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Leave the Punchbowl in Place

by Avery Shenfeld

A former US Federal Reserve chairman
famously quipped that the central banker’s
job is “to take away the punchbowl just as
the party gets going.” That's even more true
of a Finance Minister or OMB director who
has delivered a huge dose of fiscal stimulus.
Low interest rates are, on their own, a good
thing, while budget deficits clearly aren’t.
But the art is in deciding when the party is
actually underway, and more importantly,
whether all the guests will leave if the punch
is gone.

Financial markets have decided to party
on their own, before any real economic
momentum is in evidence in either the US
or Canada. Toronto equities have seen their
largest pre-recession-end rally in history.
The optimism in equity and corporate debt
markets has been helpful in alleviating a
financing crunch and leaving the corporate
world flush with cash (see pages 6-8).

But when it comes to economic policy,
running so far ahead of the business cycle
could prove self-defeating. G-7 finance
ministers, and the Obama administration,
both seem to want to talk about how
deficits will be reined in. One of the leading
academic opponents of fiscal stimulus,
Harvard's Robert Barro, argued that deficit
spending can be neutralized if households,
anticipating higher taxes as part of a future
fiscal retightening, opt to set aside more in
savings to cover that burden.

While the evidence of such impacts is
sketchy, there’s no point waking up a
hibernating Barro by talking too much, too
soon, about a budget tightening ahead.

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

The market's rush to price in monetary
tightening, although partially reversed in
recent days, represented an even greater
threat, particularly in Canada where the
loonie’s rally is adding additional pressure
(see pages 4-5). Only days ago, the yield
curve was pricing in a rate hike almost two
quarters ahead of the Bank of Canada’s
implicit forecast. The US curve had been even
more aggressive. While overnight rates and
variable rate mortgages remain extremely
cheap, curve steepening has taken away the
mortgage refinancing punchbowl in the US,
and pushed up five-year fixed mortgages in
Canada.

When should we think about a policy
tightening? The Bank of Canada’s forecast
implies that it would take two quarters
averaging 3%2% real growth for Carney to
begin tightening in mid-2010. We're a long
way from evidence of such a rebound.

And care must be taken to ensure that the
growth we do see will be self-sustaining
without the crutch of extremely low rates,
huge government spending, and the one-
off bounce after an inventory drawdown.
Both the Great Depression, and the
Japanese “Lost Decade” of the 1990s, had
booms snuffed out by a premature policy
tightening. Given the severity of the global
financial shock that caused this downturn,
leaving low rates and fiscal stimulus in place
will be necessary for a lot longer than the
financial market wants to assume.
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MARKET CALL

e Markets were jumping the gun in looking for a Bank of Canada rate hike so early in 2010, particularly
in conjunction with an elevated C$ that poses its own drag on growth. Look for Carney to continue to
emphasize his patience, and for 2-year bonds to continue to rally in reflection of a slower timetable for policy
retightening.

* The rest of the yield curve is less in the central bankers’ control, particularly in the US where heavy supply and
a shift to riskier corporate bonds and equities has weighed heavily on Treasuries. We still expect a corrective
rally if equities lose momentum on impatience over the lack of definitive news of a recovery, but one that
will give way to renewed fixed income selling pressure towards year-end and into 2010.

* The US$ would see a temporary bounce if the absence of clear recovery signs increases risk aversion for a
while, and if investors pay more attention to the still-weak fundamentals in Europe, and for that matter,
Canada. Longer term, the US will have to inflate its way out of its huge debt burden, and will in any event
need a weaker dollar to allow exports to be supportive for growth in an era of less ebullient domestic

spending.
INTEREST & FOREIGN EXCHANGE RATES
2009 2010

END OF PERIOD: 17-Jun Sep Dec Mar Jun Dec
CDA Overnight target rate 0.25 0.25 0.25 0.25 0.25 0.25
98-Day Treasury Bills 0.23 0.20 0.23 0.25 0.30 0.30
2-Year Gov't Bond (1.25% 06/11) 1.29 1.05 1.15 1.15 1.20 1.60
10-Year Gov't Bond (3.75% 06/19) 3.44 3.05 3.35 3.50 3.70 3.95
30-Year Gov't Bond (5% 06/37) 3.90 3.70 4.00 4.10 4.25 4.35

U.S. Federal Funds Rate 0.25 0.25 0.25 0.25 0.25 0.25
91-Day Treasury Bills 0.18 0.10 0.12 0.15 0.20 0.25
2-Year Gov't Note (0.88% 05/11) 1.17 1.00 1.00 1.20 1.30 1.65
10-Year Gov't Note (3.13% 05/19) 3.68 3.35 3.65 3.85 4.05 4.35
30-Year Gov't Bond (4.25% 05/39) 4.51 4.35 4.55 4.70 4.95 5.00
Canada - US T-Bill Spread 0.05 0.10 0.11 0.10 0.10 0.05
Canada - US 10-Year Bond Spread -0.24 -0.30 -0.30 -0.35 -0.35 -0.40
Canada Yield Curve (30-Year — 2-Year) 2.61 2.65 2.85 2.95 3.05 2.75
US Yield Curve (30-Year — 2-Year) 3.34 3.35 3.55 3.50 3.65 3.35
EXCHANGE RATES — (US¢/CS) 88.3 84.0 87.0 87.7 90.9 94.3
— (C$/US$) 1.132 1.190 1.150 1.140 1.100 1.060

— (Yen/US$) 96 101 97 95 90 87

— (US$/euro) 1.39 1.32 1.35 1.35 1.37 1.40

— (US$/pound) 1.64 1.53 1.57 1.59 1.62 1.67

— (US¢/AS) 79.4 73.0 77.0 80.0 83.0 88.0
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STRATEGY AND EARNINGS OUTLOOK

e While stocks still arent expensive against full-cycle earnings, leaving room for a multi-year rally, we expect
a bit less ebullience in the next few months. That argues for a neutral, rather than overweight, position in
equities. Signs of a turnaround in the still-troubled US economy remain tentative, notwithstanding pulses
of improvement. Canada’s economy also faces a tough climb back, even though the Q1 GDP decline didn't
quite match the horrific advance billing.

¢ While the Canadian economy and S&P 500 may still march to a largely North American drumbeat, our analysis
suggests Canada’s stocks have become more and more levered to the global economy, including areas like
Asia where recovery signs are more advanced. As reflected in our targets for the Composite and S&P 500
going forward, we expect that growing offshore focus to stand the Canadian market in good stead over the
next two years. Not only have Asian economies moved first, but that region and the oil-exporting economies
are likely to be significant sources of economic growth in the coming decade.

e To catch the first wave of global economic recovery, we added a further two points to our already
overweighted position in materials, reflecting that sector’s concentration in metal and fertilizer stocks. We
financed the additional weight in materials by reducing our holdings in two defensive sectors, consumer
staples and utilities, as investors’ risk aversion subsides, making defensive plays less rewarding.

Strategy Rec- .
ASSET MIX (%) Benchmark| J e hdation TSX - Earnings Outlook & Forward PE
Stocks 50 50 Operating Earnings d
Bonds 39 37 p ('%QCh) Ing 4-qtr Fw
Cash 11 13 PE
GICS SECTOR EQUITIES (%) Last 10
Consumer Discretionary 3.8 1.8 2006 2007 2008 2009 | Latest yrs.
Consumer Staples 2.8 2.8 Energy 6.7 49.2 -56.5 15.5 20.1 12.0
Energy 28.8 28.8 Industrials 8.8 245 | -280 0.4 135 | 149
Fi ial 29.4 29.4
nancias o o Materials 211 | 108 | -197 | 363 | 230 | 289
-Banks 18.4 18.4 ) ]
-Insur., REITs, other 11.0 11.0 Financials 14.0 -18.2 -6.1 8.3 11.9 12.0
Healthcare 0.4 0.4 Utilities 25.9 -65.3 142.3 10.0 13.2 17.4
Industrials 5.2 2.7 Consumer Staples -4.2 8.5 16.1 9.0 10.9 17.8
Info Tech 45 45 Consumer Discretionary | 26.1 -0.6 -11.5 3.3 115 15.7
Materials 18.7 23.2
Info Tech 50.2 65.1 24.5 19.5 15.0 44.5
-Gold 11.0 12.0 nio ee
-Other Metals 30 50 Health Care -362 | -188 | 36.9 04 | 106 | 220
-Chemicals 4.3 5.8 Telecom Services 33.1 -6.6 13.4 -3.0 8.5 29.8
Telecom 48 48 TSX Composite 11.4 56 | -250 | 120 | 149 | 161
Utilities 15 1.5
Note: Bold indicates recommended overweight.
TSX Composite Index (close) TSX Index-Adj. Oper. Earnings |gc frest
16,000 7 Projected 1000 - 906
! 13,833 f—— 858
12,000
12,000 - 10,800 800 -
8,988 600 J
8,000 - 6%
400 A
4,000 - 200 J
(0] T T T 1 0 A T
2007 2008 2009 2010 2007 2008 2009 2010

Source: Thomson First Call, CIBC WM
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Loonie Tunes: Living With a Strong C$
Avery Shenfeld and Krishen Rangasamy

So what's with the loonie these days. Even after giving
up some ground, the currency is up 14% against the
greenback since March, a climb that outpaced the ramp-
up in commaodities. But a strong C$ is not what the doctor
ordered, at least not Dr. Carney, with the central bank
expressing its clear displeasure at the currency’s strength.
While we see it giving back some ground over the next few
months, our forecast of an average 1.17C$/US$ over the
balance of the year will have implications, some negative,
for the macro and sectoral outlook for Canada.

C$ Looks Overdone

The Canadian dollar’s gains have in part been a reflection
of brighter prospects for some elements of the country’s
export basket, most notably oil. Crude prices have more
than doubled from their lows in the wake of OPEC success
in restraining supply. But natural gas is languishing, and
most resource prices are still well below where they
stood back in early October, when dollar-Canada was
last at $1.13 (Chart 1). That suggests that the loonie is
overvalued relative to its longer term fundamentals, and
its gains have instead rested on a global disenchantment
with America’s greenback.

Several alternative approaches to assessing those
fundamentals back that conclusion. Purchasing power
parity, the level of the exchange rate consistent
with equilibrating the cost of a basket of consumer
expenditures in each country, puts the “fair” value for

Chart 1
C$ Rally Outpaced Commodities

dollar-Canada at 1.22, according to OECD estimates. The
shortfall of that approach is that many consumer services
are untraded, and hence there’s nothing that forces an
exchange rate back to PPP. The Bank of Canada has in the
past made use of another approach, an error correction
model that allows the currency to adjust over time to
changes in real commodity prices, relative inflation rates,
and Canada-US interest differentials. We updated that
model for data to Q1 2009, and rolled it forward under
the assumption of constant real commodity prices and
unchanged interest differentials, and found that dollar-
Canada “should” settle near 1.27 C$/US$ (Chart 2).
In a sense, then, the firmer current level represents an
overvaluation relative to those underlying fundamentals,
even after our forecast of a modest retreat.

Recent trade flows seem to confirm that hypothesis.
Canada ran a current account deficit of C$9.1 billion in
the first quarter, including a C$5.3 billion deficit in goods
and services trade. Even adjusting that balance to where
it would have been had oil averaged $70/bbl, would
leave a deficit of roughly C$6 billion (Chart 3). A much
broader improvement in export prices or volumes would
be needed to correct that imbalance.

None of this suggests that Canada won't see a firmer C$
come 2010, when a return to global economic growth
gives a push to resource prices. Indeed, such a move is
in our own forecast. But in the here and now, the loonie
looks overdone

Chart 2
The C$: Actual Versus Model Predictions

Commodity prices on June 12, 2009
(Index=100 on October 8, 2008 when loonie
110 ~ - .
was trading at today's level)
100 o mnrmmmmmmmrmm e e e
90 A
80 -
70 A
60 -
50
< S N S
QQQ ((;o@ o ‘&0& Q;&fzr
Y W N &
%\0

1.30 7 cs/uss
1.25 -
1.20 -

1.15 -

1.10 A

1.05 T T 1

Actual Purchasing
Power Parity

Error Correction
Model




CIBC WoRLD MARKETS INC.

StrategEcon - June 18, 2009

Chart 3
Canadian Current Account in Deficit Even With
$70/bbl Oil

If oil had averaged
US$70/barrel

Actual (with oil averaging
USs$43/barrel)

~ Current account balance in Q1 2009 (C$ bn)
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Who's Hurt?

An overvalued currency is not an unmitigated negative
for the Canadian economy. Of course, it represents a
punishing cost disadvantage for those manufacturers that
rely heavily on exports, or that compete with imports in
the domestic market. A partial offset comes in the form
of lower materials/parts costs for those plants that have a
heavy import share in their input mix. An index that nets
these factors out, suggests that within manufacturing,
the greatest negative impacts are seen in such sectors
as machinery, paper and electrical equipment (Table 1).
Some other materials sectors, including metals, might
reap enough offset in 2010 from rising commodity prices,
a factor not included in the analysis.

Outside manufacturing, a firmer C$ can be a plus.
That's particularly the case for retailers, given the high
import content in most stores’ cost of goods sold, and
the tendency for the retail sector to lag in passing on
currency-related savings in their prices to consumers.

But overall, a firmer C$, one not fully a reflection of a
boom in export prospects, is a negative for growth. Odd,
then, that at the same time markets were pushing the
loonie stronger, they were pricing in heightened odds
that the Bank of Canada would raise rates sooner rather
than later in 2010 (Chart 4). Instead, currency strength is
just one more reason why we see the Bank on hold right
through next year’s anaemic recovery.

Table 1
Manufacturing Industry Vulnerability to a Strong C$
Industry TSX GICS Export Import Combined Ranked by
Sector Vulnerability Vulnerability Export-Import Total
(% of shpts. (% of shpts. to Can. Vulnerability | Vulnerability
exported less Mkt.) x (import penetration | (col. 3 + col. 4)
imported inputs) of Can. Mkis.)
H [Machinery Industrials 54.6 18.0 72.6 1
| JPaper Manufacturing Materials 53.1 12.5 65.6 2
G |HEectrical Equipment Industrials 38.9 25.9 64.8 3
H JChemical Products Materials 34.3 27.2 61.5 4
Primary Metals Materials 40.3 19.6 59.9 5
M ] Clothing Consumer Discretionary 16.2 42.9 59.2 6
E JComputer & Electronics Info Tech 47.7 10.6 58.3 7
D [Furniture Consumer Discretionary 33.2 22.3 55.5 8
| JWood Products Materials 45.6 8.2 53.8 9
U [Transportation Equipment Cons Discret, Industrial 29.8 18.6 48.4 10
M ]Fabricated Metals Materials 8.8 27.4 36.2 11
Food Manufacturing Consumer Staples 13.4 15.9 29.2 12
L JTextiles Consumer Discretionary 8.0 16.8 24.8 13
O |Beverages/Tobacco Consumer Staples 2.2 21.3 235 14
W JPrinting & Allied Industrials -1.1 10.7 9.6 15
Petroleum Refining & Coal Prod. | Energy -9.6 11.5 1.9 16
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The Cash Factor

Benjamin Tal and Meny Grauman

US equity bulls increasingly point to the mountains of
cash held by American households and corporations as
a strong buy signal, arguing that this cash will eventually
find its way into the stock market, and help fuel M&A
activity and capital spending. If true, this pool of available
cash will be a much more important driver of stock market
returns and corporate activity in Canada than in the US,
given that by any relevant measure, cash holdings, by
both individuals and corporations, are much larger here
than they are south of the border.

The Cash Position of Individual Investors

The amount of cash, bank deposits and money market
funds held by individual US investors is now just shy of
the $9 trillion mark. This represents close to 110% of the
current market capitalization of the S&P 500—the highest
ratio in 15 years. That's a bullish signal, considering that
in the eight previous times that cash peaked relative
to stock market capitalization, the S&P 500 rose by an
average 24% within half a year. In Canada this ratio is
currently smaller at 80%, but is still the highest it's been
since 1997 (Chart 1).

However, an elevated cash-capitalization ratio does not
necessarily mean a higher absolute level of liquidity, since
this ratio can rise due to plunging stock prices as well.
Given that the US stock market underperformed the

Chart 1
Individuals' Cash Holdings as a Share of
Market Cap

Canadian market by 6%-points since peaking in 2007,
a more informative measure of household cash holdings
should be the rise in the absolute level of liquidity in both
countries.

By this metric Canada actually outpaces the United
States. While cash positions in the US are still growing
by roughly 4% versus last year, they are up by over 12%
in Canada. In fact, since the beginning of the financial
crisis in mid-2007, Canadian cash balances have risen by
26%—more than twice the pace seen in the US (Chart 2).

Therapidincrease in household liquidity in Canada should
not be seen as a potential buffer against the growing
indebtedness of Canadians. Digging a bit deeper into the
numbers reveals that the increase in household liquidity
has not been distributed uniformly. More than 80% of
the dramatic increase in balances in personal saving and
chequing accounts since 2007 was made by Canadians
aged 50 and over (Chart 3). Since the excess liquidity is
concentrated among a relatively narrow group with little
outstanding debt, increased household liquidity will have
only a marginal impact on the future trajectory of overall
household debt in Canada. Simply put, the people with
the debt are not the people with the money. Therefore,
these elevated cash loads are more likely to find their
way into equities rather than being used to pay down
debt.

Chart 2
Cash at Hand in Canada
is Rising Faster Than in US
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Chart 3
Contribution to Growth in Cash Position
Canada (2007-2009)
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To see just how much of this money could potentially
head back into stocks, we need to focus on the amount
of excess liquidity that the recent rush to cash has
created. We estimate that as of May 2009 extra cash on
hand (that is above the amount that would have been
consistent with the long- term trend) reached close to
$250 billion in the US versus $120 billion in Canada. Run
these numbers as a share of stock market values, and
you find that Canadian investors are now sitting on extra
cash equivalent to about 8% of the TSX's total market
capitalization—more than double the ratio seen in the
US (Chart 4).

Granted, the past year’s stock market crash will probably
work to raise the level of risk aversion among investors,

a fact that will prevent a full reversal of the extra
cash in individuals’ portfolios. But the relative size of
Canadians’ excess cash holdings still suggests that in any
redeployment scenario, the TSX will see a bigger impact
than the S&P 500.

The State of Corporate Balance Sheets

It's not just households that are flush with cash. Despite
a deep global recession and the worst financial crisis in a
generation, North American firms are also highly liquid. In
fact, as of the end of 2008, US nonfinancial corporations
held a record $1.6 tn in liquid assets, while in Canada the
comparable tally was just over $500 bn (Chart 5, left). As
should be expected, the absolute figures favour the US,
but on a proportional basis, corporate holdings of cash
and marketable securities are actually larger in Canada.
As of the end of 2008, liquid assets added up to 90%
of short-term liabilities in Canada, but only 36% in the
United States (Chart 5, right).

This measure, also commonly known as the liquidity ratio,
has been on a steady upward trend in Canada since the
early 1990s when it was just under 30%, one third of
where it is today. During most of that period corporate
liquidity also improved in the US, but that started to
change in 2005 as American firms loaded up on cheap
debt as the Fed kept rates low and spreads tightened
considerably.

Meanwhile, Canadian firms actually spent the past few
years reducing balance sheet leverage (Chart 6), helped
along by a multi-year commodity bull cycle that boosted

Chart 5
Companies on Both Sides of the Border Sitting
on Cash (L), Canadian Firms More Liquid (R)
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profitability and pushed the Canadian corporate sector
into a net lending position, defined as the balance
between internally generated funds and investment
expenditure (Chart 7). After peaking in the early 1990s
at over 90%, the aggregate debt-to-equity ratio for all
nonfinancial Canadian firms ended 2008 at 55%. Even
after a recent uptick, Canadian firms are still much less
levered than their European or US peers, which have seen
even larger increases in this metric (Chart 8).

To a great extent, recent developments vindicate the
conservative balance sheet management of corporate
Canada since the country’s last deep recession in the early
1990s. However, although there is no doubt that firms,
like households, will continue to place a premium on
liquidity, the steady growth in financial assets in Canada
has far exceeded the growth in either liabilities or other
assets. This liquidity has come at the expense of lower
capital spending and dividend payments, both of which
should head higher. In fact, even assuming that liquidity
ratios remain above their long-run average, we estimate
that Canadian nonfinancial firms currently hold around
$200 bn in excess cash and cash equivalents. Compare
this to the US where the comparable figure is roughly
$180 bn for an economy ten times larger.

Long upswings in investment follow periods of low
corporate leverage, but there is also room for a significant
uptrend in M&A activity, especially considering renewed
investor appetite for risk, and the fact that corporate
issuance has started to head higher again over the last
three months. Canadian M&A markets saw a significant
decline in deal volumes and values at the end of 2008.

Chart 6
Canadian Corporate Deleveraging

Chart 7
Canadian Balance Sheets' Strength
Fueled By Strong Profit Growth
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Deal volumes fell 31% from the previous quarter to a
four-year low of 271 transactions, while deal values
dropped 66% to $17.8 bn. That should start to change
as global growth gets back on track next year.

The reality is that despite the recent credit crisis, Canadian
firms will emerge from this period of extreme economic
and financial uncertainty in a less fragile state than one
might have expected, both relative to past history and to
their international peers. Liquidity is high, leverage is low,
and after near-term earnings weakness, the improvement
in commodity prices should bode well for future profit
growth.
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Provincial Growth: Bottom Hit, Where to Next?
Warren Lovely

It's taken a year-and-a-half of downward revisions, but
a bottom has finally formed in the outlook for Canadian
economic growth. The consensus forecast for real GDP
has recently coalesced around a 2%2% contraction for
2009, as compared to the 2%2% expansion anticipated a
little more than a year ago (Chart 1). Ugly yes, but on par
with the hit to Canadian GDP sustained during each of
the last two major North American recessions.

Relative to national forecasts that get tweaked at least
once a month, provincial outlooks aren’t updated with
the same frequency. So whether it's relative to official
government projections or private sector calls put on the
books during brighter days, provincial growth forecasts
for 2009 are in many cases still a little optimistic (Chart 2).
The same holds for 2010, where we see the economy
walking before it runs, advancing at a modest 1%2% pace
and disappointing provincial Finance Ministers and the
majority of private sector prognosticators who currently
envision a 2%-plus recovery.

Recession More Broadly Based

While provincial performance is hardly uniform, today’s
global economic downturn has nonetheless left a mark
on every region of the country. At the most macro level,
CIBC anticipates all provinces, save Saskatchewan,
will be subject to an outright decline in real GDP this

Chart 1
Consensus Forecasts Revised Lower

Chart 2
Budget Growth Forecasts Now Look Too High
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year (Table 1). Such a slump would be more broadly based
than in either of the past two recessions. Back in the
early-1980s, Atlantic Canada was spared the recession’s
painful grip, while a 1991 contraction was borne largely
by Ontario, Québec and Manitoba, with half of the
provinces avoiding decline.

And in a notable departure from previous recessions,
Canada is sustaining less economic damage than the US.
Canada’s provinces and municipalities have, by extension,

Canada 2009 Real GDP; Yr/Yr % Chg

2009 outlook hits bottom?

4 -

Jan-08 May-08 Sep-08 Jan-09 May-09

——High, Low Forecast Average Forecast

Table 1
Real GDP Outlook
Reference:

Actual | CIBC Forecasts | Past Recessions
% 2008 2009 2010 1982 1991
BC -0.3 -1.8 2.0 -6.1 0.2
Alta -0.2 -2.5 1.8 -3.2 0.5
Sask 4.4 0.0 2.2 -1.9 1.1
Man 2.4 -0.7 1.7 -2.6 -3.4
Oont -0.4 -3.3 1.3 -2.7 -3.9
Qué 1.0 -1.9 1.6 -3.6 -2.7
NB 0.0 -1.5 1.7 1.9 0.0
NS 2.0 -1.2 1.8 3.7 -0.9
PEI 0.9 -1.9 1.0 0.9 -0.3
N&L -0.1 -4.0 2.5 1.0 0.5
CDA 0.4 -2.5 1.5 -2.9 -2.1
Us 1.1 -3.1 1.7 -1.9 -0.2

Source: Consensus Economics

Note: Shading denotes annual decline in provincial real GDP
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absorbed a less debilitating hit compared to most US
states and cities, where job losses, home foreclosures
and government budget pressures are considerably more
pronounced.

Trading Places in Central Canada

Ontario’s 3.3% real GDP contraction accounts for a
disproportionate share of Canada’s 2009 stumble. While
that builds on 2008 weakness, the two-year real GDP
decline, at 3.7%, would still be less acute than the
cumulative 5.6% retreat of the early 1990s.

A government-sponsored auto bailout protects Canada’s
relative standing, but pronounced weakness in that
high-profile industry has left its mark. Despite enduring
a less painful adjustment, non-auto manufacturers can
expect only a tentative near-term recovery, as American
consumers adapt to shrinking payrolls, tighter credit and
an increasing energy drag. A resurgent C$ and trade
protectionism fears add further clouds to the outlook.

Factory job losses tell the tale; Ontario manufacturing
employment has plunged fully 30% from a late-2002
peak, and through Spring 2009, was continuing to fall at
a 15% annual rate. As non-manufacturing sectors shed
their earlier resilience, no province has seen a steeper
decline in total employment relative to the recent cyclical
peak (Chart 3), blunting wage growth and crimping
consumer confidence.

A necessary emphasis on cost containment will leave
private business striving for productivity gains, signaling
further headcount reductions ahead. Additional job

Chart 3
Ontario Has Seen Largest Job Loss

Chart 4
Ontario Job Losses vs. Past Recessions
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losses won't be limited to Ontario, mind you, nor would
they be out of line with the path provincial employment
followed during prior recessions (Chart 4). More positively,
government stimulus efforts—monetary and fiscal, federal
and provincial—will key a resumption of positive growth
in 2010 and beyond, forestalling a repeat of the early- to
mid-1990s jobless recovery.

Come 2010, Ontario still looks to be trailing Québec in
real GDP growth (Chart 5). Québec’s outperformance
represents a notable reversal from the 1990s and early
2000s, and reflects a more diversified manufacturing
base, lighter job losses and a less severe housing
pullback. An accelerated infrastructure program,
including development of the province’s key renewable
energy assets, has paid timely dividends, while a relative

Chart 5
Québec Outperforms in Central Canada
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improvement in tax competitiveness aims to encourage
private investment.

Capital Projects Colour Atlantic Canada Prospects

Further East, New Brunswick and Nova Scotia will see
less pronounced weakness in 2009 real GDP growth,
consistent with relatively healthier labour and housing
markets. In New Brunswick, capital investment is
cementing that province’s role as a key North American
energy hub, while dramatic tax reform should lure
business and support the province’s drive towards self
sufficiency.

Nova Scotia’s diverse economy has seen growth in key
service industries, including financial services, with
resource development (including the much-anticipated
Deep Panuke project) a plus.

Notwithstanding a 2009 production pullback, confidence
is riding high in Newfoundland and Labrador. Improved
job prospects have snapped a once-dominant pattern of
out-migration, while resource-related income growth has
delivered decisive outperformance in consumer spending
and key housing market metrics (Chart 6).

Western Housing Correcting

As a global downturn savaged markets for some of
Canada’s key commodities, parts of Western Canada saw
their previous boom violently halted. This has been most
obvious in the energy industry, where projects have been
delayed/shelved and drilling activity has slumped well-
below ‘normal’ levels.
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Chart 7
House Prices Give Back Some Earlier Gains
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In Alberta and British Columbia, businesses have
retrenched, job losses have climbed and housing markets
have cracked. Witness pronounced declines in new and
resale market activity. A dramatic pullback in housing
construction, while an obvious drag on current economic
activity, will ultimately staunch declines in house prices
(Chart 7).

More recent commodity strength, if sustained, would
be an obvious plus, particularly for Alberta and
Saskatchewan, which are levered to oil. Prices for natural
gas, the predominant source of energy activity and
royalties for BC, have languished in comparison. But
the US housing market is bottoming—a relief for BC's
embattled forestry industry—and the province can expect
a modest boost from the 2010 Olympic Games.

For 2009, Saskatchewan remains Canada’s fastest-growing
province, and should see its relative outperformance
continue in 2010. House prices are no longer vaulting
ahead, but the province’s still-solid jobs market is
attracting would-be hires from other parts of the country
and buoying Saskatchewan’s potential growth rate.
Income growth remains unparalleled and government
stimulus efforts are hitting their mark.

Economic activity in Manitoba, meanwhile, has held
its own, consistent with the province’s track record of
relatively stable growth. A diverse factory sector has
weathered the US economic collapse, leaving labour
and housing markets in better shape than most. Like
Québec, the province is well positioned to benefit
from an increasing focus on renewable energy, owing
to the ongoing development of its vast hydro-electric
potential.
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ECONOMIC UPDATE

CANADA 08Q4A O09Q1A 09Q2F 09Q3F 090Q4F 2008A  2009F 2010F
Real GDP Growth (AR) -3.7 -5.4 -3.1 -0.5 25 0.4 -2.5 1.5
Real Final Domestic Demand (AR) -4.9 -5.7 -2.5 0.0 2.6 2.6 -2.6 1.6
All Items CPI Inflation (Y/Y) 1.9 1.2 -0.1 -0.8 0.2 2.4 0.1 1.2
Core CPI Ex Indirect Taxes (Y/Y) 2.2 1.9 1.8 1.6 1.2 1.7 1.6 1.3
Unemployment Rate (%) 6.4 7.6 8.3 8.6 8.8 6.1 8.3 9.0
uU.S.

Real GDP Growth (AR) -6.3 -5.7 -3.2 -0.4 21 1.1 -3.1 1.7
Real Final Sales (AR) -6.2 -3.4 -3.7 -1.1 1.8 1.4 -2.7 1.0
All Items CPI Inflation (Y/Y) 1.6 0.0 -1.2 -2.6 0.3 3.8 -0.9 1.6
Core CPI Inflation (Y/Y) 2.0 1.7 1.8 1.4 1.7 2.3 1.7 2.2

CANADA

The worst is now behind us with the passing of Q1. But despite the market’s optimism, boom times are not
on the horizon just yet. While there have been some encouraging signs lately, especially in Asia, the global
economy remains fragile and that will continue to restrict Canada’s speed limit. Expect Canada’s economy to
continue to contract in the second and third quarters, before finally seeing some growth in the final quarter
of the year, albeit at a sluggish pace. The year-over-year inflation rate will turn negative and remain so until
at least the end of the year, with the strong C$ helping to keep CPI well under the Bank of Canada’s target
throughout 2010.

UNITED STATES

The pace of US economic contraction continues to slow, but we still do not expect to see real GDP growth
turn positive until the fourth quarter. Unfortunately, even then the economy should remain sluggish well
into next year as business capital expenditures and consumer spending remain lackluster. Meanwhile, the
unemployment rate should hit 10% as job losses continue to multiply, albeit at a more modest pace. Year-
over-year inflation will keep falling as we head into the anniversary of record-high oil prices, but core inflation
will stay contained.
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