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After the Bailout: the New, New Reality

We have lowered our outlook for the North American economy in response
to the watershed events that have reshaped Wall Street and roiled global credit
markets. Even with the massive U.S. bailout package, the near-term growth
outlook has worsened, as confidence has undoubtedly taken a major hit. A
primary concern is that U.S. credit spreads have blown out, causing financial
conditions to tighten significantly (Chart 7). We now see a deeper contraction of
the U.S. economy in the second half of the year and minimal recovery (0.8%
growth) in 2009. For Canada, we expect little growth in the second half of the
year and just a modest 1.0% gain next year.

The growing risks to the economy are expected to spur the Fed and Bank of
Canada to cut rates further, with an inter-meeting move in the U.S. possible
if financial conditions do not improve soon. The Fed has been reluctant to
lower rates again, preferring to first flood the system with liquidity. However, the
economic impact of the latest credit market distress is mounting, and recent U.S.
data on employment, manufacturing and auto sales suggest the underlying
economic situation alone warrants further rate relief.

The financial turmoil has led to higher U.S. borrowing costs, tighter
lending standards, and a further equity sell-off. Banks are paying more to
raise capital to absorb losses on mortgage-related securities. Higher borrowing
costs and tighter credit are prolonging the slump in consumer and business
spending, both of which likely contracted in the third quarter. Despite
improved affordability, home sales remain depressed because of tighter credit
standards. Consequently, inventories remain high despite sharply lower
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housing starts, and prices continue to fall. And it may get worse. Many
households with option-ARMs will see their payments reset higher in coming
years, keeping foreclosures high. While the government’s takeover of
Fannie/Freddie has helped trim mortgage rates, sales will remain soft until
lending standards ease. With banks deleveraging, it will take time for the credit
taps to open and the housing market to bottom, likely next year at the earliest.

The government’s $700 billion plan to purchase troubled assets could help
banks recapitalize so they can renew lending to businesses that are facing a
credit squeeze. Still, the credit crisis could linger until house prices stop falling,
likely sometime next year. Banks are unlikely to increase lending until
consumers get a better grip on their finances. All in, the plan may ease the
symptoms of the credit crisis but it is unlikely to spur a fast economic recovery,
and banks will need further capital injections for a lasting cure.

For Canada, weaker American spending will put even more strain on
exporters and manufacturers, while the pullback in commodity prices will
slow the Western provinces. Companies have turned cautious, trimming jobs
in recent months and likely reining in capital spending. Consumer spending has
slowed notably, with retail volumes sagging the past three months. Still, there
remains a clear separation between Canada and the U.S. on the consumer
front—even amid the intense financial turbulence in September, Canadian auto
sales managed to climb slightly from year-ago levels compared with a 24%
plunge in U.S. sales. The housing market continues to cool in response to
reduced affordability, with resales down 19% in August from a year ago. House
prices are falling in a number of major cities, and some further moderate
declines may be needed to return affordability to historic norms. However, the
risk of a full-fledged housing bust is minimal because of Canada’s more
conservative lending standards. As well, credit remains readily available, though
at a somewhat higher cost than a month ago.

Therrisks to the North American economy remain to the downside. There are
many inter-related stress points, and sectors beyond housing are getting pinched.
U.S. commercial real estate is starting to buckle in the face of lower values and
tighter credit. State and local finances have been eroded by falling property
values. The Boeing strike is an added strain on factory activity.

After wobbling last month on concerns about a deeper recession and growing
public debt, the U.S. dollar has climbed further as the credit crisis expands its
global reach and sinking commodity prices hammer resource-based currencies
like the loonie. The U.S. debt is currently at 67% of GDP and could rise to 72% if
the government uses the proposed $700 billion to purchase troubled assets.
However, this ratio is still well below that of several other countries (Japan, ltaly
and Belgium). An improving trade balance should provide ongoing support to
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the greenback. Still, the path to recovery will by bumpy, especially if the U.S.
economy leads the global race to the bottom.

2008 2009 ANNUAL
CANADA | T\ | Il IV 2007 2008 2009
Real GDP (9/q % chng:a.r.) 038 03 17 04 0.6 14 20 24 27 0.7 1.0
Consumer Spending 3.1 24 20 20 20 22 2.7 29 45 39 22
Business Investment (non-residential) 21 -14 3.2 15 0.5 15 30 4.0 35 2.6 1.6
Consumer Price Index (y/y % chng) 18 23 35 34 34 25 19 2.1 2.1 2.7 2.5
Unemployment Rate (%) 59 6.1 6.1 6.4 6.6 6.7 6.6 6.6 6.0 6.1 6.6
Housing Starts (000s:a.r.) 234 220 197 190 188 185 184 183 228 210 185
Current Account Balance ($bins:avr.) 178 270 104 52 04 -25 44 55 13.6 15.0 -3.0
Interest Rates
(average for the quarter : %)
Overnight Rate 383 300 3.00 267 250 250 258 3.7 435 3.13 2.69
3-month Treasury Bill 299 254 231 204 200 234 285 336 4.14 247 2.64
10-year Bond 373 367 363 338 340 357 376 394 427 3.60 3.67
Canada/U.S. Interest Rate Spreads
(average for the quarter : bps)
90-day 90 89 79 78 57 60 74 88 34 84 70
10-year 7 -22 -23 -12 -13 -17 21 -24 36 -12 -19
UNITED STATES
Real GDP (9/q % chng:a.r.) 0.9 28 06 -06 0.5 14 22 25 20 15 0.8
Consumer Spending 09 12 -15 -1.2 -03 09 16 20 2.8 0.7 0.1
BusinessInvestment (non-residential) 24 25 33 40 39 15 05 11 49 27 22
Consumer Price Index (y/y % chng) 42 43 53 43 36 27 15 1.6 29 45 23
Unemployment Rate (%) 49 53 6.0 6.4 6.6 6.8 6.8 7.0 46 56 6.8
Housing Starts (mins:a.r.) 105 103 091 083 080 083 089 095 134 0.96 0.87
Current Account Balance ($bins:ar.) 703 733 702 -643 609 577 553 -539 -731 -695 -570
Interest Rates
(average for the quarter : %)
Fed Funds Target Rate 275 200 200 150 150 150 158 208 5.00 2.06 167
3-month Treasury Bill 209 166 152 126 143 174 211 248 447 1.63 1.94
10-year Note 366 388 386 349 353 374 396 418 463 373 3.85
EXCHANGE RATES
(average for the quarter)
US¢/Cs 996 990 960 930 920 912 904 896 935 96.9 9038
C$/USS 1004 1010 1042 1075 1087 1.097 1.107 1117 1074 1033  1.102
¥/US$ 105 105 108 108 10 114 113 1M 118 106 112
US$/Euro 150 156 150 139 138 135 133 131 137 1.49 134
US$/£ 198 197 189 177 174 173 172 170 2.00 1.90 1.72

Note: Blocked areas represent BMO Capital Markets forecasts
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RISK AVERSION PARAMOUNT U.S. CREDIT DEFAULT SWAP SPREADS SURGE
United States — 2008 (as of October 6, 2008) 5-Year Spreads — United States (bps)
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GROWTH VANISHES
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CANADIAN HOUSING COOLING FAST
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U.S. JOBLESS RATE RISING SHARPLY INFLATION TO FALL SHARPLY
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The information, 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 its 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 long or short positions in any
such products (including, without limitation, 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
Nesbitt Burns Inc., BMO Nesbitt Burns Ltée/Ltd., BMO Capital Markets Corp. and Harris N.A., and BMO Capital Markets
Limited.

TO U.S. RESIDENTS: BMO Capital Markets Corp. and/or BMO Nesbitt 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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