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We are currently overweight risk generally. In stocks, this manifests itself in an overweight to
the asset class, to more cyclically-sensitive sectors, and to catalyst-driven, thematic
opportunities. In fixed income, the bias towards risk can be seen via an underweight to duration
and an overweight to credit including high yield. Alternative assets are being selected currently
with a tilt towards directional strategies that tend to do well in a rising-rate environment.
An overview and reasoning for these asset classes follows in this 2014 Second Half Big Picture
View. Additionally, we have included bonus content outlining the macro catalysts and relative
valuations of our top thematic investments. As always, the tone and direction of the BPV is to
provide insight into our strategy and reasoning, not to make a pitch as to what you should buy or
own. The BPV buttresses the strategy and allocations of our Core Satellite and Tactical
portfolios. The flow of the BPV is intended to be direct and summarized. If additional
information is desired, we would be happy to discuss our outlook and positioning further.
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ECONOMIC OUTLOOK

Global growth should
see a pick-up in the
second half of 2014

The U.S. saw
disappointing GDP
numbers in Q1, but
should have the best
momentum in H2

Uncertainty about
growth has declined.
The market
continues to move to
a more normalized
state, now five years
removed from the
crisis

The global economy had a dismal first quarter, but signs of lift are apparent.
The second half could show growth as high as 3.7%. There continues to be a
general sense that upside global growth is limited relative to past recoveries,
but that uncertainty has declined. Developed Markets have transitioned to a
safer, sounder and more sustainable second half of this expansion driven
increasingly by the private sector where deleveraging is largely complete. In
Emerging Markets, there is a crucial transition towards sustainable new
growth models that remains a work in progress. Most EM economies should
be able to bottom out in the second half and start to recover, but it will be DM
that produces the strongest economic acceleration in 2014.
Acceleration is showing up where last quarter’s disappointment was the
deepest; the US. The all-industry, global PMI readings are tracking towards a
solid 3% growth number in the short term. The fog of the financial crisis
continues to lift to a point where households and businesses are becoming
more open to borrowing and taking risk. There is probably upside risks to
many of the economic activity numbers that we track. Recent positives
include:


Industrial Production and U.S. Manufacturing are in modest uptrends
and U.S. economic growth appears resilient.



Consumer confidence is strong, consumption expenditures are
increasing and household debt service as a % of disposable income is
as low as it has been in 35 years.



Inflation has seen an uptick, but inflationary pressures like, velocity of
money, credit expansion, and wage growth, are still modest.



Vehicle sales, a major swing factor for overall GDP, are very strong.

US Personal Consumption Expenditures YoY

PCE is the Fed’s
primary measure of
inflation. While
generally subdued,
the recent uptick
needs to be watched

Source: Accuvest Global Advisors
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Household Debt Service Ratio (% of Personal Disposable Income)

The US consumer
has delivered and
may be poised for
credit expansion

Source: Accuvest Global Advisors

Consensus Forecasts - Real GDP (%Y/Y)

Real GDP Growth
Forecasts have been
revised higher for
select countries in
Europe, and revised
lower for the U.S.,
parts of LatAm and
some of Emerging
Europe

2012 (a)

2013 (a)

2014 (f)

Change in 2014
forecasts since
Jan. 1, 2014

Global

2.2

2.0

2.8

0.00

G10

1.4

1.2

1.9

-0.09

US

2.8

1.9

2.2

-0.40

Euro Area

-0.7

-0.4

1.1

0.10

Germany

0.7

0.4

2.0

0.30

France

0.0

0.2

0.8

-0.05

Italy

-2.4

-1.9

0.3

-0.20

Spain

-1.6

-1.2

1.0

0.40

UK

0.3

1.7

3.0

0.60

Japan

1.5

1.5

1.5

-0.10

Emerging (brics)

5.6

5.7

5.7

0.00

Asia

6.2

6.3

6.2

-0.13

China

7.7

7.7

7.4

-0.10

India

4.8

4.7

4.7

0.00

South Korea

2.3

3.0

3.6

0.10

2.7

2.5

1.9

-1.01

Brazil

Latin America

1.0

2.5

1.3

-1.00

Mexico

3.9

1.1

2.8

-0.63

EMEA

2.6

2.2

1.7

-1.01

Russia

3.4

1.3

0.5

-1.90

Turkey

2.2

4.0

3.0

-0.65

Poland

2.0

1.6

3.3

0.40

South Africa

2.5

1.9

1.9

-0.90

Source: Accuvest Global Advisors; Bloomberg
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US Industrial Production YoY Growth

Forward looking
activity indicators
show trends that are
quite positive for
economic growth.
Industrial Production
is a good example…

Source: Accuvest Global Advisors

US ISM Purchasing Managers Index

…As is the PMI data
series that is in-line
with 3%+ GDP
growth going
forward.

Source: Accuvest Global Advisors
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US Capacity Utilization as a % of Total US Capacity

Capacity utilization
shows strong activity,
but not to worrisome
degrees.

Source: Accuvest Global Advisors

US Retail Sales YoY Growth

And year-over-year
growth in retail sales
is running at a fairly
strong rate

Meanwhile, the
consumer has also
experienced
improvement in their
finances.

Source: Accuvest Global Advisors

Change in Non-Farm Payrolls

Employment
numbers have
improved…

Source: Accuvest Global Advisors
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US Personal Income Growth YoY

… as has income
growth

Source: Accuvest Global Advisors

Case Schiller 20 City Home Prices YoY Change

Home prices have
risen, but the
deceleration of this
trend will be
monitored

Source: Accuvest Global Advisors

30 Year Mortgage Rate

Mortgage rates
remain low and home
affordability is high

Source: Accuvest Global Advisors
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Velocity of Money – M2

Even with Fed policy
at historic levels of
accommodation, it
has not been
transmitted to higher
levels of money
supply or
transactions…

Source: Accuvest Global Advisors

US Loans as a % of US Deposits

…Nor has it shown
up yet in outsized
credit formation.
With inflationary
pressures contained,
the Fed policy is
likely to stay friendly
to the markets for an
extended period.

Source: Accuvest Global Advisors

USD is expected to
strengthen against
key majors and
against many EM
currencies

In looking at foreign exchange, our view is that the US Dollar should strengthen
against key majors and broadly against a global basket. Relative monetary policy
shows ECB and BoJ in a more accommodative stance. Lower EUR and JPY levels
should be the result. The gradual devaluation of the Yen is actually a theme that is
explored more fully later in this BPV. Certain EM currencies have strengthened
recently and dispersion in the performance of EM currencies vs. the USD should be
expected to continue. Precise selection of currencies is required and a more active
strategy is necessary to take advantage. In our opinion, this means that the broad
currency ETFs or even EM bond ETFs with a link to FX will not be rewarded in the
current environment. We are employing specific managers to work this area of the
portfolio.
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Japanese Yen – USDJPY

USD vs JPY
specifically could see
continuing strength.

Source: Accuvest Global Advisors

Euro – EURUSD

EUR vs USD has
held higher levels
than expectations,
but eventually lower
levels are likely to be
seen

Source: Accuvest Global Advisors

Mexican Peso – USDMXN

USD vs MXN shows
how a fundamentally
strong EM country
can see its currency
actually strengthen

Source: Accuvest Global Advisors
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The methodology for creating the FX Forecast table below takes into account fair
value evaluations that do not fully account for momentum and other supply and
demand technicals that cause overshoots. The broad call for near-term FX moves is
for JPY to continue its weakening trend and for USD to gain ground against other
majors, notably EUR.
FX Forecast for Year End 2014 – Currencies vs. the US Dollar

Year End FX
forecasts point
towards US Dollar
strength…versus
most major
currencies

Source: Accuvest Global Advisors
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EQUITIES

Stocks have reacted
well in countries
where central bank
policy is loose. That
environment is
expected to continue
in key parts of the
world.

Earnings growth has
picked up and could
surprise to the
upside. Valuations
are reasonable with
certain countries
showing opportunity

US equities have done exceptionally well for an extended time and they still have
attractive upside potential, particularly relative to bonds. As long as the Fed stays
accommodative and the economy shows some level of growth, US stocks can do
well. However, our bias has shifted to international equities. Japanese and European
markets can outperform going forward. Earnings recoveries have really just begun in
those regions, and in Japan there are structural reforms that add to the bullish outlook.
In addition, the driver of equity markets has been very loose monetary policy as
implemented by central banks. The relative ‘liquidity advantage’ seems to be in
Japan and Europe at present. As has been the case for almost 18 months, emerging
markets as a whole have been disappointing. Some individual countries within EM
have fundamental and valuation profiles that are very interesting, creating investment
opportunities in this more heterogeneous environment. Some EM stock markets have
been supported by the recently rally in EM currencies and bonds and a bounce back
in Chinese economic data.
We expect to maintain our overweight to stocks throughout the remainder of 2014.
There will undoubtedly be pullbacks and corrections over that time, but the tendency
is higher in both fundamentals and momentum. Upside is perhaps limited, but returns
still seem attractive relative to bonds. Some key rationale in our thinking;
-

Economic
momentum is likely
to pick up

-

Liquidity remains
exceptionally ample

-

Stocks vs bonds
relative valuations
augur strongly for
preference to equities
Earnings revisions
are trending positive,
with many upside
surprises. Sales
surprises will
increase with GDP
growth

Investor positioning
is underweight
stocks, implying a
pickup in demand

-

-

Economic momentum had waned somewhat, but downside surprises have
troughed and the market has not taken notice as evidenced by a complacent
bond market. PMI and other data indicate that economic growth has stabilized
and is improving slowly, supported by committed central banks.
That excess liquidity is another specific reason that equity markets are
supported and fueled for additional upside.
Valuations are not as cheap as they were, but they are not expensive. With the
decline in bond yields credit spreads would normally widen, but they did not.
This increases the equity risk premium to around 5.5% against fair value nearly
a point lower which is a very wide gap. The gap between FCF yields and junk
bond yields is also near all-time highs.
Earnings revisions are positive in the US for the first time in over 8 quarters,
and this is without sales surprises which should start as GDP growth strengthens
into year-end. The market’s reliance on a rerating of its PE multiple has been
reduced greatly if earnings can indeed grow. Consensus expectations are not
that high, so earnings beats and further revisions are possible.
Investor positioning seems to support higher levels as well, given the $2.1T
buybacks done by issuers, meaning by default institutional and retail weights
have reduced. On top of that, retail and institutional portfolios have sold $50B
of equities. US pension fund weights in equities are also quite depressed.
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Average Age of U.S. Durables
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Pent up demand for
capital equipment
and consumer
durables, currently at
the highest level in
30 years, should
support consumer
and business
spending
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0

0
Consumer Durables

Capital Equiptment

Average Age (Left Scale)

Non‐Res Structures

Residential Structure

Age Percentile ‐ Last 30 years (Right Scale)

Source: Accuvest Global Advisors

The United States has led the world in equity performance over the last 4 years. If
history is any indication, this outperformance is unlikely to persist indefinitely.
Importantly, maintaining global multi-factor equity exposure is vital to generating
attractive risk adjusted returns over a full market cycle.
5 Year Returns: U.S. Relative Performance

Opportunity exists in
looking outside the
US market for
countries that can
catch up given strong
fundamentals and
cheap valuations

Source: Accuvest Global Advisors
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Does a multi-style investment strategy add value when looking across a universe of
countries? The answer is yes.
To determine this, Dave Garff scoured historical research on factor effects, noting
that fundamental, momentum, risk and valuation factors are all backed by substantial
research. In most cases, however, the analysis is based on specific country markets
rather than across country markets. When evaluated across country equity markets,
all the factor groups generated positive performance, which was statistically
significant at the 99% level. When considering the relationship between the factors,
we learned that strong diversifying properties are driven by low to negative cross
factor-correlation.
Multi-factor Investing – Long Term Performance
The factors driving
market returns in
2013 and into H2’14
are not likely to
persist going
forward. A factor
balanced approach to
investing benefits
long-term investors

Source: Accuvest Global Advisors

Long/Short portfolios comprised of the countries with a combination of strong
fundamentals, strong momentum, lower risk and lower valuation generated
significant alpha (even after taking in to consideration implementation costs)
exhibiting extremely strong risk-adjusted returns.
Bottom-line: A multi-style approach to portfolio construction, using country ETFs as
implementation vehicles, creates portfolios that have been superior to long-only
benchmarks on an absolute and risk-adjusted basis
For more on this topic, please see Dave Garff’s whitepaper, “Multi-Style Global
Equity Investing: A Statistical Study on Combining Fundamentals, Momentum, Risk,
and Valuation for Improved Performance.”
http://accuvestblog.com/2014/02/21/multi-style-global-equity-investing/
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Sample Country Ranking Data – As of July 1, 2014
% Earnings
Growth Long-Term

Country

%MoM
Change in
YoY OECD

% 12-1
% 3 Month
Month Price
Price
Momentum Momentum

Political
Risk

FX
Valuation

P/E vs. 5
Year
P/E - 12 Mo
Average P/E
Trailing

Australia

8.18

-0.3

0.0

13.9

83.5

-1.7

16.4

Austria

21.14

-0.1

-1.1

11.4

83.5

-1.5

20.9

-0.2
8.2

Brazil

14.09

0.2

3.2

5.3

64.0

-4.9

14.7

1.9

Canada

9.68

0.1

5.5

21.1

86.0

-1.2

22.4

4.5

Chile

14.03

0.1

1.9

-5.3

76.5

0.8

20.4

0.6

China

14.17

0.0

3.4

10.8

57.0

4.7

9.8

-2.2

France

10.75

-0.1

0.6

21.0

68.5

-1.5

19.8

5.4

Germany

9.10

-0.3

0.5

21.4

85.5

-1.5

16.5

2.8

Hong Kong

8.99

-0.1

6.6

13.9

76.0

3.3

16.0

-0.2

India

14.77

0.0

12.9

21.5

61.0

3.8

19.0

1.4

Indonesia

12.59

-0.1

3.3

2.8

56.0

3.0

16.2

-0.3

Israel

8.64

0.7

-0.2

18.6

66.5

1.9

16.7

3.1

Italy

27.58

-0.1

-1.0

41.8

70.5

-1.5

32.4

18.8

Japan

9.72

-0.5

4.7

5.4

82.5

-2.2

15.2

-9.0

Korea

13.27

-0.1

1.1

9.2

78.5

3.0

10.5

-1.3

Malaysia

9.71

-0.1

0.8

3.4

72.5

2.0

17.1

-0.1

Mexico

11.08

0.2

5.6

1.4

67.5

4.6

24.8

3.6

Netherlands

13.35

-0.1

0.2

17.7

83.0

-1.5

20.0

3.4

Norway

10.35

0.2

9.3

22.6

89.0

3.9

12.4

0.1

Russia

-2.22

0.5

7.1

6.9

53.5

-1.9

5.5

-0.9

Singapore

9.39

-0.1

3.2

5.5

82.0

1.9

13.6

-0.2

South Africa

16.23

0.2

5.2

23.7

64.0

1.8

19.4

2.6

Spain

13.13

-0.1

7.2

45.5

70.0

-1.5

21.8

9.9

Sweden

11.22

0.0

0.7

20.7

86.5

0.6

15.8

0.0

Switzerland

7.61

-0.1

1.0

13.2

88.0

-2.8

19.0

0.7

Taiwan

12.46

-0.1

7.9

12.4

76.5

3.5

17.9

-2.2

Thailand

11.08

-0.1

6.5

-5.9

53.0

1.2

15.1

0.8

Turkey

12.44

0.2

12.5

5.5

52.5

0.6

12.0

1.3

United Kingdom

6.56

0.0

2.3

9.8

80.0

1.4

15.0

2.2

United States

11.35

0.2

4.7

20.5

80.5

3.4

19.0

2.3

Average

11.68

0.0

3.9

13.9

73.1

0.7

17.2

1.9

Median

11.15

-0.1

3.3

12.8

76.3

1.0

16.6

1.1

Max

27.58

0.7

12.9

45.5

89.0

4.7

32.4

18.8

Min

-2.22

-0.5

-1.1

-5.9

52.5

-4.9

5.5

-9.0

Source: Accuvest Global Advisors, MSCI
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Range of Returns among Countries – 2nd Quarter and YTD 2014

Dispersion of country
returns was large
from both a quarterly
and annual
perspective

Source: Accuvest Global Advisors
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S&P 500 Year End Forecast Table
2014 Close

2014 EPS

2000
1900
1900
1975
2020
1850
1900
1900
2075
2014
2014
1969
1963
2075
1850

$118.00
$116.00
$119.00
$117.75
$119.10
$119.00
$116.00

Bank of America
Bank of Montreal
Barclays
Citigroup
Credit Suisse
Deutsche Bank
Goldman Sachs
HSBC
JP Morgan
Morgan Stanley
Oppenheimer
Mean
Median
High
Low

The average year-end
forecast for S&P 500
price level is 1963
implying minimal
upside from current
levels

$120.00
$116.00
$115.00
$116.75
$117.00
$120.00
$115.00

Source: Accuvest Global Advisors

A wide range of asset
allocations are
recommended by
large banks. In all
cases, balance
remains critical

Asset Allocation Table
Firm

Stocks

Bonds

Cash

Alts

Bank of America

68%

30%

2%

0%

HSBC

27%

56%

10%

7%

Oppenheimer

60%

20%

15%

5%

UBS

45%

40%

10%

5%

Source: Accuvest Global Advisors

Strategy
 CST portfolios have overweight positions in equities. The relative
attractiveness of stocks versus bonds is clear. Economic fundamentals are
just strong enough to keep significant risks at bay while avoiding overheating
which would necessitate a change in central bank monetary policy. Systemic
risks seem reduced and tail risks have diminished.
 The country ranking methodology continues to direct positioning in a
significant way. Most recent overweights are in Developed Markets, but the
model is starting to show some emerging markets rise in the ranks. As
mentioned in this BPV, emerging markets currently have highly
differentiated profiles. The top/down methodology should be helpful in
positioning that can be rewarded.
 Country rotation methodologies and other relative value strategies will take
additional advantage of divergences that have become near extreme amongst
markets.
 Certain thematic exposures have been built up and create a big part of the
equity overweight. The current themes are reviewed in the second half of
this BPV
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Accuvest Core Equity – Portfolio

Source: Accuvest Global Advisors
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Accuvest Global Opportunities – Portfolio

Source: Accuvest Global Advisors
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FIXED INCOME
Interest rates have
surprised the market
so far in 2014,
declining nearly 50bp

A defensive position
remains warranted,
however, as rates will
normalize at higher
levels than today
Assuming some
degree of credit risk
can help offset the
low benchmark yields

Average forecast is
for a 3.36% 10-yr
Treasury yield by
year-end

We have been underweight bonds for a while and have been focused on
shorter maturities for some time. Yields have bottomed over the past couple
of years, but so far in 2014 they have fallen. At the beginning of the year, the
average forecast of 75 banks of brokers for the 10-year Treasury bond yield at
the end of 2014 was 3.40% (with the lowest forecast at 2.50%). Ten yield
treasuries yielded 3.03% on January 1, that yield has fallen to 2.53% as of the
end of June, illustrating again that forecasting short-term moves in the market
is a futile exercise. Still, higher would seem to be the longer term direction of
rates and a more defensive approach to high duration investments is
warranted. We continue to push risk, however, by owning more credit and
less treasury paper making the duration of our portfolio relatively lower.
Yields are low in developed economies, so there is not much additional value
to owning international bonds. In high yield, spreads are extremely tight, but
default rates are likely to remain muted as corporate behavior remains
conservative. Shorter duration and higher diversification are beneficial at this
point of the credit cycle for non-investment grade bonds.
10-Yr Treasury Yield Forecasts (75 forecasts)
Q1 14
Q2 14
Q3 14
Median Forecast
2.96
3.10
3.25
Average Forecast
2.95
3.09
3.23
High Forecast
3.50
3.76
3.81
Low Forecast
2.50
2.35
2.45

Q4 14
3.40
3.36
3.94
2.50

Q1 15
3.45
3.42
4.21
2.60

Source: Accuvest Global Advisors

Financial firms
remain committed to
their higher rate
forecast as there have
been minimal
changes since the
beginning of the
year, notwithstanding
the decline

Change in Forecasts since October 1, 2013
Q1 14
Q4 14
Median Forecast
-0.04
0.04
Average Forecast
-0.01
0.00
High Forecast
-0.43
-0.58
Low Forecast
0.30
-0.21
Source: Accuvest Global Advisors

10 Year Treasury Yield
10-Year Treasury
Yields ceased their
climb thus far in
2014. A resumption
to higher levels is
likely

Source: Accuvest Global Advisors

Accuvest Global Advisors

2014 Review

19

July 1, 2014
2 Year - 10 Year Treasury Yield Spread (Steepness)

The yield curve is
steep in 2s vs. 10s.
Compared to T-bills,
the curve is almost at
historic levels. If the
10-yr moves back up
as expected, this
spread will widen
back to extreme
levels. Eventually
the front-end will
dislodge and move
higher as well,
creating a bearish
flattener

Source: Accuvest Global Advisors

U.S. Yield Curve Shifts

The curve has lost
some of its steepness,
but can be expected
to widen again in
H2’14

12/31/2008
12/31/2010
12/31/2012
12/31/2013
6/30/2014

3‐Mo
0.08
0.13
0.04
0.06
0.02

2‐Yr
0.77
0.60
0.25
0.38
0.48

5‐Yr
1.55
2.01
0.72
1.71
1.65

10‐Yr
2.21
3.30
1.76
2.97
2.55

30‐Yr
2.68
4.34
2.95
3.90
3.38

Source: Accuvest Global Advisors
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BBB Corporate Bond Spreads

Spreads are fairly
tight in investment
grade credit, but still
have some cushion in
a low-rate
environment

Source: Accuvest Global Advisors

High Yield Bonds - Spread to Worst

HY bond spreads are
tight but still have
potential for
reasonable returns,
certainly versus
government paper.
Issuer quality is good
as the economy
improves and debt
has been refinanced
at low rates that
favor corporate
borrowers. Defaults
should be low

Source: Accuvest Global Advisors

Emerging Market Bond Spreads

Emerging market
credit seems to be
range-bound

Source: Accuvest Global Advisors
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Strategy
 The higher rates that the market has universally expected have not been seen
so far in 2014. This period should be viewed as a correction after a dramatic
rise in 2013 that only delays an eventual move higher. Consensus is strong in
this regard which is one key risk to the forecast.
 Investment grade exposure in the 2-5 year range will be built to take
advantage, at least modestly, of the steep yield curve at a time when rates
may move sideways for an extended period. Still, negative impacts will be
avoided if rates were to rise significantly.
 Greater exposures to lower quality credits are being built to fill some of the
gray area between stocks and bonds. Risk associated with an improving
economy and favorable credit metrics of corporate bond issuers is preferable
to taking straight-up interest rate risk. High yield and floating rate loans will
do fine if rates tick up gradually.
 In addition to the risk reduction implied in the previous bullets, we are
seeking more active management within an unconstrained fixed-income
universe. Active duration and credit management is paramount.
Accuvest Core Fixed Income – Portfolio
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Source: Accuvest Global Advisors
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ALTERNATIVES

Commodities have
outperformed
expectations so far in
2014.

Our commodity view remains neutral. As the economic cycle advances,
interest in this diversifying asset class may increase. China’s economic
restructuring reduces demand for commodities as well. Gold prices have
picked up somewhat but a sustainable trend still seems unlikely. Tepid
demand in regions that normally support prices, coupled with technicals that
are less than bullish are the main reasons to be neutral on commodities.
Energy products could see continued price increases, but this theme is being
played via equity positioning.
Best/Worst Commodities in 2014

Agricultural
commodities have
been a highlight in
2014

Source: Accuvest Global Advisors
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Broad Commodities

Commodities are
likely to be rangebound and trendless

Source: Accuvest Global Advisors

Oil Prices (WTI)
The energy market is
interesting with
differentiated pricing
around the world.
Higher levels are
being seen given
some geopolitical
turmoil

Source: Accuvest Global Advisors

Gold Prices
Gold prices have
found a degree of
support after a steep
decline. With a riskoff market mentality
and a strengthening
USD, a strong upside
trend seems unlikely

Source: Accuvest Global Advisors
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Alternative Strategies
are well positioned to
generate alpha;
specifically in
strategies that can do
well in a rising rate
environment

To us, optimal positioning in the alternative asset class, especially in the
current environment, means being diversified across alternative strategies that
have the flexibility to do well in a rising rate environment. Currently, this
means that we are overweight strategies such as Global Macro, Merger
Arbitrage and Market Neutral Equities.
Alternative Strategies - Asset Class Correlations
1
0.8
0.6
0.4
0.2
0
‐0.2
‐0.4

Correaltion to Global Equities

Correatlion to Aggregate Bonds

5 year

3 year

Correaltion to LT Treasuries

1 Year

Source: Accuvest Global Advisors

Cumulative Asset Class Returns
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Alternative Strategies

Global Equities
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Long Term Treasuries
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Source: Accuvest Global Advisors
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Alternative Strategy Returns – Year-to-Date UPDATED
12%
10%

10.7%
9.6%

9.6%

9.4%

9.3%

8%

6.5%

Directional strategies
with meaningful
exposure to credit
and or equities have
outperformed in 2014

6%

5.0%

4%

1.5%

2%

0.6%

0%
‐2%

‐2.1%
‐4%

Source: Accuvest Global Advisors, Hedgefundresearch.com, Lyxor

Strategy
 Fundamentals – The process of normalization will remain a powerful driver
of performance, bringing more opportunities to alternative strategies as an
asset class. Global Macro should benefit as global assets begin to trade based
on changes in traditional economic factors. Shifting correlations among
assets could prove difficult to navigate for CTAs.
Alternative Strategies
are dynamic and
should adjust to the
prevailing investment
environment

 Momentum – Momentum is generally positive for alternative strategies.
Momentum is has deteriorated for Long Short Equity strategies.
 Risk Contribution – Below average correlations and volatility result in
overweight allocations for Global Macro and Market Neutral. Above
average correlations and volatility result in underweight allocations for Longterm CTAs and Long Short Equity.
 Downside Risk – Analysis of Expected Returns, Correlations, and Return
Distribution suggests overweight allocations to Global Macro and Long Short
Equity, and underweight allocations to Long Term CTAs and Credit
Arbitrage.
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Accuvest Liquid Alternatives – Portfolio

Strategy
diversification is
paramount to
downside-risk
management

Attractive alternative
strategies offer
positive expected
returns, modest
volatility, and low
inter-strategy
correlation
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Thematic Value
An important sleeve of the CST portfolio is “Thematic Value” which attempts
to build exposure to market themes that have sustainable traction for a
medium- to longer-term timeframe. We are spending more effort outlining the
case for and drivers of some of these strategies. In this BPV we will focus on
Energy, Japanese stocks, and Financials. In each case, there is a focused
approach to implementation of the themes and therefore should not be
considered broad sector allocations.

Theme #1: Energy
Exposure to energy
investments benefit
from strong product
demand, outsized
cash flows, attractive
relative valuation,
and strong price
momentum

Growing global energy demand, an inflection point in free cash flows,
attractive valuations, positive late economic cycle performance, and recent
price momentum make the Energy sector one of our top thematic equity
allocations.
The Energy sector has a robust set of sub-industries that are driven by
different macro catalysts and fundamentals. Often, subsets of the Energy
sector are in competition with each other as crude oil transitions from
untapped resource to refined products.
A rotational and tactical approach to this macro theme and sector has been
effective. There are a wide range of subsectors and niche segments that have
shown periods of relative outperformance, allowing us to generate additional
alpha through consistent relative value analysis and tactical trading. We
rotated from Oil Refiners to Exploration and Production at opportunistic
moments. Recently, the Energy E&P industry outperformed as its earnings
multiple expanded. This rerating prompted a move towards global majors and
integrated oil & gas companies, the current exposure in portfolios. The
common thread is growing global energy demand which is the broad theme
and described herein. Portfolios have benefited from consistent exposure but
additionally through tactical rotation within the theme and sector broadly.
Emerging Demand

Economic recovery
globally as well as a
resumption of huge
EM demand has
driven the price for
oil higher

The global economic recovery and increasing energy demand from China and
India reduce downside risk in crude oil prices, a major driver of returns for the
sector as a whole. Developed economies, like the U.S., Europe, and Japan are
showing signs of sustainable economic growth, while economic data out of
China and India suggests renewed acceleration in growth and de-regulation.
China has led global energy demand growth, with consumption doubling from
4.6mbpd in 2000 to 9.98mbpd in 2013. Furthermore, non-OECD countries
constituted 50% of oil demand in 2013, up from 37% in 2000. Emerging
markets should continue to drive demand growth in the future. Incomes are
rising and Emerging Market per capita consumption remains low, especially
in China and India. This macro catalyst should help to keep a floor under
global energy prices.
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Motorization in
developing
economies is creating
oil demand that
outstrips new supply

More specifically, energy demand is supported by a “motorization” movement
in the East. Over the last 8 years 1.3 billion people have begun driving on a
regular basis. Over this period (2003-2011), global crude oil supply has
increased by 4 million barrels per day (mbpd). By comparison, the
“motorization” movement in the West witnessed 1.2 billion new drivers over
the 12 years ending 1972. Over this period global crude oil supply increased
by 30 million barrels per day. The current shortfall in new supply of crude oil
is a primary reason why oil prices are high, and helps to explain why oil prices
have not dropped as U.S. shale oil production has skyrocketed. Accordingly,
auto sales in China and India are key indicators to monitor for this investment
theme.

An Inflection Point in Free Cash Flows
While North American oil production has been strong, global oil production
has faltered even as capital expenditures and business investment has soared.
New oil supply is needed to replace steep annual declines from existing
production. On average, legacy production declines by 4-5% per year
globally. That is equal to approximately 4 mbpd at 2013 production levels.
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Existing oil supply is
declining without
replacement output
coming online. The
exception to this is
North America where
new energy sources
abound.

Supply growth has been stubbornly slow given long project lead times and
increased complexity/costs. Since 1999, exploration and production capex per
barrel has been rising nearly 11% per year.

New technologies
and accompanying
large capex burdens
have driven the cost
of getting oil out of
the ground much
higher

Over this time period, costs have outpaced revenues by 2-3% per year and
profitability has dropped 10-20%. Increasing supply has been expensive,
driving higher capex and lower free cash flow for the Energy sector.
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Profitability had been
declining for oil
producers for some
time as capex and
input costs were
growing.

Benefits from capex
and technology
investment are now
being seen.
Efficiencies are
improving and profits
are growing with
guidance pointing
higher.

After a 15 year boom in investment, it now appears that major oil companies
are prepared to reduce capex and focus on maximizing shareholders’ return on
investment. The decade plus of increasing capex has yielded powerful
innovations for the energy sector. Recent technological advances, like
horizontal drilling, seismic services, and subsea solutions, are expected to
have a meaningful impact on costs and profitability going forward. More
immediately, the Energy sector has started to reduce capex budgets, delay
projects, improve efficiencies, activate unproductive capital and dispose of
non-core assets. As a result, recent guidance projects a positive inflection
point in free cash flows and earnings.
Attractive Valuations
A key characteristic of the Energy sector theme is the attractive price. Energy
sector valuations are cheap on an absolute basis, as well as, relative to the
market and history. Historically, low valuations metrics, like the price to book
value ratio, have been effective indicators of future outperformance.

Energy stocks are
cheap relative to their
own history and to
the market as a
whole.
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The price to book ratio and price to earnings ratio for the Energy sector is
currently the 3rd and 2nd lowest sector valuations in the S&P 500. The U.S.
energy sector entered 2014 trading at 15x trailing earnings a 2.1x discount to
the S&P 500 as a whole. Currently, the Energy sector is trading at 16.7x
trailing earnings, a 1.1x discount to the S&P 500.
Parts of the energy
market are the
cheapest segments in
the S&P 500

Price to earnings multiples can quickly expand or contract. The Energy sector
appears poised for earnings multiple expansion after more than 15 years of
multiple contraction and bottoming. The chart below shows the Energy sector
P/E ratio (Green) and P/B ratio (Blue) since 1990.
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Expecting energy
P/E ratios to expand
is not unwarranted as
can be seen through
history

Late Cycle Commodity Outperformance
Commodities tend to outperform equities later in the economic cycle. The
chart below shows annualized average monthly total return by economic cycle
phase for the period of June 1972 to September 2013.

Commodities,
including energy,
tend to perform best
later in economic
cycles which we feel
the US economy is
entering now

Energy and base metals tend to outperform later in the economic cycle. The
next chart shows annualized average monthly total return by economic cycle
phase relative to equities. The look back period is from October 1986 to
September 2013.
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Energy commodities,
in particular, tend to
outperform in the
later stages of the
economic cycle

This suggests that an allocation to the energy sector may provide a margin of
safety if the global economy begins to stall. Many market strategists suggest
that only a cyclical recession can derail the current bull market in U.S.
equities. Sectors leveraged to the price of commodities may allow investors to
remain productively exposed to equities later in the economic cycle.
Strengthening Price Momentum
Energy is the best performing global sector during the first half of 2014. After
lagging most sectors for the majority of the current bull market, the Energy
sector has recently exhibited impressive relative strength.

Even though the
energy sector is
cheap, it has not
come through
declining prices. It is
the best performing
global sector so far in
2014.

This is a key development for a value focused theme as many investments that
appear cheap end up becoming even cheaper. Conversely, the energy sector
multiples have expanded smartly with the year to date rally. This suggests
that the value/discount built into the Energy sector is beginning to be realized
by the market.
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There is no “value
trap” in energy
equities as the sector
is cheap and has
earnings and price
momentum

Rotation through
segments within the
energy sector has
worked well and will
continue to be part of
the strategy

We have been consistently exposed to this theme since October 2013. After
tactfully rotating from Oil Refiners to Oil & Gas Exploration and Production,
we now see the most attractive risk adjusted exposure being Global Energy.
Relative to the Refiners and E&P allocations, the Global Energy Sector
investment carries heavier exposure to Integrated Oil & Gas companies as
well as European Majors. Total (TOT) and Statoil (STO), both European
majors, appear to have the strongest prospects for FCF growth while also
showing a discount for stronger long-term dividend growth.

Theme #2: Japan – Hedge Equity
Owning Japanese
stocks with the JPY
exposure hedged into
USD did not benefit
investors during Q1
2014

The trade became
crowded and fears of
an EM crisis drove
an inordinate
number of sellers
into JPY as a safe
haven

One of the most popular investment themes coming into 2014 was Hedged
Japanese equities (owning Japanese equities while simultaneously hedging out
the risk of the Japanese Yen weakening against the US Dollar). At its core,
this theme leaves investors long Japanese equities in US Dollar terms, not
Japanese Yen terms. This investment turned in very poor performance for the
first half of 2014. By the end of Q1 2014, Japanese equities had sold off
rather sharply and the US Dollar had weakened 2.01% versus the Yen. An
investor in the Hedged Japan Equity theme would have felt the 2% currency
loss as well as the 8.24% loss seen in the MSCI Japan Index during Q1 2014.
This 10.25% loss over 3 months helped to “reset” the trade and allowed for a
more attractive entry point for the thematic investment. We introduced
exposure to this theme in June of this year.
The underperformance in early 2014 can be attributed to a few factors. The
theme was crowded by the end of 2013, and after strong 2013 performance the
trade was meaningfully overbought, setting the stage for mean reversion and
profit taking. More so, the loss of 2013 momentum coincided with fears of an
Emerging Market (“Fragile Five”) currency crisis that escalated in January.
These concerns led to broad selling of emerging market investments,
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A 3% Sales Tax
increase changed
spending patterns
and increase investor
uncertainty

Expressing a positive
view on this theme
now after these
negatives have
worked into prices
seems opportunistic:

1- BoJ proactively
attempting to weaken
JPY
2- Valuations and
fundamentals are
quite attractive
3- Stock prices
appear to be
regaining momentum

strengthening the Japanese Yen as the global carry trade unwound.
Furthermore, a 3% sales tax increase in Japan’s went into effect in April. This
led to noise in economic data and uncertainty regarding the medium-term
trajectory of the Japanese economy and monetary policy.
We are attracted to the Hedge Japan Equity theme for three primary reasons.
First, the explicit policy of the Bank of Japan and Government of Japan is to
weaken the Yen, create asset price inflation, and support economic growth.
Importantly, the policies had a positive impact during 2013, and more
accommodative initiatives are expected in 2014 and beyond. Second,
valuations are attractive while fundamentals are strong. Third, near-term
equity price momentum is positive and accelerating.
Abenomics
Japan’s monetary accommodation, fiscal policy, and structural reforms have
been coined “Abenomics” after Japan’s Prime Minister Shinzo Abe.
Abenomics is a three arrowed multi-front attack on the deflation and slow
growth that has mired Japan for more than 15 years. The first arrow is
monetary accommodation (creating negative real interest rates, expanding the
central bank’s balance sheet, and weakening the Yen), the second arrow is
fiscal policy (corporate tax cuts), and the third arrow is structural reform
(industry de-regulation, increasing women in the workplace and incentivizing
investment). Importantly, the Bank of Japan and the Government of Japan are
coordinating their attack, a stark contrast to the level of US Congress and
Federal Reserve cooperation during the implementation of “Quantitative
Easing” in the United States. This is crucial as the BoJ and the Japanese
Government need to establish creditability for Abenomics and the associated
inflation target of 2%. Japan has an aging and traditionally risk adverse
population, so Abenomics needs to be aggressive and persistent to overcome
demographic pressures and break long standing expectations for deflation.
Monetary Policy

Japanese authorities
are very clear in
communicating their
desire to weaken JPY
in order to spark
growth and some
inflation

The primary objective of Japan’s monetary policy is inflation. Deflation can
lead to liquidity traps where cash is horded and growth disappears. Japan’s
“lost decade” (or more) is an example of the risks associated with a
deflationary spiral. Although short lived (so far), the Bank of Japan has
delivered price inflation. In April, prices for all items soared 3.4% from a
year earlier, while prices excluding food and energy rose 2.4%. The challenge
now is to maintain inflation long enough to change long term inflation
expectations.
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Japan ‐ CPI YoY ex Food & Energy
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Recent numbers
suggest that BoJ has
been successful in
creating some
inflation
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Inflation, and Yen weakness, allows the Bank of Japan to engineer negative
real interest rates (nominal interest rate minus inflation). Negative real
interest rates make it expensive to hold cash and low yielding fixed income
(like JGBs). This condition creates an incentive for investors and Japanese
household to allocate to riskier assets, like equities and real estate.
Furthermore, negative real interest rates benefit any business, households, or
government institutions that carry a debt burden as inflation can cover interest
expense and even some principal.

Japan ‐ Real 1 Year Interest Rate
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Relative to the other central banks, Japan has a more accommodative interest
rate policy. Not only are the Bank of Japan’s interest rates lower than other
central banks, the rates are expected to stay lower for longer. This relative
monetary policy and interest rate differential between the U.S. and Japan
should drive U.S. Dollar strength versus the Yen.

Accuvest Global Advisors

2014 Review

38

July 1, 2014

Central Bank Policy Interest Rates
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The biggest driver of
stock market returns
since the 2008 crisis
has been loose
monetary policy.
Currently, the BoJ
would be considered
the loosest
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A weaker Yen should benefit Japanese exporters. Japan’s primary exports
have fairly inelastic demand, meaning export prices usually do not need to
drop as much as the Yen depreciates, yielding higher profits for exporters.

Q4 2015 FX Forecast vs. USD
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Fiscal Policy

Fiscal reforms also
seem bullish for
Japanese stocks. A
more competitive
corporate tax rate
will help

On June 25th, Japan’s Prime Minister, Shinzo Abe, announced that the
government will aim to cut the corporate tax rate to below Germany’s levels.
According to Japan’s Finance Ministry, Germany’s effective corporate tax rate
was 29.55% as of Jan. 2013, and Abe projected that the final landing spot for
the corporate tax rate would be between 20%-29%. The Cabinet approved
plan to start cutting corporate taxes from FY2015, with aim of lowering level
to under 30% in a few years. Japan’s corporate tax rate is currently around
35.6%, and it is estimated that a 5% tax cut will improve TOPIX equity index
overall ROE by approximately 60bps.

Accuvest Global Advisors

2014 Review

39

July 1, 2014
Structural Reform
If structural reforms, the third arrow, are to have large effects, we would
expect to see it first in rising forecasts of real future growth and lower long
run inflation expectations. If inflation expectations fall at the same time as
growth forecasts rise, it would suggest that forecasters expect positive future
supply shocks.

Other reforms are
expected and could
add to the already
positive benefits seen
from early actions

Only the tip of the “third arrow” has been revealed, but these initial reforms
could have a meaningful impact on growth and consumption. Agriculture
reform, even given disappointments, should, on the margin; raise aggregate
disposable personal income by reducing subsides for inefficiency, and by
increasing consolidation of farmland, should allow agricultural households
easier access to accumulated illiquid wealth. Also, medical reforms should
raise households’ purchasing power, another implicit rise in disposable
income. In aggregate, the consumption effects of the announced reforms
could be significant.
While monetary and fiscal policy initiatives have been broadly outlined, the
structural reform arrow of Abenomics still remains largely undisclosed. It is
important that Prime Minister Abe and the Japanese Government use this
opportunity to strengthen the creditability of Japan’s inflation target. Prime
Minister Abe’s is expected to continue rolling out revamped growth initiatives
and reforms to generate new investor enthusiasm. New initiatives could
include immigration reform and enticing women into the workforce, two
moves that could help Japan overcome an aging population and shrinking
workforce.

Households and
Government
Pensions are a huge
source of potential
equity demand given
a massive
underweight to stocks

Enhancing the creditability of the BoJ and Government will help convince
Japanese households and the Government Pension Investment Fund (GPIF) to
re-allocate to risk assets and away from Japanese Government Bonds. Only
8% of aggregate Japanese household assets (roughly $15Tr) are invested in
equities. The Japanese government hopes that the NISA accounts (Nippon
Individual Savings Accounts) will draw approximately $250B into the
Japanese equity markets, while Nomura Research Institute estimates that it
could be as high as $690B. Furthermore, the GPIF raised their target equity
allocation from 18% to 26% at the end of 2013, and it is expected that this
equity allocation will continue to grow.
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Japanese Government Pension Investment Fund
Target Asset Allocation ‐ December 2013

Cash
Equity
Fixed Income

Abenomic’s Green Shoots
In late June, Japanese Prime Minister Shinzo Abe told reporters, “A virtuous
cycle is appearing in Japanese economy.” JP Morgan’s Head of Japan Equity
Research agrees, recently stating, “The private sector getting its mojo back.
Consumer spending led the economy last year, now business investment is
beginning to pick up. Businesses are retooling their factories, and wage
growth beginning to pick up.” Adding that, “Part time workers represent 40%
of all paychecks, and these part-time wages are growing at 6%” driving
domestic demand.

Growth,
consumption,
investment,
government
spending, and
exports are showing
signs of improvement
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Japan ‐ Real GDP Growth
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Additionally, average land prices for Japan’s three largest cities rose last year,
marking the first annual growth since 2008. Real estate transaction volume
rose 70% from 2012 to 2013. The 3% sales tax hike in April has created noise
in the Q1 and Q2 economic data, but it is important not to get caught in the
noise as Japan appears to be exhibiting sustainable economic acceleration.
Many economic indicators saw a spike before the April tax hike as demand
was pulled forward from future months into March. This has resulted in a
May and June drop in economic activity relative to March and April. The
noise in economic data should level out going into Q3. Regardless of the
noise, Japanese equities appear to be in an attractive position. Similar to the
set up for U.S. Equities around the announcement of QE2, either the economy
surges from here and equities rally, or the economy stalls and more aggressive
Abenomics is applied, and equities rally.

Japan ‐ Business Cycle Leading Indicators
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Valuations and Fundamentals
Japanese equities, as defined by the MSCI Japan Index, are attractive on an
absolute and relative basis. Out of a universe of 32 countries, Japan has the 5th
lowest price to book ratio (1.23x) and the 8th lowest price to cash earnings
ratio (7.20x). Relative to history, Japan has the #1 ranked value profile.
Japan’s current P/E ratio is 10.4x lower than its 5 year average P/E ratio.
Lastly, Japan’s forward P/E multiple is trading at a 10.6% discount to the
MSCI World, the largest discount in 20 years.

Current P/E vs. 5 Year Average P/E
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Meanwhile, growth fundamentals in Japan are strong and have room to
strengthen further. Out of 32 countries, Japan has the #1 ranked earnings per
share trend and the #2 ranked year-over-year growth in earnings.
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However, earnings
growth shows the
market to be one of
the best. In 2013, its
earnings growth was
indeed the best
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Year‐on‐Year Growth Trailing EPS
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country has the
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improve with greater
growth being the
outcome
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Importantly, there appears to be room for growth fundamentals to improve.
The Brookings Institute estimates that the Japanese economy has an output
gap of 4% to 10%. An output gap is the difference between a country’s
potential growth and actual growth. The effects of Abenomics are believed to
have closed this gap by 1%, leaving a meaningful gap still left to be closed.
Furthermore, Japan’s return on equity, a key fundamental indicator, appears to
have bottomed. The ROE of the MSCI Japan index currently rests at 8.46%,
28th ranked out 32 countries. While this ROE level is low relative to the rest
of the world, Japan’s ROE trend is impressive and there appears to be room
for a continuation of this trend.

Return on Equity ‐ Trend
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Price Momentum
The MSCI Japan Index (hedged for JPY currency risk) is up 8.4% since May
21st. This rally occurred after selling off more than 12% between January 1st
and April 14th. Additionally, Japanese companies bought back US$2 Billion
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worth of shares in in Q1 2014, a 54% increase from Q4 2013 and a strong sign
of attractive valuations. From a longer term perspective, we may have seen a
secular low in Japanese valuations and equity performance. The Price to
Book Value Ratio of Japan’s TOPIX Index contracted from 4.4x in December
1989 to 0.88 in September 2012. Over this same time period, a currency
hedged U.S. Investor in Japanese equities experienced a 75% loss. Since
September 2012 the Price to Book Ratio of the TOPIX Index has expanded
from 0.88 to 1.23, while gaining 80% through the end of 2013. After some
momentum consolidation in early 2014, this theme looks poised to push
higher on the back of share buybacks and unprecedented government
accommodations.

Theme #3: U.S. Banks
Banks are an equity
sector that would
benefit from a
normalization in
interest rates

Higher interest rates, a resilient U.S. economic recovery, and credit expansion
have been investment themes on our radar since 2012. The U.S. Financial
sector has been a thematic value investment in our portfolios since January
2014. Our initial attraction to the sector was valuations relative to history, as
well as, expectations for higher profitability driven by a normalization of
interest rates and an expansion in lending.

Bank valuations are
very attractive
relative to history and
the broader equity
market

In Q1 of 2014, the valuation profiles of both the U.S. Banking and Financial
Services industries were very attractive relative to history, expected earnings
growth, and downside risk.
Year to date, we have seen the S&P 500 Financial Services industry P/E Ratio
expand from 12x on January 1, 2014 to 22x as of June 30, 2014. This
multiple expansion is a sign of the market’s willingness to pay more for
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Diversified Financial
Services has seen
multiples expand
while U.S. Banks
remain attractively
priced

current and future earnings of businesses in the Financial Services industry.
This rapid multiple expansion was compounded by underwhelming earnings
in Q1 of 2014. By contract, the P/E ratio for the S&P 500 Commercial
Banking industry was 12.1x on January 1, 2014 and currently sits at 11.1x.
This multiple contraction was accentuated by better than expected Q1
earnings. This development prompted further analysis of the Financial sector
as a whole and resulted in a thematic value portfolio rotation from Financial
Services to a core position in U.S. Banks with a satellite allocation to Publicly
Listed Private Equity.
The rotation to U.S. Banks continues to appear logical for a variety of reasons.
First, Banks are in a relatively better position to benefit from a normalization
of interest rates (rate hikes). Higher interest rates, especially if higher interest
rates are driven by stronger economic growth, can drive higher Net Interest
Margins (NIM) for banks. Large banks earn 61% of revenue from interest
income, while banks with less than $1 billion in assets see 77% of revenue
driven by interest income. Second, a sustained economic recovery should
yield credit demand from businesses and consumers, propelling loan growth
for U.S. Banks. U.S. Banks horded deposits after the crisis, but have started to
modestly expand their loan portfolios over the last couple quarters.

Banks are nicely
positioned to
expanding lending
without risk of
becoming overleveraged

Loan growth recently
turned positive
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Mortgage lending
has seen slow growth
relative to
Commercial and
Industrial lending
and Commercial
Real Estate…

Third, credit expansion and a continued economic recovery should encourage
a strong real estate market. While, mortgage applications and mortgage loans
have seen slow growth, U.S. Bank balance sheets still carry meaningful
exposure to the U.S. real estate market.

Traditional Mortgage
demand is a key
indicator to watch

Lastly, as a result of the annually administered Fed “Stress Tests”, U.S. Banks
have reduced problem assets during the past few years through charge-offs,
write-downs and asset disposals. This has enhanced their ability to withstand
macroeconomic challenges compared with when they entered the financial
crisis.

Bank balance sheets
has extremely strong

As balance sheets improve, the increasing quality of the loan book should
improve value protection, reduce risk, and allow Banks to return capital to
shareholders via buybacks and dividends. The U.S. Banks tested in the most
recent Federal Reserve capital review are expected to raise dividend payout
ratios. Payout ratios are expected rise to about 25% this year and 27% in
2015, based on consensus estimates. Banks paid out about 23% of earnings in
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Dividend hikes and
share buyback
programs are
expected to increase
over the next few
years

2013 and 21% in 2012, an improvement from the 15% to 20% of 2011 and 5%
to 10% in 2010. These 30 U.S. Banks have historically returned 35% to 40%
of earnings through stock dividends. Banks announced more than $60 billion
of dividends and stock buybacks after the March 2014 release of the Fed’s
“Stress Test” results. Banks in this year’s test collectively received approval
to pay out about 60 percent of their estimated net income during the next four
quarters. That ratio is closer to the 69 percent that Banks were returning to
shareholders in 2005 before the crisis. Looking forward, the financial sector
appears to be increasingly exposed to key drivers of equity market returns:
share buybacks and increasing dividends.
Publicly Listed Private Equity

The best pure growth
play in the Financial
Sector…

While U.S. Banks appear poised for outperformance, the momentum has not
quite arrived. Accordingly, we complement our U.S. Banks allocation with a
satellite position in Publicly Listed Private Equity companies.
There are three varieties of publicly-traded private equity firms:
1. Firms that manage private equity funds and collect management and
performance fees. (KKR, Blackstone Group, Oaktree Capital)
2. Firms that simply invest their own capital in private companies.
(Wendel SA, Exor SpA, Reinet Investments SCA)
3. Firms that make debt and equity investments in private equity deals.
(American Capital, Main Street, Gladstone, Prospect)

Exposure to the
upside of Private
Equity Funds
without the capital
lock-up

Shareholders of the first group (KKR/BX/etc.) will receive the return on the
company’s participation in various private equity deals, plus a portion of
management and incentive fees that is not paid to the employees. This is the
subset of private equity companies we are most interested in.
The interest in this emerging segment of the Financial sector was sparked by
positive medium term price momentum, attractive valuations (currently
trading at a discount to diversified financial services and commercial banks),
strong fundamental growth (EPS in an uptrend and AUM growth has been
robust and is expected to continue), accurate exposure to Mergers &
Acquisitions and IPOs (a primary exit strategy for PE), and intelligent/active
investment in emerging markets (capital has been raised and locked up, but
3.4 years of dry powder remains as a result of waiting for more attractive
valuations).
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Private Equity Asset
Managers are
extremely cheap
relative to
Traditional Asset
Managers and the
broad market

Alternative asset managers (publicly listed private equity) trades at an average
of 11x their earnings, compared with a 16x multiple for their traditional asset
manager peers. This does not match their true value. At current stock prices,
investors pay for cash flows from existing funds, and are essentially receiving
economic benefit from private equity firms’ new funds for free.

The growth potential
of Publicly Listed
Private Equity pairs
nicely with the steady
growth profile of
Large U.S. Banks

The complicated way private equity firms calculate their earnings (expressed
as economic net income or distributable earnings instead of the more straight
forwards net profits attributable to shareholders) may be one of the reasons
listed alternative asset managers are being undervalued.
The strong volume of portfolio sales by private equity firms in recent months
on the back of receptive public and private markets and the resulting record
returns in their short history as publicly traded entities have begun to convince
investors of these firms’ potential.
In our opinion, alternative asset managers are the best pure growth play in
financial services, and nicely complement the earnings profile of traditional
commercial banks.
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General Disclosures
The material provided in this report is for informational use only and should not be seen as an offer to sell or as a solicitation of an offer to
purchase any security or to subscribe to any investment or advisory service. This information was obtained from the disclosed sources and is
believed to be reliable. The information is subject to change without notice. Accuvest Global Advisors does not guarantee the accuracy or
completeness of the information nor make any warranties with regard to the results that may be obtained from its use.
Debt and equity investments associated with certain foreign countries may involve increased volatility and risk due to, among others, political
risk, sovereign risk, economic quality, liquidity risk. Differences in the extent of these risks vary from country to country, among investment
instruments, and over time. Investing in non-U.S. securities, including ADRs, may entail certain risks. The securities of non-U.S. issuers may not
be registered with, nor subject to the reporting requirements of the U.S. Securities and Exchange Commission (SEC). There may be limited
information available on foreign securities. Foreign companies are generally not subject to uniform audit and reporting standards, practices and
requirements comparable to those of U.S. Securities. Some foreign companies may be less liquid and their prices more volatile than securities of
comparable U.S. companies. In addition, exchange rate movements may have an adverse effect on the value of an investment in a foreign stock
and its corresponding dividend payment for U.S. investors. Past performance is not indicative of future results. You should not assume that any
future performance of any security or country referred to in this Report will be profitable or equal to any corresponding performance levels that
might be provided. Investment risks are borne solely by the investor and not by AGA.
Where included in this report, MSCI sourced information is the exclusive property of AGA. Without prior written permission of MSCI, this
information and any other MSCI intellectual property may not be reproduced, re-disseminated or used to create any financial products, including
any indices. This information is provided on an "as is" basis. The user assumes the entire risk of any use made of this information. MSCI, its
affiliates and any third party involved in, or related to, computing or compiling the information hereby disclaim all warranties of originality,
accuracy, completeness, merchantability or fitness for a particular purpose with respect to any of this information. Without limiting any of the
foregoing, in no event shall MSCI, any of its affiliates or any third party involved in, or related to, computing or compiling the information have
any liability for any damages of any kind.
Certain names, words, titles, phrases, logos, icons, graphics or designs or other content in this Report are trade names, trademarks, or protected by
copyright laws. Any unauthorized re- transmission, copying or modification of trademarks and/or the contents of this Report may be a violation
of federal or other law that may apply to trademarks and/or copyrights and could subject the copier to legal action. Unless otherwise authorized,
no one has permission to copy, redistribute, reproduce, republish, store in any medium, retransmit, modify or make public or commercial use of,
in any form, the information contained in this Report.
Accuvest Global Advisors is registered with the SEC. All disclosures and marketing brochures are available upon request.

Accuvest Global Advisors

2014 Review

51

