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S&P 500 margin hurt by trade tariffs, total payout at

cycle high

S&P 500 pro-forma net margin has been declining for two

quarters on trade tariffs

The S&P 500 non-generally accepted accounting principles (non-
GAAP) net-income margin set a record high of 12.5% in 2018,
up from 11.2% in 2017. All of the 125 basis-point (bp) margin
expansion is from the U.S. corporate tax-rate-cut boost. Non-GAAP
net margin reached a record high of 13.0% in the third quarter
of 2018, but dropped to 12.0% in the fourth quarter of 2018 and
further to 11.6% in the first quarter of 2019 due to the newly
imposed trade tariffs. The pressure on S&P 500 net margins will
persist in the second quarter of 2019 as the tariffs on 200 billion
U.S. dollars (USD) of Chinese goods raised from 10% to 25% go
into effect. Large U.S. multinational companies showed strong
capacity to divide the additional cost of tariffs among their overseas
suppliers, consumers and themselves. But a 25% tariff on a wide
range of products is much harder to stomach without either losing
some buying capacity from consumers or survival chances of some
suppliers. We see the S&P 500 non-GAAP margin to hold above
11.0% in 2019 if the United States will not impose additional tariffs
or dial back on existing tariffs. Any further escalation could cause
S&P 500 profits to decline in 2019 and offset all the tax-cut benefit.

Earnings quality back to normal at above 90% in the first

quarter after an abnormal fourth quarter

S&P 500 GAAP net margin recovered to 10.5% in the first quarter
after dipping to 7.9% in the fourth quarter of 2018. GAAP/non-
GAAP earnings-per-share (EPS) ratio rose to 91%, higher than
the 86% average out of recessions since 1990. S&P 500 GAAP
net margin also made a record in 2018, but the fourth quarter
in 2018 saw significant widening between GAAP and non-GAAP
metrics: fourth-quarter 2018 GAAP net margin was down year-
over-year (y/y) as GAAP earnings were 66% of non-GAAP EPS,
owing to several large idiosyncratic charges that did not reflect then
economic conditions. GAAP EPS includes all items but discontinued
operations and the cumulative effect of accounting changes. Non-
GAAP EPS generally excludes asset impairments and usually gains/
losses on asset sales (at non-financials) and often other lumpy
items like large restructuring, tax or litigation charges. We think
true EPS sits in-between GAAP and non-GAAP EPS; and we make
adjustments for such in our valuation process.

S&P 500 total (dividend and buyback) payout is at cyclical high

of 76%

On a trailing four-quarter basis, S&P 500 total yield is 4.4%, 1.9%
dividend yield and 2.4% buyback yield. The total payout is 76%, 34%
dividend payout and 42% buyback payout. We estimate buyback
yield as: (net USD spent on buybacks - stock option expenses) /
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market capitalization. Buyback-yield estimates should reflect the
continuous issuance of stock to employees at option exercise
prices that are well below the market price at which shares are
repurchased. This 76% total payout is the highest of this cycle
and compares to the 85% cyclical high in early 2008 during last
cycle. Companies boosted their buybacks significantly in 2018 with
repatriated cash prompted by the new corporate tax law, and lack
of profitable investment opportunities as the cycle matures and
uncertainties build upon trade tension. S&P 500 companies spent
764 billion net dollars (gross buybacks less stock issuance) on
buybacks in 2018. This is 300 billion USD more than the roughly
450 billion USD net buybacks in each year during 2014 to 2017.
We think this new trend in buybacks will continue in 2019 and then
gradually dial back as companies depend more on their free cash
flow for buybacks.

Average S&P 500 EPS growth is 8.6% since 2012, buyback

contributed 1.5%

It is easy to misunderstand cash-flow-statement accounting of
buybacks and some investors misuse them in estimating EPS
growth, true payout or total yield figures, and also some valuation
metrics. Companies repurchase shares at market prices, but issue
them at lower prices through employee-stock-option programs.
Thus, cash-flow-statement-reported net dollars spent on share
repurchases as a percent of market cap overstates likely share
count shrink and its contribution to EPS growth. We compare S&P
500 EPS growth to its net income growth for the actual impact of
buybacks. Since 2012, the average S&P 500 EPS growth is 8.6%,
7.0% of which is from revenue growth and margin expansion, and
1.5% from share buybacks. Buybacks contributed to less than 20%
of the total EPS growth. We expect strong buybacks to contribute
2% to S&P 500 EPS growth this year.

First quarter S&P 500 EPS finalizes at 39 USD or 1.6% y/y,

supports 165 to 169 USD 2019 EPS

First quarter results showed S&P 500 companies’ earnings
resilience when faced with 10% tariffs. It is supportive of our 2019
estimated EPS of 169 USD or 4.3% y/y if the newly raised 25% tariffs
are dialed back to 10% to 15% and some agreement is reached in
June. Otherwise 2019 S&P 500 EPS is likely to be 165 USD if the
25% tariffs last through this year.

Appendix: performance over the past 5 years (12-month

periods)
04/14 - 04/15 04/15 - 04/16 04/16 - 04/17 04/17 - 04/18 04/18 - 04/19

S&P 500 10.7% -1.0% 15.4% 11.1% 11.2%

Past performance is not indicative of future returns.

Sources: Bloomberg Finance L.P., DWS Investment GmbH as of
5/23/19
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Glossary

Basis point

One basis point equals 1/100 of a percentage point.

Earnings per share (EPS)

Earnings per share (EPS) is calculated as a company's net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.

Free Cash Flow (FCF)

Free Cash Flow (FCF) is a measure of financial performance
calculated as operating cash flow minus capital expenditures.
It shows how much cash a company is able to generate after
deducting the money required to maintain or expand its asset base.

Generally accepted accounting principles (GAAP)

Generally accepted accounting principles, or GAAP, are a set
of rules that encompass the details, complexities, and legalities of
business and corporate accounting.

Generally accepted accounting principles (GAAP)

Generally accepted accounting principles, or GAAP, are a set
of rules that encompass the details, complexities, and legalities of
business and corporate accounting.

Idiosyncratic risk

Idiosyncratic risk is a risk which is related solely to the individual
company and has no correlation with the general market risk.

Market capitalization

Market capitalization, in the context of an individual firms, is the
number of shares issued multiplied by the value of the shares.

Option

An option is a contract which gives the buyer the option – but not
the obligation – to buy or sell an asset in the future at a specified
price.

Recession

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.

S&P 500

The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.
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U.S. dollar (USD)

The U.S. dollar (USD) is the official currency of the United States
and its overseas territories.

Valuation

Valuation attempts to quantify the attractiveness of an asset, for
example through looking at a firm’s stock price in relation to its
earnings.

Yield

Yield is the income return on an investment referring to the interest
or dividends received from a security and is usually expressed
annually as a percentage based on the investment's cost, its current
market value or its face value.
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Important Information – EMEA

The following document is intended as marketing communication.

DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.

The information contained in this document does not constitute
investment advice.

All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.

Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.

Past performance, [actual or simulated], is not a reliable indication
of future performance.

The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.

This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.

DWS Investment GmbH 2019

Important Information – UK

Issued in the UK by DWS Investments UK Limited. DWS
Investments UK Limited is authorised and regulated by the Financial
Conduct Authority (Registration number 429806).

DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.

This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
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offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.

This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.

We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.

DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.

This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this document.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking
statements or to any other financial information contained in this
document.

PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.

© DWS 2019

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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