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Profit Margin Winners & Losers

Check out the accompanying chart collection.

(1) Demand for energy outpacing renewable supplies. (2) Renewable energy sources are unreliable.
(3) Hard to say which way the wind will blow, if at all. (4) Grim choice: natural disasters vs freezing in
the dark. (5) Bigger natural disasters because more people in harm’s way. (6) Unintended
consequence for ESG investors: Dirty energy could outperform clean energy in the stock market. (7)
Energy has tiny market-cap share currently. (8) An ideal scenario for dirty Energy’s profit margin. (9)
Q3 earnings reporting season likely to be full of tales of labor and parts shortages and rising costs.
(10) SMidCaps’ fundamentals stronger than LargeCaps, and their stocks are cheaper.

Strategy I: Climate Change & Energy Stocks. Climate change activists are working hard
to save humankind from natural disasters, which they believe are getting unnaturally worse
as a result of all the CO2 that humans are spewing into the atmosphere. Whether the
activists are right or wrong, they are making progress in weaning us off fossil fuels. The
problem is that demand for energy is increasing faster than renewable sources of energy
can replace the looming shortage of fossil fuels as energy companies slash their spending
on developing these traditional sources.

In addition, renewable energy sources are much less reliable than oil, gas, and coal. Wind
turbines don’t work when the wind isn’t blowing. Hydroelectric power can’t be generated
during droughts. Solar cells generate electricity when the sun is shining, but battery
technologies aren’t ready to store enough of it when the sun isn’t shining, like at night.

Ironically, climate change may be making renewable sources of energy even less reliable if
it is changing wind and precipitation patterns. As a result, we will continue to need fossil
fuels at least as backup sources of energy when the renewable sources are down. But there
may not be enough fossil fuels to back us up if energy companies stop investing in
obtaining them.

The paradox of our human condition is that we may be at risk from more frequent and more
catastrophic natural disasters if we don’t address climate change more quickly, but we could
also freeze in the dark if renewable energy sources fail while the traditional fossil sources
are becoming scarcer and extremely costly just when we most need them. Governments
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pushing for a rapid transition are likely to get lots of pushback from their citizens if the lights
go out too often and utility bills soar.

Between 1980 and 2021, 19 wildfire, 29 drought, 56 tropical cyclone, 141 severe storm, 35
flooding, 19 winter storm, and 9 freeze billion-dollar disaster events affected the US,
according to the National Oceanic and Atmospheric Administration (NOAA). This NOAA
chart shows that they have become increasingly costly. This supports the climate change
activists’ anxiety and rush to replace fossil fuels with renewable energy sources. However,
keep in mind that our population has been growing, with more Americans choosing to live in
harm’s way, i.e., exposing themselves to more risks of being hit by natural disasters.

For investors, the dilemma is that the more they invest in clean energy, the less capital will
be available for fossil fuels. The result could be higher fossil fuel prices, with the stock
prices of fossil fuel producers (with the lowest ESG—or environmental, social, and
corporate governance—scores) rising faster than those of companies with low carbon
footprints (with high ESG scores).

The bottom line is that investors who aren’t constrained by ESG mandates are likely to
overweight energy stocks in their portfolios, and those stocks are likely to outperform the
S&P 500 for the foreseeable future. That's assuming that the fossil fuel industry continues
to experience the same dynamics, i.e., a dearth of capital spending on the production of
fossil fuels and high or rising fossil fuel prices. Fossil fuel producers will see higher margins
as a result of higher prices and less capital spending. Consider the following:

(1) Energy’s market-cap and earnings shares are low. In this scenario, it won’t take much of
an overweight in the S&P 500 Energy sector to beat the S&P 500. The sector currently
accounts for only 2.8% of the index’s market cap and 4.2% of the index’s earnings share
(Fig._1). The comparable stats for the S&P 400 and S&P 600 are comparably tiny (Fig. 2
and Fig. 3). During 2008, when the price of oil soared, the market-cap shares of the S&P
500/400/600 ranged about 10%-15%.

(2) Energy fundamental metrics and the oil price. The forward revenues, forward earnings,
and forward profit margin of the S&P 500 Energy sector all are highly correlated with the
price of a barrel of Brent crude oil (Fig. 4, Fig. 5, and Fig. 6). Not surprisingly, the same can
be said about the S&P 500 Energy sector’s stock price index (Fig. 7).

(3) Energy’s profit margin. The prices of all fossil fuels are soaring, including oil, natural gas,
and coal (Fig. 8). In the past, fossil fuel companies would have responded to such price
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signals by ramping up their capital spending to increase their capacity to produce more.
This time is likely to be different because they are facing mounting pressure from climate
change activists both in and out of governments to spend more on developing renewable
sources of energy and less on fossil fuel sources. In the short term, overall energy capital
spending is likely to remain depressed, especially on fossil fuels.

The result should be higher margins for the fossil fuel industry. The weekly forward profit
margin of the S&P 500 Energy sector is a good leading indicator for that industry’s actual
quarterly profit margin (Fig. 9). The weekly series has rebounded from last year’s low of
0.2% during the April 30, 2020 week to 7.7% during the September 29 week, the highest
reading since December 6, 2018. Joe and | will be watching it.

Strategy Il: Q3’s Earnings Season. During the previous earnings reporting season, for
Q2-2021, companies handily beat expectations for both revenues and earnings. The yly
growth rates in both marked this cycle’s peaks for them. Both growth rates will be lower for
the Q3 earnings reporting season, starting this week. In addition, managements’ guidance
will likely be far more cautious as more company managements raise caution flags about
higher labor and materials costs as well as shortages of workers and parts. Rapidly rising
energy input costs undoubtedly will also be mentioned in most of the conference calls with
company managements.

Analysts are likely to ask managements about the expected impact of a corporate tax hike
on earnings. Managements are likely to say that they can’t say until they know what the tax
rate will be. They might be asked about the impact of the global 15% minimum corporate
tax rate that 130 countries just agreed to.

Managements no doubt will discuss how all the above is likely to impact their profit margins.
Many of them are likely to say that they are raising prices and scrambling to use technology
to offset at least some of the pressures on their margins. Now consider the following:

(1) Analysts’ consensus estimates for Q3. As of the October 7 week, industry analysts
estimated that S&P 500 earnings increased 26.5% y/y during Q3 compared to 88.6% during
Q2 (Fig. 10). Their estimate for Q4 growth is currently 20.3%.

Here are the Q3 earnings growth rates currently expected for the S&P 500 and its sectors:
S&P 500 (26.5%), Communication Services (23.8), Consumer Discretionary (7.7),
Consumer Staples (3.5), Energy (1,487.8), Financials (18.1), Health Care (15.3), Industrials
(75.9), Information Technology (28.8), Materials (92.4), Real Estate (17.2), and Utilities
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(0.3). (See our Earnings Season Monitor: S&P 500 Sectors.)

(2) Forward metrics remain strong for S&P 500. The forward revenues of the S&P 500 rose
to yet another record high during the final week of September, while the index’s forward
earnings did the same during the first week of October (Fig. 17).

The S&P 500’s forward profit margin was flat at a record 13.1% during the last week of
September. This implies that, so far, companies have been able to offset rising costs by
raising their prices and/or increasing their productivity. We continue to believe that
productivity could increase fast enough over the next few years to avert a 1970s-style
wage-price spiral.

Strategy lll: Investment Style Guide. In recent weeks, Joe and | have observed that while
the S&P 500 stock price index was climbing to new record highs, at least until its recent
peak on September 2, the S&P 400/600 SMidCap indexes were moving sideways. That
was the case since around mid-March (Fig. 12). In recent days, the SMidCaps have started
to outperform (Fig. 13).

That makes more sense to us since the forward earnings of the S&P 400/600 have
rebounded faster from their 2020 lows significantly faster than the forward earnings of the
S&P 500 has done (Fig. 14). As a result, the forward P/Es of the S&P 400/600 dropped
sharply in recent weeks to close at 16.3 and 15.6 at the end of last week, while the forward
P/E of the S&P 500 fell to 20.2, remaining in the 20.0-23.0 range it has been in since the
second half of last year (Fig. 15).

Joe and | had a look at the stock price charts for the S&P 500/400/600 sectors (Fig. 16, Fig.
17, and Fig. 18). We are seeing bullish patterns in the Energy and Financials sectors of the
three indexes and mostly sideways patterns in the other sectors.

Calendars

US: Tues: NFIB Small Business Confidence, Job Openings 10.925m. Wed: Headline &
Core CPI 0.3%m/m/5.3%yly & 0.3%m/m/4.0%y/y, MBA Mortgage Applications, Federal
Budget Balance, OPEC Monthly Report, FOMC Meeting Minutes, API Crude Oil
Inventories, Brainard, Bowman. (Bloomberg estimates)
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https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgZtYW2yhty04N8sqcW6Yfs6T1PqKwLW4Zlly73lvVC0W5KR2s_5bXB4QW1RN49R26dbf2W79ccvY5Gyyl9VHp1y9562kGqW9fGN4c4-lvw0W313X4R91b66pW3DsdZl6CVg23W1SCFZB89SP3CVwXNvf6K6nMpW5l-N6R6YJtbvW3G7xK879BGFBW573Wxy1C2NnkW53Vblp8X6hvlW2qh5tV5rZdRNW3-3Why67GY4mW25XMzF75YflfW19QBgT69r5KJW3Bklxw3LkJvSVz0jCz2c58Mc36Vq1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgKwhW673cvx7PGC2hW7rxmfk2dPnWNW6yv6Sn3VMzjRW4-l5018Lz5R5W7VNLkz5D48RtW8FZRvV7m3tXrW3mmkz623yb0hW5qGCYz4K1J4PW6HHBCL8MM09_W48N3ck3fQ6r4W4rw5bB4zh9MdW4tPP5W67428SW7JYrD95tGCWrN7bPPKrbMff5W8Z-hfL2G7mX_N6QGpfD19BtNW1WjFZl96WmpTW6Lz7vh1LvBpMW85kMd55cnjM-W65zx6Y3ynmMvMKr-7VQNzCVW6jZYHf3GrTZl36hz1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgKwhW673cvx7PGC2hW7rxmfk2dPnWNW6yv6Sn3VMzjRW4-l5018Lz5R5W7VNLkz5D48RtW8FZRvV7m3tXrW3mmkz623yb0hW5qGCYz4K1J4PW6HHBCL8MM09_W48N3ck3fQ6r4W4rw5bB4zh9MdW4tPP5W67428SW7JYrD95tGCWrN7bPPKrbMff5W8Z-hfL2G7mX_N6QGpfD19BtNW1WjFZl96WmpTW6Lz7vh1LvBpMW85kMd55cnjM-W65zx6Y3ynmMvMKr-7VQNzCVW6jZYHf3GrTZl36hz1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgKXKN1vygKy3_qc5VYjPs95BctZxW7cQdRy7pZs59W2dvHKr53kgZqW6LCpCp7Fzd0dW3WHxYV9lVbhdW4jskmm2j09x1VJ8nX45_8JmnN3TP7WjTf380W2SH-XF1xWPNSW6ygTR61hY-DBW6c8nNy2P6WVlW3SHqTL97_3tsW6Sg4pz1L7cjwW6yVkXD5Ldp3kW7ZWnvJ98k_CfW4PHx1V8_88b2W6nzwm11mN59hW97_jr18gLkjfW1Hm5LN8K3wCtW5W5BNN1Z5FH1W98Vh-D2wtmwP39zJ1

Global: Tues: Germany ZEW Economic Sentiment 24.0, UK Employment Change 3m/3m
243k, UK Unemployment Rate 4.5%, UK Average Earnings Including & Excluding Bonus
7.0%/5.9% yly, Japan Core Machinery Orders 1.7%m/m/14.7%yly, China Trade Balance
$47.6b, China Exports & Imports 21.5%/19.2% y/y. Wed: Eurozone Industrial Production -
1.6%m/m/4.7%yly, Germany CPI 4.1%yly, UK GDP, UK Headline & Manufacturing
Industrial Production 0.2%m/m/3.1%yly & 0.1%m/m/4.1%yly, UK Trade Balance - £12.0b,
China CPI & PPI1 0.9%/10.5% yly, Australia Employment Change & Unemployment Rate -
120k/4.7%, Cunliffe, Debelle. (Bloomberg estimates)

Strategy Indicators

S&P 500/400/600 Forward Earnings (/ink): Two of these three indexes had forward
earnings at a record high last week. LargeCap’s was at a record high for a second straight
week after dropping a hair below in late September due to Match’s addition to the index.
MidCap’s dropped 0.2% w/w from a record high a week earlier in its first drop in 35 weeks,
and SmallCap’s was at a record for a fifth week after dropping six weeks ago for the first
time in 26 weeks. In what has shaped up to be an extraordinary V-shaped recovery,
LargeCap’s forward earnings has risen during 70 of the past 73 weeks, with the two other
down weeks due to Tesla’s addition to the index last December and Amazon’s earnings
shortfall in August. MidCap’s is up in 68 of the past 71 weeks, and SmallCap’s posted 68
gains in the past 72 weeks. Forward earnings for these indexes had been on an uptrend
from November 2019 until February 2020, before tumbling to a bottom by June 2020 due to
the Covid-19 economic shutdown. LargeCap’s forward earnings has risen 53.2% from its
lowest level since August 2017; MidCap’s is now up 99.2% from its lowest level since May
2015; and SmallCap’s has soared 159.0% from its lowest point since August 2013. The
yearly change in forward earnings soared to cyclical highs during 2018 due to the boost
from the Tax Cuts and Jobs Act but began to tumble in October 2018 as y/y comparisons
became more difficult. In the latest week, the yearly rate of change in LargeCap’s forward
earnings was 36.1%, down from a record-high 42.2% at the end of July. That’s up from -
19.3% in May 2020, which was the lowest since October 2009. The yearly rate of change in
MidCap’s forward earnings fell w/w to 59.0% y/y; that’s down from a record high of 78.8% at
the end of May and up from a record low of -32.7% in May 2020. SmallCap’s rate dropped
to 87.3%; it's down from a record high of 124.2% in late June and up from a record low of -
41.5% in June 2020. Companies have been beating consensus estimates quite handily
since the Q2-2020 earnings season, causing analysts’ y/y earnings growth forecasts for
2021 to improve instead of decline as is typical. Here are the latest consensus earnings


https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgJlhW7H_SkJ7tQbl7W460f7l11gjc-W458HVv4qR4jxVgry2K54BSdxW8-4f437WJm3wN2ypJDSCsHnyW3lHQ6n6hlKJ2N29JQzQd8_h2N2VWdPCl1TxlW1pvmRB6bM0j0W28B3SR2WQnGWW7PdTVv5cK_7yW5pXVWB1v7FtsW8j0bCh99Q-N1W87LlF53xpw_JVCdqks4mD8s7W6m1SYk28qS-SW2ZLQ4D5h45h-W7135fP3s80pcW32_X044FGqW-W4b_yfh3_98TKW12PRmR6CQ9v035pj1

growth rates for 2021 and 2022: LargeCap (44.0%, 9.6%), MidCap (74.1, 7.0), and
SmallCap (113.1, 13.7).

S&P 500/400/600 Valuation (link): Valuations were mixed for these three indexes.
LargeCap’s forward P/E remained steady w/w at an 11-month low of 20.3. LargeCap’s
forward P/E compares to a 19-year high of 22.7 in early January and is up from 13.3 in
March 2020, which was the lowest since March 2013. MidCap’s edged up 0.1pt to 16.3 from
a 17-month low of 16.2. That compares to a seven-month high of 20.5 in early March and is
6.6pts below its record high of 22.9 in June 2020. SmallCap’s fell 0.1pt to 15.6, and remains
near its 17-month low of 15.4 in mid-September. It's now down 11.1pts from its record high
of 26.7 in early June 2020. During March 2020, MidCap’s 10.7 and SmallCap’s 11.1 were
their lowest readings since March 2009. LargeCap’s forward P/E in February 2020—before
Covid-19 decimated forward earnings—was 18.9, the highest level since June 2002. Of
course, that high was still well below the tech-bubble record high of 25.7 in July 1999. Last
week’s level compares to the post-Lehman-meltdown P/E of 9.3 in October 2008. MidCap’s
P/E was below LargeCap’s P/E yet again last week, as it has been for most of the time
since August 2018. In contrast, it was last solidly above LargeCap’s from April 2009 to
August 2017. SmallCap’s P/E was below LargeCap’s for a 53rd week. That’s the longest
stretch at a discount since 2002-03; SmallCap’s current 23% reading is near its biggest
since 2001. SmallCap’s P/E had been mostly above LargeCap’s since 2003. Looking at
SmallCap’s P/E relative to MidCap’s, it was at a discount for a 17th straight week;
SmallCap’s current 4% discount to MidCap’s is near its biggest since 2003.

S&P 500 Sectors Quarterly Earnings Outlook (/ink): Since the Q2-2020 earnings
season—which came in substantially better than greatly reduced forecasts—analysts as a
whole have been raising their consensus forecasts for all future quarters instead of lowering
them as is the norm. Those gains have endured even through the current Q3 earnings
warnings season, when forecasts typically decline. In the latest week, the S&P 500’s Q3-
2021 blended earnings-per-share estimate fell 15 cents w/w to $48.96. That $48.96
estimate for Q2-2021 represents a gain of 26.5% y/y on a frozen actual basis and a 29.6%
y/y gain on a pro forma basis. That would mark a third straight quarter of double-digit
percentage growth and compares to a pro forma gain of 96.3% in Q2-2021. All 11 sectors
are again expected to post positive y/y earnings growth during Q3-2021. Here are the S&P
500 sectors’ latest expected earnings growth rates for Q3-2021 versus their final Q2-2021
growth rates: Energy (1,487.8% in Q3-2021 versus 243.3% in Q2-2021), Materials (92.4,
139.5), Industrials (75.9, 698.4), S&P 500 (29.6, 96.3), Information Technology (28.8, 49.6),
Communication Services (23.8, 72.8), Financials (18.1, 158.2), Real Estate (17.2, 38.7),
Health Care (15.3, 27.2), Consumer Discretionary (7.7, 380.5), Consumer Staples (3.5,


https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFy3q8_QV1-WJV7CgBscW4T6dXV7lQPhnW3KvT-b1ndLKTW6nnsbP5tCsB6W3Wvhkg1m6yBhW8h5hJb3q-JDMW7PW-5z1p2mnbW647fkL95BVpBW8Lv58v5cg-j7N2_T9vGB2PhpW35CxzY7XRLtqW9hLBly2jxRyTW1Sx1vQ5Mcz_9N43C9Gsc6pTtW78dk_f18S_wVW37P9YP2NGQFGW2H__QY5jd5GBW1n3s2k5HCHVFW1KTswf2GD6y7N1PJs0135-lKN4L8Q8fMyP4RW8SLf-R4NM713W7pL3876R7KD833-F1
https://d13h9q04.na1.hubspotlinks.com/Btc/5E+113/d13h9Q04/MWhnxsnXR62W10hDny6p6cK6W4jRtpV4yxYq1N8XrLFS3q905V1-WJV7CgXJPW5SLS-b79bmZwW4b-pT08wQxJmW2QbktC5vDXPrW5nkvtT8KGY_ZW2LHYF_1mH6sJW81RtF615W4QHW4M5nwr6Gzl9PW1WBYKb4xvCRsW7SfpBv2C-hhxW3bYlVC41H6QVW881rZ_4Z6f6BW2HkdMc3jvFNBW1gzTsQ9knC2LW44tlZy43KDVwW1l7ND-81qycQW4SpxWq4nrkPHW345sv42jyBLMW5dkFGr4H9_NZW4Dn-MH96KC_bW5BHxRB1hcgmpW8xpDjf4S5GLbW55b37P8h68-mW55pm9H4dy_yjW4w4CPv6JJRKw3khb1

20.4), and Utilities (0.3, 12.6).
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