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EXeCUTIVe SUMMARY

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

Jeff Rubin—Chief Strategist

The TSX set a record level in January, en route to 
an expected 14,250 mark by year-end. Investor 
disappointment at fading near-term prospects for rate 
cuts has been more than offset by growing confidence in 
the North American economy. We remain fundamentally 
bullish on stocks, maintaining a 10-percentage-point 
overweight at the expense of both cash and bonds.

We are realigning our equity portfolio toward a more 
balanced sectoral weighting in keeping with the 
recent breadth of market gains. We are pruning back 
our overweight in energy stocks from 4.5 percentage 
points to 3 percentage points. The weighting cut is in 
view of faltering demand growth for crude oil in OECD 
countries and the prospect of a cap and trade system 

in North America for GHG emissions. The decline in 
crude consumption in the OECD last year seems further 
evidence of policy mandated demand destruction aimed 
at reducing oil consumption in an effort to abate GHG 
emissions. From mandating greater ethanol content in 
gasoline to raising minimum fuel mileage standards, 
governments are waging a war on carbon. We expect 
the rest of North America will likely adopt cap and trade 
systems for GHG emissions along the lines recently 
introduced in California. Utilities and oil sand producers 
would be adversely affected. We have dropped our 
overweight in utilities and reduced our overweight in oil 
sands although the latter are still likely to be aggressively 
pursued by global energy giants. 

The weighting cut in energy, and a half-point cut in 
financials on the basis of a now-delayed timetable for 
rate cuts, opens up room to reduce underweights in 
consumer staples, consumer discretionaries and info-
tech stocks. Weakness in Canadian manufacturing has 
yet to spread sustained contagion effects to consumer 
spending while we’ve raised our estimate for tech 
earnings this year. 

We remain overweight gold stocks and the rest of the 
materials group, with a still-strong global economy 
supporting base metal prices and central bank 
diversification out of greenbacks creating upside for a 
US$700 per ounce gold price by year-end. Within the 
rest of the materials group, we favour the agricultural 
fertilizer group, where valuations have soared as increased 
government support for ethanol production bolsters corn 
acreage and forecasts of future fertilizer demand.

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 5.4 2.4 -3.0 +1.0
Consumer Staples 2.7 0.7 -2.0 +0.5
Energy 27.2 30.2 +3.0 -1.5
Financials 31.9 35.9 +4.0 -0.5
 -Banks 15.9 18.9 +3.0 -0.5
Health Care 0.8 0.8  0.0  0.0
Industrials 5.5 3.5 -2.0  0.0
Info Tech 3.5 1.5 -2.0 +1.5
Materials 16.5 18.5 +2.0  0.0
 -Gold 6.5 7.5 +1.0  0.0
 -Other Metals 5.4 6.4 +1.0  0.0
Telecom 5.0 5.0 0.0  0.0
Utilities 1.4 1.4  0.0 -1.0
Note: Shading indicates recommended overweight.
*change in %-pt underweight/overweight from last month
** Benchmark weights are for TSX Composite
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STRATeGY
Cutting Energy Overweight as the Carbon War Heats Up—Jeff Rubin & Peter Buchanan

Table 1 - Equity Projections

Table 2 - Economic Forecast

The TSX bounced back from earlier weakness in energy stocks to set record levels in January, en route to what 
promises to be a solid advance to the 14,250 mark by year-end (Table 1). Market sentiment towards diminishing 
prospects for near-term central bank easings have effectively been offset by increasing near-term confidence in the 
underlying economy. We remain fundamentally bullish on stocks, holding a 10-percentage point overweight in the 
asset class, with the breadth of market strength looking broader than we had earlier anticipated.

Nevertheless we are making a significant realignment in our equity portfolio this month by reducing our position in 
energy stocks from a 4.5-percentage-point overweight to a 3-percentage-point overweight. The 1.5-percentage-
point weighting cut is in view of both lower-than-expected crude demand growth in OECD countries (Chart 1) 
and the increasing likelihood of some form of cap and 
trade system in North America regulating greenhouse gas 
(GHG) emissions. We are still overweight the sector on 
expectations of a near-term recovery for oil prices and still 
very bullish fundamentals for uranium prices.

On the demand front, we have been surprised by the 
weakness of crude demand in key OECD markets, 
particularly in view of relatively strong economic growth 
last year. Core Europe (Germany, UK, Italy and France) and 
Japan both registered annual declines in oil consumption 
during what were, by their standards, a strong year for 
their economies. Crude consumption fell in Canada and 
Mexico as well as the top-ranked US market. For some 
economies like fuel-efficient Europe, 2006 marked the 
second consecutive year of falling oil consumption. With a 

2005 2006 2007
TSX Composite - level 13,034        (1/31) 11,272 12,908 14,250 

                            -% total return 1.2             YTD 24.1    17.3    12.7    

TSX Operating Earnings - index adj 647     775     884     

                                - yr/yr % chg 13.8           (06:Q4) 31.2    19.7    14.1    

                                 S&P 500 - level 1,438         (1/31) 1,248  1,418  1,500  

Year-end

Latest

06Q4 07Q1 07Q2 2005 2006 2007
Canada Real GDP Growth (AR) 0.9 2.8 2.0 2.9 2.7 2.1

Real Consumption Growth (AR) 1.2 3.0 2.5 3.9 3.7 2.7
CPI - Headline (y/y) 1.3 1.4 1.3 2.2 2.0 1.9
      - Core (y/y) ex taxes 2.2 2.0 1.9 1.6 1.9 1.8
Unemployment Rate (%) 6.2 6.1 6.3 6.8 6.3 6.3

US Real GDP Growth (AR) 3.5 3.0 1.6 3.2 3.4 2.5
Real Consumption Growth (AR) 4.2 2.7 1.7 3.5 3.2 2.9
CPI - Headline (y/y) 1.9 2.5 2.2 3.4 3.2 2.8
      - Core (y/y) 2.6 2.5 2.0 2.2 2.5 2.0
Unemployment Rate (%) 4.5 4.5 4.6 5.1 4.6 4.8

World Real GDP Growth (% ch) -  -  - 4.9 5.0 4.8

Chart 1 - Crude Demand Growth: OECD vs Non-OECD
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raft of stringent new initiatives in Europe designed to cap carbon emissions, we can expect to see further evidence of 
policy mandated demand destruction for oil in the OECD. The net impact of such developments is to effectively offset 
the still-explosive growth in oil demand in China and among OPEC countries themselves, holding global demand 
growth to around 1% last year, roughly half of what we had earlier expected. We have lowered our demand growth 
outlook for 2007 accordingly as well as our average oil price from US$80 per barrel to US$69 per barrel (Table 4). 
While US$69 oil still implies highly favourable cash flow and earnings for oil producers, we expect that future earnings 
will be increasingly discounted by growing uncertainty over emerging greenhouse gas emissions regulation.

Policy changes that could adversely affect energy producers, particularly oil sands operators and coal-fired utilities, 
are on the horizon. All three opposition parties (accounting for a majority of seats in parliament) are calling for tough 
environmental action against greenhouse gas emissions,  including national cap and trade systems.  

That will be of particular concern to Canadian oil sands producers (see upcoming February Monthly Indicators). Owing 
to their greater upstream energy usage, producing and consuming a barrel of synthetic oil derived from Canadian 
oil sands emits 20-30% more carbon than conventional oil. As oil sands production exceeds, and over time dwarfs, 
depleting conventional production, the emission profile of the industry will rise sharply. Some studies have estimated 
that planned expansion of oil sands production will account for almost 50% of total growth in greenhouse gas 
emissions in Canada by the end of the decade. Counting fugitive emissions, the oil and gas sector is already home 
to almost a quarter of the country’s total emissions from escaped gas, a percentage that is bound to grow with the 
planned doubling to tripling in oil sands production (Chart 2).
 
Oil sands producers and coal-fired electric utilities will likely be large purchasers of emissions credits, either at 
government auctions or through a functioning secondary market. What investors don’t yet know is what those credits 
will cost. Depending upon the emission cap chosen, and the rate of decline mandated over time, these restrictions 
could add significantly to the cost of current, and more importantly, planned future production from Canadian oil 
sands.  As a result we are reducing our overweight in oil sands producers and eliminating our previous overweight 
in the utilities sector. The experience of cap and trade systems for SO2 and NOx in the US indicate that the value 
(cost) of emissions credits has soared over the last decade as the emission caps have been lowered (Chart 3). At the 
same time, more stringent regulations aimed at lowering emissions from the energy sector are likely to be bullish for 
zero emission uranium and lower emission natural gas. Demand for natural gas may also be boosted as a result of 
increased ethanol production, since gas is used throughout the production process. 

Chart 2 - Percentage of Canada’s National Emissions
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Chart 3 - Cost of SOx Emission Credits & Total Emissions
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Table 3 — Valuations & Earnings Growth by Sector

Momentum for action within the Canadian political system follows closely on the tracks of political developments 
south of the border. As with so much of North American environmental legislation, the state of California, representing 
the world’s 12th largest energy market, is once again taking the lead. The state’s tough new legislation is targeting 
a reduction to 2000 emission levels by decade-end and an eventual 25% reduction to the Kyoto-benchmark 1990 
level by 2020. At the federal level, a bipartisan bill sponsored by Senators McCain, Lieberman and Obama seeks to 
establish a national cap and trade system for regulating greenhouse gas emission in the US economy, another sign 
that the issue has now crossed party lines. President Bush, in a noteworthy shift, announced plans this month to 
nearly quintuple production of so-called “clean” fuels like ethanol over the next decade while cutting gasoline usage 
20%. California’s recent ban on new long-term contracts for so called “dirty” power is a further plus for nuclear- and 
gas-fired electricity, which creates half the GHG emissions per kilowatt hour as the normal alternative, coal.

And Moving to a More Balanced Portfolio Approach

Moving some funds out of energy has given a rebalancing opportunity to our portfolio. We are reducing our large 
underweight in the consumer sector—particularly in the discretionaries category. In the near-term at least, the hit 
to US housing prices and to Canadian manufacturing has not unleashed sustained contagion effects to consumer 
spending on either side of the border. That may yet change, and we still have a cautionary approach to consumer 
stocks, as reflected in our albeit-reduced underweight.

We are modestly adding to the tech sector although we remain significantly underweight. While we have raised 
our earnings estimate this year, for the sector, we still believe the sector’s multiples remain unattractively high, not 
only relative to other TSX segments but also relative to tech PEs in other markets, like the S&P 500 (Table 3, Chart 
4). Intensified competitive pressures on some leading firms also leads us to question whether the tech sector will be 
able to continue to validate aggressive embedded expectations for future earnings growth.

While we have trimmed our holdings by a half-point, the financial sector remains our biggest overweight, based 
on expectations of lower interest rates over the second half of the year (Table 5). Within the financial sector we 
favour banks. While Canadian banks may now appear expensive relative to US banks, they have not experienced 
the same intense pressure on the deposit side that has restrained earnings growth stateside, where total deposits 
as a percentage of assets has fallen to the lowest level since 1933, forcing many American banks and thrifts to tap 
increasingly costly funding sources. The decline in the deposit share in Canada has been only a third-to-half of the 

4-Qtr Fwd Index
Earnings Level Current Last Decade 2005 2006 2007

Financials 153.6 1958 12.8 10.9 12.8 15.5 12.9
Energy 233.3 3122 13.4 13.0 54.5 12.1 24.2
(Energy-cash flow basis) 418.7 * 3122 7.5 ** 5.4 ** 31.1 15.0 20.0
Utilities 115.3 1746 15.1 13.9 10.4 20.1 8.1
Industrials 80.0 1228 15.3 15.6 19.7 13.9 11.9
Materials 160.5 2484 15.5 27.5 23.3 99.3 11.9
Telecommunications 54.8 876 16.0 34.7 2.4 32.8 9.2
Consumer Staples 100.5 1735 17.3 17.0 2.4 3.1 -4.9
Health Care 28.6 525 18.4 49.7 -6.1 3.3 -6.4
Consumer Discretionary 61.9 1324 21.4 18.6 6.5 14.7 -8.0
Info Tech 7.5 269 35.8 32.3 260.9 -50.2 25.2
TSX Composite 865.3 13034 15.1 17.9 31.2 19.7 14.1

*Forward cash flow **Price to Fwd Cash Flow

Forward PE

Note: Indexes as of Jan 31st; 4-qtr fwd earnings are proj. 06:Q4 thru 07:Q3

TSX Op. Earnings (% ch)
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drop seen in the US (Chart 5, left). In addition, Canadian banks are much less exposed to potential credit defaults 
in the sub-prime mortgage market, where financial markets are increasingly pricing in the risk of rising default rates 
(Chart 5, right).

The prospect of further dividend hikes also makes Canadian banks attractive, particularly in light of today’s historically 
low bond yields. Bank dividends have risen 95% over the last five years, which makes the sector a natural alternative 
to the trust sector, which continues to be hampered in the wake of Ottawa’s recent tax policy moves.

We also remain overweight both gold stocks and base metals stocks. An expected decline in the trade-weighted US 
dollar, as trans-Atlantic monetary policy differences reduce the yield advantage of dollar-denominated assets, should 
help to lift bullion spot prices to our year-end target of $700/oz. Central banks of trade surplus countries like China 
and Japan hold just 1-2% of their reserves in gold, underscoring the potentially large upside for gold prices on any 
move by these nations to diversify away from the US dollar (Chart 6). 

At the same time, recent prospects for base metals prices have been bolstered by better-than-expected economic 
growth in China and Western Europe, prompting us to upgrade our forecast for global GDP growth in 2007 to a very 
robust 4.8% (Table 2). Fertilizer producers are also an attractive component of the materials sector given increasing 
government incentives for corn-based ethanol production (Chart 7). The TSX Agricultural Chemical and Fertilizer 

Index has recently soared on rising 
US corn futures prices. Currently 
corn production accounts for 40% 
of US fertilizer production .

Chart 4 - Canadian Info-Tech Stocks Expensive
Chart 5 - US Deposit Crunch More Severe (L),
                Mortgage Default Risks Rising (R)

STRATeGY
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Table 4 - Commodity Price Forecast

31-Jan 2005 2006 2007 (f)

Oil (WTI) $/bbl 58 57 66 69

Natural Gas (Henry) $/Mn Btu 7.75 8.89 6.73 6.50-7.00

Gold $/troy oz. 651 444 604 700*

Copper $/lb 2.59 1.67 3.06 2.75

Aluminum $/lb 1.28 1.23 1.17 1.20

Nickel $/lb 17.99 6.71 10.98 17.00

Zinc $/lb 1.59 0.63 1.48 1.70

Uranium $/lb 75 28 47 100*

 *12-month target

Average
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Chart 7 - US Ethanol Production Will Boost Fertilizer 
Stocks

Table 5 - Fixed Income & Exchange Rate Projections

Chart 6 - More Headroom for Gold Prices on Central 
Bank Buying

Asset Mix Unchanged

While we have moved some funds around within our equity portfolio, we have not changed our asset mix, which 
remains heavily tilted towards stocks. Our 10-percentage-point overweight in equities is predicated on a 14,250 
year-end target for the TSX, implying a total return, including the dividend yield, of just over 12%. While markedly 
lower than last year’s total return it still represents a significantly higher return than the 8% expected from the bond 
market, even with our call for multiple rate cuts from the Bank of Canada over the balance of the year. 

Rate Cuts Now Pushed Into Second Half

Neither the slump in the US housing market nor in Canadian manufacturing has yet shown any contagion effects 
towards the consumer. While GDP growth has slowed materially in Canada (Table 2), still-bullish employment 
numbers stand in the way of a near-term easing by the Bank of Canada. We’ve now pushed eases into the second 
half, particularly if oil prices rally and start pushing up the value of the Canadian dollar (Table 5). A big drop in long 
bond yields should reward long duration positions in fixed income portfolios but investors are still looking at modest 
mid-single-digit returns from the Canadian bond market in 2007.
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Year-End

2005 2006 2007

B of C Overnight Target (%) 4.25 4.25 4.25 3.75 3.25 4.25 3.50

2-Year GOC 4.11 4.10 3.80 3.50 3.86 4.11 3.30

10 Year GOC 4.18 4.20 3.95 3.65 3.98 4.18 3.45

30-Year GOC 4.22 4.25 4.05 3.75 4.05 4.22 3.50
S&P TSX Cdn Bond Index (% YTD total return) -0.1 0.7 2.6 5.7 6.5 -0.1 8.4

Fed Funds 5.25 5.25 5.25 4.75 4.25 5.25 4.50
10-Year US Note 4.81 4.90 4.75 4.50 4.39 4.81 4.25

US$/C$ 85.0 84.4 85.8 86.2 86.1 85.0 87.0

US$/EUR 1.30 1.30 1.34 1.36 1.18 1.30 1.33
Yen/US$ 121 120 118 112 118 121 110

Sep 
30/07Jan 31/07

Mar 
31/07

Jun 
30/07
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(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.

(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

All Asset Classes TSX Only

*2006 equity only return for strategy portfolio excludes income trusts

HISTORICAL PERFORMANCE: CIBC WM BENCHMARK AND ASSET CLASSES

2006
Index
Close

Jan 31st 
Index
Level

Asset Classes 2007 2006
Stocks (TSX Composite Total Return Index) 31,213 31,574 1.15 17.26
Bonds (S&P TSX Cdn Bond Index) 1,186 1,184 -0.12 4.00
Cash (1-Month Bills) 4.1 4.2 0.36 3.88
Market Benchmark(2) - - 0.62 11.64
  --Strategy Portfolio - - 0.42 11.86
TSX Stocks by Sector (Total Return) (3) 2007 2006
Consumer Discretionary 1,387 1,445 4.19 15.67
Consumer Staples 1,818 1,861 2.36 5.53
Energy 3,432 3,392 -1.16 6.06
Financials 2,292 2,311 0.82 19.21
 -Banks 2,440 2,439 -0.06 19.84
Health Care 542 543 0.27 0.69
Industrials 1,241 1,320 6.40 14.66
Info Tech 268 270 0.86 27.33
Materials 2,598 2,683 3.26 39.81
 -Gold 2,581 2,586 0.16 28.03
 -Other Metals 5,940 6,068 2.16 49.80
Telecom 1,052 1,079 2.58 20.12
Utilities 2,384 2,250 -5.64 7.01

Total Return as
 of Jan 31/07 (%)

Level
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EQUITY ReseARCH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR FEBRUARY 2007

Consumer Discretionary – B. Bek 
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%. We maintain our Market Weight stance on the 
communications & media sector 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).

Consumer Staples – P. Caicco, R. Piticco 
Canada’s first Wal-Mart Supercenters hit the Ancaster, Stouffville and London markets. The entry of the combined discount 
grocery and general merchandise format has been looming for many months, and the stocks of Canadian grocery retailers 
have been pressured by the uncertainty. Investors are anxious to see the new format and assess the impact it will have on the 
established players. 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, questions remain. Specifically, we are most interested to see the scope 
and nature of Wal-Mart’s perishables offering, which we believe will be indicative of the format’s ability to take market share 
from the existing players (Caicco: Merchandising & Consumer Products – Market Weight). 
Companies within our universe are generally pursuing acquisition opportunities and international market expansion as key 
mechanisms for top-line growth. The strong free cash flows and healthy balance sheets mean execution is limited to finding 
suitable value-enhancing targets. With both fuel margins and milk-cheese spreads on the decline, those opportunities are likely 
to increase. To the extent they don’t materialize, we expect capital will be returned to shareholders in the form of increased 
dividends and/or share buy-backs (Piticco: 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 diversified commercial property REITs currently 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 office 
properties currently provide attractive sustainable distribution yields averaging 7.5%. REITs should benefit from generally firm 
occupancies, continuing contractual rent step-ups, lease renewals or rollovers at market rental rates that match or exceed in-
place rents, and accretive property acquisitions (O’Reilly: Real Estate – Market Weight).

Health Care - J. Walewicz
As over 50% of the S&P/TSX Health Care Index is driven by just three stocks, company-specific news will drive sector 
performance more so than broader macro trends. We maintain our Market Weight sector weighting, as we view the risk/reward 
profile 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
Most forecasting services predict flat-to-declining North American light vehicle sales in 2006. WardsAuto.com’s North American 
light vehicle production estimate is for 3.699 million vehicles in Q4/2006 (an 8.7% decline year-over-year), including 2.252 
million units at the Big Three (an 11.5% decline year-over-year). 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, particularly with the import-based OEMs. We are encouraged by the upcoming launches of new platforms, 
including the GM pickups, the GMC Acadia, and the Ford Edge. Recent progress by the Big Three in reducing legacy costs in 
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the US is also encouraging (Willemse: Automotive – Market Weight). 
The fundamentals in the steel sheet market have been of concern over the past few months and will likely remain so for the 
next three to six months due to high inventories, soft demand in automotive and housing markets, and still too many small 
players. However, most other steel sectors (plate, structural beams, tubulars) are experiencing relatively stronger demand, 
suggesting that some over-supply issues in other markets may be easier to manage (Willemse: Steel – 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 benefiting 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 first half of 2007 (Lechem: Technology-Software – Market Weight). 
Now that the US has prohibited online gambling, there is a lot of speculation as to how the industry will evolve from here. In 
the short-term it will be difficult for companies to quickly adapt and lower their fixed cost base in line with the lower revenue. 
For this reason, companies with significant US business will most likely see hard times ahead until they can restructure their 
business in line with these new developments. Outside the issue of US legislation, the online gaming market has continued to 
post strong results even in the seasonally weaker period (Coupland: Technology-Online Gaming – Market Weight).

Materials – J. Bout, H. Carreau, B. Cooper, D. Roberts C. Hale-Sanders
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, the surge in base metals equity prices that started in October last year 
seems to fit well into the long-established seasonal trend for a period of strong performance in the late fall. If the pattern runs 
true to form, the market could be positioning for a pullback in the new year, assuming our outlook for the global economy 
holds true. We would look to take profits ahead of this correction and then re-enter the sector through more selective stock 
exposure (Hale-Sanders: Mining, Metals and Minerals – Market Weight). 
We have a Market Weight rating on the Chemicals and Fertilizers sector, reflecting the diversity of commodities in the sector. 
We believe a slowing US economy will negatively impact the olefin/polyolefin and styrenics industry. We expect agricultural 
demand in 2007 to be stronger, especially for corn as export demand for corn and corn for ethanol is increasing rapidly. We 
expect methanol prices to remain robust due to supply/demand tightness and growth in non-traditional demand (Bout: 
Chemicals & Fertilizers – Market Weight). 
Although most pulp and paper prices are approaching peak levels, the profitability of most paper & forest products companies 
remains weak, largely due to the strong Canadian dollar and generally high prices for fiber, chemicals, and energy. The cyclical 
correction in building materials prices has started to materialize. 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
We believe Canadian utility shares are currently overvalued while pipeline shares are fairly valued. Canadian pipeline and utility 
stocks began a strong upswing around mid-year 2006, with a more dramatic climb coming in late October. We believe share 
price escalation in recent months and over longer periods has exceeded company earnings and dividend growth rates. While 
stocks have moved up more than 60% over a two-year period, annual earnings are only growing at 5%–7% at best. On a 
P/E basis, multiples have now reached over 20x forward earnings while historical multiples have tended to peak around 17x. 
This run-up in pipeline and utility stocks also comes at a time when returns on capital have been declining (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

Source: CIBC World Markets Quantitative Strategy

Exhibit 2. Market Volatility

The equity market was up again in January 2007, outperforming both bonds and cash. The industrials and consumer 
discretionary sectors went up more than 4% in the month, while the utilities, energy, and health care sectors were down. 
Energy and commodity prices were down. Both long-term and short-term interest rates rose slightly.

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 = 80%), which in turn outperforms cash (probability 
= 61%). 

We recommend overweighting stocks and underweighting cash. The market volatility stayed low in January (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 value and momentum factors, and reduces weight 
on growth and quality factors for February 2007.

Our QED model suggests overweighting the telecom services, consumer staples, and materials sectors. We also recommend 
underweighting the energy and utilities sectors. For quant stock-specific analysis, please refer to our QED Model Monthly Forecast, 
February 1, 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.

Momentum drives the telecom services sector. The growth in the sector is also very strong and valuation seems to be reasonable. 
The consumer staples sector shows strong signs of recovery. Between the energy and materials sectors, we still prefer the materials 
sector for its positive momentum, revision trend, reasonable valuation, and strong growth. 

We recommend underweighting the energy sector, due to negative momentum and revision trend. The sector momentum for 
the utilities sector is negative and revision trend is also negative.

Our QED model performed well last month. In our non-sector-neutral model, the top-ranked stocks (decile 10) outperformed 
the bottom-ranked stocks (decile one) by 2.4% (see Exhibit 5). In our sector-neutral model, the top-ranked stocks (quintile 
five) underperformed the bottom-ranked stocks (quintile one) by 0.3%. Our QED model added value in six of the 10 sectors in 
January 2007.

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

Yield spread 2 NA 2
Equity Yield Gap NA 1 NA
U.S. Equity Yield Ratio 5 NA NA
TSX Dividend Yield 1 1 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 4 4 4
CRB Commodity Index NA 2 NA
Canadian Dollar 2 NA 2
Put-Call Ratio 4 4 2
Leading Economic Indicator NA 3 NA
M3 Money Supply NA 2 4
ISM Index 4 NA NA

Probability of Outperformance 80% 74% 61%

* 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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QUANTITATIVe STRATeGY

Exhibit 3. 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 first estimated on 
27 alpha factors from six categories 
(value, growth, momentum, analyst 
revisions, quality, and market). We 
strive to find factors that are not 
highly correlated, have high “T” 
statistics, are jointly statistically 
significant, 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.

Source: CIBC World Markets Quantitative Analysis

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

Energy 40 289,795.40 23.1 2.6 0.42
Materials 57 221,102.40 17.6 7.6 1.22
Industrials 16 71,730.90 5.7 6.9 1.12
Consumer Discretionary 20 59,209.10 4.7 7.2 1.16
Consumer Staples 13 36,964.00 2.9 8.4 1.36
Health Care 8 10,381.80 0.8 6.9 1.11
Financials 25 421,693.90 33.4 7.1 1.14
Information Technology 9 49,389.90 3.9 7.4 1.20
Telecommunication Services 4 66,554.90 5.3 10.0 1.61
Utilities 5 14,669.50 1.2 4.4 0.72
Total TSX Composite 197 1,241,491.60 98.6 6.2 1.00

TSX 60 56 980,057.30 77.9 6.1 0.98
TSX MidCap 48 137,793.60 10.9 5.7 0.91
TSX SmallCap 93 123,640.70 9.8 6.0 0.96
Non-TSX Composite 235 70,946.20 NA 4.9 0.80
Total Universe 432 1,312,437.80 NA 6.2 1.00

* 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 5. QED Model Performance

Exhibit 4. Sector QED Alpha Decomposition

Last Last Last Last Last
QED Model Performance (%)1 Month 3-Month 6-Month 12-Month 5-Year5

Energy 2.5 21.3 13.9 25.6 60.5
Materials (5.2) (4.3) 0.5 15.6 42.8
Industrials 8.1 29.3 38.3 79.5 63.3
Consumer Discretionary 4.6 13.5 27.3 43.2 50.4
Consumer Staples 5.5 20.9 12.7 29.8 25.9
Health Care (11.1) (4.4) (24.6) (23.6) 4.7
Financials (5.6) (14.1) (11.8) (23.3) (2.6)
Information Technology 6.7 21.8 36.8 38.3 32.1
Telecommunication Services 2.1 (4.9) (3.5) 65.7 61.8
Utilities (14.6) (6.2) 0.4 (6.1) 7.9

CIBCWM Quant Universe2

Non Sector Neutral Portfolio (Decile 10 - Decile 1)3 2.4 10.9 18.8 32.0 59.6
Sector Neutral Portfolio (Quintile 5 - Quintile 1)4 (0.3) 7.9 10.1 22.7 37.3

Note:

5. Annualized return
Source: CIBC World Markets Quantitative Strategy

1. Sector performance is calculated using our QED model ranking of the stocks in the sector. Stocks in the sector are ranked by their 
QED score at the end of each month and divided into five quintiles. Stocks in each quintile are equally weighted. The performance is 
calculated as the return differential between the top ranked quintile and the bottom ranked quintile.
2. CIBCWM Quant universe includes more than 400 Canadian stocks listed on the TSX.
3.  The performance is calculated as return differential between the top-ranked decile and the bottom-ranked decile, without controlling 
for sector balance.
4. The performance is calculated as the return differential between the top-ranked quintile and the bottom-ranked quintile, controlling for 
sector balance.
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