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THE ECONOMY 
 

It was not just severe winter weather that impacted the economy 

and financial markets in the first quarter of 2015.  Both were 

buffeted by a constant string of mixed domestic and global 

economic data, political turmoil and the domination of the 

markets by world central banks, which have pushed some interest 

rates to points below zero, once thought to be practically 

impossible. 

 

It has become increasingly apparent that the U.S. economy and 

financial markets are being subjected to global influences to an 

extent arguably not seen for a century or more.  During the 

quarter, the exchange rate of the dollar came to the forefront, 

affecting securities’ markets in ways not familiar to most 

Americans. 

 

The weather resulted in a slowdown in all sectors of the U.S. 

economy, while economic weakness continued elsewhere in the 

world.  At the same time, there are signs that growth has slowed 

from the pace of late 2014.  Gross Domestic Product, in the 

fourth quarter of 2014, was revised down at the end of February 

to 2.2% from 2.6%.  This negative revision was largely due to 

lower-than-estimated inventories as well as reduced exports 

related to the increase in the value of the dollar to other 

currencies. 

 

Global recovery is evident but has remained mixed.  China’s 

economy   showed  growth,   but  at  lower-than-historical  levels.   
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Europe (especially), Germany and other major countries began to 

show signs of growth.  Then, throw in the decline in oil prices 

and the confrontation between Greece and the European 

community plus the crisis in Ukraine and Russia.  After a difficult 

December and January trying to digest all of the above, the 

market recovery in February was a relief, and the fact that the 

S&P 500 hit a new high offered encouragement to investors, but 

weakened in March due to the Fed’s action and lower earnings 

forecasts. 
 

The overall picture for the period was reflective of a divergence 

between consumers and businesses.  After increasing their 

spending in the fourth quarter of 2014 by the fastest pace since 

2006, consumers cut back their outlays in the past three months.  

Further, business investment has been decelerating during the 

period, and government outlays have fallen. 
 

Many economists and analysts are concerned about first quarter 

reports, as corporate earnings estimates are continuing to weaken.  

Falling oil prices and the soaring dollar have prompted analysts to 

cut expectations.  Earnings for U.S. companies are now expected 

to grow two percent in 2015, down from the estimated eight 

percent at the beginning of January.  At the same time, growth 

rates are expected to contract by one percent compared to 

growing by two and a half percent, related to the energy sector, 

while the fallout from the strong dollar has been hurting 

multinationals. 
 

As has often been the case, since the inception of this recovery in 

2009, U.S. economic data is looking somewhat mixed.  The 

housing market remains unimpressive overall, and retail sales 

(excluding gasoline) have become flat since November.  

However, the pace of job creation has risen to the best levels seen 

in over a decade.  Hopefully, as we move through the balance of 

the year, declining unemployment and lower prices at the pump 

will give rise to resumed gains in personal consumption 

firepower. 
 

To date, the Fed has been reacting to the strong upward trend of 

the dollar, muted wage increases and sluggish economic growth.  

At this point, it seems almost a foregone conclusion the Fed will 

begin increasing rates at some point.  We have stopped predicting 

when this will happen, however.  When it does act, we think the 

rise will be at a slow and careful pace.  Even with the modest 

moves, monetary policy will remain at accommodative levels.  It 

is normal to see heightened volatility within the financial markets 

in advance of Fed action. 
 

The start of the next rate cycle is not about preventing a surge in 

consumer  price  inflation  in  the   next  year  or  two,   but  about 
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unwinding an unprecedented monetary experiment.  In other 

words, the Fed is not going to be raising rates to combat inflation, 

but rather as a reflection that the economy is strong enough that it 

no longer needs an emergency zero-rate policy. 
 

The pending shift, along with easing elsewhere in the world, has 

caused the U.S. dollar to appreciate rapidly.  A stronger dollar has 

some negative effects, but ultimately is a net positive for the 

global economy.  The sharp increase has hurt corporate earnings, 

but should eventually help the U.S. economy since it provides a 

boost to consumer spending.  At the same time, an appreciating 

dollar is a plus for the eurozone, Japan and export-oriented 

emerging markets and should help promote a self-reinforcing 

global recovery. 
 

Although we expect the U.S. economy to continue to grow, 

recent mixed global data implies that this is by no means 

guaranteed.  Deflation worries and geopolitical risks are likely to 

keep volatility relatively elevated.  Nevertheless, we think there 

are some important factors that should provide ongoing support 

to equity markets.  In particular, U.S. economic acceleration, 

albeit slow, should act as a tailwind for the rest of the world, 

while global monetary policy remains extremely supportive.  The 

bull market is now in its sixth year of recovery, which is a 

concern, but currently makes stocks more attractive relative to 

bonds.   

 

Investors would be well-advised to pay particularly close 

attention to future key incremental developments in the pace of 

job creation, wage growth and prospective inflation risks that 

have been largely absent since the start of the recovery in 2009.  

As we have witnessed time and again in global financial markets, 

perceptions, and thus market reality, can change quite rapidly, as 

evidenced by the recent unanticipated influences that occurred 

during the quarter. 

 

It seems obvious to us that the United States no longer needs the 

extraordinarily low interest rates the Fed adopted as part of its 

emergency measures in the height of the financial crisis.  

Financial market volatility will probably increase when those rate 

hikes do begin, but we do not believe this event will be enough to 

derail the bull market.  We also expect several market trends to 

continue.  The months-long themes of falling commodity prices 

and a rising dollar may be taking a break, but those trends are 

probably not over.  At the same time, we expect equities will 

outperform bonds in coming months.  Therefore, we believe it is 

important to maintain a disciplined investment process.  Through 

good times and bad, this is the key to achieving long-term 

financial goals in both equity and fixed income. 

 
FINANCIAL MARKETS 
 

EQUITIES 
 
Equity markets stumbled coming out of the gate during the first 

quarter, similar in nature to 2014, given the domestic and 

geopolitical concerns mentioned above.  While record high 

markets  were   reached,   stocks  swerved   higher  and   lower  as 

investors grappled with the strong dollar and searched for clues 

on the timing and pace of the Federal Reserve’s interest rate 

increases and the implications for the market.  As a result, the 

bull market for U.S. stocks passed its six-year anniversary, 

although it was a bumpy road, as reflected below in the returns 

for the four major indices. 
 

Even so, the recent market declines have not been met with large 

stock market volume.  The sell-offs have been mostly driven by 

short-term investors rather than big, long-term investors, many of 

whom remain bullish on stocks this year. 
 

At the same time, analysts had been downgrading their estimates 

for corporate earnings in the quarter, due in large part to the 

stronger dollar.  Profits among S&P 500 companies are expected 

to fall 4.6% in the first quarter, down from an expected pace of 

growth of 4.2% at the end of last year, according to FactSet. 
 

All ten sectors of the Index have seen downward profit revisions 

for the first quarter; but much of the pain has been concentrated 

in the Energy sector, which is projected to report a 64% year-to-

year decline in first quarter earnings per share.  Analysts see 

smaller declines in Utilities, Materials, Telecom Services, 

Consumer Staples and Technology companies.  They see 

earnings gains for Health Care, Financials, Industrials and 

Consumer Discretionary companies.  All in all, ex-Energy, 

earnings for the S&P 500 are projected to be up 3.4% for the 

period. 
 

        Equity Returns*    

Index  Jan    Feb    Mar    1st Qtr 

S&P 500 -2.92% 5.65% -1.57% 0.95% 

Dow  -3.51% 5.82% -1.77% 0.31% 

NASDAQ -2.13% 7.08% -1.26% 3.48% 

Russell 2000 -3.22% 5.94% 1.74% 4.32% 

*Total: price change + dividends 
 

During the quarter, the dollar rose 13% against the euro.  A 

stronger greenback tends to hurt the profits of big multinationals 

that dominate the S&P and the Dow, for example, making their 

products more expensive abroad.  Plunging oil prices were 

another focus.  U.S. crude oil futures fell an additional 11% in the 

past three months, but were up from their six-year low in mid-

March. 

 

Large cap stocks have, thus, been unable to maintain a sustained 

upward or downward momentum in the first three months of the 

year.  The S&P 500 has traded between 2000 and 2100 after 

ending last year at 2058.  Small and mid-caps have performed a 

bit better. 

 

Within the quarter, the S&P closed up or down more than one 

percent on 19 occasions, the most since the second quarter of 

2012.  Still, there was not a single session where the S&P closed 

up or down by two percent or more.  The Dow posted 18 moves 

of one percent or more in either direction, the most in a quarter 

since 2011. 

 

The NASDAQ held its own for the three-month period with a 

strong showing in mid-month, placing it within striking distance 



Market Commentary 3 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

of its March 20
th

 high of 5042.  It has the largest concentration of 

technology and biotechnology stocks and is the most weighted of 

the four indices toward the youngest, most volatile, most 

promising companies that were driven recently by rapid revenue 

and profit growth.  The hardest hit sectors in this and last year’s 

pullbacks have been those viewed as most overextended. 

 
Small cap stocks recorded larger gains than the broader markets 

as the Russell 2000 Index of small cap stocks reached a fresh 

record close in late March of 1268.  Companies in the S&P 

earned 46% of their sales outside of the U.S. in 2014, according 

to S&P Dow Jones.  By contrast, 19% of sales for Russell 2000 

companies came from outside the U.S., according to Bank of 

America Merrill Lynch.  Shares of small companies have, 

therefore, fared better amid the dollar rally, as they tend to be 

more U.S.-focused and less exposed to currency fluctuations. 

 

Because of the quarter’s cares and concerns, the broader market, 

as measured by the S&P 500 and its ten market sectors, was a 

mixed bag but was basically influenced by central banks, the 

dollar and energy impacts, as reflected in the following table: 

 
 S&P 500 
  Returns 

Sector Weight* 1st Qtr 

 Materials 3.2% 0.99%  

 Industrials 10.4% -0.86%  

 Telecommunications 2.3% 1.54%  

 Cons. Discretionary 12.6% 4.80%  

 Consumer Staples 9.7% 0.99%  

 Energy 8.0% -2.85%  

 Health Care 14.9% 6.53%  

 Info Technology 19.7% 0.57%  

 Utilities 3.0% -5.17%  

 Financials 16.2% -2.05%  

*03/31/15 

Source: S&P  
 

The two strongest sectors for the period were Health Care and 

Consumer Discretionary, with returns of 6.53% and 4.80%, 

respectively, both of which comprise a combined total of 27.5% 

of the Index.  Other sectors with nominal positive gains were 

Materials, Telecommunications, Consumer Staples and 

Technology. 

 
Energy and Utilities were the two sectors that were major 

negative factors in the performance of the Index, down 2.85% 

and 5.17%, respectively, but they only make up 11.0% of the 

total Index.  The decline in oil prices was a key negative factor 

affecting the Energy group.  The Utilities sector, a favorite 

defensive group in the search for income in the current low 

interest rate environment, was hurt by the fear of higher interest 

rates.  When the dollar has rallied in the past, Consumer 

Discretionary and Consumer Staples stocks have fared better than 

the broader market.  These sectors have relatively low exposure 

to overseas markets. 

 

On the heels of a somewhat rough first quarter, many investors 

are questioning the state of economic growth and wondering if 

equities still hold value.  Our view is that an improving global 

economy  should   (eventually)  allow  for  a   renewed  upturn  in 

earnings prospects and in equity markets.  As such, we believe 

investors should remain patient. 
 

Valuation indexes suggest the market is either fairly valued or 

borders on slight overvaluation.  Our sense is that the U.S. stock 

market is, most likely, fully valued or even somewhat overvalued 

given analysts’ revisions.  Nevertheless, we all know that stocks 

can stay over- or undervalued for a long time because equity 

valuations often go through long cycles, especially given the 

headwinds mentioned before. 
 

Going forward, we will maintain a moderate cyclical bias over a 

defensive posture in light of our more positive domestic 

economic outlook.  Weight will be given to Technology, 

Industrials, Financials, Consumer Discretionary, as well as Health 

Care. 
 

We recommend looking past this valley of weak U.S. earnings.  

Consistent with the last couple of years, we believe earnings 

growth is healthy and running at a positive growth rate, which 

reflects continued solid, though not stellar, economic 

performance.  Most importantly, the distorting impact of the 

plunge in oil prices and the strong dollar is unlikely to continue 

next year, and the solid underlying corporate fundamentals, 

which drive our favorable view on equities, will become more 

evident. 

 

FIXED INCOME 
 

Government bonds, the yields of which are the base level for 

other fixed income investments, rose in price in the first quarter 

to cap the fifth quarterly gain in a row, the longest winning streak 

in more than a decade.  The $12.5 trillion market continues to 

lure investors left uncertain by uneven global growth and 

subdued inflation in the developed world.  In addition, mixed 

economic readings in the U.S. during a harsh winter bolstered 

investors’ expectations that the Federal Reserve will maintain an 

accommodative monetary policy, even though they may raise 

interest rates.  Other fixed income markets fell in lockstep as 

investors searched for yield. 
 

Treasurys currently offer higher yields than comparable debt 

elsewhere in the developed world, another reason global investors 

are piling in to our markets.  The added yield differential between 

the U.S. and the rest of the world has driven foreign buyers into 

Treasurys and other fixed income securities.  At the end of 

March, the yield on the 10-year Treasury note was 1.93%, down 

from 2.17% at the end of 2014.  The quarter-end yield on the 10-

year German government bond was 0.18%, the yield on the 10-

year government bond in Japan was 0.40% and the yield on the 

10-year U.K. government bond was 1.58%.   

 

At present, 25 percent of the European sovereign bond market is 

trading with a negative yield.  In France, government bonds of up 

to three years carry a negative yield.  In Germany, it is eight 

years, and in Switzerland, ten years.  In this context, for now, a 

U.S. ten-year bond offering a roughly two percent yield and 

backed by a strong currency actually seems appealing.  Against 

this backdrop, it should not be surprising that bond yields remain 

low.   
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This global demand for yield, safety and liquidity in the 

Treasury market is reflected in the following table, which shows 

that yields have declined across the full length of the yield curve. 

 

Base Interest Rates 
 

 

 

U.S. Treasury Yields 

 ------------------------ Maturity ----------------------- 

Date  3 mo.   2 yr.   5 yr.   10 yr.   30 yr. 

Dec 31, 2014 0.04% 0.66% 1.65% 2.17% 2.75% 

Mar 31, 2015 0.02% 0.56% 1.38% 1.93% 2.54% 

      
Change:      

12/31-3/31/15 -0.02% -0.10% -0.27% -0.24% -0.21% 
 

U.S. bond yields of all types have fallen since the start of 2014, a 

move that has confounded many traders and analysts, including 

ourselves, who had predicted that yields would rise in response 

to an improving U.S. economy and the prospect of higher 

interest rates.  Some investors still expect bond yields to grind 

higher in the months ahead, but at a more modest pace.  Time 

will tell. 
 

The 10-year yield tumbled to 1.66% on February 2, the lowest 

closing level since May 2013, amid worries over the global 

growth outlook.  The yield then surged to 2.24% on March 6, the 

highest level since December 2014, after a report showed strong 

job growth.  Low yields mean less income.  With yields near 

historic lows, bond holders are more vulnerable to losses if 

yields snap higher because price declines could outpace interest 

payments. 
 

The taxable sector of the market, including corporates and 

government issues, returned 1.90%, as reflected in the table of 

Fixed Income Returns below.  Longer maturities of 10 years+ 

outperformed their intermediate counterparts in all three groups 

as the yield curve (short-to-long interest rates) remained in a 

positive slope.  This performance relationship was evident in the 

municipal sector as well. 

 

Corporate bonds also outperformed Treasurys and municipals 

due to their higher yields and added exposure to credit risk.  

Again, the riskier but investment grade credits of BBB provided 

the higher return.  This has been the case for many periods as the 

consensus is that the economy, although not doing too well, is 

not going into a recession. 

 

In a sign of investors’ hunger for income, riskier bonds have 

performed better than Treasurys.  Debt sold by lower-rated U.S. 

companies, known as junk bonds, posted a return of about 2.5% 

for the quarter.  This quest for yield, can be seen in the table, 

which shows the returns on investment grade BBB and higher 

for the past three months. 
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The municipal market stepped back during the period after being 

in first place for all of 2014.  The sector’s underperformance was 

due largely to a supply/demand factor, with issuance well above 

market expectations, while, in turn, competing against the strong 

demand within the taxable area. 

 

Fixed Income Returns 

Index 

 

1st Qtr 

Corp/Govt 1.90% 

Int. Corp/Govt 1.51% 

Long Corp/Govt 3.34% 

U.S. Government 1.75% 

   - Intermediate 1.34% 

   - Long 3.73% 

Corporate 2.26% 

   - Intermediate 1.93% 

   - Long 3.12% 

   - Quality  

       - AAA 2.09% 

       - AA 2.06% 

       - A 2.22% 

       - BBB 2.36% 

Municipal 1.09% 

   - Intermediate 0.64% 

   - Long 1.35% 
Source: BofA Merrill Lynch 

 

Although the flight to yield and safety has pushed interest rates to 

historically low levels and they are now trending within a range 

given the degree of economic news, rates will move toward 

historical norms compared with existing inflation, inflation 

expectations and the steepness of the yield curve.  Returns will be 

constrained by tight credit spreads.  We continue to favor 

corporates and municipals over Treasurys; however, the market 

will likely struggle to return much more than its coupon or 

current yield, if that.  In both sectors, credit selection will be the 

key to generating performance, if any.  Like the equity markets, 

fundamental analysis will play a more important role in security 

selection. 

 

Going forward, interest rate risk is more important than credit 

risk.  We stand constructive on investment grade corporate 

fundamentals and believe the group will remain in a low default 

environment.  Credit events in the high grade municipal arena are 

rare despite isolated local bankruptcy headlines. 

 

As we have stated before, there is still an important place for 

traditional bond sectors in a fixed income or balanced portfolio.  

While they are currently light on yield, they can dampen portfolio 

volatility and offer a much needed hedge against an increasingly 

expensive equity market. 
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