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The Quarterly Commentary
A review of some of the major factors affecting the Canadian, US and Global economies
Equity investors watched losses mount in the fourth quarter of 2015 despite a small relief rally
in US stocks that followed the long anticipated increase in US interest rates early in December.
Falling oil prices continued to be a drag on the Canadian economy. In turn, the Canadian stock
market, heavily weighted with energy and materials, was one of the poorest performers of the
world’s major stock indices. In response to the toll that low oil prices had begun to take on
economic growth, the Bank of Canada made two interest rate cuts in 2015, injecting additional
levels of uncertainty into the economic mix.
As we head into a new year, investors continue to focus on slowing growth in China, the impact
of lower oil prices on the world’s major economies, interest rates, the strength of the US dollar
and, ultimately, consumer confidence. 2016 is off to a poor start with stock markets now off of
their 2015 highs by over 10% in the US (technically a correction) and 20% in Canada (technically
a bear market).
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Consumer Sector
The consumer sector has been one of
the best performing sectors over the
past three years. Steady, consistent
growth of earnings and cash flows led to
a run-up of valuations for many stocks in
this sector - above their historical
ranges. As a result, some pullback was
not unexpected and we saw that at the
end of 2015, with a total return of –13%.
For the fourth quarter, pharmaceuticals
fell nearly 11%, consumer discretionary
was down 2.3% and consumer staples
were slightly positive. Challenges for the
sector include the strong US dollar, slow
consumer income growth and consumer
savings rates.
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be concerned about any setbacks the

Fears of Slowing Growth in China
If you follow some business media outlets,
you might conclude the Chinese economy has
ground to a halt and that the Chinese
government’s move to reform its capital
markets is a dismal failure. Let’s not dismiss
the magnitude of the impact on global
growth that might result from any setback in
the Chinese economy, but we should balance
those concerns with some reality.

The

Chinese economy has not ground to a halt,
and in fact, grew at an annual rate of almost
7% in 2015 - impressive by the standards of

evolution to capitalism.

Although the

country is adopting free-market principles, it
remains a Communist country and the
Chinese market itself is relatively immature.
The government will make some mistakes
along the way. Still, an economy with an
estimated

1.35

billion

people

with

household incomes equal to approximately
20% of the level of US households is poised
to continue to fuel global growth for many
years.

Oil Prices

country’s growth rates over the last decade.

The world’s stock markets continue to

But should anyone be surprised by a slower

grapple with the impact of the remarkable

economic growth rate in China?

decline in oil prices from $100 per barrel in

emerging

economy

grows,

it

is

only

2014 to its current level near $30.

reasonable and expected that the rate of that

The fall in crude oil prices reminds us of a

growth will slow over time.

As individual

similar decline in 1986 when Saudi Arabia,

wealth and incomes in that economy begin to

unhappy with its declining market share,

catch up to modern economies, growth

decided

begins to slow in terms of a percentage of the

production. The result in the first half of

previous year’s GDP. The aggregate value of

1986 was a drop in crude oil prices of almost

increased economic activity from year-to-year

60%. Simply put, when producers supply

can grow larger in monetary terms while at

more oil than is demanded by consumers,

the same time slowing as a percentage of the

prices will drop. Although news headlines

previous year’s output.

point to slowing growth in China as a cause

The International

to

dramatically

increase

oil

Monetary Fund estimates that China’s Gross
Domestic Product (GDP) is now about $11

Current worldwide demand

trillion ($US), still only about 60% of the size

of 95 million barrels per day

of the US GDP, but with four times the
population. As the Chinese move towards a
more consumer-based society, they have

The story in China will no doubt

include an increasing domestic demand for

about 1 ½ million to 2

The
Canadian
finance
sector
demonstrated a modest positive total
return of 1.7% in the last three months
of 2015. The sector’s twelve month
total return was -1.7%. During the
fourth quarter of 2015, in response to
concerns about a possible “housing
bubble” here in Canada, the
Department of Finance tightened rules
for government-backed mortgage
insurance for homes over $500,000.
We continue to monitor and evaluate

million barrels per day in
2016.
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Though we must be cognizant of the

of reduced demand, China is still growing at

associated

an

a significant pace. Global economic growth

opportunity to participate in the growth that

in 2015 was positive and demand for oil

China will continue to enjoy. It is prudent to

increased. Current worldwide demand of 95

investors

have

The fourth quarter was fairly quiet for
the utilities sector, which had a
three-month return of -1.6%. Even
though the sector finished off the last
quarter of the year with a small
negative return, it stayed the course
over 2015, returning 1.4% to investors
over the year. While the pipelines
were hurt by negative press,
culminating with President Obama
vetoing
TransCanada’s
Keystone
Pipeline XL, the telecommunications
sub-sector was able to separate itself
from the drag, returning -1.2% for the
quarter and 2.5% for the year. The
power sub-sector, which remained on
track as rate re-designs helped their
top lines offset some of the negative
effects of a lower oil price
environment, had a quarterly return of
-0.4% and twelve-month return of
1.1%. The strong and steady utilities
sector once again proved itself in a
weak overall market in 2015.

Financial Sector

technology and modern conveniences.

risks,

In recent months, we have been able
to add companies now trading at more
reasonable valuations to our “core
pick” list. We continue to look for
quality companies with sound balance
sheets, good cash flows, earnings
growth and reasonable valuations that
represent sound investments for client
portfolios.

is expected to grow by

become less of an exporter reliant on cheap
labour.

Historically, the consumer staples and
pharmaceutical
sub-sectors
have
performed relatively well when the
markets in general are in retreat.

Utilities Sector

modern economies, but lower than the

As an

Sector Watch (cont’d)

Chinese economy may experience and its

2

million barrels per day is expected to grow by

sources,

about 1 ½ million to 2 million barrels per day in

continues to grow and switching off of

2016.

carbon-based fuels will not be easy; at least

The main reason for the oil price drop is
increased production, not just in Saudi Arabia
but in many countries across the globe. Crude
oil is stored in tanks, pipelines and ships and

worldwide

oil

consumption

not in the short-term. It will take a huge
investment of capital and an extended
period of time to detach ourselves from
carbon-based fuels. In the long-term, our

Demand for oil continues

this aggregate storage capacity is limited. If
suppliers produce more oil than is consumed,

to increase and continues

even just 1 million barrels per day (1% of

to fuel global economic

worldwide daily demand), storage capacity is
quickly utilized and the oversupply puts

growth.

downward pressure on prices. This is exactly
what has happened. Traditional oil producers
continue to pump as much oil as they can to
maintain market share while new technologies
such as fracking have allowed producers to
access oil that was previously too costly to
extract. This imbalance between supply and

dependency on oil will decline; however, at
this point, there are no easy solutions.
Demand for oil continues to increase and
continues to fuel global economic growth.

Interest Rate Uncertainty

demand has put pressure on oil prices and
At the outset of 2015, consensus favoured

continues to be an issue in 2016.

recover, that green energy is taking over and
demand for carbon-based fuels is declining.
After the 1986 price drop, the return to higher
oil prices occurred over many years and there is
reason to believe oil prices may rebound, at
least partially, more quickly this time. As prices
fall, some oil rigs and extraction methodologies
will

become

unprofitable

and

will

be

temporarily shut down, or even perhaps
permanently.

There were relatively fewer

dramatically impacted by lower prices. We have
already seen capital spending and investment in
the oil industry decline. Oil rig counts in the US
are down and marginal producers will not be
able to continue to operate over a sustained
period of crude oil prices at their current levels.
Furthermore, despite the altruistic objectives of
the advocates for green and renewable energy
3

The US finance sector had a solid
fourth quarter with a total return of
6.0%, but nevertheless posted a
decline of -1.5% for the full year. The
sector’s fourth quarter saw strong
loan and deposit growth, while
credit quality remained solid. The
sector experienced some headwinds
during the fourth quarter with
higher losses from the oil and gas
loan portfolio, as well as higher
non-real estate consumer losses.

despite some setbacks, was continuing to
show strength with unemployment falling

Industrial Sector

month-to-month. Canada was expected to

Following two quarters of negative
returns, the industrial sector, which
includes information technology
manufacturing and transportation,
posted a three month return of
1.8%. The quarter’s positive
momentum was driven primarily by
information technology companies
which advanced 2.7% while other
industrials lagged and were slightly
negative at -0.9%. The industrial
sector returned a total of -5.5%
through 2015.

US

Federal

Reserve

(the

“Fed”)

increasing its interest rate target (the “Fed
Rate”) in small increments during the year to
keep inflation in-check while protecting
what was viewed as fragile economic growth
in the US. The Fed Rate had been held
steady near 0% for over 6 years since the
2008 financial crisis.

The US economy,

follow suit.

high-cost production operations in 1986 and
therefore production at that time was not as

the big six banks and their mortgage
exposure across Canada. The
Canadian banks continue
to
experience record earnings in
personal and commercial banking,
with Royal Bank being the first
Canadian company to post over $10
billion in earnings within a year. Oil
and gas exposure remains relatively
low amongst the banks with total
loans and acceptances ranging from
1.6% to 3.5% of the total loan book.

Insurance companies continue to
increase their total premiums and
deposits with their Wealth and Asset
Management divisions through
organic growth and acquisitions. The
insurance companies continue to
face increasing pressure on margins
as the low interest-rate environment
persists. Low rates were the main
contributor to many insurance
company earnings coming in slightly
below expectation.

the
Some pundits claim that oil prices will never

Sector Watch (cont’d)

The Fed stood pat throughout the year,
finally making the first move to the Fed Rate
in December 2015. Up to that point, the
Fed’s inaction on interest rates seemed to
signal a lack of confidence in the US
economy and began to spook financial
markets. The Bank of Canada meanwhile
found itself at the end of 2014 dealing with
the issue of falling oil and commodity prices.
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Oil prices at $50 per barrel could potentially
negate half of the Canadian economy’s
growth forecasted for 2015. In contrast to
the US Federal Reserve, the Bank of Canada
reacted relatively quickly in January with a
0.25% rate cut, catching most of the financial

On the other hand, the cheaper Canadian
dollar is giving a boost to “value added”
export sectors - industries that rely heavily
on technology, productivity and skilled

On the other hand, the

markets off guard. A second 0.25% rate cut

cheaper Canadian dollar is

in July led to further unpleasant surprises for

giving a boost to “value

fixed- income investors.

added” export sectors -

The current short-term interest rate levels in
Canada and the speculation that they may

industries that rely heavily

not increase anytime soon have investors

on technology, productivity

concerned that any fixed- income securities

and skilled labour.

they may hold will be locked into lower
yields for an extended period of time. So at
the same time that bond prices are falling, so
too are floating rate and rate-reset preferred
shares. These securities should theoretically
preserve their value regardless of where
interest rates move; however, the current
level of uncertainty put significant downward
pressure on these preferred shares. On the
positive side, these securities now offer an
exceptional yield and for patient investors, a
reversion to fundamental value should
provide some upside potential.

labour.

Affected industry sectors that

should benefit from the lower Canadian
dollar include industrial machinery, electrical
and electronic products, motor vehicles and
parts and aircraft and other transportation
equipment. Exports in these sectors grew by
15% in 2015 on top of the 12% growth rate
in 2014, and now account for 50% of our
exports, a considerable increase from the
start of 2014. The hospitality industry can
receive a big boost as Americans and other
visitors to our country take advantage of

The Canadian Dollar vs. the US Dollar

relatively cheaper prices here in Canada.
Canadians holding US investments have

The Canadian dollar lost 19% of its value
relative to the US dollar in 2015 and this
erosion of value has continued early into
2016. The loonie’s fall is attributable in part
to the decline in oil prices (since Canadian oil
exports are normally denominated in US
dollars) as well as the Bank of Canada’s
interest rate reductions.

and negative effects on the economy.
Canadians are already seeing the cost of
imported goods and services increasing,
inflationary

economy.
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pressures

performance relative to the TSX (the S&P
500 index was flat over the year), but also
from the rising US dollar – an investment of
$100 Canadian in a $US investment on
January 1, 2015 is now worth about $120
Canadian, assuming the investment itself
was flat over the year.

A weakened currency can have both positive

adding

benefitted not only from better stock market

to

our

Impact on the Canadian Economy and
Consumer Confidence
In the Alberta oil patch, analysts conclude
that capital spending in 2015 declined by

Sector Watch (cont’d)
In Canada, a lower dollar, lower fuel
costs and relatively low interest rates
should provide stimulus for the
manufacturing
sector.
Some
improvement in Canadian exports has
already helped to offset some of the
drag on the Canadian economy
resulting from lower oil prices.
Manufacturers continue to cite the
cost of electricity and payroll taxes as
offsets to the competitive advantage
that the lower dollar has provided.

Resources Sector
The resource sector remained
relatively flat for the final quarter of
the year returning a total of 0.2%,
with
the
materials
sub-sector
contributing 3.8% and the energy
sub-sector returning -1.6 %. For the
calendar year, materials and energy
were by far the worst performing
components of the Canadian stock
market, returning -21.0% and -22.9%
respectively.
These returns also
correlated strongly with the decline of
the Canadian dollar which fell 19%
relative to the US dollar through 2015.
Weakness in the resource sector
continues to be driven by oversupply
issues. For the materials subsector,
Chinese demand continues to grow
but at a slower pace than new mines
that
have
begun
production.
Commodities each have their own
story; iron ore, used to make steel,
continues to test new lows as market
supply increases, while specific metals
such as aluminum, zinc and copper
still face pricing headwinds despite
significant production cuts announced
by some producers.
Oil production of non-OPEC members
is now in decline. Forecasts by OPEC,
the
US
Energy
Information
Administration
(EIA)
and
the
International Energy Agency (IEA) all
believe
oil
production
and
consumption
should
come
to
equilibrium in 2016. Oil prices should
rise once production levels decline to
more historical levels.

40% from 2014 and is expected to decline
4

even further in 2016, translating into the

dipped in the latter half of the year.

have come off previous highs reached in

loss of high-paid jobs. However, it is more

In Summary

the first quarter of 2015 and in some

difficult to assess the impact of lower oil
prices on the rest of Canada’s economy.
How will housing, banking, transportation

cases, are now
2016 has started off in the same way 2015
closed out. The falling price of oil has had an
impact on global equity markets and has

and consumer confidence be affected?

been particularly hard on the Canadian
The Bank of Canada seeks to keep inflation
within a specified range and does so in part
with its interest-rate policies. Some argue
that the Bank of Canada’s interest rate cuts
in 2015 could in fact do very little to
stimulate consumer spending since there
was already concern regarding consumer
debt levels and housing prices in Canada’s
largest cities.

strength but some recent economic data
would suggest some headwinds may be
developing.

The

Canadian

struggles with its

economy

dependency on the

resource sector while at the same time, the
lower Canadian dollar is giving a boost to the
manufacturing sector and in particular to
those industries that are “value added”

The question now facing the economy is

exporters.

whether the added stimulus from the low

responded to the challenges facing the

dollar can continue to offset the loss of

Canadian economy by cutting its overnight

economic activity in Western Canada and

lending rate twice throughout 2015, taking

the unintended effects of inflating the costs

the financial markets by surprise. Investors

of imported goods. Some analysts question

began to question the outlook for the

whether we even have any excess capacity

Canadian

in the manufacturing heartland.

traditionally

Some

The Bank of

Canada has

economy and even those in
secure

fixed-income

companies pulled up and moved to

investments began to perceive uncertainty

lower- cost jurisdictions when the Canadian

and risk. As we move forward, it is important

dollar was trading at, or above, par

to remind ourselves that the price of oil is

following the 2008 financial crisis. Given

subject to the pressures of supply and

Canada’s

and

demand and that the current weakness is an

electricity costs, it may be unlikely that

oversupply issue, not weakening demand.

companies would be enticed to invest

This imbalance

capital here because of the dollar alone,

equilibrium and prices should begin to rise

which could move against them if oil begins

again, but it is impossible to

predict how

to recover. Firms already operating plants

quickly and to what level.

The Chinese

may also face higher capital costs to invest

economy, while facing some challenges,

in their existing facilities due to the weaker

continues to grow and fuel global economic

dollar if they have to import new machin-

growth.

relatively

high

labour

ery.
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market. The US economy continues to show

It

is

also

will should revert

worth

noting

that

to

technically in a

correction or a bear market. The first
weeks

of

2016

have

been

very

challenging and risk-averse investors
may be questioning their

investment

strategy. It is always easier on investors
when returns are positive and meet, or
exceed

the

return

objectives

established in their financial plans.
During market pullbacks and triple-digit
declines in stock markets, it becomes
even

more

important

to

remain

disciplined and logical. As we previously
suggested, current volatility in stock
prices

continues

to

reflect

some

downside risks in the short-term. But
the information we see tells us that the
fundamentals of the global economy,
with the exception of oil

prices, have

not changed in a significant way. Lower
oil prices will benefit some industry
sectors and hurt others. As a result,
diversification of investments continues
to be a fundamental

discipline we

follow for our clients. Many stocks and
asset classes are now offering relatively
better value than they did a year ago
and

a

disciplined

approach

of

rebalancing portfolios to established
targets remains an important strategy to
ensure investors meet their long-term
investment objectives.

some

Unemployment levels in Canada, which are

caution was warranted for 2015.

Equity

relatively low in comparison with historical

markets had provided an extended

period

rates, rose slightly in the last half of 2015

of positive returns and some

and consumer confidence, already below

this momentum was not surprising. Heading

“baseline” levels going into 2015, also

into 2016, stock markets around the world

reversion of
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Market Performance
The Canadian market was the laggard during the last three months of 2015, declining in

Canadian Target Rate

value by 1.4%. The US and International markets posted strong results in the quarter’s first
month, before losing momentum towards the end of the year, finishing with returns of
10.9% and 8.5%, respectively, over the fourth quarter. The gains posted in these markets
were offset in the first few weeks of January 2016, as investors reacted to concerns about
China, oil prices and the prospect of higher interest rates in the US going forward.

US Target Rate

Key Economic Rates and Commodity Prices
Strong employment numbers allowed the Federal Reserve to increase interest rates for

Oil

the first time since the financial crisis of 2008/2009. Supply surpluses globally have kept
oil inventories high and placed oil companies in survival mode, a process that has
resulted in cost cutting and the cancellation of expansion plans wherever possible. With
a combination of lower interest rates and a lower price for oil exports, the Canadian
dollar has been under constant pressure. In Canadian dollar terms, the loonie declined
by approximately 19% in comparison to its US counterpart during 2015.

CA Rates

Dec-15

Nov-15

Oct-15

Sept-15

Aug-15

July-15

Dec-14

Target

0.50%

0.50%

0.50%

0.50%

0.50%

0.50%

1.00%

90D Tbill

0.50%

0.50%

0.42%

0.44%

0.37%

0.40%

0.92%

2Y Benchmark

0.48%

0.63%

0.58%

0.52%

0.44%

0.41%

1.01%

10y Benchmark

1.40%

1.57%

1.54%

1.43%

1.49%

1.44%

1.79%

30Y Benchmark

2.15%

2.29%

2.30%

2.20%

2.24%

2.13%

2.34%

CPI (Y/Y)

NA

1.36%

1.03%

1.03%

1.27%

1.27%

1.47%

CPI x-food/Ener. (Y/Y)

NA

1.75%

1.66%

1.84%

1.76%

2.02%

1.88%

$U/$C

0.721

0.750

0.764

0.746

0.754

0.768

0.863

€/$C

0.664

0.710

0.693

0.669

0.673

0.695

0.713

¥/$C

86.599

92.478

92.271

89.365

91.517

95.180

103.750
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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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135 Main Street E.
P.O. Box 68
Listowel, Ontario
N4W 3H2

Phone: 519-291-2817
Toll Free: 1-877-291-3040
Public Relations & Media: Karinm@iaic.ca
www.iaic.ca

Proud Member of the Portfolio Management Association of Canada
www.pmac.ca

PHOTO CONTEST
Each quarter we encourage submissions of photographs to be chosen for the front page of the IAIC IN Focus Newsletter. IAIC also makes a charitable donation in the name
of the winner. This quarter’s charity is the Brain Tumour Foundation of Canada www.braintumour.ca. Winner: Trevor Bachelder $250
Spring themed photographs for the April 2016 edition can be submitted to Karinm@iaic.ca.
Deadline: April 15, 2016
Charity: Ontario SPCA and Humane Society http://www.ontariospca.ca/
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