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QUARTERLY INTEREST
VIEWPOINT

Desperate Financial Times Call for Desperate Liquidity Measures

Anyone who has ever been active in a competitive field knows that one of the shortest paths to the top involves
skirting certain rules. This lesson was learned only too well by banking executives before they applied current U.S.
regulations requiring them to set part of their capital aside for protection in case of potential asset losses. Because of
the high opportunity cost of hoarding their capital, the banks created structuredinve st ment vehicl es
on their balance sheets and were funded over a period of less than one year, exempting them from the need to
allocate reserve capital. However, the structure of this new funding mechanism, used with a vengeance by investment
dealers that were not subject to the same regulations, pulled the banks in opposite directions. Through these
innovative vehicles, the banks monetized assets using market liquidity, which then dried up when the quality of some
of these assets was called into question. As sponsors of these investment vehicles, the banks became suppliers of
funds for products which had initially been a source of liquidity for them.

The implementation of new banking regulations for valuing assets on a marked to market basis only served to
aggravate matters. Indeed, in a crisis, the price of an asset reflects uncertainty and a lack of liquidity more than the
asset’'s intrinsic value; accordingly, l'iquidity shot
confidence towards the financial system. The lack of transparency of some of these vehicles, due both to their
structure and to their off-balance sheet positioning, increased the level of uncertainty about the quality of bank assets
and caused financial intermediaries to be wary of each other, thus paralyzing the interbank loan market. In addition to
the credit risk related to these assets, financial intermediaries were also concerned about the counterparty risks of
positions in the derivatives market. The financial bail-out of Bear Stearns orchestrated by the Federal Reserve Board
(“Fed”) is a case in point. It s not t hat this inve
system; rather, it was a matter of it being too entangled in the derivatives market to allow its bankruptcy. As a result,
the planets were perfectly aligned to make liquidity disappear and to shake investor confidence.

As we highlighted in our viewpoint for the thirt dAjental
bankés traditional means of intervention ar e’ .t hCepreenf
operations were one of two major mechanisms, but the limited number of participants (a mere 20) and restrictions on
the securities that were eligible as collateral (only government bonds) have rendered them ineffective. The second
mechanism — the discount window — make up for these drawbacks by enabling over 7,000 banks to access liquidity
through a wider range of collateral assets. However, a heavy stigma is attached to the use of the discount window, as
this could be interpreted as a solvency issue. Thus, to meet the urgent liquidity requirements of the financial system
and keep the stigma at bay, the Fed had to come up with a creative solution: it introduced a term auction facility
providing both banks and investment dealers with discreet access to liquidity using the convenient collateral
conditions offered by the discount window. The Fed also used the auction format to enable financial intermediaries to
access U.S. Treasury securities (some $200 billion worth) instead of liquidities in exchange for riskier assets,
including residential mortgage-backed securities. Finally, as part of its financial bail-out of Bear Stearns, the Fed
rewrote its rule book by opening the discount window for overnight loans to investment dealers, although it did restrict
the list of securities accepted as collateral from these borrowers. Rounding out these three new weapons of liquidity in
the monetary arsenal was the U.S. government cavalry. In the first place, the reserve capital ratio of two federal
agencies, Fannie Mae and Freddie Mac, was reduced to allow them to secure more mortgage loans. In the second
place, these government sponsored enterprises also received a government seal of approval to buy and hold
residential mortgage-backed securities, which are at the core of

Clearly these initiatives, combi ned with t hauidify presSuse and ¢
allowed the central bank to buy more time, but they have not solved the losses that have accrued in the financial

system. By accepting low-grade securities to secure loans, the Fed is putting its own balance sheet at risk in an effort

to settle the liquidity problem. If we also take into consideration the steps taken by the tandem of Fannie and Freddie,

along with the fiscal stimulus plan that has already been announced, the U.S. government is substantially weighing

down its balance sheet to solve this crisis. Given the depreciation of the greenback, inflationary pressure that is

mounting worldwide and a yield of 3.41% for a 10-year U.S. bond, protecting wealth with notes issued by a faltering

Treasury seems like a steep price to pay.
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International

* China’s
fourth quarter of 2007, growing 11.4% for the year as
a whole, its strongest expansion since 1994. Robust
domestic demand, combined with rising commodity
prices, pushed the annual inflation rate to 8.7% in
February 2008.

e Despite the financial crisis, commodity prices
continued to climb, with oil reaching a record
US$110.33 and gold breaking the psychological
barrier of US$1,000 per ounce. The depletion of food
stocks is accelerating, having caused the price of rice
to double during the first quarter and forcing some
governments to apply export tariffs in an effort to
earmark production for domestic consumption.

United States

« Data on employment, residential real estate and the
turbulence in the credit markets have confirmed that a
slowdown, or even a recession, is upon us, as
suggested by GDP data for the fourth quarter of 2007,
which indicated growth of only 0.6% in the United
States.

* A number of indicators were down, including payrolls,
with 232,000 jobs lost during the first quarter;
meanwhile, the unemployment rate reached 5.1% at
the end of the quarter, its highest level since
September 2005.

* Not only did the residential real estate sector trigger
the current slowdown, but it also continued to be a
drag on U.S. economic activity. Prices for new homes
dropped nearly 30% in February, while those for
existing homes declined nearly 7%.

» Despite these labour market problems, growth was
propped up by consumers and by foreign trade, which
has also benefiting from favourable global economic
conditions and from a depreciating currency (notably
against the euro).

* While the fed funds rate was slashed by 200 basis
points, a number of fiscal initiatives were taken to
avoid a recession. The federal government
announced its Economic Stimulus Act of 2008, which
will increase the deficit by $152 billion this year.

e The combination of monetary and fiscal intervention is
clearly expansionary, raising concern over its effect
on inflation over the long haul. The U.S. annual
inflation rate remained at 4.0% in February, whereas
the core index rose a more moderate 2.3%.
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ECONOMIC COMMENTS (CONTINUED)

QUARTERLY INTEREST G APRIL 2008

Canada

e Canada’s economy rgte éurng the
final quarter of the year. Once again, net exports
offset the positive contribution of household
expenditures to economic activity. For 2007 as a
whole, the economy expanded in accordance with its
long-term potential, i.e. 2.7%, bolstered by household
expenditures but handicapped by foreign trade.

e During the final quarter of the year, exports declined
7.5% in real terms, while imports gained over 10%.
As a result, net exports subtracted from growth for a
thirteenth consecutive quarter.

e The robust labour market was exemplified by strong
housing starts. In fact, a total of 104,000 jobs were
created during the first quarter, raising the
participation rate to 68%, a new high. A healthy
labour market attracted newcomers to the labour
force, driving the unemployment rate up to 6.0%.
Hourly earnings continued to increase at a brisk pace
at 4.7%.

* The residential real estate sector in Canada remains
solid, unlike its counterpart south of the border.
Housing starts reached 256,000 units in February and
rose 4.2% during the first two months of the year. The
strength in domestic demand was also reflected in
January retail sales figures, which were up 7.5% in
nominal terms and 6.2% in real terms.

« All of this suggests that the Canadian economy is
dissociating itself from that of the United States, with
domestic demand taking over from the foreign sector.

« The Bank of Canada is obviously not of the same
mind, since it has cut its overnight funding rate
75basis points to 3.50%.
bank concerned that a slowdown in the U.S. economy
will have a negative impact on ours, but it also feels
justified in easing monetary policy because the
inflation rate has fallen below 2%. It should be pointed
out that without the 1% drop in the GST rate, inflation
would be above the target set by the Bank of 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 55

* Most recent cumulative data (as at April 4, 2008)
** Average
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QUARTERLY INTEREST G APRIL 2008

MARKET COMMENT

Monetary Policy and Interest Rate Trends

» North American central banks took aggressive action to protect the financial system from the current liquidity crisis
and economic slowdown. The Fed slashed its fed funds rate from 4.25% to 2.25% in three months. Its most recent
decision, taken at the Fed’s statut or yFisimeaad G. Rlasseri wouldh
have preferred smaller cuts. Although the FOMC is concerned about a potential contraction in economic growth, it
Acknowledges that inflation remains high, that

uncertainty regarding the outlook for inflation has Canada and United States 30-year Yields
increased and that its previous initiatives have March 2006 - March 2008
already addressed the problems of liquidity. United States:
5.30 March 31, 08: 4.29%
e The urgency of restoring stakeholder confidence in December 31, 07: 4.45%

Decrease of 16 b.p.

t he financi al system i ¢ 5059
special meeting on January 22" from the extent of 480 ]
the cuts made to the fed funds rate and from the
creation of new channels providing easier access to
liquidity for financial institutions. Despite the 4301
aggressive easing of monetary policy in the United |, | Canada:

States, credit conditions remain restrictive. March 31, 08: 3.94%
December 31, 07: 4.10%

e Mar k Carney’ s arrival a Decrease of 16 b.p.
Bank of Canada on January 31 did not change the 35 ‘ ‘ ‘ ‘ ‘ : ‘ |
direction Of Canadian monetary pollcy The 03-06 06-06 09-06 12-06 03-07 06-07 09-07 12-07 03-08
apprehended impact of the United States slowdown

4.55

on the Canadian and global economies, along with Canadian Yield Curves
tightened credit conditions, were reasons reading to 6) (%)
the reductions in our overnight funding rate, from 5007 [0
4.25% to 3.50%. In the press release following its 450 L 450
March 4™ meeting, the Bank pointed out that the 400 ] W -
economic downturn in the United States was more
pronounced than it had anticipated. The Bank 3501 350
concluded by stating tha 3.00 | L 300
is likely to be required
2.50 - r 2.50
* The DEX Universe Bond Index provided a return of 200 | oo
2.95% during the quarter. At 3.96%, the mid term ‘ ‘
sector turned in the strongest performance, followed 0 Tem | i [ 2 | 3 [ 5 | 7y [ 20w | 3oy | 2%°
by the short term at 3.27% and the long term at  [—izs106| 417 | 218 |17 | 403 |400 | 399 | 403 | 409 | 414
1 710/ —12-31-07 | 3.82 3.94 3.90 3.75 3.83 3.87 3.92 3.99 4.10
) 0. —03-31-08| 1.87 2.24 2.52 2.62 2.66 291 3.11 3.44 3.94

* Yields were highly volatile and the yield curve
steepened sharply during the past three months. Canadian Interest Rate Trends
The search for a safe haven and the anticipation of 0 The yield curve steepened o
aggressive rate cuts caused 2-year yields to range 6.00 —6.00
from 3.75% to 2.28% from December 31% to
March 17". As at March 31%, the 2-year yield
reached 2.62%, 88 basis points lower than the 5.00
policy rate. Meanwhile, the 30-year yield rose from
4.10% to 4.28%, before sliding down to 3.94% at

the end of the quarter.

 During the quarter, 5-, 10- and 30-year yields 350 1
reached historic lows (2.73%, 3.28% and 3.93% 300 4
respectively). They gave up 96, 55 and 16 basis
points respectively during the period.
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QUARTERLY INTEREST G APRIL 2008

MARKET COMMENT (CONTINUED)

The yield spread between 2- and 30-year securities rose dramatically from 36 to 132 basis points, its highest level
in three years. Inflationary concerns from market participants are responsible for the fact that long yields declined
less than their short-term counterparts.

The vyield spread between long bonds in Canada and the United States also fluctuated significantly during the
guarter, between -6 and -48 basis points, to close out the quarter at -35 basis points.

Canada-United States Yield (%) Change (b.p.)
10_year Spread Canada 03-31-08 12-31-07 03-31-07 Quarterly Annually

(b.p) (in basis points) 3-month 1.87 3.82 417 -195 -35

220 p 2-year 2.62 3.75 3.98 -113 -28
5-year 291 3.87 4.02 -96 -12
180 - 10-year 3.44 3.99 411 -55 -10
30-year 3.94 4.10 4.20 -16 -4
140 us.
100 3-month 1.35 3.16 4.94 -181 -178
2-year 1.58 3.05 4.57 -147 -176
60 5-year 2.44 3.44 4.53 -100 -125
10-year 3.41 4.02 4.64 -61 -68
20 30-year 4.29 4.45 4.84 -16 -36
Canada/U.S. Yield Spread (b.p.)
-20 4 3-month 52 66 -77 -14 143
2-year 104 70 -59 34 148
601 5-year 47 43 -51 4 113
100 10-year 3 -3 -53 6 59
1298 0200 0401 0602 0803  09-04 1105 0107 0308 [30-year -35 -35 -64 0 32
Real Return Bonds (RRBS)

* Long RRB yields in Canada decreased 33 basis points during the first quarter, closing out at 1.61%. In the United
States, they fell 14 basis points to 1.90%. The expected inflation rate rose 17 basis points in Canada, to 2.33%,
and dropped 11 basis points in the United States, to close out the quarter at 2.39%.

» During the first quarter of 2008, the RRB index returned 5.94%, compared to 1.71% for the DEX Long Term Bond
Index. This outperformance, despite a lower Bank of Canada core CPI, is a reflection of inflationary concerns.
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) o March 2004 - March 2008
4.65 - ’
4.5% +
s | — RRBs Canada Bank of Canada's — Break-even inflation
= RRBs United States 4.0% target range o
. ) = Actual inflation (y/y)
3.65 4 RRBs United Kingdom 3.5% 4
— RRBs France =7 /\
3.15 A 3.0% + n
2.5%
2.65 -
o [ L]
215 1 rl L7I JJ_LI u
1.5%

1651 1.0%

1.15 4 0.5% +

0.65 : : : ; ; ; ; ; ; 0.0% T T T T T T T T T T

12-97 02-99 04-00 05-01 07-02 09-03 10-04 12-05 02-07 03-08 03/04 08/04 01/05 06/05 10/05 03/06 08/06 01/07 05/07 10/07  03/08

] Addenda
N

Capital 5




QUARTERLY INTEREST G APRIL 2008

MARKET COMMENT (CONTINUED)

Provincial Bonds

e Due to spread widening during the first quarter, provincial bonds underperformed government of Canada bonds,
despite their longer duration in an environment of declining yields. Provincial bonds returned 2.52%, compared to
3.82% for government of Canada bonds.

e The first quarter was once again marked by substantial volatility in provincial credit spreads. Increased risk
premiums for corporate bonds, caused by the subprime mortgage loan debacle, continued to contaminate
provincial spreads, mainly for the short and mid term sectors. Long bond yield spreads for the province of Ontario
reached a post-2001 peak in the first quarter. In basis points, yield spreads on long bonds ended the quarter at 85
basis points for Québec, 71 for Ontario and 65 for British Columbia, up 22, 19 and 19 points respectively.

e The credit curve has flattened out over the past few months, as short and medium spreads increased more than
their longer counterparts. Thus, 5-year bond spreads for Québec, Ontario and British Columbia widened 29, 29
and 28 basis points respectively during the quarter. Meanwhile, 10-year spreads grew 25 basis points for Québec,
24 points for Ontario and 18 for British Columbia. In the long term sector, however, the relative scarcity of
investment grade bonds, combined with ongoing demand for this sector of the curve, prevented these spreads
from increasing as much as those of other sectors.

« The credit spread between Quebec and 30-year Provincial Spreads
Ontario remained under slight pressure o over Canada Bonds
. K . -p.) (b.p.)
during the quarter, widening from 13 to 95 - March 2007 - March 2008 o5
16 basis points. The fact that Québec has a oo A2EM0T_ _oai3Lioe
slightly higher risk profile than Ontario is 8| —owee o s 85
reflected in a greater risk premium in this —BC30 46 65

volatile period. - 75

e It’s with no surpris - 65

Ontario submitted balance budgets for the

2008 — 09 fiscal year even with the expected %

Uu. s. economic sl owdo a5
that Quebec decided to increase its profit
distribution from Hydro-Québec to 75% from 35 1 L35

50%. Funding needs from the two biggest
provincial issuers will be greater next fiscal

25 T T T - 25
03-07 06-07 09-07 12-07 03-08

year. Quebec will need to raise $11.1 billions
compared to $8.8 billions in 2007 — 08, while
Ontario will raise $24.3 bhillions ($18.0 Yield Spreads (b.p.) Change
billions in 2007 — 08). Quebec/Canada 03-31-08 12-31-07  03-31-07 Quarterly Annually
5-year 72 43 18 29 25
e Once again Canada Mortgage Bonds 10-year 81 56 36 25 16
(CMBs) recorded a poor performance for the 30-year 85 64 53 22 8
quarter. The yield premium provided by  [Ontario/Canada
these bonds for the 5-year maturity rose to a >vear o 40 1 29 20
_ -year maturity 10-year 71 48 26 24 20
record high of 55 basis points in March, even 30-year 69 51 42 19 8
though these bonds are fully guaranteed by BC/Canada
the government of Canada and therefore 5-year 67 38 12 28 25
represent a choice alternative to government ~ |10vea 59 40 19 19 23
f Canada benchmark bonds 30-year o 46 % 19 13
0 ' Yankee/US Treasuries
Qc-30 yr 56 67 57 -11 12
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QUARTERLY INTEREST G APRIL 2008

MARKET COMMENT (CONTINUED)

Corporate Bonds

 The Canadian corporate bond market continued to be affected by the global credit turmoil. Credit spreads
continued to widen and reached levels not seen in decades. What began as mainly a subprime specific credit

i ssue has spread through the financi al system as n
potential losses. Warren Buffett said it best « It's only when the tide goes out that you learn who's been swimming
naked.".

e I't's fair to say the

Amount of New Issues (million $)

out. We have seen over 200 billion dollars of
write-downs from major market participants
and an unprecedented bail out of Bear Stearns 2008 Difference

First Quarter

by the ngeral Reser_v_e. '_I'he relative size and Corporate Bonds 8.324 17,060 105%

complexny of securitizations and strt_Jctured Securitization (ABS, CMBS) 1300 600 54%

products in the r‘_narketplacg is rendering the Maple Issues 0175 405 96%

assessment of ultimate credit exposure to non-

performing loans more difficult and timely. Total: 18,799 18,065 -4%
e Canadian banks have been very active in the

first quarter issuing over $12.2B in debt Historical Credit Spread

securities. Although potentially less exposed to ~ ©* (Generic 5-year Bank note)

ultimate credit losses relating to US subprime %7
assets, Canadian bank assets have continued
to grow which has forced them to issue new 215+
debt at significantly wider spreads as global

funding costs have increased. 165

* The new issue concessions on Canadian bank
debt has forced a general widening in credit ;51
spreads for the first quarter. Generic bank
spreads widened by 90, 87 and 87 basis
points for the 5-, 10- and 30-year sectors
respectively.

65 +

15
* The generic bank curve closed at 215, 235 05/97 06/98 05/99 03/00 03/01 02/02 12/02 10/03 09/04 08/05 06/06 05/07 03/08

and 235 basis points for the 5-, 10- and 30-
year sectors respectively at the end of the first
quarter. Since December 2006, the generic

Yield Spreads (b.p.) - Corporate Bonds Change

bank spreads have Widened by 174’ 174 and 03-31-08 12-31-07 12-31-06 Quarterly Annually
141 for the 5-, 10- and 30-year sectors [**™ ¢ 215 125 " % 84
respectively. These numbers represent 10- 10-year 235 148 61 87 87
. 30-year 235 148 94 87 54

year hlghS. Bell Canada

* The significant concession in new bank paper ioys:;r ggg 332 g: 122 g;é
spreads produced a drop in the corporate | . ~— ' 540 400 159 140 241
bond market as a whole, generating a return of 5-year 280 185 43 95 142
2.11% for the quarter, while government of 300 pooe oo s - o
Canada bonds advanced 3.82%. Over the past [cTaa
five and ten years, corporate bonds generated Toear 2 s - p” ®
the same return, i.e. 6.14%, compared to 30-year 155 125 111 30 14
6.17% and 6.12% for Canada bonds. The |[freneCanadaFipsiies 137 3 39 " 54
spread widening over the past three quarters 10-year 170 112 62 58 50
therefore erased all of the excess returns 30 year 210 156 11 >4 e

posted by this asset class over the past ten Seurce: Natonal Bank Financial
years.
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MARKET COMMENT (CONTINUED)

QUARTERLY INTEREST G APRIL 2008

Short Term Bonds

During the first quarter, the DEX Short Term Bond
Index returned 3.27%. The quarter was filled with
unprecedented events, such as the Federal
Reserve Chairman condoning fiscal stimulus and
alluding to the probability of bank failures, in
addition to new foreclosures hitting an all-time high
for the third straight quarter. To top it all off, the Fed
executed its first weekend emergency act in almost
three decades as well as an inter-meeting cut of 75
basis points, as it struggled to prevent a meltdown
in the financial markets.

The Fed strayed from its traditional role by
providing, for example, $29 billion of funding to JP
Morgan Chase in order to buy troubled Bear
Stearns. In addition, the Fed provided liquidity
through various unprecedented tools, one of which
was designed to lend treasuries extraordinarily to
primary dealers while accepting agency and private
residential mortgage-backed securities as collateral.
These actions foreshadowed the broadest overhaul
of financial regulation since the Great Depression,
giving the Fed more regulatory authority. These
exceptional events, paired with 200 and 75 basis
points of cuts to the overnight rates by the Fed and
the Bank of Canada respectively, continued to ignite
volatility in short term rates. The 2 and 5-year rates
moved within a band of 171 and 124 basis points in
the Unites States and 144 and 113 in Canada
during the quarter.

The 2-5 year curve ended at 86 and 29 basis points
in the United-States and Canada respectively,
highlighting the continued expectation of more
aggressive easing from the Fed. The 2- and 5-year
yield differentials between Canada and the United
States therefore ended the quarter at 104 and
47 basis points respectively, up from 70 and 43 in
December.

Corporate credit spreads continued to widen
considerably during the quarter, as did provincial
spreads. Ontario and Quebec 5-year bonds each
widened roughly 29 basis points during the quarter,
nearly double the widening of the previous quarter,
as was the case with many non-financial corporate
bonds. The spread between bank deposit notes and
subordinated debt also widened considerably,
displaying i nvest or s’
premiums to invest in lower rated bank debt.
Provincial bonds returned 3.33% during the quarter,
compared to 3.49% and 2.92% for government of
Canada and corporate bonds respectively.

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

(%) Canada - March 2005 to March 2008
5.25 -

4.75
/
M

w/l [
W[ V‘w\,/'fw\v.f

4.25 4 g5

3.75 -

3.25

= Overnight funding rate

2.75 A
= Canada 2-year

Canada 5-year
2.25 -

1.75

03-05 11-05 06-06 01-07 08-07 03-08

Canada and US Yield Spreads

(b.p.)
150 -

100 - CAN US 2 -year spread

= CAN US 5 -year spread

-150 -

03-05 09-05 04-06 10-06 03-07 09-07 03-08

Five-year Credit Spreads

Quarterly

Rating 12/31/2006 12/31/2007 03/31/2008 Change

DBRS/S&P [(H:B) () (b.p) (b.p.)

Canada (yield) AAA | AAA 3.99% 3.87% 2.91% -96
Royal Bank (CD) AA [ AA - 35 110 170 60
Royal Bank (Sub-debt) AAlow /A + 41 125 215 90
National Bank (Sub-debt) Ahigh/A - 46 200 255 55
Hydro-One Ahigh/A 30 82 110 28
Loblaw BBB High / BBB 43 185 280 95
Bell Canada A/BB+ 53 330 490 160
Highway 407 AlA 34 90 127 37
TransCanada Pipelines AlA- 39 93 137 44
Telus Alow/BBB + 62 155 245 90

demands

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

QUARTERLY INTEREST G APRIL 2008

International Bonds and Currencies

Concerns over the stability of the U.S.
financial system, ongoing liquidity concerns
for the global funding markets and generally
weaker economic statistics contributed to a
rise in global bond markets during the first
quarter of the year. The JPMorgan Global
Government Bond Index (GBI) advanced
2.6% during the period.

Meanwhile, the hedged GBI (against the risk
of currency fluctuations in relation to the
Canadian dollar) rose 2.7% during the first
quarter of 2008. The Bank o f Canad
to the overnight funding rate, combined with
the steady policy rates of Japan and the euro
zone, had a less enhancing effect than
previously witnessed on hedged returns.

The Canadian dollar depreciated significantly
against most major currencies during the first
quarter of the year. The unhedged GBI in
Canadian dollar terms therefore turned in a
stellar performance, gaining 13.9% for the
first three months of the year.

Despite rate cuts and concerted action on the
part of central banks to support liquidity in late
2007, capital markets remained in a state of
chaos in early 2008. The Fed even slashed its
fed funds rate 125 basis points in less than
two weeks, at the beginning of January, in an
attempt to calm the markets down. Given the
weak U.S. economy, the Fed continued to
ease its monetary policy throughout the
quarter, through a lower fed funds rate and a
weaker dollar.

Accordingly, vyields on U.S. bonds fell
appreciably. It should be pointed out that
2-year bonds were trading with a yield as low
as 1.27% during the quarter. As for the
10-year sector, yields fell to 3.30% before
closing out the quarter at 3.41%, down
62 basis points since the beginning of the
year. For the quarter, the U.S. bond market
returned 4.5%.
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Quarterly Returns International Bonds
Q1-2008
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MARKET COMMENT (CONTINUED)

QUARTERLY INTEREST G APRIL 2008

Although the European Central Bank (ECB)
stubbornly kept its policy rate unchanged on
account of its concern over inflation, the euro
zone bond market still managed to post a
return of 2.3% during the quarter. According
to market participants, it is only a matter of
time before the ECB reduces its policy rate.

Following a 25-point reduction in December,
the Bank of England trimmed its policy rate
another 25 basis points in February, to
5.25%. This was a very modest move
compared to the anticipations of the
UK bond market, which gained only 1.9%
during the quarter.

Japan’s economy appea
others by credit and liquidity issues. Still, it
continues to show signs of slowdown, a
problem that has been exacerbated by the

relative strength of the yen. The bond market
is beginning to anticipate that the central

bank’”s next move may

the country’s policy
very low. The Japanese bond market rose
1.4% during the quarter.

Due to problems with the U.S. financial
system and its slowing economy, the
greenback depreciated further against most
major currencies during the first quarter of
2008. Substantial rate cuts by the Fed also
weighed heavily on the dollar, enabling the
euro to set a new high of 1.5904 in March.
The dollar index (DXY) declined 6.5% during
the quarter, for a total of over 40% since the
end of 2001.

Although  commodity prices remained
relatively high during the quarter, the
Canadian dollar lost ground against all major
currencies, including the U.S. dollar. A
feeling that our economy will be hard hit by
the slowdown in the United States, combined
with actual and anticipated rate reductions
by the Bank of Canada, prompted market
participants to cash in on long Canadian
dollar positions. While the loonie lost only
2.8% against the U.S. dollar, it fell 14.9%
and 11.1% against the yen and euro
respectively during the first quarter of 2008.
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Monetary Policy Rates (%)

) : : Quarterly Annual change
03-2007 12-2007 03-2008 Change (b.p) (b.0)
Canada 4.25 4.25 3.50 -75 -75
United States 5.25 4.25 2.25 -200 -300
Europe 3.75 4.00 4.00 0 25
United Kingdom 5.25 5.50 5.25 -25 0
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- 12121

weighted index of the foreign exchange July 5, 2001

value of the US dollar against the following e

120 4 currencies: Canada, EMU countries,

Japan, the United Kingdom, Switzerland
and Australia. March 1973 = 100.
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Exchange Rates

12-31-06 12-31-07 03-31-08
VS US$
Euro 1.3199 1.4588 1.5763
Canadian Dollar 0.8581 1.0021 0.9749
Japanese Yen 0.0084 0.0090 0.0100
Danish Krona 0.1770 0.1956 0.2114
British Pound 1.9589 1.9864 1.9833
NZ Dollar 0.7047 0.7660 0.7853
Australian Dollar 0.7890 0.8756 0.9137
Swiss Franc 0.8203 0.8826 1.0051
Swedish Krona 0.1460 0.1546 0.1681
VS C$
Euro 1.5382 1.4557 1.6169
US Dollar 1.1654 0.9979 1.0258
Japanese Yen 0.0098 0.0089 0.0103
Danish Krona 0.2063 0.1952 0.2168
British Pound 2.2829 1.9822 2.0345
NZ Dollar 0.8213 0.7644 0.8056
Australian Dollar 0.9194 0.8737 0.9372
Swiss Franc 0.9560 0.8808 1.0311
Swedish Krona 0.1702 0.1543 0.1724

03

04 05 06 07 08

Quarterly Annual
change change
8.05% 10.53%
-2.72% 16.79%
11.80% 6.57%
8.05% 10.53%
-0.15% 1.40%
2.52% 8.70%
4.35% 10.98%
13.88% 7.59%
8.68% 5.89%
11.07% -5.36%
2.80% -14.37%
14.92% -8.75%
11.07% -5.35%
2.64% -13.17%
5.39% -6.92%
7.27% -4.97%
17.06% -7.87%
11.71% -9.33%
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