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the global economy was heading toward recovery
or recession. In the first six weeks of the quarter,

1975

1925

most investors feared the latter, as oil prices
plunged into the $20's per barrel, global stocks
fell 10-15% and major central banks (Japan,
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Euro and China) cut key interest rates and
increased their quantitative easing programs. These fears subsided as employment and
manufacturing data improved and stocks and energy prices rallied in the back half of the
quarter. Fortunately, client portfolios held up well with accounts posting solid returns on the

back of high quality stocks.

Impact of negative interest rates

In June 2014, the European Central Bank began charging 0.1% on deposits held in its vaults.
Since then, the EU deposit rate has been lowered three more times to -0.4%. A number of
European countries, including Denmark, Sweden and Switzerland, have followed suit to keep
their currencies stable against the Euro, and Japan announced its first foray into negative rates.
The goal of negative rates is simple — to stimulate growth by encouraging banks to lend and

make a nation's currency more competitive.
Central Bank Rates Across the Globe

No one knows for sure what unintended 0s
consequences will flow from negative rates, but o
we see this phenomenon as creating more harm | ,,
than good. There has not been the massive e
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hoarding of cash that some expected, but the
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Negative or artificially low rates weaken

confidence across the system. CEOs become cautious and don't invest in their businesses
through capital expenditures, and instead negative rates push companies to use financial
engineering (acquiring existing businesses and share buybacks) to generate per share growth.
Low rates may even be pushing consumers to reduce debt and save more — as they feel they
may need more assets to meet future obligations.

Benchmarking

As most of you know, happily, we are not in the business of selling investment products tied
to benchmarks as most firms are. Our job is to understand our clients' long term needs and
help them preserve and grow their wealth while, in many cases, providing a source of income
that can grow over time. Equities provide the best opportunity to meet those needs on an after
tax basis. We invest in cash, bonds and other investments to dampen volatility, fund short
term liquidity needs and serve as a source for rebalancing. Within equities, we look across the
global market in search of high quality companies with strong balance sheets and the ability to
drive earnings growth both on the top and bottom line. Many are large cap names here in the
U.S., but many are smaller companies in niche markets, or are domiciled outside the U.S.
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We do not make bets on an index and we are not forced to own stocks or sectors because
they are a large component of an index. Generally, we avoid heavily regulated industries with
low growth expectations, such as utilities and financials. While recent performance in utilities
has been strong, as many investors seek their higher dividend yield, we continue to
underweight this relatively small, low growth sector. As to financials, this sector makes up a
much larger part of the equity market — roughly 16% of the S&P 500 and a larger portion of
the global equity index. Banks, like utilities, provide a critical service, but most are dependent
on significant leverage to generate reasonable returns on capital — especially in a zero (or
negative) real rate environment. This leverage and a lack of transparency leads us to avoid
large money-center banks.

This doesn't mean we avoid all financials. We have invested in service providers around the
edge of the financial system like MasterCard, Fiserv and ADP. In addition, we have focused
on certain insurance companies that can achieve attractive returns on capital, while using
modest leverage to manage their asset-liability mix. Chubb has been a long-standing holding
for many of our clients. Over the last year, we have added to Chubb (and ACE Limited pre-
integration). The “new” Chubb is now the largest property and casualty insurer, with clients
in over 140 countries and ample opportunities to cross sell across its high net worth personal,
professional and accidental and health lines. With this new scale and its long history of
prudent underwriting, we think Chubb will continue to reward shareholders, regardless of

where interest rates go. Figure 2: S&P 500 EPS
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U.S. Dollar should remain strong
(crimping foreign profits) and as capital spending by businesses stays low (most recent data
was the weakest since 2009). Another concern is that the quality of earnings has decreased
substantially, as shown in the difference between GAAP and reported earnings. While there
are still many companies that can thrive in a prolonged low growth environment, we will
likely look to reduce overweight positions and move portfolios back to long term equity
targets.
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