Is Mr. Trump’s “Presidential Honeymoon” Over?
The short answer is likely yes. With the inability to repeal the Affordable Care Act (ACA), a key campaign promise from President Trump,
questions have been raised with respect to the other elements of his legislative agenda, including tax reform and infrastructure spending. The
equity markets have rallied approximately 10% since November 8th in anticipation of lower corporate and individual tax rates, a $1 trillion
program to fix roads, bridges and water systems, higher defense spending, deregulation and overall increased economic growth. If several of
the aforementioned legislative policies have a lower probability of being implemented, investors could begin to dial-back earnings and
economic growth assumptions embedded in current security prices. Legislative speed-bumps are not the only uncertainty that investors need to
analyze. Interest rates, Federal Reserve policies and increasing inflation rates should be factored into risk and valuation models. On the last
point, equity valuations remain a concern given tightening monetary policy at the Fed and the overall level of forecasted earnings growth. In
this edition of the Market Comments, we evaluate the risks and uncertainties of Washington politics, the economy and the market as well as
our strategies to navigate the current environment.
DC Drama
With the ACA overhaul bill tabled, the President and Congressional Republicans have decided to turn their focus to tax reform. A concern is
that tax code changes could be just as challenging as the ACA overhaul. As we recall, comprehensive tax reform has not occurred since 1986
and if it were easy, it would have already been done! House Republicans were counting on substantial budget savings from the ACA repeal to
help fund the tax cuts. In addition, one of the pillars of the House plan is a border adjustment tax (BAT) that could, if implemented, raise $1
trillion in tax revenue over ten years. Retailers, energy companies and consumer groups (all which have well-funded lobbyists) have already
stated their strong opposition to the tax. Without BAT, it will be more difficult to reduce the corporate and individual tax rates without
increasing budget deficits. At present, discussions have turned to a deal that would cut taxes for ten years and not include the BAT.
Equity markets have reacted positively to the potential for tax reform. However, if decreased tax revenues are not offset by budget cuts, the
ensuing large deficits could raise caution flags for long-term investors. Currently, the U.S. has approximately $15 trillion of balance sheet debt
while off-balance sheet, there are substantial future entitlement liabilities. U.S. debt to GDP is approximately 75%, a significantly higher
number than in 2008, when it stood at approximately 40%. The key point is that it is unclear how much further deficits and the federal debt can
increase before there is a “bond market riot” in the form of higher interest rates and a U.S. dollar (currency) crisis. In the words of one
Washington political analyst, unfunded tax cuts are “a sugar rush now and diabetes in the future”. In addition, tax reductions that sunset in ten
years often do not result in increased long-term capital expenditures by corporations because they are viewed as “temporary”. The same
principle holds true for individuals (consumers) who add to their savings and do not spend their increased income. Both of these factors could
be headwinds with respect to generating sustainable long-term economic growth.
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Economy
The U.S. economy appears to be firing on all cylinders. The current economic expansion is 8 years old, with the average expansion having a
duration of approximately 3.8 years. For the Institute for Supply Management (ISM) manufacturing sector, the February data point was 57.7%
(over 50% specifies growth). For the ISM service sector, the February reading was 65.1%. Both of these data points are close to the highest
levels of the past ten years. These measures show broadly a healthy, expanding economy. There are other data points, however, that need to be
monitored, including softer commercial and industrial loan growth. While part of the loan weakness may be due to higher interest rates, it may
also indicate reduced corporate capital expenditures, which can negatively affect economic growth. Housing price metrics may be flashing a
cautionary signal. InvesTech Research, a well-respected investment newsletter, shows that historically, housing prices track fairly closely to
the long-term Consumer Price Index (CPI). Starting in 2013, housing broke-out of this pattern, with prices increasing significantly faster than
CPI. Similar to the 4 year period preceding the 2008/2009 Great Recession, sustained and excessive housing price increases may signal
another “bubble” is beginning to form.
Inflation is a variable that merits close monitoring given low productivity, low unemployment and modest economic growth. In past Market
Comments, we have discussed deflation concerns were in part driving the Federal Reserve and global central banks to embark on various
forms of Quantitative Easing (buying-back your own sovereign debt). Now that the U.S. economic recovery is 8 years old, there could be
“greenshoots” of inflation in the system. According to Strategas, a macroeconomic research firm, average hourly earnings are up 2.5% year
over year. Core CPI (which excludes volatile food and energy prices) has risen 2.2% over the last year. The Core Personal Consumption
Expenditures (CPCE) index, one of the preferred Fed measures of inflation, is up 1.8%. These data points suggest that the Fed should be
vigilant with respect to emerging inflationary pressures. While by no means is the current inflation data raising red flags, if trends continue to
migrate upward, this will put pressure on the Fed to become more aggressive with respect to raising short-term interest rates.
Markets: How to Navigate
Equities
Depending on the measurement dates, the S&P 500 is in month 97 of the current bull market. The historical average has been 53 months.
Some market analysts have argued that the sell-off in 2011, (in part triggered by the Standard & Poor’s downgrade of the U.S. sovereign credit
rating and events in Europe) where the S&P 500 went from 1361 on May 2 to a low of 1099 on October 3 essentially qualifies as a bear market
(a decline of 20% or more) given the 19.2% decline. Utilizing the October 2011 starting point, our current bull market would only be
approximately 54 months old. It should be noted that bull markets do not begin or end due to calendar year periods. The historical factors that
have been catalysts for a bear market include the Fed “removing the punch bowl” (raising short-term interest rates too aggressively) and
exogenous events such as a recession or credit/banking crisis, similar to what unfolded in 2008/2009. While forward S&P 500 P/E multiples
are stretched at 17-18x (historical average is 15x), valuation alone, unless at extreme levels such as in 1999 when the market traded at 29x,
would not likely trigger the next bear market.
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A key question for investors is what valuation multiple should the S&P 500 trade for given historically low interest rates? Equities, which have
risk, should have a higher expected return yield (risk premium) over risk-free assets such as U.S. Treasuries. Currently, stocks trade at a 17-18x
earnings multiple, while the U.S. 10 year Treasury has a multiple of 41x (1 divided by current yield of 2.4%). Utilizing historical data from the
Bank Credit Analyst (BCA), from 1967-2007, the equity risk premium was approximately 4% above the inflation-adjusted yield of the U.S. 10
year Treasury. Utilizing an inflation rate of 1.8% (Core PCE), this implies that fair value for the S&P 500 is a 21x P/E multiple or
approximately 16% higher from the current valuation. However, this is both an abstract and academic analysis and would leave a lower margin
of safety for investors. In this analysis, a key variable is the rate of earnings growth. In other words, can earnings increase at a rate that
ultimately reduces the P/E multiple and importantly, what factors drive the growth? For 2017, the consensus S&P 500 earnings forecast is
approximately $131 or a 15% growth rate based on 2016 results of $114. From 2017 to 2018, earnings growth is forecasted to be
approximately 11%. Overall, these are fairly robust assumptions given the current stage of the economic cycle and the length of the bull
market. The assumptions likely embedded in the forecasts are lower corporate tax rates, deregulation and increased economic growth. If,
however, less is achieved out of Washington and economic growth remains on a modest growth trajectory, earnings forecasts would be too
rosy.
Equity investors face a challenging environment: valuations that are not inexpensive, uncertainty with respect to Washington DC legislation
and Fed interest rate policies. With this backdrop, Guyasuta continues to focus on owning high quality stocks that can help protect capital in
down markets and participate in bull markets. We seek companies that have sustainable free cash flow through the economic cycle, balance
sheets with low levels of debt, strong management teams and competitive advantages/differentiation relative to their industry peers. In effect,
we seek to design our portfolio to be “all weather”, with a defensive tilt that provides downside protection. This is the same time-tested
philosophy that has served our clients well over the last 34 years.
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Fixed Income
Federal Reserve interest rate policies, inflation and overall economic growth are key factors that impact equity and fixed income investors.
Since November 9th, the consensus view has been that the Fed may need to increase short-term rates more significantly as a result of progrowth economic policies that could generate higher inflation. Our base scenario for long-term interest rates is they will not increase as
substantially as market analysts have forecast. There are two reasons for our differing view. First, economic growth could remain modest (22.5% GDP growth) and not double as some in the new Administration have forecast. Second, developed country sovereign yields remain
meaningfully lower than the U.S. equivalent. Global investors seeking higher yields and lower sovereign risk could purchase medium and
longer-dated U.S. Treasuries, helping keep U.S. yields lower. As we know, the Fed has less impact on the long-end of the yield curve than the
short-end. The wild card is inflation. As we noted above, inflation is in the eye of the measurement lens. Average hourly earnings growth of
2.5% may be raising a cautionary flag. On the other hand, the Federal Reserve’s preferred inflation measure, Core PCE, is a more benign 1.8%
rate. We will continue to monitor the inflation environment closely. Our fixed income strategy continues to focus on high-quality municipal
and corporate bonds. Overall, most U.S. cities, counties and states have healthier balance sheets and tax receipts than ten years ago. There are
notable exceptions, including Chicago and Puerto Rico and we avoid those securities. Corporate bonds from high-quality, low-leveraged
companies have relatively low yields to maturity. We remain disciplined in not overpaying for the high quality corporate balance sheets. Our
buy and hold to maturity fixed income strategy helps mitigate capital losses associated with potentially higher interest rates. In building
laddered portfolios, we are focused on 5-7 year durations, which allows us to capture modest yields but is a short enough ladder that we can
reinvest at hopefully higher yields as bonds mature.
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It has been an amazing 20 years; especially the last 8…
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…but even the last 8 have had dramatic periods
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Estimates of corporate profits are very optimistic especially given the trends in
Gross Domestic Profit
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Even with escalating home prices,
affordability remains reasonable
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Federal deficits and total debt always
major concerns
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While inflation has been tepid, things can change quickly
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Our U.S. markets dwarf all others…interesting comparisons
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The top chart indicates the average maturity of the Fed’s bond holdings has been
decreasing. The bottom chart shows the unusual maturity breakdown.
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Corporate cost to the Pension Benefit Guaranty Corp. of underfunded pensions has
risen and will continue to rise; helping to force better balance sheet management
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