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Q2 2016 
ECONOMIC OUTLOOK

By the LNWM Investment Strategy & Research Group

Q1 2016 was a wild ride to nowhere. After a bout of volatility and falling prices, most asset 
classes have fully recovered from their early 2016 losses, and are now sporting gains (see chart 
below). Instrumental in this was the Federal Reserve’s decision to curtail 2016 interest rate 
increases – as we had expected – as well as the relatively healthy balance sheets of both US 
corporations and consumers. Also highlighted in our Q1 Outlook was our anticipation that the 
markets would start to price in slower growth in China and oil prices would start to stabilize – both 
seem to have begun, although more quickly than anticipated.  
 
The big question, as always, is: Where do we go from here? Is this the calm before an 
even bigger storm? We don’t think so. Of the five major factors we think are driving the markets, 
only one is flashing orange right now: corporate earnings, which are expected to decline at 
least through mid-2016. Despite the increased risk of recession this indicates, we think the US 
economy can continue to expand in 2016, albeit slowly. Generating positive returns will continue 
to be challenging, however. And this is why we think active investing will have an edge in most 
asset categories (instead of index funds). 
 

TOWARD STABILIZATION, MAYBE SOME APPRECIATION

SOURCE OF DATA: Morgan Stanley, Barclays Capital, Russell Indices, and Bank of America Merrill Lynch, Dow Jones UBS, Bloomberg, U.S. Treasury.
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A major wild card is the US presidential election, which has the potential to move markets here 
and abroad. Exemplifying the disillusionment of US voters, the current front-runners have record low 
favorable ratings relative to previous election cycles. This unique political environment hasn’t had 
much impact on the capital markets to date, but we expect this could change – especially if the anti-
establishment candidates get their Party's nomination. It will certainly be an exciting political season, 
which we will continue to monitor. 
 
KEY CONSIDERATIONS 

In our Q1 2016 Outlook, we highlighted 5 factors we said would be driving our 2016 portfolio 
allocations. Most are heading in a positive direction. Below is an update on each, before we delve into 
asset class specifics.
 
US MONETARY POLICY. We believe the 
Fed will continue to have a hard time 
raising US interest rates significantly, 
for these reasons:

1. Tepid US economic growth;
2. Loose monetary policy abroad;
3. Keeping the dollar stable, since a 

stronger dollar hurts US corporate 
profits; and

4. Some inflation – especially in wages 
– is not necessarily a bad thing,  
as it's often an indication of stronger 
economic growth. 

However, since US inflation has been  
rising toward the Fed’s 2% target level  
(see chart) and US unemployment remains 
low, some interest rate increases are likely 
this year. This could cause market volatility 
to rise from recent low levels. 
 
OIL PRICES AND US DOLLAR.  
We believe the Fed’s decision to 
pare back on interest rate increases 
will keep the US dollar from rising 
substantially while helping to stabilize 
oil prices.
 
In our Q1 2016 Outlook, we opined that 
oil at $30 (and lower) was not sustainable 
given the cost of production. Although the 
price of oil has since stabilized at around 
$40 per barrel, we don’t expect prices to 
rebound significantly until there’s a drop in 
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oil inventories, which are now at record levels. Two encouraging signs: oil output by the world’s largest 
producers seems to have plateaued (see previous chart), and the major producers have indicated 
coordinated efforts to inititate a curb on production.  
 
We don’t expect major strength in the dollar this year due to fewer US interest rate increases. 
And this should benefit US exporters and multinationals. So far in 2016, the dollar is down 2% against 
a basket of foreign currencies. 
 
PRESSURES ON EMERGING MARKETS. Emerging markets (EM) have rebounded since March 
due to flat US interest rates, a stable dollar and a rebound in oil prices. Also, capital markets have to 
a great extent priced in slower growth in China. Therefore, disappointing Chinese data is less likely 
to have the same effect it did earlier this year, when markets worldwide had a knee-jerk response to 
virtually all news out of China. However, growth in most major EM is either slowing or negative. So we 
are maintaining our underweight to EM. 
 
CORPORATE PROFITS. Expectations 
for corporate earnings growth have 
dropped dramatically since last fall. 
In the US, S&P 500 profits have been 
down for the past several quarters 
(compared to year-earlier periods). And 
this downward trend is expected to 
continue through the first half of 2016. 
Historically, an S&P 500 profit decline 
for four quarters in a row has signaled 
a recession. In this case, however, we 
don’t think a recession will occur. It’s 
important to realize that the energy 
sector is causing most of the profit 
decline. And that is starting to stabilize. 
For all of 2016, analysts expect S&P 500 
profit growth of 2%, which could turn out to be too pessimistic given a healthy US job market, decent 
consumer spending, a stable dollar and an accommodative Fed. 
 
Profit expectations for the Eurozone have also turned down, but we think there's potential for 
positive earnings surprises, there too, as fiscal and monetary stimulus works its way through the 
system. Japan, were we continue to be underweight, is now grappling with a strengthening yen, which 
is offsetting some of the positive effects of ongoing stimulus efforts. The strengthening yen could 
cause some downward revision in earnings estimates given Japan's dependency on exports.
 
CREDIT MARKETS. Despite the recent rebound in high-yield bonds, we wouldn’t be surprised 
by another downturn in this sector. During January and February, high-yield bond prices fell rather 
dramatically. In our Q1 2016 Outlook, we emphasized this was due more to technical factors (liquidity) 
rather than issuer finances. We explored a variety of ways to take advantage of what we felt was an 
extreme move. Since then, high-yield markets have bounced back to where they were at the beginning 
of the year. We will continue to monitor credit closely, however, as we believe a buying opportunity 
could arise again, given some US interest rate increases, mediocre economic growth and ongoing 
liquidity concerns. 
 

CORPORATE EARNINGS GROWTH ESTIMATES 
(Analyst consensus) 

SOURCE OF DATA: Thomson Reuters IBES, Datastream. March 15, 2016.
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The high-yield bond market is 
increasingly two-sided. On one 
side, we have a large number 
of issuers in the energy and  
mining sectors with high debt 
and rapidly deteriorating balance 
sheets due to low commodity 
prices; on the other side are 
non-energy debt issuers, with 
decent balance sheets and what 
we think are overly pessimistic 
earnings forecasts. It’s in the ex-
energy segment that we think our 
managers can take advantage 
of lower prices should another 
downturn occur. 

In the remainder of this report, we discuss how we’re invested, given our outlook and market dynamics. 
 
FIXED INCOME – Middling Returns 
Fixed income at large does not offer great return prospects. Municipal bonds are yielding 1.3% 
and the Barclays Bond Aggregate is yielding 2.3%. Meanwhile, the “earnings yield” on the Russell 1000 
Stock Index (earnings divided by price) is close to 6%. This suggests, as it did at year-end, that equities 
are a better value relative to fixed-income.  

Where’s the best value within fixed-income? We think it will be in the high-yield bond market, 
where we stand ready to take advantage of another downturn. More corporate defaults in the energy 
sector are expected in 2016 absent a significant increase in the price of oil. Additionally, corporate 
earnings and revenues have been weak so far this year, while liquidity issues – the ability to buy and 
sell quickly – remain a big concern. That said, we don’t currently see a trigger for the high-yield bond 
market entering a full blown crisis: Corporate balance sheets are still generally healthy. We expect that 
the coming months will remain somewhat volatile, which should create opportunities for fixed-income 
managers with flexible mandates. 
 
LNWM Portfolio Change: In the first quarter of 2016, we exited two floating-rate bond funds, which 
invest only in lower-quality, short-term corporate debt. We redirected the proceeds to BlackRock 
Strategic Income Opportunity Fund (SIO), which is relatively unconstrained and thus better-positioned 
to take advantage of another downturn in high-yield. Given the recent rebound in the high-yield market, 
this move was a bit premature. However, we think a higher allocation to SIO will improve our risk-
adjusted returns in the coming year by lowering our direct exposure to high-yield, while still allowing us 
to re-enter this space when valuations get extreme. 
 
Outside of the US, negative interest rate policies in Japan and Europe are yet to have a major 
effect (see box on page 6). However, other policy moves by the European Central Bank, including 
large purchases of corporate bonds (in addition to government debt), should be a positive for European 
fixed-income, where some of our taxable fixed-income managers have built small positions. 
 

SOURCE OF DATA: Bank of America Merrill Lynch.
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LARGE/MID-CAP US EQUITIES – 
OK for Now 
As we expected, the US does not 
seem to be teetering on recession, 
so we are maintaining our neutral 
allocation to large and mid-cap 
US equities. The ISM Indices on US 
manufacturing and non-manufacturing 
activity are now both above 50 
(indicating expansion), which signals 
we’re probably not heading toward 
recession. The main driver of corporate 
profits, however, will continue to 
be US consumers, whose finances 
generally are in good shape and who 
are benefiting from an improving 
job market, low gas prices and the 
recovery in real estate. US disposable 
income (inflation-adjusted) grew by 
0.2% in February, the 11th straight 
month of increases.  
 
As the middle chart shows, US jobs 
growth and corporate profits tend 
to move in tandem. This started to 
change around 2010. Since then, 
corporate profits have been in decline 
while job gains continue. Historically, 
recessions have followed a downturn 
in both measures; however, we’ve 
rarely seen the divergence we have 
now. The recent downturn in corporate 
profits is concerning, especially since 
a tight labor market can further erode 
profit margins. Yet, as we previously 
highlighted, we think positive earnings 
surprises are possible later this year, 
given stabilizing oil prices and a 
slowdown in dollar strength.
 
While large US companies  have a 
record amount of cash on hand (see 
bottom chart), profits – from Costco 
to Caterpillar – have been under 
pressure for a year, as the strength of 
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the US dollar eroded the price competitiveness of US 
goods and services. However, the prospect of fewer 
US interest rate increases has caused a reversal in the 
dollar's strength, creating support for US equities.
 
Here out, we expect market volatility to increase from 
current low levels, as concerns over a global economic 
slowdown, coupled with ongoing geopolitical risks, 
continue to weigh on investor confidence. 
 
US SMALL CAP STOCKS – Still Expensive 
We continue to be underweight small US stocks for 
several reasons: Current valuations are historically high 
relative to large stocks, and our preference is to have a 
higher allocation to larger, more established companies, 
especially given our expectation for increased volatility.  
 
LNWM Portfolio Change: Given our valuation 
concerns, we cut our allocation to Harbor US Small Cap 
Growth Fund by 33% in first-quarter 2016 and invested 
the proceeds in Undiscovered Managers Behavioral 
Value Fund (UBVLX). Year-to-date (through April 13, 
2016), Undiscovered has outperformed Harbor by 9 
percentage points and the Russell 2000 Index by 6. We 
continue to monitor US small stocks and may readjust 
our allocation if valuations become more favorable. 
  
INT’L DEVELOPED EQUITIES – Looking Good 
(Relatively) 
Developed international equities, particularly 
in Europe, remain attractive due to central bank 
stimulus, a relatively cheap currency and inexpensive 
energy. In March, the European Central Bank (ECB) 
cut its main refinancing rate to zero and its bank 
deposit rate to negative 0.4%. In addition, the ECB 
is continuing to buy 80 billion euro a month in fixed-
income securities, and in March added investment-
grade corporate bonds to its purchases (in addition to 
government bonds). 
 
We expect the ECB to maintain its accommodative stance through 2016 given the low levels of inflation 
and inconsistent economic growth. The European debt crisis and debate about how to solve it remain a 
point of contention among EU members. Adding to the uncertainty is a June 23 referendum in the UK, 
which will decide if the country stays in the European Union. We believe UK voters will opt to stay in the 
EU, and if they do, European markets are likely to rally. 
 

NOW COMMON:  
Negative Interest Rates  
 
What’s a negative interest rate 
environment? Basically it means paying 
to save. And that’s the case now in most 
developed economies outside the US. 
In the Eurozone and Japan, the central 
bank is charging banks a small fee on 
excess cash deposited at the central 
bank. This is a way to get banks to lend 
more, since keeping money on deposit 
incurs a cost they haven’t been able to 
pass on to consumers. 
 
There are pros and cons to negative 
rates, but so far the impact overall has 
been negligible. 
 
 
THE PROS 
 
   •  More bank lending. 
 
   •  Potentially higher rates of economic   
      growth and inflation.  
 
   •  A near-term boost for bond prices. 
 
THE CONS 
 
   •  A drag on bank profits; European    
      bank stock valuations have already  
      started to reflect this. 
 
   •  Excessive risk taking in loans and  
      other investments; we have yet to  
      see signs of this. 
 
   •  Currency devaluation, as money  
      moves to countries with higher rates. 
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EMERGING MARKETS – More Trouble Ahead  
The emerging markets (EM) had a rough start to 2016, as the unstable stock market in China and 
headlines about high-level corruption in Brazil caused capital flight. While market conditions have since 
stabilized, we continue to be underweight EM, given the prospect of rising US interest rates, high EM 
corporate debt levels and limited prospects for growth. 
 
With China’s growth expected to slow to 6.5%-7% in the coming year, the Chinese government is for the 
first time in a long while willing to run a deficit, projected at 3% of GDP. To us, this is a sign that China will 
be using all the levers it can this year – both fiscal (higher government spending) and monetary (interest 
rates, bank reserves) – to promote growth.  
 
LNWM Portfolio Change: In February 2016, we replaced William Blair EM Growth with Virtus EM 
(HIEMX). Virtus increases our exposure to countries with high growth rates and an expanding consumer 
base, while lowering our exposure to materials, energy and China. About 30% of Virtus’ assets are 
invested in India, which recently surpassed China as the world’s fastest-growing economy. Our two EM 
funds (Virtus and Aberdeen) allow us to take advantage of cheap valuations in the Emerging Markets, 
even as we continue to underweigh the sector.  
 
ALTERNATIVES – Avoiding “Crowded-Trade” Risk  
In our view, hedge funds should provide uncorrelated returns and exploit market inefficiencies. 
In the first quarter of 2016, that did not happen, as all hedge fund strategies (except managed futures) 
posted losses. One of our hedge fund managers pointed out that the broadly negative returns were 
largely due to “crowded trades.” In other words, it seems hedge funds were executing mostly the same 
trades, and as they reduced exposures (sold), they ended up selling into a falling market. 
 
Being susceptible to “crowded-trade risk” is not what we want from our alternatives. Hence, we 
are continuing to review our hedge fund allocations. Ultimately, we are seeking to create an alternatives 
portfolio that can take advantage of opportunities. One such opportunity is the lack of liquidity created by 
new government regulations since the 2008 crisis, which limit the ability of banks to trade for their own 
benefit (so-called proprietary trading) and which increase capital requirements. In the coming months, we 
expect to implement changes to our alternatives allocation, of which we will inform you promptly. 
 
ENERGY AND NATURAL RESOURCES – Betting on the Middlemen 
Our thesis remains that demand for oil is not likely to fall. Hence, there will be a need to transport 
oil from producers to refiners to consumers, especially in the US. Although they are not directly affected 
by falling oil prices, Master Limited Partnerships (MLPs) that own US oil pipelines and storage facilities 
saw their prices plummet along with the rest of the energy sector starting late last year. Due to attractive 
valuations, in first-quarter 2016 we shifted our small allocation to energy to such MLPs. 
 
LNWM Portfolio Change: We sold an oil-price dependent fund and bought more of Tortoise MLP & 
Pipeline Fund (TORIX), whose oil-and-gas pipelines transport energy for a fee. TORIX is up about 11% 
year-to-date (April 13, 2016), outperforming our previous allocation by about 5 percentage points. 
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IN SUM 
As we expected, global equity and bond markets have stabilized and have to a large extent 
priced in a slowdown in China. However, 2016 remains a challenging year in terms of returns.
 
We do think the US will be able to avoid a recession this year, but we expect market volatility 
to pick up given relatively high stock market valuations at a time of lower corporate profits and the 
prospect of additional US interest rate increases. 
 
We continue to think developed international markets, especially the Eurozone, in addition 
to the US, offer the best value at this time due to accommodative central banks, weaker or stable 
currencies and low energy prices. ◘

On the Bookshelf of Gino Perrina  
As a way of sharing a bit more 
about myself, I thought I’d write 
about what I’m reading, or in 
this case seeing, each quarter. 
The Big Short is a Michael 
Lewis book I read soon after 
it was published, but I waited 
until recently to watch the 
movie. It’s an account of the 
events that led to the 2008 
crisis, from the viewpoint of a 
handful of traders and hedge 

fund managers who foresaw the collapse of the US 
housing market and earned fortunes by selling short securities made up of subprime mortgages.  
While working in New York, I met two of the main characters, Greg Lippmann (played by Ryan Gosling) and 
Steve Eisman (played by Steve Carell). I got to know Lippmann much better, as he went on to launch a hedge 
fund after leaving Deutsche Bank.  
Properly functioning capital markets allow for the transfer of risk and capital from those who have it to those 
who want it. Ironically, many hedge funds reversed their positioning coming out of the crisis after recognizing 
the market’s overreaction. They saw a panicked market that was pricing in significant further declines in 
housing values, and ultimately profited from fundamental analysis and security selection. The sequence of 
events illustrates how hedge funds can take advantage of market inefficiencies.  
Although I enjoyed the movie, I disagree with the closing, which implies that nothing has really 
changed in the capital markets. I think the financial crisis taught us many things and that consumers, 
investors and regulators are all smarter as a result. Systemic leverage is nowhere near the levels of 2007 and 
measures are in place to limit excessive risk-taking in the banking sector. Further, as we discussed in the Q1 
2016 Outlook, consumer finances are on much stronger footing today. Markets tend to have short memories 
and I remain skeptical of many things; however, given regulatory changes and current lending standards, it 
would be hard to argue that nothing has changed.  
I welcome your thoughts on The Big Short book/movie and any recommendations for reading or viewing you’d 
like to send my way. And they don’t have to be financially related. I almost chose a gripping book I’m reading 
about the Mexican Cartels. Perhaps next time... 
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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.

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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