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While we do not believe 
the bull market is over, we 
do believe investors should 
consider taking some 
equity risk off the table.

Risks have begun to stack 
up and the risk-reward 
trade-off has become a bit 
less favorable.

The longer-term outlook 
still looks good — we see 
no recession on the horizon 
and corporate America is in 
excellent shape. 

We think it is a good time to consider taking a little risk off table. Two weeks 
ago we wrote about how stocks are probably due for a pullback given their steady 
advance and some of the risks facing markets. This past week (August 16), we 
slightly reduced equity exposure in some of our model portfolios. By doing so, we 
acknowledged that those risks had begun to stack up during a seasonally weak 
period and that the trade-off between upside potential and downside risk, at least in 
the near term, had become a bit less favorable. This week we discuss some of the 
details behind that tactical decision and reiterate our positive longer-term view.

Disclaimer: Today’s eclipse did not play a role in the tactical asset allocation decision 
discussed in this report.

WHAT WE DID AND WHY
As always, investors should consider their own individual risk tolerances and 
portfolio positioning. Here are some of the reasons we chose to slightly scale back 
our equity exposure and reduce risk in certain portfolios:

�� Stocks have had a strong run. The S&P 500 Index’s 10% return year to date 
is ahead of our 2017 forecast (6–9%). Furthermore, despite Thursday’s declines, 
the S&P 500 and Dow Jones Industrials Average are both about 2% from their all-
time closing highs (the Nasdaq is about 3% away from its all-time high). Although 
we continue to believe that valuations are supported by earnings growth, low 
interest rates, and low inflation, it is logical to expect pullbacks to be bigger when 
they start at higher valuations. The price-to-earnings ratio for the S&P 500, at just 
over 19 times consensus forward estimates (next 12 months, Thomson Reuters 
data), is at its highest level since the peak of the dotcom bubble in 1999.

�� Volatility drought. Stocks are in one of their longest streaks ever without a 
pullback. The last 5% pullback in the S&P 500 was in June 2016 (Brexit vote), the 
longest such streak since 1994–96 and the fourth longest since 1958. Perhaps 
more unusual is that we haven’t had a 3% pullback since the November 2016 
election, a streak only matched once since 1950 (again, in the mid-1990s). 
Since 1950, the S&P 500 over a one-year period has pulled back 3% or more 
an average of 4.3 times and 5% or more an average of 2.5 times, so the current 
environment is unusually calm. We have also seen record low levels of the 
Chicago Board Options Exchange Volatility Index (VIX), which measures implied 
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stock market volatility based on options prices. 
Although the VIX rose sharply late last week, at 
14, it remains well below its long-term (post-1990) 
average of 19.

�� Weak seasonal period. August and September 
are the only calendar months that have averaged 
losses for the S&P since 1980 [Figure 1]. Some 
of the biggest drawdowns in recent decades 
have occurred during August and September, 
including Iraq invading Kuwait (1990), “Asian 
contagion” (1997), the collapse of Long-Term 
Capital Management (1998), Lehman’s collapse 
(2008), the U.S. debt downgrade (2011), and 
China’s currency crisis (2015). Plus, the calendar 
is lacking any obvious, potential near-term positive 
catalysts. The estimated deadline to raise the 
debt limit is only about a month away and perhaps 
carries the most potential to be a positive catalyst 
should it be resolved; our best guess is that 
it will be without any major market disruption. 
However, raising the debt limit is not always 

straightforward, which we learned from the 2011 
debt limit debacle that led to the U.S. credit rating 
downgrade by Standard & Poor’s. 

�� Earnings season is behind us. Although results 
were good in terms of upside to forecasts, growth 
rates, and guidance from management teams, 
earnings have not been a positive catalyst for the 
stock market during the just completed second 
quarter earnings season. In fact, according to 
FactSet data, shares of companies that have 
beaten estimates this earnings season have seen 
an average decline of 0.3% around their reporting 
date, compared to the five-year average of +1.4% 
(performance includes two days before and two 
days after the reporting date). Looking ahead, 
earnings may not be a positive catalyst for stocks 
for the next two to three months.

�� Central bank transitions. As discussed in our 
Midyear Outlook 2017 publication, the stock 
market faces a challenging transition away from 
central bank support. The Federal Reserve is likely 
to begin shrinking its $4.5 trillion balance sheet 

“relatively soon,” per its latest statement, while the 
market’s expectations for rate hikes are very low, 
both bringing the potential for a negative surprise. 

�� Geopolitical risks are high. Geopolitical risk 
is always relevant even though stocks have 
historically been resilient to these events. There 
are several potential scenarios that could impact 
the markets in the near term, such as the threat 
from North Korea, difficult Brexit talks, NAFTA 
renegotiations, and elections in Germany. In 
addition, terrorism unfortunately reared its ugly 
ahead again last week with the tragedy  
in Barcelona. 

�� Distractions in Washington, D.C. Each day 
that policymakers are focused on issues other 
than tax policy, the odds of corporate tax reform 
decrease and the possibility of budget or debt 
limit stumbles increase. We still believe a tax 
deal in early 2018 is more likely than not, with 
the Republicans in need of a political win, but the 
odds of success have fallen.

S&P 500 Monthly Performance from 1980 – 2016

Month Average Return % Higher*

January 0.8% 59.5% 

February 0.3% 62.2% 

March 1.2% 64.9% 

April 1.6% 70.3% 

May 1.0% 67.6% 

June 0.1% 56.8% 

July 0.8% 45.9% 

August -0.1% 56.8% 

September -0.7% 45.9% 

October 1.3% 64.9% 

November 1.6% 70.3% 

December 1.5% 73.0% 

Source: LPL Research, FactSet   08/21/17

* Percentage of time the S&P 500 is higher during the month 
referenced since 1980.

All indexes are unmanaged and cannot be invested into directly.

WE ARE AMID THE WORST TWO MONTHS OF THE YEAR1

https://lpl-research.com/outlook/MYO_2017_SinglePage.pdf
https://lplresearch.com/2017/08/15/mounting-tensions-between-the-u-s-and-north-korea/
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THE GOOD NEWS
While that is a long list of risks, we want to be 
clear that we are not sounding an alarm bell and 
turning bearish. Our decision to slightly reduce 
equity exposure was a small tactical move executed 
within a select group of portfolios more focused on 
a short- to intermediate-term time horizon (within 
the range of 3–12 months). We remain nearly 
fully invested with roughly benchmark-level risk in 
most of our tactical models. And we have shifted 
equities to cash rather than bonds so that we can be 
nimble and put the cash back to work when a more 
attractive opportunity emerges. In other words, we 
are still inclined to buy a dip when it comes.

It is also important to note that we have made 
no changes to our strategic asset allocation 
recommendations, which focus on longer, three- to 
five-year time horizons. Our long-term equity market 
view remains positive primarily because of where 
we think we are in the business cycle. We expect 
the economic expansion and bull market to continue 
well into 2018 and likely beyond, with leading 
indicators pointing to further economic growth 
and our Recession Watch Dashboard [Figure 2] 
suggesting that the economic cycle is in its mature 

OUR RECESSION WATCH DASHBOARD SUGGESTS LOW ODDS OF RECESSION OVER NEXT YEAR2
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As of 07/21/17. Shaded areas 
indicate recession.

As of 07/21/17. Shaded areas 
indicate recession.

As of 07/21/17. White arrows indicate 
trends. Divergences signal bear markets.

As of 07/21/17. Clear peak in ISM PMI 
signals likely peak in earnings growth rate.

As of 07/21/17. White bar indicates 
post-1980 average.
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There is no magic 
formula for predicting 
recessions and bear 
markets — every cycle is 
di¥erent. But we believe 
the Five Forecasters 
cover a variety of 
perspectives and help 
capture a more complete 
view of the economic 
and market environment. 
They are meant to be 
considered collectively, 
not individually. 
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We believe we are in the mid-to-late 
stage of the current expansion. Monetary 

policy is still exhibiting early cycle behavior, with 
lows from yields still relatively recent. Some items 

relating to corporate profits are showing late cycle behavior, 
although they may reset if profits improve.RECESSION                            

RECOVERY      
      

      
     

     
  MATURE          

                          AGING     

3-Month Treasury Bill, Low
Civilian Employment, Passes Prior Peak
CPI, Year-over-Year, Low
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Housing Starts, Expansion Total
GDP, % Above Prior Peak

Commodity Prices, Low
Yield Spread, BAA, 20-Year Treasury, Low
Average Hourly Earnings, Year-over-Year, Low

Profitability, Peak
Real S&P 500 Price Index, % Above Prior Peak 
Real Earnings Peak

Historical Average
Current Level

RECESSION WATCH
Our Recession Watch Dashboard is showing an overall low risk of
recession starting within the next year.

U p d a t e d  A u g u s t  2 0 1 7

Because data for the components of this dashboard are available with 
varying frequencies, some will be more current than others. In all cases, 
we have used the latest data available.

D A S H B O A R D
W A T C H
RECESSION
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Data for all series is as of August 11, 2017. Starting point for all series is June 1954 except housing starts (March 1961), hourly earnings (December 1970), and commodity prices 
(December 1970). Real prices and real earnings determined using the Consumer Price Index for all urban consumers (CPI-U). Commodity prices are based on the GSCI Total 
Return Index. Profitability is based on real profit per unit value added for non-financial corporate business based on current production as calculated by the BEA.

The 10-year Treasury yield hit a new low for the current cycle in July 2016 (based on the daily average), shifting us to earlier in the cycle by that metric.

As of 07/21/17. Shaded areas indicate recession.

Spending is measured by the 
selected criteria: real home 
prices, big ticket purchases, 
business spending, and 
commodity prices

Borrowing is measured by the 
selected criteria: credit card 
debt, consumer debt 
payments, business debt, and 
commercial loan growth.

Confidence is measured by 
the selected criteria: 
consumer confidence, 
valuations, wage growth, and 
business leverage.

To complete the Over Index, LPL Research measures trends in three broad economic drivers: 
spending, borrowing, and confidence. For each of these three drivers, we found four diverse 
components that reflect the economic activity of that subindex from a di¥erent angle. The 
Over Index takes each of the subcomponents and uses a sophisticated statistical process to 
normalize and index each data series into an overall score for each of the three drivers. The 
combined aggregated data help to measure the likelihood that the economy is showing signs 
of overactivity and that we may be approaching a cyclical peak.

As of 07/20/17. Earnings growth statistics are a blend of actual S&P 
500 company results and consensus forecasts for S&P 500 
companies yet to report. Trailing earnings cover the four quarters 
ending Q2 2017, while forward earnings cover the four quarters 
beginning Q32017. Revisions reflect 3-month estimate changes for 
forward four quarters estimates.

The PE ratio (price-to-earnings 
ratio) is a valuation ratio of a 
company’s current share price 
compared with its per-share 
earnings. A high PE suggests 
investors are expecting high 
earnings growth in the future, 
compared with companies with a 
lower PE.

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 Purchasing Managers' Index 
(PMI) is an indicator of the 
economic health of the 
manufacturing sector. The PMI is 
based on five major indicators: 
new orders, inventory levels, 
production, supplier deliveries, and 
the employment environment. 

As of 07/06/17. A CCI score of zero represents the baseline conditions in 2009, and subsequent 
CCI scores should be interpreted as a coincident measure of economic health in relation to this 
starting year.

As of 06/05/17; will be updated on next monthly edition. The Beige Book is a commonly used 
name for the Federal Reserve’s (Fed) report called the Summary of Commentary on Current 
Economic Conditions by Federal Reserve District. It is published just before the Federal Open 
Market Committee (FOMC) meeting on interest rates and is used to inform the members on 
changes in the economy since the last meeting.

The opinions voiced in this material are for general information only and are not intended to provide or be 
construed as providing specific investment advice or recommendations for your clients.

Any economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee 
that strategies promoted will be successful. All indexes are unmanaged and cannot be invested into directly.

For more details on any of the 
components of this dashboard, 
please see the links embedded 

within the graphic (marked 
with a + symbol).

Sources: LPL Research, Federal Reserve, U.S. Bureau of Economic Analysis, U.S. Bureau of Labor Statistics, U.S. Bureau of the 
Census, Standard and Poor’s, Robert Shiller, National Bureau of Economic Research, Haver Analytics, Thomson Reuters   08/11/17

CURRENT CONDITIONS INDEX EARNINGS BAROMETER

BEIGE BOOK BAROMETER

5 FORECASTERS: 
LATE CYCLE WARNING?

THE OVER INDEX

DEFINITIONS

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.

NYSE Composite Index measures the performance of all stocks listed on the New York Stock Excange. The NYSE Composite Index includes more than 1,900 stocks, of which over 1,500 are U.S. companies.

This research material has been prepared by LPL Financial.

To the extent you are receiving investment advice from a separately registered independent investment advisor, 
please note that LPL Financial is not an affiliate of and makes no representation with respect to such entity.

Member FINRA/SIPC

 Tracking #1-628364   (Exp. 07/18) 

Not FDIC/NCUA Insured | Not Bank/Credit Union Guaranteed | May Lose Value | Not Guaranteed by Any 
Government Agency | Not a Bank/Credit Union Deposit

We made no changes to our strategic asset  
allocation recommendations.

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

This research material has been prepared by LPL Financial LLC.

To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and 
makes no representation with respect to such entity.

IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To 
determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. All performance referenced is historical and is no 
guarantee of future results.

The economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful.

Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal, and potential liquidity of the investment in a falling market.

Because of its narrow focus, specialty sector investing, such as healthcare, financials, or energy, will be subject to greater volatility than investing more broadly 
across many sectors and companies.

All investing involves risk including loss of principal.

INDEX DESCRIPTIONS

The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy through 
changes in the aggregate market value of 500 stocks representing all major industries.

The NASDAQ-100 is composed of the 100 largest domestic and international non-financial securities listed on The Nasdaq Stock Market. The Index reflects 
companies across major industry groups including computer hardware and software, telecommunications, retail/wholesale trade, and biotechnology, but does not 
contain securities of financial companies. 

Dow Jones Industrial Average is the most widely used indicator of the overall condition of the stock market, a price-weighted average of 30 actively traded 
blue chip stocks, primarily industrials. The 30 stocks are chosen by the editors of the Wall Street Journal. The Dow is computed using a price-weighted indexing 
system, rather than the more common market cap-weighted indexing system. 

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

phase but not nearing its end. We see few signs 
of excesses (overspending, overborrowing, and 
overconfidence) that have historically led to the end 
of prior business cycles. Remember, bull markets 
don’t die of old age, they die of excesses.

We are also encouraged by the financial health 
of corporate America. Even though the market’s 
reaction to earnings was muted, companies 
delivered another excellent earnings season and 
balance sheets are in outstanding shape. A likely 
reduced tax rate to repatriate overseas cash in 2018 
will only strengthen corporate America’s financial 
position. Consumer spending picked up in July 
based on the strong retail sales report last week; 

and data released thus far for the third quarter 
suggests a potential pickup in gross domestic 
product growth.

CONCLUSION
The risks have begun to stack up — some seasonal, 
some policy related, some geopolitical, and some 
simply a function of the unusually quiet year we’ve 
had. But the longer-term outlook still looks good. We 
see no recession on the horizon, the economy is 
showing no signs of excesses that have historically 
led to the ends of business cycles, and corporate 
America appears to be in excellent shape. n 


