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YEAR-END 2017 INCOME TAX PLANNING
VINCE MARSDEN, Partner, SVP of Financial Planning
Now that summer is over, it is time to think about possible year-end 2017 tax saving strategies.
Republicans have announced a framework proposal
for tax reform, which includes a reduction in the
number of individual income rates from seven
brackets to three of 12%, 25% and 35%, as well as the
adjustment/elimination of certain tax deductions and
tax credits. In addition, they propose the elimination
of the Alternative Minimum Tax, as well as Estate
& Transfer Taxes. Corporate taxes would decrease
from 35% to 20%, and taxes on pass-through entities
would be at 25% rather than the current maximum
of 39.6%. However, the final reform bill will almost

certainly differ from the current proposal and it is
questionable whether passage would take place
in 2017. In addition, even if a tax bill is passed in
2017, it could be enacted prospectively, taking effect
01/01/2018 rather than being retroactive to the start
of 2017. Due to all of these factors, flexibility in
developing your 2017 year-end income tax planning
will be key. The execution of some elements of your
plan may need to be put on hold until there is more
certainty as to whether and when tax reform will
come into effect.
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As always, be certain to review your plans with your
tax professional before taking any action. Many
tax-saving strategies are complex, and may or may
not be well-suited to your individual situation. We
at FPCM are also available to assist you.
Here are some year-end steps to consider:
REALIZED CAPITAL GAINS AND LOSSES
Review your current realized capital gain (or loss)
position across all of your taxable investment
accounts to see whether it makes sense to harvest
unrealized losses to offset year-to-date realized
gains (or conversely, to harvest gains to offset
realized or carryforward losses). Under current tax
law, you can also take up to $3,000 of net realized
capital losses against other income on your tax
return. Be aware that you may not repurchase any
of the same stock(s) you sell to realize losses for a
period that extends from 30 days before, to 30 days
after, the sale.
CHARITABLE GIVING
In addition to completing all planned 2017 charitable
donations before yearend, it may make sense
to
pay
in-advance
some of the charitable
contributions that you
would normally make
in 2018. For instance, if
it looks like you will be
in a higher tax bracket
in 2017 than 2018,
the 2017 pre-payment
of
2018
donations
could yield higher tax
benefits.
The advisability of
accelerating 2018 charitable contributions into
2017 could certainly be affected by any tax reform
legislation, both from the perspective of 2017 versus
2018 income tax rate differentials, and as a result of
changes in the rules for deductibility of charitable
donations.
Keep in mind that appreciated securities should be
your first choice for charitable giving, rather than
cash. In past newsletters we have discussed why this
is the case, and have also highlighted the benefits
of using a Donor Advised Fund (DAF) like Fidelity’s
Charitable Gift Fund Account to streamline and
simplify the donating process. In 2017 a number
of FPCM clients have taken the step of establishing
a DAF, and we are happy to speak with you about
whether a DAF account may be appropriate for you.

FAMILY GIVING
You may gift up to $14,000 each year (the so-called
“Annual Exclusion Amount”) to any individual,
typically your children and grandchildren, without
reducing your Lifetime Exemption from Federal
Estate Taxes (currently $5.49M per individual for
2017). The use of the Annual Exclusion can be a
useful tool for estate and gift planning, and married
couples can combine their exclusion amounts to
give up to $28,000 to any individual in a given year.
Among other things, this approach can be used to
fund 529 plans for college education savings for
children and grandchildren. Special rules even allow
lump sum gifting to the 529’s, permitting a one-time
gift of $70,000 ($140,000 for a married couple) to
‘front-load’ each child’s plan without incurring gift
taxes.
ITEMIZED DEDUCTIONS
Some itemized deductions are permitted only to
the extent that they exceed a percentage of your
Adjusted Gross Income (AGI), so it generally makes
sense to ‘bunch’ such
expenses
into
one
year to get the best tax
savings.
Opportunities to bunch
deductions can include:
(1) medical expenses to
the extent they exceed
10% of AGI; and (2) miscellaneous
expenses,
such as legal, accounting, and investment
management
fees,
which must exceed 2%
of AGI. Keep in mind
that Itemized deductions and personal exemptions
are subject to phase-outs for high-income taxpayers.
ROTH IRA CONVERSIONS
Roth IRA conversions can be an effective strategy for
many taxpayers. Although the conversions generate
current taxable income, all future distributions are
then tax-free, provided they are taken out at least
five years after the conversion. Another powerful
savings and tax mitigation benefit of converting is
that a holder of a Roth IRA does not have to take
annual Required Minimum Distributions (RMD)
which are required, beyond age 70 ½, for owners of
Traditional IRAs and other tax-qualified retirement
accounts.
Roth conversions can be particularly attractive
when the stock market has experienced a significant
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downward correction, and should also be considered
if income tax rates are expected to increase in the
future. Remember, the taxes arising from the Roth
conversion should be paid from your non-retirement
assets and not from the IRA account itself.
ALTERNATIVE MINIMUM TAX (AMT)
The AMT, which now affects millions of US taxpayers,
operates parallel to the regular income tax system
and requires taxpayers to make an additional tax
calculation which subjects regular taxable income
to certain adjustments, and the elimination of some
preference items and exemptions. The taxpayer
pays the higher of the regular tax, or the AMT
amount. For individual taxpayers, certain items

that are deductible under the regular income tax
are not deductible for AMT purposes, such as state
and local income taxes, real estate taxes, and most
miscellaneous itemized deductions.
There are some limited year-end planning
opportunities for taxpayers who are on the cusp
between the regular tax and AMT. Such taxpayers
should have their tax professional prepare an income
tax projection to assess their situation and determine
what, if any, action they should take before year-end.

CLOSE UP
FP/CM CLOSE UP: DRUG DISTRIBUTORS - ABC & MCK
AMIT FRIEDLANDER, Research Analyst
CHRIS CONWAY, Portfolio Manager
We recently initiated a position in two drug
distributors, AmerisourceBergen (ticker: ABC) and
McKesson (MCK). We believe both stocks represent

attractive investment opportunities. We’d like to
share our views regarding their business models and
our rationale for purchasing the stocks.

STOCK PRICES FOR ABC & MCK
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ABC and MCK purchase pharmaceutical drugs
from drug manufacturers and distribute them to
pharmacies, while providing a variety of additional
services on behalf of pharmacies including inventory
management, working capital finance, software, and
consulting. The attractiveness of this business model
lies in the fact that scale is required to effectively
compete, and is a significant barrier for potential
competitors. Scale and its associated purchasing
power is needed to negotiate low prices with drug
manufacturers, and scale in distribution is needed
to deliver drugs efficiently (frequently within one
day) and cost effectively. ABC and MCK have the
distribution infrastructure to sort and package drugs
from hundreds of manufacturers and deliver these
drugs efficiently to thousands of pharmacies, all while
complying with various government regulations and
any special handling requirements. This distribution
infrastructure, combined with their purchasing
power, has resulted in high returns on invested
capital for ABC and MCK, and an oligopolistic market
structure in the United States, with the three largest
distributors accounting for ~90% of the market.
(Besides ABC and MCK, the other large player is
Cardinal Health (CAH).)
OPERATING RESULTS
Despite a strong business model with high barriers
to entry, operating margins for ABC and MCK have
declined significantly over the past year. From
2012-2015, both companies had been beneficiaries
of an increase in the use of generic drugs, a wave of
new generic drugs entering the market, and price
increases resulting from generic drug shortages and

FDA approvals slowing to a standstill. These trends
began reversing in 2016, resulting in larger than
expected declines in generic drug prices, negatively
impacting margins and earnings for ABC and MCK.
In addition, this slowdown was exacerbated by
the renewal, on less favorable terms, of contracts
with large group-purchasing organizations that
collectively negotiate with the distributors on behalf
of independent pharmacies.
INVESTMENT OPPORTUNITY AND RISKS
While the decline in operating results was clearly a
negative development, we believe that the subsequent
decline in company stock prices represented a
favorable investment opportunity for a number of
reasons. First, the stocks are now trading at relatively
low multiples to current earnings, providing a level of
safety if operating results do not improve. Second, by
May 2017, industry dynamics started showing signs
of a bottom, with generic price declines slowing and
the contract renewal cycle coming to an end. Third,
the ABC & MCK business models, despite industry
pressures, continue to remain very strong. And
fourth, we believe there is significant upside potential
in the stocks if operating results first stabilize and
then return to normal growth and profitability levels.
The key risk to our thesis is that the industry pricingpressure trends that began in 2016 represent secular
declines, and that revenues and profit margins will
face further pressure. Market entry by Amazon or
another new, disruptive player is also a possibility,
but unlikely in our view.
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FINANCIAL PLANNING

DECISIONS ABOUT LONG TERM CARE
MAUREEN MATAMOROS, MSM/MBA, Financial Planning Advisor
Men and women alike are living longer and healthier lives. Today, among typical 60-year-old U.S. males, 58% can
expect to live to age 80 and over 20% celebrate their 90th birthdays. For U.S. females the numbers are even more
impressive. 70% of today’s 60-year-olds will live to age 80, and one-third can expect to reach or surpass 90. 1

Along with this good news, comes an increased need to plan for how we will provide for our health and
physical care during our later years. We need to think beyond just acute medical needs that will arise due to
illness or injury, to also consider longer-term custodial care that many of us may need, and that traditional
Health Insurance and Medicare do not cover.
WHAT IS LONG-TERM-CARE?
The terms “Long Term Care” (LTC) and “custodial care” refer to services that provide help with our “Activities
of Daily Living” (ADL) over an extended period of time. These ADLs include such basic tasks as Feeding,
Bathing, Dressing, Toileting, Transferring and Walking.
When I get asked about Long Term Care, I find that people are typically thinking about just one question:
should they purchase “Long Term Care Insurance” (LTCI). While potentially a good choice for some, LTCI is not
the only option for paying for long term care needs, and may or may not be the best solution for your specific
personal and family situation. I have found it is important to broaden the LTC conversation, to evaluate not
only the multiple approaches that can be used for paying for care, but to also understand the different types
of LTC services that are available, and how your family dynamics may influence your decision-making.
TYPES OF LTC SERVICES
LTC services differ in the settings where the care is provided, in the skill and training of the service-providers,
in breadth and cost of services available, and in the amount of family involvement in day-to-day caretaking.
The types of services you choose can depend as much on your family structure and relationships as it does on
your personal preferences, your financial resources and the level of care you need. Table 1 lists the variety
of care settings and services.
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RESPITE CARE
Both in-home and community-based services can require significant family participation in a loved-one’s
care, particularly in the evenings and on weekends. This can put significant strain on a family caretaker
who may still be working full time, or who may also be caring for minor children or other family members.
Offered by many Assisted Living, CRCC, and Memory Care facilities, Respite Care is temporary, 24-hourcare, that can be used when a caregiver needs a break. It provides family members with an opportunity to
“recharge their batteries,” and can also be used as a way for seniors to “test out” a care facility before deciding
whether to become a resident.
FUNDING OPTIONS
For individuals with very low income and few assets, Medicaid may cover long-term-care costs. However,
income and net-worth eligibility requirements strictly limit who qualifies.
At the other end of the wealth spectrum, individuals with a high net worth should definitely evaluate selffunding. The answer to how much wealth is enough depends on the cost of care, how likely you are to need
it, and your willingness to take on the risk, as well as how much money you need to conserve for living
expenses and other financial commitments during your retirement years.
Here are a few statistics that can help with making a self-funding baseline assessment:


Boston College’s Center for Retirement Research (2014) reports that 44% of men and 58% of women
can expect to need nursing home care at or after age 65.



The average length of stay is 3 years (2.2 years for men, 3.7 for women), and 90% of all stays are for
5 years or less. 2



As a baseline, if your net worth is sufficient to cover an average nursing home stay in your geographical
area without compromising your ability to fund your other living expenses and commitments, then
self-funding may be a viable option to further analyze. (e.g. A 3.7 year stay for one family member
at a facility in NY, NJ or CT would cost, on average, $536,000 in today’s dollars.3)

A variety of insurance products are specifically designed to
help consumers who are not fully financially able (or prefer not
to) self-fund potential LTC costs. Traditional LTCI Policies are
offered for individuals, and spouses can also consider buying
a joint policy where they share benefit amounts. Most policies
will cover care in home, community or residential settings, and
will pay for Respite Care as well. Newer Hybrid Policies take a
life insurance or annuity product and add a LTC rider. Benefits,
if not used for long-term-care, remain in the policy and can pay
out as a death benefit to beneficiaries or as retirement income
to the annuitant.
For all these products, there are a wide variety of policy
features to consider (from daily and lifetime coverage limits to
elimination periods, inflation protection, types of covered care,
levels of reimbursement, and more). Features and premiums
vary from insurer to insurer, and can differ among policies
from the same provider.
Table 2 summarizes some important pros and cons for each
funding approach:
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TABLE 2: ALTERNATIVES FOR FUNDING LTC EXPENSES
OPTION
Medicaid

PROS
Provides care for individuals and
families without financial resources.
Other households can become eligible
If the costs of care deplete their other
financial resources.

Self-Funding

CONS
Eligibility is very limited. For example, in NY individuals can
have no more than $14,850 in assets, and may be restricted to
as little as $50 in monthly income. 4
Reimbursements to care facilities are generally lower than
costs, so Medicaid recipients may receive less or lower-quality
care.

Financial assets can remain invested.

Assuming full risk of LTC costs if care is needed.

If no care needed, no dollar outlays.

A significant net worth is needed to ensure potential “outof-pocket” costs will not deplete resources to a point where
insufficient funds remain for living expenses and/or other
family needs.
If assets run short, family members could be forced to provide
care, creating additional emotional and financial hardships.

Long Term Care
Insurance

Significantly lessens the financial risk of Like most types of insurance (homeowners, auto, term life)
potentially needing care.
there is no refund or cash-value if services are not needed.
Premiums may be tax deductible.

Inflation riders can make policy premiums expensive. Yet
without them, coverage amounts can fall well below future
costs of care.
Dramatic premium increases experienced by policy holders in
the recent past.
Difficult to estimate how much coverage is really needed.

Hybrid
Life & LTC
Insurance

Upfront premiums are guaranteed, and
not susceptible to later increases.

Upfront premiums can be large, and remove assets from the
purchaser’s investment portfolios.

A tax-free death benefit is available
if long-term-care services are not
utilized.

Policy’s interest rates may not keep pace if general interest
rates rise.
May not provide any death benefit if LTC is needed.

Fewer underwriting requirements than
traditional LTC insurance.
Hybrid Annuity
& LTC Insurance

Annuities are “guaranteed issue” and
require no underwriting.

Upfront premiums can be large, and remove assets from the
purchaser’s investment portfolios.

If LTC not needed, the money is
available to fund living expenses.

Policy earnings that are not used for LTC will be taxed as
income when disbursed.
May not provide any annuity income if LTC is needed.

Making a sound decision about how you will pay for Long Term Care requires you assess your financial
resources, project your long-term need for retirement funds, and consider other personal goals that may
require you to build and/or conserve your wealth.
FPCM’s Advisors can help you integrate your LTC decisions with your overall financial plan, and identify the
solution(s) that best fit your unique needs and circumstances.
1 Social Security Administration. 2014 Life Table & Life Expectancy Calculator. https://www.ssa.gov
2 Medicare.gov, Nursing Home Care statistics 2010.
3 Genworth 2016 Cost of Care Survey, conducted by CareScout®, April 2016
4 New York Medicaid Eligibility and Limits, 2016 Changes. August 2015.
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FP/CM FOCUS PORTFOLIO:
LONG-TERM INVESTING THROUGH A CONCENTRATED STRATEGY
CRAIG GIVENTER, CFA, Partner, Managing Director, Portfolio Manager
In late 2016 Financial Partners launched “FPCM Focus”, an investment strategy geared to institutional investors,
single family offices and ultra high net worth (UHNW) individuals.
“FPCM Focus” is intended for institutional and
UHNW clients with extended investment horizons
and the ability to commit a portion of their portfolios
to a highly concentrated, opportunistic investment
strategy that is managed for long-term capital
appreciation.
The “FPCM Focus” strategy is administered on a
separate-account basis, and is appropriate for clients
with a minimum five-year investing horizon who are
comfortable with the viewpoint that long-term outperformance can be generated by holding a highly
concentrated portfolio of a portfolio manager’s
“best ideas”. The investment intent is to own a
concentrated portfolio of competitively-advantaged
companies that are able to grow at above-average

rates, generate increasing and excess returns on
capital, produce attractive free cash flow margins,
and are trading at a discount to FPCM’s estimate of
fair value.
Although just recently introduced to external
investors, “FPCM Focus” was originally funded
in 2006 and has been managed by the FPCM
investment team for over ten (10) years.
FPCM’s strength resides in our firm’s deep,
proprietary research efforts, our investment
philosophy, and our long-term investing horizon.
The “FPCM Focus” strategy leverages all of these, but
is managed differently from our customized “Direct”
separate-account portfolio strategies. A few of the
key differences include:

1

The “FPCM Focus” portfolio is limited to holding 15 – 25 equity positions, making it more concentrated
(and therefore, less-diversified) than our “Direct” portfolios which usually hold 30 – 35 positions.

2

The “FPCM Focus” strategy is also less diversified on a position-size basis than our “Direct” strategies.
The largest “FPCM Focus” position can be up to 15% of the portfolio. (As of the 2nd quarter 2017,
the largest position was over 10%, and the top five positions accounted for roughly 37% of the total
portfolio.)

3

“FPCM Focus” is less diversified on a sector and industry basis as well, and unlike our “Direct”
strategies, does not utilize exchange traded funds (ETFs) to replicate sector and geographical
investment exposures.

4 In contrast to our “Direct” strategies, “FPCM Focus” is not customizable, and is managed by a lead
portfolio manager.

“

“FPCM’s strength resides in our firm’s deep, proprietary
research efforts, our investment philosophy, and our
long-term investing horizon.”

”

Please feel free to contact us to learn more about “FPCM Focus” and to receive our most recent investment
commentary and investor presentation.
Disclaimers: Please see Page 14
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KNOWLEGE CORNER
In this section we share our thoughts on financial & economic topics that may be of interest to you.
We welcome your questions, and your suggestions for future topics.

HOW TO VALUE AN OPTION CONTRACT1
AARON COHEN, Ph.D., Partner, President, Portfolio Manager
In this second part to our Option Series we explore
the valuation of option contracts.
VALUING A CALL OPTION
As a reminder, a Call Option gives the buyer the
right, but not the obligation, to buy the underlying
asset at the “Exercise Price”, over a specified period of
time (“Time to Maturity”). Since the purchaser of the
call option has the right to buy, the seller, or “callwriter” has the obligation of delivering the asset at
the specified price.
The “Option Premium”, or option value, can
be decomposed into two parts: (1) “Intrinsic
Value”, which is the difference between the
current price of the asset and the exercise
price (or “strike price”). In mathematical terms:
Intrinsic Value of a Call option = MAX (S-K, 0),

where “S” is the current value of the underlying
asset, and “K” is the exercise price; & (2) “Time
Value”, which is the difference between the
option premium and the intrinsic value:
Time Value = Option Premium – Intrinsic Value.
For example, if you buy a Call Option at a premium
of $10 per share, to purchase 1,000 shares of
Microsoft (MSFT) at a strike price of $70 over the
next 12 months, and MSFT is currently trading at
$72, the Intrinsic Value of the Call Option is $2 ($72
minus $70), and the Time Value of the option is $8
($10 minus $2). When “Intrinsic Value” is greater
than zero, as in this example, we say that the option
is “in the money”; when the exercise price is higher
than the current stock price, the option is “out-ofthe-money”.
Consider the following strategies2 :

PAYOUTS AT MATURITY
PAYOUTS TODAY

ST > K

ST <= K

Repay “K”

Repay “ST”

Buy Stock @ S0

Get “ST”

Get “ST”

Net = +K*r – S0

Net = ST - K

Net = 0

Net = ST - K

Net = 0

Borrow “K” discounted at “r”
rate, with “S” as collateral
STRATEGY I

STRATEGY II

Write a Call “C”

K = Exercise Price; ST = Value of the Underlying Asset at time T; r = Discount rate, C = Value of Call option.

Notice that the payouts at maturity of both strategies
are identical. Thus, risk free arbitrage (i.e. making a
profit with no investment or risk) is not possible and
guarantees that the original investments will also

be identical. So, under certain conditions and on an
instantaneous basis, owning a CALL Option must be
equivalent to borrowing, using the asset as the sole
collateral, and buying the asset, or C = K*r – S0.

1 In this article we are considering the simple case of an asset that doesn’t pay dividends, and where the asset volatility is known.
2 This works on an “instantaneous” basis. You can look at the Black-Scholes and/or Binomial Models and their variations, for an
extension of this assumption and the practical applications of the models.
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This insight has serious implications: If buying a CALL
option is equivalent to borrowing, the “Time-Value”
of a CALL option must be positively correlated with
interest rates and time-to maturity, and negatively
related to the exercise price. Moreover, since the loan
is only collateralized by the underlying asset, and
the liability is limited to the invested amount, there
must be a positive correlation between volatility and
the option price.

VALUING A PUT OPTION
We can deduce that since both Calls and Puts are
derivatives of the same asset, their value must be
related in some way.
Consider the following strategies:

PAYOUTS AT MATURITY
PAYOUTS TODAY

STRATEGY I

STRATEGY II

ST > K

ST <= K

Invest “K” in a zero
coupon-riskless
bond at “r” rate

Get “K”

Get “K”

Buy CALL @ C with
strike price “K”

Net = ST – K

Net = 0

Net = -K*r - C

Net = ST

Net = K

Buy Stock @ S0

Get “ST”

Get “ST”

Buy PUT @ P with
strike price “K”

Net = 0

Net = K - ST

Net = - S0 - P

Net = ST

Net = K

K = Exercise Price; ST = Value of the Underlying Asset at time T; r = Discount rate, C = Value of Call option; P = Value of Put option.

Again, since the payouts at maturity are identical for both cases, the strategies must be equivalent, and the
initial costs the same, so: –K*r – C = -S0 – P , or
Put Value = Call Value – Stock Price at Time Zero + Present Value of Exercise Price
The Valuation Factors table that follows summarizes
the different components that impact the valuation
of Call & Put options. An interesting observation
with very practical implications is that all the
factors having an impact on valuation are known3.
A counterintuitive corollary of this fact is that
two individuals, with completely different or even
opposite expectations about the underlying value
of an asset, would agree on the value of any related
option. Think about this…. How can I agree with
someone who believes Microsoft’s value is “0”, if I
think it is worth 2x the current price?.....

VALUING “EUROPEAN” VERSUS “AMERICAN”
OPTIONS
An “American” option can be exercised at any point
before maturity, while a “European” option can only
be exercised at maturity. One would think that this
feature would make American options more valuable;
however, this difference is irrelevant except in some
cases where dividends are paid within the life of the
option. Why? Because volatility makes a “live” option
always more valuable that a “dead” one. Remember
that the “Intrinsic Value” is the lower bound value
of any American-type option contract (otherwise

3 Volatility is not really known, but it can be estimated from the underlying asset price, or from other options or derivatives.
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you could exercise and make a riskless profit), and the
limited lower-bound biases the potential results to the
upside. In other words, it is usually advantageous to

the holder of an American Option to sell the option
instead of exercising it before maturity4.

VALUATION FACTORS FOR CALLS & PUTS
FACTOR

CALLS

PUTS

Asset Value “S”

+

-

CALL value is directly related to the underlying asset value. PUT value is negatively related.

Exercise Price “K”

-

+

CALL value is LOWER the higher the ”K”.
PUT value is HIGHER the higher the “K”.

+

Option values are positively correlated with the
volatility of the underlying asset.

Volatility

+

Interest Rates “r”

+

-

CALL value is directly related to interest rates.
Put value is negatively related.

Time to Expiration “T”

+

+

Option values are positively correlated with “T”.

“Upper Bound”

Unlimited

“K”

Unlimited potential gains for CALL buyer.
Max “K” gain for PUT BUYER. Note that a CALL
WRITER would face UNLIMITED LOSSES.

“Lower Bound”

Limited
“C”

Limited
“P”

As you can see, valuing options is not a simple
exercise. In an extreme case, you could make the right
bet in terms of direction, yet lose money on a trade
due to a change of volatility. For example, I remember
an aquaintance telling me after the 1987 Crash, that
he had made a profit by buying Puts the morning of
Crash. Not to be skeptical, but this would have been
extremely difficult to execute. The drop in Volatility

Both CALL and PUT buyers’ losses are limited by the
amount they invested.

(negative impact on the price of the Put) after a day,
overwhelmed the positive effect of the drop in prices
(and increase in Put value). Options are complex
instruments that can be used to hedge, but also to
speculate due to their natural leverage.
I hope that after we complete this series of articles
about Options, you will have a better understanding
of their use in managing your portfolio risk.

4 The exceptions have to do with cases where there are dividend payments during the holding period, whose value exceeds the
time-value of the option.

11

INVESTMENT
INVESTMENT“BALANCE
“BALANCESHEET”
SHEET”
POSITIVES

CONCERNS

-

The Federal Reserve is already in a “tightening”
mode, albeit at a moderate pace. In addition, the Fed
is expected to start reducing its balance sheet this
year, and the ECB is expected to follow suit starting
in 2018.

-

Contrary to the post-recession years, fiscal policy is
likely to be a tailwind for global growth over the next
several years.

Fiscal stimulus would be a tailwind for the global
economy in the medium-term, but the debt level
is high and too much stimulus could end up being
counter-productive in the long-term.

-

+

Corporate tax reform & lower regulatory pressure
in the U.S. could be an important catalyst for faster
economic growth.

An aggressive trade policy by the new U.S.
administration could be highly detrimental to global
economic growth.

-

+

U.S. consumer spending should continue to be
supported by increasing employment & wages,
a recovery in household wealth, and the end of
consumer de-leveraging.

The Chinese economy has stabilized over the past
year, but only after significant fiscal stimulus in
2016 that resulted in a higher debt level and capital
outflows. Global growth, commodity prices and
emerging economies would be seriously affected by
negative developments in China.

+

The rate of inflation is expected to remain reasonably
low in the short- and medium-term.

-

+

Political risk in Europe has diminished in the
short-term.

Lower productivity, the aging of the population in
the developed economies and low labor participation
are important long-term headwinds for global
economic growth.

-

Inflationary expectations are extremely low. Even a
random increase in headline inflation figures could
scare the markets and put significant pressure on
monetary authorities.

-

U.S. Investors have high expectations regarding
the potential for deregulation, tax reform and fiscal
stimulus. This political agenda is ambitious and
might be difficult to fulfill.

-

The combination of excess liquidity, low volatility,
“passive” and quant strategies could cause major
market disruptions in a down market.

-

Geo-political & political risks continue to increase
across the globe.

-

Political “Populism”, on the rise around the world,
could have major long-term economic consequences.

-

Equity valuations are high in absolute terms versus
historical standards.

-

Tail Risks: (1) Banking crises in China; (2) Conflict
with North Korea or Iran; 3) Sovereign debt
problems; (4) Disintegration of the Eurozone; (5)
Significant jump in LT rates.

+

We are in the midst of a synchronized global recovery,
with Europe, Japan & emerging markets joining the
U.S. in an economic growth mode.

+

Global earnings are growing after almost 2 years of
an “earnings-recession”.

+

Central banks are unlikely to tighten monetary policy
aggressively over the next 2 years.

+

+

+

Except for the risk of serious external shocks, it is
difficult to foresee another deep recession at this time
because the typical down-levers (capital expenditure,
housing, credit) are not over-extended.
Equity valuation is expensive in absolute terms
relative to history, but over-valuation is not extreme,
especially relative to free-cash flows and interest
rates.
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KEY INVESTMENT TAKEAWAYS

 We

are still in the midst of a “cyclical bull”
market (start date: Feb 2016), within a
“secular bull” market in equities (start
date: March 2009).

 Over

the next year the probability of U.S.
and/or a global recession is relatively low.



Political and geo-political risks are high
and could have a meaningful impact on
markets.



Investors’
post-election
optimism
regarding growth has subsided, and
over the past few months investors
have rotated out of economic-sensitive
groups, late cyclicals and financials, in
favor of defensive and interest-sensitive
sectors and industries. We remain
optimistic about an eventual rebound
of late-cyclical stocks in the later part of
this economic cycle. However, we would
see this rotation as temporary given the
stage of the economic cycle, and favor a
less-cyclical, less-risky positioning over
the longer-term. We continue to favor
technology, financials, health care &
energy.





The new U.S. government agenda is an
ambitious one that includes complex and
politically charged situations, such as
tax reform, deregulation, infrastructure
spending & healthcare reform. Investors
might be overestimating the impact and
likelihood of some of these policy changes.
The premium of the U.S. market versus
international markets has narrowed
over the course of year. But we still find
attractive opportunities in international

and emerging markets, as they face less
interest rate pressure and more upside
in earnings and operating margins in the
short-term.


Even though we are positive on equities
in the short- and medium-term, we have
serious concerns about the economy and
markets over the longer-term. Political
“populism”, low productivity, extreme
expansionary global monetary policies,
and fiscal irresponsibility are dangerous
headwinds for global economies and
equity markets.



We expect long-term interest rates to
resume their uptrend in response to
inflationary pressure, Fed tightening and
demand-supply imbalances due to higher
supply, and less demand from the Fed and
other Central Banks.

 Credit

risk has increased with increasing
leverage at the corporate and consumer
level, but credit conditions remain
favorable in the short-term. We favor
selective opportunities within the betterquality segment of high-yield bonds and
lower-quality of investment grade.



The current low level of volatility is
unsustainable in the long-term. A jump
in volatility, in combination with the
excess liquidity, and “passive” and quant
strategies could cause major market
disruptions in a down market.



We continue to be opportunistic and
patient, and as always, are keeping an eye
on your long-term objectives.
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We hope you have enjoyed this publication. Please contact us with your questions and with your
thoughts and ideas at contact@fpcm.net. We look forward to hearing from you!
Thank you for your continued confidence and support.

Your

FP/CM Team

Financial Partners Capital Management
150 East 52nd Street, New York, NY 10022
20900 N.E. 30th Avenue, Suite 517Aventura, FL 33180
t 646-277-7310 | t 305-921-4740 | f 646-277-7315 | fpcm .net | LinkedIn

Disclaimers:
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