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MACRO ENVIRONMENT & MARKET CONDITIONS
► Trump’s election has spurred an equity rally and Treasury sell-off, as the market’s animal spirits appear to have awoken. A
relatively healthy domestic economy and a firm labor market, combined with positive sentiment regarding the Trump policy
package pushed the December Consumer Confidence survey to the highest level recorded since 2001. The long-term
implications will depend on the actual policies pursued and implemented by the new administration.
► The U.S. economy added 156,000 jobs in December and the unemployment rate rose 0.1% to 4.7%. The slight miss to
expectations was offset by positive net revisions to the October and November reports. Average hourly earnings increased
0.4% month over month and 2.9% year over year, the fastest pace since 2009 and a sign that the tightening labor market is
generating upward pressure on wage growth.
► Inflation expectations have increased since the election, partly as a continuation of a longer term trend, but also an
indication that the market views Trump’s infrastructure, tax cuts, and deficit spending plans as inflationary. Core PCE
(personal consumption expenditures ex-food and energy) is 1.6% and has been trending higher over the last year, slowly
approaching the Fed’s 2% goal. Headline PCE of 1.4% remains meaningfully below target.
► As expected, the FOMC raised the federal funds target rate 25 basis points at the December meeting in response to
improvements in labor market conditions and a “considerable” increase in market-based inflation expectations. The
new dot plots show the FOMC members now expect three interest rate hikes in 2017, a more hawkish stance than the
market anticipated.
► The market is now pricing in 71% odds of a rate hike at the June 2017 FOMC meeting and roughly even odds of another
hike at the September meeting.
► Q3 GDP growth was 3.5% on the third reading, a sharp acceleration from sluggish growth in the first half of the year.
► The housing sector is stable. We anticipate any further appreciation to be in line with overall wage growth.
► Economic data surprises, global developments, and the anticipated pace of rate hikes will drive further changes in the shape
of the yield curve.
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Newfleet’s assessments of non-government spread sectors as of December 31, 2016. Assessments are determined by analyzing a sector’s fundamental
data, technical indicators, and relative valuations. Sectors (l to r): Credit: Investment Grade (IG) Corporate Bonds, High Yield (HY) Corporate Bonds, Bank
Loans. Structured: Asset-Backed Securities (ABS), Agency Mortgage-Backed Securities (MBS), Non-Agency Residential MBS (RMBS), Non-Agency
Commercial MBS (CMBS). Non-U.S.: Emerging Markets HY, Yankee Government, Non-U.S. Dollar. Municipals: Tax-Exempt, Taxable.

Newfleet Asset Management’s industry trends and observations are the result of research conducted by the portfolio management / research team.
These observations reflect their industry expertise and have been prepared using sources of information generally believed to be reliable; however, their
accuracy is not guaranteed. Opinions represented are subject to change and should not be considered investment advice.
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►

Fundamentals have been improving, but the outlook requires caution after years of deterioration.

►

Both supply and demand are likely to drop in 2017, but we do not foresee an imbalance.

►

Spreads are fair value, while yields remain attractive versus global options.

►

For the first time in six quarters, fundamentals are beginning to show some improvement. The
U.S. issuer-rated default rate stayed at 5.6% as of the end of November (same as October). It is
expected to ease to 4.0% over the next 12 months as the stress from energy and metals &
mining starts to dissipate.

►

The strongest technical for the market has been demand, from all sources, outpacing supply.

►

Parts of the market are overvalued. With the search for yield still a tailwind, high yield may grind
tighter supported by an expectation for fewer defaults and the potential for stronger U.S. growth
should Trump’s plans for expansionary policies materialize. Credit selection remains critical.

►

Fundamentals remain adequate and could strengthen if fiscal stimulus is realized. However, the
number of first-time leveraged borrowers and credit and structural data points reaching 2007 levels
all suggest an aggressive vintage. This leads us to building higher quality portfolios at this time.

►

The recent increase in rates has caused a pickup in loan market investor demand, including retail
funds ($5.7B in December and $6B YTD), CLO creation ($6.6B in December), and domestic and
foreign SMA mandates. The early 2017 new issuance calendar is building with a number of larger
transactions, but indications are that it is not enough to meet current demand.

►

While over 81% of the loan market currently trades at 99 or better, valuations remain attractive on a
risk-adjusted relative basis and warrant a strategic allocation, especially in a rising rate environment.

►

The 3-month LIBOR, against which loans are benchmarked, has pierced 100 bps. With the average
LIBOR floor set at 100 bps, investors should begin to benefit from additional income and from a rate
hedge perspective as loan coupons get reset into a rising rate environment.

►

Low unemployment, strong consumer confidence, and a growing economy provide a positive
backdrop to consumer credit, housing, and commercial real estate. We see these areas on solid
footing as we start 2017.

►

Technicals are favorable in ABS, RMBS, and CMBS, with prudent levels of supply being met by
investors’ need for yield.

►

We do not expect credit spreads to rally much from here; however, we remain positive with respect to
valuations. Lack of supply in most asset classes, coupled with stable underlying deal performance,
still make these asset classes look attractive versus U.S. Treasury counterparts.

►

Fundamentals have shown signs of bottoming, however, recent geopolitical events reintroduce
downside risks. Ongoing drivers of sector performance include the U.S. rate path, Chinese economic
data, commodity prices, and U.S. dollar movements.

►

Technicals have weakened as outflows have returned to the asset class in recent weeks and
issuance is expected to increase in early 2017.

►

Valuations are generally fair even after solid performance in 2016; credit selection remains critical.

►

Currency and interest rate fundamentals and technicals remain mixed across both developed and
emerging markets. Global markets remain volatile, sensitive to macroeconomic data (U.S., China,
EU), U.S. monetary policy, and commodity prices.

►

Valuations are mixed and heavily influenced by directional U.S. dollar views.

►

Fundamentals continue to be supportive of local municipalities as rising home prices have
improved property tax collections, but state revenues have been in decline. High fixed cost
burdens, including high debt load and underfunded pension liabilities, will continue to be a
concern for many municipalities.

►

Technicals have been less supportive in recent months as demand has slowed. Tax reform will be a
focus of municipal bond investors in 2017 as it may have a major impact on overall demand for taxexempt income. The potential for additional municipal issuance from proposed increases in
infrastructure spending may also weigh on the market.

►

Municipal yields have risen dramatically since the end of the third quarter as a result of weaker
demand and increased supply. Taxable equivalent yields reflect greater value. There is uncertainty
and caution surrounding the impact that significant tax reform could have on the demand for tax-free
municipal bonds, and ultimately their yield and valuations.
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For information about Newfleet’s fixed income strategies,
please contact us at 1-800-243-4361 or visit www.Virtus.com.
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IMPORTANT INFORMATION
This material was prepared without regard to the specific objectives, financial situation, or needs of any particular person who may
receive it. It is intended for informational purposes only and it is not intended that it be relied on to make any investment decision. It
does not constitute investment advice or a recommendation or an offer or solicitation and is not the basis for any contract to
purchase or sell any security or other instrument.
Risk Considerations: Credit & Interest: Debt securities are subject to various risks, the most prominent of which are credit and interest rate
risk. The issuer of a debt security may fail to make interest and/or principal payments. Values of debt securities may rise or fall in response to
changes in interest rates, and this risk may be enhanced with longer-term maturities. High Yield-High Risk Fixed Income Securities: There is
a greater level of credit risk and price volatility involved with high yield securities than investment grade securities. Bank Loans: Loans may be
unsecured or not fully collateralized, may be subject to restrictions on resale and/or trade infrequently on the secondary market. Loans can
carry significant credit and call risk, can be difficult to value and have longer settlement times than other investments, which can make loans
relatively illiquid at times. Foreign & Emerging Markets: Investing internationally, especially in emerging markets, involves additional risks
such as currency, political, accounting, economic, and market risk. ABS/MBS: Changes in interest rates can cause both extension and
prepayment risks for asset- and mortgage-backed securities. These securities are also subject to risks associated with the repayment of
underlying collateral. Municipal Market: Events negatively impacting a municipal security, or the municipal bond market in general, may cause
the fund to decrease in value.

Past performance is not a guarantee of future results.

Please carefully consider a Fund’s investment objectives, risks, charges, and expenses before investing. For
this and other information about any Virtus mutual fund, contact your financial representative, call
1-800-243-4361, or visit Virtus.com for a prospectus or summary prospectus. Read it carefully before investing.
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