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“Canada isn’t
immune to fiscal
challenges,
either at home
or abroad.”

Economic INSIGHTS

No Immunity
by Avery Shenfeld

Canadians can be excused if they've felt a
bit of schadenfreude recently, that morally
guestionable pleasure that comes from
looking at other’s troubles. After all, it was
Canada that the Wall Street Journal called
an “honorary member of the Third World”
back in 1995, when our budget deficits and
debt loomed large. Now, far more than in
Canada, it's in Europe and the US where
debts are exploding and deficits seem
intractable.

But Canada isn't immune to fiscal challenges,
either at home or abroad. The federal
government has the luxury of having paid
down a lot of debt since that WSJ editorial.
Even if it doesn't manage to trim deficits
much below $35 billion five years out, it will
have stabilized the federal debt-to-GDP ratio.
Provinces aren't collectively in as good shape,
but no province carries a set of credit ratings
that is worse than it had a decade ago.

That gives Canada, with federal-provincial
deficits running at 6% of GDP, more time to
act than Greece, or more importantly the US
and UK, each of which are running deficits
in excess of 10% of GDP. Calls for Ottawa to
hurry up and announce future GST hikes or
to slash program spending seem premature
given the fragility of the recovery. Provinces
that have unveiled 2010 budgets have been
reluctant to belt-tighten so soon. But even
simply letting fiscal stimulus expire will cut
deeply into GDP growth, with a roughly
2%-pt drag from fiscal restraint in store for
2011.

Moreover, other developments at home
and abroad pose challenges to keeping the
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economy moving in the face of higher taxes
or slower public sector spending growth.
Canada has turned the corner on job
creation, but the accompanying output gains
have been disappointing, in sharp contrast
to America’s ongoing productivity miracle.
One clue to that gap lies buried deep in the
manufacturing sector data, where Canada
appears to be directing capital to lower
productivity sectors than the US, and where
even within individual industries, output
per person is on a slower track (see pages
7-8). Should Canada continue to run slower
productivity growth, the economy’s non-
inflationary speed limit will also be reduced.

Beyond our borders, fiscal troubles in
Europe, Japan and the US imply that, outside
the developing world (which is of increasing
relevance to commodities), our major export
markets face a sub-par expansion ahead
(see pages 3-6). Even with accommodative
monetary policy, it's going to be tough to
rein in deficits in these key regions without
denting growth. And to the extent that
capital flows seek havens in less-indebted
economies, the budgetary malaise elsewhere
in the world will keep upward pressure on
the Canadian dollar, a further challenge to
our exporters.

Canadians won't be too smug if US and
European tax hikes or spending cuts show
up in trouble for our export volumes, or
stall the climb in commodity prices. As we
painfully learned in 2008-09, structural
fragilities abroad, be they in mortgage
markets or fiscal balances, pose risks to our
own vitality.
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MARKET CALL

e We don't see any hints that the Bank of Canada intends to extend its pledge to keep rates on hold past the
middle of the year, and look for 75 bps of rate hikes in Q3. However, we do expect the Bank to surprise
markets by delaying any follow-up move well into 2011 as Canadian economic fundamentals weaken into
the second half of 2010.

e The short end of the Canada curve looks vulnerable to a sell off as we approach the first BoC rate hike.
Heavy deficit financing needs should impact bond yields farther out the curve particularly in the US.
Offsetting that to some degree, both Canada and the US should continue to benefit from the flight to
quality sparked by the Greek debt crisis over the coming months.

e As we expected, the US dollar continues to benefit from fiscal troubles abroad and better looking
fundamentals, at least compared to many of its major trading partners, at home. Ongoing concerns
surrounding the fiscal health of many European countries, along with disappointing economic data, led us
to lower our 2010 forecasts for both the euro and sterling. The greenback’s recent momentum coupled
with a renewed bout of weakness for commodities has kept the Canadian dollar near our target for the
quarter, but if we're right about the Bank jumping ahead of the Fed on the first rate hikes, Q2 will represent
a good opportunity to buy the loonie ahead of its bullish response to a wider short-rate differential.

INTEREST & FOREIGN EXCHANGE RATES

2010 2011

END OF PERIOD: 25-Feb Jun Sep Dec Mar Jun
CDA Overnight target rate 0.25 0.25 1.00 1.00 1.00 1.50
98-Day Treasury Bills 0.17 0.60 1.15 1.05 1.15 1.75
2-Year Gov't Bond 1.30 1.90 2.35 2.00 2.40 2.70
10-Year Gov't Bond 3.40 3.65 3.80 3.75 4.00 4.05
30-Year Gov't Bond 4.02 4.20 4.40 4.30 4.35 4.40

U.S. Federal Funds Rate 0.15 0.15 0.15 0.25 0.75 1.50
91-Day Treasury Bills 0.12 0.10 0.10 0.20 1.00 1.50
2-Year Gov't Note 0.84 1.10 1.20 1.35 2.20 2.45
10-Year Gov't Note 3.64 3.80 3.95 4.10 4.45 4.45
30-Year Gov't Bond 4.59 4.75 4.95 4.85 5.05 5.05
Canada - US T-Bill Spread 0.05 0.50 1.05 0.85 0.15 0.25
Canada - US 10-Year Bond Spread -0.24 -0.15 -0.15 -0.35 -0.45 -0.40
Canada Yield Curve (30-Year — 2-Year) 2.72 2.30 2.05 2.30 1.95 1.70
US Yield Curve (30-Year — 2-Year) 3.75 3.65 3.75 3.50 2.85 2.60
EXCHANGE RATES CADUSD 0.94 0.97 1.02 0.97 0.96 1.00
USDCAD 1.07 1.03 0.98 1.03 1.04 1.00

USDJPY 89 93 90 87 86 86

EURUSD 1.35 1.35 1.41 1.45 1.47 1.48

GBPUSD 1.53 1.52 1.60 1.67 1.71 1.71

AUDUSD 0.882 0.940 0.960 1.000 0.990 0.995

USDCHF 1.09 1.07 1.03 1.01 1.01 1.02

USDBRL 1.84 1.82 1.77 1.72 1.70 1.69

USDMXN 12.9 13.0 12.7 12.5 12.3 12.3
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Deny, Default or Deleverage:

The Drag of Government Debt
Avery Shenfeld and Meny Grauman

The Greek debt tragedy remains center stage in the
financial press, but its prominence is more a function
of timing than scale. After all, its economy is less than
a quarter the size of Mexico's—hardly large enough to
derail the budding economic recovery in Europe let alone
in the US or the rest of the world. Athens’ debt troubles
gained notoriety simply because they hit near-crisis stage
first, not because they are very significant in their own
right. In fact, Greece’s fiscal woes are somewhat of a
Trojan horse, seemingly innocuous in and of themselves,
but hiding a much more potent, and widespread, public
indebtedness problem ahead. (Chart 1).

True, some of that increase was nothing more than a
temporary policy response to the last recession. But even
excluding stimulus spending and the recession’s tax base
hit, government indebtedness faces longer term pressures
in most mature economies as rapidly aging populations
lay a growing claim on the public purse strings. The
reality is that the current pace of public borrowing in
many jurisdictions is unsustainable, and that a period of
significant belt-tightening is in order.

Take the US for example, where the debt-to-GDP ratio is
set to rise parabolically over the coming decades under
the CBO’s base case assumptions, primarily due to run-
away health spending and rising social security outlays

(Chart 2). Meanwhile, Japan is sitting on a demographic
time bomb of its own, with the fiscal results to prove it.
As in the US, Tokyo hasn't felt the bond market wrath
needed to compel action, particularly during a long
period of sub-par growth. But at some point, a fiscal
belt tightening is coming. Its debt-to-GDP ratio had been
on a steady incline, but Japan no longer has the lofty
household savings rate it once relied on to easily fund
debts domestically (Chart 3). The story is similar across
the OECD as existing tax bases shrink and spending
grows.

For some of the worst budget offenders, outright default
on their sovereign debt might be the only way out of
their long-term fiscal morass, but for most countries the
way forward lies in budget austerity. Investors’ fears may
still be focused on an impending widespread debt crisis,
but what markets should be more concerned about is
the economic risk that government deleveraging and
Spartan budgets across the globe pose to a still fragile
economic recovery.

Dominos and Default
A default was the proximate risk for Greece, where
politics makes fiscal austerity a challenge (Greece has

failed to deliver on EU budget targets for many years),

Chart 2
US Debt-to-GDP Ratio—CBO Estimates

Chart 1
Surging OECD Net Debt Levels
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Chart 3
Japan No Longer Self-Financing
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and where technical default through inflationary money
printing isn't an option due to euro membership. In
terms of near term default risks, the domino theory has
historical precedent. After all, defaults tend to cluster,
as was seen in both Latin America in the early 1980s
and Eastern Europe in the 1990s. And while Greece is a
tiny economy, Thailand isn’t exactly huge, and its Baht
plunge marked the start of a larger Asian crisis in the late
1990s.

The threat of contagion in Europe though is still low,
both due to political considerations on the part of the
EU as a whole, and the wide fiscal performance gap
between Greece and some of the other so called “PIIGS”
economies (Chart 4). While Greece could plausibly reach
for the default parachute if domestic politics prevents the

implementation of deep spending cuts or tax hikes (as
well as increased enforcement), that isnt yet a serious
risk elsewhere in the eurozone. Across the channel, or
across the Atlantic, deficits aren’t far from Greek levels
in both the US and the UK. But debt-to-GDP levels are
still below where Canada’s stood in the 1990s, and the
debt is owed in domestic currency. There are cases of
domestic currency debt restructurings that amounted to
technical defaults, most recently in Jamaica. But that's
not a realistic scenario for major economies over the next
few years.

The Hard Way Out

Government debts are on an unsustainable path in the
US, Japan and many parts of Europe and default is not a
viable solution. Growth alone will also not resolve things,
especially since this recovery will be slower-than-normal
across most of the globe. At the same time structural
deficits—those which by definition would remain even
upon a return to full employment—are now over 6% of
GDP for the OECD as a whole, after averaging less than
2.5% for the 10 years prior to the last recession (Chart
5).

In the 1990s governments in both Canada and the US
wrestled down deficits through a combination of both
spending constraints and tax increases. The Clinton era
success was helped along by PAYGO legislation that
predated that Administration. Canada’s fiscal house
was put in order through a sharp reduction in federal
spending as a share of GDP (Chart 6), and a number of
revenue raising measures including a steep increase in
funding for the CPP. However, the Chretien and Clinton

Chart 4
How the PIIGS Stack Up
Budget balance % of GDP (2010f)
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Chart 6
CDA Wrestled Down Gov't Spending in the 90s
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Administrations’ efforts were aided by an offsetting,
stimulative easing in monetary conditions. Lower bond
yields under Clinton allowed capital spending to pick up
(abetted by a tech spending boom that went to excess),
while in Canada, the ease in monetary conditions was
largely accomplished through a currency depreciation
that lifted Canada’s share of North American factory
employment (Chart 7).

The trouble is that neither of these tactics will work as
wellin the current era. All of the highly indebted countries
can't resort collectively to currency devaluation—that
leaves too few currencies to be appreciating against
them. And export growth will be collectively hampered

Chart 7
Favourable Monetary Conditions Eased Pain
from Earlier Restraint
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by fiscal tightening in each country’s trading partners,
something neither Canada nor the US faced in these
earlier periods, when fiscal tightening took place in an
era of healthy global growth. Central banks can take a
slower than normal approach to rate hikes, but there
isn't room for the sort of bond market yield dive that
rewarded fiscal restraint in the 1990s.

The Easy Way Out

One seemingly easy route to deleveraging s high inflation,
which was used to great effect by the US after WWII and
again during the Korean War, as well as by both Italy and
Greece in the late 1970s, and Poland and Romania in the
1990s. And although that’s a recipe that central bankers
will, at this point, deny they have any intent to use, some
sober economic thinkers are already advocating such
a step. Ken Rogoff, formerly Chief Economist of IMF
called for the US to aim at substantially higher inflation
rates. That would not only help nominal GDP outgrow
the government debt burden, but would also give a lift
to house prices, helping the 10 mn households now in
negative equity positions on their homes. The current IMF
chief economist, Olivier Blanchard, has a different reason
for raising the inflation target: it implies higher interest
rates during good times, leaving more room for easing in
subsequent recessions, thereby avoiding the messy need
for quantitative easing.

However, at this point, the inflation card, while attractive,
doesn’t seem the most likely outcome. After all, peripheral
eurozone countries don't have that option (being locked
into the common currency), and the ECB seems unwilling
to abandon strictinflation targeting. Bernanke himself has
advocated inflation targets, and Japan has demonstrated
its unwillingness to aggressively print money even with it
was trapped in deflation. Meanwhile, it is questionable
whether investors could be fooled by a stealth inflation
policy for long enough to make any real difference on
national debt loads before they sent rates sky high.

Denial and Delay

Lacking that room for a monetary offset, a wave of
belt tightening across the G7 in particular will have to
be accomplished the old-fashioned way—through fiscal
restraint—which will have material negative economic
repercussions. In fact, if G7 governments were to
collectively aim to bring down their budget deficits to
3% of GDP by 2012, then that would entail a drag worth
roughly 2% of GDP per year (Chart 8).
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Chart 8
Getting Back to 3% Deficit Target Would Have
An Impact on G7 GDP
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Fiscal sustainability is still a number of years away for many
developed economies. Nevertheless, even without grand
political compromises some form of fiscal tightening will
commence by 2011, due to the gradual drop off in existing
stimulus measures, complemented in the US case by cuts
by state governments—which collectively must tackle a
projected $180 bn budget gap for the 2011 fiscal year
(Chart 9). That will most certainly have a sizeable impact
on GDP, and stand as larger economic risk in 2010 and
2011 than the threat of significant sovereign default.

Canada: Not Immune

Self-congratulatory Canadians have pointed to our lower
deficit burden and quite modest federal debt loads. Even
throwing in the provinces, net debt looks tame relative to
other jurisdictions. But gross debt, which does have some
impacts on the ability of the market to absorb additional
bond supply, is not far out of line with that of the US
when the provinces are also included (Chart 10).

But fiscal belt tightening is expected to begin in earnest
here as well come 2011, as the Federal government’s
stimulus dollars run dry, and provinces begin to get their
own fiscal houses in order. So far, provinces that have
delivered budgets to date have not emphasized near term
retrenchment in the face of a still shaky recovery, but
have clearly reaffirmed a commitment to fiscal restraint
in the coming years.

Simply the expiry of stimulus measures will subtract
roughly 2%-pts from GDP growth in 2011, and Canada
will also be vulnerable to a slow down in global growth
due to fiscal tightening in other jurisdictions as well. All
of that adds up to a go slow approach to Bank of Canada
rate hikes over the course of this expansion, as policy
makers keep a close eye on fiscal developments at home
and across the globe.

Chart 10
Comparing Canada and US Debt Ratios

Chart 9
State Budget Shortfalls a Big Economic Drag
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Capital-Intensive Recovery in US Manufacturing
Will Hurt Canada

Benjamin Tal

The manufacturing sectors on both sides of the 49®
parallel are showing signs of life. But the improvement in
the US is not only stronger, but also much more capital
intensive—a trend that will hinder Canada’s competitive
position in the post recession economy.

Manufacturing Rebound

The American manufacturing sector is on the mend.
Overall industrial production expanded by an annual rate
of no less than 7% during the second half of 2009 and
more recent figures suggest an even stronger trajectory
in the coming months. The ISM index of manufacturing
activity is up by 60% from its depressed level of last year
and it is now comfortably over the 50 mark—the dividing
threshold between expansion and contraction. Chart 1
illustrates the magnitude of the improvement with the
ratio of manufacturing activity to non-manufacturing
activity reaching a record-high in late 2009.

This impressive performance, however, is not being
translated into job creation. Yes, manufacturing jobs are
being created but much slower than growth in actual
production (Chart 2, left). The ratio of manufacturing
production to manufacturing employment is now at a
10-year high (Chart 2, right) as much more output is
being produced with less labour.

Chart 1
A Strong Rebound in US Manufacturing
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Jobless Manufacturing Recovery
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High Capital Intensity Sectors Lead the Way

Granted this impressive improvement in activity is
induced by a strong turnaround in the inventory cycle,
but it also reflects a radical restructuring of the face
of US manufacturing. Almost all the growth in the
American manufacturing sector over the past year has
been concentrated in capital intensive sectors while

Chart 3
Capital Intensive Industries Behind
Manufacturing Rebound
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Chart 4 Chart 5
Capital Intensive Sectors Pay Better CDN Manufacturing Stabilizing—High Capital
Intensive Sector Outperform
® 1000 ~ Industrial Production Manufacturing Activity:
N~ Ratio of high to low
% 190 7 C$Bn, SAAR capital intensity sectors
T 2.4
2 800 A
2 180 -
kY, 2.3 A
3 170 -
2 600 A 2.2
g 160 A
B 2.1 4
[}
E 400 & T T T T 1 1501 Q 2.0 A
0 20 40 60 80 100 140 1o
Capital Intensity™
130 : . 1.8 . T
* thousand US$ per worker 07 08 09 07 08 09

Source: US Bureau of Economic Analysis, Statistics Canada, CIBC

heavy, labour intensive sectors are still losing ground
(Chart 3). This limits net job creation but a partial offset
is that high capital intensive industries tend to pay more
on average (Chart 4)—a fact that helps to explain the
recent improvement in the quality of employment in the
US manufacturing base.

The shift from labour intensive to capital intensive
production is nothing new, but the trauma of the recession
is working to accelerate this process. During the past 12
months, the ratio of production in high capital intensive
sectors to production in low capital intensive sectors rose
by more than 10 points. Historically it took no less than
four full years to achieve an equivalent rise in this ratio.

The Canadian Experience

In Canada, there are also clear signs that the
manufacturing sector has hit bottom, with overall
production stabilizing in recent quarters (Chart 5, left).
What's more, manufacturing activity in high capital
intensive sectors outpaced activity in labour intensive
sectors (Chart 5, right). But this realignment of activity
is less dramatic than in the US where the production
gap between high and low capital intensive industries is
much wider.

Even more important, however, is the fact that average
capital intensity in the Canadian manufacturing sector
is 40% lower than in the US. That reflects not only the
natural composition of Canada’s manufacturing base, but
also the fact that high capital-intensive sectors in Canada
are not as capital intensive as their US counterparts.

Source: Statistics Canada, CIBC

A glance at Table 1 tells the tale. Note, for example, that
when compared to the US, Canadian high capital intensity
sectors such as chemicals, electronics and computers still
utilize a much lower capital to labour ratio. No wonder
then that overall manufacturing productivity in the US
during the current recovery is running well ahead the
pace seen in Canada.

The practical implication of the more capital intensive
manufacturing rebound south of the border is that despite
the strong Canadian dollar, manufacturing employment
in Canada will probably rise faster than in the US in the
near term. However, given the increased prevalence of
better-capitalized and more efficient production facilities
stateside, Canadian manufactures will find it even more
difficult to compete when the dust settles.

Table 1
Canada Lags US in Mfg Capital Intensity

Capital Intensity*

Industry Ratio Canada to US
Wood 1.139
Paper 1.120
Petroleum and coal 0.995
Primary metals 0.870
Transportation equipment 0.807
Chemical 0.749
Non metallic 0.644
Food, Beverage, Tobacco 0.555
Furniture 0.538
Textile 0.510
Plastics and rubber 0.464
Printing 0.402
Electrical equipment 0.351
Fabricated metal 0.314
Wholesdale trade 0.300
Apparel and leather 0.282
Computer and electronic 0.280
Misc manufacturing 0.225
Machinery 0.212
Average 0.586

* thousand US$ per worker Source: Industry Canada, CIBC
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US Factory Recovery Helping To Ease Natural Gas Glut

Peter Buchanan

Natural gas prices have been laggards in the past year’s
resource price recovery. Base metals prices rocketed by
100-200% in 2009 on Asian recovery hopes, while natural
gas prices, tied to a much more tentative North American
upturn, posted a tepid 3% increase.

Several recent developments, including a sharply reduced
inventory overhang (Chart 1) and improving industrial
demand outlook, are constructive for gas prices. That
has prompted us to modestly upgrade our target for
benchmark Henry Hub to $6.0/Mn Btu this year from a
previously estimated $5.50 and $7/Mn Btu in 2011 (Table
1, Chart 2). Those projections, derived from our model
tying prices to oil, storage levels, and other factors, would
still leave prices trading at a relatively inexpensive 50% of
WTI in BTU terms (Chart 3).

Depressed Industrial Demand Shows Signs of Thaw

Industrial firms and the electrical power industrials are the
two heaviest-duty gas users in the US with a nearly 60%
share of consumption in 2009 (Chart 4).

US industrial natural gas demand fell about 25% in the
Great Recession, much more than in the far milder 2001
downturn. While US GDP growth is unlikely to set records

Chart 1
Easing Storage Overhang...

Chart 2
... Contributes to Improved Outlook for
Natural Gas Prices
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in coming quarters as job-challenged consumers show
caution, the turn in the inventory cycle is now providing
support to the factory sector, helping to lift industrial
natural gas use from its recent two-decade lows (Chart
5). Although natural gas has widespread industrial
applications, a handful of cyclically sensitive sectors like
metals, pulp and paper, petroleum refining, plastics and

Chart 3
Natural Gas Remains Unusually Cheap to Oil
on Btu Basis
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Chart 4
US Natural Gas Demand by Sector (2009)
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Chart 5
US Factory Upturn Lifting Deeply Depressed
Industrial Gas Demand
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fertilizers account for four-fifths of overall use. Recovery
in those sectors should lift demand.

Rising air conditioner use means demand from power
generators is climatically sensitive. Predicting the weather
is no easy feat but cooling degree days hit eight-year
lows in 2009. Even a return to the pattern of recent years
could consequently mean significantly higher demand this
summer. Motor vehicle fuel use is growing exponentially
but at under 1% of the market is still too limited to
greatly impact overall demand.

10

Inventories Back to Normal

While US inventory levels entered the heating season
above seasonal norms, unseasonably cold weather
combined with stronger industrial demand pushed
withdrawals to near-record levels in late December and
early January. That has virtually eliminated the 20%
surplus to the five-year average that existed through the
summer and early fall. Working storage levels should,
consequently, end the current heating season appreciably
below previous expectations.

Waiting for a downturn in US natural gas production
has resembled nothing more than waiting for Godot in
recent years. Production rose by about 3% in 2009 from
hurricane depressed levels the year before, despite a 42 %
drop in drilling activity. Soft weekly tracking data for early
2010 suggest, however, that the long awaited decline in
US gas production may now have arrived.

Shale Gas: Abundant But Not Necessarily Cheap

The rapid swing in the supply pendulum from conventional
to non-conventional capacity has lifted US gas production
in recent years, reversing an earlier, long-running decline.
Unconventional production—coal bed methane, tight
sandstone, and shale gas—surpassed conventional
production for the first time in 2008 (Chart 6). Shale gas
is still a modest part of that total, but its explosive growth

Chart 6
US Supply Pendulum Has Swung Dramatically
Towards Unconventional Production
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and future potential have invited comparisons with the
oil sands. Although shale gas remains predominantly
a US phenomenon, deposits in Northern BC, southern
Québec and other areas point to sizeable potential future
production in Canada.

As in the case of the oil sands, shale gas abundance will
come at a cost, although the exact price tag remains
a matter of ongoing debate. Some analysts cite a
$5-6/Mn Btu full-cycle cost for extensive development,
others perhaps more realistically, a $7-8/Mn Btu threshold.
That divergence attests to a lack of information on some
key cost variables like long-term well decline rates. It also

Table 1
Spot Commodity Prices

reflects uncertainties about whether the costs of some
recent discoveries will match older, prolific formations.

Rising LNG imports have added to the range of gas supply
options in recent years. Although the volume of US LNG
imports will continue to increase, the short-run effect will
be tempered by a continuing sharp drop off in Canadian
pipeline volumes. Canadian production, about 60% of
which is exported representing 15% of US supply, fell
by about 9% in 2009. Longer term, the availability of
low cost offshore LNG should however create a ceiling
for North American gas prices, as rising liquefaction and
import capacity leads to closer market integration.

Average
23-Feb 2007 2008 2009 2010 (f) 2011 (f)

Oil (WTI) $/bbl 79 72 100 62 75 80
RBOB gasoline $/gal 2.05 2.09 2.49 1.69 1.80 2.10
Heating Oil (NYH) $/gal 2.02 2.03 2.86 1.65 1.95 2.15
Natural Gas (Henry) $/Mn Btu 4.91 6.97 8.89 3.82 6.00 7.00
Gold $/troy oz 1107 695 872 1088* 1250* 1150*
Copper $/Ib 3.22 3.24 3.16 2.35 3.30 3.30
Aluminum $/Ib 0.95 1.20 1.17 0.76 0.90 0.80
Nickel $/Ib 9.12 16.86 9.57 6.69 8.00 7.00
Zinc $/Ib 1.00 1.48 0.85 0.76 1.00 0.90
* end of period
Table 2
North American Natural Gas Indicators

2005 2006 2008 2009 2010 (f) 2011 (f)
US. Natural Gas Consumption bn cu ft/day 60.3 59.4 63.4 62.3 64.1 65.1
US Marketed Production bn cu ft/day 51.9 53.2 58.1 60.3 58.7 60.5
US Imports bn cu ft/day 11.9 1.5 10.9 10.1 10.1 10.3
-Pipeline " " 10.16 9.87 9.92 8.82 8.09 7.8
-LNG 1.73 1.6 0.96 1.27 2.00 2.50
US Working Storage bn cu ft 2,635 3,070 2,840 3,141 2,968 3,014
Henry Hub Spot Price US$/Mn. Btu 8.83 6.74 8.86 3.95 6.00 7.00
AECO C Hub C$/gigajoule 8.31 5.97 7.71 2.50 3.40 4.00
Addendum:
-Cdn Marketable Gas Production bn cu ftiday 16.5 16.6 152  13.9* - -
-US Natural Gas Wtd Industrial Production  (index, 2002=100) 108.3 110.2 109.7 104  93.5 99.0 104.0

Source: CIBC WM, US DOE

*Average, Jan-Nov '09
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ECONOMIC UPDATE

CANADA 09Q3A 09Q4F 10Q1F 10Q2F 10Q3F 10Q4F 2008A 2009F 2010F 2011F
Real GDP Growth (AR) 0.4 4.2 3.8 3.1 1.5 1.9 0.4 -2.5 25 3.0
Real Final Domestic Demand (AR) 4.7 3.1 3.5 3.0 2.7 2.4 2.6 -1.5 3.1 2.5
All Items CPI Inflation (Y/Y) -0.9 0.8 1.7 1.8 2.1 1.7 24 0.3 1.8 2.0
Core CPI Ex Indirect Taxes (Y/Y) 1.6 1.6 1.9 1.7 1.7 1.6 1.7 1.8 1.7 2.0
Unemployment Rate (%) 8.5 8.4 8.2 8.1 8.3 8.3 6.2 8.3 8.2 8.1
uU.s.

Real GDP Growth (AR) 2.2 5.7 3.7 3.0 1.1 0.7 0.4 -2.4 3.0 2.3
Real Final Sales (AR) 1.5 2.2 2.5 2.1 1.6 0.7 0.8 -1.7 1.9 2.2
All Items CPI Inflation (Y/Y) -1.6 1.4 2.1 1.3 1.7 1.8 3.8 -0.4 1.7 3.0
Core CPI Inflation (Y/Y) 1.5 1.7 1.3 0.9 0.9 1.0 2.3 1.7 1.0 2.0
Unemployment Rate (%) 9.6 10.0 9.8 9.9 10.1 10.1 5.8 9.3 10.0 9.5

CANADA

One quarter doesn’t a solid recovery make, but Canada’s economy is showing a bit more life. A helping hand
from trade, momentum in real consumer spending and a further positive contribution from an easing pace
of inventory liquidation should help to lift Q4 GDP at an annualized 4.2% pace, the best showing since early
2007. Growth of the economy is likely downshift beyond mid-year, though, as a weakening US recovery
dampens exports and housing loses some of its recent shine. A still wide output gap means January’s upside
surprise to inflation is likely to prove temporary, but that alone won't keep the Bank from tightening early in
Q3, as it concludes that near-zero rates are less necessary to support growth.

UNITED STATES

A stronger than expected jump in real GDP to close out 2009 has led us to scale back our call for first
quarter growth to just below 4%. Overall, we continue to believe that the pace of recovery will remain quite
strong in the first half of 2010 before easing up later in the year. Despite the distorting impact of weather
in February, nonfarm payrolls should begin to head higher by the end of Q1, but that will not be enough to
bring the unemployment rate down materially until late in 2011. Year-over-year inflation finally moved back
into positive territory as last year’s steep drop in energy prices finally fell out of the index, but significant
economic slack is showing up in very soft core CPI numbers leading us to lower our forecast for 2010.
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