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Both the market and the economy have recovered from the severe winter weather of the first quarter.  The 
concern about weakness during Q1 was justified as GDP was revised downwards to -2.9% from the initial reading 

of -1.0%.  Since then, most economic indicators such as housing, auto sales, and manufacturing have rebounded.  
The Dow was up 2.2% for the second quarter, and the S&P 500 was up 4.7%.  Utilities, Energy, and Healthcare 

were the best performing sectors in the S&P as the 10 year Treasury yield fell from 2.76% to 2.51%.  Energy had 

been lagging, but the geopolitical tensions in Ukraine and Iraq coupled with an improving global economy have 
begun to move the price of oil up.  The S&P hit several all-time highs in June, and the Dow is now trading right at 

the 17,000 level. 
 

Most economists expect the trend of slow but steady growth in the U.S. economy to continue.  The current 

economic expansion is one of the weakest on record with real GDP up only 10.0% versus 21.1% for the average 
of the last six recoveries.  While volatility is currently very low, we all remember the big market swings after the 

financial crisis caused by worries about the global economy sliding back into recession, U.S. fiscal challenges, a 
hard economic landing in China, the Eurozone sovereign debt crisis, and the destabilization in the Middle East.  

The current crisis in Iraq is a logical result of all the violence generated by the various struggles for political 
dominance in the Middle East.  We think that all these outside influences combined with investors’ lingering fears 

from the financial crisis have kept investors on the sidelines, and this should allow the slow and steady 

progression in the market to continue.  The big increase in the S&P last year can be explained by valuations 
finally catching up with increases in operating earnings after a tough 2011 and 2012 for investor sentiment. 

 
The consensus estimate of operating earnings for the S&P for 2014 shows an increase of 8%, and the increase is 

slightly higher for 2015.  While valuations seem somewhat stretched here, forward operating earnings hit a 

record high in mid-June.  This puts the forward P/E ratio around 15.6x which is not at the high end of the 
historical range.  In addition, there are early indications that corporations are going to increase their capital 

spending at a rate of 4.0% for the three month rolling average versus a 2.0% average for the last two years.  
The big contributors to this capex spending are the energy sector and corporate technology upgrades.  Interest 

rates remain low as central banks cite the fragile nature of the recovery, the ongoing need to delever balance 
sheets, and the persistent threat of low inflation turning into deflation.  We would like to see more signs of 

monetary policy normalization such as the Fed’s withdrawal from QE.  It looks like the Fed and the Bank of 

England are closer to this than the ECB or the Bank of Japan, so we continue to remain more positive on the U.S. 
stock market. 

 
We want to keep a close watch on the relative performance of the Energy sector.  It has been outperforming with 

higher oil prices, and if it starts to underperform while prices remain high, this could be an early warning sign 

that higher energy prices are beginning to hurt the global economy.  Thank you for your continued confidence, 
and we look forward to meeting with you or visiting by phone as your summer plans allow. 
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