
	

  
  

    
      
   

    
     

 
      

   
 

      
    

            
          

 

            

 
      
      
   

 
 
 
 

 
 
 
 

 
 
 
 

  
   
   

 
 
 

 
 
 

 
 
 

     

     

   
             

        
           

          
          

      
         

             
 

  Quarter 3, 2014 

Q U ARTE R  3 , 2014 
by Ruth Mullen and John Mullen 

Before falling -1.4% in September, the 
S&P 500 closed with one new all-time 
high after another, the last one on Sep-
tember 19. During the quarter, strength 
was concentrated in mega-cap stocks, 
and there was wide dispersion among 
all stock asset classes. The US signifi-
cantly outperformed international and 
emerging markets, due to relative cur-
rency depreciation abroad and signs of 
slowing foreign economies. Domestic 
large cap outperformed mid cap and especially small cap, as concerns rose over 
smaller companies’ access to capital in a rising rate environment. 

Data as of Sept. 30, 2014 Sept '14 Qtr. 3 '14 YTD '14 

S&P 500 -1.40% 1.13% 8.34% 
MSCI AC World Index (incl. US) -2.67% -2.05% 4.33% 
MSCI EAFE (Europe, Asia, Far East) -3.81% -5.83% -0.99% 
MSCI EM (Emerging Markets) -7.39% -3.36% 2.75% 

Russell Largecap -1.75% 0.65% 7.97% 
Russell Largecap Growth -1.45% 1.49% 7.89% 
Russell Largecap Value -2.06% -0.19% 8.07% 

Russell Midcap -3.34% -1.66% 6.87% 

Russell Smallcap -6.05% -7.36% -4.41% 

FIX E D IN CO M E M ARK ETS  
US Treasuries were a bright spot in the global fixed income market, specifically long-
er term bonds which again performed better than short and medium maturities due to 
the continuing international flight to their safety and relative yield advantage. Year to 
date, the Barclays Aggregate US bond index has returned +4.10%, while the long US 
Government/Credit index has returned +12.97% and the Global Aggregate has 
earned +1.64%. High yield bonds turned negative for the quarter, -1.92%, as signifi-
cant investor outflows occurred. Municipals were the only bonds which posted a posi-
tive return in September and also logged the highest bond index return for the quar-
ter at +1.49%. Year to date through September, the index return was +7.58%. 



	

     

  
            

           
           

      
         

 
 

 

 
      

      
              

        
        

            
           

    
          

            
   

             
  

 

        

    

      

   

	 	 	 	

 
  

  
 

    

Foreign buying pulling 
down rates on the long 
end of the curve… 

Commodities crushed 
during 3Q… 

Gold losing its luster… 

U S  TRE A SU RY YIELD S 
US Treasuries benefited greatly from worldwide central bank policy. The US Fed is 
transitioning to tightening mode, while the European central bank is pursuing looser 
monetary policy to combat slow growth and deflationary pressures. The resulting ap-
preciation in the US dollar, together with higher rates available here vs. European 
countries like Germany, is attracting foreign investors to US Treasuries. As a result, 
the yield curve flattened during the quarter, with longer maturities declining in yield. 
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CO M M O D ITIES 
Despite the Russia/Ukraine conflict and increasing Middle East tension, oil prices fell 
precipitously during the quarter, turning decidedly negative for the year. Increased 
supply from US drilling, the strength in the dollar, and the growth slowdown in China 
all contributed to the downward pressure on oil. Natural gas also declined in price -
6.33% for the quarter, bringing the year to date change to -4.61%. In parts of the US, 
large wind farms and solar plants have become cost-competitive with gas-fired plants. 
In other good news for consumers, gasoline prices fell -6.75% for the quarter and -
4.27% year to date. 
Food commodity prices, down -19.4% from their recent peak and -5.9% year over 
year, also brought the broad commodity index down. The decline is at least partly 
attributable to anticipated record fall harvests and growing food inventories. 
The rationale for gold as an inflation hedge faded from the investment landscape 
amid strength in the stock market and US dollar. 

Commodity Qtr. 3 '14 Year to Date '14 

CRB (broad index) -9.63% -0.58% 

Oil (West Texas Intermediate) -13.49% -7.38% 

Gold -7.49% 1.25% 
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US continuing to 
decouple… 

Consumer spending 
power aided by lower 
commodity and financing 
costs… 

Corporate America 
starting to feel better… 

China and Europe facing 
slower and negative 
growth respectively… 

E C O N O M IC  O VE R VIE W  

The theme of the US decoupling economically from the rest of the world gained trac-
tion in the third quarter. Global events have come together to create a supportive en-
vironment for US consumers. In turn, a virtuous cycle is beginning, further lifting the 
prospects for both the consumer and corporate America. 
Some of the factors which have come together in 2014, increasingly so during the 
third quarter, to improve US consumer spending power are: 
• Lower commodity prices (oil, natural gas, gasoline, electricity, and food as de-

scribed on page 2). For example, every 1 cent decline in gasoline frees up approx-
imately $1.2 billion for other consumer expenditures. This was largely a gift from 
falling infrastructure investment in China. 

• Lower mortgage rates – tied to the 10 year Treasury, rates declined -22 basis 
points from August through September. This was imported from Europe, where 
sovereign interest rates are appreciably lower than in the US, bringing domestic 
rates down. 

• “Smarter”, more sustainable consumption – non-mortgage delinquency rates fell to 
a record low of 1.57% in June (latest reading);credit card borrowing has not in-
creased since 2013; the US savings rate increased to 5.5% in August; auto loans, 
averaging 4.1%, increased, pushing up auto sales. 

• Lower unemployment – see below 
With each quarter of continuing declines in input costs and improvement in spending 
prospects, businesses become more comfortable with making capital spending plans. 
• Business confidence in September reached a new cycle high, as reported in Chief 

Executive Magazine. 73% of small business owners surveyed by SurePayroll in 
September were optimistic about their business prospects, and 50% planned to in-
crease capital spending. 

• Bank loans increased in September. 
• Hiring increased and unemployment decreased - the number of people continuing 

to receive jobless benefits fell to 2.38 million in the week ending September 27, the 
lowest rate since May 2006. 

The feedback loop between capital expenditures and consumer spending therefore 
showed signs of becoming embedded in an expanding domestic economy. Another 
important component to the virtuous cycle was the rising dollar, its trend fueled by the 
differential in US Fed policy vs. other central banks, especially Europe and Japan, 
where local conditions require lowering rates and easing monetary policy. A strong 
currency keeps inflation at bay and sets the stage for non-inflationary growth. 
Contrast this with Europe, where growth has slowed to possible recession levels. 
Russia sanctions and turmoil hit their trading partner Germany, as well as countries 
tied economically to Germany, at a time when the economy was already fragile. 
German business confidence has fallen for 9 months straight; the Eurozone banking 
system is weak; company earnings are weak; and debt burdens are high. Structural 
and monetary reforms are hampered by politics. 
China investment growth appears to have slowed from 25% to 7% year over year in 
the third quarter. Auto sales decelerated to 2.6% in September from 18% in 2013. 
Their trade balance deteriorated in September, with exports +1.6% month/month and 
imports +7.2%. Third quarter GDP fell below the government’s target of 7.5%, with no 
plans for large government stimulus. 
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US pacing world 
economic growth… 

S&P prospects tied to 
foreign economies… 

Battle between helpful 
and hurtful deflation… 

Market correcting but 
domestic economy looks 
healthy… 

IN VESTM EN T IM PLICATIO N S  

There is a fundamental shift taking place in the balance of global economics. The US 
is re-emerging as the engine of growth for the world. This has not been the case for 
20 years, and investor perception as well as portfolio positioning will need to be ad-
justed. Transitions like this one are invariably accompanied by volatility. 
The US also cannot do it alone and will necessarily be impacted by weakness in trad-
ing partners and other significant economies of the world. In fact, the S&P 500 is es-
timated to derive nearly 40% of revenues from overseas. The strong dollar, while 
generally good for non-inflationary domestic growth, hurts the translation of foreign 
earnings into dollars. Analyst estimates for earnings of multinationals are coming 
down, which is calling into question the continuance of earnings growth supporting 
stock prices. 
There are other concerns weighing on the market as the fourth quarter opens. Fed 
tightening in 2015 is one. Generally, markets prefer it when the Fed is lowering rates 
rather than raising them. However, tightening is usually done to combat inflation ra-
ther than to normalize policy in a healthy economy; the latter may not be as onerous. 
After four decades of worrying about inflation, the specter of deflation has appeared 
on the investment horizon. Historically, price/earnings ratios generally respond most 
favorably to the CPI ranging from about 0-4%, and they begin compressing at ranges 
higher or lower than that; the fear is that if deflation from China and/or Europe 
spreads to the US, P/E’s will go down just as earnings are slowing, a double dose of 
trouble. We think it is useful to differentiate between helpful and harmful deflation. 
Harmful deflation results from lack of demand by consumers and corporations, often 
due to high unemployment (Europe), demographics (Japan) or economic slowdown 
(China?). On the other hand, food and energy deflation in a healthy economy can put 
more money in the pockets of consumers and businesses to spend on other things, 
helping growth. In fact, the collapse of oil prices in 1985/86 and again in 1997/8 
fueled multi-year P/E expansions as the US enjoyed non-inflationary growth. 
The most serious risk, which at this point is difficult to quantify, is extreme weakness 
in Europe, China, or Japan. Not very likely is the opposite, especially in China – a 
sharp acceleration in growth leading to commodity inflation. 
The last market correction of 10% or more was in 2011, which set the stage for 
significant gains in the next two years as the economy moved from recovery into ex-
pansion. The current correction is taking place against an even healthier economic 
backdrop (despite some short term issues stemming from the early 2014 spike in 
energy costs). This has us watching for signs that it has run its course, looking for 
buying opportunities, and positioning portfolios for the strong dollar, domestic growth 
scenario. 

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no 
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or 
undertaken by Parsons Capital Management, Inc.), or any non investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal 
any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including 
changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any 
discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Parsons Capital Management, 
Inc. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to 
consult with the professional advisor of his/her choosing. Parsons Capital Management, Inc. is neither a law firm nor a certified public accounting firm and no portion of the 
newsletter content should be construed as legal or accounting advice. If you are a Parsons Capital Management, Inc. client, please remember to contact Parsons Capital 
Management, Inc., in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing, evaluating, and/or revising 
our previous recommendations and/or services. A copy of the Parsons Capital Management, Inc.’s current brochure discussing our advisory services and fees is available 
upon request. 

www.parsonscapital.com 

Parsons Capital Management Perspectives 4 


