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 In spite of the outcome of the Presidential 

election, grand policy initiatives, including 

healthcare reform, tax-reform, and fiscal 

stimulus, will be extremely challenging and 

are likely to be pared back considerably in 

scope and scale. 

 

 Stronger dollar and higher interest rates have 

tightened financial conditions which will no 

doubt have a negative impact on multina-

tional corporate profitability and, by exten-

sion, the US economy going forward. 

 

 The current economic expansion is ap-

proaching the longest in US history. 

 

 State revenue collections miss FY 2017 pro-

jections which may indicate an economic 

slowdown may not be far off. 

 

 We continue to position client portfolios in a 

manner consistent with our expectations for 

slow to moderate economic growth. 

 

 

As we look back on 2016, it was largely a 

year to forget for the broader fixed income 

markets.  While income continued to flow to in-

vestors, very little in the way of total return was 

generated.  Interest rates fluctuated throughout 

the year and rose meaningfully following the US 

Presidential election in response to renewed 

hope that President Trump would alleviate polit-

ical gridlock in Washington, paving the way for 

dramatically faster economic growth.  US Treas-

ury yields rose by roughly 60 basis points or 

0.60% in the month of November.  Municipal 

bonds initially underperformed Government 

bonds before recovering solidly as investors be-

gan to recognize there will be little, if any, com-

promise between the political parties as we 

move forward as a country.  The initial panic 

among retail investors in open-end municipal 

bond funds resulted in forced liquidations as 

fund managers scrambled to sell municipal 

bonds in size in order to satisfy over $16 billion in 

fund redemptions.  Retail investors were fright-

ened by market gyrations and fearful of the im-

pact of the Federal Reserve’s decision to raise 

short-term interest rates by a quarter of a per-

cent in December.  Given recent comments by 

a number of Federal Reserve officials, the Fed  
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itself seems to be experiencing some de-

gree of anxiety given the low, absolute level 

of interest rates and given the reality that 

the Fed may be limited in terms of monetary 

tools to support the economy should the 

next economic crisis hit in the near-term.   In 

our view, this creates an elevated risk that 

the Fed could raise short-term interest rates 

too quickly, thereby snuffing out the anemic 

growth the US has experienced for almost a 

decade now.   As we shared in our Decem-

ber Muni Market Update, we are firmly of 

the view  that the hope and euphoria result-

ing from President Trump’s  election may be 

premature given that expectations for dra-

matically higher GDP growth, resulting from 

policies initiatives which have yet to be im-

plemented, are highly speculative in nature 

in our view.  Skyrocketing equity market val-

uations, appear to reflect near certainty 

that the major campaign promises Trump 

made prior to the election will be imple-

mented in their entirety, resulting in renewed 

economic expansion.  As history has taught 

us, the process of fulfilling grand policy initia-

tives, including healthcare reform, tax-

reform, as well as major fiscal stimulus, is ex-

tremely challenging and often extraordinari-

ly contentious.  We are seeing early signs 

that the associated legislative process for 

President Trump’s major initiatives will be 

similarly combative and, as such, will likely 

take considerable time to wind their way 

through the legislative process.  The ultimate  

implementation and economic impact of 

whatever policies are ultimately passed 

won’t be evident for many months if not 

years.  In addition, given the high cost of  

each of the programs being discussed, as 

well as the resulting impact on the national 

debt, we expect the ultimate scope and 

scale of the initiatives to be curtailed.  It is 

also of note that many of the fiscal con-

servatives, who believe in smaller govern-

ment and revenue neutrality, including 

Speaker Ryan, will have an important role to 

play in the final analysis.  We do not believe 

these realities are currently reflected in risk 

market valuations.  Our base case, there-

fore, is that a dramatic acceleration in eco-

nomic growth is unlikely to materialize in the 

near-term.   

The unintended consequences of 

higher interest rates and the Fed’s Decem-

ber rate hike has forced the value of the US 

Dollar meaningfully higher relative to global 

currencies.  These forces have  contributed 

significantly to further tightening in financial 

conditions and will no doubt have a nega-

tive impact on multinational corporate prof-

itability and, by extension, the US economy 

going forward.   

As we consider the impact of the 

populist and more isolationist political move-

ment taking hold across the globe, we are 

reminded that the risks to the status quo 

and the probability of escalating volatility  
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are evident in the discouraging corporate 

profit growth we have witnessed over the 

past 18 months.  Disappointing retail sales 

for Q4 16 provided further evidence that the 

US consumer is disinclined to dramatically 

increase discretionary spending.  The lowest 

labor force participation rate in genera-

tions, together with high levels of under/

unemployment, are contributing factors to 

be sure.  State revenue/tax collections also 

appear to be reflecting this reality.  Given 

the pro-cyclical nature of state revenues we 

may actually be seeing the first signs of eco-

nomic deceleration.  As you can see in Fig-

ures 1 and 2, only four states have beaten 

budget projections thus far in FY 2017, which 

began on July 1, 2016.  When one also con-

siders that the duration of the current eco-

nomic expansion is approaching the long-

est in US history, we are reminded that the 

next recession may not be far off.   As clients 

consider how to best position their invest-

ment portfolios for the next five to ten years, 

we recommend investors consider whether 

they have a large enough exposure to fixed 

income and municipal bonds in particular in 

order to weather the next economic down-

turn when that day comes. 

 Since our note to investors on De-

cember 1, 2016, where we recommended 

clients consider adding to their municipal 

bond positions given what we saw as 

unique buying opportunity, the municipal 

bond market has recovered solidly.  Long-

term municipal bonds have risen by almost 

3.00% during this time, according to Bar-

clays/Bloomberg indices.  We believe the 

Figure 2. Figure 1. 
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municipal bond market is undervalued at 

these levels and investors are being well 

compensated for the relatively low risk asso-

ciated with the stable to improving underly-

ing credits and issuers in which we invest.  

We continue to see good value in the lower, 

investment grade category and are seeking 

to selectively add to our clients single A and 

BBB rated positions.  The yield curve steep-

ening that occurred during the fourth quar-

ter, as longer term yields initially rose more 

than short-term yields, has created even 

more opportunity for investors to pick up sig-

nificant tax-free income going forward.   

 As our clients know, when it comes to 

investment strategy setting, we are nonparti-

san.  Our singular objective is to position cli-

ent portfolios with the intention of delivering 

the best possible risk-adjusted returns over 

time.  As such, our portfolios continue to be 

positioned in a manner consistent with our 

expectations for slow to moderate econom-

ic growth.  Given the frustratingly slow US 

economic growth, weak wage pressures, 

and disappointing productivity numbers, we 

believe the degree to which interest rates 

can rise from current levels is limited.  While 

we believe a Republican house Senate and 

Administration provides hope that gridlock 

will be diminished going forward.  The pro-

cess of lifting an economy that has strug-

gled to get up off its knees since the Great 

Recession, almost ten years ago, will contin-

ue to be extremely challenging.   While we 

do not expect interest rates to decline signif-

icantly until such time as we experience the 

next economic recession, we believe that 

day is drawing nearer.  Therefore, we be-

lieve investors would be well served to care-

fully assess their current risk exposures and 

plan accordingly.   

 

If you should have any questions regarding this 

commentary or the municipal bond market 

more broadly please do not hesitate to con-

tact me. 

 

Best Regards, 

 

Andrew Clinton 

President 
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