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The global recovery is in full swing, but some signs suggest things may change.

Key Takeaways

Recent economic data continues to deliver good news: The labor market is strong, the U.S. economy is expanding, and U.S. markets are performing quite well. But in our latest checkin with Lisa Emsbo-
Mattingly, Fidelity's director of asset allocation research, we asked if she sees any warning signs that might temper investors' enthusiasm. Her response: Watch out for signs of weakness in commercial
real estate and auto loans, as well as the potential impact of changes in global monetary policy.

Q. What is your outlook for the U.S. economy based on the latest series of positive data?

Emsbo-Mattingly: If we look at the U.S. and beyond, we're seeing the kind of global synchronized recovery that we haven't seen since the start of the post-financial crisis recovery that began in late 2009.
But even amid this recent strong performance, I still see a few potential problems that we're keeping an eye on.

We examine the business cycle by looking at 3 main drivers: the profit cycle, the credit cycle, and the inventory cycle. While the profit and inventory cycles are generally in good shape, we're starting to get
concerned about the credit cycle. There are 2 sectors, in particular, that we're watching: commercial real estate and vehicles.

Q. What's happening with commercial real estate and vehicles?

Emsbo-Mattingly: On the commercial real estate side, we're starting to see some difficulties related to overcapacity. We've had a major increase in multifamily housing capacity over the last 7 years, and
vacancy rates are starting to rise. We're also seeing evidence that the hotel sector may be building too much capacity relative to demand.

Finally, commercial real estate tied to the retail sector is in trouble because the brick and mortar retail industry is seeing large scale capacity reductions. Retail employment is falling year-over-year, which
is something we typically see only during recessions.

In the auto sector, access to credit appears to be tightening. Even though the Fed has only raised rates a few times, those increases may be impacting the auto loan market. We're also seeing used car
prices come down and new car prices coming under pressure. The auto industry is using lots of incentives to support sales volume, but even those efforts don't appear to be helping the sector grow.

So while the U.S. economy in aggregate looks fine, we seeing some very early cracks in the credit cycle that we're concerned about.

Q. You mentioned the Federal Reserve's recent interest rate hikes. What do you expect from monetary policy going forward?

Emsbo-Mattingly: Given the strong labor market numbers we've seen recently, I'm sure the Federal Reserve is scratching its head and wondering why we still aren't seeing robust wage growth. Wages
have accelerated a bit the last couple of years, but not as much as we expected. That might be due to the kinds of jobs being created, which tend to be lowerpaying, as well as the relatively younger age
of the employees being hired, because younger workers tend to be paid less than older ones.

Recent economic data shows strength.

Looking ahead, shifts in monetary policy suggest possible changes in economic trends.

The current business cycle environment suggests it is not a good time to make large asset allocation bets.
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Views expressed are as of the date indicated and may change based on market and other conditions. Unless otherwise noted, the opinions provided are those of the speaker or author, as applicable, and
not necessarily those of Fidelity Investments.

Keep in mind that investing involves risk. The value of your investment will fluctuate over time, and you may gain or lose money.

Stock markets are volatile and can fluctuate significantly in response to company, industry, political, regulatory, market, or economic developments. Investing in stock involves risks, including the loss of
principal.

Foreign securities are subject to interest rate, currency exchange rate, economic, and political risks, all of which are magnified in emerging markets.

As a result, I believe the Fed is still watching and waiting for wage inflation to accelerate.

With the unemployment rate likely to continue to fall, the Fed may feel more comfortable raising rates again later this year.

The second area of Federal Reserve policy to consider involves the balance sheet. After the financial crisis, the Fed dramatically expanded the size of the assets it holds by purchasing Treasuries and
mortgage-backed securities. Now, the Fed has said it will allow the assets that it holds on the balance sheet to decline by not purchasing new assets when existing holdings mature. So we expect the
Federal Reserve to continue to engage in some form of tightening, whether it's balance sheet reductions or interest rate tightening.

Q. How does the Fed's stance compare to monetary policy in other major economies?

Emsbo-Mattingly: It fits in with a broader tightening trend we're seeing around the world. Since the end of 2015, the European Central Bank (ECB) has engaged in an aggressive monetary policy, initiating
negative interest rates and major asset purchase programs. Fastforward to today, and we see second-quarter Eurozone GDP growth in the mid-2% range? a very strong number for the European
economy. Inflation, while still low, is starting to move upwards. As a result, I believe that sometime in the next 6 months the ECB is going to start backing off on some of those policies.

Meanwhile, China's central bank has also started tapping on the brakes. They've tightened some of their benchmark lending rates, and we've seen credit expansion and money supply growth decelerate.
So when you take these 3 examples of the Fed, the ECB, and the Chinese central bank cautiously moving toward tightening, we're setting up for a very different environment in terms of monetary policy
than we saw even a few months ago.

Q. What might these trends mean for investors?

Emsbo-Mattingly: One of the things I'd highlight is the unusually low level of volatility we see in almost all major stock markets. I worry that a change in monetary policy may start showing up in the form of
higher volatility and increased market uncertainty. When you add the fact that valuations for risk assets are relatively high, you have the potential for greater market challenges.

Think of it this way: When valuations are cheap and there's uncertainty in the markets, you can still fall back on the fundamental value of the asset you're buying. But if the asset is expensive and you have
a volatility event, you don't have as big a margin of safety. While I don't recommend that investors buy or sell solely because of valuation, higher valuations should be a warning sign that you're not as safe
as you would have been if you were taking on risk 5 or 6 years ago, when we were at an earlier stage of the economic and market recovery.

As I've said before, I believe we're still in the mid-stage of the economic cycle, but approaching the late stage. This is not the time to make big moves to become more conservative or to take on more risk.
At times like this, I think it may make sense to stick to your strategic allocations and watch for a clear signal that we've entered the next stage of the cycle.
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