<o ECONOMIC
RESEARCH

CHART 1
PAUSE THAT REFRESHES?
2009
TSX (© (RB
11000 0.95 280

-8.2%

10000 0.90 -6.6%

+19.6%

+41.6%

9000 0.85
8000 0.80
7000 0.75 180
Jan  Apr  ul Jan  Apr  Jul Jan  Apr  Jul
CHART 2
CANADIAN CONSUMERS PUT ON A HAPPY FACE
12 105.0
8 97.5
4 90.0
0 /‘ 82.5
Conference \/
Board Consumer
4 Confidence Index 75.0
(rhs)
8 67.5
04 05 06 07 08 09

Retail Sales = (y/y % chng)

CHART3
GASOLINE PRICES: USUAL SUMMER HEAT

140 D 150

Katrina
D 125
120
Peak?
D 100
100
75
80
50
I
Mid-Year Peaks
60 25

04 05 06 07 08 09
Gasoline = (C¢/L) il = (C$/bbl)

PAGE 5 - FOCUS - JUNE 26, 2009

Feature

Recovery: Are We There Yet?

Douglas Porter, CFA, Deputy Chief Economist

Financial markets have shown a flicker of doubt on global
recovery prospects in recent weeks, following nearly three
months of a one-way trip north for asset prices. The TSX, the
Canadian dollar and commaodity prices have all taken a big
step back after about five steps forward from the March lows
(Chart 1). A correction after that strong run could be viewed as
healthy; even with the partial retracement, there is little reason
for policymakers or investors to lose their nerve at this stage.
We continue to believe that conditions are falling into place
for the economy to bottom out in Q3 and begin a recovery
before the end of the year, much as we have been saying for
the past four months. However, there is little doubt that the
recovery is likely to be subdued by past standards—even with
the depth of the current downturn—and the recession could
quietly end with a whimper, rather than a bang.

The reassessment of recovery prospects is entirely
understandable, given that signs of a turnaround so far have
been almost exclusively in financial markets and sentiment
indicators, and not in the hard economic data. But that is
absolutely standard fare in the early stages of a turning
point—partly because sentiment has to turn before spending,
and partly because the hard economic data are lagged
(especially in Canada). For instance, much was made of the
surprising dip in Canadian retail sales in April, as a sign that the
economy was still struggling heavily. Yet, we already have a
decent read on many May indicators, including solid home
sales but weak auto production. As well, steady gains in
consumer confidence right up into June suggest that a turn in
spending may be nearly at hand (Chart 2). On the production
side, Chrysler will be back up on stream by the end of this
month, and GM hopes to also exit bankruptcy by next month,
which could provide support for Q3 output. Finally, the
mountain of fiscal stimulus is about to start affecting the data
a bit more forcefully in the months ahead after the
(understandably) slow pickup on infrastructure spending.

Still, there are clearly new hurdles emerging for the recovery,
on top of the lingering global banking crisis and the pressing
need for repair in U.S. household balance sheets. To wit, rising
gasoline prices and a back-up in long-term mortgage rates
pose new challenges for the consumer. However, even with
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TABLE 1
AFTER U.S. RECESSION ENDS: CANADA ONE YEAR LATER
Cdn (Cdn Cdn
Us. Real Cdn Jobless  (RB Overnight  10-Yr
Recession GDP Employment Rate  Futures  TSX CAD  Rate  GoGs
Trough (%) (%) (ppts) (%) (%) (%) (bps)  (bps)
Mar. 1975 +49 +58 +01 +82 +65 +15 +313 +121
July 1980 +39 +36 04 77 +26 -49 41062 +429
Nov. 1982 +6.2  +3.7 -1.8 +16.1 +382 -09 -245 -4
Mar.1991  +08 -06  +06 -3.7 -24 3.0 -268 -63
Nov. 2001 +35 435 -0.1 4213 -115 +14 414 -2
Average +39  +32 -03 +68 +67 -12 +175 492
Median +39 +36 -001 482 +26 -09 +14 -2
OurGll*  +25 +1.0 -0.1 +100 +8.0**+100 +33 +66

* Growth from 2009Q3 to 2010Q3
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the run-up in pump prices from the lows of late last year, they
are still down more than 20% from a year ago. This looks like
an instant replay of the distinct seasonal pattern of recent
years—six months up, followed by six months down (Chart
3). In four of the past five years, pump prices have peaked
right around mid-year (the exception was the Katrina spike in
2005), and we may very well be at the turning point for this
year, unless specific supply factors cause oil to bubble further.

Similarly, the significant back-up in bond yields has put
upward pressure on long-term mortgage rates, posing a
threat to the nascent recovery in housing (Chart 4). Again,
even with the spring rise, rates are still well below year-ago
levels and short rates haven’t budged (and aren’t expected
to until mid-2010). Moreover, recent doubts on the
recovery have let the steam out of bond yields—10-year
Treasuries are down 50 bps from their peak— showing the
self-correcting nature of long-term rates. While rising bond
yields may blunt the recovery, they won't thwart it.

Overall, the weight of evidence continues to tip in favour of
growth resuming before the end of the year. Canada’s index of
leading indicators posted one of its largest gains on record in
May, and has now managed to rise since January. This is
consistent with a flat performance for GDP in the near term (Chart
5). To date, the upturn has been driven primarily by a narrow
base of stock prices and home sales, but we look for more
indicators to move into the positive camp through the summer.

Assuming the U.S. recession does end by the autumn, we
expect Canada to essentially move in lock-step, and have
looked at how the Canadian economy fared in past U.S.
recoveries (Table 1). Growth in output and employment is
projected to be markedly slower than a typical recovery,
although not quite as weak as the 1991/92 performance
(when Canada was grappling with even bigger structural
change, the GST and fiscal restraint). The jobless rate
usually recedes a tad in the first year of recovery, but not
always, and it has only fallen sharply once (in the robust
1983 rebound). Notably, on almost all the major financial
market indicators, the main message is that there are no
hard and fast rules in a recovery. In fact, the median
recovery has seen little perceptible change in these
markets, often because they have moved long before the
economy actually turns (most notably for stocks).
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Theinformation, opinions, estimates, projections and other materials contained herein are provided as of the date hereof and are subject to change without notice.
Some of the information, opinions, estimates, projections and other materials contained herein have been obtained from numerous sources and Bank of Montreal
(“BMO”) and its affiliates make every effort to ensure that the contents thereof have been compiled or derived from sources believed to be reliable and to contain
information and opinions which are accurate and complete. However, neither BMO nor its affiliates have independently verified or make any representation or
warranty, express or implied, in respect thereof, take no responsibility for any errors and omissions which may be contained herein or accept any liability
whatsoever for any loss arising from any use of or reliance on the information, opinions, estimates, projections and other materials contained herein whether relied
upon by the recipient or user or any other third party (including, without limitation, any customer of the recipient or user). Information may be available to BMO
and/or its affiliates that is not reflected herein. The information, opinions, estimates, projections and other materials contained herein are not to be construed as an
offer to sell, a solicitation for or an offer to buy, any products or services referenced herein (including, without limitation, any commodities, securities or other
financial instruments), nor shall such information, opinions, estimates, projections and other materials be considered as investment advice or as a recommendation
to enter into any transaction. Additional information is available by contacting BMO or its relevant affiliate directly. BMO and/or s affiliates may make a market or
deal as principal in the products (including, without limitation, any commodities, securities or other financial instruments) referenced herein. BMO, its affiliates,
and/or their respective shareholders, directors, officers and/or employees may from time to time have lang or short positions in any such products (including,
withoutlimitation, commodities, securities or other financial instruments). BMO Nesbitt Burns Inc. and/or BMO Capital Markets Corp., subsidiaries of BMO, may act
as financial advisor and/or underwriter for certain of the corporations mentioned herein and may receive remuneration for same. “BMO Capital Markets” is a trade
name used by the Bank of Montreal Investment Banking Group, which includes the wholesale/institutional arms of Bank of Montreal, BMO Neshitt Burns Inc,, BMO
Neshitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO Capital Markets Limited.

TOU.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Neshitt Burns Securities Ltd., affiliates of BMO NB, furnish this report to U.S. residents and accept
responsibility for the contents herein, except to the extent that it refers to securities of Bank of Montreal. Any U.S. person wishing to effect transactions in any
security discussed herein should do so through BMO Capital Markets Corp. and/or BMO Nesbitt Burns Securities Ltd.

TO U.K. RESIDENTS: The contents hereof are not directed at investors located in the U.K., other than persons described in Part VI of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001.

™-“BMO (M-bar roundel symbol) Capital Markets” is a trade-mark of Bank of Montreal, used under licence. © Copyright Bank of Montreal.
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