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The Thrill is Gone:
EPS Growth Cools amid Strong Dollar Effects

Earnings for the calendar third quarter are, as usual,
coming in better than expected. But the bar was not just set
low; it was buried, with the consensus of investment strate-
gists and analysts modeling a 6%-7% decline in 3Q15 EPS.
With about 40% of the S&P 500 having reported, earnings
are hopping over that buried bar without quite getting up to
ground level.

While some investors have pointed to global or U.S.
monetary policy and central bank strategy as integral to the
stock market advance, for years we have been pointing to
tight correlations between the S&P 500 index perfor-
mance and the level of S&P 500 earnings. We’d hate to
think we’re right all the time – because by our logic if
earnings don’t move, then neither will stocks. With the
trading year about 82% complete, full-year 2015 earn-
ings have barely budged; and the S&P 500 is up a
rounded 0% year-to-date.

3Q15 EARNINGS SO FAR:
NOTHING TO WRITE HOME ABOUT
October 27, 2015, the 300th day of the year, was a particu-
larly heavy EPS release day. Over 200 companies, includ-
ing 43 companies in the S&P 500, reported results for
the calendar 3Q15. Several of the big profile names re-
porting on 10/27/15 helped improve earnings perfor-
mance for the quarter without quite pushing it into posi-
tive territory.

As of mid-morning on 10/27/15, and based on data
from Bloomberg, 211 component companies (42% of the
S&P 500) had reported calendar third-quarter results. On
average, earnings for these companies for 3Q15 had declined
by 0.9% compared with earnings for calendar 3Q14. Simi-
lar to last quarter, a higher proportion – 61% of companies
reporting to date – reported higher EPS, while 36% reported
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lower earnings. Again as in 2Q15, average EPS growth of 14.9%
for those reporting higher earnings was less than the average
EPS decline of 19.9% for those reporting lower earnings.

Sector snapshots are at this stage incomplete, but with
a caveat at least worth noting. It should not come as a shock
that the best-earnings sectors are those with heavy exposure
to the U.S. consumer and limited exposure to overseas trade,
where dollar strength is a huge competitive hurdle. Based on
limited reporting as of 10/27/15, Consumer Discretionary
leads with average 3Q15 EPS growth of nearly 25%. Telecom
Services is next; this tiny sample (two of just five index com-
panies) shows 22% EPS growth for the quarter. Utilities,
benefiting from regulated operations and practically no over-
seas exposure, are reporting 8% EPS growth, which is up
much more than the historical trend.

Among formerly strong sectors now showing weakness,
Healthcare earnings are up less than 1%, with just over half
of healthcare companies having reported. Technology EPS
is down 5%, a comedown given average EPS growth in low
double-digits during the current seven-year bull market.
The biggest surprise has been strength in Industrial sector
earnings; they are up 4.4% for 3Q15, with two-thirds of com-
panies reporting. Industrial remains a have and have-not sec-
tor. You either have significant and steady-state business with
Uncle Sam conducted in dollars, like Lockheed Martin; or
you are selling capital goods produced and priced in strong
dollars while repatriating revenues from weak-currency na-
tions, like Caterpillar.

Excluding the volatile Financial sector, which has had
49 companies (23% of total) report to date, earnings would
have been up 0.4% for the 3Q15 season. Bank earnings were
hurt at the money centers by weak commodity, currency and
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fixed income trading; and at regional banks by spread com-
pression and slower loan growth. Financial sector earnings are
down about 5% on average for 3Q15.

Excluding the Energy sector, 3Q15 earnings to date would
have been up 1.0%. Granted, only 10 energy companies (4.7%
of total) have reported earnings; the fact that energy compa-
nies report late in the quarter has tended this year to skew the
number lower as the season plays out. Even while acknowl-
edging energy’s late-reporter role, it appears that energy will
not be as significant a culprit in the final tally of 3Q earnings
compared to the role energy played in 1Q and 2Q earnings.
Instead of being concentrated in Energy, Industrials, and Com-
modities, weakness in 3Q15 earnings appears to be spread more
broadly across “heavyweight” sectors including Technology,
Financial, and even Healthcare.

In our view, the earnings “surprise” factor is overrated,
given companies’ inescapable imperative to under-guide and
over-deliver, thus reducing the risk of disappointing itchy-trig-
ger-fingered investors. In an interesting anomaly, we believe
many of the deepest negative EPS reporters, such as energy
and materials companies, nonetheless surprised against rock-
bottom expectations.

As usual, positive surprises for 3Q15 are being recorded
at a rate that outpaces the actual rate of positive EPS growth.
As of mid-morning on 10/27/15, 149 of the 211 reporting com-
panies (70.6%) surprised the Street by beating consensus ex-
pectations, while just 45 of the 211 reporting companies
(21.3%) surprised to the downside by missing consensus ex-
pectations.

CONCLUSION
All year long, we have been pointing out analogies between
2011 and 2015 – but don’t blame us for the summer 2015 crash

ECONOMIC & MARKET COMMENTARY (CONT.)

that mimicked the summer 2011 crash. Both of these pre-
Presidential election years had sharp summer selloffs lead-
ing to August lows; experienced failed rebounds; and retested
lows late in September before stocks began to move higher.
The analogy is not exact. The year 2011 featured a deeper
summer decline of 18%, vs. down 12% in summer 2015.
And in 2011, it took the S&P 500 nearly five months to get
sustainably back above its 200-day simple moving average.
This year, the index has reclaimed its 200-day SMA after
just two months below long-term support. Of course, we
won’t know until we “put it in the books” at year-end 2015 if
the current stock-market recovery is sustainable, or just a
head fake.

The biggest divergence between 2011 and 2015 is in
earnings. In 2011, with the post-recession economy attempt-
ing a hand-off from government stimulus to private-sector
growth, S&P 500 earnings grew 17.6%. Even if earnings
swing to positive in the fourth quarter, full-year earnings
growth for 2015 will at best be a percentage point or so, and
possibly be down by a comparable amount.

Because earnings grew in double digits in 2011 while
the stock market was unchanged, the “valuation spring” was
rewound. For the following three years of 2012 through 2014,
the stock market averaged 18.1% capital appreciation.

In 2015, while the market is basically flat, so too are
earnings. On the upside, the U.S. corporate sector, as cap-
tured within the S&P 500, continues to earn at a very high
level. On the downside, this high level of earnings is increas-
ingly reliant on domestic-facing companies isolated from
global trends and trade. Rekindling the bull-market advance
late in 2015 and, more importantly, in 2016, will require EPS
to start growing again. That will require more than a healthy
U.S. consumer economy.

Jim Kelleher, CFA,
Director of Research
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