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Executive Summary
When investors think about investing in North America they would typically focus 
on the U.S. and not Canada. Seeing as the U.S. is the world’s deepest investment 
market with a plenitude of investment options across numerous financial 
instruments and exchanges. Long viewed as the U.S. market’s smaller, Northern 
counterpart, we would argue that the Canadian market offers an attractive 
investment environment for global investors – stable politics, sound fiscal and 
monetary policies, strong economic growth, and established financial markets, to 
name a few. 

A number of rationales support a compelling case for considering the inclusion of 
active Canadian equities in an investment portfolio:

�� Stability of the present and future Canadian market as supported by world views 
and evidenced by Canada’s resilience through the financial crisis.

�� Risk diversification Canadian equities may provide through low correlation to the 
global developed market and currency exposure.

�� Alpha-generation has historically been demonstrated by active Canadian 
equities managers.

What follows is a discussion on the financial landscape of Canada, the 
characteristics of its primary benchmark – the S&P/TSX Composite Index – and 
why one might invest in Canada, particularly on an active basis. 
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The Canadian Landscape 
Canada is a stable country, both economically and politically, 
and has generated consistent growth over the past decade. 
More recently, real GDP growth has been slightly higher than 
other advanced economies for 2014/2015, with Canada 
growing at 2.3-2.4% vs. 1.8-2.3% for the group average1. This 
is significant as Canada is among the few countries globally 
who have managed to spur growth since the financial crisis. 
Moreover, Canada is expected to remain among top G-7 
performers and return to a balanced budget in 2015-20162.  
Looking ahead, both the International Monetary Fund and 
Organization for Economic Co-operation and Development 
expect Canada to be among the strongest growing economies 
in the G-7 over this year and next. 

Politically, the Conservative Party has governed the nation for 
the past nine years. Owing to a stable government coupled 
with sound fiscal and monetary policies, the major credit rating 
agencies bestow the highest possible credit rating on Canada, 
one of only eleven AAA rated countries in the world3. The Bank 
of Canada maintains the country’s monetary policy and has a 
mandate to control the inflation target between 1-3%. Canada 
has a flexible exchange rate that ensures it remains competitive 
economically in an ever-changing global political landsacpe. 
The North American Free Trade Agreement came into force in 
1994 between the United States, Mexico and Canada. Canada 
is committed to opening new markets and driving continued 
economic growth through free and open trade. Although 
personal income taxes in Canada are high, corporate tax rates 
remain attractive helping foreign enterprises to establish 
meaningful and long term operations within Canadian borders. 
Canada has a talented, productive, and educated labour force 
with low unemployment and strong absorption of immigrant 
workers. Open liberal policies, a stable rule of law, and good 
demographics support a functioning society and strong 
economic growth, which all help encourage foreign direct 
investment into the country.

1 World Economic Outlook, International Monetary Fund, October 2014.
2 Invest in Canada, Government of Canada, 2013-2014
3 Standard & Poor’s Ratings Services, March 2015.

Canada is renowned globally for its banking system – resilient 
during the financial crisis it emerged stronger, better capitalised, 
and more competitive. Not a single bank or insurance company 
failed during the financial crisis and none required rescue from 
insolvency. Canadian banks operate in an oligopolistic market; 
there are only five major banking institutions in Canada, which 
are highly profitable as a result. The quintet generates high 
and consistent returns on equity and has a history of stable 
and growing dividends. As a result, the World Economic Forum 
ranked Canada’s banking system the soundest in the world 
in 2013, the seventh year in a row. In addition to chartered 
banks, Canada has a large and financially successful credit-
union system, insurance companies, along with major asset 
management firms.

As a global natural resources giant, Canada has the 3rd 
largest proven reserves of oil and is the 3rd largest producer 
of natural gas4. Canada is therefore a net energy exporter, 
especially to its main trading partner, the U.S. Canada can also 
boast that it is the largest global producer of zinc and potash 
(32% of global production), 2nd largest producer of Uranium 
(behind Kazakhstan), 8th largest producer of gold, and other 
base metals (aluminium, nickel, etc.)4. Over the past ten years 
there has been a large amount of investments in the resources 
industries made by large multinational corporations that have 
wanted to establish themselves in the Canadian market. It’s no 
surprise that 57% of the world’s public mining companies are 
listed on the Toronto Stock Exchange (TSX), Canada’s national 
stock exchange4. 

4  Canada/Country Mining Guide, KPMG Global Mining Institute, 2014.
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Canadian Equity Index Decomposed  
(As at 31 March 2015)

The primary equity index in Canada is the S&P/TSX Composite 
Index (the ‘Canadian Index’). The Canadian Index comprises 
approximately 250 companies with a combined market 
capitalisation of C$1.8 trillion, making it the eighth largest 
index in the world by market capitalisation (Exhibit 1). In a 
global context, Canada has a 4% weight in the MSCI World 
Index, being the 6th largest country constituent (Exhibit 2). 

The Canadian Index can be characterised as a concentrated 
index with a small number of large issuers and a far greater 
number of small issuers—including a significant number of 
micro-cap issuers. Sectorally, Financials represents 35% of the 
index, with Energy and Materials representing 32% of the index 
(split 21%/11%). The remaining 7 sectors represent just 33% 
of the index with Industrials (9%) and Consumer Discretionary 
(7%) the largest, and Utilities (2%) and Information Technology 
(3%) the smallest (Exhibit 3). The large weighting in Financials 
and Resources sectors means that they are significant drivers 
of overall Canadian Index returns. Further, given the inherent 
cyclical nature of commodities, the high weighting in Resources 
leads to overall Canadian Index volatility that is higher than its 
global peers. 

Another way to exemplify the concentration within the Canadian 
Index is to sum up the combined weight of the ten largest 
companies (Exhibit 4) - this equates to 36%. Comparatively, 
the ten largest companies in the MSCI World Index only make 
up around 10% of the index. The composition of the S&P/TSX 
Composite Index has implications for active management in 
the Canadian market – an active weight position at the top end 
of the market results in a large absolute position, whereas a 
reasonable weight position at the bottom end of the market 
results in a large active position.

Index/Market
Size  
(in C$ trillion)

Constituents Countries Top 10 Weight

S&P/TSX Composite Index $1.8 250 1 36.1%

MSCI World Index $38.4           1,636 25 9.6%

S&P 500 Index $18.2 500 1 17.6%

MSCI EAFE Index $14.5 910 21 12.7%

MSCI Emerging Market Index $4.4 834 25 17.7%

EXHIBIT 1
Global Stock Market Characteristics

Source: S&P/TSX, MSCI, 31.03.2015.
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EXHIBIT 3
S&P/TSX Composite Index – Sector Breakdown 

Source: S&P/TSX, 31.03.2015.
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EXHIBIT 4
Top 10 Securities Weight

Source: S&P/TSX, MSCI, 31.03.2015.

Country % Market Cap

USA 57.4

Japan 8.6

United Kingdom 7.8

France 3.8

Germany 3.7

Canada 3.7
Switzerland 3.6

Australia 2.8

Spain 1.4

Hong Kong 1.2

Sweden 1.2

Netherlands 1.1

Italy 0.9

Denmark 0.6

Singapore 0.6

Belgium 0.5

Finland 0.3

Norway 0.3

Israel 0.2

Ireland 0.1

Austria 0.1

New Zealand 0.1

Portugal 0.1

EXHIBIT 2
MSCI World Index - Country Allocation

Source: MSCI, 31.03.2015.
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The Financials sector has four main sub-sectors: banks, 
insurance companies, real estate investment trusts (REITs), 
and ‘other’ or diversified financial services companies such 
as asset managers, independent investment banks and 
brokerages and lenders.

The Energy sector has four main sub-sectors: integrated 
energy companies with diversified operations (upstream and 
downstream assets), exploration and production, storage & 
transportation, and services.

The Materials sector has two main sub-sectors: gold and base 
metal exploration and production companies, and ‘other’ 
consisting of forest products and chemicals companies.

The rest of the market is comprised of a diverse group of 
companies, many of which operate and compete globally. 
Retail and Health Care are not well represented in the Index. 
The Telecom sector is highly protected by the government and 
highly profitable.

Sectors Composition

Source: S&P/TSX, 31.03.2015.

Market Cap  
($ Billions)

Dividend 
Yield

% of  
S&P/TSX

B
an

ks

Royal Bank of Canada 109.9 4.0% 5.9%

TD Bank 100.0 3.8% 5.4%

Bank of Nova Scotia 76.8 4.3% 4.1%

Bank of Montreal 49.1 4.2% 2.6%

Canadian Imperial Bank of Commerce 36.5 4.4% 2.2%

National Bank 15.2 4.3% 0.8%

Li
fe
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e Manulife Financial 42.4 2.9% 2.3%

Sun Life Financial 23.9 3.7% 1.3%

Power Corporation of Canada 12.2 3.5% 0.7%

Great-West Lifeco 10.6 3.6% 0.6%
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Brookfield Asset Management 38.8 1.3% 2.1%

Fairfax Financial Holdings 15.5 1.7% 0.8%

Intact Financial 12.5 2.2% 0.7%

Power Financial Corp 9.0 3.9% 0.5%

CI Financial Corp 8.2 3.6% 0.4%

Market Cap  
($ Billions)

Dividend 
Yield

% of  
S&P/TSX

In
te

gr
at

ed

Suncor Energy 53.5 3.0% 2.9%

Cenovus Energy 17.6 5.0% 0.9%

Imperial Oil 12.8 1.0% 0.7%

Husky 7.6 4.6% 0.4%
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&
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Canadian Natural Resources Ltd. 39.2 2.5% 2.1%

Encana Corp 12.0 2.0% 0.7%

Crescent Point Energy Corp. 12.6 9.8% 0.7%

Arc Resources 7.3 5.5% 0.4%
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Enbridge Inc. 52.0 3.1% 2.8%

TransCanada Corp. 38.3 3.8% 2.1%

Pembina Pipeline 13.6 4.3% 0.7%

Inter Pipeline 10.9 4.5% 0.6%

Keyera 7.1 3.3% 0.4%

Market Cap  
($ Billions)

% of  
S&P/TSX

Description

Potash Corp 33.9 1.8%
Fertilizer company, produces 
potash, phosphate and nitrogen

Goldcorp 18.6 1.0%
Gold and other precious metals 
in North & South America

Agrium 19.0 1.0%
Retail supplier of agricultural 
products

Barrick Gold 16.1 0.9%
Gold exploration and 
production, interests in copper 
and nickel

Silver Wheaton Corp 9.7 0.5%
Acquires and manages resource 
royalties and streams

Franco Nevada 9.6 0.5%
Acquires and manages resource 
royalties and streams

First Quantum Minerals 9.2 0.5%
Exploration and development, 
focused on gold, copper & nickel

Teck Resources 8.1 0.4%
Diversified resource company 
focused on copper, steelmaking, 
coal, zinc and energy

Agnico Eagle Mines 7.6 0.4% Gold exploration and production

Eldorado Gold Corp. 4.2 0.2% Gold exploration and production

Market Cap  
($ Billions)

% of  
S&P/TSX

Business Sector

Valeant Pharmaceuticals 79.9 4.3% Pharmaceuticals Health Care

CN Railway 68.4 3.7% Railway Industrials

BCE Inc. 45.1 2.4%
Communication 
services

Telecom

Thomson Reuters 40.0 0.8%
Financial 
information

Cons. Disc

CP Railway 68.5 3.7% Railway Industrials

TELUS Corp 25.6 1.4%
Communication 
services

Telecom

Rogers Communications 15.5 0.8%
Communication 
services

Telecom

Magna International 27.8 1.5% Automotive parts
Consumer 
Discretionary

Alimentation Couche-
Tard

21.4 1.1%
Convenience 
stores

Consumer 
Staples

Loblaw Companies 14.4 0.8% Grocery retailer
Consumer 
Staples
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Valuations

In Canada, valuations have now pushed above the norm which suggests, in the 
absence of a solid gain in corporate profits, the need to lower return expectations. 
Unlike in the U.S., Canadian earnings currently lie far below their normalised levels. 
However, much of this gap reflects below normal earnings from resource firms. That 
said, earnings estimates for Canada have begun to stabilise following significant 
downward revision, especially in the resource space. (Exhibit 5)
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Apr. '15 Range: 2 Std. Dev.: 11.1x - 25.3x (Mid: 18.2x)

Current: 19.6x

EXHIBIT 5

Source: RBC Global Asset Management, as at 31.03.2015

Earnings: What Is the Market Pricing-In? 
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Why Invest in Canada? 

The Canadian stock market is a 
developed and transparent stock 
exchange with established trading and 
clearing infrastructure. Supported by 
a sophisticated legal and securities 
regulatory framework that integrates 
independent oversight with corporate 
best practices, the equity markets have 
thrived through history to their current 
state today. Given the large resource 
exposure, the equity market is naturally 
linked to global commodity demand 
and growth, although many of Canada’s 
leading, more domestically oriented 
companies are also listed on the Toronto 
Stock Exchange. Additionally, Canadian 
companies that emerged from the 
financial crisis in a position of financial 
strength have taken the opportunity to 
expand overseas, further diversifying 
their operations and market exposures. 

Investing in Canada can also provide risk 
diversification benefits. Historically, the 
Canadian Index has exhibited a low level 
of correlation to other global developed 
market indices (Exhibit 6). An allocation 
to Canada can therefore act as ballast 
in periods when global markets are 
moving independently from one another. 
Additionally, the Canadian dollar can also 
provide some diversification benefit and 
does tend to strengthen during periods 
of volatility, acting as a safe haven 
currency. As noted in Exhibit 7 however, 
periods of relative outperformance and 
underperformance versus global markets 
can be quite lengthy and, as such, it is 
important to have a good understanding 
of market timing implications.

EXHIBIT 6
S&P/TSX Composite Index and Global Market Correlations -  C$ & US$

Source: eVestment, 31.03.2015

EXHIBIT 7
Relative Performance of S&P/TSX Composite Index vs. MSCI World Index

Source: S&P/TSX, MSCI, 31.03.2015
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The Case for Active 
Management in Canada
Active management has historically 
been rewarded in Canada; on a pre-fee 
basis, the median active manager has, 
on average, outperformed the Canadian 
Index by 1.4% annually over the last 
30 years (Exhibit 8). If we assume an 
industry average institutional equity fee 
of 40-60 basis points, the median active 
manager still provides added value post-
fee compared to passive strategies that 
mimic the Index performance. 

There are a number of rationales for this 
outperformance - the lack of sell side 
analyst coverage, the relatively poor 
quality of many junior resource related 
companies that are in the Canadian Index 
and the wide dispersion of returns within 
and across sectors. 

The Canadian Index has relatively 
low analyst coverage (12 analysts 
per company compared to 21 for the 
S&P/500 Index and 32 for the Dow Jones 
Industrial Average). Looking across the 
global market, active management has 
generated greater excess return over 
benchmark more often in markets with 
low analyst coverage, or put another 
way, markets that are informational 
inefficient (Exhibit 9). Low analyst 
coverage may translate to ineffective 
company research, which in turn gives 
active managers a greater opportunity to 
outperform the index.

Given the relatively small number of 
companies in the Canadian Index, active 
managers possess a strong degree of 
knowledge of the marketplace. In the 
Canadian Index, although many of the 
largest companies are well covered 
and thus informational distribution 
is quite efficient, there are a host of 
well-managed, profitable, and growing 
companies that are not well covered 
and have generated strong returns for 
shareholders. These growing, small-
cap companies can often be found in 
sectors that are not well represented 
in the Canadian Index, such as 
Consumer Discretionary and Information 
Technology.  In-depth research by active 
managers could potentially identify 
alpha-generating opportunities and 
avoid low quality ones among the wider 
pool of stocks.
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EXHIBIT 8
Median Manager Performance Relative to S&P/TSX Composite Index 

Source: eVestment, 31.12.2014.

-3%

-1%

1%

3%

5%

7%

0% 10% 20% 30% 40%

# of Analysts per Company in the Index

50% 60% 70% 80% 90%

21

18 12

7

16

100%

S&P/500 Index

MSCI World Index

S&P/TSX Composite Index

Russell 2000 Index

MSCI Emerging Markets Index

Frequency of Annual Outperformance

Av
er

ag
e 

Ex
ce

ss
 R

et
ur

n 
ov

er
 B

en
ch

m
ar

k

Active Management Has Been Effective

EXHIBIT 9
Analyst Coverage and the Effectiveness of Active Management in Global Markets

Source: RBC Global Asset Managment, 31.12.2014. 
US Median Manager – Mercer:  1985-2014. Benchmark: S&P 500 Index
Canadian Median Manager – eVestment: 1985-2014. Benchmark: S&P/TSX Composite Index
Global Equities Median Manager – Mercer: 1987-2014. Benchmark: MSCI World Index
Emerging Market Equities Median Manager – eVestment: 1994-2014. Benchmark: MSCI EM Index
US Small Cap Equities Median Manager – eVestment: 1985-2013. Benchmark: Russell 2000 Index 
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In addition to this, there lies a wide dispersion of returns within 
and across sectors in the Canadian Index. For example, looking 
at the commodity sectors which some investors may consider 
homogenous, the best performing stock in Gold & Precious 
Metals and Energy outperformed the worst by 200% and 99% 
respectively, with a range of returns in between (Exhibit 10). 
Looking across sectors, the performance and profitability 
between banking and gold industry have significantly diverged 
away from each other in recent years (Exhibit 11). 

All these factors amount to opportunities for active managers 
to generate repeatable alpha through stock picking and sector 
allocation.

Conclusion
Certainly there’s a case to be made for investing in Canada. 
Investing in the Canadian market provides diversification by 
way of lower correlations, alternative currency exposure, and 
periods of relative performance differentials as compared to 
global equity markets. Leading Canadian companies, whether 
operating domestically or competing on a global scale, 
generate attractive returns on capital for their shareholders. At 
the same time, there are a number of companies in the S&P/
TSX Composite Index that can be characterised as lower quality. 
Navigating the constituents within the universe is a challenge, 
although one that presents an attractive opportunity given 
its heterogeneous nature. The reward as mentioned herein is 
the possibility of generating consistent and measured added 
value, or alpha. Choosing the right investment manager and 
investment strategy in Canada is critical to achieving long term 
success in the form of attractive long term risk-adjusted returns.  
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EXHIBIT 10
Wide Dispersion of Returns in Seemingly Homogenous 
Sectors

* Includes exploration & production and integrated producers only
Source: RBC GAM, FactSet, 31.12.2014.
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EXHIBIT 11
Wide Dispersion of Profitability between Sectors

Source: Bloomberg, 30.04.2015. 
Note: S&P/TSX Banks Index is the S&P/TSX Industry Group Index composed of 
10 constituents, the S&P/TSX Gold Index is the S&P/TSX Gold Sub Industry Index 
composed of 22 constituents. 
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