Profits: The Mother’s Milk of Stocks

The Thinking Man’s Approach

With equity markets at or near all-time highs, we thought it
would be helpful to place the market’s gains in the context of
S&P 500 aggregate sales, earnings per share (EPS), and
operating margin growth per FactSet data. In our view, the
data actually demonstrates that equities are not yet quite in
hyper-extended territory, and likely still have some room to
run. Having said that, we also expect to see higher near-term
volatility as monetary policy support is withdrawn, and the
fundamental economic growth outlook moderates.

Earnings Growth is Real
There has been much talk about how the earnings growth that
has supported the market’s appreciation is largely the result
of base effects, (i.e. growing off depressed 2020 numbers). In
order to smooth for that effect we compared the S&P 500’s
sales and earnings performance to 2019 figures. Based on the
91% of S&P 500 companies that have reported earnings thus
far, Q3 2021 sales growth is 16.1% over 2019, not far off from
the Q3 2021 year-over-year (yoy) comparison of 17.1%.
Similarly, Q3 2021 EPS growth over 2019 currently stands at
32.0%, which is only about ~10.0% below the yoy EPS growth
rate of 42.2%.
More importantly, on a full-year basis (which includes actuals
for the first three quarters and estimates for Q4) 2021 sales
growth over 2019 is expected to be 14.6%, which is also not
far off from the 16.0% yoy growth rate. The difference
between the two metrics is greater on an EPS basis (31.6%
growth over 2019 vs. 48.7% growth yoy), but nonetheless tells
the same story: the majority of S&P 500 earnings growth is
real growth above and beyond simple base effects.
Furthermore, the 45% appreciation in the S&P 500 since the
end of 2019, though fast and aggressive is, in our view, entirely
reasonable in the context of the more than 30% earnings
growth since 2019.
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o

Equities still have room to grind higher albeit
with higher near-term volatility

o

The 45% appreciation in the S&P 500 since
the end of 2019, has been supported by
more than 30% earnings growth since 2019

o

Profit margins have increased by 230bps
which partially explains the market’s
acceptance of higher earnings multiples

o

The equity risk premium is right around its
long-term average and its 2019 level
indicating
there
is
still
adequate
compensation for assuming the risk of
owning equities over Treasuries

o

Over the medium-term, earnings will
continue to be the primary determinant of
equity prices
For more on how we are positioning our
portfolios, please contact your investment
advisor or: ideas@bigsurpartners.com

Figure 1: S&P 500 Aggregate Sales Growth
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Figure 2: S&P 500 Aggregate EPS Growth
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Figure 3: S&P 500 % Operating (EBIT) Margins
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Operating Margins Have Also Improved
Over the last two years % EBIT margins (or earnings before interest expense and taxes) have also
increased. Though margin expansion can have many reasons, in the Covid era, the explanation has been
fairly straightforward: with labor and product shortages, companies have been forced to do more with
less, driving efficiency and passing on cost inflation to customers. This, in our view, partly explains the
market’s acceptance of slightly higher multiples: cash flow from higher-margin businesses is generally
credited with a higher multiple.
Q3 2021 EBIT margins currently stand at 17.2%, which is 230bps higher than 2019 EBIT margins of 14.9%,
which roughly translates to a 15.3% increase in profitability (Figure 3). In our view, it is this 15.3% increase
which partially explains the 15.2% increase in the S&P 500 one year forward earnings multiple (23.1x today
vs. 20.2x at the end of 2019). Investors currently are paying more per dollar of earnings than they were at
the end of 2019, but they are also getting companies that are more profitable in return.

Equity Risk Premium Still Supportive
The last piece of the market valuation puzzle is to place equity returns in the context of the opportunity
cost of holding riskless assets, (i.e. Treasuries). This opportunity cost can be interpreted as the excess
return that equity holders receive for assuming the risk of investing in equities, or what is popularly known
as the equity risk premium (ERP). To arrive at the ERP, we take the inverse of the one-year forward
earnings multiple to arrive at the market’s earnings yield. We then subtract the 10Y Treasury yield, and
compare this number to its longer-term average (i.e. the average spread between the earnings yield and
the 10Y Treasury yield since the year 2000).
The S&P 500 ERP currently sits at 280bps, which is slightly above its long-term average of 270bps, and
right around its year-end 2019 level (Figure 5, on the following page). The main conclusion here is that
even if earnings estimates were flat in the near-term we could still see equity markets rally to at least the
point where the ERP would fall below its long-term average, likely something closer to 200bps. Assuming
a 2.0% yield on the 10Y and an ERP of 200bps, implies a market multiple of 25.0x, or roughly 8.1% of
upside to current markets levels, and that’s assuming there is no incremental upside to forward earnings
estimates.

BSP View: We Continue to Be Cautiously Optimistic
In our view, the fundamental data paints a clear picture: earnings growth and margin expansion has
justifiably supported equity prices, while low yields and only moderately higher earnings multiples still
offer adequate compensation for assuming the marginal risk of holding risk assets. Putting the more
speculative pockets of the market aside (e.g. electric vehicles, meme stocks, and certain cryptocurrencies)
we see equity markets continuing to grind higher, either through continued growth in earnings (albeit at
a more moderate pace), multiple expansion, or a combination of both.
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Figure 4: S&P 500 1-Yr Forward Price / Earnings Multiple
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Figure 5: S&P 500 Equity Risk Premium
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Important Disclosures and Disclaimers
This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC (“BigSur” or
the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The discussions and opinions in
this document (or “report”) are intended for general informational purposes only, and are not intended to provide investment
advice and there is no guarantee that the opinions expressed herein will be valid beyond the date of this document. While taken
from sources deemed to be accurate, BigSur makes no representations regarding the accuracy of the information in this
document and certain information is based on third-party sources believed to be reliable, but has not been independently verified
and its accuracy or completeness cannot be guaranteed. Asset allocation proposals described herein are based on proprietary
ratings and categorizations which involve varying levels of subjective analysis and interpretation. The asset allocation breakdown
is intended to be a summary of BigSur’s view on each asset class and its risk components which includes various factors including,
but not limited to: market conditions and trends, correlation of securities, volatility, interest rate and issuer risk. Alternative
investments, such as venture capital, by their nature involve a substantial degree of risk, including the risk of total loss of capital
due to various reasons including, but not limited to: leveraging, lack of a secondary market, volatility, absence of information
regarding valuation and pricing, and complex tax structures. Investments in alternative investments are generally not
transferrable without the consent of the sponsor, and applicable securities and tax laws will limit transfers. BSWM may change
its views on these investments and strategies at any time.
This article is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial
situation, and the particular needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any strategies referenced
BigSur believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and
client portfolios and may make changes when warranted as a result of evolving market conditions. There can be no assurance that any investment
strategies and/or performance included or referenced in the article will remain the same and investment strategies, philosophies, and allocation
are subject to change without prior notice. Any specific securities or companies identified and described may or may not be held in portfolios
managed by the Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not
assume that any investments in securities and/or sectors identified and discussed were or will be profitable. BigSur may change its views on
these securities at any time. There is no guarantee that, should market conditions repeat, these securities will perform in the same way in the
future.
This report may include forward-looking statements and all statements other than statements of historical fact are to be considered forwardlooking and subjective (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe
that the expectations reflected in such forward-looking statements are reasonable, we can provide no assurance that such expectations will prove
to be correct. Many factors including changing market conditions and global political and economic events could cause actual outcomes, results
or performance to differ materially from those discussed in such forward-looking statements. BigSur shall not be responsible for the
consequences of reliance upon any opinion or statements contained herein, and expressly disclaims any liability, including incidental or
consequential damages, arising from any errors, omissions or misuse.
This information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Distribution of this document is prohibited in
any jurisdiction where dissemination of such documents may be unlawful. Please contact your investment adviser, accountant, and/or attorney
for advice appropriate to your specific situation. For complete disclosure information please go to: https://www.bigsurpartners.com/disclosures/

BigSur Wealth Management, LLC
1441 Brickell Avenue, Suite 1410
Miami, FL 33131
Office (Main): 305-740-6777 ext. 8006
Fax: 305-350-9998
http://www.bigsurpartners.com
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