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The US economy and Federal Reserve policy

Over the course of 2016, US economic growth has remained positive but sub-trend. 
Employment gains have naturally slowed as the unemployment rate has fallen, while 
activity in sectors such as oil production and mining has been adversely affected by 
global oversupply. Nevertheless, consumption remains robust and aspects of the labour 
market continue to strengthen, with wage growth beginning to accelerate. This is putting 
upward pressure on overall inflation at a time when the negative base effects of lower 
commodity prices and the deflationary pressures emanating from China are mitigating. 
Furthermore, the president-elect’s promises to raise the US minimum wage and increase 
fiscal spending will cause inflation to accelerate, in our view.

With global financial conditions relatively stable, the economic situation is justifying 
higher US interest rates. Indeed, the market has moved to price in a near-certain chance 
that the Federal Reserve (Fed) will raise rates in December (at time of writing), putting 
upward pressure on treasury yields, particularly in relation to short-dated bond issues. 
However, rising growth and inflation expectations are arguably having a greater 
influence on longer-term yields, which have spiked since the election amid expectations 
that Donald Trump’s policies will have a positive impact on growth and inflation in the 
medium term. Nevertheless, investors continue to expect US monetary policy to remain 
accommodative, with rates staying at historically-low levels in the medium term.

Although US economic growth has 
been unspectacular in 2016, there are 
reasons to be optimistic

Rising interest rates may weigh on 
asset markets, but tighter monetary 
policy will be in response to improved 
economic activity

Figure 1: US wage growth and inflation are accelerating, while unemployment has fallen to levels not seen since before 
the global financial crisis. This situation supports the Fed raising US interest rates. 
Source: Thomson Reuters Datastream

US inflation and unemployment

Donald Trump’s victory is an event that could one day be looked back upon as a generational turning point in global politics. In this 
article, we take a step back from the headlines and examine how his election could affect the trends already underway in the US 
economy, ultimately to determine how investment markets might act over the course of the next 12 months.
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Meanwhile, policy developments are 
likely to have global consequences

A confluence of factors are weighing 
on bond markets

With headwinds having emerged in 
the US and abroad

US equity markets

With wage growth accelerating and input costs no longer falling, the ‘goldilocks’ 
environment that has supported corporate earnings growth in recent years may be 
abating. However, with Donald Trump’s victory likely to mean a higher minimum wage, 
lower corporate taxes and increased fiscal spending, we see scope for US consumption 
to strengthen further in the coming years.

Although faster growth is good for the economy in general, the changing economic 
backdrop will affect the various industry sectors in different ways. There has been 
a general rotation of performance away from stable growth bond proxies such as 
telecoms and consumer staples, towards sectors that favour higher interest rates, such 
as financials. However, some aspects of the rotation are more specific; for example, 
fears that the president-elect could enact protectionist trade policies that may affect US 
multinationals’ ability to do business around the globe have weighed on the technology 
sector. Conversely, the healthcare sector has bounced since the election as the 
Republican Party is perceived to be less eager to influence pricing within the sector than 
the Democrats would have been, had they won.

More broadly, the implementation of severe protectionist policies could have 
considerable adverse effects on activity and corporate margins across the global 
economy as a whole, potentially outweighing the benefits of any US fiscal easing. 
Likewise, changes in US dollar exchange rates will also have significant effects across the 
US corporate spectrum. Over the longer term, we retain a positive view on the currency 
as we expect the US economy to keep improving and the Fed to raise interest rates; 
this may benefit companies with foreign currency input costs, but it will supress the 
translated overseas earnings of US-based multinationals and could act as a headwind 
against demand for US exports.

Changes to the economic backdrop 
are likely to have positive and 
negative implications for US equity 
markets

We expect different sectors to react in 
different ways
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Figure 2: The president-elect is expected to ramp up US government borrowing to finance tax cuts and higher fiscal 
spending. This will mean greater supply of treasuries entering the market, which could put upward pressure on bond 
yields. 
Source: Thomson Reuters Datastream

US government debt issuance forecasts

US bond market

With growth and inflation expected to accelerate and US interest rates set to rise, 
treasury yields have moved higher. However, there have been other forces in the market 
that have put and are likely to continue to put upward pressure on treasury yields. 
One of these is investors’ expectations of US debt issuance (the supply of new treasury 
securities in the marketplace). Donald Trump is expected to ramp up US government 
borrowing to fund increased fiscal spending and corporate tax cuts and this new supply 
could be enough to push US yields higher on its own (notwithstanding the prospect of 
further purchases of treasury securities by the Fed).

With global financial markets so interlinked, the policies of other major central banks 
are also affecting the treasury market. For example, global sovereign bond yields rose 
after the Bank of Japan’s asset purchase plans disappointed investors, while rumours 
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that the European Central Bank would begin to taper its asset purchases had a similar 
effect. With the Fed looking to raise rates, the Bank of Japan having adjusted its policy 
framework towards ‘yield targeting’ and the European economy improving, it is possible 
that the multi-decade bull market in global bonds has now passed its apex.

Conclusion

Some of the headwinds that face the global economy, such as high private debt levels, 
appear to be less pronounced in the US than they are elsewhere in the world. However, 
structural trends such as adverse demographics will continue to weigh on US economic 
growth for many years. Although rising US interest rates and growth will put upward 
pressure on treasury yields, we also expect investor demand for income to mitigate any 
near-term selloff.

We are aware that with one of the key supports of asset prices, namely highly-
accommodative US monetary policy, likely to be reduced (albeit we expect Fed rhetoric 
to remain supportive) rising capital costs may weigh on equity market price-to-earnings 
multiples. Furthermore, we note that the president-elect has suggested that he may seek 
to influence US monetary policy and this provides a risk that rates could move upward 
more quickly than the market currently expects.

Despite this, our overall stance remains positive on both US growth and, therefore, US 
equities. We see potential for the incoming president to support corporates by lowering 
taxes, implementing pro-growth reforms, enacting policies that would provide US 
corporates competitive advantages, or reducing regulatory burdens and red tape. Less 
optimistically, we are cognisant that policies to curb immigration or trade could have 
broad negative implications within and outside of the US. We see significant risk that 
global trade could be impacted, particularly as Mr. Trump has already indicated that he 
will label China a currency manipulator. Given the complexity of global supply chains, 
the economic impact of trade wars could be extremely damaging. In any case, some 
companies will be able to benefit from the changes to the economic backdrop more than 
others and we therefore expect stock selection to be a key contributor to returns over 
the coming year.

In the foreign exchange markets, we believe the US dollar will remain supported, 
which should provide a tailwind to US consumption but could also have negative 
consequences for the world’s other regions. This is particularly the case for the emerging 
markets, where the holders of US dollar-denominated debt, both corporates and 
governments, may see their financial positions compromised. Likewise, a stronger US 
dollar would put downward pressure on commodity prices.

Politically, Mr. Trump’s election victory can be seen as proliferating the ‘populist political 
revolution’ that was brought to the fore by the UK’s vote to leave the European Union 
in June. If this boosts anti-establishment political parties’ popularity elsewhere in the 
world, we could see dramatic changes to the economic and political status quo in the 
coming months. The first hurdle will be provided by Italy’s constitutional referendum in 
early December, which could end with the dissolution of the incumbent government, 
escalating concerns over the longer-term prospects of the eurozone project.

Meanwhile, populist political 
revolutions could soon occur 
elsewhere in the world

The recent rotation occurring within 
equity markets is likely to continue

We expect a stronger US dollar to have 
wide-ranging implications in terms of 
asset allocation and stock selection

We are optimistic on the US’s 
economic prospects, but aware of 
persistent structural headwinds

Tighter monetary policy is likely to 
weigh on asset prices
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