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

Consumer Sector

North American equity markets rallied in the second quarter, following a volatile first quarter in

Canadian consumer sectors (consumer
staples and discretionary) once again
underperformed in the June quarter
with a return of −4.3%. As in the first
quarter, the decline was driven largely
by the Canadian healthcare subsector
(−15.3%), mainly due to a few large
pharmaceutical stocks retracing previous
gains.

which markets ended roughly where they began. Canada led the way on a 25% rebound in oil
prices and projections of modest economic growth. For the first six months, the S&P/TSX
Composite Index (“TSX”) climbed more than 8%, even as the Canadian economy continued to
be challenged by energy and materials prices that are far from peak levels.
Global markets buckled briefly following the June 23rd “Brexit” referendum, in which a slim
majority of voters decided that the U.K. should relinquish its membership in the European
Union (“EU”), an economic block comprising 28 countries. The EU facilitates tariff-free trade
and the free movement of people among participating countries.

Brexit has introduced

considerable uncertainty into global financial markets, as the U.K. begins what is anticipated to
be a two year negotiation to exit the EU.
Meanwhile, the U.S. Federal Reserve (“Fed”) deferred a widely anticipated increase in
short-term interest rates, an indication that it is concerned about the health of the U.S. and

IAIC does not currently have an
allocation to Canadian healthcare within
client portfolios.
As a result, this
contributed to the fact, IAIC client
holdings in consumer stocks continue to
outperform their sector peers. The
market views the overall consumer
sector as a steady, stable and reliable
source of earnings growth and income.
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global economies. Analysts still project one or

In the aftermath of the referendum, a direct

two rate increases before year end, in

economic impact on the U.K. economy is the

increments of 0.25%.

loss in value of the pound sterling relative to

What are the implications of Brexit

other currencies, the U.S. dollar in particular
and the euro to a lesser extent. The euro

for global markets?

lost ground against the U.S. dollar after

Sector Watch (cont’d)
This is due to a variety of factors,
including ongoing dividend increases,
improved profitability, a weaker U.S.
dollar and steady, modest growth in
consumer incomes. However, we
believe that stock selection is an
important contributor to client returns,
and we remain comfortable with the
names that we hold in the consumer
sector.

The outcome of Brexit extracted a toll on a

Brexit due to concerns that other member

number of U.K. political leaders, while

countries may wish to leave the EU. On the

diminishing the U.K.’s

influence in the

positive side for the U.K., a lower pound

European community and its reputation

makes exports more competitive, giving a

globally. The decision to hold a referendum

much needed boost to its economy.

Utilities Sector

We expect that markets will continue to be

The utilities sector performed relatively
well in a volatile market environment,
posting a +4.2% return in the second
quarter and +16.7% over the last
12 months. Sector performance
benefited from joint venture, merger
and acquisition activity. There have
also been a few small pipeline
approvals, while various large projects
remain under scrutiny. The power
generation subsector saw some
softening in
revenues due to a
warmer-than-normal winter at the
start of 2016. The telecommunications
subsector
returned +2.1% in the
second quarter, and continues to
provide investors with stable dividends
while implementing initiatives to
improve client service.

was driven more by politics than economics.
Britain’s Prime Minister, David Cameron,
wished to put an end to debate among his
Conservative party colleagues about EU
membership by holding a referendum, with
the expectation that voters would choose to
remain part of the EU. Cameron gambled and
lost, resigning his premiership shortly after
the announcement that the “Leave” camp
had edged out “Remain”. He will be replaced
by

Theresa

May,

who

supported

the

“Remain” side and is now tasked with
negotiating the U.K.’s exit.

somewhat volatile in the weeks and months
to come due to the Brexit vote, as investors
digest new information and developments.
However, we expect that data-driven
analysis of the financial impact on the U.K.,
European and global economies will show
that markets have overreacted to Brexit. It
is important to note that the U.K. is a
significant European and global trading
partner. New treaties between the U.K. and
other countries or trading blocks are sure to
be negotiated, which will help temper

The referendum created divisions among the

market volatility. Unknowns remain a risk

U.K. population, with young people and

to investors and appropriate discounts

urbanites voting disproportionately to remain

should be factored into financial assets

in the EU. Scotland, which held a bitterly

directly linked with events in the U.K. The

fought referendum on independence from

process to leave the EU is expected to be

the

voted

drawn out over several years, despite key

EU

EU members expressing a desire to quickly

U.K.

just

overwhelmingly

two
in

years

ago,

support

of

membership, as did Northern Ireland. Brexit
has therefore increased the probability that
nationalist sentiment may threaten the
integrity of the U.K. itself.

negotiate the U.K.’s exit.
Markets may also react negatively to any
sign that Brexit has unleashed populist
support globally for protectionism.

The

While stock markets reacted negatively in the

more powerful members of the EU have had

days following the vote, most of those losses

difficulty convincing their people that the

were recovered within a week.

It is also

free movement of people and goods across

worth noting that the post-Brexit sell-off

borders has had a positive impact on their

mostly erased the gains leading up to the

respective economies, particularly when

vote in anticipation that “Remain” would

they have had to financially prop up weaker

triumph.

member states.

The collapse of the EU

Financial Sector
The Canadian and U.S. financials
sectors had a positive quarter with a
total return of +1.32% and +2.12%
respectively,
while
international
financials lagged (−1.76%).
The
largest
Canadian
banks
outperformed, thanks to topline
growth due to acquisitions, relatively
stable net interest margins, while
continuing to maintain strong capital
positions. Increased expenditures on
technology remain a headwind for
bank earnings. An example of this is
the conversion of some retail branches
into technology hubs, as well as the
recent introduction of ApplePay,a new
initiative which also translates into
higher technology costs. We continue
to closely watch exposure to
international financials in IAIC client
2

would be a big step backward for global trade.
Some analysts suggest that the surge of a
protectionist attitude in the U.S. is

further

evidence that Brexit indicates a global shift

investments will continue to challenge
investors. On the positive side, the interest
rate environment makes stocks attractive
relative to bonds.

away from free trade.

The U.S. Economy Continues to

Oil Prices Continue to Weigh on
Growth in Canada

Challenge the Federal Reserve
Since the 2009 financial crisis, the Fed has

The Canadian economy has struggled over

attempted to stimulate economic growth by

the past two years due to the decline in the

keeping short-term interest rates low, and the

oil price.

housing sector by putting downward pressure

largest deposits by far are in Alberta’s Oil

on

Sands, a heavy grade of oil that is more costly

mortgage

easing”—the

rates
purchase

with
of

“quantitative
U.S.

Treasury

to

While Canada is rich in oil, the

extract, transport and refine than lighter

securities with maturities of 10 to 30 years.

variants, and therefore fetches a lower price.

However, over the past two years, the Fed

As oil producers have cut back exploration to

turned its attention to inflation, as the U.S.

sustain profits, employment in energy and

unemployment rate continued to fall (now

related industries has suffered, along with

below 5%). While the U.S. recovery has been

government

slow, it has been relatively strong

expenditures. Consumer confidence in local

compared

revenues,

curtailing

As

markets tied closely to oil has taken a toll, as

unemployment falls and consumer spending

even those who remain employed are more

increases, inflation (both wages and retail

likely to save than spend.

prices) begins to be a dominant concern for

impact on the

monetary policy. While we expected the Fed

beyond the oil

to increase the overnight lending rate by

Global oil demand continues to grow, but so

0.75% to 1% in 2015 in a series of moves, the

does supply, putting downward pressure on

Fed made only one rate increase of 0.25% in

prices. Technology has allowed producers to

December, the first in eight years. This year,

extract from areas and wells that were

the Fed has once again deferred any rate

previously uneconomical to develop.

increases. We continue to believe that U.S.

believe that current conditions in the oil

rates will move upward by the end of the year.

market will remain a drag on Canadian

As at the end of June, the most recent U.S.

economic growth in the near term, possibly

employment

continued

reducing the previously forecasted 2% to

economic growth, and both the U.S. and

2.5% GDP growth estimates by 1 percentage

emerging economies are doing better than

point. Many industry experts believe that oil

many analysts anticipated.

This is not to

supply and demand are beginning to move

suggest that we believe interest rates will rise

toward equilibrium, boosting prices over the

quickly. Inflation, while a concern, remains

next two years.

well below the targets set by most central

substantial rebound from the lows hit this

banks around the world.

Extracting real

year in the early part of February. The recent

returns and higher yields from fixed income

wildfires in Alberta that forced the evacuation

to

other

developed

report

economies.

showed

The negative

economy has reached far
industry.

Sector Watch (cont’d)
portfolios, and the impact that Brexit
may have on our core holdings in the
sector. As a result of this review, we
feel confident about our current
target weights with respect to
overall financial exposure.
Insurers experienced solid topline
growth, chiefly due to international
diversification and prior acquisitions.
Despite the continued low interest
rate
headwinds
and
weak
performance from the oil and gas
portion of their investment portfolio,
insurers delivered solid operating
results in the first quarter. We
expect that forthcoming company
financial
releases
will
show
continued strength in the second
quarter.
The forest fire tragedy in Fort
McMurray will generate insurance
claims, but the exposure of any
single Canadian financial company
appears to be limited. We will
continue to diligently monitor direct
and indirect exposures in the
financial sector and available
reserves as claims are filed.

Industrial Sector

We

We have already seen a

As a whole, the Canadian industrial
sector experienced returns of -0.7%
over the past three months, and
3.2% over the past twelve months.
Within this sector, two material
components are manufacturing, and
information
technology,
which
posted three-month returns of 1.2%
and -5.9% respectively. Over twelve
months, the returns were quite
different, returning 1.9% and 7.1%
respectively.
The underperformance of the
industrials sector can largely be
attributed to the 7.5% decline in
earnings among U.S. industrials on
the back of lower sales. Earnings
forecasts for the sector remain
tepid, as economic data does not
paint a clear growth picture.
Consequently, investors chose to
allocate
capital
away
from
3

of Fort McMurray, while devastating to the

Financial market volatility will spike in reaction

Sector Watch (cont’d)

people impacted and to the provincial

to unforeseen developments, with daily moves

economy, provided an insight into the

up or down of as much as 2%, reflecting

functioning of supply and demand. Prices

investor uncertainty and perceived risks.

industrials,
instead
preferring
perceived safe-haven assets, such as
bonds, gold, utilities and the U.S.
dollar.

around the world began to increase as

Volatility is more a function of emotion,

production in the area was shut down or

particularly fear and greed, causing markets to

suspended.

overshoot. Ultimately, markets find a stable
level that incorporates all information known

Over the long term, technology will likely

to investors.

yield economical substitutes for fossil fuels.
However, due to the world’s dependence on
oil and gas and the supporting infrastructure,
it will take significant time for society to
transition to other forms of energy. For
investors, profits will continue to be made in
oil and gas in the foreseeable future. For
speculators, fortunes will be made as
innovation and technology continue to
reduce the cost of alternative and renewable

So how should we react? We shouldn’t. The
key is to develop a financial plan that will meet
your goals and objectives as an individual.
Once those objectives are articulated, a
portfolio

should

diversification

be

among

structured
asset

classes

with
and

economic sectors to help reduce the long term
impact

of

any

negative

economic

developments. A well-diversified portfolio is
effectively built to ride out the storm. Thus,

sources of energy.

when asked what we are doing in response to

How to React to this Volatile

headline news, our response is that we

Environment

already took the appropriate action when we

As portfolio managers, we are often asked
what we are doing in response to market
events or a particular crisis, such as
commodity
slowdown

price
in

declines,

emerging

a

reported

markets,

first implemented your portfolio, and continue
to do so by keeping the portfolio properly
diversified

with

regular

and

disciplined

rebalancing.

the

potential election of a nameless presidential
candidate, or the destabilization of the EU.

Market Performance
CA Rates
Target
90D Tbill
2Y Benchmark
10y Benchmark
30Y Benchmark
CPI (Y/Y)
CPI x-food/Ener. (Y/Y)
$U/$C
€/$C
/$C

Jun-16 May-16 April-16 Mar-16 Feb -16 Jan-16 June -15
0.50% 0.50% 0.50% 0.50% 0.50% 0.50% 0.75%
0.49% 0.54% 0.55% 0.45% 0.46% 0.46% 0.58%
0.55% 0.61% 0.69% 0.54% 0.52% 0.42% 0.48%
1.13% 1.32% 1.51% 1.23% 1.19% 1.22% 1.69%
1.77% 1.96% 2.08% 2.00% 1.98% 2.04% 2.31%
NA 1.50% 1.66% 1.27% 1.36% 2.01% 1.03%
NA
0.770
0.694
79.168

2.06%
0.763
0.686
84.717

1.90%
0.797
0.696
85.160

1.74%
0.771
0.677
86.618

1.66% 1.76%
0.739 0.710
0.680 0.656
83.386 86.073

Resources Sector
The resource sector posted strong
returns in the second quarter, led by
increases in the price of oil and gold.
After hitting a low of $26.55 in the
first quarter, West Texas Intermediate
(“WTI”) touched $51.23 in early June.
Improved pricing in the oil market is
attributed to a narrowing in the gap
between supply and demand. In fact,
for part of the second quarter, global
oil production failed to meet demand.
Conventional drilling outside of OPEC
continues to decline. The wildfires
around Fort McMurray curtailed
about 800,000 barrels per day of
production, and only half of that
decline is likely to be recovered by the
end of June. Militant attacks in
Nigeria also disrupted production of
300,000 barrels per day. A possible
boost to output may come from
unconventional drilling (fracking) in
the U.S., where there was a notable
increase in drilling rigs in the last
month, although the number is still
far below 2014 peak levels.
Since bottoming at $1,060 per ounce
at the end of 2015, the price of gold
has rallied by more than 25% during
the first half of 2016, benefiting from
several political and economic events.
For one, negative interest rates in
several countries eliminate the
opportunity cost of holding a
non-income producing asset such as
gold. The Brexit referendum has also
increased the appeal of gold as a
safe-haven asset.

1.85%
0.801
0.719
98.066
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What the Markets Did

Canada continued to lead the charge among global markets in the second quarter with the S&P/TSX Composite Index (“TSX”)
returning +5.07%. Significant contributors included the rebound in oil prices, as supply and demand move toward equilibrium,
and gold, which is seen as a safe haven in times of uncertainty. The S&P500 Index, a key measure of U.S. equity market
performance, also had a solid quarter, posting a return of +2.54% in Canadian dollars.
Political and economic headwinds, particularly the Brexit vote, pressured global equity markets as the MSCI World Index returned
a modest +1.29% during the quarter. The expectation of continued monetary stimulus by global central banks provided support to
equity markets. The U.S. Federal Reserve (“Fed”) entered 2016 targeting multiple rate hikes, which have not transpired. The
Brexit fallout, still in its early stages, as well as subdued economic growth, will likely further delay Fed action. While rates in
Canada have so far remained unchanged this year, yields on government bonds have trended lower as investors continue to seek
safety (bond prices and yields move in opposite direction). The 10-year Government of Canada bond now yields 1.13%, whereas
sovereign debt in several countries has negative yields.

US Target Rate

Oil

Canadian
Government
Bond

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