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(1.)  The USA is in the mature phase of the business cycle when interest rates go up, 
partly because of rising interest rates from Federal Reserve tightening, but mostly due to 
growing worries about inflationary pressures.  That will increasingly disadvantage interest rate 
sensitive components of demand: housing, cars (already past their cyclical peak), and 
appliances.  But it won’t derail capital expenditures by businesses and commercial real estate 
developers, sectors which are more sensitive to credit availability than to immediate interest 
costs.  Moreover, the incoming Trump Administration has an appetite for more defense 
spending, lower business taxation, repatriation of corporate cash held abroad, and looser 
regulation, especially of fossil fuels.  This will boost corporate spending more than consumer 
outlays.  In this environment, stock markets are prone to what is generally called “rotation” as 
various sectors of industry appear more or less likely to do well or badly. And the dollar will 
hold up well against currencies that are stunted by economic sluggishness.  
  
(2.) Europe is in a mess of its own making and will remain far from economic and financial 
happiness.  Unresolved, and probably unresolvable, uncertainties over European banks, as well 
as the lack of Brexit implementation strategy by the UK, will hang over the financial markets 
like a damp rag.  A string of forthcoming elections such as in France, Germany, and the 
Netherlands will weigh on confidence, so that capital spending decisions will be postponed.  
No one can rule out the likelihood of further terrorist attacks against defenseless sites; atrocities 
like the recent assault at a Berlin Christmas market will have a gradually retarding effect on 
consumer confidence and spending patterns. In this climate, economic growth will remain 
anemic, and some countries with unique financial difficulties, now including Italy, may slide 
back into recession.  The European Central Bank will be under no immediate pressure to return 
to positive official short term rates, even though a persistent weakening in the euro will boost 
inflation somewhat.  European investors will be more interested in building up positions in the 
US and even in some emerging markets.   
 
(3.) China’s economy will be expanding, but somewhat slower than the government 
hopes.  Growth in the vicinity of 6% is hardly shabby, but much of it will come from a bigger 
external surplus, aided by a cheaper renminbi, and greater military procurement rather than 
domestic private spending.  So the boost to Asian neighbors will again be limited, and sluggish 
business expansion in Japan, Thailand, and Singapore will persist while recent economic 
strength in Indonesia and Malaysia (both of which have been stars among Asian stock markets 
in 2016) may fade.  The biggest uncertainty is how the US-Chinese political relationship pans 
out, as a more nationalistic, even pugnacious, Xi regime is confronted with a more assertive 
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Trump Administration.  The strains will initially be most evident in the economic frictions. 
Bilateral trade continues to be hugely unbalanced, with no genuine adjustment in prospect.  And 
there is the countervailing weight of influential US corporations to complicate the outlook, e.g., 
Apple, Boeing, General Electric, and Walmart, to name just a few companies that depend 
heavily on Chinese production facilities and/or Chinese customers.  China watchers deny any 
imminent danger of trade restrictions but they are the same “experts” who failed to predict the 
actions the Chinese military has taken to lay claim to the entire South China Sea.  Naturally, an 
escalation of trade tensions will hurt the equity performance of the firms most dependent on 
Chinese business. It would also lead to an unwanted (by both sides) sharper depreciation of the 
yuan, which would only make the underlying external imbalances even harder to ameliorate.  
A serious breakdown of US-Chinese relations clearly poses the most significant geopolitical 
threat to economic and financial stability in the region and beyond.   
 
(4.) Emerging markets are likely to encounter continued impediments to economic 
progress as the US enters a period of higher interest rates while growth prospects for Europe 
and parts of Asia dim. Commodity producers throughout the developing world have enjoyed a 
largely unexpected and welcomed lift in commodity prices, but cannot bank on a repetition in 
the coming year.  On top of that, Latin America faces political uncertainties both familiar 
(Venezuela) and new, as exemplified by the recent sacking of Argentina’s finance minister and 
by the ongoing drama of Brazil’s governmental shake-up.  Yes, there are some clear positives, 
namely the Peruvian election of Pedro Pablo Kuczynski, a former Wall Street banker, who 
brings a practical know-how to a more reasonable economic policy.  
 
Bottom line:  The best bet for the year ahead is cautious optimism, selectively directed, rather 
than unrealizable expectations for thriving global economic and financial conditions across-
the-board. 
     
 

Happy New Year! 
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