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The Current View

• The Current View

Year-End Review:  2013 was a 
banner year for U.S. stocks but 
a tough year for bonds as 
interest rates leapt over 70%. 

Outlook:  Stocks remain 
inexpensive compared to bonds 
and economic growth is 
expected to accelerate in every 
major country in 2014 except 
Japan.

Year-End Review

What a year! U.S. stocks raced ahead at a pace not seen in 16 years as most major
indices hit a series of new all-time closing highs. Driven by easy money from the Fed,
improving economic data, and historically low interest rates and inflation, investors
shrugged off a government shutdown and budget fight, among other issues, to post a
remarkable year.

Other asset classes were not so fortunate, as a more than 70% jump in interest rates
(the yield on 10-yr Treasury notes increased from 1.76% to 3.03%) dealt losses to most
areas of the bond market, and gold saw a significant decline. International equity
markets were mixed, with a few areas keeping pace with the U.S. and even soaring
over 50% in the case of Japan, while emerging market countries like Brazil and China
saw drops in their respective stock markets.

Below we summarize the 2013 performance of key market components and then offer
our outlook for 2014. (price return, sources: Wall Street Journal, Bloomberg, Barclay’s)

U.S. stocks:
• S&P 500 +29.6%
• Dow Jones Industrials +26.5%
• Russell 2000 (small companies) +37.0%
• Nasdaq Composite +38.3%

International stocks:
• All-Country World Index +22.0%
• Emerging Market Index -3.6%
• Stoxx Europe 600 +17.4%

Thank you for your trust in us. We value our relationship with you. If you have friends, family or
colleagues that could benefit from our range of investment, trust, and financial planning
services, we would be honored by your referral.

• Another View

Sage advice from Tommy 
Arnold:  Ensure your family and 
your physician know your 
wishes regarding healthcare 
directives and clearly 
communicate bequests in your 
will and to your estate attorney.
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The Current View
Year-End Review….continued

Select countries:
• Japan +56.7%
• Germany +25.5%
• Spain +21.4%
• France +18.0%
• Italy +16.6%
• UK +14.4%
• Taiwan +11.0%
• South Korea +0.7%
• Mexico -2.2%
• China -6.7%
• Brazil -15.5%

Bonds (Barclay’s Indices)
• Global Aggregate Index -2.2%
• U.S. Aggregate Index -2.0%
• U.S. Municipal Index -2.6%
• U.S. 20+ year Treasury Index -13.9%
• U.S. Treasury Inflation Protected Index -8.6%

Other
• Gold -28.2%
• Dow Jones UBS Commodity Index -9.6%
• Alerian MLP Infrastructure Index +18.5%

2014 Outlook

After such a strong year for stocks, many Wall Street analysts are using the “cautiously
optimistic” cliché for 2014. Indeed, the median forecast for the S&P 500 is a relatively
modest 6% increase, which would place the index at around 1960 at year-end.

This general lack of more bullish forecasts is probably good news for equity investors.
While enthusiasm for stocks has increased among institutional investors, retail
investors have yet to embrace stocks, and really haven’t since the bursting of the tech
bubble. Having been burned by that experience and the fallout from the financial
crisis in 2008, many remain very skeptical of stocks. Thus, balances in money market
funds that yield 0% remain high (over $2.6 trillion!), a potential source of future
buyers as the stock market climbs the proverbial “wall of worry.”
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The Current View
2014 Outlook….continued

S&P 500 Valuation

Much of the market’s 30% gain in 2013 was driven by an increase in valuation, with
2013 earnings for the S&P 500 expected to come in around $108 per share, 11% above
2012. In 2014, investors will no doubt look to corporate earnings, supported by
strengthening economic fundamentals, to carry more of the load. Goldman Sachs
estimates S&P 500 earnings at $116 per share for 2014, while the consensus estimate
is for $120 per share. Using Goldman’s more conservative estimate, the S&P 500
currently trades at a price-to-earnings ratio (P/E) of 15.8x.

Stocks vs. Bonds

The current P/E ratio is slightly above the long-term median of around 15x, but one
cannot assess stock valuations in a vacuum. The implied earnings yield of 6.3% ($116
divided by the most recent price of 1838) remains more than three percentage points
above the 10-year Treasury note yield of 3.0%.

Stocks will almost always have a higher “yield” than bonds to compensate investors for
greater risk. The key question is: what should this difference or “spread” be? Over the
last ten years, this spread averaged a wider-than-normal 3.7%. This measure would
imply stocks and bonds are valued appropriately at present. However, this time
period included the financial crisis, when investors sold stocks and bought bonds at a
pace never before seen, causing the yield spread to blow out to above 6%!

A longer-term perspective produces a substantially different picture. Indeed, the
disparity in bond and stock valuations produced by the 2008 financial crisis appears,
thankfully, to have been a statistical anomaly. While the Fed’s quantitative easing
programs have distorted asset prices, using longer-term valuation metrics helps
smooth out excessive optimism and pessimism. Since 1976, the long-term average
difference of stock yields vs. bond yields is approximately two percentage points.
Therefore, relative to today’s 3.3% differential, stocks still look inexpensive relative to
bonds. If stocks were to rise, the earnings yield would fall, bringing the spread or gap
closer in line with the long-term average.



Tested. Trusted.January 2014

Investing and Wealth Management Insights

Hilton Head Island Office:

843-342-8800

Jason Allen, CFA
Tommy Arnold, CFA
Martha Anne McDonald, CPA

Asheville Office:

828-274-1542

John Kuhns
Debbie Rice
Garst Reese, CFA
John Rhodin, CFA, CFP®
Jon Vannice, CFP®, CTFA
David Whilden

Visit our website:

www.boysarnold.com

4444

The Current View
2014 Outlook….continued

It is impossible to predict stock market returns, but the fundamentals appear to
support another solid year. Primarily, stocks are not expensive by most measures, and
remain attractively valued relative to bonds as noted above. Moreover, we expect that
upward momentum in interest rates will continue to constrain bond returns. A
modest one-percentage point move higher in broad interest rates would produce
negative returns again for most bond funds. Therefore, fund flows from bond funds
into stock funds are likely to persist and may accelerate. Recall that from 2007-2011,
investors seeking safety in the face of heightened stock market volatility moved a net
$1 trillion from stock funds into bond funds. Some or all of this money may ultimately
find its way back into the stock market.

Given these factors, U.S. stocks may prove to be the best performing asset class in
2014. However, areas that were especially beaten up in 2013, including emerging
market stocks, commodities, gold etc, may offer attractive investment opportunities
for the long-term investor. Emerging market equities, in particular, are less expensive
than their U.S. counterparts and offer the chance for greater long-term growth. These
and other assets that performed poorly should not necessarily be abandoned as they
offer significant diversification benefits, and would help mitigate the impact on
portfolios from stock market volatility.

Economic Environment

For the first time in recent memory, most of the major economies of the world are
accelerating at the same time. Indeed, economic data have been increasingly strong in
the U.S., the world’s largest economy, punctuated by an estimated 4.1% growth in real
GDP in the third quarter. Here are the current real GDP growth estimates for 2014 vs.
2013 for the ten largest economies. In each instance, growth is accelerating with the
lone exception of Japan. The expected improvement in Europe is particularly notable.

US 3.0% vs. 1.8%
China 8.0% vs. 7.8%
Japan 1.4% vs. 1.7%
Germany 2.0% vs. 0.6%
France 0.7% vs. 0.2%
UK 3.0% vs. 1.9%
Brazil 2.3% vs. 2.2%
Russia 3.0% vs. 1.5%
India 5.0% vs. 4.5%
Italy 0.6% vs. -1.9%

Source: Goldman Sachs
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Another View

Sage Advice From Tommy Arnold

As 2013 comes to a close and 2014 begins, I find myself engaged in refection to a
greater extent than ever, probably due to a confluence of factors. During the past year,
I crossed the thresholds of 70 years on Planet Earth and 30 years at Boys, Arnold,
mileposts that I assume afford me the privilege of some musing.

Another catalyst for looking back has been the process of digging through boxes and
boxes of old clippings, photos, and memorabilia left behind by my father, mother, and
brother that have sat for years, waiting for me to sift though them. As I have talked
with clients and friends of my approximate vintage, it has become evident that most of
us are engaged in similar exercises, if not with papers and photos, then with furniture
and other material items that, up to now, we assumed our children coveted. We are at
that stage where simplifying one’s life often becomes a high priority, a time when we
can do ourselves and our heirs a great service by cleaning house! Since we are a
wealth management firm, I feel obliged to focus these observations, as well as those in
future pieces, on those with financial ramifications.

The first issue was brought to mind while going through old clippings my dad saved
(and did he ever clip and save!) I came across a letter to Dear Abby from the Asheville
Citizen Times of June 26 1990. The letter described the experience of two children
and their father, a prominent Asheville physician whose failing health had led to his
being in a nursing home. The gist of the matter was that despite instructions by him,
the family physician, and the family that no extraordinary means be employed to keep
him alive, the nursing home staff called in EMS when he went into congestive heart
failure. EMS found him unresponsive with no pulse, started CPR and rushed him to
the hospital’s emergency room. The effort was in vain, a very large bill was run up,
and unpleasant confrontations and negotiations followed. The problem was that the
attending physician at the nursing home had not posted written instructions on the
patient’s chart and the facility did not want the death “statistic” on its record,
apparently. This is not an isolated case- as our family and many others can attest.

The lesson is that, first, you must communicate clearly to your physician and your
family, especially the person named in your healthcare power of attorney, your wishes
regarding these matters, while you are still able to do so. Next, your desires regarding
healthcare need to be documented in a living will and/or healthcare directive, and you
need to execute a healthcare power of attorney, naming someone you trust to make
your healthcare decisions once you cannot. Finally, your instructions need to be
displayed prominently, whether at home or in a care facility, so that there will not be
unwanted calls to EMS nor heroic efforts to prolong life against your wishes. More
communication is better and written communication is essential!
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Another View

Sage Advice From Tommy Arnold……Continued

My next significant discovery as I sorted through the memorabilia, relates to
documenting the bequests you wish to be made from your estate. As I sorted through
cards, notes, and letters, a small piece of notepaper fluttered to the floor. On it was
written a note by my mother stating that she wished to make a substantive cash
bequest to a relative, and another friend was to get a particular piece of jewelry. I
knew that the jewelry gift had been made because my mother had made that clear to
me, but I was unaware of the other directive and could not remember, after eleven
years, whether such gift was made from the estate. Subsequent checking showed that
it had not, as the written note had never been communicated to the attorney, executor,
or trustees. The lesson is obvious: If you decide to make changes in any part of your
will, but especially bequests, make certain that these are conveyed to your estate
attorney. In our case, the mistake was correctable, but had the note not been found,
my mother’s wish would never have been executed.

Finally, as my wife and I have found in our effort to pass along clothes, furniture, and
other collectibles to the next generations, you may find that these possessions are not
as important to your heirs as you assumed. On the other hand, items that you judge
worthy of charitable donation only, may carry real sentimental value to your children
or grandkids. Again, communication is the key. Ask your children what’s important
to them and what’s not, don’t let your feelings get hurt, and then move on with the
simplification process. We figure that cleaning out as much as possible now will save
the family a lot of work down the road. Besides, if moving to a retirement setting or
downsizing is in your plans, chances are you’re not going to have room for all that stuff
anyway!

My goal in 2014 is to finish cleaning up the contents of those boxes and mailing out
what the various relatives may wish to have. Now if I can only figure out what to do
with my dad’s boxes of coins, old stamps and envelopes! I’m certain, however, that my
children will treasure my own collection of old golf scorecards.

Have a Healthy and Prosperous 2014!

Tommy


