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Gearing Down

Warren Jestin Good, Better & Best
NAFTA Output Growth

lobal economic activity will decelerate in the months ahead as the Real GDP, annual average % change

aftershocks of the U.S. sub-prime crisis reverberate through = 1996-01
financial markets. Growth will probably average 2% or less in the United 5T m2002-07e
States, Western Europe and Japan in 2008 because of the lingering 1120085-09f
fallout from tightening credit conditions, reduced global trade momentum 4r
and more cautious household spending attitudes. Canada’s performance
will be bolstered by significant fiscal stimulus, stronger consumer 3t
fundamentals and still-buoyant commodity exports, though growth is
unlikely to average above 2.2% over the next two years. For the major 2t
developed nations, the economic landscape is likely to be characterized
by a significant weakening in production and job creation through the first .l
half of 2008 followed by a lengthy period of convalescence.

Softening G7 domestic demand will temper the performance of other 0

nations, pulling global growth down by roughly half a percentage point to us. Canada Mexico

less than 4% in 2008. China’s growth may fall back into single-digit
territory, though gains in international market share and robust domestic U.S.-Led Slowdown To

demand should keep its rate of expansion above 10% in 2008. While the Drag Interest Rates Lower

key drivers vary considerably across nations, ranging from strong
infrastructural development to robust commaodity exports, India, Russia
and a number of emerging nations will continue to outperform traditional
developed economies by a substantial margin. Even with its very close
ties to the U.S. market, Mexico’s growth should be roughly double its
giant northern neighbour. Its expansion will be bolstered by still-high oil
prices and improving structural fundamentals — governance, deepening
fiscal reforms and a rapidly developing local credit market — increasing
foreign direct investment.
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With global growth gearing down, a broadly based gearing up of Canada-U.S.
inflation is unlikely during 2008. Housing prices in the United States, the Central Bank
U.K., France and Spain are in retreat after being inflated by multi-year Spread
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booms. Even with solid market fundamentals, the Canadian housing L

market is likely to show less inflationary impetus over the next two years. 00 01 02 04 05 07 O08f 09f
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Economic Performance (annual % change unless otherwise indicated)

2000-06 2007e 2008f 2009f 2000-06 2007e 2008f 2009f
Canada United States
Real GDP 3.0 2.6 2.1 2.3 2.6 2.2 1.8 2.2
Consumer Prices 2.3 2.2 17 2.1 2.8 2.8 2.8 25
Pre-tax Profits 8.7 5.5 -2.0 3.0 9.0 3.0 -5.0 5.0
Federal Budget Balance ($bn) 10.3 11.0 4.4 5.0 -164 -163 -230 -255
Current Account Balance ($bn) 24.2 17.0 4.0 -8.0 -570 =744 -700 -690
Merchandise Trade Balance ($bn) 61.7 55.0 45.0 35.0 -602 -805 -795 -790
Motor Vehicle Sales (000s)* 1,593 1,650 1,610 1,625 16.9 16.0 15.0 15.5
Motor Vehicle Production (000s)* 2,664 2,640 2,500 2,590 12.0 10.7 10.3 10.6
Housing Starts (000s)* 204 227 204 192 1.8 1.35 1.05 1.14
Employment 1.9 23 13 1.0 0.8 13 0.8 11
Jobs Created (000s)* 296 380 220 165 1.03 1.80 1.10 1.50
Unemployment Rate (%) 7.1 6.0 6.0 6.1 4.8 4.6 5.1 5.2
Mexico Euro zone
Real GDP 2.9 3.0 3.6 3.8 2.0 2.6 2.0 1.9
Consumer Prices 5.1 3.9 4.0 4.1 2.2 21 2.3 1.6
Latin America (Excl. Mexico) Asia

Real GDP 3.1 5.9 5.3 4.9 4.4 6.0 5.4 5.2
Consumer Prices 9.4 7.0 7.2 7.3 1.1 5.1 34 3.2

*In the United States, millions.

Commodity Prices (US$ annual average)

2000-06 2007 2008f 2009f
Pulp (tonne) 611 823 890 900
Newsprint (tonne) 555 585 655 710
Lumber (mfbm) 302 245 240 260
Copper (Ib) 1.3 3.23 2.95 2.20
Zinc (Ib) 0.60 1.47 1.05 0.75
Nickel (Ib) 5.43 16.88 14.00 12.50
WTI Oil (bbl) 39.63 72.32 90 85
Nymex Natural Gas (US$/mmbtu) 5.62 7.12 7.50 7.50
Wheat (tonne) 179 301 420 350

Financial Markets (end of period, % unless otherwise indicated)

2007Q4 2008Q1f 08Q2f 08Q3f 08Q4f 2009Q1f 09Q2f 09Q3f

CANADA

3-month T-bill 3.85 3.25 3.35 3.40 3.45 3.65 3.85 4.00

5-year Canada 3.87 3.35 3.45 3.55 3.75 3.90 4.10 4.30

10-year Canada 3.99 3.65 3.80 4.00 4.10 4.30 4.50 4.60
UNITED STATES

3-month T-bill (Yield) 3.24 2.75 2.85 2.90 2.95 3.15 3.35 3.50

5-year Treasury 3.44 2.90 3.00 3.10 3.30 3.50 3.75 4.00

10-year Treasury 4.02 3.70 3.85 4.05 4.25 4.45 4.65 4.75
CANADIAN-US SPREADS

3-month T-bill 0.61 0.50 0.50 0.50 0.50 0.50 0.50 0.50

5-year 0.43 0.45 0.45 0.45 0.45 0.40 0.35 0.30

10-year -0.03 -0.05 -0.05 -0.05 -0.15 -0.15 -0.15 -0.15
Canadian Dollar (USD/CAD) 1.00 0.99 0.98 0.97 0.96 0.94 0.95 0.96
Canadian Dollar (CAD/USD) 1.00 1.01 1.02 1.03 1.04 1.06 1.05 1.04
Yen (USD/JPY) 112 107 106 105 103 100 98 98
Euro (EUR/USD) 1.46 1.50 1.55 153 1.52 1.50 1.50 1.44
Sterling (GBP/USD) 1.98 2.04 2.01 2.00 2.00 2.03 2.05 2.00
Mexican Peso (USD/MXN) 10.9 11.0 11.0 11.1 11.1 11.3 11.4 11.6
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While energy and industrial commodity markets will be underpinned by robust
demand from China and a number of other emerging powerhouses, the potential
for further price gains will be tempered by the slower pace of global industrial
production. A similar story holds for wage pressures, although skilled labour
shortages will persist in many countries.

On a longer-term basis, the outlook for inflation is less sanguine, with some
early warning signs already suggesting that the period of relatively benign inflation
is coming to an end. Environmental remedies can have significant inflationary
consequences — the recent rekindling of food price inflation partly reflects the
ramping up of biofuel production in a period of relatively tight global grain
supplies. There are a host of initiatives underway or proposed, here and abroad,
aimed at reducing CO, emissions, cutting reliance on oil, and boosting resource
efficiency. These will have a substantial impact on the cost of doing business —
and the way we do business — over the next decade. To this new agenda must
be added the hefty price tags associated with environmental remediation in such
areas as air and water quality.

The deflationary influence of low-cost imports from highly competitive emerging
nations, particularly China, also is ebbing alongside rising production and
distribution costs in these nations. In the United States, in particular, the price of
Chinese imports has begun to rise at a time when U.S. dollar depreciation is
boosting the cost of imports from a number of other trading partners. On a longer-
term basis, the aging of populations in the United States, Canada, Europe and
Japan will lead to tighter labour market conditions and exert upward pressure on
the cost of labour, health care and social services.

From a monetary policy perspective, the risks of a more challenging inflation
environment beyond 2008 are outweighed by immediate economic risks and the
likelihood that core inflation is going nowhere fast in the months ahead. In the
United States, the credit crunch and associated recession in residential sales and
construction foreshadow a further slippage in job creation and consumer spending,
encouraging retailers to aggressively discount prices to lure cautious shoppers to
the check-out counter. With the risk that financial contagion could trigger a deeper
and more prolonged setback, the Federal Reserve is expected to cut interest rates
by at least another percentage point. While both the timing and the cumulative size
of interest rate reductions suggest that the U.S. Fed will be out of sync with other
major central banks, policymakers in Canada, the U.K. — and possibly Europe —
are likely to cautiously move interest rates lower to bolster domestic activity and
temper the appreciation of their currencies against the U.S. dollar.

The U.S. balance of payments does not suggest that the period of dollar
depreciation is nearing an end. Softening domestic demand has already tempered
import growth at a time when currency depreciation and robust sales to emerging
nations have underpinned double-digit export gains. However, with imports nearly
70% above export receipts, a prolonged export outperformance is needed to allow
a substantial reversal of the US$800 billion trade shortfall. About 70% of the
overall shortfall reflects energy imports and the bilateral deficit with China, so
rapid adjustment requires a big downdraft in commaodity prices and reining in of
the consumer’s proclivity to buy low-cost imports — both unlikely in the near
future.

Since the trade deficit must be financed by massive capital inflows, the U.S.
dollar is vulnerable as long as deficit remediation lags actions by nervous foreign
investors to cap or diversify heavily overweight U.S. dollar positions. The
narrowing of U.S.-Europe interest rate differentials also will weaken the U.S.
dollar, strengthen the role of the euro as a world reserve currency and, perhaps,
accelerate currency regime change in China. A move by foreign central banks,
particularly in Asia, to diversify their foreign exchange reserves through the use of
sovereign wealth funds would further undermine the U.S. dollar, as would a move
by top-tier emerging countries to cool their overheated economies by tightening
monetary conditions.
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The loonie’s meteoric rise against the U.S. currency partly reflects Canada’s
newfound attraction as a resource-rich economy in a resource-short world — a
positive for the currency that will be sustained by continued buoyancy in commodity
markets through 2008. Our twin merchandise trade and fiscal surpluses, a more
cautious monetary policy and the tendency for global investors to diversify their
portfolios across currencies and asset classes also favour the Canadian dollar.
Even if, as we expect, an emerging trend to slower growth and lower inflation
encourages the Bank of Canada to cut domestic interest rates by another half a
percentage point in the first half of 2008, underlying economic fundamentals will
probably keep the loonie flying high.

While the one-two punch from currency appreciation and weakening U.S. activity
has dampened Canada’s expansion, relatively buoyant commodity markets will
underpin growth, particularly in the western resource-based provinces. Even in
Ontario and Quebec, weaker exports and job losses in manufacturing have been
mitigated by solid growth in services and construction. At the national level,
employment growth is running at roughly twice the pace recorded in the United
States.

In some important respects, Canadian household balance sheets also are in
better shape than their U.S. counterparts. Unlike U.S. households, who withdrew
home equity to finance consumer spending, Canadian families have more equity
invested in their homes than a decade ago. The levering up of higher risk
households that fuelled the U.S. housing boom, but ultimately set the stage for the
U.S. sub-prime mortgage crisis and crunch in residential activity, was not replicated
here. Residential activity will be much less of a drag on growth on this side of the
border. The same holds true for non-residential construction, with major commodity-
related projects providing important support. With combined federal and provincial
budget surpluses totaling $30 billion in FY2007, Canadian governments have much
greater leeway for fiscal stimulus than their U.S. counterparts and have utilized this
advantage to boost spending and cut taxes. Government spending on Canada’s
transportation, education and health care infrastructure has been an important
engine of job creation — nearly half of the employment growth over the past year
has been in the public sector.

NORTH AMERICA
United States — Bend, Not Break
Aron Gampel

U .s. output growth should average a sub-par 1.8% in 2008 — a performance just
over a percentage point lower than the 2.9% average annual increase in the
prior five years — as the two-year downturn in housing triggers a much slower pace
of consumer and business spending. Looking further down the road, U.S. real GDP
growth is expected to average only 2.2% in 2009, an anaemic recovery by historical
standards, in response to the deleveraging underway in many sectors and the
adjustments needed to redress many of its imbalances.

Even with the slowdown underway, the U.S. economy has proven quite
resilient. While the broad measure of GDP-based residential activity has
contracted by a recession-like 27% since its peak in early 2006, U.S. real GDP
has increased a cumulative 5%:% over the past two years. This performance
contrasts with an average decline in output growth of about 1/2% posted during
prior downturns.

This resiliency owes much to the continuing, albeit moderating, gains in the
other domestically oriented expenditure categories outside of housing. It also
reflects the stabilizing influence of the large service sector — almost 80% of the
U.S. economy — that has helped to mitigate cyclical shifts in the broader
economy. Service-producing industries added nearly four million jobs during the
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past two years of housing-related difficulties, during which time goods-producing
sectors trimmed their employment rolls by roughly 250,000. Four industries —
education, health & social assistance, leisure & hospitality, professional &
business services, and wholesale trade — accounted for almost 90% of these
service-related job gains.

In addition, increasing foreign trade is helping to support the economy during this
period of slower domestic growth. Although the nominal trade imbalance,
underpinned by record imports of energy, autos, and technology products, remains
exceptionally large and has been very slow to recede, the most significant
contribution to U.S. growth over the past year has come from the improvement in
real net exports. With export volumes expanding 10% over the past four quarters,
five times the pace of imports, the almost US$65 billion improvement in net exports
added 0.6 percentage points to real GDP growth in 2007.

We expect that these diverging export and import trends will persist, with a
further improvement in net exports adding another 0.6 percentage points to output
growth this year. An expanding global economy will continue to reinforce the
demand for U.S. exports, as the United States remains a major provider of
commercial airplanes, technology products & software, medical equipment,
construction equipment & materials, consumer goods, and food products. American
firms are also regaining a competitive edge through the ongoing depreciation of the
U.S. dollar which has dropped close to 35% on a trade-weighted basis over the past
six years. And a further moderation in U.S. domestic demand will help curb the
appetite for foreign-made discretionary goods, though significant energy and
technology imports in particular weigh against a meaningful or quick turnaround in
the large U.S. trade imbalance.

These trade-related gains should help the U.S. economy to bend, but not break,
during a period of intensifying weakness in domestic demand. The large overhang of
unsold new and existing dwellings will put added pressure on housing construction,
and importantly for consumers, home prices. Look for an additional 17% retrenchment
in housing activity to knock off another 0.7 percentage points from real GDP growth in
2008, on top of the cumulative 1.1% loss in 2006 and 2007.

U.S. consumers are expected to become increasingly reluctant spenders as a
number of factors cut into their purchasing power, and importantly, confidence.
Household wealth, and the ability to borrow against home equity, has been
negatively impacted by falling home valuations. Many households are now
contending with tighter bank lending conditions in the wake of the financial fallout
triggered by the unfolding sub-prime mortgage crisis. Rising food and gasoline costs
are also cutting into disposable income and discretionary purchases, while more
recently, moderating employment gains threaten to further reduce spending
intentions. Consumer expenditures should advance only 1.6% in 2008, the slowest
gain in 17 years.

In addition, firms have already begun to trim output to manage inventories.
Automakers are slicing production this quarter to the lowest level in more than a
decade. With profits under intensifying pressure, an increasing number of
businesses are not only cutting their expansion and marketing plans, but trimming
their investments in new machinery & equipment.

Canada — A Two-Track Economic Performance
Adrienne Warren

he Canadian economy has entered the New Year with a reasonably good head

of steam, having advanced at an estimated 3% yearly rate in the final quarter of
2007. Virtually all sources of domestically driven demand — consumer spending,
housing, government outlays and business investment — are contributing to the
continuing expansion. This resiliency is helping to mitigate the growing drag from
external trade.
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We expect this two-track economic performance to continue through 2008. While
relatively firm commodity markets are underpinning resource-based activity, a
weakening U.S. economy alongside a persistently strong Canadian dollar will
continue to pressure manufacturers and exporters. Overall, output growth is
expected to moderate to around 2.1% this year, down from a projected 2.6%
advance in 2007.

Buoyant labour and housing markets are keeping consumers in a spendthrift
mood. National payrolls have swelled by over 350,000 in the past year, with gains in
construction, services and the public sector more than offsetting ongoing factory job
losses. Hefty price discounting by domestic retailers to stem the tide of cross-border
shoppers in search of U.S. bargains is providing a boost to household purchasing
power.

Entering 2008, Canadian households are benefiting from a $6 billion second
percentage point decline in the federal Goods & Services Tax, new federal personal
income tax relief retroactive to 2007 starting at $3 billion annually, a $1 billion three-
year federal trust to assist struggling communities and displaced workers, and tax
cuts for consumers among the majority of Provinces.

Nevertheless, an eventual scaling back in employment growth should temper
consumer enthusiasm in 2008, as emerging profit and sales concerns add a note of
caution to corporate hiring plans beyond the manufacturing sector. Meanwhile, a
gradual cooling in housing activity should slow purchases of big-ticket durable
goods. Housing affordability is at a cycle-low and pent-up demand has been
depleted after a multi-year upswing. Tighter domestic liquidity conditions also point
to softer housing demand and price appreciation this year.

Non-residential construction, on the other hand, is expected to remain a solid
contributor to growth. Rising office-based employment and tight vacancy rates are
underpinning commercial building, while health care and education facility
expansions are bolstering institutional outlays. Engineering construction is in high
gear as governments at all levels shore up aging public infrastructure, including
transit, roads, water systems and power utilities.

The recent pick-up in business capital investment is also encouraging. Buoyed by
lower import costs, federal/provincial tax incentives and tight labour markets,
businesses ramped up their expenditures on machinery & equipment through the
summer and fall. Alongside ongoing restructuring and consolidation efforts, these
investments — if sustained — will ultimately put the manufacturing sector on a
firmer footing. Longer-term, federal and provincial actions to scale back the
corporate capital tax and lighten corporate income taxes through 2012 are also
positive for business competitiveness.

In the meantime, external conditions remain extremely challenging for domestic
producers, with slumping U.S. demand for consumer goods and building materials
exacerbated by the competitive pressure of a historically strong currency. Canada is
running a sizeable deficit in non-energy trade for one of the few times in its history,
with lower-cost overseas producers gaining market share in many traditional export
industries such as office and telecommunications equipment. At the same time, the
large energy surplus and continuing solid demand for industrial materials from
China and other emerging nations should be sufficient to sustain a positive overall
trade balance.

Mexico — Domestic Reforms Brighten Economic Prospects
Francisco Gutiérrez / Oscar Sdnchez
exico’s real GDP is expected to accelerate this year and average 3.6%, with a

further 3.8% advance anticipated for 2009. This diverging performance relative
to the slowdowns underway in its NAFTA partners reflects the improving fortunes of

300

250 -

200

150

100

Housing Slowdown
Much Deeper In The U.S.

3.0

thousands millions

B Canada (LHS)

Housing s (RHS)

Starts

125

1.0

00 01 02 03 04 05 06 07e08f 09f

Service Sector Gains Offset
Manufacturing Losses On
Both Sides Of The Border

annual % change

Employment

H Canada
mu.s.

00 01 02 03 04 05 06 07 08f09f

Energized Trade In Canada

C$ billions
Energy Balance
J : Merchandise
W) Trade

00 01 02 03 04 05 06 07 08

[~

$§ Scotiabank Group



Global Economic Research

January 2008

its domestic sources of growth that are more than compensating for the spreading
weakness in its U.S.-focused export-oriented manufacturing industries.

Rising employment has helped buoy consumer confidence and spending, while
businesses are expanding and investing to take advantage of increasing regional
trade opportunities. The government’s five-year infrastructure plan has quickened
the pace of public sector projects, thereby providing a further boost to growth.

In addition, the recent passage of key fiscal reforms, and the resulting sovereign
ratings upgrades, should also help to reshape the domestic economic and political
landscape. President Felipe Calderon-Hinojosa is now in an improved position to
negotiate with the opposition parties in the lead-up to the mid-term 2009 elections
for further structural reforms — in the energy sector for example — that can help
boost the country’s longer-term competitiveness.

Even so, Mexico’s economic performance remains vulnerable to any significant
moderation in U.S. growth because of heavy export dependence on its northern
neighbour. Currently, the United States absorbs about 80% of non-oil Mexican
exports. Moreover, its trade account will be coming under increasing pressure
despite record-high oil prices as the slowdown from north of the border weighs on
manufactured shipments. Nonetheless, foreign portfolio and direct investment flows
should be capable of financing a widening current account shortfall, still leaving
room for real exchange rate stability.

Food price pressures are resulting in the persistent overshooting of the central
bank’s inflation target (3%, +/-1%). With few signs of imminent relief, the Bank of
Mexico is expected to maintain its restrictive bias. On the fiscal front, Mexico’s
public finances are improving, though revenues are still heavily dependent on oil-
related earnings (33% of the total). Under the new fiscal reform package, the
reliance on oil revenues is to be reduced gradually in favour of streamlined
corporate taxes.

INTERNATIONAL
Latin America — Benefiting From Emerging Market Momentum
Pablo Bréard

he economic outlook for Latin America remains promising. Most countries are

adequately prepared to manage the adverse impact of a slowing U.S. economy
and sustain a path of low-inflation growth. Indeed, not all nations will receive the
same impact from softening U.S. activity. Geographic proximity will continue to play
a role: the Mexican industrial sector as well as tourism-dependent Central American
countries may be more affected by the U.S. slowdown. In contrast, South America is
entering a faster growth track: Brazil, Chile, Peru and Argentina, for instance, are
embarked on more rapid expansions with building, yet so far manageable, price
pressures. Infrastructure development has been earmarked as a priority for many
governments. As a result, the public sector, in partnership with private-sector firms,
will play a vital stimulus role in the coming decade. Brazil, Mexico and Peru are
prominent examples of countries with fiscal policies oriented to address the
infrastructure deficit.

The developing Americas are immersed in a process of deep structural economic
and institutional transformation with positive implications for hemispheric trade and
investment flows. Creditworthiness has improved and sovereign credit ratings
remain in “upgrade” mode. Integration within the Western Hemisphere is
materializing through an assortment of bilateral initiatives, in most cases to the
detriment of the smaller countries. Select countries in the developing Americas are
playing a role in influencing institutional change and economic development in the
region. Brazil has emerged as a key hemispheric force with a global manufacturing
and diplomatic reach. Mexico continues to deepen its broad-based integration with
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an enlarged North American economic zone. Chile has become a model of regional
institutional strength and a reliable business gateway to the Southern Asia/Pacific
region. Argentina — an increasingly popular tourist destination — will likely end its
isolation from global financial markets under the leadership of a new administration
which took office last December. The influence of Venezuela in shaping policies in
core Latin American countries is diminishing, as demonstrated in the public defeat
of President Chavez’s drive to reform the constitution.

Core Latin American countries are effectively managing the repercussions from
the U.S.-centred sub-prime shock, yet there is no room for policy neglect or
complacency. Most nations are either running a current account surplus or are very
close to balance. Moreover, central banks in Brazil and Mexico have accumulated
massive international reserves, while U.S. dollar-based stabilization funds in Chile
and Venezuela are expanding. As for the regional financial sector, capitalization,
asset quality, liquidity and profitability are improving in most countries. The
institutional revamp of the regulatory environment as well as the increasing
participation of foreign capital in the financial sector in Mexico, Chile and Peru will
help these economies benefit from a prudent expansion of domestic credit.

Europe — Broadly Based Economic Slowdown
Erik Nilsson

gradual economic deceleration is underway in Europe. Some cooling in

activity, particularly in the euro zone, was evident well before the onset of the
global financial turmoil linked to the U.S. sub-prime lending debacle. Even so, with
the carryover of momentum from the previous year, the pace of expansion for 2007
reached an estimated 2¥2%, but will slow to about 2% in 2008. Currency
appreciation, rising administered interest rates, and an earlier shift to a more
restrictive fiscal stance across the euro zone are contributing to the slowdown.
Although the softening in U.S. spending will have an adverse impact on exports,
shipments to the United States account for less than 3% of GDP. The performance
gap between the U.K. and the euro zone will disappear in 2008. A potential
softening in the housing market, the lingering impact of a restrictive monetary policy
stance and a slowdown in the services sector — particularly financial services —
weigh on the U.K.’s economic outlook. Manufacturing has been a persistent laggard
in the current cyclical expansionary period and an early turnaround is unlikely.

The monetary policy tightening cycle is at or very near its cyclical peak in the
euro zone. The possibility of one more rate hike cannot be dismissed in view of the
elevated inflation (3% at the end of 2007) and double-digit gains in private-sector
borrowing. However, we expect interest rate reductions to commence in the latter
part of 2008. The Bank of England has already reversed course and will likely offer
several more rounds of interest rate relief this year and perhaps into 2009.

The fiscal outlook across Western Europe is mixed. Germany’s government

International Outlook

Fiscal Balance (% of GDP)

2007e  2008f  2009f

Canada 0.8 0.3 0.3
United States -1.2 -1.4 -15
Mexico -1.0 -0.8 -1
Brazil -2.5 -2.8 -3.0
Argentina 15 1.0 0.0
Chile 5.0 4.0 3.0
UK. -2.7 -2.8 -3.0
Germany -0.3 0.0 0.4
France -2.5 -2.5 -2.6
Italy -25 2.2 -2.5
Japan -3:3 -3!5 -33
China -1.0 -0.5 -0.5
India -6.0 -5.7 55
Korea 2.3 2.4 20

Foreign Reserves (US$ bns)

2007e  2008f  2009f

accounts are poised to move into balance, or perhaps even register a modest Mexico " 8 80
surplus for the first time since 2000. In contrast, France’s President, Nicolas Brazil 180 240 300
Sarkozy, has indicated that his administration will give priority to structural reform Argentina 45 50 55
before deficit reduction. As a result, we anticipate a modest widening of the fiscal Chile 16 16 17
shortfall in 2008. A similar pattern will likely be evident in Italy, where sub-par
economic growth and a fragile political balance suggest that a heavy public debt UK. 42 40 38
burden will remain the norm. Germany 44 45 48
. . . . , France 50 50 48
Among the major developing European economies, Russia — the world’s largest il 57 28 30
producer of oil and natural gas — will continue to reap the benefits of the recent y
strength in energy prices, as it registers East Asian-like growth numbers. Turkey’s Japan 945 1040 1150
economic prospects are enhanced by the pro-business policies of Prime Minister China 1550 2000 2500
Recep Tayyip Erdo =an, who received a landslide vote of confidence in the July India 260 275 280
general election. Nevertheless, the country’s military offensive in Northern Iraq may Korea 262 268 275
delay foreign investment decisions.
% Scotiabank Group 8
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Asia/Pacific — China Leads, Japan Lags
Erik Nilsson

Led by China, emerging Asia will continue to set the pace through 2008, though
some moderate deceleration will be evident. In general, a transition from export-
led to domestically based growth is gradually taking effect. The Chinese economy
has been virtually immune to repeated official efforts to slow the pace of expansion
and avoid an overheating scenario, though by end-2007 the authorities had
intensified their commitment to slow the economy down. Nevertheless, output
growth will likely remain at a double-digit level through 2008, with the Summer
Olympics offering an extra fillip. Monetary policy tightening has yet to have any
marked impact on investment, and inflationary pressures continue to intensify. India,
too, will register substantial economic gains. While its performance tends to be
overshadowed by that of China, the results in recent years have been impressive,
particularly in view of the major infrastructural constraints that have yet to be
addressed.

Japan is in deceleration mode, with its economy shifting back onto a growth
trajectory of less than 2%. A shrinking population, fiscal tightening and some cooling
in economic growth in the United States and Western Europe — which together
directly absorb close to 40% of Japanese exports — will limit the pace of expansion.
Elsewhere, the outlook for growth is broadly favourable, entailing solid, well-
balanced gains. In Australia, however, weakness in the external accounts poses
longer-term risks to the economic and currency outlook. The current account deficit
will be equivalent to more than 5% of GDP for a sixth consecutive year in 2008,
triggering a further increase in external liabilities, adding to the difficulty in deficit
reduction.

Collectively, Asia will continue to generate large current account surpluses
despite the drain associated with spiralling energy costs and substantial
increases in the prices of other imported minerals. Of the major Asian
economies, only India will be generating a deficit. The region’s surplus on the
current account means that it will continue to be a net exporter of capital to the
rest of the world. However, recent U.S.-centred financial market turmoil will
reinforce the determination of Asian central banks and private sector investors
to advance the process of asset diversification. With approximately US$4 trillion
in international reserves (China alone has roughly US$1.5 trillion, with Japan
holding a further US$1.0 trillion), the decisions taken by national institutions will
have a profound impact on global financial (and perhaps commodity) markets.
While sovereign wealth funds have been established to manage some of these
assets with a view to increasing the rate of return, the monetary authorities are
also looking for ways to dampen risk, a process that will entail gradually
reducing the weight of U.S. dollar-denominated assets in their overall portfolios.
The challenge will be to pursue this strategy in a manner that does not
significantly undermine the value of their current holdings.

INDUSTRY & COMMODITY
Commodity Prices Climb To New Heights
Patricia Mohr

S cotiabank’s Commodity Price Index advanced by 10% in 2007 — the sixth
year of consecutive gain, reaching a new record in November (141.4% above
the cyclical low in October 2001). The ‘bull-market’ is expected to continue
through the first half of 2008 — driven by investment/hedge fund interest in
commodities as a hedge against a declining U.S. dollar, a growing perception of
tight world oil supplies and a rejuvenation in global grain/oilseed prices and farm
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increased fertilizer application and record prices for potash and sulphur at the Port
of Vancouver.

WTI oil prices will average about US$90 per barrel in 2008 and remain quite
elevated over the balance of the decade — yielding lucrative returns in the Alberta
oil sands and East Coast offshore. Qil prices briefly touched US$100 in early
January, spurred by renewed unrest in Nigeria and a terrorist attack in Algeria.
While OPEC (Saudi Arabia, Angola and Kuwait) will make substantial progress in
expanding oil field capability in the first half of 2008, the OPEC-Ten (excluding Iraq
and Angola) have been reluctant to boost output, in view of a declining U.S. dollar
and believing that record prices largely reflect speculative pressure and ‘geopolitical
supply risks’. Equally important, the outlook for non-OPEC supplies in 2008 appears
to be shaping up in similar fashion to 2006-07, when incremental non-OPEC
production only met half of world demand growth. Global shortages of engineering
contractors and equipment, as well as challenges in negotiating fiscal regimes,
continue to delay new oil field development, after underinvestment in the 1990s.
Subsidies are holding petroleum prices below world levels in much of ‘emerging’
Asia, limiting the negative impact on demand of US$90-plus oil.

Natural gas prices remain relatively subdued. Ample gas-in-storage across
North America (following two mild winters), stepped-up U.S. Rocky Mountain gas
from several pipeline extensions and prospects for new LNG import terminals in
the U.S. Gulf and Baja California next spring may offset the impact of declining
Alberta natural gas production. Relatively elevated costs and higher royalties
(starting in 2009) have contributed to a sharp decline in gas-targetted drilling
activity in Alberta.

Potash prices will jump to a new record in early 2008, as the annual contract
price with buyers in China is adjusted up closer to the much higher prices currently
paid by Malaysia/Indonesia, Brazil and India. The three crops using the most potash
per hectare planted are sugar cane, palm oil and corn (all used in making ethanol
for gasoline or biodiesel). Canada is the world’s largest potash producer, with a 34%
market share.

Tight world supplies of premium-grade hard coking coal (linked to rail & port
constraints in Australia and export cutbacks by China to supply its own rapidly
expanding steel sector) should lift Western Canadian prices to a new record high in
2008 (in annual contract negotiations with Japanese steel mills). A soft U.S. dollar
and jittery equity markets are also likely to push gold and precious metal prices to
new heights, though the outlook is more mixed for base metals. While nickel prices
should rebound in early 2008 — after last year’s global inventory correction in
stainless steel — zinc prices will be hurt by significant new mine development later
this year (a development already partly reflected in prices).

Building material producers also face a tough year in 2008, with a sustained
recovery in lumber and OSB prices not expected until U.S. housing starts begin to
rebound from the sub-prime mortgage meltdown in 2009. In contrast, fine paper and
newsprint prices in Canada and the United States should rally in 2008, though at the
significant cost of further capacity closures. Euro appreciation will also back out
European imports from the U.S. market. Tight global pulp supplies (linked to strong
Asian demand, timber shortages in Europe and logging constraints in Indonesia) will
keep pulp prices at elevated levels.

Services & Infrastructure Offset Manufacturing Slowdown
Carlos Gomes

he housing market slowdown in the United States is spilling over into the auto

and other durable goods sectors, intensifying the economic slowdown south of
the border, and worsening the outlook for Central Canada’s export-intensive
manufacturing sector. However, through late 2007, Canada’s economic
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performance remained cushioned by strong labour markets, solid service sector
growth and buoyant construction activity. Domestic retail sales have continued to
be buoyed by robust income growth, while real estate and financial services have
been underpinned by double-digit gains in home prices and equity markets.
Despite global financial market volatility, financial services will likely outperform in
2008, as central banks lower interest rates and add liquidity — currently at one of
the lowest levels in decades — to alleviate headwinds from tightening credit
conditions.

Deteriorating affordability linked to high home prices — especially in Western
Canada — will temper residential housing activity in 2008, but non-residential,
engineering and infrastructure projects will provide an offset. The last two Canadian
federal budgets allocated $33 billion towards infrastructure funding over seven
years. The provincial governments’ focus on infrastructure, in addition to substantial
power generation and transmission investment, includes Quebec’s super-hospital
projects and Ontario’s ambitious longer-term transit investment plans. Pipeline
companies are spending more than $25 billion on new pipelines to handle a growing
flow of oil sands production. Professional services should also remain strong, with
Canadian firms winning infrastructure contracts globally, particularly in Latin
America. Strong global demand for aerospace and as well as computer &
electronics equipment will continue to cushion Canada’s manufacturing sector,
despite a Canadian dollar hovering around parity with the U.S. greenback.

Health care services will remain a growth area, cushioning the export-led
slowdown. The number of senior citizens across Canada and the United States will
surpass 45 million by the end of the decade, and will exceed 80 million by 2030,

The Highs & Lows Of
Canadian Output Growth

yly % change

Services

| Canadian Real
GDP

04 05 06 07

accounting for 20% of the total population.

The auto industry — which represents nearly 40% of
Ontario’s exports — will continue to cut back vehicle

output and parts shipments in early 2008, due to 2006 Share

softening U.S. demand and ongoing industry

restructuring. We expect North American vehicle 1000 Total: All Sectors
assemblies to slump below an annualized 15.0 million 68.3 Services

units in the opening months of 2008 — the lowest level 12.4 Real Estate

since the early 1990s — with many automakers 6.2 Financial Services
extending their normal holiday shutdowns. Weak first- 4.7 Transportation & Storage
half vehicle sales will pull full-year U.S. volumes to 72 Professional Services
15.0 million units from an average of 16.6 million over 166 Gov't Health & Education

the past five years. Declining consumer purchases, due 41 Communicaions

to weakening home prices, mounting foreclosures, as

well as slowing employment and income growth account 55 Other Services

for the falloff. 31.7 Goods Production
Canadian vehicle sales are also expected to ease to 127 Primary .

1.61 million units in 2008 from 1.65 million last year, 19 Agricuture & fishing

with the slowdown concentrated in Canada’s 20 Forestry & lumber

manufacturing heartland — Ontario and Quebec.
Weaker U.S. growth, a strong Canadian dollar and
slowing exports will undercut employment growth in
Central Canada, dampening vehicle demand. Ongoing
losses in employment and market share, as well as a

3.6 Oil, gas & coal
0.5 Driling
11 Other mining

115 Trade (Retail & Wholesale)

14 Pulp, paper & printing

2.2 Steel & metal fabricating

Canadian Output (annual % change in real GDP)

2000-06  2007e  2008f  2009f

2.9 2.6 2.1 2.3

3.4 3.3 2.7 2.3
3.3 3.6 25 -1.0
35 5.2 31 35
25 2.0 1.8 3.5
4.6 3.7 3.2 3.5
2.1 2.0 2.5 2.5
4.1 2.2 2.2 2.6
4.8 5.0 3.3 33
33 2.9 2.9 2.9

2.1 0.8 0.8 2.3

1.7 -0.8 -0.1 2.9
0.6 -14 2.9 3.4
2.1 -1.4 -4.0 15
-0.4 -3.0 -4.5 1.6
1.3 3.1 1.6 3.5
8.6 -20.0 -6.0 6.9
2.3 10.3 3.4 3.2
2.8 0.0 -0.5 2.4

declining order backlog in the auto parts sector will 102 Manufacturing 0.8 0.2 0.5 2.0
contribute to the slowdown. Each North American-built 20 Food & beverages 1.3 1.3 1.0 11
vehicle now contains less than $1,800 of Canadian- 2.0 Motor vehicle & parts 0.3 32 25 14
made auto parts, down from a peak of over $2,000 in 0.9 Aerospace-rransp. equip. 03 -55 6.0 4.0
2004. However, prospects should improve in the second é'g Q"al‘:h'":iy o o i'g 2'8 3'3 22
half of 2008, as Toyota opens its new vehicle assembly ' elecormvcomputer equip. e ' ' '
. ) 2.5 Chenmicals & refineries 3.3 -3.0 -1.0 15
plant in Woodstock and General Motors begins
producing the new Chevrolet Camaro at its flexible car 6.2  Construction 6.1 4.3 3.0 2.0
plant in Oshawa. 26 Utilities 06 31 10 20
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THE PROVINCES

Another Banner Year In The West

Provincial Performance
— Best In The West

Man./
David Hamilton Sask. e
trong public and private construction activity, especially in the lead-up to the Atlantic e
2010 Vancouver Olympics, a vibrant mining sector, positive interprovincial [ —
migration and solid income growth should maintain B.C. output growth of 3% in —
2008. The beleaguered forestry sector, however, is grappling with a strong Quebec I m2007e
loonie, a decline in U.S. housing demand, the mountain pine beetle infestation - = 2002-06
and last year's coastal logging strike. Alberta | ——
Alberta’s breakneck growth should moderate somewhat, but remain strong at " Manufacturing
3.4% in 2008, given robust province-wide construction activity, including Ontario Shipments
continued oil sands development. Relatively elevated drilling costs and
uncertainties over the specifics of Alberta’s new royalty regime, to take effect in B.C = annual
2009, have heightened the decline in gas-targetted drilling activity this year, el [ % change
though a modest rebound is expected in 2009. Nevertheless, the backlog of e
major energy projects should keep the province in the fast lane for the -5 0 5 10
foreseeable future.
Saskatchewan’s economy will be fueled by robust mining activity, an inflow
of new residents and solid income and wage growth, leading to 3.1% output
growth this year. The agriculture sector will benefit from record wheat and canola
prices and significant expansion in canola crushing capacity, though hog Alberta
producers are under pressure. Manitoba should expect growth of 2.5% in 2008
as public construction remains brisk, particularly with major work on the
Wuskwatim dam this year. Mining exploration is on the rise, while the B.C.
manufacturing outlook is supported by strength in transportation equipment,
including buses and aerospace parts. Quebec Employment
A healthy service sector and solid non-residential construction activity should m 2007
help to offset continued weakness in Ontario’s manufacturing and forestry Man./ =2002-06
sectors, resulting in output growth of 1.5% this year. Although the strong Canadian Sask. a
dollar is partly behind the slowdown, the currency’s strength, coupled with ]
government tax incentives, should stimulate machinery and equipment Ontario
investment. Weak U.S. demand will continue to drag down Ontario’s auto sector. annual
Quebec will witness similar goods-sector weakness, limiting growth to 1.7% Atlantic % change
in 2008. The aerospace industry, however, will remain a bright spot. Personal ‘
income tax cuts and the celebration of Quebec City’s 400™ anniversary this year 0 2 4 6
should benefit retail sales, while robust construction activity, largely in the public
sector, will support investment spending. The province’s sizeable lumber and
newsprint sector remains under pressure.
Solid economic growth of 2.3% is expected for New Brunswick in 2008, led M
- L o . an./
by strong construction and mining activity (including the development of a new Sask.
potash mine) and the start-up of an LNG import terminal. Call centres are L
supporting services activity, while the fishing and forest products sectors face Aberta
challenges. Nova Scotia’s growth should average 2.1% this year, also driven by
construction and mining activity. Employment gains, largely in the service sector, L
will help to offset weakness in manufacturing. Natural gas production is expected B.C. __R il Sal
to slow in 2008, while forestry prospects continue to deteriorate. F etail Sales
Prince Edward Island is expected to post the lowest growth across the Atlantic ISR m 20076
Atlantic provinces this year due to a lack of new major construction projects on : =2002-06
the horizon. The agricultural sector outlook is mixed, as producers face rising Quebec P
operating costs. Newfoundland & Labrador is expected to average growth of EE—
2.0% in 2008, largely garnering support from nickel mining and energy activities, . m— annual
with offshore oil & gas production expected to peak this year. Although a net Ontario % change
migration outflow of residents continues to affect the province, the government e : :
has launched a campaign to help stem the flow. 0 3 6 9 12
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Regional Performance

2000-06 2007e 2008f 2009 2000-06 2007e 2008f 2009f
Real GDP Budget Balance, FY March 31
(annual % change) (after special account transfers, $ mn)

Canada 30 26 21 2.3 10,378 13,752 11,000 4,400
Newfoundland and Labrador 4.2 6.5 2.0 1.8 -419 76 882 na.
Prince Edward Island 2.1 19 16 17 -35 24 -42 n.a
Nova Scofia 22 18 21 25 -9 182 139 na.
New Brunswick 2.3 24 2.3 2.7 57 231 79 na
Quebec 2.2 2.0 17 1.9 -180 109 0 na.
Ontario 2.8 19 15 17 -525 2,269 0 na
Manitoba 24 30 2.5 2.6 na 430 298 na.
Saskatchewan 18 37 31 2.8 132 293 264 na.
Alberta 43 45 34 33 4,236 8,510 3,988 na.
British Columbia 32 3.0 30 32 328 4,056 2,125 na

Employment Unemployment Rate
(annual % change) (annual average %)

Canada 19 23 13 1.0 71 6.0 6.0 6.1
Newfoundland and Labrador 1.0 0.7 0.6 12 16.0 136 12.7 120
Prince Edward Island 19 12 1.0 0.6 114 103 10.0 10.0
Nova Scofia 13 13 1.0 0.9 8.9 8.0 7.8 74
New Brunswick 13 2.1 14 15 10.0 75 7.6 7.3
Quebec 18 22 12 0.8 85 7.2 7.2 7.3
Ontario 2.0 16 11 0.8 6.5 6.4 6.6 6.7
Manitoba 12 16 12 0.9 49 44 41 41
Saskatchewan 0.6 21 0.8 10 5.3 42 42 43
Alberta 28 47 19 15 4.6 35 36 38
British Columbia 21 32 2.0 1.9 7.0 42 39 38

Housing Starts Motor Vehicle Sales
(annual, thousands of units) (annual, thousands of units)

Canada 203 227 204 192 1,593 1,650 1,610 1,625
Atantic 12 12 1 10 110 114 11 112
Quebec 43 51 46 2 402 3% 381 384
Ontario 79 67 62 60 623 595 572 577
Manitoba 4 6 5 5 44 46 45 46
Saskatchewan 3 6 5 4 38 43 4 45
Alberta 37 47 42 40 197 258 260 262
British Columbia 26 38 3 3 179 198 197 199

‘% Scotiabank Group
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