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Economy

Will They or Won’t They?
Recent Economic Indicators
Thomson Reuters/Univ. of Michigan Consumer Sentiment

82.1

Consumer Confidence

81.5

Existing Home Sales, Monthly Change
New Home Sales, SAAR*

6.5%
394,000

Personal Income, Monthly Change

0.1%

Personal Consumption Expenditures, Mo Chg

0.1%

Non-farm Payroll Increase/Decrease

169,000

Unemployment Rate

7.3%

ISM Non-Manufacturing Index

58.6

ISM Manufacturing Index (PMI)

55.7

New Durable Good Orders, Monthly Change

2.4%

Industrial Production, Monthly Change

0.0%

Capacity Utilization

77.6

Retail Sales, Monthly Change

0.2%

CPI, Monthly Change, NSA

0.0%

CPI Core, Monthly Change, NSA

0.1%

PPI, Monthly Change, NSA

0.0%

PPI Core, Monthly Change, NSA
U.S. Trade Deficit

0.1%
$39.1 Bil

Q2 2013 Non-farm Productivity, Qtrly Chg

2.3%

Q2 2013 Real GDP, Quarterly Change, SAAR*

2.5%

*Seasonally Adjusted Annual Rate
Values reflect most recent data available at the time of publication.
Source: Bureau of Economic Analysis of the U.S. Department of Commerce, U.S.
Department of Labor, Federal Reserve, Thompson-Reuters University of Michigan,
Institute for Supply Management, National Association of Realtors, The Conference
Board, U.S. Census Bureau, Bloomberg.
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Overview
The minutes from the August FOMC meeting indicated tapering QE in
September was very much on the table at that time, but the Fed was
not firmly committed to it. At any rate, “almost all” participants
indicated they were comfortable with reducing QE, so it is now only a
question of when. Regardless of when they start, the Fed looks to be
set on phasing out QE entirely by mid-2014. The employment report,
which was released September 6, will be the most influential data
point in the Fed’s decision of whether or not to start tapering in
September.
A decline in imports coupled with a rise in exports made for a
surprisingly narrow trade gap in June. The trade deficit improved
nearly $10 billion to -$34.2 billion, which was more than $8 billion
better than expectations. The magnitude of the surprise signaled that
GDP growth in the second quarter was better than originally thought,
and in fact it was later revised up to 2.5% from an initial estimate of
1.7%. The sharp increase in net exports led the improvement, but a
buildup in inventory was also a contributor which is not very
favorable. Labor market improvements have been good, but
economic growth is still far from strong.
Looking forward, the OECD released its composite of leading
indicators which showed the U.S. component at its highest level in
five years. PMIs were also strong in August, so it is likely U.S. real GDP
accelerates in 3Q. The United Kingdom and Japan are showing that
economic growth is firming, and although still weak the Eurozone LEI
has turned up. In contrast, LEIs for Brazil, Russia, and China are all
declining.
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Employment
After being in a sideways channel for the past three months it now
appears that initial unemployment claims are resuming their
downward trend. Initial jobless claims broke out to the downside
during the month of August, with the four-week average hitting a
new recovery low of 328,500 for the week ended August 31. Despite
this, the August employment report was somewhat disappointing.
Payrolls increased only 169,000 coming up a little short of
expectations. Gains in the private sector were soft at only 152,000
and July’s number was revised down 34,000, but the strong
employment components in the PMIs suggest this should accelerate.
Federal payrolls were flat, while state and local governments added
17,000 jobs. The unemployment rate ticked down to 7.3%, but it was
attributed to a large reduction in the labor force. This will probably
be the most influential piece of data the Fed will look to in deciding
whether or not to taper on September 18, meaning the odds of it
happening this month have gone down. Other data has been strong
so it is not completely off the table, but any tapering announced
would likely be small.
Consumer Confidence & Spending
Consumer confidence improved slightly in August, according to the
Conference Board, edging up a half-point to 81.5. There was a bit of
weakness in the present situation component which was down 3.1
points, but the expectation for the future and the outlook for the job
market both improved. The sample for the survey only included data
up to August 15, so the pullback in the stock market in the latter half
of the month and the events in Syria were not yet factors. Rising
tensions in the Middle East and the looming debt-ceiling debate are
likely to weigh on consumer confidence over the next couple months,
but so far it has not had a negative impact on automobile sales.
Motor vehicle sales were up a solid 1.9% in August to an annual pace
of 16.1 million, the highest rate in six years. Very low interest rates
for auto loans are helping overall vehicle sales, and the
Manufacturing and Energy Renaissances are specifically supporting
truck sales.
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Retail sales rose 0.2% in July following an upwardly revised 0.6%
increase the previous month. This was slightly below expectations for
a 0.3% increase as a 1.0% decline in auto sales during that month
weighed on the number. Excluding motor vehicle sales, retail
spending was up 0.5% and the gains were widespread within the core.
Gasoline sales were up 0.9% and a recent upturn in gasoline futures
suggest that retail prices could move higher this month, which might
depress consumer confidence. Overall, spending remains moderately
healthy and August vehicle sales should be a boost to the next retail
sales report.
Inflation
Inflation remained in check for the month of July thanks to a surprise
drop in energy prices, providing support for further P/E expansion in
the equity markets. Prices at the producer level were much softer
than anticipated, coming in flat for the month after a 0.8% increase
in June. Excluding food and energy, inflation was still contained,
creeping up only one-tenth of a percent. At the consumer level prices
eased 0.2% after a half-percent increase in June. In contrast, the yearover-year rate of inflation firmed to 2.0% from 1.8% the previous
month. Both the doves and the hawks on the FOMC will try to find
something in this data to make their case to either taper QE or keep it
going, but the bottom line is neither inflation nor deflation looks to
be a threat right now. Inflation is likely to remain well contained over
the next year thanks to slower emerging market growth, high
unemployment, low unit labor costs, and a stronger dollar.
Business Activity
Manufacturing expanded at a faster rate in August, defying
expectations for deceleration. The ISM’s index rose three-tenths of a
point to 55.7, with the new orders component surging almost five
points to 63.2. It’s interesting to note the inventories component is
at a 4-year low and the spread between inventories and new orders is
at a 4-year high. This suggests manufacturing activity should remain
elevated, however rising oil and material costs are a risk to growth.
On the larger service side of the economy, ISM reported the greatest
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ISM Report on Business Activity
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level of strength since the peak of the last recovery. The nonmanufacturing index rose 2.6 points to 58.6 for the month, beating all
expectations. The new orders component and employment
components both showed strength, indicating economic activity and
the labor market are likely to pick up steam.
Housing
The August number for the NAHB Index came in higher than expected
for the third month in a row, climbing three points to 59, when the
market was only expecting a reading of 56. Homebuilder confidence
is now at its highest since the bubble days of 2005. Housing starts
rebounded 5.9% in July to an annual pace of 896,000, while permits
resumed a moderate uptrend, climbing 2.7% to an annual pace of
943,000.
There was a big jump in existing home sales in the U.S. in July as a
number of buyers rushed to the market in the face of rising mortgage
rates. Sales rose 6.5% from June to an annual pace of 5.39 million,
beating every estimate from economists and were 17.2% higher than
the same period last year. 30-year mortgage rates hit a two-year
high of 4.58% this week, up 127 bps from the all-time low of 3.31%
hit on November 21, 2012. Prices have also been climbing and are up
13.7% year-over-year, but so far these are not factors consumers are
citing as reasons not to buy a house. If anything they have instilled a
sense of urgency for buyers who want to get in before it is too late,
but this will likely diminish the future pool of eligible buyers as
demand is pulled forward. Market forces have also resulted in a
resurgence of the much-maligned adjustable-rate mortgages, which
have lower rates than 30-year fixed mortgages and now make up 6%
of the application pool, up from 3% at the beginning of the year. In
sharp contrast to existing sales, new home sales fell well below
expectations and data from previous months was revised lower. The
62,000 drop to an annual rate of 394,000 came as a surprise given
the recent surge in the homebuilder’s market index.
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The August consumer confidence report revealed a decline in
consumers’ plans for buying a home. This notion was reinforced by a
1.3% decline in pending home sales in July as higher mortgage rates
seem to finally be discouraging buyers. As a result, existing home
sales numbers for August and September could be softer. The rate of
home price appreciation slowed down for the third month in a row
according to a report from S&P/Case-Shiller. U.S. single family home
prices for the largest 20 cities rose 0.9% in June, down from an
average monthly gain of 1.4% from January to May. Year-over-year
prices are still up an impressive 12.1% with the largest gains being
seen in Las Vegas, up 24.8% and San Francisco which is up 24.4%
World Economy
Things in India are looking rather weak. The country is dealing with
stagflation, a current account deficit problem, and government
turmoil. India’s rupee had its largest single-day drop in two decades
this month and was down 20.1% so far in the year. The recent surge
in oil prices risks pushing India into a recession.
Exports and imports for China both showed strong growth for July.
This could be viewed as a positive, but the longer-term trend for
exports is still declining and imports have been in a sideways channel
for over two years. And while industrial production and retail sales
have both stabilized, a slowdown in bank loan growth points to
further declines ahead. China’s CPI remained elevated in July at 2.7%,
which also suggests growth needs to remain slower.
Things were looking better in Europe as real GDP rose at a much
stronger than expected 1.1% annual rate in the second quarter.
Germany led the recovery up 2.9%, and France beat expectation
coming in at 1.9%. Recessions in the periphery countries are still
holding GDP back, but the rates of decline in those countries has
moderated.

Fixed Income

Most Major Fixed Income Markets Fall Sharply
Fixed Income Current Yields

8/31/2013

3 Month U.S. T-bill

0.03%

2 Year U.S. Treasury

0.39%

5 Year U.S. Treasury

1.62%

10 Year U.S. Treasury

2.78%

30 Year U.S. Treasury

3.70%

1 Month

YTD

Barclays U.S. Aggregate

Total Returns

-0.51%

-2.81%

Barclays U.S. Govt./Credit

-0.48%

-1.59%

Barclays U.S. Municipal Bond

-1.43%

-4.92%

Barclays U.S. Corp. High Yield

-0.54%

2.88%

Barclays U.S. Long Credit A

-1.39%

-8.51%

Barclays U.S. Treasury 20+ Year

-0.76%

-11.13%

Barclays Global Aggregate

-0.52%

-4.14%

Barclays Emerging Markets

-1.96%

-7.33%

1 Month and YTD data as of: 8/31/2013
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc., U.S. Department of the Treasury, Barclays Capital

Overview
With the exception of floating rate notes, fixed income markets sold
off as investors remained fixated on the anticipated pullback in the
Fed’s bond-buying program. Yields on 10-year notes touched their
highest levels since July 2011 after Federal Reserve minutes showed
most voting members of the central bank are prepared to taper
quantitative easing should economic growth strengthen. According
to J.P. Morgan’s fixed income strategy team, the Treasuries market
has fully priced in a $15 billion reduction in this program starting in
September. After that, strategists feel the central bank could reduce
purchases by another $20 billion in December and March, before
ending the stimulus package in June with a $30 billion reduction.
Because the Fed has been a buyer in the Treasuries market for nearly
five years, the looming prospect of its withdrawal we believe has
caused investors to sell out of bond mutual funds.
Over the past several years, market participants have invested heavily
into bonds believing these securities would provide a steady stream of
income with little risk of a sharp decline in prices. Between 2009 and
2012, U.S. bond mutual funds and ETFs experienced more than $1
trillion of inflows, according to TrimTabs Investment Research.
However, this year sentiment toward the fixed income markets
turned negative, with investors redeeming more than $30 billion from
these same securities in August, the third largest monthly outflow
ever; this follows a record $69.1 billion outflow in June and a $14.8
billion outflow in July.
Fed Chairman Bernanke said last month that even if the fiscal
stimulus program ends in 2014, the central bank would continue to
keep short-term interest rates near zero to continue to support the
economy. We believef the Fed manages to reassure investors the
current monetary policy will be in place for an extended period, the
rise in bond yields will likely remain in check.
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High Yield Bond Spreads

10-Year Government Bond Yields

In % Points, January 2008 -August 2013
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Corporate
After a rally in July, the investment grade corporate sector finished
lower, dropping 0.70%, bringing year-to-date returns to -3.29%.
Fears of higher interest rates in the post quantitative easing world
likely cause investors to exit intermediate- and long-term bond funds
in favor of short-term platforms, including floating rate notes.
Meanwhile, sales of short-term corporate bonds have risen over the
past two months as large global borrowers prepare for the potential
of higher interest rates. In a sign of this change, the share of
corporate debt maturing in ten years or less rose to almost 70% of
total U.S. dollar-denominated sales last month, up from 47% in
January. Strategists expect this trend to continue, as investors
increasingly demand shorter maturity bonds to help minimize
exposure to duration risk.
High yield bonds also fell for the month, losing 0.61% and bringing
year-to-date returns to 2.71%. Lower-quality high yield bonds have
outperformed this year, with CCC-rated paper gaining over 7%.
Much of this outperformance results from a high dispersion of
spreads in early 2013, when lower quality bonds traded
uncharacteristically cheap relative to higher quality debt when
adjusted for low aggregate market yields. This ratio has since reverted
to its historical relationship, producing robust returns for lower-rated
bonds. Looking to the remainder of the year, strategists believe
volatility will remain relatively muted, with returns for all areas of the
high yield sector expected to be average barring any unforeseen
market events.
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Municipals
Continuing a recent trend, the Barclays Municipal Bond index fell
again losing 1.43%, the largest monthly loss in 14 years. Municipal
bonds continue to sell-off more severely than the rest of the market
on credit concerns raised by a bankruptcy in Detroit. This, along with
significant withdrawals from mutual funds and ETFs, has led to the
highest yield levels since 2011. Because individual investors own
approximately 70% of the muni market and tend to overreact to
market news, they can inflate the market’s gains and losses. As such,
these individual investors have sold $20 billion from muni funds this
year, including $9.5 billion since the Detroit bankruptcy. Separately,
borrowing costs for Puerto Rico have risen to the highest levels in
more than four years as concerns over the financial health of this U.S.
territory escalate. Puerto Rico’s finances are considered weaker than
those of any state because of its budget deficit, high per capita debt
load, and unfunded pension obligations of more than $30 billion. This
backdrop has made investors less willing to hold the commonwealth’s
debt despite the attractive tax advantage of also being state taxexempt. Looking ahead, strategists expect higher volatility in the
muni market as investors focus on attractive valuations along with
considerable mutual fund and ETF outflows.

Performance by Country

U.S. Treasury Yields

Unhedged Total Returns, August 2013

In % Points as of 08/31/2013
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International
The Barclays Global Treasury ex-US index dropped by 0.34% on an
unhedged basis, but fell 0.22% on a local currency basis, consistent
with a modestly weaker U.S. dollar against other major currencies.
Most major country government bonds posted losses including
Canada, France, Germany, the United Kingdom, and Australia as
investors transitioned away from safe-haven securities. Italy and
Spain posted gains, bringing year-to-dates returns to 3.34% and
7.17% respectively amid better-than-expected economic growth in
these areas.
Meanwhile, the European Central Bank and the Bank of England have
maintained low interest rates even amid budding signs of economic
recovery. ECB president Mario Draghi played down recent signs of a
strengthening economy in the euro zone, suggesting the central
bank’s easy money policies will remain in place. "These shoots (of
recovery) are still very, very green," Draghi said. The ECB will keep its
key short-term interest rates unchanged at the record low level of
0.5% and announced no additional stimulus. Separately, the Bank of
England held its benchmark rate at 0.5%, while also leaving its bondbuying program unchanged at £375 billion ($585 billion). BOE
governor Mark Carney pledged not to raise short-term interest rates
until unemployment in the U.K. drops to 7%, a threshold bank
officials feel will not be reached until 2016. The euro zone exited a
lengthy recession earlier this year with growth of 1.1% at an
annualized rate. At the same time, business surveys suggest similar
expansion this quarter with economies like Italy and Spain showing
signs of stabilizing from downturns led by high unemployment.
Looking ahead, strategists feel government debt yields should remain
relatively stable given stronger economic growth, along with the
ECB’s pledge to continue its program to purchase government debt of
“at-risk” countries.
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Drivers of Long-Term Yields
Primary drivers of interest rates include expected, not reported,
inflation, and Federal Reserve activity. Secondary drivers include the
budget deficit (this impacts interest rates because the U.S. Treasury
prints and sells bonds to fund the budget deficit) and the risk-on or
risk-off posture of the markets. Inflation expectations are usually
based on the outlook for economic growth which we believe is
improving but is not yet robust. Commodity prices usually have little
impact on long-term inflation expectations. A recent study by the
Chicago Fed found that sharp increases or decreases in commodity
prices, including energy and food, have historically had little, if any,
impact on long-term core inflation.
Three competing theories posit causes of inflation. First, monetarists
believe that too much money chasing too few goods causes inflation.
Next, cost-push theorists suggest rising input prices like commodities
and wages force companies to boost prices. Finally, the demand-pull
camp feel a strongly growing economy gives companies more pricing
power and employees more wage bargaining power.
At this time, we cannot find any indications that expected inflation is
set to spike, and we feel the Fed will continue to emphasize a low
interest rate policy. Separately, we expect the Obama administration
to focus on budget deficit reduction, which will likely lead to a decline
in U.S. Treasury bond sales. Although many strategists expect
economic growth to improve, they feel interest rates have likely
climbed to unrealistic levels in the short-term, given current inflation
and Fed policy expectations.
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Equities

Stocks Lose Ground in August
Total Returns
Dow Jones Industrial Average

1 Month

YTD

-4.11%

15.02%

S&P 500

-2.90%

16.15%

NASDAQ Composite

-0.82%

19.95%

S&P 100

-2.96%

14.86%

S&P 400 MidCap

-3.75%

17.13%

S&P 600 SmallCap

-2.44%

21.12%

Russell 2000

-3.18%

20.03%

MSCI EAFE

-1.31%

8.54%

MSCI EAFE Small Cap

-0.05%

12.32%

MSCI Emerging Markets

-1.68%

-9.94%

1 Month and YTD data as of: 8/31/2013
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc.

Overview
Major U.S. equity markets declined in August and gave back some of
July’s strong gains. Continued uncertainty about the timing of the
Fed’s tapering of its quantitative easing program and concerns of
military action in Syria led to some unease among equity investors.
Weaker housing data and mixed jobs reports also added to investors’
concern over the fragile economic recovery. One bright spot was auto
sales for the month of August, which rose to a 16 million unit annual
rate, the best monthly showing since November 2007.
The total return for the Dow Jones Industrial Average in August was 4.1% with the index closing at 14,810.31, falling for the second month
in the past three. The broader S&P 500 Index also declined and had a
return of -2.9%, finishing at 1,632.97. The NASDAQ Composite Index
ended the month at 3,589.87, declining the least of the three major
indices at -1.0%, as technology was one of the best performing
sectors for the month. Year-to-date through the end of August, the
indices returned 15.0%, 16.2%, and 19.9% respectively.
S&P 500 corporate earnings for the second quarter came in 3.7%
higher than last year’s second quarter. The next two quarters should
show significantly higher year-over-year earnings comparisons mainly
due to weak earnings in the third and fourth quarters of 2012.
According to Standard & Poor’s, S&P 500 operating earnings for the
third and fourth quarter of 2013 are expected to be up 12.5% and
25.4% respectively versus year ago periods.
Domestic Equity
Nine of the ten economic sectors within the S&P 500 declined in
August. S&P Sectors that had the best performance for the month
included Materials (+0.02%), Information Technology (-0.5%), and
Energy (-1.7%). Material names that rose during the month included
Cliffs Natural Resources (+7.7%), Freeport-McMoRan (+6.9%), and
Dow Chemical (+6.7%). Within the Information Technology sector
Salesforce.com (+12.3%) and Apple (+8.3%) rallied during the month.
Lagging the index were the more interest rate sensitive sectors such
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S&P 500 Sector Breakdown

S&P 500 Sector Performance by Market Capitalization

Month-End Percentages

One Month Return As of 08/31/2013
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S&P 500
Financials
15%

as Utilities (-5.0%) and Financials (-5.0%) as interest rates rose and
dividend payers continued to be out of favor. Year-to-date through
the end of last month Health Care (+24.5%) led all sectors, followed
closely by Consumer Discretionary (+22.5%) and Financials (+19.6%).
The Telecomm Services (+6.2%) sector lagged far behind the
benchmark in the first eight months of 2013, as did Materials (8.7%)
and Utilities (+8.9%). Fears of interest rates rising have hurt the
performance of the higher yielding sectors such as Utilities and
Telecomm Services over the past several months.
According to Standard & Poor’s, small cap equities outperformed
both mid cap and large cap equities in August. The S&P SmallCap 600
Index had a total return of -2.4%, better than the returns for both the
S&P MidCap 400 Index (-3.8%) and the S&P 500 Index (-2.9%). Yearto-date, small cap equity (+21.1%) returns were higher than both mid
cap (17.1%) and large cap (+16.2%).
Large cap growth stocks (-2.2%) performed better than large cap
value stocks (-3.6%) in August. In the mid cap space, growth
outperformed value (-3.6% vs. -3.9%). Small cap also saw growth
declining less (-1.5% vs. -3.3%) for the month. Small cap growth
stocks posted the strongest returns year-to-date (+22.3%) through
the end of August, while large cap growth equities lagged (+15.1%).

International Equity
Developed international equity indices were also weak in the month
of August as the MSCI EAFE Index of developed markets returned a
negative 1.31% in U.S. dollar terms, outperforming domestic markets
which returned a negative 2.90%. Several of the smaller
components of the EAFE Index continued to rally with Greece and
Ireland up 4.85% and 4.34% for the month and up 21.35% and
21.88% through the first eight months of the year. Another positive
performing country was Austria returning 4.02%, but it still lags the
broader benchmark over the year with a year-to-date return of
4.08%. The larger, more developed countries that make up a greater

S&P 400
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Cons Stpls

Cons Disc
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11%
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Energy
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Healthcare
13%

-8%
-10%
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Source: Morningstar, Inc

percentage of the Index, dragged down the performance as
France (- 2.23%), Germany (- 2.59%), and Spain (- 2.51%) all finished
negative for the month. Year-to-date through the end of August, the
developed markets continue to perform well with the index remaining
positive year-to-date with a return of 8.54%. The MSCI country index
for Japan, which has led throughout most of the year, returned (2.15%) to fall behind Greece and Ireland on a year-to-date basis, but
continues to perform well with a return of 14.82% over the first eight
months of the year. Australia had lagged significantly over the first
half of the year as the economy is closely tied to raw materials and
commodity prices. As prices for commodity rose in the month of
August the Australian country index rose 1.57%, but still remains
negative for the year with a return of (– 1.88%).
The MSCI Index for Emerging Markets was negative in August and
trailed developed international equities posting a total return of 1.68%. Country indices in Indonesia (- 15.32%), India (- 10.75%),
Thailand (- 11.19%), Philippines (- 11.70%), and Turkey (- 12.99%) all
sold off over single digits on concerns over the countries’ specific
currencies as they fight off inflation. India saw the most significant
drop with their currency, falling over 10% in one week. China, which
is the largest component of the MSCI Emerging market Index, was
one of the lone bright spots returning 2.43% of the month of August,
but remains negative over the year with a return of (– 4.90%). The
emerging market Latin American countries were also weak this past
month returning (-3.12) as an index. More specifically, Brazil remains
weak, with a (-2.08%) return for the month, and over 20% down for
the first eight months of the year.
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Alternative Investments

REITs Stumble While Commodities Gain
Price Change
Dow Jones UBS Commodity Index

1 Month

YTD

3.71%

-6.44%

Oil

2.74%

17.59%

Copper

3.07%

-10.50%

Gold

6.33%

-16.69%

NAREIT-All REITs

-6.23%

-0.64%

NAREIT-Industrial/Office

-6.95%

-0.01%

NAREIT-Residential

-7.67%

-3.92%

S&P Global Property Ex-US

-2.05%

-1.81%

HFRI Emerging Markets Index

-0.77%

-0.39%

HFRI Fund Wtd Comp. Index

-0.73%

3.87%

HFRI Equity Market Neutral

-0.40%

3.49%

HFRI Event Driven

-0.04%

6.88%

HFRI Market Defensive

-1.55%

-2.02%

HFRI Merger Arbitrage

-0.11%

2.42%

HFRI Short Bias

0.58%

-11.71%

1 Month and YTD data as of: 8/31/2013
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc.

Overview
Commodities, backed by strong metals and energy performance,
posted strong gains last month. Hedge funds posted slight declines,
but managed to outperform the broader market. REITs suffer their
worst month of the year due to rising interest rates.
Commodities
The DJ UBS Commodity Total Return Index gained 3.40% in August
on strong metals and energy performance. Increased tension in the
Middle East and U.S. economic data both contributed to strong
commodity returns over the past two months. The index now sits at 6.16% year-to-date, recovering almost 5% in July in August after a
nearly 10% loss in the second quarter.
Strong economic data in the U.S. during the final week of August,
coupled with indecision about the Syria situation, put an abrupt stop
to an otherwise significant gold and silver rally. GDP numbers and the
employment report caused gold to finish the week flat and silver to
fall by 1%, but during the month gold still managed a gain of 6.3%
and silver climbed nearly 20%. The continuous evolution of the Syria
conflict is a likely reason for the precious metal strength, although the
rally probably would have been much stronger if not for the
headwinds of strong U.S. economic data and a U.K. vote to not take
action in the Middle East. An assault on Syria could cause precious
metals prices to experience a knee-jerk market reaction but a
sustained rally would require a stronger long-term catalyst.
Oil experienced a similar story in August as prices moved upward on
Middle Eastern uncertainty. Syria will not be a major factor in the oil
market if a strike does occur, but depending on the nature and
magnitude of military action, there could be ripple effects throughout
the other Middle Eastern nations. Oil prices typically rise when
potential disruption in supply occurs, which the market perceives as a
possibility anytime that military intervention is discussed in the
Middle East. However, unless a major shipping line is affected or a
primary supplier is at risk there should not be a measurable
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disturbance in supply. WTI Crude finished the month just under
$108/barrel, gaining 2.7% in August, and Brent Crude ended at
around $115/barrel, marking close to a 6% rise for the month.
REITs
Real estate investment trusts (REITs) took it on the chin in August.
The FTSE NAREIT All Equity REIT Index saw its total returns drop
6.62% for the month. This trailed the broader market, with the S&P
500 losing 2.9% last month. REITs have erased nearly three years of
outperformance in roughly three months. Analysts attribute this
decline in REITs to the Federal Reserve’s interest rate suppression. Any
upshift in Treasury yields has the potential to unleash a substantial
valuation crunch on REITs. According to BCA Research, a transition to
a self-reinforcing economic recovery and steady healing in the labor
market should help “eliminate deflationary pressure on rental rates
that has lingered since the supply boom prior to, and since, the
financial crisis.” Occupancy rates are moving up, but remain far below
previous peaks, which is indicative of lingering excess supply.
It was the same story when breaking it down by property sector and
subsector. Industrial REITs, composed of Industrial and Office, lost
6.81% last month. Retail REITs, which were one of the top performing
sectors last year, lost 8.52% in August. Manufactured Homes and
Apartments, which make up the Residential REIT sector, saw losses of
8.81% last month, being the hardest hit. Lodging/Resorts, which have
been the best performer so far this period, lost 4.98%. Despite this
down summer, investors should maintain their faith in REITs.
According to Brad Case, NAREIT’s senior vice president for research
and industry information, REITs don’t perform badly when interest
rates go up, and that’s because interest rates tend to go up when the
economy is strengthening. Thus strengthening demand for
commercial real estate and the earnings from owning commercial real
estate. Case also pointed to the fact that historically, REITs tend to
outperform other investments in the month of September.
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Hedge Funds
August was a relatively kind month for the hedge fund industry.
Although the industry posted declines in August, U.S. equity markets
had their largest decline of the year as investors reduced risk in
reaction to weakness in Emerging Markets equities and currencies, on
top of several other factors. The HFRI Fund Weighted Composite
Index declined by 0.73% for the month with mixed performance
across various sectors. The HFRI Equity Hedge Index lost 0.69% in
August, as gains across the HFRI Energy/Basic Materials,
Technology/Healthcare, and Short Bias were offset by declines in
Fundamental Value and Growth. Analysts point to volatility and
uncertainty increasing in August across both economic and political
forums, in contributing to the mixed sub-strategy performance, wide
dispersion, and macro-centric weakness across hedge fund strategy
performance.
Hedge fund fees continue to decline, beset by a variety of different
pressures. According to HFR, the average hedge fund charges 1.55%
for management and 18.39% for performance, as of Q1 this year.
Equity hedge funds have had to cut fees most aggressively, with the
average management fee at about 1.5%. While underperformance is
likely the main factor driving the reduction in fees, it isn’t the only
one. Increasing competition for smaller allocations among small and
mid-sized hedge funds is fueling something of a fee-cutting war.
However, a study from Preqin found that hedge funds that charge
more than the industry-standard for performance have been the best
performers over the past six years. Such funds had the highest net
returns on both a three-and five-year annualized basis, and posted
the best risk-adjusted returns.
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