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Financial Markets, Businesses and Consumers
Adjust to a New Political Landscape
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UMMARY

� All indications are for a moderate boost to growth in
2017 and a stronger pickup in 2018.
� Pro-growth fiscal policy at a time when the economy is
approaching full employment could lead to higher price
and wage pressures.
� We currently anticipate two Fed policy rate hikes in
2017.
� Rising interest rates typically are a drag on stock
returns, but that might not be the case over the first
half of the year.
� While consumer confidence is high, the valuation levels
for stocks are reaching dangerous levels that could cause
problems if political promises don’t materialize.
� OPEC’s planned cuts in oil production quotas
could push global prices higher, providing support for
exploration and production in low-cost U.S. oil basins.
ECONOMIC OUTLOOK
Citizens across the nation were
shocked at the outcome. The November
surprise came out of nowhere.
Yes, the Chicago Cubs did triumph in
the World Series, the first baseball championship for the Windy City in 108 years.
But a bigger November upset occurred a
few days later that may have more impact
on your wallet.

The surprise election of Donald
Trump as the United States’ 45th President has been characterized as a dramatic
sea change in economic policy.
Although there are still few specifics
about the future policies of the new administration, several broad proposals have
raised expectations for a boost to growth
in both 2017 and 2018. These include
large increases in infrastructure, energy
and defense spending, significant cuts in
individual and corporate income taxes, reductions in regulations, and a repatriation
tax break on overseas profits.
There are scant details and significant
uncertainty regarding the timing and
implementation of these initiatives, as well
as their financing – and as we all know,
financial markets have a tendency to work
faster than Congress. Nevertheless, all
indications at this time are for at least a
moderate boost to growth in 2017, and a
stronger pickup in 2018.
Pro-growth fiscal policy at a time
when the economy is approaching full
employment could lead to higher price
and wage pressures, and the Federal
Reserve (Fed) will be monitoring these
developments closely. Following their
decision to hike the Fed Funds rate by
0.25% in December (to a target range of
0.50%‒0.75%), we currently anticipate
two policy rate hikes in 2017. Fed actions
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Lower labor participation
rate helped lower the most
recent unemployment rate.
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Slight improvement in
GDP growth expected
for 2017 as business
sentiment improves.
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are always conditional on the data
reported, so they may be forced to
accelerate their path toward further
monetary policy tightening if core
inflation and economic growth
measures strengthen.
While the U.S. economy may
get a boost from domestic fiscal
policies, it remains vulnerable to
global risks and headwinds. These
potential headwinds include ongoing political uncertainty in Europe,
a possible slowdown in Chinese
growth, a stronger dollar (due to
higher U.S. interest rates) and an
increase in global trade protectionism. Clearly, if these conditions
come about, the economic landscape
would soften considerably.
To this end, central banks across
the globe may have reached an in2

flection point. They are approaching
the limits of monetary policy – now
generating diminishing benefits and
increasing risks. Policymakers seem
to be realizing that strategies such as
negative interest rates may not be an
effective response to structural problems. As such, they have been slowing
additional monetary stimulus and
considering fiscal adjustments.
In the United States, recent
economic indicators continue to be
healthy. In particular, November’s
178,000 increase in payroll employment was almost exactly on top of the
three- and 12-month averages. The
unexpected drop in the unemployment rate, from 4.9% to 4.6%, was
somewhat overstated by a decline in
the labor force, but the three-month
moving average of hourly earnings

remains at a post-recession high. So
in all, the jobs situation is consistent
with what the Fed regards as steady
improvement in labor market conditions. (Chart 1)
Our growth outlook for developed markets remains modest
but steady, supported by slowly
improving economic fundamentals.
While forecasters have downgraded
global growth outlooks for the past
few years, the consensus outlook of
3% appears achievable this year. We
also expect a sustained but fragile
environment for global trade and
manufacturing given China’s ongoing rebalancing and the need for
structural adjustments across emerging market economies.
The U.S, economy has grown
at 2.1% per quarter on average since
the “great recession” ended in 2009.
Still, the United States remains the
dominant global economy and we
expect it will continue to grow in
2017 at an improved rate of 2.5%,
despite ongoing global challenges.
(Chart 2)
EQUITY OUTLOOK
Domestic equity markets have
taken a positive turn since the Presidential election. The S&P 500 is up
6.0% and the Small Cap index has
increased 10%. The enthusiasm has
not spread to International markets
as they are up less than 2%. There is
a renewed sense of hope that the environment businesses operate in will
improve with a stronger economy,
less regulation, and lower taxes.
For this year, we believe the
positive momentum for equities will
continue, at least into spring when
investors get a little more concrete
evidence of what changes will and
can be made. Prospects of a stronger
economy and a small increase in
inflation have been unkind to bond
investors as longer term interest rates
rose sharply and produced the worst
monthly return for bond funds in
November 2016 that we have seen in
12 years.

FIXED-INCOME SECTOR RETURNS YEAR-TO-DATE

Countries (OPEC) announced a
production cut that should provide
support for exploration and production companies to continue adding
rigs and increasing capital expenditures in low-cost U.S. oil basins.
As production volumes recover, MLPs should realize cash flow
growth with minimal incremental
investment as pipeline capacity is
utilized. The Trump administration
should also be more supportive of
MLP performance given the likelihood of less oil and gas regulation and
an emphasis on U.S. infrastructure
development and economic growth.
There are potential headwinds
for MLPs. One is the end of the
eight-year run of low interest
rates. While MLPs have not been
adversely affected by rising rates in
2016, a steady increase in 2017 could
prove otherwise. Another is the
potential for broad tax reform under
the Republican White House and
Congress. While there have been no
specific proposals regarding MLP tax
status, in the context of broad reforms
all options could be on the table.
Since the economic and market
recovery in 2009, hedge funds have
generally not kept up with equity
ALTERNATIVE INVESTMENTS
and fixed income returns, and with
Heading into 2017, we are posi- their higher fee structure, investors
tive on the energy Master Limited have been reducing their allocations.
Partnership (MLP) sector. The Orga- Public funds have reduced hedge
nization of the Petroleum Exporting
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Rising interest rates typically
are a drag on stock returns, but that
might not be the case over the first
half of the year. Our reasoning is
that over the last 12 months, investors have been pouring money into
bond funds at the expense of stock
funds. As returns for bond funds
diminish, we expect to see money
reversing and flowing back to stocks,
sending prices higher.
There is a lot of optimism after
the election with consumer confidence approaching levels last seen in
2007. While investors feel good, the
valuation levels for stocks are reaching dangerous levels that could cause
problems later in the year if the hopes
and promises don’t materialize. As
we approach the late spring, we will
have a pretty good idea of what will
actually change on the tax, trade,
regulation and entitlement front.
Over the past 44 years, Large
Cap stocks in Europe, Australia and
the Far East (MSCI EAFE Index)
have had an annual return of 9.3%
versus a 10.4% return for the S&P
500. Over the past several years Europe and Japan have had their share
of political and economic problems
along with falling currencies versus
the U.S. dollar, but has it been overly
discounted? Over the past four
years the cumulative return for the
S&P 500 is 71% while the EAFE
index has risen only 18%. Emerging
markets have fared worse, declining
10%.
We have been underweight in
International equities for most of the
past four years until last summer,
when we went back to our long-term
international recommendation of
30% of one’s equity portfolio. We
expect over the next few years the
performance gap will begin to narrow.

CHART 3
FIXED INCOME SECTOR
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Low credit quality
sectors had significant
positive year-to-date
returns.

fund allocations and moved to
indexed funds as a way to reduce
management fees, simplify their
approach, and appease their public
stakeholders.
FIXED INCOME OUTLOOK
The bond market started 2016
with concerns about slowing global
growth and a large drop in energy
prices. Treasuries initially benefited
while Corporate and High Yield
bonds suffered. The “Brexit” vote
to depart the European Union
rattled the markets briefly midyear,
but market conditions stabilized
and improving domestic economic
conditions helped spread sectors
like Corporates and High Yield.
Both recovered from their early year
declines.
The latter half of the year was
punctuated with the U.S. election
results, sending Treasury yields up
sharply. After spending most of
the year below 2.00%, the 10-year
Treasury yield is poised to finish the
year above 2.50%. The recent rise in
interest rates has been eating into the
positive returns of the bond market,
with the Barclays Aggregate index up
1.94% year-to-date (as of December
14), after having been up over 5.00%
just two months ago. (Chart 3)
As we enter 2017, the bond
market expects U.S. Treasury yields
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All fixed-income sectors
are generating a positive
return year-to-date.
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to rise. Inflation expectations appear
to have increased as seen with the
elevated breakeven levels for Treasury Inflation Protected Securities
(TIPS). The prospect of increased
federal spending and tax cuts in
an economy estimated to be near
full employment has led to a rise in
inflation expectations.
The fiscal stimulus expected
from the Trump Administration is
likely to include a sizable tax package for business and individuals.
A reduction in the corporate tax
rates would make debt issuance
less attractive in corporate capital
structures. If this comes to fruition,
the bond market would have lower
new supply volumes. Spreads would
tighten, a positive for bond prices,
as supply diminishes and the U.S.
Corporate bond market shrinks.
Anticipated interest rate hikes
from the Fed will place upward
pressure on yields and bond performance may struggle. However,

some sectors may be able to eke out
positive returns.
While the average spread for
investment grade Corporate and
High Yield are below their historical
averages, there is still room for additional spread-tightening. (Chart
4) This would be a positive contributor to performance. The recent
downward trend in defaults, thanks
in part to improving commodity
prices, bodes well for lower defaults
in 2017. Moody’s speculative grade
default rate closed at 4.6% this past
November and is projected to ease
to 3.2% over the next 12 months.
A strong U.S. dollar will be a
head wind for Emerging Market
debt. Treasuries will continue to
struggle as yields are anticipated
to rise in the coming months.
Municipal bonds may languish as
the market digests the proposed
reduction in marginal tax rates for
individuals and corporations. This
sector has already been hit by some

heavy outflows, creating downward
price pressure and a possible overreaction to the potential changes
coming from the Trump Administration.
We plan to maintain exposure
to the non-government sectors,
while steadily improving quality
and liquidity to the portfolios. Portfolio durations are moderately short
to their corresponding benchmarks
in anticipation of higher inflation
and Treasury yields. Rising yields
should help set up the bond market
for higher returns down the road.
CONCLUSION
We can expect a Trump administration to push a pro-business
growth agenda for the U.S. economy.
As part of this transformation, we
could also anticipate a Fed shift from
monetary stimulus (interest rates,
money supply) to fiscal stimulus (tax
reform, government spending) to
spark the economic engine.
The Fed finally seems to have
found more resolve in raising interest rates, indicating two for 2017.
Upward pressure on wages will
continue in a nearly fully employed
U.S. labor market, which in turn
may push inflation up. Looking
abroad, the strength of the U.S. dollar could make international trade
more challenging.
But as we approach the late
spring we will have a pretty good
idea of what will actually change on
the tax, trade, regulation and entitlement issues.
Investment Policy Committee
Dec. 16, 2016
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