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iFAST Research Update:  
Maintain 2.5 Stars on US equities: Weaker than 
expected earnings data suggests more pain 
ahead 

 

As the fourth quarter earnings season draws to a close, the majority of S&P 
500 companies have already reported earnings. Read on to find out more about 
what went down and how this affects the outlook for US equities. 
 
• 4Q22 earnings were less than ideal with a larger than usual share of companies falling short of expectations. 
Aggregate earnings growth declined as well, putting US equities at risk of an earnings recession.  

• At the sector level, only five out of 11 sectors managed to deliver positive year-on-year earnings growth led by 
energy (+58%), whereas communication services saw the biggest decline in earnings growth (-26%). 

• Margins and earnings are still overly optimistic, and are not an accurate reflection of the state of the US 
economy. Expect to see more cuts and margin compression going forward. 

• We maintain a 2.5 Stars “Neutral” rating for US equities given the worsening macroeconomic data and mounting 
earnings headwinds. Valuations are also unattractive given the limited upside available.  

• As the earnings-bond yield spread continues to compress, we recommend investors to overweight fixed income 
over equities. Alternatively, investors who are still keen to remain in the US equity space may want to consider adopting 
a quality/value tilt instead.  

Among the various factors that affect share prices, earnings is arguably one of the most important, especially when it 
comes to determining their performance in the long run. This can be observed through the close relationship between 
share prices and earnings in Figure 1. Given the significant influence that earnings has on share prices, we will be taking 
a closer look at the latest earnings results for US equities as the fourth quarter earnings season draws to a close. 
 
Figure 1: In the long run, share prices are predominantly driven by earnings  
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Mediocre earnings season for US equities in 4Q22 
As of end-February 2023, the majority of all S&P 500 companies have already reported earnings. Here are some key 
statistics.  
 
Among those that have already reported, only 68% reported a positive EPS surprise, below the five-year average of 77%. 
What is more worrying is that on aggregate, the earnings surprise percentage is only 1.2% above estimates, significantly 
below the five-year average of 8.6% (Figure 2).  
 
As a matter of fact, the earnings surprise percentage has been on a downtrend for seven straight quarters, and it is 
currently the lowest since 1Q20 (1.1%) when the pandemic first hit. For the recent few quarters, the earnings surprise 
percentage has also been much smaller than usual. This is likely because many analysts may have underestimated the 
impact high inflation and interest rates have on corporate earnings, resulting in overly optimistic earnings estimates 
and thus more companies falling short of expectations.  

Figure 2: S&P 500 Index earnings surprise percentage is at the lowest level since 1Q20 

 
 
In terms of growth, the aggregate earnings growth for the S&P 500 companies declined by -4.8% year-on-year, marking 
the first time earnings fell in the post-pandemic era. This figure is also well below the five-year average earnings growth 
rate of 14.3%. Looking ahead, analysts are predicting that US equities will soon experience an earnings recession, with 
earnings expected to fall by -5.7% and -3.7% in the first and second quarter of this year respectively.  

Seven out of 11 sectors have reported negative earnings growth  
At the sector level, only five sectors managed to deliver positive year-on-year earnings growth, led by the energy sector 
which saw earnings rise by nearly 60%. ExxonMobil and Chevron, two of the largest oil majors in the US, saw their full-
year net income more than double compared to a year ago after a strong fourth quarter. 
 
The energy sector continued its stellar run amid higher oil and gas prices throughout 2022, partly driven by the Russia-
Ukraine war. Aside from the conflict in Europe, rising energy demand owing to the global economic recovery post Covid-
19 was met with supply constraints, leading to higher oil and gas prices. The energy sector is the single largest positive 
contributor to the S&P 500 earnings growth this quarter. Without the contribution from this sector, the aggregate 
earnings decline would be significantly worse at approximately -9.0% instead of -4.8%.  
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On the flip side, the remaining seven sectors saw their earnings slide into the red. The communication  
services sector is currently the worst performer of the lot, with a year-on-year earnings decline of more than -25%. Poor 
results from big tech names, such as the likes of Meta and Alphabet, played a significant role in the sector’s lacklustre 
earnings. US tech firms have collectively laid off close to 140,000 workers since the beginning of 2022 in an effort to 
cut costs amidst a cooling economy and a looming recession. 

Figure 3: S&P 500 sector earnings growth breakdown 

 
 
Financials, the third largest sector of the S&P 500, was also one of the main contributors to the overall earnings decline. 
Even though banks generally perform well in an environment of higher interest rates, the drop in mergers & acquisitions 
and initial public offering activity due to the weakening economic outlook has led to lower investment banking revenues. 
In particular, Goldman Sachs, whose investment banking fees make up the majority of its revenue, reported earnings 
that were nearly -40% lower than the consensus forecast as deal volumes plunged. 
 
The increasing likelihood of a recession has also prompted many lenders to be more cautious, setting aside more funds 
to cover potential loan losses. Together, the big four US banks (JPMorgan, Bank of America, Wells Fargo, and Citigroup) 
have USD 6.2 billion in loan loss provisions as of 4Q22, nearly three times the amount compared to the beginning of the 
year. Higher loan loss provisions reduces earnings (Figure 4). Even though reversions in loan loss provisions may 
provide an earnings tailwind, they are not likely to occur in the near future given the weakening economic outlook.  
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Figure 4: In anticipation of a recession, banks have increased their loan loss provisions 

 

Earnings and margins are likely to deteriorate further 
With the weakening economic outlook and the impact of tighter monetary policy starting to be felt in the real economy, 
we expect to see a deterioration in corporate earnings and margins. So far, roughly 100 companies have issued earnings 
guidance for 1Q23, nearly 80% of which are negative. At the sector level, the information technology sector has the 
highest number of companies issuing negative guidances, reflecting the headwinds faced by big tech firms.  
 
Many companies have cited poorer macroeconomic conditions, as well as higher cost pressures coming from raw 
materials and wages, as reasons for the bleaker outlook. Overleveraged corporates will also feel the heat from increased 
borrowing costs, again affecting their profitability.  
 
(Related Article: Higher-for-longer interest rates to slow economic growth and drive the US economy into a recession) 
 
Based on the latest numbers, the median consensus forecast is for the S&P 500 Index to see an earnings decline of -
1.4% in 2023. This is relatively mild compared to previous recession years, where earnings fell between -10% and -20%. 
As it stands, corporate earnings are still slightly more optimistic than they should be and are not an accurate reflection 
of recessionary conditions. Even though earnings estimates have been reduced by roughly -8% since the start of 2022, 
it is important to remember that they are coming off a very high base. 
 
With global growth decelerating and a recession looming, we expect further cuts moving forward, putting a lid on equity 
prices. Even though margins have started to compress in the recent months, they are still above their five-year average 
and well above levels that are consistent with a recession, even a mild one (Figure 5). What is more astounding is that 
operating margins are expected to hit 16% in 2023, the highest in over 20 years – an unlikely scenario in our opinion. 
Similar to earnings, we expect margins to deteriorate as well. 
 

https://rcms.ifastfinancial.com/rcms/RCMS_GENERATED_LINK/ARTICLE/268822/
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Figure 5: Operating margins are well above their long-term average  

 

Maintain 2.5 Stars “Neutral” as earnings headwinds mount 
 
Looking ahead, we will maintain our rating of 2.5 Stars “Neutral” for US equities given the worsening macroeconomic 
data and mounting earnings headwinds. Even though share prices have corrected by approximately -15% since their 
peak since early last year, valuations are far from cheap relative to historical standards. Based on our estimates, US 
equities are currently trading at close to 16.7X 2024E EPS, which represents a paltry upside potential of 7.6% (Table 
1).  

Table 1: Earnings growth of US equities to remain challenged ahead 

 2022 2023E 2024E 

EPS 223.34 216.64 238.30 

EPS Growth 12.53% -3.00% 10.00% 

PE Ratio (X) 17.19 18.40 16.73 

Upside Potential (Based 
on 18X Fair PE) 

- - 7.60% 

Source: Bloomberg Finance L.P., iFAST Estimates 
Data as of 7 Mar 2023 

 
On a relative basis, US equities are also looking a lot less attractive compared to fixed income. Following the sharp rise 
in interest rates, bond yields have surged, resulting in tighter spreads between earnings yield and bond yields. As of 7 
March 2023, the spread between the two has reached 0.57%, one of the lowest points over the past 10 years (Figure 6).  
As such, the risk-reward ratio for investing in equities remains very unfavourable. In terms of asset allocation, our 
preference is for fixed income over equities. Within the fixed income space, we prefer investment grade bonds over high 
yield bonds as we believe a more defensive positioning is desirable in a recessionary environment.  
 
 



 

   
iFAST Research Team               20 April 2023 

 

 

Figure 6: US equities are a lot less attractive relative to fixed income 

 
 
With regards to equities, we recommend investors to adopt a quality/value tilt. Stocks with quality/value characteristics 
have proven to be more resilient compared to growth stocks in a recessionary environment as they tend to experience 
smaller EPS declines and maximum drawdowns during times of market turmoil. The rotation back into quality/value 
stocks has only just begun, and we expect these stocks to continue outperforming growth in an environment of 
persistent inflation and higher interest rates.  
Investors who are keen to add exposure to US quality/value companies can do so via the JPMorgan US Quality Factor 
ETF (NYSE:JQUA) and the Manulife Investment U.S. Equity Fund - MYR Class. 
 
 

 
 
 
 
 
 
 
 
 

https://rcms.ifastfinancial.com/rcms/RCMS_GENERATED_LINK/PRODUCT/ETF/exchange=NYSE&RCMS_GENERATED_STOCK_CODE=JQUA
https://rcms.ifastfinancial.com/rcms/RCMS_GENERATED_LINK/PRODUCT/ETF/exchange=NYSE&RCMS_GENERATED_STOCK_CODE=JQUA
https://rcms.ifastfinancial.com/rcms/RCMS_GENERATED_LINK/PRODUCT/FUNDS/MYML008
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Disclaimer 

  
This article is not to be construed as an offer or solicitation for the subscription, purchase or sale of any fund. No investment 
decision should be taken without first viewing a fund's prospectus, product highlight sheet (PHS), and if necessary, consulting with 
financial or other professional advisers. Any advice herein is made on a general basis and does not take into account the specific 
investment objectives of the specific person or group of persons. Amongst others, investors should consider the fees and charges 
involved. The relevant prospectuses have been registered and lodged with the Securities Commission. Past performance and any 
forecast are not necessarily indicative of the future or likely performance of the fund. The value of units and the income from them 
may fall as well as rise. Where a unit split/distribution is declared, investors are advised that following the issue of additional 
units/distribution, the NAV per unit will be reduced from pre-unit split NAV/cum-distribution NAV to post-unit split NAV/ex-
distribution NAV. Where a unit split is declared, investors should be highlighted of the fact that the value of their investment will 
remain unchanged after the distribution of the additional units. All applications for unit trusts must be made on the application 
form accompanying the prospectus. The prospectuses and PHS can be obtained from ifastcapital.com.my. Opinions expressed 
herein are subject to change without notice. Please read our disclaimer on the website. 
 
Investment involves risks. It is as likely that losses will be incurred rather than profit made as a result of buying and selling 
securities, commodities, foreign exchanges, derivatives or other investments. The price of a security may move up or down, and 
may become valueless. Past performance is not necessarily indicative of future performance. Foreign investments carry additional 
risks not generally associated with investments in the domestic market, including but not limited to adverse changes in currency 
rate, foreign laws and regulations. This document does not and is not intended to identify any or all of the risks that may be involved 
in the securities or investments referred to herein. Investors should read and fully under-stand all the offering documents relating 
to such securities or investments and all the risk disclosure statements and risk warnings therein before making any investment 
decisions. 
 
The securities, commodities, foreign exchanges, derivatives or investments referred to in this document may not be suita-ble for 
all investors. No consideration has been given to any particular investment objectives or experience, financial situa-tion or other 
needs of any recipient. Accordingly, no representation or recommendation is made and no liability is accept-ed with regard to the 
suitability or appropriateness of any of the securities and/or investments referred to herein for any particular person's 
circumstances. Investors should understand the nature and risks of the relevant product and make in-vestment decision(s) based 
on his/her own financial situation, investment objectives and experiences, willingness and abil-ity to bear risks and specific needs; 
and if necessary, should seek independent professional advice before making any in-vestment decision(s). This document is not 
intended to provide any professional advice and should not be relied upon in that regard.  

 


