
MarkeT OUTlOOk
by timothy e. buRt, cfa

The stock market performed reasonably well in the first quarter with 
the best performance coming from the U.S. market (up 10.0% for the 

S&P 500) and the British market (up 8.7% for the FTSE-100). The Canadian  
market lagged behind, being up 2.5% (for the S&P/TSX). However, from 
mid-November 2012 to mid-March 2013, most of the major global  
stock markets were up around 16%, with the exception of the U.S. and  
Japan. They have since pulled back about 5% to their April 5 closing  
levels. This implies that we could be in a minor correction phase right 
now. Also during the first quarter of 2013, both the DJIA and the S&P 
500 reached record highs, albeit on March 28 for the S&P 500.

 We continue to believe that the stock market will achieve good 
results in 2013 given the strengthening U.S. economy and the outlook 
for higher corporate profits and continued low interest rates. The U.S. 
economy is being powered by strong consumer spending on new housing 
and new autos. We don’t think that current trends will reverse anytime 
soon. Current efforts to reduce U.S. federal government spending will 
slow economic growth but not reverse it. Consumer balance sheets have 
improved and corporate balance sheets are extremely strong with large 
cash balances. We think that higher capital expenditures will more than 
offset reduced fiscal spending.

 Unfortunately, things look weaker for the Canadian economy due  
to federal and provincial austerity budgets, and financially tapped-out 
Canadian consumers, given their high debt levels. Weak oil and metal 
prices have also contributed to slower growth. Fortunately, exports of 
lumber, building materials, machinery, autos, and auto parts are strong. 
Recent weakness in the Canadian dollar will also help drive exports. Even 
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though housing prices are starting to fall in selected regional  
markets, we don’t see a country-wide collapse in housing  
prices because of extremely low mortgage rates and continued  
employment growth.

 Given the large weighting that the energy sector has in the 
S&P/TSX, we don’t think that the Canadian stock market will 
reach record highs (currently still off 18% from its June 18, 2008 
high of 15073.13) until energy prices firm up or the Canadian 
dollar drops lower (currently at $.98 U.S.). Natural gas prices 
have risen recently and crude oil price differentials have shrunk, 
but more improvement is necessary in order to get energy stock 
prices back to their old highs. Fortunately, most of our energy 
stocks have strong cash flows to boost their dividends while we 
patiently wait for better market conditions. We strongly believe 
that the best value in the Canadian stock market today is energy 
stocks. Until they start to perform better, the Canadian stock 
market will likely continue to underperform the U.S. market.

 After briefly rising to over 2.0% in January, 10-year  
government bond yields for both Canada and the U.S. have  

recently fallen back to the levels of last November at 1.7%.  
We think that this is due to the recent Cyprus banking crisis and 
concerns over a potential war with North Korea. Fearful investors 
have once again retreated from stocks to the safety of government 
bonds, no matter how unattractive low bond yields are compared 
to much higher stock dividend yields. Even though inflation rates 
in both Canada (1.2%) and the U.S. (2.0%) remain low, we believe 
that stronger economic growth in both countries will result in 
higher inflation rates of between 2.0% and 2.5% by the end of this 
year, thus making current bond yields unattractive for long-term  
investors. We believe that the current easy monetary policies by 
the world’s leading central banks will be reversed sometime next 
year and put downward pressure on bond prices.

 Improving economic and corporate fundamentals over the 
next 2 to 3 years will offset gradual tightening of monetary policy 
and allow for higher stock prices as investors eventually shift 
funds back into stocks from bonds and money market funds. 
We are likely to have at least two corrections in this ongoing bull 
stock market this year, but they should be short (2 to 4 weeks in 
length) and mild (5% to 10% in magnitude).
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Cardinal 
rUles
avoid market timing
by henRy hudek, cfa

in recent weeks the media has been trumpeting the new record 
high set by the Dow Jones Index, followed by the S&P500.  

Accompanying these events have been a raft of articles asking,  
“Is the market overvalued?” and “How high can they go?” This 
brings to mind our Cardinal Rule to avoid market timing. 

 We avoid market timing because it is dependent on mass 
psychology, which is nearly impossible to predict. Many  
individual investors were fearful last summer, but in hindsight, 
that was actually a very good time to invest. Today we see record 
highs being set in the U.S. Some market timers may view the 
new record highs as a sign that investors are due to turn bearish 
again, while others argue that the market is just beginning a more 
bullish phase. If the markets were only driven by economic and 
financial considerations, perhaps market timing could be done 
successfully. The day that markets aren’t highly influenced by 
investor behavior, though, is not a day we ever expect to see. 

 We also avoid market timing because predicting the  
movement of the market is not the same as understanding the 
value of individual stocks, which in the end is what determines 
the value of an investor’s total portfolio. One easy and tangible 
gauge of value is the dividend that our companies pay, which 
tends to increase steadily, year after year. Last year, our Canadian 
companies increased dividends by 8% on average, while our U.S. 
companies increased dividends by 24%! By this simple measure, 
we believe that our companies grew more in value than in share 
price, making them a better buy than a year ago, despite the  
market’s record highs. For every stock that we watch we have 
a value in mind as to what we believe that stock is worth based 
on the company’s earning potential. When the price of a stock 
gets materially higher than our target value, we look to sell it, or 
decline to own it. This does not mean the mob psychology cannot 
take that stock considerably higher than our sell price. But,  
instead of moving out of the market as a whole because we  
believe it is at risky levels, we just move out of the stocks that  
we believe have the extra risk of being overvalued. We cannot  
say how far wrong the mob can be or for how long. We can say 
when a stock is a reasonable asset to own. 



inVesTMenT q&a 
Are banks overvalued? Is it time to sell?

We do not believe banks are overvalued, nor do we believe  
it is time to sell them. Better than expected economic growth  
and a recovering housing market in the U.S. provides a strong 
backdrop for U.S. banks. In Canada, investors are overestimating 
the threat to Canadian banks of a slower growing economy  
and a housing slowdown that is already underway. We believe 
that the Canadian banks are well positioned for the current  
environment. The diversity the banks offer through different 
banking operations provides a good balance between defense  
and offense. Their diverse earnings will allow the banks to grow 
earnings and dividends, even though all their business lines  
may not be operating in a perfect environment over the next  
year. This is nothing new and is why the banks are such well 
diversified businesses.

 We remain positive on the outlook for our Canadian and 
U.S. bank holdings for a number of reasons. Our banks on both 
sides of the border trade at only 10x next year’s earnings, which is 
a large discount to what we believe to be a reasonable valuation. 
The current yields on our Canadian and U.S. banks remain  
attractive at 4.3% and 2.6% respectively. The potential for all the 
banks to continue to grow their dividends looks very promising  
given their moderate payout ratios and long-term earnings 
growth. The dividend growth and price appreciation opportunity 
that banks offer continues to be underappreciated by most  
investors. We are not like most investors.

david atkins, cfa

Why is the TransCanada Keystone XL Pipeline so important 
for Canada and our energy companies?

Neither Canada nor our energy companies require the approval 
of the proposed Keystone XL pipeline to be successful. For over 
two years, the approval of TransCanada’s Keystone XL pipeline  
has been discussed and debated by the media, politicians,  
environmentalists, industry experts and investors. The Southern 
section of Keystone XL has actually been approved and is already 
being built. This will alleviate crude inventory levels in Cushing 
by getting more oil to the U.S. Gulf. This is very positive for North 
American crude prices, which have been trading at a discount 
relative to global crude prices. Unfortunately, the Northern  
section of the Keystone XL pipeline that would stretch from 
Alberta-to-Cushing has stumbled into media drama. Keystone 
XL is no longer about what is best for both countries in regards 
of economic and social benefits; rather, Keystone XL has become 
political folly. Obama made promises during his presidential 
campaign and given the circumstances, regardless of the decision  

he makes, he will be perceived to have broken some of those 
promises. President Obama’s administration is expected to finally 
make a decision on the future of pipelines this summer. 

 The Northern portion of the proposed pipeline will help 
Canadian energy companies transport more Canadian crude 
into the U.S. market in a cost effective manner. In the meantime, 
railroads have built capacity to transport more crude than what 
Keystone XL can even offer from Canada into the U.S. market. 
For some perspective, there are at least six other Canadian  
pipelines expected to be completed in 2014 that total more  
than 2.5x the capacity of the Northern section of Keystone XL.  
Overall, the crude will get to market, but profitability would be 
better for Canadian energy companies with more pipelines.

teRRy Wong, cma, cfa

Is it still a good time to invest in Canada Plus?

Yes, it is still a good time to invest in Canada Plus. Over the past 
several months, we have recommended our Canada Plus portfolio  
to many clients. At the heart of this recommendation are the 
benefits of diversification. The U.S. has many excellent companies 
in sectors like global technology, health, consumer and industrial 
where Canada does not. Over the last quarter, the S&P 500 Index 
has significantly outperformed the TSX in Canada. We have seen 
steady gains from many of the U.S. companies held in the Canada 
Plus portfolio, and H. J. Heinz in particular, which was acquired 
by Warren Buffett, jumped significantly. 

 So how has the recent outperformance from U.S. equities 
affected our current view? Our recommendation is based on our 
long-term view of both the Canadian and U.S. markets which 
we continue to believe are positive. Also, adding U.S. exposure 
continues to offer excellent diversification and should decrease 
volatility of the overall portfolio. The current Canadian/U.S. dollar  
exchange rate trading around par, presents a reasonable entry 
point to invest in the U.S. While we do not place heavy emphasis 
on forecasting currencies there may be a case for near term  
upside on the U.S. dollar considering the improving U.S. economy. 

 The Canada Plus portfolio is structured to allow Cardinal to 
adjust client exposure to U.S. versus Canadian markets should 
conditions change. The current 60/40 weighting carries a slight 
bias towards Canada which reflects the comfort we continue 
to have in our Canadian companies. For clients interested in 
considering the Canada Plus portfolio, we wish to point out that 
our pure Canadian portfolio has a slightly higher yield and U.S. 
dividends do not receive the same tax credit as Canadian ones. 
These are all important considerations for our clients that are 
withdrawing income. 

evan manceR, cfa
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Cardinal news
Greg Phillips joined Cardinal in January as Assistant Vice-President, Business Development. 
Greg comes to us from Investors Group where he was a Financial Planner for the last six 
years in Brandon, Manitoba. Greg has completed his CFP and has partnered with Brian 
Coughlin to serve and support clients. 

Cardinal welcomes donna reimer as a Client Services Administrator. Donna has over  
twenty years of experience in the financial services industry in administration and client 
servicing roles at firms including Assante and Wellington West. 

shelly Thomson, who has been with Cardinal for three years, will be changing roles at the 
firm in May. She will begin working directly with Ron Malech and Gerald Butler to help 
serve their clients. 

Michelle smith, who has worked with the Research team since 2011, first as a co-op  
student and then as a part-time research assistant, has now joined us full-time in the  
position of Investment Associate. 

Cardinal researCh
u.S. BankS – StreSSed? not a ProBlem here!
by RobeRt Lam, ca, cfa

On March 14, the Federal Reserve (the “Fed”) released the results of its annual stress test of large 
U.S. bank holding companies. Of the eighteen bank holding companies that were tested,  

fourteen passed, two failed, and two passed on the condition of submitting a new capital plan. 

 The three banks that we hold received a passing grade on their stress tests. Subsequent to 
the release of these results, Wells Fargo announced a 20% dividend increase (on top of the 13.6% 
increase in January) and a new share buyback program (estimated to be over $4 billion) and U.S. 
Bancorp announced an 18% dividend increase along with a $2.25 billion share buyback program. 
PNC Financial indicated that it would be increasing its dividend, but will require board approval 
before announcing it publicly (we estimate a minimum 10% increase). 

 Besides the direct benefit of the Fed approving bank capital returns to shareholders, the stress 
tests provide confidence to investors in the banking sector as a whole. The test was designed so 
that each bank must demonstrate it has enough capital to weather depression-like variables such 
as the unemployment rate hitting 13%, GDP declining by nearly 5%, equity indices falling by 52%, 
residential and commercial real estate declining by more than 20%, and concurrent recessions in 
Europe and stagnant growth in Asia, among other factors.

 The stress tests have demonstrated that bank balance sheets are in fantastic shape. Price  
appreciation is likely as investors become reassured with the group and the operating outlook for 
banks improves alongside the U.S. economy. Our expectation is that banks will continue to grow 
their returns to shareholders in the coming years and we remain very positive on the outlook for 
the U.S. banks that we hold.

Notice to Readers: Unless otherwise noted herein, the sources of all performance data in the Cardinal Quarterly is Bloomberg and Cardinal research. The Cardinal Quarterly is prepared for general informa-
tional purposes only, without reference to the investment objectives, financial profile, or risk tolerance of any specific person or entity who may receive it. Investors should seek professional financial advice 
regarding the appropriateness of investing in any investment strategy or security and no financial decisions should be made on the basis of the information provided in this newsletter. Statements regarding 
future performance may not be realized and past performance is not a guarantee of future performance. This newsletter and its contents do not constitute a recommendation or solicitation to buy or sell securi-
ties of any kind. Investors should note that income, if any, from any investment strategy or security may fluctuate and that portfolio values may rise or fall. Cardinal Capital Management, Inc. does not guarantee 
the accuracy or completeness of the information contained herein, nor does Cardinal assume any liability for any loss that may result from the reliance by any person upon any such information or opinions. The 
information and opinions contained herein are subject to change without notice.

© 2013, Cardinal Capital Management, Inc. ALL RIGHTS RESERVED. NO USE OR REPRODUCTION WITHOUT PERMISSION.

diVidend inCreases
Canada % increase

Bank of Montreal 20.8%

Bank of Nova Scotia 5.3%

Canadian National  

Railway 14.7%

Canadian Natural  

Resources 19.0%

Canadian Real Estate  

Investment Trust 4.0%

Cenovus Energy 10.0%

H&R Real Estate  

Investment Trust 8.0%

Magna International 16.4%

Royal Bank of Canada 5.0%

Shoppers Drug Mart 7.5%

Tim Hortons 23.8%

Toronto-Dominion Bank 5.2%

U.s.a. % increase

Cisco Systems 21.4%

Deere & Co 10.9%

General Mills 15.2%

US Bancorp 18.0%

Wells Fargo 36.4% 

Source: Bloomberg 
Reported in domestic currency


