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about Greece defaulting on a mere $500 billion
in sovereign debt?

The Quarterly Commentary
As the previous year closes out, analysts are
reflecting upon the events that shaped the
global economy over the past 12 months,
and their impact on expectations for the
coming year.

The European Union was not a partnership of
equals from the start. While guidelines were
drafted dictating that no nation in the EU should
have a deficit in any single year exceeding 3%
of GDP, nor a total debt in excess of 60% of
GDP, there was no enforcement mechanism.
Countries like Greece, Spain and Portugal did
not have strong developed economies like other
member nations, yet as a part of the EU could
borrow to fund social programs and government
spending on the credit worthiness of their
industrialized partners.
Tax compliance was
never strictly enforced in Greece, yet spending
was put in place that did not reflect this and
their economy could never support. While much
of the Greek economy is underground, their GDP
is not growing, but rather shrinking. It is a
nation with a bloated public sector as well as
social programs and entitlements exceeding
those available in the world’s wealthiest nations
- all funded with borrowed money with no
sustainability. Austerity measures themselves
are not enough when the economy is
contracting. Many now believe the default of
Greek sovereign debt to be inevitable.

Volatile Markets in 2011 …
The dominant theme for investors in 2011
was volatility - implying risk and uncertainty.
Market swings of 2 to 3% on some days were
clear signs of the fear investors had of the
unknown. Throughout the year there were
several specific events around the globe that
had an impact on the economy and investor
sentiment. However, no single issue had as
much influence as the struggles facing
Europe to rein in government spending to
combat the climbing sovereign debt of many
European Union nations. As much as Europe
weighed on the markets, the negativity was
compounded by America’s spiralling deficit
and the government's deadlock on raising
self-imposed debt ceiling limits.
To
appreciate the current economic situation in
Europe and the US, one needs to consider
events going back nearly 15 years.

The second question, why should the rest of the
world be concerned about a Greek default, is a
little more complicated to answer. First, one
must look to the holders of the debt and the
impact a default will have on them.
Large
European banks are clearly at risk, but this is
not the real crux of the problem. Over the
years,
derivative
markets
have
grown
exponentially.
Derivative products such as
credit swaps can, and should be used between
parties as a mechanism to mitigate total risk by
structuring a trade-off of those risks. However,
the derivatives market has grown, relatively
unencumbered by regulation, to meet the
demands of speculation. The fact is nobody has
a clear handle on the number of credit swap

European Sovereign Debt …
The formation of the European Union and the
merger of sovereign currencies into the Euro
approximately a decade ago was a
controversial initiative that was a precursor
to the current sovereign debt crisis. While
risk of default is country specific, the entire
global economy has been, and will continue
to be, impacted by the challenges the EU is
facing. While many of the member nations
are under scrutiny, the immediate concern
for the EU is Greece. On the surface, one
might ask two questions: First, how did
Greece get into this situation? Second, why
should the rest of the world be concerned
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measures to slow growth and inflation, terrorists
unleashed a devastating attack on New York and
Washington.
The US Federal Reserve acted
quickly and decisively setting the overnight
borrowing rate at a historical low of 1% to ease
economic fallout from 9/11. With abundant and
cheap credit available, US consumers drove real
estate values to new highs. Many Americans
who really could not afford to purchase a home
were given high ratio mortgages that were
backend loaded.
Those who had equity in
existing homes had the opportunity to borrow
substantial amounts to finance discretionary
spending. This led to a “credit bubble” which
eventually had to burst.
In 2006 property
values began to decline, the first domino had
been tipped. In 2008, the recession evolved
into a credit crisis. The US government had to
act with a heavy hand to avert an economic
meltdown and provide liquidity for the financial
system.
The situation however was not
contained to the US and was compounded by
the deteriorating state of the economy,
perpetuated by a slump in housing and new
home construction.
All around the world
governments intervened with stimulus packages.
Government actions successfully achieved what
they set out to do and by the second half of
2009, the most significant of those economic
threats had seemed to pass.
However,
household balance sheets were damaged and
the process of unwinding the “credit bubble” had
a significant impact on consumer spending.
What became evident was that an economic
recovery was not going to be consumer driven.
The process has been slow, but the US
consumer is gradually regaining their footing.
For the past three years, Americans have been
“net savers.” Many people have delayed major
ticket purchases, evidenced by the American
auto fleet, which on average is now 10.8 years
old, a record high. First time homebuyers have
been absent from the market, which has
prolonged the housing slump. The result has
been a frustratingly slow economic recovery

contracts, the derivatives written on these
swaps, nor who exactly holds them. It all
sounds very similar to the sub-prime
mortgage-backed securities that nearly
brought down the US financial system in
2008.
A default of Greek bonds could be
much more painful for the banks and
institutions who have engaged in the
derivatives market than those that simply
held the debt. Not knowing how this will
end has led to the fear and volatility we have
observed in the markets throughout most of
2011.
An orderly default with diligent
compliance to the commitments that all
parties need to make will ease the pain.
While most believe Europe will struggle
through this situation in the coming year, the
question remains if there is the political
willpower to enact an orderly default. The
good news however, is that all parties have
now recognized and acknowledged the
alternative would be much more painful and
thus politically unacceptable.
A Slow Recovery in the US …
Turning to the US, again one needs to look
back a few years to get a better
understanding of the current economic
climate. Many investors are perplexed by
the slow rate of economic recovery in the US
following the recession of 2008 / 2009.
Historical observations would indicate the
highest economic growth in any investment
cycle usually occurs in the years of recovery.
Cycles have proven to be repeatable and
thus one needs to be weary of any analyst
stating, “it is different this time.” While it
may not be different this time, there is a
unique twist impacting the pace of economic
recovery in the US and it is expected to
continue to have an impact in the coming
years. It started with the loosening of credit
in the late 1990s to stimulate the economy.
Unfortunately,
just
as
the
federal
government should have been introducing
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Expectations for 2012 …
For 2012, analysts are expecting the US
economy to grow between 2 to 3%. Emerging
economies will continue to be a strong catalyst
for the global economy, however they are
unlikely to reach the double-digit pace observed
in previous years.
Europe is expected to
continue to be a weak spot while Japan should
start to see some stimulus as a result of
rebuilding. For investors, this translates into
muted expectations for 2012.
Corporate
earnings grew in 2010 and 2011, surprising on
the upside, but there is concern this momentum
could start to subside. On a positive note, the
price of equity has been discounted and now
trades at very reasonable price/earnings ratios.
Further positive stimulus for equity in 2012 is
the extremely high spread between the yield
derived from corporate earnings versus the
yields available in the bond market. With 10year US government treasuries providing less
than 2%, earnings yields on stocks look
extremely attractive.
As more people reach
retirement, they will be seeking income. Yields
available in the bond market fail to even
compensate investors for inflation. For some
investors, large-cap stocks with solid records of
paying dividends and increasing those dividends
may be a suitable alternative to fixed-income
securities. There is no relief from this in the
immediate future. Given the current rates in the
market, one would expect that bond prices have
peaked and the fifteen-year bond rally we have
experienced is over, yet interest rates are
expected to remain at historic lows throughout
2012 and well into 2013. Still, the low rates are
good for stocks, particularly if inflation is kept in
check.

which will be compounded as economic
stimulus measures are withdrawn and
governments begin to cut spending.
But
again, there is some good news. The US
economy is still expected to grow in 2012
and showed unexpected strength in the last
quarter of 2011. The fears of a double-dip
recession have once again eased and the US
is expected to be one of the better news
stories for the global economy in 2012.
However, the unwinding of credit will
continue and government fiscal policy will be
a further drag on growth.
This provides
some insight into why we are not
experiencing robust growth, as observed in
previous economic recoveries.
The Uprising in the Middle East and a
Tsunami in Japan …
Two other events in 2011 had a disruptive
impact on the global economy. First, the
unrest in the Middle East and the push for
democratic reform in resource-rich states
during the first quarter disrupted global oil
supply, forcing the price of crude higher by
approximately 20%. Consumer confidence,
already on a weak footing, was further
undermined by the increase in prices at the
gas pump.
As governments toppled and
more countries joined in civil disobedience,
people began to realize energy supply issues
would continue to put pressure on the price
of gasoline and heating fuel.
The second major event was the devastating
tsunami that decimated the northeast coast
of Japan. The crippling effect on Japanese
industry was felt throughout the world as
automotive and electronics supply chains
were severely disrupted. Automotive sales
for example, failed to meet projections in
2011, in part due to the lack of available
inventory.

Our expectations at IAIC can be described as
cautiously optimistic. There are some serious
headwinds facing the economy but there are
also some very positive signs.
Europe will
continue to impact the global economy and the
markets in a negative way.
With consumer

Integrating Accounting, Financial Planning & Investment Management

4

In Focus
Independent Accountants' Investment Counsel's Quarterly Newsletter
confidence and employment improving in the
US, we believe good American stocks will be
in demand.
The performance of the
Canadian market, led by financial services
and resources, will be driven forward
somewhat by the continued demand for
commodities from emerging economies. The
Canadian industrial sector could face further
challenges if the Canadian dollar remains

strong. However, recent strength in the US
dollar, provides some optimism for Canadian
manufacturing.
As always, we maintain that a disciplined
approach to investing with diversification among
various asset classes and economic sectors will
help to mitigate volatility and will keep investors
on-track towards their long-term financial goals.

What the Markets Did
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Lead by gains in manufacturing, inventory shipments and retail sales, Canada’s index was up
3.59% over the quarter. Contrast this with the higher performance of the American indices which
were up 9.43% over the quarter. This relieves concerns of a double-dip recession in the US. More
in-depth information on specific sectors of the market can be found in the Sector Watch section of
the newsletter.
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Sector Watch
S&P/TSX CA Indices ($C)
S&P/TSX Composite
S&P/TSX 60
S&P/TSX Completion
S&P/TSX SmallCap
S&P/TSX Venture
S&P/TSX Income Trust
S&P/TSX Preferred Share

3 Month
12 Month
Total Return Total Return
3.59%
-8.71%
2.82%
-9.08%
5.79%
-7.85%
5.86%
-16.43%
1.19%
-35.11%
7.67%
23.45%
2.35%
5.76%

IAIC Equity Sector Benchmarks
Consumer
3.42%
Financials
1.22%
Industrial
7.93%
Resources
3.97%
7.24%
Utilities

-1.23%
-2.86%
-13.29%
-15.28%
19.54%

Consumer
IAIC’s
consumer
sector
includes
consumer
discretionary,
consumer
non-discretionary
(staples), and pharmaceuticals. Driven by a strong
health care sub-sector, consumer stocks performed
on par with major stock indices. Consumer nondiscretionary remained relatively strong while
Consumer discretionary continued to be weak but
still made some gains as consumer confidence
started to improve. While consumer confidence
has minimal impact on non-discretionary spending,
it is a major drag on discretionary spending.
Overall, Consumer stocks rose 3.42% in the fourth
quarter.

Financials
The Canadian finance sector’s performance in Q4 was slightly positive, coming in at 1.22% as EU
worries somewhat subsided. However, this positive return followed back-to-back quarterly losses
and was not significant enough to lift the 2011 full-year Canadian finance benchmark return into
positive territory. The Canadian finance sector benchmark performance for 2011 was negative
2.86% (in CAD $). The market perceived the Canadian finance sector to be “guilty by association”
in 2011 as investors sold European and US bank shares on fears the European Union’s financial
system might crumble. US and International finance sector benchmark performance was also
positive in the fourth quarter with the US benchmark return coming in at 10.82% (in US $) and
the International finance benchmark coming in at 4.24% (in US $). Similar to Canada, the fourth
quarter positive returns were not enough to offset the second and third quarter losses incurred
earlier in the year. The US finance sector benchmark return for 2011 was negative 17.06% (in US
$) and the International finance benchmark return for 2011 was the weakest, losing 18.07% (in
US $). We continue to over-weight Canadian banks and their returns once again outperformed the
US and International banks in 2011.
Industrial
IAIC’s industrial sector includes heavy manufacturing, transportation and technology. Fears of a
double-dip recession and slowing global growth began to ease providing some momentum for
industrial stocks. Performance of the industrial sector is influenced not only by consumer
confidence, but by corporate capital expenditures. The sector advanced by 7.93% in Q4 but was
held back somewhat by a decline in technology, despite IBM finishing the year as the top gainer on
the Dow Jones. Again, like last quarter, it should be emphasized that the strength of corporate
balance sheets and pent up demand for durable goods should provide some stimulus to this sector
as the economy returns to moderate growth.
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Resources
The Canadian resource sector’s poor benchmark performance seen in Q2 and Q3 did not continue
in the fourth quarter as the sector gained 3.97%. The fears of a global economic slowdown
subsiding, combined with the risk of supply disruptions, helped support some commodity prices
such as copper and crude oil to increase over the quarter. Copper jumped 8.43%, recovering to
$3.45 per pound by the quarter's close, however this was not enough to offset the full year sell off
which left copper prices down 21.25% for 2011. Crude Oil was up 24.79% as the risk of a supply
disruption increased; this fourth quarter price increase helped crude oil end the year in positive
territory, up 8.15%. Silver, which hit $48.58 per ounce earlier this year, ended the year at $27.88
per ounce, down 9.84% for 2011 and down 43% from its high of this year. Natural gas continued
to fall, closing the year out at $2.99, down 18.47% in the quarter and 32.15% for 2011. It was a
tough year for most commodity prices as they suffered high double-digit price pullbacks for the
year, not seen since 2008. Gold pulled back slightly in the fourth quarter down 3.31% but still had
a solid 2011 up 10.23%, closing the year out at $1,566 per ounce after peaking at $1,889 in
August. Gold continues to benefit from the global political and economic concerns weighing on the
market.
Utilities
The utility sector comprising of telecommunications, pipelines and power generation and
transmission was once again one of the best performing economic sectors. As a whole, the sector
gained just over 7% in the quarter as investors continued to be attracted to the higher dividend
yields offered by those types of companies. In these times of very low interest rates on bonds,
GICs and other interest-paying securities, the dividends from these companies become more and
more attractive. This is magnified in taxable accounts when one considers the tax advantages
conferred by dividends from Canadian companies, relative to interest income.
It seems
this scenario may continue for an extended period of time as various governments indicate the
need for continuing low interest rates to stimulate their economies. The relatively high rates of
dividend yields available from most utility companies should therefore remain generally attractive
to investors.

Key Economic Rates & Commodity Prices
CA Rates
Target
90D TBill
2Y Benchmark
10Y Benchmark
30Y Benchmark
CPI (Y/Y)
CPI x-Food/Ener. (Y/Y)
$U / $C
€ / $C
¥ / $C

Dec-11
1.00%
0.82%
0.96%
1.94%
2.49%
NA
NA
0.983
0.757
75.821

Nov-11
1.00%
0.87%
1.01%
2.15%
2.69%
2.89%
1.58%
0.983
0.730
76.467

Oct-11
1.00%
0.89%
1.00%
2.29%
2.93%
2.90%
1.49%
1.004
0.722
78.430

Sep-11
1.00%
0.81%
0.88%
2.15%
2.77%
3.17%
1.85%
0.962
0.716
74.317

Aug-11
1.00%
0.94%
1.09%
2.49%
3.10%
3.08%
1.50%
1.023
0.710
78.398

Jul-11
1.00%
0.92%
1.39%
2.79%
3.29%
2.74%
1.15%
1.047
0.728
80.951

Dec-10
1.00%
0.98%
1.67%
3.12%
3.58%
2.35%
1.61%
1.005
0.750
81.560

Integrating Accounting, Financial Planning & Investment Management

7

In Focus
Independent Accountants' Investment Counsel's Quarterly Newsletter

US Target Rate

US $ / CAD $

7

7

6

6

5

5

4

4

3

3

2

2

1
0

€ / CAD $

1.1

1.1

1.0

1.0

0.9

0.9

0.8

0.8

0.7

0.7

1
0

1998 2000 2002 2004 2006 2008 2010 2012

0.6

0.6

1998 2000 2002 2004 2006 2008 2010 2012

0.80

0.80

0.75

0.75

0.70

0.70

0.65

0.65

0.60

0.60

0.55

0.55

0.50

0.50
1998 2000 2002 2004 2006 2008 2010 2012

The Federal Reserve remains committed to keeping the benchmark interest at 0.25% while
inflationary pressures remain low. The US economy is slowly coming back from nearly a 10%
unemployment situation, now sitting at 8.6%. Over the quarter, the US dollar has weakened
relative to the Canadian dollar by 2.1%. This helps the US economy as their goods are now
cheaper to foreign consumers, including Canadians. This is in sharp contrast to the Euro which fell
almost 6% in value against the Canadian dollar over the quarter, mostly due to recession fears
and debt load.

Price of Oil (per barrel)

Price of Zinc (per lb)

Price of Gold (per ounce)

120

120

1.2

1.2

110

110

1.1

1.1

100

100

1.0

1.0

90

90

0.9

0.9

80

80

0.8

0.8

70

70

0.7

0.7

60

60

0.6

0.6

50

50

0.5

0.5

40

0.4

40

2009

2010

2011

2009

2010

2011

0.4

2000

2000

1800

1800

1600

1600

1400

1400

1200

1200

1000

1000

800

2009

2010

2011

800

The price for crude oil was up almost 25% in the fourth quarter ending the year just under
$99/boe. Other commodities in general were mixed in the quarter with Natural Gas down 18.5%
while Zinc was flat. Zinc is desired in steel for its anti-rust properties, while Natural Gas is down
mostly because of the mild winter and increased supply. Gold was down slightly over the quarter;
however, for the year it ended up over 10% bouncing off new highs in the summer. Again, this
was mostly due to continued fears of inflation and sovereign debt issues across the globe.
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At IAIC, tax planning is a key component of the overall wealth management service provided to our clients.
By integrating IAIC's financial planning and investment management services with the tax knowledge of our
clients' accountants, we ensure tax-efficiency strategies are incorporated into each of the investment
portfolios we manage. Although tax strategies considered and executed in the management of our clients
wealth can be quite complex, the following touches on three of the most common and straightforward taxsaving opportunities all investors should consider.

Registered Retirement Savings Plan
Contributions
For many investors the use of an RRSP is an
effective tax-deferral strategy. Contributions
are tax deductible in the year they are made,
but more importantly, they grow and
compound on a tax-free basis within the plan.
Eventually an RRSP will have to be converted
to a Registered Retirement Income Fund
(RRIF), which requires minimum annual
withdrawals and is treated as taxable income.
Whether one should contribute to an RRSP or
pursue an alternative investment strategy is
dependent on one’s personal situation. Some
of the factors to consider include age, marital
status, retirement plans, current income,
marginal tax rates and current debt load.

Income Tax Considerations
for Investors
When evaluating the performance of their
portfolio throughout the year, many investors
focus on the total return of their portfolio and
do not consider the tax implications. Often, it
is only as the Registered Retirement Savings
Plan (RRSP) deadline approaches that many
investors start to pay attention to tax savings
opportunities. Unfortunately, it is often too
late to do anything about the year that has
just passed.
However, consider for a moment the total tax
burden of the Canadian Taxpayer.
After
paying federal and provincial income tax,
health care premiums, CPP contributions,
employment insurance, retail sales tax,
municipal property taxes, license and user
fees, disposal fees and airfare taxes the
average Canadian is left with less than 40%
of their income. Given this, it is prudent for
all
investors
to
consider
tax-efficient
investment strategies year-round.

Self-employed taxpayers may want to explore
the alternative of a Personal Pension Plan.
These plans are more complex than merely
contributing to an RRSP, so those interested
in exploring this option should consult with
their accountant and financial advisor.
Use of a Tax Free Savings Account
The second issue that investors should
consider is the use of a TFSA as a means to
build retirement funds in a tax-efficient
manner. Individuals 18 years and older can
contribute up to $5,000 per annum to a TFSA.
If less than $5,000 is contributed in any given
year, the difference is carried forward and
added to the following years’ contribution
limit. These plans first became available in
2009, so those who have not opened a TFSA
can contribute up to $20,000 to a plan in
2012. Any withdrawals from a TFSA can be

Investment professionals are often asked:
Should I make an RRSP contribution? Should
I contribute to a Tax-Free Savings Account
(TFSA) or should I pay down debt?
Unfortunately there is no simple answer.
Everyone has a unique situation and many
factors need to be considered. While tax
planning can be a complex task, there are
three issues that all investors should think
about.
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replaced in the following calendar year or any
time thereafter. As the ceiling of these plans
increase and contributions grow, the amount
of potential tax-free income for every
Canadian will increase substantially. Consider
the example of a married couple, each
contributing $5,000 per annum to their
TFSA's for a period of 15 years.
If the
investments in this account is able to produce
5% compounded growth, they will end up
with a total of $227,000. Any income this
generates or any withdrawal of principal will
be tax-free. In their retirement years this will
have no effect on their Old Age Security
(OAS) eligibility.

non-registered accounts can mitigate both
current and future taxes payable. Generally,
assets producing income with the highest rate
of tax, which includes interest and foreign
dividends, should be placed into registered
accounts.
Conversely,
assets
producing
income that is taxed at lower rates, such as
Canadian dividends, should be placed in nonregistered accounts. It does need to be kept
in mind that each portfolio and investor is
unique and asset distribution plans need to be
developed on a case-by-case basis.
In summary, income taxes significantly
impact the net income a Canadian Taxpayer
will receive from their investment portfolio.
In addition to balancing risk and return,
minimizing taxes should be an important part
of
their
overall
investment
strategy.
Fortunately for IAIC clients, our integrated
wealth management approach, which includes
utilizing the tax knowledge of accountants,
allows for even the most complex tax savings
strategy to be effectively incorporated into a
clients' overall investment strategy.

Securities Held Inside and Outside of
Registered Accounts
Advance planning for investors with funds
both inside and outside of registered accounts
can be advantageous.
Different forms of
investment income include interest, Canadian
dividends and foreign dividends. The efficient
distribution of stocks, bonds and mutual
funds among an investor’s registered and

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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