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QUARTERLY INTEREST

VIEWPOINT

At the
On the eighth day of the eighth month of the year 2008,
at 08:08:08 p.m., cameras from around the world will
focus on Beijing for the opening of the games of the
XXIX Olympiad. However, China has been a star
attraction at the economic Olympics for some time now.
Although the electrifying expansion of its domestic
economy has turned the country into the undisputed
champion of the 100-metre sprint, China still lacks the
flexibility to compete in the feature event of the market
economy, i.e. gymnastics. It is, however, far from alone
in this respect.

Ever since the end of the Cold War, the global economy
has expanded its borders without interruption, eliminating
impediments to foreign trade and providing businesses
with a cheap labour source at the root of disinflation that
has marked the past two decades. Still, all good things
must come to an end. Now that global production
frontiers have reached their limit, businesses are losing
their bargaining power in wage negotiations with workers
who are demanding that their standard of living be
maintained in the face of rising commodity prices. By
funnelling global manufacturing into developing
countries, the international community has in turn
become dependent on economic conditions in these
countries. Foreign trade is therefore used as a new price
transmission mechanism. Mistakenly, inflation is often
analyzed in a regional context, a | t h o uthemet resufh
of globally integrated economic activity. To illustrate the
extent of globalization, the International Monetary Fund
(IMF) estimates that global exports will account for
325% oft he wor | GD® ghis yeart @inpared to
21.0% in 1980.

Developing countries, which are used to competing in the
100-metre sprint, are now being forced to sign up for the
110-metre hurdles, which require more flexibility to clear
the inflationary obstacles in their path. Because energy
and food expenditures account for a greater share of the
consumption basket in developing countries, the recent
jump in commodity prices has caused a dramatic jump
in the inflation rates of these countries, some reaching
levels in excess of 10%. In the absence of an adequate
social safety net and in an effort to achieve the twin
objectives of prosperity and price stability, some
governments have chosen to control the prices of
essential goods to help the needy. Such consumer
subsidies, which run counter to market flexibility, limit
production but do nothing to reduce ever-growing
consumer demand, pushing prices even higher. In a
recent study, the IMF indicated that 46 countries were
still exercising control over fuel prices, while 28 nations
were providing direct food subsidies. While such
practices are useful to prevent temporary disruptions,
their impact is significant in the context of a
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permanent shock. Thus, during the latest quarter, the
governments of Indonesia, Malaysia, India and China
were forced to reduce their subsidies by raising gasoline
prices by 29%, 40%, 8% and 17% respectively in an
effort to alleviate the fiscal deficit caused by these
practices.

Even more problematical is the decision made by a
number of countries to levy a tariff on food exports in
order to reserve crops for domestic consumption and
ensure social harmony. Such measures only fed
shortages and forced food prices upward. Our
neighbours to the south are also using control measures
by subsidizing the ethanol industry, which could end up
monopolizngnear |y half of this
of flooding in the Midwest.

Hi gher commodity prices al
implementation of a new Chinese labour policy giving
more power to workers. Designed to reduce social
inequalities, this new act made it possible for
manufacturing workers to claim wage increases of up to
23% during the first quarter.

In addition to raw materials, government control is also
extending to financial instruments. By keeping their
currencies pegged to the U.S. dollar, China and some
OPEC members have adopted the expansionistic policy

< of the Federal Reserve Board, making their exports more

competitive just when their economies are overheating.
State control over exchange rates with the greenback is
also fanning the flames of inflation in a number of
developing countries.

Central bankers are well aware of the fact that inflation is
an economic phenomenon that feeds on itself. As
pressure increases, economic agents will expect to pay
more in future and will attempt to preserve as much
purchasing power as possible by increasing their income.
Industrialized economies have learned from the
stagflation of the 70s, when measures to control prices
and wages, designed to stabilize prices, had just the
opposite effect. Developing countries will have to
recognize that, in a period when essential goods are in
short supply because of fixed pricing policies, the survival
instinct drives human beings to accumulate reserves,
thus pushing global prices upwards. In Beijing this
summer, the number 8 will be a sign of prosperity for the
Chinese, however to triumph in the Economic Olympics,
it will require the strength and flexibility of a gymnast, as
well as a lucky hand, the invisible hand.
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International

A rising euro, slumping global capital markets and all-
time high oil prices all failed to hamper growth in
Europe. Driven by t he (
performance in 12 years, first-quarter GDP in the euro
zone advanced 3.2% on an annualized basis. Mild
weather conditions made it possible for capital
investment, especially German construction, to record
a 6.6% jump on an annualized basis.

Meanwhile, the United Kingdom experienced a
marked slowdown in annualized economic growth,
from 2.5% during the fourth quarter of 2007 to 1.2%
during the first quarter of this year. The services
sector turned in its weakest gain since 1995, while
industrial production contracted once again because
of the countrybds strong
monetary easing administered by the Bank of
England.

United States

Contrary to all expectations, the pace of economic
growth accelerated in the United States from 0.6% in
the last quarter of 2007 to 1.0% in the first quarter of
2008. Against a backdrop of an anaemic labour
market and rising commodity prices, consumer
expenditures recorded their lowest increase since the
second quarter of 2001, at 1.1%.

However, retail sales jumped 1% in May, when Uncle
Samdéds tax stimulus chequce
temporary relief.

Consumer confidence fell to its lowest level since
March 1992, partly because the employment market
continued to retreat. Faced with difficult economic
conditions, businesses cut 438,000 employees to
their payrolls during the first six months of the year.
As a result, the unemployment rate rose from 5.1% to
5.5% in the second quarter.

With their profit margins declining due to skyrocketing
commodity prices, a number of firms opted to
increase the retail prices of their products. Thus,
Dupont and Dow Chemical announced price
increases of up to 20%, while GM was flirting with the
idea despite its shaky financial position.

Rising prices, which remain concentrated in the
energy and food sectors for the time being, drove the
annual inflation rate to 4.2% in May. However,
according the University of Michigan sentiment index,
consumers are expecting inflation to reach 5.2% in
the next 12mont hs, a |l evel t-df
since 1982.
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Canada

The Canadian economy posted its first quarterly
decline in nearly five years. During the first quarter of
2008, the contraction in manufacturing more than
offset continued expansion in services. Overall,
Canada6sdec®Bd 0.3% on an annualized
basis. The negative impact of lower inventories on
growth should also be pointed out. However, had it
not been for problems in the auto industry, caused by
a strike at a major U.S. parts manufacturer, GDP
would have risen slightly during the quarter.

The auto industryds woes
trade. Thus, imports decreased for the first time since
the fourth quarter of 2006, primarily because of lower
imports of automobile parts and vehicles. Excluding
this industry, exports would have grown 0.8% instead
of declining 1.1% during the quarter. Note that
Canada imports more goods and services than it
exports.

Domestic demand remains robust, sustained by
growing employment and wages. Reflecting an
unemployment rate that remains close to the full
employment level, hourly wages gained 4.4% in June,
the eleventh straight month in which growth topped
4%.

At 2.2%, the inflation rate posted in May now exceeds
the 2% target set by the Bank of Canada. Consumer
prices in Canada should continue to increase under
the influence of commodity and energy prices. Higher
inflation, combined with sustained wage growth, led
Canadian monetary authorities to suspend further
reductions in the overnight funding rate.

The growth profile varied according to the type of
activity during the first quarter. Indeed, goods-
producing industries declined 1.5%, while services
advanced 0.5%. This first-quarter weakness could be
reversed by the second quarter, as these two
components of the economy were up 0.4% in April,
warding off the probability of a recession in Canada.

ECONOMIC INDICATORS
(annual % change)*

UNITED STATES CANADA
REAL GDP
UNEMPLOYMENT RATE **
INFLATION
RETAIL SALES
INDUSTRIAL PRODUCTION
CAPACITY UTILISATION **
EXPORTS OF GOODS
IMPORTS OF GOODS .
* Most recent cumulative data (as at July 11, 2008)
** Average
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Contibution to Canadian Growth
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MARKET COMMENT

Monetary Policy and Interest Rate Trends

A During the first half of the quarter, the Federal Reserve Board (Fed) reiterated its desire to counter the combined effects
of a slumping real estate market, troubled capital markets and the liquidity crisis of financial institutions on the U.S.
consumer. While it lowered its fed funds rate to 2.0% in late April, the Fed suggested, in its press release, that it would
choose to pause at its next meeting.

A North American monetary policies reached a turning

point during the quarter, as the objective of price Canada and United States 30-year Yields

- L . % June 2006 - June 2008
stability appeared to be in jeopardy. The economic 5(_55)7
slowdown in the United States and the shaken ynited States:
confidence toward the financial system gave way to °*] March 31, 08:  4.29%

Increase of 23 b.p.

galloping inflationary expectations generated by the sos
record level of oil and commaodity prices.

A Taking his cue from the Fed, Mark Carney lowered
Canadabés overnight f unlhgsisr
points, to 3%, on April22™. The Bankos sl
Policy report highlighted a slower pace of growth in

4.80

4.55 4

X X X i 4.05 4 Canada:
the United States and persistent turmoil on capital June 30, 08: - 4.06%
. . ) N . 0
markets as factors that were negatively affecting the 380 Increase of 14 b.p.

Canadian economy. At the time, the central bank still ;. ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
fe't that |t was possib'e to increase the degree Of 06/06 09/06 12/06 03/07 06/07 09/07 12/07 03/08 06/08
monetary easing to achieve its inflation target.

A However, inflation indicators for May, along with a

Canadian Yield Curves

marked increase in oil prices, had a substantial @) %)
impact on global central banks. For instance, the 5.00 1 [ 500
Bank of England was forced to send a letter to the 450 | | 450

Chancellor of the Exchequer, since inflation had
exceeded its upper limit of 3%. Meanwhile, the
European Central Bank hinted that it would raise its 3.50 1 - 350
discount rate by 25 basis points at its meeting on

4.00 r 4.00

3.00 4 r 3.00
July 3. Ben Bernanke also insisted on reassuring
capital markets about the importance of containing 2507 2%
inflationary pressure. Thus, the Fed kept its policy 2,00 ] L 2.00
rate unchanged at its meeting of June 25", although 5o 150
Governor Fisher voted against this decision, Smo | 6mo | Iy | Ayr | Sy | Sy | 7y | 10w | SOy
. . = 12/31/07 | 3.82 3.94 3.90 3.75 3.83 3.87 3.92 3.99 4.10
pl’efel’l’lng rather a rate Increase. =——03/31/08 | 1.87 2.24 2.52 2.62 2.66 291 3.11 3.44 3.94

A In a Surprlse move’ the Bank Of Canada Interrupted = 06/30/08 | 2.47 2.93 3.14 3.25 3.38 3.46 3.53 3.73 4.08
its series of rate cuts at its June meeting, mentioning

the more vigorous growth of the global economy, and Canadian Interest Rate Trends
especially higher energy prices and inflation The yield curve steepened .
expectations. 6.00 - 6.00

A The impact on bond markets of this surprise decision sso
was reflected in a significant rise in short yields and a
substantial flattening of the yield curve. The DEX
index declined 0.72% during the quarter, with the 4%
short, mid and long term sectors returning -0.37%, 44
-1.00% and -1.04% respectively. veo

: — 2 years

A During the period, 2-, 5- and 10-year yields, which 5 years
were lower than the overnight funding rate on *%
March 31%, gained 62, 54 and 30 basis points 2
respectively to close out the quarter at 3.25%, 3.46% , | ' ' ' ' ' ' ' ' ' ' o0
and 373% 06/03 12/03 05/04 11/04 04/05 10/05 03/06 09/06 02/07 08/07 01/08 06/08

—+ 5.50

5.00

-+ 5.00
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y
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MARKET COMMENT (CONTINUED)

(%)
4.65
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A Long term yields were less volatile during the period. The 30-year benchmark bond rose from 3.94% to 4.23%,
before closing out the quarter at 4.08% on June 30™.

A The yield curve experienced a turning point during the quarter. From a 3-year high, the spread between 2-year
and 30-year yields plummeted from 132 to 83 basis points.

A Canadian yields rose much less than their U.S. counterparts during the quarter. The substantial role played by the
investment of the June 1% coupon and the extension of the DEX Universe and Long Term indices (by 0.15 and
0.30 year respectively) are partly responsible for the narrower spreads between Canadian and U.S. yields. For
instance, the spread on 30-year yields moved from -35 to -60 basis points, before closing out the quarter at
-44 basis points.

Canada-United States Yield (%) Change (b.p.)
Canada 06/30/08 03/31/08 12/31/07 Quarterly YTD
(b.p.) lo.-yea.r Sp.read 3-month 2.47 1.87 3.82 60 -135
180 - (in basis points) 2-year 3.25 2.62 3.75 63 50
5-year 3.46 291 3.87 55 -41
140 10-year 3.73 3.44 3.99 29 -26
30-year 4.08 3.94 4.10 14 -2
100 - uU.S.
3-month 1.77 1.35 3.16 42 -139
60 4 2-year 2.62 1.58 3.05 104 -43
5-year 3.33 2.44 3.44 89 -11
20 4 10-year 3.97 341 4.02 56 -5
30-year 4.52 4.29 4.45 23 7
20 | Canada/U.S. Yield Spread (b.p.)
3-month 70 52 66 18 4
60 4 2-year 63 104 70 -41 7
5-year 13 47 43 -34 -30
100 J 10-year -24 3 -3 -27 -21
1298 0300 0501  07-02  09-03 1104 0106  03-07 0608 [30-year -44 -35 -35 -9 -9
Real Return Bonds (RRBS)

A Long RRB yields in Canada decreased 14 basis points during the second quarter, closing out at 1.46%. In the
United States, they increased 25 basis points to 2.10%. The expected inflation rate rose by 29 basis points in
Canada, to 2.62%, and by 9 basis points in the United States, to close out the quarter at 2.48%.

A During the second quarter of 2008, the RRB index returned 4.52%, compared to -1.04% for the DEX Long Term

Bond Index. Year to date, the RRB index produced a return of 10.73 % against 0.65% for the long term index.
This outperformance is a reflection of inflationary concerns by market participants

International Real Interest Rates Break-even Inflation Implied by
December 1997 - June 2008 Canada Real Return Bonds and Actual Inflation

00 June 2004 - June 2008
5.0% -

4.5% -
RRBs Canada 0 Bank of Canada's = Break-even inflation
— RRBs United States 4.0% 1 target range

RRBs United Kingdom 3.5% -
— RRBs France
3.0% A

2.5% A

von L]
L / ﬂJ -

0.5% -

= Actual inflation (y/y)

0.0% T T T T T T T T T T
06/04 11/04 04/05 09/05 01/06 06/06 11/06  04/07 08/07 01/08  06/08

] Addenda
A

12/97 03/99 04/00 06/01 08/02 10/03 12/04 02/06 04/07 06/08

Capital 5




QUARTERLY INTEREST dJuLY 2008

MARKET COMMENT (CONTINUED)

Provincial Bonds

A Provincial bonds outperformed federals during the quarter, returning -0.71% compared to -0.89% for Government
of Canada bonds. This outperformance was due to narrower spreads and to the current yield.

A Following a first quarter of significant volatility, provincial long credit spreads reached a new peak for the year to
date before narrowing. Still, they remained relatively high, ending the second quarter at 76 basis points for
Quebec, 66 for Ontario and 60 for British Columbia, down 10, 3 and 5 points respectively.

A Provincial issuers took advantage of an enhanced credit environment to increase the frequency of new issues.
Thus, investors were flooded with over $17 billion in new provincial issues during the quarter, including $6 billion
in foreign currencies. These numbers are reflective of the attractiveness of this class of bonds: this was the
largest quarter for new issues since the beginning of the decade, and risk premiums stood up well.

A Meanwhile, 30-year spreads were loyally 30-year Provincial Spreads
supported by the relative scarcity of quality long- ©p) over Canada Bonds op)
term products, combined with sustained demand o | June 2007 - June 2008 “o5
for high-duration products. The credit curve was — QuEsp s %008

85 4 r 85

=——ONT30 69 66

rather stable during the quarter; the difference o

between short and long term risk premiums 75
remains negligible.

A The spread between 30-year risk premiums in
Quebec and Ontario decreased from 16 to 55 1
10 basis points over the past three months.

60

= BC30
=75

65 - r 65

r 55

45 r45
A This relatively favourable credit environment
enabled the largest municipal issuers to proceed
with their funding. Thus, the cities of Montreal and 25

35 A r35

25

Toronto issued 10-year securities with spreads of o6/o7 osfor 1o 01/08 04/08 06/08
over 100 basis points, which still reflected
uncertainty over credit products, even those that
are government-backed. Quebec/Canada  06/30/08 03/31/08  12/31/07  Quarterly YTD
. 5-year 58 72 43 -14 15
A Canada Mortgage Bonds (CMBs) provided a 10-year 71 81 56 -10 15
return of -0.50% for the quarter. This class of 30-year 76 85 b4 -10 .
bonds outperformed federal and provincial bonds ggf;;°’ca”ada 5 o 0 - 18
because of its shorter duration. The yield premium 10-year 70 71 48 2 29
for 5-year CMBs declined 7 basis points to 30-year 66 69 51 -3 16
48 basis points as at June 30. Note that the Ecg":‘”ada s o s > s
agency _issged $1_2.5 billion in securities, including 1O¥year 57 59 0 2 17
$1.5 billion in floating-rate notes (FRN). 30-year 60 65 46 -5 14
Yankee/US Treasuries
Qc-30 yr 77 56 67 21 10
/. Addenda

[/ & Capital :
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MARKET COMMENT (CONTINUED)

Corporate Bonds

A The Canadian corporate bond market continued to be affected by the global credit turmoil. Credit spreads
stopped widening and even retracted, albeit only slightly. Concerns over the general health of certain participants
to the global financial system combined with the potential for further weakening in the economy have continued to
keep credit spreads at historically wide levels.

A Canadian banks continued to be very active in the second quarter issuing approximately 12.1 B$, a relatively
large amount historically and equivalent to first quarter issuance. Surprisingly, non financial issuance was very
healthy in the second quarter at 10.4B$ compared to only 2.9B$ in the first quarter of 2008.

A Spreads have abated slightly in the second quarter, coming off record highs reached at the end of the first
guarter. Generic bank spreads tightened 32, 30 and 28 basis points during the second quarter to close at 183,
205 and 207 for the 5-, 10- and 30-year sectors respectively.

A The tightening in credit spreads combined with the
significantly higher vyields offered by corporate

Amount of New Issues (million $)

bonds produced a better performance, with a ST QLN

return of -0.47%, while government of Canada 2008 Difference

bonds declined by -0.89% during the quarter. Corporate Bonds 16172 22 360 38%

Update on Bell Canada Securitization (ABS, CMBS) 3,505 3,258 7%
A The second quarter was very active with regards | Maple Issues 2.175 - -100%

to Bell Canada following the bondholders Total: 24,852 25,618 3%

opposition to the plan of arrangement. On May 21 ) ) _

the Quebec Court of Appeal reversed the lower Historical Credit Spread

courtds a pepBCH planlof agdngerment. ©® (Generic 5-year Bank note)

The Appeal court came to the conclusion that BCE **T

was not able to demonstrate that there was a valid
business purpose for Bell Canada to give a 34B$ 257
guarantee to its parent company BCE and receive
nothing in return. However, the Supreme Court of 165+
Canada reversed the Quebec Court of Appeals
judgment and approved the BCE plan of .|
arrangement on June 20", The Supreme Court
has not said when it will be providing its reasons
for the reversal. We are very proud to have been
able to defend the interests of our clients and rest
assured that we will continue to do so in the future.

65 +

15
05/97 12/98 04/00 09/01 01/03 05/04 10/05 02/07 06/08

A The details of the final structure and financing

agencies have given high level indications on e e e M G

Royal Bank

potential final ratings which could be as high as 5-year 183 215 125 32 58
investment grade, depending on the final financing 10-year 205 235 148 -30 57
. . 30-year 207 235 148 -28 59
structure. Because of certain protective covenants |gei canada
i i icti 5-year 460 490 330 -30 130
in the trust |n(_jentures,_eX|st|ng Bell Canada royear o pos s e oy
bonds, along with a partial guaranty on the new 30-year 500 540 400 -40 100
. . . Loblaw
BCE bank debt, will remain the most senior of all 5-year 315 280 185 35 130
debt in the capital structure. 10-year 340 320 235 20 105
30-year 420 420 320 0 100
GTAA
5-year 128 128 103 0 25
10-year 148 145 117 3 31
30-year 155 155 125 0 30
TransCanada Pipelines
5-year 155 137 93 18 62
10-year 192 170 112 22 80
30-year 225 210 156 15 69
Source: National Bank Financial
.'I'
y Addenda
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Short Term Bonds

A During the second quarter, the DEX Short Term
Bond Index returned -0.37%. The quarter was
marked by a change in the focus of central bankers,
especially in North America, from slower growth and
recession worries to inflation fears.

A As such, both the Bank of Canada and the Federal
Reserve cut their overnight rates in April. The Bank
of Canada cut by 0.50% as expected, on the basis
of a deeper and prolonged slowdown of the US
economy and acceptable levels of expected
inflation. Likewise, in the last week of April the Fed
cut rates by an expected 0.25%, but prepared the
market for a pause.

A As inflation chatter started to ramp up all over the
globe throughout May and June, yields in the short
end of the curve equally began to creep their way
up from the lows observed in the first quarter. These
yields progressed further with higher than expected
inflation figures in North America, particularly with
Canadian May inflation increasing at the fastest
pace since January 1991. The 5-year rate in
Canada reached a high of 3.60% following the
announcement that the Bank of Canada would
make no change to the overnight rate in June,
shocking the market as the consensus was for a
0.25% cut. This move confirmed that the Bank has
a new-found concern for inflation. As widely
expected, the Fed confirmed its on-hold stance in
late June, leaving the Fed Funds target rate at
2.00%, yet toned down the tough-talking inflation
rhetoric used earlier in the month.

A This change of central bank focus produced an
upward trend in short term rates. The 2 and 5-year
rates moved within a band of 146 and 132 basis
points in the Unites States and by a much lesser 77
and 69 points in Canada during the quarter.

A The 2-5 year curve flattened during the quarter,
ending at 71 and 21 basis points in the United
States and Canada respectively. The 2- and 5-year
yield differentials between Canada and the United
States therefore ended the quarter at 63 and
13 basis points respectively, down from 104 and 47
in March.

A Corporate credit spreads tightened during the
guarter, as did provincial spreads. Ontario and
Quebec 5-year bonds tightened roughly 6 and 10
basis points respectively. Corporate bonds
outperformed returning -0.11% during the quarter,
with provincial and government of Canada bonds
returning -0.43% and -0.53% respectively.

/
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Two and Five Year Bond Yields and O/N Funding Rate

(%) Canada - June 2005 to June 2008
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Five-year Credit Spreads

Quarterly

Rating 12-31-2007  31-03-2008  30-06-2008 Change

DBRS/S&P (b.p.) (p.c.) (p.c.) (b.p.)
Canada (yield) AAA | AAA 3.87% 2.91% 3.46% 55
Royal Bank (CD) AA/AA - 110 170 153 17
Royal Bank (Sub-debt) AAlow /A + 125 215 183 -32
National Bank (Sub-debt) Ahigh/A - 200 255 210 -45
Hydro-One A high/ A+ 82 110 99 -11
Loblaw BBB / BBB 185 280 315 35
Bell Canada A/BB+ 330 490 460 -30
Highway 407 AlA 90 127 118 -9
TransCanada Pipelines AlA- 93 137 155 18
Telus Alow / BBB + 155 245 220 -25

Note: Indicative Issuance Spreads are based on Government of Canada adjusted yield curve
Source: National Bank Financial
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MARKET COMMENT (CONTINUED)

International Bonds and Currencies

A Following a first quarter in which the direction of Quarterly Returns International Bonds
international bond markets was influenced by Q2-2008
poor economic statistics and the lowering of 3.0%
monetary policy rates by several central banks, 2.0%1

the quarter just ended was primarily marked by 0%

inflationary fears. Indeed, a firmer tone in the jgj .:'
face of inflation on the part of many central 2.0%1
banks targeting price stability, along with a -3.0%-
change in focus on the part of the Federal -4.0%-|

Reserve Board, wiped out any first-quarter 5.0%1
-6.0%+

gains for most of these markets. After
advancing 2.6% during the first quarter, the

-7.0%+

-8.0%-

JPMorgan Global Government Bond Index 0%
. uropean nited Kingdom apan nited States lobal anada

(GBI) returned -23% du”ng the Second' M Local Currency MOHTZ“:"‘DH - :'s%gd 12% - -zdzs% Z:% C»uﬂ:
A Meanwhile, the hedged GBI (against the risk of e cs, | oo o oon o o i

currency fluctuations in relation to the Canadian

dollar) declined 2.2% during the second quarter Exchange Rate Fluctuations vs Canadian Dollar

of 2008. The Bank of Q2-2008
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A Following a substantial depreciation during the
first quarter of the year, the Canadian dollar
firmed up somewhat during the second quarter.
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The unhedged GBI in Canadian dollar terms 0% a
therefore declined 5.5% during this period. 2%

A Faced with both a slumping economy and an 4%
inflation rate that reached the upper limit of its o)
tolerance range, the Bank of England began by T o ERo Dk SNz sUs sk saus |t
announcing a t|m|d rate cut ear|y in the quarter, [mQ2-2008| -6.3% -3.5% -3.0% -1.6% -0.6% -0.5% -0.5% 0.0% 4.4%
before turnlng around and Suggestmg that |t ‘DZOOB 7.7% 1.7% 13.5% 10.0% 10.5% 10.5% 2.3% 2.7% 11.9%
might raise rates agai_n: This was a negat?ve Global 10-year Bond Yields
development for the British bond market, which %) June 2007 - June 2008 )
closed out the quarter down 3.8%. 6501 73%°

A By signalling in mid-quarter that it planned to
raise its monetary policy rate in the near future,
the European Central Bank put downward
pressure on bond markets in the euro zone,
causing them to decline 3.0% between end of
March and end of June.

A There was also a change in tone on the part of
the Fed which, after cutting the fed funds rate
aggressively since last fall, is now concerned
with inflationary pressure. In fact, the Fed has
also been forced to change its tune because of
the risk that inflationary expectations would > =~ T T T i o000
settle at higher levels due to soaring energy,
food and commodity prices.
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MARKET COMMENT (CONTINUED)

QUARTERLY INTEREST dJuLY 2008

A Less volatle and less concerned with
inflation, the Japanese bond market closed
out the quarter down 1.3%; the inflation rate
in Japan may even be too low.

A Persistent concerns over the U.S. economy
continued to drag the greenback down
during the quarter. On April 22" the euro
reached an all-time high of US$1.6018. By
going public with his concern over the impact
of a depreciating dollar on inflation, the
chairman of the Fed allowed the U.S. dollar
to stabilize at a somewhat higher level. The
euro closed out the quarter at US$1.5755.

Monetary Policy Rates (%)

12/2007  03/2008  06/2008 . Quarerly - Annualchange
Chanae (b.p)
Canada 4.25 3.50 3.00 -50 -125
United States 4.25 2.25 2.00 -25 -225
Europe 4.00 4.00 4.00 0 0
United Kingdom 5.50 5.25 5.00 -25 -50
Japan 0.50 0.50 0.50 0 0
U.S. Dollar Index
(1973 = 100)
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The US dollar currency index is a trade- July 51221651

weighted index of the foreign exchange value / '
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Exchange Rates

03/31/08

1.5763
0.9749
0.0100
0.2114
1.9833
0.7853
0.9137
1.0051
0.1681

1.6169
1.0258
0.0103
0.2168
2.0345
0.8056
0.9372
1.0311
0.1724

06/30/08

1.5755
0.9797
0.0094
0.2113
1.9935
0.7617
0.9583
0.9795
0.1663

1.6081
1.0207
0.0096
0.2156
2.0348
0.7775
0.9781
0.9998
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Quarterly Annual
change change
-0.05% 8.00%
0.50% -2.23%
-5.83% 5.28%
-0.06% 7.99%
0.52% 0.36%
-3.01% -0.56%
4.88% 9.45%
-2.55% 10.98%
-1.07% 7.51%
-0.55% 10.46%
-0.50% 2.28%
-6.29% 7.69%
-0.55% 10.46%
0.02% 2.65%
-3.49% 1.71%
4.36% 11.95%
-3.03% 13.52%
-1.56% 9.97%

A Sustained by ever higher commodity prices,
the Canadian dollar appreciated against all
currencies except the Australian dollar and
the pound sterling during the quarter. By
keeping its overnight funding rate unchanged
at its June meeting, the Bank of Canada
surprised markets i which were anticipating
another rate cuti and indirectly supported
the firming of our dollar. Since the beginning
of the year, however, the loonie has lost
2.3% against the U.S. dollar, even though oil
prices have risen from US$96 to US$140
during the same period.

12/31/07
VS US$
Euro 1.4588
Canadian Dollar 1.0021
Japanese Yen 0.0090
Danish Krona 0.1956
British Pound 1.9864
NZ Dollar 0.7660
Australian Dollar 0.8756
Swiss Franc 0.8826
Swedish Krona 0.1546
VS C$
Euro 1.4557
US Dollar 0.9979
Japanese Yen 0.0089
Danish Krona 0.1952
British Pound 1.9822
NZ Dollar 0.7644
Australian Dollar 0.8737
Swiss Franc 0.8808
Swedish Krona 0.1543
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