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AROUND THE WORLD

A risk factor
in global growth

The sudden
prompted by the U.S. housing bust triggered

turn to risk aversion
the biggest credit crisis in a decade. The ma-
jor central banks injected volumes of liquidity
into their banking systems to keep them oper-
ational. Can overseas economies dodge the
bullet of the U.S. housing crisis? The global
expansion continues undaunted so far, but the
risks have increased as a spillover from a U.S.
consumer slowdown becomes more likely.

It is true that the U.S. is no longer the
main driver of global growth and that China
and India are leading actors. Yet U.S. con-
sumers are still heavyweights in the world
economy. ©he rapid expansion of interna-
tional trade in recent years has made econo-
mies much more interdependent than before,
and the U.S. is the world's largest market for
other countries' exports, buying almost 20%

of them. In other words, a U.S. consumer

UNITED STATES

slowdown will ripple up the chain of produc-
tion, including its Asian links. China is at
particular risk of overcapacity from its expo-
sure to swings in U.S. import demand. The
Asian growth powerhouses are not immune
to a U.S. recession.

In Europe, consumer confidence has been
eroding in step with a marked cooling of the
economy. Growth fell in the second quarter to
a quarterly rate of just 0.3%. In the current
tense climate, many observers think the Euro-
pean Central Bank has just about finished
tightening. A question mark also looms over
the Japanese recovery, which is still largely
export-driven.

In sum, the global economy will continue
to be fuelled by Asian strength in 2008, but
Asia is not invulnerable to a U.S. downturn.
The global expansion is likely to cool to about

4% next year.

A downturn is now more likely

Though as yet there is little sign of a
spillover to the economy as a whole, the U.S.
housing slump and subprime mortgage de-
faults have knocked the financial markets for
a loop. The reality check presented by these
developments has shifted the mood of many
investors from excessive risk appetite to cau-
tion. The result has been a great deal of vola-
tility in financial markets and a sharp rise in
the risk premium on many types of corporate
securities.

By all appearances, the U.S. housing bust

will take months to play out. Though home-
building has slowed sharply, the glut on the
market is still growing. At this writing the ratio
of inventory to monthly sales is 9.2 months for
existing homes and as much as 11.9 months
for the condo segment. One implication is a
further decline of home prices, already down
9% in real terms from the peak of late 2005.
Meanwhile, the U.S. Federal Reserve has be-
gun to worry publicly about the consequences

of the slump for the rest of the economy.
(CONTINUED ON PAGE 3)



CAPITAL MARKETS

Central banks to the rescue?

Investors were much encouraged in the
first half of 2007 by profits well above ex-
pectations, by a wave of mergers and ac-
quisitions and by a prospect of prolonged
economic expansion undeterred by the
U.S. housing slump. Then in June came a
warning shot: the collapse of two hedge
funds due to losses in subprime mortgage
lending. Investors suddenly began to see
the prevailing returns on debt securities as
inadequate to the risk, and risk premiums
have been widening ever since. In August
the credit turmoil spread to North Ameri-
can stock markets. The Dow Jones Indus-
trial Average ended a record bull run on
August 16 when it closed more than 10%
down from its July 19 peak. It had gone
1662

correction.

trading days without such a

Global stock prices rebounded when
the Fed cut its discount rate halfa point on
August 17 and promised to "act as
needed"

The prompt response of central banks in

to calm the financial markets.

pumping liquidity into the conventional
banking and brokerage system — in greater
volume than at any time since 9/11 — was
a step in the right direction and helped
stabilize the markets at least temporarily.
Following in this course, on September
18th, the Fed cut its discount rate a fur-
ther half a percent, and took the opportu-
nity to reduce the Fed Funds rate by an
equal amount.

Is the worst behind us? At this writing
we cannot exclude the possibility that fi-
nancial markets will remain volatile for
some time, not least because hedge-fund
positions, and therefore hedge-fund lever-
age, are not public knowledge. Central
bank interventions targeted the daily li-
quidity needs of regulated financial insti-
tutions — bankers and brokers — but did

not oblige them to help out financial

players that had taken on too much credit
risk and market risk when the good times
were rolling.

Wall Street is hoping the Fed will res-
cue financial markets with substantial rate
cuts. That would create its own problem —
a temptation to act recklessly on the assur-
ance that someone else will clean up the
mess. If the past is a guide, investors
should avoid putting too much faith in the

ability of central banks to manage the
business cycle, even through rate cuts, es-
pecially when a housing bubble is bursting
as in the U.S. at present. That lead time
of 6 to 18 months for a shift in monetary
stance to take full effect on the economy
means that the monetary tool is not sophis-
ticated enough to offset a shift in mood

from risk appetite to risk aversion.

CANADA

Still robust, but
for how long?

The Canadian economy has been
doing very well this year. The unem-
ployment rate is close to a record low,
household incomes are growing nicely,
consumer spending is way up and, in
contrast to the U.S., home prices are
still rising.

The country's very healthy funda-
mentals have not prevented a sharp
tightening of its financial conditions in
recent weeks due to the global crunch in
asset-backed money market securities
and other forms of liquidity. No one can
say for sure how long the bloodletting
will last in asset-backed commercial pa-
per, a market that supplies 51% of
short-term corporate borrowing.

On the plus side, Canada's terms of
trade remain favourable and the absence
of home-price deflation on this side of
the border makes consumers more resil-
tent. In addition, the health of federal
public finances and the tameness of in-
flation give the central bank and the fed-
eral government ample leeway to inter-
vene in support of the economy. Once
again this year Ottawa is running a fiscal
surplus in excess of budget, even after

last year's $5-billion cut in the goods
and services tax.

Yet it would be naive to think
Canada can sail untouched through
a severe U.S. consumer slowdown.
About one-third of all Canadian
the United
States. The International Monetary
Fund (IMF) that a

one-percentage-point difference in

production goes to
estimates

the U.S. growth rate generally trans-
lates into a half-point difference in
Canadian growth. We think net ex-
ports are likely to weigh on growth
more than we previously expected.
The tightening of financial condi-
tions due to the world credit squeeze,
combined with lower expectations
for the U.S. economy, has tipped the
balance of risk in Canada from infla-
tion to economic slowdown. We ac-
cordingly think the Bank of Canada
is likely to cut its policy rate about
half a point in the coming quarters as
the economy slows to a pace below its
capacity. We now expect real GDP
growth of about 2.2% in 2008, down

from our previous outlook of 2.8%.




ASSET MIX

A little more prudence is in order

In light of the rather turbulent markets
we witnessed over the summer, and given
that our near-term outlook suggests that
we could be in for more of the same, we
have made some adjustments to our model
portfolios. In times of uncertainty, cash is
king, as the old saying goes. With this in
mind, we have decided to modestly de-
equity
weightings in order to add to our cash po-

crease our fixed-income and
sition. Although fixed-income securities
have performed well over the last few
months, interest rates are still quite low,
dampening our enthusiasm for this asset
class somewhat. For this reason, we have
trimmed our modest overweight recom-
mendation for fixed income back to neu-
tral across our different models.

With regards to equities, we had al-
ready adopted a cautious stance, having re-
duced total equity exposure to an under-
position some months

weight ago.

However, until now, our modest

(CONTINUED FROM PAGE 1 “United States”)

With good reason, in our view. The
uncertainty originating in the housing
market is a risk to the economy as a
whole. What kind of landing is in store?
The experience of recent decades in
many different countries shows that the
implosion of a housing bubble tends to be
followed by a severe economic downturn.
A housing bust tends to have twice the ef-
fect on the economy as the bursting of a
stock market bubble, because it deals a
heavier blow to consumer spending, the
dominant component of GDP. One ma-
jor reason for this is the tendency of finan-
cial institutions to respond by restricting
credit, a response that typically amplifies
the downswing. It seems almost inevita-
ble that U.S. consumers will ighten their
purse strings in the quarters ahead.

At this writing the financial markets

underweight recommendation has been
solely focused on the Canadian market.
We are now extending the recommenda-
tion to be slightly underweight to both U.S.
and foreign equities as well. As is the case
with what we have taken out of fixed-in-
come, the proceeds of all our equity reduc-
tions are going into cash.

In terms of specifics for our Balanced
Portfolio profile, we are reducing our
fixed-income exposure by 2%, thereby
bringing our recommended weighting
down to a neutral 50%. Likewise, U.S.
and foreign equities are each being cut
back by 1% to recommended weightings
of 14% and 9% respectively. The 4%
taken out of equities and fixed income is
directed towards cash, pushing up our rec-
ommended weighting for this asset class to
7%. Proportional changes are also made
to our Income and Conservative Portfolios
which are more focused on capital protec-
tion, as well as our Growth and Maximum

are looking to the central banks to set
things right. They anticipate a series of
interest-rate cuts to keep the economy
expanding. While it is true that the Fed
cannot remain inactive and a new phase
of U.S. monetary easing is probably
imminent, such action is less effective
when a bubble is popping. Not only do
rate cuts take 6 to 18 months to work
through the economy — a long time in a
crisis — but their expansionary effect
will be mitigated this time around by a
higher rate of saving as U.S. house-
holds rebuild their nest eggs.

For this reason we will not be sur-
prised if the U.S. economy slows
sharply over the remainder of this year
and in 2008. The threat is such that we
have raised our odds of a U.S. recession
to 50%. Our baseline scenario for U.S.
growth in 2008 is only 1.6%.

Growth Portfolios at the other end of the
spectrum.

A more prudent stance is also reflected
in our sector recommendations. We think
defensive sectors like Consumer Staples
and Utilities will out-perform in today's en-
vironment. Even Consumer Discretionary
sub-sectors that are arguably more "essen-
tial" in terms of day-to-day living could do
well. This would include broadcasting, ca-
ble and publishing. On the flip side, we
currently recommend reduced exposures to
more cyclical areas like Energy and Mate-
rials. Within the latter, we make an excep-
tion for Golds, as they could very well play
their traditional role as a safe-haven refuge.

As always, a well-diversified portfolio
within the particular confines of your own
personal risk tolerance will go a long way
in allowing you to navigate these more
troubled waters.

OUR FORECAST

FORECAST

2005 2006 2007 2008

Gross Domestic Product (%)

Canada 3.1 2.8 2.5 2.2
U.S. 3.2 3.3 1.8 1.6
Inflation (%)
Canada 2.2 2.0 2.3 1.7
U.S. 3.4 3.1 2.8 2.0
Sept. 19, 07 Sept. 2008
Short-term rates (T-Bills, 91-Day) (%)
Canada 4.1 3.80
U.S. 3.91 3.65
10-year bond yields (%)
Canada 4.40 4.27
U.S. 4.55 4.14
30-year bond yields (%)
Canada 4.47 4.37
U.S. 4.84 4.58
Canadian dollar U.5.$0.99 U.5.$1.00

S&P / TSX Sector Rotation

Overweight Underweight
Consumer Energy
Discretionary Materials
Consumer Staples (Except Golds)

Utilities Financials




Investment Strategy, October 2007

MODEL PORTFOLIOS

Income Portfolio

Investor Profile : You want to preserve your

Change from

ital tablish f veriodici Minimum/ Recommended Previous

Cap.l or esta .ls a source of periodic 1nco'me Asset Class Maximum Benchmark Weighting Quarter

to finance ongoing expenses. You do not find i ) ) ) .

the stock market very attractive because of its Cash equivalents 0% to 20% 10% 14% +5

volatility, but you are not against the idea of in- | Fixed-income (duration: 6.0 years) ' | 60% to 100% 70% 70% -3

vesting a small part of your portfolio in sto.cks, Canadian equities 10% 8% _

mainly to counteract the effects of inflation.

Your tolerance for risk is very low. U.S. equities 0% to 30% 5% 4% -1
Foreign equities 5% 4% -1

Conservative Portfolio

Investor Profile : On the whole, you want | Cash equivalents 0% to 15% 5% 10% +5

your portfolio invested in fixed-income Fieedi uration: 6.0 1 50% to 80% 0% 0% 5

securities. Although you can tolerate limited |~ ¢ -income (duration: 6.0 years) 0 to 607 0 0 -

volatility to ensure that your assets will grow, | Canadian equities 10% 8% -

you prefe.r havmgg portfolio consisting mainly U.S. equities 20% to 45% 10% 9% R

of fixed-income investments for reasons of

stability. Your tolerance for risk is low. Foreign equities 10% 9% -1
Alternative investments 2 0% to 10% 5% 4% -

Balanced Portfolio

Investor Profile : You give equal weight to | Cagh equivalents 0% to 20% 0% 7% +4

income and capital growth. You can tolerate Fixed: duration: 6.0 | 30% to 65% 0% 50% ;

moderate volatility to ensure the growth of your | = “co Heome (duration: 6.0 years) 010 657 0 0 -

capital, but you prefer having a portfoliowitha | Canadian equities 15% 12% -

significant exposure to fixed-income securities | ;o equities 30% 1o 65% 15% 14% R

for reasons of stability. Your tolerance for risk

1s average. Foreign equities 10% 9% -1
Alternative investments 2 0% to 15% 10% 8% -

Growth Portfolio

Investor Profile : Your main goal is capital | Cagh equivalents 0% to 25% 0% 9%, +4

growth. Although you can tolerate greater [ _ ]

e . Fixed-income (duration: 6.0 years) ' 25% to 45% 35% 35% -2

volatility in order to increase the value of your

assets, you are not prepared to invest your | Canadian equities 20% 16% -

e'nf{lr.e Epli:foho in stocks. Your tolerance for U.S. equities 40% to 75% 15% 14% R

risk 1s high.
Foreign equities 15% 14% -1
Alternative investments 2 0% to 20% 15% 12% -

Maximum Growth

Investor Profile : You want to maximize the | Cagh equivalents 0% to 30% 0% 12% +6

eventual return on your capital by investing all Fieedi uration: 6.0 1 0% 10 30% 20% 20% 5

or most of your portfolio in the stock market. [n | -~ Xe¢Heome (duration: 6.0 years) 0 to 507 0 0 -

doing so, you accept higher volatility of your | Canadian equities 20% 16% -

Investment returns in th§ hope that these re- U.S. equities 55% 10 100% 20% 18% 9

turns will ultimately be higher. Your tolerance

for risk is very high. Foreign equities 20% 18% 2
Alternative investments 2 0% to 25% 20% 16% -

1) Includes conventional and real return bonds. Benchmark = 75% SC Universe Index, 25% SC RRB Index
2) Includes hedge funds and real estate. Benchmark = 50% Tremont Hedge Fund Index, 50% S&P TSX Cap REIT Index

The particulars contained herein were obtained from sources which we believe reliable but are not guaranteed by us and may be incomplete. The
opinions expressed are based upon our analysis and interpretation of these particulars and are not to be construed as a solicitation or offer to buy or
sell the securities mentioned herein. The Firm may act as financial advisor, fiscal agent or underwriter for certain of the companies mentioned
herein and may receive a remuneration for its services. The Firm and/or its officers, directors, representatives, associates, may have a position in the

securities mentioned herein and may make purchases and/or sales of these securities from time to time in the open market or otherwise.

MEMBER.
p—





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


