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Key Points

� Canadian equities tracked U.S. equities closely on the
way down. Will they do the same on the way up?

� Not necessarily. The TSE 300 usually underperforms the
S&P 500 in post-recession bull runs.

� The rise of the TSE 300 is capped by the greater depth
and length of Canadian profit recessions.

� The culprit is the Canadian industry mix.

Later for partying

2001 was another very sobering year on the stock
market. With the S&P 500 down 13% for the year and
the TSE 300 down 14%, equity investors were not in a
mood to celebrate on New Year’s Eve. Things were only
made worse by the loud noises from the bondholders’
party next door.

Will the story be different in 2002? The good news is
that the U.S. and Canadian stock markets have never had
more than two consecutive years of negative returns. In
other words, the odds are that equity holders will be in a
party mood by the end of 2002.

(1) Twin Bears
S&P 500 & TSE 300  (local currencies)
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The TSE 300 has closely tracked the 
S&P 500 on the way down…

... Will it also keep track 
on the way up?

Twin bears, twin bulls?

At first glance, one might think the Canadian market was
just as well-positioned as the U.S. one for the coming
bull run. As chart 1 shows, the TSE 300 has moved in
tandem with the S&P 500 since the start of 2001. Having
closely tracked the U.S. market on the way down, won’t
it do the same on the way up?

Not necessarily. The table below presents the yearly
price returns for the S&P 500 and the TSE 300 since
1971. As it shows, the magnitudes of rallies after years
of decline (1973-74, 1981, 1990) are much greater in the
U.S. than in Canada. In 1975, for instance, the S&P 500
rose 32% but the TSE 300 only 12%. In 1991, the S&P
500 climbed 26%, the TSE 300 only 8%.
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Years S&P 500 TSE 300
1971 11% 5%
1972 16% 24%
1973 -17% -4%
1974 -30% -28%
1975 32% 12%
1976 19% 6%
1977 -11% 5%
1978 1% 24%
1979 12% 38%
1980 26% 25%
1981 -10% -14%
1982 15% 0%
1983 17% 30%
1984 1% -6%
1985 26% 21%
1986 15% 6%
1987 2% 3%
1988 12% 7%
1989 27% 17%
1990 -7% -17%
1991 26% 8%
1992 5% -5%
1993 7% 28%
1994 -2% -3%
1995 34% 12%
1996 20% 26%
1997 31% 13%
1998 27% -3%
1999 20% 29%
2000 -10% 6%
2001 -13% -14%

Source: NBF Economic Research 

TSE 300 vs. S&P 500
Equity price performance

This pattern is illustrated in chart 2, which plots the
average downturn and recovery of the S&P 500 and the
TSE 300. As the chart shows, Canadian stocks typically
fall harder and rebound more modestly. They also tend
to take much longer to return to the previous peak.

Corporate Canada’s vulnerability

Why do Canadian equities underperform in market
recoveries? The most important factor is the difference

(2) Less Sizzle in Canada?
Average contraction/recovery episodes: S&P 500 vs. TSE 300 equity
indices*
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between Canadian and U.S. earnings cycles. Chart 3
plots the average recession and recovery in S&P 500 and
TSE 300 earnings.

Two points are noteworthy. First, profit recessions are
typically much deeper in Canada. As the table on the
next page shows, U.S. profits decline an average of 15%
and Canadian profits a whopping 30%. Second, the
Canadian earnings recovery is substantially slower.

(3) Much Deeper Wounds
Average recession/recovery episode: S&P 500 vs. TSE 300 earnings
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Stretching P/Es

Obviously, this has direct implications for relative
market performance. If Canadian earnings fall farther
and take longer to recover, Canadian P/Es must stretch
much more if Canadian stocks are to track U.S. stocks
on the way up. Valuation would deteriorate sharply.
Since there is a limit to how much P/Es can stretch, the
rise in Canadian equities is usually more modest.
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dates % chg dates % chg

59:07-61:08 -11.7 57:05-59:12 -27.6

69:07-70:12 -12.9 70:11-71:08 -9.2

74:07-75:09 -14.8 74:12-76:10 -13.2

81:10-83:01 -19.2 81:09-83:04 -66.4

85:02-86:01 -8.1 86:03-87:03 -14.4

89:08-92:02 -16.7 89:08-93:08 -56.1

01:03-to date -21.7 01:03-to date -23

Average -15.0 Average -30.0

Source: NBF Economic Research

Profit Recessions in Perspective
Canada vs. the U.S. 

S&P 500 Earnings TSE 300 Earnings

An unfavourable profit growth mix

But why are the earnings stories so different? The
answer lies in the industry mix. Some 19% of TSE 300
capitalization consists of resource stocks, compared to
only 5.3% of the S&P 500.

Resources tend to lag the business cycle. Chart 4 breaks
down TSE 300 earnings growth between resources and
the rest of the market.1 As the chart shows, these two
series move to different drummers.

The pattern often seen in a downturn is that of an initial
contraction in ex-resource earnings, followed by a
plunge in resource earnings as earnings for the rest of the
market start recovering. The end result is a prolonged
contraction in overall TSE 300 earnings.

                                                     
1 Expressed as the contribution in percentage points to overall
TSE 300 earnings growth. Adding the two series yields overall
TSE 300 earnings growth.

(4) An Unfavourable Profit Growth Mix
Contribution to TSE 300 earnings growth (y/y): breakdown between
resources and TSE ex-resources
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Unfortunately, the pattern may play out again this time
around. Resource earnings have been holding up so far
as ex-resource earnings have nosedived. However, the
decline in energy prices will put an end to this situation.

(5) Twin Bulls?
Average contraction/recovery episodes: S&P 500 vs. TSE 300 (ex-
resources)*
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Canadian equities
still fall harder...

…but the recovery
phase is more in
line with U.S.
equities.

Our last chart compares the average contraction and
recovery episodes of the S&P 500 and the ex-resources
TSE 300. The recovery of Canadian equities excluding
resources looks much more like that of the S&P 500.
Bottom line: the key to tracking U.S. returns in 2002 will
be sector rotation.

Vincent Lépine
Senior Financial Economist

Vincent.lepine@nbfinancial.com
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ECONOMIC CALENDAR :  CANADA &
UNITED STATES

The Week Ahead
(January 14 ñ January 18)

Date Time Release Month Previous Consensus NBF

15-Jan 08:30 Retail sales December -3.7% -1.3% -1.1%
08:30   exlc. Autos December -0.5% 0.0% 1.0%

16-Jan 08:30 CPI December 0.0% 0.0% -0.3%
08:30    excl. food & energy December 0.4% 0.2% 0.0%
08:30 Business inventories November -1.4% -0.6% -0.5%
09:15 Industrial production December -0.6% 0.0% 0.0%
09:15 Capacity utilization December 74.7% 74.6% 75.4%

17-Jan 08:30 Housing starts December 1.64M 1.61M 1.62M
08:30 U.I. Claims 1/17 395k 425k 420k

18-Jan 08:30 Trade balance December 29.4 B 28.5 B 28.5 B
10:00 Consumer sentiment index January  (P) 88.8 89.0 90.2

Date Time Release Month Previous Consensus NBF

15-Jan 08:30 New motor vehicles sales November 2.9% 5.5% 3.9%
09:00 Monetary Policy Report January 2.25% 2.00% 2.25%

18-Jan 08:30 Wholesale sales November -0.9% -0.3% -0.2%
08:30 Inventories November 1.1% 0.0% -0.1%
08:30 Trade balance November 4.2 B 4.0 B 3.8 B
08:30 Imports November 28.2 B 28.2 B 28.3 B
08:30 Exports November 32.4 B 32.3 B 32.1 B

Canadian Indicators
Estimate

US Indicators
Estimate
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