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by John Mullen and Ruth Mullen

What a difference a few months make. Through the
first 10 trading days of the year the S&P 500 was off
to the 9th best start all-time and on an annualized trajectory to triple in value, clearly unsustainable. The
month ended with the best January performance in
eight years. By the end of March, the S&P had logged
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its worst first quarter since 2009 and broken a streak
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of 9 consecutive quarters of positive returns. Volatility
returned: there were 23 daily moves of +/-1% or more
in the S&P compared to 48 for all of 2016 and just 8 last year. Beneath the surface
growth again bested value, though that trend reversed in March. Smaller capitalization
stocks were relative winners. Developed international markets were broadly weak and
lagged the US indices, while emerging markets outperformed on the back of Brazil’s
almost 12% advance.
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Qtr. 1 '18

YTD '18

S&P 500

-2.54%

-0.76%

-0.76%

MSCI AC World Index (incl. US)

-2.08%

-0.84%

-0.84%

MSCI EAFE (Europe, Asia, Far East)

-1.70%

-1.41%

-1.41%

MSCI EM (Emerging Markets)

-1.83%

1.47%

1.47%

Russell Largecap

-2.27%

-0.69%

-0.69%

Russell Largecap Growth

-2.74%

1.41%

1.41%

Russell Largecap Value

-1.76%

-2.83%

-2.83%

Russell Midcap

0.06%

-0.46%

-0.46%

Russell Smallcap

1.29%

-0.09%

-0.09%

F I X E D I NC O M E M A R K E TS
A March rally in the fixed income market was not enough to offset losses in the first
two months of the quarter, as the US aggregate bond index fell -1.46% to start the year.
Municipal and high yield issues fared slightly better, down -1.11% and -0.86% respectively. Long dated US Treasuries bore the brunt of the pain with a negative return of 3.36%. International bonds held up much better than their domestic peers, posting a
positive return of 1.36% through March.

U S TR E A S U R Y Y I E LD S
Bond yields were whipsawed by the market turmoil of the first quarter and the sixth
rate hike by the Fed in March. Through the first five weeks of the year, the curve steepened with longer rates moving higher more rapidly than short rates. As a deteriorating
outlook sent stock markets around the world tumbling, money started to flow back into
Treasuries, especially longer dated issues. Declining long rates coupled with buoyant
short rates, on the back of further expected Fed hikes, sent the curve to its flattest point
since 2007.
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Yields up but curve
flatter…
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C O M M O D I TI E S

Tariffs having an impact
on prices…

Gold catching a bid on
inflation worries…

Commodities were broadly higher in the quarter, led by steel and energy. The strength
in steel prices, up 30%, seems entirely due to the tariffs proposed by the Trump administration as the majority of the other industrial metals (aluminum, platinum, palladium, and iron ore) were all lower in the quarter. Copper was also lower in the quarter,
falling -8%.
The Saudi-led attempt to reduce the global imbalance in the oil market in an effort to
drive prices higher was firmly a success. After rising 12% last year, oil prices tacked
on a further gain to start 2018. Gasoline prices also jumped higher by 32% while a
more mild winter took 7% off natural gas prices.
Gold prices rose; the metal was a destination for funds seeking an inflation hedge and
a store of value as market turbulence rose.
Commodity

Qtr. 1 '18

Year to Date '18

CRB (Commodity Research Bureau)
Index

1.17%

1.17%

Oil (West Texas Intermediate)

7.36%

7.36%

Gold

1.26%

1.26%
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E C O NO M I C O V E R V I E W
2017 marked a year of global convergence where economies around the world enjoyed
a synchronized uptick in growth. At the end of the quarter, economies still seemed
highly tethered to each other - but in a less encouraging direction.
Synchronized growth
turns to synchronized
slowdown…

An abundance of indicators around the world began to point to a slowing rate of growth.
This trend was captured by the decline in the JP Morgan Global Composite PMI (Purchasing Managers’ Index) to 53.3 in March from 54.8 in February. (Any reading above
50 indicates expansion.)
In the US, 2017 had ended on a relatively strong note, with GDP growth of 2.9% giving
some hope the economy would be able to escape a recent pattern of first quarter slowdowns. While there were positive data points during the first quarter, overall economic
signals were mixed.

Trend of 1Q malaise
continues…

Manufacturing a big
beneficiary of recent
policy…

For example, during the first quarter the US economy added an average of 202,000
jobs each month. That was enough to hold the unemployment rate steady at 4.1%, but
was a slowdown from the six month average of 211,000 jobs added. While the March
jobs report disappointed with only 103,000 jobs added, average hourly earnings accelerated to a 2.7% growth rate. Wages looked likely to continue trending higher based
on a recent survey conducted by the National Federation of Independent Business, in
which the percentage of companies planning to increase workers’ wages in the next
three months was the highest since 2001.
The manufacturing sector gained strength in the quarter, buoyed by the recently enacted tax reform package. Factory orders were up 1.2% in February from the previous
month, while manufacturing jobs saw their strongest increase in three years. That
strength may be short lived, however. The March manufacturing PMI compiled by the
Institute for Supply Management (ISM) missed expectations and fell from 60.8 in February to 59.3. Importantly, the new orders component of the PMI, a leading indicator of
future activity, fell for a fourth straight month to 61.9. The March service PMI also fell,
reading 54 versus 55.9 in February.
Sentiment took a hit as the quarter ended, with both corporate and individual surveys
down from their recent highs. Much of the weakness is attributed to the uncertainty
surrounding the trade and tariff rhetoric.

Eurozone slowdown
broad based…

Turning to the Eurozone, both the manufacturing and service PMI readings fell to their
lowest levels since early 2017, though both remained in expansion territory. At the
same time sentiment indicators were lower, as shown by the decline in the French
business sentiment survey, and falling at a faster rate than those in the US. Germany,
the economic engine that drives the Eurozone, saw their industrial production in February fall by the most since 2015 while retail sales moved lower as well.
Brexit uncertainty continues to buffet the UK. The country’s projected GDP growth of
1.5% is lower than many of its peers while inflation is expected to run higher at 2.7%.
With inflation continuing to trend up, the Bank of England will likely continue to raise
rates even as growth remains soft.

Brexit bites the UK but
China a bright spot…

China was one of the few major economies to show a better growth profile in the quarter. The Chinese government has been successful in tightening conditions to bring
down rampant inflation from a high last year of 7.8% to just 3.1% in March, while not
hitting the economy too hard as evidenced by an unexpected move higher in their
March PMI readings.
Overall the world is looking at the third downturn in leading economic indicators since
the recession ended in 2009. In each of the first two instances growth slowed but did
not contract. While that seems likely to be the case this time as well, the major difference to watch in 2018 is the change in the stance of central banks (especially the
Federal Reserve) from easing to tightening.
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I NV E S TM E NT I M P LI C A T I O N S

Market trends starting
to shift…

Higher yields means end
of TINA…

Policy uncertainty a
market headwind…

Volatility makes a return…

The first quarter of 2018 marked the beginning of a change in the investment landscape
from the last five years. Extreme bullishness in January, fueled by market friendly actions in Washington, disregarded negative possibilities and brought a flood of new
money into stocks. The unsustainable gain of 5.2% in January was quickly followed by
a near 12% correction from the highs in February, and a further decline in March. Volatility, absent for two years, is back.
From 2013 to 2017, increasing investor optimism pushed up the “price” numerator of
the P/E ratio while earnings, and especially revenue, grew little if at all, until 2017 when
both went up and powered that year’s strong rally. Optimism has turned to caution.
“There is no alternative” (TINA) became a recurring theme in recent years: interest
rates on cash and bonds were so low that dividend yields drove more and more investors into stocks, even if reluctantly. There were few reasons to buy bonds other than
diversification away from stocks in the event of another big correction, a memory from
2008 which faded as the years went by.
Government action suddenly switched from a tailwind into a headwind for investors in
March. The steel and aluminum tariffs, followed by China trade talk and personnel
changes at the White House indicating the ascendancy of the isolationist world view,
spooked the market. At the same time, earnings growth – both current and projected
– has taken off. Companies in the S&P 500 earned 11% more in 2017 than 2016, and
expectations are for another 13% increase in 2018. So the P/E ratio is contracting, with
optimism fading at the same time earnings are increasing.
Volatility tends to depress the P/E multiple too, as investors are reminded that the stock
market doesn’t just go up. There is a new Fed Chair, Jerome Powell, and volatility
usually accompanies that change because an unknown is being introduced. Powell
has so far espoused the continuation of the gradualist approach to normalizing interest
rates together with a willingness to adapt policy to changing conditions. That should
calm market fears over time.
One issue to watch, however, is that as interest rates rise, TINA recedes as a factor
moving money into stocks. In fact, in the first quarter of 2018 two-year Treasury yields
moved above the S&P 500 dividend yield for the first time since 2008.
The rate of global growth, as discussed on page 3, is slowing. All indications are, however, that world GDP is continuing to expand if at a slower pace, providing a supportive
backdrop to the market. And most recently, the prospect of a true trade war seems to
be lessening. We think it’s impossible to handicap that possibility at this point, however.

Forming a bottom takes
time, earnings to act as
a support…

Taking all of these moving parts into account, our assessment is that the market is in
the process of forming a bottom from which another move up is a real possibility. Of
course something unforeseen can derail that prospect, and we’re all learning that in
today’s world there is a surprise around every corner. Volatility is an inherent part of
stock investing; it is the last few years of low volatility which have been the aberration.
And volatility is usually a stock picker’s friend. Indiscriminate selloffs like the one in
February create opportunities.

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.
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