
Even with its September slump, the equity market has staged a remarkable
comeback from its pandemic lows. But, with equity valuations near historic
highs, many investors are asking: Is this as good as it gets? Not likely,
given the momentum behind the U.S. economy and corporate earnings,
though headwinds are likely to keep near-term returns muted.

While the economic recovery has lost some steam amid the latest
surge in Covid cases, there’s still a tremendous amount of liquidity
working its way through the economy, which provides a tailwind for
growth and corporate earnings.

The federal government’s initial response to the pandemic was
notable for its scope and speed. Between the CARES Act and other
relief packages, Congress authorized spending more than $3 trillion
last year — equivalent to about 14.5% of U.S. GDP, and its largest
spending package ever. 
In March 2020, the Federal Reserve slashed the Fed Funds Rate to
near zero and enacted several programs designed to support a
broad cross-section of markets. That emergency support went
beyond even what was initiated during the Global Financial Crisis.

Corporate earnings are still rebounding, creating a favorable
backdrop for equities. 

The earnings recovery in the first half of this year has been among
the most-remarkable in modern financial history. Analysts began the
year estimating that S&P 500 companies would earn $175 a share.
Then by late August, analysts had revised expectations upward to
more than $210 a share, an increase of 20%.
2022 expectations of corporate earnings currently stand at $225 and
could prove low.

Record-high profit margins are helping to drive the earnings
rebound and support valuations. 

Early in the pandemic, companies took steps to hold down expenses,
such as freezing hiring and capital projects. As the economy
rebounded and sales climbed, many have managed to keep
expenses in check, resulting in record-high profit margins.
According to the National Association for Business
Economics’ Business Conditions Survey, the net number of panelists
reporting rising profits is at its highest reading on record, despite
higher input costs.
According to FactSet, the S&P 500 reported its second-highest net
profit margin since 2008, and improvement was experienced in
every sector in the second quarter.

Are these high margins sustainable? What about tax increases?

Thanks to globalization, technological advances, and lower taxes and
interest rates, profit margins have been trending upward for two
decades.
Some of the forces that have pushed margins higher in recent years
are secular trends that are likely to continue, such as automation
and the use of technology.
The biggest near-term risk to margins is higher taxes under the
Biden administration. The latest proposal from Democrats suggests
raising the top corporate rate to 26.5% from 21%.
It’s worth noting that even at 26.5%, the top corporate tax rate would
still be lower than it was during the pre-Trump era.

Rather than signaling the end of a cycle, high equity valuations are
likely to keep forward returns muted.

The price of the S&P 500 relative to 12-month forward estimated
earnings is currently about 21x, a high level on any historical
measure, even rivaling levels last seen during the Technology boom
in 2000.
In a yield-starved world, stocks actually look attractive relative to
bonds. Over half of the constituents in the S&P 500 have dividend
yields above the 10-year Treasury yield.

As we consider what’s next for equity markets, history may prove a useful
guide. Past crises have shown that it can take some time to feel the full
effects of massive government stimulus programs, and those effects tend
to last for some time. Thus, while high valuations are certainly a
cautionary sign and could weigh on near-term equity returns, monetary
and fiscal stimulus combined with strong corporate profit margins provide
tailwinds.
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This site is published for residents of the United States only. Registered
Representatives of Kestra IS and Investment Advisor Representatives
of Kestra AS may only conduct business with residents of the states
and jurisdictions in which they are properly registered. Therefore, a
response to a request for information may be delayed. Not all products
and services referenced on this site are available in every state and
through every representative or advisor listed. For additional
information, please contact Kestra IS Compliance Department at 844-
553-7872 Option 6,4.

The Five Star Wealth Manager award, administered by Crescendo
Business Services, LLC (dba Five Star Professional), is based on 10
objective criteria: 1. Credentialed as a registered investment adviser or
a registered investment adviser representative. 2. Active as a
credentialed professional in the financial services industry for a
minimum of 5 years. 3. Favorable regulatory and complaint history
review; 4. Fulfilled their firm review based on internal standards; 5.
Accepting new clients. 6. one-year client retention rate 7. Five-year
client retention rate 8. Non-institutional discretionary and/or non-
discretionary client assets administered; 9. Number of client
households served; 10. Education and professional designations.
Wealth managers do not pay a fee to be considered or awarded. Once
awarded, wealth managers may purchase additional profile ad space
or promotional products. The award methodology does not evaluate
the quality of services provided and is not indicative of the winner’s
future performance. 
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