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GLOBAL OVERVIEW
As the calendar flips to 2017, the world economy faces 
ongoing structural and cyclical challenges that could 
perpetuate the anemic and fragile global environment. 
Global growth has slowed progressively since 2010.

Following a thoroughly lackluster 3.1% expansion in 2015, 
the world economy is hovering close to that level again in 
2016. Even with what looks likely to be a dose of fiscal 
stimulus in the US (and possibly elsewhere) it is unclear 
whether the world economy can avoid another sub-par 
performance in 2017. If not, that would make six 
consecutive years of below-average growth, an unusual 
event that has not happened since the early-to-mid 1990s. 

The recovery from the global financial crisis (GFC) is 
approaching eight years old, not an age when cyclical 
forces are likely to strengthen on their own. On the 
contrary, growth has slowed in the US, and virtually 
ground to a halt in Japan. The UK appears unlikely to 
escape entirely unscathed from the uncertainties 
surrounding Brexit. And while Europe has gained a little 
traction, it seems unable to break out to the upside with 
some of its major economies hampered by a lack of 
competitiveness and no mechanism to fix it. 

Meanwhile, in the emerging world, China continues to 
slow. Capital outflows are weakening exchange rates, 
increasing the burden of hard-currency debt. Terms of 
trade have deteriorated despite some recent uptick in 
commodity prices. 

Debt deleveraging and slower credit growth are 
restraining domestic demand. And, financial conditions 
are tightening as the Fed gradually normalizes 
interest rates.

In order to break through these many constraints on 
growth, we’ll need some policy support. But while the 
recent US election strongly suggests a change in policies 
is afoot, it remains highly uncertain for now what those 
changes will be. 

On the one hand, things such as fiscal stimulus —
particularly in the shape of high-multiplier 
infrastructure spending — could boost US economic 
growth, at least temporarily. On the other hand, any 
meaningful shift toward protectionism in the trade 
arena or an overly aggressive immigration stance would 
have long-lasting detrimental effects, triggering a bad 
combination of lower growth and higher inflation that 
leaves everyone worse off. 

In short, while some fiscal stimulus won’t hurt and would 
indeed be quite welcome, what the world’s economies truly 
need is a refocus on the type of structural reforms that can 
boost long-term productivity and reignite self-sustaining 
higher growth. 
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World Trade – 
Globalization Under Fire
In the decade before the GFC — which broadly 
corresponds to the blip in productivity growth — world 
trade grew at an average 6.7% a year as value chains 
linking suppliers in many countries formed. This 
effectively forced firms to become super-efficient because 
they faced global, not just domestic, competition. 

Since the GFC, world trade has grown at just 3.0% a 
year, suggesting that fewer such chains are forming. 
This makes the recent opposition to openness that 
now threatens a number of major trade agreements 
particularly serious. While freer trade is clearly not good 
for everyone, it has lifted hundreds of millions out of 
poverty in the developing economies, and benefits 
consumers in the advanced ones. 

The balance to be achieved is one that acknowledges the 
demands of electorates for policies that protect those 
who lose out, while recognizing that the world economy 
will not reach its full potential without realizing the 
benefits of competitive advantages.

Slow Growth
Given the sluggishness of economic growth, the general 
tightening of labor markets — in some cases quite 
substantially — may seem counter-intuitive. However, 
this reflects an alarming slowdown in the growth of 
potential output (or aggregate supply) that results 
partially from deteriorating demographics — the 
retirement of early baby boomers is reducing labor force 
growth. However, the slowdown also reflects much 
weaker productivity gains. For example, productivity in 
the US has grown at an average annual rate of just 0.5% 
since 2011, compared with 2.1% in the post-war period. 

Productivity
There are a number of hypotheses ranging from simple 
mismeasurement to a dire “progress is over” to 
rationalize slowing productivity growth. The former 
reflects the difficulty of measuring productivity in an 
increasingly service-oriented economy. The latter — 
proposed by economist Robert Gordon — argues that 
productivity gains reflect innovation, and today’s 
innovations have much shorter-lived effects than those 
of the past. For example, the internet, computers, and 
mobile phones boosted productivity growth for just 
eight years (1996–2004), while electricity and the 
internal combustion engine together with spin-offs such 
as airplanes boosted productivity growth for 80 years 
(1890–1972). 

OECD Labor Productivity

Source: OECD, as of 31 December 2015
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Running on Empty
This confluence of negative forces is occurring against a 
backdrop of limited monetary policy ammunition. The 
world’s major central banks have been almost solely 
responsible for fostering growth during the recovery 
and now have little capability to do more. 

Moreover, until very recently, governments have been 
generally reluctant to employ fiscal policy, at least in a 
transformative way. However, fiscal policy has turned 
expansionary in Canada and Japan, targeted fiscal 
measures are being employed in China, and plans to 
balance the budget by 2020 have been abandoned 
in the UK. 

The Trump victory has raised hopes of more meaningful 
stimulus in the US, while pressure to increase fiscal 
spending in Europe may arise from efforts to counter 
populist political movements.
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US – Fed to Make Move 
Yet again, the US economy started the year slowly, with 
GDP rising just 0.8% (annualized) in the first quarter 
of 2016, as a slowdown in consumer spending, drag 
from inventories, and outright decline in business 
investment offset improvements in government 
purchases and housing. 

But unlike previous years, there was no major second-
quarter rebound, as GDP rose an uninspiring 1.4%. 
Third-quarter growth then surprised slightly to the 
upside at 3.2%, with inventories turning positive after 
five consecutive negative contributions. 

Even though consumer spending, government 
purchases, and residential construction should continue 
to advance, the current global environment augurs 
poorly for exports and the orders data provide little 
encouragement on business investment. 

Notwithstanding the better-than-expected third-
quarter GDP print, the slow start means that GDP 
growth may come in at about 1.5% for 2016. That is 
about one percentage point lower than the last two years 
and even with growth accelerating modestly in 2017, it 
barely exceeds 2.0%. 

The Federal Reserve eased aggressively in response to the 
GFC and has maintained an extremely easy policy since. 
But as the labor market continued to tighten, it ended the 
asset purchase program, began assessing the level of 
policy rates on a meeting-to-meeting basis, and 
ultimately hiked the federal funds range by 25 basis 
points to 25–50 basis points in December 2015. 

The Fed appears eager to maintain the thread of the 
tightening cycle, but it has been frustrated by a 
combination of weak data, financial market volatility, 
and uncertainty about conditions overseas. 

However, we believe conditions will allow the Fed to 
increase rates by another 25 basis points in December 
2016, and make two more such 25 basis points moves in 
2017. This would leave the funds target at 1–1.25% by 
the end of 2017, which is also in line with the Fed’s 
latest thinking.

Tight labor market stirs wage inflation
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Trade
Donald J Trump’s election as the 
45th President of the United States 
implies radically different economic 
policies, most notably on trade and 
the budget. While both presidential 
candidates opposed the Trans-
Pacific Partnership (TPP), Trump 
also suggested he would seek to 
renegotiate or withdraw from 
NAFTA (North American Free 
Trade Agreement) and direct his 
Treasury Secretary to declare 
China a currency manipulator, a 
move that could ultimately lead to 
tariffs on Chinese imports. 

However, while TPP and TTIP (the 
Trans-Atlantic Trade and 
Investment Partnership) are likely 
moribund, Trump will probably 
tread carefully on trade because 
scrapping NAFTA and/or imposing 
tariffs would lead to higher prices 
for a whole range of consumer goods, 
and possibly even spark retaliatory 
measures that could threaten 
American jobs.

Trillions
During the legislative process, 
proponents are likely to argue that 
the boost to the economy will be 
sufficiently large that the tax cuts 
pay for themselves. This was the 
argument used by President Reagan 
in the early 1980s. It did not work 
then — the deficit blew out and 
Reagan was forced to reverse course 
in 1986   — and it won’t work now. 
Indeed, the Committee for a 
Responsible Federal Budget 
estimates that Trump’s programs 
will add $5.3 trillion to the national 
debt over the next decade. 

Tax
Trump’s tax and expenditure 
proposals imply a substantial fiscal 
expansion. While both candidates 
proposed additional spending on 
infrastructure, Hillary Clinton also 
called for higher taxes, especially on 
the top one percent of household 
incomes. Trump would lower the 
top rate of personal income tax 
from 39.6% to 33.0%, cut the 
statutory corporate tax rate from 
35% to 15%, and allow corporations 
to write off (depreciate) the cost of 
capital expenditures immediately 
rather than over an extended period 
of time.

Because Trump’s policies 
correspond closely to those of House 
Speaker Paul Ryan, and the 
Republicans control both the House 
and the Senate, there would appear 
to be every opportunity to reduce 
personal and corporate tax rates 
(although immediate, full 
depreciation may prove a little too 
radical). This would provide a 
near-term boost to consumption and 
investment, but would do so when 
the economy is close to full 
employment. This raises the specter 
of inflation and the need for the Fed 
to raise interest rates more quickly 
than previously anticipated.

TRUMPONOMICS
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Europe – More of the Same
After crashing during the Global Financial Crisis (GFC) 
and double-dipping in 2012, the eurozone economy has 
been in expansion mode since the second quarter of 
2013. A combination of monetary stimulus, a lower 
exchange rate, and lower oil prices allowed the recovery 
to gain a little traction in 2015, when Gross Domestic 
Product (GDP) rose 1.9%. 

However, economic growth has stubbornly refused to 
accelerate further. Moreover, we do not expect it to. 
We anticipate a slight deceleration to 1.5% in 2016 and 
1.2% in 2017, partly reflecting some modest fallout from 
the UK’s decision to leave the European Union. 

With Germany highly competitive, France less so, and 
Italy even less so, it is not surprising that cyclical 
conditions vary widely among the Big Three. The 
recovery has been solid (albeit unspectacular) in 
Germany, lackluster in France, and non-existent in 
Italy. In terms of industrial production, which better 
reflects the chronic problems posed by relative 
competitiveness because much of GDP is non-tradable, 
the differential is even starker. 

Since an abortive attempt to raise policy interest rates 
in mid-2011, the European Central Bank (ECB) has 
eased progressively, with the deposit rate steadily 
reduced to -40 basis points in March 2016. 

Moreover, it introduced a genuine quantitative easing 
(QE) program that it subsequently extended. Then, in 
March 2016, it announced a range of new measures. 
These latest efforts include raising the quantity of asset 
purchases to €80 billion a month, adding corporate 
bonds to the assets eligible for purchase, and 
announcing four new 4-year targeted long-term 
refinancing operations (T-LTROs). 

Further adjustments are possible, but will likely be 
limited to the asset-purchase program as ECB President 
Mario Draghi appears to have ruled out any further 
interest rate cuts. 
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Source: IMF, Oxford Economics, SSGA Economics Team

UK – Flirting with a Hard Brexit
In the UK, growth is expected to slow as the decision to 
leave the EU delays construction projects, capital 
spending plans, and hiring decisions. However, we do not 
expect the economy to fall into recession, with GDP 
forecast to rise 1.8% in 2016 and 0.8% in 2017. This 
compares to pre-Brexit projections of around 2.0%. 

The Bank of England responded to the referendum result 
by cutting the Bank Rate 25 basis points to 25 basis points 
in August, as well as resuming asset purchases. A further 
cut to around 5–10 basis points is certainly possible if 
conditions warrant, but the economic resilience seen thus 
far suggests the Old Lady will keep the second move in her 
back pocket for now.

The long-run implications of Brexit are hard to gauge 
because they depend critically on the nature of the new 
relationship between the UK and EU, and formal 
negotiations on that are not set to begin until the first or 
second quarter of 2017. 

The UK would like to retain access to the single market, 
while scrapping the supremacy of EU law, free 
movement of people, and contributions to the 
EU budget. Needless to say, that is unlikely. Moreover, 
joining the European Economic Area (the Norway 
option) does not appear to work well for Britain. And 
negotiating a series of bilateral trade deals (the Swiss 
option) will take much longer than the two-year window 
granted by Article 50, especially given the UK’s lack of 
trade negotiators. 

Rhetoric from Prime Minister Theresa May seems to 
suggest that a hard Brexit (reverting to World Trade 
Organization status) is more likely than a soft one.

ECB actions have contributed to better 
credit creation
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Japan has suffered one recession since the inception of 
the policy known as Abenomics in 2013. It is currently 
flirting with a second; the economy is at a virtual 
standstill. The so-called three arrows of Abenomics — 
monetary stimulus, fiscal stimulus, and structural 
reform — have had little discernible effect on growth or 
inflation since their introduction. 

In an attempt to restart growth, Prime Minister Shinzo 
Abe announced a fiscal package in early August, which 
contained about ¥7.5 trillion of fresh-water spending 
(spending that directly stimulates the economy). The 
government projects a 1.3% boost to GDP over the near 
term, but we expect a more modest effect that leaves 
growth at just 0.5% in 2016 and 
0.9% in 2017. 

Firing the second arrow of fiscal stimulus is appropriate; 
providing a further nudge to aggregate demand that 
tightens the labor market and potentially generates 
some much-needed wage inflation seems worth trying. 

But, firing the third arrow of structural reform must 
also be a priority. That has the potential to generate 
efficiencies in large sectors of the economy, thereby 
boosting productivity and the trend rate of economic 
growth. Unfortunately, such reforms generally inflict 
short-term pain for long-term gain, making them the 
most difficult for politicians to make. 

Japan – Still Shooting Arrows
The Bank of Japan (BoJ) continues to fire the first arrow 
of Abenomics. In early 2016, it introduced Quantitative 
and Qualitative Easing (QQE) with a Negative Interest 
Rate. This involved a tweaking of previous asset 
purchase programs in which the outstanding balance of 
each financial institution’s current account (reserves) 
would be divided into three tranches, one of which 
would be subject to an interest rate of -0.1%. 

Unfortunately, even this had little positive effect, 
prompting the BoJ to conduct a comprehensive 
assessment of its policy actions, and ultimately adopt a 
new policy framework — yield curve control. 

Specifically, it added a new target of zero percent on 
10-year government securities. This partially reflected a 
desire to prevent an excessive flattening (inversion) of 
the yield curve that compromised bank, insurance 
company, and pension fund earnings, and partially the 
growing impracticality of ever increasing the size of 
asset purchases. 

While the BoJ has not ruled out further changes to 
short-term rates and asset purchases, it seems that the 
primary focus will now be yield curve control.

¥7.5 TRILLION
Additional Spending

0.5% 0.9%

in 2016
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While some fiscal stimulus won’t hurt and 
would indeed be quite welcome, what the 

world’s economies truly need is a refocus on 
the type of structural reforms that can boost 

long-term productivity and reignite 
self-sustaining higher growth. 
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Will They Ever Re-emerge?
That the global economy has failed to return to its 
pre-crisis pace of growth is well known. This 
deceleration has been remarkably broad-based, and 
Emerging Markets (EM) have lost much of their shine in 
the process. They had shone particularly brightly 
through the 2000s — a period that could easily be 
dubbed the Emerging Markets decade. 

The EM growth premium (the positive growth 
differential relative to advanced economies) widened 
steadily to an all-time high of 5.8% in 2007-8. But by 
2010, as the advanced economies enjoyed a post-crisis 
rebound, this performance gap narrowed to 3.6%. By the 
end of 2015, it stood at a mere 1.5%, the lowest since the 
Asian financial crisis of 1997. Put differently, the world 
has slowed, but the slowdown has been particularly 
obvious in EM . 

Generalizations can be misleading, however. 
The performance range across the EM universe is 
extraordinary, not only far greater than anything 
observed among advanced economies but also greater 
than had been the case before the global financial crisis. 
For instance, violent conflicts in the Middle East mean 
Libya’s GDP is now less than a third of what it was in 
2010; Syria’s is less than half. These are not large 
economies, but the magnitude of the downturn is 
staggering. Among the bigger Emerging Markets, 
plunging commodity prices left Russia and Brazil in 
the midst of their worst slumps in decades. 

Every commodity-exporting country is feeling the pain: 
there will be virtually no growth in South Africa, 
Nigeria, or Mongolia in 2016. And while this sounds 
weak, it doesn’t sound entirely disastrous until placed in 
the context of Nigeria’s 8.9% average annual growth 
during the 2000s or Mongolia’s 11.1% growth during 
2010-14.

Implications of the Trump 
Presidency for EM
President-elect Trump’s campaign promises indicate 
a more protectionist stance on trade and large-scale 
profit repatriation that would tend to be negative for 
EM assets because of implied dollar strength and 
lower export growth. 

On the other hand, the presumed widening of the 
US budget deficit should tend to weaken the dollar; 
additionally, political realities may serve to keep 
protectionist tendencies in check. 

Notwithstanding a sharp post-election escalation 
in inflation expectations, the Fed could choose to 
tolerate an inflation overshoot for some time, so it is 
unclear whether monetary policy will tighten more than 
previously forecast, at least through 2017. This should 
cap dollar appreciation and perhaps soften the 
detrimental impact on EMs. 

The Trump victory means heightened uncertainty and 
intensifying headwinds for EMs, which is why the quality 
of the domestic policy response (read structural reforms) 
becomes even more critical; differentiation within the 
EM universe remains key to investment success.

DEVELOPING 
ECONOMIES’ GDP 
TO IMPROVE IN 2017
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India 
Despite some unexplained inconsistencies in its new 
national accounts data, India’s economy is undeniably 
powering ahead, with growth projected at 7.4% in both 
2016 and 2017. India has been a big beneficiary of low oil 
prices. This has facilitated a moderation in structurally 
high inflation and allowed repeated interest rate cuts by 
the central bank, thus supporting private consumption. 

The problem for both China and India, however, is the 
sustainability of their growth, and growth models. 
India’s recent outperformance has been heavily 
consumption-driven, with manufacturing and 
investment far weaker than one would expect in an 
economy growing at such a pace. 

Having accelerated sharply in the mid-2000s, the share 
of fixed investment in India’s GDP peaked in 2008 and 
has since declined by roughly five percentage points. 
Exports have followed a similar pattern, suggesting 
little (if any) improvement in the country’s international 
competitiveness. 

By contrast, private consumption now accounts for a 
larger proportion of India’s GDP than at any time since 
the early 2000s. A large, fast-growing population and 
extremely low levels of household indebtedness, alongside 
a steady broadening of financial services provision, 
suggest there may well be more room for consumption-
driven growth. But this is unlikely to be the sort of 
transformative expansion that would propel India into a 
global manufacturing powerhouse. 

The good news is that India’s government is trying to 
push through the sort of structural reforms that could 
also lift productivity and encourage a positive supply 
response. While we are skeptical of the most optimistic 
estimates of the positive growth implications of the 
goods and service tax (GST) expected in 2017, a more 
streamlined taxation system would speak to improved 
operational efficiencies, less red tape and general ease 
of doing business. 

Ongoing efforts to bring the sizable cash economy 
“into the open”—including through the recent 
demonetization of certain high-value bank notes—should 
also broaden the tax base and help alleviate perennial 
fiscal deficits. While none of these measures is a game-
changer in and of itself, the accumulated benefits of such 
reforms could be sizable over time.

China
Chinese policymakers appear to have successfully 
maintained the economy on a soft-landing path. It 
seems likely that the lower end of the growth target for 
2016 of 6.5% will be achieved, if not exceeded. 

China has the opposite challenge. In a sense, one could 
say the country is now a victim of its earlier success. 
Aggressive productive capacity expansion throughout 
the 1990s and the 2000s turned China into the world’s 
largest exporter; its share of world merchandise exports 
increased from 3% to 10% during the 2000s and 
escalated further to about 13% by 2015. No other 
country even comes close; the US is second with 9.2% 
(and modestly rising), while Japan’s share is less than 
4.0% (and modestly falling). 

However, China is now running into an unusual (if not 
unexpected) problem. The growth in China’s potential 
output has outpaced global demand for Chinese goods. 
Nor does this look likely to change any time soon, 
meaning China is facing a double-break on growth, both 
from exports and from associated investment. And yet, if 
any country stands a chance to engineer a transition from 
export-led to consumption-driven growth, it’s China, 
given its large domestic market. 

Ultimate economic success will depend on the quality 
of policies put in place. In at least one respect—trade 
policy—it is worth noting China’s apparent continued 
commitment to regional trade integration at a time 
when other countries may be moving in a more 
protectionist direction. It will likely prove the wiser 
decision in the long run. 



Closing the BRIC Gap
There are pockets of good news elsewhere. Taken 
together, ASEAN (the Association of Southeast Asian 
Nations) has over 600 million people whose GDP has 
grown by an average of 4.9% a year since 2012. 

In fact, in this time the region has essentially closed 
the negative performance gap with the BRICs, the 
first time this has happened since the Asia Crisis 
decimated the economies of Indonesia and Thailand.

TOO IMPORTANT 
TO IGNORE
What does this all mean for the EM outlook? One thing 
is certain; performance will continue to vary greatly 
from country to country. This means that investors 
should take a differentiated approach to enhance 
potential outcomes. 

Secondly, EMs as a whole are still likely to grow faster 
than their advanced economy counterparts. Out of every 
dollar of additional GDP created in the world economy 
between now and 2020, about 58 cents will originate in 
EM. Despite risks, it is not a part of the investment 
universe that can be ignored. 

Finally, one cannot overemphasize the importance of 
good economic policies and stable politics. Many of the 
common favorable trends of the past two decades — 
namely, rapid labor force growth and globalization — are 
at the very least stalling and sometimes going into reverse. 

With little low-hanging fruit left to harvest, the onus of 
reinvigorating growth rests squarely on structural 
reforms, steps taken to enhance human capital, to 
solidify the rule of law, and to spur innovation. It’s a 
message all countries would do well to heed. 600 MILLION PEOPLE

GDP has grown by an average  
of 4.9% a year since 2012 

Association of Southeast Asian Nations

Source: SSGA Economics Team
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