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Climbing Higher

1. Blockbuster
The S&P 500 has crossed new all-time highs on over 50% of days in the last month. After
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gaining almost 17% since late March, a natural question arises: is this a fundamentally strong
rally, or is it just the product of geopolitical relief and loftier sentiment? In our view, the
answer is clear: this rally is backed by exceptionally strong earnings growth. S&P 500 earnings
are up over 28% year-over-year, the fastest pace since Q4 2021, and analysts expect full-year
growth in 2026 will be 21%, the highest since 2021. In addition, revenue growth is strong
nearly across the board, indicating these profits aren't just the result of cost cuts.

. Catch-up, or catch-down

There is one snag. Upward earnings revisions — and market returns — are concentrated within
a few mega-cap technology stocks, particularly the chip manufacturers selling the “picks and
shovels” for the ongoing artificial intelligence build out. Over half of S&P 500 companies have
delivered positive returns year to date, but it is the top companies that are responsible for the
lion’s share since the late-March market bottom. An equal-weighted index of the S&P 500 is
up 8% in the last six weeks, but that is only half the return of the conventional market cap-
weighted index. The largest tech firms have returned around three times that amount, making
this one of the narrowest six-week rallies in several years. After markets disproportionately
punished stocks for missing earnings expectations this quarter, investors will be increasingly
focused on whether these firms are on track to meet the very high expectations set for them
for sustained earnings and profit margins in coming quarters.

Higher hurdles

Oil prices and interest rates are also at relatively high levels. Although oil prices are off their
recent peaks, they are still about 50% higher than before the Iran war. After 10 weeks, there
is still basically no oil transiting the Strait of Hormuz, which before the war typically handled
about 20% of the world’s daily oil supply. Energy analysts argue that the effects of today’s
supply shock — the largest in history — have been relatively contained because the global oil
market had unusually high buffers as the conflict broke out. That cushion — excess supply,
floating storage, and barrels in reserve — is diminishing, and analysts emphasize that prices
could take the next leg higher if the regular flow of 20 million barrels of oil per day doesn’t
make its way back through the Strait in relatively short order. Meanwhile, interest rates —
which were at 17-month lows in late February — have moved about 40 basis points higher, as
investors demand more yield to compensate for inflation and uncertainty. But so far, $100 oil
and a 10-year Treasury at 4.4% have done relatively little to impair equities and the economy,
as markets remain relentlessly optimistic about the resolution of major risks.

1 Source: FactSet.
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4. Rolling delays

The oil-price shock has caused inflation to pop higher, again postponing inflation’s long-
awaited return to the official 2% target. However, policymakers and forecasters appear willing
to look through this morning’s 3.8% inflation rate so long as price pressures are short-lived
and well contained within the energy sector. These are reasonable base case assumptions,
but we see risks as tilted to the upside. Inflation swaps data show investors are pushing their
estimate for when inflation will peak further and further out as the complexity and duration of
the Middle East conflict increases. Additionally, some core services prices were already rising
quickly before the war, and higher costs from Al implementation could prove inflationary in
the near term.

5. Carryingon
Recent economic statistics paint a picture of the economy as doing relatively well in the
aggregate. Job growth has picked up, unemployment is low, and household income and
spending are both growing at a decent pace. But at the same time, surveys show households
are apprehensive about their economic situations. Fewer workers see the job market as
offering many good options, and wage growth is softening — particularly for workers employed
by small businesses. Consumer business executives have also emphasized in recent earnings
calls that households are prioritizing necessities and value. For many individuals and families
with little to no exposure to the recent surge in the equity and housing markets, gains have
come largely from nominal wage growth — which has been steadily eroded by above-target
inflation. But in the aggregate, this effect is probably being masked not just by stronger
spending from households at the upper end, but also by the massive surge in private
investment spending related to the artificial intelligence buildout, which has accounted for a
significant share of economic growth in recent quarters.
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