
 

 

The Quarterly Commentary  

The second quarter of 2017 was a challenging period for Canadian investors, with a number 

of sectors of the market declining. Canadian stocks lost ground as the S&P/TSX Composite 

Index (“S&P/TSX”) fell 1.64%. While U.S. stocks continued to rally, with the Dow Jones    

Industrial Average gaining approximately 3.0%, the U.S. dollar weakened relative to the   

Canadian dollar, basically offsetting those gains in Canadian-dollar terms for Canadian    

investors.  

The news was not much better for fixed-income investors. The relative strength in the    

Canadian dollar was accompanied by weakness in bonds, reflecting an upward shift in the 

yield curve. So for investors holding a balanced portfolio allocation of bonds and equities – 

with Canadian, U.S. and international exposure – the second quarter was a generally flat or 

slightly negative period. The minor pullback in the markets was not totally unexpected after 

the gains realized in 2016 and, to a lesser degree, in the first quarter of 2017. Still, the past 

quarter’s performance was somewhat disappointing for investors who had been enjoying 
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3 Month 
Total Return 

12 Month 
Total Return 

S&P/TSX     
Composite 

-1.6% 11.1% 

S&P/TSX 60 -1.8% 12.3% 

S&P/TSX     
Completion 

-1.2% 7.26% 

S&P/TSX     
SmallCap 

-5.5% 3.75% 

S&P/TSX      
Venture 

-6.0% 4.97% 

S&P/TSX    
Income Trust 

1.4% 3.5% 

S&P/TSX     
Preferred Share 

1.1% 19.8% 

IAIC Equity Sector Benchmarks 
  

Consumer 4.1% 15.4% 

Utilities -0.9% 12.1% 

Financials 5.1% 28.3% 

Industrial -7.6% -4.1% 

Resources 2.6% 8.4% 

Consumer  
The consumer discretionary sector 

posted a 5.1% return over the second 

quarter. The consumer staples and 

health care sectors returned 3.8% and 

0.6%, respectively.   

U.S. household incomes continued to 

grow, albeit slightly, which provided 

support for the consumer staples and 

consumer discretionary sectors. While 

valuations remain relatively high in 

the consumer staples sector, a    

growing U.S. economy could cause 

investors to rotate out of this         

historically defensive sector into more 
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growth-oriented areas of the market. 

Health care has been a political      

hot-button issue in the U.S., and we 

continue to monitor events         

closely. In particular, there’s an    

ongoing push by U.S. House and   

Senate Republicans to replace the 

Affordable Care Act. The health care 

sector makes up over one-sixth of 

the total U.S. economy, so any 

changes to the current system would 

have large ramifications. 

Financials 

The Canadian financials sector return 

was flat over the second quarter, 

posting a three-month total return of 

-0.9%. Despite the pullback from the 

all-time highs reached in February 

2017, the financials sector’s 12-

month total return has been strong 

at 21.1%. Looking ahead, banks are 

expected to benefit from rising     

interest rates and fewer bad loans in 

the oil sector. However, banks could 

experience some headwinds as the 

housing market cools and consumer 

debt remains at extremely high    

levels. 

The U.S. financials sector had a flat 

performance over the second quarter 

with a total return of -0.5%. U.S.  

finance companies scored well on the 

Fed’s stress test, which enabled 

banks to return more capital to 

shareholders. Financial companies 

are also expected to have some   

challenges related to their capital 

market and trading-desk activities. 

Insurance companies continue to 

double-digit returns over the previous 12 

months. 

The U.S. economy continued to expand in 

the second quarter, albeit at a slower pace 

than in the first quarter, with                  

manufacturing output growing at an annual 

rate of approximately 1.0%. Manufacturing 

output appears to have picked up pace 

again somewhat in June. 

Core inflation in the U.S. remains low, at 

well under 2.0%, and the U.S.                   

unemployment rate declined to less than 

4.4%. Overall, inflation remains well under 

2.0% in most developed nations.   

Despite low inflation levels, interest rates 

are edging higher, with the U.S. Federal 

Reserve Board (“Fed”) raising its central 

interest rate during the quarter. The Bank 

of Canada (“BoC”) increased its overnight 

lending rate for the first time in seven years 

by 0.25% to 0.75% on July 12. The impact of 

higher interest rates on the Canadian   

economy could be significant given the  

current high levels of consumer and        

government debt in Canada. Meanwhile, 

Canada is beginning the process of          

negotiating a new trading agreement with 

the U.S., Canada’s largest trading partner, 

potentially posing further risk to the       

Canadian economy. 

U.S. markets moderate while the 
S&P/TSX loses ground 

The strong rally that gripped the U.S. 

markets in the months following the  

election of U.S. President Donald Trump 

moderated somewhat during the quarter.  

That said, U.S. markets continued to defy 

expectations and struggled along to new 

highs in the second quarter despite the 

political turmoil in Washington that 

threatened to stall or derail key economic 

initiatives including tax reform and     

increased infrastructure spending. 

Throughout the quarter, the Institute of 

Supply Management Index remained 

strong, while the Purchasing Managers’ 

Index pointed to some weakness. U.S. 

consumer confidence measures are now 

at high levels and are indicative of a very 

upbeat mood. Initial jobless claims are 

close to a 40-year low, with                  

unemployment now at 4.4% or less. That 

rate is very close to the “natural rate” of 

unemployment, meaning the rate of  

unemployment that economists consider 

to be the floor as a result of a number of 

factors, including the strength of the 

“social safety net.” 

Some of these gains in the U.S. markets 

have been tempered for Canadian      

investors as the U.S. dollar has          

weakened, losing approximately 4.0% of 

its value so far this year against most 

major currencies, including the Canadian 

dollar. That U.S.-dollar weakness may be 

good news for Canadians who spend 

their vacation in the U.S., but the relative 

exchange rate between the two          

currencies has had an offsetting effect on 

Sector Watch (cont’d) 

 

 

The Bank of Canada (“BoC”) 

increased its overnight    

lending rate for the first time 

in seven years by 0.25% to 

0.75% on July 12 
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face competitive pressures stemming 

from technological advancements and 

increased consumer expectations.   

 

Utilities 

The utilities sector returned 2.6% this 

quarter and 8.4% over the past 12 

months. Utilities showed strength 

despite speculation about an interest 

rate increase from the Bank of       

Canada. The telecommunication    

services sector gained 2.5% over the 

quarter as the massive shift to cellular 

data continued to help companies’ 

revenues. Alongside competitive  

pressures from smaller carriers, the 

sector has been coping with the lack 

of permanent leadership from the 

Canadian Radio-television and        

Telecommunication Commission 

(“CRTC”) over the past four months. 

The CRTC is facing multiple appeals 

from various media associations    

regarding its decisions about licence 

renewals.  

In the energy sector, consolidation 

occurred among pipeline companies 

in the second quarter. Pembina    

Pipeline Corp. purchased fellow     

Canadian pipeline firm Veresen Inc. in 

an effort to expand its asset base and 

integration.   

Industrials  

The industrials sector was one of the 

strongest-performing sectors over the 

second quarter. The information  

technology sector also performed 

relatively well over the quarter, as 

Sector Watch (cont’d) the U.S.-dollar gains in Canadian investors’ 

portfolios. 

After following the U.S. market higher in the 

first quarter of 2017, the S&P/TSX pulled 

back in the second quarter, down 1.0% from 

its level at the beginning of the year. A key 

differentiator between the S&P/TSX and U.S. 

stock markets is the S&P/TSX’s heavier 

weighting of resource and energy stocks. The 

price of oil stabilized somewhat in the first 

quarter of the year, but it was unable to 

reach US$50 per barrel. At the same time, 

some U.S. oil rigs were coming back on line 

and the Organization of the Petroleum     

Exporting Countries (“OPEC”) production 

limits were not being strictly adhered to. 

Overall, the general trend for the price of oil 

has been downward through 2017, with the 

price of West Texas Intermediate crude oil 

sitting at just over US$46 per barrel at the 

end of the second quarter. 

The price of oil weighs heavily on the S&P/

TSX, but there are other issues weighing on 

Canadian stocks. First, the U.S.                   

administration has committed to               

renegotiating the North American Free Trade 

Agreement (“NAFTA”). While at first it 

seemed that most changes to NAFTA would 

be directed towards Mexico, recent tensions 

between Canada and the U.S. have raised 

issues within specific economic sectors. In 

particular, softwood lumber and agricultural 

supply management have become points of 

contention, pointing to a possibility that a 

renegotiated NAFTA could jeopardize some 

of the $600 billion in trade between the two 

countries.  

Canada’s economy faces additional         

challenges this year, with the impending 

introduction of a pan-Canadian carbon tax at 

the end of 2017 (some provinces already 

have carbon tax programs underway), high 

energy costs, particularly in Ontario, and 

higher interest rates. 

The level of debt Canadians and their      

governments carry is becoming more of a 

concern to investors, particularly given that 

interest rates are likely to rise somewhat 

over the next 24 months. Household debt 

levels have hit record highs and, with      

consumers driving the economy, there is 

fear that higher interest rates could force 

Canadian consumers to curtail their current 

spending patterns. The federal and          

provincial governments are also carrying 

relatively large debt loads and are subject to 

increased budget pressures if interest rates 

climb higher. For example, economists    

estimate that a 0.25% increase in interest 

rates will add $750 million in annual costs to 

the Government of Ontario. The province is 

already selling off assets to pay its bills, 

while faced with downgradings from      

credit-rating agencies. Rising interest rates 

may also have a negative impact on the  

Canadian real estate sector. This sector is 

already undergoing a transition as a result of 

new regulations and restrictions imposed by 

Overall, the general trend 

for the price of oil has been 

downward through 2017, 

with the price of West Texas 

Intermediate crude oil 

sitting at just over US$46 per 

barrel at the end of the    

second quarter 

3



 

 

the governments of British Columbia and 

Ontario to cool down what they consider 

to be the overheated and speculative    

markets of Vancouver and Toronto.  

International markets show          
improvements 

Elsewhere, the eurozone continues to   

recover and, like the U.S., wage inflation is 

clearly not an issue (with the U.K. being the 

exception). The Chinese Purchasing      

Managers’ Index has also shown             

improvements after some recent         

weakness. Still, it has remained               

consistently higher than in 2015/2016. The 

specter of America’s protectionist policies 

presents a risk to China’s economy;      

however, the risk to China is mitigated by 

the fact that the Chinese economy is much 

more of a domestic growth story than an 

economy driven by cheap exports, as it was 

15 years ago. 

Bank of Canada increases key  
lending rate 

On July 12, the BoC announced an increase 

in its key overnight lending rate, from 

0.50% to 0.75%. This was the BoC’s first 

rate increase in seven years. The move was 

widely expected, as it had been reflected in 

the bond market over the two months 

leading up to the announced increase. The 

BoC cited recent economic strength and a 

favourable job market as the basis for its 

decision. While BoC Governor, Stephen 

Poloz, indicated that the decision was, in 

effect, a good news story reflective of 

growth in the Canadian economy, some 

analysts have pointed out some risks from 

this move.    Recent data reflects stronger 

economic growth and additional job      

creation, but analysts point out that some of 

this strength is correlated to population 

growth, mainly immigration and refugee 

settlement, and does not necessarily reflect 

productivity  improvements. The price of oil 

and the resource sector are still a drag on 

the     economy. The anticipated reversion in 

oil prices from US$60 to US$65 per barrel 

has not materialized as expected, we are 

facing uncertainty with respect to our     

trading relationship with the U.S., and the         

weakening U.S. currency is making exports 

more expensive (and imports cheaper). 

Higher interest rates should continue to 

drive the strength of the Canadian dollar in 

the short term and governments will be  

saddled with even higher interest payments.  

This all adds up to significant risks to the 

Canadian economy and means that the BoC 

rate increase of July 12 may have been 

premature. Some analysts are even          

suggesting the possibility of a reversal of the 

rate increase later in the year, although this 

doesn’t correspond with signals by the BoC 

that more interest rate increases could be 

introduced later in 2017.   

Market timing, mid-year report and 
personal financial goals                      

As we have stressed in the past, we do not 

advocate market timing. However, we do 

Sector Watch (cont’d) 

well as over the past 12-month    

period.  

The industrials sector’s performance 

can be attributed to many factors. 

One of the leading factors is the   

general belief that the U.S.           

administration will decrease income 

taxes, while increasing spending on 

defense and infrastructure. That 

spending could, in turn, lead to    

increased earnings for many       

companies in the sector. Other    

factors   include the relatively low 

interest rate environment – despite 

recent Fed rate increases –  and 

efforts by the Organization of the 

Petroleum Exporting Countries 

(“OPEC”) to maintain oil prices. 

Even with this positive outlook for 

the industrials sector, Canadian  

companies in this sector could be 

negatively impacted by the           

renegotiation of the North American 

Free Trade Agreement (“NAFTA”). 

Resources 

Resources lagged other economic 

sectors, returning -7.6% for the  

quarter and -4.1% over the past 12 

months. There was mixed news in 

the energy sector during the second 

quarter. In May, the Organization of 

the Petroleum Exporting Countries 

(“OPEC”) and other major oil        

producers, including Russia,         

announced they would extend their 

production cuts through to March 

2018. However, investors were   

hoping for additional production 

Higher interest rates should 

continue to drive the 

strength of the Canadian 

dollar in the short term and 

governments will be       

saddled with even higher 

interest payments 
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cuts to hasten the drawdown of oil 

inventories. 

 Forecasted growth in global oil      

demand is unchanged: An additional 

1.27 million barrels per day is required 

for 2017, with a similar increase     

projected for 2018. Non-OPEC supply 

growth has recently been revised to a 

marginally lower level as increased 

production, primarily from the U.S. 

and Canada, is set to offset declining 

production in Asia. However, OPEC 

production increased as a result of 

increased production from Libya and 

Nigeria, which are both exempt from 

OPEC’s stated production cuts. 

OPEC was expecting current inventory 

levels to be approximately half of the 

past five-year average. However, the 

accelerated drawdown in the second 

half of 2017 has become less certain. 

Current best estimates expect no   

appreciable inventory drawdown is 

possible before the March 2018 OPEC 

extension. 

As a result, the price of oil was        

increasingly volatile during the second 

quarter. Brent crude spot prices began 

the second quarter at US$56 per    

barrel, only to decline to US$47 per 

barrel. The decline is likely attributable 

to hedge funds short selling oil futures 

contracts, with 12-month forward 

contracts trading down in similar   

fashion.  

Looking forward to the third quarter, 

it will be important to monitor        

inventory levels and the subsequent 

effect on pricing. 

believe investors should continue to be 

cautious. When substantial gains are     

realized over a relatively short period of 

time, it can be a reflection of stock prices 

that have run ahead of earnings and     

financial fundamentals.   

As we have seen over the past 60 days, 

some pullback in specific sectors may   

create entry opportunities into some   

quality names. However, it should be    

noted that some stocks remain expensive 

relative to their historic performance and/

or their respective industries. We expect 

the U.S. equity market to begin to slow 

and better align with its historic             

fundamentals. Some of the reforms that 

financial markets were anticipating – 

which, in turn, generated higher valuations 

– are not materializing as expected.      

Geopolitical tensions are also rising and 

the impact of protectionist policies on U.S. 

and international companies is still largely 

unknown.   

Over the past month or two, some        

Canadian investors have been frustrated 

by equity market declines, while watching 

the Dow Jones Industrial Average reach 

new highs. Again, it is important to        

consider the impact of the U.S./Canadian 

exchange rate on U.S.-dollar-denominated 

stocks. The S&P/TSX, on the other hand, 

has been the worst-performing index   

relative to other developed markets year-

to-date. Finally, rising interest rates have 

had a negative impact on the price of fixed

-income securities.   

IAIC clients remain invested in good     

companies, with most offering solid and 

consistent dividends. It’s important to stay 

diversified across all economic sectors, 

despite the temptation to pull out of     

certain sectors when they are out of     

favour. Finally, it is a good idea to continue 

to strategically invest in the fixed income 

asset class to reduce the impact of interest 

rate changes.  

Articulating your specific investment     

objectives is the best way to ensure you 

remain on the right track while managing 

your risk. The focus for investors should 

not be on day-to-day, week-to-week or 

even month-to-month gains or declines in 

the value of their investments. It should be 

about mitigating risk though adequate 

diversification among asset classes and 

economic sectors. The path to achieving 

your specific goals is through taking a    

disciplined, long-term view. Reacting to 

one-off events, or letting fear or greed 

override discipline and logic, will ultimately 

reduce the probability of reaching your 

goals. Revisiting your financial plan is    

always a worthwhile exercise that will help 

keep you focused on the end-game.  

 

 

 

 

 

Articulating your specific 

investment objectives is 

the best way to ensure you 

remain on the right track 

while managing your risk  
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The second quarter of 2017 was mixed for Canadian investors, as returns in both the U.S. and international markets were impacted by the 

stronger Canadian dollar. The S&P 500 Index, representing the U.S. equity market, posted a total return of 3.4% during the three months 

ended June 30, although its Canadian-dollar return was a much more modest 0.8%. Strong economic data in the U.S. allowed the U.S.  

Federal Reserve Board (“Fed”) to continue on its path toward interest rate normalization. As a result, the Fed elected to raise the target 

interest rate in June by 0.25%.  

International markets posted strong performance over the second quarter with a Canadian-dollar return of 5.5%. Equity markets in      

Europe and Asia made meaningful contributions to this performance. Europe appears to be going through a period of recovery in          

economic growth, and has been benefiting from reduced political risk as well. In response, the European Central Bank has begun           

discussing a withdrawal of some of its stimulus measures.   

The ongoing recovery in the Canadian economy led officials from the Bank of Canada (“BoC”) to comment on the potential for interest 

rate increases as well. The anticipation of rates moving up helped push the Canadian dollar and bond yields higher. Over the second   

quarter, the Canadian market posted a return of -1.6%, as the financials and energy sectors, the two largest sectors in the S&P/TSX     

Composite Index, posted negative returns.   

 

 

 

Market Performance 

What the Markets Did 

CA Rates June-17 May-17 April-17 Mar-17 Feb-17 Jan-17 June-16 

Target 0.50%     0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 

90D Tbill 0.71%  0.53% 0.52% 0.52% 0.48% 0.46% 0.49% 

2Y Benchmark 1.10%  0.69% 0.72% 0.75% 0.76% 0.77% 0.55% 

10y Benchmark 1.77% 1.42% 1.55% 1.62% 1.64% 1.76% 1.13% 

30Y Benchmark 2.15% 2.05% 2.16% 2.30% 2.34% 2.41% 1.77% 

CPI (Y/Y) NA 1.32% 1.64% 1.56% 2.05% 2.13% 1.49% 

CPI x-food/Ener. (Y/Y) NA 1.37% 1.54% 1.71% 2.04% 2.22% 2.14% 

$U/$C 0.769 0.740 0.731 0.750 0.755 0.767 0.770  

€/$C 0.674 0.659 0.671 0.702 0.711 0.710 0.694 

/$C 86.427 81.949 81.494 83.634 84.524 86.512 79.168 

10Y Yield Target Rate $U/$C 
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IAIC Disclosures 

All graph and chart statistical data contained in this report has been supplied by TD Securities Equity Research. Sources used by TD Securities Equity Research to compile the data include: Global Insight, Thomson Financial, 

CPMS, Bloomberg, S&P/TSX Index Services, S&P Index Services, TSX, NYSE, NASD, and company reports. The views and opinions expressed in this newsletter are based on historical company fundamentals and market statistics.  

No guarantee of outcome is implied and opinions may change without notice.  Investors should not base any of their investment decisions solely on this report. 

This report is produced entirely by Independent Accountants' Investment Counsel Inc.  Although the information contained in this report has been obtained from sources that IAIC Inc. believes to be reliable, we do not      

guarantee its accuracy, and as such, the information may be incomplete or condensed. All opinions, estimates and other information included in this report constitute our judgment as of the date hereof and are subject to 

change without notice. 

Please contact your IAIC representative if you have any questions regarding this newsletter.    ©Copyright 2017 Independent Accountants’ Investment Counsel Inc. All rights reserved. 
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Want a chance to have your photo on the front cover and have $250 donated to your charity of choice? 

Simply email a fall theme photo to Karinm@iaic.ca  

Deadline: October  12, 2017 
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