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S
to

ck m
arkets, b

o
n

d
 m

arkets, th
e eco

n
o

m
y, 

p
o

licy —
 so

m
e years th

ey p
u

sh
 an

d
 p

u
ll o

n
 

each
 o

th
er lig

h
tly as m

arkets fo
llo

w
 th

eir 
o

w
n

 p
ath

; in
 o

th
ers, o

n
e in

fl
u

en
ce, su

ch
 

as m
o

n
etary p

o
licy, d

o
m

in
ates. B

u
t so

m
etim

es, 
o

ften
 fo

llo
w

in
g

 a p
erio

d
 o

f ch
an

g
e, u

n
d

erstan
d

in
g

 
th

e p
u

sh
es an

d
 p

u
lls an

d
 h

o
w

 th
ey in

teract 
b

eco
m

es a key to
 reassessin

g
 m

arket d
yn

am
ics 

fo
r th

e n
ex

t year an
d

 b
eyo

n
d

.

2016 w
as a m

ilesto
n

e year, a year o
f im

p
o

rtan
t 

ch
an

g
es fo

r m
arkets, th

e eco
n

o
m

y, an
d

 certain
ly 

p
o

litics. S
&

P
 500 co

rp
o

rate earn
in

g
s tu

rn
ed

 
p

o
sitive reversin

g
 m

o
re th

an
 a year o

f d
eclin

es. 
A

fter a o
n

e-year h
iatu

s, th
e Fed

eral R
eserve 

raised
 rates fo

r th
e seco

n
d

 tim
e in

 th
e cu

rren
t 

cycle, in
 w

h
at m

ig
h

t fi
n

ally b
e th

e start o
f a m

o
re 

reg
u

lar p
ath

 to
 in

terest rate n
o

rm
alizatio

n
. Fears 

o
f d

efl
atio

n
 sh

ifted
 to

 talk o
f “refl

atio
n

.” O
il 

en
d

ed
 a m

u
lti-year d

eclin
e th

at saw
 p

rices fall 
fro

m
 o

ver $110
/b

arrel in
 2011 to

 a lo
w

 o
f ju

st o
ver 

$
26 in

 Feb
ru

ary 2016. A
n

d
 m

o
st d

ram
atically, 

th
e A

m
erican

 electo
rate reb

u
ked

 th
e p

o
litical 

estab
lish

m
en

t b
y ch

o
o

sin
g

 th
e n

atio
n

’s fi
rst 

p
resid

en
t w

h
o

 h
as h

eld
 n

eith
er a p

rio
r p

o
litical 

o
ffi

ce n
o

r h
ig

h
 m

ilitary ran
k, b

u
t in

stead
 h

as b
u

ilt 
an

 en
tire career in

 th
e p

rivate secto
r. T

h
e U

.S
. 

electio
n

, alo
n

g
 w

ith
 th

e U
.K

.’s referen
d

u
m

 vo
te to

 
leave th

e E
u

ro
p

ean
 U

n
io

n
 (EU

), m
ay also

 co
m

e to
 

b
e view

ed
 as im

p
o

rtan
t m

ilesto
n

es, if it lead
s to

 
n

atio
n

s sh
iftin

g
 aw

ay fro
m

 a d
ecad

es-lo
n

g
 tren

d
 

to
w

ard
 in

creased
 g

lo
b

alizatio
n

.

W
e h

ave alread
y seen

 a n
u

m
b

er o
f ch

an
g

es takin
g

 
p

lace as m
arkets try to

 assess th
e d

yn
am

ic n
ew

 
en

viro
n

m
en

t. H
ead

in
g

 in
to

 th
e N

ew
 Y

ear, in
terest 

rates h
ave m

o
ved

 d
ram

atically, cyclically o
rien

ted
 

valu
e sto

cks h
ave asserted

 m
arket lead

ersh
ip

, an
d

 
o

il p
rices fo

u
n

d
 a n

ew
 fo

o
th

o
ld

 as several m
ajo

r 
o

il p
ro

d
u

cin
g

 co
u

n
tries ag

reed
 to

 p
ro

d
u

ctio
n

 cu
ts. 

N
ew

 g
ears h

ave b
een

 en
g

ag
ed

, en
erg

y is b
u

ild
in

g
 

in
 so

m
e p

laces, relief valves h
ave let o

ff so
m

e 
steam

 in
 o

th
ers, an

d
 m

arket d
rivers h

ave b
een

 
h

o
isted

 an
d

 rep
o

sitio
n

ed
. B

ein
g

 p
rep

ared
 fo

r 
2017 is ab

o
u

t g
au

g
in

g
 th

ese m
arket m

ilesto
n

es, 

u
n

d
erstan

d
in

g
 th

eir sig
n

ifi
can

ce, an
d

 resp
o

n
d

in
g

 
w

ith
o

u
t o

verreactin
g

. T
h

e w
ay to

 assess th
e n

ew
 

en
viro

n
m

en
t is n

o
t to

 ask, “W
h

at’s b
ro

ken
?” 

o
r “W

h
at’s fi

xed
?” b

u
t “H

o
w

 w
ill b

u
sin

esses, 
m

arkets, an
d

 th
e eco

n
o

m
y ad

ap
t?” T

h
e th

em
e 

fo
r tacklin

g
 p

o
rtfo

lio
s m

ay b
e sim

ilar. R
ead

 th
e 

g
au

g
es an

d
 m

ake ad
ju

stm
en

ts, w
h

ile stayin
g

 
strateg

ic an
d

 m
ain

tain
in

g
 a lo

n
g

-term
 view

. 

W
ith

 a likely p
icku

p
 in

 th
e p

ace o
f eco

n
o

m
ic 

g
ro

w
th

 as risin
g

 b
u

sin
ess in

vestm
en

t an
d

 fi
scal 

stim
u

lu
s co

m
p

lem
en

t stead
y co

n
su

m
er sp

en
d

in
g

, 
h

ere are so
m

e key th
em

es w
e’ll b

e w
atch

in
g

:

 
�

S
m

o
o

th
er p

ath
 to

 p
o

licy ch
an

g
es. A

 
R

ep
u

b
lican

 p
resid

en
t w

o
rkin

g
 w

ith
 a 

R
ep

u
b

lican
 C

o
n

g
ress sh

o
u

ld
 sm

o
o

th
 th

e p
ath

 
fo

r im
p

lem
en

tin
g

 p
o

licy ch
an

g
es. B

o
th

 th
e 

tim
in

g
 an

d
 th

e actu
al d

etails o
n

 issu
es su

ch
 

as fi
scal stim

u
lu

s, tax refo
rm

, d
ereg

u
latio

n
, 

an
d

 trad
e w

ill h
elp

 set th
e m

arket d
irectio

n
.

 
�

E
arn

in
g

s g
ro

w
th

 retu
rn

s. W
ith

 th
e earn

in
g

s 
recessio

n
 at an

 en
d

, in
 2017 w

e exp
ect m

id
- to

 
h

ig
h

-sin
g

le-d
ig

it earn
in

g
s g

ro
w

th
 p

o
ten

tially 
su

p
p

o
rted

 b
y an

 acceleratin
g

 U
.S

. eco
n

o
m

y, 
reb

o
u

n
d

in
g

 en
erg

y secto
r p

ro
fi

ts as o
il p

rices 
stab

ilize, an
d

 stead
y p

ro
fi

t m
arg

in
s.

 
�

Fed
 in

 p
lay. Fed p

o
licy is d

riven b
y th

e d
u

al 
m

an
d

ate o
f keep

in
g in

fl
atio

n lo
w

 an
d th

e eco
n

o
m

y 
n

ear m
axim

u
m

 em
p

loym
en

t. B
o

th sid
es o

f 
th

e m
an

d
ate m

ay lo
o

k d
ifferen

t in 2017, as th
e 

lab
o

r m
arket ap

p
ro

ach
es full em

p
loym

en
t an

d
 

in
fl

atio
n

ary p
ressures in

crease. 

G
au

g
in

g
 th

e m
arket m

ilesto
n

es as th
ey im

p
act 

2017 w
ill req

u
ire a g

o
o

d
 p

lan
 an

d
 th

e rig
h

t 
attitu

d
e. It’s ab

o
u

t sm
art, n

o
t fast; p

atien
ce, n

o
t 

im
p

u
lsiven

ess; ju
d

icio
u

s ad
ap

tatio
n

, n
o

t careless 
retu

rn
-ch

asin
g

. A
fter a m

o
m

en
to

u
s year, u

se 
LP

L R
esearch

’s O
u

tlo
o

k 2017: G
au

g
in

g
 M

arket 
M

ilesto
n

es to
 h

elp
 keep

 a fi
rm

 b
u

t resp
o

n
sive 

to
u

ch
 o

n
 th

e co
n

tro
ls an

d
 eyes o

n
 th

e rig
h

t 
g

au
g

es as yo
u

 p
u

rsu
e yo

u
r fi

n
an

cial g
o

als.

Policy drivers
Em

phasis on sm
all cap friendly 

policy likely to be w
ell-

received early in the year.

Cycle drivers
Cycle favors large caps, but 

policy influence m
ay continue.

Policy pending: corporate tax 
reform

 m
ay benefit sm

all caps;  
cash repatriation m

ay 
benefit large caps. 

Cyclical
Econom

ic grow
th, reflation 

m
ay benefit cyclicals.

Defensive
Rate sensitivity, low

er grow
th 

potential m
ay lim

it gains.

Leading indicators show
 

low
 odds of recession.

Balanced
Earnings grow

th, yield curve 
m

ay put cyclically-oriented 
value on par w

ith grow
th.

Unbalanced
Cyclicals versus defensives 
likely to be m

ore im
portant 

than value versus grow
th.

Technology and healthcare 
m

ay re-em
erge w

ith 
reassurance on policy risks.

U.S.
Supportive econom

ic 
backdrop w

ith good prospects 
for earnings grow

th.

Developed international
Elections, B

rexit follow
-

through m
ay lim

it upside.

Risks have increased for 
em

erging m
arkets, but 

fundam
entals rem

ain strong.

Intermediate-term bonds
B

elow
-benchm

ark duration 
m

ay be able to w
eather a 

m
odest rise in rates.

Long maturity
H

igher sensitivity  
to rate changes.

Investm
ent-grade corporates’ 

m
odest credit risk m

ay help offset 
typically longer m

aturities.

Moderate credit sensitivity
Valuations richer, but econom

ic 
grow

th w
ould be supportive.

High quality
Can be an im

portant diversifier, 
but low

er return opportunity.

B
ank loans' adjustable rate 

low
ers interest rate sensitivity. 
Credit risk m

ay be low
 if 

econom
ic grow

th im
proves.

Power Up
Power Down

Standby Mode
Consider activating these investm

ent 
ideas in portfolios in 2017.

Investm
ent ideas that m

ay be 
running out of juice in 2017.

W
ithin a supportive environm

ent, 
m

onitor these potential opportunities.

Size

Economic 
Cycle

Style

Geography

Maturity

Credit  
Quality

 

2
3



4
5

I
n 2016, the U

.S
. econom

y navigated som
e difficult 

challenges including low
 oil prices, a strong dollar, 

tightening financial conditions, and the threat of 
deflation. A

s w
e turn the calendar to 2017, concerns have 

shifted. O
il prices have stabilized; w

hile the dollar, despite 
receiving a post-election boost, is unlikely to create 
the kinds of headw

inds it created over the last three 
years. Increased anxiety over deflation in 2015 and early 
2016 has flipped to “reflation” concerns. C

onversations 
about fiscal austerity, through m

echanism
s like budget 

sequestration that left the econom
y relying on m

onetary 
stim

ulus through the Federal R
eserve (Fed

), have turned 
to a drum

 beat for fiscal stim
ulus through tax reform

 and 
infrastructure spending w

hile the Fed slow
ly norm

alizes 
m

onetary policy. W
e have even started to see steadying 

in the m
anufacturing sector, follow

ing contraction under 
the influence of low

 oil prices, a strong dollar, and w
eaker 

global grow
th. A

lthough the econom
y rem

ains m
ore 

fragile than during m
ost prior expansions, these turning 

points have m
arked the econom

y’s ability to navigate a 
challenging period.

Momentum Shifts
Taking into account all of these m

ilestones, w
e believe 

the econom
ic recovery that began in m

id-2009 w
ill likely 

pass its eighth birthday in 2017, as leading econom
ic 

indicators continue to suggest low
 odds of a recession 

starting next year. H
ow

ever, the risk of a recession due 
to a policy m

istake has risen over the course of 2016. The 
pro

-grow
th policies likely to be enacted in the first half of 

2017 by Trum
p, including corporate and personal tax cuts, 

increased spending on infrastructure and defense, and 
deregulation, m

ay help to boost econom
ic grow

th in 2017 
and 2018 and increase the econom

y’s potential grow
th 

rate (w
hile changing the m

ix of grow
th drivers). H

ow
ever, 

they m
ay also lead to som

e of the “overs” that tend 
to em

erge at the end of expansions (overconfidence, 
overborrow

ing, overspending
), naturally accelerating the 

econom
ic cycle and bringing a recession sooner than 

otherw
ise m

ight have been the case.

Focusing on 2017, betw
een the econom

ic m
om

entum
 

that started in late 2016, the boost from
 fiscal policy 

likely to be enacted by m
id-2017, and a m

ore business-
friendly regulatory environm

ent, real gross dom
estic 

product (G
D

P
) grow

th m
ay accelerate to a range closer 

to 2.5%
 in 2017, after spending m

ost of the first seven-
plus years of the expansion averaging just over 2.1%

. 
The boost in 2017 com

es as the m
ain drivers of grow

th 
shift from

 an em
phasis on the consum

er to a m
ix that 

includes m
anufacturing, capital expenditures, and 

governm
ent spending [Fig

u
re 1]. P

otential contribution 
from

 trade (net exports) rem
ains a w

ild card, as the 
Trum

p adm
inistration’s trade policies, w

hile attem
pting 

to shift the balance of exports and im
ports, m

ay have a 
dam

pening im
pact on long-term

 trade grow
th. In addition, 

the deficit could m
ake a com

eback as a key econom
ic 

topic for m
arkets and policym

akers in the afterm
ath of a 

potential shift to fiscal stim
ulus through low

er taxes and 
increased infrastructure and m

ilitary spending.

The tim
ing of the passage of Trum

p’s proposals on 
taxes and infrastructure, as w

ell as the speed of 
im

plem
entation, w

ill be an im
portant factor in their 

grow
th im

pact in 2017. W
e assum

e passage by m
id-

year 2017 [Fig
u

re 2], but an earlier passage and start 
to im

plem
entation w

ould pull m
ore of the grow

th effect 
forw

ard into 2017, w
hile passage and im

plem
entation 

delays into late 2017 m
ay push back the im

pact on 
grow

th, em
ploym

ent, and inflation until very late 2017 or 
early 2018.

O
f course, new

 risks could be around the corner. The 
Fed m

ay start raising rates in earnest, if slow
ly, after a 

one-year hiatus betw
een D

ecem
ber 2015 and D

ecem
ber 

2016. R
aising rates at this stage w

ould sim
ply reflect an 

im
proving econom

y, but finding the proper pace for rate 
increases w

ill be a challenge. P
resident-elect D

onald 
Trum

p has expressed intentions to renegotiate trade 
agreem

ents, but w
ill face the challenge of im

proving 
them

 w
ithout starting a harm

ful trade w
ar. A

nd although 
fiscal stim

ulus m
ay give a boost to grow

th, long-term
 

challenges for the federal debt and budget deficit loom
 in 

the background.

Path to Normalization: Federal Reserve Is Fueling Up
A

t the start of 2016, the disconnect betw
een the 

Federal R
eserve and the federal funds futures m

arket 
about the anticipated future direction of m

onetary policy 
w

as striking. The Fed, w
hich had just initiated its first 

tightening cycle in m
ore than 11 years in D

ecem
ber 2015, 

anticipated raising rates by 200 basis points (2.0%
)* over 

the course of 2016 and 2017, w
hich w

ould put the fed 
funds target rate at around 2.375%

 by the end of 2017. 
M

eanw
hile, the m

arket w
as pricing in just four 25 basis 

point hikes over the course of 2016 and 2017, putting the 
fed funds target rate at just 1.375%

 by year-end 2017. 
The 100 basis point disparity, the equivalent of four 25 
basis point rate hikes, w

as so w
ide that it led to a num

ber 
of destabilizing global im

balances in the first few
 m

onths 
of 2016, w

hich in turn contributed to the financial m
arket 

turm
oil over the first six w

eeks of the year.

A
s of late 2016, the Fed has raised rates just once m

ore, 
at its final m

eeting of the year in D
ecem

ber, leaving the 
fed funds target rate at about 0.625%

. If its outlook for 
the econom

y, labor m
arket, and inflation is m

et, the Fed 
said it w

ould raise rates 75 basis points in 2017 and 75 
basis points in 2018, leaving the fed funds target rate at 
2.125%

 at the end of 2018. M
eanw

hile, the m
arket now

 
sees roughly tw

o hikes in 2017 and tw
o in 2018, putting 

the fed funds target rate around 1.825%
 at year-end 

2018. A
t around 25 basis points, the disagreem

ent on 
the path of rates over the next tw

o years is likely to prove 
m

uch m
ore m

anageable for global m
arkets to absorb than 

the 100 basis point gap at the start of 2016.

O
ur view

 is that w
e m

ay m
eet the Fed’s forecasts for the 

econom
y, labor m

arket, and inflation in 2017, leading the 
Fed to raise rates tw

ice during the year. The econom
y 

m
ight receive a boost from

 fiscal stim
ulus, w

hich can 
lead to a virtuous cycle of added confidence and the 
release of w

hat econom
ists colorfully refer to as the 

econom
y’s “anim

al spirits,” w
here greater confidence 

leads to increased activity. If this happens, it w
ill push 

G
D

P
 grow

th above its currently m
uted potential, tighten 

resources, increase labor costs, and ultim
ately drive 

inflation. G
iven this possibility, our estim

ate of tw
o rate 

hikes has an upw
ard bias w

ith three hikes m
ore likely than 

one, especially if inflation m
oves above 2.0%

 and rem
ains 

there, as w
e expect.

%
100806040200

-20
‘83–’90

‘91–’00
‘02–’07

‘09–’14
‘15–Present

M
edian %

 Contribution to GDP During Expansions 
Consum

er Spending
Federal G

overnm
ent

B
usiness Investm

ent
2017 Estim

ate

Source: LPL Research, Bureau of Econom
ic Analysis   11/30/16

*Chart does not include all econom
ic sectors that m

ake up GDP. Total GDP rescaled to reflect m
edian contributions. 2009 – 2014 and 2015 to present are both 

part of the current expansion and are separated to highlight the recent econom
ic environm

ent.

G
D

P Could Receive a B
oost From

 a B
etter M

ix of G
row

th D
rivers

1

President
Action

Date Passed
M

onths Into N
ew

 Term

Kennedy
Spending Increases

Jun ‘61
5

N
ixon

Tax Cut
D

ec ‘69
11

Ford
Tax Cut

M
ar ‘75

7

Reagan
Tax Cut

A
ug ‘81

7

Clinton
Tax Increase

A
ug ‘93

7

G
eorge W

. B
ush

Tax Cut
Jun ‘01

5

O
bam

a
Tax Cut and Spending Increases

Feb ‘09
1

A
verage:

6 M
onths

There’s Typically a Six-M
onth D

elay from
 Taking O

ffice to Fiscal Legislation

Source: LPL Research   11/30/16

2
ECONOM

Y

*Basis points (bps) refer to a com
m

on unit of m
easure for interest rates and other percentages in finance. One basis point is equal to 1/100th of 1%

, or 0.01%
, and is 

used to denote the percentage change in a financial instrum
ent.

APPROACHING MID-CYCLE 
ACCELERATION
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Pressure Increases on Labor Market
The disconnect betw

een the Fed and the m
arket 

regarding the path of interest rates w
ill likely narrow

 
further in 2017; how

ever, the disconnect betw
een the 

Fed and the m
arket on the labor m

arket w
ill likely w

iden. 
The m

arket m
ay view

 a potential slow
dow

n in the pace 
of job creation as a recession signal, w

hile the Fed m
ay 

continue to see it as consistent w
ith a labor m

arket near 
full em

ploym
ent.

Since early 2010, the unem
ploym

ent rate has dropped from
 

nearly 10%
 to the m

ost recent reading of 4.6%
, a new

 
cycle low

. In its m
ost recent set of econom

ic projections 
(released in m

id-D
ecem

ber 2016
), the Fed’s policy arm

, 
the Federal O

pen M
arket C

om
m

ittee (FO
M

C
), projected 

the unem
ploym

ent rate at 4.5%
 by the end of 2017, just 

a m
odest im

provem
ent from

 current levels. Fed C
hair 

Janet Yellen has noted that although the unem
ploym

ent 
rate is not the perfect m

easure of slack in the labor force, 
if she had to focus on just one num

ber, that w
ould be it. 

O
f course Yellen has often noted that the Fed w

atches 
a “broad range of labor m

arket indicators” to gauge the 
health of the labor m

arket [see “Em
p

loym
en

t P
ro

g
ress 

M
o

n
ito

r”]. O
n balance, all but a handful of these indicators 

have returned to their pre-G
reat R

ecession levels.

O
ne of the reasons the Fed cares about the labor 

m
arket is that less slack in the labor m

arket leads to 
w

age pressures. W
ages represent around tw

o
-thirds 

of business costs and, over tim
e, higher w

ages lead 
to higher inflation. W

age inflation (as m
easured by the 

year-over-year gain in average hourly earnings) has m
oved 

from
 a low

 of near 1.5%
 in 2012 to near 3.0%

 at the end 
of 2016, but has not yet reached its pre-G

reat R
ecession 

pace of 4 – 4.5%
. B

ut the m
arket, and perhaps even 

the Fed, m
ay be surprised by how

 quickly w
ages could 

accelerate tow
ard pre-G

reat R
ecession levels even if job 

creation slow
s in 2017.

In the six years from
 early 2010 (w

hen the U
.S

. econom
y 

began regularly creating jobs again after the end of the 
G

reat R
ecession) to m

id-2016, the econom
y created a 

total of just under 15 m
illion jobs, or an average of just 

under 200,000 per m
onth. S

ince the m
iddle of 2016, job 

creation has slow
ed to 175,000 per m

onth and is likely to 
slow

 further over the course of 2017. A
 few

 Fed officials 
are on record saying m

onthly job grow
th as low

 as 80,000 
per m

onth w
ould be sufficient to push the unem

ploym
ent 

rate low
er, but the center of gravity of the Fed probably 

sees that num
ber closer to 100,000 – 125,000. A

s w
e 

look ahead to 2017, w
e continue to expect a slow

dow
n 

in job creation as the recovery m
atures, but in our view

 it 
w

ould take a slow
dow

n to around 25,000 – 50,000 jobs 
per m

onth to signal that a recession is im
m

inent. The 
m

arket, on the other hand, m
ay see a fairly typical later-

cycle slow
dow

n in jobs to the 100,000 to 125,000 per 
m

onth range as a recession signal.

Inflation Bubbles Up, But Doesn’t Boil Over
In the afterm

ath of the G
reat R

ecession, inflation 
expectations have sw

ung betw
een concerns over hyper-

inflation in the years follow
ing the launch of quantitative 

easing (Q
E

) in 2009 to concerns about deflation in late 
2015, as the im

pact of sharply low
er oil prices and plenty 

of spare global capacity exacerbated already slow
 G

D
P

 
grow

th. In general, slow
 econom

ic grow
th, spare capacity 

(available labor and production resources), and the 
globalization of product and labor m

arkets have all acted 
as restraints on inflation in recent years, and except for a 
few

 brief periods in 2009 and early 2015, the C
onsum

er 
P

rice Index (C
P

I) has exhibited neither hyperinflation (as 
feared in response to central bank “m

oney printing”) 
nor protracted deflation. Instead, the C

P
I experienced 

stagnant or declining (but still positive) grow
th, also 

know
n as disinflation, for m

uch of this recovery. Fears 
of deflation by late 2015 had led to ram

ped-up efforts by 
central banks outside the U

.S
. to expand Q

E
 and a year-

long delay in the Fed raising rates a second tim
e.

B
y the second half of 2016, in the U

.S
. at least, the 

factors pushing inflation higher m
ay have begun to 

w
in the battle over disinflationary forces, m

arking an 
im

portant transition for the econom
y [Fig

u
re 3]. For 

m
ost of 2015 and 2016, as headline C

P
I w

as held dow
n 

by falling oil prices, inflation in the service sector (w
hich 

accounts for 80%
 of G

D
P

 and tw
o

-thirds of the C
P

I) 
accelerated to a new

 cycle high of 3.0%
. G

oods prices 
(one-third of the C

P
I), w

hich have been in a deflationary 
environm

ent for m
ost of the past three years, rem

ained in 
negative territory for the m

ajority of 2016, but as oil prices 
stabilized near $

45
/barrel in late 2016, goods deflation 

began to give w
ay to year-over-year price increases. If oil 

and gasoline prices stay in their recent ranges, the C
P

I 
for com

m
odities w

ill turn positive in early 2017 and push 
overall C

P
I above the Fed’s 2%

 target.

How to Invest
The second half of an econom

ic cycle usually sees 
increased financial m

arket volatility, and w
e believe the 

current cycle m
ay continue that pattern. B

ut despite 
the greater uncertainty that com

es w
ith a potentially 

less accom
m

odative Fed, increased policy uncertainty, 
and the broad increase in populist political m

ovem
ents, 

w
e believe econom

ic m
ilestones passed in 2016 have 

provided an im
proved backdrop for corporate A

m
erica 

that w
ill help support equities w

hile creating a m
ild 

headw
ind for bonds.

H
istorically, w

hen the 10
-year Treasury yield has been 

below
 5%

, stock m
arket returns and interest rates have 

tended to rise and fall together (positive correlation) 
[see Fig

u
re b

elo
w

]. W
hen rates are still relatively 

low
, rising rates usually indicate im

proving grow
th 

prospects, w
hile the risk that the econom

y w
ill soon 

overheat tends to rem
ain low

. A
t higher interest rate 

levels, how
ever, rising rates have historically been 

associated w
ith below

-historical stock perform
ance, 

as higher corporate borrow
ing costs, the im

pact of 
a potentially stronger dollar on exports and overseas 
profits, and possibly undesirable levels of inflation 
create added risk for equities.

Interest rates currently rem
ain low

 w
ith the 10

-
year Treasury yield still in the 2.25 – 2.75 range as 
2016 ends —

 good new
s for stocks —

 although w
e 

acknow
ledge that unconventional Fed policy, an 

unusually long period of low
 interest rates, and low

er 
potential G

D
P

 grow
th m

ay m
ean that interest rates 

could begin to w
eigh on stock m

arket gains at levels 
below

 5%
. S

till, w
e believe stocks have som

e cushion 
before the negative consequences of higher rates 
overtake the potential lift from

 better grow
th.

Source: LPL Research, Bureau of Labor Statistics, Haver Analytics    11/30/16

Shaded area indicates recession.

The Consum
er Price Index (CPI) is a m

easure of the average change over tim
e in the prices paid by urban consum

ers for a m
arket basket of consum

er goods and services.

Com
m

odity-linked investm
ents m

ay be m
ore volatile and less liquid than the underlying instrum

ents or m
easures, and their value m

ay be affected by the perform
ance of 

the overall com
m

odities baskets as w
ell as w

eather, geopolitical events, and regulatory developm
ents.

Com
m

odities and Services A
re B

oth Contributing to H
igher Inflation

3

CPI, Year-over-Year %
 Change

%840-4-8
‘02

‘04
‘06

‘08
‘10

‘12
‘14

‘16

H
eadline

Service Sector
G

oods

H
ow

 w
orried should stock investors be about higher bond yields?

Source: Bloom
berg, FactSet   11/30/16

Data since 1968.

Correlation ranges betw
een -1 and +1. Perfect positive correlation 

(a correlation co-efficient of +1) im
plies that as one security m

oves, 
either up or dow

n, the other security w
ill m

ove in lockstep, in the sam
e 

direction. Alternatively, perfect negative correlation m
eans that if one 

security m
oves in either direction the security that is perfectly negatively 

correlated w
ill m

ove in the opposite direction. If the correlation is 0, the 
m

ovem
ents of the securities are said to have no correlation; they are 

com
pletely random

.

Stocks N
ot H

urt as M
uch by Higher Interest Rates W

hen Rates A
re Low

2-Year Correlation Betw
een S&

P 500 &
 10-Year Treasury Yield

10-Year Treasury Yield

%
181614121086420
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-0.4
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0.0
0.2

0.4
0.6
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O
ver the course of 2014, Fed 

Chair Janet Yellen m
entioned 

several labor m
arket indexes 

that she and other Federal O
pen 

M
arket Com

m
ittee (FO

M
C

) 
m

em
bers w

ere w
atching closely 

to assess the effectiveness of 
m

onetary policy. In M
ay 2014, Fed 

staffers released a w
hite paper 

introducing the Labor M
arket 

Conditions Index (LM
CI). This 

paper received a great deal of 
attention from

 m
arket participants 

w
ho believed it m

ay contain 
clues to the tim

ing of interest 
rate hikes. Several of these labor 
m

arket indexes —
 w

hich have 
been referred to as the “Yellen 

indicators” —
 are being closely 

m
onitored by the Fed chair and 

the FO
M

C. This infographic details 
the progress of these indicators 
over the last tw

o years. In our 
view

, m
ovem

ent tow
ard m

axim
um

 
em

ploym
ent keeps the Fed on 

track to raise rates tw
ice in 2017, 

w
ith three m

ore likely than one.

Label
D

escription
Prerecession 

High – Recession Low
Current 
Reading

Change 
From

 2015

U
R

Unem
ploym

ent rate: %
 of labor force

4.40%
 – 10.00%

4.6%
23%

LFPR
Labor force participation rate: year-over-year change, %

 of unem
ployed

0.4%
 – -1.1%

0.2%
13%

PTER
Part-tim

e em
ploym

ent for econom
ic reasons: %

 of labor force
2.7%

 – 6.7%
3.7%

27%

LTU
Long-term

 unem
ployed: 27 w

eeks or m
ore, %

 of unem
ployed

15.9%
 – 45.3%

24.8%
24%

D
U

Duration of unem
ploym

ent: w
eeks

7.3 – 25
10.1

20%

PPE
Private payroll em

ploym
ent: m

illions of w
orkers

116.0 – 107.2
122.9

58%

G
PE

Governm
ent payroll em

ploym
ent: m

illions of w
orkers

22.6 – 21.8
22.2

43%

TH
E

Tem
porary help em

ploym
ent: m

illions of w
orkers

2.7 – 1.7
3.0

8%

AW
H

Average w
eekly hours (jobs): hours

33.9 – 33.0
33.6

-22%

AW
HPW

Average w
eekly hours of persons at w

ork: hours
39.7 – 36.2

38.3
-11%

W
R

W
age rates: average hourly earnings, year-over-year %

 change
4.2%

 – 1.3%
2.4%

5%

H
W

Com
posite help-w

anted: index
4250 – 2750

4723
-23%

H
R

Hiring rate: %
 of payroll em

ploym
ent

4.5%
 – 3.2%

3.5%
-31%

TRU
E

Transition rate from
 unem

ploym
ent to em

ploym
ent : %

 of unem
ploym

ent
29.6%

 – 15.9%
25.3%

13%

JPH
G

Jobs plentiful vs. hard to get: diffusion index
11.4%

 – -46.1%
4.8

9%

H
P

Hiring plans: diffusion index
19%

 – -10%
15%

17%

JH
F

Jobs hard to fill: %
31%

 – 8%
31%

30%

IU
R

Insured unem
ploym

ent rate: %
 of covered em

ploym
ent

1.9%
 – 5.0%

1.5%
10%

JLO
S

Job losers unem
ployed less than 5 w

eeks: %
 of em

ploym
ent

45.4%
 – 14.7%

36.3%
31%

Q
R

Q
uit rate: %

 of payroll em
ploym

ent
60%

 – 39%
61%

15%

JLEA
Job leavers unem

ployed less than 5 w
eeks: %

 of em
ploym

ent
48.8%

 – 17.5%
34.0%

5%

Source: LPL Financial Research, Bureau of Labor Statistics, Haver Analytics   11/30/16
The tim

e fram
e for all data is the last 12 years: 2004–2016.

Have reached or exceeded their prerecession levels

Tracking Yellen’s Indicators

Employment Labor ForceJob MarketLayoffs & Quits

8
9
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I
n 2016, w

e saw
 tw

o key events that m
ay be 

rem
em

bered as im
portant m

arkers in a reversal of trends 
favoring increased globalization and free trade loosely in 

place since the end of W
orld W

ar II: the U
.K

.’s referendum
 

vote to leave the EU
 (“B

rexit”) and the U
.S

. election, w
here 

both candidates had cam
paigned on free trade skepticism

. 
Trum

p’s trade platform
, w

hich included renegotiating the 
N

orth A
m

erican Free Trade A
greem

ent (N
A

FTA
), the 

im
position of select trade tariffs, and a m

ore aggressive 
stance on foreign currency, w

as decidedly stronger. 
These tw

o votes, grow
ing from

 the unevenly distributed 
(and often m

isunderstood) im
pact of free trade, long-

term
 trends in the global availability of cheap labor, and a 

grow
ing w

ave of populism
, dem

onstrated the pow
er of the 

dem
ocratic process to capture view

s that m
ay have fallen 

off the radar of the political establishm
ent. This populist and 

anti-globalization sentim
ent w

ill also be a m
ajor factor in 

several upcom
ing political events across Europe.

These econom
ic and political forces and their uncertain 

im
pact on trade and currencies are casting a cloud over 

the im
proving econom

ic and corporate fundam
entals 

in m
any regions internationally. In particular, em

erging 
m

arkets (E
M

) have show
 signs of life after seeing near 

flat earnings grow
th since 2011, w

ith earnings grow
th 

tracking to 15%
 in 2016 and further grow

th projected in 

2017, based on the M
S

C
I E

m
erging M

arkets Index analyst 
projections. D

espite fundam
ental im

provem
ents, E

M
 has 

not experienced the expansion in its price-to
-earnings 

ratio seen in developed foreign m
arkets and the U

.S
. 

over the last several years, m
aking it attractively valued 

on both a relative and absolute basis. D
eveloped foreign 

m
arkets’ earnings, as defined by the M

S
C

I E
A

FE
 Index, 

are tracking tow
ard flat to very m

odest grow
th in 2016, 

and have reasonable grow
th expectations for 2017, based 

on analyst consensus. O
verall, if the aforem

entioned 
political issues w

ere not loom
ing, the outlook for both 

m
arkets, particularly E

M
, w

ould be m
ore positive.

Adjustments Ahead:  
Caution Remains Amid Political Uncertainty
D

espite these positive developm
ents, w

e rem
ain cautious 

on both developed foreign and E
M

 econom
ies and 

m
arkets. They rem

ain an im
portant part of a strategic 

asset allocation plan, and w
e recom

m
ended establishing 

m
odest positions in E

M
 early in 2016, but w

ould 
only strengthen the recom

m
endation under the right 

conditions. W
e w

ill w
atch these econom

ic and political 
events closely to determ

ine if and w
hen an additional 

investm
ent m

ight be w
arranted. The greatest risk m

ay 
be in Europe. O

ver the next year, Europe w
ill continue to 

see several im
portant tests of the shifting global political 

m
ood reflected in the B

rexit vote and U
.S

. election, 
highlighted by elections in France and G

erm
any, and 

political w
rangling around the structure and tim

ing of the 
U

.K
.’s exit from

 the E
U

. A
n Italian referendum

 vote in 
D

ecem
ber 2016 continued the trend of populist victories, 

although the outcom
e of presidential elections in A

ustria 
w

ere considered pro
-E

U
. P

artial w
ithdraw

al from
 the E

U
, 

and perhaps even a rejection of the euro, are at issue in 
all of these political events, even if not form

ally on the 
ballot. This w

as not the case w
ith the B

rexit vote, since 
the U

.K
. never adopted the euro and continues to use the 

pound. W
hile the B

rexit vote w
as m

om
entous, a change 

in currency for any individual country w
ould be m

uch 
m

ore difficult, and riskier, than just leaving the E
U

, and a 
deeper threat to both the euro and the E

U
 itself.

The im
pact of the changing global policy environm

ent 
on currencies also bears careful m

onitoring. The relative 
strength of the U

.S
. dollar is a m

ajor factor in the 
perform

ance of international investm
ents. Follow

ing 
the U

.S
. election, the dollar has rallied against alm

ost all 
m

ajor currencies after m
oving in a broad trading range 

since the beginning of 2015 [Fig
u

re 4]. C
ontinued dollar 

strength that recreates the strong dollar environm
ent of 

m
id

-2014 to early 2015, w
hen the dollar gained 20 – 25%

 
in a short period, w

ould w
eigh heavily on all non

-U
.S

. 
assets, both equity and debt, in both developed and 
em

erging m
arkets. D

espite the possibility of som
e dollar 

gains in 2017, w
e have long held that the dollar w

ill 
likely face long

-term
 headw

inds due to the w
eight of 

the U
.S

. budget and trade deficits and an increm
entally 

decreasing role in global trade. Trum
p’s policy im

pact 
on the U

.S
. budget deficit in particular m

ay solidify 
the bearish long

-term
 m

acroeconom
ic backdrop for 

the dollar that is already in place, likely im
proving the 

benefits of international diversification looking beyond 
2017 in the absence of any m

ajor destabilizing event.

How To Invest
D

espite im
proved fundam

entals and attractive 
valuations, especially in em

erging m
arkets, w

e w
ould 

w
ant to see som

e further evidence of dollar stability 
before adding to positions. S

hould the dollar stabilize, 
em

erging m
arkets m

ay provide a particularly attractive, 
albeit a higher risk, opportunity. The prim

ary risks to 
international investing are a stronger dollar and changes 
to trade policy. These risks have us cautious on both 
developed and em

erging m
arkets. H

ow
ever, given the 

strength in underlying earnings grow
th in em

erging 
m

arkets, these m
arkets are now

 better positioned 
to w

eather a stronger dollar than they w
ere in 2014 

or 2015. C
urrency hedging rem

ains a viable option 
in developed m

arkets, particularly in E
urope, to help 

dam
pen som

e of the investm
ent risks in those m

arkets.

Source: LPL Research, Bloom
berg   11/30/16 

Currency risk is a form
 of risk that arises from

 the change in price of one currency against another. W
henever investors or com

panies have assets or business 
operations across national borders, they face currency risk if their positions are not hedged.

A
fter a M

ulti-Year D
ow

ntrend, the U
.S. D

ollar Is Testing the Top of its Recent 18-M
onth Range 
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Potential 
Breakout

O
ne reason em

erging m
arket (E

M
) assets had 

been attractive for U
.S

. and E
uropean investors 

is their higher yields com
pared w

ith the low
, and 

even negative, rates across developed m
arkets 

outside the U
.S

. L
arge global investors have been 

borrow
ing m

oney in developed m
arkets and buying 

higher yielding E
M

 assets, a practice referred to as 
the “carry trade.” The spike in global interest rates 
after the U

.S
. election has m

ade the carry trade 
less attractive. It has also m

ade the trade riskier for 
those w

ho borrow
ed m

oney in a currency that has 

been appreciating (such as the U
.S

. dollar). This 
“unw

inding” of the carry trade has exacerbated the 
m

ovem
ent of investors out of E

M
 assets (equity, 

debt, and currencies) and back into U
.S

. dollar-
denom

inated assets. A
lthough this unw

inding can 
cause significant short-term

 volatility, such as the 
recent rise in the dollar and decline in international 
assets, it also tends to be a tem

porary phenom
enon. 

C
urrency values can adjust sharply to changing 

interest rates and other factors, but they typically 
stabilize after a period of tim

e.

Letting O
ff Steam

: The Carry Trade

INTERNATIONAL

GLOBAL BALANCING ACT

The European Union (EU
) is a group of 28 countries that have 

m
any com

m
on policies in areas such as trade, agriculture, 

the environm
ent, and consum

er protection. Essential to 
the EU are the “four freedom

s,” freedom
 of m

ovem
ent for 

people, capital, trade, and services. M
ost, though not all, of 

the countries in the EU use the euro as their currency. These 
countries are referred to as the Eurozone.
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S
tocks fundam

entally represent ow
nership of a share 

of a com
pany (i.e., equity), and appreciation in stock 

prices is ultim
ately driven by earnings grow

th. S
&

P 500 
earnings passed an im

portant m
ilestone in 2016, returning 

to grow
th in the third quarter after m

ildly contracting for 
several quarters during an extended m

id-cycle earnings 
recession. E

xpected m
id- to high-single-digit earnings 

gains from
 corporate A

m
erica in 2017 should help support 

the continuation of the nearly eight-year-old bull m
arket 

for U
.S

. equities, and w
e expect m

id-single-digit returns 
for the S

&
P 500 in 2017, consistent w

ith historical m
id-to-

late econom
ic cycle perform

ance. In addition to earnings 
grow

th, w
e expect those gains to be driven by: 1) a pickup 

in U
.S

. econom
ic grow

th, partially due to fiscal stim
ulus, 2) 

stable valuations as m
easured by the price-to-earnings ratio 

(a stable price-to-earnings ratio (P
E

) of 18 – 19
), and 3) an 

expansion in bank lending. H
ow

ever, gains w
ill likely com

e 
w

ith increased volatility as the econom
ic cycle ages further 

and interest rates m
ay rise, increasing borrow

ing costs and 
m

aking bonds a m
ore com

petitive alternative to stocks. 
R

isks to our forecast include:

 
�

a sharp rise in inflation that leaves the Fed playing 
catch-up;

 
�

a trade w
ar w

ith key U
.S

. trading partners; or

 
�

a policy m
istake, dom

estic or foreign, that causes a 
recession or significant m

arket disruption.

Mid-Cycle Support Suggests Solid Stock Market Gains
O

ur forecast for U
.S

. econom
ic grow

th in 2017 supports 
our expectation for stock m

arket gains next year and 
the continuation of the bull m

arket past its eighth 
birthday. In years w

hen the U
.S

. econom
y does not enter 

recession, the S
&

P
 500 produced an average gain of 

12%
. These num

bers are also consistent w
ith the first 

year of the presidential cycle. In the first year of the four-
year presidential cycle (as 2017 w

ill be), w
hen the U

.S
. 

econom
y does not enter into a recession, the S

&
P

 500 
posts gains 92%

 of the tim
e, w

ith an average return of 
9.3%

 (data back to 1950
) [Fig

u
re 5]. † 

Company Earnings Picking Up Steam
E

arnings grow
th returned in late 2016 and m

ay continue to 
gain m

om
entum

 in the com
ing year. W

e expect earnings 
grow

th in the m
id- to high-single-digits in 2017, w

ell above 
the flat earnings of 2016 and m

ore consistent w
ith long-

term
 averages. B

etter econom
ic grow

th, potentially the 
fastest since the end of the G

reat R
ecession, w

ould be 
supportive of corporate profits [Fig

u
re 6]. O

ur forecast of 

4 – 5%
 nom

inal U
.S

. G
D

P grow
th (real G

D
P plus inflation as 

m
easured by C

P
I) m

akes the consensus revenue grow
th 

forecast for 2017 of 5.6%
 achievable. H

istorically, nom
inal 

G
D

P grow
th has correlated w

ell w
ith S

&
P 500 revenue 

grow
th. The Institute for S

upply M
anagem

ent’s (IS
M

) 
P

urchasing M
anagers’ Index (P

M
I) for m

anufacturing, 
w

hich has show
n high correlation to corporate profits 

historically, has been above 50 in the last three m
onths of 

2016 (S
eptem

ber through N
ovem

ber data) and eight out of 
the past nine m

onths, w
hich is also an encouraging sign.

Profit Margin Headwinds Emerging?
O

verall, corporate profit m
argins have been resilient 

despite the energy dow
nturn as com

panies have done a 
terrific job controlling costs. W

age pressures (the biggest 
com

ponent of com
panies’ costs) are starting to build 

and m
ay continue to do so in 2017 as steady job grow

th 
likely continues. M

inim
um

 w
age increases in som

e states 
add to the upw

ard pressure, along w
ith the potential for 

higher borrow
ing costs as interest rates and com

m
odity 

prices rise. Lackluster productivity gains in recent years 
m

ake m
argin expansion even tougher. P

rofit m
argins m

ay 
have a challenging tim

e returning to the record highs set 
in late 2014, but w

e expect them
 to at least hold steady 

as energy sector profitability recovers and overall revenue 
grow

th picks up, w
hich can help profit m

argins through 
scalable operating efficiencies. S

teady m
argins w

ould 
translate revenue grow

th directly through to earnings 
grow

th. Those factors, along w
ith m

odest added support 
from

 share buybacks, m
ay keep our profit grow

th target 
w

ell w
ithin reach.

Energy Sector Profits Return
A

fter m
ore than tw

o years of declines, w
e expect earnings 

grow
th to return to the energy sector in the fourth quarter 

of 2016 (to be reported in early 2017). Falling oil prices and 
the corresponding energy dow

nturn w
ere a significant drag 

on overall U
.S

. corporate profits in 2015 and 2016. The 
dow

nturn had an obvious direct im
pact on the energy sector 

itself, but other industries saw
 an indirect im

pact from
 

energy-related credit losses and a sharp decline in dem
and 

for capital equipm
ent. The energy drag, w

hich w
e estim

ate 
at 5 – 6%

 of S
&

P 500 earnings in 2015 and 4 – 5%
 in 2016, is 

expected to com
pletely reverse in 2017 assum

ing oil prices 
stay at or above current levels.

Should oil prices stay at current levels, the com
m

odity w
ould 

show
 a sharp year-over-year price gain of nearly 30%

 in the 
fourth quarter of 2016; and if oil prices w

ere to average near 
$

50/barrel in 2017, w
hich w

e believe reasonable given our 
econom

ic outlook, oil w
ould be up an average of 18%

 year 
over year com

pared w
ith 2016. H

igher oil prices, along w
ith 

sizable cuts in capital spending and other costs by oil and 
gas producers, m

ay enable the energy sector to generate 
strong earnings next year and help counteract potential profit 
m

argin pressures on other S
&

P 500 sectors. The late 2016 
agreem

ent am
ong som

e global producers to cut production 
m

ay offer som
e support, but the ability of dom

estic shale 
producers to ram

p up production m
ay lim

it the benefit.

Impact From U.S. Dollar Might Be Limited
W

e expect any further rise in the U
.S

. dollar in 2017 to be 
contained, although w

e do consider currency to be one 
of the bigger risks to earnings for the year. The dollar had 
a negligible im

pact on U
.S

. earnings in the third quarter 

Source: LPL Research, FactSet   11/30/16

All indexes are unm
anaged and cannot be invested into directly. Unm

anaged index returns do not reflect fees, expenses, or sales charges. Index perform
ance is not 

indicative of the perform
ance of any investm

ent. All perform
ance referenced is historical and is no guarantee of future results.

*Indicates first year of each four-year presidential cycle. M
id-cycle years (highlighted) are defined as m

ore than a year aw
ay from

 the start or end of a recession.

Stock M
arket G

ains Tend to A
ccom

pany M
id-Cycle Econom

ies
5
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 to -15%
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 to -5%

< -25%
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 to +5%
+5%

 to +15%
+15%

 to +25%
> +25%

A
nnual S&

P 500 G
ains/Losses W

ithout D
ividends Since 1950

M
id-Cycle Years H

ighlighted

1960
1994

1957*
2011

1966
1970

2001*
1978

1962
1984

1977*
1987

1969*
1956

2000
2005*

1981*
2007

2008
2002

1953*
2015

1974
1973*

1990
1992

1972
1951
1983
1963
1976
1999
1967
1996
1950

1961*
2009*

1985*
1980

1991
1955
2003
1998

1989*
2013*
1997*
1975
1995
1958
1954

1968
1959
2004

1949
1965*
1971
2014
1952
1979
1988
2010
1964
2012
2006
1986
1982

1993

Source: LPL Research, Thom
son Reuters, FactSet   11/30/16

Earnings per share (EPS) is the portion of a com
pany’s profit allocated to each outstanding share of com

m
on stock. EPS serves as an indicator of a com

pany’s 
profitability. Earnings per share is generally considered to be the single m

ost im
portant variable in determ

ining a share’s price. It is also a m
ajor com

ponent 
used to calculate the price-to-earnings valuation ratio.
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STOCKS

GEARS ARE TURNING,  
BUT PARTS MAY NEED GREASE

† The m
odern design of the S&

P 500 stock index w
as first launched in 1957. Perform

ance back to 1950 incorporates the perform
ance of predecessor index, the S&

P 90.

Because of their narrow
 focus, specialty sector investing, such as healthcare, financials, or energy, w

ill be subject to greater volatility than investing m
ore broadly across 

m
any sectors and com

panies.
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of 2016 and m
ay only have a m

inim
al negative im

pact 
in the fourth quarter of 2016, after reducing earnings by 
an estim

ated 4 – 5%
 during m

id-2015 w
hen the annual 

increase in the U
.S

. dollar index approached 20%
. S

hould 
the dollar rem

ain at current levels —
 at the high end of its 

recent range —
 the year-over-year change w

ould average 
about 3%

 in 2017.

Earnings and Protectionism
S

&
P

 500 firm
s derive a substantial am

ount of their 
revenue overseas in foreign currencies (w

e estim
ate 

35 – 40%
, on average), so a m

ore protectionist U
.S

. trade 
policy could hurt corporate profits. Trum

p has expressed 
interest in using tariffs on im

ported goods from
 C

hina 
and M

exico in support of fairer trade. It is difficult to 
predict how

 U
.S

. trade policy w
ill play out, but w

e see 
Trum

p m
oderating his stance based on his desire to drive 

econom
ic grow

th, w
hich w

ould be at odds w
ith a strongly 

protectionist policy. C
hecks and balances in C

ongress, 
com

peting priorities, and the tim
e involved in rew

riting 
trade rules suggest the earnings risk from

 trade in 2017 
w

ould be m
anageable.

Elevated Valuations, But For How Long?
Elevated stock m

arket valuations are another risk to our 
forecast, but one w

e believe is only relevant in a scenario 
in w

hich the m
arket begins to, or actually does, price in a 

recession. The current P
E of 18.7 (trailing four quarters) is 

above the long-term
 average of 15.2 going back to 1950, 

and even above the higher post-1980 average of 16.4.

W
e don’t see high valuations as a reason to sell, as they 

have not been good indicators of stock m
arket perform

ance 
over the subsequent year, as show

n in Fig
ure 7. The 

correlation betw
een the S

&
P 500’s P

E and the index’s 
return over the follow

ing year, at -0.31, is relatively low
 

(based on 45 years of data). Stocks can stay overvalued 
longer than w

e m
ight think they should, so w

e focus m
ore 

on m
acroeconom

ic and fundam
ental factors for indications 

of an im
pending m

arket correction or bear m
arket.

How To Invest
W

e see sim
ilar perform

ance betw
een grow

th and value, 
w

ith accelerating econom
ic grow

th and im
proved financial 

sector perform
ance, based on a steeper yield curve and 

reduced regulatory burden, favoring the value style w
hile 

our sector view
s and relative valuations generally favor 

grow
th. S

m
all caps m

ay outperform
 early in 2017, due to 

the possibility of supportive policies and expanding bank 
credit under a Trum

p presidency. A
n aging business cycle 

m
ay favor larger caps later in the year.

O
n a sector basis:

 
�

H
ealthcare m

ay benefit from
 a m

ore 
benign regulatory environm

ent. 

 
�

Technology valuations reflect overly pessim
istic 

expectations based on assum
ed policy im

pact, 
and m

ay present an attractive opportunity. 

 
�

Industrials m
ay benefit from

 increased 
infrastructure spending. 

 
�

R
educed regulatory barriers and potentially higher 

oil prices support m
aster lim

ited partnerships, 
though rising interest rates carry risk.

There are several politically sensitive sectors that m
ay 

get a boost from
 a Trum

p presidency:

E
n

erg
y. Trum

p w
ill likely be positive for fossil fuels. 

H
e has prom

ised less regulation on drilling, along 
w

ith expansion of drilling areas. S
hould oil and natural 

gas prices hold up, som
e pipelines m

ay get built that 
w

ould not have under D
em

ocratic leadership. R
efiners 

m
ay see easing ethanol requirem

ents. C
om

panies tied 
to energy infrastructure m

ay also benefit. A
 risk is that 

increased production sends oil prices dow
n and ham

pers 
sector perform

ance.

Fin
an

cials. The election outcom
e has put upw

ard 
pressure on interest rates and steepened the yield 

curve (the difference betw
een short- and long-term

 
interest rates), supporting bank profitability. Trum

p 
has indicated a desire to roll back financial regulations, 
including the D

odd-Frank W
all S

treet reform
 law

. 
Im

plem
entation of the U

.S
. D

epartm
ent of Labor’s 

fiduciary standard for retirem
ent plan accounts, slated for 

A
pril 2017, could now

 be delayed, w
hich could benefit 

the financial services industry. Finally, deregulation and 
infrastructure spending m

ay boost bank lending.

H
ealth

care. Trum
p has stated his desire to repeal 

and replace the A
ffordable C

are A
ct (A

C
A

), w
hich 

could negatively im
pact the segm

ents of healthcare that 
rely m

ost on A
C

A
-insured patients, such as hospitals. 

B
ut w

ith the form
 of the A

C
A’s potential replacem

ent still 
unclear, it is uncertain how

 m
any people, if any, m

ight 

actually lose coverage. Low
ering drug prices through 

regulatory action is unlikely to be a top priority for Trum
p, 

w
hich is good new

s for pharm
aceuticals and biotech 

stocks. A
nd som

e health insurers, w
hich have been 

experiencing w
idely reported profit pressures through the 

A
C

A
 exchanges, m

ay benefit from
 an overhaul. 

In
d

u
strials an

d
 m

aterials. Trum
p has put 

infrastructure spending at the top of his agenda, 
discussing num

bers as high as $1 trillion in additional 
spending over 10 years. W

ithin industrials, construction 
and engineering firm

s are poised to benefit, as are 
related m

aterials com
panies. Industrials are also poised 

to benefit from
 increased defense spending, another 

em
phasis of the Trum

p cam
paign. Less energy regulation 

m
ay support the segm

ent of industrials tied to energy 
infrastructure, and w

e expect fiscal policy to boost U
.S

. 
and perhaps global grow

th, also benefiting the sector. 
M

ore restrictive trade policy w
ould be a significant risk 

for these sectors.

S
m

all cap
s. Low

er corporate tax rates and other 
policies aim

ed at bringing jobs back to the U
.S

., 
a key cam

paign goal for Trum
p, are positive for sm

all 
cap stocks. M

ore bank lending is also positive because 
sm

all com
panies are generally m

ore dependent on bank 
credit. C

onversely, sm
all caps do not benefit as m

uch 
as large caps if tax repatriation occurs since larger 
com

panies have m
ore cash parked overseas.

C
om

m
odity returns m

ay be com
petitive w

ith equity m
arket 

returns in 2017 as fiscal stim
ulus and stronger global grow

th 
potentially offset existing supply overhangs in the oil patch 
and certain other com

m
odity m

arkets. A
 stronger U

.S
. dollar 

is a risk to broad com
m

odities prices, particularly gold.

The fundam
ental outlook for select oil and gas investm

ents, 
including m

aster lim
ited partnerships, rem

ains positive. Years 
of high prices until 2015 spurred successful exploration for oil, 
resulting in an oil glut. B

arring a m
ajor geopolitical event, this 

oil glut w
ill likely keep prices subdued —

 averaging below
 $

60/
barrel —

 through 2017. There w
ill be w

inners even at these 
prices, such as the production, drilling, and service com

panies 
operating in low

 cost areas, notably W
est Texas. The late 

2016 agreem
ent by the O

rganization of Petroleum
 E

xporting 
C

ountries (O
P

EC
) and key non-O

P
EC

 oil producers to curtail 
production m

ay provide som
e added support for oil prices, 

but the ability of U
.S

. oil producers to bring new
 production on 

line quickly is likely to prevent a m
ajor price increase.

Trum
p has prom

ised to ease regulations on energy 
production, boosting the profitability of the com

panies 
involved. H

ow
ever, im

proving drilling econom
ics and a 

looser regulatory environm
ent m

ay increase oil supply, 
lim

iting its potential price appreciation.

Industrial m
etals stand to benefit from

 m
ore grow

th spurred 
by fiscal stim

ulus, specifically infrastructure spending that 
m

ay boost prospects for m
etals, such as copper. Policy 

uncertainty rem
ains high, but our bias is positive.

W
e see precious m

etal prospects as lim
ited due to 

expectations of additional Fed rate increases and the 
potential for further U

.S
. dollar appreciation. H

igher Treasury 
yields m

ay dam
pen dem

and for precious m
etals as a safe 

haven investm
ent. A

 m
ore rem

ote but positive scenario 
for precious m

etals involves a surge in inflation that m
ay 

increase investor interest in gold.

Source: LPL Research, FactSet, Thom
son Reuters   11/30/16

Data are from
 1970 to the present. 

The S&
P 500 is an unm

anaged index w
hich cannot be invested into directly. Past perform

ance is no guarantee of future results. 
The PE ratio (price-to-earnings ratio) is a m

easure of the price paid for a share relative to the annual net incom
e or profit earned by the firm

 per share. It is a 
financial ratio used for valuation: a higher PE ratio m

eans that investors are paying m
ore for each unit of net incom

e, so the stock is m
ore expensive com

pared 
to one w

ith low
er PE ratio.  Earnings per share (EPS) is the portion of a com

pany’s profit allocated to each outstanding share of com
m

on stock. EPS serves as 
an indicator of a com

pany’s profitability. Earnings per share is generally considered to be the single m
ost im

portant variable in determ
ining a share’s price. It is 

also a m
ajor com

ponent used to calculate the price-to-earnings valuation ratio.

Little Relationship B
etw

een Stock Valuations and Short-Term
 Perform

ance
7
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R
eaching a m

ilestone is often an accom
plishm

ent, but 
m

any m
ilestones require som

e hardship to achieve. 
S

uch m
ay be the case w

ith the fixed incom
e m

arkets 
in 2017. A

fter achieving interest rate liftoff at D
ecem

ber 
2015’s FO

M
C

 m
eeting, the Fed w

as on hold for a year 
as slow

 grow
th, low

 oil prices, and the B
rexit vote 

kept inflation low
 and increased econom

ic uncertainty. 
The second rate hike at the D

ecem
ber 2016 FO

M
C

 
m

eeting m
ay be the m

arker for the Fed to start gradually 

norm
alizing interest rates in earnest from

 the em
ergency 

levels instituted post-financial crisis in 2009. 

Im
m

ediately follow
ing the election of Trum

p and a 
R

epublican m
ajority in both houses of C

ongress, interest 
rates rose, the Treasury yield curve steepened, and the 
m

arket digested increased prospects of fiscal stim
ulus 

through spending and tax cuts and its potential im
pact 

on econom
ic grow

th and inflation, tw
o of the key drivers 

of interest rates. H
igher rates of econom

ic grow
th and 

inflation, along w
ith our base case of tw

o potential Fed 
rate hikes, w

ould put bond prices under pressure in 2017, 
leaving m

ost of the return potential for bonds in their 
incom

e com
ponent, or “coupon.” Low

 and negative 
yields on sovereign bonds in international developed 
m

arkets, how
ever, m

ay continue to put dow
nw

ard 
pressure on U

.S
. yields, lim

iting the future strength of 
the post-U

.S
. election run-up in rates as 2017 begins. 

The restraining effect of international rates could becom
e 

larger if additional countries vote to leave the E
U

, as in the 
case of B

rexit, potentially forcing the European C
entral 

B
ank (E

C
B

) to expand or extend quantitative easing. 
N

evertheless, for rates to decline m
eaningfully, w

e w
ould 

likely need to see the onset of a recession in the U
.S

. in 
2017, a scenario w

e believe to be unlikely. 

Gauging Gradual Progress 
D

espite our expectation for m
uted bond m

arket 
perform

ance in 2017, w
e continue to believe fixed incom

e 
plays a vital role in a w

ell-diversified portfolio. E
ven in 

a low
 return, low

-yield environm
ent, high-quality bonds 

serve as an im
portant diversifier, helping to m

anage 
risk from

 equities and other higher risk asset classes. 
D

uring equity m
arket pullbacks since 2010, the S

&
P

 500 

averaged a -11%
 total return, w

hile the broad bond m
arket 

returned 1.6%
, on average [Fig

u
re 8]. A

lthough this 
absolute return is not very exciting, the outperform

ance 
relative to equities (+

12.6%
, on average) dem

onstrates 
high-quality fixed incom

e’s value as a risk m
itigation tool.

Returns Losing Steam, Not Broken
S

cenario analysis for the broad bond m
arket in 2017 

show
s the influence that interest rates can have on high-

quality fixed incom
e returns [Fig

u
re 9]. If Treasury yields 

are flat it w
ould result in an estim

ated 3.1%
 total return. 

A
 0.25%

 increase in interm
ediate

-term
 Treasury yields 

could reduce the total return to an estim
ated 1.6%

, 
w

hile a 0.25%
 decrease could boost the broad bond 

m
arket’s total return to 4.5%

 for the year. W
e expect 

the 10
-year Treasury yield to end 2017 in its current 

2.25 – 2.75%
 range, leaving bond prices near flat w

ith the 
m

ajority of their total returns driven by coupon incom
e. 

O
ur bias is tow

ard the upper end of the range, and w
e 

do see the potential for the 10
-year Treasury yield to 

end the year as high as 3.0%
, should m

eaningful fiscal 
stim

ulus be enacted. E
ven w

ith that w
ider range, our 

return estim
ates for the broad bond m

arket range from
 

approxim
ately 0.5%

 to 4.0%
. This drives our expectation 

for the broad high-quality bond m
arket’s “m

uted” return, 
relative to the 10

-year average total return of 4.6%
 and 

25
-year average of 6.3%

.

The onset of a U
.S

. recession or a m
ajor unexpected 

shock to the global econom
y could push rates low

er and 
bond prices higher; how

ever, prices on high-quality fixed 
incom

e securities are m
ore likely to be under pressure 

from
 several m

ajor sources in 2017.

 
�

Fiscal stim
u

lu
s. Long-term

 bond yields com
pensate 

investors prim
arily for the risk of not being invested in 

higher return opportunities related to econom
ic grow

th 
and inflation (w

hich eats aw
ay at real returns). The 

“term
 prem

ium
” in fixed incom

e m
arkets represents 

the additional com
pensation that investors dem

and 
for holding longer-term

 bonds relative to shorter-

term
 bonds. If Trum

p is able to pass fiscal stim
ulus 

m
easures, including tax cuts, through a united 

C
ongress, that term

 prem
ium

 could continue to rise 
w

ith the increased prospect of greater grow
th and 

higher inflation. This w
ould push long-term

 yields 
higher, pressuring bond prices. In addition, at least one 
top rating agency has w

arned that should all of Trum
p’s 

proposed econom
ic and fiscal policies be enacted, it 

w
ould be negative for U

.S
. sovereign creditw

orthiness 
due to its im

pact on the deficit, w
hich m

ay also be 
putting upw

ard pressure on yields.

 
�

O
n

g
o

in
g

 Fed
 rate h

ikes. Fed rate hikes w
ill likely 

push short-term
 interest rates higher in 2017. Though 

potentially painful for m
any fixed incom

e investors, 
norm

alization of interest rate policy by the Fed is also 
a positive m

ilestone for the health of the econom
y. 

R
aising interest rates further w

ill also give the Fed 
m

ore tools at their disposal should the econom
ic 

recovery sputter. 

 
�

Fo
reig

n
 sellin

g
. Foreign countries have been 

liquidating Treasuries during 2016 at a pace above 
that seen in recent years. M

any foreign nations sell 
Treasuries to fund international paym

ent obligations 
or to devalue their currencies in response to liquidity 
issues, export w

eakness, or defaults at hom
e. 

Investors are less apt to hold longer duration Treasuries 
if they find Trum

p’s tariff proposals credible, due to 
the possibility of a trade w

ar. U
ntil clarity on U

.S
. trade 

policy is provided, w
e expect m

ore volatility in the 
Treasury m

arket. 

 
�

In
creasin

g
 risk p

rem
iu

m
s d

u
e to

 p
o

litical 
u

n
certain

ty. Trum
p’s policies are likely to be pro

-
business and anti-regulation, but his outsider status 
and com

plicated m
ix of priorities m

ay increase policy 
uncertainty from

 the nation’s highest office. Investors 
dem

and additional com
pensation in the form

 of higher 
yields for the added risk. The m

ore Trum
p’s plans are 

know
n and understood by m

arkets, the low
er this 

additional yield com
pensation m

ay need to be. 

Stock M
arket 

Peak to Trough
Duration 
(~W

eeks)
S&

P 500 Total Return
Barclays Aggregate 
Bond Total Return

Difference

12/29/15 – 02/11/16
6

-11.8%
2.5%

14.3%

08/17/15 –0 9/28/15
6

-10.5%
0.3%

10.8%

09/18/14 – 10/15/14
4

-7.4%
2.1%

9.5%

05/21/13 – 06/24/13
5

-5.8%
-3.1%

2.7%

09/14/12 – 11/14/12
9

-7.5%
1.2%

8.7%

04/02/12 –0 6/01/12
9

-9.9%
2.2%

12.1%

07/07/11 – 10/03/11
13

-18.8%
4.2%

23.0%

04/23/10 – 07/02/10
10

-16.0%
3.0%

19.0%

A
verage

-11.0%
1.6%

12.6%

Source: LPL Research, Bloom
berg, Standard &

 Poor’s, Barclays   11/30/16

All perform
ance referenced is historical and is no guarantee of future results.

B
ond Perform

ance Relative to Equities Show
s D

iversifying Role of H
igh-Q

uality Fixed Incom
e

8

Change in 10-Year Treasury Yield, %
-0.75%

-0.50%
-0.25%

0.00%
0.25%

0.50%
0.75%

Total B
ond Return, %

7.5%
6.0%

4.5%
3.1%

1.6%
0.2%

-1.3%

Source: LPL Research, Barclays   11/30/16

Scenario analysis is based on an average coupon of 3.1%
 as of 11/30/16 for the Barclays Aggregate, based upon one-year tim

e horizon, parallel shifts in the 
yield curve, no change to yield spreads, and no reinvestm

ent of interest incom
e.

This is a hypothetical exam
ple and is not representative of any specific situation. Your results w

ill vary. The hypothetical rates of return used do not reflect the 
deduction of fees and charges inherent to investing.

Indexes are unm
anaged and cannot be invested into directly.

B
road B

ond M
arket Returns M

ay be M
uted in 2017

9

BONDS

DESPITE LIFTOFFS, EXPECT 
MUTED BOND RETURNS 
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Search For Yield Isn’t Over
H

igh-yield bonds and bank loans could be tw
o w

ays 
to help som

e investors increase yield in their fixed 
incom

e portfolios, in w
hat is still a historically low

-rate 
environm

ent. H
igh-yield returns have been m

ainly driven by 
fluctuations in the high-yield energy sector since m

id-2014, 
w

hen the price of oil began its steep decline from
 $105/

barrel to a low
 of $

26 in m
id-February 2016. A

 substantial 
num

ber of defaults occurred in the energy sector in 2015 
and 2016, helping to rem

ove som
e of the w

eaker industry 
players. W

ith oil oscillating in the $
40 – 50 range throughout 

the m
ajority of 2016, high-yield valuations increased 

throughout the latter half of the year as default prospects 

slow
ly im

proved [Fig
u

re 10]. D
espite this im

provem
ent, 

the price of oil rem
ains a pow

erful force in the high-yield 
m

arket and an ongoing risk.

If oil prices do not falter, and m
ove m

odestly higher in 
2017 as w

e expect, the them
e of im

proving fundam
entals 

is poised to continue into 2017, as default levels for high-
yield bonds are projected to decline from

 4.5%
 at the end 

of 2016 to roughly 3 – 3.5%
 in 2017, based on estim

ates 
from

 credit rating services. W
hile this is good new

s for 
the high-yield bond m

arket, m
uch of that im

provem
ent is 

already reflected in current valuations, leaving high-yield 
w

ith little room
 for error in the case of equity m

arket 
w

eakness or another destabilizing force. N
on-financial 

corporate debt-to
-earnings levels, w

hich can indicate how
 

m
uch debt firm

s in the high-yield m
arket are carrying on 

a relative basis, continue to increase. This is a negative 
fundam

ental trend, on balance, but the lim
ited am

ount of 
high-yield debt m

aturing in 2017 should help support the 
asset class. 

H
ow

ever, w
e do expect high-yield valuations to richen 

slightly during 2017, w
hich w

ould support prices, in 
part due to the prospect of business-friendly policies 
from

 a Trum
p adm

inistration. N
evertheless, w

e believe 
interest paym

ents w
ill drive the m

ajority of high-yield’s 
return, sim

ilar to high-quality fixed incom
e. G

iven that, 
w

e anticipate m
id-single-digit returns driven by interest 

incom
e for high-yield bonds. 

Bank On Higher Short-Term Rates
W

hile longer-term
 Treasury rates are largely driven 

by expectations of future U
.S

. econom
ic grow

th and 
inflation, short-term

 Treasury yields are m
ore sensitive to 

Fed policy. W
ith the prospects of additional Fed rate hikes 

in 2017, short-term
 rates are poised to continue to m

ove 
upw

ard. O
ne potential beneficiary is bank loans, w

hich 
are sim

ilar to high-yield bonds in that they are below
 

investm
ent grade, but different in that they are generally 

less volatile and have interest paym
ents that fluctuate 

based on global short-term
 interest rate benchm

arks. 
B

ank loans m
ay represent a sim

ilar, but som
ew

hat m
ore 

conservative option than high-yield bonds for investors 
w

ho seek yield w
hile sim

ultaneously m
itigating interest 

rate risk. B
ank loans are also less sensitive to the energy 

sector, w
hich only represents approxim

ately 3%
 of the 

bank loan m
arket, com

pared to roughly 14%
 of the high-

yield m
arket. A

lthough the yield of bank loans is low
er 

than that of high-yield bonds and the prospects for capital 
appreciation are m

ore lim
ited, the sector rem

ains a solid 
option for incom

e for investors w
ho understand their 

risks, in our view
.

Municipal Outlook
P

ost-election, as fixed incom
e m

arkets digested 
the econom

ic im
plications of a Trum

p presidency, 
yields in the tax-sensitive m

unicipal m
arket began to 

spike, though not as m
uch as Treasury yields, m

aking 
relative valuations m

ore expensive [Fig
u

re 11]. P
rices 

should stabilize relative to Treasuries once the new
 

adm
inistration clarifies its tax policy.

The overhang of underfunded pension liabilities m
ay drive 

credit risk up in certain states until they shore up their 
fiscal positions. If Trum

p’s infrastructure plan necessitates 
borrow

ing by states and m
unicipalities, excess supply 

could also pressure the m
unicipal m

arket in 2017, but 
this is another area w

here the im
pact cannot be fully 

evaluated until w
e have greater policy clarity.

How to Invest
W

e continue to favor interm
ediate

-term
 bonds for 2017, 

w
ith an em

phasis on investm
ent-grade corporates and 

m
ortgage

-backed securities, given the backdrop of 
range bound interest rates. Low

er-quality fixed incom
e 

w
ill likely be supported by business friendly policies, 

in line w
ith our positive view

 on equities. Therefore, 
a sm

all allocation to high
-yield and

/or bank loans m
ay 

m
ake sense for som

e investors.

Source: LPL Research, Bloom
berg   11/30/16

M
unicipal bonds are subject to availability, price, and to m

arket and interest rate risk if sold prior to m
aturity. Bond values w

ill decline as interest rates rise. 
Interest incom

e m
ay be subject to the alternative m

inim
um

 tax. Federally tax-free but other state and local taxes m
ay apply.

M
unicipal-to-Treasury Yield Ratios Indicate a Relatively Pricey M

uni M
arket to Start 2017
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A
lternative investm

ents have been challenged over the 
past few

 years, causing som
e investors to reconsider 

their allocations to these investm
ents. W

e believe that 
there m

ay still be a place for alternative investm
ents 

as the m
arket environm

ent changes. B
y their nature, 

m
ost alternative investm

ents have relatively low
, if 

not negative, correlations to both stocks and high
-

quality bonds. G
iven that the past few

 years can be 
characterized as a bull m

arket in both of these areas, it 
is not surprising that alternative investm

ents have had 
flat perform

ance.

H
ow

ever, the future is not destined to m
irror the 

past. W
e m

ay be entering a period of low
er returns 

for both bonds and stocks. A
lternative investm

ent 
m

anagers w
ith flexibility in their m

andates m
ay be 

able to find sources of additional return not available 
through traditional asset classes and strategies. This 
extra return m

ay com
e w

ith additional risks, such as 
reduced liquidity or a higher degree of volatility. There 
are a num

ber of investm
ent strategies that fall under 

the label “alternative” w
ith different risk and return 

characteristics and not all m
ay be appropriate for every 

m
arket condition.

M
aster lim

ited partnerships (M
LP

) are one non
-

traditional asset class that m
ay be poised to deliver 

strong returns in 2017 after a relatively strong 2016. 
N

otable tailw
inds for the asset class include a pro

-
energy adm

inistration taking over the W
hite H

ouse 
and a m

ore balanced crude oil m
arket. These factors 

m
ay result in higher U

.S
. energy production, w

hich 
should benefit pipeline M

LP
s. G

row
th opportunities 

also exist in the export m
arket for various natural 

gas products. Interest rate risk is a consideration 
but, given the history of M

LP
s in rising rate periods, 

w
e don’t believe that this risk is as prevalent as 

w
ith traditional “bond proxies,” such as real estate 

investm
ent trusts (R

E
IT

) and utilities.

 A
lternative Investm

ents: Ready for a Tune-U
p?

Source: LPL Research, Bloom
berg   11/30/16

Shaded area indicates recession.

High-Yield spread is the yield differential betw
een the average yield of high-

yield bonds and the average yield of com
parable m

aturity Treasury bonds.

H
igh-Yield Spreads Tightened Throughout M

ost of 2016
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Alternative strategies m
ay not be suitable for all investors and should be 

considered as an investm
ent for the risk capital portion of the investor’s 

portfolio. The strategies em
ployed in the m

anagem
ent of alternative 

investm
ents m

ay accelerate the velocity of potential losses.

Bank loans are loans issued by below
 investm

ent-grade com
panies for short-term

 
funding purposes w

ith higher yield than short-term
 debt and involve risk.



20
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A  m
arket outlook that covers a calendar year is an 

im
portant tactical tool for positioning portfolios, but 

any tactical plan needs to be built on a foundation 
of a sound, long

-term
 strategy. G

iven the year-to
-year 

volatility of equity m
arkets, even a good tactical record 

is som
ething that m

ust be built over tim
e. S

trategic 
forecasts average out the effect of cycles and can be 
m

ore focused. For perspective, in order to capture 60%
 

of S
&

P
 50

0 individual year returns over the last 50 
years, you w

ould need to have forecasted a total return 
betw

een -3.4%
 – 26.5%

. O
n the other hand, to capture 

60%
 of rolling 20

-year returns over the sam
e period, 

you w
ould only need a range of 8.1 – 13.9%

. A
lthough 

that range m
ay be w

ider in the future, understanding 
the fundam

entals that narrow
 the long

-term
 range 

and w
hat m

ight shift it higher or low
er is an im

portant 
part of developing and executing a sound, long

-term
 

plan. M
any of the gauges w

e are reading for our 2017 
calendar year outlook are also strategically relevant, but 
have a different long

-term
 im

pact. A
nd, there are also 

new
 factors to consider that m

ove m
ore slow

ly, but can 
change the landscape. H

ere are the key strategic trends 
w

e’ll be m
onitoring in 2017.

Stabilizers:
M

arket forces that help stabilize long-term
 

equity returns, contributing to the likelihood 
that stocks w

ill continue to rise and outperform
 

bonds over the next 10 – 20 years.

 
�

C
o

n
sisten

t lo
n

g
-term

 earn
in

g
s g

ro
w

th
. S

ince the 
end of W

orld W
ar II, the long-term

 trend in nom
inal 

earnings grow
th has consistently tracked to near 6%

 
grow

th despite short-term
 fluctuations [Fig

u
re 12]. 

The trend m
ay slow

, but its resiliency dem
onstrates the 

dynam
ic role of free m

arkets that incentivize corporate 
A

m
erica, over the long term

, to com
pete, to innovate, 

and to control excesses.

 
�

Tech
n

o
lo

g
ical in

n
o

vatio
n

. Technological advances 
are not just about com

puter processor size and speed. 
They occur across the econom

ic landscape and include 
fields like healthcare, agriculture, and m

anufacturing. 
The pace of future innovation can’t be know

n in 
advance, but based on the w

aves of innovation over the 
last 50 years and the infrastructure in place for future 
advances, w

e rem
ain confident that technological 

advances w
ill continue to support econom

ic grow
th.

 
�

S
p

read
 o

f d
em

o
cracy. In 1900, an estim

ated 12%
 of 

the w
orld’s population lived in dem

ocracies; in 2015, that 
num

ber w
as estim

ated at over 50%
, w

ith the general 
trend punctuated by tw

o large expansions follow
ing the 

end of W
orld W

ar II and the collapse of the S
oviet U

nion. 
D

em
ocracies typically have large private sectors w

here 
m

arket forces have considerable influence, but also tend 
to support institutions that help advance prosperity, 
like transparent legal system

s and broad educational 
opportunities. A

 critical m
ass of m

ature dem
ocracies 

is likely to provide a strong backdrop for a dynam
ic 

response to econom
ic challenges.

Expect added friction:
These factors have w

orked their w
ay into the 

m
achinery and m

ay lead to decreased returns 
over the next 10 – 20 years.

 
�

V
alu

atio
n

s. S
&

P
 500 valuations, as m

easured by 
P

E
, are above average relative to history. A

 strong 
relationship exists betw

een higher valuations and 
below

-average long-term
 returns. A

lthough a changing 
sector m

ix, low
 interest rates, and low

 inflation 
have likely raised the level of fair valuations, current 
valuations m

ay put pressure on stock returns versus 
their long-term

 average over the next 10 or m
ore years. 

The tim
ing of this im

pact is difficult to estim
ate, and 

historically valuations have had no real significance for 
forecasting one

-year returns [see Fig
u

re 7].

 
�

P
ro

fi
t m

arg
in

s. A
s w

ith valuations, a changing sector 
m

ix and technological developm
ents have likely shifted 

the sustainable long-term
 level of profit m

argins higher, 
but com

panies m
ay be running leaner now

 than is 
sustainable long term

, based on the age of assets and 
low

 investm
ent levels. In addition, long-term

 forces that 
have helped expand m

argins for decades, such as a 
large international supply of inexpensive labor, m

ay be 
running their course as the global econom

y rebalances.

 
�

D
em

o
g

rap
h

ics. The ratio of the nonw
orking age 

population to the w
orking age population is expected 

to continue to rise in every m
ajor developed econom

y 
over the next 25 years and beyond. A

n aging population 
provides som

e benefits that could partially offset 
slow

er grow
th of the w

orkforce, but it does put 
pressure on other areas of the econom

y and is likely to 
w

eigh on grow
th.

 
�

M
o

n
etary an

d fi
scal p

o
licy “reserves.” A

lthough 
there is capacity for further m

onetary or fiscal support 
if needed, both m

ay have reached levels of dim
inishing 

returns regarding their overall econom
ic im

pact. Even a 
neutral stance m

ay lim
it grow

th com
pared w

ith the m
ulti-

decade trend in global deficit spending and the loose 
m

onetary policy still in place across m
uch of the globe.

Gauges to watch:
A m

ajor change in these factors could 
m

eaningfully shift return expectations over the 
next 10 – 20 years, positively or negatively, and 
should be m

onitored.

 
�

P
ro

d
u

ctivity. P
roductivity grow

th slow
ed considerably 

during the G
reat R

ecession, and there are no signs 
yet of the trend reversing [Fig

u
re 13]. The reason 

for slow
er grow

th has been attributed to m
any 

sources, including declining returns from
 technological 

developm
ent, underinvestm

ent, lost skills during 
the deep contraction in em

ploym
ent, and even 

m
ism

easurem
ent. P

roductivity gains w
ould have to 

play a key role in im
proving the grow

th trajectory of the 
econom

y and should rem
ain under careful w

atch.

 
�

Trad
e p

o
licy. The U

.S
. and other developed econom

ies 
have generally favored increased trade liberalization since 
the end of W

orld W
ar II. M

ore recently, global trends of 
increased populism

 have raised concerns about a return to 
protectionist policies that could lead to a trade w

ar. W
hile 

far from
 w

here w
e are now

, increasingly restrictive trade 
policy could w

eigh on global grow
th and contribute to a 

significant rise in inflation. Free trade, how
ever, is not an 

unqualified good and vigilance is required to m
ake sure 

that free trade also rem
ains fair trade.

 
�

G
eo

p
o

litical ten
sio

n
s. G

eopolitics alw
ays rem

ain a 
w

ild card for m
arkets. D

eclining tensions m
ay open 

m
arkets and create a “peace dividend,” w

hereas rising 
tensions can restrict econom

ic grow
th.

O
n balance, w

e believe the stabilizers w
ill continue to 

fulfill their function, but frictional forces m
ay low

er the 
expected range of returns com

pared w
ith the last 50 

years, pulling it dow
n an estim

ated 1 – 3%
. There are 

gauges to w
atch that m

ight m
itigate or increase that 

shift. A
 longer tim

eline does also increase the chance 
that som

ething unforeseen m
ight occur or that som

ething 
w

ill com
e along that can change m

arket dynam
ics. A

t the 
sam

e tim
e, m

arkets and corporate A
m

erica have been 
able to rebound from

 such high-im
pact global events as 

the G
reat D

epression and W
orld W

ar II. Low
er return 

expectations com
pared w

ith the last 50 years increase 
the value of good planning and put a prem

ium
 on the 

value of sound, conflict-free investm
ent advice to help 

form
ulate a reasonable set of goals, understand potential 

returns and their risks, and, often m
ost difficult, patiently 

execute that plan. 

SOUND MECHANICS: 
THE STRATEGIC VIEW

Source: LPL Research, Standard and Poor’s, Robert Shiller   11/30/16
Shaded area indicates recession.
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The opinions voiced in this m
aterial are for general inform

ation only and are not intended to provide or be construed as providing specific investm
ent advice or 

recom
m

endations for any individual security. To determ
ine w

hich investm
ents m

ay be appropriate for you, consult your financial advisor prior to investing. All 
perform

ance referenced is historical and is no guarantee of future results. All indexes are unm
anaged and cannot be invested into directly.

Econom
ic forecasts set forth m

ay not develop as predicted, and there can be no guarantee that strategies prom
oted w

ill be successful.

Investing in stock includes num
erous specific risks including: the fluctuation of dividend, loss of principal, and potential illiquidity of the investm

ent in a falling m
arket.

Bonds are subject to m
arket and interest rate risk if sold prior to m

aturity. Bond and bond m
utual fund values and yields w

ill decline as interest rates rise and bonds 
are subject to availability and change in price.

Investing in foreign and em
erging m

arket securities involves special additional risks. These risks include, but are not lim
ited to, currency risk, political risk, and risk 

associated w
ith varying accounting standards. Investing in em

erging m
arkets m

ay accentuate these risks.

Investing in M
LPs involves additional risks as com

pared w
ith the risks of investing in com

m
on stock, including risks related to cash flow

, dilution, and voting rights. 
M

LPs m
ay trade less frequently than larger com

panies due to their sm
aller capitalizations, w

hich m
ay result in erratic price m

ovem
ent or difficulty in buying or selling. 

M
LPs are subject to significant regulation and m

ay be adversely affected by changes in the regulatory environm
ent, including the risk that an M

LP could lose its tax 
status as a partnership. Additional m

anagem
ent fees and other expenses are associated w

ith investing in M
LP funds.

Investing in real estate/REITs involves special risks such as potential illiquidity and m
ay not be suitable for all investors. There is no assurance that the investm

ent 
objectives of this program

 w
ill be attained.

Governm
ent bonds and Treasury bills are guaranteed by the U.S. governm

ent as to the tim
ely paym

ent of principal and interest and, if held to m
aturity, offer a fixed 

rate of return and fixed principal value. How
ever, the value of fund shares is not guaranteed and w

ill fluctuate.

There is no guarantee that a diversified portfolio w
ill enhance overall returns or outperform

 a non-diversified portfolio. Diversification does not ensure against m
arket risk.

Investing in foreign and em
erging m

arkets debt securities involves special additional risks. These risks include, but are not lim
ited to, currency risk, geopolitical and 

regulatory risk, and risk associated w
ith varying settlem

ent standards.

High-yield/junk bonds are not investm
ent-grade securities, involve substantial risks, and generally should be part of the diversified portfolio of sophisticated investors.

D
EFIN

ITIO
N

S

Purchasing M
anagers Indexes are econom

ic indicators derived from
 m

onthly surveys of private sector com
panies, and are intended to show

 the econom
ic health 

of the m
anufacturing sector. A PM

I of m
ore than 50 indicates expansion in the m

anufacturing sector, a reading below
 50 indicates contraction, and a reading of 

50 indicates no change. The tw
o principal producers of PM

Is are M
arkit Group, w

hich conducts PM
Is for over 30 countries w

orldw
ide, and the Institute for Supply 

M
anagem

ent (ISM
), w

hich conducts PM
Is for the U.S.

The U.S. Institute for Supply M
anagers (ISM

) m
anufacturing index is an econom

ic indicator derived from
 m

onthly surveys of private sector com
panies, and is intended 

to show
 the econom

ic health of the U.S. m
anufacturing sector. A PM

I of m
ore than 50 indicates expansion in the m

anufacturing sector, a reading below
 50 indicates 

contraction, and a reading of 50 indicates no change.

Gross Dom
estic Product (GDP) is the m

onetary value of all the finished goods and services produced w
ithin a country’s borders in a specific tim

e period, though GDP is 
usually calculated on an annual basis. It includes all of private and public consum

ption, governm
ent outlays, investm

ents and exports less im
ports that occur w

ithin a 
defined territory.

Quantitative easing (QE) is a governm
ent m

onetary policy occasionally used to increase the m
oney supply by buying governm

ent securities or other securities from
 the 

m
arket. Quantitative easing increases the m

oney supply by flooding financial institutions w
ith capital in an effort to prom

ote increased lending and liquidity.

IN
D

EX D
EFIN

ITIO
N

S

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 betw
een the US 

dollar and six m
ajor w

orld currencies.

The S&
P 500 Index is a capitalization-w

eighted index of 500 stocks designed to m
easure perform

ance of the broad dom
estic econom

y through changes in the 
aggregate m

arket value of 500 stocks representing all m
ajor industries.

The Barclays U.S. Aggregate Bond Index is a broad-based flagship benchm
ark that m

easures the investm
ent-grade, U.S. dollar-denom

inated, fixed-rate taxable bond 
m

arket. The index includes Treasuries, governm
ent-related and corporate securities, M

BS (agency fixed-rate and hybrid ARM
 pass-throughs), ABS, and CM

BS (agency 
and non-agency).

The M
SCI Em

erging M
arkets Index is a free float-adjusted, m

arket capitalization index that is designed to m
easure equity m

arket perform
ance of em

erging m
arkets.

The M
SCI EAFE Index is a free float-adjusted, m

arket-capitalization index that is designed to m
easure the equity m

arket perform
ance of developed m

arkets, excluding 
the United States and Canada.
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 review
 p
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g
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d

 
an

ticip
ate w

h
at’s ah

ead
. O

u
r o

u
tlo

o
k fo

r 2017 req
u

ires g
au

g
in

g
 a 

n
u

m
b

er o
f sig

n
ifi

can
t ch

an
g

es in
 sh

o
rt an

d
 lo

n
g

-term
 m

arket tren
d

s an
d

 
ju

d
g

in
g

 h
o

w
 fi

n
an

cial m
arkets, co

rp
o

ratio
n

s, p
o

licym
akers, an

d
 th

e b
ro

ad
 

eco
n

o
m

y m
ig

h
t resp

o
n

d
. 2016 saw

 im
b

alan
ces an

d
 co

rrectio
n

s, sen
tim

en
t 

sh
ifts, in

accu
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o
litical p

ro
jectio

n
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d
 m
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in

g
fu

l reversals in
 so

m
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asset classes. Lo
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kin
g
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 to
 2017, w

e w
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e w
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w
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en
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d
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o
re ag

g
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e stan
ce. O

n
ly tim
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e m
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tim
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, o
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ly reco
g

n
ized

 lo
o

kin
g

 
b

ack, w
h

en
 yo

u
 can

 see th
e step

s th
at yo

u
 to

o
k to

 set yo
u

rself u
p

 fo
r 

su
ccess. It starts w

ith
 o

n
e ch

an
g

e, w
h

ich
 th

en
 b

eco
m

es a lever fo
r o

th
ers, 

h
elp

in
g

 to
 p

u
t n

ew
 co

n
n

ectio
n

s in
 p

lace an
d

 fu
el b

est p
ractices. Lo

o
kin

g
 

to
w

ard
 2017, yo

u
r ad

viso
r can

 h
elp

 yo
u

 read
 th

e g
au

g
es as w

h
eels start 

tu
rn

in
g

 o
n

 a p
o

ssib
le m

id
-to

-late cycle g
ro

w
th

 reb
o

u
n

d
, a n

ew
 p

resid
en

tial 
cycle, an

d
 th

e effo
rts o

f co
rp

o
rate A

m
erica to

 d
eliver p

ro
fi

t g
ro

w
th

. W
ith

 
co

n
fl

ict-free ad
vice in

 h
an

d
, yo

u
’ll b

e ab
le to

 calib
rate yo

u
r lo

n
g

-term
 

fi
n

an
cial p

lan
 in

 o
rd

er to
 keep

 o
n

 co
u

rse fo
r reach

in
g

 th
e m

ilesto
n

es th
at are 

im
p

o
rtan

t to
 yo

u
.
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