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ECONOMIC ENVIRONMENT  

The optimism evident at the end of the first 

quarter evaporated in the second quarter. Not 

only did it become apparent that the Bear 

Stearns rescue did not mark the bottom of the 

global credit crisis but there were growing 

signs that inflation rates were accelerating 

despite the weakening U.S. economy. 

 

The major source of the increased pace of 

inflation is the rapid rise in the price of oil.  

Typically, a doubling of the oil price in a year 

would lead to significant demand destruction. 

While there is evidence of reduced energy 

consumption in the industrialized economies, 

demand growth in the developing economies 

remains strong.  

 

Energy consumption in the developing 

economies remains strong in part due to rapid 

overall economic growth. However, an 

important part of the strong demand is the 

subsidies these countries provide for local 

consumption. In addition, the cost of the 

subsidies for many of these economies is 

outweighed by the increased revenue received 

from high prices. 

 
ENERGY SUBSIDIES AND REVENUES  
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As oil traded above $140 at quarter end, there 

were indications that the developing 

economies that do not have offsetting oil 

revenues would reduce domestic energy 

subsidies as their budget deficits increased. 

The following chart shows the projected 

deficits at various prices of oil. 

 
GOVERNMENT DEFICITS AND OIL PRICES  
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It seems likely the momentum in energy 

prices will abate through a combination of 

reduced subsidies and the impact slower U.S. 

growth will have on global growth.  

 

Although economic data released during the 

quarter was somewhat mixed, there was 

growing evidence that the pace of growth in 

both the U.S. and other developed economies 

was slowing. As alluded to earlier, the credit 

crisis showed little improvement. Financial 

institutions from CitiBank to the Royal Bank 

of Scotland reported more write-offs 

associated with derivative instruments tied to 

residential housing markets. The residential 

housing markets, particularly in the U.S., 

showed little signs of improvement. Prices 

declined at record rates as inventories of 

unsold homes approached new highs. The  

 



number of foreclosures in the U.S. now 

exceeds one million. Many observers expect 

little improvement until mid-2009. 

 

The moribund residential real estate market, 

lack of job creation and the rising prices of 

energy, food and healthcare pushed consumer 

confidence to multi-decade lows in the second 

quarter. When the low consumer confidence 

levels are coupled with high levels of debt and 

virtually non-existent savings, consumer 

spending seems poised to decline.   

 

In contrast, the corporate sector appears 

relatively healthy. 

 
CASH/ DEBT RAT IOS 
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While the amount of cash relative to debt has 

declined from recent highs, the current level is 

well above historical averages. The corporate 

side of the economy is expected to dampen 

the impact of any consumer slowdown. 

 

The export sector is also a source of strength. 

The strong rebound in contribution of exports 

to GDP is a result of the combined effects of a 

low U.S. dollar and growth in the emerging 

markets. 

 

The U.S. economy will likely experience a 

difficult few months. However, the period of 

weakness should be relatively short-lived as 

global credit conditions begin to improve in 

anticipation of an end to the downward spiral 

in residential real estate values. 

The Canadian economy, unexpectedly, 

contracted in the first quarter and, in fact, 

exhibited slower growth than the U.S. on a 

year-over-year basis. 

 
REAL GDP GROWTH RATES  

 

SOURCE: Haver Analytics 

The source of weakness in Canada is the 

manufacturing sector.  The sector has suffered 

in tandem with strong Canadian dollar. Our 

historic labour cost advantage vis-a-via the 

U.S. has vanished. The decline in 

manufacturing activity has even led to 

predictions that Ontario will become a have-

not Province in the coming àÌÈÙÚȭɯ.ÕÛÈÙÐÖɀÚɯ

position is exacerbated by exposure to the 

rapidly sinking fortunes of the Detroit auto 

manufacturers.  

 

Our residential housing market, even in the 

Western provinces, is showing signs of 

moderation but not nearly to the degree seen 

in the U.S. 
HOUSING PRICES  
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Canadian growth is expected to track the U.S. 

course closely over the coming months. 

Unexpected declines in commodity prices 

could worsen the outlook. 



INVESTMENT ENVIRONMENT  

 

As energy and agricultural prices sky-

rocketed in the second quarter fears of 

stagflation, the combination of high inflation 

rates and stagnant economic growth, 

intensified.  Central Banks around the world 

expressed concern and, in Canada, a widely 

anticipated rate cut was foregone. 

 

Fixed income markets, confident of further 

interest rate cuts by the U.S. Federal Reserve 

at the beginning of the quarter, began to 

anticipate increases by the close of the quarter. 

 

There is no question that broad measures of 

inflation have risen to uncomfortably high 

levels. However, the increase in core inflation 

rates has been much more subdued and the 

absolute levels are low on an historic basis. 

Typically, sustained increases in core inflation 

rates have not occurred unless there is a 

sustained increase in unit labour costs. 

 
UNIT LABOUR COSTS AND CORE INFLATION  
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In an environment of rising job losses, 

reduced union power, and slower economic 

growth, the likelihood of significant wage 

pressures would seem remote. The Federal 

Reserve is likely to leave interest rates 

unchanged until the severity of inflation 

pressures and the depth of the economic 

slowdown are clearer. 

 
 

In response to the prospect of stagflation and 

the continued turmoil in credit markets, most 

world equity markets posted an abysmal 

quarter ranging from a decline of 21.3% for 

the Shanghai market to a 7.4% fall for the Dow 

Jones Index. Canada was one of the few to 

turn in a positive performance. 

 

The good relative performance of the TSX was 

partially a reflection of the superior 

performance of our financial stocks. 

 
FINANCIAL SERVICES IND ICES PERFORMANCE  

 

SOURCE: BMO Nesbitt Burns 

 

Despite some notable setbacks, the Canadian 

banks have the strongest balance sheets on a 

global basis. 

 

The returns in the Canadian market have been 

driven by an increasing small number of 

stocks. 

 
STOCKS OUTPERFORMING THE INDEX -% 

 

 
SOURCE: BMO Nesbitt Burns 

 

As in 2000, the narrow breadth is a barometer 

of heightened risk. 



INVESTMENT STRATEGY  

 

In our view, considerable credit risks remain. 

In this climate, despite a widening in credit 

spreads, it is important to remain focused on 

the highest quality fixed income instruments.  

 

There is much uncertainty about the outlook 

for corporate profits. At such times, historical 

context can be useful. Robert Schiller, a noted 

economist, has developed a data base of PE 

ratios based on the trailing ten-year average 

earnings for the S&P 500. 

 
PRICE DIVI DED BY 10-YEAR AVERAGE EARNINGS  
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The S&P 500 does offer better value than it did 
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other periods of economic instability.  

 

Companies with predicable earnings growth, 

strong balance sheets and reasonable 

valuation parameters are best positioned in 

this environment. Our focus is on companies 

with a global footprint listed on recognized 
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American Depository Receipts allow 

ownership of companies domiciled in foreign 

countries such as Japan and the UK. 

 

 

 

A company that meets all these criteria is 

Eaton Corp. The company operates in a 

number of industrial sectors. Over the past 

several years, through both organic growth 

and acquisitions, Eaton has repositioned its 

revenue mix so that it is now evenly balanced 

in each part of the cycle. 

 
REVENUE MIX  BY PRODUCT LINE  

 
SOURCE: Eaton, Sanford Bernstein 

 

As well, Eaton has expanded outside North 

America. Non-domestic earnings are growing 

rapidly and now account for 55% of total 

revenues. The changed product mix and 

reduced cyclicality have not been recognized 

by the market. With a debt/equity ratio of 

38.7%, average ROE of 21.5% and forecast 3 

year earnings growth rate of 12%, the stock 

trades at 10.9x 2008 expected earnings and 

8.5x forecasted 2009 earnings and yields 2.4%. 

 

We anticipate the continued volatility in 

equity markets over the next several months 

will provide good opportunities to deploy 

cash reserves. High quality stocks and bonds 

will provide stability and good relative 

returns in the challenging scenario we 

envision. 
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