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The Quarterly Commentary
cuts” through the reestablishment of a
higher rate of taxation on capital gains and
dividends.

Following the turn-around for equity
markets in the third quarter of 2012, stocks
continued to rally in the fourth quarter as a
number of risks to the US, and global
economies eased. In the US it was the
“fiscal cliff” that dominated headlines after
the November general election.
In the
months leading up to the self imposed
deadline of December 31, 2012 potential
outcomes were factored into the market,
however, as the year came to a close, fears
of the worst-case scenarios began to
diminish, renewing optimism amongst
investors. Growth in China strengthening
for the first time since 2009 also fuelled
optimism, as concerns of the world’s largest
emerging economy heading for a significant
pullback began to ease. Additionally, even
though fiscal challenges facing some of the
weaker member-states of the European
Union continues to weigh on global markets,
with central banks providing relief to
countries in danger of defaulting, there is a
sense the risk of the Eurozone breaking up
has subsided.

Regardless of where one resides on the
political spectrum, the fiscal deficit and
growing debt of the US government cannot
be ignored. In 2008, the national debt was
approximately $10 trillion.
Today, it is
approximately $16 trillion and the annual
deficit is well over $1 trillion.
With an
annual budget of approximately $3.6
trillion, most economists believe the gap
cannot be closed with spending cuts alone,
nor can it be closed with just tax increases.
Unfortunately political brinkmanship and
deep-rooted beliefs on the extreme sides of
both the Democratic and Republican parties
have made negotiations very tough and
drawn out. In the end, to avoid the "fiscal
cliff" a stop gap deal was worked out, which
deferred most of the aggressive tax
increases. However, very little has been
done on the spending side of the ledger and
the fear remains that come March, things
could be right back where they started.
Fortunately, even though there continues to
be members on both sides of congress
unwilling to compromise, it appears a
majority of house representatives are willing
to consider both spending cuts and taxes
increases. The fear of the US going back
into a recession seems to be motivation for
compromise amongst lawmakers, as many
analysts have predicted the severe spending
cuts and tax increases triggered in the
absence of a deal, could have a significant
drag on GDP. Furthermore, with consumer
confidence continuing to be a key driver in

Some Relief from the “Fiscal Cliff” but
More Work is needed
The term “fiscal cliff” referred to the
implications facing the US economy if its
congress failed to come up with an
agreement on spending cuts and tax
increases by January 1, 2013 as set out in
the "Budget Control Act" of 2011. Severe
spending cuts and tax increases were to be
put in place if new measures to tackle the
budget deficit could not be agreed upon by
a bipartisan committee.
The measures
included the expiration of the “Bush tax
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maintaining momentum in this drawn-out
recovery, economists have made it very
clear to members of congress issues like the
"fiscal cliff" significantly undermines that
confidence.

growth in the North American market is
supported by a number of leading indicators
and other issues that lend a positive bias to
the industry.
An improving economic
outlook and some modest gains in
employment should bring some people off
the sidelines and back into the market for
durable goods. While the existing stock of
US automobiles is approximately 241 million
units or 97.5 automobiles for every 100
drivers, the fleet is aging, with the average
automobile now exceeding 11 years old.
Scrappage rates are expected to increase
and the US industry is just starting into an
overdue replacement cycle.
Fuelling
optimism further is the need to replace an
aging light truck fleet which itself has an
average age that exceeds 13 years. Pick-up
trucks currently account for 14% of the
market but are expected to bounce back to
17% as each of the three major
manufacturers launch new product lines and
a recovery in the US housing sector allows
more trades workers to update their work
vehicles. Some other positive news for the
industry is the strengthening of balance
sheets in the banking sector - having more
cash available to fund operations should
lead to easier credit for purchasing and
leasing.

Although tackling the deficit will impede
economic growth, the good news is it
appears growth can be sustained even with
some cuts to spending and some tax
increases. Many analysts are anticipating
US economic growth to be in the range of
1% to 2% in 2013, returning to 2.5% in
2014.
A Positive Outlook for Housing and
Automobiles
A significant positive attribute of the US
economy continues to be a pent-up demand
in two major industries: automobiles and
housing.
Automobile industry analysts are
reporting US light vehicle sales will total
approximately 14.5 million units for 2012
and are forecasting over 15 million units for
2013. Globally, total sales for 2012 are
expected to come in at approximately 81
million units, with up to 85 million units
anticipated for 2013. In taking a closer look
at the numbers it can be seen that China
had a stronger year than anticipated, with
units for 2012 expected to exceed 20 million
and indicators are pointing to over 22
million units for 2013. Continued strength
in other emerging economies such as Russia
and Turkey is expected to fuel global growth
in the industry which is forecasted to exceed
100 million units by 2016.
The only
significant blemish on the global auto
industry is in Europe, it remains flat at an
expected 13.5 million units for 2012 and is
only anticipated to increase to 14 million
units in 2013.
The case for continued

(All automobile industry related statistics included in this
section were obtained from various presentations made at
the 2013 Outlook Conference of the Society of Automotive
Analysts on January 13, 2013.)

Turning to housing, after peaking in 2005,
housing starts in the US slid to an anaemic
pace as low as 600,000 per year following
the financial crisis. Economic setbacks over
the past five years slowed the formation of
new households, a key driver for the
housing market, as well as delayed the
purchasing of new homes by existing
households. While we discussed housing in
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detail in our last newsletter, the pace of
recovery for both new home construction
and sales of existing homes has been
surprisingly positive since. The economy is
now on pace for 1 million starts in 2013.
Although far below the peak of 2 million
units and the historical average of 1.4 to 1.6
million units, it is still a substantial
improvement.
Housing inventory, which
peaked at 13 months in 2009 is also
improving, now down to 4.7 months,
putting it more in-line with the three to four
months level which is consider healthy.
Furthermore, improvements in mortgage
conditions and credit availability is making it
easier
for
households
that
delayed
purchasing over the past five years to enter
the market. Overall there seems to be
agreement amongst economists that the
housing market has indeed turned a corner
and is recovering.

happening. China is expected to continue to
emerge as a critical component of the global
economy, but more importantly, will
continue to strengthen domestically. As its
middle class continues to grow, the people
of China will demand more durable goods,
new automobiles, better housing, more food
choices and entertainment.
Positive economic data out of China is good
news for the global economy, especially
Canada’s resource-based economy. Global
demand for both raw materials and energy
is very much driven by China’s appetite.
With China's economy expected to be strong
in 2013, commodity prices should follow suit
in the coming year. Specifically, analysts
are anticipating oil to stabilize in the range
of $90 to $100 per barrel, a profitable level
for extraction from Canadian soil.
Europe Remains a Risk
While Europe has fallen off of front page of
business
publications,
its
structural
problems continue to be deep and
complicated. Europe continues to be at risk
and will continue to be for years to come.
Most of Europe has now slid into a recession
which is compounded by the austerity
measures many of the EU member-states
have imposed in the past year. The positive
news is there appears to be the willingness
to address the problems, even if it comes
with political costs. At the same time, there
appears to be a greater appetite for a more
balanced approach to fiscal policy. Leaders
have recognized spending cuts alone could
drive individual countries and indeed all of
Europe into a deeper and longer recession
than need be. The good news for Europe is
they too, are well positioned to supply
finished goods into many of the world’s

A Soft Landing in China
The severity of the downturn in 2008 / 2009
was mitigated globally by strong growth in
emerging markets, led by China’s emerging
middle class.
While by traditional
standards, growth in China has remained
robust, it has been declining for over two
years.
This can be anticipated as an
economy grows, as double digit growth is
not sustainable forever. Some economists
are worried the great economic engine of
the 21st century may be grinding to a halt.
However, many other economist look to the
approximately 1 billion people living in rural
China
having
new
technologies
and
opportunities more readily available as
means to support continued growth for the
Chinese economy. A soft landing for the
Chinese economy was always a more
probable outcome and appears to be what is
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emerging economies, including China.
While many analysts anticipate Europe will
continue to be a drag on the global
economy, it appears the worst case
scenarios are less likely to unfold compared
to 12 months ago.

could put a fragile economy, and in
particular the manufacturing sector, under
stress. It is also expected the US Federal
Reserve will keep rates low and provide
additional quantitative stimulus. But with a
slowly recovering economy, some analysts
are projecting a 50 basis-point increase in
10 year US Government bonds. An increase
of 15 to 20 basis points has already been
seen in the past month.
While it is
expected the yield curve will remain
relatively flat, it may start to take on a
normal upward-sloping shape as the
economy recovers, quantitative stimulus
eases and investors demand higher returns
from long-term bonds.
At IAIC we are
maintaining relatively short bond ladders of
five to six years.

Stocks Forecasted to Provide Modest
Returns in 2013 in a Low Interest Rate
Environment
There has been positive momentum over
the past two quarters, despite the pending
gloom of the “fiscal cliff.”
With a
background of optimism for both the US and
global economies, many analysts are
expecting stocks to respond positively in
2013 and produce total returns in the mid
single-digit range. All indicators continue to
project a low interest-rate environment
through 2013 and into 2014. While the
Bank of Canada wrestles with inflation in the
housing market, increasing interest rates

As always, IAIC continues to advocate a
balanced and disciplined approach to
investing.

What the Markets Did
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Although both Canada and the US generated total returns less than the rest of the world over
the fourth quarter, Canada performed stronger than the US, returning 1.7% compared to
0.8%. This is in contrast to the full year performance of 2012 where the US posted a 13.7%
total return compared to Canada at 7.2%. Strong fourth quarter performances by the
international indices resulted in slightly higher total returns for these regions compared to the
US in 2012. Although generating a positive total return, Canada was the weakest of four
major regions in 2012.

Sector Watch
S&P/TSX CA Indices ($C)
S&P/TSX Composite
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12M TR
7.2%

S&P/TSX 60
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0.0%
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S&P/TSX SmallCap

-2.0%

-2.2%
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-8.5%

-17.7%

S&P/TSX Income Trust

2.2%

17.1%
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1.4%

5.5%

Consumer
IAIC's
consumer
sector
includes
consumer
discretionary, consumer non-discretionary (staples),
and pharmaceuticals. Overall, the combined subsectors generated an increase of 6.3% in the fourth
quarter, with consumer staples having the largest
impact generating an increase of 9.2% for the
quarter. The worries of the “fiscal cliff” in the US
prompted consumer companies to reduce supply
chain inefficiencies, which was slightly offset by the
increase in commodity prices.

IAIC Equity Sector Benchmarks
Consumer

6.3%

22.7%

Financials

6.3%

17.6%

Financials
The finance sector had another solid quarter
Industrial
7.1%
12.0%
generating a return of 6.3%. The Canadian banks
Resources
-3.3%
-2.8%
generated solid earnings in the quarter thanks to
3.4%
9.4%
Utilities
good credit experience, increased income and
relatively stable net interest margins. Positive gains
were also seen in the US finance sector, mostly due to good credit experience and lower loan
loss provisions. The international finance sector demonstrated improved earnings thanks to
fourth quarter recoveries in international markets. However, the US “fiscal cliff” did create
some headwind in the finance sector slightly offsetting their results.
Industrial
The total return for the industrial sector in the fourth quarter generated positive gains of
7.1%. The industrial sector had the greatest three month return compared to all other sectors
mainly due to railroad transportation increasing its intermodal revenues. Another major
contributor to the positive gains can be found in the technology sub-sector as strong
fundamentals attracted investors back into this sector.
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Resources
The resource sector was the weakest performer during the last quarter of 2013. Both
materials (-6.7%) and energy (-0.8%) contributed to a three month return of -3.3%. The
overall negative return was generally a result of reductions in commodity prices and the
volume of goods sold. Escalating costs have also become a concern in the mining industry.
However, not all commodities have followed this general trend. China imported a record
amount of iron ore, up over 8% from the previous year. Pricing for most commodities have
rebounded above their recent lows. During this period of heightened uncertainty, as individual
nations rebalance their economies between austerity and stimulus, a general improvement in
global economic demand should favour increasing returns for the resource sector.
Utilities
The utilities sector trailed most of the other economic sectors during the fourth quarter
posting a modest 3.4% total return.
Telecommunications led the utilities sector with
a respectable return of 4.3%. While in a low-growth environment, utilities will continue to be
attractive to investors searching for sustainable yields. However, the sector's more defensive
characteristics will probably limit capital appreciation. It remains to be seen how much higher
the sector can run, but with central banks not yet in a position to raise interest rates, utilities
remain a viable alternative - particularly for investors that value safety and income.

Key Economic Rates & Commodity Prices
CA Rates
Target
90D TBill
2Y Benchmark
10Y Benchmark
30Y Benchmark
CPI (Y/Y)
CPI x-Food/Ener. (Y/Y)
$U / $C
€ / $C
¥ / $C

Dec-12
1.00%
0.92%
1.14%
1.80%
2.37%
NA
NA
1.003
0.761
86.915

Nov-12
1.00%
0.96%
1.07%
1.70%
2.29%
0.83%
0.86%
1.006
0.774
83.242

Oct-12
1.00%
0.99%
1.07%
1.78%
2.38%
1.16%
0.95%
0.999
0.771
79.928

Sep-12
1.00%
0.97%
1.07%
1.73%
2.32%
1.16%
0.78%
1.015
0.790
79.227

Aug-12
1.00%
1.03%
1.15%
1.78%
2.33%
1.25%
1.13%
1.014
0.805
79.545

Jul-12
1.00%
0.99%
1.08%
1.68%
2.27%
1.25%
1.31%
0.998
0.811
78.122

Dec-11
1.00%
0.82%
0.96%
1.94%
2.49%
2.30%
1.32%
0.983
0.757
75.821

Key Economic Rates
In Mark Carney leaving his position as the Governor of the Bank of Canada to accept a
position with the British Government, many observers are expecting he will be implementing
many of the Canadian policies on the economy of Great Britain. As the race begins to find a
replacement for Mr. Carney, the discussion of interests rate, specifically a rate increase,
becomes an even hotter topic amongst analysts. The new Governor will have to continue to
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perform a balancing act of keeping inflation under control while bolstering an economy that
remains fragile. As data indicates, the housing market is finally starting to cool in the
traditional hotspots of Vancouver and Toronto - the new Governor might have to re-examine
the interest rate policy. Canada is widely thought to be the only G7 country facing near term
interest rate increases.
As such, the Canadian economy continues to be on a more solid footing than many others.
Canadian employment growth did well in 2012 with the annual average unemployment rate
dropping to 7.2% from 7.4% in 2011. The annual average unemployment rate has steadily
improved since its peak of the 2008/2009 recession of 8.3%. Although unemployment has
not returned to the prerecession levels of just above 6%, it should be noted the annual
average unemployment rates of 6.3%, 6.0% and 6.1% in 2006, 2007 and 2008 respectively,
are the lowest three years on record since 1976.
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The Canadian dollar remained relatively flat over the final quarter 2012. On September 30,
2012 one US dollar would buy 0.985 of a Canadian dollar and on December 31, 2012 that
same US dollar would buy 0.997 of its Canadian counterpart - this equates to a 1.2%
comparative strengthening of the US dollar. The performance of the Canadian dollar against
the US greenback is heavily correlated to the energy sub-sector, also relatively flat for Q4
2012. The dollar closed the year still remaining above par - on the last day of 2012 one
Canadian dollar would buy 1.003 US dollars.
As a whole the US economy is starting to heal as it slowly tries to recover from its slump of
recent years. Gold fell a modest 5.38% as fears of falling over the US “fiscal cliff” abated.
However, the shiny metal was still up almost 7% for calendar 2012. Where suitable for a
client, IAIC continues to provide exposure to gold by holding equity in companies that mine
the commodity.

Integrating Accounting, Financial Planning & Investment Management

8

In Focus
Independent Accountants' Investment Counsel's Quarterly Newsletter
Model Cash Flow
Once the client and IAIC's portfolio
manager have agreed on an appropriate
asset allocation, the accountant can assist
in modeling cash flow in and out of the
portfolio.
This involves an analysis of
assets and income outside of the portfolio,
marginal tax rates and the impact portfolio
income may have on the client’s overall tax
position - such as the claw-back of Old Age
Security benefits. In many instances the
client's financial planner will also work with
the accountant in order to build even more
robust cash flow models.

The Valuable Role of
Accountants in IAIC's
Wealth Management
Service
A unique feature of IAIC's wealth
management service is the integration of
our clients' accountants into the process.
People who first hear about our model may
not fully understand their accountant's role,
but the idea of their most trusted financial
advisor playing a part in helping meet their
investment goals is often intriguing to
them. Since IAIC began providing wealth
management services using this model,
clients
have
benefited
from
their
accountants' involvement in a number of
ways - here are some of the most common
examples.

Lead Tax Planning Strategies
Another extremely valuable role the
accountant
plays
in
the
wealth
management process is in managing capital
gains tax. The portfolio manager typically
generates gains and losses throughout the
year as the portfolio is rebalanced to align
with target asset allocations. An annual
review of those gains and losses prior to
the end of the tax year, in conjunction with
any other gains or losses that may have
been generated outside of the portfolio,
may lead to the strategic sale of assets
within the portfolio to minimize the client's
total taxable capital gain. For example,
suppose an investor had sold a cottage two
years ago and paid a substantial tax bill on
the capital gain realized. The accountant
can convey this information to IAIC's
portfolio manager who can evaluate if
opportunities exist for strategic tax selling
in the client's portfolio.
The portfolio
manager can identify any assets with
imbedded losses, and determine if it is
appropriate to sell those assets to realize
the loss and purchase similar securities,

Provide Valuable Background
Information
The primary responsibility of a portfolio
manager in serving a client is to invest in
securities such as stocks, bonds and shortterm financial instruments that are suitable
to the client's financial goals, objectives and
risk tolerance.
In order to meet this
responsibility, the client's goals, objectives
and risk tolerance must first be determined.
Determining these items merely on the
basis of age or some other mathematical
formula ignores other issues that are
unique
to
the
client's
particular
circumstance.
Valuable input from the
accountant regarding the client’s family
dynamics in their business, financial needs
and future plans helps shape a more
comprehensive and complete picture.
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commonly referred to as proxies, to keep
the portfolio fully invested. The accountant
can carry back any such losses for a period
of up to three years to recover taxes paid
on the sale of the cottage.

portfolio manager, it can be determined if
the client’s risk tolerance needs to be
reassessed, which if necessary, could result
in adjustments being made to a more
appropriate asset allocation.

Communicate Changes in Clients'
Circumstances
The appropriate asset allocation for an
individual client will likely change over time.
As people age and accumulate wealth, their
need for growth may diminish, replaced by
a need for tax-efficient income. Although
the portfolio manager will ask the client on
a periodic basis whether circumstances
have changed, the client's accountant is
sometimes able to provide valuable input
into that discussion.
The accountant is
usually closest to the client and has a
strong understanding of changes in family
dynamics and financial objectives. Again,
by conveying insightful information to the

These are just some of the examples of
how incorporating the knowledge and
experience of their accountant strengthens
the level of service IAIC is able to provide
our clients. By having such an intimate
knowledge about a client's financial and
personal situation, accountants are able to
provide IAIC's portfolio managers with a
valuable
perspective
of
a
client's
circumstances and objectives. Through the
sharing of this information IAIC's portfolio
managers are equipped with an even
greater
level
of
knowledge
and
understanding that can be used in helping
form the decisions they make in managing
a client's investment account.

IAIC Disclosures
All graph and chart statistical data contained in this report has been supplied by TD Newscrest Equity Research. Sources used by TD
Newscrest 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.
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