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On May 8, Professor Jeremy Siegel and I chatted with David Bianco, Head of U.S. Equity

Strategy at Deutsche Bank, about S&P valuations, earnings growth and the impact of a

stronger dollar and weaker oil prices on earnings. Professor Siegel dubs him “the S&P

earnings guru.” Below we share a few key points from our conversation. What Is Driving

Earnings Estimates Lower? In the last few months, Bianco sees the biggest slashing of

earnings estimates—outside of recessionary times—since good forward estimates were first

kept in the mid-1980s. However, Bianco believes this earnings season was much better

than feared. As of our conversation, 447 companies had reported, representing 92% of

aggregate S&P 500 earnings. In the end, it was one of the biggest “beats” for earnings.

While the average beat is typically 6% for a given quarter, in the first quarter of 2015

it was closer to 8% to 9%. Bianco cautions against focusing too much on this though.

Historically, two-thirds of companies beat earnings expectations, and 50% beat sales

growth expectations. Bianco prefers looking at year-over-year sales and earnings growth

figures. For the S&P 500 ending first quarter 2015: • Earnings growth is higher by 2%

for the S&P 500, with the growth in earnings being dragged down by a collapse in Energy

earnings and a stronger U.S. dollar.   • Bianco has full-year 2015 earnings estimated at

$118, similar to the 2014 calendar year when looking at current Index constituents.

Multinational Nature of the S&P 500      Dissecting the impact of the strong dollar,

Bianco cites the following statistics for the multinational nature of the S&P 500:   •

One-third of S&P 500 revenues come from abroad.   • 40% of S&P profits are derived

overseas.   • 25% of S&P profits come in foreign currency, primarily in the euro, pound,

yen and Canadian dollar.   • Why the disconnect between 40% of profits from abroad and

25% of profits exposed to foreign currency impact? A number of stocks earn profits

abroad but are paid in U.S. dollars. Bianco points to the Energy sector, which conducts

transactions in U.S. dollars, and enterprise-level technology sales, which he also

believes happen in U.S. dollars.   Impact of a Stronger USD on Earnings       The $118

earnings estimate on the S&P 500 above is based on the assumption that the U.S. dollar

will continue to strengthen into year-end—and reach a level of close to 1 compared to

the euro (from levels around 1.11 per euro as of our conversation). Bianco estimates

that for every dime the euro depreciates, a 10% move, U.S. earnings may drop 1%. If we

consider all other currencies across the world, earnings will be impacted more

meaningfully. Consider the Bloomberg Index on USD: Bianco estimates that a 10%

appreciation in the dollar weighs on earnings by approximately $3 (from the $118 base

earnings). Of the $118 earnings estimated figure in 2014, he estimates that U.S.

earnings took a $5 hit from a stronger dollar and a $7 hit from weaker oil prices.

Bianco sees this as a one-time slowdown and sees earnings heading back up in 2016 with

more reasonable growth rates. How Much  Hedging Do Companies Employ? Given the large

amount of discussion on how the U.S. dollar impacts earnings, we asked Bianco how much

hedging he sees corporations employing. His evaluation shows that companies tend to run

hedges that are not much longer than their accounts receivables. Considering his

estimate that 25% of S&P 500 profits come in the form of foreign currency, and that

earnings number has not been hit nearly as badly, there is some degree of currency

hedging going on. They key for Bianco, though, is that the hedges need to be rolled over
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and that ongoing earnings are likely to take a hit. This presents an opportunity for

companies to raise prices, but they have been hesitant to do so thus far. This is an

important point regarding the competitiveness of companies. Companies like BMW in Europe

may have placed hedges on their U.S. dollar revenue exposure and do not see the full

benefit from a weaker euro immediately. But once those hedges roll over, those companies

become much more competitive and see future earnings support at the lower exchange rate—

just as Bianco believes these U.S. companies see further headwinds to earnings with the

stronger U.S. dollar—even if they employed hedges that protected earnings this year.

Margins Continue at 10%;    Multiples May Rise   Despite the headwinds to profits, net

margins are still hovering around 10%. Bianco believes these margin levels are

sustainable. The S&P is trading at multiples closer to 18 to 18.5x trailing price-to-

earnings (P/E) ratio on the Index level. Bianco believes that a multiple higher than 19

and 20 times is reasonable for many sectors other than Financials and Energy. He

believes there is P/E upside if long-term interest rates stay lower for longer. He

foresees the 10-Year Treasury yield trading back to 3% to 3.5% by the end of 2017 and is

increasingly leaning in to the idea that if long-term real interest rates stay below 1%

to 1.5%, a 20 multiple is likely. As a result, he is over-weight Health Care and

Technology, since they have the best sales and earnings growth by far.   Read the

Conversations with Professor Siegel Series here.   Unless otherwise stated, data  

source is Deutsche Bank Research.   These comments represent the general investment

analysis and economic views of David Bianco and are provided solely for informational

purposes. These comments do not relate to any specific fund or portfolio.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

S&P 500 Index : Market capitalization-weighted benchmark of 500 stocks selected by the

Standard and Poor’s Index Committee designed to represent the performance of the leading

industries in the United States economy.

Revenue  : Income that a company receives from its normal business activities, usually

from the sale of goods and services to customers.

Net profit : A measure of profitability after accounting for all costs.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

Multiple expansion : Term for a rising P/E ratio, meaning that share prices are rising

faster than earnings are growing.
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