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However troubled the global economy 
looked a month or two ago, it looks much 
worse today. In the US, housing starts have 
now sharply eclipsed any modern era decline, 
the picture of job losses was revised to one 
much uglier than we had been led to believe, 
and exports have now also faltered. 

In Canada, the housing sector looks like 
someone has suddenly turned out the 
lights, and there are enough layoffs already 
announced in manufacturing to put 
unemployment on a sharply higher track. 
Shutting down much of the automotive 
assembly business for the next couple of 
months will send factory activity into an 
even deeper dive. A winter of our discontent 
is in store, and spring might not yet see 
any improvement, with our newly revised 
forecasts (page 12) pointing to a deeper 
growth and earnings dive in both the US 
and Canada.

That said, financial markets, however 
gingerly, are starting to look ahead to a 
better, if not yet glorious, summer. Amidst 
the deluge of uninterrupted bad news on 
growth and earnings, the North American 
equity market has become an oasis of 
relative calm in recent weeks. The S&P 
500 is essentially no worse off than it 
was back in mid-October, and the TSX is 
likewise managing a largely sideways trend 
even against the headwinds of cheaper 
oil prices. The US dollar, which had been 
rallying as funds were repatriated and 
dollar-denominated debts were repaid, 
has reversed course. Only the private debt 
market has continued to show a darkening 
mood, with yields still sky high on lower 

rated corporates even with monetary policy set 
to drive government yields lower still.

We can’t call this optimism, but it’s worth 
exploring why greater doom in the outlook is 
no longer punishing equity markets as much. 
The Fed is certainly pulling out all the stops, 
and now seems committed to quantitative 
easing, buying more securities than needed 
to hold the funds rate near zero. While the 
talk in the market is about forcing Treasuries 
lower, the focus will likely be on agencies 
and mortgage bonds, since these help to 
lower both base yields and spreads. 

But the impact of lower rates and a better 
funded banking system will be limited. It 
takes two to tango, and the private sector, 
particularly households, will be very reluctant 
to borrow and spend (see pages 4-6).

It’s not Milton Friedman and the quantity 
of money where the hopes lie. Instead, the 
saviours for financial markets will be two 
other economists, John Maynard Keynes and 
James Tobin. Both Ottawa and Washington 
will join in the global parade of Keynesian 
government spending in 2009 to get the 
economic ball rolling, rescue troubled 
automakers and mortgage borrowers, and 
perhaps others that now have their hands 
out. 

Those plans have kept hopes alive for some 
growth as early as next summer. But for 
stocks, James Tobin’s valuation metric might 
also be as critical, as his Q-ratio suggests that 
equities may have already tumbled enough 
to price in the bad news the economy will 
dish out (see pages 7-9).

“Amidst the deluge 
of uninterrupted bad 
news on growth and 
earnings, the North 
Amer i can  equ i t y 
market has become 
an oasis of relative 
c a l m  i n  r e c e n t 
weeks.” 

The Winter of Our Discontent
by Avery Shenfeld

December 18, 2008
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MARKET CALL

INTEREST & FOREIGN EXCHANGE RATES

If the Fed is the buyer, bond yields don’t have to make sense. While it looks like Bernanke’s focus will be 
on buying up more MBS and agency bonds, that will also serve to pull Treasury yields even lower, in part 
through the convexity trade associated with increased mortgage refinancing. Of course all this means that 
the Treasuries market is building up a trap for those that linger too long. At some point the Fed will have to 
start easing off the gas pedal, slowing its buying, and even later, shrinking its balance sheet and dumping 
bonds back on the market.

A deteriorating economic outlook leaves room for the Bank of Canada to also be more aggressive, though 
without the scale of massive mortgage defaults that the Fed is addressing, we don’t see rates going all the 
way to zero. Still, there’s room to drag bond yields a bit lower still.

We expected the US dollar rally to reverse course, but that’s come in a more abrupt fashion than anticipated, 
and against the euro, may now have gone too far. The ECB will end up caving on its go-slow approach to 
rate cuts, sending the euro weaker again next year, even as other currencies, including the C$, continue to 
regain some of their earlier lost ground vs. the greenback. The next big move for the loonie awaits a more 
positive climate for commodities in the latter half of 2009.

•

•

•

2008 2009

END OF PERIOD: 17-Dec Mar Jun Sep Dec

CDA Overnight target rate 1.50 0.75 0.75 0.75 1.00
98-Day Treasury Bills 0.85 0.60 0.60 0.65 1.00
Chartered Bank Prime 3.50 2.75 2.75 2.75 3.00
2-Year Gov't Bond (2.75% 12/10) 1.19 1.00 1.25 1.75 2.00
10-Year Gov't Bond (4.25% 06/18) 2.79 2.60 2.75 3.00 3.20
30-Year Gov't Bond (5% 06/37) 3.45 3.35 3.40 3.80 3.95

U.S. Federal Funds Rate 0.06 0.10 0.10 0.10 0.50
91-Day Treasury Bills 0.01 0.20 0.20 0.30 0.35
2-Year Gov't Note (1.25% 11/10) 0.69 0.45 0.50 0.80 1.45
10-Year Gov't Note (3.75% 11/18) 2.08 1.80 1.90 2.25 2.70
30-Year Gov't Bond (4.5% 05/38) 2.52 2.35 2.50 2.80 3.05

Canada - US T-Bill Spread 0.84 0.40 0.40 0.35 0.65
Canada - US 10-Year Bond Spread 0.71 0.80 0.85 0.75 0.50

Canada Yield Curve (30-Year — 2-Year) 2.26 2.35 2.15 2.05 1.95
US Yield Curve (30-Year — 2-Year) 1.83 1.90 2.00 2.00 1.60

EXCHANGE RATES — (US¢/C$) 83.0 82.6 84.7 87.0 91.7
— (C$/US$) 1.205 1.210 1.180 1.150 1.090
— (Yen/US$) 89 92 95 93 92
— (US$/euro) 1.42 1.40 1.39 1.36 1.35
— (US$/pound) 1.50 1.52 1.60 1.60 1.70
— (US¢/A$) 68.4 68.0 70.0 73.0 75.0
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STRATEGY AND EARNINGS OUTLOOK

•

•

•

The increasingly challenging economic environment compelled us to trim our market target for the TSX by 
1000 points to 11,000 next year. While the implied 20%-plus return warrants a full weighting in stocks, 
the near-term risks to the market from a contracting North American economy argue against overweighting 
stocks for now.  

Although Washington’s huge fiscal response and Fed easing will succeed in resuscitating growth beyond mid-
year, we’ve lopped a further 10-% points from our earnings growth forecast, in deference to what remains 
for now a very difficult economic and resource price backdrop. Those factors should see TSX earnings fall 
by 15% in 2009 (pages 7-9).

With M&A deal risks out of the way, we added a point of weight to the telecom sector, taking some profit on 
our gold overweight. We also remain overweight such traditional defensive sectors as the consumer staples 
and utilities groups.

Demand destruction from the current recession has sent oil prices plunging below $40/bbl. But today’s 
low prices are once again sowing the seeds of tomorrow’s higher ones. Supply destruction as Canadian oil 
sands and offshore projects abroad are cancelled, should see crude rebounding sharply in the second half 
of 2009.

Source: Thomson First Call, CIBC WM

ASSET MIX (%)
Benchmark

Strategy Rec-
ommendation

Stocks 50 50
Bonds 39 35
Cash 11 15
GICS SECTOR EQUITIES (%)
Consumer Discretionary 4.6 1.6
Consumer Staples 3.1 6.1
Energy 29.4 33.4
Financials 30.7 30.7
 -Banks 18.6 18.6
 -Insur., REITs, other 12.1 12.1
Healthcare 0.4 0.4
Industrials 5.5 3.0
Info Tech 3.5 1.5
Materials 15.0 16.0
 -Gold 9.5 10.5
 -Other Metals 1.7 1.7
 -Chemicals 3.4 3.4
Telecom 6.0 4.5
Utilities 1.8 2.8
Note: Bold indicates recommended overweight.

2006 2007 2008 2009 Latest

Energy 11.1 14.7 42.6 -24.6 9.5

Industrials 21.9 38.2 -3.1 -18.0 10.3

Materials 80.2 30.2 39.1 -9.4 11.6

Financials 19.2 13.5 -12.7 -11.1 10.8

Utilities 0.4 49.6 -61.2 122.6 28.3

Consumer Staples -3.0 0.0 5.2 -7.9 13.8

Consumer Discretionary 6.1 8.5 19.6 -12.0 11.2

Info Tech 121.1 133.5 37.6 12.1 13.0

Health Care 29.8 -38.8 -20.5 6.0 14.2

Telecom Services 26.3 33.0 -4.3 -13.7 12.1

TSX Composite 13.2 11.5 10.0 -15.0 10.8
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A penny saved is a penny earned, but for the economy, 
it’s also a penny that isn’t spent. The urge to save more 
and borrow less to repair shattered household balance 
sheets will be key in the economic hangover from the 
huge wealth loss associated with a steep drop in global 
equity and real estate valuations. For the US economy, 
the historical evidence suggests that consumer spending 
will be severely repressed over the next several quarters, 
and even in Canada, the household sector is going to be 
a very reluctant contributor to growth. While spending 
could be dragged higher again by government stimulus, 
the real opportunities for final consumption growth lie 
overseas in East Asia, where the Chinese have some 
shopping to do in the years ahead.

Why Save When You’re So Rich?

The savings rate is simply the percentage of after-tax 
income that isn’t spent in a given quarter. It’s admittedly 
an imperfect measure of household activity, in that it 
treats durables purchases as if they are all funded out 
of current income, ignores capital gains income but 
deducts capital taxes. But even so, the broad downward 
trend in US and Canadian savings rates tells the tale of 
a consumer binge over the past decade, financed by 
borrowing against huge paper gains in wealth.

A Penny Saved: Don't Bet on the Consumer
Avery Shenfeld and Benjamin Tal

Chart 1
Decline in Savings Was Among All Age Groups

It wasn’t that Greenspan made the yield on savings so low 
as to be unattractive, or demographic forces associated 
with the baby boomers that saw Americans save less 
and borrow more in recent years. Real interest rates had 
been just as low at other points in the past few decades 
without inducing a crash in the savings rate. And the 
savings rate fell in every age cohort (Chart 1). Rather, 
Americans, with Canadians following suit, took a look 
at their impressive gains in equity and housing wealth, 
and viewed them as collateral for borrowing today, or 
as substitutes for other sources of retirement income 
financed by additional savings.

A model of the US savings rate as a function of household 
wealth (net worth as a percent of disposable income) 
and real interest rates shows a strong fit to the historical 
record, with nearly all of the major swings captured 
by wealth trends (Chart 2). The turn to lower savings 
rates coincided with the beginnings of a bull market in 
equities in the early 1980s, and gathered steam as house 
values soared in the past decade.  Varying estimates of 
the relationship in this model and others suggest that 
a $100 increase in wealth leads to a roughly $5 to $10 
gain in consumption in any given year.

Chart 2
US Household Net Wealth Gains (R) Explains 
Savings Rate Drop (L)
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Chart 4
Drop in US Net Worth 
Pushes Savings Rate Above 4%

Living the Old-Fashioned Way

But those wealth gains are now evaporating at a pace 
that is unprecedented in the modern era. Preparing for 
retirement will now require setting aside a greater portion 
of income coming in for savings, not only by individuals, 
but by those running their pensions. That’s particularly 
true for equity-related losses, since house price declines 
leave the incoming young generation less pressed for 
savings to meet their initial down payment.

Even with the best efforts of governments to put the 
financial sector in a position to lend, it takes two to tango, 
and American households will be reluctant borrowers. 
To bring household debt back to the longer-term trend 
relative to income will require a multi-year drought in 
new borrowing activity (Chart 3).

Looking at the savings rate, the damage to consumer 
activity from the need to put money aside is still a story 
in progress. Official data on household net worth are 
available only to September 2008. But since stocks 
fell further in October, and housing is likely to drop 
another 10% or so from current prices, we see wealth 
not hitting bottom until Q2 2009. Our model suggests 
that the savings rate will peak above 4% in Q3 2009, 
before gradually easing off as equity markets improve 
stock holdings and pension wealth beyond that quarter 
(Chart 4).

Since the savings rate stood at barely over 1% in Q3 2008, 
that implies that nominal consumption will trail income 
growth by more than 3%-points in the year to Q3 2009. 
As a result, equities tied to American household spending 

will have a lot of bad news to get through. Moreover, 
if fiscal policy is going to boost overall spending, the 
government will have to do the first round of buying itself. 
Efforts to line consumers’ pockets through temporary tax 
cuts could simply see the funds diverted to savings, as we 
saw with much of the rebate given to Americans in the 
second quarter of 2008.

Nor will the new household financial rectitude do much 
to ease America’s foreign borrowing appetite. While 
households will save a greater share of their incomes, 
the latter won’t be growing much. And government 
borrowing will swamp the additional household savings, 
as Washington looks at a $1.5 trillion deficit in the current 
fiscal year (Chart 5).

Chart 3
Household Debt: Mean Reversion
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Chart 5
Dissavings by Government Will Eclipse 
Improvements in Personal Savings
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The resulting mountain of foreign financed debt, and the 
pressures from nominal wealth losses in the household 
sector, both have a common cure—inflation. If the Fed 
can get wages and prices accelerating by 2010, that will 
help support now-depressed asset prices and bring them 
better in line with the household debt that financed 
them. Moreover, inflation lifts nominal GDP, reducing 
the debt-to-GDP burden, and allowing America to pay 
foreigners off in a depreciated currency.

Uh O Canada

Canada’s economy hasn’t been exempt from a global hit 
to household balance sheets, but it has been later to that 
sad story than its southern neighbour. Canadian’s equity 
holdings shared in the pain seen on Wall Street. But 
housing prices were still steady into Q3, the last quarter 
for which official wealth data are available. 

As a result, household sector wealth had seen a much 
smaller drop in Canada as of Q3 (Chart 6). Of course, 
that’s now ancient history. Like those stateside, Canadian 
equities retreated sharply early in Q4. But now house prices 
are also in retreat on this side of the border. While they 
won’t match the full peak-to-trough plunge stateside, 
Canadian home prices look headed for a further 10% 
drop next year, given the imbalance between listings and 
active home buyers.

That will also see Canada’s savings rate moving higher as 
lending slows and setting money aside to restore bruised 
portfolios begins. We’ve recommended underweighting 
consumer discretionary stocks as a result. But the overall 
drag on retail activity should be somewhat cushioned 
in Canada. The savings rate never quite plumbed the 

depths seen in the US, and already stands at a more 
respectable 3%, triple the US rate in the third quarter. 
Net worth wasn’t much higher as a multiple of income, 
but the overall balance sheet was much less levered, with 
Canadians not as aggressive in borrowing against home 
equity. That means that a given decline in asset values 
will represent a smaller hit to net worth (at least before 
one allows for the “benefits” to US households from 
wiping off mortgage debt through defaults).

Who Can Spend?

While the world is bemoaning the loss of a former 
engine of growth in the US consumer, that’s an old story. 
American shoppers haven’t added a respectable 2% to 
US GDP growth since as far back as Q1 2007. Global 
growth, which had plenty of vigor until mid-2008, was 
instead much more reliant on developing economy 
industrialization, particularly that of China, than on the US.

And it’s the East Asian consumer that will have to do more 
to carry the ball in world growth if North Americans are 
going to live within their means for a while. Savings rates 
in the Pacific Rim remain miles above those elsewhere 
(Chart 7). China needs a stronger social safety net before 
households abandon their caution about holding savings 
in reserve, and Japan’s aged population is lacking in 
consumer appetite. But currency appreciations should 
improve the global buying power of Chinese and Japanese 
savings, while the high existing savings rate gives monetary 
easing a better chance of sparking Chinese consumer 
demand. That suggests that commodities demand to 
feed into Chinese manufacturing for its domestic and 
regional market could rebound before we see American 
consumers return to their former vigour.

Chart 6
Canadian  Household Wealth Loss Milder ... So 
Far
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Will 2009 Bring Any Cheer for Battered Equity Markets?
Peter Buchanan and Meny Grauman

As we close the door on one of the worst years for 
Canadian equities on record (Chart 1), the question on 
every investor’s mind is what is in store for stocks in 2009. 
While there is no doubt that the economic and financial 
outlook will remain severely challenged as we head 
into the New Year, 2009 does not seem destined to be 
another losing year for equities. 

Taking into account the elevated level of economic 
uncertainty, and the fact that the average TSX bear 
market takes about three years to get back to its previous 
high (Chart 2), we continue to recommend staying 
neutral equities with an emphasis on defensive sectors. 
However, after a steep slide in prices, valuation measures 
are looking more attractive. Past evidence also points 
to a market bottom about now if, as we expect, the US 
economy is set to resume growth in the second half of 
2009. 

The Road to Recovery Goes Through Washington 

Nine out of the last fourteen US recessions have coincided 
with Canadian bear markets, and this latest slowdown 
has been no exception. Investors started off the year with 
the belief that commodity prices would hold up despite 
a weak US economy. That view took the TSX to record 
highs as late as June of this year, but 12 months into the 
2008 US recession Canadian stocks are down by nearly 

Chart 1
2008 Was Among the Worst Ever

40%, after being even lower, and there is no longer 
much doubt that any market recovery north of the border 
will depend heavily on the fate of the US economy as a 
whole.

The good news is that since the 1920s Canadian stocks 
have tended to bottom between three and nine months 
before the end of a US recession, with the median 
being around five months. In fact, during this entire 90-
year period the only exception was in 2001, when the 
protracted unwinding of the tech bubble, coupled with 
September 11th saw equities continue to fall a full ten 
months after any economic recovery. 

But based on the median lead of five months, a market 
bottom is just in sight if the US economic recovery begins 
by the second half of 2009. There is no denying that the 
current US downturn will be deep, but twelve months 
in, it is already one of the longest in the post-war period. 
True, the economic challenges facing the country are 
nearly unprecedented, but so too is the accompanying 
government response. Not only is the fed funds target 
rate the lowest that it has ever been, but the government 
is also pumping trillions of dollars into the US financial 
system, with hundreds of billions in fiscal stimulus set to 
flow in the next two years. 

Chart 2
TSX Takes Longer to Recover 
From Deep Sell-Offs
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Weaker Corporate Earnings Ahead

While the odds of another sharp drop have therefore 
diminished, the early pace of any equity rebound is likely 
to be restrained by the eroding near-term profit outlook. 
TSX earnings should fall by about 10% on the year this 
quarter, marking the end of an impressive, seven-year 
run. 

Consensus expectations for 2009 earnings have 
likewise continued to slip in recent weeks, with the 
latest Bloomberg estimates pointing to an anticipated 
4% decline on the year. That stands in contrast to the 
20% gain expected just three months ago, but is still 
somewhat higher than our own revised forecast for a 
15% drop on year-earlier levels (Chart 3). The sharpest 
earnings recession on record occurred in the early 1990s 
when the Bank of Canada’s decision to purse a more 
hawkish stance than the Fed caused the C$ to soar, and 
amplified the one-two punch from a US recession and 
softer oil prices. 

Resource stocks make up nearly half of the TSX’s overall 
market cap, treble their throw weight in the S&P 500.  
While we expect those stocks to benefit from renewed 
traction in the global economy in 2010, declines in key 
mineral and oil prices are likely to take a growing toll in 
the near term. 

Earnings in the financial sector, the largest component 
of the TSX, fell at a near-16% year-on-year pace in the 
latest quarter. Higher funding costs and the negative 
effect of a weaker economy on credit quality and capital 
market activity have caused analysts to scale back their 

expectations for the banking group, which accounts for 
about two-thirds of the sector’s capital weight (Chart 4, 
left).  As in the US, profit worries are also causing firms in 
a range of industries to reduce, or consider cutting, dividends 
(Chart 4, right).

The Price is Right

While the near-term picture for the economy and profits 
isn’t pretty, our analysis of underlying fundamentals 
suggests stock valuations have already discounted a 
good deal of bad news. Though a notable improvement 
in investor sentiment would likely be required to take 
prices higher right now, valuations point to upside for 
stocks over the medium-term. That’s particularly likely if 
the world economy begins to emerge from the doldrums 
beyond mid 2009, rekindling resource demand, and as 
actions by the Bank of Canada and the Fed help ease 
stresses closer to home.

One popular valuation approach, the so-called “Fed 
model”, assumes that the forward earnings yield on 
stocks should approximate the yield on longer-term 
debt. Given concerns about corporate creditworthiness, 
it arguably makes more sense to use a longer-term 
corporate credit rather than a government yield to 
calculate this metric. Depending on the severity of the 
earnings recession, our Fed model estimates point to an 
underlying value for the TSX of between 9,300 and just 
over 12,000. Our own projected 2009 earnings imply a 
fair value of 11,500 (Chart 5). 

Chart 3
TSX Earnings: Historical & Projected

Chart 4
2009 Consensus TSX Bank Earnings Growth (L),
Expected TSX Fiscal 2009 Dividends (R)
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A dividend discount model also suggests that the TSX 
has upside. In fact, that method points to an underlying 
value for the TSX of at least 10,500 assuming a 15% 
drop in dividends next year, no change in 2010 , and a 
5%-per-year rise thereafter, a pattern very much in line 
with historical trends. 

These results, however, depend on forecasts of profit 
or dividend flows. But that’s not the case with another 
valuation metric, pioneered by Nobel laureate James 
Tobin. His Q ratio is defined as the ratio of the market 
value of a company to the replacement value of its 
assets. A value of less than one—the case currently for 
both Canada and the US (Chart 6)—means it costs less 
to buy a company and its assets rather than build anew, 
signaling a potential buying opportunity. 

As with the other measures, the Q-metric should be 
intepreted cautiously. It wouldn’t make great sense for 
investors to pay “replacement cost” for auto assets 
in today’s glutted marketplace. Steps that reduce the 
profitability of a broad range of assets, like tighter 
financial sector regulation or deleveraging, may warrant 
a lower Q than in the past. Even so, Tobin’s Q reinforces 
other measures that show that the TSX is now looking 
cheap.

In timing when that upside will be realized, we noted that 
that TSX bear markets generally come to an end nearly a 
half year before US recessions come to a close. Excepting 

Table 1
TSX Gains Before US Recessions End

Chart 6
Tobin's Q in US (L) and for TSX Composite (R)
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Chart 5
Current TSX Trading Level 
and Different Estimates of Underlying Value

Note: Bracketed #s are assumed 2009 index-adjusted earnings; Dividend 
Discount Model assumes a 7% discount rate  along with a 15% drop in 2009 
dividends per share, no change in 2010, and 5% growth per yr beyond that

2001, during those last months of recession, TSX stocks 
have posted sizeable gains (Table 1). The average was 
a 14% lift, and in the most dramatic case, the market 
soared 34% during the final months of the very deep 
recession of 1981-82. However, even at the low end, as 
in 1957-58, the market returned 5% between the time 
stocks bottomed and when the economic slowdown 
officially came to an end. 

So while the economic news will remain very ugly in the 
coming months, equity market participants could be 
ringing in what will prove to be a happier new year.

US recession dates 
(coinciding with TSX 

bear markets)

TSX return 
over 

recession

TSX return from 
cycle low to end of 

recession
1929-33 -75% 13%
1937-38 -27% 21%
1957-58 -21% 5%

1970 -11% 14%
1973-75 -26% 17%
1981-82 -22% 34%
1990-91 -1% 13%

2001* -8% -17%
Median -22% 14%

* Market fell for 10 months after offical end of recession

Source: US— Fed. Res. Bd. Flow of Funds, CANADA—CIBCWM, based on 
Chung & Pruitt, Financial Management, Vol. 23, No. 3, 1994
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US Negative Home Equity and Foreclosures—How Bad Is It?
Benjamin Tal

It’s going to be a big number, but how big? The market 
is now discounting an additional rise of 4 to 5 million in 
the number of US home foreclosures. But a closer look at 
the current negative home equity position of American 
households suggests that the eventual number won’t be 
quite that bad.

Putting House Prices in Perspective

US house prices are down by more than 20% since their 
June 2006 peak. But any price decline should be viewed 
within the context of its starting point. Yes, prices have 
fallen rapidly in the past two years, but not any faster 
than the speed at which they appreciated in the preceding 
two years. Despite the dramatic fall in house prices, US 
real estate values are now back only to where they were 
in 2004 (Chart 1). This is a very different picture than the 
price decline following the 1929 crash, which wiped out 
no less than fifteen years of house price appreciation.

As a result, if you bought a house earlier in the decade, 
you are still well into positive territory. House prices in the 
US rose by more than 70% between 2002 and mid-2006, 
with the recent decline in prices erasing less than a third 
of that gain. And yes, prices in Los Angeles have fallen by 
more than 30% since June 2006, but they had risen by a 
stunning 125% in the four years prior to the correction. 
Ditto for other recent real estate casualties such as Miami 
and Las Vegas (Chart 2).

Negative Equity

A pre-condition for a foreclosure is negative equity. And 
given the trajectory of house prices, it is hardly a surprise 
that no less than 40% of those who bought a house in 
2006 found themselves deep in negative equity territory. 
For them, the road to foreclosure is smoothly paved. In 
fact, we estimate that close to 70% of the four million 
foreclosures we have seen in the past two years were 
from the 2005 and 2006 vintages. After all, it’s a no 
brainer for subprime borrowers who find themselves in a 
20-30% negative equity position to simply mail the keys. 
But since many of the mortgages taken during these years 
are no longer in the system, our focus is on the next wave 
of negative equity and foreclosures.

Chart 3 illustrates the current position. Roughly one-third 
or 42 million American households carry a mortgage. And 
as of September 2008, fewer than 8 million of them were 
in a negative equity position.1

While negative equity is a necessary condition for a 
foreclosure, it’s hardly a sufficient condition. After all, 
would you foreclose if you were in a 5% negative equity 
position? What about 10%? In fact, from previous real 
estate cycles we know that the probability of foreclosure 
is marginal for properties below the 15% negative equity 
threshold. And with the recent removal of many of the 
toxic mortgages from the system, the distribution of the 
current negative equity positions in the US is much more 

Chart 1
US House Prices—Back to 2004
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Real Estate Prices—Still a Huge Gain Since 2002
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favourable than it was six or eight months ago. Out of the 
8 million households that are currently in a negative equity 
position, only 1.7 million are in a negative position larger 
than 15%. Put differently, only 4% of all households with 
a mortgage are currently at risk of foreclosure.

Equally important, the distribution of these foreclosure 
candidates is highly concentrated. Six states (Nevada, 
Michigan, Florida, Arizona, California and Georgia) are 
home to less than one-third of US mortgages, but they 
account for close to 60% of negative equity positions in 
the US mortgage market (Chart 4). In fact, excluding these 
states the average negative equity position in the US is less 
than 12%.

House Prices Are Still Falling

True, house prices have yet to bottom, so there is worse 
to come. After all, for every one percent drop in house 
prices, 400,000 Americans enter into a negative equity 
position. Chart 5 illustrates the cumulative distribution of 
negative equity position in the US. Note that an additional 
5% drop in prices will take the average negative position 
from 18% to 23% and a 10% drop from current levels 
will take the negative equity rate to close to 27%.

But our focus is not on the properties that will soon 
enter negative equity positions (since they will still be 
better than the 15% threshold) but rather on the internal 

distribution within the existing pool of negative equity. A 
10% drop in prices from current levels will bring the number 
of households with 15% or worse negative equity from 
1.7 million to just under 3.5 million. And based on past 
coefficients between negative equity and foreclosures2, 
we estimate that even a full 10% drop in house prices 
from current levels will lead to an additional 2.5-3 million 
foreclosures. That is well below the current projection of 4-
5 million. Add to it the growing trend of loan modification 
(lower rate, increased amortization) and the final number 
might be even lower. That’s still hardly a sunny outlook, but 
is one that will come as a nice surprise to security valuations 
that currently discount a much more severe outcome.

1 All negative equity information presented here is based on data obtained 
from First American Coreligic, LoanPerformance, MBA, and CIBCWM 
calculations.
2 See for example “Negative Equity and Foreclosure” Federal Reserve Bank of 
Boston, June 2008. 

Chart 3
US Households' Negative Equity Position
(as of September 2008)

Chart 4
Negative Equity By State—An Uneven 
Distribution

0

10

20

30

40

50

N
ev

ad
a

M
ic

h
ig

an

A
ri
zo

n
a

Fl
or

id
a

C
al

if
or

n
ia

G
eo

rg
ia

A
vg

 A
ll

O
th

er
S
ta

te
s

%

Chart 5
Cumulative US Negative Position
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We’ve further slashed our Canadian growth outlook for the next few quarters, as deep cuts in automotive 
production and eroding housing activity take hold. Growth is unlikely to return until the second half of 
2009, and that call is heavily dependent on seeing massive fiscal stimulus on both sides of the Canada-US 
border. The unemployment rate is likely to head sharply higher in the next few months given recent layoff 
announcements.

The US economic picture continues to deteriorate, forcing us to once again lower our outlook for real GDP 
growth in both the remainder of 2008 and 2009. Record low interest rates and a near trillion dollar fiscal 
stimulus package should sow the seeds of a slow and modest economic recovery by the second half of 2009, 
but the first part of the year will be very challenging. Job losses should continue to intensify, while softer 
demand and plunging gasoline prices will keep weighing on inflation, sending year-over-year headline CPI 
temporarily into negative territory.

CANADA 08Q3A 08Q4F 09Q1F 09Q2F 2007A 2008F 2009F

Real GDP Growth (AR) 1.3 -3.5 -1.8 -0.1 2.7 0.6 -0.3

Real Final Domestic Demand (AR) 0.6 1.1 0.9 0.1 4.2 3.1 1.2

All Items CPI Inflation (Y/Y) 3.4 1.7 1.3 0.9 2.1 2.3 1.5

Core CPI Ex Indirect Taxes (Y/Y) 1.7 1.8 1.8 1.7 2.1 1.6 1.8

Unemployment Rate (%) 6.1 6.4 7.0 7.3 6.0 6.1 7.3

U.S.

Real GDP Growth (AR) -0.5 -4.8 -2.0 0.5 2.0 1.2 -0.6

Real Final Sales (AR) -1.4 -4.1 -3.8 0.5 2.4 1.5 -1.1

All Items CPI Inflation (Y/Y) 5.3 1.8 0.4 -0.6 2.9 3.9 0.9

Core CPI Inflation (Y/Y) 2.5 2.0 2.0 2.1 2.3 2.3 2.1

Unemployment Rate (%) 6.0 6.7 7.3 7.5 4.6 5.8 7.3


