
LPL Financial  Member FINRA/SIPC

1



LPL Financial  Member FINRA/SIPC

2

Presenter
Presentation Notes
The U.S. economy powered forward faster than nearly anyone had expected in the first half of 2021.  The speed is thrilling and the overall economic picture remains sound, which may support strong profit growth and potential stock market gains. But the pace of reopening also creates new hazards: Supply chains are stressed, some labor shortages have emerged, inflation is heating up—at least temporarily, and asset prices look expensive compared to historical figures. Looking at the new environment, LPL Research’s Midyear Outlook 2021 covers the economy, policy, stocks, and bonds. Prepare for a fast-paced second half with the economic insights and market guidance in LPL Research Midyear Outlook 2021: Picking Up Speed.
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Presenter
Presentation Notes
The U.S. economy has surprised nearly everyone to the upside as it speeds along thanks to vaccinations, reopening, and record stimulus. All have combined to produce what could be one of the best years for growth ever. The growth rate of the U.S. economy may have peaked in the second quarter of 2021, but there is still plenty of momentum left to extend above-average growth into 2022. 
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2021 Economic Forecasts
Big Jump In U.S. Growth Since Start Of 2021

Source: LPL Research, Dallas Federal Reserve, International Monetary Fund (IMF), Bloomberg 06/28/21
Economic forecasts may not develop as predicted and are subject to change.

Presenter
Presentation Notes
As a result of the strides made toward full reopening, rapid vaccine distribution, massive stimulus efforts, and support from the Fed, we maintain our 2021 forecast for U.S. GDP growth of 6.25%–6.75%. Last year’s 3.5% drop in GDP, the worst year since the Great Depression, may not be forgotten, but it has been left in the dust of 2020. Globally, Europe and Japan have been slower to move past the pandemic, but explosive growth may be forthcoming once they do. Meanwhile, emerging markets continue to be a source of solid growth with several Asian emerging markets being among the first to recover from the pandemic, though growth in the United States could be stronger.
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New Economic Expansion Could Last Years
This New Expansion Could Have Years Left

Source: LPL Research, National Bureau of Economic Research   06/28/21

Economic forecasts set forth may not develop as predicted and are subject to change.

While NBER has not officially dated the end of the recession, and typically does not until approximately a 
year after the economy has troughed, on average, we are provisionally dating summer 2020 as the 
economic trough based on record retail sales and expanding manufacturing and services data.

Length of Expansion (Years) Average

Presenter
Presentation Notes
Since World War II, economic expansions have lasted an average of five years, with the four most recent cycles going even longer. Before the pandemic, the most recent expansion was the longest ever at 11 years and might have gone on even longer if COVID-19 hadn’t struck. However, this cycle may not continue as long as the last one, considering this wasn’t your average recession. Because the recession last year was the shortest ever, and the economy was supported by historic stimulus, some imbalances weren’t worked off like we tend to see in a normal recession. Corporate debt levels remain high, supported by low interest rates, and stock valuations never really reset. The good news is, this new cycle of growth probably has enough going for it to be at least average, which would still give it another four years. And there’s nothing wrong with being average! 
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Twin Deficits Create Structural Pressure on the U.S. Dollar
Huge Deficits Could Pressure The U.S. Dollar Lower For Many More Years

Source: Source: LPL Research, Bloomberg  06/28/21
Current Account + Budget Deficit as of 03/31/21
All indexes are unmanaged and cannot be invested into directly. 
Past performance is no guarantee of future results.

Presenter
Presentation Notes
We think many more years of weakness could be in the cards for the U.S. dollar. We view the “twin deficits” of the U.S. economy—the combination of the budget deficit and the current account deficit (mostly due to trade)—as a long-term structural driver that may continue to put pressure on the greenback versus major global alternatives over time.  
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Presenter
Presentation Notes

During much of 2020 and early 2021, markets have been focused on fiscal policy due to massive government efforts to help the economy speed past the impact of COVID-19 restrictions. Policy still matters, but it will matter far less to markets over the rest of 2021. Markets may anticipate an increase in government spending if Congress passes some version of the Biden administration's Build Back Better initiative, but it will likely be spread out over almost a decade. The biggest risk may be around taxes, with businesses and wealthy households both facing the prospect of a higher tax burden to pay for the plan and help manage the deficit.
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What Happens After Higher Corporate Taxes?
S&P 500 Index Performance After Increases in the Corporate Tax Rate

Source: LPL Research, Strategas, FactSet 06/28/21
All indexes are unmanaged and cannot be invested into directly. 
Past performance is no guarantee of future results.

Presenter
Presentation Notes
President Biden has proposed increasing the corporate tax rate to 28%, but that should be viewed as a bargaining position and we believe the more likely outcome is that we see the rate end up closer to 25%. The negative news for markets is that corporate earnings growth will take an approximately proportional direct hit. Since the stock market is fundamentally driven by earnings, the tax impact will likely be a headwind for equity markets. On the positive side, this move has been anticipated for quite some time and should not be much of a surprise to markets. Further, excluding the rate introduced by the Tax Cut and Jobs Act, this will still be the lowest tax rate in about 70 years. Historically markets have absorbed higher corporate tax rates, although with below-average returns. While we don’t think higher rates would be retroactive, they could take away some of the momentum from recent upside surprises in earnings growth that we’ve seen so far in 2021 and contribute to a choppier market.
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Higher Capital Gains Haven’t Hurt Stocks Lately
S&P 500 Index Performance After Increases in Capital Gains Taxes

Source: LPL Research, Ned Davis Research, FactSet 06/28/21
All indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee 
of future results.

Presenter
Presentation Notes
Proposed household tax provisions to raise funds for Build Back Better include increasing the top tax rate on ordinary income to 39.6% from 37%, and capital gains and taxes on those who earn more than $1 million to a maximum of 43.4% from the current 23.8%. Fun statistic: Only 0.32% of the population makes more than $1 million a year, so the truth is this won’t impact the other 99.68% of the population. Looking at history, capital gains taxes did increase in 1986 and 2013, but the economy was on a firm footing, compared with the 1970s hikes, which saw an economy marred by higher inflation and sluggish growth. Not surprisingly, the two more recent hikes saw solid stock market performance, while the 1970s hikes didn’t. Is it as simple as how the economy is doing? Policy matters, but broader economic trends matter more.
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Presenter
Presentation Notes
We expect the strong economic recovery to continue to drive strong earnings growth and support further gains for stocks. However, after one of the strongest starts to a bull market in history stock prices reflect a lot of good news. As inflationary pressures build and interest rates potentially rise further, the pace of stock market gains may slow. 
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2021 U.S. Market Forecasts
Higher Earnings Support Further Gains for Stocks

Source: LPL Research,  06/28/21
All indexes are unmanaged and cannot be invested into directly. 
The economic forecasts may not develop as predicted.
*Our year-end 2021 fair-value target range for the S&P 500 Index of 4,400–4,450 is based on a price-
to-earnings ratio (PE) of 21.5 and our revised S&P 500 Index earnings per share (EPS) forecast of 
$205 in 2022.
*Our target for the 10-year Treasury Yield is based on higher inflation expectations, the strong 
economic recovery, less involvement in the bond market from the Fed, and a record amount of 
Treasury issuance this year.

Presenter
Presentation Notes
Here are our market forecasts for 2021, including stocks, earnings, and Treasury yields.
•	We see additional gains for stocks in the second half, but they are likely to come at a slower place and with more bumps along the way. Our forecast is for year-end fair value of 	
	4,400-4,450 for the S&P 500
•	Our forecast for 2021 S&P 500 earnings per share is $195, above the consensus estimate (source: FactSet) and a 36% increase from 2020.
•	And finally, we see the US 10-Year Treasury Yield ending 2021 between 1.75% and 2.00%. More on yields in a bit when we get to the bond section.
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Second Year of Bull Markets Typically Sees Moderating 
Gains and Shallow Corrections

Source: LPL Research, Strategas 06/28/21
All indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee 
of future results.

S&P 500 Index Performance in Year 1 off Low S&P 500 Performance in Year 2 off Low Second Year Max Drawdown

Presenter
Presentation Notes
Although no one would argue that this cycle looks like any other we have experienced in modern history, studying the second years of historical bull markets can be instructive.
Looking back at all of the bull markets since 1950, as you can see on this slide, the average S&P 500 gain during the second year has been about 13%. If we focus just on bull markets that followed declines of 30% or more as the current one did, the average gain during the second year has actually been 17% which would put the S&P 500 over 4,600.

Now, as this bull market gets further into its second year, we would expect volatility to pick up a bit. Also shown in this chart, the average maximum drawdown for the index during those two-year-old bull markets has been about 10%. Given the boost from the reopening and stimulus still working its way through the economy, pullbacks may be short-lived and corrections less severe. Inflation and possible tax increases are among the potential causes of a correction. 
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Rising Earnings Expectations Set Up a Strong Ramp Up in 2021
Consensus S&P 500 Index Per Share (EPS) Estimate for 2021:

Source: LPL Research, FactSet  06/28/21 
The economic forecasts may not develop as predicted. 

As of December 31, 2020 As of June 28, 2021

Presenter
Presentation Notes
Coming off of a stunning first-quarter earnings season with one of the biggest upside surprises ever recorded, corporate America is firing on all cylinders.  Not only are earnings expected to ramp up significantly over the remainder of 2021 as the economic rebound continues but momentum is building as estimates have risen significantly this year.

Our forecast for S&P 500 earnings per share (EPS) in 2021 is $195, a 36% increase from 2020. We then expect corporate America to build on its strong earnings performance next year and potentially deliver $205 in S&P 500 EPS. That 2022 earnings number and a PE of 21.5 get us to our year-end 2021 fair-value S&P 500 target range of 4,400-4,450. Even as the economic recovery drives strong revenue growth, there are risks to earnings, most notably inflation which could hurt profit margins, and potentially higher taxes.

Despite the impressive earnings rebound, valuations are on the high side based on traditional metrics. The S&P 500 Index is trading at a forward P/E of about 21 times the consensus earnings estimate for the next 12 months, above the post-1980 average of 17 (source: FactSet). 

But when incorporating interest rates to get a more complete picture, we find stocks are actually reasonably priced. To compare stock and bond valuations we can calculate an equity risk premium, which compares the earnings stocks generate to that of bonds. The S&P 500 is generating an earnings yield of about 4.6% (earnings divided by price). With Treasury yields around 1.4%, the equity risk premium is over 3%, above the long term average of 0.8% and indicating stocks are cheaper than bonds. 
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Presenter
Presentation Notes
After one of the worst starts to a year for fixed income, returns night not get much better from here. Long-term interest rates have traded sideways and even lower recently but we do expect rates to move higher, which would put downward pressure on bond prices. Ultimately, investors should proceed with caution this year in the bond market. We’re not giving up on high-quality fixed income though, as Treasury securities historically been the best diversifier during times of equity market stresses. 
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High Copper to Gold Prices Imply 10-Year Treasury Yields 
Should Be Higher

Source: LPL Research, Bloomberg,  06/28/21
All indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee 
of future results.

10-year U.S. Treasury Yield (Left) Copper/Gold Ratio (Right)

Presenter
Presentation Notes
Inflationary pressures continue to build as the economy continues to recover. As one of bondholder’s main nemeses, inflation erodes the “real” value of principal and interest payments making them worth less. While we don’t believe inflation will be a lasting problem, we do expect higher consumer prices in the near term, which should continue to nudge interest rates higher this year. Moreover, and why we believe copper is an important commodity to watch, as seen in the chart, the ratio of copper prices to gold prices has been an important predictor of where the yield of the 10-year Treasury should be. Copper is an important input price for a number of consumer goods so as copper prices have increased due to the strengthening of the global economy, 10-year Treasury yields haven’t kept up. While not a perfect predictor, the copper/gold ratio has been a fairly reliable one in terms of the direction and level of interest rates and one that suggests interest rates could move higher from current levels.
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Potential For Subpar Returns for Core 
Fixed Income Through Year-End
Bloomberg Barclays U.S. Aggregate Total Return Index Return Illustration

Source: LPL Research, Bloomberg, 6/28/21
All indexes are unmanaged and cannot be invested into directly.
Past performance is no guarantee of future results. This is a hypothetical illustration and is not 
representative of any investment. The hypothetical rates of return used do not reflect the deduction of 
fees and charges inherent to investing.

Presenter
Presentation Notes
So, what does that mean for core fixed income returns? Rising Treasury yields are a headwind to core fixed income returns. 

And as seen on the slide, projected returns for core fixed income (as defined by the Bloomberg Barclays U.S. Aggregate Bond Index) through the remainder of the year are low to even negative in certain scenarios. 

The way to read this table is that if interest rates and spreads don’t change at all, index is projected to return around 1%. In a best-case scenario where interest rates move lower by 20% and spreads tighten by 20%- both wildly optimistic scenarios, the index would return around 3%. In a more likely scenario where interest rates move higher from current levels (and spreads don’t change), fixed income returns are likely to be flat to down 1-1.5% for the last six months to end the year.

Because we believe interest rates have the potential to move higher from current levels, core fixed income returns may end the year with negative total returns, which would be the first time since 2013. Negative total returns don’t happen a lot in core fixed income, but it may happen this year. And back to the bond math quickly, as interest rates move higher, future returns get better. So, while this year may be disappointing, future returns for core fixed income are likely to be better (no guarantees of course).

So, how to invest in this environment? We still suggest investors consider reducing the interest-rate sensitivity in portfolios. Mortgage-backed securities (MBS) do not offer the upside of corporate bonds, but they can be more resilient in a rising-rate environment. Investment-grade corporates tend to be more interest rate sensitive than MBS, which make them more vulnerable if rates rise. However, we still think the short-to-intermediate part of the corporate credit universe makes sense.

For suitable income-oriented investors, adding more credit-sensitive sectors, such as bank loans, preferred securities and emerging market debt, to their portfolios may help compensate for the reduced income potential of a low-rate environment, but we still believe that high quality bonds should make up the bulk of any bond allocation.
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Treasury Securities Have Been Mostly Positive 
When Equities Were Negative
S&P 500 Index When Monthly Returns Were Down By 3% Or More (Dec 2000 - April 2021)

Source: LPL Research, Bloomberg,  06/28/21
All indexes are unmanaged and cannot be invested into directly.
Past performance is no guarantee of future results.

S&P 500 Index Bloomberg Barclays Treasury Index

Left Axis: Monthly Returns (%)

Presenter
Presentation Notes
So, if we’re expecting higher Treasury yields and low-to-negative returns for core fixed income, why would anyone want to own bonds? 

Frankly, in case something bad happens to cause equity markets to sell off. Core bonds, and more specifically Treasury securities have historically been the best diversifier to equity market declines. 

As seen on the slide, when equity markets are down at least 3% during a particular month. Treasury securities were mostly positive during that same month. 

When you consider stocks are in the second year of a bull market and that, historically, has brought increased volatility, core fixed income can help dampen and potentially offset some of those losses and keep clients fully invested to help them work toward their long-term investment goals. 

While we still like equities over bonds over the course of the year, we do think high-quality fixed income continues to serve a purpose in portfolios. 
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Presenter
Presentation Notes
Looking out over the rest of 2021, it seems like the worst of the hard times are behind us. Now we’re going full-speed ahead, and we all want to take some time to enjoy the thrill after a long period of caution. 

But these are also the times when planning is most effective—early in the economic cycle, with the next recession potentially years away, a strong start to a bull market in full gear, and a relatively calm market environment. 

Right now, in fact, is the ideal time to consult your financial professional on your financial goals, the most effective way to reach them, and how to be prepared for market volatility down the road.  

LPL Research’s Midyear Outlook 2021: Picking Up Speed is here to help you navigate the risks and opportunities over the rest of 2021 and beyond, but your crew remains the key to progressing toward your long-term goal.
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Important Disclosures

The PE ratio (price-to-earnings ratio) is a measure of the price paid for a share relative to the annual net income or profit earned by the firm per share. It is a financial ratio 
used for valuation: a higher PE ratio means that investors are paying more for each unit of net income, so the stock is more expensive compared to one with lower PE ratio.

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

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 Bloomberg Barclays US Aggregate Bond Index is an index of the U.S. investment-grade fixed-rate bond market, including both government and corporate bonds.

Equity Risk:

Investing in stock includes numerous specific risks including the fluctuation of dividend, loss of principal and potential illiquidity of the investment in a falling market. Because 
of their narrow focus, sector investing will be subject to greater volatility than investing more broadly across many sectors and companies. Value investments can perform 
differently from the market as a whole. They can remain undervalued by the market for long periods of time. The prices of small and mid-cap stocks are generally more volatile 
than large cap stocks.

Equity Definitions:

Cyclical stocks typically relate to equity securities of companies whose price is affected by ups and downs in the overall economy and that sell discretionary items that 
consumers may buy more of during an economic expansion but cut back on during a recession. Counter-cyclical stocks tend to move in the opposite direction from the overall 
economy and with consumer staples which people continue to demand even during a downturn.

A growth stock is a share in a company that is anticipated to grow at a rate significantly above the average for the market due to capital appreciation. 
A value stock is anticipated to grow above the average for the market due to trading at a lower price relative to its fundamentals, such as dividends, earnings, or sales.

A Value stock is anticipated to grow above the average for the market due to trading at a lower price relative to its fundamentals, such as dividends, earnings, or sales. 

Large-cap stocks are issued by corporations with a market capitalization of $10 billion or more, and small-cap stocks are issued by corporations with a market capitalization 
between $250 million and $2 billion.

Presenter
Presentation Notes
Thank you for joining our Midyear Outlook 2021 discussion. Please review these important disclosures.
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Important Disclosures

Fixed Income Risks:

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are subject to availability and change in 
price. Bond yields are subject to change. Certain call or special redemption features may exist which could impact yield. Government bonds and Treasury bills are 
guaranteed by the US government as to the timely payment of principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value. Corporate 
bonds are considered higher risk than government bonds but normally offer a higher yield and are subject to market, interest rate, and credit risk, as well as additional 
risks based on the quality of issuer coupon rate, price, yield, maturity, and redemption features. Mortgage-backed securities are subject to credit, default, prepayment, 
extension, market and interest rate risk.

Fixed Income definitions:

Credit Quality is one of the principal criteria for judging the investment quality of a bond or bond mutual fund. As the term implies, credit quality informs investors of a 
bond or bond portfolio’s credit worthiness, or risk of default. Credit ratings are published rankings based on detailed financial analyses by a credit bureau specifically as it 
relates the bond issue’s ability to meet debt obligations. The highest rating is AAA, and the lowest is D. Securities with credit ratings of BBB and above are considered 
investment grade. The credit spread is the yield the corporate bonds less the yield on comparable maturity Treasury debt. This is a market-based estimate of the amount 
of fear in the bond market. Base-rated bonds are the lowest quality bonds that are considered investment-grade, rather than high-yield. They best reflect the stresses 
across the quality spectrum.

The Bloomberg Barclays Aggregate US Bond Index represents securities that are SEC-registered, taxable, and dollar denominated. The index covers the U.S. 
investment-grade fixed rate bond market, with index components for government and corporate securities, mortgage pass-through securities, and asset-backed securities.

International debt securities involve special additional risks. These risks include, but are not limited to, currency risk, geopolitical and regulatory risk, and risk associated 
with varying settlement standards. These risks are often heightened for investments in emerging markets.

High yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher interest rate, credit, and liquidity risks than those graded BBB 
and above. They generally should be part of a diversified portfolio for sophisticated investors.

Municipal bonds are subject to availability and change in price. They are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as 
interest rates rise. Interest income may be subject to the alternative minimum tax. Municipal bonds are federally tax-free but other state and local taxes may apply. If sold 
prior to maturity, capital gains tax could apply.

Presenter
Presentation Notes
Thank you for joining our Midyear Outlook 2021 discussion. Please review these important disclosures.
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This research material has been prepared by LPL Financial LLC. 

Securities and advisory services offered through LPL Financial (LPL), a registered investment advisor and broker-dealer (member FINRA/SIPC). Insurance 
products are offered through LPL or its licensed affiliates. To the extent you are receiving investment advice from a separately registered independent investment 
advisor that is not an LPL affiliate, please note LPL makes no representation with respect to such entity. 

Not Insured by FDIC/NCUA or Any Other Government Agency | Not Bank/Credit Union Guaranteed | Not Bank/Credit Union Deposits or Obligations | May Lose Value

RES-750000-0521 | For Public Use | Tracking #1-05155985 (Exp. 7/22)

Presenter
Presentation Notes
Thank you for joining our Midyear Outlook 2021 discussion. Please review these important disclosures.
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