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After years of gridlock,
where the main focus of
policy has been on
central banks, now the
focus is squarely on the
new administration and
Congress.

The baton pass from the
dry language of central
banks to the colorful one
of politicians is our new
reality.
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Focusing on Policy, Not Headlines: Investing in
the Era of the Tweet News Cycle

2017 presents markets with significant potential policy changes on taxation, regulation, healthcare,
infrastructure and trade. After years of gridlock, where the main focus of policy has been on central
banks, now the focus is squarely on the new administration and Congress. On balance, we expect
global stocks and interest rates to rise.

Since November, the prevailing mood of investors has been one of optimism about faster
economic earnings growth from lower taxes and less regulation, and we agree. For now, the more
alarming rhetoric on trade seems to have been viewed as part of a negotiation. At RiverFront, we
recognize that policy negotiation through tweeting is just a part of the new world. Our challenge is
to avoid the emotional cycle generated by the headlines and seek to assess policy changes that
we believe will actually occur. For now, we will seek to make changes when we believe assets
become mispriced. The baton pass from the dry language of central banks to the colorful one of
politicians is our new reality.

One example is corporate tax reform. There is clear commitment from the President and from the
Republicans in Congress to lower corporate taxes. There does not seem to be a big divide on the
rate: the House of Representatives’ plan suggests 20%, President Trump has indicated he would
prefer 15%, and both are lower than the current 35% rate. If implemented, however, the House
plan proposes a fairly radical change in how taxes are assessed. Currently taxes are levied on the
difference between worldwide (total) income and worldwide (total) costs. The proposed plan, as we
understand it in simple terms, would tax only the difference between domestic revenues and
domestic costs. Thus, overseas revenues would not be taxed, but a company whose revenues
were all in the US and whose costs were all from imports, would have no costs to deduct and
therefore pay tax on all of its revenues. Thus, although overall tax rates would come down,
different business models would be impacted very differently. This concept is becoming known as
a “border tax adjustment”.

The House’s blueprint is just the beginning of a negotiation. President Trump has tweeted that the
plan is too complicated, and the Senate has yet to really get involved. The making of policy is
usually complicated and messy. We will seek to assess the impact when a clearer consensus
emerges. We think this will take months and involve plenty of public debate, but we do expect
corporate taxes to be cut in 2017, potentially retroactively.

We also will continue to focus on the data, and one piece of recent data we find striking is the rise
in small business optimism. As you can see from the chart on the next page, courtesy of
calculatedriskblog.com, the latest surge in optimism as reported by the National Federation of
Independent Businesses (NFIB) is pretty exceptional by historic standards and takes the index
back to levels last seen in 2004/2005. Small businesses potentially stand to benefit from tax cuts,
both corporate and personal, and from a more business friendly regulatory environment, in our
view.
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THE WEEKLY CHART: SMALL BUSINESS OPTIMISM SURGES

Small Business: Optimism Index
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http://www.calculatedriskblog.com/ Source: NFIB

Source: http://www.calculatedriskblog.com. Chart published on January 10, 2017.

Notable within the survey was the response to the question as to whether the businesses “expect better business
conditions”. In that category, the respondents went from 12% in November to 50% in December. We believe this indicates
that small businesses are building up their expectations of what the new administration is going to do for them. In the
short term, business confidence can be self-fulfilling, which we think should keep the employment market healthy and the
Fed on track for gradual rate hikes. As the year progresses, we think that both businesses and investors will need to see
concrete proposals and ultimately legislation in order to maintain this momentum.

We expect legislation to lower corporate tax levels, but as stated above, we do not yet have clarity on what that will look
like. We also predict that the benefits will probably be greater for smaller businesses that typically pay higher taxes than
large multinationals, because the latter can take advantage of different tax regimes around the world.
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