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  AROUND THE WORLD  

The U.S. no longer the
global growth driver

The U.S. econ omy is still the world's larg est,

but emerg ing Asia is ex pand ing so rap idly that

this year, for the first time on re cord, China and

In dia com bined will make a larger con tri bu tion to

global growth. The two Asian gi ants to gether ac -

count for 21% of the world's econ omy but 45% of

its ex pan sion.

De spite China's many ef forts to rein in its

boom, it has grown faster in 2007 than in 2006

and at last re port its econ omy was more than 11%

larger than a year ear lier. In dia's boom, mean -

while, is be gin ning to re act to past tight en ing by its 

cen tral bank but is un likely to slacken much in

2008. With the OECD econ o mies ex pected to

de cel er ate, emerg ing Asia will largely dom i nate

world growth next year.

Yet while global ex pan sion has been very ro -

bust so far, it faces in creas ing risks. The G 7 coun -

tries seem on the verge of slow down, with the U.S.

an es pe cially large cloud on the ho ri zon. The fi nan -

cial mar ket tur moil that be gan in Au gust has forced

cen tral banks to pump li quid ity into money mar kets

to sta bi lize the sup ply of short-term credit. The

U.S. Fed eral Re serve has been eas ing since Sep -

tem ber. The Bank of Eng land has eased for the

first time in two years, the Eu ro pean Cen tral Bank

has ceased its tight en ing, and in mid-De cem ber,

these three cen tral banks and two oth ers an nounced 

they would work to gether to re store li quid ity to the

mar kets, in their first ma jor joint ef fort since 9/11.

In Eu rope, the pros pects for 2008 are shaded

by a com bi na tion of past rate rises, a stron ger euro, 

an ex pected slow down in global de mand and a

rise in the cost of credit due to the li quid ity cri sis.

The ECB will at the same time need to keep an

eye on in fla tion ex pec ta tions, cur rently on the rise.

The risk of a sec ond round in wages as the la bour

mar ket tight ens fur ther - with in fla tion run ning

over the 2% tar get - will re quire at ten tion from the

con ti nen tal mon e tary au thor ity if it is to pre serve

its inflation-fighting credibility.

As for the ac cu mu lat ing risk to the world econ -

omy as a whole, lead ing in di ca tors show in creas -

ing signs of weak ness, oil is close to $100 a bar rel,

fi nan cial tur bu lence has yet to sub side fully and

the world's larg est econ omy is down shift ing. The

global econ omy, com ing off its best run in more

than 30 years, is likely to grow very re spect ably but 

less spec tac u larly in 2008 - about 4%, or one per -

cent age point less than in 2007.

  UNITED STATES  

Continuing expansion,
rising headwinds

The U.S. hous ing mar ket be gan its de scent

to earth in 2007, af ter sev eral years of eu pho ria in 

which some house holds found them selves trad ing 

their real prop erty as if it were highly liq uid pa -

per. The num ber of un oc cu pied homes for sale is

a re cord 3 mil lion. The me dian sale price is down 

al most 10% in nom i nal terms from its re cent peak 

– the larg est drop in almost 50 years. 

This slump has so far had few ill ef fects on the

rest of the U.S. econ omy, as at tested by the low

un em ploy ment rate. Yet an IMF study of

20 hous ing bub ble in 14 coun tries since 1970

finds that real es tate busts are very hard on con -

sumer spend ing growth. Given the anti-wealth ef -

fect of home-price de fla tion, com bined with the

(CONTINUED ON PAGE 3)



  CAPITAL MARKETS  

A return of volatility
 For fi nan cial mar kets, the year has been

rich in emo tion and plot turns. It be gan with

an ex ten sion of the rally un der way since early

in the de cade, with cor po rate earn ings con tin -

u ing to grow at dou ble-digit rates. Abun dant

li quid ity and cheap cap i tal led to an un prec e -

dented wave of merg ers and ac qui si tions in

Can ada and abroad.

Then dur ing the sum mer, a cri sis in U.S.

mort gage credit scram bled the cards. Risk pre -

mi ums rose sharply as fi nan cial in sti tu tions,

doubt ing the qual ity of their com pet i tors' as sets, 

be came re luc tant to lend to each other.

Home-price de fla tion forced a se ries of write-

down an nounce ments by fi nan cial in sti tu tions.

One con se quence was a re turn in force of vol a -

til ity, largely ab sent since 2003. An other was

the first S&P 500 cor rec tion (10% or more) in

1,154 days. The U.S. stock mar ket bench -

mark has seen 43 such cor rec tions since the

Sec ond World War, and about a quar ter of

them have deep ened to a de cline of 20% or

more.

In ves tors have been re as sured to some ex -

tent by the re peated in ter ven tions of the U.S.

Fed eral Re serve. At this writ ing, af ter the three 

Fed rate cuts of Sep tem ber, Oc to ber and De -

cem ber, U.S. stock in dexes have re gained

much of their lost ground. The story is sim i lar

in Can ada, whose stock mar ket is headed for a

fifth straight year of pos i tive re turns in 2007,

the first such run in al most 20 years. More over,

the rise of the loonie means that the do mes tic

mar ket has been pro vid ing Ca na dian in ves tors

with better re turns than the U.S. mar ket. Over

the last five years, for in stance, the re turn of the

Ca na dian mar ket has av er aged 17.9% an nu -

ally. Over the same pe riod, the re turn of the

S&P 500 has av er aged 11.8% an nu ally in

U.S. dol lars but only 2.5% in Ca na dian dol lar

terms. For a Ca na dian in ves tor, loonie ap pre ci -

a tion has al most wiped out the very re spect able

U.S.-dol lar re turns of the U.S. mar ket over the 

last 12 months, three years, five years and

ten years.

  CANADA   

Well-positioned to brave
headwinds from the south

Can ada's do mes tic de mand has been

very strong, the main stay of its econ omy. The 

coun try has gained no fewer than 226,000

new jobs in the last six months, leav ing the

un em ploy ment rate at a 30-year low and

full-time em ploy ment at an all-time high.

The Ca na dian econ omy is now op er at ing

slightly above ca pac ity.

Over the next 12 to 18 months Can ada is 

likely to ride out a U.S. slow down more suc -

cess fully than in pre vi ous cy cles. In con trast

to the U.S., its hous ing mar ket is do ing well.

The na tion wide av er age home price is still

ris ing 10% or more an nu ally, buoy ing con -

sump tion. Also, Can ada re mains a net ex -

porter of re source com mod i ties, whose prices

are at his toric highs. Busi ness is es pe cially

good in the west ern prov inces, which are

likely to main tain their lead over the two

cen tral prov inces in the com ing year. Pub lic

fi nances are in very good shape, leav ing Ot -

tawa with con sid er able fis cal room to cush -

ion the shock of a U.S. down turn.

Of course, Can ada is still highly ex posed 

to the U.S. busi ness cy cle. Ca na dian man u -

fac tur ers will once again face stiff chal lenges

in the year ahead, since the loonie will con -

tinue to trade in the neigh bour hood of par

and U.S. con sum ers will be run ning out of

gas. Can ada is likely to re main among the

G 7 frontrunners, but its econ omy will prob -

a bly de cel er ate in 2008. We an tic i pate

growth of about 2.0%, ac com pa nied by

some mon e tary eas ing – about half a point –

as the Bank of Can ada uses op tion room cre -

ated by the disinflationary ef fect of cur rency

ap pre ci a tion.

What to ex pect
in 2008

The shock waves ra di at ing from the col -

lapse of the U.S. hous ing bub ble have spilled a

great deal of ink. They are likely to spill more in 

the months ahead, and mar ket par tic i pants are

more than ever di vided about the fu ture.

At this writ ing, Wall Street is hop ing the

Fed eral Re serve will con tinue rid ing to its res cue 

with a pan o ply of tools in clud ing dras tic cuts in

in ter est rates. This would amount to a moral

haz ard - a temp ta tion to act reck lessly on the un -

der stand ing that some one else will clean up the

mess. More over, re peated in jec tions of li quid ity

by cen tral banks, in clud ing Fed rate cuts to tal -

ling one per cent age point to date, have al ready

got the stock in dexes mostly back on their feet.

If the past is a guide, in ves tors should avoid

over es ti mat ing the abil ity of cen tral banks to

bring about a soft land ing (es pe cially when a real 

es tate bub ble is burst ing) or their abil ity to elim i -

nate the in her ent risks of hold ing fi nan cial as sets. 

As Fed chair man Ben Bernanke re cently noted, 

the role of a mon e tary au thor ity is to main tain the 

con di tions for a non-in fla tion ary ex pan sion, not

to limit the losses of par tic i pants who have

(know ingly or oth er wise) taken too many risks.

At this point the main threat to the U.S.

econ omy is that the hous ing bust will spread to

con sumer spend ing and other sec tors through a

tight en ing of the con di tions on which house holds 

and busi nesses can bor row. Mean while, in spite

of the U.S. bond mar ket and an in creas ing num -

ber of econ o mists see ing sig nif i cant odds of re -

ces sion south of the bor der, Wall Street an a lysts

have re mained un shake ably op ti mis tic. Large

writedowns and ma jor earn ings dis ap point ments 

have made no dent in their ex pec ta tions for 2008 

prof its. Since earn ings stum bled in the sec ond

half of 2007, that means they are now ex pect ing

S&P 500 earn ings growth of al most 15% next

year! In Can ada, de spite the ex po sure of our

econ omy to U.S. de mand, the earn ings growth

ex pec ta tion is on the or der of 12%. It is true,

how ever, that the earn ings of re source pro duc ers

(al most 40% of Ca na dian mar ket cap i tal iza tion) 

de pend more on de vel op ments in China and

other emerg ing econ o mies than on the path of

the U.S. econ omy.



  ASSET MIX  

Moving forward by
taking a step back

With many things in life, it is of ten better

to take one step back in or der to fully un der -

stand the en tire pic ture. This can be true for

ap pre ci at ing a work of art as well as at tempt -

ing to solve a com plex en gi neer ing prob lem.

This is where the ex pres sion "see ing the for est

be yond the trees" co mes from, and its com mon 

sense im pli ca tion ap plies to port fo lio man age -

ment just as well. If you are the type of in ves tor 

that closely fol lows your port fo lio, thor oughly

reads the fi nan cial press, or re li giously fol lows

the TV busi ness news, the last few months

could eas ily have caused an up set stom ach or

worse. Of ten, the best pre scrip tion for feel ing

better is tak ing a large step back. 

Yes it is true, as we de scribed in our eco -

nomic out look, that mar kets have been vol a -

tile. It is also true that a 1% daily mar ket de -

cline in the stock mar ket will al most cer tainly

make the front page of the fi nan cial sec tion, if

not the en tire news pa per. The cor re spond ing

1% re bound will al most cer tainly be bur ied in

a small back-page ar ti cle. The ed i tors know

that bad news sells, and if you have been fol -

low ing the head lines too closely, you may have 

missed the fact that both the Ca na dian stock

and bond mar kets are in pos i tive ter ri tory this

year. Now we will ad mit that over all port fo lio

re turns are cur rently very mod est, as U.S. and 

for eign mar ket gains have been com pletely

erased by the strong Ca na dian dol lar. How -

ever, even on this point, things can change

quickly. A month ago, the Ca na dian dol lar

was touch ing $1.10 against the U.S. dol lar,

and now we are back close to par.

The les son we would like to im part is that

in ves tor anx i ety can be con trolled for the large

part by fo cus ing on the more im por tant mat -

ters like long-term port fo lio as set al lo ca tion. In 

the "bench mark" col umn of our var i ous model

port fo lios, you see the stra te gic (i.e.

long-term) al lo ca tions we be lieve are ap pro -

pri ate for our dif fer ent mod els based on in di -

vid ual tol er ances of risk. In the "rec om mended 

weight ing" col umn, you can also see our cur -

rent tac ti cal (i.e. shorter-term) calls. Here you

will no tice that de spite the mar ket vol a til ity,

we have not changed any of our rec om men da -

tions from the pre vi ous quar ter. Three months 

ago we raised the level of cash equiv a lents in

all our mod els. Cur rently, we are neu tral in

our fixed-in come al lo ca tion and slightly un -

der weight the eq uity al lo ca tions, in clud ing al -

ter na tive in vest ments. This means that we

have ex tra cash equiv a lents in all our mod els,

which could still come in handy if vol a til ity

con tin ues to be high as we ex pect.

With re gards to spe cific strat e gies within

the as set classes, we are some what split when

it co mes to the fi nan cial ser vices sec tor. On the 

one hand, we still think it is too early to start

buy ing fi nan cial ser vices stocks ag gres sively,

given the po ten tial for fur ther credit mar ket

dis rup tions. We are there fore rec om mend ing

an un der weight po si tion to the sec tor. On the

other hand, we think the risk pre mi ums are be -

com ing at trac tive with re gards to cer tain fi nan -

cial sec tor bonds, for ex am ple short-term bank

de ben tures. Here, the 1% - 1.25% spread we

can pick up by buy ing Ca na dian banks ver sus

fed eral bonds ap pears rea son able when ap -

plied in mod er a tion. We had also pre vi ously

men tioned our eq uity pref er ence for larger

com pa nies that are fi nan cially sound with

good div i dend his to ries. We would start our

hunt in the con sumer sec tors, both con sumer

sta ples and con sumer dis cre tion ary.

OUR FORECAST
FORECAST

2005 2006 2007 2008

Gross Do mes tic Prod uct (%)

Can ada 3.1 2.8 2.5 2.0

U.S. 3.1 2.9 2.1 1.1

In fla tion (%)

Can ada 2.2 2.0 2.2 1.0

U.S. 3.4 3.1 2.7 1.9

Dec. 18, 07 Dec. 2008

Short- term rates (T- Bills, 91-Day) (%)

Can ada 3.84 3.55

U.S. 2.99 2.92

10- year bond yields (%)

Can ada 4.01 3.91

U.S. 4.10 3.96

30- year bond yields (%)

Can ada 4.13 4.19

U.S. 4.53 4.49

Ca na dian dol lar U.S.$1.00 U.S.$1.03

S&P / TSX Sector Rotation

Overweight Underweight

Consumer
Discretionary

Consumer Staples

Utilities

Energy

Materials
(Except Golds)

Financials

(CONTINUED FROM PAGE 1 “United States”)

 bite taken out of spend ing power by surg ing

food and en ergy prices, we can not ex clude a

very real pos si bil ity of con trac tion in U.S.

con sump tion over the com ing quar ters. For -

mer Fed chair man Alan Greenspan re cently 

de scribed the odds of re ces sion as "clearly

ris ing" with the li quid ity cri sis (now a credit

cri sis) ram pant since Au gust. De spite a cu -

mu la tive one-per cent age-point cut in the

Fed's key pol icy rate this fall, house holds are 

sud denly faced with tight en ing of credit

stan dards by lend ers, who have lost their ea -

ger ness to grant loans on the con di tions they

of fered be fore the se cu ri ti za tion trade dried

up. This trade, which trans ferred credit risk

from the orig i nal lend ers to hold ers of mort -

gage-backed se cu ri ties, had been in in -

creas ing vogue since 2002 as a risk

man age ment tool. The hous ing bust and

its ef fect on de lin quency rates has tor pe -

doed the in ter est of in sti tu tional cli ents in

such in stru ments.

There is nev er the less a chance - we put

it at about 50% - that the U.S. will dodge

the bul let. It is likely to gain lift from strong

ex ports, gov ern ment spend ing (es pe cially

on in fra struc ture) and busi ness in vest ment.

In the cir cum stances, we see the most prob -

a ble U.S. sce nario as two years of weak ex -

pan sion. For 2008 we an tic i pate real GDP 

growth of 1.1%. That would be the soft est

in the G 7, a first for the U.S. since the

recession of 2001.



  MODEL PORTFOLIOS  

Income Portfolio
In ves tor Pro file : You want to pre serve your 
cap i tal or es tab lish a source of pe ri odic in come
to fi nance on go ing ex penses. You do not find
the stock mar ket very at trac tive be cause of its
vol a til ity, but you are not against the idea of in -
vest ing a small part of your port fo lio in stocks,
mainly to coun ter act the ef fects of in fla tion.
Your tol er ance for risk is very low.

Asset Class
Minimum/
Maximum Benchmark

Recommended
Weighting

Change from 
Previous
Quarter

Cash equivalents 0% to 20% 10% 14% –

Fixed-income (duration: 6.0 years) 1 60% to 100% 70% 70% –

Canadian equities

0% to 30%

10%   8% –

U.S. equities   5%   4% –

Foreign equities   5%   4% –

Conservative Portfolio
Investor Profile : On the whole, you want
your portfolio invested in fixed-income
securities. Although you can tolerate limited
volatility to ensure that your assets will grow,
you prefer having a portfolio consisting mainly
of fixed-income investments for reasons of
stability. Your tolerance for risk is low.

Cash equivalents   0% to 15%   5% 10% –

Fixed-income (duration: 6.0 years) 1 50% to 80% 60% 60% –

Canadian equities

20% to 45%

10%   8% –

U.S. equities 10%    9% –

Foreign equities 10%   9% –

Alternative investments 2   0% to 10%   5%   4% –

Balanced Portfolio
Investor Profile : You give equal weight to
income and capital growth. You can tolerate
moderate volatility to ensure the growth of your 
capital, but you prefer having a portfolio with a 
sig nif i cant ex po sure to fixed-income securities
for reasons of stability. Your tolerance for risk
is average.

Cash equivalents   0% to 20%   0%   7% –

Fixed-income (duration: 6.0 years) 1 30% to 65% 50% 50% –

Canadian equities

30% to 65%

15% 12% –

U.S. equities 15% 14% –

Foreign equities 10%   9% –

Alternative investments 2    0% to 15% 10%   8% –

Growth Portfolio 
Investor Profile : Your main goal is capital
growth. Although you can tolerate greater
volatility in order to increase the value of your
assets, you are not prepared to invest your
entire portfolio in stocks. Your tolerance for
risk is high.

Cash equivalents   0% to 25%   0%   9% –

Fixed-income (duration: 6.0 years) 1 25% to 45% 35% 35% –

Canadian equities

40% to 75%

20% 16% –

U.S. equities 15% 14% –

Foreign equities 15% 14% –

Alternative investments 2   0% to 20% 15% 12% –

Maxi mum Growth
In ves tor Pro file : You want to max i mize the 
even tual re turn on your cap i tal by in vest ing all
or most of your port fo lio in the stock mar ket. In 
do ing so, you ac cept higher vol a til ity of your
in vest ment re turns in the hope that these re -
turns will ul ti mately be higher. Your tol er ance
for risk is very high. 

Cash equivalents   0% to 30%   0% 12% –

Fixed-income (duration: 6.0 years) 1   0% to 30% 20% 20% –

Canadian equities

55% to 100%

20% 16% –

U.S. equities 20% 18% –

Foreign equities 20% 18% –

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.




