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conomic momentum. It’s a phrase we haven’t heard much about in
the past decade. But it may be the key investing theme in 2017. Not
only has the US exited 2016 on a fairly solid note, but an emerging
blueprint of government policy changes could provide a tailwind to the
many strengthening components already in place.
We emphasize could because it is not yet fully clear how key policy changes
will play out, nor is it clear that such changes will be fully beneficial to
equity markets. Interest rates, for example, may continue to rise as the
economy’s slack starts to disappear. That would siphon off some demand
for stocks.
A more confrontational tone in areas of trade, defense, and diplomacy
could also prove to undermine investor confidence and increase volatility.
And a year-long election season spreading across Europe will keep
concerns about the euro on the front burner. In addition, Fed policy is
actively engaged in slowing the economy in an effort to moderate inflation.
But we’re getting ahead of ourselves. Rather than speculate on uncertain
variables that will affect the economies and markets in 2017, it’s prudent to
stay focused on the action on the ground. And as noted, economic activity
is quickening, both in the US and in other corners of the global economy.

2017: A Look Ahead at the Global Economy | 3

Are We Reaching Full Employment?
The US economy just reeled off another year of impressive employment gains. Roughly 180,000
jobs per month were created in 2016, only slightly lower than the 225,000 monthly pace seen
in 2015. That’s 4.9 million net new jobs filled since the start of 2015, matching up many of the
remaining semi-skilled and skilled unemployed workers with employers in a range of industries.
The economy may be hard-pressed to produce similarly robust employment gains in 2017.
A decade ago, when the economy was healthy, there were 1.9 unemployed people per job
opening. That figure eventually spiked to 6.6 people per open job in 2009, but has since fallen
to just 1.3.
While a growing economy will push firms to continue hiring, it’s uncertain that the remaining
pool of available workers offers the right match of skills. For people with at least a college
degree, the official unemployment rate stands at just 2.3%.
So employment trends in 2017 really will be a function of what types of jobs are created. A
possible increase in infrastructure spending, for example, may bring in workers that lack a high
school degree, a cohort that retains a stubbornly high 7.9% unemployment rate. Regulatory
changes in certain industries, particularly fossil fuel development, could bring this about
relatively quickly if infrastructure projects are approved more quickly. A step up in hiring among
white collar jobs might come from retirees that want to return to the workforce.
Against that backdrop, you would expect to already see incipient wage inflation pressures. Yet
wages and salary growth stalled out at the end of 2016. This indicates some cause for concern,
since rebounding gasoline prices have taken the equivalent of $60 billion out of consumers’
hands, while rising variable interest-rate credit (such as on credit cards and adjustable
mortgages) will also create higher consumer expenses in 2017. Additionally, the Labor Force
Participation Rate has been below 63% since the beginning of 2014, compared with over 66%
prior to the financial crash. This could mean there is still some excess capacity in the labor
market.
For now, however, consumers are clearly upbeat. At the end of December, we learned that
the University of Michigan Consumer Confidence Index surged to 98.2, a 12-year high. Much of
that appears to be due to the “Trump effect,” as many consumers anticipate growth-oriented
policies in 2017.
Any major changes in terms of tax and spending policies will be hammered out over the coming
quarters, and as we noted, it remains to be seen how the recent campaign promises from
President-elect Trump will be handled in Congress, especially with fiscal hawks that are loathe
to see an increase in the budget deficit.
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A Head of Steam?
For now, the focus remains on the current economic drivers. And by many measures, the
economy is on increasingly firm footing. The US economy grew 3.5% in the third quarter, mostly
due to a move up in PCE (personal consumption expenditures), exports, private inventory
investment, and nonresidential fixed investment.
The economy cooled a bit in the fourth quarter, with the Federal Reserve Bank of Atlanta
predicting 2.5% GDP growth. Current consensus forecasts suggest that GDP growth will
remain just below 2.5% in 2017, perhaps rising closer to 3.0% in 2018. But for that to happen,
businesses will need to grow increasingly confident and expand their level of capital
investment.
Indeed, surging business confidence (as seen by a recent survey of the National Federation
of Independent Businesses) could help usher in a wave of hiring and investment that gets
the economy moving at a faster clip, before any actual policy changes in Washington. Those
rumored moves include the repatriation of up to $2 trillion in foreign-held corporate cash
reserves (a move that should contribute to domestic capital investment), a cut in the corporate
tax rate (from a current 35% to perhaps the 25% range), an increase in infrastructure spending,
and reduced regulation in certain industries, particularly coal, oil, and gas.
This would be in contrast to capital spending in this past year. Orders for durable goods
through the first 11 months of 2016 fell 0.3%, per the US Census Bureau.
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Behold the Mighty Dollar
US multinationals may not feel quite as confident as their small business peers, in large part
due to the rapid year-end surge in the US dollar, which now stands at a 14-year high. Much
of our imports are partially finished goods, which then go through some finishing process
domestically. The US primarily exports technology and services. While the strong dollar will
have an impact on this sector, it need not be significant. Remember that in the 1970s and
80s, when Japan was running a huge trade surplus with the US, the yen was continuously
strengthening.
It is best to remember that investment flows to where it is treated most hospitably. The
recent increase in the dollar stems from multiple factors: current and projected increases to
the federal funds rate, market expectations of a growing US economy, and expectations of a
reduced regulatory environment.
To be clear, any economic recovery will not be led by exports. Indeed, the long-awaited uptick
in domestic nonresidential fixed investment may fail to appear yet again in 2017, as large firms
note the dollar’s impact on the global production footprint.
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Housing Outlook
The all-important housing market is another wildcard. New home sales rose 13% through the
first 11 months of 2016, and while mortgage rates remain currently supportive of demand,
any further increase in rates will start to negatively impact the Housing Affordability Index.
The figure, tracked by the National Association of Realtors, bottomed out in the current cycle
at 155.8 in June 2016 and has since risen for five straight months to a recent 170. Part of the
problem: The median sales price of existing homes rose 6.8% through the first 11 months of
2016.
The move up in both home prices over the year and mortgage rates in the final two months of
2016 suggests that housing affordability may create a headwind for homebuilders. Still, their
confidence now stands at an 11-year high and they are stepping up their pace of new home
construction. The number of new homes available for sale at the end of November was the
highest since September 2009.

US New Single-Family Houses Sold
Source:
Census Bureau,
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Management, LLC
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Inflation Expectations
Of course, mortgage rates and all other key interest rates will follow the lead set by the Federal
Reserve, and the FOMC’s rate strategy has rarely been more uncertain. The US inflation rate
stood at 1.7% for the 12 months ending with November 2016, hardly a level of concern for
inflation hawks. Still, that metric has risen for four straight months, and if annualized inflation
reaches 2.0%, with plans for a step up in fiscal stimulus by the incoming administration, the Fed
may feel compelled to normalize interest rates faster than most currently expect.
Note that the core Personal Consumptions Expenditures, which strips out the volatile non-core
food and energy components, stood at 1.65% in November, below the Fed’s stated target of
2.0%.
Right now, most economists expect to see two to three rate hikes in 2017. J.P. Morgan Asset
Management economists suggest that we may see four to six rate hikes in 2017, in large part
because the Fed won’t be able to ignore a growing economy that induces various bottlenecks
in supply chains and rising wage pressures. While that’s an outlier perspective for now, it’s clear
that the market would have a hard time digesting a quickening pace of rate hikes.
The pickup in inflation for 2016 came in part from rising oil prices. This seems unlikely to
continue in 2017. The effects of infrastructure deregulation related to the energy sector that we
expect to see from the new administration will likely help dampen future oil price increases.
This, coupled with the current stronger dollar, will probably help keep inflation from rising
much more, even as the Fed is working to raise rates as a further means of controlling inflation.
Our outlook calls for a more benign inflation path, with the Fed raising the funds rate perhaps
twice in the coming year.
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Equity and Fixed Income Outlook
The post-election rally enabled the S&P 500 to lock in its fourth double-digit yearly gain in
the past five years, with the index now sitting roughly 220% above its March 2009 lows. More
than $5 trillion in value has been added to this index just since 2013. That leads to one simple
question: Is the bull market due to exhaust itself in coming quarters, or will stocks power far
higher on the backs on the onset of a new multi-year economic growth cycle?
To be sure, corporate growth will need to begin accelerating merely to justify current valuation
levels. For starters, the dividend yield on the S&P 500, which has been consistently greater than
the yield on 10-Year Treasuries, is no longer a marker of value, now that the 10-Year’s yield is
more than 2.5% (and may be going higher).
Additionally, according to Bespoke Investment Research, the S&P 500 now trades for 23 times
trailing 12-month earnings. That lagging multiple is in the top decile of valuations going back to
1929.
To be sure, specific industries appear well-positioned to thrive in 2017: Energy firms are
feeling more at ease now that both oil and natural gas prices are firming; technology spending
should remain robust, both as a path to enhance productivity and to stiffen cyber defenses;
and consumer discretionary spending may strengthen—if consumers see employment gains
continue to translate into income gains.
The outlook for small caps is less complex. Smaller firms typically have much lower exposure to
the dollar and foreign markets, and their shares often prove to benefit in the early stages of an
economic expansion. That explains why the Russell 2000 rose at nearly double the pace of the
S&P 500 in 2016, and why they may continue to outperform in 2017.
While investors reposition equity portfolios to the changing economy, fewer appealing options
are available to fixed-income investors. Indeed, falling bond prices in 2016 wiped out the value
of whatever bond payments investors were able to collect.
Here again, the Fed is the wildcard. If the economy fails to show any material strengthening
in coming quarters, the Fed may max out at two rate hikes, and bond prices may enjoy a solid
relief rally, perhaps in the second half of the year. Still, it’s prudent to assume that interest
rates will remain stable or even increase from here, heralding another challenging year for
fixed-income investors.
In response, some fixed-income investors are seeking out bonds and funds that offer solid
yields without too much interest rate sensitivity (such as senior loan floating rate funds). Or they
are going out on the risk curve in search of especially high yields, in places such as emerging
markets debt.
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Europe: Not Again!
It’s time once again to keep one eye on European
politics. The coming year will see a series of
contentious elections in France, Germany, and
elsewhere. And as we saw during the days of the
Greek economic crisis, headline risk in Europe can
lead to big spikes in volatility here in the US.
Clearly, global investors are on edge when they
look at Europe. The Brexit vote in the UK led to
a mad scramble to limit the economic fallout
and keep trade flows from weakening. Many
European banks, most notably in Italy, remain in a
weakened state. And the European Central Banks’
willingness to continue flooding the euro bloc
with liquidity for an extended timeframe suggests
that recent tentative signs of economic growth
can’t be trusted to continue.
Of greatest concern is the question of whether
the EU bloc will be able to remain in place in
coming years. We do not anticipate a break-up,
as the beneficial impacts of economic union
are still mostly well-appreciated in Europe’s
largest economies. But smaller nations may still
conclude that a go-it-alone approach, with a
cheapened currency, is the only way to end the
longstanding economic malaise.
Such concerns, valid or otherwise, help explain
why the euro is at 14-year lows against the
dollar and may soon reach parity with the
greenback. Deutsche Bank is the most bearish,
$1.60

with predictions that the euro will fall to just 0.95
against the dollar. The British pound fell a hefty
16% against the dollar in 2016, though it appears
to have stabilized in recent months.
Of course, weaker currencies bring their own
virtues. European exporters are now upwardly
revising their 2017 sales targets, especially those
that have a relatively lower-cost production base
than their US rivals.
To the extent that the euro can hold current
levels and not fall to levels that set off alarm
bells, export growth may emerge as a solid
2017 catalyst for investors in Europe. Even
modest levels of growth would make Europe an
appealing investment in 2017, in part because
valuations for European blue chips are 10–20%
lower than their US counterparts, based on
dividend yields, price-to-book, price-to-cashflow, and other measures.
For those looking to maintain or enhance their
exposure to European equities, hedging becomes
a central question. Unhedged investments in
Europe badly lagged US market returns in 2016,
although currency-hedged investments produced
generally solid returns. It’s notable that funds
have recently begun to flow out of currencyhedged vehicles, perhaps signaling that many
investors now assume that the dollar’s multi-year
rally has largely played out.
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Asia: Mean Reversion for the
Two Largest Economies
It’s crucial to remember that China and Japan are the second- and third-largest economies in
the world. These two nations play a clear strong hand in global trade, and have an outsized
impact on emerging economies in Asia and elsewhere.
To the surprise of many China bears, that nation’s economy is evolving into a sort of Goldilocks
environment, no longer growing at the scorching rates seen in the past few decades, but still
growing fast enough to be the world’s fastest-growing major economy. It’s also becoming
a more globally intertwined economy. Chinese purchases of US and European businesses
reached $163 billion in 2016, according to Bloomberg, which is greater than those of the prior
three years combined.
A broad read of opaque Chinese government statistics have led to a repeated mantra among
economists that China can grow at a 6-7% sustainable pace. Yet President Xi Jinping recently
suggested that the Chinese political leadership would tolerate slightly slower economic growth
if it reduced risks such as asset bubbles.
Is there a difference between 5% and 7% growth in China? Not really. What’s more important
is that China continues to make progress on its shift from export-led growth to rising domestic
consumption. The recent drop in the yuan makes that task a bit more challenging, but many
believe that if China has managed to avoid a hard landing thus far, it’s likely to avoid one in
2017 as well.
Our primary concerns regarding China focus on large levels of banking debt, a wage structure
that is becoming less competitive with Asian neighbors, and a demographically induced
shrinking workforce. China’s ability to continue to stimulate the economy as needed is also in
question. Fiscal spending is rising at a 12% annual clip, even as government tax receipts are
rising just 3%. These may be topics for later in 2017.
Meanwhile, after decades of underperformance, the Japanese economy may have finally
turned the corner. A more competitive currency, paired with infrastructure investments and
streamlined regulations, helped the Japanese economy grow around 2% in 2016.
Still, almost all of that growth can be attributed to exports, which rose 7.4% from a year ago
in November. One example of the impact of a strong dollar and a weak yen: The number of
Japan-made autos shipped to the US has risen 26% in the first 11 months of 2016. That nation’s
imports, meanwhile, have been falling at a nearly double-digit pace for 23 straight months.
And while Japan still faces unfavorable demographics and high levels of national debt, it’s
emerging as an appealing investment choice for 2017, thanks to a combination of rising
corporate profit growth and more reasonable valuations compared to US equities.
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Time for EM?
These are unusual times for emerging markets. In Asia, the stable growth outlook in China and
return to growth in Japan is leading to a firmer trade picture for the more advanced economies
of South Korea, Taiwan, Malaysia, and Singapore.
But the outlook for the rest of Asia is more muddled. The Philippines and Thailand remain
under political strife, while nations such as Indonesia that have not progressed beyond their
commodity export focus are squarely tied to the outlook for commodity prices. Vietnam
is emerging as an appealing growth-oriented economy, thanks to large cost advantages
compared to China, although only a few funds have targeted that nation thus far.
To be sure, nations with a high level of exposure to commodities are enjoying a renaissance.
Rebounding oil prices, for example, led to a 23% gain in Russian stocks in 2016. Brazil showed
the benefits of a firming commodity export market and a rising currency in 2016, as its dollaradjusted market return exceeded 50%. (The Brazilian real was one of the rare currencies to rally
against the dollar this past year.) If the US embarks on a major infrastructure spending plan,
then demand for a number of construction-related commodities is bound to rise in 2017 and
2018.
Firming commodity prices could not have come at a better time for many of these markets.
The recent surge in the dollar heightened the risk that dollar-denominated emerging-market
debt would prove to be too large a burden for various indebted economies.
That concern is not yet off the table, at least to the extent that the dollar continues to
strengthen. As we noted earlier, the Fed’s pace of rate hikes in 2017 could lead to widening
global interest rate differentials, which would lead to further outflows from other markets and
greater inflows into our debt and equity markets.
Back in 2013, Morgan Stanley coined the term the “Fragile Five,” highlighting nations that were
too reliant on external capital markets. These countries (Turkey, Brazil, India, South Africa, and
Indonesia) have only modestly improved their current accounts ledgers since then, and are
ill-equipped for more profound currency dislocations.
You’ll note that two of those five countries fall under the “BRIC” heading, along with Russia and
China. As we have noted, China and Russia appear to be on more stable footing than earlier in
2016, although the incoming presidential administration represents a wildcard in terms of free
trade.
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Revisiting Smoot-Hawley?
Will we see a global shift toward protectionism in 2017? If you think that will be the case, then
you may not have the desire for much global portfolio exposure. But it is far too soon to know
how, and to what extent, global trade policies will be changing in 2017. The instructive lessons
learned from the Smoot-Hawley Tariff Act of 1930 will likely keep protectionist impulses in
Washington in check.
So any decision to stay 100% domestically invested may prove to be short-sighted. A globally
balanced portfolio has not boosted investor returns in recent years, which paradoxically may
be precisely the reason for enhanced exposure now. It’s worth noting that US equity markets
now account for 38% of the global stock market’s value, which is at a 10-year high according to
Bloomberg.
Indeed, US equity markets have experienced a sustained bull market that will soon be eight
years old, the second longest on record. That’s not to suggest that the bull market is poised to
end. That only typically happens at a time when interest rates are sharply rising, or when the
economy slips into recession. Neither scenario is currently on our radar as we head into 2017.
The fixed income market offers few clear paths to upside—unless you believe that the bond
market slump of 2016 has been overdone. The coming months should give us a clearer read on
the relative strength of the US economy, and the resulting path for the Federal Reserve. Until
then, a cautious approach to fixed income may be warranted. ■
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