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OVERVIEW

TRAILING PERIOD MARKET PERFORMANCE (%) QUARTER-TO-DATE PERFORMANCE (%)

Multiple periods of heightened volatility hit global markets in Q4. However, a strengthening of the U.S. dollar
combined with rapidly falling oil prices caused domestic markets to decouple from international markets. The
U.S. equity market rallied significantly at the end the year, supported by a revised Q3 GDP growth estimate of
5%. Emerging economies, which have a greater dependency on commodity exports, were hurt by deflationary
headwinds resulting from an oversupply of oil and weaker than expected demand in developed economies.
Market participants responded by flocking to dollar-denominated assets, and long duration U.S. treasuries in
particular. Although U.S. long-term rates fell significantly during 2014, including a notable drop in Q4, they are
still among the highest in the developed world, and thus remain attractive, on a relative basis, to investors.

The U.S. economy continues to show strength compared to foreign regions as economic data released
during the quarter suggests that the recovery has gained momentum despite the Fed’s reduction of quantitative
easing. The ISM PMI averaged 57.3 in Q4, suggesting strong expansion in the manufacturing sector. Non-farm
payroll jobs increased at an average monthly rate of 289k, rounding out the strongest year of job gains since
1999. Further, the unemployment rate continued to decline, ending the year at 5.6%. Despite the progress on
the employment front, the Fed remains keenly aware of other indicators that suggest continued fragility of the
U.S. economy. For example, wage growth remains muted, and the long-term unemployment rate and the level
of workers employed part time for economic reasons remain elevated. In terms of inflation, even though falling
oil and gas prices drove the headline consumer price index (CPI) lower, core inflation (excluding food and
energy prices) remains close to the Fed’s stated 2% target. While market participants continue to forecast
interest rate hikes by mid-2015, further signs of disinflation could push the date out further.

Economic developments in Europe and emerging economies were less impressive. European monetary
policy has proven successful in recapitalizing the banking system; however, lending remains constrained due to
weak loan demand from the private sector. In an effort to spur growth and make lending more attractive, the
ECB recently announced quantitative easing plans involving the purchase of up to €500 billion of investment
grade securities. Within emerging economies, falling oil prices and a rising U.S. dollar have led to renewed
concerns over possible balance of payments issues and capital flight. Russia’s prospects deteriorated as the
ruble declined 32% against the dollar, even as the Russian Central Bank increased rates to 17% from 6.5%.
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S&P 500 4.9 13.7 13.7 15.5 7.7

Russell 2000 9.7 4.9 4.9 15.5 7.8

MSCI EAFE -3.6 -4.9 -4.9 5.3 4.4

MSCI EAFE SC -2.3 -4.9 -4.9 8.6 6.0

MSCI EM -4.5 -2.2 -2.2 1.8 8.4

Barclays U.S. Agg Bond 1.8 6.0 6.0 4.4 4.7

BofA ML 3Mo U.S. T-Bill 0.0 0.0 0.0 0.1 1.5

Wilshire U.S. REIT 15.1 31.8 31.8 17.3 8.3

Bloomberg Commodity Index -12.1 -17.0 -17.0 -5.5 -1.9
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KEY ECONOMIC INDICATORS

U.S. Equity

The U.S. equity market recovered in October
and November after experiencing a volatile
September. Results were mixed in December with
large-cap stocks faltering, while small-cap stocks
advanced. As the risk appetite of investors
increased during the quarter, small-cap stocks
outpaced the mid- and large-cap segments with a
spread of nearly 500 basis points between the
Russell 2000 and Russell 1000. This represented a
trend reversal, as small-cap underperformed
large-cap earlier in 2014. Despite the greater
relative percentage increase in large-cap
valuations in 2014, many managers still view
smaller cap stocks, in particular mid-cap stocks, as
relatively expensive. Active management continued
to struggle to add value over passive indexes in
2014. A frequent explanation from active managers
regarding performance issues is the structural
underweight that many active managers maintain
to mega cap stocks and stocks with higher debt
levels. Both of these segments outperformed the
general market in 2014.

Figure 1 illustrates the strong performance of
U.S. stocks with above average debt-to-equity
ratios. Investors who invested in companies with
higher relative debt levels were rewarded in 2014.
This effect was partially due to the continuation of
low interest rates, which allowed companies to roll
over existing debt at attractive rates.

Figure 1: Leveraged Stock Outperformance

Due to a spike in volatility and anticipation of
interest rate declines, high dividend stocks
outperformed lower yielding stocks, with the
strongest results in the Utilities sector. Energy
stocks lagged the general market significantly for
the quarter. Value stocks finished the year on a
positive note with the spread between the Russell
3000 Value and Russell 3000 Growth increasing
to 26 basis points for the year.

Non-U.S. Equity

Poor performance plagued developed
international markets across the board. Small-cap
outperformed for the quarter but was in line with
large-cap for the full year. Growth stocks
significantly outperformed value for the quarter
and finished ahead of value stocks over the
calendar year. One of the only bright spots in the

ASSET CLASS COMMENTARY
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As of 9/30/2014 6/30/2014 10 Year Average
Federal Funds Rate 0.06% 12/31/2014 0.07% 0.09% 1.59%
Treasury - 1 Year 0.21% 12/31/2014 0.10% 0.10% 0.34%
Treasury - 10 Year 2.17% 12/31/2014 2.49% 2.53% 3.32%
Treasury - 30 Year 2.75% 12/31/2014 3.20% 3.36% 4.05%
Breakeven Inflation - 1 Year -0.21% 12/31/2014 -0.19% 1.46% 1.09%
Breakeven Inflation - 10 Year 1.68% 12/31/2014 1.97% 2.24% 2.18%
Breakeven Inflation - 30 Year 1.90% 12/31/2014 2.11% 2.35% 2.41%
Barclays US Corp: Hi Yld Index - OAS 4.83% 12/31/2014 4.24% 3.37% 5.63%
Capacity Utilization 80.10% 11/30/2014 79.50% 79.20% 77.10%
     Unemployment Rate 5.80% 11/30/2014 5.90% 6.10% 6.90%
     ISM PMI - Manufacturing 55.50% 12/31/2014 56.60% 55.30% 52.50%
     Baltic Dry Index - Shipping 1,153 11/30/2014 1,063 850 3,020
Consumer Confidence (Conf. Board) 92.60 12/31/2014 89.00 86.37 75.46
CPI YoY (Headline) 1.30% 11/30/2014 1.70% 2.10% 2.30%
PPI YoY - Producer Prices 1.10% 12/31/2014 2.20% 2.80% 3.10%
US Dollar Total Weighted Index $85 12/31/2014 $81 $76 $77
WTI Crude Oil per Barrel $53 12/31/2014 $91 $105 $82
Gold Spot per Ounce $1,185 12/31/2014 $1,208 $1,327 $1,074
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developed world was Hong Kong. In September,
China announced reforms to the Hong Kong
electoral system which spurred protests. Upon the
dissolution of the protests in December, the market
moved into positive territory.

Emerging markets and frontier markets
returned less than their developed counterparts.
The worst performing country was Russia, which
was impacted by collapsing oil prices and
increased economic sanctions in response to the
country’s activities in Ukraine. Figure 2 plots the
quarterly spot oil price against the quarterly returns
for a sampling of affected countries.

Figure 2: Oil Price Shock

China partially bucked the headwinds in
international markets, providing positive returns for
the quarter, particularly in A-shares. During the
fourth quarter, the Shanghai-Hong Kong Stock
Connect program was launched allowing for
increased investment in Chinese A-shares,
sparking a strong rally even as trade volume fell
below expectations. Historically, direct foreign
investment in China was restricted.
Fixed Income

U.S. fixed income performed modestly well as
the treasury yield curve flattened over the quarter.
The Barclays U.S. Aggregate Index returned 1.8%
for the quarter, ending 2014 with a return above its
5- and 10-year averages. The year was the second
least volatile since the inception of the Barclays
U.S. Aggregate Index. Long duration treasuries
outperformed intermediate duration by 765 basis
points as the market favored duration and quality.
The Barclays U.S. High Yield Index declined 1.0%

in Q4 finishing off a lackluster year. Within
corporates, low interest rates and falling input costs
boosted Utilities debt, which outperformed the
Industrial and Financial sectors in all four quarters
of the year. Regarding municipal bonds, the
segment produced only modest returns during Q4,
but did post a positive return for every month in
2014 as the supply of municipals declined and the
low interest rate environment made tax-exempt
income attractive.

As the U.S. dollar strengthened, exposure to
foreign currency impacted returns. The hedged
Barclays Global Aggregate Bond Index
outperformed the unhedged version by 324 basis
points in Q4 and 700 basis points for the year.
Excluding currency effects, the government bonds
of other developed countries performed similarly to
U.S. Treasuries. However, emerging markets debt
(EMD) underperformed due to the recent market
bias toward quality. Local currency EMD has
suffered doubly due to foreign currency exposure.

Diversified Hedge Funds (DHF)

Funds with concentration in event-oriented
themes suffered due to two developments in Q4.
First, in early October, a district court threw out
several court cases in which a group of investors
were suing the FHFA and Treasury over treatment
of profits from Fannie Mae and Freddie Mac
following the 2008 bailouts, sending the share
prices of each tumbling. Shortly thereafter, the $55
billion AbbVie/Shire tax inversion deal fell apart.
The immediate aftermath resulted in Shire stock
declining roughly 30%. As such, hedge funds
experienced larger than expected losses during the
volatile, early half of October, and failed to rebound
by quarter end. Generally, long/short equity funds
maintained or added to long exposures during the
October bottom, which helped these funds earn
positive returns in November and December.
Continuing a Q3 theme, systematic macro and
trend following strategies were the best performers
in Q4 as many capitalized on downward momentum
in oil and developed market interest rates, as well
as upward trends in the U.S. dollar. Credit hedge
funds struggled in Q4 with results in the space
generally negative. For 2014, the HFRI FoHF index
finished up 3.2% which trailed U.S. equities, but
was roughly in line with a global 60/40 portfolio.
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Global Tactical Asset Allocation (GTAA)

Calendar year 2014 proved to be a “tale of two
halves” for GTAA strategies, which reversed
course in the latter half of the year after a strong
first two quarters. In the fourth quarter, GTAA
managers with fewer benchmark constraints
underperformed more-traditional asset allocations
such as a static 60/40 portfolio. In all, 2014 was a
difficult year for GTAA managers, as exposure to
foreign developed and emerging market equities
weighed on performance. Managers with valuation
driven asset allocation processes continued to find
attractive valuations in emerging and developed
foreign equity markets relative to U.S. equities, and
have continued to position portfolios accordingly.
However, strategies that maintain heavier—or even
exclusive—U.S. equity and fixed income exposure
have continued to outperform globally-oriented
peers with U.S. concentrations accounting for the
majority of return dispersion.

In the fixed income sleeves of portfolios, most
managers underperformed broad fixed income
indices, as the portfolios were positioned for rising
rates. Those with biases toward longer-duration
fixed income benefitted, but generally not enough
to offset foreign equity performance. Managers with
heavier weightings to inflation-sensitive asset
classes have also lagged less-diversified
approaches, given decreased short-term inflation
expectations.

Diversified Inflation Strategies (Real Return)

Few bright spots existed for diversified inflation
strategies (DIS) in Q4 as inflation expectations
continued to fall. The historic decrease in oil prices
and commodities detracted significantly from the
returns of many managers. The Goldman Sachs
Commodities Index, comprised of nearly 70%
energy-related commodities, finished the year
down 33.1%, losing 27.7% in the fourth quarter.
Natural Resources equities depreciated over 10%
after experiencing a second consecutive negative
quarter. TIPS were mainly flat for the quarter, but
gained a modest 3.6% over the year as the real
rates yield curve flattened. Figure 3 shows the
dramatic change in the TIPS yield curve between
the end of 2013 and 2014. Over the past year the
time to maturity has become increasingly
consistent over long- and short-term periods.

Figure 3: TIPS Yield Curve Flattening

REITs were the one bright spot for DIS
allocations. REITs produced exceptional returns in
2014, as the FTSE NAREIT Equity REIT Index
finished up 28%. Unfortunately, most DIS managers
tend to allocate much more heavily to Natural
Resources Equities, Commodities, and TIPS. The
majority of the quarter’s return dispersion among
DIS managers can be explained by the combined
Natural Resources Equities and Commodities
exposures relative to TIPS and REITs.

Real Estate

Performance in the U.S. Core Real Estate
market capped off a strong year, as evidenced by a
3.3% preliminary total return in Q4 for the NCREIF-
ODCE index, resulting in a 12.5% return for the
year. Additionally, publicly-traded real estate
securities bounced back in Q4, as evidenced by the
12.4% quarterly return in the FTSE NAREIT All
REITs Index. The U.S. commercial real estate
market showed continued improvement with drops
in vacancy rates occurring in the office, industrial,
and retail sectors. Notably, the vacancy rate in the
industrial sector experienced a 30 basis point
decrease during the quarter. Private real estate
investment reached an all-time high in 2014 with
$742 billion in assets under management.
Furthermore, private real estate transaction activity
is poised to be strong in 2015 as managers have
$221 billion in uncalled capital available for
investment. Outside of the U.S., Europe-focused
real estate funds raised $33 billion in 2014, which
more than doubled the amount raised during 2013
which demonstrated the strong appetite for
European real estate.

4th Quarter 2014
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Disclaimer

This document was prepared by RVK, Inc. (“RVK”) and may include information and data from
Bloomberg, Morningstar Direct, www.REIS.com and www.ncreif.org. While RVK has taken reasonable care
to ensure the accuracy of the information or data, we make no warranties and disclaim responsibility for the
accuracy or completeness of information or data provided or for methodologies that are employed by any
external source. This document is not intended to convey any guarantees as to the future performance of
investment products, asset classes, or capital markets.


