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The first quarter brought a pause to the positive trends in the economy and the capital markets of the past few years. Part of the
disruption was attributed to the weather, which brought historic cold and snow to many parts of the country, and dampened consumer spending. Economic activity was further impacted by the Federal Reserve’s decision to continue to reduce its bond buying
program throughout the year, which has the potential to lead to higher interest rates and slower growth. While the economic foundation is much improved from a few years ago, we are continuously reminded that our road back to full employment and robust
growth remains tenuous with little room for errors or the unexpected.
The global economy is likely to experience steady, broad-based growth during the full year, thanks in no small part to the extraordinary expansion in central bank balance sheets. The combination of rising asset prices and fading near-term fiscal uncertainties should drive global demand going forward and add stability to what has been an on-again, off-again global recovery from the
financial crisis of 2008.
Domestically, expectations for growth in 2014 remain anchored around 2.5 to 3.0 percent growth. The catalysts remains manufacturing, housing and consumer spending. Net worth for household in the U.S. rose to a record of $2.95 trillion at the end of last year.
The combination of more jobs, higher stock prices and improved home values has helped consumers clean up their balance sheets
in the years since the Great Recession. Through the first quarter, this wealth effect led to higher consumer spending and, consequently, a lower savings rate. At roughly 70 percent of the economy, consumer spending is the key to sustained long-term growth.
The manufacturing sector also remains a bright spot for the economy and another key driver of growth. The sector accounts for
about 12 percent of the economy and employs approximately 12 million workers. Moreover, manufacturing has a larger multiplier
effect than any other major economic activity. Every $1 spent in manufacturing generates $1.35 in additional economic activity. In
the quarter, the combination of harsh winter weather and a selective parts shortage led to only modest gains in the sector. The most
recent report, however, shows a general pick-up in demand and higher backlogs which suggests a rebound in the months ahead.
The positive trends in housing also hit a soft patch as a result of weather related issues which curbed construction along with slightly
higher mortgage rates which impacted affordability. Purchases of previously owned homes declined in February to the lowest level
since mid 2012 as housing affordability came down and interest rates moved up. Still, the latest data indicated a 7.7 percent increase
in new building permits to a pace of 1.02 million units. The report showed a surge in applications for apartment buildings, while
single-family home permits were more modest. The combination of lean inventories, pent-up demand and still historically low
interest rates are expected to lead to strong housing gains over the next few years and add another layer of growth to the economy.
With the backdrop of mixed economic data, the markets proved a bit more volatile. During the quarter, the S&P 500 Index returned
1.81 percent while the S&P Mid Cap 400 Index returned 3.03 percent. In the bond market, the yield on the 10 year U.S. treasury
bond fell about 0.30 percent while the 30 year was down about 0.40 percent for the quarter. The yield spread on corporate investment grade and high yield bonds, relative to treasury bonds, declined slightly which resulted in solid returns for the quarter.
Looking ahead, while the economic foundation continues to strengthen with many positive and sustainable trends unfolding, several key questions remain. First, can the economy transition from assisted growth to self-sustaining growth in the near future?
Second, will the Chinese economy continue to slow and impact global growth? The much needed fiscal reforms in China have
been slow to come, while credit expansion has accelerated to heightened levels with little regard to its consequences. Many economists have already lowered their expectations for growth in China for this year. If Chinese officials mismanage this inherent risk,
growth could fall more than anticipated and negatively impact the global economy. Finally, will the U.S. economy grow fast enough
to produce quality employment opportunities and higher wages? The labor participation rate is the lowest in about forty years and
the unemployment rate is deceptively high.
As the economy works through these issues, the capital markets will respond accordingly. With the continued support of the
Federal Reserve, market valuations imply the economy will grow at or above average and eventually resolve many of the outstanding issues. Any hiccup or unforeseen problems could force investors to reconsider their willingness to add risk to their portfolios. In
this environment, we still believe both stocks and bonds can produce positive returns for the year, but we expect volatility to rise.
As always, investing in the capital markets comes with some risk and uncertainty. We thank you for your continued support of
our investment process as we work hard to deliver positive risk-adjusted portfolio returns to clients. Should you have any specific
questions, please do not hesitate to reach out to your financial adviser.
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Economic Statistics

Economy from a Historical Perspective
Latest

Average*

U.S. Unemployment Rate

6.70%

6.20%

Represents the number of unemployed persons as a
percent of the labor force

Continues to decline at steady rate

Consumer Price Index

1.10%

4.30%

Represents changes in prices of all goods and
services purchased for consumption

Remains quite low

78.80%

80.60%

The greatest level of output that a plant can
maintain within the framework of a realistic work
schedule, accounting for normal downtime

Steadily improving

Gross Domestic Product+

2.60%

2.90%

Total value of all goods and services produced
indicates strength or weakness of the economy

Trending higher

10 Year Treasury Yield

2.75%

6.76%

Yield on the current 10 year treasury bond

Historically low, but trending higher

Annual Housing Starts

907,000

1,462,000

New privately owned housing unit starts
annualized rate

Continues to improve

U.S. Capacity Utilization

Definition

Comments

*Average from 1966 to Present
+
Annualized
Source: Bloomberg

Capital Markets
During the quarter, volatility returned to the equity markets while the fixed income markets moderated. For the
quarter, the S&P posted slightly positive results while
many sectors of the fixed income markets showed quite
healthy returns. The yield on the 10-year U.S. treasury
bonds fell slightly and investors were generally interested
in adding risk to their portfolios. The key driver for near
term performance hinges on the strength of the economy
and the policies of the Federal Reserve. Any change to
the Fed’s planned reduction in stimulus would have an
immediate impact on the capital markets.

Market Index Performance (%)
As of March 31, 2014

1 Year

Annualized
3 Year

1 st QTR

YTD

S&P 500

1.81

1.81

21.85

14.61

Dow Jones Industrial Average

-0.15

-0.15

15.64

13.01

Nasdaq Composite

0.83

0.83

30.22

16.24

Barclays Aggregate Bond

1.84

1.84

-0.10

3.75

Barclays Corporate Bond

2.94

2.94

1.47

6.08

MSCI World

1.42

1.42

19.82

10.96

Disclosure Note: It is not possible to invest directly into an index. The indices listed above are unmanaged and
are not affiliated with the Advance Capital Companies.

Disclosure Note: Portfolio holdings and percentages may fluctuate based on market conditions. Past performance is no guarantee of future performance. Investments are not FDIC insured and may lose
money. Investors should be prepared to bear the risks associated with investing.

