2nd Quarter 2017
Much like the Penguins victory parade after winning their second consecutive Stanley Cup title was lubricated by a substantial quantity of adult beverages,
central banks have “spiked the punchbowl” since 2008 by holding interest rates at historically low levels. There are indications that the metaphorical
punchbowl, if not taken away outright, is going to begin to see the proof of its contents significantly decreased. This change marks a potentially meaningful
shift for investors. In this quarter’s Market Comments, we address how this process will likely begin, market reactions thus far, some of the potential
implications for investors going forward, and, most importantly, how investors can prepare and position themselves.
On June 14th, the Federal Reserve (the Fed) raised the Federal Funds rate for the fourth time in eighteen months to a range of 1.0-1.25%. The Fed’s statutory
dual mandate is to foster “maximum employment” and “price stability”. Or, in plain terms, it attempts to keep the unemployment rate as low as possible
while maintaining inflation at a reasonable and predictable level. At 4.3%, the unemployment rate is down about 0.5% in the first half of the year, and
slightly below the Fed’s longer run normal unemployment rate target of 4.6%. In recent years, the Fed has defined the price stability part of its mandate as
2% inflation, as measured by core personal consumption expenditures (core PCE). The most recent reading on core PCE came in at 1.7%, which is up from a
year ago, but down somewhat in recent months. The Fed’s view is that the decline in inflation was a result of temporary factors, and thus, with low
unemployment and increasing signs of tightness in the labor market, an interest rate hike in June was appropriate. If the economy continues to follow current
trends, Fed guidance indicates that the Federal Funds rate will increase gradually to just under 3% by the end of 2019. Significantly, the Fed also stated that
as long as the economy continues on its current path, it will begin this year to systematically shrink its balance sheet, which ballooned from $800bn to $4.2tn
between 2008-2014 as a result of three rounds of quantitative easing. According to the Fed, this normalization will take the form of the Fed ceasing to
reinvest principal received as bonds that it holds mature, up to a monthly cap, which will start at $10bn per month and ratchet up over the course of the first
year to $50bn per month.
The bond market yawned at the Fed’s announcement and seems to be painting a somewhat different picture of the path forward. Following the election last
November, interest rates across the yield curve went up significantly as part of the so-called “Trump trade.” This rise in rates reflected a view that the new
President’s agenda of tax cuts, fiscal stimulus in the form of infrastructure spending, and deregulation would be fully implemented and would lead to
stronger growth, higher inflation, and even greater budget deficits. Between November 8th and December 31st of last year, yields on two year Treasuries went
from 0.78% to 1.2% and yields on ten year Treasuries went from 1.78% to 2.42%. As it became clearer this year that Trump’s agenda was going to take
longer to implement, and likely take a more modest form, things changed. Yields on the short end have continued to move higher, with two year Treasuries
currently yielding 1.38%. On the longer end of the yield curve, however, yields have actually been grinding lower. Yields on 10 year Treasuries, which
peaked at 2.62% in March of this year closed the second quarter at 2.31%. The fact that the shorter end of the yield curve has followed the path of the
Federal Funds rate higher is not surprising. However, it is noteworthy that longer term yields have been heading down despite the Fed announcing that it is
going to begin to unwind its balance sheet (i.e. ceasing to reinvest some maturing bonds) and its view that inflation is going to increase over time. In essence,
the bond market seems to be telling the Fed that it does not believe that either inflation or economic growth is likely to break to the upside anytime soon.
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The current bull market and the economic expansion it has accompanied are ninety-nine and ninety-six months old, respectively. In the post-World War II
era, only the bull market that began in 1990 (113 months) and the economic expansions that began in 1991 (120 months) and 1961 (106 months) have lasted
longer. As we have written in the past, bull markets and expansions don’t generally die of old age. Historically, they end with the Fed raising interest rates
(“taking away the punch bowl”) and an accompanying inversion of the yield curve (short rates being higher than long rates). The Fed’s stated intention to
continue raising short rates puts this risk on the radar for investors for the first time in nearly a decade. Unlike past tightening cycles, the Fed’s intention is
not to “take away the punchbowl” because the economy is in imminent danger of overheating. With GDP growth averaging just 1.7% over the course of the
expansion and an inflation target of 2%, the current party is more akin to afternoon tea than Animal House, despite years of high proof libations. Rather, the
Fed is trying to head off the repercussions of another credit-driven asset bubble and, also, to position itself so as to have some room to use interest rates to
manage monetary policy going forward.
The risk of an inverted yield curve is certainly not lost on the Fed, and while not explicitly stated, one of the purposes of balance sheet normalization is to
raise yields on the longer end of the curve. However, it is conceivable that, despite the Fed normalizing its balance sheet, longer term interest rates will not
move up appreciably. Due to ongoing interventions by central banks globally (ECB, Bank of Japan, Swiss National Bank etc.), interest rates in other
developed countries are appreciably below those in the U.S. Members of the ten year rates below 1% club include Germany (0.46%), Japan (0.08%), and
Switzerland (-0.05%). Spain and Italy, where there have been three bank failures in the last month, sport ten year yields of 1.52% and 2.15%, respectively.
Foreign buyers, who see relative value in U.S. yields, have helped to keep a cap on yields at the longer end of the U.S. bond market. It’s an open question as
to whether removal of demand from the Fed will be sufficient to overcome this downward pressure on U.S. interest rates. If it is not, and if past is prelude,
the outcome of a policy driven yield curve inversion would likely be a recession and an accompanying bear market in equities. A flight to quality and Fed
policy to counteract the recession would likely be supportive for bond investors, though lower rated credits would be expected to come under pressure.
Even if the Fed is able to avoid an inverted yield curve, it is unclear how the U.S. economy would handle higher rates. Given that consumption represents
roughly 70% of U.S. GDP, consumers’ response in the event of higher rates will be quite important going forward, particularly for housing and auto sales.
Both areas are credit intensive and have been economic tailwinds in recent quarters. Whether or not a rise in rates would eventually dampen consumption
enough to tip the economy into recession is obviously an unknown, but is an issue investors need to keep an eye on. In the event it did, the impacts for equity
and bond investors would likely be similar to those of an inversion of the yield curve.
Worries notwithstanding, the first half of 2017 has been kind to equity investors, with the S&P 500 finishing up 9.3%. Much like in the bond market, the
post-election “Trump trade” led by financials, telecoms and energy faded as it became clear that the legislative agenda was likely to get mired in the much
maligned swamp. Fortunately for equity investors, the first quarter earnings season was strong. Aggregate first quarter earnings per share for the S&P 500
were up almost 18% year over year. At 8% year over year, expectations for second quarter earnings for the S&P 500 are somewhat more modest, but still
positive and, in light of synchronized global growth, most likely attainable. Encouragingly for investors, this uptick in earnings per share has been
reasonably broad based and, relative to recent history, has been driven more by revenue growth, and less by share buybacks and cost cutting. That said, and
as we have discussed in past commentary, with the S&P 500 trading at a P/E ratio of approximately 18.5x estimated 2017 earnings, equities are, at a
minimum, fairly valued, and equity investors likely have a smaller margin of safety.
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Assume for a moment that the Fed is able to successfully execute a best case normalization process: yields go up across the curve in an orderly fashion,
inflation stabilizes at a slightly higher level and the economy continues to grow. In theory, this should be a benign environment for both equity investors
(growing revenue and earnings) and bond investors (somewhat higher rates). However, there is still potential downside risk for equities in this scenario in
the form of competition from higher yielding bonds. The Fed and other central banks have been explicit that one of the goals of monetary policy since the
financial crisis has been to prop up asset prices by forcing investors who otherwise would have invested in “safe” bonds to take on additional risk. If
competition from bonds caused even a modest re-rating of the S&P 500 to a forward P/E closer to the long run average of 16x, down from the current 18.5x,
it would imply a 15% decline in the index level.
The current bull market has been perhaps the most doubted and un-loved of all time. It has left a trail of carnage for forecasters, strategists, and money
managers with bearish inclinations, as it has overcome a seemingly endless stream of negative headlines, including, but not limited to: the BP oil spill, an
earthquake/tsunami/nuclear meltdown in Japan, S&P downgrading U.S. sovereign debt, the “fiscal cliff,” the “taper tantrum,” fears of the Ebola virus
spreading globally, Brexit, a brutal bear market in oil, the surprise in last fall’s election and the subsequent reality that much of what the post-election rally
was seemingly built on is going to take longer to materialize, and likely come in a weaker form, than anticipated. We are not suggesting imminent doom and
are chastened by the obstacles overcome. We do, however, think that probabilities suggest that when balancing the risk/reward equation, investors need to
consider the risk side and, in the near to medium term, have modest expectations for returns. It is clear with the benefit of hindsight, that in the early years of
the current cycle, equity investors, despite uncertainty and headline risk, had a substantial margin of safety from valuation and a significant backstop from
the Fed and other central banks. In more recent years, even with valuations elevated relative to the long run averages, global central banks have arguably
provided a floor beneath equity markets by suppressing interest rates. As we look forward, though, equity valuations offer a slimmer margin of safety and
the Fed is indicating that, at the very least, the beginning of the end of extremely accommodative monetary policy is somewhere on the horizon. In short,
while it is possible that the Fed is able to implement policy normalization cleanly, that economic growth will continue or even surprise to the upside, and that
corporate earnings will eventually grow into current equity valuations, we think investors would be well served to at least revisit the possibility that stocks
can go down.
So what do investors do going forward? For equities, our philosophy remains the same: focus on companies with strong free cash flow generation, strong
balance sheets and competitive moats. Even in markets that are in the aggregate fully valued and picked over, we continue to look for, and occasionally find,
companies that meet the aforementioned criteria and have attractive valuations that provide a reasonable margin of safety. Our equity portfolio remains
defensively positioned and we are comfortable that it will participate if the market continues to grind higher and protect capital in the event the market
weakens. For fixed income, we continue to focus on high quality municipal and corporate bonds and our average duration remains relatively short. With
benchmark yields grinding lower and spreads compressing, we have been less active recently compared to the end of last year and the first part of 2017, but
we continue to look for relative value on a daily basis. Even against a backdrop of very low rates, we continue to believe that fixed income can play an
important role as a source of liquidity and a volatility dampener, which are especially important for investors with known near to medium term capital
requirements and/or lower volatility tolerance.
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The past 8 years have been terrific, but there have been many other extraordinary periods
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The average GDP growth for the current expansion is well below the 50 year average which
includes 5 contractions; we could continue to limp along for an extended period
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A different look at the time between equity market contractions

Northern Trust, Ned Davis Research
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Also a different look at interest rates on sovereign debt issues; with U.S. rates low
but relatively attractive

Northern Trust, Bloomberg
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China continues to be a major growth contributor, while Europe is definitely turning
the corner; all good for our multinational companies
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While our unemployment rate is approaching historic lows, there has not been a
corresponding pickup in wage growth
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Inflation was briefly over 2%, the Fed target, but has been falling lately
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If all goes according to plan, the Fed will reduce its balance sheet significantly; a
necessary step towards true stability
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