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Second Quarter in Review 

 
The second quarter of 2014 was pretty eventful and the market reacted differently than expected to many 
unfolding events. The main driving force behind the global financial markets continues to be central bankers 
as they enact various stages of quantitative easing. Here in the US the Federal Reserve is maintaining their 
program of tapering bond purchases by $10 billion per month, a program that started in January of this year. 
In Europe, European Central Bank (ECB) President Mario Draghi is still formulating how and when the ECB 
will start another round of quantitative easing, in this case called Outright Monetary Transactions (OMT). In 
Japan, an elusive third arrow of Abenomics is currently being concocted in an effort to finally pull the 
country out of the economic slide they have been in for the better part of 30 years. In Russia, the central 
bankers are trying to figure out what can be done to keep the Russian economy afloat as international 
sanctions against the country for its actions in Ukraine are starting to be felt. Through all of this, the global 
financial markets, for the most part, moved higher as investors cheered every step as financial progress. 
 
Was the market movement during the second quarter really all that rational? Perhaps or perhaps not. 
Typically the market is “forward looking,” meaning the market takes into account all known information, 
looks ahead a few months and prices in various scenarios. One of the easiest ways to see this is to look 
at the VIX, which is a measure of fear in the markets. Despite all of the global events, the VIX near the 
end of the second quarter touched a low level not seen since early 2007. This was at the same time as 
the Dow and the S&P 500 were making all times highs, culminating with the Dow closing the quarter just 
shy of 17,000. Meanwhile, the economic data coming out during the second quarter (mostly about the 
first quarter) was decidedly poor, as illustrated by the dismal GDP print for the first quarter, which came 
in at -2.9 percent, signaling a contraction in overall gross domestic product. While it is true that the 
overall unemployment rate also came down during the quarter, the labor force participation rate moved 
lower as more and more workers simply dropped out of the working pool for one reason or another. 
Inflation, one of the two Federal Reserve mandates, remains in check in the US, but there are signs that 
it could start moving higher in the coming quarters, especially if the cost of energy keeps moving higher. 
One other aspect of the current markets that gives me pause is the fact that we have not had a 
correction of more than 10 percent on the Dow or the S&P 500 since the middle of 2011. Back then, one 
of the key driving forces behind the move in the market was the downgrade of the US credit rating, as 
well as unknown potential actions from the Federal Reserve in an attempt to put the financial system 
back on track. In total, it has been 2.86 years since a meaningful decline. This is a decline that 
historically happens once every 18 months. From a purely historical trading standpoint, it seems we 
could be on borrowed time. Through all of this, however, the financial markets persevered and moved 
higher in a somewhat lackadaisical fashion. 

 
 
Looking Ahead 

 
In looking to what may come in the coming quarter and the rest of 2014, it is hard to see the financial 
markets continuing to move upward at the same pace they have been moving at for the first half of the year. 
If they were to continue the pace of the first half of the year, the Dow would end the year up around 6 
percent, while the NASDAQ would be up 15 percent and the S&P 500 would turn in a gain of more than 17 
percent. This, coming on the heels of the stellar year we saw in 2013 for the same three indexes. While 
such a move is not unprecedented, it has only historically happened during times of rapid expansion in the 
US economy. With so much of the expansion we have seen over the past few years being largely attributed 
to the Federal Reserve actions, and with those actions being wound down, it is hard to imagine that 
everything will continue to float higher. Even the Bank of International Settlements (BIS) called out the 
current situation, saying “it is hard to avoid the sense of a puzzling disconnect between the markets’ 
buoyancy and underlying economic developments globally,” in their latest annual report. One of the main 
factors many professionals point to in order to explain why the markets are currently disconnected from the 
economy is the fact that retirees and savers alike are being punished by holding assets in savings accounts 
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and fixed income, due to the abnormally low interest rates being paid on these financial instruments. This is 
very true as CD’s and savings accounts in particular are paying next to nothing. People who need current 
income have had to “stretch” into other investments to make up the difference of lost income. One area they 
have been moving into has been large blue chip stocks, such as the members of the Dow, since they can 
pick up on average a dividend yield of about 3 percent. I am sure these investors would rather be in the 
safety of US government bonds paying 3 percent, but these are just not to be found unless they lock up for 
an extended period of time. At some point when rates do “normalize” there will be a flight out of the equity 
dividend holdings and back into fixed income, but that is likely several years away and it will vary when 
investors make the switch based on personal preferences.  
 
Going forward we will continue to allocate funds in our models to areas of the markets that look undervalued 
or like they can sustainably move higher in a reasonable market environment. Chasing after returns is a 
fool’s errand and does not consistently pay off in investing. While we were fairly conservatively allocated 
during much of the second quarter we still made a decent return. One area of the market that we have been 
lagging in is seen where “junk” investments thrive (i.e. companies with poor financial strength, pure 
speculation companies, and high yield bond spikes). These are merely trendy investments with “hot money” 
moving into and out of them with rapid succession. We own good, solid companies that will be around for a 
long time and will continue to pay their dividends on a regular basis. These companies will go in and out of 
the markets’ favor, but over the longer term there will be fewer large declines and the declines that do occur 
should be recovered in a timely fashion. I will close this letter with a quote that is fitting, given the level of 
greed that seems to currently exist in the markets. The quote is from Warren Buffett: 
 

“Be Fearful When Others Are Greedy and Greedy When Others Are Fearful” 
 
Peter Johnson 
 
 
 

Time for the Second Quarter Numbers 

 
The following is a numerical representation of the second quarter of 2014. I will start with the three major US 
indexes and the VIX, which turned in performance as follows: 
 

Index 2
nd

 Quarter 2014 

VIX -16.64 % 

NASDAQ 4.98 % 

S&P 500 4.69 % 

DJIA 2.24 % 

 
Volume during the second quarter was pretty strong on the NASDAQ, about average on the S&P 500 and 
below average on the Dow. The quarterly volume on the Dow was so low that you have to go all of the way 
back to third quarter of 1999 to find a quarter with lower volume. We saw less than one quarter of the 
volume seen during the first quarter of 2009.  
 
 
Globally, the top three performing indexes for second quarter of 2014 were: 
 

Index 2
nd

 Quarter 2014 

India Se SENSEX Index 13.52 % 

Russia Capped Index 9.59 % 

Taiwan Weighted Index 6.15 % 
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Globally, the bottom three performing indexes for second quarter of 2014 were: 
 

Index 2
nd

 Quarter 2014 

Australia All Ordinaries -0.39 % 

France CAC-40 Index 0.71 % 

Shanghai Se Composite 
Index 

0.74 % 

 
It is interesting that Russia went from the poorest performing global index during the first quarter of 2014 to 
the second best performing global index in the second quarter, despite Russia causing trouble in Eastern 
Europe. 
 
 
For those of you who follow and are interested in the style box performance of various investments 
throughout the quarter, below is the standard style box performance for second quarter 2014:  
 

Style /  Market Cap Value Blend Growth 

Large Cap 3.80 % 2.94 % 7.07 % 

Mid Cap 5.43 % 4.45 % 3.39 % 

Small Cap 3.42 % 3.39 % 2.55 % 

 
The performance attribution of the style boxes really shows that there was a lack of clear leadership during 
the second quarter as growth saw the best performance in the large cap space, while value performed best 
in both mid and small cap.  
 
 
The following table gives the performances for the top-performing sectors for the second quarter of 2014: 
 

Sector Change 

Oil and Gas Exploration 14.11 % 

Natural Resources 12.73 % 

Energy 11.42 % 

Biotechnology 8.73 % 

Semiconductors 8.67 % 

 
Much of the increase in oil, and subsequently oil stocks, came in the later part of the second quarter, due to 
fears of further sanctions against Russia compounded with fears of further deterioration of the situation in 
Iraq as ISIL made advances within the country.  
 
 
The bottom-performing sectors for the second quarter of 2014 were as follows: 
 

Sector Change 

Telecommunications -5.68 % 

Broker-Dealers -2.44 % 

Aerospace and Defense -1.21 % 

Regional Banking -0.92 % 

Financial Services -0.54 % 
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Commodities continued to see very volatile trading throughout the second quarter of 2014. Returns were as 
follows: 
 

Commodities Change 

GSCI Commodity Index 2.88 % 

Silver 6.36 % 

Copper 6.36 % 

Gold 3.58 % 

Oil 3.75 % 

 
 
 
Fixed-income had a great quarter during the second quarter of 2014 as the Fed continued their tapering 
program despite the near certainty of higher interest rates during 2015: 
 

Fixed Income Change 

20+ Year Treasuries 4.05 % 

10-20 Year Treasuries 2.46 % 

7-10 Year Treasuries 1.82 % 

3-7 Year Treasuries 0.90 % 

1-3 Year Treasuries 0.13 % 

TIPS 2.91 % 

 
 
Overall, there were very few sustained surprises during the second quarter. Perhaps the largest surprise 
remains the strength of bonds while they are facing almost certainly higher interest rates in the coming 
years. For some reason investors are still piling into the them and accepting absurdly low interest rates 
for the long term. 
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