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FIRST QUARTER 2017 MARKET WRAP UP
Markets continued their strong performance for the first three months of the quarter and closed out with solid gains for U.S. Large
and Mid-Cap asset classes. In addition, international markets performed surprisingly well. Earnings for the largest U.S. corporations
appear to have returned to growth after several quarters of contraction—a positive signal for the upcoming 3 to 5 quarters.
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We are encouraged the Federal Reserve has committed to
returning monetary policy to a normal stance. With one interest
rate hike behind us (March 15, 2017) and the likelihood of two
more before the end of the year, the Federal Funds target rate
should end up at 1.5% heading into 2018. Combining these
interest rate hikes with the Fed signaling a shrinking balance
sheet as its holdings mature, the U.S. economy will finally be
able to get out of the post financial crisis mindset.
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Politically and legislatively we believe the worst of candidate
Trump’s trade rhetoric will not become a reality—we do not see
a trade “war” looming on the horizon. Discussions with both
Mexico and China will be more publicity than substance and
some minor concessions will be offered and pocketed by the
United States. However, there will be no major tariffs that might
harm U.S. economic growth.
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HOW LONG CAN THIS BULL MARKET RUN?
T
he market low of March 2009 seems like a
millennium ago and this market expansion has now
reached 8 years (the second longest dating back to
World War II). The average bull market is 4.3 years (using
S&P 500 returns from 1926 through 2016). Time does not
kill the bull—recessions do. By that metric we should have
some continued growth ahead as the general outlook of
most economists is for slow but steady growth through
2017. Bear markets last an average of 1.3 years (using
S&P 500 returns from 1926 through 2016).
What should you do if you think we are wearing rose
colored glasses and there is a correction (-10%) or a bear
market (-20%) in the near term? A three part answer:
First, if you are relatively young (60 or less), still working
and therefore have a long life expectancy, you should not
change your asset allocation for the long-term plan. The
pullback will be manageable, albeit unnerving at points.
Making emotional decisions will likely cause you to make
the wrong choice at a critical time.
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Second, if you are planning on retiring in the next 2-3 years
and are concerned about the unknown but likely inevitable
decline, ask yourself the following questions: How much liquid
and fixed income holdings do I have to enable me to ride
out the downturn? Can I retire a bit later to simultaneously
delay my transition to drawing down assets and add to
both my portfolio with 401K contributions AND increase my
Social Security payment? If yes, you can consider adding to
your cash and fixed income holdings now but recognize that
retiring early means that you may well have a 15 to 30 year
retirement period and therefore need stock exposure for
growth over this time.

“Time does not kill the bull—recessions do.”
Third and finally, if you are retired, you have likely
already reduced some of your stock exposure and should
realize that you have taken the necessary steps to allow the
market time to recover without your retirement plans being
significantly impacted.

PROMISES MADE AND NOT YET KEPT
Circular firing squads have predictable
outcomes and the Republicans failure (as
of this writing) on the ACA (Affordable
Care Act) repeal and replacement has
two negative impacts for markets and our
clients. First, the ACA remains in force
but with an increasing lack of choice for
many of our citizens as insurers exit the
exchange (individual) market. This places
those remaining insurers in the position
of having a less healthy insurance pool,
increasing expenses and thus a need to raise
premiums. This failure to get legislation
out of the House of Representatives to
begin the process means that when (and

preservation is a powerful incentive
and by the fall, the 2018 mid-terms
will be looming large in the mind of all
incumbents. Thus we expect to see health
care reform out of the House by June and in
some form of legislation by Labor Day.
The impact? Tax reform for 2017 will
be late in the calendar year and therefore
muffled in impact. Any large, beneficial
impact will be in 2018 and beyond as there
is a time lag of 12 or more months from
passage to the actual stimulation showing
up in the economic data. We still believe
that both the corporate and individual tax
structure must be addressed simultaneously.

actuarially, it is not an “if ”, it is a “when”)
the state exchanges collapse, we face the
worst time to make legislative decisions—in
a crisis.
Secondly, the proposed legislation
would have given the tax reform writing
committees funds to utilize in reforming
and simplifying the U.S. tax code. This
became harder when some elements of
the Republican Party couldn’t take yes
for an answer. Its delay will be the largest
headwind for markets to advance against
for the next 3-5 months as most (all?)
market participants expected the focus to
shift to tax reform in the springtime.
However, both of these will ultimately
get accomplished. Electoral self-

If the majority party is smart, it will
provide a deduction amount not tied to
specific economic activity but rather allow
tax payers to use the deduction as their
situation dictates. For example, those with
high state income taxes may prioritize that
deduction over charitable deductions, while
renters obviously have no current use for
the mortgage interest deduction.
The benefit of not trying to take on
all special interests is that an agreement
should be easier to reach. If you believe in
free markets and economic efficiency, why
not apply that on an individual taxpayer
basis and let them decide what deductions
they value rather than having a faction in
Washington select winners and losers?

PRESIDENT'S

COMMENTARY

As advertised, promised or
threatened, the situation in America
certainly is not dull. My thoughts
on the first quarter are not on the
success, failure or learning curve of
the new administration but rather
on the real impact of some less
than headline events that have the
potential to change the “animal
spirits” so vital to the U.S. economy.
The first critical item to notice is
that outside the DC beltway, single
family housing starts and permitting
are at a high last seen in September
2007. The trough in residential
construction is over and that bodes
well for household formation and
durable items purchases.
Secondly, U.S. active oil rig count
has increased by 123 rigs and
domestic production is back above
9 million barrels per day and will be
approaching 9.5 MBD (Million Barrels
per Day) by Labor Day. Given that
energy expenditures account for 22%
of after tax income for the lowest
quintile of U.S. households, this oil
production will keep a lid on the price
which will directly benefit the two
lowest income quintiles. OPEC has
failed to drive prices substantially
higher with its production quotas.
Finally, the labor force participation
rate has risen 1.1% for the core
working age group of 25-54 year
olds. It sounds “small” but represents
almost 1.2 million individuals
rejoining the labor force.
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BONDS DON’T PAY “MUCH” SO WHY OWN THEM?
In line with the discussion of bull and bear
markets on page 2, the relative benefits
of bonds in your accounts/portfolio are
worthy of a revisit. The primary purpose
of an allocation in your portfolio to fixed
income is stability (Vanguard’s term is
“ballast”—also descriptive). Investment
grade bonds are not highly correlated to
the stock market and they not only return
income but retain value in a period of
increasing stock volatility.

A recent study by Vanguard rank ordered
16 asset types for their performance in
periods when U.S. stock returns were in
the bottom 10% of their historical monthly
average. Investment grade corporate
and municipal bonds were among the six
investments that had positive returns
when U.S. stocks averaged a minus 8%
one month return over the period January
1994 to June 2016.

Praetorian Guard’s philosophy includes
buying only investment grade corporate and
insured municipal issues where appropriate
for our clients. When coupled with the
income provided by the interest payments,
this philosophy helps provide a well needed
anchor in a storm.
Corporate bonds with an investment
grade rating have a default rate of 0.10%
per year over the 32 year period ending in
2012 (most recent data from Standard and
Poor’s). Municipals have a similar record.

GETTING STARTED
CLOSING THOUGHT
“Too bad that all the people who really know how to run the
country are busy driving taxi cabs and cutting hair”
— George Burns
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