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Economy

Cold Weather Softens Economic Data
Recent Economic Indicators
Thomson Reuters/Univ. of Michigan Consumer Sentiment
Consumer Confidence
Existing Home Sales, Monthly Change
New Home Sales, SAAR*

81.2
78.1
-5.1%
468,000

Personal Income, Monthly Change

0.3%

Personal Consumption Expenditures, Mo Chg

0.4%

Non-farm Payroll Increase/Decrease
Unemployment Rate

175,000
6.7%

ISM Non-Manufacturing Index

51.6

ISM Manufacturing Index (PMI)

53.2

New Durable Good Orders, Monthly Change

-1.0%

Industrial Production, Monthly Change

-0.3%

Capacity Utilization
Retail Sales, Monthly Change

78.5
-0.4%

CPI, Monthly Change, SA

0.1%

CPI Core, Monthly Change, SA

0.1%

PPI, Monthly Change, SA

0.2%

PPI Core, Monthly Change, SA

0.2%

U.S. Trade Deficit

39.1 Bil

Q4 2013 Non-farm Productivity, Qtrly Chg

1.8%

Q4 2013 Real GDP, Quarterly Change, SAAR*

2.4%

*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
According to the Bureau of Labor Statistics, severe weather prevented
over 600,000 employed workers from going to work in February. This
is the third largest number of employees not at work in February due
to weather since 1978. Regardless of this, private employment is
quickly approaching an all-time record high. Total private payroll
employment is now just 129,000 shy of its 2007 high with the new
record likely to be set with the next employment data release.
Many establishments have cited severe weather as the reason for
weak economic data in the past 2-3 months. The weather evidently
had an adverse impact on vehicle sales, manufacturing data, housing,
and various government surveys. Yet, other indicators such as high
yield spread and banks’ willingness to make loans are pointing toward
continued economic strength. High yield spread measures the yield
difference between non-investment grade bonds and U.S. Treasuries.
As such, it is a good indicator of the underlying strength in the U.S.
economy. Typically spreads are widening when investors see greater
risk and are narrowing when the perceived risk is low. At the end of
February, high yield spreads were sitting at a five-year low.
As we have written in previous issues, we believe that domestic
consumption is set to remain high this year. Increasing home prices,
strong equity markets as well as gains in employment are boosting
the asset side of the consumer balance sheets. On the other hand, low
lending rates and tame inflation ought to keep expenses in check. Put
together, the household net worth is at an all-time high, which in turn
has a positive effect on consumer confidence. Additional support for
consumers should also come from tax refunds, which have been
stronger than last year. Through February 21, the Treasury
Department has paid out a cumulative $107 billion in tax refunds, or
approximately $14 billion more than last year at this time. Even
more, the average refund check is around $3,200, which is $200 more
than last year according to data collected by Marketwatch. Strong
refunds should lift disposable personal income which historically has
been spent or invested in the market.
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Fiscal austerity will have less impact on growth in 2014. Last year,
government cuts in spending and stimulus programs, such as the
payroll tax cut expiration, shaved off 1.9% from GDP. Fortunately
fiscal drag on GDP growth will be just 0.5% this year according to the
latest CBO projections. The Treasury Department announced last
month that the federal deficit fell to $680 billion in 2013 from over
$1.1 trillion in 2012, the largest drop in the federal deficit level since
World War II. Most of this drop can be attributed to increased tax
revenue and almost no increase in government spending during the
year.
Contrary to the developed economies, some emerging market (EM)
economies might be facing stagflation; defined by declining growth
and rising inflation. The risk for slower economic growth comes from
tighter monetary policies, while weaker currencies might have an
adverse effect on inflation. The countries that are at risk of stagflation
include India, Brazil, Russia, South Africa, Indonesia and Turkey.
Inflation
Inflation remained tame in January on the consumer side and rose
modestly on the producer side. Headline CPI rose 0.1% mostly due to
energy, but apparel and auto prices fell to offset these increases. Yearover-year CPI was registered at 1.6% at the end of January, which is
even with the core readings (less energy and food). The PPI index,
which tracks prices from the production side, rose 0.2%. This brings
the question of whether or not a sudden pickup in inflation, in light of
softer economic data, will affect the Fed’s ongoing QE tapering. Per
FOMC minutes, the tapering will continue for now but some
members appear less convinced given the recent weakness in the
economic data. As the unemployment rate nears the original 6.5%
target there is discussion about the status of the federal funds rate,
which the Fed had claimed will stay near zero until at least 2015.
GDP
Real U.S. GDP was revised down to 2.4% in Q4 2013 from a previous
figure of 3.2%. Consumer spending was revised downward but capital
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spending was revised up significantly. Federal government spending
budget/deficit standpoint. Despite the headline downward revision,
the increase in business investment is very positive from an economic
standpoint as we believe that will fuel production and orders going
into the second quarter.
Employment
ADP reported 139,000 new private sector jobs were created in
February, below estimates but above the 127,000 reported for
January. The non-farm payroll report by the Bureau of Labor Statistics
saw 175,000 new jobs created last month, above estimates of
150,000 and well above the 129,000 reported in January. Temporary
services showed the largest increase and construction showed the
greatest decline. This positive report should encourage the Federal
Reserve to continue its tapering of the QE3 program.
Non-farm workers’ productivity for Q4 2013 was revised down to
1.8% after the third quarter release of 3.5%. This downward revision
is consistent with the GDP revisions and falls short of the consensus
estimates of 2.4%. Since 2008, productivity has grown by around
2.0%, therefore the fourth quarter release is not far off from the
trend, and manufacturing productivity is still up by a 2.7% annual rate
over the past 5 years.
Industrial Production and Durable Goods Orders
U.S. industrial production declined by 0.3% in January but marked a
2.9% increase on a year-over-year basis. Consensus estimates were a
0.2% growth rate for January. The manufacturing element of the
report fell 0.8% as auto production saw a significant drop. High-tech
manufacturing increased 0.2% and is up over 6% from one year ago.
In the same vein, new orders for durable goods fell by 1.0% in January
resulting from a weak transportation sector. Excluding transportation,
the index rose 1.1% on the month. Expect orders to improve as
weather normalizes and consumer and business balance sheets
continue to show improved strength.
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ISM Report on Business Activity

Industrial Production

Index Levels from January 2008 - February 2014
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Manufacturing Activity
Manufacturing data in the U.S. was mixed in February as the ISM
Manufacturing Index climbed to 53.2 and the non-manufacturing
index level declined to 51.6. The manufacturing index has now
maintained an expansionary nature, with levels over 50.0 for nine
consecutive months. The non-manufacturing sector index was mainly
brought down by the employment component, which fell to 47.5
from 56.4 after hitting 3-year highs last month. As we move into
spring, the employment sector is set to rebound as many industries
will see an uptick in activity.
Retail Sales and Consumption
Retail sales in the U.S. fell by 0.4% last month after a 0.1% drop in
December. Auto sales declined by over 2%, bringing the overall retail
sales number down significantly; without auto sales the retail sales
figures were flat in January. Electronics and appliances sales
demonstrated strength but overall the weather certainly affected the
final sales figures. This could in turn affect GDP for the first quarter,
as it already did for Q4 2013.
Personal income moved up by 0.3% in January and personal
consumption jumped 0.4%, marking year-over-year gains of 4.1% for
income and 3.5% for spending. Some of the income increases were
due to Medicaid payments related to the Affordable Care Act being
distributed, but the increase in consumer spending indicates that
Americans continued to shop in January despite the less-than-ideal
weather conditions. Private sector wages increased by 0.3% as well to
mark at 4.3% increase from a year ago, further aiding income gains
and increasing spending power for the consumer.
Housing
Housing starts plunged over 16% in January to an 880,000 annual
rate after unusually cold weather persisted throughout the month.
This marks a 2.0% drop from last year and the drop spans three of the
four distinct U.S. regions. This is a predictable drop given recent
weather conditions. The NOAA Weather program calculates a
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Heating Degree Days (HDD) which measures how abnormally cold it
is based on normal temperatures and region/population dispersion.
The last time it was this high was in 1994, and housing starts dropped
17% that January. The Midwest data was hit the hardest; housing
starts in that region fell 68% to just 50,000 units (annual rate), the
lowest figure since 1959. In addition, lumber orders throughout the
month have declined and they have a strong correlation with housing
starts. Other factors aside, the temporary weakness in housing starts
should lead to a significant rebound in the spring.
To show how volatile monthly data can be, new home sales
unexpectedly jumped 9.6% in January to an annual rate of 468,000
homes, the highest reading since July of 2008. This jump was
surprising with weather weighing down on construction and sales, but
it seems consumers are buying new rather than existing homes which
are short in supply. Although it is just one month of data, this burst of
strength in home sales shows that higher mortgage rates and rising
home prices may have slowed but not reversed the housing recovery.
Euro zone GDP
Euro zone GDP grew more than expected in the final quarter of 2013
and advanced at a rate of 0.3% in the fourth quarter after estimates
of 0.1% growth, although GDP growth for the full year still fell 0.4%.
The end-of-year economic expansion was mainly led by Germany,
growing at 0.4%, France grew 0.3%, while the Netherlands improved
by 0.7%. Germany remains the strongest economic element of the
euro zone, but some of the weaker parts of the European economy
have improved in the second half of the year. These countries include
Italy (up 0.1%), Spain (up 0.3%), and Portugal (up 0.5%). Factory
output also grew faster than expected, furthering the economic
improvement in Europe. Meanwhile, economic confidence has
continuously improved for the past nine months.

Fixed Income

It's All Good for Now
Fixed Income Current Yields

2/28/2014

3 Month U.S. T-bill

0.05%

2 Year U.S. Treasury

0.33%

5 Year U.S. Treasury

1.51%

10 Year U.S. Treasury

2.66%

30 Year U.S. Treasury

3.59%

1 Month

YTD

Barclays U.S. Aggregate

Total Returns

0.53%

2.02%

Barclays U.S. Govt./Credit

0.35%

1.30%

Barclays U.S. Municipal Bond

1.17%

3.14%

Barclays U.S. Corp. High Yield

1.93%

2.60%

Barclays U.S. Long Credit A

2.13%

5.46%

Barclays U.S. Treasury 20+ Year

0.85%

6.88%

Barclays Global Aggregate

1.40%

2.47%

Barclays Emerging Markets

2.31%

2.02%

1 Month and YTD data as of: 2/28/2014
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc., U.S. Department of the Treasury, Barclays Capital

Overview
Bonds posted another round of positive returns in February,
countering widespread expectations at the start of the year that 2014
would be one of rising yields. However, demand for safe-haven
government debt waned late in the month after a jobs report
exceeded market expectations, adding to indications the economy is
starting to bounce back from a weather-induced setback. Despite this
strong report, traders will likely avoid betting aggressively on a further
rise in yields until additional data suggests stronger growth is
sustainable. The primary forces driving the market now include the
still-large $65 billion monthly liquidity injection from the Federal
Reserve’s securities purchases and, for Treasuries, the flight-to-safety
trade spurred by the tensions in the Ukraine. Looking forward, a key
question concerning the direction of interest rates will be whether
this winter’s particularly harsh conditions will serve as only a
temporary drag on overall economic growth. Until this uncertainty
evaporates, many bond traders expect the 10-year note to trade
between 2.60% and 2.80%. However, in a sign indicating interest
rates might creep higher later in the year, Fed Chair Janet Yellen said
recently she expects the U.S. economy to strengthen, shrugging off
the recent batch of soft data. Should this soft patch prove temporary,
the yield on the 10-year note is expected to trade above 3.00% and
high yield would likely outperform.
Meanwhile, among the recent major speeches from the Federal
Reserve about the future of forward guidance, Philadelphia Fed
President Charles Plosser was arguably the most critical. He sees a
“lack of clarity” with current communication that could “backfire.” He
also cites a “communications challenge” for the Fed, arguing that
“policymakers cannot maintain discretion and simultaneously commit
to forward guidance.” As a result, Plosser concludes, the Fed runs the
risk of forward guidance having little credibility regardless of how it is
specified. He instead has advocated a “rules-based approach” that
spells out how the Fed will react to incoming data.
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High Yield Bond Spreads

10-Year Government Bond Yields

In % Points, January 2008 -February 2014
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Corporate
The investment grade corporate sector rallied, gaining 1.04% despite
tightening spreads. Longer duration credit outperformed, but could
suffer if economic reports come in better than expected on a
consistent basis. Meanwhile, solid demand has outpaced meager
supply this year, and many strategists look for this positive technical
trend to continue. Generically, credit markets are back to levels last
reached in mid-2007. While the average credit balance sheet may be
able to justify tight spread levels, stresses in the retailer and natural
resource-related sectors make these areas to avoid.
Once again, high-yield bonds gained for the month, rising 2.02% and
bringing year-to-date returns to 2.74%. Demand for high-yield
corporate bonds and leveraged loan securities remains robust, as
mutual funds in these areas continue to see strong inflows despite
weakening underwriting standards. More than half of all belowinvestment-grade loans issued this year lack standard protection for
lenders such as debt relative to cash flow limits. The magnitude of
these “covenant-light” loans has the Federal Reserve and FDIC
concerned that “prudent underwriting standards have deteriorated.”
Yet, many strategists feel the rally in these areas of the bond market
can continue as investors continue to reach for yield in a low interest
environment. At the same time, defaults remain well below historical
averages. We continue to recommend exposure to high-yield and
floating rate notes via funds or ETFs focused on short-duration,
higher-quality securities.
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Municipals
The recent rally in the tax-exempt market continued with the
Barclays Municipal Bond index posting a 1.17% positive return,
bringing year-to-date gains to 3.14%. Similar to the corporate bond
market, a shortage of new issue supply is continuing to leave a hole
relative to demand, with some investors capitulating to available
yield levels rather than waiting for a potential bounce in new issues.
Separately, given the recent filing for bankruptcy protection in Detroit
along with all three major ratings agencies downgrading Puerto Rico
to below investment grade, volatility in the municipal bond market is
expected to remain well above historical averages. Although the muni
market has a troubled history when it comes to digesting negative
news, we feel instances of increased volatility often unlock value for
well-informed investors with a long-term perspective. Largely
attributable to the combination of historically low default rates,
attractive spreads relative to U.S. Treasuries, and a constructive
demand/supply picture, we remain optimistic on the long-term
outlook for municipal bonds. We continue to recommend an
emphasis on defensive structures in the form of above-market
coupons. Our focus maturity range for yield curve positioning remains
five to seven years, preferring “A” rated GO and essential service
revenue bonds.

Performance by Country

U.S. Treasury Yields

Unhedged Total Returns, January 2014

In % Points as of 01/31/2014

6%

4

5%
4%

3

3%
2%

2

1%
0%

1

-1%
-2%
-3%

0
U.S.

Australia

One Month

UK

Japan

Canada

Germany

Year-to-Date

Source: Morningstar, Inc

International
The Barclays Global Treasury ex-US index rose by 1.80% on an
unhedged basis, but gained only 0.45% on a local currency basis,
consistent with a weaker U.S. dollar against other major currencies.
Most major country government bonds posted only modest gains
including Canada, Germany, the United Kingdom and France as
investors focused on higher yielding bonds in other sectors of the
international markets. Peripheral sectors including Spain, Italy, and
Ireland rose considerably, with yields dropping to their lowest levels in
ten years.
Meanwhile, Standard & Poor’s cut Ukraine’s rating to CCC from
CCC+, citing higher default risks associated with the country’s current
political crisis. Ukraine has been embroiled in a “political situation”
since late 2013, with protesters demanding the resignation of
President Viktor Yanukovych after the suspension of a trade deal with
the European Union. Rather than working with the EU, Yanukovych
opted to secure an aid package with Russia, quashing hopes for a
European integration. S&P said, “As a result of the intensifying
political turmoil in Ukraine, we consider that continued Russian
support up to the committed $15 billion is increasingly uncertain.”
Without the Russian aid, or some other form of outside assistance,
the country’s ability to service $13 billion in foreign currency debt this
year becomes effectively impossible. Reflecting these concerns,
Ukrainian government debt has sold-off sharply in recent months.
Under normal circumstances, these events would not warrant more
than a trivial inquiry given the relative insignificance of this bond
market. However, because the Templeton Global Bond Fund (TGBAX)
holds a considerable position in Ukrainian debt, we will continue to
monitor the situation. At this time, we remain committed to the fund.

3 MO

2 YR
One Year Prior

3 YR

5 YR
One Month Prior

10 YR

30 YR
2/28/2014

Source: Federal Reserve Bank of St. Louis

Rising Interest Rate Environment
Rising interest rates are not always an inherently negative
development, particularly when rebounding off low levels. Low
interest rates can signify a weak economy along with a lack of profitmaking opportunities, justifying low borrowing levels. However,
interest rates typically begin to rise when there is a perceived
opportunity to earn more than market interest rates. Lenders demand
more and borrowers are willing to accommodate since they expect a
higher rate of return. Borrowing encourages spending, promoting
growth in the overall economy. Often, rising interest rates can signal
a bullish economy because the price of money is increasing due to
heightened demand.
Inflation, if not managed properly, can erode an investor’s purchasing
power. While the Federal Reserve is holding the target fed funds rate
near 0%, noting that longer-term inflation concerns remain anchored,
many strategists feel increases are likely. In this current landscape,
fixed income investors should take a proactive approach to portfolio
construction.
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Equities

Equities Rally Back in February
1 Month

YTD

Dow Jones Industrial Average

Total Returns

4.34%

-1.07%

S&P 500

4.57%

0.96%

NASDAQ Composite

5.15%

3.36%

S&P 100

3.92%

-0.25%

S&P 400 MidCap

4.88%

2.66%

S&P 600 SmallCap

4.46%

0.43%

Russell 2000

4.71%

1.81%

MSCI EAFE

5.59%

1.34%

MSCI EAFE Small Cap

5.53%

3.93%

MSCI Emerging Markets

3.33%

-3.35%

1 Month and YTD data as of: 2/28/2014
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc.

Overview
Markets across the globe rebounded in February after a tough start to
the year. While the first week of the month ended down due to a
lower-than-expected payroll report, Janet Yellen’s comments that the
Fed will continue to follow its low interest rate policy course was
widely cheered by investors the following week. Strength again in
week four due to positive housing, durable goods, and federal deficit
data led to strong performance across the globe for February.
Closing out the month at 16,321.71, the total return in February for
the Dow Jones Industrial Average was 4.3%, its largest monthly
percentage gain since February, 2013. The broad based S&P 500 Index
returned 4.6%, reaching a record close of 1,859.45. The NASDAQ
Composite closed out the month at 4,308.12; its return of 5.2% was
the highest of the three major indices. Year-to-date, returns for the
Dow, S&P and NASDAQ were -1.1%, 1%, and 3.4%, respectively,
through the end of February.
According to Standard & Poor’s Global Market Intelligence, total S&P
500 corporate earnings for the fourth quarter 2013 are on track to
reach 7.9% growth compared to expectations of 5.3% growth at the
beginning of earnings season. This growth represents the best
quarterly growth rate of 2013, but is partially due to easier
comparisons and several outsized earnings gains from companies such
as Bank of America (BAC), Verizon (VZ), and Travelers Corp (TRV).
They predict that the extremely cold temperatures and disruptive
storms are likely to lead investors to question the outlook for first
quarter and calendar-year 2014 and current stock valuations.
Corporate management of many companies have been lowering
forward earnings guidance in general. Zacks.com reported that both
top-down and bottoms-up EPS estimates for 2014 are $117,
representing 8% growth over 2013.
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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 02/28/2014

Healthcare
14%
Source: Morningstar, Inc

S&P 500
Financials
15%

Domestic Equity
There was no defining theme in February’s sector leaders as Materials
(+6.9%), Consumer Discretionary (+6.2%) and Healthcare (+6.2%)
outperformed the S&P 500 Index. Telecomm Services was the only
sector to see declines last month, falling 1.0%, while Financials
(+3.1%) and Utilities (+3.4%) also trailed the index. Investors found
bargains in Materials stocks with Air Products & Chemicals up 15.4%,
Eastman Chemical up 12.2% and Masco up 10.4%. Strong earnings
reports boosted Michael Kors (+22.6%), Expedia (+20.9%) and Borg
Warner (+14.4%) within Consumer Discretionary. In Healthcare,
Forest Laboratories (FRX) rose 47.2% on news it will be acquired
while Mylan (MYL) increased 22.8% after the company raised its 2014
forecast. Sectors that trailed the benchmark included Telecomm
Services (-1.0%), Financials (+3.1%) and Utilities (+3.4%). Year to
date, Healthcare (+7.2%) and Utilities (+6.5%) are the clear sector
leaders while the Telecomm Service (-4.2%) and Consumer Staples (1.8%) sectors are underperforming. Over 80% of Healthcare
companies beat revenue expectations for the most recent quarter.
According to Standard & Poor’s, mid cap equities slightly
outperformed both large cap and small cap equities in January. The
S&P MidCap 400 returned 4.9%, slightly better than the S&P 500
Index return of 4.6% and the Small Cap 600 Index return of 4.5%.
Regarding style performance in February, growth stocks
outperformed value in both large cap and mid cap, but small cap
value outperformed growth. Year-to-date through the end of last
month, large cap value stocks have posted the lowest returns (-0.3%)
while mid cap value stocks have seen the highest (+2.7%) returns. The
large cap value index has been held back by its relatively larger
percentage in Financials and Energy, while the mid cap value index
has benefitted from its exposure to Information Technology.
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International Equity
International equity indices bounced back in February as the MSCI
EAFE Index of developed markets posted a total return of 5.6% in U.S.
dollar terms. The strongest country indices included Ireland (+19.2%),
Denmark (+14.9%) and Finland (+10.8%). Within the major
developed markets, France was up 8.5% despite a decline in the
French Composite PMI, while the UK and Germany both returned
about 7%. Japan continued to be weak, down 0.5% for the month.
Economic data for the euro zone confirmed the region is gradually
recovering. GDP in the 18-nation euro zone grew by 0.3% in the
fourth quarter of 2013, compared with the previous quarter, when it
grew by only 0.1%. Year-to-date through February 28th, the
international developed stock index was up 1.3%, ahead of the S&P’s
return on 1.0%.
After a 6.5% decline in January, the MSCI Index for Emerging Markets
rallied back 3.3% in February. The country index for Greece had the
strongest return, up 17.1%, followed by Poland (+12.0%) and
Indonesia (+10.2%). News of turmoil in Russia and Ukraine came
towards the end of the month, leading to a 2.4% negative return for
the Russian benchmark. Analysts fear Russia may already be in a
recession. Country indices for China (+2.6%) and Brazil (+3.7%)
posted positive returns, despite continued weak economic reports
from both countries. In China, the MNI business expectations index
and the manufacturing PMI report both suggest slowing Chinese GDP
in the first quarter of 2014, although the two-week Chinese New Year
holiday may have skewed the data. Through the end of February the
Emerging Markets index was down 3.4%.
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Alternative Investments

Alternatives Post Strong Gains in February
Price Change
Dow Jones UBS Commodity Index
Oil
Copper
Gold

1 Month

YTD

5.67%

6.30%

5.46%

4.80%

-0.64%

-4.50%

6.60%

9.92%

Total Return
NAREIT-All Equity REITs

4.67%

8.13%

NAREIT-Industrial/Office

5.88%

10.40%

NAREIT-Residential

5.27%

12.09%

S&P Global Property Ex-US

2.99%

-1.22%

HFRX Global Hedge Fund Index

1.59%

1.51%

Morningstar Broad Hedge Fund Index

1.98%

1.41%

1 Month and YTD data as of: 2/28/2014
Values reflect most recent data available at the time of publication.
Source: Morningstar, Inc.
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Overview
Commodities saw large gains in February as the DJ UBS Commodity
Index jumped 6.24% and the UBS CMCI Composite Index was up over
5%. Hedge funds and real estate investment trusts also had a strong
month, with the HFRI Fund Weighted Composite Index and the FTSE
NAREIT All REIT Index gaining 2.1% and 4.7%, respectively.
Commodities
Commodities saw large gains in February as the DJ UBS Commodity
Index jumped 6.24% and the UBS CMCI Composite Index was up over
5%. Precious metals have staged a major recovery over the past two
months even as stock indices rose significantly in February. Oil prices
had a strong month while short-term natural gas prices fell off as
price expectations and futures contract fundamentals shifted.
Agricultural commodities also did very well in February as drought
conditions and movement of the U.S. dollar contributed to gains.
Gold and silver prices jumped 6.6% and 11.08%, respectively, in
February as the dollar fell significantly against the euro, the Canadian
dollar, and Australian dollar. This recent metals rally does face
headwinds that depend on the actions of the Federal Reserve in the
next FOMC meeting; the last time the Fed announced a $10 billion
reduction in the QE3 program the price of precious metals corrected
slightly. One possible reason that gold and silver may not be able to
maintain the recent price strength is if upcoming U.S. economic
releases beat consensus estimates on the upside. We have seen some
economic weakness lately (GDP downward revisions and slow
manufacturing data), but if the U.S. dollar continues to fall against
other major developed market currencies we should see continued
gold price appreciation. Furthermore, the largest gold ETF (GLD) piled
on 10 tonnes of gold into its holdings last month after dropping over
550 tonnes over the past year, which could signal a change of investor
sentiment and a significant reduction in world supply if that trend
continues through the year – both reasons for gold price appreciation.
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The natural gas market experienced quite a ride this winter as recordcold temperatures and low storage levels pushed prices upward to
several-year highs. With demand rising by over 3% this winter, as
estimated by the EIA, and storage levels about 40% lower than last
year, prices have continued to climb despite increased production.
Despite falling by about 6% in February, natural gas prices have risen
over 30% over the past year. However we are starting to see a shift
from a contango market into backwardation, which indicates lower
price expectations in the coming months. If the weather remains
normal, we may be able to expect lower gas prices going forward.
Hedge Funds
Hedge funds posted strong gains in February, as equity, commodity
and fixed income markets recovered from the prior month’s volatility,
despite continued turbulence in Emerging Markets. The HFRI Fund
Weighted Composite Index gained over 2% last month, the best
monthly gain in over a year, benefitting from significant and broadbased contributions across a diverse range of strategies, according to
Hedge Fund Research (HFR). Industry gains were led by Equity Hedge
strategies, with the HFRI Equity Hedge Index advancing nearly 3% in
February, the best monthly performance since the index returned
3.34% in January 2013. The index lagged the broader market though,
as the S&P 500 rose by more than 4%. The HFRI Emerging Markets
Index gained 2.6%, led by regional exposures to the Middle East and
recovery in funds focused on Latin America, with the HFRI EM: Latin
America Index up 3.2% for the month. This was a nice turn around
compared to January, where the index lost 2.5% on weakness in
Eastern Europe and Latin America. Comparatively, the index gained
7.1% in the final four months of 2013. Total hedge fund capital
invested in emerging markets increased by over $9 billion in Q4 2013
to over $170 billion with inflows for the quarter of $1.2 billion. The
industry is, however, keeping exposure to emerging markets at a low
level due to recent volatility resulting from the ongoing turmoil in the
segment.
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REITs
Real Estate Investment Trusts (REITs) posted strong gains in February
as increasing confidence in the economy and sound fundamentals
helped the industry regain lost ground. Total returns from the FTSE
NAREIT All REIT Index gained 4.7% last month, slightly higher than
the 4.6% increase recorded by the S&P 500. The NAREIT All Equity
REITs Index also managed to outperform the broader markets, rising
4.67% in February. Industry analysts point to the pullback in the 10year Treasury yield as another factor that aided in REIT performance.
Yields on the 10-year Treasury were flat for February, compared with
a gain of 1.26% for all of 2013. Turning to specific REIT sectors,
apartment REITs have started the year strong. Oversupply remains a
factor to be dealt with, but analysts believe most markets should be
able to manage supply concerns. On the year, total returns in the
apartment REIT sector are at 14.3%, as measured by NAREIT data.
Other strong performers in February included the self-storage sector,
with total returns in the space at 7.3% last month. The health care
sector lagged the rest of the U.S. REIT market with a total return of
1% for the month of February.
Overall, REITs are generally well positioned to withstand higher
interest rates, according to a report from Fitch Ratings, Inc.
Conservative balance sheets and limited exposure to short-term and
floating-rate debt are working in favor of the industry, according to
Fitch. However, the true impact could depend on how the broader
economy reacts to higher rates. The most immediate impact of
higher rates would be reflected in a decline in fixed-charge coverage
by REIT sectors with higher levels of floating-rate debt, raising
concerns about their ability to satisfy their financing expenses.
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