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2014 Q4 Highlights and Year in Review

e [Economic data released during the last half of the year showed U.S. economic growth accelerating
from the weather induced contraction in the first quarter. Third quarter real (after inflation) U.S.
Gross Domestic Product (GDP) was particularly strong at 5.0% before moderating to 2.2% in the
fourth quarter. Employment data continued to show strong growth in the U.S. job market, with the
unemployment rate falling to 5.5%.

e U.S. stocks rebounded from an October swoon to post strong fourth quarter returns, capping off a
third consecutive year of positive double digit returns. Foreign stock market returns were positive
when measured in local currencies; however the strength of the U.S. dollar against major foreign
currencies overwhelmed foreign stock returns, resulting in negative returns for U.S. investors in
dollar terms. This was the general pattern for the fourth quarter as well as the full year.

e While small cap U.S. stocks generated higher returns than large caps during the fourth quarter, just
the opposite was true for the full year with large caps doing considerably better than small caps. In
foreign markets, after a fairly good performance in the first six months, there was no clear trend for
the last half of the year and the full year other than losses due to the strengthening U.S. dollar.

e Declining interest rates were a tail wind for U.S. REITs, which generated returns of almost 13% in
the fourth quarter and 28% for the full year, the best results for any of the asset classes we follow.
The sharp decline in the price of oil during the last half of 2014 was a major headwind for
commodities, resulting in double digit losses for both the quarter and the year. Please refer to the
table of index returns on the last page of this review for historical returns for various asset classes.

e With interest rates declining during most of the year, U.S. bonds generally posted positive returns for
the quarter and the year. The exception was U.S. high yield bonds and floating rate and leveraged
loans, which were negative for the fourth quarter and slightly positive for the year. In general, the
longer the maturity of the bonds, the higher the return during the last 12 months. The surging U.S.
dollar also hit foreign bonds hard during the fourth quarter and the year, resulting in losses.

e The U.S Federal Reserve Bank (the “Fed™) ended its purchases of U.S. Treasury and mortgage
backed bonds in October as it had communicated during the prior nine months. All indications are
that the Fed will raise interest rates at some point during 2015 as it begins to gradually normalize
monetary policy. In contrast, the Bank of Japan continued its aggressive monetary stimulus program
and the European Central Bank (ECB) said it would “do what it must” regarding monetary stimulus
in an attempt to jump start the moribund -Eurozone economy and combat deflation.

e As a result of the robust returns for stocks during the last three years, many clients’ portfolios are
overweight in equities and underweight in bonds. We will be rebalancing investment portfolios
during 2015 to pare back on investment risk as we approach the six anniversary of the bull market.
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Investment Recap

After a sharp decline in the first two weeks of October, U.S. stocks rallied to generate 5-10% returns
during the final three months of the year, while foreign stocks in both developed and emerging markets
generated mid-single digit losses. In a reversal of the trend during the first three quarters, U.S. small and
mid-cap stocks outperformed their large cap counterparts in the fourth quarter. For the full year,
however, U.S. large cap stocks posted returns of 13-14%, better than mid-cap stocks (10-13%), which in
turn were well ahead of small cap stocks (5-6%). Foreign stocks in developed and emerging markets
posted negative returns of -2% to -5% for the year, primarily due to the significant increase in the value
of the U.S. dollar compared with most foreign currencies.

The dollar appreciated nearly 15% versus the Euro and 12% versus the Japanese Yen in the last six
months of 2014, a significant rise in a relatively short period of time. Part of the increase in the value of
the U.S. dollar was attributed to the end of Quantitative Easing (QE) in the form of bond buying by the
Fed in October, whereas major foreign central banks continued to pursue extremely accommodative
monetary policies in an effort to push their already low interest rates even lower. The Bank of Japan
(BOJ) continued its aggressive policy of QE through rapid growth of the money supply and government
bond purchases. Not to be left behind, the ECB seemed ready to copy the Fed’s QE playbook as the head
of the ECB, Mario Draghi, vowed to “step up the pressure™ and “do what it must to raise inflation and
inflation expectations as fast as possible” to jump start growth and defeat deflation in the Eurozone. Most
economists and investors expect the ECB to launch a substantial government bond purchase program in
early 2015.

The strength in the dollar, together with the fefusal by OPEC to reduce oil production in the face of the
surge in U.S. oil production, led to a collapse in oil prices from roughly $105 per barrel in July to about
$50 per barrel at the end of the year. U.S. oil production in the last five years has increased from 5.5
million barrels per day in 2009 to about 9.0 million barrels per day in 2014 as a result of the revolution in
horizontal drilling and hydraulic fracturing in shale formations. The U.S. is now producing more oil than
at any time since the early 1970s when the massive Prudhoe Bay oil field on the north slope of Alaska
began production. The rapid decline of oil prices, record harvests of corn, soybeans, and other grains in
the U.S., weakness in metals prices, and the strength of the U.S. dollar led to significant losses for
commodity related investments. Master Limited Partnerships (MLPs) focused on the processing,
transportation, and storage of oil and natural gas lost more than 12% in the fourth quarter, but gained
about 5% for the year due to their robust returns earlier in the year. In contrast, U.S. REITs had returns of
nearly 13% for the quarter and 28% for the full year as they benefitted from the decline in interest rates.
This was a sharp reversal of the performance for REITSs in the face of rising interest rates during the last
nine months of 2013. Finally, managed futures funds were able to capitalize on the sharp decline in oil
and other commodity prices, as well as the strength in U.S. equities, to generate low double digit returns
in the fourth quarter and mid-teens returns for the full year.

Bonds in the U.S. rallied in the first half of October in the face of a sharp sell-off in stocks, but then
surrendered most of those gains to post low single digit gains for the quarter. With the yield on the ten
year U.S. Treasury bond declining from 3.0% at the beginning of the year to approximately 2.0% at the
end of 2014, high quality and longer maturity bonds enjoyed a substantial tail wind that resulted in
returns of up to 9% for the year. Generally, the returns for investment grade bonds during 2014 were
directly related to the maturity, or duration, of the bond. High yield bonds, however, posted modest
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