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NEW YORK (ICIS)--The robust earnings growth in the coatings 
sector over the past several years is flattening out. Third-quarter 
results for the major producers along with weak forward guidance 
shocked the investment community, causing share prices to tumble 
further from their summer highs.

The latest came from US-based Sherwin-Williams on 25 October, 
where adjusted third quarter earnings per share (EPS) of $4.23 
came in shy of Wall Street consensus estimates of $4.32.

The Paint Stores Group was the strongest segment, posting a 6.7% 
gain in sales, while there was weakness in the Consumer Group 
(-2.1%), Global Finishes Group (-1.1%) and a 0.4% gain for Latin 
America Coatings Group.

The real disappointment was the forward guidance for Q4 EPS of 
$1.45-$1.55, including around $0.71 in costs related to the planned 
Valspar acquisition offset by about $0.03 in gains related to a 
decrease in its income tax provision.

Adding back the net impact of $0.68 takes the range to $2.13-$2.23/
share for Q4, falling well short of Wall Street estimates of $2.44. The 
company posted EPS of $2.12 in Q4 2015.

“Over the balance of the year, the input cost tailwinds are likely to 
turn to headwinds and the slower pace of sales growth is unlikely to 
fully offset our investments in new stores, territories and retail 
programs already in place,” said Sherwin-Williams president and 
CEO John Morikis in a statement.

He expects Q4 sales to increase by “a low single digit percentage” 
year on year.

Shares of Sherwin-Williams plunged $30.27, or 10.9%, to $247.61 
by the close of trading on 25 October. Shares were down 21% from 
their 52-week high of $312.48 reached in July.

It’s worth noting that, while coming up short of expectations, the 
company’s Q3 earnings actually grew, with adjusted EPS rising 6.5% 
and adjusted net income up 7.2% year on year to $401m. Meanwhile, 
sales were up 4.0% to $3.28bn. Q4 sales and earnings are also 
expected to grow year on year – just not as much as analysts 
expected.

The pace of Sherwin-Williams’ earnings growth for all of 2016 is 
expected to slow markedly from past years. From 2013-2014, EPS 
gained 20.8%, followed by a 27.1% jump from 2014-2015. Based on 
management guidance, expected EPS in 2016 of $12.30 (midpoint 
of its range of $12.25-$12.35) shows 10.2% growth from 2015.

“The slowdown in Q3 2016 coatings demand (which happened this 
time last year as well) has been somewhat of an anomaly. Based on 
positive order backlogs and conversations with its paint contractor 
customer base, Sherwin-Williams believes underlying business 
demand is strong and the slowdown could be the result of customer 

labor constraints,” said Don Carson, analyst with Susquehanna, in a 
26 October research note.

“While the demand slowdown may also be indicative of a slowing 
housing cycle, US housing data paints a more positive picture,” he 
added.

The analyst took down his 2017 EPS estimate on Sherwin-Williams 
from $13.70, to $12.85 on a standalone basis. The company’s 
planned acquisition of US-based coatings firm Valspar is on track to 
close in Q1 2017, and is expected to be accretive to earnings, 
Carson said.

The weakness from Sherwin-Williams is not unique to the company 
but indicative of conditions across the entire coatings sector.

US-based PPG Industries pre-announced a Q3 earnings shortfall on 
7 October – its first such announcement since 2008. On 20 October 
it reported adjusted Q3 EPS of $1.56, showing just modest growth 
from $1.54 in the year-ago period.

Without the benefit from share buybacks reflected in the EPS 
numbers, adjusted net income actually fell 1.4% to $415m while 
sales rose 1.7% to $3.79bn, aided by 2.0% growth related to 
acquisitions.

PPG’s industrial coatings segment performed well with a 6.1% 
sales gain while its performance coatings group lagged with sales 
down 0.8%.

“PPG earnings remain highly levered to macroeconomic growth 
as seen in the Q3 earnings warning due to F/X [foreign exchange] 
pressures and a slowdown in Europe where the company has its 
highest margin leverage,” said Carson in the 24 October research 
note.

“European growth was weaker than expected in both architectural 
coatings and PPG’s industrial segment where European auto OEM 
production for the quarter was flat,” he added.

And PPG’s outlook for Q4 was disappointing, with chairman and 
CEO Michael McGarry expecting “a continuation of only modest 
improvements in global demand”, leading to earnings growth 
comparable to or slightly higher than Q3 results. The company is 
reviewing various restructuring plans to reduce costs.

Shares of PPG at $91.22 at the close of 25 October are down 22% 
from their 52-week high reached in April.

“Investor attention is on this being a prolonged trend compared to a 
moderate hiccup. After all, it’s clear that Q3 will NOT be a standalone 
disappointment as the first quarter in 12 failing to reach double digit 
EPS growth – Q4 is on track to continue this disappointing ‘pattern’,” 
said Wells Fargo analyst Frank Mitch in a 21 October research note.
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However, the analyst has a more positive view on 2017 prospects, 
as PPG works off of easier comps versus a weak 2016, takes cost 
cutting actions and puts its cash hoard of $2bn ($1bn on the books, 
and $1bn on its way from glass divestments) to work in the form of 
share buybacks and bolt-on acquisitions.

Laurence Alexander, analyst at Jefferies, is taking a cautious 
outlook on PPG.

“While end-markets are not ‘falling off the table’, the US is ‘in the 
9th inning’ with architectural demand growing 2%-4%. EMEA 
[Europe, Middle East and Africa] growth has decelerated [0.2-0.4 
percentage points], and weakness persists in the emerging 
markets,” he said in a 24 October note.

The analyst cut his 2016 EPS estimate by $0.05, to $5.90, his 2017 
forecast by $0.25, to $6.40 and his 2018 number by $0.55, to $6.85 
to “shift to a flat outlook for PPG’s end-markets”.

Netherlands-based coatings giant AkzoNobel had similarly 
uninspiring Q3 results with slightly lower earnings and a modest 
decline in sales. It characterized the outlook as “uncertain” with 
“challenging conditions in several countries and segments”.

So what is going on? Why is the quarter-after-quarter string of 
strong profits now tapering off?

Global GDP has been in low growth mode for some time, yet 
coatings companies have consistently outperformed for years.

The automotive cycle may finally be peaking after a long expansion 
from the financial crisis of 2008-2009 – not just in the US as widely 
anticipated, but globally as well.

On the architectural coatings side, could it also be that the multiyear 
home improvement cycle is peaking? Since the financial crisis, US 
consumers have consistently put more money into improving their 
homes, which includes buying paint. In the meantime, sales of new 
homes have lagged with more stringent lending conditions.

An intriguing chart is the overlaying of the percentage changes in 
the stock prices of PPG and US-based home improvement retailer 
Home Depot in the past year.

While PPG is more than just architectural coatings, serving the 
automotive, industrial, aerospace, marine, and food packaging 
end markets as well, directionally its stock price has moved in 
tandem with Home Depot. Prolonged declines in both stock prices 
could be signaling an end to robust demand on the US home 
improvement front.

Ultimately, it may just come down to growth in the coatings 
sector reverting to GDP rates. In the long run, there may be little 
reason for this sector to consistently grow well above GDP on an 
organic basis.

(Source: Yahoo! Finance)
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Coatings growth slows in Q3 2016 (figures in million, except for earnings per share)

Company EPS %Change Net Income %Change Sales %Change
PPG Industries $ 1.56 1.3% $415 –1.4% $ 3,789 1.7%
Sherwin-Williams $ 4.23 6.5% $401 7.2% $ 3,279 4.0%
AkzoNobel € 1.20 –3.2% €303 –1.3% € 3,600 –4.2%
Source: companies, compiled by ICIS (figures use net income from continuing operations, adjust for charges)


