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In the third quarter, global equity and commodity markets rebounded from a weak prior quarter.
During the latter, Chairman Bernanke’s taper talk held back the advance in US equities and
contributed to a major decline in non-US equities, commodities, and global bonds. The market
recovery in the third quarter would have been stronger had there not been concerns that the US
government would be shut down after September 30, 2013.
Investment markets have become increasingly frustrated with the lack of leadership and governance
at the federal level in the US. However, US government shutdowns have been more frequent during
the last 32 years than commonly realized. During this period, Congress has only passed the entire
federal budget by the September 30 deadline four times. In addition, it has shut the government
down 17 times with relatively minimal effects on the US stock market. However, this shutdown is the
first since 1995/96.
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What is different this time is the degree of rancorous debate, polarization, and an unwillingness to
communicate on both sides. Moreover, attention has now shifted from closure of some parts of the
government, which occurred on October 1, to the possibility that the Treasury department will reach
the limit to its extraordinary measures to work around the debt ceiling on or about October 17 (this
date may be postponed to November 22).1 The ceiling on US federal debt, which has already been
hit, is a wholly arbitrary one. Only one other developed country, Denmark, has such a ceiling. The US
has gotten away with playing fast and loose with the debt ceiling once before in 2011. Its borrowing
costs fell, even though its debt was downgraded by S&P. In the words of Gideon Rachman in the
Financial Times, “This has bolstered inward looking complacency in Washington.”
In our opinion, once the Treasury can no longer use the extraordinary measures it is currently
employing, outright default is highly unlikely. The US government’s tax revenues substantially exceed
its interest obligations. Principal payments can be made through rollovers without violating the debt
service limit. The government is likely to prioritize interest payments on its debt, i.e., make most
other payments in arrears. To stay under the debt ceiling, a tightening of fiscal policy by almost 5% of
GDP would then need to occur rapidly. The reduced expenditures associated with this budget
tightening would cause a very deep recession, unless they were reversed quickly. Moving quickly to a
balanced budget, though self induced in this case, has effects similar to those of forced austerity in
Greece and Spain which were brought on by pressure from the IMF, the EU and the markets.
If such extreme fiscal tightening were anticipated by markets, or even if the government were to
delay payment on its obligations for a short period of time or incur technical defaults, expectations
and uncertainty would cause a substantial reduction in private sector final demand. Thus, going
substantially beyond the October 17 (November 22) deadline without raising the debt ceiling by a
credible amount would result in US GDP along with US equity markets and the dollar falling much
more than the US Treasury market.
US Economy and Markets
Despite the dysfunction in Washington D.C., the US economy continues to grow, albeit at a subpar
pace. Assuming the current debt ceiling debate does not result in severe fiscal tightening, we expect
this growth to continue and even improve in 2014 since the impact of the tax increase and across the
board spending cuts (sequester) enacted in 2013 are likely to weaken going forward. Evidence of this
can be seen in key economic indicators such as the improving Institute for Supply Management’s
Manufacturing and Non-Manufacturing surveys, rising capital goods orders and modestly falling
unemployment claims. In addition, the housing market continues to heal as evidenced by the 11.0%
increase in house prices for the year ended July 31, 2013, according to data provided by the Federal
Reserve Bank of St. Louis.
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This is the date the Treasury will exhaust its borrowing authority. The Treasury could conceivably continue normal
payment until the end of the month.
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While mortgage rates have trended higher over the last few months, they remain low by historical
standards and, in our view, should not pose a threat to the housing recovery. Combined with strong
equity market returns over the past year, house price increases are contributing to a positive “wealth
effect” that should bode well for improved consumer spending in 2014. Also contributing to our
positive outlook on consumer spending is the impact of lower gasoline prices which have benefited
from falling oil demand and the lack of military action in Syria. Finally, we expect that the US Federal
Reserve will maintain their accommodative stance given the recent nomination of Janet Yellen, who
has significant experience at the institution and who has been a supporter of the current policy. We
believe the extraordinary monetary support will likely continue (in whole or in part) given the
uncertainties surrounding the fiscal situation, the slower than expected improvement in the
employment picture and the fact that inflation is still well under control given the economy is not
operating at full capacity.
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We believe the US equity market is fairly valued, but not overvalued on an absolute basis, and we
favor US equities relative to US bonds on a forward looking total return basis. US small cap stocks
have led the US market higher while the defensive (yield oriented sectors) have trailed as bond
markets have declined. According to Bloomberg’s forward earnings data, the US equity market was
trading at a forward P/E of 15.3 as of September 30, 2013. While not expensive relative to history,
the increased multiple has come primarily from rising prices opposed to earnings increases.
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The US corporate sector is very healthy and is operating with record profit margins, but the growth
rate has slowed since 2011. This is not only due to subdued top line growth in the US economy, but
global revenues have been negatively impacted by another recession in Europe and slower growth in
the emerging economies. If there is a modest improvement in global growth, as expected in 2014,
earnings could again begin to rise and this would be good for valuations. This is especially true
outside the US where, as of September 30, 2013, the forward price earnings multiple for the UK is
12.9, for Europe Ex-UK 14.4, for Japan 14.6 and for emerging markets 11.2.2 While equity prices have
advanced in the past year, we believe that valuations are below extreme levels.
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While there continues to be Fed support in the bond market via the $85 billion/month bond purchase
program, a policy that has propped up both US Treasuries and US mortgage-backed securities, this
will not last forever. With the policy rate pegged at historically low levels and the back up in the tenyear yield that started in May, the yield curve has steepened quite significantly. Once the fiscal
uncertainty clears, we could see the yield curve steepen further. This would put further pressure on
Treasuries and Treasury Inflation Protected Securities (TIPS). Over the course of the last several
years, investment grade corporate bonds and high yield bonds have performed strongly and as bond
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yields started to reverse, these categories within the US bond market have held up best, particularly
those with shorter maturities. While US bonds may not provide as strong a return as they did in the
past few years, we believe they still play an important diversification role within portfolios and can
protect against growth disappointments.
Non-US Developed Economies and Markets
European growth seems to have bottomed and signs of positive growth are evident in the recent
Institutional Supply Management (ISM) and the Center for European Research (ZEW) surveys. Most
importantly, growth outside of Germany is starting to improve which suggests that economic growth
is broadening out. In the third quarter of 2013, the MSCI Europe ex-UK Index rose 14.4%,
outperforming the developed markets Index (MSCI EAFE) by 3.0%. The second quarter real GDP for
the Eurozone was -0.5% which, although negative, was an improvement over the prior -1.0%
contraction and a small indication of recovery. The Eurozone flash composite Purchasing Managers
Index (PMI) for August rose to 52.1, higher than the prior encouraging 51.5 reading, which also points
to improving economic activity, both in the manufacturing and non-manufacturing sectors. Spain and
Italy were among the top performing markets for the quarter returning 25.6% and 19.6%,
respectively, in USD terms, net of withholding taxes.3 The Italian markets remained surprisingly calm
after Italy’s former Prime Minister, Silvio Berlusconi, withdrew his ministers from the coalition with
Enrico Letta and threatened to derail the government. While this threat was eliminated in early
October, it remains to be seen whether the upcoming government bond auctions that roll over
portions of the maturing Italian debt will be successful.
In a recent Bank Credit Analyst conference held in New York on September 23-24, 2013, the Governor
of the Central Bank of Cyprus warned that, “The main problem with the euro area project is that for a
small fraction of euro member states (Germany, Austria, the Netherlands, Finland), the benefits of
membership outweigh the costs; for the rest, regrettably, the reverse is true. Because the euro area
is a loose confederation of states and the election cycles differ, there is always an election campaign
underway. As a result, each member state rewards and elects those leaders who extract the most
that they can from the whole.”4
Overall, Western Europe’s business cycle is about to transition to a recovery stage. However, the
region’s valuation discount seems to fairly reflect the remaining risks plaguing the region. There may
be some opportunities within the Eastern European as well as the Middle Eastern and African
markets which continue to trade at a significant discount compared to other emerging markets.
Lastly, small cap stocks in developed Europe seem attractively valued relative to their North American
peers.
Largely a result of accommodative monetary policy, Japan’s economy is beginning to exit from
deflation and growth is showing signs of revival. The Tokyo CPI Index ex Food & Energy continued its
gradual rise but was still in negative territory at -0.3%. Japan’s second quarter GDP grew 3.8% (1.2%
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on a year over year basis), primarily due to increased government expenditures for the national
defense budget. After a significant decline at the beginning of the year, the Japanese Yen stabilized
and finished the quarter at 97 versus the US dollar. Japanese ten-year government bond yields fell
from 0.86% in May to 0.69% in September,5 after the US Fed delayed the end of its quantitative
easing program. Like other regions around the world, the Tankan survey measuring business and
consumer confidence, is showing strength. Whether Japan will be able to sustain its recent above
trend growth remains to be seen, particularly as the government looks to increase tax revenue in
2014.
Emerging Economies and Markets
While US monetary policy has been a factor in the performance of emerging equity, bond and
currency markets, the underlying reason behind the weakness has been and continues to be
weakening economic growth. It is important to differentiate within the emerging markets and as a
result, we believe an active approach to security selection and country selection is prudent in an
environment where some economies are improving while others are still under pressure. The “taper
talk” in May led to a severe capital flight from all emerging markets. This was especially damaging to
those countries that depend on foreign capital for growth (i.e., those with the largest current account
and budget deficits – see Exhibit 2). The Federal Reserve’s decision not to taper prompted a strong
rally in the emerging markets in the third quarter, particularly those that suffered significant currency
losses. However, we feel that the Federal Reserve has only delayed the eventual start of the tapering
program and as such, these markets remain at risk.
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Within China, the largest and one of the fastest growing emerging markets, the main concerns of
leverage and misallocation of capital remain. The Bank Credit Analyst points out that while central
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government debt is low, non-public non-financial debt is close to 200% of GDP.6 Against this credit
concern, China is growing slower than it has in many years with real GDP measured in the second
quarter at an annualized 7.5% rate. However, there are signs that recent government attempts to
stimulate the economy are having a positive impact. The official Purchasing Managers Index for
China reached 51.1 while the HSBC Markit PMI index rose slightly in September to 50.2. Both figures
indicate that the economy is expanding again.
One of the key risks associated with China is the financial services sector given the likelihood of large
non performing loans resulting from poor capital allocation over the past five years. The Communist
Party leaders will meet in November to discuss and further implement reforms in the financial
services sector. One recently implemented reform in the sector was the removal of the bank lending
rate floor; this is poised to provide relief, in terms of borrowing costs, to the heavily indebted private
and local government sectors; it will also reduce the banks’ profit margins. As the financial sector
reforms progress further, the bank deposit rate ceiling is also expected to be removed which should
further squeeze the banks’ profit margins, but will also help rein in the so called wealth management
products as banks will offer more attractive deposit rates and attract capital.
From a valuation standpoint, emerging market equities are trading at relatively attractive levels on
the surface. However, two large segments of these economies (commodities and banks) are the
cheapest sectors and, in our view, have the highest risks. The higher quality sectors, such as
consumer staples, remain at elevated valuations. In addition, analysts have been reducing growth
rate projections for certain major emerging market economies, such as India, Russia and Turkey.
Some emerging market central banks are raising policy rates to attract capital and contain inflation.
Summary
We remain cautiously optimistic on global economic growth and global equity markets but guarded
on the US bond market. The tug of war between self-sustaining economic growth and the need for
continued support from the world’s central banks continues to be the primary dynamic driving global
markets. In our view, we are nearing the end of the extraordinary monetary stimulus era and
transitioning to a period of self sustaining growth, however, we are not there yet. While the Federal
Reserve postponed their decision to taper, they will resume at some point. Most global economies
are not operating at capacity and the pace of growth remains unsatisfactory and therefore continued
central bank support is warranted, in our opinion. In fact, at the Bank Credit Analyst’s New York
conference in September, former Treasury Secretary, Larry Summers, and former Vice Chairman of
the Board of Governors of the Federal Reserve, Donald Kohn, agreed that in a world of fiscal
constraints, expansionary monetary policy was warranted, especially if there was little evidence of
inflation.
The headwinds to faster growth included the austerity measures put in place in the US and in Europe
in order to stem the rise in public debt, and the slowing of internal growth within key emerging
market economies such as China and Brazil. There are signs in the US, Europe and China that these
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headwinds are becoming less severe and if this is the case, we would expect economic growth to
accelerate.
Given our outlook for increased growth in Europe and the US in 2014, as well as continued monetary
expansion in developed markets, we recommend that clients maintain their strategic global equity
weighting since the Federal Reserve is likely to taper bond purchases, especially if the US economy
picks up. We also recommend a continued tactical tilt toward shorter duration bonds.

James L. McCabe, Ph.D.
President

Mark E. McCarron, CFA
Chief Investment Strategist
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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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