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U.S.

The U.S. economy appears positioned for improved growth in 2017. Historically low interest rates, steady jobs growth, strong consumer
spending, relatively low consumer debt, relatively cheap fuel prices and the election of a new President with promises of fiscal stimulus,
provide an encouraging economic backdrop. Headwinds from a strong dollar, potentially harmful trade decisions from the new
Administration and lingering uncertainty about Fed policy remain, but conditions for continued expansion exist and the economy should
grow in the neighbourhood of 2.5%.

Europe

The economies of both the UK and the rest of the EU have been surprisingly resilient after the Brexit vote. Various economic indicators
remain positive and support the view that both will see reasonable growth in the coming year. The ECB’s quantitative easing (buying
sovereign debt and now corporate bonds), lower euro and lower fuel prices will provide a boost to the economy while Brexit remains a
source of potential headwinds when the process gets under way. As well, elections in the coming year in France and Germany could
cause disruption if anti-Euro parties gain power.

Japan

We remain skeptical of the long-term success anticipated by supporters of “Abenomics”. In addition to its recent introduction of negative
interest rates and yield targeting, the BOJ remains committed to its massive injection of liquidity in the hope of generating a 2% inflation
target and fueling growth in the Japanese economy. The efforts so far have delivered mixed results. Significant structural reforms will be
needed to make this work. Low energy prices continue to support growth, but exports to the U.S. may be at risk with the trade focus of
the new administration.

China

The transition of China’s economy to more of a service-driven rather than manufacturing-driven economy is a necessary step in the
process of achieving sustainable long-term growth. China faces long-term structural challenges arising from overcapacity and
deteriorating demographics, which are likely to result in the country’s growth rate decelerating over the next five years. However, the
economy is not currently as weak as widely feared and Beijing retains sufficient flexibility to head off a hard landing.

Emerging
Markets

With resurging growth in developed markets, stronger commodity prices and stabilization in China, there is hope that EM economies will
see some benefits in 2017. A stronger USD and higher interest rates will cause some headwinds but many economies are more resilient
than in the past. Of more concern is the stance of the new U.S. administration on trade policy, immigration policy and foreign affairs. We
will have to watch events unfolding in Washington closely and hope for the best.

Canada

There is anticipation that 2017 will bring some encouraging news to the Canadian economy. We hope to benefit from some tailwinds
from higher oil prices, the realization of the federal government’s infrastructure program, a Canadian dollar that remains soft, the
commencement of a new free-trade agreement with Europe and improved growth in the U.S. As for headwinds, we can foresee the high
level of debt of Canadian consumers, a decelerating housing market and potential U.S. protectionism. Overall, we expect growth in 2017
to be somewhat above 2016, but still relatively weak by historical standards.
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OUR KEY BELIEFS ARE AS FOLLOWS:
 Global monetary easing will continue for some time
although the tone is quietly shifting. The majority of large
central banks retain an easing bias on concerns over weak
growth and inflation, but we are likely past “peak” easing.
Only the U.S. Federal Reserve has so far moved to tighten,
but it has been a very slow process and likely to remain
relatively slow in the coming year. As well, at current
levels, even the Fed’s policy remains largely
accommodative. The Bank of Canada will likely remain on
the sidelines but might consider tightening if economic
conditions continue to improve.
 The U.S. economy looks poised for a modest acceleration in
growth this year. Historically low interest rates, steady jobs
growth, wage growth, strong consumer spending, relatively
low consumer debt, improved household formation and
relatively cheap fuel prices provide an encouraging
economic backdrop. In this environment, the risks of a
recession appear limited. Although the speed at which
President Trump may implement his economic stimulus
agenda appears to be slower than originally hoped for
(witness the defeat in amending Obamacare) it remains
squarely on the agenda and should help support increases in
GDP in late 2017 and 2018.
 Uncertainty from the Brexit vote creates headwinds for

growth and inflation in the European Union, making the
European Central Bank’s job even tougher. The region has
recently experienced a slight improvement in growth and
uptick in inflation but concerns remain. Sustained monetary
stimulus by the ECB should lend support to keeping the
recovery going.
 The uncertainty created by the Brexit vote also increases the
risks to the downside for the UK economy. Yet, so far, the
UK economy has surprised by its resilience due largely to a
significant drop in the value of the pound. We nevertheless
expect that continued lack of clarity about the process,
timing and outcomes of Brexit will slow capital
investments, and this in turn will have a dampening effect
on growth in the coming years. As we are clearly in
uncharted territory, we are prone to witness surprises - both
negative and positive - that could significantly affect the
economy.
 Japan’s economy continues to struggle with sustainable
growth and disinflation. Efforts continue as the Bank of
Japan added negative interest rates and yield curve targeting
to augment record monetary stimulus while Prime Minister
Abe forges ahead with fiscal measures. However, critical
structural reforms, the “third arrow”, continue to be elusive,
particularly in the labour market. In the short-term, Japan’s
economy is likely to continue to struggle for consistent
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growth and we remain doubtful that “Abenomics” will
achieve its objective of sustainable long-term growth.
Furthermore, U.S. protectionist measures are anticipated to
impact Japan’s sizeable exports to America.
 China faces long-term structural challenges arising from
overcapacity and deteriorating demographics, which are
likely to result in the country’s growth rate decelerating
over the next five years. The government is now focusing
on supply-side problems and has accepted the need to close
redundant industrial facilities, albeit causing some social
pain. Doing this while facing the danger of a credit bubble
implosion poses a real threat to growth in 2017. However,
the economy is not currently as weak as widely feared and
Beijing likely retains sufficient ammunition to head off a
hard landing, especially in the period preceding the next
Communist Party Congress this upcoming November.
 The partial recovery in commodities brought a much
welcome tailwind to a number of emerging markets (EM)
countries to help counter the headwinds of Fed tightening, a
strong U.S. dollar and a weaker Chinese economy. Just as
this unfolded, a new threat surfaced – the results on the U.S.
election. Although shrouded in uncertainties and guesswork,
the new administration’s actions with respect to trade
policy, immigration policy and foreign affairs are
potentially quite worrisome. It will take some time before
we get clarity on this, both on extent and magnitude of the

policies, and which countries are most affected.
 With the recent bounce in oil and commodity prices along
with a relatively weak dollar and resurgence in growth in
the U.S., signs of a slowly improving Canadian economy
are emerging. A sustained rebound in manufacturing and
non-energy exports, tied to the rebounding U.S. economy,
remains key to overcoming commodity headwinds and
continuing on the path to economic recovery. As well, in
2017, the economy should start seeing direct benefits from
the federal government’s infrastructure program. Overall,
look for the domestic economy to improve somewhat in the
coming months.
MONETARY EASE:
Global monetary easing will continue for some time, although
the tone is quietly shifting. The majority of large central banks
retain an easing bias on concerns over weak growth and
inflation, but we are likely past “peak” easing. Only the U.S.
Federal Reserve has so far moved to tighten, but it has been a
very slow process and likely to remain relatively slow in the
coming year. As well, at current levels, even the Fed’s policy
remain largely accommodative. The Bank of Canada will
likely remain on the sidelines but might consider tightening if
economic conditions continue to improve as expected.
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In 2016 the Fed remained cautious, with the pace of
normalization hindered by domestic and global conditions
unconducive to higher interest rates, but eventually proceeded
with a rate hike in December and again in March 2017. In both
instances, these decisions were well telegraphed to market
participants and turned out to be relative non-events. With the
election of a Republican president and a republican-dominated
Congress, the attention may well move away from monetary
policy to fiscal policy. If President Trump addresses reductions
in personal and corporate taxes and commits to infrastructure
spending in the early part of his mandate, the resulting
stimulus to an already mending U.S. economy could open the
door to additional Fed tightening to prevent overheating. Even
in the absence of such fiscal stimulus, the current growth
trajectory of the economy will likely warrant more tightening
in any event. Most market observers anticipate two more rate
increases in 2017.

Since the Brexit vote, the Bank of England has been
proactively communicating to the markets that it is prepared to
provide monetary stimulus, including interest rate cuts and
quantitative easing, in order to maintain liquidity and
confidence in the UK economy and financial markets. In July
2016, the BOE eased capital requirements for banks - hit hard
in the markets - in order to ensure ongoing lending activity,
and in August cut its key interest rate, the first time in

seven years, to a record low 0.25% in order to stave off the
effects of the Brexit vote. Even as economic reports suggest
the UK’s economy is weathering the Brexit storm better than
expected, the BOE remains concerned that business
investment will slow or be delayed and consumer confidence
will weaken. The BOE has remained on hold since last
September’s meeting and currently appears to be willing to let
its asset purchase program expire on schedule.
Brexit creates another headwind for the European Central
Bank’s easing efforts to generate sustainable growth and
inflation. Similar to the BOE, the ECB has been active in
assuring markets that liquidity is available, and markets have
responded well so far. With a sizeable set of measures already
in place to stimulate Eurozone growth and inflation, in June
2016 the ECB started purchasing corporate bonds and offering
targeted loans to banks, and in December extended the
program beyond the previously announced end date of March
2017. In effect, from April 2017 until December 2017, the
program will continue at a reduced pace of €60 billion per
month, down from the prior €80 billion rate. Recent data
indicates slowing economic growth while inflation remains
stubbornly below the ECB’s 2% target, although the latter
showed a surprising jump to over 1% annually recently, mainly
driven by increases in energy prices. We anticipate that the
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ECB will progressively slow down the pace of monetary
stimulus (as long as economic conditions continue to improve)
but will nevertheless maintain a monetary easing stance for
some time.
In Japan, the Bank of Japan continues to struggle with
sustainable growth, disinflation and fears of falling into the
grasp of deflation. In early 2016, the BOJ surprised markets by
adding negative interest rates to augment its ongoing massive
liquidity injection policy as further means to achieve its 2%
inflation target and to foster growth (through depreciation of
the yen and growing exports). In September, the BOJ adjusted
its stimulus framework to include a focus on the yield curve,
pledging to keep the nominal 10-year government bond yield
around 0.0%, while keeping the key policy rate at -0.1% and
maintaining its monetary expansion target of 80 trillion yen.
Further moves by the BOJ to drive short-term interest rates
even more negative could harm the economy by pressuring
banks, savers and other interest rate sensitive sectors to the
point where lending and consumer spending declines.
Therefore, some observers believe that targeting the yield
curve will give the BOJ needed flexibility if interest rates are
reduced while minimizing further impact to interest rate
sensitive sectors. It is likely too early to evaluate these recent
measures but the existing program has been

producing mixed results, with the yen strengthening versus
most trading partners, inflation remaining low and GDP
growth inconsistent. We expect the BOJ will continue to adjust
its framework for monetary stimulus as it evaluates the
cumulative impact of its measures over time.
In China, the People’s Bank of China will continue to ease in
order to support the government’s intention to deliver a “soft
landing” as the economy transitions from a manufacturingdriven model to one driven more by services and consumer
spending. In 2015, services surpassed manufacturing as the
key driver of growth, and now represent more than 50% of
nominal GDP. Loose monetary conditions have raised new
concerns regarding growing debt levels and overheating
housing markets in an increasing numbers of cities. Therefore,
it is likely that the PBOC and the government will continue to
juggle a difficult balancing act between utilizing monetary
policy and fiscal policy to avoid a major economic slowdown
while ensuring that unintended excesses, like real estate,
remain manageable.
U.S.: POSITIVE TREND AND ANTICIPATED PROGROWTH STIMULUS
Nevertheless, and partially lost in all the year-end excitement
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of the election results, is the fact that U.S. economic data
started turning the corner last summer and has maintained a
positive tone ever since. Let’s first look at consumers.
Consumer confidence (as tracked by the Conference Board) hit
a 16-year high in February, with notable acceleration after the
November election. The employment outlook continues to
improve, with a continued drop in the unemployment rate and
initial claims, combined with increases in voluntary
terminations. The unemployment rate is now below NAIRU
(the rate below which we can expect the economy to overheat),
prompting wage increases that now run higher than core CPI.
Retail sales have been strengthening and continued to do so in
early 2017, and vehicles purchases remain close to all-time
highs. All in all, the U.S. consumer is consuming and appears
set to continue doing do.
The important U.S. housing sector remains on a slow but
steady upward trend, which also bodes well for future
economic growth. New home sales have been accelerating
after an August slowdown, and now stand at a post-crisis high,
while mortgage delinquencies have declined to pre-crisis
levels. In addition, positive trends in new household formation,
housing starts, house inventories and home prices appears
consistent with a growing economy. The year-end upward
move in yields has partially reversed in 2017 and should not

significantly dampen sales, with historically interest rates
helping to sustain demand. The outlook for the housing sector
remains positive with a cautious Fed, steady consumer
confidence and strong employment prospects along with wage
growth.
On the corporate front, CEO confidence (as tracked by the
Conference Board) has surged since the election, reaching its
highest level in nearly fifteen years. Other measures of
economic activity are also supportive, with the ISM
Manufacturing PMI reaching a two-year high of 57.2 in March
(the result of momentum that started in the summer), and the
ISM Non-Manufacturing PMI ending March at 55.4, slightly
below the last year’s peak but well into expansion territory.
Finally, the NFIB Business Optimism Index increased to 104.7
in March, a level unseen since 2004.
All things considered, we believe that conditions are such that
we should see an acceleration of real GDP growth this year to a
level in the neighbourhood of 2.5%, well above 2016 but still
short of pre-financial crisis levels of 3% per annum.
EUROPE: SLIGHTLY IMPROVED PROSPECTS
The fears of severe economic backlash in the UK following the
Brexit vote, and the negative implications for the Eurozone,
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appear for the moment to have been greatly exaggerated. The
UK economy remains resilient, partly due to a drop in the
value of the pound which has served to stimulate exports.
Unemployment continues to see improvement and is now
sitting at 4.7% (compared to a Eurozone rate of 9.5%), retail
sales have been strong and housing has bounced back from a
pre-Brexit slowdown. Indicators of economic activity as
measured by the PMIs are all well above 50.0, and are all
signaling expansion, with the Manufacturing PMI at 54.2,
Services PMI at 55 and Construction PMI at 52.2.
Nevertheless, there are real concerns that business investments
may be postponed or, in some cases, totally cut, while
considerable uncertainty remains on the final outcome of
Brexit. At this point, the lack of specifics on the process itself
and the government’s intentions are not helping, and the
weaker currency, while supporting UK exports, will also cause
an increase in inflation as imports becomes more expensive.
We expect the UK economy to fare relatively well in 2017, on
the back of the current positive environment, but things could
certainly change quickly if Brexit takes a turn for the worse.

sequentially (up 1.7% year-over-year), the 15th consecutive
quarter of growth and largely driven by household
consumption
and
public
spending.
Year-over-year,
improvements are visible across a number of indicators such
as: business confidence, Manufacturing and Services PMIs
(both trending higher at, or close to, 5-year highs), consumer
confidence, wages, productivity, retail sales volumes, vehicle
registrations, housing permits and home prices. As well, the
unemployment rate continues to inch its way lower, now at
9.5% and the lowest level since 2011. On the negative,
industrial production has been irregular and trending lower.
The recovery remains broad-based, with third quarter GDP
results positive (although still relatively weak) in key countries
including Germany, France and Italy, while the peripheral
economies continue to be led by Spain, Portugal and Ireland.
Inflation has also made a comeback, running at 1.5% annually
(a three-year high) due to the rise in commodity prices and, for
now, assuaging concerns over deflation. This will also reduce
pressure on the ECB, although we expect largely
accommodative monetary policy to remain in place.

The most recent data suggests the Eurozone economy
continues to plod along, although recent momentum has
generally improved as Brexit concerns have also subsided on
the continent. Fourth quarter GDP growth rose a decent 0.4%

Besides Brexit, the major themes for Europe this year will
revolve around the rise of populism. Elections are coming in
France and Germany and we may well see a change in tone as
a result. Even if established parties win these elections (as

9

OUTLOOK
happened in the Netherlands), they will likely be forced to
adopt some populist themes along the way, and one way or
another we expect that European politics will be affected. As
for economic growth, we would expect that 2017 may end up a
tick above 2016, but still modest by historical standards, with a
real GDP growth rate between 1.5% and 2.0% looking realistic
for 2017.
JAPAN: MORE OF THE SAME
Consistent with the last three years, Prime Minister Abe’s
program to reflate the economy and stimulate sustainable
growth continues to make very slow progress. GDP growth in
the third and fourth quarter of 2016 was 0.3%, somewhat
weaker than in the first half of the year. While economic
growth year-over-year was up 1.2%, sustainable growth
remains uncertain. Not unlike other regions previously
discussed, recent data shows the economy is doing somewhat
better, with PMIs (both Manufacturing and Services) picking
up momentum in mid-2016 and both standing above 50. As
well, both business and consumer confidence measures have
improved, with a large portion of the optimism perhaps due to
a weak yen and resilient exports. Although this is good news, it
is certainly not a permanent fix. On the negatives, a large and
growing public debt continues to act as a headwind, the
decision to postpone higher consumer taxes certainly does not

help, the election of a protectionist president in the U.S. could
hurt trade significantly (especially in the auto industry), and
slowly moving unfavorable demographics have not improved.
Transforming Japan’s economy remains no easy task and we
remain skeptical that Abenomics will succeed over the longerterm, especially in the face of increasingly challenging
demographic shifts. Record monetary and fiscal stimulus has
produced mixed results over the past three years and key
structural reforms appear stalled, hampering the country’s
prospects of sustaining long-term growth. Over the shorterterm, Japan’s economy will likely continue to struggle with
deflationary forces and the possibility of returning to a
sustainable inflation level remains challenging.
CANADA: SLIGHT IMPROVEMENT AHEAD
Canada’s economy has shown surprising signs of momentum
in the last few months. GDP growth in the second half of 2016
picked up momentum, ending the year at a respectable 1.4%,
and 2017 started strong with 0.6% figure in January. This is
largely attributable to a recovery in oil prices (helped by the
recent OPEC agreement) and other commodities, combined
with a relatively weak Canadian dollar and fiscal stimulus
delivered by the federal government. The positive news
extends to improving trends in business confidence,
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employment and wages. Consumer confidence also has been
rising, with auto sales posting another banner year in 2016.
On the surface, the Canadian economy shows signs of robust
health.
The outlook for oil, a key input into Canada’s economic
health, also looks somewhat brighter. Global supply and
demand are expected to return to balance in 2017, although
large inventories need to be reduced significantly before we
can expect a sustained move up in price. We believe there may
well be an effective ceiling of around $60, as any sustained
increase in oil prices motivates U.S. shale producers to resume
their activities (as evidenced by the current increase in rig
count) and increase production. All said, we expect oil prices
to range between $55 and $65 in 2017, which could help
strengthen the Canadian dollar but may not be enough to lift it
against the U.S. dollar. Rising oil prices will mean rising fuel
prices and increasing headline inflation, much to the relief of
some central bankers, but may also eat into the consumer
spending that powers the Canadian economy. For the Bank of
Canada, OPEC’s supply reduction and a rise in oil prices may
provide a much needed boost from the resource sector as the
non-resource sectors have inexplicably failed to lead the
economy through the commodity slump as anticipated.

Housing has also been on everyone’s minds in the last few
years with red-hot markets in Vancouver and Toronto.
Measures imposed by the government to tighten qualification
for insured mortgages and the imposition of a 15% tax on
foreigners in British Columbia had the expected outcome of
tempering house prices significantly. On the other hand, the
Toronto market has accelerated, arguably attracting foreign
buyers steered away from British Columbia, with resultant
price gains now receiving attention from politicians and other
parties. Of note, one has to be careful in making
generalizations about the Canadian housing situation: outside
of Vancouver and Toronto, housing remains largely affordable,
and due to low interest rates, mortgage payments make up a
manageable 14% of disposable income.
Another area of concern is the high level of debt borne by
Canadians. Household debt as a percentage of disposable
income continues to head higher, recently reaching an all-time
high of 169%. Even when factoring the current low interest
rate environment, this is a very high number and will act as a
headwind on consumption.
Finally, there is a concern about the U.S. stance on trade. The
reopening of NAFTA may have negative consequences for the
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Canadian economy by hurting trade with our largest partner.
The new administration’s stance on trade and the intention of
putting America First is not setting a promising tone. On the
surface, Canada is not an obvious target of the new
administration as our trade balance with the U.S. is close to
being balanced, but nonetheless the current uncertainty on this
topic is unlikely to be resolved in the near future.
In summary, we expect some tailwinds in the domestic
economy from higher oil prices, the realization of the federal
government’s infrastructure program, a Canadian dollar that
remains soft, the commencement of a new free-trade
agreement with Europe and improved growth in the U.S. As
for headwinds, we foresee the high level of debt of Canadian
consumers, a lopsided housing market and potential U.S.
protectionism all dampening growth. All told, GDP growth
between 1.4% and 1.8% is a reasonable expectation for the
Canadian economy in 2017.
CHINA: SOME STABILITY BUT LITTLE PROGRESS
The improvement in China’s economic momentum evident
towards the close of last year has continued into 2017. What is
more, the gains appear to be becoming more broad-based and
wholesale prices have begun to rise. Economists have begun

to increase growth forecasts and are no longer fretting about
the consequences of sustained disinflation. All of this is music
to the ears of the Chinese government in what will be a big
political year. The 6.5% official growth target should be
achievable without Herculean levels of stimulus, meaning that
reform can again be top of the agenda. The Central Leading
Group for Financial and Economic Affairs, chaired by
President Xi, laid down their immediate priorities at the end of
February: reducing excess capacity by closing zombie
companies, improving systemic financial risk controls,
deflating the house price bubble and cutting the prices and fees
set by monopolies. Laudable goals, but can they be delivered
without upsetting the economic apple cart? Probably not if
progress is to be meaningful. In the run up to the Communist
Party National Congress, President Xi is unlikely to be in the
mood to risk triggering a sharp slowdown, so a slew of
relatively minor tweaks to policy rather than radical changes
appears to be the likely formula for most of the year. A quick
look at the possibly painful consequences of decisive action
reveals why this will be the case. Closing active industrial
producers, rather than counting already idled capacity as a
reduction, will ratchet up unemployment and crystalize bad
debt. The former will not be popular with affected workers,
and domestic banks are still not in a position to face up to this
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reality. The five-yearly Finance Work Conference, which is
due to sit later this year, will be key to setting a long-term
financial sector strategy, but it is unlikely to discover the
alchemist’s stone, whereby deleveraging can be delivered
quickly without threatening to cut credit excessively. With the
impact of last year’s fiscal stimulus already beginning to fade,
clamping down too hard on property developers could threaten
economic expansion and, as in the past, could pose a threat to
financial stability if property prices decline sharply. At present,
it is unclear precisely what taking on the monopolies means.
However, as any meaningful action is likely to hurt powerful
state-owned enterprises (“SOEs”), the President may wish to
consolidate political control before starting a major campaign.
Given their importance to the economy, the way in which
SOEs are reformed is an important consideration for investors.
Ideally, markets will become more open to private sector
companies, allowing them to compete on a level playing field
with SOEs, but unfortunately this does not seem imminent.
Instead, there will be a reduction in SOE numbers through
relevant mergers, but the new national champions will largely
retain their previous privileges. Notably, however, although
culling SOEs has not delivered much improvement in return
on capital historically, there could be significant gains this

time, albeit from a very low base. This is because of the
introduction of management incentive schemes tied to
profitability, as the government has a genuine interest in seeing
higher earnings that would enable rising dividend payments to
overstretched state coffers. Another initiative is that stateowned investment companies will be encouraged to take
equity stakes in fast growing private companies. This looks
suspiciously like expanding state control rather than reducing
it. The sop to a few lucky private companies is that they will
be able to take minority stakes in sectors previously not open
to them. The overall mix should benefit national economic
performance in the medium term, but the dilution of the profit
motive in favour of promoting government objectives over a
wider front will disadvantage private investors in the long
term.
Although the immediate economic outlook in China is a bit
sunnier than it has been for a couple of years, this is likely to
prove a temporary interlude. President Xi implicitly
acknowledged this when he recently stated that China is able
to tolerate growth below 6.5% if meeting the target comes with
excessive risk. We will probably have to wait until the
aforementioned National Congress to see if this means
promoting reform that begins to bite. The government cannot
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wait forever to rebalance the economy sustainably, but rising
to the challenge will almost certainly mean growth that
disappoints financial market expectations. Unfortunately,
procrastination will lead to a worse outcome in the long term.
EMERGING MARKETS: A CHANGE IN THE WIND
Emerging market equities have staged a spectacular recovery
since their low point in January 2016, with the MSCI EM
gross index once again approaching the peaks of the trading
range that has prevailed during the present decade. The
advance, although still led by cyclicals, has broadened out
from the commodity-led surge that prevailed in 2016,
reflecting increased optimism about the state of the global
economy, to which the fortunes of EM equities remain strongly
geared. The hike in interest rates delivered by the U.S. Federal
Reserve did little to disturb the equanimity of investors,
principally because the accompanying message assuaged fears
of aggressive tightening.
Recent economic data from EM has been mildly encouraging,
with trade volumes, unusually lacklustre over the past couple
of years, now showing signs of improvement. Concern about
Chinese growth has diminished, and recession affected
economies, such Brazil and Russia, are beginning to slowly

turn around. Most important of all, consensus earnings
estimates are going up, with a mid-teens percentage earnings
growth for 2017 now in the cards. This would be the fastest
pace for a number of years and mean that emerging markets
are outstripping developed markets in this respect for the
second consecutive year. At around 13x this year’s earnings,
EM equities are no longer bargain basement, but they still
offer a decent discount to their DM counterparts.
Of course, not all is rosy in EM. New corruption scandals
continue to surface on a regular basis and old ones deepen,
notably in Brazil and Korea. However, the financial markets
now largely ignore them, provided that economic policy is
pointing in the right direction. Investors are in a forgiving
mood with respect to most other political issues too.
Geopolitical spats, such as that between South Korea and
China over a proposed missile defence system, have barely
caused a ripple, and unsavoury political developments in
Turkey have had little impact on local financial markets. The
list goes on and, whilst the details may vary by country, the
key point is that investors have adjusted to higher levels of
political uncertainty than would have been acceptable in the
past. Even the statements of President Trump have lost their
power to shock, as witnessed by the strong performance of
Mexico so far this year.
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Not surprisingly, the improvement in sentiment towards EM
equities has led to a jump in international inflows to the asset
class. These have not yet reached fever pitch, nor has total
exposure reached previous highs. With the investment
barometer pointing towards fair weather for the next few
months, the present positive trend may well continue, subject
to the odd bout of profit taking. Protectionism and mishaps in
China are the principal risks to this optimistic scenario.
The expansion of global trade over the past few decades has
been critical for the renaissance of EM economies, so the
prospect of an outburst of U.S. protectionism was bound to set
some alarm bells ringing. What will happen in practice is, of
course, still highly uncertain, and the market appears to be
taking the view that the reality will be less dreadful than Mr.
Trump’s rhetorical vision. This is probably correct, but it is
still worth considering what the possible damage might be.
The main targets of any action will almost certainly be Mexico
and China as they are the biggest beneficiaries of the
outsourcing of U.S. manufacturing. Mexico is highly
dependent on its links with the U.S. and it also enjoys a
significant trade surplus with its NAFTA partner. China has
less exposure relative to its GDP, but it is responsible for
around half of the US trade deficit. The U.S. enjoys huge
economic leverage over Mexico, being its principal

trading partner, its main supplier of capital and also being the
source of remittances to the tune of 2.6% of GDP. However it
does not have the same advantages with respect to China, as
Chinese exports to the USA are equivalent to 4.2% of GDP, a
little more than is the case for Germany but only a small
fraction of Mexico’s 27.7% ratio. Rather than being dependent
on American capital to finance its growth, China has been a
funder of U.S. sovereign debt and its diaspora remittances are
miniscule. In addition to these two countries, other
manufacturing centres in Asia - notably Korea, Malaysia,
Thailand and Taiwan - are notably vulnerable to American
protectionist restrictions as their exports to the USA are
economically significant and, in addition, they enjoy
substantial trade surpluses. EMEA and South America are
unlikely to attract specific attention given the content of their
export bundles and more balanced trade positions. Another
area of contention is likely to be immigration controls, a less
critical issue, but again putting Mexico first in the firing line.
Other countries that will be particularly unhappy with
draconian measures because of their potential economic
impact are India with its big IT software services industry and
the Philippines because of the negative impact on remittances.
Finally, as tensions rise the other area of concern is possible
collateral damage in the form of reduced capital flows and the
higher financing costs. Fragile countries in this respect include
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OUTLOOK
several of the usual suspects, such as South Africa and Turkey,
but, fortunately EM as a whole is in much better macroeconomic shape than in 2013, the last time it was seriously
tested.

home, it will also find it difficult to prove its case with respect
to currency manipulation or to stay within WTO rules. With
luck, reason will prevail, but if it does not, EM will be in for a
rough ride.

The type and degree of pain suffered will depend on the nature
of proposed measures. These may include abandoning existing
free trade agreements, tariffs, obstructive regulation and border
or other corporate tax changes. Any of the above would be
harmful, but unilateral measures, such as the 45% tariff on
imports from China suggested by Mr. Trump, would be
particularly harsh on the countries targeted. Arbitrary measures
will invite retaliation, and in any trade war China would be a
formidable adversary. Not only would China be able to
withstand the economic shock better than most countries, its
position at the centre of the global supply chain and its
importance to American multinationals, which have sunk five
times more capital into China than Chinese companies have
into the USA, give it powerful leverage. Beggar-thy-neighbour
policies would also damage U.S. geo-political interests in Asia
at a delicate time. The administration, hopefully, will settle for
negotiating a series of concessions rather than pursue
unilateral radical policies that in the robotic age will not
deliver the American middle class jobs promised. If it chooses
the latter, not only will it face political and legal challenges at

GEOPOLITICAL RISKS:
Clearly world tensions have shot up in early 2017. The U.S.
bombing of an airfield in Syria has sent a strong message to
Moscow, and the subsequent rhetoric from President Trump on
North Korea is worrisome. The risk of an accident potentially
starting a major conflict feels very real. These recent events
take our focus away from other risks, such as the unfolding
repercussions of Brexit, U.S. anti-trade and anti-immigration
stances, the upcoming elections in France and Germany, and
expectations for increasing anti-immigration, anti-euro and
nationalist tensions that appear quite high. When taken in
conjunction, this is a considerable list of factors that could
impact world financial markets over the remainder of the year.
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GLOBAL

The ECB, BOE, BOJ and PBOC remain in easing mode and global rates are at an all-time low.
The Fed has embarked on monetary policy normalization with rate increases in December and
March, with likely more to come in 2017.
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GLOBAL

Despite some fears of slowing, the U.S. economy posted positive growth over the past year
and especially in the second half. The UK has been resilient and the Eurozone is trending
slightly higher, but uncertainty over Brexit will weigh on growth. As expected, Canada
experienced negative growth in the second quarter but recovered somewhat in the latter part
of the year. Japan has struggled to maintain consistent growth.
.
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GLOBAL
BRICS GDP

China is trending lower with just under 7% growth while India’s pace of growth is
trending above 7%. Brazil and Russia have struggled with recessions but the declines
appear to have bottomed.
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GLOBAL
The OECD leading indicator had been
trending lower earlier in 2016 but has
turned upward again signaling possible
improvement in global growth. A similar
trend is observed both in developed and the
larger developing economies.

.
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GLOBAL
Citigroup Economic Surprise Index

Larger economies have witnessed mixed signals over the last few months. The U.S. and
Eurozone appear most improved. The UK, Japan and China all appear to be facing
headwinds.
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GLOBAL

Global PMIs have seen improvements recently, including in the manufacturing sector. The
latter was previously a drag on overall results with services doing all the heavy lifting.
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GLOBAL: MANUFACTURING PMIs

A large proportion of the world’s largest economies are now in expansion mode. This
bodes well for the remainder of 2017.
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GLOBAL
Developed Markets CPI

BRIC CPI

Developed economies have witnessed a rise in inflation and it is now hovering closer to
the 2% target of many central banks. A large component of this is attributable to the
recovery in oil prices and the related base effect. As such, it will likely tail off somehow in
the coming months. Developing economies have witnessed a continued trend lower
although to levels higher than those observed in developed economies.
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UNITED STATES

The LEI has recently changed direction and is pointing higher signaling improvements in
the growth prospects of the U.S. economy.

27

UNITED STATES

Industrial production has risen above pre-recession levels, although over the last year
the trend appears to have levelled off.
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UNITED STATES
U.S.: CEO confidence surges to eight-year high

CEO confidence is reaching surprisingly high levels.
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UNITED STATES

The U.S. labour market continues to improve while wage growth has been subdued.
Unemployment below 4.9% is now around the Fed’s estimated rate of full employment.
Recently, small businesses appear less likely to raise wages in the future. The labour
force participation rate has been rising but remains below pre-recession levels.
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UNITED STATES

Full-time jobs have been trending higher reducing the number of underemployed which is a
key measure for the Fed in gauging slack in the labour market. The job openings rate is above
pre-recession levels. The quit rate has been trending higher suggesting strength in the labour
market.
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UNITED STATES

Consumer confidence and sentiment are at post-crisis highs. Small business sentiment was
trending lower but has rebounded sharply and is now at a post-crisis high.
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UNITED STATES

Banks are lending to good-quality
borrowers, consumers have deleveraged
and have flexibility to take on new debt.
Mortgage delinquencies are almost back
to pre-crisis levels. As a group,
households continue to improve the
equity portion of their real estate
holdings.
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UNITED STATES

Both vehicle sales and retail sales have ended 2016 on strength, but the former is facing
some headwinds in early 2017. Steady wage growth, low fuel prices and an accommodative
Fed should provide a tailwind to support consumer spending.
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UNITED STATES

Housing remains healthy and the pace of the recovery appears to be steady as fixed
mortgage rates hover near historic lows in spite of the recent increase move upward.
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UNITED STATES
U.S. Average Hourly Earnings vs. Core CPI

Average wage growth has been slowly improving while core CPI is slightly above the
Fed’s inflation target of 2%. The central bank will continue to monitor these levels for
signs of inflationary pressures as it determines the need for further interest rate hikes.
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UNITED STATES

U.S. oil production has turned the corner as
the pick-up in oil prices makes shale oil
production more profitable. 2017 should
witness a more robust oil market as excess
inventories are slowly depleted and demand
continues to exceed supplies.
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EUROPE

The Eurozone’s growth rate continues to be slow, although the recent upward trend in
manufacturing PMIs hints at improved growth ahead.

38

EUROPE

Eurozone data has been improving of late
and the strength appears widespread. As well,
bond yields have been showing an upward
trend that started last summer although, with
the exception of Greece, they remain
subdued by historical standards.
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EUROPE

Based on data collected post-Brexit
vote: sentiment and retail and vehicle
sales continue to generally trend higher.
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EUROPE

Euro area growth continues to be sluggish. Ireland and Spain have rebounded while
Germany and France are muddling through. Various inflation measures suggest the region
continues to struggle with low inflation although the bounce-back in oil prices is being felt
in headline inflation numbers.
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EUROPE

The employment situation outside of the UK
and Germany is bleak but trends generally
look encouraging. Also, positive trends have
carried over to the long-suffering
unemployed youth.
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EUROPE
Euro Area residential property prices

A substantial early engine of economic growth in the U.S. and the UK was housing. The
low rate of growth in the Eurozone is partly attributable to housing weakness as growth in
prices remains sluggish but here again current trends are encouraging.
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EUROPE

The UK economy post-Brexit has been resilient although it is too early to tell how long
this will last. There is limited information on the process, scope and timing of the UK’s
departure from the European Union.
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CHINA

Recent data on China has been mixed as the slowing trend appears to be turning upward.
This likely highlights the state-engineered period of transition from an export-led economy
to one based on internal consumption. Let’s not forget that the second largest economy in
the world continues to grow at a pace of close to 7%.
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CHINA

The manufacturing PMI has recovered and now exceeds 50, suggesting manufacturing may
be improving. The trend in services appears to be improving, which is encouraging given
the transition to a services-based economy that is underway.
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CHINA: ECONOMY IN TRANSITION

China’s service industries now represent more than 50% of GDP helping to offset the
decline in manufacturing as a source of GDP growth.
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CHINA
China export growth

China import growth

Exports have been improving unevenly from weak levels but have yet to rebound to the
stronger levels of 2013-2014. Import growth has been increasing suggesting improving
domestic demand, which is welcome news to China’s trading partners and may improve
the outlook for global trade which has weakened considerably since 2008.
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CHINA
Electricity Consumption, Steel Output, Rail
Cargo …

China: Crude Oil Import Volumes

China’s imports of oil continue to trend higher while other reliable key metrics support
the view that China’s economy has slowed but growth is still in the neighbourhood of 7%.
A word of caution, these measures are more relevant to China’s “old” underperforming
world rather than the new “services-led” economy
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CHINA

China’s real estate sector remains strong but may have plateaued as the government
cooled the market in 2015 by reducing the influence from the shadow banking sector. The
current rebound appears to be driven more by conventional lending from banks rather than
the non-bank sector.
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CHINA
China foreign reserves

China fiscal stance

The government has been active in providing stimulus to support the economy.
Additional room for monetary stimulus is available if necessary. Foreign Reserves
have declined as China manages its currency, but is not too concerning at these levels.
51

JAPAN

The BOJ’s ongoing massive liquidity injection has not been overly effective as Japan
introduced negative interest rates in February and yield curve targeting to augment existing
stimulus. Japan continues to struggle to achieve sustainable growth as the trend remains
inconsistent.
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JAPAN

Real GDP growth remains below trend line GDP growth. Year-over-year industrial
production has struggled to consistently improve.
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JAPAN

Business sentiment has improved to levels not seen since before the financial crisis.
Exports and imports have struggled with the unexpected strengthen in the yen but
trends are now positive.
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JAPAN

Consumer confidence and retail sales
have struggled for consistency since the
April 2014 sales tax increase. Another
sales tax increase was slated for 2017,
but this has been delayed until 2019.

55

JAPAN

.

Manufacturing continues to struggle. Slower
vehicle sales have been weighing down
overall retail sales. Unfavourable
demographics and stalled labour reform are
contributing to the decline in unemployment
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CANADA

Canada’s economy has seen signs of improvement with a recent pick-up in commodity
prices. In addition, a weak currency, an expected roll-out of infrastructure spending and a
growing U.S. economy, should provide additional lift in 2017 and partially counter
weakness from the tapped-out consumer.
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CANADA
Canada: Economy is surpassing expectations

The Canadian economy was expected to regain momentum when oil prices
recovered, but the current level of expectations is unexpected.
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CANADA
Canada: Fiscal stimulus being deployed

Canada exports

Canada: Fiscal stimulus being deployed
General government fiscal balance
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The government is starting to implement fiscal stimulus which eases some of the expectations
for increasing monetary stimulus. Non-U.S. exports have been slower than expected. The
revival in non-energy exports to the U.S. has been uneven and remains a key element of
growth as the economy adjusts to lower commodity prices.
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CANADA
U.S. Personal Savings (
) and Household Debt (
As Percent of Disposable Income
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Our household debt burden is large. Our U.S. neighbours have deleveraged while we have
not. Significant improvements in our finances will take some time and we will remain
very exposed to increases in interest rates/borrowing costs.
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FIXED INCOME VALUATION

Source: Bloomberg

Source: PC BOND

Source: PC BOND

Along with other global sovereign bonds, Canadian
nominal yields moved up starting in late summer and
continued doing so after the U.S. election. A slow
resurgence of inflation in developed economies (tied
significantly to the price of commodities) are contributing
to pushing interest rates higher. Longer-term yields still
remain extremely low by any historical measure due to
significant central bank intervention.
High-quality corporate bonds represent good longer term
value since spreads are still wide when compared to any
longer term historical measure.
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FIXED INCOME – HIGH YIELD
High Yield Spread
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High yield spreads were slightly tighter
over the first quarter as the momentum
from the 4Q16 continued. Increasing
interest rate expectations is feeding the
popularity and issuance of Leveraged
Loans which are benchmarked off Libor.
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FIXED INCOME – HIGH YIELD
US High Yield mutual fund flows
have been volatile, mostly due to
volatile ETF flows. YTD are
down ~$5.8bln.

Maturity Profile

High Yield spreads have tightened from their
wider levels but remain relatively attractive.
Fundamentals are stabilizing in the hard-hit
commodities sector and they are expected to
continue to improve in other sectors under
the new U.S. Administration. Also, from a
technical perspective, the amount of highyield bonds maturing in 2017 remains small
($75bln).
63

EQUITY VALUATION

The relatively modest global sell-off after the Brexit vote and brief pull-back in September
slightly moderated valuations. In general, global equities continue to appear relatively
attractive compared to interest rates.
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EQUITY VALUATION
TSX P/E Multiple
Based On Trailing Operating Earnings
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TSX Price-Earnings Multiple
Based on 12 Month Forward Operating Earnings
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The TSX is above the long-term averages for
trailing and forward looking P/E, slightly
below for earnings yield and above on
dividend yield.
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EQUITY VALUATION
S&P 500 P/E Multiple
Based on Trailing Operating Earnings
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The S&P 500 valuation is trending higher
than the long-term averages for P/E and
dividend yield while slightly below for
earnings yield.
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OIL: WCS vs. WTI in USD and CAD
CAD

Source: Bloomberg

World oil prices got a lift at the end of the quarter with OPEC’s surprising announcement of a
tentative agreement to reduce production. The discount for Western Canada Select crude versus
WTI has widened from a low in 2015 of US$7 a barrel to about US$14.
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OUTLOOK: TACTICAL VIEWS
 We remain bullish on the market. Relative to interest rates, equities remain attractive.
 Relative to the S&P/TSX Composite Index, Canadian equites are above historical P/E levels
with trailing P/E above average and the median (20.6x versus 17.0x & 16.8x) while P/E on a
forward basis is above the average and median, but overly influenced by gold and energy
(16.5x versus 15.2x & 15.0x). The S&P/TSX Index’s dividend yield and earnings yield appear
cheap relative to interest rates which is positive for income-biased equities.
 Relative to the MSCI World Index, global equities appear relatively close to historical P/E
levels with trailing P/E slightly above average and the median (22x versus 21.0x & 18.6x)
while P/E on a forward basis is above the average and median (18.1x versus 17.1x & 15.9x).
The MSCI World Index’s dividend yield and earnings yield appear cheap relative to interest
rates which is positive for income-biased equities.
 The MSCI Emerging Markets Index appears relatively cheap to the MSCI World Index on a
forward P/E basis (12.1x versus 18.1x) but we are yet to witness a catalyst such as strong
earnings growth that would call for a substantial overweight versus developed markets.


Relative to absolute historical levels, nominal interest rates appear expensive.

 Relative to historical spreads, investment grade credit remain attractive while recent tightening
in high yield spreads have reduced attractiveness.
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Economic Outlook: Summary Views
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