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Our view is that while the
odds of a U.S. recession
in 2016 remain low, they
have increased since the
start of the year.
Some investors fear
that the remainder of
the year will be a repeat
of January 2016, 2008,
or 1998, which we think
is unlikely.
We continue to expect
more financial market
and global economic
volatility in 2016, as
economies and
policymakers continue to
adjust to the unique
challenges of the current
economic cycle.
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GROUNDHOG DAY?

John Canally, Jr., CFA Chief Economic Strategist, LPL Financial

This Tuesday, February 2, 2016, is Groundhog Day. In Punxsutawney, PA, a
groundhog named Phil either will or will not see his shadow and we’ll either be
doomed to repeat the first six weeks of winter again (which haven’t been that bad
in Boston at least) or have an early spring. Groundhog Day enthusiasts claim that
the climate predictions made by Phil the Groundhog (and his “cousins” across the
country) are accurate 75 – 90% of the time. The United States National Climatic Data
Center (NCDC), the keeper of all weather statistics for the federal government,
stated, “The groundhog has shown no talent for predicting the arrival of spring,
especially in recent years.”
In recent weeks, there have been plenty of “groundhogs” in the financial markets and
in the financial media. For some investors, the fear is that the market’s performance
in January 2016 will be repeated over and over again, as in the classic 1993 film
Groundhog Day starring Bill Murray and Andie MacDowell. Other investors fear
that 1998 will play out all over again, triggered by central bankers’ policy mistakes,
volatile currency markets, wave after wave of currency devaluations, and eventually
a sovereign default. Another group of Groundhog Day aficionados think that the drop
in oil, the rising U.S. dollar, a lack of corporate earnings growth, a manufacturing
recession, a hard landing in China, and global central banks “running out of bullets”
have returned the global economy to the precipice of another 2008.

WHICH IS IT? JANUARY 2016? 1998? 2008? ALL OF THE ABOVE?
OR NONE OF THE ABOVE?
While our view is that the odds of a U.S. recession in 2016 have increased in recent
weeks, based on the economic data alone, the odds of a recession in the U.S. remain
low, potentially 15 – 20%. However, the odds of a policy mistake — either at home,
or more likely, abroad, by central bankers or central governments enacting fiscal or
foreign exchange policies — have increased in the first month of 2016. In terms of
volatility, a repeat of 1998 is a possibility. That year saw a 20% peak-to-trough decline
in the S&P 500 amid a wave of currency fluctuations, devaluations, and ultimately
a default by Russia; but our view remains that the S&P 500 will post modest midsingle-digit returns in 2016,* not the near 30% gain seen in 1998.

* Historically since WWII, the average annual gain on stocks has been 7 – 9%. Thus, our forecast is roughly in-line with
average stock market growth. We forecast a mid-single-digit gain, including dividends, for U.S. stocks in 2016 as measured
by the S&P 500. This gain is derived from earnings per share (EPS) for S&P 500 companies assuming mid- to high-singledigit earnings gains, and a largely stable price-to-earnings ratio (PE). Earnings gains are supported by our expectation of
improved global economic growth and stable profit margins in 2016.
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IN CONTRAST TO 2003–07 WHEN THE PERSONAL SAVING
RATE FELL, IT HAS MOVED HIGHER IN THE PAST FEW
YEARS, PROVIDING A CUSHION FOR THE CONSUMER
Personal Saving Rate, Seasonally Adjusted
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And that leaves a repeat of 2008. Let’s review from
the perspective of the U.S. consumer, who today, as
in 2007, accounts for about two-thirds of economic
activity in the United States.
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CONSUMER GROUNDHOG DAY? 2007 VS. 2016
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Source: LPL Research, Bureau of Economic Analysis,
Haver Analytics 01/31/16
Past performance is no guarantee of future results.
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IN 2007, THE HOUSING AFFORDABILITY INDEX HIT A 20-YEAR
LOW; TODAY IT’S WELL ABOVE AVERAGE
Composite Housing Affordability Index
Median Income = 100
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Source: LPL Research, National Association of Realtors,
Haver Analytics 01/31/16
Past performance is no guarantee of future results.
The Composite Housing Affordability Index is published monthly by the
National Association of Realtors and measures median household income
relative to the income needed to purchase a median-priced house.
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How about the volatility and price declines in January
2016 repeating in every month for the rest of the
year? This possibility has higher odds than a repeat of
1998, and while we do continue to expect elevated
economic and financial market volatility in 2016, a
repeat of the volatility seen in January 2016 is unlikely
(based on historic volatility of the S&P 500).
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By 2007, a year had passed since the Federal
Reserve (Fed) had completed a two-year, 425
basis point (4.25%) rate hike regime in mid-2006,
inverting the yield curve and driving the rate on a
30-year fixed mortgage from 5.25% in late 2003 to
over 6.75%. Other consumer loan rates moved up
along with mortgage rates as well, further burdening
already overburdened consumers, who generally
hadn’t repaired their balance sheets after the 2001
recession. The personal saving rate dipped from
close to 6% in 2004 to under 3% by the end of
2007 [Figure 1].
In 2007, the rise in mortgage rates, a sharp rise
in home prices, and stagnant incomes drove the
housing affordability index to a 20-year low [Figure
2]. Although unclear at the time, the housing market
had peaked in mid-2006; and by 2007, inventories
of unsold homes were surging to near record highs.
If the rise in mortgage rates and the crushing level
of housing debt rung up during the housing boom
wasn’t bad enough for consumers, oil prices moved
from around $30 per barrel in 2003 to near $100
per barrel by late 2007, driving consumer spending
on energy-related goods and services 50% higher
[Figure 3]. Add in tepid real wage and job growth,
and the U.S. consumer was already reeling by the
time the worst of the financial crisis hit in late 2008,
freezing up global credit markets for months and
virtually halting global trade and economic activity.
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Today, consumers have spent the past six and a half
years repairing their balance sheets [Figure 4], oil
prices have dropped by nearly 60%, and consumer
spending on energy and energy services have
been cut by 50% over the past five years. Yes, the
Fed has raised rates by 25 basis points (0.25%),
but that’s a far cry from the 425 of 2004 through
2006. The yield curve remains positively sloped and
mortgage rates are under 4%, nearly 2.5% below
their mid-2007 levels. Housing prices are up, but this
time they are rising in-line with consumer incomes,
not outpacing them, and inventories of new and
unsold homes are close to all-time lows. Housing
affordability, while not at all-time highs, remains well
above average [Figure 5].

THE SURGE IN OIL PRICES FROM 2003 – 07 DROVE
ENERGY-RELATED SPENDING 50% HIGHER
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Consumer Spending on Energy
(% of Total Consumer Spending)

Recessions

7.50%

6.75

6.00

5.25

4.50

3.75

‘00

‘03

‘05

‘07

‘10

‘13

‘15

Source: LPL Research, Haver Analytics 01/31/16
Past performance is no guarantee of future results.

IN 2007, CONSUMERS’ BALANCE SHEETS WERE STRETCHED;
IN CONTRAST, CONSUMERS HAVE SPENT LAST HALFDECADE REPAIRING THEIR BALANCE SHEETS
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Household Liabilities Relative to
Disposable Household Income

Recessions
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It is hard to argue that the global financial system
isn’t better off today compared to 2007. In short, the
U.S. consumer — two-thirds of the world’s largest
economy — is in far better shape today in almost
every respect than it was in 2007, just prior to the
onset of the worst of the Great Recession in 2008.
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A GLOBAL GROUNDHOG DAY?
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Source: LPL Research, Haver Analytics 01/31/16
Past performance is no guarantee of future results.
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Although nominal wage growth is tepid as it was in
2007, real wages (wage growth adjusted for inflation)
are running well above levels seen in 2007, thanks
mostly to the drop in energy prices. The personal
saving rate stands close to 6%, nearly double what
it was in late 2007, and it has moved steadily higher,
not lower, in the past few years. And while U.S. and
global financial institutions aren’t in perfect shape
here in early 2016, safeguards imposed by financial
regulation have kept them strong, albeit with some
unintended consequences in the bond market.
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While the odds of recession in the U.S. have
increased this year, along with the odds of a mistake
by global policy makers as they navigate slow global
growth, a downshift in Chinese economic growth,
shifting foreign exchange rates, and a seemingly
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unending race by global central banks to find new
ways to stimulate economic activity, we think a global
Groundhog Day — a repeat of January 2016, 1998, or
2008 — is unlikely. However, we continue to expect
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more financial market and global economic volatility
in 2016, as economies and policymakers continue
to adjust to the unique challenges of the current
economic cycle. n

CONSUMER STRESS INDICATORS, 2007 VS. 2016

Fed Rate Hikes (Prior 4 Years)

2007

2016

425 Basis Points

25 Basis Points

30-Year Mortgage Rate

6.75%

3.96%

Yield Curve (10-Year Treasury Less 3-Month T-Bill)

-40 Basis Points

+200 Basis Points

Consumer Spending on Energy (% of Disposable Income)

4.9% and Rising

3.2% and Falling

Household Debt-to-Income Ratio

All-Time High and Rising

Above Average, But Falling

Saving Rate

2.5% and Decreasing

5.5% and Increasing

Housing Affordability

20-Year Low and Below Average

Above Average

Real Wage Growth

-0.8%

+2.0%

Oil Prices (Prior 4 Years)

+185%

-62%

Source: LPL Research 01/31/16
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 specific advice or recommendations for any individual. To
determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. All performance referenced is historical and is no
guarantee of future results. Any economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that strategies
promoted will be successful. All indexes are unmanaged and cannot be invested into directly.
Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal and potential illiquidity of the investment in a falling market.
Investing in foreign and emerging markets securities involves special additional risks. These risks include, but are not limited to, currency risk, geopolitical risk, and
risk associated with varying accounting standards. Investing in emerging markets may accentuate these risks.
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 3-month, 2-year, 5-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.

INDEX DESCRIPTIONS
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure performance of the broad domestic economy through
changes in the aggregate market value of 500 stocks representing all major industries.
This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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