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turned its attention to the fundamentals of the
US economy: improving housing and automotive
sectors and a new found manufacturing
competitiveness.

The Quarterly Commentary
After enjoying a robust rally in the first quarter
of 2013, stock markets pulled back in the
second quarter. The markets reacted to the US
Federal Reserve's signals that its third round of
quantitative
easing (QE3),
the
monthly
purchase of $85 billion of bonds, may be
withdrawn in the latter half of the year.

By all measures, the US housing industry has
clearly turned a corner.
Housing inventories
have declined, prices have increased in many
regions and new households, who have been on
the sidelines for nearly five years, are now
coming into the market to purchase. While the
market experienced a pullback in the second
quarter, the momentum remains positive,
building on improving employment and consumer
confidence. Like housing, the auto sector has
also benefited from the easing of pent up
demand with year-over-year sales increases of
approximately 7%. Concerns over debt loads
and job security have resulted in many
Americans putting off automobile purchases in
recent years. Many families made due with the
old car, pushing the average age of automobiles
in the US to 11 years. Additionally, the number
of Americans of driving age has increased yearover-year throughout the downturn. It is easy to
see why the industry is optimistic about its
prospects over the coming three to five years.

Global markets were also pressured by ongoing
concerns with slowing growth and tighter credit
in China.
Canada’s major stock market, the heavily
resource weighted TSX, fared poorly - falling to
below the 12,000 level after climbing to nearly
13,000 earlier this year. Emerging economies
like China are major consumers of resources
and as demand weakens, so to do commodity
prices and the stock prices of their producers.
Gold in particular was a significant drag on the
TSX as a number of economic factors pushed
its price to below $1,300 US per ounce. While
the overall decline of 25% is significant in itself,
the day-to-day volatility compounded the fear
the markets were feeling – there were days on
which the price of gold dropped over $100.

Another positive for the American economy has
been its renewed competiveness in the
manufacturing sector. The gap in labour costs
between the US and emerging markets is
narrowing. While labour costs around the world
have been rising, American manufacturers have
been able to reduce costs through collaboration
with workers, increased efficiencies and relatively
cheaper inputs, specifically energy.

In response to signals from the Federal
Reserve, over the past six weeks bond prices
have declined, causing corresponding yields to
rise.
While the economy continued to
strengthen and consumer confidence trended
higher, to the surprise of many investors, most
major markets have experienced unexpected
strength in sectors normally considered
defensive in nature.

Intuitively one would think all of this would lead
to significantly higher growth. Unfortunately, the
negative economic impacts of government
spending cuts and higher taxes have acted as an
offset. During the quarter, markets were more
concerned with the Federal Bank’s intentions to
withdraw its third round of quantitative easing.
This stimulus measure is the Fed’s monthly
purchase of $85 billion in government bonds,

A Slow and Fragile Recovery in the US
Most analysts have turned bullish on the North
American economy and US equities have
responded accordingly. After fears of a double
dip recession subsided and the concerns
regarding the “fiscal cliff” eased, the market
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driving demand in the bond market and
keeping interest rates at historically low levels.
The intention is to withdraw this measure as
the economy improves.
Although they are
monitoring all leading indicators in the
economy, the focus is on job creation and
unemployment. As these rates improve, the
probability of the Fed changing course
increases and the markets respond accordingly.
In May, when Federal Chairman Ben Bernanke
suggested economic conditions were improving
and QE3 could be withdrawn by the end of the
year, the bond and stock markets reacted,
driving bond yields higher and stocks prices
lower.
The
10-year
treasury
rose
approximately 70 basis points and stock
markets began dropping, with some days
seeing triple digit declines.
More recent
comments by the Fed chairman have suggested
there is still some economic strengthening and
further employment gains they would like to
see before QE3 begins to wind down, and even
then, overnight lending rates will be kept at
historically low levels.
This seems to have
calmed the stock market, which had partially
absorbed the probability of higher interest rates
in the second half of the year.

standards, but still a significant easing from the
double-digit growth the Chinese economy had
enjoyed in the latter part of the past decade.
Economists are suggesting we could see this ease
further to 6.5%. There are a number of issues to
consider when passing judgement on China.
First, even with its large population, prior to its
recent growth China’s economy was relatively
small. As an economy grows, it is more difficult
to sustain higher growth rates. Secondly, China
accounts for 20% of the world’s population and
the emergence of a Chinese middle class will
have a positive impact on the economy for years
to come. Finally, China’s financial system is not
developed to the same degree to that of North
America or Europe. While the government is
seeking ways to manage growth and curtail
inflation, it lacks the tools and experience of
more developed markets.
As a result, some
bubbles and setbacks can be expected. But it
would be a mistake to underestimate a billion
people seeking a better life and the material
wealth enjoyed by the middle class of developed
nations. China will continue to be a driver of
global economic growth over the next decade.
One headwind China does face is demographics.
An aging population will present new challenges
for a government in the process of adjusting to
capitalism and free markets.

Despite the positive catalysts and optimistic
outlooks, the net effect has been a slow and
difficult economic recovery relative to the
robust recoveries experienced in the past. One
needs to look no further than the state of
Michigan to gain a sense of financial difficulties
and lagging economies. Although heading in
the right direction, the US still has major
fundamental hurdles to overcome.

Overall, there are some signs of improvements in
the global economy as a whole. Europe, held in
the grip of a recession, continues to struggle,
although
economists
are
forecasting
improvements. Japan, under new leadership, has
introduced stimulative measures and is enjoying
a substantial rebound in its domestic stock
market.
Economies heavily dependent on
resources will continue to lag in the short term,
until commodity stock piles are diminished and
prices for materials begin to strengthen.

Global Growth Slowed by China
While Europe and the US took a severe
downturn nearly five years ago, emerging
markets bolstered global economic growth with
substantial gains in China, South America and
the former Soviet Bloc countries.

The TSX Lags
For the latter part of the past decade, Canadian
investors felt content having a significant
overweighting of their portfolio in their home
country. In some instances this meant 100%

China’s growth has slowed to approximately
7.5% per annum, a torrid pace by industrialized
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equity exposure. This was driven by the fact
that Canada’s economy fared well through the
global downturn of 2008 and our banking
system was held up as a model against the
problems banks in other countries were
experiencing. The TSX was outperforming US
stock
markets
and
our
currency
was
strengthening against the US dollar.
Our
economy was enjoying the resurgence of
commodities and materials. The TSX, with its
heavy weighting in resource stocks, rose as the
global demand for resources, particularly from
the larger emerging markets, drove commodity
prices and the stock prices of the companies
producing these resources higher.
This
however has been a drag on the TSX the past
18 to 24 months as growth in emerging
markets has slowed.
The strength of the
Canadian
dollar
has
held
back
the
manufacturing sector and our trade surplus has
turned into a trade deficit. The US markets
outperformed the TSX in 2012 and have clearly
done so in the first half of 2013. Combine this
with the recent weakening of our currency and
many investors, who wanted to avoid the US
market are now seeking exposure to US stocks.

company’s fundamentals and historical price.
Currently, the US stock market is relatively
expensive in terms of earnings multiples. In
particular, we have seen some sectors rise in
price and trading at multiples at or exceeding
their historical highs. Specifically, the consumer
sector has experienced significant gains over the
past 12 months.
While evidence indicates
consumer confidence and economic health is
returning to the US, defensive sectors, normally
negatively correlated to economic growth, are
enjoying some of the larger gains. As a result, it
is difficult to purchase consumer stocks at this
point. Railroads are another sector experiencing
significant gains. Stock prices can get ahead of
themselves if the company’s underlying earnings
are not growing at the same pace as the stock
price. For this reason, it is a challenge to keep a
portfolio diversified across all economic sectors.
What the past 12 to 24 months has highlighted is
the need for diversification. While it may have
been tempting to overweight portfolios with
resources or gold two years ago, it is evident
such a strategy could have resulted in significant
losses - similar to overweighting technology
stocks from 1999 into 2001.
In a welldiversified portfolio, losses in one sector are
offset by gains in another.

A topic on the minds of many is gold and the
negative impact it is having on the TSX. Gold
producers are a significant part of the TSX
index. Owning gold producers is actually a
leveraged play on gold. As the price of gold
rises or falls, the profits gold producers realize
are impacted significantly. Gold prices have
been pressured by the strengthening of the US
economy, the strengthening of the US dollar,
low inflation, speculation and some sovereign
states oversupplying the secondary market as
they deal with internal financial issues. As
highlighted in the special feature section of this
newsletter, IAIC continues to advocate for
limited gold exposure for equity investors.

Interest Rates
As mentioned previously, following statements by
Federal Reserve Chairman Ben Bernanke in May,
yields rose as bond prices fell.
This was
experienced at the long and the short end of the
yield curve, though more pronounced at the long
end. Despite this, interest rates remain near
historical lows. Inflation remains under 2% and
the economy, while experiencing growth, is by no
means heated. There is very little to suggest
interest rates will rise significantly in the short
term.
This poses challenges for conservative
investors seeking income and the safe-haven of
investment grade bonds and GICs. While rate
increases are anticipated later in 2014, or even
into 2015, current conditions are such that in the
next 12 months, any pressure on interest rates

Expensive Stocks and Diversification
For years we have seen many opportunities to
purchase stocks that were fairly valued or
undervalued
relative
to
the
underlying
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will most likely come from the withdrawal of
QE3 in the US.

Federal Reserve. The past 12 to 24 months has
highlighted the value of diversification. Providing
exposure to US equities and some of the
previously underperforming sectors of the
economy has mitigated weak performances in
Canada, particularly in the resource sector. As
always, we continue to stress the importance of
diversification in the long term.

In Summary
Economists are forecasting continued growth in
the US, possibly at a more robust pace in the
latter half of this year. We still feel stock
markets will finish the year with single digit
returns, but it may be a more volatile path with
the uncertainty surrounding the actions of the

Market Performance
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The Canadian S&P/TSX Composite was down 4.1% for the quarter as pronounced declines in
resources and utilities offset returns in the other major sectors. Sluggish global demand for
exports and growing housing market concerns tempered investor sentiment.
The US S&P 500 had another strong quarter, rising 6.6% as the tentative economic recovery
appears to be taking hold. Interest rate uncertainty continues to dampen expectations though as
the US Federal Reserve contemplates slowing the injection of funds into the bond market through
quantitative easing.
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Developed markets outside of North America (International EAFE) lagged behind the US with a
quarterly return of 2.9%, as turmoil in the European Union expanded into member countries such
as Portugal and Spain. On the whole, the Global Index was up 4.5% with recent strength in
emerging markets balancing growing concerns over strong, but slower pace economic growth in
the BRIC countries (Brazil, Russia, India, and China).
Assisting both the US and Global returns was the weakening of the Canadian dollar.

Sector Watch
S&P/TSX CA Indices ($C)
S&P/TSX Composite
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-4.08%

12M TR
7.90%

S&P/TSX 60

-4.10%

8.16%

S&P/TSX Completion

-4.05%
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S&P/TSX SmallCap

-7.35%
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-19.80%

-25.99%

S&P/TSX Income Trust

-7.19%

1.07%

S&P/TSX Preferred Share

-3.06%

2.49%

Consumer
The consumer sector enjoyed a gain of 9.2% in the
second quarter, significantly outperforming the
other four sectors. The sector is broken down into
three subsectors;
consumer
non-discretionary
(staples),
consumer
discretionary
and
pharmaceuticals. Pharmaceuticals were the biggest
contributor to sector's performance with gains in
excess of 11%. Increasing consumer confidence,
reflected in retail sales, was evidenced by a strong
demand for big ticket items, including automobiles.

IAIC Equity Sector Benchmarks

Financials
The Canadian finance sector had a small gain in the
quarter, generating a return of 0.4%.
Most
Financials
0.4%
10.4%
Canadian bank earnings grew in the second quarter
Industrial
0.5%
23.4%
despite a challenging macro economic climate with
Resources
-11.1%
-4.6%
historically low interest rates and a slowing
-8.9%
19.4%
Utilities
Canadian economy. Many Canadian insurers had
improved results in the quarter and benefitted from a sudden rise in rates late in the quarter.
Modest positive total returns were also seen in the US finance sector, mainly due to the improving
US economic environment. The US banks are continuing to see improved credit conditions and
higher capital requirements needed to be better positioned for any future economic volatility. The
international finance sector also generated small positive gains in the second quarter amidst global
economic uncertainties. Overall, the financial sector continues to experience some headwinds in
this low interest-rate environment. Recent rate increases and the strengthening US economy
should help contribute to future returns in the financial sector.
Consumer

9.2%

22.6%

Industrial
The industrial sector finished the quarter relatively flat, posting a three month total return of
0.5%. The return was boosted by the information technology sub-sector, with IT companies
contributing a gain in excess of 2.5%. After leading the other sectors the previous two quarters,
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industrials continue to outperform the finance, utility and resource sectors in the most recent
quarter. Gains were trimmed in response to speculation the US central bank would begin tapering
its quantitative easing program sooner than was previously expected. Now that these fears
have eased somewhat, the industrial sector is poised for further gains in both the short and long
term. In the near term, continued stimulus should continue to support modest growth
projections. Long term, the industrial sector will benefit from increased consumer demand as well
as capital expenditures in the private sector.
Resources
Sluggish world economic growth continues to place negative pressure on resource
sector demand. Its benchmark declined 11.1% during the quarter, with materials and energy
down 22.8% and 3.3% respectively. The sector continues to face depressed prices for precious
metals and the discounting of domestic oil and gas prices due to the lack of costeffective transportation to customers. The current price environment for materials has caused
some producers to delay projects. Additionally challenging for energy companies is the decreasing
reliance of the United States on imports due to ramped-up production within its own borders.
However, the recent decline in the Canadian dollar provides some counterbalance for earnings
of domestic producers.
Utilities
Although the utilities sector has performed well over the past 12 months, earning a return of
19.4% during this time, the second quarter of 2013 saw this sector pullback significantly,
producing a return of -8.9%. The increase in bond yields, or perhaps more importantly the
expectation of interest-rate increases, has had a negative affect on the utility sector as much of
the valuation of these securities is dependent upon yield. The telecommunications sub-sector took
the hardest hit with a return of -10.6%. News of US heavy-weight Verizon making a possible
entrance into the Canadian wireless market caused the large telecom companies to tumble
towards the end of the quarter. Verizon may try to enter the Canadian market before the
upcoming spectrum auction in early 2014, which will increase competition amongst our wireless
carriers. The other sub-sectors, consisting of pipelines and power generation companies are facing
changes with increasing environmental, health and safety concerns. This, along with rising costs
and falling prices, generated a -4.5% return for the sub-sector. In the meantime, investors in the
utilities sector continue to benefit from growing dividends supported by strong cash flow.
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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

Jun-13
1.00%
1.02%
1.22%
2.44%
2.90%
NA
NA
0.949
0.730
94.388

May-13
1.00%
1.01%
1.08%
2.07%
2.64%
0.74%
0.51%
0.967
0.746
97.834

Apr-13
1.00%
0.99%
0.92%
1.70%
2.37%
0.41%
0.51%
0.993
0.754
97.028

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

Feb-13
1.00%
0.96%
0.95%
1.84%
2.53%
1.24%
1.12%
0.972
0.743
90.019

Jan-13
1.00%
0.93%
1.16%
1.99%
2.57%
0.50%
0.61%
1.000
0.736
91.408

Jun-12
1.00%
0.88%
1.03%
1.74%
2.33%
1.50%
1.66%
0.980
0.773
78.471

*Chart values are as of the last day of the respective month
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Canadian Oil Continues to Sell at Discounted Rate
A casual observer of oil markets will hear of the West Texas Intermediate (WTI) or Brent price of
oil. These two types of oil are generally used as benchmarks for prices. Both WTI and Brent are a
light crude with low density and sulfur. The most common grade of oil produced in Canada is
WCS, Western Canada Select - a blend of heavy crude from the oil sands. WTI, charted in the
above graph, closed Q2 2013 at $101.58 a barrel while WCS finished the quarter at $86.52 per
barrel.
At $15.06 CAD or $15.86 US cheaper, the WCS product was inline with its historical average of
trading $15 US less a barrel than the benchmarks. However, this allowance can vary widely, for
example, the discount in December 2012 was over $42 US.
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One of the main reasons for this discount is the higher costs associated to transporting the oil.
WCS is transported from the oil sands to refineries one of two ways, pipeline or railway - both of
which have been the subject of major news headlines recently. Pipelines have been a focal part of
the politically-charged debate of energy independence versus environment. While the recent
tragedy in Lac-Mégantic, Quebec was a stark reminder of the dangers of transporting oil through
populated centres on rail. The Canadian oil industry continues to face challenges related to the
process of getting their product in the hands of the refineries.

A Weakening Canadian Dollar
The Canadian dollar declined 3.3% for the quarter against the US dollar, continuing its downward
trend after reaching parity in January. The Loonie also declined against the Euro after gaining
ground in the first quarter of the year. Commentators point to two factors when discussing this:
(1) proposed changes to the US Federal Reserve policies; and (2) less global volatility.
The US Federal Reserve has indicated a move from their expansionary monetary policy as its
economic recovery becomes self-sustaining. The first likely action will be to start tapering its
ongoing quantitative easing. By the Federal Reserve buying bonds, the monetary supply increases
and weakens the relative value of the US dollar. This makes imports more expensive for
Americans and exports cheaper to global customers, therefore boosting the domestic
economy. With the anticipated end to quantitative easing, so comes an end to the devaluation of
the US dollar. The market has likely priced these changes into the stronger US dollar.
In recent years, the Loonie has made significant gains against both the US dollar and the Euro. In
the aftermath of the financial crisis, Canada became attractive to investors due to our strong
banking sector and solid fiscal policy footing. Strong regulation prior to the crisis, bolstered by the
quick actions of the government and the Bank of Canada allowed Canada to avoid much of the
turbulence that engulfed the rest of the world. Canada attracted more foreign investment, thus
bolstering the Loonie. As stability has returned to the global economy and with growing concerns
about the domestic housing market, Canada may not be perceived as strongly as the safe-haven
it once was.
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The Role of Gold Related Securities in
Portfolios
Although IAIC does not purchase gold bullion
in client portfolios, exposure to the
commodity is gained by purchasing the
securities of gold mining companies. In many
ways, the positions in these companies are
managed the same way all other securities
are managed in our clients' portfolios.
However, due to the metal's unique
relationship within the world economy,
positions in gold are also used in addressing
some of the macroeconomic portions of IAIC's
overall investment strategy.

Gold: A Unique Part of the
Overall Investment
Strategy
The pullback in the price of gold over the last
few months has been significant. After nearly
reaching $1,800 US per ounce in October of
2012, it has experienced a drop of over $500
as of the time of this publication.
The
descent has been volatile, with price
fluctuations as great as $100 on some trading
days.
With the sell off of gold, the market price of
the shares of gold-producing companies have
followed suit. This includes the gold mining
companies IAIC holds in portfolios.
This
decline in value has caused the positions in
these companies to stand-out from the other
holdings in our clients' portfolios, therefore
we would like to this opportunity to provide
some details on the reasons for the decline,
as well as how gold fits into IAIC's overall
investment
strategy.

Diversification from the US Dollar
As we reference in almost all of our quarterly
newsletters, diversification lies at the
foundation of IAIC's overall investment
strategy. Simply put, diversification ensures
your eggs are spread into enough baskets to
reduce exposure to any single event, industry
or company.
As noted earlier, gold generally has an
inverse relationship to the US dollar. Having
portfolios maintain exposure to gold is part of
the overall investment strategy of ensuring
diversification exists in a client's portfolio that
should help offset losses resulting from a
weakening US dollar.

Decline in Global Price of Gold
Having perhaps the biggest impact on the
decline in the price of gold has been the
recent
performance
of
the
American
economy. Positive economic results coming
from our neighbours to the south have
resulted in a strengthening US dollar. The
performance of the US dollar and gold is
generally inversely related, meaning when
the US dollar performs well, gold does not.

In keeping with diversification, it is this
principle that ensures no "big bets" are placed
on a particular industry or company. While
we acknowledge gold related holdings in
client portfolios have not performed well in
recent months, IAIC's commitment to
diversification has ensured our clients'
portfolios have not been overexposed to gold.
Clients whose portfolios are solely managed
by IAIC will not have more than 5% of their
overall equity value in gold related holdings.

Another factor having a significant impact on
the decrease has been the lower demand in
the materials market brought on by lower
than expected growth in the global economy,
specifically China.
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Although it has been moderate in recent
years, some analyst expect greater rates of
inflation in the coming years. Continuing to
hold positions in gold is part of the strategy
IAIC employs in its efforts to help protect
clients from increases in the cost of living.

Hedge Against Inflation
Generally speaking, the price of gold is
positively correlated to inflation. This means
that as inflation increases, typically so too
does the price of gold - the opposite of the
relationship gold has with the US dollar.
Knowing this, holding positions in gold
producing companies is used as a mechanism
to help protect clients in the event of
significant increases in the cost of living. This
is a particularly important strategy for clients
that have retired from the workforce.

Should you have any further questions about
this or any other matter, we welcome you to
contact your IAIC representative.

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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