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Tech Earnings Continue to Delliver

As US Large Caps, particularly US Tech stocks, continue to set new high after new high, many investors are
questioning whether we have reached “bubble” territory. There has been debate over whether the current
valuations are justified, whether the impressive earnings growth can persist, and calls for a rotation into the
more unloved segments of the market. The run up for names such as Nvidia (NVDA), Microsoft (MSFT),
and Meta (META), among others, has been truly impressive but also justified by earnings results that have
consistently blown away analysts’ estimates. While these big names have ballooned in market cap, they have
left the smaller, less profitable companies in their wake.

As we noted in our November 2023 commentary (“Mediocre 493 May Begin to Match the Magnificent Seven”),
there appears to be significant relative value in the market laggards that should present itself as soon as the
Fed begins cutting interest rates. Indeed, since that publication, the chart below shows how the equal weight
S&P (RSP) and Small-Caps (IWM) have almost kept pace with the traditional market-cap S&P index (SPY),
although the “Magnificent Seven” (MAGS) continue to lead the pack.

Exhibit 1. Since 11/30/2023 — RSP, SPY, MAGS, IWM ETF performance
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https://www.forbes.com/sites/seanhanlon-1/2023/11/30/mediocre-493-may-begin-to-match-magnificent-7/?sh=ea5be3dc00bc

It seems that the market is trying to get on board with broadening out exposure, but at the same time tech
continues to attract the most attention and investor capital. For those concerned of a bubble in tech
valuations, the earnings growth continues to defy those claims. Earnings-Per-Share growth for large cap tech
has exploded higher and shows no sign of slowing down. Currently, S&P forecasts the Tech sector to grow
earnings at 29% in 2024, and another 17% in 2025. Based on these metrics, the Tech sector is trading at
under 20x 2024 EPS and around 17x 2025 EPS, which would be far from bubble territory.

The Magnificent Seven stocks comprise over 40% of the Nasdag 100 Index, which has seen explosive
earnings growth over the past three years as illustrated in the below chart. Forward and Trailing EPS were
roughly $350 in 2021 but Forward EPS has now nearly doubled to $675 for 2024 and Trailing EPS have grown
just under $600. There is reason to believe that forward EPS will continue their upward trajectory, as the most
recent earnings calls from the tech titans provided optimistic guidance in most cases.

Exhibit 2. Forward and Trailing EPS - Nasdaq 100
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As tech earnings continue their jaw-dropping growth, the candidates for a rotation haven’t been able to keep
pace on the EPS front. It is well noted that 40% of small-cap stocks in the Russell 2000 are unprofitable.
The Developed International benchmark MSCI EAFE (Europe, Australasia, and Far East) has seen stagnant
EPS growth dating back to 2007, prior to the Global Financial Crisis. This explains why everyone has piled
in the large-cap tech trade and investors largely remain unwilling to rotate out of tech. Still, valuations on the
laggards have fallen so low that they remain an enticing value proposition for when rates begin to decline.

Investors should not wait for the Fed (or ECB, BOJ, or another central bank) to announce the first rate
cut. Buying on the news usually means buying too late. Furthermore, the potential efficiencies of artificial
intelligence (Al) breakthroughs are just beginning to be realized and will likely extend beyond the
technology sector. Right now, the Al advancements are benefiting tech companies the most, as these firms
are at the forefront of the near-daily advances. But this progress will cycle through the economy, with non-tech
companies (who are the customers of big-tech firms) enjoying the secondary benefits as Al improves




efficiency and profitability.

Al can potentially be the catalyst that improves profitability for a portion of the 40% unprofitable cohort of
small caps, replacing human workers in a multitude of tasks. Chatbots are already fielding customer inquiries,
and some companies are using Al to write software code and author marketing materials, website copy, and
other publications. There will undoubtedly be many more use cases that emerge as companies search for
innovative ways to increase profitability. Establishing positions beforehand makes sense because as we have
seen in large-cap Al, the upward momentum can be swift and sudden.

Tech earnings have delivered and look poised to continue to do so in 2024. With rates set to fall, we may see
similarly strong earnings growth from undervalued pockets of the market as well.

Thank you, as always, for the opportunity to serve you.

N /4
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CEO and Co-Chief Investment Officer Co-Chief Investment Officer

You can read this article, along with our other Advisory articles at www.vestbridge.com.
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