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With weaker than expected jobs growth in May, the Federal Reserve’s 
(Fed) recent disappointing economic forecast, negative interest rates 
around the globe, and the Brexit, the list of worries for investors continues 
to pile up. The U.S. economic recovery will turn seven at the end of this month, 
but very few realize that or feel like it has helped them. In the face of all the bad 
news, the S&P 500 is still only 2.8% away from a new all-time high. So maybe 
things aren’t so bad?

This week we examine some of the biggest worries we have when it comes to 
the stock market and the economy, but we also list some reasons to be positive. 
The worries tend to dominate the headlines, and with the recent volatility, it is 
easy to get wrapped up into what could go wrong. The good news is that we 
see some reasons to think things could actually go right during the second half 
of this year.

REASONS TO WORRY
#1 Brexit

Nearly every day for the past month, the countdown to the June 23, 2016, vote 
on whether the United Kingdom will remain in the European Union has been in 
focus. The vote is expected to be very close, with the polls showing odds of a 

“leave” vote increasing over the past few weeks. Although markets appear to be 
pricing in the U.K. staying in the EU, the weakness in the British pound and British 
equities could be saying this vote has the potential to surprise. 

We discussed the implications of Brexit last week in the Weekly Market 
Commentary and are covering it again this week in our Weekly Economic 
Commentary, so we won’t dive much more into this subject here. Please see 
those commentaries for our immediate thoughts on Brexit (along with today’s 
blog); but the bottom line is, the implications of this vote will be felt globally, and 
potentially for many years.
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We look at three reasons 
to be fearful of future 
economic and stock 
market returns, and 
three reasons why the 
fears may be overblown. 

In the face of some 
recent bad news and 
growing investor 
worries, the S&P 500 is 
still only 2.8% away 
from a new all-time high.

There are some major 
positives that might not 
get a lot of publicity, but 
that could help produce 
a strong second half of 
the year.
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#2 European Banks Continue to Sink

With the Brexit and negative rates taking hold, 
European banks are near multi-year lows, with 
many down 80% and some as much as 90% from 
their all-time highs [Figure 1]. In fact, one well-
known German bank made new all-time lows last 
week. With German 10-year bund yields in negative 
territory, Japanese government bond yields negative 
through 15 years, and Swiss government bond 
yields negative through 30 years, European banks 
are bearing the brunt of lower rates.

The primary driver for this underperformance 
was their slow reaction to the 2008–09 financial 
crisis. Although some European banks were quick 
to recapitalize and shed unprofitable businesses, 
these banks were not. They are now suffering from 
a challenging market environment in which profit 
centers are under attack. Margins on commercial 
lending are being pinched by the negative interest 
rate policy. Proprietary trading is restricted. Capital 
requirements are limiting leverage and restraining 

profitability. Meanwhile, investment banking market 
share is shifting to the U.S. because EU regulators 
say these are high-risk areas and need further 
regulatory oversight. A race for a bigger share of the 
wealth management business is underway among 
European banks, but that shift likely makes margins 
dependent on market performance. Add in non-
transparent financial statements, large derivative 
exposures, still significant leverage, and ongoing 
fines, and these banks have headwinds coming in 
from nearly every direction.

#3 Surging Yen

A stronger yen suggests a potentially weaker 
global economy, and after five years of deliberate 
depreciation of the Japanese yen by the central 
bank, the yen has begun to appreciate — and quickly. 
In fact, this is the highest the yen has been in nearly 
two years (since late August 2014). The Japanese 
yen is a major player in the “carry trade”— when 
global banks and private investors borrow money 
at Japan’s very low interest rates and invest in 

Source: LPL Research, Bloomberg   06/17/16

The EuroStoxx 600 Banking is an unmanaged index which cannot be invested into directly. Past performance is no guarantee of future results.
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REASONS NOT TO WORRY SO MUCH
Now the question becomes, is it really that bad? 
The list of worries is very well known, suggesting 
that if the general public is aware of the worries, 
the market has priced them in already. How much 
is priced in has no clear answer, but the reality is 
there are some positives out there as well. Here 
are a few of the key positive developments that 
may have the potential to produce better economic 
growth and stronger stock market performance the 
second half of the year.

#1 Strong Market Breadth

Think back to exactly a year ago at this time, the 
S&P 500 was up 2% year to date and struggling 
to gain any traction (sound familiar?). The one 
major negative, however, was that very few 
stocks were leading, which is also known as weak 
breadth. About the only stocks participating in the 
market’s gains were the so-called “FANG” stocks 
(Facebook, Amazon, Netflix, and Google). This 
weak underpinning led to massive volatility and an 
eventual big crack lower in August 2015, aided by 
China’s sudden decision to weaken its currency. 
Fast-forward to today and it is once again a market 
that is up close to 2% for the year and can’t seem 
to break out of a range. But this time, there is wide 
participation — a very good sign.

One of our favorite ways to measure market 
breadth is via advance/decline lines (A/D lines). 
A/D lines are computed daily by adding the number 
of securities on an index that are higher and 
subtracting the number that are lower. An upward 
trending A/D line is a sign of broad participation and 
underlying strength, a good sign. Turning to the New 
York Stock Exchange (NYSE) A/D line, it recently 
broke out to new highs [Figure 3]. Although the 
S&P 500 has yet to break out, this is one clue that 
there is greater participation to the current rally and 
the underpinnings of the market are much stronger 
than this time a year ago. In nearly all major market 

higher-yielding assets around the globe. When they 
determine that these investments are relatively 
unattractive, they tend to sell those assets and 
move money back to Japan, boosting the value of 
the yen. 

As Figure 2 shows, the yen has strengthened 
significantly recently. Take note that on this chart, a 
lower trending yen actually represents appreciation 
of the yen relative to the U.S. dollar. When the yen 
has been weak, this has been generally positive for 
U.S. stocks — while strengthening has been mildly 
negative. The recent yen strength has done little 
to slow down U.S. equities, but history would say 
this is a major concern to equities should the yen 
continue to strengthen from here. Again, we look to 
yen strength as one indicator of global weakness.

2 STRENGTHENING YEN COULD SIGNAL EQUITY WEAKNESS

Source: LPL Research, FactSet   06/17/16

The S&P 500 is an unmanaged index which cannot be invested into 
directly. Past performance is no guarantee of future results.

The potential for fast price swings in currencies will result in 
significant volatility in an investor’s holdings.
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peaks, the NYSE A/D line has started to lag well 
before the actual S&P 500 broke down. With new 
highs recently hit in the NYSE A/D line, this shows 
very little reason to believe a new bear market will 
start in equities anytime soon.

#2 No One Trusts This Bull Market

Even though the S&P 500 is only 2.8% away 
from a new all-time high, you’d never know it by 
the overwhelming amount of negative investor 
sentiment we continue to see. For instance, the 
American Association of Individual Investors 
(AAII) Sentiment Survey has seen the number of 
bulls beneath the long-term average (38%) for 
32 consecutive weeks dating back to the fall of 
2015. This is the second-longest such streak in the 
history of the poll dating back to the late 1980s. 
Not to be outdone, the number of bears in the 
recent survey came in at 37.5%, the most since 
mid-February 2016.

We like to use investor sentiment as a potential 
contrarian indicator. If everyone has sold, then only 
buyers are left. The flip side is, if everyone is bullish, 
then no one is left to do any buying. Sentiment polls 
are one part of it, but what people say in a poll and do 
with their actual money is much more powerful. For 
instance, the CBOE Volatility Index (VIX) surged 50% 
in five days for only the 38th time since 1990. This 
shows that the demand to be hedged in case of any 
future rise in volatility is very high. 

The inflows and outflows of stocks and bonds are 
just as fascinating. There have been 13 consecutive 
weeks of outflows from equity strategies, while 
bonds have seen inflows for 15 consecutive weeks 
[Figure 4]. That tells you what most investors are 
doing; with yields near record lows, they would still 
rather own bonds than invest in “risky” equities. 
All of this negative sentiment could provide future 
buying pressure on any good news in the second 
half of the year.

3 NEW HIGHS IN THE NYSE A/D LINE BODE WELL FOR 
FUTURE MARKET GAINS

Source: LPL Research, FactSet   06/17/16

Performance provided is historical and no guarantee of future results.
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4 MONEY CONTINUES TO FLOW OUT OF EQUITIES  
AND IN TO BONDS

Source: LPL Research, Investment Company Institute (ICI), 
Bloomberg   06/08/15

Performance provided is historical and no guarantee of future results.
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1 According to Thomson Reuters estimates.

2 Historically since WWII, the average annual gain on stocks has been 7-9%. Thus, our forecast is roughly in-line with average stock market growth. We forecast 
a mid-single digit gain, including dividends, for U.S. stocks in 2016 as measured by the S&P 500. This gain is derived from earnings per share (EPS) for S&P 500 
companies assuming mid-to-high-single-digit earnings gains, and a largely stable price-to-earnings ratio. Earnings gains are supported by our expectation of 
improved global economic growth and stable profit margins in 2016.

#3 Stabilized Crude Oil & U.S. Dollar  
As Tailwinds

Lower oil prices have been a major hindrance 
to corporate earnings growth; but now with the 
commodity back up near $50 per barrel, should it 
stay near current levels, it will show year-over-year 
growth by the third quarter of 2016 for the first time 
since the oil bear market took hold in mid-2014. 
With supply and demand coming more into balance, 
we do think there is a good chance that crude can 
hold current levels. Although a huge rally might not 
be in the cards, a big drop back to the February 
2016 lows is not likely either, in our view. Should 
crude stay near current levels, the energy sector 
may reach double-digit earnings growth by year-
end,1 after posting a loss and registering a more than 
100% decline during the first quarter 2016 earnings 
reporting season.

The strength in the U.S. dollar continues to ease 
and could potentially provide a significant boost to 
earnings in the second half of the year. With nearly 
half of the S&P 500’s sales coming from overseas, 
the strength in the U.S. dollar has been as much as 
a 20% drag on foreign earnings (since the second 
quarter of 2015). Should the dollar remain at current 
levels, it would act as a potential tailwind to earnings 
over the remaining quarters of the year, after 
providing a major headwind over the past year.

CONCLUSION
The worries out there are very real and could 
continue to hinder economic growth and stock 
market gains. The good news is there are some 
major positives that might not get the same amount 
of publicity as the bad news does, but that could 
very well help produce a strong second half of the 
year. We continue to anticipate mid- to high-single-
digit total returns for the S&P 500 overall in 2016.2 
With the year-to-date return near 2.5% currently, we 
expect more gains before the year is done. n

Thanks to Jason Hoody for his contributions to this 
commentary.
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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

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.

All company names noted herein are for educational purposes only and not an indication of trading intent or a solicitation of their products or services. LPL 
Financial doesn’t provide research on individual equities.

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.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond and bond mutual fund values and yields will decline as interest rates rise and bonds 
are subject to availability and change in price.

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.

International investing involves special risks such as currency fluctuation and political instability and may not be suitable for all investors.

The AAII Investor Sentiment Survey measures the percentage of individual investors who are bullish, bearish, and neutral on the stock market for the next six 
months; individuals are polled from the ranks of the AAII membership on a weekly basis. Only one vote per member is accepted in each weekly voting period.

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 VIX is a measure of the volatility implied in the prices of options contracts for the S&P 500. It is a market-based estimate of future volatility. When 
sentiment reaches one extreme or the other, the market typically reverses course. While this is not necessarily predictive it does measure the current 
degree of fear present in the stock market.

The Stoxx Europe 600 Index is derived from the STOXX Europe Total Market Index (TMI) and is a subset of the STOXX Global 1800 Index. With a fixed 
number of 600 components, the STOXX Europe 600 Index represents large, mid, and small capitalization companies across 18 countries of the European 
region: Austria, Belgium, Czech Republic, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, 
Spain, Sweden, Switzerland, and the United Kingdom.

The EuroStoxx 600 Banks is a subset of the EuroStoxx 600 Index of banking stocks, there are 47 constituents in this index.


