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WHILE YOU WERE SLEEPING

The action in equities is rather mixed but with a downward bias. Europe is
seeing moderate downward pressure. Asia saw the Shanghai index up smartly
(+1%) but the Korean Kospi was flat and the Hong Kong's Hang Seng index
finished lower, down 0.8%. The Nikkei closed up 102 points or 1.1% and the
chart right now shows one of a breakout — and doing so without much fanfare.
It didn’t hurt things to see Japanese real GDP post an upside surprise of 3.9% at
an annual rate in Q3 versus 2.5% expected, and double the U.S. pace).

The bond markets on either side of the ocean are still selling off, so there is no
flight to safety taking place amidst this equity market correction — the U.S. 10-year
does now seem on its way to test 3% for the first time since mid-summer. The U.S.
long bond, which was left to its own devices as the Fed chose to focus its buying
activity on the front- and mid-part of the Treasury curve, is now relishing its role as
Little Orphan Annie, and the only one not selling off in recent days. In our view,
this segment currently offers the most compelling risk-return attributes.

In the FX market, the U.S. dollar is firm on continued debt concerns regarding
Ireland. At 78.5, the DXY index is now kissing the 50-day moving average. The
fact that Greece just revised last year’s deficit-to-GDP ratio to 15.4% from 13.6%
hasn’t done much to shore up confidence in the periphery. Commodities and
the resource-based currencies are a tad softer to kick off the week. We also see
the Baltic Dry Index struggling again, which is not consistent with a pro-growth
global economic view that has very quickly become the consensus view. This
could be a reason why the bond market selloff will inevitably prove to be as
attractive a buying opportunity as it was last spring when the yield highs for the
year were being turned in under similar widespread cyclical views. All we can
say is that the same Wall Street economists that were cutting their GDP
forecasts at the lows in the equity market last August are now starting to raise
them just as the S&P 500 is testing its highs for 2010. Something to consider
as year-end approaches, strictly from a contrary standpoint.

U.S. CONSUMER CONFIDENCE — LESS THAN MEETS THE EYE

The University of Michigan consumer sentiment index ticked up in November, to
69.3 from 67.7 in October, and the headlines were screaming at how it hit a
five-month high. There was no mention of the fact that:

1. Itis still off the 76.0 nearby peak posted in June.

2. At 69.3, it is not only well below average economic expansion levels of 99.0,
but is still below what we generally see in recessions (74.0).

Please see important disclosures at the end of this document.
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3. The report itself was hardly universally positive — sentiment was down in the
Northeast (64.5 from 65.2), the South (65.2 from 68.3) and was basically
flat in the Midwest (72.8 from 72.4). All the strength was in the West —
77.1 from 63.3 — and was likely more due to the Giants’ World Series victory
than anything to do with the economy.

4. People aged 35-54 saw their confidence levels fall too (only the breadwinner
age group) — to a four-month low of 70.2 from 70.5 (a record high
unemployment rate of over 8% likely at play here for this age group).

What's incredible was how little impact the weak U.S. dollar and the bounce in
commodity prices have had on household inflation expectations. The median 5-
10-year inflation expectation measure remained at 2.8%, about where it has
been for six months. Now the one-year median inflation expectations gauge did
rise to 3.0% in November from 2.7% in October and 2.2% in September, so this
is not a case of the consumer being ignorant about what is happening to the
price of crude, copper and food. It is just that the consumer knows that the
commodity boom and weakness in the U.S. dollar is likely not going to be a
multi-year feature of the landscape any more than it was when oil was piercing
$140/bbl in the summer of 2008 (recall that six months later, everyone was
talking about deflation — who would-a thunk?).

So, when you do the simple math, Joe Sixpack sees inflation at 3% in the coming
year (from 1% now) and then averaging 2% in the next four years. Depending on
how food and fuels play out, this could well be consistent with a zero or even
sub-zero environment as far as core consumer price trends are concerned. This
is why long Treasuries are likely to remain in a secular bull market for some time
to come.

One interesting development in the data is the divergence we are seeing
between low and high-income household sentiment measures — the former
edged up to 65.0 from 63.7 and the latter turned in a much more decisive
increase, and to a higher level too, to 77.3 from 74.9. This would tend to
support the increasing view that luxury retail sales will be an outperformer
heading into the holiday shopping season (see Will They Shop in the current
BusinessWeek; High-End Retailers Expected to Set a Fast Pace in Christmas
Sales on page A6 of today’s Investor’s Business Daily; and Recovering Rich Spur
Pace of Sales in the weekend FT).

Be that as it may, the bar has been set pretty high for this year — the
International Council of Shopping Centers is projecting a 6-8% YoY sales gain for
November-December. The BusinessWeek article cites a survey concluding that
those households that earn less than $50,000 plan to spend 1.2% less this year
than in 2009, while those bringing home over $50,000 intend to spend 2.9%
more on average.
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As the chart below illustrates, there is an 82% correlation between the stock
market and high-end retail sales, such as jewellery. So there is obviously some Following the Fed’s first
truth to the equity wealth effect playing a role in consumer spending, but more strong hints at QE2 in late
towards the luxury goods area. By way of comparison, there is barely more than August, we saw some wild
a 70% correlation between the equity market and clothing and 60% for food. movements in terms of
But while Mr. Market hath giveth since late August, Mr. Market may well taketh market positioning across

a variety of asset classes...
these swings are
highlighted in the weekly
CHART 1: EQUITY WEALTH EFFECT PLAYING A ROLE IN CONSUMER Commitment of Traders
SPENDING, BUT TOWARD LUXURY GOODS report

United States

Retail Sales: Jewelry Stores
(billion dollars: thick line, left hand scale)

from now to the end of the year, which may, in turn, dampen the blatantly
positive expectations for high-end retail sales.

S&P 500 Index
(level: thin line, right hand scale)
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THE LONG AND THE SHORT OF IT

Following the Fed’s first strong hints at QE2 in late August, we saw some wild
movements in terms of market positioning across a variety of asset classes.
These swings are highlighted in the weekly Commitment of Traders report, which
we have discussed in the recent past. While fundamentals, valuation and
technicals are all key in determining the direction of asset prices, how investors
are positioned is no less important and right now, there is still an extreme level
of speculative activity in some cases that is set to unwind as the risk-on trade
fades away.

There was a tremendous amount of ebullience over the outlook, beginning in
late August, and while some of the data have looked a little better, there is still a
list of lingering concerns deserving of a higher, not a lower, risk premia, and in a
word it comes down to discord, policy discord, to be precise. Discord within the
Fed (Warsh torpedoes any plan for another round of quantitative easing).
Discord within Congress (a deal over the Bush tax cuts is still wanting). Discord
at the G20 (nothing concrete coming out of the meeting; 17 of the 20 members
are not supportive of current U.S. economic policy — see Obama Tries to Repair
Damage on page A9 of the WS)J).
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Discord over trade issues (the planned U.S.-Korea trade pact was scuttled).
Discord within the euro area (see Ireland Stirs Specter of EU Default and Euro-
Zone Growth Data Underline a Widening Gap on page A7 of the WS)J).

Of course, there is also this issue of China feeling compelled to fight a food-led
inflation surge by tightening monetary policy. This has implications for the
commodity complex that may not be so favourable over the near-term. The
strong likelihood that this was Bernanke’s last kick at the can means that
whatever QE3 expectations being priced into the market (and that is the only
way anyone can explain the blowoff following the QE2 announcement, which
should not have come as a big surprise) is now in the process of being unwound.
Moreover, the chances that a lame duck Congress reaches an agreement on
taxes and jobless benefits is not 100%, which Mr. Market had believed at the
recent S&P 500 peak.

So, it may pay for the time being to avoid the areas of the market where net
speculative long positions exist and is in the process of unwinding. Long
covering is a critical source of selling pressure.

e Equities: There are currently 5,780 net long contracts on the Chicago
Mercantile Exchange (CME).

e Oil: There are a near-record 208,226 net long contracts on the NY Mercantile
Exchange.

e Gold: There are a near-record 253,528 net long contracts on the Commodity
Exchange (COMEX).

e Copper: There are a near-record 25,139 net long contracts on the COMEX as
well.

e Silver: Not a record or a near-record but still a significant 42,556 net long
contracts on the COMEX.

e Australian dollar: 49,743 net long contracts on the CME.

e Canadian dollar: Not as large as Aussie but still high net speculative long
exposure, at 21,579 contracts.

e Euro: Huge net speculative long position of 35,879 contracts on the CME.

e The 10-year Treasury note: It now has a net long position of 15,781 contracts
on the Chicago Board of Trade (CBOT).

e The 5-year T-note: It is most exposed with a net speculative long position of
167,729 contracts — of course, this is the part of the curve the Fed is
targeting.

e The 2-year T-note: It commands a net speculative long position of 43,220
contracts even with a yield that recently was 30 basis points north of zero.

e The 30-year bond: It is the only maturity with a net speculative short position
— of 1,917 contracts.
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e Volatility: With the risk-on trade in full force for the past two months, the VIX
futures has a net speculative short position of 13,345 contracts, which is at
the high end of the historic range.

So, here’s how one would construct a strategy to take advantage of the prospect
that we are now beginning to see as these speculative positions reverse course:

e It would involve a flattener in the bond market;

¢ Although we are still long-term bullish on the commodity space, looking at the
position in the COT report, selling calls for protection in the commodity space
could be a sound strategy. Expect silver to outperform gold still;

e Going long the U.S. dollar against the euro, but within the resource-based
units, look for the loonie to outperform the Aussie;

e Look for the S&P 500 to now trade down to the low end of the 14-month long
1,000-1,200 range;

e Buy volatility, which is inexpensive and underexposed on the CBOE, which is
bullish.

As for bonds, the Commitment of Traders data show the long bond to be under-
bought, and as such, ripe for a rally, especially seeing how high the yield gap is
between it and the rest of the Treasury curve. The 5-year Treasury is quite
expensive at current levels and even the 10-year is still vulnerable near-term
given its net speculative long position and the fact that it is just 3bps away from
a technical level that could well set the stage up for a return to 3%-plus yields,
which would be a wonderful buying opportunity. There is not a whole lot of
fundamentals here behind these moves — the moves of the past week and likely
ones in the next few weeks.

The asset classes are merely unwinding the excess risk-on trades and pricing
out the chances that QE3 will ever see the light of day. Yes, this is what the
market was starting to think since Bernanke left the door open for more in the
press statement, but we are finding out ex-post that the Fed chairman has less
support around the table than was generally perceived. When Governor Warsh
basically comes out and says that he supported Bernanke only because he
wanted to be seen as a team player suggests that any further experimentation
with the Fed’s balance sheet will not be met with just one dissent from Tom
Hoenig. While Martin Wolf did make some good points in the FT last week
supporting the Fed, one has to wonder how the Fed’s balance sheet is going to
be exposed to huge losses if bond yields ever do back up. | mean, this latest
round of Fed bond buying occurred with the yield on the 5-year note at 1.1% and
the 10-year yield at 2.4%.
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EQUITY MARKET SENTIMENT STILL TOO BULLISH

As we said last week, the fact that the Market Vane Sentiment Poll was at the
high end of the range, the Investors Intelligence poll showing more than twice as
many bulls as there are bears, the Barron’s Big Money poll revealing 62%
bullishness towards equities and only 3% towards bonds, and the fact that
equity PMs are now just sitting at 3.5% cash, were all signs of a stock market
that was overextended and ripe for a corrective phase. And, despite the sloppy
week the market just endured — for the first time in over two months — page B7
of the weekend WSJ still runs with a huge article titled How to Play a Market
Rally. We're not sure, from a contrary perspective, if this is what a bull wants to
see at the high end of the range for the S&P 500.

DISCORD, NOT ACCORD

In late 2008, the G20 got together in Washington to solve the world’s problems
as the Great Recession deepened. This actually turned out to be a major turning
point since everyone was on the same page in terms of rescuing the global
economy. China came out of the gates with a massive fiscal package, which
started to percolate right away; Germany was the first to unveil a ‘cash-for-
clunkers’ program to spur consumer spending; then the U.S. unveiled a large-
scale fiscal stimulus plan, which of course, never did live up to its advanced
billing in terms of redressing what is now very clearly a chronic unemployment
problem.

So, this latest G20 meeting where lots was discussed but little action taken may
well be a watershed but in a different direction because what it underscored was
how divided the world is right now and how insular it has become. The front
page of the weekend WSJ said it best, U.S. Gets Scant Help at Divided Summit:

“The Group of 20 Nations, hailed less than two years ago by
economists and policy makers as a new model of global economic
cooperation, concluded its latest meeting here with a thinly
disguised discord, as the U.S. was unable to persuade other
countries to take measures it believes are necessary to end
currency wars and promote sustainable growth. With the world
confronting hefty economic imbalances and rising tensions over
currencies, monetary policy and trade, the leaders of the world's
G20 most powerful economies concluded the summit with almost
as many disagreements as when they started — undermining the
idea of the fledgling G-20 as a form for hashing out global policy.”

Indeed, the U.S. blames other country’s currency policies for global imbalances
without any expression of how its tax policy, which promotes consumption over
savings, is equally at fault. Then again, big tax changes may be coming,
including sacred cows like universal mortgage interest deductibility, which most
certainly will have an impact on U.S. long-term growth prospects but absolutely
essential in order to get the fiscal house under control.
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PUTTING THE POP IN THE CROP

If you are looking for secular growth, then focus on the farm — great article on
this file on page A3 of the weekend WSJ — Land Becomes Cash Crop in Farm
Belt. Farmland values in the U.S. are up a healthy and hardly bubbly 6.4% over
the past year. And, because of the runup in cotton, corn wheat and soybean
prices, net farm incomes have enjoyed a 24% increase, to $77 billion. The
continued protein shift in China coupled with the weak U.S. dollar remains a
boon for this sector of the economy and perhaps one reason why the latest
economic data out of the Midwest have looked particularly decent.

Canadian real estate of all kinds have been in a bull market too and while
looking pricey in many areas, it could well reflect demand from fundamental
forces as opposed to speculative pressures. In particular, organic growth from
solid demographics. Just have a look at the front page of the Saturday NYT —
Defying Trend, Canada Lures More Migrants.

THREE REASONS WHY I’'M WORRIED ABOUT U.S. RETAILERS

Unlike last year, they are actually bracing (more like praying) for a solid holiday
shopping season:

1. In the last two months, the U.S. retailers have, on net, hired 27k workers.

So they have hired staff at a pace we have not seen since the boom of 2006.

This time last year, retailers cut 102k from staffing in the Sept-Oct decline.

2. Outside of autos, total consumer spending volumes sales are flat. This was
the case in September and looks to have been repeated in October.

3. Inventories are no longer that lean. The inventory-to-sales ratio for general
merchandise stores has gone from 1.39x in March to 1.43 currently; from
1.68x in furniture/appliances to 1.74x, and to 2.34x from 2.25x in clothing.
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Gluskin Sheff + Associates Inc. is one of Canada’s pre-eminent wealth management firms.
Founded in 1984 and focused primarily on high net worth private clients, we are dedicated to the
prudent stewardship of our clients’ wealth through the delivery of strong, risk-adjusted
investment returns together with the highest level of personalized client service.

OVERVIEW

As of September 30, 2010, the Firm
managed assets of $5.8 billion.

Gluskin Sheff became a publicly traded
corporation on the Toronto Stock
Exchange (symbol: GS) in May 2006 and
remains 49% owned by its senior
management and employees. We have
public company accountability and
governance with a private company
commitment to innovation and service.

Our investment interests are directly
aligned with those of our clients, as
Gluskin Sheff’s management and
employees are collectively the largest
client of the Firm’s investment portfolios.

We offer a diverse platform of investment
strategies (Canadian and U.S. equities,
Alternative and Fixed Income) and
investment styles (Value, Growth and
Income).!

The minimum investment required to
establish a client relationship with the
Firm is $3 million for Canadian investors
and s5 million for U.S. & International
investors.

PERFORMANCE

s1 million invested in our Canadian
Equity Portfolio in 1991 (its inception
date) would have grown to $9.1 million’
on September 30, 2010 versus $5.9 million

for the S&P/TSX Total Return Index

over the same period.

1 million usD invested in our U.S.
Equity Portfolio in 1986 (its inception
date) would have grown to $11.8 million
UsD” on September 30, 2010 versus $9.6
million usp for the S&P 500 Total

Return Index over the same period.

Notes:
Unless otherwise noted, all values are in Canadian dollars.

INVESTMENT STRATEGY & TEAM

We have strong and stable portfolio
management, research and client service
teams. Aside from recent additions, our
Portfolio Managers have been with the
Firm for a minimum of ten years and we
have attracted “best in class” talent at all
levels. Our performance results are those
of the team in place.

We have a strong history of insightful
bottom-up security selection based on
fundamental analysis.

For long equities, we look for companies
with a history of long-term growth and
stability, a proven track record,
shareholder-minded management and a
share price below our estimate of intrinsic
value. We look for the opposite in
equities that we sell short.

For corporate bonds, we look for issuers
with a margin of safety for the payment
of interest and principal, and yields which
are attractive relative to the assessed
credit risks involved.

We assemble concentrated portfolios —
our top ten holdings typically represent
between 25% to 45% of a portfolio. In this
way, clients benefit from the ideas in
which we have the highest conviction.

Our success has often been linked to our
long history of investing in under-followed
and under-appreciated small and mid cap
companies both in Canada and the U.S.

PORTFOLIO CONSTRUCTION

In terms of asset mix and portfolio
construction, we offer a unique marriage
between our bottom-up security-specific
tundamental analysis and our top-down
macroeconomic view.
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For further information,
please contact

questions@gluskinsheff-com

1. Not all investment strategies are available to non-Canadian investors. Please contact Gluskin Sheff for information specific to your situation.
2. Returns are based on the composite of segregated Canadian Value and U.S. Equity portfolios, as applicable, and are presented net of fees and expenses.
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Copyright 2010 Gluskin Sheff + Associates Inc. (“Gluskin Sheff”). All rights
reserved. This report is prepared for the use of Gluskin Sheff clients and
subscribers to this report and may not be redistributed, retransmitted or
disclosed, in whole or in part, or in any form or manner, without the express
written consent of Gluskin Sheff. Gluskin Sheff reports are distributed
simultaneously to internal and client websites and other portals by Gluskin
Sheff and are not publicly available materials. Any unauthorized use or
disclosure is prohibited.

Gluskin Sheff may own, buy, or sell, on behalf of its clients, securities of
issuers that may be discussed in or impacted by this report. As a result,
readers should be aware that Gluskin Sheff may have a conflict of interest
that could affect the objectivity of this report. This report should not be
regarded by recipients as a substitute for the exercise of their own judgment
and readers are encouraged to seek independent, third-party research on
any companies covered in or impacted by this report.

Individuals identified as economists do not function as research analysts
under U.S. law and reports prepared by them are not research reports under
applicable U.S. rules and regulations. Macroeconomic analysis is
considered investment research for purposes of distribution in the U.K.
under the rules of the Financial Services Authority.

Neither the information nor any opinion expressed constitutes an offer or an
invitation to make an offer, to buy or sell any securities or other financial
instrument or any derivative related to such securities or instruments (e.g.,
options, futures, warrants, and contracts for differences). This report is not
intended to provide personal investment advice and it does not take into
account the specific investment objectives, financial situation and the
particular needs of any specific person. Investors should seek financial
advice regarding the appropriateness of investing in financial instruments
and implementing investment strategies discussed or recommended in this
report and should understand that statements regarding future prospects
may not be realized. Any decision to purchase or subscribe for securities in
any offering must be based solely on existing public information on such
security or the information in the prospectus or other offering document
issued in connection with such offering, and not on this report.

Securities and other financial instruments discussed in this report, or
recommended by Gluskin Sheff, are not insured by the Federal Deposit
Insurance Corporation and are not deposits or other obligations of any
insured depository institution. Investments in general and, derivatives, in
particular, involve numerous risks, including, among others, market risk,
counterparty default risk and liquidity risk. No security, financial instrument
or derivative is suitable for all investors. In some cases, securities and
other financial instruments may be difficult to value or sell and reliable
information about the value or risks related to the security or financial
instrument may be difficult to obtain. Investors should note that income
from such securities and other financial instruments, if any, may fluctuate
and that price or value of such securities and instruments may rise or fall

and, in some cases, investors may lose their entire principal investment.
Past performance is not necessarily a guide to future performance. Levels
and basis for taxation may change.

Foreign currency rates of exchange may adversely affect the value, price or
income of any security or financial instrument mentioned in this report.
Investors in such securities and instruments effectively assume currency
risk.

Materials prepared by Gluskin Sheff research personnel are based on public
information. Facts and views presented in this material have not been
reviewed by, and may not reflect information known to, professionals in
other business areas of Gluskin Sheff. To the extent this report discusses
any legal proceeding or issues, it has not been prepared as nor is it
intended to express any legal conclusion, opinion or advice. Investors
should consult their own legal advisers as to issues of law relating to the
subject matter of this report. Gluskin Sheff research personnel’s knowledge
of legal proceedings in which any Gluskin Sheff entity and/or its directors,
officers and employees may be plaintiffs, defendants, co-defendants or co-
plaintiffs with or involving companies mentioned in this report is based on
public information. Facts and views presented in this material that relate to
any such proceedings have not been reviewed by, discussed with, and may
not reflect information known to, professionals in other business areas of
Gluskin Sheff in connection with the legal proceedings or matters relevant
to such proceedings.

Any information relating to the tax status of financial instruments discussed
herein is not intended to provide tax advice or to be used by anyone to
provide tax advice. Investors are urged to seek tax advice based on their
particular circumstances from an independent tax professional.

The information herein (other than disclosure information relating to Gluskin
Sheff and its affiliates) was obtained from various sources and Gluskin
Sheff does not guarantee its accuracy. This report may contain links to
third-party websites. Gluskin Sheff is not responsible for the content of any
third-party website or any linked content contained in a third-party website.
Content contained on such third-party websites is not part of this report and
is not incorporated by reference into this report. The inclusion of a link in
this report does not imply any endorsement by or any affiliation with Gluskin
Sheff.

All opinions, projections and estimates constitute the judgment of the
author as of the date of the report and are subject to change without notice.
Prices also are subject to change without notice. Gluskin Sheff is under no
obligation to update this report and readers should therefore assume that
Gluskin Sheff will not update any fact, circumstance or opinion contained in
this report.

Neither Gluskin Sheff nor any director, officer or employee of Gluskin Sheff
accepts any liability whatsoever for any direct, indirect or consequential
damages or losses arising from any use of this report or its contents.
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