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Although IAIC always remains true to its overall investment
philosophy, the investment strategy being executed is
continually revisited. In shaping its investment strategy
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The Quarterly Commentary
as quickly as in past recoveries; US
unemployment seemed to be stuck at 9%.
At the same time, government stimulus
programs were ending and austerity
measures were being introduced. A flicker
of hope was observed prior to Black Friday
with relative strength in online retail orders.
The optimism was short lived, as Christmas
shoppers reined in their spending, a clear
signal of weakness in consumer confidence.
But some upside surprises in the economic
data early in 2012 began to restore
confidence. Falling weekly jobless claims
and some relative strength in foreign
markets, particularly in China, were all good
news items. Automotive sales strengthened
in the last quarter of the year as the
production of parts in Japan began to come
back on line. Overall, current trends in
employment and consumer confidence are
providing economists with confidence in the
US economy going forward.
At times
tactical shifts within the established ranges
for each asset class are warranted. In early
2012, the IAIC portfolio management team
made a decision to allow clients with US
equity holdings to have a slight increase in
the allocation weighting in this area. Some
of this has happened naturally starting in
late 2011 as US markets have been
consistently
stronger
than
Canadian
markets over the past six months.

The first three months of 2012 provided
optimism for investors with key economic
data from the US indicating improvements
in consumer confidence, manufacturing and
employment.
While European sovereign
debt issues continued to weigh on the
markets, setbacks in negotiating solutions
for an orderly default of Greek debt had a
much more subdued effect, indicating much
of the risk had already been priced into
equities in 2011.
Improving Employment Data and
Consumer Confidence...
The recovery from the recession and
economic turmoil spurred on by the financial
crisis of 2008 has been slow and difficult.
The most significant drag on the recovery in
the US has been consumer confidence,
which is tied very closely to employment.
Without jobs or with worries about job
security, consumer confidence is eroded. It
is a real-life example of the chicken and the
egg paradox: which comes first.
If
consumers lack confidence, they will not
spend and this in turn has a negative impact
on employment. However, if employment
statistics are not improving or are
worsening,
consumer
confidence
is
undermined. This is where governments
recognize the need for intervention.
By
investing in infrastructure, the creation of
jobs shows up in the data and leads to
improvements in consumer confidence.
Once the momentum is moving in a positive
direction, the need for government stimulus
diminishes. In hindsight, it should not have
come as a surprise that consumer
confidence fell off in the latter half of 2011.
The creation of new jobs did not materialize

Volatile Energy Prices …
Energy prices have once again emerged as
a risk factor to the economy. The price of
oil has remained at over $100 / barrel as
tensions in the Middle East have escalated.
Iran’s nuclear program is considered to be a
major threat to Western interests and has
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resulted in the imposition of sanctions by
the US and the EU. Iran has responded by
threatening to shut down the Strait of
Hormuz, a major transportation corridor for
a significant portion of the world’s oil
supply. Putting further pressure on energy
prices in North America is the shortage of
refining capacity. Regardless of the price of
oil, when refining capacity is reduced, the
basic economic principles of supply-demand
economics send the price of gasoline higher.
This is exactly what consumers are
presently facing. The economy is sensitive
to the price of gasoline; consumers will
respond to price increases with changes in
both their short and long-term behaviours.
In the short-term, they will rein in
discretionary spending to balance their
household budgets. While consumers are
frustrated when the price of gas edges up a
few cents, rising fuel prices can have a
greater impact on the economy when the
rate of increases is rapid and new price
levels are viewed as sustainable in the
longer-term.
On the other end of the
spectrum is natural gas. Unlike oil, natural
gas is not as easy to move across the globe.
Prices in Europe and North America can
differ significantly. The price of natural gas
in North America is currently at a 10-year
low: approximately $2 per MM BTU. Three
factors are contributing to this.
The
weather, particularly on the northeast coast
of the US, always impacts the market for
natural gas. A cold winter or a hot summer
will create a spike in demand and send the
price higher and vice versa when we
experience a mild winter, like the one we
just had, or a cooler summer. The second
factor is one of supply. Natural gas is often
a by-product of drilling for and extracting
oil. As activity in this area increases, so

does the supply of natural gas regardless of
demand. The third factor, also a supply
issue, is that the technology to extract gas
has made significant strides forward. Large
deposits of what is known as shale gas,
once thought of as too difficult and costly to
extract, are now adding significant volumes
to the supply side. In the past the price of
oil and natural gas have converged. After
all, for the most part, consumers of these
products are buying units of energy. These
two commodities are interchangeable in
many applications, thus, in the long-run,
behaviours will be modified to adapt to the
cheaper alternative. This creates a shift in
the supply-demand curve for oil and natural
gas as they converge to a common price per
MM BTU. However, in the short-term there
is less flexibility to switch. The situation
becomes more complicated when you factor
in the world demand for oil being fuelled by
emerging economies and the introduction of
more storage capacity and transportation
options.
For
investors,
maintaining
exposure to both commodities is prudent.
As the rest of the world market's demand
for oil increases,
North American
consumption is exerting less influence on
the price. Given the current price of natural
gas and some concerns about the
environmental impact of new extraction
technologies, factoring in some probability
of higher prices in the long-term is
reasonable.
As always, to ensure
diversification, we want to maintain some
exposure to both commodities at all times
with short-term tactical shifts in our
weightings towards one or the other.
Emerging and Frontier Economies …
The pain of the great recession of 2008 /
2009 was largely offset by robust growth in
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emerging markets. With fewer technology
and communication barriers, emerging
economies
have
continued
to
make
significant strides forward, in some cases,
growing at a compounded rate of nearly
10% per annum over the past five years.
But with large gaps in wealth, income levels
and GDP per capita still existing between
emerging
and
developed
economies,
potential growth still abounds. While the
rate of growth will naturally slow over time,
emerging economies will continue to drive
global prosperity over the coming decade.
As investors, we will need to shift our
thinking about these markets to benefit
from the potential gains.
In the past,
countries like China and India have
essentially been exporters of cheap labour.
The economic activity for these countries
was built around resources and low cost
manufacturing to export goods to developed
countries. But the story we now need to
pay attention to in emerging markets is the
rapid expansion of the middle class.
Hundreds of millions of people have or soon
will become consumers of the many goods
and services most of us take for granted. It
is domestic consumption that will drive
growth in these economies. Companies in a
position to service those domestic markets
will grow and prosper. Frontier markets,
such as Africa, are more of a hybrid of
economies providing resources for external
consumption and meeting the demands of a
growing middle class.
While access to
emerging markets is improving as their
financial and banking systems evolve, direct
access to frontier markets remains difficult.
Specialized private equity funds are
beginning to take root in these markets but
frontier economies remain difficult to access
through publicly traded indices. Exchange

Traded Funds (ETF's) offer an efficient
means
to
access
some
of
these
opportunities.
To the extent a specific
foreign market is diversified, so too will any
ETF based upon that market index. We
expect emerging and frontier markets will
continue to provide additional risk adjusted
return to well diversified portfolios.
Canada to Leverage Resources …
In the recent Federal budget, an important
policy shift was announced that should be
noted by Canadian investors. Recognizing
that one of our comparative strengths and
advantages is our resource base (oil, gas
and minerals), the government is moving to
reduce the length of time associated with
environmental reviews and the duplication
of
approval processes
to
encourage
investment
in
this
area.
While
environmental
protection
remains
an
important priority, eliminating unnecessary
and often duplicated bureaucratic steps in
implementing viable projects will enhance
potential profitability and growth in the
Canadian resource industry.
Interest Rates and Fixed Income …
The silver lining in a slow recovery is a
prolonged period of low interest rates. As
discussed in IAIC’s previous newsletter, we
anticipate that the recovery will continue at
a slower pace than has been experienced in
previous recessions. While some upward
pressure on interest rates has been
observed, they remain at historically low
levels. Both the Federal Reserve in the US
and the Bank of Canada have sent clear
signals that the current environment of low
interest rates will prevail throughout the
remainder of the year and into 2013 and
possibly 2014. This can be positively or
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negatively viewed, depending on your
perspective. An aging population will be
seeking the safety offered by government
and investment grade corporate bonds but
in a low interest rate environment these
instruments will fail to meet income needs
and financial objectives. At the same time,
low interest costs will reduce the cost of
capital for companies seeking to build and
grow their businesses. For equity investors,
an economy with growth of only 1 to 2%

and low interest rates can be a very positive
thing. Corporate earnings grow while at the
same time, growth is not so robust as to
fuel inflation and higher interest rates.
In summary, we continue to expect
moderate returns for the equity markets in
2012. As always, we advocate a balanced
and disciplined approach to ensure our
clients’ portfolios remain well diversified.

What the Markets Did
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While each of the indices included in the chart above were up over the quarter, Canada was
the laggard with the S&P TSX Composite Index up just 4%. It seems the rest of the world has
to play 'catch up' and this was the quarter for it. The US took the lead with the S&P 500
rallying up over 12.5% with the international and global indices each up roughly 11%. The
low US dollar is helping US manufacturers and other exporters gain traction in the global
economy.
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Sector Watch
S&P/TSX CA Indices ($C)
S&P/TSX Composite

3M TR
4.39%

12M TR
-9.76%

S&P/TSX 60

4.55%

-10.17%

S&P/TSX Completion

3.95%

-8.68%

S&P/TSX SmallCap

5.97%

-15.05%

S&P/TSX Venture*

5.51%

-31.78%

S&P/TSX Income Trust

5.01%

11.02%

S&P/TSX Preferred Share

1.21%

4.55%

Consumer
IAIC’s
consumer
sector
includes
consumer
discretionary, consumer non-discretionary (staples),
and pharmaceuticals. Boosted by rising consumer
confidence, consumer stocks outperformed major
stock indices with contributions from all sub sectors,
led by consumer discretionary and healthcare.
Overall, Consumer stocks rose 12.0% in the first
quarter.

Financials
Solid earnings, dividend increases, reduced European
IAIC Equity Sector Benchmarks
Union risk and positive US leading indicators all
Consumer
12.00%
4.97%
helped contribute to a solid first quarter for the
finance sectors. The Canadian finance sector had a
Financials
10.99%
-1.15%
very strong performance with a first quarter total
Industrial
4.13%
-15.14%
return of 11.0%. Canadian banks’ quarterly earnings
Resources
-0.19%
-18.60%
were driven by higher revenue, lower loan losses and
-0.37%
15.28%
Utilities
stable net interest margins. US finance was up
22.1% thanks to heightened US economic activity and positive stress test results which enabled
some US finance companies to increase dividends and share buy-back plans. International finance
also had a very good quarter, up 18.3% thanks to high dividend yields and positive developments
in Greece during the first quarter.
Industrial
IAIC’s industrial sector includes heavy manufacturing, transportation and technology. Positive
forecasts for the American economy and easing concerns about Europe provided positive
momentum for industrial stocks, keeping pace with leading indices. Overall the sector was up
4.1% with technology leading the way with gains of 7.8%. As the economy returns to moderate
growth, corporations will put some of the cash on their balance sheets to work, which benefits the
industrial sector.
Resources
IAIC's resource sector includes materials and energy. Canada's resource sector posted a slightly
negative first quarter return, down 0.2%; both energy and metal producers suffered from lower
than expected demand for their commodities. The unclear recovery in the developed markets and
the slower growth in emerging markets continues to put downward pressure on the resource
sector. Most metals and minerals were up in the first quarter with the exception of nickel, which
fell 5.1%. Gold rose 6.5%, helped by continued geopolitical and economic concerns. Silver rose
16.5% and copper gained 11.5% in the first quarter, helping offset their prior 12 months of
weakening prices. Aluminum prices rose 4.9% over the quarter, helping aluminum producers’ first
quarter results. There have also been some significant swings in energy prices that have had an
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direct impact on the performance of the resource sector - more information on energy prices can
be found in the Key Economic Rates & Commodity Prices section of the newsletter.
Utilities
The utilities sector remained relatively unchanged from the close of the previous quarter. Although
the price of utility equities did not increase in the quarter, prices do remain high mainly because of
low interest rates. As an alternative, investors continue to be attracted to these high yielding
shares as most of the payout ratios seem sustainable through the relatively benign economic
outlook for North America. Conditions will likely remain the same until economic prospects really
dim or interest rates escalate fairly significantly. With the exception of the American power
utilities, which share the same rebound prospect as the US economy, the big price gains in the
utility sector are likely behind us. Without having the same rate of capital appreciation, going
forward investors may need to remain content with yield alone.

Key Economic Rates & Commodity Prices
CA Rates
Target
90D TBill
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30Y Benchmark
CPI (Y/Y)
CPI x-Food/Ener. (Y/Y)
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¥ / $C
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1.00%
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1.20%
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2.66%
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After the quarter end, the Bank of Canada announced they would leave interest rates as is,
however, it came with a warning that rising household debt is one of their biggest concerns.
As debt remains inexpensive, Canadians seem to fall deeper into it. Although we anticipate
interest rates will remain low through 2013, we cannot expect rates to remain at these lows
for the long-term. Inflation remains a key concern, and may start to rear its head further into
the year. The Canadian Dollar continues to fluctuate around par with the US dollar. This
means continued pressure for Canadian manufacturers and exporters. However, our
companies, for the most part, have remained resilient in finding ways to cope.
Energy Prices

Crude Oil (fut, bbl)
Natural Gas (fut, MM BTU)

Price

52W Hi

52W Lo

1M Chg

3M Chg

12M Chg

$103.02

$113.93

$75.67

-3.78%

4.24%

-3.47%

$2.13

$4.85

$2.13

-18.73%

-28.87%

-51.56%

Gasoline (fut, gal)

$330.81

$339.87

$243.16

1.56%

24.49%

6.45%

Coal (fut, ton)

$57.77

$80.35

$56.37

-4.78%

-28.10%

-25.70%

All amounts are shown in US dollars as at March 31, 2012.

The Energy sector was mixed with Natural Gas and Coal falling over 28% in the quarter,
while Crude Oil was up 4.2% and Gasoline up 24.5%. The rise in Gasoline is largely a supply
story with a large refiner in Philadelphia shutting its doors. Natural Gas is largely a supply
story as well with storage capacity at record lows. This is largely due to an abundance
of shale gas in the US. New technologies in this area have brought inventories to record
highs. The 28% decline in the price of coal can mostly be contributed to a slow down in
growth in China. Although still increasing, the growth rate of Chinese GDP has slowed from
previous years.

The Importance of Dividends
revisited.
In doing so there are many
factors our portfolio managers remain
cognisant of when evaluating both the
corporations in which our clients hold
securities, as well as
those being
considered for investment. One of those
items is the dividends being paid by the
corporation.
If all other things are
considered equal, IAIC prefers a company

"The only thing that gives me pleasure is to
see my dividend coming in."
-John D. Rockefeller
Although IAIC's value-based investment
philosophy guided by our core principals of
tax efficiency, diversification and discipline
remains constant - the overall investment
strategy being carried out to allow IAIC to
remain true to our philosophy is continually
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that has a proven history of paying and
increasing its dividend to one that does not.

IAIC Dividend Statistics

One of the most appealing aspects of
holding dividend-paying equity is the
income it generates for a portfolio. This is
especially attractive in periods of declining
equity prices, which is an inevitable phase
of the financial market lifecycle. By holding
dividend-paying securities investors are
assured of some income during times in
which the overall value of their portfolio
may decline. IAIC portfolio managers often
refer to this as "being paid to wait."
In addition to the income dividends
generate for an investment portfolio, there
are several other reasons why IAIC favours
companies that pay a dividend.

96%

Percentage of IAIC's equity 'core
picks' that pay a dividend.

67%

Percentage of IAIC's dividend-paying
equity 'core picks' that increased
their dividend in 2011.

9.2%

The average increase in the dividend
paid by IAIC's dividend-paying equity
'core picks' that increased their
dividend in 2011.

Forces Management to be Disciplined
A dividend requires management to set
aside a specific amount to pay to its
shareholders.
By having a payment
obligation, management is less likely to use
the company’s cash to enter risky ventures
or acquisitions that may not be lucrative for
the shareholders.

Validates the Quality of Earnings
By having the cash available and allowing it
to flow through to shareholders, there is
greater transparency to the earnings of the
corporation.
The earnings reported have
created cash that can be distributed to its
shareholders and are not merely earnings
on paper.

Correlation to Growth
For some investors, conventional wisdom
tells them from the standpoint of capital
appreciation, companies that do not pay
dividends
are
the
more
attractive
investment. The rationale being that by not
paying shareholders a dividend but rather
reinvesting all of its profits into the
business, these companies will grow the
fastest.
However, recent studies have
shown that dividend-paying companies
have led the way in overall growth.
• RBC Dominion Securities, April
2011: The average annual rate of
return over a 25 year period of

Indication of Expected Future
Cash Flow
Through the payment of a dividend
management is demonstrating confidence
in the future growth of the corporation's
cash flow. By distributing profits to its
shareholders rather than holding excess
cash, management is expressing its
expectation of growth to continue to
support the organization in the future,
leaving
reduced
requirements
for
emergency cash reserves.
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•

companies
divided
amongst
the
following four categories:
1) Increased their dividend: 12.6%
2) Paid stable dividends: 10.8%
3) Cut their dividend: 3.2%
4) Non dividend payer: 2.4%
S&P/TSX Composite Index gained 7.3%
during the period
TD Waterhouse, May 2011: During
the five year period ended March 15,
2011
dividend
and
dividend
reinvestment had contributed to more
than 50% of the total return on the

S&P/TSX Composite and more
100% of the S&P 500 Index.

than

For the reasons noted, IAIC pays close
attention to the dividends being paid by
corporations.
Beyond
the
income
generated for an investor's portfolio, the
regular payment of the dividend also tells
money managers key information about the
state of a corporation.
Furthermore,
history tells investors there is a positive
correlation
between
dividend-paying
equities and the overall rate of return of an
investment.

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.
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