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Not There Yet

by Avery Shenfeld

After a frozen winter, investors were looking
for any sign of a global warming in economic
conditions. Here and there, from retailing in
the US to a nudge back into surplus for
Canadian trade, there were indeed a few
straws in the spring wind that gave reason
for hope. For those inclined to follow
every heartbeat, the newest US composite
indicator (Chart 1), which includes very high
frequency data like weekly jobless bene t
claims, did show a slight bounce. But at best,
that index, and similar data for Canada, only
signals that the pace of decline is easing
off.

Thats not saying much. Canadas GDP
dropped at an unprecedented annualized
9% in the three months to January 2009.
America looks to have posted the worst six-
month stretch in generations. In sum, with
so much activity shut down, it would be hard
not to see at least a minor bounce in some
indicators. But Canadian second-quarter real
GDP growth will remain decidedly negative,
and both Canada and the US will suffer
through a roughly 3% drop in GDP this year
(Table 1), contributing to the rst negative
sign on global GDP growth since the Second
World War.

The recent improvement in  nancial market
sentiment, therefore, rests on shaky legs,
and is vulnerable to a partial reversal,
arguing for a cautious investment stance. But
aggressive stimulus action and dramatic, if
still unproven, bank rescue efforts worldwide,
may have sent depression fears packing.
That in itself is a plus, since any thawing in
the corporate bond and equity markets will
help address the global economys greatest
challenge, overcoming the nancial system
shock heard round the world in 2008/09.

http://research.cibcwm.com/res/Eco/EcoResearch.html

FORECAST

April 28, 2009

Government spending, nanced in the US
and the UK by money printing, will have to
take the lead in engineering growth. The
only time in living memory that the US de cit
was in the current 13% of GDP ballpark was
in the Second World War, and that oodgate
of spending brought the economy out of a
much bigger hole. Canadas scal stimulus
effort has thus far been smaller, but with
unemployment surpassing 9% by a February
2010 budget date, dont rule out another
round of spending or tax cuts.

Thinking About 2010

With nancial markets already having a low
bar for 2009 expectations, it won t be long
before the focus turns to the shape of the
expansion in 2010 and beyond. Lingering
damage to industrial world household
balance sheets will make the rst year of
growth a disappointment, even against the
Bank of Canadas new gloomier projection,
with both Canada and the US set to advance
by less than 2%. Improved credit supply,
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Table 1
FORECAST SUMMARY
(% Change Except Where Noted)

CANADA 2006A 2007A 2008A 2009F 2010F
GDP at Market Prices 5.7 5.9 4.3 -3.9 3.7
GDP in $2002 3.1 2.7 0.5 -2.7 1.5
Consumer Price Index 2.0 2.1 2.4 0.4 1.7
Unemployment Rate 6.3 6.0 6.2 8.5 9.0
Employment 1.9 2.3 1.5 -2.0 -0.1
Merchandise Trade Balance (C$ Bn) 49.5 48.0 46.7 -21.6 -12.3
Current Account Balance (C$ Bn) 20.2 13.6 10.2 -45.6 -37.6
Housing Starts (K) 229 228 211 140 166
Personal Saving Rate (% of disposable income) 3.1 2.7 3.7 6.0 6.1
UNITED STATES

GDP at Market Prices 6.1 4.8 3.3 -1.9 2.5
GDP in $2000 2.8 2.0 1.1 -3.0 1.8
Consumer Price Index 3.2 2.9 3.8 -0.6 2.8
Unemployment Rate 4.6 4.6 5.8 9.1 9.7
Current Account Balance (US$ Bn) -788.1 -731.2 -673.0 -450.0 -510.0
Pre-tax Profits (with IVA/CCA) 15.2 -1.6 -10.1 -29.0 8.5
Housing Starts (Mn) 1.8 1.3 0.9 0.6 0.8

Table 2

INTEREST AND EXCHANGE RATE FORECAST

2009 2010

END OF PERIOD: 24-Apr Jun Sep Dec Mar Jun
CDA Overnight target rate 0.25 0.25 0.25 0.25 0.25 0.25
98-Day Treasury Bills 0.24 0.22 0.20 0.23 0.25 0.30
2-Year Gov't Bond (1.25% 06/11) 0.98 0.95 0.85 0.85 0.90 1.20
10-Year Gov't Bond (3.75% 06/19) 3.02 2.85 2.65 2.95 3.05 3.25
30-Year Gov't Bond (5% 06/37) 3.76 3.70 3.60 3.80 3.95 4.05

U.S. Federal Funds Rate 0.25 0.25 0.25 0.25 0.25 0.25
91-Day Treasury Bills 0.11 0.10 0.10 0.12 0.15 0.20
2-Year Gov't Note (0.88% 03/11) 0.97 0.90 0.90 0.95 1.25 1.35
10-Year Gov't Note (2.75% 02/19) 2.99 2.85 2.85 3.15 3.25 3.55
30-Year Gov't Bond (3.5% 02/39) 3.88 3.85 3.85 3.90 4.25 4.45
Canada - US T-Bill Spread 0.13 0.12 0.10 0.11 0.10 0.10
Canada - US 10-Year Bond Spread 0.02 0.00 -0.20 -0.20 -0.20 -0.30
Canada Yield Curve (30-Year — 2-Year) 2.78 2.75 2.75 2.95 3.05 2.85
US Yield Curve (30-Year — 2-Year) 2.92 2.95 2.95 2.95 3.00 3.10
EXCHANGE RATES — (US¢/C3) 82.7 80.0 76.9 82.0 86.2 87.7
— (C$/USS$) 1.210 1.250 1.300 1.220 1.160 1.140

— (Yen/US$) 97 100 105 97 95 90

— (US$/euro) 1.32 1.30 1.27 1.28 1.35 1.35

— (USs$/pound) 1.47 1.44 1.43 1.48 1.57 1.58

— (US¢/AS) 72.3 70.0 67.0 72.0 75.0 76.0
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and even the likelihood of further measures to support
beleaguered US mortgage borrowers, won t cause
households to return to their borrow-and-spend ways.
But if even a hint of an economic bottom helped equities
come off their lows in the past month, a return to actual
GDP growth and a bottoming in earnings leave room for
equities to consistently outperform other asset classes
beginning later this year.

Money market trading could be the world s most boring
profession for at least the next year, with overnight and
T-bill yields going nowhere (Table 2). The Fed won t even
think about hiking short rates until it is well down the
path to reversing its quantitative easing program, and
the Bank of Canada will wait for better than 2%.% real
growth to narrow the output gap in 2011. The long end
of the yield curve neednt be as moribund. De ation is
today s threat and markets will behave that way. The yield
curve should atten as investors bet on a long wait for
either in ation or Bank rate hikes.

But not forever. In ation fears, and even actual in ation,
can coexist with output gaps just ask Zimbabwe. Print
enough money, as the Fed is now doing, and by 2011,
each of those greenbacks will be expected to have less
buying power. Longer term in ation risks are lower in
Canada, where a stronger banking system makes outright
guantitative easing a much less likely option, and in ation
targeting is more ingrained. If Carney opts for further
unconventional tools, they are more likely to be in the
form of sterilized buying of particular credits or terms.

Chart 2
Total Government Balance (Fed/State/Prov.)

Long Canadas have another reason to outperform
Treasuries once the sell-off begins late this year. There will
be no shortage of government borrowing here, enough
to push provinces and corporates into foreign issuance
to spread their names around. But Canada will still pale
the US inits scal erosion with our 3% combined federal/
provincial de cit to GDP well below Obamas 13% of
GDP red ink (Chart 2). Indeed, in ating away those huge
and foreign-held US debts will be very tempting in the
next expansion.

Commodity prices, a key driver of Canadian equities,
will see only a modest rebound through 2010. Metals
could move rst as infrastructure projects lift demand,
but excess capacity at OPEC, and bloated reserves in
the North American natural gas market (Chart 3), will
prevent energy prices from any material rebound this
year. Still, even a return to $60/bbl oil in 2010, helped by
a weaker greenback, and a recovery in some metals, will
be supportive for the Canadian dollar and equity markets
next year.

There are evident risks of a more protracted global slump,
given that the nancial shock was the worst in decades.
There s still a long way to go in repairing banking systems
outside Canada. But judging by whats been unleashed in
only the last six months, best bets are that policy makers
will go to any length to get at least some growth in the
books for next year.

Chart 3
Energy Market Has Slack
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US: Too Soon to Cheer the Second Derivative
Meny Grauman

After staring into the abyss of depression in late 2008, the
US economy has been slowly walking away from the edge
ever since. But while a string of better-than-expected
economic data suggest that the market s worst economic
fears will not materialize, there is no compelling reason to
believe that the current recession is coming to an end any
time soon. Investors may be searching hard for green
shoots of economic recovery, but the preponderance of
information at hand is signalling that we are not there
yet.

There is no denying that some US economic data points
have indeed improved since last year, but no recession
follows a straight line down. A handful of statistics do
not necessarily make an economic recovery, and even
quarterly GDP gures themselves are sometimes not a

reliable indicator. After all, every single US downturn
since World War Il has had at least one quarter of positive
output growth, and frequently even two. The rst two
quarters of this current recession were positive, with
growth in the second quarter of 2008 even running
above 2.5%.

The rate of decline in the economy appears to have
slowed down recently, but that is only relative to the
steep drop seen late last year. With indicators of capital
spending and consumer attitudes pointing to further
downside, the trough in output is still ahead of us, and
will likely only come in the third quarter of 2009. That will
make this down-cycle by far both the longest and deepest
US recession in the post-war period. That distinction
currently belongs to the 1973 recession, which lasted 16

Table 3
US FORECAST DETAIL
(real % change, s.a.a.r., unless otherwise noted)

08:4A 09:1F 09:2F 09:3F 09:4F 10:1F 10:2F 2008A 2009F 2010F
GDP At Market Prices ($Bn) 14,200 14,056 13,937 13,924 14,046 14,150 14,264 14,265 13,991 14,335
% change -5.8 -4.0 -3.3 -0.4 3.6 3.0 3.3 3.3 -1.9 2.5
Real GDP ($2000 Bn) 11,522 11,354 11,264 11,253 11,324 11,408 11,474 11,652 11,299 11,497
% change -6.3 5.7 -3.2 -0.4 2.5 3.0 2.3 1.1 -3.0 1.8
Final Sales -6.2 -2.7 -3.9 -1.2 1.7 1.5 1.8 1.4 -2.5 0.9
Personal Consumption -4.3 0.4 -1.6 -0.2 1.5 1.4 2.0 0.2 -1.4 1.2
Total Govt. Expenditures 1.3 1.4 2.6 3.0 3.6 2.7 3.0 2.9 2.6 3.0
Residential Construction -27.0 -36.0 -20.0 -5.0 -2.0 2.0 1.0 -20.8 -21.4 -1.9
Business Fixed Investment -21.7 -27.3 -23.8 -10.3 -3.7 -3.7 -2.8 1.6 -17.5 -5.3
Inventory Change ($2000 Bn) -25.8 -115.8 -93.2 -69.7 -46.1 -3.8 10.4 -29.1 -81.2 13.2
Exports -23.6 -6.7 -9.5 -9.9 -2.0 7.9 7.3 6.2 -8.6 1.8
Imports -17.5 -13.4 -8.2 5.7 -3.6 4.6 5.5 -3.5 -10.2 1.0
GDP Deflator 0.6 1.8 -0.2 0.0 1.0 0.0 0.9 2.2 1.1 0.7
CPI (yr/yr % chg) 1.6 0.0 -0.9 2.1 0.5 1.6 2.1 3.8 -0.6 2.8
Unemployment Rate (%0) 6.9 8.1 8.8 9.6 9.8 9.9 9.8 5.8 9.1 9.7
Housing Starts (AR, Mn) 0.66 0.45 0.49 0.54 0.60 0.60 0.65 0.90 0.55 0.75
Core CPI (yr/yr % chg) 2.0 1.7 1.5 1.1 1.5 1.7 2.0 2.3 1.5 2.2
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Chart 1 Chart 3
US in Midst of the Worst Post-War Recession US Inventories Still Look Bloated
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months and saw a peak-to-trough decline in real GDP of
3.1% (Chart 1). But if our forecast is on the mark, before
it is done this latest recession will have lasted 22 months,
and seen output contract by 4.0%.

Addressing an Unsustainable Imbalance

The incoming data may not be signalling an imminent
turning point for the US economy, but they are pointing
to a noticeable change in the composition of growth
as economic pain increasingly shifts from consumers to
producers. Although rising unemployment and strained
household finances will continue to hold consumer
spending in check into 2010, increased government
transfer payments are helping keep income growth at
despite downward pressure on wages (Chart 2). Housing

Chart 2
Government Lends Helping Hand to US
Households

activity has also stabilized after an unprecedented peak-
to-trough decline, and while residential real estate prices
continue to drop, much of the adjustment is already
behind us.

In contrast, corporate America is only now beginning
to address the sharp drop-off in demand, both at home
and abroad. Although inventories have been falling for
the past ve months, they should continue to plunge
into 2010 in order to address a fundamental imbalance
between sales and stocks (Chart 3). Meanwhile, business
capital spending should also keep on contracting after
years of overcapacity. Accelerating declines in non-
residential construction outlays should be driven by rising
vacancy rates and falling prices (Chart 4), while spending
on machinery and equipment will be pared due to falling

Chart 4
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Chart 5
Severe Drop in US Industrial Production
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pro ts and contraints on external nancings alongside
fundamental capacity issues. The peak-to-trough decline
in industrial production is already the second largest since
World War Il (Chart 5), and it will likely break that record
by the third-quarter.

There is no doubt that the current financial crisis is
weighing heavily on both consumption and capital
spending, but it is also proving to have a powerful
positive impact on the US trade de cit, which is now
at its narrowest level since 1999. For the time being,
the improved US trade balance is more a function of
severe domestic weakness at home that is constraining
imports, rather than any momentum in global demand
for American products. Nevertheless, massive US
deleveraging should keep a hold on domestic demand
even as global trade begins to reassert itself, and a
weaker US dollar positions net exports as an important
driver of US economic growth in 2010 and beyond.

Federal Stimulus and State Shortfalls

The dramatic improvement in the US current account
will be crucial to the path of recovery in 2010, but in the
short run aggressive government action holds the key
to economic stabilization in 2009. While unprecedented
amounts of scal and monetary stimulus should produce
at least some growth in 2010, there are factors that can
dull their effectiveness. On the scal side the massive
deterioration in state-level nances poses the biggest
stumbling block to an effective policy outcome. Despite
nearly $800 bn in federal stimulus, state service cuts
and likely tax increases will total about $350 billion over
2009 and 2010 as Governors across the country grapple
with massive funding shortfalls. California and New York
have already agreed on multibillion-dollar tax hikes that
went into effect earlier this year. At least 10 more states

are considering some kind of major sales or income tax
increase, and there is likely more to come after states add
up the shortfalls from April s tax rolls.

From a monetary policy perspective, aggressive action has
effectively doubled the size of the Fed s balance sheet in
the span of a year. But transmitting that into the broader
economy requires a healthy nancial system. So far, both
the corporate bond and stock markets are encouraged
that Washington can make things right, but there is
concern over the speed at which the Feds revamped
troubled asset program is getting off the ground. Beyond
our forecast horizon, there is also the danger that even
if the Federal Reserve is victorious in its credit ght, it
may not be able to wind down trillions in various support
programs fast enough to prevent a serious bout of
in ation come 2011.

Looking Towards Recovery

Still all indications are that recovery won t come quickly,
and that when it does it will be rather disappointing as
ongoing deleveraging continues to constrain domestic
demand from both consumers and business. Historically,
recessions associated with financial crises are both
deeper and longer than those related to other shocks,
and subsequent recoveries are also typically slower
(Chart 6). The fact that the current recession is truly global
in scale, will also serve to militate against a quick rebound
in US activity. Markets may be eagerly awaiting news of
an economic turn, but when it nally does come, at least
initially, it will leave many wondering if this was the party
that they ve been waiting for. Best bets are that the sort
of recovery that drives a strong rebound in corproate
pro ts and employment will not be in the of ng until
2011.

Chart 6
Global Growth After Various Recession Shocks
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Canada: Do You See The Light?

Benjamin Tal and Krishen Rangasamy

It was not supposed to end up this way. Canada, with
its superb banking sector, minimal exposure to toxic
subprime mortgages, and increased reliance on global
growth was widely expected to catch only a mild cold
while its neighbour to the south was struggling with
pneumonia.

And for a while, that is just how it panned out. Helped
by sticky commodity prices, the Canadian economy
continued to chug along, well after the US sank into
recession (Chart 1). But the ensuing commodity price
crash took the winds out of Canadas sails and the
economy lost momentum in a hurry. So much so, that
the drop in rst-quarter Canadian GDP wiill eclipse the
decline stateside. In fact, the projected 7.3% annualized
GDP drop in the quarter will be, by far, the steepest on
record (Chart 2, left), and the speed at which the labour
market is degenerating is now matching the darkest
hours of the 1982 recession (Chart 2, right). Decades

Chart 1
Commodity Prices Bought CDN GDP Some Time
Index
12407 $Bn 1982-90=100 [ 350
1230 A M - 300
1220 - /\ 5o
1210 A r 200
1200 A \ F 150
1190 1 US recession 100
started here ’
1180 A 50
1170 T T T T T T T — 0
Mar- Jun- Sep- Dec- Mar- Jun- Sep- Dec- Mar-
07 07 07 O7 08 08 08 08 O09F
———GDP (l-scale) Commodity Prices (r-scale)

from now, economists, not yet born, will point to the
rst quarter of 2009 as the epitome of weak economic
data.

Table 4
CANADA FORECAST DETAIL
(real % change, s.a.a.r., unless otherwise noted)

08:4A 09:1F 09:2F 09:3F 09:4F 10:1F 10:2F 2008A 2009F 2010F
GDP At Market Prices ($Bn) 1,576 1,540 1,532 1,536 1,553 1,574 1,594 1,602 1,540 1,597
% change -13.3 -9.0 -2.0 1.0 4.7 5.3 5.3 4.3 -3.9 3.7
Real GDP ($2002 Bn) 1,319 1,294 1,286 1,285 1,293 1,301 1,305 1,326 1,290 1,309
% change -3.4 -7.3 -2.4 -0.5 2.5 2.4 1.3 0.5 2.7 1.5
Final Domestic Demand -4.9 -2.2 -1.8 -0.1 2.6 1.8 1.9 2.5 -1.5 1.6
Personal Consumption -3.3 -1.5 0.5 1.7 2.9 1.5 1.6 3.0 -0.3 1.9
Total Govt. Expenditures 3.2 2.5 3.6 4.0 4.0 5.5 3.0 3.7 2.9 3.9
Residential Construction -22.1 -15.9 -14.0 -6.0 -8.9 -4.0 1.4 -2.9 -12.9 -4.0
Business Fixed Investment™ -15.1 -7.4 -14.9 -12.5 3.5 -1.4 1.1 1.7 -8.8 -1.5
Inventory Change ($2002 Bn) 9.4 -2.0 0.8 4.0 3.7 6.0 4.3 10.3 1.6 5.0
Exports -17.5 -9.1 -2.5 0.0 3.6 3.1 5.3 -4.7 -6.7 3.4
Imports -23.3 -3.5 1.2 3.4 3.6 3.0 4.9 0.8 -5.3 3.9
GDP Deflator -10.3 -1.8 0.4 1.5 2.2 2.8 4.0 3.8 -1.2 2.1
CPI1 (yr/yr % chg) 1.9 1.2 0.4 -0.5 0.5 1.1 1.5 2.4 0.4 1.7
Unemployment Rate (%6) 6.4 7.6 8.5 8.8 9.0 9.0 9.1 6.1 8.5 9.0
Employment (m/m avg, K) -27 91 -31 -6 2 4 3 7 -32 5
Goods Trade Balance (AR, $bn} 12.2 -17.9 -19.4 -23.9 -25.0 -20.8 -17.2 46.7 -21.6 -12.3
Housing Starts (AR, K) 185 141 134 139 145 152 161 211 140 166
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Chart 3
Chart 2 Real GDP Lost In uence Over Corporate
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Commodities: A Double-Edged Sword

So what went wrong so quickly? The fact that Canada
put all its eggs in the commodity basket did not help.
Commodities gave Canadians a false sense of security
during boom times, making it easy for us to ignore
problems elsewhere in the economy, namely Canadas
eroding manufacturing base.

Sharp swings in commodity prices worked to challenge
the economic relevance of real GDP. Changes in
commaodity prices, while not captured directly in real GDP,
are very notable on bottom lines of corporate Canada,
and in uence other important economic measures
such as employment. During boom times, commodities
were boosting corporate pro ts, fueling jobs and wage
growth. But then the bust got commodities slicing the
other way, amplifying the damage on corporate results
and exposing Canadas vulnerability to its undiversi ed
economy. The 3.4% annualized GDP contraction in Q4
2008 was accompanied by a highly disproportionate
20% drop in corporate pro ts, re ecting the notable
decline in the correlation between the two variables in
recent years (Chart 3).

Commodity prices appear to have stabilized recently
(Chart 4, left) and that will work to close the gap
between nominal and real economic measures such as
exports, where the gap is already very close to its long-
term average (Chart 4, right). Real exports fell by over
17% annualized in Q4 and will continue to fall in the
coming quarters, with a modest recovery too late in
2009 to prevent a second consecutive annual drop in
export volumes. The projected 11.5% cumulative drop
in exports in 2008 and 2009 almost matches the 1974-
75 cumulative declines of 12.5%. But back then, lumber

and autos, the two pillars of US pain, accounted for twice
their export share today.

Road to Recovery Goes Through Domestic Demand

But as was the case in the mid-1970s and in any other
recession, trade will not be the deciding factor regarding
the trajectory of the current recession. The severity of a
recession in Canada is usually determined by the course
of domestic demand, and this recession is no exception.

In this context, nothing is more important than the
labour market. And here the situation is concerning. On
a month-over-month basis, jobs are now falling as fast as
they did at the bottom of the 1982 recession, and the 2%
cumulative decline in employment since October 2008
is the fastest pace of decline on record (Chart 5, left).
We project that the economy will lose at least another
100,000 jobs during the coming six months.

Chart 4
Stable Resource Prices Closing Nom |/Real Gap
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What might ease the pain, however, is the fact that the
Canadian labour market enters this recessionary period
with the highest participation rate on record and, as
opposed to the 1991 recession, the quality of employment
remains remarkably stable (Chart 5, right). While the
unemployment rate is projected to peak over 9%, the
main impact of the softening labour market will be on
the con dence of Canadians that are still employed. In
this sense we are already witnessing a rapid change in
saving behaviour, with the savings rate rising from less
than 2% in late 2007 to 4.7% in Q4 2008, the fastest
year-over-year ascent since the mid-1980s.

Frugality Less Damaging Than in Prior Recessions

But that is not atypical for a recessionary period. In the
1980s recession, the savings rate shot up to 20%, as
declining consumer con dence and fear of layoffs had
Canadians taking frugality to the extreme. We estimate
that the current recession will see the savings rate rise
above 6.5%, translating into a net withdrawal from the
economy of about $26 bn over the next two years.

The rise in the savings rate will be relatively modest,
primarily because Canadians are better equipped this
time, with higher quality jobs, a high participation rate,
and an extended El program, ensuring that households
continue to see larger in ows of incomes compared to
prior recessions. Moreover, credit is more accessible now
than in earlier recessions, and affordability has improved
dramatically, thanks to interest rates at historic lows.

Still, $26 bn of foregone consumption doesnt go
unnoticed and will evidently weigh on GDP. But due to
massive cash injections from all levels of government, that
estimated increase in personal savings will be dwarfed by
increases in government spending, with $40 bn of scal

Chart 5
CDN Labour Market Beyond the Headlines

stimulus coming from the Federal government alone
(Chart 6, right), while provinces will do their part through
vast outlays over the same two-year period. Those would
push the combined Federal and Provincial budget de cit
to about $53 bn and $47 bn in 2009/10 and 2010/11
respectively (Chart 6, left) or roughly 3% of GDP, a
signi cant boost to the economy by any measure.

With corporate pro ts dropping like a stone, its dif cult
to see business investment pulling its weight in terms of
contribution to GDP. We expect real business investment,
which has consistently dropped since reaching a peak in
the nal quarter of 2007, to continue its declining trend
until early next year.

Canada could get an extra lift from additional monetary
stimulus from the Bank of Canada in the form of credit
easing. Unlike in the US and the UK, the Canadian
experiment will likely be more measured, focusing on
easing corporate spreads as opposed to outright ooding
of nancial markets with money. Canadas nancial
markets are functioning relatively well compared to
others, as suggested by Canadas money multiplier (the
ratio of M1 to the monetary base), which has continued
to rise in contrast to the sharp dive seen in the US.

Even with that healthier nancial system, Canadas
downturn is far from over. While the rst quarter of the
year will mark the darkest hour of this recession, the
recovery will be slow, with real GDP continuing to shrink
until the fourth quarter of the year. And even then, the
economy of tomorrow will look and feel different than
the pre-crisis economy. Deleveraging and increased
savings by households at home and abroad will slow the
rebound in the Canadian economy when compared to
the leveraged-based growth seen over the past decade.

Chart 6
Government Dissaving Will More Than Offset
Increase in Household Saving
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Globally Challenged

Peter Buchanan

Broad Recovery Unlikely Before Late 2009

Having reaped the bene ts of a more connected planet in
the last decade, the world s economies not so surprisingly

nd themselves stumbling in unison these days, with
broad relief probably still a good two to three quarters
off. Near-zero central bank rate targets, quantitative
easing programs and budget-busting stimulus packages
are unlikely to keep global GDP from falling by 1.5% this
year the rst outright decline since World War Il. The
current global nancial shock has shown little respect for
national boundaries. The trillions of dollars of destroyed
wealth left in its wake will continue to weigh heavily on
consumer demand in many jurisdictions, while business
spending remains handicapped by tumbling profits,
overcapacity, and credit issues. The OECD s prediction of
a 13% slide in global trade this year (Chart 1), implying
stiff headwinds for many export-oriented economies, will
also delay any broad-based global recovery.

lean towards a hesitant, as opposed to V-shaped recovery.
Even with the unprecedented stimulus efforts now afoot,
we expect global GDP to grow by about 2% next yeatr,
modest for the rst year of recovery,

An Improving China Won t Carry Global Economy
on its Back

Chinas economy still faces assorted challenges. Weak
global demand has driven exports down nearly 20%
from year-earlier levels (Chart 2). Even allowing for such
ongoing challenges, odds that the country will lead the
United States and Europe in recovery appear quite good.
Industrial production in March topped year-earlier levels
by 8.3%, continuing to rebound from recent weakness.

Chart 1
Diving Trade Hits Many Exporting Economies

] o ] 15 5 Global trade volumes, y/y % chg
Uniquely positioned to spend its way out of deep
difficulties, China alone among the worlds major 10 1
economies is now showing potential signs of a :
sustained upturn. The uptick in stock markets in most
other countries is primarily a reaction to slowing rates of 0 N/ - o -V |
economic decline, not actual improvement.
_5 -
History suggests recuperating from deep nancial crises o
and re-normalizing credit ows is a time-consuming -t
and painful process. While scal and monetary pump- 15 4
priming efforts will start to gain traction over the next 69 73 77 81 85 89 93 97 01 05 O9F
two to three quarters, the historical odds at this point
Source: WTO, OECD
Table 5
REAL GDP GROWTH RATES
2006A 2007A 2008A 2009F 2010F
World* 5.1 5.0 3.2 -1.5 2.0
Euroland 3.0 2.7 0.7 -4.0 0.8
UK 2.8 3.0 0.7 -3.3 1.2
Japan 2.1 2.4 -0.7 -6.0 1.0
Brazil 3.8 5.5 5.7 -0.2 4.0
Russia 7.7 8.1 5.6 -4.2 2.5
India 9.9 9.2 7.4 4.3 5.6
China 11.6 13.0 9.0 7.0 8.6
*Country growth rates are weighted using purchasing power parities.
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Chart 2
China: The Good and the Still Ugly
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Surging loan demand and Marchs 31% year-over-year
public spending outburst suggest efforts to kickstart
the economy through the recent $585 billion stimulus
package and other measures are gaining traction.

But will better news out of China mean improvement
elsewhere? Hopes for a sizeable external economic
spillover from an early upturn in China are likely
misplaced, for several reasons.

The countrys 12% share of world GDP is much
smaller than its recent contribution to incremental
global commodity demand, limiting the capacity of
faster growth there to support or trigger a broad
recovery.

The probable winners from Chinas infrastructure
plans are key state-owned enterprises in construction
and heavy industry. Overcapacity in steel and other
metals, and Chinas growing ability to make key
items like electric turbines and power equipment on
its own, make it all the more likely that the bene ts
from infrastructure spending will accrue primarily at
home.

An import spending spree by Chinese households also
appears unlikely. Despite perceptions of a burgeoning
middle class, the purchasing power of Chinas
consumers is still fairly weak, with the wage and
salary share of GDP today 10%-pts below decade-
ago levels.

Japan s Worst Post-War Recession

The Tankan indexs record-setting 34-point plunge
in March to an all-time low of -58 (Chart 3) makes it
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Tankan s Record Low (L), Japan s Net Real
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increasingly likely that Japans recession will materially
exceed the severity of the 1975 downturn, the worst
of the post-war era. Two-thirds of Japans growth from
2006 through mid-2008 was due to net exports, leaving
the country perilously exposed to the recent dive in
world trade volumes. With elections looming, Japans
government proposed a new $157 bn stimulus package in
March. Two earlier packages failed to stem the economys
slide and the odds against the latest initiative succeeding
also appear to be long, as rms take the axe to capital
budgets, and eroding labour markets cause consumers
to pull in their horns. We now expect GDP to contract by
6% this year, the sharpest drop in recent memory.

Other Asian economies also ended 2008 in decline. While
the export data for some countries has looked a bit better
recently, that hasn t kept painful weakness from spilling
over into the current year. GDP in Singapore, for example,
dived at a near-20% annualized rate in Q1, even faster
than in Q4.

While downturns in Asia are setting or poised to set
records, hopes that Europes debilitating recession is
nearing a bottom also look premature. Retail sales in
the 16-nation Eurozone bloc fell by the largest amount
ever in February (Chart 4), a sign that rising jobless levels
are slamming spending growth. Exports from Germany
and other countries remain in a freefall and two-thirds
of CEOs have indicated they will be trimming capital
spending in coming months. Weakness in these areas will
contribute to a 4% decline in Eurozone real GDP this year.
The latest data from the UK meanwhile suggest that, at
best, the economy s fastest rate of decline may now be
past, not that a recovery is imminent.
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Chart 4
Eurozone Consumers Hunker Down
as Layoffs Surge

Chart 5
Global Oil Demand Drop (L), Leaves OPEC With
Spare Capacity
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Some so-called BRIC economies, apart from China, will
see growth this year, but others will not. Consumption

upturn is still probably two to three quarters away, that
suggests some downside risk, perhaps even a retest of

in India remains fairly buoyant. Fiscal and monetary
policies there are also helping to counter drag from the
trade sector. Russia in contrast, faces a grim year. Real
GDP there is likely to slide by over 4% this year, as lower
energy prices continue to hurt the economy.

Delayed Recovery Could Undermine Resource Rally

A delayed, sub-par global recovery caps, for now, the
upside to commodity prices, and could lead to some
downside risk in areas where market moves may already
have run ahead of fundamentals. Led by substantial
increases in base metals and oil, commodity prices
measured by the CRB index have climbed from February s
lows. In the last cycle, commodity prices did not touch
bottom until October 2001, only a month before the
economy turned. Based on our view that a broad global

recent lows. Some of the recent rise in Chinese imports
of metals, like copper, appears to be tied to replenishing
exceptionally low stocks and is not sustainable.

Global oil consumption eased for the rst time in 25
years in 2008, and a larger 2% decline is likely this year
(Chart 5), as the global recession continues to squeeze
demand. WTI prices have already enjoyed a fair-sized
relief rally from early 2009 lows of just over $30/bbl.
Longer term demand pressures from emerging markets
like China, and recent mega-projects supply cuts, point
to the re-emergence of substantial supply de cits down
the road. But inventories remain ample for now. OPEC s
capacity overhang now equals two years of demand. The
release of this as conditions improve should also keep
wellhead prices from topping $70/bbl on a sustained basis
before 2011.
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