloads continued to impress.  

Advanced Micro Devices saw continued exceptional revenue growth augmented by a growing awareness of the demand 

for CPU’s to complement GPU’s as 

Inferencing consumes more 

compute capacity.  Alphabet 

posted another strong quarter of 

performance as demand for 

compute capacity and the 

company’s strong competitive 

position in ASIC’s expanded the 

addressable market for its products.  Jazz Pharmaceuticals has spent several years diversifying its revenues away from 

its category-leading sleep disorder drugs to new therapy areas including Cancer and Neurology.  In particular, a HER2-

targeted bispecific antibody initially targeting bilary tract cancers with potential expansion to esophageal and breast 

cancers recently posted strong trial results.  Cisco Systems is a beneficiary of AI spend on networking with a growing 

appreciation for the upgrade opportunity ahead as companies focus on improving their IT infrastructure for future 

workloads.   

The quarter’s top detractors to performance were sourced from the Technology, Consumer Discretionary, Financials and 

Materials sectors.  Adobe and Autodesk are software companies that investors believe will be threatened by Artificial 

Intelligence resulting in a loss 

of market share and much 

lower operating margins.  I 

have participated in 

numerous calls with 

Consultants, IT vendors, IT 

Executives and software 

management teams, with whom a growing consensus is that these companies are likely to benefit over time from the 

integration of AI into their product suites.  It will take time to prove the bear thesis wrong, but I am increasingly 

confident these businesses will be able to leverage years of data, business logic, context and workflow infrastructure to 

rapidly innovate AI solutions that will deepen their competitive moats.  Las Vegas Sands was negatively impacted by a 

slowing in Macau casino visitation and play.  A significant driver of reduced visitation was the World Cup, which diverted 

consumer interest and budgets.  I expect play to rebound in the back half of 2026.  Intercontinental Exchange operates 

global commodity and financial product marketplaces.  During the quarter, regulators approved the introduction of 

perpetual futures which could potentially reduce the frequency of futures trading.  I believe ‘perps’ are more likely to 

increase speculation while date-specific futures will retain their dominant role for hedging, significantly reducing the risk 

to profitability for ICE.  LyondellBasell is a beneficiary of the conflict in the Middle East as the company’s production is 

able to replace capacity taken offline as a result of the war.  After a strong rally to begin the year, the stock pulled back 

in the 2nd quarter as a ceasefire was declared.  While temporary, the benefit to earnings and cash flows resulting from 

lost capacity is likely to sustain into next year for a stock trading at just 6x 2026 earnings.   

Looking forward, global economic growth has slowed but appears stable despite the exogenous impact of a war in the 

Middle East which has produced an inflationary shock.  While the impacts are increasingly understood, the duration of 

TOP CONTRIBUTORS AVG. 
WEIGHT 

RETURN CONTRIB- 
UTION 

Marvell Technology, Inc. (MRVL) 4.7% 200.9% 4.29% 
Advanced Micro Devices (AMD) 5.2% 185.6% 3.47% 
Alphabet Inc. (GOOGL) 7.3% 24.4% 0.77% 
Jazz Pharmaceuticals PLC (JAZZ) 3.2% 27.5% 0.57% 
Cisco Systems Inc. (CSCO) 3.3% 52.2% 0.44% 

TOP DETRACTORS AVG. 
WEIGHT 

RETURN CONTRIB- 
UTION 

Adobe Inc. (ADBE) 1.2% <15.7%> <0.57%> 
Autodesk Inc. (ADSK) 1.0% <18.8%> <0.53%> 
Las Vegas Sands Corp. (LVS) 1.9% <13.8%> <0.52%> 
Intercontinental Exchange (ICE) 1.6% <21.5%> <0.51%> 
LyondellBasell Indu. (LYB) 1.0% <34.0%> <0.47%> 
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the conflict is the key variable that handcuffs central banks from providing monetary accommodation.  With a successful 

resolution, inflation likely resumes its previous trend, allowing the Federal Reserve to continue its rate cuts late in the 

year.  Most Economists project that the boost to domestic consumer incomes from tax refunds is sufficient to offset the 

impact of $100/bbl oil for all of 2026.  Assuming the conflict is resolved, the market anticipates oil prices retreating to 

around $70/bbl by year-end which is directionally accurate, though likely aggressive.  However, if the war continues, this 

outlook will need to be revisited.  Each month the Strait of Hormuz remains closed is expected to add $20/bbl to the 

price of oil, extending the inflationary wave further into this year and erasing the likelihood of interest rate cuts.  If the 

war continues through the summer, the likelihood of a global recession increases significantly.  I am hoping for a quick 

resolution, and the market is increasingly pricing in that outcome.  Another growth driver is business fixed asset 

investment which will continue to be strong as tax policy and fiscal incentives drive growth in 2026 and 2027.  And 

finally, while not a significant incremental driver for 2026, fiscal policy is likely to be a tailwind to investor confidence as 

politicians anticipate a consequential mid-term election in November.  While the starting point of valuations for both 

equity and fixed income asset classes is still elevated relative to historical norm, I continue to expect a favorable 

backdrop for risk assets over the next several quarters. 

My focus is unchanged.  Across economic cycles and irrespective of market moods, I seek to maintain an emphasis on 

finding high quality, growing companies whose securities are trading at a reasonable valuation with visible catalysts to 

drive relative performance over the long term.  This approach has served investors well over time, and my confidence in 

it has not waned. 

 

 

Matt Hekman 
Portfolio Manager 


