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Market review  
November was a good month for most major asset classes. 
With increased forward guidance from the European Central 
Bank (ECB) and a surprise cut from the People’s Bank of China, 
the strong rally in equities from the October bottom continued 
well into last month. The resilience of the U.S. economy helped 
the S&P 500 price index gain another 2.7% during the period, 
bringing its 12-month total return to almost 17%. In Europe, 
the German stock market recouped nearly all of its summer 
losses, with a 9.5% rise in November in local currency terms. 
Canadian equities started the month on a good note, but the 
sharp drop in oil prices at the end of the period limited the gain 
to 1.1%. The USD continued to appreciate against most major 
currencies. This, combined with the OPEC’s decision not to cut 
its oil production, brought the price of oil below $70 USD per 
barrel. Lower inflation expectations impacted bonds, with U.S. 
10-year yields testing annual lows.   
 
Key themes for 2015 
 Growth story slowly improving: The European economy is 

anemic. Although we see this as a matter of concern, it 
should be taken as a positive for equity markets since 
reflation efforts will likely be taken one step further. 

 Equities in a secular uptrend: At 17X forward earnings, the 
U.S. market isn’t what you could call a “bargain” anymore. 
But as long as the economy is progressing, earnings growth 
will continue to give you a lot of bang for your buck. After 
two consecutive years of double digit growth for U.S. 
equities, our expectation is for high single digit growth in 
2015, but we wouldn’t be surprised if things turned out 
better than that. 

 Strong(er) USD: Growth differentiation and the impact of 
interest rate expectations are all in favour of a further 
appreciation of the USD. 

 No value in fixed income: While lower inflation expectations 
have been priced into longer term yields, a pick-up in real 
growth supported by committed central banks should 
translate into gradually rising yields next year.   

2015: Has anything at all changed?  
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CHART OF THE MONTH
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Table 1  Market total returns
Asset classes October YTD* 12-mths

Cash (3-month T-bil ls ) 0.1% 0.8% 0.9%

Bonds (Dex Overall  Universe) 1.5% 7.6% 7.1%
   Dex Overall  Federal 1.2% 5.9% 5.3%
   Dex Overall  Corporate 1.2% 6.8% 6.5%
   Dex BBB 1.3% 8.1% 7.7%

World equity** (USD) 1.7% 6.3% 8.2%
   S&P/TSX 1.1% 10.1% 12.3%
   S&P/TSX Small cap -0.1% -3.4% -0.8%
   S&P500 (USD) 2.7% 13.9% 16.8%
   Russell  2000 (USD) 0.0% 0.4% 2.2%
   MSCI EAFE (USD) 1.4% -1.4% 0.1%
   MSCI EM (USD) -1.1% 0.8% -0.6%

Commodities (CRB index) -0.9% -0.4% -1.8%
   WTI oil  (US$/barrel) -17.9% -32.0% -27.7%
   Gold (US$/ounce) 1.4% -0.7% -4.3%
   Copper (US$/tonne) -5.2% -12.3% -8.3%0.0%
Forex (JPM US Dollar index) 2.3% 8.1% 8.2%
   USD per EUR -0.5% -10.0% -8.9%
   JPY per USD 5.6% 13.2% 16.4%
   CAD per USD 1.3% 7.4% 7.5%

**MSCI AC * 2014/12/02
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What’s changed? 
We are now in the sixth year of the recovery and it feels like 
nothing at all has changed: Global growth is still fragile, 
inflation is still absent, central banks are still easing, bond 
yields are still low and equities are still generally outperforming 
all other asset classes.  
 
So what’s in store for 2015? Are U.S. equities expensive after 
an impressive 6-year rally of 210%? Will bond yields make new 
lows? With oil prices collapsing, is deflation the inevitable 
outcome? Is the era of US dollar strength over - or just 
beginning? Does this mean commodity prices will fall further? 
The list is long and risks are numerous with so many 
geopolitical issues remaining unresolved. However, while our 
base case is for the U.S. economy to remain the primary engine 
of growth in 2015, the biggest risk for global markets is that 
economic activity falls short of expectations. 
 
Recovery fragile, but ongoing  
The European economy is anemic. This is visible in contracting 
bank loans, falling industrial production and, most recently, the 
sharpest ever monthly drop in producer prices. Although we 
see this as a matter of concern, it should be taken as a positive 
for equity markets since reflation efforts will likely be taken 
one step further. So far, the European Central Bank (ECB) has 
eased its monetary policy through negative deposit rates, 
targeted long-term refinancing operations (TLTROs), outright 
purchases of covered bonds and asset-backed securities (ABS) 
and forward guidance. However, the ECB still has many more 
tools available to bring Europe's collective balance sheet to the 
intended level. The easiest way would be to pursue the current 
purchases at a larger or open-ended scale, but should that not 
be enough, the ECB will have to commit to outright purchases 
of sovereign and even investment grade corporate bonds.  
 
If this happens, in all likelihood it means that the risks of 
recession and deflation have been exaggerated. Of note, the 
rise in leading indicators such as the Ifo index (business 
climate) and the Zew index (market sentiment) signal that 
Europe may have already turned the corner (chart 2).  
 
Asia is also slowing, but China is finally easing its monetary 
policy and, with important structural reforms beginning to pay 
off, India is assuming a leadership position for the region in 
terms of economic growth. Meanwhile, Japan is literally 
stamping on the gas pedal, with a massive injection of liquidity 
in its economy and the government backing down from its 
stated intention to raise the country's consumption tax. 
 
We also feel the U.S. is only half way along the path of a long 
economic expansion that may last several more years (chart 3). 
While many pockets of activity have clearly improved since the 

great recession, others, such as capital spending, have yet to 
generate the expected contribution. Consumers' confidence 
has returned to levels compatible with sustained growth in 
spending, and the drop in gasoline prices represents a huge 
cash-flow windfall for them. This should continue to help the 
United States maintain its economic leadership over the next 
few years. 

 
Asset allocation 
For 2015, overall returns are likely to be weaker than those of 
the past few years, but the context remains most favorable to 
risk assets and we expect equities to continue to outperform 
fixed income securities.  
 
Equities in a secular uptrend: Taken at face value, the rise in 
equity markets has been impressive since the 2009 trough, 
with price indices increasing more than three-fold. But that 
doesn’t necessarily mean that equities are expensive or, worse, 
in a bubble per say. True, at 17X forward earnings, the U.S. 
market isn’t what you could call a “bargain” anymore (chart 4).  

2 Source: Datastream

Not as bad as 2008 or 2012

75

80

85

90

95

100

105

110

115

120

-100

-80

-60

-40

-20

0

20

40

60

80

2008 2009 2010 2011 2012 2013 2014

IndiceIndex Germany

ZEW Expectations (left) IFO Business climate (right)

3 Source: Datastream

The expansion is just starting
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But as long as the economy is progressing, earnings growth will 
continue to give you a lot of bang for your buck with this asset 
class. If you peg real GDP growth at 3% and inflation at 2%, you 
should expect no less than 5% earnings growth next year. Add 
a 2.5% dividend yield and you arrive at an expected total return 
of 7.5%. And this doesn't even incorporate a continued 
expansion of multiples, as commonly seen during periods of 
USD strength. All in all, after two consecutive years of double 
digit growth for U.S. equities, our expectation is for high single 
digit growth in 2015, but we wouldn’t be surprised if things 
turned out better than that.  
 
We continue to play the “growth” story by being overweight 
U.S. equities in most of our risk profiles at the expense of 
stocks from other regions. Frankly, we wouldn’t be surprised to 
see international equities, namely Japan and Europe, 
outperform in local currency terms, since they are cheap on a 
relative and a valuation basis compared to the U.S. market. 
However, we think that the returns once translated back into 
USD terms should be similar. The Canadian market could also 
play “catch-up” at the start of the year, but the general trend 
for our equity markets remains unfavourable owing to the 
slowdown in the global demand for commodities. 
 
Until the Fed embarks on a monetary tightening process (late 
2015 at the earliest), our favorite U.S. equity plays will remain 
early cyclical sectors such as information technology and 
financials. With no inflation in sight and USD strength expected 
to continue, it is still too early to play late stage cyclical sectors, 
like materials, but energy could tactically rebound in the short 
term. 
 
Strong(er) U.S. Dollar: The USD continued strengthening 
against most currencies in 2014, but contrary to last year, even 
the Euro got hit this time around. Eleven months into the year, 
the European currency had lost 9.5% against its U.S. 

counterpart, while the Canadian and Australian dollars had lost 
6.7% and 4.6%, respectively (chart 5).  

 
In 2015, we believe the U.S. dollar will continue to remain firm 
against most currencies. Growth differentiation and the impact 
of interest rate expectations are all in favour of a further 
appreciation of the USD. True, the latter has already gained 
more than 20% since its trough in 2012, but history shows that 
once the currency crosses its downward trend, there is usually 
a lot more to come (chart 6).   

 
No value in fixed income: The big difference investors will face 
in 2015 compared to 2014 is that instead of starting the year 
with yields at the highest point of the trailing 12-months, this 
time they will be near rock bottom (chart 7).  
 
While lower inflation expectations have been priced into 
longer term yields, a pick-up in real growth supported by 
committed central banks should translate into gradually rising 
yields next year. As such, the search for yield will continue in 
2015. With no recession in sight in the United States, we 
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Just the beginning?
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maintain our preference for high yield issuers. If the Fed clearly 
communicates its intentions to raise key interest rates later in 
the year, leveraged loans could make a comeback.  

  

7 Source: Datastream

Which direction will yields take in 2015?
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National Bank Financial is an indirect wholly-owned subsidiary of National Bank of Canada which is a public company listed on the Toronto Stock 
Exchange (NA: TSX). The particulars contained herein were obtained from sources we believe to be reliable, but are not guaranteed by us and may be 
incomplete. The opinions expressed are based upon our analysis and interpretation of these particulars and are not to be construed as a solicitation or 
offer to buy or sell the securities mentioned herein. National Bank Financial may act as financial advisor, fiscal agent or underwriter for certain 
companies mentioned herein and may receive remuneration for its services. National Bank Financial and/or its officers, directors, representatives or 
associates may have a position in the securities mentioned herein and may make purchases and/or sales of these securities from time to time on the 
open market or otherwise. 

Cash Cash

Bonds Bonds
(Duration) (Duration)
   Federal    Federal
   Investment grade    Investment grade
   High yield (USD)    High yield (USD)
   Non-traditional income    Non-traditional income

World equities World equities
   S&P/TSX    S&P/TSX
   S&P 500 (USD)    S&P 500 (USD)
      Growth vs Value       Growth vs Value
      Large cap. vs Small cap.       Large cap. vs Small cap.
      Defensives vs Cyclicals       Defensives vs Cyclicals
   MSCI EAFE (USD)    MSCI EAFE (USD)
   MSCI EM (USD)    MSCI EM (USD)

Alternative investments Alternative investments
   Commodities    Commodities
      Energy       Energy
      Base metals       Base metals
      Gold       Gold
   Hedge funds (USD)    Hedge funds (USD)
   REITS    REITS

Source: Consultating Investment Committee

Equal Over MaxOver Max Min Under

Table 2  Global Asset Allocation (Tactical vs Strategic)
3-month horizon 12 to 18-month horizon 

Asset classes
Weight

Asset classes
Weight

Min Under Equal
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