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MESA: Monthly Market Flash May 2015
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Market Overview

 U.S. equity markets moved higher in May as earnings remained reasonably
solid and mixed economic data led investors to believe the Federal Reserve
would maintain the status quo on U.S. interest rate policy longer than
originally expected. Consensus appears to be building for September as the
timing for the Fed’s first rate hike. While policy rates have not been
adjusted since being reduced to the current 0% to 25bps band back in
December 2008, rates on U.S. Treasuries have moved marginally higher the
past several months, surpassing 2.30% on the 10-year during May before
falling to close with a yield of 2.12%, near the low end of the month’s
trading range.

 Markets were not significantly phased by a weak 1st quarter U.S. GDP that
was revised even lower in May.  Investors shrugged off the -0.7% reading
with the view that poor winter weather across most of the country, coupled
with the west coast port shutdown, could explain much of the poor results.
Expectations call for a resurgence in growth during the 2nd quarter. A solid
April jobs report released early in the month also helped sentiment.
Investors remain confident the market can move higher as corporations use
balance sheets flush with cash to facilitate acquisitions and share buybacks.

 While foreign developed markets were up in local currency terms, a
stronger dollar resulted in negative returns for U.S.-based investors in these
markets. ECB President Mario Draghi again reaffirmed the central bank’s
quantitative easing stance would last into 2016, and European bond
purchases were accelerated prior to the less liquid trading months of the
summer. In Japan, the Abe administration continues to encourage
corporations to raise wages and increase consumption in an effort to
improve overall economic growth.

 Market volatility in May was more heavily influenced by the rapidly
approaching end of June deadline for Greece to repay borrowings from the
IMF, as well as the ECB shortly thereafter. Markets responded positively to
any apparent signs of progress, only to fall once it became clear that both
sides of the negotiation remained far apart in their demands. The
likelihood of a Greek exit from the European Union did not appear to be
considered likely by market participants at the close of the month.
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Russell U.S. Equity Index Style and Capitalization Returns (%)

Growth Broad Value Growth Broad Value

Large Cap 1.41 1.31 1.20 Large Cap 5.83 3.65 1.40

Mid Cap 1.19 1.46 1.77 Mid Cap 5.89 4.51 3.05

Small Cap 3.67 2.28 0.83 Small Cap 7.30 3.97 0.63

Source: eVestment Alliance, Russell Indices Source: eVestment Alliance, Russell Indices
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Month Year to Date Month Year to Date
MSCI EAFE ($) (0.51) 8.60 MSCI EM ($) (4.00) 5.70

MSCI Europe ($) (0.77) 7.11 MSCI EM Asia ($) (2.74) 9.51

MSCI UK ($) (0.12) 5.77 MSCI EM EMEA ($) (6.40) 3.48

MSCI Japan ($) 1.30 15.60 MSCI EM Latin America ($) (7.05) (7.30)

MSCI Pacific ex Japan ($) (2.51) 4.51 Source: eVestment Alliance, MSCI

Source: eVestment Alliance, MSCI

Non-U.S. Developed Market Returns (%) Emerging Market Returns (%)

Equity Markets
 Most global equity markets moved higher during the month in local currency

terms, but the best returns after adjusting back to the U.S. dollar were in the
U.S. market. New highs were achieved as the lack of any meaningful negative
market data allowed investors to remain bullish on stocks. The S&P 500
finished the month with a 1.29% gain.  Corporate transactions helped the
healthcare and technology space outperform, while the prospect of higher
interest rates renewed investor demand for financial stocks.  While foreign
markets were also higher, driven by many of the same trends, currency
adjustments resulted in a 0.51% loss for the MSCI EAFE index.

 In keeping with the recent pattern, small caps and large cap stocks flipped
leadership again in May, with small caps outperforming by roughly 1.0%.
Value stocks led the way in the mid cap space, but lagged significantly in the
small cap spectrum.  Sector performance remained diverse in May with a
sizable spread between the best performing sector, healthcare (+4.5%), and
the month’s laggard, energy (-4.8%).  Merger and acquisition activity remained
robust in the healthcare sector, helping to drive investor enthusiasm.  The
sector remains the top performer for the year-to-date period (+9.7%).

 In overseas markets, the MSCI EAFE Index lost 0.5% in U.S. Dollar terms, but
was up 1.7% in local currency.  Draghi again reaffirmed the ECB’s commitment
to the bond buying program well into 2016, helping investors overcome
concerns regarding Greece’s fast approaching debt repayment obligations.
Investors responded positively to U.K. elections where the conservative party
gained majority, while a surprisingly strong 1st quarter GDP in France was also
met with renewed interest in local shares. The Japanese market gained ground
as a weaker yen boosted demand for shares of the country’s exporters.

 The MSCI Emerging Markets Index was the lagging market segment for the
month, falling 4.0%. Weakness was most pronounced in emerging Europe and
Latin America, two regions that were both down more than 6% as investors
sold shares in Brazil and Russia.  Brazil saw weakness following the release of
1st quarter GDP which showed the economy contracted by 0.2%. While
Chinese shares fell for those accessible by foreign investors, Chinese A-Shares
were up over 5%, and are up 136% over the past 12 months.  China’s central
bank cut key rates during May, the third such cut over the past 6 months.
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Month Year to Date

Barclays Aggregate (0.24) 1.00

Barclays Government (0.16) 0.93

Barclays U.S. TIPS (0.82) 1.34

Barclays U.S. Inv. Grade Corp. (0.65) 0.94

Barclays U.S. Mortgaged Backed (0.02) 1.08

Barclays U.S. High Yield 0.30 4.07

Credit Suisse Leveraged Loan 0.20 3.19

Source: eVestment Alliance, Barclays, Credit Suisse

Month Year to Date

Citigroup Non-U.S. WGBI Hedged (0.84) 0.49

Citigroup Non-U.S. WGBI Unhedged (3.37) (5.84)

JP Morgan EMBI Global (0.54) 3.51

Source: eVestment Alliance, Citigroup, JP Morgan

U.S. Fixed Income Returns (%)

Non-U.S. Fixed Income Returns (%)

Fixed Income Market

 During the month the yield on the U.S. 10-year Treasury surpassed the
2.30% level, the highest since December last year, before closing near the
low end of the month’s trading range.  Overall, interest rates rose during
the month, with the 10-year Treasury closing the period at 2.12%, up 9
bps from the end of April. Rates continue to move based on changing
expectations for the FOMC’s first change to policy rates, which now
appears more likely to occur later in the year.

 The BC Aggregate index finished May with a 0.24% loss as a result of the
modest increase in rates during the period.  While all segments of the
index were down during the period, corporate debt issues were the
weakest performers as elevated new issuance, estimated to be 20%
higher than last year, weighed on the segment.  Issuance is up as debt is
being used to help finance acquisition activity.  Longer-duration TIPS
were the worst performing segment, while mortgage backed securities
outperformed.  Mortgages were flat on the month but outperformed
other sectors as housing data improved.

 Speculative grade high yield securities and bank loans both outperformed
again in May, generating small gains despite the month’s move higher in
rates. High yield has historically shown resilience in pricing during the
early stages of a rising rate environment.  Stable energy prices at current
levels also fed into the stronger showing as energy issuers represent a
sizable percentage of the index.  High yield spreads have contracted
significantly over the past two month, declining by 33 bps to 433 bps
over comparable duration Treasuries, returning the spread to a similar
level as of the end of February.

 Developed market interest rates ticked marginally higher despite
Eurozone buying activity by the ECB.  The Citi WGBI hedged index closed
with a 0.84% monthly loss, very similar to the prior month’s loss of
0.89%. The unhedged version experienced a nearly 3.4% decline thanks
to weak currency performance versus the U.S. dollar.  Emerging debt also
fell under some pressure in May in sympathy with rising rates, posting a
0.54% loss.
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Liquid Alternative Strategies

 Hedge fund strategies, as represented by the HFN Hedge Fund Aggregate
Index, gained 0.78% in May.  The hedge fund index has risen every month in
2015, resulting in a year-to-date climb of 4.25%.  A number of strategies
gained in excess of 1% for the month, with the largest gains of more than
1.5% coming from long/short equity and equity hedged managers. The event
driven and merger arbitrage strategies also topped the 1% return threshold.
Equity market neutral was the month’s largest decliner, while the
CTA/Managed Futures index was the only other strategy to post a loss (-
0.4%).  All major hedge fund strategies remain positive on the year.

 Long/short equity managers (+1.7%) generated the best returns in May,
helped by solid gains from the U.S. equity markets, especially the 2.3%
increase from the small cap segment of the market.  Those managers focused
on technology and healthcare stocks saw the biggest gains. After gaining for
seven consecutive months, equity market neutral posted a loss of 0.6%. Also
losing ground during the month were CTA/Managed Futures traders, as
commodities reversed course from large gains in April, and currency
fluctuations proved to be challenging for many trend followers.

 Commodity prices gave back a meaningful portion of the gains generated last
month.  The Bloomberg Commodity Index fell 2.7% in May after having
surged higher by 5.7% in April.  Overall, commodity prices have generally
been declining since May last year as supply has outpaced demand across
most commodities.  A stronger dollar has also weighed on overall demand,
helping to keep global inflation at the low end of most central bank targeted
ranges.  While energy prices were lower during the month, more significant
declines were seen from agriculture (-3.5%) and industrial metals (-7.7%).
Precious metals were up 1.3%, with the strongest results coming from silver
(+3.4%).

 U.S. REITS suffered a small monthly decline (-0.1%), with the index now down
three out of the past four months.  This is in stark contrast to 2014, when the
NAREIT index was up 11 months and was one of the best performing asset
categories. Retail property REITs outperformed during the month, while office
property REITs were down across much of the country.


