
 

 

The Quarterly Commentary  

The third quarter was another rewarding period for Canadian investors. The S&P/TSX    

Composite Index (“TSX”) advanced 4.7%, adding to the 8.5% gain in the first half of the year. 

U.S. markets also advanced over the first three quarters of 2016: the S&P 500 Index is up 

6.1% and the Dow Jones Industrial Average is up 5.1%. This reflects optimism that the U.S. 

economy will continue to grow as we transition into 2017.   

Although equity markets suffered losses following the “Brexit” vote, these losses were 

quickly reversed as investors concluded that the U.K.’s decision would not significantly   

impact the fundamentals of global equity markets. Some of the concerns that fuelled the 

“Leave” vote – including immigration and job losses stemming from globalization – are also 

influencing the U.S. presidential election. Given the size of the U.S. economy, investors may 

show more trepidation leading up to the November 8 election, and may interpret a Donald 

Trump victory as potentially having a far greater impact on the global economy. Investors 

will also be paying close attention to third-quarter financial results and the guidance that 

some of the bellwether companies provide for 2017. 
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3 Month 
Total Return 

12 Month 
Total Return 

S&P/TSX     
Composite 

5.4% 14.2% 

S&P/TSX 60 5.77% 13.0% 

S&P/TSX     
Completion 

4.5% 18.3% 

S&P/TSX     
SmallCap 

5.0% 35.8% 

S&P/TSX      
Venture 

10.0% 52.6% 

S&P/TSX    
Income Trust 

-1.4% 14.1% 

S&P/TSX     
Preferred Share 

4.7% 8.5% 

IAIC Equity Sector Benchmarks 
  

Consumer 7.9% -19.9% 

Utilities 2.1% 16.2% 

Financials 5.9% 13.2% 

Industrial 11.1% 15.6% 

Resources 3.2% 35.0% 

   Sector Watch 

Consumer Sector 

After four straight negative quarters, 

the Canadian consumer sector         

returned to positive territory in the 

third quarter, producing a total return 

of 7.9%. Declines in previous quarters 

were driven mainly by large negative 

returns from a select number of com-

panies in the healthcare subsector – 

companies that are currently not part 

of IAIC’s core holdings. Across all 

three subsectors, third quarter      

returns were consistent with our  

sector outlook as a whole, producing 

strong, stable     earnings growth and 

solid cash flows, allowing further  
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dividend increases. This is particularly 

true of consumer discretionary and   

consumer staples, returning 8.9% 

and 6.3%, respectively. We continue 

to monitor foreign exchange      

movements and risks, as many     

consumer businesses rely on         

revenues from around the globe.   

 

Utilities Sector 

Compared with other economic   

sectors, Canadian utilities  performed 

well this quarter, returning 2.1%. 

Although its  performance lagged 

that of other sectors, the utilities 

sector posted the second-highest 12-

month  return, with 16.2%. In the 

pipeline subsector, mergers and a 

acquisitions again took centre stage 

this quarter as pipeline companies 

looked south of the border to grow 

and diversify their businesses.   

Meanwhile, the telecommunications 

subsector is bracing itself for a      

possible fourth national wireless  

carrier as Shaw Communications 

plans to expand its wireless           

network. This additional competition 

is being praised by  Canadian        

consumers, who pay some of the 

highest wireless prices among       

developed nations. For   investors, 

the utilities sector  remains appealing 

with modest valuations and strong 

dividend yields.  

Financial Sector 

The Canadian financial sector had 

another positive quarter, with a 

three-month total return of 5.9%. 

The main Canadian banks’ credit 

quality remained strong over the 

third quarter, enjoying solid  earnings 

thanks to an increase in lending and 

deposits, while maintaining stable 

net interest  margins. Both revenues 

U.S. Economy Continues to Grow 

A number of indicators suggest the U.S. 

economy is continuing to expand.           

Consumer confidence is hovering around a 

nine-year high, which suggests improved 

confidence in job security and prospects. 

September saw a rebound in the Purchasing 

Managers’ Index, a key indicator of activity 

within the manufacturing sector. Auto sales 

also saw an upturn after slipping somewhat 

in July and August. Residential construction 

pulled back slightly, but commercial        

construction appears to have picked up the 

slack. Finally, there are indications that 

business investment, which held back 

growth in the first half of the year, is       

improving, particularly in the mining and 

energy sectors. 

Many analysts expected the Federal       

Reserve (“Fed”) to increase the Federal 

Funds Rate by 0.25% to 0.5% this year. The 

economy’s renewed strength is prompting 

most observers to suggest a strong        

probability of a 0.25% increase in            

December, with one or two increases in 

2017.   Sustained economic growth is     

causing wage inflation to creep upwards; 

and, with   potentially higher energy   prices 

in 2017, the Fed’s focus will be keeping  

inflation in check.  

Despite this,  a return to substantially    

higher interest rates in the next 24 months 

is unlikely. Fed Chair Janet Yellen has      

suggested that the natural rate of economic 

growth is slowing. Shifting demographics 

are resulting in fewer new workers entering 

the workforce, which has a natural drag on 

growth. This is not unique to the U.S., as 

most countries (with the exception of some 

of the poorest) are facing the same      

quandary. Higher interest rates require 

higher inflation, which requires expansive 

growth. This is not a likely outcome in the 

coming years.  

Generally, analysts expect the risk-free rate 

of return to remain close to 0%, with a   

relatively flat yield curve. Investors seeking 

fixed income will continue to find it difficult 

to obtain yield with any meaningful real 

return. This may cause stocks that pay   

reasonable and increasing dividends to 

remain in favour with investors.   

U.S. Presidential Election  

Shortly after publication of this report, we 

will know who the next U.S. president is. 

The U.S. presidential election has always 

factored into market forecasts. While 

some attention has always been given to 

the president’s party affiliation, far greater 

emphasis has been placed on the           

four-year presidential cycle. In the first 

two years of a mandate, presidents tend 

to introduce more ambitious reforms, 

which tend to cause market uncertainty. 

Presidents in their second term can be 

even more aggressive, as they have no 

personal stake in the next election.       

Political observers point out the weakness 

of a system where re-election is a priority 

and partisan divisions stall legislation. But 

financial markets welcome the stability 

and reduction of uncertainty these       

features of the U.S. system bring.   

It would be an understatement to say that 

this year’s presidential election is unique. 

Donald Trump, the Republican nominee, 

has never held public office and seems to 

be considered an outsider – even by his 

own party. Hillary Clinton, the Democratic 

nominee, is the first woman to secure the 

presidential nomination of a major party. 

She has been involved in politics in various 

capacities for more than 30 years, most 

recently serving as President Obama’s  

Secretary of State. Americans frustrated 

with the status quo have tended to       

gravitate toward Mr. Trump, while those 

who are more comfortable with the   

country’s direction and see risk in change 

will likely lean toward Mrs. Clinton. For 

financial markets, there appears to be 

more risk and uncertainty in the outcome 

of this election than in previous contests.   

Mrs. Clinton, while considered the more 

stable choice, has altered her positions on 

key issues, including the Keystone Pipeline 

and the Trans-Pacific Partnership (“TPP”), 

a 12-nation free trade agreement. Mrs. 

Clinton has stated on the campaign trail 

that she is skeptical of the TPP; however, 
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and  earnings also benefited from    

higher trading revenues.  

 

In general, a bank’s net-interest-rate 

margins improve with higher interest 

rates.  Despite the Fed’s indecision on 

raising rates to date, U.S. banks also 

had a solid quarter. Similar to the 

Canadian banks, most U.S. banks  

enjoyed strong trading revenue and 

top-line growth over the third      

quarter.   

 

Industrial Sector 

Comparatively, the Canadian          

industrials sector performed the best 

in the third quarter of 2016, with a 

return of 11.1% for the quarter and 

15.6% over the past 12 months.   

Within the sector,  manufacturing and 

information technology posted    

three-month returns of 10.75% and 

12.14%, respectively. Over twelve 

months, their returns were 15.21% 

and 16.86%, respectively.  

The sector’s performance can be 

attributed to stabilizing oil prices and 

the expectation that the Fed will raise 

interest rates. After declining 63% 

between July 2014 and January 2016, 

oil has rallied 37%, providing some 

stability to industrial companies    

supplying the oil sector, which       

appeared oversold during the height 

of the oil-price plunge. With the Fed 

potentially raising interest rates later 

in 2016, investors perceive the     

economy to be strong enough to 

withstand the increase.  As a result, 

we may    experience further strength 

due to rotation out of defensive 

stocks and into cyclical stocks such as    

industrials. 

 

Sector Watch (cont’d) 
previously she labelled it the “gold standard” 

of trade deals. Mr. Trump, on the other 

hand, seems broadly opposed to free-trade, 

which is inconsistent with his party’s        

historical stance. His support is strong with 

blue-collar workers, who view global free 

trade as a threat to their jobs and livelihood.  

Most analysts are of the view that we may 

see some downward pressure on stock    

markets if Mr. Trump wins the election. 

There may also be some weakening of the 

U.S. dollar, though it should be emphasized 

that there are many variables to consider 

when attempting to determine how the U.S. 

dollar might move against individual         

currencies. In the immediate aftermath of an 

election victory for Mr. Trump, safe-haven 

currencies such as the Japanese yen might 

be expected to rise against the dollar.      

Uncertainty may delay anticipated Fed     

interest rate increases, putting further  

downward pressure on the U.S. dollar.   

However, a shift towards protectionism 

could strengthen the U.S. dollar against the 

currencies of countries the U.S. runs trade 

deficits with, including China, Mexico and 

some European states. This could lead to the 

deliberate    devaluation towards currencies 

of some emerging markets. 

Oil Prices Continue to Weigh on 

Markets 

Continuing on a downward trajectory that 

began in mid-2014, oil prices hit a low in  

February 2016, falling to close to $25 US/

barrel. Amid fears of slowing growth in China 

and a continued glut in global supply, the 

downward pressure on oil prices began to 

weigh on equity markets. In the past, lower 

oil prices have provided a boost to economic 

growth; but today, financial pressures on 

producers are outweighing benefits to     

consumers in the form of extra disposable 

income. This is particularly true of emerging 

markets and economies heavily reliant on 

the sale of energy resources. 

Since the February low, the price of oil has 

rallied to just over $50/barrel, and equity 

markets have followed this upward       

movement. Some analysts suggest that the 

current price level ($45 to $60) relieves 

some of the pressures producers are facing, 

while keeping the price low enough to    

continue fuelling extra consumer spending. 

Producing nations should also see a boost 

to gross domestic product following two 

challenging years; however, higher energy 

costs will also impact inflation in developing 

nations, where energy makes up to 10% of 

the Consumer Price Index.  

The recent rally may be stalled by slowing 

demand growth and continued oversupply 

from Organization of the Petroleum        

Exporting Countries (“OPEC”) nations. 

While OPEC has indicated that it will work 

towards production cuts at its November 

meeting, it is doubtful that there will be 

unanimity among member nations. This 

could mean that oversupply continues well 

into 2017, adding to global inventories. 

In summary, analysts do not anticipate a 

large swing in oil prices in the near-term. 

Continued imbalance of supply and demand 

will likely cause some downward price  

pressure, but this may be offset to some 

degree by the willingness of some OPEC 

nations to curb production.   

Canadian Real Estate 

Canadian investors are focused on the   

domestic real estate market and the rapid 

increase in prices seen over the past year. It 

has been relatively easy to pin the blame 

for price inflation on the metropolitan   

Vancouver and Toronto markets. Calgary, 

Edmonton and, to some degree, Saskatoon, 

were also skewing averages, but this      

appears to have been curtailed by the    

decline in the resource sector. This        

summer, the B.C. government introduced a 

15% tax on foreign buyers of Vancouver 

properties. While some will argue that the 

Vancouver market was actually slowing on 

its own, it appears the new tax has had 

some impact, at least in the short-term.   

Toronto is also considered to be an       

overpriced market. When prices are out of 

sync with incomes and rents, a correction is 

usually imminent. However, with foreign 

money flowing into the country and       
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interest rates remaining at record lows, it is 

difficult to forecast where the market is 

going. The federal government is beginning 

to intervene with tighter lending         

guidelines. There is also some policy      

discussion regarding the application of the 

capital gains exemption for principal      

residences purchased by foreign buyers.  

It is important to keep in mind that we are 

in an unprecedented period of year-over-

year price increases (it now exceeds 20 

years). Many people in the market for    

residential real estate have never           

experienced a correction or a depressed 

market. It is prudent to be cautious when 

irrational expectations fuel a significant 

disconnect between prices and underlying 

fundamentals. Although higher than bond 

yields, yields from equity positions on  

commercial, industrial and residential real 

estate investment trusts may not fully   

reflect the inherent risk of a downturn in 

both the Canadian economy and real     

estate market.      

Stick to Your Financial Plan 

Investors are rarely successful when they 

attempt to time the market. Financial   

markets typically react to surprises or      

economic shocks, resulting in short-term 

volatility. In the longer-term, there is        

typically a price convergence toward        

underlying fundamentals, which drive 

productivity gains and economic growth.  

Investors are best positioned to participate 

in this convergence when they focus on   

following a financial plan designed to meet 

long-term goals and objectives. A financial 

plan is a road map that guides the             

construction of an investment portfolio with 

adequate diversification between asset   

classes and economic sectors. This helps 

reduce the long-term impact of economic 

shocks, such as drops in commodity prices, 

global conflict and even uncertainty         

surrounding major elections.  

The key is not to make investment decisions 

in anticipation of or reaction to events like 

the U.S. presidential election, but rather to 

implement a long-term investment strategy, 

with regular rebalancing, that aligns with the 

investor’s goals, objectives and risk           

tolerance. 

 

Sector Watch (cont’d) 

Market Performance 

Resources Sector 

It was a volatile quarter for oil, with 

pricing ending approximately where 

it started. Early pricing gains from 

the previous quarter were reversed, 

only to experience two rebounds. 

The second rebound occurred upon 

news that OPEC has agreed to     

reduce production and set limits for 

the first time in eight years. While 

this development could lead to    

consistently higher oil prices, it    

remains to be seen which OPEC 

members will make up the majority 

of the production decreases and 

how non-OPEC members will affect 

global supply. 

This quarter also saw Potash        

Corporation of Saskatchewan and 

Agrium Inc. agree to a merger of 

equals, forming the world’s top   

producer of potash and the number 

two producer of nitrogen fertilizer. 

Since both companies are Canadian, 

we do expect the deal to face less 

regulatory scrutiny than if foreign 

interests were involved.   The new 

entity will still generate the majority 

of its revenue from Agrium’s vast 

network of retail stores, but with 

relatively increased exposure to 

commodity pricing of fertilizer     

production. 

 

CA Rates Sep-16 Aug-16 July-16 June-16 May-16 Apr-16 Sep-15 

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

90D Tbill 0.53% 0.52% 0.53% 0.49% 0.54% 0.55% 0.44% 

2Y Benchmark 0.52% 0.58% 0.54% 0.55% 0.61% 0.69% 0.52% 

10y Benchmark 1.00% 1.02% 1.03% 1.13% 1.32% 1.51% 1.43% 

30Y Benchmark 1.66% 1.63% 1.64% 1.77% 1.96% 2.08% 2.20% 

CPI (Y/Y) NA 1.10% 1.26% 1.49% 1.50% 1.66% 1.03% 

CPI x-food/Ener. (Y/Y) NA 1.89% 2.06% 2.14% 2.06% 1.90% 1.84% 

$U/$C 0.762 0.762 0.767 0.770 0.763 0.797 0.746 

€/$C 0.678 0.683 0.687 0.694 0.686 0.696 0.669 

/$C 79.173 78.841 78.516 79.168 84.717 85.717 89.365 
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Equity markets were strong this summer across most geographic regions. Canada continued its solid performance with a total 

return of 5.45%. The TSX has now returned between 4.5% and 5.5% in each of the first three quarters of 2016. The TSX has a 

heavy allocation to energy and materials companies, which have historically been key drivers of its returns. After recovering 

strongly in the first half of the year, crude oil was flat during the third quarter, with the price declining 0.19%. The TSX’s third 

quarter return saw contributions across all industries, with no sector earning a negative total return.    

 

U.S. markets continued to underperform relative to their Canadian counterparts during the third quarter. In Canadian dollar 

terms, the U.S. market returned 5.02%, aided by a 1.2% increase in the value of the U.S. dollar during the quarter. The             

presidential election and a possible Fed interest rate increase before year-end are two key macroeconomic events investors are 

watching carefully. The Fed kept rates constant at its meeting in September, but signaled a rate increase is likely in the coming 

months, depending on economic data. The potential rate increase has put pressure on interest-rate-sensitive securities in the 

U.S., as many posted negative returns for the quarter.      

 

After an initial shock following the Brexit vote, markets quickly recovered and made further gains throughout the third quarter. 

Accommodative policy throughout the world led to strong gains in Europe and emerging markets. International markets were the 

best performing in the third quarter, with a return of 7.71%. Adding this to Canadian and U.S. returns, the global market returned 

6.18% for the third quarter. 

What the Markets Did 

US$ - CDN$  Oil US Target Rate  

5



 

 

 

 

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 2016 Independent Accountants’ Investment Counsel Inc. All rights reserved. 
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