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The continuing austerity forced on

A

Choosing the right mix of bonds and dividend-paying stocks will
give your portfolio some...

DOWNSIDE

PROTECTION

David Graham, CFA

WE BELIEVE STOCKS OFFER FAR
better value than bonds today, but
they also have far higher volatility.
With the continuing uncertain-
ty in the financial world, the stock
market can easily be up or down
one or two per cent in a day.
Choosing the right mix of stocks
and bonds can be one of the most
confusing decisions facing any
investor. How much you allocate in
each asset class should depend on
your time horizon and your risk
tolerance. For example, the CIBC
Monthly Income Fund is geared
towards preservation of capital, and
therefore is fairly evenly balanced.
Let’s take a look at the current
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economic backdrop and the case
for stocks versus bonds today.

The global recovery appears to
be more solid now than it was a
year ago.

The key positive, in our view, is
that central banks are in an easing
mode compared with last year,
when both the European Central
Bank and the Chinese authorities
were tightening. Although growth
in Canada and the United States
continues to be sub-par, it’s still a
steady two per cent or so.

Canada has had surprisingly
good job growth, and the slightly
lower Canadian dollar should also
help our economy.

China’s economy, meanwhile,
appears to be slowing. But the
authorities there have already
started to ease, and there is talk of
doing more. Economists still
expect about eight per cent
growth this year and next.

Europe is the big question mark.

member countries by Germany will
likely mean no growth or a small
recession in Europe this year.

There is the risk that Greece
will leave the euro currency union
in the months ahead, and no one
really knows the implications of
that — on Greece, European banks
or other economies, including
North America.

Finally, at the end of this year
the U.S. will face its so-called
“fiscal cliff,” a precipice consist-
ing of various tax cuts from past
years (and that are due to expire
in 2012) combined with austerity
measures set to kick in at the
beginning of 2013.

For example, the top tax rate on
dividends and capital gains is sched-
uled to increase at the year-end. Any
or all of these measures could be
extended by politicians — but if not,
the impact could offset all of the
growth in the economy in 2013.

The Congressional Budget
Office says these changes could
possibly put the U.S. back into
recession.

In addition, the U.S. debt ceil-
ing will have to be raised either in
the fourth quarter of 2012, or
early in 2013. Will we go through
the 2011 debacle all over again?

We believe the global recovery
should continue, but it will
remain sluggish for some time.

The main offset to a recovery is
on-going debt-reduction measures
being undertaken by consumers,
governments and European banks.

In the 1990s, the average
debt/GDP ratio of all 34 OECD
countries was around 73 per cent.
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Even in 2007 — just five years ago
— it was still 73 per cent. By the
end of 2012 it will be 106 per cent.

REWARDS AND RISKS

We can think of several reasons
to own stocks today.

[0 Valuations: The S&P/TSX
Composite Index & the S&P 500
Index are selling at about 12.3
times and 11.9 times forward
earnings estimates today. This
compares to 30-year averages in
the 14.5 to 15.0 times range.

[J Dividend yield: Today stock
yields are far higher than bond
yields. The S&P/TSX Composite
Index dividend yield is currently
3.0 per cent, compared to a 10-
year Government of Canada bond
yield of 1.85 per cent.

Over 130 stocks in the
S&P/TSX Composite Index today
have dividend yields over 1.85 per
cent. This is only the second time
since 1958 that the Index yield has
exceeded the 10-year bond yields.

[0 Corporate balance sheets
are strong: Companies have
been reducing debt and/or refi-
nancing debt at lower interest
rates. Many companies now have
healthy amounts of cash on their
balance sheets.

We expect continued dividend
growth given the health of bal-
ance sheets and operating mar-
gins. Many management teams
have signaled a plan to grow divi-
dends alongside earnings. This is
unlike bonds, where you get a flat
interest payment until maturity,
the yield on your initial invest-
ment should grow over time.

[J Negatives already priced in:
The stock market is already down
nine per cent from its February
2012 high, and 18 per cent from
the March 2011 high. The outlook
can always worsen, but a lot of
the negatives have to be priced in
at today’s levels.

The main case against stocks is
the number of serious uncertain-

ties facing the market which,
while too difficult to quantify,
lead to lower valuations.

No one really knows whether the
problems in Greece will spread to
Spain and other countries, or if
Greece will exit the euro; if the U.S.
will extend the tax benefits due to
expire; or if China’s economy will
slow more before it recovers.

Bonds, on the other hand, are
not as attractive today (a 1.3 per
cent 5-year yield or 1.8 per cent
10-year yield doesn’t even off-
set inflation), but they offer
much more capital preservation
than equities.

A realistic concern today is
that earnings expectations are still
being revised lower as analysts
lose confidence in the outlook.

At December 30, 2011, con-
sensus estimates for the
S&P/TSX Composite Index earn-
ings in 2012 and 2013 were $992
and $1,129, respectively. By April
30, 2012, they had dropped about
eight per cent for each year.

The largest revisions have been
in the technology sector, while
estimates for the materials and
energy sectors have also been
substantially reduced. One of the
sectors least impacted by revi-
sions has been the financials.

Many of the stocks in the com-
modity sectors have fallen as
much or more than the earnings
estimates, but those estimates are
probably still the most at risk.

The question is whether
commodity prices have further
downside if we hear more neg-
ative economic news, or if all
the pessimism has already
been factored in.

We will be much more com-
fortable when we start seeing
revisions in earnings estimates
going upwards, rather than down.

The argument we often hear
about bonds is that when interest
rates rise, investors will lose
money. While it’s true that bond

prices go down when interest
rates rise (if rates rose one or two
per cent, the return on a 10-year
bond — price change plus interest
— might suffer a loss of five to 11
per cent), what economic sce-
nario would justify a two per cent
increase in interest rates?

We don’t see one in at least the
next two years, not with the aus-
terity and debt reduction needed.

OUR FUND - AN OVERVIEW

In the CIBC Monthly Income
Fund today, we are erring on the
side of caution. We favour equi-
ties over bonds, but see uncertain-
ties that could take the market
even lower.

We also have less faith in
politicians to initiate any major
spending programs. They will
likely extend some benefits or tax
cuts, but only the minimum nec-
essary. No one wants government
debt to grow any faster.

Looking at the big picture, our
income fund reduced its equity
weight dramatically over 2012 and
our current position is a lot more
conservative than a year ago.

We have also increased the
bond weight in our portfolio.
Corporate bonds represent a high-
er proportion of the portfolio than
government bonds.

Last year the move in interest
rates surprised me — the 10-year
rate dropped from over 3.4 per
cent to about 2.0 per cent, result-
ing in a 10 per cent return in the
bond market.

Our Fixed Income team thinks
the Canada 10-year bond yield
should trade in a range of 1.8-
2.25 per cent, and we are below
that range today — perhaps a
reflection of the continuing nega-
tivity. Things would have to be
very bad for interest rates to dra-
matically drop from this point. So
rather than buying bonds today,
we have a large cash position.

As we reduced our equity
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weight, all of the selling was in
resources and in the more volatile
or high beta names e.g., Barrick,
Goldcorp, Teck Resources,
ARC Energy, Penn West Petro-
leum and Magna.

We learned last year that, even
though the dividends may be total-
ly safe, investors will worry any-
way and the stocks will go down.

We kept our overweights in
financials and telecoms, these are
sectors where there are good
yields and only minor earnings
revisions. Our focus since last fall
has been on stocks with good
yields and growth in dividends.

We favour equities over
bonds, but see uncertainties
that could take the market
even lower

Studies have shown that stocks
with good yields have about half
the volatility of stocks that pay no
dividends. There is an assortment
of names in the portfolio, includ-
ing the banks, BCE or Telus, Alta-
Gas and Enbridge — all of which
have good yields today, and are
expected to generate strong divi-
dend growth going forward.

We have also added a few new
names in the last month:

[J Sun Life Financial Inc.
(TSX-SL, $20.51) Like Manulife,
the company is restructuring to
focus on more profitable busi-
nesses. Our team believes it is far
less sensitive than Manulife to
changes in rates or the stock mar-
ket, and its dividend is safe. This
stock has an approximate divi-
dend yield of seven per cent.

[0 TransAlta Corporation
(TSX-TA, $16.76) has coal and gas
power facilities in Alberta and the
U.S. It supplies 30 per cent of the
power in Alberta. Two items have
hurt the stock price. First, TransAlta
closed two coal facilities last year,

reporting they were uneconomic
and too costly to repair.

There is an arbitration board
hearing that will decide whether
purchasers of the power from
those facilities should receive any
compensation. That decision
comes in July. Depending on the
outcome, some believe the com-
pany may have to access the capi-
tal markets to raise funding. Our
team believes the company has
the balance sheet strength to cover
any potential penalties.

Secondly, TransAlta has electric-
ity contracts coming up for renewal
at their U.S. gas plants this summer.
With natural gas at $2, some ana-
lysts have said the company will
have to drop the price of electricity
to their customers to remain com-
petitive. These electricity contracts
are for 5-10 years, so we expect the
prices to perhaps be lower in the
medium term, but return to some
kind of normalcy over time.

Regardless of the outcome of
the two events, our team feels the
dividend of just below seven per
cent will be maintained.

TransAlta also has a dividend
reinvestment program where most
shareholders reinvest the dividends,
and therefore the cash payout is
very low. We purchased the stock
because we felt its value has been
impacted by an overreaction to the
negative headlines and event risk.

0 Cominar Real Estate
Investment Trust (TSX-CUFRUN,
$23.75) is Canada’s third largest
REIT. The trust is diversified with
46 per cent of income from office
properties, 31 per cent from retail
and 22 per cent from industrial.

The recent purchase of CAN-
MARC in March provided more
geographic diversification, reduc-
ing its Quebec exposure from
about 90 per cent to 78 per cent
and enabling the REIT to obtain
an investment grade credit rating.

Rental income could always be
at risk in an economic slowdown,
but we believe the 6.1 per cent dis-
tribution yield is relatively secure.

REMAIN CAUTIOUS

Stocks appear very inexpen-
sive today. The debt problems
in Europe will take a long
time to resolve, but if the next
Greek election has favourable
results, we could get a relief
rally over the summer.

Moves by the Federal Reserve,
the ECB or the People’s Bank of
China to provide more stimulus
could also be viewed positively
and lead to a market rally.

In order to get a bigger and
more sustainable rally this fall, we
need more clarity on what U.S.
politicians plan to do with the
debt ceiling and the tax cuts that
are due to expire.

Until then, I think a neutral
stance is the best position and one
where you can collect your divi-
dends. We’re trying to be cautious
and protect the downside. v

The views expressed in this article are the
personal views of the author and should
not be taken as the views of CIBC Global
Asset Management Inc. or Canadian
Imperial Bank of Commerce (CIBC). This
document is provided for general infor-
mational purposes only and does not con-
stitute investment advice nor does it
constitute an offer or solicitation to buy
or sell any securities referred to. Individ-
ual circumstances and current events are
critical to sound investment planning;
anyone wishing to act on this article
should consult with his or her advisors.
The information contained in this docu-
ment has been obtained from sources
believed to be reliable and is believed to
be accurate at the time of publishing, but
we do not represent that it is accurate or
complete and it should not be relied upon
as such. All opinions and estimates
expressed in this document are as of the
date of publication unless otherwise indi-
cated, and are subject to change. CIBC
Global Asset Management Inc. operates
under the brand name of CIBC Asset
Management and is a member of the
CIBC Group of Companies.
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