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= World Market

Global portfolio performance was negligible in December.

Desjardins

Canadian portfolio performance was the weakest, repecting the dollaris depreciation and the stock market downtrend as

commaodity prices drifted down across the board.

0 Growth potential in 2007 was reassessed upward, driving up interest rates and impacting both nominal and real return

bonds.

0 Emerging markets continued to perform at a rate that far outpaced earnings growth.

Global portfolio

Equities 50.0 2.3 2.9 3.8
Nominal bonds 275 -1.8 2.5 1.0
Real bonds 12,5 2.3 18 0.7
Cash 5.0 0.2 1.4 1.0
Natural resources 5.0 -5.6 49 0.2

9.1 4.6 0.6 21.6 11.3 15.8
15 41 1.0 5.1 -0.8 9.3
0.1 3.6 19 41 16 115
2.0 0.5 33 6.7 2.1 53
0.7 -10.3 1.7 -1.3 217 13.4

Currencies - -0.5 1.3 0.6 1.4 -0.5 2.3 3.8 5.0 3.3
Cost of hedging 0.1 0.1 0.1 02 03 02 07 03 07
(forward)

Equities Bonds

Equity markets posted an excellent performance in the 4™ quarter
of 2006. The global market was up 7%, while emerging markets
posted growth of close to 15% in local currencies. These excellent
performances, typical of a fourth quarter, drove emerging markets,
in particular, up more than 8% over their April 2006 high. Expensive
valuations in this region, resulting from three years of strong
performance, are becoming a cause for concern.

Commodities

The commodities market, whose performance is measured by the
GSCI (Goldman Sachs Commodity Index), began the correction
hinted at by the recent inversion of futures prices. Thus, futures
contracts continue to factor in lower prices for this asset class. The
price of oil has strongly impacted the market, which is depressed
because of this winter's mild weather.

Bond yields rose, returning nil for nominal bonds and less than 1%
for real return bonds, with their much more limited bond universe.
This overall trend mirrors greater investor optimism about growth
and, thus, less concern about a possible recession in the United
States.

Currencies

European currencies gained more than 4% against the U.S. dollar.
Lower oil prices kept the Canadian dollar in check, as it depreciated
more than 4% in the 4™ quarter. The currencies of emerging
countries appreciated more rapidly than what monetary authorities
deemed compatible with sound economic growth. While the basket
of currencies of the MSCI Emerging Markets Index appreciated only
2.6% in the 4" quarter, certain countries posted higher increases,
notably South Africa, India and Thailand.
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= Market review: Inflation and commodities

Several contradictions relating to the valuation of various assets need to be resolved in 2007. These are numerous and affect
growth projections and underlying inpation. We will be taking a brief look at inpation expectations and commodity prices,
the relative valuation of nominal bonds versus real return bonds, the yield curve and, lastly, stock market valuation.

Bond market inpation expectations (the gap between nominal and real return bond yields) hovered between 2.3% and
2.7% in 2006. Yet, the commodity sectoris performance in recent years pushed up headline inpation to more than 4% at
the end of 2005 and kept it above 3% until August 2006. Thus, the optimism surrounding the commodities sector was not
compatible with bond market inpation projections.

The situation has resolved itself somewhat since last fall, when the price of oil, in particular, steadied at below
U.S. $60/barrel. Since then, metal prices have also declined, returning 11% for the GSCI commodities index since June
2006. As a result, headline inpation quickly fell to 1.6% at the end of November. Despite the drop, which is more compatible
with the bond market outlook, it would appear that bond markets have taken no notice of the strong volatility generated
by the commodities sector in consumer price indexes. Commaodity price puctuations, whether upward or downward, will
continue to affect inpation-adjusted nominal bond returns. It should be noted that, as commodity prices impact inpation,
returns are very high after commodity prices fall and very low after prices rise.

Canada

Canada (3.22%)

Equities -0.6 29 4.8 7.1 13 0.5 18.4 28.9 22.8
Nominal bonds -3.3 -0.6 -0.1 -4.0 5.7 36 38 9.6 16.1
Real bonds -4.3 -0.8 -0.6 5.7 3.7 14 -2.0 17.6 26.9
Cash -1.5 -1.5 -0.1 3.1 0.8 6.0 4.6 55 10.6
Total -1.9 1.2 2.4 1.7 2.9 1.8 10.7 20.6 20.8

Currencies - -1.9 -1.9 0.4 4.1 0.8 6.0 0.4 2.6 7.9

Cost of hedging

0.1 0.1 0.1 0.2 0.2 0.2 0.7 -0.5 -1.9
(forward)

The Canadian dollar depreciated more than 4% against the U.S. dollar.

The negative impact of interest rate hikes was greater on real return bonds than on nominal bonds. The anticipated
correction in this sector, where real yields have been very weak for almost two years, appears to be underway.

The correction in the commaodities sector is yltering into the Canadian equity market.




= Market review: Nominal bonds versus real return bonds

That bond markets underestimated inpation is evident in the relative valuation of nominal bonds and real return bonds.
Since 1998, nominal bonds have yielded 3.8% after inpation and only 0.60% since 2003, compared to 4.8% and 2.2%
for real return bonds. The gap, which has existed for nearly nine years, is surprising, given that both asset classes have
exactly the same credit risk. We believe the gap is largely due to the fact that investors only pay attention to the core
inpation to price nominal bonds, whereas real return bonds compensate investors on the basis of headline inpation.

In terms of forecast, the yields on these two asset classes suggest that the imbalance will continue in 2007. Barclays’ Real
Return Bond Index had a real yield of 2.4% at the end of December versus 4.8% for the basket of equivalent-duration
nominal bonds. While it is possible for both securities to generate the same returns at maturity, it is likely that, over a
holding period of a few years, the 2.4% inpation risk premium will prove inadequate. Thus, a rise in commodity prices would
no doubt result in nominal bonds generating lower returns than real return bonds.

In theory, the inpation risk premium for nominal bonds should rise to repect not only projected inpation, but also volatility. In
fact, for a given level of inpation, greater volatility increases the probability of returns being lower than the yields projected
at the time the initial investment was made.

= United States

United States (44.73%)

Weight (%) Monthly returns (%) Quarterly returns (%) Annual returns (%)

Dec.06 Nov.06 Oct.06 Dec.06 Sep.06 Jun.06 2006 2005 2004

Equities 52.6 12 2.0 34 6.8 54 -1.6 15.3 5.7 10.7
Nominal bonds 28.9 -1.6 16 0.6 0.6 53 -1.0 2.2 3.0 45
Real bonds 132 2.4 12 0.2 -1.3 3.6 0.4 05 2.7 8.7
Cash 53 0.4 0.4 0.4 13 1.3 1.2 49 31 1.3
Total 100.0 -0.1 1.7 2.0 3.6 49 -1.0 9.0 4.4 8.1
Currencies - 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
(Cfgrsvtv;’: dr;edgmg 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

0 Nominal bonds outperformed real return bonds.
0 The stock market ended 2006 up 15%, despite 18 months of tight monetary policy.

0 The yield curve remains inverted. Will the drop in inpation prompted by the commodities correction
justify lower short rates?




= Market review: Yield curve

The yield curve in the U.S. has been inverted since June 2006. There has been a lot of discussion about this inversion.
Historically, an inverted yield curve was considered a predictor of slower economic growth, which forced the monetary
authorities to cut short rates. In the current situation, a number of theories were put forward about the savings glut or asset
shortage to explain the inversion.

We feel that the situation is unsustainable in the long term. Short-term securities, where the capital is invested for a short
time and is therefore not productive, cannot yield higher than money invested for a longer term. In theory, and taking into
account the liquidity premium, the risk-adjusted return on a 10-year Treasury bill should be equal to the compound return
of reinvesting daily in the overnight rate during 10 years. Given the inpation environment experienced since World War Il
we can predict that the curve will revert to normal with a rise in long yields or a drop in short yields.

However, we should note that, from 1870 to the outbreak of World War |, the yield curve was also systematically inverted. At
that time, long and short yield valuation was in balance, repecting inpation behaviour during this period of globalization and
yxed-exchange rates. Inpation was extremely volatile, but long-term prices were stable. Thus, short yields were between
5% and 7% and long yields between 4% and 6%. Annual inpation volatility exceeded 7% and annual inpation averaged
-0.3% over the period.

Europe (30.24%)

Equities 3.2 3.6 4.3 115 5.7 2.9 34.3 9.9 21.3
Nominal bonds 2.0 4.4 1.3 3.7 8.2 4.6 11.7 -6.2 16.9
Real bonds 2.1 3.9 2.8 4.6 3.7 5.9 14.9 14.7 14.7
Cash -0.5 4.2 15 4.8 0.4 7.0 14.1 -9.9 10.6
Total 1.9 3.9 3.1 8.0 4.5 4.0 24.2 49 18.6

Currencies - -0.6 3.7 1.2 4.3 0.4 7.0 12.3 -12.4 7.7

Cost of hedging

0.2 0.1 0.1 0.4 0.5 0.4 1.3 -0.6 -1.4
(forward)

0 The Euro appreciated 12%, thus reducing the odds of further hikes in short rates by the European Central Bank.
0 The European stock market gained nearly 25% in local currency, buoyed by exceptional earnings growth.




= Market review: Yield curve

When an individual invested his capital for one year, it was very difycult for him to know whether the inpation-adjusted
return would be negative (5% short yield -7% inpation for a standard deviation = -2%) or positive (5% short yield +7%
depation = 12%). However, in the long term, inpation was likely to converge towards its average, thereby offering real
returns that were less volatile in the long term than in the short term.

Does this reasoning explain the yield curve today? In one sense, yes. In 2005, when inpation was above 4%, the U.S.
Federal Reserve, to guard against the turmoil created by heightened volatility, was forced to hike its rates up substantially
above the level of inpation. If short term inpation volatility is the common denominator in both situations, we believe that
the situation is linked to a temporary commodities shortage on the market and should resolve itself in a few years at most.
The curve should then revert to normal as short yields fall.

/

= The Pacific region

The Pacipc region (13.6%)

Equities 52,6 30 18 3.0 8.0 05 29 127 22.8 196

Nominal bonds 28.9 29 25 1.0 0.6 0.9 21 0.9 9.4 7.1

Real bonds 132 13 13 34 34 42 36 156 171 174

Cash 53 21 15 14 0.7 1.9 35 2.0 96 55
Currencies - 2.1 14 1.3 0.4 -1.9 35 0.7 -10.9 4.3
Cost of hedging 03 03 03 0.8 0.9 0.8 2.9 1.0 01
(forward)

0 With rates stabilizing in Japan, the basket of Paciyc region currencies remained stable in 2006 and during the last
quarter of 2006.

0 InAustralia, markets were impacted by the commodities sector and the favourable conditions of
2005-2006 are fading.




= Market review: Stock market valuation

Equity markets are reasonably valued, especially in the U.S., but neither do they offer attractive opportunities. Price
gains on equity markets for the past three years have trailed earnings growth, improving valuations. This helped push the
earnings yield up from 3% at the end of 2001 to 5.6% today. In Canada, 2005 saw equities gain more than 25% in value,
while earnings rose only 14%. The situation reversed itself in 2006 as prices appreciated by more than 15% in a context of
34% earnings growth. The PE ratio declined 20.2 to 17.1, more in line with world averages.

Emerging markets saw the largest deterioration in value. The PE ratio rose from 12.1 at the end of 2004 to 15.6 at the end
of 2006, a valuation level more expensive than that of Europe, a deynitely less risky market. At 6.4%, the earnings yield
now offers only a meagre premium compared to developed countries (5.9%), which barely offsets the risk for this region,
where returns are twice as volatile (33%) as for developed countries (17%).

With the risk of a drawn-out economic slowdown fading in the U.S., it is likely that the euphoria for these markets will
continue until the next monetary policy tightening.

Emerging market countries

Emerging market countries (8.21%)

Equities
Nominal bonds
Cash

Currencies

Cost of hedging
(forward)

Stock markets in the region gained 15% in the fourth quarter of 2006 and 30% for the year. Despite the healthier
public ynances of countries in this part of the world and the accumulation of signiycant reserves, earnings growth
does not justify this performance and the market has become considerably more expensive over the past three
years.

Venezuela and Thailand both impose controls on foreign capital, albeit in different ways. The case of Thailand is
especially worrying, given the recently installed junta’s decision to reduce the liquidity of international capital by
applying a 30% withholding on investments.




Investment conclusion

On the yxed-income side, we continue to project a balanced value of about 4.50% to 4.75% for Canadian and U.S. 10-year
yields. In Canada, yields appear weak compared to our estimates. However, we expect long yields to move up. Inthe U.S., the
situation is more stable, but certain economic factors could nevertheless still undermine the bond market. More volatile inpation
could temporarily push investors to demand a larger term premium, and world imbalances could also fan inpation, forcing rates
up moderately. In the U.S., yve-year real return bonds are yielding 2.5%, which seems quite attractive in terms of our balance
projections. In Canada, where real return bonds are more expensive and not available for shorter maturities, a cautious investor
should reduce the maturity of his nominal bond portfolio.

Stock market valuation is not very attractive at this stage of the economic cycle. In fact, while PE ratios are not too high, the
extraordinary corporate proyt levels make the market quite expensive, when corrected to factor in the cycle. As an example, we
propose two measures illustrated in the following table:

Canada MSCI United States MSCI
Index price level 1512.94 1336.29
Earnings at December 31, 2006 88.20 72.20
PE ratio 17.15 18.51
Earnings corrected for the cycle* 51.52 57.16
PE ratio 29.36 23.38
Average earnings 1997-2006 43.19 48.94
PE ratio 35.03 27.30

* Refer to Trajectory: Vision 2007 for more details about this correction.

First, we will look at the historic PE ratio based on December 2006 earnings. Then, we will present a second ratio, based on our
measure of corrected earnings for the economic cycle. Thus, you will note that the market appears more expensive, particularly
in Canada. For validation purposes, we will present a form of PE ratio favoured by the economist Robert Shiller, based on the
10-year earnings average, which produces an even higher ratio.

Given the high earnings volatility, it would seem that current price levels offer few safeguards against a decline in earnings.
The situation in emerging countries appears even less favourable. Obviously, if we are past the mid-cycle slowdown, this
earnings correction would likely not be immediate, but a cautious investor could, as of now, choose to limit equity exposure to
its benchmark index.

The subject of currencies was only looked at briepy given that the market is stable. However, the progressive appreciation of
the currencies of the most developed emerging countries continues to contribute positively to asset returns in this region. From
a macroeconomic standpoint, the convergence of price levels in emerging countries towards those of developed countries
appears to us to be the best guarantee of returns for the coming years. The renminbi’s appreciation and its impact on the
currencies of China's competitors are among the issues for 2007 we will be addressing in the coming months.



= Global portfolio

The global portfolio is diversiyed across key asset

World portfolio weights

Aggregats / regions / countries

Relative %

Aggregats / regions / countries

Relative %

classes: equities, nominal bonds, real return Argentina
ponds, cash. and commodities. Thglr v_vmghtmgs Canada 327 Brasi 0.85
in the portfolio correspond to the weightings in the United States 4473 Chile 013
Global Market Performance Table. Each asset _- Colombia 0.03
class is structured using the local indexes of the _- Mexico 051
countries that comprise the MSCI All Country Austria 0.27 Peru 0.04
World Index (ACWI). The weightings of these Belgium 0.55 Venezuela 0.01
local indexes in the asset classes considered is Switzertand 302 EastemEuwope 128
equal to the market capitalization of these same gz;"r;z':i 322 Eﬁi‘;z;e"“b"c ggg
countries in the MSCI ACWI Index (see table Spain 178 Poland 014
opposite). However, for real return bonds, the Finland 0.63 Russia 0.87
local indexes of seven countries are our only France 443 Turkey 0.12
benchmark. Thus, the weightings of countries United-Kingdom 03 [AsR e
applied to this asset class differ from the other Greece 0.28 China 0.97
classes. Ireland 0.39 Indonesia 0.13
Italie 1.70 India 0.54
The global portfolio returned 11% from 1970 Netherlands 1.49 South Korea 1.27
to 2005, with a same level standard deviation. Norway 0.40 Malaysia 0.22
Despite this relatively solid performance and Portugal 015 Phiippines 0.04
. . S . Sweden 114 Tailand 0.12
major diversiycation, such a portfolio generated _- Taiwan. Province of China 103
negative returns for several years following major Austalia 244 __
macroeconomic shocks. The years 1973, 1974 Hong-Kong 078 Egypt 0.07
and 1981 were marked by negative returns in the Japan 9.89 Israél 0.19
wake of the oil shocks, as were 2000 and 2002 in New-Zealand 0.07 Jordan 0.01
the wake of the equity market bubble. Inversely, Singapor 0.42 Morocco 0.02
1985, 1986 and 1987 were particularly good, Zzﬁliti?nca ggz
stimulated by the U.S. dollar's depreciation. '
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This article contains information from sources that we believe to be reliable. However, we do not guarantee this 22?{2:2;?: ent

information and it may be incomplete or inaccurate. The opinions expressed in this article are based on our analysis
and our interpretation of this information and should not be considered as a solicitation or an offer to purchase or sell the
securities mentioned therein, or any declaration whatsoever with respect to the returns that may be generated. Copyright:
No part of this article may be reproduced in whole or in part. It may not be distributed or published or used as a reference
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