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The Quarterly Commentary 
 
After reviewing the data and economic 
forecasts in preparation for our Q2 
commentary, it became evident that much of 
what we reported in Q1 would, and should be 
repeated.  The US economy continues to 
show improvement, despite a contraction in 
Q1 related to severe winter conditions.  
Europe remains weak, but continues on a 
path of slow recovery. Slowing growth in 
emerging markets continues to supress 
optimism for strong global growth in the 
immediate future.  Similar to the caution we 
conveyed in Q1, equity markets continue to 
be relatively expensive when compared to 
historical values, reflecting investor 
confidence in continued economic growth.  
Any signs of a weaker economic outlook could 
potentially translate into equity prices pulling 
back.  Increasing geopolitical risks over the 
past quarter could translate into volatility and 
instability in both financial and commodity 
markets. 
 
US Economy Contracts in Q1, but 
Fundamentals Remain Strong 
The winter of 2014 was severe in many parts 
of the US.  While there were some 
expectations that this would be reflected in 
economic data, the impact was actually more 
severe than most economists had predicted.  
Revised data recently suggested a contraction 
of approximately 0.7% which translates into 
an annual growth rate of – 2.9%.  While this 
is a significant setback, the market had 
already been absorbing new data with leading 
indicators pointing to a return to positive 
growth.  Thus, the revision had very little 
impact on asset values.   
 
Overall, the outlook for the US economy 
remains positive and upbeat when 
considering all of the factors.  Despite the Q1 

setback, the US economy continues to grow 
at a moderate pace.  Inflation, while edging 
up, remains low and within the Federal 
Reserve’s targeted levels. Consumer 
confidence remains strong and the PMI (a 
measure of purchasing manager’s activity and 
confidence in the manufacturing sector) 
continues to strengthen.  Manufacturing data 
continues to indicate strength in new orders 
and the US housing and auto sectors continue 
on an upward trend.  Weekly claims for 
unemployment insurance in the US fell below 
300,000 in May before creeping back up to 
just over 300,000 in June.  The 300,000 
figure is a key indicator of a relatively healthy 
job market.  Unemployment in the US is now 
slightly under the government’s targeted 
6.5%.  Increases in discretionary spending, 
manufacturing output and capital spending by 
businesses all translate into increased 
earnings, which provides support for stock 
prices now trading at relative highs when 
measured by earnings multiples.  Again, this 
is where investors need to be cautious and 
aware of the risks.  If the economy slows for 
any reason and earnings fail to meet 
optimistic expectations, a pullback or stock 
market correction is a possibility. 
 
International Economies 
Overseas, Europe has returned to growth, 
albeit very slowly. The United Kingdom is 
leading the way but even the struggling 
economies of Greece and Spain have seen 
resurgence.  Inflation remains low and central 
banks are likely to maintain interest rates at 
low levels for an extended period of time.  
Growth is expected to continue to improve 
which should translate into some added 
stimulus for emerging economies.  However, 
a number of risks continue to plague Europe. 
   
First, debt levels of some of the EU’s member 
states remain high and continue to grow.  For 
example, Italy, one of the Eurozone’s 
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weakest economies, continues to borrow and 
add to its national debt. At approximately 
$US 3 trillion, Italy’s sovereign debt is equal 
to that of Germany’s, despite having a GDP 
half the size and growing at a slower pace.  
Despite these sobering facts, Italy’s 
borrowing costs have fallen to record lows.  
In the long term, this is unsustainable.  
Controlling debt and practising austerity are 
still fundamental issues for the weaker 
European economies and failure to make 
progress on these fronts could easily tip 
Europe back into another crisis.   
 
Secondly, the risk of rising energy costs 
(which escalates as tensions between Russia 
and the Ukraine increase) continues to be a 
potential drag on economic activity.  
Furthermore, as other nations ramp up the 
pressure on Russia with economic sanctions, 
Russia’s economy and financial markets are 
at risk.  Given the substantial control Russia  
exerts over energy flowing into Western 
Europe, retaliation to sanctions could have a 
significant impact on the EU. 
 
One positive development for global markets 
has been the election of a new government in 
India, led by Prime Minister Modi who came 
to power on the promise of introducing pro-
business reform to India’s economy.  These 
reforms include the building of infrastructure, 
the removal of trade barriers, an open policy 
to foreign investment and the cutting of 
subsidies for energy and transportation.  The 
risks to India’s reforms include the nation’s 
water supply and the cost of oil, since 85% of 
the country’s supply is imported for refining.  
India’s GDP continues to grow in the 5% 
range and could run as high as 6% this year.  
Without question, India faces many 
challenges, but the country’s demographics 
are favourable with a relatively young and 
educated population.  While the country will 
have to introduce tough financial measures as 

a part of its transformation, the fundamentals 
are in place if the government and the people 
have the will to see them through. 
 
The past quarter also saw the world turn its 
attention to Brazil as it hosted soccer’s World 
Cup and prepares to host the Summer 
Olympic Games in 2016.  Brazil unfortunately 
seems to be heading in the opposite direction 
to that of India. A resource-rich nation with 
underlying poverty, the government’s policies 
under the leadership of President Rousseff are 
viewed as barriers to investment, pandering 
to lower-income voters. The government’s 
intervention practices and failure to abide by 
its own guidance has undermined the 
confidence of foreign investors in Brazil.  
Brazil’s sovereign debt rating was 
downgraded in March and estimates of GDP 
growth have been reduced to 1% for 2014.  
Inflation, running at about 7% to 8%, 
remains stubbornly high despite economic 
weakness.  This could pull Brazil into a 
recession. 
 
While investors focus on the larger emerging 
economies referred to as the BRIC nations 
(Brazil, Russia, India and China), political 
instability and hostilities in other parts of the 
world may translate into volatility in global 
markets.  In particular, violence between 
Israel and Palestine could escalate further.  
Trade sanctions could be implemented and 
energy supply could be disrupted, potentially 
impacting commodity and asset prices. 
  
Continued economic progress in Europe and 
sustained growth in emerging economies 
would provide upward stimulus to the prices 
of global equities.  However, political 
instability and violent international disputes 
could translate into more volatility for 
investors seeking diversification outside of 
North America. 
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Canadian Equity Outperforming US and 
International Stocks  
After lagging most of the world’s major stock 
indices in 2013, the TSX has had a very 
strong start in 2014.  With nearly 13% in 
gains as of July 1st, Canada is the top 
performer of the major markets. This 
turnaround from 2013 highlights the benefits 
of international diversification. 
   
Canada’s exports of raw material and energy 
ties our economic fortunes to that of our 
trading partners and the global economy in 
general.  Risks to Canada’s economy include 
a decline in demand for energy and materials, 
as well as barriers to developing the 
infrastructure required to transport energy 
and materials to our international trading 
partners.  On a domestic front, risks to 
economic growth include an inflated housing 
market, particularly in the larger urban 
centres, and excessive debt levels currently 
carried by individuals.  
 
Fixed Income and Interest Rates 
For investors seeking safety and income, 
interest rates unfortunately remain at record 
lows.  In the US, yields on government bonds 
at the longer end of the yield curve (2.3% on 
10 years and 3.4% on 30 years) are barely 
keeping pace with inflation.  The US 
government has intervened with measures to 
keep rates down to boost economic activity in 
key, interest-rate-sensitive sectors of the 
economy.  All indications are that it will 
continue to keep rates in check (at least at 
the short end of the yield curve) well into 
2015.  We feel the added return longer-term 
corporate bonds currently offer is not 
sufficient to outweigh any added risks, such 
as default.  Now, more than ever, fixed-
income should be managed with an emphasis 
on the shorter end of the yield curve to 
minimize exposure to interest-rate increases.  
We continue to emphasize to clients that the 

role of these assets is to provide income and 
stability in a portfolio. With interest rates at 
their current levels and consensus that they 
will rise at some point in the next 12 to 24 
months, pursuing additional yield by investing 
at the longer-end of the yield curve 
introduces added risk to an asset class that is 
intended, in part, to provide capital 
preservation.   
 
Some Stocks Are Expensive 
Stock markets have continued to advance 
with international markets, the US markets 
and the TSX posting gains to date of 
approximately 5%, 7% and 13%, 
respectively.  Stock markets by nature are 
forward-looking and, in theory, all forecasted 
economic gains are factored into current 
stock prices. When comparing the current 
value of stocks and market indices to 
historical values, we would conclude that 
some stocks are expensive.  Failure of the 
economy to perform as per expectations 
could put some downward pressure on equity 
markets in general.  As value investors, we 
continue to look for mispricing to enhance 
returns; however, finding discounted stocks is 
more difficult when investors have discounted 
risk and pushed prices to relative highs.  It is 
important that one considers their own 
investment horizon when investing in markets 
that may appear to be relatively expensive.  
Regardless of the relative state of the 
markets, a focus on financial goals, 
diversification, discipline and maintaining 
exposure to good companies with proven 
track records of earnings growth are all 
factors in achieving long-term success for 
investors. 
 
In Summary 
Despite a weather-related contraction in the 
first quarter, the US economy continues to 
grow with the automotive and housing sectors 
leading the way.  Europe also continues to 
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show improvement while remaining exposed 
to structural and geopolitical risks.  Emerging 
economies will continue to fuel global growth 
but, like Europe, are vulnerable to a number 
of risks.  On a positive note, we have seen 
potentially encouraging political developments 
in India. Economic growth in this relatively 
poor nation could provide long-term benefits 
to the global economy.  For different reasons, 
Russia and Brazil are concerning to investors 
at the present time.  Nevertheless, both 
economies are large and should not be 
completely ignored when diversifying 
internationally.   
 
Fixed-income assets, including bonds and 
preferred shares, are important in providing 
capital stability and a regular inflow of cash 

within investors’ portfolios.  Since an increase 
in interest rates over the next 12 to 24 
months is a probable scenario, we continue to 
focus on the short-end of the yield curve. 
 
Overall, stocks have enjoyed strong and 
sustained gains over the past 24 months and 
now trade at relative highs when compared 
with historical data.  No one knows whether 
this pace of growth will continue (though it 
seems unlikely) and at IAIC we do not try to 
predict the future.  Instead, we believe that 
over the long-term, we serve our clients best 
by maintaining diversification, practising 
discipline in adhering to an investment plan 
and investing in strong companies with 
proven records of earnings growth. 
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The Canadian market continued to set the pace amongst the various regions in the second 
quarter, posting a total return of 6.4%.  This solid three-month performance contributed to 
Canada also earning the strongest 12-month total return at 28.7%. This leading performance 
was again led by the resource sector, with industrials and financials also acting as strong 
contributors.    
 
Despite recording the second highest return for the quarter at 1.7%, the return of the US 
index finished well back to that of Canada.  The Federal Reserve is in the midst of winding 
down its extensive bond buying program and further clarity on future interest-rate increases 
may be needed to provide further guidance to investors.  The falling unemployment rate 
signals the US economy is improving, but this must be viewed alongside the potential 
continuation towards a less stimulus-based monetary policy. 
 
The international region was again the laggard in the second quarter, earning a total return of 
less than 1%.  In Europe, low growth led the Central Bank to further cut its benchmark 
interest rate, in hopes of stimulating the economy.  Conflicting economic reports have China 
considering various stimulus in order to achieve their targeted growth rates.    

 
Sector Watch 
 

Consumer 
The consumer sector had a total return of 
1.0% over the quarter, which was its 
lowest level since the second quarter of 
2012.   The sector is broken down into 
three sub-sectors: pharmaceuticals, 
consumer discretionary spending and non-
discretionary (staples) which generated 
total returns of -1.8%, 2.1% and 0.7%, 
respectively.  
 
The gain in consumer discretionary 
spending was attributed to a continued 
rise in consumer confidence; however, this 
has a minimal impact on non-discretionary 
spending, which is indicated by its 
relatively minor increase.  
 
 

Financials 
The Canadian finance sector had another strong quarter, generating a total return of 5.6%.  
For the banks, several factors contributed to their strong performances, including solid equity 

 

3  
Month 
Total 
Return 

12 
Month 
Total 
Return 

S&P/TSX CA Indices ($C)   
S&P/TSX Composite 6.4% 28.7% 
S&P/TSX 60 6.3% 28.3% 
S&P/TSX  Completion 6.7% 29.6% 
S&P/TSX SmallCap 9.4% 36.2% 
S&P/TSX Venture 3.4% 16.7% 
S&P/TSX Income Trust 4.1% 13.3% 
S&P/TSX Preferred Share 2.7% 3.4% 
 
IAIC Equity Sector Benchmarks 

 

Consumer 1.0% 26.2% 
Financials 5.6% 28.5% 
Industrial 8.9% 33.4% 
Resources 9.1% 30.6% 
Utilities 1.0% 16.5% 
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markets leading to increased trading-fee revenue and continued favourable credit experiences 
supporting net-interest income.  Higher-than-expected results reported this quarter by most 
Canadian banks helped raise share prices and lead some to announce dividend increases.  The 
Canadian insurers will announce second quarter results in the coming weeks.  It is expected 
their earnings will also benefit from stronger equity markets; however, with interest rates 
unexpectedly decreasing in the quarter, the insurers may require higher reserves which can 
decrease profits.  Ahead of second quarter earnings reports, the insurance companies’ share-
price performance was flat over the period. 
 
The US and international finance sector performed well over the second quarter, with total 
returns of 2.3% to 3.1% respectively.  As second quarter results are reported, many US and 
international finance companies are showing improved bottom lines, helped again by a 
historically good credit-experience environment.  Second quarter results are also showing 
deposit and loan growth was broad-based.  Excess deposits put pressure on net interest 
margins for some large banks, but most reported results so far, have been in line with 
expectations and some large US finance companies have rewarded shareholders with a 
dividend increase.  
 
Industrial 
The Industrial sector was among the performance leaders during the second quarter of 2014. 
Manufacturing, transportation and information technology companies all contributed to the 
sector, which posted a three-month return of 8.9%.  
 
Industrials have benefited from growth momentum around the world as the global economy 
finds its footing. This sector has led the charge over the past 12 months, generating a total 
return of 33.4%.   
 
In Canada, the drivers of the industrial sector continue to be strong performances from 
exports and business investment.    
 
Resources 
The resource sector built upon a strong start of the year, to again lead with a benchmark total 
return of 9.1% for the quarter.  The recent stretch of positive gains, combined with rolling the 
calendar forward, provided a sector return of 30.6% over the last 12 months. 
 
The energy subsector was up 10.5% for the quarter on attractive pricing for oil and natural 
gas.  With regards to oil, increasing US production, concerns involving the conflict in Iraq 
possibly spreading and delays in recovering oil exports from Libya have contributed to supply 
uncertainty.  Also, most producers in Western Canada continue to benefit from agreeable price 
spreads for heavy oil due to increased processing capacity in the Gulf Coast region.  Natural 
gas inventories in North America ended the quarter below the preceding five-year average.   
Despite significant inflows over the final weeks of the quarter, there is uncertainty as to 
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Jun-14 May-14 Apr-14 Mar-14 Feb-14 Jan-14 Jun-13

Target 1.00% 1.00% 1.00% 1.00% 1.00% 1.00% 1.00%

90D TBill 0.94% 0.93% 0.94% 0.89% 0.84% 0.89% 1.02%

2Y Benchmark 1.10% 1.05% 1.06% 1.07% 1.00% 0.95% 1.22%

10Y Benchmark 2.24% 2.25% 2.40% 2.46% 2.43% 2.34% 2.44%

30Y Benchmark 2.78% 2.78% 2.93% 2.96% 2.94% 2.93% 2.90%

CPI (Y/Y) NA 2.28% 2.04% 1.55% 1.14% 1.48% 1.15%

CPI x-Food/Ener. (Y/Y) NA 1.53% 1.37% 1.19% 1.11% 1.21% 0.86%

$U / $C 0.937 0.921 0.912 0.906 0.902 0.898 0.949

€ / $C 0.685 0.675 0.657 0.658 0.653 0.666 0.730

¥ / $C 95.157 93.949 93.296 93.519 92.323 92.133 94.388

CA Rates

whether or not production will be able to replenish reserves by the end of the injection 
season. 
 
The materials subsector also maintained the positive trend with a gain of 6.4% for the 
quarter.  Despite softening expectations for growth in China, the country continues to drive 
significant demand for base metals. Ongoing industry consolidation, the rationalization of 
existing operations and government actions such as the Indonesian mineral ore export ban 
has served to tighten supply for some metals and minerals. 
 
Utilities 
The utilities sector had a return of 1.0% for the quarter which is down from the previous 
quarter’s return of 5.4%.  The telecommunications sub-sector, with a return of 0.9%, 
experienced some déjà vu this quarter as the Canadian telecoms have once again been 
knocked off their highs with the threat of competition looming.  Another spectrum auction was 
announced with 60% reserved for small carriers, aimed at improving their coverage and 
attracting more customers.  Although the Big 3 of Bell, Rogers and Telus, did not see a drop in 
share prices as deep as last summer, they have shown a hint of vulnerability with the 
government’s effort to encourage more competition.     
 
The pipeline and electrical utilities sub-sectors also saw a decreased quarterly return down to 
1.3% this quarter from 8.1%.  The pipelines are receiving mixed reviews in the media as 
environmentalists and pipeline supporters clash.  President Obama has once again put off the 
decision for TransCanada’s Keystone XL, this time likely until after this November’s mid-term 
elections.  While the utilities saw a dip in returns this quarter, they are still attractive due to 
their strong and growing dividends. 
 
 

Key Economic Rates & Commodity Prices 
 

 

 
 
 
 

 
 

 

 

 
 
 Chart values are as of the last day of the respective month 
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Metals & Minerals

Gold (fut, troy oz) $1,322.00 $1,420.00 $1,193.60 8.03%

Silver (fut, troy oz) $21.01 $23.46 $18.68 8.00%

Copper (fut, lb) $3.19 $3.34 $3.02 4.41%

Zinc (fut, lb) $1.00 $1.00 $0.82 21.02%

Nickel (fut, lb) $8.61 $8.71 $6.11 39.02%

Aluminum (fut, lb) $0.85 $0.85 $0.76 7.28%

Energy

Crude Oil (fut, bbl) $105.37 $110.53 $91.66 9.12%

Natural Gas (fut, MM BTU) $4.46 $6.15 $3.23 25.13%

Gasoline (fut, gal) $304.33 $309.65 $249.94 12.07%

Coal (fut, ton) $61.60 $65.15 $50.88 12.35%

Agricultural

Corn (fut, ¢ / bu) $424.25 $560.75 $412.00 -37.54%

Soybean (fut, ¢ / bu) $1,400.50 $1,530.75 $1,193.50 -10.48%

Wheat (fut, ¢ / bu) $564.75 $739.00 $551.50 -12.91%

Price at 

June 30, 2014

52 Week

High

52 Week 

Low

12 Month 

Change

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
With the most recent Consumer Price Index (CPI) coming in at 2.3%, we are beginning to see 
signs of inflation trending upwards.  The CPI values reported in April and May both exceeded 
the Bank of Canada’s target of 2% - something that had not happened during the previous 16 
months.  Interestingly enough, the prices of agricultural commodities have come down 
considerably in the last year, yet in the same time we have seen prices creep higher in our 
grocery stores.  Increases in processing and transportation costs related to getting these 
commodities to the customer are driving up prices paid at the counter. 
 
With that said, energy and materials lead the pack for commodity price increases.  Given the 
fact Canada’s energy and materials sectors represent a significant portion of our economy, 
increasing prices in these sectors is a contributing factor for the recent rise in the Canadian 
dollar.  Over last three months, energy commodity prices have increased on average by 3.5%, 
with materials increasing on average closer to 10%. 
 
Higher inflation, coupled with the Canadian dollar’s recent rally against the US dollar, certainly 
supports the argument for the Bank of Canada to begin raising interest rates.  However, the 
Governor of the Bank of Canada, Stephen Poloz, must weigh the other side of the argument: 
higher interest rates could stifle the recovery of our economy that continues to underperform 
and experience relatively high unemployment levels. 
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IAIC Disclosures 
All graph and chart statistical data contained in this report has been supplied by TD Securities Equity Research. Sources used by TD 
Securities Equity Research to compile the data include: Global Insight, Thomson Financial, CPMS, Bloomberg, S&P/TSX Index Services, 
S&P Index Services, TSX, NYSE, NASD, and company reports.  Additional information sources include Statistics Canada. 
 
The views and opinions expressed in this newsletter are based on historical company fundamentals and market statistics.  No guarantee of 
outcome is implied and opinions may change without notice.  Investors should not base any of their investment decisions solely on this 
report. 
 
This report is produced entirely by Independent Accountants' Investment Counsel Inc.  Although the information contained in this report 
has been obtained from sources that IAIC Inc. believes to be reliable, we do not guarantee its accuracy, and as such, the information may 
be incomplete or condensed. All opinions, estimates and other information included in this report constitute our judgment as of the date 
hereof and are subject to change without notice. 
 
Please contact your IAIC representative if you have any questions regarding this newsletter.
 


