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Decade Holds
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Decades past have been given nicknames
that sum up their most notable features.
There was the boom of the “roaring
twenties,” the bust of the “dirty thirties”,
and the liberal attitudes of the “swinging
sixties”. The first ten years of the new
millennium could be dubbed the “debtor
decade,” (Chart 1) marked as it was by an
excessive and ultimately self-destructive run-
up in borrowing in major western economies,
financed by lending from Asia and the oil-
exporting economies.

We're about to enter the 271 century’s
teenage years, between 2010 and 2019.
Those who have raised teenage children
will find that epithet fitting. Like teenagers,
financial markets and the economy in
the decade ahead could be moody and
unpredictable early on, but ultimately, grow
and mature. Absent the financing excesses
of the decade that preceded it, instead of
an endless malaise as some fear, the calmer
waters of the “temperate teens” could offer
reasonable investment prospects.

Pension plans are now, more than ever,
rethinking assumptions about the long term,
given the damage to their asset-liability
balance from last year's equity sell-off
and subsequent record-low interest rates.
This isn‘t the time, however, to bail out of
equities and into the safety of government
bonds, given the most likely scenario for
the teens. Equities have plenty of room for
a longer term rally, but investors will have
to steer their portfolios to align with a very
different mix of growth, both in North

America and globally. In the bond market,
inflation protection could be more of an
issue, particularly in the US, than has been
the case in the prior decade.

The Deleveraging Threat...

There’s an increasingly held view that
economic growth, be it globally, in the US or
in Canada, will have to be slower in the teens
than in the decade gone by. Doomsayers on
America’s prospects point to the excessive
leverage granted to the US household sector
on mortgages, credit cards and home equity
loans. More prudent lending and borrowing
practices, it is argued, mean perpetually
slower consumption growth.

And household borrowing has been
replaced by unsustainable borrowing by
the government sector, as Bush'’s ultimately
unaffordable tax cuts were followed by

Obama’s massive stimulus bill. Even the
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Congressional Budget Office sees Washington running
up a nearly $14 trillion tab under the current outlook
(Chart 2), sending the debt-to-GDP ratio above 80% in
the process. Less favourable analysis from the Brookings
Institute shows that even hitting these numbers will entail
some moves towards spending restraint or tax increases
in the years ahead, a further risk to US growth.

In Canada, consumer spending also ran faster than
income growth as households pared savings and added
to debt. Until recently the government sector was paying
down debt, and the country entered the recession with
the lowest general government debt/GDP ratio in the
G-7. Even so, beyond 2010, Canada’s fiscal direction is
likely to revert to restraint.

...Doesn’t Doom Decade Ahead

But excess leveraging in this decade needn’t mean that
deleveraging dooms us to lower potential overall GDP
growth in the teen years, only that the composition of
both US and global growth has to change. Potential
growth, defined as how fast the economy can advance
at full employment, is a function of the rate of change in
only two variables—productivity (output per hour) and the
size of the labour force—neither of which is inextricably
linked to consumer spending. China had rapid growth in
economic activity in the last decade, driven not by a drop
in the savings rate, which remained miles above US levels,
allowing its household sector to accumulate huge annual
savings (Chart 3). China’s growth, instead, was funded
from capital spending and exports, which provided the
income growth needed for advancements in consumer
spending without undue household borrowing. The US,
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and perhaps to a lesser extent, Canada, will become a
bit more China-like in the teen years. We'll see more
of a contribution from exports and related capital
spending, and less from housing or consumption.

Moreover, the adjustment to consumption is in part a
one-time move to a new level relative to income. Once
the US and Canada reach a new, higher savings rate
plateau, at that point, any given increase in income would
be matched by the same percentage increase in spending.
Prior to the last two decades, the US ran a savings rate in
excess of 8%, and yet real consumption spending ran at
a faster average clip than we saw in the debtor decade
(Chart 4), as household incomes provided the needed
support.

Chart 4
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But until we reach the new plateau in the savings rate, US
households will account for less of the North American
and global growth pie. What will take up the slack? The
answer lies in greater consumer spending from regions
that had been running outsized savings rates, particularly
China and the oil-exporting economies. Note that even
with all of their leverage, North America and Europe
were already being displaced by the BRIC countries and
oil exporters in terms of their share of global growth in
the past decade.

Exchange Rates Prompt Adjustment

Two developments will be necessary to trigger the needed
transformations. First, exchange rates need to be brought
into better alignment. Americans were able to go on a
shopping spree, not only because of willing lenders, but
because an overvalued greenback gave them buying
power worldwide. The adjustment towards a weaker US
dollar took a detour when global deleveraging forced
hedge funds and other financial investors to pay down
debts denominated in dollars. But it was well underway
prior to the 2008 credit crisis and was already improving
the contribution of net trade to US growth (Chart 5).

Expect that process to continue in the temperate teens
as several forces combine to weaken the greenback,
which we expect to tumble by 20% on a trade-weighted
basis. That move will contribute to the Canadian
dollar averaging stronger than parity in the coming
decade. The Fed’s quantitative easing program is likely
to be more aggressive than steps taken elsewhere, as we
are seeing, for example, in the divergent pace of growth
in the monetary base in the US and Canada (Chart 6).
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For now, much of that is being squelched by a fallen US
money multiplier, as banks’ rising excess reserves are
keeping a good deal of the monetary base gains from
showing up in broader money aggregates.

But as economic prospects pick up, so too will the US
money multiplier as the extra liquidity drives lending and
deposit growth. If the Fed errs on the side of ensuring
the recovery is well in hand before constraining money
growth, the weight of the extra dollars will tend to
depreciate their value both at home, through inflation,
and abroad, through currency devaluation. A firming
of US consumer spending and oil prices will see greater
nominal import demand, forcing a weaker currency as
an offset to promote stronger exports, as was the case
during the dollar slide prior to 2008. Finally, once global
growth is back on track, we expect renewed pressure
on China to allow its currency to appreciate over time.
Absent exchange rate intervention, the yuan would gain
ground due to China’s trade surplus with the US at the
current exchange rate.

Emerging Markets Have Spending Power

The second ingredient for a rebalancing of global growth
is an increase in consumer spending in emerging markets
and oil-exporting economies. As we noted, China entered
the recession with a lofty savings rate, as did many other
Asian countries and the oil exporters. So much so that
the flow of personal savings in emerging markets is now
as large as what's generated from OECD households
(Chart 7).



CIBC WoRLb MARKETS INC.

Occasional Report #67—NMay 25, 2009

Chart 7
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A fall in the savings rate in the developing world
could add far more to global consumption spending
than will be lostin the adjustmentto a highersavings
rate in the OECD. The latter is likely to rise 3%-points
to roughly 8% over the next few years, as households in
North America and Europe adjust to depleted wealth levels
and attempt to rebuild their portfolios, and as lenders
avoid the earlier excesses in credit availability. That will
entail a roughly $600 bn drop in annual spending relative
to what we would have seen had household savings rates
remained at their average levels of the past five years.
But rising living standards that will reduce precautionary
savings will see emerging market savings rates ease by
5%-points to just below 30%, a move that will add some
$900 bn to annual global consumer spending.

Stronger currenciesin East Asiaand, if thereisan unpegging
as we expect, in the Persian Gulf oil economies, will be
one step toward improving the real purchasing power
of consumers in these regions. Moreover, the longer
countries like China and India see improving economic
conditions, the more households will be confident that
their newfound wealth is not ephemeral, allowing them
to reduce precautionary savings. But we will likely have
to see the development of more of a social safety net in
China to reduce the proclivity of households to prepare
for the worst through very high savings rates.

The result of these global shifts will be a different
composition for US growth drivers. A weaker dollar
will be key to promoting both net exports and capital
spending in the US, by making “Made in America” less
of a cost disadvantage. Indeed, the weakening of the

US dollar prior to its rebound last year had net exports
already accounting for 20% of 2007 real GDP growth.
Capital spending was muted over 2000-08, not only due
to the overvalued US dollar that made American plants
expensive, but also due to a correction after excessive
tech spending in the 90s. But in the 1960s-80s, business
plant and equipment investment accounted for nearly a
third of US GDP growth.

For the Canadian economy, these shifts will mean a
leaner decade for segments of the economy leveraged to
American consumer spending (like automotive equipment,
newsprint, lumber for US housing). Reduced Canadian
leveraging will also see housing starts average a tame
170,000 in the decade of the teens, having averaged near
200,000 for the current decade to date. Instead, faster
growth will be driven in sectors (technology, materials)
linked to either North American capital spending or
Asian consumption. Financial services will earn their keep
by helping Canadians manage a newly growing pool of
savings.

While the Canadian dollar will climb as the US dollar
weakens, hurting our manufacturing competitiveness,
rising resource prices will reignite capital-intensive
development of the oil sands, natural gas projects, and
metal mines. That will allow private investment spending
to increase its share of the economy as governments pull
back on public infrastructure. The firmer C$ will also give
Canadian households added import spending power.

Digging Out of Debt

There is one sense in which the doomsayers have a point.
Households’ sense of well-being doesn't depend on
what they produce, but what they consume. Americans,
Canadians and Europeans will get back to fullemployment,
but they will be consuming a smaller share of their regions’
output as they dig themselves out of debt, with a greater
share of the pie sent abroad as exports, or tied to capital
investment.

That will be all the more true stateside than in Canada,
owing to America’s mismatch between its tax system and
the obligations facing government for debt service and
social security. America has no real social security trust
fund; unlike Canada’s CPP, which is building a portfolio of
private assets, the only holdings of the US social security
system are Treasuries—just another way of saying that
future taxpayers will cover the burden. Future medicare
costs for an aging populace are similarly unfunded.
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The US simply has a tax system it can’t afford. Relative to
the per capita real program spending and the current tax
system (i.e. extending any expiring cuts, and continuing
to adjust the alternative minimum tax to prevent it from
capturing more taxpayers), Brookings Institute research
estimates that it would take a tax hike worth some 6.7%
of GDP to bring the long-run path of spending and
revenues into balance.

History shows two potential paths out of such debt
holes, neither of which is painless for the household
sector. Canada followed one viable plan after 1994,
which entailed a sharper tax bite, increased contributions
to public pensions (i.e. the CPP), and slowed growth in
spending. The resulting fiscal drag required an offsetting
stimulus in monetary policy, which in this case was
delivered by narrowing interest rate spreads to the US
enough to allow for a huge depreciation in the C$,
stimulating net exports, but reducing Canadians’ buying
power for consumer imports.

Alternatively, some governments have simply printed
their way out of government debts, with the cooperation
of their central bank. That too promotes a currency
devaluation that weakens household buying power, and
hits savers who didn’t get sufficient inflation protection
in their portfolios.

Higher US Inflation

Indeed, given Americans’ propensity to vote against tax
hikes, inflation may be part of the solution to both
public and private debt excesses in the US. Past
run-ups in US debt, largely to fight military rather than

Chart 8
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economic wars, have often triggered higher inflation in
their wake (Chart 8). And don’t be lulled into the belief
that inflation can't happen until America is back at full
employment. Print enough money and, as those in
Zimbabwe know all too well, you can have hyperinflation
with huge labour market slack.

That's not what we expect the Fed to do. But even letting
inflation run at 5% for a few years in the early part of the
decade would go a long way to digging the US out of
its debt mountain. The debt/GDP ratio has nominal GDP
in the denominator—so raising inflation lowers the debt
burden. And higher inflation would help stabilize or even
boost nominal house prices, key to allowing a return to
positive home equity for those with mortgages that now
threaten to exceed the house price.

Since Canada will not face nearly America’s debt burden,
nor its underwater mortgages, letting inflation run above
the central bank’s 2% target will be much less tempting. A
strong C$ will also dampen import price inflation. Expect
an inflation gap to see Treasury yields well above those
on Canadian bonds in the first half of the next decade as
a result.

An Era for Equities

A random walk might be apt for your weekend stroll, but
the historical evidence increasingly shows that it's a poor
model for equity returns. Where you start matters for
prospective returns. Decades that begin with equities at
high valuations relative to earnings fare worse than those
that have the benefit of a clearing out sell-off, as Robert
Shiller conclusively demonstrated for the US market.

Unless we stage a spectacular rally over the balance of
this year, equity investors at the start of the teenage
decade will benefit from the headroom created by
the 2008 crash. The US market is now much cheaper
than its past decade’s average relative to 10-year trailing
earnings (Chart 9), a measure shown by Shiller to be
predictive of stronger returns ahead.

There is a caveat worth noting here. Corporate profits
surged as a share of GDP in both the US and Canada
in the past decade. That reflected a number of factors,
including falling interest rates, the constraint on wages
posed by immigration and competition from emerging
markets and in Canada, high commodity prices. Exchange
rate swings and rising wages in the emerging world could
ease that key constraint on North American pay scales.



CIBC WoRrLD MARKETS INC. Occasional Report #67—NMay 25, 2009

Chart 9 Chart 10
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But US dollar devaluation and higher US inflation will help
boost commodity prices and Canada’s corporate bottom
line, particularly given that economic development in the
Far East tends to be more resource intensive than the more
services-oriented economies of North America. Note that
even as we sit near a trough in global economic activity,
real oil prices are still well above where they stood at any
time other than during the two major spikes of the past
decades (Chart 10).

If the teen decade is a winner for stocks, it won't be
much of a decade for government bonds. It can't be.
Yields already hit all-time lows during the past year’s

of recession, there’s not much room for a rally from here.
Instead, higher US inflation, greater government supply
in the near term, and a move towards risky assets again
will weigh on government bonds. Look for 10-year rates
to average above 5% by mid-decade.

Add it up, and the teen years will, like teenagers, have
a lot of drama: a return of US inflation, the Canadian
dollar heading through parity, a solid run for stocks and
resource prices, and a weak decade for bonds. Asian
consumers will replace American homeowners as a source
of growth. And, as unpredictable as teens can be, likely a
few surprises relative to these very long-term calls.

crisis, and unless we let the economy fester in a decade
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