AUGUST 15, 2005,

“Don’t do that! Someone could lose an eye…”
Recall those immortal words from our parents as we were growing up? Lately we have
not only been saying them to our kids, but also thinking them when someone mentions
the idea of trying to jump back into current markets just in case we miss something. At
this point, we believe we are likely to miss something alright that something to miss
would be a negative return in stock markets and long bonds from present levels.

Now that we are into the third week of August we are officially entering that worst time of
the year for equities, now until midOctober. That is ok; we are on the sidelines while
this unfolds. The only things that have been going up over the past year now is oil and
shortterm interest rates. We participated in the initial leg of the oil upturn via our time in
the markets until February 2005, but since then the speculative flavour of the sector has
taken on legendary proportions once again, and our risk management rules have kept us
on the sidelines.
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The thing we must all recall is that rising oil prices are bad for the rest of the economy.

Oil plays arguably the most influential role in our economic prospects. John Murphy, a
worldrenowned expert on intermarket analysis has this to say on the role of oil in his
recent book, Intermarket Analysis, Profiting from Global Market Relationships, (2004)
New York: Wiley & Sons, p. xv:
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In 1999, rising oil prices set in motion a series of events that led to the start of a
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bear market in stocks in the spring of 2000 and the onset of a recession a year
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later in the spring of 2001. Rising oil prices have contributed to virtually every
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U.S. recession in the last forty years. 1999 was no exception. The surge in oil
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prices led the Federal Reserve to tighten interest rates, which helped end the
longest economic expansion since the 1960’s. This action by the Fed led to an
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inverted yield curve as 2000 started; this is a classic warning sign of stock
market weakness and impending recession. All of these trends were clearly visible on the price charts at the
time…. Unfortunately, the economic community—together with most Wall Street analysts—either did not see the
classic warning signs of trouble or simply chose to ignore them…in 1999, oil stocks were the market’s strongest
sector. This is usually a bad sign for the economy and the stock market.”

Since we do not want anyone losing an eye, we, and other money managers worth their weight, must continue to be
cautious during this period.

Fixed Income markets

The yield curve is a graphic representation of the rates of return available on government issued bonds in a given country
at a given time. For our purposes in Canada, the US yield curve has the biggest impact on what goes on with interest
rates in our own country. So we must analyse the US yield curve for insight. For the past many months, as the Federal
Reserve has raised its overnight lending rate 10 consecutive times, the 10 year bond yield has dropped resulting in a yield
curve which is now flatteningtoflat.

Presently there is a mere 0.21% difference between 2yr. bond yields and 10 yr. bond yields. In reallife terms this means
you can invest in a 2yr. US govt. bond at 4.11% or invest for 10 yrs. and get a meagre .21% more yield while taking on 8
more years of risk. Needless to say this is not attractive to us as a riskreward tradeoff.

What bond market participants are signalling with this, is that they see slowtonegative economic growth ahead and are
choosing to ignore Greenspan’s projections of solid growth and the need for ongoing rate hikes. We shall see which
camp proves right as the next few months unfold.

As soon as the federal reserve does come to the end of its rate tightening time, we will be happy to add some longer term
bonds and more income instruments to our portfolios, having good prospects for higher yields and capital gains from
there.

Final thoughts:

"Try not to become a man of success but rather a man of value." Albert Einstein
“Ninetenths of wisdom consists of being wise in time.” Theodore Roosevelt
“One of the greatest pieces of economic wisdom is to know what you do not know.”
John Kenneth Galbraith
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This publication is intended to convey information only. It is not to be construed as a solicitation or offer to buy or sell and of the securities mentioned in it. The author has taken all usual and reasonable
precautions to determine that the information contained in this publication has been obtained from sources believed to be reliable and that the procedures used to summarize and analyze such information are
based on approved practices and principles in the investment industry. However, the market forces underlying investment value are subject to sudden and dramatic changes and data availability varies from one
moment to the next. Consequently, the author cannot make any warranty as to the accuracy or completeness of information, analysis or views contained in this publication or their usefulness or suitability in any
particular circumstance. You should not undertake any investment or portfolio assessment or other transaction on the basis of this publication, but should first consult your advisor. The author accepts no liability of
whatsoever kind for any damages or losses incurred by you as a result of reliance upon or use of this publication in contravention of this notice. All performance data represent past performance and are

no indication of future performance.
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