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A Complex Outlook for the Markets, Global Economy, and U.S. Policies
A surprising, but generally productive, year for bonds gives way to one of uncertainty in 2017. While political developments in the U.S.
are front-and-center as the year begins, too narrow a focus could discount the ongoing challenges with China’s economic transition, the
political headwinds that may further impede structural reforms in Europe, and—certainly not to be overlooked—the market opportunities
that may lie ahead for fixed income investors.

New Name, Same Commitment—Prudential
Fixed Income is now PGIM Fixed Income

In this edition of PGIM Fixed Income’s Quarterly Outlook, Robert
Tipp, CFA, Managing Director, Chief Investment Strategist and
Head of Global Bonds, examines the factors responsible for the
increase in developed government bond yields in late 2016 and
why we see a range of opportunities in the bond market going
forward.

. As of January 1, 2017, Prudential Fixed Income is now known as
PGIM Fixed Income in all of the markets in which it operates
around the world. The name change follows Prudential Investment
Management’s rebranding to PGIM in January 2016.

While the ramifications of the Trump administration’s policies
remain unclear, Jürgen Odenius, PhD, Managing Director, Chief
Economist and Head of Global Macroeconomic Research, not
only looks at how various scenarios might affect economic and
market conditions in the U.S., but also explores the sustainability
of the global “reflation” trade given the reduced role of the U.S. in
driving global growth, China’s ongoing debt accumulation, and
upcoming hurdles to Europe’s sluggish approach to reform.

“As we continue to expand globally, a single name offers better
clarity and consistency across all regions in which we operate,”
says Michael Lillard, head of PGIM Fixed Income. “It also
simplifies how our clients and partners interact with us globally.”

Finally, Ellen Gaske, PhD, CFA, Principal and Lead Economist for
the G10 Economies, analyzes the priorities on the U.S. legislative
docket, including the potential for reform/repeal of the Affordable
Care Act, tax-code reform, renegotiated trade policies, steps to roll
back regulations/executive orders, and prospects for increased
defense and infrastructure spending.

While the name may be new, the business’ commitment to
delivering competitive, risk-adjusted returns to institutional investors
worldwide is unchanged. A global asset manager offering active
solutions across all fixed income markets, PGIM Fixed Income has
portfolio management and research teams in Newark, New Jersey,
London, Tokyo, and Singapore. As of September 30, 2016, the firm
had $681 billion of assets under management, including $245
billion in institutional assets, $117 billion in retail assets, and $319
billion in proprietary assets with more than 500 institutional
investors worldwide.

Sector Views
Corporate Debt (page 10, click here to read): Positive given modestly attractive spread levels, higher absolute rates, and
economic growth momentum. Quantitative easing remains a huge technical support. Still favor U.S. money center banks.
Global Leveraged Finance (page 11): Constructive. In U.S. high yield, we prefer shorter duration, B-rated and CCC-rated credits,
and we believe there is still room for spread tightening given the benign default outlook. U.S. leveraged loan technicals should
remain supportive, but the upside is capped by their callability. European high yield spreads appear attractive as they are pricing in
higher-than-expected defaults. We remain overweight B-rated credits and seek to increase our BB allocation. We expect European
high yield to outperform European loans.
Emerging Markets Debt (page 12): Positive. EM valuations appear attractive amid relatively healthy fundamentals and
expectations for faster global growth. In addition, hard currency spreads have underperformed DM spread markets, local rates
remain near their five-year highs, and higher-yielding EMFX appears stable against a stronger U.S. dollar.
Municipal Bonds (page 14): Neutral; supportive near-term technicals could benefit tax-exempts early in Q1, however continued
outflows and uncertainty around tax policy could pressure the municipal bond market.
Global Rates (page 14): Opportunistic. Specific positions in the developed rates market, such as long positions in intermediate U.S.
Treasuries, short-term bund futures, and a swap spread widener in the U.S. appear attractive. We are neutral on intermediate JGBs
and TIPS.
Mortgages (page 15): Underweight in favor of other spread sectors.
Structured Product (page 15): We remain very positive on top-of-the-capital structure bonds and GSE credit risk mezzanine
cashflows. We are negative on CMBS mezzanine tranches.
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landscape will be a stronger U.S. economy as evidenced by the rise
in Treasury yields, stock prices, and the dollar, as well as by the
narrowing of credit spreads.

Bonds: Time to Bail or Just
About to be Great Again?

Three Strikes and a Rout: Policy Shifts at the BoJ and the ECB, as
well as Expectations for Expansionary Fiscal Policies in the U.S.,
Pushed Yields Higher
3%

Our 2016 outlook’s “bottom line” concluded that we were looking
forward to “a bumpy, but productive/bright future for bonds as fears
of the Fed are overdone, leaving the bond market well positioned for
2016.” Between the Brexit vote and the Trump sweep, 2016 was
certainly a year of surprises and bumps, but it was a generally
productive year for the bond market, even after subtracting out the
fourth-quarter setback (see table below). And, when we look at 2017,
our best guess is that the opportunity in the bond market will once
again outweigh the risks.

3%
2%
2%

Q4’s “Trump Bump” Notwithstanding, 2016 was By and
Large a Productive Year for Bond Investors

1%

U.S. Elections

Total Return (%)
Sector
U.S. High Yield Bonds
European High Yield Bonds
EM Debt Hard Currency
U.S. Leveraged Loans
Long IG Corporates
European Leveraged Loans
European IG Corporate
EM Currencies
U.S. IG Corporate Bonds
EM Local (Hedged)
Global Aggregate
Mortgage-Backed (Agency)
CMBS
U.S. Aggregate
U.S. Treasuries
Municipal Bonds

Q4
2016
1.9
2.2
-4.0
2.3
-5.0
1.3
-1.2
-3.6
-2.8
-2.4
-7.0
-2.0
-3.0
-3.0
-3.8
-3.6

2016
17.5
10.8
10.2
9.9
11.0
7.0
4.7
3.5
6.1
4.7
2.1
1.7
3.3
2.7
1.0
0.3

2015
-4.6
1.3
1.2
-0.4
-4.6
3.6
-0.6
-7.6
-0.7
-2.2
-3.2
1.5
1.0
0.6
0.8
3.3

2014
2.5
5.1
7.4
2.1
15.7
2.1
8.4
-7.0
7.5
3.2
0.6
6.2
3.9
6.0
5.1
9.1

2013
7.4
9.1
-5.3
6.2
-5.7
9.0
2.4
-2.0
-1.5
-4.2
-2.6
-1.5
0.2
-2.0
-2.8
-2.6

ECB's QE Taper

1%

2012
15.6
24.8
17.4
9.4
12.4
10.8
13.6
7.5
9.8
8.9
4.3
2.6
9.7
4.2
2.0
6.8

BoJ's "Reverse Twist" Announcement

0%
-1%

10-year U.S. Treasury Yield
10-year Bund Yield
10-year JGB Yield
Source: Bloomberg as of December 27, 2016.

Bonds: Time to Bail or Just About to be Great Again?

Sources: Bloomberg Barclays except EMD (J.P. Morgan), HY (Merrill Lynch), Senior Secured
Loans (Credit Suisse). Performance is for representative indices as of December 31, 2016. See
Notice for full index names. Past performance is not a guarantee or a reliable indicator of future
results. An investment cannot be made directly in an index.

The Bond Market's Final Months of 2016: a Twist, a
Taper, and a Trump
Three events no doubt contributed to the rise in yields since midyear, as observed in the following chart. First, some central banks
appeared to acknowledge the adverse effects of their overly
aggressive negative rate and QE policies as the Bank of Japan rolled
back its bond buying operation at the back end of the yield curve,
while simultaneously capping yields out to 10 years. Effectively, the
BoJ executed a reverse twist operation to steepen the curve in order
to leave more yield on the table for investors and financial
institutions. In the case of the ECB, with the risk of deflation fading, it
reduced the size of its bond buying program. As a result, the markets
pushed long-end yields higher to adjust to the ECB’s reduced
purchases. Against that backdrop of declining official demand for
bonds, the U.S. elections resulted in an upset Republican sweep.
The market’s immediate reaction on election night was a flight to
quality, presumably driven by fears of trade wars. After the initial
lapse in confidence, however, the markets have seemingly come to
the firm conclusion that the prevailing outcome of the new political

With the U.S. economy presumably approaching full employment, the
Fed hiking rates, and fiscal policy seemingly about to turn stimulative,
is it time to head for the hills? Similar to last year, we would say that
the opportunities outweigh the risks and that bonds are poised for
solid performance. While the U.S. economy may be reasonably solid,
it nonetheless has to fit within a larger global puzzle—which is
perhaps best characterized as having plenty of excess capacity, but
not enough growth. As a result, we see limited potential for U.S.
yields to rise substantially without creating a systemic market shock,
similar to the one that occurred at the end of 2015.
Ultimately, the trajectory for the markets will depend on policies yet to
be formulated and put into place—and at present there is an
unusually wide range of conceivable scenarios (discussed in the
following economics and policy sections). Even so, by our best
estimate, the current level of Treasury yields appears to offer good
compensation for the risks. Furthermore, while credit spreads are at
only average levels, the following chart indicates we are at a point in
the cycle where they should be expected to narrow further and drive
strong performance in the spread sectors.
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Credit Sector Performance While the Fed Hikes: Bumpy but, Net-Net,
Positive—Similar to the 2004-2006 Fed Rate Hike Cycle, We Expect
Spread Product to Perform Reasonably Well as the Fed Cautiously
Raises Rates.
7%
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1%
0%

0

Federal Funds Target Rate
OAS on the BofA ML B High Yield Index (bps on rhs)
Source: Bloomberg as of December 2016.

The Bottom Line: 2017 will bring more surprises, many of
them undoubtedly in the areas of politics and policy.
Nonetheless, in our view, yields and spreads offer value at
their current levels, suggesting the bull market—hiccups
notwithstanding—will continue, with the higher yielding
sectors likely to post the best returns.
.
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GLOBAL ECONOMIC OUTLOOK
The Constellation of Potential Policy Outcomes

Trumpflation and the
Global Outlook

Structural Reform
and Growth Policies

While markets have taken a benign—if not outright “Panglossian”—
view of the surprise outcome of the U.S. Presidential elections in the
last few weeks, much of the specific U.S. policy trajectory remains
subject to considerable uncertainty, and only 2017 will show if
markets’ assumptions will come to fruition. The U.S. elections
outcome is being widely viewed as another electoral upset to the
political establishment, in line with the Brexit vote and rising electoral
popularity of non-mainstream parties and politicians all over the
globe. In addition, investors’ animal spirits have awakened hoping
that the incoming U.S. administration will end the era of overregulation and structural reform backsliding that has become
prevalent across the developed markets. The breadth of the market
optimism has been based on expectations of major improvements in
economic policy making and the business and investment
environment, as well as global reflation.

Positive
(Deregulation,
etc.)

Fiscal Policy
Stimulus

USD

↑
?
↑
↑
?
↑
?
↑
↓
↑
?

10-yr Yield

↑

Growth
Inflation
USD
10-yr Yield
Growth

No change

Inflation
USD
10-yr Yield
Growth

Negative
(Trade-war,
deportations, etc)

No change

Inflation

USD

↑
↓
↑
?
↔
↔
↔
↔
↓
↑
?

10-yr Yield

?

Growth
Inflation
USD
10-yr Yield
Growth
Inflation
USD
10-yr Yield
Growth
Inflation

Consolidation

USD

?
↓
↑
↓
↓
↓
?
↓
↓
?
?

10-yr Yield

?

Growth
Inflation
USD
10-yr Yield
Growth
Inflation
USD
10-yr Yield
Growth
Inflation

Source: PGIM Fixed Income as of December 31, 2016. For Illustrative purposes only.

The interplay of these policy dimensions can produce starkly different
results. Fiscal stimulus as a plausible baseline scenario would, all
else being equal, be inflationary, underpinning market optimism
about reflation, especially since the length of the U.S. recovery is
stretching to historic levels, underlying indicators of slack are
disappearing, and wage pressures are already building, as observed
below.

The Global “Reflation” Trend
5%
5%
4%

Signs of a Tighter Labor Market and…
12%

4%
3%

10%
3%
8%

2%
2%

6%

1%
4%

2%

USD Inflation Swap Forward 5yr5yr
GBP Inflation Swap Forward 5yr5yr

0%

EUR Inflation Swap 5yr5yr
Source: Bloomberg as of January 3, 2017.

Uncertainties on U.S. policy and the market outlook have now moved
beyond monetary policy. On an abstract level, this discussion can be
broadly structured along two dimensions: first, whether or not fiscal
stimulus in the U.S. will be forthcoming, and second, whether other
economic policies will boost the supply side or not. Reportedly, the
new administration’s fiscal policy aims to provide Keynesian-style
demand side management via infrastructure stimulus and outright tax
cuts, while structural reforms, such as tax reform or deregulation,
would boost the supply side. A potential trade war, on the other hand,
would curtail the supply side. The following matrix considers possible
policy constellations in a stylized way.
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…Building Wage Pressures
25%

A Declining U.S. Share of the Global Economy
5%

35%

30%
20%

4%
25%

15%

3%

10%

2%

5%

1%

20%

15%

10%

5%
0%
1986

1991

1996

2001

2006

2011

0%
2016

0%
U.S.

Japan

China

Euro Area

1980-1984

NFIB: Cos planning to raise compensation in 3M, 9M lead (rhs)
ECI: Wages & Salaries: Private Industry Workers

2012-2016

Source: Haver Analytics as of December 2016.

However, all things will not be equal; and to the extent the growthfriendly structural policies boost aggregate supply and potential
output, the inflationary impact would be mitigated. At least over the
medium term, though, long-term interest rates would still be on an
upward trajectory reflecting higher potential, and the dollar would
also strengthen. In other words, this is how markets reacted since the
election, suggesting that they are pricing in the optimistic scenario
described in the top left corner of the matrix. However, other
outcomes are possible and some of them—the lower left hand corner
of the matrix, for example—would clearly be inconsistent with the
current market buoyancy.
Taking the discussion a step further, would a boost to U.S. growth
and inflation be necessarily positive for the global economy, and
even if it were, would a transition to this new outlook be without
disruptions? As a baseline, we surmise that higher U.S. growth would
provide a welcome boost to the global economy. However, the extent
of this positive spillover may be widely overstated. For starters,
although fiscal stimulus combined with supply-side boosting reforms
is indeed reminiscent of Reaganomics, at the beginning of the
Reagan era in 1981, the U.S. economy’s share in the global
economy was nearly one third. Its share has fallen to about one
quarter in recent years amidst the ascent of China and emerging
markets more broadly. As a result, the U.S. economy is no longer the
uncontested locomotive of the global economy.

Source: Haver Analytics as of November 2016.

China is emerging as a pivotal element in the global transmission of
the post-U.S. election economic environment. While “hard-landing”
concerns about China have somewhat ebbed against the
background of stabilizing Chinese growth in 2016, higher frequency
indicators—onshore bond yields, stock and interbank markets, and
accelerating capital outflows, for example—pointed to rising stress in
Chinese financial markets as 2016 drew to a close. China’s growth
stabilization in 2016 has been largely credit financed; annualizing the
current debt-finance stimulus flows, China has been injecting about
$3.5 trillion in credit. This is broadly on par with the size of
Germany’s economy, the world’s fourth largest, or one fifth of the
U.S. economy, far outpacing even the most bullish expectations of
coming U.S. fiscal stimulus!
Given this unprecedented liquidity injection, rising global interest
rates and U.S. dollar strength after the U.S. elections have thus
added further powerful incentives for capital outflows from China.
Any heightening of these strains bears the risk of yuan depreciation.
In such a risk scenario—which would follow the outline of prior EM
disruptions that were driven by U.S. dollar strength, though this
scenario likely carries larger global effects, given China’s size—the
boost to the global economy from U.S. policy stimulus could very well
be offset, especially if currency moves were seen in the context of
“trade war” rhetoric and triggered retaliation. Such an outcome is not
our base case, but as policy discussions in the U.S. progress and
other countries adjust, it can’t be ruled out if markets were to begin to
price a greater premium for such a risk scenario, which, given
prevailing optimistic positioning, could trigger substantial volatility.
The first quarter should provide some clarification on the new U.S.
policy direction, as detailed in the following section. While investors
appear to have shifted focus away from monetary policy, the Fed’s
reaction function to any new policy regime is likely to be evolving, as
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foreshadowed by Chair Yellen’s late-year downplaying of previous
ideas to run a “hot economy” for longer.
Sticking with monetary policy uncertainty, there may be a chance that
markets will question the BoJ’s regime again. In the last quarter of
2016, the BoJ appeared to have strayed in implementing its yield
curve control, which consistently exceeded its zero 10-year JGB
target. While the global reflation trade embraced the weak yen—
depreciating more post U.S. election than even favorite EM shorts
like MXN and TRY—any moderation in the strong dollar theme could
once more raise questions about implementation issues at the BoJ,
especially as the cyclical call for continued easy monetary conditions
appears weak given falling unemployment and declining excess
capacity. Moreover, an early parliamentary election remains a
possibility with attendant adverse implications for fiscal consolidation
and structural reform momentum. While the ECB appears to have
allayed tapering concerns at least in the short term, the issue will reappear, and the euro zone’s political calendar will likely become a
key focal point for investors. As 2016 drew to a close, investors again
saw the emergence of stress in the Italian banks, a reminder of the
remaining large policy agenda in the euro area. ECB monetary
accommodation has provided much breathing space for a go-slow
approach on reforms, but following its December meeting, the ECB
made clear that the days of this regime are numbered as tapering will
commence in April. With much of the ECB purchases meeting
governments’ financing requirements—albeit via the secondary
markets—any reductions of purchases in an environment of rising
U.S. and global rates, as well as underwhelming periphery fiscal
consolidation, could result in significant upward pressures on
budgets’ interest expenses. Should stress re-emerge, scheduled
elections in France, Germany, and the Netherlands, as well as
potential early elections in Italy and Greece will likely impede a
speedy political solution.

recently, the following chart shows that China is also leading global
reflation momentum, which, owing to its role as the world’s largest
exporter and its essentially stable currency, is transmitted globally.
Against this background, Chinese leaders are eager to maintain
stability ahead of the 19th Party Congress at the end of the year.
This will, however, require continuation of the very large debt
accumulation and puts the eventual adjustment problem into 2018 at
the earliest. While hard-landing calls have come and gone before,
the underlying adjustment need is only becoming larger, and markets
may yet again question the sustainability of the stability mantra. As
discussed above, one key buffer for China is the exchange rate, and
investors will keenly watch the maintenance of the stable basket into
2017, not just as an indicator for China but also as a benchmark
whether the benign global reflation playbook is the one to follow.
Global Producer Price Indices
6%
4%
2%
0%
-2%
-4%
-6%
-8%

When looking at the sustainability of the reflation trade, we again turn
to conditions in China. With 2017 being the year of political
leadership transition in China, policy makers’ focus will be stability.
Debt-driven demand growth in China has been the critical
underpinning element for global growth post the 2008 crisis. More

China

Korea

Germany

Japan

Italy

U.S.
Source: Haver Analytics as of November 2016.

\

Page 7

PGIM FIXED INCOME

U.S. POLICY OUTLOOK

Policy and Economic
Implications of the Republican
Sweep
Since the U.S. elections on November 8, equities have rallied, both
real interest rates and breakeven inflation rates have risen, and
consumer confidence has jumped to the highest level since 2001.
The post-election euphoria appears to have front-loaded
expectations of a buoyant U.S. economy going forward, based on
expectations of pro-business, pro-growth policies during Trump’s
administration. Indeed, many of Trump’s nominees for key cabinet
positions hail from the business sector, tax overhaul plans appear to
lean heavily towards tax cuts for corporations and small businesses,
and potential regulatory roll-backs suggest a generally more
business-friendly policy environment going forward. Our base case
for tax and regulatory policy changes over the next year suggest
some market re-pricing was likely in order, given an expected probusiness policy shift.
But a schism has opened up between the extent of the market
euphoria and the significant amount of policy uncertainty that lies
ahead. Congress—a co-equal branch of government alongside the
presidency—harbors a range of diverse views on many issues, even
within political parties. This range of views and narrowness of the 5248 Republican majority in the Senate are expected to act as checks
and balances to how aggressive many of the policy changes are
ultimately likely to be. Notably, consensus expectations for real GDP
in the coming year remain little changed and in the low-2% range in
the wake of the election, perhaps in recognition of this policy
uncertainty, as well as the likely short-term nature of any potential
fiscal stimulus boost from tax changes and infrastructure spending
under consideration. Moreover, many positive aspects of potential
policy changes are likely to have known downside effects for at least
some portions of the economy, while unintended, but unknown,
consequences will undoubtedly also arise. The range of actual
possible policy outcomes and their effects is thus quite wide.

Legislative Agenda
It is still early days in the hand-over process to the new
administration—numerous Presidential appointees have yet to be
nominated and Senate confirmations are still to go. But the new
Congress will be seated January 3, 2017 (ahead of the presidential
inauguration on January 20) and appears poised to act quickly on a
number of fronts. Addressing the Affordable Care Act (ACA) and tax
reform are expected to be top items on the legislative agenda this
spring, with draft legislation that Republicans have been working on
for the past several years used as a basis. The slim Republican
majority in the Senate will require congressional leaders to be
particularly deft in their legislative strategies; e.g. congressional
leaders have been signaling their likely use of the budget process to
enact healthcare and tax reforms—possibly in two separate budget
reconciliation processes, which would fast-track the legislation and
require only a simple majority in the Senate for approval.
Healthcare: Republicans’ plans for healthcare reform appear
focused on replacing the ACA with a less-regulated, more private
sector-based system; repealing all taxes associated with the ACA;
and reforming Medicaid to rely more heavily on block grants to

states, thus pushing more control down to the state level. But there
have been more specifics regarding the government funding side of
the equation—e.g. repeal of ACA taxes and greater use of broad
block grants to states—than on the extent to which regulations
regarding the provision of healthcare services will be rolled back or
replaced. However, significantly higher insurance premiums are
expected to hit many households in early 2017, creating some
urgency to address these issues early on.
Corporate and Personal Tax Reform: Similarly, the exact contours
of tax reform also remain uncertain, but as a base case, we
anticipate tax legislation will adhere fairly closely to a plan that House
Speaker Paul Ryan has been developing over a number of years.
The over-arching themes are expected to be lower corporate and
small business taxes, along with other tax incentives to invest and
produce in the U.S.; and a much-simplified personal tax system. Both
corporate and personal tax system changes under discussion would,
on the margin, lower incentives for companies and households to
borrow. Decisions on the treatment of cross-border transactions will
be an important area to watch.
Congressional leaders have signaled tax reform legislation is likely to
be “revenue neutral,” but achieving that is now made easier by the
fact that the Congressional Budget Office (CBO) has recently begun
to use “dynamic scoring,” accounting for expected macroeconomic
feedback effects when estimating the budget effects of major pieces
of legislation. At this point, we anticipate as a base case that tax
reform is likely to boost real GDP growth on the order of a few tenths
of a percent in 2017 and perhaps as much as half a percent in each
of 2018 and 2019; but thereafter, the impact on GDP growth is
expected to wane. The timing of any tax reform will be important for
determining its impact on 2017 economic activity. Meanwhile,
households and businesses are expected to be squeezed early in the
year by higher healthcare and energy expenses.

Deregulation, Infrastructure and Defense Spending, and
Immigration Reform
A host of other policy initiatives are also lining up on what is already
a packed docket. Trump is expected to repeal of a number of
Executive Orders and push for the roll-back of a number of
regulations, including those covering healthcare, energy, financial
services, and autos, as well as those pertaining to the environment
and the labor market. But the details will matter across industries, as
benefits to some may come at the expense of others. On
infrastructure spending, Trump has indicated he would favor an array
of financing sources, including public sector spending, public/private
partnerships, tax credits, and other tax incentives. As a result, we
anticipate actual federal outlays will likely comprise only a portion of
any overall package. Trump, along with Republicans in Congress, is
also advocating an increase in the defense budget and has indicated
that border security is likely to be the main focus of immigration
policies.

Trade Policies
One area that appears to have some of the greatest uncertainty is
international trade policy. A review and revamp of U.S. trade
relations with other countries was a key part of Trump’s campaign
message. Much of a changed economic relationship with other
countries may come in the form of the business tax and regulatory
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reforms described above. But Trump also appears to be following up
with an overhaul of the way that U.S. trade policies are determined,
announcing the creation of the White House National Trade Council
(NTC), to be headed by economist Peter Navarro, a vocal opponent
of current U.S. trade relations with China. The NTC is expected to
work with other White House councils, which include the National
Security Council, National Economic Council, and the Domestic
Policy Council, suggesting trade policies may be made at a higher
level and in a broader policy context going forward. Trump’s
appointment of both a U.S. trade representative and a newly
appointed special representative for international negotiations—to
encompass all types of negotiations, including international trade—
may signal a break in negotiation strategies as well.
What the outcome of this new policy and negotiating framework will
be remains highly uncertain. The Trump team has noted the
president-elect prefers to hear a variety of viewpoints; in addition to
the head of the new NTC, it remains to be seen what influence other
Trump nominees may have on overall trade policies going forward.
They also stress Trump has a tendency to “go bold” on his opening
bid, but then negotiates from there. It seems clear that at the very
least, the Trump administration will push for more from our
relationships with other countries and perhaps in a broader context

Policy Agenda

Tax Reform

than just trade relations. But the response of these countries to any
U.S. trade policy overhaul also remains uncertain, thereby adding a
further layer of risk.

What Will Make America Great Again?
The shift to pro-business policies in the coming year is expected to
have positive effects on aggregate economic activity over at least the
next few years, barring the realization of potential downside risks,
including the possibility of a significantly pared back agenda given
diverse policy views in Congress, or perhaps the unintended
escalation of a trade war. The pace of Federal Reserve rate hikes
and any consequent rise in the dollar also have the potential to
counteract any positive overall impact of tax and regulatory changes
going forward.
But if these policies in fact succeed in creating a more pro-business
environment that helps foster innovations in technology,
marketplaces, and business models, net economic progress over the
longer-run is likely. The unfortunate irony, though, is that disruptive
innovations can wreak havoc in the short- to medium-term, and that
interim period can be painful for displaced workers and businesses—
the very group, among others, that has been railing for political and
policy changes to help counteract these downside effects of
innovation.

Proposal

• Business tax cuts and much simplified personal tax system
• Congress aiming for reforms to be revenue neutral over time, but on the assumption
of positive macroeconomic feedback

Corporate Taxes

Personal Taxes

Deregulation

•
•
•
•
•
•
•
•

Potential Economic Impact

Positive for growth, but risk of
increasing deficits

Rate cut—35% to perhaps 20%
Full expensing, but possible elimination of interest deduction
Lower tax rate for repatriation of overseas profits1
Border adjustments for exports and imports

Incents capex, buybacks, and
dividends, reduces trade
deficit, boosts the dollar,
possibly inflationary

Reduce number of tax brackets from seven to three, repeal alternative minimum tax
Raise standard deduction, lessening incentive to itemize deductions
Repeal the estate tax

Could broaden tax base,
uncertain plus for labor
supply

Deregulation—healthcare, energy, financial services, autos, labor market, and
environment

Lifts business sentiment

Healthcare Reform

• Replace Affordable Care Act (ACA) with a more private-sector based system

Positive for labor market2

Infrastructure Spending

• Public-sector spending, public/private partnerships, tax credits under discussion

Marginally positive for growth

Defense Spending

• Increase military spending

Marginally positive for growth

Immigration Policy

• Increase border security

Some labor market tightening

International Trade
Agreements

• Focus expected on bilateral negotiations, rather than multilateral deals
• Breaches of existing trade deals also more likely to be addressed

Growth impact uncertain,
possibly inflationary

Foreign Policy

• Defeating Islamic State; uncertainty on Iran deal, Russian ties, U.S. support for allies

Higher geopolitical risk
Positive

Cautious

As of January 4, 2017. 1 Source: Joint Committee on Taxation estimated overseas profits ~$2.6 trillion. 2Mulligan, Casey: “The Economic Consequences of the Health Reform”

Page 9

Q1 2017 SECTOR OUTLOOK

PGIM FIXED INCOME

U.S. and European
Corporate Bonds
U.S. corporate bond spreads tightened in Q4 2016 but not by enough
to overcome the run-up in interest rates following the November
presidential election. For the year, U.S. corporate bonds delivered a
respectable return of 6.11% with an excess return to U.S. Treasuries
of 493 bps. Long-term corporates were the clear winner with a
10.97% annual total return.
European corporate bonds were also volatile in Q4 with yields first
rising in advance of the Italian referendum and concerns the ECB
may begin tapering its quantitative easing program, then tightening
again in early/mid December. Spreads ended the year down 11 bps
at 123 bps.
Total Return

Spread Change

OAS

Q4

2016

Q4

2016

12/31/16

-2.83%

6.11%

-15 bps

-42 bps

123 bps

European Corporate -1.20%

4.73%

+8 bps

-11 bps

123 bps

U.S. Corporate

And reducing the repatriation tax could potentially unlock more than
$2 trillion in offshore U.S. corporate profits, which may lead to less
supply from the technology and pharmaceutical sectors and potential
selling in short-maturity spread product. In turn, this may provide
further support for a flattening of the spread curve.
Against this backdrop we remain guarded against event risk and
continue to favor financials, primarily U.S. money center banks, over
industrials. Financial issuers are less vulnerable to event risk and are
subject to higher capital requirements, a condition that should remain
in place even if other post-financial crisis regulations are rolled back
a bit. We also prefer electric utilities and, within industrials, autos,
chemicals, health insurers, paper, and select pharmaceuticals, as
well as U.S.–centric issuers with close ties to a growing U.S.
economy. We hold an overweight in the energy sector and are
finding select opportunities in post “event” issues. We continue to
overweight BBB long-maturity corporates due to a steep spread
curve and potential demand from pension funds and insurance
companies, and underweight single-A and higher rated issues due to
event risk concerns. We still favor taxable municipals and lowerquality, shorter-maturity corporates, but are closely watching
additional pressures from LIBOR.
Overall, we look for U.S. corporate spreads to tighten in the coming
quarter given modestly attractive spread levels, little to no risk of a
U.S. recession, and on-going investor demand spurred by non-U.S.
quantitative easing programs.

Represents data for the Bloomberg Barclays U.S. Corporate Bond Index and the
Bloomberg Barclays European Corporate Bond Index (unhedged). Sources: Bloomberg
Barclays as of December 31, 2016. Past performance is not a guarantee or reliable
indicator of results. An investment cannot be made directly in an index.

European Corporate Bonds

U.S. Corporate Bonds
As 2017 opens, corporate bonds remain supported by modestly
improving economic growth and still healthy credit fundamentals.
Despite increasing leverage in the industrial sector to fund M&A and
share buyback activities, most industries are free cash flow positive
before share buybacks, and revenue and earnings growth improved
during the recent quarter. Energy companies have stabilized and
metals and mining issuers are undergoing balance sheet repair. In
the coming year, however, we look for industrial companies to remain
active in debt-financed M&As across all investment-grade ratings,
including BBB-rated issuers that may take a more cautious approach
in order to maintain investment grade status.
The technical backdrop is still highly favorable considering the
relatively higher current yields of U.S. corporate vs. other developed
markets. Record issuance in 2016 was met by strong demand from
both U.S. and non-U.S. investors, particularly from Japan and
Europe where interest rates are anchored by aggressive central bank
policies. Increasing currency hedging costs are pushing this demand
down the risk spectrum and out on the yield curve, which may
ultimately help flatten the curve. Higher current interest rates and
improved pension funding should also lead to increased demand
from pension funds and insurance companies for longer-maturity
corporates, thus helping to flatten the back end of the spread curve.
Finally, we expect new issuance to remain brisk in 2017 although net
supply is expected to decline as refinancing volume increases.
While the Trump administration’s tax reform proposals should be a
net positive for U.S. corporates, some components could stoke
volatility in the coming year. For example, limiting the deductibility of
interest expenses may affect supply depending on the effective date.

Concerns over rising populism and the duration of the ECB’s
quantitative easing program dominated sentiment in the European
corporate bond market in mid-Q4 before reversing course. The lack
of inventory that investment banks chose to carry also resulted in
exaggerated swings in spreads, particularly in advance of the Italian
referendum. Not surprisingly, peripheral issuers were most
vulnerable to political volatility and fears of ECB tapering.
Currently, European corporate spreads appear close to fair value and
are expected to grind tighter in Q1. From a credit perspective,
European economies appear poised for a modest annual growth
pick-up of ~1%, corporate management remains cautious, and credit
fundamentals are generally solid, however leverage has inched
higher due to earnings challenges, and M&A has picked up
somewhat.
On the issuance front, we expect Q1 supply to track last year’s
record pace as issuers, including U.S. reverse-yankee issuers, seek
to lock-in low yields. For now, the key uplift to the market remains the
ECB and BoE corporate bond purchase programs, which provide
strong technical support. A wild card this year is the tapering of these
purchase programs—the BoE is expected to end its program in late
Q1 while ECB tapering may come to the forefront by mid-year.
In European portfolios, we hold a strong preference for non-euro
zone issuers over euro zone issuers that trade tight due to the effects
of quantitative easing. We remain focused on reverse-yankee issues
that are priced at discounts to where they trade in U.S. dollars and
have spread levels that compensate for the lack of name recognition.
We are underweight European financials that remain challenged by
low interest rates and stressed loan books and prefer Northern
European issues over peripheral country debt. Within euro-area
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industrials, we are focused on regulated companies with solid
balance sheets, such as electrical grids and airport operators. We
find value in certain corporate hybrids from stable, well-rated utility
issuers and are avoiding hybrids issued to uplift ratings, including
those in the telecom industry.
In global corporate portfolios, we reduced our overweight in euro
spread risk in favor of other opportunities, including U.S. spread
product and reverse-yankee issuers. Within the financial sector we
continue to hold an overweight to U.S. money center banks and
insurers and an underweight in euro zone banks. We remain focused
on BBB-rated issuers, U.S. taxable revenue municipals, and are less
favorable on securities with tight spreads that are eligible for central
bank purchases. We continue to take advantage of price dislocations
and yield discrepancies between U.S. and euro bonds of the same
and/or similar issuers.
We believe U.S. and select European spreads remain attractive and
have room to tighten in the coming quarter. Key risks include
uncertainties over central bank policies, political risks
(Trumponomics, European elections, Brexit) and, longer-term,
increased leverage in China.

OUTLOOK: Positive given modestly attractive spread levels,
higher absolute rates, and economic growth momentum.
Quantitative easing remains a huge technical support. Still
favor U.S. money center banks.

Global Leveraged Finance
High yield spreads drifted wider in the run-up to the U.S. elections,
and while the surprise victory by president-elect Trump prompted a
substantial selloff in rates—which led to further spread widening—the
tone of the market improved on the prospects for faster economic
growth, less regulation, tax reform, and increased fiscal spending. As
equity markets rallied to record levels following the election, high
yield spreads tightened sharply and the index returned +1.9% in Q4
and +17.5% year-to date—the strongest annual return since 2009.
Total Return

Spread Change
Q4

2016

OAS

Q4

2016

12/31/16

U.S. High Yield

1.88%

17.49%

-75 bps -273 bps 422 bps

Euro High Yield

2.22%

10.78%

-38 bps -130 bps 390 bps

U.S. Leveraged Loans

2.25%

9.88%

-44 bps -182 bps 461 bps

Euro Leveraged Loans

1.27%

6.90%

-5 bps

-37 bps 480 bps

Sources: BofA Merrill Lynch and Credit Suisse as of December 31, 2016. Past
performance is not a guarantee or reliable indicator of results. An investment cannot be
made directly in an index. European returns euro hedged.

Continuing the trend from Q3, the CCC portion of the market once
again outpaced BBs and Bs by 526 bps and 383 bps, respectively, in
Q4. CCCs were up 36.5% in 2016—more than double the returns of
the higher-rated portions of the market.
Performance for the quarter was led by the continued rebound in
commodity credits, which have been supported by a jump in oil
prices—a 7% increase in Q4 alone—as well as OPEC’s agreement

to reduce supply, which pulled forward expectations for a balanced
market. Additionally, it is worth noting that spreads on the commodity
sectors are now trading in line with the broader market. While the
markets remain euphoric around the OPEC production agreement
and several equity raises, we view the sector as excessively rich with
spreads currently pricing in crude oil of about $90 per barrel.
Operating costs have declined and producers have termed out
maturities, but leverage remains high, and we believe oil and natural
gas prices are unlikely to rise to levels suggested by current spreads.
Healthcare was the worst performer for the quarter, as pricing
pressure affected earnings and concerns mounted that the Trump
administration will repeal—or partially repeal—the Affordable Care
Act. Pharmaceutical issuers also underperformed as prescription
drug pricing issues remain at the forefront for the industry.
In terms of defaults, the 12-month U.S. speculative grade default rate
is expected to end 2016 near 4.0%, according to J.P. Morgan. While
the majority of all default activity originated in the energy and metals
& mining sectors, continued improvement in commodity
fundamentals should result in a decline in overall default activity in
2017. This expectation is supported by the fact that the average
number of defaults per month in Q4 was three, compared to an
average greater than nine during the first nine months of the year—
with the slowdown directly attributed to fewer commodity related
defaults. As such, high yield defaults as a whole are expected to
remain below their long-term averages (3.5%-4.0%) next year and
could decline to 2.5% in 2017.
Developed market bond funds have experienced a steady stream of
outflows since the U.S. elections, however, U.S. high yield bond
funds were one of the few asset classes to see positive flow activity
as the quarter came to an end. Despite a volatile quarter—in which
the sector experienced -$2.6 billion in outflows—net flows totaled
+$7.6 billion year-to-date.
Net issuance slowed in Q4, with the market pricing 81 deals worth
$44 billion during the period. A total of approximately $280 billion has
came to market as 2016 concluded—a 5% decline from the $293
billion which priced over the prior year—with net new issuance
dropping 29% year-over-year to $120 billion. Given the expectations
for favorable market conditions for high yield issuers, gross bond
issuance is forecast to be $300 billion in 2017, according to J.P.
Morgan.
While previous periods of economic growth coupled with higher
interest rates have provided an accommodative environment in which
high yield spreads can tighten significantly, we do not anticipate
spreads in the high yield market to reach their all-time tights.
However, even with the considerable spread tightening within U.S.
high yield since the U.S. elections, we believe there is still room for
moderate tightening given the support from strong equity markets
and improving fundamentals potentially reducing default rates.
Additionally, the elimination—or a significant reduction—of corporate
interest tax deductibility also offers a potential technical upside to the
market. Risks to the market include the impact from a strong U.S.
dollar, as well as political and economic uncertainty in Europe, the
Middle East, and China. Looking ahead, we prefer shorter-duration
B-rated and CCC-rated credits given their potential for
outperformance in a stronger economic environment over the next
few years. We are also maintaining our overweight to electric power
companies and our underweight to commodities.
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Driven by strong demand for floating rate paper, U.S. leveraged
loans have continued to perform well, returning +2.3% for the
quarter, and +9.9% year-to-date. Similar to high yield bonds, CCCrated loans finished ahead of both B-rated and BB-rated loans in Q4.
With flows into U.S. leveraged loan funds totaling +$7.0 billion in Q4,
year-to-date net flow activity turned positive, with $3.3 billion entering
the asset class in 2016. Given the robust demand for leveraged
loans—fueled by the increase in LIBOR—combined with issuers
choosing to issue loans as opposed to bonds, the backdrop for U.S.
leveraged loans remains supportive. However, with 70% of the loan
market trading above par, the upside is capped given the potential for
an increase in repricing activity.

We will continue to maintain our overweight to B-rated credits and
will seek to increase our allocation to BBs through the primary
market. Despite an uncertain outlook for the UK economy—which
has caused sterling-denominated credits to continue to trade wider
than euro-denominated names—we will seek out relative value
opportunities between sterling-denominated and euro-denominated
currency bonds. European leveraged loans—with a total return of
+6.9%—lagged behind high yield bonds for the year. Looking ahead,
we expect bonds to outperform loans on a total return basis in 2017.

OUTLOOK: Constructive. In U.S. high yield, we prefer shorter
duration, B-rated and CCC-rated credits, and we believe
there is still room for spread tightening given the benign
default outlook. U.S. leveraged loan technicals should
remain supportive, but the upside is capped given their
callability. European high yield spreads appear attractive
as they are pricing in higher-than-expected defaults. We
remain overweight B-rated credits and seek to increase our
BB allocation. We expect European high yield to
outperform European loans.

European Leveraged Finance
Uncertainty gripped the European high yield market in 2016, with the
Italian referendum, Brexit, and the U.S. elections all posing risks to
the asset class. Additionally, the ECB’s announcement that it would
effectively begin tapering its CSPP also presented the potential for
market turbulence. Nevertheless, the broad European high yield
index returned +2.2% in Q4 and +10.8% in 2016. B-rated credits
returned +11.8% in 2016, outperforming both the BB-rated and CCCrated portions of the market for the year.

Emerging Markets Debt

The steady outflows from the European high yield market—which
began just before the U.S. elections—reversed course after the first
week of December, with over +€860 million coming into the asset
class during the month, and 2016 totaling approximately +€470
million of inflows. While the year ended on a strong technical note, a
substantial increase in positive flow activity is needed if conditions
are going to contribute to significant spread tightening in the future.

It was a year of recovery for the emerging markets debt sector in
2016. This time last year, the market was questioning the
fundamental foundation of EM: commodity prices were near cycle
lows with oil approaching $30, EMFX just posted its third consecutive
year of negative returns, EM hard currency spreads were on the way
to +500 bps, and local yields rose to levels last seen during 2013’s
taper tantrum. Within EM, Brazil faced a political and confidence
crisis not seen in recent decades, and concerns mounted about
China’s growth outlook.

With light primary issuance in both Q3 and Q4, total supply for 2016
ended the year down approximately 17% when compared to 2015.
Looking ahead, supply is expected to near €60 billion in 2017, which
is in line with 2016, but low when compared to previous years. The
tepid issuance expectations are a result of issuers focusing on
improving their fundamentals, as well as a preference for utilizing
loans and FRNs as alternative sources of financing.
Moody’s default rate dropped to 2.4%—from 2.5% at the end of
September—and is expected to decline to 2.2% by November 2017.
We believe defaults in general should remain low over the next 12
months given that the European economy should continue to grind
forward, issuers have been opportunistically taking advantage of
favorable market conditions to refinance debt, and there is no major
maturity wall over the near term.
Looking forward, European high yield spreads appear attractive as
they are pricing in higher defaults than we expect. Stable earnings
from high yield issuers—given low oil prices and broadly stable
economic conditions—as well as a supportive technical backdrop
stemming from an expected reduction in supply should also positively
impact the market. While the ECB has remained supportive for risk
assets in Europe, it’s possible that the technical tailwind trickling
down to the high yield market—as a result of the ECB’s investmentgrade bond purchases—may have run its course. Risks to the
European high yield market include global monetary policy, macroconcerns from political and economic uncertainty in China and the
Middle East, as well as the medium-term impact on the UK and
broader European economies from Brexit.

On the way to Q1 2017, hard currency spreads reached recent tights
of +330 bps, Brazil seated a new President and its assets posted
double-digit total returns, China re-engaged its fiscal stimulus,
commodities and EMFX bounced, and EM fundamentals generally
strengthened relative to 2013. As the year concluded, a host of
uncertainties subsequently emerged, including the potential for a
more protectionist administration in the U.S., higher Treasury yields,
and the expectations for additional rate hikes by the Federal Reserve
in 2017. Yet, when looking forward, this backdrop also brings the
prospects for faster global growth, and when combined with solid
fundamentals and attractive valuations, these attributes point to the
potential for healthy returns within EMD in 2017.
Total Return

Yield/Spread
Change

Q4

2016

Q4

2016

12/31/16

EM Hard Currency

-4.02

10.15

6

-73

342

EM Local (hedged)

-2.41

4.70

61

-34

6.79

EMFX

-3.59

3.54

115

-37

4.63

EM Corporates

-1.32

9.65

-32

-114

314

OAS/Yield

Source: J.P. Morgan as of December 31, 2016. Past performance is not a guarantee or reliable
indicator of results. An investment cannot be made directly in an index.
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With the caveat that the policies of the incoming U.S. administration
remain difficult to assess, its interests do not appear to be truly
consistent with the protectionist rhetoric seen during the campaign.
Therefore, our base case is not for outsized fiscal largess, but by and
large, for an agenda likely to be growth positive. Indeed, we recently
raised our 2017 global growth estimate from 3.3% to 3.4%, and our
current forecast for emerging market growth of 4.4% is notably faster
than our 2016 projection of 3.6%.
In addition to the constructive backdrop of accelerating growth and
the potential for pragmatic trade policies, EM sovereign
fundamentals—bolstered by more competitive foreign exchange
rates, less short-term debt, and improved current account deficits—
are generally stronger than they were during the taper tantrum
volatility of 2013, as observed in the following tables.

Hard Currency EMD Valuations Appear Attractive
750
500
250
Now Emerging Markets 45 bps Wider than Developed Markets BBs

0
Pre Taper-Tantrum Emerging Markets 100
bps Tighter Than Developed Markets BBs

-250

J.P. Morgan High Yield Bond Index STW BB
J.P. Morgan EMBI Global Diversified Sovereign Spread
Difference

Emerging Markets Current Accounts Improved Sharply Since 2013

Brazil
Mexico
Indonesia
Malaysia
Thailand
Hungary
Poland
Russia
Turkey
South Africa

1st Quarter
2013

3rd Quarter
2016

Difference
(%)

-3.29
-1.68
-2.97
+5.23
-1.32
+3.64
-2.19
+2.64
-6.03
-5.50

-1.40
-3.21
-2.09
+1.94
+11.95
+6.36
+0.96
+2.54
-4.13
-4.10

+1.89
-1.53
+0.96
+3.29
+13.27
+2.72
+3.15
-0.10
+1.90
+1.40

Source: Bloomberg and J.P. Morgan as of December 14, 2016.

Current Account (% GDP). As of December 14, 2016. Source: Bloomberg, Haver Analytics.
Government External Debt Higher Since 2012, But Still Quite Low

Brazil
Mexico
Indonesia
Malaysia
Thailand
Hungary
Poland
Russia
Turkey
South Africa

End of
Year 2012 (%)

End of
Year 2015 (%)

4.8
10.6
14.4
22.9
4.5
57.2
31.5
1.9
14.1
18.1

7.9
17.3
16.9
23.8
4.8
43.2
30
2.6
15.7
21.7

When examining valuations in the local currency market, yields on
local bonds are presently a bit under 7% and thus not far from the
highs reached over the past five years in absolute terms (as well as
relative to comparable DM rates). Moreover, the following table
shows that, in many cases, EM local yields are more than 100 bps
higher than their pre-taper tantrum levels. Finally, EMFX has
cheapened substantially during its multi-year depreciation against the
U.S. dollar, and it has finally started to see some recovery as
observed in the following EMFX table. Therefore, while local bond
performance will depend on flows, country specific factors, and the
behavior of EMFX, we are encouraged by the recent performance of
higher-yielding EMFX and anticipate certain currencies could
continue to perform well even if the dollar remains strong.
Many Local Yields Up Over 100 bps vs. Pre-Taper Tantrum Levels

Government External Debt/GDP. As of December 14, 2016.
Source: Credit Suisse, Haver Analytics.

Within this context, we believe relative valuations across hard
currency sovereigns and quasi-sovereigns, select corporates, local
rates, and EM currencies (EMFX) appear attractive. For example,
hard currency EM debt has underperformed the BB-rated segment of
the U.S. high yield market since the U.S. elections in early
November, leaving hard currency spreads about 100 bps wider on a
relative basis than they were in 2013, as seen in the following chart.

Brazil
Mexico
Indonesia
Malaysia
Thailand
Hungary
Poland
Russia
Turkey
South Africa
United States
Germany

1st Quarter 2013
(%)

December 2016
(%)

Difference

10.06
4.95
5.93
3.5
3.51
6.27
3.96
7.39
7.04
7.37
1.85
1.29

12.11
7.32
7.98
4.21
2.77
3.37
3.52
8.55
11.24
9.01
2.6
0.36

2.05
2.37
2.05
0.71
-0.74
-2.9
-0.44
1.16
4.2
1.64
0.75
-0.93

10-Year Local Yields. As of December 14, 2016. Source: Bloomberg.
Many EM Currencies are Cheaper than Pre-Taper Tantrum Levels

Mexico (MXN)
Brazil (BRL)
Indonesia (IDR)
Malaysia (MYR)
Thailand (THB)
Hungary (HUF)
Russia (RUB)
South Africa (ZAR)
Turkey (TRY)

1st Quarter
2013

4th Quarter
2016

Appreciation/Dep
reciation (%)

105.69
91.79
97.71
100.45
108.95
92.01
108.92
84.97
95.24

73.89
77.85
95.58
84.06
101.99
87.64
89.68
76.06
75.48

-30
-15.2
-2.2
-16.4
-6.8
-5
-17.7
-10.5
-26.2

Real Effective Exchange Rates. As of December 14, 2016. Source: Bloomberg, JP Morgan .
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What are the risks to our outlook? Further increases in U.S. Treasury
yields could hurt the “search for yield” argument within the emerging
markets debt sector. That being said, U.S. rates have already risen
significantly—more than 100 bps higher than the recent lows for the
10-year yield—and we believe there may be some economic and
policy sensitivity to the stronger dollar that may limit further increases
in long-term Treasury yields.
There is also the potential that the incoming administration in the
U.S. may seek to implement protectionist policies that are more
aggressive than previously expected. However, one way to try and
understand how an all out trade war would impact EM is to put it in
perspective: it is not only emerging market economies that would be
impacted, but in many ways, it would also be against the best
interests of the U.S. should certain policies lead to notably slower
U.S. and global growth.
Putting this all together, we see attractive opportunities in hard
currency sovereign and quasi-sovereign bonds that we believe are
cheap relative to our expectation of fundamentals and events on the
horizon. These opportunities include issuers in Argentina, Indonesia,
Brazil, and Mexico. We also believe short-maturity Venezuelan
PDVSA bonds remain attractive even after last year’s strong
performance. In some cases, we see opportunities at the back end of
steep curves, but in many instances, our positions are in five-year
quasi-sovereign bonds. We also like select positions in frontier
names, including Ghana, Dominican Republic, Iraq and El Salvador.
We think that rate cuts in Brazil will help local bonds positions and
that local bonds in Mexico will perform well. In EMFX, we see
opportunities in higher-yielding currencies, such as Russia, Brazil,
and Indonesia.

OUTLOOK: Positive. Despite the uncertainties that emerged
in late 2016, EM valuations appear attractive amid
relatively healthy fundamentals and expectations for faster
global growth. In addition, hard currency spreads have
underperformed DM spread markets, local rates remain
near their five-year highs, and high-yielding EMFX appears
stable against a stronger U.S. dollar.

municipals posted negative total returns of -3.62% and -5.84%,
respectively in Q4. However, year-to-date total returns were +0.25%
and +2.99% for high grade and high yield, respectively. Despite also
posting a negative total return in Q4 (-3.70%), Puerto Rico credits
have outperformed high grade and high yield municipals year-to-date
(+11.40%) given the passage of PROMESA. Long taxable
municipals returned -6.79% in Q4 and +5.41% year-to-date,
underperforming the long corporate index over both periods.
Tax reform moved to the forefront following the U.S. presidential
election, and while the subject appears to be a top priority of the
incoming administration—with potential changes to both corporate
and personal income tax rates in 2017—historically, there has not
been a direct correlation between personal income tax rates and
demand for tax-exempt municipals. However, any attempt to cap the
tax-exemption would be viewed negatively. A lower corporate tax
rate could be a negative for the asset class given the potential impact
on demand from insurance companies and banks.
The city of Dallas, TX joined the list of entities downgraded as a
result of large and growing unfunded pension liabilities. While its GO
ratings remain high following the cuts to A1/AA/AA in Q4, they
remain on watch and under review for additional downgrades
pending the outcome of decisions made to address the unfunded
pension liabilities.
Despite positive technicals providing support to the municipal market
early in Q1—with net supply estimated to be negative in January—
persistent mutual fund outflows could weigh negatively on the
market. The potential for tax-reform in 2017 could also negatively
impact the asset class if reform efforts include proposals to cap the
tax-exemption. From a credit perspective, the focus will remain on
unfunded pension obligations—as well as other post employment
benefit (OPEB) obligations—especially as highly rated credits such
as Dallas experience downgrades due to large and growing
obligations. Volatility will likely persist in Puerto Rico, as investors
await action from the fiscal control board. Looking ahead, we expect
taxable municipals to perform in line with corporate bonds with the
potential to outperform should corporate M&A activity persist.

OUTLOOK: Neutral; supportive near-term technicals could
benefit tax-exempts early in Q1, however continued
outflows and uncertainty around tax policy could pressure
the municipal bond market.

Municipal Bonds
While AAA-rated municipal bonds underperformed U.S. Treasuries in
the weeks following the election, positive technicals toward year-end
led to outperformance. For the quarter, municipals underperformed
Treasuries slightly in the 10- and 30-year portion of the curve as the
Municipal/Treasury yield ratio rose to 95% and 99.7%, respectively,
from 94.1% and 99.1% at the start of Q4.
Municipal issuance set a new record of $445 billion in 2016, 9.8%
higher than the prior year, and surpassing the previous record of
$433 billion in 2010.
Flows into the asset class had been strong for the better part of the
year, as municipal bond funds recorded 54 consecutive weeks of
inflows totaling $60 billion through mid-October. However, since the
U.S. elections, municipal bond funds have incurred net outflows of
almost $20 billion, a trend experienced by most interest-rate sensitive
segments of the fixed income market amidst the recent volatility of
U.S. interest rates. Against this backdrop, high grade and high yield

Global Rates
Developed market rates encountered a steady headwind in late 2016
amid expectations for expanded fiscal policies in the U.S., signs of
policy restraint or tightening from major central banks, and firming
inflation prospects as oil prices rose.
While the Fed was widely expected to raise rates in December, a
more hawkish dot plot provided a surprise. The summary of
economic projections now anticipates three rate increases in 2017—
an increase from the prior projection of two hikes—as well as three in
both 2018 and in 2019. Despite the adjustment in the dot plot, longterm fed fund futures have remained stable at 3%, and we continue
to expect two rate hikes in 2017.
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When considering the 85 bps increase in the 10-year Treasury yield
in Q4 and where rates may head from here, we’re weighing several
factors. For example, when considering the concept that higher
interest rates accompany wider budget deficits (amid anticipation for
increased fiscal spending), we regard that relationship as tenuous.
When looking at historical trends, the deep budget deficits of the
Reagan era were accompanied by notable periods of declining
Treasury yields, while the narrower deficits during the Clinton era
were accompanied by long periods of rising yields.

Mortgages
Agency mortgage-backed securities underperformed U.S. Treasuries
in Q4 as rates rose sharply following the November presidential
election. Agency MBS durations extended, leading to convexityrelated selling in lower coupon, 30-year MBS. Agency MBS delivered
-1.98% in total return during the period with an excess return of -39
bps to similar-maturity U.S. Treasuries. Mortgages posted a 1.67%
total return in 2016.

Furthermore, toward the end of the year, the rising rates trade had
become very crowded. Indeed, in late November, CFTC futures data
indicated a record accumulation in speculative short positions, and
we believe many of these trades had yet to be unwound. A change in
inflation expectations could also lead to a notable reduction in yields
given that slightly more than half of the late-year increase in the 10year Treasury yield appeared to be driven by inflation expectations,
with the remainder being driven by an increase in real yields.
Given that backdrop, we’re positive on intermediate U.S. rates
considering that the terminal rate and term premium remain elevated
in a global context. In addition, we still favor a swap spread widener
position in the U.S. despite the potential for an increase in Treasury
supply should the budget deficit widen. Although we marginally
reduced our swap spread widener position at the end of the year in
anticipation of heavy corporate issuance in early 2017, we remain
constructive on the widener trade over the medium term given the
attractive carry opportunities, potential reductions in variable annuity
receiving after interest rates and equity prices moved higher, and the
long Treasury purchases by liability driven accounts, which will likely
continue to place widening pressure on interest rate swaps.
Elsewhere, we remain neutral on TIPS and believe they are at fair
value after breakeven rates rose nearly 35 bps in Q4.
The ECB provided a surprise of its own in Q4 when it announced the
reduction in monthly QE purchases from €80 billion per month to €60
billion per month and a slightly longer-than-expected extension of its
current program by nine months to December 2017. The removal of
a restriction prohibiting purchases of bonds with yields below its
deposit rate of -0.40% and the reduction of the lower maturity limit for
bonds eligible for purchase from two years to one year steepened the
bund yield curve. We expect the curve to steepen further and we
remain positive on intermediate bunds.
For its part, the Bank of Japan appears to be on hold with its
commitment to expand the monetary base—by purchasing ¥80
trillion worth of JGB’s annually—along with controlling the yield curve
with a target of zero for the 10-year JGB yield. We remain neutral on
intermediate JGBs.

OUTLOOK: Opportunistic. Specific positions in the
developed rates market, such as long positions in
intermediate U.S. Treasuries, short-term bund futures, and
a swap spread widener in the U.S., appear attractive. We
are neutral intermediate JGBs and TIPS.

As expected, prepayment speeds peaked in late Q3 and then
declined into year end. However, excess capacity at mortgage
originators focused on refinancing existing homeowners as primary
mortgage rates rose, leading to a slower pace of prepay declines
than models had predicted.
MBS have benefitted from strong demand from the Federal Reserve,
as well as U.S. and overseas investors. Implied volatility increased
as rates sold off, helping MBS option-adjusted spreads blunt some of
the widening observed in nominal spread performance. However,
MBS valuations remain on the narrower end of our model’s range
and may be subject to pressure as we begin 2017.
In the coming year we expect the Fed’s support for Agency MBS to
ultimately decline due to two primary reasons. First, as prepayment
speeds have fallen, the Fed’s MBS reinvestment needs may drop
50% from roughly $40 billion per month to $20 billion per month by
mid-2017. Second, given the recent 25 basis point increase in the
Federal funds rate and three more potential hikes in 2017, we are
getting ever closer to “policy normalization”, which means the Fed
may adjust or altogether discontinue its MBS reinvestment program.
Agency MBS may also be challenged by positive net supply, which is
estimated to be approximately $200 billion this year. Although U.S.
banks may continue to add MBS, we expect certain Japan-based
clients to face higher investment hurdles given increased crosscurrency hedging costs.
Across portfolios we favor reducing MBS exposure via lower coupon,
30-year securities and an up-in-coupon bias into the 30-year 4%
coupon. We are underweight GNMAs as we see them fundamentally
rich with a less certain buyer base. We prefer seasoned 30-year
vintages over recent origination.

OUTLOOK: Underweight in favor of other spread sectors.

Structured Product
Structured products had a strong 2016, and spreads on senior tranches
tightened during 2016 across the board—legacy non-agencies and
GSE credit risk transfer tightened about 50 bps, CMBS seniors by 25
bps, CLOs by 15 bps and generic cards and autos by 25 bps. Going
forward, we expect spreads to be range bound to slightly tighter
supported, in part, by low supply. Floaters will also draw demand from
those with expectations of LIBOR rate increases and fixed rate bonds
from buyers with yield targets. We expect down the capital structure
tranches, notably CMBS and CLO mezzanines, to experience continued
volatility.
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Non-Agency RMBS: The housing market remains strong, and we
believe the strength will continue into 2017. Houses prices rose 5%
nationally in 2016 and we expect increases in the 2-4% range for 2017.
Housing remains affordable despite the backup in mortgage rates—
mortgage payments at the current mortgage rate of 4.375% are 14% of
income compared to long-run average of 17%. Mortgages originated
post-crisis have been to high quality borrowers, which lessens the
likelihood of a housing selloff. We believe there is room for responsible
loosening of origination standards. Servicing standards of troubled
mortgages has been stable to improving. Modification of delinquent
mortgages has become the standard cure for non-payment and, to
address the expiration of HAMP, the GSEs have outlined a new plan to
reduce troubled borrowers payments by 20%. New Jersey, a judicial
foreclosure state, has begun to process its large backlog of
foreclosures. This will help to keep reported severities high in legacy
non-agency securitizations but is positive in the long-term as fewer
troubled properties are positive for the housing market. This leaves only
New York, due to NYC’s outer boroughs and Long Island, as the only
state yet to substantively address legacy mortgage foreclosures. We
think these strong fundamentals, coupled with the dominant technical
that 10-15% of legacy mortgages paydown on an annual basis, will lead
to solid spread performance. Spreads on senior legacy non-agency
bonds are now around L+200bps and are at post-crisis tights. Further,
we find opportunities in financing unrated securitizations of loan pool
dispositions from money center banks and the GSEs to be particularly
attractive. These trade L+mid-200s to low-300 bps. The specter of GSE
reform due to the incoming Trump administration is a wild card, but we
believe any reform will be challenging given the large market share of
the GSEs and the diversity of opinions in Congress. Away from the
U.S., UK RMBS senior spreads were slightly tighter in Q4, with the
market absorbing an increase in non-conforming UK supply. Spreads
are LIBOR+ low-mid 100 bps. Mezzanine paper was wider due to this
supply and weaker secondary market liquidity going into year-end. We
are neutral on the sector at current levels, but we find value in select
securitizations to finance portfolio purchases of legacy mortgages.
CMBS: The advent of risk retention, which went into effect on
December 24, 2016 and requires a securitization sponsor to hold a
portion of a newly-issued transaction, led sponsors to front-load
issuance in Q4. Senior spreads leaked somewhat wider during the
quarter on the heavier supply, from Swaps+105 bps to S+110 bps.
Front-loading supply makes us bullish on spreads going into 2017 as
we expect lighter supply in the first quarter of 2017. Overall, we expect
2017 conduit CMBS issuance to be similar to the $50 billion of supply in
2016, which was 25% below 2015. Agency multi-family spreads
tightened to S+65 after beginning the quarter at S+68 bps. And singleborrower/single-asset (“SASB”) floater spreads were unchanged at
LIBOR+125-135 bps. We find value in senior conduit and SASB bonds,
and agency CMBS as a substitute for Treasuries and Fannie/Freddie
mortgages. Commercial real estate loan fundamentals remain stable,
with high debt-service coverage ratios and capitalization rate premiums
that are still fair to wide by historical standards. We believe the back-up
in interest rates will not materially affect capitalization rates used to
value commercial properties because the risk premium to Treasuries in
“cap rates” is historically wide and can compress to counteract higher
interest rates. Our concerns are the growing percentage of hospitality
loans (which are more sensitive to economic downturns), changes
within the retail industry, and the bottom quartile of mortgage loans in
conduit CMBS transactions. We believe these issues are of particular
concern to the mezzanine parts of the CMBS capital stack. As such, we

continue to think mezzanine bonds offer a poor risk/reward proposition,
despite rallying by about 50 bps in the 4th quarter.
CLOs: We reaffirm our position that AAA CLO bonds (L+140-160 bps)
are one of the most attractive investments in the fixed income sector.
With credit enhancement of 35% or more, and diversification by
corporate sector, AAA CLOs have robust protections. We expect
returns to come from carry and not capital appreciation because of call
features in CLO bonds. Similar to CMBS, the fourth quarter saw a
pickup in supply in advance of risk retention rules, largely from
refinancings of existing transactions. Overall, supply was $72 billion in
2016, down almost 30% from 2015. We expect 2017 supply to be
similar to 2016 and spreads to be stable to slightly tighter. Demand from
Japanese institutions waned in the fourth quarter due to widening in the
cross-currency basis. Nonetheless, Japanese institutions should help
“cap” any widening spreads as their demand could return on modest
spread widening. Asset sourcing at attractive spreads is a limiter to CLO
formation. Recent inflows into retail bank loan funds exacerbates this
issue. We do not expect risk retention rules to affect the CLO market.
European CLOs saw an increase in 2016 issuance to €17 billion with
spreads around Euribor + 100 bps, subject to a Euribor floor of 0%. We
expect 2017 issuance to push €20 billion with spreads tightening toward
Euribor + 85 bps. Similar to the U.S., loan sourcing is an obstacle. This
market is also thinly traded.
ABS: We remain positive on the credit fundamentals of the U.S.
consumer and related assets from established issuers. Prime consumer
default rates, particularly in credit cards, are the lowest in decades; that
said, we recognize that competition among originators is increasing for
consumer credits. For example, subprime auto defaults have been
trending higher due to a weakening in underwriting by some lenders.
With traditional credit cards and autos continuing at year-to-date tights
inside of L+25 bps, fundamentally sound non-benchmark sectors such
as 2-4 year unsecured subprime consumer loan seniors (L+150-175
bps) and fixed rate 3-5 year prime 144a auto revolver seniors (S+60-90
bps) offer compelling relative value. We continue to like AAA rental car
ABS at S+135 bps, which have significant structural protections to
insulate the ABS bonds from a rental car company bankruptcy. We are
neutral on rental car bonds for portfolios with short-term time horizons
as near-term price action could be bumpy due to corporate parent
earnings headlines. We remain cautious on marketplace lenders due to
unproven and shifting business strategies and regulatory ambiguity.

OUTLOOK: We remain very positive on top-of-the-capital
structure bonds and GSE credit risk mezzanine cashflows.
We are negative on CMBS mezzanine tranches.
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