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sense the prospects for an above-consensus economic
recovery are encouraging. As the chart below suggests,
earnings estimates tend to lag the market by several
months. As usual, the market begins to sense a recovery in
the economy and in corporate earnings well in advance of
the more risk-averse analyst community. Importantly, the
earnings upgrade cycle is really just getting started

Corporate Earnings - Key to Further
Upside
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Looking forward into 2010, there are some good reasons
to be optimistic about U.S. corporate earnings. It is not
simply that the economy has turned the corner, although
this certainly helps. U.S. productivity has been remarkably
strong throughout the economic downturn. Of course, this
reflects the aggressive cost-cutting programs implemented
by companies. Thus, one complement to labor market
weakness has been surprising corporate profitability during
the depths of this recession. This suggests upside to
earnings estimates in the months ahead. Unit labor costs
for businesses are likely to stay negative, or at least weak,
for some time to come (the decline in the first half of 2009
was the second largest on record; only 1949 showed a
steeper decline). Other input costs (such as natural gas)
seem well behaved as well. As such, a rebound in GDP
growth, combined with healthy margins, implies a robust
recovery in profits. The weaker dollar also constitutes a
tailwind to U.S. corporate profits, not an insignificant point
when some 40 percent of S&P 500 profits are derived in
overseas markets.

Summary

To conclude, the tone of our thinking about the economy
and the market is constructive. But it is also time to “right-
size” return expectations. The quick and substantial gains
off the bottom will almost certainly give way to more normal
equity market behavior, which is likely to include more
modest long-term gains and occasional corrections. As for
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the business cycle, there is no way to avoid bumps along
the road to economic recovery, and structural challenges
lay ahead. Still, we expect an above-consensus rebound.
Thankfully, the return to growth makes tackling the struc-
tural challenges more manageable. Of course, the stock
market is not simply a reflection of the economy. Thus, it is
important to recognize the dramatic decline in equity risk
premiums that has already taken place. This decline sug-
gests that a significant portion of the rally is behind us, and
that the sharp run-up in multiples must now be followed
by visible progress on the earnings front. Here we are also
optimistic: the strong tailwinds to corporate earnings imply
equity returns both in excess of those predicted by the new
normal and much closer to long term historical norms. Ironi-
cally, then, the future looks more like the “old normal” to us,
with above-trend GDP growth in the early cycle and a rever-
sion to historical rates of return in equity markets. It also
makes us wonder: isn’t the tough sledding more likely to be
in the bond market than the stock market, as the economic
recovery matures, monetary stimulus is removed, and de-
mand for credit grows?
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