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Current Asset Allocation, as at January 1, 2015

GLOBAL STRUGGLES, 
DEFLATION TROUBLES
We expect the sluggish global economic 
expansion to continue in 2015. Our below-
consensus global GDP growth forecast is 
3%, just barely higher than growth in 2014, 
which will likely register a disappointing 
2.9%. Global growth will likely remain slow 
and unsynchronized. Lower energy prices 
will likely mean that many developed and 
emerging central banks will undershoot 
their inflation targets. On the positive side, 
the growth benefits of lower energy prices 
combined with aggressive monetary  
policy initiatives, led by the European 
Central Bank, should keep the global 
expansion alive.
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Highlights
Fixed Income Versus Equity: Global equity markets hover 
around our assessment of fair value. However, on an equity 
risk-premium basis and compared to bond yields, equities 
remain attractive.

Equity: The right conditions are moving into place for emerging 
markets to start to outperform once again. Canada’s score on 
our regional equity ranking remains neutral and that situation 
is not expected to change rapidly.

Fixed Income: Given the deflationary impact of the negative 
oil shock and low yields elsewhere in the world, the upside for 
bond yields in the U.S. and Canada should be limited. 

Currencies: Canada’s monetary policy outlook relative to the 
U.S. is not supportive for the currency. While the U.S. Federal 
Reserve (Fed) now seems more determined to hike rates 
in 2015, the Bank of Canada (BoC) shows no intention of 
following suit. Continued weakness in energy prices only adds 
to the loonie’s woes. 

Expected Returns 
We are increasing the probability of our base case Sluggish 
Expansion scenario to 55% for the next 12-month period. In 
the absence of economic or financial imbalances, this economic 
expansion could become one of the longest on record. We 
are also increasing the probability of the Global Slowdown 
scenario to 30%. In this scenario, accommodative monetary 
policies are less effective, as even extremely low interest rates 
cannot revive the appetite for borrowing.  Finally, we are 
decreasing the likelihood of a Global Renormalization to 15%. 
Our more-positive scenario could come from stronger-than-
expected benefits related to energy price declines. 

Expected returns for the 12-month 
period, beginning January 1, 2015

In Canadian Dollars In Local Currency

Global 
Renormalization

Sluggish 
Expansion

Global 
Slowdown

Global 
Renormalization

Sluggish 
Expansion

Global 
Slowdown

Probabilities 15.0% 55.0% 30.0% 15.0% 55.0% 30.0%

Canada Money Market 1.1% 1.0% 0.7% 1.1% 1.0% 0.7%

Canada Bond -1.0% 1.0% 4.3% -1.0% 1.0% 4.3%

Canadian Federal Government Bond -2.5% 0.0% 5.9% -2.5% 0.0% 5.9%

Canada Corporate Bond 1.3% 2.4% 1.5% 1.3% 2.4% 1.5%

Canada RRB -1.1% 0.0% 4.6% -1.1% 0.0% 4.6%

Canada High-Yield Bond 9.0% 6.5% -3.3% 9.0% 6.5% -3.3%

International Government Bond -5.7% -1.5% 12.3% -4.6% -1.4% 1.8%

Canada Equity 14.5% 6.8% -10.5% 14.5% 6.8% -10.5%

United States Equity 6.7% 6.3% -6.4% 12.4% 3.5% -12.6%

International Equity 13.8% 8.8% -4.4% 13.7% 9.8% -11.3%

Emerging Equity 11.6% 10.9% -10.2% 12.4% 10.0% -12.6%

Source: CIBC Asset Management Inc.
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Global Outlook
Sluggish Expansion

We expect the sluggish economic expansion to continue in 
2015. Our below-consensus global GDP growth forecast is 
3%, just slightly higher than growth in 2014, which will likely 
register a disappointing 2.9%. Global growth is expected to 
remain sluggish and unsynchronized. 

Europe is struggling to generate self-sustaining growth but 
is burdened with high unemployment, slow progress on 
economic reforms and a banking system focused on balance 
sheet reduction. This has resulted in stunted lending growth 
that does not foster economic activity. Meanwhile, the U.S. 
economy continues to outperform the rest of the world with 
stronger-than-expected economic numbers that provide 
hope for sustained global economic expansion. Growth 
divergence is also pronounced in the emerging world. Certain 
large emerging market economies (e.g. China and Brazil) are 
experiencing decelerating growth, while others (e.g. India, 
Indonesia, Turkey) face an improved outlook with lower oil 
prices and improved macroeconomic decisions. Monetary 
policies aimed at controlling inflation and fiscal reforms, 
such as the removal of oil subsidies, should improve both 
the credibility of the governments and the macroeconomic 
performance of these countries. 

This out-of-sync global economic expansion is generating 
important benefits, as central banks can be more aggressive 
with monetary policy or more patient before raising interest 
rates. As mentioned in our last quarterly forecast, expansions 
are typically interrupted by tighter monetary policy or financial 
excesses – housing or stock market bubbles that burst and lead 
to an economic bust. In the absence of economic or financial 
imbalances, this economic expansion could become one of the 
longest on record.

A new macro theme that surfaced in late 2014 was the sharp 
decline in energy prices; a special section of this edition of 
Perspectives is devoted to this subject. Overall, we expect 
lower oil prices to mildly boost global growth and materially 
depress headline inflation over the coming year.

We expect global inflation to reach 2.3% by the end of 2015. On 
one hand, lower energy prices will challenge many developed 
and emerging (China and many parts of Asia) central banks 
to achieve their inflation targets in 2015. On the positive side, 
the benefits of lower energy prices and aggressive monetary 
policy initiatives, led by the European Central Bank (ECB), 
form the core of our Sluggish Expansion scenario. We have 
increased the probability of this scenario to 55% from 50%.

Alternative Scenarios 

Global Renormalization  

Our more-positive scenario could come from 
stronger-than-expected benefits related to energy 
price declines. This could lead to stronger global 
consumer spending, as consumers may spend most 
of their savings from lower energy costs instead 
of reducing their debt or saving more. This could 
coincide with the end of deleveraging by European 
banks, which would foster better lending activity 
and stronger consumption in the eurozone, leading 
to a stronger-than-expected economic recovery. This 
scenario would bring renormalization of monetary 
policies sooner than expected, starting with the U.S. 
Federal Reserve in 2015. However, we are reducing 
the probability of this positive scenario from 25% to 
15% for a number of reasons, detailed below.

Global Slowdown 

In this scenario, we see a gradual change in 
consumer and corporate behaviour, as they adapt to 
growing debt burdens and a marked deterioration 
in demographics. Seven years after the financial 
crisis, total public and non-financial private sector 
debt has reached new highs. According to the Bank 
of International Settlements (BIS), “…total non-
financial debts in advanced economies rose by 67%, 
from 212% of GDP in 1999 to 279% in 2014. Of  
this increase, more than half occurred since the 
financial crisis.”*

The sluggish lending growth of recent years may 
signal that consumers and corporations have 
reduced their risk tolerance. This may be due to 
high existing debt levels combined with a change in 
consumption habits related to an aging population. 
In this environment, accommodative monetary 
policies are less effective, as even extremely low 
interest rates cannot revive the appetite for 
borrowing. Combined with reduced government 
fiscal flexibility to spend to stimulate growth, these 
factors could produce an economic slowdown. 
A better approach for policymakers would be to 
address overdue structural reforms and present 
more credible fiscal consolidation plans to regain 
some fiscal policy flexibility. While adopting such 
policies would eventually raise potential growth, 
they would likely have an initial negative impact in 
the first year of implementation. We are therefore 
moving our Growth Slowdown scenario probability 
from 25% to 30% to reflect these growing risks.

*Hervé Hannoun, “Central banks and the global debt overhang,” Bank of 
International Settlements, November 2014.
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Fixed Income Versus Equity
Sailing Through Crosswinds

Equity markets will likely face growing structural economic 
headwinds as we continue to navigate the current prolonged 
economic cycle. The first headwind, the impact of an aging 
population, is growing more prominent in our analysis. 
An aging population means the labour force is expanding 
more slowly and working fewer hours, which in turn is 
lowering trend productivity and economic growth potential. 
A challenging demographic outlook is even affecting China, 
with its one-child policy, and is only partially offset by the 
country’s rapid progress towards urbanization. The second 
headwind is a growing total debt burden that has afflicted 
developed economies since the early 2000s. Credit growth has 
been an important growth engine over the past decade, but 
its effectiveness has declined. As debt burdens have increased, 
additional credit growth has produced less economic activity. 
This combination of demographic shock and high debt levels 
could result in slower economic growth and translate into 
slower trend earnings growth.

A limited number of countries and sectors remain undervalued 
following more than five years of global equity rallies. On a P/E 
ratio basis, global equity markets hover near our assessment 
of fair value. On an equity risk-premium basis, however, global 
equities are still attractive. This is due to the very low short- 
term real interest rate structure created by the aggressive 
monetary policies of central banks. When compared to bond 
yields, equities remain attractive.

Over the next six to 12 months, very loose monetary policy 
conditions should continue to support equities. However, 
structural headwinds indicate more sluggish trend earnings 
growth, which will likely produce less attractive valuations. This 
is a sign that equity markets are entering a more mature stage 
and will probably be more sensitive to growth fluctuations 
compared to earlier stages of this bull market.

Equity Market Outlook 
Regional Differences

Since 2009, U.S. equities have been the best global performers, 
with an annualized return of 21.5%. Over that period, U.S. 
sales grew 3.9% annually—not a bad showing, but slower 
than nominal GDP growth over the same time frame. This is 
disappointing, as sales typically grow faster than the economy. 
Higher earnings stemmed from improved margins, achieved 
through lower interest expenses and a lower share of revenues 
going to labour. In fact, profit margins have risen since 1982, 
but investors have paid an increasingly higher price for the 
earnings improvement. Margin improvements have likely 
been exhausted, and sales growth will now need to accelerate. 
That could prove difficult with a stronger U.S. dollar and a less 
accommodative Fed following the end of quantitative easing. 

Europe is not as cheap as it used to be, based on a number 
of valuation measures. The ratios of price/trailing 12-month 
earnings, price/book value and price/dividends are at, or 
above, fair value. The cyclically-adjusted P/E (price/average 
earnings, last 10 years), still shows very attractive valuation 
in Europe. However, this assumes that trailing earnings will 
revert back to their historical trend. There are two issues 
with this assumption. First, the return to trend will likely be 
slower than in the past. Second, trend earnings include the 
exceptional profits that banks earned prior to the 2008 crisis. 
To lift earnings, growth needs to improve and recent euro 
weakness needs to be sustained. Even though the euro area 
is a large, relatively closed economy, the persistent euro over-
valuation has hurt the competitiveness of European companies 
over the last few years. However, the tide seems to be turning 
and recent euro weakness is expected to help lift earnings.

Emerging Asia is one of the few regions where strong 
fundamentals supported rising equity prices over the last 
five years. The MSCI Emerging Asia price index is up 13.9% 
annualized (in local currency terms) since the trough in March 
2009. Most of this is due to sales growth (+10.8%), while 
margins (+1.1%) and P/Es (+1.6%) rose marginally. This is a 
much healthier mix than many other regions, where P/Es or 
margins did most of the heavy lifting. While emerging markets 
have grown faster than the developed world for some time, 
this advantage has shrunk in recent years. At the same time, 
emerging market valuation has traded at an increasingly large 
discount to the developed world. Going forward, growth in 
emerging markets should stabilize and valuations could start 
to rise, reducing the discount to developed world equities. The 
right conditions are moving into place for emerging markets 
to once again start to outperform.

As for Canada, its score has remained neutral on our regional 
equity ranking and that situation is not expected to change 
rapidly. At the global economic level, lower oil prices shift 
wealth from oil-producing countries to oil consumers. The 
net effect is positive for the global economy. Unfortunately, 
Canada, as an oil producer, ends up on the losing side of this 
equation. Declining oil prices have led to a sharp correction in 
Canada’s energy sector that is also spreading to the rest of the 
market. Financials, the largest Canadian equity sector, have 
felt the impact as fears emerge about their energy-market 
exposure. Additionally, their loan growth may slow as the 
real estate market becomes unaffordable for highly-indebted 
consumers. On the positive side, Canadian banks remain well 
capitalized and net interest margins should stabilize.

Oil Outlook and Issues 
Since early 2014, our top-down estimates have predicted that 
oil prices would undershoot consensus forecasts. This was 
based on our expectation of lower-than-consensus economic 
activity and excess non-OPEC production growth. In previous 
quarterly forecasts, our estimates were $5 to $10 below the 
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market price at the time for West Texas Intermediate (WTI) oil. 
However, the fall in oil prices has been steeper than anticipated 
and, since their peak, oil prices have declined by more than 
45%. Declines of this magnitude and intensity don’t happen 
often; we count only four episodes of this magnitude in the 
past 40 years. This decline should have a meaningful impact 
on global growth and inflation and create winners and losers 
between oil exporters and oil importers. 

Global oil prices were steady in the first part of 2014 and 
only moved higher with strong seasonal demand in the early 
summer months. The price of crude oil peaked in late June with 
the ISIL incursions in Iraq. However, as it became apparent that 
crude supply would not be disrupted, prices started to decline. 
Supply from Libya also increased unexpectedly. With the 
IMF’s downgrade of global growth in late July, crude demand 
assumptions were reduced and oversupply was ensured. 
During this period, additional U.S. advances in the application 
of horizontal drilling and fracture stimulation technology did 
not go unnoticed by the core members of OPEC. They could 
choose to support higher prices with supply cuts, which would 
in turn support further U.S. market share gains. Alternately, 
they could maintain supply and reduce crude prices in the short 
term to discourage continued U.S. supply growth. Ultimately, 
supply was maintained.

Any estimate of the impact of lower oil prices on economic 
activity requires a number of assumptions. First, how much of 
the oil price decline is due to excess supply versus lower-than-
expected oil demand? Second, since lower oil prices can have 
an impact similar to a tax cut, how much of these tax savings 
will be spent—positively impacting growth—and how much 
will be saved? Third, how do we estimate the new price level 
for a barrel of oil?

The difficulty in assessing the oil price outlook is compounded 
by the fact that the price-setting process is changing, creating 
what some have coined the “new oil order.” This describes 
a loss of influence in calibrating oil supply from the OPEC 
cartel to an uncoordinated group of independent producers 
with individual motivations and differing objectives. For 
independent producers, the decline in oil prices will result in 
lower demand and pricing for drilling and fracture services, 
lowering the producers’ cost of production. Given current and 
future estimates of production costs, we believe crude prices 
below $70 per barrel in the U.S. will significantly reduce supply 
from this region. At the time of writing, the oil market is  
still adjusting to this new pricing process, which creates 
unusual uncertainty. 

From an economic growth perspective, the data on oil supply/
demand seem to point to some degree of excess production. 
This could explain at least part of the recent oil price decline. 
While we should not underestimate the recent sluggish 
growth in Europe and China as a source of weaker demand, 
the decline in oil prices should lead to a net positive growth 
impact for the global economy. Although the positive impact 

from a decline could be small, it is widespread across larger 
economies (Japan, U.S., India, Korea, Turkey) and outweighs 
the negative impact, which is concentrated across a smaller set 
of oil exporters (Russia, Norway, Canada, Malaysia).

Declining oil prices should help moderate inflationary 
pressures. The disinflationary impact should be stronger in 
many emerging markets, where policy-makers more often 
target headline inflation than core inflation. In addition, 
the CPI weights in food and energy are relatively larger in 
many emerging markets compared to developed markets. 
This disinflationary trend could help local central banks ease 
monetary policy earlier than previously anticipated and force 
developed market central banks to adjust their respective 
policies. 

For the ECB, the risk of CPI dipping below zero is very real 
if energy prices remain at recently depressed levels. This 
practically guarantees that the ECB will adopt sovereign 
quantitative easing early in 2015. Meanwhile, lower imported 
oil prices and a stronger U.S. dollar will team up to push 
inflation further away from the Fed’s inflation target—
important reasons why our estimates for the timing of the U.S.  
rate hike are farther in the future than the consensus.

Considerable uncertainty remains in the outlook for energy 
prices at the time of writing. There are still complex issues 
to evaluate on the oil supply side, such as the reaction of 
U.S. producers to lower prices. Russian producers have 
been insulated from the decline in energy prices since 
their production costs remain in local currency, while their 
revenues are denominated in U.S. dollars. Additionally, the 
responsiveness of oil demand to lower prices has likely changed 
from historical precedents. For example, the U.S. dependence 
on oil has diminished and lower prices may not trigger the 
strong demand response of the past. India and Indonesia 
are taking advantage of lower energy prices to lower their 
energy subsidies. This will dampen the decline in energy 
prices in those countries and mute the demand response. All 
these changes promise to make the environment difficult to 
predict, at least in the short term. Given the current supply 
and demand dynamics, we will be working with lower energy 
prices in most of our 2015 scenarios.
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Fixed Income Outlook

A Continued Low-Interest-Rate Environment

•  Given the deflationary impact of the negative oil shock, we 
are now working with lower 12-month targets for interest 
rates. We forecast 2.75% for U.S. 10-year Treasuries and 
2.25% for the Canadian equivalent.

•  Despite ongoing improvements on the economic front, 
the U.S. bond market will remain anchored by low yields 
elsewhere in the world. This should limit the upside for 
bond yields in the U.S. and Canada.

Bond markets managed to surprise in 2014 with a performance 
that was much better than consensus expectations. Instead 
of the widely expected pullback, North American bond 
markets will likely end the year with returns of around 6%. 
This fortunate outcome for bondholders was in part due to 
the U.S. Fed’s patience in gradually tapering its quantitative 
easing program. More importantly, the outcome was due to 
the anchoring effect of declining yields in other major bond 
markets such as the eurozone. 

What do we expect in 2015? Better U.S. economic prospects 
will not unavoidably lead to poor bond market performance. 
Our more-constructive-than-consensus outlook for fixed- 
income securities over the next year stems from the following 
potential developments:

First, as discussed in the European outlook section, the ECB’s 
only option to fight deflationary pressures will be to proceed 
with a sovereign debt purchase program (public quantitative 
easing or public QE). If implemented, the targeted level of 
balance sheet expansion will likely ensure that European 
government bond yields remain near current low levels and 
potentially result in some further decline in borrowing costs. In 
addition to the ECB’s actions, we also expect the central bank 
of Switzerland (SNB) to significantly strengthen its demand 
for eurozone bonds. This is an attempt to defend its currency 
peg against the euro, introduced several years ago. 

Furthermore, with Japanese authorities struggling to stimulate 
their economy and very little progress on its fiscal front, the 
Bank of Japan will stay ultra-accommodative and stick to its 
large bond purchase program. Demand for sovereign bonds 
will be well supported in Europe and Japan, implying that 
yields will stay at very low levels and limit the potential upside 
for bond yields in healthier economies.

In terms of relative performance, we expect the Canadian 
bond market to slightly outperform its U.S. counterpart. The 
drop in commodity prices should continue to weigh on the 
Canadian economy and force the BoC to be even more patient 
than the Fed. Despite some obvious challenges in sectors 
like energy, we believe that the recent widening in spreads 
of credit securities has created opportunities. Agencies and 
corporate bonds in general should outperform government 
securities in the next year.

Currency Markets

U.S. Dollar

With an average yearly appreciation of nearly 10% on a 
trade-weighted basis in 2014, this should be one of the best 
years in two decades for the U.S. dollar. Gains were broadly 
based as the greenback gained ground against most of the 31 
currencies in our investment universe, with particularly large 
gains against commodity currencies. The relative monetary 
policy backdrop was also very supportive throughout the year. 
The Fed has been sending clear signals that it will be shifting 
to a tightening mode at some point in 2015 if the economic 
data continues to improve. In sharp contrast, other central 
bankers in the developed world have nearly all been turning 
more dovish. 

We expect the U.S. dollar to remain well supported, owing to 
relative monetary policy expectations. The risk is the U.S. dollar 
may gain too much ground, too quickly. For the first time in 
six years, the U.S. dollar no longer qualifies as undervalued 
on an export-weighted basis. Based on our valuation metrics, 
it is now fairly valued. There is more potential upside for the 
greenback moving into 2015, but given the starting point, this 
upside could be more limited.

Canadian Dollar

The relative economic forces at work remain negative for the 
Canadian dollar. Similar to many other developed economies, 
Canada’s monetary policy outlook relative to the U.S. is not 
supportive for the currency. While the Fed now seems more 
determined to hike rates in 2015, the BoC shows no intention 
of following suit. 

Developments on the oil front are also tipping the scale 
downward. The drop in oil prices has been substantial and 
its impact on the Canadian energy surplus will likely be 
material. The potential hit could be significant, considering 
that Canada’s non-energy deficit now amounts to a whopping 
-$121 billion. The non-energy trade deficit stood at only 
-$63 billion when oil prices plunged in 2008. If oil prices stay 
depressed and foreign demand remains unchanged, Canada’s 
overall trade balance will likely be heading into negative 
territory, potentially reaching record proportions.
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The BoC estimates that the slide in oil prices will probably cut 
0.3% off GDP growth in 2015. The impact of declining oil prices 
on the Canadian economy should not be underestimated. 
While the direct impact via weaker terms of trade is significant, 
the indirect impact via a potential reaction by the BoC could 
be just as significant. Given the recent  changing conditions in 
the energy sector, the USD/CAD bilateral exchange rate could 
decline further to 1.19, assuming oil prices remain depressed.

Japanese Yen

Following the surprise Bank of Japan (BOJ) announcement 
of additional QQE (quantitative and qualitative easing) in 
October, the USD/JPY bilateral exchange rate significantly 
appreciated, well surpassing our 12- month target of 115. 

From a valuation standpoint, the yen now qualifies as 10% 
undervalued against the U.S. dollar. Looking at past history, 
the Japanese currency has rarely moved this deep into 
undervalued territory and has rarely stayed this undervalued 
for very long. The difference this time is that the BOJ is 
aggressively expanding its balance sheet while the Fed is 
not. The BOJ has also clearly signaled that it will continue 
to expand its balance sheet at a very fast clip until inflation 
reaches its target. This is unlikely to happen before 2016. For 
this reason, the yen is expected to stay weak over the next 
year. We are working with a revised 12-month target of 125 
for the U.S. dollar relative to the yen.

Euro

The monetary policy stances of the ECB and the Fed have 
never been on such different projected paths. While the 
ECB is getting ready to launch an ambitious sovereign debt 
purchasing program, the Fed has clearly signaled its intention 
to launch a monetary tightening campaign in 2015. Taken 
jointly, these developments are supportive for the U.S. dollar 
against the euro. Indeed, the euro has already lost substantial 
ground against the greenback. 

The question is whether this bilateral depreciation will suffice 
to jumpstart the moribund eurozone economy and anchor 
long-term European inflation expectations. While the euro 
has depreciated by more than 11% against the U.S. dollar, it 
has barely lost ground against other currencies on a trade-
weighted basis. The recent depreciation of the euro has not 
done much to correct fundamental imbalances in the eurozone. 
The euro remains overvalued and further weakness will be 
required to restore the eurozone’s competitiveness. We expect 
the euro to grind lower in 2015 and reach 1.15 by the end  
of 2015.

Regional Outlook 
Canada

•  The BoC’s forecast for an unwinding of household imbalances 
is off-track, increasing the odds of growth disappointment  
in 2015.

•  We expect the Canadian economy to shift into lower gear, 
with real GDP growth averaging +1.9% over the next 12 
months, a below-consensus forecast.

•  The sharp decline in energy prices is expected to push 
headline CPI inflation below 2.0% and shave 0.3% off GDP 
growth next year.

• The BoC’s only option is to remain on the sidelines.

The BoC remained relatively upbeat about the prospects for 
the Canadian economy in its last Monetary Policy Report 
(MPR), working with a 2015 forecast of +2.4% for Canadian 
real GDP growth. This forecast exceeds our own in-house 
assessment of +1.9%. What explains this divergence? The first 
difference relates to developments on the oil front. The BoC’s 
numbers do not account for the sharp drop in energy prices. 
If sustained, the slide in oil prices will cut an estimated 0.3% 
from GDP growth in 2015. 

The other key difference relates to the U.S. outlook. The 
BoC expects +2.9% real U.S. GDP growth in 2015, while our 
U.S. forecast calls for +2.5%. The BoC is more upbeat about 
the U.S. economy because it expects that consumption and 
residential construction will provide a strong boost to overall 
U.S. economic activity. We are not as optimistic.

Finally, the BoC has a rosier outlook for the Canadian consumer. 
It still pencils in a +1.3% contribution to GDP growth from 
consumer spending for 2015 (versus +1.4% contribution for 
2014). With employment growth less than 1.0%, Canadian 
households have no option but to take on more debt if they 
are to maintain last year’s spending pace. This is precisely 
what has been happening over recent months. However, this 
reacceleration in consumer credit growth means household 
imbalances have not been unwinding at the rate targeted by 
Canadian monetary authorities. Already at a record high of 
165%, the Canadian household debt-to-disposable-income 
ratio continues to trend even higher. In its last MPR, the BoC 
readily admitted that its forecast has been off-track and it 
seems ready to tolerate some further widening of Canadian 
household imbalances. 

Unfortunately, it isn’t just the debt load of Canadian 
households that is rising, so is business debt. Canadian business 
credit is increasing at a faster pace (+8.0%) than justified by 
fundamentals. Looking at the overall debt situation in the 
Canadian non-financial sector, the picture is not encouraging. 
Canada currently has a non-financial sector debt-to-GDP ratio 
of 198%, which continues to rise.

Such a heavy debt load considerably limits the growth 
potential of the Canadian economy. To get a sense of the 
proportions involved: over the last year, lending to the non-
financial sector increased by $182 billion, while the economy 
grew by $89 billion. In other words, every new dollar of credit 
injected into the economy translated to less than 50 cents of 
economic value. This essentially explains why, in recent years, 
growth has remained more sluggish than the BoC expected.
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Overall, the BoC’s forecast for the unwinding of household 
imbalances in Canada is off-track, increasing the odds of 
growth disappointments further down the road. For this 
reason, over the forecast horizon the BoC’s only option is to 
remain on the sidelines.

United States 

•  Our forecast calls for 2.5% average growth in U.S. real GDP 
for 2015, below consensus. The drop in energy prices will 
likely push headline CPI inflation into negative territory 
over the shorter term.

•  Assuming that wage inflation sufficiently accelerates, the 
Fed should start prudently hiking rates in the second half 
of 2015.

•  The Fed’s plans to tighten could be further delayed by the 
continued, broad-based appreciation of the U.S. dollar.

With 2014 finishing on a strong note, U.S. economic prospects 
for 2015 generally look promising. Consumer fundamentals 
have been gradually improving, fuelling hopes that the U.S. 
domestic economy will shift into higher gear. While we agree 
with the consensus directional view, we think this otherwise 
rosy U.S. outlook could have several shades of grey. Our 
forecast calls for 2.5% average real GDP growth in 2015 versus 
2.9% consensus expectations. On the positive side, U.S. labour 
markets have been improving all year. Employment is growing 
at nearly 2.0% on a yearly basis, with wages growing at about 
the same rate. However, there are two potential reasons why 
U.S. growth will likely be lower than generally expected.

The U.S. economy, similar to most developed economies, 
now has to cope with structural demographic headwinds. 
In particular, the aging U.S. population has important 
ramifications for the economy. It partly explains why household 
formation has been unusually low in recent years and why 
the housing recovery has unfolded so slowly. In addition, as 
households grow older, their propensity to spend and their 
willingness to take on more debt diminishes. For these reasons, 
the U.S. consumer and the housing sector are not likely to 
contribute to growth as much as generally expected in 2015. 

Economic projections for 2015 must also account for currency 
developments. In the United States, net exports are already 
acting as a drag on overall GDP growth. Consensus does not 
expect this drag to intensify, but the U.S. dollar has appreciated 
considerably and is now fairly valued on an export-weighted 
basis. In other words, American exporters are starting to lose 
some competitiveness. As the growth divergence between 
the U.S. and the rest of the world widens, the U.S. dollar will 
continue to strengthen and exert an even bigger drag on  
net exports. 

Assuming that wage inflation accelerates sufficiently, the Fed 
should start prudently hiking rates in the second half of 2015. 
However, the Fed’s plans to tighten could be further delayed 

by a continued broad-based appreciation of the U.S. dollar in 
the first half of 2015.

Europe 

•  Real GDP growth in the eurozone is projected at +0.8% 
for the next four quarters—a downward revision from our 
previous projection.

•  The risk of deflation in the eurozone is particularly high in 
2015. Our forecast predicts headline CPI inflation will drop 
to -0.5% in 2015 from 0.3% currently.

•  The ECB has no other option but to start buying sovereign 
bonds in early 2015.

It has been another difficult year for European policy makers. 
Germany, the growth engine of the eurozone, has stalled and 
inflation has surprised to the downside. Recognizing that the 
economic recovery has faltered, the ECB significantly revised 
its eurozone growth projections for the coming year. Its new 
growth numbers (+1.0%) are more aligned with our own 
in-house expectations. However, we are concerned that this 
slow growth won’t be sufficient to dissipate disinflationary 
pressures. Inflation will likely turn into deflation before 
heading closer to the ECB’s target of +0.7% in late 2015.

The risk of deflation in the eurozone is particularly high over 
the next year. European CPI inflation is now running at only 
+0.3%. The recent decline in oil prices, if sustained, will likely 
push headline CPI inflation into negative territory. Based on 
our calculations, the drop in oil prices will shave approximately 
1.0% off total CPI inflation. If nothing else changes, this 
implies that CPI inflation could decline from +0.3% to -0.7%. 
Unfortunately, deflationary pressures are also building in other 
CPI segments such as food, clothing and footwear, furnishings 
and recreation. Accounting for developments in all segments 
of the CPI, inflation could drop from +0.3% to -0.5% in 2015.

With real GDP growth projected at less than 1%, nominal GDP 
growth will likely move into negative territory. In this context, 
the ECB has no other option but to start buying sovereign 
bonds. The ECB will need to further expand its balance sheet 
by introducing a sovereign debt purchasing program (public 
QE) in early 2015. Public QE is expected to amount to at least 
€500 billion.

The sheer size of the projected balance sheet expansion clearly 
demonstrates that the ECB is determined to do whatever it 
takes to push eurozone inflation back into positive territory. 
Public QE will exert downward pressure on European sovereign 
borrowing costs and limit the risk of another European 
sovereign crisis. Consequently, downward pressures on U.S. 
Treasuries will also intensify. The indirect objective of the ECB 
is to weaken the euro by expanding its balance sheet more 
aggressively than most other major central banks. A weaker 
euro is designed to restore competitiveness to the eurozone 
while alleviating deflationary forces.
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China

Further Monetary Policy Easing is Likely in 2015

•  The Chinese economy is set to grow less than 7% in 2015, 
marking the lowest growth rate since the early 2000s. The 
adjustments in the residential real estate sector have not 
fully run their course and this will remain a weak spot for 
the economy in the first half of the year.

•  A sharp slowdown in credit growth accompanied by slowing 
inflation suggests that financial conditions are too restrictive 
in China. We believe the central bank has begun a new easing 
cycle and will become increasingly more accommodative  
in 2015.

The Chinese economy is expected to continue its economic 
growth deceleration in 2015, with our GDP growth estimate 
at 6.8%. The government will most likely reduce its official 
growth target to a range between 6.5% and 7%, closer to 
the economy’s sustainable growth rate. Over the next year, 
the economy is set to continue its slow rebalancing towards 
a greater consumption-led growth environment. Private 
consumption will likely accelerate at a rate over 7%, while 
growth in investment spending decelerates to a range 
between 6% and 6.5%. The sectors related to real estate and 
mining will weigh on the rest of the economy as excesses in 
these industries are slowly pared. 

The economic slowdown has also been reflected in the credit 
market. In the second half of 2014, new credit creation slowed 
significantly in both the traditional financial system and the 
non-traditional sector, also known as shadow banking. Total 
credit outstanding decelerated to +13.5% year over year 
(y/y) in Q4 2014 from +18% one year earlier. If the current 
trend persists, credit outstanding will grow by less than +10% 
y/y by mid-2015. This slowdown in credit was essential to 
secure financial stability in the Chinese economic system and 
stabilize the quickly rising debt-to-GDP ratio of non-financial 
corporations. Non-financial company debt is just below 
200% of GDP, which ranks at the high end of the range for 
an emerging economy. However, the slowdown in credit is 
causing some concern. With credit growth moving towards 
a healthier rate below +10% y/y in 2015, the next step is to 
avoid a hard landing.

The overall outlook for the economy suggests that we should 
expect a more accommodative central bank in 2015. The 
People’s Bank of China has already introduced several targeted 
policy interventions in the past few months as the economy 
struggled to maintain the government target growth rate of 
7.5%. The latest intervention was a reduction of lending rates 
by 40 basis points (bps) in late November. We think this marks 
the beginning of an easing cycle. 

China’s subdued inflation environment supports this view. 
Inflation has been much weaker than expected over the past 
year, with CPI averaging approximately 2%, 150 bps below 

the official target of 3.5%. In the near term, inflation will 
remain subdued as a result of declines in raw-materials prices. 
Producer prices are also showing no signs of an inflation 
recovery and are in the midst of the longest streak of annual 
price contraction in the past 20 years. From a monetary policy 
perspective, financial conditions are actually tightening in real 
terms because lending rates have not followed the slowdown 
in inflation. We expect an additional 100 bps of rate easing  
in 2015.

Signposts
Economic indicators that will help us determine if our Sluggish 
Expansion scenario is occurring as expected: 

Canadian Signposts 

•  Employment and wage growth
•  Oil price impact on trade balance (energy versus non-energy)
•  Investment growth 
•  Housing activity and property prices 
•  Foreign appetite for Canadian sovereign bonds

U.S. Signposts

•  Employment growth and wage growth (ECI) 
•  Core PCE inflationary pressures (pass-through from  

U.S. dollar strength and oil price decline)
•  Bank mortgage lending activity 
•  Domestic oil production 
•  Recovery in housing activity and house prices

Chinese Signposts

•  GDP growth mix (industrial production versus retail sales)
•  Lending to households and businesses 
•  Speed of currency appreciation (foreign exchange policy)
•  Relative sector equity performance 
•  Fiscal and monetary policy initiatives

Other Market Signposts

•  Japanese labour market wage growth
•  Japanese 2% inflation target
•  European bank lending surveys
•  European Purchasing Managers’ Indices (PMI)
•  Import versus export trends in current account  

deficit countries
•  Monetary policies in India, Turkey and Brazil to  

control inflation
•  Improving European job creation
•  U.K. employment and wage growth
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