Episode 12 - From Macro Concerns to Earnings Euphoria?

John Pagliacci
[00.00.01]

US companies just had an absolute blockbuster of an earnings season. Consumers continue to spend
money, and renewed enthusiasm around Al and Al-adjacent companies has sent stocks around the
world skyrocketing. So everything's coming up roses, right? Well, not so fast. Clearly, we are still in the
midst of hostilities in the Middle East, with Iran essentially doing its best to hold the global economy
hostage. We could be on the verge of a more serious oil supply shortage globally. And it seems that the
post-World War Il order of globalization is unwinding by the day. Welcome, everybody, with that rosy
intro. This is episode number 12 of the Buy the Way podcast. | am your host, John Pagliacci, and | am
joined by David Onyett-Jeffries, Guardian Capital's Vice President of Economics and Portfolio Manager
of our multi-asset solutions. We're going to be chatting about all these topics and more, so buckle in.
But first, for all the hecklers in the cheap seats that say that you've got a face for audio only podcasting,
David, | would direct them to your recent BNN Bloomberg interview. | think you did an excellent job.
Not only were you looking dapper, but laid out a very clear and articulate view of not only what's going
on in the macro arena, but also really trying to tie it back to why people should care. So well done
there. I'm going to try to harness some of that same insight out of you for our episode here today. Why
don't we start from the positive side of the ledger and summarize, if you can, briefly, what we saw with
the reported earnings from US companies of late.

David Onyett-Jeffries
[00.01.29]

Looking back on the earnings season, | think it's really important to emphasize how solid the earnings
for the first quarter have been. Historically, annualized earnings growth in the US has been roughly,
let's say, 7%, which is, it's not coincident that this is consistent with the long-term average performance
of the S&P 500. But if we look at the last quarter, which predates the War in Iran and the impacts
associated with it, our earnings growth was roughly 25%,. Like this is the type of growth we typically see
when we're rebounding out of some shock. And we're very early in the cyclical upswing. And if you look
back, it represents the best quarter that we've seen since Q4 2021, which obviously was coming back
out of Covid. And it's far less indicative of what, people are more calling this mid-cycle. Now further,
while the Al adjacent mega cap, like hyperscalers, were clear drivers of the strength, they were not
acting alone. If you look at a sector basis, 10 of the 11 industrial segments of the market recorded year
over year gains. And healthcare was the only one out in that scenario. But, seven of those ten saw
double digit earnings gains. And if we want to scale this relative to expectations, more than 809% of the
companies in the S&P 500 beat analysts estimates for earnings. Norms are closer to about 75%. So
better than normal. And there was a similar magnitude beating on revenues as well. And the averages
here are actually typically lower, about 67%, so two in three. But it's not just that they were beating. It
was the magnitude of the surprises, that was also larger than average. So companies in aggregate beat
the estimates by nearly 209%, which is roughly triple the historical norms. So this is really to emphasize
that we're seeing strong top line and bottom line gains. So it's not just accounting adjustments,
tweaking earnings. And instead this is really indicative of the broadening economic verve before the
escalation of the developments in the Middle East.

John Pagliacci
[00.03.36]

Interesting. Yeah. When | hear a number like that, 80% or more of companies that reported earnings
that beat what analysts were expecting, | take that to mean, it certainly seems to dispel, anyways, the
notion that leadership is coming from a very select few companies. So maybe I'll ask a two part
question here then. First, if we are seeing a broadening, a more inclusive set of winning companies, if
that's the case, is it also translating into a broader set of stocks that are participating in recent market
upside in terms of stock gains, or is it really just the mag seven leadership from a stock performance
standpoint that is still really the story of the day?



David Onyett-Jeffries
[00.04.20]

Well, prior to March, it was very much the case that the performance was broadening out, alongside
these indications of this broadening underlying fundamental economic momentum. So if we were to
look year to February, the market cap weighted S&P 500, which is the standard S&P 500 when you see
it being referenced, was effectively flat on the year. But this was a product of those top ten stocks,
which include the mag seven. They were actually down 6%. Well, the other 490 names in the index were
up 5%. So an alternative way of looking at this is the equal weighted S&P 500. So that's the index that
gives every single stock the same weight same level of importance, that measure of the S&P 500 was
actually up 7%. And this is going to continue rotation in the marketplace that we've really been seeing
play out since October. Now, of course, that geopolitical shock in March that continues to persist, saw
everything that wasn't energy get uniformly dumped. The top ten stocks were down 5%, which was
consistent with what we saw in the fall for the other 490 stocks. And if we look at a cap weighted or
equal weighted basis, the S&P 500 was down by similar magnitudes as a result. The rebound that we've
seen since that early onset of the war in Iran, has seen this re-emergence of a narrow tech leadership
underpinned by those comparatively stronger earnings. So other stocks have performed well. They've
just lagged these behemoths as the Al narrative has re-established itself against the backdrop of
increased uncertainty. So while uncertainty about the outlook for Al clearly still exists. There is,
especially in the near-term, more certainty in terms of the earnings strength of these, the mag seven,
like these big like market leaders in this area.

John Pagliacci
[00.06.16]

Definitely. One of the areas that | know you and | have talked about in past episodes is this idea of
investors increasingly diversifying beyond, let's call it US primarily, but North America more broadly.
When we look at year to date returns to the end of April of this year, we've got the Nasdag 100 index up
about 9%. And for those listeners that maybe are less familiar with that index, it's really a large cap
growth-oriented index that's heavily weighted to the tech sector. Meanwhile the S&P 500 index, it's up
about 6%. So perhaps on their own, these are not mind-blowing return figures. But if things carry on at
this pace for the remaining two thirds of the year, we're potentially looking at returns, getting to, 20%
or more for these for both of these indexes. So | think, despite that strength, it has really been
emerging markets that have been on an absolute tear. When you look at their performance. And | think
it's maybe been flying a little bit under the radar with all the talk of Al. But | guess the question |
wanted to pose to you is if Al is all the rage driving the US markets, what is happening underneath the
hood in emerging markets to make them be such a high flying performers?

David Onyett-Jeffries
[00.07.28]

So for starters, | think it's important to clarify that when we're talking emerging markets, the emerging
markets represent a wide array of vastly different economies across broadly unique geographies. So, if
you talk about from a macro perspective, where this large swath of the world, both geographically and
economically, that are extremely unique. However, if we're talking about emerging markets from a stock
market index perspective, it's much more homogenous. As much as you want to think that it is
representative of the broad spectrum of the world, it really isn't. For example, while emerging Asia
accounts for about 50% of the gross domestic product of the emerging and developing markets, as per
estimates from the International Monetary Fund, emerging Asia represents roughly 80% of the MSCI
Emerging Markets Index, and about one third of that is taken up by the Asian technology sector. So
while there has been decent performance across EM regions so far, that better than 209 year to date
gain that we've seen for the MSCI Emerging Markets Index, again, that stock index, is very much skewed
by the 709% surge in Asian technology companies, which in turn are a product of the Al CapEx narrative.
And again, specifically, there are three Asian chip makers that have been the driving force for this
outperformance. So rather than sort of some broad narrative that differentiates itself from what we're
seeing in developed markets, and US markets in particular, it really is the same story, and it is a very
narrowly driven story, at this point in time.



John Pagliacci
[00.09.09]

All right, well, maybe let's take a turn and look at things from a domestic standpoint then. Canadian
equities were a bit more subdued relative to their global counterparts in terms of performance in April,
and year to date. Energy has been the dominant sector so far this year here at home, for obvious
reasons. But more recently it's been financials that we've seen surge pretty strongly. | wanted to get
your read on the narrative behind that, what you think is propelling financials higher.

David Onyett-Jeffries
[00.09.34]

Well, energy has been the top performer as the supply side shock in the Middle East raises demand for
Canadian energy commodities at steeply higher prices. Which then effectively flow right to the bottom
line. So fundamentally that makes sense. Financials, on the other hand, it's not as clear cut a story.
They for sure have benefited from the increased international attention to the domestic market. After
all, financials account for roughly a third of the TSX. They've also benefited from their exposure to
commodity markets. So their client base is also seeing these benefits and positives that are coming
through, which ultimately impact their bottom lines. And we also have the aspects of the ongoing signs
and strength of the domestic economy. Lending is continuing even though housing markets are
relatively, let's say stagnant at this point in time. Other areas, especially on the corporate side, are
benefiting from robust capital market activity at this point in time. So there's not a heck of a lot more
really above that to explain it. It's just that capital flows are coming in and it's an area that is
performing fairly well. So you're seeing the benefits there.

John Pagliacci
[00.10.46]

Well, why don't | try to liven things up here, and we introduce this topic of central bank policy. | mean, |
kid of course, it's probably not an exciting topic for most people, but | do think it is an important one,
particularly as you're trying to get a read on where things might go from an economic standpoint. So,
we did see both the Bank of Canada and the US Federal Reserve meet in April. It was actually Chair
Jerome Powell's last meeting in that seat. And both central banks held their interest rates unchanged.
So with that said, though, the expectations for what they might do for the remainder of this year
certainly did change. So could you give us a sense of what those expectations look like today from each
central bank, and maybe touch on what you thought were some of the most important takeaways from
the comments that they put out?

David Onyett-Jeffries
[00.11.31]

Yeah, absolutely. So when it comes to these let's call it non-decisions by central banks, it's the
comments and trying to read between the lines that really matter for markets that are trying to really
get the best idea on how the policy path is expected to play out. In the case of recent communications,
and this extends not just to the Bank of Canada and the US Federal Reserve, but from pretty much all
global central banks, there's been a notable shift in tone with respect to risks around inflation. On one
hand, this is a function of the general underlying firmness that we're seeing in the global economy,
which is reducing concerns over growth. But largely it reflects the impact of the war in Iran on
commodity prices and energy prices in particular. As we've discussed in this space before, the impact
of higher energy prices extends beyond just the added cost of the pump of filling your tank, higher
energy costs filtered to all layers of the supply chain. Given the energy products and their byproducts,
such as plastics, serve as key inputs to production and factor heavily into the cost of getting goods from
point A to point B. As such, in addition to the direct impact of things like gas prices, their indirect
impacts that have the potential to increase more broadly, and the generalized increase in prices within
an economy is the definition of inflation. So central banks use monetary policy. And, we're talking this
broadly, we call it conventional policy interest rates, they use these levers to help keep inflation under
control. So when inflation begins to run hot, they raise prices to restrain demand and help bring it



closer in line with supply, which therefore, is supposed to limit price pressures. So recent comments
began to focus on the risks of these broader inflationary pressures that may arise from the war-induced
oil supply shock and the resultant price increase. Now, should there be signs that these risks are
actually materializing and causing a real and broad upward move in inflation, there's this growing
prospect that central banks, that were largely expected to reduce interest rates this year, may well
actually start to increase them instead. And markets are very much adjusted to this possibility, which
has put upward pressure on the broader market interest rates and has been a key factor as to why
bonds have not really done a great job of cushioning portfolios as equities have been more volatile and
have fell through March. So while there is that potential that central banks could raise interest rates, |
am very much of the mindset the odds are not as high as markets anticipate. Like, | think the bar for
the central banks to start reversing course is higher than assumed. For starters, the nature of this
shock is such that it's not really guaranteed to persist. It is completely within the realm of possibility
that we could see the winds change in the White House and have this situation resolved in fairly short
order, which could result in a resumption of production and shipments and a sharp reduction in prices
that would go some way reversing the broader price pressures. So the fluidity of the situation is a likely
to make policymakers hesitant to act since it would abruptly reverse course. Like, there's this
willingness to look through a short-term impact if the longer-term prospects in general are fine. And if
you look at things like the oil price curve, so the expectations of future oil prices and markets, this isn't
expected to be a shock that persists for the next five years, right? By the end of the year, within a few
months/end of the year, there is this expectation that it's going to be resolved. And at which point those
upward thrust to inflationary pressures are expected to unwind, at which point central bankers are more
okay with the scenario. Now, secondly, if the oil price shock does prove to be more persistent, let's say
the war just keeps dragging on and some other risk escalates to put more upward pressure on prices,
there will be these rising concerns about demand destruction. The greater the price impact and the
longer it is felt, will likely cause more adverse impact on economic demand as consumers and
businesses have to cut spending elsewhere in order to cover these higher costs. The potential for this to
spiral, and historically prolonged oil price shocks and recessions have gone hand in hand, creates the
added arguments against hiking rates as it would further exacerbate this cost issue. So all told, | think
policymakers are trying to make markets more aware of the potential upside to risks to inflation and
how that could factor into decision making. So, they're implying that rates are not necessarily on a one-
way street lower. But | do think that the base case is this uncertainty calls for more patience and
standing pat rather than forging ahead. So, there is a greater likelihood that interest rates could go up.
But | think a base case is rather than rise and less likely to fall. So status quo is the name of the game
for the foreseeable future.

John Pagliacci
[00.16.41]

Okay. Great summary there. Yeah. And just to wrap it up, | mean it was really your view and | think
several others that I've talked to here internally is that, the market may have gotten a little bit ahead of
itself in terms of pricing in rate hikes, when it seems more likely that they're more likely to stand pat.
So interesting perspective there. I'm trying to put a bow on things here a little bit as we get near the
end of the episode here. | want to try to tie things together, try to tie the economic growth concerns on
one hand together with the inflation concerns on the other hand, really the “dueling nature” of the Fed's
dual mandate. So we just recently had inflation numbers reported in the US and they came in obviously
hotter than people expected, driven of course by the rising oil prices we're seeing. | also read an article
in the Financial Times a week or two ago about how the CEO of American Express basically said that
spending is as strong as it's ever been for their under 45 cardholder base. And he remarked, saying,
“cardholders don't care about gas prices.” So inflation obviously appears to be on the rise. But do you
have any indications that consumer spending is negatively adjusting to those higher prices yet?

David Onyett-Jeffries
[00.17.54]

Well, so far we're not really seeing much of that. So a big thing that I've been flagging with respect to
underlying economic momentum is that the household sector, so not just in the US but Canada and



overseas as well, was on pretty solid footing heading into this oil price shock, which set them up again
to weather these added headwinds. And what we've seen so far in consumer spending data is that we're
confirming this thesis. Historically solid balance sheets, and this is like when we're looking savings
and/or household net worth, create less impetus to save money out of current income, which frees up
cash to cover higher costs. Now, in absence of a labor market shock, and there are no indications of
broad job losses right yet, if you look at the weekly data we get in the US on initial filings for
unemployment insurance, they remain historically muted. So in the absence of some labor market
shock, which is not present, consumers are generally positioned to take these higher prices in stride.
Now, of course, the longer this persists and the more it can escalate, the greater the pressure that
households are going to feel. And this goes even more so should the weakening demand results in job
loss. But so far, however, it appears to be steady as she goes. But obviously everyone, economists,
market watchers are watching the data to see if there's any indication of that momentum ebbing, even
though to this point, it hasn't.

John Pagliacci
[00.19.24]

Excellent, David. Thanks for that. Yeah, certainly a lot going on. But | did want to ask then if any of that
is translating into changes that you are making, and maybe framed another way, are you or Guardian's
asset mix committee viewing anything that's going on right now as structural changes that need to be
baked into to your view of things, or is it perhaps, hate to use this word, a bit more transitory. Have you
have you made any changes to the underlying holdings or asset classes that you're focusing in on within
the portfolios that you manage?

David Onyett-Jeffries
[00.19.56]

Quite frankly, as it stands, despite the uncertainty in everywhere, there's not really a lot of changes that
we're flagging. The near-term upside risk to inflation and therefore rates do not make a compelling
argument to add fixed income. While the broadly decent economic momentum is clearly supporting
earnings and providing a fundamental support to equities. Policy uncertainty and geopolitical risk are
likely to remain elevated for the months ahead, which suggests that markets could remain vulnerable to
bouts of volatility, but honestly, as long as those underlying drivers of growth remain broadly intact,
and to this point the available data suggests that they have, the most likely scenario will be one in
which financial markets that are now somewhat more recently valued ultimately continue to climb that
wall of worry.

John Pagliacci
[00.20.43]

Okay. Well, we have come to our by the way segment. Long time listeners will know this is the portion of
the show where we wrap up with some interesting tidbits of lesser known information. Could be
financial related, could be outside of finance, something fun. So, David, | feel selfish that | always take
the helm here and go first, so I'm going to let you lead us off and see what you've put together for our
interesting thoughts for the month.

David Onyett-Jeffries
[00.21.08]

Alright, well, so three weeks from today, the FIFA World Cup begins, and it will mark the first time that
the tournament is hosted by multiple nations. So in this case, we've got Canada, the US and Mexico,
which did a joint bid. And we'll also see an expansion to 48 teams participating rather than 32
previously. So when we're talking about hosting an event such as the World Cup, it tends to be an
extremely costly endeavor. So we had a recent report from Canada's Parliamentary Budget Office,
which is a fiscal watchdog, and they estimated that it will cost the various levels of Canadian
government about 1.1 billion in investments in infrastructure and other costs. So whether it's field,
stadium, stadium upgrades, transit security, so it costs 1.1 billion for the 13 games to be played on



Canadian soil. So that accounts to roughly $82 million per game. To put in some comparisons, it’s
actually on the cheap side, so the estimates right now for the US assume that each game is about $91
million. So now the argument is whether the benefit of the inflow of tourist dollars and job creation
outweigh these elevated costs. It's a pretty staunch topic of debate among fiscal watchdogs and
academics. The reality is, like the Olympics, estimates suggests that these are money losing ventures,
especially in the short run. However, there are plenty of arguments that are rising, that there are longer
run positives from, there's the infrastructure investments, but then there's all these intangible benefits.
So if you look at things like, country reputational benefits on an international level, domestic country
pride, as well as some other, the joy of sport and everything that's associated with the goodwill
established there. They end up being slightly positive, economically worthwhile in the longer run. So,
this will be to determine, but it's going to be interesting to see the games play out over the coming
couple of months.

John Pagliacci
[00.23.13]

Wow. Yeah, well, speaking of World Cup, | guess I'm definitely gonna have to be cheering a little harder
for Canada this year. Normally I'd have my lItalian jersey on, but, boy, you’re really turning that knife in
me here talking about how the expanded set of teams for this year's tournament, and yet Italy is absent
for its third tournament. Anyhow, my tidbit here is not sports related, but | did like that. Maybe I'll have
to venture into that for next time. Mine is actually on a topic that | think typically excites investors,
which is the initial public offering buzz that we are seeing amongst the investment community,
specifically around OpenAl, Anthropic and SpaceX, all three set to potentially IPO in the coming months
here. We've got some estimates out there that have pegged the combined valuation of these three
companies once they go public, at roughly $3.75 trillion. Now, on an inflation adjusted basis, that
equates to more than the value of the entire dot-com era IPOs combined. And of course, those trillions
of dollars are going to need to come from somewhere. And | think, it seems highly unlikely that
investors just have a mountain of cash on the sidelines that they're going to be drawing from to fund
these purchases. Instead, | think they're going to be selling down other assets, probably their most
liquid other assets, to fund what they believe to be this exciting new opportunity to buy into these IPOs.
Now, related to that point, | want our listeners to think about the exchange traded fund or the ETF
universe. These three IPOs are immediately going to constitute some of the largest equities in the
world. If they are valued at what people think that they're going to be valued at. Which means they're
going to be included in broad market indexes very quickly. And that in turn, is going to force ETFs that
track those indexes to rebalance their entire portfolios accordingly. So in other words, they're going to
need to sell down all of their existing positions and raise enough money then from those sales of
existing positions to buy market weight positions in these three new stocks. But it's not just the passive
ETF market. Unfortunately, many active managers as well are very benchmark aware. And unless these
managers are running concentrated strategies that are really trying to seek alpha opportunities from
high conviction stock picks, | think many of them probably view it as they simply cannot afford to not
own a piece to these companies because they worry about potential underperformance. If these three
IPOs take off in price in their respective indexes, and the portfolio managers are benchmarked against
those indexes, well, not owning them now becomes a pretty big issue on a relative basis. So as such, |
think it's hard to believe that this is not going to put pressure on some of the largest incumbents in the
index. You think about the largest names in the S&P 500 and the Nasdaqg and so on. Those names are
likely going to have some selling pressure put on them. As investors of all shapes and sizes, | think, are
going to seek liquidity to fund purchases into these new IPOs. Okay, well, that is all I've got. And that's
it for our episode today. As always, thank you to our listeners for tuning in. If you're enjoying the
podcast, please give us a follow so you don't miss any episodes. And of course, we always welcome any
questions or feedback that you might have. You can reach us here at Insights@GuardianCapital.com.
Take care everybody and we will catch you next time.
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