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FORECASTERS AGREE TO DISAGREE ON IMPACT OF
ECONOMIC SHOCKS

Since we're already mid-way through the year, it's not
surprising that there is broad agreement among 26 ana-
lysts surveyed by Consensus Economics on the U.S eco-
nomic outlook for 2008. The median real GDP growth
estimate is 1.6%, with about 70% of respondents coming
within 0.3 percentage pointsof that value. Thisessentially
means that the majority of forecasters are expecting the
U.S. economy to grossly underperform its historical po-
tential. TD Economicsis near the middle of the road, ex-
pecting anegligible expansion of only 1.4%thisyear. This
is where general agreement ends. Looking at 2009 esti-
mates, there is significant dispersion of views for growth
in real economic activity. The median estimate for real
GDP growth is 2.0%, but now about 70% of respondents
are scattered around awider range of 0.7 percentage points
on either side of that estimate. In this instance, we are
aligned more with the pessimistic camp, expecting growth
of 1.2% next year. Thus, the message from economists
for 2009 is that the U.S. economy will either stagnate or
surge back to life, whichisof no usefor thosetrying to get
a handle on U.S. economic prospects.

There is method to this madness, however. The wide
dispersioninforecastsisareflection of the numerousshocks
hitting the economy simultaneously. Itisunprecedentedto
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HIGHLIGHTS

e Canadian real GDP to post 1.0% gain in 2008,
underperforming U.S. growth of 1.4%.

e Multitude of shocks hitting the U.S. economy
leaves forecasters divided on the 2009 outlook.

e TD Economics is more aligned with the pessi-
mistic camp on the U.S. outlook, expecting
meager 1.2% growth in 2009.

e Canadian forecasters arein greater agreement
with 2009 predictions. Most project reasonably
solid domestic performances, so differences in
forecasts are generally contained to that por-
tion of the economy directly exposed to the
United States - credit tightening and export
demand.

e Canadian economy should post slightly stronger
recovery in 2009 with 1.8% gain, giving Canada
the upper hand relative to the U.S. economic
performance.

have a collision of an ail price shock, a2-year declinein
home prices and a credit crisis. Asaresult, thereisquite
abit of uncertainty among forecasters on how long each
of these shocks will linger on the economy, aswell asthe
depth of each shock. For instance, oil forecasts for 2008
range from $75-150/ barrel.

Thegreatest degree of uncertainty seemsto residewith
the credit crunch, for which history offerstheleast amount
of assistance. If you believe that the credit crisis will not
be a long, lingering problem, then the weight of history
supportsthe view that the U.S. economy will bounce back
smartly from all the shocks after about four quarters of
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stagnant growth. However, TD Economics (and we sus-
pect other forecastersin the pessimistic camp) do not sub-
scribetothisview. With banks battening down the hatches,
we have yet to see the full effects of the credit crunch
bleed into investment and household spending, a process
that can take 1-2 years to play out even as credit condi-
tionsimprove. Andwhilethisisgoing on, householdswill
probably haveto endureafurther 10% drop in homeprices,
while coping with elevated energy costs.

Shock #1 — From credit crunch to financial munch

In simple terms, the higher the cost of credit, the more
sparingly it is employed in the economy, which crimps
household spending and corporate investment. Although
the cost of funding has eased for financia firmsrelativeto
March when market jitters were ignited by the failure of
Bear Stearns, it doesn’t mean money is cheap. According
totheLibor-OlS spread, financial institutionsare still pay-
ing about 60 basi s points more for fundsthan thistime last
year. A similar phenomenon is evident in asset-backed
securities (ABS). These securities were instrumental in
increasing the available supply of credit in the economy.
Rather than financial institutions holding every loan asas-
setson their balance sheet until maturity, they could boost
cash flow by selling a pool of the underlying assets (such
as mortgages) into the market. Financial jitters surround-
ing rising bank loan losses dueto the collapse of the hous-
ing market have made it exceedingly more expensive to
use this channel asaway of boosting the available supply
of funds. The graph above shows that ayear ago, finan-
cial firmswere ableto sell various asset backed securities
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SPREAD OF U.S. ASSET-BACKED CORPORATE
BOND YIELDS OVER THE PRIME RATE
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below the prime rate, which then allowed them to recycle
the cash flow back into the economy by lending it out for a
profit at adightly higher rate. Although it isfair to say
that lending standards were too lax due to an oversupply
of available funds, the market has definitely swung far to
the other side of the spectrum. The spread on home eg-
uity ABS is now 600 basis points above the prime rate,
providing a negative rate of return for financial firms to
recycle the funds back into the market. And, the housing
woes have leaked to other products. The interest rate
spread with the prime rate on auto and credit card ABSis
negligible. Theprocessof financial deleveragingwill likely
continue on a longer term basis, as the banking system
grappleswith nonperforming loansand recapitalization. This
isall to say that the processwill restrict the available sup-
ply of credit and make it more expensive for borrowers,
ultimately blunting the magnitude of the eventual economic
rebound even as credit conditionsimprove.

When financial firms pay more (or profit less) in their
lending activity, the knock-on effectsto non-financial firms
and consumers can be quite long lasting. In the case of
non-financial firms, the financing gap offers someinsight
here. This is the difference between the corporate sec-
tors cashflow and capital expenditures(i.e.investmentin
machinery and equipment). Itisbasically anindicator of
how much investment corporations can finance without
having to borrow from financial markets. The graph on
the next page shows that about 30% of financing for capi-
tal expenditures among non-financial firms is occurring
through external sources. Thisisalevel that ishigh his-
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torically and, in the past, has coincided with recession pe-
riods.

Why doesthismatter? Growthininternal funds moves
in tandem with that of capital expenditures. Funding cor-
porateinvestment viaexterna sourcesisusualy more costly
because the lenders must be compensated for counter-
party risk and monitoring. This means that the rate of
return on that investment must now be benchmarked
against ahigher cost of funding. Soasinternal fundsdwin-
dle, investment is scaled back over the course of 1-2 years.
The lag relationship reflects the time it takes to plan and
implement investment projects. Today’sfinancial situation
will affect tomorrow’s spending pattern.

The link between credit conditions and real economic
activity isalso captured in itsinfluence on industrial pro-
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duction. A Federal Reserve survey conducted for the sec-
ond quarter showed that the credit noose has tightened
sharply around commercia and industrial loans, to the point
that conditions are the most restrictive they’ ve been since
2001 and 1990 (both recessionary periods). Not surpris-
ingly, there is a close relationship between credit condi-
tions and industrial production, suggesting that growth in
the latter has plenty of room to fall over the next several
months as businesses find it harder to access cheap credit.

The main message is not to think of the credit prob-
lems over the past year as a one-time event, that once
resolved will immediately placethe economy back into high
growthmode. Relatively short-lived shockscan havelonger
lasting effects. The credit problems of today can act asa
financial accelerator, whereby a shock isamplified or be-
comes long lasting by restricting firms through swingsin
their balance sheets and spending intentions.
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Shock #2 — Plunging real estate not a good spending-
mate

Thefinancial accel erator concept al so extendsto house-
holds. Throughout the housing boom, homeownersincreas-
ingly used their homes as collateral, which amplified the
impact of housing sector activity ontherest of the economy
by strengthening the positive effect of rising house prices
on consumption viaincreased household borrowing.* The
opposite is now occurring amidst the longest and deepest
home pricedeclinein post-war history. Falling home prices
are reducing the wealth in which homeowners can
collateralize futureloans, pulling spending away from the
broader economy. And, we estimate that national home
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prices still have about 10% moreto fall before abottomis
reached. This meansthat households would not only en-
dure an unprecedented third year of price declines, but the
nominal deterioration in real estate assets would also be
the largest on record. If our estimates are correct, home
priceswill have fallen atota of 20% from peak to trough
on anationa basis, with a number of states like Florida,
California, Nevadaand Arizonacoping with larger declines.
There are direct financial consequences of this deteriora-
tion in wealth that are unlikely to immediately reverse
course once the housing market stabilizes. For instance,
inflation-adjusted real estate assets declined by 4.5% (or
$726 billion) in the first quarter of this year compared to
the same period last year. This marked the largest annual
decline on record. It is estimated that about 5.5 centsis
spent for every one dollar increase in rea estate wealth.
In this case, the reverse is true with negative wealth ef-
fects dampening spending. Wealth effects operate under
al-2 year timelag, with estimates showing about 80% of
the weadlth effect is realized within one year.? Given our
projections for further price declines in 2008, negative
wealth effects will continue to dampen spending through
2009, and to alesser extent in 2010.

We also can't dismiss the possibility that even in the
recovery phase of this economic cycle, consumer spend-
ing will remain restrained as credit markets continue to
scrutinize households and limit their access to cheaper
formsof credit. Lending institutionsarelikely to be more
risk averse in the recovery as they attempt to normalize
debt default rates and recapitalize balance sheets. Our
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belief isthat instead of getting the traditional pent-up de-
mand pop in consumer spending that typically follows a
recession, we will see amore muted pace of spending that
will accelerate to a still-tepid 2.4% quarterly pace by the
end of 20009.

Shock #3 — Oil on the boil

There are a number of near-term constraints on con-
sumer spending to consider in our forecast horizon, not the
least of which isrecord oil prices, which more than dou-
bled over the past year. Rapidly rising oil prices have a
number of direct and indirect negative influences on the
U.S. economy. In direct terms, we estimate consumers
will spend $90 billion more on gasolinethisyear than last,
which leaves|ess money for discretionary spending. Cor-
porations are going through a similar effect with higher
input and delivery costs.

In terms of the indirect consequences, there are many,
but here’sashort-list. A rapid climbin oil prices makesit
difficult to quickly adjust demand and production. Itiscostly
to transfer resources in atimely manner from fuel-ineffi-
cient usesto fuel-efficient uses. Asaresult, capacity might
sit idle while firms attempt to shift to cost-saving meas-
ures. Inaddition, when pricesdon’t risein agradua, pre-
dictable fashion, firms have more difficulty fully hedging
their energy costs, which further crimps production and
profitability. We cannot rule out the possibility that uncer-
tainty about future energy costsintoday’svolatile environ-
ment will make companies more cautious about making
new capital investments. Investment intentions set in this
environment can affect spending behaviour by firms
throughout our forecast horizon. Likewise, householdscan
absorb these impactsthrough greater job lossesand/or ris-
ing price pressures on consumer goods. We need only
look at headline CPI in the U.S., which has doubled to
4.2% growth since the start of 2007.

Fortunately, thereis plenty of historical precedence to
draw upon for guidancein estimating theimpact of high oil
prices on the economy through the end of 2009. In our
view, some of therecent run-upinoil priceshasnot beena
function of supply/demand forces, and thus partly reflects
a shock that will reverse course by the end of this year.
But, thereis also a permanent aspect encompassed by the
fact that theincreasein oil demand pressuresfrom rapidly
expanding emerging markets like Chinaand Indiais here
to stay. Onbalance, our expectationisthat oil will average
$110/barrel in 2008 and $100/barrel in 2009 — though the
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GASOLINE EXPENDITURES AS SHARE OF
INCOME AND REAL GAS PRICES
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latter half of that year will exhibit greater price strength
than thefirst half as demand pressuresrisefrom astrength-
ening U.S. and global economy.® High ail pricestend to
pull down the economy with alag, so even with theselower
levelsinoil prices, weestimateadrag on U.S. GDP growth
(a/g SAAR) of 1.5 percentage points in each of the re-
maining quartersof 2008 relative to what would have been
the case without the oil pressures. This drag is expected
to continue in thefirst half of 2009, shaving an additional
0.9 percentage points of GDP growth before the lagged
impact of lower oil prices finally beginsto be asmall net
positive on U.S. economic growth.

Shock #4 — Tax rebate won’t change consumer fate

Amid the various negative shocks, the U.S. economy
has the benefit of awell-publicized positive shock —fiscal
stimulus. The government is sending out $117 billionin
rebate cheques to American households between May and
July. We estimate that households will spend about 35
centsonthedollar over the second and third quarters. This
will boost real consumer spending by $60-70 billion
annualized in each of those quarters. However, once the
one-timeimpact isover, consumer spending will drop back
to the status quo level, which means anegative quarter. In
addition, thetemporary boost to incomeswill not be suffi-
cient to mask the broader challenges of massive home as-
set deflation, ongoing job losses and el evated energy costs.
Infact, by thefourth quarter of thisyear, we believe about
800,000 jobs will be shed relative to the same period last
year. Thiswill further crimp income growth, whichis al-
ready showing signs of strain. Growth in real personal
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income less transfersis treading water at just 1.4%, afull
two percentage pointslessthan the pace of income growth
last year. Excluding transfer payments from the income
measure has two benefits. Firgt, it isone of the key meas-
ures that the National Bureau of Economic Research
(NBER) uses to backdate recession periods. Second, it
givesusan ideaof underlying income momentum without
theinfluence of temporary boostsfrom government trans-
fer payments like the rebate cheques. Once the one-time
impact of thefiscal stimulusdisappears, householdswill be
left with the reality that real income net of transfers is
likely to contract, hitting atrough annual pace of -0.4% by
thefina quarter of thisyear and remainingin thered through
the first quarter of 2009. This is not the stuff that con-
sumer spending ismade of. Consumerswill have waobbly
legs to stand on with the potent combination of weak in-
come growth and negative wealth effects feeding through
in 20009.

REAL PERSONAL INCOME LESS TRANSFERS
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Exports offer the one true offset to the negative shocks

The depreciation of the U.S. dollar that started in 2002
has been a windfall to the export sector. Real exports
have grown at a 7-10% annual pace over the past four
years, marking the strongest string of gains in a decade.
As a result, exports have been contributing about a per-
centage point to real GDPgrowth since 2003. Webelieve
the export sector will remain akey contributor to growthin
the American economy over the forecast horizon; how-
ever, thereisarisk that some forecasters are overestimat-
ing the magnitude of the offset it can offer to the weak-
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nesselsewhere. Slowing global growth will temper gains
in American exports over the next 12-24 months.

When U.S. consumer demand slows, it impactsthe per-
formance of a number of world economies through trade
links. For instance, nearly one-fifth of U.S. imports come
from the European Union, and Asia accounts for nearly
40% of American imports, with about half of that coming
from China. There is some credence to the view that in-
creased domestic demand and investment spending within
high-growth emerging markets (EM) has made them less
reliant on the U.S. economy, but perhaps not to the extent
that many assume. The graph below shows that a tight
link still exists between growth in Asian emerging markets
and U.S. consumer demand. Also, while many EMs are
benefiting from stronger domestic demand conditions, the
export sector has experienced afaster expansion, still sup-
porting the view that many of these economies remain
highly reliant on external demand, even thoughit’slessthan
the past.

In addition to these global economic loops, anumber of
countries are purposely tapping on the brakes to domestic
demand growth dueto heightened inflationary concernsas
commodity prices soar. For instance, the European Cen-
tral Bank is poised to raise rates before the end of the
summer. And, in the past month, more and more govern-
ments in emerging markets have announced reductionsin
energy subsidies, whichwill ultimately squeeze household
and corporate budgets in those economies. To name a
few, Sri Lankawill allow energy coststo rise 14-47% de-
pending on the energy source, Indonesiawill raise gasoline
pricesby 29% and Indiaislifting gasolineand diesel prices
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CHANGE IN DOMESTIC DEMAND'S SHARE OF THE
ECONOMY: 2000-2006

Per cent of GDP change
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by 10%. Probably the most extreme is Maaysia, which
completely removed gasoline subsidies, anounting to an
estimated 40% increase in coststo users. The bottom line
is that there is sufficient reason to expect a significant
slowdown inthe global economy, and already some coun-
tries, like India, are showing evidence of this.

In 2009, we believe the combination of international trade
linksand softer domestic conditionswill causeworld growth
to slow to 3.2%. Thisisone-and-a-half percentage points
less than what the U.S. export sector had the benefit of
over the 2003-2007 period. As a result, exports are ex-
pected to expand by about 4.4% in 2009, ailmost half the
pace in 2007. Likewise, over the remainder of this year
and next, the export sector is expected to contribute 0.6
percentage points to real GDP growth, just over half of
what it did in recent years.

What does this mean for Canada?

Canadahasdirect exposure to two of the shocks above
—oil and credit tightening —and faces collateral damageto
the export sector from a stagnating U.S. economy. On
net, real GDP growth in Canadawill strugglealongsidethe
U.S. in 2008 at 1%, but show a stronger rebound in 2009
to 1.8%. Once again, we are at the low end of consensus
estimates for real GDP growth in both years due to our
more pessimistic view of thelingering weaknessintheU.S.
economy, and hence its impact on the Canadian export
market. That said, there is not as much variance in 2009
GDP growth estimates for Canada, asisthe case for U.S.
estimates. Thisis probably attributed to the fact that most
Canadian forecasters are estimating a reasonably solid
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domestic performance, so there is only a portion of the
economy that is directly exposed to the U.S. where there
can be great variability in predictions. For instance, no
estimation needs to be made on the magnitude and impact
of negative housing wealth effects, since Canadian home-
owners were not caught up in the U.S. housing bust.
Rather, most forecasters are in agreement that Canadian
homeownerswill continueto enjoy amodest appreciation
in values over the forecast period. The economic back-
drop in Canadais also sound relative to the U.S,, limiting
the downside risks to GDP growth estimates. Employers
aredtill actively hiring new workersin great numbers, wage
growth isat record levels, credit default rates are low and
inflation is holding below the central bank’starget.

And, among one of the most topical issues of late— oil
prices— Canada’s net export position provides some insu-
lation to the knock-on effects of sky high prices, though
the impacts diverge greatly across the country. The Bank
of Canada noted in its Monetary Policy Report in 2004
that the aggregateimpact of higher il priceson the economy
is positive over the medium term due to increased output
and capital investment by energy-producing firms. Natu-
rally, this benefitsregionslike Albertaand Newfoundland
and Labrador. However, in the short-term (a year or so),
it can drag economic activity. Regions that do not have a
significant stake in energy resources and production are
left worse off due to the negative impact of higher input
costs, and a reduction in manufacturing exports and con-
sumer spending. On net for the country as a whole, the
impact of higher ail pricesislargely awash, but there are
hugeimportant regional divides. Inaddition, thereisarisk
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that elevated oil pricescould adversely impact the economy
in 2009 if producers don’t think the price surgeis perma-
nent, and hence don’t accordingly adjust investment.

Over theforecast horizon, Canadawill also continueto
absorb thefallout fromthe credit crisis. LiketheU.S., the
Libor-OIS spread was blown out for Canadian banks fol-
lowing the credit turmoil that began last August. Thewound
has been slow to heal. The cost of funding remained high
at a spread of 20-40 basis points in June compared to a
low and steady 3-5 basis point range in prior years. Asa
result, credit conditions have tightened on this side of the
border, which will have knock-on effectsto investment and
spending, just not to the same degree as their American
counterparts because there is more support on theincome
side of the equation.

In particular, Canadian employersare continuing to churn
out new job opportunities, providing asolid foundation be-
neath income growth. With five months of employment
data already on the books, the die haslargely been cast on
this front. Employers have been averaging 24,000 new
workers per month, with hourly wage growth of perma-
nent employees averaging 4.6% — the highest on record
(1997). With inflation holding below 2%, workers have
had the benefit of atidy real wage gain. Even with our
expectation for softer job creation in Canada going for-
ward (averaging about 5,000-7,000 positions per month), it
will merely serveto restorewage growthto historical norms.
For all of these reasons, consumer spending should prove
moreresilient in Canada, averaging aquarterly annualized
pace of 2.7% over the forecast horizon.
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As stated above, the biggest negative influence on the
Canadian economy will continue to flow from the export
sector which has already contracted for three consecutive
guarters. But even herethe newsisn’t al glum. Oncethe
U.S. economy shows signs of a sustained recovery in the
second half of 2009, Canadian exporterswill follow.

Conclusion

Economic forecasters are caught within a highly tu-
multuous economic period for the U.S. and global econo-
mies. The outlook for 2009 is coloured by the number of
shocks occurring simultaneously, aswell asthe magnitude
of those shocks. The greatest forecasting uncertainty
seems to center around the credit crunch, for which there
islittle historical precedence. We believe theimpact from
tight credit conditionswill linger onthe U.S. economy, and
weigh down investment and consumer spending intentions
through the forecast period. However, some forecasters
have adopted the more traditional view that the U.S. will
wade through a four-quarter period of weak growth be-
fore bouncing back smartly. History is certainly on their
side.

If we had to consider only the one shock, we would
probably agree. Inthisparticular case, however, therecord

deteriorationin home pricesalongsiderecord oil and gaso-
line prices makes us more skeptical, especially now that
the Federal Reserve is showing increasing reluctance to
provide any additional monetary stimulusdueto inflation-
ary pressures. In fact, inflation pressures are heating up
around theworld, and the global economy is shifting away
from alow inflation, low interest rate environment. This
meansthat it isunrealistic to expect global growth to main-
tain the above-average performance of the past four years.
So along the road to recovery in the U.S. economy, the
one bright light — exports —will face a speed bump dueto
adightly more challenging environment.

For Canada, all of this means buckle up for the ride.
Canadian exporters will continue to feel the pain of the
lingering weaknessin the U.S. economy. Meanwhile, do-
mestic demand growth will gear down in response to the
tighter credit conditions and asofter job market. Thegood
news is that Canadians households have one good leg to
stand on. They will have to face neither deterioration in
real estate wealth, nor asharp slowdown or contractionin
income growth. The same cannot be said of their Ameri-
can counterparts.

Beata Caranci
Director of Economic Forecasting
416-982-8067

Endnotes

1 International Monetary Fund, World Economic Outlook, April 2008.
2 Belsky, Eric and Joel Prakken, NCRER “Housing wealth effects: housing as a component of household wealth”, Novem-

ber 2004.

3 For further details on our view about oil supply/demand pressures see TD Economics special report “With all the Talk
About Peak Global Oil Supply, What About Peak Oil Demand?.”
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GLOBAL ECONOMIC OUTLOOK

Whilethe U.S. grappleswith fallout from the subprime
crisis, the global economy is gripped by acrisis of confi-
dence. Inflation has surged in unison across al major re-
gionsof theworld. Asunemployment ratesrise, and con-
sumer spending and business investment ramp down, in-
flation typically recedes over time. However, confidence
iswaning that theglobal phenomenon of rising inflation will
be tamed without higher than expected interest rates and
weaker global economic growth. Moreover, policy mak-
erswhose actions take time to have an impact will haveto
decide on their response before all the facts are in.

Employment markets — although also alagging indica-
tor — have remained remarkably resilient. GDP surprises
inthefirst quarter of 2008 werelargely to theupside. And,
ongoing emerging market (EM) demand has been respon-
siblefor at least part of the strength in oil prices. Dimin-
ished risks of afull-blown global financial crisis balanced
with rising inflation risks has |eft our global forecast little
changed. Output growth in 2008 is expected to be atenth
of apercent faster than in our March forecast while growth
in 2009 is expected to be a tenth of a percent slower.

Advanced Economies: Near-term Risks

Thefirst quarter saw a couple of spectacular GDP per-
formances in advanced economies. The Japanese
economy expanded by 4.0% (g/q annualized), with the pace
of private consumer spending doubling over the previous
quarter and investment spending rising for thefirst timein
ayear. The German economy, meanwhile, saw its fastest
quarterly gain in over a decade, as an investment boom
drove the economy to expand by 6.3%. No good deed
goes unpunished, though, and these are also the only two
G-7 economiesthat we are forecasting will contract in the
second quarter. Both have seen two months of very weak
retail sales. The strengthening of both countries curren-
cies seems to be passing through into weaker recent inter-
national trade performance. And, in the case of Japan,
business investment still does not seem to have bottomed
out. While the other major economies are less likely to
contract in the near quarter, the overall pace of economic
growth continues to show signs of an ongoing decelera-
tion. The Italian economy has stagnated over the last six
monthsand isunlikely to expand at a pace exceeding 1.0%
over the next four quarters. Likewise, the U.K. housing
crashisunlikely to support consumer spending at its 5.5%
first quarter pace; and, coupled with six months of no ex-
port growth, itislikely to bleed significantly into the pros-
pects for business investment, as well.
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Emerging Markets: Quality, not Quantity

The first quarter also saw some better than expected
resultsin EMs, but the underlying quality of some of these
expansionsremainsquestionable. After seeing no growth
inthelast six months, the Singapore economy barrel ed back
with a15% expansion in Q1. Beneath the headline, how-
ever, consumer spending and construction continued tofall,
and, coupled with businessinvestment and net trade, con-
tracted in thefirst quarter. Infact, GDPwasdriven by the
phenomenal 450% annualized growth in transportation
equipment — an acceleration over the 300% pace seen in
Q4. So this economy, historically tied to U.S. consumer
demand, isbeing driven by onevolatile sector, and it isnot
aone. Hong Kong saw GDP growth relatively unchanged,
but consumer spending and investment are now contract-

GLOBAL ECONOMIC OUTLOOK
Annual per cent change unless otherwise indicated

2007 Share* Forecast

Real GDP (%)| 2006 2007 | 2008 2009
World 99.1] 5.0 4.9 3.8 3.2
North America 255 3.0 2.3 1.4 1.3
United States 21.4] 29 22 1.4 1.2
Canada 20| 3.1 2.7 1.0 1.8
Mexico 21| 4.8 3.3 2.5 2.1
European Union (EU-27) 23.7| 3.0 2.9 1.7 1.4
Euro-zone (EU-13) 16.1| 2.9 2.6 1.6 1.1
Germany 441 31 2.6 21 1.1
France 32| 24 21 1.9 1.3
Italy 28| 1.9 1.4 0.4 0.5
United Kingdom 3.3 29 3.0 1.6 1.2
EU accession members 34| 3.1 3.7 2.4 2.4
Asia 355 75 7.6 6.2 55
Japan 6.6| 24 2.0 1.5 1.2
Asian NIC's 37| 56 5.6 4.3 3.7
Hong Kong 05| 6.9 6.4 5.0 3.5
Korea 19| 51 5.0 41 3.6
Singapore 03] 8.2 7.7 5.3 4.7
Taiwan 1.1] 4.9 5.7 41 3.8
Russia 32| 74 8.1 6.5 5.5
Australia & New Zealand 141 27 3.9 2.7 2.5
Developing Asia 20.6| 9.9 9.9 8.2 7.4
ASEAN-4 31| 54 6.0 5.1 4.2
China 109 116 119 9.9 8.8
India 46| 9.8 9.3 7.7 7.3
Central/South America 6.1] 55 6.2 5.0 3.3
Argentina 0.8] 85 8.7 7.0 4.8
Brazil 28| 3.7 5.4 4.6 3.6
Other Developing 8.4 6.2 6.2 5.8 4.9

*Regional wts. do not sum to 100% because some countries omitted

Forecast as at June 2008

Source: International Monetary Fund, national statistical agencies
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ing, while the South Korean economy has seen consum-
ers, businesses, and external demand wane. The fate of
regional Asian economieswill hinge on the continuing abil-
ity of the Chinese economy to avoid ahard landing. There
seems to have been little economics impact from the re-
cent earthquakes, and, supporting our long-stated belief that
Chinese equities havelittle connection with economic per-
formance, the local stock market is down 45% year-to-
date while economic growth remains above 10%. Asian
EMs appear to be gearing down faster than some other
regions, but as advanced economies continue to ease off
the gas, we are seeing measured slowdownsin many EMs
globally.

Central Banks: Managing Expectations

Softer global demand by year end will start to take the
steam out of inflation, however central banks will remain
concerned about the “what-if” scenario should this not be
the case. History has shown that the long-term pain of
reestablishing inflation expectations can be much more
costly for an economy than the impact of some moderate,
near-term tightening in monetary policy. While no central
bank is likely to purposefully drive their economy into a
recessionin thename of price stability — history also shows
the costs of over-tightening in the face of an energy shock
—more recent experience with the tech bust and subprime
crisis seems al so to have embol dened central banksto talk
strength to bubbles. A concert of central bank hawkswill
compound the already eroding oil demand to help ensure
$140 oil does not become $200 oil.

The ECB seems poised to be the first G-7 central bank
to flinch. Inflation is now 3.7%, nearly two percentage
pointsabovetarget. Even sharply slowing economieslike
Spain — where GDP growth has slowed for four straight
quarters— has seen inflation skyrocket from 2.5%to0 4.5%
over that period. In Germany, while coreinflation hasre-
mained stable, some pass-through from energy prices to
wages appears to be taking place. Asaresult, thisinfla-
tion targeting bank seems likely to raise rates once to
4.25%, but we still feel these rateswill eventually be low-
ered in early 2009. Whilethe Bank of Englandisaninfla-
tion targetter, as well, their remit offers a possible out as
they arecharged with returning inflation to targetina“ rea-
sonabletime period” but “without creating undueinstabil-
ity in the economy.” While not as direct as the Fed's dual
mandate to manage inflation and employment, policy mak-
ersinthe U.K. still have some discretion.

For EMs, thisdiscretion hastypically favoured growth
over inflation. Asaresult, inflation expectations haveless
history of being well-anchored. Some EM central banks
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have used their discretion wisely. Brazil has done agood
job keeping inflation well contained while still promoting
economic growth. Argentinaand Venezuela, on the other
hand, have not, and continue to be at risk for very hard
landings. Asia as a region has generally followed very
pro-growth policies, with many local economies just re-
cently pulling back energy subsidies, and that will drive
inflation even higher. Some, likeIndia, areabit more ahead
of thecurvewhile others, like Vietham and Singapore, have
more serious inflation issues. Given this region is also
showing some of the largest risks for economic decelera-
tion, regional central bankswill likely receivesomehelpin
their fight against inflation. But, discretion, as the name
suggests, isall in how you useit.

Richard Kelly 416-982-2559

ECONOMIC INDICATORS FOR THE G-7 AND EUROPE

Forecast
2005 2006 2007 2008 2009
Real GDP (Annual per cent change)

G-7 (41.17%)* 2.3 2.7 2.2 1.4 1.2
u.s. 3.1 2.9 2.2 1.4 1.2
Japan 1.9 2.4 2.0 15 1.2
EU-12 1.7 2.9 2.6 1.6 1.1

Germany 1.0 3.1 2.6 2.1 1.1
France 1.9 2.4 2.1 1.9 1.3
Italy 0.7 1.9 14 0.4 0.5
United Kingdom 1.8 2.9 3.0 1.6 1.2
Canada 2.9 3.1 2.7 1.0 1.8

Consumer Price Index (Annual per cent change)

G-7 23 23 21 3.2 2.0
u.s. 34 3.2 2.9 4.2 2.5
Japan -0.3 0.2 0.1 0.6 0.6
EU-12 2.2 2.2 21 3.2 1.9

Germany 1.9 1.8 2.3 2.7 1.6
France 1.9 1.9 1.6 3.3 2.0
Italy 2.2 2.2 2.0 3.2 1.4
United Kingdom 2.0 23 2.3 34 2.9
Canada 2.2 2.0 2.1 23 2.1
Unemployment Rate (Per cent annual averages)
u.s. 5.1 4.6 4.6 5.4 6.2
Japan 4.4 4.1 3.9 4.2 4.7
EU-12 8.6 8.2 7.4 7.3 8.0
Germany 9.4 9.8 8.4 7.5 8.0
France 9.7 9.2 8.3 7.9 8.4
Italy 7.7 6.8 6.1 6.3 7.0
United Kingdom 4.8 5.3 5.3 5.3 5.9
Canada 6.8 6.3 6.0 6.1 6.6

*Share of 2006 world gross domestic product (GDP)
Forecast as at June 2008
Source: National statistical agencies, TD Economics
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U.S. ECONOMIC OUTLOOK

In preparing arevised U.S. forecast, akey question is
what has changed sincethelast quarterly projection? While
it is easy to focus on the negative factors impacting the
U.S. economy, not al developmentsin the past three months
have been bad news. Foremost on the positive side of the
ledger, financia conditionshave materially improved. The
timing of our last economic forecast coincided with the
near collapse of amajor investment bank and fears of wide-
spread financial upheaval. As the smoke cleared and the
Federal Reserve acted to limit the contagion, credit condi-
tions gradually recovered and banks began the important
process of recapitalizing. Moreover, economic growth in
thefirst quarter managed to beat expectationswith again
of 0.9% annualized. Although househol ds cut back spend-
ing on goods— both durable and non-durable— spending on

U.S. ECONOMIC INDICATORS
Annual per cent change unless otherwise indicated
Forecast
2006 2007 2008 2009
Real GDP 29 22 1.4 1.2
Consumer Expenditure 3.1 2.9 14 0.8
Durable Goods 3.8 471 -21 -02
Business Investment 6.6 4.7 17 -24
Non-Residential Structures 84 129 40 -21
Machinery & Equipment 5.9 1.3 0.7 -25
Residential Construction -46 -17.0] -221 -5.9
Govt. Exp. on Goods & Svcs. 1.8 2.0 2.5 2.0
Final Domestic Demand 2.7 1.8 0.6 0.5
Exports 8.4 8.1 6.4 4.4
Imports 5.9 19| -0.6 0.6
Change in Non-Farm
Inventories ($96 Bn.) 417 -0.1] -15.8 3.2
Final Sales 2.8 2.5 1.5 1.0
Int'l Curr. Acct. Bal. ($Bn.) -811  -739( -749 -674
% of GDP 6.2 -53| -52 -45
Pre-tax Corporate Profits 13.2 2.7 -3.0 6.9
GDP Chain-type Deflator 32 27 24 25
Employment 1.8 1.1 0.0 -01
Unemployment Rate (%) 46 46| 54 6.2
Productivity * 1.0 19] 26 20
Real Pers. Disp. Inc. (PDI)** 3.1 3.1 1.7 0.3
Real PDI** Per Person 2.1 2.2 08 -0.6
Consumer Price Index (CPI) 32 29| 42 25
Housing Starts (mn units) 1.81 1.34| 092 0.90
Real GDP: Real gross domestic product; * Real private non-farm
business output per hour; ** After-tax income adjusted for inflation;
Forecast by TD Economics as at June 2008; Source: Bureau
of Labor Statistics, Bureau of Economic Analysis, TD Economics
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services continued at a steady pace, keeping consumption
growthin positiveterritory. Finally, lessthan three months
after the President signed the Economic Stimulus Act of
2008, over $50 billion of tax rebate checks have already
been delivered to househol ds across the country — enough
to provide an already visible boost to consumer spending
just asit appeared that households were at risk of closing
their wallets.

Unfortunately, along with the good news have come
some negative developments. Foremost onthislistisinfla
tion. Since the publishing of our last Quarterly Economic
Forecast on March 19" the price of crude oil has risen
over $30/barrel, pulling gas prices up to $4.00 agallonin
several U.S. jurisdictionsand threatening to eat away much
of theeconomic stimulus. Headlineinflation now lookslikely
to reach 4.6% on ayear-over-year basisin the third quar-
ter thanks to higher energy costs. Moreover, the labour
market has continued to deteriorate. Estimates of employ-
ment were revised down through the first five months of
the year and in May the unemployment rate shot up a
whopping 0.5 percentage points. With unemployment ris-
ing and income growth slowing, there couldn’t beaworse
time for fuel prices to eat even more of households' al-
ready stretched dollars.

What does it all mean?

So what does al this mean for the forecast? On bal-
ance, the front-loading of the economic stimulus package
and the higher-than-expected economic growth in thefirst
quarter are the biggest contributors to our upgraded fore-
cast for 2008 of real GDP advancing 1.4% (up from 1.1%).
Economic growth in the second quarter will come in at
1.3% aided by a 2.1% tax-rebate fuelled increase in con-
sumer spending. Following that, inflationary pressures,
dower incomegrowth and tighter credit conditionswill lead
to a slower pace of growth through the remainder of the
year. Economic growth is expected to come in only mar-
ginally positive in the third quarter, as households spend
the remainder of the stimulus checks, before slipping into
outright decline as spending returnsto pre-stimuluslevels.
Growth in 2009 will underperform 2008 on an annual aver-
age basis, coming in at 1.2%. While growth will return to
positiveterritory inthefirst half of the year, slower global
growth is expected to lead to a slower pace of exports,
while the recovery in domestic demand will prove very
gradual. Growthisexpected to pick up through mid-year
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as housing stabilizes and credit conditions return to nor-
mal.

Fiscal stimulus aside, households in rough shape

Thedeteriorationin consumer finances precipitated by
the housing collapse and evident most spectacularly inthe
close to 50% rise in home foreclosures is unprecedented
initsoccurrence outside of abroader economic downturn.
The rapid rise in consumer debt — mostly in the form of
debt backed by real estate—isnow cooling in response to
weaker household demand and reduced willingnessto lend
by many financial institutions. One of the major uncertain-
ties surrounding this particular business cycle is how the
deleveraging currently taking place in the household and
financial sectorswill unfold and what long-term impact this
will have on economic growth. In the near term, the an-
swer is fairly clear — a deteriorating job market, rapidly
rising energy prices, falling household net-worth and re-
stricted credit isarecipefor asignificant downturnin house-
hold spending. Our near-term economic forecast reflects
this expectation. Consumer spending will pick up to 2.1%
inthe second quarter due only to theinflux of closeto $70
billion in direct to household stimulus checks. Without the
stimulus real consumer spending would be in a state of
decline through the second and third quarters of thisyear.

But perhaps the more important question is what hap-
pensto spending alittle bit further down the road —in our
case through the last half of the forecast period? To an-
swer this it helps to have some historical context. Since
1980, real consumer spending has increased at an annual
average rate of 3.4%, outpacing real disposable-income
and GDP growth, both of which grew by 3.0% in the same
time period. As spending growth outpaced overall produc-
tion, the savings rate fell from 10% in 1980 to just above
0% in 2007. Through this period households “saved’
through their appreciating assets and even while the sav-
ings rate fell, household net-worth grew at an annual rate
of 7.1%.

S0, how to read the historical record? On the one hand,
if we'relooking for along-run pace of consumer spending
growth it would appear that something around 3.4% would
be a pretty good bet. On the other hand, we know that this
was accompanied by rising net-worth. In an environment
where net-worth isat best rising only marginally —what do
we expect to happen to consumer spending? It is our be-
lief that in these circumstances we are in for a more pro-
longed period of dower spending. For one, household wealth
acts on consumer spending with a lag, meaning that the
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U.S. ECONOMIC INDICATORS
Fourth-quarter-over-fourth-quarter per cent change

Forecast
Q4-06 Q4-07 Q4-08 Q4-09
Real GDP 2.6 2.5 0.4 24
Real Final Sales 3.0 2.8 0.3 21
Employment 1.6 0.9 -0.6 0.3

Real GDP: Real gross domestic product; Forecast by TD
Economics as at June 2008; Source: Bureau of Labor
Statistics, Bureau of Economic Analysis, TD Economics

deterioration already observed in household net-worth will
continueto impact consumer spending into 2009. Secondly,
with astill substantial build up of inventoriesinthe housing
market, homepriceswill likely continueto fall through the
first half of 2009, putting continued downward pressure on
spending. By the final quarter of 2009, we expect spend-
ing growth to improve to 2.4% — but a return to growth
rates above 3.0% is beyond our forecast horizon.

Business also facing constraints

Tighter lending standards will also weigh on business
investment. The Federal Reserve |oan officer survey con-
firmsthat in addition to households, lendershave a so tight-
ened conditionson commercia and industrial lending. Busi-
nesses now face a near perfect storm of slowing demand,
higher input costsand restricted avail ability of credit. Slower
profit growth hasaready pushed non-financial businesses
into aneed to borrow to financeinvestment and with higher
borrowing costs and tighter standardsit isonly amatter of
time before this shows up in slower business investment.
Already, the architectural billingsindex (which correlates
well with non-residential structures investment and has
fallen by 18.8% in the first quarter) pointsto adeclinein
non-residential structures spending. Spending on equip-
ment and software has also decel erated and fell into nega-
tive territory in the first quarter of this year. Typically a
dowdown ininvestment followsthe s owdown in consumer
spending. While demand from abroad has supported U.S.
businesses through the slowdown so far, slower global
growth will add to the domestic pressures on U.S. busi-
nesses. All told, we expect non-residential fixed invest-
ment to decline over the remainder of thisyear and through
thefirst half of 2009 before moving back into positiveter-
ritory in the second half of the year.

James Marple 416-982-2557
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CANADA’S ECONOMIC OUTLOOK

The Canadian economy did not jump into 2008, but
rather tip toed out the back door. Real GDP contracted
by an annualized 0.3% in thefirst quarter, almost bang on
our March QEF forecast of -0.4%. It marked the first
time the economy has gone in reverse in over four years
and it came as a bit of a surprise to some, since Canada’'s
economic performance grossly underperformed that of the
United States. We believe this theme will be repeated in
the second quarter, as a retreat in exports bites into eco-
nomic activity. However, thereis still plenty to be opti-
mistic about in Canada. Most households will not face
the challenges of deteriorating housing wealth or jobs, two
key issues that plague their neighbors to the south. This
gives Canadians a secure leg to stand on, even as the
export sector continuesto struggle. Asaresult, Canadian
GDP growth will turn in a soft 1.0% gain in 2008, but

CANADA'S ECONOMIC INDICATORS
Annual per cent change unless otherwise indicated
Forecast
2005 2006 2007| 2008 2009
Real GDP 2.9 3.1 2.7 1.0 1.8
Consumer Expenditure 3.7 4.3 4.5 4.0 2.6
Durable Goods 5.1 7.6 71 7.4 2.2
Business Investment 121 9.9 3.5 3.6 3.9
Non-Residential Structures 10.0 8.9 -0.4 0.0 2.8
Machinery & Equipment 13.8 10.6 71 6.8 4.9
Residential Construction 3.4 2.2 3.0 -0.6 0.5
Govt. Exp. on Goods & Svcs. 1.5 3.8 3.7 3.8 3.2
Final Domestic Demand 4.4 4.8 4.2 3.6 2.8
Exports 1.8 0.6 1.0 -2.6 0.4
Imports 71 4.6 5.5 3.0 3.2
Change in Non-Farm Inventories
($97 Bn.) 10.3 100 126 2.7 3.5
Final Sales 2.4 3.3 2.6 1.7 1.8
Int'l Curr. Acct. Bal. ($Bn.) 265 202 136] 262 329
% of GDP 1.9 1.4 0.9 1.6 2.0
Pre-tax Corporate Profits 10.4 53 3.3 6.6 3.3
GDP Chain-type Deflator 3.4 2.5 3.1 3.1 1.6
Employment (%) 1.4 1.9 23 1.6 0.5
Employment ("000) 223 314 380 269 82
Unemployment Rate (%) 6.8 6.3 6.0 6.1 6.6
Productivity* 1.9 1.1 0.3 -0.6 1.3
Real Pers. Disp. Income (PDI)** 2.8 5.5 4.1 4.5 1.7
Real PDI** Per Person 1.8 4.4 3.1 3.5 0.7
Consumer Price Index 22 2.0 21 23 21
Core CPI 1.7 2.0 2.1 1.6 1.8
Housing Starts ('000 units) 224 229 228 221 21
Real GDP: Real gross domestic product; *Real GDP per employee
**After-tax income adjusted for inflation; Forecast by TD Economics
as at June 2008; Source: Statistics Canada, Bank of Canada,
Canada Mortgage and Housing Corporation, Haver Analytics
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CANADIAN REAL GDP
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F: Forecast by TD Economics as at June 2008;
Source: Statistics Canada

domestic demand is expected to track arespectable 2.5%
quarterly pace throughout the year. Real GDP growth in
2009 will improveto 1.8%, asamodest recovery in export
demand gets underway in the second half of that year.

Consumers in a good position to weather the storm

Consumers are at the heart of every economy in the
industrialized world. In Canada, they represent about two-
thirds of total economic activity and thus wield consider-
able influence over the outlook. So far thisyear, the eco-
nomic backdrop has been extremely supportive for con-
sumer spending growth, but we don’t think the current
environment issustainable. Inthefirst four monthsof this
year, employers have averaged an impressive 24,000 new
hires per month, and hourly wage growth for permanent
employees has climbed to arecord 4.6%. With inflation
holding below 2%, workers have had the benefit of atidy
real wage gain. However, the lagging nature of the labour
market has put it out of sync with the economy, which
slowed to acrawl inthefourth quarter of last year (+0.8%)
and contracted outright at the start of this year. Going
forward, we believe net new job creation will average about
5,000-7,000 per month, which will temper wage growth.
Even so, therug will not be pulled out from under the con-
sumer, as we estimate that real after-tax income growth
will average 4.5% thisyear before slowing to 2% in 2009.

In addition, the average Canadian household will not
have their confidence and wealth undermined by falling
home prices (as is the case in the U.S.). Nevertheless,
householdswill probably begin to show more cautious be-
haviour in spending towards homefurnishingsand renova-
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tions, as the housing boom of the past seven years winds
downin2008. Existinghome pricesaretracking 5% growth
inthefirst five months of thisyear, half the pace seen this
timein 2007. A large part of this deceleration isdueto a
dramatic cooling in what use to be the hottest marketsin
the nation — Calgary and Edmonton. We knew it was just
amatter of time before this would happen, our only con-
cern going forward is regarding the length and depth of a
fall in prices. After cummulative home price gains of 45-
65% over the past two years, it would not surprise us to
see a modest peak-to-trough pull back in the range of 8-
10% in Calgary and Edmonton. While this type of pull
back would barely nibbleinto the massive price apprecia-
tion that has accumulated over past years, we would still
expect it toresult in less spending on renovationsand home
décor. Excluding Alberta home trends from the Canadian
outlook, homeowners in the rest of the nation should see
prices appreciate at a modest pace of 3%. Any way you
dicethedata, onethingisclear. Canadianswill not suffer
the massive price declines that are occurring south of the
49" parallel. Overall, consumer spending should provere-
silientin Canada, averaging aquarterly annualized pace of
2.7% over the forecast horizon.

More pain in store for export sector

The distressed export sector continues to take a pound
of flesh from economic activity. The January-March pe-
riod marked the third consecutive quarter in which the sector
has contracted, and thistimeit chewed 1.4 annualized per-
centage points off real GDP growth. Therewasone unique
factor in the data. A strike at an auto parts producer,
American Axle, in the United States disrupted shipments
and production in Canada. Excluding autos from real ex-
ports, the sector showed a 10.7% annualized gain in the
quarter, rather than an 5.1% contraction. Unfortunately,
this does not mean we'll see a smart export recovery in
the second quarter. First, the auto strike did not end until
mid-May, which came too late in the quarter to have a
large influence on the overall trend. Second, April data
revealed severe and broad-based weakness across export
industries, suggesting the troubles of the sector are not a
one-off event that will be corrected with the resolution of
astrike. Infact, the mathematical reality of an extremely
weak hand-off in March (-3.5%) and another soft start to
the second quarter in April (-1.7%) suggests exports will
again be akey detractor to economic growth in the second
guarter. Thethird quarter performancewill likely get alift
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CANADA'S ECONOMIC INDICATORS
Fourth-quarter-over-fourth-quarter per cent change

Forecast
Q4-04 Q4-05 Q4-06 Q4-07| Q4-08 Q4-09
Real GDP 11.9 3.0 22 2.8 0.9 25
Real Final Sales 10.3 3.9 3.0 1.1 22 25
Employment (%) 1.6 1.6 1.9 24 0.9 0.5

Real GDP: Real gross domestic product; Forecast by TD Economics
as at June 2008; Source: Statistics Canada, Haver Analytics

from the resumption of auto shipmentsfollowing the strike,
but thiswill only be a short-term impact, asthe realities of
a high Canadian dollar and weakening demand south of
the boarder will dominate the outlook thereafter. For 2008
asawhoale, exports should contract by about 2.6%, which
would be the worst year since the U.S. recession in 2001.
Asthe U.S. economy gainsastronger underbelly in 2009,
Canadian exports should follow with amodest recovery of
0.4% growth. While this doesn't seem like much of a
recovery, the second half of next year should produce quar-
terly annualized export growth ratesin the 3-3.5% range.

Inventories a wild card

A large part of the deteriorationinreal GDPinthefirst
quarter was attributed to a$17 billion swing ininventories
that shaved morethan 4 percentage pointsfrom annualized
growth. While we had expected inventoriesto be reigned
in after considerable stockpiling at the end of 2007, the
magnitude certainly outstripped anything we've seen in
recent history. Looking at the data back to 1992, thiswas
the largest inventory swing to take place in asingle quar-
ter. Like exports, inventories were partly affected by the
strike in the U.S., but the bottom line is that the ratio of
inventory-to-sales remained unchanged at elevated levels
relative to the past four years because sales also failed to
meet expectations. Thisleadsusto believe that firmswill
exhibit cautious behaviour in inventory management and
will not replenish stock levelsto any great degree over the
forecast horizon. And, we cannot dismiss the possibility
that there could be yet another large drawdown inasingle
quarter or perhaps spread over a couple of quarters as
firmstry to lower their inventory-to-salesratios.

Beata Caranci 416-982-8067
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FINANCIAL OUTLOOK

Switching Gears

A profound change of focus has occurred over the past
few weeks, asthe financial markets discourse has shifted
from economic growth concerns to inflation risk. This
change in gears has been most pronounced in the U.S,,
where the unabated rise in oil prices, as well as healthy
increases in other commodity prices, seems to dominate
headlines. It has increasingly become an issue for Cana-
dian monetary policy officialsaswell.

In Canada, the about-face occurred in early June when
the Bank of Canada defied expectations for a 25bps rate
cut and left the overnight rate unchanged at 3.00%. The
tone of the Bank’s communiqué was neutral to dightly
hawkish and left the markets with the distinct impression
that they are in no hurry to change rates. The Bank spe-
cifically mentioned that “ global growth has been stronger
and commaodity prices have been sharply higher than ex-
pected.” As such, the most likely direction for the over-
night rate is for higher, not lower rates.

Since the Bank took this change of tact, market expec-

For monthly updates and a more in-depth discus-
sion of the interest rate and foreign exchange rate
forecasts, please see the monthly Global Markets
report, available at www.td.com/economics.

tations have shifted significantly. The case for keeping
rates on hold is now even more acute. The Bank’s empha-
sisoninflation risk means aheightened focuson theinfla-
tion data. And on that front, thereiscertainly just causefor
concern.

Commodity priceswill likely impact Canadian inflation.
The Bank of Canada noted that “if current levels of en-
ergy pricespersist, total CPI inflation will rise above 3 per
cent later this year.” And indeed, al indications seem to
point to that end. WTI crude oil prices hit a new intraday
high of just over $139 / bbl in mid June and other energy
prices remain elevated. That will surely impact headline
CPI.

Even core CPI has been trending higher and is poised

INTEREST RATE OUTLOOK
Spot Rate 2007 2008 2009
6/16/2008 Q1 Q2 Q3 Q4 Q1 Q2F Q3F Q4F | Q1F Q2F Q3F Q4F

CANADIAN FIXED INCOME

Overnight Target Rate (%) 3.00 425 425 450 425 350 3.00 300 300 3.00 300 325 375

3-mth T-Bill Rate (%) 2.70 420 440 4.01 384 | 197 260 270 270 | 270 3.00 335 3.85

2-yr Govt. Bond Yield (%) 3.37 398 459 408 375 | 262 320 315 310 3.20 340 3.70 4.05

5-yr Govt. Bond Yield (%) 3.60 402 456 4.21 3.87 | 2.91 350 350 350 | 360 380 4.05 435

10-yr Govt. Bond Yield (%) 3.85 411 456 434 399 | 344 380 380 390 | 400 415 435 465

30-yr Govt. Bond Yield (%) 4.18 420 449 444 410 | 394 415 425 435 | 440 445 460 4.80

10-yr-2-yr Govt. Spread (%) 0.48 0.13 -0.03 026 024 | 082 060 065 080 080 075 065 0.60
U.S. FIXED INCOME

Fed Funds Target Rate (%) 2.00 525 525 475 425 | 225 200 200 200 | 200 200 250 3.00

3-mth T-Bill Rate (%) 2.00 5.06 4.81 3.91 327 | 1.37 180 175 180 | 190 2,00 260 3.10

2-yr Govt. Bond Yield (%) 2.93 457 486 398 305 158 265 250 240 | 240 270 315 3.65

5-yr Govt. Bond Yield (%) 3.66 453 492 424 344 | 244 335 320 315 | 320 340 375 415

10-yr Govt. Bond Yield (%) 4.21 464 502 459 402 )| 341 400 390 390 | 395 410 430 465

30-yr Govt. Bond Yield (%) 4.76 484 512 484 445 | 429 460 460 460 | 455 455 465 4.85

10-yr-2-yr Govt. Spread (%) 1.28 0.07 0.16 0.61 097 | 183 135 140 150 | 155 140 115 1.00
CANADA-U.S. SPREADS

3-mth T-Bill Rate (%) 0.70 -0.86 -041 010 057 | 060 080 095 090 | 080 1.00 0.75 0.75

2-yr Govt. Bond Yield (%) 0.44 -0.59 -027 010 0.70 | 1.04 055 065 070 | 0.80 0.70 0.55 0.40

5-yr Govt. Bond Yield (%) -0.06 -0.51 -0.36 -0.03 043 | 047 015 030 035 | 040 040 030 0.20

10-yr Govt. Bond Yield (%) -0.36 -0.53 -046 -0.25 -0.03| 0.03 -0.20 -0.10 0.00 | 0.05 0.05 0.05 0.00

30-yr Govt. Bond Yield (%) -0.58 -0.64 -063 -040 -035](-035 -045 -0.35 -0.25] -0.15 -0.10 -0.05 -0.05
f: Forecast by TD Economics as at June 2008; All forecasts are for end of period. Source: Bloomberg, TD Economics

TD Quarterly Economic Forecast

15

June 18, 2008




www.td.com/economics

torisefurther. InApril, core CPI rose 0.4% M/M, pushing
the three month annualized trend up to 2.9% from 2.2%n
March. Looking ahead, the Canadian dollar is expected to
lose ground against the U.S. dollar. We expect the loonie
to trade around 95 U.S. cents by the end of 2008 and slip
to 92 U.S. cents by the end of 2009. Thus the downward
impact of astrong Canadian dollar oninflationislikely to
fade. In combination with how Canadian core CPI is de-
fined, which includes some food products such as bread
and meat, the spate of global food inflationismorelikely to
feed through to coreinflation.

Also arguing for steady ratesisthat the impact that the
credit crunch has had on the Canadian economy has not
been as bad as feared. A number of credit spreads have
narrowed toward historical norms, which is encouraging.
Moreover, Canadian mortgage rates have declined, sug-
gesting previous rate cuts are feeding through to consum-
ers.

The Bank of Canada has indicated a preference for
keeping rates steady, but the wildcard is how GDP un-
folds. The export sector isthreatened given softening U.S.
demand, but recent data also suggest consumption could
be at risk too, given trendsin durables consumption.

Nevertheless, we think that the Bank will do what it
can to avoid making any interest rate moves in the near
term, raising rates only when the economy isback on track.
To us, that means the overnight rate will remain at 3.00%
until the second half of 2009. By that time, the economy
should beready for aseriesof rate hikes, leaving the over-
night rate at 3.75% by the end of 2009. Given our less
aggressive view, we expect bond yieldsto fall, asthe Bank
does not deliver rate hikes according to market expecta-
tions. In the near term, this means a steeper yield curve,
which will eventually flatten as the Bank starts to tighten
rates.

Birds of a Feather Flock Together

Just a few short months ago, the prevailing concern
was whether the U.S. economy would slip into recession.
While the economy has softened measurably, it has yet to
show signs of cratering. Thefiscal stimulus has come ear-
lier than expected, and has been put to good use, if the
latest retail sales figures are any indication. However, re-
cent inflation databuild arather pressing casefor rate hikes
in the U.S. Inflation is running hotter than the Fed would
like, with recent headline CPI rising 0.6% M/M in April,
which pushed the annual rate to 4.2%.

Food and energy pricesremain particularly worrisome
in the U.S, as they continue to weigh on already belea-
guered consumers. Gasoline prices have crested $4/gallon
and food prices are rising at a 5.0% Y/Y pace. In this
environment, aflock of inflation hawkson the FOMC have
been quick to call for higher rates.

Clearly, the dual mandate of the Fed seems to be fa-
vouring theinflation side of the scale, rather than the growth
issues. The market is pricing in rate hikes by the end of
2008, but we think the timing is too aggressive. The
economy is still fragile and the pace of credit market re-
pair has been slow. Moreover, some price pressures should
be alleviated as the economy slows further. Thiswill buy
the Fed some leeway to decide the appropriate time to
hike rates.

In our view, the Fed islikely to remain on hold though
2008 and early 2009, leaving the fed funds rate at 2%.
Based on our expectation that the Fed will deliver rate
hikes s ower than the market anticipates, bond yieldsshould
fall inthe near term, and the curve should steepen until the
second half of 2009 when the Fed delivers a handful of
rate hikes to leave the fed funds rate at 3% by year end.

Charmaine Buskas 416-982-3297

FOREIGN EXCHANGE OUTLOOK
Currency Exchange Rate| Spot Price 2007 2008 2009

6116/2008 [ @1 | @2 | @3 | a4 | a1 | Q2F | @3F | @4F [ @1F | Q2F | Q3F [ a4F
Canadian dollar USD per CAD 0.975 0.894 0930 1.005 1.002 [ 0.992 0.980 0.960 0.950 | 0.950 0.940 0.930 0.920
Canadian dollar CAD per USD 1.026 1119 1.065 0.995 0.998 | 1.008 1.020 1.042 1.053 [ 1.053 1.064 1.075 1.087
Japanese yen JPY per USD 107.9 118 123 115 112 104 108 108 106 106 104 104 102
Euro USD per EUR 1.541 1.337 1354 1.410 1459 | 1562 1.600 1.550 1.500  1.450 1.420 1.400 1.370
U.K. pound USD per GBP 1.956 1.978 2.009 2014 1985| 1987 1.975 1.890 1.829| 1.790 1.753 1.750 1.713
Swiss franc CHF per USD 1.048 1214 1221 1170 1.133 | 1.034 1.000 1.013 1.033 | 1.062 1.085 1.086 1.109
Australian dollar USD per AUD 0.940 0.809 0.840 0.875 0.875| 0.944 0940 0.940 0.920 | 0.920 0.900 0.900 0.880
Mexican peso MXN per USD 10.33 11.05 10.81 10.92 10.90 | 10.47 10.35 10.35 10.40] 10.50 10.50 10.55 10.55
f: Forecast by TD Economics as at June 2008; All forecasts are for end of period; Source: Federal Reserve of New York, TD Economics
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CANADIAN ECONOMIC OUTLOOK

Period-Over-Period Annualized Per Cent Change Unless Otherwise Indicated

2007 2008 2009 Annual Average | 4th Qtr/4th Qtr
Q1| Q2| Q3| Q4 Q1| Q2F| Q3F| Q4F Q1F| Q2F| Q3F| Q4F 07| 08F| 09F| 07| 08F O09F
Real GDP 41 39 23 08 -03 04 19 08 1.7 24 27 30| 27 1.0 18] 28 09 25
Consumer Expenditure 38 58 42 75 32 28 22 21 25 28 33 33| 45 40 26| 53 26 3.0
Durable Goods 46 150 -14 115/ 165 18 15 11| 24 28 32 34| 71 74 22| 73 50 29
Business Investment 26 35 48 56| 22 29 33 36| 42 42 43 44| 35 36 39| 28 30 43
Non-Res. Structures -31 7.7 43 -35/ 35 21 23 25/ 28 31 33 34| -04 00 28| -47 26 31
Machinery & Equipment -22 142 132 14.0] 11 39 42 46| 54 52 51 53 7.1 68 49| 96 34 52
Residential Construction | 11.0 47 41 18 -68 -05 10 05/ 09 08 -05 -08 30 -06 05| 54 -15 0.1
Government Expenditure
on Goods & Services 30 27 72 58 26 28 26 31 34 35 31 30| 37 38 32| 46 28 33
Final Domestic Demand 33 49 51 63| 23 26 24 24| 28 3.0 31 30| 42 36 28| 49 25 30
Exports 08 25 -11 -74| 41 14 19 -20[ 1.2 14 33 34| 10 -26 04| 14 14 17
Imports 1.1 49 206 86/-100 52 29 31 3.0 30 33 36| 55 30 32| 86 01 32
Change in Non-Farm
Inventories ($97 Bn) 58 52 199 194 24 32 23 31 43 41 29 129|126 27 35| - - -
Final Sales 32 44 32 02/ 60 01 21 05/ 13 25 32 30| 26 1.7 18] 11 22 25
International Current
Account Balance ($Bn) 158 285 7.0 3.1| 222 318 273 236| 252 292 356 416|136 262 329 - - -
% of GDP 11 19 05 02| 14 20 17 15 16 18 21 25| 09 16 20| - - -
Pre-tax Corp. Profits 41 44 41 01 99 165 31 02| 29 20 42 47| 33 66 33| 31 72 35
% of GDP 13.3 132 13.3 13.1] 13.3 136 13.7 13.6| 136 13.6 13.5 135|132 136 135 -~ - -
GDP Deflator (Y/Y) 28 35 26 35/ 32 33 35 25 16 08 16 24| 3.1 31 16| 35 25 24
Nominal GDP 106 9.0 14 49| 46 56 17 07| 34 45 58 6.0/ 59 41 35| 64 31 49
Labour Force 35 13 14 25 19 12 11 12| 11 09 08 1.0/ 20 16 10| 22 13 1.0
Employment (%) 37 15 17 291 20 08 05 04 04 04 05 06] 23 16 05| 24 09 05
Employment ('000s) 151 63 73 120| 86 36 21 17 18 19 22 25( 380 269 82| 406 160 84
Unemployment Rate (%) 61 6.1 60 59 59 61 62 63 64 65 66 6.7 6.0 6.1 66| - - -
Personal Disp. Income 97 18 55 59| 85 57 30 34 34 15 35 42| 57 57 32| 57 51 31
Pers. Savings Rate (%) 39 23 25 19| 28 33 33 35/ 34 28 24 22| 27 32 27 -~ - -
Cons. Price Index (Y/Y) 18 22 22 24 18 20 26 30f 29 19 17 20 21 23 21| 24 3.0 20
Core CPI (YY) 23 24 22 16| 14 15 16 20 20 17 1.7 20 21 16 18| 16 20 20
Housing Starts ("000s) 226 228 243 214| 234 214 221 214| 210 218 208 206| 228 221 21| - - -
Productivity:
Real GDP / worker (Y/Y) -03 09 o7 0.1 -04 -12 -08 -01f 07 13 15 20f 03 -06 13| 01 -01 20

F: Forecast by TD Economics as at June 2008

Source: Statistics Canada, Bank of Canada, Canada Mortgage and Housing Corporation, Haver Analytics
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U.S. ECONOMIC OUTLOOK

Period-Over-Period Annualized Per Cent Change Unless Otherwise Indicated

2007 2008 2009 Annual Average 4thQtr/4th Qtr
o1 2] a3 a4 1] oz asF| aeF| atF| azF| a3F| aaF| 07| osF| ooF| 07| osF| ooF
Real GDP 06 38 49 06/ 09 13 01 -08 14 21 28 31 22 14 12| 25 04 24
Consumer Expenditure 37 14 28 23] 10 21 02 -18 12 17 22 24 29 14 08| 26 03 19
Durable Goods 88 17 45 20| -62 -23 -6.0 -51 16 31 38 44| 47 -21 -02| 42 -49 32
Business Investment 21 110 93 60| -02 -14 -38 -47( -34 -17 10 21| 47 17 -24( 71 -26 -05
Non-Res. Structures 6.4 262 164 124 11 -37 -58 -50] 1.9 -02 18 23| 129 40 -21| 151 -34 05
Machinery & Equipment 03 47 62 31 -09 -03 -28 -45 41 -24 06 20/ 13 07 -25| 36 -21 -1.0
Residential Construction -16.3 -11.8 -20.5 -25.2| -25.5 -21.8 -20.1 -159| 43 29 10.6 15.7|-17.0 -221 -59|-186 -209 6.0
Govt. Consumption
& Gross Investment -05 41 38 20f 20 27 22 20 20 19 18 17/ 20 25 20| 23 22 18
Final Domestic Demand 17 21 25 13/ 014 09 -06 -19f 07 15 23 26/ 18 06 05 19 -04 18
Exports 11 75 191 65/ 28 50 44 40 33 48 56 59 81 64 44 84 40 49
Imports 39 27 44 -14] 26 07 04 -28 04 22 28 31 19 -06 06] 10 -11 21
Change in Non-Farm
Inventories ($96 Bn) -58 13 26.0 -21.7(-13.6 -21.1 -157 -127| -53 21 57 101 -0.1 -158 3.2
Final Sales 1.3 36 40 24 07 15 -01 -10f 11 18 26 29[ 25 15 1.0 28 03 21
International Current
Account Balance ($Bn) -793 -760 -710 -692| -699 -788 -779 -730( -702 -683 -666 -647| -739 -749 -674
% of GDP -59 55 -51 49| 49 -55 -54 50| -48 -46 -44 -43| -53 -52 -45
Pre-tax Corporate Profits
including IVA&CCA 44 268 -49 -124| 13 -96 35 -37/ 108 107 17.0 178 27 -3.0 69| 25 -22 141
% of GDP 14 119 116 111 111 107 107 106/ 10.7 10.9 112 115 115 10.8 11.1
GDP Deflator (Y/Y) 29 27 24 26| 22 22 26 27| 27 25 24 22| 27 24 25 26 27 22
Nominal GDP 49 66 6.0 30/ 35 42 26 19 42 42 49 51 49 38 37 51 30 46
Labour Force 12 -04 10 12 00 11 -04 07( 06 07 07 07/ 11 05 05 08 03 07
Employment 12 09 08 08 -03 -05 -08 -07( 04 03 04 05 11 00 -01f 09 -06 03
Change in Empl. ("000s) 395 316 259 272| -111 -169 -276 -241| -22 104 137 172|1,527 -24 -194(1,242 -798 391
Unemployment Rate (%) 45 45 47 48 49 53 55 57/ 60 62 63 64 46 54 6.2 - - -
Personal Disp. Income 91 34 59 49| 53 166 -67 08 49 38 34 43| 57 53 2.8 58 36 4.1
Pers. Savings Rate (%) 10 03 04 02 06 29 02 o01f 05 05 03 03 05 10 04
Cons. Price Index (Y/Y) 24 26 24 40 42 41 46 41 34 28 20 18] 29 42 25| 40 41 18
Core CPI (Y/Y) 26 23 21 23] 24 23 24 221 20 19 19 18/ 23 23 19 23 22 18
Housing Starts (mns) 145 146 130 1.15/ 1.04 0.96 0.84 0.84| 0.84 0.86 0.91 0.98| 1.34 0.92 0.90
Productivity:
Real Output per hour (yly) 06 10 29 29| 33 34 22 17 17 15 19 27 19 26 20 29 17 27

F: Forecast by TD Economics as at June 2008
Source: U.S. Bureau of Labor Statistics, U.S. Bureau of Economic Analysis, TD Economics
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