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QUARTERLY COMMENTARY
The Impact of Inflation Uncertainty on
Our Investing Strategy
As portfolio managers managing our clients’
investments, one question we are often asked is “what
keeps you up at night?” As you can imagine over the
past twelve months, the list is long, and seemingly neverending. But topping our list today is the uncertainty
about the trajectory and impact of inflation as the world
emerges from the disruption of the Covid-19 crisis. In this
article we explain how we factor inflation uncertainty
into our investment strategies for our clients. In
particular, we examine the impact that inflation
uncertainty has on interest rates, the Canadian dollar
and economic growth.
In the simplest form, inflation (or rising prices) is caused
by demand exceeding supply – whether that be
apples, used cars or lumber. When demand exceeds
supply, prices generally rise. When the price of a
commodity (lumber for example) rises, suppliers have an
incentive to increase production. The additional
production helps to restore balance and prices then
tend to stabilize, but this process can take some time.
Wages can also be subject to inflation since labour itself
can be viewed as a commodity subject to the same
laws of supply and demand. Once an economy
reaches or nears full capacity, demand for labour may
exceed the supply of workers, and businesses may
decide to increase wages to attract workers. If this
increased labour cost can be passed through to
consumers with price increases, inflation will normally
follow.

It has been over a year since government-imposed
shutdowns pushed unemployment to highs not seen
since the 1930s. During this period, many industries
experienced severe supply chain disruption; however,
demand stayed steady in some sectors and materially
increased in others. The recent impact of this
imbalance has been that prices and inflation have
begun to rise. The critical question is how permanent
these imbalances will be.

Inflation Uncertainty and Interest Rates
Central banks generally increase interest rates to cool
inflation, but so far, they have signalled a willingness to
let inflation drift higher than
the normal tolerance level of
about 2% until such time as
economic growth and
employment achieve full
capacity.
The longer term path of
interest rates and inflation is
not clear. First, it could be, as
the markets seem to be
projecting, that central banks
view inflation as transitory and
we have entered an
extended period of low interest
rates. Alternatively, inflation
could prove to be more
persistent and central banks
could start to raise interest rates
earlier and faster than the
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market is currently anticipating.

Managing Interest Rate Uncertainty
We believe it is important to position portfolios to benefit
from more than one interest-rate path.
To help provide protection against interest rate risk, we
will generally:
maintain a short-term investment grade corporate
bond ladder to mitigate any negative impacts of
rising interest rates. Corporate bond yields are
generally more attractive than what is available
from comparable government bonds

•

purchase equity investments that benefit from rising
interest rates

•

diversify among industries that have proven to us
they can perform well in both rising or a more
neutral interest rate environment

•

purchase names that historically raise dividends
which can offset inflationary pressures

•

In every case, when making investment decisions we
must consider each client’s own investment objectives,
including risk capacity and tolerance and the need for
income and growth versus the preservation of invested
capital.

setting monetary policy, the BoC must balance
numerous factors including an overheated housing
market vs. the cost of borrowing, high consumer debt
levels vs. savings rates, imports vs. exports, tax policy
and government spending, and although, not a direct
consideration of the central bank, activity in global and
domestic equity markets.
In addition, there has been a noticeable positive
relationship between the value of the Canadian dollar
and the price of oil (priced in US dollars). There is also a
tendency for the US dollar to act as a ‘safe-haven’
during periods of distress in the global economy, which
can increase its price relative to the Canadian dollar.

Managing Canadian Dollar Uncertainty
Currency futures, interest rates, anticipated economic
growth rates and inflation are all connected. Many
traders try to understand where the Canadian dollar will
trade and build strategies around this.
At IAIC, since the future cannot be predicted, we do
not speculate on exchange rates, but instead:
•

Inflation Uncertainty and the Canadian Dollar
Inflation impacts not only interest rates but also
exchange rates amongst various currencies. The value
of the Canadian dollar, relative to other major
currencies, particularly the US dollar, has an impact on
many businesses we invest in.
A higher Canadian rate would generally
increase the value of the Canadian dollar
vs the US dollar; however, many other
factors come into play.

The Bank of Canada (BoC) has suggested it may
increase interest rates sooner than the U.S. Federal
Reserve. A higher Canadian rate would generally
increase the value of the Canadian dollar vs the US
dollar; however, many other factors come into play. In
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•

purchase stocks denominated in both US and
Canadian dollars. A great number of our holdings
have operations in numerous geographical
jurisdictions, creating a natural hedge against
unexpected fluctuations in currency exchange rates
as both costs and revenues in that local market are
in the same currency
maintain exposure to the US dollar where clients
have specific needs for US currency on a regular
basis (travel, real estate, or cross boarder spending)

Inflation Uncertainty and Economic Growth
If inflation is indeed transitory, it will have less of an
impact on the economy in the long-term. However, if
labour shortages in specific economic sectors persist,
there will be more substantial implications on economic
growth.
From a corporate earnings perspective, inflation and
rising interest rates can pack a one-two punch. First,
slowing economic growth resulting from an increase in
interest rates may negatively impact both sales and
earnings. Second, the cost of capital increases,
reducing earnings and future cashflows. All of this leads
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investors to demand higher returns and can put pressure
downward pressure on stock prices.
Now let’s address the elephant in the room: government
debt. The current low-rate environment has made it very
easy for governments to spend, running record deficits
and accumulating multi-generational debt. Even if
interest rates remain at record lows, governments are
going to have to address their debt loads, either through
significant spending cuts or raising tax levels, both of
which tend to reduce the rate of economic growth.
Canada has increased its debt levels and spending
more than any other developed nation in the world to
manage through the pandemic. Once these
government measures are exhausted there is the
potential for the economy to return to a lower rate of
growth. Prior to the pandemic, real growth in Canada
lagged in comparison to other developed economies,
including similar resource-dependent economies such as
Australia.
Consumer confidence is key to a healthy economic
environment, and thanks to unprecedented
government support and low interest rates consumers
have remained confident throughout the latter part of
the pandemic. Despite unemployment in specific
sectors and the dislocation of supply and demand for
many products, the consumer has continued to spend
on home improvements and recreation goods, helping
Consumer confidence is key to a healthy
economic environment, and thanks to
unprecedented government support and
low interest rates consumers have remained
confident throughout the latter part of the
pandemic.

to offset reductions in spending on services,
entertainment and travel. But when government support
programs are withdrawn, there is risk of reduced
consumer spending, which may in part be offset by pent
-up demand for entertainment, dining and travel paid
for with savings accumulated during the pandemic.

Managing Economic Growth Uncertainty
So, our task is to manage portfolios in an environment
where economic growth may boom in the short term,
but eventually reset with slower long-term growth.
To manage our clients’ investments through periods of
economic uncertainty we:
•

•

•

•

•

•

Invest in a diversified portfolio with some
immunization from cyclical volatility. This helps to
preserve capital, while maintaining healthy cash flow
via dividends and dividend growth
Invest in companies operating in ‘comfortable’
competitive environments that have pricing power
to maintain cash flow and profitability in a
weakening economic environment
Hold adequate exposure to economic sectors that
will continue to grow (e.g., technology, healthcare,
alternative energy) and become more dominant in
the economy, regardless of whether economic
growth accelerates or slows
Invest in companies with strong balance sheets, that
maintain steady dividends, and operate with
relatively conservative payout policies which allow
them to maintain dividends throughout the stages of
an economic cycle
Look for, and monitor, deteriorating conditions and
performance with respect to companies not
meeting our expectations
Avoid overt market timing. We will continue to
adapt to structural economic changes by “adjusting
dials” rather than taking dramatic swings based on
singular outcomes.

So yes, inflation uncertainty and its implications on
interest rates, the Canadian dollar and economic
growth tops our list of what keeps us up at night. But
while we might be missing some sleep, we execute
investment strategies that we believe will help our clients
rest easier through these unpredictable times.

3

FROM RETIREMENT PLAN TO RETIREMENT CONFIDENCE
In our last article, we discussed the importance of
preparing your retirement plan as the starting point from
which you can move forward into a state of “retirement
confidence.” In this article we talk about the next steps
in moving towards achieving retirement confidence.
Traditional retirement planning analyzes one specific
outcome, based solely on one set of assumptions made
in the financial plan, and is typically driven by a fixed life
expectancy and a static rate of return on your assets.
This static return is an inherently unlikely scenario, as it
would require your portfolio’s return to be the same rate
every year, without deviation. We know in fact that your
actual returns leading up to and throughout retirement
will fluctuate significantly year over year, depending on
your portfolio’s asset mix or risk profile. A key step in
achieving retirement confidence is to stress test the base
plan to determine the potential effect that different risk
factors could have on your base retirement plan.
One of the most widely accepted sensitivity tests is
called Monte Carlo Analysis – it allows us to test the
viability of your plan based on a wide range of variables
that could affect your outcome, given the inherent
unpredictability in forecasting over decades of
retirement.
The Monte Carlo Analysis looks at the following key
variables:
•

•

•

•

How much you have saved in your portfolio by the
time of retirement
The allocation in your investment portfolio between
cash, income producing securities (bonds, preferred
shares and REITS), and equities (Canadian, US and
International)

is ‘most likely’ to happen, with less likely ‘best’ and
‘worst’ case scenarios as outliers at the top and bottom
of the analysis.
The summary report of the Monte Carlo Analysis gives us
an overall likelihood of retirement success stated in a
percentage form. The higher the percentage achieved,
the more likely it is that you will achieve your retirement
goals.
After running the initial Monte
Carlo Analysis, we can begin
to look at specific financial
planning strategies to
positively influence your
retirement confidence score.
These strategies could
include:

How much you plan to withdraw from your
investment portfolio each year in retirement

•

Life expectancy

•

The typical Monte Carlo Analysis can produce between
100 and 1,000 potential iterations randomizing these
variables, allowing us to see the range of potential
outcomes that could occur during your retirement.
Through this process, we identify potential risks that could
not be seen in your base plan. The midrange point of
the scenarios produced by the analysis represents what
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•

•

•

Deciding when to take
CPP and OAS
Reducing risk within your
investment portfolio
Adjusting your target
income for retirement
Adjusting big ticket item
spending
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Timing the sale or downsizing of your home

FROM RETIREMENT PLAN TO RETIREMENT CONFIDENCE (CONT’D)
While a Monte Carlo result of 50% probability of success
is actually a viable retirement projection outcome, it is
helpful to identify planning strategies that can increase
this score in order to protect your retirement vision and
raise your retirement confidence.
It is important to note that while this type of analysis is
helpful in increasing your chance of success in
retirement, there is no foolproof way to predict the
future -- neither in your own personal decisions, nor in
the external forces that can impact your plans. A
Monte Carlo Analysis can, however, provide a much

clearer picture of what potential success of your
retirement may look like, and may help identify
potential concerns to be aware of.
Once you have achieved a good degree of retirement
confidence, and are confident (as you can be) that
your retirement income goals are achievable, you can
then consider steps to transfer any projected excess
wealth to future generations, as well as fulfill any legacy
and charitable gifting you wish to do either during your
lifetime or upon death. We will discuss some of these
strategies in our next article.

CONFLICTS OF INTEREST - WHAT YOU NEED TO KNOW
In October 2019, the Canadian Securities Administrators passed comprehensive regulatory reform, referred to
as the Client Focused Reforms (CFRs). Part of the CFRs relate to how Portfolio Managers, such as IAIC, assess,
manage, and monitor any existing, potential, or reasonably foreseeable conflict of interest, and how we
ensure any potential conflict of interest is always addressed and managed in our client’s best interest.
At IAIC, we pride ourselves in always acting in our client’s best interest. We address and manage conflicts of
interest in many ways – by managing conflicts through internal controls, avoiding conflicts wherever possible,
and by ensuring transparency with our clients through continuous disclosure of any existing or potential
conflicts of interest.
For a complete list of existing or potential conflicts of interest that may exist between our firm and you, our
client, please visit www.iaic.ca/COI. The listing will explain how each of these conflicts is addressed and
managed in your best interest.

YOUR IAIC QUARTERLY STATEMENT IS NOW ACCESSIBLE THROUGH THE IAIC CLIENT PORTAL
SIGN UP FOR ESTATEMENTS NOW AND HELP REDUCE OUR CARBON FOOTPRINT
Benefits of electronic statement delivery:


Environmentally friendly…..no paper. IAIC has already reduced our paper usage by 24,000 sheets



Receive your statement sooner. We will send you an email to let you know when your statement is ready



More secure delivery verses an envelope in your home mailbox



Easier to organize and save electronic copies compared to paper statements
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HOW THE MARKETS PERFORMED
After recovering from the lows in the first quarter of 2020,
markets have continued to march higher and reach
new highs. In Canada, the TSX was helped by the strong
performance of financial and resource shares, which
make up around 56% of the index. The industrial sector
leading performance can be attributed to the
technology sub sector which had a return of 23% in the
second quarter. The 12-month returns were again very
strong, with most regions above 30%. This was aided by
the fact that the beginning of the period was still early in
the recovery.

Key Indicators

Jun -21

90 Day Tbill

0.15%

CPI (Y/Y) (Aug)

3.6%

$U/$C

$0.81

Major Market
Returns

3 Month
12 Month
Total Return Total Return

S&P/TSX Composite

8.5%

33.9%

S&P/TSX Preferred
Share

5.0%

36.6%

S&P 500 Composite
(C$)

7.0%

28.0%

MSCI EAFE (C$)

3.8%

20.8%

IAIC Equity Sector Benchmarks
Consumer

2.2%

32.2%

Financial

7.4%

43.6%

Utilities

4.9%

18.7%

Industrial

11.4%

31.9%

Resource

9.7%

21.0%

Jordan Carter, CIM
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Keeping Our Record of Your Personal Information Up To Date
If you experience a material change in your life (e.g. change in job or marital status, changed investment objectives,
etc.), please inform us directly, either by phone:1-877-291- 3040 or by email: ClientServices@iaic.ca.
We are required to keep your personal information up to date. It is our practice that if we have not had a
meaningful conversation with you in the past year about your personal circumstances such as those listed above, we
will reach out to you directly in order to update our records and determine if any investment strategy changes are
needed. We may reach out to you by phone, letter or electronically. In these times of identity theft, if you are
uncertain at all about the legitimacy of our request for information, please contact us to verify that the request is
indeed legitimate and originating from IAIC.
We look forward to hearing from you!
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ESG and SRI Investing

At IAIC, we invest our clients’ savings in companies we
believe will perform well over the long-term. Among the
many factors we consider when making portfolio
investment decisions are the environmental, social and
governance (“ESG”) risks and opportunities associated
with a company. We combine bottom-up ESG scoring
from third-party service providers with our own
assessment of macroeconomic factors to assess the ESG
impact on our valuation of an existing or prospective
portfolio investment.
Please see the chart below that lists the ESG factors that
are typically taken into consideration.
While ESG scores will impact our assessment of the value
of a company, we will not base buy or sell investment

decisions solely on ESG scores. We recognize that there
are technical and operational difficulties in measuring
and understanding ESG-related portfolio risks – for
example, ESG reporting by companies and scoring by
third-parties are not “exact sciences” and will continue
to evolve.
Socially Responsible Investing (SRI) involves ensuring we
do not invest a client’s savings into companies that
conflict with the client’s personal values. For example, a
client may not want to invest in certain industries, such as
alcohol, tobacco, weapons, fossil fuels, etc.
Wherever possible, we accommodate a client’s SRI
requests. Contact IAIC today to learn more.

IAIC Disclosures
All graph and chart statistical data contained in this report has been supplied by Refinitiv and National Bank Financial . Sources used by Refinitiv and National Bank Financial 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 2021 Independent Accountants’ Investment Counsel Inc. All rights reserved.

