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FINANCIAL REVIEW AND RETURNS

1997 1996 1995 1994 1993
(in millions of dollars)
NET ASSETS
Investments at cost
Bonds 28,653 23,653 22,661 21,948 20,689
Shares and convertible securities 22,653 19,742 16,127 15,504 14,179
Mortgages 1,444 1,487 1,642 1,874 1,847
Real estate holdings 4874 4,375 3,424 2,412 2,094
Short-term investments 1,578 2,075 3,067 1,796 2,778
Securities acquired under reverse
repurchase agreements 1,673 1,324 62 - -
Total investments 60,875 52,656 46,983 43,534 41,587
Other assets and lighilities (5,508) (2,905) (657) 333 560
Total net assets at cost 55,367 49,751 46,326 43,867 42,147
Excessfair value over
cost of investments 8,244 7,463 4,859 993 4,970
Total net assets at fair value 63,611 57,214 51,185 44,860 47,117
DEPOSITORS' HOLDINGS
Government and Public Employees
Retirement Plan (unionized level) 22,781 19,828 16,690 13,706 13,524
Régie des rentes du Québec 15,838 15,660 15,361 14,409 16,401
Commission de la santé et de la sécurité du travail 6,883 5,705 4,962 4,219 4,315
Commission de la construction du Québec 6,128 5,568 4,943 4,264 4,360
Société de |'assurance automobile du Québec 6,027 5,543 4,974 4,692 5,710
Government and Public Employees
Retirement Plan (non-unionized level) 3,722 3,309 2,812 2,340 2,393
Fonds d'amortissement des régimes
de retraite gouvernementatix 1,232 1,088 939 803 -
Other depositors 1,000 513 504 427 414
Total depositors' holdings 63,611 57,214 51,185 44,860 47,117
NET DEPOSITORS' INCOME
Net income from investments 2,757 2,819 2,867 2,717 2,631
Accumulated gains and losses
on the sale of investments 3,726 2,213 1,212 166 1,358
Accumulated net income 6,483 5,032 4,079 2,883 3,989
Accumulated unrealized increase (decrease) in value 778 2,604 3,863 (3,975) 3,661
Total net depositors' income 7,261 7,636 7,942 (1,092) 7,650
Net depositors withdrawals 864 1,607 1,617 1,165 1,840
Figures prior to 1995 have not been restated to conform with the presentation of 1997.
1997 1993-1997 1988-1997
(5 years) (10 years)
Total return 13.0 125 11.1

Fair value - in percentage.

Total return is calculated using the time-weighted method.



PROFILE

A portfolio manager, the Caisse de dép6t et placement du Québec invests the funds entrusted to it by
Québec public pension and insurance plans as well as various public bodies. Since its creation by a special
act of the National Assembly in 1965, the Caisse has had the objective of achieving optimal financial
returns and contributing by its activities to the vitality of the Québec economy, while ensuring the safety of
the capital under management.

The various teams of professionals make an astute selection of investments and actively manage the Caisse
portfolio. In doing so, they make use of financial vehicles such as bonds, shares and convertible securities,
mortgages, real estate and short-term investments, and derivative products. Active on all major financial
markets, the Caisse ranks among the leading investors in the Canadian stock market and the largest
portfolio managers in North America. Through its real estate and private investment subsidiaries, it is also
one of the major sources of capital for private investments in Québec and North America.

Caisse operations extend to over forty countries on all five continents. Its principal place of business is
located in Montréal, a major financial centre, while its Québec regional network Acces Capital has over 10
business offices throughout Québec. In addition, the Caisse maintains representative and business offices
in various countries.



MESSAGE FROM THE CHAIRMAN
OF THE BOARD AND CHIEF EXECUTIVE OFFICER

In 1997, the management teams at the Caisse de dépét et placement du Québec achieved an overall
return of 13.0%, bringing the average annual return in recent years to 15.6% over three years, 12.5% over
five years and 11.1% over 10 years.

Because it is present in the world's most competitive financial markets, the Caisse had to contend
with considerable volatility in 1997. Although the U.S. economy, and consequently that of Canada,
experienced vigorous growth and low inflation, the Japanese economy was mired in a state of chronic
weakness. And while the United Kingdom again posted robust growth, the pace of the recovery in
continental Europe continued to be rather slow. Overall, the most significant event of the year was the
financial crisis in Southeast Asia. It was against this backdrop that the Caisse continued to invest the funds
entrusted to it, ensuring capital security, and to contribute to the vitality of the Québec economy. The past
year's results, like those of previous years, confirm that the Caisse is pursuing the right objectives: high
returns, financial soundness and an unwavering commitment to the economic vitality of its milieu.

For a third consecutive year, net income from investments, gains on the sale of investments and the
unrealized increase in the value of investments exceeded $7 billion, for a total of $22.8 billion for the last
three years. During this same three-year period, the Caisse paid its depositors $1,617 million,
$1,607 million and $864 million respectively, for a total of $4 billion more than it received in deposits. Total
net assets of the Caisse, that is, total assets less liabilities, rose from $44.9 billion at the start of 1995 to
$63.6 billion at fair value at the end of 1997, a remarkable record of growth.

For our portfolio managers, the challenge is to ride out market corrections in relative security while
capitalizing on opportunities to optimize returns, and to do so, as is currently the case, under economic
conditions which suggest that the high returns of recent years will be succeeded by more moderate ones,
considering the relatively low level of interest rates as well as the spectacular recent performance of North
American and European stock markets. The Caisse for this reason must act with a combination of
prudence and boldness, keeping its focus on the big picture as a medium-term investor, and acting
skillfully at the right time.

The asset mix was managed very actively in 1997. Although portfolio composition may have
fluctuated during the year, the relative weighting of equities, bonds, mortgages and other fixed-income
instruments varied only slightly between December 31, 1997 and the year-earlier date. The weighting of
the real estate sector, however, increased significantly. The asset mix was selected based on economic
forecasts, current conditions and the outlook for returns, as well as depositors' needs. Keeping equities at
the maximum level then permitted by law and allocating additional funds to the real estate sector were
wise decisions, as equities continued to offer the best returns during the year, in spite of some ups and
downs in certain markets, and the real estate sector generated excellent results.

The managers responsible for the fixed-income sector, in which risk is related to interest rates,
delivered remarkable returns on the bond, mortgage and short-term securities portfolios as a result of
active management and the high calibre of their expertise. The various teams all exceeded their target
returns in 1997.

Together, the management teams in Québec and Canadian equities outperformed their benchmark
index, notably on account of the management style for private investments, which returned 8.5% more
than the index.

In international equities, considering the cumulative market return, our managers were amply
rewarded for their bold move to increase the share of their investments in Europe and the United States,
markets which turned in very strong performances in 1997. Like most of the management portfolios in this



market, the U.S. equity portfolio was a scant few decimal points below its index, but the return obtained on
European markets was higher than targeted. In Japan, although a short-sighted view might have been to
underweight the portfolio more markedly compared to the index, the in-house management team
nonetheless succeeded in attaining a return substantially higher than that of the Tokyo index. The return
on international equity investments as a whole exceeded the index weighted according to its investment
mix on these markets.

Furthermore, the real estate portfolio made an important contribution to overall return at the Caisse
in 1997, as we had been anticipating for several years. It can therefore be affirmed that the kind of
diversification and active management advocated at the Caisse Real Estate Group and its affiliates were a
winning combination.

Private investment operations also generated noteworthy results. These operations account for an
increasingly large share of our portfolio and are becoming more and more important in our investment
philosophy. On December 31, the Québec and Canadian equity portfolios of the Caisse Private
Investments Group outperformed the indices. International equities, for their part, yielded a return of
21.9%. New investments during the year totalled $1.9 billion. Investing in Québec and Canadian
businesses and foreign funds in this manner is an excellent way to develop long-term relationships with
businesses and thus make a lasting contribution to their growth while maximizing returns. The
management and board of the Caisse are satisfied with the results achieved to date; they fully support the
growth of private investment portfolios at Group subsidiaries and are prepared to earmark the necessary
resources to this end.

At the same time, the Caisse is developing its national and international network, and in 1997
established a presence in Warsaw, Milan and Manila. In Québec, the Acceés Capital network now includes
11 investment companies in various regions. The Caisse intends to further expand its involvement with
businesses in 1998 by stepping up investment in areas such as the new economy and new technologies.
Expanding the Accés Capital network will help the Caisse get closer to small businesses in their start-up
phase and a new subsidiary will assist companies seeking to export their products and services. The needs
of mid-sized and large corporations will also be a special focus for the Caisse, corporations to which we
offer intelligent capital to carry out their projects, along with a portfolio comprised of equities and debt
securities, liquid securities and private investments. The growth in private investment activities and the
rise in demand for this type of financing have led us to review our client service and approach, and we
appointed a person responsible for relations with clients and examination of complaints. We also set up
Services financiers CDPQ), a financial sector investment company which has the additional objective of
increasing funds under management in Montréal and elsewhere in Québec by $15 billion over the next five
years.

The Caisse optimizes the return on its portfolio through active, dynamic management of its
investments, which translates notably into a diversification of asset classes and management styles,
sectorial specialization, increased tactical use of new financial products, effective administration of cash
resources and the introduction of new integrated management styles for investments.

Supporting the Caisse in its pursuit of excellence, the Québec National Assembly adopted certain
amendments to the incorporating Act of the Caisse on December 19, 1997. Among these were changes
allowing greater flexibility in decision-making and management with respect to portfolio mix. The Act
provides that equities may account for up to 70% of assets under management. As a result, the Caisse is in
a better position to act and react according to developments in financial markets and in the Québec
economy. In 1998, we plan to increase this asset class to approximately 45% of the portfolio at year end, in
order to be more able to take advantage of the long-term benefits of this investment vehicle. Furthermore,
the private investment subsidiaries are now allowed to hold an interest of more than 30% of the value of a
company under certain circumstances such as start-up, restructuring, transition and growth before an
initial public offering. These new provisions will undeniably help us to respond to our clients' needs and to
optimize our actions on the economic and financial front in order to better achieve our twofold mission.
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Today, what makes a successful portfolio manager is not just flexibility, but above all market
intelligence. That means being able to sift through a mass of data available to everyone, identify those facts
that are genuinely significant for the future, and then organize them into efficient, strategic information.
That is why the Caisse makes a point of staying on the leading edge of technology by allocating the
necessary resources to introduce new systems throughout the institution and developing various
information projects, not to mention preparations for the transition to the year 2000, to which we are
devoting our fullest attention and all the necessary resources. We trust that our concern in this specific area
is shared by all companies.

The Caisse must constantly ensure that it is keeping pace with rapidly changing markets. Each
management team therefore has an objective for excellence aimed at helping the Caisse become the leading
North American fund manager by the year 2000. In addition to completing and consolidating the
implementation of new investment and information management systems, we also intend to focus on
improving the way we do things by bringing in a continuous improvement programme. In this regard, the
Caisse received in 1997 certification of conformity to the strict international standards of the Association
for Investment Management and Research and carried out resource optimization exercises in the areas of
data processing services and quality of account rendering.

Leading the way towards excellence is the high calibre and expertise of our investment specialists,
who are close to their products, their markets and their clients, and the professionalism and dedication of
the members of all the other teams. The high quality of the results for the year and, even more importantly,
for the previous few years, illustrates the dedication, teamwork and drive to succeed of the entire team at
the Caisse and the subsidiaries in our financial group. The Board of Directors wishes to extend its warmest
thanks for the results achieved by each and every team and by each person individually.

I would also like to express my appreciation to the members of the boards of the subsidiaries and
affiliates for their invaluable assistance, their devotion and their strong public spirit, evidenced in their
willingness to shoulder a heavy workload.

Finally, I wish to thank the members of the Board of Directors of the Caisse for their contribution and
their unfailing support, particularly Mr. Michel Sanschagrin, who stepped down from the Board in 1997.
We extend a sincere welcome to our new Board members, Mr. Luc Bessette, President of the Commission
administrative des régimes de retraite et d'assurances, and Mr. Jean-Yves Gagnon, President and Chief
Executive Officer of the Société de I'assurance automobile du Québec.

G —_

Jean-Claude Scraire
Chairman of the Board and
Chief Executive Officer



ASSET ALLOCATION AND RETURNS

All major asset classes posted positive returns in 1997. Asset allocation nevertheless played a significant
role, as investments in stock markets and real estate were much more profitable than were activities in the
bond markets. The Caisse maintains its long-term orientation, which is to reduce the weighting of bonds
while increasing that of stocks and real estate investments.

1 | BREAKDOWN OF INVESTMENTS
as at December 31, 1997
fair value - in percentage

B Bonds and securities acquired under reverse repurchase agreements
B Canadian shares

46.9 .
B Foreign shares

B Real estate holdings

O Short-term investments

2254 62 OMortgages

In Canada, the bond market benefited from the continued deficit reduction measures, as well as from the
low inflation rate. Long-term rates dropped to a 30-year low of 6%. The drop in interest rates pushed
bonds up, and as a result the ScotiaMcLeod Universe bond index registered a 9.6% increase. In addition to
these factors, the active management of the Caisse bond portfolio resulted in an 11.2% return, bettering the
benchmark by 1.6%, an impressive result considering the weakness of interest rates.

In the last few years, mortgage portfolio operations concentrated on commercial loans, a wise choice
considering this type of mortgages has outperformed residential mortgages. The mortgage yield was
further improved by the movement in commercial rates, which have performed better than residential
mortgages. At 5.7%, the yield on the mortgage portfolio compares very favourably to the ScotiaMcLeod
mortgage index at 4.5%.

Returns on short-term investments were strongly influenced by the Bank of Canada's monetary policy.
Economic growth was strong in Québec in 1997, as it was in the rest of Canada, but the Canadian dollar
experienced a major drop against the U.S. currency. Faced with this set of conditions, the Bank of Canada
was in a position to favour a hike in short-term interest rates to support the Canadian dollar, without the
risk of triggering an economic recession. Accordingly, the three-month rate rose from 2.9% on January 1 to
4.0% at December 31. The Caisse short-term securities portfolio posted a return of 3.9%, against 3.2% for
the benchmark.

Overall, the Québec and other Canadian stock markets were spurred by strong economic growth in
conjunction with low inflation and low interest rates. This provided conditions for excellent corporate
profits, which pushed the TSE 300 index up to nearly 15%. However, sectorial returns showed significant
variances. The financial sector was strongly supported by low long-term interest rates and the growth in
bank profits, returning over 55%. On the other hand, the gold sector lost ground with the drop in gold
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prices and its return was - 43%. Judicious stock picking resulted in a 15.5% rate of return for the Caisse
portfolio.

For the third year in a row, the return of the U.S. stock market remained exceptionally high. Among the
Caisse major asset classes, the specific U.S. equities portfolio including shares and index units, at 29.9%,
accounted for the highest returns in 1997. Shares alone posted 30.0%, comparing favourably to the 30.1%
registered by the S & P 500 hedged index. The U.S. stock market was stimulated by good economic
growth, improved inflation projections and low interest rates. In addition, the Asian crisis, despite the
fluctuations it caused in most stock markets worldwide, had but one implication in the United States:
delaying a possible hike in interest rates.

The non-U.S. foreign equities portfolio, including stocks from Europe, Asia, the Far East and emerging
markets, generated an 11.2% return for the year. This overall result, however, hides major return variances
between countries. For example, the Italian, Swiss and German stock market indices all registered returns
in excess of 40%, while the Japanese market experienced a second difficult year in a row with a drop of
more than 20%. Despite this situation, Caisse managers were able to generate a higher return on their
foreign investments than the 10.2% benchmark.

The Caisse equities and bond portfolios also include private investments. In the last three years, the Caisse
was strongly committed to the growth of its private investments portfolio, which required the addition of
more professional resources than did investing in major markets. Rapid growth in investment subsidiaries
requires a parallel increase in the resources available to them to fulfill their mandate. This choice has
remained quite profitable in 1997, with the overall return on private investments, including debt securities
and shares, reaching 21.4%, well above the objectives.

The Caisse real estate portfolio underwent a dramatic turnaround, achieving a 20.4% return and bettering
its benchmark by 2.7%, represented by the MLH+A index, which finished 1997 positively with a 17.7%
yield. This strong growth comes in part from the securities held in the portfolio, including Bentall and
Cambridge. The increase in real estate values also had a positive impact on results. The portfolio returns
breaks down to 9.0% in current return and an increase in value of 11.4%.

The overall return of the Caisse for 1997 is 13.0%, making this the third consecutive year of very high
returns after inflation. These solid results also contributed to asset growth which rose from $44.9 billion at
the beginning of 1995 to $63.6 billion in 1997, an increase of almost $20 billion in only three years. The

2 | CAISSE RETURNS
in percentage

1997 1993-1997 1988-1997

(5 years) (10 years)
Bonds 11.2 115 12.1
Canadian shares 155 17.0 11.3
U.S. shares 29.9 - -
Other foreign shares' 11.2 10.8 8.4
Mortgages 5.7 8.8 10.7
Specific real estate investments portfolio 20.4 4.1 29
Short-term investments 3.9 5.7 -
TOTAL RETURN? 13.0 125 111

! Dataprior to April 1994 includes U.S. shares.

% Thetotal return includes results of tactical currency transactions, tactical and strategic investments, as well as cash management
operations.



Caisse's overall mid- and long-term returns are also high after inflation. In fact, the five-year return
reached 12.5% and the ten-year return, 11.1%.

When it comes to returns, the Caisse has set itself the objective of doing better than the benchmark in all
markets and in each asset class. Specifically, the benchmarks that apply to the Caisse portfolios are:
ScotiaMcLeod Universe for bonds, ScotiaMcLeod-Mortgage (3 years), the Canadian TSE 300 stock index,
the MLH+A real estate index, the Scotia McLeod-Canadian T-bills (91 days) and the following foreign
indices, which are all hedged: S & P 500, MSCI - EAFE and MSCI - EMF.

The Caisse achieved its overall objective in 1997. Not only were returns well above the benchmarks, but
the overall portfolio generated added value in excess of objectives.
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3 |FINANCIAL INDICES
in percentage

1997 1993-1997 1988-1997
(5 years) (10 years)
BONDS
ScotiaMclLeod Universe 9.6 10.9 11.6
ScotiaMcLeod Medium-Term 9.7 11.2 11.8
Salomon Brothers Canada® 9.7 104 -
CANADIAN EQUITIES
TSE35 16.4 17.9 113
TSE 100 15.0 17.4 1.1
TSE 200 14.9 18.2 10.2
TSE 300 15.0 175 11.0
XXM - Montréal 17.9 17.4 117
MSCI - Canada’ 18.3 17.8 111
LBG Québec small caps 30.1 16.1 n.a
FOREIGN EQUITIES
S& P500°
Hedged® 30.1 20.1 19.3
Unhedged 39.2 232 19.2
MSCI - us®* 34.1 20.9 18.4
Dow Jones”* 24.9 22,0 18.6
NYSE>*° 30.3 16.3 14.0
Wilshire 5000”* 29.2 16.7 14.4
MSCI - EAFE + EMF® 10.2 10.6 55
MSCI - EAFE
Hedged® 12.6 137 8.9
Unhedged 6.3 14.1 73
Financial Times World, excluding U.S>* 11.5 117 75
CAC 40 - France”* >’ 29.5 101 116
DAX - Germany® *® 47.1 24 15.6
FT-SE 100 - United Kingdom®*° 24.7 125 116
NIKKEI 225 - Japan™*° (21.2) (2.1) (34)
REAL ESTATE SECTOR
Mortgages
ScotiaMcLeod - residential mortgages (1 year)® 4.2 6.6 8.7
ScotiaMcLeod - residential mortgages (3 years)® 45 85 10.3
Real estate investments
MLH+A® 17.7 0.2 3.1
SHORT-TERM INVESTMENTS
ScotiaMcLeod - Canadian Treasury bills (91 days) 3.2 53 7.8

! Remaining maturities of at |east one year.

2 Without witholding taxes for foreigners not benefiting from any double taxation treaty.
® Hedged against foreign currency risk.

* Local currencies.

® Price index.

® Data prior to January 1991 does not include hedging against foreign exchange risk. The MSCI-World index is used for periods

prior to April 1994, and the MSCI-EAFE is used for the period from April 1994 to December 1995.

" Includes the MSCI - France index return for the first six months of 1987.
® Does not account for non-performing loans or foreclosures.
® Prior to 1993, the reference index was the Frank Russell Canada.
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OPERATIONS - CORE PORTFOLIOS

FIXED INCOME AND CURRENCIES

On December 31, 1997, the total fair value of the bond and short-term investment portfolios stood at $32.6
billion. The securities included in these portfolios are managed mainly by the fixed income and currencies
management team.

The Caisse traded $13 billion in Québec and Hydro-Québec bonds in the secondary market, against

$13.9 billion in 1996. In 1997, Québec securities accounted for over 60% of the bond portfolio. The average
daily transaction volume in the primary and secondary bond markets of issues denominated in Canadian
dollars was $491 million in 1997, compared with $438 million in 1996. Investments totalling $1 billion were
made during the year in the primary market for Québec government securities.

By year end, the fair value of the short-term investments portfolio was $1.6 billion, including 35% in
Québec securities. Transaction volume was $223.4 billion, an 8% decrease compared to the $242.5 billion
recorded in 1996. All transactions on derivative products and discount securities were conducted in the
Montréal market, through the local offices of Canadian chartered banks and brokers operating in
Montréal. The Caisse remained very active in derivative products traded on the Montréal Exchange.

By the end of the fiscal year, the currencies portfolio represented close to US$8.6 billion and hedged almost
all foreign investments. The Caisse traded in foreign currencies for a total of $448 billion against

$262.4 billion in 1996. Almost 75% of foreign exchange transactions in 1997 were made through institutions
established in Montréal.

4 SUMMARY OF BOND PORTFOLIO
as at December 31, 1997
in millions of dollars

Fair value Average Average Modified
Securities nominal rate’  maturity'  duration’
$ (%) (%) (years)  (volatility)
Domestic
Government issued
Gouvernement du Québec 10,835.3 34.95 8.03 8.48 5.44
Government of Canada 9,497.9 30.64 7.02 7.24 473
Other governments 652.9 211 7.16 19.72 10.02
Government guaranteed
Gouvernement du Québec 5,305.5 17.11 7.26 12.64 7.42
Government of Canada 112.7 0.36 10.50 10.81 6.86
Other governments 251.3 0.81 8.06 471 3.92
Guaranteed by grants, municipalities
and school boards 2,0224 6.52 10.68 5.89 4.68
Corporate 1,243.9 4.01 6.42 7.23 455
29,921.9 96.51 7.58 8.79 5.54
Foreign
U.S. Government 715.1 231 5.80 401 2.69
Other 364.5 1.18 472 14.22 5.30
31,001.5 100.00 7.49 8.74 5.47

! Weighted as per nominal value.
% Weighted as per fair value.
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The active management of bonds and money market instruments consists mainly in obtaining optimal
returns from the multiple fluctuations in interest and foreign exchange rates. That is why the Caisse
selected a new name for this major sector, since Fixed Income and Currencies more accurately describes the
scope of its operations. It also speaks of the firm intention of the Caisse to integrate within its active
portfolio management the latest financial products and techniques which have erased traditional market
borders. This integration allows managers to pursue more business opportunities and to do so in an
innovative manner.

The bond market

Lower inflation projections in the U.S. market

High growth in demand in the United States at the beginning of the year resulted in a tighter monetary
policy. The Federal Reserve increased federal fund rates from 5.25% to 5.50%, thereby affecting the 30-year
bond rate which jumped from 6.50% to 7.20% in mid-April.

Restrained inflation, the financial crisis in southeast Asia in the second half of the year, and a preference
for quality securities shown by investors were all factors in the slide in 30-year U.S. treasury bond rates,
which were down to 5.92% at the end of the year. This decrease in long-term rates was the surprise of 1997.

Narrowing of spreads between U.S. and Canadian securities

The less expansionist monetary policy adopted by the Bank of Canada translated into higher short-term
interest rates, while the improvement in the financial position of governments and the low inflation
resulted in lower long-term rates. As a result, the curve structure between 2-year and 30-year bond rates
flattened by more than 250 basis points.

Canadian bonds produced much higher returns than did U.S. bonds. At the end of the year, 10-year
Canadian bonds were 13 basis points below their U.S. counterparts, while 30-year bonds were only 4 basis
points higher than their U.S. equivalent. In other words, the 10-year Canadian bond rate had started the
year at 6.41% to end it at 5.61%, while the 30-year bond rate had dropped from 7.05% to 5.96%.

Slight decrease in spreads on Québec bonds

Demand was high in the provincial bond market at the beginning of 1997. The deficit reduction trend in
Québec and other provinces was maintained throughout the year, causing lower growth in the supply of
securities. This, combined with an overall decrease in rates, created a preference for higher-yield securities,
a trend favouring Québec issues.

5 | ACQUISITIONS OF NEW BONDS ISSUED BY
THE GOUVERNEMENT DU QUEBEC AND THE QUEBEC PUBLIC SECTOR IN 1997
par value - in millions of dollars

Gouvernement du Québec Hydro-Québec Total
Issued Acquisitions Issued Acquisitions Issued Acquisitions
®) ®) (%) ®) ® (%) ® ®) (%)
Canadian market 5,734.8 1,000 174 861.5 - - 6,596.3 1,000 152
World market - - - - - - - - -
Other markets' 4,642.9 - - 11250 - - 57679 - -
Total 10,377.7 1,000 9.6 1,986.5 - - 12,364.2 1,000 8.1

! |ssuesin various currencies or in Canadian Eurodollars.
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By mid-year, this trend lost strength, finally reversing itself in the third quarter. Uncertainty regarding the
viability of Ontario Hydro's nuclear power plants and profit-taking on bond issues by many institutional
investors resulted in a slight widening of spreads in Québec.

Crisis in Asia and interest rate convergence in Europe

Bonds in emerging markets experienced a very productive period from April to mid-October. However, a
large portion of the gains posted during the year in Asia, South America and Eastern Europe were
diminished in October by the sharp decline in Asian markets.

The JP Morgan Emerging Markets Bond Index rate rose from 9.30% at the beginning of October to 12.87%
by mid-November 1997. This caused the rate differential with the 30-year U.S. bond index to grow from
310 to 677 basis points. As a consequence, international markets were strongly influenced by fluctuations
in Asian securities.

In Europe, the year was marked by a general drop in interest rates and in the spreads between several
countries. Although this can be attributed to a convergence in their economic performances, the
approaching monetary union remains the major driving force.

The newly independent status of the Bank of England, along with predictions of an economic slowdown,
considerably narrowed the spread between British and German bond rates, in spite of the reticence of the
new British government toward entering the monetary union.

Bond market strategies

The 2- to 30-year gradient in the yield curve began the year at a very high level of 330 basis points. Caisse
managers tried to take advantage of this situation by overweighting the portfolio with long-term bonds.
The operation was successful, as the curve only showed a 75 basis points gradient by the end of the year.

Strategies were implemented to take advantage of the decrease in rates:

buy positions based on anticipations of a decrease in rates. This is the usual strategy used by portfolio
managers;

option positions based on anticipated rate fluctuations in a predetermined range and over a specific
period.

The Caisse has developed very sophisticated analytical methods for the Canadian government bond
market in order to take advantage of arbitraging opportunities in the bonds' yield curve.

The fixed income and currencies management team has also created a portfolio with a fair value of $665
million including debt securities from several Québec and other Canadian-based companies. Bonds issued
by the owners of Promenades Saint-Bruno, Galeries d'Anjou and Eaton Centre, among others, were
purchased in 1997.

During the year, managers also looked into a market sector where they had not been very active in the
past, that of transactions on low face-value bonds, ranging from $100,000 to $500,000. This foray was
profitable, generating profits in excess of $100,000, while increasing our presence in Montréal's financial
marketplace.

In addition, the financial engineering group focused on investment vehicles requiring quantitative analysis
or a review of components, such as interest rates, foreign currency and credit derivatives, and products
such as structured bonds and securitization blocks.
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Dynamic and integrated bond management

In keeping with the goal of optimizing returns and studying markets more closely in search of new
opportunities, the Caisse implemented a management structure designed to integrate a network of
portfolios, each with a specific objective.

This type of management is based on responsible, autonomous specialized units grouped by sectors:
Québec government bonds, Canadian government bonds, U.S. government bonds, other foreign bonds,
highly-rated corporate bonds, high-yield corporate bonds, or specific activities such as financial
engineering, security borrowing and lending, and short-term investments.

This dynamic structure enhances development of expertise, diversification of styles and easier transfers
between portfolios to optimize profitability, allocate and control risk, and measure contribution to return.

Risks and returns associated with each portfolio are controlled and assessed by a specialized group
working independently from the Fixed Income and Currencies team.

Money market: higher interest rates

Canadian short-term interest rates went up in 1997. Three-month treasury bills rose from 2.90% to 4.0%,
while the 12-month bond rate increased from 3.70% to 4.99%. This hike is due in part to the depreciation of
the Canadian dollar against its U.S. counterpart and a healthy Canadian economy. The Bank of Canada
raised the discount rate four times during the year, including one of 100 basis points in the fourth quarter,
setting it at 4.50% by year end.

Strategies

The major drop in new Canadian treasury bill issues caused a drop in the liquidity of these securities in the
secondary market. Managers reacted by being more active in the under-2 year bond market and on
forward contracts traded on the Montréal and Chicago exchanges. In 1997, the Caisse traded 114,505 BAX
contracts in Montréal and 56,823 Euro-US contracts in Chicago.

6 | CHANGES IN YIELD ON
TREASURY BILLS IN 1997
in percentage
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Foreign exchange markets: a strong US dollar

The Canadian dollar confounded every projection made for 1997. Worth mentioning, however, is that, on a
traded-weighted basis with the major industrialized countries, the Canadian currency did in fact
appreciate by 7.8%. Yet while several experts were predicting a firming up of the Canadian currency, it
dropped by 4.3% against the US dollar to close the year below US$0.6950. The lack of interest by investors
in the Canadian dollar can be explained by the decision of the Bank of Canada to keep its discount rate
lower than the U.S. rate, the Asian crisis and the heavy bond repayment schedule.

The US dollar appreciated markedly against all major currencies. In Europe, the Deutschmark dropped by
16.7% against the US dollar, to close 1997 at US$1.7986, in a year marked by very high volatility.

Interest rate convergence linked to the march towards the Euro contributed to a drop in exchange volatility
in several cross rates in Europe.

The Asian crisis caused a major depreciation of the currencies of Malaysia, Thailand, Indonesia and Korea