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Focus on Fundamentals

Outlook Summary
After extended period of sub-par growth, foundation for improved economic trends has been laid.
Wages are rising and economic optimism could help fuel rebound in capital spending.
Better productivity trends key to returning to historically normal growth trends.
Return of earnings growth could help ease valuation concerns for still-young cyclical bull market in stocks.
S&P 500 could reach 2400 in 2017, but rally prospects better in H1 than H2.

Fed may modestly accelerate pace of rate hikes, but relative importance of such moves may fade. 10-year T-Note
yield could reach 3.0%.

Progress to Build On

New presidential terms are usually filled with policy uncertainty as the promises of the campaign give way to the
realities of governing. Although unified Republican control in both houses of Congress and the White House may
seem to suggest 2017 will be an exception to this pattern, the timing and scope of specific policy implementation
remain subject to the typical Washington, D.C. sausage-making process. Rather than get mired in the details of
potential program and policy changes that may (or may not) occur, our view on the economy for 2017 and
beyond focuses instead on the following:

1. The seeds for a sustained upswing in economic growth appear to have already been planted. The
inventory correction that was a drag on GDP growth for five consecutive quarters has run its course and
export growth has resumed. While the pace of job creation slowed in 2016, this appears to be more
related to a lack of available skilled workers than an absence of opportunities. Wage growth accelerated in
2016 and the number of job openings remains near a record high.

2. Republican control of both houses of Congress and the White House has raised hopes for
significant tax and regulatory reform. This hope alone (to say nothing of actual progress) could be
sufficient to raise CEO confidence, leading to an increase in capital spending that could fuel a resurgence
in productivity growth. This could help fuel continued wage growth and could support GDP growth in the
vicinity of 3% over a protracted period of time. While seemingly far-fetched now, this level of growth was
more the rule than the exception in the not-too-distant past.
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Taken together, this suggests the United
States may well be on the cusp of a new
growth paradigm. If this indeed comes to pass,
its having begun even before the new
administration takes office (or was even elected)
could be a detail that gets lost in history. The lack
of forecasts calling for a productivity growth-fueled
secular shift higher in economic growth does not
reduce its likelihood of occurring, in our view.
Economic forecasts are often wrong, especially at
inflection points associated with an acceleration (or
reversal) in an underlying trend.

Positive surprises from the economy can
become self-reinforcing and can help fuel
better-than-expected corporate results. After a
sustained period in which forecasts (for economic
growth, corporate earnings, interest rates, etc.)
have started high and worked lower over time, we
may be entering a period in which forecasts need to
drift higher to catch up with reality. This may
compel the Federal Reserve to modestly accelerate
its pace of interest rate hikes (over the single 25
basis point hike seen in both 2015 and, in all
likelihood, 2016). We could also finally see stock
market valuation relief as earnings growth
rebounds.

Two longer-term sentiment trends bear watching:
from an asset perspective households have elevated

bear market low that was made in February.
So while it is true that the S&P 500 has not
experienced a 20% pullback since its 2009 low, we
have nonetheless experienced two cyclical bear
markets (as defined by Ned Davis Research) in that
time period. This means that as we move toward
2017, the current cyclical bull market is less than
one year old (and within secular-bull markets, these
rallies average more than two years in length).

Breadth has improved as stocks have rallied in
the fourth quarter of 2016 - an increased
number of industry groups are participating in the
rally and the Dow Transports are confirming the
strength seen from the Dow Industrials. Continued
improvement on this front would be a tailwind for
the popular averages and help build on the
momentum that occurred over the course of 2016.

While we can use these annual outlook pieces to
cast an eye to the future and spend time
considering what might be, our actual investment
decisions must remain firmly within a disciplined
process where this is balanced against what is
actually being seen. To do this, we need to place
these considerations in the context of our weight of
the evidence framework. We will conclude with
investment themes that we are focused on for
2017.
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Federal Reserve Policy is
neutral. There is little evidence
(after a single 25-basis-point rate
hike in 2015 and another likely to
close out 2016) that the Fed
plans on pursuing an aggressive
rate hike path. The caveat is that
if economic growth is
accelerating, the pace of
tightening may have to increase
as well. After several years of
downward revisions to the
projected path of interest rate
hikes, it will be curious to see if
this changes in 2017. Either way,
with  a renewed focus on
economic growth (and fiscal
policy), the market may be less
hung up on every utterance of
Fed officials in 2017.

$TNX CBOE 10-Vear US Treasury Yield INDX @StockChartscom
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Measures of Consumer Inflation
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Yields across the Treasury
curve bottomed in mid-2016
(with the Brexit vote as a
convenient cover-story) and
long-term downtrends were
challenged as yields climbed in
the second half of the year.

According to research by the
Fed, the best index of consumer
prices for gauging the trend in
inflation is the median CPI (as
calculated by the Cleveland
Fed). The yearly change in
the median CPl moved to its
highest level since 2008 in
2016. This too could put
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pressure on the Fed to
accelerate its pace of
tightening.
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yields or inflation to run away
on the upside, but some

—Median CPl  —16% Trimmed Mean CPI continued upward pressure in

2017 seems likely.
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Global Rec
b srrebmes 4

Economic Fundamentals begin z
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calendar and started to worry
about the next recession. While
recessions have emerged with a
fair degree of calendar regularity
over the past century, it is not
the passage of time that makes
them more likely. In fact,
research from  the Federal
Reserve in 2016 suggests the
exact opposite — the age of a
recovery is not itself a useful
indicator when it comes to
predicting recessions. The
probability of a global
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Initial Claims for Unemployment Insurance as a % of the Labor Force

Monthly Data 1967-01-31 to 2016-11-30
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Instead of looking at the
number of months since the
last recession, one should
look at underlying indicators
of stress. Two principal pieces
of evidence here are initial
jobless claims and the slope
of the yield curve. Neither
suggests now is the time to
look for recession. Jobless
claims remain at or near
multi-decade lows
(depending on whether
they are adjusted for the
size of the labor force), and
the recent rise in bond yields
has steepened the vyield
curve.
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A discussion of recession risk is
akin to asking how bad are
things. If looking for a meaningful
upswing in growth, a better
question to ask might be how
good things are. The absence of

Hourly Wage Tracker
three-month moving average of median wage growth
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initial jobless claims is 7
encouraging. Even more
encouraging is the upswing in 6
wage growth seen in 2016. 5
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workers are relatively scarce,
those switching jobs are seeing 2
their wages grow at the fastest 'I
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One missing ingredient had been
optimism about the economy, but
that now is changing. Economic
optimism is finishing 2016 at
its highest level in a decade.

IBD/TIPP Economic Optimism Index
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Source: [BD/TIPP Poll Poll conducted Nov. 78-Dec. 4, Sample size: 902 adults. Margin of error +/- 3.3%

Growth in GDP Components:
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Quarterly Data I3TIT94T - 95077076
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Three Would Be a Charm
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Cuarterly Data 973071970 - 1273172017
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Economic Surprise Index and S&P 500
Mid-2016 also witnessed the end 100 - - 2300
of a sustained period of economic
data disappointments. The
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There may be good news on the
horizon for valuations. Just as
stocks have emerged from a
cyclical bear market, and the
economy has emerged from an
18-month period of persistent
downside surprises, the earnings
recession has also ended.
Earnings grew in the third
quarter at the best pace since
the final quarter of 2014. This
data is confirmed by the profits
data in the GDP report.

Eye on Earnings

Profits for S&P 500 firms are expected to rise this quarter, after four
quarters of declines, but executives are cautious about 2017.
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Source: Thomson Reuters THE WALL STREET JOURNAL.

Consensus Estimates for S&P 500 Operating Earnings per Share by Calendar Year
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U.S. Household Asset Allocation

Quarterly Data 1951-12-31 to 2016-06-30
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When looking at mutual fund

and ETF flows, however, a
different picture emerges.
Stock funds have seen

persistent outflows for over a
year, while bond funds have
looked like the crowded
trade. Both of those trends
have started to reverse as
2016 has moved to a close.
Stock funds are finally
attracting inflows again
and bond funds have
started to see outflows.
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DJIA and Monetary & Flscal Policy Presidential Cycles
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The age of the bull market could
item  of
contention in 2017. The current
secular bull market has yet to
experience a 20% pullback,
which suggests to some that such
a correction is overdue (and a
distinct possibility for 2017).
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While we have not seen a
20% correction, stocks have
still endured two cyclical-
bear markets (as defined
by Ned Davis Research)
over the past five years.
This is important because
rather than a rally that is
getting long in the tooth and
overdue for correction, it
actually seems that we are in
the early stages of a new
cyclical expansion. When such
rallies emerge in the context
of a secular-bull market, they
last, on average, more than
two years. This reduces the
likelihood of a significant
pullback in 2017. It does not
reduce the likelihood,
however, of normal stock
market volatility.

Page 13 of 17




2017 Economic & Stock Market Outlook

S&P 500 and Industry Group Breadth
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confirming the strength in
the Dow Industrials. Again,
this a night-and-day
difference between what has
been seen in 2016 and what
was seen in 2015. Areas of
lingering concern from a
broad market perspective
include an elevated (although
fading) number of stocks
making new lows and
uncertain rally participation
from a global perspective.
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Investing Themes and
Considerations for 2017

The single most important piece of advice for most
investors continues to be knowing the biases that
we bring to the table with us. We need to be alert
to our tendencies to search out confirmation, to
construct faulty narratives, and to lean too heavily
on a veneer of precision. More than ever, our
encouragement is investor, know thyself.

In terms of asset allocation, elevated stock market
valuations keep wus hesitant to aggressively
overweight equities. But risks may be even more
pronounced for bonds, and so we continue to
suggest investors should tilt toward cash. If even
historically normal volatility is seen in 2017, there
may be opportunity to tactically put this to work.
Our guess is that we will continue to see spikes in
realized volatility next year.

Within fixed income, we would prefer to take credit
risk rather than interest-rate risk. This means a
focus on corporates rather than Treasuries.

Looking at equities, the long-term trend favoring
U.S. leadership versus international stocks
continued to assert itself in 2016. The Russell 1000
made a new high versus the

after several years of relative underperformance.
Small-cap leadership at the index level is confirmed
by relative leadership from small-cap industry
groups (versus their large-cap counterparts).

From a sector perspective, 2016 saw a rotation
from early leadership by defensive, low-volatility
sectors to more cyclical leadership. For the year
overall (as of early December), the best-performing
sectors are Energy, Industrials, and Financials. If
our expectation for a drift higher in interest rates
and improving growth trends bear out, these
sectors could be well-positioned to continue to lead
in 2017. More recently, Consumer Discretionary has
improved in relative strength and could be poised to
be an outperformer in 2017.

An area of specific concern for 2017 remains the
still-crowded and historically expensive
defensive/low-volatility/high-dividend space (it goes
by different names, but the exposure often has
significant overlap). With bond yields drifting higher
and growth prospects improving, investors may lose
patience with these themes as the back-tested
outperformance fails to be realized in real-time. If
so, the outflows and underperformance seen in the
second half of 2016 could carry into 2017.

MSCI EAFE index as momentum

favoring the U.S. surged ahead.

S&P 500 Low Volatility Stocks Median Price/Earnings Ratio

Monthly Data 1972-07-31 to 2016-11-30

We do not see evidence that this 25+ — S&P 500 Low Vol. Stocks Median P/E: 24.1 12
will not continue in 2017. While 2 {u
there may be a case for ar z
diversification, it can be i | 12

overdone and we would argue
for a continued tilt, at least on a
tactical basis, toward U.S. stock
market exposure.

While emerging markets faltered
in the wake of the November
presidential election, they have
been strong relative performers
(versus other international
stocks) in 2016 after a multi-
year period of
underperformance. Emerging
markets continue to offer
relatively favorable risk/reward
prospects.

From a size perspective, small-

5D
Low volatility stocks defined as the bottom 10% of S&P 500 stocks by the standard deviation
of their one week rates of change over the past 26 weeks.
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caps had a banner year in 2016, An2055
doubling the return of the S&P
500. Leadership here comes

Source: Ned Davis Research
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Appendix — Important Disclosures and Analyst Certification

This is not a complete analysis of every material fact regarding any company, industry or security. The opinions
expressed here reflect our judgment at this date and are subject to change. The information has been obtained
from sources we consider to be reliable, but we cannot guarantee the accuracy.

ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST

The Dow Jones Industrial Average, S&P 500, S&P 400 and Russell 2000 are unmanaged common stock indices
used to measure and report performance of various sectors of the stock market; direct investment in indices is
not available.

Baird is exempt from the requirement to hold an Australian financial services license. Baird is regulated by the
United States Securities and Exchange Commission, FINRA, and various other self-regulatory organizations and
those laws and regulations may differ from Australian laws. This report has been prepared in accordance with
the laws and regulations governing United States broker-dealers and not Australian laws.

Copyright 2016 Robert W. Baird & Co. Incorporated
Other Disclosures

United Kingdom (“UK”) disclosure requirements for the purpose of distributing this research into the UK
and other countries for which Robert W. Baird Limited (“RWBL”) holds a MiFID passport.

This material is distributed in the UK and the European Economic Area (“EEA”") by RWBL, which has an office at
Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB and is authorized and regulated by the Financial
Conduct Authority (“FCA”).

For the purposes of the FCA requirements, this investment research report is classified as investment research
and is objective. The views contained in this report (i) do not necessarily correspond to, and may differ from, the
views of Robert W. Baird Limited or any other entity within the Baird Group, in particular Robert W. Baird & Co.
Incorporated, and (ii) may differ from the views of another individual of Robert W. Baird Limited.

All substantially material sources of the information contained in this report are disclosed. All sources of
information in this report are reliable, but where there is any doubt as to reliability of a particular source, this is
clearly indicated.

Robert W. Baird Group and or one of its affiliates may at any time have a long or short position in the
company/companies mentioned in this report. Where the Group holds a long or short position exceeding 0.5%
of the total issued share capital of the issuer, this will be disclosed separately by your RWBL representative upon
request.

This material is only directed at and is only made available to persons in the EEA who would satisfy the criteria of
being "Professional" investors under MiFID and to persons in the UK falling within articles 19, 38, 47, and 49 of
the Financial Services and Markets Act of 2000 (Financial Promotion) Order 2005 (all such persons being
referred to as “relevant persons”). Accordingly, this document is intended only for persons regarded as
investment professionals (or equivalent) and is not to be distributed to or passed onto any other person (such as
persons who would be classified as Retail clients under MiFID).

Robert W. Baird & Co. Incorporated and RWBL have in place organizational and administrative arrangements for
the disclosure and avoidance of conflicts of interest with respect to research recommendations. Robert W. Baird
Group and or one of its affiliates may be party to an agreement with the issuer that is the subject of this report
relating to the provision of services of investment firms. An outline of the general approach taken by Robert W.
Baird Limited in relation to conflicts of interest is available from your RWBL representative upon request. Baird's
policies and procedures are designed to identify and effectively manage conflicts of interest related to the
preparation and content of research reports and to promote objective and reliable research that reflects the truly
held opinions of research analysts. Analysts certify on a quarterly basis that such research reports accurately
reflect their personal views.
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This material is not intended for persons in jurisdictions where the distribution or publication of this research
report is not permitted under the applicable laws or regulations of such jurisdiction.

Investment involves risk. The price of securities may fluctuate and past performance is not indicative of future
results. Any recommendation contained in the research report does not have regard to the specific investment
objectives, financial situation and the particular needs of any individuals. You are advised to exercise caution in
relation to the research report. If you are in any doubt about any of the contents of this document, you should
obtain independent professional advice.

RWABL is exempt from the requirement to hold an Australian financial services license. RWBL is regulated by the
FCA under UK laws, which may differ from Australian laws. As such, this document has not been prepared in
accordance with Australian laws.
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