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Sector Strategy

 § We continue to favor cyclical sectors, as we still believe valuations reflect 
an overly pessimistic view of the global economy and corporate profits. 
Cyclical sectors have led this year’s rally, having returned an average of 
10% year-to-date (as of February 8), compared to 8% for the S&P 500 
while the defensive sectors are unchanged.

 § We recently lowered our view of Consumer Discretionary to neutral now that the 
catalyst of a strong holiday shopping season is behind us. The move also reflects 
our forecast for modest consumer income gains, our desire to focus on business 
spending-driven sectors and lofty relative valuations.

 § Our outlook for business spending and expectation for only a modest 
slowdown in China support our positive views of the Industrials and 
Technology sectors with their global reach. Commentary from companies 
during earnings season has generally been supportive of continued resilient 
business spending and healthy demand from emerging economies.

 § We expect steady, though not particularly robust growth in the U.S. 
economy over the next several quarters along with additional policy easing 
and solid growth in China and other emerging market countries to lift the 
natural resource sectors.

 § We continue to under-emphasize the four defensive sectors, as we expect 
investors’ renewed preference for cyclical investments so far this year to 
continue in the months ahead as economic and profit growth exceed market 
expectations and company fundamentals increasingly drive stock prices.

Strong Start to 2012 for Cyclical Sectors
As is typical during equity market rallies such as the one we have 
experienced over the past four months, cyclical sectors have outpaced 
defensive sectors. While all 10 S&P 500 sectors are solidly higher during 
this period, the divergence is significant [Chart 1]. So what has changed 
since last fall when investors flocked to perceived safe haven assets such as 
Utilities and even Treasury bonds? First, Europe has taken positive steps to 
contain its sovereign debt crisis. European Central Bank (ECB) interest rate 
cuts, a 3-year cheap lending program for European banks, and some gradual 
progress toward more fiscal integration have all helped take the worst case 
scenarios for Europe off the table and enable investors to take more risk in 
the equity markets.

In addition, the U.S. economic data has improved substantially in recent 
months on a variety of fronts, i.e., GDP, jobs growth, unemployment, 
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Cyclicals Leading in 2012

The Big Picture
 § Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 § Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 §  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

 1  Cyclical Sectors Have Led the Rally From October  
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manufacturing activity, consumer spending, auto sales, and others. Gross 
Domestic Product (GDP) accelerated throughout 2011. The improving 
economic backdrop is evident in the LPL Financial Current Conditions Index, 
a timely measure of economic and market conditions, which has improved 
markedly in recent months [Chart 3].

The strength in cyclical sectors also reflects the market’s increasing focus 
on fundamentals, a key component of our investment process. During 2011, 
investors favored defensive stocks such as Consumer Staples and Utilities, 
with slower earnings growth and less sensitivity to the economy [Chart 4]. 
The cyclical sectors, on average, grew earnings 20% in 2011 while defensive 
sectors grew earnings by a mere 4%. How were cyclical sectors rewarded 
for their stronger growth? They weren’t. Cyclical sectors lost 2% on average 
in 2011, compared to the stellar 13% average return for the defensive 
sectors last year.

Investors also favored high dividend payers in 2011, stocks that tend to make 
up a bigger portion of the defensive sectors. Within the S&P 500, stocks 
that do not pay dividends lost 2% last year, while those in the top quartile of 
dividend yield (2.5% or higher) returned 15%. Interest rates collapsed last 
year, increasing the attractiveness of dividends. Though we expect interest 
rates to remain low in 2012 thanks to the super-accommodative Federal 
Reserve, a repeat of the sharp decline experienced last year that provided a 
strengthening tailwind for these stocks is highly unlikely.

While we believe some of these types of investments should be present 
in diversified portfolios, especially for more conservative, income-oriented 
investors, there are times when these areas would not be expected to 
fare as well as more economically sensitive investments. We would argue 
that 2012 will be a period when these types of defensive investments may 
not work as well, based on where we are in the business cycle and the 
economic and profit outlook the market is pricing into valuations. We see 
the U.S. economy in the middle stages of a continued expansion, albeit a 
frustratingly slow one, and expect 2% GDP growth this year. We forecast 
mid-to-high single digit profit growth this year (based on our forecast for 
business spending, which is correlated to corporate profits, as we have 
previously discussed in our 2012 Outlook publication), with much faster 
growth among cyclical sectors with leverage to business spending and 
developing economies, which may provide a favorable backdrop for these 
sectors to perform well in 2012.

 2 The Losers of 2011 Are the Winners of 2012

 3  LPL Current Conditions Index Indicative of Improving 
Economic Backdrop
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 4  Lackluster Earnings Growth for Defensive Sectors Was 
Rewarded in 2011
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Consumer Discretionary Reduced view reflects post-holiday shopping lull, sluggish consumer income 
growth and spending outlook and lofty relative valuations.

Consumer Staples Challenging profit margin environment, while above-average valuations and the 
market’s renewed preference for cyclicals present headwinds.

Energy Middle East tensions (particularly Iran) and improving China growth outlook 
keeping U.S. crude oil at the high end of its recent range between $90 and $100.

Financials Benefiting from mean reversion in early 2012 and solid loan growth, although 
interest rate and regulatory pressures are not abating.

Health Care Global public spending pressures are a concern, although Biotech view is positive 
on acquisition activity and improving innovation.

Information Technology Standout performer during fourth quarter earnings season. Company guidance 
suggests continued technology spending growth and valuations are attractive.

Industrials Expect business spending to grow mid-to-high single digits near-term, outpacing 
consumer spending. Improving manufacturing activity is supportive.

Materials Favor Commodities stocks for the benefit from strong demand in Emerging 
Markets, as China and other Emerging Market nations adopt more stimulative 
monetary and fiscal policies.

Telecom Valuations, slow growth and a failed acquisition in the sector that tempered 
pricing expectations are among several concerns.

Utilities Best sector of 2011 among the worst so far in 2012 along with Telecom; earnings 
are falling, valuation is rich and investors are rotating into cyclicals.

  S&P 500 Sector Snapshots

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, 
business, economic and political risk which should carefully be considered before investing.

Investors should consider the investment objectives, risks, charges and expenses of 
the investment company carefully before investing. The prospectus contains this and 
other information about the investment company. You can obtain a prospectus from your 
financial representative. Read carefully before investing.
Principal Risk: An investment in an Exchange Traded Fund (ETF), structured as a mutual fund or unit investment trust, 
involves the risk of losing money and should be considered as part of an overall program, not a complete investment 
program. An investment in ETFs involves additional risks: not diversified, the risks of price volatility, competitive 
industry pressure, international political and economic developments, possible trading halts and Index tracking error.

Consumer Discretionary: Companies that tend to be the most sensitive to economic cycles. Its manufacturing 
segment includes automotive, household durable goods, textiles and apparel, and leisure equipment. The 
service segment includes hotels, restaurants and other leisure facilities, media production and services, 
consumer retailing and services and education services.

Consumer Staples: Companies whose businesses are less sensitive to economic cycles. It includes 
manufacturers and distributors of food, beverages and tobacco, and producers of non-durable household goods 
and personal products. It also includes food and drug retailing companies.

Our accompanying individual sector profiles are delivered individually or as a full analysis. Our sector 
views are outlined in Portfolio Compass, published on a bi-weekly basis. The Compass highlights the 
three components of our investment philosophy — fundamentals, valuation and technical analysis — for 
equity sectors as well as equity, fixed income and commodities asset classes. For more details on our 
macroeconomic and market views, please refer to our 2012 Outlook publication and our weekly market and 
economic commentaries. For help implementing our sector advice, please refer to our Exchange-Traded 
Product (ETP) models or the currently recommended sector funds.
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SECTOR STRATEGY:  OVERVIEW

Energy: Companies whose businesses are dominated by either of the following activities: The construction or provision 
of oil rigs, drilling equipment and other energy-related service and equipment, including seismic data collection. The 
exploration, production, marketing, refining and/or transportation of oil and gas products, coal and consumable fuels.

Financials: Companies involved in activities such as banking, consumer finance, investment banking and 
brokerage, asset management, insurance and investment, and real estate, including REITs.

Financials Sector: Companies involved in activities such as banking, consumer finance, investment banking and 
brokerage, asset management, insurance and investment, and real estate, including REITs.

Healthcare Sector: Companies are in two main industry groups — healthcare equipment and supplies or 
companies that provide healthcare-related services, including distributors of healthcare products, providers 
of basic healthcare services, and owners and operators of healthcare facilities and organizations. Companies 
primarily involved in the research, development, production, and marketing of pharmaceuticals and 
biotechnology products.

Industrials: Companies whose businesses manufacture and distribute capital goods, including aerospace and 
defense, construction, engineering and building products, electrical equipment and industrial machinery. Also, 
companies that provide commercial services and supplies, including printing, employment, environmental 
and office services, or provide transportation services, including airlines, couriers, marine, road and rail, and 
transportation infrastructure.

Manufacturing Sector: Companies engaged in chemical, mechanical, or physical transformation of materials, 
substances, or components into consumer or industrial goods.

Materials: Companies that are engaged in a wide range of commodity-related manufacturing. Included in this 
sector are companies that manufacture chemicals, construction materials, glass, paper, forest products and 
related packaging products, metals, minerals and mining companies, including producers of steel.

Technology Software & Services: Includes companies that primarily develop software in various fields such 
as the internet, applications, systems and/or database management and companies that provide information 
technology consulting and services; technology hardware & Equipment, including manufacturers and 
distributors of communications equipment, computers and peripherals, electronic equipment and related 
instruments, and semiconductor equipment and products.

Telecommunications Services: Companies that provide communications services primarily through a fixed line, 
cellular, wireless, high bandwidth and/or fiber-optic cable network.

Utilities Sector: Companies considered electric, gas or water utilities, or companies that operate as independent 
producers and/or distributors of power.

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

The fast price swings in commodities and currencies will result in significant volatility in an investor’s holdings.

Precious metal investing is subject to substantial fluctuation and potential for loss.

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.

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.

Gross Domestic Product (GDP) is the monetary value of all the finished goods and services produced within a country’s 
borders in a specific time period, though GDP is usually calculated on an annual basis. It includes all of private and 
public consumption, government outlays, investments and exports less imports that occur within a defined territory.
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Sector Strategy

 � After defying the odds in 2011 and outperforming the S&P 500 for the 
fourth straight year, the Consumer Discretionary sector is off to a strong 
start so far in 2012 with a 9% return compared to the 8% return for the 
S&P 500 (as of February 8, 2012). Consumer spending and sector profit 
growth exceeded the market’s pessimistic expectations throughout last 
year. This year, the story has been more about improving fundamentals, i.e., 
job growth and confidence, rather than simply overly pessimistic sentiment.

 � We recently lowered our view of the sector to neutral, as the catalyst of 
a strong holiday shopping season is behind us. The move also reflected 
our forecast for modest consumer income gains, our desire to focus more 
on business spending-driven sectors and lofty relative valuations.

 � Consumer spending growth has outpaced consumer income growth 
over the past five months [Chart 1]. This trend, though it may continue 
in the short term, is not sustainable. A corresponding drop in the savings 
rate (as a percent of disposable income) has brought it to the lowest level 
since December of 2007. With wage growth unlikely to improve much 
in the near term with unemployment still frustratingly high, we expect 
consumer spending growth to remain tepid, likely no more than 4% in 
nominal terms, and closer to 2% in real terms excluding inflation.

 � Our neutral view of Consumer Discretionary also reflects our 
expectation that business spending growth will outpace consumer 
spending growth this year. During the just-reported fourth quarter, the 
proxy for business spending (equipment and software) rose 5.0% on an 
annualized basis in real terms, while consumer spending rose just 2.0%. 
Furthermore, while consumers have improved their balance sheets, they 
cannot match the balance sheets of corporate America with north of $1 
trillion in cash.

 � Valuations are another reason for our more cautious outlook on the 
sector. Although the sector is expected to grow earnings at or near a 
double-digit pace this year, according to consensus forecasts, and a PE 
near 15 times is not all that high for this growth, the relative valuation 
compared to the S&P 500 is high at a 17% premium on a forward price-
to-earnings multiple basis. Historically the sector trades at an average 
valuation premium of 12%.

 � Another factor that we believe is working against the sector some in 2012 
is that we are in the middle stages of what we expect to be a roughly 
six-year business cycle. Historically, this sector performs better during the 
earlier stages of businesses cycles, as evidenced by the sector’s double-
digit percentage outperformance in both 2009 and 2010.

February 2012

Consumer Discretionary

Performance
S&P 500 Consumer 
Disc. Index S&P 500 Index

Q4 2011 12.6% 11.8%
2011 6.1% 2.1%
Year-to-date 8.8% 7.6%
3 mo. 9.5% 8.4%
12 mo. 16.3% 7.3%
2012 EPS Growth Rate 13.0% 8.8%
NTM P/E 14.8 12.6
Dividend Yield 1.5% 2.0%
Beta 0.99 1.00
Weight in S&P 500 10.8%

Sources: FactSet, LPL Financial   Performance through 02/08/12

 1  Consumers Are Spending More Than They  
Are Earning

Source: Bureau of Economic Analysis, Haver Analytics   02/02/12
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 � If the sector were to outperform the S&P 500 this year and make it a 
rare fifth straight, it could come from several places. One is the market’s 
preference for cyclical sectors, as this rising tide may lift all the boats. Two, 
consumer sentiment remains low historically despite recent improvement, 
historically a signal of positive sector relative performance. Or three, the 
sector may benefit from falling prices if tensions in the Middle East (Iran in 
particular) die down.

 � Despite a still challenging consumer spending environment, the sector 
continues to grow profits at a solid double-digit clip. Current expectations 
are for the sector to grow earnings per share (EPS) by 13% in 2012, ahead 
of the S&P 500. While exceeding current sector expectations for high-
teens earnings growth during the next several quarters will not be easy, 
going against the sector’s earnings performance has been a losing bet 
since the last recession ended.

 � We favor Media among key industry groups. Media is poised to benefit from 
an improving advertising market, the election cycle and attractive valuations. 
Online advertising trends and the proliferation of social media are also 
expected to drive solid earnings growth. After returning a solid 9% in 2011, 
Media is off to a strong start so far this year with a 10% return year-to-date 
(as of February 8, 2012).

 2  Consumer Discretionary Sector Performance vs. 
the S&P 500

Source: FactSet, LPL Financial   02/08/12
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SECTOR STRATEGY:  CONSUMER DISCRETIONARY

IMPORTANT DISCLOSURES

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 any individual. To determine which 
investments may be appropriate for you, consult your financial advisor prior to investing. All performance 
referenced is historical and is no guarantee of future results. All indices are unmanaged and cannot be invested 
into directly.

Stock investing involves risk including loss of principal.

The Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Consumer Discretionary Index is comprised of companies that tend to be the most sensitive to 
economic cycles. Its manufacturing segment includes automotive, household durable goods, textiles and 
apparel, and leisure equipment. The service segment includes hotels, restaurants and other leisure facilities, 
media production and services, consumer retailing and services and education services.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. 

Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.
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 � After outpacing the broad market handily in 2011 with a 14% 
return — second among S&P sectors trailing only Utilities — the sector is 
unchanged so far this year, well behind the 8% return for the S&P 500. The 
Consumer Staples sector was a beneficiary of the market’s shift toward 
defensive sectors in 2011, a trend that reversed starting last October. 

 � The Consumer Staples sector faces several challenges this year that we 
believe will likely lead to underperformance. First, we believe the current 
environment is unfavorable for defensive sectors such as Consumer 
Staples based on the economic and earnings growth outlook that the 
market has priced in. Second, sector valuations appear stretched relative 
to the broad market. Finally, the sector has struggled to sustain its profit 
margins in the face of rising commodity prices.

 � Our preference for more cyclical sectors is the primary reason for our 
negative Consumer Staples view. The counter-cyclical characteristics of 
Consumer Staples are evident by its inverse relationship with business 
confidence, as measured by the Institute of Supply Management (ISM) 
manufacturing survey. Chart 2 illustrates that the Consumer Staples sector 
tends to outperform when business activity is falling (note that in the chart, 
the scale for the ISM index is shown on an inverted scale). The ISM index 
stabilized around 50 last summer, and has gradually increased toward a 
favorable, cyclical level near 54. We expect this index to move a bit higher, as 
has been the case historically during the middle of business cycles, weighing 
on Consumer Staples relative performance.

 � Despite some modest relief in recent months, higher commodity 
prices continue to present challenges for consumer staples 
companies. Wholesale prices for the intermediate stage of manufacturing 
are 10.8% higher than the year-ago period while wholesale prices of 
finished goods are 7.1% higher year-over-year. The sector’s operating profit 
margins have been falling steadily for the past decade and are approaching 
record lows at 9%, compared to the long-term average of 10.4%. 
Technology and Consumer Discretionary margins, conversely, have been 
rising steadily and are near record highs.

 � Sector valuations are not particularly attractive, in our view, given a 
challenging fundamental outlook for the sector and constrained profit 
margins. Staples are currently trading at a 15% premium to the S&P 
500 on a forward P/E basis, above historical average premiums near 13% 
and above levels we view as fair given the current, middle stage of the 
business cycle.

February 2012

Consumer Staples

Performance
S&P 500 Consumer 
Staples Index S&P 500 Index

Q4 2011 10.3% 11.8%
2011 14.0% 2.1%
Year-to-date 0.0% 7.6%
3 mo. 5.4% 8.4%
12 mo. 15.7% 7.3%
2012 EPS Growth Rate 7.3% 8.8%
NTM P/E 14.6 12.6
Dividend Yield 2.9% 2.0%
Beta 0.53 1.00
Weight in S&P 500 10.8%

Sources: FactSet, LPL Financial   Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

 1  Consumer Staples Relative Performance Driven 
Largely by Market Direction
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Performance over the last 10 years

The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results. 
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 � Our overall stock market view is positive, as we expect roughly 8 – 12% 
returns for stocks in 2012. (LPL Financial Research provided this range 
based on our earnings per share growth estimate for 2012, and a modest 
expansion in the price-to-earnings ratio). In this environment, the odds 
that the sector outperforms are low. In fact, over the past decade, when 
the S&P 500 return is positive in a given quarter, the odds that Consumer 
Staples beats the index are 23%. Conversely, if the S&P 500 return is 
negative, Consumer Staples beats the index 83% of the time [Chart 1].

 � We favor Food & Staples Retailing among industry groups for its economic 
sensitivity. The generic drug wave should help drug store profit margins. 
This industry group has led the sector year-to-date with a 3% return and 
since the October market lows with a 17% return (as of February 8, 2012).

 2  Consumer Staples Are Counter-Cyclical, 
Outperforming When the ISM Index Falls

 3  Consumer Staples Sector Performance vs. the S&P 500
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The ISM index is based on surveys of more than 300 manufacturing 
firms by the Institute of Supply Management. The ISM 
Manufacturing Index monitors employment, production inventories, 
new orders, and supplier deliveries. A composite diffusion index is 
created that monitors conditions in national manufacturing based 
on the data from these surveys.

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

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

Source: FactSet, LPL Financial   02/08/12

The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.
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SECTOR STRATEGY:  CONSUMER STAPLES

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

The Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Consumer Staples index is comprised of companies whose businesses are less sensitive to economic 
cycles. It includes manufacturers and distributors of food, beverages and tobacco, and producers of non-durable 
household goods and personal products. It also includes food and drug retailing companies.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

Forward P/E Ratio is a measure of the price-to-earnings ratio (P/E) using forecasted earnings for the P/E 
calculation. The forecasted earnings used in the formula can either be for the next 12 months or for the next 
full-year fiscal period. Forward P/E is market price per share divided by expected earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.

The ISM Index is based on surveys of more than 300 manufacturing firms by the Institute of Supply 
Management. The ISM Manufacturing Index monitors employment, production inventories, new orders, and 
supplier deliveries. A composite diffusion index is created that monitors conditions in national manufacturing 
based on the data from these surveys.
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Sector Strategy

 � Flat oil prices and weakness in the large integrated oil companies have 
led to modest underperformance so far this year, as the sector has 
returned 6% compared to an 8% return for the S&P 500 year-to-date (as 
of February 8). Last year was an all or nothing year for the Energy sector, 
with strong first and fourth quarters and a very challenging middle six 
months. That was good enough for some modest outperformance.

 � Oil prices are key to sector performance. Despite a stable and improving 
demand outlook, we believe oil near $100 (U.S. West Texas Intermediate) 
is at the high-end of its range and that, in the near-term, there may be a bit 
more downside than upside. Energy relative performance tends to follow 
the price of oil, which would suggest a cautious view. However, the stocks 
may have priced that in as performance has not quite kept up with prices 
in recent weeks [Chart 1].

 � Despite not being oil bulls right now, we believe several factors will 
support the Energy sector in the coming months. First, we continue to 
believe the cyclical sectors are pricing in an overly pessimistic outlook 
for global growth, providing an opportunity for further outperformance 
of commodities stocks. The Energy sector, trading at about 10 times 
consensus earnings per share (EPS) estimates for 2012, we believe, offers 
good relative value. 

 � Geopolitical risk will likely keep oil prices elevated and help support 
the sector, particularly in Iran. The U.S., as well as the E.U. and Japan 
have agreed to sanctions against Iran that will go into effect this summer. 
A position in the Energy sector can provide a hedge against negative 
outcomes in the region and offers upside potential in the unlikely event 
that Iran potentially follows through on threats to disrupt oil supplies 
coming through the important Strait of Hormuz shipping channel.

 � Looking at the demand picture, we expect oil demand in the United 
States to increase in 2012, keeping global oil supply-demand balance 
tight. The International Energy Agency (IEA) forecasts an additional 1.1 
million barrels per day of consumption in 2012 versus 2011, an increase 
of 1.2%. We expect U.S. economic growth in the 2% range this year, 
measured by Gross Domestic Product (GDP)*, supportive of a modest 
increase in domestic oil demand. 

*Gross Domestic Product (GDP) is the monetary value of all the finished goods and services produced within a 
country’s borders in a specific time period, though GDP is usually calculated on an annual basis. It includes all 
of private and public consumption, government outlays, investments and exports less imports that occur within 
a defined territory.

February 2012

Energy

Performance
S&P 500 Energy 
Index S&P 500 Index

Q4 2011 18.2% 11.8%
2011 4.7% 2.1%
Year-to-date 5.6% 7.6%
3 mo. 6.7% 8.4%
12 mo. 3.1% 7.3%
2012 EPS Growth Rate 2.1% 8.8%
NTM P/E 10.8 12.6
Dividend Yield 1.8% 2.0%
Beta 1.29 1.00
Weight in S&P 500 12.1%

Sources: FactSet, LPL Financial   Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

 1  Energy Relative Performance Has Lagged Oil Prices So 
Far in 2012
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Source: FactSet, LPL Financial   02/08/12

The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.
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 � We expect a soft landing in China, with only modest growth 
deceleration for the world’s second largest oil importer after the 
United States. Chinese manufacturing activity has stabilized based on its 
Purchasing Managers Index (PMI) flat-lining near 50, providing increasing 
evidence that a soft landing is likely. China has already taken small steps 
to ease its monetary policy after a significant tightening campaign, and 
we believe more is yet to come. Inflation in China has fallen substantially, 
from 6.5% last summer to 4.5%, within the Chinese government’s 
acceptable range, opening the door to more stimulative monetary and 
fiscal policy in support of commodities demand including oil.

 � Seasonality is another reason to consider exposure to the sector. Energy 
is the best performing sector on average during the first quarter [Table], 
outperforming 73% of the time, while March tends to be the best month 
for oil price gains and Energy sector relative performance. April is also a 
very strong month historically as the summer driving season approaches.

 � Our primary concern beyond the potential for some resistance in 
U.S. crude oil prices above $100 is continued downward pressure on 
natural gas prices due to high natural gas inventories. The significant 
unconventional gas reserves in various shale deposits around the 
United States, along with a mild winter in the Northeast, have put 
heavy downward pressure on natural gas prices. The Dow Jones-UBS 
Natural Gas Index has fallen 36% during just the past three months (as 
of February 7, 2012). Falling gas prices have curbed gains for natural gas 
producers, offset by firm oil prices and acquisition activity. 

 � Our view is most positive in the higher growth areas of the sector that are 
less dependent on rising oil prices. We expect consolidation to continue 
to benefit Exploration & Production as foreign buyers in particular pay for 
a piece of the huge domestic shale reserves. Along those same lines, 
accessing those reserves should help Oil & Gas Services despite a still 
challenging regulatory environment in the aftermath of the disastrous spill 
in the Gulf in 2010.

 2  Energy Sector Performance vs. the S&P 500
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.

Q1 Total Returns by Sector (Ranked by Batting Averages)

Average Median Batting Average

Energy 3.56 5.32 73%
Materials 2.39 1.90 68%
Technology 2.91 4.24 68%
Financials 1.34 3.15 64%
Industrials 1.92 0.98 59%
Consumer Discretionary 3.37 2.61 59%
Health Care -0.31 0.59 55%
Staples 0.03 1.12 55%
Utilities -0.67 -1.56 45%
Telecom -0.77 -1.45 41%

Sources: FactSet, LPL Financial   Performance through 02/08/12
Note: Batting Average is percentage of periods with returns 
above the S&P 500.
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SECTOR STRATEGY:  ENERGY

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the 
U.S. Stock Market, without regard to company size.

The S&P Energy Index is comprised of energy companies that primarily develop and produce crude oil and 
natural gas, and provide drilling and other energy related services. 

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of 
future results.

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

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, 
business, economic and political risk which should carefully be considered before investing.

The fast price swings of commodities will result in significant volatility in an investor’s holdings.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. 
Earnings per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the 
current market price of a stock by the earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio 
has historically been less volatile than its benchmark.

Gross Domestic Product (GDP) is the monetary value of all the finished goods and services produced within 
a country’s borders in a specific time period, though GDP is usually calculated on an annual basis. It includes 
all of private and public consumption, government outlays, investments and exports less imports that occur 
within a defined territory.
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Sector Strategy

 � After another very difficult year for Financials in 2011 during which the 
sector was the worst performer in the S&P 500 and underperformed for 
the fifth straight year, 2012 is off to a good start. Key factors that have 
contributed to the sector’s turnaround include progress by European 
policy makers toward containing their debt crisis, improving U.S. 
economic data, and the related strong returns for stocks and other risky 
assets. Year-to-date, Financials have nearly doubled the 7.6% return for 
the S&P 500 (as of February 8, 2012).

 � Despite the strong start to the year, our view of the Financials 
sector remains cautious. The sector continues to face many challenges, 
including a constrained growth outlook, a difficult interest rate 
environment, and intense regulatory pressures.

 � The interest rate environment is pressuring financial company profits in two 
primary ways. First, low interest rates depress returns on assets. For 
example, bank deposits sitting on balance sheets are earning next to zero 
and insurance companies invest premiums at lower interest rates. Second, 
a flatter yield curve pressures lender profits by reducing the spread 
between the rate at which funds are lent and the cost of those funds. 
The yield curve has flattened significantly since last summer, largely due 
to super-accommodative Federal Reserve monetary policy. “Operation 
Twist”, in particular, flattens the yield curve by selling shorter-term bonds 
and buying longer-term bonds. Chart 1 shows how the sector’s relative 
performance has followed long-term interest rates lower.

 � Regulatory pressures on the largest financial institutions have 
intensified over the past year due to the implementation of the Dodd-
Frank Wall Street Reform and Consumer Protection Act. Dodd-Frank has 
caused large financial institutions to shed trading divisions and lose fee 
revenue. Higher capital requirements have hurt profitability and slowed 
the pace of dividend increases. These pressures will not let up for some 
time and will likely continue to weigh on investor sentiment toward the 
group while also constraining profitability.

 � Although housing has shown tepid signs of improvement recently, 
the housing market remains fragile. Prices continue to fall on an annual 
basis. Claims of fraudulent packaging of mortgage securities remain 
unsettled. Government programs to date have had minimal impact. 
Mortgage lending is a significant piece of banks’ revenue streams.

 � Among these many concerns, the strength of business lending 
has emerged as a positive for the sector. Business loan demand 
has increased at a 13.6% annualized rate over the past three months, 

February 2012

Financials

 1  Financials Sector Relative Performance Has Fallen 
Along With Interest Rates

Source: FactSet, LPL Financial   02/08/12

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

Performance
S&P 500 Financials 
Index S&P 500 Index

Q4 2011 10.8% 11.8%
2011 -17.1% 2.1%
Year-to-date 13.7% 7.6%
3 mo. 10.2% 8.4%
12 mo. -8.3% 7.3%
2012 EPS Growth Rate 22.0% 8.8%
NTM P/E 10.9 12.6
Dividend Yield 1.7% 2.0%
Beta 1.28 1.00
Weight in S&P 500 14.4%

Sources: FactSet, LPL Financial   Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 
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although that growth has been offset by soft consumer and real estate 
loan demand. Other positives that could help sector performance include 
additional progress in Europe toward containing their debt crisis and 
further U.S. job market improvement.

 � Sector valuations remain attractive versus history at slightly below 
book value, but the growth outlook remains challenged and new 
regulations are hampering profitability. The profit boost from releasing 
loan loss reserves against future losses may have just about run its 
course, while outside of business loan demand, there is little to boost 
revenues in the near term. 

 � Regional Banks look relatively attractive as they may be best positioned 
to take advantage of the improving business loan demand and remain 
attractively valued even after recent gains. The regional and super-regional 
banks are more insulated from the regulatory challenges, Europe’s debt 
woes and weaker capital markets activity affecting the biggest banks.

 1  Financials Sector Performance vs. the S&P 500

Source: FactSet, LPL Financial   02/08/12

The S&P 500 Index is an unmanaged index which cannot be 
invested into directly. Past performance is no guarantee of  
future results.
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SECTOR STRATEGY:  F INANCIALS

IMPORTANT DISCLOSURES

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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Financials Index is comprised of a wide array of diversified financial service firms are featured in this 
sector with business lines ranging from investment management to commercial and investment banking.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. 

Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Yield Curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality, but 
differing maturity dates. The most frequently reported yield curve compares the three-month, two-year, five-year 
and 30-year U.S. Treasury debt. This yield curve is used as a benchmark for other debt in the market, such as 
mortgage rates or bank lending rates. The curve is also used to predict changes in economic output and growth.

The Federal Open Market Committee action known as Operation Twist began in 1961. The intent was to 
flatten the yield curve in order to promote capital inflows and strengthen the dollar. The Fed utilized open 
market operations to shorten the maturity of public debt in the open market. The action has subsequently 
been reexamined in isolation and found to have been more effective than originally thought. As a result of this 
reappraisal, similar action has been suggested as an alternative to quantitative easing by central banks.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.
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Sector Strategy

 � After solid double-digit gains in 2011, the Health Care sector has had a 
more subdued but still respectable start to 2012. Year-to-date, the sector 
has returned 4%, compared to the 8% return for the S&P 500 (as of 
February 8, 2012). The sector’s start to the year ranks solidly ahead of the 
other three defensive sectors; namely Consumer Staples, Telecom and 
Utilities, each of which has posted losses to start the year. The strong 
start has been led by the growth-oriented areas of the sector including the 
Biotech and Equipment & Supplies industry groups.

 � The primary reason for our cautious view toward the Health Care 
sector is our preference for cyclical sectors. Based on our current 
expectation for economic growth and profits, we see greater return 
potential in the more cyclical sectors with more leverage to an improving 
economic backdrop, as opposed to defensive sectors such as Health Care. 
Cyclical sectors have paced the market’s gains so far this year, a trend we 
expect to continue. 

 � The sector does possess a certain level of economic sensitivity from 
elective health care procedures and even doctor visits and prescriptions 
with rising co-pays, which is likely part of the reason why the sector has 
performed better than the other defensive sectors in recent months.

 � Global austerity is a concern for Health Care investors, particularly in 
Europe. Governments are the largest consumers of health care services, 
a key target of deficit reduction efforts. The industry dodged a bullet when 
the deficit cutting congressional “super committee” (the Joint Select 
Committee on Deficit Reduction) failed to reach an agreement that would 
have cut more from Medicare and Medicaid than the default agreement 
(sequestration) that triggers automatic government spending cuts in 2013.

 � On a related note, the impact from the so-called Obamacare Health Care 
reform law is negative for the sector in general. The potential benefit from 
the law, in the form of newly insured patients, is still two years away while 
the law has forced health care companies to incur costs up front by paying 
fees. Reform is not at the forefront of investors’ minds right now and is not 
having much impact on the sector, but the Presidential election and the 
passage of time may change that and increase headline risk for the sector. 

 � Those looking for a repeal of the law as a catalyst for the sector are 
likely to be disappointed. Even in a potential Republican-controlled 
Congress and White House in 2013, a full repeal of the law is highly 
unlikely though some parts of the law could be reversed.

 � Where reform is particularly damaging to the sector’s growth outlook is in 

February 2012

Health Care 

Performance
S&P 500  
Healthcare Index S&P 500 Index

Q4 2011 10.0% 11.8%
2011 12.7% 2.1%
Year-to-date 4.1% 7.6%
3 mo. 8.2% 8.4%
12 mo. 16.8% 7.3%
2012 EPS Growth Rate 2.5% 8.8%
NTM P/E 12.0 12.6
Dividend Yield 2.1% 2.0%
Beta 0.79 1.00
Weight in S&P 500 11.5%

Sources: FactSet, LPL Financial   Performance through 02/08/11

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

 1 Health Care Sector Performance vs. the S&P 500
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.
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SECTOR STRATEGY:  HEALTH CARE

the managed care industry. The law caps profit margins for managed care 
companies, treating them essentially like utilities. Some have suggested 
that the Dodd-Frank financial reform legislation does the same for banks, 
which hardly inspires confidence for this now highly regulated industry. 

 � Valuations for the sector look compelling when comparing them to the 
sector’s long-term history. However, given profit margins are well below 
historical averages [Chart 2] and the growth outlook for the pharmaceutical 
industry has been severely impaired by patent expirations, we do not 
believe a modest discount to the S&P 500 forward price-to-earnings 
(P/E) ratio is particularly compelling. Keep in mind the sector is only 
expected to grow earnings at a low-single digit pace this year based on 
consensus estimates from Thomson Reuters.

 � On the positive side, some of the factors that supported the sector in 
2011 remain in place and have led to further gains this year. The news flow 
from the sector remains positive, with more attention on new product 
development, better capital allocation decisions, more efficient research and 
development efforts, and a number of merger announcements. A leading 
biotech company even initiated a dividend last year, a first in the industry.

 � Within the sector we continue to favor Biotech due to the potential for 
double-digit earnings growth for the industry, the potential for more 
consolidation, and improved pace of innovation. The industry has led the 
sector year-to-date with a 13% return.

 2  Health Care Sector Relative Valuations have Fallen Along 
with Profit Margins 
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Past performance is no guarantee of future results.
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SECTOR STRATEGY:  HEALTHCARE

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Healthcare Index is comprised of companies in this sector primarily include healthcare equipment and 
supplies, healthcare providers and services, biotechnology, and pharmaceuticals industries.

The P/E 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 P/E ratio means 
that investors are paying more for each unit of net income, so the stock is more expensive compared to one 
with lower P/E ratio.

Forward P/E Ratio is a measure of the price-to-earnings ratio (P/E) using forecasted earnings for the P/E 
calculation. The forecasted earnings used in the formula can either be for the next 12 months or for the next 
full-year fiscal period. Forward P/E is market price per share divided by expected earnings per share.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.
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Sector Strategy

 � After a challenging 2011 during which the Industrials sector returned next 
to nothing, 2012 is off to a strong start thanks largely to the market’s 
increasing comfort that Europe will not come completely unraveled. Year-
to-date, the sector’s 10% return is ahead of the 8% return for the S&P 500 
(as of February 8, 2012). After global growth expectations fell much of last 
year, they have improved in recent months and brought industrial stocks 
along for the ride.

 � We believe we are in the middle of a potential six-year business cycle 
that began at the end of the Great Recession in June 2009. This middle 
stage of the cycle has historically been favorable for Industrials sector 
performance, in the mid-1990s in particular (1995 and 1996) but also the mid-
2004 to mid-2006 period. In addition, the economic pessimism that set the 
stage for such strong performance to end 2011 still positions the sector for 
additional gains, in our view, though a pause may be due after the strong rally.

 � Our positive outlook for business spending in the U.S., which we 
expect to increase at several times the rate of consumer spending 
over the next year, supports our positive Industrials view. Business 
spending slowed during the fourth quarter according to the most recent 
GDP (Gross Domestic Product) report, but still grew at more than double 
the rate of consumer spending. This outlook is supported by a solid and 
improving manufacturing environment, as indicated by the Institute of 
Supply Management (ISM) index [Chart 1], as well as the strength of U.S. 
corporate balance sheets with record cash levels.

 � Industrials is a global sector, with an estimated more than 40% of 
revenues coming from overseas. This is a mixed blessing because 
those revenues include fast-growing Emerging Market economies but 
also a sizable amount of Europe exposure. The good news is that China 
is likely to grow at a slower but still robust 8% pace in 2012, consistent 
with consensus and as noted in our 2012 Outlook publication. China is 
poised to ease monetary policy after a long tightening campaign and may 
undertake additional fiscal measures as well. The flip side, however, is that 
Europe is likely entering a mild recession, tempering the growth outlook 
for industrial multi-nationals. 

 � Strong growth in Emerging Market economies also benefits 
Industrials through strong commodities markets. While higher energy 
costs are a drag on profit margins for transportation providers like airlines 
and trucking companies, industrial companies transport raw materials, 
build energy infrastructure and manufacture mining equipment. This 
relationship is reflected in high correlations between Industrials and 
Materials, also a favored sector.

February 2012

Industrials

Performance
S&P 500  
Industrials Index S&P 500 Index

Q4 2011 16.5% 11.8%
2011 -0.6% 2.1%
Year-to-date 10.0% 7.6%
3 mo. 12.4% 8.4%
12 mo. 4.8% 7.3%
2012 EPS Growth Rate 10.6% 8.8%
NTM P/E 13.3 12.6
Dividend Yield 2.2% 2.0%
Beta 1.22 1.00
Weight in S&P 500 11.0%

Sources: FactSet, LPL Financial   Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 
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SECTOR STRATEGY:  INDUSTRIALS

 � Industrials have generated strong earnings growth during the fourth 
quarter earnings season, well above expectations when the fourth 
quarter of 2011 ended. Only the Technology sector has produced a bigger 
overall earnings upside surprise during the quarter than the 7% upside 
registered by Industrials (Technology has exceeded estimates by 10%). 
Although estimates for 2012 have come down some in recent months, as 
they have for all sectors, Industrials are still expected to grow earnings 
by over 10% over the next 12 months according to Thomson consensus, 
several percent faster than what we expect the S&P 500 to deliver.

 � Investors do have to pay a slight premium to the broad market for the 
above-average earnings growth the sector is likely to deliver in the coming 
year. Given where the sector has historically traded in the middle of 
economic expansions, we find a 5% premium to the S&P 500 forward 
price-to-earnings (PE) ratio to be attractive. Valuations are below levels 
seen during the mid-cycle periods in the mid-1990s and mid-2000s. 

 � We favor the Capital Goods industry group including Machinery, and 
Transportation for exposure to the strong business spending, export and 
commodities markets. These areas have the most exposure to the strong 
growth in China and other Emerging Market economies, and we believe 
they are best positioned to benefit from improving manufacturing activity 
in the United States. Year to date, the Capital Goods industry group has 
returned 11%, slightly better than the sector and well ahead of the 8% 
return for the S&P 500 (as of February 8, 2012).

 1  Improvement in the ISM Manufacturing Index 
Brightens Outlook for Industrials

 2  Industrials Sector Performance vs. the S&P 500
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The ISM index is based on surveys of more than 300 manufacturing 
firms by the Institute of Supply Management. The ISM Manufacturing 
Index monitors employment, production inventories, new orders, 
and supplier deliveries. A composite diffusion index is created that 
monitors conditions in national manufacturing based on the data from 
these surveys.

Source: FactSet, LPL Financial   02/08/12

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

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Industrials index is comprised of companies whose businesses: Manufacture and distribute 
capital goods, including aerospace and defense, construction, engineering and building products, electrical 
equipment and industrial machinery. Provide commercial services and supplies, including printing, employment, 
environmental and office services. Provide transportation services, including airlines, couriers, marine, road and 
rail, and transportation infrastructure.

The ISM index is based on surveys of more than 300 manufacturing firms by the Institute of Supply 
Management. The ISM Manufacturing Index monitors employment, production inventories, new orders, and 
supplier deliveries. A composite diffusion index is created that monitors conditions in national manufacturing 
based on the data from these surveys.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.
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SECTOR STRATEGY:  INDUSTRIALS

Correlation is a statistical measure of how two securities move in relation to each other. Correlations are used 
in advanced portfolio management.

Gross Domestic Product (GDP) is the monetary value of all the finished goods and services produced within a 
country’s borders in a specific time period, though GDP is usually calculated on an annual basis. It includes all of 
private and public consumption, government outlays, investments and exports less imports that occur within a 
defined territory.

The fast price swings of commodities will result in significant volatility in an investor’s holdings.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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 P/E 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 P/E ratio means 
that investors are paying more for each unit of net income, so the stock is more expensive compared to one 
with lower P/E ratio. 

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

P/FE Multiple: A tool for comparing the prices of different common stocks by assessing how much the market 
is willing to pay a share of each corporation’s estimated future earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share estimate for the future period.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

The fund’s 30-day yield is based on yield to maturity of a fund’s investments over a 30-day period and not on the 
dividends paid by the fund, which may differ.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.



Member FINRA/SIPC
Page 1 of 3

LPL  F INANCIAL  RESEARCH

Sector Strategy

 � Technology is having a more exciting 2012 so far after merely matching 
the returns of the S&P 500 in 2011. Year-to-date, Technology has outpaced 
the S&P 500 by four percentage points with a 12% return largely due to 
strong earnings results reported starting in mid-January.

 � Recent Technology sector performance has been resilient. Supply chain 
disruptions from the devastating tsunami in Japan and severe flooding 
in Thailand have had significant impact (an estimated 25% of the world’s 
hard drives are manufactured in Thailand). The sector is heavily exposed to 
Europe, as well as government budgets that are under increasing pressure 
globally. And the proliferation of tablet computers has put intense pressure 
on PC makers that used to be the backbone of the sector but are rapidly 
becoming an afterthought.

 � We attribute the sector’s resilience to several factors. First, valuations 
have been and remain very attractive, in both absolute and relative 
terms. The sector trades in line with the forward price-to-earnings (PE) 
multiple on the S&P 500 despite a solid profit outlook, profit margins 
within an eyelash of all-time record highs, and strong balance sheets with 
substantial cash balances well into the hundreds of billions.

 � Second, several powerful product cycles are driving increased 
technology spending, including cloud computing (moving toward 
centralized software applications on the web), mobility (the smart 
phone boom) and what we would call the big data trend. That includes 
data storage and analytics, enabling companies to utilize the massive 
amount of information available through technology and the Internet to 
increase productivity, find new customers and better serve existing ones. 
These drivers should help technology spending increase at a rate of at 
least double the growth of the overall economy in 2012.

 � Third, like Industrials, Technology has substantial exposure to fast-
growing Emerging Market economies, which has helped fuel solid 
revenue growth. During the nearly-completed fourth quarter reporting 
season, the sector grew revenues at a 12% clip year-over-year, ranking third 
among the 10 S&P sectors and ahead of the S&P 500 overall. Though these 
economies including China are generally slowing, the growth rate is likely 
to be double or triple that of the developed world for the foreseeable future.

 � Despite the challenges noted above, we still believe the sector may 
increase earnings at a double-digit place in 2012 (consistent with 
consensus) which, along with some modest valuation improvement, could 
enable the Technology sector to outperform the market for the first time 
since 2009 (we consider 2011 even although the sector outperformed by 
about 30 basis points).

February 2012

Information Technology

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

Performance
S&P 500 Information 
Technology Index S&P 500 Index

Q4 2011 8.7% 11.8%
2011 2.4% 2.1%
Year-to-date 11.6% 7.6%
3 mo. 8.8% 8.4%
12 mo. 9.7% 7.3%
2012 EPS Growth Rate 12.1% 8.8%
NTM P/E 12.8 12.6
Dividend Yield 1.0% 2.0%
Beta 0.98 1.00
Weight in S&P 500 19.6%

Sources: FactSet, LPL Financial   Performance through 02/08/12

 1  Technology Has Generated the Most Upside to Fourth 
Quarter Earnings Estimates Among S&P Sectors

Source: Thomson Reuters, LPL Financial   02/07/12
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SECTOR STRATEGY:  TECHNOLOGY

 � We favor broad-based sector exposure to capitalize on the powerful 
product cycles in the sector including both the Hardware and Software 
groups. However, we find Semiconductors particularly attractive due to 
still very low expectations embedded in valuations and the likelihood that 
orders have bottomed. Historically, when orders fall substantially below 
shipments, as they did toward the end of 2011, the Semiconductor group 
performs well. This strategy works particularly well coming out of recession 
but also signaled gains for the group in 1998 and 2005 during environments 
that more closely resemble the current economic conditions.

 1 Technology Sector Performance vs. the S&P 500

Source: FactSet, LPL Financial   02/08/12

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

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

The Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Information Technology Index is comprised of stocks primarily covering products developed by internet 
software and service companies, IT consulting services, semiconductor equipment and products, computers and 
peripherals, diversified telecommunication services and wireless telecommunication services are included in 
this Index.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

Price to book ratio is the stock’s capitalization divided by its book value. The value is the same whether the 
calculation is done for the whole company or on a per-share basis. This ratio compares the market’s valuation of 
a company to the value of that company as indicated on its financial statements.

The ISM Index is based on surveys of more than 300 manufacturing firms by the Institute of Supply 
Management. The ISM Manufacturing Index monitors employment, production inventories, new orders, and 
supplier deliveries. A composite diffusion index is created that monitors conditions in national manufacturing 
based on the data from these surveys.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

The P/E 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 P/E ratio means 
that investors are paying more for each unit of net income, so the stock is more expensive compared to one 
with lower P/E ratio.

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

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.
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Sector Strategy

 � Not even a 15% return during the fourth quarter was enough to get 
Materials back to even for the year as the sector finished 2011 with a 10% 
loss. To understand what hurt the sector last year you need not look any 
further than the broad Commodity indices, which fell roughly the same 
amount: the Dow Jones UBS Commodity Index slid 13% in 2011 on a 
combination of fears of a double-dip recession in the U.S., another Lehman-
like event in Europe and a hard landing in China.

 � This year the story has been quite different for the sector. In fact, it is near 
top of the sector ranking year-to-date with a 13% return (as of February 8, 
2012), well ahead of the 8% return for the S&P 500. Not only that, but the 
33% return since the October 3, 2011 low in the S&P 500 tops all sectors 
and is about 10 percentage points ahead of the S&P 500.

 � Higher metal prices can explain much of the sector’s reversal of 
fortune. As an example, Chart 2 shows how closely the sectors’ relative 
performance has followed the price of copper. While the Dow Jones UBS 
Commodity Index has returned just 3.7% this year (as of February 8, 2012), 
the price of copper is up over 10% and a number of metals including silver 
are up 20% or more.

 � The progress made by European policy makers to contain their debt crisis, 
which has provided a boost for risk assets, is a key factor in the resurgence 
in metals prices. We expect progress to continue and are encouraged that 
reasonable worst case scenarios appear to be off the table.

 � Equally as important if not more so is China. Easing inflation pressures 
and slowing growth set the stage for more accommodative monetary 
policy from the Chinese central bank, a key reason for our positive 
Materials sector view. We expect a soft landing in China with a modest 
slowdown in growth from around 9% in 2011 to 8% in 2012, rather than a 
hard landing with growth somewhere in the 5% range many are forecasting.

 � Super-accommodative Federal Reserve (Fed) monetary policy has given 
the Materials sector a boost and is not going away any time soon. At the 
most recent Federal Reserve policy meeting on January 25, 2012, the Fed 
pushed out its expected timetable for raising interest rates by a year to late 
2014. This move reduces the opportunity cost for holding precious metals like 
gold, increases demand for precious metals as an alternative to the US dollar, 
and makes Commodities priced in US dollars cheaper for foreign buyers.

 � We also expect tighter supplies of a number of key Commodities to be 
supportive of sector returns. Commodities and shares of Commodities 
producers tend to perform well during the middle stages of the business 

February 2012

Materials

Performance
S&P 500 Materials 
Index S&P 500 Index

Q4 2011 15.4% 11.8%
2011 -9.8% 2.1%
Year-to-date 12.7% 7.6%
3 mo. 10.5% 8.4%
12 mo. 1.8% 7.3%
2012 EPS Growth Rate 5.6% 8.8%
NTM P/E 13.2 12.6
Dividend Yield 2.1% 2.0%
Beta 1.35 1.00
Weight in S&P 500 3.7%

Sources: FactSet, LPL Financial Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

 1  Materials Tops the Sector Rankings Since the 
October 3, 2011 S&P 500 Low
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SECTOR STRATEGY:  MATERIALS

cycle as supply shortages potentially emerge. This dynamic could benefit 
copper and silver this year, for example.

 � Our primary concern for the sector is that it may have come too far 
too fast. As one of the most economically and market sensitive sectors, 
Materials would almost certainly underperform in what we believe is an 
increasingly likely stock market pullback. The premium valuation to the 
S&P 500 also suggests the sector may have further to fall than others if 
stocks pull back.

 � Within the sector, we favor the Metals & Mining industry due to our positive 
views of industrial and precious metals. We expect Chinese growth, with 
a possible boost from more stimulative monetary and fiscal policy, more 
progress from European policy makers and ongoing pressure on the US 
dollar to support metal prices in the months ahead.

 2  Materials Sector Performance Follows Copper Prices, 
Helping to Explain the Strong Start to 2012
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.

Precious metal investing is subject to substantial fluctuation and 
potential for loss.  

 3  Materials Sector Performance vs. the S&P 500
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.
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SECTOR STRATEGY:  MATERIALS

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

The Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Materials Index is comprised of companies that engage in a wide range of commodity-related 
manufacturing. Included in this sector are companies that manufacture chemicals, construction materials, 
glass, paper, forest products and related packaging products, metals, minerals and mining companies, including 
producers of steel.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

The Dow Jones - UBS Commodity Index is composed of futures contracts on 19 physical commodities. Unlike 
equities, which entitle the holder to a continuing stake in a corporation, commodity futures contracts specify 
a delivery date for the underlying physical commodity. In order to avoid delivery and maintain a long futures 
position, nearby contracts must be sold and contracts that have not yet reached the delivery period must be 
purchased. This process is known as “rolling” a futures position. The DJ-AIGCI is a “rolling index.” The DJ-AIGCI 
is composed of commodities traded on U.S. exchanges, with the exception of aluminum, nickel and zinc, which 
trade on the London Metal Exchange (LME). Trading hours for the U.S. commodity exchanges are between 8:00 
am and 3:00 pm ET. A daily settlement price for the index is published at approximately 5:00 pm ET.

Precious metal investing is subject to substantial fluctuation and potential for loss.

China CPI: In total there are about 600 “national items” used for calculating the all-China CPI. The list of items 
is revised annually for representativeness based on purchases reported in the household surveys. The number 
of items can change from year to year, but rarely by more than 10 in any given year.

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

The fast price swings of commodities will result in significant volatility in an investor’s holdings.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.
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Sector Strategy

 � The Telecom Services sector outperformed in 2011, but the year could be 
characterized as a disappointment. In a year where investors clamored 
for dividends, the high-yielding Telecom sector only managed a 6% return, 
trailing the 20% return for the Utilities sector by a wide margin as well as 
the other defensive sectors. Telecom is one of two sectors with a loss so 
far in 2012 (Utilities is the other) and trails the 8% return for the S&P 500 
by a significant eight percentage point margin (as of February 8, 2012). 

 � The sector’s defensive characteristics that served it well in 2011 have 
worked against it this year. As the economic backdrop in the U.S. has 
improved and prospects for European policy makers to contain their debt 
crisis have brightened, investors have favored the more cyclical sectors. 
Our preference for cyclical sectors is a key part of our negative view of the 
Telecom sector.

 � The sector’s fundamental story also comes up short. While the 
proliferation of smart phones, expensive data plans, and internet-enabled 
tablet devices has been helpful as a revenue driver, a secular decline 
in land line usage and broad pricing weakness have hurt profit growth. 
Despite these powerful trends, earnings for the Telecom sector fell 2% in 
2011, and are unlikely to match earnings growth for the S&P 500 in 2012 
despite an easy comparison against last year’s weaker results. 

 � Consolidation, the one potential positive sector catalyst, has not played 
out. Regulators rejected a large proposed acquisition, which many expected 
would have increased pricing power for the remaining, fewer number of 
providers (which is the primary reason the deal was not approved).

 � The sector’s dividend yield is attractive, especially in the current low 
interest rate environment [Chart 1]. However, the yield comes at a steep 
price with the sector trading at a lofty 26% premium to the S&P 500 on 
a forward price-to-earnings ratio (P/E) basis, highest among all 10 S&P 
sectors and well above its historical average in line with the S&P 500.

 � While low interest rates increase the relative attractiveness of the big 
dividends, we see more upside to rates than downside with the 10-year 
Treasury near 2.0% (as of February 8, 2012). Certainly a repeat of the more 
than 100 basis points drop in the 10-year Treasury yield in 2011 is highly 
unlikely. Bottom line, the sector probably will not have as much wind at its 
back because of the income it provides.

 � In terms of positioning within the sector, we favor areas benefiting most 
from the powerful trends in mobile data, though our preference is to 
access these areas through the Technology sector.

February 2012

Telecommunication Services

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 

Performance

S&P 500  
Telecommunication 
Services Index S&P 500 Index

Q4 2011 7.9% 11.8%
2011 6.3% 2.1%
Year-to-date -0.9% 7.6%
3 mo. 3.8% 8.4%
12 mo. 8.3% 7.3%
2012 EPS Growth Rate 0.2% 8.8%
NTM P/E 16.0 12.6
Dividend Yield 5.7% 2.0%
Beta 0.58 1.00
Weight in S&P 500 2.7%

Sources: FactSet, LPL Financial   Performance through 02/08/12

 1  Telecom’s Significant Yield Advantage Over Treasuries 
is Not Enough For a Positive View
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Source: FactSet, LPL Financial   02/08/12

The S&P 500 is an unmanaged index, which cannot be invested 
into directly. Past performance is no guarantee of future results.  
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 2 Telecom Services Sector Performance vs. the S&P 500
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The S&P 500 is an unmanaged index, which cannot be invested 
into directly. Past performance is no guarantee of future results.  

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Telecommunications Index is comprised of companies that provide communications services primarily 
through a fixed line, cellular, wireless, high bandwidth and/or fiber-optic cable network.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

The P/E 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 P/E ratio means 
that investors are paying more for each unit of net income, so the stock is more expensive compared to one 
with lower P/E ratio.

Forward P/E Ratio is a measure of the price-to-earnings ratio (P/E) using forecasted earnings for the P/E 
calculation. The forecasted earnings used in the formula can either be for the next 12 months or for the next 
full-year fiscal period. Forward P/E is market price per share divided by expected earnings per share. 

Dividend yield shows how much a company pays out in dividends each year relative to its share price.

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark
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Sector Strategy

 � This year’s sector rankings are essentially last year’s rankings turned 
upside down, which has worked against the Utilities sector. Call it mean 
reversion, or the January effect, but whatever the reason the market 
has favored the beaten down cyclical stocks and moved away from the 
defensive areas including Utilities. After topping the sector rankings in 
2011 with a 20% return, the sector is this year’s biggest loser with a 3% 
loss year-to-date (as of February 8, 2012).

 � As with Telecom Services, our preference for cyclical sectors at this stage 
of the business cycle and our positive economic and profit outlooks are 
the primary reasons for our negative view of the Utilities sector.

 � Utilities is the only sector expected to see a drop in earnings per share 
(EPS) in 2012, after not growing earnings at all in 2011. This lackluster 
growth is attributable largely to a slow recovery in power demand related 
to weak residential and commercial construction activity. Housing starts 
are showing early signs of improvement and may provide a marginal boost 
to growth for utility companies, though probably not until late 2012.

 � We do not believe the sector’s limited growth prospects justify a 
premium valuation to the S&P 500, especially not the roughly 13% 
premium the sector currently enjoys. This valuation could be considered 
reasonable if the U.S. economy was headed for recession and interest rates 
were going to continue their downward path [Chart 1]. However, we expect 
continued though modest economic growth and for interest rates to remain 
range bound in the months ahead before starting an eventual move higher. 

 � A challenging pricing and regulatory environment is also constraining 
Utilities’ profit growth. Low natural gas prices and clean air legislation has 
pressured profit margins.

 � Utilities offer an attractive dividend yield for income investors of 4.1%, 
double the level of the S&P 500 at 2.0% and particularly attractive relative 
to high-quality bonds. But with lofty valuations, little growth and modest 
downside to Treasury yields in our view, we find more attractive yield ideas 
on the fixed income side such as high-yield bonds (both taxable and tax-
free), preferred stocks or emerging market debt.

 � For more conservative, income-oriented investors who prefer some direct 
exposure to the sector, we would favor the dividend-rich regulated and 
integrated utilities over the independent power producers because of 
greater pricing stability and lesser volatility. Master Limited Partnerships 
(MLPs) also deserve consideration.

February 2012

Utilities

 1  Utilities Sector Relative Performance Has Moved 
Inversely With Interest Rates
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.

Performance
S&P 500 Utilities 
Index S&P 500 Index

Q4 2011 8.3% 11.8%
2011 20.0% 2.1%
Year-to-date -2.8% 7.6%
3 mo. 1.6% 8.4%
12 mo. 15.3% 7.3%
2012 EPS Growth Rate -3.2% 8.8%
NTM P/E 14.2 12.6
Dividend Yield 4.1% 2.0%
Beta 0.54 1.00
Weight in S&P 500 3.5%

Sources: FactSet, LPL Financial   Performance through 02/08/12

The Big Picture
 � Strong start for cyclical sectors in 2012 as macro 

outlook has improved
 � Favor Growth sectors such as Industrials and 

Technology in slow growth environment
 �  Natural Resources may benefit from improving 

Emerging Market growth outlook, weaker dollar 
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SECTOR STRATEGY:  UT IL IT IES

IMPORTANT DISCLOSURES 
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 any individual. To determine 
which investments may be appropriate for you, consult your financial advisor prior to investing. All 
performance referenced is historical and is no guarantee of future results. All indices are unmanaged and 
cannot be invested into directly.

Stock investing involves risk including loss of principal.

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 Standard and Poor’s 500 Stock Index (S&P 500) is an unmanaged index generally representative of the U.S. 
Stock Market, without regard to company size.

The S&P Utilities Index is comprised primarily of companies involved in water and electrical power and natural 
gas distribution industries.

These indexes are unmanaged and cannot be invested into directly. Past performance is no guarantee of future results.

Investments in specialized industry sectors have additional risk such as credit, regulatory, operational, business, 
economic and political risk which should carefully be considered before investing.

Price to earnings multiples is a tool for comparing the prices of different common stocks by assessing how 
much the market is willing to pay a share of each corporation’s earnings. It is calculated by dividing the current 
market price of a stock by the earnings per share.

EPS: Earnings per share are calculated by dividing a company’s net income by its total number of shares 
outstanding. 2010E EPS Growth reflects Thomson’s consensus EPS estimate for 2010 divided by 2009. Earnings 
per share serve as an indicator of a company’s profitability. Earnings per share are 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.

Dividend yield shows how much a company pays out in dividends each year relative to its share price. 

Beta: Beta measures a portfolio’s volatility relative to its benchmark. A Beta greater than 1 suggests the 
portfolio has historically been more volatile that its benchmark. A Beta less than 1 suggests the portfolio has 
historically been less volatile than its benchmark.

 2  Utilities Sector Performance vs. the S&P 500
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The S&P 500 is an unmanaged index, which cannot be invested into 
directly. Past performance is no guarantee of future results.  
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