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The Quarterly Commentary 
 

After a weak second quarter, North 
American stock markets bounced back in 
the third quarter as economic data signalled 
a continued recovery in the US.  Recent 
data indicates positive movements in the 
Purchasing Managers’ Index and Consumer 
Confidence Level, two key indicators closely 
monitored by economists and investors 
alike.  Despite the growth of emerging 
markets, the US economy remains the 
largest and most influential market in the 
world.  There is no other economy as closely 
linked to that of the US than Canada's, as 
no other two countries engage in as much 
trading with one another as these two. 
  
While the 2008 market downturn and 
recession were painful, the severity was 
mitigated by growth in emerging markets, 
led by the expansion of China’s middle 
class.  However, the duration of the 
recovery in the US has been slow and 
difficult as the unwinding of credit and 
repairing of household balance sheets is not 
a quick process.  Unfortunately, the return 
to a more robust rate of growth is not a 
likely scenario over the next 12 to 24 
months.  The good news is the most 
probable path is a continued recovery, albeit 
at a slowing pace.  Most economists are 
forecasting US economic growth between 
1% and 2% for 2013.  As there are many 
variables used in generating a forecast, it is 
important to consider the balance between 
the foreseeable risks to the economy and 
the positives as indicated in the data. 
 
 

Spending Cuts and Tax Increases Will 

be a Fiscal Drag  
January 1, 2013 has been labelled a “fiscal 
cliff” for the US government.  Congress has 
until this date to come to a new agreement 
on spending cuts and tax increases as set 
out in the "Budget Control Act" of 2011, 
which at the time, facilitated an increase in 
the US government's self-imposed debt 
limit.  Should the US congress fail to amend 
the agreement, severe spending cuts and 
tax increases will take effect.  This coincides 
with the expiration of the “Bush tax cuts” 
through the reestablishment of a higher rate 
of taxation on capital gains.  While nobody 
denies the US must deal with its fiscal 
deficit and growing national debt, the timing 
and depth of fiscal measures meant to 
tackle this issue could be a significant 
setback to an already fragile recovery.  
Economists have estimated in the absence 
of further action, the combined tax 
increases and spending cuts could have a 
3% to 4% drag on US GDP.  This could 
effectively pull the US back into a recession.  
However, most analysts and political pundits 
agree congress will find a compromise.  The 
costs of not doing so are far too high for the 
country and the politicians themselves.  
Unfortunately, the looming Presidential 
election will likely prevent any progress 
from being made before the ballots are 
counted. 
 
An Election Year 

Another risk to the US economy lies in the 
election cycle itself.  Presidents are far more 
active implementing their agenda in the first 
two years of their four-year mandate.  This 
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means regulatory changes and new laws are 
more probable during this period.  From the 
market’s perspective, additional risk is 
introduced.  Financial markets seek to 
mitigate this risk by discounting the value of 
financial assets and demanding higher 
returns.  History has shown markets have 
been stronger in the second half of a 
presidential cycle, when legislative reform is 
more likely to be put on the back burner.  
 

The Influences From Outside North 
America:  Emerging Markets and 
Europe 
More important from a macroeconomic 
perspective is the slowing growth in 
emerging markets.  As mentioned, it was 
the robust growth in the emerging markets 
that mitigated the impact of the financial 
crisis and the associated global recession 
that followed in 2008 / 2009. 
 
It is important not to lose sight of the fact 
these markets are still leading global 
economic growth and will continue to do so 
for many years.  However, double-digit 
growth is not sustainable forever.  As more 
families join the middle class in these 
regions, their rate of growth in domestic 
consumption will slow.  At the same time, 
wages are increasing, erasing some of the 
labour advantages enjoyed by emerging 
economies in the export of finished goods. 
 
This is a bit of double edged sword for the 
US and other developed nations.  On one 
hand, the growth of domestic consumption 
in those markets is slowing and impacting 
demand for raw materials. On the other 
hand, narrowing wage gaps between 
developed and emerging economies create 
opportunities for developed countries to 

compete in manufacturing, both 
domestically and abroad.  Add to this the 
impact of increasing energy prices on the 
cost of shipping, as well as a comparative 
advantage for US manufacturing with 
respect to the cost of natural gas inputs and 
one can appreciate there is a case for a 
resurgence of American industry. 
 
Europe continues to be a risk that does not 
appear to be going away.  With only 
approximately 15% of US exports destined 
for this region, it is not a large part of US 
output, but any failure of an EU state would 
be felt in the financial markets.  As we have 
mentioned before, some of the challenges 
facing Europe are compounded by the 
sharing of a single currency amongst EU 
members.  A single currency effectively 
takes away a member state's control over 
its monetary policy.  A partnership such as 
the EU requires a consistent and uniform 
fiscal policy amongst its members.  
Unfortunately, the oversight and 
enforcement of rules and policies have been 
inadequate.  Weaker members who have 
been spending far beyond their means are 
now going through a painful process of 
implementing austerity measures and have 
no way of using monetary policy to inflate 
their way out of their current situation.  
There were no stringent rules to keep them 
in-check and now that they are in trouble, 
they have no flexibility to implement 
monetary policies to help ease their pain. 
 

Positive Outlook for Housing and 
Automobiles 

A significant positive attribute of the US 
economy is a pent-up demand in two major 
industries: housing and automobiles.   
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In past recessions, housing has had a 
substantial contribution to the recovery that 
follows.  While the US economy continues 
down its slow path of recovery, housing has 
not been a factor.  Housing starts have been 
hovering around 600,000 / annum for four 
years.  Historically the normal rate has been 
between 1.4 and 1.6 million units, 
consistent with the creation of new 
households.  Furthermore, compare this to 
Canada, where housing starts exceed 
200,000 / annum with a population 
approximately one-tenth of the size of the 
US.  Unfortunately, when families are faced 
with the hardship of unemployment or are 
worried about job security, purchasing a 
new home is not realistic.  This has led to a 
pent-up demand for housing.  As 
employment slowly improves and new 
households form, housing starts will 
increase and contribute in a meaningful way 
to the recovery.  Signs are now pointing to 
the bottom being reached earlier this year.  
Starts are edging higher, prices are firming 
up and the inventory of existing housing for 
sale has been cut in half from its recent all 
time high.  Just as important, shadow 
inventory, which includes foreclosures and 
houses 90 days in arrears but not yet for 
sale, has fallen from 4.5 million units at its 
peak to 3.1 million units.  With prices down 
34% from their peaks and low mortgage 
financing now available, home ownership is 
becoming more affordable for families.  
Some economists have even suggested 
improvements in the housing sector will 
negate the anticipated fiscal drag. 
 
Like the housing sector, the auto sector 
suffered a dramatic decline in 2008 / 2009.  
Already struggling under the burden of high 
labour costs and legacy issues, the industry 

was losing money prior to the recession.  
The breakeven production level for the 
North American auto industry had reached 
14 million units, a level not achieved in the 
three years preceding the recession.  By 
putting GM and Chrysler into Chapter 11 in 
the first half of 2009, the industry was 
forced to recapitalize and restructure its 
operations.  For the first time in decades, 
unions and management worked together to 
ensure the sustainability of the industry 
going forward, reducing the breakeven level 
to 10.5 million units.  Ford led the recovery 
of the sector.  By introducing new models, 
Ford sent a message to consumers that the 
company had sufficient cash on hand to 
survive the downturn and would be around 
to back warranties.  Ford's market share 
subsequently increased.  Although the 
tsunami in Japan and resulting parts 
shortage caused 2011's production of 12.8 
million units to fall  short of the 13.2 million 
units forecasted, it was a sizeable 
improvement from the 11.8 million units 
produced in 2010.  The path to recovery has 
continued on into 2012 and total production 
should come in at approximately 14 million 
units. This is still 3 million units off of the 
long-term trend line, but it is once again a 
profitable industry.  Similar to housing, 
there are several indicators of there being a 
pent-up demand for new cars: 
• At an average age of 10 years old, many 

automobiles in the American fleet are 
nearing the end of their useful life, 
meaning a replacement cycle should 
soon take hold.   

• With new cars offering relatively good 
value in terms of increased content and 
reliability, for many, purchasing a new 
car makes economic sense.   
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• Following years of low production, used 
cars are now falling into short supply, 
thereby narrowing the price gap between 
new and used.   

• With manufacturers once again hiring, 
consumer confidence should increase, 
particularly in the US mid-west. 

 
Canada’s Housing Bubble? 

At the present time, it appears the Bank of 
Canada is balancing its concerns regarding 
the debt levels of Canadian families against 
the burdens of Canadian manufacturers and 
exporters.  More is being written about a 
Canadian "housing bubble" which is 
beginning to undermine the confidence of 
Canadian consumers.  More concerning to 
the Bank of Canada is the size of mortgages 
Canadians are taking on.  Canada escaped 
the collapse of the US banking and housing 
sectors unscathed in part due to banking 
regulations and the subtle differences in 
homeownership in Canada versus the US.  
However, in looking at housing costs in 
some regions of the country, there is some 
downside to the market.  In particular, 
Vancouver and the Toronto condo market 
have seen robust growth with soaring prices 
over the past five years.  To tackle inflation 
in the real estate market without impacting 
the rest of the economy, the government 
chose to tighten lending requirements 
rather than raise interest rates.  While it is 
still too early to tell, it appears these 
measures are beginning to have the desired 
effect.  Sales volumes have fallen and prices 
have begun to ease on the west coast.  The 
Toronto condo market, however, remains a 
question.  Currently, the units constructed 
or in the process of construction equate to a 
60-month supply.  Comparatively, in the 
US, at the peak of the housing slump there 

was 13 months of inventory.  There is a 
high probability the Toronto condo market 
will pull back. Despite real estate 'experts' 
making claims of shortages in single 
dwellings in the GTA, downward pressure on 
home prices throughout Ontario and other 
parts of the country is expected.  There is 
comfort in that economists at major banks 
are predicting a soft landing, not a crash.  
While this disruption in the housing market 
may spill over into a slowing demand for 
consumer goods, it needs to be kept in mind 
that our economy remains closely tied to 
the US and the export of resources.  The 
long-term prospects for these areas of the 
Canadian economy look positive over the 
longer term. 
 
Stock Valuations Are Attractive 

Patterns in historical data provide some 
indication of the direction of stock markets 
in the near term.  A common benchmark 
used for comparison purposes is the yield 
on a 10-year government treasury bill. 
Historically, the yield on a 10-year treasury 
bill has been approximately equal to the 
earnings yield on stocks.  When the 
earnings yield falls below that of the 10-
year treasury, stocks have proven to be 
expensive and have pulled back in the 
following 12 months.  When the earnings 
yield has exceeded the 10-year government 
benchmark, stocks have been cheap in 
comparison and prices have either risen or 
bond prices have fallen in the months 
following.  Currently, earnings yields are 
more than 500 basis points above the yields 
on the 10-year treasuries in both Canada 
and the US.  This is the largest gap in 25 
years, driven largely by a flight to quality 
and the desire of an aging population to 
protect capital over everything else. The 
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question then turns to the probability of 
interest rates moving higher in the near 
term.  US Federal Reserve Chairman Ben 
Bernanke has indicated short-term rates will 
stay at, or close to 0%, until 2015.  Bank of 
Canada governor Mark Carney has given 
stronger indication interest rate hikes are a 
possibility, but he waivers back and forth as 
new economic data is absorbed.  This is not 
particularly good news for fixed-income 
investors who hold long-term bonds, but it 
does provide substantial upside in stock 
valuations.  
 

In Summary 
We anticipate the American economy 
continuing to grow throughout 2013 at a 
slower pace than experienced in past 
recoveries.  Fiscal drag due to government 
spending cuts and tax increases will likely 
be offset in part by quantitative easing and 
a more robust housing and auto sector.  
While China’s growth will slow, it should 

remain relatively strong.  A narrowing wage 
gap and other relative advantages could 
give American industry a boost in the next 
12 to 24 months.  Europe remains a risk, 
not due to the volume of exports the US 
ships to the region, but due to the fact a 
collapse of any member state will have spill-
over implications throughout the world.  
Consumer confidence in Canada may 
dampen with a softening housing market, 
but the long term benefit is that we do not 
have a housing-bubble burst.  Improving 
prospects in the US economy and a 
continued demand for Canadian resources 
should keep the Canadian economy 
growing.  Interest rates are expected to 
remain low and equity should provide 
reasonable single-digit returns given its 
relative valuation to fixed-income 
alternatives. 
 
As always, we advocate a balanced and 
disciplined approach to investing. 

 

What the Markets Did

*Represents total returns in Canadian currency. 
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Canada, which had trailed the other regional indicies in recent months, gained some ground 
with an impressive quarter, posting a 7.0% return in Q3 2012.  The United States continued 
its strong performance with the S&P 500 generating a 6.4% return over the quarter (in US 
dollars).  Internationally, the EAFE composite also generated solid returns with a 7.0% gain in 
the third quarter (in US dollars).  As noted, the returns for the US and international 
composites are in US dollars, so given the Canadian dollar strengthened against the US dollar 
by 3.4% over the quarter - when the US and international returns are converted into 
Canadian the returns are lowered to 3.0% and 3.6% respectively.  
 

Sector Watch 
 

Consumer 

IAIC's consumer sector includes consumer 
discretionary, consumer non-discretionary 
(staples), and pharmaceuticals. Overall, the 
combined sub-sectors generated an increase of 
3.5% in the third quarter.  The positive gains in 
the consumer sector were due in part to pricing 
gains, and efforts to reduce costs. Throughout the 
sector, some restraint on consumer spending and 
foreign currency headwinds had a minor negative 
impact on earnings growth.   
 
 
Financials 

Overall, the finance sector had a solid quarter, 
providing a return of 4.8%.  The Canadian banks 
generated very promising results, beating their 
earning expectations and a majority increased 

their dividend or repurchased their own shares.  The US finance sector also contributed to the 
positive gains in the third quarter, mostly due to declining provisions for loan losses and 
controls on non-interest expenses.  With matters regarding the European sovereign debt 
remaining relatively calm over the quarter, there was greater stability in the international 
finance sector which helped generate positive gains.  However, with interest rates remaining 
low, there is still continued concern about net interest margin compression impacting 
profitability in this sector. 
 
Industrial 

The total return for the industrial sector for the third quarter generated positive gains of 
2.5%.  Construction related areas such as building products and construction equipment 
generated positive gains.  Some of those gains were due to replacement of aging equipment 

S&P/TSX Composite 7.0% 9.2%

S&P/TSX 60 6.7% 8.6%

S&P/TSX Completion 7.8% 10.8%

S&P/TSX SmallCap 8.3% 5.6%

S&P/TSX Venture 12.1% -9.0%

S&P/TSX Income Trust 4.7% 23.4%

S&P/TSX Preferred Share 1.9% 6.5%

IAIC Equity Sector Benchmarks

Consumer 3.5% 19.2%

Financials 4.8% 12.0%

Industrial 2.5% 12.8%

Resources 10.5% 4.6%

Utilities 4.1% 13.4%

S&P/TSX CA Indices ($C) 3M TR 12M TR
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in the US and Europe. Weak economic growth is having a negative impact on the performance 
of technology companies, but there is optimism for a turnaround with heavy consumer 
demand in the fourth quarter. 
 
Resources 

The resource sector experienced double-digit growth this quarter, coming back from losses of 
the previous quarter.   Overall, the sector was up a combined 10.5% over the third quarter - 
materials up 13.1% and energy up 8.5%.  Equity prices were helped by the US Federal 
Reserve's announcement that it was launching its third round of quantitative easing, adding 
more stimulus dollars to the market.  The resource sector also reacted positively to news that 
the European Central Bank will buy the bonds of distressed countries, inidicating they will not 
let the EU be torn apart by debt.    As a result, appetite for risk increased, thus boosting 
valuations.  The strong performance of the TSX composite over the quarter was partially a 
result of its relatively heavy wieghting in the resource sector.   
 
Utilities 

Investors' continued quest for dividends has kept utilities amongst the highest performing 
sectors during this period of moderate growth.  The third quarter saw utilities place in the 
middle of the pack among the different sectors with a return of 4.1%.  Consisting of pipelines, 
telecommunications and power generation, utilities are still attractive to investors because of 
their higher dividend yields.   Based on the strength of their performance over the past 18 
months, it remains to be seen how much further the price of utilities can go, as we anticipate 
some softness in the pricing of these companies.  For now, investors continue to collect their 
stable and, in many cases, rising dividends from utility selections. 
 
 

Key Economic Rates & Commodity Prices 

 

 

 

 

 

 

 

  
    

      
 
Key Economic Rates 

Sep-12 Aug-12 Jul-12 Jun-12 May-12 Apr-12 Sep-11

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

90D TBill 0.97% 1.03% 0.99% 0.88% 0.95% 1.06% 0.81%

2Y Benchmark 1.07% 1.15% 1.08% 1.03% 1.06% 1.34% 0.88%

10Y Benchmark 1.73% 1.78% 1.68% 1.74% 1.74% 2.04% 2.15%

30Y Benchmark 2.32% 2.33% 2.27% 2.33% 2.29% 2.61% 2.77%

CPI (Y/Y) NA 1.25% 1.25% 1.50% 1.24% 2.00% 3.17%

CPI x-Food/Ener. (Y/Y) NA 1.13% 1.31% 1.66% 1.48% 1.92% 1.85%

$U / $C 1.015 1.014 0.998 0.980 0.966 1.011 0.962

€ / $C 0.790 0.805 0.811 0.773 0.782 0.764 0.716

¥ / $C 79.227 79.545 78.122 78.471 75.785 80.807 74.317

CA Rates



 
 

In Focus 
Independent Accountants' Investment Counsel's Quarterly Newsletter 

 

 
Integrating Accounting, Financial Planning & Investment Management 

 

9 

Gold 
(in US dollars) 

      Crude Oil 
       (in US dollars) 

2010 2011 2012
800

1000

1200

1400

1600

1800

2000

800

1000

1200

1400

1600

1800

2000

2010 2011 2012
60

70

80

90

100

110

120

60

70

80

90

100

110

120

The overnight rate went another quarter with the Bank of Canada making no changes.  In the 
US, clear indication has been given that there will be no increases to the short-term borrowing 
rate in the near future.  In Canada however, the governor of the Bank of Canada, Mark 
Carney, has given indication a rate increase may be forthcoming.  A fragile global economy, 
as well as concerns over household debt levels and the impact a rate increase will have on 
Canadian families have kept the Bank of Canada on the sidelines for the time being. 
 
Throughout 2012 the Canadian and US dollar have remained within a few cents of one 
another, with each taking turns in being the stronger of the two.  In August, the Canadian 
dollar over took the greenback and held this position through the end of the quarter;  
however, the Canadian dollar's advantage never advanced beyond 3 cents and closed at 
$1.015 US. 

 
      

 
 

 
 
 

 
 

 
 

 

 
Commodity Prices 

The strong close for the resource sector was correlated to the improving prices of the 
commodities these companies produce.   In particular, the minerals and metals sub-sector of 
commodities strengthened significantly during the quarter with gold, silver, zinc, nickel and 
aluminum all experiencing double-digit percentage increases in pricing futures.  Energy prices 
were also on the rise during the quarter.  Specifically, natural gas continues to recover from 
the all-time low it hit in April, increasing by 17.6% to $3.32  per fut, MMBTU.  The lone 
exception in the energy subsector was coal: its price declined by 3.3% to $54.40 per fut, ton. 

 
After coming down in price earlier this year, gold experienced another rally in the third 
quarter, increasing by over 10%.  Concerns over quantitative easing in the US and European 
debt continue to cause many investors to seek the safety of gold.  Furthermore, supply 
disruption worries driven by labour disputes in the gold mining belt of South Africa have also 
contributed to increased prices of the precious metal.   
 
The price of oil increased 8.5% in the quarter.  While it remains in high demand, lingering 
fears of a global economic slowdown have, for the most part, kept oil below $100 per barrel.  
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The fear is if oil exceeds $100, many other economic sectors will slow down and cause a 
global downturn.  This, coupled with China’s economic growth slowing, has had a restraining 
effect on the price of oil.  On the other hand, it is getting harder for oil companies to produce 
‘cheap’ oil.  While companies are finding new deposits, they generally have to dig deeper and 
ship it further. 
 
 
 
 
 
 

The Potential Impact to 

Investors by the 

Government Preparing for 

a Demographic Shift 
 

When looking at a chart depicting the 
number of Canadians born in a year, one 
sees a bulge in the post war years of 1946 
through to 1961 and a dramatic tailing off 
from 1962 to 1966.  Drilling down even 
further in the data, there were more people 
born in Canada between 1960 and 1961 
than during any other two-year span in this 
country's history.  What this all means is 
that in the coming years, there will be a 
very large demographic cohort entering 
retirement.  These people will no longer be 
net providers to the government and as 
they age, they will be drawing on 
government resources.  Pensions and social 
assistance will become a larger portion of 
government expenditures. But more 
importantly, with healthcare costs per 
capita increasing approximately 400% for 
individuals between the ages of 50 and 70, 
over the next 10 to 15 years, the cost of 
providing healthcare is anticipated to 
double. 
 

Unfortunately, rising costs are only one side 
of the equation.  Prior to 1962, Canadians 
were averaging five children per family.  
Since then the rate has steadily declined to 
an average rate of less than two.  This 
means that as baby boomers make their 
way into long-term care and begin to 
burden the healthcare system, the number 
of people in their peak earning years, 47 to 
52, is shrinking.  So in addition to the 
burden of escalating costs, the government 
is also facing diminishing revenues. 
 
As a first step to address this in the long-
term, the most recent federal budget 
included proposed changes to Old Age 
Security (OAS).  For those born after March 
1958, OAS eligibility will be pushed back up 
to two years.  While these changes will not 
take effect until 2023, many Canadians will 
need to amend their financial projections 
and make up the shortfall through personal 
savings.  For the average couple, this 
means an additional $25,000 in net present 
value.   
 
Many analysts are predicting this 
demographic shift and change to OAS will 
have an impact on the asset mix of savings 
and retirement funds.  Retirees will be 
seeking income and safety, however, low 
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interest rates will continue to prevent many 
from meeting their financial objectives.  To 
balance their objectives, there is expected 
to be a rotational shift to larger, “blue-chip” 
companies that reward investors through 

dividends.  More investors with income 
needs will be seeking well established 
companies with a consistent track record of 
profit growth and a dividend policy related 
to profitability.   

 

 
IAIC Disclosures 
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