
Market Recap for August 2014 

August was an interesting month, recovering from a weaker July.  Looking back over 

the events for the month, it might be summarized as a month with encouraging do-

mestic economic news, weakness in Europe (Italy slipped into recession as industrial 

production in the Eurozone weakened), recovery in Latin America (largely Brazil and 

Mexico), and weakness in China and Japan…all supported by what appeared to be a 

cooling of tensions between Russia and Ukraine.  U.S. second quarter GDP rose to 

4.2% in the second revision from the earlier 4.0% in the initial reading.  U.S. job open-

ings jumped to a high not seen since 2007, Zacks reports Q2 corporate earnings ad-

vanced over 8% from the same period last year, and the report of existing home sales 

experienced its biggest increase in a year.  The outlook for interest rates has shifted 

from the beginning of the year with lowered expectations for rate increases (some are 

saying they don’t expect the Fed to increase the Fed Funds rate until late 2015 or pos-

sibly later, and the extremely low sovereign bond yields outside the U.S., along with the 

improving U.S. economy, promote greater U.S. Treasury pur-

chases from abroad, further restraining U.S. interest rates). 

Investment Outlook 

At least as far as the U.S. economy is concerned, there’s plenty of 

reason to be optimistic or, maybe better put, less fearful.  Just a 

few reasons why:  

 The latest report of The Conference Board Leading Economic 

Index improved sharply and the Board’s economist reports 

that “growth should continue at a strong pace for the remain-

der of the year.” 

 The Federal Reserve’s Beige Book survey of business contacts 

revealed that all 12 Fed districts reported growing economic 

activity (it’s unusual for all 12 districts to do so). 

 The latest Economist/FT survey of business executives see the 

U.S. (and global) economy improving over the next 6 months 

though the enthusiasm since January of this year. 

 Zacks Research reports that “not only are total earnings for 

the S&P 500 on track to reach a new all-time quarterly record, 

but Q2’s earnings growth strength has been broad-based…” 

and that “estimates for the current period haven’t fallen as 

much as has been the trend in recent quarters.” 

As the total return of the S&P 500 index is already running above 

9% year-to-date, some softness in equity performance for the bal-

ance of the year should come neither as a surprise nor as a major 

source of concern. 
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The charts on the following pages use mostly exchange-traded funds (ETFs) rather than market indexes since indexes cannot be invested in directly nor do they reflect the total return 

that comes from reinvested dividends.  The ETFs are chosen to be as close as possible to the performance of the indexes while representing a realistic investment opportunity.  Pro-

spectuses for these ETFs can be found with an internet search on their symbol.  Past performance is no guarantee of future results. 



SPY is an exchange-traded fund designed to match the experience of the S&P 500 index adjusted for dividend reinvestment.  Its prospectus can be found online.  Past performance is no 

guarantee of future results. 
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Last week, I remarked, “while it’s too early to bet the ranch, we have three things potentially working for a 

recovery on a technical basis:  the strength of a long term price channel, a spike in volume in the last few 

days consistent with prior reversals, and retention of our upward trend (the 50DMA).”  Well, history did re-

peat itself one more time as the trend was retained and the spike in volume once again led to a recovery — 

at least so far.  From a technical perspective, I see little indication of an imminent significant correction to 

the S&P 500 (I’m not necessarily so sanguine about other markets or specific U.S. sectors).  Some analysts point to low volume as an indication 

of lack of enthusiasm about the current market, and they may be right.  My take is a little different in that the current volume may, in part at 

least, be just seasonal.  In any event, lack of enthusiasm may possibly be taken as good news since it suggests a lot of buying power on the side-

lines (UBS Wealth Management reported last month that ”There is also still a good deal of money sitting in cash at negative real rates, waiting to 

move into riskier assets with higher potential returns. Just under 30 percent of assets invested with UBS Wealth Management are in cash. Our clients re-

main primarily concerned with market valuations and the disappointing pace of the global economic recovery since 2009.”)  Furthermore, as discussed 

on the next page, the recent run up in stock prices and P/E ratios may be less of a problem than meets the eye.  

S&P 500 Total Return (SPY) 



SPY is an exchange-traded fund designed to match the experience of the S&P 500 index adjusted for dividend reinvestment.  Its prospectus can be found online.  Past performance is no 

guarantee of future results. 
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The question of whether the U.S.  Stock market is in a bubble has been plaguing investors for months as the 

S&P 500 has enjoyed a 25% per year compound annualized return since its bottom in March 2009 while its 

P/E ratio has risen to a level looking like a near maximum of the last 100+ years, other than the period 

around 2000 and again around 2007.  So, is the S&P 500 in a bubble?  I think not.  While there are other tech-

nical and fundamental factors to give a more complete picture, here are two that lead me to this conclusion.   

First, while the post-2009 gain has been impressive, the S&P 500 (using SPY as an investable proxy), is almost exactly on the same pace it has been 

on for the last 35 years, namely, about 10%/year, as shown in the chart on the left below.  Second, while the P/E ratio is certainly at the high end of 

the historical range, it is nowhere near the bubble levels that have contributed to the angst of many investors.  Furthermore, with an increasing 

number of stock buybacks, corporations get an automatic boost to their P/E ratio making historical comparisons a little less, well, comparable.  A 

balanced portfolio is always wise, but I wouldn’t be too concerned today that we’re likely to see a 2000/2007-type event hit equities in the foresee-

able future.  A pullback is a normal event that long term investors should take in stride.  One can either ride it through or try to capture a piece 

for an asset rebalancing.   For committed equity money that can withstand a correction of 10% or so, the market doesn’t look all that bad to me.   

S&P 500 Total Return (SPY) 



VEU is an exchange-traded fund designed to match the experience of the FTSE All-world (ex U.S.) Index.  Its prospectus can be found online.  Past performance is no guarantee of 

future results. 
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International equities, represented here by  Vanguard’s ETF, VEU, had a rough time of it in August as 

Europe struggled with a weak economy exacerbated by tensions with Russia over Ukraine.  At this point, 

prices for the broad index are trendless and momentum isn’t much better.   On a country-specific basis, 

India continues to outshine the broad index while Europe, Japan and South Korea are holding it back.  In-

terestingly, Germany, which has taken a beating over the last several months (and reflects so much of 

Europe’s equity behavior), has now reached a multi-year low point relative to the S&P 500 and is starting to add strength.  While it may take 

some time for Germany and Europe to overcome their economic headwinds, this may be a good time to start building a position in Europe’s 

strongest economy.  Overall, I remain underweight the broad index in favor of U.S. equities (see the next page). 

All-world (ex U.S.) Equities (VEU) 



SPY,  VEU, and LQD are exchange-traded funds designed to match the experience of the S&P 500, (with dividends), the FTSE All-world (ex US) index,  and the iBoxx Investment Grade 

Corporate Bond Index, respectively.  Their prospectuses can be found online.  Past performance is no guarantee of future results. 
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Asset allocation is the mechanism investors use to enhance gains and reduce volatility over the long term.  One useful tool I’ve 

found for establishing and revising asset allocation comes from observing the relative performance of major asset sectors (and 

within sectors, as well).  The charts below show the relative performance of the S&P 500 (SPY) to an investment grade corporate 

bond index (LQD) on the left, and to the Vanguard All-world (ex U.S.) index fund (VEU) on the right.   

On the left, equities continue to outperform bonds as economic developments in the U.S. continue to show strength, especially corporate prof-

its,, the principal driver of equity prices over the long term.  If the channel continues to hold, an interruption in this outperformance becomes 

increasingly likely.  Nevertheless, I see no reason to become more conservative in a long-term asset allocation. 

On the right, the trend of the relative strength of U.S. equities against the broad international index moved from an inconclusive posture to a 

one more consistent with the upward channel favoring the U.S.  For the foreseeable future, an allocation to international equities needs to be 

country or region specific to capitalize on any recent strength.   

I continue to retain my strategic allocation to equities over bonds and stay below a strategic allocation to international equities. 

Asset Allocation and Relative Performance 



PFF seeks to track the investment results of the S&P U.S. Preferred Stock Index (TM) which measures the performance of a select group of preferred stocks .  LQD is an ETF designed to 

match the experience of the iBoxx Investment Grade Corporate Bond Index.  Prospectuses can be found online.  Past performance is no guarantee of future results. 
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Investment grade corporate bonds lost their momentum in June but have since recovered as the pattern of 

pause that occurred in March seems to have repeated.  Bonds and other income-oriented investments will 

continue to provide portfolio balance as investors are nervous about the sustainability of equity performance.   

On a year-to-date basis, there are quite a few alternative income investments that have outperformed invest-

ment grade corporate bonds, including REITs, preferred stocks, convertible bonds, long term Treasury bonds,  

and emerging market bonds.   

Shown on the right below is the relative performance of the preferred stock index fund, PFF, compared to investment grade corporate bonds on 

a total return basis.  Even though PFF has recently lost momentum, I believe the higher yield relative to LQD (currently about 6.9% vs. 3.5%) 

will continue to attract investors and, in any event, provide balance and diversification to the income portion of an asset allocation. 

Income Investing 
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Shown below is a comparison of the 10-year Treasury yield to the S&P 500 since 1980.   A lot has been said about what is 

expected to happen to equity prices when interest rates rise as they are destined to do.   While it’s quite understandable 

to be concerned that rising rates will slow down corporate investment and consumer purchases, it’s not at all clear that, 

in the current low interest rate environment, that rising rates will suppress stock prices (other than an initial emotional 

reaction) for anything more than a short term reaction. 

What this chart shows is that prior to about 1999 when interest rates were generally above 5%, periods of rising rates were often associated 

with weakness in stock prices.   However, following 1999 with interest rates below 5%, rising rates were often associated with rising stock prices 

and falling rates were associated with falling stock prices.  Indeed, the orange line at the bottom of the graph that shows the 60-week correla-

tion between the S&P 500 and the 10-year Treasury yield shows generally negative correlation before 1999 and generally positive correlation af-

ter, 2014 notwithstanding. 

The securities markets, both equity and income investments, are in an unprecedented spot on account of the exogenous influence global central 

bank policy of ultra low interest policy rates and bond purchase programs.  With all the speculation about the potential negative long term im-

pact of these policies, especially as they get unwound, it’s just possible that the impact will be a whole lot less disruptive than many might think. 

Interest Rates and Equities 
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Shown on the left below is a 5-year comparison of the 10-year Treasury yield to the 2-Year Treasury yield.  What’s inter-

esting about this chart is that the spread widened in the latter part of 2013 and has narrowed in 2014.  The 2013 widening 

appears to be linked to Fed Chair Bernanke’s initial comments about ending Quantitative Easing and the resulting im-

pact on long term interest rates (known as the Taper Tantrum).   The tightening in 2014 is a little more complicated in 

that the narrowing spread looks like an indication of anticipation of an increase in the Fed Funds rate while something 

else is happening to long term rates, perhaps a flight to safety reflecting concern about a potential equity market correc-

tion.  The 2014 drop in correlation in the movement between the two rates is also unusual and again might be pointing to anticipation of move-

ment in the Fed Funds rate.   While the interpretation of the rate movements is not totally clear to me, it could mean that the anticipation will 

reduce the rate shock when the Fed Funds rate is actually increased, as it inevitably will be (many think some time next year). 

On the right is a snapshot of the yield curves at the beginning of 2011 (purple) and today (red).  As a flat yield curve is associated with a reces-

sion, the flattening of the curve since 2011 (continuing this past month) provides some level of concern though we have a long way to go before 

we reach the flatness typical of recent recessions. 

Interest Rates and the Yield Curve 



Edward Lane is a CERTIFIED FINANCIAL PLANNER™.  Lane Asset Manage-

ment is a Registered Investment Advisor with the States of NY, CT and 

NJ.  Advisory services are only offered to clients or prospective clients 

where Lane Asset Management and its representatives are properly li-

censed or exempted.   No advice may be rendered by Lane Asset Man-

agement unless a client service agreement is in place.   

Investing involves risk including loss of principal.  Investing in interna-

tional and emerging markets may entail additional risks such as currency 

fluctuation and political instability. Investing in small-cap stocks includes 

specific risks such as greater volatility and potentially less liquidity.  

Small-cap stocks may be subject to higher degree of risk than more es-

tablished companies’ securities. The illiquidity of the small-cap market 

may adversely affect the value of these investments. 

Investors should consider the investment objectives, risks, and charges 

and expenses of mutual funds and exchange-traded funds carefully for a 

full background on the possibility that a more suitable securities trans-

action may exist. The prospectus contains this and other information.  A 

prospectus for all funds is available from Lane Asset Management or 

your financial advisor and should be read carefully before investing. 

Note that indexes cannot be invested in directly and their performance 

may or may not correspond to securities intended to represent these 

sectors.  

Investors should carefully review their financial situation, making sure 

their cash flow needs for the next 3-5 years are secure with a margin 

for error.  Beyond that, the degree of risk taken in a portfolio should be 

commensurate with one’s overall risk tolerance and financial objectives. 

The charts and comments are only the author’s view of market activity 

and aren’t recommendations to buy or sell any security. Market sectors 
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Disclosures 

Periodically, I will prepare a Commentary focusing on a specific investment issue.  

Please let me know if there is one of interest to you.  As always, I appreciate your feed-

back and look forward to addressing any questions you may have.  You can find me at:                             

 www.LaneAssetManagement.com 

Edward.Lane@LaneAssetManagement.com 

 

Edward Lane, CFP®  

Lane Asset Management 

Kingston, NY  

Reprints and quotations are encouraged with attribution. 

and related exchanged-traded and closed-end funds are selected based on his opinion 

as to their usefulness in providing the viewer a comprehensive summary of market 

conditions for the featured period. Chart annotations aren’t predictive of any future 

market action rather they only demonstrate the author’s opinion as to a range of pos-

sibilities going forward. All material presented herein is believed to be reliable but its 

accuracy cannot be guaranteed. The information contained herein (including historical 

prices or values) has been obtained from sources that Lane Asset Management (LAM) 

considers to be reliable; however, LAM makes no representation as to, or accepts any 

responsibility or liability for, the accuracy or completeness of the information con-

tained herein or any decision made or action taken by you or any third party in reli-

ance upon the data. Some results are derived using historical estimations from available 

data. Investment recommendations may change without notice and readers are urged 

to check with tax advisors before making any investment decisions. Opinions ex-

pressed in these reports may change without prior notice. This memorandum is based 

on information available to the public. No representation is made that it is accurate or 

complete. This memorandum is not an offer to buy or sell or a solicitation of an offer 

to buy or sell the securities mentioned. The investments discussed or recommended in 

this report may be unsuitable for investors depending on their specific investment ob-

jectives and financial position.  The price or value of the investments to which this re-

port relates, either directly or indirectly, may fall or rise against the interest of inves-

tors. All prices and yields contained in this report are subject to change without notice. 

This information is intended for illustrative purposes only. PAST PERFORMANCE 

DOES NOT GUARANTEE FUTURE RESULTS. 
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