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Corporate earnings growth has ground to a halt, but we think better times lie ahead. While tariffs and
ongoing trade uncertainty could delay improvement, we remain optimistic that some progress on trade
will be forthcoming and earnings growth could pick up over the coming quarters.

OUR VIEW
Corporate America is unlikely to deliver much, if any, earnings growth in the third quarter. However, we think
better days lie ahead. We expect progress on trade to keep U.S. economic growth at or above the trend for
the current economic expansion. The U.S.-China trade conflict is unlikely to be resolved anytime soon, but we
believe any small steps forward could increase business confidence and spark capital investment, lifting
corporate profits. Flat earnings are hardly exciting, but we think prospects for better growth in 2020 will support
stocks at current valuations.

WATCH OUT FOR TRADE THIS EARNINGS SEASON
Third quarter earnings season kicks off this week, and there may not be much to cheer about. Even with the
typical upside surprise, S&P 500 earnings are unlikely to have grown much, if at all [Figure 1]. Given trade
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uncertainty, opportunities for positive guidance from corporate America may be limited. However, that won’t
stop market-watchers from trying to gauge the impact of the U.S.-China trade conflict amid a wide range of
possible outcomes.
The trade conflict is weighing on earnings in several ways. Slower economic growth in the United States is
hampering revenue, while tariffs and supply chain disruptions are hurting profit margins. Uncertainty around
future trade actions is weighing on corporate confidence, which has limited the capital investment needed to
drive productivity gains (output per hour worked) that can boost profit margins. On top of all that, slower growth
of international economies—partially due to the trade dispute—has added to near-term pressure on revenue.
Roughly 40% of revenue for S&P 500 companies is derived internationally.

ECONOMY HITS A SOFT PATCH
The future path of trade actions carries extra importance given weak manufacturing and services data. The
domestic manufacturing sector has contracted, based on the latest readings from the Institute for Supply
Management (ISM) Manufacturing’s Purchasing Managers’ Index. Meanwhile, the services sector, which
makes up a much bigger piece of the U.S. economy, has slowed considerably despite the strong job market,
based on the ISM Non-Manufacturing Index. While surveys like ISM’s manufacturing and services reports
continue to show deterioration, other domestic data increasingly has been beating expectations overall. That
trend suggests the S&P 500 may be able to beat fairly low expectations.
We believe consensus S&P 500 revenue growth estimates just below 3% for the quarter are achievable in
this economic environment (Source: FactSet). Historically, revenue growth has been closely correlated to
gross domestic product (GDP) growth, and GDP has grown at a respectable 4% pace (including inflation) over
the past year.

HEADWINDS ARE BLOWING
Trade and soft ISM readings for September were not the only earnings headwinds during the third quarter of
2019. In the third quarter, the U.S. dollar rose 3% year over year as compared with the year-ago quarter,
which has weighed on earnings from international markets.
In addition, the average price of oil was down 19% compared with the year-ago quarter. Oil’s decline could be
a significant drag on energy sector profits, which are expected to drop nearly 40% (Source: FactSet).
The flat yield curve, in which short-term and long-term interest rates are close together, creates a difficult
environment for banks and could be a headwind for profit growth in the financials sector.
Technology sector profits are expected to drop on weakness in the semiconductor industry, which is caught
up in the trade dispute.

MAKING OUR FORECAST
We lowered our 2019 S&P 500 earnings per share forecast back in August to $165 due to increased risk to
economic growth and profits from the ongoing U.S.-China trade conflict. Until we have clarity on trade, we do
not expect earnings growth to pick up meaningfully from current levels. We believe our 2019 earnings forecast
is achievable, even if we see only as much as a temporary trade truce in the near term. If no tariffs are reduced
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or eliminated, and if additional tariffs go into effect on October 15 and December 15 as has been reported,
then we expect to see several dollars’ worth of possible downside risk to S&P 500 earnings this year.
The complicated environment makes forecasting in 2020 very difficult. Our base case for S&P 500 earnings
is $175 per share, representing a mid-single-digit increase from our 2019 estimate. That forecast is roughly
$7 below the current consensus (Source: FactSet), which we expect to come down significantly over the next
several quarters. In the absence of any progress on trade, earnings will likely stagnate near current levels.
Escalation in the trade dispute could introduce $10 per share or more of downside risk to our 2020 forecast,
although we place a lower probability on that scenario.
We maintain our year-end 2019 S&P 500 Index fair value target of 3,000, based on a price-to-earnings (P/E)
ratio of just over 18 times our 2019 S&P 500 earnings per share forecast of $165. Next year, we expect S&P
500 earnings to increase to $175 per share. Couple that forecast with that same P/E, and we calculate the
index could reach the range of 3,150 to 3,200 at the end of 2020. We believe mild inflation and low interest
rates support these valuations.

WEEKLY MARKET PERFORMANCE REPORT
Please see our new Weekly Market Performance report with insights on major asset classes.
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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 this material may not develop as predicted.
Investing involves risks including possible loss of principal. No investment strategy or risk management technique can guarantee return or
eliminate risk in all market environments.
All indexes are unmanaged and cannot be invested into directly. Unmanaged index returns do not reflect fees, expenses, or sales charges.
Index performance is not indicative of the performance of any investment.
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.
All information is believed to be from reliable sources; however LPL Financial makes no representation as to its completeness or accuracy.

DEFINITIONS
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.

This research material has been prepared by LPL Financial LLC.
Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member
FINRA/SIPC). Insurance products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice
from a separately registered independent investment advisor, please note that LPL is not an affiliate of and makes no representation
with respect to such entity.
If your advisor is located at a bank or credit union, please note that the bank/credit union is not registered as a broker-dealer or
investment advisor. Registered representatives of LPL may also be employees of the bank/credit union. These products and services
are being offered through LPL or its affiliates, which are separate entities from, and not affiliates of, the bank/credit union. Securities
and insurance offered through LPL or its affiliates are:
Not Insured by FDIC/NCUA or Any Other Government Agency | Not Bank/Credit Union Guaranteed | Not Bank/Credit Union
Deposits or Obligations | May Lose Value
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