
Financial markets ended 2014 with positive momentum.  All asset classes with the exception of international stocks gained 
during the final three months of the year.   The best performing group of stocks for the quarter was small companies.  The 
Russell 2000 Index of Small Cap Companies gained 9.30% from September 30th to December 31st.  In contrast, international 
stocks lost 3.45% during the same period (MSCI EAFE Stock Index – Bloomberg, LP).  This wide variation in returns was a 
hallmark of 2014.  The difference between the best returning asset class (among major stock market indexes) and the worst 
returning asset class was over 19 percentage points.  The winners for 2014 were easily domestic large cap stocks.  The 
NASDAQ Composite Index gained 14.83% and the S&P 500 was nearly as strong with a twelve-month return of 13.68%.  
However, small cap stocks (Russell 2000) and international stocks (MSCI EAFE) trailed significantly.  It took the fourth quarter 
rally noted above to bring small cap stocks into positive territory for the year.  The Russell 2000 finished the year up only 4.90% 
and the MSCI EAFE was down 4.20%.

Historically, large cap domestic stocks have contained less risk than both small cap stocks and international stocks.  So the idea 
that the best performing stocks are also more conservative is a compelling thought for investors.  However, this is an anomaly 
that is not likely to last.  Over time higher risk is rewarded with higher returns.  Any move to reduce exposure to small cap 
stocks while increasing a large cap allocation will result in lower returns over time.  Although the 2014 positive performance 
of stocks was very narrow (only a small subset of stocks performed well) it also serves as an additional reminder why diversifi-
cation is important.  By having exposure to multiple asset classes that are not perfectly correlated with each other increases the 
likelihood that some portion of the portfolio will be working every year.  

In other financial markets oil prices took “center stage” as the value collapsed.  During the third quarter the price for a barrel of 
oil dropped 35.36% (Bloomberg, LP).  As excess global inventory of oil developed, the major oil producing nation, Saudi 
Arabia, chose not to reduce production to protect prices, which lead to additional production by countries entirely dependent 
on energy profits (Russia and Venezuela).  The additional oil, into an already over-supplied energy market, created an even 
greater imbalance of supply versus demand.  Financial speculators also exited the energy market just as they did during the gold 
market two years earlier.  Although there has been conjecture on the effects of this drop in oil prices, the long-term benefit of 
lower gas prices in unequivocally great.  Nearly every business (besides oil companies) and most individuals will see an 
increase in profits and discretionary income as gas prices fall. Bonds rallied as interest rates slid in 2014.  The ten-year U.S. 
Treasury bond closed the year yielding 2.17%.  This caught many investors by surprise as the consensus was for rates to climb 
during the fourth quarter.
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Index Fourth-
Quarter

  One-
 Year

Five-
Year*

Ten-
Year*

Standard and Poor’s 500 Index    4.96%  13.68%  15.24%   7.66%
Dow Jones Industrial Average    5.20%  10.04%  14.20%   7.90%
NASDAQ Composite Index    5.76%  14.83%  17.28%   9.26%
MSCI EAFE (International) Index   -3.45%   -4.20%    6.04%   5.17%
Russell 2000 Small Cap Index    9.30%    4.90%  15.53%   7.73%
Russell 1000 Large Cap Index    4.88%  13.24%  15.62%   7.94%
*Five and Ten Year returns are annualized 

Source: Bloomberg, LLP - All returns include reinvested dividends.



Since late October the stock market has experienced contained volatility.  Daily moves in the Dow Jones Industrial Average 
(Dow) have been in excess of 300 points.  However, the overall level of the index has remained range-bound.  Since October 
28, 2014 the Dow has mostly remained between 17,000 and 18,000.  From a technical standpoint this neutral movement is 
defined as “basing.”  Basing is a healthy process for stocks.  It demonstrates that stocks are fairly valued as both buyers and 
sellers generally agree on the transaction value.  Once the Dow breaks out of the basing range it can signal a new trend (positive 
or negative).   Going forward, D’Arcy Capital believes this breakout will be to the positive side.  This will most likely be the 
result of much cheaper oil and gas flowing though the economy.  The daily fluctuations of the Dow between 17,000 and 18,000 
should not be a great concern for investors.  Once the trend is established outside these levels, then investors should make sure 
their approach is appropriate.

Market fundamentals remained strong all year and have been noted in this report previously.  They include low interest rate 
levels, high job creation numbers, fair stock valuations, and growing corporate earnings.  If that wasn’t enough, the economy 
has seen the cost of one of the top economic inputs (oil) get reduced by 50%.  It is hard to imagine why any long-term investor 
would remain on the sidelines given the current levels of economic indicators.  Yet, many investors have maintained high cash 
balances and have continued to fear stocks.  The reluctant deployment of this cash will provide the second push (after low oil 
prices) to stocks in 2015.
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There is a developing urge for investors to invest in fallen, oil-related (i.e. energy) companies.  This would be a mistake.  Not 
only is it unusual to see a “V” recovery in commodities (just look at a gold chart), but the devastation in energy companies is 
probably not finished.  Many energy companies are presenting a classic value trap.  This is where a stock looks like a bargain 
by examining historical financial statements but is overvalued based on expected revenues.  For example: Halliburton (energy 
service provider) has a current P/E of 9.79 times (compelling value) but has a forward P/E of 17.57 times (nearly twice as high).  
D’Arcy Capital continues to overweight small capitalized stocks, emerging markets, and financial companies while under-
weighting energy, alternative energy, precious metals, and utility companies.

The asset class most at risk in 2015 is U.S. Treasuries.  The interest rates on U.S. Treasuries remains extremely low as borrow-
ing rates remain below 4%.  The valuation of U.S. Treasuries are being over-stretched as institutions can borrow money at less 
than 1% and invest the same funds at nearly 2%.  This may seem like a miniscule spread but it can present a tremendous trap 
for the complacent.  The borrowing at one rate and lending at a higher rate is executed with virtually no capital by the investors.  
Once the borrowing rate exceeds the U.S. Treasury rate, this “spread” trade will unwind with great velocity.  This will force 
U.S. Treasury rates higher in a short period of time.  As a result, D’Arcy Capital remains overweight to short duration bonds, 
floating rate bonds and Real Estate Investment Trusts while being underweight to U.S. Treasuries and long duration bond strate-
gies. 
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Brett D’Arcy is President and Chief Investment Officer of D’Arcy Capital Management LLC. Mr. 
D’Arcy holds the designation of Chartered Financial Analyst, has earned his BS in Economics, and 
an MBA with a finance concentration.  

The opinions and observations made in this document are purely his own.  Nothing in this document 
implies or suggest any guarantees.  This information is not an offer to buy or sell any securities. 

All investing is risky.  Performance data quoted represents past performance and does not guarantee 
future results. Current performance may be lower or higher than performance data.  All index 
returns assume reinvested dividends back into index.  Complete composite performance provided 
upon request.

MANAGED PORTFOLIOS

Mutual Fund Strategies
The D’Arcy Capital mutual fund and ETF strategies produced returns that ranged from 2.59% to 3.72% for the fourth quarter 
(compared to a similarly weighted benchmark return that ranged from 1.76% to 3.28%).  However, this excess return in the 
fourth quarter was not enough to generate out-performance for the entire year.  The benchmark returns exceeded the managed 
portfolios by 2.73% to 5.23% for 2014.  This is almost entirely explained by the variation in asset class returns.  The portfolios 
contain small, mid, and large cap allocations whereas the benchmark (S&P 500) only contains large cap stocks.  As discussed 
in the introduction there were large discrepancies in returns from large capitalized stocks to small capitalized stocks.  The strate-
gies were helped by the Vanguard REIT ETF that has returned 17.25% since being introduced in April 2014.  The strategies 
were negatively affected by the Brandes Emerging Markets Fund that lost 8.68% for the year.

Separately Managed Accounts
The separately managed account strategies were up 2.39% during the fourth quarter and 4.92% for the year.  A similarly 
weighted benchmark returned 2.01% and 5.89% during the same respective periods.  The portfolios were helped in 2014 by the 
12.41% return of the D’Arcy Capital’s Large Cap Value strategy and hurt by the WCM Focused International return of -2.43%.

Large-Cap Value Stock Strategy
The D’Arcy Capital Large Cap Value strategy was up 5.34% for the fourth quarter versus the Russell Large Cap Value Index 
that was up 4.98%.  For the year the D’Arcy Capital strategy gained 12.41% while the same index was up 13.45%.  The strategy 
was helped by the 2014 annual return of 76.94% for Royal Caribbean Cruise Lines and was hurt by Cliff’s Natural Resources 
71.69% decline.

Bond Strategies
Bond portfolios managed by D’Arcy Capital were up for the fourth quarter and up for the entire year.  The corporate bond 
strategy gained 1.08% in the fourth quarter and 2.56% for the entire year.  The benchmark return of the Barclay’s Intermediate 
Government/Credit Index was up .89% and 1.00% for the same time period.  The municipal bond strategy managed by D’Arcy 
Capital was up 1.33% in the fourth quarter and 8.47% for the entire year.  The strategy’s benchmark (Barclay’s Municipal 
Index) returned 1.37% and 9.05% over similar time periods.


