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Second Quarter 2009

ECONOMIC ENVIRONMENT

In sharp contrast to the first quarter, fear
evaporated in the second quarter. The return
of global confidence is best illustrated by the
guarterly performance of key asset classes in
the U.S. capital markets: the S&P 500 rose
15.9%, longterm Treasury bonds declined
8.4%, High Grade Corporate bonds increased
by 9.7% and the VIX [volatility index] fell by
40%. Sgns that the U.S. economy was no
longer in free-fall drove the improved
sentiment.

Indeed, several economic indicators released
during the quarter pointed to some
stabilization in the level of economic activity.
For example, the leading indicators for both
the U.S. economy and the OECD rose sharply,
albeit from the worst levels seen in decades.

U.S. GDP and LEADING INDICATORS
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Confidence was further boosted by the sharp
rebound in commodity prices. Rising prices
generally accompany rising levels of economic
activity. In fact, the rebound in commaodities
was so sharp that fears of rising inflation
resurged in the quarter.

The rise in inflation expectations reflects not

only the higher commodity prices but also the
massive amounts of fiscal and monetary
stimulus enacted on a global basis over the
last several quarters. Concerns in the U.S. are
heightened by the explosion in total debt as a
percentage of GDP.

TOTAL U.S. DEBT AS A % of GDP
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While it is true that some periods of large
government stimulus have been followed by
rampant inflation, it hasnot always the case.

LONG -TERM INTEREST RATES DURING
DEBT DEFLATIONS
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Inflation has not accelerated in instances




where the stimulus has occurred against the
backdrop of deflation. In the four periods
shown above, long-term interest rates, a good
proxy for inflation rates, remained low for as
long as 20 years

There are two other factors that may well
serve to mitigate inflationary pressures in t he
economy. The first is the extraordinary
amount of slack in the U.S. manufacturing
sector. Capacity utilization is at an all-time
low and 15.2% below the long-term average of
81.0%.

The second factor is the behavior of the U.S.
consumer. While the importance of the U.S.
consumer to the world economy has declined
in the past few years, U.S. consumer spending
still accounts for close to 18% of world GDP.
Faced with an unprecedented drop in wealth

from the collapse of both equity and

residential real estate prices, individuals have

started to save aggressively.

PERSONAL SAVINGS RATES
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Further increases in the savings rate to the
average seen in the 19591992 period, will
certainly place downward pres sure on prices.

The most recent economic data sugyests that
the rate of decline in world economies has
slowed appreciably. However, it is not yet
clear when a sustained recovery will begin
and how sharp that recovery will be.

After showing considerable re silience, the
Canadian economy has begun to show the
effects of the world slowdown and those
effects are widespread.
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There is no doubt that the problems in the
auto indu stry have exacerbated the situation
in our manufacturing sector. Autos account
for 14% of manufacturing output compared to
only 7% in the U.S.

As in the U.S. though, there are some early
signs that there is some stabilization in the
rate of decline in economic activity. The
improvement in commaodity prices is a boon

to the resource sectors of our economy. And,
after several months of decline, there is an
improved tone in the residential housing

market.
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As always, the timing and extent of the
recovery in Canada will be a function of the

level of global activity and, most especially,
conditions in the U.S. economy.




INVESTMENT ENVIRONMENT

World central bankers continue to signal that
administered rates are likely to remain low

well into 2010. Bank of Canada Governor
Carney stated explicitly that there would be

no increases until mid-2010, at the earliest.
Although long -term U.S. Treasury yields have
risen, that appears to be more a result of
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an expectation of an interest rate increase The
decline in corporate bond spreads is also an
indication of higher confidence.

The increased confidence in the stability of
world financial markets is demonstrated by
the performance of the TED spread, the most
commonly used measure of systemic risk.

TED SPREAD
[ T-Bill and Euro -dollar rate spread]
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The current measure of 86 is well below the
long-term average of 108 and only slightly
above the median of 78.

Global equity markets also have recovered
meaningfully from the lows seen in March.
However, the rally still leaves the broad
averages more than 40% below the 2007 highs.

The decline in equity values, while large in an
historical context, is consistent with the
decline in corporate profits as a share of GDP

seen in this cycle.
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Despite the record decline, corporate profits
share of GDP is only at about the level seen in
past recessions.

The capital markets environment of the past
two years has produced the worst relative
performance of equities to bonds since the
t ¥.zThe following chart tracks the 10-year
total return of the S&P 500 minus the 10year
total return of the long -term Treasury bond.

EQUITY RETURNS VERSUS BOND RETURNS
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The relative performance of stocks could
certainly decline further. However, history
would suggest that a sustained period of
equity outperforman ce is likely to follow.




