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As discussed in our Outlook 2016: Embrace the Routine, when investors look back on 2016, the outcome may look, in many ways, just routine, but the 
path to getting there could have many twists and turns. As a result, 2016 will likely require added flexibility in addition to relying on trusted routines. As 
a supplement to our Outlook publication, LPL Research has prepared our Outlook 2016: Scenario Planning for Current Market Conditions as a guide to 
some of the more tactical decisions investors may be faced with in 2016, including what we’ll be watching and how it may impact our models.

You will likely see us becoming more tactical in 2016, as we navigate the 
market while keeping our eyes on the outcomes presented in the Outlook. The 
publication highlights some areas where uncertainty or important changes in 
areas like interest rates, energy, and emerging markets may lead to opportunities 
as 2016 develops. For each of these opportunities, and for the volatile market 
environment as a whole, we share an overview of our playbook for added 
flexibility in 2016. Running through all of these playbooks are some basic themes:

 � Patient doesn’t have to mean passive. Stay with your plan, but there 
may still be scope to mitigate risk.

 � Protect but don’t panic. Some protection can create flexibility.

 � Pursue opportunities. Flexibility creates room to pursue opportunities.

With this more tactical approach, you are likely to see an increased emphasis 
on technicals, both to manage risks and take advantage of opportunities. 
Technicals have always been part of our process in analyzing market 
behavior. In more volatile markets, where fear can create dislocations from 
fundamentals, being able to measure market sentiment through technicals 
can gain further importance.

VOLATILITY INTEREST RATES EMERGING MARKETS ENERGY TECHNICALS
Even with positive return 
expectations, a potentially 
volatile environment may 
require a defensive mindset 
at times, with a view to take 
advantage of opportunities.

Even though Treasuries and 
investment-grade corporate 
bonds are expensive, they 
remain an important diversifier 
during periods of risk and 
may serve as a safe haven 
during periods of volatility.

Uncertainty remains high, 
but signals of stabilizing oil 
prices driven by structural 
changes in supply could 
create opportunities in 
several asset classes.

Potential improvement in 
fundamentals and attractive 
valuations continue to support the 
case for emerging markets, but 
uncertainty has driven negative 
sentiment; we are looking for 
solid evidence of a trend reversal, 
as well as signs of stabilization 
in commodities and China.

While momentum remains the 
dominant factor in all technical 
trades, a more tactical approach 
that is very sensitive to market 
sentiment may be required in 
a more volatile environment.

Probable factors influencing markets over next 12 months:

http://lpl-research.com/outlook/Outlook_2016_spread.pdf
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VOLATILITY

FROM OUTLOOK 2016
Volatility on the rise. Investors 
need to review their risk tolerance 
and understanding of economic 
cycles. Emotionally challenging 
pullbacks like we saw in August 
and September 2015 may become 
more frequent, even in an 
advancing market. Federal 
Reserve (Fed) rate hike cycles 
have also impacted the 
performance of stock and bond 
sectors and investors need to 
have a game plan.

WHAT WE ARE WATCHING:

WHAT YOU MIGHT SEE:

Volatility may create opportunities.

Be prepared to make modest tactical risk adjustments.

In a year with more modest return expectations and higher volatility expectations, tactically oriented 
investors may look to become somewhat more defensive during patches of fear-driven volatility while 
prepositioning portfolios to potentially add risk if markets reverse. We would be on the lookout for several 
criteria to set up this move: 1) negative news that has a large impact on market perception but provides 
minimal new information; 2) increasing fear marked by a meaningful technical breakdown; 3) dislocation 
from sound underlying fundamentals; 4) potential for upside catalysts; 5) a positive long-term trend despite 
the recent volatility, possibly in a consolidation phase; and 6) a reasonably distant (>5%) target zone of 
potential technical support as a possible target for adding risk.

Given our outlook for 2016, if the appropriate opportunity presented itself we may reduce risk to help 
weather the short-term volatility, awaiting the opportunity to add risk back. Because the change would 
be tactical, risk reduction would be modest so as not to be caught flat-footed if markets reversed sharply 
higher. Trades would likely focus on asset classes that lower risk as efficiently as possible. Models that are 
especially agile, already overweight risk, or more focused on downside risk are more likely to see this kind of 
trade. An upside catalyst following oversold conditions would be a potential signal to add back risk.
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INTEREST RATES

FROM OUTLOOK 2016
Some routines are more 
challenging than others and 
sticking with bonds may be one 
of them. A limited return 
environment is likely to persist in 
2016 and the year as a whole 
may look similar to 2015. High 
valuations, steady economic 
growth, and the lingering threat 
of Fed rate hikes will likely keep 
pressure on bond prices in 2016. 
. . . A bond routine should 
nonetheless be maintained and 
plays a vital role is investors’ 
portfolios despite prospects of 
low returns. Even in a low-
yielding environment, 
high-quality bonds can play an 
important diversification role and 
help mitigate risk.

Given the Fed recently initiated the first rate hike cycle in more than 11 years, high-quality bonds face a 
significant headwind from higher valuations, absent a market disruption or economic deterioration significant 
enough to motivate the Fed to reverse course. Nevertheless, Fed and market implied views suggest a fairly 
slow rate hike path and interest rates are likely to remain within a modest range with a bias toward rates 
moving higher. Volatility within this range could be high, due to shifts in investor risk aversion and periodic 
flight to quality, with drivers similar to those discussed in the volatility playbook. On the other side, if global 
growth starts surprising to the upside, accompanied by rising oil demand, and wage pressures build, we 
could see rates adjust more quickly than expected, given very high valuations relative to history. Additionally, 
high-yield bonds have moved within a broad range since mid-2014, a pattern that will likely continue in 2016, 
adding opportunities to both buy and sell.

Our base case for 2016 is for flat returns for high-quality bonds, and our positioning broadly reflects a 
preference for equities over bonds. However, high-quality bonds remain the best diversifier for portfolios 
during periods of market volatility given their status as a safe-haven asset. Specifically, tactically oriented 
portfolio strategies are likely to allocate into high-quality bonds with proceeds from trades aimed at reducing 
the market sensitivity of the portfolio over short periods of time. In this instance, high-quality bonds provide 
a cushion for the portfolio, while simultaneously improving portfolio efficiency by establishing a core 
position that can be used to later fund more attractive opportunities. Further, more conservative investment 
objectives are likely to increase their core bond allocations when market conditions warrant a greater 
emphasis on capital preservation. Portfolios are broadly positioned to have below-benchmark sensitivity 
to rising rates, but signs of a surprise feedback loop of economic strength starting to build may lead us to 
lower duration further.

WHAT WE ARE WATCHING:

WHAT YOU MIGHT SEE:

Gradual pace of Fed rate increases likely.

Bonds still work as diversifier.
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ENERGY

FROM OUTLOOK 2016
Oil has become a critical factor 
for financial markets. The drop in 
oil prices has significantly 
impacted overall corporate 
profits, capital spending, 
emerging market economies, and 
even the credit markets. As a 
result, oil has the potential to be 
either a source of disruption or a 
key driver of stock market gains.

Certainly the most important factor for energy stocks is the price of oil. Economic pain needs to outstrip 
the motives to overproduce, and given the resiliency of production thus far, that level of pain may require a 
lower price of oil or low prices for a longer duration. Events that signal that level of pain may be taken as a 
negative by the markets and may spark additional selling. Alternatively, speculators buying bad news may 
be an early sign of improvement, but given the high volatility, we would look for stronger signs of price 
stabilization as well as production failing to ramp up as prices rise. From a fundamental perspective, we 
would like to see stabilization in analysts’ estimates for the energy sector. Estimates have been reduced by 
about 70% since June 2014, including 10% in just the past month, based on FactSet data. We would also 
look for further spending cuts from producers, on top of the 25 – 30% and higher cuts already announced, to 
support earnings and cash flows and ease fears of a massive wave of energy company bankruptcies.

Oil prices impact many asset classes, including energy stocks, emerging market stocks (especially 
commodity producers), master limited partnerships (MLP), and high-yield bonds. How aggressively we 
move into these asset classes will depend on how much negative news is priced in. High-yield bonds may 
already be pricing in the most pain, and where we are not already overweight we could add to positions 
even on very early signs of stabilization. MLPs, midstream in particular, are also carrying attractive 
valuations; early but meaningful improvements in technicals could be a signal to add. Emerging markets 
have drivers outside of oil and deserve separate consideration. Energy stocks are the highest risk asset of 
the group and we will be watching earnings closely, as well as the price of oil itself, but entry will likely need 
the strongest technical confirmation with initially tight risk controls.

Commodity-linked investments may be more volatile and less liquid than the underlying instruments or measures, and their value may be affected by the 
performance of the overall commodities baskets as well as weather, disease, and regulatory developments.

WHAT WE ARE WATCHING:

WHAT YOU MIGHT SEE:

Oil seeking equilibrium.

Start where negative news is most likely priced in.
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EMERGING MARKETS

FROM OUTLOOK 2016
It’s important to realize that 
there really is no such thing as 
“emerging markets.” Instead 
there are a group of countries 
with some common attributes, 
but just as many differences…
The major difference across the 
countries is the extent to which 
they are impacted by 
commodity prices.

Emerging markets (EM) are often volatile and subject to extended periods of underperforming or 
outperforming domestic markets. Uncertainty is high right now, but long-term fundamentals (demographics, 
potential for productivity gains) remain supportive, and valuations are attractive, at a more than 20% 
discount to the developed world, based on the trailing price-to-earnings (PE) ratio. Given those positives, 
we are actively looking for a point of entry. Technical stability in commodities, supported by global growth 
meeting expectations, would provide a better fundamental backdrop for EM. On China, we are focused 
more on stabilizing growth and more consistent policy, and less on a weakening yuan and the volatility of 
its internal equity markets. Despite uncertainty, we believe substantial economic and earnings weakness 
is already priced in to emerging markets, but fundamentals alone are unlikely to support equity prices until 
sentiment shifts. Because there is likely to be quite a bit of upside on a reversal, we are looking for solid 
technical evidence of a trend reversal.

Because there is no single “emerging market” you would likely see a staged approach as we warm to 
EM. Because different emerging markets respond to different drivers, we continue to believe that it’s an 
area where active management has strong potential to add value. We remain biased toward net energy 
consumers that benefit from low oil prices and may add more aggressively in that area before commodity 
prices stabilize. Thematically, we may focus on implementation that emphasizes EM consumers. A move 
toward commodity producers would require greater technical price stability in both commodities and EM; it 
is an area where we believe there may be strong opportunities, but more likely in the latter half of the year.

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.

WHAT WE ARE WATCHING:

WHAT YOU MIGHT SEE:

Sentiment needs to shift.

Staged approach is likely.
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FROM OUTLOOK 2016
Increased volatility can create 
opportunities for skilled 
investors who have the tools to 
understand when market 
dislocations create 
opportunities and the patience 
to let markets rebalance.

Technical analysis can help investors make decisions in a volatile environment, as investor uncertainty 
exacerbates market swings. For depressed areas of the market exhibiting strong negative momentum, such 
as emerging markets and energy, we will be looking for strong technical confirmation before buying a trend 
reversal. This includes prices establishing higher highs and higher lows, preferably with at least one cycle 
above the 50-period simple moving average (SMA), and strength relative to a broad benchmark. Achieving 
these goals on a daily price chart would be a solid early sign of trend reversal; meeting these same goals on 
a weekly chart would provide strong confirmation. For stock markets with strong long-term upward trends, 
such as the U.S., we are more likely to see longer periods of sideways movement, or what technicians refer 
to as operating within a trading range. Structurally, a trading range is a channel bound by a support trend 
line on the bottom connecting lows and a nearly parallel resistance trend line at the top connecting highs. 
A trend trader buys the index or security at the lower level of support (or bottom of the channel), and sells 
them near resistance (top of the channel). This, of course, implies that the trader employs a more tactical 
approach to investing as long as the trading range remains in place.

For long-term momentum trades such as U.S. equities, trade opportunities may exist when the index 
price is testing channel support in potentially oversold conditions (as measured by the Relative Strength 
Index [RSI-14)]internal indicator). The combination of the price being oversold and testing channel support 
increases the likelihood that the price moves higher. Further confirmation will be indicated by higher highs 
and higher lows in both the RSI-14 and price charts, creating a tactical buy opportunity. The opposite is 
also true; when the index price is near channel resistance and potentially overbought, there is an increased 
likelihood that the price moves lower. Further confirmation of a sell signal in this case will be supported 
by lower highs and lower lows in both the RSI-14 and price charts. For long-term momentum trades in a 
volatile environment, risk controls should be fairly tight. We will be looking for strong confirmation of a trend 
reversal. Where fundamentals lead us to be more aggressive, you may see us quickly exit a position in our 
most tactical portfolios if the signal breaks down. 

WHAT WE ARE WATCHING:

WHAT YOU MIGHT SEE:

Look for trading ranges and confirmed reversals.

Channel support for positive momentum; strong confirmation for negative. 

TECHNICALS
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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 your clients. Any economic forecasts set forth in the 
presentation may not develop as predicted and there can be no guarantee that strategies promoted will be successful. All performance referenced is historical and is no guarantee of future results. All indexes are unmanaged and cannot be 
invested into directly.

Economic forecasts set forth may not develop as predicted, and there can be no guarantee that strategies promoted will be successful.

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

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

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a nondiversified portfolio. Diversification does not ensure against market risk.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond and bond mutual fund values and yields will decline as interest rates rise and bonds are subject to availability and change in price.

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

Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value. However, the value of fund shares is 
not guaranteed and will fluctuate.

Corporate bonds are considered higher risk than government bonds but normally offer a higher yield and are subject to market, interest rate, and credit risk as well as additional risks based on the quality of issuer coupon rate, price, yield, 
maturity, and redemption features.

Investing in MLPs involves additional risks as compared with the risks of investing in common stock, including risks related to cash flow, dilution, and voting rights. MLPs may trade less frequently than larger companies due to their smaller 
capitalizations, which may result in erratic price movement or difficulty in buying or selling. MLPs are subject to significant regulation and may be adversely affected by changes in the regulatory environment, including the risk that an MLP 
could lose its tax status as a partnership. Additional management fees and other expenses are associated with investing in MLP funds.

Technical analysis is a methodology for evaluating securities based on statistics generated by market activity, such as past prices, volume and momentum, and is not intended to be used as the sole mechanism for trading decisions. Technical 
analysts do not attempt to measure a security’s intrinsic value, but instead use charts and other tools to identify patterns and trends. Technical analysis carries inherent risk, chief amongst which is that past performance is not indicative of 
future results. Technical analysis should be used in conjunction with Fundamental Analysis within the decision making process and shall include but not be limited to the following considerations: investment thesis, suitability, expected time 
horizon, and operational factors, such as trading costs are examples. 


