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Earnings Slightly Better than Expected, but not Roaring

Third-quarter earnings season has historically been a
time of guarded optimism, with the market behaving slightly
better than average. For the years 1980 to 2015, we mea-
sured capital appreciation (not including dividend) on the
S&P 500 from mid-October, or 10/15, to mid-November,
or 11/15. Since 1980, the S&P 500 has averaged capital
appreciation of 1.0% over that span. On average, monthly
appreciation for all months since 1980 has been closer to
0.8%. We would expect the slight outperformance (in fact
we expected more) given that guidance issued during 3Q16
reporting is often optimistic, based on the presumed incre-
ment to activity related to the spending-heavy holiday pe-
riod.

Since the millennial turn in 2000, the S&P 500 has
averaged a 1.2% gain between mid-October and mid-No-
vember. The 3Q16 EPS season performance has been even
better during the current bedraggled but still-standing bull
market. Between 2009 and 2015, the average mid-October
to mid-November gain has been 1.9%.

3Q16 EARNINGS: LOW EXPECTATIONS
S&P 500 quarterly earnings have posted negative compari-
sons for five straight quarters, and many investors antici-
pated a sixth straight decline for the third-quarter 2016 earn-
ings season. As of early October, FactSet was estimating a
2.1% decline for 3Q16 EPS, after anticipating a 0.3% gain
as recently as June.

As of 10/24/16, 122 out of the S&P 500 companies
(24.4%) had reported; and we do not want to form prema-
ture conclusions about the full season based on one quarter
of the companies. But the early reports clearly indicate that
3Q16 EPS season so far has been running ahead of Street
expectations.
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Argus Chief Investment Strategist Peter Canelo went
into 3Q16 earnings season with above-consensus growth ex-
pectations in the 2%-3% range, and so far he has accurately
forecast the season. Based on calendar 3Q16 EPS reports
released, Bloomberg reports earnings growth of 2.7% for
3Q16. We emphasize that this data includes just one day of
data from the heaviest-issuance week of the season.

Breaking down the quarterly EPS release data to date,
nearly 80% of companies have “surprised” on the upside.
We believe the surprise factor is overrated, given the pre-
ponderance of companies that now provide guidance – and
are heavily incented to low-ball their guidance.
In terms of sector EPS growth rates to date, Energy as ex-
pected remains a heavy drag on overall performance. Energy
EPS so far is down 55% – which is actually an improvement
from the 70%-plus declines reported in the first two quarters
of 2016. Given that a lower percentage of energy compa-
nies have reported to date – 14%, compared with 24% of
companies overall – the high likelihood is that energy EPS
could drag down overall performance by an additional
100 bps by the time all of the S&P 500 companies have
reported.

The other sector that is so far reporting negative comps
is industrial, which continues to be hurt by dollar strength.
Again, we do not want to draw full-quarter conclusions too
soon; yet nearly one-third of industrial companies have re-
ported so far, indicating that this trend is no statistical
anomaly. Telecom services EPS growth is less than 1%, while
no utilities have reported to date.

Outside of energy and industrials, all sectors are re-
porting positive 3Q16 EPS to date. A handful of sectors, in-
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cluding consumer staples, consumer discretionary, financial
services, and technology, are reporting mid-single-digit EPS
growth. The best growth has come in materials (up 34% so
far), followed by mid-teens growth in two areas that investors
have been avoiding: healthcare and real estate. Investors are
wary of investing in REITS in a rising rate environment, even
though REITs are multi-year outperformers.  Investors fear
healthcare solely because of policy and specifically political
risk; but healthcare companies continue to deliver mid-teens
EPS growth this season

 Given the timing of EPS releases, and particularly the
heavy issuance by energy companies late in the EPS season,
Argus Chief Investment Strategist Peter Canelo now expects
3Q16 EPS for the S&P 500 to grow in the 1.5%-2.0% range.
While slightly below his earlier forecast, that would still rep-
resent the first positive EPS performance in five quarters.

ECONOMIC & MARKET COMMENTARY (CONT.)

CONCLUSION
Presidential election years bring their own set of challenges,
and the current election has reflected intense animosities
and the rupture of traditional alliances. As for 3Q EPS per-
formance in presidential election years, it has not been good
over the past 35 years. Since 1980, the S&P 500 between mid-
October and mid-November has averaged a 0.3% decline.

With the venom on both sides likely to continue up to
(and possibly beyond) November 8, we believe this market
will need more than a cessation of presidential hostilities to
move forward. Strong 4Q guidance may be required to en-
ergize dispirited investors.
At the same time, we believe the bulk investors will wel-
come the clarity that a final vote brings, regardless of the
outcome. We continue to expect a typically strong close to
the 2016 year in the market’s best quarter.

Jim Kelleher, CFA,
Director of Research
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