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Investors and consumers are rolling into 2017 riding a newfound wave of confidence seldom seen during this economic recovery. A new 
administration and a recovering corporate earnings backdrop along with a healthy economy has set expectations high for the New Year. 
Although we believe some of this year’s gains may have been stolen by the late-2016 rally, the landscape remains incrementally positive for 
risk budgeting in 2017.     

Last year was another difficult result for diversification as U.S. equities once again stole the show by a wide margin. Although many other 
asset classes have proven their merits over a full market cycle, patience is being tested for investors allocated anywhere but domestic equities. 
Even though it was choppy in the making, the major stock market averages have eked out reasonable gains the past two years considering the 
fundamentals of equity prices, corporate earnings, have cumulatively declined during that time. That leaves us with rather extended valuations 
and a market starting to price in a recovery while investors pay premiums for growth in the interim. The current rally, while extended, still has 
most major trends working in the right direction which gives us confidence that this recovery has more legs. Bond yields remain low, albeit 
higher, and growth catalysts lay in waiting.  

The pro-business administration does provide some hope for a late cycle economic rally, but we have yet to turn pencil to ink on policy so 
outright bullishness seems a bit premature. Many are quick to point out the success of Ronald Reagan in the 1980’s, but history tells us that 
many of his significant changes took years to implement and the economy entered a recession only six months after his inauguration. Even a 
GOP-dominated Congress could present roadblocks to some of the more complex initiatives of President Trump. So while it doesn’t make 
sense to put the cart too far ahead of the horse, the renewed optimism is nevertheless refreshing.  

 

“Animal Spirits” Return…Finally 
Bull markets are born in pessimism, grown in skepticism, mature in optimism and die in euphoria. 

           -Sir John Templeton 

While market cycles are only loosely identical, the current cycle is symbolic of this lineage in sentiment, albeit with a more prolonged stay in 
the skeptical phase. Stocks have marched persistently higher largely on a backbone of fear and doubt the past eight years; however, with high 
expectations from the new administration has come a renewed sense of optimism, “animal spirits” but not quite euphoria, as we enter 2017. 

The Consumer Confidence Index recently surged to the highest level since 20011, with high expectations of economic growth, labor conditions 
and income growth in 2017. Investors also have responded optimistically to the prospects of corporate tax cuts and other policy reforms “pro-
business” that could provide a late cycle jolt to the economy. Since the election, equity funds saw $52B in inflows while bond funds saw $10B 
in outflows2. Bonds have dominated asset flows the past decade, partly due to demographic impacts on asset allocations, but also due to the 
persistent aversion to risk from investors. There is still a sizeable “piggybank” to fund this continued shift in asset flows if investor confidence 
stays high and investors expect and/or realize poor losses on bond investments in the interim.  

 
 

Economic Recovery Could Accelerate 
That is a prognostication that has too often disappointed, but this time does feel a little bit 
different for a couple reasons. First, although the economy eked out 2% growth the past two 
years, disguised underneath the surface of those numbers was a recession in the 
manufacturing, industrial and energy sectors of the economy. All three saw fairly 
meaningful contractions, due mostly to dollar strength and deflation in commodity prices. 
So not only do we have the potential catalysts of fiscal stimulus and policy reform, but there 
is a natural recovery already fueling the engine.  

Second, there is a general sense of confidence from businesses that may trigger some of the 
pent-up capital spending absent from this economic recovery. Pessimists may argue that this 
growth cycle is extended entering its’ eighth year in 2017, the fourth longest on record. 
However, this has been the slowest pace of growth post-recession since World War II. The 
cumulative growth is still well below that of many prior cycles and most economic indicators 
are still showing relative strength in the coming year devoid of any policy reforms.  
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A stable and optimistic consumer, improving labor market and still-recovering housing market are enough to give us comfort that the economy 
remains on solid footing. As the saying goes, bull markets don’t just die of old age, so even an anemic but growing economy should be enough 
to keep the stock market moving higher. The long sought after surge in economic growth would be icing on the cake.  

 

Earnings Expectations Increase, As Do Growth Catalysts 
Corporate earnings hit a turning point in the third quarter of 2016 swinging to year-over-year 
growth after five straight quarters of declines. So far, the fourth quarter looks similarly strong 
with S&P 500 earnings growing 4-5% early into results3. As the chart on the right illustrates, 
stocks have generally followed the path of earnings growth the past five years, fueled partly by 
valuation expansion and margin growth and more recently fighting through an earnings recession. 
Given the recent move in stocks, it would be fair to say that the market has already started to price 
in both the earnings recovery and some of the potential catalysts to come. A quick 10% rally in 
stocks post-election has largely paused in the past month as investors migrate to more of a wait-
and-see stance.  

The price investors are willing to pay per dollar of earnings, commonly referred to as the price-
earnings ratio, has been the real X-factor and a metric that has moved increasingly higher as this 
bull market matures. Investors are now willing to pay a higher multiple on current earnings given 
the relative trade-off of owning low-yielding bonds. Such appetite for risk has more recently 
increased as optimism around the new administration and potential catalysts that could bump the bottom line of Corporate America. 

The first catalyst that would provide direct impacts to stock fundamentals would be tax cuts for U.S. Corporations. A decline in the tax rate 
from 35% to 25% (a compromise to the 15% Trump target) would equate to roughly an 8% increase in corporate profits according to one 
estimate4. Of all the policy initiatives from the new administration, this one looks very likely to be implemented in a more expedient fashion 
in 2017. This policy would also stand to benefit companies with more domestic revenues, especially higher-taxed small businesses, which 
explains the strong rally in small capitalization companies since the election. Fiscal stimulus plans, while seemingly having bipartisan support, 
may take a bit more time to formalize and play out but should provide long-term support to earnings growth trajectory in the cyclical sectors 
of the economy. Lastly, the potential for a less regulatory environment is hard to quantify, but could provide some catalysts for business 
efficiencies and growth in the years to come.  

On the other hand, investors should not forget how the strength of the dollar can hurt corporate earnings, as we recently saw in the 2014-2015 
greenback rally. That and the uncertainty around some of the protectionist policies impacting labor costs, inflation and trade are wild cards for 
the new administration and potential headwinds for the market to navigate in the months and years to come. Postulating around these uncertain 
ramifications seems somewhat speculative at this juncture.  

 

Inflation and Rising Rates Challenge Fixed Income 
The fourth quarter was challenging for bond investors. After a relatively strong start to the year, yields started to trend higher towards the end 
of summer and spiked following the presidential election. The Barclays US Aggregate bond index declined 3% in the fourth quarter, the worst 
quarterly decline in at least the last 10 years. 

While bond investors can take some comfort that U.S. yields are still well above those of developed countries, a natural ceiling on relative 
yield differentials, there is a strong possibility that rates will continue to trend higher in the months and years to come. The Fed has positioned 
around three more rate hikes in 2017 and inflationary policies of the new administration plugged into already upward-trending inflation 
readings could spell headwinds for bond prices. Unfortunately, this is the price fixed income investors need to pay in the interim to return to a 
normalized interest rate environment. Shrewd investors may see benefits by re-considering the plain-vanilla bond investments that have 
generally felt the tailwinds of a 30-year bull market and look towards diversifying into those bond investments less sensitive to rising rates.   

Higher interest rates would undoubtedly create a burden on the massive deficit the U.S. has amassed over the past decade. While we are not 
so much concerned about interest rates moving substantially higher, even a move back to a normalized level would create serious headwinds 
for managing the fiscal deficit and increasing interest payments on outstanding debt. Also worth considering is the impact of inflation and 
higher rates on Corporate America. Profit margins on S&P 500 companies are still within a whisker of all-time highs, partly fueled by low 
wage growth (muted inflation) and debt financing (abnormally-low interest rates) the last 8 years amongst other things. That is why pricing 
power will continue to be a big differentiator in the coming years as companies push through costs, some better than others.  

 

Changing of the Guard 
It is not all that surprising that the investments that have worked most consistently since the end of the Great Recession have been U.S., large 
cap, defensive companies. This partly reflects the timid nature of investor behavior burned by two of the most severe bear markets in history 
in a span of less than 10 years and the tendency for investors to substitute dividend-paying companies as bond surrogates. As we consider the 
potential transition in economic conditions from disinflation, falling yields and Fed accommodation to inflationary, rising yields and Fed  
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tightening it only seems fair to reconsider investment positioning as well. 
Allocating to cyclicals so late into an economic recovery feels a bit uneasy, but the 
fact that many defensive sectors are expensive on an absolute and relative basis, 
while “riskier” sectors have the potential for upside surprises makes the “risk on” 
bet that much more attractive at this juncture. That also applies to the unloved 
international and emerging market asset classes that have been detractors in global 
portfolio allocations over the past 5 years.  

As the table above shows, international stocks trade at a fairly large discount to U.S. valuations, a gap that has widened over the last couple 
years. Not shown is the level of corporate earnings, with the U.S. far above the prior peak earnings level set in 2007, while Europe remains 
well below peak 2007 earnings levels. In other words, there could be upside to both earnings growth and valuation spread differentials for 
international stocks. Investors need only circle back to the 2001-2009 time period to see the merits of international and emerging stocks in 
portfolio allocations.  

 

The future is never clear, you pay a very high price in the stock market for a cheery consensus. 

-Warren Buffett 

While it is safe to say that the future is anything but clear, the renewed sense of excitement for U.S. investors is palpable as we enter 2017. 
The next few years are sure to play out differently than the consensus, so adapting to an ever-changing investment landscape will be crucial 
for investors as will the need to separate facts from sentimental optimism. We believe this sets up well for active managers in an investing 
environment that continues to become increasingly passive in nature. The herd mentality brought on by this passive culture may bring 
advantages to those that can be a bit contrarian and stay disciplined to valuation and diversification.  

Putting aside the near-term focus and excitement of the new administration, we are left with a stock market trading at high valuations and a 
bond market arguably trading even richer. That tells us that expected returns over the next 5 to 10 years need to be ratcheted down from what 
we have realized the past five years, regardless of the pro-business climate that could manifest itself with new leadership. Being opportunistic 
and tactical in risk exposures could help weather the uncertainty and potential that investors will be navigating and attempting to harvest in 
the coming years as this cycle traverses the late innings with a new relief pitcher.  

We wish you a bountiful 2017 and greatly appreciate your continued trust.  

 

Todd Feltz, CFP®, CFS®                    Jack Holmes, CFA® 
  President & CEO               Chief Investment Officer 
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The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To determine 
which Investment(s) may be appropriate for you, consult your financial advisor prior to investing. Information is based on sources believed to be reliable, however, their 
accuracy or completeness cannot be guaranteed. 

Statements of forecast and trends are for informational purposes, and are not guaranteed to occur in the future. All performance referenced is historical and is no guarantee 
of future results. Stock investing involves risk including loss of principal. The payment of dividends is not guaranteed. Companies may reduce or eliminate the payment of 
dividends at any given time.  

An investor cannot invest directly in an index. 

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-diversified portfolio. Diversification does not protect against market risk. 
Asset allocation does not ensure a profit or protect against a loss. 


