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A

er a sluggish start to the year, the equity
markets picked up momentum during the
second quarter. The S&P 500 returned 5.23 per‐
cent during the second quarter and is now posi ve
by 7.14 percent year‐to‐date. The broad index,
o en looked at as a barometer for the stock mar‐
ket, has now reported posi ve returns for six
straight quarters. The smaller capitaliza on indi‐
ces did not perform as well as the large cap index
but were able to move higher through the quarter,
extending their posi ve performance streak to
eight consecu ve quarters. The S&P SmallCap 600
returned 2.07 percent for the quarter and now sits
posi ve by 3.22 percent for the year.
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S

imilar to the performance of U.S. equity mar‐
kets, interna onal markets ‐ both developed
and emerging ‐ had a strong quarter. Emerging
markets outperformed both interna onal devel‐
oped and U.S. markets for the quarter, finishing
the quarter posi ve by over six percent. A er a
flat first quarter, emerging markets are also posi‐
ve by over six percent year‐to‐date. Developed
interna onal equi es, as represented by the MSCI
EAFE, were up over four percent for the quarter,
and are posi ve by 4.78 percent year‐to‐date.

The U lity sector is also the leader through the
first half of the year with an astounding 18.65 per‐
cent return. Joining the U lity sector with double‐
digit returns through the first half of the year are
the Energy and Health Care sectors. Informa on
Technology was also a strong performer during the
second quarter, returning over six percent. All
broad sectors are posi ve through the first six
months of 2014. Consumer Discre onary was the
worst performing sector so far, with a return of
less than one percent.

T

L

he Energy sector was the top performing U.S.
large cap sector for the quarter, benefi ng
from rising oil prices as a direct result of escala ng
violence in Iraq. The U lity sector, which was the
leader during the first quarter, had another strong
quarter, finishing posi ve by over seven percent.
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onger‐term interest rates con nued to fall
during the second quarter, with the 10‐year
treasury falling to 2.51 percent. Bond price perfor‐
mance was driven by falling interest rates through
the quarter resul ng in long‐term bonds outper‐
forming shorter dura on bonds. The broadly‐
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focused Barclays Aggregate Bond Index returned
1.94 percent during the second quarter and fin‐
ished the quarter posi ve by almost four percent
year‐to‐date. Lower‐quality fixed income con n‐
ued to outperform higher credit quality peers. The
Barclays US Corporate High Yield Index returned
2.41 percent during the quarter and is posi ve by
5.46 percent year‐to‐date.

O

il prices dri ed higher throughout the quar‐
ter as a Civil War in Iraq caused tensions to
rise in the Middle East. The price movement was a
modest four percent increase, but given the cir‐
cumstances, the movement could have been more
significant. Gold had a strong June, allowing it to
post consecu ve quarterly gains for the first me
since 2011. Gold is now posi ve by almost 10 per‐
cent through the first two quarters of the year.
Coﬀee prices retreated slightly during the second
quarter a er significant increases during the first
quarter. Coﬀee prices are s ll up over 55 percent
for the year, which is due to an unprecedented
drought in Brazil. Increasing coﬀee prices caused
retail giant JM Smucker, maker of Folgers, to an‐
nounce they would pass on part of this price in‐
crease to consumers.

M

any television “talking heads” have been
referring to this recent market rally as the
most hated bull market in decades ‐ maybe ever.
There are many reasons to be skep cal of this ral‐
ly:
 It has been over two years since the S&P 500

experienced a 10 percent correc on .
 A major catalyst for the market rally has
been ar ficially low interest rates, driven by
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the Fed’s unprecedented and unsustainable
monetary policy.
The final reading for first quarter GDP
growth was negaƟve 2.9 percent.
Too many Americans are either underem‐
ployed or unemployed.
Geo‐poli cal risks are rising with con nued
tension in Russia/Ukraine and most recently
Iraq.
U.S. equi es are trading at earnings mul ‐
ples slightly above historical averages.
Many investors have been underweight eq‐
ui es for much of the rally, causing those
who missed the rally to jus fy their decision
making by calling this market unjus fied.

T

he fact that there remains a number of mar‐
ket par cipants not sold on the sustainability
of the current bull market might be a prime reason
that the rally could con nue. When investors are
all on the same side of trade, either bullish or
bearish, it is probably a good me to take the oth‐
er side of the trade, however, this market is seeing
its fair share of both bulls and bears.

T

he headline economic reading in the U.S.
during the first quarter was an abysmal 2.9
percent decline in Gross Domes c Product (GDP).
The expecta ons for this reading were low, but
the final reading was far lower than expected. The
poor reading was driven by the harsh winter, in‐
ventory drawdowns and the yet‐ to‐be‐explained
lower health care spending. Although the GDP
was disappoin ng, it was comfor ng to see that
many other economic indicators contradicted the
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poor GDP print.

T

he unemployment reports released during
the second quarter con nued to show strong
job growth. The May report indicated nonfarm
payrolls increased by 217,000 jobs, and the 12‐
month average showed employment growth of
197,000 jobs. The unemployment rate dropped to
6.3 percent. In addi on to more jobs being creat‐
ed, 12‐month average hourly earnings rose by 2.1
percent. Durable Goods orders were encouraging
throughout the quarter despite the nega ve one‐
percent drop in May, which was skewed by de‐
fense orders.

B

usiness and consumer confidence showed
signs of strengthening throughout the quar‐
ter.
According to the Thompson Reuters/
University of Michigan U.S. consumer sen ment
survey, consumers are feeling op mis c. The final
June reading came in at 82.5, which was 0.6 points
higher than the last month. Consumer confidence
was also evidenced by the significant rise in light‐
weight vehicle sales, which saw a surge to an an‐
nualized rate of 16.8 million units in May, the high‐
est seasonally adjusted annual rate since July
2006. The housing sector indicators were mixed
throughout the quarter. The trend in housing con‐
nues to look posi ve, but the numbers are not as
consistent or robust as we have expected.

M

erger and Acquisi on (M&A) ac vity has
been extremely strong as acquiring compa‐
nies are taking advantage of higher stock prices,
ample stock reserves and cheap financing. Year‐to
‐date global M&A deal volume as of June 26
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surged to $1.75 trillion, its highest level since June
2007, according to Thomson Reuters. Some of
these deals are inversions by U.S. companies,
which allow them to be domiciled in countries that
have a lower corporate tax rate. Yet another sign
of business and investor confidence is witnessed in
the strength of the Ini al Public Oﬀering (IPO)
market. According to Renaissance Capital, the sec‐
ond quarter of 2014 trumped the first quarter,
which was previously the most ac ve quarter since
the first quarter of 2000. The second quarter’s
ac vity was much more diversified than the first
quarter’s biotechnology‐driven ac vity. The sec‐
ond quarter saw more ac vity from the technolo‐
gy, energy, financial and consumer sectors. One
hundred and seventeen companies filed for IPO’s
in the second quarter, a 19 percent increase over
last quarter and a 54 percent increase over second
quarter of 2013.

T

he Federal Reserve con nued to wind down
quan ta ve easing by reducing monthly
bond purchases by another $10 billion. Beginning
in July, the Fed will have reduced the monthly pur‐
chases to $35 billion and remain on pace to end
the bond purchases before year end. Newly‐
appointed Fed Chair, Janet Yellen, had some
bumps along the way, but overall her first six
months on the job have been successful.

T

he most an cipated ‐ and probably most sig‐
nificant ‐ news of the quarter came out of
the European Central Bank’s (ECB) mee ng in May.
The markets have been wai ng and expec ng fur‐
ther s mulus, which was finally announced. The
ECB cut key interest rates 10 basis points from
0.25 to 0.15, and announced further measures to
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combat the Euro zone’s disinfla on fears. The ECB
A LÊÊ» ã ã« NçÃÙÝ
also cut its deposit facility rate to ‐0.10 from 0 per‐
cent. By taking the rate nega ve, it essen ally
2nd Quarter
means banks will be charged to park money with
2014
the ECB. The ECB also announced targeted longer‐
(%)
Index
term refinancing opera ons (LTROs), in where the
ECB lends to banks at low interest rates in order to DJ Industrial Average TR USD
2.83
encourage them to lend to households and non‐
5.23
financial corpora ons or to invest in higher‐ S&P 500 TR USD
yielding assets. Mario Drahgi, President of the
S&P MidCap 400 TR
4.33
ECB, did not stop there; he announced they would
begin “preparatory work” to be able to conduct S&P SmallCap 600 TR USD
2.07
Federal Reserve‐style asset purchases in asset‐
5.31
backed securi es. He also announced they would NASDAQ Composite TR USD
stop “sterilizing” past bond purchases, which has MSCI EAFE NR USD
4.09
the eﬀect of injec ng more reserves into the bank‐
2.04
ing system. Last but not least, during Mario Barclays US Agg Bond TR USD
Draghi’s press conference he asserted himself: Wilshire US REIT TR USD
7.22
“Are we finished? The answer is no.” We consider
IA SBBI US 30 Day TBill TR USD
0.00
this an aggressive first step.

A

er trailing other equity markets for much of
2013 and into 2014, emerging markets have
rebounded to be a top performer during the sec‐
ond quarter. India’s stock market has led the way
as investors applauded the newly‐elected prime
minister who has promised to create jobs, revital‐
ize the economy, and improve governance inside
and outside the capital. Thailand’s military staged
a coup in April and took control of the govern‐
ment. The markets actually applauded the ac on,
as they hoped the shi in control would resolve
some of the poli cal deadlock. Russia’s stock mar‐
ket performed well during the quarter. The MSCI
Russia Index gained over ten percent for the quar‐
ter; performance was driven by the easing of ten‐
sions between Russia and Ukraine. The Index re‐
mains nega ve for the year by over five percent.
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Year to
Date
(%)
2.68
7.14
7.50
3.22
6.18
4.78
3.93
18.08
0.01
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T

he focus in the second half of the year will be
on the strength of the U.S. economy, and in
par cular, the release of the second quarter GDP
report. We are expec ng to see a significant snap
back following the disappoin ng ‐2.9 percent de‐
cline in the first quarter. Based on some of the
other economic numbers released during the first
quarter and a perceived outlier in first quarter re‐
lease, we expect to see an annualized growth rate
of between three and four percent for the second
quarter.
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T

here are no real surprises expected from the
U.S. Federal Reserve. The consensus is that
they will con nue to taper the monthly bond pur‐
chases un l it is completely withdrawn, which is
expected to conclude in October. As long as the
economy con nues to grow as expected, the Fed’s
main a en on will be on infla on. The U.S. infla‐
on rate has been below the Fed’s targeted level
for years, which will allow the rate to get above
the long‐term targeted rate of two percent with‐
out forcing any swi ac on. The release of the
Fed’s minutes and interviews given by the diﬀer‐
ent district Presidents will be closely watched for
clues on how soon into 2015 the Fed will begin
raising interest rates.

E

arnings season is always an important part of
the quarter and second quarter results will
be no diﬀerent. Analysts and investors will be anx‐
ious to see how companies are performing coming
oﬀ last quarter’s nega ve opera ng earnings
growth for the S&P 500. According to FactSet, 84
companies have issued nega ve Earnings per
Share (EPS) guidance and 27 companies have is‐
sued posi ve guidance for the second quarter.
This is actually a posi ve sign when compared to
past quarters; the numbers represent the second
consecu ve quarter that nega ve preannounce‐
ments declined and posi ve preannouncements
increased.

M

any investors and analysts expected to see
interest rates rise during 2014. In fact, the
opposite has occurred through the first half of the
year. We believe interest rates will rise during the
second half of the year on be er and more con‐
sistent economic news. We do not expect to see
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rates rise at a rate that would have a significant
adverse impact on shorter‐term bond holders or
derail the economic recovery. We look for rates to
move closer to the three percent mark between
now and year end. In conjunc on with watching
interest rate levels, fixed income investors will also
be paying close a en on to credit spreads, which
have ghtened over the last couple of years. With
rates threatening to rise and limited return coming
from addi onal credit ghtening, fixed income in‐
vestors can expect returns consistent with interest
rate returns, minus any loss in principal from in‐
creasing interest rates.

W

e con nue to feel the geopoli cal issues in
Russia/Ukraine and in Iraq are in a state of
uncertainty which could lead to heightened mar‐
ket vola lity if either situa on escalates. Since the
figh ng in Iraq started, we have seen a jump in oil
prices transla ng into higher gas prices at the
pump. Should oil prices stay elevated or signifi‐
cantly increase, it could become a burden on the
U.S. consumer and, ul mately, be a drag on the
economy. We do not see either situa on causing a
major disrup on to the U.S. recovery, but both
situa ons need to be monitored as they do pose a
risk.

W

e expect more of the same from Europe:
slow growth and a con nued risk of defla‐
on. The newly announced “easy money” policies
will be beneficial but will fail to produce any large,
swi changes to the economy. A weaker Euro was
expected from the newly announced measures,
which could help European exporters. However,
the Euro has been resilient and stabilized at the
1.36 level, which is only slightly weaker than the
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beginning of the year level of 1.38. The ECB could
announce addi onal measures but the ming is
uncertain. Unless the economy takes a significant
turn for the worse, addi onal steps may not be
taken un l some me in the fourth quarter or pos‐
sibly in 2015.

M

any emerging‐market countries con nue to
look a rac ve from a valua on perspec ve
but they also carry addi onal risks. A number of
emerging market countries should benefit from
increased demand from developed economies, like
the U.S. and Europe. India’s recent performance is
a ributed to the elec on results and expecta ons
around future growth; however, current economic
readings have been disappoin ng, increasing the
risk of the market beginning to trade on economic
news and not poli cal results. Brazil is expected to
see elevated vola lity heading into their October
elec ons. Brazil’s valua ons are a rac ve but low
growth and high infla on remain as risks in the
months ahead. Recent economic news out of Chi‐
na has been inconsistent, but the government has
been ac vely trying targeted liquidity and credit
easing to support the poten ally weakening econ‐
omy. China may see some bumps along the way
but we are not expec ng a hard landing. Indone‐
sia is coming oﬀ a strong first half of the year with
returns in the high double‐digits; however, Indone‐
sia will have their presiden al elec ons in July,
which are expected to impact short‐term perfor‐
mance.

O

ur sen ment con nues to be bullish on the
U.S., and to a lesser extent, the global recov‐
ery, which leads us to favor equi es over fixed in‐
come from an opportunity and valua on perspec‐
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ve. However, and most importantly, an investor’s
asset alloca on and investment decisions should be
based on risk tolerance and financial goals not on
past or forecasted stock market movements. Inves‐
tors in equi es should con nue to expect more
price vola lity and can encounter a much larger
draw‐down than many fixed income investments.

I

f anything in your financial situa on has
changed, please let us know so we can deter‐
mine whether a change in your por olio is neces‐
sary.
— Robert Moyer, CFA, CFP®
Director of Research

The views and opinions expressed are for informaƟonal purposes only
and should not be construed as investment advice. The data provided
is as of the wriƟng and is subject to change without noƟce. All material
presented is compiled from sources believed to be reliable and current,
but the accuracy of third party sources cannot be guaranteed. The
material is not intended to be relied upon as investment advice or
recommendaƟons, does not consƟtute a solicitaƟon to buy or sell securiƟes, and is not specific legal, investment, or tax advice. The informaƟon provided does not take into account the specific objecƟves,
financial situaƟon, or parƟcular needs of any specific person or enƟty,
and should not be relied upon as the sole factor in an investmentmaking decision. Past performance is no guarantee of future results. InvesƟng involves risk, and could result in loss of principal.
ACG Advisory Services is a registered investment adviser.
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