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Introduction 
 

The first quarter of the new year was a strong one for all 

asset classes.  The best performing index was the NAREIT 

Developed Market real estate index which returned 4.2%. 

Global equities as measured by the MSCI ACWI index 

increased 2.6% with international stocks outpacing domestic 

stocks.  The MSCI EAFE index returned 5.7% while the 

MSCI Emerging Markets index gained 2.1%.  The S&P 500 

began the year with a 1% gain.  Small-cap stocks as 

measured by the Russell 2000 index gained 4% while the 

large-cap stocks in the Russell 1000 index returned 1.1%. 

Within the fixed income universe, the Barclays Aggregate 

bond index returned 1.6% while the Barclays High Yield 

bond index posted a 2.5% return.  The HFRI Fund of 

Hedge Funds Composite posted a gain of 2.5%, a strong 

performance in excess of a 60%/40% stock/bond mix.  

Commodities suffered broadly with the Bloomberg 

Commodity index  down -5.9%.  The domestic economic 

backdrop continues to improve, though the biggest surprise 

has been an acceleration of European growth.  We continue 

to favor equities at the expense of lower weights in fixed 

income as we anticipate rising interest rates and improving 

growth.  We remain vigilant when assessing inflation 

expectations and the effect on interest rates. We do not 

currently view it as threat given slowing global growth and 

falling commodity prices, though a rise in wage inflation in 

concert with an improving jobs picture bears watching. 

I  N  V  E  S  T  M  E  N  T      O  U  T  L  O  O  K 
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Global Economies 
 
Craig S. Lewis, CFA, Chief Investment Officer 
 
U.S. economic growth continues to strengthen on the margin, led by improvements in employment, 
housing and inflation.    As data for March is reported, it would appear that weakness in February was 
weather-related and transitory.  A high job openings rate and low levels of layoffs equates to a tighter labor 
market. Initial jobless claims, JOLTS (Job Openings and Labor Turnover Survey) data and the 
unemployment rate all continue to improve. One prominent negative in the jobs data remains the labor 
force participation rate.  If the participation rate had not dropped from 2008 levels of 66% to the current 
63% then the unemployment rate would be closer to 9%.  The drop in oil prices has been a welcome boon 
to many aspects of our economy and suggests the Economic Surprise Index will continue to show 
accelerating growth.  The effects on inflation are obvious and certainly act as a “tax cut” for most 
consumers.  Core bank lending has increased 6.2% yr/yr led by residential lending, a positive for housing as 
we move into the spring selling season.  Pending home sales, a forward-looking indicator of housing 
activity, rose to 106.9 in March (where 100 is considered “normal” activity), the 10th consecutive monthly 
increase and the highest level since June 2013.  The risk of a weak ISM manufacturing index reading is 
rising.  The Dallas Fed Manufacturing index dropped to -17.4 in March as oil and gas-related weakness 
caused new orders to fall to their lowest level since the recession ended.  Also of concern, unit labor costs 
are in an uptrend and correlate strongly with consumer price inflation. 
 
Cash flows at both the corporate and personal level remain strong.  While corporate cash flows remain 
strong, growth in capital expenditures remains slow as cash is diverted to dividends, share repurchases and 
M&A (up to almost $1 trillion transacted  in over 200 announced deals year-to-date).  Consumer free cash 
flow continues to rise due to more jobs, falling gas prices and low borrowing costs; household purchases 
make up almost 70% of the U.S. economy.  Consumption growth in February trailed growth in personal 
income in February (+0.8% yr/yr vs. 7.1% yr/yr) but should increase given historical correlations.  The 
savings rate increased 140 percentage points to 5.8% over the last 3 months, a level often associated with a 
recession or major tax law change.  The “permanent income hypothesis” suggests that consumption will 
grow if and when falling commodity prices are not viewed as transitory.  The recovery in housing prices and 
a rising stock market has raised the ration of household wealth-to-income to near record levels, contributing 
to higher consumer confidence and a greater propensity to spend and re-lever personal balance sheets. 
 
Eurozone economic conditions are improving; March PMI was 54.1 including manufacturing above 
“neutral” at 51.9 and consumer confidence is improving. A weaker Euro (down 8.4% in real trade-weighted 
terms since December) is benefitting exports.  In addition, the prospect of quantitative easing may be 
providing a floor to economic growth (though it is hard to see how much lower interest rates can fall). 
 
The outlook for emerging markets remains weak due to low commodity prices, weak productivity growth 
and stretched private sector balance sheets. We continue to believe the commodity “supercycle” of the past 
decade-plus is over.  Falling commodity prices combined with banks curtailing lending to combat past 
excesses could lead to a marked slowdown in growth rates, particularly in those countries tied to China’s 
growth prospects.  That said, recent stimulus measures by China could act to stabilize those economies. 
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Equities 

Craig S. Lewis, CFA, Chief Investment Officer  
Christy L. Phillips, Director of Research 

So long as key tailwinds (falling gas prices, rising dollar, improved budget deficit, strong corporate and 
consumer cash flow) remain in place U.S. stocks can move higher.  Recent dollar strength acts as a de-facto 
tightening and could lead to an extraordinarily long economic uptrend and a coincident expansion of P/E 
multiples.  The ingredients for P/E expansion are still in place; bull markets do not typically end for 
valuation reasons thus a stable macro-economic and earnings backdrop combined with low rates and 
inflation could fuel still higher multiples.  Market cycles typically end as inflation picks up, the cost of 
money increases and profit margins peak.  None of those conditions are presently in place though we are 
monitoring wage inflation as the job market improves.  Rising wages are a threat to P/E multiples given the 
tight correlation to consumer price inflation and the potential pressure on profit margins that cost increases 
would portend. 

 Investors remain skeptical of equities, having pulled $11 billion out of equity funds so far this year and 
adding $48 billion into bond funds. As fiduciaries struggle to meet return goals given low levels of interest 
rates around the globe we believe cash may find its way into equities.  Margaret Thatcher was nicknamed 
“Tina” for her response to critics of her free market policies, saying “There Is No Alternative”.  Investors 
may ultimately become “Tina” when it comes to investing in stocks as there may be no alternative for those 
seeking real returns.  

We continue to advocate a pro-growth strategy of investing in advantaged businesses which are levered to a 
growing economy.   We have increasingly biased our portfolios toward high-quality, domestically focused 
companies who can benefit from improving consumer spending and away from more commodity-like 
companies who stand to be hurt by a strong dollar.   Consumer discretionary and small-mid cap stocks have 
done well in past periods of dollar strength.  We would expect dollar strength, commodity weakness and 
slower domestic oil drilling activity to lead to energy and industrial sector underperformance. While pent-up 
demand for industrial-type capital expenditures is a positive, we think falling energy-related investments 
(10% of non-residential investment) and the incremental attractiveness of overseas investments due to the 
strong dollar to be a significant offset.  We would prefer to express a need for greater cap-ex related 
productivity improvements through investments in the technology sector.  Defensive sectors (consumer 
staples and utilities) are as expensive as they’ve been in the last 15 years and are not a fertile source of new 
ideas at this time. 

While 2014 was a year to be invested in the S&P 500, 2015 has thus far been a different story.  The virtues 
of diversifying into small cap and international stocks have become apparent and we believe may continue.  
Domestic large-cap multi-national stocks in particular have suffered from dollar strength as well as a 
slowdown in emerging markets.  European and Japanese stocks have benefitted from central bank 
interventions as well as stable-to-improving economies.  An aggressive ECB stimulus program combined 
with an improving economic backdrop could support equity prices in the Eurozone, similar to the 
phenomenon seen with QE in this country. 
 
Within emerging markets, we continue to concentrate on growing domestic demand and the rising 
consumer within smaller emerging market countries and frontier markets.  As a rule, emerging markets tend 
to underperform when the dollar is strong, making us more cautious on the near-term outlook which 
caused us to further reduce our exposure to EM equities in December. 



4 
 

 
Fixed Income 
 
William B. Thompson, President 
Craig Sullivan, CFA, CAIA® Fixed Income Analyst 
 
The US economy showed mixed signs of growth in the first quarter and overall growth was lower than 
expectations were at the beginning of the year. Although the pace of job creation is near its 20 year high 
with non-farm payroll additions averaging more than 200,000 over the past 12 months, the weak March 
non-farm payroll report, analyst’s downward revision of earnings estimates and economic surprise indices 
point to a recent slowdown. At the same time, the decline in oil prices, combined with substantial dollar 
appreciation, has imparted a disinflationary momentum.  
 
The Fed at the March FOMC meeting signaled a more benign rate hiking cycle than they had previously and 
managed to drop the “patient” language from their statement without any unintended consequences, such 
as the one which occurred during the ‘taper tantrum’. The Fed has now altered its forward guidance to 
make it clear that it is data dependent going forward, consequently, investors are carefully scrutinizing every 
economic data release to try to garner an insight into the timing of the first rate hike. Currently, the futures 
market implies a 20% probability of a June rate hike and a near 100% probability of a rate hike by 
September. However, while the market has pulled forward expectations of the first rate hike, it is still 
pricing in a dramatically slower pace of rate hikes than suggested by even the new lowered Fed projection.  

As the FOMC members consider raising rates, there is a clear global divergence in monetary policy between 
the world’s central banks. During the first quarter, the European Central bank (ECB) formerly announced 
its quantitative easing (QE) program and nearly three quarters of the central banks around the world 
loosened monetary policy. The yield difference between the German 10 year Bund and the 10 year U.S. 
Treasury is now the largest it has ever been.  

Despite the decline in interest rates and the record level of new issuance, investment grade spreads 
tightened in the first quarter. The large amount of issuance occurred as companies continue to lock in low 
borrowing costs before the Fed begins to increase interest rates. Given the near zero rates around the 
world, global investors eagerly purchased the new US investment grade supply, which is quite attractive 
relative to the yields available in their home countries. The stronger dollar is not as negative for credit 
fundamentals as it is for corporate earnings since U.S. based multinational companies tend to be larger and 
less leveraged. In the high yield market most issuers tend to be domestically focused and therefore the 
impact of the stronger dollar should be negligible.  
 
As in prior quarters, we continue to prefer financial issues over industrials in investment grade credit. As we 
continue to progress in the credit cycle, industrial issuers will likely continue shareholder friendly activities 
such as increasing dividend and share buybacks. Despite increased volatility in the first quarter, banks 
performed in line with the market and continued to trade at wider spreads than comparable high-quality 
industrial bonds. Most banks are intent on maintaining solid credit profiles to meet increased regulatory 
capital requirements. This will help to prevent them from participating in the releveraging of their balance 
sheets or in M&A activity – which tends to be a negative from a credit perspective for investment grade 
companies. Bonds issued by banks which are labeled as Globally Systemically Important Banks (G-SIBs) 
may experience some technical headwinds in the near term due to increased issuance to meet the higher 
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capital requirements of the new Total Loss Absorbing Capacity (TLAC) rule. This increased issuance may 
lead to some volatility in the near term but the credit fundamentals will remain healthy. Within industrials, 
we are favoring issuers which will benefit from lower energy prices such as autos and chemical companies 
as well as sectors which are trading wider than the overall index despite equivalent credit metrics.  

Following the fourth quarter selloff in high yield (HY), the asset class witnessed a recovery. For the quarter, 
higher credit quality outperformed lower credit quality due to their longer duration but also likely due to 
investors preference for higher-quality as they re-enter the HY asset class following the selloff in the second 
half of last year.  The yield advantage in HY remains pronounced in the current environment, especially 
since HY bond yields have not declined nearly as much as yields in other asset classes over the past year.  

Looking ahead, non-energy spreads appear to be attractive given the low default forecast for the non-energy 
segment of the market. As oil prices declined rapidly in the fourth quarter, fears over the effects on the HY 
market lead to broad based selling across the entire asset class which lead to attractive opportunities in non-
energy HY.  While there has been much investor interest in the energy component of the HY market, we 
remain cautious on this sector. Current spread levels in the energy sector appear to reflect an expectation 
for oil prices to be higher than what is current reflected by the futures market.  

With the uncertainty over the timing of the first Fed rate hike, and the future path of subsequent rate 
increases, the front end of the yield curve could display more volatility which could be caused by positive or 
negative data releases. However with many government bond yields around the world now providing a 
negative yield, the search for yield will continue thereby likely capping longer term U.S. interest rates and 
potentially leading to spread compression in investment grades and high yield over the intermediate term.  

Diversifying Investments & Real Assets 
 
Charlie D. Mires, CFA, Director External Strategies and Alternative Investments 
John C. Wallace, CFA, Head of Global Equity and Real Asset Strategies  
 
As market volatility has increased with the completion of the U.S. Federal Reserve’s QE program and as the 
policies and growth expectations of economies around the world are materially diverging, we expect to 
increase our exposure to strategies that can perform well in both up and down markets, with particular 
emphasis on strategies that are negatively correlated to the markets in times of distress. 
 
Event driven equity-focused strategies are expected to remain an overweight of the Fund throughout 2015.  
Due to an economic environment of relatively slow growth, low interest rates and rising employment costs, 
companies will need to be proactive to generate earnings growth.  We expect to continue to see large 
amounts of corporate activity as companies announce mergers, asset sales, share repurchases, restructurings, 
and refinancings.  
 
Within equity long/short strategies, the focus continues to be on managers who run their books with 
moderate gross and moderate to low net exposure with a sector, market cap or geographic specialty.  In 
addition, the emphasis has been on managers who look for investments with a short term catalyst(s) to 
drive performance.  Although most of 2014 was a difficult environment for equity long/short managers, 
performance in 2015 should improve as company fundamentals become a more dominant factor in 
individual security returns.  
 
Macro strategies, which had been underperforming for several years due to the difficulty of navigating an 
environment dominated by world central banks, started to experience better performance in late 2014 as the 
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Fed wound down QE.  With volatility increasing and global monetary policies diverging, macro managers 
should continue to experience a better environment for trading.  In addition, due to the strategy’s low to 
negative correlation in times of distress, this strategy can provide desired portfolio diversification in down 
markets. 
 
With return opportunities in fixed income becoming more scarce, allocating to a diversified portfolio of 
conservatively managed hedge funds should be a attractive option for investors looking for higher returns 
with a similar level of risk as core fixed income. 
 
In global real estate, there remains opportunity for long-term investors in portfolio companies involved in 
1) wealth creation largely through development and other types of resource conversion, 2) the U.S. 
residential markets which continue to benefit from a recovery to more normalized levels of activity, 3) small 
and medium sized property companies that control strategic platforms and are ripe for consolidation and 4) 
recently recapitalized companies that are surfacing value in their portfolios. 
 
Our global real estate manager’s portfolio currently trades at only a slight discount to conservative NAV 
estimates, but there have been several promising potential and actual positive transformative events recently 
at portfolio companies.  Four of the top five positions in the portfolio have been involved in a corporate 
transaction over the past year.  Many of these events should continue to be tailwinds for the portfolio 
through 2015.  
 
While fundamentals for well-located commercial real estate remain quite solid, this constructive backdrop 
seems to be priced in as most metrics point to record high valuations for REITs.  Given the implied 
valuations of some of the more mainstream real estate companies and their interest rate sensitivity, the 
portfolio is likely to remain light on allocations to REITs for the foreseeable future. 
 
 
Tactical Asset Allocation Views 
 
Craig S. Lewis, CFA, Chief Investment Officer 
 
While a strategic asset allocation plan provides a sound, long-term portfolio structure, we also employ a 
tactical asset allocation approach to enhance returns.  Portfolio composition is tactically adjusted to reflect 
the evolving opportunities and risks in the global financial markets.  These realignments are undertaken only 
after careful review by our Asset Allocation Committee.  
 
Our allocated weights have not changed since our December meeting.  Our equity weight remains in the 
upper half of our strategic range and we continue to favor equity markets over fixed income given the 
historically wide valuation gap between the asset classes and our belief that rates will begin to rise for the 
“right” reason, namely that domestic growth is accelerating. We believe the combination of faster economic 
growth, lower commodity prices and improved consumer sentiment and consumption due to a rising dollar 
will favor domestic markets, though admittedly the acceleration of growth in international markets is 
causing us to re-assess this stance.  
 
As mentioned in our fixed income comments, inflation remaining below the Fed’s target of 2% and current 
global deflationary conditions leaves open the possibility of the Fed holding interest rates closer to 0% even 
if economic activity continues to be above 3%. We continue to believe that over the medium to longer term 
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if the US economy continues to improve, then interest rates will be biased higher and hence are standing pat 
with regard to our fixed income positioning. 
 
We continue to maintain low exposure to real assets in a low inflation world – with mediocre global growth, 
modest wage inflation in the U.S., and falling commodity prices, we don’t see rising inflation as likely in the 
near term. 
 
Diversifying investments are becoming a more attractive investment option for a balanced portfolio.  In the 
current environment of low and potentially rising interest rates, alternative strategies have the potential to 
achieve a higher level of return with a similar level of risk when compared to core fixed income 
investments.  
 
The table below summarizes our tactical positioning: 

Tactical Decision 1Q15 Positioning 1Q15 Impact  

Broad Asset Classes 

Overweight equities 
Underweight fixed income 
Underweight real assets 
Underweight diversifying investments 

Positive 
Negative 
Positive 
Negative 

Equities: Regional Allocation 
 
Equities: Market Cap 

Overweight domestic and emerging markets; 
Underweight foreign developed markets. 
Overweight small cap stocks  

Negative 
      
    Positive 

Fixed Income: Style 
Fixed Income: Duration 
Fixed Income: Sector 

Overweight credit; underweight core fixed income 
Underweight duration 
Overweight financials, underweight industrials 

Positive 
Negative 
Positive 

Real Assets Overweight real estate, underweight commodities Positive 
Diversifying Investments Overweight equity-focused event driven strategies Negative 
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