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Executive Summary 

 Interest rates declined slightly in the first quarter even as the Fed scaled back QE3, 
pushing the Barclays Aggregate index to a 1.8% return. Global equities shook off 
growth and geopolitical concerns with the MSCI ACWI index returning 1.1%. The most 
notable feature though was the reversal in relative regional, size and style performance 
in March.   

 While growth in developed economies eased somewhat in the first quarter, this 
appears weather related, and consensus forecasts remain upbeat.  The potential exists 
for further currency declines and a larger growth slowdown in emerging economies 
given imbalances, although this could be offset by stronger exports.  

 The Fed appears likely to end QE3 in 2014.  However, bond markets suggest that the 
Fed is likely to maintain its target rate at zero until mid-2015.  Tighter US monetary 
policy could be offset by further easing in Europe and Japan.  Overall, we characterize 
monetary policy as supportive of risky assets.  

 While we have concerns about bullish sentiment, we continue to favor growth assets to 
defensive assets.  The MSCI World index  P/E is in-line with the long-term median and 
is priced to provide a healthy risk premium to bonds.  US equities are expensive, but 
the macro environment remains supportive of profitability. Better values are available in 
foreign developed markets and there is greater potential for earnings growth.  

 Emerging market equities appear to price a downbeat economic view, and valuations 
appear very attractive relative to the developed world. However, the cheap valuations 
are narrowly-based, driven by just a few sectors. We still favor EM stocks to developed 
equities, but it is too early to say whether the outperformance of emerging markets in 
March marked a shift or will prove temporary. 

 Given the favorable economic outlook, we continue to prefer investment-grade 
corporate bonds over Treasuries, but tight spreads leave limited upside. We maintain a 
preference for high yield over Treasuries as economic conditions warrant a below 
average spread. However, high yield bonds have little upside, and we prefer the more 
symmetric return distribution of global equities. We continue to recommend a strategic 
allocation to local currency emerging debt, but  further currency losses are a short-term 
risk. 

 We believe the environment for active management should be favorable in the coming 
years. Easing macro risks have led to greater dispersion of security and asset class 
returns, a trend which we expect to continue. Divergences in global economies and 
policies should also provide scope for alpha. To capture these opportunities, we would 
advise a more flexible, high conviction approach to active management, such as 
unconstrained managers, multi-asset managers and hedge funds. With traditional 
assets priced to provide weaker returns, we think real assets and private equity 
investors should benefit from diversification and another source of alpha.  
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Market commentary  
April 2014 
Global equity markets rose modestly in the first quarter with the MSCI ACWI 
index returning 1.1%, although that masked an increase in volatility within the 
quarter. Markets declined in January before turning positive in February and 
March. Confounding the consensus, bonds enjoyed a rebound from a difficult 
2013 as intermediate and long-term interest rates declined and credit spreads 
contracted. The Barclays Aggregate Bond index returned 1.8%, nearly 
recovering its 2.0% loss from 2013. 
An interesting feature in the quarter was the sharp reversal in relative regional, 
size and style performance. January and February mostly marked a 
continuation of 2013: emerging markets substantially lagged domestic equities, 
small-caps outpaced large-caps, and growth (especially small and mid-cap) 
outperformed value. Those trends reversed in March. For example, through 
February, the S&P 500 was up 1.0% for the year, while emerging market 
stocks were down 3.4%.  However, emerging markets outperformed the S&P 
500 by 230 basis points in March, and this trend has continued into the first two 
weeks of April. Most of the performance advantage of small-caps in 2013 and 
early 2014 came from more speculative stocks (biotech, social media, etc.) in 
the small-cap growth universe. The Russell 2000 Growth index earned 47% 
from January 2013 through February 2014, 16 percentage points better than 
the Russell Top 200 (large-cap) Value index.  The Russell 2000 Growth index 
fell 2.5% in March, while the large-cap value index rose 2.7%, recouping a third 
of the underperformance from the prior 14 months. As with emerging markets 
versus the US, this reversal has extended into April. 
The reasons behind the relative shift in geographic and style and size 
performance are unclear, and it remains to be seen whether this represents a 
short-term blip or the beginning of new market leadership. There are 
indications that the moves have at least been amplified by long/short hedge 
funds unwinding positions, suggesting the potential for reversal. However, it 
also hints at a greater focus on valuations over momentum and growth—one 
theme that cut across geographies and styles was that cheap stocks performed 
better than expensive stocks.  This could signal that patient, valuation-oriented 
investors will be better rewarded than they have been in the recent past. 
While we saw interesting divergences within markets, there was little in the way 
of surprises on the economic or monetary policy fronts. Growth in the US was 
slower than expected in the first quarter, but economists and markets seem to 
have attributed the underperformance to severe winter weather. Comments by 
Janet Yellen and other Fed members generated some volatility, but 
expectations for Fed tightening barely changed. The reduction in bond 
purchases, which began in January, did not appear to have a material impact 
on markets as indicated by the decline in longer-term yields. Outside the US, 

  
 

expectations for growth in the UK have improved significantly and the 
Eurozone should benefit from stable financial conditions and a smaller fiscal 
drag. There are growing hopes that the ECB will take more aggressive policy 
actions to address deflationary pressures and weaken the euro. In Japan, an 
increase in sales taxes may weigh on growth, but the weak yen should help 
support exports.  
Given the muted returns from public equity markets during the quarter, 
valuations were close to unchanged. On a global basis, we continue to favor 
equities over fixed income. While valuations in the US are on the high side, we 
find valuations outside the US neutral to attractive. While we are uneasy with 
the bullish sentiment, the near-term risks of a bear market for equities appear 
low given improving GDP growth and the limited risk of a recession, although 
the potential for a hard landing in China is a worry. Equity markets could begin 
to focus on Fed rate hikes as we head into 2015, which would reduce the 
attractiveness of equities relative to bonds, but tighter US policy could be offset 
by additional easing in Europe and Japan, and the Fed may take longer than is 
assumed to normalize policy. The Fed and other central banks must eventually 
unwind their stimulus programs as economic conditions normalize.  How 
markets will handle this liquidity reduction remains to be seen. While we remain 
positive on equities, investors should temper their expectations. Prospective 
returns are likely to be in the mid-single digits versus the double-digit returns 
experienced over the last several years.  
The return outlook for bonds remains subdued. Markets seem to have priced in 
the end of QE3 and bond yields fell even as the Fed reduced the size of its 
asset purchases. The FOMC is likely to maintain its zero target rate for an 
extended period of time after QE3 ends.  This suggests that interest rates are 
likely to remain low and the process of normalization is likely to be gradual, but 
that absolute returns are likely to be meager.  Credit spreads have normalized 
(and gone below normal in some cases). While we expect credit to outperform 
Treasuries, tight spreads and record low yields leave minimal upside. 
With traditional assets priced to provide returns below equilibrium, we think 
institutions should continue to seek exposure to more return drivers. Hedge 
funds should benefit from greater differentiation on fundamentals and, in light of 
low expected returns on traditional assets, hedge fund investing has a lower 
potential opportunity cost.  Strategically, we think real assets and private equity 
investors should benefit from diversification and another source of alpha. 
Returns are likely to be lower over the next several years since opportunities 
resulting from the financial crisis have been priced back to normal. However, 
we think it should be a rewarding environment for patient, valuation-minded, 
diversified investors.  
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Markets overcame growth and geopolitical concerns 
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Japanese stocks 
stumbled in Q1 as 
the yen weakened. 

EM stocks were down 
3.4% through Feb. 
before rebounding 
3.0% in March.  

Australian 
stocks spiked 
5.2%.  

European stocks slightly outperformed 
US stocks as growth in the Eurozone 
improved.  

EM stocks were the only 
major asset class  to post a 
loss for the quarter.   

March was a difficult month 
for  hedge fund of funds.  

Gold prices 
spiked 7%.  

REITs benefited from the 
decline in interest rates. US 
REITs were up over 10%.  

Large-cap stocks 
outperformed small-cap 
stocks by 50 bps.  

The yield on the 10-year Treasury 
declined by 31bps even as the 
Fed reduced bond purchases.  

The OAS on HY bonds 
narrowed to 3.6%, the 
lowest level since 2007.  

Despite a decline in breakeven 
rates, TIPS outperformed 
Treasuries due to their longer 
duration.  

Source: DataStream, MSCI 

Source: DataStream  

The Barclays Aggregate Bond 
index gained 1.8%, matching 
the return on the S&P 500. 
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First Quarter Style Performance 

Growth was outperforming value before 
a sharp reversal in relative performance 
in March.  Value outperformed growth 
across all market capitalizations.  

Source: Russell 
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 While growth in developed economies eased somewhat in the first 
quarter, due in part to severe weather in the US, the consensus forecasts 
for 2014 and 2015 remain upbeat relative to the recent past. Monetary 
policy remains accommodative and downside risks to growth have fallen 
over the past several quarters. The IMF projects advanced economies 
will expand 2.2% in 2014 and 2.4% in 2015, a welcome improvement 
from the 1.5% average from 2011 to 2013.  The strength of recoveries 
remain disparate with growth in the US and the UK nearing the long-term 
trend, while the Eurozone and Japan lag. 

 There are signs that the recovery in the Eurozone has gained speed as a 
smaller fiscal drag and an easing of financial conditions reduces 
headwinds. Germany has experienced a slight uptick, modest growth 
returned to France and Italy, and recoveries appear to be gaining traction 
in the periphery. Bond yields in Italy and Spain have fallen below pre-
crisis levels and fiscal and trade imbalances have improved significantly, 
although unemployment remains stubbornly high.  Monetary policy in the 
Eurozone has been far less accommodative than in other regions, which 
has likely contributed to the strength in the euro. However, the ECB could 
take more aggressive actions to support the periphery and weaken the 
euro. A concern is that the continued lack of bank lending remains a drag 
on growth, but bank stress tests are scheduled to be finished in Q4.  

 The upturn in the UK is gaining momentum. The housing and labor 
markets are buoyant, with the unemployment rate falling to a new cyclical 
low of 7.5% in February. Growth in Q4 was a healthy 2.8%, annualized. 
Economists have been consistently raising 2014 growth forecasts since 
the middle of last year, which are now at 2.7%, the same expectation as 
for the US.  

 In Japan, an increase in consumption taxes on April 1 has dampened 
sentiment and raised downside risks. Indeed, 2014 growth expectations 
have slipped over the last few months to 1.4% and further downward 
revisions are possible. Inflation is expected to rise to 2.8% this year, the 
highest level since 1991, but it may not be able to hold at that level 
without further depreciation in the yen.  While monetary policy is 
expected to remain accommodative, the secular growth outlook for 
Japan is dependent on additional structural reforms.  

Global growth outlook remains upbeat despite first quarter slowdown  
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The outlook for the UK, which makes up 
21% of EAFE, has improved 
considerably since the summer 2013.  

The growth outlook for US, Japan, 
and the Eurozone have remained 
fairly stable over the last year.  
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Further adjustments ahead for emerging economies 
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Brazil

China

India

Growth expectations for EM economies 
were slashed in the second half of 2013.  
Growth expectations for China and India 
stabilized in Q1, but those for Brazil were 
cut further.   

 While developed economy growth appears largely on track, the 
slowdown in emerging markets extends a pattern in place for some time. 
Despite the continuing challenges, the prospects for a renewed 
strengthening of developed world growth has the potential to lift exports.  
The IMF projects that EM economies will grow 4.9% this year, an 
improvement from the 4.7% growth rate in 2013, but below the 7.7% 
average of the mid-2000s. Growth in 2015 is expected to reach 5.3%.  

 Economic imbalances are weighing heavily on some economies. In 
particular, India, Indonesia, Brazil, South Africa and Turkey continue to 
suffer from sizeable current account deficits and elevated inflation, 
suggesting that monetary policy may need to tighten further. However, 
the risk of a 1997-styled panic appears low. Public and private debt 
levels are generally lower and currency reserves exceed 2014 external 
financing requirements in most large EM countries.  

 Economic growth in China continues to slow, reflecting weakness in 
fixed investment and exports. The weakness in exports appears at least 
partially attributable to the deterioration in China’s international 
competitiveness over the last few years,  perhaps prompting the 3% 
downward revaluation of the yuan in Q1. The government has taken 
some steps to slow credit, property investment and local government 
spending. The combination of tougher credit controls and slowing 
income growth has resulted in a rising number of corporate loan defaults, 
although these are welcomed to some extent by the government.   

 We do not expect a financial crisis in China because it has the capability 
to recapitalize the banking system. Additionally, unlike many other EM 
countries, China is running a trade surplus, so it is not dependent on 
capital inflows. Nevertheless, a reduction in credit growth could lead to 
further downside surprises for growth over the short-term; however, 
rebalancing the economy toward consumption and tackling structural 
reforms of the financial sector should help lead to more sustainable 
growth. 

 The potential exists for further currency declines and a larger growth 
slowdown in emerging economies. Using the current period of weakness 
as an opportunity to push forward structural reforms should improve the 
secular growth outlook. From a markets perspective, it appears that  
emerging market equities and currencies have priced in a lot of the 
downside risks. 

Credit growth has tumbled in Brazil 
and India. While credit growth in 
China has slowed, it remains above 
GDP growth.  

Source:  Bloomberg 

Source:  IMF 
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US economy: The slowdown in the first quarter should prove temporary     

 The US economy lost momentum in the first quarter, with weather 
deemed a leading cause by many economists. Economists polled by 
Bloomberg estimate that the economy expanded 1.6% in the first quarter. 
 4Q13 growth was stronger than initially expected at 2.6%, part of 

which likely came at the expense of 1Q14 growth through inventory 
building. 

 Recent data releases have improved, supporting the case that 
weather dampened activity. The ISM manufacturing activity index 
plunged from 56.5 to 51.3 in January, but recovered to 53.7 by March. 

 Personal consumption, nearly 70% of the economy, is growing at a 
moderate pace (2% over the last year), but it is being supported by a 
reduction in the savings rate. 

 The combination of higher rates and severe weather has slowed 
residential fixed investment, but the housing market should remain a 
positive contributor to growth in 2014.  

 GDP is expected to expand by 2.8% over 2014 and by 3% in 2015, near 
the long-term trend growth rate. From this point, an acceleration hinges 
on improving employment to support consumption and a sustained 
upturn in business investment. 

 The job market remains fairly healthy. While gains were disappointing in 
January, February and March additions recovered to the recent trend. 
For the quarter, the economy added an average 178,000 jobs per month, 
down from the 198,000 average in 4Q13. The unemployment rate was 
unchanged at 6.7% for the quarter. Encouragingly, the labor force 
participation rate increased by 0.4 points, suggesting the healthier job 
market is drawing more workers into the labor force. Wages continue to 
improve at a tepid pace, with average hourly earnings up 2.2% year-
over-year, slightly above inflation. 

 While capital goods orders suggest little improvement in business 
investment, the fundamentals for an upturn appear in place. The US 
capital stock is aging, companies have mostly exhausted cost costing as 
a source of productivity growth and shareholders are no longer punishing 
companies favoring capital expenditures over shareholder distributions. 

 From a financial markets perspective, growth in the 2% to 3% range 
could be the sweet spot—fast enough to improve sales but not so rapid 
as to put upward pressure on wages and induce the Fed to tighten. 
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Recent data has surprised on the 
downside, but not alarmingly so. 
The equity market has not been 
sensitive to the disappointments. 
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The economy has been adding 
jobs at a fairly consistent pace 
over the past 18 months. 
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US economy: The slowdown in the first quarter should prove temporary (cont.) 
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Productivity  Growth 
Rolling 4 Quarters 

The recent dip in capital goods 
orders is discouraging, but this 
is a noisy indicator. 

Productivity is advancing at a crawl as 
companies have  mostly exhausted 
cost cutting as a source of growth.  
More investment is necessary to drive 
productivity growth in the future. 
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Real Personal Income and Expenditures 
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Household Savings Rate 
(Rolling 12-month Average) 

Source: Bloomberg  

Source: Bloomberg  

Source: Bloomberg  

Source: Bloomberg  

Households have reduced their 
savings rate to support spending 
in light of sluggish income growth. 

Consumption expenditures have been 
growing at a fairly consistent 2% pace. 
Income growth is necessary to drive 
more rapid growth.  

Growth in spending has 
exceeded growth in 
disposable income for the 
last three years, leading to a 
decline in the savings rate. 
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Labor Force Participation and Employment Ratio 
 

Labor Force Participation (L. scale)
Employment Ratio (R. scale)

 As expected, the Fed reduced its monthly bond purchases to $55B 
during the quarter and is on track to conclude the program this year. 
Markets likely priced its end in 2013, as indicated by the interest rate 
decline that has occurred after the Fed reduced purchases.  

 More important for interest rates and markets is the timing and pace of 
short-term interest rate increases. Bond markets suggest that the Fed is 
likely to stay on hold until mid-2015 and gradually lift the target rate to  
2% by the end of 2016. This is arguably a more rapid pace of tightening 
than is likely.  
 While the job market continues to steadily recover, broader measures 

of labor utilization remain weak relative to pre-crisis levels. Further, the 
housing market, which has been a key contributor to the uptick in 
growth, is particularly sensitive to rates. 

 Inflationary pressures remain very subdued with most measures of 
inflation running at or below the Fed’s target.  Given large output gaps 
and slack in the labor markets, the risk of inflation in the near-term 
remains modest.  

 A few factors to watch that could portend a more aggressive Fed are a 
sharp acceleration in wages, an increase in longer-term inflation 
expectations or evidence of excessive financial leverage. 

 Since real short-term rates are likely to remain negative for at least a 
couple more years, if not longer, we still characterize monetary policy as 
very supportive of markets. Moreover, excessively loose polices have 
the potential to lead to asset bubbles. However, policy must normalize 
eventually to prevent further distortions in markets and inflation. While 
normalization is not necessarily bearish for equities over the longer-
term, it is likely to lead to bouts of volatility as markets anticipate Fed 
actions. 
 Higher interest rates would reduce the relative attractiveness of 

equities versus bonds, placing downward pressure on valuations. 
 A reduction in liquidity from an unwinding of the Fed’s balance sheet 

could lead to market upheavals, but this could be partially offset by 
actions of foreign central banks and an increase in the velocity of 
money. 

 

No surprises from the Fed during the quarter 
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Treasury Forward Rates 
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According to the yield curve, 
the 10-year yield is expected 
to rise to 3.5% over the next 
three years.  

I/T-term interest rates are largely a 
function of expected short-term 
interest rates (with a term premium).  
The Fed’s ZIRP should help anchor 
I/T-term rates and result in a gradual 
rise as the Fed begins to lift short-
term rates.  

There is a debate about how 
much of the decline in 
participation rates is structural 
versus cyclical. An aging 
population should mean labor 
force participation trends lower.  

Source: Bloomberg  

Source: BLS  

While the unemployment rate has 
improved from a high of 10% in October 
2009 to 6.7%, the share of the population 
employed has barely budged. 
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No surprises from the Fed during the quarter (cont.) 
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Federal Reserve Balance Sheet and Excess Reserves 

Federal Reserve Balance Sheet
Excess Reserves

Since the start of QE3, the Fed’s balance sheet has grown by 
$1.3T, while excess reverses have grown by $1.1T, suggesting 
most of the money created by the Fed has not entered the broader 
economy.  A sharp reduction in reserves would suggest greater risk 
taking on the part of banks and building inflationary pressures.  

Most measures of inflation are 
running around the Fed’s target of 
2%. 5-year TIPS are pricing in 
inflation of only 1.7%.  
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Inflation 
Rolling 12-months  
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Inflation Breakeven Rate on TIPS 
(5-year Expectation, 5 Years Forward) 

This chart shows the five year inflation expectation five 
years in the future. It offers the advantage of spot 
breakevens of looking past temporary factors impacting 
near-term inflation. 

Despite the Fed’s aggressive policies, the bond market is pricing low 
inflation. A spike in this measure of inflation expectations would likely 
nudge the Fed towards more hawkishness. 
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Average Hourly Earnings 
(Year-over-year) The growth rate of average 

hourly earnings is improving, but 
not at a level that would cause 
cost-push inflation. 

Inflation remains below the Fed’s 2% target. The 
Fed’s preferred measure, the personal 
consumption expenditures (PCE) deflator, rose 
by only 1.1% for the 12 months ended February. 

Source: Bloomberg  

Source: Federal Reserve  

Source: BLS 

Source: BEA  

Some commentators worry that the natural rate of 
unemployment has risen due to a mismatch between 
the labor force and the skills needed by employers. If 
so, wages growth could become overheated before the 
unemployment rate returns to the pre-crisis level. 
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Cumulative US Mutual Fund Flows 
(Open-end and ETFs)  

 

Equities Bonds
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 Global equity markets had a relatively quiet quarter, with the MSCI ACWI 
index posting a gain of 1.1%. While growth softened in the US, much of it 
was attributable to weather. The Fed continued to reduce bond 
purchases, but longer-term interest rates declined and accommodative 
monetary policies remain in place throughout the developed world. The 
turmoil in Ukraine led to a few rough days for equities, but markets largely 
looked past it. Bond markets surprised on the upside for the quarter, with 
the Barclays Aggregate index returning 1.8%. 

 Credit spreads on investment-grade corporate bonds tightened further 
during the quarter and are essentially at the long-term median. High yield 
spreads now trade below the historical median. We continue to favor 
credit over Treasuries because losses from defaults and downgrades 
should be modest in the near future, but the  potential for excess returns 
through further spread compression is limited. 

 We continue to favor equities and other growth assets over Treasuries. 
With only modest returns from equities during the quarter, valuations 
were little changed. US equities are expensive by historical standards, 
but still offer reasonable risk premiums relative to bonds. Better values 
are available overseas, with the MSCI World index trading at a P/E ratio 
only slightly above long-term norms. Emerging equity valuations appear 
attractive, but they face stiffer earnings headwinds over the short-term. 

 One concern we have is the bullish sentiment towards equities. While 
bonds performed better than stocks during the quarter, investor sentiment 
is still firmly on the side of equities. The wobbles in markets during the 
quarter appeared to do little damage to investors belief that equities offer 
better return prospects, and fund investors continue to favor equities over 
bonds. This combined with full valuations means a correction is possible, 
which could be used as a buying opportunity. However, the macro 
environment (improving growth / accommodative policy) makes a bear 
market unlikely over the next year. 

 We believe the environment for active management should be favorable 
in the coming years. Easing macro risks have led to greater dispersion of 
security and asset class returns, a trend which we expect to continue. 
Divergences in global economies and policies should also provide scope 
for alpha. To capture these opportunities, we would advise a more 
flexible, high conviction approach to active management, such as 
concentrated managers, multi-asset managers and hedge funds. 

Investors looked past softer growth 

Source: Morningstar 

Valuations on global 
developed equities are only 
slightly above the long-term 
norm. 

The trailing P/E ratio for the MSCI 
World index declined slightly to 17.5 
during the quarter. 

Source: DataStream  

Equity funds have received healthy inflows since 
the beginning of 2013, while flows into bond 
funds have been about flat. However, since the 
beginning of 2008, equity funds have received 
only half of the $1.3 trillion received by fixed 
income funds, suggesting the rotation from fixed 
income to equities could have further to go. 

Bond funds received $45 
billion in net inflows in Q1 
as interest rates retreated. 

Equity funds received 
$70 billion in net 
additions in Q1. 
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S&P 500 - Equity Risk Premium Versus Long-Term Treasuries 

Investors looked past softer growth (cont.) 

The equity risk 
premium inched up 
during the quarter 
as a result of the 
decline in bond 
yields. 

This calculation uses normalized 
earnings, which assumes earnings 
18% less than current levels.  
Based on reported earnings, the 
risk premium was 3.3%.  

Based on normalized earnings, the equity risk premium 
on the S&P 500 stands at 2.6%.  Due to lower 
valuations on non-US stocks, the risk premium on global 
developed equities is higher. We estimate that the risk 
premium on the MSCI World index is 3.9% 

Source: Mercer, S&P, Bloomberg 

Median 
since 1956 

The cost of one-year tail risk insurance was 
stable for the quarter, ending at  1.7%, 
essentially at the long-term median.   

Source: The Clifton Group, Bloomberg 

Options imply an 11% chance 
of an annual loss of more than 
20%, compared to the 
historical occurrence of 8%. 
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MSCI Low Volatility (Min Volatility) P/E rel MSCI World P/E

Source: DataStream, IBES 

Global low volatility stocks are 
more expensive than usual 
against the MSCI World index. 

The return for a 60/40 portfolio is slightly 
higher than at the start of 2013 because 
of the increase in real interest rates. 

The real expected returns are based on 
the normalized earnings yield for the 
S&P 500 and the real yield on 10-year 
Treasuries. 

The slope of the risk-reward curve has 
flattened since January 2013 as a result of 
the increase in Treasury yields and equity 
valuations, but it remains much steeper 
than October 2007. 

Source: Bloomberg,  
S&P, Mercer  

Low vol stocks cheap 

Low vol stocks expensive 
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US equity valuations remain elevated, but are reasonable against bonds 
 US equities got off to a volatile start in 2014, but recovered losses by the 

end of Q1. The S&P 500 ended the first quarter up 1.8%, setting new all-
time highs along the way. On a total return basis, the S&P 500 has 
exceeded its pre-financial crisis high by 37.9%.   

 Valuations were essentially unchanged during the quarter as earnings 
growth mostly offset price gains. The P/E ratio on trailing earnings moved 
from 18.5 to 18.7, which is above the 17.2 median since 1956. 
Valuations remain very high based on measures that adjust for record 
high profit margins. The P/E ratio based on normalized earnings stood at 
23.8, 43% above the historical median of 16.7 (since 1956), while the 
P/E based on average 10-year real earnings (Shiller’s methodology) 
finished the quarter at 25.1, compared to a median of 19.0 (since 1956).  

 Shiller’s P/E and the normalized P/E probably exaggerate the S&P’s 
expensiveness. High margins are being driven in large part by a reduced 
share of revenue going to employees. A return to “normal” could take 
many years as the secular and cyclical forces that led to this will be slow 
to unwind.  

 Nevertheless, we expect downward pressure on margins over the 
intermediate-term, which will make it increasingly difficult for companies 
to grow earnings even in a better economic growth environment.  
 Wages are now increasing marginally faster than productivity growth. 

If growth is as robust as expected in 2014, more of the slack in the 
labor market will be absorbed, putting further upward pressure on 
wages, meaning employees will garner a larger share of future sales 
growth.  

 Corporations have benefited from the Fed’s accommodative policies 
through lower debt costs. While they have refinanced into lower rate 
debt and extended maturities, interest rates are likely to drift upwards, 
increasing interest expenses.  

 While elevated in absolute terms, valuations look reasonable against 
bonds. We estimate that the equity risk premium over long-term 
Treasuries increased from 2.3% to 2.6% during Q1, moving closer to the 
historical median of 3%. We expect stocks will outperform bonds, but 
current valuations suggest long-term returns will be below normal, 
especially if profit margins get squeezed as we expect. 
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Shiller's (10-yr Avg. Real Earnings)
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Reported Earnings

Source: S&P, Mercer 

Shiller’s PE is in the 10th 
percentile of observations since 
1900 and the 16th percentile 
since 1950.  Values at these 
levels have been associated with 
real returns in the low single-digits 
over the following 10 years. 
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Employee Compensation and Profits  
Share of Non-financial Corporate GDP 

Employee Compensation (LS) Corporate Profits (RS)

High profit margins have mostly come at the 
expense of salaries. Employees currently 
receive 57% of corporate value-added (a 
proxy for revenues), versus a median of 63%. 

While profit margins 
are near a record high, 
compensation is at 
record lows. 

Source: Bureau of Economic Analysis 
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Will the reversal in US style performance persist? 
 March marked a sharp reversal in style performance. Biotech stocks, 

social-media stocks and other speculative growth stocks had been 
leading the markets.  For the twelve months-ended February, small-cap 
growth outperformed large-cap value by 15 percentage points based on 
Russell indexes. This flipped in March with large-cap value outperforming 
small-cap growth by 5.2 points, and this trend has continued into April. 

 It’s difficult to say whether this is a short-term reversal or a fundamental 
shift. There is evidence that these moves are being exacerbated by 
liquidation of positions by long-short hedge funds, which implies a 
technical component. Nevertheless, the valuations on some segments of 
the market have reached bubbly territory, and it wouldn’t be surprising to 
see these stocks disappoint over the intermediate-term. 

 While segments of the growth stock universe are overvalued, growth 
stocks more broadly appear fairly valued relative to value stocks, and we 
continue to recommend no style bias. The more speculative growth 
stocks have been the primary driver of small-caps outperforming large-
caps recently, and valuations for small-caps continue to appear 
unattractive. We continue to suggest underweighting small-caps.  
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Small-caps remain extremely expensive relative 
to large-caps. While earnings for small 
companies tend to benefit more from economic 
growth than large companies, it is difficult to 
justify these valuation differentials. 
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Valuation of Russell 2000 Versus Russell 1000 
and Subsequent Performance 

P/B of R2000/R1000 (LS)

Subsequent 5-Yr Relative Return (RS)
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Valuation of Russell 1000 Growth to Value 
and Subsequent Performance 

Valuation of R1000G/R1000V

Subsequent 5-Yr Relative Return (R1000G - R1000V)

Small-caps appear less overvalued on P/B than 
on earnings-based measures, but are still about 
15% more expensive than average. 

The P/B of small 
vs. large has been 
a fairly reliable 
predictor of future 
relative returns. 

The valuation of growth 
to value is near the long-
term mean. 

Source: Russell  Source: Russell  
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Stronger earnings growth should support international developed equities 
 European equities gained 1.8% in local terms in Q1, performing in-line 

with the S&P 500.   Over the last 12 months, European stocks have 
outperformed the S&P 500 (24.5% vs. 21.9%) thanks in part to euro 
strength.  

 We remain optimistic on the outlook for Europe, especially relative to the 
US. The UK has enjoyed an impressive upswing in growth and the 
Eurozone has emerged from recession. However, given the rise in 
valuation that has already occurred, the key issue is whether this will 
translate into stronger earnings.  
 Based on trailing earnings, European stocks are no longer cheap 

following the gains of the past year. They trade at a P/E of 17, only a 
slight discount to the US. Based on Shiller’s P/E, however, they trade 
at a 34% discount to US stocks compared to a historical average 13%. 
The case for Europe relies on a significant rebound in earnings. 

 Earnings for European companies have stopped falling, but have yet 
to show robust growth. They remain 30% below their pre-financial 
crisis peak, while US profits are 20% above the prior peak.  The 
economic recovery should boost sales and improve margins. 
However, investors will soon want evidence that this is occurring. 

 After gaining 55% in 2013 in local terms, Japanese equities stumbled in 
the first quarter, falling 7.5% locally, while an appreciating yen trimmed 
the loss to 5.6% in $US. Over the short-term, the performance of the 
Japanese equity market will be closely tied to the yen. Over the 
intermediate-term, the improved earnings power of corporate Japan 
should help their equities to respectable returns. 
 Japanese earnings have staged an impressive recovery surging 64% 

over the last 12 months, and there is room for further improvement if 
companies can continue with reforms and take advantage of improved 
competitiveness resulting from the depreciation in the yen.  

 As a result of the rally in earnings, Japanese equity valuations appear 
attractive relative to the rest of the world, trading at a P/E of 15. 

 International developed equities appear reasonably valued in absolute 
terms and attractively valued relative to US stocks.  There is greater 
room for earnings improvement overseas, which we expect to translate 
into higher returns over the intermediate-term. 
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Growth of Earnings Per Share 
Since the Financial Crisis  

 

US Europe Japan Emerging

EPS for EM firms spiked in 2010, 
but have been flat since mid-2011, 
while US earnings are up 17% 

Japanese earnings have posted 
an impressive rebound since 
the BOJ began to ease.  

European earnings have fallen 
11% since mid-2011. 

Source: MSCI  
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Stronger earnings growth should support international developed equities (cont.) 
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Japanese Equity Valuations 

P/B

P/CF

Japanese historical valuation 
norms are somewhat 
upwardly biased due to the 
bubble. 

Based on P/B, Japan is 
trading at a 27% discount to 
its 20-year median and a 
22% discount on P/CF.  

Based on average 10-year 
real earnings, Europe is 
trading at a PE of only 14.9, 
a 15% discount to its 
historical average.  

In the late 90s, European 
stocks  and currencies were 
mostly undervalued. 

Over the long-term, 
US and Europe have 
experienced similar 
real earnings growth. 

Source: MSCI, DataStream  

Source: MSCI, DataStream  

-5

0

5

10

15

20

25

19
75

19
78

19
81

19
84

19
87

19
90

19
93

19
96

19
99

20
02

20
05

20
08

20
11

(%
) 

Return-On-Equity for Global Markets 

MSCI Emerg Mkts MSCI Europe
MSCI Japan MSCI US

Profitability in the US is high, while 
profitability in Europe and Japan is 
below normal, suggesting more 
potential for earnings improvement 
overseas as economic conditions 
improve. 

The ROE in Europe is 26% 
below US levels, compared 
to the historical average of 
15%.  

Source:  MSCI 
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European Equity Valuations 

P/B (L. scale)

P/CF (R. scale)

European equities appear 
rich based on P/CF, but 
that is likely due to cyclical 
reasons. The P/B is near 
the long-term median. 

Source: MSCI, DataStream 
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Is a reversal to emerging market underperformance in sight? 

 In a continuation of 2013, emerging market equities struggled during the 
first two months of the quarter, falling 3.4%.  However, they rebounded in 
March, rising 3.0%, outperforming developed stocks by 230 basis points 
and this trend has continued into mid-April.   
 There was a significant dispersion in regional performance. Latin 

American stocks rose 0.3%, while Asian stocks declined 0.3%.  
Eastern European (mostly Russia) stocks tumbled 10% on political 
tensions in Crimea.  

 Markets where there is a perceived potential for reform outperformed, 
suggesting a greater differentiation by investors on fundamentals. 

 Slowing economic growth, wage inflation and tighter financial conditions 
have weighed on EM profits, with earnings declining 5% over the last 12 
months.  In the near-term, these pressures are likely to remain in place, 
putting further downward pressure on earnings. Earnings tend to suffer 
when companies overinvest relative to growth prospects so firms must 
adjust to a slower growth environment. Stronger growth in the developed 
world should help earnings over the intermediate-term.     

 Emerging market equities appear to price a downbeat economic view, 
and valuations appear very attractive relative to the developed world. 
They trade at a P/E of 12, a 17% discount to the median since 1995. EM 
equities are trading at a 28% discount to developed stocks based on a 
blend of valuation measures.  

 A note of caution on the valuation case is that the low valuations of EM 
are narrowly-based. Commodity sectors (especially Russian energy) and 
Chinese financials are extremely cheap, but probably for good reasons. 
Outside of these sectors, emerging markets trade at a P/E in the mid-
teens, still attractive but closer to that of the developed world. Based on 
equal-weighted sectors, we estimate EM trades at a 10% discount to the 
developed world, rather than a 28% discount on cap weighted sectors.    

 It is too early to say whether the outperformance of emerging markets in 
March marked a shift or will prove temporary. EM continues to face short-
term headwinds due to the macro environment and souring investor 
sentiment. Nevertheless, we continue to recommend overweighting the 
asset class and think EM stocks are priced to outperform developed 
stocks over the intermediate-term. We also continue to maintain 
preference for active management given the potential for greater return 
dispersion between countries and sectors.  
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Valuation of MSCI Emerging Markets to Developed Markets 
(Based on an average of P/E, P/B and P/CF) 

While it is a risk, EM stock are unlikely to trade 
at such a large discount to developed stocks 
because the risk of a 1997-style panic appears 
relatively low given better fundamentals.  

EM stocks are trading at a 28% discount 
to developed stocks compared to a 
historical median of 25% since 1996. 
However, since 2000, EM stocks have 
traded at a 14% discount.  

Source:  Bloomberg 
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Relative to the MSCI World, 
emerging markets equities are back 
to 2005 levels. 



19 MERCER Market Environment Report  as of March 31, 2014 

Is a reversal to emerging market underperformance in sight? (cont.) 
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Discount/Premium of MSCI EM Sectors to MSCI World Sectors 
(Based on an average of P/B, P/CF, and P/E) 

Part of the reason why EM stocks look cheap is their 
larger exposure to the  energy and materials sectors, 
which typical trade at a discount to the broad market.  
Based on MSCI World weights, EM stocks are trading a 
reported P/E of 17.  

Based on P/B, EM stocks are trading at a 13% discount 
the median since 1996. Based on P/CF, they are trading 
at a 10% discount.  

The discount to developed equities is driven by the commodity 
and cyclical sectors. Based on MSCI World weights, EM stocks 
trade at only a 10% discount to developed world stocks.  
However, all sectors other than health care and consumer staples 
are trading at a discount and those sectors account for just 10% 
of the EM index. 
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Dominated by 
Russia. 

Chinese banks trade at a P/E of only 6 
and account for 7% of the EM index. 
Low valuations may be justified given 
the risk of loan losses and dilution. 

The energy and materials 
sectors represent 30% of 
exposures.  

Source: MSCI  
Source: MSCI  

Source: MSCI, DataStream  
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just 12.2x normalized 
earnings.  
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Treasuries rebounded in the first quarter 

Source: Federal Reserve, Bloomberg 

The curve flattened during the 
quarter, as yields on intermediate 
and long-term maturities declined.   

Source: Barclays 

Yields across almost all fixed income 
sectors declined during Q1. Local 
EMD was the only sector to buck the 
trend.     

 After a difficult 2013, the Barclays Treasury index advanced 1.3% in the 
first quarter. Yields for maturities up to five years were close to  
unchanged, while longer yields declined. The yield on the 10-year 
Treasury dropped by 31 bps to 2.73%. The yield on 30-year Treasuries 
fell by 40 bps, and the Barclays Long Treasury index gained 7.1%.  

 The bond market appears to have discounted the end of QE3. The key 
issue to watch is the course of the Fed’s target rate. While we expect 
longer-term rates to move higher, the slow pace of Fed rate hikes should 
mean the process of normalization will be gradual.  Intermediate-term 
bond yields appear fairly valued in light of this, and I/T Treasuries should 
provide a slight return premium to T-bills. 

 TIPS outperformed Treasuries during Q1, advancing 2.0%. The TIPS 
index benefited from a longer duration than the Treasury index, more 
than offsetting a drag from a slight decline in inflation expectations. The 
inflation breakeven rate on 10-year TIPS moved from 2.2% to 2.1%, 
while the real yield declined by 20bps to 0.6%.  With a  2.1% 10-yr 
breakeven rate, TIPS provide cheap insurance against an inflation 
surprise. 

 The Barclays Corporate index gained 2.9% in Q1, outperforming 
Treasuries by 1.6%. The yield on the Corporate index dropped 16 bps to 
3.1%, and the option-adjusted spread to Treasuries slipped by 8 bps to 
1.1%, which is near long-term norms.  

 Given the favorable economic outlook, we continue to prefer investment-
grade corporate bonds over Treasuries. Downside risk for corporates 
relative to Treasuries is limited over the short-term.  However, tight 
spreads leave limited upside from this point. A couple of trends worth 
watching are the increase in leverage ratios and the decline in credit 
quality of the investment-grade corporate bond universe. While this may 
not pose a significant risk over the short-term, it could make the next 
recession painful for investors.    

 Given current yields, the expected return on bonds is low. However, we 
expect the Barclays Aggregate, which has a 5-year duration, to 
outperform T-bills because the yield advantage from duration and credit 
spreads should be sufficient to absorb the impact of rising rates. 

Real yields on TIPS declined in Q1, 
but remain positive.  

The yield on junk bonds 
dropped 41bps in Q1 and 
remains near an all time low.    
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Municipal Bonds Tax Equivalent Spread vs. 10-Year Treasury Ending Annualized Return Over Period 
Yield (%) 1 Yr. (%) 2 Yr. (%) 3 Yr. (%) 

5-Year Treasury (YTM = 1.73) 
1.0 4.6  2.8  2.2  
1.7 1.7  1.7  1.7  
2.0 0.7  1.3  1.6  
2.5 (1.2) 0.6  1.2  
3.0 (3.1) (0.1) 0.9  
3.5 (4.9) (0.8) 0.6  

Breakeven Yield 2.2  2.9  4.4  
10-Year Treasury (YTM = 2.73) 

2.0 8.9  5.5  4.3  
2.5 4.6  3.6  3.2  
2.7 2.7  2.7 2.7 
3.0 0.6  1.7  2.1  
3.5 (3.3) (0.0) 1.1  
4.0 (7.0) (1.8) 0.0  

Breakeven Yield 3.1  3.5  4.0  
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Investment-Grade Corporate Bond Credit Spread 

OAS
Median OAS
Quality Adjusted Median OAS

Treasuries rebounded in in the first quarter (cont.) 

The yield on the 5-year gives 
some cushion to absorb rate 
increases. The 5-year yield 
would have to increase to 
over 2.9% for investors to 
experience losses over 2 
years.  

The spread on investment-grade bonds declined by a 
modest 8bps in Q1. When factoring in the decline in 
quality of the universe, the current spread is slightly 
below the long-term median; however, spreads could 
contract further due to strong growth. 

Source: Barclays 

Source: Bloomberg, Mercer Source: Federal Reserve, Barclays, Mercer 

The fiscal position of states and cities is worrisome, with 
pensions looming as the largest risk. Municipal yields and the 
spread over Treasuries contracted in Q1. The current spread  
is slightly below the long-term median but is reasonable. A 
good active manager is recommended for allocations.   

The adjusted 
median reflects 
the decline in 
credit quality of 
the index. 

The quality of the investment-grade bond 
universe is trending lower.  The share of the 
universe in Baa-rated bonds has reached 44%, 
well above the long-term median of 34%. 

Leverage ratios are creeping up and exceed 
where they were before the financial crisis 
(although leverage ratios subsequently 
increased due to the decline in asset values). 

Source: Federal Reserve  
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High Yield Bond  Option Adjusted Credit Spread OAS
Median OAS
Equilibrium

 High yield bonds continued to rally in the first quarter, returning 3.0%. 
The yield on the Barclays High Yield index declined from 5.6% to 5.2%, 
near record lows. The spread fell by 25 bps to 3.6%, its lowest level since 
early 2007 and below the historical median. 

 The short-term default outlook remains favorable given fairly healthy 
economic conditions. Moody’s forecasts a default rate of 2.4% in 2014, 
well below the long-term average of 4.0%. Given a typical recovery rate 
of 40%, default losses on high yield bonds would only be 1.5%, making 
the current spread of 3.6% to Treasuries appealing. We maintain a 
preference for high yield over Treasuries as economic conditions warrant 
a below average spread.  

 High yield bonds have little upside, with an expected return limited to 5% 
under a very optimistic default scenario, but with downside risk if the 
economy weakens and spreads widen.  With a 6.6 year average maturity 
on the high yield bond index, a recession and a cyclical spike in defaults 
is possible before the average bond matures. We prefer the more 
symmetric return distribution of global equities to high yield bonds.  

 Issuance quality bears watching as the healthy demand for high yield 
paper is attracting dodgier borrowers and allowing weaker covenants. 
While issuance quality is not as weak as the credit bubble years (2005-
07), seeds for the next distressed cycle are being sown.  

Source: Barclays 

The spread on junk bonds narrowed by 25bps in Q1 
to 3.6%, which is well below the historical median. 
However, conditions could be in place for an 
overshoot to the downside, as occurred from 2005-
07.    

Narrow high yield bond spreads are reasonable given macro conditions  
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High Yield Bond Default Rates 

Source: S&P  Source: IMF, Bank of America Merrill Lynch 

There are growing signs 
of complacency in the 
high yield credit market. 
Covenant-lite loans are 
now more prevalent 
than in 2007.  

With a recession appearing unlikely in 
the near future, default rates should 
remain below average, but narrow high 
yield spreads leave little room for error. 
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Local Currency EM Debt Yields and  Inflation  

Yields

Inflation
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 Local currency emerging market debt (EMD) was one of the worst 
performing asset classes of 2013. After declining 4.6% in January, EMD 
rebounded to end the first quarter up 1.9%, roughly earning the coupon. 
Yields were essentially flat, and while currencies were mixed, they were 
close to flat in aggregate. Current real yields suggest prospective returns 
in-line with our equilibrium expectations.  

 Currency depreciation was a key contributor to losses in 2013. While 
further currency losses are a short-term risk, we do not expect a repeat 
of 2013 because currency valuations have improved and US rate 
increases are likely to be more gradual.  

 Improved EM fundamentals and persistently low yields in developed 
markets have contributed to a rising share of foreign investment in EMD. 
While we expect this trend to continue in the long-term, it leaves EMD 
more susceptible to short-term “hot money” flows, especially amongst 
retail investors, which could lead to  increased volatility.   

 We continue to recommend a strategic allocation to local currency 
emerging debt. Real interest rates are attractive relative to the developed 
world. For investors looking to increase emerging market exposure, we 
have a slight preference for equities over debt due to attractive 
valuations on equities.   

Source: DataStream, JPMorgan, IMF, Mercer 

The current account balances of countries in the JPMorgan 
GBI-EM Global Diversified index have deteriorated in recent 
years. However, projected 2014 current account deficits are 
lower than before the 1997 crisis. Additionally, EM countries 
have larger currency reserves than in 1997.     

Local currency EMD halted its slide 

The real yield on local currency EM debt 
is 2.5% based on 2014 inflation 
estimates, well above the historical 
average real yield of 1.2%. 

Source: DataStream, JPMorgan, IMF, Mercer 

Local EMD yields were relatively 
unchanged in Q1, but the IMF 
predicts lower inflationary 
pressures in 2014 than in 2013. 

Depreciating currencies should reduce current account 
deficits, as exports gain competitiveness and import 
prices increase, reducing domestic demand.  
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Real Effective Exchange Rate for Local EMD Currencies 

A real exchange rate adjusts for inflation 
differentials. A currency with high inflation 
could rise in real terms due to higher 
costs, but depreciate in nominal terms. All 
else equal, a rising REER means exports 
are less competitive. 

The weighted-average REER for the 
local EMD index was trading above 
trend in 2010, which likely 
contributed to the deterioration in the 
trade balance. The REER is now 
below trend as a result of currency 
depreciation. 

Theory suggests an upward trend in EM REER 
due to relatively higher productivity growth, 
making their economies more competitive.  

Source: BIS, Bloomberg, JPMorgan, Mercer  
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1Q Performance of Foreign Currencies Versus the Dollar 

Policy normalization should support the dollar 

Source: Bloomberg 

International developed 
currencies generally 
trended higher against 
the US dollar.   

Source: Bloomberg 

The yen trades at a 10% 
discount to the dollar. 

Dollar Cheap 

Dollar Expensive 

 On a trade-weighted basis, the US dollar appreciated 0.5% in Q1. The 
yen and euro advanced by 2.0% and 0.2% against the dollar, 
respectively, while emerging market and commodity sensitive currencies 
were mixed. Notably, the Chinese yuan depreciated by 2.6% as the 
government managed the exchange rate lower.   

 On balance, the outlook for the dollar is positive against developed 
currencies over the next few years. While the Fed will likely be slow to 
normalize policy, it will do so before most other central banks. QE3 is on 
track to end in fall 2014 and the Fed will likely raise its policy rates ahead 
of others. Moreover, the dollar remains inexpensive against most 
currencies on relative purchasing power parity (PPP). A negative for the 
dollar is that the US continues to run a current account deficit, although it 
is improving due to falling energy imports.  

 While the yen trades at a discount to the dollar on relative PPP, the BoJ 
will need to drive the yen lower to reach its inflation target. The bank will 
likely remain aggressive in expanding its balance sheet to fight deflation. 
While a short-term reversal is possible due to the high number of 
speculative yen shorts, the currency is likely to continue its decline.          

 The euro has strengthened by 15% against the dollar over the past 20 
months and appears rich on relative PPP, trading at a premium of 16%. 
This makes it more difficult for the periphery to recover. The ECB may 
take more aggressive actions to support growth and fight deflation, which 
would be bearish for the euro.  

There was significant disparity in 
the performance of many EM and 
commodity sensitive currencies.  

The euro trades at about a 
16% premium to the dollar 
based on PPP. 

Source: IMF 

The IMF expects the FED 
to raise its policy rate 
sooner and at a quicker 
pace than other central 
banks. Tighter relative 
monetary policy should 
support the dollar.  

The yuan fell by 2.6% 
in Q1, its largest 
quarterly decline since 
the 1990’s.    
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Global real estate stocks posted a gain of 4% for the quarter, 
outperforming equities and bonds. Within North America, the US REIT 
benchmark gained 10.2%. The UK and Continental Europe rose 7.4% 
and 5.0%, respectively, as the European recovery remained intact. Asian 
listed property securities generally declined. 
At quarter end, the US REIT dividend yield stood at 3.57% while the 

global property securities dividend yield was 3.64%, down from 
4.09% and 3.73%, respectively, at the start of the quarter. 

 In the US, REITs were trading at a 4% premium to NAV at the end of 
February, up from a 3-5% discount in the prior three months and in-
line with the historical average of a 3.7% premium. However, relative 
to historical norms, REITs today still look expensive versus stocks. 
Valuations for the UK have lost attractiveness with its recent increase 
in value relative to the underlying NAVs. In Hong Kong, the overhang 
of China’s slowing economy continued to pressure shares of certain 
commercial landlords with significant operations on the mainland. 

At the end of the first quarter, global REITs traded at a P/E of 22.3, up 
from 18.5 at the start of the quarter and above the historical average 
of 14.2.  

 In the private real estate market, the NCREIF ODCE total return before 
fees for 4Q13 was 3.2% (1.3% income and 1.9% appreciation) compared 
to 3.6% during the third quarter. Income remained stable while 
appreciation was off 34 bps from the prior quarter. Appreciation has 
fallen 64 bps since the second quarter of 2013. 
Fed-driven asset reflation has resulted in cap rate compression; 

however, going forward, asset appreciation will need to be driven by 
NOI growth. 

As interest rates normalize, we expect performance of core real 
estate to soften, although core properties should continue to provide 
solid cash yield with some appreciation. 

Occupancy ended the fourth quarter at 91.2%, in-line with occupancy 
at the end of the third quarter but below the pre-recession peak level 
of 92.4% reported in the third quarter of 2007. 

Leverage for the funds in the index rose in the fourth quarter to 22.3% 
from 21.9% last quarter. 

Global REITs rebounded off a disappointing 2013 
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Global REITs 
Valuation Relative to NAV 

The premium of Global REITs 
moved up from 4.5% to 5.6% 
during the quarter.  

Excluding the US and Japan, 
REITS trade at a discount to 
NAV. 

Source: Principal 

0

1

2

3

4

5

6

7

8

9

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

20
08

20
10

20
12

20
14

(%
) 

Global REITs 
Dividend Yield 

The dividend yield on global REITS is low by 
historical standards, but more reasonable compared 
to depressed real yields on bonds.  

Source: Principal 
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Performance of Private Equity vs. Public Equities 
(As of 9/30/2013) 

DJ US Total Stock Market All Private Equity
All Buyouts All Venture Capital

Private equity has appeal in a lower return environment for public equities 
 We maintain a positive view on the global private equity environment. 

Capital markets and credit availability have generally been supportive, 
and the modest levels of economic growth are sufficient to enable private 
equity firms to meet their return goals.   
 We favor middle market growth equity strategies globally and smaller 

buyouts in the US and Europe.  
 We remain positive on US venture capital with an overweight to life 

science strategies.  
 Mezzanine debt yields have fallen somewhat, but the spread to public 

corporate debt remains very wide. 
 The opportunity set in distressed investing is not robust given low 

default rates, which argues for an underweight position.  
 Secondary strategies are attractive as a beta play. 

 Global private equity performance remains steady with Q3 returns 
coming in at 4.9% versus a public equity index return of 6.2%.  The 1-
year return was 17.4%, almost matching the 17.7% return of the MSCI 
ACWI. Private equity funds have produced attractive absolute returns 
over the last several years, but have trailed public equity markets. 
Relative long-term performance has been better and history would lead 
us to expect this performance gap to eventually close. 

 The fundraising environment has been very active, but still remains 
below the peak years of 2006-2008. Whereas the prior cycle was 
dominated by very large funds from established firms, the current period 
is being led by some middle market firms simply unable to satisfy the 
demand. The $169 billion raised for buyouts globally in 2013 was up 42% 
over 2012 and was a close match for the total raised in 2005. 

 The strong recent performance in venture capital may re-ignite interest in 
the space, but the fundraising total of $26.8 billion is the lowest total 
since 2004 when $26.7 billion was raised. The US is the largest VC 
market and has seen some high profile exits of late, but in 2013 the 
fundraising total was off 14% relative to 2012.  

 The bright spots in the fundraising market include mezzanine debt where 
year over year totals were up 65%, and the $18.6 billion raised was the 
second best year ever. The 25% and 31% increases in funds of funds 
and secondary funds, respectively, would appear to signal a higher level 
of activity among smaller investors. Source: Venture Economics 

Source: Venture Economics 
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Source: Bloomberg, 
Hedge Fund Research 

Source: Hedge Fund Research 

The average fund of 
hedge funds posted 
flat results in Q1. 

Spikes in correlations among securities 
create challenges for hedge fund investing.  

Hedge funds eked out a gain for the quarter after a difficult March 
 While hedge fund returns were healthy during the first two months of Q1, 

a significant market rotation within equities in March hurt the performance 
of many portfolios.  Overall, hedge funds produced slightly positive 
results for the quarter, with the HFRI FoF Composite earning just 0.4% 
and trailing a classic 60/40 mix. 

 Event-driven and credit strategies performed well during Q1.  
Restructuring and liquidation holdings in particular continued to produce 
attractive results, which were aided by distributions and progress in a 
number of situations.  Restructured equity exposure also benefitted from 
a positive event environment.  Managers with exposure to structured 
credit investments, particularly RMBS, were also rewarded, as 
improvements in housing market sentiment and favorable mortgage-
issuer settlements re-priced a number of asset-backed securities. 

 Equity strategies posted modestly positive performance for the quarter, 
with only one month of positive returns (February) and substantial 
manager dispersion. Dispersion among stocks provided a favorable 
environment for alpha generation over the quarter, but what appeared to 
be a mass deleveraging of widely held hedge fund names over the last 
two weeks of March punished many portfolios, as many managers lost on 
both their longs and their shorts. 

 Ample liquidity and periods of higher volatility provided a good backdrop 
for relative value investing during the quarter. Robust new issuance and 
favorable liquidity aided convertible strategies broadly. Merger arbitrage 
benefitted from increased deal volumes during the quarter, yet spreads 
remain well below normal.  We continue to believe the foundation for an 
increase in merger activity is strong. 

 Macro strategies as a whole struggled during the quarter, but manager 
and strategy dispersion were high.  Systematic strategies broadly 
declined. Long exposure to commodities was beneficial to portfolios and 
Japan was again a differentiator of performance for the quarter, but in the 
opposite direction of 2013, as Japanese equities retreated.  

 We’ve discussed in the past that we expect the occasional liquidity event 
within the markets.  Previous examples have generally hit the markets 
across the board (2008, 2010, 2011).  August 2007 and now March 2014 
were more isolated versions that hit just segments of the equity markets, 
particularly areas trafficked heavily by hedge funds.  We would continue 
to expect such events to occur on occasion and don’t believe they impact 
the longer-term thesis on hedge funds. 



MERCER Market Environment Report  as of March 31, 2014 28 

0

20

40

60

80

100

0

10

20

30

40

50

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12

20
13

 
 ($

bb
l) 

(P
/E

) 

P/E on S&P 500 Energy Sector  
(Based on Rolling Five-Year Average Earnings) 

P/E (LHS)

Five-Year Avg. Oil Prices (RHS)

-60

-40

-20

0

20

40

60

80

Jan-92 Jan-95 Jan-98 Jan-01 Jan-04 Jan-07 Jan-10 Jan-13

(%
) 

Decomposition of Rolling 1-year Commodity Futures Returns 
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Commodities rebounded in the first quarter 
 Commodity investments advanced in the first quarter. The DJ UBS 

Commodity index gained 7.0%, while the S&P GSCI Commodity index, 
which has a larger weighting to energy, rose 2.9%.  Natural resource 
stocks trailed commodities, but outperformed broader equity markets as 
the S&P North American Natural Resource index gained 2.7%.  

 The outlook for energy and other economically sensitive commodities is 
mixed.  In the short-term, stronger growth could lead to a rebound in 
demand and  benefit commodity prices. Global demand will likely hinge 
on the state of the Chinese economy as China remains the marginal 
buyer of many resources. While Chinese growth has slowed, the 
government has announced large infrastructure investment programs and 
could ease monetary policies to further stimulate growth, which could 
benefit commodities. However, investments in new technologies and 
alternative sources of production could lead to more supply, while a 
stronger dollar would put further pressure on prices.  

 We continue to favor obtaining commodity exposure through natural 
resource stocks over commodity futures. While trailing one year roll yields 
on commodity futures have turned slightly positive, energy stock 
valuations trade at a discount to the broad market and offer better long-
term risk / reward.   
 

Source: Bloomberg 

The S&P energy sector traded at 16x average five-year 
earnings, compared to 21x for the broad market.  Brent 
Oil prices have averaged $98 a barrel over this time 
frame compared to the current price of $107. However, 
investment to develop shale gas is booming, which could 
continue to impact margins. 

Source: Bloomberg, DJ-UBS, S&P, Goldman Sachs Source: Bloomberg 

At the end of the first quarter, oil futures traded in 
backwardation across the entire curve. Commodity managers 
typically trade in the short end of the curve and could benefit 
from positive roll yields if backwardation continues.   

Over the last decade, commodity futures have been in contango and 
returns have suffered from negative roll yields. 1-year roll yields turned 
positive in Q1 for the first time since 2004. It remains to be seen if 
commodity futures will remain in backwardation going forward.  
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Spot Yield Curve Versus Fair Value 
 

Yield curve Fair Value Yield Curve

For the fair value yield curve, we assume that future spot 
short rates converge to a long-term real yield of 2.1%, an 
assumed inflation rate of 2.5%, and an inflation risk 
premium of 0.3%.  We assume that future spot short rates 
for the next three years follow forward rates and revert to 
our long-term rates over the ensuing five years. 

Mercer’s assumed fair value rates are on 
average 46 bps in excess of current rates at 
tenors over 20 years and are virtually 
identical from 5 to 20 years.  

Source: Federal Reserve, Mercer 

Source: Mercer 

The discount rate for the average plan 
fell 39bps during the quarter. 

The estimated collective deficit 
worsened from  $103 billion to 
$332 billion during the quarter. 

 We define fair value rates as those rates applying today that would allow 
a plan to lengthen duration with no change in expected return. At quarter 
end, Mercer’s assumed fair value rates were on average 46 bps in 
excess of current rates at maturities over 20 years, up from 9bps last 
quarter.  At the intermediate part of the curve, spot rates are 22bps below 
the fair value range versus at fair value at the end of last year 

 Given the decline in rates during the quarter, for those plans that are 
currently under their target interest rate hedge ratio, the current level of 
rates does not warrant a move towards the strategic hedge target.   

 Swap spreads over Treasury rates are negligible at the front and back 
end of the curve, and slightly higher at the belly of the curve. At these 
yields, and given that swaps are more capital efficient than Treasuries, 
sponsors looking to extend duration should consider using swaps. 
Treasury futures and STRIPS continue to offer slightly richer yields at the 
long end of the curve.  

 Credit spreads declined during the quarter and are near historical 
averages. We still see these instruments as favorable for hedging 
purposes and favor an overweight credit spread exposure relative to the 
strategic benchmark, after taking note of any credit exposure the plan 
may obtain through its equities.  

 Mercer estimates the aggregate funded status of plans operated by S&P 
1500 companies.  After improving from 74% to 95% in 2013, the average 
funded status fell back to 85% in the first quarter. The decline in rates 
and poor equity performance led to the deterioration in funding levels 
during the quarter.    

 Recent legislation has been passed that would significantly raise PBGC 
insurance costs in the next two years. Furthermore, it is expected that 
mortality table standards across the industry will change, resulting in an 
increase in liability of 5-7%. These expected increases in carrying costs 
make lump sum offerings a more compelling tool to reduce risk.  

 Our buyout index indicates that carrying costs and the buyout cost are 
both near 109% of accounting liability. Plans that have seen their funded 
status improve significantly are in a better position to explore transactions 
to reduce pension liabilities via lump sum offerings or buyouts / plan 
terminations. 
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Important Notices 
  
References to Mercer shall be construed to include Mercer LLC and/or its associated companies. 
© 2014 Mercer LLC. All rights reserved.   

This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was provided by Mercer. Its content may not be modified, sold or otherwise 
provided, in whole or in part, to any other person or entity, without Mercer’s prior written permission.   

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without notice. They are not intended to convey any guarantees as to the future 
performance of the investment products, asset classes or capital markets discussed.  Past performance does not guarantee future results. Mercer’s ratings do not constitute individualized investment advice. 

Information contained herein has been obtained from a range of third party sources. While the information is believed to be reliable, Mercer has not sought to verify it independently. As such, Mercer makes no 
representations or warranties as to the accuracy of the information presented and takes no responsibility or liability (including for indirect, consequential or incidental damages), for any error, omission or 
inaccuracy in the data supplied by any third party.  

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities and/or any other financial instruments or products or constitute a solicitation on behalf of any of the investment 
managers, their affiliates, products or strategies that Mercer may evaluate or recommend.  

For the most recent approved ratings of an investment strategy, and a fuller explanation of their meanings, contact your Mercer representative.   

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest. 

THE FOLLOWING PROVISIONS APPLY TO DATA OR OTHER SERVICES PROVIDED BY THE FOLLOWING COMPANIES: Where “End User” appears before the Vendor 
name, a direct end-user license with the Vendor is required to receive some indices. You are responsible for ensuring you have in place all such licenses as are required by Vendors.  

BARCLAYS:  © Barclays Bank PLC 2014.  This data is provided by Barclays Bank PLC.  Barclays Bank PLC and its affiliated companies accept no liability for the accuracy, timeliness or completeness of such 
data which is provided “as is.”  All warranties in relation to such data are hereby extended to the fullest extent permitted under applicable law. 

BARCLAYS CAPITAL:  The Barclays Indices are a proprietary product of Barclays.  Barclays shall maintain exclusive ownership of and rights to the Barclays Indices and that inclusion of the Barclays Indices 
in this Service shall not be construed to vest in the subscriber any rights with respect to the Indices.  The subscriber agrees that it will not remove any copyright notice or other notification or trade name or 
marks of Barclays that may appear in the Barclays Indices and that any reproduction and/or distribution of the Barclays Indices (if authorized) shall contain such notices and/or marks. 

BLOOMBERG L.P.:  © 2014 Bloomberg L.P.  All rights reserved.  BLOOMBERG, BLOOMBERG PROFESSIONAL, BLOOMBERG FINANCIAL MARKETS, BLOOMBERG NEWS, BLOOMBERG 
TRADEMARK, BLOOMBERG BONDTRADER, AND BLOOMBERG TELEVISION are trademarks and service marks of Bloomberg L.P. a Delaware Limited Partnership. 

IBNY Mellon Asset Servicing: Source: © 2014 BNY Mellon Performance Risk and Analytics, LLC.  All Rights Reserved.  

CITIGROUP GLOBAL MARKETS (formerly SALOMON SMITH BARNEY):  Smith Barneysm and Citigroup Global Equity Indexsm are service marks of Citigroup Inc. "BECAUSE ACCURACY COUNTS®" is a 
registered service mark of Citigroup Inc. FloatWatch© is a trade mark of Citigroup Inc. Citigroup Global Equity Index Systemsm , Citigroup Broad Market Indexsm, Citigroup Primary Market Indexsm, Citigroup 
Extended Market Indexsm, Citigroup Cap-Range Indexsm, Citigroup Internet Index (NIX)sm, Citigroup Style Indices (Growth/Value)sm, Citigroup Property Indexsm are service marks of Citigroup Inc.  ©2014 
Citigroup Inc All rights reserved. Any unauthorized use, duplication or disclosure is prohibited by law and may result in prosecution.  Citigroup, including its parent, subsidiaries and/or affiliates ("the Firm"), 
usually makes a market in the securities discussed or recommended in its report and may sell to or buy from customers, as principal, securities discussed or recommended in its report. The Firm or employees 
preparing its report may have a position in securities or options of any company discussed or recommended in its report. An employee of the Firm may be a director of a company discussed or recommended in 
its report. The Firm may perform or solicit investment banking or other services from any company discussed or recommended in its report. Securities recommended, offered, or sold by SSB: (i) are not insured 
by the Federal Deposit Insurance Corporation; (ii) are not deposits or other obligations of any insured depository institution (including Citibank); and (iii) are subject to investment risks, including the possible 
loss of the principal amount invested. Although information has been obtained from and is based upon sources SSB believes to be reliable, we do not guarantee its accuracy and it may be incomplete or 
condensed. All opinions and estimates constitute SSB’s judgment as of the date of the report and are subject to change without notice. Its report is for informational purposes only and is not intended as an 
offer or solicitation for the purchase or sale of a security. Its report does not take into account the investment objectives or financial situation of any particular person. Investors should obtain advice based on 
their own individual circumstances before making an investment decision. 

CREDIT SUISSE FIRST BOSTON LLC. (CSFB):  Copyright © 1996 – 2014 Credit Suisse First Boston LLC and/or its affiliate companies.  All rights reserved. 

DataStream : Source: ThomsonReuters Datastream 
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Important Notices 
Dow Jones: The Dow Jones IndexesSM  are proprietary to and distributed by Dow Jones & Company, Inc. and have been licensed for use.  All content of Dow Jones IndexesSM © 2014 is proprietary to Dow 
Jones & Company, Inc. 

“End User” FTSE™ : is a trade mark of the London Stock Exchange PLC and The Financial Times Limited and is used by FTSE International Limited under license.  Russell Investment Group Europe Ltd is 
licensed by FTSE International Limited to distribute FTSE Advanced Service and other FTSE indices. FTSE shall not be responsible for any error or omission in FTSE data.  All copyright and database rights in 
FTSE products belong to FTSE or its licensors. Redistribution of the data comprising the FTSE products is not permitted.  You agree to comply with any restrictions or conditions imposed upon the use, access, 
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material may contain confidential information and unauthorized use, disclosure, copying, dissemination or redistribution is strictly prohibited. This is a user presentation of the data. Russell Investment Group is 
not responsible for the formatting or configuration of this material or for any inaccuracy in presentation thereof. Returns and security data for the Russell indices are provided by Mellon Analytical Solutions.  
Russell indices are trademarks/service marks of the Russell Investment Group. Russell® is a trademark of the Russell Investment Group. 

HFRI: Source: Hedge Fund Research, Inc., © HFR, Inc. 2014, www.hedgefundresearch.com 

JPMORGAN:  The JPMorgan EMBI Index (i) is protected by copyright and JPMorgan claims trade secret rights, (ii) is and shall remain the sole property of JPMorgan, and (iii) title and full ownership in the 
JPMorgan EMBI Index is reserved to and shall remain with JPMorgan.  All proprietary and intellectual property rights of any nature, including patents, copyrights, trademarks and trade secrets regarding the 
JPMorgan EMBI Index, and any and all parts, copies, modifications, enhancements and derivative works are owned by, and shall remain the property of JPMorgan and its affiliates.  The JPMorgan EMBI Index 
and related materials and software were developed, compiled, prepared and arranged by JPMorgan through expenditure of substantial time, effort and money and constitute valuable intellectual property and 
trade secrets of JPMorgan.  The JPMorgan EMBI Index shall not be used in a manner that would infringe the property rights of JPMorgan or others or violate the laws, tariffs, or regulations of any country. 

MSCI®:  Portions of this report are copyright MSCI 2014. Unpublished. All Rights Reserved. This information may only be used for your internal use, may not be reproduced or redisseminated in any form and 
may not be used to create any financial instruments or products or any indices. This information is provided on an “as is” basis and the user of this information assumes the entire risk of any use it may make or 
permit to be made of this information. Neither MSCI, any of its affiliates or any other person involved in or related to compiling, computing or creating this information makes any express or implied warranties or 
representations with respect to such information or the results to be obtained by the use thereof, and MSCI, its affiliates and each such other person hereby expressly disclaim all warranties (including, without 
limitation, all warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the 
foregoing, in no event shall MSCI, any of its affiliates or any other person involved in or related to compiling, computing or creating this information have any liability for any direct, indirect, special, incidental, 
punitive, consequential or any other damages (including, without limitation, lost profits) even if notified of, or if it might otherwise have anticipated, the possibility of such damages. MSCI is a registered 
trademark of MSCI, Inc. 

NAREIT: NAREIT® is the exclusive registered mark of the National Association of Real Estate Investment Trusts. 

NCREIF: All NCREIF Data - Copyright by the National Council of Real Estate Investment Fiduciaries. This information is proprietary and may not be reported in whole or in part without written permission. 

STANDARD & POOR’S:  Standard & Poor’s information contained in this document is subject to change without notice.  Standard & Poor’s cannot guarantee the accuracy, adequacy or completeness of the 
information and is not responsible for any errors or omissions or for results obtained from use of such information.  Standard & Poor’s makes no warranties or merchantability  for a particular purpose.  In no 
event shall Standard & Poor’s be liable for direct, indirect or incidental, special or consequential damages from the information here regardless or whether such damages were foreseen or unforeseen. 

Investment advisory services provided by Mercer Investment Consulting, Inc. 




