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gains in stock prices. We also expect bond
prices will continue to be weak as interest
rates on the longer end of the yield curve
potentially head somewhat higher.

The Quarterly Commentary
Equity markets finished strong in the fourth
quarter, adding to the gains enjoyed over the
previous three quarters of 2013. Given the
current strength and momentum of stocks,
many analysts are now suggesting caution as
we move into 2014. In particular, the US
market was very strong and is now trading
relatively expensive when compared to
historical levels.
While the economy
continues to grow, there is some doubt
corporate earnings can continue to support
current stock prices.
Conversely, fixedincome alternatives, priced off of US treasury
bills and bonds, continue to generate yields at
historically low levels. The ‘Fed Model’, which
compares the yield on the benchmark 10-year
US Treasury bill to the earnings yield of the
stock market, is a tool analysts and
economists apply in evaluating the relative
value of stocks and bonds.
When their
earnings yields are higher than the yield on
the Treasury bill, stocks are considered to be
relatively cheap. While this yield spread has
narrowed over the past year, it remains near
historical highs. So despite relatively high
price-to-earnings ratios, the Fed Model is
indicating stocks are still a good buy.

After a Strong Year…
It was good to be invested in stocks over the
past year, which has naturally led to some
speculation
and
fear
of
a
pullback.
Compounding concerns is that the equity
markets have now seen positive growth each
of the past five years, a rare occurrence when
you look at historical data. This is leading
some to question if the current momentum
can be sustained and produce a sixth straight
year of positive returns on North American
stock exchanges.
Some analysts and
commentators have started to use the word
“bubble” to describe the current state of US
equity markets. On the other hand, those on
the bullish side point to the economy, citing
stronger growth and improving employment.
However, it is important to remember that
stock markets are forward looking, thus any
forecasted economic strength is factored into
current stock prices and failure to meet or
exceed optimistic projections could put
downward pressure on the market.
Weighing the Tailwinds and Headwinds
It is always prudent to consider all factors
that could impact the market, both positive
and negative. One also needs to consider
different factors that may impact different
markets around the world.
Economists
commonly
refer
to these factors
as
‘headwinds’ and ‘tailwinds’. Headwinds are
perceived challenges and risks. Tailwinds are
factors driving growth and momentum.

After pulling back amid fears of the US Fed
winding down its asset-purchasing program,
the markets regained their footing after
reassurances tapering would be moderate and
short-term interest rates would remain at
their current levels for an extended period of
time. A slower global recovery and continued
anxiety
regarding
emerging
markets
continued to weigh on materials, putting a
drag on the Canadian stock market. While
the Canadian market advanced in 2013, it
lagged most of the world’s stock indices. For
2014, we anticipate continued improvements
in the global economy with more moderate

Beginning with the tailwinds in the US, it
appears the pace of growth is beginning to
accelerate. Revisions to fourth quarter data
put growth at over 3%. There appears to be
sustained improvement in employment and
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stocks turned positive, which may indicate
there is still a large amount of cash sitting on
the sidelines.
Interest rates remain
historically low, which is good for companies
looking at capital investments. At the same
time, it is an incentive for pensioners and
those who are traditionally fixed-income
investors to seek higher yielding alternatives.

consumer confidence is strengthening after
trending downward in mid 2013. Consumer
confidence is a key driver of spending, which
translates
into
stronger
retail
and
manufacturing numbers.
The auto and
housing sectors are clearly recovering. The
US auto industry has come off of its best year
since 2006 in terms of production and sales
volume. Despite a small pullback mid-year
due to a rise in interest and mortgage rates,
the housing sector has quickly bounced back.
Housing starts are up, inventories are
decreasing and prices are starting to firm up
in many areas throughout the US.
Key
drivers in these sectors pointing to pent-up
demand are leading analysts to believe both
the auto and housing industries have plenty
of room to continue to grow and contribute to
the US economy. Household balance sheets
have been on the mend and US household
debt has been reduced to levels favouring a
return to consumption. The fervor of partisan
politics seems to have cooled. With mid-term
elections later this year, there appears to be
less of an appetite for the grandstanding that
has been detrimental to the operation of the
government of late. The US deficit is falling
and US manufacturing is enjoying relative
competitive advantages in labour costs and
energy inputs compared to many of America’s
major trading partners. Reliance on foreign
oil is lessening, which is also helping reduce
the US trade deficit.
Inflation does not
appear to be an issue in the immediate future
and although the Fed is paring back asset
purchasing, it is withdrawing this stimulus
measure slowly and methodically. With the
overnight interest rate expected to remain
unchanged for the foreseeable future, the
markets are reading the Fed’s actions as
tapering, as opposed to tightening. Turning
specifically to stocks, despite a five-year run
of positive returns, according to a recent
Goldman Sachs report, it was only at the
beginning of 2013 that cash inflows into

On the negative side, while many headwinds
have subsided, the stock market is relatively
expensive. The DOW now trades at over 16
times earnings, expensive by historical
standards. Still, with fixed-income offering
extremely low yields, there is an argument
supporting a higher price-to-earnings regime
until inflation and interest rates increase from
their current levels.
Turning to economic
factors, analysts have recognized a portion of
the progress in unemployment is due to some
labour market participants ceasing their
search for work and are thus no longer
included in the raw data. The tapering and
eventual withdrawal of quantitative easing
measures, which have successfully injected
life into the housing market and the broader
economy, may also have a short-term
negative impact. Keep in mind, the tapering
or withdrawal of these measures is a sign the
Fed’s read on the economy is positive. Lastly,
the US government has not come up with a
long-term solution for dealing with the debt
ceiling which continues to cast a grey cloud
over the markets.
With these factors all weighed against each
other, it is logical that investors remain
optimistic US stocks will provide positive
returns in 2014, albeit somewhat lower than
2013.
International Markets
Throughout 2011 and 2012, global investors
focused on the issues facing Europe,
specifically its banking system and the
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One question on the minds of many investors
is the direction the Canadian dollar will be
taking in 2014. After remaining at or near
par with the US dollar for a number of years,
the Canadian dollar has come under pressure
due in part to the relative strength of the US
dollar, but more so by our widening trade
deficit.
A contrarian could argue the
Canadian market is poised to catch up to
other global markets and could be among the
top performing stock indices in 2014. Despite
recent setbacks in manufacturing, a weaker
dollar may provide a boost to the Canadian
economy through exports to the US, our
largest trading partner.

potential default of sovereign debt issued by
some of the European Union’s weaker
members.
This crisis led to a deepened
recession in Europe, which spread over to an
economic slowdown in emerging economies.
While many of the problems still remain, it
appears the crisis has passed and Europe is
returning to economic growth. This is driving
optimism in global markets for both
industrialized
economies
and
emerging
markets.
One area we need to remain
focused on is China. While China’s growth
remains strong, there are concerns that
prices for hard assets such as real estate may
be overinflated due to a massive expansion of
credit, institutional and household debt. The
good news is China has the financial
resources and capacity to mitigate these
concerns. Still, many investors remain wary
of China despite the low price-to-earnings
multiple of the Chinese stock market.

Fixed-Income and Interest Rates
Most economists and analysts expect interest
rates at the short end of the yield curve to
remain at their current levels for 12 to 24
months. Janet Yellen, the incoming Chair of
the US Federal Reserve, appears to favour
driving the economy with stimulus measures
and demand for assets, translating into
‘standing pat’ on interest rates for an
extended period of time. On the long end of
the yield curve, we have seen rates edge up
after hitting historical lows in the first quarter
of 2013. Investors should continue to find
safety in fixed-income as long as they employ
strategies to mitigate exposure to rising
interest rates. Many fixed-income investors
experienced very low or even negative
returns in 2013.
While we believe fixedincome will continue to provide positive
returns, we feel that at current interest rates,
emphasis should be placed on the role fixedincome plays in capital preservation and that
strategies to maintain minimal exposure to
interest rate risk should be employed. More
details on income-producing securities can be
found in the article starting on page 9 of this
newsletter.

Canada
Last year the Canadian stock market, while
advancing and providing positive returns,
lagged the US and other International
markets including the UK and Japan. Some
sectors of the Canadian market performed
very well; banking and insurance companies
enjoyed a banner year. Unfortunate for the
Canadian stock market, is it is heavily
weighted with materials, mining and energy.
These sectors are more positively correlated
with global demand and global market
performance than they are to the US
economy or local factors.
Many of our
exports are raw materials and energy tied to
global prices that are volatile in nature. As
the global economy strengthens, we should
see some stability in commodity prices and
even some upward pressure, which should
provide a boost to our resource sector and
the broader Canadian stock market.
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In Summary
Economists
are
forecasting
accelerated
growth in the US and in global economies for
2014. Stock markets however, may have
factored some of this into current prices and
are thus trading at relative highs from a
historical perspective. However, low interest
rates holding into the immediate future will
continue to be a catalyst for stocks as
investors seek higher returns than fixedincome securities are currently providing.
After a strong performance in 201 (in
particular in the fourth quarter) there is
definitely heightened fear of a pullback in the
stock market. It is important to keep in mind

that pullbacks are just part of a healthy
market and can be expected with some
regularity for long-term investors. We do not
believe the returns of 2013 will be repeated,
but we continue to feel that equity markets
will provide positive returns in 2014. The
Canadian market, after lagging in 2013, may
provide some strength to portfolios if
prospects for the global economy continue to
improve.
The withdrawal of monetary
stimulus in the US is one area of uncertainty
that may impact equity values. As always,
we advocate diversification and sticking with
a structured investment plan with a focus on
risk mitigation and capital preservation.

Market Performance
Canada (S&P/TSX Comp)
United States (S&P 500)
International (EAFE)
Global (World)
200

200

180

180

160

160

140

140

120

120

100

100

Represents total returns in Canadian currency
80

2009

2010

2011

2012

2013

80

Markets across the world had a strong year in 2013. The US was the leader of the pack in the
fourth quarter posting a return of 14.1%. A more positive outlook for the US economy allowed the
Federal Reserve to cut the amount of US Treasuries and Mortgage-backed securities it was
purchasing each month. Although previous hints the Fed might begin tapering had spooked
markets, this time as the news was digested, it became clear the action would not be as swift or as
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deep as originally thought. Accordingly, the markets took off as the Fed assured rates would
remain low for an extended period.
The Canadian market was the laggard in the fourth quarter as well as the calendar year of 2013.
While the gains in 2013 were experienced by many sectors and industries, the resource sector
posted a negative return and the resource-heavy TSX was dragged down because of this.
International markets finished 2013 with a notable three month return of 9.2%. In Europe, the
Central Bank cut rates further as the region shows signs of putting the debt crisis behind them and
returning to stronger growth.

Sector Watch
3
Month
Total
Return

12
Month
Total
Return

7.3%
7.7%
6.1%
6.9%
-1.0%
3.1%
-0.3%

13.0%
13.3%
12.2%
7.6%
-23.7%
-2.4%
-2.6%

IAIC Equity Sector Benchmarks
Consumer
8.4%
Financials
10.0%
Industrial
14.6%
Resources
3.1%
Utilities
5.8%

43.2%
23.7%
37.4%
-4.5%
8.4%

S&P/TSX CA Indices ($C)
S&P/TSX Composite
S&P/TSX 60
S&P/TSX Completion
S&P/TSX SmallCap
S&P/TSX Venture
S&P/TSX Income Trust
S&P/TSX Preferred Share

Consumer
The consumer sector continues to show
strength, up 8.4% for the quarter. With
food inflation remaining relatively flat,
consumers had a little more discretionary
income. Benefitting from higher margins
for branded drugs coinciding with the
growing age of the baby-boom generation,
the health care subsector once again led
the way in the consumer group. There
has been significant consolidation across
the consumer sector lately, which should
lead to lower costs and further growth in
earnings.

Financials
The finance sector total market return for
2013 came in well above expectations.
The Canadian, US and international finance sectors generated total returns of 24%, 36% and
28% respectively. The finance sector clearly participated in the broad-based 2013 market
rally spurred by improved economic indicators in the US. Earnings-per-share growth, dividend
increases and solid credit experienced throughout the year helped push finance companies’
share prices higher. The 4th quarter generated at, or close to, 10% total return in each of the
finance regions. The sector’s forecasted earnings for 2014 are good despite the likely end of
loan-loss provision releases into earnings, which have helped the bottom line over the last few
years.
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Industrial
The Industrial sector had a strong finish in 2013, posting a total return over the fourth quarter
of 14.6%. The performance topped off an impressive calendar year, with a 12 month total
return of 37.4%. Upward revisions to forecasted growth in the US and globally have helped
with the momentum in this sector. With a more optimistic outlook and improved earnings, all
facets of the industrial sector (manufacturing, transportation, and information technology)
could benefit as businesses and consumers look to increase investment and spending.

Resources
The resource sector trailed the other sectors with a benchmark total return of just 3.1% for
the quarter. Despite recent positive momentum, the sector is still in negative territory over
the last 12 months, down 4.5%. The energy subsector was up 5.7% for the quarter, as crude
prices showed relative stability. Potential supply disruptions from ongoing conflicts in the
Middle East have been offset by increased production in non-OPEC (Organization of Petroleum
Exporting Countries) countries. Natural gas prices trended up for the quarter as the cold
winter weather in North America supported demand and created production obstacles, leading
to higher than expected drawdowns from inventories. On the other hand, the materials
subsector was off -2.0% as companies continue to deal with general overcapacity and
relatively lower demand in fast-growing economies such as China. The positive global
economic outlook though is seen as a tailwind for ongoing demand.

Utilities
The utilities sector showed strength this quarter with a three month total return of 5.8%, up
from 3.5% last quarter. The sector finished the year with a 12 month total return of 8.4%.
The telecommunications subsector saw some volatility over the summer, but ended the year
strong with a fourth quarter return of 5.0%. With no new ‘heavy-weight’ competition,
specifically Verizon, the large telecoms in Canada are at an advantage in the upcoming
spectrum auction. This has left consumers optimistic that networks will be expanded for
better cellular coverage. The pipeline subsector produced a positive return of 0.9% over the
final quarter of 2013, up from a negative third quarter. The pipelines have been increasing
their community outreach to make sure all conditions are met and all questions are answered
before the approval of some of Canada’s largest projects. With the recent criticism
surrounding oil being transported by rail and the positive comments coming from various
levels of government in Canada about the Keystone Project, pipelines are heading into the
New Year on a positive note.
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Key Economic Rates & Commodity Prices
CA Rates
Target
90D TBill
2Y Benchmark
10Y Benchmark
30Y Benchmark
CPI (Y/Y)
CPI x-Food/Ener. (Y/Y)
$U / $C
€ / $C
¥ / $C

Dec-13
1.00%
0.91%
1.14%
2.78%
3.24%
NA
NA
0.941
0.683
99.157

Nov-13
1.00%
0.94%
1.10%
2.56%
3.15%
0.90%
0.69%
0.944
0.694
96.910

Oct-13
1.00%
0.91%
1.10%
2.42%
3.02%
0.65%
0.94%
0.958
0.705
94.424

Sep-13
1.00%
0.98%
1.19%
2.54%
3.07%
1.07%
0.95%
0.972
0.718
95.565

Aug-13
1.00%
0.99%
1.19%
2.62%
3.07%
1.07%
0.95%
0.948
0.718
93.268

Jul-13
1.00%
1.00%
1.15%
2.45%
2.97%
1.32%
1.12%
0.971
0.732
95.665

Dec-12
1.00%
0.92%
1.14%
1.80%
2.37%
0.83%
0.87%
1.003
0.761
86.915

Chart values are as of the last day of the respective month

Canadian Dollar Declining Against US Dollar & Euro
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The Loonie continued its slide against the US Dollar, closing the year at $0.941. Canada is now
importing more goods than it is exporting and this coupled with ongoing lower interest rates have
helped push the dollar down. If we look deeper into Canada’s most recent trade figures, there
seems to be some good news. Imports of industrial machinery and equipment were quite low over
the past 12 months and there was concern about business investment. However, in the last
report, these figures were up almost 8% and many are seeing this as a sign that Canadian
business is starting to pick up. That being said, the currency is down in value when compared to
both the US dollar and the Euro, whose economies have seen a large increase in industrial
production. Conversely, the Loonie has appreciated against the Japanese Yen as their government
continues to dilute its currency with the policies of its aggressive quantitative easing program.
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Key Energy Prices Finish 2013 Strong

(Dec 31 2013)

52
Week High

52
Week Low

12
Month
Change

Crude Oil (fut, bbl)

$98.42

$110.53

$86.68

7.19%

Natural Gas (fut, MM BTU)

$4.23

$4.46

$3.11

26.23%

Price

Oil and Natural Gas finished the year up 7% and 26% respectively. Natural Gas spiked at the end
of the year mostly due to the early onset of the colder winter weather. Many experts are
predicting that by the year 2020 the US will be completely energy independent. That is, it will no
longer need to import oil from other nations. Interestingly, the US considers any oil from Canada
to be from domestic production. If Canadian oil and gas companies can create greater efficiencies
in getting their product to the US market, Canada will stand to benefit from America’s energy
independence.

result of this speech, investors not only
anticipated higher interest rates, but also
concluded rates would increase more
quickly than previously thought.
This
reaction greatly contributed to the decline
in the market value of fixed-income
securities (including bonds and preferred
shares) since existing rates would be less
attractive than rates that would become
available in the future.

A Closer Look at IncomeProducing Securities
If you study your investment account
statements closely or follow the business
media, you will know that the second half
of 2013 was not a banner period for rates
of return on income-producing portfolios,
particularly those that were invested in
bonds and preferred shares. So we felt this
would be a good time to reiterate IAIC’s
strategies
for
income-producing
investments and our thoughts on the recent
market performance.

Investment Management Strategy
The review of short-term and long-term
interest rate changes is an important
component in the development of IAIC’s
investment strategy for income-producing
securities. Here’s a quick synopsis of how
we incorporate rate changes and other
factors into the development of strategies
for our clients.

The Cause of the Decline
For quite some time, economic forecasters
have been anticipating an increase to the
cost of borrowing money – the big question
was when. Then, on May 22, 2013, Federal
Reserve Chairman Ben Bernanke made
comments that led the markets to conclude
that the government had officially begun
this move to higher interest rates. As a

The Purpose of Income-Producing
Securities
As the name suggests, the primary purpose
of income-producing securities in a portfolio
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is to generate income. Bonds and preferred
shares add value to a client’s portfolio by
generating a steady stream of cashflow
through interest and dividends.

while at the same time accessing the
higher rates of return usually available
from longer-term bonds. Since interest
rates really have nowhere to go but up,
IAIC currently aims for a shorter duration
for the bond portfolio (five years or less)
than it might during a period of relatively
higher interest rates.

Another important reason for investing in
bonds and preferred shares is to help
preserve capital, with the objective of
reducing volatility in your portfolio. Bonds
and preferred shares will often maintain
their value during times when equity values
are falling. However, as we have seen
recently, their values can also decline,
calling into question their effectiveness in
preserving capital.

Preferred Shares
In
the
current
low-interest
rate
environment, many portfolio managers,
including our team at IAIC, have shifted
weightings from bonds to preferred shares.
Although preferred shares entail somewhat
greater risk than bonds, higher yields,
preferable tax treatment and generally
good market value performance in recent
years has added to their appeal.

Bonds
IAIC’s approach to investing in bonds
includes:
• Invest
only
in
bonds
with
an
investment-grade status (i.e. graded by
bond-rating agencies as bonds for which
the payment obligations are likely to be
met).
• Consider yield-to-maturity - i.e. the
overall return realized by the investor
• Wherever possible, hold the bond until
maturity – market fluctuations during
the holding period of the bond have no
impact on the investor if the bond is
held to maturity.
• Create “bond ladders” with durations
suitable for the client and taking into
account economic conditions. In a typical
bond ladder, the client will own, for
example, bonds of roughly equal value
maturing in each of the upcoming five
years, ensuring that each year one bond
matures and can be reinvested at
prevailing interest rates. This approach
helps mitigate risk by ensuring the client
is constantly refreshing the portfolio

Preferred shares come in various types,
with differing characteristics underlying the
respective issues. While typically not as
susceptible as common stocks to large price
fluctuations, during the latter half of 2013
all types of preferred shares were ‘sold off’.
In fact, the market experienced more
volatility than what we expected.
When evaluating preferred shares, we
consider:
• Selecting investment-grade securities
with known [future] redemption values.
• Whether there is a dividend mechanism
that provides for upward adjustments
should interest rates rise.
• Diversification among various types of
preferred shares to guard against any
sort of interest-rate surprise or ‘shock’.
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Perpetual preferred shares, with fixed
dividend rates and no maturity date are our
least-favoured types of preferred shares.

client portfolios. In fact, the recent decline
in preferred share values, combined with
the climb in common share values, presents
a potential buying opportunity for preferred
shares.

So although the recent drop in values of
bond and preferred share prices can be
disconcerting to see, IAIC’s approach to
investing in income-producing securities,
which focuses on the long-term, helps
mitigate risk and generates income for

As always, we continue to monitor the
preferred market closely and will amend the
current strategies if we deem necessary.

IAIC Disclosures
All graph and chart statistical data contained in this report has been supplied by TD Newscrest Equity Research. Sources used by TD
Newscrest 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. Additional information sources include Statistics Canada, and the OICA
(International Organization of Motor Vehicle Manufacturers.
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.
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