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Tracking Sentiment With Natural Language Processing
3Q earnings reporting season is winding down and has delivered strong results with more than
80% of companies beating street estimates, revenue growing 8% YoY, and earnings rising 25%.
There is however, growing concern that global GDP and S&P earnings growth have peaked, and
that downside risk is increasing, a view bolstered by the near correction in the month ending
October 29th. Earnings guidance has weakened some and consensus estimates for 2019 have
moved lower, but the largest near term danger facing risk assets is the U.S.-China trade war.
Increasing tariffs threaten to slow revenue growth and raise input costs, further depressing the
forward multiple on earnings and hampering the elevated corporate profitability that has driven
U.S. assets higher despite weakness in the rest of the world. Though there is a great deal of
anecdotal information that indicates companies are worried about a trade war induced malaise,
but it is difficult to objectively define the breadth and severity of concerns about trade.
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Mentions of trade during earnings
calls have turned sharply negative
over the past two quarters
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The chart above was generated by running the Amenity Analytics natural language processing
(NLP) engine on S&P earnings call transcripts on a quarterly basis back to 2003. Unlike word
cloud analysis, NLP allows us to capture both the instances of a term and the sentiment
(positive/negative) with which it was expressed. We use those readings to generate a composite
score (positive-negative/total). Today, net trade sentiment is at an all-time low, exceeding the
previous trough logged during the height of the global financial crisis.
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Over the past few decades, the amount of data, from structured (company fundamentals,
economic data, technical, etc.,) to unstructured (satellite images, qualitative surveys, twitter
comments, etc.,) sources has grown rapidly. Investors are increasingly “drinking from a fire hose”
and trying to both separate useful data from noise, and quickly sort through new information for
those items that provide opportunities to generate alpha. NLP can rapidly sorts unstructured data
into useful categories to be analyzed using existing techniques. Below is an example from
AMZN’s latest earnings call where the Amenity NLP engine identifies both positive comments
about business expansion and negative comments about the risks raised by that expansion.

NLP Example from AMZN’s Latest Earnings Call

In order to use the sentiment readings above, the data is categorized by topic. So comments
about inventory, margins, etc., are placed into Financials, while comments competition, customer
spending and retention, etc., are place into Business Trends. We calculate net sentiment scores
by dividing the sum of all positive and negative comments by the total number of comments at
the company, industry and index level.
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Widely covered companies and equally well covered topics like revenue, margin and earnings
forecasts are quickly parsed by fundamental analysts, making that data easier to study, but also
reducing their potential value. NLP allows for a rapid examination of more esoteric topics, in an
objective manner, across a wide range of companies. Of equal importance, this system allows for
reviewing historical transcripts for topics that were not tracked in the past.

Mentions of Trade Have Spiked… and They are Increasingly Negative

The table below shows the net sentiment scores toward “Trade War” across S&P sectors. In this
case, the results serve to confirm intuitive expectations – cyclical company management teams
are more concerned about the trade war than defensives – and quantifies which sectors are most
influenced. Currently, an easing of trade tensions would appear to benefit Discretionary and
Technology names the most.

Cyclical Sentiment on Trade Generally Negative
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Though the U.S.-China trade war is an increasingly popular topic of discussion during earnings
calls, the importance of rising tariffs is the impact it stands to have on corporate profitability over
the coming quarters. Mentions of the trade war fall under the broader category of Earnings
Factors, and changes in that category are well correlated with forward S&P returns, changes in
NTM earnings estimates and the level of corporate profitability.

Sentiment Categories Well Correlate with S&P Returns, EPS & Margins
S&P 500Correlation with Earnings Category
Category
S&P 500 Forward EPS Est (NTM) EBITMargin (T12M)
General Sentiment
52.7%
40.7%
56.8%
Financial
66.9%
78.3%
83.4%
Earning Factors
64.5%
82.9%
76.4%
Business Trend
37.9%
32.6%
29.4%
Investment
27.8%
27.7%
17.4%
Capital Returns
72.4%
77.9%
90.5%
Product
35.6%
29.9%
46.6%
Deal
43.1%
42.8%
63.8%
M&A
-20.5%
-36.2%
-16.4%
Forecast
49.9%
61.7%
50.4%

Unfortunately, earnings sentiment has weakened over the past few quarters, driven in part by the
trade war, as well as concerns about growth, consumer behavior, etc. That deterioration
suggests the unusually high level of corporate profitability seen over the several years is at risk
over the coming quarters. If the trade disputes between the U.S. and China cannot be resolved,
profitability could ratchet lower, but even if those issues are resolved, sentiment of corporate
managers indicates margins are increasingly likely to weaken.
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