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  AROUND THE WORLD  

The green shoots put down roots
Af ter months of sur pris ing on the down side,

the tide of the global econ omy has turned to up side 
sur prises. The shift re flects the pass-through from
a very sig nif i cant im prove ment in the credit mar -
kets of both de vel oped and de vel op ing na tions.
Eco nomic ac tiv ity is still well be low the pre-cri sis
level, but the gov ern ment back stops put in place
ear lier this year have al lowed com mer cial banks to
re sume their role as the trans mis sion belt for mon e -
tary pol icy. 

In the main in dus tri al ized coun tries, the
OECD lead ing eco nomic in di ca tor (LEI) surged 
1.4% in July, the larg est monthly in crease in
34 years. As a re sult, the six-month change in the
in di ca tor (our pre ferred gauge of mo men tum)
jumped into pos i tive ter ri tory for the first time
since 2007. July was the first month in more than
two years in which the LEIs of both the OECD
and the BRIC (Brazil, Rus sia, In dia, China)
econ o mies were pos i tive. The six-month chan ge of 
our global com pos ite LEI (70% OECD,

30% BRIC) is now run ning at 7% an nu al ized,
sug gest ing a very strong pos si bil ity of above-trend
global growth through early 2010.

Emerg ing econ o mies will play an im por tant
role in sus tain ing the global re cov ery. In China,
strong do mes tic de mand, buoyed by very size able
fis cal stim u lus and a surge in lend ing by do mes tic
com mer cial banks, pro pelled the coun try's GDP
to a Q2 re bound from the worst per for mance in a
de cade. Chi nese auto out put was up a stag ger ing
50% year-over-year. The four emerg ing Asian
econ o mies that have re ported sec ond-quar ter
GDP (China, In do ne sia, South Ko rea, Sin ga -
pore) ex panded dur ing the quar ter at an an nual
rate av er ag ing more than 10%. Since man u fac tur -
ing weighs heavily in these econ o mies, they are
well-po si tioned to ben e fit from in ven tory re build -
ing in the more ma ture econ o mies over the com ing
months. This will limit the down side of many in -
dus trial com mod ity prices.

  UNITED STATES  

The recession ends
The U.S. eco nomic back drop has im proved

mark edly in re cent months, so much so that GDP 
is poised to ex pand in the third quar ter as pro -
duc ers start re build ing in ven to ries.

The vig our of the re cov ery will de pend
greatly on how fast the job mar ket re turns to nor -
mal. At this point the U.S. is still shed ding jobs,
but at a much slower pace. The Au gust pay roll
con trac tion of 216,000 was the small est in
12 months (ear lier this year the monthly loss
topped 700,000). The most en cour ag ing num -
ber in the re port was to tal hours worked, which
rose for the first time in about a year. At this point 
in the cy cle, com pa nies are re spond ing to a
pickup in or ders by ask ing their cur rent staff to
work lon ger hours. Such an in crease in la bour in -
ten sity nor mally pre cedes re hir ing.

Of course, the eco nomic ben e fit of a rise in
take-home pay will be im paired if homes con tinue 
to lose value. How ever, the most re cent ev i dence
sug gests that home prices are fi nally sta bi liz ing.

The Case-Shiller in dex shows a rise of 0.7% in
June, the larg est since De cem ber 2005. This is
wel come news for highly le ver aged U.S. home -
own ers, since it is hard to be con fi dent about the
fu ture when the mar ket value of one's larg est as set 
(or li a bil ity) con tin ues to fall. With home prices
sta bi liz ing and the wage bill no lon ger shrink ing,
a sus tain able re cov ery ap pears likely. 

But de bate con tin ues about the re li abil ity of
the sig nals from lead ing eco nomic in di ca tors. For 
some pun dits, the pre dom i nance of fi nan cial vari -
ables (stock mar ket, money sup ply, in ter est-rate
spread) in the rise of the com pos ite LEI since the
end of March means that the re cov ery sig nal
could prove fleet ing un less it is soon con firmed by 
non fi nan cial in di ca tors. Data re cently re leased by 
the Con fer ence Board are very en cour ag ing in
this re gard: the con tri bu tion of non fi nan cial com -
po nents to the six-month change in the LEI
turned pos i tive in July for the first time since the
on set of the U.S. re ces sion.



  CAPITAL MARKETS  

Higher risk tolerance leads
investors to growth

Global eq uity mar kets have been on a
wild up swing since March. Eq ui ties al ways
rally strongly to ward the end of a re ces sion,
and this time around is no ex cep tion. At this
writ ing, both the S&P 500 and the
S&P/TSX show cu mu la tive gains of more
than 50% since March 9.

Val u a tion mea sures are up sharply as a
re sult of the rally. Last March the S&P 500
was trad ing at about 10.7 times 12-month
for ward earn ings and the S&P/TSX at
10.2 times. At this writ ing, the for ward P/Es 
of both in dexes have in creased to al most 14.

De spite the huge re bound, we can not say
the rally is over done. Such in creases in val u a -
tion are not ab nor mal at the end of a re ces -
sion. In the last 14 U.S. re ces sions, the for -
ward P/E of the S&P 500 climbed on
av er age from 11.2 at mar ket bot tom to 13.4

at eco nomic bot tom. A year later, the mul ti -
ple was above 16.

In the last five U.S. re ces sions, the Ca na -
dian (S&P/TSX) ra tio of price to re ported
earn ings, af ter de clin ing from an av er age
12.9 at on set of re ces sion to 10.5 at mar ket
trough, climbed back to 12.7 at the eco nomic 
bot tom and to 15.1 a year later.

Thus the re cent ex pan sion of mul ti ples
has fol lowed the his tor i cal pat tern for the lat -
ter part of a re ces sion. If his tory is a guide,
there is room for fur ther P/E ex pan sion over
the next few months. We do not see cur rent
val u a tions as over stretched in the cur rent
low-in ter est en vi ron ment.

In ves tors are keep ing an eye on earn ings
as well as val u a tion. Q2 earn ings of the
S&P 500 com pa nies came in 10.0% above
ex pec ta tions, more than the Q1 sur prise of

7.5% and much more than the post-1994 av -
er age of 1.6%. The Ca na dian sur prise was
al most as sub stan tial at 9.4% above ex pec ta -
tions. But in ves tor at ten tion is now turn ing to 
the third quar ter. Is there an other earn ings
sur prise in store?

The much-better-than-ex pected earn ings
of Q2 were a prod uct of sub stan tial cost cut -
ting. In top-line growth the sur prise was less
than the his tor i cal av er age. With cost-cut ting
pushed to the limit, we ex pect that the fo cus
of at ten tion in Q3 will turn to rev e nue
growth. If eco nomic growth re sumes in Q3
and if house holds - at least the 90% of house -
holds whose mem bers still have jobs - are
com fort able with their new, higher sav ings
rate, con sump tion will grow in line with dis -
pos able in come.

Brac ing for a shift in 
growth vec tors

The fi nan cial sec tor of North Amer i can
eq uity mar kets (es pe cially banks) has had a
great ride since the March 9 mar ket trough.
The U.S. bank ing in dex has shot up more
than 150% and the Ca na dian bank in dex has 
dou bled.

While we think financials are poised to
con tinue do ing well in the first phase of eco -
nomic re cov ery, their re cent rise has greatly
re duced their po ten tial to out per form the
mar ket. The Ca na dian bank ing in dex is now
trad ing only 17% be low its 2007 peak. By
com par i son, the global bank ing in dex is still
49% be low its pre vi ous peak.

More over, Ca na dian banks are not as
cheap as they used to be. The rally has
pushed their price-to-book ra tio to 2.1,
roughly twice that of most de vel oped coun -
tries. In all fair ness, Ca na dian banks still of -
fer a much better div i dend yield than banks of 
other ma jor coun tries - 4.4%, ver sus 2.7%
for the world bank ing in dex. At this point,
we would ad vise pru dence with re gard to the
fi nan cial sec tor. Af ter all, no body ever got
poor tak ing prof its.

Since the March 9 trough, in ves tors have
been shun ning de fen sive plays and buy ing

(CONTINUED PAGE 3)

  CANADA   

Set for growth
In Can ada, the la bour mar ket is not yet

out of the woods but re cent data sug gest that
the econ omy turned the cor ner this sum mer.
The pri vate sec tor, hav ing lost a cu mu la tive
462,000 jobs since the on set of the re ces sion, 
added jobs in Au gust for the first time in
11 months. The gain was the larg est since
Jan u ary 2008, months be fore the re ces sion
be gan. New hir ing by busi ness em ploy ers is a 
sign of eco nomic re cov ery un der way in
Can ada.

There is also good news on the hous ing
front. The Ca na dian Real Es tate As so ci a -
tion re ports a sixth monthly in crease in ex ist -
ing-home sales in July (2.5%). More over,
new list ings have con tin ued to trend down as
sales have risen, turn ing the buyer's mar ket of 
Jan u ary into a bal anced mar ket. This de vel -
op ment is likely to keep home-price de fla tion
in check.

One fac tor that helped put the hous ing
mar ket back on track was ac com mo da tive
mon e tary pol icy. The re sult ing easy ac cess to
credit has also fos tered a re birth of con sumer
spend ing. Though fac tory out put re mains

ex tremely de pressed, sig nif i cant im prove -
ment is likely in the next few months as
growth re sumes in the econ o mies of our
trad ing part ners. We ex pect an ex pan sion
of Ca na dian real GDP in Q3.

Though the out look is im prov ing, the
Ca na dian dol lar con tin ues to chal lenge ex -
port ers. The loonie's re cent ap pre ci a tion to 
94 cents US seems slightly over done, since
the prices of nat u ral gas and other key com -
mod i ties ex ported by Can ada are un der
pres sure. More over, part of the Ca na dian
dol lar's strength is due to weak ness of the
green back. With the end of the fi nan cial
cri sis near, we think the USD will soon
cease to trade on risk aver sion vs. risk ap pe -
tite and re turn to ba sics, with a fo cus on the
U.S. eco nomic cy cle. The key stone of our
cur rency sce nario is the im mi nent re turn of
em ploy ment growth south of the bor der,
forc ing mar kets to price in Fed rate hikes.
In the short term at least, these cy cli cal
forces are likely to give the USD a sec ond
wind.



 ASSET MIX  

A Quest for the
Elusive Entry Point

The sum mer months have tended to con -
firm that this spring's "green shoots" did in
fact her ald the start of an eco nomic re cov ery,
and ma jor mar ket in di ces are up by close to
50% over the last six months. This begs an
im por tant ques tion: is it too late to in crease
one's ex po sure to eq ui ties in or der to cap ture
the up swing stocks usu ally of fer once the end
of a re ces sion is in sight? Many in ves tors look 
for an "en try point" be fore in vest ing - a dip
that brings stock prices mo men tarily lower
once the over all up ward trend is con firmed.
The risk with this ap proach is that the dip
never hap pens, the en try point fails to ma te ri -
al ize, and you are stuck buy ing back into the
mar ket when the "easy gains" have al ready
been har vested. We think this could well be
the case to day. 

While warn ing about the dan ger of
throw ing cau tion to the wind fol low ing the
emer gence of green shoots, in our last is sue of 
In vest ment Strat egy we moved from a neu tral
to an over weight po si tion in eq ui ties. Look -
ing for ward to the fi nal quar ter of 2009, we
are very com fort able main tain ing this over -
weight po si tion in eq ui ties, even with the
strength of the mar ket re bound we have

ex pe ri enced over the last six months. Our
fourth quar ter as set mix re mains un changed
com pared to that for Q3. To re it er ate, for
our bal anced model port fo lio, we are over -
weight our bench mark for eq ui ties (+3%),
un der weight cash (-1%) and bonds (-2%).
The ta ble on the fol low ing page will give you
the cur rent rec om mended as set mixes for our
four other model port fo lios.

In terms of geo graphic al lo ca tion, we are
pos i tive on the U.S. since we think our neigh -
bours to the south will ben e fit most from the
abate ment of the credit crunch. With its con -
cen tra tion in en ergy, ma te ri als and fi nan cial
ser vices, the Ca na dian mar ket still at tracts us, 
al though as men tioned ear lier, we think that a 
lot of the up side from Ca na dian fi nan cial
stocks has al ready been de liv ered. We are
gen er ally less pos i tive on Eu rope and the Far
East at this point, al though we think that
emerg ing mar kets con tinue to of fer good po -
ten tial. Ear lier this year we adopted an "end
of re ces sion" strat egy fa vour ing early cyclicals 
and Financials, which typ i cally do well at
that stage of the cy cle. As men tioned below,
we think the time has come to look to sec tors
that stand a good chance of out per form ing in

the next leg of the rally. At this point we are
over weight in the En ergy, In for ma tion Tech -
nol ogy and Con sumer Dis cre tion ary sec tors,
mar ket weight in In dus trials, Ma te ri als and
Financials, and un der weight in Con sumer
Sta ples, Tele com mu ni ca tion Ser vices and
Util i ties.

For our model port fo lio's fixed-in come
com po nent, our slight un der weight po si tion
is com bined with a du ra tion that is neu tral
com pared to the DEX Uni verse In dex du ra -
tion of 5.9 years. For some time now, we have 
been over weight cor po rate bonds and un der -
weight fed eral is sues, a strat egy that has
served us well to date. While in tend ing to
main tain an over weight ing in cor po rate debt,
we think the time has come to re duce the beta
of our bond ex po sure take some prof its in
these se cu ri ties and de ploy these amounts to -
wards pro vin cial is sues.

(CONTINUED PAGE 2 « Capital Markets »)

the stocks that de clined most in the bear mar -
ket. Low-beta stocks are out and higher- beta
stocks are in. These are also the stocks whose
earn ings have re bounded the most in 2009 -
mainly financials and IT. As is usual in
end-of-re ces sion ral lies, these two sec tors have
shown both the best earn ings growth and the
best stock price per for mance of S&P/TSX
sec tors in 2009.

Over the next few weeks, in ves tor at ten -
tion can be ex pected to shift from 2009 to
2010 earn ings. As eco nomic ex pan sion gets
un der way, the ba ton of growth will pass to
dif fer ent sec tors. The con sen sus of an a lysts
sees next year's stron gest earn ings growth in
en ergy, ma te ri als and con sumer dis cre tion ary 
stocks.

We see re source pro duc ers at tract ing in -
ves tor at ten tion. True, re source stocks are up 
46% from the trough, but for ward-look ing

in di ca tors sug gest con sid er able re main ing
up side. As noted above, global lead ing in di -
ca tors are point ing up and many coun tries
(Ger many, France, Ja pan) sur prised the
mar ket by re port ing GDP growth in Q2.

More over, global in dus trial pro duc tion
surged 2% in June, the stron gest monthly in -
crease in at least 18 years. A key con cern in
re cent months has been that a pickup in pro -
duc tion due to fis cal stim u lus and/or the vain
hope of in ven tory re build ing would soon
wane un less it were ac com pa nied by a re -
sump tion of global trade flows. For tu nately,
the goods be ing pro duced seem to be mov ing
again. Global trade rose 2.5% in June. Its re -
vival sug gests that the re cov ery is tak ing hold. 
At this junc ture, we think the am ple li quid ity
still be ing pro vided by cen tral banks and gov -
ern ments in var i ous parts of the world will
make for a sus tain able global re cov ery that
will sup port de mand for re sources.

OUR FORECAST
FORECAST

2007 2008 2009 2010

Gross Do mes tic Prod uct (%)

Can ada 2.7 0.5 (2.1) 2.9

U.S. 2.0 1.1 (2.3) 3.0

In fla tion (%)

Can ada 2.2 2.4 0.4 1.9

U.S. 2.9 3.8 (0.4) 2.2

Sept. 23, 2009 Sept. 2010

Short- term rates (T- Bills, 91-Day) (%)

Can ada 0.26 1.92

U.S. 0.10 1.92

10- year bond yields (%)

Can ada 3.42 4.24

U.S. 3.42 4.29

30- year bond yields (%)

Can ada 3.93 4.47

U.S. 4.20 4.53

Ca na dian dol lar U.S.$0.92 U.S.$0.92

S&P / TSX Sector Rotation

Overweight Underweight

Consumer Discretionary

Energy

Information Technology

Telecommunication

Consumer Staples

Utilities



  MODEL PORTFOLIOS  

The particulars contained herein were obtained from sources which we believe reliable but are not guaranteed by us and may be incomplete. The 
opinions expressed are based upon our analysis and interpretation of these particulars and are not to be construed as a solicitation or offer to buy 
or sell the securities mentioned herein. The Firm may act as financial advisor, fiscal agent or underwriter for certain of the companies mentioned
herein and may receive a remuneration for its services. The Firm and/or its officers, directors, representatives, associates, may have a position in
the securities mentioned herein and may make purchases and/or sales of these securities from time to time in the open market or otherwise.

Income Portfolio

In ves tor Pro file : You want to pre serve your cap i tal or
es tab lish a source of pe ri odic in come to fi nance on go ing ex -
penses. You do not find the stock mar ket very at trac tive be -
cause of its vol a til ity, but you are not against the idea of
in vest ing a small part of your port fo lio in stocks, mainly to
coun ter act the ef fects of in fla tion. Your tol er ance for risk is
very low.

Asset Class
Minimum/
Maximum Benchmark

Recommended 
Weighting

Cash equivalents 0% to 20% 10% 10%

Fixed-income (duration: 5.9 years) 1 60% to 100% 70% 68%

Canadian equities

0% to 30%

10% 11%

U.S. equities 5% 6%

Foreign equities 5% 5%

Conservative Portfolio

Investor Profile : On the whole, you want your portfolio
invested in fixed-income securities. Although you can
tolerate limited volatility to ensure that your assets will
grow, you prefer having a portfolio consisting mainly of
fixed-income investments for reasons of stability. Your
tolerance for risk is low.

Cash equivalents   0% to 15% 5% 4%

Fixed-income (duration: 5.9 years) 1 50% to 80% 60% 58%

Canadian equities

20% to 45%

20% 22%

U.S. equities 7.5% 10%

Foreign equities 7.5% 6%

Balanced Portfolio

Investor Profile : You give equal weight to income and
capital growth. You can tolerate moderate volatility to
ensure the growth of your capital, but you prefer having a
portfolio with a sig nif i cant ex po sure to fixed-income
securities for reasons of stability. Your tolerance for risk is
average.

Cash equivalents   0% to 20% 5% 4%

Fixed-income (duration: 5.9 years) 1 30% to 65% 45% 43%

Canadian equities

30% to 65%

25% 28%

U.S. equities 10% 12%

Foreign equities 10% 8%

Alternative investments 2    0% to 15% 5% 5%

Growth Portfolio 

Investor Profile : Your main goal is capital growth.
Although you can tolerate greater volatility in order to
increase the value of your assets, you are not prepared to
invest your entire portfolio in stocks. Your tolerance for risk
is high.

Cash equivalents   0% to 25% 0% 0%

Fixed-income (duration: 5.9 years) 1 25% to 45% 35% 30%

Canadian equities

40% to 75%

25% 30%

U.S. equities 15% 18%

Foreign equities 15% 12%

Alternative investments 2   0% to 20% 10% 10%

Maxi mum Growth

In ves tor Pro file : You want to max i mize the even tual re -
turn on your cap i tal by in vest ing all or most of your port fo lio 
in the stock mar ket. In do ing so, you ac cept higher vol a til ity
of your in vest ment re turns in the hope that these re turns will 
ul ti mately be higher. Your tol er ance for risk is very high. 

Cash equivalents   0% to 30% 0% 0%

Fixed-income (duration: 5.9 years) 1   0% to 30% 20% 15%

Canadian equities

55% to 100%

25% 29%

U.S. equities 20% 23%

Foreign equities 20% 18%

Alternative investments 2   0% to 25% 15% 15%

1)  Includes conventional and real return bonds. Benchmark = 75% DEX Universe Index, 25% SC RRB Index
2)  Includes hedge funds and real estate. Benchmark = 50% Tremont Hedge Fund Index, 50% S&P TSX Cap REIT Index


