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2019 was a baffling year for bonds. The 10-year U.S. Treasury yield fell to a three-year low, and the yield
curve flashed ominous signals about the economic outlook. We've seen some improvement in long-term
yields since the September low, but we don't expect much more upside in 2020. However, bonds can
still play an important role in helping to diversify portfolios where appropriate.

THE YEAR IN REVIEW

One of our biggest challenges in 2019 was explaining the bond market’'s baffling signals. Many firms—
including ours—kicked off 2019 with expectations of rising rates after the Federal Reserve’s (Fed) December
2018 rate hike.

Then, the macroeconomic environment made a turn. Trade tensions between the United States and China
intensified, and global economic data deteriorated. Global fixed income investors turned to U.S. Treasuries
for income, safety, and liquidity, adding more pressure on yields. The 10-year U.S. Treasury yield fell to a
three-year low of 1.46% on September 4, and the Treasury yield curve inverted (long-term yields falling below
short-term yields) [Figure 1]. As this happened, we emphasized in our communications that the bond market
was becoming disconnected from U.S. economic fundamentals. Thankfully, the Fed eased tensions with three
straight rate cuts from July to October. Policymakers’ actions seem to have renewed investors’ confidence.
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Past performance is no guarantee of future results.
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NOT MUCH UPSIDE

We expect the 10-year yield to end 2020 in a range of 2—2.25%. Long-term yields could creep higher in 2020
as global economic conditions improve and Treasury buying eases. Still, we expect the gap between U.S. and
international yields to persist, and global buying pressure to keep a lid on U.S. yields. Global yields may stay
unusually low until growth and inflation pick up materially in Europe and Japan. Unfortunately, with the benefits
of monetary policy largely exhausted, that may take a while.

The Fed remains an integral part of this story. Policymakers paused on rate cuts at the December 2019
meeting and projected near-trend economic growth and consumer inflation below 2% in 2020. Growth in line
with our outlook would not necessarily require any further cuts, but contained inflation would give the Fed
more flexibility. We believe continued Fed flexibility should provide enough support to the economy to foster
a modest increase in longer-term yields.

YIELD CURVE SIGNALS

The yield curve’s inversion was arguably the biggest fixed income news of 2019. The spread between the 2-
year and 10-year yields fell negative for eight trading days, while the spread between the 3-month and 10-
year yields was negative for five months. Investors were understandably concerned: In the past five economic
expansions, the U.S. economy has peaked an average of 21 months after the spread between the 2-year and
10-year yields initially turned negative.

We were concerned by the yield curve’s inversion, but we maintained it was more a sign of too tight monetary
policy for ongoing trade uncertainty, instead of a sign of an imminent recession. The steepening of the yield
curve in the latter half of 2019 provided evidence supporting this case. We also think the unusual rate
environment has made the yield curve’s economic signaling less meaningful than it has been in the past.

We see even modest steepening of the yield curve in 2020 as supportive of continued economic expansion.
The vyield curve is historically flat, though, and it could be prone to inverting again if there’s a significant
breakdown in U.S.-China trade negotiations. If that happens, we’ll be watching for either the spread between
the 3-month and 10-year yields to fall below -0.5%, or for the 2-year and 10-year yield spread to remain
inverted for 90 days. In the past, those occurrences have been more predictive of a near-term recession.

SECTOR RECOMMENDATIONS

Muted yields and late-cycle economic growth could be a tricky environment for fixed income investors to
navigate in 2020. At the very least, they probably shouldn’t expect a repeat of this year’s performance in which
the Bloomberg Barclays Aggregate Bond Index (Agg) has risen 8.6% year to date and is poised for its best
year since 2002.

We continue to emphasize a blend of high-quality intermediate bonds in tactically oriented portfolios for fixed
income allocations. Even though we predict yields will climb modestly higher (pushing bond prices lower), the
“coupon” income that bonds provide could lift the Agg to low-single-digit gains in 2020.

We also continue to recommend a cautious approach to corporate bonds, which are traditionally more credit-
sensitive. Economic growth just below 2% could support corporate profits and companies’ ability to service
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their debt, but moderate inflationary pressures could offset these benefits for corporate bond investors. A
“coupon-clipping” environment in which interest payments largely drive returns, may still aid suitable investors.

Treasuries appear richly valued, but the yield advantage over international government bonds and
expectations of only modest rate increases argue against a significant underweight compared with
benchmarks. For suitable investors, mortgage-backed securities (MBS) could act as a source of yield that may
be better suited for modestly rising rates, and in our view, MBS valuations have become more attractive
relative to other high-quality bonds.

OUTLOOK 2020

For more investment insights, check out our newly released Outlook 2020: Bringing Markets Into Focus.

WEEKLY MARKET PERFORMANCE REPORT

Please see our new Weekly Market Performance report with insights on major asset classes.
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IMPORTANT DISCLOSURES

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

The economic forecasts set forth in this material may not develop as predicted.

Investing involves risks including possible loss of principal. No investment strategy or risk management technique can guarantee return or
eliminate risk in all market environments.

All indexes are unmanaged and cannot be invested into directly. Unmanaged index returns do not reflect fees, expenses, or sales charges.
Index performance is not indicative of the performance of any investment.

U.S. Treasuries may be considered “safe haven” investments but do carry some degree of risk including interest rate, credit, and market
risk. They 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.

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

Bond yields are subject to change. Certain call or special redemption features may exist which could impact yield.
All information is believed to be from reliable sources; however LPL Financial makes no representation as to its completeness or accuracy.

Mortgage-backed securities are subject to credit, default, prepayment, extension, market and interest rate risk.

Credit Quality is one of the principal criteria for judging the investment quality of a bond or bond mutual fund. As the term implies, credit
quality informs investors of a bond or bond portfolio’s credit worthiness, or risk of default. Credit ratings are published rankings based on
detailed financial analyses by a credit bureau specifically as it relates the bond issue’s ability to meet debt obligations. The highest rating

is AAA, and the lowest is D. Securities with credit ratings of BBB and above are considered investment grade.

All information is believed to be from reliable sources; however LPL Financial makes no representation as to its completeness or accuracy.

This research material has been prepared by LPL Financial LLC.

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

with respect to such entity.

If your advisor is located at a bank or credit union, please note that the bank/credit union is not registered as a broker-dealer or
investment advisor. Registered representatives of LPL may also be employees of the bank/credit union. These products and services
are being offered through LPL or its affiliates, which are separate entities from, and not affiliates of, the bank/credit union. Securities

and insurance offered through LPL or its affiliates are:

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