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Executive Summary
Key themes we will be monitoring as we kick off a new year:
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•C
 entral banks across developed markets in the process of
slowing and/or unwinding unprecedented intervention in
capital markets.

High hopes on Trump bump. Fed policy
more hawkish? Outcome dispersion
wider expect higher vol. Neutral duration
& o/w Credit, stay liquid.

• I mplications and impacts of a material change in fiscal policies
could be significant, timing is uncertain.
•V
 alue opportunities in short credit persist due to higher Libor
rates and the potential for further Fed tightening.
•A
 gency mortgage-backed securities suffered poor returns
and the index extended by over a year and a half in November;
the duration of the Bloomberg Barclays Aggregate Index is
approaching six years (the highest ever).
•B
 road measures of inflation are trending higher and the breakeven inflation rate on 10-year U.S. Treasury Inflation-Protected
Securities (TIPS) increased during the fourth quarter.
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Economic and Market Update
Economic data in the second half of the year pointed to a recovery in growth as oil prices continued to rebound off early 2016 lows.
Labor-market conditions remained healthy with unemployment reaching a new cycle low of 4.6% and wages rising 2.9% on a
year-over-year basis. Updated GDP data show the economy expanded at a 3.5% rate in the third quarter driven by strong consumer
spending. There will likely be a pullback from that rate in the fourth quarter, but recent data suggests momentum remains solid.
Given the improvement in the second half of the year, it is becoming increasingly probable that the U.S. economy will record 2016
growth in line with the Federal Reserve’s (Fed) mean expectation of around 2%. Residential fixed investment slowed over the
course of 2016, with the S&P Case Schiller Index back to pre-crisis levels. Average 30-year mortgage rates rose almost 100 basis
points (bps) in the fourth quarter, presenting a possible headwind to growth in 2017. The Institute for Supply Management’s survey
indices across both manufacturing and services continue to rise off third-quarter lows and should foretell better growth into 2017.
Volatility was elevated around the election with the CBOE Volatility Index briefly moving above 20. However by late December the
index fell to levels last seen in the summer of 2014. The Merrill Lynch Option Volatility Estimate Index bounced off recent lows and,
at a level around 70, is consistent with its five-year average. Moving forward we expect to see additional periods of volatility due to
both domestic and global factors.
The election provided a significant boost to domestic yields in the fourth quarter. Inflation expectations rose, real rates increased,
and the U.S. Treasury yield curve steepened. After reaching a post-crisis low of 75 bps in July, the 2- to 10-year U.S. Treasury curve
steepened to a 2016 high of 135 bps in late December. The Bloomberg Barclays Aggregate Index generated a total return of -2.98%
for the quarter, with the -2.4% decline in November marking its worst month since October 2008.

Key Themes
Our strategies generally outperformed benchmarks in the fourth quarter, largely due to positioning in spread sectors. While
mortgages underperformed due to the move in rates, the Credit sector performed well, as spreads narrowed on strength in oil
prices and rising equities. We increased the scale of our overweight in Credit during the quarter as we began to utilize our new
credit-limit methodology, which benefited performance. While the expansionary phase of the current business cycle has now run
longer than average, a combination of fiscal stimulus and accommodative (albeit tightening) monetary policy should allow growth
to continue. For this reason, along with valuations that remain modestly attractive, we continue to favor spread products.
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➊	
Fiscal policy – a panacea for breaking-out of “new normal” 2% growth?
Financial markets have discounted a firmer path for future growth based on the expected agenda of President-elect Trump.
A resurrection of supply-side economic policies through a combination of deficit spending (both infrastructure and defense)
along with tax cuts at both the individual and corporate level would potentially provide a tailwind to growth. However budgetconscious constituents within the Republican party may resist aggressive, non-neutral spending plans, increasing the
uncertainty about the timing and scope of potential fiscal stimulus. In addition, the debt ceiling will quickly come into focus
late in the first quarter of 2017. How this is addressed may provide a good context for considering how future policy will play
out in the Trump administration.

➋	
Connecting the dots – does the Fed really mean it this time?
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On a global basis, U.S. fixed-income assets continue to
offer comparatively attractive yields. Despite the altered
easing programs outlined above, the yield gap of 10-year
U.S. Treasury securities to other government equivalents
widened considerably in the fourth quarter (+36 bps versus
the UK, +52bps versus Germany, +72bps versus Japan). This
contributed to a growing yield gap between the Bloomberg
Barclays US Aggregate Index and the ex-U.S. Global
equivalent, which increased by almost 50 bps in the second
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➌	
It is still a yield starved world
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Globally, central banks in Europe, Japan, and the United
Kingdom are reevaluating a variety of market support
mechanisms. The Bank of Japan has moved toward a
policy of targeting a yield near zero on 10-year Japanese
government bonds, while maintaining a negative-interestrate policy. In Europe, the European Central Bank extended
its quantitative easing program through the end of 2017,
while lowering the monthly volume of purchases by
€20 billion beginning in April. The scope of permissible
investments are no longer subject to the -0.4% deposit
floor and now extend to securities with a maturity of as
little as one year. Finally, the British pound’s decline
coupled with rising inflation and the resiliency of the UK
economy may instead lead the Bank of England to reverse
course after cutting rates and increasing its quantitative
easing program last summer.

# of FOMC Participants

The Fed delivered as projected in December, raising the federal funds rates by 25 bps. After the increase and steepening of
the Treasury yield curve during the fourth quarter, market prices now reflect an expectation for two additional Fed interestrate hikes in 2017. The Federal Open Market Committee’s (FOMC) median projection is for a cumulative 75 bps increase
by year-end, which is more aligned with the market than a year ago, when the FOMC projected four hikes in 2016. Today,
the Fed is close to achieving its dual mandate, with the
Appropriate Fed Funds Rate Target at End-2017
labor market near full employment and core inflation
approaching the 2% target. However, we expect the Fed
8
will maintain its cautious approach to rate normalization,
7
as higher U.S. Treasury rates and a strong dollar may
temper growth. The evolution of fiscal policy in the Trump
6
administration could boost the Fed’s expectations for
5
economic growth and with it a faster pace of rate hikes.
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half of 2016 and reached the highest level since the financial crisis. Given the measured forecasts for FOMC rate increases
noted above, it is likely the effective real fed funds rate will remain highly accommodative at or below zero for the next 12 to 24
months. Expectations for higher growth in the U.S. and further Fed tightening could lead to additional appreciation in the U.S.
dollar and improve the forward-return profile of U.S. fixed-income assets relative to other developed markets.
For fixed-income investors, the starting yield is a critical determinant of forward return expectations (see Realities of the Fixed
Income Market: The Starting Point Matters). While still low from a longer-term perspective, the symmetry of returns improved
on the basis of yield per unit of duration, particularly relative to global alternatives.

➍	
Inflation on the rise
While break-evens rose significantly, the real yield on 10-year U.S. Treasury notes moved back above zero by mid-November.
Inflation expectations increased 36 bps during the fourth quarter and 10-year TIPS appear fairly valued on a longer-term basis
at a break-even rate of 200 bps. The Consumer Price Index (CPI), less food and energy, rose 2.1% in November year over year.
Headline CPI should increase if commodity prices remain stable or rise as the year-ago lows in oil prices roll off. Increased
wage growth and expectations for fiscal stimulus are supportive of inflation fundamentals. The Fed will need to balance its
willingness to let the economy (and inflation) run above trend against the potential for fiscal policy to meaningfully accelerate
economic conditions to levels they may not find palatable.

Outlook
Given the evolving landscape for a possible shift in focus from monetary policy to fiscal policy we expect that financial markets
could experience bouts of volatility in 2017. In addition, an evolving regulatory environment and rising global populism in the face
of key European elections pose further risks. The post-U.S. election reaction of global markets was swift, but orderly as generally
optimistic scenarios were priced into the markets. However, as 2017 unfolds we feel it is prudent to position portfolios for various
outcomes. Tail risk is elevated for conditions that are both positive and negative as the factors previously discussed are addressed
during the year.
Portfolios across strategies remain generally neutral in their duration positioning. While we have added to credit given a favorable
outlook for the sector, additions have been focused in those positions we determine to be more liquid. Our allocation to the
Mortgage-Backed Securities sector was largely unchanged during the fourth quarter as fundamentals have improved due to falling
prepayments as rates rose. The improved fundamentals of the Mortgage-Backed Securities sector are countered by much greater
uncertainty going forward regarding fiscal and Fed policy, which may continue to cause significant volatility in the rates market.
Should the Fed proceed down a more hawkish path, the Committee may need to clarify the role of its balance sheet. Adjustments to
the reinvestment policy for principal and interest on existing holdings could be disruptive to capital markets.
This publication is for informational purposes only and reflects the current opinions of PNC Capital Advisors, LLC. Information
contained herein is believed to be accurate, but cannot be guaranteed. Opinions represented are not intended as an offer or
solicitation with respect to the purchase or sale of any security and are subject to change without notice. Statements in this
material should not be considered investment advice, a forecast or guarantee of future results. To the extent specific securities
are referenced herein, they have been selected by the author on an objective basis to illustrate the views expressed in the
commentary. Such references do not include all material information about such securities, including risks, and are not intended
to be recommendations to take any action with respect to such securities. Indices are unmanaged, do not reflect the deduction
of any fees normally associated with an investment management account, including investment advisory fees. Indices are
not available for direct investment. This publication has been prepared without taking into account your objectives, financial
situation or needs. Before acting on this information, you should consider its appropriateness having regard to your objectives,
financial situation or needs. Past performance is no guarantee of future results. This publication is the property of PNC Capital
Advisors and is intended for the sole use of its clients, consultants, and other intended recipients. It should not be forwarded
to any other person. Contents herein should be treated as proprietary information. This material may not be reproduced or
used in any form or medium without express written permission.
PNC Capital Advisors, LLC is an SEC-registered investment adviser, offering an array of investment strategies. PNC Capital
Advisors, LLC is a subsidiary of The PNC Financial Services Group, Inc.
INVESTMENTS: NOT FDIC INSURED -NO BANK OR FEDERAL GOVERNMENT GUARANTEE -MAY LOSE VALUE
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