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The Quarterly Commentary 
 

Positive economic news in the first quarter 
of 2012 spurred investors’ confidence and 
equity markets began the year with a rally.  
Optimism gave way to caution and fear in 
the second quarter driven by three issues. 
First and not unexpected, European nations 
continued to struggle with debt burdens and 
a deepening recession. The second issue is 
the US economy.  While the US continues 
along the road to recovery, the pace 
appears to be slowing.  Finally, growth in 
China, while robust in any way you measure 
it, continues to ease as the Chinese 
government struggles with its transition to a 
market-driven economy with a thriving 
middle class and the inflationary pressures 
that accompanies growth. Unfortunately, as 
we enter the third quarter, focus on 
negative news and declining stock markets 
are beginning to weigh on consumer 
confidence.  Many economists are revising 
growth forecasts downwards for the 
remainder of 2012 and 2013. 
 
In Europe, the Recession Deepens 

The current struggles facing Europe are 
compounded by the sharing of a single 
currency amongst seventeen nations.  The 
troubles faced by any EU member have 
spread to other members by their affiliation.  
Through the use of a single currency, 
member states effectively give up control 
over monetary policy.  A partnership such 
as the EU requires consistency and 
uniformity of fiscal policy amongst its 
members.  Unfortunately, oversight and the 
enforcement of loosely drafted rules have 
been inadequate and contributed to the 
current state of affairs: weaker members 

spending far beyond their means, looking to 
the stronger members to bail them out and 
keep their borrowing costs low. 
 
While tough to swallow for both Greek 
citizens and their politicians, it appears a 
solution for Greece’s debt and overspending 
can now be implemented. Attention now 
turns to adequate capitalization of European 
banks and the larger states, mainly Spain 
and Italy.  These are much bigger 
challenges and some assistance from 
outside of Europe may be required and 
actually be in the best interest of the global 
economy.  The recession now besieging 
Europe is having an impact on the stronger 
EU nations.  Germany, which has been a 
rock of stability over the past two years, 
benefiting from demand from Asia’s 
emerging middle class, now faces slowing 
growth and an increase in unemployment.  
Of all German exports 60% are still shipped 
to other European countries. As the 
economies of China and other emerging 
markets are slowing, the risk to the German 
economy is compounding as the recession 
tightens its grip on Europe. 
 
Finally, a change in direction of the EU may 
be imminent.  Over the past two years, the 
provision of assistance to member states 
was tied to the imposition of fiscal restraint 
and austerity in an attempt to impose the 
framework that should have been in place 
from the outset of the EU.  But with new 
governments being elected, particularly in 
France, and the challenges now facing all 
states, the EU is now considering a balance 
between austerity and stimulus.  Even 
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Germany, the strongest advocate for strict 
austerity, is now softening its stance, 
realizing that hardships in the rest of Europe 
could have a substantial impact on its own 
well being. 
 

In the US and Canada, it’s all About 
Jobs 
Economic data from the US in the second 
quarter was disappointing as figures 
suggested a slower recovery than what had 
been anticipated.  Employment gains in the 
first quarter of 2012 totalling almost 
800,000 tailed off to just over 200,000 in 
Q2.  Some economists now fear the US is 
slipping back into a recession.  While still 
not the most likely scenario, the probability 
of negative growth has increased over the 
past three months.   
 
In our last newsletter, we commented on 
the importance of employment and job 
creation as a key driver of economic growth, 
prosperity and market performance.  While 
the actual statistics are important for 
governments to set policy and understand 
where they need to intervene and invest, 
they are even more important with respect 
to the impact they have on consumer 
confidence.  The importance of employment 
statistics is twofold:  First, the actual 
number of people gainfully employed is an 
indication of the capacity of the economy to 
consume.  Secondly, the change in the 
week-to-week or month-to-month numbers 
send a signal to the market that reflects 
future expectations of consumption and 
business confidence.  It is very difficult for 
consumers to make major purchasing 
decisions when the signals they read 
suggest an increase in the risk of not 
remaining gainfully employed.  We saw the 

impact of this in Q2 as US retail sales fell 
three months in a row. 
 
Some economists however, argue that raw 
employment statistics fail to convey the real 
story.  They suggest we don’t necessarily 
have a jobs shortage, but a mismatch 
between job requirements and skills.  There 
is unquestionably a shift in the needs of 
employers in the US and in Canada.  The 
world is a rapidly changing place and to 
better understand the job market, a little 
insight into the work of Michael Porter is 
useful.  In his book “The Competitive 
Advantage of Nations,” Porter concludes 
that in the absence of trade barriers, 
nations will provide inputs to the global 
economy in areas where they have 
competitive advantages relative to other 
nations.  For example, in wealthier regions, 
manufacturing, with its substantial unskilled 
labour inputs and costs, is not an efficient 
use of human resource.  This speaks directly 
to Ontario and the challenges we face on a 
local level. We do not have relative 
competitive advantages in the cost of 
unskilled labour.  So as long as we look to 
manufacturing to support our economic 
growth, we will be battling strong 
headwinds.  The positive we can take from 
this is that we are not necessarily in a 
downward spiral in North America, Canada 
or even Ontario: We merely are 
transitioning to an even stronger 
knowledge-based economy complimented 
by a strong resource base. 
 
Whether we are exporting finished goods, 
energy or raw materials, our largest trading 
partner is the United States, making the 
state of employment in the US an extremely 
important factor reflected in our economy.  
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Some economists suggest that something 
closer to 8% unemployment now represents 
full employment in the US rather than the 5 
– 6% targets of the past and that further 
employment gains may not materialize.  
Given the current level of unemployment in 
the US, this is bad news for the US and 
Canada.  However, this argument fails to 
recognize a very important point:  Housing 
starts in the US remain relatively flat at 
approximately 650,000 / annum, well off of 
the historical average of approximately 1.6 
million units annually.  As housing starts 
eventually converge with the increase of US 
households and the pent up demand is 
absorbed by the market, the demand for 
workers and skilled trades-people will 
increase, driving down unemployment from 
its current levels.  New jobs will not just be 
limited to the housing industry, but will spill 
over to the many industries that benefit 
from increased activity in the housing 
sector.  One needs to keep in mind though, 
the return to lower levels of unemployment 
will be slow.  It will be driven by an 
improving US housing market but will be 
tempered by a misalignment of employer’s 
needs with the skills and training of the 
existing workforce.  The huge distortions in 
the US housing market, fuelled by fiscal 
policies implemented over ten years ago in 
response to 9/11, are being unwound and 
will continue to be a drag on economic 
growth in the near future.  Combine this 
with the expiration or unwinding of other 
stimulus measures put in place in response 
to the liquidity crisis of 2008 and growth is 
unlikely to rebound to the 3 – 4% levels we 
have seen following previous recessions.  
 

 

 

Growth in China is slowing 
One key component of the global economy 
that mitigated the impact of the liquidity 
crisis and subsequent recession of 2008 / 
2009 was the strong growth in emerging 
markets, and in particular China.  Pessimists 
preach to us that China is a mess and to 
stay away.  They cite unsustainable growth, 
corruption, undeveloped capital markets, 
lack of market integrity and manipulation of 
economic data by the government as 
reasons that China is a place to avoid. 
 
There is little doubt that China will not 
sustain double digit growth over the long-
term.  But the growth story in China is far 
from over.  While economists point to a 
slowdown to 7 – 9% and manipulation of 
data that may be overstating this by 1 – 
2%, it is still rapid growth any way you look 
at it.  The reality is China's growth rate may 
be slowing; however this is applied to a 
much larger asset base than ever before.  
China is home to 1.3 billion people or 20% 
of the world’s population.  The average 
family income is approximately 12% of that 
of North American families.  China is 
transitioning from a supplier of inexpensive 
labour and resources to a consumer-based 
economy with a growing middle class.  The 
growth in China is being driven largely by 
increased domestic demand, even as 
exports fall.  The Chinese government even 
admits they do not have a firm handle on 
the economy but one cannot ignore the 
impact of over a billion people seeking 
better wages and a western lifestyle of 
modern conveniences, improved housing, 
transportation and technology.  While there 
will be some challenges in managing the 
Chinese economy, as there will be in 
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managing growth and inflation in other 
emerging markets, the long-term prospects 
for these economies will continue to be a 
stimulus for global economic growth in the 
years to come.  Canada, rich in resources 
and a highly skilled and educated 
population, is in an excellent position to 
benefit from this shift in economic power. 
 

Canadian Markets Struggle  
To understand the current volatility and 
downward pressure in the Canadian stock 
market, one needs to look no further than 
the composition of the Canadian economy.  
With a heavy weighting in energy and 
finance, our markets have been impacted 
more by the global economy than by 
domestic economic conditions.  Canada has 
fared very well relative to the rest of the 
world over the past four years.  While 
specific regions face local challenges, mainly 
Ontario and its large manufacturing base, 
overall the country has enjoyed moderate 
growth and stability.  Global demand for 
energy has a direct impact on the price of 
oil and the profitability of the energy sector 
in Canada.  With oil falling approximately 
17.5% over the second quarter and natural 
gas remaining near record lows, it is little 
wonder that investors have pulled back from 
the sector and oil stocks have dropped in 
value.  On the other side of the ledger, 
finance companies around the world have 
come under pressure due to European debt 
issues.  As we saw in 2008, despite strong 
capitalization and stability, Canada’s banks 
have not been immune to the downward 

pressure on the sector.  Compounding the 
risk for Canada’s banking system is the real 
estate bubble and the growing debt levels 
Canadian families are taking on.  The 
government is clearly concerned about this 
potential risk to the economy and has 
moved to fine-tune the rules regarding 
mortgage financing.  These rule changes will 
have some impact on Canadian banks in the 
short-term but will effectively reduce risk to 
the economy and to the banks themselves 
in the longer term. 
 
Interest Rates and Fixed Income 
As we stated in the previous commentary, 
we anticipate that the recovery will continue 
at a slow pace.  Our initial expectations of 
growth in the 2% plus range now appear to 
be somewhat optimistic.  Something in the 
range of 1% - 2% seems more likely, 
leading some economists to speculate that 
interest rates will remain at historically low 
levels well into 2013 and possibly into 2014.   
 
 
Despite a difficult start for equity markets in 
2012, we continue to expect moderate 
returns for the year.   Regardless of any 
forecast, we continue to advocate a 
disciplined and diversified approach to 
investing.  Historical data from numerous 
economic cycles demonstrate that these 
principles serve to mitigate risk, protect 
capital, and are the most effective 
strategies over the long-term. 
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While each of the indices identified above were down over the second quarter, Canada was 
the laggard once again.  The S&P TSX Composite Index was down 5.7% mainly due to 
commodities - particularly oil which was down approximately 18%. The US was down the least 
with a close to neutral return of -0.6% for the S&P 500.  The international and global indices 
were each down 4.8% and 2.8% respectively. Throughout the quarter, rocky turmoil within 
the European sovereign debt seemed to "ripple" worldwide resulting in negative returns for all 
indices.   
 

 

Sector Watch 
 

Consumer 
IAIC's consumer sector includes consumer discretionary, consumer non-discretionary 
(staples), healthcare and pharmaceuticals. Amongst these subsectors, the consumer non-
discretionary sector displayed its traditional defensive attributes aiding the consumer sector 
closer towards a neutral return. On the upside, consumer companies are experiencing pricing 
gains on their products; however, these gains are being offset by constrained consumer 
spending which lowers volume levels.  Overall, consumer stocks decreased 0.5% in the 
second quarter. 
 

*Represents total returns in Canadian currency. 
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S&P/TSX Composite -5.7% -10.3%

S&P/TSX 60 -5.4% -10.6%

S&P/TSX Completion -6.5% -9.4%

S&P/TSX SmallCap -13.1% -19.6%

S&P/TSX Venture -24.0% -37.5%

S&P/TSX Income Trust 4.2% 17.5%

S&P/TSX Preferred Share 0.9% 4.0%

IAIC Equity Sector Benchmarks

Consumer -0.5% 2.7%

Financials -4.9% -3.5%

Industrial -2.0% -10.1%

Resources -8.8% -18.9%

Utilities 1.9% 10.3%

S&P/TSX CA Indices ($C) 3M TR 12M TR

Financials 

European sovereign debt concerns and global 
economic volatility led to a lower second quarter 
for the finance sector. By only decreasing 4.9%, 
the Canadian finance sector did not perform as 
poorly as the US and international finance sectors 
during the quarter.  The quarterly earnings of the 
Canadian banks were not as high as expected due 
to negative net income in global banking and lower 
interest-rate spreads.  The US finance sector was 
down 6.8% ($US) largely due to volatile US 
economic activity and JP Morgan  taking a massive 
derivative loss that has hit almost six billion 
dollars.  By dropping 7.1% ($US), the international 
sector was down the most of the three financial 
sectors.  The Eurozone crisis continues to have a 
lasting negative impact on the international finance 
sector.  However, with the US dollar strengthening 

relative to the Canadian dollar during the second quarter, when US and international returns 
are converted to a Canadian dollar equivalent, the returns of each of these sectors improve.   
 
 
Industrial 

IAIC's industrial sector includes heavy manufacturing, transportation and technology.  The 
sector suffered a loss of 2.0% in the second quarter and was a particularly challenging one for 
the technology subsector which posted a loss of 17.8%.  Many large IT companies generate a 
substantial portion of their sales in Europe.  The recession in Europe has put technology 
infrastructure projects on hold for many companies with their headquarters in the EU.  Led by 
improvements in the sales of existing homes in the US, heavy equipment, autos and 
transportation all experienced positive gains and contributed positively to the sector's 
performance. 
 
 
Resources 

The resource sector experienced a difficult second quarter after staying mostly flat during the 
first three months of 2012.  Both materials (-10.8%) and energy (-7.3%) contributed to 
Canadian resources declining 8.8%.  Resource companies continue to deal with decreased 
demand for their products as the global recovery has struggled to maintain its momentum.  In 
the developed world, demand is decreasing in Europe as deficit reduction and austerity 
measures are implemented.  In the US, there are mixed signals and the strength of their 
recovery is questionable. Much like in the past, developing nations have carried global growth, 
however, there are indications this trend is slowing. 
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Jun-12 May-12 Apr-12 Mar-12 Feb-12 Jan-12 Jun-11

Target 1.00% 1.00% 1.00% 1.00% 1.00% 1.00% 1.00%

90D TBill 0.88% 0.95% 1.06% 0.92% 0.94% 0.88% 0.93%

2Y Benchmark 1.03% 1.06% 1.34% 1.20% 1.10% 0.96% 1.60%

10Y Benchmark 1.74% 1.74% 2.04% 2.11% 1.99% 1.89% 3.11%

30Y Benchmark 2.33% 2.29% 2.61% 2.66% 2.60% 2.50% 3.58%

CPI (Y/Y) NA 1.24% 2.00% 1.93% 2.62% 2.46% 3.10%

CPI x-Food/Ener. (Y/Y) NA 1.48% 1.92% 1.49% 1.67% 1.59% 1.42%

$U / $C 0.980 0.966 1.011 1.002 1.013 0.996 1.037

€ / $C 0.773 0.782 0.764 0.752 0.759 0.761 0.714

¥ / $C 78.471 75.785 80.807 82.725 82.266 76.050 83.732

CA Rates

Utilities 

After lagging behind the other sectors during the first three months of 2012, utilities 
performed the best amongst IAIC equity sectors during the second quarter.  Consisting of 
pipelines, telecommunications and power generation, the utilities sector saw an increase of 
1.9% led by telecommunications at 2.8%.  With negative markets overall during the quarter, 
utilities were able to post positive returns as investors were attracted to the higher yields 
supported by stable cash flows.  With central banks around the world either maintaining their 
already low interest rates or continuing to lower rates even further, utilities and the yields 
they offer continue to be an attractive investment during these volatile times. 

 

 
Key Economic Rates & Commodity Prices 

 

 

 

 

 

 

 

  
    

      
 
 
The Bank of Canada showed no significant change in the central bank's monetary policy. The 
Bank of Canada kept its overnight rate at 1%.   
 
The Bank of Canada has also decreased its growth expectations, lowering its forecasted real 
GDP increase from 2.4% to 2.1% in 2012, and from 2.4% to 2.3% in 2013.  The decision to 
downgrade the outlook is due to overall weaker global economic and financial conditions which 
will impact the Canadian economy through depressed commodity prices and weaker exports.   
 
The US dollar strengthened in the second quarter relative to the Canadian dollar by 2.2% as 
market participants ran to the perceived safety of the US dollar.  This completely reversed the 
weakening of the US dollar in the first quarter of 2012.  For Canadian investors a 
strengthening US dollar increases US returns when converted to a Canadian dollar equivalent. 
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The soft demand for commodities led to another quarter of falling prices for most 
commodities.  Among energy commodities, only natural gas saw an increase in its price during 
the quarter.  Although the increase over the past three months was 32.8%, the closing 
natural gas price of $2.82 per fut, MMBTU is down 38.0% from its 52 week high of $4.55.  As 
inventories are expected to remain high, we can expect continued downward pressure on the 
price of this commodity.  This is a continued development from previous quarters where less 
costly methods of extracting natural gas have caused the supply and inventories to stay 
elevated. Crude oil dropped 17.5% to $84.96, as the slowdown in the global recovery has 
reduced demand.  This comes as there is a surplus in production which will keep oil prices 
suppressed.   
 
Since its rapid and almost continuous increase in price from mid 2009 to mid 2011, gold has 
returned to smaller cycles of price increases and decreases over the past 12 months.  This has 
mainly been brought about by uncertainty as to where both the US and the global economies 
are in their recovery.  Investors continue to turn towards gold when faced with grim economic 
news and turn away when optimistic news is released - each reaction having an impact on the 
commodity's price. 
  
Changes to Mortgage Rules           

On July 9, 2012 the Government of Canada announced changes to mortgage insurance rules.  
The following four new restrictive measures have been put in place: 
1. The maximum amortization period has been lowered from 30 to 25 years.  
2. The maximum amount that can be borrowed when refinancing a house has been lowered 

from 85% to 80% of its value.  
3. Maximum debt service ratios have been lowered - the maximum gross debt service ratio 

and maximum total debt service ratio are now 39% and 44% respectively. 
4. Government-backed insured mortgages are now only available on homes with a purchase 

price of less than one million dollars. 
 
 
 

Crude Oil  
(in US dollars) 

          Gold 
       (in US dollars) 
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The Portfolio Management 

Leg of the Tripod 
 

IAIC's approach to wealth management 
brings together the services of your 
accountant, financial planner and IAIC’s 
portfolio manager.  Just as the three 
individual legs on the tripod of a telescope 
work together to ensure a steady vision, 
integrating the knowledge and skills of each 
of these individuals helps you establish and 
maintain financial vision, focus and balance. 
 
At IAIC, we believe you are best prepared 
to determine your financial needs and 
investment objectives if you have already 
worked with your accountant and financial 
planner to analyze your current situation 
and establish various wealth management 
strategies.  Analysis and strategies can 
cover a variety of areas including, net 
worth assessment, cash flow planning, risk 
management needs, retirement planning 
and estate planning.  By going through this 
process you are in a better position to work 
with our portfolio management team to 
map out your “investment policy 
statement” (commonly referred to as your 
“IPS”) and ensure your investment portfolio 
is right for you. 
 
What Is A Portfolio Manager? 
In Canada, a portfolio manager is 
registered with and regulated by one or 
more provincial securities commissions (in 
Ontario, the Ontario Securities Commission) 
and manages investment portfolios on his 
or her clients’ behalf. 
 
IAIC Portfolio Management Team 
All of our portfolio managers are employees 
of IAIC.  Our portfolio managers, Robert 

Uptigrove, Joel Baker, Steve Cornell, Mike 
Williams, Krishna Beharry and Fabio Pucci, 
hold a variety of different finance-related 
designations including MBA's, CA's, CFA's, 
CIM's, ASA's and MTax's.  Our portfolio 
managers are further supported by our 
Investment Counsel Portfolio Management 
Support Services division which assists with 
research and administrative duties. 
 
Responsibilities of Portfolio Managers 
IAIC's portfolio managers perform two main 
roles: 
 
1. Establish, Execute and Monitor 

IAIC's Overall Value-Based 

Investment Strategy 
IAIC’s PM team continuously monitors 
the financial markets on a macro and 
micro level.  At the macro level, the 
portfolio managers and the supporting 
division review economic data and 
trends and focus on the various 
geographic and industry sectors.  This 
helps formulate viewpoints on external 
factors that will impact the valuation of 
individual companies and securities.  
The portfolio management team uses 
the information collected through this 
process to make decisions on whether to 
increase, decrease or maintain the level 
of our clients’ exposure or weighting in 
each of the different sectors.  For 
example, our PM team recently 
determined that, where suitable to each 
particular client, they would allow US 
equity weightings to increase - of course 
all clients still remained onside with the 
allocation ranges established in their 
IPS.  On the micro level, the PM team 
monitors the companies in which IAIC 
clients currently hold securities, as well 
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as companies IAIC is considering for 
investing.  The PM team uses a value-
based approach in analyzing and 
evaluating each company under review. 

 

2. Managing Client Investment 

Accounts and Relationships 
All IAIC clients are assigned a portfolio 
manager who is responsible for the 
management of the client's portfolio.  In 
making investment decisions for your 
account, the portfolio manager refers to 
IAIC's overall investment strategy and 
the investment objectives outlined in 
your IPS,  in order to decide which 
securities should be bought or sold.    
 
During a calendar quarter, as the value 
of the markets and individual securities 
rise and fall, your account can drift 
slightly out of balance from the ranges 
prescribed in your IPS.  As a result, your 
portfolio manager “rebalances” your 
accounts at least quarterly and also 
when significant balances of cash enter 
or leave your account.  When 
rebalancing your account, the portfolio 
manager ensures the investments you 
hold are in line with the weighting 
percentage ranges established in your 
IPS in terms of the types of securities, 
geographic and economic sectors and 
account type (i.e RRSP/RRIF or non-
registered accounts).  

 

Integration with Accountants and 

Financial Planners 
In putting into practice our belief that our 
clients truly benefit from an integrated 
approach, we ensure the experience and 
knowledge of our clients' accountants and 
financial planners are incorporated into the 
management of their investment portfolios. 
 
Your accountant and financial planner have 
prepared tax, retirement and estate 
planning strategies for you and therefore 
can provide valuable input into the process 
of determining your investment strategy. 
They may have prepared an analysis of 
your current and future sources of income 
(including the timing of capital gains) or are 
aware of major factors that impact your 
primary source of income. IAIC’s portfolio 
managers are ultimately responsible for 
managing your investment accounts, but 
the decisions they make to develop and 
execute your investment strategy are 
impacted by the planning prepared for you 
by your accountant and the financial 
planner.   The more your portfolio manager 
knows about you, the better equipped he or 
she is in designing your investment 
strategy and making investment decisions 
in your account. 
 
Should you want to learn more about IAIC's 
integrated approach to wealth management 
or our portfolio managers please visit our 
website (iaic.ca) or contact your local 
accountant or financial planner. 
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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. 
 
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.
 


