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U.S. stocks had a solid year in 2014, advancing 14% through November 30, as measured by the Standard & Poor’s 
500 Index. By contrast, most bellwether international and emerging market indexes had low single-digit or 
negative returns. As in any year, market participants and forecasters had their share of surprises and 
disappointments, and I’m sure 2015 will be no different. With that said, here are five of the top themes I expect to 
see unfold in the year ahead. 
 

Key Takeaways: 
 U.S. stocks could outperform global markets once again, especially considering the strong earnings 

expectations for 2015.  
 Bouts of volatility are likely as the Federal Reserve weighs the future path of interest rates.  
 Evidence continues to point to a modest but steady mid-cycle expansion in the U.S. that could continue for 

several years.  
 The European Central Bank’s efforts to control deflation will likely play a significant role in the direction of 

Europe’s equity markets.  
 Unless China’s recent problems abate, emerging-market stocks could struggle to end a four-year streak of 

underperformance  
 

U.S. Stocks Remain on Top 
 
Given the prevailing dynamics both domestically and abroad, U.S. stocks may continue to outperform many other 
asset classes in 2015 – the occasional correction notwithstanding. Since the start of the current bull market in 
March 2009 through December 2014, the U.S. stock market has grown at a compound annual growth rate (CAGR) 
of 22%. This is consistent with the behaviour of past secular bull markets, and well above their historical average 
of 9%. 
 
During that same period, the U.S. equity market’s forward price-to-earnings (P/E) multiple has risen from 10x to 
17x, a multiple expansion of 70%. While valuation multiples typically expand during cyclical bull markets – 
especially secular bull markets – the market is still reasonably valued based on the “Rule of 20,” which states that 
the P/E should equal the number 20 minus the inflation rate. 
 
Although much of the multiple expansion is probably behind us, U.S. corporate earnings continue to grow at a 
healthy clip. After gaining 10% in 2014, consensus earnings-per-share growth is expected to be at 8% in 2015. If 
you factor in another 2% for dividends, we could be looking at a 10% year for U.S. equities, not including any 
multiple expansion or compression. After almost six years of 22% annual growth, I would argue that’s a pretty 
good outcome. 
 

Federal Reserve Uncertainty Means More Volatility 
 
The markets experienced their fair share of volatility in 2014, and they could be even more turbulent in 2015. 
Much of the volatility will likely revolve around the Federal Reserve (the Fed). This is particularly true at the 
beginning of the rate cycle, when the market is trying to gauge the speed and magnitude of the Fed’s plans. 
Indeed, big questions remain as to whether the Fed will follow a carefully choreographed rate-normalization 
script in 2015 or whether it will be forced to speed things up or slow them down. The end of the Fed’s asset 



purchase program may also exacerbate concerns about liquidity and lead to increased volatility in the fixed-
income markets. 
 
The central bank has had the best of both worlds for some time, with stable growth and low inflation, and this 
outcome has validated the Fed’s strategy to emphasize its full-employment mandate at the expense of its 
inflation mandate. Now, if anything, the Fed will be worried about the recent decline in inflation expectations 
stemming from stalling economies in Europe, Japan and China/emerging markets. 
 

U.S. Mid-Cycle Expansion Continues to Support Stocks 
 
As I think about where the U.S. markets are going in 2015 and beyond, the timeline for a classic end-of-cycle 
playbook may become more and more relevant. There is a clear sequence of events that occurs as the economic 
cycle goes from a Goldilocks mid-cycle expansion (stable growth with low inflation) to the late cycle, when 
inflation pressures from an overheating economy force the Fed to tighten. It’s also possible for deflationary 
headwinds to be so powerful that the expansion can just end without the typical late-cycle sequence. That’s what 
happened during the Great Depression. It also happened multiple times in Japan during the past two decades, and 
it may even be poised to occur soon in Europe. 
 
The overwhelming evidence continues to point to a modest but steady mid-cycle expansion in the U.S. that could 
continue for quite some time, as our Asset Allocation Research Team suggests in its “Business cycle update: U.S. 
economy sturdy, global divergences to spur volatility in 2015”. This is important because the outcome for equities 
is greatly affected by the severity of the Fed cycle (as well as other factors). And there’s a wide dispersion in 
outcomes, ranging from the 86% decline in 1929–1932 to a mere 5% drop in 1994. Also, there is no telling how 
long a Fed tightening cycle might last, as shown in Exhibit 1. But for now, neither a deflationary growth shock nor 
the typical late-cycle scenario seems likely. 
 
EXHIBIT 1: Since 1928, the length of Fed rate tightening cycles has ranged from seven months to 72 months. 

Fed Tightening Cycles 

1st hike Next ease 
Cycle length 

(# of months) 
Next cycle 
(# of years) 

Feb 1928 Jan 1930 23 8.6 

Sep 1936 Aug 1937 11 11.3 

Jan 1948 Jan 1954 72 7.3 

Apr 1955 Nov 1957 31 3.4 

Sep 1958 May 1960 20 4.8 

Jul 1963 Mar 1967 44 4.3 

Nov 1967 Oct 1970 35 5.2 

Jan 1973 Nov 1974 22 4.6 

Aug 1977 Apr 1980 32 3.1 

Sep 1980 Oct 1981 13 2.6 

Apr 1983 Oct 1984 18 3.9 



Fed Tightening Cycles 

Mar 1987 Oct 1987 7 1.1 

Apr 1988 May 1989 13 5.8 

Feb 1994 Jun 1995 16 3.1 

Mar 1997 Aug 1998 17 2.3 

Jun 1999 Dec 2000 18 5.0 

Jun 2004 Aug 2007 38 ? 

Mean – 25 4.8 

Median – 20 4.5 

  

Deflation Remains a Headwind for Europe 
 
Whether Europe is experiencing a mid-cycle slowdown or sliding back into recession will be much debated in 
2015. Falling inflation continues to be a concern for the European Central Bank (ECB) amid stagnant economic 
growth. The question is whether the eurozone can avoid stalling when the ECB is challenged to come up with 
ways to more permanently inflate its balance sheet while eurozone banks are still in deleveraging mode. These 
are the two major headwinds facing European markets, as they both blow deflationary winds over the eurozone 
economy. One positive is that the ECB has been able to talk the euro down from 1.40 to 1.24, basically without 
having to do anything. That could be a reflationary tailwind in 2015. 
 
Although the ECB successfully propped up European banks with its long-term refinancing operations (LTROs) in 
late 2011 and early 2012, they have all been paid back now. As a result, the ECB’s balance sheet has completely 
round-tripped back to where it was during the summer of 2011, when the eurozone debt crisis was raging at full 
speed. So now the ECB has begun a Term LTRO program (TLTRO), as well as an asset-backed securities-buying 
program, and there’s even talk of launching an outright, Fed-style QE program (buying sovereign debt), but it’s 
uncertain how effective that would be. Add the above-mentioned deleveraging of the banking sector, and I 
remain skeptical that Europe’s deflationary headwinds will subside in the near term. 
 

Selectivity Key in Emerging Markets and China 
 
Another question for 2015 will be whether emerging market equities can break a four-year streak of 
underperformance. On the plus side, emerging market valuations are cheap, which suggests a lot of the bad news 
has already been priced in. As at November 30, the trailing P/E for the emerging markets equity market is 12x, 
compared with 16x for Europe and 19x for the U.S. 
 
However, as its credit cycle and real estate market bear the brunt of a rise in non-performing loans and a glut of 
property, China faces a cyclical and possibly even structural slowdown. In response, commodity prices ranging 
from oil to copper have fallen sharply. That puts pressure on commodity-exporting countries in emerging markets 
and elsewhere. So it will be important for emerging markets investors to differentiate between commodity 
exporters and importers; between sectors that are related to infrastructure development, commodities and 
construction; and between sectors that cater to the growing needs of the rising middle class in emerging markets 
(health care, consumer staples, financial services). For emerging markets investors, an active strategy continues to 
make the most sense, in my opinion. 
 



Bottom Line 
 
From a global allocation perspective, I continue to view the U.S. market as the best house on the street. As we all 
know, the best house is usually the most expensive, and for good reason. But having said that, and with our 
expectations of increased volatility in 2015, we could definitely see situations where opportunistic investors and 
active managers could buy on weakness in the eurozone and emerging markets, especially if the ECB is able to 
follow through successfully and reinflate its balance sheet. 
 


