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WHY PROFITABILITY MATTERS:
POSITIVE VERSUS NEGATIVE EARNINGS
The unusual investment environment brought on
by unprecedented central bank intervention has
led to many distortions in financial markets and
has upended many long-standing relationships.
A phenomenon that has emerged in the small
cap universe is the recent dominance of stocks
with negative earnings over those with positive
earnings. In the paragraphs that follow, we will
examine the long term relationship between
the two groups and contrast that with the more
recent investor experience. We will then examine
the Russell 2000 Index to identify prior periods
in which negative earning companies had a
significant representation. Additionally, we will
highlight the impact that negative earners within
the Biotech industry have had on the outsized
returns of that industry group. Finally, we will
demonstrate that during cyclical periods in which
negative earning stocks are rewarded, traditional
portfolio risk metrics can be inverted. Ultimately,
we aim to show that there are episodic periods in
which negative earning companies are favored by
investors, but that these periods tend to be shortterm in nature and typically are resolved through
significant price erosion.
As can be seen in Exhibit 1, investing in companies
with positive earnings has generally been a
successful strategy versus investing in companies
with negative earnings.1 This chart captures the
longest available history for which we have usable

data for the Russell 2000 Index. Not only have
stocks with positive earnings provided a superior
total return, they have done so with less overall risk
than those stocks with negative earnings.
EXHIBIT 1:
Positive vs. Negative Earnings in the Russell 2000
December 31, 1986 through September 30, 2020
Cumulative Total Performance
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Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
Past performance is not indicative of future results.

A significant portion of this outperformance
was generated by avoiding the large drawdowns
seen in the collapse of the Internet Bubble in the
early 2000’s and the Financial Crisis in 2008. The
Internet Bubble, in particular, saw negative earning
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stocks significantly outperform before enduring an
epic collapse. The Financial Crisis did not see such
a dramatic period of outperformance prior to the
collapse, but did see negative earners substantially
underperform during the crisis. A powerful rally in
negative earning stocks ensued once the Federal
Reserve initiated some of the unconventional
banking operations that exist to this day.
Exhibit 2 highlights the differences in annual
performance of the two buckets and indicates
that periods of negative earner outperformance
tend to be cyclical, but not persistent.
EXHIBIT 2:
Russell 2000 Positive less Negative
LTM Earnings Relative Annual Return
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EXHIBIT 3:
Positive vs. Negative Earnings in the Russell 2000
December 31, 2016 through September 30, 2020
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Below, we’ve recreated our long term chart that
examines positive versus negative earning stocks,
but have changed the starting point to December
31, 2016. It shows that the performance of negative
earning companies has inflected sharply in recent
quarters. Paradoxically, during this period, it was
the companies with negative earnings that avoided
the COVID related drawdown and then quickly
recovered as opposed to companies with positive
earnings. Exhibit 3 shows that risk characteristics
have become more mixed during the three plus
year period whereby the normally riskier negative
earners appear to share similar risk profiles to the
positive earners. In particular, negative earners have
shown a more attractive average return per unit
of risk (standard deviation) than positive earners,
which is the inverse of the period from 1986-2020.
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Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
LTM = Last Twelve Months. Past performance is not indicative of future results.

The
cyclicality
of
negative
earners'
outperformance is easily seen, as is its
typically short-lived nature and commensurate
underperformance as investors return to favoring
positive earning stocks. As of Q3 2020, the level of
negative earner outperformance is only outpaced
by the dramatic swings associated with the
Internet Bubble’s inflation/unwind, and the powerful
junk rally in 2009 following the Financial Crisis. In
other words, the current period has been extreme.
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Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
Past performance is not indicative of future results.
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Given that small cap companies tend to be
newer and less mature businesses, the Russell
2000 Index will always have a significant portion
comprised of negative earners.
Over time,
these companies will typically become more
established and begin to generate earnings, they’ll
become acquisition candidates, or they will no
longer remain going concerns. In Exhibit 4, we’ve
broken out the percentage of negative earners in
the Russell 2000 Index going back to 1993 on a
rolling 12-month basis.2 As of Q3 2020, 30% of the
Russell 2000 reported negative earnings on a last
twelve month’s basis, a record level surpassing the
speculative Internet Bubble and the post Financial
Crisis rally period.
EXHIBIT 4:
Composition of Negative Earners in the Russell 2000
(% of Index Weight)
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Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
Past performance is not indicative of future results.

For illustrative purposes, we have chosen to
highlight the industries that have accounted
for the majority of the benchmark’s growth in
negative earnings over time. During the Internet
Bubble in the late 1990s, it was the Technology
related industries that contributed most heavily to
the benchmark’s growth in negative earners and
their outperformance. As to be expected, it was

the Financials sector that saw an uptick in the
percentage of negative earners during the period
following the Financial Crisis in which central bank
policy kept impaired businesses afloat. These
industries then reverted back to their more normal
historic levels as the performance drawdowns
discussed previously impacted negative earners
more significantly than the positive earners.
If past is prologue, it is worth taking a deeper look at
the negative earning industries that are most heavily
represented in the benchmark today. The current
period has been driven by Technology (Software
& Services) and Health Care (Pharma, Biotech
& Life Sciences). Negative earning stocks in the
Healthcare industries have contributed most heavily
to the increased weight of negative earners in the
benchmark and, therefore, are worth a deeper look.
Having
established
where
the
highest
representation of negative earners resides in
the benchmark, it is worth examining how these
securities have performed. Exhibit 5 shows the
significant outperformance of companies with
negative earnings within the Pharma & Biotech
industry group in recent quarters.
As can be seen in the table in Exhibit 5, the
negative earners in this group have shown more
downside risk than the positive earners. But
the current period has seen significantly more
upside returns from the companies with negative
earnings as well. Ultra low interest rates and the
COVID pandemic have allowed many of these
negative earning stocks to see significant levels
of outperformance and, in fact, to rank among the
best performing stocks in the benchmark.
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EXHIBIT 5:
Positive vs. Negative Earnings in Small Cap Pharma & Biotech
December 31, 2016 through September 30, 2020
Cumulative Total Performance
(December 2016=$1)
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EXHIBIT 6:
Positive vs. Negative Earnings in the Russell 2000
August 31, 1993 through September 30, 2020
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Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
Past performance is not indicative of future results.

Sources: Glenmede Investment Management LP, Fact Set, FTSE/Russell
Past performance is not indicative of future results.

That said, however, Exhibit 6 takes a look at returns
going back to 1993. Small Cap Pharma & Biotech
stocks with negative earnings do periodically have
substantial periods of outperformance, but have
tended to experience significant draw downs in
subsequent periods. In general then, it would
appear that avoiding companies with negative
earnings in this industry group would have been a
winning strategy.

outperformance has tended to be cyclical, not
persistent, and concentrated around speculative
environments. Over the past three years, negative
earning stocks concentrated in the Pharma &
Biotech industry have held a clear performance
edge over their positive earning peers. It is our
view that while the current period has proven to
be of a longer duration than typically seen, it will
end up proving to be cyclical as well. As a result,
investors should expect to see mean reversion in
which stocks with earnings retake their leadership
position relative to stocks with negative earnings
as the latter group experiences share price erosion.

In conclusion, historical evidence suggests
that periods of outperformance by negative
earning stocks is not a new phenomenon. This
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1

We have defined a positive earning company as one with a postive EPS number over the trailing 12 months.

2

This start date was chosen due to availability of industry data.

Any opinions, expectations or projections expressed herein are based on information available at the
time of publication and may change thereafter, and actual future developments or outcomes (including
performance) may differ materially from any opinions, expectations or projections expressed herein due
to various risks and uncertainties. Information obtained from third parties, including any source identified
herein, is assumed to be reliable, but accuracy cannot be assured. This paper represents the view of its
authors as of the date it was produced, and may change without notice. There can be no assurance that
the same factors would result in the same decisions being made in the future. In addition, the views are
not intended as a recommendation of any security, sector or product. Returns reported represent past
performance and are not indicative of future results. Actual performance may be lower or higher than the
performance set forth above. For institutional adviser use only, not intended to be shared with retail clients.
The Russell 2000 Index is an unmanaged, market value weighted index, which measures performance of
the 2,000 companies that are between the 1,000th and 3,000th largest in the market. One cannot invest
directly in an index.
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