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The earnings recession will likely continue with second quarter results, 
which will begin with a small handful of companies reporting this week 
(July 5–8, 2016). The Thomson-tracked consensus estimate for S&P 500 
earnings per share (EPS) is calling for a 4% year-over-year drop, which would 
mark the fourth consecutive quarterly decline (by FactSet’s count the streak 
would reach five). Perhaps the best thing to say about this streak, the longest 
since 2008, is that the drop will likely confirm that the 5% year-over-year decline 
in the first quarter of 2016 marked a trough.

But signs are pointing to better times ahead. U.S. economic growth has picked 
up in the second quarter of 2016 based on available economic data. Despite 
the U.S. dollar rally following the Brexit news on June 23, 2016, we expect the 
dollar to turn from a headwind to tailwind in the second quarter of 2016. Higher 
oil prices should lead to a smaller (but still large) decline in energy sector profits. 
And we do not expect the Brexit news to have a meaningful impact on results. 

This week we preview the upcoming earnings season and update our thinking 
on the prospects for an earnings rebound in the second half of 2016.

BET TER U.S. ECONOMIC PICTURE
U.S. corporate profits are closely tied to manufacturing activity and capital 
spending. Accordingly, earnings have historically been well correlated with 
the Institute for Supply Management’s (ISM) Manufacturing Index, a survey 
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The earnings recession 
will likely continue with 
second quarter results, 
which will begin to be 
reported this week.

Better times may lie 
ahead: U.S. economic 
growth has started to 
pick up, the drags from 
the U.S. dollar and oil 
are starting to abate, 
and Brexit appears 
unlikely to hurt U.S. 
companies much.

We continue to expect a 
second half earnings 
rebound to drive further 
stock market gains in 
the second half of 2016.

K E Y TA K E AWAY S

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.

CONSIDER THE SOURCE
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of purchasing managers’ future spending plans. 
As a result, the strong and better than expected 
ISM Index of 53.2 for June (reported July 1), the 
fourth straight reading above 50 and second 
straight month of improvement, is a positive 
signal [Figure 1]. 

We expect another bounce back in second  
quarter gross domestic product (GDP), to perhaps 
3.0% or more, despite the weak May 2016 jobs 
report and weakness in Europe, and see capital 
spending beginning to pick up following the nearly 
two-year oil-driven slump, despite heightened 
political uncertainty.

FADING DRAG #1: U.S. DOLLAR
We expect the earnings drag on foreign profits 
from a stronger U.S. dollar to dissipate during the 
second quarter of 2016 despite the latest Brexit-
driven rally. Even with the 3% jump since the Brexit 
news on June 23, 2016, the dollar has weakened 
considerably since December 2015, as expectations 
for Federal Reserve (Fed) rate hikes in 2016 have 
been pared back — to the point where no hikes are 
being fully priced into federal funds futures markets 
in 2016 or 2017. The average dollar index level in 
the second quarter of 2016 was 1.7% below that 
of the same quarter a year ago, providing a tailwind 
for earnings. And should the dollar remain where 
it is for the rest of 2016, currency would be a 

Source: LPL Research, Haver Analytics, Thomson Reuters, FactSet   07/01/16

Indexes referenced are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.
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1 KEY EARNINGS INDICATOR STARTING TO POINT HIGHER
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tailwind for the second half of the year as well, after 
representing a drag of as much as 20% on foreign 
profits during the second quarter of 2015 [Figure 2].

FADING DRAG #2: OIL
The drag on earnings from the energy downturn 
has been even bigger than the dollar drag over 
recent quarters. The sector posted a small loss in 
the first quarter of 2016, registering a 105.7% year-
over-year earnings decline, which trimmed about 
5 percentage points off of overall S&P 500 profits. 
Low oil prices will still likely lead to energy sector 
profit declines in the second and third quarters of 
2016 based on consensus estimates. Oil prices 

2 U.S. DOLLAR DRAG ABATING 

Source: LPL Research, FactSet   07/01/16

*Changes for Q3 and Q4 are based on the assumption that the U.S. 
dollar stays at its 07/01/16 level of 95.64 for the rest of the year.

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. 

Past performance is no guarantee of future results.
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3 OIL PRICE PRESSURES BEGINNING TO EASE

Source: LPL Research, FactSet   07/01/16

*Changes for Q3 and Q4 are based on the assumption that oil prices 
stay at their 07/01/16 level of 48.99 for the rest of the year.

Commodity-linked investments may be more volatile and less liquid 
than the underlying instruments or measures, and their value may be 
affected by the performance of the overall commodities baskets as 
well as weather, disease, and regulatory developments.

Past performance is no guarantee of future results.

20

10

0

-10

-20

-30

-40

-50

-60

%

Q2
‘15

Q1
‘15

Q3
‘15

Q4
‘15

Q1
‘16

Q2
‘16

Q3
‘16

Q4
‘16

Actual
Oil, Year-over-Year % Change

Estimate*

averaged 21% less in the second quarter of 2016 
than in the second quarter of 2015. However, 
should oil prices stay at current levels, the 
commodity would show a year-over-year price 
gain in the third quarter of 2016 [Figure 3] and 
position the sector to potentially produce double-
digit earnings gains in the fourth quarter.

BREXIT IMPLICATIONS
Broadly, we expect Brexit to have limited impact 
on earnings. S&P 500 companies overall have 
minimal exposure to the U.K. (estimated less 
than 5%, according to FactSet). Although some 
companies will surely use Brexit as an excuse for 
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falling short of estimates, overall, we do not expect 
political and economic uncertainty in the U.K. to 
have much impact on U.S. company profits.

Brexit has had some negative impact on corporate 
profits through the stronger dollar and tighter 
financial conditions. The financials sector is perhaps 
most impacted given its sensitivity to interest rates, 
which remain near post-Great Recession lows; the 
10-year Treasury yield closed at 1.46% on July 1 
and dipped below 1.40% intra-day on July 5. One 
way Brexit has not yet negatively impacted earnings 
is commodity prices; the Bloomberg Commodity 
Index is actually up since the Brexit news despite 
dollar strength.

ALL ABOUT GUIDANCE
It’s always about guidance as stocks trade more on 
expectations for future quarters than on results for 
a quarter that ended. Since the Great Recession, 
earnings estimates for the next 12 months have 
typically fallen 2–3% during earnings season. During 
first quarter 2016 earnings season, the estimate 
reduction was at the low end of that range — an 
encouraging sign. We believe we will see a similar 
result this quarter for several reasons:

�� Better growth. We continue to see 2–2.5% GDP 
growth for the second half of the year despite 
stalled overseas growth, the Brexit-related 
tightening of financial conditions (via the stronger 
U.S. dollar), which we expect to be short-lived, 
and U.S. election uncertainty that will be with us 
for the next several months. This growth pace is 
supportive of a return to high-single-digit earnings 
gains by year-end.

�� Easing drags of the dollar and oil. The significant 
drop in earnings estimates early this year was 
largely due to weak oil prices and the strong dollar. 
Even with the post-Brexit dollar rally, these drags 
are easing considerably and increase the chances 
that companies are able to at least maintain their 
outlooks through year-end and into 2017.

�� Favorable pre-announcements. The ratio 
of companies pre-announcing negative results 
relative to those pre-announcing positive results 
(2.3) has been more favorable during the second 
quarter 2016 than in the prior quarter (3.8) and the 
year-ago quarter (4.3). The ratio is also better than 
the 20-year average of 2.7. 

�� Estimates held up well late in the quarter 
even post-Brexit. Estimates for the second 
quarter of 2016 and the next year held up very 
well in June 2016, even following the June 23, 
2016 Brexit vote, after which many economists 
reduced their European and U.K. economic 
growth forecasts and currencies experienced 
extreme volatility. Consensus estimates, which 
have fallen less than 0.2% since the vote, are 
calling for a 10% increase in S&P 500 EPS over 
the next four quarters, so we would view a 
number near this or slightly lower after earnings 
season is over as a positive surprise.

These factors suggest that high-single-digit earnings 
gains in the fourth quarter of 2016 are potentially 
achievable (consistent with consensus estimates), 
in our opinion, and can help support modest stock 
market gains in the second half of 2016.

CONCLUSION
The earnings recession will likely continue with 
second quarter results. Although the decline is 
likely to be smaller than the first quarter’s and 
suggest a trough is in, there will not be much good 
to say about the results. But better times may 
lie ahead. U.S. economic growth has started to 
pick up, the drags from the U.S. dollar and oil are 
starting to abate, Brexit appears unlikely to hurt U.S. 
companies all that much, and we generally expect 
guidance to be pretty good. We continue to expect 
a second half earnings rebound to drive further 
stock market gains in the second half of 2016. n
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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.

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.

The fast price swings in commodities and currencies will result in significant volatility in an investor’s holdings.

All investing involves risk including loss of principal.

Earnings per share (EPS) is the portion of a company’s profit allocated to each outstanding share of common stock. EPS serves as an indicator of a company’s 
profitability. Earnings per share is generally considered to be the single most important variable in determining a share’s price. It is also a major component used to 
calculate the price-to-earnings valuation ratio.

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.

The Institute for Supply Management (ISM) index is based on surveys of more than 300 manufacturing firms by the Institute for Supply Management. Purchasing 
Managers Index (PMI) is an indicator of the economic health of the manufacturing sector. The PMI is based on five major indicators: new orders, inventory levels, 
production, supplier deliveries, and the employment environment.

The USD Index measures the performance of the U.S. dollar against a basket of foreign currencies: EUR, JPY, GBP, CAD, CHF and SEK. The U.S. Dollar Index goes up 
when the dollar gains “strength” compared to other currencies.


