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A Thrilling Ride that Goes Nowhere

Market participants had to really hold onto their hat during the roller coaster ride of the
first quarter. In January, sentiment dropped to the lowest levels since 2009 as concerns
rotated between falling oil prices, Chinese economic slowing, and the possibility of a
Fed tightening mistake. Then oil prices turned back up, economic data in China im-
proved, and the Fed stretched out expectations for rate rises. The market responded
accordingly with a painful selloff in January, followed by a dramatic rise over the rest of

At the Smith Group our focus is on earnings, which continue to be a bit troubling given
disappointing sales reports and the continued downward pressure from negative ana-
lyst revisions. Expectations for S&P 500 earnings growth began the year at +6.8%, but

(Continued on page 2)
Total Return* 1Q16 1 Year
S&P 500 1.3% 1.8%
MSCI AC World -1.5% -4.9%
MSCI AC World Ex U.S. -4.1% -10.3%
MSCI World (Developed) -2.0% -4.6%
MSCI Emerging 2.7% -7.7%
MSCI Europe -4.9% -10.6%
MSCI Pacific Ex Japan -21% -10.2%
MSCI Japan -12.7% -12.9%
MSCI China -4.7% -18.8%
USD/EUR 4.9% 6.1%
USD/Yen 7.0% 6.7%
USD/MSCI EM FX 3.0% -4.3%

*in local currency, net of tax withholding
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have now fallen to +1.5%. While EPS growth expectations
do normally fall, the downward trajectory in the first quarter
was steeper than normal. A big culprit has been sales ex-
pectations, which have dropped from +3.8% to +1.5%. As
such, it is easy to see why some strategists are projecting a
sales and earnings recession in 2016.

Does a corporate sales contraction make sense when both
the domestic and global economies are expected to grow
about +4% in nominal terms? Taking a closer look at sales
expectations in Exhibit #1, it is very apparent that the big-
gest downgrades have taken place in resource companies,
leading to an expectation of falling sales in materials and
energy. This is not the result of falling volumes in either
case, but in falling prices (Exhibit #2). The dramatic drop in
commodity prices throughout 2015 and into February has
resulted in a flood of earnings downgrades. But the ques-
tions then become, “how much further can prices fall?” and
“have analysts fully reflected the selling price drop in esti-

mates?”. The answer to the first question is often quite

difficult. But given the fact that commodity prices have re-
bounded nicely since February, when most of the earnings
downgrades took place, it seems likely that prices may have
found a bottom. The answer to the second question is
about the psychology of analysts. Quite often resource ana-
lysts wait to update earnings models to reflect higher sell-
ing prices until they are sure the new price is going to stick.
In contrast, when they experience an extended period of
sharply negative selling price change, which caused them
to make multiple estimate revisions, they can start to antici-
pate the next leg lower. At this juncture the lowest price is
almost assuredly in their earnings models. If these two
guestions can be answered in the affirmative then a big
driver of negative earnings revisions may be about to stabi-
lize or reverse itself.

Another driver of negative revisions has been the strong
U.S. dollar, also illustrated in Exhibit #2. Through its peak in
January of this year, it was +12% higher than it started in
2015, but has since dropped back to where it is now only
+7% higher. During earnings reporting season it was com-
mon for management of multi-national companies to high-
light the negative effect of the strong dollar and issue guid-
ance that they expected that to continue. During the up-
coming earnings season might we see some unwinding of
that guidance? Yes, the dollar was still on average higher
during the quarter than it was a year ago. But as of this
writing it is at the same level as it was a year ago, which if
these levels hold means it is no longer a drag on year-over-
year earnings growth going forward. During the last report-
ing season it appeared the U.S. dollar was a one-way trade
to the upside. Projecting currency levels is difficult, but the
rate of U.S. dollar ascent slowed in 2015, then rolled over in
the last couple of months. It may resume its upward trajec-
tory, but as with most secular price moves, the early surge
slows and the impact moderates. This may be another
downward driver set to stabilize or improve.

The only other sector with expected sales growth below
the broad average is the Industrials sector. This group has
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