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The Outlook for the Economy
President Trump was inaugurated on January 20 2017 and there is much speculation among investors as to what
extent his policies will have on the economy and financial markets. At present, he has been working for only four
days yet a few generalizations can be made. He has met with auto, high tech, and a wide variety of corporate
executives in the Oval Office to discuss the importance of making investments in the U.S. to generate jobs at home
rather than abroad. Specifically with regard to the auto industry, he has threatened import taxes if his ideas are
rejected. He has also stressed that corporate taxes will be lowered and many regulations eliminated as positive
financial incentives for business. He has started a process to reinstate the Keystone and Dakota pipelines although
legal challenges will be made in court. He has also started a process to repeal Obamacare, build the wall along the
Mexican border and end sanctuary cities (of which there are more than 300) by removing Federal funds if
necessary. It is becoming obvious that President Trump is an action-oriented President who will attempt to micromanage many aspects of his Presidency. He has also added that he intends to take action regarding high drug
prices by changing Medicare bidding practices and that he is unhappy with defense spending costs such as the F35 fighter plane. His practice of tweeting thought processes shows no sign of abating.
His Cabinet picks and government agency choices are strong independent men and women who in many respects
have voiced opinions different than his in their chosen fields. We mentioned in our January letter the fact that the
Republican controlled Congress will at times disagree with some of his policies and that he will need help from
Democratic Senators where 60 votes are needed to enact certain laws. The Republican Senate majority is only 5248. President Trump believes that economic growth will pick up from the last seven years growth rate of 2.0%, as
measured by real GDP, to approximately 3.0-4.0%, because of lower taxes, less regulation and a major
infrastructure program. One should mention, that the current unemployment rate is 4.7%, monthly employment
growth has averaged 165,000 over the last three months, and that hourly wage growth has risen to 2.9% y/y. The
economy added 2.16 million jobs in 2016, 2.74 million in 2015 and 3.02 million in 2014 with the slowdown reflecting
the tightness in labor market conditions. We have highlighted in past investment letters the low labor participation
rate caused by the lack of skills at a time when 5.5 million jobs are available. Apprentice programs to train workers
are badly needed or changes to more work-oriented college programs. Also the country has a severe drug problem
requiring more drug rehabilitation programs. President Trump mentioned these problems when campaigning and we
would expect him to take action in these areas although they are long-term in nature.
The capacity utilization rate is currently 75.5% and there is room for improvement without immediately raising
inflation. Inflation historically rises at a rate above 82.0%. On January 27, the 4th quarter real GDP will be reported,
and we expect a growth rate of 2.2% versus the 3.2% reported in the third quarter. For the first quarter of 2017, we
expect growth of approximately 2.0% with higher rates as the year progresses. The main impetus to growth will be a
pick-up in capital spending as regulations are removed. The ISM Manufacturing Index rose to 54.7 in December
from 53.2 in November. The ISM Non-Manufacturing Index (services) held steady at 57.2. New orders and business
activity improved as employment growth slowed. At present, producer price inflation is growing 1.6% y/y with
consumer price inflation rising 2.1% y/y. Recent price inflation has increased because of rising oil prices, rents and
medical expenses. If the U.S. dollar weakens from current levels, inflation will tend to increase. At present, import
prices are 1.8% y/y. Overall, the economy is growing steadily with no imbalances.
Our forecast for 2017 is real GDP growth of 2.5%, a CPI of 2.0% and corporate profits up 10.0%.
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The Outlook for the Financial Markets
Over the past month, commodities and equities have continued to strengthen while fixed income securities have
generally been flat after a month of deterioration earlier. The main concern among investors is that while economic
growth might improve, it will be accompanied by higher inflation. Janet Yellen, Chairwoman of the Federal Reserve,
has stated that the Federal Reserve's intention is to raise interest rates three times in 2017. Historically, the Federal
Reserve's interest rate policy has lagged inflation such that it starts to damage the economy and then higher rates
are applied that causes a recession. At present, the federal funds rate is in a range of 0.50%-0.75%. The 10-year
Treasury bond yields 2.46% versus 2.54% a month earlier. Many bond analysts believe that if yields rise above
2.60%, it could trigger a lot of selling that would greatly increase volatility to the downside in terms of prices. Longterm high quality corporate bonds yield 4.19% compared to 4.24% a month earlier while long-term municipal bonds
yield 3.07% versus 3.14%. 30-year mortgage bonds currently yield 4.08% compared to 4.16% last month. Looking
ahead, we would expect 10-year Treasury bonds to reach 2.60% if commodities and equities continue to rise.
Over the past month the CRB Index (433) of commodities increased 2.4% with copper ($271 per lb.) up 9.7%.
Copper is known as one of the best indicators of the direction of the economy so its recent rise suggests further
strength in the general economy. China buys 40% of the world's copper and its fourth quarter growth of 6.8%
suggests that the downward slope of China's economy has flattened. The outlook for 2017 is for GDP to increase by
6.7%. Oil over the past month has been flat at $53.00 per barrel. It is our belief that with the U.S. rig count now
rising again that oil prices will be held in check as many of the shale producers can make money at current prices.
When foreign producers see the U.S. taking market share as they cut back production, there will be a tendency for
countries such as Iran, Russia and Saudi Arabia to break the agreement to cut production. Also U.S. oil companies
are starting to increase capital budgets in the belief that oil prices will move much higher. In the past month, gold
($1210 per ounce) increased 7.0% as many investors believe that inflation will rise. The U.S. dollar index at 100
appears to be in a flattening trend perhaps because of some of the uncertainties raised by a Trump presidency.
Equities, as measured by the S&P 500 Index (2280) increased by 0.7% over the past month while foreign equities,
as measured by the Morgan Stanley EAFE Index increased by 3.0%. Foreign equities lagged U.S. equities in 2016
because of weak economies and the stronger U.S. dollar. They are currently cheaper by valuation than U.S. equities
and in view of the rally in commodities and perhaps by the belief that the U.S. dollar will weaken, have moved higher
in recent weeks. While U.S. equities are historically over-valued in terms of trailing earnings and GDP measures, the
all-time over-valuation record being in 2000, they are still at about 17 times forward earnings on a P/E basis. The
consensus level of earnings for 2017 is $130 per share just slightly above our 10% earnings gain. The sector
differences are enormous in recent months with interest rate sensitive and some consumer staple equities trailing
commodity, cyclical, energy, material and technology equities.
At present, we will maintain our conservative allocation of 50% stocks, 20% bonds, 5% gold and 25% cash. We
believe that the greatest risks ahead lie in trade and foreign policy and also a more than modest increase in inflation.
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