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INVESTMENT UPDATE 
 

Executive Summary 
 

 The S&P 500 index produced a total return of +13.8% 

for the first six months of 2013, the best first half 

performance since 1998. 

 Interest rates rose sharply, as the bond market reacted 

to comments from Federal Reserve Chairman Ben 

Bernanke regarding an eventual tapering of its bond 

purchases or quantitative easing.  The yield on the 10-

year U.S. Treasury Note rose from 1.85% to 2.48% 

during the second quarter. 

 International stocks have lagged the U.S. market 

significantly so far this year.  The emerging markets 

have been especially weak with the MSCI Emerging 

Markets Index down -9.5%.  Attractive relative 

valuations and strong long-term earnings growth argue 

for maintaining this component in a well diversified 

equity portfolio. 

 Equity valuations remain reasonable despite the strong 

gains this year due to good earnings growth 

augmented by aggressive company share buybacks.  

We recommend investors continue to maintain equity 

ratios near the middle of their appropriate range. 
 

U.S. Stock Market Has the Best First Half Since 1998 

 
The U.S. stock market finished the quarter in positive 

territory, capping off its best first half performance since 

1998. The strong gains of the first three months of 2013 were 

extended into the second quarter following the continuing 

stream of relatively upbeat economic data, solid corporate 

profit growth, and the absence of negative news out of 

Europe.  Later in the quarter, as investors digested the reality 

that the Fed will eventually reduce its aggressive bond 

purchases and that its extremely aggressive low interest rate 

policy will eventually end, the stock market gave up some of 

its gains while bond returns turned negative as interest rates 

rose sharply.  The higher interest rates were reflected in the 

performance of the Citi Broad Bond Market Index, which 

finished the quarter down -2.3%, bringing its year-to-date 

performance to -2.5%.  Despite the increased  volatility, the 

S&P 500 Index finished the second quarter up +2.9% while 

the Russell 2000 Small Cap Index ended the quarter up 

+3.1%.  The +13.8% year-to-date for the S&P 500 is the 
highest first half return since 1998.  International markets 

were more subdued with the MSCI EAFE International Index 

of developed markets down -0.8% in the quarter and up only 

+4.5% for the year.  The emerging markets performance has 

underperformed significantly, with the MSCI Emerging 

Markets Index down –8.0% in the second quarter and down –

9.5% for the first six months of 2013. 

 

Interest Rates Rise in Response to Potential Change 

in Fed Policy 

 
On May 22

nd
, Federal Reserve Chairman Ben Bernanke 

addressed Congress and provided the first tangible signal that 

the Fed is planning on tapering the level of long-term 

mortgage-backed security purchases (quantitative easing) 

later this year. While the pronouncement was light on 

specifics and heavy on “ifs”, it was enough to cause investors 

to liquidate bond holdings, driving interest rates sharply 

higher.  The 10-year U.S. Treasury Note began the quarter at 

1.85% and rose nearly a full percentage point before settling 

at the end of the quarter to finish at 2.48%.   

 
Chart 1: Interest Rates Have Started to Increase from Unsustainably Low 

Levels 

 

 
While the bond and stock markets initially reacted negatively 

to the Fed’s announcement, this eventual shift in Fed policy 

will be a function of lower unemployment and stronger 

economic growth, which will be good news for equity 

investors.  In June, U.S. non-farm payrolls gained a stronger 

than expected +195,000 jobs, providing evidence that the 

economy continues to heal and that the recovery is self-
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sustaining enough for the Fed to ease off of the gas pedal 

later this year.  Though it is evident, given the sharpness of 

the rise in interest rates, that the markets are sensitive to any 

indication of a change in policy, the timing and degree to 

which the Fed will change course is far from certain.  Also, 

even though the Fed will begin tapering its bond purchases, 

we expect it will remain accommodative, as there is no 

indication it will raise short-term interest rates before 2015.   

 

We have been expecting this increase in rates for a while and 

believe that intermediate and long-term interest rates should 

continue to rise as the Fed gradually reduces its aggressive 

asset purchase program.  The 10-year U.S. Treasury yield has 

historically traded at 200-300 basis points over the expected 

inflation rate (see Chart 1 on front page).  With inflation 

expectations around 2.0%, a normal 10-year U.S. Treasury 

rate should be around 4-5%, significantly higher than the 

current 2.48% yield.  Eventually, a combination of Fed policy 

changes and market forces will lead to normalization of this 

relationship, causing interest rates to rise.   As such, we 

continue to recommend investors maintain defensive bond 

portfolios with short durations. 

 

Emerging Market Returns Diverge Significantly 

 
After finishing 2012 with a flourish, international stocks have 

significantly underperformed the U.S. market so far this year.  

While the developed country markets are up modestly, the 

emerging markets including China/Southeast Asia, India, 

Latin America, the Middle East, and Eastern Europe are 

down sharply this year.  
 

Chart 2: Emerging Markets vs. S&P 500 Index – Growth of $10,000 

EM Returns More Than Double the S&P 500 Over the Last 15 Years 

 

 
Source:  Morningstar – from 6-1-1998 to 6-30-2013 
 

Despite disappointing recent performance, now is not the 

time to give up on this asset class which has outperformed the 

U.S. stock market over a longer period of time (See Chart 

2).The emerging markets currently account for nearly half of 

the world GDP, are fiscally healthy with lower debt-to-GDP 

ratios than many of their developed economy counterparts, 

and have a growing middle class that is driving real GDP 

growth at a rate nearly twice that of the developed markets.  

The significant underperformance of these markets so far this 

year has resulted in a discount of approximately 30% relative 

to the valuation of the U.S. stock market, and presents a 

potentially attractive opportunity for patient long-term 

investors.  We believe that when global economic growth 

strengthens, a strong rebound in the emerging markets is 

likely, and we are looking to add to positions in this 

important asset category within diversified stock portfolios. 
      

Equities Valuations Remain Reasonable as Earnings 

Growth is Bolstered by Share Shrinkage 
 
The valuation of the U.S. stock market remains reasonable, 

even as many indexes have risen to record levels, given that 

corporate profit growth is expected to continue at a +6-7% 

pace.  While moderate GDP growth, a booming domestic 

energy market, the recovery in housing, and growing export 

activity contribute to moderate revenue growth across a broad 

array of domestic industries, share buybacks are becoming an 

increasingly significant component of earnings per share 

(EPS) growth.  As companies have remained defensive with 

their balance sheets following the recession that began in 

2008, strong free cash flow generated during the recovery has 

pushed cash balances to unprecedented levels.  Cautiousness 

around expanding productive capacity in the face of uncertain 

end markets and fiscal policy, coupled with reasonable stock 

valuations have driven many corporations to significantly 

increase share buybacks.  The resulting shrinkage in shares 

outstanding adds value to shareholders in the form of higher 

growth in earnings per share. Significant shrinkage has also 

occurred in the actual number of public companies in the     

U.S. as the number of publicly-traded stocks has been cut 

nearly in half from over 6,300 in 1997 to less than 3,400 

today.  This reduced supply of shares and actual number of 

companies has undoubtedly contributed to the upward 

movement of the stock market in recent years. 

 

While uncertainty stemming from the Fed’s unwinding of its 

easy money policies of the past several years will continue to 

cause stock market volatility, solid corporate fundamentals, 

continued modest economic growth, share shrinkage and 

reasonable valuations argue in favor of maintaining average 

equity ratios. 
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