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Quick Takes

TIMELY TOPICS FOR INSURANCE EXECUTIVES

The Times They are a Changin'

The Trump administration has plans to enact significant policy changes.
Insurers should anticipate some bouts of volatility.

Come senators, congressmen

Please heed the call

Don't stand in the doorway

Don't block up the hall

For he that gets hurt

Will be he who has stalled

There's the battle outside raging

It'll soon shake your windows and rattle your walls
For the times they are a-changing

-Bob Dylan

While Bob Dylan wrote these lyrics over 50 years ago, they seem to describe well the political
climate of today. At @ minimum, there is certainly a lot of window shaking and wall rattling
going on. As we enter 2017, change is in the air. The new administration has plans to enact
significant policy change in a number of areas. The capital markets are in the process of
digesting and discounting these changes and we need to consider their impact on our interest
rate outlook and fixed income strategy for the year.

THE INHERITED CONDITIONS

Nearly a decade from the global financial crisis, the U.S. economy continues to grow at a
stable, albeit subdued rate. The influences of high debt levels, an aging population, low levels
of labor force participation and a slowdown in China’s growth continue to act as inhibitors

to overall GDP in the U.S., as the economy has been unable to break out of its 2% growth
trajectory. In fact, in 2016 real GDP growth in the U.S. decelerated to a 1.6% annual rate. In
addition, at 90 months and counting, the current expansion is clearly in a late cycle phase. The
pace of job growth has slowed over the last couple of years as the unemployment rate dipped
below 5% and major cyclical sectors of the economy, such as autos and housing, are hovering
around peak levels. This is the economic backdrop that the Trump agenda now confronts.

THE TRUMP AGENDA

The Trump administration enters power with the stated objective of raising growth to the
4% level. This pro-growth agenda involves potentially significant change to major pillars of
the country’s economy. The proposed changes are wide ranging in scope and potentially
meaningful in impact. Consider the range of policies targeted by the Trump administration -
lowering tax rates, a tax holiday for the repatriation of overseas profits of U.S. corporations,
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repealing and replacing the Affordable Care Act, a fiscal stimulus plan centered around an
infrastructure program, renegotiating NAFTA and other trade arrangements, an overhaul of
Dodd-Frank and other regulatory relief efforts, etc. Now that’s a big to-do list!

Chart 1. Real GDP Growth
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Chart 2. Corporate Tax Rates (U.S. vs. Other OECD Countries)
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On the surface, there are elements to the agenda that are decidedly pro-growth. Lower tax
rates, fiscal stimulus and regulatory relief all have the potential to be catalysts for higher
levels of economic activity. The U.S. maintains the second highest corporate tax rate in the
Organization for Economic Co-Operation and Development (OECD) and there is an estimated
$2.5 trillion of earnings of U.S. corporations that remain trapped in foreign jurisdictions. Putting
more money in consumers’ and corporations’ pockets, providing financing for building projects
and lowering barriers to doing business are generally all conducive to spurring activity.

However, Trump’s views on trade policy have the potential to lower the level of both exports
and imports and otherwise reduce economic growth in the U.S. and abroad. Trump has
decidedly mercantilistic views on trade. To him it is a zero sum game. If the U.S. is running a
trade deficit with a particular country, we are losing. The potential implementation of tariffs on
major trading partners is decidedly anti-growth. It will likely result in retaliatory measures from



the trading partners and, in the end, lower levels of activity for everyone involved. Look no
further than the last time the U.S. enacted major tariffs on imports. In June 1930, the U.S.
passed the Smoot Hawley Act which raised tariffs on over 20,000 imported goods from 40%
to 60%. In the two years that followed, the volume of both imports and exports fell by 40% as
other countries enacted their own protectionist measures or depreciated their currency.

Chart 3. Trade Balance (Goods) as a Percent of GDP
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Finally, repealing and replacing the Affordable Care Act is most likely to create additional
uncertainty. Without debating the merits of various elements of “repeal and replace,” it is clear
that the issues are complex and that new legislation will be politically polarizing. The outcome
of which is likely to be an extended period of transition and/or lack of certainty regarding
healthcare policy in the U.S.

All of this leads us to our main point. There is a lot of potential change .
The VIX is a popular measure of

volatility created by the Chicago
Board Options Exchange
(CBOE). The VIX represents

a measure of the market’s
expectation of stock market
volatility over the next 30-day
CAPITAL MARKET IMPLICATIONS period and is often referred to
as the “investor fear gauge.”

A low number of the VIX index
corresponds to a low measure
of market “fear” and vice versa.

in the system and with change comes uncertainty. None of this will
be easy. None of this will be smooth. While we can speculate about
the long term effects of these policy changes, the one inevitability
is near term ambiguity as these policy measures are deliberated,
enacted and implemented.

Since Trump’s election, we have seen an increase in interest rates
and a meaningful rally in equity prices as markets adjusted to the
potential for higher levels of growth and/or inflation. With the scope
of change on the agenda, however, our view is that investors should
be demanding a premium for the uncertainty that comes along with
change. Surprisingly, this is not the case. Consider the VIX index
which shows a high level of complacency with respect to the current situation. It appears as

if the markets are taking all of this in stride for the moment. Our view is that change breeds
uncertainty and that uncertainty will beget volatility - volatility in prices and volatility in yields.
As markets continually recalibrate the impact of policy changes coming out of Washington,
insurers should be prepared for bouts of volatility that will create opportunity. For now, enjoy
the higher reinvestment rates that have been created but be sure to carry enough dry powder
into the coming environment. Don't just hope that the answers are blowing in the wind.
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Chart 4. VIX
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KEY TAKEAWAYS

- The Trump administration would like to raise the growth rate of the U.S. economy to 4%. This
seems like a significant challenge given that underlying influences, such as debt levels and
demographics, are keeping base line growth in a 2% range.

- Some elements of the Trump agenda are pro-growth, such as tax cuts, deregulation and a
looser fiscal policy. However, the potential changes to trade policy are decidedly negative for
economic growth.

- Overall, the scope and magnitude of change that is being promoted by the Trump
administration is significant.

- We believe the “change agenda” necessarily creates uncertainty regarding major economic
policy parameters and will likely translate into increased volatility in bond yields and stock
prices. For now, the capital markets do not appear to be discounting an “uncertainty
premium.”

- Insurance companies should be prepared to take advantage of market volatility in 2017 by
holding “dry powder” in the form of floating rate assets and other securities that can be
easily liquidated with no or limited realized losses in the event of sizable market movements.
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