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Introduction 
 

Domestic stocks and bonds posted positive returns during 

the fourth quarter, outpacing all other asset classes except 

real estate. The S&P 500 added to its year-to-date gains, 

returning 4.9% for the quarter, while foreign markets were 

negative. The MSCI Emerging Markets posted a loss of -

4.6% in Q4.    Likewise, The MSCI EAFE lost -3.6% due to 

Russia/Ukraine concerns and slowing industrial production 

across the continent.  The HFRI Fund of Hedge Funds 

Composite posted a slight gain of 1.6%.  Commodities 

suffered broadly with the Bloomberg Commodity index  

down -12.1%.  As mentioned, the NAREIT developed 

Market real estate index returned 8.1%, the only asset class 

to beat domestic equities.  The domestic economic 

backdrop continues to improve, seemingly decoupling from 

the weakness we are seeing in foreign economies. We have 

biased our equity allocations even more in favor of domestic 

versus international equities in our asset allocation models 

and continue to favor equities at the expense of lower 

weights in fixed income as we anticipate rising interest rates 

and improving growth prospects in a non-inflationary 

environment. We have eliminated our allocation to 

commodities and have maintained our exposure to real 

estate.  We remain vigilant when assessing inflation 

expectations though we do not currently view it as threat 

given slowing global growth and falling commodity prices. 
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Global Economies 
 
Craig S. Lewis, CFA, Chief Investment Officer 
 
U.S. economic growth continues to strengthen on the margin, though slower foreign growth is creating a 
“wall of worry” for U.S. growth.  The drop in oil prices suggests the Economic Surprise Index will continue 
to show accelerating growth.  Daily National Average Gasoline Prices have fallen for over 100 consecutive 
days and are down to $2.13 from a June peak of $3.68; with far more oil consumers than producers this is a 
stimulant for growth and is a major reason why surprises should be on the rise.  Not to be under-estimated 
is the effect on oil prices of a strengthening dollar.  The dollar usually moves in big cycles.  A deepening 
distrust of foreign currencies – see Japan’s intentional weakening of the yen, the ECB’s upcoming decision 
on the scale of their bond purchase program and upcoming Greek elections – could lead to further dollar 
strength.  In addition to the benefit of lower inflation from declining commodity prices, job increases and a 
lengthening workweek are also aiding real income gains. 
 
The fiscal drag from reduced government spending is ending, with total and private GDP both forecast to 
grow in the 4% range.  President Obama wants his legacy to focus on autos, housing and college 
affordability and promoted a $60 billion community college affordability plan.  The FHA’s recently 
announced reduction in mortgage insurance premiums (equivalent to a 50bp cut in rates), a drop in 
mortgage rates back below 4% plus a potential increase in household formation from improvement in age 
25-34 employment could be major positives for housing. 
 
Consumer free cash flow (income less spending on food, energy and financial obligations) 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 so a spending acceleration would make 3-4% GDP growth targets achievable.  Payroll 
growth is becoming “strong and steady”.  Small business (NFIB) hiring is on the rise and jobless claims 
continue their downward trajectory.  We will be watching wage growth intently for signs of inflation; wage 
growth typically begins to increase with an unemployment rate below 5.5%, close to the current rate.  We 
would likely turn cautious if hourly earnings accelerate above 4%, credit spreads widen or consumer credit 
delinquency rates increase.  Of these, the measure that bears watching is auto delinquency rates.  More than 
2.6% of car-loan borrowers who took out loans in the first quarter of 2014 have missed at least one 
payment, the highest level of early loan trouble since 2008. 
 
International growth risks abound.  China’s economy continues to slow as evidenced by material declines in 
“real world” measures of economic activity. Rail freight, a reflection of industrial activity, is down -4.5% 
yr/yr.  Retail sales, reflective of consumer demand, is down -0.2% while electricity consumption is up just 
2.8%. Japan’s economy struggles with a falling yen, high inflation and low consumer confidence. 
 
Eurozone economies are also stalling though increased odds of ECB quantitative easing could stem the 
decline.  Odds of a bold move have increased as the Eurozone is faced with deflation which stands to 
weaken growth.  Eurozone CPI is on track to decline by -0.5% in January.  In addition, Greece’s political 
turmoil bears watching as it could be a precursor to turmoil in other EU countries. 
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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.  The equity risk premium relative to 
Treasury and corporate bonds is attractive and widening again.  The risk premium vs. Baa corporate bonds 
is 87 basis points as opposed to the long-term average of -160 basis points.  With 36% of the S&P 500 
stocks having a dividend yield greater than the yield on 10-year Treasury bonds, we find good relative value 
in stocks. 
 
The ingredients for P/E expansion are still in place; bull markets do not typically end for valuation reasons 
thus accelerating growth combined with low rates and inflation could fuel still higher multiples.  Bear 
markets have historically coincided with recessions; those conditions are not in place.  Recoveries stall from 
imbalances such as inflation, an oil shock, a financial crisis, a capital expenditures boom or a global crisis.  
Only a global crisis seems possible today.  Recessions are typically brought on by money getting so tight that 
the Fed inverts the yield curve; this is an important metric to monitor. The last two bear markets did not 
start until three years after the first Fed rate hike.  Given dollar strength, falling consumer price inflation and 
delayed rate hikes we believe P/E multiples could move toward 20 times.  Improving consumer free cash 
flow (income less food and energy spending and financial obligations), consumer spending trends and 
market P/Es tend to move in unison. 
 
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.  Defensive sectors (consumer staples and utilities) are as 
expensive as they’ve been in the last 15 years.  We remain bullish on active management.  Quantitative 
easing has led to lower credit spreads, lower stock volatility and out-performance by lower quality assets as 
measured by returns on equity.  These lower quality assets tend to be over-owned by indices and under-
owned by active managers.  With QE having come to an end, we expect this trend to reverse.  
 
While a sell-off in commodities driven by global growth fears can be viewed as a double-edged sword (good 
for inflation so long as it does not result in deflation) we remain of the view that lower commodities are a 
net positive for equities as the benefit to consumer spending and manufacturing and utility costs will 
outweigh the negative effect on the economy from lower energy-related employment, capital expenditures 
and related activities such as financing and transportation.  
 
We are less sanguine on the prospects for international developed markets given the effect of an EM 
slowdown on Eurozone exports.  An aggressive ECB stimulus program could support equity prices, 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 
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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. 
 
Fixed Income 
 
William B. Thompson, President 
Craig Sullivan, CFA, CAIA® Fixed Income Analyst 
 
The US economy continued to show signs of improvement in the fourth quarter. However, outside of the 
US growth has generally been weaker, and along with declining oil prices, has led to decreased inflation 
expectations.  
 
During the quarter, the yield curve continued to flatten as Treasury bond yields beyond 5 years declined, 
while yields on Treasury bonds between 1 and 3 years rose. Short-term yields remained at ultra-low levels. 
As we begin 2015, the US yield curve is now very flat. The recent rally in rates has been the result of 
expectations that the ECB will announce a QE program coupled with the continued downward pressure on 
oil prices.  

The Federal Reserve’s ‘dot charts’ indicate that they expect to begin tightening the Federal Funds rate at the 
June FOMC meeting, with their median forecast placing the funds rate at 1% by the end of the year. The 
last time the Fed Funds rate was at 1% was December 2008, three months after the Lehman bankruptcy as 
rates were on their last leg down to the final target range of 0 bps to 25 bps. The Fed, again through their 
‘dot chart’ have communicated an expected terminal Fed Funds rate of 3.75%, while the market is 
forecasting a lower terminal rate of 2.5%. This lower terminal funds rate target makes us less concerned 
about a large increase in intermediate to longer term treasury yields. In addition, low government yields 
around the world will likely act as a ceiling on medium to longer term rates in the US. Currently, 10y 
Japanese government bonds yield around 25bp, while the 10y German bund yields 47bp. Relative to these 
levels, the 10y US Treasury looks attractive and will continue to attract foreign investors that desire US 
denominated assets. We do expect short term rates will increase as the Fed begins to hike the Fed Funds 
rate and therefore expect the yield curve to continue to be relatively flat. 

While higher intermediate and longer term rates are less of a concern today than they were last year, our 
portfolios remain underweight duration. In our opinion, the compensation received for extending portfolio 
duration doesn’t justify the risk if longer term rates do increase. Today, there are factors in the market 
which could still lead to an increase in rates. For example, if QE is successful in Europe then nominal 
German Bund yields should move higher (due to a rise in the inflation expectations component). Given the 
correlation between the yields on Bunds and Treasuries, a move higher in Bund yields would suggest a 
move higher in longer dated Treasuries. In addition, a move higher in inflation compensation – due to 
stabilizing or increasing oil prices and/or wage inflation will also lead to higher yields.   

The Barclays Aggregate index returned 5.97% in 2014. This performance was driven by lower Treasury 
yields with the 10year Treasury ending 2014 at 2.17%, down 0.83% on the year. While interest rates 
declined, credit spreads widened, which resulted in corporate bonds underperforming Treasuries. This 
underperformance was driven by the sell-off in energy and heavy new corporate issuance throughout the 
year. Sentiment in the corporate bond market was good with strong fundamentals supported by improving 
economic growth. However, as is common at the mid-to-later stages of a credit cycle, the non-financial 
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sector of the market saw a pickup in shareholder-friendly activities, such as increased dividends, share 
buybacks and M&A activities. Although commodity and energy-related companies suffered in Q4, across 
most other industries corporate earnings and revenues rose comfortably throughout the year, free cash flow 
remained positive and leverage increased slightly due to the effects of shareholder friendly activities.  

Near term, we look for overall fundamentals and technical’s to remain stable, although there will be 
increasing headwinds buffeting certain industries and issuers. For example, the steep decline in oil prices 
should benefit consumer related industries and credits but it has also led to a sharp rise in the spreads of oil 
related issuers, which could lead to a downgrade in credit ratings if low oil prices persist.  

We continue to overweight financials over non-financials. Despite outperforming non-financials last year, 
financial bonds still trade at a higher spread (higher yield) than comparable non-financials. In addition, due 
to increased regulation and capital requirements, financial companies are not at risk for M&A and higher 
leverage, in fact they are actually de-leveraging to meet capital requirements. While new regulation may force 
some banks to increase their bond issuance over the next couple of years resulting in a technical overhang, 
the fundamentals remain very solid for most US banks.  

High yield (HY) enters 2015 in the middle of a few opposing forces. On the one hand, the HY bond market 
is heavily exposed to a highly uncertain oil price backdrop. Furthermore, the Fed is projected to hike 
interest rates, which has already and will likely continue to cause upward pressure on the short end of the 
US Treasury curve. This would suggest that the heightened volatility experienced in HY since September 
could continue in early 2015. On the other hand, a solid growth picture projected in the US should provide 
a lift to consumer purchasing power. In addition, current spread levels should allow HY to absorb a large 
portion of a rise in interest rates, provided credit fundamentals remain solid. Given the supportive 
fundamentals, Moody’s credit rating service expects a default rate of only 2.8% in 2015, which is below the 
long-term average of 3.8%. In summary, interest rate risk on the short end of the curve, where high yield 
bonds are priced, remains more pertinent than credit risk, and historically wide spreads relative to low 
default risk should allow high yield bonds to outperform the majority of fixed income.  
 
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 were a theme of the Fund in 2014 and are expected to remain an 
overweight throughout 2015.  As the characteristics of the economic environment in 2014 were relatively 
slow growth, low interest rates and high corporate margins, companies needed to be proactive to generate 
earnings growth.  And as these characteristics have only become more pronounced as we enter 2015, we 
expect to continue to see a large number of companies execute or contemplate mergers, asset sales, share 
repurchases, restructurings, and refinancing.  
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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, 
especially those focused on emerging markets and the technology sector, performance in the fourth quarter 
improved as company fundamentals became to be a more dominant factor in individual security returns.  
We expect this to continue to be the case in 2015.  
 
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 as the 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. 
 
During the quarter we elected to tactically take the natural resources weight to 0% - continued U.S. dollar 
strength and weakening global growth are putting continued pressure on commodity prices. 
 
There are three thematic areas within real estate that our global real estate manager believes still offer value 
but where selectivity is also key – 1) Core Plus real estate companies (~35% of portfolio), most of which 
control very strategic development pipelines that should prove to be quite valuable over the long term; 2) 
special situation (~20% of portfolio) investments such as recapitalizations opportunities, turnarounds, and 
M&A candidates; and 3) US residential-related companies (~30% of portfolio).  The remaining ~15% of 
the portfolio is in cash. 
 
Roughly 30% of the portfolio invested in companies with strong ties to the U.S. residential markets.  This 
allocation is disbursed among various portions of the residential value chain, including land development, 
timber, building materials, single-family rental, multi-family rental, mortgage origination, mortgage 
financing, brokerage, senior housing and urban development.  What’s missing from the portfolio are U.S. 
homebuilders.  Generally speaking, prices for U.S. homebuilder stocks mostly reflect a recovery.  On the 
other hand, companies providing “inputs” to the homebuilding process continue to be more attractively 
valued and have substantial room for improvement as conditions strengthen further. 
 
The real estate portfolio is roughly 46% North America, 13% Asia ex-Japan, 13% UK, 8% Continental 
Europe, and 5% Australia.   
 
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 
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the evolving opportunities and risks in the global financial markets.  These realignments are undertaken only 
after careful review by our Asset Allocation Committee.  
 
At our December meeting, the committee decided to alter our equity allocation by moving our weight to 
domestic stocks from 70% to 80%.  Our international weight is split evenly between developed and 
emerging markets.  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.  
 
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 
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 and have taken our natural 
resources weighting to 0% – with subpar global growth, tame wage inflation in the U.S., and declining 
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 4Q14 Positioning 4Q14 Impact  

Broad Asset Classes 

Overweight equities 
Underweight fixed income 
Underweight real assets 
Underweight diversifying investments 

Positive 
Negative 
Positive 
Positive 

Equities: Regional Allocation 
 
Equities: Market Cap 

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

Positive 
      
    Negative 

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

Overweight credit; underweight core fixed income 
Underweight duration 
Overweight spread sectors, underweight Treasuries 

Negative 
Negative 
Neutral 

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