
Early, But Fundamentally Right
by Avery Shenfeld

Canadian Portfolio Strategy

Economics

Avery Shenfeld
Economics & Strategy

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

Peter Buchanan
Economics & Strategy

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

Quentin Broad
Canadian Equity Research

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

CIBC World Markets Inc. • PO Box 500, 161 Bay Street, Brookfield 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

Canadian financials still face a tough year for 
credit performance, but downside risks have 
been sharply reduced by the improved tone in 
global markets, which impacts asset valuations 
for both banks and insurers. We’ve brought 
our portfolio up to market weight in that 
sector as a result.

Our earlier overweight in technology reflected 
our call that earnings in that sector would 
suffer less damage than feared. After outsized 
recent price gains, we see less near-term 
upside, and are taking profit by moving 
back to a market weight in techs. Gold looks 
less exciting now that it’s lost its safe-haven 
appeal, and while we see risks of high US 
inflation in 2011 and beyond, it’s too soon to 
tilt investment decisions heavily that way.

“ ...ultimately, the 
market is right in 
anticipating earnings 
growth in 2010 and 
beyond,... “

May 11, 2009

ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 50 50  0.0 +2.0
Bonds 39 35 -4.0  0.0
Cash 11 15 4.0 -2.0
GICS SECTORS  (%)**
Cons. Discretionary 4.3 1.3 -3.0  0.0
Cons. Staples 3.0 6.0 +3.0  0.0
Energy 27.9 27.9  0.0  0.0
Financials 29.9 29.9  0.0 +1.0
 -Banks 18.2 18.2  0.0 +0.5
 -Insur., REITs, other 11.7 11.7  0.0 +0.5
Health Care 0.4 0.4  0.0  0.0
Industrials 5.8 2.3 -3.5  0.0
Info Tech 4.9 4.9  0.0 -1.0
Materials 17.1 19.6 +2.5  0.0
 -Gold 9.6 10.6 +1.0 -1.0
 -Other Metals 3.1 4.1 +1.0 +1.0
 -Fertilizer, Chemicals 4.0 4.5 +0.5  0.0
Telecom 5.1 5.1  0.0  0.0
Utilities 1.6 2.6 +1.0  0.0

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

** Benchmark weights are for TSX Composite.

We’re in the early stages of a bull run for 
stocks, but as any rodeo fan will tell you, 
bulls don’t offer a smooth ride. Markets 
suddenly jettisoned their fear of depression 
and looked ahead to an economic recovery. 
We too see the economy reviving before 
year end, but the rally looks a tad early and 
more vigorous than what we typically see 
when there’s only limited evidence of such 
a turning point.

That makes it imprudent to throw all of your 
chips on the table with a heavy overweight 
in equities. We could see a breather or 
partial pullback on soft economic news 
in the quarter ahead. But there’s enough 
medium-term upside to be benchmark 
weighted in stocks. Because ultimately, 
the market is right in anticipating earnings 
growth in 2010 and beyond, even if 
headwinds associated with earlier excesses 
in lending leave the first year of a global 
recovery running at a tepid pace. 

Industrial activity is indeed already picking 
up, not in green shoots in North America, 
but in bamboo shoots in East Asia. From 
extremely depressed levels that reflected 
the need for inventory de-stocking and 
constraints on trade finance, factories there 
are sparking back to life. The same turn 
will be evident in global activity at some 
point in the second half of 2009, and we 
are overweighting base metals as a result, 
given that sector’s history as an early mover 
in the cycle. Oil typically moves later, and 
we’re skeptical about any follow through 
in 2009 to crude’s recent run-up given soft 
demand, bloated inventories and risks that 
OPEC would lose the discipline to maintain 
recent cutbacks if prices climbed much further.
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Boosting Exposure to Metals, Taking Profits on Tech—Avery Shenfeld, Peter Buchanan, & Meny 
Grauman

Multi-Year Bull Market

Markets can have a mind of their own, but the recent shift in sentiment has been striking, even gauged by the 
outsized swings of years gone by. Stocks have rallied explosively since mid-March in anticipation of an early 
economic recovery, after pricing in a second Great Depression over the fall and winter. 

The earlier pessimism was bound to be reversed once it became clear that unprecedented global monetary and 
fiscal stimulus would gain some traction, and there remains ample headroom for a multi-year bull market ahead. 
The major surprise, then, was how abruptly the market adopted its more positive view. With stocks now having 
come so far in short order, a pause for breath or even a modest retreat before any further climb is probable. 

For all of investors’ preoccupation with a few recent green shoots, the US economy still faces some critical near-
term challenges, including a debt-laden consumer and caution in boardrooms presaging weakness in capital 
spending. While we could see global industrial production hit bottom after mid-year, our expectation for lackluster 
Canadian earnings and economic data should work in coming months to limit the market’s rally room.

The waning months of recessions have historically 
been a good time to hold stocks (Table 1). While 
we expect the TSX to be a good deal higher than 
now a year out, the recent scorching climb has likely 
borrowed a bit from performance over the remainder 
of 2009. Our 10,800 year-end target (Table 2) implies 
that gains over the next six months will consequently 
likely fall somewhat short of the 14% increase 
recorded in the latter stages of past recessions. In 
line with that and still significant risks on a number 
of fronts, we are recommending a benchmark equity 
weighting for now.

Alongside of our neutral equity stance, we are 
recommending a 4% cash overweight, and 4% below 
benchmark exposure on the fixed income side. Having 
now ceded much of the fall’s flight-to-quality-related gains, the treasury market stateside faces challenges from 
Guinness Book of World Records levels of issuance over the next few years. In March, the Fed proposed buying 
$300 billion of U.S. Treasury notes to cap long-term borrowing costs. The 10-year notes’ recent six month high 
indicates that those efforts have, so far, not met with a great deal of success, despite an initial positive response 
(Chart 1). Canadian yields should stay better grounded, given the lighter debt and deficit burden here (Table 3), 

Table 2 - Equity Projections

2007 2008 2009 2010
TSX Composite 9,325          (4/30) 13,833 8,988   10,800 12,000 

% total return 5.1             YTD 9.8      (33.0)   23.1    14.3

TSX Operating Earnings - index adj 829      882     661     741     

                                - yr/yr % chg (36.5)          (09:Q1) 11.7    6.4      (25.0)   12.0    

      S&P 500 873            (4/30) 1,468   903     960     1,060   

                   -% total return, YTD (2.5)            5.5      (37.0)   9.4 12.9    

Year-end

Latest

Table 1 - Recent TSX Run-Up Tops Past Late US Recession 
Rallies

US recession dates 
(coinciding with TSX bear 

markets)

TSX return 
over US 

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, past recessions -22% 14%

Current Recession, 2007-? -30%** 35%**
*   Market fell for 10 months after offical end of recession
** Through May 8th
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and there is room for a modest near-term flattening 
rally to reverse recent selling. But longs will have to 
be very nimble. Looking out into 2010, Canadas are 
also vulnerable to a steepening sell-off as markets 
anticipate rate hikes in 2011. More sustainable 
profit opportunities instead lie in a well-chosen 
corporate and provincial portfolio where further 
spread narrowing will be seen through 2010.

North America a Waiting Game

With markets having been on the move and 
the economic picture shifting, we’re making 
adjustments to our sector weights to capture the 
benefits of the first stages of a global industrial 
upturn. The factory sector saw massive worldwide 

shutdowns in the last half of 2008 and early 2009 in response to excess inventories and a collapse in trade finance. 
But we are already seeing the early signals of a rebound as at least some production comes back on line to bring 
output back closer to demand. 

That isn’t yet visible in green shoots in North America, 
where, most notably, auto and steel output will remain 
moribund through the spring. US and Canadian 
indicators show only an easing pace of decline rather 
than any sign of a demand pick-up. That’s the case, for 
example, in recent readings on US house prices and 
jobless claims, or Canadian monthly GDP.

US consumer spending rebounded in Q1. That, 
and signs firms are getting bloated inventories 
under control, cheered investors, offsetting the bad 
news inherent in the economy’s worst two-quarter 
performance in 51 years (Chart 2, Table 4). It’s 
doubtful that the US consumer’s newfound signs of 
life will continue in the absence of better employment 
reports. March’s retreat and soft April auto sales 

STRATEGY

Chart 2 - Record-Setting US Inventory Reduction (L) 
Suggests Growth Headwinds Poised to Ease (R)
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Table 3 - Fixed Income & Exchange Rate Projections
Year-End

2007 2008 2009

B of C Overnight Target (%) 0.25 0.25 0.25 4.25 0.25 0.25

2-Year GOC 0.99 0.95 0.85 3.75 0.99 0.85

10 Year GOC 3.10 2.95 2.75 3.99 3.10 2.95

30-Year GOC 3.84 3.80 3.70 4.10 3.84 3.80

S&P TSX Cdn Bond Index (% YTD total return) -1.0 0.0 1.8 3.8 11.8 1.3

Fed Funds 0.25 0.25 0.25 4.25 0.13 0.25

10-Year US Note 3.12 3.05 3.05 4.03 2.10 3.15

C$ in US cents 83.9 84.7 81.3 100.2 78.7 84.7

US$/EUR 1.32 1.32 1.30 1.46 1.29 1.30

Yen/US$ 99 100 105 112 93 97

Apr 
30/09

Jun 
30/09

Sep 
30/09

Chart 1 - Treasury Yields Back to Levels Before Fed’s Buying 
Plan
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heighten the risk of a pullback in Q2, as households exercise caution to protect their nest eggs in tough economic 
times. The record 34% decline in business equipment spending, meanwhile leaves little doubt that corporations 
are now cutting capital budgets aggressively. With capital utilization at record lows and commercial construction 
sliding, cuts in capital spending will help to offset any easing of headwinds on the consumer side.  Government 
spending and reduced inventory destocking will have to drive American growth in its initial stages, keeping the 
2010 recovery on a subsdued pace.

What’s true of growth is also in some sense true of corporate 
earnings. With nearly all firms now reporting, Q1 S&P 500 
earnings should surpass pre-earnings season expectations 
by a healthy 4-5%-pts. That still, however, leaves profits 
down over 30% from year-ago levels (Chart 3). The better-
than-expected results from some key financial players that 
helped overall earnings beat the market’s expectations 
may, moreover, not be sustainable now that analysts are no 
longer basing consensus forecasts on their worst fears. 

TSX earnings won’t show year-on-year gains until Q4. As a 
result, the pace of any further climb in equities is likely to 
slow until we see clearer signs of an economic rebound later 
this year, and we remain underweight sectors like consumer 
discretionary, that are tied to a revival of consumer spending 
here or in the US.

Capitalizing on Bamboo Shoots in Base Metals

But while North America’s revival is still a waiting game, 
there are bamboo shoots showing signs of a rebound in East 
Asia, one that could presage a modest industrial upturn in 
store for the US and Canada when at least some of those 
shutdown auto plants are turned on again late this year.

China looks to have been among the first in the region to 
have turned the corner. The trend rise in China’s Purchasing 
Managers Index is one of several signs the worst of the 
downturn that idled factories and millions of workers may 
now be over (Chart 4). China’s neighbours cut production 
even more severely last fall and winter, to get bloated 

Chart 4 - titles

Chart 3 - S&P 500 Q1 Earnings Topped Expectations  
But Still Weak
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Chart 4 - The Sun Rises in the East
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Table 4 - Economic Forecast
09Q1 09Q2 09Q3 09Q4 2008 2009 2010

Canada Real GDP Growth (AR) -7.3 -2.4 -0.5 2.5 0.5 -2.7 1.5
Real Consumption Growth (AR) -1.5 0.5 1.7 2.9 3.0 -0.3 1.9
CPI - Headline (y/y) 1.2 0.4 -0.5 0.5 2.4 0.4 1.7
      - Core (y/y) 1.9 1.5 1.2 0.8 1.7 1.4 1.1
Unemployment Rate (%) 7.6 8.5 8.8 9.0 6.1 8.5 9.0

US Real GDP Growth (AR) -6.1 -3.2 -0.4 2.5 1.1 -3.2 1.8
Real Consumption Growth (AR) 2.2 -1.7 -0.3 1.5 0.2 -1.0 1.2
CPI - Headline (y/y) 0.0 -1.2 -2.3 0.2 3.8 -0.8 2.9
      - Core (y/y) 1.7 1.6 1.2 1.6 2.3 1.5 2.2
Unemployment Rate (%) 8.1 8.8 9.6 9.8 5.8 9.1 9.7

World Real GDP Growth (% chg) - - - - 3.2 -1.5 2.0
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inventories under control. And there are signs that factories there are also beginning to edge back into gear. In a 
hopeful sign improvement is starting to spread beyond China’s shores, production in Japan rose by 1.6% in March, 
the first material gain in 10 months, with estimates for April and May signaling monthly increases of 4.3% and 
6.1% respectively. After a steep pullback last fall, industrial production in Korea likewise posted a 4.8% monthly 
gain in March, on top of a 7.1% rise in February.

With Asia moving now, and North America starting to rebound late this year, investors should be adding weight 
to sectors that tend to be early movers in an industrial production recovery. In that regard, we’re adding a point 
to our base metals exposure to a modest above-benchmark position. Although that sector has been one of the 
markets’ best performers of late, stocks are still trading about 50% below levels reached during the boom. Non-
energy commodity prices typically rise in the early stages of recovery, or even before, in part due to the fact that 
firms must rebuild inventories, before they can reactivate production lines. 

Base metals historically have been among first 
resource space movers (Chart 5), meaning 
that related equities have historically tended 
to outperform the market in the late stages of 
recession and early in recovery. Our historical 
time-shift correlation analysis suggests that in 
the period since 1980, steel prices have tended 
to precede global industrial production (OECD 
factory output plus 6 key emerging markets) by 
about two months. Prices for other non-ferrous 
metals, including copper and zinc, have tended 
to move more or less coincidentally with the 
industrial cycle.

We believe that an Asian-centric recovery, driven by 
infrastructure spending, is likely to be particularly 
conducive for base metals demand. China’s $586 
billion stimulus package, unveiled late last year, is 
focused on housing and infrastructure, including 
railroad and grid expansion, highly metal-intensive 
areas of activity. While developments in China 
are unlikely, on their own, to turn global markets 
around, they could, along with gains in some 
neighbouring economies, still provide considerable 
support. Reversing the fall’s slide, China’s metal 
imports have risen strongly in recent months 
(Chart 6). More positive signals from the factory 
sector there, including positive readings from 
the PMI and fixed asset investment, suggest 
those gains are being driven, in part, by real-
side developments. Because of China’s growing 
domestic in-house capabilities in fields like power 
and construction equipment, the easiest way for 
Canadian investors to play recovery there may be 

through non-energy commodities exposure, particularly on the base metals side. North American auto producers 
still face stiff headwinds. But a turn there could reinforce metals demand beyond mid-year, once inventories are 
cleared out (Table5).

Chart 6 - Renewed Chinese Buying (L), 
Inventory Declines (R) Lift Metals Prices
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Cyclicality Replaces Survival Risks for Financials

We are also moving from an underweight to a neutral stance on financials, as the cloud of uncertainty weighing 
on the sector begins to lift. The doomsday scenarios that took financials down to six-year lows are looking 
increasingly unrealistic, removing a serious downside risk. Those fears were fanned across the border from the 
flameout that hit Wall Street banks last year, with Canadian financials, for a time, driven in a tight correlation to 
US majors. 

But markets are now convinced that even if rescue efforts do entail a further dilution for shareholders in American 
or European banks, both regions will prevent outright failures that could ripple into massive counterparty credit 
losses or fire-sales of assets that would further depress valuation of like products held by Canadian institutions. 
Canadian banks didn’t fall as hard in the sell-off as they maintained their capital ratios without taking government 
capital, but are still benefiting from the cooling of risk perceptions on global banks. Financing costs for banks are 
narrowing. Corporate clients are seeing improved access to the bond and equity market as a way of paring down 
excessive bank lines. In the US, the Fed’s direct lending into such vehicles as the TALF program is also acting to 
reduce the burden on the banking system, while the same has been true in Canada after government mortgage 
buying and an upcoming program to fill in for missing securitization activity.

Insurers are also direct beneficiaries of the reduction in the overall fear level among global investors. Insurer’s 
capital adequacy will be less in question with equities off their lows, limiting the risks associated with products 
sold with guarantees. 

That said, while disaster risks have faded, Canadian banks, if less than their US counterparts, still face a difficult 
year for operating earnings, making it a bit too early to shift to an outright overweight. First-quarter results for 
US financials beat analyst expectations, but were still down 
by over 40%, despite a favourable accounting change. 
Financials have already taken substantial writedowns and 
reserves for losses, but as the Fed’s Senior Loan Officer 
Survey reports, a significant majority of banks expect that 
credit quality for all types of loans is likely to deteriorate 
over the year, even assuming the economy doesn’t take 
another turn for the worse.

In Canada, further provisions lie ahead as the recession 
produces the typical run-up in losses on credit cards, small 
business loans and other credit products, particularly given 
that some Canadian banks have exposures to the more 
challenged US household sector through their American 

Table 5 — Commodity Price Forecast

30-Apr 2006 2007 2008 2009 (f) 2010 (f)

Oil (WTI) $/bbl 51 66 72 100 53 64

Natural Gas (Henry) $/Mn Btu 3.25 6.73 6.97 8.89 4.15 5.25

Gold $/troy oz. 883 604 695 872 1000* 1100*

Copper $/lb 2.02 3.06 3.24 3.16 2.40 3.00

Aluminum $/lb 0.66 1.17 1.20 1.17 0.80 0.95

Nickel $/lb 5.28 10.98 16.86 9.57 6.50 8.00

Zinc $/lb 0.64 1.48 1.48 0.85 0.80 1.00

* end of period

Average

Chart 7 - Total Canadian Bank Credit Loss Provisions
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subsidiaries. Total credit loss provisions are still slightly below levels hit during the much less severe 2000-01 
slump (Chart 7).

Energy Prices Late Bloomers in Recoveries

While metals prices are the early movers in an industrial recovery, energy prices tend to be the late bloomers. Oil 
prices, for example, typically lag global activity by about three quarters of a year, based on the historical record. 
That’s a reflection of the fact that for many 
products like cars and other household 
goods, much of the actual fuel use occurs 
not when the product is made, but when 
it is shipped to consumers and used. The 
recent run-up in crude oil therefore is at 
risk of a setback in the near term, given 
that inventories remain high (Chart 8 left) 
and demand depressed by recessionary 
conditions. The upside for 2010 is also 
capped by the prospect of returning some 
of OPEC’s present 7 million capacity cushion 
back to the market if prices are significantly 
above $65 in 2010, particularly with some 
new Saudi capacity now coming on stream 
(Chart 8 right). We are, consequently, 
maintaining only a neutral recommendation 
despite the oil patch’s longer-term upside 
from price gains in a deepening global 
expansion beyond 2010. Even with the 
recent deep cuts in drilling activity, natural gas inventories are likely to remain well above historical levels through 
late 2009, restraining prices and cash flows for many players. 

To finance some of our added weight in metals and financials, we are taking profits on an earlier overweight in 
technology stocks that has paid off handsomely in recent weeks. While profit margins for a number of firms have 
outperformed expectations, valuations are no longer as attractive as a few months ago, given the recent sharp rise 
in share prices. Cuts in business spending in the US and other countries could also detract from revenue growth 
in some areas in the next few quarters. Prices for a number of firms in that space have overtaken our industry 
analysts’ earlier targets. As a result, we are reverting from overweight to a neutral stance (Table 6).

Table 6 — Valuations & Earnings Growth by Sector
4-Qtr Fwd Index
Earnings Level Current Last Decade 2006 2007 2008 2009 (f)

Energy 119.9 2255 18.8 12.0 11.8 8.8 47.7 -57.1
Health Care 24.9 257 10.3 22.0 25.6 -29.4 -24.5 43.8
Financials 103.7 1205 11.6 12.0 15.0 14.4 -17.5 -6.1
Consumer Discretionary 69.7 771 11.1 15.7 8.4 26.2 4.1 -3.4
Consumer Staples 119.5 1371 11.5 17.8 0.1 -4.1 8.8 17.2
Telecommunications 60.0 642 10.7 29.8 25.9 33.2 -6.7 -5.0
Materials 119.3 2231 18.7 28.9 84.6 29.2 11.6 -19.7
Utilities 104.9 1347 12.8 17.4 15.3 33.7 -63.0 137.1
Industrials 71.4 901 12.6 14.9 20.4 12.8 24.2 -23.1
Info Tech 19.1 280 14.6 44.5 2.9 58.2 70.4 25.9
TSX Composite 661.5 9325 14.1 16.1 13.2 11.7 6.4 -25.0

Forward PE

Note: Indexes as of Apr 30th close; 4-qtr fwd earnings are proj. 09:Q1 thru 09:Q4

TSX Op. Earnings (% ch)

Chart 8 - Heavy Inventories and New Saudi Capacity  
Help Limit Oil’s Near Term Upside

Source: Oil Megaprojects Task Force
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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 5.11 8.32
 -Strategy Equity Portfolio -32.44 5.09 8.34
Bonds (Bloomberg Cda Bond Index) 11.77 -1.01 1.30
Cash (1-Month Bills) 2.27 0.16 0.10
Total Market Benchmark(2) -13.79 2.36 5.53
  -Total Strategy Portfolio -14.17 1.91 4.30
TSX Stocks by Sector (Total Return) (3) 2008 2009 YTD Last 3 Mos.
Consumer Discretionary -35.41 -3.31 4.41
Consumer Staples -6.08 -5.44 -4.00
Energy -33.88 7.85 12.39
Financials -36.45 8.88 16.24
 -Banks -31.43 15.30 25.56
 -Insurance, REITS, others -42.37 -0.49 1.62
Health Care -30.15 4.04 -8.15
Industrials -25.06 -0.91 7.43
Info Tech -54.18 55.33 19.79
Materials -26.48 -1.30 -1.59
 -Gold 4.32 -15.69 -15.79
 -Other Metals -63.19 60.32 28.55
 -Chemicals -40.63 16.02 15.65
Telecom -24.85 -9.61 -6.77
Utilities -20.46 -9.29 -7.63
*as of Apr 30/09
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR MAY 2009

Consumer Discretionary – B. Bek

We expect conventional TV and newspapers to take the majority of the hit from the hostile ad markets, with 
radio holding in reasonably better. The earnings outlook for media is directly correlated to the economy, which 
remains depressed (Bek:Communications & Media – Market Weight). 

While voice commoditization is causing near-term ARPU strain, the incumbents are well positioned to drive 
data use to more than offset these pressures. Despite a major shift in consumer spending habits, digital 
TV, home Internet and wireless have emerged as the “new utilities,” considered to be essential services to 
consumers (Bek: Telecommunication & Cable – Market Weight).

Consumer Staples – P. Caicco

Consumer behaviour has changed, with a definite shift towards private label, increased shopping frequency, 
smaller basket sizes, eating at home, and shopping to paycheques. Capital spending is generally down 
dramatically as every company tries to preserve cash (Caicco: Merchandising & Consumer Products 
– Market Weight).

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

In Q1/09 we have seen improvement in oil as OPEC has acted swiftly with production cuts. However, gas has 
weakened, reflecting ample supply with natural gas storage 22% above 5-year-average levels. With reduced 
activity, we potentially could see supply decrease by up to 5 Bcf/d by Q1/10. Our ‘09, ‘10 & ‘11+ AECO gas 
assumptions move to $4.75/Mcf, $6.25/Mcf & $6.75/Mcf respectively (from $6.00/Mcf, $7.00/Mcf and $7.75/
Mcf). On the crude oil side, our respective WTI price assumptions are US$50/Bbl, US$60/Bbl and US$70/Bbl 
(from US$50/Bbl, US$65/Bbl and US$65/Bbl) (Lee: Oil & Gas – Large Cap- Market Weight). 

We believe weakening commodity prices and deteriorating financial and capital markets have impeded 
development economics and reduced access to capital to the point where virtually all producers have been 
forced to take a cautious stance towards capital spending in 2009. As a result, we believe 2009 is poised 
to be one of the weakest years on record, with the pullback in activity surpassing the downturns of 2007, 
2002 and 1999 and approaching levels not witnessed since the early 1990s  (Fetterley: Energy Equipment 
Services – Market Weight). 

While we believe current valuations are attractive, we continue to see soft prices and tight credit as a shorter-
term concern, thus making balance sheet strength a top priority for investors (Bridges, and Borggard: Oil 
& Gas Junior E&P – Market Weight). 

While the 12-month forward oil price has increased 4% year to date, the 2009 CIBC World Markets 
International E&P 35 Index has surged 37%. The international group has also outperformed the senior, trust, 
and junior groups, which have generated respective year-to-date total returns of 8%, 8% and 4%. While the 
international group’s year-to-date performance trend is above our expectation for strength off the lows of 
late 2008 and early 2009, we believe that select names in the group continue to offer near- and longer-term 
upside (Pare: International E&P – Market Weight).

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

We estimate that even under reasonably harsh assumptions for credit and equity markets the Canadian lifecos 
have adequate capital levels and will not need to issue additional common equity. A number of the U.S. banks 
have reported their Q1/09 results. Two themes dominated the quarter: 1) significantly better-than-expected 
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trading revenues; and, 2) higher PCLs (up 14% Q/Q, 99% Y/Y) and charge-off rates, which increased across 
all lending products (up 28% Q/Q) (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

Investors should keep in mind that North American light vehicle production volumes at the Big Three have 
been trending well below North American light vehicle sales since November 2008 (by approximately 30% 
on average). We estimate North American light vehicle production in Q2/2009 will trend approximately 38% 
below North American light vehicle sales, suggesting inventories should decline significantly in Q2/2009 and 
that inventory destocking should be ending in Q2/2009 or Q3/2009. As a result, vehicle production volumes 
should begin to ramp up again in Q4/2009 (Willemse: Automotive – Market Weight). 

While the steel sector is currently in the midst of the worst industry downturn in decades, some initial signs 
of stabilization may emerge over the next few months. The steel industry will likely remain challenging into 
2010; however, we expect end-market demand will at least improve over 2009  (Willemse: Steel – Market 
Weight). 

The challenging outlook for the solar industry suggests a risk of continued downside pressure for several solar-
related equity share prices. However, some solar-related equities are already oversold, particularly equities that 
are trading well below net cash per share (Willemse: Solar – Market Weight). 

The collapse in commodity prices, particularly oil and base metals, has been a drag on the heavy equipment 
sector with large capital budget projects now being put on hold indefinitely or cancelled. Greenfield mining 
projects (especially in the Alberta oil sands) are no longer economic and brownfield projects are hovering near 
cash-cost levels. Government stimulus packages, including large infrastructure spend components, remain the 
bright spot for the heavy equipment group (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). 

Our sector weighting reflects the mixed outlook for consumer spending. Lower fuel costs continue to offer 
benefits, but with falling traffic numbers, focus shifts to margin preservation. We expect industry conditions 
to remain highly volatile for all industry players (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. Valuations appear reasonable, with the 
sector trading towards the lower end of the trailing five-year average (Lechem: Technology-Software 
– Market Weight). 

Our Market Weight sector weighting reflects the balance between economic/financial/commodity risks and 
ongoing infrastructure spending. We remain cautious on this latest recovery leg. The sector appears vulnerable 
to further sell-offs (Lechem: Business and Professional Services – Market Weight). 



11

CIBC WORLD MARKETS INc.	 Canadian Portfolio Strategy—May 11, 2009

EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR MAY 2009

Although the drivers are all in place for infrastructure upgrades around the world, the economic uncertainty 
and its potential impact on global markets are delaying some of these trends over the next 6 to 12 months. 
We continue to see more caution by service providers and enterprises as they reduce or push out capital 
spending budgets (Coupland: Technology Hardware – Market Weight).

Materials – J. Bout, B. Cooper, J. Lethbridge, C. Hale-Sanders, I. Parkinson

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 weak as the global economy falls deeper into recession, and the 
demand from emerging markets is now evidently insufficient to offset the global slowdown. The industry 
continues to shut in capacity in reaction to the significant deterioration in metals prices, thereby limiting 
oversupply and inventory growth (Hale-Sanders, Parkinson: Mining, Metals and Minerals – Market 
Weight). 

As chemicals demand is typically more economically sensitive, we expect a rebound in buying to be pushed 
out until 2010. We expect demand for fertilizers to pick up by mid-2009 (Bout: Chemicals & Fertilizers 
– Market Weight). 

Most pulp, paper and packaging prices have fallen from their cyclical peaks as the global economy slows. 
We think building materials prices will hover around cash costs until early 2010 until excess inventories in the 
U.S. housing market are depleted. Although most solidwood companies have strong balance sheets, the cash 
burn rate in most of them is high. 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 

The majority of stocks in the pipelines, utilities and power segment are now within 3% of levels that fully 
reflect the current level of ‘A’-rated corporate credit spreads, which remain at near-historical highs. We 
continue to believe that such a level of implied equity risk premiums offers considerable long-term value for 
investors, given our view such a level (consistent with current liquidity crisis-induced corporate bond spreads) 
is an overstatement of the appropriate equity risk premium for companies in the sector, and is likely to decline 
in the medium to longer term. We continue to prefer pipeline companies over the utilities, given stronger 
growth expectations for the former (Panarites: Pipeline, Utilities & Power – Overweight).
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