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Second Quarter 2014
Overall, it is hard to avoid the sense of puzzling disconnect between the markets’
buoyancy and underlying economic developments globally.”1
Despite mounting geopolitical uncertainty and weak U.S. macroeconomic numbers in the first
quarter, virtually any asset class (including bonds and commodities) registered a significant
positive return in the first half of 2014. This was in direct contrast to 2013, when only developed
markets stock recorded strong performance. Emerging market equities, global bonds and
commodities had negative returns in the second quarter of that year. All economic sectors of the
U.S. stock market posted gains, especially utilities and energy, which resulted in the slight edge
of value over growth. By the end of the quarter, both actual and implied volatility in financial
markets had fallen to near historic lows. There was apparent complacency at the same time as
geopolitical instability was reaching a level “unseen since the ‘1970s’”.2 Thus far, the apparent
breakdown in the Iran nuclear talks, the mounting conflict in Iraq and between Israel and
Palestine, the Ukrainian crisis and rising tension between China and other Asian countries have
not led to a major oil spike and financial markets have ignored these factors. However, they
must be taken into account in any prudent investment strategy.
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For other reasons unrelated to mounting geopolitical risk, we are less optimistic about the
prospects for capital markets during the remainder of the year. Using extraordinary policy
measures, developed country central banks have driven up financial markets much more than
the performance of real economies would warrant. There is evidence of overvaluation,
especially in the U.S. stock market. Although the price to forward earning for the S&P 500, at
slightly above 16, is close to its historic average, the median price to sales ratio for the S&P 500 is
at an historic high, according to S&P Capital IQ. This is partly because after-tax profit margins are
unsustainably high due to abnormally low interest rates and labor costs as well as other factors.
The Shiller Cyclically-Adjusted P/E Ratio (CAPE) for the U.S. stock market, at 26, is more than one
standard deviation above the mean.3 In past years, the stock market has returned only 1.8% per
annum (adjusted for inflation) when the U.S. CAPE has been this high in subsequent decades.4
We expect that after a weak start in the first half of the year, global growth in the second half
should be better than at any time in the last two to three years, though still well below trend.
However, the improvement in global growth is likely to be accompanied by an increase in
inflation rates, especially in the U.S. This is evidenced by the last three months’ increases in the
CPI which exceeded the Fed’s 2% target by 80 basis points. The decline in the U.S.
unemployment rate to 6.1% suggests that the U.S. labor market is tightening, which could lead to
an acceleration in wage growth.5 This, combined with lower labor productivity growth, could
result in greater gains in unit labor costs and higher inflation unless profit margins contract.
In the face of this pick-up in the actual and potential U.S. inflation rate, global fixed income yields
have fallen sharply. Just as equity markets have risen, especially in the U.S. and Europe, credit
spreads have decreased to their 2007 lows. In addition to the collapse in market volatility,
further evidence of investor complacency is reduced investor liquidity in the U.S., where mutual
fund cash less margin debt reached an all-time low before rising slightly.6 All these factors (the
risk of a global oil price spike, excess margin debt, higher inflation and the stretch for yield) can
lead to greater downside vulnerability in equity and credit markets, especially when they are not
adequately discounted in stock and credit market prices. For example, as central banks prepare
markets for an exit strategy from accommodative monetary policy, bond and equity market
volatility may increase; forcing investors to unwind carry trades. For these reasons, we have
been reducing the downside risk in client equity and credit portfolios.

3

Online Data Robert Shiller
This is based on Robert Shiller’s regression coefficients. Shiller regresses subsequent ten-year returns against his
estimate of CAPE. The regression coefficients are shown in Figure 4 of Jeremy Siegel’s paper, “The Shiller CAPE Ratio:
A New Look,” a presentation to Q Group, 2013 (www.mebfaber.com). See also “Valuation Ratios and the long-Run
Stock Market Outlook,” John Y. Campbell and Robert J. Shiller, the Journal of Portfolio Management, 1998 and the
Shiller website (www.econ.yale.edu/~shiller/online/jpmalt.pdf).
5
Bloomberg. Department of Commerce, Bureau of Labor Statistics, July 3, 2014.
6
Déjà Vu: The Greatest Stock Market Mania of All Time,” Alan M. Newman, July 12, 2014 (cross-currents.com).
4

2

U.S. Economy and Markets
Despite a slow start to the year, we remain positive on the outlook for growth in the U.S.
economy in the coming quarters. As indicated in our last letter, we expect above average growth
in the range of 3.4% to 3.8% (annualized) in the second half of the year, in part due to the catchup effect following a weak first quarter. The annualized 2.9% contraction in the first quarter U.S.
GDP was among the worst of the postwar era and the only one of its size that did not occur
during a recession.7 The first quarter result, though weather- and inventory-related, still reflects
economic conditions that are fragile. The U.S. economy has not attained escape velocity and
thus is not immune to exogenous shocks, the probability of which may be increasing. However,
leading economic indicators, such as the purchasing managers’ surveys (both manufacturing and
non-manufacturing), continue to indicate significant economic expansion. Combined with recent
stronger than expected labor market data, the apparent increase in business investment and the
improvement in several housing sector indicators strengthen our view that growth is likely to
move up to above trend pace for the rest of 2014.
It is still important to put this short-term growth outlook for the U.S. into a broader context. The
fact is that the global economy is growing slowly and still dealing with the debt overhang that
resulted from the credit crisis in 2008, which has had a significant dampening effect on the
recovery. Since the crisis, households have slowly reduced their level of indebtedness, as
evidenced by the decline in debt as a percentage of disposable income to approximately 110% as
of March 31, 2014 from a high of over 130% reached in 2008.8 However, despite the existence of
low borrowing rates, households have not increased their borrowing in order to increase their
spending, rather they have ratcheted down their personal consumption to levels well below precrisis levels. Still, the growth rate of real consumption in the U.S. was 2.3% per annum from the
beginning of 2011 through the end of 2013, well above the growth rate of real household
income. This is attributable to a more than 20% increase in the ratio of household net wealth to
disposable income due to a substantial rise in asset prices created by quantitative easing.
According to a study by JP Morgan, real consumption growth would have been at 0.9% without
these wealth effects. This suggests that absent a pick-up in real household income growth, final
demand and the economy may be vulnerable to a decline in stock prices.9
While the household sector has been reluctant to increase borrowing, the corporate sector has
taken advantage of the low borrowing rates to either buy back stock or enter into merger or
acquisition activity. Corporations have also taken the opportunity to increase their bond
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issuance and extend the maturity of their current borrowings, essentially locking in lower long
term financing rates. In fact, companies issued $1.8 billion of bonds in the first half of the year
ended June 30, 2014, according to Standard and Poor’s, which was the best start to the year
since 2009 when the U.S. government had put incentives in place for companies to raise capital.
While companies have access to cash, they have not been investing in new plant or equipment.
Instead, they have used the proceeds to adjust their capital structure for the benefit of
shareholders and capex spending has been rather muted as a result.
We expect that the recent pick-up in the labor market and the slow recovery in the housing
market will eventually contribute to more sustainable consumption growth. This will give
companies the confidence to use some of the cash on their balance sheets to make much needed
investments. The increase in plant and equipment investment, which is less tethered to the
stock market than consumption, may be starting to happen as core capital expenditures are now
up 4.9% on a three-month annualized basis.10 In our view, higher fixed investment gains should
result in a more sustainable rate of economic growth.
Fixed Income
The debate in the markets continues to be on when the Federal Reserve will begin to raise the
Fed Funds rate, which is the policy rate that underpins everything; from mortgage loans to asset
prices in general. The effective Fed Funds rate stands at 0.10% as of June 2014 and it has
remained there since December 2008.11
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The question many investors are pondering is when real interest rates (inflation-adjusted) will
return to normal and, if so, what that normal level will be. According to PIMCO, the probability
of the real policy rate returning to pre-2008 “neutral” levels of 1%-2% (and equivalent nominal
rates of 3%-4%) is very low in the medium term. In their recent strategy piece entitled “The New
Neutral,” they suggest that the neutral real policy rate, which is neither expansionary nor
contractionary, will remain close to zero given the period of high leverage and low growth we are
experiencing today. A neutral Real Federal Funds Rate (RFFR) has significant investment
implications for financial markets. In this scenario, the yield on bonds across the maturity
spectrum would remain quite low.
The yield on the Treasury Inflation-Protected Securities (TIPS) reflects the average expected RFFR
adjusted over the term of the bond minus zero to ten basis points (the spread between the RFFR
and the comparable T-bill yield). The five-year Treasury Inflation-Protected Security (TIPS) has a 0.29% yield as of June, 2014 and the ten-year TIPS is yielding 0.4%.12 The five-year TIPS yield is
consistent with a zero neutral RFFR if it takes two years to reach it and with a 1% neutral RFFR if
it takes four years to reach it. The ten-year TIPS yield is consistent with a 1% neutral RFFR if such
an RFFR is attained in three years. Goldman Sachs estimates a higher neutral RFFR of slightly less
than 2% using both a macroeconomic model and the Blue Chip survey of economists’ and
strategists’ predictions of the nominal FFR, but the new Blue Chip survey does not reflect
expectations of actual market participants. The macroeconomic model provides only a point
estimate with a wide range of error (see Goldman Sachs, US Economics Analyst, June 6 and June
29, 2014).
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Assuming the real Federal Funds rate rises to the neutral level in three years starting in January
2015; TIPS yields imply a neutral real Fed Funds rate above zero, but below 1%. If the Fed
Funds rate were to increase marginally to a 0% to 1% real rate or a 2% to 3% nominal rate, we
expect that the equilibrium ten-year Treasury bond yield (from which the actual bond yield may
deviate temporarily) would remain range-bound between 3.1% and 4.1% (nominal) over the
next four years (61 to 161 basis points above its current level). If the equilibrium Treasury bond
yield remains at these levels, the tight credit spreads in the high level corporate bond market
and higher than average P/E ratios in the U.S. equity market may persist.
Non-U.S. Developed Economies and Markets

Source: Federal Reserve Bank of St. Louis

The environment of high debt, low growth and household deleveraging that persists in the U.S.
also exists in non-U.S.markets. Much has been made of the strong bond markets in Europe,
particularly the peripheral economies, such as Greece, Portugal and Ireland. Even some of the
troubled core economies, such as Italy and Spain, have seen their borrowing costs decline
significantly over the past year. This reflects both a reduced need for national governments to
back banks and the fact that despite the improvement in overall economic conditions for many
European markets, the growth rate of the region as a whole has been sluggish, with real GDP
growing at 0.8% in Q1. The Manufacturing Purchasing Managers Index (PMI) has held above 50
for a full year but at 51.8 in June, it was at its lowest level since November, according to Markit.
Eurozone (EZ) GDP growth is expected to range between 1.2% and 1.6% per annum through the
end of next year. In addition to the weak EZ recovery, core consumer price inflation has also
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been declining and recently reached a trailing 12-month rate of 0.5% in June, according to
Bloomberg. Thus, on an inflation-adjusted basis, real yields for many EZ markets remain higher
than those of the U.S. This fact has helped the euro remain stronger than many had anticipated
and partly accounts for the increased demand for bonds in the peripheral European markets.
The possibility of outright deflation presents a major risk since it could start the recovery by
creating an incentive to postpone spending.
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In June 2014 the European Central Bank (ECB), prompted by deflationary concerns, presented a
policy package that included cutting its main financing rate to 0.15% and its deposit rate to
-0.1% to encourage European banks to increase lending and to prevent the euro from being
overvalued against the dollar. In addition to these key rate cuts, the ECB announced up to €400
billion of low interest loans for European Banks with the same intention to kick-start the
economy. Finally, the ECB also indicated that they would consider even further actions such as
outright purchases of bonds (i.e., quantitative easing) if low inflation or deflation were to
persist. While the facilities are there for European banks to lend, they are unlikely to result in a
significant increase in credit growth given that many European banks are still trying to increase
their capital ratios in preparation for the upcoming bank stress tests to be conducted later this
year.
Progress on Banking Union: Prior to the height of the Eurozone (EZ) sovereign crisis, there was a
vicious circle created by national governments’ implied guarantee of their banks’ solvency.
These banks were also major holders of sovereign debt. Bank weakness would lead to
sovereign debt weakness which led to further bank weakness and started a new downward
cycle.
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In an effort to break this vicious circle, the European authorities in June of 2012 gave banking
union top priority. This would involve an EU-wide (not just an EZ-wide) financial backstop, a
common EU regulator and capitalization requirements and eventually a single deposit insurer.
The Single Regulation Mechanism (SRM) established by the European Parliament as part of the
banking union project provides for a single Regulation Board with strong bail-in powers, which
enable it to force stock and bond holders to bear the cost of bank rescue first, rather than
national governments. In addition to containing the negative bank–sovereign feedback loop, a
banking union would reduce the fragmentation which prevented accommodative monetary
policy by the ECB from being transmitted uniformly to all parts of the euro area. Because of
this fragmentation (associated with differences in bank resilience, deposit insurance and
oversight across countries), such monetary policy was less effective in the stress countries than
it was in the core countries, where it was least needed.
Even in the face of skepticism about details, the reaction of markets to the banking union
proposal has been very positive. Funding access and costs for peripheral banks have improved
significantly, as has their ability to extend credit. In addition, relative sovereign borrowing costs
of peripheral countries have fallen significantly, as evidenced by the declining yields on their
sovereign debt in relation to the German Bund.13
Market participants have been made aware of the opportunities offered by the creation of a
banking union. Mr. Drahgi and his colleagues have emphasized that following a banking union,
higher-yielding corporate loans in the periphery can be funded using cheap liquidity from the
core. Substantial progress has been made, but the requirements of a full-fledged banking union
have yet to be met.
There is a valid concern that the strong demand for peripheral country sovereigns is ahead of
the underlying fundamentals, the result of a search for yield dynamic prompted by
accommodative monetary policies in the developed world. At the same time, favorable market
conditions have created “a breathing space” in which necessary, but difficult, reform of the
financial sector can be effected. For example, there was significant concern about the
soundness of the Italian banking sector. This was exacerbated by questions about the fiscal
capacity of the Italian government and its ability to address solvency issues arising from the
ECB's stress tests of bank balance sheets. Negative surprises were feared, but now that
markets are supportive of bank funding and equity issuance in the current favorable
environment, these concerns have abated.14
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Such an improvement in the market appetite for bank stocks and bank paper since mid-2012 is
allowing authorities the time to strengthen the euro area banking system, part of which may be
insolvent or vulnerable to a run by depositors. The most likely scenario assumes that
fundamentals will eventually improve to validate current market pricing of bank security issues,
but this is by no means certain.
We cannot rule out a situation where, during a crisis, the markets re-fragment once it becomes
clear that there is not yet a credible central authority and funds to handle bank failures.15
Authorities today may be over reliant on the recent convergence in bank funding terms and
bank equity valuations across countries and thus depending largely on half measures.
However, based on the rigor of the ECB's ongoing comprehensive assessment of bank balance
sheets, the establishment of the ECB as a new single supervisor and the “legislative
momentum” cited in Mario Draghi’s April 12 IMF speech, we are guardedly optimistic that most
of the requirements for banking union will be met. According to Gordon and Ringe, a few
amendments to the existing legislation would put, “a reliable and realistic banking
union…within reach”.16
Eurozone (EZ) Equities: Absent possible reversals, once fragmentation is reduced and the legacy
balance sheet problems of individual banks are mostly resolved through credible bank union
and oversight, the EZ real GDP and earnings growth rates should pick up substantially in the
medium term. This favorable economic outlook is not adequately reflected in EZ equity prices.
Partly for this reason, European equities look more attractive than U.S. equities. With respect
to the current situation, there should be substantial margin expansion. After suffering earnings
declines from 2011 through 2013, companies in the S&P Europe 350 Stock Index are expected
to show an earnings rebound of 10.2% on average this year which compares favorably with the
7.8% earnings growth expected for U.S. stocks. At the end of the second quarter, European
stocks traded at a 23% discount to U.S. shares, compared to their historical average discount of
12%. The price earnings ratio for European stocks has risen from 12 to 18 since 2013 based on
15
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five years of average or normalized profits. By contrast, the valuation on U.S. equities based on
trailing five-year profits has increased substantially more. Finally, the equity risk premium (the
spread between the expected equity return and the yield on default free bonds) in the EZ is
much higher than that in the U.S.17
Japan: Despite more than 6% GDP growth in Q1, Japan’s economic recovery and its stock
market have stalled this year, as evidenced by the more than 4% GDP decline expected for Q2.
The Bank of Japan’s attempt to combat deflation via their recent quantitative easing program at
first led to a significant depreciation of the Yen versus the major currencies including the U.S.
dollar. The monetary stimulus was the first and easiest part of the economic plan instituted by
Prime Minister Shinzo Abe. The more difficult reforms required in the labor market, such as
immigration policy and tax policies, are still pending and on these points Japan has been less
aggressive. Japanese stocks are still reasonably priced and earnings outlooks, though uncertain,
justify a market weight. In the short term, we expect the Bank of Japan to ramp up its
expansionary measures to combat fiscal contribution.
China and the Emerging Markets
China’s stock market and economic growth have disappointed investors over the past year as
the government has tried to address the rapid growth in credit and investment in infrastructure
and real estate. In an effort to bring this growth under control the government allowed the
interbank rate to spike. Activity data suggest that Chinese growth bottomed in Q1 2014. The
Purchasing Managers Index data for subsequent months have been sequentially stronger. We
expect robust growth performance in the remainder of the year, bringing growth rates close to
the government target of 7.5%. This improvement is a result of major re-easing policies, a
weakened currency, a more aggressive fiscal policy that accelerates planned investment
projects, and a looser monetary stance. Additional expansionary measures may be introduced
during the remainder of the year with, for example, interest rate cuts. This would be in line
with the recent strong emphasis of the country’s leadership on commitment to achieving
official growth targets.18
Overall emerging market (EM) growth remains lackluster. The first half of 2014 was probably
the most disappointing in EM growth since the acute phase of the financial crisis. Much of the
slowing was attributable to the tightening of financial conditions in 2013 and early 2014 across
the emerging world. Recent manufacturing PMIs suggest that growth momentum rose in the
second quarter and should improve in the second half of the year. PMI data show that there
has been a substantial shift in the geographical momentum of EM growth from northwest to
southeast, with declines in Latin America and improvements in Asia. The significant pick-up in
17
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Chinese and Indian PMIs is important since these countries represent about 60% of the overall
EM GDP. Despite abnormal weakness in global growth in the first half of the year, we expect a
modest reacceleration in the second half which should support EM expansion. The consensus
estimate of 4% global GDP growth in the second half of 2014 should improve the position of
EMs in relation to the second half of 2013 when U.S. rates rose and global growth was still
below this level. Higher global GDP growth supports the demand for commodity and
manufactured goods exports upon which many EM countries are dependent.19 A neutral to
slight overweight in EM equities is justified not only by improved growth prospects but also by
macro adjustments which have made EMs more resilient to possible but less likely interest rate
shocks. There is also a compelling valuation case for EM equities. For example, earnings yields
are on average near a ten-year high. The cyclically-adjusted P/E ratio for EM stocks is 40%
below that of the U.S. market.20 Emerging Markets have significantly underperformed the U.S.
market since 2008, while substantially outperforming it in the prior decade, according to
Bloomberg.
Conclusion
We still think that global economic growth will be lower than normal, but persist longer than
normal because excess capacity is still higher than average five years after a cyclical trough.
Our base case scenario is that modest earnings growth and a constant/slightly increasing
valuation will produce a modest return for global stocks in 2014. We expect that a rebound in
the U.S., higher but below trend expansion in China and lackluster activity gains in most other
countries will contribute to moderate earnings growth.
With monetary policies starting to diverge around the world, the course of interest rates is
crucial. The UK is expected to raise policy rates and the U.S. to do so somewhat later while the
EZ and Japan will keep them near zero because of deflationary issues. We believe that the U.S.
Federal Reserve will only increase the policy rate gradually because of excess labor and plant
capacity, although the persistence of below target inflation is becoming uncertain. Reasonable
projections show that the optimal control rate advocated by Chairwoman, Janet Yellen, keeps
the nominal Fed Funds target below 2% through mid-2017, which should be sufficient to
prevent major P/E ratio contraction in the next three years.21
We are aligning our portfolios more defensively while not taking an outright bearish stance. In
our view, valuations in the developed global bond markets and in the U.S. equity market are
stretched when based on normalized interest rates and earnings. We are concerned that the
19
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economic recovery in the developed world is highly correlated with stock markets, given low
real wage income growth and the dependence of consumer demand on rising asset prices and
low interest rates. Rather than the effect of exogenous shock, we should be more concerned
about what corrections in the overall U.S. equity market or in certain European bonds and
equities might do to still fragile recoveries. For example, banking unification in Europe may not
be fully achieved if the recent weakness in European banking stocks continues and European
banks are unable to recapitalize by issuing shares. Thus far, strong equity and bond markets
have made it easy for Eurozone banks to strengthen their balance sheets with minimal
reductions in loans. Aggressive monetary expansion has stimulated U.S. GDP growth through
wealth effects on the consumer, not through the usual channels involving a lower cost of
capital and higher capital expenditures. The wealth effects due to large stock price
appreciation may prove ephemeral. Lower consumer expenditure growth may reduce
investment demand, even though the cost of capital remains low. There are a number of other
red flags that give us pause. These include investor reach for yield, narrow yield spreads,
pockets of speculation and increased M&A activity. A stock market correction of greater than
10% may result in a substantial decline in developed country GDP growth and validate lower
equity prices.
Valuation alone is not a catalyst and will not in and of itself cause a market correction. It does,
however, act as a constraint on long-term returns. For this reason, we are concerned that the
current level of the U.S. cyclically-adjusted P/E ratio will lead to minimal equity returns in the
subsequent decade. Even in 1987 and 2000, overvalued markets did not fall of their own
weight; rather they fell because complacent investors were unprepared for a sharp change in
market sentiment or because earnings fell short of inflated expectations.
With regard to investment quality bonds, our developed markets exposure tends to have lower
than market duration. However, the risk of a sharply steepening yield curve or a premature
increase in short-term rates in a relatively sluggish global economy may not be as great as many
believe. We expect the global bond market to be more volatile in the next year; to that extent
it may offer some buying opportunities.
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Important Information
All information contained herein is based on past performance and is not intended to be indicative of
future results. The indices used are unmanaged and return figures reflect the reinvestment of dividends
and earnings. There is no guarantee that historical risk and rate of return will persist in the future.
Any third-party information contained herein has been obtained from sources believed to be reliable;
however, no assurance can be given that all external information is correct. All market prices, data and
other information are not warranted as to completeness or accuracy, may not be audited information
and are subject to change without notice.
Statements in this commentary that are not historical facts are forward-looking statements based on the
investment team’s current expectations and assumptions of economic and other future conditions and
forecasts of future events, circumstances and results. Forward-looking statements are subject to risks
and uncertainties that could cause actual results to differ materially from those expressed or implied by
such statements.
The forecasts and opinions in this piece are provided for informational purposes only and may not
actually come to pass. The views and opinions expressed above are those of the portfolio management
team at the time of writing and are subject to market, economic and other conditions that may change
at any time, and, therefore, actual results may differ materially from those expected. They should not be
construed as recommendations to buy or sell securities in the asset classes or countries discussed.
The analysis provided should not be relied upon as the sole factor in an investment decision, but as
illustrations of broader economic themes.
We assume no obligation to update any forward-looking statement made by us or on our behalf as a
result of new information, future events or other factors.
The financial instruments described may not be suitable for all investors. All investments contain
associated inherent risks including possible loss of principal. Please be aware that portfolios may be
subject to certain additional risks. For details on additional risks, please review Drexel Morgan Capital
Advisers, Inc. Form ADV Part 2A.
Investment in alternative investment products requires that the investor meet certain suitability
standards, and therefore, investment in these alternative investment products may not be suitable for all
investors.
Investments in foreign markets entail special risks such as currency, political, economic, and market risks.
The risks of investing in emerging market countries are greater than the risks generally associated with
foreign investments.
This material does not constitute a recommendation to the suitability of any product or security and does
not constitute an offer to buy or sell any financial instrument or to participate in any trading strategy.
This material may not be reproduced, shown or quoted to members of the general public or used in
written form as sales literature.
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