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Shortly after President Trump took office, senior 
leaders from across State Street’s businesses gathered 
to assess the macroeconomic, market, investment, 
public policy and regulatory implications of his change 
agenda. The goal was to focus on where we go from 
here and how we can use those insights to better serve 
our clients. We asked our experts to weigh in on:

• What stays the same?

• What will be different?

• What are the wild cards?

Chris Probyn, Ph.D., SSGA Chief Economist
In terms of the economic backdrop, what stays the same is economic theory. The 
economy is always evolving, but it does so fairly slowly. So we will continue to see the 
same broad trends of declining productivity growth, retiring baby boomers and a 
continued flattening of the Phillips curve, which means we’ll get less of an inflation 
response as unemployment declines. 

For me the biggest change is the degree of uncertainty about the near-term outlook, 
since we still don’t know how big the president’s stimulus package will be, what it 
contains and when it comes into effect. Tax cuts seem clearer, as there is consensus 
between the President and Congress to reduce at least the corporate tax rate and the 
personal tax rate. We are concerned that the stimulus could prove to be too large and 
too late in the business cycle, considering that we’re close to full employment with an 
unemployment rate that dipped to 4.7% and wage inflation accelerated to 2.9% in 
December 2016.

Our forecast range for US Gross Domestic Product (GDP) growth in 2017 is 1.9% to 3.0%. 
We don’t expect any breakaway inflation, but we do think that the Fed will hike as many 
as three times in 2017, with perhaps another three hikes in 2018. So we anticipate a bit of 
a boom from the Trump stimulus in 2017 and 2018 and then a bit of a bust brought on by 
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Fed tightening. While the Trump stimulus looks like the 
Reagan stimulus of the 1980s on the demand side, it’s important 
to remember that the supply conditions of the economy are very 
different today. Many of the baby boomers who are on the verge 
of retiring now were just beginning to enter the workforce back 
then. We also had a surge in female participation in the 
workforce then, which has now plateaued. 

The biggest wild card is whether the fiscal stimulus ends up 
being a fiscal bust, in that Trump and his team fail to deliver, or 
the costs of trade wars undermine the stimulus. 

Michael Metcalfe, EVP, State Street Global 
Markets Head of Macro Strategy
We continue to see a hemorrhaging of assets out of emerging 
markets (EM) — with the pace of flows since the election on 
the order of post-Lehman in 2008 or the Taper Tantrum in 
2013 — because of expectations of a stronger US dollar and 
higher US yields. More recently we have seen tentative signs 
of a stabilization of these outflows. European investors are still 
likely to move money abroad at close to record rates because 
of the local political risks and continuing low to negative 
interest rates.

The threat of a sustained move higher in US yields is perhaps 
the biggest game-changer for market behavior in 2017. While 
it is still too early to say if we are witnessing the highly 
anticipated Great Rotation out of bonds into equities, we 
are seeing a reversal of the last few years’ mutual fund flows 
into fixed income to the benefit of equity funds, also aided 
by inflation concerns. Our online measures of inflation 
show US inflation rising toward 3%, which presage further 
rises in official inflation metrics1.

For all the uncertainty that has marked 2017 so far, both 
volatility and correlations are unusually low, which suggests 
that the risks of contagion and large market drawdowns 
are lower. Markets look to be resilient, driven by a broad 
set of factors.

A wild card might be a successful free trade deal between the 
UK and the US, where the “A” in North American Free Trade 
Agreement (NAFTA) comes to stand for “Atlantic.” This would 
potentially reduce the coming UK growth shock and have the 
Bank of England rethinking its accommodative monetary 
policy. But that also might, at the margins, encourage France 
and Italy to push for a similarly positive exit. 

Lori Heinel, EVP, SSGA Deputy Global CIO
From an investment management standpoint, what stays the 
same is that our clients continue to need our help navigating a 
challenging environment. Pension plans remain woefully 
underfunded, defined contribution (DC) plan participants need 
to grow assets to secure their financial futures and many of our 
official institutions clients face an ongoing struggle with 
reduced revenues from low commodity prices.

We expect equities to continue to grind higher, against a 
backdrop of continued economic recovery, improving earnings, 
rising inflation and a supportive policy regime of fiscal 
stimulus, tax reform and reduced regulatory burden. Notably 
our tactical asset allocation models are currently neutral to 
overweight across all major equity asset classes and regions, 
including emerging markets, for the first time in several years. 

We also continue to favor more defensive posturing within 
equities, with a focus on our managed volatility and defensive 
equity strategies. These exposures provide a measure of 
downside protection along with market participation. Our 
managed volatility strategies are particularly helpful for 
defined benefit pension plans, because they seek to lower 
overall portfolio volatility and are better correlated to the 
liability stream.

What’s changing is that low yields, rising inflation and fiscal 
stimulus will make fixed income a very challenging place to 
invest. Credit spreads are tight, mortgage bonds are subject to 
extension risk and even municipal bonds could be hit as tax 
reform looms. We could see negative returns across the 
spectrum in fixed income. 

So what should investors do? First, we still favor credit over 
duration due to the incremental yield. In high yield, we prefer 
higher-quality bonds, which look more attractive from a risk/
return standpoint. And we are maintaining allocations to 
Treasury Inflation Protected Securities (TIPS). Overall, we 
recommend diversifying across the fixed income spectrum and 
being more tactical to take advantage of market dislocations. 
We also continue to look at income proxies, such as REITS. 
While they are susceptible to higher interest rates, they also 
benefit from improving economic conditions.

In terms of wild cards, I could make a good case for gold to be 
either higher OR lower by 20%! Gold is the asset most sensitive 
to monetary policy. So any misstep could lead to a sharp uptick, 
while higher rates will render gold less attractive because it has 
no coupon. Gold does not have a lot of intrinsic value but it 
trades like a pure currency.
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The other major question marks are around volatility and 
currency. As measured by the Volatility Index (VIX), market 
volatility remains very subdued, but the SKEW index, a 
measure of tail risk, is extremely high. Currency volatility is 
also likely to remain high, as we see more differentiation in 
growth, policy and inflation in different parts of the world. 
Where you sit matters, as the currency impact on overall 
portfolio returns can be massive. So a lot of our conversations 
with clients will continue to be focused on understanding the 
interplay between global allocation decisions and the currency 
translation effects.

Stefan Gavell, EVP, State Street Head of 
Regulatory and Industry Affairs
Just as the laws of economic theory haven’t changed, the 
mechanics of government remain the same. The checks and 
balances in our government ensure that change is rarely as 
quick or as radical as advertised. As in previous handovers, the 
new administration issued a moratorium on new regulations for 
the executive agencies, effectively slowing new rule issuance 
and making joint-agency rules virtually impossible. Early 
casualties could include action on executive compensation in 
the financial services industry as well as the Department of 
Labor fiduciary rule.

New rulemakers will be key. Jay Clayton has been nominated 
to head the SEC and Chris Giancarlo as acting CFTC head. 
Other important personnel decisions to come include the 
Federal Reserve Vice Chair of Supervision and additional 
appointments to Treasury under Treasury Secretary nominee, 
Steven Mnuchin. 

What makes this transition different is that there has been no 
‘’government in waiting.’’ Trump’s inner circle and many of his 
cabinet picks have little DC experience. As a result, a new kind 
of Kremlinology has emerged among lobbyists trying to guess 
the new administration’s intentions. Little was said during the 
campaign about financial services, other than general concerns 
regarding the burden of Dodd-Frank and the need for relief for 
small banks, though Trump is expected to sharpen his message 
over the coming weeks, and Congress has draft legislation 
under development. 

For me, the big three wild cards are:

•	 What will the new administration’s actions be toward the 
financial services industry, especially larger banks?

•	 Could there be a trade war and a breakdown in international 
cooperation generally? The new administration’s “America 
First” policy may complicate cooperation within the 
international regulatory edifice that was constructed 
post-crisis, including the Financial Stability Board (FSB), 
Basel, International Organization of Securities Commissions 
(IOSCO) and other standard-setting bodies.

•	 The devil could be in the details of Trump’s tax reforms: areas 
that have benefited from tax subsidies, including retirement 
savings and municipal bonds could become reform targets. 
‘’Border tax adjustments’’ could complicate the life for global 
companies with international supply chains

1 State Street Global Markets using Pricestats inflation data. As of Jan 26, 2017.

Glossary

VIX The VIX, often referred to as the equity market’s “fear gauge,” is a measure of 
market risk based on expectations of 30-day volatility. It is constructed using the 
implied volatilities of a wide range of S&P 500 index options—both calls and puts. 
The VIX volatility measure is meant to be forward looking.   

SKEW A tail-risk focused market index derived from the price of S&P 500 tail risk. 
Similar to VIX®, the price of S&P 500 tail risk is calculated from the prices of out-of-
the-money options on the S&P 500. SKEW typically ranges from 100 to 150. A SKEW 
value of 100 means that the perceived distribution of S&P 500 log-returns is normal, 
and the probability of outlier returns is therefore negligible. 

Kremlinology The study and analysis of Soviet or Russian policies.

North American Free Trade Agreement (NAFTA) A free trade pact implemented 
January 1, 1994 in Mexico, Canada and the United States aimed at eliminating most 
tariffs on trade between these nations. The three countries phased out numerous 
tariffs — particularly those related to agriculture, textiles and automobiles —
between the agreement’s implementation and January 1, 2008. NAFTA’s purpose is 
to encourage economic activity between the United States, Mexico and Canada. 

Commodities Futures Trading Commission (CFTC) An independent agency of 
the US government created in 1974, that regulates futures and option markets. 

Financial Stability Board (FSB) An international body that monitors and makes 
recommendations about the global financial system. It was established after the 
2009 G20 London Summit in April 2009 as a successor to the Financial Stability 
Forum (FSF). The Board includes all G20 major economies, FSF members and the 
European Commission. 

Great Rotation Refers to the supposed phenomenon of investors pulling money out 
of bonds and putting them into equities. 
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Investing involves risk including the risk of loss of principal.

The information provided does not constitute investment advice and it should not be 
relied on as such. It should not be considered a solicitation to buy or an offer to sell a 
security. It does not take into account any investor’s particular investment objectives, 
strategies, tax status or investment horizon. You should consult your tax and financial 
advisor. All material has been obtained from sources believed to be reliable. There is 
no representation or warranty as to the accuracy of the information and State Street 
shall have no liability for decisions based on such information.

The whole or any part of this work may not be reproduced, copied or transmitted or 
any of its contents disclosed to third parties without SSGA’s express written consent.

The views expressed in this material are the views of Chris Probyn, Michael 
Metcalfe, Lori Heinel and Stefan Gavell through the period ended February 1, 2017 
and are subject to change based on market and other conditions. This document 
contains certain statements that may be deemed forward-looking statements. Please 
note that any such statements are not guarantees of any future performance and 
actual results or developments may differ materially from those projected.


