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Ath Quarter 2014:
Half Empty or Half Full?

Despite a stumble into year -end, U.S stocks gener-
ated solid gains in the 4th quarter and capped off

the eighth consecutive quarter and sixth consecu-

tive year of positive returns for the S&P 500. Last

year also represented the third consecutive calen-

dar year of 11%+ gains for the blue -chip index.
This sort of winning streak has only been met or
exceeded three other times in market history:

1 As of year -end 1999, the blue -chip index had
risen more than 11% for five years in a row.

1 At the close of 1952, the market had strung
together three years of 11%+ gains.

1 Andd somewhat surprisingly to students of
world history T the market actually put togeth-
er four sequential years of strong gains in the
period ending in 1945.

(Please see Chart 1 on the following page)

Throughout each of these time periods, investors
would have been forgiven had they struggled to
the market6s
the four -y ear

see Afcupodo as fAha

streak of big gains
compassed the most devastating war in human
history. The three years ending in 1952 encom-
passed the Korean War and the beginnings of a
decades -long Cold War between the U.S. and Sovi-
Al t hough the

market, 1999 itself was chock full of fears of the

et Uni on. 6906

fi Y 2 Kadated computer shutdowns. And some
may remember that Fed Chairman Greenspan had
warned wus of Airrational exu
market way back in 1996. Although we now know
that 1999 marked the end of a huge run in stocks,
the stubborn persistence of the bull market in the
6906s foiled smart

| at e many

casters.

Over the past several years, there have been no
shortage of reasons put fort
the markets.
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S&P 500 Number of Consecutive 11%+ Annual Gains
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have been enraged by the current Presidentés economic po
told us (over and over) that he would lead us to economic ruin sooner rather than later. Like Mr.

Obama or not, the fact is that real GDP growth in | ast vy
of, or in spite of, our President and our dysfunctional Congress, our domestic economy is actually do-

ing pretty well. Similarly, the Feder al Reserveb6s progr
criticized as reckless. Fears that QE would result in runaway inflation or bankrupt our country have i

at least so far, after more than half a decade T proven unwarranted.

It is true that there are always plenty of things to worry about as an investor. On the other side of the

coin, there are always long  -term opportunities waiting to be found. If one insists on continually see-

ing the cup as fhalf empty, o0 she is unlikely to find the
never sees the cup as anything but Ahal f full, o she wild.l
proposal is that investors should try to see things as they are, not as they wish or fear them to be. In

that spirit, on the following pages you will find some of our thoughts on the outlook for the capital

markets in 2015.



Stocks

S&P 500 Fwd Earnings Yield ©iueine vs. 10Yr Trsy Yield (=dine) VS.
BAA COI’p Y|9|d {gm line)

12%
10% - S&P 500 Fwd
Earnings Yield
1 BAA Corp. Yield f
.""ﬂ.. :. \
8% I\
]
N Dec-14
) 0,
E % 6.18%
<
@)
Dec-14
4.74%
4%
2, 10Yr Trsy Yield La ' Dec-14
| 2.21%
Source:Bloomberg, Fed H.15, JAG Capital Management
0% T T T T T
Mar90 Mar92 Mar-94 Mar96 Mar98 Mar-00 Mar-02 Mar-04 Mar-06 Mar-08 Mar-10 Mar-12 Mar-14 Mar-16 Mar-18
—— Fwd_EY (Curr Ann) ——10YrTrsy BAAYId
S&P 500 P/E Based on Trailing Nominal Reported EPS
50 r 50
Mar-02 /\ '
46.72
45 - h 45
J | May-08" -
| 12502 |
40 | - 40
*y-axis scale has beentruncated to remove distortion
caused byabnormallyhigh P/Esinearly 2009 Apr-23
3478 r
35 C Al -3
A1 ‘ [
[l I
30 ) | ',. 30
Jul-33 \J L E M
26.42 Jan-92 d Wt
™ 26.05 i
+ ‘ i | " ‘
= 25 I il \ | I 25
© b Jun-46 \ Mar-01 |
< | 21.60 { [ 2525 | |
O | i | '[ I
20 i | _ | I} il pec-1a| 20
| b 11 \ [ (L %/ | RURETY-T
i 1L W | \ \A I:
] i 'l‘ [ || il I \ "% A L
161 [ [ I |. 1 2 | |f 18
R R\ Jan-95 |
r | 16.20 Sep-11
) \| | L 13.66
10 4 | ¢ - 10
Jun-zz  Nov=37 || "] o Average trailing P/E = 16.99
9.06 9.41 |
Apr-42 L |
5 7"_{54 Jun-49 748 7.39 -5
5.84 L
] Source: Standard & Poor's, JAG Capital Management [
0 | : i i L0

Dec-25 Dec-35 Dec-45 Dec-55 Dec-65 Dec-75 Dec-85 Dec-95 Dec-05 Dec-15
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We enter 2015 with a restrained but constructive view on the equity markets. Although U.S. stocks

are no |l onger <clearly cheap at roughly 16x esti

B 122%

2016

earnings yield of 6.2% still compares favorably to 2% vyields offered by 10 -year U.S. Treasuries and
the 4.74% average yield of BAA -rated corporate bonds (Chart 2). Assuming corporate earnings
growth meets or exceeds analyst estimates of 11% -12% growth in the coming year, we think domes-

tic stocks have a reasonable shot at delivering yet another year of double -digit total returns.

On the other hand, we see limited room for more multiple expansion in the domestic equity market
( Not e: The phrase fAmultiple expansiondo simply
more for a given amount of earnings. Consider a stock that earns $1/share and trades at $10/share.

mated for

descri bes

I f investors get excited about the stockbds future,
stockds multiple has expanded from 10x earnings to

tiple on trailing reported earnings expanded from 13.7x in September 2011 to 18.7x in December
2014 (Chart 3). Given the fact that actual yearly earnings results have fallen short of beginning of the
year estimates for three years in a row (Chart 4), we are not at all sure that investors would greet an-
other year of disappointing earnings growth with open arms. We think investors will place more
weight on actual earnings results in 2015. If corporate earnings meet or exceed estimates, we think
we could see another figood to greato year for
growth could present some challenges.
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Bonds/Interest Rates

The significant decline in interest rates in 2014 has to rank as the second -biggest surprise of last

year. Strategists and portfolio managers almost universally expected rates to rise in 2014 (yes, this
includes us at JAG). But the exact opposite occurred. Instead of heading north or even staying flat,

the yield on 10 -year U.S. Treasury bonds actually declined by almost 30% - from approximately 3%
to roughly 2% (Chart 5). This is a perfect example of why money manager and author Ken Fisher
has | ong described the financi al mar ket as fAThe Great

have a funny habit of doing exactly the opposite of what the majority of people expect them to do.
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There are a lot of possible reasons for the surprising drop in U.S. interest rates last year, but the
global interest rate picture stands out as a key factor. Put simply, although our domestic interest
rates seem absurdly low to all of us, on a global level, they remain high (Chart 6). Among developed
economies around the world, U.S. Treasury bond yields are second only to Australia. Consider what
this actually means to an investor in, say, Germany. He can purchase German Bunds (their equiva-
lent of Treasuries) yielding less than .5%. Alternatively, he can purchase the same amount of Treas-
uries, yielding roughly 2%. Although both rates are low by historical standards, it is clear which
choice is preferable from an investment standpoint.

Effectively, despite the fact that the U.S. Treasury market is the deepest, safest, and most liquid fi-
nancial market on the planet, our government -backed bonds offer more yield than many other gov-
ernment -backed bonds around the worl d. Dondt feel bad if



Chart 6

because this is confusing to some of the smartest people in the world. Generally speaking, finance

theory teaches us that investors should demand more yield for more risk. Theoretically and in prac-

tice, safer assets rarely yield more than less safe assets. So the fact that U.S. rates are higher than

those in much of the world appears to be an anomaly. Investors around the world appear to be rec-

ognizing this disconnect and acting on it

- by buying U.S. Treasuries. As this process plays out, it
could have the effect of keeping our yields lower than expected, and it may even push our rates still
lower throughout the course of 2015. While this is a huge negative for savers (have you checked CD

rates lately?), it represents a significant positive for borrowers (have you checked mortgage rates

lately?). Whet her the cup is Ahalf fulld or HAhalf
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Oil/Commodities
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