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IS U. S. GDP OVERSTATED?

We noticed an interesting piece of research on U.S. GDP from Goldman Sachs’
Economics team that’s worth highlighting. The team questions whether the
official government GDP statistics capture how poorly small businesses (ie, sole
proprietorships) are doing. The weakness in small business sentiment is
seemingly at odds with the recent 3.5% Q3 GDP reading but may explain why the
unemployment rate has continued to steadily increase. Part of the reason for
small business weakness is that most don’t have the same access to credit as
larger firms and larger firms’ output tends to be better captured in the GDP data.
While sole proprietorships tend to be small they collectively account for a
nontrivial 17% of the U.S. economy.

The Goldman team uses a couple of different statistical approaches to test their
thesis. They use timely data from the National Federation of Independent
Business (NFIB) confidence survey, which shows that despite a recent
improvement, confidence remains exceptionally weak (in fact two standard
deviations below long-run trends). The first model suggests that the NFIB survey
is consistent with overall GDP growth of 2.5% to 3.0% — not the 3.5% reported.
As well, they find that current NFIB readings are more in line with below-50
readings on the ISM manufacturing index versus the actual reading of 55.7.

The second approach has to do with revisions to the GDP data and their
relationship to the NFIB. U.S. GDP goes through many revisions as more, and
better, information becomes available with lags — historically preliminary numbers
are revised down by almost 0.5 percentage point. This second model suggests
that Q3 GDP could be revised down by as much a 1-2 percentage points.

BUT IT’S NOT ALL ABOUT CREDIT FOR SMALL BUSINESSES

We've talked about the NFIB’s small business optimism index, and we
concluded that the current level of 89.1 in October was nothing to write home
about. After reading through the actual press release from the NFIB, the
conditions for small businesses are not very rosy and the “small business job
machine is still in reverse.” According to the press release, although it is nice for
the Obama Administration to finally jump on the “small business bandwagon” by
enhancing the Small Business Administration lending program, the main reason
why these businesses are not hiring is not because of lack of financing, but
because there are just no customers. Less than 1% of small firms have
government sponsored loans and in the latest survey only 4% of the nearly
1,000 respondents said that credit was hard to come by. Indeed, the press
release cited that “the demand for credit is in short supply and failing to
understand the more major problems facing small business leads to bad policy.
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The overall environment for small businesses is remains very depressed.
Consider this comment from the NFIB press release:

Overall, the small business job machine is still in reverse, due
to continued declines in reported sales, rising labor costs, and
a need to cut costs. Reported capital spending is at historic low
levels, owners are still, on balance, reducing inventory stocks
(only seven percent reported increases, 32 percent reported
reductions) so orders to wholesale and manufacturing firms for
new inventory are weak. Price cutting is rampant (though
slowing) which combined with lower real sales continues to
produce record reports of earnings declines, one reason capital
spending remains low. Few firms report credit availability as a
problem, though those who are borrowing report more difficulty
and tougher terms than during the expansion. Events in
Washington are not supportive of more optimism about the
future - another reason not to spend or hire.

ERA OF FRUGALITY

U.S. consumer shopping habits have changed on a semi-permanent basis. Yes,
the government can step in time and again to distort human nature and try to
reverse the rising trend in the personal savings rate, but left to their own
devices, households are in a thrifty state. This came through loud and clear in
the latest Deloitte survey, which showed that more than 25% of the 10,878
consumers polled say they have permanently altered their shopping patterns in
view of the asset and credit collapse this cycle. And what did Wal-Mart
Treasurer Charles Holley have to say yesterday in the aftermath of its earnings
report? (Wal-Mart’s sales were a puny +2.4% YoY off a depressed YoY basis,
profits were underpinned by improved productivity and inventory management.)
Here its (can you handle the truth?): “The shopper has reset how he is spending
money and that has affected retail in demand”.

Moreover, getting frugal also means getting small — and in this new era, a
most amazing thing is happening. Not only are consumers downsizing their
auto purchases, but the size of the homes that are now being built is shrinking
— see the front page of today's Wall Street Journal for evidence (Builders
Downsize The Dream Home). Pure and simple — the days of impressing your
friends with the winding staircase are gone.

FED CAN'T RAISE RATES UNTIL AFTER 2011

The reason — there is a wave of mortgage refinancings coming in the housing
market for one, and not only that, but in the commercial space, there are 2.7
trillion of debt coming due through 2011 and another 1.5 trillion of leveraged
loans (see page 24 of Thursday’s FT). In other words, the default rate is going to
rise even further and the Fed tightening policy would only aggravate that situation.
In other words, the Fed is simply immobile for at least the next two years.
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MA AND PA KETTLE STILL LEANING TOWARDS INCOME

It is becoming increasingly obvious that the household sector, burnt twice by two
bubbles seven years apart, are simply not biting this time. Once again, equity
funds suffered a $4.7 billion net outflow last week. At the same time, bond
funds saw a $7.5 billion inflow (on top of $10.2 billion on the last week of
October) and an additional $358 million went into hybrids.

This appears to be a conscious effort by the general public to allocate their
assets towards the fixed-income market, where they are underweight (as we
have argued in the past). While the supply of bonds is clearly booming, guess
what? So is the demand, which is why Treasuries and the like have managed to
retain a constructive tone for much of the past six months. For more on this
phenomenon, see Treasury Hunger Remains Fierce on page C12 of today’s WSJ.

STIMULUS, WHAT STIMULUS?

Fully nine states are in fiscal distress and only two have balanced budgets. States
like Michigan are planning 20% budget cuts for the coming year. Indiana is
planning a 10% spending cut in light of a 7.4% YoY revenue decline. How can the
economy really be out of recession if government revenues are still deflating?

The states are filling around 40% of their fiscal gaps with the federal stimulus (so
much for spending on “shovel ready” infrastructure projects). Even after the fiscal
help from Washington, the state governments will still face a projected deficit of
$142 billion for 2011 (versus $113 billion in 2010). All in, the restraint in the
state and local government sector is estimated to drain a full percentage point
from U.S. GDP growth in 2010 and more than fully offset the stimulative efforts
from Washington. The U.S. economy is more likely to post growth of little more
than 2% next year than the 5% currently being discounted by the equity market.

DEFLATION, NOT INFLATION

There is no doubt that the government is massively reflating and there is little
doubt that after socializing the private sector debt morass, the Fed is going to
monetize the blow-up in the public sector balance sheet. But reflation will not turn
into outright inflation until both the savings rate and unemployment rate both peak
out and roll over on a sustained basis. The article on page A7 of the WSJ, in case
you missed it, is a must-must read (Returning Workers Face Steep Pay Cuts).
There can be no inflation if wages (not to mention rents and credit) are deflating.
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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, 2009, the Firm
managed assets of $5.0 billion.

Gluskin Sheff became a publicly traded
corporation on the Toronto Stock
Exchange (symbol: GS) in May 2006 and
remains 65% 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

1 million invested in our Canadian Value
Portfolio in 1991 (its inception date)
would have grown to s15.5 million” on
September 30, 2009 versus $9.7 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 s1r.2 million
USD” on September 30, 2009 versus $8.7
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
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Our investment
interests are directly

p ! ; aligned with those of
have attracted “best in class” talent at all ] .
our clients, as Gluskin
levels. Our performance results are those
Sheff’s management and

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, with the noted
addition of David Rosenberg as Chief
Economist & Strategist.

employees are
collectively the largest
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investment portfolios.

$1 million invested in our
Canadian Value Portfolio
in 1991 (its inception
date) would have grown to
$15.5 million2 on
September 30, 2009
versus $9.7 million for the
S&P/TSX Total Return
Index over the same
period.

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 Value and U.S. Equity portfolios, as applicable, and are presented net of fees and expenses.
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IMPORTANT DISCLOSURES
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Copyright 2009 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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