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Strategy's Recommended Asset Mix 
& TSX GICS Sector Weights 

vs. Current Benchmark

An increasingly challenging economic 
environment compels us to trim our 
market target for the TSX by 1,000 points 
to 11,000 next year. While the implied 
20%-plus return warrants a full weighting 
in stocks, the near-term risks to the 
market from a contracting North American 
economy stand in the way of overweighting 
stocks at this point. We continue to expect 
the North American economy to contract 
over the first half of the year, with near-
term punitive consequences for earnings.  
With M&A deal risks out of the way, we 
have added weight to telecoms and remain 
overweight the traditional defensive TSX 
sectors.

The enormity of the fiscal response from 
Washington should resuscitate growth 
by the second half of the year, spelling a 
recovery in both earnings and commodity 
prices, particularly energy. While demand 
destruction from the current recession has 
sent oil prices plunging below $50/bbl, 
supply destruction, including cancellations 
in the Canadian oil sands and offshore 
projects around the world, will see crude 
soar back to triple-digit territory toward the 
end of next year and into 2010. 

Further rate action from the Federal 
Reserve Board and the Bank of Canada 
may still give the bond market another 
inning to rally, but Washington’s already 
massive and growing fiscal deficit poses 
huge monetization and inflation risks down 
the road. We estimate that the US deficit 
will rise to a post-war record 11% of GDP 
this fiscal year. In the past, large deficits of 
this scale, including those financing World 

War II, the Korean war and the Vietnam war, 
were all monetized. 

After decades of fighting inflation, the Fed 
is about to actively seek its return. Not only 
will inflation ease the burden of the nation’s 
debt, of which almost half is now owned 
by foreigners, but reflation will also raise 
asset prices and the value of many of those 
mortgage-backed securities, which now reside 
on the Fed’s own balance sheet. In the past 
the inflationary consequence of monetizing 
deficits has robbed bond investors of as much 
as 30% of their real return. We are already 
four points underweight fixed income, but 
favour real return bonds as a play on an 
unanticipated rise in inflation down the road.
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ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 50 50  0.0  0.0
Bonds 39 35 -4.0  0.0
Cash 11 15 4.0  0.0
GICS SECTORS  (%)**
Cons. Discretionary 4.6 1.6 -3.0  0.0
Cons. Staples 3.1 6.1 +3.0  0.0
Energy 29.4 33.4 +4.0  0.0
Financials 30.7 30.7  0.0  0.0
 -Banks 18.6 18.6  0.0  0.0
 -Insur., REITs, other 12.1 12.1  0.0  0.0
Health Care 0.4 0.4  0.0  0.0
Industrials 5.5 3.0 -2.5  0.0
Info Tech 3.5 1.5 -2.0  0.0
Materials 15.0 16.0 +1.0 -1.0
 -Gold 9.5 10.5 +1.0 -1.0
 -Other Metals 1.7 1.7  0.0  0.0
 -Chemicals 3.4 3.4  0.0  0.0
Telecom 6.0 4.5 -1.5 +1.0
Utilities 1.8 2.8 +1.0  0.0

Note: Shading indicates recommended overweight.
*chg in %-pt underweight/overweight from last month.

** Benchmark weights are for TSX Composite.

“ ... Washington’s 
already massive 
and growing fiscal 
deficit poses huge 
monetization and 
i n f l a t i o n  r i s k s 
down the road.”
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STRATEGY
Economic Fears Keep Markets on Defensive—Jeff Rubin, Peter Buchanan and Avery Shenfeld

Table 2 - Economic Forecast

The National Bureau of Economic Research belatedly labeled the US downturn an “official recession” on December 
1st, a verdict duly confirmed by November’s huge payroll decline. If there’s some comfort, it’s that official recession 
arbiters like the NBER are better rearview mirrors than future signposts. Recessions have typically been called 
well into their second half. Although we have opted to 
remain neutral equities at this point, given an assortment 
of prospective risks, investors in US or Canadian stocks 
could have profited 75% of the time by treating NBER 
recession calls as a buy signal (Chart 1). We’ve trimmed 
our end-of-2009 target for the TSX by 1,000 points to 
11,000. That still implies a more-than-reasonable upside 
over a 12-month horizon, measured from this year’s 
expected close of 9,000. But volatility tied to hedge fund 
deleveraging means investors going long stocks now 
should be prepared for more jolts along the way. 

Even vicious bear markets typically produce some winners. 
Gold stocks soared by 40% in November as investors 
sought out a familiar refuge. Gains in the golds boosted 
the return on our portfolio by nearly a percent, helping it 
to materially outpace the market. We have booked some 
profit on that exposure this month, moving a point of weighting over to the telecoms. With M&A deal risks 
effectively eliminated by recent developments, that segment looks appealing as a defensive play. Complementing 
a modest overweight in bullion and energy stocks, we have retained an above-benchmark exposure to staples and 
utilities stocks. Those two sectors have typically helped to provide portfolio stability in tough times.

Global governments have now committed nearly $4 trillion in their battle against the worst financial crisis since the 
1930s, adding in the latest commitments by China, the EU, United States and other players (Chart 2). Money talks, 

Table 1 - Equity Projections

08Q3 08Q4 09Q1 09Q2 2007 2008 2009
Canada Real GDP Growth (AR) 1.3 -2.4 -0.5 2.1 2.7 0.7 0.7

Real Consumption Growth (AR) 0.7 0.7 1.1 1.5 4.5 3.4 1.5
CPI - Headline (y/y) 3.4 1.7 1.4 1.3 2.1 2.3 1.8
      - Core (y/y) 1.7 1.9 1.9 1.8 2.1 1.6 1.9
Unemployment Rate (%) 6.1 6.4 7.0 7.2 6.0 6.1 6.9

US Real GDP Growth (AR) -0.5 -4.8 -1.5 0.5 2.0 1.2 -0.5
Real Consumption Growth (AR) -3.7 -4.5 -3.4 0.7 2.8 0.2 -1.5
CPI - Headline (y/y) 5.3 2.4 1.4 0.4 2.9 4.1 1.7
      - Core (y/y) 2.5 2.2 2.2 2.3 2.3 2.3 2.2
Unemployment Rate (%) 6.0 6.7 7.3 7.5 4.6 5.8 7.3

World Real GDP Growth (% chg) - - - 5.0 3.7 2.3

Chart 1 - Dow’s Performance in Year After 
Official US Recession Calls
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and the firepower being deployed would suggest some 
material effect from all these efforts. Canada’s response to 
the financial and economic crisis is on the way. But for the 
TSX, that may be less critical than it might seem. Whatever 
steps Washington takes will have huge ramifications on 
both sides of the border, and many Canadian stocks are 
effectively plays on US growth.

The notion of a financial superbug, hopping from one 
country to the next, may have its appeal, but it’s important 
not to neglect other factors that played a key role in the 
global economy’s recent tumble. That includes the huge 
run-up in oil prices since 2002, larger even than past 
recession-inducing spikes, and aggressive credit tightening 
in China. Both that tightening and the oil shock have now 
reversed course.

Since the US recession originated in housing, we expect some of the first signs of a bottoming to come from 
that sector. Housing prices probably have a further 5-10% to fall, atop the over 20% giveback to date. But a 
gradual stabilization in activity and prices as 2009 progresses should alleviate a major strain on financial markets 
and the economy. The cost of 30-year insured mortgages has fallen by over 75 bps to five-year lows since the 
Treasury’s decision late last month to buy up to $600 billion in mortgage-backed debt and agency securities. 
On the pump-priming side, the incoming Obama Administration appears set to implement a further half trillion 
of infrastructure and other stimulus measures on taking office. That, coupled with further rate cuts and credit-
thawing measures, should help the economy ease back into gear by the middle of 2009. November’s job losses 
and depressed building permits stats suggest the bloom is coming off Canada’s economic rose. We expect GDP 
growth to print negative in the next two quarters. But a gradual turnaround stateside by mid-year should see 
traction improve north of the border as well. 

Monetization Could Threaten the Bond Market’s Party

The dash to open the spending spigots is not without costs, though these will only become fully apparent with 
time. We remain overweight cash, as a defense against near-certain further volatility. But we have trouble finding 
much value in bonds, and therefore recommend a 4% underweight of that asset class. The differential between 
real return and conventional fixed income securities on both sides of the Canada-US border has fallen to low, even 
negative levels in recent weeks. That suggests investors 
are not just pricing in improbably low levels of inflation, 
but in some cases, even outright deflation. Deflation did 
occur in the 1930s. But we think that the prospects are 
still remote this time given the expansionary setting of 
monetary and fiscal policy in the US and other countries, 
and also the essentially transitory nature of some of 
the factors restraining inflation presently, like sub-$50 
oil. While we remain leery of conventional fixed-rate 
issues, the market’s underpricing of inflation risks makes 
their inflation-indexed cousins attractive. Twenty-year 
Canadian real return issues are now pricing in a long-run 
breakeven inflation rate of just 1.4%, more than a half-
percent below the Bank of Canada’s target (Chart 3).

STRATEGY

Chart 3 - Long-Run Inflation Expectations 
Extraordinarily Low
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The US deficit is headed for $1.5 trillion this year, a peacetime record 11% of GDP (Chart 4). That creates 
significant monetization risks—the danger, essentially, that Washington will finance large fiscal imbalances by 
cranking up the printing press rather than issuing debt, undermining price stability. Monetary expansion allowed 
inflation to surge after the runaway deficits resulting 
from First and Second World Wars, and both Korea and 
Vietnam (Chart 5). That shifted much of the financial 
costs of those events to bondholders. Fixed income 
investors experienced losses of as much as 30% in those 
episodes from the impact of rising inflation and short-
term rates on their holdings (Chart 6).

A growing reliance on offshore financing, moreover, 
has greatly reduced the political costs of inflation tied 
to monetization, relative to even a decade or two ago. 
Governments paid for deficit-boosting crises in the past 
by exorting their electorates to purchase specialized debt 
instruments, like Liberty and Defense bonds. Today, half 
of the total US debt is held offshore, triple the level 25 

Table 3 — Valuations & Earnings Growth by Sector

Chart 5 - Inflation Followed Past Periods 
of High Deficits

Chart 4 - Peak Federal Deficit 
During Previous Fiscal Shocks
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Energy 253.1 2322 9.2 12.0 11.1 14.7 40.5 -13.0
Health Care 19.4 263 13.6 22.0 29.8 -38.8 -22.0 22.7
Financials 132.2 1252 9.5 12.0 19.2 13.5 -7.2 -5.0
Consumer Discretionary 67.0 801 12.0 15.7 6.1 8.5 5.1 13.8
Consumer Staples 101.5 1349 13.3 17.8 -3.0 0.0 3.1 6.8
Telecommunications 68.0 726 10.7 29.8 26.3 33.0 2.3 -8.3
Materials 185.6 1966 10.6 28.9 80.2 30.2 41.9 0.9
Utilities 61.9 1485 24.0 17.4 0.4 49.6 -54.6 116.4
Industrials 104.8 881 8.4 14.9 21.9 38.2 11.1 -18.7
Info Tech 15.9 197 12.3 44.5 121.1 133.5 35.7 29.2
TSX Composite 934.8 9271 9.9 16.1 13.2 11.5 14.0 -5.0

Forward PE

Note: Indexes as of Nov 28th close; 4-qtr fwd earnings are proj. 09:Q1 thru 09:Q4
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Chart 6 - Past Debt Run-Ups Caused Losses for 
Bondholders
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years ago (Chart 7), an amount likely to rise even further. 
When the major stakeholders are not your own voting 
citizens but the People’s Bank of China, or other offshore 
investors, the political costs of financing via the printing 
press are much lower. The recent positive news on inflation, 
moreover, is largely energy related. With oil prices now just 
half of the replacement costs, the good news on that front 
is unlikely to continue for much longer. The 23% annualized 
jump in the money supply since early September, when 
Washington began to attack credit problems aggressively, 
points in fact to a degree of monetization (“quantitative 
easing” in Bernanke-speak) already. All that would be 
required for the full disease would be for the Fed to hold 
off cutting the money supply back in future, when the 
unusual liquidity demands resulting from financial turmoil 
begin to ease.

The TSX’s recent 49% sell-off from June’s high now rates as the second worst of the post-war period, and the 
fourth largest of all time, including the record-setting 80%-plus drop from October 1929 onward that ushered 
in the Great Depression. While that may suggest that markets have now priced in an inordinately large helping 
of bad news, there are obstacles to a swift return to mid-summer levels. Investors’ sentiment remains mired at 
record lows. Profit expectations continue to be pared radically (Chart 8)—and may still be too optimistic, if our 
own forecast of a 5% decline next year is correct. Our 
historical research shows, moreover, that it’s taken three 
years for the TSX to fully recoup losses comparable to those 
experienced recently. Governments, at least in the US, 
appear to be talking about substituting a visible hand for 
unfettered capitalism. The averse consequences of that for 
longer term profit growth and valuations could well extend 
north of the border. 

Oil & Gas: Supply Cancellations Set Stage for 
Tomorrow’s Higher Prices

We continue to favour the deeply oversold energy sector, 
as a good longer-term recovery play. Global oil demand is 
likely to show no growth this year and next, the weakest 
performance since a 1.3% decline back in 1983 (Chart 9). 

Table 4 — Commodity Price Forecast

Chart 7 - Foreigners Will Soon Own Most of 
US Federal Debt
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But we expect demand to rebound at an over-2% rate in 
2010, aided by stronger global growth and lower fuel costs, 
similar to patterns after comparable, or even deeper, price 
drops in the past. 

While oil demand may have softened, what hasn’t changed 
is the cost of a new barrel of supply from the new sources 
that will invariably be needed, when demand picks up again 
in the post-recession economy. That cost was $30-40 per 
barrel early in the decade, but is double or more that level 
now. That’s true whether the source is a new Canadian oil 
sands plant, or other non-conventional sources like Brazil’s 
new subsalt fields and ultra-deepwater areas in the Gulf of 
Mexico, like the heralded Jack discovery. Gulf production 
has now largely recovered from Hurricane Ike’s assault in 

September, but remains 400-500 thousand bbl/day below the peaks seen before 2005’s deadly storm season. A 
flat-to-declining profile for Gulf production casts doubt on the Department of Energy forecast that the US can 
restrain its huge oil import dependence in coming years, easing longer-term strains on global capacity.

In the Alberta oil sands alone, we estimate that project cancellations and delays, affecting $100 billion of 
investment, will shave over 800,000 barrels from daily new capacity, roughly half of earlier projected growth in 
the next five years. And what is happening there is occurring in Brazil, West Africa and the Middle East itself. We 
expect global oil output to flatten materially, falling as early as 2010 as new capacity additions fail to keep pace 
with approximately four million barrels per year of global depletion. As in past cycles, the supply destruction from 
today’s low prices is a surefire recipe for higher future ones. Although capacity is ample for now, we expect supply 
strains to emerge beyond mid-2009 as GDP growth and global demand turn the corner, setting the stage for a 
return to the $100/bbl mark by year-end. While the cost to the majors of replacing a barrel of reserves via in-house 
exploration and development has risen, the cost of acquiring it has fallen. Takeover rumours have bolstered some 
stocks in recent weeks. That should continue, with many players today trading at just $12 per barrel of reserves 
vs $20, or more, a year ago (Chart 10). Downward pressure on natural gas prices from rising non-conventional 
supplies makes us favour oil-levered rather than gas-levered plays.

Remaining Neutral Financials As Weak Economy Hurts Profits

Canadian bank and other financial players have, so far, weathered global financial storms quite well, at least 
compared to the ongoing carnage stateside, and we see less risk of sweeping changes in the regulatory framework 

Table 5 - Fixed Income & Exchange Rate Projections

Chart 9 - Copper Market Headed Back into Deficit

Year-End
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B of C Overnight Target (%) 2.25 1.50 1.25 4.25 1.50 1.75
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that could squeeze long-term profit prospects. A lower 
degree of leverage should also help institutions ride out 
the violent swings in asset prices that have hit some 
other large players, in both Europe and the US, hard. 
The sharp decline in profitability in the banking sector 
in the latest reporting quarter suggests, nonetheless, 
that the slowdown in the North American economy 
and difficult market conditions are taking a toll, and 
we expect that to continue (Chart 11). A comparison 
with the last recession (in 2001) suggests writedowns 
on underperforming loans and other assets could rise 
further in coming quarters. We continue, given all of 
this, to recommend a neutral stance, even though 
valuations have improved with the recent sell-off. 
The financial sector’s share of the North American 
economy, moreover, has risen from just over 2% at the 
end of WWII to nearly 8% today. Even if things return 
to normal eventually, the sector is unlikely to be the 
growth play that it has been in recent decades. 

REITs returned -42% in October and November, 
materially exceeding the decline in the overall Composite 
Index. Fears of a recession, fund liquidations, and credit 
availability issues all combined to take a heavy toll. We 
believe risks for the group now being generally over-
discounted. Investors may consequently be able to find 
good value in some selected REITs, although we remain 
broadly neutral on the financial segment as a whole. 

Even with the recent rebound, gold stocks are not 
particularly expensive relative to bullion (Chart 12). 
While reducing our exposure some this month, we have 
retained a continuing modest overweight of a classic 
defensive play. The world’s central banks now are in 
an aggressive easing mode, benefiting non-interest 
bearing assets like bullion. The fly in the ointment 
for gold is the US dollar’s surprising resilience. Some 
of the dollar’s recent strength reflects hedge fund 
deleveraging, and we remain skeptical of the currency’s 
ability to fully hang onto its recent gains in the face of a 
US-led financial shock. Outsized deficits could help the 
dollar if foreigners buy more Treasury debt. But they 
could hurt it if the US chooses to monetize part, or all, 
of the exploding budgetary gap. Having toyed with 
negative territory in recent weeks, investors’ inflation 
expectations can hardly fall any lower, and any increase 
there could also help gold.

STRATEGY

Chart 11 - Canadian Bank Earnings
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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 significantly among the 3 basic components such that 
the benchmark for any of the 4 categories may vary significantly 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
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Asset Classes 2007 2008 YTD Last 3 Mos.
Stocks (TSX Composite Total Return Index) 9.83 -31.19 -32.08
 -Strategy Equity Portfolio 9.09 -30.75 -29.00
Bonds (Bloomberg Cda Bond Index) 3.84 7.11 2.36
Cash (1-Month Bills) 4.07 2.18 0.44
Total Market Benchmark(2) 7.22 -14.45 -5.91
  -Total Strategy Portfolio 7.20 -14.73 -15.46
TSX Stocks by Sector (Total Return) (3) 2007 2008 YTD Last 3 Mos.
Consumer Discretionary 4.22 -36.18 -21.98
Consumer Staples -5.34 -13.43 -8.88
Energy 8.23 -27.90 -36.50
Financials -1.63 -30.10 -24.44
 -Banks -6.84 -23.00 -19.06
 -Insurance, REITS, others 5.20 -38.61 -14.80
Health Care -24.25 -28.71 -22.64
Industrials 10.51 -28.36 -33.05
Info Tech 48.22 -50.13 -53.74
Materials 30.26 -36.19 -38.08
 -Gold 5.73 -11.92 -7.16
 -Other Metals 16.51 -66.46 -31.97
 -Chemicals 113.26 -45.50 -56.65
Telecom 19.87 -25.02 -20.65
Utilities 11.89 -22.05 -17.94
*as of Nov 28/08

Total Return (%)*
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR DECEMBER 2008

Consumer Discretionary – B. Bek
Underlying secular and economic conditions have remained the primary concerns in the media space in 2008. 
The cautious market outlook and dwindling demand has been the biggest challenge for our companies, and 
forward tone has markedly weakened in recent quarters with a strong possibility of further deterioration to 
come. To mitigate headwinds, focus has been on cutting costs and streamlining operations, but we remain 
cautious as to whether these initiatives will be enough to offset weakening conditions in the near term (Bek: 
Communications & Media – Market Weight). 

While the new entrant risk is real, we believe that growth remaining in the Canadian wireless industry is 
significant and should be enough to absorb the emergence of new competitors. It is a well known fact 
that Canada has lagged its global peers in wireless penetration, now ranking last among the 30 OECD 
countries. Our thesis remains that this historical underperformance for AWS establishes Canada for significant 
catch-up growth, given the right industry catalyst. We believe that the AWS auction is such an event (Bek: 
Telecommunication & Cable – Market Weight).

Consumer Staples – P. Caicco
From our discussions with retailers across the country, it is safe to predict that the fourth quarter of 2008 will 
be the worst in over two decades. The malaise will likely extend deep into 2009 and perhaps beyond. No 
doubt, as the bad weeks unfold during the remainder of this year, retailers will adapt and alter plans for 2009. 
Hence, the bottom-line impacts will likely be much worse in the short term, but should moderate next year 
as further cost-cuts and different methods are adopted. Every company will take a different approach, and 
we can reasonably predict what some companies will do (Caicco: Merchandising & Consumer Products 
– Market Weight).

Energy – W. Lee, M. Bridges, B. Borggard, J. Fetterly & R. Pare
Oil prices over-reached on the way up, and we think they are doing the same thing on the way down. The 
absence of a supply response differentiated the last cycle, and the collapse in oil prices will do nothing to 
change this. However, the primary focus has shifted to the demand side of the equation, and global demand 
growth has stalled for now. At some point, price will have to ration demand. But until then we think that 
a Market Weight exposure to the sector is warranted because the current investing environment is so risky 
(Lee: Oil & Gas—Large Cap – Market Weight). 

Despite much improved activity levels in Q3/2008 and expected strength for the industry through Q1/2009, we 
believe the outlook for 2009 as a whole is cautious. We believe weakening commodity prices and deteriorating 
financial and capital markets have begun to impede development economics, reduced access to capital and 
generally altered the landscape for many producers. As a result, we expect most producer capital programs 
for 2009 will reside within cash flow and that many producers will be hesitant to draw upon existing credit 
facilities (Fetterley: Energy Equipment Services – Market Weight). 

Current levels represent a very attractive entry opportunity for long-term investors, however, we will wait for 
a clearer picture on the economy before moving to a more aggressive stance (Bridges, and Borggard: Oil 
& Gas Junior E&P – Market Weight).

Overall, we continue to believe that international E&Ps are well positioned for future growth. However, we 
believe this growth comes under tighter credit conditions than it has historically, implying that operating 
within existing cash flows and credit facilities will be the norm moving forward (Pare: International E&P 
– Market Weight).
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR DECEMBER 2008

Financials – D. Mihelic, R. O’Reilly, A. Avery
We have reduced our 2009 earnings estimates for the banks on the back of lower capital markets-related 
revenue and some margin compression. Credit remains a lingering concern. We anticipate earnings growth 
for Canadian lifecos to decline 25% in 2008, followed by a rebound of 33% growth in 2009 (Mihelic: Banks 
& Lifecos – Market Weight). 

Favoured REITS include discounted high-quality large caps and high growth/undervalued mid-caps (O’Reilly 
and Avery: Real Estate – Overweight).

Health Care – M. Paris
More than 92% of the S&P/TSX Health Care Index is now driven by just three stocks, so company-specific news 
should continue to drive sector performance more so than broader macro trends. We maintain our Market 
Weight sector weighting, as we view the risk/reward profile for Canadian health care stocks as balanced 
(Paris: Health Care – Market Weight). 

Industrials – M. Willemse, J. Bout, C. Murray
After showing some initial signs of a potential bottom, the recent deterioration in the global credit markets will 
likely result in another drop-off in U.S. light vehicle sales. The significant sell-off in global financial markets has 
exacerbated the situation as the decline in investor wealth will further negatively impact consumer confidence 
and discretionary spending. A reduction in credit availability and rising unemployment suggest negative 
sentiment will remain elevated into 2009 (Willemse: Automotive – Market Weight). 

The global credit crunch has led to a significant slowdown in steel buying activity as liquidity concerns and 
project delays have reduced demand. A significant increase in the U.S. dollar and a sharp decline in global 
freight rates have further contributed to negative sentiment towards global steel prices (Willemse: Steel 
– Market Weight). 

In our view the two main drivers for the solar sector over the next few years include: i) rising fossil fuel prices; 
and ii) government interests. Although fossil fuel prices will likely remain depressed in the near term, prices will 
likely recover once the global economy emerges from a recession. We do not believe government interests in 
renewable energy or solar will decline significantly in the near term and will likely remain focused on energy 
independence, reductions in greenhouse gas emissions and support for evolving technologies (Willemse: 
Solar – Market Weight). 

Our outlook for the heavy equipment group is cautious with the slowing global economy and declining 
commodity prices (Bout: Capital Equipment – Market Weight). 

Our Market Weight sector weighting reflects the mixed outlook for the end markets it services. As the 
transporter of all things commercial, residential and industrial, historically, the Canadian rails’ performance has 
mirrored economic conditions. However, given the sector-specific issues facing the trucking industry (highway 
congestion, higher fuel costs for trucks versus rails, and increased regulations), we expect the Canadian rails to 
capture a disproportionate amount of the freight volume growth (at the expense of trucks (Bout: Railroads 
– Market Weight). 

Capacity cuts and fare moderation will be the order of the day allowing the scheduled carriers to expand 
earnings margins taking advantage of the drop in crude prices  (Murray: Airlines – Market Weight). 
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR DECEMBER 2008

Information Technology – P. Lechem, T. Coupland
With organic growth likely under pressure due to the macro environment and with valuations declining 
to attractive levels, we expect consolidation in the sector to accelerate (Lechem: Technology-Software 
– Market Weight). 

At this point, we believe the E&C sector has been oversold. Valuations have fallen to prior trough levels 
or below and are already reflecting a significant slowdown in activity across all sectors. We believe that 
commodity-related projects will be most directly impacted, but that infrastructure spending will remain robust, 
in Canada especially. This spending is a driver of many of the Canadian E&C companies (Lechem: Business 
and Professional Services – Market Weight). 

The long-term trends in the technology hardware sector are positive and will require a resurgence in capital 
spending to upgrade carrier and enterprise networks to handle the growing amount of traffic. In the short 
term, however, there has been a pause due to global macroeconomic factors (Coupland: Technology 
Hardware – Market Weight).

Materials – J. Bout, H. Carreau, B. Cooper, D. Roberts, C. Hale-Sanders
We are using our 2009 gold price forecast of $900/oz. to set our price targets. The recent correction in input 
costs and currencies should ensure that top-line growth remains high, since cost inflation should begin to 
wane. We believe this margin expansion will set the stage for a new influx of investors who will see the 
earnings power of the industry take hold while at the same time provide some degree of safety from general 
market mayhem (Cooper: Mining, Precious Metals – Overweight). 

Base metals and equity markets remain volatile, spurred by the release of deteriorating economic indicators 
and a general flight of capital from the overall market due to the protracted financial market issues. While 
economic data continues to suggest demand weakness is spreading and becoming more pronounced, the 
key drivers of industrialization and urbanization in emerging markets over the longer term are unchanged, 
and should support demand for commodities (Hale-Sanders: Mining, Metals and Minerals – Market 
Weight). 

Our Market Weight sector weighting reflects the diversity of commodities in it. We believe that a slowing 
global economy will negatively impact chemical demand more than fertilizer demand. We would note that, 
historically, grain demand has been relatively constant averaging 2.5% growth per annum (Bout: Chemicals 
& Fertilizers – Market Weight). 

Our call on the Canadian stocks is really a call on the Canadian dollar (and arguably oil prices). To the extent 
the Canadian dollar continues to weaken relative to the U.S. dollar, the forest products sector could arguably 
be the biggest “winner” in the Canadian stock market. The weakness in the Canadian dollar could mitigate 
to some extent the effect of the global economic slowdown. Given the declining demand, we expect that 
the rationalization throughout the forest products sector will continue (Carreau, Roberts: Paper & Forest 
Products – Underweight).  

 
Pipeline, Utilities & Power – Petro Panarites 
Valuations continue to appear low by traditional standards such as dividend yields relative to 10-year 
Government of Canada bond yields, but somewhat in tune with current corporate debt markets, where 
credit spreads are their widest in history. Higher valuations would most certainly coincide with easing credit 
conditions, the timing of which, at this stage remains difficult to predict. In the meantime, earnings outlooks 
remain constructive, particularly for pipelines, as commercially secure projects remain on track (Panarites: 
Pipeline, Utilities & Power – Overweight).
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