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Headline US CPI

in ation will grab
a negative handle
in the next few
months, but it
will be running
north of 4% in
less than a year.

Re ation
by Jeff Rubin

Quantitative easing may have some new
wrinkles in it (see pages 7-9) but its basically
monetizing the de cit by any other name.
And this time the Fed won t be just buying
Treasuries but also some of Wall Streets most
troubled assets. But as Congress and the new
Obama Administration get ready to dole out
the second tranche of the TARP program,
the bond market may soon start wondering
where the money to pay for all these assets,
and the $825 billion economic stimulus
package, will be coming from?

The same place it came from in Argentina
in the late 1980s or in Zimbabwe today. Just
create more money. If the central bank prints
it, someone will spend it. Already US money
supply (M2) is growing at a nearly 20% rate
in the last three months and the printing
presses are just warming up. And there s no
shortage of more troubled assets to monetize
along with $1.5 trillion-plus in federal de cits
to keep money supply growth chugging
along in the future.

As it buys up spread product, the Fed
will leave Treasuries to be mopped up by
foreigners. Since outsiders, like the Peoples
Bank of China, now own over 50% of
Americas debt, there has never been a better
time to re ate. Why default on your taxpayers
when you can default on someone elses? A
10-year Treasury bond wiill, of course, mature
at par, but who's to say the greenback won t
sink 40% against the yuan over its term like
it did against the yen between 1971 and
198172

The prospect of reflation may seem
incredulous on the cusp of negative CPI
numbers in the US, but past de cits that
were a mere fraction of todays in relation

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

to the size of the American economy,
were readily monetized. And without fail,
monetization led to an explosive bout of
subsequent in ation (Chart). The huge World
War Il de cits saw in ation peak at almost
20% in 1947. When the printing presses
were turned up to pay for the Korean War,
in ation moved from negative territory to
over 9% within the space of nine months
in the early 1950s. And when Arthur Burns
greased the Feds presses after the Vietnam
War, in ation soon made a triumphant return
to double-digit territory.

Not that it will particularly be needed, but
re ation will get more than a helping hand
next year from todays collapsed oil market.
Global oil demand wiill fall this year, but it will
be global supply that will be falling by 2010
(see pages 4-6). And it will keep falling until
prices recover to at least the marginal cost of
an incremental barrel, which in today s world
is a barrel from oil sands.

Headline US CPI in ation will grab a negative
handle in the next few months, but it will be
running north of 4% in less than a year.

Past and Coming Episodes of US Re ation
US CPI, yly % chg

z:: WWII orea  Vietnam Subprime
20 A

15 4

10 +

3l

WA
5 V Fcst =p

35 45 55 65 75 85 95 05 10

CIBC World Markets Inc.

CIBC World Markets Corp

PO Box 500, 161 Bay Street, Brookfield Place, Toronto, Canada M5] 2S8
NY 10017

300 Madison Avenue, New York,

Bloomberg @ WGEC1
(212) 856-4000,

(416) 594-7000
(800) 999-6726



CIBC WoRLD MARKETS INC. StrategEcon - January 23, 2009

MARKET CALL

US and Canadian policy efforts will now take greater aim at spreads rather than government yields. The Fed,
of course, is done in terms of the funds rate, and is buying mortgage and agency bonds rather than Treasuries.
Treasury yields will drift higher as investors move out the credit curve to escape ballooning sovereign supply
and renewed in ation risks in 2010, with the Fed s printing press running at full speed.

The Bank of Canadas nal half-point cut is fully priced in, leaving no room for an impact on government bond
yields. Minister Flaherty hinted that the budget could include measures to address credit market spreads and
the banking system, so there may be better scope for returns on a well-chosen portfolio of spread product,
particularly once there are at least some signs of a return to growth in the latter half of the year.

Pessimism on the global outlook and the health of the nancial system has re-ignited debt-repayment ows
that favour the yen and the US dollar. As a result, we ve altered our near-term currency forecasts to allow for
that run to continue through Q1. While our year-end euro target is unchanged, we ve weakened expectations
for C$ and A$ gains with more of the commodities recovery now slated for 2010.

INTEREST & FOREIGN EXCHANGE RATES

2009

END OF PERIOD: 22-Jan Mar Jun Sep Dec
CDA Overnight target rate 1.00 0.50 0.50 0.50 0.75
98-Day Treasury Bills 0.83 0.35 0.35 0.40 0.70
Chartered Bank Prime 3.00 2.50 2.50 2.50 2.75
2-Year Gov't Bond (2.75% 12/10) 1.13 1.00 1.25 1.75 2.00
10-Year Gov't Bond (4.25% 06/18) 2.74 2.90 3.00 3.25 3.40
30-Year Gov't Bond (5% 06/37) 3.62 3.65 3.70 3.80 3.95

U.S. Federal Funds Rate 0.23 0.10 0.10 0.10 0.50
91-Day Treasury Bills 0.10 0.20 0.20 0.30 0.35
2-Year Gov't Note (0.88% 12/10) 0.74 0.80 0.95 1.05 1.45
10-Year Gov't Note (3.75% 11/18) 2.58 2.70 2.75 2.80 3.00
30-Year Gov't Bond (4.5% 05/38) 3.25 3.30 3.35 3.40 3.45
Canada - US T-Bill Spread 0.73 0.15 0.15 0.10 0.35
Canada - US 10-Year Bond Spread 0.16 0.20 0.25 0.45 0.40
Canada Yield Curve (30-Year — 2-Year) 2.49 2.65 2.45 2.05 1.95
US Yield Curve (30-Year — 2-Year) 2.50 2.50 2.40 2.35 2.00
EXCHANGE RATES — (US¢/C3) 79.9 76.9 80.0 82.0 84.7
— (C$/US$) 1.252 1.300 1.250 1.220 1.180

— (Yen/US$) 89 90 95 93 92

— (US$/euro) 1.30 1.25 1.28 1.32 1.35

— (US$/pound) 1.39 1.36 1.42 1.51 1.56

— (US¢/AS) 65.7 64.0 67.0 70.0 72.0
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STRATEGY AND EARNINGS OUTLOOK

While the US economy is now mired deeply in recession, the stock market has already discounted a
depression. The fourth and rst quarters could well be the US economys worst six months in decades.
Continuing nancial troubles also cloud the near-term prospects for equities. But with the bar now set so
low insofar as the economy s health is concerned, even the faintest signs of life beyond mid-year should lift
the TSX back to the 11,000 level by the end of 2009.

We added a point of weighting to the tech sector, reducing our previous underweight. Valuations there
have improved as a result of late 2008 s sell-off. Offsetting that, we lopped a further point from our already
underweight position in industrials. Rails, which make up half of the sector s weight, face further reductions
in freight volumes as the recession bites, although transit equipment and engineering rms could bene t
from ramped-up infrastructure outlays.

Oil prices are receiving scant support on the demand side as the global economic slump intensi es. But supply
trends are a different story. OPEC cuts may help somewhat, but most of the supply response will come from
the invisible hand of the market, which is laying the seeds for a solid rebound in crude prices during the next
recovery (see pages 4-6). Recession prices have already delayed or cancelled one million barrels per day of
planned oil sands production in Canada, just a fraction of cuts that are occurring globally.

Strategy Rec- .
ASSET MIX (%) Benchmark| /e hdation TSX - Earnings Outlook & Forward PE
Stocks 50 50 o ting Earni
Bonds 39 35 pera(lor)ogCh)rnlngs 4-qtr Fw d
Cash 11 15 PE
GICS SECTOR EQUITIES (%) Last 10
Consumer Discretionary 4.7 1.7 2006 2007 2008 2009 | Latest yrs.
Consumer Staples 34 6.4 Energy 11.1 14.7 42.6 -24.6 9.5 12.0
Energy 274 314 Industrials 21.9 38.2 31 | -180 | 103 | 149
Financials 29.2 29.2 Materials 802 | 302 | 391 | -94 | 116 | 289
-Banks 17.8 17.8 ) ]
-Insur., REITs, other 11.4 11.4 Financials 19.2 135 -12.7 -11.1 10.8 12.0
Healthcare 0.4 0.4 Utilities 0.4 496 | -61.2 | 1226 | 283 | 174
Industrials 6.1 2.6 Consumer Staples -3.0 0.0 5.2 -7.9 13.8 17.8
Info Te_ch 3.3 2.3 Consumer Discretionary [ 6.1 8.5 19.6 -12.0 11.2 15.7
Materials 176 18.6 Info Tech 1211 | 1335 | 376 | 121 | 130 | 445
-Gold 9.9 10.9
_Other Metals 21 21 Health Care 29.8 -38.8 -20.5 6.0 14.2 22.0
-Chemicals 4.1 4.1 Telecom Services 26.3 33.0 -4.3 -13.7 12.1 29.8
Telecom 6.0 4.5 TSX Composite 132 | 117 | 100 | -150 | 108 | 161
Utilities 1.9 2.9
Note: Bold indicates recommended overweight.
TSX Composite Index (close) Projected TSX Index-Adj. Oper. Earningsx g Fest
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Source: Thomson First Call, CIBC WM
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Oil Prices: Another Spike Ahead

Jeff Rubin and Peter Buchanan

The current recession is taking the heaviest toll on world
oil demand in almost three decades. Global demand is on
course to fall by approximately 1% this year, following a
marginal drop in 2008. This will mark the rst time since
the double-dip recession of the early 1980s, on the heels
of the second OPEC oil shock, that world oil demand has
fallen for two years in a row (Chart 1). In the process,
formerly runaway fuel demand, in countries like China
and India, has stopped dead in its tracks, while demand
in the largest oil-consuming economy in the world, the
US, is down 4% from a year ago. Clearly the world has
changed.

But the potentially bigger and more lasting story is
not demand destruction but how much potential new
supply will be destroyed in the wake of the plunge in
oil prices during the recession. While demand has, at
least temporarily, changed, what hasn t changed is the
incremental cost of nding, developing and producing
a new barrel of oil. That is running at about $90 per
barrel for production from a new Canadian integrated
oil sands mining and upgrading facility these days, four
times what it cost to nd, develop and produce a new
barrel a decade ago (Chart 2). Alternatives, such as the
ultra-deepwater areas of the Gulf of Mexico or sub-salt
formations such as Brazils Tupi eld require prices well
above $60 per barrel to be economically viable.

Chart 1
Last Drop to World Oil Demand Almost 30
Years Ago

Nor has depletion changed. While the recession may
temporarily cut a million or two barrels per day from
world oil demand, it will do nothing to stop the loss
of nearly four million barrels per day this year from
depletion particularly from the deepwater wells that
make up more and more of world supply these days. The
IEA has recently estimated that the industry will have to
spend well over half a trillion dollars annually to meet
future demand and counter depletion. No one is going
to nance those money-losing mega-investments at oil
prices anywhere near $40 per barrel.

Yet the need to nd new supply has never been greater.
World oil production has not grown materially since
2005. The bulk of the growth in world supply, reported
by the IEA over the recent years, has been natural
gas liquids like butane and propane (Chart 3). While
valuable hydrocarbons in their own right, they are not
a viable feedstock for making either gasoline or diesel
fuel, which are the oil products that have driven world
demand growth this decade. While natural gas liquids
are generally counted in oil supply, today it looks like
thats all that is growing.

If yesterdays record high prices haven t spurred supply
growth, what chances do oil prices a third or a quarter
of those record levels have? Given typical ve-year
lead times, world supply over the next half-decade is

Chart 2
Today’s Lowv Oil Prices Aren’t Sustainable
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Chart 3
Natural Gas Liquids and Oil Supply Growth

Chart 4
IEA Forecast of Growth in World Crude Supply
Depend on Huge Canadian Oil Sands Gains
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pretty well de ned by partially completed or newly
announced projects. A year ago, we estimated based
on data for 200 pending new projects that world liquids
production crude oil plus natural gas liquids such as
propane, following the normal convention would grow
from about 86 million barrels per day in 2008 to around
88 million by decades end. Natural gas liquids would
account for about half of that increase.

These projections for a modest gain in world oil supply no
longer seem tenable in view of the recent announcements
of project cancellationsand postponements. Cancellations
or delays have already affected about 1 million barrels
per day of planned oil sands capacity in recent months,
nearly two-thirds of expected capacity growth over
the next 5-10 years. Rather than growing by close to
400,000 barrels per day, due to rapidly expanding olil
sands production, total Canadian production is likely to
rise by only a third of that by 2010. Hardly an auspicious
picture for the Canadian oil sands, a region that the [EA
expects will be the single largest source of new crude
supply, almost three times as important as Saudi Arabia
over the next two decades (Chart 4).

Unfortunately for world supply, the Canadian oil sands
projects aren t the only ones being axed by todays oil
prices. The outlookisn tany more promising in Venezuelas
Orinoco tar belt, where strongman Hugo Chavez, just
a year after expropriating Exxon and ConocoPhillips
assets, is how trying to entice Western oil companies
back. Although projects near completion will in many

cases go ahead, we estimate that globally at least 40 50
scheduled new projects are vulnerable to today s prices.

The axe will also likely fall on a major proportion of
planned Brazilian and Angolan deepwater production.
Brazils conventional oil reserves actually fell last year,
pointing to a need to develop costly, ultra-deepwater
elds like Tupi and Carioca, for the country to retain
its recently acquired status as an oil exporter. Mexican
output will plunge as Cantarell's decline continues and
replacement projects like Chicontepec are shelved or
delayed (Chart 5).

Chart 5
Projected Production Capacity Change
Projected Production Capacity Change
by Region 2008-2010
1000 7500 bl/day ;&,@:y
600 A
200 A
-200 A
-600 A 1 mn
-1000 A bbl/day
3 g8 8 g F § &8 E
e 3 £ 5 & 5 8 F
T = < O x ©
© ? g
o c
= 5
Spring '08 Forecast M Post Price Collapse




CIBC WoRrLD MARKETS INC.

StrategEcon - January 23, 2009

Table 1
World Oil Supply, Demand and Balance
(Mn bbl/day) Chart6 _
2006 2007 2008 2009 2010 Production Declines through to 2015
World Oil Demand: 90 7 Mn bbl./day *
F t
OECD 49.6 491 476 454 459 88 orecas
-% chg 05 -09 32 -45 10 >
86
non-OECD 354 367 380 391 408 -~
-% chg 36 35 36 29 43 84 1
Total World Demand 850 859 856 846 86.7 82
-0, - -
% chg 12 11 04 -12 25 0 |
World Oil Supply 845 844 858 855 848 28
-% chg 02 -01 16 -04 -08 _ o .
= Assuming today's prices continue
Excess Supply -0.5 -15 0.2 0.9 -1.9 76 January '08 Forecast
(+ve)/Demand (-ve) 74 T T T T T T T T T T .
WosiToxas Crude Vear- 05 06 07 08 09 10 11 12 13 14 15
end ($/bbl) 61 96 45 65 100 *crude oil & natural gas liquids

Source: US Dept of Energy (history), CIBC WM (forecast)

Add it all up, and the cancellations already or soon-to-
be-announced are huge, even in the short term. Not only
do they cancel out the two million barrel per day increase
in global production that we had expected by 2010, but
they are likely to actually drive production down a million
barrels per day below last years levels (Table 1).

And that s only the tip of the iceberg since the vast majority
of cancellations have been on projects whose rst ow
dates are well after 2010. If oil prices were to stay at
current levels, production, instead of plateauing around
88 million barrels per day by 2012 as we had previously
forecast, would decline at an accelerating pace between
now and 2015. By 2015 production would decline to
around 76 million barrels per day, a level roughly 10%
lower than last year s level (Chart 6).

Unlike past oil shocks, there is no longer any newly
discovered $10 per barrel North Sea oil to meet a rebound
in demand. The marginal cost of a new oil sand project,
the principal source of new supply according to the IEA,
is over twice the current price of oil.

Soaring prices will ultimately change that supply outlook
by reversing some of the cancellations that have recently
been announced in the wake of oil s price plunge.

Chances are we won t have to wait that long to see those
prices. Global demand snapped back at around a 3%
pace after the two declines in oil consumption seen in
the early 1980s. Even a 2-2%.% bounceback would leave
the world facing even tighter supply conditions than it

did in 2007 when oil prices moved from $60 to $100 per
barrel. Back then, demand was about 1.5 million barrels
per day more than supply. This imbalance, not only led
to a very rapid inventory drawdown, but also attracted
speculative activity in oil markets. By our estimates, we
expect to see an even larger imbalance, almost two
million barrels per day, between recovering demand and
shrinking supply as early as 2010.

When that happens global oil inventories will plunge,
and global oil prices will once again spike (Chart 7). That
may well reverse some of the supply destruction that is
currently taking place, but not before world oil prices
print triple-digit levels again.

Chart 7
Supply Cuts Will Lead to Higher Future Oil
Prices
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Quantitative Easing: Why it Will Work This Time
Avery Shenfeld

Ben Bernanke will boldly go where no US central banker
has gone before. Having already cut the funds rate to
zero, any additional monetary stimulus could be termed
guantitative easing, if one de nes that as adding liquidity
above and beyond what would be necessary to hit the
overnight target. Excluding deliberate hyperin ations
such as that of Zimbabwe, where unconstrained money
printing is used as an alternative to taxation to fund
the government, only Japan has experimented with
guantitative easing as a recession- ghting tool. Japans
efforts were only a partial success, but the Feds tack is
very different, and there are risks of overkill that leaves
in ation in its wake.

Going Off the Playbook

As always, the Feds additions to liquidity to lower the
funds rate had implications for monetary aggregates.
But the central bank initially took pains to ensure that,
even as it took extraordinary steps to support nancial
institutions, it did not alter the money supply beyond
what would be needed to hit its fed funds target. The
Feds huge asset buying would have created more rapid
growth in liquidity and forced the funds rate to zero
faster than its announced targets. But these purchases
were initially sterilized by having the Treasury expand its
issuance of bills, mopping up cash that it then deposited
back with the Fed.

But soon the Fed shifted gears, expanding the money
supply at a faster pace than would be consistent with
the then 1.5% funds target. It could do so (or at least it
thought) by announcing that it would pay the fed funds
target rate on any excess reserves in the banking system.
That would thereby allow such reserves to expand at a
faster rate, but ensure that these would not be lent in the
overnight system at below the funds target, but instead
be deposited back with the Fed at the overnight rate. In
practice, for reasons that are dif cult to fully understand,
the funds rate still drifted well below the target. Now
that the target is effectively zero, the Fed no longer has
to worry about missing the funds target as it ventures
towards an ever-larger balance sheet, a plan signaled in
the FOMC s last statement.

As the central banks balance sheet ballooned, both
narrow and broader definitions of money took off
(Chart 1). Prior to the 1990s, such an acceleration would
have yielded a lagged acceleration in nominal GDP. Since
then, money supply growth has somewhat lost its way
as a predictive variable, consistent with the Feds shift
to target interest rates, rather than money supply. So
while the Fed is in fact going to be accelerating growth
in the quantity of money, it can t rely on M2 as a guide
to how much quantity it needs to deliver. Even the Feds
forecasting model (FRB/US) would be useless in that
regard, since it uses interest rates, not money supply, to
estimate the impacts of monetary policy. As a result, the
Fed will still be targeting interest rates, but in this case,
those on private sector borrowing.

Turning Japanese?

That will see the Fed taking a very different approach to
guantitative easing than that followed by the Bank of
Japan (BoJ) in its experimentation with that policy early
this decade. Indeed, Bernanke even rejects the term as a
description of his approach, because his target remains
interest rates, if not any longer the funds rate. The BoJs
efforts were aimed at buying longer-dated government
bonds, and it set targets for these rimban purchases

Chart 1
US Money Supply and Nominal GDP
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Chart 2 Chart 3
Japan’s Experience With Quantitative Easing Fed Eases, But Corp Borrowing Costs Soar
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in the open market and the resulting increase in bank
reserves. History has judged these efforts as having had
only modest success, although that assessment is not an
easy one since it requires a comparison with what might
otherwise have been. Econometric evidence suggests
that the operations did initially have some impact in
lowering JGB yields, but lending activity did not appear
to be much impacted, and it took a long time for core
in ation to get back to zero (Chart 2).

The Fed appears to recognize that buying more Treasuries
might not, on its own, do much to stimulate economic
activity. After all, look how low government yields already
sit. Taking government bonds (which now yield close to
nothing) off the books of banks in exchange for deposits
at the Fed (which do yield nothing) is a trade of such close
substitutes that it may have little impact. The risks are
that banks continue to let excess reserves pile up, without
expanding lending activity. Bernanke s own research also
stressed how the credit channel, including bank lending
responses to Fed policy, was key to consumer behaviour.

Moreover, Treasury yields aren t the problem. In the Fed s
macro model (FRB/US), lowering the funds rate boosts
corporate activity through its impact on business nancing
costs in both the corporate bond and equity markets. But
before the government stepped in with equity injections
and credit guarantees, the funds rate was failing to lower
even short-term private sector rates like the 3-month
libor. And while the LIBOR-OIS spread is within 100 bps
of normalcy, corporate yields further out the curve remain
very elevated relative to the funds rate (Chart 3).

The Fed as a Direct Lender

As a result, its not just how much the Fed is adding
to its balance sheet, but what it is adding, that is
unprecedented. Rather than piling into sovereign bonds in
a replay of the Bank of Japans policy, the Fed has shifted
its balance sheet dramatically away from Treasuries and
into other, riskier instruments (Chart 4), in an effort to
directly impact spreads. Some of these assets were the
consequence of Fed participation in deals to close out
CDO positions that were crushing AlG, or to enable the
takeover of Bear Stearns.

Others re ect the Feds efforts to prop up lending activity
in the private sector, including purchases of mortgage and
agency bonds and a facility to back commercial paper.

Chart 4
Fed Assets See Dramatic Change
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Chart 5
Cheap Mortgages Spur Re nancing
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These are already having a salutary effect. Mortgage rates
are setting new lows, setting off a rush of re nancing
that will save homeowners precious spending power
(Chart 5).

The Fed will also, indirectly, facilitate the Obama
Administrations plans for massive, debt- nanced scal
stimulus. That will be true even if it opts not to directly
monetize the debt by purchasing government bonds from
the Treasury. By purchasing close substitutes, like agency
bonds, the Fed will open room in the market for private
sector buying of Treasury bonds at much lower rates than
a $1%o trillion de cit would otherwise entail. Moreover,
the Fed is still threatening to accelerate direct buying of
Treasuries, thereby monetizing the huge de cits ahead,
should the bond market get too nervous about upcoming
supply and push yields higher before the Fed sees that as
tolerable.

That too is an important difference from what Japan
tried. Huge scal stimulus efforts were underway in the
Japanese economy by the mid-1990s, a half-decade
before the central bank moved into quantitative easing.
As a result, longer term yields were miles above short
rates, allowing government borrowing to crowd out
other activity. The Fed recognizes the need to make room
in the bond market for the Treasuries onslaught in order
to keep longer yields in check, at least until the US sees
some signs of economic growth.

From De ation to In ation

Those who claim that de ation is an inescapable morass
miss the point. Print enough money (or to be precise,

create enough deposits for the Treasury at the Fed) and
spend that money into the economy, and the value of
each of these now much more abundant US dollars has
to go down, both domestically through in ation, and
internationally, through a currency depreciation. If that
were not so, Bernanke could make every American rich
by printing and distributing a million dollars to each of
them. Even Japanese policymakers, however slow-footed
they were, eventually generated a return to rising prices
before recession hit anew. An appreciation of how much
money is being pumped into the economy could lift
in ationary expectations, and thereby push prices higher
in 2010, even with what will still be a sizeable output
gap. Ask those who ve lived in Argentina or Zimbabwe if
you don t believe it.

The bond market, however, isn t giving the Fed its due
credit in the battle against de ation. In ation-indexed
Treasuries are better value than nominal Treasuries as long
as in ation doesn t average in negative territory for ve
years (Chart 6). Even in Canada, for a patient investor,
the real return bond looks attractive. The Bank of Canada
has kept in ation, on average, very close to its 2% target,
yet the RRB assumes only a 1.4% average CPI over the
long term.

If anything, the risks are that inflation runs away
from both central banks after 2009. Coming from
unprecedented monetary ease, it will be dif cult to judge
how quickly to withdraw excess reserves and push rates
back from near zero. And with the US and its households
saddled with debt, it will be tempting to seek a higher CPI
target to reduce the real value of those burdens.

Chart 6
Market Ignoring Re ation Risks
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Capitalizing on the Upcoming Infrastructure Stimulus
Benjamin Tal

Governments all over the world are buying jobs. And
the infrastructure sector is where many of these jobs will
be created. While investors have already priced-in these
rewards in some countries and sectors, elsewhere there
is still time to capitalize on the coming infrastructure
boom.

Infrastructure as Economic Stimulus

The story remains the same: the global economy is running
a major infrastructure de cit as the cost of decades of
underinvestment is now surfacing. Whats changing
are the numbers. Estimates regarding the demand for
infrastructure money are revised upward almost on a
daily basis. The latest estimate suggests that the global
economy will see between $25 and $30 trillion of fresh
infrastructure investment in the coming two decades.
Roughly 40% of this money will go to transport and
almost one-third to power facilities (Chart 1).

In Canada, governments have won the battle against
the scal de cit, but in the process, a new de cit was
created: a $120 billion infrastructure de cit (Chart 2), one
that will now be addressed by scal stimulus. In the US,
we now estimate that out of the upcoming $875 billion

scal stimulus, the Obama Administration will spend
close to $150 billion on infrastructure. China will spend
almost 80% of its near-$600 billion stimulus package
on infrastructure. Overall, we expect an additional $650

Chart 1
Projected Annual Global Infrastructure
Investment ($ Bn)

billion in global infrastructure spending during the course
of the coming two years.

It won t take too long for the upcoming infrastructure
investment to start stimulating the economy. In the US,
there are some $57 billion in shovel-ready projects over
the next 120 days. The number swells to $136 billion over
a 24-month time frame. And in Canada, municipalities
can deliver close to $14 billion worth of infrastructure
work in 2009 alone.

The infrastructure economic multiplier is signi cant.
When it comes to creating jobs and stimulating activity,
infrastructure spending is a much more effective tool
than tax cuts. In the US, the impact of economic growth
of infrastructure spending worth 1% of GDP is more
than double the impact of tax cuts, which have a greater
leakage to imported consumer goods, and which risk
being saved by households. In Canada, $10 billion of
infrastructure spending can potentially create 110,000
jobs and lift economic growth by close to 1.5 percentage
points well above the stimulus effect of a tax cut of a
similar size (Chart 3).

Where will the money go? Based on examination of
Canadas 100 largest upcoming infrastructure projects,
we estimate that roughly $23 billion, or 40% of all
upcoming infrastructure investment, will go to the energy
sector of which the vast majority will be used to nance
major hydro and nuclear projects. Later, that spending will
be joined by oil capacity investment, as now-cancelled oil
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Chart 3
Infrastructure Spending An Effective
Stimulus Tool

Chart 5
Canadian Infrastructure Stocks
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sands projects are moved to the front burner as crude
oil prices rebound (see pages 4-6). The coming years will
also see a signi cant in ow of infrastructure money into
the transportation sector followed by spending on health
infrastructure (Chart 4).

Infrastructure Stocks on the Move

Global infrastructure stocks are already moving in
anticipation of the fresh in ow of cash. In the US,
infrastructure stocks rose by no less than 50% since
mid-November. But with the new Administration likely
to spend less than $150 billion on pure infrastructure
projects, it appears that US infrastructure stocks are
overshooting. Thats not the case in Canada. Granted
our infrastructure index outperformed the TSX in the
past two months or so, but its advance was a fraction
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of the rally seen south of the border. Ditto for global
infrastructure stocks which are yet to react signi cantly
to the upcoming government-sponsored infrastructure
boom (Chart 5).

Within the framework of infrastructure investment,
our cyclical analysis suggests that the engineering
subcomponent tends to lead all other infrastructure
stocks. In line with that pattern, TSX engineering stocks
are already up 40% since mid-November. Accordingly,
our focus is shifting to lagging components such as
the equipment distribution space to capitalize on the
upcoming infrastructure scal stimulus.

Beyond the short-term stimulus, what will keep the re
going is private money. By now infrastructure is viewed
by almost half of global institutional investors as a stand-
alone asset class up from 10% only three years ago.
And rightly so, since the risk/return characteristics of the
sector are notably different than any other asset class
including real estate. In Canada, for example, with more
than $700 billion to play with, even a minor change to
pension funds asset allocation can dramatically change
the mathematics of infrastructure funding. And its
already happening. We estimate that currently roughly
5% of pension funds assets are allocated to global
infrastructure investment up from only 2% earlier in
the decade.

Look for that rising trend to continue, with pension
funds allocating between 10% and 15% of their assets
to infrastructure investment by 2017 adding more
than $200 billion of fresh money to this capital intensive
sector.
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ECONOMIC UPDATE

CANADA 08Q3A 08Q4F 09Q1F 09Q2F 2008F 2009F 2010F
Real GDP Growth (AR) 1.3 -3.5 -1.8 -1.2 0.6 -0.5 1.8
Real Final Domestic Demand (AR) 0.6 1.1 0.9 -0.7 3.1 1.0 2.1
All Items CPI Inflation (Y/Y) 34 1.9 1.6 0.8 24 1.0 3.3
Core CPI Ex Indirect Taxes (Y/Y) 1.7 2.2 2.3 2.0 1.7 2.0 2.1
Unemployment Rate (%0) 6.1 6.4 6.8 7.6 6.1 7.6 7.9
U.S.

Real GDP Growth (AR) -0.5 -4.8 -2.1 -0.8 1.2 -0.9 1.9
Real Final Sales (AR) -1.3 -4.1 -3.8 -0.8 1.5 -1.4 2.5
All Items CPI Inflation (Y/Y) 5.3 1.5 -0.4 -1.3 3.8 0.2 4.2
Core CPI Inflation (Y/Y) 25 2.0 1.9 2.0 2.3 2.0 2.3
Unemployment Rate (%) 6.0 6.7 7.3 7.7 5.8 7.9 8.4

CANADA

October s surprisingly mild GDP drop has given way to a deep dive in November, and the subsequent two
months will re ect even weaker factory activity. We slashed our forecast for 2009 nominal GDP to zero growth
due to weaker prices, looking for a more gradual second-half recovery in commodities. Next year will be better,
particularly in prices and pro ts, with a slower pickup in volumes and employment. CPI will be a bit more stable
than in the US, as a weak C$ prevents de ation this year, and a rising C$ contains import in ation in 2010.

UNITED STATES

The next few months will continue to present signi cant economic and nancial challenges, but a near-zero
fed funds rate and a massive scal stimulus package should sow the seeds of a modest economic recovery by
the second half of the year. In the meantime, mounting job losses are expected to push the unemployment
rate to a peak of 8.5%, and real GDP growth is expected to contract for another two quarters. Soft demand
and plunging energy prices will keep weighing on in ation, sending year-over-year headline CPI into negative
territory. However, this in ation trend should reverse in 2010 as an economic recovery and a massive amount
of monetary stimulus begin to drive up consumer prices noticeably next year.
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