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  AROUND THE WORLD  

A tug-of-war
The past few weeks have cer tainly been

event ful due to the es ca la tion of the tug-of-

 war be tween strong cy cli cal forces and struc -

tural head winds. What be gan this spring as

con cern about whether Greece would de -

fault on its debt evolved into a de bate about

whether the Eu ro pean cur rency is there for

the long haul. The mar ket re ac tion has been

swift. The na dir came May 7, with the Dow

Jones plung ing 9.5% at one point in the trad -

ing day. For tu nately, policy makers are

show ing that they are aware of the im por -

tance in con tain ing and re vers ing the

destabilizing na ture of their mas sive gov ern -

ment debt. In turn euro-zone policymakers

have re sponded by pro vid ing

some im por tant de fen sive am -

mu ni tion to trou bled na tions.

There was a sig nif i cant break -

through May 10 when euro-

 zone fi nance min is ters an -

nounced sup port fa cil i ties of up

to €750 bil lion to im prove li -

quid ity in the mar ket for gov ern -

ment bonds. This am bi tious

plan, though lack ing in de tails,

is un ques tion ably a step in the

right di rec tion. 

While we rec og nize that fis -

cal aus ter ity in many coun tries

will slow Eu ro pean growth, it

is un likely to de rail the global

re cov ery. This is not the first

time global growth will lose

Eu rope as a con trib u tor. It also 

hap pened in the early 1990s.

The im pact on the global econ -

omy was larger back then, be -

cause the coun tries now in the

euro zone ac counted for nearly 20% of

global GDP. The world has changed dra -

mat i cally since then. Emerg ing Asia now

has a much larger GDP than the euro zone, 

with a greater share of its growth be ing

driven by do mes tic de mand as op posed to

ex ports. 

At this writ ing, the struc tural head -

winds from the euro zone are not strong

enough to de rail the eco nomic re cov ery or

ex pan sion in other re gions of the world. De -

spite re vis ing our out look for Eu rope in

2010 down ward, we main tain our fore cast

for global growth at around 4%.



  FINANCIAL MARKETS  

Market jitters
Dur ing the first three weeks of May,

the S&P/TSX lost 7%. Over the fol low -

ing three weeks, the in dex re bounded 5%.

The VIX (an in dex of op tion price vol a til -

ity) has surged in re cent weeks to lev els

last seen in the midst of the 2008 fi nan cial 

cri sis, and this emer gence of in creased vol -

a til ity clearly points to height ened lev els of 

un cer tainty among mar ket par tic i pants. 

With global fi nan cial mar kets and ap -

pe tite for risk tak ing a seem ingly ma jor hit

as a re sult of the Eu ro pean sov er eign debt

prob lems, what ef fect will in ter na tional

stresses have on the U.S. and Ca na dian

econ o mies and earn ings in Q2 and be -

yond? In our view, cy cli cal forces will con -

tinue to sup port earn ings growth in the

near term. These forces in clude an im -

prov ing la bour mar ket and a boost to

profit mar gins from con tin u ing ex pan sion. 

The be hav iour of profit mar gins across

the eco nomic cy cle is very im por tant to

keep in mind. Mar gins ex pand early in

the cy cle for sev eral rea sons. One of these

is the low pro duc tion ca pac ity uti li za tion

of the econ omy as a whole. An in crease in

rev e nues at this point trans lates into a

steeper rise in prof its given that fixed costs 

are al ready cov ered and that all that re -

mains is to pay for the vari able costs of the

ad di tional pro duc tion. We find cor rob o -

ra tion for this view in cor po rate pre-

an nounce ments for Q2. The neg a tive- to-

 pos i tive ra tio is run ning at an ex tremely

low 1.2, less than half the long-term

av er age of 2.1 and be low the 1.5 of Q1.

From a North Amer i can per spec tive, it

is im por tant to keep in mind that while

credit spreads have wid ened in re cent

weeks, the all-in cost of rais ing cap i tal by is -

su ing debt se cu ri ties has not in creased dra -

mat i cally for in vest ment-grade U.S. com -

pa nies. This shows lit tle con ta gion from

Eu rope in the U.S. credit mar ket and

econ omy. Im por tantly, in ter bank lend ing

rates have also re sponded fairly mildly to

the re cent vol a til ity. The spread be tween

Libor and the three-month T-Bill, a gauge

of bank ing-sec tor stress, re mains well below 

the lev els nor mally as so ci ated with eco -

nomic trumoil. This does n't mean the sov -

er eign debt cri sis is un im por tant, but it is

not caus ing a seize-up of li quid ity such as

oc curred in the fall of 2008. 

The out look for earn ings and the econ -

omy re mains fa vour able for eq uity mar kets, 

particulary in a con text where in ter est rates

are un likely to be come a hin drance to

growth any time soon. The cur rent

geopolitical back drop, how ever, means that 

in ves tors will need to deal with an en vi ron -

ment of height ened vol a til ity.

  UNITED STATES  

The recovery
remains on track

U.S. real GDP grew at 3.2% an nu -

al ized in Q1. This was a third straight

quar ter of ex pan sion and it brought

GDP within 1.2% of the pre-re ces sion

peak. Two of the three main com po -

nents of U.S. de mand – goods and ser -

vices – have now topped their pre vi ous

peak. The lag ging com po nent is con -

struc tion, which ac counts for only 7% of

GDP. In other words, more than 90%

of U.S. de mand has now moved from a

re cov ery to an ex pan sion phase.

But more im por tantly, GDP growth

is now ac com pa nied by im prov ing la -

bour mar kets. Half a mil lion jobs have

been cre ated in the pri vate sec tor

through the first five months of 2010

– the best per for mance in three years.

Ac cel er a tion is likely in the com ing

months, but not with out the par tic i pa -

tion of small and me dium sized en ter -

prises (SMEs), which gen er ally ac count 

for two-thirds of job cre ation. For tu -

nately, things are start ing to look up.

Small busi ness con fi dence jumped to a

20-month high in May, with a ma jor ity

of SMEs an nounc ing that they would

start add ing to headcounts. This de vel -

op ment sug gests that the U.S. re cov ery

re mains on track (GDP growth of

around 3.5% 2010). 



  ASSET MIX  

Glass Half Full…or Half Empty?
We are in the midst of one of those sit -

u a tions where a mul ti tude of con tra dic tory 

sig nals make it dif fi cult to chart the course

to fol low. As men tioned above, we

strongly feel that in spite of the storm

clouds gath er ing in the euro zone, all of

the fun da men tals are in place for sus -

tained eco nomic ex pan sion and mean ing -

ful earn ings growth - which is of course a

plus for the stock mar ket. How ever, in ves -

tor psy chol ogy plays just as big a role in

mov ing the mar kets as eco nomic data, and 

the spec tre of a sov er eign debt cri sis has

clearly prompted a shift in the pen du lum

of sen ti ment away from greed to ward fear - 

which ar gues in fa vour of bonds. At this

point we think that dis cre tion is the better

part of val our, and the time has come to

adopt a some what more cau tious ap -

proach un til such time as sen ti ment shifts

again and at ten tion is refocused on what

we see as healthy fundamentals.

Since the end of the first quar ter of

2009 we have been fa vour ing eq ui ties,

and as of the pre vi ous quar ter, our

weightings for stocks were 2% - 5% over

their benchmarks de pend ing on the model 

port fo lio. For the com ing quar ter, while

we are main tain ing an over weight po si tion 

in eq ui ties, we will be cut ting back slightly

on our ex po sure to this as set class to bring

it closer to the bench mark. What is taken

out of eq ui ties will be tem po rarily re de -

ployed into cash equiv a lents and fixed in -

come in roughly equal pro por tions. 

While our over all ex po sure to eq ui ties

is trimmed back slightly, we are leav ing

our geo graphic al lo ca tion un changed –

our pref er ence con tin ues to be North

Amer ica at the ex pense of Eu rope and the 

Far East. We are also still pos i tive on the

per spec tives for emerg ing mar kets be cause 

of the in creas ing part of global GDP

growth that they ac count for. In terms of

sec tors, we are over weight en ergy, in dus -

trials and in for ma tion tech nol ogy, and

have un der weight po si tions in util i ties and 

con sumer sta ples.

Our rec om men da tion for the du ra tion

of the fixed-in come com po nent of our ref -

er ence port fo lio re mains un changed – at

5.4 years we re tain a slightly de fen sive

bias com pared to the 5.9 year du ra tion of

the DEX Uni verse in dex. In past quar ters 

we have looked to high yield and cor po -

rate debt at the ex pense of fed eral and pro -

vin cial bonds to com pen sate for an in ter est 

rate struc ture that was at a his toric low and 

to cap i tal ize on at trac tive spreads. In an -

tic i pa tion of the pen du lum shift ing to -

wards qual ity at the ex pense of yield, we

are trim ming our high yield and cor po rate

bond ex po sure some what and re-de ploy -

ing that cap i tal back into fed eral bonds.

OUR FORECAST
FORECAST

2008 2009 2010 2011

Gross Do mes tic Prod uct (%)

Can ada 0.4 (2.5) 3.6 2.1

U.S. 0.4 (2.5) 3.6 2.4

In fla tion (%)

Can ada 2.4 0.3 1.8 2.4

U.S. 3.8 (0.3) 1.7 2.3

June 2010 Dec. 2010

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

Can ada 0.58 1.75

U.S. 0.10 0.49

10- year bond yields (%)

Can ada 3.33 3.85

U.S. 3.22 3.86

30- year bond yields (%)

Can ada 3.76 4.17

U.S. 4.15 4.61

Ca na dian dol lar U.S.$0.97 U.S.$0.96

S&P / TSX Sector Rotation

Overweight Underweight

Energy

Industrials

Information Technology

Consumer Staples

Utilities

  CANADA   

A pillar of strength
With sup port from con tin u ing fis cal

and mon e tary stim u lus, the econ omy is

fir ing on all cyl in ders. The real GDP in -

crease of 6.1% (an nu al ized) in the first

quar ter of 2010 was the larg est quar terly

rise since Q4 1999. Do mes tic de mand

has been buoyed by fa vour able terms of

trade and a grow ing ag gre gate wage bill.

Em ploy ment in May 2010 was only

108,000 be low the Oc to ber 2008 peak.

Not only are jobs be ing cre ated, but

since July 2009 vir tu ally all the gains

(310,000) have been full-time jobs.

The Ca na dian econ omy is much far -

ther ad vanced in the cy cle than the U.S. 

or the euro zone. Its real GDP in Q1

was only 0.4% be low the pre-re ces sion

peak. Given the cur rent eco nomic out -

look and well-an chored in fla tion

ex pec ta tions, the need for a zero in ter est

rate pol icy has passed. Ac cord ingly, the

Bank of Can ada started its in ter est rate

nor mal iza tion cam paign in June by rais -

ing its pol icy rate to 0.5%. Can ada has

thus joined a few newly in dus tri al ized

coun tries and Aus tra lia in this march

away from ex treme mon e tary eas ing.

How ever, even if in ter est rates are set to

head higher over the com ing months, Ca -

na dian mon e tary pol icy is un likely to

turn re stric tive any time soon. This

means that the econ omy will con tinue to

ben e fit from a low in ter est rate en vi ron -

ment for the fore see able fu ture. Our

policymakers are only tak ing their foot off 

the ac cel er a tor, not stomp ing on the

brakes. We see Ca na dian real GDP

growth in ex cess of 3% in 2010



  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

Change from 
Pre vi ous
Quar ter

Cash equivalents 0% to 20% 10% 10% —

Fixed-income (duration: 5.4 years) 1 60% to 100% 70% 69% + 1

Canadian equities

0% to 30%

10% 10% – 1

U.S. equities 5% 6% —

Foreign equities 5% 5% —

Conservative Portfolio

In ves tor Pro file : On the whole, you want
your port fo lio in vested in fixed-in come se cu ri -
ties. Al though you can tol er ate lim ited vol a til -
ity to en sure that your as sets will grow, you
pre fer hav ing a port fo lio con sist ing mainly of
fixed-in come in vest ments for rea sons of sta bil -
ity. Your tol er ance for risk is low.

Cash equivalents   0% to 15% 5% 5% + 1

Fixed-income (duration: 5.4 years) 1 50% to 80% 60% 60% + 2

Canadian equities

20% to 45%

20% 21% – 2

U.S. equities 7.5% 9% – 1

Foreign equities 7.5% 5% —

Balanced Portfolio

In ves tor Pro file : You give equal weight to
in come and cap i tal growth. You can tol er ate
mod er ate vol a til ity to en sure the growth of your 
cap i tal, but you pre fer hav ing a port fo lio with a
sig nif i cant ex po sure to fixed-in come se cu ri ties
for rea sons of sta bil ity. Your tol er ance for risk
is av er age.

Cash equivalents   0% to 20% 5% 6% + 2

Fixed-income (duration: 5.4 years) 1 30% to 65% 45% 45% + 2

Canadian equities

30% to 65%

25% 27% – 2

U.S. equities 10% 11% –  1

Foreign equities 10% 6% – 1

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

Growth Portfolio 

In ves tor Pro file : Your main goal is cap i tal
growth. Al though you can tol er ate greater vol -
a til ity in or der to in crease the value of your as -
sets, you are not pre pared to in vest your en tire
port fo lio in stocks. Your tol er ance for risk is
high.

Cash equivalents   0% to 25% 0% 2% + 2

Fixed-income (duration: 5.4 years) 1 25% to 45% 35% 33% + 3

Canadian equities

40% to 75%

25% 28% – 3

U.S. equities 15% 17% – 1

Foreign equities 15% 10% – 1

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% 5% + 5

Fixed-income (duration: 5.4 years) 1   0% to 30% 20% 17% + 2

Canadian equities

55% to 100%

25% 27% – 3

U.S. equities 20% 21% – 2

Foreign equities 20% 15% – 2

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




