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ClIO COMMENTARY

The third quarter’s hair- raising market volatility ended with valuations and sentiment very
low among investors, consumers and corporations worldwide. The gloomy mood could make
the third quarter earnings season, which is now upon us, a rough one as investors search for
clear signs of economic health. As more positive news on the U.S. economic and EU policymak-
ing fronts flowed in October; global equity markets began to rebound from the cusp of bear
market territory, recouping some of their painful losses of the third quarter. In fact off the
lows of Oct 4™, returns had surpassed 10% as of this writing. While recently released economic
data on the U.S. employment and manufacturing front may have dispelled U.S. recession fears
for now and a roadmap towards a “EuroTARP” recapitalization of the most “at-risk” European
financials is in the works - this may be little comfort to investors suffering through the nerve
wracking roller coaster ride that is the market this year. Many are now accustomed to believ-
ing that these market recoveries are short lived particularly in the wake of struggling econo-
mies and austerity programs despite historically low borrowing rates - so significant sums of
both individual and corporate money sits on the sidelines: conviction less. Unfortunately with
the fundamental macro backdrop likely to remain challenging for the foreseeable future, we
believe the “air pockets” in the market will persist.

The third quarter produced some of the worst equity returns since the financial collapse in
2008, with the S&P 500 Index down 14%, the S&P TSX Index down 12% with the European
Bourses, the UK and the Hang Seng taking the biggest beatings falling 20-25%. Returns were far
worse in certain sectors, as there was a dramatic leadership change away from the industrials,
mining and energy sectors - all those that benefit from emerging market demand. Mining,
within the S&P TSX, ended the quarter down 40% - lower Chinese commodity imports seem to
be taking the “bubble” out of input prices. Chinese GDP growth slowed to 9.1% in Q3 down
from 9.7% at the beginning of the year - still exemplary by any measure and the envy of the
developed markets. The Chinese government’s tightening efforts along with fragile consumer
demand both in Europe and the U.S. are obviously taking hold. Levels of stock market volatili-
ty increased to unprecedented highs and echoed the 2008 period, with triple-digit up and
down days not an uncommon occurrence. For example, in the first week of August the markets
experienced a tumultuous and bizarre week with the Dow Jones plummeting 635 points on
Monday, soaring 430 points on Tuesday, falling 520 points on Wednesday only to climb 423
points on Thursday and add a further gain of 126 points on Friday! For all of this drama, the
market lost 1.5% for the week. My apologies for rehashing the pain of this quarter in such de-
tail but my point is to illustrate just how difficult and skittish the current environment is. The
“emotion induced” trading which produces these crazy swings is just that - emotion and it is
the worst enemy of a successful fundamental investor. The stock market’s best known barom-
eter of investor anxiety - the VIX (Chicago Board Options Exchange Volatility Index) - remained
in the high 30s for most of the quarter, hitting a high of 48 in August. According to a report by
JPMorgan Chase, “47% of 2906 funds the bank tracked have trailed their benchmarks by more
than 2.5% this year, the highest proportion in 13 years”. To put it bluntly - equities had a bru-
tal quarter.
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S&P/TSX Composite

Sep 30 11,623
1 year ago 12,368
3 years ago 11,752
S&P 500

Sep 30 1,131
1 year ago 1,141
3 years ago 1,166

BoC Overnight Rate

Sep 30 1.00%
1 year ago 1.00%
3 years ago 3.00%
US Fed Funds Rate

Sep 30 0to 0.25%
1 year ago 01to0 0.25%
3 years ago 2.00%
10 yr Canada Bond

Sep 30 2.15%
1 year ago 2.76%
3 years ago 3.74%
10 yr US Treasury

Sep 30 1.92%
1 year ago 2.51%
3 years ago 3.83%
C$ (vs. US$)

Sep 30 $0.9521
1 year ago $0.9716
3 years ago $0.9395
Gold (US$/0z)

Sep 30 $1,624
1 year ago $1,309
3 years ago $871

WTI Crude Oil (US$/bbl)

Sep 30 $79.20
1 year ago $79.97
3 years ago $100.64
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CIO COMMENTARY CONTINUED....

The headwinds facing the equity markets intensified during
the quarter but the debt drama in Europe seemed to be the
primary culprit behind the extreme gyrations in market vol-
atility in the first part of August- with “risk on” and “risk
off” trades daily dependent upon the mood in Europe and
the uncertainty about how severe the contagion could be.
The market clearly recognizes the complexity involved in
bringing 17 member countries to the table to devise a res-
cue plan for the enormous financial mess in Europe , let
alone the task of seeing it through. However, the political
gridlock in Washington and the subsequent downgrade of
the U.S. debt rating to AA, stubbornly high unemployment,
an anaemic housing market and the broad-based slowdown
in global economies all served to push many investors to-
wards the doors.

With the market extremes of the past several weeks, bond
yields traded to historic lows. Low yields could persist for
some time as both Europe and the U.S. struggle to create
jobs and growth. The U.S. Fed came out with a new policy
strategy, “Operation Twist”, in which they sell a portion of
their short term bond portfolio to purchase longer term
bonds - 30% of which are in the 20-30year term. The idea
behind this is to lower risk premiums and to spur invest-
ment - as liquidity is not the issue. Given the unprecedent-
ed flight to quality that we have witnessed in the bond
markets we continue to believe that bonds are fundamen-
tally overvalued.

While the current environment is eerily reminiscent of the
market collapse in 2008, the situation is quite a bit differ-
ent in many respects than it was then. The primary chal-
lenge today is neither a liquidity shortage nor corporate or
consumer excess but government policy related to sover-
eign debt and emerging market inflation. These same issues
are well known and have weighed heavily on stocks during
the last year, and seem more than incorporated into asset
prices. As a further contrast, in 2008 businesses were struc-
tured for peak operating levels. Companies were geared to
expand and meet consumer demand supported by cheap
and abundant debt. When credit contracted, the consump-
tion decline was immediate and widespread. Today, compa-
nies have significantly less debt exposure. Although the
global recession officially ended two years ago, slow recov-
ery and caution have tempered businesses' expansion plans
for growth, as the U.S. unemployment numbers painfully
indicate. Today, corporate profits are holding up well, cost
structures are already sized to recession levels, inventories
are lean, balance sheets are strong with almost all of them
de-risked, the U.S. banking system is well-capitalized and
free-cash flow and earnings yields are highly attractive on
historic levels.

In this environment, we continue to invest in what we de-

fine as high-quality companies:

- those that are well-financed

- in defendable business that go on the offense in chal-
lenging times to further entrench their businesses

- partner with management teams who know how to ma-
noeuvre successfully through business cycles and who
will diligently work to prudently maximize shareholder
value

- those that generate healthy cash flow and preferably
have rising dividends (in fact, close to 50% of the U.S.
holdings we have investments in have increased their
dividends year to date)

We as investors continue to:

- Have a long-term investment horizon for owning quali-
ty companies through economic cycles.

- Use conservative assumptions in our research and busi-
ness valuation models.

- Pay what we believe is a sufficient discount to our as-
sessment of a company’s valuation in order to provide
downside protection against the impact of exogenous
events.

While we do have full confidence in the companies we hold,
we have absolutely no ability to predict or navigate the
stock market in the short-term or what investors are willing
to pay for our companies. Unfortunately, we do live in a
world where short-term thinking dominates and it seems
the noise is louder than ever. We continue to believe that
quality will prevail and we will use the irrational volatility
to take advantage of good investing opportunities.

Hoptn. Sl

Angela Eaton, CFA
Chief Investment Officer

All information contained herein has been collected and compiled by
SEAMARK Asset Management Ltd. All facts and statistical data have
been obtained or ascertained from sources that we believe to be reliable,
but are not warranted as accurate or complete. All projections and esti-
mates are the expressed opinion of SEAMARK, and are subject to
change without notice. SEAMARK takes no responsibility for any errors
or omissions contained herein, and accepts no legal responsibility from
any losses resulting from investment decisions based on the content of
this report. This report is provided for informational purposes only and
does not constitute an official opinion as to investment merit. Based on
their volatility, income structure, or eligibility for sale, the securities men-
tioned herein may not be suitable or available for all investors. From time
to time, SEAMARK and/or its directors or employees may hold positions
in the securities mentioned, or provide professional advisory services to
the companies mentioned herein. Directors or employees of SEAMARK
may serve as directors of any company mentioned herein, or any of their
affiliates and subsidiaries.
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FIXED INCOME - WHY IS ACTIVE MANAGEMENT IMPORTANT?

Government of Canada 10 Year Bond Yield (Last 5 years)

A Crisis Crnsis Cnsis
2008 2010 2011

450

425 J

a0n H‘.}’

Yield

Vil V‘\?’i

' L "

Q4I06 | Q1/07 | Q2I07 | Q07 | Q407 | Q106 Q06 | Q4I0E (0109 | 0209 | Q309 | Q409 (010 | 02H0 | 0310 | 0410 [ Q1M1 Q21

From Oclober 17 2006 Lo Seplember 30™, 2011 Q311

Investors have experienced tremendous volatility over the last few years, with equity markets
reaching new lows. During this time period, interest rates too have witnessed new all time lows
following each crisis that has embarked upon us (see chart above.) It is in this type of environment
where active management of the bond portfolio plays a key role in preserving capital, while achiev-
ing an acceptable risk adjusted return.

Similar to the behaviour in equity markets, volatility can create mispricing of securities in the fixed
income world. Quite often these over/undervalued securities present attractive opportunities for
active bond managers. As you can see from the chart below, SEAMARK’s approach to actively man-
aging bonds has resulted in an above benchmark return over the last 5 years, with lower volatility
over that timeframe.

Seamark Asset Mgmt

Comparison with the Mercer Pooled - Canadian Fixed Income (PFS) Universe
Annualised Risk and Return for 5 years ended September 2011
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SEAMARK @ DEXU MERCER
Explanation of Mercer Risk/Return Chart:

Standard Deviation is a measure of the absolute variability of returns. Standard deviation is the most commonly
used measure of the volatility of returns or investment risk. Standard Deviation is calculated as the square root of
the sum of the squared deviations from the mean of the sample. In general, the standard deviation will be annual-
ized. This is done by multiplying by the square root of the number of rests per annum.

Returns Data is calculated on the basis of the overall returns of the underlying pooled fund holdings. It excludes
the expenses of the Pooled Funds that would have served to reduce the net return to unitholders. It also excludes
the impact of securities lending programs that would have served to increase the net return to unitholders. The
returns are calculated prior to management fees or income taxes, except for withholding tax on foreign income (if
any). Performance is presented on an actual basis for periods of one year or less, and on an annualized basis for
periods of more than one year. For historical returns that include the impact of the expenses of the Pooled Funds,
or for information on the management fees charged to unitholders, please contact your SEAMARK representative.

Past performance is not necessarily indicative of future returns.
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FIXED INCOME - SEAMARK’S APPROACH

The SEAMARK Fixed Income Team seeks to generate value added returns through an
active management strategy that utilizes fundamental credit and economic analysis
to identify market opportunities.

We add value by:

o Maintaining a 3- and 12-month interest rate forecast based on our continual
review of economic and monetary conditions
o Actively managing duration, sector mix, and portfolio structure to reflect the

most attractive risk/reward opportunities

We control risk by:
. Investing only in securities that meet our internal criteria with respect to cred-
it quality and liquidity

Our fixed income investment process identifies the most attractive current opportu-
nities while maintaining high quality and liquidity standards.

e Forecast where the yield curve will be in 3- and
12-months time

YIELD o Position the portfolio to take advantage of the

CURVE most attractive areas

o Determines preferred structure of the portfolio
(bullet, barbell, laddered, etc.)

¢ Maintained within +/- 1.5 years of DEX Universe

DURATION Bond Index

o Consistent with yield curve forecast

¢ Independent assessment of the credit worthi-
ness of each issuer

CREDIT ¢ Emphasize safety of principal and reliability of
QUALITY income
o Adequate liquidity required prior to taking any
position

Rémi Roger, CIM, CFA Beste Alpargun, MBA, CFA Michelle Woo, CIM
Head of Fixed Income Portfolio Manager Investment Assistant
Industry Experience: 18 years Industry Experience: 19 years Industry Experience: 8 years
Rémi is the architect of the Former Head of Research of a Contributes to fixed income
active management approach leading Turkish investment bank. research and the manage-
to bond management at Covers corporate fixed income  ment of our short-term invest-

SEAMARK. securities and yield based equi- ments.

ties such as REITs.
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WHAT WE DO
AT SEAMARK

We continually strive to
achieve each client’s
objectives through
prudent, ethical and
consistent investment
management principles
designed to preserve
and enhance capital.

PRUDENT

We take the same
level of care managing
your money as we
would managing our
own.

CONSISTENT

Our investment
philosophy and
processes are
consistently
implemented by
an experienced
investment team.

SERVICE

We are committed
to clear and open
communications with
each of our clients.

CONTACT US

SEAMARK Asset Management Ltd.
Suite 310 - 1801 Hollis Street,

Halifax, NS B3J 3N4

Phone: (902) 423-9367
Toll free: (888) 303-5055

Visit our website at
WWW.SEAMARK.CA




