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The shift is on

Key points

= Tariffs are arriving and are likely to bring economic messiness and stock
market volatility with them. Investors are prepared for the likelihood
that earnings estimates for this year may have to endure some downward

revisions.

= But they are increasingly shifting their focus to the earnings prospects
for 2026. If investors can remain convinced that economic and earnings
growth can reassert themselves in 2026, then so too should the major

uptrend for equity markets.

Most major indexes have posted

new highs over the past 60 days.

The European equity market is the
notable exception although it is close
to doing so. This has not happened

in isolation as underlying corporate
earnings have also been moving
higher.

Pulse on P/Es

Valuations (price-to-earnings [P/E]
multiples) are somewhat above their
average settings for most global
indexes and markedly above average
for the S&P 500. The latter is where
most of the world’s mega-cap growth
stocks reside; they have accounted
for almost all of the S&P 500’s
valuation premium. Most global index
P/Es are somewhat higher than they
were at the beginning of the year but
not appreciably so.

Equity investors are always trying

to get a handle on where earnings
and P/Es might be headed. In today’s
environment, they are posing two
questions: Will earnings keep on

rising? Are P/Es sustainable at their
current, historically elevated levels?

For their part, P/Es have been in the
above-average zone for some time.
They can stay that way or, more likely,
climb even higher as long as investors
remain convinced that earnings are
on track to get back onto a robust
growth path once the uncertainty/
distortions of tariff upheaval fall
away.

Consensus estimates suggest that
strong earnings growth in 2026 is
the prevailing expectation of market
strategists.

There are two big reasons why the
U.S. earnings outlook is so robust:
tariffs and the giant fiscal package
just passed into law. We think tariff-
protected industries will have room
to raise prices, boost revenues, and
widen margins. At the same time, we
expect the newly introduced ability to
rapidly write off capital expenditures
for tax purposes could substantially
boost corporate after-tax incomes
and cash flows.
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Capital expenditures are thought
to have a bigger multiplier effect
on the economy than tax cuts and
ultimately would be expected to
increase productivity. And it isn’t
just domestic businesses that are
being incentivised to spend. Foreign
companies are understandably
showing increasing interest in
growing their tariff-free capacity in
the U.S.

However, there are important
questions to be considered. Mike
Reid, senior U.S. economist for RBC
Economics, put it succinctly in the
title of a recent report: “America
needs workers, not jobs.” The so-
called working-age population (those
between 16 and 64) is about to go
into a profound, long-lasting decline.
Most other developed economies
are already experiencing this and the
weaker GDP growth that goes with it.

Even the population behemoths
India and China have seen birth
rates collapse and population
growth slow dramatically (India)

or go into outright decline (China).
The potential offset to this—
immigration—has become politically
unpopular everywhere, no more so
than in the U.S.

Considerable help wanted

The latest downward revisions

to payroll data notwithstanding,

a significant proportion of U.S.
businesses, especially small and
medium-sized, continue to cite the
inability to attract, hire, and retain
enough qualified employees as a
significant headwind to their business
prospects.

The exit door from the labor force is
wide open. The number of retirees is
growing steadily and should go on
doing so for at least another decade.
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Meanwhile, at the other end, there
are comparatively few new, younger
workers coming through the entrance.
So, a large and growing number of
retirees who are mostly experienced
and productive are being replaced

by a diminished number of younger
entrants who may be neither.

While labor conditions have eased
somewhat from the extreme tightness
of the past couple of years, the
National Federation of Independent
Business (NFIB) reported in its most
recent monthly survey that almost
60% of respondents were hiring or
planning to hire additional workers;
of these, more than 85% reported
few or no qualified applicants for the
positions offered.

Money to spend

Meanwhile, capital is building on the
sidelines, looking to be invested in
fixed assets in the U.S., accelerated
by the very generous write-off
provisions mandated in the budget
bill. Rapidly expanding defense
expenditure commitments in Canada,
Europe, and Japan add to the flow

of capital intended to build capacity
that doesn’t yet exist.

S&P 500 earnings per share versus nominal GDP growth

2019 2020 2021
S&P 500 EPS $165 $137 $209
% change 12% -17.0% 52.6%

Nominal GDP

4.3% -0.9% 10.9%
growth

2022 2023 2024 2025E 2026E
$219 $211 $242 $266 $301
4.8% 3.7% 147%  9.9% 13.1%

9.8% 6.6% 5.3% 4.4% 4.7%

Source - RBC Wealth Management, Bloomberg
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Almost a dead heat

GLOBAL EQUITY S&P 500 and S&P 500 EPS indexed to 100 at 1945 (log scale)
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Over the long term, the index has appreciated (7.5% per annum) almost exactly as
fast as as earnings have grown (7.3% per annum).

Source - RBC Wealth Management, FactSet, Bloomberg

This spending wave is looking to and the employment picture keeping
find its way into a U.S. economy the consumer able to grow household
featuring a shrinking pool of available  spending moderately rather than
workers, tight electric power supplies,  cutting back, the economy may not

and other constrained inputs like need to be propped up by more rate
advanced computer chips and cutting.

critical minerals. “Too much money,

chasing too few goods” comes to Looking over the valley

mind, suggesting to us that inflation, Investors have been prepared for
especially wage inflation, could the idea that some earnings and
prove to be stickier for longer than market volatility would accompany
expected, perhaps leaving little room the actual imposition of tariffs. A bit
for central bank rate cutting. of the earnings dislocation may have

arrived in Q2. Most of that should
show up in H2 2025, in our view. As
aresult, earnings estimates for this

But that might not matter. With so
much aggregate demand in the form
of capital spending about to arrive

All together now

It’s not just the Magnificent 7; the majority of the stocks in the S&P 500 have been
moving higher for most of the past 35 months
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year, which have held up remarkably
well to this point, might suffer
downward revisions in the coming
months. We think investors would not
be overly distressed by this.

Increasingly, their focus is shifting
to the 2026 earnings outlook and the
path the economy will take to get
there. If investors can feel confident
the economic consequences of tariffs
will be no more than an interlude of
bumpiness and that a recession or
more prolonged GDP downturn can
be avoided, then any stock market
response is likely to take the form of
consolidation/pullback.

So far that is the picture being
painted by market “breadth” (see
chart on previous page). The
advance/decline line for the S&P 500
and the equal-weighted version of the
index have both recently posted new
highs in sync with the more closely
watched capitalization-weighted S&P
500 itself. Were the market close to a
major turning point that was destined
to turn into a bear market, we would
expect those breadth measures to
have already rolled over into clear
downtrends in advance of the index
doing so.

Invested, but watchful

Market volatility can’t be ruled
out in the coming months but as
things stand today, we expect any
such interval would give way to a
resumption of the major uptrend.

We expect major equity markets to
post further new highs in the months
ahead. But with an advance that

has now been running close to three
years and valuations that have not
been compellingly cheap for some
time, we advocate for a cautious,
watchful approach.
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