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U.S. Economic Condition and Prospects Stronger Than First Quarter Figure Suggests
Overview

Foreign stock markets led returns in April. For the year, most major indices are positive. The U.S. economy
expanded slightly in the first quarter, growing just 0.2%. This weak first-quarter growth has been a pattern over
the last several years -- i.e., first quarter weakness followed by stronger growth the rest of the year -- and it is a
fact that should be kept in mind and prevent unwarranted economic pessimism. Economic data in Europe on
the whole remains stable, supported in large part by the European Central Bank’s quantitative easing program.
In this issue of Sage Insights, we discuss the U.S. and European economic conditions and the challenges that
they pose now and in the future to traditional bond investments. We point out that diversification within bonds
(that is, different types of bonds that have different characteristics) is just as important as diversification across
asset classes (that is, across stocks, bonds, and alternatives).

Performance

Asset class performance in April was quite mixed. Core bonds declined as yields rose. Large U.S. stocks rose
nearly 1%, but U.S. mid caps declined by about the same amount, and small caps fell about 2.5%. In contrast,
foreign developed market equities rose 4%, and emerging market stocks performed better, up 5.7%. Emerging
market bonds also gained between 1.6% (for US dollar debt) and 2.9% (for local currency debt).

Index Name April 5-Year 10-Year Category

2015 Annizd Annlzd
BarCap Municipal TR USD -0.52 0.48 4.80 4.75 US Muni Bonds
BarCap US Agg Bond TR USD -0.36 1.24 4.46 4.12 US Taxable Bonds
BarCap US Corporate High Yield TR USD 1.21 3.76 2.58 8.35 US Corporate HY Bonds
JPM EMBI Global Diversified TR USD 1.63 3.68 6.06 7.27 Int'l/Emerging Bonds (USD)
JPM GBI EM Global Diversified TR USD 2.92 -1.16 -9.35 1.00 Int'l/Emerging Bonds (Local)
HFRX Equity Hedge USD 1.19 3.42 5.09 1.22 Hybrid/Hedged Equity
DJ Industrial Average TR USD 0.45 0.78 10.11 12.99 US Equity -- Large
S&P 500 TR 0.96 1.92 12.98 14.33 US Equity -- Large
NASDAQ Composite TR USD 0.86 4.68 21.52 16.30 US Equity -- Large
Russell 1000 TR USD 0.71 2.31 13.00 14.47 US Equity -- Large
Russell Mid Cap TR USD -0.91 3.01 13.30 15.09 US Equity -- Mid-sized
Russell 2000 TR USD -2.55 1.65 9.71 12.73 US Equity -- Small
MSCI EAFE NR USD 4.08 9.16 1.66 7.40 Int'l Equity -- Developed
MSCI EM NR USD 7.69 10.10 7.80 3.02 Int'l Equity -- Emerging
Bloomberg Commodity TR USD 0.21 2.28 1.31 1.00 Commodities
HFRX Global Hedge Fund USD 5.73 -0.55 -24.69 -5.02 Multi-Asset Alternative Invm't

Source: Morningstar Direct. Data through 4/30/2015
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Outlook

Notwithstanding the slight gain in economic growth in the first quarter, we still believe that the U.S. economy is
on firm-footing. We noted last month that soft patches appear in the middle of economic cycles, and the GDP
report suggests that we may have had one to start the year. A couple of things may be said. First, as you can
see in the nearby chart, since the end of the financial crisis, 1Q GDP growth has been curiously weak relative to
growth in subsequent quarters. (Note the size discrepancy in the purple bars for Q2, Q3, and Q4 versus Q1, and
note how much lower the purple Q1 bar is from longer-term averages.) As Goldman Sachs noted in a release to
clients, “Since 2010, GDP growth has averaged just 0.3% in

4% Q1, compared with 2.9% in the remaining three quarters of
X 3% the year.” There may be various causes and coincidences,
22% some related and some idiosyncratic, for this recent

phenomenon. In light of this trend, the main point is simply
this: it may be prudent not to over-interpret the weak 1Q
GDP report.
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_ _ Second, although a strong dollar has weakened growth from
Source: BlackRock; Bureau of Economic Analysis. . . . . .
Data as of 4/2/2015. U.S. exports, it and the decline in oil prices seems to have
begun to contribute to an increase in spending. Consumer

spending increased $53.4 billion, or 0.4 %, in March (latest available data). Wage growth has also recently
started to increase. At the end of March, aggregate real wage income was 4.8% higher than it was a year earlier.
Housing is steady. Employment continues to improve. The prospects for continued and mostly steady economic
growth in the U.S. are, in our view, good.

The stronger dollar and lower oil prices have hindered 1Q earnings for multinational companies, and softer
corporate earnings have led in part to more moderate U.S.

stock gains this year, as well as price fluctuations. We still Price of Oil
believe that continued economic growth the rest of the AT cruades nonaimsl riGe L iSOMye el
year will filter into earnings growth for companies. 20
Earnings growth rates may be more moderate in the future
than they have been prior to 2015, but against the s
economic backdrop that we anticipate earnings should still
be positive. This earnings growth should then translate $1001
into higher stock valuations, and so the prospect for
modest U.S. stock price appreciation over the medium- 3507
term is also good.
580
Earnings growth in Europe has trailed in recent years the
growth rate in the U.S. Although quantitative easing in $70
Europe has given European stocks a significant lift this year,
an uptick in corporate earnings and a recovery in consumer 360
spending could propel further equity gains there. -
The outlook for European or other developed market
bonds is murkier. We have spoken at length in the past s Apr-14 Juk14 Oct-14 Jan-15 Apr-15
about the future challenges that the U.S. bond market Source: Federal Reserve, Factset, J.P. Morgan Asset Management

Data are as of April 28, 2015.
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faces because of the degree to which unconventional monetary policy (i.e., quantitative easing) has pushed
down bond yields. Prices of bonds move inversely to their yields. When the central bank eventually raises rates,
and when the bond market anticipates greater organic economic strength, bond yields will likely also rise. The
total return for bonds (income yield plus price movement) will be pressured, because price declines may largely
offset current low yield rates. This is a key reason that we include in client portfolios unconstrained bond
strategies. Because they can eliminate risks associated with or benefit from rising yields, unconstrained bond
funds performed particularly well in not only April, but also in February and in 2013 when yields did move
higher.

We have in this connection —i.e., low current yields and likely rising future yields -- highlighted the difficult initial
conditions in the U.S. that bond investors face. The situation is only more acute for European bonds and, in a
different way, Japanese bonds. Many European government bonds are trading at negative yields. Asyou can
see in the nearby pie chart, unconventional monetary policy Of ~$22 trillion in developed world government bonds,
globally (especially the U.S., Europe, and Japan) has led to a three-quarters have yields below the rate of inflation
situation in which the real yield (i.e., the yield after you
subtract the rate of inflation) is also negative. Approximately
71% of the developed world’s government bonds currently
have negative real yields, which means that investors in those
bonds are actually losing purchasing power. The income their
bonds are generating is less than the rising costs of goods and
services.

m Negative real, positive
nominal yield

Negative real and
nominal yield

m Positive real and
nominal yield

71% negative real yield
Sometimes we are asked why we have tilted our foreign bond

exposure to emerging market. The pie chart to the right is one

reason: Real yields in emerging market debt for developed market investors is both positive in absolute terms
and attractive relative to developed market government bonds. There are other reasons, but a positive real yield
of 2-3 percentage points is a strong one.

Source: J.P. Morgan Securities LLC. April 21, 2015.

The larger point is unconventional central bank monetary policy in general and quantitative easing in particular
has pulled forward to the past and present many investment gains. The result is that future investment gains in
a number of assets, stocks and bonds, may be lower than they have been in the recent past and over longer
historical periods. We have highlighted this many times to help explain both our outlook and our use of non-
traditional investment assets. For instance, the likely lower-than-average future returns for core bonds and
stocks given their strong gains over the last 5 years informs why we incorporate into our portfolios strategies
such as emerging market debt, managed futures, unconstrained bond funds, and multi-asset alternatives.

Using non-traditional investment strategies is not the only way that we seek to help clients capture higher rates
of return than traditional U.S. stock and bond strategies might afford. Another way is by the use of non-U.S.
strategies. Because of the return divergence last year between U.S. and foreign stocks, it was understandably
difficult for some investors to maintain, as we urged, the discipline of diversification and retain allocations to
foreign stocks. But maintaining that diversification discipline has paid off this year. Whereas the S&P 500 index,
for instance, is +1.92% through April, the developed market MSCI EAFE index is +9.16%, and the emerging
market MSCI EM index is +10.10%.

There remain economic and political challenges overseas. The Greek debt problem lingers. China’s growth is
slowing from recent years, but at 7% in the Q1 it remains enviable. Still, Chinese policymakers have been more
actively intervening to support its slowing economy. The summer elections in the United Kingdom could



SAGE INSIGHTS MONTHLY ECONOMIC & MARKET

introduce some uncertainty into European stock markets. On balance, however, we believe that global growth
this year should continue. We think that the low first-quarter U.S. economic growth rate does not reflect the
(higher) growth rate that will likely prevail this year. And we still judge that non-traditional bond strategies and
foreign investments offer opportunity.

The information and statistics contained in this report have been obtained from sources we believe to be reliable but cannot be
guaranteed. Any projections, market outlooks or estimates in this letter are forward-looking statements and are based upon certain
assumptions. Other events which were not taken into account may occur and may significantly affect the returns or performance of these
investments. Any projections, outlooks or assumptions should not be construed to be indicative of the actual events which will occur.
These projections, market outlooks or estimates are subject to change without notice. Please remember that past performance may not
be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the
future performance of any specific investment, investment strategy, or product or any non-investment related content, made reference to
directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for
your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable
laws, the content may no longer be reflective of current opinions or positions. All indexes are unmanaged and you cannot invest directly in
an index. Index returns do not include fees or expenses. Actual client portfolio returns may vary due to the timing of portfolio inception
and/or client-imposed restrictions or guidelines. Actual client portfolio returns would be reduced by any applicable investment advisory
fees and other expenses incurred in the management of an advisory account. Moreover, you should not assume that any discussion or
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Sage Financial
Group. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual
situation, he/she is encouraged to consult with the professional advisor of his/her choosing. Sage Financial Group is neither a law firm nor
a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy of
the Sage Financial Group’s current written disclosure statement discussing our advisory services and fees is available for review upon
request.
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