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Executive Summary
by Jeff Rubin

ASSET MIX (%)
Bench-
mark

Strategy
Recom-
mend.

vs
Bench-
mark

chg 
vs 

mon. 
ago*

Stocks 56 68 +12.0  0.0
Bonds 38 27 -11.0  0.0
Cash 6 5 -1.0  0.0
GICS SECTORS  (%)**
Cons. Discretionary 5.2 3.7 -1.5  0.0
Cons. Staples 2.6 1.6 -1.0  0.0
Energy 27.0 31.0 +4.0  0.0
Financials 30.8 31.3 +0.5 +0.5
 -Banks 17.2 17.2  0.0  0.0
 -Insur., REITs, oth. 13.6 14.1 +0.5 +0.5
Health Care 0.6 0.6  0.0  0.0
Industrials 5.6 4.6 -1.0  0.0
Info Tech 4.3 2.3 -2.0  0.0
Materials 16.6 18.6 +2.0 +0.5
 -Gold 5.4 5.9 +0.5  0.0
 -Other Metals 7.6 9.1 +1.5 +0.5
Telecom 5.8 4.8 -1.0 -1.0
Utilities 1.5 1.5  0.0  0.0

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

** Benchmark weights are for TSX Composite.

� T h e  s u b p r i m e 
mortgage market 
me l tdown  i s  a 
t empo ra r y  and 
non-lethal shock to 
the bull market in 
Canadian stocks.�

Strategy's Recommended Asset Mix 
& TSX GICS Sector Weights 

vs. Current Benchmark

Contagion effects have rippled through 
credit markets, but the subprime mortgage 
meltdown in the US is a temporary and non-
lethal shock to the bull market in Canadian 
stocks. Federal Reserve Board intervention, 
in the form of two 25-basis point cuts 
to the federal funds rate, will reverse the 
effective tightening that has occurred in 
bank funding rates, boosting both market 
liquidity and con�dence. With the Canadian 
economy outperforming central bank 
expectations over the �rst half of the year, 
the Bank of Canada is unlikely to parallel 
Fed cuts, a stance that will help boost the 
Canadian dollar toward parity with the 
greenback by year-end. Nevertheless, the 
sudden loss of liquidity in Canadian �nancial 
markets has brought the Bank of Canada�s 
tightening program to an abrupt end. 

While the TSX is still 1,300 points shy of our 
year-end target, we expect to see a 15,000 
Composite level within the next six months. 
Furthermore, another 13% rise in operating 
earnings, following this year�s expected 15% 
gain, should drive the TSX to 16,200 by the 
end of next year. Those targets warrant a 
continued heavy overweighting of equities 
at the expense of cash and bonds.

We are fine-tuning our equity portfolio 
in the wake of the market correction this 
summer. The recent global collapse in 
private equity �nancings will hit the telecom 
and media sectors the heaviest, given past 
reliance on private equity deals. We are 
reducing our exposure to the telecom sector 
by a full percentage point. 

At the same time, base metal stocks, 
thrashed some 25% in the recent sell-
off, seem oversold. We are adding a 
half a percentage point of weighting 
to our position in metal stocks on the 
belief that global economic growth will 
remain robust. We are also adding half a 
percentage point of weighting to non-bank 
�nancials which look increasingly attractive 
in today�s marketplace. Canadian insurance 
companies, with their large overseas 
operations, should benefit from strong 
global economic growth while REITs should 
enjoy the support of a strong commercial 
property market in Canada.
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STRATEGY
Strong Earnings to Drive TSX to 16,200 by End of 2008�Jeff Rubin and Peter Buchanan

Table 2 - Economic Forecast

The implosion of the US subprime mortgage market has hit credit spreads hard but the damage in the stock 
market has been reasonably well contained. Even at its worst, the sell-off in the TSX was no greater than last 
summer�s correction (Chart 1). And the index has already re-gained 50% of those losses as investors rapidly 
scooped up discounted stocks. 

With some US$700 billion of painful resets in subprime 
mortgages to the end of next year (Chart 2), there is 
still plenty of bad news to come from US credit markets. 
Delinquency rates are already at 15% and up to 20% of 
outstanding subprime mortgages could end in default (see 
upcoming September issue of StrategEcon). However, it is 
now likely that �nancial markets have implicitly assumed a 
far more draconian outcome, creating an opportunity for 
arbitrage down the road. The blow-up in the US subprime 
mortgage market, like the collapse of Long Term Capital 
Management in 1998, will prove to be a temporary and 
non-lethal shock, giving way to new highs for both the 
stock market and the economy. 

While the TSX is still some 1,300 points below our year-
end target, we expect to see a 15,000 Composite within the next six months. Moreover, double-digit earnings 
growth (Table 1) throughout next year should push valuations up to 16,200 by the end of 2008, even at a very 
reasonable earnings multiple (Table 3). Those targets more than justify our heavy overweight in stocks. Valuations 
have dropped 6% in the wake of the sell-off since mid-July, but the outlook for earnings and the global economy 
remain robust. If anything, earnings expectations have risen compared to a month or two ago with consensus 
expectations now calling for around 13% growth in earnings this year and next (Chart 3). Our own earnings 
estimates (Table 1) show that today�s market offers good value, with the forward P/E ratio having fallen from 
around 17 times earnings to an historically cheap 15 times earnings.

Table 1 - Equity Projections

07Q2 07Q3 07Q4 08Q1 2007 2008
Canada Real GDP Growth (AR) 3.4 2.3 2.0 2.5 2.5 2.5

Real Consumption Growth (AR) 4.9 2.5 2.3 2.7 3.8 2.7
CPI - Headline (y/y) 2.2 2.5 3.0 2.4 2.4 2.5
      - Core (y/y) ex taxes 2.4 2.2 2.2 2.1 2.3 2.1
Unemployment Rate (%) 6.1 6.1 6.1 6.1 6.1 6.2

US Real GDP Growth (AR) 4.0 2.2 1.6 1.9 1.9 2.5
Real Consumption Growth (AR) 1.4 1.9 2.3 2.1 2.8 2.3
CPI - Headline (y/y) 2.7 2.5 3.5 3.2 2.8 2.5
      - Core (y/y) 2.3 2.2 2.0 1.9 2.3 2.0
Unemployment Rate (%) 4.5 4.6 4.7 4.7 4.6 4.8

World Real GDP Growth (% chg) - - - - 5.2 5.0

2005 2006 2007 2008
TSX Composite 13,660        (8/31) 11,272 12,908 15,000 16,200 

                            -% total return 7.5             YTD 24.1    17.3    18.1    10.4    

TSX Operating Earnings - index adj 605     715     822     929     

                                - yr/yr % chg 10.0           (07:Q3) 31.2    18.1    15.0    13.0    

      S&P 500 1,474          (8/31) 1,248   1,418   1,575   1,670   

                            -% total return 5.2             YTD 4.9      15.8    13.2    8.2      

Year-end

Latest

Chart 1 - TSX�Serious But Not Unprecedented 
Setback
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Fed to Support Market with 50-bp Cut to the Funds Rate

Equally important, we expect to see further Fed accommodation designed to allay today�s credit fears with two 
25-bp fed funds rate cuts by the Federal Reserve Board over the next quarter. Concern over credit market liquidity, 
rather than stock market valuations, will be the true motivation for the cuts, but they will, nevertheless, go a long 
way in bolstering market con�dence. The Fed will note that the increase in bank funding costs over the last several 
weeks is an effective monetary tightening since those costs will be passed on to borrowers (Chart 4). 

Markets may also expect to see some �scal efforts at redressing the subprime market mess. President Bush has 
indicated that the Federal Housing Administration will insure some subprime mortgages in arrears, a move that 
will encourage �nancial institutions to continue to lend to the US subprime market as well as lowering �nancing 
costs on re�nanced mortgages by improving their credit quality. The Federal Housing Administration initiative 
will likely be enhanced as political pressure grows on both the Bush Administration and Congress to bail out 
homeowners.

The Bank of Canada is unlikely to parallel Fed rate 
cuts, preferring instead to be a free rider in the sense 
that liquidity in Canadian financial markets should 
automatically improve with the Fed moves. With growth 
in the Canadian economy outperforming Bank of 
Canada expectations over the �rst half of the year, the 
Bank is unlikely to undo its July rate hike. Nevertheless, 
the liquidity concerns, particularly in the asset-backed 
commercial paper market, will see the Bank of Canada 
now stay on the sidelines and shelve any further plans 
for tightening. Particularly, now that near-record oil 
prices and two Fed rate cuts are likely to drive the 
Canadian dollar to parity against the greenback by the 
end of the year (Table 5). 

STRATEGY

Chart 2 - Mortgage Resets in the US Subprime Market
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STRATEGY
The biggest threat to a continuation of a bull market is the potential impact of the subprime mortgage market 
meltdown in the US on North American economic growth. As of yet, there is little evidence of contagion effects 
to the US consumer, although there is plenty of evidence of worldwide contagion effects in credit markets. The 
transmission mechanism for contagion to the US consumer is through a rising personal savings rate, which is 
currently languishing near record lows below 1%. Should the saving rate rise only modestly to 2-3%, consumer 
spending would tank and with it the American economy. But aside from some benchmark revisions, the personal 
savings rate hasn�t budged since US housing prices turned south. And until it starts rising, US consumer spending 
is not at serious risk. 

While there is scant evidence of contagion effect in the real economy, outside of the direct effects in home 
construction, there is plenty of evidence of contagion in credit markets, far �ung from sinking US real estate 
values. Asset-backed commercial paper is one such casualty as are interbank lending spreads, but the credit 
shockwaves from the US subprime mortgage market have also impacted corporate spreads which have widened 
considerably (Chart 5). In effect, rising default rates in the subprime market have been a catalyst for a systemic 
repricing of risk in global markets.

Shifting Weight from Telecoms to Non-Bank Financials and Materials in Wake of Market Correction

While we have not changed our equity weighting we 
are �ne-tuning our equity portfolio this month, moving 
a percentage point of weighting out of telecoms 
and moving a half-point into the heavily sold base 
metals sector and a half-point to non-bank �nancials. 
Changes in general credit conditions are likely to allow 
a much smaller role for private equity takeovers going 
forward. Global �nancing for leveraged buy-outs by 
private equity has fallen off a cliff (Chart 6), and their 
diminished role in �nancial markets going forward is 
likely to hurt sectors in the TSX like telecom and media 
that have relied on these funds heavily to support 
merger activity. We are reducing our exposure to the 
telecom sector by a percentage point. 

Table 3 � Valuations & Earnings Growth by Sector

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

Financials 153.6 1946 12.7 10.9 12.8 18.3 13.4 9.4
Energy 226.2 3187 14.1 13.0 54.5 3.7 20.7 16.8
Industrials 86.3 1350 15.6 15.6 23.6 6.6 13.4 13.7
Telecommunications 66.6 1053 15.8 34.7 2.1 34.7 12.7 14.8
Utilities 113.2 1873 16.6 13.9 10.4 15.2 24.3 3.5
Consumer Staples 102.7 1736 16.9 17.0 1.3 -1.9 1.5 2.9
Materials 159.2 2761 17.3 27.5 21.3 93.3 19.4 9.4
Consumer Discretionary 70.4 1363 19.4 18.6 4.5 8.2 7.0 8.7
Health Care 22.3 435 19.5 49.7 -0.7 12.6 -31.3 -9.8
Info Tech 9.6 341 35.3 32.3 260.9 -52.1 25.2 26.2
TSX Composite 910.0 13660 15.0 17.9 31.2 18.1 15.0 13.0

*Forward cash flow **Price to Fwd Cash Flow

Forward PE

Note: Indexes as of Aug 31st; 4-qtr fwd earnings are proj. 07:Q3 thru 08:Q2

TSX Op. Earnings (% ch)

Chart 5 - Contagion Effects in Global Credit Markets
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STRATEGY
At the same time, base metals stocks look oversold, 
having fallen as much as 25% and we are adding a 
half a percentage point of weighting here. It�s a long 
stretch between the US subprime mortgage market 
and Chinese demand for base metals, and we don�t 
buy it. While there are a lot fewer candidates left for big 
M&A deals in the sector than a year ago, the strength 
of the global economy, and particularly the strength of 
resource consuming economies like China and India, 
suggests valuations are likely to bounce back from 
oversold positions.

While banks are still subject to funding pressures, 
we see the non-bank �nancials including insurance 
companies and REITs providing increasingly good 
value in today�s marketplace. Canadian insurance companies, with their large international operations are well 
positioned to bene�t from continuing robust global growth. While recently beaten down in the market sell-off, 
REITs are fundamentally healthy given the strength of the commercial property market in Canada. 

Growing Uncertainty over Kashagan and Expropriations in the Orinoco Basin Boost Global Interest in 
Oil Sands

We remain with a sizeable four-percentage-point overweight in the energy sector, the single largest overweight 
in our portfolio. Renewed interest in the oil sands by the world�s major oil companies is spurred not only by 
the rise in oil prices to a near-record high of US$75 per barrel but by continuing signs worldwide of rampant 
energy nationalism, marked by growing state intervention, if not outright nationalization. The recent suspension 
of construction in Kazakhstan�s mammoth Kashagan project is reminiscent of the problems global oil �rms 
encountered in the Sakhalin project prior to being forced to sell out to Russian interests there. Elsewhere oil giants 
ExxonMobil and ConocoPhillips have both been effectively nationalized in Venezuela, leaving billions behind in 
prior �xed investment in the Orinoco oil sands. 

At the same time world oil prices have risen in line with our forecast which calls for a year-end price of US$80 per 
barrel. Global crude markets are likely to tighten further as soaring domestic fuel consumption eats into export 
capacity from OPEC and independent producers like Mexico and Russia (Chart 7).

Table 4 � Commodity Price Forecast
Average

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

Oil (WTI) $/bbl 74.04 57 66 70 90

Natural Gas (Henry) $/Mn Btu 5.52 8.89 6.73 7.00 8.50

Gold $/troy oz. 672 444 604 700* 750*

Copper $/lb 3.43 1.67 3.06 3.30 3.50

Aluminum $/lb 1.13 1.23 1.17 1.27 1.20

Nickel $/lb 13.61 6.71 10.98 16.50 14.50

Zinc $/lb 1.42 0.63 1.48 1.60 1.65

Uranium (contract price) $/lb 123 31 50 105* 120*

 *Year-end

Chart 6 - Global Private Equity Deals

0

20

40

60

80

100

120

140

160

180

Ja
n-

06

Mar
-0

6

May
-0

6

Ju
l-0

6

Sep
-0

6

Nov
-0

6

Ja
n-

07

Mar
-0

7

May
-0

7

Ju
l-0

7

$Bn

only 
$17.8 

bn
 in 

Aug.



�

CIBC WORLD MARKETS INc.	 Canadian Portfolio Strategy Outlook�September 6, 2007

STRATEGY
Uranium stocks, one of our favourite parts of the energy sector, crashed 25% in the recent market sell-off, a crash 
accentuated by the parallel collapse in uranium oxide spot prices from as high as US$138 per pound to US$85 
per pound. The de�ation in spot uranium prices is testament to the amount of speculative capital in that market, 
making it particularly susceptible to hedge fund de-leveraging. But at the same time uranium oxide contract 
prices (long-term price agreements between suppliers and utilities accounting for roughly 90% of the uranium 
market), have risen throughout the last 12 months and will continue to rise to over US$100 per pound by year-
end (Chart 8 and Table 4). It is not speculators, but coal, that will determine uranium�s future�a future that we 
continue to believe will be very bright as conventional coal-�red generating plants are no longer considered an 
environmentally acceptable means of generating power in North America.

Table 5 - Fixed Income & Exchange Rate Projections

Chart 8 - Long-Term Uranium Prices Unaffected 
by Spot Market Swings

Year-End

2006 2007 2008

B of C Overnight Target (%) 4.50 4.50 4.50 4.50 4.25 4.50 4.50

2-Year GOC 4.35 4.35 4.40 4.40 4.03 4.40 4.50

10 Year GOC 4.43 4.45 4.45 4.50 4.09 4.45 4.65

30-Year GOC 4.46 4.45 4.50 4.55 4.14 4.50 4.60

S&P TSX Cdn Bond Index (% YTD total return) 0.3 0.6 1.6 0.9 4.0 1.6 4.0

Fed Funds 5.25 5.00 4.75 4.75 5.25 4.75 5.00

10-Year US Note 4.53 4.50 4.45 4.55 4.70 4.45 5.00

US$ in Cdn cents 94.7 95.2 100.0 100.0 85.8 100.0 94.3

US$/EUR 1.36 1.38 1.40 1.37 1.17 1.40 1.33

Yen/US$ 116 118 120 118 119 120 113
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STRATEGY

HISTORICAL PERFORMANCE: CIBC WM BENCHMARK AND ASSET CLASSES

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

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

All Asset Classes 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

* 2006 equity only return for strategy portfolio excludes income trusts

Asset Classes 2006 2007 YTD Last 3 Mos.
Stocks (TSX Composite Total Return Index) 17.26 7.50 -2.23
Bonds (S&P TSX Cdn Bond Index) 4.00 0.34 0.82
Cash (1-Month Bills) 3.88 2.77 1.39
Market Benchmark(2) 11.64 4.47 -0.88
  -Strategy Portfolio 11.86 4.35 -1.71
TSX Stocks by Sector (Total Return) (3) 2006 2007 YTD Last 3 Mos.
Consumer Discretionary 15.67 8.80 -0.93
Consumer Staples 5.53 3.35 0.39
Energy 6.06 2.72 -6.97
Financials 19.21 1.89 -3.94
 -Banks 19.84 0.52 -4.83
 -Insurance, REITS, others 17.50 3.70 -1.44
Health Care 0.69 -15.20 -13.37
Industrials 14.66 18.18 -1.59
Info Tech 27.33 27.86 20.57
Materials 39.81 15.37 2.73
 -Gold 28.03 -13.68 0.14
 -Other Metals 49.80 22.88 -0.18
Telecom 20.12 25.27 0.29
Utilities 7.01 3.99 -0.96
*as of Aug 31/07
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EQUiTY RESEARcH

 TSX SECTORAL VIEWS BY FUNDAMENTAL EQUITY RESEARCH ANALYSTS FOR SEPTEMBER 2007

Consumer Discretionary � B. Bek

The Canadian media space continues to see good overall performance through the �rst half of 2007. As expected, specialty 
TV continues to be strong as advertising dollars and subscription increases continued on their fast pace. Newspapers will 
likely continue to struggle, especially in Metro markets. Internet advertising remains a small piece of the overall advertising 
pie in Canada, but it is growing materially (Bek: Communications & Media � Market Weight).

Consumer Staples � P. Caicco, K. Wong, R. Piticco

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

Energy � R. Plexman

While we have been expecting a commodity price rise in H2/07, markets are moving faster than anticipated. Crude oil 
prices have recovered from the January low of US$50.48 per barrel, and averaged about US$65.00 per barrel in Q2/07. 
Looking ahead, we believe that oil market fundamentals remain positive. We expect that global oil demand in 2007 will 
increase by 1.3 million Bbls/d�1.5 million Bbls/d, and handily outpace non-OPEC supply growth. Given the generally solid 
balance sheets and attractive valuations, M&A could be a further catalyst (Plexman: Oil & Gas � Overweight).

Financials � D. Mihelic, R. O�Reilly, S. Boland

Fundamentals in the Canadian banking industry remain strong. The Big 6 produced an average EPS growth of 19% in 
H1/F07, supported by 11% revenue growth and 4% operating leverage. We expect EPS growth for the group to be 15% 
in 2007 and 8% in 2008, on average. However, the Big Six valuation multiples have recently been under pressure due 
primarily to a 50-basis-point increase in the 10-year Canada bond yield during the last three months. We believe the higher 
level of long-term interest rates has already been factored into bank stock prices. We view current valuations as fair, given 
solid bank earnings outlook and the increased attractiveness of dividend-rich stocks (Mihelic: Banks � Market Weight). 
Net sales remain above historic levels during the slower selling summer months but asset growth may be stalled in the 
short run due to recent market volatility. Wrap products continue to dominate industry �ows, accounting for almost half 
of the industry�s net sales during July 2007. Market Weight recommended (Boland: Asset Managers-Market Weight). 
Canadian �rms reported stronger-than-expected operating earnings growth in Q2/07. Pricing remains soft, but underwriting 
pro�ts were stable. Market Weight is recommended (Boland: P&C Insurers �Market Weight).  In July and August MTD, 
REITs returned -3% on an unweighted basis, compared to a similar -3% total return for the S&P/TSX Composite Index. 
REITs� returns have re�ected the effect of a decline in the 10-year Government of Canada (GoC) bonds yield of 15 basis 
points (bps) to 4.41%, which was more than offset by a 45 bp increase in the average REIT yield spread over the 10-year 
GoC bond. Takeover activity and �uctuating investor sentiment about further takeover bids have also been factors in REIT 
sector returns and prospects (O�Reilly: Real Estate � Market Weight).

Health Care � J. Walewicz

With close to 75% of the S&P/TSX Health Care Index driven by just three stocks, company-speci�c news should drive 
sector performance more than broader macro trends. We maintain our Market Weight sector weighting, as we view the 
risk/reward pro�le for the dominant Canadian health care stocks as balanced. The diversity of the Canadian health care 
space demands that investors continue to focus on stock selection (Walewicz: Health Care � Market Weight). 

Industrials � M. Willemse, J. Bout

We are encouraged by strong production levels for Q3/2007, and do not anticipate any surprise production cuts. We believe 
investor sentiment has improved, as production levels appear to be favorable, inventory levels have declined, and GM seem 
to have made progress with their turnarounds (Willemse: Automotive � Market Weight). Steel market fundamentals 
have improved signi�cantly since the end of 2006. US service centre inventories declined signi�cantly in H1/2007 due to 
a seasonal increase in demand, reduced import activity and lower domestic production levels. Given current inventories 
and import trends, steel producers should continue to have signi�cant pricing power throughout mid-2007 (Willemse: 
Steel � Market Weight).  Market Weight rating on the capital equipment sector re�ects the complexity of the group�s 
underlying drivers. While we believe there is likely to be ongoing softness in US commercial/residential construction, robust 
economic growth in Asia should continue to drive demand for commodities. A moderating global economy should help 
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ease the current frantic demand for new heavy equipment, providing more manageable growth and improved margins. 
The capital equipment sector is typically a late-cycle performer (Bout: Capital Equipment � Market Weight).  As the 
transporter of all things commercial, residential and industrial, the Canadian rails� performance has mirrored economic 
conditions. However, given the sector-speci�c issues facing the trucking industry (highway congestion, higher fuel costs for 
trucks versus rails, and increased regulation for trucks), we expect the Canadian rails to capture a disproportionate amount 
of the freight volume growth (at the expense of trucks) and, with an improved level of service, generate revenue growth 
higher than GDP (Bout: Railroads � Market Weight).

Information Technology � P. Lechem, T. Coupland

Software spending has settled into a more predictable pattern, with market research expecting sector growth in the mid-
to-high single digits. The sector has also settled into a relatively predictable seasonal pattern, with summer typically a slow 
period for software sales, but sales rallying in the fall, driven by budgetary considerations (ie. customers making purchases 
prior to year-end). Over the past decade, technology stock prices have tended to follow a similar pattern, selling off in 
the slow summer period before rallying to year-end strength. We believe the sector is currently attractively valued and we 
see technology stock valuations and timing as both offering an attractive entry point (Lechem: Technology-Software 
� Market Weight).  The common themes among Business and Professional Services are: (1) transaction-based / contract-
based revenues (often long-term, or repeatable); (2) pro�tability depends largely on project management to deliver high 
utilization rates; (3) the core business model is leveragable across clients and geographies; and, (4) customers are increasingly 
looking for a range of solutions from their service providers. These trends are driving both company diversi�cation and 
industry consolidation (Lechem: Business and Professional Services � Market Weight).  Although our coverage 
universe is quite diversi�ed, the hardware sector has started to bene�t from growth in certain emerging markets and 
resurgence in capital spending in networking. We expect this to continue as developing regions look for high-quality and 
lower-price solutions for communication networks and infrastructure. Key emerging themes: 1) the deployment of WiMAX 
and other wireless networks; 2) hardware and software to support the rollout of the triple and quadruple play in the 
telecommunications market; and 3) solutions for dealing with network congestion (Coupland: Technology Hardware 
� Market Weight).

Materials � J. Bout, H. Carreau, B. Cooper, D. Roberts, C. Hale-Sanders, B. Humphrey

Gold prices for the �rst six months of the year have averaged US$660/oz. We have lowered our forecast for 2007 to 
US$675/oz from $725/oz with expectations that the bull market for bullion will continue but in a more subdued pace than 
prior expectations. We continue to recommend an Overweight stance on the sector with an expectation that smaller-cap 
stocks will offer the best returns (Cooper, Humphrey: Mining, Precious Metals � Overweight).  Over the past month, 
concerns of a slowing global economy in 2007 and 2008 caused by the perceived ongoing �credit crunch� in the capital 
markets resulted in a signi�cant correction in base metals equity and commodity prices. While the demand outlook is 
somewhat cloudy given the ongoing capital market gyrations, unless physical demand actually comes under pressure we 
do not believe this capital markets turmoil marks the end of the secular bull market for base metals. (Hale-Sanders: Mining, 
Metals and Minerals � Market Weight). 2007 has been a frantic year for the fertilizer industry with 92.9 million acres of 
corn having been planted. Black Sea urea prices have rebounded on expectations of Indian and Brazilian demand. Potash 
market remains tight (Bout: Chemicals & Fertilizers � Market Weight).  Despite a short-lived rebound early in 2006, 
demand remains generally weak across all the paper grades, with the latest data showing year-to-date demand down by 
11.1% for newsprint and 5.4% for the uncoated freesheet grades. Demand for containerboard was better in 2006, but so 
far this year US corrugated box shipments are down 2.4%. Prices in the building materials sector, which had been the one 
bright spot in the industry over the past few years, are down to trough levels because of increasing supply and moderating 
housing starts (Carreau, Roberts: Paper & Forest Products � Underweight).   

Utilities � M. Akman, A. Pavao

Pipeline and utility stocks have fallen since mid-July, in sympathy with the broader market sell-off. While market turbulence 
may continue in the near-future and in�uence the movement of stocks in our universe, the fundamental growth drivers 
for Canadian pipelines & utilities remain strong. Commodity prices remain above historical levels, which continue to be a 
positive factor for the pipeline, utility and power stocks. A growing electricity supply shortage, especially in Alberta, should 
continue supporting higher power prices and investment opportunities (Akman, Pavao: Pipeline & Utilities � Market 
Weight).
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Quantitative Tactical Asset Allocation (QTAA) Strategy �  by Yin Luo

Exhibit 1. Macro Factor Contribution � QTAA Exhibit 2. Market Volatility

The equity market was down in August, underperforming both bonds and cash. The best performing sector�
information technology�was up almost 9%, while the materials sector was down almost 4% in August. Crude 
oil prices and other commodities were down. Interest rates also fell, but credit spreads kept widening.

Our QTAA strategy uses a statistical technique called logit model to make asset allocation decisions. Despite the 
recent sell-off of the equity market, our QTAA model (see Exhibit 1) is still suggesting stocks as the best asset class 
for September, outperforming both bonds (probability = 79%) and cash (probability = 87%).

We recommend overweighting stocks and underweighting cash. The market volatility rose to record high in 
August due to the concerns in the credit market. The market is expected to stay volatile through September (see 
Exhibit 2).

Note: From a modeling perspective, we use the S&P/TSX Equity Index as our main benchmark and treat income trusts as a separate 

component in our TAA and sector rotation strategy.

 

QUANTITATIVE SECTOR ROTATION STRATEGY

Compared to the recent average, our quant model assigns more weight to quality factors and reduces weight on 
value and analyst revision factors for September 2007.

Our QED model suggests overweighting the information technology, industrials, and materials sectors. We also 
recommend underweighting the health care, consumer discretionary, and telecom services sectors. For stock-
speci�c analysis, please refer to our QED Model Monthly Forecast, August 1, 2007 for individual stock rankings.

Exhibit 3 provides our QED model ranking for the 10 GICS sectors, using the bottom-up approach on a 
capitalization-weighted basis. Exhibit 4 decomposes the QED score for each sector by the six sources of alpha: 
value, growth, momentum, analyst revisions, quality and market.

The suggested overweight on the information technology sector is driven mainly by stock and sector momentum, 
followed by reasonable valuation and good quality. We also recommend overweighting the industrials sector, due 
to sector momentum, quality and attractive valuation. The materials sector is also at overweight, bene�ting from 
sector alpha and reasonable valuation. 

The underweight stance on the health care and consumer discretionary sectors is based mostly on the negative 
sector alpha. We also suggest underweighting the telecom services sector on valuation.

Within the income trust universe, we still prefer power & pipeline and business trusts, and suggest underweighting 
oil & gas trusts. Momentum and revision style factors are the driving forces behind our current trust 

Stocks/ Stocks/ Bonds/
Factor Cash* Bonds* Cash*

Yield spread 2 NA 2
Equity Yield Gap NA 2 NA
U.S. Equity Yield Ratio 5 NA NA
TSX Dividend Yield 2 2 NA
Change in 3-Month T-Bill Yield NA 5 NA
TSX GARCH Volatility 5 5 NA
Change in TSX GARCH Volatility 3 NA NA
Oil Price 4 4 4
CRB Commodity Index NA 1 NA
Canadian Dollar 4 NA 4
Put-Call Ratio 4 4 2
Leading Economic Indicator NA 3 NA
M3 Money Supply NA 1 1
ISM Index 1 NA NA
Probability of Outperformance 87% 79% 53%
* 5 indicates the strongest positive contribution to outperformance, while 1 
  means the strongest contribution to underperformance.
Source: CIBC World Markets Quantitative Strategy
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