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Economic & Market

Overview

Inflection Points
As we head into 2015, investors are carefully 
watching whether three widely anticipated 
transitions will actually occur: an acceleration 
in the rate of economic growth, a trend toward 
consistently higher interest rates, and a shift 
in equity market leadership from the U.S. to 
other regions around the globe. As of the end of 
2014, none of these transitions exhibited a true 
inflection point where an observable long-term 
shift in direction had occurred. The failure of 
these transitions to manifest themselves can 
be seen graphically in this issue’s Quarterly 
Highlight page.

Of these trends, economic growth is one that 
is currently forecast to meet and breach its 
respective inflection point. This is particularly 
true for the U.S. economy. During the second 
and third quarters of 2014, GDP in the 
U.S. increased at a rate of 4.6% and 5.0%, 
respectively, with the fourth quarter projected 
to deliver a more modest, but respectable, rate 
of 2.5%. For 2015, the consensus expectation is 
for GDP to grow 3.0%, exceeding the projected 
2.3% for all of 2014. Strong job growth and 
the 46% decline in the price of oil that took 
place in 2014 have helped propel the U.S. 
economy forward. Global economic growth is 
also anticipated to accelerate in 2015, with the 
International Monetary Fund projecting a rate 
of 3.8%, half a percentage point higher than the 
3.3% forecast for 2014.

Forecasting potential increases in interest rates 
has been a standard component of the financial 
landscape for several years. The decades-long 
decline in rates combined with the ongoing 
anticipation of stronger economic growth has 
made the forecast of rising interest rates the 
equivalent of an easy shot that has, so far, missed 
the rim. That being said, the past 12 months 
represent the most significant deviation from the 
learned prognostications of market forecasters as 
rates, particularly longer-term rates, experienced 
a substantial decline.

2015 may finally be the year when interest rates 
in the U.S. reach that elusive inflection point 
and, if they do not move higher, at least establish 
a floor under which they would not likely fall. 
If the prior sentence reads as though we are 
hedging on the expectation of higher rates, it is 
because that is exactly the case. Rate volatility 
is expected to be high, and the magnitude of 
change may vary along the maturity spectrum. 
Based purely on rates responding to the 
anticipated level of economic growth, we 
believe shorter-term rates should move higher in 
2015. This belief is supported by our expectation 
that the Federal Reserve will begin raising short-
term rates sometime this year. Tempering this 
expectation is the extremely low level of rates 
seen in other countries around the globe which 
reflect the current economic realities of those 
regions.  

For U.S. equity markets, their lofty performance 
relative to their foreign counterparts has been 
nothing short of staggering. With a five-year 
annualized return of 15.6% for the Russell 
3000 Index, U.S. equities have outperformed 
developed foreign markets by over 10 
percentage points and emerging markets by 
almost 14 percentage points. The law of averages 
would seemingly dictate a reversal of this 
trend, yet pursuing such a strategy would have 
resulted in a less-than-satisfying outcome. While 
expectations for U.S. equities are relatively 
modest for 2015, the ability of foreign markets to 
take leadership is heavily dependent upon their 
respective economic growth rates and successful 
implementation of their monetary policies. This 
observation is especially true for Europe and 
Japan.  

As we transition into the New Year, it is good 
to remember an old investing adage: “The 
trend is your friend.” That is, until the inflection 
points make their entrance. As always, we will 
be watching the markets and economic data 
very closely for signs that those moments are 
beginning to materialize. 
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Higher U.S. Real GDP Growth in 2015  

Source:  Bloomberg    

As the U.S. economy emerged from the 
recession of 2008-09, it entered what 
has become a five-year period of GDP 
growth that has fallen in a range of 
1.6% to 2.3%. Strong recent data has 
led to a projection of 3.0% for 2015.

The performance generated by 
U.S. equities has dominated that of 
their foreign counterparts over the 
past five years. Valuation levels for 
numerous international markets are 
favorable relative to the U.S., and 
monetary policy accommodation 
in a number of foreign countries 
may contribute to improved equity 
performance in those markets.

Longer-term interest rates declined sharply 
in 2014. Stronger U.S. economic growth 
is expected to lead the Federal Reserve 
to increase short-term rates in 2015. 
Macroeconomic conditions have contributed 
to the further decline of longer-term yields 
and these conditions will be monitored as to 
their impact in 2015.
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Curveballs
Markets were good to investors in both 
the year and quarter just ended, and in 
both of these periods our five risk-based 
asset allocation models all produced 
positive results. Still, this was a year in 
which markets threw a few curveballs 
that impacted the results of our tactical 
allocation positioning in 2014. Fixed 
income positioning produced our worst 
results, although we strongly believe that 
the market conditions which caused these 
results will prove to be temporary. 

The most notable surprise was the sharp 
fall in longer-term government bond yields, 
which led the Barclays Aggregate Bond 
Index to an outstanding 6.0% return in 
2014. Our positioning was underweight 
core investment-grade bonds in favor of 
floating rate and high-yield bonds, as well 
as cash. This positioning resulted from a 
belief that yields would continue the ascent 
that began in 2013, a view supported by 
a strengthening economy and the coming 
conclusion of the Fed’s quantitative easing.  
Instead, myriad factors drove yields down 
throughout the year, including foreign 
investors’ strong demand for U.S. Treasuries’ 
comparatively higher yields.  

The other fixed income curveball was a 
widening of credit spreads for low quality 
bonds, which occurred in the last half of 
the year, despite a strong outlook for the 
domestic economy. High-yield bonds 
posted an underwhelming 2.5% return 
in 2014 after suffering a -2.9% return in 
the last six months. The pain in high yield 
was concentrated in the energy sector, 
which was slammed due to plummeting oil 
prices. While high yield underperformed 
investment-grade bonds, we did take the 
positive step to cut this exposure in half for 
our most risk-averse model in August. 

Equity positioning produced comparatively 
muted results during 2014. Although 
reduced to neutral weight in February, 
we entered the year with an overweight 
exposure to foreign emerging markets, 
which started us off on a sour note. We 
regained some lost ground in the fourth 
quarter after we raised our U.S. small-cap 
exposure to overweight and benefitted from 
their domestic market leadership.

The third major outlier was a massive 
appreciation in the U.S. dollar relative 

to foreign currencies, fueled by the flow 
of foreign capital into U.S. bonds. This 
trend eviscerated the performance of U.S. 
investors’ foreign holdings. In a marked 
contrast to domestic stocks and bonds, 
foreign equities returned -3.9% for the 
year. Denominated in their respective 
local currencies, foreign stocks actually 
returned 6.0%—the rising dollar eroding 
roughly nine percentage points of return 
for American investors. This was the worst 
“currency effect” since 2005.
  
Expectations for 2015
December’s whipsawing equity returns 
may be an indicator that market volatility is 
re-emerging from its slumber. The uptick in 
volatility is hopefully a healthy signal that 
investors are exercising caution after several 
years of strong stock market returns.    

Equity markets have indeed been good.  This 
past year saw U.S. equities producing their 
sixth consecutive year of positive returns. 
For the S&P 500, this feat has been achieved 
only three times in its 89-year history (1952, 
1989 and 1999)—and two of those three 
winning streaks were extended to a seventh 
year. Valuations for U.S equities are full 
for large-cap issues compared to historic 
norms, and elevated for small-caps. In light 
of this, investors are unlikely to see returns 
bolstered by expanding P/E multiples, 
making performance more narrowly a 
function of dividends plus earnings growth.  
An economy strengthened by higher 
consumer demand and lower energy prices 

A Bond Bonus Year
Bond investors were pleased with 2014 as 
most sectors of the market recorded excellent 
returns. The best performance tilted toward 
long-maturity, high-quality bonds with the 
30-year U.S. Treasury producing a 29.4% 
total return due primarily to the price increase 
generated by falling interest rates. Exceeding 
their five-year averages, many other sectors 
produced admirable returns, including 
10.7% for 10-year Treasuries, 9.8% for the 
broad municipal market, and 6.4% for the 
aggregate bond market, as measured by Bank 
of America Merrill Lynch indices.   

The relentless decline in yield levels 
began almost immediately in 2014 and 
accelerated as the first quarter GDP results 
were shockingly below expectations. Both 
strength of the dollar and weakness in foreign 
economies drew foreign funds into the U.S. 
markets. The exception to the yield decline 
was the one- to five-year “belly of the curve” 
where yields adjusted higher awaiting the 
long-anticipated release of the Fed Funds rate.

Macro Influences
Looking forward into 2015, the answer to the 
question regarding the direction of interest 
rates is very clear. Rates will both rise and 
fall. That is not meant to be cryptic; rather 
it is meant to describe the next 12 months 
as a time when parts of the maturity curve 
may perform well and other parts poorly. 
Influencing the shorter end of the maturity 
spectrum, the Federal Reserve has been 
clearly communicating the expected rise in 
the Fed Funds rate. Rather than fixating on the 
exact timing of this long-awaited rise in short-
term interest rates, investors should focus on 
the length and magnitude of the rise. Small 

2014: A Year in Review
Equity markets were mixed last year, with 
domestic indices pushing near all-time 
highs while international markets declined 
amid a backdrop of economic uncertainty. 
Domestic large-cap stocks led the way 
higher for the year with the Russell 1000 
Index advancing 13.2%. Small-caps, as 
measured by the Russell 2000 Index, also 
advanced with a total return of 4.9%. 
International stocks were hurt by meager 
economic growth and a stronger U.S. dollar. 
Developed market equities declined 4.9%, 
and emerging market stocks fell 2.2% for 
the year. 

Geopolitical and economic surprises were 
plentiful in 2014, perhaps even more so 
than in recent years. Markets reacted to 
tenuous situations in the Middle East and 
Eastern Europe, but the biggest surprise of 
2014 was the collapse of energy prices. The 
spot price for West Texas Intermediate crude 
oil declined over 50% during the second 
half of the year to close at a five-year low, 
according to Bloomberg.

Gasoline prices have fallen sharply as a 
result of the steep decline in oil prices. 
Consumers will save an average of $550 
at the pump in 2015, according to U.S. 
government estimates. Spending on other 
goods and services will likely rise as a 
result, but the extent to which consumers 
are saving in lieu of spending could 
adversely affect the pace of future economic 
growth. 

Investors were reminded that equity markets 
do not always move in a smooth and orderly 
fashion after a brief selloff occurred in 
October as geopolitical tensions bubbled. 
Although domestic large-cap stocks did not 
technically experience a true “correction,” 
small-caps and international stocks officially 
breached a 10 percent decline from peak-
to-trough as money flowed out of risk assets. 
Equity markets quickly recovered, but 
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Asset Allocation Commentary

Asset Allocation Positioning    (as of 12/31/14) 
  Conservative Moderate  Aggressive
 Income Growth Growth Growth Growth

Cash Equivalents Over Over Over Over Over

Total Fixed Income Under Under Under Under N/A

Core Bonds Under Under Under Under N/A

Floating Rate Notes Over Over Over Over N/A

High-Yield Bonds Over Over Over Over N/A

Total U.S. Equities N/A Neutral Neutral Neutral Under

Large-Cap N/A Under Under Under Under

Mid-Cap N/A Neutral Neutral Neutral Neutral

Small-Cap N/A Over Over Over Over

Equity REITs N/A N/A N/A N/A N/A

Total Foreign Equities N/A Neutral Neutral Neutral Under

Developed Market N/A Over Over Over Over

Emerging Market N/A Under Under Under Under

Equity Market Total Returns

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

Global Equities 0.41 4.16 14.10 9.17

U.S. Large-Cap 4.88 13.24 20.62 15.64

U.S. Small-Cap 9.73 4.89 19.21 15.55

Developed Markets -3.57 -4.90 11.06 5.33

Emerging Markets -4.50 -2.19 4.04 1.78

Bond Market Total Returns 

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

U.S. Investment Grade-Bonds 1.79 5.97 2.66 4.45

Treasury 1.93 5.05 1.38 3.91

Government Agency 1.16 3.58 1.43 2.68

Credit 1.76 7.53 4.84 6.25

Mortgage-Backed 1.79 6.08 2.37 3.73

Corporate High-Yield -1.00 2.45 8.43 9.03

Tax-Exempt Municipal 1.33 9.78 4.57 5.39

contributed by  |  Jonathan Fletcher, Managing Director

 

Equity Commentary
contributed by  |  Jason Clevenger, CFA, Managing Director II

 

Fixed Income Commentary
contributed by  |  Annette Shaw, CFA, Senior Managing Director

MARKET RETURNS    (period ending 12/31/14)

Source: Morningstar DirectSource: Morningstar Direct

Disclosures:

The information provided within this document is for informational purposes only and is not intended as an offer or solicitation with respect to the purchase or sale of any security. 
Statements in this report are based on the views of BTC Capital Management and on information available at the time this report was prepared. 

Information has been obtained from sources deemed reliable, but BTC Capital Management and its affiliates cannot guarantee accuracy. Past performance is not a guarantee of future 
returns. Performance over periods exceeding 12 months has been annualized. 

This commentary contains no investment recommendations, and you should not interpret the statements in this report as investment, tax, legal, and/or financial planning advice. 
All investments involve risk, including the possible loss of principal. Investments are not FDIC insured and may lose value.

will serve to aid earnings growth. As such, 
our expectation is for mildly positive returns 
in 2015.  

Foreign equities represent a challenge.  
Developed markets ended the year 
appearing to be quite undervalued, both 
from the perspective of price/earnings ratio 
as well as dividend yield. Foreign stocks 
face headwinds from overseas economies 
that are mired in persistent structural 
problems. There’s also the currency factor, 
as many analysts expect continued dollar 
strengthening. Despite these factors, we 
tend to take a more positive view of foreign 
equities’ potential, though selectiveness 
should be emphasized, not just for 
companies, but for currencies as well. 

Lastly, the fixed income world has been 
one tough nut to crack in recent years.  
Investors positioned for rising bond yields 
have been frequently disappointed in the 
past few years. This year, we just might 
see some movement on that front, so we 
would be wary of reaching for yield in 
longer maturities. High-yield bonds look 
more attractive than a year ago, owing to 
the widened spreads and strong economic 
growth prospects.

volatility may become more pervasive in 
future periods. 

Outlook – Volatility and Valuation
We expect modest positive returns in 
equity markets in 2015 amid a more 
challenging environment. Several Federal 
Reserve officials have expressed a desire 
to raise short-term interest rates this year, 
which could end the “don’t fight the Fed” 
rhetoric of many investors. Tightening U.S 
monetary policy and the recent removal 
of quantitative easing may drive volatility 
higher. The chart below compares the prices 
of the CBOE Volatility Index (VIX) and the 
Russell 3000 Index. The two indices clearly 
exhibit a strong negative correlation, but in 
recent periods the VIX and the Russell 3000 
have both moved higher. If the VIX increases 
or remains at elevated levels, equity prices 
are likely to experience more fluctuation in 
the months ahead. 

From a valuation standpoint, domestic 
large-cap equities are near their historical 
average with a price/earnings (PE) ratio of 
16.8 based on estimated earnings for 2015. 
Small-cap equities appear more richly 

valued. Based on Bloomberg estimates, 
the Russell 2000 is valued at 23.1 times 
estimated earnings. While this valuation 
itself does not make small-caps unattractive, 
estimated earnings growth of 141% for the 
index appears overly optimistic. Recently, 
several companies with the least attractive 
financial metrics have been among the 
best performers. We are skeptical this trend 
will continue over the long term, and we 
continue to seek investment in quality 
companies with solid fundamentals. 

International economic growth projections 
are more subdued than those of the U.S., 
but international equities appear more 
attractive than domestic stocks from a 
valuation perspective. The MSCI EAFE, an 
index of developed market international 
stocks, is valued at 14.3 times estimated 
earnings. Emerging markets also appear 
attractive with the MSCI Emerging Markets 
Index trading at 10.8 times estimated 
earnings. In addition to more compelling 
valuations, the potential for increased 
monetary stimulus among global central 
banks may assist in driving international 
stocks higher. 

steps and very slow progress may be the most 
likely path, given the relentless strength of the 
dollar and the precarious condition of other 
economies around the world.   

Because the reduction in Federal Reserve 
stimulus has been widely heralded, changes 
to the Fed Funds rate may not exert much 
influence on yields in other maturity sectors.  
Intermediate bonds in five- to 15-year 
maturities may be more influenced by 
corporate borrowing demand, risk premiums, 
expected inflation, employment, and GDP 
strength. The intermediate part of the curve 
may be the fulcrum that is continually 
challenged by the volatility of short- and 
long-maturities during 2015.

The most interesting part of the yield curve 
is likely to be long-maturity bonds. The total 
return for the 30-year U.S. Treasury Note in 
2014 at 29.4% fully recovered the negative 
total return of -15.0% posted for 2013. As 
this article goes to print, the 30-year U.S. 
Treasury bond is making history, with its 

yield dropping to levels never before seen. 
At these historic low levels, the 30-year 
Treasury is responding to weighty and 
potentially volatile influences, including the 
flight to quality by foreign investors, currency 
hedging, and speculation, to name just a few. 
Any exposure to ultra-long-maturity bonds 
should be re-evaluated for possible reduction 
during the first quarter in light of their lofty 
prices and highly volatile historical price 
patterns. 

Short-term events create volatility in the 
financial markets, whereas macroeconomic 
conditions influence longer-term trends. Lack 
of global economic strength, low inflation 
worldwide, negative yields on foreign 
sovereign debt, and a strong U.S. currency 
are macro influences that are pushing rates 
lower. In 2015, these are the influences to 
track, and as the year progresses, we will 
be watching for early signs of the inflection 
points that may remove the downward 
pressure on intermediate- to long-maturity 
bond market yields.
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Curveballs
Markets were good to investors in both 
the year and quarter just ended, and in 
both of these periods our five risk-based 
asset allocation models all produced 
positive results. Still, this was a year in 
which markets threw a few curveballs 
that impacted the results of our tactical 
allocation positioning in 2014. Fixed 
income positioning produced our worst 
results, although we strongly believe that 
the market conditions which caused these 
results will prove to be temporary. 

The most notable surprise was the sharp 
fall in longer-term government bond yields, 
which led the Barclays Aggregate Bond 
Index to an outstanding 6.0% return in 
2014. Our positioning was underweight 
core investment-grade bonds in favor of 
floating rate and high-yield bonds, as well 
as cash. This positioning resulted from a 
belief that yields would continue the ascent 
that began in 2013, a view supported by 
a strengthening economy and the coming 
conclusion of the Fed’s quantitative easing.  
Instead, myriad factors drove yields down 
throughout the year, including foreign 
investors’ strong demand for U.S. Treasuries’ 
comparatively higher yields.  

The other fixed income curveball was a 
widening of credit spreads for low quality 
bonds, which occurred in the last half of 
the year, despite a strong outlook for the 
domestic economy. High-yield bonds 
posted an underwhelming 2.5% return 
in 2014 after suffering a -2.9% return in 
the last six months. The pain in high yield 
was concentrated in the energy sector, 
which was slammed due to plummeting oil 
prices. While high yield underperformed 
investment-grade bonds, we did take the 
positive step to cut this exposure in half for 
our most risk-averse model in August. 

Equity positioning produced comparatively 
muted results during 2014. Although 
reduced to neutral weight in February, 
we entered the year with an overweight 
exposure to foreign emerging markets, 
which started us off on a sour note. We 
regained some lost ground in the fourth 
quarter after we raised our U.S. small-cap 
exposure to overweight and benefitted from 
their domestic market leadership.

The third major outlier was a massive 
appreciation in the U.S. dollar relative 

to foreign currencies, fueled by the flow 
of foreign capital into U.S. bonds. This 
trend eviscerated the performance of U.S. 
investors’ foreign holdings. In a marked 
contrast to domestic stocks and bonds, 
foreign equities returned -3.9% for the 
year. Denominated in their respective 
local currencies, foreign stocks actually 
returned 6.0%—the rising dollar eroding 
roughly nine percentage points of return 
for American investors. This was the worst 
“currency effect” since 2005.
  
Expectations for 2015
December’s whipsawing equity returns 
may be an indicator that market volatility is 
re-emerging from its slumber. The uptick in 
volatility is hopefully a healthy signal that 
investors are exercising caution after several 
years of strong stock market returns.    

Equity markets have indeed been good.  This 
past year saw U.S. equities producing their 
sixth consecutive year of positive returns. 
For the S&P 500, this feat has been achieved 
only three times in its 89-year history (1952, 
1989 and 1999)—and two of those three 
winning streaks were extended to a seventh 
year. Valuations for U.S equities are full 
for large-cap issues compared to historic 
norms, and elevated for small-caps. In light 
of this, investors are unlikely to see returns 
bolstered by expanding P/E multiples, 
making performance more narrowly a 
function of dividends plus earnings growth.  
An economy strengthened by higher 
consumer demand and lower energy prices 

A Bond Bonus Year
Bond investors were pleased with 2014 as 
most sectors of the market recorded excellent 
returns. The best performance tilted toward 
long-maturity, high-quality bonds with the 
30-year U.S. Treasury producing a 29.4% 
total return due primarily to the price increase 
generated by falling interest rates. Exceeding 
their five-year averages, many other sectors 
produced admirable returns, including 
10.7% for 10-year Treasuries, 9.8% for the 
broad municipal market, and 6.4% for the 
aggregate bond market, as measured by Bank 
of America Merrill Lynch indices.   

The relentless decline in yield levels 
began almost immediately in 2014 and 
accelerated as the first quarter GDP results 
were shockingly below expectations. Both 
strength of the dollar and weakness in foreign 
economies drew foreign funds into the U.S. 
markets. The exception to the yield decline 
was the one- to five-year “belly of the curve” 
where yields adjusted higher awaiting the 
long-anticipated release of the Fed Funds rate.

Macro Influences
Looking forward into 2015, the answer to the 
question regarding the direction of interest 
rates is very clear. Rates will both rise and 
fall. That is not meant to be cryptic; rather 
it is meant to describe the next 12 months 
as a time when parts of the maturity curve 
may perform well and other parts poorly. 
Influencing the shorter end of the maturity 
spectrum, the Federal Reserve has been 
clearly communicating the expected rise in 
the Fed Funds rate. Rather than fixating on the 
exact timing of this long-awaited rise in short-
term interest rates, investors should focus on 
the length and magnitude of the rise. Small 

2014: A Year in Review
Equity markets were mixed last year, with 
domestic indices pushing near all-time 
highs while international markets declined 
amid a backdrop of economic uncertainty. 
Domestic large-cap stocks led the way 
higher for the year with the Russell 1000 
Index advancing 13.2%. Small-caps, as 
measured by the Russell 2000 Index, also 
advanced with a total return of 4.9%. 
International stocks were hurt by meager 
economic growth and a stronger U.S. dollar. 
Developed market equities declined 4.9%, 
and emerging market stocks fell 2.2% for 
the year. 

Geopolitical and economic surprises were 
plentiful in 2014, perhaps even more so 
than in recent years. Markets reacted to 
tenuous situations in the Middle East and 
Eastern Europe, but the biggest surprise of 
2014 was the collapse of energy prices. The 
spot price for West Texas Intermediate crude 
oil declined over 50% during the second 
half of the year to close at a five-year low, 
according to Bloomberg.

Gasoline prices have fallen sharply as a 
result of the steep decline in oil prices. 
Consumers will save an average of $550 
at the pump in 2015, according to U.S. 
government estimates. Spending on other 
goods and services will likely rise as a 
result, but the extent to which consumers 
are saving in lieu of spending could 
adversely affect the pace of future economic 
growth. 

Investors were reminded that equity markets 
do not always move in a smooth and orderly 
fashion after a brief selloff occurred in 
October as geopolitical tensions bubbled. 
Although domestic large-cap stocks did not 
technically experience a true “correction,” 
small-caps and international stocks officially 
breached a 10 percent decline from peak-
to-trough as money flowed out of risk assets. 
Equity markets quickly recovered, but 
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Asset Allocation Positioning    (as of 12/31/14) 
  Conservative Moderate  Aggressive
 Income Growth Growth Growth Growth

Cash Equivalents Over Over Over Over Over

Total Fixed Income Under Under Under Under N/A

Core Bonds Under Under Under Under N/A

Floating Rate Notes Over Over Over Over N/A

High-Yield Bonds Over Over Over Over N/A

Total U.S. Equities N/A Neutral Neutral Neutral Under

Large-Cap N/A Under Under Under Under

Mid-Cap N/A Neutral Neutral Neutral Neutral

Small-Cap N/A Over Over Over Over

Equity REITs N/A N/A N/A N/A N/A

Total Foreign Equities N/A Neutral Neutral Neutral Under

Developed Market N/A Over Over Over Over

Emerging Market N/A Under Under Under Under

Equity Market Total Returns

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

Global Equities 0.41 4.16 14.10 9.17

U.S. Large-Cap 4.88 13.24 20.62 15.64

U.S. Small-Cap 9.73 4.89 19.21 15.55

Developed Markets -3.57 -4.90 11.06 5.33

Emerging Markets -4.50 -2.19 4.04 1.78

Bond Market Total Returns 

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

U.S. Investment Grade-Bonds 1.79 5.97 2.66 4.45

Treasury 1.93 5.05 1.38 3.91

Government Agency 1.16 3.58 1.43 2.68

Credit 1.76 7.53 4.84 6.25

Mortgage-Backed 1.79 6.08 2.37 3.73

Corporate High-Yield -1.00 2.45 8.43 9.03

Tax-Exempt Municipal 1.33 9.78 4.57 5.39

contributed by  |  Jonathan Fletcher, Managing Director
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will serve to aid earnings growth. As such, 
our expectation is for mildly positive returns 
in 2015.  

Foreign equities represent a challenge.  
Developed markets ended the year 
appearing to be quite undervalued, both 
from the perspective of price/earnings ratio 
as well as dividend yield. Foreign stocks 
face headwinds from overseas economies 
that are mired in persistent structural 
problems. There’s also the currency factor, 
as many analysts expect continued dollar 
strengthening. Despite these factors, we 
tend to take a more positive view of foreign 
equities’ potential, though selectiveness 
should be emphasized, not just for 
companies, but for currencies as well. 

Lastly, the fixed income world has been 
one tough nut to crack in recent years.  
Investors positioned for rising bond yields 
have been frequently disappointed in the 
past few years. This year, we just might 
see some movement on that front, so we 
would be wary of reaching for yield in 
longer maturities. High-yield bonds look 
more attractive than a year ago, owing to 
the widened spreads and strong economic 
growth prospects.

volatility may become more pervasive in 
future periods. 

Outlook – Volatility and Valuation
We expect modest positive returns in 
equity markets in 2015 amid a more 
challenging environment. Several Federal 
Reserve officials have expressed a desire 
to raise short-term interest rates this year, 
which could end the “don’t fight the Fed” 
rhetoric of many investors. Tightening U.S 
monetary policy and the recent removal 
of quantitative easing may drive volatility 
higher. The chart below compares the prices 
of the CBOE Volatility Index (VIX) and the 
Russell 3000 Index. The two indices clearly 
exhibit a strong negative correlation, but in 
recent periods the VIX and the Russell 3000 
have both moved higher. If the VIX increases 
or remains at elevated levels, equity prices 
are likely to experience more fluctuation in 
the months ahead. 

From a valuation standpoint, domestic 
large-cap equities are near their historical 
average with a price/earnings (PE) ratio of 
16.8 based on estimated earnings for 2015. 
Small-cap equities appear more richly 

valued. Based on Bloomberg estimates, 
the Russell 2000 is valued at 23.1 times 
estimated earnings. While this valuation 
itself does not make small-caps unattractive, 
estimated earnings growth of 141% for the 
index appears overly optimistic. Recently, 
several companies with the least attractive 
financial metrics have been among the 
best performers. We are skeptical this trend 
will continue over the long term, and we 
continue to seek investment in quality 
companies with solid fundamentals. 

International economic growth projections 
are more subdued than those of the U.S., 
but international equities appear more 
attractive than domestic stocks from a 
valuation perspective. The MSCI EAFE, an 
index of developed market international 
stocks, is valued at 14.3 times estimated 
earnings. Emerging markets also appear 
attractive with the MSCI Emerging Markets 
Index trading at 10.8 times estimated 
earnings. In addition to more compelling 
valuations, the potential for increased 
monetary stimulus among global central 
banks may assist in driving international 
stocks higher. 

steps and very slow progress may be the most 
likely path, given the relentless strength of the 
dollar and the precarious condition of other 
economies around the world.   

Because the reduction in Federal Reserve 
stimulus has been widely heralded, changes 
to the Fed Funds rate may not exert much 
influence on yields in other maturity sectors.  
Intermediate bonds in five- to 15-year 
maturities may be more influenced by 
corporate borrowing demand, risk premiums, 
expected inflation, employment, and GDP 
strength. The intermediate part of the curve 
may be the fulcrum that is continually 
challenged by the volatility of short- and 
long-maturities during 2015.

The most interesting part of the yield curve 
is likely to be long-maturity bonds. The total 
return for the 30-year U.S. Treasury Note in 
2014 at 29.4% fully recovered the negative 
total return of -15.0% posted for 2013. As 
this article goes to print, the 30-year U.S. 
Treasury bond is making history, with its 

yield dropping to levels never before seen. 
At these historic low levels, the 30-year 
Treasury is responding to weighty and 
potentially volatile influences, including the 
flight to quality by foreign investors, currency 
hedging, and speculation, to name just a few. 
Any exposure to ultra-long-maturity bonds 
should be re-evaluated for possible reduction 
during the first quarter in light of their lofty 
prices and highly volatile historical price 
patterns. 

Short-term events create volatility in the 
financial markets, whereas macroeconomic 
conditions influence longer-term trends. Lack 
of global economic strength, low inflation 
worldwide, negative yields on foreign 
sovereign debt, and a strong U.S. currency 
are macro influences that are pushing rates 
lower. In 2015, these are the influences to 
track, and as the year progresses, we will 
be watching for early signs of the inflection 
points that may remove the downward 
pressure on intermediate- to long-maturity 
bond market yields.
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Curveballs
Markets were good to investors in both 
the year and quarter just ended, and in 
both of these periods our five risk-based 
asset allocation models all produced 
positive results. Still, this was a year in 
which markets threw a few curveballs 
that impacted the results of our tactical 
allocation positioning in 2014. Fixed 
income positioning produced our worst 
results, although we strongly believe that 
the market conditions which caused these 
results will prove to be temporary. 

The most notable surprise was the sharp 
fall in longer-term government bond yields, 
which led the Barclays Aggregate Bond 
Index to an outstanding 6.0% return in 
2014. Our positioning was underweight 
core investment-grade bonds in favor of 
floating rate and high-yield bonds, as well 
as cash. This positioning resulted from a 
belief that yields would continue the ascent 
that began in 2013, a view supported by 
a strengthening economy and the coming 
conclusion of the Fed’s quantitative easing.  
Instead, myriad factors drove yields down 
throughout the year, including foreign 
investors’ strong demand for U.S. Treasuries’ 
comparatively higher yields.  

The other fixed income curveball was a 
widening of credit spreads for low quality 
bonds, which occurred in the last half of 
the year, despite a strong outlook for the 
domestic economy. High-yield bonds 
posted an underwhelming 2.5% return 
in 2014 after suffering a -2.9% return in 
the last six months. The pain in high yield 
was concentrated in the energy sector, 
which was slammed due to plummeting oil 
prices. While high yield underperformed 
investment-grade bonds, we did take the 
positive step to cut this exposure in half for 
our most risk-averse model in August. 

Equity positioning produced comparatively 
muted results during 2014. Although 
reduced to neutral weight in February, 
we entered the year with an overweight 
exposure to foreign emerging markets, 
which started us off on a sour note. We 
regained some lost ground in the fourth 
quarter after we raised our U.S. small-cap 
exposure to overweight and benefitted from 
their domestic market leadership.

The third major outlier was a massive 
appreciation in the U.S. dollar relative 

to foreign currencies, fueled by the flow 
of foreign capital into U.S. bonds. This 
trend eviscerated the performance of U.S. 
investors’ foreign holdings. In a marked 
contrast to domestic stocks and bonds, 
foreign equities returned -3.9% for the 
year. Denominated in their respective 
local currencies, foreign stocks actually 
returned 6.0%—the rising dollar eroding 
roughly nine percentage points of return 
for American investors. This was the worst 
“currency effect” since 2005.
  
Expectations for 2015
December’s whipsawing equity returns 
may be an indicator that market volatility is 
re-emerging from its slumber. The uptick in 
volatility is hopefully a healthy signal that 
investors are exercising caution after several 
years of strong stock market returns.    

Equity markets have indeed been good.  This 
past year saw U.S. equities producing their 
sixth consecutive year of positive returns. 
For the S&P 500, this feat has been achieved 
only three times in its 89-year history (1952, 
1989 and 1999)—and two of those three 
winning streaks were extended to a seventh 
year. Valuations for U.S equities are full 
for large-cap issues compared to historic 
norms, and elevated for small-caps. In light 
of this, investors are unlikely to see returns 
bolstered by expanding P/E multiples, 
making performance more narrowly a 
function of dividends plus earnings growth.  
An economy strengthened by higher 
consumer demand and lower energy prices 

A Bond Bonus Year
Bond investors were pleased with 2014 as 
most sectors of the market recorded excellent 
returns. The best performance tilted toward 
long-maturity, high-quality bonds with the 
30-year U.S. Treasury producing a 29.4% 
total return due primarily to the price increase 
generated by falling interest rates. Exceeding 
their five-year averages, many other sectors 
produced admirable returns, including 
10.7% for 10-year Treasuries, 9.8% for the 
broad municipal market, and 6.4% for the 
aggregate bond market, as measured by Bank 
of America Merrill Lynch indices.   

The relentless decline in yield levels 
began almost immediately in 2014 and 
accelerated as the first quarter GDP results 
were shockingly below expectations. Both 
strength of the dollar and weakness in foreign 
economies drew foreign funds into the U.S. 
markets. The exception to the yield decline 
was the one- to five-year “belly of the curve” 
where yields adjusted higher awaiting the 
long-anticipated release of the Fed Funds rate.

Macro Influences
Looking forward into 2015, the answer to the 
question regarding the direction of interest 
rates is very clear. Rates will both rise and 
fall. That is not meant to be cryptic; rather 
it is meant to describe the next 12 months 
as a time when parts of the maturity curve 
may perform well and other parts poorly. 
Influencing the shorter end of the maturity 
spectrum, the Federal Reserve has been 
clearly communicating the expected rise in 
the Fed Funds rate. Rather than fixating on the 
exact timing of this long-awaited rise in short-
term interest rates, investors should focus on 
the length and magnitude of the rise. Small 

2014: A Year in Review
Equity markets were mixed last year, with 
domestic indices pushing near all-time 
highs while international markets declined 
amid a backdrop of economic uncertainty. 
Domestic large-cap stocks led the way 
higher for the year with the Russell 1000 
Index advancing 13.2%. Small-caps, as 
measured by the Russell 2000 Index, also 
advanced with a total return of 4.9%. 
International stocks were hurt by meager 
economic growth and a stronger U.S. dollar. 
Developed market equities declined 4.9%, 
and emerging market stocks fell 2.2% for 
the year. 

Geopolitical and economic surprises were 
plentiful in 2014, perhaps even more so 
than in recent years. Markets reacted to 
tenuous situations in the Middle East and 
Eastern Europe, but the biggest surprise of 
2014 was the collapse of energy prices. The 
spot price for West Texas Intermediate crude 
oil declined over 50% during the second 
half of the year to close at a five-year low, 
according to Bloomberg.

Gasoline prices have fallen sharply as a 
result of the steep decline in oil prices. 
Consumers will save an average of $550 
at the pump in 2015, according to U.S. 
government estimates. Spending on other 
goods and services will likely rise as a 
result, but the extent to which consumers 
are saving in lieu of spending could 
adversely affect the pace of future economic 
growth. 

Investors were reminded that equity markets 
do not always move in a smooth and orderly 
fashion after a brief selloff occurred in 
October as geopolitical tensions bubbled. 
Although domestic large-cap stocks did not 
technically experience a true “correction,” 
small-caps and international stocks officially 
breached a 10 percent decline from peak-
to-trough as money flowed out of risk assets. 
Equity markets quickly recovered, but 
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Asset Allocation Positioning    (as of 12/31/14) 
  Conservative Moderate  Aggressive
 Income Growth Growth Growth Growth

Cash Equivalents Over Over Over Over Over

Total Fixed Income Under Under Under Under N/A

Core Bonds Under Under Under Under N/A

Floating Rate Notes Over Over Over Over N/A

High-Yield Bonds Over Over Over Over N/A

Total U.S. Equities N/A Neutral Neutral Neutral Under

Large-Cap N/A Under Under Under Under

Mid-Cap N/A Neutral Neutral Neutral Neutral

Small-Cap N/A Over Over Over Over

Equity REITs N/A N/A N/A N/A N/A

Total Foreign Equities N/A Neutral Neutral Neutral Under

Developed Market N/A Over Over Over Over

Emerging Market N/A Under Under Under Under

Equity Market Total Returns

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

Global Equities 0.41 4.16 14.10 9.17

U.S. Large-Cap 4.88 13.24 20.62 15.64

U.S. Small-Cap 9.73 4.89 19.21 15.55

Developed Markets -3.57 -4.90 11.06 5.33

Emerging Markets -4.50 -2.19 4.04 1.78

Bond Market Total Returns 

Asset Class 3 Mo. 12 Mo. 3 Yr. 5 Yr.

U.S. Investment Grade-Bonds 1.79 5.97 2.66 4.45

Treasury 1.93 5.05 1.38 3.91

Government Agency 1.16 3.58 1.43 2.68

Credit 1.76 7.53 4.84 6.25

Mortgage-Backed 1.79 6.08 2.37 3.73

Corporate High-Yield -1.00 2.45 8.43 9.03

Tax-Exempt Municipal 1.33 9.78 4.57 5.39
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will serve to aid earnings growth. As such, 
our expectation is for mildly positive returns 
in 2015.  

Foreign equities represent a challenge.  
Developed markets ended the year 
appearing to be quite undervalued, both 
from the perspective of price/earnings ratio 
as well as dividend yield. Foreign stocks 
face headwinds from overseas economies 
that are mired in persistent structural 
problems. There’s also the currency factor, 
as many analysts expect continued dollar 
strengthening. Despite these factors, we 
tend to take a more positive view of foreign 
equities’ potential, though selectiveness 
should be emphasized, not just for 
companies, but for currencies as well. 

Lastly, the fixed income world has been 
one tough nut to crack in recent years.  
Investors positioned for rising bond yields 
have been frequently disappointed in the 
past few years. This year, we just might 
see some movement on that front, so we 
would be wary of reaching for yield in 
longer maturities. High-yield bonds look 
more attractive than a year ago, owing to 
the widened spreads and strong economic 
growth prospects.

volatility may become more pervasive in 
future periods. 

Outlook – Volatility and Valuation
We expect modest positive returns in 
equity markets in 2015 amid a more 
challenging environment. Several Federal 
Reserve officials have expressed a desire 
to raise short-term interest rates this year, 
which could end the “don’t fight the Fed” 
rhetoric of many investors. Tightening U.S 
monetary policy and the recent removal 
of quantitative easing may drive volatility 
higher. The chart below compares the prices 
of the CBOE Volatility Index (VIX) and the 
Russell 3000 Index. The two indices clearly 
exhibit a strong negative correlation, but in 
recent periods the VIX and the Russell 3000 
have both moved higher. If the VIX increases 
or remains at elevated levels, equity prices 
are likely to experience more fluctuation in 
the months ahead. 

From a valuation standpoint, domestic 
large-cap equities are near their historical 
average with a price/earnings (PE) ratio of 
16.8 based on estimated earnings for 2015. 
Small-cap equities appear more richly 

valued. Based on Bloomberg estimates, 
the Russell 2000 is valued at 23.1 times 
estimated earnings. While this valuation 
itself does not make small-caps unattractive, 
estimated earnings growth of 141% for the 
index appears overly optimistic. Recently, 
several companies with the least attractive 
financial metrics have been among the 
best performers. We are skeptical this trend 
will continue over the long term, and we 
continue to seek investment in quality 
companies with solid fundamentals. 

International economic growth projections 
are more subdued than those of the U.S., 
but international equities appear more 
attractive than domestic stocks from a 
valuation perspective. The MSCI EAFE, an 
index of developed market international 
stocks, is valued at 14.3 times estimated 
earnings. Emerging markets also appear 
attractive with the MSCI Emerging Markets 
Index trading at 10.8 times estimated 
earnings. In addition to more compelling 
valuations, the potential for increased 
monetary stimulus among global central 
banks may assist in driving international 
stocks higher. 

steps and very slow progress may be the most 
likely path, given the relentless strength of the 
dollar and the precarious condition of other 
economies around the world.   

Because the reduction in Federal Reserve 
stimulus has been widely heralded, changes 
to the Fed Funds rate may not exert much 
influence on yields in other maturity sectors.  
Intermediate bonds in five- to 15-year 
maturities may be more influenced by 
corporate borrowing demand, risk premiums, 
expected inflation, employment, and GDP 
strength. The intermediate part of the curve 
may be the fulcrum that is continually 
challenged by the volatility of short- and 
long-maturities during 2015.

The most interesting part of the yield curve 
is likely to be long-maturity bonds. The total 
return for the 30-year U.S. Treasury Note in 
2014 at 29.4% fully recovered the negative 
total return of -15.0% posted for 2013. As 
this article goes to print, the 30-year U.S. 
Treasury bond is making history, with its 

yield dropping to levels never before seen. 
At these historic low levels, the 30-year 
Treasury is responding to weighty and 
potentially volatile influences, including the 
flight to quality by foreign investors, currency 
hedging, and speculation, to name just a few. 
Any exposure to ultra-long-maturity bonds 
should be re-evaluated for possible reduction 
during the first quarter in light of their lofty 
prices and highly volatile historical price 
patterns. 

Short-term events create volatility in the 
financial markets, whereas macroeconomic 
conditions influence longer-term trends. Lack 
of global economic strength, low inflation 
worldwide, negative yields on foreign 
sovereign debt, and a strong U.S. currency 
are macro influences that are pushing rates 
lower. In 2015, these are the influences to 
track, and as the year progresses, we will 
be watching for early signs of the inflection 
points that may remove the downward 
pressure on intermediate- to long-maturity 
bond market yields.
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Economic & Market

Overview

Inflection Points
As we head into 2015, investors are carefully 
watching whether three widely anticipated 
transitions will actually occur: an acceleration 
in the rate of economic growth, a trend toward 
consistently higher interest rates, and a shift 
in equity market leadership from the U.S. to 
other regions around the globe. As of the end of 
2014, none of these transitions exhibited a true 
inflection point where an observable long-term 
shift in direction had occurred. The failure of 
these transitions to manifest themselves can 
be seen graphically in this issue’s Quarterly 
Highlight page.

Of these trends, economic growth is one that 
is currently forecast to meet and breach its 
respective inflection point. This is particularly 
true for the U.S. economy. During the second 
and third quarters of 2014, GDP in the 
U.S. increased at a rate of 4.6% and 5.0%, 
respectively, with the fourth quarter projected 
to deliver a more modest, but respectable, rate 
of 2.5%. For 2015, the consensus expectation is 
for GDP to grow 3.0%, exceeding the projected 
2.3% for all of 2014. Strong job growth and 
the 46% decline in the price of oil that took 
place in 2014 have helped propel the U.S. 
economy forward. Global economic growth is 
also anticipated to accelerate in 2015, with the 
International Monetary Fund projecting a rate 
of 3.8%, half a percentage point higher than the 
3.3% forecast for 2014.

Forecasting potential increases in interest rates 
has been a standard component of the financial 
landscape for several years. The decades-long 
decline in rates combined with the ongoing 
anticipation of stronger economic growth has 
made the forecast of rising interest rates the 
equivalent of an easy shot that has, so far, missed 
the rim. That being said, the past 12 months 
represent the most significant deviation from the 
learned prognostications of market forecasters as 
rates, particularly longer-term rates, experienced 
a substantial decline.

2015 may finally be the year when interest rates 
in the U.S. reach that elusive inflection point 
and, if they do not move higher, at least establish 
a floor under which they would not likely fall. 
If the prior sentence reads as though we are 
hedging on the expectation of higher rates, it is 
because that is exactly the case. Rate volatility 
is expected to be high, and the magnitude of 
change may vary along the maturity spectrum. 
Based purely on rates responding to the 
anticipated level of economic growth, we 
believe shorter-term rates should move higher in 
2015. This belief is supported by our expectation 
that the Federal Reserve will begin raising short-
term rates sometime this year. Tempering this 
expectation is the extremely low level of rates 
seen in other countries around the globe which 
reflect the current economic realities of those 
regions.  

For U.S. equity markets, their lofty performance 
relative to their foreign counterparts has been 
nothing short of staggering. With a five-year 
annualized return of 15.6% for the Russell 
3000 Index, U.S. equities have outperformed 
developed foreign markets by over 10 
percentage points and emerging markets by 
almost 14 percentage points. The law of averages 
would seemingly dictate a reversal of this 
trend, yet pursuing such a strategy would have 
resulted in a less-than-satisfying outcome. While 
expectations for U.S. equities are relatively 
modest for 2015, the ability of foreign markets to 
take leadership is heavily dependent upon their 
respective economic growth rates and successful 
implementation of their monetary policies. This 
observation is especially true for Europe and 
Japan.  

As we transition into the New Year, it is good 
to remember an old investing adage: “The 
trend is your friend.” That is, until the inflection 
points make their entrance. As always, we will 
be watching the markets and economic data 
very closely for signs that those moments are 
beginning to materialize. 
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As the U.S. economy emerged from the 
recession of 2008-09, it entered what 
has become a five-year period of GDP 
growth that has fallen in a range of 
1.6% to 2.3%. Strong recent data has 
led to a projection of 3.0% for 2015.

The performance generated by 
U.S. equities has dominated that of 
their foreign counterparts over the 
past five years. Valuation levels for 
numerous international markets are 
favorable relative to the U.S., and 
monetary policy accommodation 
in a number of foreign countries 
may contribute to improved equity 
performance in those markets.

Longer-term interest rates declined sharply 
in 2014. Stronger U.S. economic growth 
is expected to lead the Federal Reserve 
to increase short-term rates in 2015. 
Macroeconomic conditions have contributed 
to the further decline of longer-term yields 
and these conditions will be monitored as to 
their impact in 2015.
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