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Q1 has been an interesting earnings season, to say the least, 

with significant estimate beats and upward revisions often met 

with negative share price reactions and investor consternation. 

Earnings per share for the S&P 500 companies are growing at 

+24.2%, which is +7.1% ahead of expectations and the highest in 

eight years. In response, companies beating expectations are 

seeing -0.3% negative response in share prices, which is the worst 

rate in years and hardly reflective of the positive commentary 

heard on most conference calls (Chart 1).

It’s hard for many to imagine how or why a record quarter of 

corporate profits combined with continuing strong economic 

data could result in a downward move in share prices. So what 

gives? We’ve heard three different explanations making the 

rounds. One, these are low-quality earnings because they are 

only boosted by one-time tax reform benefits. While it is accurate 

to say that tax reform is boosting earnings, underlying EPS are 

still growing +16.9% and more importantly, revenue, which is not 

impacted by tax reform and is less prone to creative accounting 

adjustments, is up +8.5% on average and the best since Q3 2011. 

All told, companies are growing at a very healthy rate excluding 

tax reform. Including tax reform has boosted growth, increased 

returns to shareholders and created strong incentives for capital 

investment through lower hurdle rates and higher cash flows. 

Bottom line, we don’t buy this argument.

The second argument we’ve heard is that solid earnings were 

already “in the price”. Although it’s fair to say that everyone 

expected strong earnings due to lower taxes, this argument is 

similarly difficult to reconcile. With forward estimates rising 

across the board these earnings results clearly were not in 

consensus numbers. Further, with the market near its lows, 

volatility elevated and sentiment measures bottoming out (Chart 

2), we don’t see a lot of evidence that investor euphoria had bid up 

the price of assets ahead of earnings season, which in turn would 

have required a marking-to-market of unwarranted multiple 

expansion (Chart 3).

That leaves the third argument, that corporate earnings 

have peaked for the cycle. This thesis started with Caterpillar 

management’s “high watermark” comment on their Q1’18 

conference call. Although CAT has clarified that Q1 was likely 

peak earnings for the year and not the cycle, we are seeing cost 

increases from wages and commodities pressuring margins 

across industries, dampening the growth trajectory.

Scaling the Earnings Peak
Chart 1 | S&P 500 Earnings Surprises vs. Price Reaction

Chart 2 | U.S. Investor Sentiment Bullish Readings

source: Factset, Equium Capital

source: American Assoc. of Individual Investors, Bloomberg, Equium Capital

Chart 3 | S&P 500 Forward P/E (5 Year)
source: Bloomberg, Equium Capital
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Chart 4 | NY Fed Probability of Recession
source: Federal Reserve Bank of New York, Bloomberg, Equium Capital

Chart 5 | S&P Oil & Gas Exploration ETF vs. MSCI ACWI
source: Bloomberg, Equium Capital

The Energy sector has been a great source of outperformance 

for the Global Tactical Allocation Fund, as our process correctly 

avoided the sector’s weakness in early 2017, captured the rally 

of oil prices from September to January and then reverted to an 

underweight ahead of yet another sizable drawdown in February. 

Recently, we again went overweight through tactical exposure 

to U.S. Oil & Gas Exploration & Production. Although our process 

does not typically shift this quickly between negative and positive 

recommendations, consistency and adherence are critical aspects 

of our methodology that has helped protect capital over time.

In this case, the relative strength price trend of the sector, and 

specifically E&P, broke out of its downtrend in March giving us a 

positive signal that required a revisiting of our fundamental thesis 

(Chart 5). Although we remain of the view that there is sufficient 

long-term global supply at $65 crude, near-term issues could 

sustain a significant move higher. Transport and infrastructure 

constraints may slow further gains of U.S. shale, while Venezuelan 

production is in free fall. Also, the recent changes to the U.S. 

administration’s foreign policy team have shifted towards a far 

more hawkish view of Iran, which could take even more barrels 

off the market. It remains to be seen if the OPEC-Russia alliance 

will continue to hold at these levels but for now, global inventory 

balances are tight while earnings and cash flow are clearly 

benefiting from the upswing.

Revisiting the Energy Trade

Table 1 | Investment Recommendation Snapshot
source: Equium Capital

Sector Region

Overweight

Equities
Discretionary

Energy
Financial Services

Health Care

U.S.
France

Emerging Markets

Underweight

Fixed Income
Real Estate

Staples
Telecom

Australia
Japan

United Kingdom

At this point, it’s worth mentioning the extensive bottoms-up 

research that accompanies our top down, technical framework. 

The investment team reviews transcripts, challenges assumptions 

and analyzes fundamentals for the major companies across 

each sector and around the globe. Consequently, our team is 

able to evaluate the financial underpinnings of world equity and 

fixed income markets in a way that is differentiated from many 

managers and provides unique insights that improve the risk 

adjusted returns for our investors.

Returning to the subject at hand, there’s no doubt we are seeing 

signs of increasing inflation pressures, tighter financial conditions 

and reduced pricing power. This environment is testing many 

different industries, which may ultimately cap valuation multiples. 

However, economic growth remains strong in absolute terms, 

investment is picking up and management teams remain optimistic, 

all supporting the view that earnings should continue to rise while 

the risk of recession remains low (Chart 4). We are clearly moving 

toward late cycle and may well have passed peak growth rates, 

but as with past comparable periods, investors should continue to 

benefit from exposure to risk assets until leading indicators begin 

flagging an ending of the cycle.
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