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What’s been driving oil and gas stocks?

Oil and gas equities have performed extremely well over the past five weeks with the S&P Energy Index up 22.5%. The
index recently tested the lows set in November 2008 and has bounced back with a vengeance. This corresponds with a
39.0% rebound in the spot price of oil over that same period, from US$37.54 to over US$52.00 per barrel, and a 6.4% rise
in natural gas spot prices. Energy has certainly been one of the leading sectors helping to drive this current rally in the
overall TSX Composite (up 15% over the past five weeks). From our observations, this strength can be attributed to
several factors including:

Inventory data released by the Department of Energy in the U.S. towards the end of February and in the first half
of March helped to support the price of oil. While the weekly data points can be rather volatile in nature, some
trends alluded to recovering motor gasoline demand (reflective of lower prices at the pumps) and modest crude oil
stock draws relative to expectations.

Leading up to the OPEC meeting in Vienna on March 15, speculation was that the organization would cut
production by as much as one million barrels per day. Lower supply would have certainly supported a firmer oil
price. Counter to expectations, however, OPEC chose to maintain its quotas. Nonetheless, the market reaction to
this was rather muted as the decision appeared to be more semantic in nature, as the organization already had the
capacity to eliminate a further one million barrels per day of production under existing agreements.

On March 18, the Federal Reserve announced plans to buy up to US$300 billion in longer-term Treasuries and
purchase up to an additional US$750 billion of mortgage-backed securities. This had a number of implications for
the market including: i) pressure on the U.S. dollar as the Fed continues to stretch the country’s balance sheet ii)
increased inflationary concerns, thereby benefitting commaodities (normally priced in U.S.$), and iii) provided a
glimmer of hope for the global economy as the Fed and U.S. government remain committed to providing
economic stimulus.
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= With the price of oil having declined from a peak of approximately US$146 per barrel last year to levels not seen
since 2004, there have been an increasing number of oil and gas companies announcing capital spending
curtailments that will ultimately constrain supply over the medium term. Accordingly, for investors with a longer
term view, the argument is that once the economy begins to recover, the rise in demand will outpace supply
capabilities of producers.

= The recent merger announcement between Suncor (SU) and Petro-Canada (PCA) has spurred rampant speculation
of merger and acquisition (M&A) activity within the Canadian energy sector. The mega deal has created a sense
of euphoria among the media and certain investors over the attractiveness of Canada’s resources and the appeal of
“suppressed” valuations in the sector.

= Based on historical data, oil and the corresponding energy sector typically experience seasonal strength from
March to June. One explanation for this trend is that refiners often use this time period to complete their annual
maintenance activities and to convert facilities to gasoline production for the peak summer season from heating
oil production for the winter. As well, given the reliable track record of this seasonal trend, perhaps one can
attribute such a move to general market psychology.
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Highlighting the risks

With the tailwind of a weakening U.S. dollar, M&A speculation across the industry, and general seasonality, oil and gas
stocks can certainly continue their upward movement. Momentum should not be underestimated and irrationality can
linger much longer than expected as we have clearly witnessed this past year. At some point, however, share prices
eventually realign with fundamentals and valuation. A lot of speculative premiums and positive news have arguably been
priced in to share prices at current levels and as such, we highlight a number of potential risks associated with
aggressively buying these stocks today:

= On the supply side of the equation, there are countless opinions out there on the break-even price of oil as well as
peak oil theory (whereby oil prices are expected to spike given that oil resources are depleting at an irreversible
rate). Some will argue that oil was well oversold and that this bounce is merely a ‘normalization’ process.
Irrespective of where the price of crude is “supposed” to be, in looking at the relative performance of the
commodity versus the equities, we see that the correlation between the price of crude and energy-related equities
has broken down over the past two years. Therefore, looking ahead, the direction of the oil price may not
necessarily dictate the direction of the related stocks given the volatility of financial markets.

Ratio of S&P/TSX Energy Index vs. US WTI Spot Price
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= Demand will invariably fluctuate (ie. current rise in gasoline demand) but the underlying issue driving the overall
trend is a weak economy. Despite some better-than-expected housing and wholesale numbers over the past few
weeks, most would agree that a few data points do not make a trend. There remains abundant risk in the market
with unemployment potentially reaching double-digit levels, the continued struggles in the financial sector, and a
retrenching consumer burdened by high debt levels and falling home prices. The economy, and therefore the
fundamental picture for oil demand, has not improved over the past several months, in our opinion.
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= The Canadian energy sector includes a fair number of players focused on natural gas production. The outlook for
natural gas remains soft based on weak end markets, strong supply, and the expectation of large LNG imports
(refer to Scotia Capital’s publication on March 12" titled “North America Has a Gas Problem”). Inventory data
released by the U.S. Department of Energy has not been supportive of natural gas prices neither as they remain
29.0% above 2008 levels and 20.4% above the 5-year average.

= The recent strength in the price of energy stocks can be partly attributed to a weakening U.S. dollar and M&A
speculation as opposed to a true fundamental trade. In terms of the former issue, since oil is priced in U.S. dollars,
the weakening greenback increases demand for the commodity. However, offsetting some of this benefit is that
most Canadian oil and gas companies report financials in Canadian-dollars and as such, there could be a negative
translation effect for any unhedged sales. On the latter issue, M&A speculation and the inherent take-out premium
often comes and goes but it is important to be mindful of the economic and credit environment we are working
under. Tight credit conditions, extreme focus on balance sheets, conservative and prudent growth aspirations, are
certainly not conducive to a significant number of mergers and acquisitions.

Summary

We remain constructive on the energy sector over a longer-term horizon. The operating landscape in Canada is attractive
and a number of the Canadian companies represent world-class assets, in our opinion. However, over the near term, we
are cautious of current valuations as a fair bit of speculative premium is already reflected in the share prices. We recognize
the merits of a short-term momentum trade (ride the winners!) but purely from a fundamental perspective, we believe the
risk-reward proposition of the sector has become somewhat uninspiring at current levels and continue to recommend
underweighting the sector in equity portfolios.
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Definition of Scotia Capital Equity Research Ratings & Risk Rankings

We have a three-tiered rafing system, with ratings of 1-Sector Qutperform, 2-Sector Perform, and 3-Sector Underperform. Each analyst
assigns a rating that is relative to his or her coverage universe.

Cur risk ranking system provides transparency as to the underlying financial and operational rizk of each stock covered. Statistical and
Judgmental factors considered are: historical financial results, share price volatility, liquidity of the shares, credit ratings, analyst forecasts,
consistency and predictability of eamings, EPS growth, dividends, cash flow from operations, and strength of balance sheet. The Director of

Research and the Supervisory Analyst jointly make the final determination of all risk rankings.

Ratings

Rizsk Rankings

1-Sector Qutperform
The stock is expected to cuiperform the average total retum of the
analyst's coverage universe by sector over the next 12 months

2-Sector Perform

The stock iz expected to perform approximately in line with the
average total return of the analyst's coverage universe by sector
over the next 12 months.

3-Sector Underperform
The stock is expected to underperform the average total return of
the analyst's coverage universe by sector over the next 12 months.

Other Ratings
Tender — Investors are guided to tender fo the fterms of the
takezover offer.

Under Review — The rating has been temporarily placed under

review, unfl sufiicient information has been received and
assessad by the analyst

Low
Low financial and operational risk, high predictability of financial
results, low stock volatility.

Medium
Moderate financial and operational risk, moderate predictability of
financial results, moderate stock volatility.

High
High financial andior operational risk, low predictability of financial
results, high stock volatility.

Caution Warranted
Exceptionally high financial andfor cperational risk, exceptionally low
predictability of financial results, exceptionally high stock volatility. Faor risk-
tolerant investors only.

Venture
Risk and refurn consistent with Venture Capital. For risk-tolerant
investors anly.

Scotia Capital Equity Research Ratings Distribution™

Distribution by Ratings and Equity and Equity-Related Financings*
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Source: Scofia Cagital.

Percentage of companies covered by Scofia Capital Eguity
Research within each rating category.

Percentage of companies within each rating category for which
Scotia Capital has undertaken an underwrting liability or has
provided advice for a fee within the last 12 months.

For the purposes of the ratings distribution disclosure the NASD requires members who use a ratings system with terms different
than “buy,” “holdineutral” and *sell.” fo equate their own ratings into these catagories. Cur 1-Sector Oufperform, 2-Sector Perform,
and 3-Sector Underperform ratings are based on the criteria above, but for this purpose could be egquated to buy, neutral and sell

ratings, respectively.
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The author(s) of the report own(s) securities of the following companies.

None.

The supervisors of the Portfolio Advisory Group own securities of the following companies.

Petro-Canada,

The CEO and President of Petro-Canada is a director of The Bank of Nova Scotia. Petro-Canada

The Fundamental Research Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s) under his/her coverage: Petro-
Canada

The Head of Equity Research/Supervisory Analyst, in his/her own account or in a related account, owns securities of the following issuer(s): Petro-Canada, Suncor
Energy Inc.

Within the last 12 months, Scotia Capital Inc. has undertaken an underwriting liability with respect to equity securities of, or has provided advice for a fee with respect
to, the following issuer(s): Petro-Canada, Suncor Energy Inc.

The President & CEO of Empire Company Limited is a director of The Bank of Nova Scotia. Empire Company Limited

The Fundamental Research Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s) under his/her coverage: Bank
of Montreal, Bank of Nova Scotia, IGM Financial Inc., Power Corporation of Canada, Power Financial Corporation, Royal Bank of Canada, Sun Life Financial
Inc., The Thomson Corporation, Toronto-Dominion Bank

The Head of Equity Research/Supervisory Analyst, in his/her own account or in a related account, owns securities of the following issuer(s): ATCO Ltd., Bank of
Montreal, Bank of Nova Scotia, Canadian National Railway Company, Canadian Utilities Limited, Enbridge Inc., Great-West Lifeco Inc., H&R REIT, Metro Inc.,
Power Corporation of Canada, Power Financial Corporation, Rogers Communications Inc., Royal Bank of Canada, Shoppers Drug Mart Corporation, Sun Life
Financial Inc., The Thomson Corporation, Toromont Industries Ltd., Toronto-Dominion Bank, TransCanada Corporation

The Portfolio Strategist/Associate, in his/her own account or in a related account, owns securities of the following issuer(s): National Bank, Sun Life Financial Inc.,
Toronto-Dominion Bank

The Quantitative Analyst/Associate, in his/her own account or in a related account, owns securities of the following issuer(s): Royal Bank of Canada

The issuer paid a portion of the travel-related expenses incurred by the Fundamental Research Analyst/Associate to visit material operations of the following issuer(s):
Canadian National Railway Company

Scotia Capital Inc. and its affiliates collectively beneficially own in excess of 1% of one or more classes of the issued and outstanding equity securities of the following
issuer(s): AGF Management Limited, Bank of Montreal, Canadian National Railway Company, Canadian Utilities Limited, Enbridge Inc., Great-West Lifeco Inc.,
IGM Financial Inc., National Bank, Power Corporation of Canada, Power Financial Corporation, Royal Bank of Canada, Sun Life Financial Inc., The Thomson
Corporation, Toronto-Dominion Bank, TransCanada Corporation, Yellow Pages Income Fund

The Bank of Nova Scotia (“the Bank™) is the parent company of Scotia Capital Inc. (“SCI™). This Report includes comparative information regarding a substantial
number of competitors of the Bank where such comparable information is known or ascertainable by SCI and in equal prominence to the information in respect of the
Bank. Bank of Nova Scotia

The Fundamental Research Analyst/Associate has visited material operations of the following issuer(s): The Thomson Corporation, Yellow Pages Income Fund
Within the last 12 months, Scotia Capital Inc. has undertaken an underwriting liability with respect to equity securities of, or has provided advice for a fee with respect
to, the following issuer(s): Bank of Montreal, Bank of Nova Scotia, Empire Company Limited, Enbridge Inc., H&R REIT, Royal Bank of Canada, Sun Life
Financial Inc., TransCanada Corporation, Yellow Pages Income Fund

Scotia Capital is a member of the Canadian Investor Protection Fund (CIPF). ScotiaMcLeod is a division of Scotia Capital Inc. (-:SCI-). This report
has been prepared by SCI on behalf of the Investment Executive. Opinions, estimates and projections contained herein are our own as of the date
hereof and are subject to change without notice. The information and opinions contained herein have been compiled or arrived at from sources
believed reliable but no representation or warranty, express or implied, is made as to their accuracy or completeness. Neither SCI nor its affiliates
accept liability whatsoever for any loss arising from any use of this report or its contents. This report is not, and is not to be construed as, an offer to
sell or solicitation of an offer to buy any securities and/or commodity futures contracts. SCI, its affiliates and/or their respective officers, directors or
employees may from time to time acquire, hold or sell securities and/or commodities and/or commodity futures contracts mentioned herein as
principal or agent. SCI and/or its affiliates may have acted as financial advisor and/or underwriter for certain of the corporations mentioned herein
and may have received and may receive remuneration for same.

The content may have been based, at least in part, on material provided by Credit Suisse First Boston Corporation ("CSFB"), our correspondent
research service. CSFB has given ScotiaMcLeod general permission to use its research reports as source materials, but has not reviewed or
approved this report, nor has it been informed of its publication. CSFB may from time to time have long or short positions in, effect transactions in,
and make markets in securities referred to herein. CSFB may from time to time perform investment banking or other services for, or solicit
investment banking or other business from, any company mentioned in this report.

This research and all the information opinions and conclusions contained in it are protected by copyright. This report may not be
reproduced in whole or in part, or referred to in any manner whatsoever, nor may the information, opinions, and conclusions
contained in it be referred to without in each case the prior express consent of SCI. SCI is a wholly owned subsidiary of a Canadian
chartered bank. SCI is a member of The Securities and Futures Authority Limited E&O.E. U.S. Residents: Scotia Capital (U.S.A) Inc.
(-SCUSALI), a wholly owned subsidiary of SCI, accepts responsibility
for the contents herein, subject to the terms and limitations set out
above. Any U.S. person wishing further information or to effect
5 SCOtiCIMCLEOdm tzrie\;s:zazc;l%g% é)n any security discussed herein should contact SCUSAI at




