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Economic & Market

Overview

Speed Bumps on the 
Financial Highway
As the fourth quarter of 2013 came to a 
close, investor optimism had risen regarding 
the 2014 outlook for the U.S. economy. 
This positive outlook was based on the 
expectation that U.S. economic activity in 
2014 might actually produce annual growth 
meeting or exceeding the much anticipated 
level of 3.0%. With the final tally for fourth 
quarter GDP registering 2.6%, the current 
expectation of 1.8% in the first quarter 
leaves investors once again having to settle 
for a growth rate best defined by the word 
“modest.” Investment performance for the first 
quarter could also be described as somewhat 
muted, as domestic equity markets provided 
“modest” returns while fixed income returns 
were slightly positive, due in part to the 
lowered economic growth expectations. 
Slowing the pace for the economy and 
financial markets were two “speed bumps,” 
significant contributors to the outcome 
of first quarter economic and investment 
performance. 

The Weather Bump
One of the primary contributors to downward 
revisions in estimated first quarter GDP 
growth was the harsh winter experienced 
throughout much of the country. The 
economic impact was most acute in the 
Midwest and Northeast, where snowfall totals 
registered among the Top 10 historically for 
several major cities along the East Coast. 
Weather-related distortions in economic 
data were numerous, with one of the most 
evident impacts exhibited in auto sales. The 
seasonally adjusted annual rate of auto sales 
slowed to an average of 15.3 million units in 
January and February after registering a rate of 
15.7 million units for the fourth quarter of 
last year.

The Geopolitical Bump
Through a series of events occurring during 
the first quarter, investors were reminded in 
a very pronounced fashion of the heightened 
level of risk associated with investing 
outside developed markets. With Russia’s 
“annexation” of Crimea, a stark reminder 
was provided of how quickly situations can 
evolve around the world and how necessary 
it is to assign appropriate risk premiums when 
investing globally. Currently, financial markets 
are not expressing measurable concerns 
regarding the actions taken by Russia to 
effectively slice off a portion of Ukraine. 
Essentially, investors have defined this speed 
bump as being relatively insignificant. While 
negotiations between Russia and the U.S. 
may move the Ukraine issue to an agreement 
acceptable to all parties, the relative calm 
currently in place should not entice investors 
to forego their execution of an ongoing due 
diligence process. By doing so, it will help to 
ensure potential rewards are commensurate 
with the risks being undertaken.  

The Road Ahead
While these “speed bumps” impacted first 
quarter GDP and investment performance, 
the U.S. economy is expected to thaw in the 
second quarter and is projected to achieve 
a growth rate of 3.0% in both the third and 
fourth quarters. This pattern reflects a belief 
that current demand was not destroyed, just 
deferred. The net result of these gyrations in 
economic activity is a consensus rate of 
GDP growth for 2014 that registers 2.7%, 
which falls into the anticipated range for 
2014 presented in our previous issue of 
Investment Insight. 

contributed by  |  Jon Augustine, CFA, Chief Investment Officer
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Investors Say: The Glass is 
Half Full (Obviously!)
Investors experienced healthy returns in 
the first quarter, as both bonds and stocks 
produced respectable gains. Bonds, as 
measured by the Barclays US Aggregate 
Bond Index, returned 1.8% this quarter in 
a dramatic recovery from last year’s -2.0% 
performance. Bonds’ success was largely due 
to a fall in yields, evidenced by the 10-year 
U.S. Treasury Note, which saw its yield fall 
from 3.01% on December 31 to 2.73% at 
quarter-end. In addition to falling yields, 
the quarter saw a narrowing of the spreads, 
or additional yield above Treasuries, that 
investors demand for taking on credit risk. 
In this environment, corporate bonds saw 
greater returns than government bonds, and 
high-yield bonds outpaced investment-grade 
bonds. 

Equity markets, following a weak January, 
were also positive for the quarter. Domestic 
stocks saw greater strength than foreign 
stocks, and in the U.S. market, the large-caps 
edged out the small-caps. 

Given the numerous clouds that have 
emerged over the past couple of months, it 
has been somewhat surprising to have seen 
strong returns from equities. Market sentiment 
seemed impervious to such news as Russia 
occupying a slice of Ukraine, signs that 
economic growth will remain frustratingly 
slow, as well as reduced analyst expectations 
for corporate earnings growth.  

Allocation Positioning
With both bonds and stocks delivering a 
solid quarter, each of our five risk-based 
asset allocation models produced positive 
total returns. The allocation models’ 
positioning relative to their respective 
strategic benchmarks produced results that 
ranged from just about break-even for the 
conservative investment objectives to slightly 
negative for the more aggressive objectives.

The primary detractor was overweight 
exposure to foreign emerging market equities, 
which continued to underperform the broad 
foreign equity markets during January and 
February. Also detracting, albeit to a lesser 
degree, was our underweight exposure to 
investment-grade bonds, which had an 
outstanding quarter. Exposure to high-yield 
bonds provided the main contribution, as their 
3.0% return outpaced the 1.8% generated by 
the broader fixed income markets.

In February we adjusted our asset allocation 
targets in the areas of fixed income and 
foreign equities. Although the overall 
exposure to these broad classes remained 
the same, the changes came to their 
respective underlying sub-classes.  

In fixed income, where we saw bond 
yields fall early in the year, we reduced 
our already underweight exposure to core 
investment-grade bonds, thereby capturing 
some of the value recovery associated with 
bonds’ rising valuations. At the same time, 
we increased the allocation to investment-
grade floating rate and high-yield bonds, 
areas that should provide some capital 
preservation in the event that bond yields 
edge back up.

Among foreign equities, we moved our 
emerging markets exposure to a neutral 
position after having been overweight 
for the past year. This change comes on 
the heels of a period in which emerging 
markets dramatically underperformed 
developed market equities (emerging 
markets returned -2.6% in 2013 compared 
to 21.0% for developed markets). Typically, 
one would increase exposure to a sector 
that has lagged by a mile, as valuations 
become increasingly more attractive. In this 
case, however, we saw that the near-term 
opportunity for appreciation offered by 
foreign developed markets was greater than 
emerging markets. One of the headwinds 
facing emerging markets is the Federal 
Reserve’s winding down of its quantitative 
easing program. As the Fed allows longer-

 

Asset Allocation Commentary

Asset Allocation Positioning    (as of 3/31/14) 
  Conservative Moderate  Aggressive
 Income Growth Growth Growth Growth

Cash Equivalents Over Over Over Over Over

Total Fixed Income Under Under Under Under N/A

Core Bonds Under Under Under Under N/A

Floating Rate Notes Over Over Over Over N/A

High-Yield Bonds Over Over Over Over N/A

Total U.S. Equities N/A Over Over Over Under

Large-Cap N/A Neutral Neutral Neutral Neutral

Mid-Cap N/A Neutral Neutral Neutral Neutral

Small-Cap N/A Neutral Neutral Neutral Neutral

Equity REITs N/A N/A N/A N/A N/A

Total Foreign Equities N/A Neutral Under Under Under

Developed Mkt. N/A Neutral Neutral Neutral Neutral

Emerging Mkt. N/A Neutral Neutral Neutral Neutral

contributed by  |  Jonathan Fletcher, Managing Director

term bond yields to rise, companies in 
emerging market nations could see earnings 
impacted by higher borrowing costs.  

Looking Forward
Domestic equities have produced 
remarkable returns in the past five years, 
during which time they’ve generated 21.9% 
average annualized returns. Although we 
maintain a view that U.S. equities offer 
greater opportunity relative to bonds going 
forward, we don’t feel this opportunity is 
as great as in recent years. Stock valuations 
aren’t generally stretched, but they certainly 
don’t appear undervalued either. One 
area of concern is a potential slowdown 
in corporate earnings growth that could 
emerge if companies’ sales continue to grow 
at a slow pace. Through much of this market 
recovery, a strong driver of earnings growth 
has been the unsustainable contribution 
made by cost cutting. Without robust 
growth in sales, we may see a period of 
weak earnings growth that could negatively 
impact share prices.  

Indications that corporate earnings are likely 
to see a period of weak growth could be 
a catalyst for reducing our target exposure 
to U.S. equities. Another change could be 
prompted by bond yields rising to levels 
seen at the end of last year, in which case 
we would consider reversing our recent 
reduction in exposure to investment-grade 
bonds. We also have a small cash reserve 
built into our allocation targets, which may 
be put to use in the event we have an equity 
market pullback.
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First Quarter 2014 in Review
Returns for broad equity indices for the 
first quarter of 2014 were modest at best, 
especially when compared to 2013. 
Domestically, large-cap stocks advanced 
2.1%, while small-cap stocks rose 1.1%. 
Outside the U.S., developed markets were up 
0.7%, while emerging markets declined 0.4%. 
Volatility was a key aspect during the first 
quarter, both domestically and internationally. 

2013 provided equity investors with the best 
returns since the late 1990s. A somewhat 
predictable interest rate environment, 
coupled with continued growth in corporate 
profits amid a slow-growth global economic 
expansion, appeared to provide a recipe for 
success. Investor sentiment for 2014 appeared 
to anticipate a continuation of this trend in 
equity returns until this recipe changed. The 
Fed introduced tapering of its quantitative 
easing, which altered investor sentiment. 
As companies reported fourth quarter 2013 
earnings, investors were keen to sell on any 
perceived weakness and penalize companies 
that guided earnings down. Analysts heaped 
on more fuel as downward revisions to 
earnings for future periods materially outpaced 
upward revisions. Further enhancing this 
volatile environment was the geopolitical 
gerrymandering in Ukraine.

The “Two Speed Bump” Thesis – 
Earnings and Valuation
Earnings for the fourth quarter 2013 continued 
to exhibit growth, as earnings for domestic 
large-caps grew 10.2% year-over-year, while 
earnings for small-caps increased 6.9%. 
Outside the U.S., earnings for companies 
domiciled in developed countries rebounded 
solidly, rising 32.6% year-over-year. Continued 
earnings growth from firms in Japan coupled 
with post-recessionary Euro-zone expansion 
contributed to this increase.

For the remainder of 2014, equity investors 
have much to consider. Estimated growth in 
earnings for domestic companies, similar to 
that of U.S. GDP, appears to be backloaded 
into the last two calendar quarters. Per 

 

Equity Commentary
contributed by  |  Mark Mandziara, Senior Managing Director
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Thomson Reuters, analysts estimate growth in 
earnings for domestic large-cap companies at 
1.3% year-over-year for first quarter 2014 and 
8.4% for all of 2014. Likewise, for small-cap 
companies, analysts project earnings growth 
of 11.2% year-over-year for first quarter 2014 
and 31.2% for the full year. In both cases, 
projected earnings growth for the second half 
of 2014 is more than two times that of the 
first half. This scenario gives us pause, as the 
trend in analyst revisions of estimated earnings 
growth for the next 12 months has been 
predominantly downward.

Concerning small-caps, our research shows 
the projected growth in earnings of profitable 
companies to be significantly lower than that 
attributed to unprofitable companies, calling 
into question the efficacy of these optimistic 
estimates. 

Outside of the U.S., earnings estimates 
appear to be driven by economic expansion. 
Within Japan and select Euro-zone regions, 
profitability of companies is projected to 
exceed that of U.S counterparts. It may seem 
intuitive to assume companies domiciled 
outside the U.S. will benefit exclusively 

from any incremental increase in relative 
profitability overseas. Our analysis indicates 
approximately 38% of the revenues generated 
by domestic companies are attributed to 
economic regions outside the U.S.  Any 
increase in corporate earnings driven by 
sustained increases in economic activity 
within foreign economies will have a positive 
impact on a majority of U.S. companies.

Valuations appear extended for both domestic 
large-cap and small-cap companies. Note 
our chart below, which depicts the increase 
in valuation of the S&P 500 in the face of a 
decline in earnings growth. The P/E of the 
S&P 500 has expanded to 17.3x from 15.7x 
as of March 31, 2010, and above its historical 
average of 16.5x. 

We conclude that valuation based on 
historical metrics or forward estimates suggests 
continued volatility, which we expect to result 
in modest positive returns for the remainder of 
2014. Valuations outside the U.S., specifically 
in developed markets, appear to be attractive 
on a relative basis. Emerging markets 
continue to be an area of constant review and 
consideration. 
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Weathering the 
Winter Winds
Over the past nine months, government bond 
yields have behaved like an empty swing 
blowing in a variable economic breeze. Back 
and forth, surge then retrace, yields across 
the curve have been range-bound since 
mid-2013. Opening the first quarter of 2014, 
the U.S. Treasury 10-year bond yield stood 
at 3.0%, but the winter weather patterns 
generating soft economic results brought the 
yield down to 2.6% before swinging back to 
2.7% at quarter-end.  

In spite of the pattern, the Barclays Aggregate 
Bond Index produced an admirable 1.8% 
return year-to-date. The first quarter decline 
in long maturity yields pushed the Barclays 
Treasury 20+ Year Sector Index to a blustery 
7.7% year-to-date total return, although most 
bond sectors generated more modest positive 
returns. In the tax-exempt markets, municipal 
yields dropped below Treasuries, as seen 
in the accompanying chart. The Bloomberg 
AAA-Rated 5-Year Municipal Yield recorded 
a nine-month high of 120% of Treasury 
yields, but fell to 70% of Treasury yields by 
the beginning of March, making municipal 
bonds very expensive on a relative basis. This 
strong performance in the tax-exempt market 
was recorded in the face of several record-
breaking-sized new issues, which included 
California and Puerto Rico. 

Headwinds and Tailwinds
Bond market participants continue to keep 
an eye on the Federal Reserve and its new 
chair, Janet Yellen. While the Fed continues 
to slowly remove the massive monetary 
stimulus programs, there is much talk about 

rising rates. The winds that may push the 
10-year Treasury rates higher could come 
from a burst of economic activity as the 
United States consumer thaws. Alternatively, 
the headwinds to higher rates are strong as 
recent inflation measures have been well 
below the Fed’s 2% target. Continued low 
inflation might slow the rate of stimulus 
reduction, and low inflation numbers may 
make intermediate to longer maturity yields 
relatively more attractive on a real return 
basis.  

However, as upcoming changes in the Fed’s 
near-zero Fed Funds rate policy materializes, 

maturities in the one- to five-year part of 
the yield curve are likely to be impacted. In 
preparation for a possible climb of short-
term rates occurring in the middle of 2015, 
bond yields on the one- to five-year maturity 
“belly of the curve” may begin to rise from 
their artificially low level. Even with rising 
rates, expected price changes in this part 
of the maturity structure are muted, due to 
the low duration. Importantly, this short to 
intermediate part of the maturity structure 
within a fixed income portfolio holds the 
ever-important maturities that provide 
cash flow for reinvestment in a rising rate 
environment.    

Equity Market Total Returns

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

Global Equities 1.08 16.55 8.55 17.80

U.S. Large-Cap 2.05 22.41 14.75 21.73

U.S. Small-Cap 1.12 24.90 13.18 24.31

Developed Markets 0.66 17.56 7.21 16.02

Emerging Markets -0.43 -1.43 -2.86 14.48

Bond Market Total Returns 

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

U.S. Investment Grade-Bonds 1.84 -0.10 3.75 4.80

Treasury 1.34 -1.26 3.40 2.69

Government Agency 1.02 -0.44 2.09 2.51

Credit 2.91 1.02 5.80 8.90

Mortgage-Backed 1.59 0.20 2.76 3.57

Corporate High-Yield 2.98 7.54 9.00 18.25

Tax-Exempt Municipal 3.80 0.31 6.22 6.14

 

Fixed Income Commentary
contributed by  |  Annette Shaw, CFA, Senior Managing Director

MARKET RETURNS    (period ending 3/31/14)

Source: Morningstar DirectSource: Morningstar Direct

Source: Bloomberg LP 
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A skier’s success depends on setting a strategy that evaluates the turns and the steepness of the trail ahead. A bond 
investor’s choice of strategy takes into consideration future turns in the economy that impact the shape and steepness 
of the yield curve. Currently, the Treasury yield curve exhibits an exceptionally steep and normal shape (i.e., short-
term rates are lower than long-term rates), while short-term rates remain at historical lows (Chart 1). This combination 
of low short-term rates and higher rates in the three- to seven-year maturities of the yield curve provides investors an 
opportunity to use a “roll down the curve” strategy.  

QUARTERLY Slaloming Through the Bond Markets 
contributed by  |  Jeff Birdsley, CFA, 

Senior Managing Director & Fixed Income Portfolio Manager 

CHART 2
Source: CMS BondEdge

CHART 1
Source: Bloomberg LP 
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Steepening Yield Curve 

U.S. Treasury 3/31/14 U.S. Treasury 3/31/13 

Navigating the Curve
As a bond approaches maturity, it “rolls down the yield curve” through a series of lower and lower yields. As the yield 
at which a bond is valued declines, the price of the bond moves upward, provided the yield curve keeps its shape. This 
strategy works best when rising rates do not increase as quickly as expected, and the shape of the yield curve retains its 
upward slope. Chart 2 examines the opportunity that exists from using a “roll down” strategy. This chart shows the total 
return generated over a one-year time period for bonds invested with between two and 10 years to maturity. Bonds with 
a seven-year maturity provide the most positive roll-return over the next year as the yield decline from seven to six years 
to maturity is large at this part of the yield curve. As yields decline, a bond’s price appreciates, providing higher total 
returns that can help cushion against negative returns resulting from price declines if interest rates climb. Bond investors, 
like the skier, will continually need to adjust their course as the economy and shape of the yield curve change.

2Y 3Y 4Y 5Y 6Y 7Y 8Y 9Y 10Y 

Total Return 0.82  1.69  2.44  2.72  3.16  3.38  3.29  3.46  3.08  

Roll Return 0.50  1.01  1.33  1.24  1.34  1.37  1.00  0.97  0.43  

Income Return 0.33  0.68  1.11  1.47  1.82  2.01  2.29  2.48  2.66  
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