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As we enter 2017, the world, and the U.S. in particular, is 
about to experience a shift in ideology greater than       
anything since the Reagan revolution of 1980. Reagan 
swept into power when the top marginal tax bracket was 
74% and the perceived strength of the U.S. was greatly 
dismissed after the oil embargo and failed military         
operations (IRS.gov). 
 
In many ways Donald Trump is no Ronald Reagan but his 
ideas, and importantly, the ideas of his cabinet members, 
are just as revolutionary as the ideas the Great Communi-
cator brought to the Oval Office. I have little doubt that 
growth is going to rise to levels not seen in the last two 
decades; whether that leads to a prosperous new era in 
America is yet to be determined.  
 
Animal Spirits is a term coined by Keynes in his 1936 
book on economics referring to behavioral patterns of   
individuals and companies. When unleashed, risk taking is 
unfettered and opportunity is widespread, 
leading to bubbles or in the infamous 
words of Alan Greenspan, "Irrational   
Exuberance." Following the weakest post
-recession economic growth in our      
history, policies that encourage           
individuals and corporations to put capital 
at risk and generate growth are being 
enthusiastically received by the markets. 
The appreciation of the Dow Jones      
following Trump's election is the strongest of any        
President-elect in U.S. history. Consumer confidence is at 
a 15-year high and Small Business Optimism is at the 
highest level since 2003. Our job is to determine if the 
market is getting it right and how best to participate.  
 
At PCM we are making 3 predictions for the coming year 
and identifying 3 risks to continued economic and market 
growth. Some could be viewed as consensus with others 
a bit more bold. PEOTUS does not mask his intentions, for 
the most part we know what we are going to get. We just 
do not know how the markets, domestic and global, will 
react.  
 
Prediction #1 - U.S. equites outperform global equities . . . 
Again. 
The tailwinds for U.S. outperformance is greater today 
than any recent year. The U.S. has outperformed each 
year since 2010 and we do not see a break in that streak. 
The U.S. has the best risk/reward relationship and could 
be considered the only "safe haven" for growth investors. 
The shift from "monetary stimulus" to "fiscal stimulus" will 
be massive and should produce exceptional results in first 
half of 2017. The MAGAt (Make America Great Again 
trade) should drive equity prices higher in 2017. If U.S. 
stocks could outperform during a profit recession over the 

last 18 months, it stands to continue when profits begin 
rising next year. The end of year run up is likely bringing 
2017 gains into 2016 but we still see the S&P ending the 
year around 2475 or 9% higher. Sectors benefitting from 
proposed Trump policies constitute over 40% of the S&P 
while sectors coming under pressure are less than 20% of 
the index. 
 
Prediction #2 - U.S. Dollar breaks out. 
The combination of personal and corporate tax cuts and 
infrastructure spending should increase GDP growth and 
keep pressure on higher yields. Attractive yields with  
modest monetary tightening in contrast to monetary    
loosening in Europe and Asia should chase capital to the 
U.S. and drive the greenback higher; potentially much 
higher. We expect the USD to break parity with the Euro 
and exceed 150 on the Yen. 
 
Prediction #3 - China goes bust. 

We predict a hard landing for China in the  
second half of 2017 that will become the 
greatest headwind for global growth next 
year. We have observed the spread on 2-
year swaps spike 60 basis points recently  
consistent with the 2014 slowdown. The 
shift in China from producer to consumer 
will not happen fast enough and force the 
PBoC to move to rapidly devalue the   
Yuan. Expect Chinese debt-GDP ratio to 

swell from 260% today to over 300% before 2017 ends. 
China will lose the ability to finance the "One Road One 
Belt" initiative and focus on repairing the country's balance 
sheet while driving down emerging markets. 
 
The rosy outlook for 2017 has significant risks: 
1. Short-term rates rise too fast and cause an inverted 

yield curve signaling an impending recession.  
2. The dollar appreciates too much and halts exports 

causing profits to fall.  
3. Trump starts a trade war with China with a 5% tariff on 

imports and everyone loses.  
 
We lean towards risks being averted in 2017 and MAGAt 
generating profits particularly is select sectors. We       
recommend staying far from interest rate sensitive sectors 
like Utilities, Real Estate, and Telecom as they will likely 
suffer from policy initiatives. Financials should lead as the 
yield curve steepens and profits rise. Healthcare looks 
attractive as it remains on if the few sectors with pricing 
power as inflation picks up. We also like technology as 
there simply are not enough shovel ready jobs to benefit 
industrials in 2017 but investments in productivity will rise 
sharply.  

2017  

Forecast 
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 Going Long Populism 

 
Rolling Back Regulation 

 
A Cross Section of Market Returns 

 

There has been a global move towards 
supporting government officials with 
strong populist views.  Portfolio       
managers are working overtime in    
considering what the global and U.S. 
economy look like today and what they 
are likely to look like with a populist 
bent.  The U.S. economy today can well 
be summarized by the Deutsche Bank 
Global Markets Research chart. The 
share of wealth for the bottom 90%   
according to income level has gone 
from 35% to 22% while the share of the 
top .1% went from 5% to 22%, reaching 
parity with the bottom 90%. In response, 
under a Trump administration, investors 
may anticipate reduced corporate taxes, 
less government regulations, and a  
rising rate environment.  Global trade is 
likely to change, lending itself to U.S. 
firms with the majority of their revenue 
derived inside the U.S. borders. 

 If we’ve learned anything so far from the 
November election results, it is that  
certain asset classes have done       
remarkably well while others have not. 
We found it interesting to examine   
sector and factor returns across the 
U.S. equity market. The table below 
provides the year-to-date returns for 
select sectors and factors. As you can 
see there is a wide range of              
performance, depending on which   
segment of the market you chose to 
invest. While the headlines have    
pointed to the overall rise of the equity 
markets as a whole, there were pockets 
of outperformance and underperfor-
mance (i.e. a rising tide didn’t           
necessarily lift all boats evenly). The 
asset allocation decision certainly 
played a role in overall portfolio        
performance.  

 

 Given potential changes to policy 
and taxes, investors may consider 
avoiding or reducing allocations to 
broad cap weighted indexes given 
meaningful exposure to mega cap, 
multinational U.S. corporations.    

 Trump’s policies may drive debt  
levels higher, supporting investment 
in infrastructure and defense      
sectors. 

 Spending on the defense industry is 
likely to have limited impact on U.S. 
GDP growth as defense has played 
a smaller part in U.S. GDP.   

 Small companies may benefit from 
Trump’s proposed changes to the 
corporate tax rate. 

 Overall, the clear winner from the 
election results were financial 
stocks. The sector benefited    
considerably on the prospect of 
gradually rising interest rates, 
which is a positive for banks and 
lending institutions.  

 Conversely, healthcare stocks 
were pushed lower against a 
backdrop of uncertainty            
surrounding the Affordable Care 
Act (i.e. Obamacare). It remains to 
be seen what changes the new 
administration will bring to the law, 
but there has been talk of         
repealing and replacing the      
current legislation. 

 

Nowhere will the change in Washington, 
DC be more dramatic than the regulatory 
environment under President Trump who 
views over-regulation as the enemy of 
economic growth. There is plenty of hard 
data to suggest the regulatory burden in 
the US has, in fact, stifled growth.      
According to the Mercatus Center,     
regulatory compliance cost over $4    
trillion per year. Regulatory costs have 
reduced annual GDP growth by         
approximately .8% per year and equates 
to more than the entire economies of 
Germany or the U.K. Trump believes 
reducing the regulatory burden will also 
make American companies more     
competitive globally which will add to 
growth. Streamlining bureaucracy and 
eliminating outdated regulations         
accumulated over decades should make 
the US more business friendly and    
encourage new investment. 

 Healthcare reform or repealing 
Obamacare has been stated to be a 
top priority for the PEOTUS. The 
Affordable Care Act has dispropor-
tionately impacted small business 
who welcome the relief.  

 The financial sector probably 
stands to benefit the most with   
proposed repeal of Dodd-Frank. 
There is hope a compromise can be 
found to limit the risks banks can 
take without completely separating 
banking and investing. 

 Energy production in the US will 
benefit from rolling back regulations 
that have hampered everything 
from oil refining to off-shore drilling. 
The EPA will look very different  
under the new leadership.  

Year To Date Returns (as of 
12/27/16) Source: Ycharts.com Return 

Financials 24.48 

Industrials 21.70 

Discretionary 7.71 

Staples 5.67 

Healthcare -1.80 

Low Volatility Stocks 10.67 

Small Cap Stocks 21.55 

Momentum Stocks 6.70 

S&P 500 Index 13.37 
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The December reading for consumer confidence was the   
highest since August 2001 (Conference Board).  The          
Conference Board said that the index reflecting consumer   
confidence rose to 113.7 in December, up from a revised 109.4 
in November.  The Board continued that the surge in optimism 
was most pronounced in older consumers.  The chart below, 
provided by the Conference Board, shows their index of      
consumer confidence, demonstrating the pronounced increase 
following the election.  The Director for the Board, Lynn     
Franco, pointed out that consumer’s continued optimism will 
depend on whether or not their expectations are realized.   
Supporting the Conference Board’s findings, the University of 
Michigan found that consumer sentiment is higher than at any 
point in close to 13 years.  The index rose 4.7 points since  
November.   The Michigan survey’s chief economist pointed to 
consumer’s expectations of policy changes under Donald 
Trump.     

Macro View – Consumer Confidence Surging  

 
Holiday spending is expected to surpass $1 trillion dollars for 
this past season.  This would represent approximately a 4% 
increase from the 2015 holiday season.  The chart below from 
Factset provides the year over year earnings estimates of   
subindustries often impacted around the holidays.   Seven of 
the thirteen retail subindustries are predicted to report earnings 
growth in the fourth quarter of 2016, led by Internet and Direct 
Marketing Retail, Food Distributors, and Home Improvement 
Retail.  Expected to report a decline in earnings include Home 
Furnishing Retail, Hypermarkets and Super Centers, and Food 
Retail.  Retail cannot be discussed without mention of Amazon 
In total, Amazon said it shipped more than 1 billion items this 
holiday, making it the largest-ever season for sales.  Further, 
comScore reported that the total number of visits to Amazon 
for the season was greater than eBay, Wal-Mart, Target, and 
Kohl’s combined. 

Taking Stock – Retail Records 

Just when commentators and economists seem to be throwing 
in the towel on bonds, a data point suggests that may not be 
where the "smart money" is going. Bond yields have spiked 
following the Presidential election as the market attempts to 
adjust to higher growth, higher inflation, and rising yields. The 
damage has been real as the yield on the 10-year US Treasury 
bond has risen nearly 60% since November 8th. The higher 
yield has meant a near double-digit decline in the value of the 
bonds guaranteed by the US government. Recently however, 
large institutional or commercial traders have taken very large 
positions in these bonds believing rates have risen too far. This 
represents one of the largest bets these traders have made in 
two decades suggesting a better environment to sell bonds 
may be in the future.  

 

Technical analysis can often be boiled down to gauging   
sentiment on the markets. People invest according to what 
they expect the future to hold (sentiment) and those         
expectations create a herding where funds flow in the same 
direction driving prices higher or lower. Changes in sentiment 
have been dramatic since the election, particularly among 
Small Business Owners. Nearly 20% of all Americans work 
for companies with fewer than 50 employees and these 
same firms are said to create nearly 50% of all new jobs 
(census.gov). The Small Business Optimism index spiked in 
the latest reading and is approaching a post-recession high. 
The Future Conditions registered the strongest gains       
suggesting additional hiring and investment in that part of the 
economy. Consumer Confidence recently registered at a 15-
year high which is bullish for growth in the economy and  
rising profits for companies. 

Fixed Income – A One-Sided Bet Technical – Getting Sentimental 
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Rising Rates and Fixed Income Investing 

Much has been made recently about the possible future 
path of interest rates, particularly in light of the new   
presidential administration that assumes control in      
January. Ever since the financial crisis of 2008, interest 
rates have basically gone in one direction – down.  Many 
policy makers and investment analysts consider our cur-
rent position as an inflection point. Ever since the        
hyperinflation of the late 1970s through today central 
bankers (i.e. the Federal Reserve) have tackled inflation 
through monetary policy. In fact, ever since the double 
digit inflation of almost 40 years ago, the central bank has 
pushed interest rates more or less lower, with obvious 
ups and downs along the way. 
 
This backdrop of falling rates has been a boon for fixed 
income investors. Over the past 40 years, the returns 
from fixed income investments such as bonds have    
provided highly attractive total returns (income from    
coupons plus price       
appreciation) on a risk  
adjusted basis. The worst 
returns from bonds were 
not all that bad relative to 
stocks. The worst years for 
fixed income were tolerable 
and annual losses, or those 
years where bonds        
registered negative returns, 
were few and far between. 
Furthermore, any losses 
were quickly recovered 
through subsequent price 
appreciation the following 
year. 
 
However, today the story is 
a bit different. We are     
essentially at a lower 
boundary for interest rates, 
unless the Federal Reserve 
begins a negative interest 
rate policy, which we find highly unlikely. Under that   
scenario banks would have little incentive to lend and 
economic conditions would deteriorate. The most likely 
path forward for interest rates, in our view, is a gradual 
increase after four decades of declining interest rates. 
This scenario, if played out, will pose a challenge for fixed 
income investors. 
 
Taking a step back, it’s important to understand why 
higher interest rates pose a challenge for bond investors. 
While it’s true that higher rates will provide higher current 
income, it’s also true that higher rates will lead to lower 
bond prices in the short term. This effect – that higher 
interest rates suppress bond prices – is called duration. It 
measures the price decline for a bond, given a modest 
move up in interest rates (and vice versa). For example, if 
a bond has a duration of 7, then a one percentage move 
up in interest rates will result in a decline of roughly 7% in 
the price of a bond. 
 

For fixed income investors with a long time horizon, or 
those who hold a bond until maturity, this price decrease 
might not be that worrisome. After all, if you hold a bond 
until maturity, you should get your principal back, barring 
any default. But for investors who own portfolios of 
bonds, or baskets of fixed income securities, price       
declines in short term can pose a challenge. We have 
seen this play out recently since the November election 
of Donald Trump. The benchmark 10-year interest rate 
has risen sharply in a very short period of time. As fixed 
income investors are painfully aware, the price of bonds 
collectively have surrendered some trillion dollars in price 
declines as a result (Reuters). 
 
Our advice is not to abandon fixed income as an asset 
class altogether. After all, bonds are an important part of 
an overall asset allocation strategy. We would suggest, 
however, being very mindful of how your fixed income 

exposure is allocated 
across various markets. 
The two most important 
determinants of fixed   

income returns are 1)     
creditworthiness and 2)  
interest rate risk (the   
aforementioned duration). 
In today’s market, fixed  
income issued by the U.S. 
Treasury is considered the 
most creditworthy.        
However, these bonds also 
tend to carry the greatest 
interest rate risk.           
Conversely, less creditwor-
thy bonds typically pay 
higher coupons and thus 
have lower duration, but 
also entail a greater risk of 
default. 
 
We would suggest blending 

several fixed income exposures together into a larger 
portfolio in order to manage interest rate and credit risk. 
This resulting portfolio would be a blend of U.S.        
Treasuries on one end of the spectrum and higher     
yielding bonds and perhaps dividend paying equities on 
the other end of the spectrum. We would then suggest 
scaling your capital allocation by risk exposure. This way, 
if a credit event occurs or interest rates jump higher, 
there is a framework in place to rotate across different 
sectors of the fixed income market. This doesn’t ensure 
against losses, but using such a strategy can help       
mitigate unforeseen events. Likewise, have a discipline in 
place to “step aside” into cash if needed. While this will 
lower current income, it could help dampen losses on the 
downside. In addition, if returns across all fixed income 
sectors are highly correlated, consider using a short    
position to the broad bond market to maintain some    
minimum level of diversification. 

Clint Pekrul, CFA  

A Comprehensive Fixed Income Solution 
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Did You Know? 

There were not very many details provided 
about specific policy direction while Trump 
campaigned. Make America Great Again might 
have been a slogan that resonated with 

enough voters to get him elected but does not give 
much insight into how that will be pursued.  
 
The main themes of the campaign were: (1) Monetary 
stimulus (cutting personal and corporate taxes and   
infrastructure spending); (2) reducing the regulation US 
companies face including Obamacare; and (3)             
re-negotiating trade deals with foreign partners to be 
more favorable for America. With Republicans         
controlling Congress we expect changes to be          
implemented quickly.  
 
The Financial sector has been the early winner climbing 
20% since the election on expected regulatory relief. 
Higher interest rates will increase profits for banks and 
provide much needed relief for insurance companies. I 
particularly like regional banks with strong balance 
sheets and insurance companies that have a global 
presence.  
 
Healthcare should also benefit from changes in    
Washington although I would steer clear of health     
insurers or hospitals until clarity on repealing the ACA is 
provided. Big Pharma and biotech look most attractive 
as companies will likely see smoother sailing with the 
FDA and less focus on drug price controls. Many of 
these companies have compelling valuations. 
 
Technology should be a beneficiary of increased       
optimism and potential catalyst for higher capex    
spending. The immediate impact on technology      
companies will be greater difficulty securing temporary 
visas to work in the US, but a work-around will be found 
and tech profits look to climb substantially in the coming 
years.  
 

 
As we mentioned before in the Moving the 
Markets section, equities were the clear     
winner for 2016. What is interesting about  
equity returns this year was the rapid pace 
with which equity markets moved higher to 
close out the year. If you look at the broad 

based S&P 500 Index, the year to date performance 
through November 8th (the day before the election) was 
a mere 6.6%. But over the course of just 49 days, the 
S&P 500 Index roughly doubled its return, post-election.  
This rapid movement drives home the importance of 
being invested at all times. If you were on the sidelines, 
you very well could have missed the rally completely. If 
you look at the Dow Jones Index, the pace of the rally 
was even more pronounced, given the index’s weight to 
financial stocks. As far as market cap goes, small cap 
stocks trumped their larger cap counterparts for the 
year. We currently maintain a dedicated small cap    
exposure in our U.S. Growth portfolio. 
 

The biggest economic change resulting from 
the election will be the focus on increasing 
growth. Monetary policy has failed to achieve 
demand growth so the economy has muddled 

through even with 0% interest rates for 6 years. Tax 
cuts and infrastructure spending should generate much 
higher growth but we do not know at what cost to the 
deficit.  
 
Higher GDP growth will force the Fed's hand with     
respect to interest rate hikes as the market has already 
aggressively begun pricing in. The industries who have 
benefitted the most from historically low interest rates 
will be the first to feel the squeeze of rising rates on 
their earnings. Specifically, companies that traditionally 
carry large amounts of debt will be under pressure.  
 
Utilities are the most vulnerable and not surprising they 
are one of the few sectors to be nominally lower since 
Nov 8th. Utilities were often held in lieu of bonds so  
rising rates become competition to utilities who carry 
the highest level of debt on their balance sheets.  
 
Real Estate investment trusts or REIT's are also very 
interest rate sensitive and are vulnerable to expected 
changes in the macroeconomic outlook. Multi-family 
housing prices are at historical high levels and many 
suggest that corporate real estate, often held in REIT's, 
are in a bubble given recent price appreciation. The  
entire real estate sector should be approached with 
caution. 
 
Last bit of advice, tongue in cheek as it is hard to      
implement, is to stay away from companies Trump 
tweets about when he gets angry.  
 

 
As we mentioned in the spotlight section, the 
clear loser for the year is fixed income. While 
the broad based BarCap Aggregate Bond 
Index, which measures the performance of 
the investment grade bond market, was  
higher by roughly 2.4% for the year, the 

spike in yields after the election was painful. From    
November 9th through the end of the year, the          
Aggregate Index dropped roughly -1.5%. The fall in 
bond prices is likely to exacerbate if interest rates    
continue to rise over the next year. On a different note, 
high yield bonds, which carry higher coupons, actually 
delivered impressive results for the year. The BarCap 
High Yield Bond Index was higher by roughly 13% for 
the year, despite the move higher in interest rates.  
 
In addition, asset classes overseas faced headwinds in 
the latter half of the year. While still positive for the 
year, emerging markets are lower by roughly -3%    
post-election. Much of this decline is due to a material 
move higher in the U.S. dollar. 
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Which asset classes or industries are 
likely to struggle? 

Q: Q: Which asset classes or industries will 

benefit from a Trump Administration? 
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As of 12/29/2016 

As of 12/29/2016 

As of 12/29/2016 

As of 12/29/2016 



 

Copyright 2017 © Peak Capital Management, LLC, All Rights Reserved          7 

PCM Report January 2017  |  Volume 8, Issue 1 

This material is for general information and education purposes. The information contained in this report represents the opinions of Peak Capital    

Management, LLC, as of the report date and does not constitute investment advice or an offer to provide investment management services. Before 
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