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EXeCUTIVe SUMMARY

Strategy�s Recommended Asset Mix 
& TSX GICS Sector Weights vs. Current Benchmark 

Jeff Rubin�Chief Strategist

ASSET MIX (%)
Bench-
mark

Strategy
Recom-

mendation

versus
Bench-
mark

chg vs 
mon. ago*

Stocks 56 66 +10.0  0.0
Bonds 38 34 -4.0  0.0
Cash 6 0 -6.0  0.0
GICS SECTORS  (%)**

Consumer Discretionary 5.5 2.5 -3.0  0.0
Consumer Staples 2.6 0.6 -2.0  0.0
Energy 27.0 30.5 +3.5 +0.5
Financials 32.5 36.5 +4.0  0.0
 -Banks 18.2 21.2 +3.0  0.0
 -Insurance, REITs, oth. 14.3 15.3 +1.0  0.0
Health Care 0.8 0.8  0.0  0.0
Industrials 5.3 3.3 -2.0  0.0
Info Tech 3.5 1.5 -2.0  0.0
Materials 16.4 18.4 +2.0  0.0
 -Gold 6.0 7.0 +1.0  0.0
 -Other Metals 7.5 8.5 +1.0  0.0
Telecom 5.2 5.2 0.0  0.0
Utilities 1.3 0.8 -0.5 -0.5
Note: Shading indicates recommended overweight.
*change in %-pt underweight/overweight from last month
** Benchmark weights are for TSX Composite

The TSX shrugged off growing concerns about the US 
subprime mortgage market to regain almost two-thirds 
of the ground ceded in the late February sell-off. While 
we expect to see further distress in both the US housing 
market and subprime mortgage market, there is little 
if any evidence of broad contagion effects in �nancial 
markets. Corporate spreads remain tight by any historic 
benchmark while option volatility on the S&P 500 is only a 
fraction of that seen during last year�s panic attack over Fed 
tightening. We remain 10 percentage-points overweight 
equities in anticipation of a year-end level of 14,250 for 
the TSX Composite. Buoyed by its reliance on global resources, 
and  with less exposure to the subprime mortgage market, we 
expect the TSX to outperform the S&P 500 this year.

The outlook for TSX stocks has brightened with 
both energy and base metal prices heating up again. 
Between rising tensions with Iran, the upcoming 
Nigerian elections, and early weather warnings of a 
more active hurricane season in the Gulf of Mexico this 
year, crude prices should rise steadily to an average of 
US$75 per barrel by the fourth quarter of this year, with 
the potential for much sharper price spikes depending 
upon the severity of supply disruptions. Together with 
soaring uranium prices, rising natural gas and oil prices 
will catapult the TSX energy sector to new highs this 
year. Base metal stocks are likely to do the same on 
the back of strengthening copper and nickel prices 
while gold shares look undervalued relative to bullish 
prospects for bullion. Aside from energy and base 
metals we remain overweight financial institutions 
and particularly banks. Canadian banks continued to 
outpace their US counterparts and are well positioned 
to bene�t from any second-half cuts in North American 
interest rates.

If there is a risk in the outlook it rests with the North 
American consumer, and the potential spillover effects 
from further deterioration in American real estate 
values. We remain underweight consumer staples and 
discretionaries as well as the info tech sector. And we 
are moving this month to an underweight in utilities 
in expectation that privately owned coal-�red power 
plants may soon have to absorb real costs for carbon 
emissions.
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STRATeGY
Rising Energy and Metals Prices Trump Subprime Woes�Jeff Rubin & Peter Buchanan

The stock market is far from worry-free but the �ve-year old North American rally is alive and well, largely recuperating 
ground lost in February�s angst over China and now growing fears about the US subprime mortgage market. The 
Fed�s shift back to a neutral bias at its March meeting was enough to lift the TSX Composite back to within striking 
range of its early 2007 peak, a target that we expect it to take out over the next quarter. We remain 10%-points 
overweight equities in our portfolio, as our TSX year-end target of 14,250 (Table 1) should yield a total return of nearly 
13%. Even our forecast for second-half interest rate cuts would yield only an 8‰% return from the bond market.

Nevertheless, the jury remains out on the market�s overriding sense of worry these days�woes in the US$650 
billion American subprime mortgage market. Housing wealth extraction in the US has �nanced almost half of new 
consumer spending in this cycle, although its contribution has recently fallen with the pick-up in employment and 
wage growth. We expect to see further distress in the subprime market, with negative carry-through to US housing 
starts and housing prices. But at the same time we expect the Fed will be prepared to cut interest rates to contain 
any contagion effects outside of the housing industry, particularly insofar as it may impact consumer spending. And 
it remains noteworthy that the TSX�s performance, owing to its resource and energy base, is far more leveraged to 
global growth than it is to either Canadian or North American economic performance. For that reason, we believe 
the TSX is likely to outperform the S&P 500 this year.

While the TSX is far from immune from any fallout from the subprime mortgage market, the S&P 500 is far more 
directly exposed. For one, Canadian banks are far less exposed to the subprime mortgage market than US banks. 
(See Consumer Watch Canada: Mortgage Risk, Canada vs. US, March 2007 for more details.) Moreover, consumer 
stocks are similarly more at risk in the US than in Canada from any collateral damage from the housing market. While 
there could still be cross-border spillover effects on the Canadian consumer, such stocks, including the domestically 
oriented media group, account for only 8% of the TSX market cap compared to 20% of the S&P 500 (Chart 1).

Table 1 - Equity Projections

Table 2 - Economic Forecast

2005 2006 2007
TSX Composite - level 13,166          (3/30) 11,272  12,908  14,250  

                            -% total return 2.6               YTD 24.1      17.3      12.7      

TSX Operating Earnings - index adj 645       764       871       

                                - yr/yr % chg 17.0             (07:Q1) 31.2     18.4     14.0     

      S&P 500 - level 1,421            (3/30) 1,248    1,418    1,500    
                            -% total return 0.6               YTD 4.9        15.8      8.0        

Year-end

Latest

06Q4 07Q1 07Q2 2006 2007 2008
Canada Real GDP Growth (AR) 1.4 2.8 2.0 2.7 2.1 2.7

Real Consumption Growth (AR) 3.1 3.0 2.5 4.1 3.1 2.6
CPI - Headline (y/y) 1.3 1.8 1.6 2.0 2.0 2.2
      - Core (y/y) ex taxes 2.2 2.2 2.1 1.9 2.0 1.9
Unemployment Rate (%) 6.2 6.1 6.2 6.3 6.2 6.3

US Real GDP Growth (AR) 2.5 2.5 1.7 3.3 2.2 3.0
Real Consumption Growth (AR) 4.2 3.7 2.2 3.2 3.0 2.7
CPI - Headline (y/y) 1.9 2.3 1.8 3.2 2.3 2.6
      - Core (y/y) 2.6 2.6 2.3 2.5 2.2 2.0
Unemployment Rate (%) 4.5 4.6 4.6 4.6 4.8 4.9

World Real GDP Growth (% ch) -  -  - 5.1 4.8 4.6
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Chart 1 - Cdn Subprime Market Smaller (L): 
               TSX�s Consumer Weight is Low (R)

0

5

10

15

20

25

US Canada

Subprime Mortage Share
(% of originations, 2006)

0

5

10

15

20

25

S&P 500 TSX Composite

Consumer Stocks, 
% of cap weight

While it is still dif�cult to quantify the potential impact from the subprime mortgage shock, even pessimistic 
assumptions about ultimate default rates and recovery ratios suggest the cost is unlikely to come even close to the 
Savings and Loan crisis of the late 1980s or the dot.com bubble collapse (Chart 2). Our projections assume that 
soaring delinquencies on subprime mortgages will eventually lead to a 30% default rate and have assumed only a 
subsequent 50% recovery rate on defaulted loans, allowing for continuing declines in property prices. Even so, losses 
are unlikely to come in above $100 billion.

Both the dot.com collapse and the LTCM default 
resulted in a broad re-pricing of risk in financial 
markets, denting a range of speculative assets, 
especially high beta stocks and high yield debt. 
However, there is little evidence of such a systemic 
re-pricing risk in today�s financial markets. While 
mortgage backed spreads have widened materially, 
corporate spreads remain tight by any historic 
benchmark (Chart 3). 

Risk issues aside, market performance will as always 
depend largely on earnings performance. Although Q4 
TSX earnings slowed to an 8% year-over-year pace, 
that slowdown was due entirely to the plunge in oil 
and gas prices from their storm-induced record during 
the 2005 hurricane season. Sixty per cent of all index 
members outside of the energy group reported widening pro�t margins last quarter. Non-resource pro�ts actually 
climbed by a very robust 23% year-over-year pace, abetted by a generally strong performance of service producers 
like the huge �nancial group which have been less impacted by the high loonie than have manufacturers. With crude 
prices now rebounding sharply on fears of global supply disruptions and resource prices bene�ting from continuing 
strength in global growth, we expect TSX earnings to grow by a healthy 14% this year. At a roughly 15X earnings 
multiple (Table 3) that points to an index valuation over 14,000 by year end.

Chart 2 - Major But Not Unprecedented Shock
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Chart 3 - Little Impact on US Corporate Spreads So Far
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Canadian Banks Faring Better Than Their US Counterparts 

Led by the banks� good performance on the back of strong �rst-quarter results, the �nancial group has performed 
well in the past month, validating our decision to heavily overweight the sector. Unlike many of their American 
counterparts, Canadian banks are not nearly as exposed to the unravelling of the subprime mortgage market in 
North America. Accounting for over 20% of new mortgages in the US, the subprime market represents less than 5% 
of recent Canadian mortgages. In addition, a much smaller percentage of Canadian subprime mortgages are of the 
adjustable rate variety, the source of the greatest concern stateside. Loan losses at Canadian banks have fallen faster in 
recent years than at S&P 500 banks, and are now lower per dollar of outstanding loans. The performance gap should 
widen as the subprime collapse hurts the credit-worthiness, not only of American mortgage borrowers, but builders 
and building supply companies. And, Canadian banking stocks have historically been one of the biggest bene�ciaries 
of rate cuts in the TSX, given the relative attractiveness of their dividend yields. For all of those reasons, Canadian 
banks have signi�cantly outperformed their US counterparts over the past year (Chart 5) and should continue to do 
so over this year as well. While recent uncertainty over the application of Ottawa�s new income trust tax contributed 
to softness in the REIT market last month, we believe the setback will be temporary and remain overweight the sector. 
The commercial property market remains fundamentally strong in Canada while the new tax treatment of business 
and oil and gas royalty trusts will boost the relative attractiveness of REITs to yield-hungry investors.

Chart 4 - Rising Non-Resource Pro�ts 
               Will Help Sustain Earnings Momentum
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Table 3 � Valuations & Earnings Growth by Sector

Chart 5 - Cdn Loan Losses Performance Better (L), 
               TSX Bank Stocks Outperforming (R)
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4-Qtr Fwd Index
Earnings Level Current Last Decade 2005 2006 2007

Financials 146.1 1997 13.7 10.9 12.8 17.5 15.0
Energy 223.7 3161 14.1 13.0 54.5 4.4 16.0
(Energy-cash flow basis) 401.0 * 3161 7.9 ** 5.4 ** 31.1 7.5 14.2
Materials 171.0 2478 14.5 27.5 16.3 97.8 25.6
Industrials 79.0 1229 15.5 15.6 19.7 14.3 10.1
Telecommunications 58.3 915 15.7 34.7 1.6 36.7 8.5
Utilities 94.1 1730 18.4 13.9 10.4 15.2 10.6
Consumer Staples 91.0 1684 18.5 17.0 1.0 -0.9 -8.8
Health Care 26.8 512 19.1 49.7 -6.1 10.7 -5.8
Consumer Discretionary 55.2 1327 24.0 18.6 6.8 10.7 -9.2
Info Tech 7.1 265 37.6 32.3 260.9 -36.3 25.2
TSX Composite 870.7 13166 15.1 17.9 31.2 18.4 14.0

*Forward cash flow **Price to Fwd Cash Flow

Forward PE

Note: Indexes as of Mar 30th; 4-qtr fwd earnings are proj. 07:Q1 thru 07:Q4

TSX Op. Earnings (% ch)
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Supply Fears Give Energy Prices Big Upside Now

There is no shortage of paths for oil prices to travel to get to our US$70 average (Table 4) over the balance of the year. 
The current standoff between Iran and Great Britain is only one of a number of potential hot spots that could quickly 
result in a supply squeeze. The upcoming Nigerian presidential elections are another, with the threat of heightened 
civil unrest in a country where internal political strife has already shut in around 400,000 barrels per day. And closer to 
home, the tropical weather specialists at Colorado State University are predicting that the upcoming hurricane season 
will be signi�cantly more active than last year, potentially putting at risk almost one and half million barrels per day 
of American oil production and 10 billion cubic feet per day of natural gas production in the Gulf of Mexico. 

With oil prices likely to climb to US$75 per barrel by the fourth quarter, the upside on prices more than compensates 
for the threat of a less generous royalty agreement from the Province of Alberta or the eventual imposition of carbon 
emission allowances. Even at US$30 per for tonne for CO2 emissions, carbon costs would amount to only US$1.25-
$1.50 per barrel for oil sands producers�a charge that could easily be offset by a modest rise in the commodity price. 
And while the recent federal budget has taken the bene�ts of accelerated capital cost allowances in the oil sands, 
the measure won�t go into effect until after 2010.

Price prospects are also brightening for natural gas. After 
setting records earlier in the year, US natural gas storage 
levels have fallen below year-ago levels thanks to a blast of 
late winter weather following a record warm January. While 
home-heating demand for natural gas has suffered with 
the trend to warmer winters, global warming and the policy 
responses that it will bring may yet hold a silver lining for 
natural gas prices. It is becoming increasingly problematic 
to get new coal-�red power capacity licensed in the US, 
as recent negotiations between the giant coal-�red utility 
TXU and the state of Texas indicate. We expect that at least 
two-thirds of the new coal-�red capacity slated to come 
on production between now and 2010 will not be built, 
but instead be replaced, at least in the short term, by more 
natural gas-�red generation. (Natural gas plants emit about 
half the GHG emissions per kilowatt-hour of coal-�red 
plants.) That substitution alone should raise US natural gas 
consumption by about 4% by the end of the decade (Chart 6). We are raising our forecast for natural gas prices with 
Henry Hub spot averaging US$7.50-$8.00 this year and rising further to the US$9.00-$9.50 range next year.

And last but by no means least, 
uranium prices continue to set 
new record highs and at US$95 
per pound are already within 
spitting range of our US$100 
target. While natural gas is the 
short-run substitute for coal, new 
nuclear capacity must be the 
long-run substitute, particularly 
for base load power. Bullish 
demand prospects coupled with 
increasingly problematic supply 

STRATeGY

Chart 6 - Substitution of Natural Gas 
               for Coal-Fired Capacity
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Table 4 � Commodity Price Forecast
Average

30-Mar 2005 2006 2007 (f)

Oil (WTI) $/bbl 65.87 57 66 70

Natural Gas (Henry) $/Mn Btu 7.5 8.89 6.73 7.50-8.00

Gold $/troy oz. 662 444 604 700*

Copper $/lb 3.14 1.67 3.06 3.20

Aluminum $/lb 1.26 1.23 1.17 1.27

Nickel $/lb 21.28 6.71 10.98 22.00

Zinc $/lb 1.48 0.63 1.48 1.50

Uranium $/lb 95 28 47 100

 *12-month target
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issues (i.e. Cigar Lake in Saskatchewan and the Ranger Mine in Northern Australia) will push uranium prices ever 
higher.

In addition to our overweight in energy stocks, we remain overweight the materials sector. Gold prices may have got 
a bit ahead of themselves earlier in the year, but positive sentiment in the sector has re-emerged. We expect several 
factors, most notably falling North American interest rates, to support a move back to the US$700/oz level by year-
end, rising further to around US$750/oz in 2008. Meanwhile 
valuations in gold stocks have lagged about 10% behind the 
recent move in bullion prices, making such stocks attractive 
relative to the underlying commodity price (Chart 7).

Demand also looks strong in other metal markets. While 
domestic inventory drawdowns reduced key Chinese demand 
for copper imports in 2006, imports have rebounded strongly in 
recent months, helping to push copper prices back comfortably 
above the US$3.00 per pound level. Other base metal prices 
should continue to draw support from a nearly 10% growth rate 
in key resource consuming economies like China and India. 

Underweights in Utilities, Consumer and Info Tech 
Sectors

We remain underweight the consumer and info tech sectors and are moving to a modest underweight in utilities 
this month. Consumer stocks remain at potential risk from any negative impact of the housing market on real estate 
wealth and hence the personal saving rate. And we still remain leery of info tech valuations relative to potential 
earnings growth (Table 3). In addition, we have shifted to a 0.5-percentage-point underweight in the utilities sector. 
Over 50% of privately owned power generation in Canada is coal-�red, which ranks foremost in terms of our carbon 
vulnerability index. A growing number of US states have already announced that they will begin to cap emissions from 
coal-�red utilities starting in 2009 and seek gradual emission reductions thereafter. It�s only a matter of time before 
Canadian provinces join these regional greenhouse gas initiatives. In fact, British Columbia has already announced 
that it will join the recently set-up initiative including California, Washington, Oregon, New Mexico and Arizona. 
Coal-�red utilities could be facing as much as US$25-$30 per ton emission costs in the not-so-distant future. And 
unlike oil sands producers, they won�t have a soaring commodity price at their back.

Table 5 - Fixed Income & Exchange Rate Projections

Chart 7 - Gold Shares vs Bullion
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Year-End

2006 2007 2008

B of C Overnight Target (%) 4.25 4.25 3.75 4.25 3.50 3.75

2-Year GOC 3.98 4.00 3.50 3.98 3.30 3.70

10 Year GOC 4.11 4.10 3.65 4.11 3.45 3.95

30-Year GOC 4.20 4.15 3.75 4.20 3.50 4.00
S&P TSX Cdn Bond Index (% YTD total return) 0.9 2.7 5.3 4.0 8.4 2.5

Fed Funds 5.25 5.25 4.75 5.25 4.50 4.75
10-Year US Note 4.65 4.60 4.50 4.65 4.25 4.85

US$/C$ 86.7 87.7 86.2 86.7 87.0 87.7

US$/EUR 1.34 1.34 1.36 1.34 1.33 1.33
Yen/US$ 118 118 112 118 110 105

Mar 30/07
Jun 

30/07
Sep 

30/07
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HISTORICAL PERFORMANCE: CIBC WM BENCHMARK AND ASSET CLASSES

(2)           Market benchmark weight is the actual mix for stocks, bonds and cash held by the broad base of pension funds, segregated funds, mutual funds 
and insurance companies. This totals about $1 trillion of which pension and mutual funds are the biggest (45% & 37%) with life insurance and 
segregated funds at 11% & 7% respectively. The cash, stock and bond breakdown varies signi�cantly among the 3 basic components such that 
the benchmark for any of the 4 categories may vary signi�cantly from the published aggregate (eg. equities can vary from 10% for life companies 
to 75% for the other 3 categories). Data is Statistics Canada/Bank of Canada published data updated to current based on correlation analysis from 
the most recent partial actuals. The total return for the index will differ slightly from the summed weighted return for the sectors due to the weight 
shifts on a day-to-day basis.

(3)           Equities by GICS sector benchmark weights are TSX data. Sector index levels are total returns.

All Asset Classes TSX Only

(1)	 Total return for the recommended portfolio is the index return multiplied by the individual asset mix or sector weight
 	 recommended by Economics & Strategy. Recommen ded portfolio weights for the current month appear in the front table.

PERFORMANCE OF STRATEGY PORTFOLIO VS BENCHMARK

2006
Index
Close

Mar 30th 
Index
Level

Asset Classes 2007 2006
Stocks (TSX Composite Total Return Index) 31,213 32,026 2.60 17.26
Bonds (S&P TSX Cdn Bond Index) 1,186 1,196 0.92 4.00
Cash (1-Month Bills) 4.1 4.1 1.01 3.88
Market Benchmark(2) - - 1.86 11.64
  --Strategy Portfolio - - 1.75 11.86
TSX Stocks by Sector (Total Return) (3) 2007 2006
Consumer Discretionary 1,387 1,455 4.89 15.67
Consumer Staples 1,818 1,812 -0.33 5.53
Energy 3,432 3,455 0.67 6.06
Financials 2,292 2,365 3.21 19.21
 -Banks 2,440 2,497 2.32 19.84
 -Insurance, REITS, others 1,764 1,842 4.41 17.50
Health Care 542 533 -1.68 0.69
Industrials 1,241 1,326 6.90 14.66
Info Tech 268 267 -0.38 27.33
Materials 2,598 2,680 3.15 39.81
 -Gold 2,581 2,403 -6.91 28.03
 -Other Metals 5,940 6,341 6.74 49.80
Telecom 1,052 1,135 7.92 20.12
Utilities 2,384 2,246 -5.79 7.01

Total Return as
 of Mar 30/07 (%)

Level

-1

4
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14

19

24

29

2007 2006* 2005 2004

Strategy Portfolio   TSX Composite

26.9

(1)

17.3

18.9
24.1

15.2
14.5

Total Return (%)

2.2 2.6-1

3

7

11

15

19

2007 2006 2005 2004

Strategy Portfolio   Market Benchmark

Total Return (%)

(1)

11.9

11.6

17.8

10.9

10.3

15.1

1.91.8

* 2006 equity only return for strategy portfolio excludes income trusts
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EQUITY ReseARCH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR APRIL 2007

Consumer Discretionary � B. Bek, A. Glading
Our thesis for Canadian Media for the past four years has focused on the eventuality of M&A and consolidation, especially 
among the broadcast players. Looking past the M&A thesis and focusing on fundamentals, our advertising growth estimate 
for 2007 sits at a solid 4.2%, on track with our 2006 estimate of 4.3%. Market Weight stance maintained given our views 
on valuation. M&A will likely drive valuations higher, but our view on fundamental valuation gains remains more modest 
(Bek: Communications & Media � Market Weight). Canadian telecom companies have the bene�t of providing strong 
yields, but growth will likely be hindered by the signi�cant exposure to wireline losses in the face of wireless substitution 
and competing cable telephony rollouts. However, the prospects for regulatory easing, wireless and/or DTH exposure for 
some, and new technology investments should help longer term. We believe the Canadian cable companies have bene�ted 
from infrastructure investments and/or acquisitions, with strong growth forecasted over the next few years (Glading: 
Telecommunications & Cable Services � Market Weight).

Consumer Staples � P. Caicco, K. Wong, R. Piticco 
Wal-Mart Supercenters continue to hit the market, adding to the initial roster of stores that opened in November 2006. 
The rollout of this unique discount grocery and general merchandise format had been looming for months, and Canadian 
grocery retailers� stocks remain pressured. Though the Canadian market is much better developed in the discount space 
than its counterparts that were hit so hard by the Supercenter format in the US, prices have been under pressure across all 
formats and we expect this trend to gain momentum as more stores are opened or converted (Caicco: Merchandising & 
Consumer Products � Market Weight).

Energy � R. Plexman 
While falling commodity prices (from highs of US$77.00/Bbl in July) led to energy underperformance in H2/2006, the 
correction has tempered expectations and set the stage for fundamentals to dominate over 2007. We see increased M&A 
activity as a real possibility in 2007, which could catalyze further valuation expansion. Our focus is on oil producers, which 
have superior production growth prospects. Natural gas producers could lag until the high storage, which has weakened 
North American markets, is worked through (Plexman: Oil & Gas � Overweight).

Financials � D. Mihelic, R. O�Reilly
Fundamentals have remained strong, with ROEs expected to continue in the high teens. Loan growth continues to be 
robust in Canadian retail banking, while the credit quality is still benign. We expect stabilization to modest improvement in 
net interest margins in Canada based on an expected steepening of the yield curve. Relatively rich dividend yields and solid 
earnings growth should support valuations in 2007 and 2008 (Mihelic: Banks � Market Weight). We believe that shopping 
centre and diversi�ed commercial property REITs offer the best combination of attractive current yield and moderate risk for 
the next 12 months. Those REITs that invest in shopping centre, industrial and of�ce properties provide attractive sustainable 
distribution yields averaging 5.8% and prospects for distributable income growth averaging 6.0% in 2007. REITs should bene�t 
from generally �rm occupancies, continuing contractual rent step-ups, lease renewals or rollovers at market rental rates that 
exceed in-place rents, and accretive property acquisitions (O�Reilly: Real Estate � Market Weight).

Health Care � J. Walewicz
As over 60% of the S&P/TSX Health Care Index is driven by just three stocks, company-speci�c news will drive sector 
performance more so than broader macro trends. We maintain our Market Weight stance, as we view the risk/reward pro�le 
for the dominant Canadian health care stocks as balanced. For the remainder of the year, the major Canadian health care 
companies face key business milestones that will drive sector performance. In our view, the diversity of the Canadian health 
care space demands that investors continue to focus on stock selection (Walewicz: Health Care � Market Weight).

Industrials � M. Willemse, J. Bout
Most forecasting services predict �at-to-declining North American light vehicle sales in 2007. Wardsauto.com is forecasting 
Q1/2007 North American production volumes of 3.980 million units, a 7.2% decline versus Q1/2006 but a 6.3% increase 
versus Q4/2006. This includes Big Three production of 2.409 million units, a 9.4% decline versus Q1/2006 but an 8.0% 
increase versus Q4/2006. Longer term, we expect continued market share erosion for GM and Ford, bringing renewed urgency 
for the parts suppliers to increase their content per vehicle and/or diversify their customer base (Willemse: Automotive 
� Market Weight). The fundamentals in the steel sheet market have been of concern but will likely continue to improve 
in H1/2007 as high inventories are worked down. Most steel sectors continue to experience strong demand. However, soft 
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demand in automotive and housing markets, and still too many small steel players pose a risk. We believe scrap prices will be 
essentially stable year over year as new supply enters the market in mid-2007. However, rising scrap costs present a risk to 
our 2007 outlooks for the mini-mills if the market does not accept offsetting increases in scrap surcharges (Willemse: Steel 
� Market Weight). Our Market Weight rating on the capital equipment sector re�ects the complexity of the underlying 
drivers of this group. While we believe there is likely to be a slowing in US commercial and residential construction, robust 
economic growth in Asia should continue to drive demand for commodities. A moderating global economy should help ease 
the current frantic demand for new heavy equipment, providing more manageable growth and improved margins (Bout: 
Capital Equipment � Market Weight).

Information Technology � P. Lechem, T. Coupland
Canadian software stocks have enjoyed a strong end to 2006, driven by: 1) the typical seasonal year-end rally; 2) generally 
improving fundamentals; and 3) a heightened level of takeover speculation. We see 2007 as bene�ting from more of 
the same, with rising cash balances being used for acquisitions and share repurchases, and ongoing restructuring/cost 
containment helping deliver bottom-line improvements. However, while we see room for the sector to move higher through 
the course of the year, there has been a prolonged rally since mid-2006, which has pushed valuations to the top of the trading 
range, and which might limit further increases through the �rst half of 2007 (Lechem: Technology-Software � Market 
Weight). Although our coverage universe is quite diversi�ed, the hardware sector has started to bene�t from growth in 
certain emerging markets and resurgence in capital spending in networking. We expect this to continue as developing 
regions look for high-quality and lower-price solutions for communication networks and infrastructure. Key emerging themes: 
1) the deployment of WiMAX and other wireless networks; 2) hardware and software to support the rollout of the triple 
and quadruple play in the telecommunications market; and 3) solutions for dealing with network congestion (Coupland: 
Technology-Online Gaming � Market Weight).

Materials � J. Bout, H. Carreau, B. Cooper, D. Roberts, C. Hale-Sanders, B. Humphrey
Gold has rebounded from the mid-US$500 per ounce range in early Q4/06 and is well poised to continue its upward 
movements through 2007. We believe the high for gold in 2006 of US$740 per ounce will be breached in 2007. Longer-term 
fundamentals remain in place for gold to move upward driven by a scarcity of deposits and strong physical and investment 
demand. We continue to recommend an Overweight stance on the sector with an expectation that smaller-cap stocks will 
offer the best returns (Cooper, Humphrey: Mining, Precious Metals � Overweight). While we remain positive on the 
sector in general, near-term commodity and equity performance is expected to be volatile given the robust recovery in 
February following the traditional seasonal correction in January. Uncertainty related to the health of the Chinese market 
and overall risk levels have put downward pressure on shares. Despite the volatility, fundamentals remain �rm with low 
inventories and limited new supply expected in the near term that should support higher prices. Would look to selectively 
build positions on pullbacks, then re-enter the sector through more selective stock exposure (Hale-Sanders: Mining, Metals 
and Minerals � Market Weight). Our Market Weight rating on the chemicals and fertilizers sector re�ects the diversity 
of commodities in it. We believe a slowing US economy will negatively impact the ole�n/polyole�n and styrenics industry. 
We expect agricultural demand to be stronger in 2007, especially for corn. Methanol spot prices are declining due to ample 
supply and moderating demand (Bout: Chemicals & Fertilizers � Market Weight). Although most pulp and paper prices 
are approaching peaks, the pro�tability of most paper & forest products companies remains weak, largely due to the strong 
Canadian dollar and generally high prices for �bre, chemicals, and energy. The cyclical correction in the building materials 
sector is in place, with prices hovering at or below the variable cost of the marginal producer. Given that the global economy 
is well into the current cycle and cost pressures persist, a catalyst for upward revision in share prices is not obvious. While the 
sector as a whole appears historically cheap on a range of valuation metrics, we think it may remain cheap for some time 
(Carreau, Roberts: Paper & Forest Products � Underweight).

Utilities � M. Akman, A. Pavao
The sector has corrected by more than 10% since January 8 and we believe the stocks are back to fair value. Yet bond yields 
have stabilized at low levels and private equity transactions in the sector could accelerate. We maintain that high oil prices 
will continue to drive expansion opportunities for oil pipelines from Alberta to the US and the West Coast. The growing 
electricity supply shortage offers investment opportunities in Ontario and Alberta. This activity should create solid, albeit 
not accelerating, growth opportunities for major oil pipeline and power companies (Akman, Pavao: Pipeline & Utilities 
� Market Weight).
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 QUANTITATIVe STRATeGY
Quantitative Tactical Asset Allocation (QTAA) Strategy �  by Yin Luo

Exhibit 1. Macro Factor Contribution � QTAA Exhibit 2. Market Volatility

Stocks/ Stocks/ Bonds/
Factor Cash* Bonds* Cash*

Yield spread 2 NA 2
Equity Yield Gap NA 2 NA
U.S. Equity Yield Ratio 5 NA NA
TSX Dividend Yield 2 2 NA
Change in 3-Month T-Bill Yield NA 3 NA
TSX GARCH Volatility 3 3 NA
Change in TSX GARCH Volatility 3 NA NA
Oil Price 2 2 2
CRB Commodity Index NA 3 NA
Canadian Dollar 4 NA 4
Put-Call Ratio 3 3 3
Leading Economic Indicator NA 4 NA
M3 Money Supply NA 4 2
ISM Index 5 NA NA
Probability of Outperformance 87% 87% 58%
* 5 indicates the strongest positive contribution to outperformance, while 1 
  means the strongest contribution to underperformance.
Source: CIBC World Markets Quantitative Strategy
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The equity market was up again in March, outperforming both bonds and cash. The energy and telecom services 
sectors were the best performing sectors, up more than 4%, while the information technology, materials, and 
consumer staples sectors were down. Energy prices were up more than 6%. Short-term interest rates rose slightly, 
while the long-term rates fell. The yield curve remains inversed.

Our QTAA strategy uses a statistical technique called logit model to make asset allocation decisions. Our QTAA model 
(see Exhibit 1) is currently suggesting stocks outperform bonds (probability = 87%), which in turn outperforms cash 
(probability = 58%). 

We recommend overweighting stocks and underweighting bonds and cash. Market volatility continued to rise in 
March (see Exhibit 2).
Note: From a modeling perspective, we use the S&P/TSX Equity Index as our main benchmark and treat income trusts as a separate component 

in our TAA and sector rotation strategy.

QUANTITATIVE SECTOR ROTATION STRATEGY

Compared to the recent average, our quant model assigns more weight to quality and analyst revision factors, and 
reduces weight on growth and market-related factors for April 2007.

Our QED model suggests overweighting the telecom services, �nancials, and industrials sectors. We also recommend 
underweighting the health care, utilities, energy, and consumer staples sectors. For stock-speci�c analysis, please 
refer to our QED Model Monthly Forecast, April 2, 2007 for individual stock rankings.

Exhibit 3 provides our QED model ranking for the 10 GICS sectors, using the bottom-up approach on a capitalization-
weighted basis. Exhibit 4 decomposes the QED score for each sector by the six sources of alpha: value, growth, 
momentum, analyst revisions, quality, and market.

The quant signals are quite balanced for the telecom services sector. The sector is likely to bene�t from strong stock/
sector momentum, growth, revision, and reasonable valuation. The sector momentum, revision trend, and stock 
momentum are positive for the �nancials sector. We also recommend overweighting the industrials sector, due to 
attractive valuation and positive sector momentum.

The underweight stance on the health care sector is caused by negative stock/sector momentum, poor quality and 
growth pro�le. The utilities sector still lacks momentum. For the same reason, we also suggest underweighting the 
energy and consumer staples sectors.

Within the income trust universe, we still prefer REITs and business trust sectors, and suggest underweighting oil & 
gas trusts. Quality, revision and momentum are the driving forces behind our trust recommendation (see Exhibit 5).
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QUANTITATIVe STRATeGY

Exhibit 3. TSX Common Equity Sector/Size QED Ranking
QED Model Methodology

This section provides a brief 
overview of our QED model 
methodology. For a more in-depth 
discussion on model methodology 
and back tests, please refer to 
Quantitative Strategy � Quantitative 
Equity Dynamic (QED) Model: An 
Introduction, dated August 3, 
2005.

In essence, the QED model is a 
multivariate model, based on panel 
data economics, to forecast stock 
returns (or alpha).

The QED model is �rst estimated on 
27 alpha factors from six categories 
(value, growth, momentum, analyst 
revisions, quality, and market). We 
strive to �nd factors that are not 
highly correlated, have high �T� 
statistics, are jointly statistically 
signi�cant, and more importantly, 
provide excellent out-of-sample 
forecasting ability. 

We then use macroeconomic 
variables to build a dynamic time 
series model to forecast the factor 
returns (or returns from a unit 
exposure to the various alpha 
factors). The weightings in the QED 
model are dynamically adjusted 
based on the economic and 
market environment. Two other 
methods, simple moving average 
and exponentially weighted moving 
average, are also used to predict 
factor returns.

The QED model is rigorously back-
tested with true out-of-sample 
portfolio simulations. Based on 
monthly rebalancing, the annualized 
spread between the top decile 
and the bottom decile is about 
66% before transaction costs, and 
positive over 85% of time.

The real power of our QED model is, 
however, on stock selections. Please 
refer to our monthly Quantitative 
Strategy Outlook or weekly QED 
Model Forecast for details.

Exhibit 5. QED Income Trust Sector Ranking

Market Cap Wgt in TSX QED Rating Relative
Sector/Size QED Ranking # of Stocks ($Mlns) Comp (%)* (10=Best) Rating**

Energy 41 300,808.80 23.6 5.5 0.77
Materials 57 218,519.50 17.1 6.9 0.96
Industrials 15 70,325.60 5.5 7.6 1.07
Consumer Discretionary 21 60,224.80 4.7 6.2 0.87
Consumer Staples 13 35,846.60 2.8 5.5 0.77
Health Care 8 10,241.60 0.8 2.8 0.39
Financials 28 433,074.10 34.0 8.5 1.18
Information Technology 9 49,010.70 3.8 6.7 0.93
Telecommunication Services 4 69,511.70 5.4 9.6 1.34
Utilities 5 14,886.50 1.2 5.3 0.74
Total TSX Composite 201 1,262,449.90 99.0 7.2 1.00

TSX 60 55 991,569.50 77.7 7.3 1.02
TSX Completion 146 270,880.40 21.2 6.6 0.92
Non-TSX Composite 225 62,247.60 NA 5.3 0.74
TSX SmallCap 127 83,882.10 4.8 5.8 0.80
Total Universe 426 1,324,697.50 NA 7.1 0.99

* The sum of all sector weights may not equal to 100%, because we exclude companies in the process of being taken over.
** A relative QED rating above one indicates buying/overweighting signal. Sector relative ratings are relative to 
  the TSX Composite Index, while the size relative ratings are relative to the whole universe.
Source: Bloomberg, CompuStat, CPMS, IBES, S&P, TSX, CIBC World Markets Quantitative Strategy
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Exhibit 4. Sector QED Alpha Decomposition

Market Cap Wgt in Trust QED Rating Relative
Income Trust Sector/Industry Group QED Ranking # of Trusts ($Mlns) Universe (%)* (10=Best) Rating**

Energy 50 86,662.90 55.4 1.6 0.59
Materials 8 7,279.50 4.7 2.3 0.85
Industrials 14 7,226.10 4.6 3.8 1.41
Consumer Discretionary 16 15,084.00 9.6 3.9 1.44
Consumer Staples 7 2,114.30 1.4 3.7 1.38
Health Care 2 1,464.20 0.9 4.0 1.49
Financials 23 26,808.90 17.1 4.9 1.82
Information Technology 0 0.00 0.0 0.0 0.00
Telecommunication Services 1 4,062.70 2.6 5.0 1.87
Utilities 9 5,785.20 3.7 2.7 1.01

Business 52 39,130.30 25.0 3.7 1.37
Oil & Gas 41 77,421.40 49.5 1.4 0.53
Power & Pipeline 18 15,026.80 9.6 2.9 1.07
REIT 19 24,909.40 15.9 5.0 1.85
Total Trust Universe 130 156,487.80 0.0 2.7 1.00

** A relative QED rating above one indicates buying/overweighting signal. All sectors and groups are relative to the CIBC WM Quant income trust universe.
Source: CIBC World Markets Quantitative Strategy
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