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Centuries ago, mariners who relied on sails to propel their vessels across oceans followed the Trade 
Winds; by catching these even an inexperienced captain could make progress. A good wind is what the 
post-election equity rally – dependent on successful US fiscal reform – needs if it is to persist. Investors 
may otherwise reconsider the high valuations afforded it and initiate a selloff that would deflate asset 
values. Fortunately, the confluence of a beneficent Fed and economic recovery in the Eurozone and China 
could relieve some of the countercurrents to offer a navigational solution. Under such conditions corporate 
profits may grow and begin to normalize the high valuation multiples.  
 
In our 2017 Market Outlook we outlined a base-case expectation that the new US Administration would 
achieve limited success in its reform plans despite the advantage of working with a Republican-controlled 
House and Senate. Competing pressures from Democrats and the Freedom Caucus would restrict intra-
governmental cooperation and constrain legislative change. The news cycles in this homestretch of the 
new Administration's first 100 days show these dynamics to be in play. The heightened potential for 
quagmire in Washington could foretell stalled or slowly moving reforms. Beyond Congress, talk of 
resistance at the career civil service level contributes to a sense that significant friction will slow progress 
toward the President's pro-business initiatives. Signs of early dysfunction are evidenced by the failure to 
reform the Affordable Care Act, the resignation of NSA head Michael Flynn, and the recusal of Attorney 
General Jeff Sessions from the Russia investigations, among other shakeups. The new President may try 
to "drain the swamp" in Washington, but the brackish water that remains may prove inhospitable for the 
production of coherent policy. 
 
US fiscal and monetary options to promote accelerated growth remain limited. We fully expect a dramatic 
showdown over extension of the debt ceiling. Both the Democrats and the Far Right will likely push for 
concessions to avoid a government shutdown after April 28

th
, the deadline for which a new federal 

government budget must be approved by Congress. We see concordance among the Fed and the 
Administration to promote growth, but the steps needed to support the economic expansion are 
complicated, and news emanating from the major channels focuses on missteps and less-than-harmonious 
fiscal policy making. Meanwhile, the Fed must tread lightly to tighten policy without stifling the economy.  
 
Of course, any severe interruption to the placid environment for global growth could shock investors into 
pulling the sails to head for safe harbor. Challenges to trade and higher geopolitical risks remain. Within 
recent memory, brief periods of fright led some to seek a mattress and a good door lock. Still, it now 
appears that broad official support for markets from central banks across the globe can continue to support 
the prolonged recovery seen in the major developed economies.  
 
 
1.  Markets Continue to Hover at High Valuations 
 
Post-election equity valuations have continued to rise, and the major US stock indices reached all-time 
highs. The Dow topped 21,115 on March 1

st
 and ended the quarter at 20,663, while the S&P 500 also hit a 

historical high on March 1
st
 at 2,395 and ended the quarter at 2,362. All the major stock indices we follow 
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are up on the year except the Nikkei, which is down slightly (see table below). While we may seem US-
centric in our viewpoints and analysis, the focus is merited given that the US comprises 60.5% of the MSCI 
World Index of developed market equities as of February 2017.    
 

 
 
The Price-to-Earnings (P/E) ratio in the US, as represented by the S&P 500, has increased yet another turn 
to nearly 22x, the highest valuation since the end of 2009 when corporate earnings contracted sharply, 
while the UK market has followed a similar pattern. The Eurostoxx 50 index remains in its 20x-21x range 
since 2015, while the Nikkei 225 has cooled somewhat since the end of the year (see chart below). 
 
Major Market Price/Earnings Ratios in Late Cycle (avg. 2001-1Q17)  
 

 
        Source: Bloomberg, LISI 

 
In fixed income, the benchmark 10-yr. US Treasury yield has oscillated in the 2.30% to 2.60% range since 
the beginning of the year, with condensed volatility around the Fed's March meeting as it reached a low of 
2.31% in late February and a high of 2.63 just prior to the FOMC announcement. Core European and 
Japanese yields have also moved little (see table below).  
 

 
 
Corporate bond risk premiums have continued to contract across the board (see table below). It is notable 
that the yields of both emerging markets high yield and investment grade corporates were at 5-year lows by 
the end of March.  
 

 
  Source: Bloomberg and LISI 

Key Market Performance Indicators
Equities

4Q15 1Q16 2Q16 3Q16 4Q16 1Q17

Stock Index Levels: 12/31/2015 3/31/2016 6/30/2016 9/30/2016 12/30/2016 3/31/2017

Dow Jones Industrial Average 17,425 17,685 17,930 18,308 19,763 20,663 13.42% 4.56%

S&P 500 2,044 2,060 2,099 2,168 2,239 2,363 9.53% 5.53%

FTSE 100 6,242 6,175 6,504 6,899 7,143 7,323 14.43% 2.52%

Eurostoxx 3,268 3,005 2,865 3,002 3,291 3,501 0.69% 6.39%

Nikkei 19,034 16,759 15,576 16,450 19,114 18,909 0.42% -1.07%

Brazil Bovespa 43,350 50,055 51,527 58,367 60,227 65,266 38.93% 8.37%

China (Shanghai Composite) 3,539 3,004 2,930 3,005 3,104 3,210 -12.30% 3.43%
Source: Bloomberg, LISI
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Key Market Performance Indicators
Fixed Income 2Q16 3Q16 4Q16 1Q17

2014 2015 6/30/2016 9/30/2016 12/30/2016 3/31/2017

Yields:

US Treasury 10-year Bond 2.54 2.14 1.47 1.59 2.44 2.39 0.30 -0.06

UK Gilt 10-year 2.50 1.82 0.86 0.75 1.24 1.14 -0.59 -0.10

German Bund 10-year 1.22 0.51 -0.13 -0.12 0.21 0.33 -0.30 0.12

Japanese Government 10-year Bond 0.55 0.36 -0.18 -0.07 0.05 0.07 -0.31 0.02

Bloomberg Emerging Markets Composite Bond 5.03 5.52 4.99 4.57 5.07 4.77 -0.45 -0.31

Brazilian Government 10-year Bond 12.70 13.94 12.16 11.47 11.40 9.92 -2.54 -1.49

Chinese Government 10-year Bond 4.23 3.38 2.84 2.72 3.12 3.29 -0.27 0.18
Source: Bloomberg, LISI; "bp ∆" = basis point change 

Average Yield (%)

2016 bp ∆ 

12/30 - 3/31      

bp ∆ 

Risk Premium Required Above US Treasury (%) 2Q16 3Q16 4Q16 1Q17

31-Dec-14 30-Dec-15 30-Jun-16 30-Sep-16 30-Dec-16 31-Mar-17 2016 YTD '17

Bloomberg High Yield Corporate Bond Index 5.49% 7.29% 6.26% 4.94% 4.29% 3.94% -300 -35

Bloomberg High Yield Energy Corporate Bond Index 9.43% 13.71% 8.48% 6.82% 5.29% 5.00% -842 -29

Bloomberg EM High Yield Corporate Bond Index 8.93% 9.15% 7.21% 6.04% 5.29% 4.52% -386 -78

Bloomberg Investment Grade Corporate Bond Index 1.38% 1.71% 1.62% 1.45% 1.28% 1.24% -43 -4

Bloomberg Investment Grade EM Corporate Bond Index 2.97% 2.86% 2.58% 2.24% 1.98% 1.87% -88 -12

Change in Bps
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2.  The FOMC's Prospective Alternatives for Reducing Monetary Accommodation  
 
As expected, the Federal Open Market Committee (FOMC) decided in a 9-1 vote to hike the Fed funds rate 
by 0.25% to a range of 0.75% to 1.00% at its March 15 meeting. Citing continued improvement to key 
economic indicators, the FOMC's Dot-Plot diagram suggested plans for two additional 0.25% rate hikes in 
2017, a result that the market judged to be dovish. Our Fed tracking chart (see below) shows an 
increasingly strong economic environment in which the Fed could conceivably begin to raise rates at a 
faster clip. Chairman Yellen has implied this on various occasions, since “…waiting too long to remove 
accommodation would be unwise, potentially requiring the FOMC to eventually raise rates rapidly, which 
could risk disrupting financial markets and pushing the economy into recession.”

1
 

 
Quotes from Selected Fed Statements, June 2016 to March 2017 
 

 
 
In March the FOMC discussed plans to begin reducing the Federal Reserve's balance sheet, which at $4.5 
trillion stands over four times its pre-crisis level (see chart on next page). Operations could begin late this 
year or in the first half of 2018. According to the Minutes of the meeting, participants indicated a preference 
for a deleveraging that is "gradual and predictable, and accomplished primarily by phasing out 
reinvestments…" instead of outright sales of securities. The Minutes reflect a desire to initiate such actions 
only after the Fed funds rate is well above its effective lower bound, and to avoid having to reverse course 
in the event of a severe economic slowdown.  
 
Whether the Fed begins to reduce the balance sheet as it hikes rates depends on economic conditions, but 
also on the composition and leadership of the FOMC. Chairman Yellen's term ends in February 2018, 
although the process of replacement (likely to begin this summer) could hinder decision making at the Fed. 
Further, President Trump may soon replace four members of the FOMC. Fed Governor Jeffrey Lacker just 
resigned, while Fed Governor Daniel Tarullo previously announced his departure this spring.  Hence, with a 
changing Fed the policy choices – rate hikes and/or balance sheet – bear deeper examination. 
 
In a speech at Harvard University in March, Fed Governor Lael Brainard spelled out the options that the 
Fed has to address for an eventual easing of its monetary accommodation.

2
  She notes that central banks 

in the UK and in Japan have also considered the issue of how to reduce their balance sheets while 
avoiding a disruption of the economic recoveries seen there. She highlights the importance of raising the 
short-term focused Fed funds rate as a means of rejuvenating its effectiveness. As we see in the chart 
below, after the onset of the financial crisis in 2008 the Fed quickly lowered the Fed funds rate to near zero. 
Yet it did not have the ability to provide further short-term accommodation and so had to turn to the balance 
sheet, buying assets on the open market in order to inject cash into the economy at a time the need was 
dire. Such Quantitative Easing appears to have made a difference in helping move the US economy toward 
recovery. 

                                                           
1
 Statement before Committee on Banking, Housing, and Urban Affairs, U.S. Senate, 2/14/17 

2
 "Transitions in the Outlook and Monetary Policy," Remarks at JFK School of Government, Harvard University, 3/1/17 

Jun-16 Sep-16 Nov-16 Dec-16 Feb-17 Mar-17

Economic Activity 

-- growth…appears to have 

picked up;  Business fixed 

investment and net exports 

have been soft;  Pace of 

improvements…have slowed 

-- Household spending has been 

growing strongly; Business fixed 

investment has remained soft

-- Household spending has been 

rising moderately; Business 

fixed investment has remained 

soft

-- Household spending has been 

rising moderately; Business 

fixed investment has remained 

soft

-- Household spending 

coninued to rise; Business fixed 

investment has remained soft; 

consumer and business 

sentiment have improved

-- Household spending 

continued to rise moderately 

while business fixed investment 

appears to have firmed 

somewhat 

Labor Market

-- although the 

unemployement rate has 

declined, job gains have 

diminished

-- continued to strengthen, 

unemployment little changed, 

job gains have been solid

-- continued to strengthen, 

unemployment little changed, 

job gains have been solid

-- continued to strengthen, 

unemployment has declined, 

job gains have been solid

-- continued to strengthen, 

unemployment stayed near its 

lows, job gains remained solid

-- continued to strengthen, 

unemployment was little 

changed in recent months, job 

gains remained solid

Inflation

-- expected to remain low in 

the near term

-- expected to remain low in 

the near term

-- increased somewhat since 

earlier this year; expected to 

rise to 2 percent in the medium 

term

-- increased since earlier this 

year; expected to rise to 2 

percent in the medium term

-- increased in recent quarters 

but is still below the 

Committee's 2 percent longer-

run objective

-- has increased in recent 

quarters, moving close to the 

Committee's 2 percent longer-

run objective

International Economic 

and Financial 

Developments

-- continues to closely monitor -- near-term risk to the 

economic outlook appear 

roughly balanced; continues to 

closely monitor

-- near-term risk to the 

economic outlook appear 

roughly balanced; continues to 

closely monitor

-- near-term risk to the 

economic outlook appear 

roughly balanced; continues to 

closely monitor

-- near-term risk to the 

economic outlook appear 

roughly balanced; continues to 

closely monitor

-- near-term risk to the 

economic outlook appear 

roughly balanced; continues to 

closely monitor

Stance
-- maintain the target range to 

1/4 to 1/2 percent

-- maintain the target range to 

1/4 to 1/2 percent

-- maintain the target range to 

1/4 to 1/2 percent

-- raise the target range to 1/2 

to 3/4 percent

-- maintain the target range to 

1/2 to 3/4 percent

-- raise the target range to 3/4 

to 1 percent

 Source: FOMC, LISI. Key: Dark shading negative for real economic growth, Light shading neutral, and No shading positive
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Federal Reserve Board Tools and Key Decision Inputs 
 

 
     Source: Bloomberg and LISI 
 
Governor Brainard notes, however, that while use of the short-term Fed funds rate as a monetary policy 
tool has an extensive history and the effects are fairly well understood, such is not the case with the 
balance sheet, which targets interest rates for longer term assets: “How the federal funds rate and the 
balance sheet should be adjusted individually and in combination depends on the degree to which they are 
substitutes, their relative precision, and the degree to which their effects on the economy are well 
understood.” The Fed funds rate has proven an effective monetary guidance tool over many business 
cycles, while use of the balance sheet appeared to be necessary only in the extreme case (recall that the 
commercial paper market nearly seized during the financial crisis, a development that could have brought a 
significant chunk of the economy to a halt as corporations and banks would lose their currency).  
 
She outlines two potential paths for removing the current high level of accommodation by raising short-term 
interest rates and reducing the size of the Fed balance sheet, and she considers the relative effects. She 
puts the issue succinctly as follows: “Prudent risk management suggests that policy should take into 
account the asymmetry in risks posed by the greater likelihood of the economy being at the effective lower 
bound, where conventional policy is constrained.” The Fed wants flexibility to act on rates if the economy 
begins to waver.  
 
The Fed has stated that it intends to continue to reinvest principal in its held assets until the Federal funds 
rate makes progress toward reaching a “normalized” level. Governor Brainard explains, “there is a benefit 
to enabling the federal funds rate to rise more quickly than would be possible with a shrinking balance 
sheet and sooner reach a level that allows for significant reductions if economic conditions deteriorate.” 
Underscoring that any strategy could only be put in place once the Fed funds rate is “comfortably distant” 
from its lower bound, with the aim of giving the economy room to continue to grow without overheating, 
Governor Brainard describes two strategies that the FOMC could undertake: 
 

o Complementarity – A strategy of actively employing both the Fed funds rate and the Fed’s 
balance sheet to glide down the monetary stimulus. Here, Fed funds rate hikes work to 
adjust short-term rates, while reduction of the balance sheet affects term premiums further 
out on the curve.  

 
o Subordination – Prioritization of the Fed funds rate as the principal policy tool to begin to 

tighten monetary policy, while reverting to the balance sheet only after the target rate has 
appreciably departed from its lower bound, when it would “be set on autopilot, shrinking in a 
gradual, predictable way until a ‘new normal’ has been reached….” After that, the balance 
sheet would be adjusted in the ordinary course in response to the demand for currency. 

 
The speech clearly favors Subordination. However, a new mix of Fed Governors could see it differently and 
the chance of overshooting remains. We recall that the housing bubble demise began with a rapid 
succession of rate hikes totaling 3.0% (to 5.5%) over an 18-month period from December 2004 to June 
2006. Higher rates filtered through the economy and the dominoes began to fall with the taming of highly 
valued leveraged buyouts and the sudden fear of Collateralized Debt Obligations that eventually revealed 
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faulty packaging of housing debt into “toxic waste” sold to investors. People lost their homes, a few banks 
went bust, and the contagion spread throughout the US economy and beyond its shores. While all that is 
now in the past, it is not forgotten. We hesitate to believe or promote the idea that new distortions – 
possibly cultivated in a seedbed of financial deregulation – will never return to bear on the market. 

 
 

3.  Global Accommodative Backdrop for Asset Valuations  
 
Global growth indicators signal a decidedly positive trend. We look to Purchasing Managers Indices (PMIs) 
as a key leading indicator for economic growth, and it is instructive to see how different these show the 
outlook to be from the pre-US election period to now. In the side-by-side charts below, we see on the left 
the trajectory of PMIs in key markets from December 2015 through 3Q16. The trend is essentially 
sideways, reflecting the "lower-for-longer" outlook for rates, growth and asset returns. Contrast this to the 
chart on the right, which carries forward the data through 1Q17. Here, the Eurozone PMI shows steady 
strength, while the US appears to follow a moderate upward trend and has tapered somewhat. China 
shows slow, but steady, improvement.  
 
Key Market Purchasing Manager Indices (PMIs) – Pre- and Post-US Election 
 

 
                   Source: Bloomberg and LISI 

 
Commodities are rising, too, as iron ore prices hit multi-year highs and oil prices trend up both on 
developed market growth and on OPEC production cutbacks. We do see an upside limit to oil prices this 
year, as US shale producers starved for cash have boosted production when the price hits certain marginal 
levels. Volumes are still higher and prices have settled into the high 40s/low 50s. Note that the economic 
multiplier effects of lower oil prices may experience a limited effect on consumer spending (remember the 
oil price dividend) as gas and diesel prices may rise going into the summer driving season. Unrefined 
petroleum and gasoline and distillates operate on distinct cycles, and excess supply and storage of one 
does not imply the same for the other. Currently it appears that oil processing sits behind schedule even as 
stockpiles grow.  
 
 
4.  Market Effects and Portfolio Strategy 
 
The LISI Investment Committee decided to move its Tactical Asset Allocations for 2Q17 closer to its longer 
term Strategic Asset Allocations, reducing our overweight allocation to fixed income and alternatives in favor 
of equities. In the Balanced portfolios, we have moved from a previous modest overweight in Fixed Income 
to equal weighting between Fixed Income and Equities.

3
  As we explain above, a growing global economic 

environment spells opportunity for diversified international equity portfolios. In the US, due to publicized 
policy initiatives we continue to favor domestically oriented industries, possibly executed more effectively via 
small caps and mid-caps as the export exposure of many larger companies can pose challenges in an 

                                                           
3
 Please contact your Investment Professional for our Strategic and Tactical Allocations charts. 
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environment of trade restrictions. Bond yields remain low, though they should soon embark on an upward 
trajectory if fiscal spending and tax cuts do lead to inflation and higher interest rates. We remain generally 
positive on bonds, diversified geographically and with an increased focus on high yield issues in favored 
sectors such as energy. It is important to keep an eye on the Fed to gauge the possibility that it assumes a 
more aggressive stance against potential inflation.  
 
Accordingly, across asset classes the LISI Investment Committee favors the following in terms of allocation: 
 

 Fixed Income – We recommend shortening duration and accepting somewhat higher credit risk to 
mitigate the anticipated rate hike cycle. Emerging markets debt may experience higher volatility 
under targeted tariffs and other market disruptions. 
 

 Equities – We maintain our positive view on equities and have increased allocations in light of Fed 
dovishness, expected support from fiscal stimulus, and a strengthening international backdrop.  
 

 Alternatives – While we have reduced the allocation in Alternatives slightly to move into equity, we 
continue to favor the inclusion of alternatives for portfolios large enough to accommodate them.  

 

 Cash – We reduced cash allocations somewhat, though still recommend keeping a small allocation 
in cash in order to keep dry powder for potential market dislocations.  

 
Taking the decision to increase the allocation to an asset class that hovers at persistently high valuations, 
here equities, can be difficult. We take comfort, though, in knowing that those steering the economic ship of 
the US through fiscal and monetary policymaking do so in a warm sea of benign international economic 
conditions. This could permit asset valuations to come into line as the low-growth recovery extends further 
and, perhaps, gains steam.  
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Investors, and (b) by means of a private offering.  If the aforementioned offer is made, within the first year following the purchase of the shares by 

Institutional Investors under this exemption, by means of a public offering, the shares will be subject to registration before the Superintendency. 

Notice to residents of Uruguay: 
This is a private offering.  The Securities have not been registered before the Central Bank of Uruguay. 

Confidentiality and Restriction on Further Distribution of Materials 
The materials that accompany these disclosures are provided to certain persons as part of a private offering of the Securities.  These and any other 

materials provided by Leumi Investment Services Inc. are confidential and are intended solely for the recipients to whom Leumi Investment Services 

Inc. provides them.  They may not be reproduced or distributed to other persons.  These materials may not be utilized in connection with any public 

offering of the Securities. 

Leumi Investment Services Inc. 

350 Madison Avenue | New York, NY 10017 

Member SIPC/FINRA 

http://www.finra.org/
http://www.sipc.org/
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