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= The collapse of investment banks in the U.S.

The events we have witnessed in recent months have no doubt been historic. The collapse of U.S. investment banks is going
to have a lasting impact on the ynancial industry. At least three major consequences are apparent right now:

0 The concept of self-regulation as practised during the 1990s has been completely discredited by the bank failures;
0 The ynancial sector will shrink in terms of proyts, jobs and weight in stock market indexes;

0 Business losses and the debts assumed by the U.S. government will have long-term effects on U.S. economic policy,
diminishing the global status of the U.S. and its currency.

During the quarter, the world stock market lost 16.5%. Turning in the worst performance were the emerging countries (-26.8%)
and Canada (-21.7%) because of the revision of growth expectations and hence demand for commodities.

These same considerations led to a depreciation in emerging countriesh currencies (-7.6%) and in the Canadian dollar
(-4.6%). However, the euro suffered the biggest drop in value ( 10.6%) following the revelation of worse-than-expected
problems in the banking system; the stock market followed with a 20.7% drop. The U.S. dollaris 4.75% appreciation during
the quarter across the entire portfolio is a very negative development for the U.S. economy, as it was supported exclusively
by exports in the second quarter.

The world performance of bonds was nil. Interest rates rose slightly in most regions, producing capital losses in local
currencies, losses that were cancelled out by currency appreciation.

= World market

Global portfolio

Equities 500 | -125 2.1 26 | -165 1.4 -9.2 12.0 215 1.3
Nominal bonds ~ focal %59 | 08 04 05| 00 45 76 | 102 51  -10
currencles
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Cash 5.0 -15 2.4 0.1 -4.0 0.4 4.0 8.9 8.0 -2.1
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0 The world portfolio, down 7.8%, had its worst quarter since September 1974,
0 Natural resources were down 26.3% following the reduction in growth expectations.

0 The 4.75% appreciation of the U.S. dollar repects the impact of the drop in currencies among commodity exporting
\ countries, as well as the drop in the euro as a result of bank problems on the other side of the Atlantic. /




= The socialization of losses

As we mentioned in March, the losses resulting from the credit bubble will be socialized in the U.S. The
government started out by gradually absorbing them in an ad hoc manner, but now the authorities want to ynd
a deynitive solution, which is being met with hesitation in Congress. We will do a quick review of past events
before analyzing the impact of this socialization on public ynances.

The crisis is above all rooted in the period of very low short-term interest rates that followed the high-tech bubble.
The U.S. Federal Reserve (the Fed) had reduced the Fed funds rate to 1% and credit spreads on commercial
paper were narrow. In 2003, there were already concerns about major corporations (GE in particular, with
others following suit) changing their debt maturities in order to take advantage of the low cost of capital. Even
at the time, this was considered a dangerous practice, since the projects being ynanced doubtless had longer
maturities than the underlying paper.

It was the next year, 2004, that the drop in interest rates stimulated a considerable increase in house prices.
Consumers found themselves able to buy more house for the same mortgage payment.

At the same time, on institutional markets, the low level of interest rates was pushing investors toward structured
products that offered higher returns for what seemed to be the same level of risk. It must be understood that
without this second new phenomenon, which meant that risk could be spread out according to the preferences
of the various investors, the fallout from the credit bubble would at least have been easier to sort out.

Canada
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The Canadian dollar was down 4.6%, keeping pace with oil.

The sharp rise in real interest rates, while growth has been marking time since the beginning of the year, means a 10%
loss for this asset in local currency.

Nominal bonds turned in a better performance, repecting a reduction in inpation expectations from 2.6% at the end
of June, to 2.0% at the end of September.




The socialization of losses (continued)

When in June 2004, the Federal Reserve started restoring key rates to levels more compatible with growth and inpation, long-term
rates initially remained fairly stable. Because of that, spreads deteriorated, but only very gradually, between short-term ynancing
and often longer-term and riskier investments. It was only at the end of 2005 and the beginning of 2006 that key rates, at 4.25% to
4.50%, literally started nudging long-term rates upward. In June 2006, the interest rate slope became inverted, putting considerable
stress on leveraged structures. At the same time, once the rates returned to normal levels, demand for homes fell sharply.

Between the end of 2006 and the beginning of 2007, the spreads for securities backed by subprime mortgages started to widen,
creating a shockwave that rippled through the ynancial universe.

To begin with, the shockwave hit commercial paper funds. Since these vehicles were supposedly risk-free, money market-type
funds, investors quickly removed their capital from them. Secondly, the brokers that had this debt on their balance sheets, like Bear
Stearns and Lehman Brothers, as well as Fannie Mae and Freddie Mac, saw their assets contract, reducing their equity to such an
extent that investors lost conydence in these companies and refused to lend to them on the short-term market.

These yrst two waves had two different effects. First, the widening of credit spreads created losses and consequently huge margin
calls among participants who had issued a lot of CDS (a form of insurance on credit instruments) during the bubble. This movement
tipped AIG into bankruptcy. Second, the holders of Lehman Brothers securities also had to absorb these losses. This caused units
of the Reserve Management Fund, the biggest money market fund in the U.S., to trade below $1 following Lehman Brothersj
commercial paper losses.

In reaction to these events, the Fed began by organizing a buyout of Bear Stearns by JP Morgan, and then the Treasury nationalized
Freddie Mac and Fannie Mae. After that, the Fed refused to intervene on behalf of Lehman Brothers, which went bankrupt. Finally,
AIG in turn was nationalized. Following these piecemeal interventions, the Fed asked the Treasury to set up a more systematic plan
to support the ynancial system as a whole rather than each institution individually.

The bill for this rescue plan will be $700 billion. The various measures announced in September amounted to more than $1 trillion.
According to Merrill Lynch, this will raise the deycit to about 6.0% of GDP and the ratio of debt to GDP from its current level of 66%
to 75%. According to JP Morgan, the deycit could reach 9.0% in 2009, and the ratio of debt to GDP, 77.0%.

United States

United States ~ 45.2%
Monthly returns (%) Quarterly returns (%) Annual returns (%)
Sept.08 Aug.08 Jul.08 Sept.08 Jun.08 Mar. 08 2007 2006 2005

Weight (%)

Equities 526 9.2 14 11 9.0 2.1 93 60 153 5.7
Nominal bonds 28.9 0.4 18 0.3 25 35 61 | 105 23 2.8
Real bonds 132 3.9 1.0 0.7 36 03 5.1 118 05 2.7
Cash 53 0.2 0.2 0.2 05 05 08 5.1 49 31
Total 100.0 5.2 14 06 45 2.1 24 8.0 9.0 43

Currencies 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

ggrf:, :rf dr;edg'”g 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

0 Inthe ynal analysis, the U.S. stock market turned in the best performance in the world.
0 Norminal bonds did well during the turmoil, with a 2.5% yield during the quarter.

0 Inpation expectations, as repected in the relative performance of nominal and real bonds, collapsed in the
U.S., going from 2.5% in June to 1.4% at the end of September; nominal bonds recorded a 2.5% gain,
versus losses of 3.6% for real bonds.




= Impact on the financial sector

In the past 30 years, the ynancial sector has seen its weight increase substantially both in stock market indexes
and in corporate proyts. This sectoris share of the U.S. market grew fairly steadily from approximately 5% in the
mid-1970s to 24% in 2007. At the same time, proyts in the U.S. economy from ynancials represented between
10% and 20% of proyts between 1950 and 1980, increasing steeply thereafter to 45% in 2002 and then dropping
back to around 35% during the present decade.

As in all bubbles, part of this expansion was justiyed. Deregulation and greater efyciency due to information
technology deynitely generated large productivity gains in this sector. During the initial phase of this expansion in
proyts and market capitalization, from 1950 to 1980, the ynancial sectoris share of total employment went from
4% to 6%. During the rapid growth phase, employment in this sector remained stable, indicating that it beneyted
from signiycant productivity gains.

Indeed, access to credit contributed a great deal to growth in the past few years. If it was easy for Americans to get
liquidity in exchange for higher real estate prices, it is because the ynancial system was able to quickly transform
these capital gains into mortgage credit lines.

In our opinion, this trend is coming to an end. The deleveraging that people are talking about is a structural change
that will reduce the relative size of the ynancial sector. The regulations introduced or restored in the next few years
can be expected to reduce the proytability of capital invested in this sector and, ynally, the level of employment. A
permanent reduction in the ynancial sector is foreseeable, from 6% to 4% - 5% of total employment (representing
about 1.5 to 3 million jobs lost); the share of proyts could fall back to 20% - 25% of total proyts, and the share of
market capitalization could drop to around 15% to 20% of the stock market.

Europe 27.7%
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0 The euro fell 10.7%.

0 Asin other regions, the drop in inpation expectations created a signiycant difference in performance between real
and nominal bonds.




= Impact on the economy and profits

What kind of impact will these changes have on the economy? There are actually two types of impacts we must
distinguish. First, there will be a short-term impact, the ynancial crisis causing a cyclical slowdown in the U.S.
economy. In spite of the alarming predictions we have been hearing, the situation in the short term does not strike
us as comparable to that of the Great Depression or Japanis Lost Decade. In our opinion, access to consumer
credit remains relatively stable, and retail banks continue to be able to lend. The difyculty is mainly to do with
developments in home prices.

In this area, things look worse than they actually are. New home prices have been stable since the beginning of
2008 up to the most recent data in July. Resale prices seem to have reached their low point in February and have
risen 9% since then. We can therefore suppose that the actual situation in the real estate market has more or
less stabilized. However, it remains to be seen if the economic slowdown combined with variable-rate mortgage
renewals will have a further signiycant impact on the economy.

In the longer term, the impact of the reduction in the size of the ynancial sector will slow down the recovery.
Absorbing 1.5 to 3.0 million workers over two or three years is a shock similar to the one that followed the
tech wreck. We can therefore expect ®jobless recovery, meaning that it will start off slowly. In terms of proyts,
the impact on stock exchanges will be signiycant. If ynancials have driven the stock market since 2002, with a
performance comparable to the market, they have also contributed mostly to lowering the overall price-earnings
ratio. While this ratio was 21 in 2002, it was close to 24 without the ynancials. More recently, when the market
peaked at the end of 2006, the market price-earnings ratio was 18, but over 19 without the ynancials. The sectoris
decline will therefore have an impact both on earnings growth, but also on valuations.

4 N

= Emerging markets countries
Emerging Market Countries ~ 10.2%
Weight (%) Monthly returns (%) Quarterly returns (%) Annual returns (%)
4 Sept.08 Aug.08 Jul.08 Sept.08 Jun.08 Mar. 08 2007 2006 2005
Equities 60.6 -175 -8.0 -3.7 -26.8 -0.8 -10.9 39.7 325 35.7
Nominal bonds - focal 167 | 42 01 53 30 87 31 5.1 54 69
currencies
Nominal bonds — USD * 16.7 -3.6 04 0.7 2.8 04 14 55 55 5.3
Cash 6.1 5.2 2.7 2.0 -6.0 2.3 15 12.0 9.8 5.9
Total 100.0 -12.2 -4.9 -1.1 -16.6 -1.8 5.7 26.5 22.1 24.0
Currencies 0.0 5.7 -3.3 1.4 -7.6 0.6 -0.1 4.7 29 -0.7
Cost of hedging 0.0 04 04 04 13 11 06 13 23 37
(forward)
N.B. Previously grouped into a single category, nominal bonds have been divided into local currencies and USD since the third quarter of 2007. This
affects historical portfolio performance for this region.

0 Considerable drop of 26.8% on the stock market after holding out a long time since the beginning of the
crisis.

0 Inthis region, earnings have not always decreased and the lower prices have therefore resulted in a deynite

Q | improvement in valuations.




® International ramifications

The U.S. ynancial crisis has two separate levels of consequences for the world economy. First, the contagion
effects of the solvency problems in the ynancial sector have been fairly limited, affecting only a few countries. On
the other hand, the effects on stock markets have been worldwide.

In Russia, partially as a result of capital pight after the invasion of South Ossetia, the markets were closed for most
of the week of September 15. Monetary authorities injected US $130 billion of liquidity into the countryis economy
that same week. The Russian stock market lost 55% between the beginning of 2008 and the low on Wednesday,
September 17, with 36% from the end of August to that date.

Times were tough in China as well. The Shanghai stock exchange was already down more than 54% at the
beginning of September compared to the start of 2008. The additional 21% decline during the month of September
took the last drop of investorsi patience. The authorities therefore cut interest rates by 27 basis points on September
16, but even that did not slow the marketis slide. On September 18, the government therefore announced the
elimination of the tax on stock market trading, introduced two years earlier to slow the market. Furthermore, the
government also announced that Central Huijin, a subsidiary of Chinais wealth fund, would buy securities on the
stock market to support prices.

In both cases, it must be remembered that these two BRIC (Brazil, Russia, India and China) countries had to
indirectly use their foreign currency reserves to take care of the problems created by the contagion from the
U.S. market. Although this was a negative development for these countries, their reserves currently seem amply
sufycient to take the necessary measures. Use of the reserves will reduce demand for U.S. Treasury bills.

The Pacific region

The Pacipc Region 12.9%
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(forward)

0 Relatively high inpation in Japan caused losses on nominal bonds.
0 Australian real return bonds were the only gainers in our investment universe.




Investment conclusion

There are not many safe havens left for investors. In March 2008, we recommended cash. This
recommendation was based on the very low level of bond yields and our negative proyt outlook. Six months
further on, the situation has changed very little.

The rates for 10-year U.S. bonds are around 3.5%, which is close to their level of last spring. Inpation
reached 5.5% at the end of July and fell back slightly in August. In addition, given the very heavy tax impacts
of the bailout plans being put forward, the risk premium on U.S. government securities will likely rise.

For stocks, the expected decline in earnings is continuing. At this point, the problem is that the losses are
coming mostly from ynancials, and the impact on non-ynancial companies is still limited. If these sectors
are affected in turn by a deep slowdown, the effect would be disastrous. This is a major risk for the U.S.
economy. For the time being, we think that U.S. non-ynancial companies, if they are big enough, can ynd
funding abroad without too much difyculty. However, job creation is heavily reliant on small businesses,
which do not have this option.

The second risk on the horizon is a mass withdrawal by foreign investors from dollar denominated securities.
The political and monetary authorities have chosen to support the value of the debt issued by government
corporations (Fannie Mae and Freddie Mac) and mortgage-backed securities to indirectly support the dollar,
since having this debt purchased abroad is a way out for ynancing the U.S. current account deycit. In our
opinion, this is a mistake for two reasons.

First, the beneycial effects of the bailout plan are likely to be relatively small and spread out over a fairly
long period, and will not be the perfect solution. Hence there will be losses ahead for the central banks
holding these securities and a risk of portfolio reallocation to other assets. The plan does not eliminate this
risk, but partly gets around it. Therefore the mistake is in the way the plan is being presented, because it
is not really a solution, but only a mitigation of the consequences. As such, it would have been preferable
to put the $700 billion in a government-owned fund that would then be invested in shares of the troubled
ynancial institutions: $1 of equity can support up to $20 of assets (debt) with the leverage effect. However,
this approach would not have prevented the losses on the distressed yxed income securities.

Second, trying to prop up the dollar and the ynancial system at the same time may end up prolonging the
crisis and the resulting tightening of credit. Limiting losses on the debt will free up some capital for lending,
but with about $40 trillion in corporate credit outstanding, the $700 billion will be small potatoes. The only
way to stimulate demand for foreign goods and services will therefore be a price reduction, i.e., depation.

Despite U.S. efforts, we think that foreign investors will experience losses on their portfolios in the months
ahead and that the economic stimulus from the bailout plan will not be enough. As a result, we expect to see
the U.S. negotiating a concerted devaluation of the greenback with China, Japan and the principal holders
of U.S. securities. We think that if faced with the prospect of portfolio losses, foreign investors would rather
see them happen as a result of a drop in the dollar, which will stimulate the U.S. economy and thus their
future exports, rather than by triggering losses on securities that could leave the U.S. economy stuck in a
prolonged downturn.



= Global portfolio

World portfolio weights

Aggregats / regions / countries | relative %
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