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When weighing all of the factors, the
outlook remains positive. The US economy
continues to strengthen, inflation remains
low, manufacturing data continues to
indicate strength in new orders and the US
housing and auto sectors (two bellwethers
of the economy) continue to improve.

The Quarterly Commentary
After a strong showing for equities in 2013,
investors
entered
2014
somewhat
apprehensive about a continued run-up in
stock prices.
The US and international
markets surged ahead 33% and 24%
respectively in the previous year and
expecting a repeat of this in 2014 seemed
unrealistic to most market participants.
The Canadian market was actually the
laggard in 2013 and thus has some analysts
forecasting
a
comparatively
better
performance over the next 12 months.

For investors, the double-edged sword is
the
improving
jobless
claims
and
strengthening manufacturing sector in the
US. New weekly jobless claims are now
approaching a number economists consider
healthy and a facilitator of strong growth.
A stronger economy naturally leads to
increased consumer confidence, more
discretionary
spending,
increased
manufacturing output and increased capital
spending by businesses. This in turns leads
to increased earnings, which then supports
higher stock prices. The other edge of the
sword is the need to manage economic
expansion and keep inflation in check. The
US Federal Reserve continues to taper its
bond purchasing program, but still refers to
slack in the economy and low inflation.
Economists do not expect the Fed to start
hiking short-term interest rates until some
of this slack has been absorbed and
inflation gets back to over 2% per annum.
Policy makers are also concerned that
despite improving jobless claims, much of
the workforce is underemployed and longterm unemployment may be a reality for
many.
All factors taken into account,
consensus amongst analysts is there is little
risk the Fed will move on interest rates
before 2015.

Over the last month there has been more
volatility in equity markets.
Recent
earnings data has reflected weaker-thanexpected performance in sectors directly
impacted
by
the
severe
weather
experienced in the US this past winter.
With high valuations, the market reacts
swiftly
when
earnings
don’t
meet
expectations, regardless of the impact of
one-time events. Further distortion comes
from momentum investing.
Momentum
investing is the act of buying and selling
stocks which are rapidly rising in price
based on either the emotions of the
market’s participants, or high expectations
for future earnings and growth. This adds
to the overall volatility of equity markets
and fuels apprehension and fear for
investors who are trying to maintain a
disciplined approach based upon the
financial strength and fundamentals of the
companies in which they are investing.
US Showing Strength, Europe
Improving but Emerging Markets
Remain a Concern

One specific risk identified last year was the
impact of fiscal drag on the economy. It
was feared that additional tax burdens and
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spending cuts in the US would have a
significant impact on growth. While there
was some notable impact seen in economic
data, it appears this factor has subsided
and the economy has adjusted to the
changes.

it was during the years of double-digit
percentage growth.
There are certainly
some analysts raising red flags over the
Chinese economy; however, others are
suggesting concerns over China may be
overblown. The emerging class continues
to drive new investment and the Chinese
government is taking positive steps to
manage both growth and inflation.

Overseas, Europe has returned to modest
growth and like North America, low inflation
is allowing central banks to maintain low
interest rates.
Growth is expected to
continue to improve, although there is
some risk of tensions between Russia and
Ukraine increasing energy costs, which are
always a potential drag on economic
activity. This would certainly affect Europe
directly.

Canada Buoyed by Fiscal Discipline and
a Strengthening US Economy
After serving seven years as Canada’s
Finance Minister, Jim Flaherty resigned in
March and unfortunately passed away on
April 10, 2014. Under his reign, Canada’s
economy weathered a severe world
recession
relatively
unscathed.
To
stimulate the economy, Mr. Flaherty
returned to deficit spending but with a clear
goal to return to a balanced budget during
the government’s current mandate. While
the most recent budget projects a deficit
just short of $3 billion, it contains the
transfer of $3 billion to a contingency fund.
For all intents and purposes, Canada now
has a balanced Federal budget with a
surplus forecasted for 2015, which makes
Canada an even more attractive country for
global investors.

Emerging markets is the one area holding
global growth in check.
Of particular
concern is China and the somewhat slower
domestic
growth
the
country
is
experiencing. This is now a five month
trend and is reflected in the Chinese
Purchasing Managers’ Index (PMI).
The
PMI helps economists gage the outlook and
confidence of manufacturing businesses by
surveying purchasing managers. On the
positive side, exports from China have
grown consistently for the past three
months, helping to offset some of their
domestic weakness. It is also important to
keep in mind that while growth may be
slowing, at approximately 7% per annum, it
is still significant growth and outpaces all
developed
economies.
With
the
compounded
growth
China
has
experienced, the economy is much larger
than it was several years ago. As a result,
when growth is measured by percentage,
today’s growth is smaller, even though the
increase in economic output is greater than

Meanwhile, the strengthening US economy
has resulted in the US dollar appreciating
against the loonie, providing relief for
Canadian manufacturers. In March, Canada
returned to a trade surplus, driven in part
by commodities, but by also by an increase
in the export of finished goods.
While
slowing growth in emerging markets is
putting some downward pressure on
commodity prices such as copper, energy
prices have held up, with natural gas seeing
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We continue to believe fixed-income should
be managed with an emphasis on the
shorter end of the yield curve to minimize
exposure to interest rate risk. The role of
these assets is to provide income and
stability in a portfolio. With interest rates
at their current level and consensus
estimating they will rise at some point in
the next 12 to 24 months, pursuing
additional yield by investing at the longer
end of the yield curve introduces added risk
to an asset class whose role is in part,
capital preservation.

a surge this past winter and remaining at
an elevated level despite the return to
warmer weather.
Fixed-Income and Interest Rates
2013 was not the best year for fixedincome. It was nearly a year ago that then
US Fed Chairman Ben Bernanke suggested
the economy was doing better than
anticipated and a result, stimulus programs
such as the purchasing of longer bonds may
be tapered more rapidly than previously
suggested and the Fed’s policy of holding
the line on short-term interest rates may
have to be abandoned earlier than the
market was expecting. The reaction was
quick and damaging. Yields on long-term
treasury bonds began to rise, impacting the
price of nearly all fixed-income assets,
particularly on the long end of the yield
curve.
Mortgage rates quickly rose,
throwing some water on the recovering
housing and auto sectors.
The Federal
Reserve was quick to clarify its position of
easing off stimulus measures in a slow and
methodical fashion, but for many the seed
was already planted. Investors are now
carefully watching newly-appointed US Fed
Chairman Janet Yellen and are scrutinizing
the details and minutes of every Fed
meeting in an effort to determine exactly
when the US Fed will boost short-term
rates. While the market seems to be of the
consensus that interest rates at the short
end of the yield curve will remain at their
current levels into 2015 and beyond, the
rapid upside surprises in US economic data
are beginning to impact the probability of
higher rates within the year. Canada could
then follow suit.

Is a Pullback Coming?
Investors must keep in mind that stock
markets are forward looking, thus any
forecasted economic strength is factored
into current stock prices and failure to meet
or exceed those projections could put some
downward pressure on the market in
general.
Some fear of a pullback is
justified; however, one must keep in mind
that stock prices pulling back from relative
highs is a normal part of a healthy market.
A pullback can be disconcerting for
speculators, but should have little bearing
on long-term investors with a plan built on
discipline and diversification.
In Summary
The US economy continues to gain
strength, with growth accelerating from its
pace of 2013. Europe also continues to
show improvement, which should give a
boost to global growth. As a result, three
issues are now on the minds of investors:
1. How the US Federal Reserve will
react to improvements in the
economy and employment data.
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2. The impact of slowing growth in
China and other emerging markets
on the global economy.
3. Concerns over corporate earnings not
meeting
expectations,
thereby
putting downward pressure on stock
prices, which are currently trading at
relative highs.

We maintain that a focus on interest rate
risk is a prudent strategy despite the low
returns investors are realizing at the short
end of the yield curve.
As always, we do not advocate market
timing.
We firmly believe investors are
best rewarded over the long-term by
adhering to the diversification and discipline
of their investment plan and continuing to
invest in companies with a proven history of
both earnings growth and rising dividends.

For most investors, income-producing
assets, including bonds and preferred
shares, are an important part of the asset
mix of their portfolio. These assets provide
both a regular inflow of cash and stability.

Market Performance

Represents total returns in Canadian currency
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After finishing 2013 behind the other regions, the Canadian market began making some
progress towards catching up with the other benchmarks in the first quarter of 2014. The
S&P/TSX Composite was the leader among the indices over this year’s first quarter with a
return of 6.0%. The return was lifted by the resource sector, a pleasant change from the
previous quarter when the sector dragged down the resource-heavy TSX.
Even though the S&P 500 produced a return of 5.7% and hit new highs, the US finished the
quarter slightly behind the Canadian market. Harsh winter weather in both Canada and the
US made it difficult to interpret economic indicators from both countries. Janet Yellen officially
moving into her new position as Federal Reserve Chair, however, did not upset the markets as
the status quo seems to be in place after her taking over the position from Ben Bernanke.
The international index was the laggard for the first three months of 2014 as the increased
tensions in Ukraine have created uncertainty throughout markets. China has been thought of
as the engine to drive economic growth and it remains to be seen whether additional stimulus
will be needed to reach its growth targets.

Sector Watch
3
Month
Total
Return

12
Month
Total
Return

6.0%
5.5%
7.6%
7.9%
6.7%
5.3%
2.7%

16.0%
15.7%
16.6%
15.4%
-9.5%
1.0%
-2.3%

IAIC Equity Sector Benchmarks
Consumer
7.3%
Financials
3.0%
Industrial
2.9%
Resources
9.6%
Utilities
5.4%

36.2%
22.2%
23.2%
6.4%
5.1%

S&P/TSX CA Indices ($C)
S&P/TSX Composite
S&P/TSX 60
S&P/TSX Completion
S&P/TSX SmallCap
S&P/TSX Venture
S&P/TSX Income Trust
S&P/TSX Preferred Share

Consumer
The opening quarter of 2014 was
another strong period for the consumer
industry, providing a return of 7.3%.
Once
again,
healthcare
led
the
subsectors gaining 12.6%. Consumer
discretionary and consumer staples
generated returns of 4.3% and 7.3%
respectively.
The harsh winter had an impact on the
earnings
of
“bricks
and
mortar”
retailers; however, this was offset
somewhat by higher sales for online
retailers. The recovery experienced in
March gave indication the quarter’s
slowdown in real consumption growth
was not as significant as was previously
thought.
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Of specific interest to investors is the increasingly competitive Canadian grocer industry,
which is seeing more entrants into this space. While major Canadian grocers have been
engaged in merger and acquisition activity to strengthen their competitive positions, they
have also been facing low food inflation and declining margins.
Taken as a whole, steady gains for the sector have translated into stable and consistent
growth, with only resources outperforming the consumer sector over the quarter.

Financials
The finance sector had a modest first quarter for 2014 with a return of 3.0%.
The Canadian banks’ performance was relatively flat over the quarter due in part to their
retail revenues continuing to slow.
The US financial sector performance was held back by tougher leverage requirements
coupled with a competitive interest rate environment.
Internationally, the finance sector experienced strong growth in mature global economies
including several European countries. However, many European countries still face
significant headwinds as unemployment rates remain high, specifically in Greece and
Spain.

Industrial
After a strong performance to closeout 2013, the industrial sector was the laggard group
over the first quarter of 2014. Yet the sector, consisting of manufacturing, transportation,
and information technology companies, still generated a modest return of 2.9% for the
quarter. The beginning of 2014 saw increasing volatility in the overall market, which has
affected all three industrial subsectors.
The performance of manufacturing and transportation companies will continue to be
highly correlated to global growth, especially to that of China. Concerns over slowing
growth in China are having a direct impact in these subsectors.
The higher growth tech subsector was the leader this quarter with a return of 5.8%. The
strong performance of this subsector reflects the premiums investors are willing to pay for
higher growth potential.
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Resources
The resource sector led the group with a benchmark total return of 9.6% for the quarter.
With this recent gain, the sector recovered to positive territory for the last twelve months,
providing a return of 6.4% for the period.
The energy subsector was up 6.5% for the quarter on sustained higher crude oil and
natural gas prices. Canadian oil producers benefited from increased refinery demand in
the mid-western region of the United States and a narrowing of the discount paid for
heavier blends of oil. Natural gas prices were volatile but trended up as the harsh late
winter temperatures continued to fuel demand and create supply challenges. According to
the US Energy Information Administration, domestic natural gas inventories at the end of
March were at their lowest levels in 11 years.
The materials subsector also returned to positive territory, providing a 3.1% return for the
quarter despite tempered near-term expectations of earnings and demand growth.
Companies continue to focus on increasing cash flows through the production of higher
grade reserves and divestitures of non-core assets.

Utilities
With a 5.4% return for the quarter, the utility sector provided a return that was consistent
with how it had performed over the previous three months when it earned a return of
5.8%.
The telecommunications subsector had a 4.2% return for the opening quarter of 2014,
down slightly from the 5.0% return of the previous period. The most recent spectrum
auction closed on February 13, 2014 and with no new international bidders, it was to no
one’s surprise the Big 3 (Bell, Rogers and Telus) took the largest blocks of spectrum. This
new spectrum should result in better coverage and service for their customers, especially
those in rural areas.
Turning to the pipeline subsector, the Keystone XL pipeline received significant media
attention in the early months of 2014 as an environmental study stated the project will
not increase greenhouse gas emissions. However, there was disappointment in the recent
news that the Obama administration has postponed the final decision on the pipeline until
after the November 2014 elections. It is important to remember though, the Keystone
pipeline is just one of many projects for both TransCanada and the pipeline subsector. At
an 8.1% return for the quarter, pipelines are benefiting from the positive outlook many
analysts have for this subsector.
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Key Economic Rates & Commodity Prices
CA Rates
Mar-14
Target
1.00%
90D TBill
0.89%
2Y Benchmark
1.07%
10Y Benchmark
2.46%
30Y Benchmark
2.96%
CPI (Y/Y)
NA
CPI x-Food/Ener. (Y/Y)
NA
$U / $C
0.906
€ / $C
0.658
¥ / $C
93.519

Feb-14
1.00%
0.84%
1.00%
2.43%
2.94%
1.14%
1.11%
0.902
0.653
92.323

Jan-14
1.00%
0.89%
0.95%
2.34%
2.93%
1.48%
1.21%
0.898
0.666
92.133

Dec-13
1.00%
0.91%
1.14%
2.78%
3.24%
1.24%
0.95%
0.941
0.683
99.157

Nov-13
1.00%
0.94%
1.10%
2.56%
3.15%
0.90%
0.69%
0.944
0.694
96.910

Oct-13
1.00%
0.91%
1.10%
2.42%
3.02%
0.65%
0.94%
0.958
0.705
94.424

Mar-13
1.00%
0.97%
1.00%
1.76%
2.51%
0.99%
0.95%
0.983
0.767
92.814

Chart values are as of the last day of the respective month
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The next rate change from the Bank of Canada does not appear to be coming any time soon
as the overnight rate continues to hold steady at 1%, a rate it has maintained since
September 2010. The rate has remained low with little fear of spurring inflation as the Bank
of Canada tries to get the country on a path of more sustainable growth. More recently, with
the Canadian dollar steadily depreciating against the US dollar over the past year, the impact
of an interest rate increase on the exchange rate has entered the debate. An increase to the
overnight rate would likely cause the Canadian dollar to appreciate, making our exports more
expensive to our neighbours to the south.
After a rough 2013, the price of gold had a strong quarter to begin 2014, for two main
reasons: 1) the heightened fear over the situation in Ukraine helped demand for the precious
metal; and 2) recent statements from the Federal Reserve led many analysts to conclude
interest rates won’t be raised as soon as was previously expected.
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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.
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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