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Missing Quarterly Expectations - The Rising Penalty

RICK VILLARS, CFA

Theoretically a successful active equity manager is one that has a higher number of stocks performing better than the
benchmark compared to the number performing worse. Of course, that is a bit of a simplification in today’s world of active
weights, active share, market risk factors, etc. One factor that has had an increasing impact on performance is the market
reaction to positive and negative announcements about earnings. In this article we explore how investors on average
react to quarterly earnings announcements during three different time periods. The first being the 1990’s, the second the
2000'’s before the financial crisis, and the third the period after the financial crisis beginning in 2011. The period 2008-2010
has been excluded due to the substantial distortion associated with the earnings meltdown and initial snapback.

Exhibit #1 (right) shows the relative return over the five days after report date for large cap companies that beat (blue bar)
consensus expectations and those that miss (red bar). The reward
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for reporting better than expected earnings has remained fairly Large Cap Ave. Relative 5-day Return

steady over time, but the penalty for falling short has grown

progressively more severe. In the most recent period the penalty i3 i3 = Missed m Beat iy
for missing is more than twice the reward for beating . . -
expectations. .
Exhibit #2 (right) shows the same relative return comparison for 18 l I
small cap companies. The reward for reporting better than 24 26
expected earnings has progressively gotten larger over time. In
the most recent period it is more than double what it was in the s Tim:u:::ind ﬁg}ﬁ?ﬁ;ﬁ%%%ﬁﬂme
1990’s. Similarly, the penalty for falling short is more severe than it
was in the 1990s. Exhibit#2: Impact of EPS Beat/Miss vs. Expectations
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For both large and small companies, the penalty for missing is
larger than the reward for reporting better than expectations. This 1.9  mMissed mBeat 2°
may be because there are many more companies that beat than i . l
miss, so when a company does fall short the surprise has a larger
psychological impact. There is also a widespread belief that l
company managers try to manipulate consensus expectations so 23
that they can beat them. If investors believe this they may be less 35 a4
forgiving of a business that misses managed expectations. For 90-99 00-07 11-16
investors, the importance of avoiding those that report inchered e ros

disappointing earnings has gotten greater. Now it takes more
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winners to offset the losers, because the losers in this context fall e
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With investors heightened sensitivity to earnings reports one 3% gy 35%

might expect company managers to increase their efforts to II I

28%
ensure they do not miss expectations. However, if that is the case
they are not doing a very good job of it. Exhibit #3 (right) shows
that the portion of large cap companies that report worse than
expected quarterly earnings is only marginally lower in the most
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period compared to the 1990’s, while the
percentage of small cap companies struggling to meet

expectations has been incrementally rising. Either company

recent

executives are ignoring the pitfalls of a miss or they are
finding it harder to guide analysts to a more conservative
estimate, if in fact that is what they are trying to do.

Comparing value and growth universes is also instructive in
investor behavior. While there is not much difference in
how value and growth investors react to a positive earnings
surprise, there are some interesting comparisons when the
earnings report falls short.

they are more so today than two decades

Interestingly, in the 1990’s it appears that small cap value

ago.

investors were equally as forgiving as their large cap
brethren. But they have since become much quicker to
punish management for failing to meet quarterly
expectations. The 1990’s average -1.8% penalty for a miss

by a small cap value stock has almost doubled to -3.2%

The
important implications for how a portfolio is managed as
avoiding these torpedoes can bring a significant advantage

increasing penalty for missing expectations has

to a mangers ability to outperform. A manager’s sell
At Smith Group,
one of the goals of our investment process is to identify

discipline is critical in this environment.

companies with deteriorating growth relative to

expectations. While over-focusing on short-term results
brings its own set of consequences, the evolution in

Exhibit #4 compares the penalty for missing quarterly
expectations for large cap value stock and growth stocks.
In all time periods growth investors were harder on a ) ) ]
company that disappointed them than value investors, and investors’ reactions to negative earnings news appears to
the penalty for a miss has been incrementally growing. In

Exhibit #5, it is obvious that small cap growth investors are

be getting stronger, forcing managers to scrutinize results
even more closely.

the most critical of companies missing expectations and

Exhibit #5: Impact of EPS Miss vs. Expectations
Ave. 5-day Return Relative to Small Cap
Growth & Value Universes

Exhibit #4: Impact of EPS Miss vs. Expectations
Ave. 5-day Return Relative to Large Cap
Growth & Value Universes
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Founded in 1995, Smith Asset Management Group, L.P. (“Smith Group”) is a registered investment advisor that specializes in equity investment management
services. The firm manages assets for a diverse list of clients, which includes foundations, endowments, corporate pensions, public funds, multi-employer
plans and high-net worth individuals.

The material is based upon information we consider reliable, but we do not represent that it is accurate or complete and it should not be relied upon as such.
Opinions included in this material are as of the date of publication and are subject to change without prior notice.

This message is intended only for the designated recipient(s). It may contain confidential, privileged or proprietary information. This message does not consti-
tute an offering for investment interests. This message is not, and under no circumstances is to be construed as, a prospectus, advertisement or public offer-
ing of investment interests. If you are not a designated recipient, you may not review, copy or distribute this message. If you receive this message in error,
please notify the sender by reply email and delete this message. Thank you.

The Russell 1000, Russell 2000, Russell 1000 Growth, Russell 1000 Value, Russell 2000 Growth and Russell 2000 Value Indices are unmanaged indices that
measure the performance of the large cap, small cap, large cap growth and value and small cap growth and value segments of the U.S. equity universe.

Past performance is not indicative of future results. As with any investment vehicle, there is always a potential for profit as well as
the possibility of loss. Actual results may differ from composite returns, depending on account size, investment guidelines and/or
restrictions, inception date and other factors.

Nothing contained in this presentation should be construed as a recommendation to buy or sell a security or economic sector.

For additional information on Smith Group and our investment strategies and capabilities, please visit www.smithasset.com or contact us at 800.582.3435 or
info@smithasset.com. The website contains information you may find useful regarding Smith Group including research articles, our economic and financial
market outlook and detailed information on our team and investment capabilities.
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