
   

 

The Quarterly Commentary  

Investors carefully monitor the US economy and the pace of economic growth when setting 

expectations for future stock and bond prices.  The financial markets drew mixed signals from 

the economic data for the first quarter of 2015.  Growth in the US economy in the first quarter 

fell short of forecasts, repeating a pattern observed in 2014; however, there is a heightened 

anticipation that capital spending on new equipment and machinery will bounce back quickly 

and that lower gas prices will give a much needed boost to consumers’ discretionary income.  

Around the globe, Europe continues on the path of a slow recovery with optimism tempered 

by renewed concerns of Greece’s ability to meet renegotiated debt obligations and willingness 

to rein in spending.  Europe has followed the path of the US, and more recently Japan, by   

introducing quantitative easing to support economic growth.  Investors responded positively 

to the measures and the European markets have been driven substantially higher in the first 

quarter of 2015. 

China continues to be a cause of concern. It appears that China’s real-estate bubble, which 

everyone feared would burst, is slowly deflating.  With slowing growth in China, investors   

continue to worry. 
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IAIC Equity Sector           
Benchmarks 

  

Consumer 15.6% 44.5% 
Financials -0.2% 10.3% 
Industrial 3.0% 24.4% 
Resources 0.3% -12.2% 

Utilities 1.2% 10.9% 

Sector Watch 

 

Consumer Sector 

The consumer sector posted a 

strong three-month total return of 

15.6%.  Sub-sectors include         

consumer discretionary, consumer 

staples and health care; the latter of 

which was the primary driver of the 

gains.   The sector has returned a 

robust 44.5% total over the past                                  

12-months.  Consumer confidence      

continues to trend higher as            

employment improves and wages   

increase.  The recent volatility    

witnessed in the  markets has been 

a catalyst for investors looking to 

some of the consumer subsectors 

which normally are considered to be 

safe-havens.              
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Utilities Sector 

The utilities sector posted a return of 

1.2% for the first quarter of the year.  

The pipeline   sub-sector     remained 

unsettled as  TransCanada’s Keystone 

XL was vetoed by President Obama 

during the quarter.  Although this was 

not the news the company and their 

supporters were hoping to receive, 

there is still a chance it may receive 

approval in the future.    

The telecommunications sub-sector 

stayed relatively flat this quarter, 

returning 0.1%. 

Another spectrum auction took place 

this past quarter, but similar to last 

year’s auction, no new  national   

carrier emerged.  The CRTC has put in 

place many new regulations it       

believes will help keep the industry 

fair and promote    competition.   The 

power sub-sector had the highest 

return within the sector this quarter 

of 1.1%.  The interest rate reduction 

by the Bank of Canada surprised 

many investors and some volatility in 

utilities  securities pricing. 

Overall,  the utilities  sector has    

performed well over the past 12 

months with a return of 10.9%.   

Financial Sector 

The Canadian finance sector had a 

flat quarter, generating a quarterly 

total return of 0.2%, but has          

produced a 12 month total return of 

10.3%.   The Canadian banks continue 

to face stiff competition in their    

traditional personal and   commercial 

banking businesses, placing greater 

importance on  capital market      

business to improve earnings growth. 

The banks have renewed efforts to 

gain efficiencies across their core 

competencies of lending, foreign ex-

change and advisory services as part 

of their business strategies  going 

forward.           

The Timing of the US Federal Reserve’s     
Anticipated Rate Increases 

Canada’s resource-dependent economy is 

showing no signs of a quick recovery and is 

sputtering due to the sharp drop in oil prices 

in the latter half of 2014.  The oil price decline 

has impacted monetary and fiscal policies in 

Canada.    The Bank of Canada surprisingly cut 

the overnight lending rate to 0.75% from 

1.00% in January and the Federal government 

delayed the presentation of the fiscal 2016 

budget, citing the need to revaluate the   

impact of lower oil prices on government 

revenues and the Canadian economy as a 

whole.  

US Economy Falls Short of Expectations in 
Q1 

Heading into 2015, there was strong           

optimism regarding the US economy with 

growth projections  of approximately 2.75% 

revised upward to  3.5 - 3.75%,  as a result of 

lower gas prices boosting consumers’        

discretionary income; however, first quarter 

growth in the US economy fell well below 

expectations.  Many economists feel the US 

economy will correct itself throughout the 

remainder of the year for a number of      

reasons, including:   

1. The weather in the US, particularly on 

the east coast, was extremely harsh and 

kept consumers out of retail outlets. 

2. The unexpected windfall due to lower 

gas prices went partially into savings.  

The household savings rate remains high 

at 5.5% of income despite improvements 

in employment, continued growth in 

wages, income and higher asset values. 

3. Capital spending on machinery and 

equipment actually contracted during 

the first quarter.  While the contraction 

was expected in the energy sector, some 

labour unrest shut down terminals on 

the west coast limiting the flow of 

goods in to and out of the US.  

4. The strengthening of the US dollar has 

had some impact on the manufacturing 

sector. 

 The ripple effects of economic indicators 

falling short of expectations resulted in  

volatility in the US markets during the first 

quarter. Triple-digit swings have once again 

become more common as the market reacts 

to each piece of published data.  US stock 

markets are at relatively high levels        

compared to their historical values, having 

enjoyed an unprecedented 6 years of      

positive growth.  Markets have been       

propelled to these levels by a prolonged run 

of low interest rates and a slow, but        

sustained, recovery.  Any indication of    

interest rates rising faster than anticipated 

or earnings growth missing optimistic     

forecasts will send shivers through stock 

markets when stocks are trading at         

relatively high levels.   

However, some economists are pointing to 

positive indicators that should provide    

tailwinds for US stocks.  First, despite the 

cutting of capital expenditures in the oil 

industry and the increasing number of drill 

rigs sitting idle, the combined value of    

capital expenditures in the industry make up 

only 1% of the US GDP.  It seems likely that 

the potential boost in consumer spending in 

the rest of 2015 resulting from the savings 

at American gas pumps will outweigh the 

drag caused by lower oil industry capital 

expenditures. Secondly, employment is  

improving and wages are increasing,       

resulting in consumer confidence trending 

higher.  The real estate market is recovering 

as house prices are firming up in many of 

the major regional markets.  Household 

balance sheets are getting stronger which 

can be leveraged into more discretionary 

spending. Many of the major purchases 

Americans have been putting off have     

created pent up demand in key industries  

such as home improvement and               

automobiles.     

The Bank of Canada 

surprisingly cut the 

overnight lending rate 

to 0.75%  

Sector Watch (cont’d) 

CRTC has put in place 

many new regulations 
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Productivity gains seem necessary 

given increased competition in    

Canada, the low interest rate       

environment and a slow-growth       

economy.  As a result of these   

headwinds, the banks have started 

to lay    off    employees as  an     

endeavor to cut costs, be more   

efficient and   augment bottom lines.  

Additionally, the banks have started 

to focus on expanding their          

core business internationally to   

help increase their geographic              

diversification, market share and 

earnings growth. 

Similar to the banks, the life insurers 

are also facing tough competition in 

Canada and have been focused on 

growing their wealth-management 

divisions to help increase earnings.  

Growth through acquisition has also 

been a means to growth throughout 

the finance sector and is expected to 

continue.  Many insurers have     

successfully grown their assets    

under management which has 

helped grow the bottom line and 

counteract the intense competitive 

pressures in the current low-interest

-rate environment. 

Industrial Sector 

The industrial sector, which includes 

manufacturing, transportation and 

information technology companies, 

posted a three month return            

of 3.0%. This was up slightly from 

the previous quarter (2.4%). This     

quarter's return was more          

evenly split between information           

technology (1.8%) and the remaining 

industrials (1.2%). In the past twelve 

months, industrials posted a total 

return of 24.4%, second only to the 

consumer sector. Going forward,      

a stronger  US   economy and US 

dollar and lower energy prices are 

expected to have a positive impact 

on the industrial   sectors in both 

Canada and internationally. 

  

 

Sector Watch (cont’d) As a final point, while recognizing improvement 

in the economic data, the Federal Reserve still 

sees slack in the economy, which indicates a  

willingness to remain positioned with stimulative 

measures in the short term. As a result, the    

easing of stimulative policy through a slow     

increase in short-term interest rates has been 

deferred and will probably not be implemented 

until the second half of the year.  Keep in mind 

that as rates do start to edge up, it is usually an 

indicator that the Federal Reserve has gained 

confidence in the sustainable strength of the 

economy.  So, while we have seen markets react 

negatively to good news in anticipation of       

interest rates rising, the reaction seems to be 

short-lived as market participants recognize the 

positive signals this sends regarding the broader 

economic health of the nation. 

The Outlook for Europe is Improving 

Europe has been struggling since the financial 

crisis of 2008.  The European Central Bank has 

now intervened with quantitative easing similar 

to the measures the US implemented in response 

to the recession in 2008 and 2009 to stimulate 

the American economy.  Japan initiated similar 

measures last year; however, many economists 

doubt that the stimulus efforts in Europe and 

Japan will produce the level of results enjoyed in 

the US.  The US targeted its stimulus towards the 

long end of the yield curve to boost its weak 

housing market.  Equity markets responded   

positively and housing began to firm up,     

providing additional wealth to American         

consumers.  Europe; however, has tighter credit         

restrictions and housing prices have not fallen as 

much in many major European markets as they 

have in the US.  Still, the stock market in Europe  

has  responded positively, gaining over 15% 

since January.    

European consumer confidence and    

spending is improving.  The Euro has     

weakened against the US dollar which 

should provide an added boost for European 

exports.  For over a year now, European 

markets have experienced a positive inflow 

of capital.  Global investors clearly have a 

positive outlook for Europe in the long term.   

Conversely, an area of concern is the       

European Union  (EU) itself and the          

possibility of a Greek exit.  Greece elected a 

new  government earlier this year with a 

mandate to ease up on austerity and effec-

tively break the covenants they had agreed 

to when their debt was restructured in 2012.        

Germany, the strongest member of the EU, 

has been clear that there should be no     

additional relief for Greece and this has led 

to tension in the EU with members citing the 

trust that has been broken with Greece.  A 

Greek exit from the EU is possible and     

although it would not necessarily deal a   

significant blow to the EU, the domino 

effects of defaulting debt and the spillover 

that it could have to other European nations 

remains a risk. 

Global Investors Continue to Worry About 

China 

Investors continue to cite slowing growth in 

China as a major concern for the global 

economy.  Yet at 7% per annum, the Chinese 

economy continues to expand at a very 

strong pace and remains the envy of the 

world. Although falling short of the           

International Monetary Fund’s 2012 forecast 

of 8% annual economic growth through 

2017,  China’s 7% growth rate indicates  

continued  expansion at higher rates than 

any other major economic power. China’s      

economy has expanded at a double-digit    

Many of the major          

purchases Americans have 

been putting off have     

created pent up demand 

Global investors clearly 

have a positive outlook for 

Europe 
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pace for three decades, but the “law of large 

numbers” suggests the rate of growth will 

decline as the economy grows.  Fears of a 

real estate bubble, the impacts of tighter 

credit and local government borrowing    

continue to pose risk.   

Total borrowing (household, government 

and corporate) has increased 100% since 

2008 and now stands at 250% of GDP.  While 

credit remains relatively tight, interest rates 

have been falling in response to slowing in-

flation, which may give added stimulus to 

interest-rate sensitive sectors.  Housing 

starts in China have fallen by approximately 

20% over the prior year, but some view the 

decline as a normal corrective measure of an 

economic cycle that is good for the Chinese 

economy in the long run.  The government of 

Xi Jinping, China’s president since 2013,   

appears to be committed to slowing Chinese 

growth to a manageable pace, which may be 

a prudent approach in managing a larger 

economy to smooth out cycles of boom and 

bust.  Still, a slowdown in construction and 

the overall slowing of growth in China      

continues to put downward pressure on the 

global price of commodities and materials.   

Canadian Economy Weakens with Lower 

Oil Prices 

While many countries dependent on energy 

imports have benefited from weaker oil   

prices, Canada’s economy has taken a blow.  

As a net exporter, a large portion of our 

economy is driven by resource extraction 

and in particular, energy.  History indicates 

commodity prices are cyclical in nature;  

however, the rapid decline in oil prices, 

which began in the first half of 2014 and       

accelerated in the fourth quarter, caught 

many off guard.  Alberta in particular, rich in 

oil and gas, is feeling the effects of shrinking 

revenues and a massive slowdown in             

investment.  The spinoff effects of this are    

significant as  evidenced by the responses of the 

Canadian Government, the Provincial            

Government of  Alberta and the Bank of         

Canada.  Citing fears of an economy grinding to 

a halt and a potential crash in some local     

housing markets, the Bank of Canada surprised 

the market with a    quarter-percent rate cut in 

its overnight lending rate.  Since many observers 

had anticipated a rate hike, the rate cut was 

unexpected and a clear signal that the Bank of 

Canada saw the decline in oil prices as a signifi-

cant threat to the overall health of the Canadian 

economy.  In concert with the Bank of Canada’s 

move, The Federal Finance Minister announced 

the government would delay the introduction of 

its budget while its economists evaluated the 

impact $50 per barrel oil prices would have on 

government revenues, the projected surplus 

and the broader economy.  In Alberta the      

government is  contemplating significant      

taxation measures and spending cuts to address 

their projected  provincial shortfall.   

In the long run, it seems inevitable that oil    

prices will stabilize and increase, eventually   

returning to a point where deploying capital in 

Alberta’s oil sands makes good sense.  In the 

short term; however, there will be pain in the 

energy sector.  It is important to note that this is 

not a demand issue, as the world continues to 

demand more oil, not less. With their abundant 

access to a vast supply of relatively high grade 

oil and the ability to quickly increase or         

decrease supply into the world’s oil markets;  

OPEC nations have significant influence over 

world oil prices.  It may be that by oversupplying 

the market over an extended period of time, 

OPEC will drive marginal high cost producers out 

of business.  Consolidation is another possibility, 

as some oil producing companies have suddenly 

become relatively cheap, possibly making good 

acquisitions for the stronger players in this   

sector.   

  

“Law of large numbers” 

suggests the rate of       

China's growth will decline 

as the economy grows 

Sector Watch (cont’d) 

Resources Sector 

Providing a slight reprieve from its 

recent turmoil, the resource sector 

achieved a modest total return of 

0.3% for the quarter contrasting the 

sector’s weak performance for the last 

12 months of -12.2%. 

The energy subsector declined -1.1% 

for the quarter as oil prices found 

some support at comparatively      

depressed levels.  While volatility 

eased near the end of the quarter, 

uncertainty as to the time-period  

required to rebalance worldwide   

supply remains.  Looming over the 

market are concerns of expanded 

production from countries such as 

Iraq and Libya as well as the potential 

removal of sanctions against 

Iran.  While the rate of oil drilling in 

the United States has slowed,        

commercial crude inventories remain 

at historically high levels.   Natural gas 

prices also trended downward for the 

quarter, as record consumption in the 

northeastern United States was offset 

by increased production and           

distribution through new pipeline 

projects. 

The materials subsector provided        

a relative bright spot with a return of 

3.3% for the quarter after an          

extended period of stagnation and 

consolidation in the industry.   While 

macroeconomic concerns relating to 

China and Europe remain, both      

recently demonstrated a willingness 

to use policy options such as         

monetary easing to support their  

respective economies. 

The world continues to   

demand more oil, not less 

Materials subsector  

provided a relative 

bright spot  
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In the east, or at least in Ontario and Quebec, 

where manufacturing is highly concentrated, the 

regional economies are poised to derive some 

benefit from lower energy prices.  First, oil and 

petrochemical products used by manufacturers 

are becoming cheaper.  Second, in response to the 

decline in oil prices, the Canadian dollar has     

depreciated against the US dollar and should    

provide some relief and cost competiveness for 

Canadian manufacturers exporting to the US.  

Market Volatility in the First Quarter 

The volatility that we have seen in North American 

equity markets may continue into the second 

quarter.  Investors in US stocks are looking to  

economic indicators for signs of sustained growth 

in the economy and a slow and calculated         

response by the Federal Reserve to ease off on 

simulative measures.  Should we see corporate 

earnings shortfalls or unanticipated moves by the 

Fed, higher-than-normal volatility may continue. 

We anticipate bond yields will remain at current 

levels in the short term, but will begin to increase 

in response to better economic data and stability 

in the energy sector.  It is worth noting that the 

recent interest rate cut in Canada had a very    

pronounced impact on income-producing assets, 

in particular bonds and preferred shares.  While 

bond prices generally benefit from lower rates, 

income dependent investors will see less income 

from their investments over the longer term if the 

lower rates persist.  The Canadian preferred share 

market, estimated to be approximately $68 billion, 

saw downward pressure following the rate cut.   In 

particular, floating rate issues, which perform well 

in a rising interest rate environment came under 

some price pressure in the first quarter of 2015, 

but should recover when rates begin to climb.  

In Summary 

The US economy, which was expected to lead 

global markets in 2015, sputtered in the first    

quarter, with growth falling short of expectations.  

Tailwinds for the US economy should accelerate 

growth in the second quarter and in the latter half 

of the year.  Investors are carefully watching the 

economic data and the response of the Federal 

Reserve as stock prices are relatively high, by   

historical standards, indicating reasonably high 

expectations for the economy and corporate   

earnings.   

Europe has surprised investors to the upside.  

Boosted by quantitative easing measures,         

European stock markets outpaced all other major 

markets in the first quarter of 2015.  Dampening 

the optimism is the possibility of Greece defaulting 

on its debt and leaving the Eurozone.   

China’s economic growth this year is projected at 

7% over the prior year, once again leading all of 

the world’s major economies.  Despite some  

slowdown in specific sectors, some exposure for      

investors to China remains prudent.   

The consensus on Canada’s economy, as           

evidenced by the actions of the Federal             

Government and the Bank of Canada is that lower 

oil   prices will cause a slowdown throughout the 

remainder of 2015.   

Although the volatility the stock markets are    

currently experiencing reflects some downside 

risks in the short term, as disciplined value        

investors we do not advocate or practice market 

timing.  While optimism has not given way to   

pessimism, it is important to be aware of the   

historical low interest-rate environment we are 

currently in.  Regardless of the short term volatility 

of the markets, low oil prices and some headwinds 

for fixed income investors, diversification, value 

and discipline continues to be the foundation of 

the investment strategy we employ to help our 

clients meet their long-run financial objectives. 

The recent interest rate cut in  

Canada had a very                

pronounced impact on         

income-producing assets, in 

particular bonds and            

preferred shares 

Each  quarter we encourage 

submissions of photographs   

to be chosen for the front   

page of the IAIC IN Focus 

Newsletter. IAIC also makes a  

charitable donation in the 

name of the winners.   

This quarter’s charity is the 

Canadian Cancer Society. 

Winners: 

Candis Fitch: $100               

Lorraine Little: $75                

Brad Giroux: $50 

Summer themed photographs 

for the July edition can be 

submitted to Karinm@iaic.ca. 

Deadline: July 6, 2015                       

Charity ~ Juvenile Diabetes 

www.jdrf.ca 

 

PHOTO CONTEST 

 

 

 

“I've found that 

when the          

market's going 

down and you 

buy funds     

wisely, at some 

point in the      

future you will 

be happy. You 

won't get there 

by reading    

'Now is the time 

to buy’.” 

  

 Peter Lynch 

Renowned investor and author 
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$U/$C 

 

 

The Canadian dollar, along with the Yen and Euro, continue to lose value against the US dollar.  The first 

quarter saw the launch of a trillion-euro economic stimulus program in Europe to help boost economic 

activity.  Japan has also kept its stimulus program in place trying to bolster its economy.  The Canadian 

dollar continues to feel pressure from lower commodity prices.  

Oil prices seem to have leveled off and continue to hover at around half of the 2014 peak price.  Canada 

continues to produce more oil, even after West Texas Intermediate (WTI) hit a new 6-year low, late in 

the quarter.  The price spread between WTI and Brent crude has diverged after lingering near zero at the 

beginning of the quarter. 

In an unexpected move, the Bank of Canada decreased its lending rate in the first quarter of the year.  

As Stephen Poloz, the Governor of the Bank of Canada, watches for improvement in economic           

indicators, the next few months could be a telling sign as to the future direction of Canadian interest 

rates.  

Key Economic Rates and Commodity Prices Target Rate 

Oil 

CA Rates Mar-15 Feb-15 Jan-15 Dec-14 Nov-14 Oct-14 Mar-14 

Target 0.75% 0.75% 0.75% 1.00% 1.00% 1.00% 1.00% 

90D Tbill 0.56% 0.58% 0.58% 0.92% 0.90% 0.88% 0.89% 

2Y Benchmark 0.50% 0.47% 0.39% 1.01% 0.99% 1.02% 1.07% 

10y Benchmark 1.36% 1.30% 1.25% 1.79% 1.85% 2.05% 2.46% 

30Y Benchmark 1.98% 1.92% 1.83% 2.34% 2.41% 2.59% 2.96% 

CPI (Y/Y) NA 1.05% 0.97% 1.47% 1.95% 2.36% 1.55% 

CPI x-food/Ener. (Y/Y) NA 1.78% 1.88% 1.88% 1.96% 2.04% 1.19% 

$U/$C 0.789 0.799 0.788 0.863 0.876 0.886 0.906 

€/$C 0.735 0.713 0.698 0.713 0.705 0.708 0.658 

¥/$C 94.755 95.631 92.792 103.75 104.298 99.573 93.519 

Market Performance 
The first quarter of 2015 witnessed a slight rebound for the Canadian index with a positive total return of 2.6%.  While coping with the           

economic ramifications surrounding low oil prices, Canada’s positive return still lags the rest of the indexes.   

The United States took second place with a three month total return of 10.4%.  The US economy continues to see growth even with the        

uncertainty surrounding the timing of the Fed’s anticipated interest rate hike decision. 

With a 14.8% increase in total returns over the previous quarter, international markets hit a turning point, surpassing returns over the          

quarter in the US and Canada. In the Eurozone specifically, growth was spurred by lower oil prices and a falling currency against the US dollar. 

Represents total returns in Canadian currency 
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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.  Inves-
tors 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 guaran-
tee its accuracy, and as such, the information may be incomplete or condensed. All opinions, estimates and other information included in this report constitute our judgment as of the date hereof and are subject to change 
without notice. 

Please contact your IAIC representative if you have any questions regarding this newsletter. 

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