
The Improving Macro Backdrop
• Into the Weeds on Q3 Earnings

• The current weakness in corporate earnings appears concentrated in 
specific sectors of the economy

• The Rosier U.S. Economy
• The U.S. economy seems to be weathering the global growth slowdown 

well on multiple fronts

• Three and Out for the Fed?
• The Federal Reserve is easing monetary policy in an attempt to offset 

headwinds and keep the expansion rolling
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Into the Weeds on Q3 Earnings

• Earnings Improving. With a little more than 70% of companies reporting so far, the
blended year-over-year growth in Q3 earnings, which combines actual results with
analyst expectations for companies that have yet to report, stands at -2.6% for the
S&P 500. This represents a noteworthy improvement relative to the -4.8% figure
expected at the beginning of the quarter, as three-in-four companies have
outperformed analysts’ expectations.

• The Not-So-Broad-Based Earnings Recession. If earnings season continues as
expected, Q3 will extend the current earnings recession to a third straight month;
however, not all sectors have been affected equally. For example, if you remove just
two sub-industries from the S&P 500 (Oil/Gas/Consumable Fuels & Semiconductors),
today’s earnings recession appears little more than a growth slowdown hovering
around single digits after blowout gains in 2018.

• Global Earnings Set to Turn a Corner? Overseas markets have not been spared by
the recent slowdown in earnings. Next-twelve-month earnings estimates for the MSCI
All Country World Index (ACWI), which represents equities in developed and
emerging market countries across the globe, have flat-lined for the majority of 2018
amid a cautious economic backdrop. However, there have been some signs that
earnings expectations may be trending higher on a global basis, especially as
economic growth expectations appear to have stabilized over the last few months.
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The Not-So-Broad-Based Earnings Recession

Chart of the Week:
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The current weakness in corporate earnings appears 
concentrated in specific sectors of the economy
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The U.S. economy seems to be weathering the global growth 
slowdown well on multiple fronts

The Federal Reserve is easing monetary policy in an attempt 
to offset headwinds and keep the expansion rolling
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Three and Out for the Fed?

• Fed Delivers Third Straight Cut. As expected, the Federal Open Market Committee
(FOMC) lowered the federal funds rate by a quarter-percent for the third straight
meeting, citing “the implications of global developments for the economic
outlook.” This represents a continuation of targeted cuts as a measure of insurance
against downside risks associated with trade and manufacturing weakness, an
opportunity afforded them by relatively subdued inflation.

• Focus on the Future Path of Rates. After cutting rates in three straight meetings, it
seems the Fed may pause on further accommodation for the time being. The Fed
Funds Futures market implies little more than a coin flip’s chance of another cut by
March 2020. During Powell’s press conference, he noted, “we’re not thinking about
raising rates right now” and highlighted that the committee would likely need to see
inflation substantially above their 2% target before considering hikes. Materially
higher inflation would be an out-of-consensus development, as many measures of
inflation expectations have remained well below 2% for the past few months.

• The Fed’s Latest “Mid-Cycle Adjustment.” Three rate cuts might be enough to
constitute what Powell has called a “mid-cycle adjustment.” There is a clear
corollary here to the mid-90s, when the Fed cut rates three times after bumping up
against measures of “neutral” (e.g., the level of interest rates considered neither
stimulative, nor restrictive for economic growth), much like they have done over the
past few months.

The Rosier U.S. Economy

• GDP Report Confirms Recession Calls Premature. The preliminary release of Q3 Real
GDP in the U.S. last week showed an economy growing at a modest pace (1.9%),
only slightly below last month’s 2.0%. These results are further evidence that the U.S.
economy is not entirely insulated from the global manufacturing slowdown, though
not entirely exposed either. But at minimum, it shows that recession fears may have
been overblown, as the U.S. economy simply undergoes another growth scare.

• Manufacturing Survey Slips Lower, with a Silver Lining. The Institute for Supply
Management’s Manufacturing index fell to 48.3 for October, lower than last month’s
49.1, at face value suggesting that industrial activity continues to decline in the U.S.
However, there are green shoots underlying the headline number. The sub-
component that is most leading in nature for future business conditions is New
Orders, which actually improved in October, up to 49.1 vs. 47.7 prior, suggesting
improvement in manufacturing may be in the cards for the not-so-distant future.

• Jobs Still Strong. The unemployment rate in the U.S. ticked up modestly to 3.6% in
October vs. 3.5% the month prior, showing a domestic job market continuing to
function well above average levels. It’s important not to get too excited over small
deviations in the data – the report still paints a picture of a robust job market here in
the U.S and, consequently, the consumer. The consumer has been the lifeblood of
the late stages of this economic expansion, and it appears households have gotten
off on the right foot to begin the fourth quarter.
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