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Flash-Frozen GDP Remains at Odds with EPS Growth

The advance reading on 1Q15 GDP showed the effects of another harsh winter and,
based on subsequently released net import data, may be revised down from fractionally
positive to fractionally negative (or worse). In that same frigid quarter, U.S. companies
managed to grow EPS in the low single digits — about 500 basis points better than the
prereporting consensus.

Given strong-dollar challenges to overseas business and negative import-export
trends, the home market was supposed to be the most favorable for globe-trotting U.S.
companies. After another weak start for the domestic economy, however, domestic eco-
nomic growth may be heating up with the weather. While the U.S. economy is not the
only market for the companies comprising the S&P 500, the health of the home market is
essential to U.S. earnings growth in 2015 – and thus to equity market valuations.

ENERGY EARNINGS DRAG DOWN THE COMPOSITE
With just under four-fifths of S&P 500 companies having reported 1Q results, first-quar-
ter earnings have grown 2.0% year-over-year. We look for a reasonably good reporting
season for the remaining technology names and a solid consumer-driven retail earnings
environment, potentially enough for full-quarter earnings growth in the 2.7% or even
3.0% range. But even 3% growth would be less than half the 6.6% growth rate recorded in equally weather-impacted 1Q14.

For 1Q15, twice as many companies (258) have reported higher year-over-year earnings than have reported lower results
(123). But the earnings decliners are dominated by energy companies, and they have pulled the entire composite lower.

Immediately after Apple reported its usual knockout quarter, 1Q15 EPS were up about 7% year-over-year. But that was
based on an incomplete sample of less than one-third of companies. With 80% now having reported, the damage wrought by
energy earnings is clear: energy sector earnings are down an average 48% year-over-year in 1Q15.

Excluding the 31 energy companies in the S&P 500 that have reported, earnings for all other companies are up 8.3%.
Healthcare and Telecom Services are both up about 16%; Industrials and Technology earnings are up about 8%; and four
sectors — Consumer Staples, Consumer Discretionary, Financial Services, and Utilities — are up in the 4%-7% range.

SHAKING OFF THE COLD
The economic data reported in late April and early May has begun to capture an improving trend in the domestic economy. As
has been the case in three of the past four years, overcoming the effects of a winter-impacted 1Q will require a strong bounceback
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in 2Q and solid growth in the second half of the year. Based
on recent data, that familiar pattern appears to be shaping
up.

In addition to energy weakness and dollar strength,
GDP growth is being buffeted by raging imports and ane-
mic exports, as net imports detract from GDP growth. The
March trade deficit of $51.4 billion surged to its highest
level in six years. With the West Coast dock strike settled,
imports jumped 7.7% from February to March. And with
the strong dollar weakening the competitive position of
U.S. companies overseas, March exports increased just
0.9%.

Using a lower net import-export figure in compiling
its advance GDP report, the Commerce Department esti-
mated that net imports cost 1.25 percentage points of growth
in 1Q15. The much weaker reading on net imports sug-
gests that GDP will likely swing to negative in the prelimi-
nary report due to be released later this month.

The consumer, already responsible for 70% of GDP
growth, is now being asked to carry an extra growth bur-
den due to lagging business investment and the weak ex-
port showing. Fortunately, the consumer has new ammu-
nition in the form of rising wages. Wages for private-sec-
tor employees rose 0.7% in March and were up 2.8% in
the 12 months through March 2015, according to the La-
bor Department.
Ironically, the consumer who buys imported goods is partly
responsible for suppressing GDP growth. When shopping
for clothes, for example, the average consumer is more
likely to ask, “Will this shirt make me look awesome?”
and less likely to ask, “Will the purchase of this awesome
shirt tip the GDP number lower?”

From that perspective, GDP growth may not be the
best metric to fully capture U.S. economic activity and
consumer activity in particular. The advance GDP report
showed a 1.5% gain in real gross domestic purchases, which
includes purchases in the U.S. of both domestic and im-
ported goods. While far from fabulous, that is certainly
better than the headline increase of just 0.2% in 1Q15 GDP.

Several recent data points suggest that the U.S.
economy is finally shaking off the cold. Consumer spend-
ing rose 0.4% in March, after a 0.2% February gain that
was larger than previously estimated. The ISM Manufac-
turing index for March was hardly cause for cheer; the 51.5
reading in this diffusion index was the lowest since May
2013. But the ISM Services index rose to 57.8, its highest
level since November 2014. Services constitute up to 90%
of the economy, and the strong ISM number could be posi-
tive for employment, wage growth, and overall economic
growth.
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CONCLUSION
Given early expectations for 4%-5% contraction in 1Q15
earnings, 2%-3% growth represents 700 basis points of
outperformance against expectations. But the earnings out-
look faces further challenges in coming quarters.

The price trend in WTI crude oil has certainly im-
proved relative to trough levels in the low $50s reached in
mid-January. With WTI now near $60, the trend is posi-
tive. But energy earnings clearly face difficult comps in

2Q15, followed by slightly less challenging but still diffi-
cult comps in 3Q15. Comps should be favorable in 4Q15
to round out a rotten year for energy earnings.

For everyone else, however, structurally lower en-
ergy costs should be a rolling offset to the negative earn-
ings trend in energy. Following 3% expected growth in
1Q15 earnings, we continue to model mid-single digit EPS
growth in the middle quarters of 2015, followed by high
single- to low double-digit growth in 4Q.

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
LinkedIn Corp LNKD  HOLD BUY 5/4/15

QLogic Corp QLGC  HOLD BUY 5/6/15

Stock Raised to BUY

Symbol On this date

LinkedIn Corp LNKD  5/4/15

QLogic Corp QLGC  5/6/15


