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MODERN PORTFOLIO THEORY is recognized 
as one of the most important and influen-
tial economic theories of finance and in-
vestment. Developed by Harry Markowitz 
and published under the title "Portfolio 
Selection" in the 1952 Journal of Finance, 
MPT is based upon the idea that diversifi-
cation, or combining asset classes or styles 
that do not exactly correlate with one an-
other, enhances the risk/return character-
istics of a portfolio. Since it is difficult to 
consistently select the investment asset 
classes that will be the superior perform-
ers, an investor may be ensured of obtain-
ing the returns from top-performing asset 
classes via diversification. Likewise, diver-
sification protects an investor from the full 
brunt of negative investment performance 
and volatility from any single asset class. 

Yet, to say that modern portfolio theory 
has taken its lumps in recent years is an un-
derstatement.

During the financial crisis, seemingly 
every asset class with the exception of cash 
and U.S. Treasury bonds fell together, leav-
ing investors with few places to hide.

Fast forward to markets post crisis: 
U.S. equity returns have dominated those 
of most other asset classes. In fact, adding 
most kinds of bonds, commodities, hedge 
funds, international or emerging market 
equities to a portfolio mix has only reduced 
overall performance. 

Investors are inevitably questioning the 
benefits of diversification and the validity 
of MPT in the aftermath of these recent 
experiences. In a classic crucible moment, 
these foundational theories of portfolio 
management are being reexamined and 
challenged. 

Yet it would be a mistake to think diver-
sification is dead. Not every year is going to 
look like 2008 nor can we expect U.S. equity 
markets to have another stretch of sharply 
positive returns in isolation. Market cycles 
viewed over long-term time periods show 
how a diversified portfolio can help smooth 
out the inevitable market bumps, and often 
boosts risk-adjusted performance. A mix of 
assets can also help investors avoid costly 
psychological mistakes such as buying at 
market tops or selling at the lows. 
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Diversification’s Crucible continued

Important in today’s markets, diversification helps us avoid the trap of recency bias—that cognitive fallacy that our recent experience will be 
the baseline for what we experience in the future. Indeed, odds are pretty good that this year’s market will not look anything like last year. We 
by no means imply the S&P 500 is no longer a good place to invest; instead, we would offer the view that non-US equities are likely to perk up, 
and perhaps even outperform the S&P 500. A trend reversal may be in the offing, and is supported by long-term returns data.

S&P 500 AND MSCI EAFE HAVE TAKEN TURNS OUTPERFORMING

SOURCE: Bloomberg 12/31/2014.

FROM TO OUTPERFORMER BY

Apr–71 Mar–73 MSCI EAFE 62.2%

Mar–73 Oct–76 S&P 500 30.5%

Oct–76 Oct–80 MSCI EAFE 90.0%

Oct–80 Oct–82 S&P 500 34.1%

Oct–82 Feb–89 MSCI EAFE 409.4%

Feb–89 Aug–00 S&P 500 490.6%

Aug–00 Nov–07 MSCI EAFE 60.5%

Nov 07 Dec–14 S&P 500 64.4%

Beyond theory and trends, there are 
fundamental changes afoot in the global 
economy which reaffirms a need for 
diversification mixed with a heavy dose 
of caution. The Fed is likely to deliver the 
first rate hike since the crisis, while other 
major central banks are upping the ante on 
their easing programs. Structural reforms 
in Japan, China, India, and other emerging 
market countries are sure to grab headlines 
and debate. Adding to the navigational 
challenges for investors, inflation remains 
surprisingly low, the dollar is defying 
gravity, and oil prices have dropped 
through 2009 levels. To be sure, 2015 is set 
to have a complicated backdrop, but not 
one without opportunity.
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ECONOMIC DECOUPLING remains a prom-
inent theme around the globe as we head 
into 2015, but divergence among countries 
is hardly a new headline or phenomenon. 
Many of the differences in outlook today 
are a consequence of how individual coun-
tries dealt with credit imbalances that accu-
mulated prior to the global financial crisis. 
For example, the United States responded 
comprehensively to the bursting of its credit 
bubble—aggressively easing monetarily, ap-
plying fiscal stimulus to offset private sector 
deleveraging, and recapitalizing banks. The 
United Kingdom took a somewhat similar  
approach. A variety of factors, including 
institutional constraints on monetary and 
national fiscal policy and a fragmented, 

bank-centric financial system, have slowed 
the deleveraging process in the eurozone. 
Meanwhile, China weathered the global 
recession by investing heavily in real estate 
and manufacturing capacity. This tempo-
rarily lifted growth but left its economy 
overleveraged.

Even more than five years later, the out-
look for any individual country continues 
to hinge on the speed, breadth, and quali-
ty of adjustments made in the aftermath of 
the crisis. Reflecting their decisive action, 
the recoveries in the U.S. and UK are pro-
gressing at a respectable pace, setting the 
stage for the start of policy normalization 
this year. In contrast, the European Central 
Bank (ECB) will be pressured to act more 

forcefully to combat deflation. Japanese 
policymakers, who prioritized a 2% infla-
tion target in 2013, will be assessing the ef-
fectiveness of expanded monetary stimulus 
in reaching this goal. China is challenged 
with stabilizing growth at a more sustain-
able rate without worsening imbalances 
created by past stimulus. 

Despite the large differences among 
them, decoupled economies do not nec-
essarily spell disaster, but instead offer 
the kind of differentiated landscape that 
provides opportunity for asset allocators 
seeking investments with strengthening 
fundamen tals and attractive valuations,  
or catalysts to drive the aforementioned on 
the horizon.
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U.S. GDP HEATS UP AFTER POLAR VORTEX ENDS

SOURCE: Bloomberg 12/31/2014. 

Global Economic Overview: Dealing with Decoupling

WHILE 2014 WAS MEANT TO BE THE YEAR the 
U.S. economy reached escape velocity, the 
polar vortex in the first quarter iced those 
prospects, such that U.S. real gross domes-
tic product (GDP) looks to be wrapping 
up 2014 at a mediocre 2.5% annualized 
growth rate. Yet this growth understates the 
momentum inherent in the U.S. economy 
today. After a dismal start to the year, Q3 

GDP clocked in at a scorching 5%, thanks 
to recoveries in consumer and business 
spending. The six-month trend in payroll 
growth is now averaging 258,000 jobs per 
month, and wages are finally starting to 
rise. Business and consumer confidence 
measures are flirting with seven-year highs, 
and follow-through spending by both seg-
ments is on solid ground by most measures. 

U.S. banks have rebuilt their capital 
ratios, worked down bad loans, and have 
passed rigorous stress tests. While credit 
remains tight in the mortgage market, it is 
readily available for the rest of the economy. 
The housing market is no longer “fragile”: 
inventory clears quickly, prices are rising, 
people have faith in homes as an invest-
ment again, and foreclosures have dropped 

U.S. Economy: Get Ready for Liftoff
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CAPACITY UTILIZATION NEAR 80% SIGNALS EXPANSION LOOMING IN CAPEX SPENDING

SOURCE: Bloomberg 12/31/2014.

to easily digestible levels. Household bal-
ance sheets have also improved significant-
ly. The debt-to-income ratio is almost back 
to its pre-2000s bubble level, net worth has 
rebounded sharply, and most important, 
households have refinanced and termed out 
their debt so that service ratios are manage-
able even in a rising rate environment. Best 
of all, Washington has calmed down. After 
record tightening in the past three years, 
fiscal policy has turned neutral. Equally 
important, public outrage around the gov-
ernment shutdown in 2013 seems to have 
stopped the endless brinkmanship battles 
over basic things like passing and funding 
a budget.

While some are concerned a U.S. eco-
nomic recovery in its sixth year may be a bit 
long in the tooth, and must surely be poised 
for a reversal, we see none of the typical 
warning signs that such risk is on the hori-
zon. There are no obvious asset bubbles or 
signs of inflation. U.S. GDP is not built on 
a shaky foundation of overinvestment in in-
ventories or housing. A good chunk of U.S. 
growth is coming from accelerating con-
sumer spending on a broad swath of goods 
and services. While it is not likely to reach 

prior lofty levels due to the lingering mem-
ory of the debt crisis and a general increase 
in frugality, spending is supported by the 
rising consumer free cash flow, most recent-
ly goosed by lower energy prices. Business-
es are also investing more, boosting capex, 
with the tide turning away from hoarding 
cash or using it for stock buybacks and 
dividend payments. Capacity utilization, a 
capex leading indicator, is nearing the crit-
ical 80% level, which has historically meant 
demand is sufficiently high to warrant the 
expansion of capital investments. Prior un-
derinvestment in fixed assets and the old age 
of those assets also suggest a sustained ex-
pansion in capex.

For all these reasons, expectations for 
U.S. GDP growth in 2015 are clustered 
around a 3.0% to 3.5% annualized rate, with 
upside risk as confidence in the sustainabil-
ity of the economic recovery could trigger 
a virtuous cycle of confidence and more 
spending. While a tight labor market may 
trigger modest wage pressures, the risks 
of an inflation spike are low, especially in 
the context of weak commodities, a strong  
dollar, and disinflationary pressures from 
outside the U.S. 

While the dramatic decline in oil prices 
may impact regionalized areas that have been 
beneficiaries of the shale revolution in our 
country, overall the U.S. remains a net im-
porter of oil and so lower prices should be a 
boon to spending and investment. In many 
ways, sustained lower energy costs are a kind 
of stimulus package that the Federal Reserve 
or Congress could only dream about. 

While all expectations are for a liftoff 
from the zero bound in interest rates in 
2015, interest rate policy normalization is 
likely to take a slow and steady path that is 
manageable for the U.S. economy and the 
markets. Yet, as the date for liftoff approach-
es, disagreements among Fed officials are 
likely to grow, language will become more 
important, and market volatility should 
rise. We believe the Fed will be successful in 
conveying to markets a patient and gradual 
policy stance, and lower potential growth 
will warrant a lower terminal rate than in 
previous tightening cycles. While any shift 
of this kind may yield a bumpy ride for  
investors, it is unlikely to meaningfully  
impact the economic growth trajectory for 
the U.S., where the outlook is, by all accounts,  
full steam ahead. 
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form to renegotiate government debt, cut tax-
es, reverse pension cuts, and increase spend-
ing on public services.

While it is unlikely that the European 
economy as a whole will grow much above 
1% in 2015, we believe this year will mark the 
beginning of a sustainable recuperation of the 
euro zone economy and financial markets, 
thanks to the powerful combination of deci-
sive ECB action, lower oil prices, and a weak 
euro that will drive consumer demand and ex-
port growth. Furthermore, now that the ECB’s 
stress tests and asset quality review are com-
plete, there are early indications that banks are 
more willing to lend. 

Most imperative for sustainable long-term 
growth is structural reform. Spain and Portu-
gal have made incremental progress on critical 
reforms to improve competitiveness. In par-
ticular, they have shaken up the labor market, 
making it easier for companies to hire and fire 
workers, which should eventually lead to high-
er employment levels. Entrepreneurs were also 
given greater flexibility in setting wages, rather 
than having to comply with centralized agree-
ments. Finally, these administrations made 
bold moves to free up sheltered sectors. In 
Portugal, for example, the government took 
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DEFLATIONARY CONDITIONS DEMAND DECISIVE ACTION FROM DRAGHI

SOURCE: Bloomberg 12/31/2014.

Developed International Economies: Shock & Awe Required

IN CONTRAST TO THE U.S., the euro area econ-
omy is struggling to recover from the down-
turn caused by the double shock of the global 
financial crisis followed by the sovereign debt 
crisis and an insufficiently robust response 
by European policymakers, especially in the 
face of a renewed slowdown in 2014. We ex-
pect that will change in 2015, as the Europe-
an Central Bank (ECB) moves ever closer to 
a large-scale QE program, and fiscal austerity 
is reversed. 

To be sure, the European Central Bank has 
not been idle during the last two years. It has 
cut its benchmark interest rate seven times un-
der ECB President Draghi to its current low of 
0.05%, or effectively zero. It has also taken the 
virtually unprecedented step of introducing a 
negative interest rate on money that commer-
cial banks store at the central bank, to induce 
them to lend the funds. The ECB also began 
a mild form of quantitative easing focused on 
purchases of asset-backed securities. These 
moves, in combination with the Bank’s previ-
ously announced targeted long-term refinanc-
ing operation (TLTRO) program, are aimed 
to grow the ECB’s balance sheet substantially, 
following in the Fed’s footsteps. Unfortunately, 
for a variety of reasons, investors and consum-
ers alike view the central bank with a kind of 
“all talk, no action” skepticism such that large-
scale QE may be Europe’s only hope. 

While the decision to embark on a big 
bond-buying program is controversial and 
deeply unpopular with certain constituent 
countries, notably Germany, there are few 
alternatives given the stark reality of how 
close the euro zone is to outright deflation. 
In November 2014, the euro area posted an 
annualized inflation rate of 0.3%, marking 
the 14th straight month of sub–1% inflation 
and well below the ECB’s target of 2%. Euro 
zone manufacturing PMI stagnated to 50.6 
in December, close to its lowest reading in 14 
months. In addition, euro zone unemploy-
ment remains elevated at 11.5%, and is more 
than 20% in some peripheral economies. The 
unemployment rate is even higher among 
younger workers, which has led to social un-
rest and political fragmentation, with rapid 
growth in populist parties in many countries. 
Consider Greece, where the leftist Syriza party 
is likely to win elections this month on a plat-

significant steps to liberalize the electricity 
market, which should help lower energy costs 
for consumers. For now, politicians in Italy 
and France have lacked the political will to 
take on the interest groups that defend the sta-
tus quo, but times may be changing. 

An individual who could not be accused of 
lacking political will is Japanese Prime Minis-
ter Shinzo Abe. After winning a second term 
as prime minister in 2012, Abe promised that 
he would implement bold monetary policy, 
flexible fiscal policy, and a growth strategy 
that encouraged private investment, and with 
these three policy pillars, achieve results. His 
program of so-called “Abenomics” won ear-
ly positive marks, until derailed in 2014 by a 
planned 3% increase in the consumption tax 
that weighed on growth for longer than antic-
ipated. Cognizant of how pivotal this moment 
is for Japan, President Abe took swift action 
when the news broke that third quarter Japa-
nese GDP contracted by –0.5% following the 
second quarter’s –1.7% dip. He postponed un-
til April 2017 the consumption-tax increase 
that was set to go into effect in October 2015, 
and called and won new elections in Decem-
ber with the hopes of strengthening his hand 
politically to make it easier to implement key 
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China & Emerging Economies: Managing Deceleration 

THE PROLONGED DOWNSHIFT in China’s 
economic growth in recent years is due to 
a combination of factors. From a cyclical 
perspective, the tepid recovery in the glob-
al economy, the government’s anticorrup-
tion and austerity campaign, and regulators’ 
stricter control on credit growth and curbs 
on speculative housing demand have all 
weighed on economic growth. But more im-
portant, the overcapacity and oversupply in 
China’s real estate and manufacturing sec tors 
during the past decade have weighed on in-
vestment demand as there is little confidence 
that these asset bubbles can be unwound 
without a hard landing at best, or a major fi-
nancial market crisis at worst. 

The challenge for China is to attempt, 
through structural reform, to alter the coun-
try’s growth model strategically and lift the 
economy’s long-term potential growth, while 
also maintaining a relatively stable pace of 
growth. The key to rebalancing is to ensure 
that investment spending flows toward the 
most productive uses of capital, avoiding 

reforms in corporate taxes, agriculture, so-
cial security, and the labor markets. These 
moves are being complemented by aggres-
sive efforts on the part of the Bank of Ja-
pan, including QE of more than ¥80 tril-
lion ($700 billion) in annual net purchases, 
which include Japanese government bonds, 
exchange-traded funds, and real estate in-
vestment trusts. There is also the stimulus 
resulting from the reallocation of Japan’s 
Government Pension Investment Fund, the 
world’s largest pension fund, which will  
increase its holdings in domestic equities to 
25% from 12%. 

To be sure, there are challenges: exports 
have barely responded to the sharp depre-
ciation in the yen; Japan suffers from an 
unsustainable debt burden; and structur-
al reforms—the key “third arrow” of Prime 
Minister Shinzo Abe’s economic plan—have 
so far been underwhelming. While the Bank 
of Japan’s forecast for 1.5% GDP growth in 
2015 may be slightly too optimistic, and it 
is unlikely to achieve its 2% inflation target 
this year, Japan is as close as it has ever been 
to ending 15 years of deflation and economic 
drift, thanks to Abe's policies.
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misallocation and overinvestment in cer-
tain sectors. Policymakers have recently 
announced pro-market reforms, which are 
promising, as credit and investment will re-
spond more to market signals than to short-
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term policy targets or strict controls. Howev-
er, the transition is not free of risks. Normal 
swings in market-driven investment and credit 
flows coupled with the current high weight of 
investment spending in GDP growth could 
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easily cause a sharp economic slowdown. 
Gradual and flexible implementation of the 
reforms is critical. 

Given the central government’s healthy 
balance sheet and a low inflation outlook, 
policymakers still have some leeway, and 
we believe a guideline of about 7% growth 
for 2015 should be within reach. Small-
scale stimulus efforts should also help 
prevent a hard landing. One such example 
was a November move by the central bank 
to cut rates for the first time since 2012, 
highlighting the challenges in the econ-
omy but also suggesting the policy focus 
has shifted from aggressive reform to sta-
bilizing near-term growth.

As with China, nominal growth in 
many EM economies is likely to trend 
down in 2015, but improving current 
account imbalances and dissipating in-
flation pressure (leaving room for local 
monetary policy accommodation) make 
for better economic conditions compared 
to a year ago. While the Fed’s eventual 
monetary policy normalization could lead 
to heightened market volatility and in-
creased pressure on EM currencies, some 
countries will fare better than others. For 
example, as central bank policies diverge, 
satellites of the eurozone and Asia will 
have more latitude to cut interest rates to 
spur growth because of very accommoda-
tive policies from the ECB and BoJ.

Falling oil prices will benefit oil import-
ing countries through lower cost of living, 
easing inflation, as well as reduced current 
account and fiscal deficits. On the other 
hand, oil exporters, such as Russia, Brazil, 
South Africa and Middle East countries, 
will likely struggle with rising budget defi-
cits and downward pressure on currencies.

Perhaps most critical to the outlook 
for emerging market economies is follow 
through on the promise of leadership 
that marked a turning point in recent key 
EM elections. Market par ticipants will be 
looking for reforms that could lead to new 
growth opportunities and sustainable fis-
cal policy, as well as policy changes that 
bring about improve ments to corporate 
governance and cash flow. We are opti-
mistic about Asia and look forward to 
seeing positive changes in China, India, 
and Indonesia.

Global Market Outlook: Mature Optimism

THE GLOBAL EQUITY OUTLOOK FOR 2015 is moderately favorable in our view, although 
economic weakness in Europe, uncertainty about the pace of U.S. monetary tightening, 
geopolitical instability, and unexpected events—such as West Africa’s Ebola epidemic—
all have the potential to trigger pullbacks like those experienced in early and late 2014. 

On the positive side: corporate earnings continue to grind higher; interest rates, and 
inflation, remain low; and monetary conditions are still accommodative, especially in 
Europe and Japan. We expect the global economy to continue on its uneven upward 
trajectory, led by the U.S. While global equity valuations no longer offer the compel-
ling opportunities they did earlier in the bull market, they do not appear to be near the  
extremes that have preceded major bear markets in the past. 

U.S. World  
(ex-U.S.)
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Maximum 26.9 23.9 23.6 16 14.8 14 43.7

Minimum 9.1 8.4 8.6 3.1 6 7.1 9.4

Average 15.6 15.5 13.6 9.6 10.5 10.8 19.8

Current 16.7 13.1 14.6 6.1 12.6 13.9 12.5

Unlocked potential could mean gains for equity investors.

VALUATIONS REFLECT MATURING CYCLE  
BUT VALUE EXISTS IN POCKETS OF THE WORLD

SOURCE: Morningstar Direct 12/31/2014.

Returns are likely to be moderate going forward, however, as the global recovery and 
bull market continue to mature. In the U.S., where deleveraging and economic repair 
are fairly advanced, the Federal Reserve has successfully ended its quantitative easing 
program and will gradually try to raise short-term interest rates in 2015. This policy nor-
malization is unlikely to be without hiccups, given the unprecedented scope of monetary 
accommodation and our psychological reliance on it.

That said, earnings growth in the U.S. has been stellar this cycle despite modest eco-
nomic gains, as corporations have carefully managed labor and capital costs, resulting in 
record profit margins. With unemployment falling, labor costs are bound to increase in 
2015, but the pace should be manageable. Moderate sales growth and good cost manage-
ment could produce 5%–6% earnings growth in 2015, a modest deceleration from the 
8% growth we saw from S&P 500 companies in 2014. 

The Eurozone recovery, while shallow and sputtering, appears intact. Further easing 
by the ECB is likely, and easier fiscal policies in the core countries are now a possibility 
as economic weakness has spread even to Germany. Earnings growth, which has lagged 
the U.S., seems to have stabilized, and the potential for upside surprises is now greater. 
Europe is home to a host of well-run companies, and opportunities await those that can 
continue to drive productivity gains. 

As for Japan, Abe’s policies offer a mixed bag for investors, as the stimulus of low 
long-term interest rates and a cheap yen are offset by the risks of a highly indebted 
govern ment and an aging population, which makes growth hard to achieve. Equity in-
vestors will find upside in the growing adoption of more shareholder-friendly policies by 
Japanese corporations. We also see an increasing focus on productivity that could boost 
earnings for years to come. 



Page 8

A Trusted Partner for You and Your Family

35%

25%

15%

5%

-5%

-15%

-25%

-35%

-45%

-55%

-3.7
-0.7

5.8

-4.5 -4.6

7.1

-47.6

-12.5

1.6

25.2

1.4

10.0
6.8

0.7

10.3

-18.6

-13.5

5.3

1-year

5-year

10-year

MSCI EM MSCI BRIC MSCI Russia MSCI India MSCI China MSCI Brazil

EM RETURNS SHOW EVER INCREASING DISPERSION BY COUNTRY

SOURCE: MSCI 12/31/2014.

Emerging market equities lagged 
again in 2014, but there was great disper-
sion within markets. Countries such as  
India, Indonesia, the Philippines, and Thai-
land outperformed, while other markets,  
including Russia, Greece, China, and South 
Korea, struggled. Besides those impact-
ed by the obvious geopolitical risks, some 
emerging markets experienced a drag 
from margin pressures on rising unit labor  
costs, though that adjustment has now 
been calibrated. 

Collectively, emerging equities ap-
pear attractively valued compared with 
the U.S. market, given long-term growth 
expectations. Going forward, the relative 
attractiveness of emerging market com-
panies is likely to be tied predominately to 
stock-specific factors, such as their expo-
sure (positive or negative) to global com-
modity prices. So, a selective approach is 
warranted, but there is good reason for op-
timism about reforms taking place in Chi-
na, India, Mexico, and elsewhere. 

For U.S.–based investors, one particu lar 
concern is the strength of the U.S. dol lar, 
which on a trade-weighted basis rose al-
most 13% against other major global cur-
rencies in 2014. We expect the dollar to 
remain firm in 2015 as the Fed begins to 
normalize interest rates, but gains should 
be more moderate than in 2014. 
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Fixed income performance was resil-
ient in 2014, defying conventional wisdom 
that yields would rise globally as the Fed-
eral Reserve wound down its as set pur-
chase program. A cloudier global growth 
outlook, generally subdued inflation, and 
geopolitical unrest revived demand for 
bonds. In addition, a continued deluge of 
low-cost liquidity from the world’s major 
central banks kept downward pressure on 
yields. But as we head into 2015, mone-
tary policies are becoming less synchro-

nized, adding complexity to the investment 
environment. 

With the Fed’s third round of QE finished, 
attention has turned to the prospective timing 
and path of rate hikes. Since the global finan-
cial crisis, market participants have enjoyed 
startling policy clarity. When the Fed drops 
its longstanding commitment to keep interest 
rates near zero for “a considerable time,” it will 
mark the end of this era. Greater uncertainty 
should be reflected in an increase in risk pre-
miums and higher volatility. 
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The impact of tightening in the U.S. will 
be partially mitigated by ongoing easing 
actions in the eurozone and Japan. Still, 
it will remove liquidity from global mar-
kets on a net basis. The “taper tantrum” of 
2013 demonstrated that the mere threat of 
a reduction has the potential to destabilize 
markets across the risk spectrum. As the 
Fed’s monetary support recedes, there will 
still be opportunities in sovereign, credit, 
and currency markets, but investors will 
need to be more discriminating. 

Global growth concerns could moder-
ate a rise in U.S. rates in the absence of an 
inflationary shock or a policy misstep. The 
comparatively low yields of German bonds 
and other top-tier sovereigns will also sus-
tain demand for Treasuries. But a higher 
10–year yield seems reasonable if the U.S. 
economy maintains its momentum. 

As for credit, despite rising somewhat 
in recent weeks, risk premiums in credit 
markets are not far from multiyear lows. 
Combined with low underlying rates, tight 
spreads at the sector level limit upside po-
tential and increase downside risk. This is 
especially true within the investment grade 
market. High yield has made more of a cor-
rection, and fundamentals still argue for 
a muted default rate. Bank loans can be a 
more defensive way to play decent high yield 
fundamentals, with negligible duration and 
lower volatility than fixed rate bonds. That 
said, bank loans can be less liquid than high 
yield bonds.

Turning to emerging market debt, sover-
eign and corporate debt from the develop-
ing world continue to provide yield premi-
ums over similarly rated developed market 
assets. But similar to 2014, we expect perfor-
mance to remain uneven given numerous 
idiosyncratic stories and dissimilar growth 
prospects, necessitating careful analysis of 
countries and companies.

Within the alternatives space, commod-
ities appear the weakest link, as U.S. dollar 
strength and robust supplies of everything 
from oil to wheat have crushed investors 
in the space. The freefall in oil prices in the 
third and fourth quarter of 2014 has been 
nothing short of astounding, as current 
pricing defies even the most conservative 
assessment of shifting supply and demand 
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dynamics. While consensus is building for 
a stabilization and increase in prices back to 
a mid–$60–$70 level by sometime next year, 
there is an unbelievable amount of caution 
around energy positioning now that the 
bottom has dropped out. 

It is just these kinds of markets which 
align well for hedge fund strategies, particu-
larly global macro strategies that can benefit 
from the assertion of trends in commodi-
ties and currencies. Event driven strategies 
are also well positioned for the continued 
growth and fundamental normalization of 
the U.S. economy. As the macroeconomic 
divergence between the U.S., Europe, and 
Asia continues to expand into 2015, flexible, 
tactical strategies which are able to adapt to 
fluid developments in markets and position 
investors to benefit from these powerful dy-
namics are likely to attract investor capital. 

Rounding out the alternatives space, 
REITs took the top spot among all asset 
classes in 2014, supported by a reprieve in 
the path of higher interest rates, and insa-
tiable demand for yield and exposure to 
commercial real estate. While improving 
fundamentals in the U.S. economy should 
help support REIT prices in 2015, their 
sharp run-up has left some feeling like this 
improvement has already been priced into 
valuations. An increase in yields in the 
bond market would create an additional 

catalyst for profit taking, as yield-focused in-
vestors may look to reallocate to the areas of 
the market with the most attractive trade-off 
on a risk basis. Of course, at this juncture, 
REITs still present a relative yield advantage, 
and as such, there will be a natural floor for 
assets in the space.

In summary, we are entering a period of 
greater uncertainty, as markets contend with 
the prospect of reduced Fed largesse at a 
time when global growth is fragile and geo-
political risks abound. We anticipate higher 
volatility in rates, spreads, and currencies, 
and there could be dislocations in corners 
of the markets where the reach for yield has 
led to crowded positioning. Our diversified 
portfolio strategies should help weather the 
risks and challenges in the global economy, 
by providing a breadth of exposures. Our 
flexibil ity to review and adjust our allocation 
of capital will allow us to be open to oppor-
tunities as they are presented in what is likely 
to be a year of shifting terrains. 
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