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QUARTERLY COMMENT

First Quarter 2008

ECONOMIC ENVIRONMENT

The U.S Federal Reserve moved aggressively,
during the first quarter to stabilize global
credit markets. In addition to cuts to the
discount rate, the Federal Reserve relxed
borrowing standards and increased eligible
participants for discount window activities. It
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are able to borrow at the discount window.
Despite these efforts, Bear Stearns, a venerable
U.S. investment bank, approached collapse in
mid -March. With the backing of the Federal
Reserve, JPMorgan purchased the company
for $10 per share Bear Stearns had traled as
high as $160 per share in May 2007.By
guarter-end, calls for increased regulation of
financial institutions led to sweeping reform
proposals from Treasury Secretary Paulson.

The root source of the credit strains is the U.S.
residential mortgage market. As conditions
have continued to deteriorate in residential
housing, the valuations of a wide variety of
derivative instruments based on residential
mortgages have fallen markedly. The
valuation decline spread to other derivative
products as investors sought both simplicity
and transparency.

There is little sign of improvement in the
housing market: prices continue to fall,
inventory levels are at record levels and the
pace of both defaults and foreclosures
continues to rise. The one sign that a
bottoming process has begun is in the
affordability index. This measure combines
mortgage rates and house prices to determine
how affordable the housing market is. As the
following chart depicts, this index has
improved rapidly over the past year and is to

a level consistent with improvement in

residential housing conditions.

HOUSING AFFORDABILITY INDEX
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U.S. consumer confidence has fallen along

with the decline in many economic indicators.

The expectations index measures consumer
optimism about economic conditions over the

next 6 months. It has fallen at the third fastest
pace on record over the last three months.

Because of the close correlation between

consumer confidence and consumer spending

the prospects for a U.S. recession have risen
markedly.

CONSUMER EXPECTATIONS AND SPENDING
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Whether or when the U.S. economy entered
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several months. However, it does seem
apparent that the economy has entered a
period of slowing grow th. The depth and
duration of the slowdown will be determined,

in part, by the monetary and fiscal policy
responses. Certainly the Federal Reserve has
moved decisively and indicated the
willingness to take further steps to ensure
financial stability as well as to positively
impact economic growth . On the fiscal side, a
stimulus package of $150 billion should reach
consumers by early summer. These measures,
taken together, should begin to impact the
economy positively in the latter part of the
year.

The other major determinant of U.S. economic
growth is the export sector. Despite rapid
growth in the emerging economies, exports
have been declining in importance to the
overall economy for much of the past decade.
However, the slowing U.S. economy and
rapid int erest rate cuts have pushed the U.S
dollar to multi -year lows against most other
currencies. As a result, American goods have
become more competitive on a global basis.

EXPORTS AND REAL GDP
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The improved performance of the export
sector is expected to mitigate some of the
negative effects of the consumer spending
slowdown on the economy as a whole.

The weak U.S. dollar also contributed to
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index to a record level. The correlation
between the level of the Canadian dollar and
commodity prices is high.

COMMODITY PRICES AND THE DOLLAR

BoC commodity price index (LHS)
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Just as the declining U.S. dollar has
contributed to increased U.S. export volume s,
our strong dollar has led to significant fall in
our merchandise trade surplus.

MERCHANDISE TRADE SURPLUS
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The Canadian economy has become less
dependent on the U.S. economy over the past
decade as the demandfor commodities has
been increasingly driven by demand from the
emerging economies.

Nonetheless, dower growth in the U.S. can be
expected to contribute to a further decline in
trade balances and general Canadian
economic growth. The IMF estimates, for
instance, that for every 1% decline in U.S.
GDP, Canadian GDP can be expected to fall
by 0.50-0.75%.
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INVESTMENT ENVIRONMENT

Record prices for commodities have led to
renewed concern that higher U.S. inflation
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to cut interest rates further. However,
currency moves account for a meaningful part
of changes in domestic inflation rates. The
following chart illustrates the very different
experiences in Canada and the U.S. as the
respective currencies have moved in opposite
directions.
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In the past, rising food and energy prices have
only affected core inflation rates when those
changes are reflected in rising real labour
costs. Real wages do not typicaly rise in a
slowing economic environment unless there
are automatic cost of living adjustments. The
decline in the percentage of unionized
workers in the North American work force

reduces the likelihood that rising inflation

rates will pass through to cor e inflation rates.

One of the hallmarks of the last five years has
been complacency about risk. Nowhere was
that more evident than in the narrow spreads
more risky bonds traded at relative to
government bonds. As the credit crisis
deepened in the first quarter, quality spreads
in the U.S. bond market widened to 2002
levels. As is typical, stock market volatility
rose as these spreads widened.

VOLATILITY [VIX] AND CREDIT SPREADS
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In addition to showing increased volatility,
most global equity markets declined in the
quarter. The S&P 500 fad its worst quarter in
terms of return since 2002 Corporate profits
for the four quarters ended December 2007
declined 18.6% driven largely by sub -prime
write -offs.

As fourth quarter profits were
another trend became apparent.

reported,

GAP BETWEEN REPORTED AND OPERATING EPS
S&P 500
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One of the characteristics of the tech bubble
was deterioration in the quality of reported
earnings. As that bubble burst, quality
improved. After five years of gains in quality
a sharp reversal is apparent in the fourth
quarter reporting.

While most equity markets appear reasonably
priced, lower quality earnings reports increase
the risk of valuation discrepancies.




INVESTMENT STRATEGY

The credit shocks of the last several months
have led to a widening of quality spreads. But,
as the following chart illustrates, corporate
spreads are not wide by historical standards.

BAA CORPORATES VS. 10-YEAR TREASURIES
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In our view, the risks in the credit markets
remain high. Our focus is on high quality
fixed income vehicles and we will continue to
avoid issues such as assebacked commercial
paper.

In the last decade the correlation between the
returns of global equity indices has increased.
For example, the correlation between the
returns of the S&P 500 and the EAFE indexis
currently almost 100%. It now seems the
foremost way to tap into the high growth
areas of the world is to focus on individual
companies with a major presence in the most
rapidly expanding regions .

Large multi-national companies based in
North America or other developed countries
are, in our view, the best way to capitalize on
the rapid economic expansion of the emerging

For example, Procter and Gamble is a world -

class consumer products company with

operations in more than 80 countries. Sales to

emerging markets have grown from 17% of

total sales in 201 to 26% today and are

forecast to reach 35% by 2010. Earnings
growth, as a result of both margin

improvement and increased penetration of

emerging markets, is forecast at B% for the

next three years. Procter and Gamble has a
strong balance sheet and hasaveraged an

ROE of close to 20%. Trading at 18.4&

expected 2008 earnings and yielding 1.9 the

stock is an attractive investment. And, as

shown below, the stock has been an especially
strong performer in weak economic

environments.

AVERAGE PERFORMANCE .PAST 5 RECESSIONS
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Capital markets are likely to remain volatile
over the next few months. Our focus on high
quality stocks and bonds will limit the
volatility risk and can be expected toprovide

markets. Generally, these companies are superior returns over both the longer term
financially strong and broadly diversified. and in an improved investment climate.
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