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Q4 2014 
ECONOMIC OUTLOOK

By the LNWM Investment Strategy & Research Group

As is often the case, the coming of fall has also brought about a change in market climate, 
from complacency to anxiety. The too-good-to-be-true, “everything boom” across all asset classes 
we pointed to back in July is no longer in place, which we think is a good thing. When markets are 
more discriminating, there's less of a disconnect between valuations and economic prospects.

While there are real causes of concern, we are seeing economic growth accelerating in 
the U.S., bolstering our positive outlook for U.S. equities. Granted, the U.S. central bank has said 
it will end its “easy money” stimulus program sometime this fall, just as growth elsewhere in the 
world appears to be slowing. The big question: Will the U.S. economy get dragged down by lack of 
growth abroad? We think not, particularly since some of our key trading partners are stepping up 
their own forms of economic stimulus. 

In the near term, though, we wouldn’t be surprised to see more volatility and divergence 
in asset class returns, as well as some market pullbacks. As you can see below, riskier asset 
classes like high-yield bonds, global REITs and small stocks – which are vulnerable to economic 
weakness – all lost ground in the third quarter.

Should the turbulence continue, we think LNWM client portfolios are well-positioned for the 
following reasons: fully diversified across asset classes and regions, with an emphasis on high 
quality; strategic over- and underweights within equities; and select alternative assets as a buffer 
against higher volatility and market downturns.
 

TOWARD MORE MOMENTUM

Morgan Stanley, Barclays Capital, Russell Indices, and Bank of America Merrill Lynch, Dow Jones UBS, Bloomberg, U.S. Treasury.SOURCE OF DATA:

PERFORMANCE OF ASSET CLASSES: A Tough Third Quarter 
Third Quarter and Last 12 Months (As of September 30, 2014)
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THE U.S. ECONOMY: Looking Good, Relatively 
 
The U.S. economy is expanding at a faster rate. A 4.6% annualized growth rate in second-quarter 
2014, and what appears to be a strong third quarter, indicate that the U.S. is capable of bumping up  
its growth rate to nearly 3% annualized, the highest rate among developed nations. This is still less 
than the 4% annualized growth typical of past U.S. economic recoveries, but it's much better than the 
2% averaged since 2009. 

If the Fed does end its stimulus program this fall, the U.S. will be the first country since the Great 
Recession to wean itself off of central-bank assistance. The prospect of this has already helped boost 
the value of the dollar. While a stronger dollar might dampen U.S. exports, it helps foreign economies 
by making their exports relatively less expensive.

U.S. interest rates not likely to rise significantly in the near term. The end of the Fed’s stimulus 
program does not necessarily mean U.S. interest rates will rise. Before the Fed actively starts to push 
rates upward – perhaps in 2015 ─ it will have to see clear and convincing evidence of a stronger U.S. 
economy, with more people participating in the workforce. 

U.S. economic growth continues to be hampered by stubbornly high long-term unemployment 
and other structural issues best addressed through changes in policy: tax policy, infrastructure 
spending, worker training, and long-term solutions for the country’s social safety nets. Such policy 
changes do not seem likely in the near term. 

However, a nearly 3% growth rate seems attainable with ongoing improvement in key areas, 
including lower energy costs, an uptick in residential new construction, stronger state and local 
finances, solid consumer spending, and a cyclical increase in business spending. 

Growth in U.S. business spending 
has started to rebound from the 
trough hit in 2012-2013, and we 
think it can stay at a relatively higher 
growth level, for these reasons: 
(1) An increasing number of 
industries are operating at levels that 
indicate they’ll need to add plant and 
equipment; (2) Overall, the average 
age of plant and equipment is at 
historically high levels (see chart); 
and (3) Locating production facilities 
in the U.S. is becoming relatively 
more attractive due to stagnating 
wages, productivity gains, and 
abundant natural gas production, 
which has lowered energy costs.
 

Bureau of Economic Analysis. Data through Dec. 31, 2013.SOURCE OF DATA:
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GLOBAL EQUITIES: A Mixed Outlook  
Our outlook for global equities  
is mixed, as the chart at right indicates. 
Within our equity allocations, we are 
overweight large/mid-cap U.S. stocks  
and underweight small U.S. stocks,  
which still seem overvalued to us after 
last year’s big run up. In international 
equities, we continue to have a lower 
weighting to developed economies and  
a slight overweight to emerging markets. 
 
LARGE/MID-CAP U.S. STOCKS: 
Valuations Not Excessive  
For the S&P 500 companies,  
earnings per share are now higher 
than they were in 2007, and pricing  
is reasonable. On average, the S&P  
stocks are priced at 16 times what  
they’re expected to earn in the next  
12 months, which is right around the  
20-year average. While the benefits  
of corporate deleveraging are largely  
behind us, there is still a bit more room 
for improvement in earnings per share 
through cost-cutting, share buybacks, 
mergers and acquisitions. For all of  
2014, the S&P 500 companies are 
expected to post earnings growth of 
7.3%, on average, and 11.6% for 2015. 
Revenue is also expected to increase, 
although not nearly as much: up an 
estimated 3.9% in 2014 and 4.2% in 
2015. (Based on average of analyst 
estimates, by FactSet Earnings Insight.) 

We do not seem to be in a period of “irrational exuberance.” In April 2007, when the stock market 
last peaked, a record 65% of Americans owned stocks in some form (according to Gallup). Last year, 
this was down to 52% (the lowest reading since Gallup started this poll) and has since rebounded to 
around 54%. Not surprisingly, much more money has flowed into bonds rather than stocks in recent 
years (see chart above). 
 

Equity Sector
LNWM’s Allocation  

Relative to World Stock Index*

   Large U.S. Equities           + Overweight

   Small U.S. Equities           Underweight– 

   Int’l Developed Equities           Underweight– 

   Emerging Markets           + Overweight

LNWM’S GLOBAL EQUITY POSITIONING 
Relative to the Morgan Stanley All-Country World Index. 

LNWM, MSCI All-Country World Index.SOURCE OF DATA:

*MSCI World Index weights equity sectors by their percentage of global market capitalization.

CUMULATIVE FLOWS INTO STOCK AND BOND FUNDS 
Includes both mutual funds and ETFs

Investment Company Institute, J.P. Morgan Asset Management. 
Data as of Sept. 30, 2014.

SOURCE OF DATA:
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INTERNATIONAL DEVELOPED EQUITIES: Challenges in Key Regions  
Many of our trading partners are growing too slowly and could drag the U.S. economy  
back down. We are encouraged, however, by the following developments: 

The Eurozone. The focus is shifting to stimulus instead of belt-tightening and deficit control.  
This summer, the European Central Bank announced an asset-buying program to fight deflation and 
stimulate the region’s economies. These efforts have already weakened the euro, which aids exports. 
Perhaps more importantly, Germany (the region’s economic driver) seems to finally be willing to use 
government spending to stimulate growth, as Europe’s economic malaise hits home.  

Japan. Efforts to re-inflate the 
economy have met with headwinds, 
but are still in place. For one, 
Japan is posting record-high trade 
deficits because it's importing 
more than 80% of its energy, due 
to its non-active nuclear program 
since the Fukushima nuclear 
disaster. However, nuclear energy 
production is to resume again in 
2015. Also, Japanese companies 
have massive amounts in cash 
that can potentially be reinvested 
─  $2.1 trillion in yen, equal to 44% 
of Japan’s GDP. In contrast, U.S. 
companies have about $1.9 trillion 
in cash, 11% of U.S. GDP. 
 
EMERGING MARKETS: Focus on Selectivity  
Emerging markets (EMs) are a major engine of global economic growth, as the IPO of China’s 
online-shopping giant Alibaba recently showed. It’s true that projected growth rates for the emerging 
markets are down to more mundane levels – averaging around 4% recently — but this is still much 
higher than for developed economies and supports our moderate overweight. 

However, EMs can no longer just ride the China-fueled commodity export boom. We are 
therefore encouraged that new leaders in countries such as Mexico and India are focusing on 
structural reforms to make their economies more competitive. And political unrest is on the decline in 
important markets like Turkey and Thailand. 
 
FIXED INCOME: Positioned for Flat or Rising Rates  
By the end of next year, we expect U.S. interest rates to be higher. The Federal Reserve has 
already hinted it could start to raise short-term interest rates sometime in 2015. And rates can’t drop 
much farther, given a growing U.S. economy. 
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BloombergSOURCE OF DATA:
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LNWM’s fixed-income strategy  
is geared to buffer portfolios from 
the impact of rising interest rates, 
while also maintaining a competitive 
total return should rates trend 
slightly lower or remain flat.  
Overall, we are 50% in traditional 
fixed-income investments and 
50% in strategic-income funds and 
floating-rate funds, which have more 
leeway to benefit from rising rates. 

Within municipals, the lack of 
supply is driving prices up  
(and yields down). Local and state 
governments are in better financial shape and have less need to issue new debt. At the same time, 
millions of baby boomers entering retirement years are driving up demand. Keep in mind, though, that 
the current low yields on municipals mean there is very limited potential for capital gains, and they are 
vulnerable to rising interest rates if not held to maturity. 
 
ALTERNATIVE ASSETS: Volatility Buffer
Alternative assets are performing in line with our expectations. During the recent market 
turbulence, our allocation to "alts" (both hedge funds and managed futures) has positively impacted 
portfolio performance. We continue to think carefully selected alternative assets are providing 
necessary diversification to client portfolios, serving to bolster returns during market pullbacks. 

IN SUM  
We are encouraged by the pickup  
in U.S. economic growth and  
continue to be optimistic about the 
outlook for equities. However, as we 
mentioned earlier, we would not to  
be surprised to see a significant  
pullback before year-end. Since 1900, 
the Dow Jones Industrial Average has 
had a drop of at least 10% once a year, 
on average. The last drop of 10% or 
more was in October 2011.

Stock market pullbacks are normal. 
The best preparation is to maintain  
diversification across asset classes and geographical regions, and to be vigilant of signs that the 
economic outlook is worsening. We continue to do both and will alert you if our views change. ◘

Level of 
Decline

Average 
Frequency

Most Recent  
Such Drop Previous

-5% or more three times/year October 2013 August 2013

-10% or more once a year October 2011 July 2010

-15% or more every 2 years October 2011 March 2009

-20% or more once every 
3.5 years March 2009 October 2002

Yahoo Finance; American Funds.SOURCE OF DATA:

FREQUENCY OF STOCK MARKET CORRECTIONS 
For the Dow Jones Industrial Average 1900 through 2013

SIFMA, J.P. Morgan Asset Management.SOURCE OF DATA:
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ABOUT LAIRD NORTON WEALTH MANAGEMENT

With nearly $5 billion in assets under management, Laird Norton Wealth Management is the 
Northwest’s premier wealth management company. Founded in 1967 to serve the financial 
management needs of the Laird and Norton families, the firm now provides integrated wealth 
management solutions to more than 425 individuals, families, business leaders, private foundations 
and nonprofit organizations.

DISCLOSURE

The information presented herein does not constitute and should not be construed as legal advice,  
as an endorsement of any party or any investment party or any investment product or service, or as 
an offer to buy or sell any investment product or service. The views and solutions described may not 
be suitable for all investors. All opinions expressed are those of Laird Norton Wealth Management and 
are current only as of the date appearing on this material.

IRS CIRCULAR 230 DISCLOSURE: Pursuant to Circular 230 (U.S. Treasury Regulations governing 
tax practice), any tax advice contained in this presentation cannot be used by any taxpayer for the 
purpose of avoiding penalties that may be imposed.

Laird Norton Wealth Management is comprised of two distinct entities that may offer similar services 
to clients. Laird Norton Trust Company is a State of Washington chartered trust company. Its wholly 
owned subsidiary, Laird Norton Tyee Asset Strategies, LLC, is an investment advisor registered with 
the Securities and Exchange Commission.
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