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The corporate earnings season for the first quarter is 
underway and about one-fifth of S&P 500 companies have 
reported results. Investors are focused on these earnings 
announcements even more than usual due to ongoing 
economic uncertainty amid high inflation, slower growth, 
and the banking crisis. In this context, corporate profitability 
can shed light on how companies, sectors, and the broader 
economy are truly faring in this environment. For long-term 
investors, focusing on earnings trends is a way to cut 
through the day-to-day noise of the stock market and 
news headlines.

It’s important to remember that coming into 2023, some 
investors and economists expected a recession within six to 
twelve months. Instead, the broad economic trends have 
remained positive with unemployment still near historic 
lows and inflation improving, propelling the S&P 500 to 
a year-to-date total return of 8.2%. With international 
developed market equities and fixed income also having 
a better year, a hypothetical 60/40 stock/bond portfolio 
has gained 5.5%. These are sharp reversals from last year’s 
trends and, while much can happen between now and year 
end, serve as a reminder that markets can turn around when 
it’s least expected.

One reason for long-term investors to focus on corporate profitability is that earnings growth is a fundamental component of stock 
returns. By buying a company’s stock, investors have the right to share in the company’s profits. The value of this right to shareholders 
depends on the growth in the company’s earnings along with the change in its valuation. In other words, stock prices go up if 
corporations are more profitable, if investors are willing to pay more for that profitability, or both. So, the fact that the economy 
expands and companies earn more is a key reason that stock prices rise over the long run.

While a recession may not be imminent, the economy is still expected to remain flat throughout 2023 before rebounding in 2024. Not 
surprisingly, the same is true for earnings expectations. Current consensus estimates suggest that S&P 500 earnings will be flat this 
year at around $215 per share before rebounding by 12% next year. While these figures should be taken with a grain of salt, both the 
economic and earnings projections suggest that 2023 will be a reset year before a “v-shaped” recovery occurs. This will depend on 
factors such as inflation and Fed rate hikes.

The specific circumstances also differ greatly across individual companies and industries. At the moment, it’s positive that seven of the 
eleven S&P 500 sectors are expected to experience earnings growth over the next 12 months. This includes sectors such as Information 
Technology, Communication Services, and Consumer Discretionary, which are facing near-term struggles with the tightening rate 
environment. 
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Information Technology experienced a 15% decline in earnings last quarter, concentrated in Semiconductors, but these figures 
suggest that this could turn around later this year. In contrast, Consumer Discretionary experienced the largest year-over-year earnings 
growth this quarter (36% according to FactSet), and some of the largest positive surprises as well. However, keep in mind that this 
sector is largely dominated by Amazon, a reflection of the retail sector more broadly.

It’s also notable that the Financials sector is still expected to grow earnings as well. The recent banking turmoil has been primarily 
concentrated in regional and mid-sized banks. While larger banks have generally faced deposit outflows as customers seek higher 
yields, they have benefited more recently from a flight-to-safety as smaller banks have struggled. The exceptions to the earnings 
picture are still the commodity-sensitive materials and energy sectors which benefited from rising prices last year, and the real estate 
sector which has been directly hit by rising rates.

What does this mean for the overall market? Flat growth this year makes valuing the stock market tricky. For valuation metrics with 
earnings, sales or cash flow in the denominator, slower earnings growth makes the market appear more expensive, especially when 
stock prices have recovered as they have. However, if the economy and earnings rebound next year as the market expects, valuation 
levels will slowly normalize. For the time being, many valuation metrics are well below historic peaks, but still higher than average.

Thus, it’s more important than usual for investors to maintain a longer-term perspective on valuations and their portfolios. Earnings 
can be volatile from quarter-to-quarter, especially in difficult economic environments. And while investors tend to focus on individual 
company results, the aggregate figures are much more important to the vast majority of long-term investors. Following these trends 
can help investors to properly assess longer-term trends and avoid overreacting to short-term news.

The bottom line? Earnings growth is expected to be flat this year but there have been positive surprises among certain sectors. The 
broad earnings picture is important to investors since, in the long run, the stock market follows the trajectory of earnings.
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