
Price Gouging?Price Gouging?

For all of the talk of the last 4 years as it relates to price gouging, we can’t help but raise an eyebrow when we hear about grocery 
stores being the prime suspects. In our experience and from our perspective, where we tend to see the biggest price gouging can 
be with a very different set of companies which just happens to also be a place to look for shorts.

Take for example Caterpillar, a global competitor in the heavy machinery market and one of the world leaders. This is a cyclical 
market where in good times Caterpillar is able to raise prices and margins as purchase volumes rise. In bad times, Caterpillar re-
duces prices and margins as volumes decline. Some may call this price gouging, we consider it being involved in a cyclical indus-
try.
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When these cyclical periods of strong demand happen, it not only results in increased pricing power for Caterpillar and its peers 
but also increased margins. But these margins tend to move up with the bullish cycle and when the economic cycle turns, mar-
gins go back down. As you can see below, today, we are at peak margins.  With used equipment prices moving down, we believe 
it could be a precursor to new equipment prices declining.

RB USA Equipment Pricing Index

If we were to see CAT’s gross margin normalize to 27%, which was the average from 1999 to 2023 excluding recessions, we would 
estimate a 10.5% decline in revenue. With a 10.5% decline in revenue driven by price, we estimate earnings to decline by over With a 10.5% decline in revenue driven by price, we estimate earnings to decline by over 
50%. Just reverting back to a 30% gross margin, we estimate earnings declining by over 30%, all else equal.50%. Just reverting back to a 30% gross margin, we estimate earnings declining by over 30%, all else equal.
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It is not just Caterpillar that is at peak margin, you can see in the charts below that most of the industry appears to be at peak 
margin.

Source: Bloomberg, company material
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What makes today different for Caterpillar vs. many historic cycles is we believe the stock is in a unique position of being near 
peak margin, and near peak multiple. You can see the below, that in 2007, 2012, and 2018-2019, Caterpillar traded at a low price 
to earnings multiple, likely related to investors not believing margins were sustainable. Today, on the other hand, we see that Today, on the other hand, we see that 
Caterpillar is trading near the high end of its valuation range with near peak margins.Caterpillar is trading near the high end of its valuation range with near peak margins.
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The stocks of CAT and its competitors also seem to move in a big way with the economic cycle, as you can see in the below 
charts of Caterpillar, drawdowns of 20%+ are very common, with large economic cycles generally causing 40-70% drawdowns in 
the stock.
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The information enclosed is for informational purposes only and is neither an offer to sell nor a solicitation of an offer to purchase any security and may not be relied upon for investment purposes 
and may not be construed as an offering document. This information is inherently limited in scope and does not contain all of the applicable terms, conditions, limitations, exclusions and risks 
of the investment described herein.  The Timelo Strategic Opportunities Fund (the “Fund”) is available only to qualified investors in Canada. Potential qualified investors should read the Fund’s 
offering memorandum carefully prior to investing.

All performance data contained represents past performance. The Fund’s returns are not guaranteed and past performance may not be repeated. An investment in the Fund may be subject to 
commissions, trailing commissions, management fees and expenses. The posted rates of return are net of all fees and expenses and are the historical monthly compounded total returns of the 
share class indicated but do not take into account possible sales or redemption charges or income taxes payable.

The Fund has an opportunistic investment mandate. Therefore the Fund’s composition can differ significantly from the S&P/TSX Composite Total Return index due to varying fund net 
exposure and the Fund’s ability to invest in stocks not in the S&P/TSX Composite Total Return index. Timelo has listed the S&P/TSX Composite Total Return index as a benchmark because 
it is widely known, followed, and well-understood as a benchmark by Canadian investors. Readers should note that the S&P/TSX Composite Total Return index does not include operating 
charges, transaction costs, nor expenses related to an account’s investments which may affect comparisons between performance.

As you’re aware our offering memorandum provides that we may cover/sell all stocks mentioned in this report if we feel it is advisable to do so at any time.

For more information please contact:
Timelo Investment Management Inc. 

647-725-2865
Info @riskreward.ca

372 Hollandview Trail Suite #305 
Aurora ON L4G 0A5

Jean Francois Tardif
President & Portfolio Manager
Timelo Investment Management Inc.

Portfolio PositioningPortfolio Positioning

OUR OUR prediction is that the world is likely slowly moving to a recession. Considering the U.S. deficit is high while the economy is 
good, the possibility of a long and deep recession is possible.

1.	 France and USA have deficits of 6% and 6.4% with low unemployment which has never been done before (outside of wars).
2.	 Markets are likely pricing an acceleration of growth because of lower short-term rates (long term rates have actually moved up 

on recent FED 50 bps cut).
3.	 We probably have a bubble of Private Equity capital, along with the “buy the dip” mentality, and passive strategies – ETF flows.

Too many investors are complacent because it’s been too easy for too long. Hard times produces strong people and easy times 
makes weak people. But doing the right thing is painful - for instance both Trump and Harris are pushing for more spending and 
even higher deficits – clearly not sustainable.

When we see high yield credit spreads at the near tightest on record outside of a few periods, we believe that its not just equities 
that are expensive, we see it as expensiveness across the markets which makes us retain a defensive posture in our portfolio.
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We believe that there could be a move in Caterpillar gross margins from ~35% back to the historically high levels of 30%, this 
could be a 30% drop in earnings power. This, coupled with an associated drop in multiple from 18x to 15x could drive an all in 40% 
downside move in the stock. We don’t know when the economy will turn, but we know that based on history, a stock like Caterpil-
lar could have 30-70% downside potential in a bad economic scenario.in a bad economic scenario.


