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EXECUTIVE SUMMARY February 2018

The Sonoma County Economic Development Board is pleased to present the Winter 2018 Local 
Economic Report.  Our research partner, Moody’s Analytics, provided the data for this report.  For 
additional information, questions, comments, or suggestions, please contact us at (707) 565-7170 
or visit www.sonomaedb.org.

HIGHLIGHTS

The October wildfires had a 
blurred effect on employment.  
Projections for the next five 
years of employment growth 
are significantly lower than the 
previous five years of growth 
(18.1% growth from 2012-2017 
versus 4.2% growth from 2017-
2022).  However, it’s not clear 
that this projected slowdown 
in growth is caused by the 
wildfires; Moody’s Fall 2017 
5-year projection was pegged 
at 4.5%.  Sonoma County 
is ranked 207 of 409 metro 
areas in the U.S., placing it at 
below the national average 
and slightly behind its group 
of comparative areas.  But 
as the chain reactions of the 
wildfires play out over 2018 
(both economically negative, 
such as displacement, and 
positive, such as increased 
economic stimulation), these 
projections may change to 
fit Sonoma County’s reality.

Sonoma County remains in 
the mid-expansion phase of 
the business cycle, with labor 
markets tight and production 
output increasing.  The county’s 
wineries, craft breweries, 
and food manufacturing are 
still drivers of industry with 
newcomer industries like 
outdoor recreation and health 
& wellness surging with higher-
than-average growth.  Sonoma 
County’s Gross Metropolitan 
Product is currently $26.3 
billion, with 12.2% growth 
expected over the next five 
years.  Still, productivity 
lags the state average, with 
Sonoma County industry 
generating $85,607 per 
worker to California’s $98,475.  
Impediments to productivity 
and Gross Metropolitan Product 
growth will be contingent on 
labor availability, cost of doing 
business, and commercial 
property development.  

The county’s “unfavorable age 
structure” will be an inhibitor 
to future growth if trends 
continue.  Roughly a fifth of all 
residents are 65+, with another 
15% within 10 years of retirement 
age.  This is contrasted by 
a smaller proportion of the 
youth population (0-19), which 
currently accounts for about 
a quarter of total population.  
Overall population growth has 
slowed.  2012-2017 experienced 
a 2.8% growth in population 
while 2017-2022 is projected 
to see just a 1.1% increase.  Net 
migration in Sonoma County is 
experiencing the same decline 
in growth as population; 
only 1,900 net migrants are 
estimated to settle in Sonoma 
County over the next five years.   
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SONOMA COUNTY CA

ANALYSISBUSINESS CYCLE STATUS

METRO EMPLOYMENT GROWTH RANK RELATIVE COSTS VITALITY
COMPARISON LIVING BUSINESS RELATIVE RANK

Best=1, Worst=409 U.S.=100% U.S.=100% Best=1, Worst=402

Sonoma County 223 (3rd quintile) 207 (3rd quintile) 130% 114% 102% 125
Santa Barbara County 196 (3rd quintile) 193 (3rd quintile) 129% 119% 102% 120
Santa Cruz County 117 (2nd quintile) 78 (1st quintile) 144% 115% 105% 104
Sacramento MSA 153 (2nd quintile) 139 (2nd quintile) 108% 116% 110% 86
Monterey County 209 (3rd quintile) 188 (3rd quintile) 119% 112% 84% 267

STRENGTHS & WEAKNESSES

BUSINESS CYCLE STATUS

At Risk

Recovery

Mid
Expansion

Late
Expansion

In Recession

STRENGTHS & WEAKNESSES

FORECAST RISKS

STRENGTHS
 » World-class wineries and craft breweries serve as 

a magnet for tourism.
 » Leader in organic food production.
 » Diverse climate draws outdoor enthusiasts.

WEAKNESSES
 » Limited land availability for new wineries and 

commercial construction.
 » High costs relative to emerging tech hubs.
 » Unduly tight labor market.
 » Unfavorable age structure.

SHORT TERM

FORECAST RISKS

LONG TERM

RISK EXPOSURE 

MOODY’S RATING

Highest=1
Lowest=402

UPSIDE
 » Consumers embrace organic foods with even 

greater enthusiasm.
 » Marin biotech firms expand in Sonoma
 » Greater trade with East Asia boosts medical 

device and wine industries.

DOWNSIDE
 » Declining housing affordability further 

discourages in-migration.
 » More wine enthusiasts flock to the Pacific 

Northwest.

X X

76 1st quintile

MOODY’S RATING
SANTA ROSA 

AS OF JAN 30, 2013Aa2

ANALYSIS

Lowest=402

Recent Performance. Sonoma County is 
finding its footing as damages wrought by Oc-
tober wildfires, the most destructive in recent 
history, begin to fade. Total payroll employment 
declined slightly in October as tourists to wine 
country canceled visits, causing employers in the 
important hospitality industry to put a hold on 
hiring and to pare back part-time staff. 

Still, employment trends in recent months are 
positive, with total payroll gains in the months 
before the fires closely tracking those of midsize 
metro areas Santa Barbara, Sacramento, Santa 
Cruz and Monterey. While an outsize share of 
county jobs is on the pay scale’s lower end, a tight 
job market pushes up wages for all workers: Per-
worker wage and salary disbursements are rising 
among the fastest in all California metro areas.

Despite the decline in visitation and tourist 
spending in recent months, foreign markets re-
main a pillar of support. In contrast to most Cali-
fornia metro areas, exports have risen steadily 
over the past two years as county wineries and 
electronics makers ramp up shipments to China 
and other emerging markets.  

California’s coastal areas have experienced 
significant declines in affordability over the past 
three years and Sonoma County is no exception. 
Despite surging house prices, labor shortages 
have kept homebuilders from meeting demand. 
The resulting squeeze on inventories has limited 
options for buyers and kept prices on the rise, 
contributing to a decline in home sales. 

Resilience. Sonoma County will advance 
cautiously over the next few quarters as hotels, 
wineries, and other goods producers repair fire-
related damage, but rebuilding efforts will not 
go unrewarded. Hotel bookings and revenues 
fell sharply in the wake of the Tubbs fire, which 
consumed much of downtown Santa Rosa, but 
most vineyards and wineries were spared and 
many have already begun to welcome back visi-

tors. As disposable incomes rise in the West and 
the nation, rising tourist visits to wine country 
will enable the county to make up most of the 
economic output lost in the wake of the fires. 

While vintners and hospitality operators will 
face greater competition from wineries in the 
Pacific Northwest, Sonoma’s allure as a world-
class destination for wine, cuisine and craft beer 
will draw a broader range of food and beverage 
enthusiasts. Diverse outdoor recreational oppor-
tunities and a host of holistic health centers will 
be a further boon: Destination spending on well-
ness treatments has risen nearly twice as fast as 
overall travel spending in recent years. 

Risks rising. Bedrock winemaking and tour-
ism will recover, but the loss of several thousand 
housing units to the Tubbs fire poses consider-
able risk to the outlook. Affordable housing units 
were in short supply before the blazes, and the 
destruction of approximately 3% of the county’s 
housing stock will put additional upward pressure 
on house prices. A more severe decline in afford-
ability would put a dent in labor force growth. 
In-migration to Sonoma County has slowed in 
tandem with declining affordability, and at the 
current rate of construction, it will be at least 
two years before housing units lost in the blazes 
are replaced. Longer term, the rising incidence of 
drought and adverse climate conditions could 
deal a setback to the wine and agriculture indus-
tries at the core of Sonoma’s industrial base. 

Sonoma County will regain its step as ris-
ing tourist visits buoy its pivotal winemaking 
and tourism industries. However, rising land 
and labor constraints will apply restraint. 
Longer term, world-class wineries, brewer-
ies, and restorative care centers will enable 
the county to match California’s other mid-
size metro areas in job and income gains.

Jesse Rogers 1-866-275-3266
December 2017 help@economy.com

2011 2012 2013 2014 2015 2016 INDICATORS 2017 2018 2019 2020 2021 2022
22.2 22.2 22.8 24.0 25.4 25.9 Gross metro product (C09$ bil) 26.3 27.0 27.6 27.9 28.7 29.5 

2.3 0.3 2.3 5.5 5.9 1.8 % change 1.6 2.8 2.1 1.1 2.9 2.9 
169.5 172.6 180.9 191.1 196.8 201.7 Total employment (ths) 203.8 206.8 208.6 208.7 210.0 212.4 

1.2 1.8 4.8 5.6 3.0 2.5 % change 1.0 1.5 0.9 0.0 0.6 1.1 
10.1 8.8 7.0 5.6 4.4 4.0 Unemployment rate (%) 3.5 3.1 3.0 3.8 4.3 4.2 
5.5 4.4 4.2 6.3 8.4 4.1 Personal income growth (%) 3.4 3.6 4.1 4.1 4.5 4.5 

61.0 61.5 63.4 65.3 69.7 73.9 Median household income ($ ths) 76.0 78.3 80.7 83.2 85.8 88.4 
487.6 490.5 494.7 499.2 501.5 503.1 Population (ths) 504.2 505.0 505.9 506.9 508.1 509.8 

0.6 0.6 0.8 0.9 0.5 0.3 % change 0.2 0.1 0.2 0.2 0.2 0.3 
1.4 1.7 2.8 3.4 1.0 0.9 Net migration (ths) 0.5 0.0 0.2 0.2 0.5 1.0 

449 312 453 419 431 621 Single-family permits (#) 906 1,183 1,326 1,349 1,374 1,371 
183 248 593 244 190 298 Multifamily permits (#) 347 451 375 318 322 335 

180.1 179.8 208.3 238.9 260.4 282.2 FHFA house price (1995Q1=100) 306.1 319.6 329.3 336.4 344.0 353.7 

Aa2
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CURRENT EMPLOYMENT TRENDS
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EMPLOYMENT AND INDUSTRY
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PRÉCIS® U.S. METRO  •  Sonoma County CA
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Powering Forward
BY MARK ZANDI
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Recent Performance
The U.S. expansion continues to power 

forward. Abstracting from the near-term 
ups and downs in the data, real GDP growth 
remains just above 2% and job growth at 
more than 2 million per year. This is about 
the growth experienced since the expansion 
began 8½ years ago.

The pace of growth remains firmly 
above the economy’s potential, and any 
underutilized resources are being absorbed 
quickly. Unemployment at just over 4% and 
underemployment—a broader measure of 
slack in the job market—at less than 8% are 
consistent with an economy operating be-
yond full employment. The last time the job 
market was this tight was at the peak of the 
technology boom around Y2K.

Manufacturing utilization rates have also 
hit a cyclical high, and although they are 
not as high as in previous cycles, this has 
to do with the shifting makeup of the na-
tion’s manufacturing base and measurement 
issues. Aside from high-end multifamily 
properties, for which new construction has 
boomed, vacancy rates in real estate mar-
kets are also low. 

Wage and price pressures have been slow 
to build despite the tightening markets, but 
this is changing. Wage growth is accelerating 
and is closing in on 3%. Producer prices are 
rebounding, and single-family rental rates 

are up strongly. Consumer price inflation 
has yet to revive, but that seems a matter 
of time.

Christmas cheer
The next test for the economy will be the 

strength of the Christmas buying season. 
Consumers have been the strongest and 
most consistent source of growth in the ex-
pansion, accounting for nearly three-fourths 
of the economy’s rise (see Chart 1). They 
show no sign of letting up this Christmas.

In addition to the strong job market, 
consumers are buoyed by their solid balance 
sheets. They have deleveraged. Total house-
hold debt outstanding has hit a new high, 
but it has been a decade since the previous 
high, and incomes are much higher. The 
household debt-to-income ratio is close to a 
quarter-century low and is stable.

More important, the proportion of 
after-tax income that households must use 
to make payments and remain current on 
their debts has never been lower in the 35 
years of available data. Most households 
have also insulated themselves from rising 
interest rates by refinancing into long-term 
fixed-rate mortgages, on which the average 
coupon is only 4%. A record low one-fifth 
of household debt has an interest rate 
that adjusts within a year of a change in 
market rates.

Credit quality on mortgage and con-
sumer loans is about as good as it has ever 
been. Mortgage delinquency rates have 
never been lower, and although credit card 
delinquency rates are rising, they are still 
low by any historical standard and the re-
cent increase simply reflects a normalization 
of credit conditions (see Chart 2).

Lenders have eased up on their stan-
dards and credit is flowing freely. Credit- 
and retail-card lending is back to normal, 
as is consumer finance lending. Even 
home-equity lending has come back to 
life, as higher house prices have increased 
homeowners’ equity and lenders are more 
comfortable extending loans. It is also 
easier to qualify for a first mortgage loan to 
refinance and purchase a home, although 
standards are still a bit tight compared 
with pre-housing bubble historical norms. 
The only exception is vehicle lending, as 
vehicle lenders have responded to a weak-
ening in credit quality and have tightened 
their standards.

Wealth supercharger
Supercharging consumer spending during 

this expansion has been the wealth effect. 
This goes to both the rapid rise in asset 
prices and the sensitivity of households’ 
willingness and ability to spend in response 
to changes in their wealth.
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The increase in household wealth has 
been stunning. Since their bottom near 
the nadir of the Great Recession in early 
2009, stock prices have rocketed higher. 
Based on the Wilshire 5000, the value of 
all publicly traded stocks has risen from 
$7.5 trillion to $26 trillion. Over the past 
18 months, since the last significant stock 
market correction, they are up close to 
30%, equal to a gain in stock wealth of 
more than $6 trillion.

The revival in house values has also been 
impressive. House prices hit bottom in early 
2012 after a long, painful 30% crash in 
prices during the housing bust. Since then, 
prices have fully recovered and are at record 
highs. The value of housing owned by house-
holds has risen from a low of not quite $16 
trillion to about $24 trillion. Over the past 
18 months, house prices are up almost 10%, 
equal to an increase in housing wealth of 
close to $2 trillion.

The impact of changes in household 
wealth on consumer spending is evident 
in the strong inverse relationship between 
wealth and the personal saving rate (see 
Chart 3). The simple correlation coef-
ficient between the ratio of household 
assets to disposable income and the 
personal saving rate over the past more 
than 50 years is a strong -0.84. That is, 
rising asset values are associated with 
declining personal saving, and thus more 
consumer spending.

That the relationship remains strong to-
day is clear that over the past five years, dur-

ing which the assets-to-disposable income 
ratio has surged close to a record high, the 
personal saving rate has been halved from 
7% to 3.5%. The only other time the per-
sonal saving rate was lower was during the 
housing bubble in the mid-2000s.

Based on econometric analysis, Moody’s 
Analytics estimates that the wealth effect 
on total consumer spending is 4.5 cents. 
That is, for every $1 change in household 
wealth, consumer spending ultimately 
changes by 4.5 cents. More than one-fifth of 
the growth in consumer spending during this 
expansion, and closer to half the spending 
over the past year, is thus due to the wealth 
effect. Wealth effects peak one year after a 
change in wealth, and they are asymmet-
ric—larger when asset prices are falling than 
when prices are rising.

Wealth threat
This highlights the significant support 

the Federal Reserve’s quantitative easing has 
provided the expansion. One of the principal 
channels through which QE and resulting 
lower long-term interest rates impact the 
real economy is through higher asset prices 
and the resulting wealth effects. At its peak 
impact in late 2013, QE reduced 10-year 
Treasury yields by approximately 100 basis 
points, lifting stock prices by more than 15% 
and house prices by almost 10%. The Fed’s 
QE lifted real GDP growth via the wealth 
effect by more than 75 basis points on a 
cumulative basis by the end of 2013. This 
is not quite three-quarters of the total esti-

mated increase in real GDP due to the Fed’s 
QE programs.

With the Fed now winding down its QE 
and the prospects for higher interest rates, 
risks are rising that asset prices will come 
under pressure, and the wealth effect fades 
or—even more serious—weighs on eco-
nomic growth. With stock prices at record 
highs, and most measures of stock valuation 
stretched, there is a real threat of a signifi-
cant and persistent decline in stock prices 
(see Chart 4). A once-and-for-all decline in 
stock prices of 10%, consistent with a typi-
cal stock market correction, would ultimate-
ly reduce real GDP by about 70 basis points 
via the wealth effect. A sustained 20% de-
cline, consistent with a bear market, would 
result in an economy that is barely growing 
and at risk of sliding into recession.

The risk of a decline in house prices is 
much lower, but given that housing in some 
parts of the economy appears overvalued 
relative to incomes and rents, the possibil-
ity increases that house price growth will 
slow meaningfully.

The American consumer is key to the 
U.S. expansion and, given our large trade 
deficit, the global economy. Fortunately, 
consumers are enjoying significant tailwinds. 
However, it is critical that stock and hous-
ing values hold their own. The wealth effect 
is powerful, and declining stock or housing 
prices could quickly overwhelm all the posi-
tives now powering consumer spending. 
This is not the most likely outlook, but it 
bears watching.
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Monetary policy
The Federal Reserve is expected to steadi-

ly normalize interest rates over the remainder 
of the decade. This will entail three or four 
25-basis point rate hikes each year, with the 
federal funds rate peaking near 4%. This is
just above the Moody’s Analytics 3.4% esti-
mate of the long-run equilibrium funds rate 
or r-star. The next increase in the funds rate
is expected at the December meeting of the
Federal Open Market Committee.

Driving the expected normalization in 
monetary policy is an economy that is op-
erating beyond full employment. Both the 
unemployment rate at just over 4% and the 
sub-8% underemployment rate are below 
our estimates of the natural rate. The labor 
market is sure to tighten substantially more 
given that the current pace of job growth is 
more than double that necessary to employ 
those coming into the labor force.

Inflation is also expected to steadily accel-
erate, from under its 2% target as measured 
by the growth in the core consumer expendi-
ture deflator, to a high between 2.5% and 3% 
by 2019. Fueling the stronger inflation will be 
the tight labor market, strong rent growth, 
and greater medical care inflation. Somewhat 
higher oil and other commodity prices will 
offset impacts on inflation of an anticipated 
modest strengthening of the U.S. dollar.

There is a consensus that the federal funds 
rate consistent with normalization—the long-
run equilibrium rate—has fallen since the cri-
sis, but there is little consensus on how much. 
The Moody’s Analytics 3.4% estimate of the 
long-run equilibrium rate is down from over 
4% before the crisis. Fed officials believe the 
equilibrium rate has fallen to just below 3%. 

The equilibrium rate is consistent with 
the sum of the Fed’s 2% inflation target and 
the economy’s long-run potential growth 
rate. We estimate the current equilibrium 
rate to be closer to 2.5%, due to a number 
of temporary headwinds, including the 
adjustment to a significant increase in the 
required capitalization and liquidity of the 
post-crisis banking system.

Normalization of monetary policy also 
means that the Fed will allow its balance 
sheet to diminish. The balance sheet swelled 
to nearly $4.5 trillion in Treasury and mort-
gage securities as a result of four rounds of 
quantitative easing. In a full-employment 
economy, the Fed’s balance sheet should be 
closer to $3 trillion. The Fed has begun to 
right-size its balance sheet by allowing the 
securities it owns to mature and prepay.

Fiscal policy
The federal government’s fiscal situation 

has begun to weaken. The budget deficit 
came in at $666 billion in fiscal 2017, equal to 
nearly 3.5% of GDP. This is up from less than 
$600 billion in fiscal 2016. The deficit hit its 
nadir of $439 billion in fiscal 2015, equal to 
2.4% of GDP, which will be the best fiscal 
performance for the foreseeable future.  

After a number of years of austerity, fis-
cal policy has become a small positive for 
growth, adding about 20 basis points to per-
year real GDP growth for the past three years. 

Lawmakers will be busy as the Trump ad-
ministration pushes its fiscal policy agenda. 
While this agenda is very uncertain, we are 
assuming there will be tax cuts costing more 
than $500 billion over the next decade on a 
static basis. The majority of the cuts will be to 
corporate taxes. More government spending 
on veterans’ benefits and the military is ex-
pected, and while more infrastructure spend-
ing is not as sure, the president supports it. 

There is also the sequester—the across-
the-board spending cuts that were suspend-
ed as part of the 2013 budget deal. Unless 
lawmakers make a change, it is set to kick 
back in with the current fiscal year. The se-
quester cuts to defense and mandatory en-
titlement programs likely will be suspended 
or eliminated, but Republican policymakers 
will allow the cuts to most nondefense dis-
cretionary programs to take effect. Even so, 
government spending seems set to increase 
by almost $500 billion over the next decade.

President Trump’s tax and spending 
policies are assumed to be largely deficit-

financed, and thus will add approximately 
$1 trillion to the cumulative budget deficits 
over the next decade. The nation’s debt-to-
GDP ratio will be more than 2 percentage 
points higher by the end of Trump’s term 
than if there were no change in fiscal policy.

U.S. dollar
The real broad trade-weighted U.S. dollar 

has weakened this year. Behind the recent 
softness is the stronger global economy. 
Given the better economic backdrop, the 
European Central Bank signaled it will soon 
begin tapering quantitative easing; the next 
step is to begin normalizing rates, though 
that is a way off. The Bank of Canada began 
raising short-term rates, and the Bank of 
England is signaling its intent to soon adopt 
a less accommodative monetary stance.

The Trump administration’s political 
problems and investors’ diminished expecta-
tions have contributed to the softer dollar. 
The dollar is expected to soon stabilize 
and to appreciate a bit over the next two 
years as the Federal Reserve normalizes 
monetary policy. 

Energy prices
Oil prices are hovering close to $55 per 

barrel. U.S. gasoline prices have jumped 
recently because of Hurricane Har-
vey and are close to $2.75 per gallon of 
regular unleaded.

Oil prices will remain volatile but are 
expected to slowly rise. Underlying this 
outlook is the sharp pullback in investment 
in North American shale oil production. 
OPEC has also moved to curtail production, 
and higher-cost non-OPEC producers in 
the North Sea and Arctic are also curtailing 
investment plans.

The long-run price for oil is estimated to 
be $55 to $60 per barrel.

Brent oil prices should narrow relative to 
West Texas Intermediate, given the reversal 
in the Seaway oil pipeline and other projects.

Natural gas prices will remain low for the 
next decade. 
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BROAD VIEW

Forecast Risks
BY MICHAEL FERLEZ

 Geopolitical tensions
Geopolitical tensions outside the U.S.

transmitted through international trade, con-
sumer sentiment and financial markets pose 
an indirect threat to the U.S. economy. The 
U.K. has begun the formal process of with-
drawing from the European Union. Although 
the dire Brexit scenarios have yet to material-
ize, much depends on what kind of agree-
ment the U.K. and EU are able to negotiate. 
Less than cordial terms of a U.K. withdrawal 
from the European single market would not 
only disrupt financial markets but also lower 
the growth outlook in the U.K. and the EU. 

Within the euro zone, political uncer-
tainty is once again on the rise. In Germany, 
Angela Merkel and her Christian Democratic 
Union secured their fourth term, but their 
victory was far from convincing, making it 
more difficult to form a coalition govern-
ment. Also, for the first time since World 
War II, a far-right party will hold seats in the 
Bundestag. Meanwhile, as a barometer for 
next year’s national election, Italy’s far-right 
Five Star Movement tallied the second most 
votes in regional elections held in Sicily. Like 
Germany and France, Italy is a country with-
out which the EU cannot survive. 

Outside of Europe, tensions with North 
Korea pose an intensifying downside risk. Sa-
ber-rattling between the U.S. and North Ko-
rea has raised tensions to an unprecedented 
level. Continued provocations risk upending 
financial markets, or something much worse. 

 Trade and immigration
President Trump’s strong protectionist

stance on immigration and trade, especially 
anti-China and anti-Mexico trade rhetoric 
and the desire to renegotiate key trade 
agreements, poses a significant downside 
risk to the forecast. Though the baseline 
forecast does not assume a trade war, it 
would not be surprising if foreign countries 
retaliated in kind against U.S. tariffs. Should 
this scenario play out, growth in the U.S. 
would fall short of expectations. Immigra-
tion adds to uncertainty as undocumented 

workers leave the country, leading to a 
contraction in the labor force. Tighter im-
migration policies, including a proposed 
plan to limit the number of green cards, 
would dampen population growth, which 
is already at its slowest rate since the 
Great Depression.

 Renewed global growth
Despite numerous geopolitical risks, the

global economy is strengthening and there 
are reasons to be optimistic that growth will 
be even stronger in the years ahead. Nearly 
10 years after the recession, all the world’s 
major economies are growing. U.S. growth 
has accelerated after a sluggish first quarter, 
and the euro zone is expanding at the fastest 
rate in two years. South America is on the 
path to recovery after a two-year recession. 
Asia will remain the world’s fastest-expand-
ing region, with stabilizing growth in China 
driving broad-based expansion. Assuming the 
global economy can avoid serious setbacks, 
solid economic fundamentals could usher in 
a period of stronger economic growth. 

 China 
A hard landing for China would deal a

serious blow to the global economy. Recent 
economic data from China have been mixed, 
but the world’s second largest economy has 
stabilized following turbulence in 2015 and 
2016. The Chinese economy expanded by 
6.7% in 2016, and only slightly slower gains 
are expected this year. Growth will deceler-
ate over the medium term as the govern-
ment attempts to rebalance the economy 
toward more domestic consumption. 

Uncertainty lies in China’s ability to 
maintain sturdy growth and the impact of its 
interventions in the foreign exchange market 
on other global markets. China’s expansion 
has been supported by a massive buildup in 
credit that poured into property investments 
and other projects. This has led to overcapac-
ity in some industries and a frothy housing 
market. Should property prices tumble, 
the resulting sharp drop in asset quality in 

China’s banks could heighten stress in the 
domestic financial sector, with significant 
spillover effects on global financial markets. 
Chinese officials are working to tighten lend-
ing standards and rein in the shadow banking 
system. A policy misstep during this process 
could have significant impacts on both finan-
cial markets and the global economy.

 U.S. fiscal policy
In September, Trump was able to strike a

deal with congressional Democrats to pass 
a three-month continuing resolution and a 
suspension of the debt limit for the same 
amount of time. However, the deal only 
postpones a potentially bruising fiscal show-
down until December. A shutdown during 
the holidays would do more economic harm 
than in the fall because of the sheer amount 
of consumer spending. Once the debt ceil-
ing kicks in again in December, the Treasury 
will have fewer extraordinary measures at its 
disposal than in March when the statutory 
limit was last reinstated. This means that 
Treasury will be able to stave off the dead-
line to raise the debt limit only into early 
to mid-spring at most. Finally, the looming 
fiscal showdown could distract lawmakers 
from tax reform in the intervening period.

 Productivity
Productivity growth has been lackluster

in the aftermath of the financial crisis. Since 
the recession, nonfarm business productivity 
has averaged a disappointing 1% per an-
num. The decline in productivity that stems 
from the pullback in business investment is 
especially concerning. Restrictions on legal 
immigration and the accelerated deporta-
tion of undocumented workers could affect 
long-run productivity as well, as immigrants 
have historically been a key driver of busi-
ness creation and have played an important 
role in the tech industry. With the U.S. at or 
near full employment, unless productivity 
gains begin to improve, the economy will 
not deliver on GDP, income, profits, tax rev-
enue and asset returns.
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