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Trading Provincial Emissions

What today brings in billions of dollars in oil and gas
royalties may tomorrow cost billions in greenhouse gas
(GHG) emission credits. The regional concentration of
Canadas hydrocarbon resources is mirrored by a parallel
concentration of GHG emissions. Already accounting
for 43% of the recent growth in national emissions, the
hydrocarbon-intensive Alberta economy promises to bear
a disproportionately large burden of any future measures
to price carbon emissions.

Perhaps surprisingly, its neighbour, Saskatchewan, could
bear an even bigger one, at least relative to the size of
its economy. Emissions from the labyrinth of pipelines
that crisscross the province as well as from its coal- red
power plants make the seemingly green prairie province
the most carbon-intensive in the country. Together,
Saskatchewan and Alberta account for 60% of national
emissions growth while representing less than 15% of
the country s population.

As skewed as the regional distribution of emissions are,
they are likely to become even more so in the future.
A doubling to tripling in Albertas emission-intensive oil
sands production over the next decade could account
for as much as half of the entire emission growth in
the country. At the same time, an increasingly carbon-
conscious economy has already spurred plans for
massive emission-free hydroelectric power expansions
in Manitoba and Qu@bec and probably Newfoundland
& Labrador as well, while suddenly rejuvenating nuclear
options in Ontario and New Brunswick (see pages 4-7).
Looming regional disparities in emissions growth suggest
that there could be some pretty hefty interprovincial

ows of emissions credits under any future cap and trade
system along the lines currently being implemented by a
growing number of US states.

Depending on what they cost, the trade in emissions
credits may become a signi cant transfer payment. At
$30 a ton, widely seen as a minimum price needed to
stabilize emission growth, those interprovincial emission
credit ows could add up to some relatively serious
bucks. Canadas roughly 750 megatonnes of annual
CO,-equivalent emissions in 2004 would cost a cool
$22.5 billion. Of course not every GHG emission in the
economy, like those coming from privately owned motor
vehicles or those coming from atulent cows, could be
captured in a cap and trade system. But even the 55%
that comes directly from identi able industrial and
commercial sources would have a market value of over
$12 billion.

How much of that $12 billion in emissions credits would
be traded across provincial borders would depend on the
systems design. For example, would utility permits be
based on megawatt capacity (including the capacity of
emission-free hydro and nuclear sites) or would credits be
granted solely on the basis of historical GHG emissions?
The former approach would favour new carbon-free
hydro capacity in Qudbec and Manitoba, and potentially
new nuclear capacity in Ontario while making coal- red
capacity in Alberta, Saskatchewan and Nova Scotia all
the more costly.

There is more than enough at stake from carbon

emissions to get all the premiers’ attention. The carbon
wars promise to be anything but regionally neutral.
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MARKET CALL

Labour markets remain too tight on both sides of the border to make a case for an ease in North American
monetary policy. Markets brie y tilted towards a different path to rate cuts an equity market sell-off that
brings the Fed in to calm markets but that has since faded as the recent selling proved no worse than a
minor correction in a bull market. Instead, second-half rate cuts will come through the more conventional
route, as a response to disappointing rst-half growth and a threat of a housing-induced recession in the US.

Currency markets are sensing the dollar s vulnerability, particularly after a quick punishment to those playing
the short-yen carry trade. As in the equity market, the volatility seems to have died down, but the ability of
the yen to gap stronger is a hint of what might come when US monetary policy turns dovish. The Canadian
dollar risks being pushed stronger in the ight against the US$, but not if, as we expect, the Bank of Canada
matches the Fed s easing stance.

The bond market remains decidedly range-bound, with anchored in ation expectations providing support.
But the yield curve is too at to sustain a rally until short term rates begin to fall, and promote hopes (not
necessarily realistic) of an even longer run of rate cuts.

INTEREST & FOREIGN EXCHANGE RATES

2007 2008

END OF PERIOD: 12-Mar June Sep. Dec. June Dec.
CDA Call loan (mid-point of range) 4.25 4.25 3.75 3.50 3.50 3.75
98-Day Treasury Bills 4.18 3.95 3.50 3.35 3.35 3.70
Chartered Bank Prime 6.00 6.00 5.50 5.25 5.25 5.50
2-Year Gov't Bond (4.25% 12/08) 3.97 3.80 3.50 3.30 3.40 3.70
10-Year Gov't Bond (4% 06/16) 4.02 3.95 3.65 3.45 3.70 3.95
30-Year Gov't Bond (5.75% 06/33) 4.09 4.05 3.75 3.50 3.75 4.00

U.S. Federal Funds Target 5.25 5.25 4.75 4.50 4.50 4.75
91-Day Treasury Bills 4.96 4.90 4.40 4.20 4.25 4.55
2-Year Gov't Note (4.75% 02/09) 4.63 4.60 4.25 4.20 4.40 4.70
10-Year Gov't Note (4.625% 02/17) 4.55 4.60 4.50 4.25 4.55 4.85
30-Year Gov't Bond (4.75% 02/37) 4.69 4.70 4.65 4.50 4.75 4.95
Canada - US T-Bill Spread -0.77 -0.95 -0.90 -0.85 -0.90 -0.85
Canada - US 10-Year Bond Spread -0.53 -0.65 -0.85 -0.80 -0.85 -0.90
Canada Yield Curve (30-Year — 2-Year) 0.12 0.25 0.25 0.20 0.35 0.30
US Yield Curve (30-Year — 2-Year) 0.06 0.10 0.40 0.30 0.35 0.25
EXCHANGE RATES — (US¢/C9) 85.5 85.8 86.2 87.0 87.7 87.7
— (C$/US$) 1.170 1.165 1.160 1.150 1.14 1.14

— (Yen/US$) 118 118 112 110 106 105

— (US$/euro) 1.32 1.34 1.36 1.33 1.33 1.33

— (US$/pound) 1.93 1.98 1.99 1.93 1.92 1.92

— (US¢/AS) 78.6 78.5 76.0 75.0 77.0 76.5
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STRATEGY AND EARNINGS OUTLOOK

Equity markets around the world appear to have put early Marchs China-inspired volatility behind them.
While there are concerns about the US housing market and economy, there is far less to worry about in
the global economy, a noteworthy plus for a resource-weighted Canadian equity market. Consequently we
remain 10%-pts overweight stocks at the expense of both bonds and cash.

On the equity side, our portfolio remains tilted towards the cyclicals, with above-benchmark exposure to
both materials and energy. Oil prices have climbed back to roughly US$60 per barrel, and we see further
gains ahead, given faster-than-expected depletion in giant elds like Mexico s Cantarell and still-robust
demand growth outside the OECD. Within materials, we are retaining our year-end gold target of US$700
per ounce. US plans to dramatically boost corn-based ethanol production also make fertilizer stocks a prime
candidate for capital appreciation.

Tighter lending standards tied to the ongoing housing collapse should ultimately subdue the consumer,
prompting the Fed to ease policy beyond mid-year, with the Bank of Canada forced to follow suit by the
risk of unwelcome strength in the C$ accentuated by rebounding energy prices. Falling interest rates favour
nancial stocks like the banks and also the REIT sector, to which we ve added weight this month. Beyond a
potential lift from lower bond yields, REITs should also bene t from declining of ce vacancy rates.

Strategy Rec- .

ASSET MIX (%) Benchmark | . tion TSX - Earnings Outlook & Forward PE
Stocks 56 66
Bonds 38 34 Operating Earnings 4-gtr Fwd
Cash 6 0 (% chg) PE
GICS SECTOR EQUITIES (%) Last 10
Consumer Discretionary 5.3 2.3 2005 | 2006 | 2007 | Latest yrs.
Consumer Staples 2.6 0.6 Energy 62.0 7.5 24.2 131 13.0
Energy 26.7 29.7 Materials 19.0 | 1028 | 134 | 156 27.5
Financials 323 36.3 Industrials 193 | 128 [ 9.8 | 153 15.6
-Banks 18.0 21.0 Consumer Discretionary | 7.2 | 11.8 | -80 | 21.1 18.6
-Insurance, REITs, oth. 143 153 Consumer Staples 0.5 0.5 -4.9 17.0 17.0
Healthcare 0.8 0.8 Health Care 58 | 44 | -64 | 180 | 497
:”?“i"'ar']s 2'2 i'g Financials 152 | 173 | 129 | 129 | 109
nfo Tec . )

Info Tech 66.8 | -28.6 25.2 38.3 32.3
Materials 166 186 Tel S 16 | 379 | 9.2 15.6 27.5
-Gold 6.4 7.4 elecom Sves ' ' ' ' '
-Other Metals 5.5 6.5 Utilities 10.4 20.1 8.1 16.2 34.7
Utilities 1.3 1.3
Note: Bold indicates recommended overweight.

TSX Composite Index (close) » Projected| | TSX Index-Adj. Oper. Earnings CIBCWM Fcst
16,000 - 14,250 —_—>
12,908 1000 - 875
768
12,000 A 800 - 643
| 20%
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Canada’s Uneven Carbon Landscape
Jeff Rubin and Warren Lovely

Canada is not only falling embarrassingly behind its
Kyoto commitments, but any homegrown plan to
reduce runaway growth in greenhouse gas (GHG)
emissions is going to generate signi cant regional issues.
The distribution of national emissions is already highly
skewed to certain provinces and will become increasingly
more so in the future. Emissions are disproportionately
concentrated in provinces that rely heavily on coal- red
electricity generation and in those housing most of the
countrys energy industry, particularly the emissions-
intensive oil sands development. Whatever Ottawa
eventually puts in place to reverse runaway emission
growth, associated adjustment costs will be borne
unevenly across the provincial landscape.

Intensity Improvements Haven’'t Reined in Emissions

To date, Ottawa has emphasized reductions in emission
intensity as the focus of its global warming ght, with
intensity simply a measure of greenhouse gas emissions
per unit of real GDP. Unfortunately, in an expanding
economy, intensity targets are an effectively meaningless
tool for stabilizing, let alone reducing, the absolute level
of greenhouse gas emissions.

The countrys GHG emissions intensity was successfully
cut 14% from 1990 to 2004, an average reduction of
more than 1% per year. However, improvements in
emissions per unit of GDP have been overwhelmed by
the growth of GDP itself, leaving total GHG emissions in

2004 standing 27% above 1990 levels. Canada may be
spewing forth fewer emissions per unit of output, but
that hasn t prevented the country from posting one of
the fastest rates of emissions growth in the OECD.

Based on current trends in intensity, the ongoing growth
of the Canadian economy risks pushing GHG emissions
some 45% above the country s 2012 Kyoto commitment
(Chart 1). At current rates of economic growth,
achieving the Kyoto emissions target would then require
a quantum leap in energy ef ciency: annual reductions
in intensity that are roughly four times the current trend.
Alternatively, at current rates of improvement in emission
intensity, Canada would require a GDP cut of as much as
30% by 2012 in order to wrestle GHG emissions down
to their required level.

Emissions Skewed to West

While Kyoto targets are unachievable, political pressure
is growing for a made in Canada plan to at least stabilize
the country s emissions in the near future. But even doing
that would amount to a stiff challenge for some regions,
given notable disparities in emissions levels, growth and
intensity.

One can view the Saskatchewan-Manitoba border as a
dividing line of sorts, on either side of which youll nd
50% of the nations GHG emissions (Chart 2). The three
provinces to the west may be home to little more than

Chart 1
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Chart 3
Emissions Growth Highly Concentrated
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one quarter of the country s population and real GDP, but
together they account for half the countrys emissions,
and more signi cantly, have contributed 70% to the
growth in emissions since 1990 (Chart 3).

Despite a real GDP share that is little more than 10%o,
Alberta alone accounted for 43% of the growth
in Canadas GHG emissions from 1990 to 2004.
Saskatchewan, too, made a disproportionate contribution
to emissions growth at 17% more than ve times its
economic weight. Saskatchewan produces more GHG
emissions per unit of GDP than any other province,
with an emissions intensity (in 2004) more than three
times the national average (Chart 4). Along with New
Brunswick, Saskatchewan was the only other province
that has failed to record a decline in emissions intensity
relative to 1990 levels. And due to a declining population
since 1990, Saskatchewan s emissions per capita are now
almost on par with Albertas.

Huge differences in emission intensities magnify the
difference in potential adjustment costs that individual
provinces would face in meeting carbon emission targets
at the national level. For example, if all the results were
simply achieved by reducing economic activity, the
required GDP cuts for a hypothetical achievement of
the Kyoto national targets would be as high as 45% in
emission-intensive Saskatchewan. The hypothetical cut to
New Brunswick and Alberta GDP is in the neighbourhood
of 40%. Where emissions growth has been slowest (i.e.,
in Newfoundland & Labrador and Qu@bec) the required
cut to GDP would consequently be much smaller, in fact,
only half the national average (Table 1).

While neither the federal government nor any of its
provincial counterparts are about to make those kind
of economic sacri ces to meet the countrys Kyoto
requirement, the relative scale of the adjustment is
illustrative of the ease or dif cultly that various provinces
could face in meeting future national requirements
for either reduced or even stabilized GHG emissions.
Moreover, along with relative intensities, this example
provides a glimpse into the potential ow of permits
under a prospective national cap and trade system for
carbon emissions, along the lines currently being set up
by a growing number of US states.

Utilities: Power Source Matters Greatly

How a province generates its electricity is often the single
most important determinant of its potential exposure to
carbon pricing. Electricity and heat generation is directly
responsible for 17% of national GHG emissions, and
eight of Canadas top ten facilities for GHG emissions
are generating stations.

From a carbon perspective, coal- red generation is the
chief offender, emitting roughly twice as much GHG
emissions per kilowatt of power (on average) than gas-

red plants. Even gas- red plants are relatively heavy
emitters compared to effectively emission-free sources
of power like hydro and nuclear.

When it comes to electricity generation, the least
exposed provinces to carbon pricing are Qu@bec,
Manitoba, Newfoundland & Labrador and British
Columbia, all of which rely heavily on emission-free
hydroelectric power accounting for 88% to 98% of
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Table 1
Carbon Vulnerability Varies Widely: Greatest in Saskatchewan, Alberta, New Brunswick
GHG Emissions GHG Intensity Kyoto Impact
Ranked by Emissions Intensity: 1990 2004 Change 2004 Chg vs '90 GDP? Per Capitab
Highest to Lowest Mt Mt % Mt/$B GDP % % Chg vs '06 tonnes
Saskatchewan 43 69 62 2.09 22 -45 -29
Alberta 168 235 40 1.72 -16 -40 -23
New Brunswick 16 24 a7 1.14 4 -38 -12
Nova Scotia 20 23 17 0.92 -13 -22 -5
Newfoundland & Labrador 10 11 4 0.69 -30 -13 -2
Prince Edward Island 2 2 10 0.69 -24 -18 -2
Manitoba 18 20 11 0.57 -13 -20 -3
British Columbia 52 67 30 0.48 -11 -33 -4
Ontario 177 203 15 0.43 -23 -21 -3
Québec 87 92 6 0.39 -22 -15 -1
Canada 599 758 27 0.67 -14 -30 -6

2 Hypothetical cut in real GDP needed to lower GHG emissions 6% below 1990 levels; based on '04 emissions/intensities & relative to estimated '06 GDP
® per capita reduction needed to lower GHG emissions 6% below 1990 levels; based on '04 emissions & '06 population data

provincial electricity generation (Table 2). The addition of
hydro generation capacity will only augment the already-
favourable emissions standing of some provinces. In
Manitoba, for example, construction of the Wuskwatim
generating station (200 megawatts) is underway, with
the province also moving forward on the much larger
Conawapa station (1,250 megawatts). Qu@dbec is
accelerating development of its hydro capacity, including
work on the 850+ megawatt Eastmain/Sarcelle project,
alongside investments in emission-friendly wind power
generation. And Newfoundland & Labrador is embarking
on the hydroelectric development of the lower Churchill
River, currently pegged at 2,800 megawatts.

At the other end of the spectrum, provinces with a heavy
reliance on coal- red power face much greater aggregate
carbon vulnerability. Nationally, 17% of Canadas
electricity is generated from coal- red stations, but in
Alberta that share approaches 75%. So despite being
a leader in wind power, Albertas electricity generation
pro leis one of the most carbon-intensive in the country.
Coal- red utilities are also the predominant source of
power in Saskatchewan and Nova Scotia, accounting for
at least 60% of provincial electricity generation.

While Ontario relies on coal- red utilities to provide
18% of its power including the largest coal- red
plant (and single biggest emitter) in the country in
Nanticoke an even greater reliance on nuclear and
hydro helps limit electricity-related emissions. Like hydro,
nuclear is essentially a carbon-free source of power.
While no new facilities have yet been approved, Ontario
is exploring enhanced nuclear capacity over the next

decade. Expanding transmission linkages, meanwhile,
will facilitate the import of power from neighbouring
provinces. That is seen as a potential avenue for lessening
Ontarios reliance on coal- red plants, which currently
belch some 30 Mt of GHG emissions into the air about
15% of total provincial emissions. At the same time,
over 30% of the provinces emissions come from the
transportation sector, compared to little more than 20%
for the rest of the country. The substitution of mass transit
for private vehicle transportation would have a greater
impact here than in any other province. Transportation
also contributes to an above-average share of provincial
emissions in British Columbia and Qu@bec, both with
large urban centres.

New Brunswick also relies on nuclear power to offset the
heavy carbon pro le of its coal- and petroleum-fueled
power operations. The province is currently refurbishing
the Point Lepreau nuclear generating station, which will
extend the operational life of the station by a quarter
century or more.

Oil & Gas: Heavy Concentration of Emissions

Along with utilities, the presence of an oil and gas industry
is a critical factor shaping a province s carbon vulnerability.
Nationally, the oil and gas sector accounts for roughly
20% of total emissions, but in a given province can
generate a third or more of total GHG emissions. Since
1990, the growth in oil and gas emissions has exceeded
50%, easily twice as brisk as growth from remaining
GHG sources combined. And the oil and gas industry s
share of emissions will only grow over time.
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Table 2

Reliance on Coal-Fired Power Increases Vulnerability

Electricity Generation By Source, 2004 (26) Average
National GHG Intensity: Coal Petrol. Nat. Gas Nuclear Hydro Other® Intensitvb
g CO, eq/kWh >> 1,010 640 523 - NA Cda=100
Prince Edward Island 0 100 0 0 0 0 453
Saskatchewan 63 0 21 0 15 1 393
Alberta 74 2 15 0 4 5 386
Nova Scotia 60 30 1 0 8 1 340
New Brunswick 14 40 5 21 15 5 173
Ontario 18 1 7 49 25 1 99
Newfoundland & Labrador 0 4 1 0 95 0 14
British Columbia 0 0 7 0 88 5 11
Manitoba 1 0 0 0 98 0 6
Québec 0 1 0 3 95 0 3
Canada 17 3 5 15 59 2 100

Note: For each category of electricity generation, the three provinces deriving the greatest share of their power from that source are highlighted
2 Includes biomass, wind, tidal and other refined petroleum product fuels, for which GHG intensity varies
® Based on weighted average of emissions intensities for all generating sources, based on reported/estimated results for 2004, indexed to Canada=100

Not only is the output from the oil and gas sector expected
to outpace the economy as awhole, but the carbon pro le
of Canada s oil industry will worsen materially as oil sands
production rapidly eclipses conventional oil production.
Due mainly to heating requirements, producing a barrel
of synthetic oil from the oil sands generates three times
as much GHG emissions as an equivalent amount of
conventional crude.

Alberta already accounts for roughly two-thirds of direct
emissions from fossil fuel industries, and that gure will
rise meaningfully given the planned doubling or even
tripling in oil sands production over the next decade.
Even with ongoing improvements in emission intensity,
the scale of production increases could see oil sands
emissions rise from roughly 30 Mt today to over 100 Mt
over the next decade (Chart 5).

Chart 5
Oil Sands Emissions Set to Soar
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The oil and gas industry has likewise played a leading role
in Saskatchewan, where total GHG emissions growth
since 1990 has outpaced all other provinces. In contrast
to Alberta, however, the majority of the sector s emissions
are from fugitive sources  tied to the exploration, production,
processing and transmission of oil and gas. Indeed, fugitive
sources account for nearly one-quarter of total provincial
GHG emissions in Saskatchewan, the highest proportion
anywhere in the country, re ecting in part the vast network
of natural gas pipelines running through the province.

New Brunswick, home to Canadas largest oil re nery,
has seen emissions from fossil fuel industries more than
double since 1990. Planned increases in re nery capacity
would impact the province s emissions pro le materially.

Who s Buying, Who s Selling

Having much heavier GHG emissions intensities,
Saskatchewan, Alberta and New Brunswick could be the
biggest buyers of emissions credits, with the Manitoba
and Qu@bec economies the most obvious sellers, given
their already low emissions intensity and planned
expansion of emission-free electricity generation.

It remains to be seen how a cap and trade system for
carbon would be implemented in Canada, with the
speci cations of the system including critically, the
initial allocation of credits and the resulting price of
carbon emissions determining the scope of regional
impacts. But with an already-skewed distribution of GHG
emissions looking to become even more unbalanced
in coming years, its easy to envision a healthy inter-
provincial trade in carbon permits.
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US Housing Sickness: How Virulent, How Contagious?
Avery Shenfeld

The FOMC used the term leveling to give a hopeful
spin to recent developments in the housing sector. But
when judged by the best metrics, US housing prices,
construction and mortgage markets are still weakening,
and pose downside economic risks.

Building permits and starts are already off some 30%
from their peak (Chart 1), but past cyclical crunches for
housing have seen on the order of a 50% plunge. While
thats not our call, such an outcome might be in play if
the Fed failed to provide any interest rate relief. Moreover,
much of the hit to economic activity lies ahead. The
number of houses under construction, down only 15%
so far, lags behind changes in starts by several months,
given the typical building timetable. Also still to come
are the full lagged impacts on sectors like furniture and
appliances.

Sales dont provide much encouragement yet for a
bottoming (Chart 2). Pending existing home sales
(measured when the deal is signed) renewed their
decline in January. That points to a drop in the more
widely watched existing home sales gures (reported
on closing) for February. New home sales reports have
also weakened sharply, and the truth is even worse, as
the increasing number of cancelled purchases (due to
nancing troubles) are never erased from the data.

Those looking for a leveling note that January pending
sales weren t weaker than last October. But given the
overhang of unsold listings, and a 35% jump in the

Chart 2
Home Sales (L), Supply Overhang (R)
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number of vacant houses in the past year, the lack of
a further drop in sales volumes likely captures vendors
capitulation on prices, not improving demand.

We ve Only Just Begun

The price data included in the new and existing home
sales releases can be heavily tilted by changes in the mix of
houses. Instead, keep an eye on the newest measure, the
S&P Case-Shiller index. It controls for the mix of houses,
and includes the full range of house prices. Unlike the
earlier descent in the median house price series, the C-S
data show that the slide has only just begun (Chart 3).
Little wonder, then, that the macro consequences of
house price declines are not yet observable.

Chart 1
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Chart 4
60-Day Arrears (L), Price of Index of BBB-
Subprime Mortgage Tranches (R)

Chart 5
Banks Tightening Mortgage Lending Standards
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But theres more price damage to come, largely as
a result of whats happening in mortgage markets.
Subprime mortgages, which grew to nearly a quarter of
new originations in the past two years, are now seeing
soaring delinquencies, particularly on loans originated
in 2005-06, which had a preponderance of offerings
with initially low teaser rates that are now expiring. The
problem is most visible in the MBS market, where 60-day
delinquencies have ballooned (Chart 4) and investors
in BBB- tranches have lost more than a quarter of their
money in less than two months.

As aresult, the money tap to households and homebuyers
is no longer going to ow as easily. Banks are increasingly
tightening credit standards for households (Chart 5).
Other, more specialized subprime mortgage lenders,
have shut their doors. And Freddie Mac will no longer
buy some types of subprime mortgages.

Few Americans will actually see their houses foreclosed,
and the total rise in mortgage payments due to resetting
adjustable rates is trivial as a share of household income.
But tightened lending standards will see Americans
qualify for smaller mortgages, forcing house prices
down to match the weakened buying power. Falling
housing wealth in turn spells a further drying up of
household borrowing against home equity a vehicle
that at one point was responsible for half the growth in
consumption.

All that said, we re still waiting, and waiting, for these
transmission sources weaker household credit supply,

the loss of construction jobs to hit the economy where
it hurts, in the consumer sector. That needs to show up in
two dimensions, a rise in the savings rate (as households
are less able to borrow) and a slowdown in personal
income growth (as the initial job market impacts are felt).
Thus far, there s nothing on the charts the savings rate
remains stable (and negative), and job and wage growth
have funded decent gains in disposable income, including
a sharp 1%o rise in January alone (Chart 6).

We Il be eyeing job and income reports for signs that the
economy has caught the housing and mortgage markets
disease in the months ahead. When they show up, look
for the Fed to drop its optimistic take, and provide some
much needed interest rate relief.

Chart 6
US Personal Income and Savings Rate
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Infrastructure: The New Frontier
Benjamin Tal

Randomly choose almost any point in time during the
past ve years and you will nd that investment in global
infrastructure portfolios outperformed investment in
global equities, while still paying more in dividends and
experiencing lower volatility. And that s just the beginning.
What we are witnessing here is the rise of infrastructure
as an attractive asset class that bene ts from a growing
supply/demand mismatch. As governments become
unwilling and unable to fund the nearly one-trillion-
dollar annual increase in global demand for infrastructure
investment, the private sector is stepping in to |l the

gap.
The Infrastructure De cit

Decades of underinvestment have resulted in crumbling
infrastructure systems in North America. In a recent
assessment, the American Society of Civil Engineers
assigned an average grade of D to Americas
infrastructure facilities. At just under a 90% utilization
rate, many American ports already struggle to cope with
freight demand that is rising at a rate equivalent to one
port of Vancouver per year. And booming world trade
means that by 2020, every major US container port is
projected to at least double the volume of cargo it handles.
Furthermore, over the past 20 years, US highways have
experienced nearly a doubling of vehicle miles travelled,
but the total highway mileage has increased by only
1%. And it will take roughly $180 billion a year just to
maintain the nations 50-year-old highway system. Ditto

Chart 1
The Rise of the Infrastructure De citin Canada
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the rail network system that today carries 40% more
than the volume it did in 1980, despite a 35% reduction
in available track mileage. No less than $1.6 trillion is
needed over the next ve years to restore conditions
of the countrys infrastructure system as a whole to
acceptable levels.

In Canada, the situation is not much different. Nearly
60% of Canadas infrastructure is between 50 and
150 years old, and more than half of the systems have
reached 80% of their service life. Government spending
on infrastructure as a share of total spending has declined
dramatically over the past three decades, while the
share of public infrastructure capital relative to overall
capital stock slipped by more than a third. The result: a
ballooning infrastructure de cit, which is now rising at
a rate of two billion dollars a year to reach an estimated
size of more than $60 billion (Chart 1).

The situation in the developing world is even more
challenging. China, already home to nine of the worlds
top 50 ports, will invest some $50 billion in additional
port infrastructure in the next ve years, while no less
than 22 new intermodal terminals are now being built
around the country (Chart 2). In India, highways move
about 70% of goods transported, but still account for
only 2% of the country s entire road system. And no less
than one-third of the length of those highways is a single
lane. Indian ports have a vessel turnaround time of 3-
5 days, compared with only 4-6 hours in Singapore or

Chart 2
22 New Intermodal Terminals in China
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Hong Kong. Increasingly, in both countries, governments
appear to be more committed than ever in removing the
red tape involved with infrastructure investment, and in
paving the way for effective public-private partnerships
(P3).

Closing The Infrastructure Gap

And thats precisely where the opportunities lie. As
governments grow increasingly weary of playing catch-
up with years of underspending, and become increasingly
unwilling and unable to fund demand in infrastructure
investment, private sector project nancing is stepping
into Il the gap attracting investors interest at record
levels into this emerging asset class, once considered the
domain of municipal governments.

Inthe eurozone, the volume of private sector infrastructure
investment (including P3s) has more than tripled over the
past ve years and is likely to rise even faster in the next
ve years led by Germany and to a lesser extent France.
Even the US, which traditionally has steered clear of
private sector involvement in infrastructure investment, is
slowly changing its colour, with states like California and
Texas recently passing legislation allowing or encouraging
P3s. Whats more, mergers and acquisition activity in the
global infrastructure market is already at a record high,
with sub-sectors such as toll roads, gas & electricity, and
transmissions & distribution leading the way (Chart 3).

Chart 3
Distribution of Major Mergers & Acquisition
Activity in Global Infrastructure (2004-2006)

What makes investment in infrastructure particularly
attractive at this time is that the rising supply of
infrastructure projects coincides with a rapidly growing
demand for that kind of investment. Low interest rates,
an aging population looking for defensive, high-yielding
investments, and the growing need among pension funds
to match long-term liabilities with stable long-term cash

ow, all combine to boost valuations of infrastructure
stocks both in North America and globally. Stability and
predictability of returns are the key words here. The logic
is that London Bridge may fall down, but only long after
the next stock market crash.

And the numbers speak for themselves: since the
beginning of the decade, global infrastructure portfolios
consistently outpaced global equities indexes?. In the past
two years alone, listed global infrastructure stocks led
by toll roads, water, ports and communications have
delivered a dazzling 60% return, roughly 20 percentage
points better than the return on the MSCIWorld Index. And
all this was achieved despite a monthly standard deviation
10% lower than that of the global equity benchmark
(Chart 4). Not surprisingly, the market capitalization of
the global infrastructure sector has recently surpassed
the $1.6 trillion mark double the levels seen early in
the decade. Yet, only 15% of infrastructure companies
worldwide are listed half the share seen in asset classes
such as real estate. Look for this number to rise sharply
in the coming years.

1 We used the average of 3 global infrastructure indices: Lazard, UBS
and Macquarie.
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ECONOMIC UPDATE

CANADA 06Q4A O0O7Q1lF O0O7Q2F O0O7Q3F O07Q4F 2006A 2007F 2008F
Real GDP Growth (AR) 1.4 2.8 2.0 2.2 25 2.7 2.1 2.7
Real Final Domestic Demand (AR) 3.0 2.8 2.7 2.9 3.0 4.5 3.0 3.0
All Items CPI Inflation (Y/Y) 1.3 1.6 1.5 2.0 2.6 2.0 1.9 2.2
Core CPI Ex Indirect Taxes (Y/Y) 2.2 2.1 2.0 1.9 1.8 1.9 1.9 1.9
Unemployment Rate (%) 6.2 6.1 6.2 6.3 6.3 6.3 6.2 6.3
Merchandise Trade Balance (C$ Bn) 52.1 61.4 59.0 61.9 63.2 53.6 61.4 62.0
U.S.

Real GDP Growth (AR) 2.2 2.7 1.7 1.8 2.4 3.3 2.2 3.0
Real Final Sales (AR) 3.6 2.3 1.7 2.4 2.4 3.1 2.4 2.9
All Items CPI Inflation (Y/Y) 1.9 2.2 1.5 1.7 3.2 3.2 2.1 2.7
Core CPI Inflation (Y/Y) 2.6 25 2.1 1.9 1.7 25 2.1 2.0
Unemployment Rate (%) 4.5 4.6 4.6 5.0 5.1 4.6 4.8 4.9

CANADA

If Q4 was the low point for economic growth, the question now is how much stronger will growth become,
and for how long? Recent data point to solid rst-quarter growth, where a near-3% gain will be aided by a
sturdy year-end handoff, robust hiring and evidence of improved net trade. Beyond a Q1 bounce, however,
modest growth is likely to return. Demand from the US is seen slowing, while heretofore-solid consumer
spending risks moderating if, as we expect, long-overdue weakness in the labour market takes hold.

UNITED STATES

We cut our US Q1 real GDP forecast by more than half a point, to 2.7%o, in the wake of weakness in hours
worked in the February payrolls data. Consumer spending, while slower than Q4, is holding up reasonably
well, but will be threatened down the road as lending standards tighten (see pages 8-9). Weakness in both
capital spending and housing construction will dampen the Q1 tally. We also expect a more gradual turn to
inventory rebuilding.
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