Quarterly Newsletter
April 2015
CAPITAL MARKETS UPDATE | Global Equities delivered solid returns (+2.3%) for the first quarter in choppy

markets. International (+4.9%) and Emerging Market Equities (+2.2%) led the way while U.S. Large Cap Equities
lagged (+1.0%). Global Fixed Income posted weak returns (-1.9%) as the US Dollar continued to strengthen
relative to other major currencies. Domestic bonds rallied (+1.6%) as yields declined amid tepid economic
data and benign expectations for Fed rate increases later in the year. Similarly, Real Estate pushed higher
(+4.8%) as investors continued to chase yield. Commodities were the weakest asset class (-5.9%).

BEHAVIORAL FINANCE | Traditional economic and financial theory posits that markets are efficient and

current prices fully reflect all relevant information. Behavioral finance theorists challenge the traditional thinking
and observe that investors routinely make emotional (a.k.a. irrational) financial decisions that produce
inefficiencies in market pricing (periods when market prices differ from “fair value” based on the underlying
fundamentals). In fact, numerous studies show that cognitive and psychological biases significantly influence
investors’ decision making. Last quarter, we discussed the large impact investor emotion may have on asset
prices and market cycles. This quarter, we will dig a little deeper with emphasis on asset prices and how
investors can take advantage of enduring trends.

WHY DO MARKETS TREND? | In their Nobel-Prize winning research in the 1970s, cognitive psychologists
Daniel Kahneman and Amos Tversky argue that human behavior accounts for the under- and over-reaction
that occurs in security prices. Market prices don’t immediately fully reflect new information that has changed
the fundamental (fair market) value of an asset. Instead, price trends form due to investors’ (1) initial anchoring
to old facts and under-reaction to new information and (2) subsequent herding behavior and delayed overreaction to changes in fundamentals.
1. Anchoring and Under-reaction—Rational investors rigorously analyze an investment and evaluate its fair
market value based on the current fundamentals. This valuation determines a price that becomes a
mental reference point. As emotional investors, our psychological tendency is to “anchor” to this initial
valuation/price and the initial fundamentals on which it is based. Simply said, we are slow to react to
new information and adjust our analysis. The result: investors don’t give full credit to the positive
(negative) change in fundamentals and the market price undervalues (overvalues) the asset.
2. Herding and Over-reaction—Herd behavior describes the tendency of individuals to follow the crowd.
We like to wear what is fashionable, eat what is popular and go to the trendy place. After all, there is
comfort in numbers. Investors tend to be especially emotional and competitive—we don’t want to miss
out while others profit. The result: as investors herd together, chase performance and over-react, the
price trend overshoots.

PROFIT FROM THE CROWD | Disciplined investors have an opportunity to profit from the irrational

decisions (cognitive biases) of emotional investors. Managed Futures is a trend following strategy that seeks to
profit from these persistent investor behaviors. The strategy trades contracts to buy or sell a particular asset
(stocks, bonds, currencies or commodities) in the future at a set price. The discipline is to buy (sell) contracts for
assets that are rising (falling) in price. The Managed Futures investor then profits (loses) from a continuation
(reversal) of the current trend.
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The chart below is a hypothetical illustration of how the strategy works. After an initial catalyst (new information
that increases the asset’s fundamental value), the market price adjusts higher (but not all the way to
fundamental value). The fund manager then buys the asset once the upward trend has begun (typically an
automated trade based on quantitative algorithms). The purchase price is an attractive entry point (below
fundamental value) as the crowd anchors and under-reacts. Investor herding and over-reaction then
perpetuate the trend and drive the market price (and profits on the investment) higher. The fund manager
finally exits the position once the trend becomes over-extended or reverses.

Market Price
Fundamental Value

End of the Trend:
reversal to fundamentals
(trend strategy sells)

Price

Trend Continuation:
herding and over-reaction

Start of the Trend:
anchoring and under-reaction
(trend strategy buys)
Catalyst:
change in fundamental value
Source: AQR Capital Management, LLC
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GOOD TO HAVE ALTERNATIVES | Alternative Investments are valuable diversifiers if they are truly

alternative, i.e., different from the rest of the portfolio. Careful selection is important—too many strategies
claiming to be alternative charge a high fee and have a significant correlation with stocks. J.P. Morgan Asset
Management reports that Hedge Funds had a +0.8 (i.e., strong) correlation with Global Equities over the last ten
years. Based on that data, the name “Hedge” Funds seems to be a misnomer. Within Alternative Investments,
we value strategies with low expected correlations to traditional stocks and bonds. Managed Futures is
especially compelling given its propensity to perform well in strong and weak markets. Over the last five years
(the fund’s inception was January 2010), the AQR Managed Futures Strategy Fund has delivered attractive
returns, modest volatility and a low negative correlation (tends to move in the opposite direction) with Global
Equities (-0.2) and Global Fixed Income (-0.1).
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Five Year Annualized Returns
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Markets will continue to have cycles in which some assets outperform and others disappoint. History reminds us
that maintaining discipline has rewarded long-term investors at the expense of market timers and performance
chasers. In fact, some investment strategies are designed to profit from the emotional swings of the crowd. As
global interest rates continue to plumb historic lows, it is increasingly important to hold true alternatives to
further diversify traditional stock and bond portfolios.

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 (including the investments and/or investment strategies recommended or undertaken by Arbor Investment Advisors, LLC), 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. 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 Arbor Investment Advisors, LLC. Please remember to contact Arbor Investment Advisors, LLC, in writing, if there are any changes
in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services. Arbor Investment Advisors, LLC 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 Arbor Investment Advisors, LLC’s current written disclosure statement discussing our advisory
services and fees continues to remain available upon request.

ARBOR INVESTMENT ADVISORS, LLC
PRIVACY NOTICE

Arbor Investment Advisors, LLC (referred to as “Arbor”) maintains physical, electronic, and
procedural safeguards that comply with federal standards to protect its clients’ nonpublic personal
information (“information”). Through this policy and its underlying procedures, Arbor attempts to
secure the confidentiality of customer records and information and protect against anticipated threats or
hazards to the security or integrity of customer records and information.
It is the policy of Arbor to restrict access to all current and former clients’ information (i.e.,
information and records pertaining to personal background, investment objectives, financial situation, tax
information/returns, investment holdings, account numbers, account balances, etc.) to those employees
and affiliated/nonaffiliated entities who need to know that information in order to provide products or
services in furtherance of the client's engagement of Arbor. In that regard, Arbor may disclose the client’s
information: (1) to individuals and/or entities not affiliated with Arbor, including, but not limited to the
client’s other professional advisors and/or certain service providers that may be recommended or
engaged by Arbor in furtherance of the client's engagement of Arbor (i.e., attorney, accountant, insurance
agent, broker-dealer, investment adviser, account custodian, record keeper, etc.); (2) required to do so by
judicial or regulatory process; or (3) otherwise permitted to do so in accordance with the parameters of
applicable federal and/or state privacy regulations. The disclosure of information contained in any
document completed by the client for processing and/or transmittal by Arbor to facilitate the
commencement/continuation/termination of a business relationship between the client and/or between
Arbor and a nonaffiliated third party service provider (i.e., broker-dealer, investment adviser, account
custodian, record keeper, insurance company, etc.), including, but not limited to, information contained
in any document completed and/or executed by the client in furtherance of the client's engagement of
Arbor (i.e., advisory agreement, client information form, etc.), shall be deemed as having been
automatically authorized by the client with respect to the corresponding nonaffiliated third party service
provider.
Arbor permits only authorized employees and affiliates who have signed a copy of Arbor’s
Privacy Policy to have access to client information. Employees violating Arbor’s Privacy Policy will be
subject to Arbor’s disciplinary process. Additionally, whenever Arbor hires other organizations to
provide services to Arbor’s clients, Arbor will require them to sign confidentiality agreements and/or the
Privacy Policy.
Should you have any questions regarding the above, please contact April Y. Beason, Chief
Compliance Officer.

