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A LOOK AT OUR
THEMES FOR 2017
•

Following the surprise Presidential election of Donald Trump, U.S. markets
now await the most dramatic change in economic agendas in more than a
generation. While much is still to be determined in terms of implementation
and impact on federal deficits, we feel investors should stand to benefit from a
more pro-growth and business-friendly environment featuring lower taxes,
more fiscal spending and less government regulation.

•

U.S. stocks should be well positioned for 2017 based upon a broad earnings
recovery, the prospect of a more favorable business environment and a trading
breakout from previous levels. As a result, the equity markets could potentially
see double-digit gains in the year ahead.

•

Interest rates have entered a new world as we see the combination of
enhanced fiscal policy and a Federal Reserve (the Fed) that is behind the curve
as resulting in higher rates and a steeper yield curve. We expect the Fed to
raise rates three times in 2017 and market forces to push longer term yields
higher as well.

•

Following a strong year in the credit markets, we now view diversification of
income strategies as the key to building yield based portfolios. This would
include short-term bonds, floating rate notes, high yield bonds, preferred
stocks, and high-dividend common stocks. By combining these asset classes,
portfolio yield can be achieved at mitigated levels of overall interest rate risk.

•

After a long hiatus, inflation is likely to emerge in the year ahead as a
combination of a tightening labor market, higher fiscal spending, and lower
taxes should push consumer prices higher.

•

International developed markets such as Europe and Japan continue to work
through the implementation of Brexit and historically anomalous central bank
monetary policy, however individual opportunities remain in these regions.
Following five consecutive years of weak investment performance, there is
now a burgeoning long term case for emerging market equities.
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A TRANSITION
LIKE NO OTHER
As America prepares for the peaceful transfer of power that so proudly defines our
democracy, albeit a bit less peacefully than we have typically seen in transfers past,
investors also prepare for a potential shift in economic policy unlike any we have seen
since Ronald Reagan took office 36 years ago. Expectations of change under a Donald
Trump presidency are high, and as this new administration and both Republican
controlled chambers of Congress set forth a new economic agenda, markets stand
prompted to react accordingly. The fact that we enter 2017 riding one of the strongest
post-election rallies in our nation’s history is perhaps evidence of just how high the
stakes of this transition are perceived to be.
When the last change of administrations occurred eight years ago, President Barack
Obama entered the White House amid the most severe financial crises since the
1930s. Looking back, his agenda at the time probably more closely resembled what
the legendary North Carolina State basketball coach Jim Valvano might have called
“survive and advance” as a plethora of government programs were enacted and
trillions of dollars were pumped into the markets via the Federal Reserve’s Quantitative
Easing programs. The results, of course, were successful as the global economy was
backed off a cliff and here in the U.S. we did in fact survive, then advance, although
many might say not at quite the same pace as past recoveries.
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We would be remiss in not warning that
such optimism about change should
probably be viewed with some degree of
temperance. The new administration’s
economic agenda, even though likely to be
supported by a House and Senate free of
gridlock, will still take time to implement.
More importantly, it will have to be
financed by additional debt and larger
federal deficits.
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The federal government will
essentially need to borrow and
cut resources to fund these
anticipated policies the market
has become so excited about.
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So similar to the Reagan administration
during its early years, the federal
government will essentially need to borrow
and cut resources to fund these anticipated
policies the market has become so excited
about. This, by definition, represents
a higher risk economy. Like investing,
economic policy is a balanced tradeoff
of risk and return.
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Election
Year
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Immediately following Trump’s upset victory in November, the markets discounted
pending change. While overnight futures initially reflected panic, the real market
trading the next morning focused on dynamics not covered by the political reporting
the night before: tax policy, deregulation, infrastructure spending, and higher interest
rates. For the most part investors have taken a favorable view of these potential
changes and have run hard with the optimism behind them, as evidenced by the
Dow Jones appreciation of close to 11% since the weekend before the election.

First Term Presidents (1964 - 2016)
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The challenge of this new administration is not so much to avert crises but continued
stagnation in the economy. While the past eight years since the financial crises ended
has not seen a relapse back into recession, it also has not seen a calendar year of 3%
gross domestic product (GDP) growth, marking the longest period of such an absence
since this metric began to be measured more than 85 years ago. While we have added
some 15 million jobs since the beginning of 2010 (more than eclipsing the 8.7 million
lost during the Great Recession) wage growth has spent most of the past decade
mired in a funk, and while we have been seeing a recent trend of improvement here,
the average worker has seen little if any tangible income improvement over the past
several years.

CHANGE IN MARKETS FROM ELECTION DAY THROUGH CHRISTMAS

There is also a more simplistic school of
thought, one that merely asserts the U.S.
economy has become overtaxed and over
regulated and anything to be done in the
name of reversing those trends will add to
growth. Sometimes it can be difficult to argue
with simplicity.

We also believe the new administration will
inherit an economy on the upswing as GDP
growth for 3Q16 came in at 3.5%, its highest
level in more than a year and almost three
times the rate of 1H16 which averaged 1.25%.
Driving this improvement was continued
strength in consumer spending and a pickup
in business investment. While this puts
average GDP growth for the first three
quarters of the year at just 2% (a level
of growth our economy seems to have
continuously come home to over the past
eight years) we believe overall economic
growth for 2H16 should shake out about
twice that of the first half.

It is also important to recognize that during
these past eight years we have had a Federal
Reserve many believe adhered to a zero
interest rate environment for far too long and
then after finally raising the Fed Funds rate
by a whopping ¼ of a point in December of
2015, spent almost the entire year of 2016
frozen in fear of disrupting equity markets.
Well, they now no longer have to worry about
that as the 10-year Treasury yield has jumped
.67% since election day and more than 1.10%
since its historical post-Brexit low of last July
and stocks have rallied. One might say the
American electorate did more for monetary
policy in one day than the Fed did in more
than a year.
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So here we are, entering a new year as very few would have expected a few
short months ago. With that in mind, let’s take a look at where risks need to
be addressed and opportunities reside.

We have also said on many occasions over the
past year the economy could be building pent up
demand and like a coiled spring be ready to pop
in the year ahead.
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Finally, we believe corporate earnings growth will see a sharp rebound and
turn positive on an annualized basis in 2017. This of course is no secret as the
recovery in energy prices and the benefits higher interest rates should provide for
banks are known to the markets now. However, actually seeing such a material
improvement in earnings show up in the numbers during the year ahead will be
important. After all, we could be looking at a year of overall double-digit profit
growth for U.S. companies, something we have not seen in since 2011.
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We have also said on many occasions over the past year the economy could
be building pent up demand and like a coiled spring be ready to pop in the year
ahead. Our reasoning is that over the past two years more than five million
jobs have been added to the economy, but we are just now starting to see an
acceleration in the growth of wages and personal income, household savings
rates have been increasing, and inflation is now flirting with the Fed’s 2% long
term target. The price of crude oil, while experiencing a welcome double from
last winter’s multi-year low of $26 a barrel, is still about half the cost of where
it stood two and a half years ago. In the year’s final week, consumer confidence
jumped to its highest level in 13 years. All of this we believe could continue to
drive consumer spending, which accounts for roughly 2/3 of the overall growth
in our economy.

U.S. Goes Record 10 Straight years
without 3% Growth in GDP
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Source: FactSet, Federal Reserve Bank of Atlanta, as of December 5, 2016

Stocks stand to benefit based upon a broad
earnings recovery, the prospect of a more favorable
business environment and a trading breakout from
previous levels. As a result, broad equity markets
could potentially see double-digit gains in the
year ahead.
The year of 2016 was a wild one for stock investors as equities climbed a
continuous “wall of worry,” which included recessionary fears, macroeconomic
disappointments, negative earnings growth, the surprise Brexit referendum in
Great Britain and perhaps the most contentious presidential election in American
history. When the final gun sounded, the Dow Jones gained an impressive +16%
on a total return basis, the S&P 500 tallied +12% and NASDAQ +9%. In doing so,
all three Indices reached record levels.
We believe equities were able post positive returns in 2016 amid numerous
concerns because stocks are the great discounter of future events, and as they
account for future events they fight through current ones. In our opinion, the
predominant future events driving stock prices this past year were prospects
of an improving economy and accelerating corporate earnings growth in 2017.
It was this expectation of a better world that enabled equity markets to look
past international uncertainties as well as some rough economic and earnings
numbers to post double digit returns for the year.
So the question facing equity investors as 2017 begins is: Now What?
The immediate answer is we believe stocks will continue to move higher. It is
unlikely to be linear throughout the upcoming year as we would expect at least
one downside correction of 10% or more and individual stock selection will
remain crucial, however on the whole we believe despite the strong post-election
rally, stocks continue to be set up well for 2017. We say this based on what we
believe to be three strong cases to be made as to why equities should have the
wind at their sails in 2017. These would be:

1. THE FUNDAMENTAL CASE
2. THE PRO-BUSINESS CASE
3. THE CHARTIST CASE
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THE FUNDAMENTAL CASE
The fundamental case for continued gains in stocks is a simple one and follows the
premise that the most important element to rising stock prices is earnings growth.
To the extent an improving macro economy helps such corporate earnings growth
then all the better. As we enter 2017 the overall economic and the earnings cycles
of most companies in the U.S. appear to be turning for the better.
Fundamental investing has required patience and fortitude over the past year
as the combination of slow economic growth, low oil prices, and a higher U.S.
dollar took its toll on corporate earnings. This was seen in the fact that S&P 500®
earnings growth was basically flat for the 2014 – 2016 time frame and suffered
quarterly year-over-year operating earnings declines for six consecutive reporting
periods from 2Q15 – 3Q16. Keeping stocks afloat during this time was of course the
prospect of earnings improvement at the end of this cycle.
The impact of lower crude oil prices, which bottomed in February of 2016 at
$26 per barrel (about 75% below its summer 2014 high) has played a key role in
earnings trends as this sector will likely detract approximately 5% from total S&P
earnings growth for 2016. However, for 2017 the energy sector is expected to
contribute positively to overall earnings as crude prices have about doubled from
their lows of early 2016 and surviving companies within the energy sector should
not only see revenue growth but improving operating margins resulting from the
cost cutting necessary for survival over the past two years. We anticipate the
energy drag on overall earnings that began in 2H15 should flip into positive territory
sometime in 1Q17.

In addition, we believe 2017 should see enhanced
earnings growth across most other sectors
also. Looking at the anticipated final scorecard
for 2016, of the 11 major sectors in the S&P
500® there is a strong probability five of them
(Energy, Telecom, Materials, Industrials, and
Financials) will post earnings in the red for the
year, with only Real Estate and Consumer Staples
positioned with a shot at better than 10% profit
growth. The remaining sectors, Consumer
Staples, Technology, Health Care and Utilities
are likely to come in at mid-single digits.

We believe 2017 could be positioned for marked
improvement from these levels as the S&P on
the whole could potentially exceed double digit
earnings growth. We believe there is also a
strong probability each sector with the exception
of perhaps Real Estate could post positive
earnings growth. Driving this turnaround would
be continued strength in consumer spending, the
spillover effects of higher oil prices and renewed
momentum for banking and financial services
companies stemming from higher interest rates.
In summary, we could be looking at the best year
of earnings acceleration since 2010.

S&P 500 Earnings
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It is important to note the market has to some degree recognized at least some of this as explained
by the positive equity returns booked in 2016 despite a lack of earnings growth. However, despite
this head start, should these profit expectations be met in the year ahead we believe stock prices will
likely rise in accordance with this renewed earnings growth.

Earnings Growth (%)
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THE PRO-BUSINESS CASE
The second case we would like to make for
appreciating stock prices is what we would
call the pro-business case. This pertains
to the various expected policy changes
forthcoming in the Trump administration
likely to be more business friendly and
therefore creating a more favorable long
term environment for equity markets.

post-election rally cannot be ignored
and investors need to take a serious and
unbiased perspective as to what the
underlying catalysts have been regarding
the impressive move in stocks and interest
rates since polls closed on November 8 and
whether such catalysts are sustainable,
assuming they show up as real policies.

Here, we begin by recognizing this past
presidential election was probably the
most contentious in more than a century as
emotions and passions ran high. One would
probably have to go back to 1888 and the
infamous battle of two presidential icons,
Benjamin Harrison and Grover Cleveland,
to find a campaign as mean spirited as
this one. That said, the magnitude of the

The current narrative as to precisely why
the pending economic agenda of the Trump
administration could be considerably
more business friendly and economically
impactful than what we have seen in recent
years can be summarized as follows:

Lower Tax Rates for individuals and businesses will help enhance consumer
spending and boost corporate earnings.
Tax Repatriation on corporate cash held overseas could bring approximately $2.5 trillion
back to the U.S. which could further improve business investment or strengthen company
balance sheets.
Reduced Government Regulation could enhance merger activity as well as allow the
banking industry to free up capital to be disseminated into the economy.
Higher Levels of Fiscal Spending also could become a key impetus, primarily in the area
of infrastructure rebuilding, and this could provide an important alternative to monetary
policy, which for several years has been the federal government’s primary source of
economic initiatives.
Less Government Gridlock will allow the new administration to quickly implement policy
as Republicans now control the White House and both chambers of Congress.
Of course all of these potential changes do not come without a price or tradeoff of some
sort. There is no guarantee such policies will be enacted to the degree markets have so far
interpreted them to be. They will also take time in their implementation to create additional
growth in the economy and enhanced profitability for publicly traded companies. Finally
and perhaps most importantly, these policies will have to be financed, and that will have to
come from more debt and higher federal deficits.
However, on balance these potential changes help make a stronger conceptual case for
stocks in the year ahead and beyond. In many regards, equity investors feel the playing field
is being reset and some critical rules may be changing for the better. All else being equal,
that should enhance the longer-term argument for owning stocks.

Here, we begin by recognizing
this past presidential election
was probably the most contentious
in more than a century as emotions
and passions ran high.

THE CHARTIST CASE
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Finally, we believe it is useful to recognize that
stocks begin 2017 having just broken out of a
two year consolidation pattern dating back to
November of 2014. At that time the Fed had just
ended Quantitative Easing which had been the
definitive catalyst for the six-year post-financialcrises rally that almost tripled the S&P 500®
from its early 2009 lows. During the recently
concluded two-year time frame ending November
1, 2016, investors made little money in stocks as
an asset class. In fact, a buyer of the S&P 500®
over this period would have generated a whopping
annualized price return of +2.3%, so when tacking
on a dividend this total annualized return was just
north of 4%. Yes that’s a positive return, but far
from bull market gains.
Perhaps more importantly the range of this
consolidation was fairly wide as the high point of
the S&P 500 during these two years was a 2,134
(intraday May 21, 2015) and the low was 1,810
(intraday February 11, 2016) representing an 18%
trading range. Historically, the wider the range of
consolidation, the higher the breakout to the upside
(or breakdown to the downside) when the highs
or lows of that consolidation range are eclipsed.
Fortunately, we are talking about a breakout, as
the S&P 500® moved above the highpoint of the
range in July, dipped back below in October, and
then decidedly broke above it again following the
election. Similar trading profiles exist for both the
Dow Jones and NASDAQ Indexes. For the same
2-year period the Dow moved up less than 2%
in annualized price return with an 18% trading
range, and NASDAQ fared a little better at a 5%
annualized price return with a 24% trading range.
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The chartist case in all of this is that once in
breakout, history implies a real probability of
stocks moving upward in rough accordance
with their range of consolidation. So taken in its
narrowest sense, that of the charts and nothing
else, one could get to an S&P 500 price target of
about 2,500 (+ 12%), a Dow target of about
21,600 (+ 9%) and a NASDAQ target of about
6,460 (+ 19%).

Of course considering these higher levels to be
real targets based on their chart patterns alone
would be a fool’s game (particularly for those of
us who don’t specialize in charts) and a means of
investing that we would never advocate in isolation
or even as a primary determinant. However,
what we believe is pertinent about these recently
established breakout patterns is the previously
discussed fundamental and pro-business cases for
stocks appear to be in agreement, hence perhaps
suggesting these technical trading patterns may be
leading indicators of future returns.
It is important to mention that when taking into
account these three broad cases we have identified
for rising stock prices, there are some additional
risks facing the equity markets. The first would be
a stronger U.S. dollar, as evidenced by the fact that
our home currency is now at a 14-year high. This
will have a negative impact on the overseas sales of
exporting companies. Second, along similar lines,
the international trade policies and practices of the
new administration remain somewhat uncertain.
This will need to be watched closely as the new
agenda is rolled out. Finally, there is the issue of
higher federal deficits and greater government debt
issuance to fund the new fiscal policies, which by
definition will increase risk until such policies add
to economic growth.
However, on balance and all considered, it appears
the stars are aligning more favorably for equities in
the year ahead, and we believe double-digit gains
for stocks are realistic. That having been said,
those stars will still have to be monitored closely.

History implies a real
probability of stocks
moving upward in rough
accordance with their range
of consolidation.

Interest rates have entered a new world as we see the
combination of enhanced fiscal policy and a Fed that is behind
the curve as resulting in higher rates and a steeper yield curve.
We expect the Fed to raise rates three times in 2017 and market
forces to push longer term yields higher as well.
It is hard to fathom a path that took a sharper
turn than that of market interest rates during
the second half of 2016. As investors took to
the beaches during the July Fourth holiday, the
shock of Brexit was fresh in their minds, global
economic growth was in question, and futures
markets were discounting a higher probability
of a rate cut before year end then a rate hike.
All of this pushed the 10-year Treasury yield
to a meager 1.37% that week, its lowest level
in history. As Frank Sinatra may have put it,
that rate environment was soon lost to the
summer wind.
As it became apparent that Brexit, though
casting economic challenges for Great
Britain and Europe, would not necessarily be
changing the world as most knew it, and the
U.S. economy and corporate earnings would

be initiating an upward trajectory beginning
in 4Q16, rates began to edge higher but still
remained comfortably within the “lower
for longer” profile most had considered for
the foreseeable future. This view also took
into account the apprehension of our “data
dependent” Federal Reserve to take action
in normalizing rates closer to historical
levels, even as the financial crises and Great
Recession faded further into the rear
view mirror.
Then of course came the election and the post
November 8 world that market rates and fixed
income investors are still trying to get their
arms around. Summarizing our perspectives
of how investors should be viewing the revised
playing field, we believe the following points
are imperative:

•

With control of the White House and Congress, Republicans will be in a position to quickly
implement an economic agenda destined to include lower corporate and personal taxes and
higher levels of spending. Both will most likely result in larger federal deficits. This is a recipe
for higher interest rates.

•

These changes will likely create an inflationary environment we haven’t seen in more than a
decade. Bear in mind the Fed has been trying, quite unsuccessfully, to create inflation in our
economy for over eight years. More than $4 trillion of freshly printed currency in accordance
with Quantitative Easing throughout 2008 – 2014 could not accomplish that objective,
highlighting in our opinion that lower taxes and higher fiscal spending will be the more
realistic path toward doing so.

•

The Federal Reserve enters 2017 woefully behind the curve in regard to normalizing interest
rates closer to where they should be, given the current trends in our economy and the
anticipated economic agenda of the new administration. We see the year ahead as one in
which the Fed will probably hike rates three times, though a fourth could potentially be more
than justified. Until they complete these increases, in our opinion the markets will continue
to look past the next several Fed meetings, just as they did this past December. The reality
is the Federal Open Market Committee (FOMC) will have to make up for lost time until it
once again has an impact on longer term rates and the slope of the yield curve. Ironic as it
may sound, after eight years of commanding market and media attention to the point of near
cultural obsession, for at least the next six months or so the Fed will basically be irrelevant.
Looking at these past few months, perhaps only Tony Romo has taken a backseat faster than
the Fed has.
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As Frank Sinatra may have put it,
that rate environment was soon lost
to the summer wind.

10-Year U.S. Treasury Yield
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During 2H16 we also witnessed a material increase in the slope of the yield curve
denoting increasingly higher yields for longer maturities in comparison to shorter term
bonds. At its lowest point during July, the 10-year Treasury’s yield premium was only
.76% higher than that of the 2year bond (1.37% vs. .61%). As of the mid-December,
that differential had increased to 1.31% (2.60% vs. 1.29%). There is much that can be
read into the slope of the yield curve. By definition it reflects the anticipation of future
rates, and at any given time a good bit of that reading by the markets can be over or
under dramatized. Nonetheless, given the sharp turn in rates we have experienced since
baseball season ended, it is useful to look at what this trend in the distance between
short and longer term rates could mean for investors.
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We believe investors should stay short on the curve
and focus on duration risk in their portfolios as we
believe there is a real probability the 10-year bond
could break through the 3% level in 2017.
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In our opinion, this sharp rise – not just in terms of absolute rates, but also the slope of
the yield curve – reflects expectations of an improving economy as well as the lack of
influence the Fed will have in the year ahead regarding longer term yields. In essence, we
feel the environment will be one in which short-term rates will rise and long-term rates
will rise faster. This will have important impacts across bond markets, so we would like to
stress the following in regard to fixed income strategies in the year ahead.
We believe investors should stay short on the curve and focus on duration risk in their
portfolios as we believe there is a real probability the 10-year bond could break through
the 3% level in 2017. While this would be a continued acceleration from less than half
that yield level just last summer, it is essential to recognize we are still just now emerging
from what history is destined to recognize as the most anomalous period of interest rates
ever, the zero rate environment of 2008 through 2016.
We view the 3% level on the 10-year Treasury as a crucial, not only because it represents
a meaningful psychological point and round number to investors, but also because it is
a key resistance point reflecting the high in bond yields at the end of 2013. Should that
level be exceeded with a fundamental case for improving economic growth and higher
inflation, another leg up to the 3.50 – 4.00% range, last seen in 2010 could be on the
horizon. This would certainly not be the environment for higher duration strategies.
We are back on duration watch in the fixed income markets. While rates are still low by
historical standards, upward pressure on yields will likely be the case in 2017, therefore a
more diversified, less rate-sensitive strategy to achieving yield can help mitigate this risk.

Following a strong year in the credit markets, we now
view diversification of income strategies as the key
to building yield-based portfolios. This would include
short-term bonds, high-yield bonds, preferred stocks,
floating rate bonds and high dividend common stocks.
By combining these asset classes, portfolio yield can
be achieved at mitigated levels of overall interest
rate risk.
The year of 2016 was a strong one for credit markets as spreads between highyield bonds and comparable maturity Treasury instruments tightened more
than 2.8% from 6.95% at the year’s outset to 4.10% by year-end (BofA Merrill
Lynch High Yield Option-Adjusted Spread January 1 - December 27, 2016).
While this move appears impressive in isolation, it actually paled in comparison
to the change initiated during mid-February, when at the height of recessionary
fears high-yield spreads peaked at 8.64% (February 12) making the high to
low differential for the year 4.53%. This compression in spreads, driven mostly
by an improving perspective in the economy, perceived stabilization of default
rates, and the price of crude oil nearly doubling helped to solidify strong total
returns for the high yield market of better than 17% for the year and more than
23% from February lows.
Looking forward into 2017, these high yield spreads have tightened to their
lowest levels since September of 2014. Along these same lines, investment
grade corporate bonds also have narrowed to their lowest credit spreads
since March of 2015 (BofA ML US Corporate Master Option-Adjusted Spread
1.28%) reflecting a contraction of more than .40% since the beginning of the
year and .92% since February. So while 2016 was clearly a great time to be in
credit driven bond strategies, the year’s compression of spreads combined with
the recent overall rise in interest rates leads us to believe a more diversified
approach to fixed income strategies will be the most prudent in the year ahead.
Therefore we would look toward a combination of several income oriented
strategies as a means to achieve yield in a potentially rising rate environment.
Such asset classes or strategies would include:
•
•
•
•
•

Short-Term Bonds.
Floating-Rate Notes.
High-Yield Bonds.
Preferred Stocks.
High Dividend Common stocks.

RATIONALE FOR THESE STRATEGIES INCLUDE:
Short-Term Bonds – This would generally pertain to investment grade bonds
with maturities of about 2 1/2 years or less. By adhering to lower maturity
structures, these bonds can provide yield in a rising rate environment while
minimizing interest rate risk. With lower durations, the overall interest rate
sensitivity of these bonds is muted.
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Floating Rate Notes (FRNs) – These bonds
offer the purest form of interest rate protection
in that their coupon payments adjust
throughout the year, based upon a spread to
a reference rate such as the Fed Funds Rate
or London Interbank Offered Rate (LIBOR). In
doing so, these types of bonds are continuously
re-priced at par, meaning investors incur
extremely little if any interest rate risk. While
there is credit risk involved with these bonds,
their structures do allow for some of the better
yield versus interest rate risk tradeoffs in bond
investing. While credit analysis is crucial in the
selection of FRNs, they can be particularly well
positioned for a rising rate environment that is
being driven by potential improvements in
the economy.
High-Yield Bonds – Yes, as previously
mentioned the high-yield market had an
exceptional year in 2016 and spreads versus
comparable maturity Treasury instruments
have narrowed considerably making them less
attractive than they were a year ago at this
time. That having been said, the right types
of high yield bonds can still offer meaningful
yield premiums versus other fixed income
categories. In addition the larger coupon
payments of high yield bonds mean that they
carry inherently lower durations and less
overall interest rate risk than their investment
grade counterparts. The most important points
to realize in regard to high yield in the year
ahead is that total returns are quite unlikely to
match this past year’s performance, though
positive returns in the mid to high single
digits are achievable. Again, credit analysis is
crucial in the individual selection or portfolio
management of this asset class.

Professional management
in each of these strategies
is highly advisable given the
unique dynamics of their
respective markets.

Preferred Stock – In recent years, preferred
stocks have perhaps become the Rodney
Dangerfield of the fixed income world, in
large part due to their hybrid structure (part
stock, part bond or as some also see them,
neither of either) as well as the fact that they
took a real shellacking during the financial
crises. However, being that about two-thirds
of preferred stock issuance represent bank or
financial services companies, this alone could
make them well worth a close look in 2017. As
banks and the overall financial services sector
look to potentially benefit from deregulation
and a steepening yield curve under the new
administration, this could make the preferred
stocks of financial institutions a solid portfolio
addition, particularly since many carry dividend
yields in the 5 – 6% range. It is of course
important to realize that preferred stocks exist
in varying structures (Perpetual, Maturity
Dates, Floating Rate and Convertible) making
credit analysis and professional portfolio
management critical. However, with all of this
in mind we see this unique asset class as a
valuable diversifying element for fixed income
portfolios in the year ahead.
High Dividend Common Stocks – Finally, let us
not forget the potential value of higher dividend
paying common stocks when attempting to
generate yield and total return in a rising rate
environment. The opportunity here is threefold.
The first is the yield that can be provided
from stocks within high payout sectors such
as financial services, health care, consumer
staples, and energy. The second is the prospect
for increasing dividends of these stocks as their
capital structures strengthen over time. The
third is the capital appreciation potential of
these types of stocks should their competitive
positions improve or we see a rising equity
market in 2017. For these reasons we believe
higher dividend common stocks deserve to be
in the mix for income oriented portfolios.
As we mentioned previously, over the past
year interest rates have increased and credit
spreads have tightened. Thus, applying these
fixed income strategies in a diversified fashion
will likely prove to be a prudent and effective
means of generating income in the upcoming
year. Finally, professional management in each
of these strategies is highly advisable given the
unique dynamics of their respective markets.

Diversified Income Strategy Calendar Returns (2011 - Nov. 2016)
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Source: Morningstar Direct. Short Term Bonds are represented by the Bloomberg Barclay’s US Government/Credit 1-3 Year TR Index. High Yield Bonds are represented by the BofA Merrill Lynch High Yield Master II TR Index. Floating Rate Loans are
represented by the Credit Suisse Leveraged Loan Index. Dividend Stocks are represented by the S&P 500 Dividend Aristocrats TR Index. Preferred Stocks are represented by the S&P Preferred Stock TR Index. The Equally Weighted Income Diversification
Portfolio (“E.W. Portfolio”) is comprised of 20% each allocated to Short Term Bonds, High Yield Bonds, Floating Rate Loans, Dividend Stocks and Preferred Stocks and is rebalanced each quarter. Past performance is no guarantee of future results.

Source: Morningstar Direct. Short Term Bonds are represented by the Bloomberg Barclay’s US Government/Credit 1-3 Year TR Index. High Yield Bonds are represented by
the BofA Merrill Lynch High Yield Master II TR Index. Floating Rate Loans are represented by the Credit Suisse Leveraged Loan Index. Dividend Stocks are represented by the
S&P 500 Dividend Aristocrats TR Index. Preferred Stocks are represented by the S&P Preferred Stock TR Index. The Equally Weighted Income Diversification Portfolio (“E.W.
Portfolio”) is comprised of 20% each allocated to Short Term Bonds, High Yield Bonds, Floating Rate Loans, Dividend Stocks and Preferred Stocks and is rebalanced each
quarter. Past performance is no guarantee of future results.

After a long hiatus inflation is likely to emerge in
the year ahead as a combination of a tightening labor
market, potentially higher fiscal spending, and lower
taxes should begin to push consumer prices higher

Consumer Price Index

12-month change (Jan 2000 - Nov 2016)
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During the years of 2010 – 2015 the average hourly earnings of all private
employees fluctuated from a low of 1.6% to a high of just 2.3%, all the while
averaging an even 2%. In comparison, historical levels over the past half century
have averaged close to 4%. This underperformance of wage growth over the past
five years represents a key element that has been missing in the post-financialcrises recovery. However, this pace has picked up considerably and trends into
4Q16 now appear to be displaying a breakout plateau between 2.5% - 3.0%.
We believe demographics could be at work in regard to this recent ascent, as
over the past several years the economy has seen somewhat of a work force shift
as Millennial-generation employees have been replacing retiring or displaced
Baby Boomers and in the process accepting those positions at lower levels of
compensation and thus suppressing overall wage growth. We feel this trend
could be in its later innings, and as Millennials begin to compete more directly
with their true counterparts, perhaps creating an increase in movement between
companies rather than within them, this could continue to put some welcome
upward pressure on cumulative levels of income which could help push overall
rates of inflation higher. In other words we could be ready to see a bottleneck of
sorts begin to break.
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What makes the topic of inflation interesting as
2017 begins is that these incremental and modestly
encouraging trends can now be melded with the
anticipation of the Trump administration’s pending
economic agenda. As the new administration
implements fiscal policy, it will be doing so at a
level of unemployment (4.6% as of the end of
November) that is believed by many to be close
to full employment. So when looking at where
current and future inflationary pressures may
stand in the economy, it is important to realize
that since the Great Recession ended in 2009 the
problem has not been adding jobs to the economy
(approximately 15 million since the start of 2010)
but more so the lack of income improvement for
those who have remained in the workforce over
that time. Increasing wage growth for this close to
fully employed base of workers could go a long way
toward creating the overall rates of inflation that
have been absent for several years.
The pending Trump economic agenda is of course
only in its conceptual phases so its ultimate
inflationary impact is something that at this point
can only be estimated from afar. However, based
on what has been communicated to date there are
a number of expected elements that inherently
lend themselves to being inflationary in nature.
These would include:
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We believe a series of dynamics are or will soon be at work in the economy
changing this, and these trends are becoming more identifiable as 2017 begins.
Following an anemic pace of CPI growth in 2015—which was barely positive
for the year (+0.3%) and at times was actually deflationary (-0.1% for 1H15)—
September through November of 2016 has seen monthly year-over-year increases
in CPI averaging 1.6%, representing the highest levels in more than two years.
We believe a material catalyst behind this recent uptick is U.S. wage growth,
which after several years of stagnation is now showing signs of moving closer to
historical rates.
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Since the post-financial-crises era began almost eight years ago, any tangible
trends in inflation have been for the most part non-existent. In fact we have not
seen annualized Consumer Price Index (CPI) growth of 3% since the second half of
2011, and since that time the rolling one-year growth in CPI on a monthly basis has
averaged just 1.3%, less than half the past century’s historical average of 3.3%. In
other words, on a cumulative basis, prices have been contributing almost nothing
to our economy for close to half a decade.

Emphasis on Fiscal Policy – Since the early days
of the Great Recession monetary policy has
basically been the only arrow in the quiver of
our federal government to generate economic
growth. Fiscal policy, the means by which the
government adjusts its spending levels and tax
rates to influence the economy, has for the most
part been absent. Therefore, when taking into
account the expectations of lower corporate and
personal tax rates, increased infrastructure and
military spending, and the current interest rate
environment (which although likely to keep rising is
still low by historical standards) it is quite probable
that we will see more capital move back and forth
within the economy at a faster pace, and this would
likely be inflationary.
Large Increase in Infrastructure Spending – It
is anticipated that the new administration could
spend upwards of $1 trillion over several years to
improve the nation’s infrastructure, specifically
pertaining to roads, bridges, waterways, and
other historically neglected areas of America’s
day-to-day functionality. Of course, whether this
dollar estimate turns out to be roughly accurate or
inflated (pardon the pun) will largely depend on
Congress, which ultimately controls the national
budget. Suffice it to say, whatever the number
and timeframe involved in this future increase,
when combined with an expected rise in Military
spending as well, it will likely generate through
the economy with some sort of inflationary bias.

Tax Repatriation – Another anticipated
proposal of the new administration is that
of overseas corporate tax repatriation, or
what is also referred to as a “tax holiday” for
companies bringing cash back from other
regions of the world where tax rates are lower.
Current estimates are that this could tally
to as much $2.5 trillion. The expectation is
that the new administration will propose that
corporations can bring this capital back for
use in the U.S. at an approximate rate of just
10% versus the maximum existing rate of 35%.
There is however some debate as to how much
of this would be truly regenerated back into
the economy, as opposed to being used for
corporate stock buybacks and other balance
sheet related activities. However it is logical to
assert that at least some percentage of these
repatriated dollars would wind up contributing
to inflation.

Deregulation – It is no secret that a Trump
administration is also likely to curb government
regulation, with a particular focus on the
banking industry. The net result of this could be
lower capital requirements for banks and other
financial institutions, which, with all else being
equal, could result in more capital deployed
throughout the economy.
Higher Federal Debt and Deficit Spending –
Of course there is no free lunch when looking to
finance the implementation of such economic
policies. Although these anticipated policies
will be aimed at increasing economic growth,
and there will be plenty of vigorous debate as
to whether they will in fact do that, there is no
argument that at the very least it will take some
time. Therefore, they will have to be financed
through higher levels of government debt and
federal spending deficits, both of which can
prove to be inflationary.

Portfolio strategies relevant to a more inflationary environment would include
Treasury Inflation-Protected Securities (TIPS), Commodities, Commodity Linked
Bonds, and Real Estate Investment Trusts (REITs) all of which could prove effective
should we see rising price levels in the economy.

As International developed markets such as Europe
and Japan continue to work through the implementation
of Brexit and historically anomalous central bank
monetary policy, individual opportunities remain in
these regions. Following five consecutive years of weak
investment performance, there is now a burgeoning long
term case for emerging market equities.
The international developed markets were fraught with surprises and volatility
during 2016. While total returns finished up relatively benign, the year was filled
with drama, peaking of course in early morning hours of June 24 as the results
of Brexit, Great Britain’s referendum in favor of departure from the European
Union (EU), shocked the world. Market turbulence ensued in the following days.
As it became apparent global economic growth would probably not be materially
impacted and the United Kingdom and the EU were likely to work out an agreeable
separation over time, cooler trading heads ultimately prevailed.

Monthly year-over-year Inflation Rate
2015 vs. 2016
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As we mentioned last summer, Brexit’s long term effects on Great Britain
(and for that matter all of Europe) will take years if not longer to determine. Prime
Minister Theresa May has stated she plans to trigger Article 50, officially enacting
departure from the EU, no later than March of 2017. From that point, the separation
itself will likely take two years. While this separation will certainly be a journey
through uncharted waters, we continue to see the overall global risk
as manageable.
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Source: St. Louis Fed. CPI for All Urban Consumers: All items, Percent Change from Year Ago, Seasonally Adjusted.
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The new administration will be looking to implement impactful economic
changes in short order, and with both chambers of Congress behind them
(to some degree at least) the odds of such implementation is high. Inflation is a
unique phenomenon, at some times it is desired, yet most of the time it is not. We
are emerging from almost a decade in which we have sought inflation but could not
produce it. When we do, it will be crucial that it is kept in check. Nobody wants an
economy that burns down the house in the name of heating it.
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As the year concluded, European Central Bank (ECB) President Mario Draghi
announced the bank’s Quantitative Easing program (QE) would be extended
through at least the entire year of 2017, but the monthly asset purchase levels
would decline from 80 billion Euros to 60 billion. What was also interesting
about this announcement was that Mr. Draghi said that as part of the ECB’s QE
program, the central bank would be repurchasing bonds yielding below its own
negative deposit rate of -0.4%. So the ECB will be buying bonds it is guaranteed
to lose money on and moreover those negative yields are the very result of its own
monetary policy. Sound counterintuitive? Perhaps negative interest rates just have
a way of confusing everything after a while.

In its final meeting of the year, the Bank of Japan (BOJ) left its monetary policy unchanged
by maintaining a negative deposit rate of -.10%. The BOJ also maintained monthly QE asset
purchasing levels of 80 trillion yen (approximately $680 billion). At this meeting, the central
bank upgraded its economic assessment of the nation’s economy to being in a “moderate
recovery trend” and said recent fiscal spending was helping inflation move closer to the
central bank’s 2% target.
These are interesting times for international developed markets, particularly in Europe
and Japan, and drama will likely continue into 2017. The implementation of Brexit will be
initiated, and central banks will continue monetary policies of negative interest rates along
with meaningful levels of Quantitative Easing. In Italy, the government will seek to move
forward after a failed referendum in which the populace voted to reject various changes
to its constitution recommended by its Prime Minister and approved by its Parliament.
These proposed constitutional changes were intended to streamline government and foster
economic growth, yet apparently Italian voters didn’t trust them to be in their best interests.
There will also be presidential elections in France (February) and Germany (April).
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It is our opinion that in this potentially volatile environment, there continue to be
opportunities in the international developed markets, but finding them will require more of
a fundamental and value oriented company-by-company approach rather than top-down
macro analysis. There simply is too much government and central bank uncertainty for
the latter. As 2017 seeks to reconcile some of these unexpected or anomalous events and
trends we believe investors can benefit from skilled managers capable of identifying
the right opportunities.
It was also an interesting year for emerging market equities. Following a dismal five years
of underperformance versus both developed international and U.S. markets, the first three
quarters of 2016 proved prosperous for emerging market investors as the MSCI Emerging
Markets Index (USD) produced a total year-to-date return of better than 20% as of early
September. Reasons behind this strong move included the recognition that growth rates
within several Emerging Markets (EM) countries had finally bottomed and even with the
gains recognized through 3Q16, price-earnings ratios for EM stocks still amounted to less
than 12x forward earnings, about 30% below their historical averages.

Then came the U.S. election and darkness descended on EM stocks much like a B-grade horror
movie as between election day and the final week of December EM stocks fell on average 10%.
The market reasoning for this decline was first focused upon fears of Trump administration
protectionist trade policies. But as the broader market reacted in the days to follow, two of the
greatest adversaries known to EM stocks also emerged – higher interest rates and a strong dollar.
Between election-day and year end, not only did the 10-year bond yield rise .68%, but the U.S.
Dollar Index (DXY) appreciated by more than 5%.
Historically, EM stocks have reacted negatively to rises in both interest rates and the dollar.
In terms of rates, when fixed income yields in developed markets increase, this tends to be a
drain on capital within EM countries as the relative risk of less developed nations is perceived
to increase. Upward moves in the dollar generally correlate with either higher interest rates or
higher growth within the U.S., again taking its toll on allocations to emerging markets. This was
exemplified in the estimated $18 billion of emerging market mutual fund outflows experienced
between early November and year-end.
So where does this leave EM stocks as we begin 2017? We would argue not nearly as ominously
positioned as the last six weeks of the year would imply. While there is no question uncertainties
lie ahead for EM stocks in the year ahead, we believe there is a case for initiating portfolio
positions. We would not recommend doing so at record speed or in extremely large order, but
perhaps easing into them throughout the year, particularly as better visibility emerges about
some of the new administration trade policies.

Global Valuations

Trailing 12 Month P/E Ratios (Jan 2006 - Nov 2016)
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Those with a long time horizon (considerably longer than simply the year of
2017) could benefit from a reversion to historic EM valuations following the
past five years of underperformance. Remember, EM nations still maintain on
average about 5% annualized GDP growth, representing considerable economic
growth premiums to developed nations. What has hurt the EM space has been
that those growth rates, while still above developed markets, had been declining.
Should those declining trends stabilize, or perhaps even reverse slightly,
valuations should improve. Estimates for EM earnings growth in the year ahead
shake out at about 10 – 12%. This would put the PE – Growth ratio for EM stocks
at close to an even 1x, again an attractive level by historical standards.
Despite the initial post-U.S. election fears there could be a few silver linings. If
inflation does pick up in the U.S., it could have a global impact, and that could be
favorable for some of the commodity producing nations such as Russia, Brazil,
and Mexico. The weaker home currencies created by the dollar’s recent rise
should also help overall exports. Finally, stronger growth in the U.S. and other
developed nations could help overall global economic growth and this would
boost the emerging market economies.
Just to clarify, we are not suggesting all of this to be a slam dunk case for
EM stocks. The argument is one of long term returns at attractive entry
points. There are risks in potential U.S. trade practices which will need to be
monitored closely. Most importantly, since emerging markets consist of many
separate countries (and of course individual companies within those countries),
professional portfolio management of this asset class is crucial. At the end of the
day, it’s still about the stocks themselves.

Stronger growth in the U.S. and other
developed nations could help overall
global economic growth and this would
boost the emerging market economies.
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PORTFOLIO
POSITIONING
IMPORTANT INFORMATION
We would favor equities over fixed income in asset allocation accounts with a focus on diversification
of equity portfolios across both market capitalization and investment style.

Investments are subject to market risk, including the loss of principal. Asset classes or
investment strategies described may not be suitable for all investors.

With interest rates likely to remain in an upward trend, we favor staying short on the curve and
believe that income-oriented portfolios should diversify across several strategies aimed at achieving
yield and mitigating interest rate risk. These would include Short-Term Bonds, Floating Rate Notes,
Preferred Stocks, High-Yield Bonds, and High-Dividend Stocks.

Fixed income investing is subject to credit rate risk, interest rate risk, and inflation risk.
Credit risk is the risk that the issuer of a bond won’t meet their payments. Inflation risk is
the risk that inflation could outpace a bond’s interest income. Interest rate risk is the risk
that fluctuations in interest rates will affect the price of a bond. Investing in floating rate
loans may be subject to greater volatility and increased risks.

With the prospect of rising inflation back on the horizon we suggest carving out a portion of
portfolios to account for this risk. This would entail Treasury Inflation-Protected Securities (TIPS),
Commodities, Commodity Linked Bonds, and Real Estate Investment Trusts (REITs).
As global uncertainties and anomalous monetary policy plays out, we support a fundamental value
oriented approach to International Developed Markets such as Europe and Japan. We also feel it may
finally be time to initiate long-term positions in emerging market equities.
Municipal Bonds will continue to provide tax advantaged income and total return opportunities, even
as marginal tax rates are likely to decline in the year ahead. Local municipalities and projects should
benefit as the broader economy improves and expected increases in infrastructure spending
is enacted.

Equities are subject to market risk meaning that stock prices in general may decline over
short or extended periods of time.
Investments in global/international markets involve risks not associated with U.S.
markets, such as currency fluctuations, adverse social and political developments, and
the relatively small size and lesser liquidity of some markets. These risks may be greater
in emerging markets.
Alternative investment strategies may include long/short and market neutral strategies;
bear market strategies, tactical strategies (such as debt and/or equity: foreign currency
trading strategies, global real estate securities, commodities, and other non-traditional
investments).
The information included in this document should not be construed as investment
advice or a recommendation for the purchase or sale of any security. This material
contains general information only on investment matters; it should not be considered as
a comprehensive statement on any matter and should not be relied upon as such. The
information does not take into account any investor’s investment objectives, particular
needs or financial situation. The value of any investment may fluctuate. This information
has been developed by Transamerica Asset Management, Inc. and may incorporate thirdparty data, text, images, and other content to be deemed reliable.
Not insured by FDIC or any federal government agency. May lose value.
Not a deposit of or guaranteed by any bank, bank affiliate, or credit union.

