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Strategy's Recommended Asset Mix 
& TSX GICS Sector Weights 

vs. Current Benchmark

The bad news is that we are in a recession, 
and a fairly deep one at that. The good 
news is that the stock market has already 
discounted a depression. That’s why no 
matter how severe the recent non-farm 
payroll losses are or how dismal the 
manufacturing ISM numbers turn in, the 
stock market soon shrugs it off. Today’s 
faltering economic performance was 
discounted thousands of points ago in the 
sell-off that wiped out almost 50% of the 
TSX’s market capitalization since the June 
2008 peak.

While history tells us it will be years 
(probably at least three) before investors 
can hope to see the market at those peak 
valuations again, even small steps towards 
that goal can bring reasonable returns. 
And with the market having set the bar so 
low insofar as the economy is concerned, 
the slightest pulse in second-half growth 
should send the TSX climbing to 11,000 
by year-end. 

Until then, equity investors can only take 
solace from the massive fiscal stimulus that 
is being brewed in Washington, and likely 
Ottawa as well. Stocks can only cheer as 
businesses and households will be force-
fed stimulus money from governments 
that will no longer care about deficits. 
But bondholders chasing delusions of the 
Japanese government bond market in the 
1990s had better wake up and smell the 
coffee. It will soon leave a bitter taste in 
their portfolios. 

If $40-50 per barrel is the price of oil in a 
deep global recession, it shouldn’t be too 

hard to figure out why our portfolio is four 
points overweight energy stocks. World 
demand may be falling now, but it will 
be world supply that will be falling later. 
Recession prices have already cancelled 
or delayed one million barrels per day of 
planned oil sands production in Canada, 
and countless other barrels of production 
in other high-cost locations around the 
world. It won’t be very far down the 
road of an economic recovery before we 
encounter triple-digit oil prices again. And 
when we do, our overweight in oil stocks 
will be there to reap the rewards.
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“Today’s faltering 
e c o n o m i c 
p e r f o r m a n c e 
was discounted 
t h o u s a n d s  o f 
points ago ..... the 
s l ightest  pulse 
in  se cond-ha l f 
growth  should 
s e n d  t h e  T S X 
climbing to 11,000 
by year-end.”

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 4.7 1.7 -3.0  0.0
Cons. Staples 3.4 6.4 +3.0  0.0
Energy 27.4 31.4 +4.0  0.0
Financials 29.2 29.2  0.0  0.0
 -Banks 17.8 17.8  0.0  0.0
 -Insur., REITs, other 11.4 11.4  0.0  0.0
Health Care 0.4 0.4  0.0  0.0
Industrials 6.1 2.6 -3.5 -1.0
Info Tech 3.3 2.3 -1.0 +1.0
Materials 17.6 18.6 +1.0  0.0
 -Gold 9.9 10.9 +1.0  0.0
 -Other Metals 2.1 2.1  0.0  0.0
 -Chemicals 4.1 4.1  0.0  0.0
Telecom 6.0 4.5 -1.5  0.0
Utilities 1.9 2.9 +1.0  0.0

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

** Benchmark weights are for TSX Composite.
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STRATEGY
Riding Out the Storm—Avery Shenfeld, Peter Buchanan and Meny Grauman

Table 2 - Economic Forecast

The best thing that can be said about the Canadian equity market is that it’s no longer falling. But that’s no small 
compliment, because its relatively sideways tracking since mid-October has had markets shrugging off a torrent 
of bad news. Not only did Canada’s economy see the first deluge of layoffs that made recession a virtual certainty, 
but forecasts for the US, Europe and Japan all 
darkened significantly. Analysts were steadily 
downgrading earnings forecasts for 2009, and 
are now calling for a decline in bottom lines after 
foreseeing 16% growth as recently as the end of 
October. Yet the equity market is not any lower 
today than it was when October came to a close 
(Chart 1), a sign that after one of the worst sell-
offs in history, valuations were already braced for 
worse than the analysts cared to admit.

A lasting rally, however, will require at least a 
glimmer of evidence that recession will not evolve 
into depression for the world’s major economies, 
or the equivalent of Japan’s lost decade, in which 
equities failed to recover. Hope for a recovery 
from the current crisis is centred on meeting an 
unprecedented financial shock with an equally unprecedented dose of monetary and fiscal stimulus. The Fed 
has the funds rate at zero and the money printing machine is in high gear. Fiscal stimulus and direct Treasury 
intervention has Washington headed for a $1.5 trillion deficit this year, and more of the same in fiscal 2010.  In 
Canada, Ottawa is now also committed to a major deficit-financed stimulus effort, and could be joined in that 
regard by provinces upping their capital spending plans. As for the Bank of Canada, it has pushed the overnight 
rate to only 1.5%, taking the prime rate to an all-time low, and we see further cuts to the overnight rate in the 
coming months.

Table 1 - Equity Projections

2006 2007 2008 2009
TSX Composite 8,988          (12/31) 12,908 13,833 8,988   11,000 

% total return (33.0)          YTD 17.3     9.8      (33.0)   26.4    

TSX Operating Earnings - index adj 762      851     936     796     

                                - yr/yr % chg (6.0)           (08:Q4) 13.2    11.7    10.0    (15.0)   

      S&P 500 903            (12/31) 1,418   1,468   903     1,050   

                   -% total return, YTD (37.0)          15.8     5.5      (37.0)   19.2    

Year-end

Latest

08Q3 08Q4 09Q1 09Q2 2007 2008 2009
Canada Real GDP Growth (AR) 1.3 -3.5 -1.8 -1.2 2.7 0.6 -0.5

Real Consumption Growth (AR) 0.7 0.7 0.9 0.4 4.5 3.4 1.1
CPI - Headline (y/y) 3.4 1.7 1.3 0.9 2.1 2.3 1.5
      - Core (y/y) 1.7 1.8 1.8 1.7 2.1 1.6 1.8
Unemployment Rate (%) 6.1 6.4 6.8 7.6 6.0 6.1 7.6

US Real GDP Growth (AR) -0.5 -4.8 -2.1 -0.8 2.0 1.2 -0.9
Real Consumption Growth (AR) -3.8 -4.5 -3.9 -1.1 2.8 0.2 -2.0
CPI - Headline (y/y) 5.3 1.5 -0.4 -1.3 2.9 3.8 0.2
      - Core (y/y) 2.5 2.0 1.9 2.0 2.3 2.3 2.0
Unemployment Rate (%) 6.0 6.7 7.3 7.7 4.6 5.8 7.9

World Real GDP Growth (% chg) - - - 5.0 3.6 2.0

Chart 1 - TSX No Longer Hit By Earnings Downgrades
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These efforts are a far cry from the long-delayed rescue effort launched in Japan after its 1990 real estate crash, 
or the belt-tightening approach taken by President Hoover in the 1930s. And North America isn’t working in 
isolation. Deep interest rate cuts and fiscal stimulus efforts are under way in most of the world’s major economies, 
including China. As a result, we’re confident that growth will return by the second half of 2009 (Table 2). Still, 
that leaves 2009, as a whole, with a negative real growth rate for the US and Canada.

Timing is Everything

News is still rolling out on the fourth quarter, which 
could be the worst for the US in decades, and recent 
layoffs are likely to extend that retreat through the 
first half of 2009. As a result, investors are facing a lot 
of ugly headlines in the next six months. But excepting 
2001, the TSX has typically seen the early stages of 
recovery a couple of quarters before the economic 
upturn (Table 3). The Canadian equity market has, on 
average, posted double-digit gains by the date that 
the NBER set for the US recession end. Our call for the 
TSX to reach 11,000 by year-end should, therefore, 
see some of that attained in the next two quarters, 
although we expect the majority of the move to be 
after the mid-year economic upturn, and are therefore 
remaining only market weight on equities.

What specific signs can investors look to for timing the economy-leading upturn in equities? We’ve developed a 
new coincident monthly indicator to help detect, in real-time, the start and end of market rallies. The approach, 
based on a logit statistical model, has accurately tracked market phases in recent years, based on signals from 
seven indicators (Chart 2).

Our previous analysis has shown that Toronto stocks are actually more dependent on growth prospects in the US 
and other countries, than on Canada itself. A key variable used to capture the general economic environment is 
consequently the level of US jobless claims. A firming C$, contrarily, is typically a positive for a resource-weighted 
Canadian market, providing an early warning of changing investor sentiment towards commodities. Other 
variables capture changes in market risk aversion (the TED Spread), earnings expectations (one-month change in 

the Thomson consensus EPS), and investor 
sentiment (Market Vane Bullish Consensus). 
Our estimates confirm the widely held 
view that sentiment is a contrary indicator, 
with excessive optimism increasing sell-off 
risks. Low oil prices, which leave room for 
a mean-reverting rally, are a positive signal 
for equities ahead. Consensus market-
wide forward PE levels are used, lastly, to 
proxy valuation. Current readings for these 
variables point to about a 60% chance 

STRATEGY

*Relative importance is based on standardized logit model 
coefficients. The model predicts the odds that stocks are 
in a bull market, rather than being locked into a secular 
bear market.

Table 3 - TSX Gains Before US Recessions End

US recession dates 
(coinciding with TSX 

bear markets)

TSX return 
over 

recession

TSX return from 
its low to end of 

US recession
1929-33 -75% 13%
1937-38 -27% 21%
1957-58 -21% 5%

1970 -11% 14%
1973-75 -26% 17%
1981-82 -22% 34%
1990-91 -1% 13%

2001* -8% -17%
Median -22% 14%

* Market fell for 10 months after offical end of recession

Chart 2 - Factors to Watch to Determine if TSX Has Bottomed
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that the recent trend in share prices represents a 
bottoming process and start of a new improving cycle 
for Canadian equities (Chart 3).

Valuations are Attractive

Earnings estimates are getting a dose of reality in 
a hurry, with the top-down consensus having been 
slashed dramatically over the last six months. Still, 
the bottoms-up consensus call for a modest 6% 
year-on-year decline looks too rosy, given steep 
declines in annual averages for many commodities, 
and the impact of deteriorating credit markets on 
financials. Our call is for a 15% drop in TSX operating 
earnings for the year, including retreats for seven of 
the 10 GICS sectors (Table 4) with a recovery in store 
for 2010 when commodity prices should be much 
stronger and financial earnings on the mend.

Although the bottoms-up consensus is, therefore, 
set for a disappointment in 2009, it’s typical for that 
measure to be too optimistic at the start of a year. 
As they clearly were back in October, valuations may 
already be braced for even larger earnings shortfalls 
than we are likely to see. Indeed, on a dividend 
discount model, the TSX looks undervalued by more 
than 1,000 points if, as we expect, dividends follow 
earnings with a 15% drop and then grow at a 
historical trend of 5% thereafter (Chart 4). Similarly, 
even using our bearish forecast for TSX earnings, the 
so-called “Fed model,” which compares the year-
ahead earnings yield with that on a corporate bond, 

Table 4 — Valuations & Earnings Growth by Sector

Chart 3 -	 Model Now Signalling 60% Odds That the TSX
 	 Has Already Bottomed
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Note: figures in brackets are 2009 TSX index-adjusted earnings

4-Qtr Fwd Index
Earnings Level Current Last Decade 2006 2007 2008 2009 (f)

Energy 244.6 2322 9.5 12.0 11.1 14.7 42.6 -24.6
Health Care 18.5 263 14.2 22.0 29.8 -38.8 -20.5 6.0
Financials 116.4 1252 10.8 12.0 19.2 13.5 -12.7 -11.1
Consumer Discretionary 71.6 801 11.2 15.7 6.1 8.5 19.6 -12.0
Consumer Staples 97.6 1349 13.8 17.8 -3.0 0.0 5.2 -7.9
Telecommunications 59.9 726 12.1 29.8 26.3 33.0 -4.3 -13.7
Materials 170.0 1966 11.6 28.9 80.2 30.2 39.1 -9.4
Utilities 52.4 1485 28.3 17.4 0.4 49.6 -61.2 122.6
Industrials 85.3 881 10.3 14.9 21.9 38.2 -3.1 -18.0
Info Tech 15.1 197 13.0 44.5 121.1 133.5 37.6 12.1
TSX Composite 862.0 9271 10.8 16.1 13.2 11.7 10.0 -15.0

Forward PE

Note: Indexes as of Dec 31st close; 4-qtr fwd earnings are proj. 09:Q1 thru 09:Q4

TSX Op. Earnings (% ch)

Chart 4 -	 TSX Undervalued Relative to Earnings 
	 or Dividends
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shows equities to be undervalued by roughly 2,000 
points, and earnings could suffer a hard landing down 
to 650 without making the TSX look expensive.

Each of these methods, however, depends on an 
assumption about upcoming corporate results. An 
alternative approach developed by James Tobin, 
the “q ratio”, simply divides the market value of a 
company by the replacement cost of its capital assets, 
with markets being a “buy” when q is less than one. 
That measure, which had presciently been giving a 
“sell” signal in both the US and Canada prior to the 
2008 correction, is now deep into “buy” territory, 
being well below one in both countries (Chart 5). 
There are, of course, assets that simply wouldn’t be 
worth their replacement costs (anyone want to buy an 
auto plant these days?). But even with those caveats, 
the q ratio does provide an additional signpost that 
there is room for the TSX to recover.

Staying Away From the Hazards

For now, given the uncertain timing of an economic recovery, our recommended portfolio weights continue to 
steer away from the sectors most exposed to downside economic risks, with overweights in some of the traditional 
safe havens like utilities and consumer staples. 

Consumers remain under pressure to slash non-essential spending in most countries, including the US and Canada. 
President-elect Obama’s targeted tax relief could help, but excepting funds flowing to the lowest income groups, 
there’s the risk that some of the cash will simply be tucked away in savings. Historically, the savings rate has had 
an inverse relationship with household wealth, with consumers feeling free to eschew new savings when their 
equity and housing assets are soaring. The crash in both asset classes last year has the US savings rate headed 
for 4½% from essentially zero during the boom days. While Canadian wealth losses have been milder thus far, 
housing values are still in retreat, and consumers will be cautious on big-ticket spending. We recommend heavy 
underweights in equities tied to consumer discretionary spending and autos. 

Much of the technology space has become geared towards the household sector as well. We earlier went 
heavily underweight that sector due to our concerns that valuations were dependant on a continuation of rapid 

Table 5 — Commodity Price Forecast

Chart 5 - Tobin's Q in US (L) and for TSX Composite (R)
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31-Dec 2005 2006 2007 2008 2009 (f)

Oil (WTI) $/bbl 45 57 66 72 100 75

Natural Gas (Henry) $/Mn Btu 5.63 8.89 6.73 6.97 8.89 6.50

Gold $/troy oz. 870 444 604 695 872 900*

Copper $/lb 1.38 1.67 3.06 3.24 3.16 1.80

Aluminum $/lb 0.69 1.23 1.17 1.20 1.17 0.75

Nickel $/lb 5.28 6.71 10.98 16.86 9.57 4.50

Zinc $/lb 0.54 0.63 1.48 1.48 0.85 0.60

 *Year-end

Average
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growth. Since then, the tech sector has suffered a 
major retreat, and we now see valuations as more 
realistic. As a result, our model portfolio is no longer 
suggesting as heavy an underweight. To make room, 
we have pared a further point from our already 
underweight position in industrials. Rails, which 
make up half of that sector’s weight, face sliding 
freight volumes as the recession bites, although 
transit equipment and engineering firms could 
benefit from increased infrastructure outlays.

Selected Commodities Plays

In commodities, non-precious metals and lumber 
are still mired in recessionary conditions, and base 
metals will post much lower average prices in 2009 
(Table 5). But we continue to favour gold as a hedge 
against an eventual return of both inflation and US dollar depreciation. In the here and now, CPI is still melting 
away as the year-on-year pace to energy inflation turns sharply negative. But the Fed is determined to reflate, as 
indicated by the unprecedented pace to money supply growth (Chart 6). Aiming at a higher post-recession pace of 
inflation would be sound public policy, as it would be a direct cure for helping both governments and households 
pay off current onerous debt burdens and for supporting nominal house values (even if real house prices have 
to decline). But it would be easy for inflation to get out of hand in the medium term if the Fed misjudges how 
quickly to pull back on the reins.

Oil prices have little support on the demand side during the current global slump. But supply trends are a different 
story. OPEC cuts might help somewhat, but most of the supply response will owe to the invisible hand of the 
market, which is laying the seeds for a sharp rebound in crude prices during the next global recovery, with a taste 
of that to come in crude prices in late 2009. 

The marginal per-barrel cost for some of tomorrow’s oil sands and deepwater projects is approaching $90 per 
barrel and beyond. At that level, it simply isn’t enough of a sure thing to carry through on earlier investment plans. 
Several oil upgraders are now being postponed, and we expect similar caution in E&P investment for deepwater 
oil. The resulting absence of supply growth will be supportive for oil prices in the next economic recovery. With 
natural gas more of a North American story, and likely continued supply growth in the near term from shale and 
other non-conventional sources, we favour oilier equities over those with greater nat-gas exposure.

Table 6 - Fixed Income & Exchange Rate Projections

Chart 6 - Fed Pumping Up US Money Supply
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Year-End

2007 2008 2009

B of C Overnight Target (%) 1.50 0.50 0.50 4.25 1.50 0.75

2-Year GOC 1.10 1.00 1.25 3.75 1.10 2.00

10 Year GOC 2.68 2.95 3.00 3.99 2.68 3.40

30-Year GOC 3.46 3.65 3.70 4.10 3.46 3.95

S&P TSX Cdn Bond Index (% YTD total return) 11.8 -0.4 -0.1 3.8 11.77 1.0

Fed Funds 0.25 0.10 0.10 4.25 0.13 0.50

10-Year US Note 2.21 1.80 1.90 4.03 2.10 2.70

C$ in US cents 82.0 82.6 84.7 100.2 78.7 91.7

US$/EUR 1.40 1.40 1.39 1.46 1.29 1.35

Yen/US$ 91 92 95 112 93 92
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31/08
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31/09
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30/09
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The Year of the Debt Analyst

In more ways than one, 2009 promises to be the 
year in which the debt analyst will be the most 
valuable player on the research team. Most directly, 
in that returns on fixed income markets will be 
levered to picking the right credits, after a year in 
which risk-free government bonds were the asset 
of choice. Among the two risk-free asset classes, 
we favour cash over Government of Canada 
bonds, given the latter’s minimal yield pick-up, 
and the risk of higher long bond yields (Table 6) in 
the face of huge US deficits and the prospect for 
inflation returning in 2010. Within the corporate 
bond portfolio, as in the case of equities, the past 
year’s sell-off has braced for the worst, in terms 
of defaults for investment grade bonds. Spreads 

remain very wide, even relative to past recessions (Chart 7), but some selective spread narrowing does already 
appear to be under way in recent days.

Even for equities, stock pickers are going to pay close attention to credit issues. Access to credit at a reasonable 
cost will be key in determining which companies survive the recession and live to see another day, particularly in 
debt-dependant sectors like real estate and financial services. 

Successfully getting past debt refinancing deadlines can mark a major turning point for individual stocks as a 
result. A Canadian REIT, for example, registered a 17% jump last month after it secured funding for a Calgary 
office project. Similarly, shares in a major airline were pounded, and then rebounded a bit, when the company 
faced, but ultimately got past, concerns over its near-term liquidity position.

Overall, Canadian equities looked better positioned 
in this regard than their US counterparts. Non-
financial corporates took the opportunity of a long 
run of earnings gains to significantly reduce their 
leverage, and have lower debt-equity ratios than 
the same sector in the US, UK and the Eurozone 
(Chart 8). The Canadian Finance Minister has 
promised measures to improve access to credit 
capital in the upcoming budget. And Canada’s 
banking sector itself entered the global crunch 
with less leverage, and therefore less damage to 
its capital position, than was the case for many 
comparable institutions in Europe and the US. 
While bank earnings will be hit by rising defaults 
and slower loan and capital markets demand, the 
major institutions are well capitalized and therefore 
able to ride out the downturn. 

Any recession is a nail biting time for investors, and the economy won’t be out of the woods for at least a 
couple of quarters. But if fiscal stimulus plans look credible, the worst may already be over for Canadian equity 
returns. 

STRATEGY
Chart 7 - Canadian BBB Corporate Spread
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Chart 8 - Non-Financial Debt/Equity is Lowest in Canada
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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. Recommended portfolio weights for the current month appear in the front table.

PERFORMANCE OF STRATEGY PORTFOLIO VS BENCHMARK

Asset Classes 2007 2008 YTD Last 3 Mos.
Stocks (TSX Composite Total Return Index) 9.83 -33.00 -33.88
 -Strategy Equity Portfolio 9.09 -32.44 -22.23
Bonds (Bloomberg Cda Bond Index) 3.84 11.77 6.81
Cash (1-Month Bills) 4.07 2.27 0.53
Total Market Benchmark(2) 7.22 -13.79 -2.68
  -Total Strategy Portfolio 7.20 -14.17 -8.84
TSX Stocks by Sector (Total Return) (3) 2007 2008 YTD Last 3 Mos.
Consumer Discretionary 4.22 -35.41 -12.19
Consumer Staples -5.34 -6.08 3.29
Energy 8.23 -33.88 -27.19
Financials -1.63 -36.45 -29.91
 -Banks -6.84 -31.43 -28.31
 -Insurance, REITS, others 5.20 -42.37 -31.96
Health Care -24.25 -30.15 -10.68
Industrials 10.51 -25.06 -15.28
Info Tech 48.22 -54.18 -27.24
Materials 30.26 -26.48 -12.25
 -Gold 5.73 4.32 15.48
 -Other Metals 16.51 -63.19 -46.28
 -Chemicals 113.26 -40.63 -35.52
Telecom 19.87 -24.85 -12.70
Utilities 11.89 -20.46 -6.64
*as of Dec 31/08
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR JANUARY 2009

Consumer Discretionary – B. Bek

Not surprisingly, underlying secular and economic conditions have remained the primary concerns in the 
media space into 2009. The cautious market outlook and dwindling ad demand remains a large challenge for 
our companies, and forward tone has markedly weakened in recent quarters. Still, the potential for further 
deterioration is high. 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 (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 overreached 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—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 JANUARY 2009

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). 

Favored 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 US 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 US 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 to the day allowing the scheduled carriers to expand 
earnings margins taking advantage of the drop in crude prices  (Murray: Airlines – Market Weight). 

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). 
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EQUiTY RESEARcH
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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

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 US 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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