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Abstract

Prices are rising everywhere. This could be poison for the stock
market if companies do not succeed in passing on price in-
creases. How successful the companies have been so far.

Zusammenfassung

Allerorten steigen die Preise. Das konnte Gift fiir die Borse sein,
wenn es Unternehmen nicht gelingen sollte, Preissteigerungen
weiterzureichen. Wie erfolgreich die Unternehmen da bisher
agieren.
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In the shadow of inflation

There are many gimmicks on Wall Street - one of the most popular has the
following rule: If you can't reach your goals, set the bar so low that you can easily
jump it later.

Old hands on the US stock market know the game inside out. The largest US
retailer Walmart, for example, increased its revenues significantly in its second
quarter, which runs until the end of July, but had to accept a seven percent drop
in profits. This is a regular source of bitterness for stock market players.

However, Walmart had only lowered its profit targets in July, warning that the
rising prices of much-needed goods such as groceries and petrol could
significantly dampen customers' willingness to spend on other products.

Only a few weeks later it became clear that this was too pessimistic. Now there
will be a not-so-substantial decline in profits in the current business year, the
company, which has been listed on the stock exchange for 52 years, said when
it presented its quarterly figures. Wall Street reacted promptly, the share price
climbed by six percent after the announcement.

Rising prices can erode margins

Nevertheless, the Walmart Group, which is listed in the Dow Jones Industrial
Average, will probably have to accept a more or less strong erosion of its profit
margins in the current financial year in the combination of rising sales and
declining profits. So inflation is casting its shadow.

But does Walmart exemplify the large listed companies, or is the largest US
retailer rather an exception due to its business model? Is it alone with the
problem of not being able to fully pass on the increased prices to customers?

Now that companies around the globe have already reported on two quarters
this year, a look at the development of profit margins can provide information
or at least first valuable indications. Two quarters does not always mean that
companies disclosed their latest business development as of 31 March and 30
June (this traditionally applies to European companies), but also sometimes as
of the end of February/end of May or end of January/end of April, when some
US companies disclosed their last two quarterly reports.

Producer prices rise at double-digit rates
The relevance that the price increases have for the business of many companies

is obvious. Producer prices of industrial products in Germany, for example, were
37.2 percent higher in July 2022 than in July 2021, the highest year-on-year
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increase since the survey began in 1949. Due to a different statistical survey
method, producer prices in the USA are also increasing at a much slower rate,
but nevertheless at a rapid pace (Chart 1).

Chart 1: Producer prices in the USA and Germany (2022)
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Source: U.S. Bureau of Labor Statistics, destatis, Flossbach von Storch Research Institute, as of
September 2022.

In most cases, it should be challenging to pass on these high rates to customers
- at least that is the intuition of investors, who tend to sell stocks this year amid
news of rising price levels for goods and services.

Jump over the inflation hurdle

Intuition is one thing, a look at the figures is another. From the company's point
of view, profit margins provide information on the extent to which the leap over
the inflation hurdle may be successful. If these are at least stable, then the price
pass-through has worked.

The key indicator here is earnings before interest, taxes and depreciation on
balance sheet assets (Ebitda) and the turnover margin measured against it i.e.
the Ebitda margin.

Other profit ratios, such as net income, are undoubtedly relevant in the stock
market context, but the inflation effect is more difficult to read here.
Depreciation or net interest income, which are important in net profit, are
therefore at most indirectly influenced by consumer prices.

Theoretically, the gross margin could also be used as a yardstick. However, this
is only relevant in a very narrow context, for example for companies in the chip
industry. For other IT companies, however, the comparison could be less
relevant, as hardly any physical goods are used there.

Within the regularly heterogeneous composition even of sector indices, the
Ebitda margin therefore comes into question for a good result. For example, no
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gross results or margins are available for the credit card provider Visa, which is
part of the S&P 500 IT sector - in this case they should be almost identical to the
Ebitda margin.

To measure the effects on individual sectors, sub-indices of the large S&P 500
and Stoxx 600 indices are suitable. The American S&P 500 has eleven sectors.
Isolated from these were the financial sector, whose results have little to do with
inflation, and the real estate sector, as this is of little relevance in this context.

Do not adopt time series uncritically

In the Stoxx 600 with its 19 sectors, 14 ultimately fall into the selection. Banks,
financial services, insurance, real estate and retail are isolated; the latter
because the data basis is still too spotty for a good half of the companies in 2022.

In addition, past time series and the composition of the individual sub-indices
could not be adopted uncritically. Distortions that occurred in individual
companies or even in entire sectors during the Corona pandemic should be
excluded for a valid database.

For example, data from the S&P 500 energy sector for the first half of 2020 are
excluded due to losses and strongly negative margins. This applies to the overall
view.

Cruise companies listed in the "Consumer Discretionary" sector (non-basic
consumption) are not taken into account at all at sector level. Extremely
negative margins in the past would have diluted the average of the sector
strongly downwards. The bar for comparing margins would therefore be too low
due to the special situation of a few companies.

In the Stoxx 600 Automobiles & Parts, for example, data on Porsche Holding was
not included because it is an investment company with no operating business.
In the end, 381 companies from 9 sectors of the S&P 500 and 411 groups from
14 sectors of the Stoxx 600 remained.

In Europe, many companies only provide information on a half-yearly basis, for
example British groups. Therefore, in contrast to the S&P 500 sectors, the first
half of 2022 was compared with the years 2017 to 2021. In the S&P 500, on the
other hand, the last reporting quarter was examined together with the 20
previous quarters.

For all sub-indices - both the European and the American - the basis of
comparison is therefore 20 previous quarters, but for the Stoxx 600 it is the last
half-year that is "in the numerator", so to speak, and for the S&P 500 sectors it
is the last quarter.
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Suppliers rather weak

Among the S&P 500 industries, seven of the nine most recently achieved higher
Ebitda margins than in the previous 20 quarters. Only consumer staples and
utilities performed worse, by 2.9 and 3.1 percentage points respectively (chart
2).

Chart 2: Ebitda margins of selected S&P 500 industries, latest available quarter versus average
of previous 20 quarters
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On average, the margin of all companies was 25.6 percent, 2.5 percentage
points higher than in the same period last year. However, the relative increase
of 10.7 percent is largely due to the energy sector. Without this currently very
profitable sector, margins would still have widened on average by 1.3
percentage points.

Energy on record drive

While the energy sector in the S&P 500 is currently generating record high
margins over the comparison period, the margins in the health care sector and
in communication services are also at a high level and slightly sloping
downwards (chart 3).
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Chart 3: Ebitda margins S&P 500 Communication Services/Energy/Health Care
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Quarters, source: Bloomberg, Flossbach von Storch Research Institute, as of September 2022.
Historical development is not a reliable indicator of future development.

The IT sector of the S&P 500 is stable, with a slight downward trend at a very
high level. While consumer staples companies are currently having to cut back
on margins, companies that provide consumers with non-essential consumer
goods ( "Consumer Discretionary ") are seeing rising margins (chart 4).

Chart 4: Ebitda margins S&P 500 Consumer Staples/Consumer Discretionary/IT
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Quarters, source: Bloomberg, Flossbach von Storch Research Institute, as of September 2022.
Historical development is not a reliable indicator of future development.

The industrial sector (e.g. mechanical engineering, metal processing or cement)
shows rising margins this year, as does the materials sector, which includes the
US chemical companies, for example. In utilities, on the other hand, margins are
crumbling and are well below the level of previous records set in mid-2019
(chart 5).
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Chart 5: Ebitda margins S&P 500 Industrials/Materials/Utilities
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Quarters, source: Bloomberg, Flossbach von Storch Research Institute, as of September 2022.
Historical development is not a reliable indicator of future development.

In Europe, the overall picture is similar to that in the USA. In 12 out of 14 sectors
of the Stoxx 600, Ebitda margins in the first half of 2022 were above those of the
previous five calendar years (chart 6).

Chart 6: Ebitda margins selected Stoxx 600 industries last half year compared to the average of
the previous five calendar years
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Leisure: International Consolidated Airlines Group only first quarter 2022, Source: Bloomberg,
Flossbach von Storch Research Institute, as of September 2022. Historical performance is not a
reliable indicator of future performance.
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Only travel companies and utilities underperform - the latter is a parallel to their
US counterparts. However, the margin of all companies in the first half of the
year is only 0.4 percentage points higher than the average of the previous five
calendar years. The increase is thus significantly lower than the average for US
companies.

Europe's companies not so strong

If you leave out the weak utilities and travel companies, you get an increase of
1.2 percentage points. The highest margins in the Stoxx 600 this year were also
achieved by the oil and gas sector.

However, most sectors can only maintain their margin level from 2021 or are
slightly below it. Groups from the beverage and food industry as well as raw
material/steel companies (basic resources) can slightly increase their margins,
while technology and telecom companies, among others, are stable in the race
(Chart 7).

Chart 7: Ebitda margins selected Stoxx 600 industries years 2017 to 2021 and first half of 2022
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only 92 of 104 companies (due to lack of complete half-year data), Personal Household Goods:
excluding Christian Dior and Vistry Group for lack of half-year figures, Technology: excluding Alten,
Avast, Telecommunications: SES only margin first quarter, excluding Vantage Towers, Travel &
Leisure: International Consolidated Airlines Group only first quarter 2022, Source: Bloomberg,
Flossbach von Storch Research Institute, as of September 2022. Historical performance is not a
reliable indicator of future performance.



O

It can be assumed that weak currencies such as the euro or the pound sterling

are cost-driving on the purchasing side and therefore larger jumps in Ebitda

margins cannot be observed on average. US companies are likely to have an

advantage here due to the relative strength of the dollar.

The average is one thing, the individual case is another. Thus, in every industry

and on every continent, there are companies that expand their margins with

the trend or even manage to do so disproportionately. Others lag behind the

general trend. In any case, companies that have expanded their Ebitda margin

this year are not rare (Table 1).

Table 1: Selected companies from the S&P 500 and Stoxx 600 with noticeable margin expansions

S&P 500 Ebitda margin in percent Stoxx 600 Ebidta margin in percent
Company ? Q2/2017-Q1/2022 Q1/2022 Q2/2022 Company 2020 2021 1ST HY 2022
CF Industries 39,0 65,1 59,0 Mercedes-Benz 12,0 159 16,9
Mosaic 16,7 37,8 35,7 Volkswagen 16,1 18,3 20,3
Nucor 17,6 30,2 32,1 Glencore 6,1 8,1 13,1
American Electric Power 36,3 39,3 46,0 Norsk Hydro 14,3 16,3 21,7
Exxon Mobil 13,5 16,9 22,6 Voestalpine 10,8 15,7 19,4
Marathon Oil 53,0 62,2 72,4 Acciona 18,2 19,1 22,3
Pioneer Natural Resources 30,4 50,8 53,8 Wienerberger 13,0 17,1 20,6
Altria 53,0 60,9 58,8 Bakkafrost 24,3 29,6 55,6
Archer Daniels Midland 4,4 5,6 5,7 Coca-Cola HBC 16,5 15,3 18,2
Old Dominion Freight Line 28,2 31,6 34,6 Mowi 14,0 23,4 39,5
UPS 14,7 17,2 18,1 SalMar 28,2 28,3 48,1
Westinghouse Air Brake 15,8 19,5 20,4 Maersk 20,8 38,5 47,6
D.R. Horton 15,9 23,7 24,9 CNH Industrial 8,9 15,0 18,8
Genuine Parts 6,8 7,9 10,6 Cuehne+Nagel 88 11,2 12,5
Lennar 14,2 18,2 22,8 Mondi 19,5 19,6 26,4
LKkQ 11,8 13,0 18,8 Trelleborg 20,8 23,0 27,0
NVR 16,5 24,8 22,4 Equinor 13,2 50,7 55,8
Bristol-Myers Squibb* 22,8 42,2 40,6 Galp Energia 8,8 16,3 20,1
Advanced Micro Devices 15,8 26,5 26,0 omv 17,9 19,3 24,0
Analog Devices 41,9 50,3 47,3 Shell 14,9 18,8 26,2
Broadcom 46,9 57,0 57,5 Tenaris 0,3 20,0 27,0
Cadence Design Systems 28,5 39,2 36,8 Hermes 40,5 45,6 47,3
Microchip Technology 38,2 45,7 48,9 Ubisoft 42,6 43,0 52,1
Monolithic Power Systems 22,6 28,4 33,3 Freenet 16,5 17,5 19,5
ON Semiconductor 23,8 41,1 35,2 Engie 12,8 17,8 24,3
Texas Instruments 50,0 56,6 56,8 RWE 5,3 12,8 18,1

*Average Bristol-Myers Squibb excluding last quarter 2020 (deep negative Ebitda margin), source: Bloomberg, Flossbach von Storch
Research Institute, as of September 2022. The information presented does not constitute an offer to sell, buy or subscribe to
securities or other instruments. The information and assessments obtained do not constitute investment advice or any other
recommendation. Historical performance is not a reliable indicator of future performance.
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Sales increase

For investors, however, it is not only the pure margin development that is
interesting, but also the extent to which companies are able to possibly achieve
higher profits in absolute terms. Logically, this is where the revenue side comes
into play. After all, higher revenues with already stable margins promise more
profit at the bottom line. And here, on the revenue side, companies are chasing
records - thanks to inflation, or so it would appear.

For the selected S&P companies, sales in the last available quarter are on
average 29.5 percent above the level of the 20 preceding quarters. If you
exclude the weak second quarter in the Corona year 2020, you still get a plus of
28.7 percent. Compared to the same period of the previous year, the current
guarterly revenue increase is 15.6 percent (chart 8).

Chart 8: Average quarterly turnover of companies in selected S&P 500 industries
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Revenues of 374 of the 381 selected companies, as seven without complete revenue series,
Source: Bloomberg, Flossbach von Storch Research Institute, as of September 2022. Historical
development is not a reliable indicator of future development.

For the selected Stoxx 600 companies, sales this year are on average 33.9 per
cent higher on a monthly basis than in the previous five years. If you exclude the
weak Corona year 2020, you still get a plus of 30.2 percent. Compared to the
previous year's average, this results in a revenue increase of 23.3 percent (Chart
9). The significantly stronger growth compared to US companies is likely to
reflect the weakness of European currencies, which has a positive effect in this
case.
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Chart 9: Average monthly turnover of companies in selected Stoxx 600 industries in the last six
months and the five previous calendar years
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Revenues of 406 of the 411 selected companies, as five without complete revenue series, non-
euro currencies converted into euros, source: Bloomberg, Flossbach von Storch Research
Institute, as of September 2022. Historical development is not a reliable indicator of future
development.

Conclusion

Listed companies are coping well with the significant general price increases so
far. Ebitda margins are regularly close to stable, stable or even higher than
recently and are mostly above the averages of the past five years.

At the same time, there is a clear increase in turnover. Should both continue,
then in 2022 the average of the companies considered should show noticeably
higher profits on the basis of Ebitda in a year-on-year comparison and in
comparison with the past years. This is especially true for US companies.

In Germany, the widening of margins by the large car manufacturers is unlikely
to go unnoticed by IG Metall as the wage round in the metal industry gets
underway.

The extent to which higher margins can be maintained in an environment with
possibly permanently higher inflation requires regular analysis. The tendency is
right from the point of view of the stock market. But whether a trend will
emerge from it remains to be seen.
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