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An Empirical Analysis
Revisiting Earnings Acceleration as a
Source of Diversifying Excess Returns

Findings show earnings acceleration may carry practical benefits for
investors seeking to enhance equity returns and portfolio diversification.

Purpose

We examine earnings acceleration as a potential source of significant, durable
and diversifying excess returns by comparing an “acceleration” portfolio with
a “deceleration” portfolio using global equity data.

Key Findings

e Our research shows that the faster a company's earnings accelerate, the
more likely its stock will outperform the relevant benchmark over a one-
to three-year horizon.

e Since 2002, the excess returns of an earnings acceleration portfolio have
persisted through different market cycles. While the breadth of the
acceleration portfolio shows cyclical variance, this does not affect the level
of excess returns observed.

e Our research shows that earnings acceleration can be found in each
equity sector.

* We observe a link between earnings acceleration and stock price
outperformance in each major equity region.

e QOur analysis shows a weak relationship between earnings acceleration
and equity factors, which suggests diversification potential for a broad
equity portfolio.

¢ We conclude that an earnings acceleration portfolio may be additive both
to the returns and diversification of a broader equity portfolio with more
traditional style exposures.
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Introduction

Earnings acceleration has long been a valuable metric for
investors. However, empirical work on the subject is relatively
limited. Two recent studies have explored the link between
this approach and returns. In a study of U.S. companies, Cao,
Myers and Sougiannis (2011) found that earnings acceleration
conveys information that is useful in predicting future earnings.
Shuoyuan He and Narayanamoorthy (2020) also found
evidence for U.S. companies that earnings acceleration
linked with excess returns.

In this study, we expand the scope of the research to
cover global equities and analyze the results to test
characteristics that may be of practical benefit to investors
in portfolio construction.

Specifically, we examine the effectiveness of earnings
acceleration in generating a stream of excess returns that
are significant, durable across different market cycles and
diversifying to traditional factors. We believe the evidence we
uncover suggests that an earnings acceleration portfolio
may be additive both to the returns and diversification of a
broader equity portfolio with more traditional style exposures.

Methodology

We consider earnings acceleration to be the stage when a
company’s earnings growth experiences an inflection point
on a sustainably upward path.

We measure earnings acceleration as the difference in the
compound annual growth rate of reported EPS figures between
the next three years and the previous two years. Each EPS in
the CAGR calculation is summed over 12 months.
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To measure earnings acceleration, we adopt a perfect foresight
model that assumes earnings are “foreseeable” in later
quarters. We believe this assumption is justified because any
measurable, forward-looking estimates of earnings acceleration
would depend on Street estimates, which tend to lag the
directional shift of future earnings growth. Therefore, for a truly
discretionary investment process, one can only observe future
earnings growth using the foresight of reported earnings rather
than estimates.

We used FactSet to obtain historical quarterly data for stocks
within the MSCI ACWI Index from Q2 2002 to Q4 2020. Data
included one-, two- and three-year forward returns as well as
12-month EPS for each company.

We then calculated each company’s earnings acceleration
according to the methodology described previously.
Finally, we sliced the sample set on a quarterly basis using
two approaches:

* Grouped companies into those experiencing positive
earnings acceleration (accelerating) or negative earnings
acceleration (decelerating)

* Grouped companies into deciles, with Decile 1 representing
the highest earnings acceleration

Using this methodology, we present the following:

1. Statistics for the dataset by year

2. Percentage of companies with positive earnings acceleration
over time

Excess returns over the MSCI ACWI Index
Distribution of accelerating companies by sector

Excess returns by region and decile

S

Correlation of earnings acceleration to equity factors
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Results

We extend the findings of other studies, observing that the link between earnings

acceleration and excess returns exists for both U.S. and non-U.S. companies.

Statistics for the Dataset by Year

Figure 1 presents the descriptive statistics of our dataset by year.
Based on our definition of earnings acceleration, we identified an
average of 822 companies that fell into the accelerating group and

1,504 that fell into the decelerating group.

The measure of acceleration averaged 40.8% for the accelerating
group and -1563.2% for the decelerating group. As the index
universe changed over time, the number of accelerating and
decelerating companies varied across years, peaking above 1,100

in 2009 and 2010.

Characteristics of Accelerating and Decelerating Groups
Sample Size Mean (%) Standard Deviation (%)

YEAR* ACCELERATING  DECELERATING  ACCELERATING  DECELERATING  ACCELERATING  DECELERATING
2005 728 1,634 413 -94.0 738 179.3
2006 520 1,980 395 -1209 71.2 146.2
2007 586 1,969 336 -89.8 56.3 142.6
2008 706 1,805 617 -73.8 7127 126.5
2009 1,106 966 521 -106.6 76.0 742.4
2010 1,108 1,028 433 -89.5 613 1676
201 653 1,700 332 -108.3 62.5 293.8
2012 782 1,610 416 -937 75.4 3031
2013 849 1,399 395 -75.0 638 1256
2014 855 1,457 34.2 -687 62.1 120.5
2015 934 1,382 355 -71.9 63.4 164.1
2016 1,005 1,233 36.6 -64.5 670 134.0
2017 861 1,483 386 -934.2 145.1 34,4429
Average 822 1,504 40.8 -153.2

* The reported statistics are averaged over four quarters within each year.
Data from 12/2004 - 12/2017. Source: FactSet.
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Percentage of Companies With Positive Earnings Figure 2 illustrates the percentage of companies with positive

Acceleration Over Time earnings acceleration from 2005-2017. We find that the

| proportion of companies with earnings acceleration varies over
time—ranging from a low of 17% in 2006 to a high of 47% in
2010—and is cyclical in nature.

Earnings acceleration persists across different market
conditions in the study period, though there is some

cyclical variance in the size of the opportunity set. For example, after the worst of the 2008 financial crisis, more

companies—especially financials—experienced earnings rebounds
from distressed levels. In recent years, this number has trended
slightly downward as the economic cycle matures.

Percentage of Companies in the MSCI ACWI Index With Positive Earnings Acceleration Over Time
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Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.
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Distribution of Accelerating Companies by Sector is no notable sector concentration bias for companies with
earnings acceleration.

Our analysis shows that earnings acceleration occurred Figure 3 illustrates the average sector composition of the

consistently over time in every sector regardless of style. accelerating group over the life of the study. On average, the

percentage of companies with earnings acceleration ranged from

5.2% in energy and 5.4% in real estate to 16.5% in financials
We also calculated the historical sector compositions for the and 15.1% in industrials.

accelerating group within MSCI ACWI. Overall, we find there

Distribution of Accelerating Companies by Sector
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Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.
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Excess Returns Over MSCI ACWI Index

Our empirical analysis demonstrates that portfolios
comprised of stocks with higher earnings acceleration
outperformed those with lower or decelerating earnings
over time.

Our conclusion holds whether we slice the universe into accel-
erating and decelerating portfolios or into deciles based on
earnings acceleration ranks. As Figure 4 shows, stocks in the
MSCI ACWI universe that demonstrate earnings acceleration
tended to deliver positive excess returns on a forward one-,
two- and three-year basis. Conversely, stocks with decelerating
earnings are associated with negative excess returns across each
time horizon.

Similarly, the stocks whose earnings accelerate at a higher pace
were more likely to deliver higher excess returns, on average, over

time. The positive impact of earnings acceleration on performance
appears to diminish, though, as the annualized outperformance
becomes marginally smaller over the longer evaluation horizon.

To confirm that excess returns are not derived by chance, we
conduct a statistical test to determine whether the average excess
return in the accelerating earnings group is greater than that in the
decelerating group. Figure 4 provides details demonstrating the
consistency of our T-test results over each of the one-, two- and
three-year horizons.

We conclude that stocks with accelerating earnings outperformed
those with decelerating earnings. In addition, the information ratio
is, on average, higher for the accelerating group than for the
decelerating group. The sign of the average information ratio also
indicates the potential predictive power of earnings acceleration
for risk-adjusted excess returns. It is positive for the accelerating
group and negative otherwise.

Excess Returns Over MSCI ACWI Index

Cumulative Fwd. Excess Returns (%)

1 YEAR 2 YEARS 3 YEARS

Accelerating

Decelerating
T-test (A = D?)

T-statistic
Highest - 1 -
2 80
3 6.1
4 5.2
5 32
6 1.7
7 0.4
8 -1.7
9 -4.2
Lowest - 10 -10.1
T-test (1 = 107?)
T-statistic 11.4

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.

Annualized Fwd. Excess Returns (%)

1 YEAR

Information Ratio

2 YEARS 3 YEARS

1 YEAR

2 YEARS 3 YEARS

18.3 239
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Excess Returns by Region and Decile

The data demonstrate a link between earnings
acceleration and stock price outperformance
in each major equity region.

As arobustness check, we apply the same analysis to the regional
index universes of MSCI ACWI: MSCI Europe ex-UK, MSCI USA,
MSCI EM and MSCI Japan.

Our conclusions hold across these regional portfolios: Stocks with
higher earnings acceleration continued to outperform their peers

(Figure 5). Among the four regions, EM stocks appear to benefit
the most from earnings acceleration, although U.S, European and
Japanese stocks in higher-earnings-acceleration deciles also
outperform (Figures 6a-6d). This implies our finding is robust
for key regions within the global index universe.

It is also worth mentioning that earnings acceleration provides a
filter against the fastest decelerating stocks (e.g, bottom decile
portfolio). We believe screening out those stocks could also
potentially enhance excess returns, especially for U.S. and
EM stocks.

Annualized Forward Three-Year Excess Returns by Region and Decile

10%

5%

0%

-5%

-10%

-15%

-20%
12345678910
MSCI ACWI

12345678910
Europe ex UK

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.
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a. Excess Returns Over MSCI Europe ex-UK

Cumulative Fwd. Excess Returns (%) Annualized Fwd. Excess Returns (%) Information Ratio

1 YEAR 2 YEARS 3 YEARS 1 YEAR 2 YEARS 3 YEARS 1 YEAR 2YEARS 3 YEARS

Accelerating

Decelerating

T-test (A = D?) No No No
T-statistic
Highest - 1
2
3
4
5
6 238 52 49 238 1.0 -04 04 0.3 -0.1
7 1.7 2.2 23 1.7 -09 -18 0.2 -02 -05
8 -09 -12 -32 -0.9 -2.7 -34 -0.1 -05 -09
9 -1.4 -4.0 -8.0 -1.4 -4.8 58 -0.2 -0.6 -1.2
T-test (1 = 107?) No No No
T-statistic 10.6 16.4 19.4

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.

b. Excess Returns Over MSCI USA

Cumulative Fwd. Excess Returns (%) Annualized Fwd. Excess Returns (%) Information Ratio

1 YEAR 2 YEARS 3 YEARS 1 YEAR 2 YEARS 3 YEARS 1YEAR 2YEARS 3YEARS

Accelerating 73

Decelerating

T-test (A = D?)
T-statistic

Highest - 1
2
3
4
5
6
7
8
9

Lowest - 10
T-test (1 = 107?)
T-statistic 10.3 18.6 24.5

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.
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c. Excess Returns Over MSCI Emerging Markets

Cumulative Fwd. Excess Returns (%) Annualized Fwd. Excess Returns (%) Information Ratio

1YEAR 2 YEARS 3 YEARS 1YEAR 2 YEARS 3 YEARS 1 YEAR 2 YEARS 3 YEARS

Accelerating

Decelerating -

T-test (A = D?) No No No
T-statistic

Highest - 1

2

3

4

5

6 1.0 26 32 1.0 -1.0 -1.7 0.1 -02 -04

7

8

9

Lowest - 10
T-test (1 = 107?) No No No
T-statistic 11.6 24.6 30.8

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.

d. Excess Returns Over MSCI Japan

Cumulative Fwd. Excess Returns (%) Annualized Fwd. Excess Returns (%) Information Ratio
1 YEAR 2 YEARS 3 YEARS 1 YEAR 2 YEARS 3 YEARS 1 YEAR 2 YEARS 3 YEARS

Accelerating

Decelerating

T-test (A = D?) No No No
T-statistic
Highest - 1
2
3
4
5 0.1 0.1
6 0.0 -0.1 0.1
7 -0.6 1.2 2.6 -06 H0)3) -04 -0.1 -0.1 -0.1
8 -29 -33 -40 -29 -28 -27
Lowest - 10 -
T-test (1 = 107?) No No No
T-statistic 11.5 16.9 185

Data from 12/2004 - 12/2017. Source: FactSet, American Century Investments.
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Relationship Between Earnings Acceleration and
Equity Factors

The weak relationship between earnings acceleration
and equity factors suggests diversification potential
for abroad equity portfolio.

We also analyze the relationship between earnings acceleration
and three equity factors: momentum, value and size.

If earnings acceleration is associated with any of these factors,
gaining exposure to the former would, in that case, not
necessarily enhance performance. In other words, the
incremental performance attributable to earnings acceleration
would be minimal.

To determine the relationship, we first split the dataset into the
accelerating and decelerating groups and measure the mean
value for each factor. If there is a meaningful relationship
between earnings acceleration and other factors, we would see
a notable difference in factor means between acceleration
groups. We use a T-test to determine whether that difference
is statistically distinguishable from zero.

Among the three factors, we find earnings acceleration is not
related to momentum or size (Figure 7). The relationship
between earnings acceleration and value (book to price) is
statistically significant and modestly positive. We believe these
results suggest the alpha associated with earnings acceleration
is irrespective of any momentum and size factors that may be
present. The modestly positive relationship between earnings
acceleration and value suggests the alpha associated with
earnings acceleration may be distributed across the growth-
and value-oriented sectors of the universe, with a modestly
increased incidence in the latter.

Active Exposure Over MSCI ACWI Index

Group Momentum Book to Price Size
Accelerating -0.11 0.14 -0.77
Decelerating -0.09 0.07 -0.73
T-test (A=D?) Yes No Yes
T-statistic -1.0 4.9 -1.4

Data from 12/2004 - 12/2017. Source: FactSet.

FOR FINANCIAL PROFESSIONAL USE ONLY / NOT FOR USE WITH THE PUBLIC

americancentury.com | Page 11 of 13



Conclusion and Practical Considerations

We believe our research may offer practical benefits for investors seeking to enhance
equity returns and portfolio diversification. We conclude that an earnings acceleration
portfolio may be additive to both returns and diversification of a broader equity
portfolio. Specifically, we found:

¢ A significant link between earnings acceleration and excess returns appears to
exist in all regions of the world.

¢ The faster a company's earnings accelerated, the more likely its stock outperformed
the relevant benchmark over a 1- to 3-year time horizon.

e Excess returns of the earnings acceleration portfolio are durable and have persisted
through different market environments since 2002.

e Earnings acceleration was consistent in all equity sectors over time,
demonstrating durability and independence from style bias.

e The weak relationship between earnings acceleration and the equity factors
of momentum, value and size suggests diversification potential for a broad
equity portfolio.

In considering real-world application of our study’s findings, we recognize the “perfect
foresight” assumption must be relaxed. We hypothesize that the degree of foresight
possible at T-0 is related both to the visibility into the path of earnings acceleration
and likely variance of outcomes around the forecast path. We further hypothesize
that differences in the visibility and variance of earnings are most significant across
different equity sectors.
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Managing Money,
Making An Impact

American Century Investments® is a leading asset manager focused on delivering
investment results and building long-term client relationships while supporting
research that can improve human health and save lives. It's how we and our clients
together Prosper With Purpose!

Every day people are increasingly focused on investing to make the world a better
place for themselves, their families, their organizations and the world at large. It is
possible to live a more meaningful and impactful life and give back something that's
more valuable than money.

When you invest with us, you can also invest in the future of others and have the
potential to impact the lives of millions. That's possible because of the distinct
relationship with the Stowers Institute for Medical Research, which owns more than
40% of American Century. Our dividend payments provide ongoing financial support
for the Institute’s work of uncovering the causes, treatments and prevention of life-
threatening diseases, like cancer. Together we can become a powerful force for good.
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more or less than the original cost. Past performance is no guarantee of future results.

The opinions expressed are those of the portfolio team and are no guarantee of the future performance of any
American Century Investments portfolio. This information is for an educational purpose only and is not intended to
serve as investment advice. References to specific securities are for illustrative purposes only and are not intended as
recommendations to purchase or sell securities. Opinions and estimates offered constitute our judgment and, along with
other portfolio data, are subject to change without notice.

No offer of any security is made hereby. This material is provided for informational purposes only and does not constitute
a recommendation of any investment strategy or product described herein. This material is directed to professional/
institutional clients only and should not be relied upon by retail investors or the public. The content of this document has
not been reviewed by any regulatory authority.

This promotion has been approved with limitations, in accordance with Section 21 of the Financial Services and Markets
Act, by American Century Investment Management (UK) Limited, which is authorised and regulated by the Financial
Conduct Authority. This promotion is directed at persons having professional experience of participating in unregulated
schemes and units to which the communication relates are available only to such persons. Persons who do not have
professional experience in participation in unregulated schemes should not rely on it.

American Century Investment Management (UK) Limited is registered in England and Wales. Registered number:
06520426. Registered office: 12 Henrietta Street, 4th Floor, London, WC2E 8LH.

American Century Investment Management (Asia Pacific) Limited currently holds Type 1 and Type 4 registrations from the
Securities and Futures Commission (SFC). American Century Investment Management, Inc. is not registered with the SFC.

The material in this document is published for general informational purposes only. This document is not designed for
the purpose of providing financial product or investment advice. The information contained in this document does not
take into account your particular investment objectives, financial situation or investment needs. You should seek personal
financial product or investment advice and consider whether the information contained in this document is appropriate
to your personal investment objectives, financial situation and investment needs before making an investment decision.
American Century Investment Management, Inc. is exempt from the requirement to hold an Australian financial services
license under the Corporations Act in respect of the financial services it will provide, and it is regulated by the SEC under
U.S. laws which differ from Australian laws.

American Century Investment Management, Inc. is not authorised or registered by the German Federal Financial
Supervisory Authority (Bundesanstalt fiir Finanzdienstleistungsaufsicht (BafFin)).

American Century Investments (EU) GmBH is registered with the German Federal Financial Supervisory Authority
(Bundesanstalt fir Finanzdienstleistungsaufsicht (BaFin)).

4500 Main Street 330 Madison Avenue 3945 Freedom Circle 360 . 2nd Street, 5th Floor
Kansas City, MO 64111 New York, NY 10017 Santa Clara, CA 95054 Los Angeles, CA 90012
1-866-628-8626 1-866-628-8626 1-866-628-8626 1-866-626-8826
% American Century
Investments® 2 lce House Strest 12 Henrietta Street 225 George St. Grofe Gallusstrafe 16-18
Hong Kong London, WC2E 8LH Sydney, NSW, 2000 60312 Frankfurt, Germany
americancentury.com +852 3405 2600 +4470 7024 7080 +6128823 3403 +4969 8086 5501

GHVHP-97326 2107 \ ©?2025 American Century Proprietary Holdings, Inc. All rights reserved. FOR FINANCIAL PROFESSIONAL USE ONLY / NOT FOR USE WITH THE PUBLIC





