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The Quarterly Commentary
After several years of steady gains,
volatility has set in over the past several
weeks, causing markets to pullback from
the record highs reached during the recent
summer months. The TSX was down -4.3%
over the month of September and the
October month-to-date change has been a
decline of -4.2% at the time of writing this
commentary (October 20, 2014). In the
US, the Dow Jones is down over 5% from
its record high set on September 19, 2014.
Periods of high volatility can be a trying
time for investors as the emotional toll of
decreases in portfolio values can tempt
some investors to deviate from their longterm investment strategy. However, one
needs to remember that market pullbacks,
or corrections, have long been part of a
healthy market and remaining disciplined is
an important guiding principal when
investing for the long-run.
Fundamentals over Clichés
Over the years, investors have had a
tendency to simplify trends observed in
stock market returns with respect to the
timing of stock market rallies and pullbacks.
For example, “sell in May and go away” is a
phrase used in reference to reduced market
activity in the summer months, which can
lead to downward pressure on stock prices.
With markets rallying through August,
investors that sold in May in accordance
with this saying missed out on new highs
hit by the Dow Jones and TSX. Statisticians
continuously and carefully analyze stock
market data, looking for trends and a
correlation between different variables,
which often lead to these platitudes. Some

investors will tell you “everybody knows
that stock markets drop in October.” Of
course, there are years when this has been
true and the belief has been reinforced by
the fact that some of the largest market
downturns have occurred in October
including 1929, 1997 and most recently,
2008. However, there have been a number
of years when October has produced very
strong returns – just last year the TSX and
Dow Jones increased by 4.5% and 3.2%
respectively over the month of October.
As always, rather than take our lead from
correlations without cause, fear and
negative press, we continue to do what we
have always done, which is to consider the
balance of positives and negatives currently
facing the North American and Global
economies. We then try to understand how
all this information, taken as a whole,
impacts the financial markets.
A Pullback from Records Highs
One of the issues cited in recent quarters
was the observation that markets were not
reacting in any meaningful way to negative
news.
Investors
were
essentially
discounting risk, which in turn, continued to
propel stock markets higher.
In past
commentaries, we had begun to suggest
that some caution was warranted as North
American stock markets hovered around
historical highs in terms of earnings
multiples.
The bull-market run had
surpassed the historical average following
an economic downturn, both in terms of
time and magnitude. Interest rates were
and continue to be at historical lows. With
the economy continuing to recover,
common wisdom continues to point to rising
rates in the near term.
Optimism
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translated into forecasted earnings growth,
which seemed to be fully priced into
equities. The markets were positioned such
that a failure to meet forecasts, an
unanticipated move by the US Federal
Reserve, a downturn in leading economic
indicators, natural disaster or a major
political upheaval could easily result in a
correction or a downturn.
After a strong July and August, selling
pressure started to take hold in September
and now, markets have become volatile,
meaning they can swing up or down
significantly day-to-day.
While investors
were previously discounting risk, they are
now discounting fundamentals and reacting
strongly to any negative news; indicating
rationality has given way to some degree of
fear.
This year, we have experienced a
substantial amount of geopolitical and
global turmoil. Turn the clock back to the
beginning of the year and would we have
foreseen events such as the invasion of the
Ukraine, the shooting down of a passenger
airliner by pro-Russian militants, the
escalation of tensions between Israel and
the
Palestinians,
the
brutality
and
advancement of ISIS into Syria and Iraq
and now, fear of Ebola spreading
throughout the world?
It appeared
investors were discounting all of this until
recently which, in accumulation, has stoked
fear in the markets.
Balancing Strength in the US Economy
with Inherent Risks
Consider first the US economy and North
American stock markets.
While the
economy continues to improve, North

American stocks have rallied and have risen
five years in a row. By historical records
this is a long and sustained positive run for
equities with the US market up nearly
200% from its low of 2009. With such a
strong and sustained rally, one would
naturally expect a pullback at some point.
After all, pullbacks of 10% or more from
index highs are not uncommon. In fact,
statistically this has occurred on average,
once every 11 months over the past 80
years. Often, we need to remind ourselves
that pullbacks or corrections are a healthy
part of investing over the long term.
Further volatility can be expected in the
near future.
However, considering the pace of economic
growth, recovering from a recession
precipitated by a credit crisis, a longer
recovery has been expected by many. This
line of thinking could continue to fuel a
bullish outlook for investors and extend this
multi-year rally.
The US economy
continues to strengthen and the Federal
Reserve continues to take a very cautious
approach to its overnight lending rate (i.e.
short-term interest rates). Demand for US
bonds remain high amidst uncertainty in
emerging markets and Europe, which is
keeping downward pressure on US interest
rates.
The double-edged sword of this
however, is upward pressure on the US
dollar which makes US exports less
attractive. Given the strength of the US
economy relative to Europe and the
concerns about global economic growth
slowing, this should translate into cheaper
exports into the US, fuelling domestic
consumer demand and help lift global
markets. The risk is clearly interest rates
themselves.
While the belief amongst
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economists is the US economy can, or will
be able to absorb higher rates in the future,
the timing and magnitude of those
increases is critical to ensure the current
recovery continues. It has been a long and
extended period of time where fixed-income
investors have not experienced the returns
to which they had become accustomed.
There are other positive indicators in the US
economy. First, the US government deficit
has
dropped
dramatically,
easing
immediate concerns regarding the fiscal
sustainability of US government programs.
However, social transfers, the largest part
of US government spending, will have to be
addressed through measures similar to
action taken in other countries, such as
Canada increasing the eligibility age for Old
Age Security and additional means tests.
The continued recovery of its housing
market is another positive for the US
economy. The demand for US housing is
now over 1 million units per annum and
growing, but still short of the prerecession
norm of 1.4 to 1.6 million units. Household
formation has been delayed due to the pace
of economic growth and job creation.
Economists suspect pent-up demand for
housing will continue to have a positive
impact on the US economy for the next
three to four years.
Another key industry enjoying resurgence is
the auto industry.
The auto industry
employs over 8 million Americans with
growth highly correlated to economic
conditions. The recession of 2008 forced
the American auto industry to realign
capacity with demand.
Costs were
restructured and the breakeven point for

US auto production fell by over 2 million
units annually. The industry has recovered
from sales of less than 11 million units to
over 15 million units, yet the age of the
American fleet is still over 11 years.
Economists believe the US auto industry is
just at the beginning of a replacement cycle
with timing well aligned to a sustained
economic
recovery
and
increasing
consumer confidence.
The revitalization of US manufacturing in
general is another positive worth noting.
Labour in emerging markets, as well as the
cost of transporting goods overseas, have
steadily increased.
At the same time,
energy, a major cost in manufacturing, has
fallen in the US and is relatively cheap
compared to the rest of the world. As a
result,
most
analysts
expect
US
manufacturing to increase in 2014. Existing
and aging plants and equipment are
nearing capacity, which should lead to
increased capital spending in the near
future.
Finally, while valuations of American stocks
relative to earnings have been expensive,
the recent pullback has put prices in line
with historical values.
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. At
present, while the spread has narrowed
over the past 24 months, it still exceeds
3%, which suggests stocks are cheap
relative to fixed-income alternatives.
The Canadian Economy and the TSX
Turning our attention specifically to Canada
and the TSX, our challenges have been a
shift in weighting from manufacturing in
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Ontario and Quebec to the development of
resources in the west. The Canadian dollar
has been propped up by demand for energy
which has put Canadian manufacturing at a
relative disadvantage to US competition. In
recent months, there has been downward
pressure on the price of energy due to
oversupply. This could lead to pressure on
the Canadian economy as a whole, despite
some relief in the way of our dollar
depreciating
against
its
American
counterpart.
Still, the TSX offers investors attractive
opportunities to own oil and gas producers,
as well as regulated banks and financial
institutions. Our approach has always been
to diversify stocks by economic sector and
invest in the more attractive companies
within those sectors, regardless of where
they reside and operate.
Political Instability Impacting Global
Markets
The year 2014 has been one of political
upheaval in Eastern Europe, the Middle East
and most recently in Hong Kong.
While not discounting the impact of the
situation in the Middle East, unless it spills
over to significantly impact developed
nations, the markets will likely not perceive
a large risk.
While oil supplies can be
disrupted at any time due to the politics
and instability of the region, it is clear the
United States’ shift to energy selfdependency will lessen the impact these
disruptions will have on global stock
markets.
Probably of greater concern to investors is
the uprising in Hong Kong and the manner

in which the Chinese government deals with
dissent and demands for political reforms.
The world will be watching how events
unfold in the near future.
The
Russian-Ukrainian
tensions
have
unquestionably impacted both the global
economy and the markets themselves.
With trade sanctions, countries exporting to
Russia have been negatively impacted and
the supply of energy to Western Europe has
been threatened. In particular, European
markets, with close ties to Russia are now
revising sales and earnings forecasts
downward. This came on the back of a
very anemic recovery in Europe and it
appears a double-dip recession is a
possibility. What seemed to trigger a global
sell-off was a decline in manufacturing in
Germany this past quarter.
With the
stronger nations of the European Union
weakening, some attention has been
focused back to the weaker nations and
their debt issues. For example, Greece has
seen its bond yields increase by 2% to 3%
since the summer months. While there was
hope that Europe would begin the process
of a slow recovery, led by Germany and the
UK, it now appears this may be set back
somewhat.
Finally, the potential spread of Ebola
outside of Africa is a potential risk to equity
markets. Even one case in the US sent a
shiver through the markets with a stronger
pullback in specific economic sectors,
including the airline industry. While the
actual threat to the broader population is
relatively small, the fear is real. Markets
react to fear and uncertainty, so it would be
prudent to suggest this could have a
negative drag on the markets.

Integrating Accounting, Financial Planning & Investment Management
Volume 3: October 21, 2014

Page 5 of 12

In Focus
Independent Accountants' Investment Counsel's Quarterly Newsletter
In Summary
Volatility has returned to global stock
markets after a period in which it seemed
investors were discounting or ignoring risks.
But, just as it is unwise to not weigh and
balance risks in one’s investment strategy,
on the opposite side, one does not want to
give in to fear and set aside rational
analysis.
There are very positive signs the slow
recovery in the US will continue well into
2015 and beyond.
In fact, the recent
pullback may present some investors an
opportunity to invest idle cash in good
companies that are slightly cheaper today
than they were this past summer.
Geopolitical tensions undermine the global
recovery, but it is the sanctions of trade
with Russia that seem to be having a more
immediate
impact
on
the
markets,
particularly Europe.
For most investors, yields on fixed-income
assets appear low, yet there is continued
demand for the stability of US government

treasuries. An increase in interest rates
over the next 12 to 24 months in a slow
methodical fashion is a probable scenario as
the US economy continues to recover and
employment continues to strengthen.
Stocks have enjoyed strong and sustained
gains since hitting bottom in 2009.
As
markets hit new highs including relative
highs compared to historical data, one can
expect a corrective pullback, all of which is
not only common, but a part of a healthy
market over the long term.
As always, we do not advocate market
timing, but we do caution investors that
returns over the next 24 months are
unlikely to be a repeat of what we have just
experienced.
We also caution that the
recent volatility we have experienced may
continue in the weeks to come. However,
over
the
long-term,
systematic
diversification, seeking good value and
maintaining discipline in adhering to an
investment plan is what we believe to be
the best route to meeting one’s financial
objectives.
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Market Performance

Represents total returns in Canadian currency

The Canadian market started with great momentum, but a significant downturn in
September resulted in the index finishing down 0.6%. Decreases in commodity prices
were a major source of the decline to the resource-heavy TSX over the last month of the
quarter.
The US was the performance leader of the third quarter, posting a three-month total
return of 6.0% when converted to Canadian dollars. The return capped off an impressive
12 month period as economic data allowed the US Federal Reserve to continue to wrap up
its quantitative easing program.
Global returns were able to post a positive total return of 2.7% in Canadian dollars thanks
in large part to the US, as international markets were the laggard for the third quarter,
posting a total return of -1.3%. Geopolitical tensions on several fronts have added
unease to the markets and investors are looking for growth drivers outside of the US.
China’s slowing economy and concerns that Europe will be in a low-growth environment
for an extended period of time has dampened global forecasts.
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Sector Watch
3
Month
Total
Return

12
Month
Total
Return

-0.6%
0.4%
-3.4%
-9.4%
-11.6%
0.5%
0.38%

20.4%
21.3%
17.7%
14.4%
-3.4%
13.7%
5.5%

IAIC Equity Sector Benchmarks
Consumer
6.9%
Financials
2.7%
Industrial
8.4%
Resources
-7.7%
Utilities
-0.4%

25.7%
22.8%
39.2%
13.8%
12.1%

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 past quarter once again saw the
consumer sector generate strong gains,
which saw an overall total return of 6.9%
for the quarter.
The consumers are separated into three
sub-sectors; consumer staples which lead
the quarter with a 12.5% return, followed
by
health
care
and
consumer
discretionary, that yielded returns of 7.4%
and 3.9%, respectively.
The gains continued to be supported by
improvements to consumer confidence,
echoed in strong retail sales and thus
resulted in a solid quarter for the
consumer sector.

Financials
The finance sector had a relatively stable quarter, generating a return of 2.7%.
The banks experienced positive contributing factors through volume growth with loans and
deposits, as well as decreasing the gross impaired loans. They continued to have strong
credit performance with provisions for credit losses continuing to be at record lows. The
financial sector experienced some headwinds with the slight pullback in capital marketearnings towards the end of the quarter.
The insurers experienced increased sales and funds under management in mutual funds and
group pensions. Several of the large insurers have record funds under management;
however, they continue to face competitive pressures which tighten overall margins.

Industrial
The Industrial sector was again among the performance leaders during the third quarter of
2014. This sector, which contains manufacturing, transportation and information technology
companies, posted a three-month return of 8.4% to lead all sectors. In the past 12 months,
industrials have also been the most productive sector with a total return of 39.2%.
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In Canada, the railroads have been large contributors mostly due to the ‘oil by rail’ business
with a year-to-date performance of 9.5%.
Third quarter earnings will be heavily scrutinized as continued earnings growth is required to
substantiate the current stock prices of several companies operating in the industrial sector.

Resources
The positive momentum of the resource sector since the beginning of the year was interrupted
by a total return of -7.7% for the recent quarter. The 12-month total return remained positive
though at 13.8%.
Doubts as to global growth, fueled by softening economic indicators in China and Europe,
provided significant downward pressure on commodity prices. The energy subsector declined
-6.6% for the quarter as both major oil benchmarks, the West Texas Intermediate (WTI)
Crude Oil and the Brent Crude Oil, retreated over the term. Most companies have begun
refocusing their production profile for greater cost discipline by delaying high breakeven
projects. A source of optimism for Canadian producers is that the price discount of Western
Canadian Select (WCS) Crude Oil compared to WTI remains attractive. The WCS is a
benchmark rate of blended conventional heavy oil and oil sands bitumen used for contracting
purposes by a segment of Canadian companies.
The materials subsector also declined -10.1% for the quarter on global demand concerns.
Despite ongoing consolidation, production of most base metals continues to outstrip demand
in the short-term and it appears this will continue to be the case as production-cuts have been
slow or delayed. Marginal producers remain under pressure as the profitability of their
operations is dependent on higher prices. Conversely, lower-risk, larger firms are better able
to weather the storm by repositioning themselves as the market continues to rebalance.

Utilities
This quarter the utilities sector had a -0.4% return, down slightly from 1% last quarter.
The ongoing talks surrounding more competition in the telecommunications sub-sector has
contributed to a negative return for the quarter of -0.8%. BCE Inc. announced their plan to
privatize Bell Alliant at the beginning of the quarter, with the deal aiming to be completed
around October 31, 2014.
The interest-rate sensitive utility sector has seen some volatility due to the expectation of an
interest-rate hike, but with their reliable dividends, the utility sector’s 12-month return
remains strong at 12.1%.
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Key Economic Rates & Commodity Prices

Chart values are as of the last day of the respective month

The US dollar compared to other major currencies since 2000 (Canadian Dollar, Japanese Yen and E.U. Euro)

Since peaking in 2011, the Canadian dollar has seen a gradual decline in value when
measured against its US counterpart. The decrease during the third quarter was more abrupt
as the Canadian dollar closed September at $0.894 US.
With the Federal Reserve getting closer to raising rates and the US reinforcing its status as a
safe-haven, the US dollar has seen an increase in its value compared to most major
currencies worldwide. Many of these countries have welcomed seeing their currencies
depreciate.
The lower exchange makes products and services that are produced less
expensive in US dollar terms, with the idea that this will spur demand.
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Price at
Septem ber 30,
2014

52 Week
High

52 Week
Low

1 Month
Change

3 Month
Change

12 Month
Change

Metals & Minerals
Gold (fut, troy, oz)

$1,210.50

$1,379.00

$1,193.60

-5.9%

-8.4%

-8.7%

Copper (fut, lb)

$3.04

$3.34

$3.02

-4.1%

-4.6%

-7.9%

Zinc (fut, lb)

$1.04

$1.07

$0.85

-3.0%

3.1%

20.9%

Aluminum (fut, lb)

$0.88

$0.94

$0.76

-7.1%

3.7%

7.1%

$91.16

$107.26

$91.16

-5.0%

-13.5%

-10.9%

$4.12

$6.15

$3.45

1.4%

-7.6%

15.8%

Energy
Crude Oil (fut, bbl)
Natural Gas (fut, MM BTU)
Agricultural
Corn (fut, ¢ / bu)

$320.75

$517.50

$320.75

-10.7%

-24.4%

-27.4%

Soybean (fut, ¢ / bu)

$913.25

$1,530.75

$910.25

-16.2%

-34.8%

-28.8%

Wheat (fut, ¢ / bu)

$477.75

$739.00

$474.00

-13.2%

-15.4%

-29.6%

Another area affected by the US dollar is the commodity markets, as commodity prices are,
for the most part, quoted in US dollars. The increase in value of the US dollar has helped
offset some of the declines that have occurred in many commodity prices.
Agricultural prices have been especially hard hit, with higher crop yields pushing down the
prices of corn, soybeans, and wheat by -24.4%, -34.8%, and -15.4% respectively during the
quarter.
All metals and minerals experienced declines in September; however, zinc and aluminum
prices are up from one year ago. Metal prices have been squeezed as China’s previously
unquenchable demand for natural resources was waned, with little sign of returning to past
levels.
In the energy sector, both crude oil and natural gas saw price declines over the quarter;
however, over the past 12 months the price of natural gas has increased by 15.8%, while
conversely, crude oil has experienced a -10.9% drop. Increase in the amount and efficiency
of oil production has lead to an abundance of supply and placed downward pressure on the
price of the commodity.
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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 2014 Independent Accountants’ Investment Counsel Inc. All rights reserved.
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