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“Price is what you pay; value is what you get.”  
 
 — Warren Buffett    
      American Investor 
 
 

 
During the Second Quarter of 2026, the major U.S. 
equity market indices recovered from their First 
Quarter declines, with the Standard & Poor’s 500 In-
dex (S&P 500), Dow Jones Industrial Average 
(DJIA), and NASDAQ Composite Index 
(NASDAQ) returning +15.20%, +13.38%, and 
+21.60%, respectively, for the period, reaching his-
toric, all-time highs.  As a result, for 2026 Year-to-
Date, the S&P 500, DJIA, and NASDAQ have re-

turned +10.19%, +9.76%, and +13.14%, respectively. 
 
Global financial markets have experienced significant 
volatility over the last 18 months—particularly in 
2025, but also now in 2026.   
 
This financial market volatility appears to continue to 
be related to the ongoing significant uncertainty re-
garding the conflict in the Middle East and the im-
pacts of tighter monetary policy, inflation, and geopo-
litical trade conflict on the global macroeconomy and 
the resultant effect that these issues could have on the 
corporate revenue and earnings outlook, as well as 
several market-related risk factors, including, among 
others, speculative excesses, above-average market 
valuations, unjustified economic sector rotation, and 
the narrowness of the market advance.   
 
Overall, however, financial market participants have 
chosen, by and large, to continue to ignore most of 
these uncertainties and risks.   
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It appears that, recent volatility notwithstanding, this 
positive market momentum is due to financial market 
participants’ “fear of missing out” (FOMO) on cur-
rent, and future, equity market advances driven pri-
marily by the stocks of companies that they believe 
are beneficiaries of the boom in Artificial Intelligence 
(AI) capital spending (indeed, some of these stocks 
are up over +1000% from the April 2025 market 
lows).  Whether these expectations will be fully met 
remains uncertain, however:  although we agree that, 
as it has over the previous several decades, AI has 
the potential to make a significant societal and eco-
nomic impact—especially if it ultimately results in an 
increase in productivity—we believe that successful 
(and profitable) future AI business models remain 
mostly undetermined at this time and that the market 
is ahead of itself in determining which companies will 
be the long-term “winners.”  Indeed, today’s AI 
boom shares many of the characteristics we wit-
nessed during the Tech/Media/Telecom boom (and 
bust) of the late 1990s.   
 
As a result, the market advance has been very con-
centrated:  specifically, the top seven companies (by 
market capitalization) in the S&P 500 Index as of 
June 30, 2026 represent 33% of the total Index.  Al-
though down slightly  from 36% as of December 31, 
2025, this is still significantly higher than the 26% 
recorded as of December 31, 2023.  Importantly, all 
of these seven companies are in the Information 
Technology sector.   
 
Historically, this type of narrowness and divergence 
in returns is not usually sustainable—and is typically 
resolved either by a correction of the leading stocks 
and/or by gains of the lagging stocks (a “broadening 
out”).  Indeed, index concentration of this magnitude 
has typically proven self-correcting, with some com-
bination of regulatory, market, and/or competitive 
forces—along with business cycle dynamics—
undermining static leadership (cf. the late-1960s to 
early-1970s “Nifty Fifty” stocks and the late-1990s to 
early-2000 “dot-com” stocks).  We therefore expect 
that any resulting potential convergence, or “mean 
reversion,” may lead to additional market volatility in 
the coming months.  
 
Indeed, although the market-weighted S&P 500 was 
down –4.35% in the First Quarter of 2026 and the 

S&P 500  on   an   equal-weighted   basis   was up 
+0.65% during the same period, this relationship re-
versed during the Second Quarter of 2026, with the 
market-weighted S&P 500 up +15.20% and the S&P 
500 on an equal-weighted basis up +11.39%.  As a 
result, for 2026 Year-to-Date, returns of the market-
weighted S&P 500 Index and the S&P 500 Index on 
an equal-weighted basis are broadly similar, increasing 
+10.19% and +12.11%, respectively.  (However, 
these top-line results mask significant underlying vol-
atility that has occurred throughout 2026 within the 
components of the S&P 500—including dramatic 
rotation and changes in “leadership” across a variety 
of economic sectors.) 
 
Previously, despite ongoing risks, the U.S. economy 
had remained in a relatively strong position among 
the Group of Seven (G7) (a group of the world's 
leading industrialized democracies) and continued to 
be supported by factors that we have discussed in the 
past, which included employment-driven increases in 
household income and the substantial net worth of 
the household sector.  However, whether or not the 
U.S. economy retains this relative strength in the face 
of the Trump Administration’s recent economic poli-
cies and geopolitical actions is now uncertain.  In-
deed, given the elevated uncertainty regarding the on-
going scope and timing of the Administration’s Mid-
dle East actions and continuing changes to trade, im-
migration, fiscal, and regulatory policies—and the 
resultant effect that these issues could have on the 
corporate revenue and earnings outlook—financial 
market volatility may continue. 
 
Despite the recent market volatility associated with 
these policy announcements and geopolitical actions, 
we currently believe that they do not present a sys-
temic risk to the overall financial markets at this time.  
In our view, the current financial market volatility is 
primarily related to the uncertain outlook for global 
macroeconomic growth as it relates to issues that we 
have discussed with you previously as well as to addi-
tional directives promulgated by the Trump Admin-
istration.   
 
As we have discussed for several years, some of the 
factors providing underlying support to the U.S. 
economy over the last few years have also had the 
unintended consequence of creating speculative ex-
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cesses and unjustified economic sector rotation in 
specific areas of the financial markets.  Recent exam-
ples include trading activity in various commodities 
and Asian equity markets, as well as in near-bankrupt 
companies, microcaps, penny stocks, cryptocurren-
cies, non-fungible tokens (NFTs), special purpose 
acquisition companies (SPACs), and thematic ETFs, 
among other financial instruments.  Liquidity effects, 
excessive leverage, and momentum “investing” have 
combined with high-frequency trading, algorithms, 
the pervasive use of ETFs, and a variety of social me-
dia-driven commission-free retail trading platforms to 
exacerbate financial market volatility.   The emerging 
use of “prediction markets”  to facilitate alleged insid-
er trading related to Trump Administration policy 
announcements has heightened these trends while 
creating the potential for financial market manipula-
tion. 
 
Indeed, some financial market participants appear to 
have adopted a casino-like trading mentality and have 
never been more eager to ratchet up their stock re-
turns through margin loans and funds that amplify 
gains and losses.  U.S. margin debt, or what investors 
borrow from their brokerages to buy securities, rose 
+54% to a record $1.4 trillion in May 2026 from a 
year earlier, according to FINRA data.  Meanwhile, 
high-risk leveraged ETFs that produce double (or 
even triple) the daily move of underlying stocks are 
growing rapidly, as is trading in options tied to them.  
These funds, along with other forms of leverage, can 
affect how the individual stocks behave as the funds 
purchase derivatives linked to single stocks and relat-
ed indices.  Those purchases in turn spur demand for 
underlying shares from market makers, which buy 
stocks to hedge their exposure to the derivative con-
tracts they write.  If a leveraged fund grows large 
enough, it can start to have a significant impact on 
the underlying stock to which it is tied, thereby in-
creasing volatility. 
 
Several of these factors have also led to indications of 
stress in opaque and illiquid asset classes—
specifically, in certain segments of the credit market.  
Leveraged loan prices for some computer software 
firms have declined sharply in recent months because 
of concerns regarding their business models’ potential 
vulnerability to AI disruption.  As a result, there have 
been notable increases in redemption requests at sev-

eral private credit funds because of their high expo-
sure to software-related business loans.  Unfortunate-
ly, these funds provide their investors with limited 
liquidity and usually restrict redemptions.  Given that 
the current size of the private credit market is esti-
mated to be at least $1.7–$1.8 trillion, stress in this 
area of the financial markets bears close monitoring 
for the potential risk of contagion.   
 
The ultimate unwinding of these speculative excesses 
and rotational sector moves may result in increased 
volatility and, potentially, a near-term market correc-
tion.  (Indeed, although parabolic advances in stock 
prices may carry further than expected, they usually 
do not correct by going sideways.)  This is especially 
evident during periods of excessive uncertainty—as 
in the current environment.   
 
During such periods, our decades of investing experi-
ence through a variety of market cycles (and correc-
tions) have taught us that the best approach is to re-
main unemotional and dispassionate as we continu-
ously evaluate whether there are any material impacts 
to the long-term fundamentals of the businesses that 
we own.  It is worth noting that extraordinary invest-
ment opportunities are often created during such ex-
treme changes in investor sentiment. 
 
We continue to believe that the risk associated with 
any resultant financial market volatility is mitigated in 
Windward portfolios—especially over the long run—
to a large degree by the fact that we are invested in 
businesses that we believe are leading companies that 
have high quality standards from a financial and man-
agement perspective, high incremental returns on in-
vested capital, and business models with competitive 
advantages.   
 
Historically, periods of excessive ex-ante savings, 
combined with demand that is too weak to justify 
investment, cause certain areas of the financial mar-
kets to become driven by the speculative rearranging 
of portfolios rather than by the underlying business 
fundamentals (like return on capital investment).  We 
are not “traders;” we are investors.  As such, it is ir-
relevant to us whether or not “the market” agrees 
with us over the short term.  For speculators, on the 
other hand, daily market affirmation remains essen-
tial. 
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Although our strategies may underperform relative to 
the market indices over the short term given the de-
gree to which other market participants make un-
grounded assumptions and/or high-frequency trad-
ing and algorithmic “investment” strategies engage in 
daily speculative financial market trading, we believe 
that we will continue to be successful in making prof-
itable long-term investments for Windward’s portfolio 
strategies.*  In our view, one of the best ways to ac-
cumulate wealth over the long term continues to be 
by investing in high quality businesses—especially 
during periods of financial market volatility when 
investors can take advantage of valuation discounts 
to purchase such businesses “on sale.” 
 
As you know, Windward’s goal is to help protect our 
clients’ capital and mitigate market-related risks by 
investing in specific, high-quality businesses that have 
long-term, secular growth opportunities.  Indeed, we 
prefer to take a proactive approach to managing risk 
by investing in companies that are taking advantage 
of the changes in their operating environment to cre-
ate long-run opportunities for their businesses.  Our 
long-term performance results demonstrate the ef-
fectiveness of our disciplined investment approach.* 
 
As always, we continue to monitor domestic and in-
ternational political and economic developments as 
they unfold.  As a result, from our long-term per-
spective, ongoing equity market volatility continues 
to revolve around numerous global macroeconomic 
and geopolitical risks that we have elucidated upon in 
the past.  We closely monitor these, as well as other, 
risks when managing Windward’s portfolios of invest-
ments.  Since we take a long-term view, we typically 
do not react to short-term financial market fluctua-
tions driven by near-sighted market participants.  
However, should there be a change in the global 
macroeconomic indicators and/or corporate funda-
mentals that we monitor, we are prepared to take 
whatever action is necessary to help protect our cli-
ents’ capital. 
 
 
 
 
 
 
 

Economy 101 
 
 

 
Prior to the recent self-inflicted financial market tur-
moil and trade disruption caused by the Trump     
Administration’s tariff announcements and declara-
tion of war in the Middle East, the U.S. economy was 
on track to reach an “immaculate disinflation” out-
come, whereby inflation decreases without causing a 
recession or significant unemployment increases.  
However, some economic trends that we have dis-
cussed in detail with you in previous Windward Quar-
terly Reviews have shifted: 
 
 
[As a caveat to the following discussion, we would 
note that the October 01-November 12, 2025, U.S. 
government shutdown, in addition to other disrup-
tions, severely impacted the collection and reporting 
of U.S. economic data.  As a result, these data could 
continue to be subject to unusually-significant future 
revisions.] 
 
 
Inflation 
 
As we have discussed for some time now, several 
economic and industry-specific indicators suggest 
that U.S. inflation has peaked as a result of tighter 
financial conditions, ongoing progress in matching 
supply/demand imbalances, a moderation in eco-
nomic growth, and demand destruction, among other 
factors. 
 
Over the 12 months ending in May 2026, Total Per-
sonal Consumption Expenditures (PCE) prices rose 
+4.1%—a significant decline from the June 2022 
peak of +6.8%.   Unfortunately, although there has 
also been further progress in certain core inflation 
statistics, some components appear to be persistent 
and remain above the U.S. Federal Reserve’s (Fed’s) 
+2% longer-run goal:  excluding the volatile food and 
energy categories, Core PCE prices rose +3.4% over 
the 12 months ending in May 2026 (down from the 
February 2022 peak of +5.4%).   
 
Over the 12 months ending in June 2026, Total Con-
sumer Price Index (CPI) prices rose +3.5%, while 
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Core CPI prices, which excludes Food and Energy, 
rose +2.6% over the same period.   
 
After peaking at +6.48% year-over-year in September 
2022, “supercore” inflation (inflation in core Services 
other than Housing)—which constitutes more than 
half of the Core PCE index and may be the most im-
portant category for understanding the future evolu-
tion of Core inflation—gradually declined nearly eve-
ry month since then to a three-year low of +2.67% 
year-over-year as of January 2026.  Unfortunately, as 
of June 2026, this metric has risen to a rate of 
+3.17%.   
 
All of these inflation statistics—i.e., Total PCE, Core 
PCE, and “supercore”—have increased since the April 
2025 lows and could increase further given the linger-
ing and/or potential first, second, and third order 
economic effects from the Middle East war.  There is 
considerable uncertainty, though, about the timing, 
size, and duration of these effects.   
 
While it is understandable that rising oil and gasoline 
prices have garnered many of the headlines regarding 
recent inflation metrics, the increase in service sector 
prices pre-dated the recent energy supply shock 
caused by the Middle East conflict and should be a 
focus when it comes to analyzing longer-term infla-
tion trends.  Persistent service sector inflation is one 
of several important parts of an economic mosaic 
that will feed into the conversation around the proba-
bility of rate hikes by the Fed later this year.   
 
It is also important to note that, although the rate of 
inflation has declined over the last few years, the 
overall level of prices remains higher than before the 
pandemic, pressuring affordability and eroding stand-
ards of living. 
 
 
Employment 
 
Although U.S. labor market conditions remain rela-
tively stable, certain components have continued to     
soften. 
 
In June 2026, the U.S. economy generated 57,000 
new jobs, while the unemployment rate decreased 
slightly to 4.2% (still near a historic low) compared to 

4.0% in January 2025 and 3.7% in January 2024.  No-
tably, there have been total downward employment re-
visions of –639,000 for April 2025 through June 2026 
(not part of the U.S. Bureau of Labor Statistics (BLS) 
benchmark revision period).  Despite these down-
ward revisions, U.S. payroll growth, on a three-month 
moving average basis, improved to a rate of +111,000 
in June 2026 from a rate of +61,000 in January 2026.   
 
The current U.S. employment environment continues 
to be characterized as “low hire/low fire,” however.  
According to recent Fed research, labor force growth 
has been slowing and could approach zero starting 
this year, driven by weak population growth 
(reflecting low net immigration) and by declining la-
bor force participation (reflecting population ag-
ing).  Such weak growth in the labor force is unprece-
dented in the United States’ recent history.  (We dis-
cussed possible economic ramifications of this poten-
tial shift in the Windward 2026 First Quarter Review.) 
 
The impact of tariffs and restrictive immigration poli-
cy on hiring is undeniable, in our opinion:  since May 
2025, these policies pushed economic uncertainty to 
the highest level in years.  As a result, U.S. employ-
ment expanded by a mere +116,000 in 2025—its 
weakest annual pace since the declines experienced 
during the Coronavirus pandemic in 2020 and the 
global Financial Crisis in 2009. 
 
In addition, part-time employment has been rising, 
along with the ranks of multiple-job holders.  This 
reflects both the lower quality of jobs available and a 
need for more income, in our opinion.  
 
Although monthly Nominal Average Hourly Earn-
ings growth has remained relatively steady at an aver-
age of +4.1% since the beginning of 2023 (and was 
+3.5% on a year-over-year basis in June 2026)— 
which should continue to support overall consumer 
spending—Real Average Hourly Earnings growth was 
recently flat at +0.1% on a year-over-year basis in 
June 2026 after turning negative in both April and May.  
U.S. workers have seen their Real earnings systemati-
cally eroded as broader inflation metrics have out-
paced employer pay increases.  As a result, house-
holds, in aggregate, continue to support their spend-
ing by drawing down their savings and/or increasing-
ly relying upon credit.   



Windward Capital 2026 Second Quarter 

 

Page 6 

The post-pandemic economic recovery continues to 
be “K-shaped”—whereby high-income earners and 
owners of assets have done disproportionately better 
than low-income earners.  (This type of recovery ex-
acerbates wealth inequality, which can lead to a de-
cline in a country’s standard of living.)  Food and 
energy price increases resulting from the Middle East 
conflict could put further pressure on the low-
income demographic. 
 
On a positive note, other labor market indicators—
such as the ratio of job vacancies to unemployed 
workers, the percentage of unemployed workers who 
find a job, the quits rate among employed workers, 
and the layoff rate—indicate that there is currently 
no sharp deterioration in overall labor market condi-
tions.  
 
While job growth typically turns negative when the 
economy is heading into a recession, based upon a 
variety of economic indicators that we monitor, we 
do not believe that a recession is imminent.  Rather, 
current labor market dynamics are a function of both 
cyclical and structural factors, with trade and immi-
gration policies as the locus.  Pervasive uncertainty 
driven by the Trump Administration’s trade and im-
migration policies is the primary impetus behind re-
duced demand for workers. At the same time, supply
-side factors driven by restrictive immigration poli-
cies and demographic changes (i.e., retirement of  
baby boomers) will continue to constrain the ability 
of firms to find workers. 
 
 
Gross Domestic Product (GDP) 
 
For 2025, U.S. Real GDP increased at a +2.1% annu-
alized rate—slightly lower than 2024’s +2.4% rate 
and significantly lower than 2023’s +3.4% rate. 
 
For the First Quarter of 2026, U.S. Real GDP in-
creased at a +2.1% annualized rate (after increasing 
at a +0.5% annualized rate in the Fourth Quarter of 
2025).  In the Second Quarter of 2026, the Federal 
Reserve Bank of Atlanta’s most recent GDPNow 
forecast predicts that annualized U.S. Real GDP in-
creased by +1.3%.  Private forecasters’ estimates are 
around +2.1%.   
 

Real Private Domestic Final Purchases (PDFP)—
which comprises PCE and Private Fixed Investment, 
and which often provides a better signal than GDP 
of underlying economic momentum—increased at a 
+2.4% annualized rate for 2025, compared to +2.9% 
in 2024 (and +3.6% in 2023).  For the First Quarter 
of 2026, Real PDFP increased at a +1.7% annualized 
rate, and the Federal Reserve Bank of Atlanta’s most 
recent Nowcast predicts that annualized Real PDFP 
increased by +2.9% in the Second Quarter of 2026. 
 
A modest economic tailwind fueled by the Trump 
Administration’s deficit-financed expansionary fiscal 
policies (including more-favorable tax provisions, the 
full expensing of investments,  and deregulation, 
among other elements) could push overall U.S. eco-
nomic growth to an above-trend rate in 2026.  How-
ever, persistent inflation pressures (exacerbated by 
the Middle East conflict), ongoing labor market chal-
lenges (including restrictive immigration policies and 
aging demographics), and the nature of the K-shaped 
economy’s “affordability” issues, among other risk 
factors that we have discussed in the past, could pre-
sent significant headwinds that offset this momen-
tum. 
 
 
Corporate Revenues and Earnings 
 
For 2025, S&P 500 companies reported year-over-
year growth in revenues and earnings of +7.6% and 
+14.1%, respectively.  The consensus currently ex-
pects S&P 500 companies to report year-over-year 
growth in revenues and earnings of +12.2% and 
+23.3%, respectively, for the Second Quarter of 
2026, and +10.8% and +24.1%, respectively, for cal-
endar 2026.   
 
In terms of valuation, the forward 12-month   Price-
to-Earnings (P/E) ratio for the S&P 500 is 20.4.  This 
P/E ratio is above the 5-year average of 19.9 and 
above the 10-year average of 19.0.  (It is also above 
the forward 12-month P/E ratio of 19.7 recorded at 
the end of the First Quarter of 2026.)  The trailing 12
-month P/E ratio for the S&P 500 is 27.8.  This P/E 
ratio is above the 5-year average of 24.5 and above 
the 10-year average of 23.4. 
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Although the available data suggest that the U.S. 
economy will continue to grow near its historical long
-term rate of approximately +2%, we continue to see 
upside risks for inflation and downside risks for the 
labor market—at least in the near term.  We cannot 
rule out scenarios with larger and more persistent tar-
iff effects and/or geopolitical impacts on inflation.  
At the same time, there are signs that it is taking long-
er for some new entrants in the labor market to find 
jobs, and that firms are becoming more cautious and 
selective in their hiring.  Outside of AI infrastructure, 
we also continue to see businesses pausing or delay-
ing projects, especially large ones, in the face of high 
uncertainty.  This “wait-and-see” approach could 
slow activity further, especially if risk sentiment in 
financial markets deteriorates.   
 
 
 
Regime Change? 
 
 

 
Jerome Powell’s term as Chairman of the Fed ended 
on May 15, 2026 (he continues to serve on the Fed’s 
Board of Governors, a position that he is entitled to 
hold until his 14-year term expires in January 2028).  
Powell was succeeded by Kevin Warsh, who previ-
ously served on the Fed’s Board of Governors from 
2006 to 2011.  During that tenure, Warsh was gener-
ally considered to be “hawkish,” frequently express-
ing more concern over upside inflation risks than 
downside risks to the labor market and emphasizing 
the dangers of keeping monetary policy too easy for 
too long.   
 
At his April 2026 confirmation hearing in front of the 
U.S. Senate Committee on Banking, Housing, and 
Urban Affairs, Warsh promised financial market par-
ticipants that there would be “regime change” at the 
world’s most important central bank.  Subsequently, 
at his first post-Federal Open Market Committee 
(FOMC) meeting press conference held on June 17, 
2026, Fed Chairman Warsh announced five task forc-
es to review and reshape the central bank's core mon-
etary policy operations.  The panels will study the fol-
lowing key areas: 
 

Communications:  Reviews how the Fed conveys 
policy decisions and deliberations to the public 
amid economic uncertainty. 

 
Balance Sheet Policy:  Examines the costs, benefits, 

and impacts of the Fed's $6.7 trillion current 
portfolio and policy regime. 

 
Data:  Aims to improve the quality, speed, and 

real-world signals of the economic data used in 
policy judgments. 

 
Productivity and Jobs:  Assesses how the rise of new 

technologies—including artificial intelligence—
impacts the labor market and broader economic 
productivity. 

 
Inflation Frameworks:  Re-evaluates the models and 

methods the central bank uses to understand and 
respond to inflation drivers. 

 
 
 
According to Warsh, the task forces will be co-led by 
external advisers—accomplished economists, busi-
ness leaders, and former central bank practitioners—
with deep expertise in their fields.  Supported by Fed 
staff, they will operate independently, with a mandate 
to follow the evidence, provide candid feedback, and 
produce rigorous findings for the FOMC.  In our 
view, it would be a positive development if these task 
forces lead to measures that serve to enhance the 
transparency surrounding the Fed’s monetary policy 
decision-making process. 
 
Apparently, “regime change” also refers to the Fed 
emphasizing the price stability component of its dual 
mandate over maximum employment. 
 
Indeed, at the same press conference, Chairman 
Warsh stated that “inflation is a choice.”  He added 
that “persistently high prices are a burden for the 
American people” and that the Committee is “going 
to deliver price stability.”  Chairman Warsh consist-
ently emphasized that if markets or the public expect 
the Fed to tolerate inflation running above its +2% 
target, “I guess they'd be disappointed.”  
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As you may recall, the Fed reduced the short-term 
Federal Funds (Fed Funds) interest rate by a total of 
75 basis points during the last four months of 2025 
to a target range of 3.50-3.75% (down from a peak of 
5.25-5.50% in July 2023).  In 2026, however, the Fed 
has made no further changes to the Fed Funds rate at 
any of their FOMC meetings—including in June.  
 
Notably, whereas in December 2025 U.S. monetary 
policymakers had anticipated lowering interest rates in 
2026, based upon its most recent June 2026 Sum-
mary of Economic Projections, the Fed currently 
anticipates increasing the Fed Funds rate by an addi-
tional 25 basis points in 2026 (and subsequently low-
ering it by 25 basis points per year in 2027 and 2028).  
The Fed also reduced its forecast of annualized 2026 
U.S. Real GDP growth to +2.2% (from +2.4% pre-
viously) while maintaining its +2.3% forecast for 
2027 and predicting that inflation will remain above 
+2% and the unemployment rate will remain above 
4.3% during those years.   
 
Under Chairman Warsh, the June 2026 FOMC policy 
statement was radically reworked to be shorter, and 
forward guidance was removed.  However, the Fed’s 
“dot plot” (the Quarterly chart published by the Fed 
that reveals where individual policymakers expect 
short-term interest rates to be in the coming years) 
remains intact, suggesting that forward guidance has 
not been entirely eliminated. 
 
The combined changes in the policy statement and 
the fact that nine of the eighteen members submitted 
a forecast favoring a rate hike this year suggest a ma-
jority is forming to support the renewed focus on 
inflation.  (Risks to price stability and the economic 
outlook via the recent surge in inflation is the prima-
ry reason for removal of the easing bias in the Fed’s 
June 2026 policy statement.)  As a result, the 
FOMC—depending upon the evolution of the eco-
nomic, employment, and inflation data—could move 
toward raising the Fed Funds rate relatively soon.  
Although a rate hike is far more likely than a rate cut 
in the near term, we do not currently have a good 
sense of the Fed’s reaction function at this time given 
the recent change in leadership.  A variety of models 
of the optimal interest rate for the U.S. economy do 
suggest, however, that monetary policy could be 

more restrictive given the ongoing trends in inflation, 
which are rising and seem increasingly persistent. 
 
Although we still appear to be close to the end of the 
current monetary tightening cycle, it remains uncer-
tain how long restrictive monetary policy will remain 
in effect given the persistence of certain components 
of inflation.  There are many reasons why inflation 
could remain above the Fed’s +2% target for longer 
than expected.  For example, inflation could stay ele-
vated as a result of worsening geopolitical develop-
ments, heightened trade tensions, more persistent 
shelter price inflation, financial conditions that might 
be or could become insufficiently restrictive, or U.S. 
fiscal policy becoming more expansionary than ex-
pected. 
 
In addition, as we noted in the Windward 2024 Fourth 
Quarter Review, some economists have previously 
warned that the economic proposals currently put 
forward by President Trump—such as unilateral, non
-targeted tariffs, mass deportations, and unfunded tax 
cuts combined with expansionary fiscal policy/
stimulus—could cause inflationary pressures to reig-
nite. 
 
That is why the Trump Administration’s attempts to 
impair the Fed’s independence are so feckless.  With 
the potential for inflation and unemployment to sim-
ultaneously increase as a result of the Administra-
tion’s misguided trade and economic policies—and, 
now, geopolitical actions—this is exactly the moment 
when financial market participants want a central 
bank setting monetary policy absent pressure from 
the political sector.  Cutting short-term interest rates 
significantly into such an economic environment 
could lead to even higher inflation, higher interest 
rates, higher unemployment, and slower growth—the 
worst of all worlds.  The ability for monetary policy-
makers to retain their credibility and focus on longer-
term economic goals such as price stability and maxi-
mum sustainable employment creates a foundation 
upon which inflation expectations remain well an-
chored, thereby increasing the confidence of financial 
market participants. 
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Sticky 
 
 

 
Economists, including those at the Fed, categorize 
inflation into two distinct groups based upon the fre-
quency of price changes: 
 
Flexible-price goods:  These prices change rapidly 

(often within 4.3 months) and reflect immediate 
shifts in supply and demand.  Examples include 
food and fuel. 

 
Sticky-price goods:  These prices change infrequently 

(more than 4.3 months on average).  Examples 
include automobile expenses, housing, and medi-
cal services. 

 
 
“Sticky inflation,” in general, describes the slow and 
persistent rise of consumer prices and wages that are 
highly resistant to short-term economic changes.  Un-
like volatile items like gas or groceries, sticky prices—
such as rent, medical care, and insurance—take much 
longer to adjust downward even as economic condi-
tions ease. 
 
What makes a price sticky?  The answer to this ques-
tion has puzzled economists since John Maynard 
Keynes built his General Theory around sticky prices 
more than 70 years ago.  The prevailing belief is that, 
in some markets, the changing of prices can involve 
significant costs.  For example: 
 
Physical & Digital Changes:  The cost of physically 

reprinting catalogs, restaurant menus, or price 
tags, as well as updating pricing algorithms and 
databases in e-commerce or point-of-sale sys-
tems. 

 
Information & Marketing:  The expense of inform-

ing consumers, sales teams, and distributors 
about new prices.  

 
Managerial Time:  The labor and administrative 

costs spent researching markets, recalculating 
margins, and deciding on new pricing strategies.  

 

Customer Relations: The potential loss of customer 
goodwill or loss in demand from buyers who are 
resistant to price hikes. 

 
These costs—known as “menu costs”—can greatly 
reduce the incentive of firms to constantly change 
their prices.   
 
Several other factors can cause certain goods and ser-
vices to resist immediate price drops.  Some examples 
include:  (1) long-term contracts (e.g., rent, wages, 
and union agreements) lock in prices for extended 
periods; (2) businesses incur significant administrative 
and logistical costs if they frequently change prices; 
and (3) sellers often build anticipated future inflation 
into their current pricing, thereby embedding rising 
inflation expectations. 
 
Indeed, while a sticky price may not be as responsive 
to economic conditions as a flexible price, it may do a 
better job of incorporating inflation expectations.  
Economists therefore use them to measure embed-
ded inflation expectations and predict future, long-
term inflation.  Because price setters understand that 
it will be costly to change prices, they may want their 
pricing decisions to account for inflation over the 
periods between their infrequent price changes.  As a 
result, it has been found that sticky prices appear to 
incorporate expectations about future inflation to a 
greater degree than prices that change on a frequent 
basis, which respond more powerfully to current eco-
nomic conditions. 
 
Within this context, it is notable that the Federal Re-
serve Bank of New York’s most recent June 2026 
Survey of Consumer Expectations shows that house-
holds’ inflation expectations have increased at the 
short- and medium-term horizons:  Median inflation 
expectations at the one-year-ahead horizon increased 
by +0.2% to +3.7%, the highest level since Septem-
ber 2023, and increased by +0.2% to +3.3% at the 
three-year horizon, the highest level since June 2022.  
Fortunately, households’ inflation expectations were 
unchanged at the longer-term horizon:  Median ex-
pectations at the five-year horizon were unchanged at 
+3.0%.  (From a monetary policy perspective, it is 
essential that longer-term inflation expectations re-
main anchored, a critical sign of the Fed’s credibility 
with the broader public.)  
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The problem is that, historically, once sticky prices 
rise, they tend to permanently reset the baseline of 
affordability and rarely return to pre-inflationary lev-
els.  As those prices rise, there can be a ripple effect:  
Once consumers start paying those higher costs, they 
start to agitate for higher wages and salaries in their 
jobs, which, if granted, then force businesses to either 
absorb those additional costs (and lower their profit 
margins) or, more likely, pass those cost increases on 
to their customers in the form of higher prices.  This 
could result in a cycle of persistent inflation.  When 
sticky prices remain persistently high, central banks 
(like the Fed) find it more difficult to reach their tar-
get inflation rates.  Should inflation remain elevated, 
monetary policymakers will have to either delay inter-
est rate cuts or raise rates, which will feed back into 
bond yields, credit spreads, and equity and foreign 
exchange valuations.  (Bond investors, in particular, 
tend to be sensitive to sticky inflation because it 
erodes real yields over time as nominal rates fail to 
keep pace.) 
 
To track these trends and measure current underlying 
inflation dynamics and better predict long-term infla-
tion, the Federal Reserve Bank of Atlanta has created 
the Sticky-Price CPI Tool, an economic indicator that 
tracks the prices of goods and services that change 
relatively infrequently.  (The tool also has a "Core" 
version of the sticky index which strips out volatile 
food and energy costs entirely.)  Following a +2.9% 
increase in May 2026, the Sticky-Price CPI Tool rose 
+0.8% on an annualized basis in June 2026.  On a 
year-over-year basis, the series is up +2.8%.  On a 
Core basis (excluding food and energy), the Sticky-
Price Index rose +0.7% (annualized) in June 2026 
after a +2.9% increase in May, and its year-over-year 
change was +2.8%.   
 
Calibrating appropriate monetary policy is challenging 
in contexts when projections of inflation call for a 
tighter policy stance while forecasts of real economic 
activity call for a looser one.  Fortunately, relatively 
stable overall economic conditions are enabling the 
Fed to take the time to carefully assess the incoming 
data and their implications for the economic outlook 
and the balance of risks to inflation and economic 
activity before making more significant changes to 
monetary policy.  

As a result, restoring price stability could require 
maintaining a restrictive monetary policy stance for 
some time because the historical record cautions 
strongly against prematurely loosening policy—even 
in an environment in which economic growth slows 
and/or unemployment rises.  This could increase the 
risk of an economic recession.  Although reducing 
inflation could require a sustained period of below-
trend economic growth and softening of labor mar-
ket conditions, restoring price stability is essential to 
set the stage for achieving maximum employment 
and stable prices over the longer run.  At the same 
time, monitoring risks and the responsiveness of eco-
nomic activity to interest rate changes will be im-
portant guides in adjusting the pace—and duration—
of that transition. 
  
 
 
Substance Over Form 
 
 

 
We believe that our strategy during the current in-
vestment environment remains consistent with the 
investment strategy that we have followed in the 
past—essentially:  to invest in high-quality businesses 
at the right valuations and hold them for as long as 
they remain high-quality businesses.  In addition, we 
continue to believe that the long-term secular invest-
ment themes that we have previously identified re-
main intact.   
Our investment process utilizes a combined top-
down/bottom-up approach whereby, based upon 
our analysis of the components of global macroeco-
nomic GDP, we identify a variety of investment 
themes, both secular and cyclical, that drive further 
fundamental analyses of individual businesses that 
meet our investment criteria.  Currently, some of our 
investment themes include: 
 
 

Rise of The Rest 
Globalization and the development of the 
middle class in emerging markets is a long-
term secular trend. 
 

Disruptive Innovation 
Companies that are disruptive innovators 
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may be well positioned to outperform their 
peers in the current economic environment. 
 

Regulation 
Information Technology regulation, 
Healthcare reform, Infrastructure investment, 
and Climate Change policy are all currently 
areas of government focus, and the economic 
sectors within these areas may, therefore, be 
subject to challenges or opportunities based 
upon how successful the government is in 
implementing its programs. 

 
Continued De-leveraging 

De-leveraging and the shrinking of private 
and public balance sheets will be a multi-year 
process that will restrain global macroeco-
nomic growth. 
 

The Great Unwind 
The eventual “normalization” of monetary 
policy may result in unforeseen and unintend-
ed consequences. 

 
China Rebalancing 

The rebalancing of China’s economy from 
investment- to consumer-driven has signifi-
cant global macroeconomic ramifications. 
 

Supply and Demand 
Global macroeconomic growth remains ane-
mic due to a surfeit of supply and a dearth of 
demand. 
 

Demographics 
Demographically, the aging of the popula-
tions of the developed, and some developing, 
economies will have important implications 
for future demand growth and entitlement 
costs. 

 
 
 
As you know, we do not predict, nor does your Wind-
ward portfolio own, “the market.”  Instead, we seek to 
mitigate market risk and generate excess returns by 
making long-term investments in individual business-
es with the following underlying fundamental charac-
teristics: 

 
Quality 

Dominant, financially strong, leading compa-
nies with established managements, high in-
cremental returns on invested capital, and 
business models with competitive advantages 
 

Growth 
Companies with predictable and sustainable 
above-average growth in revenue, earnings, 
and free cash flow 
 

Value 
Companies that are undervalued on either an 
absolute or relative basis, based upon our 
projections of future cash flow and earnings 

 
 
Our goal, as always, is to identify those companies 
and invest in them for your Windward portfolio.  Our 
risk averse approach to managing your investments 
causes us to take a more measured and unemotional 
view of extremes in bullish or bearish sentiment and 
find ways to potentially outperform the market with 
less volatility by focusing on specific companies’ fun-
damentals.   
 
Windward’s portfolios of individual businesses, with 
their own company-specific fundamental dynamics, 
are continuing to thrive and prosper, in our opinion.  
In the short term, this fact may be obscured by 
“market action”—which results in highly-correlated 
security price movements during periods of increased 
volatility—and/or the negative influences of ETFs, 
asset allocators, speculators, and algorithmic trad-
ers—whose focus is on baskets of securities or on 
stock symbols, not on underlying business model 
fundamentals.  However, financial history has shown, 
time and again, that, over the long term, investors are 
often rewarded by being owners of these types of 
companies. 
 
We believe that the “indices” will become less rele-
vant as time goes on and that successful wealth crea-
tion and capital preservation in the years to come will 
become increasingly dependent upon the identifica-
tion and ownership of those businesses that, although 
possibly impacted by exogenous events in the short 
run, remain relatively immune to these global macro-
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economic issues over the long run due to their own 
underlying growth dynamics. 
 
We remain exceedingly optimistic on the prospects 
for the individual companies that we own in Wind-
ward portfolios and encourage you to contact us 
should you have any questions or concerns. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Sources:  Bank for International Settlements 
  Bloomberg 
  Congressional Budget Office 
  Council of Economic Advisers 
  FactSet 
  Federal Reserve Banks of Atlanta, 
   New York, Philadelphia, San 
   Francisco, and St. Louis 
  FINRA 
  International Energy Agency 
  International Monetary Fund 
  Organisation for Economic Co-
   operation and Development 
  Reuters 
  S&P Global 
  The World Bank 
  U.S. Bureau of Economic Analysis 
  U.S. Bureau of Labor Statistics 
  U.S. Congress 
  U.S. Department of the Treasury 
  U.S. Federal Reserve 
  U.S. White House 
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HAS YOUR FINANCIAL CONDITION 
CHANGED? 

 
Portfolio decisions are based on an individual’s in-
come requirements, tax bracket, time to retirement, 
risk tolerance, and other characteristics.  If your fi-
nancial condition has changed, such as your invest-
ment objectives, risk tolerance, time horizon, or em-
ployment status, please notify us in writing immedi-
ately, as this may impact how we manage your ac-
count.  Additionally, if you would like to place rea-
sonable restrictions on the way we manage your ac-
count, or revise any existing restriction, please notify 
us in writing immediately.  We strive to prepare a 
portfolio that meets each investor’s objectives, and 
the more information we have, the better the job we 
can do.  If you have any questions regarding your 
portfolio, your asset allocation, or any investment 
within your portfolio, please let us know. 
 
 
 
 

 
THE FUTURE IS NOW 

 
As you may know, we post a weekly commentary on 
our website most Friday afternoons.  We only mail 
some of these comments out when markets are par-
ticularly unsettled.  Please be aware that these notes 
will continue to be available on-line at 
www.windwardcapital.com under “Commentary.” 
 
We encourage you to log into your account at your 
custodian for real-time, updated account information.  
If you need assistance, please call our Operations De-
partment at (310) 893-3000. 
 
If you would like to receive a copy of our Form ADV 
Part II or Form CRS free of charge, please email   
Jeremy Johnson at :  johnson@windwardcapital.com, 
or call him at our main number:  (310) 893-3000. 

*  There is no guarantee that the investment objectives 
presented in this newsletter will be achieved. Moreover, 
the past performance is not a guarantee or indicator of 
future results.  
 
Information provided is based on matters as they exist 
as of presentation of this material and should not be 
relied upon for future investment decisions. 
 
This document does not constitute advice or a recom-
mendation or offer to sell or a solicitation to deal in any 
security or financial product. It is provided for infor-
mation purposes only and on the understanding that 
the recipient has sufficient knowledge and experience to 
be able to understand and make their own evaluation of 
the proposals and services described herein, any risks 
associated therewith and any related legal, tax, account-
ing or other material considerations. To the extent that 
the reader has any questions regarding the applicability 
of any specific issue discussed above to their specific 
portfolio or situation, prospective investors are encour-
aged to contact Windward Capital or consult with the 
professional advisor of their choosing.  
 
Certain information contained herein has been obtained 
from third party sources and such information has not 
been independently verified by Windward Capital. No 
representation, warranty, or undertaking, expressed or 
implied, is given to the accuracy or completeness of 
such information by Windward Capital or any other per-
son. While such sources are believed to be reliable, 
Windward Capital does not assume any responsibility for 
the accuracy or completeness of such information. 
Windward Capital does not undertake any obligation to 
update the information contained herein as of any fu-
ture date.  
 
Any indices and other financial benchmarks shown are 
provided for illustrative purposes only, are unmanaged, 
reflect reinvestment of income and dividends and do not 
reflect the impact of advisory fees.  Investors cannot in-
vest directly in an index.  Comparisons to indexes have 
limitations because indexes have volatility and other ma-
terial characteristics that may differ from a particular 
hedge fund.  For example, a hedge fund may typically 
hold substantially fewer securities than are contained in 
an index.   
      
Certain information contained herein constitutes 
“forward-looking statements,” which can be identified by 
the use of forward-looking terminology such as “may,” 
“will,” “should,” “expect,” “anticipate,” “project,” 
“estimate,” “intend,” “continue,” or “believe,” or the neg-
atives thereof or other variations thereon or comparable 
terminology. Due to various risks and uncertainties, ac-
tual events, results or actual performance may differ ma-
terially from those reflected or contemplated in such 
forward-looking statements. Nothing contained herein 
may be relied upon as a guarantee, promise, assurance 
or a representation as to the future. 
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