Second Quarter 2017

Transitioning to a Faster Growth Economy
In the first quarter of 2017, we celebrated the eighth anniversary of this bull market. While perhaps long in the
tooth, we still expect this bull market and economic expansion to continue. As additional data have come in over
the past several months, we have seen increasing support for an economy that is picking up steam. Prior concerns
about a slowdown have shifted to fears of overheating, so we see little probability of recession.
While market volatility has been unusually low, political uncertainty remains elevated, and there are signs of
sentiment becoming overly optimistic. At the time of this writing, we have gone 110 days without a 1% selloff in
the S&P 500 and about 171 days without a 5% selloff. These conditions, coupled with a valuation that is getting a
bit expensive, lead us to believe that there might be a return of volatility this year.
As detailed in our 2017 Outlook, expectations for potential tax reform, infrastructure spending and reduced
regulatory red tape have created tailwinds, behind an economy that already had positive momentum, which are
likely to boost the intermediate-term growth outlook. The risk now, exemplified by the divergence between “hard”
and “soft” data (discussed in the following pages), is that high expectations for potential policy changes may lead
to disappointment if key proposals are not enacted until 2018 or if they are ultimately implemented in an
unsatisfactory form.
In this quarter’s installment, we revisit our expectations for the year in light of recent developments on both the
domestic and international fronts. We consider implications of the Fed’s recent move and present the
opportunities we see in European equities, bank loans, and foreign bonds. We round out our discussion with an
acknowledgement of the risks to our outlook and close with a few words on implementation within a portfolio
context.
We continue to be constructive on markets, but our optimism is tempered by the increasing uncertainty around
the timing and impact of potential drivers of growth going forward.

Global Economy
Diverging Economic Data
While incoming economic data in the first quarter has generally been viewed favorably, there has been a sharp
divergence between weakening “hard” (i.e. empirical) data and extremely strong “soft” (i.e. survey-based) data.
For example, the Atlanta Fed’s GDPNow forecast of real first quarter GDP growth is currently only 0.9% (as of
3/15), yet business and homebuilder confidence surveys are surging. The Duke University/CFO Magazine Outlook
Survey now sits at its highest level since Q2 2004 and the full-time hiring plans of CFOs are the highest in 13
years.
As shown in Exhibit 1, small business optimism, as measured by the NFIB Small Business Optimism Index, has
recently surged to the highest level since 2004, one of the most optimistic readings in the history of the survey.

Exhibit 1. NFIB Small Business Optimism Index

Source: Bloomberg
Meanwhile, as shown in Exhibit 2, the NAHB/Wells Fargo Housing Market Index for March indicated the highest
level of homebuilder confidence since June 2005, despite increasing mortgage rates. This current level of builder
confidence has positive implications for housing starts activity in the second quarter.
Exhibit 2. NAHB/Wells Fargo Housing Market Index and New Single-Family Starts
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One area where there has been little divergence between expectations and present real conditions is the labor
market, which has reported continued strong employment gains throughout the first quarter.
What can explain the somewhat stark contrast between survey-based economic reports and empirical measures of
current economic activity? The most likely explanation is that expectations for pro-growth policy changes from the
Trump administration are sky high. This is a concern since lofty expectations are the most vulnerable to
disappointment. For example, tax reform has been viewed as something of a slam dunk with widespread policy
agreement seemingly in place between the Trump administration and Congressional Republicans. If it starts
looking unlikely that tax legislation will be passed before Congress’s August recess, market optimism may begin to
erode.
Focus on Fed
In addition to expected fiscal policy changes, monetary policy in the U.S. could be a key driver of asset returns
over the remainder of 2017. As expected, the Federal Reserve raised its key interest rate by 0.25% on March 15th.
This was the third such hike in the past five quarters, and the move was strongly signaled by Fed governors in the
weeks leading up to the announcement. The Fed’s continued outlook for only two more hikes in 2017, lack of
change to its long-term forecasts, and a perceived downplaying of near-term inflation concerns had a positive
short-term impact on asset prices following the announcement. However, we believe the Fed could adopt a
notably more hawkish tone if inflationary pressures continue to build in the coming months, especially if fiscal
policy becomes more expansionary.
Beyond near-term Fed policy changes, a looming dramatic shakeup among Fed decision makers may increase
market uncertainty in the coming months. Among potential changes to the Fed’s voting lineup are:
•

Fed Chair – Janet Yellen will complete her term as Chair in February 2018, and it appears unlikely she
will be nominated for another term. She could chose to remain as a governor, but it is expected that she
will step aside. It is rare for Fed governors to stay on for their full 14-year terms.

•

Vice-Chair – Stanley Fischer, a close Yellen associate, completes his term in June 2018. Like Ms. Yellen, it
is generally assumed he will retire from the board when his leadership position ends.

•

Fed Governor – Daniel Tarullo was appointed by Obama in 2009 and resigned his seat effective April
2017. President Trump will select a replacement.

•

Empty seats – two additional unfilled Fed governor positions are set to be filled by the Trump
administration.

•

Atlanta Fed – will be voting in 2018 with a new president. Raphael W. Bostic, a former housing policy
official in the Obama administration, was named president of The Federal Reserve Bank of Atlanta on
March 13th. Little is known about Mr. Bostic’s views on monetary policy.

•

Richmond Fed – A new president will be selected to replace Jeffrey Lacker, who is set to retire in October.

With these likely changes, it appears almost certain that more than half of the twelve voting members of the
Federal Reserve will be new by the middle of next year. Lack of clarity regarding who will be setting monetary
policy is one theme likely to come to the forefront over the remainder of the year. In light of the Trump
administration’s emphasis on economic growth, there seems to be a growing consensus that future appointees will
be biased toward allowing the economy, and inflation, to run hot for some time. Needless to say, the future
makeup of the Fed could have far reaching ramifications for asset markets.
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Equity Markets
Surging optimism over an improving global economic outlook and the prospects for growth enhancing policy
changes in the U.S. helped propel equity markets broadly higher in the first quarter. In contrast to the early
months of 2016, when already weak momentum in the manufacturing sector was continuing to deteriorate,
measured global manufacturing and services activity in the first quarter of 2017 has already hit multi-year highs,
showing little evidence that the positive momentum might fade.
As shown in Exhibit 3 below, the generally positive backdrop for risk assets has led to strong returns for global
equities with emerging markets leading the way higher. One notable laggard has been U.S. small cap stocks, which
are poised to end the quarter significantly behind their large cap counterparts. Small companies moved sharply
higher in the final two months of 2016, so some of this quarter’s performance may be reflective of natural mean
reversion. However, the recent struggles of small caps may also reflect a growing perception that the corporate tax
reform widely expected to boost small cap earnings may not be enacted until next year after Congress works
through healthcare reform legislation and the confirmation hearing for Supreme Court nominee Neil Gorsuch.
Exhibit 3. Equity Market Performance (as of 3/13/2017)
Emerging Market Equities - MSCI Emerging Mkt Index

Q1 2017 %
9.0%

Trailing 1-YR %
20.4%

US Equities - S&P 500 Index

6.5%

19.9%

Global Equities - MSCI All World Index

6.4%

17.1%

Developed Foreign Equities - MSCI EAFE Index

5.6%

10.8%

US Equities - Russell 2000 (Small Cap)

1.2%

27.9%

Source: Morningstar; as of 3/13/2017
Rising Interest Rates Are a Risk
As detailed in our 2017 outlook, our base case expectation was for another solid year for global equities with a few
scenarios that could develop into major headwinds later in the year. A growing risk to equity markets is that the
Fed may move forward with rate hikes faster than the market anticipates.
As of this writing, the yield on the 10-Year Treasury note sits around 2.5%, up only modestly since the beginning
of the year, but testing the highest level of the past three years. The valuation of U.S. equities is at the high-end of
historical norms on many metrics, and continued upward pressure on interest rates and inflation expectations while reflecting improving confidence in future economic growth- could begin to weigh on market returns.
The Case for European Exposure
With investor optimism very elevated over potential policy changes and the growth outlook for the U.S., the
biggest potential for positive surprises arguably now lies overseas in the beleaguered eurozone. Growth in the
eurozone stagnated following the financial crisis but began to subtly improve two years ago when the European
Central Bank embarked on a massive bond-buying program. In the past year, the European recovery consistently
exceeded very modest expectations, a trend we expect to continue. As shown in Exhibit 4, the Citigroup Economic
Surprise Index for Europe has consistently been strong in recent months.
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Exhibit 4. MSCI Europe Index ex UK versus Economic Surprises

Source: Ned Davis Research
This burgeoning recovery has been overshadowed by concerns that it will be derailed by a populist political tide
that will prove more disruptive than Britain’s vote to exit the European Union. However, as of this writing, there
are tentative signs the populist wave seems to be subsiding. Notably, Geert Wilders’s Freedom Party captured
fewer seats in the Dutch parliament than some feared, and recent polls indicate waning support for Marine Le Pen
in the French presidential election.
Should the populist movement prove stronger than recent polls indicate, which admittedly has been the trend
over the past year, and the probability of a dissolution of the European Union begin to increase markedly, it would
likely produce significant volatility for the region’s financial markets. Yet despite this wildcard, the risk-reward of
European equities is currently favorable, supported by economic data consistently surprising to the upside,
diminishing deflationary threats, a still very accommodative European Central Bank and operating margins which
have just begun to recover from cyclically-depressed levels.

Fixed Income Markets
The fourth quarter of 2016 proved to be the worst quarter for bonds in 35 years. Since then, the broad bond
market has continued to decline in the opening months of 2017. The yield on the 10-year Treasury started the year
at 2.45% and has hit levels over 2.60% as investors have priced in further rate normalization. The Bloomberg
Barclays U.S. Aggregate Bond Index has fallen around 0.5% this year, indicating that the market has already
priced in the Fed’s rate hike.
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The Federal Open Market Committee (FOMC) voted to raise rates in their March meeting by 0.25% to a target
range of 0.75% to 1.00%. At the beginning of the year, consensus among investors was that the Fed would hike
rates only twice in 2017, despite the FOMC’s having announced a plan to raise rates three times. However, as
several employment reports have beaten estimates and as inflation continues its gradual trend higher, investors
have adjusted their expectations toward more rate hikes in 2017. As we stand at the end of March, market
expectations match the Fed’s confirmed stance to raise rates two additional times in 2017.
In our annual outlook, we conveyed our anticipation that the yield on 10-year Treasuries would end 2017 in the
2.75% to 3.25% range. Although that might have seemed on the more aggressive end of forecasts, over the first
quarter rates have already neared the lower bound of that range for a short period. Rates received a reprieve when
the Fed confirmed that it does not expect a faster normalization cycle, but we continue to believe that this range is
reasonable and have not made adjustments to our original thesis. However, volatility may increase in the bond
market as central banks gradually become less accommodative, and inflation in excess of expectations could force
the Fed to act more aggressively, which could cause us to widen our expected yield range.
The U.S. economy continues to grow at a steady pace, which has increased moderately compared to last year. This
should provide support for corporate balance sheets, keeping defaults and credit downgrades at low levels. For
this reason, we favor investment-grade credit relative to Treasury bonds, as higher yields may buffer against a
rising rate environment, and we are comfortable with accepting more credit risk given the improved economic
background.
Below-investment grade bonds, or high-yield bonds, had a strong year last year due to a rebound in energy prices
and higher risk appetite among investors. While we do not anticipate a jump in default rates, credit spreads have
narrowed substantially in a relatively short period of time, as shown in Exhibit5. As the additional yield over
Treasury bonds that high yield investors receive for taking more risk has decreased, investors are being
compensated less for the risk they are taking. Year-to-date, these spreads have continued to narrow, especially in
the lower-rated bond issues. One area of high yield that remains relatively attractive in our view is floating rate
loans. These instruments approximate short duration high yield bonds, as they are similar in credit quality, but
stand higher in the capital structure. While we continue to recommend high yield bonds for the purpose of
diversification, their relative attractiveness has decreased, so it may be prudent to reduce overall exposure and
duration to these bonds and choose opportunities selectively.
Exhibit5. High Yield Spread Over Treasuries (1/4/2016 – 3/13/17)
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Source: BofA Merrill Lynch, Federal Reserve Bank of St. Louis
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Municipal bonds have been fairly resilient in 2017. These bonds tend to be more duration-sensitive; however,
given lower issuance in this market, municipal bonds have managed mostly positive returns this year, in spite of
rising rates. Unlike the Treasury yield curve, which saw a parallel upward shift, meaning yields across all
maturities rose in tandem, the municipal market yield curve for AAA-rated bonds steepened. Shorter maturity
bonds saw yields fall, while longer maturity bonds saw yields rise, causing shorter- to intermediate-term muni
bonds to outperform longer-dated bonds. As mentioned above, supply was constrained in the first quarter as
January and February supply were among the lowest levels in a year. Flows into mutual funds reversed from last
quarter and were modestly positive. Relative to last year, issuance should remain lower because the benefits of
refinancing have come down as rates are moving higher. In our view, municipal bonds remain very attractive on a
relative basis for taxable investors.
Similar to Treasuries in the United States, foreign bond prices are mostly down year-to-date as yields have edged
higher abroad. Foreign bonds can offer diversification against inflation and rising rates in the United States. Given
the overall low level of rates globally and the possibility of rate normalization, we believe that the potential for
appreciation is lower. In addition, weakening of foreign currencies could be a detriment to U.S. investors. With
this in mind, we are cautious about allocations to this asset class.
With our forecasts going into the quarter for fixed income slowly playing out, we continue to recommend keeping
duration in the portfolio to buffer equity volatility, but at a level below the benchmark. We still believe a credit
overweight can benefit portfolios as the additional yield received for taking on credit risk can offset principal
losses from falling bond prices. With the economy continuing to improve, defaults should remain muted. We
continue to stress diversification and not having too much exposure in one risk factor such as duration, credit or
sector.

Risks to Our Outlook
General consensus among investors at the beginning of the year was that the current administration’s proposed
fiscal stimulus package would propel the domestic economy out of 2016’s post-financial crisis low of 1.6% growth.
While this sentiment has impressively increased business and consumer sentiment and pushed equity prices to
recent highs, the added confidence has not led to the greater consumer spending or business investment necessary
for sustained growth.
Though some steps have been taken to provide a more advantageous business environment through reduced
regulatory oversight, intentions for a quick implementation of fiscal policy stimulus such as infrastructure and tax
reform have been slow to materialize.
Exhibit6.
The Atlanta Fed GDPNow forecast
(Exhibit6) was significantly lowered in Q1
2017, illustrating that positive sentiment is
not enough. To start the year, estimates for
Q1 growth were at a robust 3.00%, but as of
February, the calculator had a reading of
2.5% growth. As more actual data was
released, the output grew increasingly
bleak. As of March 15th, the Atlanta Fed
GDPNow had lowered its forecast to 0.9%.
This could suggest there are larger
structural forces holding back growth
potential. According to the World Bank, the
muted output could be caused by weak
productivity growth and demographic
pressures.
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Historically speaking, strong survey results alone do not increase the likelihood of future sustained growth. As
shown in Exhibit7, the pronounced rise in survey results, also known as “soft data,” has yet to carry over to “hard
data” in the same magnitude. Though steps have been taken to provide a more advantageous business
environment, actual fiscal policy stimulus such as infrastructure and tax reform are taking longer to materialize.
The longer it takes to enact positive fiscal policy, the greater the potential for sentiment momentum to lose steam,
potentially leading to an unexpected headwind for the economy. The question is how much patience investors will
have for proposed infrastructure and tax reform and what will the market reactions be if the policy falls short in
size or scope.
Exhibit7.

Many are also concerned with foreign policy missteps that may have adverse implications on growth, such as
renegotiation of trade agreements. Trade barriers and tariffs against foreign trading partners could lead to
retaliation, increasing the chances of negative effects on the U.S. economy. To this point, speaking recently to the
G-20, the International Monetary Fund officials mentioned “heightened restrictions on trade or capital movement
would hamper international trade, disrupt the operation of global value chains, deter investment, and reduce
productivity.” Furthermore, in a study during last year’s presidential election, The Peterson Institute for
International Economics, discussed the dangers of widespread import restrictions or tariffs on the domestic job
market. Given the interdependence of global supply chains, they estimated aggressive trade policy and tariffs
could come at the expense of 4 million private sector American jobs.
Lastly, should the Fed be compelled to adopt a more aggressive policy tightening due to much stronger than
expected economic data (likely increasing inflation), this could create a headwind as well.
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Investment Implications
Last year’s slow earnings growth environment supported a tilt in favor of growth stocks over value stocks. With
the economy picking up, we continue to favor growth, but we also see increasing upside for more traditionally
value-oriented groups. Specifically, higher rates and a modestly steepening yield curve should be a tailwind for
financials. Within value, we would be wary of the more interest rate sensitive sectors such as utilities, staples and
telecom. A more favorable business backdrop, coupled with a tax holiday for cash stockpiled overseas, could result
in a pick-up in capex spending. Technology should be a beneficiary of this theme.
In the first quarter, we saw early signs of a resurgence of international investing, with strong performance in both
developed and emerging markets. This comes after a long stretch during which U.S. equities have outperformed
international ones. Higher relative interest rates, coupled with a strong domestic economy, provide tailwinds for
the U.S. dollar to continue strengthening, which can, in turn, be a headwind to international investors as weaker
foreign currencies are converted back into U.S. dollars. However, we see attractive valuations in Japan and
emerging markets, as well as certain parts of Europe. While we would be mindful of the impact of currency, we
still recommend a globally diversified portfolio due to valuation and mean reversion opportunities outside the
U.S.
On the fixed income side, we see yields drifting higher toward the 2.75% - 3.25% range on the 10-year Treasury.
Even in the wake of moderately higher rates, we still believe bonds could serve a valuable role in a client’s
portfolio and recommend maintaining fixed income portfolio duration below the benchmark. With a strong
economic backdrop, we feel comfortable being overweight credit and continue to maintain an allocation to highyield bonds and/or floating-rate notes, given the modest equity outlook.
All of this translates into a backdrop where we see positive equity performance, but with measured gains below
historical averages. Thus, we do not recommend drastic deviations from long-term stock/bond targets. To
mitigate unforeseen volatility in an increasingly uncertain environment, we believe it prudent to retain an
allocation to alternative investments that have low correlations to traditional investments. From a portfolio
implementation standpoint, we continue to prefer managers with flexible investment styles that provide
discretion and the ability to move nimbly within their mandates when faced with the changing circumstances we
anticipate going forward.
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About Tower Square Investment Management
Tower Square Investment Management LLC is an SEC registered investment adviser owned by Cetera Financial
Group. It provides investment research, portfolio and model management, and investment advice to its affiliated
broker-dealers, dually-registered broker-dealers and registered investment advisers.
About Cetera Financial Group®
Cetera Financial Group (Cetera) is a leading network of independent retail broker-dealers empowering the
delivery of objective financial advice to individuals, families and company retirement plans across the country
through trusted financial advisors and financial institutions. Cetera is the second-largest independent financial
advisor network in the nation by number of advisors, as well as a leading provider of retail services to the
investment programs of banks and credit unions.
Through its multiple distinct firms, Cetera offers independent and institutions-based advisors the benefits of a
large, established broker-dealer and registered investment adviser, while serving advisors and institutions in a
way that is customized to their needs and aspirations. Advisor support resources offered through Cetera include
award-winning wealth management and advisory platforms, comprehensive broker-dealer and registered
investment adviser services, practice management support and innovative technology. For more information, visit
ceterafinancialgroup.com.
"Cetera" refers to the network of retail independent broker-dealers encompassing Cetera Advisors, Cetera Advisor
Networks, Cetera Investment Services, marketed as Cetera Financial Institutions, Cetera Financial Specialists,
First Allied Securities, Girard Securities, and Summit Brokerage Services.
Disclosures
The material contained in this document was authored by and is the property of Tower Square Investment
Management LLC. Tower Square Investment Management provides investment management and advisory
services to a number of programs sponsored by affiliated and non-affiliated registered investment advisers.
Your registered representative or investment adviser representative is not registered with Tower Square
Investment Management and did not take part in the creation of this material. He or she may not be able to
offer Tower Square Investment Management portfolio management services.
Nothing in this presentation should be construed as offering or disseminating specific investment, tax, or legal
advice to any individual without the benefit of direct and specific consultation with an investment adviser
representative authorized to offer Tower Square Investment Management services. Information contained
herein shall not constitute an offer or a solicitation of any services. Past performance is not a guarantee of
future results.
For more information about Tower Square Investment Management strategies and available advisory
programs, please reference the Tower Square Investment Management LLC Form ADV disclosure brochure and
the disclosure brochure for the registered investment adviser your adviser is registered with. Please consult with
your adviser for his or her specific firm registrations and programs available.
No independent analysis has been performed and the material should not be construed as investment advice.
Investment decisions should not be based on this material since the information contained here is a singular
update, and prudent investment decisions require the analysis of a much broader collection of facts and context.
All information is believed to be from reliable sources; however, we make no representation as to its
completeness or accuracy. The opinions expressed are as of the date published and may change without notice.
Any forward-looking statements are based on assumptions, may not materialize, and are subject to revision.
All economic and performance information is historical and not indicative of future results. The market indices
discussed are not actively managed. Investors cannot directly invest in unmanaged indices. Please consult your
financial advisor for more information.
Additional risks are associated with international investing, such as currency fluctuations, political and
economic instability, and differences in accounting standards. Emerging markets involve heightened risks
related to the same factors as well as increased volatility and lower trading volume.
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Commodities markets have historically been extremely volatile.
Small cap stocks may be subject to a higher degree of market risk than large-cap stocks, or more established
companies’ securities. Furthermore, the illiquidity of the small-cap market may adversely affect the value of an
investment so that shares, when redeemed, may be worth more or less than their original cost.
A High Yield Fund yield is high due, in part, to the volatility and risk of the high securities market. High yield
funds are also known as “junk bonds.”
Investors should consider the investment objectives, risks and charges, and expenses of the fund carefully before
investing. The prospectus contains this and other important information about the fund. Contact your
registered representative or the issuing company to obtain a prospectus, which should be read carefully before
investing or sending money.
GLOSSARY
Bloomberg-Barclays U.S. Municipal Bond Index is an unmanaged, market-value-weighted index of
investment-grade municipal bonds with maturities of one year or more.
Bloomberg – Barclays U.S. Aggregate Bond Index – which used to be called the Lehman Aggregate
Bond Index, is a broad base index, maintained by Barclays Capital, and is often used to represent investment
grade bonds being traded in the U.S. Barclays Capital (BarCap) U.S. Aggregate Bond Index is made up of the
Barclays Capital U.S. Government/Corporate Bond Index, Mortgage-Backed Securities Index, and Asset-Based
Securities Index, including securities that are of investment grade quality or better, have at least one year to
maturity, and have an outstanding par value of at least $100 million.
MSCI EAFE Index (Europe, Australasia, Far East) is a free float-adjusted market capitalization index that is
designed to measure the equity market performance of developed markets, excluding the U.S. & Canada.
MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to
measure equity market performance of emerging markets.
The MSCI World Index is a free float-adjusted market capitalization weighted index that is designed to
measure the equity market performance of developed markets. The MSCI World Index consists of the following
23 developed market country indexes: Australia, Austria, Belgium, Canada, Denmark, Finland, France,
Germany, Hong Kong, Ireland, Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore,
Spain, Sweden, Switzerland, the United Kingdom, and the United States.
Russell 2000 Index measures the performance of the small-cap segment of the U.S. equity universe and is a
subset of the Russell 3000 Index representing approximately 10% of the total market capitalization of that
index. It includes approximately 2000 of the smallest securities based on a combination of their market cap and
current index membership.
The S&P 500 is a capitalization-weighted index of 500 stocks designed to measure performance of the broad
domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries.
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