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HIGHLIGHTS

e Wholesalers and retailers present a mixed pic-
ture to close out Q2

» Canada on the edge of a technical recession

e CPI inflation up to 3.4% in July

With mostly second-tier economic dataemanating from
the U.S. thisweek, our focuslay mostly on Canadian data,
which wethink helpsto frame answersto somekey ques-
tionsthat have emerged in recent weeks. Whileinsepara-
ble, some of these questions relate to inflation while oth-
ers pertain to economic growth. Inthe growth-related batch
of questions, the near-term focus is on whether or not the
Canadian economy will experience atechnical recession,
i.e. two consecutive declinesin quarterly real GDP. Mean-
while, in the basket of questions pertaining to prices, of
highinterest areissueslike: how highwill Canadianinfla-
tion go, and when will it come back down to target?

Not much ‘bling’

First, what to make of the risk that real GDP declined
further in Q27 After losing much of its shine late in 2007
and then contracting by aslight 0.3% (annualized) in Q1,
Canadian real GDP is expected to have grown in Q2, but
just barely. Since our June forecast for amere 0.4% gain
and the Bank of Canada’'s (BoC) maodest July forecast of
0.8%, the data have lined up well enough against both
these forecaststo keep a0-1% outcome asthe most likely.
Taken together, the last pieces of economic data before
next week’s release of the Q2 GDP figures did not do
much to pin down whether growth in that quarter was
dlightly positive or dlightly negative. They did, however,
help to reduce the possibility of an outcome significantly

RETAIL TRADE
Annual average per cent change
98-07] 2005 2006 2007 | 2008*| 2008F
CANADA 5.3 5.6 6.4 5.8 4.8 4.0
N. & L. 53 1.2 3.7 95 7.6 6.8
P.E.l. 45 28 4.0 8.2 6.0 3.3
N.S. 41 22 6.3 4.0 5.6 4.6
N.B. 48 46 6.1 6.2 4.8 3.6
Quebec 49 5.1 5.1 43 4.8 3.6
Ontario 49 48 4.1 4.0 4.9 4.0
Manitoba 52 59 4.5 95 OR5 9.0
Sask. 53 52 6.5 129 13.9 13.1
Alberta 8.5 11.8 15.6 9.0 2.1 2.9
B.C. 45 44 6.8 7.2 3.2 2.7
* Year-to-date (Jan.-Jun.). F: Forecast by TD Economics as at June 2008
Source: Statistics Canada
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August 20, 2008 - Canadian Retail Sales

August 20, 2008 - Bank of England Minutes
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off forecast, meaning Q2 real GDP growth outside the (-
1.0, +1.0) range. While wholesalers finished Q2 with a
good 1.0% monthly increasein June salesvolumes, retail-
ers had a harder time of it and recorded a 0.4% declinein
their sales volumes during the same month. Many retail-
ers’ overal receiptswere boosted by higher prices, mostly
at gasoline stations, but after stripping out price changes
(which do not feed into calculations of real GDP), it be-
comes apparent that the retail story unfolding is one of
less bang for your buck from a consumer’s standpoint.
Someretailersare ableto offset lower volumeswith higher
prices, but times aren’t rosy for the many that cannot, be-
cause of competitive pressures and/or weaker demand.
Bucking the commonly held view, vehicle and overall re-
tail sales held up fine in the first half of this year across
Canada (yes, even in downtrodden Ontario) except B.C.
and Alberta. After growing by 4.8% in thefirst half of this
year, we think Canadian retail sales will slow to about a
3.0-3.5% pace of growth in the second half of this year.
With salesreceipts forecast to expand by 4% for thisyear
asawhole, retailersarestill looking at adecent year, abeit
sub-par. Overall job and income growth are slowing, as
are housing markets and, soon to follow, home-related pur-
chases.

Asfor thebigger picture, atechnical recessionisinthe
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cards, but it is one of multiple cards, so we are still in the
land of praobabilities. We could go on ad nauseam as to
what arecession ‘realy’ is, and why the ‘two consecutive
quarterly real GDP contractions’ definition is much too
narrow. But we would probably be doing so at the cost of
sounding like an aging professor berating the younger gen-
erating for not ‘ getting it’. Furthermore, we are also quite
mindful of the media-grabbing impact that anegative print
on Q2 real GDP growth would have. The scale of reaction
is unfortunately not evenly balanced between ever-so-
dightly positive growth (say +0.1%) and aslight contrac-
tion (say -0.1%). Asdiscussed at length in arecent “Mar-
ket Musing” from TD Securities Economics Strategy, we
believetherisk of aQ2 contraction in real GDP issignifi-
cant at 35%, but that readers should treat it as it if were
actually themost likely scenario, so as not to be caught of f
guard by any market gyrationsif it were to materialize. If
it does not, we doubt that a Q2 expansion of 0.5-1.0%
would be anything to write home about either. The one
thing that is clear is that while the Canadian economy is
certainly not experiencing stagflation comparable to that
of thelate 1970s, it issuffering through about of what can
reasonably be dubbed a‘ stagflation lite' episode. Indeed,
Canadian economic growth has been stagnant since Q4 of
last year, and the outlook is that it will continue to move
mostly sideways, similarly to the U.S. economy, until the
second half of 2009. Which takes us to issues related to
inflation, in particular: how highwill it go, and how long will
it stay there?

Plop, Plop, Fizz, Fizz

The surge in commodity and energy prices recorded
earlier in the year is making its uneasy way through the
world’'seconomies asthey experience high inflation rates.
Inthe process of absorbing thiscommodity price shock, so
far Canadaonly seemsto be having amild case of indiges-
tion, which is much better than what can be said about
most other countries. A big part of this is because large
parts of the country are commodity exporters and clear
benefactors of high commodity prices. While the adjust-
ment is painful for many industries, there are few indica-
tionsas of yet that other regions of Canadaare choking on
these higher commodity prices.

InJuly, the U.S. CPI inflation rate stood at 5.6%, much
higher than Canada's CPI inflation rate of 3.4%. While
each headlineinflation rateisuncomfortable from the per-
spective of each country’s respective central bank, core
inflation rates have stayed lower, with thelatest (July) read-
ings at 2.5% inthe U.S. and 1.5% in Canada. Since com-
modity prices started retreating in July, it now looks less
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CANADIAN CONSUMER PRICE INDEX
4 Y/Y % chg.

All-items CPI
@mm—Core CPI*
Inflation target

Jan.06 Jul.06 Jan.07 Jul.07 Jan.08 Jul.09

*CPIX: CPI excl. 8 volatile components & indirect taxes.
Source: Statistics Canada / Haver Analytics.

likely that 4% inflation will be breached in Canada. How-
ever, it might be premature to call a peak to inflation at
3.4%in July. Base effects (price declinesin 2007) suggest
that gasoline and food prices will continue to bubble on a
year-over-basisuntil November, with headlineinflation likely
to remain in the 3.0-3.5% range throughout much of the
second half of thisyear - assuming commaodity pricescon-
tinue to edge down as per our view. If commaodity prices
stagnate (increase) post-August, then inflation would near
(breach) the 4.0% mark towards year-end.

Asfor coreinflation, wethink it will gradually edge up
towards 2.0% by year-end. Both headline and core infla-
tion measures should then ease off to below 2.0% by the
second quarter of 2009. Since much of the downside risks
to inflation and growth seem to be playing out, mostly
through lower commaodity prices, vis-a-visthe BoC MPR
Update of July, does this imply the BoC will change its
policy stance and lower the overnight interest rate further?
Given that the current real (inflation-adjusted) overnight
rate is negative, how much more accommodative could it
get? There might be about 50 basis points of easing room
left, but not much more. It would take more than a small
negative print on Q2 real GDP growth for the BoC to switch
to an easing stance. Another significant job loss figurein
August — athough we expect +5,000-10,000 net new jobs
—would most certainly raise afew highbrows at the BoC
after July’smassive 55,000 net employment drop. The next
interest rate decision meeting is set for Sept. 3, where
we expect them to remain on hold. Beforehand and prior
to the release of Q2 GDP and August employment data,
the BoC will have an opportunity to signal itsintentionsfor
its October meeting at a speech this upcoming Tuesday
(Aug 26M), where we will be al ears.

Pascal Gauthier, Economist 416-944-5730
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UPCOMING KEY ECONOMIC RELEASES

U.S. Durable Goods Orders — July

Release Date: August 27/08

June Result: total 0.8% M/M;
ex-transportation +2.0% M/M

TD Forecast: total -0.5% M/M;
ex-transportation -1.3% M/M

Consensus: total +0.1% M/M;
ex-transportation -0.5% M/M

Despitethefiscal stimulus-drivenreboundin U.S. eco-
nomic activity in Q2 dollar-induced export demand, the
underlying weaknessin U.S. business activity remainsin
place. We expect activity to remain subdued in the com-

ing months. Our call isfor durable goods ordersto decline
by 0.5% M/M decline in July, following the 0.8% M/M
gaininJune. Excluding transportation, orders are expected
tofall by amore profound 1.5% M/M, duein part to ashift
in the aerospace industry. Indeed, despite the modest im-
provement in the auto-related sectors in June, we believe
that the unwillingness of business to embark on new in-
vestment project will continue to weigh on durable goods
orders.

Millan Mulraine 416-308-2911

U.S. Personal Income and Spending - July
Release Date: August 29/08
June Result: income +0.1% M/M, spending +0.6%
M/M; core PCE deflator +0.3% M/M, +2.3% Y/Y
TD Forecast: income +0.2% M/M; spending +0.4%
M/M; core PCE deflator +0.3% M/M, 2.4% Y/Y
Consensus: income 0.0% M/M; spending 0.3%
M/M; core PCE deflator 0.3% M/M, 2.4% Y/Y

July representsan inflection point after whichthe U.S.
fiscal stimulus impact may start to wane. As a result,
spending could still be somewhat el evated at +0.4% M/M,
but income itself is likely to be modest at +0.2% M/M.
August could be considerably worse on both fronts, asthe
true nature of the U.S. economy once again revealsitself,
driven by closeto 500K jobsalready lost inthe U.S. since
January, an unemployment rate heading towards 6%, and
home pricesfalling by 16% over the past year. In terms of
inflation, core PCE prices are expected to increase at a
rather robust pace of 0.3% M/M —the same asthe monthly
gainin core CPl —with the annual core PCE inflation rate
remaining flat at 2.4% Y/Y.

Millan Mulraine 416-308-2911
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U.S. PERSONAL INCOME AND SPENDING
20 Percent change
1 Spending
1.5 4 = Income
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Source: Bureau of Economic Analysis/Haver Analytics
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Canadian Real GDP - Q2/08
Release Date: August 29/08

Q1 Result: -0.3%

TD Forecast: +0.4%

Consensus: +0.6%

The Canadian economy appears set to squeak out a
dightly positivereading inthe second quarter of 2008, with
a+0.4% annualized gain. Contributing to this, consumer
spending and businessinvestment should be so-so, inven-
tory accumul ation could be mixed (but with ahigh degree
of uncertainty), while net exports will be sour. There are
considerablerisksunderlying thisreport, with anon-trivial
chance that Q2 GDP could be outright negative, which
would make for a second-consecutive quarter of negative
GDPin Canada. Thiswould fulfill apopular definition of a
“recession”, and no doubt result in much hand-wringing.
We are not convinced that the Canadian economy istruly
quite as soft asthisreport islikely to portray, but thisisnot
likely tofilter into the market’sinterpretation.

Eric Lascelles 416-982 8979
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RECENT KEY ECONOMIC INDICATORS
August 18 - August 22, 2008
Date Economic Indicators Data for Units Current Prior
Canada
Aug 20 Leading Indicators Jul. M/M % chg. 0.0 0.0
Aug 20 Retail Sales Jun. M/M % chg. 0.5 0.3 R~
Aug 20 Retail Sales (Ex. Autos) Jun. M/M % chg. 1.4 0.6 Ra
Aug 21 Consumer Price Index Jul. Y/Y % chg. 3.4 3.1
Aug 21 Consumer Price Index (Core) Jul. Y/Y % chg. 1.5 1.5
United States
Aug 19 Producer Price Index Jul. Y/Y % chg. 9.8 9.2
Aug 19 Producer Price Index (Ex. Food & Energy) Jul. Y/IY % chg. 3.5 3.0
Aug 19 Housing Starts Jul. Thousands 965.0 1084.0 Ra
Aug 19 Building Permits Jul. Thousands 937.0 1138.0 Ra
Aug 19 Fed Governor Fisher Speaks in Aspen on U.S. Economy
Aug 19 ABC Consumer Confidence 17-Aug Index -49.0 -50.0
Aug 20 MBA Mortgage Applications 15-Aug % change -1.5 -1.5
Aug 21 Initial Jobless Claims 16-Aug Thousands 432.0 445.0 R~
Aug 21 Continuing Claims 9-Aug Thousands 3362.0 3379.0 R~
Aug 21 Philadelphia Fed Index Aug. % change -12.7 -16.3
Aug 21 Leading Indicators Jul. % change -0.7 0.0 Ra
Aug 22 Fed Governor Bernanke Speaks on Financial Stability at Jackson Hole
Source: Bloomberg, TD Economics

UPCOMING NORTH AMERICAN ECONOMIC CALENDAR
August 25 - August 29, 2008
R(:)I:taese Economic Indicators Ilaet:;zr Units C;)(r:"seecr;ssl:s Prior
Canada
Aug 28 Current Account Q2 $C, bins 8.0 5.6
Aug 29 Industrial Product Prices Jul. M/M % chg. 1.0 1.3
Aug 29 Raw Materials Price Index Jul. M/M % chg. 0.2 4.4
Aug 29 |Gross Domestic Product (annualized) Q2 Q/Q % chg. 0.5 -0.3
United States
Aug 25 |Existing Home Sales Jul. Millions 4.9 4.9
Aug 26 S&P/CaseShiller Home Price Index Jun. Index - 168.5
Aug 26 |Consumer Confidence Aug. Index 53.0 51.9
Aug 26 |New Home Sales Jul. Thousands 525.0 530.0
Aug 26 |House Price Index Jun. M/M % chg. -0.4 -0.3
Aug 26 |Richmond Fed. Manufacturing Index Aug. Index -10.0 -16.0
Aug 26 Minutes of Aug. 5 FOMC Meeting
Aug 26 |ABC Consumer Confidence 24-Aug Index - -49.0
Aug 27 |MBA Mortgage Applications Aug 22 % change - -1.5
Aug 27 |Durable Goods Orders Jul. % change 0.1 0.8
Aug 27 Durable Goods Orders (Ex. Transportation) Jul. % change -0.5 2.0
Aug 27 |Atlanta Fed Governor Lockhart to Speak on Inflation at Georgia State
Aug 28 |Gross Domestic Product (annualized) Q2 Q/Q % chg. 2.8 1.9
Aug 28 Personal Consumption Q2 % change 1.6 1.5
Aug 28 [Initial Jobless Claims 23-Aug Thousands - 432.0
Aug 28 Continuing Claims 16-Aug Thousands - 3362.0
Aug 29 |Personal Income Jul. % change 0.0 0.1
Aug 29 |Personal Spending Jul. % change 0.3 0.6
Aug 29 Personal Consumption Expenditure Deflator Jul. Y/Y % chg. 4.5 4.1
Aug 29 Core Personal Consumption Expenditure Jul. Y/Y % chg. 2.4 2.3
Aug 29 |Chicago Purchasing Managers Index Aug. Index 49.8 50.8
Aug 29 U of Michigan Confidence Index Aug. Index 62.0 61.7
Source: Bloomberg, TD Economics
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G-7 ECONOMIC RELEASES AND EVENTS
Date Time* | Country Economic Indicator/Event Data. for Units Consensus Last Period
Period Forecast
Aug 25 10:00 U.S Existing Home Sales Jul. Millions 4.9 4.9
18:45 Nz Trade Balance Jul. -538.0 -223.0
Aug 26 2:00 | Germany | Gross Domestic Product Q2 Y/Y % chg. 3.1 1.8
2:00 | Germany | Imports Q2 Y/Y % chg. -3.0 3.5
2:00 | Germany | Exports Q2 Y/Y % chg. -1.0 2.4
4:00 | Germany | IFO - Business Climate Aug. Index 97.2 97.5
9:00 U.S. S&P/CaseShiller Home Price Index Jun. Index - 168.5
10:00 U.S. Consumer Confidence Aug. Index 53.0 51.9
10:00 U.S. New Home Sales Jul. Thousands 525.0 530.0
10:00 U.S. House Price Index Jun. M/M % chg. -0.4 -0.3
10:00  U.S. Richmond Fed. Manufacturing Index Aug. Index -10.0 -16.0
14:00 | U.S. Minutes of Aug. 5 FOMC Meeting

17:00  U.S. ABC Consumer Confidence 24-Aug Index - -49.0
21:30 Nz NBNZ Business Confidence Aug. Index - -43.2
Aug 27 7:00 | U.S. MBA Mortgage Applications Aug 22 % change - -1.5
8:30 | U.S. Durable Goods Orders Jul. % change 0.1 0.8
8:30 U.S. Durable Goods Orders (Ex. Transportation) Jul. % change -0.5 2.0

8:35 | U.S. Atlanta Fed Governor Lockhart to Speak on Inflation at Georgia State
- EU-12 Consumer Price Index (EU Harmonized) Aug. Y/Y % chg. 3.4 3.5
20:00 AU Conference Board Leading Index Jun. % change - -0.1
23:00 Nz M3 Money Supply Jul. Y/Y % chg. - 7.4
Aug 28 - Germany | Consumer Price Index Aug. Y/Y % chg. 3.2 3.3
2:00 UK. Nation-wide House Prices Aug. Y/Y % chg. -9.6 -8.1
3:55 | Germany | Unemployment Rate Aug. % 7.8 7.8
4:00 | France Purchasing Managers Index (Retail) Aug. Index - 51.3
4:00 @ Germany | Purchasing Managers Index (Retail) Aug. Index - 46.4
4:00 EU-12 Purchasing Managers Index (Retail) Aug. Index - 46.0
8:30 ' Canada Current Account Q2 $C, bins 8.0 5.6
8:30 | U.S. Gross Domestic Product (annualized) Q2 Q/Q % chg. 2.8 1.9
8:30 U.S. Personal Consumption Q2 % change 1.6 1.5
9:30 | U.S. Initial Jobless Claims 23-Aug Thousands - 432.0
10:30  U.S. Continuing Claims 16-Aug Thousands - 3362.0
18:45 Nz Building Permits Jul. M/M % chg. - -20.1
19:30 | Japan Jobless Rate Jul. % 4.1 4.1
19:30 | Japan Household Spending Jul. Y/Y % chg. -1.8 -1.8
19:30 | Japan Consumer Price Index Jul. Y/Y % chg. 2.2 2.0
19:50 | Japan Industrial Production Jul. Y/Y % chg. 0.6 0.0
19:50 | Japan Retail Trade Jul. Y/Y % chg. 1.3 0.3
Aug 29 0:00 | Japan Vehicle Production Jul. Y/IY % chg. - 4.5
1:00 | Japan Housing Starts Jul. Y/Y % chg. 15.0 -16.7
5:00 | EU-12 Euro-zone Unemployment Rate Jul. % 7.3 7.3
5:00 K EU-13 Euro-Zone Consumer Price Index Aug. Y/Y % chg. 4.0 4.1
5:00 | EU-14 Business Climate indicator Aug. Index -0.3 -0.2
5:00 | EU-15 Consumer Confidence Indicator Aug. Index -20.0 -20.0
8:30 | Canada Industrial Product Prices Jul. M/M % chg. 1.0 1.3
8:30 Canada Raw Materials Price Index Jul. M/M % chg. 0.2 4.4
8:30 ' Canada Gross Domestic Product (annualized) Q2 Q/Q % chg. 0.5 -0.3
8:30 | U.S. Personal Income Jul. % change 0.0 0.1
8:30 | U.S. Personal Spending Jul. % change 0.3 0.6
8:30 | U.S. Personal Consumption Expenditure Deflator Jul. Y/Y % chg. 4.5 4.1
9:45 U.S. Core Personal Consumption Expenditure Jul. Y/IY % chg. 2.4 2.3
10:00 U.S. Chicago Purchasing Managers Index Aug. Index 49.8 50.8
10:00 U.S. U of Michigan Confidence Index Aug. Index 62.0 61.7

* Eastern Standard Time; Sources: Bloomberg, TD Economics

The information contained in this report has been prepared for the information of our customers by TD Bank Financial Group. The
information has been drawn from sources believed to be reliable, but the accuracy or completeness of the information is not guaranteed,
nor in providing it does TD Bank Financial Group assume any responsibility or liability.
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