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Executive Summary 
2007 Winter Outlook 
Stewart Hunt — Managing Director, Portfolio Advisory Group 

As we close out 2006 it is hard to believe we have concluded 4 consecutive years of double-digit 
returns for the TSX Composite Index. Over the same period we have witnessed positive fixed income 
returns albeit not in the double-digit category. Investors who have been involved in the equity 
markets and positioned in Financials, Energy and Materials have been rewarded as these three sectors 
contributed 89% of the 14.6% annual return of the TSX in 2006. So where do we go from here? 
Based on Scotia Capital’s equity targets and Scotia Economics interest rate forecast, 2007 looks to be 
another year of positive market returns. Portfolio Strategist Vincent Delisle is forecasting total returns 
of 10% for the S&P 500 (in Canadian dollars), 5% for the S&P/TSX, 6% for Canadian bonds and 4% 
for cash. While not the double-digit returns of the past 4 years, investors look to be rewarded with 
positive returns.  

We see the key to maintaining positive investment returns in 2007 as proper sector allocation, in 
addition to stock selection, within these sectors. Scotia Economics is calling for the Bank of Canada 
(BoC) to cut interest rates by 50 basis points between now and the end of the year and is forecasting 
the U.S. Federal Reserve (Fed) to reduce their target interest rate by 75 basis points over the same 
period. As a result, we believe Financials, Utilities/Pipelines, Telecom and Consumer Staples should 
be the focus with their attractive dividend yields and low earnings risk. With interest rates expected to 
move lower this should bode well for the bond market. We are recommending our clients to extend 
the duration of their fixed income position to take advantage of the downward move in rates.  

From my perspective, I will follow a little of the markets recent history. Over the past 5 years interest 
rates in North America have peaked in the spring. This has coincided with a brief period of profit 
taking in the equity market. Last year at this time we anticipated further interest rate hikes by the BoC 
and the Fed as they curbed the threat of inflation. Although crude oil prices and gold sky rocketed, the 
impact on inflation never materialized. Once the crude oil and gold price came back to reality, the 
BoC and Fed placed interest rates on hold, supporting the market through the summer and fall. 
Interestingly, the comments out of the U.S. Federal Reserve are back to inflation as the housing 
market seems to have stabilized and the impact of lower oil prices reduces the effect of higher interest 
rates. Bond yields have moved higher, stocks continue to do well as the economy looks to be in 
reasonably good shape. What will be the catalyst? Global economic slowdown caused by rates rising 
in Europe and Asia? Overvalued markets? It is hard to predict. But if history repeats itself prepare to 
buy bonds in the spring, ride a bit of an equity roller coaster and watch the market bounce back with 
positive returns at the end of the year.  

In the following articles, our team of experts provide their thoughts and insights. Here are some of  
the highlights: 

 Vincent Delisle continues to forecast positive returns from equities, bonds and cash in 2007. 
However, he has shifted 2% of his asset allocation from Canadian equities into Canadian bonds. 
His recommended weighting in equities is 64% (17% TSX, 25% S&P 500 and 22% EAFE) bonds 
increase to 31% and cash is unchanged at 5%. 

 Gareth Watson believes the opportunity for relative higher Canadian equity returns will depend 
more on stock selection then on sector allocation as stock performances within sectors could vary 
by a larger degree. He also believes Merger and Acquisition activity will remain active in Canada. 
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 Andrew Pyle discusses the issues of lower crude oil prices on the Canadian and U.S. economies. 
He believes crude oil in the US$55-60 / barrel range could represent a ‘sweet spot’ for Canadian 
growth, where global growth is maintained, the Canadian dollar does not get over valued and 
trade expands. 

 Paul Danesi provides suggestions for investors wishing to get more of an international exposure 
into their portfolio. He discusses the merits and limitations of American Depository Receipts and 
Exchange Traded Funds (ETFs) and provides 3 ETF portfolios for investing consideration. 

 Based on Scotia Economics interest rate forecast and in support of Vincent Delisle’s shift in assets 
from Canadian equities into Canadian bonds, Joey Mack provides his thoughts on the fixed income 
market. He recommends investors extend the duration of fixed income investments and either 
maintain or increase current exposure to bonds. 

 Katie Tabesh provides a comprehensive review of the Income Trust market in the aftermath of the 
Tax Fairness Plan presented by Federal Finance Minister Jim Flaherty. Katie outlines the key 
features of the plan, explains the market reaction and an investment strategy in the new trust 
environment. If you own income trusts in your portfolio, or were looking at investing in this 
market, Katie’s article is worth taking the time to read. 

 Our mutual fund research team introduces their 2007 mutual fund recommended list. They 
highlight five additions to the list including a fund providing exposure to the real estate category. 

 In our product feature article, Susan Forint, ScotiaMcLeod Manager Insurance, highlights the 
investment merits of the first Guaranteed Minimum Withdrawal Benefit product in Canada, 
Manulife’s GIF Select featuring IncomePlus. 

We hope you enjoy reading the Winter 2007 edition of IPQ and our thoughts on the markets in the 
year ahead. If you require further information, or wish to discuss further the thoughts and ideas that 
we have shared, please feel free to contact your ScotiaMcLeod advisor. 
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Economic Outlook 
How Well Is Canada Coping With Low Oil? 
Andrew Pyle — ScotiaMcLeod 

As crude oil prices slide towards the US$50/barrel neighbourhood, concern has increased among market 
participants that the slide will continue to exert a negative impact on Canada’s overall economic 
performance. Indeed, the recent moves in crude have shaken the complacency that ensued from the 
spike in prices during the first half of last year. At the time of writing, WTI futures were trading around 
US$53/barrel – the lowest since June 2005 – and well below the 30-day and 200-day moving averages. 
Whether or not crude oil prices return to last year’s stratospheric highs in the near-term, long-term or 
never, the house view remains that prices are unlikely to suffer a full reversal of the three-year rally. 
Scotia Economics is still looking for WTI to average US$60/barrel in both 2007 and 2008.  

Fundamentals remain constructive for oil. Warmer-than-normal temperatures that have hit the 
northeast this winter, are unlikely be a mainstay for the rest of the season. The tepid climate has 
created a chillier demand environment for energy in North America, and this has pushed inventories 
higher – again, a factor in oil’s malaise. But, OPEC is taking this slide seriously and is expected to 
elevate the rhetoric of the need for production ‘discipline’ in order to ward off further deterioration in 
prices. Are there any other factors at play that could turn out to be temporary? For one, the reprieve 
for producers and refineries of not having a repeat of the devastating 2005 hurricane season this past 
fall did aid in the normalization in supply, though it would be risky to bet that weather conditions 
going forward will be as benign. Likewise, the geopolitical pulse in the Middle East has been 
relatively quiet of late, but few think the situation in the region is stable enough yet to begin planning 
family vacations there. The old adage “expect the unexpected” is very applicable this quarter. Some 
will still argue, however, that a mildly upbeat outlook for oil to average above current levels doesn’t 
counter the fact that there is economic damage for Canada in the pipeline. To address that, let’s step 
back and look at the bigger picture of what happens when oil becomes cheaper.  
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