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The Economy in Transition
2010 the Year of no Double Dip

Much to the surprise of some people, the economy took a pass on a dip back into recession in 2010, 
opting instead for continuous modest growth.  In inflation adjusted terms, the Canadian economy 
grew by about 2.9% in 2010, keeping pace with 2.8% growth recorded by the USA, but trailing the 
world as a whole at 4.7%.

The stimulative effects of cranked-up government spending programs and floor-scraping interest 
rates continued to work their way through the banking system and into the real economy. On the 
global front, oil demand has surpassed the 2007 peak, trade activity is back above pre-recession 
levels and production of goods is now in record territory.  

In the USA miles driven are back above 2008 pre-crisis levels.  Despite unemployment still above 
9%, total labour compensation is now above early 2008 levels.  The manufacturing index is at a 7-
month high, consumer and business confidence continue to trend higher and consumption is up at 
the same time as personal debt levels are dropping (partially through write-offs at the banks).  
Commercial and Industrial loans are up about 8% in the past 13 weeks, finally beginning a recovery.  
This statistic is generally considered to be indicative of business investment by the engine of 
employment growth – small business.  

The stimulus from the infrastructure program in the USA continues to be deployed.  The Federal 
Reserve Board's quantitative easing program (putting large amounts of cash into the economy by 
buying up government bonds) is ongoing.  However, the biggest catalyst for both consumers and 
businesses to spend and invest has been the government's decision to put off for two years a 
scheduled tax increase and add to that relief with a 2% Social Security tax holiday for workers, 
extended unemployment benefits for those out of work and accelerated write-offs for new capital 
investment by businesses. 

In 2010, Canada moved from recovery to the expansion phase of the economic cycle.  The recession 
lasted only four quarters and was half the length of the 1991 recession and half the depth of the 1982 
recession.



Clouds on the Horizon

The good news and positive trends do not mean there are not problems to be dealt with.  
Government deficits around the world are running at unsustainable levels.  The governments of 
Greece and Ireland are faced with potentially having to restructure (read “partially default”) their 
debts.  They could eventually have plenty of company.  Even the UK and the USA have to find a way 
to cut spending and raise revenue without damaging the still fragile economic growth going on in their 
countries.  Although Canada weathered the recession relatively well, ours is a country dependent on 
international trade (especially with the USA) for our own vitality.

The world's banking system is flush with stimulus cash but still remains vulnerable to under-water real 
estate loans.  In the USA, foreclosures are expected to rise 20% over 2010's levels.  The backlog of 
unsold foreclosed homes remains considerable.  The one saving grace is that the qualifying income 
required to buy a median priced home in the USA is down to $34,000 (from $56,000 at the 2006 peak 
in real estate prices) due to lower housing prices and low mortgage rates.  This opens up the 
prospect of home ownership to a large pool of people who may have been shut out of the market for 
many years.  The volume of house resales has risen to a 7-month high, matching a level last seen in 
2007 and revisiting the fairly steady level experienced in the 1999-2001 period.  Even these positive 
developments won't likely be enough to absorb all the foreclosures any time soon.  It could be well 
into 2012 before residential real estate prices in the USA gain any upward momentum.  This will act 
as a constraint on the level of consumer confidence.

In Canada things have been more stable than in the USA or Europe.  In particular the housing sector 
has been quite resilient.  Depression-level interest rates in the face of a short, shallow recession have 
made home ownership in Canada very accessible.  As a result, the level of home ownership in 
Canada has risen to a record.  Partially due to the increased level of home ownership, personal debt 
level have risen to record levels and the savings rate has dropped to 3.3% recently from 5.2% at the 
beginning of 2009.  The combination of these factors positions the housing sector for a slowdown.  
The recent tightening of mortgage lending rules when combined with rising interest rates should 
ensure this.  

The strength of the Canadian dollar will act as a constraint on manufacturing growth.  On the other 
hand that same strong dollar had contributed in the last six months to a large pick-up in the purchase 
of business machinery and equipment.  This development, coupled with a further decline in corporate 
income tax rates could lead to improvements in Canada's chronically weak productivity growth.

The Economic Outlook

The world's economies are on a positive roll going into 2011.  The first half should produce solid 
numbers.  How the second half unfolds will depend on how much momentum the economy can build 
in the first half and how much resistance the head winds described above present.

The International Monetary Fund expects inflation-adjusted economic growth in 2011 to be about 
4.5% for the world as a whole, including 6.5% in the emerging markets, 3% in the USA and 2.3% in 
Canada.



Stock Market Outlook

Corporate earnings continue to grow ahead of expectations.  Relative to those earnings and the level 
of interest rates, stocks appear to be modestly priced.  Our research department believed fair value 
for the TSX at the end of 2011 should be about 14400 (7.1% above the beginning of the year).  For 
the S&P500 index estimated fair value at the end of 2011 should be about 1400 (11.3% above the 
beginning on the year).

Bond Market Outlook

Our economics department estimates that the prime rate in Canada will end the year at 3.75%, up 
from the current 3% as the Bank of Canada rate moves from 1% to 2%.  They anticipate 10-year 
government of Canada bonds yielding about 3.95% at year end vs. 3.34% in mid-January.  They 
expect 30-year government of Canada bonds to yield about 4.28% at year end vs. 3.76% in mid-
January.  These figures translate into projected rates of return for the year of -1.24% for 10-year 
Canadas and -4.84% for 30-year Canadas.

Our economics department anticipate 10-year US treasury bonds yielding about 4.17% at year end 
vs. 3.48% in mid-January.  They expect 30-year government of Canada bonds to yield about 5.05% 
at year end vs. 4.53% in mid-January.  These figures translate into projected rates of return for the 
year of -1.66% for 10-year US treasuries and -3.34% for 30-year US treasuries.
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