The Trump Honeymoon…
For investors, it’s hard not to argue that the U.S. presidential election was the most significant event that took place this past year. It caused
considerable political and investment uncertainty across the globe up until the November 8th outcome (In the quarter, the S&P 500 was down
almost 4% at one point prior to the election), and was then followed by a dramatic positive reaction by investors through year-end. To
summarize, U.S. equity markets rose quite strongly for the quarter (S&P 500 up 3.82%) on the back of the election outcome, which saw the
largest post-election gain for the first 35 days in S&P history. Smaller, economically-sensitive, U.S.-centric stocks generally performed best,
while bonds, which had reflected the consensus view of low global growth and inflation, reversed trend (especially after the election) and
declined in price as rates rose. Investors quickly concluded that President-elect Donald Trump’s pro-growth, pro-fiscal stimulus/infrastructure
and anti-regulation agenda favored equities (especially cyclicals and financials) and was potentially negative for bonds due to higher
anticipated deficits and inflation leading to higher interest rates. It’s also reasonable to surmise that regardless of who won the election, some
of the recent strong performance of the equity markets simply was due to investor’s relief that one of the most contentious elections in recent
history was now behind them. Entering 2017, we are keeping a vigilant eye on this recent “enthusiastic” equity rally. We are continually asking
ourselves whether the financial markets are correctly assessing what a Trump agenda, administration, and potential policies can do to
constructively affect economic growth and the equity markets. We are also trying to determine a probabilistic timeline as to when these
possible changes will go into effect. As we well know, our democracy is not known for easily or quickly implementing significant new
policies, especially as this nation’s two party system has increasingly struggled to work together amicably to produce beneficial legislation.
We begin by summarizing financial market performance and some key drivers in this past quarter and year. We will also offer thoughts on
equity valuations as we consider potentially significant fiscal policy change coupled with fading monetary policy as the Federal Reserve
possibly accelerates interest rate “normalization” as we go through 2017. First, oil, which dramatically sold off to a 13-year low of $27.10 per
barrel (Brent) in January, heavily contributed to establishing the lows of the equity markets in February 2016. Oil ended the year by more than
doubling to over $56 per barrel, and provided considerable support for the S&P 500’s strong performance. As Byron Wien of Blackstone
Group noted in his recent monthly update - “oil has certainly not diminished as the world’s most critical commodity”, both politically and
economically we might add! Recent cooperation between Saudi Arabia-led OPEC and major non-member countries such as Russia improved
the prospects for a significant dent in the supply glut. We are hopeful a more balanced supply/demand dynamic will result in a more stable oil
price picture.
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Second, U.S. equity markets, which we cautioned were fully valued, at least when analyzed through an historical valuation lens coming into
2016, finished the year up surprisingly strong. The S&P 500 was up 11.96% with performance increasing as one moved from large to small
companies (S&P 600 small cap was up 26.56%) and from growth to value (S&P 500 value significantly outperformed growth by 10.51%). All
of these performance numbers kicked into high gear post President-elect Trump’s win. It is also worth noting, that since the election, there has
been a significant rotation into and out of certain sectors and industries. Financials and economically sensitive sectors (energy, industrials, and
materials) have had very strong positive moves while steady growth, high dividend paying sectors (health care, staples and utilities) have not
fared well.
Third, the interest rate policies of the Federal Reserve and other major central banks around the world once again significantly impacted
investor thinking/action throughout most of 2016. Global deflation concerns, negative interest rates (that at one point included $14 trillion of
bonds globally), and stubbornly accommodative policy resulted in the complacent view that “rates would never rise again”. This was despite
indications that employment and wage data were pointing to increasing economic strength and associated inflation. This led to a strong
reversal in rates, exemplified by the 10 year U.S. Treasury bottoming in July at 1.32% before increasing to 2.45% by year-end. Clearly the
inflation concerns embedded in President-elect Trump’s growth agenda only added additional momentum to this move in the last half of the
quarter. It should be further mentioned that we started 2016 at a 2.3% 10 year Treasury, which arguably amounts to little more than a round
trip for this important global benchmark for the year. But, with economic data and sentiment generally reflecting broader improvement going
forward, the market may be starting to increasingly question if we have witnessed at least the cyclical lows for rates, especially as the Fed is
indicating 3 potential increases in the federal funds rate in 2017. How successfully the Trump administration executes their agenda, could
impact the cyclical movement for rates as well. A 3% to 3.5% yield on the 10 year Treasury will be a level to closely watch. Any clear
indication that rates will be sustained at or above these levels will most likely cause problems for the equity markets as fixed income would
become a more attractive alternative for investors on a relative risk/return basis. Lastly, our discussion of interest rates, especially in the U.S.,
would be incomplete if we didn’t spend a moment discussing their interrelationship with and their importance in affecting the value of the
dollar. While a “normalization” of the yield curve (the Fed raising short term rates) could permit more rational pricing of various asset
categories and appropriately price asset risk, the one concern that needs to be considered is the strengthening dollar vis-à-vis other currencies.
A stronger dollar can represent many positive things, such as, rising optimism for the U.S. economy, stronger U.S. consumer purchasing
power, and increased attractiveness of investment in U.S. assets. However, too much of a good thing can become a bad thing. As we enter
2017, the dollar is at a 14-year high relative to a basket of 16 other major currencies. One key, and potentially opposing, promise of Presidentelect Trump’s agenda is improving our balance of international trade (sell more to our international partners) while also bringing more jobs
back to the U.S. A strengthening dollar makes it difficult for companies not to consider outsourcing manufacturing to countries with weaker
currencies (so as to maintain or improve margins) while also making it difficult for U.S. based companies to competitively sell their products
abroad to international customers who must pay more of their weaker currency to purchase the product. In summary, a stronger dollar
complicates the Fed’s playbook to normalize rates. This interplay between interest rates and the dollar and whether it restricts rational Fed
policy is a risk that needs to be watched carefully.
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A final issue, also related to extremely low rates or “easy money”, is debt levels across the globe. We will only comment here on its
application to the corporate balance sheet, but needless to say, a future Market Comments could address debt-driven risks at many other levels.
For now, it is clear that accommodative central bank policy has acted as a facilitator and enhancer of equity market performance over the last
several years and 2016 may have been the crowning year. Low cost debt financing has been used to fund significant amounts of M&A, share
repurchases, and higher dividends, propping up near term returns but also adding higher levels of debt to corporate balance sheets. The jury is
definitely out on the long term effects of these actions. A recession somewhere down the road will likely give us clearer answers as to their
wisdom and sustainability.
Admittedly, very little is known about President Trump as a political leader, but let’s consider the key elements of President-elect Trump’s progrowth, fiscal policy agenda. Included are lower taxes (corporate and individual), decreased regulation, increased spending, with a large
emphasis placed on infrastructure and defense, and bringing back or retaining jobs for U.S. workers, with the goal of accelerating U.S. GDP
growth to 4% plus from the roughly 2% we are experiencing today. We can clearly understand why the market likes the Trump playbook. It’s
very attractive to believers in capitalism and it undoubtedly stirs the “animal spirits” of investors. But, let’s look at a few points to better frame
the reality of this plan and the probability of it being enacted in the current form. First, despite it being a Republican controlled Senate, House,
and White House, there are many philosophical differences between the different branches of the party. These will have to be resolved while
also attracting some degree of Democratic support. That said, we expect attempts to lower corporate and individual tax rates, some form of
foreign cash repatriation, and less regulatory burden for most businesses. Beyond that, however, it is difficult to be more specific given the
vagaries of political deal-making, especially in Congress. Second, the U.S. has increased its debt to GDP considerably over the past fifteen
years, primarily due to the wars in Iraq and Afghanistan, efforts to bring the economy out of the Great Recession, and unfunded Entitlements.
The Trump plan would most likely further increase deficit spending and the U.S.’s debt to GDP ratio. That debt represents a future burden
with major ramifications to consider. Third and related to the last point, elevated deficit spending coupled with higher capacity utilization and
aggregate demand could be quite inflationary, which pressures interest rates, the dollar, and the balance of global trade. To say the least, after
just 3 points of discussion, this is quite complicated to analyze with many political and economic give and takes and we openly admit that we
are bringing much simplification to this challenging analysis in this commentary. Whether we are underestimating or overestimating the
success of the President-elect Trump’s agenda is too difficult at this point to know. With a majority of active managers continuing to
underperform the market coming out of an election outcome that surprised most, investors were most likely staying with or chasing what
investments would work under his plan while curtailing questions and due diligence to later. 2017 will most likely bring us additional answers
and transparency we need to more effectively evaluate this critical topic.
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What does this mean to our investment strategy going into 2017? We expect that 2017 will likely be characterized by higher uncertainty and
associated volatility, as markets have historically struggled when unknowns or perceived risks increase. Following the election rally, investor
expectations are now quite elevated with respect to both favorable government policy and increased company earnings. In the just reported
third quarter, the S&P 500 showed its first quarter of year over year earnings growth (3%) since 2014. Analysts, however, now expect 12%
earnings growth in 2017 vs. 2016 and estimates continue to rise due to both economic (better growth) and policy (lower taxes, less regulation)
reasons. The market is trading at just under 17 time’s estimated 2017 earnings. While earnings may well meet or exceed those estimates, it is
worth recalling that the analyst community has a track record of being overly confident on this front and that aggregate earnings have reliably
trailed expectations. We would also note that we are likely in the later stages of this economic cycle and combined with rising rates, we are not
inclined to pay higher multiples for company earnings. Finally, and in light of the post-election euphoria, we would also point out that there
are some equity investor complacency parallels with what we saw in fixed income last summer. This environment is not increasing our
conviction to be more aggressive. At the company-specific level, it is increasingly difficult to find investments with attractive risk/return
profiles. At the moment, most equities feel like a coin-toss and we demand better odds than that before committing capital. We are by no
means bearish, but at the moment see ample reasons to be careful and to proceed forward cautiously.
With respect to Fixed Income, it was quite a struggle to justify buying new bonds priced off a 10 year Treasury at 1.3% this past summer. We
are finding better opportunities today to buy quality corporate and municipal bonds with a 10 year Treasury at almost 2.5%. We are seeing
particularly attractive opportunities around municipal bonds, where spreads versus Treasuries have widened out to as much as 120% of
Treasury yields vs. normal spreads of 90% or less. We attribute this widening to speculation as to what the Trump administration might
propose with respect to income tax rates and the currently tax-free interest on municipal bonds. We have heard these rumblings before and
obviously cannot be certain what ultimately will emerge from Congress, but the risk looks fairly well priced into the bonds at these levels and
makes them especially attractive if status quo remains.
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Economic & Financial Climate . . .
The Bad News












Trump to be President … usually the markets despise
uncertainty and no one knows what type of leadership we will
have … most of his expected policies would certainly put
pressure on our budget deficits.
Congress is still basically dysfunctional … yes the Republicans
have control, but some have suggested there are bigger divides
between some Republicans than even between Republicans and
Democrats. Hopes of meaningful legislation may be dashed.
Corporate cash levels are still high but debt levels have climbed
significantly during the low interest rate environment of the past
decade. If interest rates rise further there will be pressure on
many lower quality balance sheets.
There are still major economic issues/problems in Europe,
Japan, China and the emerging markets. The U.S. looks great by
comparison, but we cannot prosper indefinitely in a vacuum and
continue to amass such large deficits.
The world is not a safer place. New hot spots continue to emerge
as the threat of terrorism escalates. At least other countries have
been forced to get more involved.
A significant rise in inflation is always a risk. We have been
blessed with low inflation levels for over a decade. While we
foresee nothing on the immediate horizon to seriously threaten
this picture, things can change quickly as slack capacity is
absorbed. The Fed needs to be diligent.
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The Good News


Trump to be President…investors have been uncharacteristically
optimistic about the potential positives of Mr. Trump’s economic
policies. Certainly, CEOs would LOVE less regulation. Repatriation in
some form could be extremely positive while lower corporate taxes
would change corporations’ incentives to move abroad and would leave
more cash for shareholders.



Our economy has continued to grow in the 2 – 2.5% range despite the
lowest productivity levels in decades. The fiscal stimulus that Mr.
Trump has suggested could help revive productivity.
Oil prices have started to settle in at a reasonable “goldilocks” level;
not too low to discourage future investments in drilling and pipelines
and not too high to punish consumers and businesses.









Interest rates have risen modestly. Investors will start to see (albeit
meager) returns on money market instruments. We as bond investors
welcome higher rates, as higher rates on new bond purchases are more
important than slight paper losses on existing holdings that we intend to
hold until maturity.
While interest rates have risen, they still are historically low.
Companies that have kept strong balance sheets, still have low hurdle
rates when considering M&A activity.
The dividend yield on the equities in our core list is 2.5%. While one
company does not pay a dividend, the other 30 companies all raised
their dividends in 2016. We believe that they all can continue to raise
dividends in 2017 and beyond.
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Equities are not inexpensive especially after the rise in interest rates
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Other countries already have significantly lowered corporate tax rates; Trump’s plan
could help level the playing field
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In the previous comments, we stated we expect a volatile year; but we have had many
volatile years
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Forecasted U.S. earnings on household balance sheets are favorable
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10 Year Yields as of December 30, 2016

United States

2.445%

United Kingdom 1.235
Germany
0.204
France
0.681
Italy
1.812
Spain
1.380
Sweden
0.543
Netherlands
0.350
Switzerland
-0.224
Japan
0.041
Canada
1.718
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While the market is not expecting the three increases that the Fed indicated as possible; short
rates are rising
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A stronger dollar would be a headwind for exports, but predicting currency fluctuations is
extremely challenging
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