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Past performance is not indicative of future results.
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DOLLAR STRENGTH DERAILS 
GLOBAL ADVANCE

The global markets put in a sloppy performance during the third quarter as economic growth 
concerns and geopolitical events weighed on stocks and buoyed government bonds. The bright 
spot in the global economy is the U.S. as Europe fl irts with outright recession and the Japanese 
economy has contracted in two out of  the past three quarters. U.S. growth appears to be ac-
celerating as the year progresses. 
First quarter growth contracted 
2.1%, much of  it explained away 
as weather related, while second 
quarter economic activity surged 
4.6%. Labor market conditions 
remain solid as the economy has 
averaged 220,000 new jobs per 
month so far in 2014 and the 
unemployment rate dropped to 
5.9% in September, a six-year 
low. All told, third quarter GDP 
is tracking near 3.5%, a respect-
able pace after 4.6% growth in 
the second quarter.*

The widening growth disparity 
between the U.S. and the rest of  
the developed world resulted in 
quite a bit of  dispersion in global market performance during the third quarter as assets fl owed 
into the U.S. For example, for the quarter the S&P 500 gained 1.13%. The MSCI All Country 
World Index lost 2.16%, the MSCI All Country World ex-U.S. declined 5.27%, MSCI EAFE 
lost 5.88%, and the MSCI Emerging Markets index lost 3.49%. Even in the U.S. there was a 
large performance gap with a quality bias as leadership narrowed. Small cap stocks were par-
ticularly hard hit with the Russell 2000 Index down 7.36% for the quarter. 

The U.S. and Europe are now following different road maps with the U.S. Federal Reserve 
scheduled to cease their bond buying program in October while the European ECB is try-
ing to stimulate a stagnating economy. In the U.S., the debate has turned to when the Federal 
Reserve will hike overnight interest rates. A growing consensus among economists is that the 
FOMC will begin to raise the fed funds rate sometime in the latter half  of  2015. Historically, 
the Federal Reserve has begun hiking rates about twelve months following the end of  an eas-
ing campaign. However, given the current growth trajectory of  the U.S. economy, the rate hike 
could come sooner and we expect it to happen possibly as early as March 2015, and probably 
June 2015 at the latest. Even if  the FOMC has the urgency to pull the trigger before mid-2015, 
we believe the earlier schedule would be largely immaterial to the economic environment. 

Interest rates have remained very low globally. Short-term rates across many European markets 
did the unthinkable, with two year rates going negative during the quarter in many countries. 

Executive Summary

The U.S. Conti nues to Be a Bright Spot: Over the last 
three and fi ve year periods, internati onal stocks have 
been disappointi ng laggards compared to their U.S. eq-
uity counterparts. The third quarter was no excepti on.

Risk-off  in High Yields: Volati lity in the credit markets 
during the third quarter resulted in quality outperforming 
and credit suff ering losses. High yields declined for the 
fi rst ti me in fi ve quarters.

Interest Rates Remain Low:  Global rates remain very 
low, even negati ve across many European markets’ short 
term bonds markets. This has helped buoy U.S. treasuries 
and strengthen the dollar.

*Source: Bloomberg; Renaissance Macro Research.
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Even European 10-year rates have plunged as Europe’s economy fal-
ters. German and French 10-year rates hit record lows and all of  ma-
jor Europe, and even the peripheral European counties of  Spain and 
Italy, have lower 10-year rates than U.S. Treasuries. Treasury bonds 
remain buoyed by growth concerns in Europe and demand for U.S. 
bonds abroad, resulting in U.S. dollar strength. The trade weighted 
U.S. dollar has risen for 12 straight weeks and was up 7.72% for the 
quarter. The rising dollar makes U.S. based investments more attrac-
tive to foreign investors. 

There was a lot of  volatility in the credit markets during the third 
quarter with quality outperforming and credit suffering losses. For 
the quarter, the Barclays 7-10 Year Treasury index gained 0.47%, the 
Barclays Aggregate Bond index gained just 0.17%, and the Barclays 
High Yield index lost 1.87%. High yield bonds have performed very 
well over the past several years and the decline was the fi rst quarterly 
loss in fi ve quarters. In fact, it was only the second quarterly loss in 
three years. Credit spreads remain very tight historically and longer-
term credit fundamentals remain well supported with a friendly Fed 
and a strengthening economy. There was a risk-off  environment for 
high yield bonds as retail investors fl ed on the fi rst hint of  weakness, 
resulting in record outfl ows from high yield mutual funds and ETFs. 
However, so far institutions proved willing to buy high yield bonds as 
retail investors fl ed.

Q3 Portfolio Analysis & Performance

U.S. Style Opportunity
Top Contributor

  iShares S&P 100 Index
  iShares S&P 500 Growth

Top Detractors
  iShares Russell Midcap Value
  PowerShares S&P 500 High Beta

It is a diffi cult, nearly impossible task to keep up with the S&P 500 
when a narrow concentration of  gains among exclusively large cap 
stocks takes over markets. While the S&P 500 gained 1.1% during the 
third quarter, the S&P 400 Mid Cap Index fell 4.0%, and the Russell 
2000 fell 7.4%. One had to have an exclusively large cap orientation 
to avoid losses, and by the second half  of  the third quarter the Style 
Opportunity portfolio was indeed 100% allocated toward large caps, 
as it remains today. Large Cap Growth (IVW) and the mega-cap S&P 
100 (OEF) make up the majority of  the portfolio, with the remain-
der in the S&P 500 High Beta ETF (SPHB). The fi rst three quarters 
of  2014 have been dominated by large caps. While the S&P 500 is 
up 8.3%, the small cap Russell 2000 is down 4.4%. The 1200 basis 

points gap between large and small caps has at least put an end to 
frothy small cap valuations relative to large caps. However, small cap 
valuations remain high in the absolute, as do all U.S. equity valuations. 
With valuations making U.S. equities higher risk overall, we may still 
be facing further small cap underperformance in the coming weeks. 
In the longer run, we are awaiting a chance to re-enter small caps, as 
we believe their higher beta provides an excellent chance to add alpha 
over time. However, small cap relative strength remains only a distant 
vision in our relative strength rankings at this point.

U.S. Sector Opportunity
Top Contributors

  iShares NASDAQ Biotechnology
  PowerShares QQQ

Top Detractors
  S&P Oil & Gas Exploration & Production SPDR
  First Trust ISE Revere Natural Gas ETF

Among broad market indexes both here in the U.S. and abroad, the S&P 
500 has been very diffi cult to beat. To a remarkable extent, this has also 
been true within the domestic U.S. Sector ETF sphere. The S&P 500 
Index itself  ranks extremely high in our Sector ETF ranks, so much 
so that we have a 20% position in the Index itself. Only two broad 
sectors, Technology and Health Care, rank higher than the S&P 500. A 
concentrated, narrow market this has been, indeed. Selected allocations 
to Transportation (IYT) and, recently, Financials (XLF) have been the 
only other bright spots that we could fi nd. Most of  the other broad 
equity sectors are weak and underperforming, including Industrials, 
Materials, Consumer Discretionary, Energy, and Utilities. Technology 
and Health Care appear to be unaffected by the slow growth world that 
we have entered, as their persistent leadership in relative strength can 
attest. Biotechnology (IBB) and the NASDAQ 100 (QQQ) were the 
portfolio’s biggest contributors while Oil & Gas Exploration (XOP) 
and Natural Gas (FCG) were the biggest detractors.

International Opportunity (Developed, Emerging & Frontier)

Top Contributors
  iShares MSCI Thailand
  iShares MSCI Frontier 100

Top Detractors
  Market Vectors India Small Cap ETF
  iShares MSCI Turkey

Finance theory states that international equities provide valuable di-
versifi cation for a U.S. equity investor. However, over the last three 
and fi ve year periods, international stocks have been disappointing 
laggards. Over a three year period (through 09/30), the S&P 500 
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(SPY) has gained 22.8% per year, while the developed markets EAFE 
(EFA) is up 14.0% and Emerging Markets (EEM) has gained 7.8%. 
Over 5 years, the S&P 500 has gained 15.0% per year, while EAFE is 
up only 6.5% and Emerging Markets has gained 3.2%. The best thing 
that a U.S. based investor could have done over the past number of  
years was to just avoid international markets entirely. We cannot do 
that in the International Opportunity portfolio, of  course. However, 
we do include the U.S. as a country for purchase. Not surprisingly, U.S. 
equities rank higher than almost all other nations, and as a result we 
have allocated 20% to the S&P 500 (SPY). The powerful defl ation-
ary forces that haunt Europe and commodity-oriented nations have 
led to stock market and particularly, currency weakness. Extremely 
poor relative strength has pointed us away from these areas. The cur-
rent portfolio includes a number of  smaller, selected countries that 
have displayed relative strength versus the rest of  the world, includ-
ing Taiwan (EWT), the Philippines (EPHE), Canada (EWC), and 
India (EPI). China’s strong economy and stable currency have also 
led us towards a broad China ETF (GXC). Thailand (THD) and the 
Frontier Markets (FM), two markets not particularly correlated to the 
global economy, were the portfolio’s top contributors; India Small-
Cap (SCIF) and Turkey (TUR) were the portfolio’s largest detractors.

Sentry Strategy (Hedge/Volatility)

Despite substantial weakness for small and mid cap stocks during the 
third quarter, the S&P 500 still has not seen a 10% correction since 
2011 – a three year period. The market’s recent weakness created a 
lot of  noise, but the correction was under 5%. Hedging one’s equity 
exposure during such a bull market is diffi cult and ultimately a losing 
endeavor – all one can do is responsibly manage the cost of  hedging 
while maintaining a minimal hedge required to safeguard client assets. 
Under these circumstances, the Sentry fund is a net loser in client 
portfolios, waiting for its day when protection will shine. 

Within the Sentry Managed Volatility Fund, during the third quarter 
we did increase the fund’s protection from loss. On September 10th 
(when the S&P 500 was at 2000), we moved up the strike price on our 
S&P 500 puts from 1750 to 1900. These puts represent about 25% 
of  the fund’s portfolio. Since then markets have undergone a modest 
correction, and the put protection has gained over 20%. Profi ts in 
puts and shorting volatility are very fl eeting, so we would expect to 
sometime very soon take profi ts in our put protection positions and 
roll the protection lower. The portfolio also initiated some new vola-
tility strategies during the quarter in the form of  swaps. In this case, 
the swaps can go long or short volatility depending upon its trend. 

Historically, we have seen this strategy provide a dynamic downside 
protection for investors that at the same time does not produce as 
much of  a drag on returns during major market rallies.

Outlook

The global markets have been in correction mode since peaking in 
early July. The stronger markets have gone sideways while weaker 
markets have experienced mid-single digit declines. This year has been 
an atypical mid-term election year as the markets haven’t experienced 
as much volatility as is historically normal in a mid-term year. For 
example, the U.S. has only had one correction of  greater than 5% and 
three other declines in the 3% range. That is mild compared to other 
mid-term election years in recent memory. Now we are entering into 
the most favorable seasonal period of  the 16 quarters in the Presiden-
tial Cycle. The fourth quarter of  the mid-term year is the strongest of  
the 16 quarters, with the S&P 500 averaging a 7.5% gain since 1941. 
The catalyst to kick off  this seasonal strength is the midterm elections, 
November 4th this year. Since 1982, the 30 calendar days leading into 
the midterm elections have all been positive. Over a longer-term hori-
zon, the next four quarters are also the strongest four quarters histori-
cally of  the 16 in the Presidential Election Cycle. 

Based on the strength of  the U.S. economy and macroeconomic re-
search, U.S. interest rates could justifi ably be 100 basis points higher 
than they are today. Evidently they have been held lower by a number 
of  factors including foreign infl ows, the low rates globally, Federal Re-
serve bond buying program, and geopolitical turmoil. The U.S. econ-
omy is certainly doing well enough to suggest higher interest rates lie 
ahead. With quantitative easing ending in the U.S. this month and the 
U.S. Federal Reserve preparing investors for a higher federal funds 
rate in 2015, the stage is set for U.S. interest rates to move higher. 
That seems to be the consensus call, so we will be alert to what may 
be wrong about that scenario as we move forward. 

We know the Fed is preparing the market for higher interest rates. 
Higher rates have not been a major detriment to the market in the 
past, at least initially. The S&P 500 has posted strong gains the year 
before tightening cycles have begun, rising a median of  16.3% versus 
the long-term average of  8%. After the initial hike, the market has 
continued to rise but at a slower 5% median gain one year after the 
fi rst hike. So, even in the face of  higher rates in 2015, we look for the 
market to post continued gains. 
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The opinions expressed are those of Clark Capital Management Group Investment Team. The opinions 
referenced are as of the date of publication and are subject to change due to changes in the market or 
economic conditions and may not necessarily come to pass. There are no guarantee of the future per-
formance of any Clark Capital Investments portfolio. Material presented has been derived from sources 
considered to be reliable, but the accuracy and completeness cannot be guaranteed. Nothing herein 
should be construed as a solicitation, recommendation or an offer to buy, sell or hold any securities, other 
investments or to adopt any investment strategy or strategies. For educational use only. This information 
is not intended to serve as investment advice. This material is not intended to be relied upon as a forecast 
or research. The Investment or strategy discussed may not be suitable for all investors. Investors must 
make their own decisions based on their specific investment objectives and financial circumstances. Past 
performance does not guarantee future results. 

The S&P 500 measures the performance of the 500 leading companies in leading industries of the U.S. 
economy, capturing 75% of U.S. equities. 

The Dow Jones Industrial Average is a stock market index that shows how 30 large publicly owned com-
panies based in the U.S. have traded during a standard trading session in the stock market.

The Russell 2000 Index measures the performance of the 2000 smallest U.S. companies based on total 
market capitalization in the Russell 3000, which represents approximately 11% of Russell 3000 total 
market capitalization.

The S&P MidCap 400 provides investors with a benchmark for mid-sized companies. The index covers 
over 7% of the U.S. equity market, and seeks to remain an accurate measure of mid-sized companies, 
reflecting the risk and return characteristics of the broader mid-cap universe on an on-going basis.

The MSCI ACWI stands for All Country World Index. A market capitalization weighted index designed 
to provide a broad measure of equity-market performance throughout the world. The MSCI ACWI is 
maintained by Morgan Stanley Capital International, and is comprised of stocks from both developed and 
emerging markets.

The MSCI All Country World ex USA Total Return (MSCI ACWI), market capitalization weighted index de-
signed to provide a broad measure of equity-market performance throughout the world. The MSCI ACWI 
is maintained by Morgan Stanley Capital International, and is comprised of stocks from both developed 
and emerging markets.

The MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to measure the 
equity market performers of developed markets outside the U.S. and Canada.

The MSCI Emerging Markets Index is a free float-adjusted market capitalization index that is designed to 
measure equity market performance in the global emerging markets.

The Russell 3000® Index measures the performance of the 3,000 largest U.S. companies based on 
total market capitalization, which represents approximately 98% of the investable U.S. equity market. 

The Barclays U.S. Government and Credit Bond Index measures the performance of U.S. dollar denomi-
nated U.S. Treasuries, government-related, and investment grade U.S. corporate securities that have 
a remaining maturity of greater than 1 year. In addition, the securities have $250 million or more of 
outstanding face value, and must be fixed rate and non-convertible. 

The Barclays U.S. Corporate High-Yield Index covers the U.S. dollar denominated, non-investment grade, 
fixed-rate, taxable corporate bond market. Securities are classified as high-yield if the middle rating of 
Moody’s, Fitch, and S&P is Ba1/BB+/BB+ or below. 

The Barclays 30-Year U.S. Treasury Bellwethers Index is a universe of Treasury bonds, and used as a 
benchmark against the market for long-term maturity fixed-income securities. The index assumes rein-
vestment of all distributions and interest payments.

The Barclays 10-Year U.S. Treasury Bellwethers Index is a universe of Treasury bonds, and used as a 
benchmark against the market for long-term maturity fixed-income securities. The index assumes rein-
vestment of all distributions and interest payments.

The Barclays 5-Year Municipal Bond Index is the 5 Year (4-6) component of the Municipal Bond index. It is 
a rules-based, market-value-weighted index engineered for the tax-exempt bond market. The index tracks 
general obligation bonds, revenue bonds, insured bonds, and pre-refunded bonds rated Baa3/BBB- or 
higher by at least two of the ratings agencies.

The Barclays U.S. Aggregate Bond Index covers the U.S. investment-grade fixed-rate bond market, in-
cluding government and credit securities, agency mortgage pass-through securities, asset-backed secu-
rities and commercial mortgage-based securities. To qualify for inclusion, a bond or security must have 
at least one year to final maturity and be rated investment grade Baa3 or better, dollar denominated, 
non-convertible, fixed rate and publicly issued. 

The B of A Merrill Lynch U.S. High Yield Index tracks the performance of below investment grade U.S. 
dollar-denominated corporate bonds publicly issued in the U.S. domestic market.

The Barclays 7-10 Year Treasury Index tracks the investment results of an index comp

rised of the U.S. Treasury bonds with remaining maturities between seven and ten years.

The Barclays 20+ Year Treasury Index tracks the investment results of an index comprised of the U.S. 
Treasury bonds with remaining maturities greater than twenty years.

The Barclays Long-Term Year Treasury Index tracks the performance of the long-term U.S. government 
bond market.

Index returns include the reinvestment of income and dividends. The returns for these unmanaged indexes 
do not include any transaction costs, management fees or other costs. It is not possible to make an 
investment directly in any index.

Morningstar is the largest independent research organization serving more than 5.2 million individual 
investors, 210,000 Financial Advisors, and 1,700 institutional clients around the world.

For each separate account with at least a three-year history, Morningstar calculates a Morningstar 
Rating™ based on a Morningstar Risk-Adjusted Return measure that accounts for variation in a separate 
account’s monthly performance, placing more emphasis on downward variations and rewarding consis-
tent performance. The top 10% of separate accounts in each category receive 5 stars, the next 22.5% 
receive 4 stars, the next 35% receive 3 stars, the next 22.5% receive 2 stars and the bottom 10% 
receive 1 star. The Overall Morningstar Rating for a separate account is derived from a weighted average 
of the performance figures associated with its three-, five- and ten-year Morningstar Rating metrics. 

©2014 Morningstar, Inc. All Rights Reserved. The information contained herein: (1) is proprietary to 
Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted 
to be accurate, complete or timely. Neither Morningstar nor its content providers are responsible for any 
damages or losses arising from any use of this information.

Past performance is not indicative of future results. This material is not financial advice or an offer to sell 
any product. Not every client’s account will have these exact characteristics. The actual characteristics 
with respect to any particular client account will vary based on a number of factors including but not 
limited to: (i) the size of the account; (ii) investment restrictions applicable to the account, if any; and 
(iii) market exigencies at the time of investment. 

Clark Capital Management Group, Inc. reserves the right to modify its current investment strategies and 
techniques based on changing market dynamics or client needs. The information provided in this report 
should not be considered a recommendation to purchase or sell any particular security, sector or indus-
try. There is no assurance that any securities, sectors or industries discussed herein will be included in 
an account’s portfolio. Asset allocation will vary and the samples shown may not represent an account’s 
entire portfolio and in the aggregate may represent only a small percentage of an account’s portfolio 
holdings. It should not be assumed that any of the securities transactions, holdings or sectors discussed 
were or will prove to be profitable, or that the investment recommendations or decisions we make in 
the future will be profitable or will equal the investment performance of the securities discussed herein.

The relative strength measure is based on historical information and should not be considered a guaran-
teed prediction of market activity. It is one of many indicators that may be used to analyze market data for 
investing purposes. The relative strength measure has certain limitations such as the calculation results 
being impacted by an extreme change in a security price. 

The CBOE Volatility Index® (VIX®) is a key measure of market expectations of near-term volatility 
conveyed by S&P 500 stock index option prices and which shows the market’s expectation of 30-day 
volatility. It is constructed using the implied volatilities of a wide range of S&P 500 index options. This 
volatility is meant to be forward looking and is calculated from both calls and puts. The VIX is a widely 
used measure of market risk. The S&P 500 measures the performance of the 500 leading companies 
in leading industries of the U.S. economy, capturing 75% of U.S. equities. The Barclays U.S. Aggregate 
Bond Index is a market capitalization-weighted index, meaning the securities in the index are weighted ac-
cording to the market size of each bond type. Most U.S. traded investment grade bonds are represented. 
Municipal bonds, and Treasury Inflation-Protected Securities are excluded, due to tax treatment issues. 
The index includes Treasury securities, Government agency bonds, Mortgage-backed bonds, Corporate 
bonds, and a small amount of foreign bonds traded in U.S. The Barclays Capital Aggregate Bond Index is 
an intermediate term index.

The volatility (beta) of a client’s portfolio may be greater or less than its respective benchmark. It is not 
possible to invest in these indices.

Returns are presented gross of investment advisory fees and include the reinvestment of all income. 
Gross returns will be reduced by investment advisory fees and other expenses that may be incurred in 
the management of the account. For example, a 0.50% annual fee deducted quarterly (.125%) from 
an account with a ten year annualized growth rate of 5% will produce a net result of 4.4%. Actual 
performance results will vary from this example. The Firm’s policies for valuing portfolios, calculating 
performance, and preparing compliant presentations are available upon request.

Clark Capital Management Group, Inc. is an investment adviser registered with the U.S. Securities and 
Exchange Commission. Registration does not imply a certain level of skill or training. More information 
about Clark Capital’s advisory services and fees can be found in its Form ADV which is available upon 
request.
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