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Strategy's Recommended Asset Mix 
& TSX GICS Sector Weights 

vs. Current Benchmark

We are slashing our TSX targets for 
both this year and next, in line with a 
rapidly deteriorating economic outlook 
for the North American and other OECD 
economies. 

Second-quarter GDP in both the US and 
Canada is likely to show further substantial 
contractions in the economy, while the 
banking crisis in the US is likely to continue  
to have spillover effects on Canadian 
financial stock valuations. Both factors will 
likely push the TSX down to 7,000 before 
Washington’s massive fiscal stimulus and 
financial rescue package gain traction. 

Even with a second-half economic recovery, 
it is hard to see the TSX beyond 9,000 at 
year-end. Assuming a sustained recovery 
in 2010, we could see the index rise to 
11,000 by the end of next year. But even 
so, that will still leave Canadian equity 
valuations almost 30% below their mid-
2008 peak—a bleak testament to how 
much the world has changed.

In line with our lower targets, and the near-
term prospects for a further pullback in 
valuations, we are shifting two percentage 
points of portfolio weighting from 
equities to cash. There is simply too much 
downward momentum in the marketplace 
for today’s valuations to serve as an 
attractive buying opportunity. We need 
to see signs of at least stabilization, if not 
recovery, in the economy, before adding 
more weight to stocks. 

At the same time bonds remain a very 
problematic sanctuary. Quantitative 
monetary easing and the massive deficits 

ahead, both suggest reflation will be a big part 
of any economic recovery.

Within our equity portfolio we are moving a 
percentage point of weighting from financials 
to gold. Bullion is likely to take another run 
well through $1,000 per ounce and the 
gold sector will continue to be perceived by 
investors as a safe haven against a troubled 
global financial sector. Our more pessimistic 
outlook on near-term growth prospects for the 
economy compels us to move a percentage 
point of weighting out of base metals and 
move it into the more defensive consumer 
staples sector. We continue to hold a large 
overweight in energy stocks, with our holdings 
skewed heavily to oil producers.
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“We need to see 
signs of at least 
stabilization, if 
not recovery, in 
t h e  e c o n o m y, 
before  add ing 
more weight to 
stocks.“

ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 50 48 -2.0 -2.0
Bonds 39 34 -5.0  0.0
Cash 11 18 7.0 +2.0
GICS SECTORS  (%)**
Cons. Discretionary 4.6 1.6 -3.0  0.0
Cons. Staples 3.5 6.5 +3.0 +1.0
Energy 27.6 31.6 +4.0  0.0
Financials 27.0 26.0 -1.0 -1.0
 -Banks 16.8 16.3 -0.5 -0.5
 -Insur., REITs, other 10.2 9.7 -0.5 -0.5
Health Care 0.5 0.5  0.0  0.0
Industrials 5.6 2.1 -3.5  0.0
Info Tech 3.7 2.7 -1.0  0.0
Materials 19.5 21.5 +2.0  0.0
 -Gold 12.1 15.1 +3.0 +1.0
 -Other Metals 2.1 1.1 -1.0 -1.0
 -Fertilizer, Chemicals 4.8 4.8  0.0  0.0
Telecom 6.1 4.6 -1.5  0.0
Utilities 2.0 3.0 +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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The Waiting Game—Avery Shenfeld, Peter Buchanan and Meny Grauman

Equity markets are getting fidgety about waiting for signs that the economy has dished out its worst. Having been 
largely on a sideways track over the final two months of 2008, major indexes have been charting new lows, on 
recognition that the trough will be deeper than feared. So much so, that doubts are now forming about whether 
any sort of recovery is on the way, and in the absence of good news, particularly on the health of the global 
financial system, investors are fearing the worst.

Stocks typically lead an economic upturn by a couple of quarters, as equities respond to the interest rate cuts and 
fiscal packages that precede a return to profit growth. But this time around, the severity of worldwide structural 
issues, and the sheer cliff over which economic reports have fallen, have led to skepticism that any of the policies 
being offered will actually work. While we see those fears as overdone, there won’t be any economic or earnings 
reports to confirm our more optimistic take until at least this summer. 

That leaves the market exposed to new lows, if not likely dramatic ones after such a hard fall already. As a result, 
even at this late date, the risk-reward trade-off suggests moving from neutral to a modest underweight in stocks, 
in favour of a larger cash holding (see cover table). We’ve postponed hitting our earlier 2009 target for the TSX of 
11,000 until 2010 (Table 1). And our sectoral picks lean even more heavily towards stocks with the least exposure 
to weak economic reports. 

The Fear Factor

Certainly, pessimists have had a lot to chew on. Canadian GDP suffered its worst two-month decline on record 
in November-December. As for the US, its recession, using data on key indicators for the first five quarters, is 
showing the steepest pace of decline of any slump in the last 40 years (Chart 1). We have correspondingly marked 
down our calls for 2009 GDP, showing declines of more than 2½% stateside and nearly that in Canada (Table 2). 
While the latter half of this year should see a recovery extending into 2010, that call still depends on engineering 
enough of a fix in the banking system in the US and Europe to restore confidence that capital will be available 
to finance economic growth.

Table 1 - Equity Projections

Table 2 - Economic Forecast

2007 2008 2009 2010
TSX Composite 8,123          (2/27) 13,833 8,988   9,000   11,000 

% total return (9.1)            YTD 9.8      (33.0)   4.9      26.0

TSX Operating Earnings - index adj 827      904     678     760     

                                - yr/yr % chg (36.9)          (09:Q1) 11.4    9.3      (25.0)   12.0    

      S&P 500 735            (2/27) 1,468   903     850     1,000   

                   -% total return, YTD (18.2)          5.5      (37.0)   (0.2)     20.4    

Year-end

Latest

08Q4 09Q1 09Q2 09Q3 2008 2009 2010
Canada Real GDP Growth (AR) -3.4 -5.8 -2.4 1.3 0.5 -2.1 2.0

Real Consumption Growth (AR) -3.3 -0.5 0.5 1.9 3.0 -0.1 2.2
CPI - Headline (y/y) 1.9 1.5 0.6 1.5 2.4 0.8 3.3
      - Core (y/y) 2.2 2.1 1.8 1.7 1.7 1.8 2.1
Unemployment Rate (%) 6.4 7.5 8.3 8.6 6.1 8.2 8.4

US Real GDP Growth (AR) -6.2 -5.4 -3.3 2.5 1.1 -2.6 2.1
Real Consumption Growth (AR) -4.3 -3.2 -2.9 2.5 0.2 -2.1 2.3
CPI - Headline (y/y) 1.6 -0.2 -1.7 -2.2 3.8 -0.7 4.2
      - Core (y/y) 2.0 1.7 1.5 1.3 2.3 1.5 2.3
Unemployment Rate (%) 6.9 8.0 8.8 9.6 5.8 9.1 9.7

World Real GDP Growth (% chg) - - - - 3.4 -0.3 3.0
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But before that upturn, ugly economic 
news for the first half will be dominating 
headlines over the next several months. In 
Canada, Q1 looks to be even worse than 
the one preceding it, which benefited from 
October’s nearly flat GDP. And while real 
GDP had only half the drop seen stateside 
in Q4, nominal GDP and corporate profits 
were a basket case, with the former diving 
at more than a 13% annualized pace as 
prices for Canada’s resource-weighted 
exports tumbled.

We were ahead of the consensus in 
projecting a steep earnings decline for 
2009. But now, even our target for a 15% 
drop looks optimistic in light of the deeper 
slide in economic activity. As a result, we’re 
now looking for a roughly 25% broadly 
based decline in index-adjusted earnings for 
the TSX Composite (Chart 2). That includes 
sizeable givebacks in most GICS sectors. 
Of the major GICS components, only two 
are positioned for earnings gains—the 
very lightly weighted health and utilities 
components (Table 3).

Valuations Setting Up for H2 Rally

Prospects look significantly brighter for 
2010, however, and as we get closer to that 
year, valuations will continue to look cheap 
to investors looking at 12-month forward 
P/Es that extend into that year for earnings 

STRATEGY

Table 3 — Valuations & Earnings Growth by Sector
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Chart 1 - Steepest US Recession in Four Decades
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Chart 2 - TSX Operating Earnings by Sector
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4-Qtr Fwd Index
Earnings Level Current Last Decade 2006 2007 2008 2009 (f)

Energy 135.2 1933 14.3 12.0 11.4 12.3 42.3 -49.6
Health Care 19.4 279 14.4 22.0 26.7 -37.3 -20.7 5.2
Financials 102.7 938 9.1 12.0 18.6 11.0 -19.7 -3.1
Consumer Discretionary 60.8 717 11.8 15.7 8.2 27.4 4.8 -17.8
Consumer Staples 101.4 1381 13.6 17.8 -0.1 -3.0 8.5 -6.0
Telecommunications 58.5 662 11.3 29.8 25.9 33.4 -6.6 -9.8
Materials 142.5 2269 15.9 28.9 78.5 36.9 30.4 -28.7
Utilities 104.1 1433 13.8 17.4 18.1 28.4 -60.9 125.7
Industrials 73.8 763 10.3 14.9 22.4 11.1 22.8 -19.0
Info Tech 14.7 182 12.3 44.5 2.9 69.6 70.8 -7.8
TSX Composite 678.3 8123 12.0 16.1 13.2 11.4 9.3 -25.0

Forward PE

Note: Indexes as of Feb 27th close; 4-qtr fwd earnings are proj. 09:Q1 thru 09:Q4

TSX Op. Earnings (% ch)
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(Chart 3). Economic recoveries typically generate sharp earnings rebounds, in part because sectors seeing severe 
setbacks have a low base for comparison. That should apply, for example, to earnings for both financials and 
resource sector companies in 2010, as they put the worst of credit provisions in the former, and recessionary prices 
for the latter, behind them. All told, TSX earnings should see a 12% rebound in 2010.

It’s much the same story for dividend yields. Clearly, the generous current dividend yield of 4.8% suggests that 
markets have some doubt that these payouts can be sustained during the downturn. Trailing dividends are now at 
375 for the TSX composite, while today’s sub-8000 level on the TSX would typically be associated with a dividend 
level of only 100-200 (Chart 4). Markets are, therefore, pricing in huge downside risks to payouts. Even if, as we 
expect, dividends are cut 5-10% in aggregate for 2009, that would therefore be a pleasant surprise, particularly 
if the market begins to allow for dividend growth in 2010.

Balance Sheet, Pension Concerns 

While income and dividend prospects should 
generate buy signals in the second half of the year, 
balance sheet issues could limit some companies’ 
ability to join along in that ride. A careful screening is 
necessary in terms of identifying equities that will live 
to see that earnings recovery. Raising debt remains 
very costly (Chart 5), particularly for companies rated 
single A or lower. 

Moreover, companies with heavy debt maturities that 
need to be rolled over could find that a recalcitrant 
corporate bond market and constrained credit market 
capacity shuts them out altogether. We’ve already 
seen a few TSX-listed names sold, in whole or in 
part, at fire-sale, recession-level prices as they met 
up against a debt-refinancing wall. Others could fall into bankruptcy protection under the same circumstances. 
Assessing such risks requires a look at several income and balance sheet dimensions (quick ratio, cash flow, 
available cash, etc.) on a company specific basis, with particular attention paid to companies trading at spreads 
indicative of a sub-investment grade rating. 

Chart 3 - TSX Composite Forward PE Chart 4 - TSX Level Historically Implied Weaker Dividends

Chart 5 - Corporate Borrowing Costs Have Climbed
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Pension liabilities are the other major balance sheet 
concern for companies with defined benefit plans. 
Such debts have been part of the crushing blow on 
the auto sector, but after a year of huge setbacks in 
pension assets, the trouble goes beyond the auto 
companies. After looking at some of the largest 
such plans and allowing for further equity declines 
after the cut-off for published data, we estimate 
that the process of putting in more cash to make up 
for lost ground could trim the level of TSX earnings 
by some 5-10% in each of the next five years. The 
greatest unfunded exposures, in terms of their 
share of market cap, lie in industrials (Chart 6), 
and we are underweight that sector as well as 
consumer discretionary, which is the third highest. 
But clearly, as is the case for refinancing risks, there 
are company specific stories worth watching. 

Staying on Defense for Now

While we expect a rally by year-end, getting 
through the next few months of weak economic 
and earnings reports will reward a more cautious 
portfolio allocation. Not only are we going to a 
modest 2-point underweight in equities in favour 
of adding further to our overweight in cash, but 
our sector selections are tilted to staying out of 
the way of high beta, cyclical sectors. Defensive 
stocks started out this year as underperformers, but 
downbeat economic reports have turned the tide, 
allowing such sectors to again outpace the market 
(Chart 7). As a result, we are retaining overweights 
in such sectors as consumer staples and utilities.

On a similar theme, we’re moving a point out of 
financials, going to a modest underweight in that 
sector, and adding to our gold overweight in the 
process. Financials were historically a relatively 
low beta sector in Canada. That’s no longer the 
case (Chart 8), in part because concerns on the 
fate of the US and global banking system, which 
filter over into Canadian financials, have become 
key to doubts about the economy itself. That sets 
up a strong correlation between bad news for US 
and European financials, and bad news for global 
equity markets as a whole. Insurers are showing an 
even higher beta, as the long term cost of meeting 
guarantees pledged to investors rises as the equity 
market tumbles further. Dilution concerns are also 
hitting insurer equities and consensus earnings 

Source: Worldscope, CIBCWM

Chart 6 - Unfunded Pension Obligations by TSX Sector

0.0 0.5 1.0 1.5 2.0 2.5 3.0 3.5

Health Care

Info Tech

Fin'ls

Materials

Energy

Utilities

Cons Staples

Cons Discr

Telecom Serv

Industrials $1.74 

$0.93

$0.49

$0.32

$0.16

$1.86

$0.45

$0.44

$0.04

% of market cap, 2008

$0

#s show value 
in $bn.

Chart 7 - Defensive Sectors Have Provided Shelter
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Chart 8 - Financial Stocks Are Today’s High Beta Plays
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projections have fallen off a cliff. Both banks and insurers will be participants in a rally later this year, but they will 
need calmer global financial waters, and more signs of success from the Obama administration in dealing with 
US banks’ shaky status. 

Gold is typically a defensive play, and although the 
US dollar has been rallying on bad days for equities, 
bullion has temporarily shed its inverse link to the 
greenback (Chart 9). Tumbling inflation is also 
usually unfriendly to gold, but that correlation has 
also broken down of late. Instead, gold is simply 
trading as an asset class with a negative beta to 
the US equity market—bad days for American 
stocks are seeing investors buying gold or gold 
ETFs. As a result, if Wall Street can still move lower, 
gold has room to run well through $1,000/oz. 
(Table 4). Once equities do rally, we will want to be 
in an underweight on golds, at least until growth 
brings inflation fears later in 2010.

Other cyclical resources used as industrial or 
construction inputs are likely to remain under 
pressure, and we’re reducing our weighting in these 
elements of the materials group. Negative news on 
global and Canadian growth in the months ahead 
could also see underperformance from consumer 
discretionary and industrials, although the latter 
group has some potential plays for upcoming 
infrastructure spending. The tech sector is another 
continuing underweight. While some members of 
that sector are seen as growth stocks, rather than 
cyclicals, tech demand isn’t escaping this recession’s 
wrath, judging by such indicators as US tech orders 
(Chart 10). With financing tight, the corporate 
world will defer some costly tech projects in 2009.

Chart 9 - Financial Jitters, Not US$, Drives Gold Price

-100%

-80%

-60%

-40%

-20%

0%

20%

40%

60%

80%

9/2/2008 12/2/2008 3/2/2009

Gold and S&P500

Gold & DXY US$ Index

Rolling 100-Day Correlation

Chart 10 - Tech Orders Show Recession’s Bite
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Table 4 — Commodity Price Forecast

27-Feb 2006 2007 2008 2009 (f) 2010 (f)

Oil (WTI) $/bbl 45 66 72 100 65* 100*

Natural Gas (Henry) $/Mn Btu 4.03 6.73 6.97 8.89 4.75 6.50

Gold $/troy oz. 952 604 695 872 1050 1200*

Copper $/lb 1.56 3.06 3.24 3.16 1.70 1.90

Aluminum $/lb 0.59 1.17 1.20 1.17 0.60 0.75

Nickel $/lb 4.51 10.98 16.86 9.57 4.25 5.00

Zinc $/lb 0.50 1.48 1.48 0.85 0.55 0.65

 *Year-end

Average
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Energy stocks are also cyclicals, but prices for both oil and gas have been beaten down so heavily that we are 
prepared to stay overweighted in anticipation of a recovery later this year.

Although bonds typically benefit from a sell-off in equities, that hasn’t as consistently been the case in recent 
months. That owes partly to the massive supply of Treasuries and, to a lesser extent, Canadas, as well as to the 
realization that 10-year yields below 2½% don’t make sense if the Bank of Canada achieves its 2% inflation 
average over the next decade, and even less sense if monetary stimulus runs too long into the recovery. While 
the next leg of the bond market sell-off (Table 5) might await better economic news in the second half, we 
don’t see enough reward in bonds to favour them over cash, except in the corporate sector where spreads look 
generous.

The only potential plus for bonds would be a move into quantitative easing by the Bank of Canada, or a shift in 
Fed strategy towards buying Treasuries rather than mortgages and other spread product. The Bank of England’s 
decision to introduce quantitative easing through the buying of Gilts did spark a rally in the UK sovereign market. 
The Bank of Canada is unlikely to move to that approach for at least the next few months, since it won’t even 
report the mechanism for doing so until the April monetary policy report. And if, as is likely, the Bank focuses on 
terms of five years and under where household borrowing is focused, quantitative easing could still be a negative 
for the long end if it sparks concerns about excess money growth and subsequent inflation risks.

STRATEGY

Table 5 - Fixed Income & Exchange Rate Projections
Year-End

2007 2008 2009

B of C Overnight Target (%) 1.00 0.50 0.50 4.25 1.00 0.50

2-Year GOC 1.16 1.25 1.75 3.75 1.16 2.00

10 Year GOC 3.13 3.20 3.30 3.99 3.13 3.45

30-Year GOC 3.70 3.75 3.85 4.10 3.70 3.95

S&P TSX Cdn Bond Index (% YTD total return) -1.3 -0.7 -0.5 3.8 -1.25 1.0

Fed Funds 0.25 0.25 0.25 4.25 0.13 0.25

10-Year US Note 3.02 2.90 3.15 4.03 2.10 3.25

C$ in US cents 78.4 76.9 80.0 100.2 78.7 84.7

US$/EUR 1.27 1.25 1.26 1.46 1.29 1.30

Yen/US$ 98 105 100 112 93 97

Feb 
27/09

Jun 
30/09

Sep 
30/09
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HISTORICAL PERFORMANCE: CIBC WM BENCHMARK AND ASSET CLASSES

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

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

All Asset Classes TSX Only

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

PERFORMANCE OF STRATEGY PORTFOLIO VS BENCHMARK

Asset Classes 2008 2009 YTD Last 3 Mos.
Stocks (TSX Composite Total Return Index) -33.00 -9.09 -11.48
 -Strategy Equity Portfolio -32.44 -8.71 -10.20
Bonds (Bloomberg Cda Bond Index) 11.77 -1.25 3.05
Cash (1-Month Bills) 2.27 0.11 0.24
Total Market Benchmark(2) -13.79 -5.06 -3.38
  -Total Strategy Portfolio -14.17 -5.12 -2.21
TSX Stocks by Sector (Total Return) (3) 2008 2009 YTD Last 3 Mos.
Consumer Discretionary -35.41 -10.87 -9.79
Consumer Staples -6.08 -5.16 2.90
Energy -33.88 -8.14 -15.76
Financials -36.45 -16.17 -23.78
 -Banks -31.43 -11.48 -21.16
 -Insurance, REITS, others -42.37 -20.05 -24.95
Health Care -30.15 10.80 8.55
Industrials -25.06 -16.67 -12.83
Info Tech -54.18 0.85 -7.35
Materials -26.48 0.26 15.52
 -Gold 4.32 -5.17 12.31
 -Other Metals -63.19 7.20 17.62
 -Chemicals -40.63 15.22 25.52
Telecom -24.85 -8.02 -7.81
Utilities -20.46 -4.08 -2.12
*as of Feb 27/09
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR MARCH 2009

Consumer Discretionary – B. Bek

Unsurprisingly, underlying secular and economic conditions are the primary concerns in the media space into 
2009. The cautious market outlook and dwindling ad demand remain significant challenges for companies 
within our coverage universe, 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 near-term outlook for the industry is uncertain, the long-term fundamentals for the industry remain 
solid, particularly for those companies with exposure to wireless. As we have noted on prior occasions, the 
growth remaining in the wireless industry is significant, as Canada has lagged its global peers in wireless 
penetration, now ranking last among the 30 OECD countries (Bek: Telecommunication & Cable – Market 
Weight).

Consumer Staples – P. Caicco

2008 was probably the worst Christmas, from a merchandising perspective, in a couple of decades. From the 
point of view of most retail and consumer companies, anything that could go wrong did go wrong. Leading 
into the season, the stock market crash crushed savings and house values plunged. With the U.S. economy 
stalled and oil prices depressed, Canadian industry began to slow and job losses mounted. Unfortunately, the 
outlook for the first half of 2009 does not look much better. We expect that retailers’ results will continue 
to be hampered by cautious consumer behavior, translating into pressured top and bottom lines (Caicco: 
Merchandising & Consumer Products – Market Weight).

Energy – W.Lee, M.Bridges, B.Borggard, J. Fetterly & R.Pare

As commodity prices seem to be nearing a bottom and current valuations are at all-time lows [using net asset 
value metrics (NAV) relative to forward commodity prices as a benchmark], we would argue that current 
levels represent a very attractive entry point for long-term investors—we will wait for a clearer picture on the 
economy before moving to a more aggressive stance (Lee: Oil & Gas – Large Cap- Market Weight).

At current levels, we believe oilfield services equities are reflecting a scenario far worse than our cautious 
outlook for 2009. While investors are understandably cautious, valuations for the space generally are at or 
near historical lows, with several names trading on what we believe to be a distressed/liquidation basis. While 
we foresee few near-term catalysts to improve investor sentiment and signal a recovery in activity, we believe 
current levels represent an attractive entry point for investors willing to take a longer-term investment horizon 
(Fetterley: Energy Equipment Services – Market Weight). 

Those junior companies with strong balance sheets will have a competitive advantage in the current 
environment, as companies with low debt levels may not be forced to reduce capital spending plans. However, 
in most instances, the average junior will likely see capital expenditures fall by ~30% in 2009—implying 
minimal organic production growth from 2008 exit levels. While we recognize that current valuations are at 
all-time lows (using NAV metrics relative to forward commodity prices as a benchmark) and, therefore, would 
argue that current levels represent an attractive entry point 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). 

With ongoing weakness in commodity prices, the international E&P space is focused on capital spending in 
2009 that falls within operating cash flow, supplemented by existing credit capacity (Pare: International 
E&P – Market Weight).
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR MARCH 2009

Financials—   D. Mihelic, R. O’Reilly, A. Avery

Despite the outlook for a grim next 18 to 24 months, we believe that the Canadian banks are well capitalized 
and will continue to pay dividends at current levels. The lifecos are facing a cyclical weakness that may have 
shorter-term impacts on their profitability. The new levels of higher earnings volatility might continue for 
a number of quarters to come. Given the volatility in the equity markets, the lifecos might book lower fee 
income on a diminished AUM base and experience declining variable annuity sales. That said, the lifecos are 
well capitalized (Mihelic: Banks & Lifecos – Market Weight). 

Despite tight credit conditions, we believe that conservatively capitalized commercial and residential REITs will 
be successful in refinancing their maturing debt and in financing the limited amounts of largely pre-leased 
development activity that they have under way (O’Reilly and Avery: Real Estate – Overweight).

Industrials—M. Willemse, J. Bout, C. Murray

The auto sector lacks any material catalysts until U.S. monthly light vehicle sales can show signs of a firm 
bottom. We are forecasting U.S. light vehicle sales of 10.5 million units in 2009 (Willemse: Automotive 
– Market Weight). 

Steel producers have continued to cut production aggressively over the past few months in an effort to 
stabilize falling steel prices as end-market demand continues to decline. U.S. weekly steel production has 
declined by 60% from the highs in mid-August, with capacity utilization falling to 33.5% in the last week 
of production in December 2008 before reversing the downward trend and moving up to 36.3% in the first 
week of production in 2009 (Willemse: Steel – Market Weight). 

The solar industry has been experiencing significant headwinds over recent months as increases in capacity 
have outpaced relative increases in demand, resulting in price pressure for solar modules and polysilicon. 
Constraints over credit availability and project delays (caused by economic concerns) have caused demand to 
be lower than expected heading into 2009 (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). 

We remain proponents of the long-term fundamentals of the rail industry, especially as railroads are more fuel 
efficient than trucks and highway congestion is expected to only increase over time, supporting the increased 
movement of freight by rail. As long as pricing holds in, the rails should be a relatively defensive sector. As 
rails are typically early cyclical-type stocks, assuming a 2010 economic recovery we would begin to warm up 
to the Canadian rails mid-late 2009 (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). 

Our Market Weight sector weighting reflects the balance between economic/financial/commodity risks and 
ongoing infrastructure spending (Lechem: Business and Professional Services – Market Weight). 

With the possibility of the next wave of the credit crisis spreading into the enterprise sector, spending on 
technology is beginning to be re-evaluated as companies conserve cash in the short term and delay upgrades 
(Coupland: Technology Hardware – Market Weight).
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR MARCH 2009

Materials—J. Bout, B. Cooper, J. Lethbridge, 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). 

Our Market Weight sector weighting is based on a belief that metals are already pricing in cyclical trough. 
The supply adjustments and low inventories should offset slower demand (Hale-Sanders: Mining, Metals 
and Minerals – Market Weight). 

We believe that a slowing global economy will negatively impact chemical demand more than fertilizer 
demand. We note that historically grain demand has been relatively constant, averaging 2.5% growth per 
annum (Bout: Chemicals & Fertilizers – Market Weight). 

Given declining demand, we expect that rationalization throughout the forest products sector will continue. 
Weakening energy prices and the lower Canadian dollar are mitigating to some extent lower selling prices 
and weakening demand (Lethbridge: Paper & Forest Products – Underweight).   

Pipeline, Utilities & Power—P. Panarites 

Despite strong relative stock price performance in recent months, pipeline and utility stock valuations remain 
at 50%+ below theoretical levels defined under current Government of Canada (GOC) bond yields and 
normalized corporate bond spreads, as the latter remain at historically high levels. While the ultimate turndown 
in credit spreads is difficult to predict, earnings outlooks remain resilient, a characteristic that investors should 
find attractive in the current market environment (Panarites: Pipeline, Utilities & Power – Overweight).
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