
   

 

Quarterly Commentary  

After a strong rally into the summer months, 2014 finished with investors giving more       

attention to the increasing risks in the global economy.  While the last quarter was volatile, 

2014 marked the sixth straight year in which North American markets finished in positive    

territory.  A sustained run of this duration is an anomaly and over the past 24 months we have 

suggested that some caution is warranted.  On the other hand, there is some rational          

supporting the long run of positive returns investors have enjoyed.  History has demonstrated 

the economy  bounces back strongly after a recession.  Following the recession of 2008 – 2009, 

the economic  recovery in the US has been slow with unemployment just breaking under 6% in 

late 2014.   However, despite global issues creating some headwinds, the economic outlook in 

the US  remains positive, which should continue to fuel demand for equities. 

As we had been noting for some time, with equity prices nearing the high end of their         

historical ranges with respect to relative valuations, some correction and pullback was to be 

expected.  This was compounded by the economic fallout surrounding the tensions between 

Russia and the Ukraine, continued struggles for the Eurozone and fear of deflation, slowing 

growth in China, and uncertainty generated by rapidly declining oil prices.                                   
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Sector Watch 

Consumer Sector 

The consumer sector finished off 2014 

with a total return for the quarter of 

15.9%.  The sector posted the  largest   

12-month return within the equity sector 

benchmarks at 34.8%.  

These robust gains were fuelled by the 

drop in global oil prices which             

added to household real income and thus 

more consumer  spending. Consumer 

confidence levels rose in the year to a     

seven-year high.  

The consumer stapes subsector posted a 

20.2% return for the quarter.  
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3 Month 

Total Return 

12 Month 

Total Return 

S&P/TSX     
Composite 

-1.5% 10.6% 

S&P/TSX 60 -0.4% 12.3% 

S&P/TSX     
Completion 

-4.7% 5.7% 

S&P/TSX     
SmallCap 

-8.7% -2.3% 

S&P/TSX      
Venture 

-23.5% -25.4% 

S&P/TSX    
Income Trust 

2.8% 13.3% 

S&P/TSX     
Preferred 
Share 

0.9% 6.8% 

IAIC Equity Sector           
Benchmarks 

  

Consumer 15.9% 34.8% 

Financials 1.9% 13.8% 

Industrial 2.4% 24.3% 

Resources -13.1% -4.1% 

Utilities 9.0% 15.7% 



 2 

 

Utilities Sector 

Prices of the utilities sector stocks 

rose by 9.0% in the fourth quarter of 

2014, finishing off a strong year with 

a 12-month return of 15.7%. 

The telecommunications subsector 

returned 7.5% for the quarter, with 

a 12-month return of 11.4%.  BCE 

Inc. completed the privatization      

of Bell Aliant early in the quarter     

in a cash-and-stock deal.  Beginning 

in March, another lot of wireless 

spectrum will be auctioned off        

by the government. With the            

registration  deadline at the end of 

January, the CRTC is still hoping for a 

fourth  national carrier to emerge.  

The pipeline subsector in the final 

quarter of 2014 lingered in            

anticipation of progress of a bill 

through US Congress for the        

approval of Keystone XL. The now 

Republican-majority Senate is    

pushing to get the bill on President 

Obama’s desk  in early 2015.  After 

six years of awaiting approval,  

TransCanada may finally receive a 

decision on the cross-border       

pipeline this year.  

The on-going talk of an interest rate 

move caused some volatility in the 

power subsector this year, but the 

subsector still managed to produce a 

return of 1.5% this quarter and 4.3% 

for  calendar 2014.   

Financial Sector 

Once again, the finance sector had a 

relatively stable quarter, generating 

a quarterly return of 1.9% and an 

annual return of 13.8%.                

The Timing of the US Federal Reserve’s     

Anticipated Rate Increases 

As always, investors have to weigh the    

positive indicators against the downside 

risks.  The US economy has continued on its 

path to recovery with the  housing and    

automotive sectors showing further 

strength.  Consumer confidence remains 

strong.  Employment and jobless claims have 

improved to levels that have surprised many 

analysts; in fact, so much so, it introduces 

the risk of an interest rate  increase.   

The market is anticipating the US Federal 

Reserve to start increasing its overnight 

lending rate sometime in the latter half of 

2015, slowly raising the rate to 1.0%.  If the 

economy shows more strength than        

expected, it could prompt an increase in 

interest rates sooner than expected. This 

would have a dampening effect on the   

economy and increase borrowing costs, 

which in turn could negatively impact      

corporate earnings.  Increasing rates will also 

drive the value of the US dollar higher in the 

short term, making US exports less       

attractive.  While the Federal Reserve has 

reiterated that their actions will be slow and 

calculated, strong economic data could 

change their strategy and timing. 

The Eurozone Continues to Struggle 

Economists have pointed to the strength of 

the US economy as an offset to weakness in 

other parts of the world, particularly Europe.  

Europe continued to struggle with anemic 

growth throughout 2014 with the third  

quarter returning a 0.2% increase in Gross 

Domestic Product (GDP), well under an   

annual rate of 1.0%.  Political risks continue 

to dampen the outlook for the Eurozone and 

deflation has become a real concern.       

Deflation has a negative impact on          

consumption, as rather than make major 

purchases,   consumers go to the sidelines in 

anticipation of lower prices in the future.  

This precipitates negative growth in real 

output, leading to further unemployment.   

Another concern for Europe is the potential 

for Greece to default on its International 

Monetary Fund obligations and foreign 

debt.  As Greece approaches elections at the 

end of January, there is strong support for 

policy that abandons, or at least relaxes, 

austerity measures imposed on the nation 

just two years ago.  This could throw the 

Eurozone into another crisis, at a time when 

it is struggling to hold its head above water.   

However, Europe could surprise the markets 

to the upside.  The Euro has weakened 

against other major currencies, improving 

the outlook for European exports.  As well, 

the European Central Bank recently         

indicated quantitative stimulus through a 

massive bond-purchasing program is soon 

to be rolled out.  This same style of               

government intervention had a positive  

impact on the US economy and played a 

crucial role in reversing the slide of the US 

housing market.  This added stimulus could 

boost the domestic economies of the EU.   

Russia and Global Growth 

Russia is clearly facing some challenges as 

many of the world’s leading economies have 

imposed trade restrictions on the country, 

following their incursion into Ukraine and 

their support of militant factions within  

Eastern Ukraine.  While Russia has seen a 

substantial decline in GDP, inflation of over 

10% and soaring interest rates, the bigger       

question for investors is how Russia’s      

economic problems impact both Europe and 

the US.  There are definitely increased risks 

to both of these major economies, but more 

so to Europe.  Only 0.5% of US exports are 

bound for Russia and the total US debt     

exposure is estimated  to be $108 billion, or 

less than 0.6% of GDP.                  

 

 

 

Employment and jobless 

claims have improved to 

levels that have          

surprised many analysts 

Sector Watch (cont’d) 

After six years of awaiting                    

approval, TransCanada 

may finally receive a       

decision on the  

cross-border pipeline     

this year  



 3 

 

With a majority of the Canadian 

banks trading at all-time highs at the 

beginning of the fourth quarter,        

a market pullback caused the      

majority of these stock prices to 

drop during the last month of the 

period. The banks experienced good 

results across all businesses for 

2014, despite weaker-than-expected 

fourth quarter earnings-per-share. It 

is forecasted that 2015 earnings 

growth may be slower than recent 

years due to continued low interest 

rates, slow global recovery, rising 

credit losses and stiff competition. 

With recent volatility in oil prices, 

we continue to monitor the banks’  

credit exposure to households,   

particularly in Western Canada.  As 

we continue our ongoing analysis, 

two specific areas of focus are the 

banks’ ability to cushion rising credit 

losses with expense reductions and 

potential implications to domestic 

regulatory framework as a result of 

proposed capital regulations outside 

of Canada. 

The share prices of insurers have 

rallied since hitting lows in October. 

The majority of the large insurers 

continue to report increased funds 

under management; however, net 

margins are still tight due to        

immense competitive pressures.  

Industrial Sector 

This sector, which includes           

manufacturing, transportation and 

information technology companies, 

posted a three-month total return of 

2.4%, down significantly from the 

previous quarter’s return. Virtually 

all of this quarter's return came from 

information technology companies.  

In the past 12-months, industrials 

have posted a total  return of 24.3%, 

second only to the consumer sector. 

US industrials have done particularly 

well. 

 

 

Sector Watch (cont’d) While one should not totally dismiss the potential 

domino effect a devalued Ruble and debt default 

will have on other economies, it appears the 

worst-case scenario will have little impact on the 

US economy. 

 

 

 

 

 

China’s Growth is Leading All Other Economies 

China continues to be the “elephant in the room” 

when attempting to forecast global growth.  

Growth in the Chinese economy has been     

slowing, but still remains about 7% annually,  

substantially   outpacing all developed nations as 

well as the world’s larger emerging markets.  The 

emergence of the middle class continues to fuel 

domestic demand for durable goods and luxury 

items.    Auto sales for 2014 were approximately 

24 million units, leading the global industry.  

While year-over-year gains were made in the 

sector, surprisingly the gains were made by    

imports, as domestic  producers captured less 

than 50% of the market. This serves as further 

evidence of China’s transformation from being an 

exporter of cheap-labour inputs to a domestic 

consumer and importer of luxury goods.   

China has also been stockpiling a number of     

materials and resources and slowed its importing 

of copper, zinc, coal and energy.  As a result,  

gauging the health of the Chinese economy by 

their purchase of these key inputs can paint a        

somewhat muddied picture.   

Despite the negative news surrounding China, 

the Chinese equity markets led the world in 

2014.  Any economy growing at the rate at which 

China has grown over the last decade will face           

challenges and  setbacks, especially since it is 

home to nearly 20% of the world’s population. 

China should continue to boost global economic 

growth in the coming decade, so we believe it 

continues to be prudent for investors to have 

some exposure to the  Chinese economy. 

 

Oil Prices Fall Significantly in 2014 

The price of oil fell by more than 50% 

throughout the year due to supply           

continuing to exceed demand.  It is im-

portant to note this is not a demand issue 

despite the proliferation of energy-efficient 

technologies in the auto sector and within 

industrial production.  The world continues 

to demand more oil year-over-year, not less.  

Still, OPEC nations have abundant access to 

a supply of relatively high-grade oil and have 

the ability to quickly increase or decrease 

the amount they    supply into the world’s oil 

markets.  OPEC clearly does not want to 

curtail production to support higher prices 

at this point in time.  One theory would  

suggest that by   over supplying the market 

and maintaining low prices, marginal high 

cost producers will be driven out of the   

market, which is a    positive for the industry 

as a whole over the longer term.   

However, with such a dramatic cut in prices, 

there are winners and losers in the global 

economy.  Net producers and exporters of 

oil will see a drag on their economy, while 

net importers will benefit.  The economies 

of Canada (a net exporter), and the US (a net 

importer), are clear examples of this.          

Analysts have estimated that a $50 decrease 

in the price of oil, as we observed over  the 

past 12 months, will boost the US economy 

by approximately 1.0% beyond current    

projections. Conversely, Canada will         

experience a drag on GDP of approximately 

1.6%. Lower oil prices result in lower profits 

to  oil producers and cutbacks in capital    

spending, translating  into unemployment 

and  decreased  revenues for governments 

who rely heavily on income from the       

industry.   

China continues to 

be the elephant in 

the room 

OPEC clearly does not want 

to curtail production to   

support higher prices at this 

point  in time 
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The recent plunge in the price of oil 

is seen as a positive for industrials 

going forward as lower input and           

transportation costs will strengthen 

profitability for many industrial     

companies.  

Resources Sector 

Resources lagged the other sectors 

with a benchmark total loss  of           

13.1% for the quarter. After a good 

start to the year, the resource sector 

posted a loss of 4.1% for  the 12 

months ended December 31, 2014. 

With the downward trend in            

oil prices persisting, the energy          

subsector declined by 15.9% for the                     

quarter. Supply growth has           

outpaced demand, notably through              

unconventional “fracking” oil       

production in the United States and 

war-torn countries such as Libya 

bringing oil wells back online quicker 

than    expected.  The Organization  

of the Petroleum  Exporting Coun-

tries (OPEC) has lacked the will to 

reduce production in an attempt to 

rebalance the  market.  Companies 

have generally responded by cutting 

capital budgets for the upcoming 

year to strengthen their balance 

sheets.    Integrated oil producers 

(meaning those with    refining and 

retail businesses) may be able to 

partially offset lower oil prices by 

taking advantage of lower input costs 

at downstream  operations. 

The materials subsector declined 

with a 7.1% total loss for the  quarter 

as companies continue  repositioning 

to lower global     demand.    Pressure 

persists on base metal prices with 

concerns of China’s economy       

experiencing a soft-landing and the 

potential for deflation in                

Europe.  With tempered global 

growth expectations, the market 

continued to look to decreases in 

supply to provide price support. 

 

On the other hand,   consumers enjoy lower 

energy prices,  particularly cheaper gasoline, 

and have more money in their pockets for 

other discretionary spending.  Industrial  

sectors with high energy inputs will benefit 

from lower costs and those who are located 

in oil exporting countries (such as Canada) 

will  enjoy competitive advantages when 

exporting product due to favourable changes 

in currency exchange rates.   

In Canada, we have already seen the        

Government of Alberta reflecting on the 

impact to its  province of the drop in oil   

prices while Ontario, more reliant on      

manufacturing, seems poised to benefit.  The 

Federal Government, trying to sort out what 

the new realities mean to each region and 

the country as a whole, has announced that 

the release of this year’s annual budget will 

be delayed until April. 

Market Expectations for 2015 

The recent volatility of the world’s equity 

markets have had some investors suggesting 

the bull market over the past number of 

years may be over.  Indeed, elevated        

valuations of stocks to their historical       

averages over the last two years have caused 

most market watchers to be cautious about 

near-term market growth, but the recent 

pullback, combined with good economic 

indicators from the US, has reduced the risk 

of a significant market adjustment in 2015. 

While North American markets have        

provided  positive returns for six straight 

years, the slow but steady recovery of the US 

economy,   predicated on a restructuring of 

household and corporate balance sheets and   

recapitalization of the banking system, 

points to continued growth of the US     

economy. Steady economic growth should 

be a tailwind for US stocks.  It should also be 

noted that the Fed model considers prices to 

be stabilized when the earnings yield on the 

stock market is equal to the yield on a         

10-year US bond.  This spread continues to 

exceed 3%, suggesting bonds are too        

expensive, or US stocks are relatively cheap, 

or a combination of the two.   

The Canadian market, which charged out 

ahead in the first half of 2014, pulled back 

somewhat in the last six months due to       

its heavy weighting in  energy and mining.  

We expect continued volatility and price        

pressure on the TSX in the first half of     

2015 due to its relative  composition.  Still, 

the TSX offers investors attractive             

opportunities to own oil and gas producers, 

as well as  regulated banks and financial  

institutions. Our approach  continues to be 

one of     diversification by economic sector,  

rebalancing portfolios to maintain exposure 

to each sector and   seeking the most   

attractive companies in those sectors,      

regardless of where they  reside and        

operate.  The  recent decline in stock prices 

in the resource sector means energy and 

mining stocks may be underweighted in 

some clients’ portfolios. The discipline we 

employ dictates that  additional cash may be 

invested in the sector as a  result, which  

upon recovery will provide an offset to    

sectors that may weaken in the future. 

In Summary 

Volatility has returned to global stock       

markets after a period in which investors 

seemed to be discounting or ignoring risks.  

As we head into a new year, volatility is    

expected to remain relatively high in the 

short term as markets absorb the impact of 

falling oil prices, the struggles in Europe, 

trading  restrictions with Russia and         

challenges China faces in adjusting to an 

emerging middle class and capital markets.  

 

 

On the other hand,           

consumers enjoy lower      

energy prices,  particularly 

cheaper gasoline 

Sector Watch (cont’d) 
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Market Performance 

While equity markets have had a long sustained 

run of positive returns, the outlook for the US 

economy remains positive, which should help to 

offset   setbacks to growth in the global economy.  

Stock markets are forward looking and a positive       

outlook for the US is a tailwind for stocks in      

general.   

The recent decline in oil prices will have an impact 

on both the Canadian economy and the TSX, with 

its heavy weighting of energy and mining stocks.  

However, a disciplined and balanced investment 

strategy may translate into opportunities to     

purchase stocks at relatively good prices in this 

sector.  Interest rates remain at record lows     

following the US Federal Reserve’s action on the 

overnight  lending rate.  One risk is that the      

Federal Reserve may move sooner than             

anticipated if the US  economy shows strength 

beyond expectations.   

The decline in the price of oil that began in mid-June continued throughout the last three months of 2014.  Not surprisingly, the decline 

led to the resource-heavy Canadian index finishing behind the other major regions, with a total loss of 1.5% during the fourth quarter. 

The United States continues to set the pace for markets worldwide.  Strong economic data proved more persuasive than the threat of 

higher  interest rates, and the S&P 500 index  posted a return of 8.7% during the final quarter. The index’s performance capped off an  

impressive 2014, rising by  23.9% over the year. 

The international market index, which consists of Europe, Asia and the Far East, posted a negative return  of 0.1% for the final quarter of 

2014.  In Europe, slow growth and the potential for deflation have become worrisome as European markets await details of a potential 

quantitative easing program. Japan is in the midst of its own policy-easing in an effort to kick-start its stalled economy. Elsewhere in Asia, 

market participants  continue to monitor data coming from China to gauge where growth rates will settle.  

The story of the third quarter continued into the fourth for the global benchmark – strong gains, thanks mainly to especially strong returns 

in the US markets.  

 

“Long ago, Sir Isaac 

Newton gave us three 

laws of motion, which 

were the work of      

genius. But Sir Isaac’s      

talents didn’t extend to 

investing: He lost a 

bundle in the South 

Sea Bubble, explaining 

later, ‘I can calculate 

the movement of the 

stars, but not the   

madness of men.’         

If he had not been           

traumatized by this 

loss, Sir Isaac might 

well have gone on to 

discover the Fourth 

Law of Motion:  For 

investors as a whole,  

returns decrease as 

motion increases.” 

Warren Buffet 

While we do not advocate market timing, the   

volatility stock markets are currently experiencing 

reflects downside risks in the short term.          

However, the recent pullback in stock prices,    

particularly in the energy and mining sectors may 

prove to be an appealing opportunity.  As always, 

we advocate diversification, value and discipline as 

the key drivers to ensure that one’s financial    

objectives are met over the long term. 

Represents total returns in Canadian currency 
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$U/$C 

During the fourth quarter of 2014, the Canadian dollar continued to lose value in comparison with its US counterpart.  This was a common 

occurrence among major economies and their currencies during the last three months of 2014.  The Yen and Euro also both saw declines 

against the US dollar, as both of these economies turn to policies to boost inflation and economic activity.  Canada, being a net exporter 

of oil, has seen its currency face increased downward pressure with the drop in oil prices.    

After peaking this past summer, oil prices have steadily deteriorated on concerns of increasing supply and softening global demand.  The 

decline continued into the fourth quarter as the major crude oil benchmarks Brent and West Texas Intermediate (WTI) both slumped well 

below their five-year averages.  By the end of the year, the price of crude oil was at its lowest point since 2009. 

The story remains familiar when it comes to interest rates, as benchmark rates remain at accommodating lows.  With the United States   

ending its quantitative easing program in 2014, the next step could be an increase in interest rates, dependent on continued positive       

economic data.  Inflation remains within targets in many countries, which will allow central banks to keep lower rates for an extended     

period and will be further aided by the fall in price of oil and related products. 

 

Key Economic Rates and Commodity Prices 

Target Rate Oil 

    
   
 

CA RATES % Dec-14 Nov-14 Oct-14 Sept-14 Aug-14 July-14 Dec-13 

Target 1.00 1.00 1.00 1.00 1.00 1.00 1.00 

90D TBill 0.92 0.90 0.88 0.92 0.93 0.95 0.91 

2Y Benchmark 1.01 0.99 1.02 1.12 1.11 1.10 1.14 

10Y Benchmark 1.79 1.85 2.05 2.15 2.00 2.16 2.78 

30Y Benchmark 2.34 2.41 2.59 2.67 2.56 2.70 3.24 

CPI (Y/Y) NA 1.95 2.36 2.03 2.11 2.11 1.24 

CPI x-Food/Ener. (Y/Y) NA 1.96 2.04 1.87 1.96 1.54 0.95 

$U /$C 0.863 0.876 0.886 0.894 0.921 0.919 0.941 

€/$C 0.713 0.705 0.708 0.709 0.701 0.687 0.683 

¥/$C 103.750 104.298 99.573 98.383 95.917 94.634 99.157 
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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.  Additional 
information sources include Statistics Canada and Bob Gorman’s presentation to IAIC on October 6, 2014 in London, Ontario.  

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 2015 Independent Accountants’ Investment Counsel Inc. All rights reserved.  
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