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

We are cautiously optimistic that we can 
ride out the balance of the year without 
any further systemic shocks. LIBOR rates 
have finally given ground in the face of 
central bank easings and guarantees and 
interbank lending is once again showing 
encouraging signs of life. 

Equally significant, China’s new fiscal 
stimulus package could add as much as 
3% to its growth next year, and the US is 
about to follow suit. But we are still at least 
a quarter away from seeing a bottom in US 
housing prices, and it is now obvious that 
plunging vehicle sales has led the broad US 
economy into recession. It is only the depth 
to which the stock market has already 
fallen that compels us to remain market 
weight in the face of current economic 
conditions.

Having already absorbed the third largest 
market correction in TSX post-war history, 
it seems safe to assume that a grim 
economic outlook is already well priced into 
valuations. Our 12,000 target for the TSX 
Composite next year would represent only 
a typically paced recovery, benchmarked 
to past cyclical yardsticks. It is certainly 
consistent with the nearly three-year period 
it has taken to fully reverse comparable 
percentage declines, although the rapidity 
of today’s crash may suggest, given the 
speed of market reactions, a more rapid 
recovery when the news brightens.

Oil is still the best play on recovery, when 
temporary market fears of demand 
destruction should quickly morph into 
more lasting fears of supply destruction. 
With the marginal cost of new oil sands 

projects over $90 per barrel, the recent plunge 
in oil prices has already trimmed $30 billion 
from Canadian project investment—ditto for 
the investments on the Brazilian offshore, 
Gulf deepwater, and many other sources of 
tomorrow’s expected supply. Investors are 
likely to find that oil demand can be turned 
back on, a lot easier than bringing back 
supply. Our other overweights are in defensive 
sectors best able to ride out the storm.

Investors may also find it noteworthy that 
in the wake of huge central bank rate cuts 
real interest rates are hugely negative at the 
short end of the curve. Fiscal stimulus will put 
pressure on the supply of government debt, if 
more so in the US than Canada. Accordingly, 
we are moving another percentage point of 
weighting from bonds to cash.
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ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 53 53  0.0  0.0
Bonds 38 34 -4.0 -1.0
Cash 9 13 4.0 +1.0
GICS SECTORS  (%)**
Cons. Discretionary 4.6 1.6 -3.0  0.0
Cons. Staples 3.0 6.0 +3.0 +1.0
Energy 29.2 33.2 +4.0 -1.0
Financials 31.8 31.8  0.0  0.0
 -Banks 19.5 19.5  0.0  0.0
 -Insur., REITs, other 12.2 12.2  0.0  0.0
Health Care 0.4 0.4  0.0  0.0
Industrials 5.9 3.4 -2.5  0.0
Info Tech 3.8 1.8 -2.0  0.0
Materials 13.0 15.0 +2.0  0.0
 -Gold 6.7 8.7 +2.0  0.0
 -Other Metals 2.3 2.3  0.0  0.0
 -Chemicals 4.1 4.1  0.0  0.0
Telecom 6.5 4.0 -2.5  0.0
Utilities 1.8 2.8 +1.0  0.0

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

** Benchmark weights are for TSX Composite.

“It is  only the 
depth to which 
the stock market 
has already fallen 
t h a t  c o m p e l s 
u s  t o  r e m a i n 
market weight 
in the face of 
current economic 
conditions.”
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STRATEGY
Equity Markets: Signs of a Bottom—Jeff Rubin, Peter Buchanan and Avery Shenfeld

Table 2 - Economic Forecast

It’s been a tumultuous ride for equity markets recently. A hoped-for thaw in global credit markets has seen the 
TSX strive to put the worst of the fall’s severe selling pressure in the rearview mirror, clawing its way back, at least 
temporarily, through the 9,500 level (Table 1). Inspiring 
cautious optimism, billions of dollars of cash infusions 
and aggressive rate cuts by the Fed and other central 
banks have reversed the late summer’s run-up in LIBOR 
(Chart 1). While the market’s appetite for corporate 
bonds and paper remains depressed, bank lending 
appears to be picking up some of the slack with Fed 
data showing a 3% rise since September. That’s after 
no growth during the spring and summer.

Though there may now be a few more signs of easing 
financial strains to the discerning eye, the building 
blocks for a sustained equity rally are still not firmly in 
place. Deleveraging by hedge funds and other players 
continues to drive volatility (Chart 2) and limit potential 
rallies. We continue to recommend no more than a flat 
exposure to Canadian equities in view of this. 

Government bonds appear to have exhausted their room to rally. Rate cuts are already priced in, real short rates 
are hugely negative and a weaker C$ reduces the need for further aggressive action by the Bank of Canada. 
Supply will also weigh on sovereign debt, with massive new issuance by the US to cover up to a $1.2 trillion deficit 
and to fund various interventions next year, and even Canada moving from surpluses to deficits. As a result, we 
are shifting a percentage point of weighting out of bonds into cash. Within our equity mix, we have also added 
a point of exposure to the defensive consumer staples group this month, trimming a matching amount in gas 
stocks in our energy weighting. While supply destruction sets the stage for a recovery in oil prices, burgeoning 

Table 1 - Equity Projections

Chart 1 - LIBOR Shows Easing in Short-Rate Tensions
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28-Aug 25-Sep 23-Oct

3-month LIBOR (%)

08Q2 08Q3 08Q4 09Q1 2007 2008 2009
Canada Real GDP Growth (AR) 0.3 1.1 -2.0 0.2 2.7 0.6 0.9

Real Consumption Growth (AR) 2.4 2.0 0.9 1.2 4.5 3.8 1.9
CPI - Headline (y/y) 2.4 3.4 2.1 1.9 2.1 2.4 2.4
      - Core (y/y) ex taxes 1.5 1.7 2.1 2.2 2.1 1.7 2.2
Unemployment Rate (%) 6.1 6.1 6.4 6.8 6.0 6.1 6.6

US Real GDP Growth (AR) 2.8 -0.3 -2.8 0.9 2.0 1.4 1.0
Real Consumption Growth (AR) 1.2 -3.1 -3.3 1.1 2.8 0.4 0.3
CPI - Headline (y/y) 4.4 5.3 3.7 3.6 2.9 4.4 3.8
      - Core (y/y) 2.3 2.5 2.5 2.5 2.3 2.4 2.6
Unemployment Rate (%) 5.3 6.0 6.7 7.2 4.6 5.8 7.0

World Real GDP Growth (% chg) - - - - 5.0 3.8 3.0

2006 2007 2008 2009
TSX Composite 9,763          (10/31) 12,908 13,833 9,500   12,000 

% total return (27.8)          YTD 17.3     9.8      (29.8)   28.7    

TSX Operating Earnings - index adj 717      821     944     1,039   

                                - yr/yr % chg 25.0           (08:Q3) 13.2    14.5    15.0    10.0    

      S&P 500 969            (10/31) 1,418   1,468   950     1,150   

                   -% total return, YTD (32.8)          15.8     5.5      (34.2)   23.3    

Year-end

Latest
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non-conventional supply has led us to significantly 
trim our natural gas forecast to an average $7.50/Mn 
Btu next year.

Focus Shifts To Global Economy

With credit and liquidity fears abating somewhat, 
concern is rapidly shifting to one of the other key 
factors clouding prospects for a heavily resource-
weighted TSX, the troubled global economy. The 
jury may still be out on the extent of the downshift 
in growth in emerging markets like China. But there 
is little doubt in the wake of Q3’s GDP decline and 
bleak manufacturing and employment data that 
the US has now joined the Eurozone, Japan and 
most other OECD economies in outright recession. 
As pointed out in our October StrategEcon, high 
oil prices shoulder a good deal of the blame for the 

recent pronounced slowdown in the OECD economies—a good deal more than the consensus, with its almost 
exclusive focus on credit factors, seems prepared to acknowledge. It takes about a year for energy price changes 
to impact growth. By that token, oil prices, which have recently been exerting their maximum negative bearing 
on GDP, should be an increasingly large support for growth moving into 2009. 

Given the time lags involved and a deeply shell-shocked consumer, falling pump prices are unlikely to save the 
US economy from a further battering in the next quarter or two, with GDP diving at a rate of roughly 3% in the 
fourth quarter. That’s an appreciably larger decline than in the quarter just ended. October’s cliff-like drop in auto 

sales, which are now trailing even our earlier grim 
forecasts (Chart 3, and June StrategEcon, “Heading 
for the Exit Lane”), remains an over-arching negative 
for US consumer spending and related equities in 
Canada. 

TSX’s Sell-Off Deep, Even by Standards of 
Previous Heavy-Duty Financial Shocks

Analogies to the Great Depression of the 1930s 
may make headlines these days. But if anything, 
the experience of that era is more notable for its 
differences rather than similarities to the present. 
An astonishing 10,000 banks were allowed to fold 
during that period, with depositors generally losing 
every penny in the absence of deposit insurance. 

More comparable to recent market developments—and holding potentially more useful lessons—are the 
conclusions drawn from 113 financial crises analyzed by the IMF. Some of those episodes were restricted to 
developing economies of Africa, Asia and Latin America, but many occurred in conjunction with larger global 
shocks. The lessons drawn can consequently be very instructive. What the IMF data show is that the current TSX 
equity sell-off already exceeds the median hit to equity prices from a financial shock, even the more severe ones 
accompanied by outright recession (Chart 4).

STRATEGY

Chart 2 - De-leveraging by Strapped Hedge Funds 
Accentuating Volatility 
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STRATEGY

The sheer scale of the TSX’s recent drop in historical terms also suggests a good deal of bad news is already priced 
into stock valuations. Using historical pricing data for the Toronto exchange going back to the mid-1950s, this 
year’s peak-to-trough decline in Canadian equities was, at its worst, just a bad week away from becoming the 
single largest post-war pullback on record (Chart 5).

Other valuation metrics reinforce the view that stocks are not expensive, even with due allowance for the strong 
likelihood of further negative revisions to earnings expectations. Markets have a tendency to overshoot during 
good times and undershoot when sentiment falters. The TSX’s trailing price-to-earnings multiple, at its recent low 
of 10, was the furthest it had been below its historical average since the 1980s. 

Using a method developed by renowned economist Robert Shiller, we further tested this general conclusion by 
calculating market P/E ratios using trailing 10-year index-adjusted earnings, rather than the more conventional 
12-months-forward metric. This allows the analysis to effectively capture the ebb and flow of profits over the full 
business cycle. That is not inconsequential given the larger swings implied by the TSX large stable of resource 
cyclicals. It also guards against investors “irrational” tendency to project recent trends into the future. Even by 
this measure, the TSX reached a 15-year low, relative to its long term earnings multiple (Chart 6).

Table 3 — Valuations & Earnings Growth by Sector

Chart 5 - Recent TSX Drop Among the Worst 
Historically

Chart 4 - TSX Already Hit More Than Other Markets 
in Crisis (Peak-to-Trough Declines)
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2008

1973

1998
Top-5 peak to 
trough TSX 
declines, %

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

Energy 239.7 2425 10.1 12.0 10.3 13.5 30.3 9.2
Health Care 17.2 287 16.7 22.0 30.5 -39.1 -28.9 10.3
Financials 147.4 1367 9.3 12.0 17.4 13.9 -1.1 12.3
Consumer Discretionary 76.5 847 11.1 15.7 10.0 -2.0 27.3 -1.7
Consumer Staples 104.5 1379 13.2 17.8 0.4 -3.8 0.5 15.3
Telecommunications 71.9 839 11.7 29.8 24.1 29.5 -2.3 18.4
Materials 167.4 1798 10.7 28.9 78.2 2.9 45.0 5.4
Utilities 147.5 1577 10.7 17.4 -6.4 58.3 14.7 10.3
Industrials 100.9 996 9.9 14.9 14.0 38.6 4.4 4.0
Info Tech 15.6 214 13.7 44.5 88.5 115.9 40.3 30.4
TSX Composite 956.1 9763 10.2 16.1 13.2 14.5 15.0 10.0

Forward PE

Note: Indexes as of Oct 31st close; 4-qtr fwd earnings are proj. 08:Q3 thru 09:Q2
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STRATEGY
If we have indeed seen a market bottom, how 
long will it take stocks to fully recover from their 
sharp decline? Unfortunately, only once in the 
TSX’s nine peak-to-trough declines of more than 
20% since 1956, did it take less than two years for 
the market to retest its previous peak. On average, 
it has taken the TSX about three years to fully 
recover from a bear market (Chart 7).

But the 1973 and 2000 bear markets took at least 
three times as long to incur roughly the same 
magnitude of losses as those seen recently. That 
provides some hope that the coming recovery 
period could be shorter than average. Even so, 
our 12,000 end-of-2009 forecast for the TSX 
implies that the market will remain well below its 
recent highs, until sentiment towards the US and 
other key economies improves. Our shorter term 
target of 9,500 for the end of the current year 
means, moreover, that the market could struggle 
to maintain its current level through year-end. Bad 
economic news will lead to a further ratcheting 
down of earnings growth expectations from 
the still-surprisingly healthy 16% rise presently 
anticipated by the “bottoms-up” consensus for 
2009 (Chart 8). That compares with our own 
forecast of a 10% increase, aided by a partial 
recovery in oil prices (Table 3). 

Oil—Growing Supply Destruction Points to 
Higher Prices in Future

Oil prices have now fallen by just over 50% from 
the summer’s highs—the largest retreat since late 
1985, when Saudi Arabia’s abandonment of its 
traditional swing producer role sparked an even 
steeper 70% pullback.

Table 4 — Commodity Price Forecast

31-Oct 2005 2006 2007 2008 (f) 2009 (f)

Oil (WTI) $/bbl 68 57 66 72 100 100

Natural Gas (Henry) $/Mn Btu 6.75 8.89 6.73 6.97 8.75 7.50

Gold $/troy oz. 731 444 604 695 800* 900*

Copper $/lb 1.86 1.67 3.06 3.24 3.00 2.00

Aluminum $/lb 0.90 1.23 1.17 1.20 1.15 1.00

Nickel $/lb 5.42 6.71 10.98 16.86 8.50 5.00

Zinc $/lb 0.50 0.63 1.48 1.48 0.80 0.60

 *Year-end

Average

Chart 6 - TSX vs Long-Term Trailing Earnings
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STRATEGY
Oil market cycles are typically of short duration—in part 
because today’s “supposed superabundance” sets the 
stage for tomorrow’s scarcity. While the market focuses 
on “demand destruction”, the phenomenon with 
the greatest lasting impact on prices may be “supply 
destruction”. The hit to drilling and exploration levels, 
from crude prices as low as $11 per barrel in the late 
1990s, almost certainly contributed to the vehemence 
of crude’s price recovery, when growth prospects 
brightened. 

With oil prices now as much as $30, or more, below 
the cost of an incremental barrel from the oil sands 
and other non-conventional sources, history appears 
to be well on the road to repeating itself. In Canada 
alone, recent oil sands delays and cancellations will 
trim roughly a half million barrels per day from capacity 
growth in the next few years. While US daily oil 

demand is down 1.4 million barrels from a year ago, whether the decline is permanent (i.e. demand destruction) 
or temporary (demand suppression) remains to be seen. Significantly, just a fifth of the drop is due to the most 
stable component of demand—“core” gasoline consumption. History does not lend much support to the notion 
of “voluntary” as opposed to “price-induced” conservation. US oil demand rebounded at a strong 3-4% clip 
the year after sizeable price declines in the late 1980s and 1990s, another sign that today’s cancelled barrels of 
capacity may be needed sooner than many observers now suspect. Although the weak global backdrop will weigh 
heavily on prices for now, we expect crude to regain the $100 mark by the middle of next year as global growth 
turns the corner. The oil curves record contango suggest investors are already betting on higher prices down the 
road, as new supply is delayed (Chart 9).

While we remain bullish on oil’s longer term prospects, burgeoning production has us cutting our nat-gas price 
target to $7.50/Mn Btu from $9.00/Mn Btu next year (Table 4) and trimming a point off of our equity exposure to 
related producer stocks. US non-conventional gas production (shale, coal bed methane, and tight gas) will eclipse 
conventional production for the first time this year. Paced by increased output from the likes of Texas’s prolific 
Barnett shales, total US gas production will rise by 7% in 2008. Studies by groups like Navigant Consulting point 
to further gains—perhaps of as much as 4-5% per year—in the next decade, thanks to cost-reducing advances 
in key technologies like horizontal drilling and hydro-fracturing. Wide differentials between North American, 
European and Asian spot prices suggest North America could even become a gas exporter down the road. Policy 

Table 5 - Fixed Income & Exchange Rate Projections

Source: Thomson Reuters

Chart 8 - Earnings Growth Expectations: 
Falling But Still Too High
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changes under President-elect Obama could both 
help and hinder the Canadian industry, with greater 
scrutiny for the CO2-intensive oil sands, but tougher 
coal restrictions helping gas. 

We remain underweight the industrial sector, with a 
3.3% allocation. Transit equipment and engineering 
entities could benefit from stepped-up infrastructure 
spending, under Obama. But rails, which dominate 
this sector, are vulnerable to a weakening economy 
stateside, given their US operations and dependance 
on commodity freight. The airlines, another group 
member, look like a winner from lower fuel costs. 
But those savings will be delayed by hedges, and of 
greater import will be the hit to travel plans from a 
weaker loonie and consumer caution. 

Canadian Financials: Holding Up But Still Risks

Shares of TSX-listed financial companies have continued to outperform the S&P Financial sector. Although we 
are leery of advising an overweight in a sector at the centre of recent global financial turbulence, we continue to 
recommend a neutral exposure. Canadian banks have 
outperformed the financial sector as a whole recently, 
and should continue to benefit in unsettled times from 
significantly lower leverage ratios than many of their 
offshore peers (Chart 10).

Recent accounting rule changes materially reduce the 
likelihood of more writedowns in the sector. Although 
rising loan allowances and still-narrow interest margins 
are likely to continue to take a toll on profit growth, the 
slowdown in earnings performance north of the border 
pales against the declines seen south of the border. And 
we see a smaller risk looking ahead of major regulatory 
changes that could cloud the longer term profit outlook. 
Declining equity values and writedowns have pressured 
insurers’ earnings and capital ratios. Recent regulatory 
changes on the capital requirements for segregated 
funds, however, give firms more flexibility in setting money aside to back their longer term obligations. With 
60% of revenues denominated in US and other foreign currencies, the insurance sector, moreover, is a prime 
beneficiary of a lower C$.

As already noted, we have added more weight this month to the consumer staples group, a traditional defensive 
play, with a track record of above-average performance during times of cyclical weakness. That sector, dominated 
by pharmaceutical and food retailers, has been the TSX’s strongest sector in 2008. Despite the strong recent results 
from some retailers, we remain leery of consumer discretionary stocks as job growth invariably slows to match 
the economy’s pace and wealth declines temper big-ticket purchases.

STRATEGY

Chart 10 - Canadian Banks Not as Highly Levered
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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

100

110

120

130

140

150

160

170

Dec-03 Dec-04 Dec-05 Dec-06 Dec-07

Strategy Portfolio

Market Benchmark

+34.2%

Dec 2003=100

+31.4%
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TSX Composite

+35.8%
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+33.5%

Asset Classes 2007 2008 YTD Last 3 Mos.
Stocks (TSX Composite Total Return Index) 9.83 -27.77 -27.61
 -Strategy Equity Portfolio 9.09 -28.36 -29.00
Bonds (Bloomberg Cda Bond Index) 3.84 4.15 0.73
Cash (1-Month Bills) 4.07 2.04 0.48
Total Market Benchmark(2) 7.22 -13.43 -5.91
  -Total Strategy Portfolio 7.20 -14.24 -15.46
TSX Stocks by Sector (Total Return) (3) 2007 2008 YTD Last 3 Mos.
Consumer Discretionary 4.22 -32.87 -11.14
Consumer Staples -5.34 -11.50 -2.56
Energy 8.23 -25.05 -30.81
Financials -1.63 -23.85 -16.64
 -Banks -6.84 -13.35 -8.55
 -Insurance, REITS, others 5.20 -36.55 -12.74
Health Care -24.25 -22.21 -10.42
Industrials 10.51 -19.12 -22.23
Info Tech 48.22 -45.78 -48.45
Materials 30.26 -41.77 -47.46
 -Gold 5.73 -38.52 -40.87
 -Other Metals 16.51 -56.05 -28.30
 -Chemicals 113.26 -31.47 -50.43
Telecom 19.87 -13.64 -1.90
Utilities 11.89 -17.81 -17.94
*as of Oct 31/08

Total Return (%)*
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR NOVEMBER 2008

Consumer Discretionary – B. Bek

Media performance has been less than stellar in 2008 as credit market turmoil has ripped through the markets 
and depressed valuations globally. We look for a turnaround in the U.S. and a rebound in national ad spend 
as potential catalysts in the back half of the year (Bek: Communications & Media – Market Weight). 

Canada’s wireless penetration, at 64%, still suggests that plenty of growth remains in the Canadian wireless 
market. 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 (Bek: Telecommunication 
& Cable – Market Weight).

Consumer Staples – P. Caicco
So far, 2008 looks like it could be the worst year for the Canadian consumer in over a decade. Our major 
trading partner is entering the early throes of a recession and our ability to sell to the Americans has been 
hampered anyway by the strong Canadian dollar. On top of that, Canadian retailers are facing fierce new U.S. 
competitor-driven Supercenters, bringing a new level of price competitiveness to the market. Combine this 
with rising costs, and margins will be pressured (Caicco: Merchandising & Consumer Products – Market 
Weight).

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

The credit crunch, slowing global economic growth, and financial de-leveraging have combined to bring the 
oil cycle to an end. The question is no longer how high oil prices might go, but how low. We are cutting our 
2008 WTI oil price forecast from US$110 per barrel to US$103, which assumes a price of US$71.75 per barrel 
in the fourth quarter. Our 2009 price outlook falls from US$110 per barrel to US$70, while our post-2010 
price forecast drops from US$110 per barrel to US$80. In light of the change in our crude oil price outlook, 
we are also reducing our AECO natural gas price forecast. Our 2008 estimate falls from $8.50 per Mcf to 
$8.25, while our 2009 forecast is revised from $8.50 per Mcf to $7.25. Our post-2010 natural gas price slips  
from $8.50 per Mcf to $7.75 (Plexman: 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). 

With the contraction of commodity prices, many companies are facing the issue of cash flow falling below 
capital spending. This becomes more of a concern as balance sheet leverage increases, thus reducing the 
flexibility to fund a capital program with debt. The net result is that we could see a number of producers, 
primarily those with the highest D/CF ratios, reduce capital spending moving into 2009. On a positive note, a 
stronger U.S. dollar will mitigate the impact of the drop in U.S. dollar WTI oil prices for Canadian producers 
(Bridges, Borggard and Lee: Oil & Gas Junior E&P – Market Weight). 

Considering the international E&Ps’ weighting towards oil (85%) and despite the correction in global crude oil 
prices to double-digit territory, the group’s valuation discount relative to domestic junior E&Ps, royalty trusts 
and oil futures remains significant (Lee and Pare: International E&P – Market Weight).

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

We remain concerned about further economic weakness that may lead to higher loan losses, continued 
weakness in capital markets, and a slowdown in retail earnings growth for Canadian banks. We anticipate 
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core earnings growth for Canadian lifecos to decline 1.0% in 2008, followed by a rebound to 13.8% growth 
in 2009 (Mihelic: Banks & Lifecos – Market Weight). 

Favoured REITs include discounted high-quality large caps and high growth/undervalued mid-caps (O’Reilly, 
Avery: Real Estate – Overweight).

Health Care – M. Paris

More than 90% 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 U.S. 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 U.S. 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 green house gas emissions and support for evolving technologies (Willemse: 
Solar – Market Weight). 

Even with a soft U.S. economy, robust growth in Asia should continue to drive demand for commodities. 
Barring a global recession, the outlook for the heavy equipment sector in 2008 is modestly robust (Bout: 
Capital Equipment – Market Weight). 

Our Market Weight rating on the Canadian rails reflects the mixed outlook for the global economy (more 
buoyant for international markets and muted for North America) (Bout: Railroads – Market Weight). 

While the retreat in oil prices below the US$100/Bbl mark has sparked rallies in the U.S. airline space, Canadian 
carriers have seen a more muted response as worries about economic weakness into Q4 become more of the 
focus for investors. We believe that lower fuel costs (which had reached almost 40% of operating costs for 
the major carriers), an ongoing focus on yield enhancement, and lower system capacity should translate into 
higher margins in 2009, against a backdrop of very high volatility for all industry players (Murray: Airlines 
– Market Weight).

Information Technology – P. Lechem, T. Coupland
Consolidation remains one of the foremost themes of the sector, with a high level of activity from strategic 
buyers (looking for incremental technology, customers, geographic reach or market share) and from private 
equity (eyeing the highly profitable and stable annual maintenance revenue streams (Lechem: Technology-
Software – Market Weight). 
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Many stocks have sold off significantly on concerns over slowing western economies and commodity prices 
dropping from peak levels. While these issues present headwinds, the longer-term trends remain clear: 
significant public and industrial infrastructure demand in developed and developing nations, due to a multi-
year/decade underinvestment. We believe the sell-off has been overly severe in many cases (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

We are using our 2009 gold price forecast of $900/oz. to set our price targets. 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 rating on the sector reflects the diversity of commodities in it. We believe that a slowing 
U.S. economy will negatively impact styrenics and olefin/polyolefin demand (Bout: Chemicals & Fertilizers 
– Market Weight). 

Most companies in the Canadian paper & forest products industry are implementing plans for “cash 
preservation”. Given the strong Canadian dollar, we expect ongoing rationalization throughout the Canadian 
forest products sector (Carreau, Roberts: Paper & Forest Products – Underweight).   

Pipeline, Utilities & Power – Petro Panarites 

For the time being, this group should continue to provide a lower beta haven from the broader market. Rate-
relative valuations are at historical lows, although our Economists’ forecast for a renewed round of rate hikes 
next year suggests that it may not yet be the time to plunge in indiscriminately. The best outcome would be 
for the current ebb in oil prices to bring about an ease in inflationary pressures, something that should be 
watched closely (Panarites: Pipeline, Utilities & Power – Overweight).
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