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KEY TAKEAWAYS
The earnings trajectory
may be at a trough as
pressure from oil
weakness and U.S. dollar
strength begins to abate.
But that also means
management teams’
popular excuses for
explaining shortfalls
won’t work anymore.
We continue to believe
consensus estimates for
mid-single-digit earnings
growth in the second half
of 2016 are achievable.
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PREVIEW: NO MORE EXCUSES
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Jeffrey Buchbinder, CFA Market Strategist, LPL Financial
First quarter earnings results will not be very exciting, but the earnings
trajectory may be at a trough. We would love to say that this earnings season,
which begins on April 11, 2016 (unofficially), will bring better results than recent
quarters, but that appears very unlikely. In fact, consensus estimates are calling
for a 7% year-over-year decline in S&P 500 earnings for the quarter, the worst
decline since the Great Recession and the third straight quarterly decline based
on Thomson data (based on FactSet data, it’s the fourth). By most definitions,
corporate America is in the midst of an earnings recession. Hardly something
for investors to get excited about.
But on a brighter note, this quarter may mark an inflection point regarding the
trajectory of earnings because the pressure on earnings from oil weakness
and U.S. dollar strength is starting to abate. But that also means management
teams’ popular excuses for explaining shortfalls won’t work anymore.

NO MORE EXCUSES
In 2015, the combination of oil weakness and U.S. dollar strength wiped away
high-single-digit S&P 500 earnings growth. Oil fell from over $100 per barrel
in 2014 to as low as $26 in February 2016; while the U.S. dollar’s gains, which
erode profits earned overseas, reached 20% during the second quarter of
2015. These two factors provided excuses for management teams whose
results came up short.

CONSIDER THE SOURCE
Different sources such as FactSet, Bloomberg, Standard & Poor’s, and others
have different calculations than Thomson Reuters for S&P 500 earnings, based
on various methodologies and different interpretations of what constitutes
operating earnings.

01

Member FINRA/SIPC

WMC
But these drags have already begun to abate and
are poised to potentially stage powerful reversals.
The reversal has begun quicker for the dollar
[Figure 1]. After annual increases between 12%
and 20% during each of the four quarters of 2015,
which delivered estimated 3–6% hits to S&P 500
earnings, the U.S. Dollar Index gained just 2%
during the first quarter of 2016. If the dollar stays
flat between now and year-end, 2–3% year-overyear declines will be an earnings tailwind during
the remaining three quarters of the year.

year-over-year declines in average oil prices
would continue through 2016. However, should
oil prices return to the mid- to high $40s as we
expect, oil may potentially begin to experience
annual gains during the third quarter of this year.
Consensus estimates are already reflecting
energy’s return to year-over-year earnings gains
in the fourth quarter of 2016, and oil prices are
currently up about 40% off of their February
2016 lows, so the wait for better earnings news
from the sector may not be too far off.

The oil reversal should take longer to play out, but
the annualized declines have started to moderate
and could reverse during the second half of the
year if oil prices move reasonably higher from
current levels. Figure 2 shows that if oil prices
remain at current levels the rest of the year,

Corporate America has already lost its ability to
use currency as an excuse, while the oil excuse
is beginning to lose credibility. Hopefully, less
reliance on these excuses will enable markets to
get more useful, and better, information about
business conditions.
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U.S. DOLLAR EARNINGS DRAG ABATING

U.S. Dollar Index, Year-over-Year % Change

WTI Crude Oil, Year-over-Year % Change

Estimated U.S. Dollar Index, Year-over-Year % Change,
Assuming Flat Through Year-End

Estimated WTI Crude Oil, Year-over-Year % Change,
Assuming Flat Through Year-End
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The U.S. Dollar Index (DXY) indicates the general international
value of the U.S. dollar. The DXY Index does this by averaging the
exchange rates between the U.S. dollar and six major
world currencies.

Past performance is no guarantee of future results.

Past performance is no guarantee of future results.
The fast price swings in commodities and currencies will result in
significant volatility in an investor’s holdings.
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OIL PRICE PRESSURES ONLY JUST BEGINNING
TO EASE
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The fast price swings in commodities and currencies will result
in significant volatility in an investor’s holdings.
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WHAT WE’RE WATCHING
Whether earnings declines potentially trough this
quarter, should these two drags continue to fade,
is the key question for us this earnings season.
Given how far 2016 estimates have fallen (down
5.6% year to date), they may at least hold steady
as companies report results (a rise is seen as
unlikely). Remember, many of these management
teams delivered their 2016 expectations to
investors in late January and early February 2016
when recession fears peaked, stocks and oil
bottomed, and the U.S. dollar was near recent
highs. Conditions are better now, suggesting the
tone of guidance may be more positive.
Some other things we will be watching this
earnings season:

we would like to hear that companies are making
capital spending a bigger priority.


Emerging markets demand. China, which has
been seeing some improvement in economic
conditions, is always worth watching. But U.S.
companies may continue to be impacted by
weakness in the commodity-producing regions
and geopolitical hotspots overseas such as
Brazil, Russia, and South Africa.
We believe energy, financials, and healthcare are
the key sectors to watch. For energy, we would
like to see evidence of further U.S. production
cuts beyond the 8% drop already experienced.
The quarter may prove difficult again for financials
given lower interest rates and financial market
volatility. Healthcare results should be strong again,
but scrutiny over high drug prices may persist.


Profit margins. Wage pressures have increased
gradually and have started to impact profit
margins. We will be watching for signs of further
pressures that could lead to margin compression.
To date, corporate America has done a terrific job
maintaining high profit margins.


Capital allocation decisions. We would like to
see companies deploy more capital to invest in
future growth, which investors may view as a
positive signal for the future. We are fine with
companies returning capital to shareholders, but

QUICK THOUGHTS ON DIVERGENT
PROFIT MEASURES
The large gap between operating earnings and
GAAP earnings has been receiving a lot of attention
from the financial media, and becoming a concern
among some investors that it may signal even more
earnings troubles ahead. The biggest reason for
that gap has been the energy downturn, which has
led to significant downward adjustments of oil and

OPERATING VS. GAAP EARNINGS
Operating earnings represent earnings from recurring operations. Isolating earnings from recurring operations
(essentially a company’s core business) facilitates better forecasting and provides valuable information to
assess the long-term value of a company or group companies. The more transparency, the better, so knowing of
all factors impacting earnings is desirable.
GAAP earnings are based on generally accepted accounting principles (GAAP), a corporate profit measure
that follows widely accepted accounting rules and includes all items, regardless of how those profits (or
losses) were generated. For example, GAAP earnings include asset write-downs and one-time charges such
as restructurings, divestitures, and acquisitions. These factors are important for investors to consider, but they
can make forecasting and valuation analysis more difficult.
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gas reserves valuations. The impacts of the energy
downturn are well known and the associated risks
were seemingly more than priced in when oil prices
bottomed earlier this year. The gap between earnings
measures was the effect, not the cause, and does
not suggest increased earnings quality concerns are
warranted, in our opinion.
Other similar periods that saw significant
divergences in these earnings measures included
the bursting of the internet bubble and the financial
crisis, when acquisitions, intellectual property, and
financial assets were significantly devalued. During
these periods, the gap between the operating
measure and GAAP earnings has ranged as high
as 30% depending on the data source used for the
operating earnings calculation.

CONCLUSION
Earnings results will not be exciting, but the
quarter may mark a trough in the earnings
trajectory as the drags from oil and the dollar
begin to abate. We continue to believe midsingle-digit earnings growth in the second half
of 2016 is achievable, consistent with consensus
estimates, and we hope to get more support for
that view over the next four to six weeks — and
fewer excuses. n

IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any
individual. To determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. All performance referenced is
historical and is no guarantee of future results.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.
Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal, and potential liquidity of the investment in a
falling market.
Because of its narrow focus, specialty sector investing, such as healthcare, financials, or energy, will be subject to greater volatility than investing more
broadly across many sectors and companies.
Currency risk is a form of risk that arises from the change in price of one currency against another. Whenever investors or companies have assets or
business operations across national borders, they face currency risk if their positions are not hedged.
All investing involves risk including loss of principal.
INDEX DESCRIPTIONS
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy
through changes in the aggregate market value of 500 stocks representing all major industries.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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