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Economic and Financial Market Outlook 

Economic perspectives for 2015 

As 2015 is about to begin, we are at the crossroad in terms of economic outlook. We recently acquired the conviction that North American 
economies are finally out of the storm for good although some headwinds will persist into the new year.  

As a result, short term interest rates are expected to increase in the U.S. in the 
second-half of 2015 after five years of standing at near zero levels. The timing of 
these increases, which should be followed by hikes in the U.K. and Canada 
shortly thereafter, is still very much uncertain; it will depend on how quickly 
economic and financial headwinds subside. Among them, how fast will domestic 
labour market conditions normalize and how soon inflation targets can be reached 
are important elements to consider in determining when the Fed and the other 
central banks are ultimately going to pull the trigger.  

The U.S. being a relatively closed and diversified economy, it will only be 
marginally affected by subpar global growth as U.S. exports account for only 13% 
of GDP. Moreover, at 17% of GDP, imports will be declining with both falling oil 
prices and increasing domestic oil production. These two factors should help limit 
the deterioration of the American current account even as the strengthening U.S. 
dollar is making American exports less competitive and as the world demand for 
U.S. goods and services is weaker than anticipated as a result of weak global 
demand. 

In Canada, the economy is also gathering steam. The depreciated Canadian 
dollar and the recovery down south have helped our exporters and have 
contributed to rising inflation. The Harper government also announced some tax 
cuts this past fall. When combined with the lower price of gas, consumers should 
end up with more discretionary income and continue contributing to enhance 
economic growth in the new year. However, in spite of the fact that total inflation 
exceeded, three months in a row, the 2% target set by the Bank of Canada, two 
clouds remain on the horizon. These should inhibit any action from the Bank of 
Canada before the end of 2015.  

Firstly, the price of oil dropped considerably in recent months and will, regardless of the devaluation of the Canadian currency, temper the 
enthusiasm of Canadian oil producers and pressure both growth and inflation in Canada. 

Secondly, Canadian consumers are highly leveraged and thus cannot continue supporting indefinitely the growth of the economy. The 
housing sector is also fully valued. In this context, short term interest rates hikes appear to be off the table for most of 2015. Not only would a 
segment of highly indebted and vulnerable Canadian consumers have a hard time adjusting, but higher rates could cause trouble in the real 
estate market and dampen already weak investment expenses. Moreover, higher rates could prop up the currency and harm exports.  
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The Canadian dollar might temporarily weaken as the oil crisis persists but we expect it to remain relative close to current levels versus the 
U.S. dollar during most of the year; The Canadian dollar should also hold its own and more against the Euro and the Yen. There are four main 
reasons for this:  

1. The Fed should raise interest rates before the Bank of Canada does (after all, our short term interest rates in Canada, at 1%, are already 
higher than in the US);  

2. The U.S. economy appears stronger and its recovery much entrenched compared to the Canadian economy;  

3. Oil and other commodity sectors which represent a more significant chunk of our economy than they do in the US, are already a drag on 
our growth and should continue sliding into next year; and 

4. We need a lower Canadian dollar to support our exports which will be the motor of our recovery in 2015 as the Canadian consumer is 
relatively more indebted than its U.S. counterpart. 

The year 2014 should turn out to have been the one during which Europe finally abandoned its austerity policies. Although it remains to be 
seen in practice, ECB President Mario Draghi has already promised that Europe, once political and institutional hurdles can be cleared, will 
soon adopt further stimulative monetary measures. Europe's growth strategy would essentially mimic the plan the U.S. enacted over the last 
five years and which appears to have worked better than the austerity measures implemented by the Europeans. However, it is more than 
likely that this monetary stimulus will need to be accompanied by accommodative fiscal policies; another obstacle to cross as the Germans 
are still strongly opposed to such initiatives and as many other countries – already deeply indebted - have very little leeway in the matter. If an 
agreement was to be reached in early 2015, the Euro should resume its descent and could reach parity with the U.S. dollar by the end of 
2016. 

 

  

2014Q3 2014Q4 2015Q1 2015Q2 2015Q3 2015Q4 2013 2014 2015 2016 2013 2014 2015

Real GDP 2.8 2.5 2.5 2.5 2.7 2.7 2.0 2.4 2.6 2.7 2.7 2.5 2.6

    Consumption 2.8 1.7 2.1 2.1 2.1 2.1 2.5 2.9 2.3 2.2 2.8 2.8 2.1
    Business investment 0.5 2.8 3.6 4.1 4.2 4.2 2.2 -0.4 3.1 3.7 0.5 -1.1 4.0
        Non-residential structures -1.9 2.0 3.0 3.5 4.0 4.0 5.0 0.0 2.3 3.3 1.8 0.1 3.6
        Machinery and equipment 5.2 4.0 4.5 5.0 4.5 4.5 -1.7 -1.0 4.4 4.2 -1.9 1.3 4.6
    Residential construction 12.5 -1.5 -1.0 -1.0 0.0 0.0 -0.4 2.4 1.4 -0.1 0.0 4.3 -0.5
    Government spending 0.3 1.3 0.8 0.8 0.8 0.8 0.1 0.0 0.9 1.1 -0.4 0.3 0.8
    Exports 6.9 5.3 4.9 4.9 4.9 4.9 2.0 5.7 6.0 5.3 3.6 8.0 4.9
    Imports 3.9 2.2 3.0 3.3 2.9 2.9 1.3 1.6 3.4 3.5 1.7 2.6 3.0
Inflation 
    Total CPI (y/y % ) 2.1 2.2 1.9 1.5 1.8 2.2 0.9 2.0 1.8 2.0 0.9 2.2 2.2
    Core CPI (y/y % ) 2.0 2.3 2.2 1.8 1.9 1.9 1.2 1.8 1.9 2.0 1.2 2.3 1.9
Unemployment rate (% ) * 6.9 6.6 6.5 6.4 6.4 6.3 7.1 6.9 6.4 6.1 - - -
Employment 1.4 1.6 1.2 1.2 1.2 1.2 1.3 0.7 1.2 1.3 0.9 0.9 1.2
Housing starts (in 000s) * 199 185 180 180 180 180 188 189 180 180 - - -
Corporate profits (y/y % ) 10.4 11.0 6.9 3.8 4.1 3.4 -1.9 24.5 4.5 3.4 9.0 11.0 3.4
Nominal GDP 4.7 -0.7 2.5 3.3 3.7 4.0 3.4 4.3 2.6 4.1 3.8 3.6 3.4

*Av erage rate for the period.
Updated: December 2014

Annual Average Q4/Q4

Canada
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Perspectives on the financial markets for 2015 

Baring an increasingly probable correction before year end, according to several metrics we are following and which could eventually provide 
a more opportune entry point for investors, as they stand today, stocks will be under pressure in 2015.  

In our opinion, the U.S. equity markets are currently fully valued and investors should expect that returns will be more in line with their 
historical average of 6 to 7% next year; as opposed to the extraordinary returns observed over the past four years.  

The fact that interest rates are on the eve of an increase by the Fed - and eventually the Bank of Canada - also solidifies our view that stock 
markets will underperform in 2015 relative to the last couple of years.  

Undeniably, there is no avoiding it, the mechanics of higher interest rates and increased volatility will force a contraction of multiples which 
generally pushes equity prices down. On the other hand, improved earnings and forward earnings should normally accompany the economic 
recovery and help sustain equity prices.  

Moreover, a fall in the equity risk premium, as investors gain confidence in the strength and sustainability of the global recovery and as global 
headwinds continue abating, will also contribute to increase equity attractiveness and risk-taking on the part of investors and businesses.  

In this context, some portfolio allocation strategies might be rewarding as some sectors are likely better positioned to benefit from both trends 
(improved earnings perspectives and lower risk premium) while others might benefit from neither in a rising rate environment.  

Here are some of our recommendations: 

 Low dividend, low growth and low beta stocks with high payout ratios and relatively high indebtedness should underperform the most: 
their dividends won't have much room to grow and the already small risk premium imbedded in their cost of capital won't have much 
room to contract further.  

 By contrast, fast growth companies, with relatively low debt or high cash holdings as well as businesses paying high dividends and 
having low payout ratios should outperform as the risk premium required by investors to hold such stocks will likely contract in 2015. In 
addition, such companies could benefit from improved growth perspectives as well as from stock buybacks and dividend increases that 
both the recovery and their healthy financial positions should afford them. 

 North American companies in the technology sector, for instance, should benefit greatly from the confirmation of the U.S. recovery as 
their growth perspectives will improve as well as the higher risk premium imbedded in their cost of capital should normally be able to 
contract.  

 The more confident U.S. consumer, a growing economy creating jobs, the falling price of oil, the gradual return of the wealth effect and 
reduced household financial obligations should also, for instance, benefit American consumer discretionary stocks as consumers 
further open their wallet and start reducing savings.  

 Industrials should benefit as well if increased consumer spending encourages firms to invest and buy machines and equipment at a 
faster pace in 2015. Industrial firms in high growth industries mostly exposed to the U.S. economy should be the early benefactors from 
these developments as the American recovery will be confirmed in early 2015. The rest of the sector should eventually benefit when the 
global recovery takes hold later next year.  

 In other sectors, banking stocks, especially in the US, should benefit from a marginal increase in interest rates allowing them to grow 
their margins. Moreover, with a healthy economy inclining businesses to invest more, penalties related to the financial crisis mostly 
behind them, new regulations in place for the most part and more capital on their balance sheets, banks should be able to increase their 
dividends significantly in 2015.  Finally, on a book value basis, when compared to Canadian banks, American banks appear 
undervalued.  
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 We also like businesses in the pharmaceutical sector as they appear undervalued as many have very low debt and, at current 
valuation, are also paying a generous and stable dividend.  

 The same goes for REITs as many such businesses represent reliable and stable investment opportunities paying above average 
dividends. These could be affected by rising interest rates in 2015 but investors should take advantage of pull-backs to initiate positions 
or to increase holdings. The generous premium that some of the better REITs now offer and their track record of, slowly but surely, 
increasing their dividends over time will most likely largely compensate investors as the Fed and the Bank of Canada raise rates at a 
snail’s pace over the next few years. 

 

When looking at investing in the Canadian market, keep in mind that the situation is quite similar to the one prevailing in the U.S. for most 
sectors. However, there are a few significant differences.  

 First, increases in interest rates should occur later here than those planned by the Fed in the US; somewhat postponing the impacts of 
rising rates on stock prices discussed above; even if there is a risk that tighter monetary conditions in the U.S. in the coming quarters 
could be felt in Canada even before the Bank of Canada raises rates. Yet, the weaker Canadian dollar which will result from the earlier 
monetary tightening in the U.S. should continue benefiting large Canadian exporters at the expense of domestically oriented businesses.  

 Second, the significant weight of commodity stocks in the TSX will continue to weigh on the Canadian index as the recovery in the 
energy and the mining and metals sectors is still a long way off; although we expect the energy sector to rebound in the second part of 
the year as the stand-off between OPEC and North American oil producers comes to an end. Gold prices and gold producers will be 
under pressure as they usually underperform in a rising rate environment.  

  

2012Q4 13Q1 13Q2 13Q3 13Q4 14Q1 14Q2 14Q3 14Q4 2015Q1 15Q2 15Q3 15Q4 16Q4

Canada

Overnight Rate Target 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.25 2.00

    3-Month Treasury Bills 0.92 0.96 1.00 0.97 0.91 0.95 0.94 1.00 1.00 1.00 1.00 1.00 1.25 2.00

    2-Year Bond 1.14 1.00 1.22 1.19 1.13 1.01 1.10 1.10 1.05 1.10 1.25 1.50 1.80 2.30

    5-Year Bond 1.38 1.30 1.80 1.86 1.95 1.71 1.53 1.60 1.55 1.70 1.90 2.25 2.40 2.80

   10-Year Bond 1.80 1.88 2.44 2.54 2.77 2.46 2.24 2.10 2.05 2.30 2.60 2.90 3.05 3.50

   30-Year Bond 2.37 2.50 2.90 3.07 3.24 2.97 2.78 2.65 2.60 2.90 3.10 3.30 3.50 3.80

United States

Federal Funds Rate Target** 0.13 0.13 0.13 0.13 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.75 1.00 2.00

    3-Month Treasury Bills 0.05 0.07 0.04 0.01 0.07 0.05 0.04 0.02 0.10 0.15 0.25 0.75 1.00 2.00

    2-Year Bond 0.25 0.25 0.36 0.32 0.39 0.44 0.47 0.58 0.75 1.00 1.40 1.75 2.00 2.50

    5-Year Bond 0.72 0.77 1.41 1.42 1.75 1.73 1.62 1.78 1.85 2.10 2.45 2.75 2.90 3.10

   10-Year Bond 1.78 1.87 2.52 2.61 3.04 2.73 2.53 2.52 2.50 2.70 2.90 3.25 3.30 3.70

   30-Year Bond 2.95 3.10 3.68 3.69 3.96 3.56 3.34 3.21 3.10 3.30 3.50 3.80 3.90 4.20

Canadian Dollar (US$/C$) 1.00 0.98 0.95 0.97 0.94 0.90 0.94 0.89 0.88 0.88 0.89 0.89 0.89 0.95

Euro (US$/Euro) 1.32 1.28 1.30 1.35 1.37 1.38 1.35 1.26 1.24 --- --- --- 1.15 1.20

S&P 500 Index 1426 1566 1606 1682 1848 1872 1960 1972 2050 --- --- --- 2200 2300

TSX Index 12434 12723 12129 12787 13622 14335 15146 14961 15000 --- --- --- 16000 17500

Oil WTI (US$/barrel) 91.8 97.2 93.5 102.3 98.2 101.6 106.1 91.2 75.0 --- --- --- 85.0 90.0

Quarter-end data and annual av erages 

Updated: December 2014  * upper bound of the target range for the Fed funds

Financial Forecasts
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 Forestry and agriculture stocks (e.g. fertilizers), also relatively more important in Canada than in the United States, should continue 
outperforming the index as they will both benefit from the recovery in the U.S. and the strong demand growth for such products in 
emerging countries. The agriculture sector in particular – both in the U.S. and Canada - should also benefit from low energy prices; 
fertilizer production being notoriously energy intensive. The worse is also likely over for global potash producers amid a more stable 
supply situation.   

 Finally, retail sales are unlikely to advance in Canada at the same beat as they are in the U.S. due to the levered Canadian consumer, 
sub-par job creation and lower labour income growth. Adding to woes of Canadian retailers is the appreciating U.S. dollar squeezing their 
margins on many goods and putting pressure on the consumer sector in the 2nd half of 2015. 

Foreign stock markets might be more attractive than North American equities next year. In Japan and Europe, the valuation of equity markets 
appears quite attractive relatively to U.S. equity markets; at least from a P/E multiples point of view. Moreover, the global reach of many 
European and Japanese companies that make up a large part of the European and Japanese indices and the anticipated devaluation of the 
Euro and the Yen next year will support the earnings growth of these global companies. However, given the persistent risks of devaluation in 
2015, we suggest that Canadian investors tempted to diversify their portfolio by holding European and/or Japanese equity cover their 
investments against currency risks.  

Finally, there are obviously risks to the above economic perspectives and market forecasts:  

 Global growth could falter as China could slow down more than expected. A severe slowdown in China that would bring its growth down 
to 3% would cut U.S. growth forecast by only 0.5% but affect many other countries, such as Canada, much more severely.  

 Other threats include a resurgence of Ebola, the spread of e-viruses that would paralyse servers and communication networks 
worldwide, large social unrest due to rising income inequalities and unexpected events in the Middle-East or elsewhere.    

If such events were to cripple world trade and the free flow of goods and services around the globe, a severe recession would ensue. In 
almost all of these circumstances, although there would be no place to hide completely from the crisis, the American economy and the U.S. 
dollar would most likely represent the safest haven. 

 

Luc Vallée, Ph. D. | Chief Strategist 

 


