
 

 

The Quarterly Commentary  

Equity market valuations continued to move higher as we entered 2017, building on the 

positive momentum of 2016 and the results of the U.S Presidential election in early         

November. The Dow Jones Industrial Average (“DJIA”) surpassed the previously elusive 

20,000 level and quickly moved up another 5.0%, surpassing 21,000 by the end of February. 

After reaching a peak of 21,115, the DJIA, as well as other U.S. stock indices, gave back 

some of those gains, dropping between 2.0% to 3.0%. This pullback was not totally          

unexpected and some comfort can be taken from historical trends that have taught us that 

this is normal in a healthy and efficient market. Some of the pullback can be attributed to 

tempered expectations of U.S. President Donald Trump’s ability to fully implement, in a 

timely manner, the tax reforms that he campaigned on. The pullback was compounded by 

the fact that while consumer confidence remains strong, some hard data began to show 

some weaker numbers in the first quarter. The auto industry and new housing starts are off 

the highs they reached three months ago. Overall growth in the first quarter, however, was 

propped up by business confidence and investment in new equipment and capital goods. 
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3 Month 
Total Return 

12 Month 
Total Return 

S&P/TSX     
Composite 

2.4% 18.3% 

S&P/TSX 60 2.4% 19.3% 

S&P/TSX     
Completion 

2.4% 16.9% 

S&P/TSX     
SmallCap 

1.5% 29.5% 

S&P/TSX      
Venture 

7.0% 40.4% 

S&P/TSX    
Income Trust 

3.3% 9.6% 

S&P/TSX     
Preferred Share 

7.5% 21.9% 

IAIC Equity Sector Benchmarks 
  

Consumer 4.2% 6.2% 

Utilities 5.8% 10.1% 

Financials 3.5% 23.8% 

Industrial 5.7% 21.0% 

Resources -1.4% 20.2% 

Consumer 

The consumer discretionary and    

consumer staples sectors returned 

7.0% and 2.6%, respectively, over the 

quarter. With expectations of a   

growing U.S. economy, we may     

witness a rotation from the more   

defensive consumer staples sector 

into more cyclical growth-oriented 

companies, such as those within the 

information technology sector.  

Healthcare 

The health care sector saw a decrease 

of 10.0% over the period. This decline 
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was driven by the two dominant  

companies in the Canadian sector 

(Va leant  Pharmaceuticals                

International Inc. and Concordia   

International Corp.) that saw         

substantial pullbacks during the   

quarter. It is worth noting that IAIC 

does not hold these companies as 

part of its core holdings. Valuations 

in the U.S. health care sector are 

suffering as a result of political risks 

affecting the U.S. health care system.  

 

Financials 

The Canadian financials sector had a 

good quarter, with a three-month 

total return of 3.5%. The 12-month 

total return for the sector remained 

strong, at 23.8%. Canadian banks 

posted good results over the quarter 

and Canadian insurance companies 

will benefit from higher interest rates 

and continued growth in Asia and the 

U.S. The U.S. financials sector also 

experienced significant price         

increases in the last 12 months,   

driven by solid earnings growth,   

stable profit margins and an          

environment of gradually rising    

interest rates. The financials sector 

experienced higher expenses, as it is 

in the process of upgrading          

technology and streamlining systems, 

all while meeting compliance        

requirements. This large and lengthy 

internal investment should start to 

provide efficiencies and cost         

reductions in 2017. 

 

U.S. growth for 2017 is now forecasted to 

come in at 2.0% to 2.5%, with consensus at 

2.3%, an improvement over the 1.6% rate 

posted in 2016. 

Interest rates, driven by bond yields, remain 

low despite some upward pressure on core 

inflation and the U.S. Federal Reserve 

Board’s (“Fed”) two recent rate increases at 

the short end of the yield curve. The Fed is 

expected to continue to push the overnight 

lending rate higher throughout 2017.     

Consensus suggests two additional rate 

increases and possibly even three are likely 

by year-end - a clear sign that the Fed    

expects continued improvements in the 

economy and is turning its attention to  

inflation, particularly wage inflation. 

Optimism in the markets is also being 

buoyed by improvements in the global 

economy and an outlook that points to  

revised growth forecasts in both developed 

and emerging markets.  

The Canadian economy is also showing 

strength, due in part to the stability of oil 

prices. But there are clouds on the horizon. 

First, U.S. President Donald Trump has 

vowed to renegotiate the North American 

Free Trade Agreement (“NAFTA”), posing 

some risks to the $350 billion of exports 

Canada sends across the border annually 

to the U.S. Secondly, the recent run-up in 

real estate prices may point to challenges 

for the Canadian economy in the near 

future. A rapid decline in house prices, 

while making housing more accessible for 

first-time buyers, could undermine con-

sumer confidence and have a domino 

effect that translates into weakness in 

the broader Canadian economy.  

Markets Respond to U.S. Economic 
Strength and Proposed Tax Reform 

Donald Trump’s administration has been 

in power for three months now and it 

appears they are moving from election 

mode to governing. It has been a     

somewhat tumultuous start with       

presidential orders being overturned by 

the courts, resignations of some key   

people in the administration, and the 

frustration of turning campaign promises 

into policy and law.  Financial markets 

reacted very positively to the new       

administration’s intentions to remove 

compliance and environmental            

restrictions on some sectors of the   

economy, as well as the prospects of  

lower corporate and personal tax rates. 

The first major policy initiative brought 

forward was health care reform that was 

meant to fix some of the perceived   

problems of the Affordable Care Act, 

while saving money that could help fund 

proposed tax reforms. Trump’s health 

care reform bill not only failed to garner 

support from the Democrats but failed to 

win the full support of Republicans. The 

proposed bill had the hard right wing of 

the party petitioning for a complete 

abandonment of the Affordable Care Act, 

Sector Watch (cont’d) 

 

Optimism in the markets is 

also being buoyed by          

improvements in the global 

economy and an outlook that 

points to revised growth   

forecasts in both developed 

and emerging markets.  
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Utilities 

The utilities sector was at the top of 

the leaderboard for the first quarter 

of 2017, returning 5.8%. The price 

increase in utilities sector stocks can 

be attributed to investors seeking 

yield. The utilities sector provides 

sought-after dividend stability with 

strong operating cash flows and    

highly regulated earnings.  

Industrials  

Canadian industrials was the second 

best-performing sector over the    

period, with a quarterly return of 

5.7% and a 12-month return of 21.0%. 

Within this sector, a significant      

contributor to performance was the 

manufacturing sub-sector, which 

posted a three-month return of 5.3% 

and a 12-month return of 24.4%. The 

industrials sector’s strong               

performance can be attributed to a 

few factors, including the belief that 

the Trump administration will        

decrease taxes and increase           

government spending on defense and   

infrastructure, the U.S. Federal       

Reserve Board’s (“Fed’s”) interest 

rate increases, and the stabilization of 

oil prices. Even though the Trump 

administration has a "buy American” 

policy, expect some spillover to      

Canadian companies within the     

industrials sector. 

Resources 

The significant surplus of crude oil, 

which sent prices lower beginning in 

Sector Watch (cont’d) while many Republicans felt the basic princi-

ples of affordable access to health care 

should be preserved. The defeat of this bill 

sent an important message to financial    

markets, which were still in a state of       

euphoria. First, some of the resources to 

fund tax reforms would now be unavailable, 

which at best would defer implementation 

and, at worst, derail tax reform altogether. 

More significantly, however, was the       

message that the U.S. president’s agenda 

was not guaranteed to pass through the 

House and the Senate, despite all three    

levels of government being controlled by the 

Republican Party. The proposed corporate 

tax cuts and increased infrastructure     

spending, which had been fuelling U.S. 

stocks, have now been placed into doubt.   

There are other hurdles that may further 

delay tax reform. The self-imposed debt  

ceiling of US$19.8 trillion will have to be 

raised if the U.S. government is to remain 

fully functional. While some manipulation 

and timing of revenues and expenses may 

put this off into the third quarter, it remains 

a potential flashpoint between Democrats 

and Republicans and may impact Trump’s 

ambitions to cut spending on specific       

programs while increasing funding for      

defence in the upcoming budget.  

On the positive side, some of the               

protectionist language used by the Trump 

administration during the election campaign 

has softened to some degree. There may 

now be some recognition within the Trump 

administration that adverse relationships 

with major trading partners could be        

detrimental to the U.S. economy and may 

actually put U.S. jobs at additional risk. This 

is not to underestimate the U.S.                 

government’s determination to renegotiate 

trade agreements such as NAFTA. Trump’s 

first act as President was to pull out of the 

Trans Pacific Partnership (“TPP”), a trade 

agreement among 12 nations that took 

years to negotiate. And Trump recently    

singled out Canadian trade practices in    

energy, lumber and dairy as unfair practices 

that hurt U.S. industry. 

The Trump administration’s strong           

language, criticizing China and the perceived 

abuse of their trading relationship with the 

U.S. through currency manipulation, has 

recently been toned down. President Trump 

will seek China’s support to challenge North 

Korea’s nuclear ambitions. And a strong 

trading relationship with China will           

presumably help support America’s broader 

interests in the Asia-Pacific region.   

Leading indicators in the U.S. remain       

relatively strong despite pulling back from 

recent highs. Most important is that         

consumer confidence remains high as   

Americans are more secure in their jobs and 

their prospects for employment. Business 

confidence also remains high and capital 

spending helped to fuel optimism in the first 

quarter. Supported in part by the stability in 

the price of oil, the resources and mining 

sub-sectors have been contributing          

significantly to total business expenditures. 

This continues to support U.S. growth      

forecasts in excess of 2.0% in 2017 and    

possibly up to 3.0% in 2018.   

Leading indicators in the 

U.S. remain relatively 

strong despite pulling back 

from recent highs.  
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The U.S. dollar remains very strong and 

could strengthen if the U.S. is alone in its 

tightening of monetary policy. Yet some 

recent weakness in the dollar, which may 

be a result of President Trump’s             

vocalization of his support for a weaker 

dollar, could provide a boost to U.S.       

exports while making imports more       

expensive for American consumers. 

A few signs of softening in the first quarter 

give pause for concern. Housing starts and 

builder confidence remain high but the 

number of new building permits issued in 

February slipped somewhat, suggesting 

that the annualized rate of new housing 

starts is now running around 1.25 million 

after reaching a previous high of nearly 

1.30 million.   

Auto production and new auto sales 

showed a significant decline in March. 

After peaking at an annualized rate of 18.3 

million units in January, the data in March 

showed that this has slipped to 16.5 million 

units. However, some analysts suggest this 

is not reflective of a trend that points to 

weakness in the broader economy. While 

new auto sales have slipped, used auto 

sales have increased, due partially to the 

number of used cars coming off lease,   

resulting in a widening gap between new 

and used auto prices. While we did not 

believe that the current replacement cycle 

was at its end in 2015 when some financial 

analysts suggested a downturn after        

production surpassed its previous peak, we 

are a little more cautious at this point in 

time. The average age of the U.S. vehicle 

fleet crept back up to 11.3 years in 2016 and 

scrappage rates remain relatively low at 11 

million units per year, indicating that the 

current replacement cycle still has some 

room to run. Regardless, this has been an 

extended period of growth for the industry 

as a whole and some concern is warranted. 

The auto industry remains a significant part 

of the U.S. economy, with the employment 

of over eight million people tied to the     

sector. 

Fed Expected to Continue Raising      
Interest Rates 

Following its actions in December 2016, the 

Fed, under Chair Janet Yellen, once again 

raised its key overnight lending rate in 

March to 1.0%, the second such increase in 

three months. Keying in on employment 

data (unemployment and weekly claims for 

unemployment), capacity utilization and 

core inflation, the Fed has signaled it will 

raise rates to keep U.S. economic growth in 

check and inflation under 3.0%. Analysts 

now place the balance of probabilities on 

two additional rate increases in 2017 with 

the possibility of a third. But there is still 

concern over the fragility of the economy 

and, as a result, monetary tightening will 

remain slow and easy. The markets seem to 

be accepting the Fed’s actions as a sign that 

the economy remains healthy even while 

borrowing rates remain relatively low. Some 

of the increased yield in the 30-year      

Treasury rate in the fourth quarter of 2016 

Sector Watch (cont’d) 

September 2014, caused foreign 

investors to reduce or exit from    

investments in Canadian oil sands 

operations. Examples include 

France’s Total SA and Norway’s 

Statoil ASA, both of which withdrew 

multi-billion -dollar expansion       

projects over the past two years. In 

the past month, there has been   

significant repositioning in the     

resources sub-sector. Royal Dutch 

Shell PLC’s $12.7 billion sale to    

Canadian Natural Resources Limited 

included almost all of its oil sands 

production assets. To end the     

quarter, ConocoPhilips sold part of 

its Canadian assets to Cenovus     

Energy Inc. for $17.7 billion. Pipeline 

operators received more good news 

this quarter when U.S. President 

Dona ld  Trump approved            

TransCanada’s Keystone XL         

pipeline. The Trump administration’s 

pro-energy mindset may spur       

infrastructure spending and be    

beneficial for the pipeline sub-

sector. 

The U.S. dollar remains 

very strong and could 

strengthen if the U.S. is 

alone in its tightening of 

monetary policy.  
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has been pared back and now sits at under 

3.0%.  

Global Growth Gaining Steam 

Signs of growth and recovery in major 

markets in the global economy have     

provided positive stimulus to international 

stocks and many U.S. and Canadian      

companies that sell into those markets. 

The eurozone seems to be showing 

strength, with growth possibly coming in 

as high as 2.0% in 2017. Inflationary     

pressures are non-existent at this point, so 

there is little pressure on the European 

Central Bank to ease up on the stimulus 

measures it has implemented. The U.K. 

and the European Union are benefiting 

from relatively weaker currencies          

following the Brexit vote, which should 

continue to boost their exports. 

China’s growth has continued to surprise 

to the upside and this, in part, has given 

some positive stimulus to commodity   

prices. There is some anticipation that the 

Chinese government will scale back      

monetary support in the second half of the 

year.   

Both Russia and Brazil have seen some 

recovery in their economies due to the 

recovery of commodities and lower       

domestic interest rates. Russia’s support of  

the Syrian government has damaged its 

relationship with the U.S. and their United 

Nations partners and may result in further 

Russian economic sanctions; however, it is 

hard to imagine that the Russian economy 

could perform any worse than it has     

following its incursion into the Ukraine and 

the 65% drop in the price of oil. 

Overall, global growth is expected to show 

improvements in 2017 and 2018, with both 

developed and emerging economies     

contributing. 

Canadian Economy Showing Strength 

Oil, natural gas and other commodities are 

a large component of the Canadian gross 

domestic product (“GDP”). After hitting 

lows of just over US$25 per barrel in     

February 2016, the subsequent increase 

and stabilization of oil prices in the US$45 

to US$55 range has provided some        

unanticipated stimulus to the Canadian 

economy. Growth has exceeded the Bank 

of Canada’s (“BoC”) expectations and the 

positive momentum has significantly     

reduced the probability of further interest 

rate cuts. In fact, on the balance of      

probabilities, an interest rate increase by 

the BoC is a possibility by the end of the 

year. An improvement in the broader 

economy would allow the BoC to focus on 

inflationary pressures, particularly in the 

housing sector. 

The Canadian economy, however, still  

faces significant challenges. First, there are 

the risks posed by the potential              

renegotiation of NAFTA. While President 

Trump’s initial aim in attacking NAFTA 

seemed to be directed at Mexico, there 

are clearly areas in Canada’s trading      

relationship with the U.S. that he will seek 

to tilt in favour of U.S. manufacturers and 

producers. While giving assurances to 

Prime Minister Justin Trudeau that he is 

only seeking minor revisions to the trading 

relationship with Canada, Trump’s recent 

comments indicate the protectionism that 

Canadian dairy producers currently    enjoy 

through supply management will be on 

the table. We should also expect that 

Canadian softwood lumber will be an 

issue as it has been a sore point with 

previous U.S. administrations. While 

Canada takes some comfort in being 

the largest importer of U.S. goods 

(approximately $300 billion in total), 

with a number of states in the U.S. 

highly dependent on exporting to    

Canada, the new U.S. administration 

seems to favour protectionism over 

free trade. 

The second issue that could be a drag 

on the Canadian economy is a       

downturn in real estate values. The 

irrational price escalations of housing 

experienced in Vancouver and, to a 

lesser degree, in Toronto have now 

spread to other areas. What was seen 

as a local issue for two of Canada’s  

major cities has now spilled over to 

many other cities and towns. What is 

becoming clear is that housing is      

becoming unaffordable for many      

Canadians. An increase in mortgage 

rates could impact marginal borrowers 

while at the same time driving down 

the value of the investments they have 

made in their homes. With less         

disposable income and declining family 

wealth, the spillover could impact    

consumer confidence and the broader 

economy. While the BoC may be  

tempted to increase its overnight     

lending rate to pour some water on the 

hot housing market, it recognizes that 

the domino effect could be detrimental 

to all sectors of the economy. While we 

can anticipate some increase in interest  
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rates over the next 12 months, it is more likely to be driven by the market than by the BoC. 

Market Timing and the Long Term 

While we have never advocated market timing, we do believe that investors should be somewhat cautious in this current environment of 

relatively high market valuations. As time goes on, the impact of the entry point into the market (positive or negative) diminishes and  

annualized returns converge to the mean. There are, however, points in time when we can emphasize more or less caution. A rapid      

upswing or downturn in the markets may shift the balance of probability to a buying opportunity versus a time to exercise caution. After 

the significant gains realized in 2016, both in U.S. and Canadian stocks, with positive momentum adding to those gains in the first quarter 

of 2017, there is some rationale to suggest that stock indices have run ahead of earnings and financial fundamentals. Stock prices         

theoretically represent the present value of future earnings and those expectations have been stoked by upward revisions to economic 

growth, proposed tax reforms and lower costs related to regulatory compliance. If any of these fail to materialize, it could put downward 

pressure on stock prices, particularly in specific sectors. For example, defense stocks have benefited from the expectations of increased 

military spending in the U.S., but there are obvious hurdles to getting that money approved and allocated by the U.S. government. As 

mentioned at the outset, the markets have pulled back from their highs and this can actually be viewed as a correction and the            

functioning of an efficient market. A convergence to the underlying fundamentals should be expected. 

At this time, it may be tempting for some to jump into the market, while some may want to exit. Over the long term, it is important to 

stay invested in good companies. That is not to say that profits should not be taken at times when specific stock prices run ahead of the 

rate of their earnings growth. Even after the recent increase in stock prices, many companies have done a good job of growing their    

earnings and, as a result, their dividend yields remain attractive. But we do feel it is worth repeating that the gains realized over the past 

12 to 14 months are unlikely to be duplicated in the near term.    

Finally, we repeat the advice we give every quarter. Articulation of one’s specific goals and objectives is the best way to ensure that a 

specified investment allocation will reach those goals, while managing risk within their comfort zone. Now, as always, it is important to 

manage portfolios with discipline and adequate diversification between asset classes and economic sectors. One needs to avoid the   

temptation of letting emotions take over that can, in turn, cause irrational reactions to unanticipated events or political instability around 

the world. Revisiting one’s financial plan is always a worthwhile exercise and will serve as a compass through unsettling times.  

 Market Performance 

CA Rates Mar-17 Feb-17 Jan-17 Dec-16 Nov-16 Oct-16 Mar-16 

Target 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 

90D Tbill 0.52% 0.48% 0.46% 0.46% 0.50% 0.48% 0.45% 

2Y Benchmark 0.75% 0.76% 0.77% 0.75% 0.70% 0.55% 0.54% 

10y Benchmark 1.62% 1.64% 1.76% 1.72% 1.58% 1.20% 1.23% 

30Y Benchmark 2.30% 2.34% 2.41% 2.31% 2.17% 1.85% 2.00% 

CPI (Y/Y) NA 2.05% 2.13% 1.50% 1.18% 1.49% 1.27% 

CPI x-food/Ener. (Y/Y) NA 2.04% 2.22% 1.81% 1.72% 1.88% 1.74% 

$U/$C 0.750 0.755 0.767 0.744 0.743 0.746 0.771 

€/$C 0.702 0.711 0.710 0.705 0.703 0.681 0.677 

/$C 86.634 84.524 86.512 86.939 84.926 78.454 86.618 
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Equity markets continued their impressive performance from 

2016, with a global return of 5.67% during the first three 

months of 2017. A pick-up in economic activity supported  

positive returns in market indices worldwide. The international 

region, which includes markets in Europe and Asia, had been 

trailing other regions in recent quarters as a result of growth 

concerns in emerging markets, as well as slow growth and  

deflation risks in Europe. These conditions improved in the 

first quarter of 2017, with the international benchmark       

returning 6.53%.       

The U.S. market had another strong quarter and, during the 

previous 12 months, has returned over 20% to Canadian inves-

tors (once exchange rates are factored in). The run of positive 

economic indicators during the first quarter led the Fed to 

raise interest rates once again, as was widely expected. While 

the underlying economy seems to be performing quite well, 

What the Markets Did 

investors will be closely monitoring policy announcements 

from both the Fed, with regards to the future path of     

interest rates, and the Trump administration as it tries to 

move forward with plans of infrastructure spending and tax 

reform. 

Canada was a laggard during the first quarter but still   

posted a total return of 2.41%. The energy sector was down 

across global markets, and its heavy weighting within the 

S&P/TSX Composite Index detracted from performance. 

The price of oil was down almost 6% as of March 31, but 

remains well above levels seen this time last year. Even 

with the Canadian economy’s reliance on oil, the Canadian 

dollar was comparatively flat against the U.S. dollar and  

other major currencies during the quarter.   

 

Oil Target Rate $U/$C 
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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. 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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