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ECONOMIC ENVIRONMENT

Optimism that the fallout from the turmoil in
the U.S. housing market had been contained
dissipated during the fourth quarter. Write-
offs associated with U.S. sub-prime mortgages
accelerated and global liquidity contracted
sharply once again. The liquidity contraction
is best illustrated by the spread between
LIBOR [the interest rate that banks charge to
lend each other money] and U.S. Treasury
bills. A wide spread is indicative of solvency
concerns.
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The U.S. housing market is not likely to
improve for some time. Inventories of both
new and resale homes are near record levels
while sales and prices continue to slide. In
addition, the Wall Street Journal estimates
that adjustable rate mortgage resets will total
$156 billion in the 2008-2012 period and that
as much as $90 billion of those resets may be
in a negative equity position.

The soft U.S. residential real estate market
has, of course, negative implications for

consumer sentiment and spending.

The outlook is further worsened by the impact
of rising food and energy prices.

Consumer Spending as a % of Personal Income
Food, Energy, Medical, Interest and Taxes
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The consumer has become increasingly
important to U.S. economy now accounting
for more than 70% of GDP compared to 62%
in 1965. While weakness in this sector will
undoubtedly lead to slower overall growth,
strength in other sectors should mitigate the

damage.

In particular, the manufacturing and export
sectors are poised to show significant
improvement. On a real trade-weighted basis,
the U.S dollar peaked in 2002. It has since
declined by close to 25%. The sub-prime crisis
added to the pressure on the dollar in 2007 as
fears about recession and interest rate declines
rose. Nonetheless, the depreciated dollar has
led to a three decade low in relative labour
costs in the manufacturing sector and led to a
decline in the current account balance from
7% of GDP to close to 5%.




Relative U.S. Manufacturing Unit Labour Costs
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U.S. export volumes will also benefit from
continued strength in non-North American
economies. While the U.S. remains the largest
single economy, its relative importance has
declined this decade. In terms of GDP, the
U.S. now accounts for 28.5% of world GDP
compared to a peak close to 34%.

As the developing economies have increased
in relative importance, the dependence on the
U.S. for growth has declined. No doubt global
growth will slow as a result of U.S. weakness
but not the extent that might have been
expected in prior periods.
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The U.S. economy is likely to slow in the first
half of 2008 as the consumer retrenches.
the
manufacturing and export sectors should
allow growth to remain positive.

However, improvements in

The Canadian dollar rocketed higher in the
fourth quarter and briefly touched $1.10 U.S.
before retreating sharply back to below par.
The dollar closed the year slightly above par
and recorded a 25% increase versus the U.S.
dollar for the year.

Much of the most recent move seems to reflect
speculation rather than fundamentals. On a
purchasing-power parity basis some estimate
that the Canadian dollar should trade as low
as $.81 U.S.

Regardless of the reason for the dollars ascent,
the impact on the economy will be
meaningful. The following chart shows the
expected manufacturing
employment from changes in value of the

impact on
Canadian dollar.

CANADIAN DOLLAR EMPLOYMENT IMPACT
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Despite our best efforts, the Canadian
economy remains quite dependent on the U.S.
economy. The U.S. still accounts for 75% of
our exports and close to a quarter of our GDP.
Weakness there, combined with the lagged
currency effects, should
economic activity in 2008. Growth could slow
appreciably if commodity prices, particularly
oil and gas price, registered sustained
declines.

slow Canadian




INVESTMENT ENVIRONMENT

After a brief respite, turmoil returned to the
credit markets in the fourth quarter. Financial
institutions from state school boards to U.K.
banks experienced liquidity crises. In both
Canada and the U.S., commercial paper
markets remained moribund.
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There was little progress in either country in
resolving the issues related to asset-backed
commercial paper. It appears unlikely that
holders will receive full restitution. As a
result, credit availability across all maturities
continued to decline.

Global equity markets also had a difficult
quarter although most finished higher for the
year. Although markets do not appear
expensive based on trailing earnings the
concern is the outlook for profit growth in the
face of a challenged U.S. consumer and severe
strains in the financial sector.

Third quarter profit growth for the S&P 500
was the second worst in 30 years. Without
foreign generated profits, which now account
for about a third of S&P 500 earnings, the
decline would have been
pronounced. Domestically sourced profits
declined by 8.3 % while foreign sourced
earnings rose by 35%.

even more

S&P 500 EPS- FOUR QUARTER % CHANGE

RPN LY WAY
N wY W"\J VW '

a l75\ L IBUI T T 1 ISSI T 1 7T IQG\ L Ies\ LI IOUI T T 7T I05I T 2

SOURCE: Merrill Lynch

Tepid retail sales, further write-downs related
to sub-prime mortgages and weakness in
some commodity prices do not augur well for
4th quarter profits.

In Canada, corporate profits fared better,
principally because of strong performances
from commodity based companies and lower
exposure to the sub-prime markets for most
financial entities.

The expected slowdown in U.S. economic
growth does, however, cloud the outlook.

EQUITY INDICE PERFORMANCE
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Historically, Canadian markets have fared
much worse when U.S. economic growth
falters.




INVESTMENT STRATEGY

There remains a great deal of uncertainty
around the value of sub-prime related
instruments and the impacts that revaluation
might have on corporate balance sheets. In
such an environment, we think the prudent
course is to remain focused on high quality
debt instruments. As longer-term yields have
risen, we have taken the opportunity to

modestly increase average term.

As the outlook for corporate profits becomes
less clear, the ability of companies to forecast
their own earnings decline. As the chart below
shows, the percentage of positive earnings
surprises has declined and the percentage of
negative surprises has risen. These trends will
persist as economic growth slows.

S&P 500 EARNINGS SURPRISES
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In this environment, our focus is on high
quality companies with a diversified product
mix, high foreign exposure and a decided
competitive advantage.

One company that meets all of these criteria is
United Technologies Corporation. The
following chart details the geographical
revenue exposure.
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has a
base in

United  Technologies
manufacturing

strong

key
infrastructure areas. The company has seven
operating segments but three, Pratt and
Whitney, Carrier and Otis account for 85% of
revenues and 78% of operating profit. Each of

several

the three largest divisions is a market leader
and well positioned to gain market share.
Otis, for example is gaining share in the
Chinese elevator market at the rate of 1% per
year.

Net debt to equity is 1.7% and return on
equity has averaged over 20% for the past five
years. Earnings have increased, on average, by
15% over the same period. Trading at 15.7x
expected earnings and yielding 1.4%, the stock
is an excellent investment opportunity.

The first half of 2008 is certain to be

challenging. Our focus on high quality
securities should provide stable returns.
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