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First Quarter 2014 Market Commentary 

 
Here is an excerpt from our last quarter commentary:   
 
 Are stocks in a bubble?  Will 2014 be a down year versus an “up” year?  We cannot be definitive, but we can 
offer some insight on the subject of investing.  You cannot time the stock markets and a diversified portfolio of 
equities and fixed income over the long-term provides for a reasonable rate of return for the prudent investor.  
Within the portfolio we can make tactical shifts (i.e. more growth oriented stocks versus income producing stocks), 
or strategic shifts (i.e. adjusting the allocation of stocks, bonds and cash) but we cannot know the exact time to get 
into and out of the stock market over a long-term basis. 
 
Good insight from the last commentary.  Investors that stayed the course were rewarded with 
nice gains in 2013.  The first quarter of 2014 continued to reward investors for both stocks and 
bonds on the back of dovish comments from the Federal Reserve, continuing improvements in 
corporate profits, and a report from Standard and Poor’s that S&P 500 companies increased 
their buybacks by 19% in 2013 (and would continue the trend in 2014). 
  

The Quarter in Review:  Whether, Whither and Weather? 
 

Sounds like the beginning of a Grimm’s Fairy Tale, but the “3-W’s” sum up the first quarter of 
2014 and the possible concerns on the minds of most investors.  The year ended with a great 
deal of promise as 2013 delivered some of the best equity gains with the Dow and S&P 500 both 
finishing near all-time highs.   
 
The first “W” was whether Janet Yellen would be able to carry-on the Bernanke tradition.  The 
first woman Federal Reserve Chair proved she could hold her own during initial testimony to 
her Congressional bosses.  She proved to have a mastery of the inner workings of the Federal 
Reserve, a complete understanding of the broader global financial markets all wrapped up in a 
calm, cool delivery.  Investors took note and promptly moved the markets higher giving Janet an 
initial “pass” for the first “W” of uncertainty. 
 
The second “W” concerned the five-year bull market and whether investor confidence would 
whither?  The first five trading days of January were negative which may have spooked investors 
who believe in certain market axioms (i.e. the first five trading days of the New Year set the tone 
for the rest of the year).  That concern was temporarily set aside as the Bureau of Labor 
Statistics reported initial unemployment claims for December dropped 15,000 to 330,000, 
inflation was still non-existent and the FOMC left rates unchanged.  The FOMC also announced 
they would slow the purchase of longer-dated U.S. Treasuries and mortgages from $45 billion 
and $40 billion to $40 billion and $35 billion.  While the equity markets continued to trade in an 
erratic pattern, the bulls were hanging tough.  Finally, helping ease concerns was the smart rise in 
bond prices that gave many investors some relief after a brutal couple of years in that investment 
class. 
 
The final “W” was simply the weather.  Global warming must had taken a vacation as the United 
States suffered one of the worst winters since the 1978-79 blizzards.  While snow and bitter cold 
was the main culprit, the west endured some much needed drenching rains that had the 
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unfortunate side effect of flooding and mudslides.  Even Florida experienced the cold weather as 
an Arctic blast of cold air in February put much of the Eastern half of the United States and the 
South in a very chilly grip.  Businesses found an eager partner in the weather to blame for any 
earnings misses that might have occurred. 
 
January:   
 
The month started with great expectations that stocks would continue their climb into record 
territory.  The first five trading days of the year, the paragon of market barometers, turned out to 
be slightly negative, setting market theorists on edge due to the adage of “as the first five days of 
January goes, so goes the markets.”  Stocks moved little until the middle of the month when 
December’s GDP and jobs report were released.  A surprisingly weak December jobs report 
spread more doubt causing the S&P 500 suffered its biggest one-day decline in months.  The 
Dow was down for the week of January 11th to 16,437, while the S&P 500 and Nasdaq both 
turned in good weeks (the S&P 500 finished at 1842.37 and the Nasdaq finished as 4174.66).  By 
the latter part of the month stocks bounced back after a strong round of retail-sales data sparked 
a broad rally. Optimism continued, as upbeat corporate news mixed with positive global 
economic reports. The S&P 500 is up 1.6% thru the middle of the month, erasing all early-year 
declines.  

Impacting all the data was the weather as several storms pummeled the United States.  
Regardless of the area of the United States, it seems most areas got some type of weather related 
event, with the northeast taking the brunt of the storms.  These interruptions showed up in the 
unemployment numbers but were considered a “statistical blip” and were expected. 

The real test for stock-market bulls came toward the final week of January when the major 
indexes fell 3% in the biggest weekly selloff since mid-2012.  China was the culprit for this rout 
due to poor economic numbers which spilled over into the emerging-market area.  As the 
emerging markets started to weaken, so did their currencies which caused a cavalcade to the 
safest bet in the world, the United States.  However, it was the bond market that felt the love 
with prices moving up as the Dow fell 3.5% to 15,879, the S&P 500 lost 2.6% to finish at 
1790.29 and the Nasdaq gave up 1.7% to finish at 4128.17.  Bonds of all stripes held their 
ground or rallied for nice advances. 

The rout was not over as the S&P 500 fell an additional 1% in the final week of January trading 
for a decline of 3.6% for the month of January.  The Dow had the worst of it for January 
dropping 5.3%, its worst performance since May 2012.     

February:   
 
February continued the rocky start for the markets as reports suggested the recovery was 
continuing but not as strong as economists would have liked.  Starting the month off was the 
ISM manufacturing index which fell to 51.3, anything below 50 would signal a recessionary level.  
Auto sales fell to 15.2 million annualized units while employment increased by 113,000 jobs, far 
short of the expected number.  With unemployment falling to 6.6%, the number was still in 
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dispute because of job-seekers who simply gave up and were not represented in the totals.  
Economic news continued to be “uneven” with retail sales falling 0.4% in January, wholesale 
inventories growing 0.3% in December while inflation continued to be tame.  With spring just 
around the corner, and consumers tired of the relentless winter, a bit of good news greeted the 
markets by the end of the month.  Initial unemployment claims continued to fall, down to 
336,000 for the month of February.  The Dow had also managed to climb back over 16,000 after 
its early stumble.  On the last trading day of the month the S&P 500 rose 5.16 points to 1859.45, 
its 48th record in the past 12 months.  That capped a 4.3% gain for February, the index’s best 
monthly performance since October 2013. 
 
March:   
 
With unemployment claims falling in March, investors were not disappointed with the release 
from the Department of Labor that U.S. employers had added 175,000 workers in February.  
The government also released adjusted numbers for December and January that added 25,000 
more workers to nonfarm payrolls than previously reported.  For the first week ending in March 
the S&P had rebounded out of negative territory to a 2% gain while the 10-year U.S. Treasury 
yield rose to 2.8%.  Most notable about the yield was that at the beginning of the year the 10-
year was at just over 3.0%.  Clearly bonds were back in favor with investors. 

By the middle of March the weather was still a factor as one storm after another crossed the 
country.  Despite the weather, jobless claims fell again to 315,000 while retail sales expanded 
0.3%.  Could the weather have been to blame for the consumer sentiment fell to 79.9?  By the 
third week of the month the major averages had staged a rally with the S&P still in the black, the 
Dow just slightly negative, and the fixed income market leading the pack.  The Federal Reserve 
Board's first meeting with Janet Yellen as Chairwoman was an eventful one: The Central Bank 
refined its guidance regarding short-term interest rates and also continued to reduce its monthly 
bond-buying purchases. Overall for the week, economic news was mixed, but with a positive 
slant as the difficult winter shouldered most of the blame for recent economic weakness. 

On the last trading day of the quarter Janet Yellen once again sounded the dovish tone for the 
Federal Reserve by reiterating that the Fed would be there to support a weak economy.  Those 
comments, coupled with a trading day reserved for “window dressing” by portfolio managers, 
pushed the Dow to within 119 points of its 2013 close, while the S&P 500 and the Nasdaq both 
finished the quarter higher. 

 
DOMESTIC EQUITIES 

  
Index Returns for the Quarter YTD 

S&P 600 Small Cap 0.84% 0.84% 
NASDAQ Composite 0.54% 0.54% 

Dow Jones Industrial Average -0.72% -0.72% 
S&P 500 Index 1.30% 1.30% 

         (Returns are without dividends.  Period Ending 03/31/2014.  Source:  Morningstar and spindices.com) 
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Sector   Percentage Weight       Year to Date 2014 

 
S&P 500                1.30% 
Energy    10.1%    0.19% 
Materials     3.5%    2.30% 
Industrials   10.7%              -0.39% 
Consumer Discretionary 12.1%               -3.16% 
Consumer Staples    9.7 %              -0.16% 
Health Care   13.4%     5.40% 
Financials   16.4%     2.15% 
Technology   18.6%     1.86% 
Telecommunications    2.5 %                  -0.73% 
Utilities      3.1%       9.02% 

 
Source:  Standard and Poor’s (www.spindices.com) 

 
 

Style Return Box for the First Quarter 2014 
 

 VALUE  CORE    GROWTH 
 

LARGE 
 
 

2.20% 1.80% 1.35% 

MID 
 
 

3.92% 3.02% 2.09% 

SMALL 2.06% 1.11% 0.05% 

Information provided in the above chart represents the quarterly returns of the S&P indexes of iShares  
Class of funds with dividends reinvested. 

 
INTERNATIONAL 
 
Despite the love-fest that was the Sochi Winter Olympics, the warmth did not last too long.  
The international markets were rocked with the invasion of the Crimea region of the Ukraine by 
Russia, reminding investors that international investing contains its own set of unique risks.  
Both the developed nations and the emerging markets continued their lack-luster performances 
with the emerging markets down more than 5% for the quarter, while the developed nation’s 
index, the EAFE generating a positive return of 0.62% return.  Despite the news that GDP had 
picked up in the first quarter, inflation pressures were beginning to mount with the news that 
energy shipments could be in peril due to Russia’s presence in Crimea.  Most of the natural gas 
and petro flowing to Europe from Russia passes through this part of the world.   The EU agreed 
to freeze assets and imposed visa restrictions on a number of Russians and Ukrainians that 
support Mr. Putin.   
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In Asia, Japan’s economy continued to stabilize, if not improve slightly, but at the cost of a 
weaker Yen due to continued easily in policy by the central Bank.  China announced that the 
Yuan will now be allowed to trade up to +/- 2.0% of the daily rate fixed by the People’s Bank of 
China.  This is a veiled attempt to depreciate the currency given the problems facing the Chinese 
economy (slowing, albeit to rates that would make the U.S. envious) and exporters. 
 
FIXED INCOME 
 
What a difference a new year makes.  After languishing for the past couple of years in the back-
water of investment portfolios, fixed income is back to normal form.  Without question 2013 
was a bad year for bonds.  The first half of 2013 was so bad for bonds that the second half rally 
could not overcome the deficits.  Coupled with the blazing equity market bonds simply looked 
like a losing proposition for most investors.  Fast forward through the first part of 2014 and 
bonds look to be reclaiming a favored spot in the minds of investors.  January’s performance 
alone by most municipal bond funds was enough to restore fixed income’s reputation for 
preserving wealth and dampening volatility. 
 
Why the turn-around?  A quick analysis suggests many investors recognize that a 3% tax-free 
yield, for example, is a fairly strong tax-equivalent yield when judged in the light of a 35% tax 
bracket.  Next, high yielding junk bonds continued to hold up despite comments suggesting that 
section of the market had seen better days.  Corporations continued to issue a healthy supply of 
junk bonds due to low rates that investors snapped up because of the competitive yield.  Finally, 
investors had adjusted to the tapering from the Federal Reserve.  Even with the very first taper, 
bond investors understood that the taper is a positive sign since it begins to reduce stimulus 
which could cause inflation, and supports the theory of a recovering economy.  With inflation 
fears tamed, bond investors could buy bonds without fear of erosion to their purchasing power. 
 
What does this mean for fixed income investors?  Over the past few years we have been 
recommending a shorter-duration position for bond investing, typically in the three to five year 
range.  That was in response to what we felt might be an interest rate risk environment where 
the Fed begins to reduce the taper and bond yields rise.  The Fed is engineering a “glide path” to 
purchase reductions that is in effect with little impact on the fixed income market.  Investors 
have adjusted to the prospect that as the Fed reduces their purchases the bond market will 
survive.  Therefore, investors looking to pick-up some attractive yields can consider pushing out 
on the yield curve and raising duration to above the 5 year mark if desired. 
 
The shorter end of the curve is where the Fed is focusing their attention since they want the 
longer end (30 years) to remain stable and allow borrowers to access cheaper long-term money.  
By selling shorter-dated securities yields on the short end can rise, albeit slowly, keeping the 
middle of the curve (7-15 years), moving only slightly (thus a “flatter” yield curve).  As with 
everything we do in portfolio construction, diversification is the key.  A way to accomplish this 
is to “barbell” the fixed income portfolio by adding some longer duration yield while keeping the 
shorter bond funds intact.  The maturity and duration is “bent” toward the middle of a range 
while keeping the diversification an investor would want.   
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With inflation at modest levels and the yield curve flattening out extending is a feasible approach 
to managing the fixed income portfolio. 
 
EQUITIES 
 
It was a tough quarter for equities.  Not a disaster but one that started out negative and see-
sawed between all-time highs with punishing sell-offs.  We opened this quarterly review with the 
“3-W’s” and we think that is as good an explanation as any for the tough-sledding experienced 
by investors.  The uncertainty of a new Federal Reserve Chairman, the punishing winter weather 
and the simple need for a respite after a year in which most broad securities reach near 30% 
returns for 2013.  Caution was the better part of valor for most investors. 
 
So what about the next quarter and or rest of the year?  Earnings are still good, companies are 
engaging in buybacks and the mergers and acquisitions market is coming back to life.  
Innovations are still driving the marketplace and on that score we thank energy companies for 
using the new technologies to help put the U.S. on a path to energy self-sufficiency.  Equities 
must be a part of a well-diversified portfolio. 
 
We still believe the United States offers the more attractive markets on the globe for a couple of 
reasons.  Russia reminds us of the instability that can be wrought in the international markets.  
The United States markets are not expensive when viewed in an historical context.  J.P. Morgan 
Asset Management reports the 15 year average P/E for the S&P 500 is 16.2x.  As of the 4th 
quarter 2013, the P/E of the S&P 500 was 15.4x.  This suggests that the markets are not cheap, 
not over-valued, but more like “fairly valued”.  Finally, while we do not discount owning foreign 
equities via a good quality international equity or ETF, by owning the large cap section of the 
United States market you get the foreign exposure by virtue of where companies do business.  
For example, companies such as Apple, Intel, Microsoft, GE, Caterpillar, Coca-Cola, 
McDonalds, etc.., all have substantial exposure to international markets.   
 
If you take a look at the sector analysis on page two you will see how the sectors of the S&P 500 
performed individually.  Utilities were the strongest due to the demand for heat and electricity 
from during the recent bad weather.  Consumer sectors were down which is normal after a 
Holiday season when more buying takes palace.  Telecommunication stocks, with their high 
dividend yields, hold their position as a possible “yield trap”, where investors get a nice dividend 
but little in the way of total return.  Finally, health care had a great first quarter as innovation in 
drug related stocks, buybacks and the continuing growth for services in the sector that 
commands one-sixth of the nation’s economy. 
 
Manager Monitoring:   
 
The management firm of PIMCO was in the news this quarter for a high level departure of 
Mohamed El-Erian the former CEO and co-CIO.  Along with Bill Gross, Mr. El-Erian was the 
face of PIMCO for a number of years.  A great deal of speculation was made about the 
departure and if it had to do with personalities and/or management styles.  Regardless of the 
reason for the departure, the fact remains that PIMCO has a “deep-bench” of investment 
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professionals.  The PIMCO Total Return fund did have a rough start for the first quarter of 
2014, lagging the benchmark by a mere 0.14% (.0014).  There has been no change in style, 
investment approach or credit quality for the fund since the departure of El-Erian.   We 
continue to hold the fund in our Approved List of mutual funds for client portfolios.    
 
IN SUMMARY  
 
March 9th, 2014 marked the five year anniversary of the March 9th, 2009 market low.  Since that 
time a lot has been written about the direction of the markets and how to invest.  Is “buy and 
hold” a correct strategy; should investors have complex investments as a part of their portfolios; 
should hedge funds be included?  Barry Ritholtz penned an article on March 18th, 2014, nine 
days after the 5th year anniversary of the market lows.  He discussed the differences between 
complex and expensive investment products and cheap and simple investment products; with 
the latter being the better of the two bets.  We liked the article, obviously, because it mirrors our 
philosophy of creating wealth over the long-run using a diversified approach while avoiding 
attempts to time the market.   
 
The tables below compares “complex asset class performance” prior to the market bust (left) 
and “simple asset class performance” after the market bust. 
 

 
 
 
Pre-crash the worst performing asset classes were U.S. Real Estate and U.S. Stocks which led 
many investors to swear off equities forever.  The crater of real estate was even worse:  Down 58 
percent during that five-year period.   Stories abound of “jingle mail” where homeowners simply 
“mailed” in their keys and walked away from their homes.  The impact of the collapse of real 
estate is still being felt in many parts of the United States as investors work through the 
inventory of foreclosed homes.  Complex investments looked to be the clear winners. 

 Mr. Ritholz observes the following about complex and expensive investments in the run-up to 
the market bust:   “The best performers leading up to the lows were managed futures and hedge 
funds. Surprisingly, despite screaming rallies in the 2000s in oil, food, gold and other 
commodities, managed futures only rose 26 percent during that five-year period. Given the 400 
percent rally in gold, and the 500 percent in oil, one would have expected a greater return for 
this investment category. The costs, commissions and complexity of managed futures exert an 
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enormous drag on their total performance. In that way, they are not too different from hedge 
funds.” 

As always, there are caveats to any investment themes: Major events, such as a credit crisis, may 
not highlight how complex or simple investments perform over other longer periods of time; 
and, as we have seen with some investments (hedge funds included, but only at the upper 
echelons), a few outliers can continue to do very well even as the class underperforms.   

The takeaway from Barry’s article mirrors our thoughts about investments and investing.  As an 
investor you control three things:  The complexity of your investments, the fees you pay for 
those investments and the time you have to invest.  Couple these with tax-sensitivity and we 
think you have a winning formula for long-term wealth creation. 
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