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Economic uncertainty, high equity valuations, and a harsh winter were generally 
blamed for choppy stock market performance in the first quarter. Global equities 
ended the quarter with only modest advances. Bonds actually outperformed stocks, 
thanks to a softer economy, emerging market turbulence, and assurances that the Fed 
would continue to keep interest rates low. The 10-year Treasury yield declined to 
2.72%, after starting the year off at just over 3 percent. With rates on the decline, 
bond investors saw solid relative returns for the quarter. 

To be sure, there is plenty of good news to support U.S. stock prices: 

• Corporate earnings are very strong. 
• Interest rates remain low. 
• Economic growth (while moderate at best) remains in positive territory.  
• The housing market is stable. 
• There is slow improvement in the job market. 
• Fiscal uncertainty has been reduced by budget deals. 
• The outlook for domestic manufacturing and energy production remains 

strong. 

At this point, we continue to believe that a still-dovish Fed, an improving 
economy, relative fiscal peace, and solid performance on the earnings front will 
allow stocks to end the year higher from here. We again reiterate our mantra 
that equity investors need to keep the long-term picture in mind, and not to get 
caught up in day-to-day or even month-to-month gyrations. 

Liz Ann Sonders, Charles Schwab & Co. – 3/28/2014 

 
Still there is plenty of anxiety surrounding the direction and impact of the Federal 
Reserve’s bond buying reduction: often referred to as tapering. Stock valuations 
appear to be stretched. The S&P 500 index is trading at 15.2 times forward (next 12 
months) expected earnings. Over the past decade, the index has traded on average at 
13.8 times forward earnings. 
  
In our actual valuation work we use a variety of different models to estimate real 
expected returns. As a general rule, we average across the various models we use 
to generate our best forecast as to where real returns are likely to head. We 
continue to believe that the weight of valuation evidence suggests that the S&P 
500 is significantly overvalued at its current levels. Some call us “valuation 
bears”, we argue that we are simply valuation realists! 
  
                                                                       James Montier, GMO – 2/26/2014 



Concerns over the removal of stimulus by the Fed, along with China’s slowing growth, 
led to turbulence in emerging markets. While emerging market currencies have since 
stabilized, fears remain about the impact of China’s growth slowdown on the global 
economy.  Weakness in China could certainly derail global economic growth. In 
response, China’s officials have orchestrated a weaker currency and for the first time 
they have allowed domestic corporations to default on their debt. Nearly half of 
China’s economic growth comes from spending on infrastructure and construction, an 
imbalance that is clearly not sustainable.  

Eurozone inflation has declined to 0.5%, threatening economic recovery and igniting 
concerns over the potential for deflation. When deflation takes hold, it is harder to 
service debt and consumers put off spending. Just look at what Japan has been 
going through for decades. The closer inflation gets to zero, the higher the probability 
that it could slip into negative (deflationary) territory.  

Market lows, following the great recession, were reached on March 9, 2009; a distant 
memory for some, but still a painful experience for many. Patient investors have been 
rewarded with stellar returns over the past five years. But, this is certainly not the 
time to be complacent. Rebalance portfolios, be broadly diversified, and remain 
humble. The world is still awash in debt, and demographic influences indicate that 
the global economy will be under considerable fiscal stress for the foreseeable future. 

As we approach the end of yet another tax season, our focus will soon shift to broader 
wealth management issues. So, once our staff gets a chance to catch their breath 
after April 15, we will begin to update our clients’ financial plans. It’s been a long, 
cold winter, and we all look forward to warmer, sunny days. So, enjoy the promise of 
spring, and thanks so much for your continued support.   

 

Daniel G. Corrigan, CPA/PFS, CFP® 
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