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A review of some of the major factors affecting the Canadian, US and Global economies

Consumer Sector

Equity markets around the world suffered steep losses in the first weeks of January on reports

The Canadian consumer sector total
return for the quarter was -11.0% due to
poor performance by a number of
prominent companies in the sector,
none of which are held in our
portfolios.
Globally,
the
sector
performed much better, with the U.S.
consumer
sector
(staples
and
discretionary) benefiting from a variety
of factors.
Earnings in the sector
continue to grow at a modestly steady
pace, driven by falling unemployment
and increasing income levels. For U.S.
multinationals, which typically have
more than 50% of their sales outside of
the U.S., currency headwinds abated in
the quarter with the slight pullback in
the U.S. dollar. A weaker U.S. dollar will

of slowing growth, particularly in China. As investors reduced equity exposure, the S&P 500 fell
more than 10% in the first 20 days of January. A relief rally followed, with the S&P 500
regaining most of its lost ground during the quarter and the S&P/TSX Composite Index
producing a total return of 4.5%.
Fears of slowing growth in China also fed into commodities markets. The price of oil suffered a
steep decline to the $28 per barrel range from its post-financial crisis low of $37, but rallied
back to end the quarter slightly ahead of where it started. In Canada, the economy continues to
struggle with lower oil prices and a widening trade deficit, but has shown some recent strength
with the rebound in the oil price.
The U.S. economy continues to show strength; however, there are cautionary signs. The U.S.
Federal Reserve hinted at a slower pace and smaller number of interest rate increases, due to
fears of a global recession on lowered growth forecasts. Meanwhile, the European economy
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remains a concern as stimulative monetary

population. This disparity creates a huge

measures wind down.

opportunity for future growth, as hundreds

Slowing Growth in China

of millions of Chinese seek a modern

The reaction by investors to slowing growth
in China was swift and highly pessimistic—

The Chinese economy

global growth expectations were revised
lower along with corporate profits – sending

continues to expand at a

equity markets plummeting. Commodities,

significantly higher rate

including materials and energy, declined
further from already low levels.
were

pressured

on

weak

Oil prices

than other developed

demand,

economies, even as the

exacerbating the oversupply that sent the

year-over-year growth rate

price down 60% in the preceding 18 months.

declines.

Our more sobering view is that China’s
economy is still in a healthy expansionary
phase—the revised growth figure of 6.9% was

lifestyle with access to technology and

slightly below the 7% that markets were

resources.

expecting. That being said, there are some
major concerns if we rely on China to provide
a significant proportion of global expansion.
First,

China’s

economic

orientation

is

transitioning from industrial-based exports to
domestic consumption and services. In 2014,
exports accounted for 22.6% of the Chinese
economy, down from 34.9% in 2007.

As

people migrate to urban centres seeking
higher wages and modern conveniences, the
transition to consumer-led economic growth
should follow.

Also, as incomes rise, the

competitive advantage of cheap labour that
has sustained manufacturing and exports will
erode. Secondly, the government’s attempt
to prop up the economy with measures to
encourage

capital

investment

and

infrastructure spending is making debt levels

In

summary,

the

Chinese

economy

continues to expand at a significantly higher
rate than other developed economies, even
as the year-over-year growth rate declines.
There will be challenges and setbacks, but

also contribute to improved growth in
Emerging Markets, which have been
challenged by falling commodity prices
(commodities are priced in U.S. dollars).
The perceived defensive characteristics
of the consumer sector also attracted
investors. Portfolio managers increased
allocations
to
consumer-related
companies with steady earnings
growth, as earnings in other sectors
weakened.
The healthcare sector did face
headwinds from the U.S. election cycle
however, best illustrated by the fate of
certain Canadian drug companies
at the core of the U.S. debate over
drug prices. As a result, some
pharmaceutical companies were more
volatile than usual.
Although valuations in the consumer
sector are elevated, they are supported
by attractive dividend yields and
consistent, steady dividend growth.
Overall, we remain comfortable with
the names in the portfolios and their
forward prospects.

China will continue to contribute to the
global economy over the long-term. Equity
market regulators and investors in China
lack expertise and sophistication – the
market is driven more by momentum and
emotion than valuation.

Investors have

demonstrated a propensity to overreact to
the challenges facing the country. While the
long-term

prospects

for

the

Chinese

economy are strong, one needs to be
cautious, recognizing the volatility inherent
in this market.

unsustainable.1 The nation’s total debt is

Global Growth Continues to be
fueled by the U.S. Economy

estimated at 260% of GDP, with household

The U.S. economy continues to grow and

and company interest payments at 20% of

contribute to global economic expansion.

annual output.

On the positive side, the

Unemployment is now under 5%, suggesting

country’s GDP is still only 60% of that of the

that the economy may be reaching capacity

United States, yet China has four times the

and there are signs that inflation is picking

1.Wall Street Journal, January 19th, 2016

Sector Watch (cont’d)

Utilities Sector
The utility sector returned 10.9% in
the first quarter of 2016, and 11.1% in
the past twelve trailing months. As
yields slid backwards during the first
quarter of the year, these defensive
stocks outperformed other economic
sectors. Considering the global
economic uncertainty, paired with the
Federal Reserve scaling back, the
utilities sector shines by providing
investors with superior dividend yields,
supported by solid dividends and
strong operational cash flow. Lower
input prices in the power generation
and pipeline subsectors assisted in
improving their financial metrics. The
telecommunication subsector returned
8.1% in the first quarter, due partially
by the demand for mobile data and
data- based services growing at a rapid
pace across the globe.
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up. Far from worrying about an overheating

Canada’s Pain and Gain

Sector Watch (cont’d)

to indications that the recovery is still fragile,

The S&P/TSX Index was one of the world’s

Financial Sector

making it cautious about raising interest rates

best performing equity markets in the

too much, or too fast.

Slowing economic

quarter, recovering from a steep sell-off at

growth and the relative strength of the U.S.

the start of 2016. The index was led higher

dollar are pressuring U.S. exports. At the same

largely by

time, U.S. consumers continue to be reluctant

sectors that weighed on returns in 2015. But

The Canadian financial sector had a
positive first quarter with a return of
+3.73%. Lagging behind Canada
were financial sectors in the U.S.
(−5.06%)
and
internationally
(−6.14%).

economy, the U.S. Federal Reserve is attuned

materials and energy, the two

to take on additional debt. Instead of boosting
spending, savings from lower energy prices

Many analysts predict

have been used to pay down debt. Moreover,

that Canada will lead

low energy and material prices have led to

global markets.

reduced capital spending in the resource
sector in North America and emerging
markets. These headwinds are tempering
growth forecasts for the U.S. economy, even
in the face of some pent-up demand in key
sectors, including autos and housing. On the
other side of the ocean, Europe continues to
struggle despite monetary stimulus. Investors
are concerned that these measures are
winding down as Europe takes a more
protectionist stance.

is this a short-lived bounce, or the beginning
of a return to reasonable economic growth
and profitability in resources? Many analysts
predict that Canada will lead global markets.
The Canadian government has returned to
deficit spending to offset the impact that low
energy prices are having on both tax
revenues and the economy.
been

disproportionately

Alberta has

affected,

losing

billions in royalty revenues and well-paid jobs

Oil Prices Firming Up

in the energy sector. The plummeting oil
price has pressured the Canadian dollar

Canada’s largest banks and insurers
ended a very volatile quarter with
positive returns, bolstered by solid
earnings and top-line growth, as well
as dividend increases and share
buy-backs. Bad loan exposure to oil,
gas and real estate in domestic and
foreign oil-rich regions remains a
small, manageable part of the banks’
total loan exposure. Meanwhile, low
interest rates continue to pressure
bank and insurance profit margins in
Canada, the U.S. and internationally.
In
contrast,
expectations
of
continued low interest rates and
economic growth hampered the
share price performance of U.S. and
international financial companies
during the quarter, even though
many larger companies posted
respectable earnings for the full-year
and fourth-quarter of 2015.

After dipping below $30 per barrel earlier in

which has fallen significantly relative to its

the quarter, oil prices have started to rebound

U.S. counterpart.

and are now in the $40 range. Production

has

levels exceeding demand still hang over the

manufacturing sector which relies heavily on

Industrial Sector

industry, but some data indicates that

exports to the U.S.

The oil price rebound contributed
to the recovery of the industrial
sector, which returned +3.0% in
the
quarter,
representing
a
welcome change from the return of
−5.4% over the past 12 months.
Returns were driven primarily by a
pick-up in both manufacturing and
transportation
(+2.9%),
while
information technology was slightly
positive (+0.1 %).

given

However, a lower dollar

some

optimism

to

the

supply and demand are reverting back to a
sustainable equilibrium. While some analysts

In 2015, the Bank of Canada caught the

revise their price forecasts higher, there are at

financial

least two factors that could hold prices down.

consecutive quarter-point interest rate cuts.

First, Iran still has the capacity to contribute

The overnight lending rate now sits at 0.5%

additional supply once its oil fields are at full

and may decline further. Some upside

production. The sanctions placed on Iran were

surprises in March have reduced the

lifted last year and Iran indicated that it will

probability of additional rate reductions in

increase supply. Secondly, as oil prices begin

the short-term. Employment has picked up,

to firm to the $50 level, lower-cost producers

even in Alberta, reducing Canada’s overall

that suspended production will ramp up.

unemployment rate from 7.3% to 7.1%. The

markets

off-guard

with

two

employment picture led some analysts to

Despite the short term volatility, we
expect positive returns in the
financial sector in 2016.

The performance of industrials
largely reflects the volatility in the oil
market. With falling oil prices in
2015, several industries reduced
capital expenditures, notably oil and
3

predict that growth forecasts may be revised

The U.S. economy continues to expand, but it

upward (which has not occurred in over two

is still fragile and the strength of the U.S. dollar

years), possibly providing further support for

is a headwind.

the Canadian equity market. However, the

balance a number of factors when considering

direction of the resource sector could prove

further interest rate increases. Canadian

to be a wildcard.

interest rates are expected to remain low

The Federal Reserve must

throughout 2016, but the surprising strength

Sector Watch (cont’d)
gas exploration companies and
railways on lower oil shipments.
Consequently, manufacturers of heavy
equipment saw lower 2015 sales. As
the oil price rebounded in early 2016,
industrial activity rose in tandem,
boosting sector returns.

In Summary

in recent employment has stayed the hand of

The year began with news from China that

the Bank of Canada for now. For investors,

sent global stock markets into a tailspin.

interest rate stability is a positive factor.

Fears of falling demand for oil and other

The

commodities

prices

mid-February may indicate that the January

tumbling further, compounding the effects of

sell-off was overdone. The fundamentals of

oversupply. This sentiment reversed by

the global economy, with the exception of oil

mid-February, when stock markets rallied,

prices, have not changed in a significant way.

Industrials also got a lift from
increased risk appetite during the
quarter, with investors favouring
equities when it became evident that
the U.S. Federal Reserve intends to
slow the pace of interest-rate
increases. Equities also benefited
from a low unemployment rate,
signaling a pick-up in economic
activity.

ending the quarter pretty much where they

Slowing growth in China is an ongoing concern

Resources Sector

began.

but should be expected and factored into the

The recent rally in oil prices may be held

market. The long-term growth prospects for

back

China should continue to fuel global growth.

Oil dominated headlines once again
this quarter, with supply still
outpacing demand as inventory levels
continued to rise.
However, the
supply-demand imbalance appears to
be abating:
production from
non-OPEC countries is declining and
global oil consumption is rising.
During the quarter, the oil price per
barrel rebounded modestly from the
sub-$30 low reached in 2015 to the
$40 range, on hopes that OPEC, Russia
and other producers will freeze
production at current levels.

by

a

sent

already

continued

low

supply-demand

strength

of

equity

markets

since

imbalance. Energy and commodity prices

Lower oil prices have benefited some sectors,

strongly influence certain sectors in North

while hurting others. If oil prices continue to

American markets. Low oil prices have given

climb, there may be a shift in which sectors

U.S. consumers more disposable income,

offer better investment opportunities. Despite

while capital spending has been curtailed.

the continued risks driving market volatility,

Although the Canadian economy is suffering

the earnings and balance sheets of many

from a struggling resource sector, the lo

blue-chip companies remain strong. Since the

Canadian dollar provides a boost to the

future cannot be predicted with certainty, we

export of manufactured goods.

believe the best path for investors to meet
their long-term investment objectives is to

Market Performance

remain disciplined and diversified.
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0.50%
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0.45%

0.46%

0.46%
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0.54%

0.52%

0.42%
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1.23%
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1.22%
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1.20%

CPI x-food/Ener. (Y/Y)
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1.66%

1.76%
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1.66%

2.02%

$U/$C

0.771

0.739

0.710

0.721

0.750

0.764

0.789

€/$C

0.677

0.680

0.656

0.664

0.710

0.693

0.735

¥/$C

86.618

83.386

86.073

86.599

92.478

92.271

94.755
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What the Markets Did
The first quarter of 2016 was volatile
as markets began the year in a bit of
a tailspin before rallying in March.
Economic growth concerns and less
accommodative U.S. monetary policy
raised caution about the profitability
of many companies and equity
market valuations.
After trailing most major global
indices in 2015, Canada`s S&P/TSX
Index led the way in the first three months of 2016 with a return of +3.7%. The index
benefited from its heavy resource allocation, with the price of many base metals and oil

Canadian Target Rate

finding support after declining precipitously from their 2014 highs.
From a Canadian investor’s perspective, the S&P 500, which measures the performance of
US equity markets, and the MSCI EAFE Index, an index that covers developed economies in
Europe, Australasia, and Far East, were a drag on performance, posting returns of -5.28%
and -9.23% respectively when priced in Canadian dollars. Global indices performed better in
U.S. dollars, as the greenback fell relative to the Canadian dollar. During the quarter, the
S&P 500 Index returned +1.35%, and the MSCI EAFE -2.88%, when priced in U.S. dollars.

US Target Rate

The currency story has more to do with U.S. dollar weakness than strength in the loonie.
The U.S. dollar weakened compared to many major currencies, although the strong
performance of resources certainly helped the Canadian dollar.
Central banks continued to be front and center during the quarter, and much of what
transpired in markets was influenced by their actions. The U.S. Federal Reserve began the
year with a more hawkish tone, with analysts forecasting four interest rate hikes in 2016
following the December increase, the first since the 2008 financial crisis. The threat of
higher rates drove the U.S. dollar higher and pressured markets, but this abated when the

Oil

Federal Reserve deferred further increases, citing risks of a stalling U.S. recovery.
After two rate reductions in 2015 that surprised markets, the Bank of Canada held rates
steady in the first quarter of 2016, while it awaits the effect of fiscal stimulus on the
Canadian economy. The recent federal budget made provisions for infrastructure spending
to help boost economic growth. Oil, the main culprit of economic weakness and equity
market underperformance in Canada, finally found some price support in the quarter.
In Europe and Japan, central banks continue to battle low growth and deflation in their

$U/$C

respective regions. Both adopted negative interest- rate policies to spur investment and
spending, with mixed economic results, leading to subpar equity market returns. Many of
the recent market pullbacks corresponded with weak data out of China. In an effort to
promote credit growth, the People’s Bank of China reduced domestic bank reserve
requirements. While China’s economy is in transition as it moves toward more domestic
consumption, it remains one of the key drivers of global growth.
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