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Introduction 
 

Domestic stocks and bonds posted positive returns during 

the third quarter, outpacing all other asset classes. The S&P 

500 added to its year-to-date gains, returning 1.1% for the 

quarter, while foreign markets were negative. The MSCI 

Emerging Markets posted a loss of -3.6% in Q3.    Likewise, 

The MSCI EAFE lost -5.8% 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%, better than a 60/40 

stock/bond mix.  The domestic economic backdrop 

continues to improve, seemingly decoupling from the 

weakness we are seeing in foreign economies. We have 

raised some cash from equities in our asset allocation 

models though we 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 continue to maintain low 

allocations to commodities though we remain vigilant when 

assessing inflation expectations. 
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Global Economies 
 
Craig S. Lewis, CFA, Chief Investment Officer 
 
U.S. economic growth continues to strengthen on the margin, though data has been more mixed of late.  
The ISM Composite at 56.6 is consistent with 3% GDP growth, though it and other manufacturing surveys 
did see a downtick in results from August to September (albeit still in expansion mode).  The mixed trend is 
continuing so far this month with the Empire State Manufacturing index disappointing us but the 
Philadelphia Fed survey still showing strength.  Job openings rose 5% month/month in August and have 
risen 25% over the past six months.  Initial jobless claims continue to fall; the 4-week moving average now 
stands at 283,500, the lowest since February 2006.  The latest weekly reading of 264,000 is the lowest since 
April 2000.  The average nationwide price of a gallon of gas is down 13% from its April high.  Morgan 
Stanley estimates that a 15% price drop can increase consumer spending power by $60 billion.  Low interest 
and mortgage rates, rising employment and lean inventories remain supportive of a stable to growing 
housing market.  All told, prospects for U.S. growth remain favorable. 
 
The U.S. economy has re-emerged as a growth leader while the rest of the world slows.  Relative dynamics 
today are similar to the 1990s in that the U.S. is decisively stronger than the rest of the developed world and 
the Fed is ahead of other central banks with regard to the monetary cycle, looking to increase interest rates 
while other central banks are still in easing mode.  As long as oil prices are under pressure, we do not 
believe the Fed will act aggressively and rates may stay “lower for longer”.  European woes and China’s 
slowdown are raising the specter of additional ECB easing which is accelerating dollar appreciation and oil 
depreciation.  The primary effect of this is to reduce inflation expectations, a positive for both the U.S. 
economy and risk assets. 

Stronger employment and lower energy costs present a strong foundation for spending.  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.  Household income is growing at 4.3%, better than 
headline GDP growth of 2.2% as slower public sector retrenchment has muted the recovery though this 
reduced spending should be less of a drag going forward. 

Emerging markets are suffering from a slowdown in China and peaking commodity prices.  China’s savings 
rate at 50% of GDP financed a prolonged investment boom but has made it susceptible to oversupply and 
overinvestment.  Electricity usage, a good indicator of “real” Chinese growth, increased by just 2.7% year 
over year in September. 
 
Eurozone economies are stalling after a shock to confidence caused by Russia/Ukraine tensions and 
slowing exports to emerging markets.  Industrial production measures are slowing across the continent, 
including Germany, leading to fears of a broad-based recession.  Lack of decisive action by the ECB is 
exacerbating the slowdown. 
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Equities 

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

 
With the recent pullback in the market, appreciation this year has come predominantly from earnings 
growth as opposed to margin expansion.  The equity risk premium relative to Treasury and corporate bonds 
is attractive and widening again, leading us to believe we could see some multiple expansion during the 
balance of the year. When interest rates rise from a low level, P/E multiples tend to expand until rates 
approach 4%, as the rise is viewed as a sign of an improving economy.  If we assume 3.5% long-dated 
interest rates and an equity risk premium of 2%, P/E multiples could rise to 18x.  Low inflation 
expectations, amplified by a strong dollar, serve to add to the bullish backdrop for stocks.  
 
Bear markets have historically coincided with recessions. Those conditions are not in place today.  
Recoveries stall from imbalances such as inflation, an oil shock, a financial crisis, a capital expenditures 
boom or a global crisis.  Since the 1970s, every market correction has been preceded by a Fed rate hike, a 
double-digit rise in oil and/or a global crisis.  While a global crisis could certainly bloom from the seeds of 
ISIS or Ebola, we are not yet treating those as catastrophic events.  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. 
 
We are more sanguine on the prospects for international developed markets given rising Russia/Ukraine 
tensions and the effect of an EM slowdown on Eurozone exports.  Industrial production measures are weak 
across the continent including previously strong economies like Germany, increasing fears of a broad 
recession. 
 
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 reduce our exposure to EM equities in August. 
 
Equities are currently in a corrective phase but we believe the bull market remains intact.  While the equity 
sell-off seems to be more driven by global confidence issues versus inflation or rate fears it was nonetheless 
a timely decision to raise cash in our asset allocation models at the end of August.  It gives us the powder to 
redeploy during the selloff. We continue to strengthen our bench of new ideas in this environment and have 
used the current weakness to trade up in quality when presented with appropriate valuation opportunities. 
We advocate a pro-growth strategy of investing in advantaged businesses which are levered to a growing 
economy.  We have 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.  
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Fixed Income 
 
William B. Thompson, President 
Craig Sullivan, CFA, CAIA® Fixed Income Analyst 
 
Despite a rough start to the year, the economy has rebounded and most U.S. economic data showed 
improvement in the second and third quarters while inflation remains subdued. An improving economy 
would lead one to think that interest rates should move higher, which was our inclination at the beginning 
of the year. However, there were some offsetting factors which suppressed US interest rates such as the 
weaker economic growth in China and Europe, and increased geopolitical tensions including airstrikes in 
Iraq and Syria in the third quarter. Looking forward we continue to believe the path of rates will be biased 
higher driven by the continuation of the improvement in the US economy and a potential beginning to the 
Fed hiking cycle next year. However, price action at the beginning of the 4th quarter across markets 
highlight near term risks to our rising interest rate theme. These risks include risky asset (stocks & HY) 
underperformance, weakness in inflation breakevens, and the strength in the US Dollar which will put 
downside risk to growth and inflation.   

The FOMC continues to ‘taper’ the Fed’s quantitative easing (QE) program, with the expected conclusion 
of all asset purchases at the end of October. While the Fed will likely conclude asset purchases in October, 
they have signaled their intention to maintain the amount of assets on their balance sheet at the present 
level by using the proceeds of the securities as they mature. The Fed began its first QE program at the end 
of 2008, and the program has taken various forms since then. The cumulative effect of all the Fed’s QE 
programs has been to increase their balance sheet from around $850billion to $4.5trillion. Currently, around 
half of all outstanding US Treasuries are owned by the Federal Reserve, foreign central banks, or sovereign 
wealth funds. At the same time, the Treasury is issuing only about half the amount of new debt as compared 
to eighteen months ago due to the shrinking fiscal deficit.  

Market forecasts are now turning their attention to the timing of the first Fed Funds rate increase since June 
2006. The market currently appears to point to a first rate hike at the June 2015 FOMC meeting with a pace 
of rate hikes of 25bp every other meeting. The market therefore appears to be behind what the FOMCs “dot 
chart” implies, which is a first hike in June with a 25bp rate hike every meeting. In other words, if the pace of 
the rate hike follows the Fed current plan as represented by their “dot chart”, then the market will have to 
reprice higher on the short end of the yield curve.  

The textbook relationship between interest rates and credit spreads is a negative correlation. However, 
during the post-financial crisis years we had the unusual combination of declining rates and tightening credit 
spreads – due largely to the extraordinary monetary accommodation from the Federal Reserve. Therefore, 
as we exit from this unprecedented monetary policy accommodation, it makes sense that we could see 
higher rates and relatively stable credit spreads but with the potential of spread widening.  

Investment grade spreads appear to generally be fairly valued, albeit at the tight end of the range that we 
consider fair value. At the end of the third quarter the option adjusted spread (OAS) of the Merrill Lynch 
Investment Grade Corporate index was 120bp, which is about 55bp tighter than the average spread of 
175bp since January 2000. The tightest level the index registered was in February 2005 when the index 
reached 81bp. While credit conditions and corporate balance sheets in the US remain healthy, it is unlikely 
the index will reach the record low spreads levels due to lower liquidity and less leverage. Therefore, the 
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combination of low interest rates and tight credit spreads in investment grade is going to constrain returns 
in the investment grade sector in the coming quarters.  

The high yield index finished the quarter with its worst return in 3 years as a wave of risk aversion swept the 
global bond markets. High yield spreads increased 87bp over the course of the quarter and ended the 
quarter at 440bp. A confluence of factors lead to the poor performance over the course of the quarter 
including abundant supply, strapped cash balances, tepid stocks, changing expectations around Fed policy, 
and certainly waning risk appetite weighed on demand. Despite the recent performance, HY default rates 
remain below 2% and well below their historical average of around 4%. Furthermore, the outlook for 
defaults remains low over the next couple of years as there are few default candidates which could drive 
default rates meaningfully higher. Instead, financial conservatism even amidst accessible capital markets, 
steady cash flow growth, and scarce near-term maturities leave HY balance sheets in a healthy state. In 
addition, a stronger dollar and weak global growth (growth ex US) should have a lesser impact on HY as 
most HY companies’ underlying businesses are US focused. Given the strong underlying fundamentals of 
issuers, the fact that Q4 and Q1 are large coupon payment quarters, and that the technical headwinds due to 
issuance will likely lessen into year-end, we remain moderately constructive on high yield over the medium 
term.  

The capacity in the near term for the US economy to stand higher interest rates is limited in what currently 
appears to be a global deflationary environment. Oil prices have meaningfully declined, many other 
commodity prices have moved lower and economic data in Europe, Japan and China have shown weakness. 
The higher US dollar should keep import prices lower and assist in keeping a lid on inflation. Inflation 
remaining below the Fed’s target of 2% and current global deflationary trends gives leeway to the possibility 
of the Fed holding interest rates closer to 0% even if economic activity continues to be above 3%. 
However, over the medium to longer term if the US economy continues to improve, then interest rates will 
be biased higher. In credit, HY will offer a lower return than what the asset class historically has, however, it 
will likely offer an absolutely return which is superior to investment grade.  

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  
 
The emphasis will continue to be on managers that run strategies with low correlations to the equity and 
fixed income markets and have demonstrated an ability to effectively manage risk and drawdowns. 
 
Event driven equity-focused strategies has been a theme of the Fund this year.  In an environment with 
relatively slow growth, low interest rates and historically high corporate margins, companies need to be 
proactive to generate earnings growth.  We have seen and expect to continue to see a large number of 
companies execute or contemplate mergers, asset sales, share repurchases, restructurings, and refinancing. 
 
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 the 
last year, in addition to these characteristics, the emphasis has been on managers who look for investments 
with a short term catalyst(s) to drive performance.  Unfortunately, equity long/short managers have had a 
tough time this year navigating severe rotations within their specialties, especially those focused on emerging 
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markets and the technology sector.  As the equity markets move into a non-QE dominated environment, 
the managers in this strategy should experience improved performance.  
 
Macro strategies have underperformed for several years due to the difficulty of navigating an environment 
dominated by world central banks trying to save their respective economies.  With the Fed tapering QE to 
zero in October and looking to increase interest rates in 2015, macro managers should start to experience an 
environment where traditional fundamental and technical analysis of global markets provides attractive 
returns.  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. 
 
Our global real estate manager has roughly 25% of its portfolio invested in companies with strong ties to 
the US 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.  
 
In the global natural resources portfolio, concerns about surplus capacity in potash and copper markets and 
concerns about EM demand have hurt any stocks touching those categories over the past year.  Meanwhile 
anything oil and gas related, particularly in the U.S., did very well YTD until September, when oil prices 
began to tumble.  Over the summer our manager reduced or sold some of its energy stocks that had 
outperformed and put capital to work in businesses in more unloved areas.   More recently they’ve also 
been adding to U.S. natural gas related names. 
 
Markets like these that have high amounts of volatility and frequent discrepancies between asset value and 
stock prices are attractive environments to deploy capital, particularly given the favorable outlook for 
growth in NAV at the company level. 
 
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.  
 
At our August meeting, the committee decided to reduce our equity weighting by 2.5%, keeping the 
proceeds in cash thus increasing our strategic cash weighting to 5%.  Despite the reduction our equity 
weight remains in the upper half of our strategic range and we continue to favor equity markets over fixed 
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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.   
 
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 – 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 3Q14 Positioning 3Q14 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  

Neutral 
      
    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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