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Broadly speaking, corporate earnings continued a healthy rebound in the 3 rd quarter with the S&P 500 posting year over year
operating earnings growth of 14%. Companies in the Financials sector posted earnings that were significantly better than
expected, and the Consumer Discretionary and Consumer Staples sectors slightly beat forecasts. Meanwhile, the Health
Care and Information Technology sectors posted lackluster results that were far below unrealistically optimistic forecasts.
Although analysts’ consensus forecasts are rarely correct, the direction and magnitude of their revisions through time are often
instructive.

Now that earnings season is mostly done it’s a good opportunity to step back and evaluate the results.
As always, the headlines are claiming that a large majority of companies have beaten analyst
expectations. According to S&P Dow Jones Indices, with 474 companies or 94% of the capitalization of
the S&P 500 having reported, 71% have exceeded estimates and 21% have missed, with the remaining
8% meeting expectations. We have noted before that those are useless and misleading statistics because
beats and misses are measured against expectations that have been revised until the day of each release.
These estimates are typically revised down through time because actual reported earnings per share
(EPS), on average, usually do not exceed analyst expectations that were set 3, 6 or 12 months in
advance.
In the chart to the right, the green bars
represent actual reported operating EPS
for the S&P 500 and the blue circles
represent analysts’ forecasts at various
times before each quarter, according to
data collected and calculated by S&P
Dow Jones Indices. The largest, lightest
color circles show expectations 12months in advance of the quarter-end and
as the symbols get smaller and darker
they represent shorter forecasts. The
smallest dark blue dots represent
forecasts as of the end of the same
quarter. For example, for the 4th Quarter
2015 (Dec-15) the large light blue circle
shows that expectations as of December,
2014 (12 months prior), were for EPS of $34.80. Throughout the year analysts were revising their
forecasts lower so that by the end of 2015 the average expectation was for EPS of $29.00. When
earnings were reported throughout January and February of 2016 they came in significantly lower at
$23.06.
Even though it is not unusual for earnings to come in lower than expectations, the size of that miss
makes it clear why the stock market was trading sharply lower in January 2016. But the market is
forward looking and many would suggest that the most important information that comes out during
earnings season is the company managements’ impressions and guidance for earnings looking forward,
which immediately impacts analysts’ forecasts and stock prices. What was really happening in the 1st
quarter of 2016 was that analysts were reducing their forecasts for 1st quarter EPS from $29 to $26.
1
943 Post Road East | Westport, CT 06880
T (203) 227-1801 | F (203) 987-5065
www.netherby.com

Why review ancient history? To
contrast it with what is happening now.
With 90% of the results in, the actual
3Q16 earnings are almost meeting the
current quarter estimate. More
importantly, analysts’ most recent
forecasts (as of 11/17, represented by the
red dashes) have only been revised
slightly lower. In this respect, we can
confirm that this has been a reasonably
healthy earnings season. The 3rd quarter
results show year over year (YoY)
operating earnings growth of 14% for the
S&P 500. While revenue growth is still
tepid at 2.4% YoY, it is improving from
last quarter’s growth rate of 1.2%.
However, underneath those broadly
respectable results there are wide
variations across sectors and
capitalization ranges as detailed below.
Forecasts within the Consumer
Discretionary sector tend to be the most
accurate of all the sectors and only have a
modest tendency to be over optimistic.
Over the past year, the results have often
been exceeding the 3-month and current
forecasts. Although EPS exceeded the
current estimate for the recent quarter,
analysts have been revising their 4th
quarter estimates lower. Based upon this,
it appears the sector will show flat or
negative earnings growth in the 4th
quarter.
Results in the Consumer Staples
sector also exceeded forecasts this quarter
and forward estimates have changed very
little since the end of September. This
suggests that EPS will come in very close
to estimates, on par with last quarter and
about 10% higher than 4Q15.
Within the Financials sector it is not
unusual for results to exceed forecasts.
Throughout most of 2015 and 2016,
analysts were revising their estimates
lower, but during the 3rd quarter analysts
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reversed course and began revising their
forecasts higher. Still, the results far
exceeded the increased expectations and
it is interesting to note that forecasts for
the 4th quarter have remained steady with
the previous estimate.
The analyst community consistently
and unabashedly overestimates earnings
in the Health Care and Information
Technology sectors. For the Health
Care sector as a whole, the forecast
revisions tend to be much more moderate
than the changes in actual results, even
when they are way off. Health Care
analysts have been forecasting EPS
growth in the range of 20% to 40% per
year while it has been delivering closer to
10% growth. In some cases, such as 3rd
and 4th quarters of 2014, the revisions
moved higher but the actual results
deteriorated. Hence, in this sector the
best practice may be to ignore the
forecasts altogether.
Although forecasts in the Information
Technology sector are consistently too
high, the direction and amount of change
in the forecasts are instructive to the trend
in results. Although, the Technology
sector has demonstrated virtually no
sustained earnings growth over the past
few years, analysts remain very
optimistic. Most notably, analysts have
revised their forward estimates slightly
higher. The last time that happened was
for the 4th quarter 2014 which came
through with peak results that almost
matched expectations.
The Industrials sector has also shown
a lack of earnings growth since 2014 and
analysts have been reducing their
expectations for the 4th quarter and
beyond.
Earnings for companies in the Energy
and Materials sectors are notoriously
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volatile and difficult to forecast since
they are often very dependent upon the
prices of the respective commodities.
Trends are similar but more varied in
the smaller capitalization companies.
Within the S&P 400 Mid-Cap Index,
earnings made a sharp recovery and
almost matched analysts’ forecasts.
Just as in the large-caps, mid-cap
Financials’ earnings far exceeded
forecasts that had been sharply raised
during the quarter. The difference is that
analysts have since trimmed their
forecasts for Financials in the 4th quarter.
Mid-cap Technology company
earnings came in far below the lofty
consensus forecasts but showed strong
year over year growth. Again, note that
the forecasts for the 4th quarter and
beyond have remained steady instead of
dropping.

In contrast, mid-cap Health Care
company earnings, on average, severely
missed forecasts and contracted 15%
from the previous year. Most
importantly, analysts have significantly
reduced their forecasts for the 4th quarter.
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Operating earnings per share for the S&P
600 Small Cap Index have recovered
sharply from the previous year and are
back to the level seen in 2014. Although
they have been revised lower, analysts’
forecasts appear to be unrealistically
optimistic.

Small-cap Technology earnings have
been recovering from a downturn in late
2015 and early 2016. The most recent
earnings estimates have remained even
with previous estimates.

Small-cap Health Care company
earnings have been deteriorating over the
last two years. Analyst forecasts appear to
be irrelevant.
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