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Earnings season recap

Our positive 2019 market outlook is built 
on the notion of solid, though slower, U.S. 
economic growth. While there is certainly 
no shortage of risks to consider (trade 
negotiations, government shutdowns, 
Brexit, etc.), our base case is that the 
economy will persevere on the back of a 
strong consumer and continued positive 
fiscal boost. Against this backdrop, 
corporate earnings, a primary stock market 
driver, should also deliver slower growth, 
but steady results. With the majority of 
fourth quarter 2018 earnings season now 
on the books, it is evident that this has 
indeed been the case. In fact, stock price 
reaction to earnings has been better than 
that seen in recent periods, suggesting 
investor expectations were too low.  

Throughout the first three quarters  
of 2018, a strong economy coupled with 
2017 tax law changes propelled earnings 
higher by over 20% for S&P 500 firms  
(Exhibit 1).  Despite these impressive 
results, estimates for fourth quarter 
earnings began to decline since peaking 
in the July to October time frame.  At 
one point analysts were expecting 
fourth quarter earnings growth of 
20.2%, which was subsequently revised 
down to a still-respectable 16.2%.  

Since the mid-January low point, however, 
estimates have staged a rebound as results 
came in better than feared (Exhibit 2).

The number of companies reporting earnings 
per share above analyst estimates this quarter 
was in line with historical trends at 71%.  The 
average earnings beat came in at 3.3% above 
estimates, and stock price responses to positive 
results registered a strong 1.4% average 
two-day increase. This is well above the 1% 
reaction seen over the last 5 years.  Even 
companies that missed expectations saw their 
share value rise an average of 0.2%, versus the 
typical 2.6% drop. Investor sentiment, it seems, 
had undeniably fallen too far too fast.    

On a sector basis, Energy was a standout as 
S&P 500 Energy firms registered an average 
result 17.8% above expectations, smashing 
through estimates that had been consistently 
lowered over the past several months.  Energy 
companies are now being managed much 
more efficiently, allowing for increased 
production at lower break-even costs, helping 
mute the impact of the late 2018 oil price 
decline.  Industrial, Consumer Discretionary and 
Health Care companies also exceeded revenue 
expectations by at least 1% (with more upside 
on earnings).  

Fourth quarter results also affirmed that 
consumers remain in a strong position, as 
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Executive Summary

                             “In the middle of every difficulty lies opportunity.”                                                                                                                      
                                                                                                 – Einstein
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Source: I/B/E/S data from Refinitiv

Exhibit 2 » Estimate revisions recently began to reverse  
                 S&P 500: Q4 2018 share-weighted earnings ($B)

Source: I/B/E/S data from Refinitiv

Exhibit 1 » Earnings spiked in early 2018 creating tough comparisons for the next year   

Historical/Current/Future Earnings Growth Rates

Projection

Sector 2017Q4 2018Q1 2018Q2 2018Q3 2018Q4 2019Q1 2019Q2 2019Q3 2019Q4

Consumer Discretionary 11.5% 18.8% 21.5% 25.4% 14.5% -1.4% 7.2% 9.9% 15.5%

Consumer Staples 12.1% 13.1% 13.9% 11.4% 4.1% 0.9% 3.0% 3.8% 6.5%

Energy 120.4% 88.7% 124.0% 114.2% 78.8% -10.0% -8.8% -16.7% -9.4%

Financials 14.6% 30.7% 27.5% 44.8% 16.9% 4.9% 7.0% 8.1% 19.0%

Health Care 9.1% 16.2% 18.4% 16.5% 12.8% 6.2% 3.4% 5.4% 10.1%

Industrials 1.8% 24.8% 20.2% 18.9% 27.0% 6.0% 9.0% 11.6% 13.3%

Materials 35.9% 39.4% 40.6% 30.1% 2.1% -11.3% -5.3% 0.1% 10.2%

Real Estate -4.1% 3.1% 3.3% 5.3% 6.3% 2.7% 3.3% 4.6% 6.7%

Technology 23.6% 31.8% 29.0% 29.1% 9.2% -6.0% -4.7% -2.5% 7.6%

Communication Services 4.6% 32.1% 26.1% 26.1% 26.0% -4.2% 18.1% 1.2% 3.2%

Utilities 13.0% 16.4% 10.9% 10.9% -10.9% 0.7% 2.6% 3.7% 17.6%

S&P 500 14.8% 26.6% 28.4% 28.4% 16.2% 0.1% 3.6% 3.2% 9.8%

S&P 500 Ex-Energy 12.7% 24.5% 25.0% 25.0% 13.6% 0.6% 4.3% 4.5% 11.0%
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sales growth for Consumer Discretionary companies came in at a 
healthy 5.2% clip. Some positive consumer-related highlights include 
Starbucks and Disney, with Starbucks’ same-store sales growth 
surging 4% as customers bought more per visit, and 5% higher 
spending at theme parks contributing to Disney’s revenue growth.  

In addition to the published financial reports, quarterly conference 
calls provide valuable insight into current conditions and future 
trends.  They offer both company-specific details, and a bottom-up 
assessment of the economy. In particular, this quarter we paid close 
attention to executive comments related to our three big themes 
for 2019: the Fed/interest rates, Chinese economic growth, and 
trade/tariffs. On the interest rate front, Citigroup did suggest that 
fourth quarter rate uncertainty caused some customers to postpone 
investment decisions, but believes recent Federal Reserve clarity will 
prevent this hesitation from spilling into a broader economic malaise.  

Expected interest rates also drive foreign exchange (FX) rates. Dollar 
strength was a drag for multinationals in the second half of 2018, and 
cited as an incremental headwind for 2019.  Mondelez, for example, 
which has around 40% of sales in emerging markets, reported a 
1.4% drag on sales due to FX movements in 2018, and expects a 
negative currency impact of 3% this year. As the Fed is now on hold 
from raising rates in the near term, the U.S. dollar should stabilize, 
thereby reducing the currency impact for multinationals.  Of course, 
multinational companies also face the prospect of China’s waning 
growth and a diverse set of firms have confirmed disappointing 
results in that region. 3M is an example here, where fourth quarter 
sales were flat in China, which is well below the double-digit growth 
rates reported in the last few quarters. Recent stimulus measures 
by the Chinese government should stabilize growth going forward, 
so we expect marginal improvement on this front later in 2019.  

The past few weeks have also brought confirmation that the ongoing 
tariff negotiations are causing disruptions across multiple industries.  
Before the holiday, retailers accelerated imports in an attempt to 
delay tariff costs.  More recently, Hyundai’s COO for North America 
stressed the need for resolution so they can complete pending 
supply chain adjustments, confirming that capital investment 
decisions are subject to the outcome of trade negotiations. 

Looking forward

Earnings growth is expected to decelerate to the low single digits 
for the next few quarters (Exhibit 1).  A big portion of the slowdown 
is due to difficult comparisons created by the aforementioned 
corporate tax cuts.  Energy is notable due to its rapid reversal from 
huge year-over-year earnings gains to projected declines based 
on lower oil price expectations (which can be volatile and lead 
to quick reversals).  Information Technology company earnings 

are also expected to dip, given above-average China exposure, a 
down cycle for semiconductors, and weaker smartphone sales. 

For 2019, consensus expectations currently forecast 4.4% earnings 
growth.  While down from 2018 levels, this falls directly in line 
with our “slow and steady” expectations for the year. On a positive 
note, the relatively low level of forecasted growth provides an 
easier hurdle to beat.  Furthermore, after the market selloff, the 
forward P/E ratio for the S&P 500 is at 15.9x, which remains slightly 
below the 20-year average, allowing room for expansion.  

A note on the shutdown  

Last month brought to a close the longest shutdown in U.S. 
government history, and many clients have inquired about its 
impact. From a purely economic perspective, the episode is 
likely to have minimal lasting repercussions. Yes, it will shave a 
few tenths of a percent from Q1 GDP growth, but some of that 
should be made up for in future quarters as back pay is issued. 
The more lasting effect will be seen on the political stage. From 
our perspective, it was always curious that President Trump chose 
to link a government shutdown to a controversial immigration 
issue. Shutdowns tend to be universally disliked, and by 
taking ownership for this one the president handed Democrats 
negotiating leverage that gave little incentive to compromise.

In the end, facing a possible mass exodus on the issue from his party, 
the president was forced to throw in the towel. After winning this 
high-profile battle, Democrats may now feel more confident in future 
standoffs, which could lead to further gridlock on key budget issues. 
It is also plausible that President Trump understands his position, 
and may be willing to more seriously consider compromise on select 
initiatives. Infrastructure is one area where common ground may 
be found, suggesting the odds of a deal have gone up. There is also 
speculation that the shutdown loss will lead the president to seek 
a quicker win on trade with China. This aligns with his softening 
rhetoric on the topic over the last few weeks, but any deal that fails 
to address intellectual property theft and corporate access may not 
be viewed as a win at all. 
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