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Five Surprises for 2008

by Avery Shenfeld

Money is made by expecting the unexpected.
As we approach a new year, its useful, then,
to think outside the box, looking for events
that could surprise nancial markets. And
given the holiday spirit, lets focus more on
good news stories.

Herewith is our pick of the top ve surprises for
2008, all of which are either in our forecast, or
to which we would attach much stronger odds
than todays nancial markets are betting.

First, securities linked to the US mortgage
market won t all end up being the toxic
waste that nancial markets now assume,
and might actually recover more than xed
income assets tied to corporates. Even with
a recent rebound, credit default swaps are
still betting that subprime default rates
will run as high as 50% in some cases. But
the multi-pronged approach to addressing
the crisis thats now underway could avert
these worst fears (see pages 8-9), pushing
up the valuations on higher grade tranches.
Non nancial corporate spreads could also
narrow as the US economy rebounds later
in 2008, but much of their blow-out was a
return to normalcy from unsustainably tight
spreads early in this cycle, and are therefore
unlikely to be reversed in a world that now
remembers that risk should be appropriately
rewarded.

Another now out-of-favour security that
could do better than some think is bank-
sponsored Asset Backed Commercial Paper.
Its trading at generous spreads, despite
the sponsoring banks extension of global
style liquidity. But even if this market never
returns to its former scale, the market could
tighten in once the Bank of Canada follows

http://research.cibcwm.com/res/Eco/EcoResearch.html

through on its recent promise to allow these
assets to be pledged as collateral.

Third, the Fed, now in the throes of an easing
cycle, could end up hiking rates before next
year is out. Our core forecast postpones such
a move until early 2009, but an earlier hike
is far from a longshot bet. Not with core
in ation still rm, energy and food in ation
persisting, and the coming slowdown not
deep enough to open up much slack in
labour markets.

Closer to home, Saskatchewan has a shot at
leading all provinces in economic growth in
2008. Our of cial call gives those honours
to Alberta, but its neighbour has a chance
for an upset win. Soaring grain prices will lift
farm incomes, oil and gas prices should run
above the governments moderate forecast,
potash will remain strong, and in the world
of bricks and mortar, the province s housing
market is already the hottest in the country.

And looking most broadly, global growth
will hug not far below the 5% mark seen
in the past few years, notwithstanding the
slow crawl that the US faces until the spring.
Americas role in the world ain t what it used
to be, with developing Asia accounting for
half the global growth tally in the past three
years. China is still looking, if anything, too
brisk, the eurozone hasn t seen any signs of
real trouble, while high oil prices leave growth
in OPEC countries and Russia in good hands.

All of that will be a pleasant surprise for the
recently shaky TSX, as annual returns in the
resource-laden Canadian equity market have
an airtight correlation with global economic
activity.

CIBC World Markets Inc.

CIBC World Markets Corp

PO Box 500, 161 Bay Street, BCE Place, Toronto, Canada
300 Madison Avenue, New York, NY 10017

M5J 2S8

Bloomberg @ WGEC1  (416) 594-7000
(212) 856-4000, (800) 999-6726



CIBC WoRLD MARKETS INC. StrategEcon - December 19, 2007

MARKET CALL

The Bank of Canada has joined the battle to prevent the squeeze in the banking system from acting as an
effective tightening in policy. With core in ation well behaved, another rate cut in January is a solid bet, as
it will likely prove necessary to prevent private sector money market rates from rising. The Bank s limited use
of alternative measures to ease bank liquidity (see pages 10-11) suggests it still sees the overnight rate as
its preferred instrument. A Q1 rate cut should hold the C$ in a trading range, with a renewed appreciation
awaiting an up-leg in commodity prices later in 2008.

For its part, the Fed has one or perhaps two quarter-point rate cuts ahead in Q1 in order to drag other money
market rates down. The number of cuts will in some sense be dependant on how successive alternative
measures are in easing the credit crunch in the banking system, since its really LIBOR, rather than the funds
rate, that is the new target. Lingering in ation pressures stand in the way of a more aggressive easing
posture.

The Canadian bond market will gain some support from a Bank of Canada rate cut in Q1, and the relatively
tamer in ation readings on this side of the border. But if the US economy escapes recession, both Treasuries
and Canadas will shed their ight-to-safety gains over the last three quarters of 2008.

INTEREST & FOREIGN EXCHANGE RATES

2007 2008

END OF PERIOD: 19-Dec Mar Jun Sep Dec
CDA Call loan (mid-point of range) 4.25 4.00 4.00 4.00 4.00
98-Day Treasury Bills 3.81 3.65 3.75 3.90 4.00
Chartered Bank Prime 6.00 5.75 5.75 5.75 5.75
2-Year Gov't Bond (4.25% 12/09) 3.78 3.50 3.75 4.00 4.25
10-Year Gov't Bond (4% 06/17) 3.98 3.80 4.00 4.25 4.40
30-Year Gov't Bond (5% 06/37) 4.08 4.05 4.10 4.35 4.45

U.S. Federal Funds Target 4.25 4.00 4.00 4.00 4.00
91-Day Treasury Bills 2.89 2.90 3.25 3.75 4.00
2-Year Gov't Note (3.625% 10/09) 3.11 2.95 3.20 3.85 4.25
10-Year Gov't Note (4.25% 11/17) 4.03 3.80 4.00 4.30 4.75
30-Year Gov't Bond (5% 05/37) 4.45 4.40 4.50 4.55 4.80
Canada - US T-Bill Spread 0.92 0.75 0.50 0.15 0.00
Canada - US 10-Year Bond Spread -0.05 0.00 0.00 -0.05 -0.35
Canada Yield Curve (30-Year — 2-Year) 0.30 0.55 0.35 0.35 0.20
US Yield Curve (30-Year — 2-Year) 1.34 1.45 1.30 0.70 0.55
EXCHANGE RATES — (US¢/C3) 99.7 100.0 101.0 103.1 105.0
— (C$/Us$) 1.003 1.000 0.990 0.970 0.952

— (Yen/US$) 113 110 113 112 110

— (US$/euro) 1.44 1.45 1.42 1.40 1.40

— (US$/pound) 2.00 1.97 1.89 1.94 1.94

— (US¢/AS) 85.8 87.0 93.0 88.0 87.0
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STRATEGY AND EARNINGS OUTLOOK

While we still do not believe that the subprime mortgage mess will lead to a full blown US recession, it is
nevertheless becoming a more protracted event than we had earlier thought. With another US$400 billion
of subprime mortgages due to reset next year, we pruned our overweight in equities by three percentage
points, and moved the funds into bonds. Further asset writedowns by nancial institutions could continue
to cast a pall over the broad stock market for at least another quarter.

In assuming a more defensive portfolio posture, we further reduced our weighting in nancial stocks
which continue to be the critical nexus between the US subprime mortgage market and the broad TSXs
performance. We also trimmed our overweight in base metals and gold stocks in view of the cost overruns
and delays in many of the larger mining projects now underway. At the same time, we raised our weighting
in more defensive areas of the market, with an overweight position now in consumer staples stocks where
value looks appealing.

We added three percentage points of weighting to our bond position earlier this month. With more easing
coming from the Federal Reserve Board, we expect that the Bank of Canada will respond with another
25-bp cut early in the new year. Moreover, bonds may, at least in the near term, discount even greater action
by central banks.

B h K Strategy Rec- ]

ASSET MIX (%) enchmark | mendation TSX - Earnings Outlook & Forward PE
Stocks 56 65

Bonds 38 32 Operating Earnings 4-gtr Fwd
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No Cracks in Canadian Infrastructure Stocks
Benjamin Tal

Global infrastructure stocks continue to shine surging
by almost 20% since we last highlighted the sector
in early 2007. How do Canadian infrastructure stocks

t into this picture? Evidently, very well. Not only did
the Canadian infrastructure index outperform the TSX
during the past year, but it also topped its global and
American counterparts by healthy margins. Valuations of
construction and engineering rms are re ecting the huge
potential of the current unprecedented infrastructure
boom in Canada. And thats just the beginning.

The Problem

Recent estimates suggest that the infrastructure-related
funding shortfall in Canada is much larger than was
assumed until recently. The consensus is that the total
additional investment needed to repair and prevent
deterioration in existing municipally owned infrastructure
assets stands currently at roughly C$125 billion. That is
up from C$60 billion in 2003 a dazzling C$15 billion of
deterioration per year. As a share of GDP, this de cit has
ballooned from 3% in the early 1990s, to the current 8%.
And per capita, at just under $4,000, the de cit is now
four times larger than it was 15 years ago (Chart 1). In
fact, on a comparative basis, the Canadian infrastructure
gap is not much smaller than in the US, where the
situation is often described as a looming crisis, and where
Washington has already taken decisive steps to deal with
the infrastructure funding shortfall.

Chart 1
Surging Canadian Infrastructure Shortfall
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And these estimates reflect only the most urgent
infrastructure requirements, without taking into account
additional needs for expansion due to demographics
and environmental issues. Take Ontario for example;
the pledge to shut down its coal plants by 2014 cannot
be achieved without the refurbishment of existing
nuclear plants and the development of new ones, as
well as a massive investment in grid infrastructure. Such
requirements are not included in current estimates of
the infrastructure de cit. Add them to the equation and
the required infrastructure funding in Canada almost
doubles to C$240 billion or 15% of GDP. Two-thirds
of this amount is required to X, maintain, update and
expand the countrys water and transportation systems
(Chart 2.)

The rapid acceleration in the value of the infrastructure
de citin Canada re ects the fact that more than half of
the nation s civil infrastructure is more than 50 years old
(Chart 3, left) and the system has used almost 80% of
its life expectancy. And this life expectancy gets shorter
with every year of delayed maintenance. As illustrated in
Chart 3 (right) the service life of a typical infrastructure
asset can be reduced dramatically due to insuf cient
maintenance. Note that moving from 2% maintenance
cost (% of construction cost) to 1% can reduce the
service life of the assets by 15 years. Given the rapid
widening of the infrastructure gap in recent years, we
estimate that the current maintenance rate is probably

Chart 2
Required Infrastructure Investment by Sector
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Chart 4
Government Net Spending on Infrastructure*
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lower than 1% a fact that worked to accelerate the
aging process of Canadian infrastructure.

The Solution

The tragic collapse of a Laval bridge near Montreal last
fall captured all these statistics in one gloomy image. But
in many ways it worked as a catalyst for governments
across Canada to start moving on the infrastructure front.
And the difference is that now they can afford it, with the
federal government celebrating 10 years of being in the
black. Asillustrated in Chart 4, the worst is over for public
sector infrastructure investment in Canada. After years
of under spending, which saw the share of the federal
government in total infrastructure capital falling from

Table 1

*Net of depreciation. Source: Statistics Canada

40% in the 1960s to less than 7% in 2002 (and municipal
governments share rising from 40% to 60%), the tide
is turning. In fact, in its last budget, Ottawa made its
largest single commitment to public infrastructure in the
countrys history $37 billion in investment over seven
years of which less than $2 billion has been spent so
far (Table 1).

The federal government is also directing some of the tax
power to municipalities mainly via the gas tax. Today,
36% of the gas tax is spent on infrastructure  ve times
the amount spent only three years ago.

Provincial governments are also stepping up to the plate.
Alberta has recently announced a record $18 hillion over

Federal Government Long-Term Infrastructure Plan

Long-Term Infrastructure Plan ($ millions)

2007/8 2008/9 2009/10 2010/11 2011/12 2012/13 2013/14 Total

Base funding
Gas tax funding 800 1,000 2,000 2,000 2,000 2,000 2,000 11,800
GST rebate 715 750 790 830 875 915 960 5,835
Building Canada Fund 572 926 1,186 1,401 1,427 1,636 1,655 8,801
Fund for gateways and border crossings 137 221 283 335 341 391 396 2,105
Fund for P3 projects 82 132 169 200 204 234 236 1,257
Equal per jurisdiction funding 325 325 325 325 325 325 325 2,275
Asia-Pacific Gateway and Corridor Initiative 108 158 118 144 172 170 108 977
Sunsetting infrastructure initiatives 1,597 1,141 571 362 326 26 0 4,023
Grand Total 4,335 4,653 5,442 5,597 5,669 5,698 5,680 37,073

Source: Federal Government
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three years of infrastructure projects that is three times
the amount spent in previous years. In fact, based on
inventories of ongoing and planned infrastructure projects
by 2013, cumulative spending in the province will climb
to a dazzling $18,400 per person an amount matched
only by infrastructure investment in oil-rich countries such
as Dubai. British Columbia will see roughly $20 billion
worth of infrastructure investment in the coming ve
years, while the booming Saskatchewan economy will see
an infrastructure cash injection of $5.5 billion or $5,600
per person during that period. While the economic
fundamentals of Atlantic Canada are not as favourable
as in the west, infrastructure investment in the region is
gathering momentum at a pace second only to Alberta
(Chart 5).

Instead of simply writing a cheque, governments are
now willing to utilize more effective ways to nance
infrastructure investment. Chief among them is the
growing role of Public-Private Partnerships (P3) in Canada.
Many of these projects involve the participation of the
private sector in designing and building infrastructure to
meet public sector performance speci cations, often for
a xed price, so the risk of cost overruns is transferred to
the private sector. While Canada has been slow to adopt
this concept, this reality is changing quickly with no less
than 50 P3 projects currently in process nation wide. And
Ottawas recent commitment to creating a federal P3
of ceis a clear indication of the direction the government
is aiming. Chart 6 indicates that the combination of the
current volume of P3 activity and its level of sophistication,
put Canada in the same league as countries such as the

Chart 5
Planned Infrastructure Spending by Province
(2007-2013)

US, France and Spain, but still below countries such as
Australia and the UK, where P3 projects play much more
prominent roles in infrastructure investment.

What makes investment in infrastructure particularly
attractive at this time is that the rising supply of
infrastructure projects coincides with a rapidly growing
demand for that kind of investment particularly among
pension funds, given their growing need to match
long-term liabilities with stable long-term cash ows.
Infrastructure investment typically carries greater duration
than 30-year government bonds, and in addition to
having bond-like characteristics, it has equity-like features,
since revenues grow over time with demographic
changes, providing pension funds an attractive hedge
against in ation.

And thats precisely why in the coming years, pension
funds will become major players in the Canadian
infrastructure space. With more than $700 billion to play
with, even a minor change to their asset allocation can
dramatically change the mathematics of infrastructure
funding. And its already happening. We estimate that
currently roughly 5% of pension funds assets are
allocated to global infrastructure investment up from
only 2% earlier in the decade. And this allocation is
rising. Look for pension funds to allocate between 10%
and 15% of their assets to infrastructure investment by
2015 adding more than $200 billion of fresh money to
this capital intensive sector. And given that much of this
investment is likely to be leveraged the actual amount
of cash infusion coming from pension funds will be much
larger.

Chart 6
P3 Market Maturity Curve
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Chart 7
Pension Fund Infrastructure Investment Will
Grow Rapidly
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The Investment

With surging demand for infrastructure investment,
and more money available to nance it, the balance
has shifted in favour of Canadian construction and
engineering rms. And its already evident, not only in
their rising pro t margins, but also in their valuations.
Over the past two years our Canadian Infrastructure Index*
has outperformed the TSX by a cumulative 37%-points

Chart 8
Canadian Infrastructure Stocks Outperform

and in the past year alone the index topped the S&P/TSX
by 20%-points (Chart 8, left). And even more impressive
is the fact that the Canadian index outshined both global
and American infrastructure indexes over the past year by
roughly ve percentage points (Chart 8, right).

By sub-sector, stocks of engineering companies, which
constitutes close to 40% of our index have seen the
largest appreciation over the past year, followed by
equipment distribution (Chart 9).

Years of under spending in Canadas infrastructure
assets have created a huge funding gap, but also a great
investment opportunity. With both public and private
money now pouring into the sector at an unprecedented
pace, Canadian infrastructure companies are entering a
golden era, with growing pricing power largely offsetting
any cost pressures. Pro t margins and valuations will
continue to respond accordingly.

Note:

1. The index is based on 18 publicly-listed Canadian rms with pure or
signi cant infrastructure exposure. We focused only on companies that
are listed in the S&P/TSX and with available stock price history going
back at least to mid-2004. Individual stock prices are weighted by their
market cap. Total market cap of our index is C$25bn. Company names
are available upon request.
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Solving the Crisis in Baby Steps
Avery Shenfeld

Markets have been generally dismissive of the various
efforts to ease the current housing-centred crisis. Too
little, too late, is the theme of much of what has been said
to date. Credit default swap indexes covering mortgage
vintages due for interest rate resets have shown little if
any recovery (Chart 1), and US nancial stocks continue
to be hammered. But while individually, no single action
by the Fed, the US Treasury or other players has been a
panacea, the pieces are starting to fall into place to make
a signi cant improvement over the markets fears of as
much a 50% default rate.

For one, the latest initiative to freeze rates that would
otherwise be reset on subprime ARM mortgages in the
coming two years looks to be more effective in reducing
defaults than some are claiming. True, eligibility rules for
the program would restrict it to 370,000 or so mortgages
(Chart 2). The actual number benefiting could be
somewhat lower if mortgage servicers face contractual
restrictions on the number of re-negotiated contracts
they can allow, or to the extent that there was fraud in
the original data.

But comparing that gure to the 1.7 million ARMs headed
for resets is highly misleading. Other than those already
delinquent, or that will be before the reset date a
number we allow to grow to roughly 19% of the total

the bene ciaries are overwhelmingly among those who
were at the greatest risk of default. In reality, then, if even
250,000 mortgages get the freeze, that might represent
a third of those that would otherwise default.

Chart 1
Mortgage-Related Credit Default Swap Indexes
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Chart 2
Who Quali es for Mortgage Reset Freeze?
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This does more than merely postpone the problem for

ve years, when the freeze comes off. The key is that it
will minimize the ood of foreclosed properties being
dumped on a market that is already overburdened with
excess listings of both new and existing homes, and will
therefore act to slow further price declines. Research by
the Boston Federal Reserve showed that falling house
prices are a key trigger for foreclosures (Chart 3), since the
price declines reduce loan-to-value ratios and therefore
reduce re nancings.

Excluded from eligibility for the Paulson freeze are the
roughly 700,000 mortgages that are going to leave the
affected pools by re nancing into less costly mortgages,
a gure that could, in fact, grow under various proposals
we discuss below. As a part of that process, the federal
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Chart 3
Housing Prices Drive Foreclosures
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governments FHASecure program has completed or is
now processing a total of 53,000 re nancings in only
four months since its inception in September, a pace
that belies early pessimistic estimates that only tens of
thousands would be eligible in total.

Also excluded are those who, given their FICO (credit
rating) scores, are unlikely to default even at the higher
reset rates. As a result, those getting the rate locks are
the key subset that would be vulnerable to a rate hike,
but who, given their proven ability to pay for the rst two
or three years, might see a fairly low default rate at their
current interest rate.

For those looking to re nance, efforts are underway
to make that happen. Refinancing out of the sub-
prime category is nothing new. Fully 71% of subprime
mortgages issued in 2004 were retired in two years, and
nearly 90% in three years. Thats been made tougher
since falling house prices have prevented the typical build-
up in home equity that improves the borrower s position.
Those suggesting that CDO holders will sue to block the
freezing of rates miss the point that, during normal times,
and under the models used to value these securities when
they were sold, only a small fraction of loans continued
at the higher reset rate.

Actions are underway to increase eligibility for other

nancing options that would reduce the number stuck
in reset subprime loans. A bill passed by the Senate
would raise loan limits (for example, to US$417,000 from
US$362,000 in high cost areas, with a parallel move in
lower-cost areas) and reduce down payments required for

FHA insured mortgages. Some 200,000 mortgages will
qualify under this bill, even more under the House version
which adopts a much higher size cap.

The Bush Administration has also proposed allowing state
and local tax free bonds to nance mortgage re nancings.
Currently, such programs are restricted to rst time home
buyers in economically distressed zones.

Finally, the Fed is making it easier for those who remain
stuck in subprime ARMs to meet their obligations. Both
by cutting overnight rates, and supplying liquidity of
US$40 bn in special term auctions, the central bank has
sent LIBOR rates the base rate for these loans heading
lower (Chart 4). It remains to be seen where LIBOR sits
beyond year-end, as pressures on bank funding remain as
banks write down assets or take previously off-balance-
sheet SIV assets onto their balance sheets. But we expect
the Fed to push three-month LIBOR down to the 4.25%-
4.5% range in a combination of overnight rate cuts and
other measures. Relative to July, that would represent a
100-bp savings for ARM borrowers, or roughly US$225
per month on a US$300,000 mortgage, or US$300 from
the LIBOR peak set in September.

Rate freezes, lower oating rates, FHA mortgages none
of these are a panacea. But since nancial markets are
assuming the worst, in some cases pricing in foreclosure
rates of nearly 50%, even baby steps can add up to
signi cant relief from the worst case scenarios.

Chart 4
US 3-Month LIBOR Headed Lower
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The Bank of Canada and the Credit Crunch

Meny Grauman

Monetary policy is very good at ghting in ation, but
its traditional tools are not nearly as effective at battling
a persistent credit crunch. This unfortunate reality has
meant that policy makers continue to struggle to nd an
appropriate solution to the current funding crisis. But it
has also spurred a number of the world s largest central
banks to experiment with more novel policy responses
to these systemic market problems. That included the
Federal Reserve s decision to narrow the spread between
its target fed funds rate and the discount rate by 50 bps
this past August, as well as this weeks decision by the
ECB to offer unlimited two-week term funding to all euro-
zone nancial institutions.

In Canada, the response of monetary policy makers to the
pressures in the domestic credit market has been much
more conservative. The Bank of Canada remains heavily
reliant on its key overnight interest rate to shepherd
the Canadian economy through this uncertain period
of nancial dislocation. That is not to say that the BoC
has not taken any extra steps to address this countrys
short-term liquidity problem. However, it is clear that
these efforts have been extremely modest. As a result,
the spread between the 1-month CDOR rate and the
overnight rate is essentially unchanged more than one
week after the Bank of Canada cut rates by 25 bps
(Chart 1).

That limited response won t be enough to keep the Bank
from cutting its target overnight rates by an additional 25

Chart 1
Inter-Bank Funding is Still a Problem

bps at its next policy meeting on January 22nd despite
the fact that the market still views this outcome as in
doubt (Chart 2).

Bank of Canadas Action Not That Aytpical

Last week s decision by the BoC to join the Federal
Reserve, the ECB, the BOE and the Swiss National Bank
in taking coordinated action to address the global credit
crunch was viewed by some market watchers as a sign
that rates would not need to continue to drop. Yet upon
closer examination, it is clear that the provision of an
additional $4 billion in 28- and 17-day term funding will
do very little to address the real liquidity needs of the
Canadian short-term funding market.

At the end of the day, these actions are not very different
from steps that the Bank of Canada has taken in the past
to ensure that the short-term Canadian lending market
has had enough funds to meet a normal spike in demand
for cash around year-end.

Over the last seven years the Bank of Canada has
provided an average of $1.7 billion in term funding
through the provision of purchase and resale agreements,
in order to address the predictable increase in end of year
funding needs. This means that this year the Bank is only
providing roughly $2 billion in extra liquidity on top of
what it would normally provide markets during normal
times. To put this number into perspective, the par value

Chart 2
Market Still Doubts BoC Cut in January
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of outstanding BAs in Canada is just over $60 billion
(Chart 3), while the volume of Canadian repo transactions
involving Government of Canada marketable debt is
approximately $55 billion a day.

Without substantially increasing its term funding
obligations on par with steps that the ECB took this
week, the Bank of Canada directly affects only the
shortest maturity inter-bank lending rates. Indeed, all
of the headlines on earlier interventions by the Bank
in the money market captured only the steps needed to
keep the overnight rate on target, at the mid-point of a
50-bp band that determines the interest rate charged or
paid out by the Bank on collateralized loans or advances
through the country s large value transfer system.

That system ensures that the market rate for overnight
funding remains inside this range because financial
institutions know that they will earn at least this bottom
threshold on positive balances and not have to pay more
than the upper limit on negative balances (Chart 4).

Because of the wide range of funding products available
in the Canadian market, policy makers measure the actual
rate of collateralized overnight lending by looking at two
separate proxies. The rst one is the Canadian Overnight
Repo Rate Average (CORRA), which is the weighted
average of rates on collateralized repo transactions done
through inter-dealer broker screens. This measure has
suffered from a lack of liquidity in the on-screen market,
and so it is supplemented by the overnight money market
financing rate (OMMF), which is a broader measure
of funding including lending provided by the Bank of
Canada and directly between dealers.

Chart 3
The Need for Short-Term Funding is Large
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When the credit crunch rst hit in early August, the Bank
of Canada stepped in with liquidity in order to drive these
rates well below its target. However, more recently both
the CORRA and the OMMF have stayed within a few basis
points of this key measure, as policy makers continue to
make sure that overnight lending clears at its intended
level (Chart 5). In sum, the Bank can look very active even
when it is standing still on its policy target.

Looking ahead, the Bank is considering new steps to ease
the credit crunch, including taking bank-issued ABCP and
US Treasuries as collateral. But to move BA rates more
directly, a further cut in the overnight target will still be
necessary.

Chart 5
Overnight Rates Moved Well Below
the Target in August
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ECONOMIC UPDATE

CANADA 07Q3A O07Q4F O08Q1F 08Q2F 08Q3F 2006A 2007F 2008F
Real GDP Growth (AR) 2.9 2.0 2.2 2.9 3.1 2.8 2.6 2.7
Real Final Domestic Demand (AR) 4.6 3.3 3.5 3.4 3.1 4.7 3.8 3.6
All Items CPI Inflation (Y/Y) 2.1 2.4 1.7 1.6 2.3 2.0 2.1 2.0
Core CPI Ex Indirect Taxes (Y/Y) 2.2 1.7 1.5 1.3 1.3 1.9 2.1 1.5
Unemployment Rate (%) 6.0 5.9 6.1 6.1 6.2 6.3 6.0 6.1
Merchandise Trade Balance (C$ Bn) 42.6 42.8 43.4 48.4 55.2 51.3 52.4 51.0
uU.S.

Real GDP Growth (AR) 4.9 1.0 0.9 2.0 2.2 2.9 2.2 2.1
Real Final Sales (AR) 3.9 1.7 0.9 2.1 1.5 2.8 2.5 2.1
All Items CPI Inflation (Y/Y) 24 4.0 3.9 3.0 3.9 3.2 2.9 3.7
Core CPI Inflation (Y/Y) 2.2 2.3 2.4 2.4 25 25 2.3 2.5
Unemployment Rate (%) 4.6 4.7 4.9 4.9 4.9 4.6 4.6 4.9

CANADA

We ve scaled back our forecast for Canadas merchandise trade surplus, as a soft US climate depresses results
for another couple of quarters, with a rebound later in 2008 helped by commaodity price rmness. Canadas
core CPI track looks even lighter than before, with the gap versus the US particularly notable and a sign of
the pass-through of a strong C$ to some retail prices. While there s limited news as yet on Q4 GDP, its hard
to be too gloomy given all the jobs created.

UNITED STATES

The spike we ve been anticipating in headline CPI has arrived, but also brought with it some disconcerting
news on core prices. A weak dollar, coupled with an upturn in rent in ation, is to blame for the latter. A
year from now, the US economy will again be staring at a 4% CPI. We only slightly raised our Q4 growth
projection after better-than-expected retail results for November, expecting December to be an offsetting
disappointment.
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