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US at fork in
the road for ”:
2016 growth
prospects

e Two scenarios in which growth could defy forecasts

e Consumers could exceed expectations and growth
booms

e But the credit cycle could end, triggering a recession

Who is the second-largest economic group in the world? It’s not China,
it’s the US consumer, and they may hold the key to prospects for GDP
growth in 2016, says Lukas Daalder.

In a greatly overlooked statistic, US shoppers account for 15% of global GDP,
above China’s 13% and the relative puny 6% for Japan and 5% for Germany.
The US as a whole is 22%. The spending power of this vast group of 322
million people has the potential to make or break US growth forecasts for
2016, says Daalder, Chief Investment Officer for Robeco Investment
Solutions.

These forecasts made by major banks diverge, ranging from as high as 2.7% .W f d t
to as low as 1.7%, due to uncertainty over what will actually happen after efrindi
the expected rate rise by the US Federal Reserve (Fed) later this month. And .
it could go either way, says Daalder, who foresees two potential outcomes in qUIte easy to
which the banks’ growth forecasts could be proved wrong. make a

In an end-of-year challenge to the consensus, he says: “We find it quite easy Strong case
to make a strong case for either a much stronger or a much weaker growth
outlook. And we are not talking fantasy here: we really do feel that the US for e‘ither
economy could be at a fork in the road.”

much

All hail the consumer

In the first scenario, Daalder presents an optimistic case in which American Stronger or
shoppers drive growth above expectations. “Let’s end the year on a high

note, because we see quite a good chance of a scenario in which the US mUCh Weaker
consumer takes center stage,” he says. “Whereas the US corporate sector
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has been re-leveraging in recent years, the US consumer has been steadily
improving its balance sheet, with both the absolute level of debt, as well as
the absolute level of net wealth, steadily on the rise.”

“Added to this is the fact that the labor market has steadily improved, with
unemployment now down to 5%. And wages are on the rise in absolute
terms. The growth rate is low compared to what we have seen in the past,
but if we add zero inflation into the picture thanks to cheap oil, it is clear
that there is plenty of room for improvement here.”

Figure: Share of Global GDP (in percent)
From David Rosenberg, Gluskin Sheff
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The mighty US consumer - ranks above everyone except the wider US itself.

“So we would like to remind investors just how important this particular
group has been for the world economy in the past. It almost seems
unthinkable that we are heading for a recession given the clear structural
improvements we have seen in recent years. US consumers will start to
spend again, with growth rates of 3%-plus certainly possible, thereby
boosting sales and earnings and reducing the risks of a negative credit
cycle.”

Credit cycle risk

However, there is a far gloomier potential outlook caused by the potential
end of the credit cycle, Daalder says. If the US goes down this fork in the
road, a credit tightening following a rate hike could cause a domino effect
which leads to a recession.

“We have already flagged corporate debt as a risk factor in our previous
outlooks, but none of the major banks have pushed it forward as a real
problem for 2016, although some have mentioned it as a risk for 2017,” says
Daalder.
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“The risk of a self-sustaining downward cycle is certainly here. High debt CyCle 1S
that needs to be refma.nce.d at increased spreads émld .t1ghtened conditions certain ly
can push more companies into default, thereby triggering a further

tightening of credit standards in the market. Added to this is the technical here'

issue of reduced liquidity in the bond market itself, an issue that has been

flagged by a number of people in recent months.”

“Regulatory changes have led to a decline in dealer inventories at banks,
which could mean that shocks in the markets will result in bigger swings in
prices compared to what we have seen in the past. This in turn can act as a
trigger for investors to withdraw funding, exactly at the time that more
funding is needed. In other words, a classic credit cycle could get underway,
which could potentially push the US in a recession. The elements are all
there - high debt, rising spreads and the potential risk of lower liquidity - so
all we need is a spark to set this thing on fire.”

Fed could start spiral

What could be the spark? “There are a number of credible options: China, a
meltdown in emerging markets, a further decline in the price of oil, the
escalation of a political situation of some sort: there are plenty of
candidates out there,” Daalder says. “Even the Fed’s first rate hike could
act as a show stopper, as the current corporate debt situation is quite
different from the last two times the Fed started to hike rates.”

So which of these two scenarios is going to be more likely? “Both are pretty
plausible, which makes it difficult to make the call on this one,” Daalder
says. “Much like the rest of the banks, we therefore stick to the middle
ground and keep a close eye on how the markets will develop further. One
thing is clear though: the credit markets should be closely watched, as
that’s the place where the risks will appear the clearest.”

Important information

This document has been carefully prepared by Robeco Institutional Asset Management B.V. (Robeco).

It is intended to provide the reader with information on Robeco’s specific capabilities, but does not
constitute a recommendation to buy or sell certain securities or investment products.

Any investment is always subject to risk. Investment decisions should therefore only be based on the
relevant prospectus and on thorough financial, fiscal and legal advice.

The information contained in this document is solely intended for professional investors under the Dutch
Act on the Financial Supervision (Wet financieel toezicht) or persons who are authorized to receive such
information under any other applicable laws.

The content of this document is based upon sources of information believed to be reliable, but no
warranty or declaration, either explicit or implicit, is given as to their accuracy or completeness.

This document is not intended for distribution to or use by any person or entity in any jurisdiction or
country where such distribution or use would be contrary to local law or regulation.
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All copyrights, patents and other property in the information contained in this document are held by
Robeco. No rights whatsoever are licensed or assigned or shall otherwise pass to persons accessing this
information.

The information contained in this publication is not intended for users from other countries, such as US
citizens and residents, where the offering of foreign financial services is not permitted, or where
Robeco’s services are not available.

Robeco Institutional Asset Management B.V. (trade register number: 24123167) has a license of the
Netherlands Authority for the Financial Markets in Amsterdam.
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