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OUTLOOK: Q1 2017

From the perspective that equity investors generally favor certainty over the 

unknown, a Donald Trump victory was thought to have been dreadful for 

equitieséuntil he won. Investor angst over ñThe Donaldò becoming the 45th 

U.S. President was lost roughly 12 hours after his opponent conceded. Fear 

was replaced with optimism that a new playbook might be just what the U.S. 

economy needs to reach its full potential. Investors have cheered the passing 

of the torch and have welcomed 2017 with a sense of optimism that has equity 

markets on the advance.

There is no shortage of Wall Street research on the new playbook, some of it 

organized around real information, while much of it, unfortunately, is gleaned 

from tweets (Air Force One, F-35 program costs, etc.). Progress on corporate 

taxes, infrastructure investments, a successful repeal of ACA, drug pricing 

reform, and a broad reduction of government regulation (red-tape) have 

garnered the majority of headlines since the election. Pushing aside the 

nuances of the agenda items, we believe the transition of the marketôs focus 

from monetary policy to fiscal policy to create jobs and spur growth is a healthy 

one. For too many years, investors have been dependent on Fed-speak and 

dot plots to assess the growth prospects of the economy. In the absence of 

policy stimulus, lower rates for longer has been translated as lower growth for 

longer.

In the near term, financial markets are focused on the upside and the benefits 

to economic and corporate growth stemming from the above proposals. We 

believe equity investors will reap the rewards in 2017. History has shown, 

however, that fiscal and trade policy reform can be costly, both in dollars and in 

political capital. The deficit has narrowed in recent years, but heightened 

government spending without the associated growth can be costly and 

inflationary. Abroad, political leaders are understandably nervous, and 

conditions with China and Russia are even more delicate. We believe these 

risks could take center stage should Trump (and Congress) take a hard-stance 

on many of the above issues. 

The origin of the term ñred tapeò dates back to the 16th

century, when the Spanish government decided to bind its 

most important documents that required immediate attention 

in red tape. Unfortunately, over the centuries the term 

evolved to become symbolic of government bureaucracy and 

barriers to business growth.

Source: Wikipedia, https://en.wikipedia.org/wiki/Red_tape
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The last time Republicans controlled more power in government was 

1928. Trumpôs administration stands out for having the least 

government experience since Reagan but by far the most business 

experience of any administration. In short, this is a precedent-setting 

moment where Trump has the infrastructure beneath him to 

potentially accomplish a lot of policy changes.

Trumpôs pro-growth policies represent a shift from monetary policy and 

increased regulation to fiscal policy and deregulation.  Policies include 

tax reform, healthcare reform, trade, and energy infrastructure.  His 

objectives are to generate more jobs for Americans and spur economic 

growth.

The stage is set for reflation and the capital markets have reacted 

accordingly.  Interest rates have spiked, with the U.S. 10 year Treasury 

climbing 0.60% since Election Day.  Optimism for economic growth 

drove U.S. equity prices to all-time highs, strengthened the dollar, and 

generated a spark in cyclical commodity prices.

Trumpôs deal-maker character is also a major shift in how government 

policy is pursuedéwhich is why we caution that uncertainty remains 

on when and how these policies will impact the economy and asset 

returns.  Will Trump utilize his power to push through divisive policies?  

Or if Trump wants to be popular (so the GOP can maintain control and 

he can get re-elected in 2020), will he follow a more prudent course?  

Importantly, when will the administrationôs policies be passed and 

implemented?  Tax and healthcare reform is time consuming while who 

knows what is going to happen on trade.  In light of this significant shift, 

we have also published a special report on Preparing For A Trump 

Presidency.

PREPARING FOR A TRUMP PRESIDENCY
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Source: Washington Post

Source: Strategas

10-Year U.S. Treasury Yield

Democrats Losing Representation
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FIXED INCOME VOLATILITY ACCELERATES

Summing up 2016 in the fixed income markets can best be described 
as a tale of two markets. We entered the year with the 10 year 
Treasury yielding 2.27%, and the expectation of four interest rate hikes 
after the December 2015 raise. In reality, the Fed lifted rates once 
during the year. Concerns surrounding commodity sensitive sectors 
also caused credit spreads to widen out in both high yield and 
investment grade credit to levels not seen since the 2011 European 
banking crisis. These issues were compounded by concerns abroad 
about global growth, with the flames being fanned by Brexit causing 
the US 10 year Treasury to reach one of the lowest levels in history at 
1.35% in early July. But in a stark about-face to market expectation, 
after the U.S. presidential election, interest rates reversed with the 10 
year reaching 2.60% (top right) on the prospects of increased domestic 
growth and inflation expectations (bottom right). This resulted in the 
Fed gaining confidence in achieving their mandate and projecting three 
rate increases in 2017 at their December meeting.  

Currently the interest rate market believes three hikes in 2017 might be 
a little on the high side, with one hike priced into the market for June 
and November each. Someone is going to be incorrect, so we are 
closely watching incoming economic data and Fed commentary to give 
us guidance as to the pace of rate increases, but if recent history is 
any guide, the market seems to be more correct than the Fed. While 
over time the Fed is seeking to decrease their influence in the markets, 
they are very much still in the driverôs seat of the Treasury and agency 
mortgage market and will be for a long time to come. Also of note is 
the potential for the incoming president to fill two vacant Federal 
Reserve Board of Governors positions.

There are a lot of things up in the air right now with a new 
administration that, in its own words, wants to ñmix things up,ò and a lot 
of potential changes have already been priced into the market. If these 
changes face headwinds from taking time to implement or outright 
failing to be enacted, asset prices could change swiftly. We will touch 
on some of these uncertainties as we walk through each fixed income 
sector.
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INVESTMENT GRADE: HEADWINDS PRESENT

Since our previous outlook, a lot has changed in the investment grade 

market. The Barclays Aggregate Index returned -3% in the fourth 

quarter. Most of this movement was driven by the large spike upward 

in Treasury rates while credit spreads were very stable. In the face of 

historically high leverage ratios it is hard to get excited about an asset 

class that, on a credit spread basis, is tight to itôs five year average. 

Though, there is a strong argument to be made that it could tighten 

even more. Potential policies regarding repatriating of offshore cash 

and reversing the interest expense deduction for corporations could 

be substantial credit positives for corporate bonds, decreasing 

leverage. When taking into account non-US investors (whose own 

rates are even lower than ours) and the possibility of domestic 

personal tax rate cuts, it is easy to envision strong demand for the 

sector. Incrementally, we would advocate investors consider 

increasing exposure to the intermediate part of the curve, as that part 

of the curve has sold off the most and could potentially benefit the 

most if a risk-off environment were to occur.

Municipals have been challenged in 2016, and, unfortunately, the 

pressure could persist in 2017. On the margin, increased yields, 

driven by higher treasury rates, should be encouraging for investors 

seeking safety and a tax advantaged income. But policy concerns are 

taking center stage in the muni market. Most of the policies being 

floated are related to tax policy. Ideas include decreasing the personal 

tax rate, which would decrease the tax advantage benefit of munis. 

Also, setting dollar caps on tax deductions, repealing the AMT, and 

removing tax-exempt status for certain existing issuers are being 

discussed. We are taking solace in the fact that the government 

needs buyers of municipal credit if they plan any large form of 

infrastructure spending. The muni market is highly fragmented by 

mostly retail investors and prone to overshooting during sell-offs. For 

tactical investors, these periods would be ideal in adding exposure to 

the muni space. 

10 Yr AAA Muni Yields as Percent of 10 Year Treasury Yield

Historical 1-10 Year IG Credit Spreads for last 5 Years

Sources: Bloomberg & BofAML Indicies
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OPPORTUNISTIC FIXED INCOME: WALKING A TIGHTROPE

The structured credit sector encompasses a large array of 

securities, most notably mortgage securities, that, while not as 

correlated to the broad market, do have some connectivity. 

This is most prevalent as it relates to negative convexity that 

securities structured off of cash flow models present. Simply 

put, these bonds are modeled and priced off of assumptions 

on how fast individuals and corporations will pay off their 

debts. As interest rates increase, the likelihood of 

prepayments decreases and the discounted value of their 

cash flows decrease the price of the security. This effect is 

most prevalent in pass-through structures but not so much in 

structures that tranche out this risk. We would advise seeking 

out these sectors within non-agency RMBS and structured 

credit investments.

Mirroring investment gradeôs commentary, credit spreads in 

the fixed rate high-yield market are at recent all-time lows. 

And if the economy can get firing on all cylinders again, it is 

very possible for them to tighten further, which is usually the 

case in periods of economic growth, even in the face of 

increasing Treasury rates. With yields in the 6% range, it is 

easy for income-seeking investors to be interested in an 

allocation to the sector. To balance out concerns about rising 

interest rates while also seeking an above-market yield, 

leveraged loans play an important part in a diversified 

portfolio. Yields in this sector are in the same ballpark as their 

fixed rate brethren, but other concerns need to be accounted 

for. Namely, this relates to the ability of leveraged loan issuers 

to call their bonds at any time, so here active management is 

key in identifying loans that are not priced substantially above 

par.

Average 30yr Mortgage Rate

Sources: Bloomberg, Bankrate.com, BofAML, CS Leveraged Loan Index
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S&P 500 EPS Estimate Multiple (x) 2017E 2018E

2017: $130.15 17 2,213 2,467

2018: $145.14 18 2,343 2,612

19 2,473 2,758

S&P 500 Price Multiple (x) 2017E 2018E

Last Click: 2,239 17 -1% 10%

18 5% 17%

19 10% 23%

FISCAL TAILWINDS FOR U.S. EQUITIES
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Source: Standard & Poors

Source: RBCSource: Edge Capital

S&P 500 Sales and Earnings Growth 
2017 potentially a breakout year

S&P 500 Price Targets

Potential EPS Growth from Change in GDP

At the conclusion of the Q4 earnings season, it is expected that both S&P 500 
revenues and earnings will end the year at levels similar to two years ago. The 
lack of headline growth is attributable largely to the collapse in crude prices, 
which began during the summer of 2014 and lasted through the early months of 
2016. This decline created a negative earnings drag to the S&P 500, offsetting 
much of the growth created by other sectors of the market over that time period. 
Also contributing to the weakness: the strong US Dollar has been a headwind 
for multi-nationals

Moving ahead to 2017 and a new administration, the proposed policies should 
lead to more jobs, greater capex, infrastructure spend, wage growth, and 
consumption. It is estimated that each 0.10% incremental gain in GDP will lead 
to a 0.50% pickup in S&P earnings.

Not surprisingly, S&P earnings estimates are heading higher, and the 
consensus EPS in 2017 is now $130 versus the $109 estimate in 2016.  We 
think this is achievable with a 5% increase in revenues as sentiment improves 
and the energy and materials sectors (11% combined weighting in the S&P) 
recover. Overall operating leverage is high, and S&P operating margins could 
revert back to their Q3-2014 high of 10.10%.

The fundamentals appear in place, but much is already priced into the market.  
If inflation stays in control at under 4%, historically, the S&P 500 valuation range 
has been 17-19x earnings. This suggests a 6 to 7% annualized return over the 
near term; however, if the effective corporate tax rate is reduced, we estimate 
an additional 5% lift to earnings.
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FUNDAMENTALS IMPROVING IN EUROPE AND ASIA

Source: JPMorgan

EPS Revisions by Key Regions
Europe and Japan leading international EPS revisions higher

Top: Topix (Japan)

MSCI Eurozone

MSCI United Kingdom

MSCI Emerging Markets

Bottom: S&P 500

2017 Valuations Reasonable ïAssuming EPS Growth Materializes Following a second half 2016 sell-

off, emerging markets remain 

inexpensive ïboth on a relative 

and absolute basis. Changes in US 

trade policy remain the largest 

overhang in the region. Recent 

year-to-date US Dollar weakness 

has brought flows back to EM.

Source: Bloomberg
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DOLLAR STRENGTH ERODED RETURNS ABROAD 

US Dollar Index
Monthly average of major currencies nominal trade-weighted Index

Source: JPMorgan

Local developed markets were led higher by rising energy 

prices, an improving macroeconomic backdrop, and 

strengthening corporate fundamentals - specifically, improving 

GDP growth within Europe, increasing inflation expectations 

across Europe and Japan, and higher PMI Industrial activity. We 

recommend investors not underestimate the importance of 

increasing inflation expectations in Europe and Japan ïtwo 

regions that continue to wage policy war in an effort to drive 

inflation, capital expenditure, and ultimately job growth.

Spurred by strong US economic growth, a widening interest rate 

differential with our trading partners, and political uncertainty 

abroad, the US Dollar advance is changing the current 

playbook, impacting both global trade and financial market 

flows. Over the course of 2016, major international market 

currencies, including yen, euro, and pound, weakened materially 

versus the greenback ïoffsetting strong local equity market 

returns when converted to a strengthening US Dollar. It is worth 

highlighting that in local markets, the following three major 

country indices outperformed the S&P 500 during the second 

half of 2016:

Nikkei Index: +23.8% +9.6%

FTSE 100 Index: +11.7% +3.9%

MSCI Europe Index: +10.7% +5.6%

S&P 500 Index: +7.8% NA

as measured in local currency

It should be noted that a stronger dollar in 2017 is one of the 

more consensus opinions in the marketplace. Should that not be 

the case, the stage could be set for a year of outperformance for 

international stocks versus the U.S.

Eurozone Inflation Forwards
Eurozone 5Y Inflation Swap 5Y Forward %

Local USD

Source: JPMorgan

http://edgecappartners.com/
http://edgecappartners.com/


The upswell of populism that swept through 2016 in Brexit, 

Trump, and the Italian referendum has not yet lost its 

momentum. In fact, the U.K. economy's strength in the months 

following the vote and the burgeoning financial market 

optimism following President-elect Trump's election have only 

emboldened those who seek to upset the political status quo.  

Looking toward 2017, Europe faces key elections in the two 

largest economies in the eurozone. France holds the first 

round of its presidential election in late April, with the typical 

runoff between the top two candidates in May. 
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ELECTIONS CRITICAL FOR EUROZONE PRESERVATION

Germany holds its federal elections between August and 

October.  Lingering from last year is the theme of taking control 

back locally from intellectual elites in a distant place. A series of 

events galvanized by tragic terrorist attacks in both countries 

have caused Euroskeptic political parties to be on the rise.  

Even if these parties are unable to secure the top posts in either 

election, they will still have a louder voice in the legislative 

decisions, which may in turn threaten the European Union and 

the work done so far to deal with the sovereign debt crisis and 

avoid further banking concerns. 

Support for Fringe Parties on the Rise
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Sources: BLS, Standard & Poorôs

é.Coupled with High Beta to Inflation

YIELD AND POLICY ARE INFRASTRUCTURE TAILWINDS

Total return, year-over-year % change 

Potential for Improved Regulatory Environmenté.

Sources: EIA, FERC

The new presidential administration combined with a Republican-controlled 

Congress has the potential to significantly lower the regulatory burden on U.S. 

infrastructure, which could lift the return and growth prospects for the asset 

class, as the easing of regulatory hurdles should provide a green light to 

currently stalled projects (such as the Keystone and Dakota pipeline projects) 

as well as future needed infrastructure in the energy, power, and 

transportation sectors.

The sector positioned to most immediately benefit from the new regime in 

Washington is U.S. midstream. The greatest headwind to pipeline operators 

since oil and gas prices stabilized in the second half of last year has been the 

large inventory of growth projects on hold ïit now appears these have a 

greater likelihood of completion, as the new administration has been vocally 

supportive of fewer restrictions on oil and gas production, which materially 

enhances the growth and return prospects for midstream energy companies. 

While the sector has appreciated significantly since the election (Alerian MLP 

Index +10% at the time of publication), we believe there is potential for further 

upside over the next year, in excess of our long-term strategic return 

expectation. Risks to this view include a reversal of the recent trend toward 

reduction of the oversupply of oil and gas (pushing energy commodity prices 

back down), and the inability of the new presidential administration and 

Congress to execute on their plan to reduce regulatory obstacles for energy 

infrastructure projects. Additionally, as the ambitious tax reform proposals 

imply consideration of all options, such reforms could adversely impact the tax 

benefit of MLPs, though initial indications make this seem unlikely, and 

importantly, the master limited partnership pass-through structure accounts for 

just 40% of the U.S. midstream universe market capitalization.

In addition, recent economic data and increased market expectations for 

higher inflation bode well for infrastructure more broadly, as long as higher 

prices are accompanied by the perceived higher-growth prospects. When 

these conditions hold, global listed infrastructure has historically outperformed 

its long-term average returns and matched the performance of global equities. 

Longer term, we believe an increased focus on fiscal spending in the U.S. 

should benefit the asset class, about half of which consists of U.S. assets. 

Cumulative U.S. energy infrastructure awaiting approval
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Source: Bloomberg, CWOC

Investors are Not Concerned

MANAGER SELECTION KEY TO PERFORMANCE IN ALTERNATIVES

EU Skepticism Remains High

Source: Spring 2016 Global Attitudes Survey.  ñEuroskepticismBeyond Brexit,ò PEW 

Research Center.

It was a challenging year for hedge funds, as political surprises stood in the 

way of market hedges, and the subsequent market reaction to those surprises 

left investors flat-footed. Should an investor have shorted the UK stock market 

going into Brexit, or bought UK equities and hedged the British pound? These 

were some of the questions that portfolio managers had to answer correctly in 

order to dampen the negative effects of macro uncertainty. At a broad index 

level, investors were pleased to see a positive return in 2016 from alternatives, 

with the HFRX Global Index returning 2.5% for the year. While navigating 

through the unexpected events in 2016 proved challenging, there were many 

opportunities for success. In our Q2 Outlook in 2016, we highlighted the 

opportunity in distressed credit. This alternative asset class proved to be one of 

the big winners in 2016, with the HFRI ED Distressed/Restructuring Index up 

13.4%.

Manager selection was key to good performance within the long/short 

category. Upon review of our U.S. and Global Long/Short opportunity sets, 

returns ranged from up 22% to down 26%. The average fund was up an 

estimated 2%.  Funds invested in the cyclical sectors of the market tended to 

outperform, while funds that stayed defensive during Brexit and the U.S. 

election underperformed.  

We believe that investors can use the current geopolitical landscape to add to 

strategies that benefit from increased volatility. An upside surprise to inflation 

or a political shock in Europe are two events that may cause equity and credit 

investors undue stress. In the top chart to the right, we show an illustration of 

the views of the EU by country, while in the bottom chart we show the spread 

between the 10 year bond in France and Germany. Germany is seen as a safe 

haven within the bond markets in Europe. Given the decline in the spread 

between each bond, it seems investors are not concerned about a political 

shake-up in France, which in turn could lead to spread widening. In other 

words, the price to hedge against this risk may be cheaper than warranted. A 

well-diversified investor can use this pricing uncertainty as an opportunity to 

buy into strategies that will benefit from spread widening. Relative Value and 

Macro Strategies are two strategies to consider; they should also benefit from a 

larger opportunity set in equity and currency markets. In an environment where 

cheap assets are scarce, monetary policy is changing course, and political 

uncertainties are rising, hedge funds with low correlations to equity prices 

makes sense for investors.
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APPENDIX

Source: Bloomberg
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