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These are not Dickensian times. Canada is in 
a mean recession, but in some dimensions, 
these are far from the worst of times when 
viewed against our economic history. And 
looking out at longer term prospects, there 
are reasonable grounds for hope that capital 
markets are now expressing.

Canada, and indeed the global economy, 
is experiencing the steepest GDP tumble of 
the post-war period. But equities don’t buy 
a share of GDP, they buy a slice of earnings. 
And on that dimension, we’ve seen worse, 
with this downturn unlikely to be anywhere 
near the 80% hit to earnings seen in the 
early 1990s recession (see pages 4-5). As 
we reported elsewhere, the ability of the 
business sector to downsize and cut costs 
on a timely basis has far fewer business 
bankruptcies being reported in Canada 
compared to past recessions. Conservative 
leverage ratios going into this slump, and 
historically low interest rates, are also helping 
to keep debt service costs down.

The household sector has taken the blows of 
those cost-cutting measures in the deepest 
six-month percentage drop in employment 
in decades. But owing to the earlier trend 
to two-income families, there are still 62% 
of working age Canadians holding down a 
job six months after the peak. At the same 
point in the 1981-82 downturn, only 59% 
of Canadians were employed. In the US, 
the employment rate is already below 60% 
(Chart). Wealth declines have also been much 
less severe on this side of the border, given an 
only single-digit drop in house prices thus far.

An economic recovery is not yet at hand, 
but the monetary, fiscal and banking system 

repair policies needed to generate one are 
well in place. All the focus of the post-
recession world lies on that first year of 
recovery, which will likely be disappointing 
to some. But stocks don’t buy one year of 
earnings, they buy the full present value 
of what lies ahead. While the bottoms-up 
consensus for a sharp rebound in earnings 
in 2010 looks optimistic, both the analysts’ 
consensus and equity valuations appear to 
be based on a fairly conservative longer term 
earnings track. 

The structural troubles facing the US and 
Europe—huge overhangs of government 
debt, a chastened household sector, and 
the tricky task of reversing unprecedented 
money printing—aren’t going to be as 
pressing here. And Canada stands to benefit 
from a shift in growth dependent on US 
consumer goods sales to one driven by Asian 
consumers and governments that lifts longer 
term commodity prices. The temperate teens 
of the 2010-2019 decade may prove more 
rewarding for equity investors than the debtor 
decade gone by, even with an unimpressive 
start to recovery in 2010 (see pages 8-11).

“... equities don’t 
buy a share of GDP, 
they buy a slice of 
earnings. And on that 
dimension, we’ve 
seen worse, ...“ 

Rational Exuberance
by Avery Shenfeld
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MARKET CALL

INTEREST & FOREIGN EXCHANGE RATES

With no drama at the front end of the yield curve for at least another year, the bond market these days is 
all about slope. After the huge steepening move on concerns over US supply and a shift to riskier assets, we 
see room for a modest corrective flattening move in the near term, if the market gets impatient in its wait 
for signs of an economic turning point.

Still, it will take a nimble trader to take advantage of such opportunities, as the broader direction of the 
government bond market in the US and Canada is bearish. We already expected a sell-off in both markets 
post-September, but have raised our target yields given how sensitive the bond market has proven to be to 
even the smallest hints of an economic turn of fortune. Canadas will continue to outperform Treasuries on 
lighter supply pressures in 2009/10, and lesser inflation risks post-2010.

The Canadian dollar has well outpaced commodity prices, and in the case of oil, a key C$ driver, the 
commodity market has also run ahead of the supply-demand balance. The days of depression fears and a 
1.30 dollar/Canada are gone, but there’s still a risk of a pullback for the loonie until fourth quarter data start 
to show real evidence of economic growth in North America. Longer term, the C$ has plenty of upside as 
we see both general US dollar weakness and a cyclical rise in commodity prices in 2010 and beyond.

•

•

•

2009 2010

END OF PERIOD: 28-May 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 0.20 0.22 0.20 0.23 0.25 0.30
2-Year Gov't Bond (1.25% 06/11) 1.28 1.20 0.95 1.15 1.15 1.20
10-Year Gov't Bond (3.75% 06/19) 3.51 3.40 3.05 3.35 3.50 3.70
30-Year Gov't Bond (5% 06/37) 4.10 3.95 3.70 4.00 4.10 4.25

U.S. Federal Funds Rate 0.25 0.25 0.25 0.25 0.25 0.25
91-Day Treasury Bills 0.14 0.10 0.10 0.12 0.15 0.20
2-Year Gov't Note (0.88% 05/11) 0.99 0.95 0.95 1.00 1.20 1.30
10-Year Gov't Note (3.13% 05/19) 3.69 3.60 3.35 3.65 3.85 4.05
30-Year Gov't Bond (4.25% 05/39) 4.56 4.50 4.35 4.55 4.70 4.95

Canada - US T-Bill Spread 0.06 0.12 0.10 0.11 0.10 0.10
Canada - US 10-Year Bond Spread -0.18 -0.20 -0.30 -0.30 -0.35 -0.35

Canada Yield Curve (30-Year — 2-Year) 2.82 2.75 2.75 2.85 2.95 3.05
US Yield Curve (30-Year — 2-Year) 3.57 3.55 3.40 3.55 3.50 3.65

EXCHANGE RATES — (US¢/C$) 89.6 88.5 84.0 87.0 87.7 90.9
— (C$/US$) 1.117 1.130 1.190 1.150 1.140 1.100
— (Yen/US$) 97 98 101 97 95 90
— (US$/euro) 1.39 1.38 1.32 1.35 1.35 1.37
— (US$/pound) 1.59 1.58 1.53 1.57 1.59 1.62
— (US¢/A$) 78.3 77.0 73.0 77.0 80.0 83.0
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STRATEGY AND EARNINGS OUTLOOK

•

•

•

Markets suddenly jettisoned their fear of depression and looked ahead to an economic recovery. We too see 
the economy reviving before year end, but the rally looks a tad early and more vigorous than what we typically 
see when there’s only limited evidence of a turning point. We could see a breather or partial pullback on soft 
economic news, but there’s enough medium-term upside to warrant a benchmark weight in stocks. 

Global industrial activity is indeed already picking up, not in green shoots in North America but in bamboo 
shoots in the Far East. We have been overweight base metals as a result, given that sector’s history as an 
early cyclical mover. Oil typically lags, and we’re skeptical about that sector’s ability to build on or even hang 
onto all of its hearty rise given soft demand, high inventories and signs of fraying OPEC discipline. 

Canadian financials still face headwinds from deteriorating credit quality, but downside risks have been 
reduced by the rise in global equity markets which impacts liability and asset valuations for both banks and 
insurers. Release of the US stress test results has also reduced the potential danger from renewed selling 
stateside. We brought our financial exposure back up to market weight in May. Tech stock valuations no 
longer look as inviting after the recent rally, so we’ve financed the move by taking profit on our previous 
overweight of that sector. 

Source: Thomson First Call, CIBC WM

2006 2007 2008 2009 Latest

Energy 11.8 8.8 47.7 -57.1 18.8

Industrials 20.4 12.8 24.2 -23.1 12.6

Materials 84.6 29.2 11.6 -19.7 18.7

Financials 15.0 14.4 -17.5 -6.1 11.6

Utilities 15.3 33.7 -63.0 137.1 12.8

Consumer Staples 0.1 -4.1 8.8 17.2 11.5

Consumer Discretionary 8.4 26.2 4.1 -3.4 11.1

Info Tech 2.9 58.2 70.4 25.9 14.6

Health Care 25.6 -29.4 -24.5 43.8 10.3

Telecom Services 25.9 33.2 -6.7 -5.0 10.7

TSX Composite 13.2 11.7 6.4 -25.0 14.1

Last 10 
yrs.
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The TSX has come a long way recently on “green shoots 
and glimmers”. But the market’s ability to put more 
of 2008’s losses behind it will depend increasingly on 
concrete earnings and economic improvements. 

There are some negative signs on the earnings front, 
including the rising loonie (a larger obstacle arguably for 
the Canadian economy than the market, given the TSX 
heavy-resource capitalization and correspondingly light 
weight in manufacturing), but also fortunately some 
positive ones. Steep employment declines so far in 2009 
imply Canadian corporations are now wielding the cost-
cutting axe with a rarely seen vigour. Countering a still-
weak revenue picture, those cost savings may be helping 
limit balance sheet pressures, as evidenced by recent 
bankruptcy trends (Chart 1-left). 

The past decade’s 50% drop in Canadian debt-equity 
ratios (Chart 1-right) also helped shield bottom lines from 
the full adverse consequences of borrowing-cost hikes 
for weak credits. It suggests, moreover, that Canadian 
firms should be well positioned to tap capital markets 
and expand when GDP turns back up—a potential plus 
for future earnings growth.

Worst Recession for Economy, But Not Earnings
Peter Buchanan

Operating and Capital Cost Savings Could Help to
Offset Higher C$

While the recession hardly represents an ideal operating 
environment, TSX earnings appear, so far, to be showing 
more resilience than those of some of the country’s major 
trading partners, one apparent reason for the Toronto 
market’s good relative performance so far this year 
(Chart 2).

Notwithstanding a deeper economic contraction, the 
bottom-line damage from this downturn should be milder 
than the deep pain inflicted by Canada’s last two official 
recessions.

In this downcycle, we look for an operating earnings drop 
of 25% this year, followed by modest growth in 2010. 
That’s far milder than the earnings shock of the early 
1990s, when the Bank of Canada’s harsh anti-inflation 
tonic contributed to an appreciably worse economic 
pullback in Canada than in the US. TSX operating 
earnings tanked by a depression-like near-80% over the 
course of a surprisingly protracted 16-quarter long slide 
in that episode, reflecting larger swings in both the C$ 
and long-term rates than those seen recently. Attesting to 
the breadth as well as intensity of the profit hit, earnings 
for the economy as a whole, which are less levered to 
resource-price swings, fell by an unusually steep 60% in 
the early 1990s, more than twice the drop seen recently. 

Chart 2
Canada Not as Bad as Many

Chart 1
Business Bankruptcy Rate Stable (L), 
Canadian Debt-Equity Ratios Lower (R)
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IBES operating data doesn’t extend back to the 1981-83 
recession, but reported TSX earnings fell by a sobering 
65% in that episode (Chart 3).

Labour costs account for over two-thirds of total 
operating expenditures in Canada. While layoffs are 
hardly a plus for those involved, they suggest a growing 
emphasis on tight cost discipline—a precondition for 
future growth and competitiveness. Even with April’s 
increase, paid private payrolls are down by 210,000 
this year, and over 300,000 from mid-2008’s peak. Q1’s 
1.7% reduction in private paid employment, the largest 
in over a quarter century, suggests recent cuts have 
been of near-historic proportions, even allowing for 

the economy’s greater size (Chart 4). Corporations, by 
contrast, were slower to adjust staff levels in the early 
1990 recession, potentially contributing to the depths 
of the earnings recession. Recent developments point to 
a further deceleration in hourly earnings growth, which 
has slowed from well over 5% on the year in 2007 to 
around 3% at present. Two factors meanwhile suggest 
TSX firms are having some success limiting the fallout 
from weak revenues through cost cutting and improved 
efficiency. Profit margins, although off their recent highs, 
remain 2%-points above the lows reached during the 
milder 2001 slowdown (Chart 5-left). More firms have 
been beating the consensus on earnings than revenues, 
reflecting upside surprises on margins (Chart 5-right).

Positive Signs for Earnings Looking Ahead

Analysts’ current expectations of an 11% annual pace 
of earnings growth over the next half-decade modestly 
surpasses the historical average, but several factors should 
be borne in mind in assessing the attainability of that 
target. An Asian-centric, infrastructure-led global recovery 
should be supportive for resource prices over the medium 
term. 

The better state of balance sheets also means that 
Canadian firms will arguably be better positioned than 
some of their peers to access capital markets to finance 
profit and sales growth down the road. Our labour quality 
index, somewhat surprisingly, has risen rather than fallen 
so far in this recession, suggesting that firms are retaining 
their most skilled workers—the critical nucleus of human 
capital that will be needed to rebuild operations when 
the economy turns.

Chart 3
Change in TSX Operating Earnings (L), 
Canadian Corporate Profits (R)

Chart 4
Canadian Firms Cutting Jobs Early 
and Aggressively
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Chart 5
title

Chart 1
US Deficits as Far as the Eye Can See

A Made in America Solution to US Financing Woes
Meny Grauman

Chart 2
Fed Custody Holdings Hint as Treasury Buying 
by Foreign Central Banks

Hundreds of billions of dollars in emergency bailouts and 
fiscal stimulus commitments have helped stabilize both 
the American financial system and the US economy, but 
have also led to a sharp deterioration in America’s fiscal 
standing, putting pressure on bond yields. According to 
the latest projection by the Congressional Budget Office, 
the US budget deficit will exceed $1.8 tn in 2009-10 fiscal 
year, and should remain in the red until at least 2019 
(Chart 1). 

Financing those deficits will require a record amount of 
US government bond issuance, and has led to speculation 
that the US will lose its global financial pre-eminence. It 
has also led to talk that China, the biggest foreign holder 
of US government debt, will dump its substantial holdings 
of Treasuries, causing yields to soar more dramatically 
than they have, even ahead of an economic recovery. 
Yet despite public statements by some senior Chinese 
government officials that appear to cast doubt on the 
safety of US sovereign debt, the hard reality is that it is 
not in China’s own self-interest to de-stabilize the Treasury 
market. 

Furthermore, although foreign buyers may be snapping 
up fewer Treasuries over the coming years, the current 
recession has created an environment in which domestic 
buyers will be able to take on an even larger role in the 
Treasury market, while narrowing America’s large trade 
deficit in the process. 

Foreign Demand for Treasuries Still Strong

Despite the deteriorating US fiscal situation, China has 
no incentive to dump its $770 bn in US Treasury holdings 
on the open market, and the aggregate data certainly 
bear this out. According to the latest figures released by 
the US Treasury Department, foreign holders of American 
government bonds may be cutting back their portfolios of 
agency bonds, but are not net sellers of Treasuries. In fact, 
on a rolling twelve-month basis, Fed custodial holdings 
of agency bonds for foreign and international accounts 
have slipped by $123 bn, while holdings of Treasuries 
have risen by $490 bn (Chart 2).

True, these gains are not keeping up with the blistering 
pace of new issuance, which is already 60% higher than 
last year. However, that is more a function of the US 
government’s ballooning borrowing requirement, rather 
than any fears of currency collapse or hyperinflation. 
Despite the growing concern over Washington’s finances, 
it is not clear that any major sovereign credit is materially 
safer or more liquid.

The sheer size of US government issuance does suggest 
that China will become a relatively smaller fish in a 
rapidly growing pond. The gap, however, is being filled 
by domestic buyers, who as a group already own more 
than twice the amount of Treasuries that foreigners 
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do (Chart 3). In fact, the biggest single buyer of US 
government debt is the US government itself. These 
securities account for 38% of all outstanding bonds, and 
the percentage is growing. The Fed alone has pledged 
to buy up to $300 bn in Treasury securities through its 
quantitative easing program, and already holds over 
$580 bn in government bonds on its books. 

US Households Set to Buy More Treasuries

Meanwhile, domestic buying by private investors is also set 
to expand as consumers increasingly choose savings over 
spending. Although domestic holdings currently make 
up just a little over 50% of all outstanding Treasuries not 
owned by the US government, that percentage should 
head higher as US household leverage falls back to earth 
and the savings rate heads back over 7% (Chart 4). 

A rising savings rate will help support domestic buying 
of Treasuries, but will also reduce the pace of Chinese 
purchases of US government debt. The stepped-up 
growth in China’s Treasury holdings over the last few 
years was needed to prevent America’s huge trade deficit 
with China from causing the yuan to soar at a rapid pace. 
Slower US consumer spending growth should narrow the 
trade gap, leaving a smaller requirement for the Chinese 
central bank to buy US Treasuries in managing the pace 
of any further yuan appreciation. 

That suggests a smaller contribution to Chinese growth 
from exports, and indeed, two-way trade flows are down 
sharply over the past year. But domestic demand in China 
can pick up the slack. Over the past twelve months, 
fixed asset investment—a benchmark measure of capital 
spending—has risen by more than 30% (Chart 5), and 
real imports of key raw materials like copper and iron 
ore have also shot up by double digits. Beijing’s $586 bn 
fiscal stimulus package is helping drive an economic 
recovery, and the majority of this spending is dedicated 
to infrastructure projects. While it shrinks its role in the 
Treasuries market, the Chinese government will be playing 
a greater role in financing its own economic growth.

What’s key, then, is what yields will be required by US 
domestic investors to sop up the huge supply of Treasuries 
ahead. The recent supply-driven sell-off could see a 
corrective rally if, as we expect, equity markets take a 
breather as investors wait for signs of a true economic 
recovery, and funds shift back into fixed income assets. 
But looking ahead to 2010, even home-based investors 
will likely require still-higher Treasury yields as the equity 
market offers renewed competition for a growing savings 
pool, and as inflation risks for 2011 begin to loom.

Chart 4
US Household Savings and Debt/Income 
Leverage

Chart 5
China's Growth Tilts to Domestic Investment
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Decades past have been given apt nicknames: the 
“roaring twenties,” the “dirty thirties”, and the “swinging 
sixties”. The 2000-09 era could be dubbed the “debtor 
decade” (Chart 1), marked by a self-destructive run-up in 
borrowing in major western economies.

We’re about to enter the 21st century’s teenage years, 
between 2010 and 2019. Like teenagers, the economy 
in the decade ahead could be moody and unpredictable 
early on, but ultimately, grow and mature. Absent the 
prior decade’s financing excesses, instead of an endless 
malaise as some fear, the calmer waters of the “temperate 
teens” could offer reasonable investment prospects. 
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 global growth. In the bond market, 
inflation could be more of an issue, particularly in the US. 

The Deleveraging Threat …

Those prophesizing a decade of gloom for North America 
point to the excessive leverage granted to the US 
household sector. More prudent lending practices, it is 
argued, means perpetually slower consumption growth. 
Unsustainable borrowing by the government sector is 
a further worry. The Congressional Budget Office sees 
Washington running up a nearly $14 tn tab, sending 
the debt-to-GDP ratio above 80%. Even hitting those 
numbers will entail spending restraint or tax increases in 
the years ahead, a further risk to US growth. 

The Teenage Years: What the Coming Decade Holds
Avery Shenfeld and Benjamin Tal

Chart 1
Debt-to-Income Ratio Has Soared

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

... Doesn’t Doom the Decade Ahead

But excess leverage needn’t doom us to lower growth. 
It only ensures that the composition of both US and 
global growth has to change. China had rapid growth 
in economic activity in the last decade, driven not by 
excessive household borrowing, but by capital spending 
and exports. The US, 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 in consumption is a one-time 
move to a new level relative to income. Once the US 
and Canada reach a higher savings rate plateau, any 
further increase in income would be matched by the 
same percentage increase in spending. Prior to the last 
two decades, the US had an 8-10% savings rate, yet real 
consumption spending ran at a faster average clip than 
we saw in the debtor decade (Chart 2), as income growth 
provided the needed support.
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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 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, business and government 
spending in emerging and oil-exporting economies. China 
and other members of that group entered the recession 
with a lofty savings rate. So much so that the flow of 
personal savings in emerging markets is now as large as 
what’s generated from OECD households (Chart 5).

A fall in the savings rate in the developing world could 
add far more to global spending than will be lost in the 
adjustment to a higher savings 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 as lenders 
avoid the earlier credit excesses. 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. Public sector surpluses 
in some of those economies also represent potential 
spending power.

But until we reach the new plateau in the savings rate, 
domestic households will account for less of the North 
American and global growth pie. Greater consumer and 
public spending from regions that had been running huge 
savings rates and budget surpluses, particularly China and 
the oil-exporting economies, will easily fill that gap. 

Exchange Rates Prompt Adjustment

Two developments will be necessary to trigger the needed 
transformations. First, exchange rates need to be brought 
into better alignment. The adjustment towards a weaker 
US dollar is well underway, and was already improving 
the contribution of net trade to US growth in 2008 
(Chart 3). 

Expect that process to continue in the 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 4). 

For now, US 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, the extra liquidity will drive more rapid 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 
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Stronger currencies in East Asia and, if there is an 
unpegging, in the Persian Gulf economies, will be a step 
toward improving public and private real purchasing 
power 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. 

The result of these global shifts will be a different 
composition for US growth drivers. A weaker dollar will 
promote US net exports and capital spending, 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 greenback 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 Canada, these shifts will mean a leaner decade for 
segments of the economy leveraged to US household 
spending (like autos, 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 growth. Financial services will earn their keep 
by helping Canadians manage a newly growing pool of 
savings. 

While the loonie will climb as the US dollar weakens, 
hurting our manufacturing competitiveness, rising 

resource prices will reignite capital-intensive development 
of energy and metal mining projects. 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.

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 
full employment, 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. 
Unlike Canada’s CPP, the only holdings of the US social 
security system are government bonds—just another way 
of saying that future taxpayers will cover the burden. The 
Brookings Institute 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. 
Canada followed one plan after 1994, which entailed a 
sharper tax bite, increased contributions to the CPP, and 
slowed growth in spending. The resulting fiscal drag required 
an offsetting stimulus, 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 
money to pay off government debt, 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 economic wars, have 
often triggered higher inflation in their wake (Chart 6). 

Print enough money and, as those in Zimbabwe learned, 
you can have hyperinflation even with huge labour 
market slack. But even letting inflation run at 5% for a 
few years would go a long way to digging the US out of 
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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 8).

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 
crisis, and unless we let the economy fester in a decade 
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. And, 
as unpredictable as teens can be, likely a few surprises 
relative to these very long-term calls.

its debt mountain. The debt-to-GDP ratio has nominal 
GDP in the denominator—so raising inflation lowers 
the debt burden. And higher inflation would help boost 
nominal house prices, lifting 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.

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 7), a measure shown by Shiller to be predictive of 
stronger returns ahead. 

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. 

Chart 7
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Real Oil Prices Still Historically High
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First quarter GDP is tracking close to our prior forecast, and should be on either side of a huge 7% decline. 
We see the next quarter as showing a more moderate decline, consistent with the deceleration in the pace of 
deterioration in some of the higher frequency data as Q1 came to a close. We continue to expect a sluggish 
recovery beginning in Q4. A firmer C$ will contribute to a somewhat lower track for the headline CPI than 
our prior forecast indicated.

Despite the stock market’s ongoing enthusiasm, the recent wave of better-than-expected economic data does 
not point to an imminent end to America’s longest and deepest post-war recession. After a very steep slide 
at the end of 2008, the pace of economic contraction appears to be slowing, but real GDP is still falling. The 
economy should start to grow again in the second half of the year, but even then we expect an extended 
period of lackluster performance, held back by still-rising unemployment and falling capital spending.   

CANADA 08Q4A 09Q1F 09Q2F 09Q3F 09Q4F 2008A 2009F 2010F

Real GDP Growth (AR) -3.4 -7.0 -2.4 -0.5 2.5 0.5 -2.7 1.5

Real Final Domestic Demand (AR) -4.9 -5.8 -1.8 -0.1 2.6 2.5 -2.4 1.6

All Items CPI Inflation (Y/Y) 1.9 1.2 -0.1 -0.8 0.2 2.4 0.1 1.2

Core CPI Ex Indirect Taxes (Y/Y) 2.2 1.9 1.8 1.6 1.2 1.7 1.6 1.3

Unemployment Rate (%) 6.4 7.6 8.2 8.7 8.9 6.1 8.3 9.0

U.S.

Real GDP Growth (AR) -6.3 -6.1 -3.2 -0.4 2.5 1.1 -3.2 1.8

Real Final Sales (AR) -6.2 -3.4 -3.7 -1.1 1.8 1.4 -2.7 1.0

All Items CPI Inflation (Y/Y) 1.6 0.0 -1.2 -2.4 0.2 3.8 -0.9 3.1

Core CPI Inflation (Y/Y) 2.0 1.7 1.8 1.4 1.7 2.3 1.7 2.2

Unemployment Rate (%) 6.9 8.1 9.2 9.8 10.0 5.8 9.3 9.8


