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Global profits still beating expectations

The global earnings cycle continues
to surprise with its strength. With
the US second quarter reporting
season now well past the halfway
mark, the well-established trend of
earnings upgrades has continued.
Around 90% of US results are

beating analyst estimates.

While there is a historical tendency for US
reported earnings to “beat the street”, the
percentage of beats is higher than usual, and
importantly forward estimates are also being

raised.

Third quarter estimates are now around 4%
higher than at the start of July. July also saw
a 2.5% upgrade to 1 year forward earnings
estimates. This is the 14th consecutive
monthly upgrade to 1 year forward
estimates, which makes it the strongest run

of upgrades since 2003/04.

US results are beating at both the revenue
line and earnings line with beats across all
11 US sectors for earnings and 10 of 11 for

revenue.

The strongest growth rates in Q2 are from
the sectors most impacted by the global
shutdown in Q2 last year, namely; energy,
industrials, and consumer discretionary;
however, growth is strong across the board.
Market-wide growth estimates for Q221 are
now exceeding 80% versus 63% at the start

of July.

Base effects from last year's steep drop in
second quarter earnings are clearly

boosting second quarter earnings growth
this year (when comparing to the previous

corresponding period).

Exhibit 1: US earnings beating at sales and earnings lines
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Exhibit 2: US earnings expectations have rebounded to well above pre-pandemic levels

250

200

150

100

50

2004
2004
2008
2009
2009

2001
2002
2003
2005
2006
2007

e JS 1 year Fwd Expected Earnings

However, earnings are now well above
the pre-Covid level. Indeed, the current
1 year forward earnings estimate is
now 19% above the forecast
immediately before the onset of the

pandemic.

These second quarter results (Exhibit 2)
will mark the peak in earnings growth
(c80%), and growth is expected to slow
fairly significantly, but importantly
earnings growth should remain above

trend for some time.
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Earnings growth is expected to slow to
28 % in Q3 and 21% in Q4, with 10%
currently expected for CY22.

We still see upside risk to earnings
estimates over the balance of the year
against a backdrop of a strong and

broadening economic recovery.



With corporate margins continuing to

expand, the US markets return on Exhibit 3: US ROE surges to all-time highs - tax time?
equity (ROE) has surged to record 22%

highs. Interestingly there is little

evidence in aggregate that input cost 20%

inflation is impacting margins beyond

fairly stock-specific examples. A 18%
mixture of pricing power and operating

16%
leverage is overwhelming these impacts
in aggregate terms. 14%
Despite continued above-average market 12%
performance, the US market multiple (21x)
has eased back over the last 6 months. The 10%

edging down in the US market's PE despite 2004 2006 2008 2010 2012 2014 2016 2018 2020

strong price appreciation is due to the e S&P 500 Return on Equity (12mth fwd)
combination of fast earnings growth and

. Source: Wilsons, Refinitiv
earnings upgrades. We expect market

returns to moderate going forward, but a
robust profit outlook suggests the US Exhibit 4: The US Multiple is still high but edging down as earnings beat expectations
multiple can edge lower while still allowing

the market to deliver reasonable returns over 30

the coming year.

25
US Multiples are still well above the 5, 10
20
and 20-year averages but interest rates are
way below these same averages. Even 15
though we expect interest rates to pick up, it
is likely to be a gradual and stop-start 10
process. At the same time, earnings
estimates look set to continue to prove too 5
conservative.
0
O O 4 N N OO F L O NN WO O 4 N N M I 1 O NN WO O
D O O O O O O O O O O O O d d A A A A H d A A 4 4 N
) . SQSRRRRRRRRRRRRERRERRERRERREX
I’ O\’VCFhOUSC Carnmgs Ilﬂd a
~0 S _veat Sald?
1.2% US 10-yea bond y ield? S&P 500 COMPOSITE - 12MTH FWD P/E RTIO
Source: Wilsons, Refinitiv
The super-strong earnings cycle seems at Continued tailwind expected

odds with the message from the bond d ) H f
market, which has dropped back to barely esplte stellar run so far
above 1%. To a certain extent, the economy

and the stock market are different With an expected continuation of the

propositions (40% of US revenues comes backdrop of strong earnings growth and

from outside the US). However, we still think low interest rates, we remain reasonably

. . constructive on the 12-month outlook for
the earnings cycle suggests the economy is

in better shape than the bond market is the US share-market, notwithstanding that

we seem overdue for at least a modest

pricing (See: Are falling bond yields giving

. . llback.
equities a growth warning? — 2 August pu

2021)
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Europczm Enmings also in

Strong Recovery Mode

From this perspective, we are also more than
two thirds through the second quarter reporting
season in UK/Europe. To date, results have also
been very strong. Net earnings beats are
running at 33% - just down from the record
38% in Q1 and the 4th highest quarter in the
last 15 years. The past month has delivered a
2.5% upgrade to 1 year forward earnings
estimates for our UK/Europe composite
earnings series. This is the 11th consecutive
monthly upgrade which makes it the strongest

run of upgrades since 2005/06.

At the top-line, the most beats have come from
Luxury Goods, Banks, Materials and

Transport. Food Retail, Transport, Leisure,
Luxury Goods and IT Hardware have produced
the most net earnings beats. Of the major
countries, France (Luxury Goods), Germany
and the UK have had the most earnings beats

with Spain and ltaly weaker.

Once again, a concern for investors going into
the European results was how would
companies deal with sharply higher input costs.
In aggregate, margins have beaten, with UBS
analysis showing that 16 out of the 24
European sectors have clearly beat on margins
and just 4 missing. Much like the US, a
combination of pricing power and operating

leverage is driving margin expansion.

This reporting season will most likely be the
peak in year on year on growth rates given the
base effects coming from 2020 with over
100% year on year growth in Europe. Growth
is expected to slow to around 10 % in CY22,

which looks too conservative in our view.

The European multiple at 16x (13x for the UK)
is much lower than the US, but as we have
argued previously, equity market returns from

here will be driven by earnings, not multiples.

Exhibit 5: US UK/European Earnings are also in a strong upgrade cycle
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European earnings growth and revisions
should likely be stronger than in the US

hence our preference for the value cyclical

exposures of UK/Europe over the US for the

next Q2 months at least.

While we think the powerhouse profit
dynamics behind the US corporate sector
remain underappreciated, the potential for

at least a moderate increase in the

Corporate Profit C'\'clc
Remains a Tailwind for

Global Equities

In summary, both US earnings and
European earnings are significantly
exceeding analyst expectations. More
importantly, we view current expectations
for the coming quarters as too low. This
suggests that the earnings cycle will be a
tailwind, rather than a headwind, for global

equities for a while yet.

Source: Wilsons, Refinitiv

corporate tax rate over the next year or two
also suggests a preference for cheaper
more cyclical rest of world equities, at this
pointin the cycle.

While US earnings continue their
impressive march forward, the UK/Europe
are posting even stronger year on year
earnings growth and is looking at a
stronger growth rate over the coming year
as economies re-open, in our view. At the
margin, our cyclical (12 month) preference
is for UK/Europe over the US, but we
remain reasonably constructive on the US

market.
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Disclaimer

This document has been prepared by Wilsons Advisory and Stockbroking Limited (AFSL 238375, ABN 68 010 529 665) (“Wilsons”) and its
authors without consultation with any third parties, nor is Wilsons authorised to provide any information or make any representation or
warranty on behalf of such parties. Any opinions contained in this document are subject to change and do not necessarily reflect the views of
Wilsons. This document has not been prepared or reviewed by Wilsons' Research Department and does not constitute investment research.
Wilsons makes no representation or warranty, express or implied, as to the accuracy or completeness of the information and opinions contained
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may not be realised in the future. Past performance is not an indication of future performance.

In preparing the information in this document Wilsons did not take into consideration the investment objectives, financial situation or particular
needs of any particular investor. Any advice contained in this document is general advice only. Before making any investment decision, you
should consider your own investment needs and objectives and should seek financial advice. You should consider the Product Disclosure
Statement or prospectus in deciding whether to acquire a product. The Product Disclosure Statement or Prospectus is available through your

financial adviser.

Wilsons and Wilsons Corporate Finance Limited (ABN 65 057 547 323, AFSL 238 383) and their associates may have received and may
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stocks mentioned in this research.
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