
The marketing team in our Chicago affiliate recently asked our investment strategy group for 

fifteen projections for 2015 for an internal publication.  Market strategists are generally happy 

to get one or two big “calls” a year right, so reaching for over a dozen predictions sent the 

whole team scrambling far afield.  The youngest member of our team, reflecting the optimism 

of youth, included, “The Cubs will win the World Series.”  
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Rather than bank on a Cubs win, we might be 

better served focusing on some of the higher-

probability outcomes of importance to investors 

and businesses.  Below we offer a shorter list of five 

critical concepts for the year ahead.

U.S. GROWTH CONTINUES

Although the Department of Commerce has yet to 

compile the final figures for the final quarter of last 

year, in 2014, U.S. GDP likely advanced at a rate of 

roughly 2.5%.  On the surface, this appears to be 

yet another in a long string of lackluster growth 

years our economy has experienced since 2009.  

However, as the chart below illustrates, the average 

for 2014 includes the sharp setback to the economy 

caused by the harsh winter of the first quarter.  Even 

more significant, the startlingly high 5.0% growth 

rate reported in the third quarter indicates that the 

economy not only bounced back from the winter, 

but actually gained momentum.   

Employment payroll growth averaging in excess 

of 200,000 non-farm jobs each month is also 

consistent with levels of growth north of 3.0%, a 

level at which most economists view growth as self-

sustaining.  Employment growth leads to income 

growth and consumption, spurring more economic 

gains ahead.  Barring a major outside “shock,” we 

believe that the U.S. economy’s momentum will 

carry well through 2015.  However, as we enter the 

sixth year of gains since the ’08-’09 recession, the 

critical question is how long growth can continue 

and how quickly the economy can progress.

THE “GDP” GAP IS SHRINKING

Economists like to speak of “potential GDP,” the 

level our economic activity could attain if we 

were fully utilizing our existing capital and human 

resources.  The difference between our actual 

economy and the potential economy represents a 

GDP gap.  Generally, the larger the gap or “slack,” 

the faster an economy can grow, since businesses 

have few impediments: they can hire the labor force 

and can get speedy delivery of the equipment and 

machinery necessary to prosper.

While the deep recession of 2008-09 created a 

substantial amount of slack in the economy, some 

of that slack is evaporating.   As industrial capacity 

is being utilized, delivery times for equipment have 

extended; we believe the multi-decade under-

investment in capital in the United States means 

that we may face constraints to growth sooner than 

many believe.  Similarly, although the current rate of 

unemployment is well above the lows of a decade 



ago, the number of employers reporting difficulty 

finding appropriate workers is back to levels 

associated with economic peaks.  Finally, as shown 

in Figure 2, demographic and other factors point to 

few workers as a percent of population.  

What does all this mean for investors and 

businesses?   While the 4% level growth of recent 

quarters is certainly welcome, ultimately this recent 

acceleration is unlikely to continue.  We believe 

that labor and manufacturing constraints will act 

as a constraint on growth.  Our expectations are 

anchored in the long term averages for U.S. GDP 

growth of 3-3.5%.  

Figure 2. U.S. Labor force participation, 
1948-present  (Source: Bureau of Labor Statistics).   
The percentage of adults either employed or 
seeking work has declined steadily since 2000.  
Demographic factors suggest growth will not equal 
the pace of the 1980s and 90s.

THE ENERGY PRICE DECLINE IS A “BIG DEAL”

Crude oil and gasoline prices have declined well 

over 50% in U.S. dollar terms in just a matter of 

months.  Non-dollar economies have also witnessed 

dramatic drops in energy prices.  In one sense, a fall 

in energy prices is simply a transfer of money from 

producers of energy to consumers, which might 

suggest a “zero-sum game.”  However, economists 

have noted that consumers have a higher “multiplier 

effect,” that is, a dollar in the hands of consumers 

creates far more economic activity than a dollar in 

the hands of producers.  Given this differential, the 

decline in oil prices represents a tremendous global 

stimulus.   However, it is a boost whose impact will 

take time to develop; when energy prices change 

dramatically, consumers do not typically change 

their spending habits for five or six months.  Many 

corporations, too, gain indirectly from lower energy 

costs, and those benefits will only become more 

visible in future earnings reports.

While the very real and positive impact of oil has 

yet to be felt, some of the negatives are immediate 

and apparent.  Layoffs at energy exploration and 

production firms are already being announced.  The 

U.S. energy boom had played a disproportionate 

role in employment gains and capital investment; 

while these gains will not be erased, such 

contributions will recede.  Indirectly, lower oil 

hurts other corporations as well. The lower cost of 

imported energy has narrowed our trade deficit, 

strengthening the dollar, which makes U.S. exports 

less competitive and hurts the foreign earnings of 

U.S.-based multinationals.  Finally, lower oil prices 

stress oil-focused economies (Russia, Venezuela, 

Iran), with unknown geopolitical result.   None of 

these considerations alter the fact that the energy 

price decline is a net gain for the world economy, 

but they may impact markets until the positives 

become more visible.

In the end, the greatest benefit to lower oil may 

play out not in the United States, but overseas.  

The resultant strong dollar may revive the growth 

of export-oriented European and Asian nations.  

While this is at the cost of U.S. exporters, from a 

global perspective, the shifting dollar is effectively 

sending growth where it is needed most.  Lower 

energy prices are particularly important to emerging 

economies, whose household spending is often 

held hostage to commodity pricing.  Lower energy 

prices not only expand the consumption of these 

households, the correspondingly lower inflation 

rates are allowing central banks greater leeway to 

ease, stimulating further growth.

FED POLICY WILL BE A “BIGGER DEAL”

Our own central bank, the Federal Reserve, has also 

gained greater leeway with the fall in energy prices, 

which could translate into a slower pace of raising 

rates to less stimulative levels.   However, in recent 

meeting notes, the FOMC, the Fed’s policy-setting 

committee, indicated that this rate normalization 

process might begin without any evident signs of 

inflation.  Given the strength of the U.S. economy, 

we believe that the Fed has much to gain by starting 

to raise short term interest rates towards neutral 

levels, and the industry consensus continues to 

argue that this process will begin in 2015.



Given that Fed Funds (short term interest rates) 

are far below neutral levels, we believe that a single 

hike in rates should have little adverse economic 

consequences.  However, we do observe that our 

central bank has never held rates at a single level for 

as long in at least the past 60 years, let alone that 

this level has been near-zero.  Such stability breeds 

complacency and tends to result in disproportionate 

impacts following shifts.  We believe that such a 

watershed shift in Fed policy is most likely to set the 

tone for the dollar and for bonds for years ahead.  

The full impact of Fed tightening will reveal itself 

over time, particularly as the meetings subsequent 

to the first tightening give a sense of the pace by 

which short-term interest rates will rise. 

INVESTMENT OPPORTUNITIES WILL BE MORE 

NARROW

The recipe of continued, but constrained 

growth, even against a background of Fed rate 

normalization, is a positive for equity investors.    

However, given the seismic shifts in energy pricing 

and the dollar, and a shrinking GDP gap, we argue 

that investors must be more selective.  We expect 

U.S. earnings will continue to grow at a similar pace 

as recent years, but there will be differentiation 

between sectors.   Specifically, we see a growing 

disparity between companies which gain pricing 

power, and those that lose pricing power, or whose 

costs rise as a result of supplier pricing power.  By 

way of an example that may already have fully 

priced into the market, consider the circumstances 

of airlines which have gained the ability to raise 

fares in a more robust economy, versus the plight of 

oil companies which provide their fuel.  

The growing disparity between winners and losers 

extends beyond our shores.   The emerging market 

economies are already following disparate paths as 

those oriented toward commodity exports suffer 

from pricing declines, while manufacturers benefit 

from lower energy costs and a stronger U.S. dollar.  

The pace of economic reform also varies greatly, 

with many investors holding high hopes for Indian 

and Asian reform movements, while Russia and 

others seem ever less oriented toward free markets.   

Equities in the developed world face their own 

dissimilar outlooks, but, from the standpoint of U.S. 

investors looking abroad, share similar headwinds if 

the dollar continues its uptrend.

For fixed income investors the picture is that much 

narrower.  Historically low rates for quality bonds 

simply limit the opportunity for investors.  While 

including such instruments in a diversified portfolio 

still adds value, bonds can no longer be expected to 

be important components of positive return.  Global 

diversification opportunities are also more limited 

with quality bonds offering little yield compensation 

for the currency risk assumed.  Emerging market 

bonds and domestic high yield offerings will 

likely mirror their equity counterparts, no longer 

moving monolithically but rather tracking disparate 

economic paths. 

CONCLUSION

We should welcome the continued progress 

in the world economy toward normalization, 

particularly evident in the United States.  With this 

good news, we should recognize that investors 

in 2015 will likely operate in an environment very 

different from preceding years.   The traditional 

rules of diversification and discipline will still apply, 

but selectivity, in Fifth Third’s view, will gain in 

importance.  Fortunately, such a setting still leaves 

appropriately positioned portfolios with ample room 

to prosper.
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