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Earnings First Take: Small Sample Shows Growth

Investors came into the first quarter 2015 earnings season with low hopes and high
anxiety. Factoring in primarily negative inputs, the consensus concurred that 1Q15 would
be the first negative earnings quarter since 2009. The outlook was unduly biased toward
the downside, in our view. Investors may have over-estimated the risks to earnings from
strong dollar and weak energy prices without fully discounting possible benefits in the
current environment.

Strong dollar was expected to whack earnings because of negative repatriation of
revenue and operating profit from weak currency regions. Strong dollar was also sup-
posed to drive loss of market share to local rivals competitively well positioned in their
weak currencies. Low energy prices were expected to result in a 30%-50% decline in
energy earnings (8% of S&P 500 market weight), which would be sufficient to drag
down total-universe earnings by a few percentage points.

While the dollar is clearly negative to top-line growth, many global companies with
overseas operations can actually see lower COGS and operating costs based on salaries
paid to foreign workers and materials sourced in weak local currencies. As for the sword
of weak energy prices, it cuts both ways. Companies with heavy exposure to petroleum
products either as a core operating cost or as a key raw-material input cost are clear
beneficiaries of weak energy prices. The beneficiary list also includes every company with a vehicle fleet to operate and/or
offices to heat & cool.

Immediately before earnings started, the gloomiest outlooks were beginning to waver amid solid domestic data and signs
of revival in Europe. The Street went from expecting a 5.5% EPS decline, to something around 4% in down earnings. As the
early reports trickled in, some investors began to wonder if a 4% decline was also too negative.

THE EARLY RESULTS
As of 4/21/15 at midday, 91 companies within the S&P 500 – about 18% of total – had reported results for calendar 1Q15. The
average share-weighted year-over-year earnings change for these companies was a positive 6.8%. Sectors that showed double-
digit earnings growth for the reporting quarter-to-date included Consumer Discretionary (+11.8%), Financial Services (+10.5%),
and Telecom Services (+45.0%). Sectors showing negative annual trends include Energy (-22.7%) and Materials (-4.5%).
Healthcare and Information Technology have each shown EPS growth of less than 1% so far, while Industrials and Consumer
Staples were up in mid-single digits.
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In 4Q14, both Financial Services and Energy were
negative to earnings. For 1Q15, Financial Services is pro-
viding a major tailwind so far. For the approximately 70
diversified companies not in the financial sector that have
reported calendar 1Q15 earnings to date, earnings have
grown 4.2% year-over-year. Energy remains a headwind.
Backing out the four energy companies that have already
reported, earnings have grown 8.0% year-over-year.

There’s good and bad news in that number. On the
upside, 1Q15 earnings are up 8%. On the downside, if earn-
ings from just 4.4% of the sample (four energy companies
out of 91 total reporting) can drag down EPS growth by
1.2 percentage points, what happens when earnings from
all the energy companies are counted? And what if their
earnings are down much more than 22%? Assuming en-
ergy is 8% of the market, the hit to earnings would amount
to 2.5 percentage points on the downside at the current
pace of energy earnings decline, but as much as 5.0% if
energy sector earnings tank by 45%.

We are not sure how much of a statistical sample is
required to be indicative of the underlying trend. The first
91 companies do not necessarily comprise the random
sample that would work best in statistical analysis. In our
experience, the EPS reporting period can sometimes be
front-loaded with strong earners and back-loaded with com-
panies with lower earnings growth.

That caveat given, and assuming the sample so far
turns out to be representative of performance for all S&P
500 companies, earnings for the 1Q15 season are on track
to beat expectations by 10 or 11 percentage points. That
should be enough to drive a market rally, right? The an-
swer is an unequivocal kinda…hopefully...maybe?

THE STOCK MARKET DURING 1Q EPS SEASON
Investors thinking about first-quarter earnings need to be
aware of the current environment, recent operating perfor-
mance of companies under consideration, and a myriad of
geo-political inputs. But the savvy investor will also keep
in mind calendar effects, based on how the market has re-
sponded during past reporting periods.

Each quarterly earnings season has its own flavor.
The 4Q season (beginning in January) is often a trium-
phant wrap-up with a cautious look-ahead. The 2Q season
(July) comes with seasonal caveats amid mounting sum-
mer lethargy. The 3Q reporting season (October) is often
upbeat, with the holiday quarter looming. The first-quarter
reporting period (April) is the least predictable; spring beck-
ons, but issues from winter linger.

To date, some of the clear beneficiaries of lower en-
ergy costs have tanked on earnings. Simultaneously, some
of the most energy-price-vulnerable companies in the en-
ergy sector have soared on results. Most likely, investors
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are rotating out of energy winners – which have been ral-
lying since mid- to late-2014 – and deploying funds into
energy losers, which look attractive assuming crude oil has
found a floor.

For analysis purposes, we measure the 1Q reporting
period as stretching from April 15 to May 15. Since 1980,
the S&P 500 has averaged 1.9% capital appreciation in
that period. That suggests, despite misgivings entering the
period, that investors hear enough good news to keep the
market moving higher.

In the 35 years since 1980, the S&P 500 has been up
22 times, or 63%; and down 13 times, or 37%, during the
mid-April to mid-May span. In the up years, the average
gain has been a nice 4.1%. In the down years, the average
contraction has been 1.9%.

Since the bull market got started in 2009, the mid-
April to mid-May period has been up four times (average
gain of 3.2%) and down two times (average decline of
4.6%). So how about this year?

CONCLUSION
Given that investors came into the current quarter with low
expectations, the thinking is that even modest earnings gains
might drive a rally. Really cautious guidance, on the other
hand, could lead to a spring-time swoon.

Across our measurement period to date, which really
only includes a week of price data, the S&P 500 has moved
down 0.5%, from 2,106.63 on 4/15/15 to 2,095.35 as of
midday on 4/21/15. So far, investors are failing to reward
stocks not only for beating analyst expectations (a metric
we think is overvalued) but for posting high-single-digit
EPS growth in a very challenging environment.

That last part about the challenging environment is
worth reiterating. If the S&P 500 can grow earnings de-
spite the hurricane-force headwind of strong dollar and
despite dragging the millstone of deeply negative energy
earnings, then the underlying earnings power of the com-
panies in the S&P 500 must be formidable indeed.

Jim Kelleher, CFA,
Director of Research
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ARGUS RATING SYSTEM
Argus uses three ratings for stocks:  BUY, HOLD and SELL.  Stocks
are rated relative to a benchmark, the S&P 500.

A BUY-rated stock is expected to outperform the S&P 500 on a
risk-adjusted basis over a 12-month period.  To make this determi-
nation, Argus Analysts set target prices, use beta as the measure
of risk, and compare risk-adjusted stock returns to the S&P 500
forecasts set by the Argus Market Strategist.

A HOLD-rated stock is expected to perform in line with the
S&P 500.

A SELL-rated stock is expected to underperform the S&P 500.
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Stock From To Change
Xcel Energy Inc XEL   HOLD BUY 4/17/15

Check Point Software Teches Lt CHKP  HOLD BUY 4/21/15

Mattel Inc MAT   HOLD SELL 4/21/15

Stock Raised to BUY

Symbol On this date

Xcel Energy Inc XEL   4/17/15

Check Point Software Teches Lt CHKP  4/21/15


