
Executive Summary
by Jeff Rubin

CANADIAN PORTFOLIO 
STRATEGY OUTLOOK

Strategy

Jeffrey Rubin
Economics & Strategy

(416) 594-7357
jeff.rubin@cibc.ca

Peter Buchanan
Economics & Strategy

(416) 594-7354
peter.buchanan@cibc.ca

Avery Shenfeld
Economics & Strategy

(416) 594-7356
avery.shenfeld@cibc.ca

Quentin Broad
Canadian Equity Research

(416) 594-7294
quentin.broad@cibc.ca

Yin Luo
Quantitative Strategy

(416) 956-3291
yin.luo@cibc.ca

CIBC World Markets Inc. � PO Box 500, 161 Bay Street, BCE Place, Toronto, Canada  M5J 2S8 � Bloomberg @ WGEC1 � (416) 594-7000
C I B C  W o r l d  M a r k e t s  C o r p  � 3 0 0  M a d i s o n  A v e n u e ,  N e w  Yo r k ,  N Y  1 0 0 1 7  �  ( 2 1 2 )  8 5 6 - 4 0 0 0 ,  ( 8 0 0 )  9 9 9 - 6 7 2 6

http://research.cibcwm.com/res/Eco/EcoResearch.html

Strategy's Recommended Asset Mix 
& TSX GICS Sector Weights 

vs. Current Benchmark

A visibly stumbling US economy warrants 
reduced exposure to �nancial and industrial 
stocks as well as in the auto parts segment 
of consumer discretionaries. All three 
sectors will be adversely impacted one 
way or another from US economic 
weakness. Mark-to-market prices in assets 
related to still-rising default rates on US 
subprime mortgages remain problematic 
for Canadian bank valuations. At the 
same time, export-oriented Canadian 
manufacturing stocks remain exposed, not 
only to a parity exchange rate, but to a 
weak �rst-half US economy.

Despite these areas of near-term concern, 
we remain fundamentally bullish on the 
resource- and energy-laden TSX, opening 
the year with a 65% weighting in stocks, 
9%-points above benchmark. The advent 
of US$100 per barrel oil justi�es our large 
overweight in energy stocks, which in the 
current price environment will soon be 
attracting considerable M&A activity. 

Recent merger and acquisition premiums 
in the global energy market have been 
running at 30-40%, and we see no reason 
why acquisitions of Canadian energy assets, 
particularly oil sands properties, won�t go 
for as much or more. Overweights in the 
base metals and gold sectors re�ect our 
optimism on world economic growth, 
driven by strong overseas economies, and 
our concerns over US stag�ation. 

Tactically, we are shifting 1%-points of 
weighting from cash to bonds this month. 
We�ve added another Federal Reserve 

Board rate cut to 3.75% following the recent 
dismal payrolls number and expect at least one 
more cut from the Bank of Canada as well. 
In line with our shift to bonds, we are raising 
our exposure in utility stocks by a percentage 
point (taken from consumer discretionaries), as 
their high dividend yields are likely to appear 
increasingly attractive to investors as a safe-
haven alternative relative to other high-paying 
dividend sectors.
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ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 56 65 +9.0  0.0
Bonds 38 33 -5.0 +1.0
Cash 6 2 -4.0 -1.0
GICS SECTORS  (%)**
Cons. Discretionary 5.0 2.5 -2.5 -1.0
Cons. Staples 2.5 3.0 +0.5  0.0
Energy 27.9 31.9 +4.0  0.0
Financials 29.6 28.6 -1.0  0.0
 -Banks 15.9 14.9 -1.0  0.0
 -Insur., REITs, oth. 13.7 13.7  0.0  0.0
Health Care 0.5 0.5  0.0  0.0
Industrials 5.4 3.4 -2.0  0.0
Info Tech 5.2 4.2 -1.0  0.0
Materials 16.8 18.8 +2.0  0.0
 -Gold 6.9 7.9 +1.0  0.0
 -Other Metals 4.9 5.9 +1.0  0.0
Telecom 5.5 4.5 -1.0  0.0
Utilities 1.6 2.6 +1.0 +1.0

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

** Benchmark weights are for TSX Composite.
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STRATEGY
Limit US Exposure, Favour Canadian and Global Plays
by Avery Shenfeld, Peter Buchanan and Meny Grauman

With the US economy clearly struggling, it�s tempting for investors in America�s largest trading partner to duck 
for cover. Certainly, the news �ow from south of the border, and in the affected Canadian sectors, isn�t going 
to turn around just yet. Not with the troubled mortgage market facing the downdraft from further house price 
declines, which historically has had much to do with 
foreclosures (Chart 1). Developments on that front, and 
its spillover to American import demand, are already 
weighing on Canadian �nancial and industrial equities, 
and as a result, we earlier moved to lighten up both our 
equity overweight and our exposure to these affected 
sectors.

Staying with a defensive theme for now makes sense. 
Even if, as we expect, the US avoids recession, it will be 
a few months before that outcome is apparent. Similarly, 
the fears about mortgage-related securities could 
already be overdone, but with buyers scarce, mark-to-
market prices and their implications for �nancial sector 
writedowns aren�t likely to improve until more evidence 
is in on the ultimate foreclosure rates.

Equity Valuations Aren�t Stretched 

Defending against losses in those equities that are vulnerable in the short term needn�t imply a wholesale rush 
out of Canadian stocks. Valuations show room for upside, earnings momentum remains impressive, and there 
are sectors that are well sheltered from American housing-centred troubles. Our TSX composite target implies 
a generous double-digit total return for 2008 (Table 1), suggesting it�s well worth holding on to an overweight 
position through the current turbulence.

Last year�s decent performance, with TSX churning out a healthy 9.8% total return after a lackluster �nish, hasn�t 
left an overvaluation in its wake. This decade�s rally has none of the excesses that characterized the doomed tech 
bull market of the late 1990s. Dividend yields, for example, have held steady at roughly 2‰% (Chart 2, right), 
as growing earnings enabled payouts to climb on pace with stock prices. While that doesn�t sound particularly 
lofty, the gap to cash and bond yields has been narrowing, and will be further trimmed by a quarter-point Bank 
of Canada cut which seems likely for January. 

Moreover, dividend yields on the TSX are about a half-point higher than on the S&P 500 (Chart 2, left). Earnings 
gains should leave room for solid dividend growth in 2008. Some of the most generous dividend plays lie in banks, 
a sector we remain underweight given concerns, likely already overdone, about credit exposures. But the highest 
dividend yield, currently at roughly 4%, well above bond yields on a tax-adjusted basis, is in utilities, a sector that 
also has attraction as a defensive play. We�re adding a 1%-point overweight to that sector as a result, and also 
suggest investors look for individual dividend plays in other sectors.

Table 1 - Equity Projections

Source: Fed Reserve Bank of Boston. Massachussetts data.

Chart 1 -  US Housing Prices Drive Foreclosures
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As is the case for dividends, earnings momentum remains 
impressive, with last year�s 12% climb in operating 
bottom lines more than keeping pace with stock prices. 
A heady 13% pro�t gain in 2008 will be supported by 
rising oil, natural gas and gold prices, renewed strength 
in base metals, and healthy Canadian retail sales. On 
that basis, the Composite currently sits at a reasonable 
14.5-times forward earnings (Table 2), a multiple that 
is also of increasing attraction in a period of declining 
interest rates. Even in technology, where some stocks 
have had a big run, earnings multiples have yet to attain 
the last decade�s average, while the low multiple applied 
to energy stocks on a cash-�ow basis suggests that the 
market remains unduly sceptical about the durability of 
today�s high oil prices.

Avoiding America�s Troubles 

True, a meaningful US recession would make it a tough road to achieve those earnings targets. But thus far, the 
major temperature readings stateside are more consistent with a sharp slowdown in growth than with outright 
economic declines. Employment is still advancing, the factory ISM is about four points above typical recession 
readings, and consumer spending showed huge gains in November. As a result, we expect two quarters of very 
tepid but still-positive US growth, followed by a pick-up later in 2008 (Table 3).

STRATEGY
Chart 2 -  TSX and Utilities Have Attractive Dividends
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Table 2 � Valuations & Earnings Growth by Sector

Table 3 - Economic Forecast

4-Qtr Fwd Index
Earnings Level Current Last Decade 2005 2006 2007(f) 2008 (f)

Financials 167.0 1858 11.1 10.9 12.8 17.3 14.4 9.4
Consumer Staples 116.4 1581 13.6 17.0 1.4 -2.5 -2.0 2.9
Telecommunications 69.0 993 14.4 34.7 5.0 29.8 20.7 8.0
Energy 219.5 3322 15.1 13.0 54.5 10.8 9.9 16.8
(Energy-cash flow basis) 376.4 * 3322 8.8 ** 5.4 ** 31.1 7.5 14.2 15.2
Industrials 85.0 1254 14.7 15.6 18.7 12.2 2.5 9.0
Consumer Discretionary 86.9 1295 14.9 18.6 5.7 7.6 15.7 8.7
Utilities 119.9 1986 16.6 13.9 10.4 15.2 29.3 3.5
Health Care 24.1 385 15.9 49.7 1.4 10.4 -35.4 -9.8
Materials 136.3 3107 22.8 27.5 32.5 89.8 3.1 9.4
Info Tech 15.0 395 26.3 32.3 260.9 -47.6 25.2 26.2
TSX Composite 954.6 13833 14.5 17.9 31.2 17.4 12.0 13.0

*Forward cash flow **Price to Fwd Cash Flow

Forward PE

Note: Indexes as of Dec 31st; 4-qtr fwd earnings are proj. 07:Q4 thru 08:Q3

TSX Op. Earnings (% ch)

07Q3 07Q4 08Q1 08Q2 2007 2008
Canada Real GDP Growth (AR) 2.9 2.0 1.8 2.9 2.6 2.6

Real Consumption Growth (AR) 3.0 2.7 2.9 2.9 4.1 3.1
CPI - Headline (y/y) 2.1 2.4 1.7 1.6 2.1 2.0
      - Core (y/y) ex taxes 2.2 1.9 1.6 1.5 2.2 1.5
Unemployment Rate (%) 6.0 5.9 6.1 6.1 6.0 6.1

US Real GDP Growth (AR) 4.9 1.2 0.2 2.0 2.2 2.0
Real Consumption Growth (AR) 2.7 2.2 0.3 1.9 2.9 1.7
CPI - Headline (y/y) 2.4 4.0 3.9 3.0 2.9 3.7
      - Core (y/y) 2.2 2.3 2.4 2.4 2.3 2.5
Unemployment Rate (%) 4.7 4.8 5.1 5.2 4.6 5.2

World Real GDP Growth (% chg) - - - - 5.2 4.8
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STRATEGY
And on a number of fronts, the battle is already being waged to ensure that the economy picks up again later this 
year. The lagged impacts of Fed rate cuts to date are still to come, and in response to the remaining uncertainties, 
the central bank will ease another half-point, ignoring its discomfort over CPI readings. Meanwhile, the Bush 
administration�s efforts to freeze mortgage rates for some ARM borrowers, coupled with new measures that will 
accelerate re-�nancings into government guaranteed FHA loans, will rescue a substantial share of those not yet 
in arrears. 

Still, for the time being, reducing exposure to the US economy�s trouble spots will have its merits, with the news 
�ow on our southern neighbour remaining weak through the �rst quarter of the year. 

There are major elements of the Canadian equity market that take their cue not from the US economy, but 
from either the wider global stage or the smaller Canadian forum. China is still red hot, as is India. Hard data on 
the eurozone (as opposed to sentiment surveys susceptible to the deluge of the bad news on the US) indicate 
reasonably sturdy growth, and Japan shows signs of renewed vigour after a rebound from a soft Q2. The global 
growth story lies behind soaring crude oil and food prices and still-heady days for some metals prices, and a 
huge run-up in shipping rates (even after a small late-year pullback as new vessels came on line) (Chart 3). We�re 
retaining our existing overweight positions in energy and base metals as a play on continued global demand and 
its implications for 2008 commodity prices (Table 4).

Our overweight in gold stocks is another way to capitalize on the current bout of US stag�ation. Weak US growth 
with lingering in�ation concerns is a perfect storm to drive bullion as it did in 1980 (Chart 4). Softer growth lowers 
US interest rates, which represent the opportunity cost of holding bullion. With the US likely to underperform 
developing Asia, the eurozone, Canada and Australia, interest rate differentials will continue to weigh on the 
trade-weighted US dollar, making gold attractive as an alternative for central banks and other players. And with 
the US printing CPI numbers north of 4%, a picture likely to look similar a year from now, gold�s reputation as 
an in�ation hedge is also of value. 

Of late, gold equities have underperformed bullion, in part due to rising production costs that are eating into 
margins, and the fact that gold�s run hasn�t been quite as impressive in C$ terms. With the loonie likely to rise 
much less spectacularly this year, more of the upcoming price gains will translate to the bottom line.

Within North America, Canada�s economy looks well positioned to outperform that of the US in the next 
couple of quarters, given the absence of a housing crash here, coupled with strong support for consumers from 
generous wage increases and tax reductions. Although both economies are seeing retreats in non-resource 
manufacturing, given the NAFTA integration of the two factory sectors, their consumer sectors could march to 
different drummers.

Chart 3 -  Buoyant Resources, Shipping Rates 
Indicate Strong Global Growth

Chart 4 - Stag�ation Boosts Gold
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STRATEGY
Healthy domestic spending in Canada suggests an overweight in consumer staples, a sector that has a major 
weighting in retailing, where the strongest names continue to do well, and where some of the weaker players 
have already been heavily discounted. In contrast, our concerns over potential weakness in early-2008 consumer 
spending stateside suggest a new underweight in consumer discretionary stocks. While that category includes 
Canadian-centred players in retailing and cable, it also bears a signi�cant weighting in the US-driven auto-parts 
sector.  

Stocks tied to infrastructure spending, which cut 
across a number of GICS sectors (some of which, like 
industrials, also have unfavourable US exposures), 
also are levered to positive developments both in 
Canada and overseas. Fiscal elbow room has opened 
up for Canadian governments to address overdue 
infrastructure repairs and enhancements, and as 
a group, stocks levered to such activity have been 
outperforming in the TSX Composite (Chart 5). 
Global infrastructure spending, particularly in fast 
growing developing economies, also provides export 
opportunities, and even in the US, non-residential 
public construction spending has been solid, up 16%  
year-on-year in November.

Biding Time with Financials Underweight

We�re retaining our existing underweight in �nancials, another sector that is suffering from its exposure to US-
related troubles. That decision rests not on longer-term fundamentals, which remain very positive, but on the 
likelihood of continued negative news �ow and therefore investor sentiment. With US house price declines 
accelerating (Chart 6) and the various efforts to reduce mortgage foreclosures still in their infancy, it�s too soon 
to expect a turnaround in mark-to-market prices on assets tied to American subprime mortgages. Markets will 
also be concerned over the costs associated with replenishing bank capital, with Canadian institutions not yet 
turning to new equity issues as we�ve seen stateside. While 3-month BA rates are responding to central bank 
efforts globally to increase liquidity, the spread between prime and BAs remains narrower than usual (Chart 7), 
putting pressure on margins.

But at some point, �nancials are going to be a very attractive overweight, as the gloom gets overdone. Credit 
default swaps show that investors are assuming foreclosure rates of up to 50%, a result that appears unlikely 
given efforts to freeze rates on those facing major bumps on ARM loans, and the signi�cant acceleration already 
being seen in the use of FHA mortgages. Canadian banks should continue to bene�t from low credit losses on 

Table 4 � Commodity Price Forecast

31-Dec 2005 2006 2007 (f) 2008 (f)

Oil (WTI) $/bbl 96 57 66 72 95

Natural Gas (Henry) $/Mn Btu 6.97 8.89 6.73 6.80 9.00

Gold $/troy oz. 834 444 604 695 900*

Copper $/lb 3.02 1.67 3.06 3.25 3.20

Aluminum $/lb 1.07 1.23 1.17 1.20 0.90

Nickel $/lb 11.82 6.71 10.98 16.86 11.00

Zinc $/lb 1.07 0.63 1.48 1.48 1.15

Uranium (contract price) $/lb 95 31 50 91 120*

 *Year-end

Average

Chart 5 -  Canadian Infrastructure Stocks Outperform
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STRATEGY

domestic retail lending, and central bank rate cuts and other measures should ultimately ease funding pressures. 
We�ll likely have to see more data on US foreclosures before market sentiment starts to turn.

Bonds Supported by Rate Cuts

Gloomy sentiment stateside, however overdone, also plays to shifting further assets into bonds from cash. The 
Bank of Canada has every reason to deliver a January rate cut, given tame core in�ation readings of late and its 
evident concerns over �nancial market fragilities. Stateside, we�ve added an additional quarter-point cut to our 
earlier forecast, with the funds rate set to reach 3.75%. At this point, markets are pricing in much more to follow, 
a view we doubt given ongoing in�ation and our judgment that recession will be avoided. But it will be some 
months before our more cautious take on the room for easing becomes market gospel, allowing bond yields to 
continue to creep lower in the meantime.

Table 5 - Fixed Income & Exchange Rate Projections

Chart 6 -  US Housing Troubles Hit Canadian Banks
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Chart 7 -  Prime-BA Spread Squeezes Bank Margins
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STRATEGY

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 Equity 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.

STRATEGY PORTFOLIO EXCESS RETURNS SINCE 2003
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Asset Classes 2006 2007 Last 3 Mos.
Stocks (TSX Composite Total Return Index) 17.26 9.83 -1.25
Bonds (S&P TSX Cdn Bond Index) 4.00 3.84 2.75
Cash (1-Month Bills) 3.88 4.07 0.97
Market Benchmark(2) 11.64 7.22 0.41
  -Strategy Portfolio 11.86 7.20 -0.04
TSX Stocks by Sector (Total Return) (3) 2006 2007 Last 3 Mos.
Consumer Discretionary 15.67 4.22 -4.30
Consumer Staples 5.53 -5.34 -7.32
Energy 6.06 8.23 1.57
Financials 19.21 -1.63 -5.72
 -Banks 19.84 -6.84 -9.55
 -Insurance, REITS, others 17.50 5.20 -0.45
Health Care 0.69 -24.25 -9.71
Industrials 14.66 10.51 -7.60
Info Tech 27.33 48.22 11.75
Materials 39.81 30.26 3.42
 -Gold 28.03 5.73 6.79
 -Other Metals 49.80 16.76 -4.76
Telecom 20.12 19.87 -3.46
Utilities 7.01 11.89 4.55
*as of Dec.31/07
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR JANUARY 2008

Consumer Discretionary � B. Bek
Our thesis for Canadian media for the past four years has focused on the eventuality of consolidation. The thesis was 
reaf�rmed this past year by the rash of deals completed. As the industry digests this latest round of deals, we expect a 
temporary pause in sector M&A activity, with attention now shifting to key upcoming regulatory decisions that could 
affect the economics of future M&A activity and Canadian broadcasting in general (Bek: Communications & Media 
� Market Weight).

Consumer Staples � P. Caicco, K. Wong, R. Piticco
We would continue to avoid the Canadian grocery stocks. Pricing is collapsing once more in Ontario. Supercenter and 
Superstore are hungry for volume and price declines are in motion. This will deepen sales erosion at other stores, and 
reduce the margin performance everywhere. Rising food in�ation could also be a tough issue to deal with in a market 
where competitive pressure is mounting (Caicco: Merchandising & Consumer Products � Market Weight).

Energy � R. Plexman, M.Bridges, B.Borggard, W.Lee & J. Fetterly
While oil prices increased sharply in Q4/2007, we think that the large-cap oil & gas stocks are generally incorporating a 
US$60.00/Bbl�US$65.00/Bbl oil price, creating attractive investment opportunities, in our view. While global economic 
growth may be slowing, the bulk of global oil demand growth is from emerging markets where economics remain healthy 
(Plexman: Oil & Gas � Overweight). 
Although we believe the brunt of the current downturn is now behind the industry, we remain cautious on the sector in 
the near term. There are very few near-term catalysts that will improve investor thinking and operational performance, 
especially given our belief that near-term natural gas prices could weaken further (Fetterley: Energy Equipment Services 
� Market Weight). 
Our long-term outlook for the junior/intermediate E&P sector remains cautiously optimistic. The market is currently 
discounting a distressed scenario in the sector, which has resulted from a �perfect storm� of negative factors, including the 
continued softness in AECO natural gas prices, the impact of the Alberta government�s changes to its royalty structure, a 
rising Canadian dollar and weakening �nancial �exibility (Bridges, Borggard and Lee: Oil & Gas Junior E&P � Market 
Weight)

Financials � D. Mihelic, R. O�Reilly, S. Boland
The recent turmoil in �nancial markets has created downside risk to bank earnings, while the banks� extremely strong 
F2007 results create dif�cult comps in F2008. We expect EPS growth to slow down signi�cantly and recommend Market 
Weight (Mihelic: Banks � Market Weight). We believe that valuations are supported by strong long-term fundamentals, 
although AUM growth in the short run will depend on market conditions. We expect another solid RSP season this year 
with the bulk of fund �ows going into wrap products (Boland: Asset Managers � Market Weight). 
We expect industry conditions to remain soft into 2008. Excess capital remains at the industry level, with ROE trending 
downwards  (Boland: P&C Insurers � Market Weight). 
We expect REITs investing in shopping centres and selected undervalued commercial and residential REITs to outperform 
(O�Reilly: Real Estate � Overweight).

Health Care � J. Walewicz
With close to 70% of the S&P/TSX Health Care Index driven by just three stocks, company-speci�c news should drive 
sector performance more than broader macro trends. We maintain our Market Weight sector weighting, as we view the 
risk/reward pro�le for the dominant Canadian health care stocks as balanced. 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
Investors will pay close attention to vehicle sales over the next few months as mortgage resets come due in the US 
in the subprime mortgage market. In the near term Canadian auto suppliers should see no material impact from the 
appreciation of the Canadian dollar  (Willemse: Automotive � Market Weight). Our Market Weight rating re�ects 
the balanced fundamentals in the steel sector, which have improved signi�cantly since the end of 2006. Steel prices have 
declined moderately over the past few months, but are poised to increase over the coming months due to service centre 
restocking and limited import activity. Most steel sectors continue to experience strong demand, although soft demand 
in automotive and housing markets and still too many small steel players pose a risk to the industry pricing environment 
(Willemse: Steel � Market Weight). 
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR JANUARY 2008

Our Market Weight rating on the capital equipment sector re�ects the complexity of the underlying drivers of this group. 
We believe there is likely to be ongoing softness in US commercial and residential construction while robust economic 
growth in Asia should continue to drive demand for commodities. The capital equipment sector is typically a late-cycle 
performer (Bout: Capital Equipment � Market Weight). 
Our Market Weight rating on the Canadian rails re�ects the mixed outlook for the global economy (more buoyant for 
international markets and muted for North America). As the transporter of all things commercial, residential and industrial, 
historically, the Canadian rails� performance has mirrored economic conditions. However, given the sector-speci�c issues 
facing the trucking industry (highway congestion, higher fuel costs for trucks versus rails, and increased regulation for 
trucks), we expect the Canadian rails to capture a disproportionate amount of the freight volume growth (at the expense 
of trucks) and, with an improved level of service, generate revenue growth higher than GDP (Bout: Railroads � Market 
Weight).

Information Technology � P. Lechem, T. Coupland
Consolidation remains one of the foremost themes of the sector, with a high level of activity both from strategic buyers 
(looking for incremental technology, customers, geographic reach or market share) and from private equity (eyeing 
the highly pro�table and stable annual maintenance revenue streams) (Lechem: Technology-Software � Market 
Weight). 
The common themes among Business and Professional Services are: (1) transaction-based / contract-based revenues (often 
long-term, or repeatable); (2) pro�tability depends largely on project management to deliver high utilization rates; (3) the 
core business model is leveragable across clients and geographies; and, (4) customers are increasingly looking for a range 
of solutions from their service providers. These trends are driving both company diversi�cation and industry consolidation. 
(Lechem: Business and Professional Services � 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 Hardware � Market Weight).

Materials � J. Bout, H. Carreau, B. Cooper, D. Roberts, C. Hale-Sanders, B. Humphrey
Bullion is expected to continue its climb with the added catalyst of credit tightness. Given a vulnerable dollar, in�ationary 
fears and a continuing strong materials market, our 2008 gold price forecast is US$800/oz. and our 2009 gold price 
forecast is US$850/oz. Longer-term fundamentals remain in place for gold to move upward driven by a scarcity of deposits 
and strong physical and investment demand (Cooper, Humphrey: Mining, Precious Metals � Overweight). 
Longer-term metals market fundamentals remain sound, with tight metals markets, but near-term prices will be volatile 
(Hale-Sanders: Mining, Metals and Minerals � Market Weight). 
Our Market Weight rating on this sector re�ects the diversity of commodities in it. We believe that a slowing US economy 
will negatively impact styrenics and ole�n/polyole�n demand. In fertilizers, pricing momentum for all three main nutrients 
(nitrogen, phosphate and potash) is being driven primarily by biofuel demand. Methanol prices have surged upward due 
to supply issues and average contract prices are over US$600/t (Bout: Chemicals & Fertilizers � Market Weight). 
Most companies in the Canadian paper & forest products industry are implementing plans for �cash preservation.� A key 
variable for investors is how much of a company�s asset base will remain intact over the next 12 to 18 months. Given the 
strong Canadian dollar, we expect ongoing rationalization throughout the Canadian forest products sector (Carreau, 
Roberts: Paper & Forest Products � Underweight).   

Utilities � M. Akman, A. Pavao
Pipeline and utility stocks have mostly rebounded from the broader market sell-off last August. While market turbulence 
may continue in the near future and in�uence the movement of stocks in our universe, the fundamental growth drivers 
for Canadian pipelines & utilities remain strong, we believe (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

December 2007 was another typical month that stocks outperformed bonds, which in turn outperformed cash. The 
commodities sectors (energy and materials) drove the equity market higher. The defensive sectors, e.g., telecom services, 
utilities and consumer staples sectors, also performed well. Health care, �nancials and information technology sectors fell. 
The crude oil, gold and other commodities rose sharply. 

Our QTAA strategy uses a statistical technique called logit model to make asset allocation decisions (model methodology 
is described in the report, Quantitative Tactical Asset Allocation Strategy: An Introduction, November 6, 2003). Our QTAA 
model (see Exhibit 1) is suggesting stocks as the best asset class for January 2008, outperforming both bonds (probability = 
56%) and cash (probability = 80%).

We recommend overweighting stocks and underweighting cash. After cooling down slightly early in the fall, the market 
volatility rose sharply again in November. We expect the high volatility will continue until mid-December (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 momentum and growth factors and reduces 
weight on quality factors for January 2008.

Our QED model suggests overweighting the information technology, industrials and materials sectors. We also recommend 
underweighting the �nancials, health care and consumer discretionary sectors. For stock-speci�c analysis, please refer to our 
QED Model Monthly Forecast, January 2, 2008 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 suggested overweight on the information technology sector is driven mainly by positive stock and sector momentum, 
strong growth pro�le, and reasonable valuation. We also recommend overweighting the industrials sector, due to strong 
stock momentum, growth, and valuation. The materials sector is also at overweight, because we believe the stock/sector 
momentum and growth for the sector will be rewarded. 

We recommend underweighting the �nancials sector, mostly due to the negative sector alpha and stock momentum. The 
underweight stance on the health care sector is based on the negative stock momentum and revision trend. We also suggest 
underweighting the consumer discretionary sector.

Within the income trust universe, we still prefer business trusts and power & pipeline trusts, and suggest underweighting oil 
& gas trusts. Analyst revision and growth factors are the driving forces behind our current recommendation (see Exhibit 5). 
For individual income trust ranking, please refer to our QED-TRUST Model Monthly Forecast, January 2, 2008.

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 4 NA NA
Oil Price 2 2 2
CRB Commodity Index NA 5 NA
Canadian Dollar 3 NA 3
Put-Call Ratio 2 2 4
Leading Economic Indicator NA 1 NA
M3 Money Supply NA 1 1
ISM Index 3 NA NA
Probability of Outperformance 80% 56% 53%
* 5 indicates the strongest positive contribution to outperformance, while 1 
  means the strongest contribution to underperformance.
Source: CIBC World Markets Quantitative Strategy

0

10

20

30

40

50

1/3/05 7/1/05 1/2/06 7/3/06 1/1/07 7/2/07 1/1/08

TSX 60 Est. Realized Vol (%) TSX 60 GARCH Forecasted Vol (%)
Options Implied Vol (%)

Exhibit 2. Market Volatility




