In Focus
Independent Accountants' Investment Counsel's Quarterly Newsletter
October 2017

In this issue
Quarterly Commentary pg. 1
Sector Watch pg. 1
Market Performance pg. 6
What the Markets Did pg. 6

3 Month
Total Return

12 Month
Total Return

S&P/TSX
Composite

3.68%

9.18%

S&P/TSX 60

3.98%

10.47%

2.81%

5.52%

2.36%

1.21%

1.89%

-2.37%

-0.23%

4.67%

1.73%

16.46%

Sector
Watch

S&P/TSX
Completion
S&P/TSX
SmallCap
S&P/TSX
Venture
S&P/TSX
Income Trust
S&P/TSX
Preferred Share

IAIC Equity Sector Benchmarks

0.7%
4.5%
0.6%
2.8%
5.4%

Consumer
Financial
Utilities

The Quarterly Commentary
A review of some of the major factors affecting the Canadian, US and Global economies
North American equity markets finished the third quarter with solid gains due to a
sustained rally in the last three weeks of September. The Dow Jones Industrial Average
(“DOW”) moved up 4.3%, building on the gains in the first half of the year and closing with a

Industrial
Resource
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Consumer
The consumer discretionary sector
returned a total of 4.7% for the third

13.0% gain year-to-date. The S&P/TSX Composite Index (“S&P/TSX”) also moved higher with

quarter. Health care lagged, returning

a third-quarter gain of 3.68%, which propelled the S&P/TSX into positive territory for the

-10.3% for the quarter.

year. For Canadian investors holding U.S. stocks, positive returns from investments in

The consumer staples sector posted a

American markets were once again muted by the strength of the Canadian dollar, as the

loss of -2.7% for the quarter. The

U.S. dollar continued to weaken relative to the Canadian dollar. In terms of Canadian
dollars, the DOW moved ahead 1.0%, meaning that Canadian equity was a top-performing
asset class.

ever-competitive Canadian food retail
subsector is an area of particular
interest.

Equity markets are currently being driven by a number of factors, including economic
growth, confidence exhibited by consumers and purchasing managers, the expectations of
lower taxes in the U.S., the depreciation of the U.S. dollar and the recent surge in
commodity prices. In particular, oil prices had an impact on the Canadian stock market.

In

recent

years

many

large-capitalization companies in this
sector have added to their core
businesses through acquisitions (e.g.,
Loblaws and Shoppers Drug Mart or
1

At its most recent meeting, the U.S. Federal

negotiating position is focused strictly on

Reserve Board (“Fed”) stood pat on its

the accrual of benefits to the U.S.

overnight lending rate and announced that

economy with little consideration of the

asset

impact

repurchasing

(i.e.,

reversing

on

Canada

and

Mexico.

Sector Watch (cont’d)
Empire Company and Safeway). In
this past quarter, Amazon acquired

quantitative easing) will begin. The Fed

Complicating things further, Canada has

Whole Foods and in Canada Metro

stated

continued

expressed a desire to include provisions

announced its purchase of Jean

improvements in the U.S. and global

that align with softer issues, such as the

Coutu. Potential challenges for the

economies and remains concerned about

environment and gender equality, for

sector in 2017 include possible food

the

which the current U.S. administration

that

it

potential

expects

impact

that

those

improvements will have on inflation. The

appears to have little interest.

minimum wage increases, particularly

Bank of Canada (“BoC”), on the other hand,
increased its overnight lending rate by 25

Fed to reverse quantitative easing as

basis points to 1.0% on September 6, the

U.S. economy grows

second such increase in eight weeks. Like
the Fed, the BoC pointed to strong
economic

data

including

consumer

spending,

business investment, increased

exports and an uptick in core inflation.

price deflation and the proposed

in Ontario and Alberta.

After some economic indicators pointed

Financial

to slowing growth in the U.S. in the first

The

half of the year, the direction has

performed well in the third quarter

changed. Those indicators now point to
the potential for the U.S. economy to
grow at a rate of between 2.5% to 3.0%

Canadian

financials

sector

with a three-month total return of
4.5% and a 12-month total return of

in 2017. U.S. jobs data indicates that the

19.5%. During the quarter, Canadian

economy is at full employment. The

banks reported solid earnings that

number of jobs “open” is increasing and

beat

in part to an increase in oil

this should be a catalyst for wage

Canadian banks benefitted from cost-

prices and the perception

inflation, which has yet to factor in as a

“The Canadian economy
continued to strengthen due

major concern for the Fed. With job

that volatility in the energy

prospects high and Americans feeling
more

sector is subsiding.“

secure

about

the

economy,

market

expectations.

The

cutting programs, wider net-interest
margins and fewer bad loans in the
energy sector. Canadian insurers

consumer confidence continues to edge

reported

higher and is now at, or near an all-time

that also beat market expectations

to

high. Purchasing managers surveyed

due to strong performance across key

strengthen, due in part to an increase in oil

continue to express confidence in the

geographic regions, including Canada,

prices and the perception that volatility in

economy and this translates into investor

the energy sector is subsiding. Some

confidence, despite many stocks and

economists believe that the price of Brent

sectors now trading at relative highs.

Crude, between US$45 to US$60 per barrel,

While the U.S. dollar has depreciated

trading at the upper end of their long-

is now somewhat range-bound. Canada,

more than 8.0% against other major

term

however, is faced with some additional

currencies, the sustained global recovery

multiples.

challenges, which we discuss later in this

is providing an additional boost to U.S.

newsletter.

manufacturers.

The Canadian

economy

continued

U.S.

companies

are

enjoying an increase in exports while,
Renegotiation of the North American Free

domestically, imports are becoming more

Trade Agreement (“NAFTA”) is underway.

expensive.

second-quarter

earnings

the U.S. and Asia. At current prices,
Canadian banks and insurers are

average

price-to-earnings

For U.S. and international markets,
the financials sector also performed
well in the third quarter with a threemonth total return of 4.1% and 5.5%,

With over $300 billion of exports to the U.S.
annually, the value of trade with the U.S. is

The severe hurricanes that ravaged

significant to the overall health of the

Texas, Florida and Puerto Rico have had a

Canadian economy. It appears that the U.S.

short-term negative impact on jobs data

respectively. U.S. and international
banks and insurers benefitted from
higher interest rates and expense2

and

productivity.

However,

analysts

less aggressive with further increases into

recognize that this is temporary and that

2018. The Fed seems to favour tightening

rebuilding and replacing durable goods, such

monetary policy gradually, believing that

management initiatives. U.S. and

as automobiles and appliances, should

being too aggressive with rate increases or

international financial companies are

provide an added boost to the economy in

asset

currently trading slightly above their

the fourth quarter.

impact on an economy. The economy’s

Other economic data, such as core inflation,
was also distorted somewhat by the
hurricanes.

Flooding

in

Houston

and

throughout Texas took out approximately
10% of America’s gasoline refining capacity
and pushed the price of gas up by more than
6.0%.

Overall,

core

inflation

repurchases could have a significant

growth is not out of control, as evidenced by
a continuing rate of low inflation. Despite
the

Fed’s

measured

approach,

Sector Watch (cont’d)

historical average price-to-earnings
multiples.

some

analysts fear that if the Fed proceeds with
monetary tightening, equity markets could
pull back significantly.

Utilities
The utilities sector was relatively flat

remains

In addition, there is disagreement about the

over the third quarter, returning a

relatively tame at around 2.0% and wage

short- and long-term impact of the proposed

modest 0.6%. The sector still returned

inflation is just beginning to show signs of

tax

7.2% over the past 12 months and

improvement. Still, the Fed pointed to the

administration. In order to avoid increased

fact that core inflation includes medical care,

deficits, tax reductions resulting from the

in which governments set the prices, rather

proposed rule changes would have to be

than market forces.

offset by increased tax revenues generated

telecommunication services sector

through additional economic growth. Critics

continued to show strength with a

point to the failures of this approach over

three-month return of 2.3%.

“After three moves in its

cuts

proposed

by

the

Trump

overnight lending rate, the

the past 40 years as it has resulted in

Fed is now set to implement

increased federal government deficits and a

another measure of monetary

growing national debt. Some suggest that
the loss of revenue without government

tightening, mainly the

spending cuts could send the debt to 100%

repurchasing bonds on its

of GDP in the near term. On the other hand,

balance sheet as the principal
becomes due.”

spending cuts could work counter to the

paid healthy dividends backed by
strong

cash

flows.

The

Industrial
The Canadian industrials sector was
the third-best performing sector in
the third quarter of 2017, with a

economic stimulus the government is

return of 2.8% in the quarter and

attempting to provide via tax cuts.

18.7% over the past twelve months.

After three moves in its overnight lending

Global growth continues to remain

rate, the Fed is now set to implement

positive

another measure of monetary tightening,

Performance in the industrials sector
decreased substantially from the first
and second quarters of 2017, and can

mainly the repurchasing bonds on its balance

Turning to the global economy, economists

be

sheet as the principal becomes due. The Fed

remain bullish, revising growth projections

including the strengthening Canadian

is scheduled to start this process in the

for the eurozone upward slightly, while

fourth quarter, at a rate of approximately

trimming their growth forecasts for China

US$10 billion per month and, eventually,

and India. Regardless, the economies of

move this up to US$50 billion per month. As

China and India are expected to continue to

Performance can also be attributed to

a result, assets on the Fed’s balance sheet

grow in the range of 6.0%-6.5% and fuel

the growing belief that a decrease in

should shrink from US$4.3 trillion to

global growth significantly.

income

approximately US$3 trillion over the next 18
months.

Brexit, the United Kingdom’s planned exit

attributed

to

many

factors,

dollar and the impacts of both
Hurricane

Harvey

taxes

and

and

Irma.

increase

in

government spending on defense and

from the European Union, remains a risk to

infrastructure

by

Most analysts believe the Fed will hike its

the eurozone economy and could lead other

administration will be delayed and/or

lending rate once more this year, while being

partners to follow the same route. Another

dramatically

watered

the

down.
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U.S.

The

Sector Watch (cont’d)

near-term risk is the rising independence

Nevertheless, the Canadian economy is

movement

currently facing some significant headwinds.

increase in interest rates by the BoC

First, consider the appreciation of the

and Fed, and uncertainty regarding

Canadian dollar versus the U.S. dollar over

oil prices and NAFTA negotiations

the past year, which should eventually

are also impacting performance.

prosperous

in

Catalonia,

region

in

the
Spain.

most
An

independent Catalonia would most likely
not be recognized by the European Union
and would raise tensions within Spain,
which has finally showed positive economic

impact our manufacturing sector. Our
exports to the U.S. have become relatively

results after years of economic crisis.

more expensive while imports from the U.S.

Global supply and demand for oil

“Our exports to the U.S.

economic sectors for the quarter,

more expensive while

returning 5.4% in the quarter but still

imports from the U.S. have

falling -2.2% over the past 12

Canada, the world supply and demand for
oil translates into a significant impact on
Canadian

stock

market.

The

Organization of the Petroleum Exporting

The resource sector led all other

have become relatively

Given the size of the resource sector in

the

Resource

months. The news was generally

become more competitive in

positive with oil prices recovering

Countries (“OPEC”) nations have trimmed

Canada.”

production and supply is now better

modestly. The markets looked to the

aligned with demand than it has been for

have become more competitive in Canada.

OPEC and other major oil producers,

over the past three years. The Turkish

Adjustments to the trade balance takes time

including Russia, for guidance on

government has also suggested curbing the

to work itself into the economy and we have

flow of oil from the Kurdish region of Iraq,

extending

yet to see any negative impact of foreign

an area that is dependent on a pipeline

exchange on Canadian economic data.

day to market. These and other factors

Second,

point to higher oil prices, at least in the

alongside

short term.

administration, could have a significant

a

renegotiation
more

of

NAFTA,

protectionist

U.S.

impact on some sectors of the Canadian

Canadian economy strengthens but

economy. In particular, softwood lumber

faces headwinds

subsidies and access to the Canadian market

The Canadian economy now appears to be
growing at a rate higher than any forecast
would have suggested at the outset of the

“Some data indicates that growth

cuts

past

March 2018. We have seen total U.S.
inventory levels of crude oil and

through Turkey to move 650,000 barrels a
the

production

petroleum products fall to their
lowest level since December 2015.
Oil production in Venezuela also fell
in 2017 by 170,000 barrels per day
as economic turmoil increased with

for the U.S. dairy industry are just two

potential economic sanctions from

examples of contention. More important to

the U.S. over increasingly repressive

Canada is the dispute mechanism that

policies

currently favours the U.S. We have seen

Venezuela’s

tensions between the two countries further
escalate following the imposition of tariffs

being

adopted

President

by

Maduro.

November contracts for Brent Crude
traded

at

a

high,

closing

on

may have accelerated to as high

on Bombardier’s new C Series aircraft sold to

as 4.0% on an annualized basis,

U.S. airlines, following Boeing’s complaints

September 25 at $59.02 and then

that the C Series was being subsidized to the

falling slightly to close the third

detriment

due in part to higher oil prices

aircraft

quarter at $57.54. These price

and improving prospects for the

business. This could be a significant blow for

increases can be attributed to

resource sector.”

the Canadian aerospace industry, a sector

year. Some data indicates that growth may
have accelerated to as high as 4.0% on an

of

its

commercial

that provides high-paying technical jobs for
thousands of Canadians.

certain

OPEC

and

non-OPEC

members cutting production beyond
their individual targets.

annualized basis, due in part to higher oil

While Canada is the second-largest trading

prices and improving prospects for the

partner to the U.S., with almost $600 billion

resource sector.

worth

of

business

between

the

two
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countries, the trading relationship is more significant for Canada than it is for the U.S. It also appears that the governments of the
two countries are somewhat philosophically misaligned, with Canada wanting to focus on softer issues and more environmental
regulation.
Other unknowns and risks to the Canadian economy include:
 Proposed changes to the taxation of small businesses,
 The regulatory environment placing additional burden on the energy and pipeline sectors,
 The impact of higher interest rates on the housing sector,
 Servicing higher projected government deficits and debt,
 The long-term impact of high-priced electricity on the manufacturing sector in Ontario,
 Newly introduced and escalating carbon taxes, and
 The rapid implementation of significant increases to the minimum wage in Ontario.

At IAIC, we clearly see some downward pressure on bonds, particularly at the short end of the yield curve, with some upward
momentum in the prices of variable rate financial instruments. This trend is tied to short-term interest rates or benchmarks, such as
the Bank Prime Rate and the BoC 90 Day Treasury Bill.
In summary, although the Canadian economy is currently experiencing surprising growth, we will be watching carefully to see how
strong the potential headwinds turn out to be.

Closing comments
As U.S. and Canadian markets continue to reach or push toward new highs, there is a risk that stock prices may have grown ahead of
earnings and financial fundamentals. We believe stock prices currently reflect optimistic projections of economic growth, tax reform
and political stability. Although we believe market valuations are relatively high, we have never been advocates of market timing, so
we will continue to watch the markets carefully with a cautious mindset.
On the positive side, solid blue-chip names continue to offer relatively attractive dividend yields. While we cannot expect the
performance of the past two years to repeat itself, staying invested in good companies with stable earnings and a rational dividend
payout policy is a wise course. This strategy will continue to provide income while providing growth over the long term.
We believe that successful long-term investing requires clearly articulated specific goals and objectives and a diversified portfolio
aligned with your objectives and risk tolerance. Investing with discipline, not emotions or attempts at market timing, is critical for
long-term success.

10Y Yield

Target Rate

$U/$C
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What the Markets Did
Markets were strong over the third quarter, with the MSCI World Index (“MSCI World”) posting a total return of 5.0%, in U.S. dollar terms.
Continued strength from the Canadian dollar reduced the positive return to investors based in Canada, with the MSCI World returning
1.0% in Canadian dollar terms. Central bank decisions impacted markets, as investors closely followed policy changes, as well as signals of
future monetary action.
With the increase in the Canadian dollar, the S&P/TSX, an index representing the Canadian market, was the strongest performer with a
total return of 3.7%. The first rate increase since 2010 by the BoC in July was followed by a second 0.25% increase in September,
returning the target rate to where it was in 2015, when cuts were implemented in response to falling oil prices. While strong growth in
Canada supported the move to increase rates, the bank reiterated that any future changes will be based on further data related to the
strength and health of the Canadian economy.
The fall of the U.S. dollar against other currencies (not just the Canadian dollar) was a prevalent theme in the third quarter. The DOW was
up 4.3%, but returned 1.0% once adjusted into Canadian dollars. Moving forward, there are a number of factors, including any action by
the Fed and political uncertainty over tax reform and trade negotiations, that will affect both the U.S. dollar and equity markets.
International markets had another positive quarter and have now returned 14.0% over the last 12 months, leading other geographic
regions over that period in Canadian dollar terms. Underlying support has been broad, with both European and emerging markets
contributing to the overall return.

Market Performance
CA Rates

Sep-17

Aug-17

Jul-17

Jun-17

May-17

Apr-17

Sep-16

Target

1.00%

0.75%

0.75%

0.50%

0.50%

0.50%

0.50%

90D Tbill

1.00%

0.72%

0.73%

0.71%

0.53%

0.52%

0.53%

2Y Benchmark

1.52%

1.27%

1.31%

1.10%

0.69%

0.72%

0.52%

10y Benchmark

2.10%

1.85%

2.06%

1.77%

1.42%

1.55%

1.00%

30Y Benchmark

2.47%

2.26%

2.46%

2.15%

2.05%

2.16%

1.66%

CPI (Y/Y)

NA

1.40%

1.16%

1.01%

1.32%

1.64%

1.34%

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

NA

1.45%

1.45%

1.37%

1.37%

1.54%

1.97%

$U/$C

0.800

0.798

0.800

0.769

0.740

0.731

0.762

€/$C

0.677

0.672

0.679

0.674

0.659

0.671

0.678

/$C

90.068

87.938

88.354

86.427

81.949

81.494

77.173
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Want a chance to have your photo on the front cover and have $250 donated to your charity of choice?
Simply email a winter theme photo to Karinm@iaic.ca
Deadline: January 10, 2018

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. 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 2017 Independent Accountants’ Investment Counsel Inc. All rights reserved.
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