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2015 Economic Forecast

“Give me a one handed economist! All my economists say, ‘On 
one hand… on the other…”
        Harry Truman

It is easy to understand President Harry Truman’s frustration with economists.  
Forecasting would certainly be easier if a crystal ball was available to see the future 
without depending on estimating the outcome probabilities of dependent variables, 
the impact of irrational decisions, or of fiscal and monetary policies based on 
their political rather than economic outcomes.  In the words of that famous U.S. 
philosopher Yogi Berra, “Predictions are difficult; especially about the future.”

The current economic consensus is that 
the economy is doing well; but is this a 
case of the glass being half full or half 
empty? From an economic perspective…

•	 On one hand, U.S. GDP will probably 
achieve 3.0% growth in 2014, espe-
cially after the revised 5% growth 
in Q3. On the other hand, the Feds 
had to add another $850 billion in 
quantitative easing, equivalent to 
5.3% of GDP, in order to achieve 
what normally is considered trend 
growth rate and half the usual 
growth rate during a recovery phase.

•	 On one hand unemployment is down to 
5.8%. Since 2009 the U.S. economy has 
created 5.98 million new jobs. Accord-
ing to the U.S. Bureau of Labor Statistics 
the number of employed Americans has 
increased from 139.9 to 145.9 million 
since 2009; an increase of 4.27% (Fig. 
1.0). On the other hand, the U.S. popu-
lation has grown by 9.3 million during 
the same period, from 306,771,529 to 
316,128,839, of which approximately 
5 million would have entered the labor 
market since 2009. Therefore, all we have 
achieved, in terms of employment, is to 
hire those who were unemployed during 
the financial crisis. We have had no net 
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gain in employment since 2009. This fact is supported by the 
labor force participation rate figures, which stand at 62.8%, 
the lowest since the Vietnam War. 
While during 2014 we have had 
an increase of approximately 200 
k jobs per month, the number of 
hours worked have not increased 
significantly since November 2013, 
leading me to believe that employ-
ers have shifted to more part-time 
employees, probably in response 
to the increased mandates from 
Obama Care. This fact is support-
ed by the stagnant median U.S. in-
come, which when inflation adjust-
ed remains at 1979 levels. (Fig. 2.0).

•	 On one hand, interest rates are low, 
with the 10 year bond yielding a mere 2.188% at the time of 
this report, and the Fed’s discount rate still in the zero lower 
bound. On the other hand, usually this failure of the bond yield 
to rise with increased economic growth is troubling and an in-
dication of potential recession. The ten year government bond 
yield is usually in line with nominal GDP which is the real growth 
in the economy plus the rate 
of inflation. If real GDP is 
running at approximately 3% 
and inflation is running at 
1.41%, the 10 year govern-
ment bond should be yielding 
at least 4.4%, almost double 
its current yield. There could 
be many explanations for this 
discrepancy; expectations of 
lower global growth, flight to 
quality from the recession in 
Europe, and geopolitical con-
flicts in the Middle East and 
Ukraine. My fear is that this 
is mostly the result of expect-
ed lower global growth, as predicted by the IMF 2015 World 
Economic Outlook, and corroborated by the global reduction 
in oil demand. But, perhaps the most troubling sign of the low 
interest rates is that they have not increased lending activity. 
The zero lower bound interest rate policy of the Fed has cre-
ated a boom in asset prices but has failed to drive financing 
to small and medium businesses, aggravating the skewed in-
come distribution and inhibiting aggregate economic demand. 

•	 On one hand, inflation remains low with the Personal Con-
sumption Expenditure (PCE), the preferred inflation measure 

of the Fed, scoring only 1.41% (November 
2014, Core Rate) and the Consumer Price 
Index (CPI) 1.70% (November 2014 Core 
Rate). The Fed’s long-term PCE target is 
2.0%.  On the other hand, this failure of 
the Fed to produce a 2% inflation rate af-
ter $4 trillion in monetary stimulus is evi-
dence that there are structural and fiscal 
issues that are countering the extreme 
monetary measures taken by the Fed. 
According to Milton Friedman’s Quantity 
of Money Theory, the economic stimulus 
provided by the Fed should have result-
ed in increased inflation. This has not yet 
happened, leading to the suspicion that 
other macroeconomic conditions and fis-

cal policies are keeping this stimulus from achieving its in-
tended effect. Maintaining this extremely accommodative 
monetary policy raises the risk of adverse selection of in-
vestment in a desperate search for yields, increased financial 
risks, runaway inflation and running out of policy tools to deal 
with any unexpected financial shocks. We are already seeing 

signs of financial markets com-
placency with risk. Adding to this 
uncertainty was the reaction of 
the financial markets to remarks 
from Fed governors indicating an 
inclination to move away from 
QE and to return to convention-
al monetary policy. This led to a 
drop of 9.9% in the S&P 500, and 
in my opinion, caused the Fed to 
smooth their guidance; with Jan-
et Yellen expressing that in her 
opinion the FOMC would not in-
crease interest rates over at least 
the next two meetings. The Feds 
may have put themselves in a po-

sition where the tail wags the dog; the markets’ dependence 
on cheap funds and the global economic slowdown may 
keep the Feds from returning to conventional monetary pol-
icy and raising interest rates, even if the unemployment and 
inflation data indicate a need for tighter monetary policy.

•	 On one hand, the price of oil has dropped 40% in the second 
half of 2014. This is a timely economic stimulus to the U.S. 
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and global economy, and a welcome relief to working fami-
lies who will save $155 billion in energy consumption over 12 
months. On the other hand, the one industry that will be hurt 
the most is the only industry which has been investing and 
creating high paying jobs in the U.S.; fracking and oil explora-
tion. While the world is swimming in oil at this time, a study 
by the CME suggests that the price of oil is 70% determined 
by supply and 30% by demand.  In good part, the reduction 
in the price of oil is due to lower than trend global economic 
growth and geo-political factors that favor increased supply 
and lower prices. It is my expectation that in the long-term 
supply and demand will find an equilibrium somewhere 
between $70 and $90 per barrel for Brent. In the short-
term there will be shocks, distortions, winners and losers. 

In my opinion, the economy in the U.S. is better but is not good yet. We 
are balanced on an unsustainable razor’s edge of conflicting monetary 
and fiscal policies, inflation and deflation. The financial risks are high, 
perhaps higher than most recognize, but with yield rates so low there is 
also risk from sitting on the sidelines. The answer from, my perspective, 
is to identify, monitor and manage the risks.
I define risk as an exposure to an event that you care about and the 
uncertainty of its occurrence. This definition allows us to identify, 
measure and hedge impacts economic shocks, systematic and 
unsystematic risks. The events that I am most concerned about for 2015 
are the following:

Global Economic Slowdown

The IMF global economic growth estimate for 2015 was lowered to 
3.8% citing increased short-term risks due to geopolitical tensions and a 
reversal of risk spreads and volatility compression in financial markets.  
But they added an expectation for an increase in medium-term risk 
caused by stagnation and low potential growth in advanced economies, 
as well as a decline in potential growth in emerging markets. 
The IMF growth estimates for 2015 advanced and other economies of 
interest are:
  US  2.3%
  EU  1.3%
  Japan  0.8%
  U.K.  2.7%
  Canada  2.4%
  Rusia  0.5%
  China  7.1%
  India  6.4%
  Brazil  1.4%
  Mexico  3.5%

The World’s economic growth is mediocre, impacting confidence, 
investments and demand. This is happening at a time when economies 
are trying to address their legacy problems of high unemployment 
and debt overhang from the financial crisis. At this time, with the 
U.S. economy growing slowly, Europe and Japan barely growing and 
flirting with recession and potential deflation in Europe, emerging 
markets ailing from slowdown in advanced economies and drop in 
commodities prices, and China’s growth rate slowing,  it is difficult 
to find an engine of global growth to solve the legacy problems. 
A study by JP Morgan-Chase calculates that a slowdown of 1% in 
China’s GDP translates into a drop of 0.40% in Global GDP. While 
China has reported a growth rate of 7.2% and declared an objective of 
7% growth, some are suspicious of these statistics, and question the 
discrepancy of China growing at 7% when their energy consumption 
was reduced by almost 7% during 2014. The economic headwinds in 
2015 are significant.

Fortunately so far, in my opinion, there have not been any major 
policy mistakes to worsen the anemic recovery. China has provided 
additional stimulus, expanded lending, opened investments in local 
markets and stated their commitment to 7% GDP growth, as they 
continue shifting from an export led economy to a more domestic 
consumption economy. In the U.S., Janet Yellen stopped QE, but 
tranquilized the financial markets with her statement. It should be 
clear to everyone that when Yellen says that monetary policy is data 
dependent she means it. So long as labor participation remains low 
and inflation is not knocking down the Federal Reserve’s doors, 
she is not compelled to do anything that will reduce U.S. growth 
or jeopardize global economic recovery. I believe that the IMF 
projections are the most probable outcome, barring failure of the 
ECB to provide the required QE stimulus promised or some other 
crisis, such as Greece leaving the OECD, worsening geopolitical 
conflict in the Middle East or Ukraine.

Geopolitical Risks

Geopolitical risks in the Ukraine and Middle East may spread beyond 
the directly affected regions. If they do, they could adversely impact 
energy prices, further aggravating economic growth prospects.
I believe that this is a major uncertainty with significant global 
economic impact. Unfortunately, my impression is that at best we have 
a 50% probability of maintaining the status quo, and consequently the 
same level of uncertainty. This leaves a 45% probability of worsening 
conditions and a risk factor that must be monitored closely. The 
probabilities of improvement in geopolitical risks in 2015, especially 
in the Middle East, I see as 5%, only because miracles sometime 
happen.
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European Recovery Stalls

 There is considerable risk that the European recovery will stall, 
weakening demand, lowering 
inflation further and raising the 
risk of a deflation. The IMF 
places a 30% probability of 
deflation in the Euro area by Q2 
2015 (Fig. 3.0).

The probabilities of the Euro 
Zone falling into depression are 
very high with deep consequences 
for global economies through 
contagion and spillover effects. 
The ECB meeting in January 
should provide additional 
information to adjust probable 
outcomes. If the ECB is able 
to institute a QE program to 
stimulate European economies 
over the objections of Germany, 
a big threat will be removed from 
the global markets. If Draghi 
disappoints once again, and I 
think there is a 50% probability 
that he will, this will be a shock 
to a weak economy and could 
well precipitate Europe into 
depression, reducing global 
growth by 1%.

Low Investments and Continued Financial Leverage

Low interest rates and increased risk appetite in financial markets 
increased optimism and produced higher equity prices, compressed 
spreads, and very low volatility in 2014; but this optimism has not 
translated into increased investments. Corporations have massive 
amounts of reserves, yet have opted to increase dividends, buy back 
stocks, or merge and acquire competitors, rather than invest in expanded 
capacity, efficiencies, or R&D. These actions usually are interpreted as 
negative for growth, especially when the opportunity cost of money for 
large public companies is basically zero. Some companies like Apple 
and IBM, preferred to borrow in order to buy back stock or increase 
dividend payouts. The result of this financial engineering has not 
benefitted these firms’ stock prices.

Banks are constrained from lending due to the low interest rates, low 

spreads, and regulations such as Dodd-Frank. Yet, while the purpose 
of the Dodd-Frank regulation was to end the systemic risk banks 
present to the economy through the impact of “too big to fail,” the 

major banks today are many times 
bigger today than they were in 
2009. Particularly concerning 
is the use of off balance sheet 
instruments and derivatives to 
achieve yields unavailable through 
normal operations. In 2009 a 
major systemic risk concern 
was the notional value of global 
derivatives, which amounted to 
$50 Trillion, 100% of global GDP. 
Today the notional value of global 
derivatives is up to $700 trillion 
with a global economy of $70 
trillion; proportionally 10 times 
bigger exposure than in 2009. 
What is the counter-party risk in 
all these transactions? Nobody 
really knows.

Alan Greenspan makes an 
interesting observation about the 
U.S. economy being a sum of 2 
economies, one representing 90-
92% of GDP and doing well; the 
other 8% being largely structures 
and long-lived assets. If you take 
50% out of the 8% of the economy, 

the fixed investments, you get an additional 4% unemployment, which 
happens to be essentially the level of excess unemployment in the 
economy (Fig. 4.0). Since 1968 investments in fixed assets in the U.S., 
as a percentage of GDP, has dropped 4% per annum, from a 6% 
level to 2%. Greenspan argues that if investment will only rise to its 
historical level of 8% of GDP, and stay there, unemployment would 
approximate the historical level of 4% - 5% and remove the slack 
from the U.S. economy. I am optimistic about the potential reversion 
of investment in fixed assets. Pinned-up demand and the financial 
recovery are stimulating investments, driven by a lack of properties 
to acquire, shifts in demographics, and functional obsolescence 
of existing facilities. While bank financing has been constrained, 
insurance companies, investors and the shadow banking systems are 
beginning to make development feasible.

In my opinion, part of the reluctance to invest in long-lived assets, 
particularly real estate, has been the Kindleberger effect, after 
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Charles Kindleberger who correctly identified regime uncertainty 
as the cause of the protracted nature of the Great Depression. The 
theory posits that even when markets have declined enough to attract 
investors they refrain from investing because activist public policy 
makes it impossible to calculate returns with any degree of certainty. 
Some of that activist public policy impacts are expected to decrease as 
Republicans take control of both legislative branches and President 
Obama’s term comes to a close.  I am optimistic about continued 
increased investments in development, particularly in commercial and 
industrial real estate which are showing signs of significant interest in 
expansion and new developments.

The increased leverage in financial markets is very concerning, 
particularly because of the spillover effect that any shock would 
have on interest rates, volatility, and cost of capital.  Risk mitigation 
strategies must consider the speed, scale, and scope of impact from any 
financial shock due to the extreme amount of leverage in off balance 
sheet transaction and derivatives.

Increase in U.S. Interest Rates

The economic consensus expects the FOMC to return to conventional 
monetary policy in 2015 and to begin raising interest rates in July. 
The impact of raising interest rates will depend on the reason for the 
increase; if the increase is the result of improved unemployment rate 
and increased inflation the spillover effect from tightening would be 
minimal. However, if tightening is triggered by an increase of the 
term premium in the U.S. Treasury Bond as a result of portfolio shifts 
or expectation of a rapid monetary tightening caused by downward 

reassessment of the amount of slack in the U.S. economy, then impact 
could be quite negative.

I believe what Janet Yellen has said about policy being data driven, 
and I do not think she wants to repeat the policy mistake of 1934 when 
the recovery from the Great Depression was overturned by raising 
interest rates prematurely. The Fed will prefer to err on the late side 
of tightening rather than on the early side.  I also do not believe that 
the U.S.  Economy or the global economy will be able to weather the 
impact of a Fed rate hike in 2015. For these reasons I assign only a 
probability of 35% that the Feds will increase interest rates at all in 
2015. The key issue to watch is how the Fed measures the slack in the 
economy, what language they use in their guidance, as well as what is 
the economic condition of Europe, and Japan.
The Feds will be battling major headwinds in 2015. While the U.S. 
Economy is expected to continue growing slowly at 2-3%, that could 
be challenged by any of the negative impacts probable in 2015. A deep 
recession or a depression in Europe would pressure the Feds against 
raising interest rates regardless of growth, employment or inflation 
pressures. Raising rates under such conditions would completely 
derail any U.S. economic advance and potentially push us into a 
recession. 

The U.S. equity markets were a source economic growth and wealth 
effect builder in 2014. However, the global economy is slowing its rate 
of growth. Throughout the last 2 years we have seen equities rise as 
a result of low interest rates and continued improvement in corporate 
earnings, though revenues failed to meet growth expectations. Forty 
five percent of the U.S. Fortune 500 earnings are derived from exports, 
this driver of earnings will be challenged in 2015 with lower growth 
and a higher value for the U.S. dollar, which will reduced demand for 
U.S. exports and make them more expensive.

The 40% drop in the price of oil in the latter part of 2014 is expected 
to continue for a while. The problem with these shocks is that most 
of the negative effects are felt immediately; rig counts have dropped 
significantly and are expected to drop by an additional 500 in Q1 2015. 
Capital expenditures in the oil E &P have screeched to a halt, layoffs 
in the oil patch have surged, and expectations for credit defaults from 
levered E & P companies have risen. Yet, the benefits from these 
shocks will lag the negative impacts by at least 6 months. The drop 
in oil prices is a significant impact on the Feds goal of creating 2% 
inflation. Who can imagine Janet Yellen announcing a rate hike with 
inflation dropping, growth stalling and Europe and Japan faltering 
economically?

Finally, if the economy improves fast enough, wages begin to rise and 
employment improves as some optimists expect, the same statistics 
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that provided political cover for fiscal and monetary policy will 
weight against them, because the underemployed and the long-term 
unemployed will begin looking for jobs consequently increasing the 
unemployment figures. I can’t imagine the Fed increasing rates with 
unemployment figures rising and the participation rate still high. 

What about Real Estate

REITs were on fire in 2014, with equity REITs on average yielding 
27.75% YTD as of November 28, 2014 (Fig 5.0), while year over 
year the DJIA returned only 9.92%, the S&P 500 returned 13.98%, 
NASDAQ Composite returned 14.73%, and the Russell 2000 retuned 
only 1.99%. What will 2015 bring?

The commercial real estate market in my opinion is reaching bubble 
prices in certain areas. Most private equity funds that had expected to 
be net buyers in 2014 ended up being net sellers, given the extreme 
high valuations with average in the 4.5% cap rates. Reportedly, in 
NYC a major property closed at a 2.5% cap rate. These high prices 
may be due to an extreme concentration of capital by the major funds 
which lack the ability or motivation to search for better values and 
continue to bid higher prices on properties coming to market. Real 
estate equity funds by firms like RBS reportedly raises $1 billion per 
month, which they must put to work buying properties in order to 
earn their fees. Many fund managers claim that their investors, mostly 
large pension funds, are content with a 5% yearly coupon return. The 
question I ask is, what is going to be their overall return when they 
exit their investment? I doubt that the cap rates will stay this low, 
much less drop from here. If interest rates rise, as the consensus 
expects the cap rates will rise and so will the cost of operations; will 
NOI increase from the high rental rates being collected to day? I don’t 
think so since most of these investments are not price inelastic and 
wage increases are slow to react to inflation pressures.

However, I have always equated real estate to Swiss cheese; if you 
land in the hole you have nothing but if you get a bite of cheese it 
is very tasty. I am bullish on commercial and industrial real estate 
development but not so much on the acquisition of existing properties 
due to their high valuations. Demand for multi-family rentals in major 
cities continues to rise driven by the continued drive by millennials 
towards the urban lifestyles, and the fact that job growth and quality 
have been growing in the urban areas. The challenge in this segment 
is building the right product, in the right place, for the right price. The 
problem I see in most places is that the cost of land and construction, 
which has risen significantly in 2014, is forcing developers to build 
only high priced properties. At this time the demand is high, and so 
is occupancy, because millennials are pooling resources and renting 

in common; their incomes are not sufficient to cover the high urban 
rents with a single income. I see two issues of concern, what happens 
if we have another recession and unemployment rises? And even if 
the economy continues to do well, since the beginning of the financial 
crisis we have had record low levels of household formation. If things 
continue to improve, certainly household formation should begin to 
rise. When this happens I would expect the need for better schools, more 
space and a dog in the backyard will start to shift demand by millennials 
to the suburbs, where they can purchase a home, accommodate their 
new family needs, and enjoy the tax benefits of homeownership. 

Developers need to consider and quantify carefully the long-run 
equilibrium and linkage between space and asset markets, and the 
impact these long-term potential shifts may have on models such as 
DePasquale and Wheaton’s. Our approach to this risk is to do a lot of 
research and find markets with sound economic fundamentals, good 
jobs prospects, competitive land prices, and/or differentiable qualities 
that make them more price inelastic or price competitive. There are 
many such opportunities, but not in the obvious locations.

One real estate segment that is poised for a massive surge is the industrial 
market. The U.S. industry has exploited all the efficiencies available in 
labor; the next stage is improvements in operations and logistics. Over 
that last three years you have seen the major distributors, Amazon, EBay, 
Walmart, etc., consolidate their distribution centers into modern mega-
facilities, with improved logistics to enjoy competitive advantages in 
transportation, delivery time, and customer satisfaction. At the same 
time, these facilities are integrating the latest in robotic technologies, 
resulting in facilities like Amazon’s 1 million sf facility in Spartanburg 
S.C., operated by less than 100 employees, must of them programming 
engineers managing their large robot fleet running the warehouse. This 
new approach to logistic advantages has made most existing warehouse 
facilities operationally obsolete as they need facilities with at least 36 
foot eave heights, as compared to the traditional 20 to 24 ft. eave height 
warehouse.

Global trade will continue to grow, even as global growth slows, in 
search of competitive advantages and efficiencies. The U.S. will move 
to allow more export energy, becoming a net exporter of natural gas 
by the end of 2015. Japan has become the world’s largest importer of 
liquefied natural gas since the disaster at Fukujima, and Europe faces 
supply uncertainties due to the tensions in Ukraine. Energy policies 
for coal and renewables will play a major role in shaping energy mix 
and the global trade in energy. U.S. ports have been preparing for 
the increased export of natural gas, refined oil products, and coal. At 
present, we are exporting large amounts refined oil products which are 
not impacted by the legal restrictions on energy exports, and the ports of 
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Houston, Alabama, Louisiana and Mississippi are expanding facilities 
frantically. Liquid natural gas export facilities are under construction 
in Maryland, Texas, and Louisiana.

In addition, the expected opening of the expanded Panama Canal in 
2015 is an added catalyst to import and export facilities and global 
trade prospects all along the Gulf and Eastern Coast of the U.S. 
Perhaps the most exciting long-term fundamental prospect for real 
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exploit these advantages, it is expected that the U.S. will benefit 
from expansion of existing firms in the U.S. as well as new 
entrants. The geography of energy intensive manufacturing and 
exports is changing to the benefit of the U.S., and the expected 
continued supply of inexpensive natural gas in the U.S. will 
promote the expansion of manufacturing and demand for 
industrial facilities in the country.

Summary

Expect a lot of volatility in 2015. Risk from geopolitical conflicts, 
global slowdown and potential deflation in Europe is significant, 
yet the low yield of fixed income demands continued investment 
in assets. The key investment decision is risk management. In 
other words, keep playing musical chairs, but hedge your risk so 
you are not left standing when the music stops.

Real estate offers some unique opportunities to outperform again 
in 2015. Multifamily residential and industrial properties offer 
the best fundamentals, but location, long-term local economic 
fundamentals and a price margin of safety during acquisition 
are going to be key for success. Developers will need to apply 
more financial engineering to their projects and institutionalize 
dynamic risk mitigation strategies to mitigate their risks to short-
term shocks and extended cycles using hedging strategies and 
derivatives. Good developers will profit from the results of their 
sound development decisions and limit their risk from financial 
shocks. The days of the high tide raising all ships and developers 
succeeding from just being in the market and riding the wave of 
financial stimulus may be over.
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estate development is the resurgence of manufacturing in the U.S., 
particularly in the energy intensive manufacturing sectors, which 
have been increasing in exports since the oil shale boom started in 
2002. A study by Rabah Arezki of the IMF shows the global trade 
implications of international differences in natural gas prices, using 
the U.S. shale gas boom as a natural experiment. According to 
Arezki, the current gap between U.S. prices and those in the rest of 
the world has led to a 6% increase, on average, in U.S. manufactured 
product exports since the start of the shale boom. Though energy 
prices represent a small share of the final product input cost, it had 
a noticeable effect on energy intensive manufacturing exports (Fig. 
6.0). Further analysis, using vector auto regressive models, (VAR) 
shows that the more energy intensive a product is, the more likely it 
is to be more profitable if exported from the U.S. As more countries 
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