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QUARTERLY COMMENT

Third Quarter 2008

ECONOMIC ENVIRONMENT

The impacts of the year-old global credit crisis
intensified during the third quarter and
ushered in a new financial landscape.
September saw several seismic events: the
nationalization of Fannie Mae and Freddie
Mac, who together hold almost half of the U.S.
residential mortgages; the collapse of Lehman
Brothers, a 160 year-old investment bank and
the sale of Merrill Lynch to Bank of America;
the conversion of both Morgan Stanley and
Goldman Sachs into commercial banks; the
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and, the rescue of several banks in the U.S.
and Europe. These events led to widespread
fear across global capital markets.

A common measure of the level of concern in
capital markets is the TED Spread measure -
the difference between three-month U.S.
Treasury Bills [considered the risk-free rate]
and LIBOR [London Inter Bank Offered Rate-
the rate at which banks will lend to each
other]. When institutions are worried about
the health of the financial system the rate at
which they will lend to other institutions rises.
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As the chart shows, the TED spread rose
sharply in September to levels not seen in 25
years. However, the chart also shows that the
TED Spread has been higher in past periods of
crisis.

As the quarter ended, the U.S. Administration
was preparing to enact several measures
designed to minimize the economic impacts of
recent events. Measures contemplated
included sizeable injections of liquidity by the
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protections for bank deposits and facilities to
remove the more troublesome assets from
financial institutions. Several other
governments were also proposing additional
measures to stabilize the markets. Together
these proposals can be expected to boost
confidence in the integrity of the global
financial system.

The precipitating factor in all of these events is
the collapse of global housing markets,
particularly in the U.S. Virtually all of the
troubled financial institutions had exposure to
derivative products based on residential
mortgages and had assumed excessive
leverage against those products. The rush to
improve balance sheets through deleveraging
led to a downward price spiral and produced
severe strain for the most levered companies.

A recent study produced by the IMF
examined 114 periods of housing market
declines in 21 OECD countries since 1960. On
average, the declines lasted 18 quarters and
the median house price fell 30%. Prices in the
U.S. housing market peaked in mid-2006 and
are down 20% from there. If this correction




follows historical patterns, prices are about 2/3
through the average decline and at the
halfway mark in terms of duration.

Interestingly, this same study showed that the
periods of economic slowdown associated
with housing declines are much shorter in
duration. The following chart shows the
duration, in quarters, of periods of economic
slowdown associated with various economic
situations.
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Slower U.S. economic growth seems likely in
the coming quarters as the consumer
retrenches in the face of tightened credit
conditions. Global growth can be expected to
slow as well. However, the high levels of
Asian growth should cushion the downward
pressure from the G-7 countries.
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The Canadian financial system, while not
immune to the global credit contraction, has
fared relatively well to date. Our better
performance is due to many factors but
perhaps most to the conservative practices of
the Canadian banks. As the chart below
shows, the development of derivative
products based on residential mortgages
barely rose over the past decade - a stark
contrast to the U.S. experience.
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However, Canada cannot expect to entirely
avoid the impacts of global events.
Commodity prices have retreated sharply in
the face of reduced funding for speculation
and lowered expectations for global growth.

COMMODITY FUTURES PRICE INDEX [CRB]
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Lower commodity prices will slow Canadian
economic growth and continue to exert
downward pressure on currency exchange
rates.




INVESTMENT ENVIRONMENT

Fixed income markets reacted strongly to the
string of bank and insurance company failures
and bailouts. At one point in September, risk
aversion was so strong that one-month U.S.
Treasury bills briefly traded at a negative
yield. Previously, this had only been seen in
Japan and Switzerland. Risk premiums for
bonds rose to record levels while the risk
premiums for equities reached decadesz high
levels.
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Fear was also present in the money markets as
fund redemptions approached $100 billion in
one week and some funds were close to

As fixed income markets froze, world equity
markets declined. In U.S. dollars, all equity
indices in the Dow Jones Global Index posted
a negative return. The Russian stock market,
which was closed for several days, fell more
than 40% in the quarter. Even though the U.S.
is at the epicenter, the Dow Jones was only
down 4.4% compared to the 22% decline
recorded by the Dow Jones World Index,
excluding the U.S. The Canadian index had a
difficult quarter and registered a -19.4%
return.

A well-regarded indicator of equity turmoil is
the VIX index which measures volatility on
the S&P 500.
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for realizing a loss. Calm was restored with a
U.S. government backstop of $50 billion.

The total size of global government funding
for the crisis will likely be in the trillions.
Normally such government intervention
would raise inflation expectations. For the
moment, the deflationary effects of the
housing market and slide in commaodity prices
offset these pressures. Central Bank interest
rate policy is expected to remain benign until
normalcy is restored to the credit markets.

In the past, VIX index readings approaching
45 have been associated with market bottoms.
Certainly this was the case in 1998 and 2003.
Current prices do seem to assume a very
negative outlook.

The environment is likely to remain difficult
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iniatives are apparent. We anticipate that
these initiatives will be successful over the
medium term.




INVESTMENT STRATEGY

This credit cycle has been an especially
difficult one. Our strategy of holding the
highest quality fixed income instruments has
provided excellent capital preservation.

The unprecedented nature of this financial
crisis has led to historically wide -credit
spreads. Although Canada has avoided the
brunt of the crisis, corporate spreads widened
appreciably in the past several months. Unlike
in the past several years, investors are now
being compensated for assuming additional
credit risk.

5-YEAR CANADIAN CORPORATE SPREADS
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We are carefully examining opportunities in
the high-quality corporate tiers.

Corporate profit margins are expected to be
under pressure as the effects of the financial
strain spread to the broader economy. In such
an environment we think it is especially
important to focus on companies with strong
balance sheets, well-defined growth plans and
high earnings visibility.

Laura Wallace Alain Agostini

Robert Hill
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pipeline and energy infrastructure companies.
Almost 80% of its earnings come from locked-
in, volume insensitive, long-term shipping
contracts. The company has identified growth
opportunities for the next 5 years which are
expected to produce annual earnings growth
of 10%. The current dividend vyield is 3.2%
and the annual dividend is also expected to
rise at a 10% rate. Debt-to-total capitalization
is 65%, a good level for a regulated entity.
Return on equity has averaged 15% over the
past ten years.

Despite the regulated nature of its business,
Enbridge has provided consistently high
shareholder returns over the past 10 years
through a combination of capital appreciation
and rising dividends. In fact, over the past 54
years, total shareholder returns have averaged

13%.
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The best long-run investment opportunities
are often found when the outlook is the
bleakest. We anticipate that the next few
months will provide such opportunities.
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