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First Quarter 2014 Market Review 
May 2014 

 

U.S. Equity Market  
 
Stocks post modest gains in spite of 

economic and geopolitical concerns 

Most of the major equity indexes recorded 
modest gains for the quarter as favorable 
corporate earnings offset ongoing 

economic and geopolitical concerns. The 

DJIA was the only major benchmark to 
record a loss, while the Russell Midcap 

Value Index outpaced all other major 
indices. The utilities sector recorded the 

largest increase in the S&P 500 Index, 

followed by health care, while the 
consumer discretionary sector recorded 

the only loss. Value stocks outperformed 
growth stocks during the quarter. 

Markets retreat early then corporate earnings come to the rescue 

The first quarter was a hectic one for the equity market.  Stocks sold off in January over slowing growth 
concerns in emerging markets and weak Chinese economic data. Markets rebounded in February as 

emerging markets fears subsided and investors turned their focus to corporate earnings. According to 

FactSet, 4Q 2013 ended on a strong note with over 70% of companies in the S&P 500 reporting earnings 
above estimates. However, sales growth was less impressive with slightly more than 50% of companies 

in the S&P 500 reporting sales above estimates. Sales growth has been the weak spot in corporate 
earnings, with most corporations relying on cost-cutting to grow profits. 

The view forward 

We continue to favor dividend paying large-cap and mid-cap stocks as an alternative to 
coupon bearing bonds.  Dividend yields approaching, or exceeding, yields on fixed income 
from the same issuer are potential acquisition candidates as market drawdowns allow.  

  

U.S. Stocks Total Return 

 1Q 2014 2Q 2014 3Q 2014 YTD 2014 

DJIA -0.15%   -0.15% 

S&P 500 1.81%   1.81% 

Nasdaq Composite 0.54%   0.54% 

Russell Midcap 3.53%   3.53% 

Russell 1000 2.06%   2.06% 

Russell 2000 1.12%   1.12% 

Russell 3000 1.97%   1.97% 

     

Russell Midcap Growth 2.05%   2.05% 

Russell 1000 Growth 1.12%   1.12% 

Russell 2000 Growth 0.48%   0.48% 

Russell 3000 Growth 1.06%   1.06% 

     

Russell Midcap Value 5.21%   5.21% 

Russell 1000 Value 3.02%   3.02% 

Russell 2000 Value 1.78%   1.78% 

Russell 3000 Value 2.92%   2.92% 
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U.S. Treasury Bond Market 
 
Flight to quality and weak economic 

data drive Treasury yields lower 

With the exception of the 2 Year, Treasury 

yields across all maturities fell during the 
first quarter.  This flight to quality was the 

result of Russia's annexation of Crimea, 
weak global economic data, and concerns about the strength of emerging markets. The Treasury yield 

curve flattened as longer-maturity Treasury bonds experienced the most significant price increases and 

yield declines.  

From a global perspective, our 10 year Treasury bond yield (2.72%) looks attractive compared 10 year 
government issues in Germany (1.56%), Japan (0.64%) and the U.K. (2.74%). 

U.S. Taxable Bond Market  
 
Corporate bonds benefit from 

demographic demand 

Investment-grade corporate bonds posted 
strong performance as a result of the 
decline in Treasury yields and narrowing 

credit spreads. Longer-term corporate 

bonds outperformed as pension plans and 
insurance companies continue their search 

for yield. This trend narrowed the credit 
spread to 106 basis points (1.06%) during 

the quarter. High yield corporate bonds 
performed well as their higher yields and 

relatively strong financial condition 

attracted investors. 

A soft first quarter led investors to lower 
their growth and inflation expectations.  

This, combined with a demographically 

driven demand for bonds caused a rally in 
corporate bond prices.  We expect the 

search for yield to continue. Demand for 
corporate bonds could also be seen in a 

record for new issuance, with $300 billion 

in new issues with most oversubscribed.  

Agency MBS in transition 

U.S. agency mortgage-backed securities (MBS) underperformed both corporate and Treasury bonds 

during the quarter. The key factor for the MBS market for the remainder of the year will be the Feds 
continued tapering of purchases along with uncertainty regarding the future role of both FNMA and 

FHLMC.  A contributing factor to the wider spreads is the fact that valuations moved to the lower end of 
historical ranges after Fed purchases were greater than the new supply. Since the spike in rates during 

U.S. 
Treasury Yields 

 4Q 2013 1Q 2014 2Q 2014 3Q 2014 4Q 2014 

3 Month 0.07% 0.03%    

6 Month 0.09% 0.06%    

2 Year 0.38% 0.42%    

5 Year 1.74% 1.72%    

10 Year 3.03% 2.72%    

30 Year 3.97% 3.56%    

U.S.  
Taxable Bonds Total Return 

 1Q 2014 2Q 2014 3Q 2014 YTD 2014 

Aggregate 1.84%   1.84% 

Aggregate Inter. 1.20%   1.20% 

     

Aaa 1.42%   1.42% 

Aa 2.06%   2.06% 

A 2.67%   2.67% 

Baa 3.59%   3.59% 

< Baa 2.98%   2.98% 

     

1-3 Year 0.27%   0.27% 

3-5 Year 0.78%   0.78% 

5-7 Year 1.38%   1.38% 

7-10 Year 2.19%   2.19% 

10+ Year 5.34%   5.34% 

     

Treasury 1.34%   1.34% 

Agency 1.24%   1.24% 

Corporate 2.94%   2.94% 

  Industrial 3.28%   3.28% 

  Utility 3.80%   3.80% 

  Finance 2.07%   2.07% 

Securitized 1.55%   1.55% 

  ABS 0.54%   0.54% 

  MBS 1.59%   1.59% 

  CMBS 1.29%   1.29% 
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2013 slowed down new loan production, the Feds tapering should balance the mismatch between 

purchases and origination and bring the market back to a more normalized spread and trading 
environment. 

The view forward 

We continue to favor BBB-rated bonds in the intermediate part of the curve, along with 
corporates on the long-end of the curve as demand from life insurance companies and 
pension funds looking to match liabilities continues to be robust.   

U.S. Municipal Bond Market  
 

Municipal bonds provide competitive 
returns 

Municipal bonds enjoyed the same fortune 
as their taxable counterparts.  Overall, 

municipal bonds outperformed Treasuries 
and were on par with corporate bonds.  

From a technical standpoint, municipal 
bond issuance continues to decline while 

demand remains robust leading to upward 

price pressure and lower yields.  The 
municipal yield curve flattened as longer-

maturity municipal bonds experienced the 
most significant price increases and yield 

declines.  Lower quality municipal bonds 

outperformed higher rated issues.  

Puerto Rico municipal bonds 
downgraded to junk and Detroit 

bankruptcy rounds the bend 

All three major credit rating agencies 

downgraded Puerto Rico's municipal debt 
to below investment grade. Despite the 

downgrades, the financially troubled U.S. 

territory sold $3.5 billion of new municipal 
debt at a surprisingly low yield.  

Detroit continues to work its way through bankruptcy.  Recent reports indicate the insurers of Detroit’s 

GO bonds will receive 70+ cents on the dollar.  Bondholders will receive 100 cents on the dollar because 

insurance will pay the balance.  Unsecured creditors will see a material impairment.  The process is still 
fluid but indications are that Detroit’s GO bonds will be classified as secured if approved by the 

bankruptcy court.  

The view forward 

We continue to favor A-rated general obligation and essential service revenue bonds in the 
intermediate part of the curve.    

U.S.  
Municipal Bonds Total Return 

 1Q 2014 2Q 2014 3Q 2014 YTD 2014 

Municipal Bond 3.32%   3.32% 

Municipal Inter. Ins. 1.25%   1.25% 

     

Aaa 2.22%   2.22% 

Aa 2.95%   2.95% 

A 3.91%   3.91% 

Baa 5.52%   5.52% 

<Baa 5.91%   5.91% 

     

1 Year (1-2) 0.24%   0.24% 

3 Year (2-4) 0.33%   0.33% 

5 Year (4-6) 1.00%   1.00% 

7 Year (6-8) 2.02%   2.02% 

10 Year (8-12) 3.13%   3.13% 

15 Year (12-17) 4.32%   4.32% 

20 Year (17-22) 4.74%   4.74% 

Long (22+) 5.83%   5.83% 

     

General Obligation 3.06%   3.06% 

Revenue 3.61%   3.61% 

     

California 3.77%   3.77% 

Florida 3.08%   3.08% 

Illinois 4.02%   4.02% 

New York 2.95%   2.95% 

Texas 3.32%   3.32% 
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U.S. Economic Outlook  

Fed taper continues 

Although economic data released early in the 
quarter was weak, the Fed maintained their 

position, i.e., only a significant change in the 
economic outlook will lead to a change in its 

planned tapering. 

Mixed economic signals and geopolitical 

concerns abound 

U.S. economic growth was slowed by severe 

winter weather. However, the outlook remains 
one of modest economic growth, with a notable 

rebound in housing and employment. Overall, 
the positives of modest growth, a gradual 

reduction in monetary support, and decent 

corporate earnings were enough to overcome 
concern about the Russian situation and some of 

the worrisome economic developments abroad. 
Geopolitical concerns returned as Russia moved troops into Crimea and U.S. and its European allies 

responded with targeted sanctions against Russia.  The potential exists for these sanctions to have a 

negative impact on the fragile European economy and deserve close observation.  

The view forward 

Most investors thought the bond market was dead in its tracks when Fed Chair Ben Bernanke indicated 

last June that the Fed would wind down its purchases of Treasury and Agency MBS. However, the first 
quarter of 2014 proved the general consensus sometimes has nothing to do with reality. With the 

exception of brief periods of flight-to-quality, bonds generally trade to inflation expectations. When the 
Fed is buying billions of dollars of bonds and adding liquidity to the market, the result is inflationary.  

When the Fed removes liquidity, or raises rates, it does so to slow the rate of inflation and therefore the 

bond market breathes a sigh of relief as the prospect of inflation is diminished, giving the long-end of the 
bond market room to rally.  

We are in the midst of an unprecedented monetary policy experiment. According to Richard Fisher, 

President of the Federal Reserve Bank of Dallas, the Fed owns approximately 23% of Treasury coupon 

securities and 30% of outstanding Agency MBS. How the Fed unwinds their balance sheet and normalizes 
interest rates are big unknowns, and this introduces considerable uncertainty.  

We also see cause for concern outside of the United States.  Foremost is how China unwinds its credit 

and infrastructure bubble. In recent months we have seen defaults from Chinese entities unable to 

generate sufficient cash flow to service their debt. This may be the beginning of a credit-bubble unwind 
that could be disruptive for global markets. In addition, parts of Europe continue to flirt with deflation. 

Structural imbalances between EU creditor and debtor countries are far from resolved, and there remains 
a meaningful risk of a debt crisis stemming from the weaker peripheral countries. The banking system is 

undercapitalized and in need of a credible backstop such as a region-wide banking union. However, the 
EU and ECB are very active in addressing this. Like our Federal Reserve, there are many tools available to 

stabilize their economy. 

Quarterly 
U.S. Economic Data 

 Mar14 Dec13 Sep13 Jun13 

GDP 0.1% 2.6% 4.1% 2.5% 

     

Inflation     

  CPI 1.5% 1.5% 1.2% 1.8% 

  PPI 1.6% 1.3% 1.8% 1.4% 

Consumer     

  Auto sales 16.3m 15.3m 15.2m 15.8m 

  Confidence 83.9 77.5 80.2 82.1 

Housing     

  Starts 2.77m 3.02m 2.65m 2.61m 

  New home sales 1.30m 1.34m 1.16m 1.33m 

Business     

  Durable goods 2.5% -4.8% 3.9% 5.2% 

  ISM manufacturing 53.7 56.5 56.0 52.5 

  Capacity utilization 78.7 78.4 77.9 77.8 

Labor     

  Unemployment (U3) 6.7% 6.7% 7.2% 7.5% 

  Unemployment (U6) 12.8% 13.1% 13.6% 14.2% 

  Labor Force 
  Participation Rate 63.2% 62.8% 63.2% 63.5% 


