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The trend in U.S. Economic growth will average close to 2%. The upside has improved,
but risks have increased. The reasons for slow growth include an aging population, low
labor force growth, high debt levels, and the trade deficit. Since these factors are
structural, neither monetary policy nor fiscal policy will be effective in increasing growth
significantly, except for short periods of time. Improved consumer and business
confidence should boost growth moderately. However, efforts to increase growth late in
the economic cycle could also increase interest rates, which could offset the benefits of
policy changes. Clashes with trading partners could reduce trade and raise import prices,
which would negatively impact growth.
Commodity prices have stabilized but could be range bound for an extended period of
time. The rebound in energy prices has been attributable to lower supply. However,
despite a reduction in supply, inventories are still high and new projects will be coming
online in the next couple of years. Furthermore, the potential for new sources of oil and
gas, especially from shale not only within the US but also globally, suggest long-term
supply pressures as these technologies are replicated. Therefore, energy prices will be
range bound for some years to come. Metals and agricultural commodities also face
excess supply and correspondingly low prices.
Profit margins have been under pressure for some time but could rise if corporate tax
rates are cut. Current earnings expectations indicate that the third quarter marked the end
of year over year profit declines. However, since the energy sector has been the primary
factor in declining profits, the reversal in profit declines should result in a meaningful
profit recovery next year. While high corporate profits have been under pressure from a
strong Dollar and rising interest rates, a cut in the corporate tax rate could be very
beneficial. The stock market has discounted some of this benefit, as the highest tax rate
companies generally gained the most after the election.
Inflation remains low but stabilization in energy prices, growing wages and real estate
pressures suggest a modest pick-up. Oversupply in food commodities has resulted in
significant declines in food prices. The cost of shelter and a variety of other items have
pressured monthly inflation, recently. However, we do not expect a sustained increase in
inflation as most of these factors are cyclical.
Out-performance of U.S. stocks over international stocks, which occurs over long cycles,
appears to be reversing. As we have noted previously, the length and extent of the current
cycle is comparable to past cycles. Past style reversals have begun near market peaks.
Finally, valuations of foreign stocks are more attractive than U.S. stock market
valuations. The recent strength in the U.S. Dollar has hurt foreign investments, but the
consensus belief in a stronger Dollar suggests further gains may be limited, because when
investor beliefs and behavior reach extremes, the favored investment’s performance tends
to fade.
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(continued)
Stock and bond valuations are high, implying low prospective returns. Stock market
valuations remain high as prices have held up and earnings have deteriorated. Thus,
current valuations in the stock market imply that returns over an extended period will be
in the low single digits. The 10 year government bond yield is near 2.5%, implying a
break-even return over a 5 year horizon based on the last 60 years of bond yields.
The recent stock market rally to new highs accompanied by broad participation by stocks
suggests that the bull market is intact. Thus, a bear market or large declines are not
imminent, barring an external event. The current over-bought condition for stocks implies
that a sideways consolidation or correction will occur before another sustained advance.
Value stocks are out-performing growth stocks. Value stocks had been leading the
market before the election, but the rapid advance in value stocks afterwards confirms the
shift out of growth stocks. The shift into value stocks not only reflects better valuations
but also under-owned stock groups such as financials. Furthermore, lower regulation for
the finance sector and higher interest rates offer fundamental upside. As we noted earlier
in the year, investors poured money into low volatility and quality stocks, resulting in
over-valuation and worrisome “follow the leader” investor behavior. Thus, it appears that
these stocks and sectors will under-perform, prospectively, assuming a more “risk on”
environment and shifts into currently out-performing sectors.
Our rebalancing model signaled a shift from stocks into bonds. The model rebalances
when stocks move from a normal 60/40 stock/bond mix to at least 5 percentage points
over-weighted or under-weighted. The last two rebalances were in 2010 and 2013, when
stocks moved to above 65%. The model is a risk management tool for long-term
investors to avoid allowing their portfolio to drift out of alignment with their investment
policy. The model has a mixed record for timing bear markets: half the time the model
reflects ongoing gains in a bull market and half the time that profit taking comes within a
year of the peak. However, over the long-term, portfolios rebalanced in this way have
lower risk, and returns similar to an unadjusted portfolio.
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The Economy Will Continue to Grow Slowly
Economists estimate the U.S. economy grew 1.6% for 2016 before inflation. For 2017,
growth is expected to be 2.2%, which represents a rate above the average for the last 5
years. Structural economic factors such as trade, high debt levels, and demographics
continue to limit sustainable potential growth.
Investor optimism about the economy centers on the overlap between President Trump’s
agenda and the business friendly aims of the GOP Congress. As illustrated below, fiscal
spending, deregulation, and tax cuts should spur growth. However, fiscal spending is a
contentious issue within the Republican Party and may be limited by deficit hawks.
Protectionism and stricter immigration policies would likely be negative for growth.
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Confidence Rises
CEO Confidence increased from 50 in the third quarter to 65 in the fourth quarter. 67%
expect better economic conditions over the next 6 months compared to 25% last quarter.
Consumer confidence improved in November and December with expectations hitting a
13 year high. Small business optimism soared in the last quarter.

As one can see in the table below, while businesses are optimistic that the economy will
improve, few have plans in place to increase hiring or capital spending.
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Economic Expectations are High
Economic expectations are high because of optimism over President Trump’s proposals
to increase economic growth. In addition, economic data has been running ahead of
expectations. The Economic Surprise index illustrated below sums the number of data
releases that are above or below expectations. Last summer the data was coming in below
forecast, and therefore economists lowered their forecasts. Recently, the data has been
exceeding those lowered forecasts. Inevitably, economists will raise their forecasts,
setting up disappointments. Therefore we can expect economic disappointments in the
months ahead.
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The Labor Market is Improving Steadily
Unemployment declined to 4.6% matching the level in August of 2007. While labor
participation remains low, it has improved over the last year.

The tight labor market is pressuring wages.
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Inflation has Remained Well Contained
Core inflation is stable, and the main reason for rising inflation is the end of the decline in
energy prices. The cost of shelter has been pressuring core inflation; however, this
appears to be temporary.

Market Expectations Show a Small Increase in Inflation
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US Stocks and Commodities Lead the Rally
Stocks rallied in November and December along with commodities. Investors cheered
Trump’s policies for growth, while bonds nose-dived on expectations of inflation.
Aggressive risky investments soared with rallies in small company stocks and junk
bonds. However, the US Dollar also gained, offsetting foreign investment returns.
Ironically, the Dollar gains would generally offset the positives of pro-growth policies.
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Stocks Rally in the Fourth Quarter
The broad U.S. stock market (Wilshire 5000) returned 4.5% in the fourth quarter, taking
the returns for the year up to 13.4%. Foreign stocks (MSCI EAFE) returned -0.7% for the
last quarter, ending the year with a return of 1.0%. Domestically, small value stocks had
the best returns, in contrast to large growth stocks, which led the market in 2015, but only
eked out a gain of 0.5% in the fourth quarter. International stocks had good local
currency returns that were largely offset by the strong Dollar. For example, European
stocks gained 10% in the last quarter but losses in the Euro cut those return in half. High
quality stocks under-performed as their defensive characteristics fell out of favor.
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The Profit Recession has Ended
Earnings are expected to grow 3% for the fourth quarter of 2016, which is similar to the
third quarter growth rate of 3.1%. The year over year growth in the second half of 2016
marked the end of declining earnings on a year over year basis. While we have not seen a
calendar year decline in earnings, growth in 2015 and 2016 (expected) has been anemic
(1% per year).
Most of the decline in earnings was attributable to the energy sector, as illustrated in the
chart below; however, earnings for the rest of the S&P 500 was also weak.
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Buybacks have Buoyed Stocks
Stock buybacks and mergers have reduced the supply of stocks and more than offset new
stock issued. This net demand for stocks has positively influenced stock prices. If
companies are allowed to repatriate overseas cash at a low tax rate, a significant use of
cash will be buybacks.
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Valuations Remain High
Long-term valuation measures illustrate that stocks are over-valued. These indicators,
which have a good track record of predicting long-term returns, indicate that prospective
returns will be low.
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Short-term Indicators Show That Stocks Are Overbought
Short-term indicators peaked in December and have moved somewhat lower recently.
The composite indicator illustrated below is complemented by high levels of bullishness.
Therefore, we expect that stocks will either move sideways or down in the near-term.
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Foreign Stock Markets are Cheaper than the U.S.
The U.S. market is the most expensive market using short-term valuations, as illustrated
below. In addition, foreign markets are also less expensive using long-term valutaion
models.
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Value Stocks have Turned the Corner
We have highlighted the relative attractiveness of value stocks over the last year. And
value stocks out-performed sporadically for the first three quarters of last year. However,
the post election rally strongly endorsed value stocks, as financial stocks, one of the
laggard value sectors, took off.
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Bonds Prices Suffered as Interest Rates Soared
Interest rates climbed in November and bond prices fell. Interest rates on 10 year
municipal bonds climbed from 1.73% before the election to 2.57% at the beginning of
December. Taxable bonds had a similar rate rise.
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Post Election Carnage
The election results drove expectations of higher inflation, pushing interest rates higher,
resulting in price losses for virtually all bonds.
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Bond Market Expectations are for Rising Rates
Interest rates have risen rapidly over the last two months, reflecting higher growth and
inflation expectations. In addition, investors expect the Federal Reserve to raise shortterm rates at least two times in 2017. The chart below illustrates that bond investors
currently expect short-term rates to rise approximately 0.5% (50 basis points), while 10
year rates are only expected to increase by 15 basis points.

PARAGON
CAPITAL MANAGEMENT

Rising Rates Challenge 30 Years of Declining Rates
Investors have been expecting rates to rise for years. While the long-term trend has been
down, large increases have occurred periodically, generally because of cyclical factors. In
order to breach the upside of the channel depicted below, rates would have to rise above
approximately 2.7%. Since the decline in rates has been a function of structural factors
such as demographics, a shift would imply a tectonic shift in global economics.
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Bonds are Oversold
The large and rapid rise in interest rates was historic, with November marking the worst
sell-off in bonds in 30 years. Generally, sharp sell-offs are followed by a reversal,
although sometimes reversals are short-lived. As illustrated in the second chart, investors
have begun adding to their bond holdings in 2017.

