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2015 Economic Forecast Executive Summary 

“It’s difficult to make predictions, especially about the future.”  

-Will Rogers- 

With the sage wisdom of one of America’s most renowned humorist/philosophers in mind, we venture 

to the territory of the unknown and offer our views on the economy for 2015.  Every attempt has been 

made to ensure this report is both accurate and timely but we fully acknowledge our own limitations in 

offering predictions and keeping pace with events as they evolve on a daily basis.   

As in years past, this is meant primarily to be an internal document that serves as a basis for conviction 

in the management of client assets and dispensation of advice. We first review our 2014 Forecast to 

see how we did and then move on to the prognostications for 2015. We recognize that some terms 

contained herein may be unfamiliar to the reader and as such we’ve included a technical glossary of 

terms at the end of the documents. There are so many facets to examine in the financial markets - we 

focus here on some of the more salient topics that will likely impact our economic future in the year to 

come.  First, we begin with a look back at our 2014 Forecast to see how we fared. 

Prior Year Hits 

“Debt, unemployment and relative slack in demand will continue in the developed world in 2014 and 

will have implications for emerging economies as well.” 

“We believe…the global economy will grow at roughly the 2.4-2.9% annualized pace it has kept in 

2013.” 

“We estimate that GDP growth in the US for 2014 will range from 1.6% - 2%.” 

“Forward guidance by the Fed will likely be increased as a policy tool as the central bank seeks to 

inspire the inflation they so value.” 

“The focus of fiscal policy today, and into 2014, will be the implementation and ramifications of the 

ACA which will likely act as a drag on economic activity by, at the very least, creating further 

uncertainty around health care costs for business owners thereby further constraining what impetus 

does exist to grow and hire.” 

“We do not forecast meaningful progress on entitlement reform.” 

“We anticipate the dollar default rate in the muni bond market in aggregate to remain subdued in 

2014 while we may see one or two additional medium-sized municipalities seek protection under the 

bankruptcy code.” 
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“We do not anticipate this figure (Labor Force Participation) to improve in 2014.” 

“We expect interest rates to be largely unchanged in 2014.” 

“Mortgage rates will remain subdued by historical standards.” 

“It is quite likely that the Fed will begin “forward guidance” in 2014 by actively ratcheting up their 

inflation target to 2.5%.” 

“2014 will likely show modest improvement to underlying demand, continue to demonstrate benign 

inflation…” 

“Residential real estate will continue to be sideways in aggregate in 2014.” 

“It is likely that 2014 will continue to be a year of relative dollar strength…” 

“Their fate (gold and silver) is increasingly tied to the currency perception of the US Dollar.” 

“We could easily see an additional 10%-20% of upside in US equities in terms of total return for 2014.” 

“We believe the 10 Year Treasury will remain at sub-3%.” 

“There is room for price appreciation on the muni side to reach parity with Treasuries and we look to 

see this relationship re-established in 2014.” 

Prior Year Misses 

“We do not believe any taper of the current level of asset purchases will occur until the latter half of 

2014 and that is even questionable in our minds.” 

“We estimate that U3 unemployment will stand between 6.7%-7.1% at the end of 2014.” 

“We believe the more accurate and telling U6 figure will close the year unchanged at roughly 13.8%” 

“We expect the dollar to trade at year end little changed with more likelihood of weakness than 

strength.” 

“Oil will likely settle out in the $85-$95 range with the Middle East beginning to fade somewhat in 

importance when pricing this critical resource.”  

“Gold and silver will continue to find support at $1,250 and $19 respectively.” 

 

 



 

2015 Economic Forecast  4 
 

2015 Forecast Summary 

Below is a brief summary of various economic factors and our respective forecast for this year. More 

information about each is presented within this report. 

Economic Climate – Cautiously optimistic with technology continuing to disrupt for both good and ill 

Global GDP – We estimate the World Economy will grow up to 3.2% year over year  

Euro Zone – Growth and deflationary concerns will persist and stimulus will likely be extended 

Japan – Low to no growth in the economy will persist while Japanese equities can still benefit  

Brazil – Growth prospects will largely be tied to commodity pricing which could remain challenging 

Russia – Volatility will persist in 2015 with growth impossible absent oil price stabilization 

India – The most attractive of the BRIC’s can do well in 2015 given current government 

China – Growth prospects will be challenged by the need to move beyond a manufacturing economy 

US GDP – We anticipate an annual GDP growth rate of 2.4%-2.8%  

Monetary Policy – Continued easy by historical standards, but less easy than policy to date 

Fiscal Policy – Largely non-existent as a force for economic growth or constraint 

Municipalities – A good fixed income investment with troubles persisting in long term pension 

liabilities 

Interest Rates – Likely rising to .5% by mid-year in the US with more subdued rates in Europe and 

Japan 

Employment – Increasing towards “full” but troubled by the nature and quality of jobs being created 

Currencies – Strong dollar will likely persist unless a shift in interest rate policy in the US develops 

Commodities – Volatility will persist in 2015 as oil seeks footing and the world grapples with deflation 

Real Estate – Modest residential growth but still hampered by leverage held by younger buyers 

US Equities – Modest advancement with greater volatility than 2014. Our technical analysis sees the 

S&P ending 2015 between 2265 and 2405, if we continue in the prescribed uptrend. 

Fixed Income – Absent an unusual rise in interest rates bonds will likely fare well in 2015 
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2015 Economic Forecast 

Economic Climate – A tenuous hope takes hold.  This is broadly how we would describe the economic 

climate as we conclude 2014 and look forward to the year to come.  As we move further and further 

from the nadir of crisis, fear begins to wane and greed takes hold as businesses and individuals look to 

the future and respond to the opportunities and threats with which they are presented. In isolated 

segments of industry and geography, there are indeed true recoveries in process. In aggregate, the 

global economy has recovered in the sense that we have not slipped back into financial crisis. The mere 

avoidance of economic decline cannot however, be the objective as the world seeks true and 

sustainable growth beyond the crisis which has past, and whose effects continue to linger.   

Hope for economic growth is most notably found in the promise of technology and the latent 

possibilities of emerging consumers who strive to join the “middle class.” Advancements in 

technological capacity have outpaced our application of those tools as we continually find new ways to 

benefit from the computing power at our fingertips.  The potential for those tools to be refined and 

applied holds the promise of untold gains in productivity and quality of life. The demographic realities 

of billions of the world’s population striving for, and poised for growth are astounding. We as humans 

desire a better tomorrow, not only for ourselves but for our children and that desire holds within it the 

hope of economic advancement. 

These hopes, and others unnamed, find themselves on less than solid ground, however, when one 

more closely examines the challenges and complexities of the 21st century world. Our increasing 

interconnectedness provides both opportunities for businesses to expand and threats for evil to 

spread. The same technology that can provide untold riches can also facilitate job loss, instability and 

violence. The demographic realities of the world’s billions of emerging consumers are cast against the 

demographic realities of increasingly aging populations in the developed world, and the headwind to 

growth that creates. Overlaying all of these realities is the increasing debt burden of the developed 

world, the deficits this debt is being used to finance, and an increasingly fragile currency structure that 

appears more outdated by the day. It is with a cautious optimism, aware of the threats we can see and 

mindful of the possibilities that are presented, that we offer our thoughts on major world economies 

and the opportunities and threats to invested capital for 2015. 
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Global Macro 

Gross Domestic Product (GDP) Estimate- The International Monetary Fund (IMF) estimates the world 

economy will grow by 4% year over year in 2015.  Advanced economies are projected to grow at 2.4% 

year over year, and developing economies projected to grow 5.2% year over year. We believe all three 

of these estimates to be overstated and they will likely be revised downward due largely to weaker 

than expected growth in the Euro zone, and challenges to growth, most notably in China and Russia.   

We estimate the world economy will grow up to 3.2% year over year for 2015 with advanced 

economies growing at a 1.9% annualized pace, and developing economies growing at a 4.1% 

annualized pace. As was the case in 2014, we believe the IMF estimate for 2015 is a continued effort at 

“forward guidance” in which more aggressive growth is forecasted in the hopes the forecast will 

become a self-fulfilling prophecy. Our humble Economic Forecast to date does not hold the same 

attention as the IMF’s, and as such we can focus on more realistic outputs not driven by the desire to 

move markets in a particular fashion. As one can see in the chart below, the IMF has consistently been 

forced to revise downwards its estimates of global growth since 2011, and while we do not forecast a 

global recession, we see 2015 as being no exception to the need for more moderate expectations. 
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The Euro Zone – After receiving fiat support from President Draghi of the ECB back in 2012, European 

markets have done reasonably well having been comforted by the lender of last resort that the ECB 

essentially became in that moment. Lacking a centralized Federal Reserve system, the comments from 

the likes of Draghi have far outweighed those of individual country leaders in terms of calming fears of 

defaults or flagging growth. Growth concerns, however, have come home to roost once more for 

Europe as the Core CPI date reflected below indicates. Many economists believe that the Euro Zone 

might only be one shock away from outright deflation, which is certainly being flirted with at this time.  

At the present, the European CPI is running at .7% and that number itself is inflated by austerity driven 

tax hikes. Unlike the United States, the Euro Zone has not yet demonstrated meaningful capacity to 

grow beyond the crisis and overcome the headwinds of aging populations and increasing debt burdens.  

We believe it is likely that the ECB will engage in some form of Quantitative Easing as the United States 

is exiting such a program. If the ECB does move in this direction and does more than talk, we would 

expect to see European equity markets move higher by year end 2015. Of notable risk to this forecast 

is Europe’s access to Russian natural gas, which could become an issue to the extent that President 

Putin seeks to punish the West for words and actions taken to limit the power of the Russian President 

in peripheral states, such as Ukraine. 

The chart below shows the difference between the US and Eurozone prices. 
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Japan – The woes of Europe are echoed, to some degree, in the great nation of Japan. Like Europe, 

Japan is suffering from sever demographic headwinds and chronic disinflation. Both of these have, 

however, been realities for the Japanese for quite some time. In response to these challenges, 

Japanese Prime Minister, Shinzho Abe, has spearheaded policies of monetary easing, the likes of which 

the world has never seen. His policies, collectively known as “Abenomics,” have essentially sought to 

put massive amounts of Yen into the system thereby devaluing the currency, punishing savers, spurring 

investment, and making Japanese goods more attractive given the more favorable currency exchange.  

The movement of the yen in response to these policies over the past two years has been notable. The 

most recent move downward for the Yen was spurred by the October 31 announcement by the Bank of 

Japan to increase its already massive injections of capital, to the rate of $712bn (80 trillion Yen) per 

year, up from the previous rate of $534bn (60 trillion Yen). This action simultaneously communicates 

the banks unwavering commitment to conquer deflation, and its failure to accomplish that objective 

thus far. Flagging corporate and consumer demand, coupled with weak oil prices, are all adding to the 

deflationary challenges and thwarting the Japanese printing presses regardless of the scope of the 

operation. We believe that Japanese equities will continue to benefit from these actions in 2015, and 

that the Yen will continue to be depressed on a relative basis as a result. We do not anticipate 

meaningful economic growth from Japan, absent a major technological breakthrough, due to the 

persistently high savings rate of the Japanese people, and the much older demographics of that 

country. 
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Brazil – Brazilian equities, as measured by an index ETF with symbol EWZ, have truly been on a roller 

coaster ride throughout the course of 2014, as the chart below indicates. With an average P/E (price to 

earnings) ratio of 6.6 the market currently stands on the very cheapest end of the emerging markets 

spectrum. The volatility in Brazilian shares mirrors the expectations for that economy’s economic 

performance, which is ultimately tied to the result of elections, and global demand for raw materials.  

Election results this fall favored the less business-friendly candidate and stocks sold off accordingly.  

The pullback in oil prices and reduced Chinese demand for commodities such as iron ore, are both 

weighing on the growth prospects of the Brazilian economy. We believe Brazil’s economic fate in 2015 

will be closely tied to the fate of commodity prices.  Should commodity prices find their footing and 

advance Brazilian stocks will likely do the same, regardless of the current political leadership.  

Compared to the commodity state of Russia, Brazil is perhaps oversold and should be considered for 

more aggressive investors. 
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Russia – The Russian economy has endured a horrendous 2014, driven initially by geopolitical tensions 

and the resulting economic fallout and then, most recently, by falling oil prices. Russia has failed to 

diversify its economy away from the energy sector in any meaningful way and is therefore, highly 

sensitive to the price of crude. The Russian Ruble has been pummeled and its devaluation is, perhaps, 

the only thing resembling a silver lining for Russian exports. The broad Russian Indices have performed 

poorly throughout 2014 as indicated by the Russian ETF, ERUS. Priced at a 7.6 P/E, we view Russia as a 

very dangerous value trap that should be avoided for serious investment purposes. Pure speculators 

willing and able to lose their entire investment should, however, feel quite at home buying into the 

relatively depressed market. We anticipate a volatile 2015 in the Russian market, and would think a 

meaningful and sustained advance in Russian equities to be unlikely. 
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India – India appears to be the strongest of the BRIC nations as we look ahead to 2015. The election of 

a pro-business government this past year has buoyed expectations, and we expect growth in the 5.5% 

range for 2015. The Nifty Fifty has done well in 2014, as indicated by the chart below, and is now 

valued at a P/E of 18.52, with a median of 18.4, indicating full valuation at these levels. Provided that 

global growth continues on a moderate trajectory in 2015, we see opportunity in India as a way to gain 

access to a non-commodity driven economy that has not yet encountered the demographic headwinds 

plaguing Europe and Japan. 
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China – China’s growth prospects have begun to cool in 2014 and helped contribute to the perception, 

and ultimate reality, of declining global demand. A slow-growing China carries ramifications for 

commodities, and we have seen those expectations hurt Brazil, most notably. We expect to see 

Chinese GDP growth at 6.4-6.7% for 2015, and these expectations are largely in-line with the broader 

consensus. The greater question, as it relates to Chinese growth, is the extent to which one can believe 

data provided by the Communist Party. One view is that the Chinese government’s commitment to 

economic growth is far more important than the accuracy of their data. This view takes ultimate 

comfort in the notion that Chinese growth will continue because the State will always step in and 

create jobs whenever necessary. The contrary view is that the accuracy of Chinese economic data does 

matter as it will indicate the success in passing of the responsibility for growth from the public to 

private sectors. We share this latter view, and believe that actual growth is likely slower than indicated.  

We also believe that China will have difficulty cultivating the type of entrepreneurial society we’ve 

become accustomed to and, as a result, will struggle to transition from growth driven by the 

availability of cheap labor, to growth driven by knowledge and innovation. This is not to suggest that 

China is poised for collapse, but that the economic advances built on infrastructure expansion can only 

take a nation so far. 

What‘s most interesting in China is its continued efforts to make the Yuan more than just a regional 

currency. In addition, China has entered the race of currency devaluation, and in the process, and has 

cut interest rates thereby weakening the Yuan against the Dollar as shown below.  The rate cut 

announced earlier this year indicates China’s need to stimulate growth in whatever manner it can, and 

we would not be surprised to see an additional cut in 2015. 
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US Macro 

GDP Estimate- We estimate that the US Economy will grow at an annualized pace of 2.4-2.8% for 2015.  

In keeping with the trend of most recent years, we believe more sanguine estimates calling for growth 

in excess of 3% will prove unlikely but are certainly hoped for. The probability of lower than anticipated 

growth is more fully explained in the discussions surrounding Monetary and Fiscal Policy contained 

below.  

Monetary Policy- In ending its most recent round of Quantitative Easing, QE3, the US Federal Reserve 

has hardly ended its easy money policies. The Fed Funds rate stands at the zero-bound range, and the 

money that has been created to purchase the assets now held in the Fed balance sheet, are still in our 

banking system. Essentially, monetary policy is still quite loose but is simply not becoming looser, as of 

this writing. The chart below shows the size of the Fed Balance Sheet with the takeaway being that it’s 

big, and that Quantitative Easing to date has been an extensive undertaking. 

In forecasting future monetary policy moves by the Fed, it is useful to see exactly how the maturities of 

the debt it has purchased are structured. That data is contained on the following page and indicates 

how these bonds are set to mature off the balance sheet. The act of having securities mature is the 

same as having money pulled from the banking system. We see clearly that through 2016-2019, 

massive amounts of liquidity is set to be removed, simply by allowing the bonds to mature off the 

balance sheet. In order for this de facto tightening to be absorbed, the US economy will have to be 

consistently above a 3% annualized growth rate. We believe that that subdued inflation will offer the 

Fed a measure of wiggle room to keep rates lower for longer if necessary, however, we expect some 

raise in interest rates, albeit nominal, in the middle of 2015. This will of course be highly dependent 

upon the perceived health of the US economy.   
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The charts below indicate the value of bond maturities per year, and the percentage of total QE those 

maturities represent cumulatively. For instance, by the end of 2019, 52% of Treasury holdings will have 

matured. 
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Fiscal Policy- Fiscal policy as it relates to addressing the economic crisis has been virtually non-existent 

and we expect it to remain as such in 2015. While reform is necessary on many fronts, both to control 

spending, entitlement imbalances, and create economic growth, it is unlikely that any of those areas 

will be meaningfully addressed in 2015. The lack of timely fiscal response will create greater pressures 

and burdens in the years to come, absent eye-popping economic growth. The fiscal issues we are 

facing that have yet to be addressed are captured in part in the graph below as Federal Revenue 

remains flat and Entitlement Spending continues to climb. 
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US Debt to GDP is on an unstable trajectory and has only been surpassed in history by World War II, in 

which Debt/GDP peaked at 121%.  The ratio of debt to income, in this case GDP, is critical as it creates 

additional vulnerabilities for any nation-state as interest rate increases can have profound impacts on 

debt service payments, and overall financial flexibility. Beyond a certain point, debt and the interest 

associated with it becomes a death spiral that can lead to default and/or severe currency debasement.  

The specific point at which the spiral begins is somewhat theoretical but finding ourselves at a similar 

Debt/GDP ratio as at the end of the World War II is concerning, particularly considering the massive 

financial undertaking that war was to our nation. 
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US Municipalities- US municipalities, while far from pre-crisis inflows, are proving to be relatively safe 

investments. Municipal defaults remain at all time lows, and the Detroit bankruptcy filing and 

subsequent ruling has not impacted demand for muni bonds. We believe muni’s can be an effective 

tool for diversification and tax-free income in 2015, but we do not believe we will see the level of total 

returns experienced in 2014 as the market rebounded from the 2013 sell off in fixed income. Investors 

should likewise be cautious of duration risk as interest rates could rise somewhat in the year ahead.   

Our primary concern for municipalities rests in unfunded pension liabilities. This will likely not prove an 

issue for 2015 as stock price gains have closed those gaps somewhat, but long-term, the aggregate 

assumptions for asset price returns are likely unsustainable. If those return projections, often north of 

7.5% annually, are not met, then municipalities will be forced to reduce benefits, increase 

contributions, or borrow more money. None of those options are preferable, and they don’t account 

for the potential of significant equity losses, and the subsequent ramifications on pension viability.  

Again, not an issue for 2015 necessarily, but it is a persistent problem that will not get better with age.  

Inflation – The rate of inflation as measured by CPI was benign in 2014, and will likely continue to be so 

in 2015. This is driven largely by lackluster demand and slack that exists in large segments of the labor 

market. We expect official inflation, as measured by CPI-U, to be subdued in 2015 and roughly 2%.  

Please note that food and energy are largely excluded from the calculation of CPI-U as they are 

considered “noisy” from a statistical perspective, meaning they tend to be volatile and some 

economists believe they distract from core trends in consumer prices. The Alternate Measure of CPI-U 

will likely track north of 5% for 2015. See the note on the Alternate Measure below. 
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The “Alternate Measure” simply reflects inflation if it were measured the same way as it was in the 

early 1980’s. Originally, inflation was measured by reviewing the prices of a fixed basket of goods year 

over year to assess the cost of maintaining a “constant standard of living.” In the early 1990’s, it was 

believed that this figure substantially overstated inflation by not allowing for consumers to substitute 

for a cheaper good. For instance, the cost of a steak may have gone up 10% year over year, which 

would be fully captured in the old metric assuming steak was part of the basket of goods. In the new 

metric, it would be assumed that the consumer would substitute a cheaper good, such as a hamburger, 

that may have not increased in price at all, thereby muting the effects of the inflation metric.  

Essentially, the CPI-U basket changes from year to year thereby severely limiting its usefulness to track 

purchasing power over time; the supposed purpose of the metric in the first place. 

While it is important to note the statistical deficiency, it is likewise important to realize that CPI-U, 

however flawed, is the number that is largely guiding monetary policy and as such, will likely continue 

to signal that more easing can be sustained for longer, regardless of what our actual cost of living 

might indicate. 

 

Interest Rates- It is likely that we will see a modest uptick in interest rates in 2015. Below is the broad 

market consensus for interest rates for the four major developed economies. We concur with the 

consensus with respect to the US. Headline rates in Europe and Japan will almost surely remain zero, 

and in reality, continue to be pushed into negative territory as central banks in those regions continue 

to punish savers in an attempt to create monetary velocity and economic growth. 

 
 
Region Current Mid-2015 Dec-15 Dec-16 Dec-17 

      United States 0.25 0.25 0.5 1.5 2 

      UK 0.5 0.75 1.15 1.75 2.15 

      Europe 0.05 0.05 0.05 0.15 0.35 

      Japan 0.07 0.07 0.07 0.07 0.07 
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Employment- U3 and U6 unemployment rates are shown below, along with our forecast for each by 

the fall of 2015. The report of U3 is the headline, or official number used, and includes the total 

unemployed as a percentage of the civilian labor force. We feel the U6 is a more meaningful rate as it 

includes the total unemployed from U3, as well as all persons marginally attached to the labor force. It 

also includes the total employed part time for economic reasons. Essentially the U6 figure includes all 

of those who are working but are working much less than they would like to be for economic reasons.   

Given the rise in the part-time economy it is important to not simply focus on the U3 figure but to 

understand the significance of U6 as it signals the lack of economic recovery and the ramifications for 

standards of living and ultimate demand. We see marginal improvement in unemployment but would 

love to see meaningful improvement in fully engaging those who would like to work more. A significant 

risk to any employment forecast for 2015 is the impact of falling oil prices, as a vast majority of the 

gains in the labor market since 2009 has been due to the boom in US shale. While employment in the 

oil patch will likely decline given the most recent drop in crude prices, it is unclear how much of a 

positive offset those lower prices will provide to the balance of the economy, and ultimately to the 

employment picture. 

Labor Force Participation underscores this reality and has not been as low as it is currently since the 

late 1970’s. Granted, this is in part due to larger numbers of retirees who no longer seek work prior to 

age 65, but also indicates the slack in the labor market that we sincerely hope improves. 

   Projection 

Measure Oct-13 Oct-14 Oct-15 

    

U3 7 5.5 5.25 

U6 13.2 11.1 10.5 
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Currencies- The drama in currency markets will likely increase in 2015 as economies such as China, 

Russia, Japan, and the Euro Zone seek to devalue their currency in order to make their goods and 

services more attractive to a global market. The devaluation is accomplished largely through the use of 

printing presses. A notable exception to date to this race to the bottom is the US Dollar which rallied 

substantially, as indicated by the chart below, upon the Fed’s announcement of its intent to raise rates 

in 2015. This sparked the “carry trade” in which traders will borrow cheaply in one currency such as the 

Yen where rates are low, and buy an alternate currency where rates are expected to be higher. This 

sharp and sudden move up in the dollar had subsequent ramifications for any good priced in Dollars, as 

we will discuss in the commodities section, and of course has ramifications for all investments 

denominated in the Greenback. We believe the Dollar could continue to strengthen in 2015, and do 

not see weakness emerging in the currency. The magnitude and speed of any such Dollar strength will 

determine the extent to which it serves as a drag on US exports. Such a drag is indeed possible.  We 

expect other major currencies to remain depressed on a relative basis, unless prospects of economic 

growth and higher interest rates materialize. 
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Commodities- Broadly speaking, commodities have fared poorly in 2014, with most of that pain 

coming in the latter half of the year as the Dollar strengthened and inflation remained benign by 

official measures. Oil in particular, is highly sensitive to moves in the Dollar as crude is internationally 

denominated in our currency, thereby making any move upward in the Greenback’s value a move 

downward for oil’s price. Gold is also sensitive to Dollar moves but has responded more to the 

prospects of inflation, which at this time are negligible.  

We believe that both crude and precious metals are finding support at current levels, and will not fall 

much, if at all, from current levels. We expect to see crude oil settle between $50-$60 per barrel by the 

end of 2015, as shale producers in the US reduce production and global demand does not abate. We 

believe gold trading will be range-bound between $1,200-$1,370 per ounce. We believe that the 

continued devaluation of fiat currencies worldwide makes gold a wise addition to certain portfolios as 

a form of currency insurance. It, of course, has no productive value in and of itself, as does a business 

entity, but it is something that central banks have yet to devise a way of producing, as easily as they do 

their respective currencies.   

 

Real Estate- 2015 will likely be an okay year for US residential real estate in aggregate. Two major 

constraints will likely serve to limit demand for homes - the aging population, and unfavorable 

demographic shifts in younger workers. Increasingly, workers in their late 20’s and early 30’s are 

foregoing home purchases as marriages occur later in life, and student loan indebtedness uses 

budgetary capacity that could otherwise be used to save for a down payment and pay the mortgage. 

It is currently estimated that student loan debt held by those ages 20-39 reduced total housing 

transactions by 8%, which translates into 414,000 in lost transactions, valued at more than $80 billion. 

Total student loan debt has now reached $1.1 trillion and is serving as a significant headwind for 

economic growth in general, but in the real estate sector in particular.  We estimate modest 1-1.5% 

aggregate residential real estate appreciation for 2015. 
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US Equities- How high can US equity markets go?  This seems to be the most common question asked, 

as we witnessed another solid year for stocks. Aside from a mania-induced buying spree, the price of 

equities is a function of essentially two inputs - earnings per share, and the price multiple of earnings.   

The earnings per share metric is how much a company makes selling its goods and services, with the 

higher the number, the better. Price multiple of earnings, often expressed as the P/E ratio, is how 

much one pays for $1 of earnings. Historically, the S&P 500 has traded at a median P/E of 15.9, which 

means the market is paying $15.90 for $1 of S&P earnings. Based on earnings figures for 2014, the S&P 

is valued at 19.43 times trailing earnings, and 17.25 of forward earnings, as the market is calling for 

earnings growth of roughly 7% in 2015. We believe earnings growth will occur but might be more in 

the 3-5% range, and that stocks will likely advance but more modestly, and with greater volatility in 

2015. 

The market by historical standards seems quite fully valued, and will likely find additional gains through 

earnings growth and multiples expansion. The latter is largely a function of a relative trade in which 

market participants, reeling from years of near zero interest rates, pursue returns in asset classes they 

might not otherwise have exposure, such as US stocks. We therefore believe that as long as global 

interest rates are low and growth prospects in regions such as Japan and Europe anemic, US equities 

will likely stand to benefit. The chart below illustrates the growth in EPS (Earnings Per Share), and the 

price multiple, or PE, of those earnings.  
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There is no question that the Quantitative Easing measures taken since 2009 have boosted stock prices 

as investors seek returns in stocks, and corporations are able to borrow more cheaply thereby 

expanding their margins. Sadly, the result of QE has been uneven at best, with corporations and those 

leveraged to asset prices capturing most of the benefit, and wage earners experiencing little. The chart 

below illustrates this phenomenon. 

 

 

US Fixed Income-  

  

 

 

 

 

 

 

As a percentage of GDP, wages have plummeted while corporate profits have climbed to all-time highs.  

We believe this to be an unsustainable and broadly unhealthy trend as wealth accumulates in relatively 

few hands, and the fiscal ramifications of that wealth, i.e., the debt that’s been created to sustain it, 

are borne by many. This is one of the main reasons why stocks have, and can continue to do well while 

wages languish.   

A significant risk to the labor market, the housing market and ultimately US equities, is the bear market 

for crude oil.  Since 2009, 40% of all new jobs created have been in the state of Texas, with most of 

those tied in some form or fashion to domestic energy production. Houston had more housing starts 

than all of California in 2014, much of that spurred by growth in the oil and gas sector. With capital 

expenditures (CAPEX ) for 2015 already being reigned-in due to lower oil prices, it is not a stretch to 

believe that job growth will suffer, and the industries that have benefited from the domestic energy 

boom to date will do likewise. We anticipate softer Q1 and Q2 earnings as a result, but do not believe 

low oil prices in and of themselves are enough to shock the US into a recession. We believe this 

because there are still many projects that will be pursued at current oil prices, and because the value 

lost by producers is being gained by consumers in the form of lower gas prices, which can act as its 

own form of de facto stimulus. 
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Fixed Income- In discussing US Fixed Income, we must first establish the fact that US debt and global 

debt is growing at an unsustainable pace, as indicated by the chart below. This trend doesn’t 

necessarily portend crisis, but it does likely mean that there will be tough choices ahead if economic 

growth doesn’t improve dramatically. The gross amount of debt and its rate of absolute growth have 

implications for the value of that debt as the markets weigh the likelihood of an entity to service that 

debt and repay principal. While national debt has grown, corporate debt has done likewise, as low 

interest rates make debt financing far more attractive than raiding equity. Not all debt is bad but we 

believe there is simply too much of it at a sovereign level, and that the debt levels will have 

implications for currencies and geopolitical relations in the months to come. 
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Also worth noting, with respect to US Treasury debt in particular, is the identity of the holders of that 

debt. The chart below gives a breakdown of whom exactly the US Treasury owes money. It is painfully 

clear that most of the debt is owed to foreigners. The implications of this are difficult to distill into a 

single point, other than to highlight the fact that the US Savings rate is higher than it was in 2009, but 

still relatively low. It also highlights both the dependency of foreign debt investors on the US Treasury 

market as a safe-haven, and the potential vulnerability of the US Treasury if rates rise in any 

meaningful fashion and we have not eliminated the gap between our income and expenses that 

requires us to borrow. Our current export of wealth is minimal in the debt channel given low interest 

rates, but if that changes, the transfer of wealth to foreign shores will increase.      
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Treasuries and corporate bonds have largely been unattractive in 2014, and we feel likewise towards 

these subsets of Fixed Income in 2015. High yield fixed income is also unattractive, given the tightening 

of spreads with its high grade counterparts, as illustrated below. Essentially, the additional yield 

received for taking additional credit risk in the high yield space has been reduced as is normally the 

case throughout a recovery, making the risk premium of an already elevated asset class even less.  

There may be some individual bargains in the high yield bond segment given the recent hit the energy-

related area of the high yield market has taken, but broadly speaking we are not interested in the asset 

class. 
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In the traditional fixed income arena we are most interested, and believe there to be value still, in the 

municipal and mortgage-backed sectors. Muni spreads have come in over the past year offering 

attractive price return, as indicated by the chart below. The relationship between 30 Year Muni and 30 

Year Treasury yields has largely been re-established, which will limit the upside of muni’s somewhat in 

2015. 

 

 

 

 

 

 

 

 

The current steepness of the Muni Yield Curve (the blue line), compared to the 10 year average (the 

purple line), indicates limited opportunity in muni’s for 2015 beyond the tax free yields that many of 

these bonds offer. 
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The most attractive segment of the US Fixed Income market for 2015 is the Mortgage-Backed (MBS) 

and Agency Security segment.  While spreads have certainly narrowed, there still appears to be room 

for appreciation as we have not reached pre-crisis levels in the pricing of those bonds.  We believe MBS 

securities will be one of the more attractive fixed income sectors for 2015. 

 

 

 

 

 

 

 

 

 

 

Clearly, all fixed income instruments are driven by prevailing interest rates where a rise in rates will, all 

else being equal, hurt the price of the underlying bonds. While we are forecasting a modest rise in the 

Fed Funds Rate, we do not believe that rise will be on the order of magnitude that will disrupt bond 

markets significantly. The biggest risks to fixed income are unexpected inflation, rising rates, and better 

than expected economic growth. An unexpected rise in inflation is always possible, but seems unlikely 

in 2015. As discussed, we feel the risk of rising interest rates is possible, and that the threat is 

manageable and already priced-in. Better than expected economic growth would likely cause a rise in 

the other two factors, and is unlikely due to the demographic challenges previously discussed. It is 

likely that rates globally will stay lower for longer but that doesn’t mean miscommunication from the 

world’s central bankers can’t cause temporary dislocation from which to profit. 
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CAPSTONE Investment Group is unique in that we utilize both fundamental and technical analysis in 

reviewing the broader markets and specific positions. Technical Analysis is a broad and widely applied 

field of security and economic analysis in which all focus and attention is placed upon identifying 

patterns of price movement in the chart for a given security or asset class.  The underlying thesis in 

technical analysis is that the market’s sentiment about an asset is fully captured in the price and in 

studying the movements of price we gain an understanding about the supply and demand for an asset 

and how it might perform in the future.  What follows is the application of that broad discipline to the 

most consequential asset classes in an attempt to forecast where we believe the price of these assets 

will be at the end of 2015. 

 

Technical Forecast of Key Asset Classes 

Crude Oil- On January 5th, 2015, Brent Crude Oil broke below another technical support level which 

suggests further downside to $42.50 - $45.00 per barrel in the short-term. It is, however, difficult to 

project year-end pricing at this point as those projections would be based on where oil prices bottom 

out. With that said, we are projecting a reversion to the mean which would take prices back up to the 

50 day moving average which is between $70 and $75 at this point. Today, $58 per barrel looks to be a 

significant level of resistance which we would have to break through to attain the 50 day moving 

average price. 

Gold- Gold recently found technical support at $1140-$1150 per ounce. It is our belief that gold could 

serve as a fear trade in 2015, driven by heightened volatility in the equity markets, even in the event 

that the dollar remains strong. A break above recent trend levels near $1230 per ounce would 

represent a potential reversal of that negative trend and could suggest upside to levels of $1300 - 

$1370. 

US Dollar- We expect the US dollar to continue to be an area of strength among currencies in 2015. We 

could see a reversal in the positive trend should the Dollar Index (DX/Y) break below $87.50. 

High Yield Corporate Bonds- The SPDR High Yield Corporate Bond ETF JNK has continued to make 

lower highs and lower lows since the summer of 2014. It is too early here to become bullish on high 

yield corporate bonds as they are currently in a negative trend. A break below $37.50 would suggest 

further downside. At this point high yield corporate bonds are still an area of caution. 

US Treasuries- Long term treasuries, as represented by TLT, may become an interesting short 

opportunity near $120 - $123. We would not be buying into the long end of the yield curve today. 
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S&P 500- As we assess the markets for 2015, we believe, from a trend perspective, that the S&P 500 

will continue to follow a bullish pattern as we saw in 2014. Clearly, the S&P 500 has increased in value 

significantly since 2008, and we believe that trend will continue this coming year. On a five year chart 

(as seen below), we believe we will continue to trade within the noted black channel. Notable support 

levels within the uptrend are marked by the green, orange, and horizontal black lines. If the chart 

breaks down from the proposed uptrend, support should be found at each one of these levels. 

Numerically speaking, our forecast puts the S&P 500 between 2265 and 2405 by the end of 2015 if we 

continue in the prescribed uptrend. The aforementioned horizontal support levels reside at 1975, 

1910, and 1850, respectively. 

 

 

 

 

 

 

 

 

 

 

 

 

Russell 2000- The Russell 2000 was stuck in a sideways trend during 2014 while large cap stocks moved 

higher. In our view, the gap in trend between the S&P and the Russell will narrow during 2015. Our 

projections put the Russell 2000 index between 1300 and 1350. 

EAFE- The MSCI Europe, Australasia, and Far East index as measured by the ticker EFE, will most likely 

continue to feel downward pressure from the strong dollar. We recommend underweighting this area 

while patiently waiting for entry signals. While today’s prices look attractive, there is risk for additional 

downside. A break of $58.50 from the ETF could bring further downside to $55 and potentially into the 

lower $50’s. If the $58 support level is held and price moves above $56, we will be reconsidering entry. 
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China- China appears to be in better shape than other Asian areas today. With the ETF FXI as a proxy, a 

breakout above $42.50 would suggest further upside to $48-$50 by year end. On the downside, a 

move to $38.50 would put us in danger of a potential negative trend which bears watching. 

Euro (Currency)- The technical weakness experienced by the Euro hasn’t been seen since mid-2012, 

early 2010, and late 2005. This may present a very interesting opportunity for the developed region, 

notably Germany. Using FXE as a proxy, if we break below $115 we could see continued downside to 

105. Stable currency pricing and a bounce above $127 could support added exposure to the region. 

This continues to be an area of caution and minimal exposure is suggested as we watch how it plays 

out in the first quarter of 2015. 

Emerging Markets/Brazil- Emerging markets, and notably Brazil, are poised to be potential turnaround 

stories in 2015 as they sit at multiple year lows. We would become bullish on the ETF EEM with a 

breakout above $43. If the market price of EEM drops below $37, we could see significant downside. 

Brazil, as represented by the ETF EWZ, could present some opportunity with a break above $37.50. 

However, if pricing moves below $32.50 we would expect further downside. 
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Glossary of Key Terms 

BRIC – The BRIC refers to Brazil, Russia, India and China which are commonly discussed in tandem as 

the 4 largest emerging economies. 

CAPEX- Capital Expenditures.  This is a metric used in the corporate world to describe investments in 

new projects and growth in a business’s underlying line of products and services. 

CPI –U – The Consumer Price Index – Urban is a measure that examines the changes in the price of a 

basket of goods and services purchased by urban consumers. 

Credit Spread – The difference in yield between two bonds of similar maturity but different credit 

quality.  It is a measure of valuation for bonds. 

ECB – The European Central Bank is the central bank responsible for the monetary system of the 

European Union and the Euro as a currency.  Unlike the Federal Reserve, the EU is not considered a 

lender of last resort and must thereby coordinate policy measures with individual member states. 

Euro Zone – The Euro Zone or EU refers to the monetary union of the following countries: Austria, 

Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Latvia, Luxembourg, Malta, 

the Netherlands, Portugal, Slovakia, Slovenia and Spain.   

GDP – Gross Domestic Product is the monetary value of all the finished goods and services produced 

within a country’s borders. 

IMF – The International Monetary Fund was founded in 1944 at the Bretton Woods Conference and 

formerly created in 1945 with 29 original member countries.  The IMF seeks to promote global 

monetary exchange stability, facilitate the expansion of international trade and assist in the 

establishment of multilateral systems of payments for currency transactions. 

PE Ratio – The Price to Earnings Ratio is the price paid for $1 of Earnings Per Share.  The metric can be 

applied to individual stocks as well as indices and seeks to determine how cheap or expensive a 

security or index may be. 

QE – Quantitative Easing is an unconventional monetary policy in which a central bank purchases 

government securities or other securities from the market in order to lower interest rates and increase 

the money supply. 
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