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Bubble, Bubble, Toil and Trouble?

by Avery Shenfeld

Historically, a rising equity market brings
smiles; now worry lines are just as common.
With memories of crashing housing and
equity values still fresh, anytime an asset
price takes a sharp run-up, there are fears
that it's all just a bubble waiting to be
popped.

That label can’t be meaningfully applied
to all subsequently reversed appreciations.
Assets can show gains commensurate with
the best insights on their fundamentals—
future earnings power, dividends, etc.—but
later lose ground as unanticipated shocks
hit. What differentiates a bubble is when
assets appreciate because investors think
they will sell them for more to someone
else, even while being skeptical that they are
worth what they are paying. Bubbles are the
“greater fool theory” writ large.

We've had two such bubbles come to
ruin in the last decade. Did most investors
really think that late 1990s dot-com stocks
were being priced on rational earnings
expectations? More recently, it was evident
that housing prices in the US and parts of
Europe were stretching affordability, and
that mortgage standards were remarkably
lax. Those closest to the action likely saw the
trouble brewing, but the worst originators
hoped that someone else would be left
holding the bag.

Is there the same scent of trouble in today’s
equity market? Stocks have certainly had
a remarkable climb. The Toronto market’s
ascent outstripped any previous late-
recession rally. But just as spectacular was
the early-recession dive, the worst since the
Great Depression. Assuming the US recession
was over by August’s end, at that point,

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

Toronto stocks were still down some 25%
from where they stood when that recession
commenced, roughly on par with other
economic downturns.

Today’s TSX valuations are roughly in line
with historical norms relative to book values
or dividends. Forward P/E's are also near
their norms. True, bottom-up consensus
earnings for 2010 have an element of
analysts’ wishful thinking. But even if there
are 2010 disappointments, valuations will
look further ahead than one year, particularly
when there’s still a long recovery cycle
ahead. In sum, while every bull market has
its corrections en route, there’s no basis
for worrying that equities are in bubble
territory.

Indeed, investors are looking for bubble
trouble in all the wrong places. It's not
stocks, but longer-dated US Treasuries
that appear suspect, pricing in a view that
nominal short rates will be persistently far
below historical norms. Judged by TIPS,
bonds are discounting less than 2% US
inflation in the next decade, for an economy
that might well benefit from having prices
run faster, helping to shrink government
debt to GDP and restore home values relative
to mortgage debt. Add to that a flood of
deficit financing to be done and a sinking
greenback (see pages 4-6), and why would
anyone lock in 10-year US$ Treasuries at only
3.3%?

Or are investors merely thinking that they
will hold longer-term Treasuries for their
yield pick-up over short-dated assets, and be
smart enough to exit before the inevitable
sell-off? Sounds like they are counting
on a greater fool to take them out of an
overvalued position.
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MARKET CALL

e The market is still clinging to the notion that better economic news should imply a weaker greenback. We
see such a linkage as bound to break down, but we're giving it some respect in adjusting our FX outlook
this month. While we view the C$, the euro and some other dollar alternatives looking pricey (see page 6)
we’'ve moved back a material US dollar rebound to Q1, when we also expect slower growth figures for the
US economy. Longer term, there’s room for renewed C$ appreciation once global commodity prices recover
further.

e More market analysts seem to be joining our view that the Fed has a long fuse before rate hikes will make
sense. Where we still differ is in our call that the Bank of Canada will also hold off on the first hike until
early 2011, as a generally strong C$, contained core inflation, and prospects for fiscal tightening in 2011,
keep rate hikes at bay.

e The long end of the bond market needs an equity market correction or slower growth to hold at these
historically low yields. Best bets for such developments on a temporary basis lie early in 2010, when we
expect the North American economy to lose momentum after inventory restocking is completed. But we look
for higher bond yields over the course of 2010, particularly for Treasuries, as markets anticipate continued
heavy supply, somewhat higher inflation, and overnight rate hikes in 2011.

INTEREST & FOREIGN EXCHANGE RATES

2009 2010

END OF PERIOD: 29-Sep Dec Mar Jun Sep Dec
CDA Overnight target rate 0.25 0.25 0.25 0.25 0.25 0.25
98-Day Treasury Bills 0.24 0.23 0.25 0.30 0.30 0.30
2-Year Gov't Bond 1.28 1.15 1.25 1.30 1.40 1.60
10-Year Gov't Bond 3.33 3.30 3.50 3.70 3.85 3.95
30-Year Gov't Bond 3.86 3.90 4.10 4.25 4.30 4.35

U.S. Federal Funds Rate 0.25 0.25 0.25 0.25 0.25 0.25
91-Day Treasury Bills 0.13 0.15 0.15 0.20 0.25 0.25
2-Year Gov't Note 1.00 1.00 1.20 1.30 1.45 1.65
10-Year Gov't Note 3.29 3.40 3.80 4.05 4.20 4.35
30-Year Gov't Bond 4.02 4.25 4.60 4.85 5.00 5.00
Canada - US T-Bill Spread 0.11 0.08 0.10 0.10 0.05 0.05
Canada - US 10-Year Bond Spread 0.04 -0.10 -0.30 -0.35 -0.35 -0.40
Canada Yield Curve (30-Year — 2-Year) 2.58 2.75 2.85 2.95 2.90 2.75
US Yield Curve (30-Year — 2-Year) 3.02 3.25 3.40 3.55 3.55 3.35
EXCHANGE RATES CADUSD 0.922 0.901 0.855 0.877 0.909 0.943
USDCAD 1.085 1.110 1.170 1.140 1.100 1.060

USDJPY 90 93 97 95 90 87

EURUSD 1.46 1.44 1.35 1.35 1.37 1.40

GBPUSD 1.60 1.60 1.58 1.59 1.62 1.67

AUDUSD 0.871 0.840 0.795 0.825 0.855 0.895

USDCHF 1.04 1.05 1.11 1.11 1.09 1.08

USDBRL 1.79 1.84 1.95 1.89 1.82 1.75

USDMXN 13.5 13.6 14.0 13.5 13.0 12.5
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COMMODITIES OUTLOOK

e A third of the recent strong rise in commodity prices has been due to the US dollar’s decline. We expect
a modest relief rally in that currency and a less than impressive pace of recovery to limit the near-term
potential for further impressive gains. The appreciable headwinds facing the major, mature industrial
economies will result in less-than-stellar growth of 2.7% and 3.7% in the global economy over the next
two years.

e Given Asia‘'s dominant demand position, a recovery led by capital outlays there should be most supportive
for metals prices. Although Chinese import demand will likely soften in the second half as restocking
eases, medium-term prospects remain positive thanks to planned infrastructure outlays and a revival in
construction. Demand closer to home should also benefit from the auto sector’s turnaround. Copper
which we see averaging $3/Ib in 2010, should outperform the other metals in the next few years, aided
by limited greenfield capacity development.

e Qil prices have rallied more than warranted
by underlying fundamentals, creating risk of Brimming Inventories Could Cool Nat Gas
a near term pullback to the $60 level. OECD | 2° 7.2 deviation from 5 yr average $/Mn BTUF 5.0
inventories rose by a further 12.8 mb in July, to | 20 1 [ 4.5
stand 4.6% above last year’s level, suggesting 15 4 4.0
supply remains ample, aided by increased - 3.5
Russian production. China’s implied demand 101 - 3.0
in recent months has been running about 3% 5 1 L 25
ahead of year earlier levels, but consumption 0 - L 50
in the far larger US market is now expected to 2. 30- 27- 27- 24- 22- 19- 17- 14-
fall by 4% in 2009. Adding to potential supply, Jan Jan Feb Mar Apr May Jun Jul Aug
OPEC’s huge 6.6 mn barrel per day capacity US Natural Gas Working Storage (left)
overhang also creates a sizeable incentive for Henry Hub Spot Price (right)

cheating on quotas.

e Natural gas prices have show signs of recovering from their recent 8-year lows, aided by potential fund
short covering ahead of possible US position limit restrictions. US industrial consumption still remains
weak however, falling 11% on year earlier levels in June. While an economic recovery and slower supply
growth should help to support the market in 2010, prices could come under pressure again in the weeks
ahead as available storage is exhausted before the heating season’s start.

Spot Commodity Prices

Average
28-Sep 2007 2008 2009 (f) 2010 (f) 2011 (F)

Oil (WTI) $/bbl 67 72 100 60 70 75
RBOB gasoline $/gal 1.63 2.09 2.49 1.70 1.80 2.00
Heating Oil (NYH) $/gal 1.68 2.03 2.86 1.60 1.95 2.10
Natural Gas (Henry) $/Mn Btu 3.53 6.97 8.89 3.50 4.50 6.50
Gold $/troy oz 992 695 872 950* 900* 1100*
Copper $/Ib 2.72 3.24 3.16 2.40 3.00 3.25
Aluminum $/Ib 0.82 1.20 1.17 0.75 0.85 0.90
Nickel $/Ib 7.56 16.86 9.57 6.75 7.80 8.00
Zinc $/Ib 0.84 1.48 0.85 0.75 0.80 0.90
* end of period
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Who's Afraid of the Big Bad Dollar?

Avery Shenfeld, Meny Grauman and Krishen Rangasamy

Everyone is afraid of the big bad US dollar these days
and the Canadian dollar is part of a crowd of currencies
gaining on the greenback. But there’s more than one
story in circulation about what ails the once mighty buck.
Some point to aggressive Fed money printing, others to
America’s current account deficits.

While a weak US dollar is a necessary evil for the American
economy, just how weak does that mean? After all,
the greenback has already tumbled more than 20%
against its major trading partners since 2002. Current
account fundamentals suggest there’s still a further 20%
devaluation ahead, but that needn’t mean a major move
against all other currencies.

No Fear of Flying Inflation...Yet

The first step in assessing where the big dollar is headed
is to understand the nature of its multi-year slide. Some
blame the latest rush out of the greenback on fears that
the monetization of US deficits spells an inevitable spike
in inflation ahead. Countries that run higher wage and
price inflation than their trading partners will tend to have
weakening exchange rates, since otherwise their workers
and export prices would become uncompetitive.

But that story simply doesn’t fit the bill in explaining
what's happening now. US inflation is tame, and neither

absolute Treasury yields nor their gap versus inflation-
linked TIPS are pricing in a fear of flying inflation. Indeed,
the dollar’s decline in the past 7 years has been a real
exchange rate devaluation. With no major inflation
differentials vs. Europe, Canada and Japan, the exchange
rate decline has looked just as significant in real terms
(Chart 1).

Dollar depreciation has failed to push up inflation in the
US. The ratio of US import prices to the overall CPI basket
has been essentially stable through most of this period
(Chart 2), in part because foreign suppliers “price to
market,” holding down their US prices in order to match
local producers.

The Current Account Albatross

It's not inflation, but the US trade and current account
deficits that have been weighing on the greenback.
Simply put, Americans are selling a lot more dollars to
buy foreign goods than vice versa. The offset has been
that the excess dollar selling has been mopped up by
foreigners buying US debt and other assets, taking
America from a net external asset position in 1985 to
today’s net external liabilities of 24% of GDP. Decades of
splurging on imports has the US staring at a mountain of
debt (Chart 3).

Chart 2
No Inflation Impact Through Most of US$
Decline

Chart 1

US Dollar's Drop Not Due to Inflation Gap
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Chart 3
Current Acc't Deficits Financed By Foreign Debt
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America can sustain such imbalances for as long as it can
finance the net interest and dividend outflows to service
the debt, and as long as foreigners are willing to keep
adding to their US dollar portfolios. The first criterion has
been eased by the US earning higher yields on its foreign
assets than it has paid on its liabilities. But passing the
latter test has increasingly rested on a few central banks
adding to their dollar holdings to prevent their currencies
from appreciating.

Earlier, capital inflows included a lot of foreign direct
investment that added to America’s productive capacity,
and therefore financed the subsequent dividend
outflows. But more ominously, the recent inflows have
been dominated by government bonds issued largely to
fund current spending (Chart 4).

Chart 4
US$ Inflows Now Heavily in Gov't Bonds

Clearly, foreign exchange markets have sensed that at
some point, the US will have to shrink its trade imbalance,
using a weaker real exchange rate to boost net exports.
That will be even more of a necessity in getting back
to full employment without relying on excessive deficit-
financed government spending, and without returning to
imprudent lending for consumption and homebuilding.

Progress to Date Overstated

Getting the US back to a more sustainable current
account balance is a work in progress. After all, the dollar
has been on a weakening trend since 2002, improving
America’s trade competitiveness. Those benefits work
with a lag, due to the influence of export contracts,
currency hedges, and the long term nature of plant
location decisions.

After peaking in 2006 at 6% of GDP, the current account
deficit has since headed in the right direction. While that
still leaves the lagged impact of more recent depreciation
ahead of us, the sharper progress seen in recent quarters
(Chart 5, left) likely overstates how much has already
been accomplished in terms of currency realignment and
its trade impacts.

The Great Recession of 2008-2009 provided what will
prove to be a temporary additional current account
improvement. Past recessions have seen similar,
subsequently reversed moderations, with this more
severe downturn contributing to a larger swing (Chart 5,
right). These recession-era current account improvements
arise due to the Houthakker-Magee asymmetry, a larger
income elasticity for US imports than exports. When
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1.6 1 government debt to direct investment
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incomes fall during a recession, imports drop faster
than exports, helping to improve the trade balance. A
cyclical drop in the cost of imported oil and gas didn't
hurt either.

But asin the last two cycles (Chart 6), a budding economic
recovery will spell bad news again for the current
account, with the import bill rebounding more strongly
than exports. The restocking of depleted car dealer lots
and warehouse shelves will draw in a sharp rebound in
imports in the last half of this year. While still-sluggish
consumer spending and Buy America restrictions will
hold back imports in 2010, we will likely need a further
dollar weakening to prevent a return to larger current
account deficits as employment recovers, and consumers
return to form in 2011. We estimate that excluding the
recession’s temporary benefits to net trade, America
would still be running a current account deficit near 4%
of GDP.

How Much Left to Go?

Estimating the required further depreciation rests on an
assessment of what level of current account imbalance
can be sustained longer term. We use a 2% of GDP pace,
but other studies argue the need for a balanced account
given the huge stock of foreign debt already in place,
while optimists suggest that the appetite for the safety
of US holdings could allow for a larger gap.

It also entails modeling the lagged relationship between
current account deficits and real exchange rates. Drawing
on earlier studies, we found that the prior three year’s
currency moves influence the annual change in current
account balances.

Chart 6
US Imports Outpace Exports Post-Recession
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Chart 7
US$ vs Fundamental Equilibrium Exchange Rate
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The results point to a further 20% overall real depreciation
of the US dollar against the broad basket of its trading
partners. That is in the ballpark of estimates derived in
2005 by Obstfeld and Rogoff, after allowing for the
depreciation already seen since their work.

But note that the rising tide of non-dollar currencies
needn't lift all boats. The dollar depreciation to date
has been heavily tilted towards gains in the euro and
commodity currencies including the Canadian dollar.
Asian currencies, particularly the Chinese yuan, have
barely budged. It's with China, Japan and oil exporters
that the US trade imbalance is most egregious. A more
complex model by Cline and Williamson that looked
at cross rates and other countries’ sustainable current
account balances found that most currencies were
undervalued against the greenback as of March 2009.

But the FX market since then has used up almost all of the
rally that they predicted for the euro, and overshot the
mark for the Canadian dollar (Chart 7). The vast majority
of further real dollar devaluation will, in their results, be
seen against Asian currencies and OPEC members.

That's consistent with our view that we have, at least
for the next couple of years, seen the lion's share of
the real exchange rate move in European majors and
the loonie. But beyond 2011, the Canadian dollar and
other Western majors will have room to run if, as we
suspect, the US allows a faster inflation rate as a means
of trimming its government debt burden, and helping
American households recover from negative equity
positions on their homes.
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CIBC's Provincial Pulse: A New Tracking Tool
Warren Lovely

A litany of provincial economic indicators descends on
Canada every month. Reporting the ups and downs
of numerous series is one thing, making sense of
the provincial data universe—drawing meaningful
conclusions for provincial growth and government
revenue—is another. Enter CIBC's Provincial Pulse.

What is CIBC’'s Provincial Pulse?

CIBC’'s Provincial Pulse (PP) is a current economic
indicator, comprising a family of monthly indices which
gauge economic strength in each of the ten provinces. A
composite index is generated by weighting ten provincial
indices by each province’s share of national output.

Each Provincial Pulse captures developments in ten sub-
indices, constructed along industry lines and assigned
unique weights based on a given province’s industrial
composition. As a result, an individual PP provides a
tailored view of economic health, keying on data releases
that matter most, while maintaining the ability to compare
across provinces. Refer to Table 1 for a detailed listing of
data series and sources utilized.

A Worthy Exercise?
While in-depth analysis of national economic
performance is commonplace, provincial-level analysis

doesn’t get the same focus. Statistics Canada’s Provincial

Table 1
Index Specifications

Economic Accounts are only available annually, and with
a considerable lag. Meanwhile, few provinces produce
detailed quarterly economic accounts. While Spring
budgets and Fall updates contain official economic
projections, differences in timing, forecast methodology,
and degrees of prudence can muddy cross-province
comparisons.

CIBC's Provincial Pulse allows for the harvesting of a
diverse and high frequency data set. In-year results can be
used to gauge current trends in economic activity, while
year-end results will be available at least two months
ahead of Statistics Canada’s official Provincial Economic
Accounts release.

And given a substantial increase in provincial borrowing
requirements, Provincial Pulse serve as a tool to inform
decisions by new or existing investors in the sector. CIBC
projects provincial gross bond/MTN issuance of roughly
$75 billion in the 2009/10 fiscal year, a 40% increase over
the prior year, with funding needs remaining elevated in
the medium-term.

What Are We Tracking?

CIBC's Provincial Pulse has been designed to mimic
movements in provincial nominal GDP, and model results
demonstrate significant predictive power (Chart 1). Refer
to Table 2 for detailed correlations with nominal GDP,

Chart 1
Index Captures Movements in Nominal GDP

Frequency / Span [Monthly, January 1997 to July 2009 (latest)

Monthly, following Statistics Canada's release of

Updates Retail Trade

Full-time employment, retail sales, manufacturing
shipments, wholesale trade, merchandise trade
(two-way trade, energy exports, forestry
exports), housing starts, existing home sales,
farm product price index

Component Data

Industry weights vary by province, based on
underlying industrial make-up; composite index
based on most recent provincial nominal GDP
weights

Weights

Statistics Canada (StatCan), Canada Mortgage

Data Sources and Housing Corporation (CMHC), The Canadian

%
10 q

O'Lr'—ﬂ—'*'—"l—'*'

1998

2000 2002 2004 2006 2008

N Error

Real Estate Association (CREA)

Nominal GDP, Actual ====Nominal GDP, Predicted*

* Based on composite Provincial Pulse
Source: CIBC, Statistics Canada
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Table 2

Model Results: PP and Nominal GDP

Model of Goodness of Positive Statistically
Nominal GDP Fit (R%) Correlation Significant
BC 0.88 \Y4 vV
Alta 0.91 \Y4 A\YAY
Sask 0.93 \Y4 \YAY
Man 0.65 \Y4 \YAY
Oont 0.82 \Y \AYS
Qué 0.77 \Y4 vV

NB 0.52 \Y4 \Y

NS 0.67 \Y4 vV
PEI 0.67 \Y4 \YAY

N& L <.50 \Y4 u
Composite 0.83 Vv VvV

Notes: Test results reflect Provincial Pulse forecasts of nominal GDP;
For significance, double check=19% level, single check=2.5% level

statistical significance and other summary test results.

In all cases, CIBC's Provincial Pulse is positively correlated
with nominal GDP and is statistically significant in all
provinces save Newfoundland & Labrador. Individual
PP indices explain at least two-thirds of the variation in
nominal GDP growth in eight provinces and more than
80% of the variation in four provincial jurisdictions (Chart
2).

That makes Provincial Pulse a valuable tool in predicting
what has proven to be a very volatile series, which more
than real GDP, has been subject to large year-over-year
swings and often-substantial regional variation.

Chart 2
Tight Fit to Provincial Growth Rates

Why Nominal GDP?

At any given time, reasonably current real GDP forecasts
are available from a host of economic commentators.
Nominal GDP projections, on the other hand, are generally
harder to come by. In that sense, Provincial Pulse, with its
implications for nominal provincial output, fills a void.

Without downplaying the importance of real economic
growth, it’s vital to note that for each and every province,
own-source revenue growth is more closely correlated
with nominal GDP (Chart 3). After all, it's the current
value of labour income, corporate profits and consumer
spending that serves as the foundation for some of the
largest own-source revenue streams. Federal fiscal results
hinge similarly on nominal GDP, with recent fiscal updates
from Ottawa highlighting the risks to the budget plan
from a record dispersion in private-sector forecasts of
nominal output.

Consider also, that nominal GDP serves as a financial
yardstick for everything from revenue, spending, budget
balances, debt levels and borrowing requirements. Ratios
to nominal GDP provide a better gauge of fiscal health,
whether it's severity of a budget shortfall or manageability
of a debt burden, while also scaling results for inter-
provincial comparison.

Finally, it's worth noting that many key provincial data
series are only available in current, as opposed to
constant dollars. That's the case for monthly retail sales,
manufacturing shipments and wholesale trade. Absent
reliable deflators for these series, indices incorporating
these series exhibit much greater success predicting
nominal as opposed to real GDP.

Chart 3
Gov't Revenue Linked Closer to Nominal GDP
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What is Provincial Pulse Telling Us?

We've long known that 2009 would be an ugly year for
the global economy, but how are the various provinces
stacking up?

Based on year-to-date results through July 2009, our
composite PP is consistent with a steep decline in
nominal GDP for Canada as a whole. Note that current
year-to-date comparisons capture the most extreme
of situations, as commodities were establishing record
highs in the year-earlier period, only to see that meteoric
rise subsequently give way to financial calamity, demand
destruction and fears of a prolonged recession.

Reflecting the relative importance of resources, the year-
to-date pullback in our Provincial Pulse indicator, through
July, has been most striking in Western Canada (Chart 4

On that score, our Provincial Pulse points to a nascent
recovery, with positive economic momentum more
recently restored in the three-month moving average.
Activity in Saskatchewan and Alberta, which earlier
saw large declines in our index, are helping to pace the
recovery. New Brunswick’s performance has also improved
notably. Québec maintains an edge over Ontario, but the
latter stands to benefit from a second-half rebound in
auto-sector activity.

Look for monthly updates to our CIBC Provincial Pulse,
a new tool for gauging relative economic performance.
Results covering the August 2009 reference month will
be published in October.

Chart 4
Provincial Pulse Captures 2009 Weakness

and Table 3). Québec continues to outperform Ontario, 5 - CIBC Provincial Pulse, YTD % Chg (to Jul-09)
with our index suggesting only half as severe a decline
through the first seven months of the year. Manitoba 0 : : : : : : : : :
has enjoyed relative outperformance, while PEl is the
only province to avoid a year-to-date contraction. 57

o . . . -10 A
Declinesin our Provincial Pulse are consistent with pressure
on own-source revenue, an acknowledgement made by | -15
a growing number of provinces. Additional warnings can
be expected in the coming months. Indeed, eroding own- | =20 ]
source revenue, alongside fiscal stimulus efforts, is a key o
driver of mounting b.udget deficits. A recovery in nomlngl BC Alta Sask Man Ont Oué NB NS PEI
output, with its implications for own-source revenue, will
be a vital means of shrinking budgetary shortfalls, and Provincial Indices Composite Index
Provincial Pulse will provide valuable cues as to when a  Source: CIBC
bona fide healing has commenced.
Table 3
Year-To-Date Results & Select Provincial Pulse Components
YTD % Chg Prc?vlil((::ial Full-Time Retail Trade Fgctory Wholesale '\45;32' Housing Existing
(to Jul-09) Employment Shipments Trade Starts Home Sales

Pulse (2-Way)

Alta 21 -2 -10 -23 -55 -12
Sask -17 1 -3 -11 -15 -20 -61 -12
Man 1 -3 -8 -4 -10 -31 -8
ont a3 | s | 23 | o [ -38 -10
Qué -6 -1 -3 -15 -3 -18 -15 -9
NB -9 0 -2 2 -18 -11
NS -9 1 2 17 1 -26 33 18 |
PEI 0 -3 =2 -6 -2 -9 -9 4
N&L NA* 2 14 5 12
Composite -12 " -2 -5 -21 -8 -22 -40 -11

Note on shading:

Denotes three provinces with strongest growth
* Provicial Pulse is not statistically significant for Newfoundland & Labrador

Denotes three provinces with weakest growth
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Currencies, Cycles and Commodity Prices
Peter Buchanan

Commodities have become a focal point for markets
in recent years due to the energy market’s wild
swings, emerging economies like China, and investors’
diversification efforts. Returns from commodities and
related investments vary from those of other asset
classes over the business cycle, adding to their appeal.
Commodity prices have traditionally been thought of
firstly as a play on growth, either nationally or globally.
While a hot global economy drove the recent boom, the
link is by no means an iron clad one.

Commodities account for about a quarter of world
trade. Construction firms in Dusseldorf pay in euros for
their steel while prices in Beijing are denominated in
yuan. Movements in exchange rates can in consequence
mask or even outweigh the normal relationship between
commodity prices and production (Chart 1). That appears
to have happened in late 2007, when the dollar’s decline
helped oil and some metals on to new highs even as the
global economy cooled (Chart 2).

Another key influence, interest rates, can affect prices,
both via the appeal of competing investments and the
carrying cost of inventories, held either in the processed
form or as unproduced reserves. Commodity prices and
gold in particular are thought of as inflation hedges, so
varying expectations on that front can also significantly
impact prices, particularly over the medium term, as

Chart 1
The Underappreciated Currency Factor:

can movements in equity prices. The link to stock prices
appears to have shifted over time, however. Two years
ago, when energy prices sparked profit fears, stocks and
crude moved in opposing directions, whereas recently
they’ve exhibited a strikingly positive correlation.

We've applied regression analysis to differenced quarterly
spot price data for the last three decades, to sort out the
impact of assorted forces on prices (Table 1).

US Dollar's Decline Has Accounted for a Third of
Recent Resource Price Rally

For all commodities, our estimates suggest that 10%
depreciation in the trade-weighted US dollar, represented
by the Fed’s broad index, typically results in an average
price rise of just under 7%. The US dollar has declined
by about 11% from its March highs. Highlighting the
importance of the dollar to the outlook, our sensitivity
estimates suggest that the weaker dollar has accounted
for about a third of the 25% appreciation in aggregate
commodity prices, during this period.

That broad brush result masks some wide differences.
Gold, as a de facto dollar competitor, and base metals
have a greater than average exposure to changes in the
US dollar’s trade-weighted value. A 1% decline in the
dollar gives roughly a full percent increase to gold and

Commodities' Inverse Relationship to the Dollar Global Industrial Production and CRB Index
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Table 1

Sensitivity of Commodity Spot Prices to Key Economic Variables

Broad Inflation Real Specu-
Industrial uss$ Expectat: Interest lators, % Estimation
Activity Index ions Rates Bullish Interval

Indicator (% impact from 1 % ch or 100 bps rise in factors above)

CRB Index 2.0 * -0.7 * 4.7 * -4.2 ** - 1992:1-2009:2
Gold -1.1 -1.0 * 6.4 ** -2.5 - 1980:2-2009:2
Base Metals 3.1 * -0.9 * 4.3 - - 1981:3-2009:2
Oil 4.0 ** -2.0 * - -19.7 * -1.8 **[1988:1-2009:2
Natural Gas 4.8 ** 1.4 - -28.5 * - 1994:2-2009:2
Agricultural Prod. 1.1 -0.4 ** 6.0 ** 0.9 ** - 1980:2-2009:2

*statistically significant at 1% level
**statistically significant at 10% level

based metals prices. Only US natural gas prices appear to
be statistically uncorrelated to the dollar’s swings, not so
surprising given that imports from outside North America
account for less than 5% of demand.

Energy and base metals prices are among the mostly
highly leveraged to global demand while agricultural
commodities and precious metals show the least
susceptibility to the business cycle. Gold prices have
actually been negatively correlated with industrial
activity. That's a testament to gold's role as a safe-haven
from crises, as evidenced by past oil shocks, when gold
glittered as growth tanked. As might be expected, our
analysis suggests that gold prices are quite sensitive to
inflation expectations, as to a lesser degree are base
metals.

Speculators have been blamed for accentuating
commodity price volatility. Our findings for non-energy

Table 2

markets are inconclusive, but our results for oil cast some
doubt of that view for that commodity. These show that
an increase in non-commercials” or speculators’ long
positions has typically been associated with quarterly
price declines rather than increases.

The Goldilocks rule is that neither too hot nor too cold
works best for stocks and bonds. But for commodities
hotter is generally better. On average over the last three
decades, commodity prices have risen at a near 2-percent
quarterly pace during period of strong expansion,
contracting at about twice that rate in period of deep
recession, like the recent downturn and the 1981-82
slump. The widest gaps over the cycle have been in the
base metals and energy sectors (Table 2). While those
sectors have been strong recently, that suggests potential
risks if the recovery pace fails to impress.

Commodity Price and Financial Asset Performance Over the Cycle 1980-2009

Base Precious Bonds Equities World
g/q % chg CRB _ Energy Agriculture Metals Metals TR * TR** Production
Deep Recession -4.2 -5.1 -3.0 -8.6 -3.3 1.1 -1.5 -1.4
Mild Recession -2.5 -5.0 -1.3 -3.5 -1.4 2.8 -0.8 -0.3
Weak Recovery 0.1 0.0 -0.2 0.5 1.0 2.1 4.8 0.6
Strong Recovery 1.9 5.6 2.0 4.2 1.5 1.3 3.1 1.2

* JPMorgan Global Aggregate Bond Index, Unhedged USD
**MSCI World Equity Index, USD
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ECONOMIC UPDATE

CANADA 09Q2A 09Q3F 09Q4F 10Q1F 10Q2F  10Q3F  10Q4F 2008A 2009F  2010F 2011F
Real GDP Growth (AR) -3.4 3.1 2.9 1.8 2.1 2.4 2.6 0.4 -2.3 2.0 3.8
Real Final Domestic Demand (AR) 0.4 0.8 17 2.1 2.7 3.2 3.0 2.6 -2.0 2.1 3.5
All Items CPI Inflation (Y/Y) 0.1 -0.9 0.2 0.9 1.3 15 1.6 2.4 0.1 1.3 2.2
Core CPI Ex Indirect Taxes (Y/Y) 1.9 1.6 1.3 15 1.4 15 1.7 1.7 1.7 15 2.0
Unemployment Rate (%) 8.4 8.7 8.8 9.0 9.1 9.0 8.9 6.1 8.4 9.0 8.2
u.s.

Real GDP Growth (AR) -1.0 3.8 2.4 0.5 1.2 1.9 1.4 0.4 -2.5 15 3.3
Real Final Sales (AR) 0.4 0.2 0.7 1.1 0.9 1.9 1.0 0.8 -2.0 0.9 3.0
All Items CPI Inflation (Y/Y) -1.2 -1.7 0.7 1.3 1.3 1.9 2.4 3.8 -0.5 1.7 3.6
Core CPI Inflation (Y/Y) 1.8 15 1.8 2.0 1.9 2.2 2.6 2.3 1.7 2.2 3.1
Unemployment Rate (%) 9.3 9.6 10.0 10.1 10.0 9.9 9.8 5.8 9.3 10.0 9.4

CANADA

We marginally upgraded our call for growth over the balance of the year and next year in our September
“Forecast” publication. While exports boosted by US inventory demand will allow the economy to average
a healthy 3% pace over the second half of the year, the outlook for 2010 is less rosy. With a US slowdown
and the overvalued C$ acting as a net drag on exports, growth will revert to a below-trend 2% print in 2010,
underperforming the Bank of Canada’s expectations, and making it more likely that interest rates will remain
unchanged throughout the year.

UNITED STATES

A government-induced boost to consumption and inventory restocking should help US real GDP growth
look quite impressive in the second half of the year. However, this initial strength is unlikely to be sustained
into 2010. Monthly job losses have slowed, but net hiring has yet to be seen, supporting our view that
unemployment will keep rising into next year. Year-over-year inflation has likely troughed, but pricing pressure
is expected to remain very soft through 2010.
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