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With seesawing economic statistics, the
words “secular stagnation” have come back
into fashion. It should be said that when they
are pronounced by an economist as eminent
as Larry Summers, former U.S. treasurer and
president emeritus of Harvard University, their
weight is proportionally increased. In short,
this choice of words, which originated in the
aftermath of the 1930s Depression, has cap-
tured the imagination of several observers
who were expecting 1) that the current recov-
ery would be much more vigorous than is cur-
rently the case, and 2) that U.S. bond rates
would go up and not down in 2014.

Those who read us regularly will be familiar
with our optimism regarding a continued
expansion of the U.S. economy, where
employment has just returned to its pre-
recession level. Remember that the world’s
largest economy has barely just emerged
from the worst recession since the Great

Depression (of the
most damaging
economic events, a
financial crisis tops
the list) and man-
aged to avoid a
repeat of the 1930s
scenario by choos-
ing to work in close
collaboration with
other G-20 coun-
tries rather than
taking refuge in
protectionism. This
being said, one may
still ask the follow-
ing legitimate ques-
tion: Are we about to see robust expansion,
coming on the heels of a period of budget
cut-backs and stabilization of household bal-
ance sheets or, on the contrary, are we enter-
ing a new era of slow growth, which will
force us to review our long-term equilibrium
interest rate models?

This question is not simple, and it will prob -
ably take a few more years before we are 
able to answer it once and for all. For the

moment, we will need
to review our frame-
work of analysis and,
especially, not be com -
 placent in our predic-
tions.

The advanced econo -
mies, of which the
United States and
Europe make up the
major part, have
been showing en -
couraging signs since
the start of the year,
despite the surprise
contraction of the
U.S. GDP in the year’s

first quarter (the drop came chiefly from a
decrease in inventories, exports and capital
spending, and two out of three of these el -
ements can be directly attributed to the
vagaries of Mother Nature).

The emerging countries, meanwhile, have
been picking up speed again following a try-
ing second half of 2013. The signs of an
acceleration in the demand for natural
resources point in their favour, and optimism
seems to have returned on the capital mar-
kets.

China is reacting relatively well to the mini-
stimuli put forth by the government and is
showing signs of stabilization. The real estate
sector and, once again, non-banking credit
are still points of major concern, but we
believe the Chinese administration is in a
strong enough position to deal with the
bursting of an asset bubble, given its foreign
reserves which total more than 40% of its
GDP (Graph 1).

In short, the world economy does not have to
fear running out of fuel in the coming year.
Should the fundamentals or household and
business confidence deteriorate in the first
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world economy, then we will become gen-
uinely concerned; for the moment, however,
we very much like what we see. 

World

Our eyes are trained on Japan, where the
massive reform put forth by the Abe adminis-
tration is no doubt the most interesting event
for economic observers at the moment. After
having launched his first two “arrows” —
that is, the implementation of expansionary
monetary and fiscal policies to kick-start
inflation — the moment of truth is now at
hand: the reforms. On the program are sever-
al major challenges, including a sales tax hike
and cuts to the social safety net, with the aim
of decreasing the heaviest debt burden in the
world, followed eventually by a lowering of
taxes for businesses in order to boost their
competitiveness.

The first step was taken in April: the sales tax
went from 5% to 8%, an important gesture
in line with the philosophy advocated by the
OECD, which is to tax consumption more
than work. This initiative is very different from
the one implemented in 1997, which actually

made the recession worse because it was
not accompanied by stimulation mea -
sures to mitigate the short-term effects.

In order to illustrate the impact of this
hike, we compared the reaction in retail
sales with the Canadian experience of
January 1991, when the Mulroney gov-
ernment replaced the tax on added value
with the GST (a change intended to be
fiscally neutral, but which still pushed
prices up from a consumer viewpoint).

As can be seen in graphs 2 and 3, the initial
impact on the Japanese economy compares
favourably to the Canadian experience. The
Japanese pushed up their spending to a
greater degree in the preceding month, and
the impact in April was weaker than in
January 1991 in Canada. If the Canadian
experience can serve as a guide, then we can
expect to see a gradual recovery of retail
sales over the coming months. A second hike
(from 8% to 10%) is already planned for
October 2015, and will once again be accom-
panied by accommodating fiscal measures.

There is another sign of optimism in the land
of the rising sun: big companies, which

recently presented
their end-of-year
results, have over-
whelmingly indica -
ted their intentions
to step up invest-
ments. Small busi-
nesses had already
responded favou r -
ably to various sur-
veys on this topic,
indicating that the
Japanese business
world is putting its
nose to the grind-
stone in order to
realize this vast

project of rebooting the world’s third econo-
my. The next step will be to convince them to
raise wages, a proposal that not everyone in
the business world agrees with.

In Europe, the slow and painful exit from the
recession continues, although the foundation
seemed to be crumbling in the first half of the
year (Graph 4). Indefatigable Germany still
pulls the wagon, while France and the south-
ern countries have taken a break to catch
their breath. The outlook remains positive, but
our enthusiasm is rather low.

The European Central Bank (ECB) was com-
pelled to enter the history books as becoming
the first major central bank to impose nega-
tive interest rates on money that banking
institutions deposit with it (Denmark has just
put an end to its own experiment). The objec-
tive is of course to restart the credit cycle in a
banking system where households do not
seem to want to borrow and where the
banks, faced with very low rates, have little
appetite for the risks offered on the markets.
This measure was largely anticipated and it is
now expected that the ECB will implement
some type of quantitative easing program (in
the style of the U.S. Federal Reserve and the
Bank of Japan).

To ensure the long-term survival of the euro
zone, we have long advocated the implemen-
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Chart 1 – Returns of the Canadian Bond Market
as at June 30, 2014

Index                                                        Returns (%)
                                                             3 months         YTD
FTSE TMX Canada Universe Bond Index         2.0                4.8 

FTSE TMX Canada Short Term Bond Index      0.7                1.8 
FTSE TMX Canada Mid Term Bond Index        2.1                5.4 
FTSE TMX Canada Long Term Bond Index      3.8                9.1 

FTSE TMX Canada Federal                             1.5                3.6 
FTSE TMX Canada Provincial                          2.8                6.3 
FTSE TMX Canada Municipal                         2.7                6.0 
FTSE TMX Canada Corporate                         1.8                4.8 

Source: Scotia Capital Debt Market Indices
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tation of transfer programs in Europe, such as
a European employment insurance program
or an equalization program similar to the
Canadian model. Echoes of this idea are
starting to be heard within the European
Commission, where it is slowly being recog-
nized that a monetary union must be accom-
panied by some type of fiscal union to sup-
port regions, such as Greece and Spain,
where the adoption of a common currency
deprives decision-makers of an important
economic stimulus tool. It remains to be seen
whether the more competitive countries such
as Germany will be ready to embark on a
wealth redistribution program that would
force them to finance the generous social
programs of neighbours who have not shown
the same level of budgetary discipline in the
past.

United States

We have stated our optimism toward the U.S.
economic outlook a number of times and the
developments of the first half of the year have
not changed our minds. In our opinion, the
historically poor performance of the GDP in
the first quarter (at the time of writing these
lines, estimates point to a 2.9% contraction
in the U.S. economy in the first quarter, the
biggest downward revision for a third GDP

estimate made by the
Department of Commerce) is not
in any way representative of the
true state of the first world econ-
omy. And, in our opinion, the
sharp rebound in the key indica-
tors in the second quarter con-
firms this.

The first-quarter contraction is, rather, a result
of the severe weather conditions that pre-
vented commercial trade from taking place,
both inside and outside the country, if we are
to judge from exports, which slowed consid-
erably during the quarter. With respect to
households, we already knew that consumers
avoided shopping centres and delayed the
purchase of durable goods. But the main
component of this revision was in the area of
health spending, where estimates were overly
optimistic. It was expected that the coming
into effect of President Obama’s healthcare
reform would drive health spending up con-
siderably, but instead this spending decreased
in the first quarter, to everyone’s surprise. 

Interpretation of the second quarter is much
more positive. Employment rebounded sud-
denly (the creation of new jobs, new applica-
tions for unemployment insurance and the
short and long-term unemployment rates are
all showing clear signs of rapid improve-

ment), retail sales are recov-
ering lost time, car sales
have reached 16.7 million
units, and the real estate
sector is also catching up,
with its biggest jump in 22
years in new home sales in
May (Graph 5). Add to all
this a household confidence
level that is at its highest
since 2008, and it is clear
that we are very far from
witnessing an economy that
is losing speed.

U.S. companies are also displaying a level of
optimism not seen since 2008, with a strong
push during the quarter. New job openings
(totalling 4.5 million) are now close to the
2006 peak (Graph 6), and one of the main
problems reported by companies is in finding
enough qualified candidates to fill these posi-
tions. Investment intentions are improving
slowly but surely, making us optimistic in this
area too for the coming quarters.

Finally, the end of federal government tax
grabs should result in the U.S. private sector’s
robustness being more faithfully represented
in growth figures. Budget cuts have with-
drawn approximately 150 basis points from
U.S. growth over the last few years, and it is
difficult to think of a factor with such a signif-
icant potential impact as that on GDP growth
figures. At the risk of repeating ourselves, we
are firmly among those who believe the first
quarter was an aberration, and not a window
onto reality.

Yet despite all these short and long-term pos-
itive elements, there are well and truly some
long-term points of concern that cause many,
including former U.S. treasurer Larry
Summers, to lean toward the thesis men-
tioned above, that of secular stagnation. His
argumentation merits close attention.

Firstly, according to demographic projections,
the aging of the U.S. population will reduce
the growth rate of the working-age popula-
tion from 1.1% in 2007 to 0.1% in 2025. This
factor will directly diminish, and in an equiva-

S&P/TSX Sector Returns                                                                     

Energy                                                                                 10.5               21.1 
Materials                                                                               6.4               16.6 
Industrials                                                                              9.4               11.9 
Consumer Discretionary                                                         4.5                 9.1 
Consumer Staples                                                                  2.8               10.3 
Health Care                                                                          (6.6)                 5.2 
Financials                                                                              5.6                 8.8 
Information Technology                                                          6.3               12.5 
Telecommunication Services                                                   0.9                 5.1 
Utilities                                                                                  1.3               10.1 
                                                                                                                  

S&P/TSX Composite Index                                                      6.4               12.9 

Chart 3 – Market Returns as at June 30, 2014

Index                                                                            Returns (%)
                                                                                   3 months         YTD

Chart 2 – Market Returns as at June 30, 2014

Index                                                                  Returns (%)
                                                                         3 months          YTD
FTSE TMX Canada 91 Day T-bill Index                        0.2                   0.4 
FTSE TMX Canada Universe Bond Index                     2.0                   4.8 
S&P/TSX Composite Index                                         6.4                 12.9 
S&P 500 (Can. $)                                                      1.6                   7.5 
MSCI - EAFE (Can. $)                                                0.5                   5.2 
MSCI - World (Can. $)                                               1.3                   6.6 

Exchange Rate (Can. $ / US $)                                  (3.4)                   0.4 
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lent proportion, potential GDP growth (cur-
rently estimated at a meagre 1.7% per year).

Secondly, as a result of the under-investment
of businesses during the recovery, capital
stock per worker has not changed in five
years, directly reducing worker productivity,
measured according to GDP per hour worked.
Unless businesses are able to catch up in the
next few years, lower productivity growth
could become the norm. 

Thirdly, increasing inequality within the popu-
lation is causing a greater concentration of
wealth to be directed toward richer house-
holds, who have a marginally lower propensi-
ty to consume. This results in lower aggregate
demand which, in turn, leads to lower poten-
tial economic growth.

There are several other aspects to the secular
stagnation thesis, and we invite our readers
to read Mr. Summers’ eloquent speech1 on
this topic. The basic elements of this thesis
are very real, and will inevitably have conse-
quences. The main sources of growth are the
size of the working-age population, the
quantity of capital stock available for produc-
tion, and technological innovation; unless
there is a major technological revolution, all
factors point toward lower growth of the 
real economy in the coming decades as com-
pared to what we have been used to in the
past.

If there is one immediate consequence of all
this, it is no doubt the anticipation that the
real rate of interest that serves to balance
supply and demand on the capital markets

will in all likelihood be lower than in the past
and the “classic” expectation of a neutral key
rate of 4% will be a thing of the past (man-
agers of the firm PIMCO call this “the new
normal”). The members of the FOMC (Federal
Open Market Committee) have in fact revised
their long-term expectations accordingly and
are gradually positioning themselves toward
an equilibrium key rate value around 3.75%
— a major change for the bond market.

Canada

Whether because of the depreciation of the
loonie or the rapid rise in energy prices, the
deflationary fears expressed last year by the
Bank of Canada seem to have faded in
Canada (Graph 7). However, the resurgence
of inflation in the country seems for the
moment less sustainable than in the United
States. Unlike our neighbours to the south,
where the increase in prices seems to be fairly
widespread across activity sectors, fewer than
half of Canadian sectors are showing infla-
tion rates above 2%. 

People have been talking about Canada’s
high level of household debt for some time.
On this front, developments pointing to a
“constructive evolution” (to quote the BoC)
were reported by Statistics Canada in the first
quarter of 2014. The net wealth of Canadian
households is now $7.9 trillion, or $223,200
per capita, an all-time record even after
accounting for inflation. Households may be
in debt, but their net value has never been so
high.

In the first quarter of 2014, the net value of
households increased by $202 billion (of
which $74 billion came from the appreciation
of real estate assets). Household debt, mean-
while, increased only $7 billion, the lowest
quarterly increase in four years and, even bet-
ter, the smallest annual increase since the end
of 2001. The result is that some interesting
improvements have been noted in the debt-
to-assets and debt-to-net-worth ratios, which
have fallen to 18.3% and 22.5% respectively
(the lowest levels since the second quarter of
2008), as well as the debt-to-disposable-
income ratio widely cited in the media, which
has fallen for a second consecutive quarter to
165.3% (Graph 8). Finally, debt servicing
(interest payments on the debt as a portion of
disposable income) is now at a historical low
of 6.97% (Graph 9). In a nutshell, low inter-
est rates continue to make life easy for house-

Chart 5 – Estimated Gross Returns for the Next 12 Months Starting on June 30, 2014

Market indicators                                                                 Interest or dividend          +        Capital gains             =        Total estimated
                                                                                                                                                                                                               gross return

FTSE TMX Canada 91 Day T-Bill Index                         1.10%            +             0.00%              =              1.10%

FTSE TMX Canada Universe Bond Index                      3.45%            +            (5.65%)             =             (2.20%)

Canadian stocks (S&P/TSX Composite Index) including dividends                                                            9% to 11%

Chart 4 – Asset mix: Diversified Fund (FU040)

                                                                                                                                        Actual          Over Weight (+)/             Change
                                                                                Min.       Neutral       Max.              Weight         Under Weight (-)            in quarter

Money Market                                                 0            5           25 8.0%             +3.0%                 +4.0%                   

Canadian Bonds                                           20           45            70 31.5%              -13.5%                  +1.5%                  

International Bonds                                        0              0            15 0.0%                 0.0%                    -6.0%                  

Total – Bonds                                                   20          45           70 31.5%             -13.5%                  -4.5%                   

                                                                            

Canadian Equities                                            5          25           45 36.5%           +11.5%                 +2.5%

U.S. Equities                                                   5         12.5            45 16.0%               +3.5%                    -2.0%

International Equities                                     5         12.5            45 8.0%                -4.5%                     0.0%

Total – Foreign Equities                              10          25           45 24.0%               -1.0%                  -2.0%

Total – Portfolio                                                     100               100.0%
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holds. The indebtedness of Canadian citizens
is of course still high, but this improvement is
nonetheless welcome. 

The real estate market remains in our sights.
If a bubble were to burst, Canadian taxpayers
would have to foot the bill, given the
$600 billion in mortgages guaranteed by the
CMHC. But here too, there are several prom-
ising signs. The slowing in appetite for credit
has pushed the Canadian real estate equity
ratio (the portion of housing stock that is not
financed by a mortgage) to 69.9%, its high-
est since the start of 2010, and just below the
historical average of 70.5% (Graph 10). The
fact that the Canadian real estate market is
so well capitalized places a substantial cush-
ion under the possibility of contagion within
the sector, should there be a decline in hous-
ing prices. In other words, a U.S.-style sce-
nario is highly unlikely in Canada.

The financial situation of Canadian business-
es is also constructive. Company reserves are
currently at a record $630 billion. This
amount is equivalent to 12% of their total
assets and one third of Canadian nominal
GDP. In short, business balance sheets are
solid and well-stocked in liquidity. By combin-
ing this observation with the rate of capacity
utilization, which has climbed back up to its
historical average, all elements are in place
for a return to investment, which would lead
to a healthy rotation of the Canadian econo-
my.

Financial markets

The Fed continues to reduce its quantitative
easing (commonly referred to as “tapering”)
at a pace of $10 billion per meeting, and all
indications are that quantitative easing in the
U.S. will have ended by late fall. Despite the
gradual withdrawal of the market’s largest
buyer, rates on U.S. 10-year treasury notes
continued their downward trend in the sec-

ond quarter, fluctuating within a window of
2.45% to 2.85%. 

We believe the tenacity of the bull market in
bonds can be explained by three main factors. 

First, the disappointing economic data in the
first quarter cast a doubt on the forecasts of
several market players who had positioned
themselves for a rise in rates in 2014. Several
were forced to capitulate and to reposition
themselves according to their benchmark
indexes, at the same time nourishing the rally.

Second, despite the gradual withdrawal of
the Fed, purchases by foreign investors have
been significant since the start of the year.
China increased its foreign reserves substan-
tially and all indications are that it bought
large amounts of U.S. securities. Some
thought the pension funds were primarily
responsible for the appetite for U.S. bonds, as
they sought to strengthen their solvency
ratios in light of a historical year on the stock
markets, but it seems their impact was mar-
ginal at best (Graph 11).

Third, as detailed above, the secular stagna-
tion thesis (or the “new normal,” according
to PIMCO) is gaining ground and significantly
changing the expectations of investors, who
are now expecting the key rate to go up with-
in the next year, but to a level lower than the
historical norm.

In short, as a result of all these elements,
despite an evident improvement in the U.S.
economy, interest rates remain at lower levels
than we had anticipated. We maintain a
clearly negative bias with respect to the bond
market and are of the opinion that a notable
acceleration of the U.S. economy in the sec-
ond half of the year will put an end to this
bull market.

Momentum on the Canadian bond market
continued in the second quarter, as the FTSE

TMX Canada Universe Bond Index gained
2.0%. Short-term bonds were up 0.7%, while
long-term bonds recorded an attractive gain
of 3.8%. Corporate BBB bonds posted a gain
of 1.8%. To the surprise of many, exposure to
duration was the main source of return on the
bond market in 2014, pushing real return
bonds up 4.3% (the return for the year to
date is over 10.7%, second only to the
Canadian stock market).

There was a rotation on the U.S. stock mar-
ket, with a repositioning of the market from
growth stocks to value stocks. After a rel -
atively calm first quarter, the S&P 500 set out
to break historical records once again and
offered a total return for the quarter of 5.2%
(1.6% in Canadian dollars) in the second
quarter, led by energy, utilities and informa-
tion technology.

The Canadian stock market, meanwhile,
ranked first of the G-7 countries as the
S&P TSX continued to benefit from the
renewed interest in natural resources and
gold stocks, posting a total quarterly return of
6.4%. The sectors that delivered the best per-
formances during the quarter were energy,
industrials and financials. The Canadian
S&P TSX Small Cap Index continued its strong
start with a performance of 9.4% for the
quarter (18.0% for the year to date).

The stock markets of Europe, Asia and the
emerging markets rebounded slightly in the
second quarter, as there was a lull in the sit-
uation in Ukraine but a renewal of violence in
Iraq. The European market, represented by
the MSCI - Europe Index, gained 3.7% in the
second quarter (0.1% in Canadian dollars),
the MSCI - EAFE was up 3.4% (+0.5% in
Canadian dollars) and the MSCI - World
advanced 4.4% (1.3% in Canadian dollars).
Finally, the MSCI - Emerging Markets Index
gained 5.2% (+3.1% in Canadian dollars).
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Asset allocation

Our strategy was unchanged in the second
quarter: we remain overweight in stocks and
underweight in bonds.

Our weight in Canadian equities within the
primary diversified Canadian portfolio
(FU040) is 36.5%, of which 6% are small-cap
stocks. We presented our reasoning for this
decision last quarter and the markets have
more than proven us right in this latest quar-
ter. The dollar’s decline seems to have had
positive effects on the real economy more
quickly than previously anticipated and future
weakness of the loonie will continue to ben-
efit Canadian exporters.

A change initiated in the second quarter was
the added exposure, via an ETF, to the U.S.
greenback. We estimate that the quantitative
easing programs aiming to directly stimulate
inflation and lower the currency in Europe
and in Japan should be positive for the rela-
tive value of the U.S. dollar in relation to the
basket of major world currencies. Although
currency movements are rarely quick or vigor-
ous, in our view, an exposure to the U.S. dol-
lar provides an attractive risk-to-return ratio
for the coming year, especially since the alter-
native returns on the money market are not
very high. In the latest issue of its Financial
System Review, the BoC presented an analy-
sis illustrating that the greenback tends to
serve as a safe haven during episodes of
heavy market volatility. With volatility current-
ly at record lows, this position also serves as
an insurance policy should there be a fresh
bout of jitteriness (Graph 12).

Finally, our exposure to bonds within our
Canadian diversified portfolio is 31.5%,
which is below our 45% target. We are also
keeping a duration that is shorter than the
benchmark index because we judge that
interest rates are more likely to move up than
down before the end of the year. Although

this strategy did penalize us somewhat in the
first half of the year, we estimate that it puts
us in an advantageous position as we enter
the second half of the year — which we
expect to be very different in terms of positive
economic surprises.

1 Electronic version available at the following address: 
http://larrysummers.com/wp-content/uploads/2014/06/NABE-speech-
Lawrence-H.-Summers.pdf

Chart 6 – Economic and financial scenarios

ECONOMIC SCENARIO

                                                                                                                                                                                               Change since
                                                                                                                                                                                          December 31, 2013
                                                             2011               2012               2013               2014               2015                        2014               2015

United States

Real GDP             1.8%             2.8%             1.9%             2.2%             3.3%                    -0.4%          +0.1%

Inflation rate             3.1%             2.1%             1.5%             1.8%             2.0%                    ---                  ---

Unemployment rate             8.9%             8.1%             7.5%             6.3%             5.8%                    -0.4%            -0.3%

Canada

Real GDP             2.5%             1.7%             2.0%             2.3%             2.5%                   +0.3%          +0.3%

Inflation rate             2.9%             1.5%             1.1%             1.8%             1.9%                   +0.3%          +0.1%

Unemployment rate             7.5%             7.3%             7.1%             6.9%             6.6%                    ---                  -0.1%

FINANCIAL SCENARIO*
                                                                                                                                                                                               Change since 
                                                                                                    Targets                                                 December 31, 2013
                                                                                   Actual          Dec. 2014       June 2015       Dec. 2015                 Dec. 2014       June 2015

Interest rate

U.S 10-year rates                                  2.53%           3.10%           3.30%           3.50%                   -0.30%         -0.25%

Canada 10-year rates                                   2.23%           2.90%           3.10%           3.30%                   -0.35%         -0.30%

Exchange rates

$US/$CAD                                   0.94               0.90               0.88              0.88                      ---                 +0.01

$US/Euro                                   1.37               1.32               1.28              1.26                   +$0.02           -$0.01

Oil price (WTI), $US                                    105                100                  95                 95                      +$10               +$5

S&P 500                                 1,960             2,050             2,110            2,200                        +50                -15

S&P/TSX                               15,146           15,600           16,250          17,000                   +1,400             +250

* end of period
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Who bought U.S. Treasurys in the first quarter?

Change in purchases of U.S. Treasuries

China foreign exchange reserves increased by
$120 billion in Q1, an amount 27% greater than
the entire net foreign buying of USTs in the
quarter

Federal
reserve

Bn
USD

Foreign
investors

Banks Other* Pension
funds

Households

Net flow into U.S. Treasuries
Change in chineese forex reserves, adjusted for
changes in market value

* Includes mutual funds, money market funds, insurance, broker/dealers; 
Source: U.S. Flow of funds

Realized volatilities of various asset prices

remain near historical lows
Rolling 3-month window

U.S. 10-year Treasury
note
(left scale)

Euro/U.S. dollar
(left scale)

S&P 500 
(right scale)

Sources: Bloomberg and Bank of Canada calculations Last observation : 2014-06-05


