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Won’t back down

The world lost another rock ‘n’ roll legend in early October with the passing of Tom 

Petty, whose incredibly successful career spanned multiple decades and dozens 

of hits. The fi rst single from Petty’s 1989 solo release, Full Moon Fever, was “I Won’t 

Back Down,” which reached the top of Billboard’s U.S. mainstream rock chart. With 

defi ant lyrics about standing one’s ground, it’s become an anthem for anyone 

staying strong in the face of adversity. 

Markets apparently found inspiration in Petty’s classic hit this year. When they’ve 

encountered seemingly rocky roads, usually in the form of geopolitical issues or 

political turmoil, they haven’t backed down. Instead, they’ve continued to reach new 

all-time highs. In fact, we’re on pace for one of the least volatile years on record. 

Politics, geopolitical events, and stretched valuations — thanks to those new all-

time market highs — are at the top of the list of investor concerns as we move 

toward the new year. We’ll address these issues and provide insights into markets 

and the global economy in the pages ahead.



Perspectives in a fl ash.
Interested in what’s happening but prefer not to get into the nitty-gritty details? 
Here’s what you need to know about the most recent quarter and where the 
markets and economy stand now.

pg 3 Market 
perspectives.

“Wall of worry” no match for equities: Despite international geopolitical 

events and natural disasters in the United States, global equity markets 

continued to push all-time highs, and the U.S. markets did so with historically 

low volatility.

December Fed hike looks likely: Following the Federal Open Market 

Committee’s September meeting, odds of a December rate hike increased 

signifi cantly. Notably, however, the terminal rate — or the rate where the 

committee feels it won’t consider further hikes in the short term — is likely to 

end up lower than expected.

pg 5 Economic 
perspectives.

Recession indicators far from fl ashing red: Although the length of the 

current economic expansion has some investors concerned that a recession is 

around the corner, key indicators signal that this “low and slow” growth is likely 

to continue.

pg 8 Political 
perspectives.

Talking taxes: The focus on Capitol Hill is squarely on tax reform, as leaders 

on both sides of the aisle try to create a unifi ed tax framework. The challenge 

is fi nding places to make up for tax revenue that will be lost due to across-the-

board cuts. 

 

pg 9 Putting it all 
together.

2018 outlook: Global economic growth and corporate earnings are stronger 

and more synchronized than they have been in a decade — and we believe 

that, given key economic indicators, this expansion should continue. Markets 

can always be disrupted in the short term by events such as geopolitical 

tension or natural disasters. But ultimately, growth in the economy and profi ts 

are what drive markets in the long term.
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Market perspectives.
“Wall of worry” no match for equities

The phrase “climbing the wall of worry” is often used to 

describe the resiliency of markets in the face of negative 

events. To be sure, the third quarter wasn’t without its 

share of potential pitfalls for investors. Tensions between 

North Korea and the rest of the world continued to heat 

up, the United States dealt with a string of devastating 

natural disasters, and the debate over healthcare 

reform lumbered on. Despite those events, global equity 

markets continued to push to all-time highs, and U.S. 

markets did so with historically low volatility. 

Broad asset-class performance
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In the United States, the large-cap Standard & Poor’s 500 

index, the Russell Mid Cap, and the small-cap Russell 

2000 reached their highest levels ever.1 For U.S. large 

caps, the biggest names in the tech world — Apple, 

Facebook, Microsoft, and Google — continue to be top 

contributors to index performance. Healthcare stocks are 

the top-contributing sector of the Russell 2000 this year. 

In particular, biotech companies (accounting for roughly 

40% of the sector) are leading the way. 

U.S. equity markets continue to enjoy an environment 

that should sustain further growth in the near term:

 ■ Economic growth remains steady, not spectacular. 

 ■ The labor market remains strong. 

 ■ Interest rates continue to be range-bound, 

meaning they’re varying only slightly from day 

to day.

 ■ Infl ation levels are low. 

We’re in the middle of corporate earnings season, and 

another quarter of EPS (earnings per share) growth 

seems likely. We may not reach the double-digit growth 

seen the last two quarters, but it’s likely the positive 

stretch could continue. Bottom-up earnings estimates for 

the 2018 calendar year are looking strong as well. 

Globally, the MSCI All Country World Index reached new 

heights in the third quarter. Earnings growth for foreign 

companies is projected to outpace U.S. domestic fi rms 

over the next 12 months. Developed- and emerging-

market equities continue to outpace domestic U.S. 

stocks on the year. In fact, we follow 45 ETFs that track 

stocks from individual countries, and each has had 

positive year-to-date returns through Oct. 11. Only three 

had returns under 10%: Israel, Russia, and Saudi Arabia.2 

December Fed hike looks likely

Since the FOMC (Federal Open Market Committee) 

kicked off  the rate-hike cycle in December 2015, they 

have largely signaled each move. As such, the market-

implied odds of rate hikes have been a solid predictor of 

upcoming changes to the federal funds rate. 



The odds of another hike at the September meeting 

were near zero and, as expected, the FOMC remained 

on the sidelines. The committee did make it clear that a 

December move remained in play, and markets quickly 

repriced the odds for a year-end rate hike. 

Before September’s FOMC meeting, odds of a 

December hike were around 50%, according to the 

Chicago Mercantile Exchange’s FedWatch tool. They 

jumped to 75% in the days immediately following the 

meeting and were nearly 87% as of mid-October.3 

One of the key indications from the September 

meeting was the belief that as things currently stand, 

the terminal rate — or the rate where the committee 

feels it won’t consider further hikes in the short term — 

is likely to end up lower than previously expected. 

That should be good news for the economy as the 

expansion moves forward. 

Roberto Perli, head of global policy research at 

Cornerstone Macro, summed up the issue as follows: 

“A lower prospective terminal rate means that the Fed 

is less likely to over-tighten and harm the economy — 

clearly a good thing for broad equity indexes.” 

Internally, the committee is seeing debate around 

infl ation levels, with the 2% target being half of 

their dual mandate. Looking at the core personal 

consumption expenditures price index, the last time 

infl ation hit 2% was April 2012. And that index has done 

so in only four months going back to September 2008. 

Some committee members feel that the more-recent 

low infl ation numbers are temporary and will correct 

soon. Others want to see the data move closer to their 

2% goal before adding hikes. 

With infl ation at these low levels, the Fed has little 

incentive to raise rates above their neutral rate, given 

there is no “overheating” infl ation to control. If the 

neutral rate is around 2%, that would mean the FOMC 

would raise rates only two or three more times before 

nearing its terminal rate. At the September meeting, the 

median projected rate for the end of 2018 was 2.125%.

There is one new wrinkle when it comes to the FOMC 

and U.S. monetary policy: reducing the Fed’s massive 

balance sheet. For the week ending Oct. 4, it held 

$4.4 trillion in assets, $4.24 trillion of which were 

securities held outright.4 In September, the FOMC 

announced that beginning in October, it would allow up 

to $50 billion per month in maturing securities to roll off  

its balance sheet. That $50 billion level is the end goal, 

as the monthly balance will actually start much lower. 

Market reaction to this announcement was muted. 

This is because the Fed’s plan will proceed slowly and 

because other central banks are still buying bonds and 

other assets. Policy analysts at Evercore ISI estimate 

the global central bank balance sheet will continue to 

expand for at least another year. 
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“ The terminal rate — 
or the rate where the 
committee feels it won’t 
consider further hikes in 
the short term — is likely 
to end up lower than 
previously expected.”
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Recession indicators far from 
fl ashing red

We’re quickly approaching a decade since the last 

business cycle peaked (fourth quarter of 2007), and many 

seem leery that time is running out on this latest period of 

economic growth. Despite the current expansion feeling 

“long in the tooth,” the chart below illustrates the subdued 

overall economic growth during over the last 39 quarters. 

We’re tracking cumulative real GDP (gross domestic 

product) growth from the peak of the previous cycle. 

How strong has this economic expansion been?
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While the duration of this expansion is getting up there, 

the overall magnitude of economic growth pales in 

comparison to past cycles. The 1981 and 1990 cycles, 

which ended after 35 to 40 quarters, saw a much 

steeper growth trajectory. That’s diff erent from the slow 

and steady expansion we’re currently experiencing. It’s 

tough to fi nd signs of overheating that could spur a 

recession in the near future. 

There’s a glut of economic data available covering dozens 

of areas within the broad economy. But we like to look 

at several indicators and take a “weight of the evidence” 

approach to judging the overall health of the economy. 

First and foremost are the handful of “recession 

indicators” that have shown up before previous 

economic downturns. An inverted yield curve — 

meaning short-term rates have risen to levels greater 

than long-term — is an often-cited recession indicator. 

Although the yield curve has fl attened this year, it 

remains far from inverting. 

Additionally, an inverted yield curve has typically 

preceded a recession by several quarters. In 2000, 

the yield diff erence between the two- and 10-year 

U.S. Treasury notes turned negative in February — 13 

months before the business cycle peaked in March 

2001. Likewise, the yield curve fi rst inverted in December 

2005, and the economy realized two full years of further 

expansion before its December 2007 cyclical peak.5 

Purchasing managers’ indices (PMIs) for both the 

manufacturing and services sectors remain solidly 

in expansion territory. The Institute for Supply 

Management’s manufacturing PMI expanded for the 

100th consecutive month in September.6 Similarly, the 

services PMI rose to its highest level since August 2005. 

This was largely because overall business activity and 

new orders saw strong improvement. 

New residential construction (known as housing starts) 

has typically seen a sustained decline leading into 

economic recessions. While they have leveled off  this 

year, total starts for new privately owned housing units 

came in at 1.180 million in August (up +1.4% from a 

year earlier) — yet another indicator that the economy 

remains strong. 

Economic perspectives.
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Unemployment

Inflation

“Misery Index”

5.59

The health of the labor market and infl ation trends are 

two additional recession indicators. The “Misery Index” 

combines both of those data points into one snapshot. 

Economist Arthur Okun developed the index under the 

premise that high unemployment and high infl ation are 

symptoms of a deteriorating economy. 

Using the headline unemployment rate and core 

personal consumption expenditures (the FOMC’s 

preferred measure of infl ation), the index currently sits 

near all-time lows and levels not seen since the early 

2000s.7 We’ll look to see whether the October jobs 

report shows a bounce back following September’s 

decline. We’ll also look at how substantially the 

September report is revised given the impact recent 

hurricanes had on employment. 

Global expansion continues 

The August issue of Perspectives focused on the 

“synchronized global expansion” happening across 

dozens of major economies. That scenario seems poised 

to continue for the near future. For the fi rst time in more 

than a decade, the world’s major economies are growing 

together. That’s been a relatively rare occurrence over 

the last 50 years. 

A September report from Charles Schwab notes that 

this sort of fully synchronized expansion has only 

happened three previous times: in the mid-2000s, the 

late 1980s, and in the early 1970s before the oil crisis.8 

Furthermore, 33 of the 45 OECD (Organization for 

Economic Cooperation and Development) countries 

are seeing accelerating economic growth, the 

highest number since 2010. The number of countries 

experiencing accelerating growth is projected to decline 

slightly in 2018, but no countries are projected to see 

economic contraction. 

“Misery Index”
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Global manufacturing PMI expansion
9/1/2017, 

53.2

The global manufacturing PMI bottomed out in early 

2016, when it briefly flirted with the 50.0 level that 

differentiates expansion from contraction. Since 

then, it’s climbed steadily and hit a new cycle high in 

September. The global composite PMI, which combines 

the manufacturing and services sectors, maintained a 

two-and-a-half year high in September. 

Commenting on the latest data, J.P. Morgan Director of 

Global Economic Coordination David Hensley stated: 

“The global PMI suggests that underlying global growth 

is strong and steady, with recent performance the best 

in three years. This is providing a real spur to the labor 

market with job creation in recent months being among 

the best seen over the past decade. As output growth 

remains broad-based by sector, new order inflows solid, 

and backlogs of work rising, the world economy looks 

primed to continue this solid upturn during the final 

quarter of the year.” 

Looking forward, global policy rates have been 

shown to have an impact on manufacturing PMIs 

and overall economic expansion. As of September, 

the overall global policy rate situation remained 

very accommodative. 

Data from Pension Partners shows that four central 

banks currently maintain negative policy rates: 

Switzerland, Sweden, the European Central Bank, 

and the Bank of Japan. Of the 23 central banks they 

commented on, those of only four countries — the 

United States, Canada, Mexico, and Turkey — raised 

rates for their last policy move. With most of the world’s 

central banks continuing their accommodative stance, 

monetary policy should remain a tailwind for the 

global economy.9 

Global manufacturing PMI expansion
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Political perspectives.
Talking taxes 

The Big Six* spent months listening to stakeholders on 

both sides of the aisle to create a unified tax framework. 

It led to what was viewed as a disciplined and effective 

rollout. The details released were sufficient enough 

to get the conservative House Freedom Caucus and 

the Republican Study Committee to agree to the FY18 

budget. Both groups were initially wary of a budget vote 

before seeing the tax framework. 

Key goals of the tax-reform framework include:

 ■ Lowering the corporate tax rate to 20%.

 ■ Taxing “pass-through entities,” which are 

companies set up to avoid corporate taxation and 

“pass through” taxes to the individual owners at 

25%. In addition, “guardrails” would be set up for 

pass-through entities.

 ■ Moving from seven to four individual tax brackets: 

12%, 25%, 35%, and 39.6%.

 ■ Doubling the standard deduction, which reduces 

the amount of income you’re taxed on.

 ■ Retaining deductions for charitable contributions, 

mortgage interest, work, education, and 

retirement.

 ■ Ending the individual and corporate alternative 

minimum tax (AMT). The AMT is a secondary tax 

that prevents wealthy individuals and corporations 

from reducing their tax bill by writing off certain 

items. 

 ■ Ending the death tax and transfer tax, which 

apply when you pass away and when you receive 

an inheritance. 

 ■ Ending most itemized deductions.

 ■ Changing to a territorial system, which means 

you’d only pay taxes on money earned from within 

the United States. 

Looking ahead, the main difficulty is deciding which 

deductions to eliminate to make up for overall reduced 

income tax revenue. Most of the attention is focused on 

state, local, and property tax deductions. Residents of 

high-tax states like California, New York, Maryland, and 

New Jersey would pay higher taxes if certain deductions 

are eliminated. 

In the end, it’s ultimately a balance. If income and 

corporate taxes are cut, tax breaks in other areas must 

be eliminated — otherwise, the government deficit will 

only grow greater. 

To add to the complexity, this tax policy negotiation is 

happening while Congress and the White House are 

addressing other legislation. They only have one month 

until the continued resolution (CR) for government 

funding runs out on Dec. 8. If the CR isn’t passed by 

then we could face a government shutdown. 

Also, other very important issues call for congressional 

and White House attention: the National Flood 

Insurance Program, the Children’s Health Insurance 

Program (CHIP), small Medicare extensions, other tax 

extenders, and Deferred Action for Childhood Arrivals 

(DACA), to name a few. 

But front and center will be the dead sprint to complete 

and sign tax reform by year-end.

* Speaker Paul Ryan (R-Wisc.), Senate Majority Leader Mitch McConnell (R-Ky.), Senate Finance Chair Orrin Hatch (R-Ut.), House Ways and 

Means Chair Kevin Brady (R-Tex.), Treasury Secretary Steve Mnuchin, and Director of the National Economic Council Gary Cohn
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Putting it all together.
2018 outlook

A continued string of new equity-market all-time highs, 

sustained positive performance across most major 

asset classes, and the length of the current economic 

expansion have sparked some investor concern about 

the party coming to an end soon. As we head toward 

2018, we’d like to discuss some of the most common 

concerns we’re hearing: 

 ■ Valuations of most major asset classes are 

extended and above historical averages.

 ■ The duration and magnitude of this bull market 

cycle are among the longest and furthest 

on record.

 ■ Political uncertainty persists, and geopolitical event 

risks are increasing.

We acknowledge it would be tough to argue market 

valuations aren’t rich when looking at absolute levels. 

On the equity side, eight of nine valuation metrics 

tracked by Goldman Sachs for the large-cap S&P 

500 are above their long-term average. In addition, 

government and corporate bonds are also pricey 

relative to their historical averages. But valuations 

alone don’t give the full picture and aren’t a sure sign 

of an impending downturn. We also need to look at 

the underlying foundation and environment for those 

valuations. Do current levels of inflation, interest rates, 

earnings growth, and economic expansion justify higher 

equity valuations? For the current market environment, 

we think they do. 

While the duration and scale of the current bull-market 

cycle puts it near the top of the historical list, bull 

markets don’t typically die of old age. J.P. Morgan Asset 

Management looked at the environments surrounding 

historical bear markets and found several common 

links. Each of the 10 major bear markets dating back 

to 1929 coincided with a combination of an economic 

recession, spike in commodity prices, overly aggressive 

Fed actions, or extreme valuations — conditions that 

don’t exist in today’s environment.10 

Political uncertainty and a potential geopolitical flare-up 

are the biggest wild cards when it comes to possible 

causes of a market correction. Going back to the 1920s, 

geopolitical events have caused increases in stock 

market volatility nearly 50% of the time.11 This year 

alone, we’ve had Syrian air strikes and North Korean 

missile threats temporarily disrupt the ultra-low market 

volatility. We tracked these shocks to the system back 

to the mid-1900s to see how U.S. equities responded to 

outside events. And markets have weathered a variety 

of unanticipated geopolitical shocks over the past 

70 years. 

Despite understandable concerns and reasons to be 

cautious, we remain positive on the economy and the 

markets for at least the next 12–18 months. Currently, 

we don’t see any significant economic reason for a 

downturn. So the risk of recession remains low. The 

global environment continues to support steady and 

sustained growth because:

 ■ Global interest rates and inflation remain low.

 ■ The U.S. and global economies are healthy and 

expanding.

 ■ Global GDP forecasts are moving higher as the year 

progresses, both for the remainder of 2017 and 

into 2018.

 ■ Corporate profits in the United States and abroad 

are strong and growing. 

As we’ve shown in this issue of Perspectives, the global 

environment for economic growth and corporate 

earnings is more robust and synchronized than it 

has been in over a decade. We believe the global 

expansion should continue, supported by the backdrop 

of low interest rates, subdued inflationary pressures, 

and accommodative monetary policies. Markets can 

always be subjected to a short-term disruption. But 

ultimately, growth in the economy and profits are 

what drive markets in the long term, not political and 

geopolitical headlines.
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