Small Cap Equity
A Division of Moody Aldrich Partners

Third Quarter 2014

C O M M E N TA RY

“Divergent” starring Janet Yellen
Market Conditions

N

o we are not talking about the popular young adult dystopian movie that had its debut earlier in the year. This is a different drama entirely.
It features Janet Yellen facing a world in which she has been tasked to foster growth and minimize inflation in her home country while

attempting to modulate the effects of a weakening world economy. Thus far, she has decided that rates should remain low for the foreseeable
future; in these opening scenes the efficacy of her approach remains uncertain – and judging from recent volatility, the dramatic tension is high.
As the headlines continue to remind us, we head into the fourth quarter of 2014 facing stranger-than-fiction crises on both political and socioeconomic fronts. The world is a scary place right now, with Putin, Ebola, ISIS, and European deflation posing considerable potential threats to
markets worldwide.
How do we as fundamental managers cope with all of this macro noise? Our experience has taught us neither to over-react to each data point nor
to dismiss them outright. We monitor key sources of information on an ongoing basis, to include central bank policies that affect interest rates. In
order to incorporate this information into our process, we rely on data gleaned from companies and other industry sources. This provides a solid
reality check which helps us to focus our attention on the real issues that influence the performance of small cap stocks.
A good example of this would be Europe. The economic data coming out of the region strengthened late in 2013, but has steadily weakened
through the year. Concern is mounting that deflation has set in and that the region is once again perilously close to another recession. This
understandably concerns us given that Europe is the second largest economic zone in the global economy. In spite of the precarious state of the
broader European economy, however, conversations with company management teams have allowed us to identify some pockets of stability.
Certain parts of the European economy continue to perform strongly, such as aerospace. We own a few companies that have Airbus as a customer,
and they are struggling to keep up with demand. At the end of the day, the fundamentals should lead us to our best ideas.
In spite of today’s geopolitical challenges, the US economy has emerged as a beacon of hope in a global economy which Christine Lagarde
recently described as “brittle, uneven and risky.” We see this particular divergence as a positive, and must admit that we like our chances in the
“new Mediocre.” Generally speaking, small cap companies are more insulated from the world economy relative to larger companies – and yet
small cap performance in US equity markets has lagged that of large caps significantly year to date, improving their relative valuation. Thus, as we
potentially slip into this new more sluggish normal, we believe that quality small cap U.S. companies offer a better chance for superior returns.
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The Eastern Shore Capital Management Small Cap Equity strategy returned -8.49% gross of fees for the quarter vs. -7.36% for the Russell 2000
Index. Year to date the strategy maintains a 2.46% lead over the index, with a gross return of -1.95% vs. -4.41% for the Russell 2000.
The third quarter brought with it an increase in equity market volatility and was characterized by uneven performance in the small cap space.
The Russell 2000 dropped over 6% in both July and September, while in August the index rose nearly 5%. While disruptive, this market action
is not surprising given small caps’ strong performance over the past eighteen months. A few of the holdings in the Small Cap Equity strategy
experienced this volatility, while the majority experienced only single-digit moves during the quarter thanks to the stability conferred by quality
characteristics such as solid balance sheets and steady or improving profitability.
This last point ties into our theme of divergence, and merits further attention. The last time that the Russell 2000 experienced a calendar quarter
decline exceeding 5% was the tumultuous third quarter of 2011. During that quarter, the average correlation between pairs of stocks in the S&P
Small Cap 600 Index shot up to 0.62 from 0.33 in the previous quarter. In the third quarter of 2014, however, correlations in the index averaged
just 0.26 – indicating that the dispersion of returns remains broad in spite of macro developments.
The Small Cap Equity strategy experienced divergent performance at both ends of the spectrum. While as noted earlier, the bulk of the portfolio
generated returns that were not outsized to the upside or the downside, a few outliers exerted disproportional influence over the quarter’s results.
On the upside, these included two holdings which were acquired by competitors during the quarter due to the strength of their prospects. Both
of these holdings – one in materials, and one in healthcare – experienced double-digit positive performance for the quarter, as did several other
holdings that rose on positive fundamental developments reflected in strong earnings and the capturing of additional market share.
The strategy also held a handful of names at the other end of the performance spectrum, which prevented it from outperforming for the quarter.
Four of these were clustered in the energy sector. The price of oil retreated over 16% during the quarter due to increased supplies and a strong
dollar. Energy stocks have a strong correlation to the price of oil over the short term, with smaller cap stocks being particularly sensitive to
its fluctuations. As a result, these four holdings experienced declines of over 25% for the quarter. Two of these names released very positive
exploration results during the quarter, yet these appear to have been overlooked by investors spooked by falling oil prices. We continue to focus
on fundamentals within this sector, and will take advantage of the opportunities that this situation presents.
A small number of other holdings experienced significant declines in the quarter that were tied to stock-specific drivers. An example of this was a
pharmaceutical company which had two of its key drugs removed from the approved list of its two largest pharmacy benefit customers. While we
had considered this scenario prior to purchase, we deemed it a low-probability event based on our past conversations with management. While
the drop in this holding’s price represented a setback for the quarter, we will continue to seek out healthcare companies with a similar profile –
specifically those possessing a diversified portfolio of approved drugs aimed at treating ailments affecting a growing segment of the population.
From a sector perspective, healthcare and energy were the only two areas in which the strategy lagged the benchmark by over 50 basis points.
Stock selection contributed positively from a relative perspective in five out of the nine sectors, with particularly strong results in both producer
durables and technology. Lower correlation conditions present an attractive opportunity set for active stock-pickers, and we remain focused on
achieving strong risk-adjusted results in this exceptional environment.
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Positioning
Looking ahead to the rest of the year, we expect that economic data in the U.S. will continue to trend positively – potentially deepening the
divergence between our economy and that of other nations. U.S. employment statistics have been encouraging, though an acceleration in wage
inflation would certainly be welcome. Overall, we see some better prospects for the market in the fourth quarter once the uncertainty of the midterm elections is behind us. Earnings season will begin soon, providing us with greater insight into the state of companies and the economy. We
anticipate that the news will be mostly positive, which should help the sentiment of the market.
We have taken advantage of recent volatility to add high quality companies from our watch list that finally presented us with attractive entry
points from a valuation perspective. An example of one such purchase was Hexcel (HXL), which produces advanced composites for aircraft.
The firm has an excellent balance sheet, produces high returns on capital, and faces a multi-year backlog of orders from both Boeing and Airbus.
Investors’ focus on the company’s European revenue exposure appears to have contributed to a decline in the stock’s price which we were glad to
take advantage of.
As we look forward to 2015, we remain focused on the fundamentals of companies’ respective businesses. We will continue to monitor global
developments as they relate to our investments, and to seek out divergences between pricing and prospects. Thank you for your interest in
Eastern Shore; we welcome your questions, comments, and feedback. Best wishes for a great fourth quarter.
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The information provided in this report should not be considered a recommendation to purchase or sell any particular security. There is no assurance that any securities discussed herein will remain in an account’s portfolio at the
time you receive this report or that securities sold have not been repurchased. The securities discussed do 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 or holdings 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. A complete list of all securities recommended during the preceding year is available upon request. Past performance is not indicative of
future results. The information is presented as supplemental to the fully compliant GIPS® presentation, which is available upon request at information@moodyaldrich.com or by calling (781) 639-2750.
The Eastern Shore Capital Management Small Cap EquityComposite contains all fully discretionary equity accounts managed in the Small Cap Equity style which seeks capital appreciation through stock selection by investing in
70-120 stocks with market capitalizations approximating those of the Russell 2000 index at purchase. For comparison purposes, the Eastern Shore Capital Management Small Cap Equity composite performance is measured
against Russell 2000 index. There is no minimum account size for this composite. Previous to July 1, 2014 The Eastern Shore Capital Management Small Cap Equity Composite was known as the The Eastern Shore Capital
Management Small Cap Core Composite. The strategy is managed by Eastern Shore Capital Management, a division of Moody Aldrich Partners.
Moody Aldrich Partners, LLC claims compliance with the Global Investment Performance Standards (GIPS®). Moody Aldrich Partners, LLC is an independent SEC registered investment adviser. On December 31, 2003, the
assets and staff of Pierre & Company merged with Moody Aldrich & Sullivan and the name was changed to Moody Aldrich Partners, LLC. Additional information regarding this period and transition is available upon request.
The firm maintains a complete list and description of composites, policies for valuing portfolios, calculating performance and preparing compliant presentations, which is also available upon request.
Past performance is not necessarily indicative of future results. This document includes returns for the Russell 2000 index. The Russell 2000 Index measures the performance of the small-cap segment of the U.S. equity universe.
The Russell 2000 is a subset of the Russell 3000® Index representing approximately 10% of the total market capitalization of that index. It includes approximately 2000 of the smallest securities based on a combination of their
market cap and current index membership. This index is not intended to be a direct benchmark for a particular strategy, nor is intended to be indicative of the type of assets in which a particular strategy may invest. The assets
invested in on behalf of a client will likely be materially different from the assets underlying this index, and will likely have a significantly different risk profile. Performance statistics, portfolio characteristics, portfolio holdings
and other information included in this presentation are targets only and may change without notice to the client. The value of investments can go down as well as up. A client may not get back the amount invested.
For the period of March 1, 2007 through October 26, 2012, the performance presented occured while Robert Barringer was working at FBR Asset Management. There is no guarantee that returns achieved by FBR Asset
Management will be generated by Eastern Shore Capital Management.
Returns are presented gross and net of management fees and include the reinvestment of all income. Beginning March 1, 2007, net of fee performance was calculated by retroactively applying the composite fee schedule. Net of fee
performance after October 26, 2012 is calculated using actual management fees. More information about such fees and expenses applicable to a client’s investment are generally available in the Form ADV Part 2A of Moody
Aldrich Partners, LLC, which is publicly available and upon request and provided to every client (along with Form ADV Part 2B) prior to investment. Actual returns may vary from the performance information presented. All
performance numbers are expressed in US Dollars. This product does not use leverage, derivatives or short positions in its portfolio. ‡2007’s return represents a partial year beginning at the inception of the fund on 3/01/2007
and is not annualized.
The information contained in this document is subject to updating and verification and may be subject to amendment. No representation or warranty is expressed as to the accuracy of the information contained and no liability
is given by Moody Aldrich Partners, LLC as to the accuracy of the information contained in this document and no liability is accepted for any such information. This document and the information contained within it are
confidential and intended solely for the use of the individual or entity to whom they are addressed. If you are not the named addressee you should not disseminate, distribute or copy this document or any of the information
contained within it. If you are not the intended recipient you are notified that disclosing, copying, distributing or taking any action in reliance on the contents of this information is strictly prohibited.
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