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conference call
transcripts for the first
quarter earnings period
provides a mixed picture.
Management comments
do not suggest
sentiment is improving
much, or deteriorating,
and are consistent with
a continued slow
growth environment.
There’s potential for a
second half earnings
rebound, but it may need
help from the economy,
market forces, and
corporate efficiency.
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Our analysis of earnings conference call transcripts for the first quarter
earnings period provides a mixed picture. The good news is that economic fears
and drags from oil and the dollar are abating and earnings are almost certainly putting
in a growth trough. However, conference call transcripts do not suggest sentiment is
improving much, and management commentary is consistent with a continued slow
growth environment. All of this casts some doubt regarding the strength of a potential
second half earnings rebound.

SLOW BUT STEADY GROWTH
Corporate executives generally try to stay away from the “R” word (recession) when
talking to investors. That is clear by the small number of mentions the word receives
on earnings calls. In fact, the word came up just three times during first quarter 2016
earnings reporting season, the fewest in at least six quarters and consistent with the
market’s view (and ours) that recession odds have fallen in recent months. We believe
the odds of recession over the next 12 months are no higher than 20% currently,
factoring in economic and market data and the risk of a potential policy mistake.
Companies do continue to make cautious comments about the U.S. growth outlook.
For example:


“The consumer is on solid footing and despite the noise in the data and some
of the volatility in the markets, global growth will continue, albeit at a moderate
pace.” (Major bank)

CORPORATE BEIGE BOOK
We use earnings conference call transcripts to gauge overall sentiment of
corporate management teams, much like we have done with the Federal Reserve’s
(Fed) Beige Book (a qualitative assessment of the U.S. economy and each of the
12 Fed districts) to create our Beige Book Barometer. To create our Corporate
Beige Book, we count the number of strong words (or variations of “strong”) and
the number of weak words (or variations of “weak”) and calculate the difference
between the two. (Examples of strong words include “robust,” “solid,” and
“optimistic”; examples of weak words include “soft” and “fragile.”) We can then
relate that differential to prior quarters to make comparisons over time.
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“On the economic front, we see moderate growth
in the global economy.” (Transportation provider)

LOWER DIFFERENTIAL (STRONG MINUS WEAK WORDS)
SUGGESTS MUTED CORPORATE SENTIMENT
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Number of Strong Versus Weak Words During Earnings
Conference Calls
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“If taken to the highest level from where we see the
economy, I think we still see the overall economy
progressing in that 2–2.5% range.” (Railroad)
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“Global economic growth remained weak during
the first quarter. In the U.S., estimates indicate
growth has slowed further since late 2015.”
(Energy company)
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Based on management commentary, over the past
three months companies have transitioned from
a more difficult macroeconomic environment to
slow, but steady. LPL Research’s economic forecast
suggests more of the same — approximately 2.5%
real gross domestic product (GDP) growth for the
balance of 2016.*
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MIXED CORPORATE BAROMETER
When we count positive and negative words
from earnings call transcripts, the picture is mixed,
consistent with the slow growth environment of
recent years. As shown in Figure 1, based on the
difference between strong words and weak words,
management sentiment was actually a bit less
positive during the first quarter of 2016 than during
the prior three quarters. Given how jittery markets
were in early 2016, the quarter-over-quarter drop in
sentiment by this measure is surprising.
Interestingly, the number of macroeconomic
comments overall, good or bad, has been in decline
in recent quarters. To adjust for that, we can look at
the ratio of strong words to weak words and see that
the strong words have been gaining share against
weak words over the past three quarters, consistent
with our sense that the mood has become a bit
better [Figure 2].

*Our forecast for GDP growth of between 2.5–3% is based on the historical
mid-cycle growth rate of the last 50 years. Economic growth is affected by
changes to inputs such as: business and consumer spending, housing, net
exports, capital investments, and government spending.
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Source: LPL Research, Bloomberg 05/11/16
Data represent number of mentions during first quarter 2016 earnings
conference calls for companies that have reported as of 05/06/16.
Quarters reflect earnings periods, not quarters in which conference
calls took place.

STRONG WORDS GAINED SLIGHTLY ON WEAK WORDS
IN RECENT QUARTERS
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Source: LPL Research, Bloomberg 05/11/16
Data represent number of mentions during first quarter 2016 earnings
conference calls for companies that have reported as of 05/06/16.
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CURRENCY IMPACT FADING
The reversal in the U.S. dollar is a big piece of
the transition out of the earnings recession. The
improving year-over-year comparisons for the dollar
have no doubt contributed to fewer mentions of
currency on earnings calls [Figure 3]. Currency
mentions have been halved since the third quarter
of 2015, when the dollar’s year-over-year change
was 17% (recall that all else equal, a strengthening
dollar reduces international profits of U.S.-based
multinationals). Some of this decline reflects fewer
macro comments from management teams in
general, but the trend is clear. After a percentage
point or so of drag on S&P 500 earnings in the
first quarter of 2016, we expect currency to boost
earnings over the balance of the year and perhaps
contribute a full percentage point to S&P 500
earnings later in 2016.
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LONG-LIVED CURRENCY DRAG BEGINNING TO FADE
Number of Currency Mentions
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Source: LPL Research, Bloomberg 05/11/16
Data represent number of mentions during first quarter 2016 earnings
conference calls for companies that have reported as of 05/06/16.
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Should the U.S. Dollar Index stay where it closed
on May 13, 2016, for the rest of the year, the dollar
would drop from a 2% headwind for earnings in
the first quarter of 2016 to a tailwind of about 2%
in the second and third quarters and over 3% in the
fourth quarter.
With hundreds of companies commenting on
currencies, it is not difficult to find interesting
insights from management teams about the currency
environment. Here are some examples:


“And one positive is that we will get a big help
from currency as it turns from a headwind into a
tailwind beginning in the next quarter.” (Airline)


“The weakening U.S. dollar gave us some relief.”
(Chemicals producer)


“So with the current circumstances of the world
and what everybody is talking about in terms
of real negative interest rates and so forth, that
actually favors weakness to the dollar for us right
now.” (Healthcare products)

Should the U.S. Dollar Index stay where it
closed on May 13, 2016, for the rest of the year,
the dollar would drop from a 2% headwind
for earnings in the first quarter of 2016 to a
tailwind of about 2% in the second and third
quarters and over 3% in the fourth quarter.
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OIL STILL IN THE PICTURE

Comments from oil and gas industry management
teams reflect the ongoing uncertainty:

Oil’s rise from the February 2016 lows in the mid$20s per barrel to the mid-$40s (as of May 13,
2016) eased concerns about the negative impact
of low prices and led to fewer oil mentions on
conference calls [Figure 4]. The rebound in oil
prices has provided some light at the end of the
tunnel. Energy sector profit fears have begun to
fade, as have concerns about the profitability of
other commodity-sensitive areas. The topic did still
get plenty of mentions.


“If a lower-price environment persists for longer,

Oil could show year-over-year gains in the third
quarter if it stays in the range of mid- to high $40s.
We believe this is possible, based on the trend
in U.S. production cuts and expected continued
growth in global demand (consistent with the
Energy Information Administration, which raised its
oil price forecasts on May 10, 2016).
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of the business. Now for perspective, if we
were in a steady-state world of sustained $45
per barrel oil prices, we believe we could cover
the capital required to maintain flat production
and pay our dividend with cash from operations.”
(Energy producer)


“In the first half of 2016, we’re still oversupplied
by about 1.5 million barrels per day. We do expect
to see convergence in the second half with the
seasonal demand growth, but that’s going to widen
again in the first half of 2017.” (Energy producer)

Stock market gains over the past three months have
been partially due to more sensible policy and greater
stability in China. Although risks remain, we see
the drop in the number of China mentions on this
quarter’s earnings calls as encouraging [Figure 5].
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Comments from some more China-focused companies
generally reflect optimism amid slower growth:
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“In China, growth continued to decelerate;
however, economies in Japan and Europe showed
some modest improvement compared to the
fourth quarter.” (Energy company)
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Source: LPL Research, Bloomberg 05/11/16
Data represent number of mentions during first quarter 2016 earnings
conference calls for companies that have reported as of 05/06/16.

04


“We’re focused on lowering the breakeven cost

SLOWER CHINA EVIDENT

OIL STILL GETTING PLENTY OF MENTIONS

100

we will adjust and pursue even more significant
cost savings and even greater cuts in capital
to continue to lower our cash flow breakeven.”
(Energy producer)
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“The world wrings its hands about slowing growth
rates in China; and China was 6.5%. And I think
if any other country of the world was growing
6.5%, we’d all be doing cartwheels and investing
heavily.” (Healthcare products)
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THE BOTTOM LINE

CHINA SENTIMENT HAS IMPROVED BASED
ON LESS ATTENTION
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Number of China Mentions

Earnings fell sharply during the first quarter of 2016
relative to the first quarter of 2015 and were about
flat excluding the downtrodden energy sector. We
did get a small upside surprise in earnings results
this quarter, consistent with history, and a trough in
the earnings growth rate has almost certainly been
put in. But another decline — the third or fourth in
a row depending on the data source — is hardly
worth celebrating.

350
300
250
200
150
100
50
0

Q1
2015

Q2
2015

Q3
2015

Q4
2015

Q1
2016

Source: LPL Research, Bloomberg 05/11/16
Data represent number of mentions during first quarter 2016 earnings
conference calls for companies that have reported as of 05/06/16.

More encouraging though, we did see slightly more
optimistic than usual guidance. Thomson-tracked
consensus estimates for the next 12 months were
revised lower by 1.4%, compared with the recent
historical pattern of 2–3% negative revisions (fourth
quarter 2015 earnings season saw a more than 5%
haircut). The better economic environment during
March and April 2016 helped, as did the dollar and
oil reversals.
The most important earnings question is still tough
to answer: Are consensus estimates for mid- to
high-single-digit gains in earnings in the second
half of 2016 more credible? This earnings season
provided little evidence that companies are seeing
a growth pickup (nor does our economic analysis).
This casts some doubt regarding the strength of
a potential second half earnings rebound, which
may need help from the economy, market forces
(oil and the dollar), and corporate efficiency (strong
profit margins). n
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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, sector investing will be subject to greater volatility than investing more broadly across many sectors and companies.
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 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 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.

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.
Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit
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