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Can Stocks Earn Their Keep?

Robert Kavcic, Economist

Following the blistering 7-month rally of nearly 60%, stocks
now appear to require some solid earnings gains to keep up
the momentum. Yet, the consensus view is that we're in for a
tepid economic recovery, leaving the recent run-up in stocks
with what many view as an unjustifiably high valuation.
However, equity market valuations are hardly stretched, and as
we head into the Q3 earnings season, the recovery in
corporate profits has the potential to surprise to the upside.

Since the S&P 500 bottomed in March, both forward-year
earnings expectations and the p/e multiple have expanded,
with the multiple doing most of the work. Forward-year
earnings expectations were $62.8 on March 6™, and have
since risen about 7% to $67. Meantime, the p/e multiple on
these earnings was 10.8 at the market bottom, and has since
expanded to 15.2 today (Chart 7). However, almost all of the
multiple expansion took place in the two months
immediately following the market bottom, likely a re-
normalizing of depression-risk valuations. Since that point,
underlying earnings have taken over, with forward-year
expectations rising about $7 while the p/e multiple has
been little-changed. So, the equity market story in recent
months isn’t so much one of stretched valuations, but rather
one of an expected earnings recovery—and there are a
number of factors that suggest it could be solid.

Cost cuts: Cost cutting in the corporate sector has been
rampant in recent quarters. Total labour compensation in
the U.S. business sector was down 6.6% y/y in Q2, the
steepest decline in the postwar era (Chart 2). However,
payrolls aren’t the only thing that have been slashed as non-
labour payments have registered the steepest one-year
decline since the early-1980s. This has helped to boost
earnings in recent quarters, and sets the stage for a levered
recovery once demand revives—this operating leverage will
allow a bigger portion of revenues to flow directly to the
bottom line. IBM might have said it best in their Q2 earnings
report: “When revenue growth becomes a tailwind, the
operating leverage we've created will really come through”.

Pricing power: There is still plenty of slack in the global
economy, and with U.S. consumers repairing their
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finances, corporations face the risk of deteriorating pricing
power. However, while top-line consumer prices are down
year-over-year for the first time since the 1950s, prices
have fallen even faster along the production pipeline
(Chart 3). At the same time, the weak U.S. dollar has
improved the pricing power of U.S. companies operating
abroad, particularly in the industrial and technology
sectors, which the upcoming Q3 earnings reports are likely
to highlight. All told, weak input cost pressure and the
depreciating U.S. dollar should help to offset weak pricing
power, and support U.S. profit margins.

Yield curve: The spread between 10- and 2-year
Treasuries widened to as high as 2.7 ppts, marking the
steepest yield curve since at least 1980. A steep curve not
only hints at economic recovery, but also juices profits in
the financial sector (banks can borrow at the short end and
lend at the long end). Indeed, a steep yield curve was a
precursor to the last two strong post-recession profit
recoveries in 1991 and 2002 (Chart 4), and currently hints
at a similar rebound.

Commodity prices: From a Canadian perspective,
commodity prices are a key driver of corporate profits,
particularly on the TSX where energy and materials make
up nearly half the index. The sharp rebound in commaodity
prices from the lows earlier this year should help drive a
profit recovery (Chart 5).

Profit margins: Combining these factors suggests that
profit margins might have bottomed in the first half of this
year. In both Canada and the U.S,, the profit share of GDP
has fallen below the post-war average, leaving room for
margin expansion (Chart 6)—we already saw the first sign of
improvement in the U.S. in the second quarter. Importantly,
even if the recovery in GDP is weak-to-average, as most
expect, an expanding profit share could make the recovery
in corporate earnings average-to-strong.

The Bottom Line: The recent rally in equity markets has
been built largely on expectations of a recovery in corporate
profits. While the consensus view on the economy
seemingly argues otherwise, there are mounting signs that
the earnings recovery could be on the strong side.
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The information, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without
notice. Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of
Montreal (“BMO") and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and
to contain information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any
representation or warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept
any liability whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein
whether relied upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be
available to BMO and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not
to be construed as an offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any
commodities, securities or other financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as
investment advice or as a recommendation to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly.
BMO and/or its affiliates may make a market or deal as principal in the products (including, without limitation, any commodities, securities or other financial
instruments) referenced herein. BMO, its affiliates, and/or their respective shareholders, directors, officers and/or employees may from time to time have long
or short positions in any such products (including, without limitation, commodities, securities or other financial instruments). BMO Neshitt Burns Inc. and/or
BMO Capital Markets Corp., subsidiaries of BMO, may act as financial advisor and/or underwriter for certain of the corporations mentioned herein and may
receive remuneration for same. “BMO Capital Markets” is a trade name used by the Bank of Montreal Investment Banking Group, which includes the
wholesale/institutional arms of Bank of Montreal, BMO Nesbitt Burns Inc., BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO
Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt Burs Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO UK. RESIDENTS: The contents hereof are not directed at investors located in the UK., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets" is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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