
CIBC World Markets Inc. � PO Box 500, 161 Bay Street, BCE 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

STRATEGECON

Economics 
& Strategy

http://research.cibcwm.com/res/Eco/EcoResearch.html

Jeffrey Rubin
(416) 594-7357

jeff.rubin@cibc.ca

Avery Shenfeld
(416) 594-7356

avery.shenfeld@cibc.ca

Benjamin Tal
(416) 956-3698

benjamin.tal@cibc.ca

Peter Buchanan
(416) 594-7354

peter.buchanan@cibc.ca

Warren Lovely
(416) 594-7359

warren.lovely@cibc.ca

Leslie Preston
(416) 956-3219

leslie.preston@cibc.ca

Just how damaging contagion effects will 
be to credit and equity markets remains 
to be seen but both the Federal Reserve 
Board and the Bank of Canada have already 
made clear, they are not going to allow it to 
become a de facto monetary tightening for 
their respective economies. 

The funding of billions of dollars of liquidity 
in the overnight market may not be the 
"Greenspan put" that the equity market 
is hoping for, but it�s nevertheless a strong 
commitment that central banks aren�t going 
to allow accidents in �nancial engineering 
to threaten economic growth. While it’s not 
yet necessary, the Fed would be prepared to 
cut rates if markets continue to overreact. 
As long as they maintain that stance it�s 
dif�cult to see the recent market correction 
as anything more than a mid-cycle de-
leveraging that should ultimately give rise to 
new market highs. 

In the near-term the labyrinth of structured 
assets will amplify market perception of risk. 
While there is scant evidence of contagion 
effects moving to the real economy, there 
is now ample evidence that the credit shock 
has moved well beyond the relatively narrow 
con�nes of the subprime mortgage market 
in the US. The subprime market is at worst a 
US$100 billion writedown, assuming much 
more draconian default rates and much 
more pessimistic recovery rates on defaulted 
loans than we have yet seen (see pages 4-7). 

Today�s problems lie not with the magnitude 
of the subprime mortgage market but with 
the magnitude of the much larger market for 
other corporate and household debt that has 
been unduly tarnished by the troubles in the 

weakest corner of the US mortgage market. 
Instead of putting billions at risk, contagion 
has seemingly succeeded in putting trillions 
at risk.

Or has it? Ultimately, what is the risk that 
holders of these assets must face? While 
the reduction in CDO market liquidity may 
cause more than a few leveraged hedge 
funds to go belly-up, what lenders are left 
with in liquidation is the underlying value 
of the assets. Aside from the assets that 
are troubled subprime mortgages, the 
value of other assets in these funds, such 
as credit card receivables and conventional 
mortgages, has not suddenly plunged just 
because the value of the leveraged funds 
holding them have.

Despite the huge widening in credit spreads, 
and the reduction in liquidity in certain areas 
of the commercial paper market, there 
has not been a systemic rise in defaults in 
the Canadian household debt market, or 
the global corporate debt market, even in 
the segment �nancing highly leveraged 
buyouts. 

In fact, it has been precisely the lack of 
bankruptcies and defaults that has allowed 
the corporate debt market to expand as 
much as it has and for �nancing spreads 
to have been as tight has they have been 
recently. The only sector that has seen an 
appreciable increase in risk as evidenced by 
rising default and foreclosure rates is the 
US subprime mortgage market. And in the 
grand scheme of global economic growth, 
that�s going to turn out to be a relatively 
small story. 

“... Despite the huge 
widening in credit 
spreads,  and the 
reduction in liquidity 
in certain areas of 
t h e  c o m m e r c i a l 
paper market, there 
has been no systemic 
rise in defaults in the 
Canadian household 
debt  marke t ,  o r 
global corporate debt 
market, ...” 

Containing Contagion
by Jeff Rubin

August 16, 2007
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MARKET CALL

INTEREST & FOREIGN EXCHANGE RATES

Markets have moved to price in Fed easing, but it�s going to take much more blood spilled from �nancial 
markets to bring out the �Bernanke put�. While the Fed would backstop the economy with rate cuts if we 
saw an equity or credit market retreat of the scale seen in 1998, positive earnings fundamentals could still 
see markets stabilize before such levels are reached. 

The Bank of Canada seemed to be leaning towards another rate hike, but that looks to be off the table for 
now. Too many �nancial question marks are likely to be lingering to make a hike in September prudent, and 
wider credit spreads are providing an alternative route to raising borrowing costs. Thereafter, modest US 
growth and a �rm C$ will be seen as suf�cient anti-in�ation braking forces. Dodge should be able to coast 
to his year-end retirement.

Both Treasuries and Canadas are vulnerable if a Fed rate cut proves unnecessary, and the �ight-to-safety bid 
fades. The C$ has given up ground and looks stalled for now, but we�re retaining our call for parity, expecting 
resource prices to show renewed gains later this year.

�

�

�

2007         2008

END OF PERIOD: 15-Aug Sep Dec Mar Jun Sep Dec

CDA Call loan (mid-point of range) 4.50 4.50 4.50 4.50 4.50 4.50 4.50
98-Day Treasury Bills 4.40 4.40 4.45 4.40 4.40 4.40 4.45
Chartered Bank Prime 6.25 6.25 6.25 6.25 6.25 6.25 6.25
2-Year Gov't Bond (3.75% 06/09) 4.30 4.40 4.50 4.40 4.40 4.35 4.45
10-Year Gov't Bond (4% 06/17) 4.44 4.50 4.70 4.65 4.55 4.50 4.55
30-Year Gov't Bond (5.75% 06/33) 4.47 4.50 4.60 4.60 4.55 4.50 4.55

U.S. Federal Funds Target 5.25 5.25 5.25 5.25 5.25 5.25 5.25
91-Day Treasury Bills 4.06 4.55 4.80 4.80 4.65 4.60 4.70
2-Year Gov't Note (4.625% 07/09) 4.29 4.60 4.90 5.00 5.00 4.95 5.05
10-Year Gov't Note (4.75% 08/17) 4.72 4.80 5.00 5.15 5.15 5.10 5.20
30-Year Gov't Bond (5% 05/37) 5.02 5.05 5.15 5.25 5.25 5.20 5.25

Canada - US T-Bill Spread 0.34 -0.15 -0.35 -0.40 -0.25 -0.20 -0.25
Canada - US 10-Year Bond Spread -0.28 -0.30 -0.30 -0.50 -0.60 -0.60 -0.65

Canada Yield Curve (30-Year — 2-Year) 0.17 0.10 0.10 0.20 0.15 0.15 0.10
US Yield Curve (30-Year — 2-Year) 0.73 0.45 0.25 0.25 0.25 0.25 0.20

EXCHANGE RATES — (US¢/C$) 92.7 95.2 100.0 100.0 96.2 95.2 94.3
— (C$/US$) 1.078 1.050 1.000 1.000 1.040 1.050 1.060
— (Yen/US$) 117 118 120 118 115 114 113
— (US$/euro) 1.34 1.38 1.40 1.37 1.33 1.33 1.33
— (US$/pound) 1.99 2.01 2.00 1.97 1.92 1.92 1.92
— (US¢/A$) 82.1 84.0 86.0 88.0 85.5 81.0 84.0
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STRATEGY AND EARNINGS OUTLOOK

�

�

12,908
15,000

9,246
11,272

0

4,000

8,000

12,000

16,000

2004 2005 2006 2007

TSX Composite Index (close) Projected

475
623

735
853

0

200

400

600

800

1000

2004 2005 2006 2007

CIBCWM  FcstTSX Index-Adj. Oper. Earnings

18%
31%

30%

16%

2005 2006 2007 Latest
Energy 54.5 3.7 20.7 14.5
Materials 2.1 34.7 12.7 16.0
Industrials 23.6 6.6 13.4 15.9
Consumer Discretionary 4.5 8.2 7.0 19.9
Consumer Staples 1.3 -1.9 1.5 17.6
Health Care -0.7 12.6 -31.3 19.1
Financials 12.8 18.3 14.2 12.3
Info Tech 260.9 -52.1 65.6 34.9
Telecom Svcs 21.3 93.3 12.7 17.6
Utilities 10.4 15.2 24.3 16.4

TSX Composite 31.2 17.8 16.0 15.0

27.5
13.9

17.9

17.0
49.7
10.9
32.3

13.0
34.7
15.6
18.6

Last 10 
yrs.

TSX -  Earnings Outlook & Forward PE

PE

4-qtr FwdOperating Earnings

(% chg)

Woes in credit markets have kept equity markets squarely on the defensive for the last month. While 
turbulence is likely to persist in coming weeks, still-solid fundamentals create a potential buying opportunity 
for investors with a longer-term perspective (see pages 4-7). Canada�s housing market and consumer sector 
both appear to be in materially better shape than their US counterparts (see pages 8-9). The strength of the 
global economy, domestic corporate pro�ts and commodity prices also differentiate the recent market drop 
from the precipitous plunge triggered by Long Term Capital Management�s (LTCM) troubles and Russia�s 
debt default nearly a decade ago. Embattled private equity �rms have also �gured much less prominently in 
Canada�s M&A wave than in the US.

Given the present backdrop, we continue to recommend sectors with a high degree of leverage to global 
demand, like the energy and materials groups, while underweighting the C$-vulnerable industrials and high 
beta technology group. In early August, we added a half-point of exposure to our energy overweight to 
capitalize on the potential for still-higher crude prices based on unexpectedly �rm global demand, climbing 
depletion levels and delays to major supply mega-projects. While a thinning roster of takeover candidates led 
us to trim our large overweight of the base metals sector, we remain modestly overweight that sector and 
the gold group given the positive rami�cations of a steeper expected decline in the greenback for bullion 
prices. 

ASSET MIX (%) Benchmark Strategy Rec-
ommendation

Stocks 56 68
Bonds 38 27
Cash 6 5
GICS SECTOR EQUITIES (%)
Consumer Discretionary 5.2 3.7
Consumer Staples 2.6 1.6
Energy 27.9 31.9
Financials 29.7 29.7
 -Banks 16.5 16.5
 -Insur., REITs, oth. 13.2 13.2
Healthcare 0.6 0.6
Industrials 5.6 4.6
Info Tech 3.9 1.9
Materials 17.2 18.7
 -Gold 5.6 6.1
 -Other Metals 8.2 9.2
Telecom 5.7 5.7
Utilities 1.5 1.5
Note: Bold indicates recommended overweight.
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Investors in equities, corporate bonds, or CDOs are now 
confronted with the same underlying question: how bad 
will credit quality get, both actual and feared? If, as we 
saw in the last couple of weeks, even a single fund�s 
revelation of trading losses sparks an equity rout, we�re 
in trouble. Losses on the mortgage-related securities 
that kicked off the problem are still being revealed, 
and US mortgage arrears will get worse as interest rate 
resets on adjustable rate mortgages peak later this year. 
Some of the spillovers to other credit markets are still 
reverberating.

But underlying global growth and pro�t fundamentals 
remain supportive for equities and corporate credit 
quality. US mortgages aside, current equity and credit 
market selling pressure is more about fear than reality. 
Odds are that in the North American �nancial market, 
such fears will be overcome by favourable economic 
news, and that the current jitters will be seen, with 
hindsight, as a buying opportunity for equities.

Core of the Problem

Just how large is the scope of the credit squeeze? The 
core of the problem, defaults on US subprime mortgages, 
does not in and of itself seem that sizeable. Bernanke�s 
guess on the potential losses�on the order of US$100 
bn in non-recovered defaults�matched our earlier 
estimate. In today�s dollars, that was dwarfed by earlier 
market shocks like the savings and loan crisis (Chart 1) 
or the tech bubble bursting, all the more so because the 
losses are being shared with CDO investors outside the 
US, and the economy is much larger today.

In the near term, that could understate the scope of the 
core problem. Mark-to-market declines in the US$1.5 
trillion or so in subprime and Alt A (low documentation) 
mortgage bonds could easily exceed US$100 bn even if 
ultimate losses prove to be no more than that. Liquidity 
has vanished for some of these securities, leaving 
valuations based on the panicky prices investors are 
paying for protection in the credit default swap market 
that imply, in some cases, up to a 60% writedown. The 
earlier perception that the upper tranches of CDOs were 
lower risk, encouraged them to be held with greater 
leverage, which makes defaults by funds holding them 
more likely.

Anatomy of a Credit Squeeze
Avery Shenfeld, Peter Buchanan and Jeff Rubin

Chart 1
Magnitude of Subprime Hit vs Past Shocks

The Contagion

The direct hit will be felt in the ongoing housing recession 
in the US, which, at least to some degree, was an intended 
consequence of the Fed�s desire to moderate economic 
growth. But through various channels, the MBS/CDO 
crunch spread to a broader re-pricing of risk. The need 
for central bank liquidity injections to maintain targeted 
overnight rates was one signpost of a banking system 
moving to preserve cash.

One contagion was seen in the asset backed commercial 
paper (ABCP) market, where investors became more 
concerned about buying CP from some conduits with 
complex underlying assets based on ratings alone. In 
Canada, the ABCP market was worth C$107 bn at year-
end 2006, of which some 28% was from multi-seller 
conduits where the underlying assets were structured 
�nancial assets. While the status of some non-bank 
third-party conduits is currently unresolved, however 
these issues are worked out in the weeks ahead, the 
hit to borrowing costs in the Canadian economy looks 
manageable. In total, ABCP represents only 5% of the 
C$2.1 trillion in total Canadian business and household 
credit outstanding at the end of 2006, and those at issue 
are only a fraction of that. Presumably, other vehicles, 
with different �nancing arrangements, would supplant 
any potential shrinkage in the part of the ABCP market 
that actually funded Canadian business and consumer 
borrowing.

5,000

270 100
0

1000

2000

3000

4000

5000

6000

Dot.Com Collapse S&L Crisis Subprime
Meltdown (?) *

Bn. $2007 *Estimate assumes 
eventual 30% default rate 
for subprime loans; 50% 

recovery ratio



CIBC WORLD MARKETS INc.	 StrategEcon - August 16, 2007

5

Chart 3
Global Private Equity Buyout Announcements

Chart 2
Major Credit Events of the Last Decade

Spillovers are also being seen in other markets. Selling 
in equities, high-yield currencies and commodities may 
have also been triggered by hedge funds reduced ability 
to �nance leveraged positions. Higher observed volatility 
has also triggered forced selling, as institutions using 
value-at-risk models to set position limits will see greater 
potential for daily moves, and will have to pare back 
holdings. 

To this point, most of these contagion responses, 
while signi�cant, look like tremors rather than a full 
scale earthquake. The 10% equity retreat in Canada is 
a correction that is frequently seen during a generally 
bullish trend, including a larger sell-off earlier in the bull 
run in 2006. Spreads on high-grade corporate bonds in 
the secondary market don�t look that wide relative to 
anything other than the last few years (Chart 2), nor 
do absolute yields. But admittedly this is still a work 
in progress given volatility in the credit default swap 
market, and new-issue spreads are likely wider than the 
secondary market indicates. 

A greater response has been seen in the high-yield market, 
where the combination of heavy issuance volumes tied 
to private equity leveraged buyout deals, and not-too-
rational analogies to defaults on subprime mortgages, 
have hit the market. Despite a paucity of observable 
defaults, investors have reconsidered the extremely 
narrow spreads that had prevailed in the leveraged loan 
and high-yield bond markets. Covenants and leverage 
moved back towards historical norms, as have spreads.

While the new spreads are well below past crisis levels, 
caught in the shifting winds were numerous deals that 

had been drawn up assuming much tighter spreads and 
less restrictive terms. Some US$300 bn of bonds or loans 
that had been expected to be issued to �nance these 
deals are unsold, leaving the debt stuck on bank balance 
sheets. Until that overhang is cleared out, banks appear 
to be reluctant to back new LBO deals. The pace of 
private equity M&A announcements in August is down 
75% from what was seen earlier in the year (Chart 3).

That has less import for the Canadian equities markets 
than it might for the US. The vast majority of M&A deals 
in Canada have been corporate purchases rather than 
highly levered private equity takeovers (Chart 4). We 
estimate that only 5% of the upswing in the S&P/TSX in 
the past year was due to the premiums paid on private 
equity M&A deals and their related boost to others in the 
same sector.

Chart 4
Buyout Firms Less Important to Canadian Rally
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Fundamentals vs. Fears

Aside from the huge wave of defaults on US subprime 
mortgages, the underlying news on both corporate 
pro�ts and economic activity remains highly supportive 
for Canadian equities and, outside those caught up in 
LBOs, corporate credit quality. Global corporate debt 
defaults remain almost non-existent, a key reason why 
spreads had been driven so tight. Canadian corporate 
balance sheets are in excellent shape.

And for equities, recent positive earnings suprises have 
been a far cry from the lack of earnings support before 
the 2001 dot.com meltdown. Canadian equities are 
reporting above-consensus double-digit gains, and look 
cheap on a P/E basis relative to bond yields (Chart 5). 
Global demand, not US growth, has been key to the 
resource boom�and the IMF only recently raised its 
world growth forecasts for 2007/08 in light of upside 
surprises in China and the developing world. 

Those developing countries, not the US, have been 
key to global GDP gains in the past few years (Chart 6) 
and their role in commodities demand gains has even 
been greater given the resource-intensity of rapid 
industrialization. Even in the US, tight labour markets, 
and healthy 6% personal income growth, had the Fed as 
recently as last week seeing in�ation, not slow growth, 
as the �predominant� risk.

Chart 6
US Not Driving Global Economy

Bernanke to Ride to the Rescue?

Those wishing for a rescue effort from the Fed should 
think twice about what they are asking for. Judging by 
where things stood when Greenspan rode to the rescue 
with 75 bps in rate cuts in 1998, the last time the Fed 
eased on a �nancial shock, we would have to see a lot 
more damage to equities and credit spreads to bring 
Bernanke in with an ease.

Today�s jitters bear little in common with the broader 
economic shock seen in 1998 (Table 1). While US growth 
has been weaker of late, that has mostly been by design, 
as the Fed moved to cap in�ation pressures. Global 
growth has been twice as brisk as in 1998, when much of 
the world outside North America was mired in recession 
following the �Asian crisis�. 

Credit markets back then had been hit by a massive Russian 
default, were worried about toppling Brazil, and were 
dealing with the insolvency of LTCM, a dominant hedge 
fund at the time, all of which had spreads deteriorate 
much more. Stocks took at 19% dive stateside in the 
lead-up to a Fed rate cut. 

With global growth holding up in what is still a story 
centred on US housing credit, the TSX overweight in 
energy and resources should prevent a replay of the 1998 
pullback. Canadian equity markets took at 28% dive in 
1998, but oil and CRB commodity prices were in freefall 

Chart 5
PE’s Attractive (L) Given Market Drop, Above-
Consensus Earnings (R)
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due to the global slump at the time, in contrast to year-
to-date gains. Emerging market economies continue to 
boom, as evidenced by the much more limited hit to 
their credit market spreads than the more than 1,000-bp 
widening typical in the 1998 shock. Canada�s underweight 
in consumer stocks, which might be impacted by more 
sluggish American household spending, could also 
be of bene�t, and Canada�s stronger housing market 
(see pages 8-9) implies less stress on household credit 
quality.

Futures markets are now pricing in heavy odds that the 
Fed will be cutting rates (Chart 7), perhaps by 50 bps, 
before the year is out. But markets could rationally become 
desensitized to the bad news on mortgage defaults and 
CDO write-downs, both of which are now considerably 
priced in. As a result, decent corporate news could at 
some point dominate continued negative news on US 
mortgages, allowing �nancial markets to self-stabilize. If 
so, the Fed would stay on hold. North of the border, the 

Table 1
Two Credit Crises Compared

Chart 7
Markets Betting on Fed Rate Cuts

Today 1998 LTCM Crisis

Economy
Annual Global Growth (% ch) 5.2 * 2.7
US GDP (yr/yr % ch, latest qtr) 1.8 3.7
US Real Cons. Spend (yr/yr % ch, latest qtr) 2.9 5.0

Equity Markets
S&P 500 (% ch) -9.4 -19.3 **
TSX Composite (% ch) -10.8 -28.2 **
TSX Earnings (% ch) 16.0 *** -14.5

Spread Widening vs Treasury Note**
  10 yr US A Corp 33 73
  10 yr US B Corporate 96 266
  Mortgage - 30-Year, Fixed 47 93
       - Non-Conforming (uninsured) 90 95
  Emerging Markets 58 1166

Resource Prices ****
  Oil ($/bbl ch) 17.0 -6.5
  CRB Index (% ch) 7.1 -17.3

*     IMF 2007 Forecast
**   maximum 1998 drop/widening, chg Jan-Aug 15/07
*** CIBC WM 2007 Forecast
****change in 1998 or Jan-Aug 15/07

Bank of Canada, which had been expected to hike rates 
in September, is likely to see enough �nancial market risk 
to set such plans aside. 
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What remains the greatest source of weakness in today�s 
US economy is a continued source of strength in Canada. 
While the US housing market is mired in deep recession, 
Canada�s own housing market has demonstrated 
extraordinary resilience.

Canada may have witnessed a modest easing in housing 
starts during the �rst half of 2007 compared to the year-
earlier period, but the decline was a mere fraction of the 
damage suffered in the US (Chart 1). Meanwhile, resale 
activity remains exceptionally robust in Canada (setting 
yet another record in July), whilst retreating south of 
the border. Most signi�cantly, home prices�a critical 
indicator of household wealth�are charging ahead at a 
roughly 10% yearly pace in Canada. Stateside, housing 
prices have faltered, en route to at least a 10% peak-to-
trough decline.

In terms of housing construction, plunging building 
permits in the US signal muted activity ahead. In contrast, 
Canada�s still-rising tide of residential building permits 
suggests starts might still be heading higher, were it not 
for a shortage of construction workers.

Canada�s unemployment rate in the construction 
industry has long held above the all-industry jobless 
rate, re�ecting the seasonal nature of building activity 
and structural unemployment tied to the fact that, at 
any given time, thousands of construction workers are 
between projects. Today, that gap in unemployment 
rates is virtually nonexistent (Chart 2). Canada is at, or 

Canadian Housing Stands Tall While US Wilts
Warren Lovely

Chart 1
Housing Market Indicators: Canada vs. US

Chart 3
Acute Construction Labour Shortage in West

very near, full employment in the construction industry, 
particularly in Western Canada.

Indeed, starts have lagged permits most notably in 
Alberta and British Columbia, two provinces battling 
broad-based labour shortages linked to a robust pace 
of economic expansion. Despite the fastest rates of 
labour force growth, Alberta and BC sport the lowest 
unemployment rates in the country, and have scant 
available labour to draw upon in construction (Chart 3). 
Starts have also failed to keep up with permits in Ontario, 
perhaps capturing the prevalence of large multiple-unit 
projects (e.g., condos and apartment buildings) where 

Chart 2
Falling Slack in Construction Labour Market
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Chart 4
Cdn Permits Point to Boom in Both Segments As for mortgage fundamentals, Canada remains safely 

divorced from a US-style mortgage �asco that has 
battered �nancial institutions globally and spurred 
credit market carnage. Critically, default rates for both 
prime and subprime mortgages in Canada remain well 
contained (Chart 5). The current subprime default rate in 
Canada, at less than 3%, is roughly 10%-points below 
that of the US, with the gap likely to grow ever wider in 
the coming months.

Canada�s mortgage market outperformance owes to 
more conservative lending/borrowing practices, and 
relatively stronger debt-income fundamentals. Simply 
put, Canadians have tended to take on more manageable 
mortgages, with fewer questionable borrowers pulled 
into the market. Note that subprime lending accounted 
for barely 5% of mortgage originations in Canada 
during 2005-06, miles below 20%-plus share seen in 
the US (Chart 6). Additionally, relatively fewer Canadian 
mortgages came with �teaser� interest rates, with 
adjustable rate mortgages also less popular, effectively 
mitigating the pain from rate resets. Finally, note that 
Canadians have traditionally relied less heavily on home 
equity extraction to fuel consumption growth. In other 
words, a severe downturn in Canada�s housing market, 
were it to emerge, would exert much less of an impact 
on consumer behaviour than in the US, where closing the 
door on home equity extraction has clouded the outlook 
for American consumption ahead.

Export linkages mean Canadian and US GDP growth 
rates rarely part company for long, but divergent housing 
sector prospects nonetheless signal a persistent gulf in 
underlying domestic demand and household credit 
quality in the two countries.

the fuse is much longer between permit issuance and the 
breaking of ground.

Within the construction sector itself, residential builders 
in Canada are being forced to compete for labour 
against non-residential contractors, who themselves 
are responding to buoyant industrial and commercial 
building intentions, alongside aggressive government-
led investment in infrastructure (Chart 4). In Canada�s 
construction industry, any moderation in activity is likely 
to capture supply-side constraints, more than faltering 
demand.

Indeed, elevated prices in key parts of the country 
should continue to incent housing development. That, 
alongside still-robust renovation activity, implies a future 
contribution to growth from residential investment. The 
US, meanwhile, faces an ongoing drag tied to faltering 
residential investment.

Chart 5
Still-Tame Defaults Rates in Cdn Mortgages

Chart 6
Subprime Segment Much Smaller in Canada
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Chart 1
Transport�Large & Fast-Rising Emitter

Chart 2

Road Traf�c Dominates Transport Emissions

The Road to Lower Transport Emissions
Benjamin Tal

The transportation sector will have to play a major role 
in any credible effort to cut greenhouse gas emissions in 
Canada. But only a signi�cant price signal, be it through 
market forces or regulations, will yield results. In such a 
case, look for a notable increase in the share of typically-
small �entry level� cars, a gradual shift to diesel powered 
cars, and a boost to the rail sector at the expense of 
domestic aviation.

Road Transportation�A Major Emitter

Ottawa�s latest plan aims to cut greenhouse gas (GHG) 
emissions by 150 megatonne (Mt) by 2020. Large 
industrial emitters will be required to contribute 88 Mt 
to this effort. But so far, the government has been silent 
about the source of the additional 62 Mt of the required 
emissions reduction. With emissions in the transportation 
sector rising faster than the rest of the economy, and 
accounting for no less than 25% of total emissions 
(Chart 1), transport will have to cut at least 30 Mt of 
emissions by 2020. This represents a 15% reduction 
from today�s level�a tall order for a segment that over 
the past decade has seen its emissions rising by more 
than 4% a year.

And the �rst target in the transportation sector must be 
road traf�c, which accounts for more than two-thirds 
of transport-related emissions (Chart 2). New vehicle 
ef�ciency has improved signi�cantly over the last two 
decades. Those gains have gone largely into increasing 

the fuel ef�ciency of larger vehicles. But due to their 
increasing market share, the overall �eet ef�ciency in 
Canada has hardly changed since the late 1980s. The 
result: emissions from road transportation rose by 20% 
since 1995 due to growing vehicle use.

Any material change in the near and medium term will 
have to come from reduced reliance on gasoline, a shift 
to smaller cars and a reduction in kilometers driven. And 
the catalyst for such a change will have to be the price 
mechanism�driven either by markets or regulations.

And it�s already happening. As illustrated in Chart 3 
(left), sales of small cars rise alongside gasoline prices. 
In early 2005, when gasoline prices averaged 80 cents, 
entry level cars accounted for only 35% of all sales. Late 
last year, when gasoline prices averaged over 100 cents 
the share of entry level cars surged to almost 50% of 
sales. Given this sensitivity, we estimate that at US$100 
oil (or its tax equivalent), gasoline prices will be roughly 
40 cents higher than they are now, leading to entry level 
cars gaining almost 20 percentage points in market share 
(Chart 3, right).

Higher prices will impact not only the size of vehicles but 
also the type of fuel drivers put in their cars. Hybrid cars 
will continue to feature in dinner-table conversations, 
but the reality is that they account for only 1.7% of 
sales in North America. It would take many more years 
before they start contributing to carbon reduction in any 
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Chart 4
High Gas Prices Triggered A Shift
to Diesel in Europe

Chart 3
Vehicle Size Dances to the Tune of Gas Prices

Chart 5
Aviation Emissions Rising Fast

meaningful way. Ditto for fuel cells. A lack of supporting 
infrastructure and various other technological constraints 
mean that this option is still far off on the horizon. 

Diesel, however, is starting to emerge as a potential near-
term winner, helped in part by recent improvements in 
reducing particulates and nitrogen oxide pollution. In 
the European market, high gasoline taxes led to a diesel 
market penetration of close to 50% vs. 6% in Canada 
and less than 1% in the US (Chart 4). In Australia, sales of 
diesel cars are up 90% over the past year, compared with 
an increase of just 7.5% for gasoline-powered vehicles.

The new generation of diesel technology can achieve 
a 30% improvement in fuel ef�ciency over gasoline-
powered engines and emit roughly 20% fewer emissions 
per kilometer traveled. Yes it�s more expensive upfront, 

but with higher gasoline prices, fewer kilometers are 
need to reach the �Diesel Break-Even� point. At US$100 
oil, or the equivalent in fuel tax, the diesel break-even 
point in Canada will be cut by roughly 30%.

Aviation-Rail Substitution

Direct emissions from aviation are still small in Canada, but 
are rising fast, averaging 5% a year over the past decade. 
That�s more than double the pace in road transportation 
(Chart 5, left). And on a per passenger-km basis, an 
airplane emits 40% more than a mid-size car (Chart 5, 
right). Put differently, on a round trip from Toronto to 
London, a Boeing 747 spews out approximately 450 tons 
per passenger of CO2 �about the same as emitted by an 
average driver in a full year.

So far, in both Europe and North America, aviation has 
been beyond the scope of environmental regulations. But 
it�s becoming clear that due to rising traf�c, the current 
pace of technological improvement will not be able to 
offset emission growth.

The �rst casualty of higher fuel prices will be domestic 
short-haul aviation as such �ights emit disproportionately 
more than international �ights�largely due to heavy 
consumption of fuel during take-off and landing. Given 
that per passenger-km rail travel is at least four times 
more ef�cient, the likelihood is that higher energy prices 
or taxes will shift business from air travel to rail. In Western 
Europe, that�s already happening as rail companies are 
now winning more than 60% of the leisure market from 
airlines, on less than six-hour journeys and short-haul air 
traf�c is losing momentum.
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CANADA

ECONOMIC UPDATE

UNITED STATES
Q2 GDP looks likely to be revised to roughly 4% after the upside surprise to June trade and upward revisions 
to industrial production. Second-half growth should be closer to 2%, not far from the �rst-half average, with 
housing reverting to a larger drag, and moderate growth from consumers, who can �nance better-than 2% 
real spending gains without adding to debt.  None of this is far from what the Fed is looking for to contain 
core in�ation, but 12-month headline CPI will rise sharply as gasoline prices get compared to temporarily 
cheap Q4 2006 prices.

Early indications for June GDP aren�t that supportive, but Q2 growth still looks to be in line with the Bank 
of Canada�s earlier forecast. Given obvious concerns over the health of US demand, domestic sectors will 
continue to be leaned on when it comes to generating future growth. There, Canada can draw some comfort 
from its relatively healthier housing market (see pages 8-9). Labour markets are tight and housing-related 
in�ation persistent, but below-potential growth should nonetheless see core CPI gradually revert to the BoC�s 
2% target.

CANADA 07Q2A/F 07Q3F 07Q4F 08Q1F 08Q2F 2006A 2007F 2008F

Real GDP Growth (AR) 2.8 2.4 2.2 2.5 2.6 2.8 2.4 2.5

Real Final Domestic Demand (AR) 3.1 2.8 2.9 3.3 3.2 4.7 3.3 3.1

All Items CPI Inflation (Y/Y) 2.2 2.6 3.1 2.6 2.4 2.0 2.4 2.5

Core CPI Ex Indirect Taxes (Y/Y) 2.4 2.3 2.2 2.2 2.1 1.9 2.3 2.1

Unemployment Rate (%) 6.1 6.1 6.1 6.1 6.2 6.3 6.1 6.2

Merchandise Trade Balance (C$ Bn) 68.2 63.4 59.0 62.8 64.8 51.3 62.4 63.8

U.S.

Real GDP Growth (AR) 3.4 2.3 1.7 2.7 3.2 2.9 1.8 2.8

Real Final Sales (AR) 3.2 1.6 1.8 2.3 2.9 3.1 2.2 2.5

All Items CPI Inflation (Y/Y) 2.7 2.5 3.5 3.2 2.0 3.2 2.8 2.5

Core CPI Inflation (Y/Y) 2.3 2.2 2.0 1.9 1.9 2.5 2.3 2.0

Unemployment Rate (%) 4.5 4.6 4.7 4.7 4.8 4.6 4.6 4.8


