
locating capital in a neutral fashion across the primary asset 
classes. We observe that equity valuations have risen since 
the election and that change at the margin in D.C. may be 
slow to occur. While executive orders can be rewritten as 
soon as the president takes offi ce, new legislation that could 
rewrite the personal and corporate tax code likely won’t be-
come effective until 2018.

While acknowledging the recent rise in interest rates, we 
do not believe that infl ation will become problematic in the 
strong dollar environment that has reemerged. We believe 
the climb in rates will slow, and we envision “coupon-mi-
nus” bond returns this year. For stocks, a higher rate, lat-
er-cycle environment makes additional multiple expansion 
unlikely. We believe that corporate earnings need to grow 
for equities to capture returns beyond the dividend yield. In 
this regard, our outlook calls for 5-to-7 percent bottom-line 
expansion, led by energy and fi nancial sectors.

PASSING THE BATON
Macro Strategy and Domestic Equities

 by George W. Hosfi eld, CFA
 Principal and Chief Investment Offi cer 

Eight years into a bull market, and U.S. stocks have pulled 
off a command performance in 2016. Brexit and a Republican 
sweep of the fall elections were outcomes that few anticipat-
ed, and ones that failed to produce the investment outcomes 
that many predicted. As the political landscape changed, so 
too has the tenor of fi nancial markets. Investors have wit-
nessed a dramatic reversal in bond prices, with interest rates 
surging since last summer and stocks hitting to new highs. 

Consumer and business confi dence measures are up, fore-
telling a better business climate that has economists increas-
ing their GDP forecasts and money managers gauging the 
potential for a long-awaited upside to corporate earnings. 
The Fed’s December rate increase was just the second in 10 
years, but the move acknowledges an economy near full 
employment and one in which rising commodity and labor 
prices are pushing infl ation closer to the central bank’s 2.0 
percent target.

After an unprecedented expansion in the global monetary 
base since 2008, easy money has done its part to keep eco-
nomic growth afl oat. As witnessed by the Fed’s recent latest 
rate hike occurring alongside the changes in Washington, 
D.C., the stimulus baton is being passed from monetary to 
fi scal policy.

Yet to be determined are the executive and legislative details 
of tax reform, infrastructure spending and deregulation; but 
these key initiatives herald the prospect of faster economic 
growth. Against this backdrop, value stocks are outperform-
ing growth stocks and equity leadership has broadened, cre-
ating a fertile environment for active management. We see 
value to be added across sectors, particularly within energy 
and healthcare. 

More broadly, we are maintaining a measured stance in our 
evaluation of the capital markets at this juncture, and are al-
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business-friendly and can be imposed without the consent of 
Congress. Tariffs are “stagfl ationary,” increasing prices and 
slowing the economy. 

The election has made the uncertainty inherent in investing 
even greater, but we believe that change both in Washing-
ton and the economy will be slower than many expect. That 
brings us back to what we know as the current economic re-
ality: slow growth (about two percent annualized real GDP 
growth) and modest-but-increasing infl ation (also at about 
2 percent). Though the economic expansion is now in its 
eighth year, we do not believe a recession is imminent. As 
the economy does not exhibit recession-inducing bubbles, 
the Fed, while now having hiked rates twice, has not mean-
ingfully hit the economic brakes with its interest rate hikes. 
In 2017 we expect modest economic growth of 2-to-3 percent 
and a very slow grind upward in infl ation. While a higher in-
fl ation forecast would normally imply that we expect rates to 
head up, we believe the recent post-election rise in rates has 
been too far and too fast. Given all the uncertainty with how 
events in Washington, D.C., will unfold, we believe it pru-
dent to keep average portfolio maturities and durations tight 
to benchmarks. While we are currently close to benchmarks, 
we believe opportunities will unfold in the coming months 
to shorten portfolios at more attractive levels in anticipation 
of higher interest rates in the long run.
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FIXED INCOME

 by Marc Fovinci, CFA, Principal
 Fixed Income Strategy and Portfolio Management

Tepid domestic economic growth, weaker Chinese growth 
and the Brexit vote kept the 10-year U.S. Treasury bond yield 
below 2 percent for most of 2016. The yield bottomed out at 
1.4 percent in July after the United Kingdom voted for Brexit, 
but markets soon shrugged it off as a relative non-event. U.S. 
economic prospects have subsequently improved, causing 
a gradual march upward in interest rates. The election then 
caused a leap upward in rates, eventually bringing the 10-
year yield over 2.5 percent. The victory obviously surprised 
both political pollsters and the market. The jump upward in 
rates refl ects the markets adjusting to potentially more infl a-
tion and stronger economic growth that would be the result 
of increased defi cit spending. We believe the markets have 
overestimated the potential of these economic policies to be 
fully enacted, as well as underestimating the potential for 
negative policy moves, such as tariffs.

The main economic themes of the president-elect are lower 
corporate taxes, lower individual taxes, higher infrastructure 
spending, higher defense spending, repatriation of corporate 
cash held overseas and across-the-board deregulation. Lower 
taxes and higher spending obviously would expand the defi -
cit and be infl ationary. However, our defi cit is already large 
and many in Congress are strongly opposed to meaningful-
ly increasing the defi cit. The net result is likely to be signifi -
cantly less tax cuts and a more modest increase in spending 
than currently proposed. Low tax brackets for corporations 
and individuals could be offset by dramatic reductions in 
tax deductions and the net result would deliver little fi scal 
stimulus. Repatriation of corporate cash can provide a one-
time lift to federal tax receipts and help support equity prices 
through increased share buybacks, increased dividends and 
increased mergers and acquisitions. Deregulation would add 
grease to the gears of the economy.

Perhaps most signifi cantly, the election results have buoyed 
both business and consumer confi dence on hopes of lower 
taxes, deregulation and stronger economic growth. Higher 
confi dence, by itself, may move the economy more quickly 
as any changes to taxes and spending are likely to take time 
to enact and even longer to impact; most likely not until 2018 
and 2019. Both the incoming Congress and president-elect 
are likely to be business-friendly. However, tariffs are not 
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REAL ESTATE INVESTMENTS 

 by Brad Houle, CFA, Executive Vice President
 Fixed Income Research and Portfolio Management

Commercial real estate fundamentals continued to be strong 
in 2016. Looking at the sectors within the commercial real 
estate, the offi ce market vacancy has dropped to its lowest 
level since the fi nancial crisis. In many markets, this gives 
the property owners pricing power when renegotiating leas-
es with tenants. 
 
Given our outlook for a modestly expanding economy, the 
risk to commercial real estate is increased supply, which 
could potentially put downward pressure on rents. The total 
supply of commercial real estate is quantifi ed by looking at 
the percentage of new supply that is being delivered to the 
market. For example, the average annual new supply that 
was delivered from 2002 to 2009 was 1.5 percent, which was 
not considered excessive. While there was collateral damage 
to the commercial real estate market during the Great Reces-
sion, the crisis was primarily centered around residential real 
estate. From 2010 to 2015, the average annual new supply 
was well below the average. The reasons for this unusually 
slow growth of new supply centers around challenging fi -
nancing stemming from fi nancial company regulation. 
 
In total, commercial real estate is not oversupplied; howev-
er, real estate is a local market and there are regions were 
certain asset classes do have excess inventory. For example, 
high-end rentals in New York have had an uptick in vacancy 
and building owners are having to increase incentives to get 
tenants. At Ferguson Wellman, our real estate investments 
made on behalf of clients are broadly diversifi ed by property 
type as well as region. 

Versus Capital has been the primary vehicle we have em-
ployed to gain private real estate exposure for clients and this 
fund has been meeting our return and volatility expectations. 
An innovator in this sector, Versus is one of the fi rst mutual 
funds to offer exposure to private real estate in an investment 
vehicle that is accessible to many investors, and provides an 
income return that closely mirrors the risk-and-return char-
acteristics of real estate as opposed to publicly traded REITs, 
which is much more volatile. 

MUNICIPAL BONDS

 by Deidra Krys-Rusoff, Senior Vice President
 Tax-Exempt Trading and Portfolio Management

On the heels of the presidential election, uncertainty sur-
rounding future tax policy introduced signifi cant volatil-
ity into what had been a very quiet municipal bond land-
scape, erasing much of the year’s return on municipal bonds. 
Heightened volatility will likely persist as investors adjust to 
new governance and policy changes. 

The outlook for municipal bonds will be greatly impacted 
by potential tax reform and it is too early to predict exactly 
how that reform will play out. To that end, reducing the top 
marginal income tax rates would certainly imply a reduction 
in the demand for municipal bonds, but historically that that 
hasn’t occurred. Restricting or capping the tax-exemption 
would also adversely impact demand, but it would signifi -
cantly constrain the ability of state and local governments to 
fi nance infrastructure projects, which is contrary to a stated 
goal of the new administration. The bottom line is that Con-
gress tends to oppose changes to the municipal bond exemp-
tion due to the outsized negative impact it would have on 
state and local interests. While the municipal tax-exemption 
is sometimes touted as a wealth loophole, the reality is that 
curtailing the benefi t of municipal tax-exemption tends to 
have a larger impact on retirees than on wealthy investors. 
We don’t anticipate any immediate changes, but we will con-
tinue to closely monitor tax reform throughout the next year. 

Municipal yields are at their highest levels since early 2014. 
Though we anticipate some continued pick up in rates, much 
of the move is likely already factored into the current yield 
environment. The basis for this belief is that municipal issuers 
pushed scheduled issuance into late October and November 
to get ahead of the election and the highly-anticipated Feder-
al Reserve interest rate hike. When the bond selloff occurred, 
the heavy issuance and deal balances exaggerated the down-
ward price movement. Heading into the fi rst quarter, heavy 
bond redemptions, maturities and coupon payments should 
boost demand and serve to stabilize the market.

Currently yielding as much, or slightly more than treasur-
ies, we believe that municipal bonds continue to offer quality 
and value and we view recent volatility as an opportunity to 
take advantage of the higher yields.
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DIVIDEND VALUE

 by Jason Norris, CFA, Executive Vice President
 Equity Research and Portfolio Management

2016 was one of the more volatile years for bonds. The 10-
year Treasury started the year with a yield of 2.30 percent, 
but concerns associated with a Chinese growth scare and un-
certainty surrounding with the June Brexit drove yields to a 
low of 1.36 percent on July 8. During that period, equities that 
paid high nominal dividends, such as utilities, telecom, RE-
ITs and consumer staples, did very well as investors sought 
income and safety, while paying little attention to valuation. 
Since that mid-year scare, the 10-year U.S. Treasury yield has 
rebounded to a 2.50 percent yield, hammering bond prices 
and interest-rate-sensitive equity sectors. See chart below. 

Since August, interest rate-sensitive equities have been ex-
hibiting negative performance and excess return over the 
S&P 500 that were built in 2016 were lost in November. 

Therefore, the question for investors entering 2017 in the this 
arena is, “What are the expected headwinds as rates continue 
to rise?” The motivation behind this question is the desire 
for income. As we have shared in the past, the strategy is not 
solely focused on high income, we seek a balance of attrac-
tive current income in addition to income growth.

Like all equity strategies initiated in the last decade, it is hard 
to evaluate expected performance in a rising rate environ-
ment, because interest rates have been in a secular decline 
(e.g., “bond bull market”) since 1981. The only exception 
has been two major upward moves in yields in the last four 
years, occurring in 2013 and the last half of 2016. Below you 
can see the change in interest rates compared to the perfor-
mance of Ferguson Wellman’s Dividend Value strategy.

Because the strategy has a focus on dividend growth and not 
just yield, there is very little correlation between increases in 
rates and negative performance. As a matter of fact, while 
major increases in rates in a short period of time may be a 
headwind, it doesn’t have a dramatic effect on performance. 
As highlighted in the chart, when rates spiked in November, 
dividend value still appreciated in value. With interest rates 
rising due to expected improvement in the economy, the 
strategy should do well in anticipation of improving earn-
ings and cashfl ow. Therefore, with our focus on companies 
growing their dividends, our Dividend Value strategy should 
continue to exhibit solid returns. 

Strategies focused on high dividend yield may lag as interest 
rates rise. However, our focus on yield and growth should 
result in continued long-term value appreciation and income 
growth.

A N  A N N U A L  P U B L I C A T I O N O F  F E R G U S O N  W E L L M A N

Source: FactSet

S&P 500 VERSUS INTEREST-RATE-
SENSITIVE SECTORS 

DIVIDEND VALUE PERFORMANCE VERSUS 
THE 10-YEAR TREASURY

Source: FactSet

Interest-rate-sensitive sectors consist of utilities, telecom, REITs and consumer staples
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INTERNATIONAL EQUITY

 by Ralph Cole, CFA, Executive Vice President
 Equity Strategy and Portfolio Management

As we entered 2016 global growth remained slow, the dol-
lar remained strong and emerging markets remained under 
pressure. We believed slow global growth would persist, 
dollar strength would temper and there would be an oppor-
tunity to increase emerging market exposure. What trans-
pired in 2016 was a nod to the enduring theme of the past 
seven years …  slow global growth. Furthermore, this slow 
growth has been the catalyst for spawning nationalism and 
populism movements across the developed economies as 
manifested with the Brexit vote in June, the election of Don-
ald Trump in the U.S. and the Italian referendum.

In an attempt to combat slow growth, central banks around 
the world have enacted extraordinary monetary measures.  
However without accompanying fi scal stimulus they have 
been unable to spur growth to levels experienced before the 
great recession.

Conventional wisdom (including us at Ferguson Wellman) 
asssumed the Brexit vote would usher in a recession in the 
U.K. and be an impediment to global growth. Fortunately 
this has not been the case. In fact, after an initial selloff on 
the Brexit news, stocks around the world have rallied, par-
ticularly those of a cyclical nature. An explanation for the 
cyclical leadership is evident when one examines the for-
ward-looking purchasing managers index (PMI) for the ma-
jor global economies whivh reveal an anticipated uptick in 
economic activity. 
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China deserves a little closer examination, because at this 
time last year, the health of their economy was a huge ques-
tion mark. As seen in the chart, China’s manufacturing PMI 
has consistently improved since the middle of 2015, but most 
of this improvement has come from increased debt. Despite 
the government’s efforts, growth in China will continue to 
slow, and the long-term concern is that at some point, this 
debt will become a problem. We continue to monitor the 
situation, and have no direct exposure to China. Rather, we 
gain our exposure through multiple funds that perform ex-
tensive due diligence on Chinese companies and have access 
to company management teams.

Japan has been a bright spot in the global rally since the U.S. 
election. The yen has fi nally started to weaken, and this is 
a great tailwind for Japanese exporters. If we are indeed in 
a faster-growth world, the Japanese economy is well-posi-
tioned to benefi t. At present, most of our exposure to the Jap-
anese market is through a currency-hedged ETF. However, 
this near-term cyclical positive is at odds with our negative 
longer-term outlook for the Japanese economy. In the long 
term, we fear that Japan’s outsized debt levels and poor de-
mographics will lead to extreme currency devaluation.

A strong dollar is indeed a headwind for U.S. investors. While 
the stronger dollar is benefi cial to foreign companies that sell 
into the U.S., it obviously hurts dollar returns for U.S. inves-
tors. 2016 was a rather benign year for the trade-weighted 
dollar, up a little more than 2 percent. But since the election 
it is up over 4 percent, and looks poised for more strength in 
2017, which will weigh on returns.

We are currently neutral concerning our aggregate allocation 
to international equities. However, within our international 
allocation, we are overweight Canada, Europe and under-
weight the U.K. and Japan. We believe that international 
markets offer more value than the U.S. market, but this is 
mitigated by the fact that they are also home to some of the 
biggest risks.
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EXPECTATIONS FOR A MODERATELY 
EXPANDING GLOBAL ECONOMY

Source: FactSet



PRIVATE EQUITY

Keystone National Private Equity Funds II, III, IV and 
V are primarily distressed, credit-oriented private equity 
funds. Funds III and VI have returned all committed capital 
and Fund V is on track to do so soon. 

Vista Ridge Diversifi ed Fund is a traditional private equity 
fund-of-funds. The portfolio has been fully committed and 
self-funding since 2011. Nearly all contributed capital has 
been returned. 

HEDGE FUNDS

The Asius Fund focuses on China, India, Korea and South-
east Asian (ASEAN) countries. This fund gives unique ac-
cess to local managers in these respective markets. At pres-
ent, nearly three quarters of the fund are invested in China 
and India to benefi t from the economic rebound in India and 
revival of the A-share market in China. 

Millennium International Management is a market neutral 
multi-strategy product structured around proprietary trad-
ing teams grouped into three main core strategies: relative 
value equity, statistical arbitrage and fi xed income. The fi rm 
employs uniquely restrictive portfolio and risk parameters.
 

Och-Ziff Master Fund is a global institutional hedge fund. 
The fi rm’s global multi-strategy approach seeks to achieve 
consistent positive absolute returns through investments in 
merger arbitrage, long/short equity special situations, cor-
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porate credit, structured credit, convertible/derivative arbi-
trage and private investments. 

Paulson International Fund seeks to construct a diversi-
fi ed portfolio of merger arbitrage positions. It focuses on 
high-quality, larger-spread deals and gears the portfolio to-
ward transactions with competing, higher-bid probability. 
It also focuses on unique deal structures, including stock 
collars, and recently announced bond-exchange offers. The 
Paulson International Fund aims to continue its objective of 
above-average returns that are independent of stock market 
direction. As a note to investors, John Paulson is a member of 
the new president-elect’s economic team.

*May not be appropriate for all investors.
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Last year continued a recent trend of suboptimal performance for the hedge fund industry. In concept, private equity fared 
much better. We remain extremely selective in our limited allocation to alternative investments, but we continue to look both 
nationally and internationally for new partners in private debt and equity, hedge funds and real estate for inclusion in select 
client portfolios. 

The following is a brief summary of some of the offerings in which we have invested as of December, 2016.*

ALTERNATIVE INVESTMENTS 

by Dean Dordevic, Principal
Alternative Assets and Portfolio Management

PERCENTAGE OF ALTERNATIVE 
ASSETS UNDER MANAGEMENT 
HELD BY FERGUSON WELLMAN

Source: Ferguson Wellman


