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U.S. CORPORATE EARNINGS: WHAT THE PESSIMISTS ARE MISSING

Commodity weakness continues to weigh on margins but, ex-energy, fundamentals  
have been resilient and could soon strengthen.
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As we head into the U.S. corporate earnings season, analysts’ 
expectations seem to be getting grimmer by the day. According to 
FactSet, S&P 500® Index earnings, for first quarter 2016, are 
expected to decline 8.4% from the year-ago period. If this decline  
is realized, it will mark the first time the index has seen four  
consecutive quarters of year-over-year declines in earnings since 
fourth quarter 2008 through third quarter 2009. Revenues are 
expected to fall 0.8%, which would be the fifth consecutive quarter 
of decline. But the real story is in margins (see Chart 1), which are 
expected to come in at 9.3%, the lowest since fourth quarter 2012.

This is alarming—but it’s important to keep in mind that all 
markets are, in effect, expectation-discounting mechanisms, and 
the large cap-equity market (as represented by the S&P 500) is 
especially efficient at incorporating available expectations. We’ve 
written about this topic before, noting that the market can do well 
when earnings decline. And this time is no different: the S&P 500  
is up just less than 1% year to date and up more than 12% since its 
low on February 11 (as of March 31).  

What’s behind the difference between analysts’ gloomy expecta-
tions and the recent positive movements of the market? We asked 
Joseph M. Graham, Investment Strategist at Lord Abbett, for some 
perspective. One factor, according to Graham, is that the effect of 
energy and materials price weakness has been slow to spread 

throughout the rest of the market. Net profit margins have been 
decimated in energy, but have weakened only marginally elsewhere 
(see Chart 2). 

In addition, Graham noted, write-offs in the energy sector of 
one-time charges have been the major contributor to what some 
analysts view as a worrisome 24% spread between GAAP (generally 
accepted accounting principles) earnings and pro forma earnings 
(GAAP earnings net of nonrecurring items), according to  
RBC Capital Markets and Barron’s. The spread typically widens 
substantially going into a recession as write-offs accelerate, and is 
often used by analysts to quantify earnings quality, i.e., the underlying 
health of a company. If energy is excluded, however, the spread 
between pro forma earnings and GAAP is a much more pedestrian 
15%, which is near the long-term average of 13%. This is evidence 
that write-offs have not spread to other sectors. 

“The limited impact of commodity weakness is not surprising, 
given the role of commodity prices as an input into other industry’s 
cost lines,” Graham said. “What’s bad for commodities is often 
good for the rest of the market, with 1986 serving as an example of 
a commodity rout that actually benefited the market over the long 
run.” That year, oil prices declined 32%, and the S&P 500 rallied 
nearly 15%. 
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CHART 1. NET PROFIT MARGINS ARE DECLINING...
S&P 500® INDEX NET PROFIT MARGIN: Q113-Q116
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CHART 2. ...BUT THE DECLINES ARE OCCURRING LARGELY IN 
THE ENERGY SECTOR
S&P 500® INDEX NET PROFIT MARGIN: ENERGY VS. EX-ENERGY: Q113-Q116
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Another explanation for the improvement in investor sentiment 
is that some important headwinds are abating. Crude oil, for 
example, was one of the first commodities to have a deleterious 
effect owing to severe price declines on the back of weakness in 
demand. The futures front-month contract (i.e., the contract month 
with an expiration date closest to the current date) in crude has 
rallied 46% since bottoming on February 11, 2016, and is now up a 
bit on the year. 

U.S. dollar appreciation has been an additional headwind for 
domestic earnings. The trade-weighted dollar appreciated 20% in 

the 12 months ended March 1, 2015. But since then, it has remained 
flat, even giving back a little of the gain. “That is great news for the 
U.S. multinational companies that comprise a good part of the 
large-cap indexes,” according to Graham. “As we ‘lap’ the U.S. 
dollar strength—meaning that we are past 12 months from the end 
of the rise—the pressures from a rising dollar on year-over-year 
earnings will lessen.”

Despite the angst of some analysts, the earnings engine of  
the equity markets overall looks to be intact. We look forward to 
following the developments in 2016.
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