
A Letter to Investors from Darrell Cronk
It’s not what you look at that matters, it’s what you see. 
—Henry David Thoreau

2016 was punctuated by several short bursts of volatility and quick reversals. Early in the year, global financial and commodity 
markets pulled back on worries about four potential Federal Reserve (Fed) rate hikes and China’s potential economic 
weakness. In the end, these concerns failed to materialize, as caution in Washington and Beijing promoted stability. Midyear, 
the “Brexit” vote shocked global markets, but investors soon realized that any repercussions were likely months, if not years, 
away. Finally, the U.S. election drama captivated investors to the very end. If investors were looking solely at these events, they 
would not have seen what was quietly happening in the background — nearly all asset classes were moving higher, some 
significantly so. A year like 2016 reminds us that seeing beyond the day-to-day volatility matters when it comes to investment 
performance.

As we head into 2017, we are looking at the continuation of many trends, but we are starting to see things a little differently.

Five shifts that we believe warrant investors’ attention.
1 For starters, we’re seeing consumers finally enjoying mutually reinforcing positives from employment, housing, and rising  
 wages. Job gains and strength in the U.S. housing market have been supporting household spending. Looking ahead, more  
 sustained wage growth should bolster continued modest economic and corporate earnings growth next year.

2 We also are seeing inflation differently. Throughout this economic recovery, inflation has been subdued and below the  
 historical average. That may be starting to change. We do not yet view inflation as a threat, but it does appear to be  
 trending toward a more historically average rate. In some ways, a normalizing rate of inflation is a positive — one sign of an  
 improving economy. However, if inflation were to continue to rise through 2017, it could cap equity valuations and generate  
 some volatility in fixed-income markets.

3 Higher inflation could change how investors anticipate Fed rate increases in the coming years, a potential negative for U.S.  
 financial markets. Our view is that the Fed will tread cautiously and may allow inflation to run above its target to promote  
 economic growth.

4 Commodity prices appear to have bottomed in 2016, but we don’t see a substantial rebound in 2017. Instead, we expect  
 sideways commodity price action and less volatility. This is typical for commodities at this point of the cycle, as supply and  
 demand continue to rebalance amidst moderate global growth.

5 Finally, we foresee more tremors along geopolitical fault lines. Globalization is broadening from trade in goods to more  
 diverse trade that includes capital investment in new technologies and businesses. As new industries emerge and  
 manufacturing struggles, widening income inequality could fuel political discontent. Democracies worldwide are straining  
 to maintain standards of living for all, and we expect these frustrations to spark bouts of financial market volatility.

With these five shifts as a foundation, we advise investors to consider the following as they chart a course for 2017:
 › Equity valuations may not advance broadly next year; thus equity gains could be more limited and harder to capture in  
 index-replicating strategies. Selectivity may become more important. We think investors will need to be more selective and  
 active within their equity portfolio.

 › The potential for inflationary surprises and geopolitical stresses leads our tactical guidance toward a more conservative  
 emphasis — a change from the past seven years. In particular, we suggest investing in higher-quality assets to help reduce  
 the impact of volatility.

 › Though we do not foresee a U.S. recession in 2017, we are monitoring factors, such as household and corporate debt levels,  
 that could contribute to the end of the current economic expansion. We advise investors to begin preparing by keeping a  
 diversified portfolio that eschews taking more risk for higher yield, and rebalances more often.

 › As the economic cycle matures, qualified investors should also consider increasing allocations to non-traditional or  
 alternative strategies within their portfolios, such as hedge funds and private capital funds, which present attractive  
 opportunities.

We may continue to see unexpected outcomes in 2017. But, investors needn’t be caught off guard by them. It is our view that 
often the signs of change are evident, and it is how we respond to those signs that matters. When making investment choices, 
we think investors should take a broad perspective considering the complexity of the world and the speed at which change is 
taking place. We have titled our 2017 Outlook “Seeing Things Differently” because we want to kick off 2017 by encouraging 
investors to broaden their perspectives.

We are grateful to all of you for being our clients and wish you much investment success in 2017.
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We’ve been through a lot in the first half of 2016. We began January with the worst start to a calendar year in history for 
domestic equities. Concerns about China’s growth rate, slowing U.S. growth, and a new downturn in oil prices had many 
questioning the viability of the recovery and an aging bull market.

A climax of negative sentiment finally arrived in February only to see markets fully recover in April and May to levels 
approaching 2015 highs. We also celebrated the seven-year anniversary of the current U.S. equity bull market in March, and 
by the end of April, we found ourselves in the second longest bull market in history, surpassed only by the bull market from 
1987 to 2000.

Let’s reflect on the five major changes we anticipated in our 2016 Outlook with an eye toward what we expect between now 
and year-end. We believe the five changes we discussed in our December report are as relevant today as they were then.

The first two changes, Changing Consumer Behavior and Change in the Political Landscape, are exactly where we expected 
them to be at midyear. Consumer spending remains the bulwark of U.S. and global economic growth. Despite a tepid start, 
spending is now accelerating at midyear as consumers benefit from lower energy prices and improved labor markets. We 
believe that the consumer is poised to increase spending even more in the second half of this year.

Separately, this election year is shaping up to be one of the more important in recent memory as all three branches of 
government (executive, legislative, and judicial) remain in flux. Divergent views, Washington gridlock, and important 
progress needed on key policy issues mean that investors will need to remain vigilant in understanding evolving political 
agendas and their implications for financial markets. Later in this report, we outline key factors about this election for investors 
to watch.

Last December, we also highlighted a continuing Shift in Monetary Policy. We had expected the Federal Reserve (Fed) to 
moderate its guidance for interest-rate hikes, and we forecast that other major central banks’ easing policy initiatives would 
widen the global interest-rate differentials. That is exactly what has transpired during the first half of this year as tepid growth 
and global instability led the Fed and the markets to downshift their interest-rate expectations closer to our outlook during the 
first quarter of 2016. Simultaneously, the Bank of Japan and European Central Bank continued down their paths of easing 
monetary policy.

Global Economic Transition continues to evolve at a rapid pace. Admittedly, global growth has remained underwhelming 
during the first half of 2016, consistent with the trend of this entire economic recovery dating back to 2009. However, it is 
important to note the resiliency of global growth at just over 3 percent for the past four years, even as it has weathered sizable 
shocks from intense currency movements, the second largest decline in oil prices in modern history beginning in mid-2014, 
and a long-standing extensive decline in emerging-market growth rates.

We expected Growing Uncertainty in 2016 and made recommendations to seek to benefit from it. One of our 
recommendations was to add high-yield bonds to our fixed-income allocations in an attempt to take advantage of the Fed 
remaining on hold during the first half of the year. We have continued to reduce our overall equity exposure within asset 
classes that traditionally have higher volatility and challenged fundamentals, like small-cap equities and emerging markets, 
while still favoring U.S. large-cap equities. In our opinion, heightened volatility and largely sideways movements in major 
equity and fixed-income indices during the first half of the year make it even more important for qualified investors to utilize 
alternative investment strategies such as hedge fund or private capital opportunities focused on unlocking value and 
complementing asset allocation in portfolios.

We expect many of the headwinds blunting progress early this year to turn and become tailwinds in the second half. We see a 
steadying U.S. dollar as favorable once again for profits, and expect the stabilization of energy prices to lift the weight on 
corporate earnings we observed during prior quarters. We also see consumers in a very healthy position and expect spending 
to accelerate in the second half of 2016. Despite those tailwinds, we expect volatility. Upcoming elections, both domestic and 
abroad; questions about future monetary policy; and the need for new sources of fuel for economic growth will create plenty of 
uncertainty during the second half of 2016. That means we’re more likely to experience a bumpy ride than smooth sailing—so 
keep your eyes on the horizon.
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