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The Canadian economy has b
on the back of a very weak Dollar

responding to the record current account deficit
The Fed now fears deflation, not inflation ...
and stands ready to cut interest rates again
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Thank you for asking me to come in and
discuss the economic and financial
outlook.

[ will start with a brief commentary of
where we currently are, then discuss a
key theme in our analysis, before review-
ing some key developments and trends in
the US and Canadian economies.

I’ll conclude with some guesstimates of
how the economic and financial environ-
ment is likely to unfold over the next 4-6
quarters.

Where are we currently?

The Canadian economy has been strong
(relatively), and the Bank of Canada has
continued to raise interest rates on
worries of an inflation problem. This has
helped the Dollar to soar.

The Fed has continued to cut rates, which
has helped the Dollar to weaken signifi-
cantly against the Euro and Yen, as well
as the Canadian Dollar.

Let’s have a closer look at what is going on.

This is my “silly” chart, but it makes several
basic points.

The first is that the third financial bubble of
the last 100 years has just burst. After the
previous two bubbles stock markets took
8-10 years to regain their previous highs.

The second is that economic growth was
weak for a prolonged period of time after
each bubble had burst.

The third is that something fundamental
happened to the gold price in the wake of
each bubble —it was revalued in 1934, and

cutloosein 1971.
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IIn keeping with our silly chart, the

. OECD leading indicator has again run out
International of steam. Indeed it looks as if it is signal-
ing another recession.

CD Leading Indicator

The danger here is that the world
economy has become over-dependent on
the US consumer, and as we will show,
the US consumer really ought to stop
spending for a while.

Double

This means there would be a potential
problem in the world economy.
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On the surface of'it, the US economy
. L ettt . doesn’t look all that bad. It rebounded
The US Leonomy strongly from the attack of 9/11 — growthin
The US Economy early 2002 was near 6% in fact.

Annuaiized quarterly growth rates More recently growth has slowed, but even
N . R _brief” . .
fast : recession a war with Iraq did not cause the US growth

recession .
rate to slip below zero.

Sub-par growth
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This is one of our forecasting models. It
M Ml s suggests that the sharply lower interest
rates in the US, and the weaker Dollar,
will help reinvigorate the economy over
the next four quarters.

Unfortunately, we don’t fully share this
optimism, and are looking for a more
sideways trend.

The US Economy .

US GDP Growith
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The US Economy
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The Canadian Economy

The Canadian Economy

Annualized quarterly growth rates

“not quite"”
recession

last recession

The Canadian economy is stowing down! J
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This chart highlights US recessions since
1945. The shortest recession lasted 6
months, which is about as long as the
2001 recession lasted.

Yet, the short recession of 1980 was
followed quickly by a much longer one —
the “double-dip” of 1980-82.

That worries us!

The Canadian economy contracted briefly
in 2001, but not as dramatically as the US
economy.

The economic “rebound” was stronger in
Canada than in the US, but the falloffin
growth in Canada is now quite visible.

Indeed, our forecasting model for Canada
points to lower growth — in the range of
only 1% - as a result of higher interest
rates and the sharply higher Canadian
Dollar.

This model agrees more with our view of
what may lie ahead.



The one area where the Canadian
economy has been exceptionally strong is
the housing market. This chart of housing
starts in Canada indicate a robust market.

The Canadian Economy _

Interestingly, the rise in short term interest
rates in Canada did not adversely affect
the long term rates significantly. Ergo,
mortgage rates have been extremely
attractive.
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. This is how house prices were
The Canadian Economy faring across the country in 2001.
All the price improvement was
St. John's i : out East; house prices in BC

Haifax , ' were stagnant.

Fredericton

Montreal " I mentioned in our reports at the

Ottawa-Hull

Toronto | time that it was a good time to

Kitchener-Waterloo

Winnipeg | i . | : buy property in Vancouver!

2001 House Price Inflation

Regina
Calgary
Edmonton
Vancouver

This is the same chart for 2002.

Note how price rises had evened out
across the country. Price rises moderated
out East, and picked up out West.

St John's : March 2002 Even Victoria, despite government

Halifax
Fredericton | , cutbacks and layoffs, started to show
Montreal . .
Ottawa-Hull SOme price impr ovement.
Toronto .
Kitchener-Waterloo
Winnipeg
Regina
Calgary
Edmonton
Vancouver
Victoria

Improvement!




This is the chart for this year.

] . M b e Note how the balance has shifted more
The Canadian Econoimy to the West, with the exception of
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2003 House Price Inflation Montreal (where a change in government

St Jonm's L o zos has been extremely salutary).

Halifax

Fredericton Please be advised that I have very

Montreal ' : ‘ ‘ M M
ot recently sold three Condo properties (in

Toronto = : Toronto, Vancouver, and Victoria)!

Kitchener-Waterfoo
Winnipeg

Regina A

Calgary |

Edmenton
Vancouver
Victoria

Much improved

Unlike the Bank of Canada, the Federal
Reserve did not react to the recent rise in
inflation rates. It correctly regarded these
U.8. Inflation price pressures as temporary.

Note how inflation in the US has started
to decline again.

The US Economy
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Indeed, the Fed is — and should be — far
& more concerned with the low capacity

MW Murenbectd & Dsasates fu.
The US Economy utilization rate of the US economy.

The low rate means that there is excess
capacity, and that demand is insufficient to
employ all the capacity. In this situation
inflation is not likely to be a permanent
phenomena.

U.S. Industrial Capacity Utilization

Very weak, and extended ...
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The U.S. Economy

Interest Rates

Another cuf ta come?
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The Canadian Economy
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The Canadian Economy

Monetary Conditions Indicator

Higher short-term intérest

Tlgh(e:pohcy N _..rates plus $§ strength!!

It follows that we expect the Fed to retain
the current “easy” monetary policy stance
for some time to come.

If there is a risk furthermore that the
consumer might stop spending despite the
low interest rates — for whatever reason —
then the Fed will not only have been wise
in not raising rates in response to higher
(temporary) inflation rates, but it will also
be cutting rates further.

If/when it runs out of room to cut rates, it
will “print” money directly through buying
bonds!

The Bank of Canada’s target range for
inflation is 1-3%. With the inflation rate
having moved up recently, the Bank of
Canada decided that holding back on
raising rates would risk higher inflation
down the road — and send the markets
the wrong signal.

Of course, now that inflation rates are
heading lower again, the Bank should be
ready to cut rates this Fall. (This is in fact
what we have forecasted for most of this
year to date.)

The fact is, with the Dollar rising so
sharply, monetary conditions in Canada
have tightened dramatically.

We expect this tightening to weigh on the
economy, as exporters find their profits
squeezed. Canada becomes less com-
petitive in the US market as the Dollar
rises.
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The Canadian Lconomy
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T-hills rates may have to be lowered again??
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The US Economy

Personal Savings Rate

| % of disposable income
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The US Economy

Household Debt_Se_rvice Burden

Interest + principie
i % of personal
| disposable Income

15

Near record high at
record fow interest
_ratesyf

This chart shows that T-bill rates have
been rising this last year. Bond yields have
drifted lower however.

[fthe economy slows as we predict,
short-term interest rates will decline again,
and long-term rates should decline further.

This chart, and similar charts for Canada,
capture the essence of our concerns
about the North American economy.

Household savings rates are low. As these
rise — which they should do —spending
will naturally moderate. To keep house-
holds spending, the Fed will want to keep
monetary policy extremely “easy”.

But what if the consumer stops spending,
regardless of low interest rates?

This chart shows that the US household
debt service burden — even with these
record low interest rates —is near an all-
time high.

This fact alone practically rules out an
early hike in US interest rates.
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The Canadian Economy
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The Canadian Economy

Household Debt to Income Ratio
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The US Dollar

The US Doliar Index

Last date: Jung 6, 2003
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The picture is, if anything, more depress-
ing for the Canadian consumer. The
personal savings rate (% of disposable
income) is at a low point— with no sign of
an immediate upturn..

Tax cuts would help in Canada, as they
will in the US, because these would
increase disposable income and allow for
more savings.

Canada’s household debt to income ratio
hasn’t stopped rising since the early
1980°s. Here, too, an argument can be
made that the household sector should
take a “breather”, pay down debt and
increase savings.

It follows however that when consumers
do not consume, and the government runs
a budget surplus, only a weak Dollar is
left to help the Canadian economy. Ergo,
our focus on the Dollar.

The US Dollar index is declining, finally.
Not a moment too soon!

International capital flows no longer
favour the US so heavily, which has
allowed the current account deficit to
exert a downward pull on the Dollar.

From an investment perspective, an over-
weight position in non-US assets is finally
paying off.



This chart shows the state of the US
VL Musenbeeht & Tsociates fnc. current account deﬁCIt AS a % OfGDP lt
The US Dollar now exceeds 5%.

Research shows that when a current
account deficit exceeds 5% a significant
currency “correction” is required. Sucha
“correction” can take upwards of four
years to be completed, furthermore.

US Current Account Balance
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This chart shows that private capital flows

il & toniates to the US have come down.

The US Dollr ,
te US Dollar One cannot be certain that a new uptum

Net Private Canital Flows into U.S. will not commence — but the high likeli-
Cimvestment J hood that the US economy will be less
robust than expected means many inves-
tors will look for opportunities outside the
US.

Indeed, some have discovered Canadian
bonds!! (George Soros)

i Portfolio + direct investment
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) Capital flows have turned inward —
. T meaning Canadians are not investing
The Canadian Dollar - abroad, and even selling foreign assets.
This helps the Canadian Dollar im-
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The Canadian Dollar.

Dollar s aver-valued!
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The Canadian Dollar

Canadian Current Account

Dollar is aver-valued!

Dollar is under-valued!
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International_

) The Euro

USiEiro Area Trade balance 120
. . $bn. 405
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Euro officially starts January 1999

The Canadian/US wholesale price ratio 1s
an excellent “trend” variable, around
which the Dollar fluctuates.

When the Dollar is above “trend” the
current account balance is invariably in
deficit, and when it is below the balance
isin surplus.

The chart suggests that the “fair” value of
the Dollar is about 72 cents currently!

This chart shows that when the Dollar is
“over-valued” the current account balance
tends to drift into deficit. And when the
Dollar is “under-valued” the current
account balance tends to drift into surplus.

The Dollar has moved to a “neutral”
position in recent days. Were it to move
above 75 cents we’d expect the current
account balance to shift into deficit.

More foreign capital inflows could cause
such a development!

The Euro was undervalued. It had
declined by more than 20% since its
introduction at the start of 1999.

While the trade surplus of the Euro Area
with the U.S. has been rising, capital
outflows from the Euro-Area kept the
Euro depressed.

That is now changing!
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International

The Yen

Yeni$
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Conclusion

1. Most Likely:
weak growth over next four quarters
low-lower interest rates

2, Fsmi Alfgma‘t;w

US economy recovers momentum
inflation re-emerges
US interest rates rise significantly
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year-end
2003 2004

Canadian !Z)c:s llar (74.0) 75.2 73.0
10-yr E’sam:i ield (4 ’iﬁ) 4.25

ij‘”a Dm;arﬂ%um (1 “t?}
10-yr Bond yield (3.15
Prime Rate (4.25)

The Yen has been very difficult to predict.
The weak domestic economy suggests
that the Yen should be devalued —so
exports can lead the economy out of its
malaise. But Japan’s trading partners, i.€.,
the US, do not want the Yen to weaken.

Yet Japan can survive quite nicely witha
100 yen/$ rate. Less clear is whether the
Japanese economy can survive further
declines in the stock market, and a
restructuring of the banking sector.

Let’s now pull some of these thoughts
together.

Most likely, the Fed will cut rates again
on the back of a weak domestic
economy, and the Bank of Canada will
follow suit this Fall.

Our bias is to make a “double-dip”/
“deflation” scenario our first alternative
scenario. This scenario will require
significant further monetary easing.

Our second alternative calls for strong
growth going forward, and a recovery in
corporate profit and investment. Interest
rates will rise sharply in this scenario.

This chart presents our “most likely”
outcome, in numerical terms.

We expect the Canadian Dollar to remain
quite robust, and the US Dollar to
weaken further against the overseas
currencies.

We expect bond yields to be quite low
this year and next, and prime rates to
decline somewhat on the back of dis-
count rate cuts in Canada and the US.

If developments go to plan there isa
chance that interest rates will be in an
uptrend at the end of 2004,
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