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With the election of Donald Trump as the 45th President of the United
States, 2016’s rollercoaster ride ended. Domestic equity markets soared on
expectations of a significant boost to corporate earnings should the Presidentelect’s plans for deregulation, corporate tax reform and offshore earnings
repatriation be enacted while bond markets were rattled by the potential
for rising inflation and a rate hike. In this issue of Perspectives, our outlook
considers the impact the new administration’s agenda may have on the
economy and capital markets.

Economic Overview
The last word anyone could use to describe 2016 would be “uneventful.” If the narrative
of 2016 became a movie (and at times it certainly felt like one), it would easily fit into
the ‘suspense/thriller’ genre. With so many twists and turns, there was no lack of
excitement from near-daily geopolitical and financial market events.
The year began with a bust as worries about a hard landing in China and plummeting
commodity prices shook investor confidence. The S&P 500 began 2016 with its worst
start ever, dropping 11 percent between the beginning of January and February 11, 2016.
To reverse China’s negative economic momentum, a lifeline in the form of roughly
$200 billion in fiscal stimulus from the Chinese government served to soothe fears, but
did little to address a growing debt concern in the world’s second largest economy.
(More on this later.)
At the end of the second quarter, the United Kingdom (UK) “Brexit” vote to leave the
European Union (EU) shocked global markets. Equally surprising was how quickly
global equity markets recovered after a sharp, yet brief, sell-off. Finally, in the fourth
quarter (or the third act if we stay with the movie analogy), the outcome of the United
States (U.S.) Presidential election, along with the equity market’s reaction, defied
expectations once again. Stocks rallied to new highs and bonds sold off on renewed
hopes that economic growth would finally return to ‘old normal’ levels.
With populism and government debt on the rise around the world, an even more
exciting sequel is not out of the question for 2017. While risk-based assets, particularly
equities, played a starring role in the 2016 blockbuster, market reactions to expected
and unexpected events this year may not follow the same script.
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Trump-o-nomics

on corporate bottom lines. The market appears to expect the
incoming President’s trade and immigration stances to be

As discussed in previous Market Commentaries, the
effectiveness of easy monetary policy across the world was
showing clear signs of diminishing returns in terms of its
impact on the real economy. While financial asset prices
reaped benefits from increasingly lower interest rates,
restoring real economic growth to levels on par with past
expansion cycles remained elusive. Without fiscal stimulus to
reinvigorate growth, the cycle would be at risk of exhaustion.
Before November 8th, in the U.S. at least, it seemed that
a continuation of the political status quo would not be
supportive of a second wind.

more bark than bite while at the same time hoping the new
administration can create a Reaganesque era of growth. This
expectation might be a tall order given current debt and
interest rate levels. By comparison, President Reagan planted
economic policy seeds in the fertile ground of low federal debt
levels and peak interest rates. President-elect Trump, on the
other hand, is inheriting the exact opposite, as illustrated below.
How much of a headwind the combination of high debt-toGross Domestic Product (GDP) and low interest rates will
create for the implementation and effectiveness of the new

Donald Trump’s surprising win, combined with Republicans
retaining control of Congress, unleashed equity market
animal spirits on the back of inflation expectations that sent
bonds into a sell-off not seen since the ‘taper tantrum’ of
2013. Drawing parallels to Ronald Reagan, investors gravitated
to the business-friendly side of President-elect Trump’s
economic agenda (mostly lower taxes and deregulation),

administration’s agenda is difficult to predict, but is worthy of
close attention. Market conditions aside, we must also remain
on guard for policy errors emanating from an inexperienced
politician that could have adverse implications for investment
outcomes over both the short and long term.

All quiet on the Eastern front?

while dismissing the potential that the populist rhetoric

On December 14th, the Federal Open Market Committee

which helped propel him to victory might turn out to be

(FOMC) of the Federal Reserve raised short-term interest rates

economically harmful. In other words, financial markets have

for just the second time in over a decade. Twelve months

sized up the incoming Trump administration as motivated by

prior, the Fed made its first upward move and promptly hit

pragmatic, rather than ideological, economic principles.

the brakes on its expected trajectory for tightening when

Equity market enthusiasm for many of President-elect
Trump’s policies is understandable in light of the direct, and
potentially immediate, impact of tax reform and deregulation

global equity markets began to stumble in early 2016. While
China was at the epicenter of the risk-off trade, at least some
of China’s economic troubles could be traced back to U.S.
monetary policy.

Timing is Everything
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Unexpected moves in August of 2015 by China’s central bank to devalue its currency
led to fears of a hard landing for China’s globally-influential economy. The expectation
of higher interest rates in the U.S. had pushed the dollar to post-crisis highs and
China, with its loose peg to the dollar and export-reliant economy, was feeling the
pain. Beginning in mid-2014, the timing of the greenback’s strong rally was particularly
difficult for China due to the country’s ongoing transition from an investment-led
economy to one more heavily dependent on consumption.
As mentioned earlier, the implementation of increased fiscal spending and other
Chinese policy measures in response to rising risk aversion in early 2016 served to
extinguish growing worries that China’s juggernaut growth would disappear and
potentially drag down the economies of many of its key trading partners. But China’s
stopgap measures may only be bandages to cover worsening economic imbalances
that have built up following years of central planning. A look at China’s meteoric
increase in total debt-to-GDP since 2008 raises serious questions about the limitations
of perpetually attempting, through increasing debt issuance, to avoid the natural
cyclical and structural forces of an economy.
Investors thus far have been tolerant of the Yuan’s further decline given recent signs
of healthier Chinese economic activity. The improving financial picture, however, may
not be sustainable as China weans itself off fiscal stimulus efforts and capital flight
continues to put pressure on currency reserves despite efforts to control outflows. To
be certain, the health of the Chinese economy is a key risk for financial markets that
deserves close attention in 2017 and beyond.

A Thirst for Debt
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Economic highlights
A few highlights from the fourth quarter include:
•	
Led by strong corporate profits and exports, third quarter U.S. GDP grew 3.5 percent,
rebounding strongly after subdued domestic growth in the first half of the year.
•	As widely expected, the FOMC voted to raise the target range of the Federal Funds
Rate from 0.25 percent – 0.50 percent to 0.50 percent – 0.75 percent, citing strong
labor markets and rising inflation.
•	The Conference Board’s Consumer Confidence Index surged past its previous 2006
peak to 113.7 in December on rising consumer expectations for the stock market
following the election.
•	Early estimates indicate the economy added 495,000 jobs during the fourth quarter,
bringing the total for 2016 to 2.16 million net new hires.
•	The unemployment rate declined modestly over the quarter from 4.9 percent to 4.7
percent. Meanwhile, wages grew by 2.9 percent on a year-over-year basis through
December, the largest increase since June 2009.

Economic Forecasts

2016

2017e

U.S. GDP (Y/Y Real) (%)

1.80 – 2.20

2.00 – 2.50

PCE* Inflation (Y/Y) (%)

1.80 – 2.10

2.10 – 2.40

Unemployment Rate (%)

4.70

4.70

Fed Funds Target (%)

0.50 – 0.75

1.00 – 1.50

10-year Treasury Yield (%)

2.44

2.00 – 2.75

S&P 500 Target

2239

2225 – 2300

* Personal Consumption Expenditure Core Price Index
2016 U.S. GDP (Y/Y Real) and PCE Inflation (Y/Y) are estimated ranges.
Source: HighMark Asset Allocation Committee, Bloomberg
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Equity Outlook

and Human Services, have supported deregulation. The

Populism and equity markets

accomplish the proposed and sweeping deregulation agenda.

Administration will require cooperation from Congress to

2016 was notable for a surge in successful populist

However, it is expected that the Republican-controlled

movements in Europe and the U.S. Both the “Brexit” vote

Congress will collaborate, particularly towards dismantling

to leave the EU and the election of Donald Trump were

Dodd-Frank legislation and the Affordable Care Act (ACA).

populist-based and generally unexpected. Perhaps the most
surprising aftershock from 2016’s populist victories was the
positive reaction of equity markets. While stocks were widely
expected to perform poorly under such outcomes, they rallied
in the days and weeks after as shown in the chart below.

Dodd-Frank, designed to improve the stability of the U.S.
financial system and prevent future economic meltdowns,
was passed in 2010 to address underlying causes of the
Great Recession. The legislation introduced a sprawling
web of new regulations that ushered in the most significant

Will the U.S. equity market momentum continue into 2017?
The future performance of the stock market is difficult to
predict over the short term, though some of President-elect
Trump’s policy proposals, including deregulation, corporate
tax reform, and a tax repatriation holiday may provide a
lasting wave of optimism for certain sectors through 2017
and 2018.

changes to the financial services industry since the Financial
Services Modernization Act of 1999. While it is unlikely that
Dodd-Frank will be repealed completely, it is a probable
target for aggressive reform. Since the law was enacted,
financial institutions are estimated to have spent billions of
dollars to achieve compliance with the new regulations.
These regulations required some institutions to either
downsize or entirely eliminate lines of business. In particular,

Letting loose

banks were hit hard by the new regulatory requirements,

During the 2016 Presidential campaign, President-elect

and, as a result, have been trading at depressed valuations

Trump was sharply critical of regulations that he believed

for years. Expecting major reforms, the market has positively

harmed businesses and hindered economic growth,

repriced the entire industry since the election. Should

particularly those impacting the financial sector and

Dodd-Frank be reformed, this could remove some expensive

healthcare. A few of his recent key cabinet appointees,

and complex regulatory oversight, potentially bolstering

including the Secretaries of Commerce, Labor, and Health

bank earnings.

Shrugging off Election Surprises
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RIP Obamacare

Unintended consequences

President-elect Trump made no secret of his desire to

An overseas earnings repatriation tax holiday would

eradicate the ACA, also known as Obamacare. While the

temporarily offer U.S. multinational companies the option

ACA opened the door to insurance for millions of uninsured

to bring back profits currently held overseas at a much

Americans, the plan has enrolled fewer healthy Americans

lower corporate rate of 10 percent versus the current 35

and more sick individuals than projected. Thus, participating

percent. The logic behind the tax holiday is that many large

insurers (even large ones) have lost significant amounts of

multinationals would potentially leap at the opportunity to

money.

bring back profits at the lower repatriated rate, funneling the

However, the future of the ACA is currently unclear. Both

savings into capital expenditures and creating jobs.

President Obama and Vice President-elect Mike Pence

The last time there was a repatriation tax holiday was in 2004,

headed to Capitol Hill in early January to meet with members

and multinationals largely used the savings for stock buy-

of their respective parties on possible strategies to save,

backs and to pay larger dividends to shareholders. It is likely

modify or repeal the ACA. The vow to repeal the ACA was

that if there is another tax repatriation holiday, there would

among the most important of President-elect Trump’s

be more of the same, as opposed to the rosier scenario

campaign promises, but doing so without an alternate plan

of job creation espoused by President-elect Trump. Tax

in place is likely to be disruptive, at least in the short term,

repatriation capital may also be a popular source of funds for

to the insurance industry and the 20 million newly-insured

mergers and acquisitions, activity which often leads to more

Americans.

work for lawyers and consultants than the middle-income

While the full impact to the healthcare sector from the
potential repeal of the ACA is unknown, investors are fearful
of changes in drug pricing. Last month, the Presidentelect pledged to bring down drug prices, which caused
biotech stocks to tumble. In the first few days of 2017,
some pharmaceutical companies were already instituting
significant drug price increases, likely in reaction to Mr.
Trump’s earlier statements. Though Hillary Clinton was
more outspoken on the issue than the President-elect,
the predominant mood relative to drug pricing is fear
and uncertainty, which is likely to pose challenges to the
embattled healthcare sector in the short term.

Corporate tax reform and repatriation
President-elect Trump has strongly supported corporate

wage earners who are more reliant on sustainable capital
expenditure investments in plants and equipment.

Equity strategy for Q1 2017
While U.S. equity markets have outperformed of late, we
continue to favor non-U.S. developed country equities over
domestic stocks. The attractiveness of international stocks
stems from a multi-year outperformance cycle of domestic
equities that has resulted in stretched valuations relative to
international peers. Corporate earnings in Europe, having
languished since the European Debt Crisis, have begun to
show signs of renewed growth. Since the U.S. appears to be
in the later stages of an economic cycle and the dollar has
appreciated, expectations for domestic earnings growth over
the longer term are becoming more muted.

tax reform, including a reduction in rates and an overseas

We acknowledge that Brexit ramifications may pose a

earnings repatriation holiday. His platform called for a

headwind to UK stocks over the near term, but Euro and

decrease in corporate taxes to 15 percent, less than half of

Pound weakness versus the U.S. dollar are likely to provide

the current corporate top tax rate of 35 percent. A separate

an improved competitive advantage for European-based

plan, designed by Paul Ryan and others in the Republican-led

multinationals over the longer term.

Congress, calls for a corporate tax reduction to 20 percent.
Any reduction could act as a tailwind to boost corporate

Country/Region

Q1 2017 Allocation Q4 2016 Allocation

quarter of 2016 after five consecutive quarters of negative

U.S.

Underweight

growth. This positive trend is expected to continue into the

Developed International Overweight

Overweight

Emerging Markets

Neutral Weight

earnings, which turned to positive 3 percent in the third

fourth quarter of 2016, with average earnings growth of 3.2
percent expected for the S&P 500 in the fourth quarter,

Neutral Weight

Underweight

according to FactSet Research Systems.
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Fixed Income Outlook
Fed begins long-awaited normalization

Make munis great again

Although economic indicators had changed only marginally

The potential impact of the incoming administration’s plans

since the Fed’s last FOMC meeting in November 2016, when

is particularly relevant for municipal bonds (munis). Munis

no rate hike was announced, December’s meeting produced

are a significant arrow in the quiver of managers of taxable

just the second rate hike since the Great Recession of 2008.

investment portfolios and provide tax-advantaged income

While the benchmark rate increase to a range of 0.50
percent to 0.75 percent was expected, many were surprised
that the Fed, given the trajectory of economic growth and
employment levels, said it may raise rates as many as
three times in 2017, as opposed to the consensus view
of two times.

along with the opportunity for capital appreciation. Tax
reform, as promised by the President-elect, might include
altering or eliminating the Alternative Minimum Tax which
has traditionally supported some of the higher-yielding
segments of the muni market. Tax reform could also impact
taxable bonds: if income tax rates are reduced, the after-tax
attractiveness of muni bonds compared to taxable bonds

After the last FOMC meeting, Chairwoman Janet Yellen struck
a non-partisan tone about the potential impact Presidentelect Trump’s plans for fiscal stimulus measures might
have on inflation. Given that the President-elect’s stimulus
programs would benefit from low rates, the stage may be set
for a contentious relationship between the Executive branch
and the Fed, as the Fed uses rate hikes to counter inflation
pressure that may arise from the new administration’s

could be reduced. This would result in upward yield pressure
and lower prices on munis, compared to taxable bond
offerings such as corporates and Treasuries.
A further downturn in the muni market, already suffering
one of its worst years in recent history as shown in the chart
below, could follow as investors find income in other bond
market segments such as high yield issues.

stimulative agenda.
Barclays U.S. Municipal Total Return

15%
13%
11%
9%
7%
5%
3%
1%
-1%
-3%
1997 1998 1999 2000 2001 2002 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Source: Morningstar
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Bolstering this downbeat scenario for munis is the possibility that the new
administration’s infrastructure stimulus plan will require a significant level of new
revenue and general obligation bond offerings to fund the promised projects. These
new issues could increase supply just as demand wanes.
The future of muni bonds, and other bond market segments, is unclear as markets
enter 2017. But it is certain that sweeping fiscal changes will not be implemented
overnight when the President-elect and the Republican-majority Congress are installed.
Many of the proposals put forth by President-elect Trump, including deregulation, tax
reform and infrastructure spending are likely to directly benefit U.S. equity markets.
However, the outlook for fixed income may be less optimistic. These polices may
spawn inflationary pressures requiring the Fed to “take away the punch bowl just
as the party gets going”. This cliché encapsulates the Fed’s mandate of preventing
an overheating economy by implementing rate hikes that dampen inflation but also
pressure Treasury prices.

Neither a borrower nor a lender be
Lower taxes, increased infrastructure expansion, and increased spending on other
components of the economy such as the military, as outlined by the President-elect,
will all impact a key economic metric: total U.S. Federal debt as a percentage of GDP.
Stimulus programs implemented in response to the Great Recession, along with a
subdued economic recovery, have driven debt-to-GDP levels far above long-termaverages with current readings greater than 100 percent. Among developed countries,
only Japan, Greece, Italy, Portugal and Belgium “enjoy” higher debt-to-GDP levels than
the U.S., as shown in the chart below.

Government Debt as a Percentage of GDP, 2015
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U.S. debt-to-GDP has almost doubled since 2001, which is concerning since this
economic indicator is often used by investors to gauge the ability of a country to use
leverage for future economic growth. Countries with higher debt-to-GDP ratios have
higher debt servicing expenses, which can impair economic growth potential since
they limit a country’s ability to use these funds for otherwise productive purposes.
Debt-to-GDP levels would certainly decline if the President-elect’s plans to deliver 4
percent GDP growth versus current levels in the 2 percent range are accomplished,
but few economists believe such an ambitious target is achievable. The economy faces
significant headwinds to dramatically expanding GDP growth, particularly relative to
productivity growth which is more structurally driven and not as directly impacted by
fiscal policy. We tend to agree with Chairwoman Yellen’s comments that fiscal stimulus
efforts have more economic traction when labor markets are weak. Now that U.S.
employment has reached the Fed’s definition of full employment, low interest rates and
fiscal stimulus initiatives may be less helpful to productivity growth than investing in
education, capital expenditures, innovation and business formation.
At the same time, the other half of the equation—debt—shows few signs of longterm decline. The U.S. population of baby boomers has retired, or is moving toward
retirement, and will rely on debt-fueled programs like Social Security and Medicare.
Debt-funded economic stimulus plans, as envisioned by the President-elect, when
combined with the needs of an aging workforce, do not bode well for long-term
debt-to-GDP reduction.
We have been underweight U.S. Government Bonds for several years and, given the
combination of rising rates and the outlook for future U.S. issuance and yields, see
no compelling reason to change course as we enter the New Year.

Fixed income strategy for Q1 2017
We closed our overweight position to Treasury Inflation Protected Securities (TIPS)
and moved the allocation to Floating Rate Notes (FRNs). We believe that FRNs offer
an attractive credit spread which we expect to remain stable due to strong corporate
fundamentals and a stable economic outlook. Additionally, we moved from a slight
underweight in Mortgage Backed Securities to a slight overweight position which
brings our overall allocation to Structured Securities to a neutral weight.
Sector

Q1 2017 Allocation

Q4 2016 Allocation

Municipal Bonds

Neutral Weight

Neutral Weight

U.S. Corporate Bonds

Modest Overweight

Modest Overweight

High-Yield Bonds

Neutral Weight

Neutral Weight

U.S. Government Bonds

Underweight

Underweight

Structured Securities

Neutral Weight

Underweight
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Conclusion
While the fourth quarter saw equity markets near the long-sought summit
of a 20,000 Dow Jones Industrial index, our equity asset allocation
NEW

policy remains unchanged. We continue to find better opportunities for
attractively-valued stocks abroad and view current debt-to-GDP levels,
both in the U.S. and China, with concern. The President-elect’s package of
fiscal initiatives, while potentially supportive of equities, is likely to be less
friendly to U.S. bond markets as rising inflation may result.
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