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As we reach the end of a stellar Q1 earnings season, the US equity markets
continue to trend sideways in search of the spark that will reignite the “animal
spirits.” More than 400 of the S&P 500 constituents have reported Q1 results thus
far, with 75% delivering upside surprises on the top line and 81.5% beating on the
bottom line. On a sector level, all 11 are on track to beat Q1 EPS forecasts, with 9 of
them topping revenue estimates. The S&P 500 is on pace for nearly 24% year over
year EPS growth in Q1, well above expectations of 16.5% and the best year over year
increase since Q4 2010. Perhaps the best story to come out of the current earnings
season is the better-than-expected revenue growth, currently on track for a year
over year gain of 6.1% and well above the 2011–2017 average of 3.8%. The last point is
significant, as it can’t be written off as a benefit from tax reform or stock buybacks.
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So how well have investors been rewarded during this earnings season? If you had
bought an S&P 500 index fund on March 7th, when Costco reported 10.85% revenue
growth and 21.49% EPS growth to start things off, you would have earned a return of -2%
todays close.
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compared to a 0.3% gain for those that beat. Stocks that have beaten both
the top and bottom line estimates have increased 0.7% on average following
earnings, while those that Management missed on revenues and EPS have fallen
2.8% the day after reporting. The current macro environment presents several
clear obstacles for the equity markets. Short term borrowing costs are going
up across the board as the Fed continues to normalize US rates and shrink their
balance sheet. The 3 month London Interbank Overnight Rate (LIBOR) has doubled
over the last 12 months, from 1.17% on 5/18/17 to 2.369% as of today. The Prime Rate
has increased by 75 bps over the last year, with 2–3 rate hikes on the horizon by
years end. Corporate investment grade credit spreads appear to have reversed and
have been trending higher
early
February
(see chart
below), although
we are
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still well below levels that suggest a deterioration of the credit markets, especially
given the relative performance of high yield credit spreads. Nevertheless, it is still
worth keeping an eye on. Capital is becoming more expensive, so multiples are going
to compress as this is priced into market valuations.
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