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 The Energy sector’s effect on either market trend or earnings is not as 
significant as many might perceive.  While many investors have been raising the 
issue of the plunge in oil prices and its potential influence on earnings, capital 
spending, employment trends, equity markets and consumer activity, reviewing the 
data suggests that it is not the end all.  Indeed, there are offsetting factors like 
consumer-related business versus energy profits not to mention valuation. 

 Recessions cause earnings declines, not the drop in oil or even aggregate 
commodity prices.  An even cursory review of S&P 500 EPS patterns 
demonstrates quite clearly that an economic slump is a necessary ingredient for a 
drop in net income.  One of the most critical determinants of corporate profitability is 
the ability to spread revenues across a fairly large fixed cost base and the cyclicality 
of earnings can be seen vividly when comparing their trajectory relative to industrial 
activity.  Given lending standards and ISM readings, a deterioration in industrial 
production seems rather unlikely at this juncture even if oil prices are softer. 

 Energy traditionally trades at a lower P/E multiple than that of the broader 
S&P 500.  One could argue that giving up some lower P/E multiple earnings and 
capturing the benefit in higher valued technology and/or consumer segments of the 
economy should be a positive, this is not Citi’s contention.  In addition, the view that 
the CPI will be restrained and thus support the overall P/E by limiting Fed actions 
seems implausible for a central bank that generally talks about core inflation. 

 Energy accounts for less than 12% of S&P 500 earnings and the sector 
comprise roughly 8.5% of the broad market capitalization.  The energy segment 
contributed less than 15% of overall market profits for the most part going back 
more than 20 years and is below 12% currently.  In contrast, the sector topped out 
at more than 25% during the misguided “peak oil” perspective of 2008/09.  Notably, 
it often rises during recessions as a proportion of aggregate earnings since more 
cyclical domestic businesses suffer and the drivers for incremental hydrocarbon 
demand have moved offshore. 

 A bigger risk is showing up in the form of potentially overly enthusiastic 
investor sentiment. The Panic/Euphoria Model is now edging near euphoria 
territory while intra-stock correlation has collapsed once again to below 25%, 
reversing meaningfully from near 70% in mid-October.  In the past, such readings 
signaled the need for investor caution, not chasing the tape. In this context, the 
investment community may be borrowing some of the upside from 2015 returns.  
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Energy investors sometimes believe that certain relationships exist even if they do 
not.  Reasonable assumptions are made and are then accepted as truths without 
putting them through any kind of rigorous hypothesis testing.  Since they seem to 
make sense, they are viewed as legitimate and worth repeating.  In this context, the 
decline in oil and gas prices has generated a fair amount of buzz.  People worry 
about sliding global economic trends as a result of this alleged canary in the 
coalmine and a few think a recession is brewing.  Others believe that S&P 500 
earnings will be brought down as the Energy sector’s profits are hindered and 
several fund managers reactively want to buy more Consumer Discretionary stocks 
as the American consumer is perceived to be getting the equivalent of a tax cut 
when their gas bill dips.  There is even debate about the Fed’s ability to delay hiking 
short-term rates due to the drag on inflation from lower gasoline prices even as 
most central bankers focus on core inflation in order to remove the volatility found in 
food and energy. 

Yet, there are so many variables to consider, including the reasons for the 
hydrocarbon slump and is there factual earnings and stock price reaction to 
changes in energy prices?  Indeed, there have been periods where Energy sector 
earnings have slid and overall S&P 500 earnings did not (see Figure 1).  There are 
also periods of weaker oil that did not signal a new recession (see Figure 2), with 
much higher energy prices often having caused economic slowdowns.  In addition, 
the Materials sector (especially the 70% component made up of Chemical 
companies) can benefit from lower input costs too.  But, the truly big negative 
swings to profitability occur when there is an economic downturn (see Figure 3) 
which we do not see as likely given healthy credit conditions which act as a reliable 
lead indicator (depicted in Figure 4). 

Figure 1. Energy Earnings vs S&P 500 Earnings  Figure 2. Spot Oil Price: West Texas Intermediate Y/Y % Chg 

 

 

 
Source: Datastream and Citi Research – US Equity Strategy  Source: Haver Analytics and Citi Research – US Equity Strategy 

Energy Pushes Don’t Force EPS Shoves 
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Figure 3. S&P 500 EBIT Margins vs EBIT Margins Ex-IT & Discretionary  Figure 4. Banks Tightening C&I Loans to Large Firms (%)  vs. GDP (Y/Y) 
- Lagged Three Quarters 

 

 

 
Source: Factset and Citi Research – US Equity Strategy  Source: Haver Analytics and Citi Research – US Equity Strategy 

 
Notably, industrial production and broad S&P 500 earnings tend to move together 
and this is less evident with oil prices recently (see Figures 5 and 6).  In many 
respects, the ability of companies to reduce their energy exposure with efficiencies 
can be seen but also the drivers for incremental energy demand have moved 
offshore.  Emerging economies are having much greater impact on additional barrel 
of oil usage with many developed economies turning over their fleets with new 
vehicles and/or aircraft/locomotives having far greater miles/gallon capabilities; that 
is if they’re not switching to natural gas.  Thus, demand growth does not generally 
translate into more energy requirements in well established markets.  And, any 
slowing in EM hurts the demand trajectory just as new production comes on line in 
the US through shale projects.  

Figure 5. Industrial Production (Y/Y) vs. S&P 500 EPS (Y/Y)  Figure 6. Spot Oil Price: West Texas Intermediate (Y/Y) vs Industrial 
Production (Y/Y) 

 

 

 

Source: Haver Analytics and Citi Research – US Equity Strategy  Source: Haver Analytics and Citi Research – US Equity Strategy 

 
The overall commodities complex benefitted from a so-called “super cycle” for 
roughly a decade and now is facing the other side of that trend with slowing demand 
and lots of new production.  Copper prices, for example, also are not as linked to 
US economic trends as they once were, with the relationship weakening in the past 
10 years (see Figure 7).  Indeed, the broader commodity index has gotten out of 
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sync with the US trend since 2005 with the global financial crisis linking every 
economy for a short period of time but the differences have emerged again.  As we 
have pointed out previously, the US is not even that synchronous to the European 
economy either (see Figure 8). 

Figure 7. Copper, High Grade: COMEX Spot Price (Y/Y) vs Industrial 
Production (Y/Y) 

 Figure 8. US vs Euro Area Quarterly Real GDP Y/Y Change 

 

 

 
Source: Haver Analytics and Citi Research – US Equity Strategy  Source: Haver Analytics and Citi Research – US Equity Strategy 

 
Intriguingly, some might argue that giving up earnings in the lower valued Energy 
sector is not bad news for the market as P/E ratios are higher for the broader index 
(see Figure 9) and thus picking up some of the earnings elsewhere (like Consumer 
Staples and Discretionary) is actually better for the S&P 500 levels.  We have not 
accounted for higher multiples in our outlook for equities into 2015 but the concept 
has merit in theory but remember that Energy accounts for 12% of overall S&P 
earnings versus roughly 19% for the two Consumer sectors combined (see Figure 
10).  While we cannot state unequivocally that every dollar of earnings lost in 
Energy due to lower oil and gas prices will be made up elsewhere, though there are 
clearly some offsets as consumers should have more money in their pockets to 
spend.  And, as far as the capital spending and employment impact of the Energy 
sector goes, we suggest that it is smaller than many perceive and we laid this view 
out in our late October report (see Feeling Far Less Energetic).  

https://ir.citi.com/FaZIsMrSJXppz7YDPstZ5zRCyrJXNtuJxaTJOndz4uMBmNpsCi3XugFQIYtuZaklcsDWZuGpIS4%3d
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Figure 9. S&P 500 vs Energy Trailing PE  Figure 10. Energy and Consumer Earnings as % Total S&P 500 
Earnings 

 

 

 

Source: FactSet and Citi Research – US Equity Strategy  Source: Datastream and Citi Research – US Equity Strategy 

 
Note that some think a drop in oil prices and those of other commodities might hold 
back the Fed from raising rates in the middle of next year as futures prices suggest 
but we are less convinced.  The Fed typically focuses on core CPI which may be 
less affected by oil prices than is generally appreciated (see Figure 11) and 
arguably is more intrigued with employment trends which are likely to improve 
further based on surveys like those from the National Federation of Independent 
Business that has a 40-year track record (see Figure 12).  Moreover, labor costs 
account for about 60% of overall corporate costs (see Figure 13) and there is 
reason to believe wage pressures are building (see Figure 14) and thus the 
concentration on energy costs may be less indicative of policy trends than might be 
considered. 

Figure 11. Core CPI Y/Y vs West Texas Intermediate Y/Y  Figure 12. NFIB:% Planning to Hire vs Unemployment Rate (12-mth lag) 

 

 

 
Source: Haver Analytics and Citi Research – US Equity Strategy  Source: Haver Analytics and Citi Research- US Equity Strategy 
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Figure 13. Labor as % Costs  Figure 14. Available Unemployed Workers Per Job Opening vs ECI 
Change in Private Sector Wages and Salaries 

 

 

 
Source: Haver Analytics and Citi Research- US Equity Strategy  Source: Haver Analytics and Citi Research- US Equity Strategy  

 
We have done some work looking at correlations of oil price changes and stock 
price trends.  Not surprisingly, Energy stocks are heavily affected by oil prices shifts 
but shockingly Pharmaceuticals and Biotech get affected positively by energy price 
declines.  Some consumer-oriented groups tend to do well when oil dips but one 
could say that is to be expected.  As always, we are not comfortable using only one 
lens within which to look at stocks, but for those focused on oil alone, Figures 15 
and 16 could be helpful. 

Figure 15. 10 year Weekly Correlations (Relative Industry Group Price 
Change vs Crude Oil Spot Price Change)  

 Figure 16. 20 year Weekly Correlations (Relative Industry Group Price 
Change vs Crude Oil Spot Price Change) 

 

 

 
Source: Haver Analytics and Citi Research- US Equity Strategy   Source: Haver Analytics and Citi Research- US Equity Strategy 

The emphasis on energy as a risk to the economy, earnings and equities is less 
crucial than the recent index strength’s effects on investor sentiment which may be 
a bit too buoyant for our liking.  The Panic/Euphoria Model is back to levels last 
seen in early September with readings very close to euphoria again (see Figure 17) 
and intra-stock correlation for the top 50 S&P 500 market cap names is below 25% 
as well, intimating a fair degree of macro complacency (see Figure 18).  From our 
perspective, such levels have suggested that investors need to exercise some 
caution and not get caught up in just running with the herd.  Indeed, Citi’s Macro 
Risk Index is also moving back up near previous highs (as found in Figure 19) but at 



Monday Morning Musings 
21 November 2014 Citi Research 

 
 

 7 

least the risk-on mindset with respect to Micro Cap investing is not stretched this go 
round (see Figure 20). 

Figure 17. Panic/Euphoria  Figure 18. S&P 500 Top 50 1-Month Realized Intra-stock Correlation 

 

 

 

Source: Haver Analytics and Citi Research - US Equity Strategy  Source: Bloomberg and Citi - Trading Strategy 

Figure 19. Citi Macro Risk Index  Figure 20. Russell MicroCap/S&P 500  

 

 

 

Source: Bloomberg and Citi Research  Source: Haver Analytics and Citi Research – US Equity Strategy 
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