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 Central bank liquidity driving equity returns 

The diverging paths of liquidity coming from central banks across the globe will be a 
major driver of equity market returns in the coming months, in our view. We expand 
upon our case for stocks in Japan, Europe and China and suggest a shift to higher 
quality within the US. 

Financials favored in Japan, Europe and China 
An end to deflation in Japan favored financials. In Europe, banks should benefit 
from economic recovery and a pickup in lending. Lower rates in China should boost 
a variety of financial-related stocks there. 

Higher wages do not mean lower margins 
Equity Strategist Dan Suzuki argues that elevated corporate profit margins are not 
necessarily going to revert to a mean because of secular shifts in profitability. He 
also suggests that higher labor costs can coincide with higher margins. 

The case for municipal closed-end funds 
In our ideas column, Analyst Eli Lanik makes the case for an allocation to closed-
end funds (CEFs) within almost every investor’s municipal bond portfolio. His 
analysis finds the most efficient strategic allocation for moderate investors is 35% of 
total muni exposure, with tactical tilts based on performance expectations for 
leveraged muni CEFs. 
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Financial markets recap 
Table 1: Total returns (%) 
 As of 30 April 2015     
Asset class 1mo 3mo 12mo YTD  3yr2 5yr2 10yr2  2014 
Equity Indices (%, US dollar terms)                  
S&P 500 1.0 5.1 13.0 1.9  16.7 14.3 8.3  13.7 
NASDAQ Comp 0.9 6.9 21.5 4.7  19.0 16.3 11.0  14.7 
FTSE 100 6.6 6.7 -3.3 5.8  8.6 8.5 5.3  -5.3 
TOPIX  3.5 11.4 19.2 13.9  12.3 7.1 4.1  -3.0 
Hang Seng  13.1 15.4 32.4 19.8  14.3 9.7 11.0  5.5 
DJ Euro Stoxx 50  2.6 7.7 -6.1 7.2  13.2 5.0 3.8  -8.7 
MSCI EAFE  4.2 8.8 2.1 9.4  11.7 7.9 6.1  -4.5 
MSCI Emerging Markets  7.7 9.5 8.2 10.2  3.6 3.4 9.9  -1.8 
            
Size & Style (%, US dollar terms)    
Russell 2000 -2.6 5.0 9.7 1.7  15.9 12.7 9.2  4.9 
S&P 500 Citigroup Growth 0.5 4.7 16.3 3.0  17.1 15.6 9.3  14.9 
S&P 500 Citigroup Value 1.5 5.5 9.4 0.8  16.4 13.1 7.3  12.4 
S&P 600 Citigroup Growth -2.9 5.4 11.3 3.6  16.8 15.7 10.7  3.9 
S&P 600 Citigroup Value -1.8 5.0 7.2 -0.5  16.9 13.2 9.4  7.5 
            
S&P 500 Sectors (%, US dollar terms)    
Consumer Discretionary 0.0 8.1 19.8 4.8  20.1 18.7 11.0  9.7 
Consumer Staples -0.8 1.3 12.4 0.2  15.3 15.1 10.8  16.0 
Energy 6.6 8.8 -9.8 3.6  6.7 8.5 8.7  -7.8 
Financials 0.2 5.4 11.9 -1.9  18.3 10.3 0.6  15.2 
Health Care -1.3 3.8 25.1 5.1  26.4 20.7 10.9  25.3 
Industrials 0.0 2.9 7.1 -0.9  17.1 13.6 8.2  9.8 
Information Technology 2.3 7.0 20.5 2.9  15.2 14.7 10.5  20.1 
Materials 3.1 6.1 7.3 4.1  13.4 11.4 8.7  6.9 
Telecom Services 5.9 8.7 8.5 7.5  10.7 14.1 8.1  3.0 
Utilities -0.4 -7.8 6.1 -5.6  11.7 12.3 8.1  29.0 
            
BofA Merrill Lynch Global Research Bond Indices (%, US dollar terms)    
10-Year Treasury -0.8 -2.7 8.0 1.8  2.5 5.9 5.2  10.7 
2-Year Treasury 0.0 0.1 0.9 0.5  0.6 0.9 2.6  0.7 
TIPS 0.6 -1.2 2.9 2.1  0.3 4.1 4.5  4.5 
Municipals* -0.5 -1.2 5.0 0.6  3.7 5.0 4.8  9.8 
US Corporate Bonds -0.5 -1.0 5.0 1.7  4.7 6.0 5.7  7.5 
US High Yield Bonds 1.2 3.1 2.6 3.8  7.5 8.2 8.3  2.5 
Emerging Market Corporate Bonds 2.4 4.0 2.7 3.6  4.6 6.0 6.5  2.3 
Emerging Market Sovereign Bonds 1.8 2.1 2.1 1.9  4.6 6.5 7.4  5.2 
Preferreds -0.1 1.3 9.3 3.2  6.8 8.0 3.2  15.4 
            
Foreign exchange** (%, in local currencies)    
US dollar -2.9 -0.6 16.7 3.9  8.2 3.5 0.9  11.8 
British pound 0.8 2.4 4.4 2.6  2.8 2.6 -1.3  3.6 
Euro 2.0 -1.0 -11.2 -7.2  -1.7 -2.5 -0.7  -4.9 
Yen -1.6 -1.9 -7.2 2.6  -10.5 -3.6 -0.8  -7.2 
            
Commodities** (%, US dollar terms)    
CRB Index 8.3 4.9 -25.9 -0.2  -9.1 -3.7 -2.5  -17.9 
Gold -0.2 -7.4 -8.7 -0.6  -10.8 0.0 10.5  -1.4 
WTI Crude Oil 25.3 23.6 -40.2 11.9  -17.2 -7.1 1.8  -45.9 
Brent Crude Oil 21.2 26.0 -38.2 16.5  -17.6 -5.2 2.7  -48.3 
            
Alternative Investments† (%, US dollar terms)    
Hedge Fund - CS Tremont¹ 0.6 2.5 5.7 2.5  6.6 5.8 6.0  4.1 
Hedge Fund - HFRI Fund of Funds¹ 0.6 2.5 5.3 2.5   5.4 3.5 3.2   3.4 
Notes: *Not tax adjusted. **BoE calculated effective FX indices. ¹Data lagged by one month; 23yr, 5yr, and 10yr returns are annualized; CS AUM-
weighted, HFRI equal-weighted; †AI data not comparable to other asset classes because of reporting delays, lack of standardized reporting, and 
survivorship and self-selection biases. Crude oil prices are spot USD. Source: S&P, MSCI, Bloomberg, FactSet, BofAML Bond Indices  (US Treasury 
Current 10yr, Current 2yr, Inflation-Linked; Muni Master, US Corp Master, US HY Master II, EM Corp Plus Index; EM External Debt Sovereign Index; 
US Preferred Stock Index).   

April 2015 review 
 
 
The surge in Chinese stocks led to a 13.1% 
gain in the Hang Seng index in April and 
helped fuel the 7.7% gain in emerging 
markets. We also saw strong gains in the 
FTSE 100, which was up 6.6%. 
Performance in the US lagged behind, 
with the S&P 500 up 1.0%. 
 
 
Small caps declined 2.6% in April, and 
they now trail large caps YTD. Value was 
well ahead of growth last month, but 
growth leads the YTD race in both large 
caps and small caps. 
 
 
As for US sectors, Energy continues to 
rebound, gaining 6.6% in April and it is up 
3.6% YTD. Telecom Services also had a 
strong April, at 5.9%, and it has the best 
performance this year at 7.5%. On the flip 
side, Utilities is the laggard this year at     
-5.6%. 
 
 
 
Bonds had mixed results, with EM 
corporate bonds leading the way at 2.4%, 
while the 10-year Treasury was down 
0.8%. US high yield bonds are on top for 
the YTD at 3.8%. 
 
 
 
In FX markets, the dollar gave back some 
recent gains, falling 2.9%, but it is still up 
3.9% YTD. The euro gained 2.0% in April, 
but it is down 7.2% this year.  
 
 
Oil jumped in April, with WTI up 25.3%, 
pushing it into positive territory for the 
year, at 11.9%. 
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Follow the money 
The diverging paths of liquidity coming from central banks across the globe will be 
a major driver of equity market returns in the coming months, in our view. In 
March, we shifted some allocation from the US to Europe and argued for Asian 
markets. This month we expand upon our case for Japan, Europe and China and 
suggest a shift to higher quality within the US. 

Japan: land of the rising stock market 
Japan remains a favored equity market in our asset allocation, as policy actions 
have set in motion forces that should allow for stock price appreciation over the 
next few years. Early in 2013, the Japanese administration and Bank of Japan 
(BoJ) embarked on a program of quantitative and qualitative easing (QQE) 
designed to help stimulate economic growth and improve corporate profits. Policy 
action has achieved a level of success, as Japan appears to have ended almost 
20 years of deflation, the yen is weak relative to the dollar, and corporate 
profitability has improved. 

We have high expectations for Japanese equities. Strategist Kenji Abe sees five 
catalysts for the stock market that we describe in detail below. 

1) The end of deflation 
The BoJ’s large scale asset purchase program, targeting an inflation rate of 2%, 
has helped inflate financial asset prices, thereby encouraging flows to non-
Japanese assets. This has helped keep downward pressure on the yen, and that 
helps the inflation picture (Table 2). Further, the government has been meeting 
with labor unions and corporate management to encourage salary increases. The 
end of deflation should improve profit margins and allow companies to compete 
on quality of differentiated products rather than price. 

2) Improved corporate governance 
The recent launch of the JPX Nikkei 400 stock index and its adoption by the 
Government Pension Investment Fund (GPIF) as a performance benchmark is a 
sign of improved governance, as return on equity (ROE) is a criterion for inclusion 
in the index. There has been an increase in companies returning cash to 
shareholders in an effort to raise ROE (Chart 1). Many Japanese companies have 
accelerated their restructuring efforts, including spinoffs and seeking M&A. 

Chart 1: Dividends + buybacks – Japanese companies steadily improving shareholder 
payouts 

 
Source: Nikkei Astra, BofA Merrill Lynch Global Research  
Note: Universe is TSE listed companies. FY2014 total dividends are consensus estimates.  
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Table 2: Japanese inflation is heading higher 
    (YoY)   
  Sep-12 Feb-15 Diff. 

CPI (ex fresh foods) -0.10% 0.00% 0.10% 
CPI (ex fresh foods and 
energy) -0.60% 0.30% 0.90% 

Corporate service prices -0.70% 0.60% 1.30% 
Scheduled cash earnings -0.10% 0.40% 0.50% 
Source: INDB, Health, Labour and Welfare Ministry, BofAML Global Research 

Martin Mauro 
Fixed Income Strategist 
martin.mauro@baml.com 
+1 646 855 2998 
 
Cheryl Rowan 
Portfolio Strategist 
cheryl.rowan@baml.com 
+1 646 855 3105 
 
Matthew Trapp, CFA 
Investment Strategist 
matthew.trapp@baml.com 
+1 646 855 3084 

The Bank of Japan’s asset purchase 
program should help the country avoid 
falling back into deflation. 
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3) Record high corporate profits 
Abe sees three drivers of improved profits over the next year: cheap oil, economic 
recovery and weak yen. He expects lower oil prices to potentially lift large 
company profits by over ¥3 trillion over 2014 levels. Based on improved 
sentiment indicators for the economy, consumer purchasing power should keep 
growing based on higher wages and cheaper oil. As the BoJ continues with QQE, 
monetary policy is likely to drive further yen/dollar weakness. 

4) Attractive valuation 
The benchmark TOPIX index currently trades at valuations well below the 
average of prior peaks, both on an adjusted price/earnings and price/book basis. 
Japan’s market also appears undervalued vs both the US and Europe, based on 
the spread between the market earnings yield and the government bond yield. 
The difference between TOPIX earnings yield and Japanese government bond 
yields is much higher than the difference between the S&P 500 earnings yield 
and the yield on 10-year Treasuries. 

5) Pension funds investing in Japan shares 
The GPIF is the world’s largest pension fund; at the end of October 2014, the 
fund raised its target allocation to domestic equities from 12% to 25%. As this 
allocation is implemented, the GPIF could invest almost ¥3 trillion in stocks in 
2015. Other pension funds are following the GPIF’s lead in raising their equity 
allocations. Abe estimates that non-GPIF funds could invest ¥3.4 trillion in 
Japanese stocks this year. Under its QQE program, the BoJ has been purchasing 
¥3 trillion of ETFs annually, a pace that is likely to accelerate if the central bank 
were to ease monetary policy further. 

Financials favored sector in Japan 
Our strategist expects a TOPIX level of around 1,750 by March 2016 – about a 
10% increase from current levels. Financials are a favored sector as they are best 
positioned to benefit from an end to deflation. This includes real estate companies 
that hold significant amounts of real estate assets, insurance companies that hold 
significant amounts of equities, and securities firms that benefit from growth in 
business as equity prices rise. An end to deflation should create demand for 
funding from lower interest rates, thereby benefiting banks, as well. Risks to this 
bullish call are aggressive Federal Reserve rate hikes or a Greek exit from the 
euro. 

Europe: clearing the hurdles 
The European Central Bank (ECB) embarked on a program of Quantitative 
Easing (QE) in January that surprised the markets in terms of both timing and 
magnitude. We raised our allocation to European equities as a result. So far this 
year, the Euro Stoxx Index is up 15% (up 6.2% in US dollars). We think that 
European stocks can go higher, although the pace of increase is likely to slow 
and the market may be vulnerable to a pullback in the near term before resuming 
its upward trend. 

Our European Economics team has just raised its GDP forecast for the euro area 
from 1.5% to 1.6% for 2015, and from 1.6% to 1.9% for 2016. The same forces 
that are capping economic growth in the US – low oil prices and strong currency – 
are boosting growth in continental Europe. 

It is doubtful that stronger GDP growth will trigger higher inflation, according to 
Economist Gilles Moec. He notes that the economy has plenty of slack: workers’ 

Japanese corporate profits are boosted 
by lower oil prices. 

Japanese pension funds have increased 
their allocation to equities. The BoJ has 
also been purchasing ETFs. 

Most Financials should do well as Japan 
recovers – we favor banks, insurance, 
real estate and securities firms. 

Although vulnerable to a near-term 
pullback, European equities should move 
higher as central bank easing is already 
having a favorable economic impact. 
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bargaining power is weak, and there has been limited pass-through to prices from 
euro depreciation. This argues for a continuation of QE even beyond September 
2016. 

Similarities between Europe and Japan equity markets 
European Equity Strategist James Barty is constructive on equities for some of 
the same reasons we favor Japanese stocks: economic recovery gaining traction, 
ultra-low bond yields from the ECB and potential corporate actions (M&A and 
buybacks). Improvements in Purchasing Managers’ Indices, auto and retail sales, 
and bank lending have translated into higher earnings growth. Barty expects 
10.6% growth this year and 11.7% growth in 2016 – the first back-to-back double-
digit earnings growth in a decade. 

However, equity market valuations likely reflect much of this improved economic 
news, and market gains are expected to be more gradual in nature. Valuations 
have adjusted upward, and now earnings growth needs to “catch up” to those 
valuations. Nonetheless, a 6% earnings yield from stocks is attractive vs the 
muted potential upside from bonds. 

Prefer financials and global cyclicals 
Our European equity and quantitative strategists note that Europe stocks have 
moved into “recovery” phase, suggesting that investors may benefit from 
increasing risk in portfolios. Favored sectors in this environment are Financials, 
Energy and Industrials. Banks should benefit from economic recovery and, as 
they have already implemented cost reduction programs, any increase in lending 
should drive profits higher. Further, bank dividends are expected to double over 
the next two years (Chart 2). Oil & gas stocks are trading at close to all-time lows, 
and with stabilizing oil prices and a pickup in M&A, these stocks have the 
potential to go higher, in our view. For a cyclical recovery play, we also prefer 
Industrials. With the oil price at least having found a floor and the recovery finding 
traction in Europe, we believe there is scope for the sector to outperform. 
Concerns remain over China, but at least the authorities there are adding 
stimulus to the economy, which should reduce some of the concerns about 
weakness in that part of the world. 

What about a possible Greece exit from the euro? 
Risks to our more bullish call on European equities appear focused on the 
possibility of Greece exiting the euro. This is not our base case, but should this 
probability increase, it would likely be a negative for European equities for the 
near term. However, according to our Europe area strategists, market 
implications afterwards depend on how the rest of the Eurozone reacts and the 
potential policies to limit contagion. A proper policy response may offer buying 
opportunities. 

Barty thinks the risk for the equity markets is much smaller now than during either 
of the past two Greek flare-ups for two key reasons. First, banks no longer have 
the exposure to Greece they had before – that exposure has been passed to the 
euro area governments, the IMF and the ECB. Second, unlike in 2012, the ECB 
has a QE program with more than €1tn of firepower. Its ability to quell swiftly any 
significant selling of other peripheral debt in the event of a “Grexit” has improved 
dramatically. 

 

Chart 2: Euro area bank dividends are expected 
to double over the next two years 

 
Source: BofA Merrill Lynch Global Research estimates, Bloomberg 
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Both Japanese and European stocks are 
likely to benefit from economic recovery, 
ultra-low bond yields and corporate 
actions. 

European banks are less exposed to 
Greece than in the past, and the ECB can 
reduce the impact of debt sales with QE. 
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China: more central bank action to come 
We have been positive on Chinese stocks primarily because of expectations that 
China’s central bank, the People’s Bank of China (PBoC), would stay on the path 
of monetary policy easing to support their slowing economy. The PBoC has 
delivered, announcing a number of policy moves, and Chinese stocks have 
responded, with the Shanghai Composite gaining 34% (in dollar terms) this year. 

Weakening economic data in China, with the economy slowing to a 7% growth 
rate, has pushed the government to step up easing measures. On May 10, the 
PBoC cut its benchmark deposit and lending rates by 25bp. This was the third 
rate cut in recent months. In April, the PBoC cut the required deposit reserve ratio 
(RRR) for all banks by 100 basis points. This cut was larger than expected, and it 
should release RMB1.5 trillion of liquidity into the Chinese banking system. The 
PBoC also cut the RRR by 50bp in February. Our China economics team expects 
additional monetary action, with a further 150bp in cuts to the RRR and an 
additional 25bp cut in the benchmark deposit and lending rate. These cuts should 
assist in sustaining money supply and credit growth and lowering funding costs, 
which should stabilize growth and counter deflationary risks. 

Chart 3: China has lowered its reserve ratio by 150bp this year 

 
Source: BofA Merrill Lynch Global Research, Bloomberg  

 

 Chart 4: Chinese stocks are up over 100% in the last 12 months 

 
Source: BofA Merrill Lynch Global Research, Bloomberg 

 

We believe some of this new liquidity from the RRR cuts will flow into the stock 
market, continuing the rally in shares over the next few months. However, 
additional monetary easing may not have a similar impact on the stock market as 
prior PBoC action. As we mentioned earlier, the Shanghai Composite is up 
significantly this year and it has gained over 100% in the last 12 months. We still 
believe that Chinese stocks are attractive; however, we will be watching to see if 
further easing has been priced into the market. One action that would make us 
significantly more bullish on China would be if the PBoC enacted full-blown QE. 
However, we do not believe this will happen in the near term, as policymakers 
have many other levers to pull before they get to that point. 

Equity Strategist David Cui recommends buying: 1) the beneficiaries of monetary 
easing, including exchange brokers, banks, property and construction related 
names; and 2) the laggards in the rally of the Hang Seng China Enterprises Index 
(HSCEI) since March 11, which are oil & gas, telecom, utilities, and consumer 
staples. 
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We expect further central bank easing in 
China. 
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US: slowing profits argue for focus on quality 
In contrast to the expansionary policies in Europe, Japan, and China, the Federal 
Reserve has ended its asset purchases and is preparing to raise rates, probably 
later this year. Moreover, US economic growth prospects appear less favorable 
than before. Chief North American Economist Ethan Harris recently lowered his 
second quarter GDP growth estimate to 2.5% from 3.5%, although he still expects 
a bit better than 3% growth in the second half. The biggest disappointment has 
come from capital spending, and the weakness there goes beyond energy-related 
industries. 

The shift in Fed policy combined with the earnings outlook argues for 
emphasizing higher quality stocks in the US, in the view of US Equity and Quant 
Strategist Savita Subramanian.
Low-quality stocks have traded at a premium to high 
quality for the past 15 years. Subramanian attributes that outperformance to the 
series of monetary and fiscal stimulus measures over that period. With that 
stimulus now largely completed, the relative winners in the stock market are likely 
to be high-quality companies with stable earnings and strong balance sheets. 

The profit outlook adds to the case for high quality. Subramanian’s team 
estimates that S&P 500 EPS growth will slow from +8% in 2014 to -1% this year. 
When profit growth is scarce, investors tend to pay up for earnings stability. Chart 
5 illustrates the point by tracking the performance of stocks during the last four 
downturns in corporate profit growth. The horizontal axis groups stocks according 
to the S&P Common Stock Rankings – a quantitative assessment of the stability 
of earnings and dividends over a 10-year period. The vertical axis shows the 
performance of the stocks: higher rated companies generally did better when 
earnings growth slowed. 
s
ri
o

Chart 5: Average performance by quality when the profits cycle decelerated (last four 
cycles, 1986-2014) 

 
Source: BofA Merrill Lynch US Equity and Quantitative Strategy, Standard & Poor's 

High quality will likely do better in the bond market as well once the Fed begins 
raising rates. Both High Yield Strategist Michael Contopoulos and Investment 
Grade Strategist Hans Mikkelsen contend that a major risk to their markets is that 
the Fed winds up raising rates more aggressively than the market expects. For 
now, we think that investment-grade municipal bonds with maturities out to about 
15 years are a good middle ground – high quality, federally tax-exempt income 
with yields close to the yields on Treasuries.  
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Slower-than-expected economic growth 
in the US, combined with slowing profits 
growth, suggests that investors focus on 
higher quality stocks with stable earnings 
and strong balance sheets. 

We prefer investment grade municipal 
bonds with maturities out to 15 years; 
high quality bonds are likely to do better 
once the Fed begins raising rates. 
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The selloff in the bond market from late April through early May has boosted the 
reward for extending from cash to intermediate-term securities. The spread 
between three-month and 10-year Treasuries has widened by 41 basis points 
since the middle of April. The yield on the 10-year Treasury has climbed above 
2.0% and briefly touched 2.3% on May 7. Rates Strategist Priya Misra, believes 
that the main factor behind the volatility in Treasury yields is the gyration in the 
yield on the 10-year German bund, which jumped from low single digits to above 
0.7% during the first week of May and now stands at 0.61%. We believe that the 
recent bout of soft economic data further reduces the chances of a near-term Fed 
rate hike, and limits the magnitude of further increases in bond yields.  

Chart 6: Gyrating German yields 

 
Source: BofA Merrill Lynch Global Research, Bloomberg 
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Fear and loathing in lost wages  
US corporate profit margins reached new highs in 2014 
Investors continue to be skeptical of the sustainability of today’s elevated 
corporate profit margins. The pervasive notion that margins are mean-reverting – 
implying nearly 40% downside to current earnings – seems a bit misguided to us. 
It is important to separate the cyclical changes from the secular shifts in 
profitability. As we have pointed out previously, much of the improvement in 
profitability over the last several decades has been driven by secular shifts in 
interest expense and taxes (Chart 8). While tax rates are likely to remain low, 
interest rates should eventually become a headwind to profits, but we expect the 
impact to be gradual given the modest outlook for rate increases and increased 
share of longer-dated fixed rate debt. So while we see little reason to expect 
margins to expand meaningfully from current levels, neither do we see a catalyst 
for their immediate collapse outside of a cyclical downturn. 

Chart 7: S&P 500 Non-Financials and S&P Industrials Composite Net 
Margins (1967-2014) 

 
Source: BofA Merrill Lynch US Equity & Quant Strategy, S&P, Compustat 

 

 Chart 8: Contribution to increase in S&P 500 Non-Financial net 
margin 

 
Source: BofA Merrill Lynch US Equity & Quant Strategy; Note: based on current constituents 

 

But what happens to margins when wage growth picks up? 
One of the theories that we often hear is that profit margins have benefitted from 
low labor costs, and with labor being one of the corporate sector’s biggest cost 
components, rising wages will erode today’s lofty profit margins. A brief 
examination of history suggests otherwise. While the correlation between wages 
and margins is indeed slightly negative, it appears to be mostly driven by the 
negative correlation between inflation and margins (Chart 9). Not only are real 
wages positively correlated with margins, but on a secular basis, higher real 
wages have tended to coincide with higher profit margins, not lower (Chart 10). 
Real wages and margins tend to be pro-cyclical, rising in an improving economy 
and declining when the economy slows. So contrary to popular belief, it seems to 
all come down to demand: stronger demand requires companies to hire more 
workers, putting upward pressure on wages, which tends to be offset by the 
increased pricing power and operating leverage that comes with stronger 
demand. 
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Chart 9: S&P Industrials Composite net margins vs inflation 
 

 
Source: BofAML US Equity & Quant Strategy, Bureau of Labor Statistics, Standard & Poor’s 

 

 Chart 10: S&P Industrials Composite net margins vs US real hourly 
wage levels 

 
Source: BofAML US Equity & Quant Strategy, Bureau of Labor Statistics, Standard & Poor’s 

 

What lies beneath: margin trends vary across sectors 
While we often talk about margin trends in aggregate, each sector and industry 
tends to have its own distinct drivers of growth and profitability. For instance, 
higher commodity prices tend to be good for commodity producers, but can 
reduce margins for companies due to higher input costs or reduced customer 
purchasing power. In fact, the average correlation between sector margins over 
the last 30 years is close to zero (0.05). And of the nine non-financial S&P 500 
sectors, four have operating margins below their 30-year averages. The only non-
financial sector to actually see record profitability in this cycle has been 
Technology.  

If there is a debate to be had on margins, perhaps it should center on the 
sustainable level of margins for the Technology sector – and perhaps Consumer 
Discretionary, which is close to record margins. While shorter product cycles and 
lower barriers to entry may present risks to Tech margins, some of the profitability 
gains of the last three decades were a function of new and unprofitable industries 
(eg, internet, social media) growing into major contributors to growth and 
profitability. Excluding Technology and Financials, S&P 500 operating margins 
are actually modestly below their historical average, making it difficult to argue 
that there is a universal driver of higher margins that is about to reverse course 
(Chart 11). 

Chart 11: S&P 500 operating margin excluding Tech and Financials (current constituents) 

 
Source: BofAML US Equity & Quant Strategy, Bureau of Labor Statistics, Standard & Poor’s  
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Table 3: S&P 500 Operating (EBIT) Margins, 1995 – Present (current constituents) 
Sector 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 Avg. Max. Min. 
Consumer Discretionary 10.2% 10.1% 11.0% 10.5% 9.7% 9.8% 6.5% 9.2% 9.5% 10.2% 10.1% 9.1% 10.0% 8.3% 9.6% 10.8% 11.0% 10.6% 11.0% 11.1% 9.9% 11.1% 6.5% 
Consumer Staples 9.9% 10.0% 10.8% 10.4% 10.6% 10.5% 10.5% 10.9% 10.5% 10.2% 10.2% 10.4% 9.8% 9.6% 10.2% 10.3% 9.8% 9.7% 9.9% 9.4% 10.2% 10.9% 9.4% 
Energy 8.1% 10.2% 10.7% 6.0% 7.2% 13.4% 11.9% 7.9% 10.7% 12.7% 14.2% 17.0% 15.7% 14.2% 7.5% 11.0% 12.7% 11.8% 11.1% 10.3% 11.2% 17.0% 6.0% 
Financials 17.7% 18.8% 19.8% 18.8% 19.6% 19.4% 19.4% 18.1% 20.5% 22.0% 21.0% 22.4% 17.8% -1.0% 12.6% 20.9% 22.5% 22.1% 25.8% 25.7% 19.2% 25.8% -1.0% 
Health Care 14.9% 15.2% 14.5% 14.0% 13.6% 13.5% 12.9% 13.9% 12.7% 14.1% 13.2% 12.4% 12.4% 12.3% 12.7% 13.2% 13.4% 12.5% 11.9% 12.0% 13.3% 15.2% 11.9% 
Industrials 11.6% 11.9% 11.3% 11.5% 11.8% 14.3% 13.6% 13.1% 12.5% 13.2% 13.9% 14.9% 15.5% 14.3% 11.5% 13.3% 13.7% 13.2% 13.4% 14.1% 13.1% 15.5% 11.3% 
Information Technology 15.8% 14.2% 16.4% 15.6% 17.6% 16.5% 8.2% 12.0% 13.9% 17.1% 18.1% 16.7% 17.8% 18.0% 19.4% 22.8% 23.5% 22.3% 22.7% 23.5% 17.6% 23.5% 8.2% 
Materials 14.1% 12.4% 13.0% 12.0% 12.0% 12.0% 8.8% 8.9% 8.4% 10.5% 11.9% 12.8% 13.7% 7.9% 10.2% 13.0% 13.5% 12.9% 11.4% 12.5% 11.6% 14.1% 7.9% 
Telecommunication Services 22.4% 22.6% 22.4% 24.5% 23.3% 20.4% 21.5% 18.9% 18.1% 17.4% 16.6% 16.2% 17.3% 18.5% 17.7% 16.8% 12.5% 11.6% 24.2% 13.0% 18.8% 24.5% 11.6% 
Utilities 25.0% 21.9% 18.4% 17.4% 15.7% 8.5% 18.8% 18.9% 16.5% 16.6% 15.1% 16.7% 17.0% 16.8% 18.2% 19.3% 19.3% 19.0% 19.2% 18.3% 17.8% 25.0% 8.5% 

S&P 500  13.1% 13.2% 13.8% 13.1% 13.5% 13.7% 12.6% 12.6% 13.1% 14.2% 14.3% 14.9% 14.3% 10.8% 12.0% 14.5% 14.8% 14.3% 15.0% 14.8% 13.6% 15.0% 10.8% 
S&P 500 ex. Financials 12.6% 12.5% 12.8% 12.0% 12.4% 12.7% 11.4% 11.7% 11.8% 12.8% 13.1% 13.5% 13.7% 12.8% 12.0% 13.5% 13.8% 13.2% 13.6% 13.4% 12.8% 13.8% 11.4% 
S&P 500 ex. Financials & Tech 12.2% 12.3% 12.4% 11.6% 11.8% 12.3% 11.7% 11.7% 11.5% 12.3% 12.5% 13.1% 13.2% 12.2% 11.1% 12.4% 12.5% 12.0% 12.3% 11.9% 12.2% 13.2% 11.1% 

Source: BofA Merrill Lynch US Equity & Quant Strategy, S&P, Compustat; Note: based on current constituents 
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All, nothing, or in between 
Closed-end funds are too often considered tactical investments used in investor 
portfolios when discounts are wide or when a positive outlook on the underlying 
sector warrants leveraged exposure. In many ways exposure to CEFs is thought 
of as being all or nothing. We believe the evidence supports the case for a more 
structural, long term allocation to CEFs as a portion of an investor’s overall 
allocation to specific sectors that is in between all and nothing. In the last two 
Monthly Closed-End Fund Reports we made the case for 
structural allocations to leveraged muni and preferred CEFs. 

Leveraged muni CEFs are typically more volatile 
Leveraged muni CEFs are typically more volatile than the municipal bond market, 
mainly due to leverage, fluctuations of premiums and discounts, and potentially 
the effects of active management. We estimate that the average annualized 
standard deviation of total returns for the national leveraged muni CEFs has been 
roughly 0.96% since 2004, more than double the 0.39% for the underlying 
municipal bond market. In the same timeframe, the average annualized return for 
national leveraged muni CEFs has been roughly 6.5% versus 4.8% for the overall 
municipal bond market. The higher returns clearly indicate that some degree of 
exposure is warranted, but the higher volatility also illustrates the risks of 
overexposure.  

Consider adding leveraged muni CEFs to your muni allocation 
Chart 12 illustrates the potential benefits and risks of leveraged muni CEFs 
relative to municipal bonds. We believe investors seeking the least degree of 
volatility who are willing to give up the potentially higher returns should avoid 
leveraged muni CEFs altogether. And investors seeking the greatest potential 
returns without concern for potential volatility might consider 100% of their 
municipal bond allocation be in leveraged muni CEFs. The key is finding the right 
balance between potential under and over allocation to them, in our opinion. 

For investors seeking the most efficient allocation to leveraged muni CEFs, our 
analysis suggests an allocation equal to 35% of your overall muni allocation. 

Identifying the most efficient exposure 
To identify the most efficient exposure, we compare historical volatility and return 
profiles for different allocations to leveraged muni CEFs within an allocation to 
municipal bonds represented by the BofAML Muni Index (U0A0). Data points 
moving from lower left to upper right in Chart 13 represent increasing allocations 
to leveraged muni CEFs. As expected, the data indicate that greater exposure to 
leveraged muni CEFs comes with greater returns and greater volatility. But 
because the data result in a subtle curve as opposed to a straight line, we believe 
the data also indicate there is a point before which investors would be better 
served by having greater exposure to CEFs and after which investors would be 
better served by less exposure to CEFs. We find that this inflection point 
corresponds with a roughly 35% allocation to leveraged muni CEFs within an 
overall muni allocation. The 35% allocation is appropriate for moderate risk profile 
investors, in our opinion. We recommend aggressive investors consider an even 
greater leveraged muni CEF allocation of 50% and conservative investors 
consider an allocation of 20%. 

 

Chart 12: Cumulative returns for municipal bond 
portfolios with varying allocations to leveraged 
muni CEFs 

 
Source:  BofA Merrill Lynch Global Research , Bloomberg , Morningstar 

Chart 13: Efficient frontier for different 
allocations to leveraged muni CEFs between 
0% and 100% in 5% increments since 2004 

 
Source:   BofA Merrill Lynch Global Research , Bloomberg , Morningstar 
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Tactical tilt: equal weight 
Our benchmark allocations are recommended strategic, long-term allocations. A 
view that stocks will underperform bonds should not result in a 0% allocation to 
stocks. Similarly, a view that leveraged muni CEFs will underperform municipal 
bonds should not result in a 0% allocation to leveraged muni CEFs. What it 
should result in is a tactical tilt relative to the strategic, benchmark allocation.  

The tactical tilt is a recommended over, equal or underweight allocation based on 
our tactical views of the leveraged muni CEF market relative to the municipal 
bond market. Without any particularly strong positive or negative views on 
leveraged muni CEFs (or if the positives balance out the negatives), we would 
recommend investors maintain a leveraged muni CEF allocation of 35%, for a 
moderate risk profile investor. Our tactical allocation recommendations are based 
on relative performance expectations between leveraged muni CEFs and the 
municipal bond market over the following 12 months.  

In our analysis of the attractiveness of leveraged muni CEFs relative to the 
municipal bond market, we consider the potential for changes to valuation levels 
(widening or narrowing of discounts) to add to or detract from total returns and 
that performance (positive and negative) of the municipal bond market is 
generally amplified by leverage in the leveraged muni CEFs.  

Currently recommend equal weight 
We recommend an equal weight (35% for moderate risk profile investor) based 
on our view that the risks to leveraged muni CEF NAVs from potentially rising 
interest rates are balanced by the positive factor of currently deep discounts. 

Higher interest rates could lead to underperforming CEF NAV total returns 
Interest rate risk for the leveraged muni CEFs has decreased substantially over 
the last 12-18 months, as the average duration has shortened from as high as 17 
years to our current estimate of roughly 8.7 years versus roughly 6.7 years for the 
municipal bond market. PMs have actively pursued duration shortening strategies 
that range from shorting Treasury futures to cash market strategies such as 
swapping longer duration for shorter duration bonds. Declining interest rates have 
pushed durations shorter as well, although a move up in interest rates would 
likely reverse this.  

Nonetheless, the risk that interest rates will be higher by year-end leads us to see 
the potential for leveraged muni CEF NAV total returns to underperform the total 
return of the muni market. Our current year-end forecast for the yield on the 10-
year Treasury is 2.35%, or about 15bp higher than the current level.   

But deep discounts could cushion the impact on stock prices 
Rising interest rates pose a risk that leveraged muni CEF NAVs underperform the 
municipal bond market, but we believe current discounts (6.9% on average), 
which are wide by historical standards, price in some degree of the anticipated 
higher interest rates. The already deep discounts should limit the degree to which 
discounts could widen further if interest rates rise as expected. We expect 
discounts are likely to remain wide relative to historical averages due to the 
potential for higher leverage costs associated with Fed hikes remaining a cloud 
over the space; we view Fed hikes as likely in the latter half of the year. And 
although we do not expect a narrowing of discounts to add to total returns in the 
near term, the resulting higher yields that are available to investors that buy them 
at discounts are certainly a positive.   

Chart 14: National leveraged muni CEF average 
discounts 

 
Source: BofAML Global Research, Morningstar  
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Finding the right muni CEFs 
For most investors, we recommend diversifying muni CEF allocations among a 
few of the roughly 200 muni CEFs currently in the market.  

In evaluating the leveraged muni CEFs and selecting which ones to invest in, we 
recommend considering that two of the major components of performance for any 
closed-end fund are changes to NAVs and changes to premium/discount levels 
(the third is income from distributions). For the muni CEFs specifically, we break 
down these two components further, considering that changes to NAVs are 
generally a function of portfolio duration and credit quality (both adjusted for 
leverage) and changes to premium/discount levels are generally a function of a 
fund’s distribution rate based on NAV and therefore the general stability of the 
fund’s distribution is an important consideration.  

Duration and credit quality  
Muni CEF investors often incorrectly dismiss duration and credit quality, thinking 
that portfolio exposure for most funds is similar enough. However, there is 
actually a fairly wide range for duration and credit quality among leveraged muni 
CEFs (Chart 15). We estimate duration ranges from as low as eight years to as 
high as 12 years and average credit quality ranges from nearly AA to the low 
BBBs. Given that NAV performance is by far the biggest factor in overall muni 
CEF performance (not changes to valuation levels), we place considerable 
emphasis on portfolio exposure.  

Muni CEF providers publish neither average credit quality nor duration based on 
a standardized calculation methodology. As a result, investors historically have 
been limited in their ability to compare relative interest rate and credit risk 
between muni CEFs from different fund providers. We estimate and publish 
average credit quality and duration (both adjusted for leverage) for all muni CEFs 
under coverage; we know of no other provider of such data. Armed with the data, 
we are able to identify the varying degrees of interest rate and credit risk across 
all muni CEFs under coverage. With our forecast for rising interest rates and an 
improving economy, we continue to favor those funds with shorter durations and 
generally lower credit quality exposure.   

Fair value and distribution stability 
There is a tendency for investors to gravitate toward those funds trading at the 
deepest discounts. And while deep discounts are certainly an attractive feature of 
some funds, in our opinion, it is more useful to determine how far above or below 
a fund may be trading from fair value. We assess fair value as being a function of 
distribution rates based on NAVs, given the strong tendency for higher yielding 
funds to trade at higher valuation levels and vice versa (Chart 16). In our opinion, 
those funds trading the furthest below fair value offer the best value. Very often, 
these funds are not trading at the deepest discounts. 

And as fair value is largely a function of a fund’s distribution rate, distribution 
stability is the second factor that we consider when evaluating valuation levels. 
We assess distribution stability as being a function of differences between 
earnings rates and distribution rates as well as balances of undistributed net 
investment income (UNII). We also consider the impact on earnings from 
potential fluctuations in leverage costs and the reinvestment risk associated with 
bonds held by a fund that will either mature or be called away in the near term. 

  

Table 4: Buy-rated nat’l lev muni CEFs 

Ticker 
Stock 
price NAV 

Prem 
(Disc) Dist. Rate 

BFK 14.21 14.86 -4.4% 6.3% 
MEN 11.52 12.22 -5.7% 6.3% 
MHD 16.84 17.53 -3.9% 6.3% 
MVT 15.99 15.96 0.2% 6.2% 
MYD 14.73 15.24 -3.3% 6.3% 
MYI 14.08 14.94 -5.8% 6.3% 
MQY 15.09 16.07 -6.1% 6.4% 
NAD 14.12 15.48 -8.8% 6.3% 
NEV 15.26 15.63 -2.4% 6.3% 
PML 12.25 12.15 0.8% 6.4% 
MMU 13.93 14.45 -3.6% 5.6% 
Source: BofAML Global Research, Bloomberg 
Data as of 5/8/2015 

Chart 15: Duration and credit quality estimates 
for leveraged muni CEFs under coverage 

 
Source: BofAML Global Research, Bloomberg 
Each data point represents a different leveraged muni CEF under coverage 

Chart 16: Higher distribution rates based on 
NAV warrant higher valuation levels 

 
Source:  BofAML Global Research, Bloomberg 
Each data point represents a different leveraged muni CEF under coverage 
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RIC asset class views 
Table 5: Research Investment Committee asset class views 

Asset Class 
RIC view  
(+ / = / –)   Comments 

Equity markets       
US equities +   Low but rising rates, tame inflation strong dollar sweet spot for stocks, but slowing EPS growth suggests protecting some gains. 
  Consumer Discretionary –   Sector usually underperforms when rates rise; housing recovery slow; overowned by active funds.  
  Consumer Staples =   Defensive sector with high quality, good yield and higher non-US exposure; beneficiary of low oil prices. 
  Energy =   Managers most underweight since 2008; benefits from US cyclical recovery and global growth acceleration. 
  Financials =   Benefits from housing, US cyclical recovery; outperforms with rising dollar; good dividend growth potential and underowned. 
  Healthcare =   Preferred defensive sector, benefits from demographics; pharma good yield play. 
  Industrials +   Benefits from US manufacturing/global economic growth. Prefer large cap multinational; benefits from Europe recovery. 
  Info Technology +   Favorite sector; benefits from cyclical recovery; highest foreign exposure; more cash than debt; low EPS volatility. 
  Materials =   Benefits from cyclical recovery in US and improving outlook in China, but poor risk/reward trade-off. 
  Telecom –   Best dividend yield sector, and best performing YTD; typically lags in cyclical recoveries.  
  Utilities –   Typically lags in cyclical recovers; hurt by rising rates; little room to raise dividends as payout ratios are high. 
          
  Growth =   Not much value in “growth vs value” trade, more sensitivity to GDP growth, growth should do better as profit growth slows. 
  Value =   Scarcity of yield gives credence to value stocks; favor Industrials and selected Energy. 
           
  Small cap =   Valuations remain high; higher volatility works against small caps, prefer larger and higher quality segment. 
  Large cap +   Large global cyclicals look attractively valued vs small or mid caps; prefer stocks with good dividend growth potential. 
          
            

Europe (ex. UK) +   
QE appears to have “jump started” economies, GDP forecast for 2015 and 2016 recently raised. Bank lending is accelerating, 
PMIs and retail sales strong. Stocks now in recovery phase – we favor financials and global cyclicals. 

United Kingdom =   Mixed economic data likely to keep BoE on hold until 2016; latest data show some signs of economic slowdown. 

Japan +   
BoJ keeping rates low; weak yen and low oil prices help corporate profits. Pension funds shifting more to equities also a plus for 
the TOPIX. Favored sector is financials, as banks, real estate, insurance and securities firms should all benefit. 

Asia Pac (ex. Japan) –   
Region dependent on easing from PBoC or strong global recovery; inflation data look weaker and should prompt further interest 
rate cuts; lower oil prices are a positive as most are net importers. 

Emerging markets =   
Continued central bank easing positive for EM. LatAm weaker currencies and government reform could benefit Brazil. Favor 
India for rate cuts and reforms; China for additional rate cuts. Also like Taiwan, Asian exporters to Europe. 

            
            
Fixed income markets       
  Treasuries –   Intermediate and long-term yields should be slightly higher by the end of the year.  
  Agencies / MBS =   A shortage of new supply should contain yields. 
  TIPS +   Inflation likely to remain low, but yields and breakevens on TIPS now look attractive. 
  US IG Corporates =   Preferable to Treasuries for conservative investors. We favor average quality, and intermediate maturities. 
  US HY Corporates =   Risk from lower energy prices appears to have subsided. Fed rate hikes pose some risk. 
  Preferred securities =   Favor QDI payers and fixed-to-floating structures.  
  Non-US DM Sovereigns –   Yields are low, and currency translation should work against dollar-based investors. 
  EM $ Sovereigns +   Possible slowing in China presents a risk, but yields are relatively attractive. 
  EM local crncy Sovereigns =   Strengthening dollar should hold back performance. 
           
           
Gold =  We see strong support at $1200/oz. Our YE 2017 target is $1500/oz. 
Oil =   We expect prices to rise on balance for the next few years, but not reach old highs. Our 2018 target is $80/bbl. 
US dollar +   Greenback should strengthen against most developed and EM currencies. 
Source: BofA Merrill Lynch Research Investment Committee 

Notes to RIC views 
Ratings designations are as follows: (+) favorable view; (=) neutral view; (-) 
unfavorable view. Ratings reflect the Research Investment Committee’s view for 
an investment time horizon of 12 months. Typically, the RIC view will agree with 
regional/product strategists, but at times there may a difference of opinion based 
on investor suitability or time frame.  
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Fixed Income, Econ, Commodities, Currencies: views & risks 
Table 6: Regional Strategist views & associated risks 
Views  Risks 
Global Economics (Ethan Harris, Alberto Ades) 
 US growth should remain solid amid continued weak inflation, resulting in the Fed patiently 
waiting to raise interest rates in September 2015. 
 Growth in other developed markets has remained stable recently and should improve in 2015. 
 EM is likely to benefit from stronger DM growth but low commodity prices pose headwinds. 

  Downside risks: US capex softness, geopolitical crises, Greece exit, Chinese 
financial crisis and weak corporate investment in Japan. 
 Upside risks: stronger US labor market recovery, lower oil prices, faster EM growth. 

Global Rates (Priya Misra, Ralf Preusser) 
 US: Even though we are looking for the 10y to rise to 2.35% by year-end, we are neutral long-
end rates at current levels. Improving global growth and increasing oil prices are two pre-
conditions for a significant sell-off in the long end of the curve, both of which do not appear 
imminent. We recommend being short the front end of the curve as a better risk reward trade. 

  US: Weaker stock markets or failure of growth data to bounce back in 2Q are risks 
to our higher rates calls 

 Europe: Better Eurozone data and reduced Greece risks in an environment of heavy long 
duration positioning have led to a sudden surge in yields. With 10y bund yields above 50bp, our 
forecast for end of 2Q, we see risks as more balanced in the long-end. We see however greater 
value in 2y1y Eonia and in cash vs swaps. 

 Europe: The positive net government bond supply in May and improving euro area 
data could maintain upward pressure on yields and lead to further tightening in ASW, if 
the situation in Greece remains stable. 

Global Commodities (Francisco Blanch) 
 With flat price lows now likely past us, we lifted our end-of-period WTI target for 2Q15 from $41 
to $59/bbl. Even then, we still believe WTI prices could double dip to $50/bbl as refinery 
maintenance kicks in in late September before recovering to $57/bbl by year-end. We also raised 
our Brent end-of-period 2Q forecasts to $63/bbl, but lower 3Q to $54/bbl and leave 4Q unchanged 
at $61/bbl. We forecast 2015 Brent and WTI crude oil prices to average $58 and $53/bbl, 
respectively, and average $62 and $57 in 2016. 
 We are bearish aluminum and have an average 2015 aluminum price forecast of $1,800/t 
(82c/lb); in fact, we see a risk that aluminum will touch $1,650/t (74c/lb) in the coming weeks. We 
also have a global average premium forecast to $320/t this year. The weak aluminum outlook is 
driven by a confluence of factors. Most notably perhaps, aluminum semi exports from China have 
remained at elevated levels, partially because authorities are reluctant to tackle shipments that 
illegitimately attract tax rebates. 

  Very high inventory levels are perhaps the main micro reason to remain cautious on 
oil prices. 
 Since crude oil is a very cyclical commodity, and demand and supply are inelastic in 
the short run, OPEC’s formalized policy shift will mean much more volatile oil prices 
going forward, with a range of $80/bbl. 
 The possible return of Iranian production creates downside risk for 2016. 
 Looking further ahead to the next five years, technical and political challenges in 
large oil producers such as Kazakhstan, Russia, Iran and Iraq, combined with capex 
cuts in response to recently low oil price, put investments in oil production growth here 
at risk. This should continue to put upward pressure on long-dated crude oil prices. 

Global Credit (Michael Contopoulos, Hans Mikkelsen)  
 We expect US high grade and high yield credit spreads to widen in 2015 and produce zero and 
low-single-digit returns, respectively. Globally we recommend quality positioning.  
 Upside risks to the US economy, leading to an earlier rate hiking cycle, have increased. Rising 
interest rates are typically positive for credit spreads. However, we believe interest rates will 
increase too rapidly at times and lead to periods of wider credit spreads. 
 In HY, we expect low-single-digit returns for high yield this year. Globally, we recommend high 
quality positioning. The case for loan outperformance over bonds keeps getting stronger. Loan 
issuance this quarter is running 54% lower than same time last year, while CLO supply is up 30%. 

  The biggest risk to US IG is the possibility of wider credit spreads following fund 
outflows and institutional repositioning, should interest rates rise meaningfully in the 
front end of the curve.  
 The most underappreciated HY risk over a 12-18 months horizon in our view, is that 
global growth improves, the dollar weakens, and the Fed raises rates more 
aggressively than the market expects. 

Municipals (Municipal Strategy Group) 
 Puerto Rico: Following the defeat of the governor’s comprehensive tax reform measures – 
including the imposition of a value added tax – in the Puerto Rican House of Representatives, the 
government warned that it will may not have sufficient resources to fund all necessary 
governmental programs, services and debt service obligations for fiscal 2016 and, as such, a debt 
moratorium or clawback of otherwise legally pledged revenues could be in the cards. The 
government also warned that the Government Development Bank – Puerto Rico’s lend of last 
resort – will likely have insufficient cash to meet legal reserve requirements by 1Q of fiscal 2016. 
The governor will propose a budget based on recurring revenues that cuts $1.5bn in spending 
compared to fiscal 2015’s budget. According to a US Treasury spokesman, no federal bailout for 
Puerto Rico should be expected. 
 Illinois: The governor of Illinois addressed the Chicago City Council and stated that the state’s 
taxpayers will not bail out the city. Separately, Moody’s stated that even if recent reform measures 
for the city’s pensions are upheld on legal challenge, one fact remains clear: Chicago's unfunded 
pension liabilities and ongoing pension costs will grow significantly. 

 

 We continue to expect 2015 issuance to hit $400bn. 
 The tax risk to munis lies at the margin this year. In order to finance some other 
governmental objectives, constraints to the municipal bond tax exemption may be 
attempted. 
 Away from Puerto Rico, muni defaults and bankruptcies in 2015 should continue to 
remain low as tax revenues rise at both the state and local level. 

Global FX (David Woo, Alberto Ades) 
 We continue to look for a stronger USD, targeting parity for end-2015 EUR-USD, and generally 
expect a higher dollar across the board. 

   An upside surprise to persistently low US inflation could induce expectations of 
faster Fed normalization, higher yields, and thereby a higher USD.  

 Look for the USD to strengthen against G10 on stronger US growth, concomitantly higher US 
yields, and chronic European weakness. 

 Downside risk for EUR-USD comes from the possibility of more aggressive QE 
moves from the ECB and falling oil prices. 

 The rally in EM currencies could persist if USD maintains its current bout of weakness. 
However, US data will be key. 

 Increasing expectations of Fed tightening due to strengthening US data remains the 
largest risk to EM currencies. 

Source: BofA Merrill Lynch Research Investment Committee 
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Global equity markets: views & risks 
Table 7: Regional Strategist views & associated risks 
Views  Risks 
Global Equities (Michael Hartnett) 
 The MSCI All-Country World Index is up 4% YTD; our year-end 2015 target is 470. We are bullish stocks, 
bullish US dollar, and bearish rates. We are opportunistic in EM and Commodities. 
 The investment regime will change from High Liquidity & Low Growth to Higher Growth & Lower Liquidity. 
 We believe the modest normalization of monetary policy will not lead to lower growth. It will likely raise 
volatility; gold is suitable hedge against this risk. 

   A rate shock in either the US or Europe, and/or a worsening US EPS 
trends in 2015 would be catalysts for asset prices to surprise on 
downside. 
 On the upside, an uber-dovish Fed could fuel speculative activity in 
risk asset prices. 

United States (Savita Subramanian) 
 2015 YE S&P 500 target is 2200, which 18.7x our 2015 EPS forecast of $117.50 and 17.5x our 2016 EPS 
of $126. 
 Valuations have normalized from cheap to fair value, but stocks still look attractive relative to bonds. 
 The bull market is not over, but it is time to be selective. Positioning should continue to matter in 2015, and 
we see the biggest opportunities in two areas of the market: 1) High Quality stocks, and 2) “Big, Old & Ugly” 
stocks. 
 Sector preferences: OW Tech and Industrials. UW Utilities, Telecom Services and Consumer Disc. 

   Risks: global growth continues to disappoint, global recession, US 
growth does not reaccelerate, oil prices continue to fall, corporates 
continue to hoard their cash. 
 A risk-off trade that drives Treasury yields even lower could cause 
bond proxies to outperform. 
 The path to 2200 may not be a straight line; 5% pullbacks happen on 
average 3x per year. 

Europe (James Barty) 
 European economic recovery continues to gain traction, with our economists upgrading their forecasts 
again this month. That is now following through into earnings where the latest reporting season has seen 
57% of companies beating expectations, against 28% missing. 
 The rally in European equity market, which saw the Stoxx 600 rise 30% from October to April, has come to 
an end for now. This reflects the fact that the key drivers – lower euro and lower yields have gone into 
reverse. 10-year bund yields which had reached a low of just 5bp spiked to over 70bp briefly. Together with 
the euro briefly moving above 1.14 vs the dollar, this prompted a sharp decline in European equity markets. 
 The style cycle moving into recovery phase has suggested sector rotation. We advocate owning Banks, Oil 
& Gas and Industrials. They are cheaper sectors exposed to recovery. We underweight Staples, Healthcare 
and Autos. Staples and Healthcare are expensive defensives, while Autos is a sector that is no longer cheap 
but where investors remain overweight. 

   At a market level, European equities are no longer cheap at 16.5 
times forward earnings, so further upside for the market has to come 
from higher earnings. With 2015 and 2016 earnings expected to see low 
double digit gains, that suggests a more moderate pace of appreciation 
in markets going forward. 
 

Japan (Kenji Abe) 
 We remain bullish, as we believe the end of deflation, new management mindset, record-high corporate 
profits, valuation expansion, and public money flows into Japanese equities. 
 With wages picking-up after Shunto negotiations, this should help achieve the commitment of the 
government and the BoJ to end deflation. 
 We recommend financials as it benefits most from the end of deflation and favorably view stocks 
conducting share buybacks as we are in May, historically a high season for buyback announcements. 

  Downside risks 
 Strong consensus USD bullishness is a contrary negative for yen and 
Japan equities. 
 The inflation target not being met in the given timeframe due to lower 
oil dampening inflation expectations. 

Asia-Pac ex-Japan (Ajay Kapur) 
 Our key theme for 2015 is that central bankers globally are underestimating the deflation threat, and they 
will be surprised at how much they have to ease to fight it. Falling growth and collapsing inflation 
expectations should lead to central bank easing – this should be positive for Asian equities. 
 We cut our China recommendation to neutral in late March, as economic data and company fundamentals 
are weak, capex growth is slowing, and A-share valuations are expensive. We believe anti-corruption 
measures and the current softening in the property market are likely to continue to slow consumer spending. 
However, it seems that the Chinese authorities are starting to take action. However, we need to see some 
aggressive measures, significantly greater than what consensus is expecting, before getting more positive. 
 Key investment ideas: 1) Buy India – benefitting from lower oil, the easing cycle should continue as 
inflation abates. 2) Buy Asian exporters to Europe, which should benefit from an improving European 
economy. 3) Buy Asia high yield stocks 4) Get exposure to Chinese equities through derivatives. 
 OW: Taiwan, India UW: The Philippines, Malaysia, Hong Kong and Korea 

  Downside risks 
 China slowdown worsens and the government stays away from broad 
easing. 
 Higher US interest rates. 

Emerging Markets (Ajay Kapur) 
 Easing global monetary policy should be positive for EM equities as they are a derivative play on world 
inflation expectations. Expanding balance sheets of major central banks is generally positive for risk assets. 
 A stronger US$ is negative for commodity producers but is positive for commodity consumers. EMEA and 
LatAm suffer while Asia benefits. EM in total will continue underperforming DMs if the US$ keeps rising. 
 Our LatAm strategist, Felipe Hirai, is more constructive on Brazil, given the potential success of new 
economic policies. However, earnings visibility is low given weak domestic activity, high inflation and Central 
Bank tightening. Less attractive valuations given the recent rally but good stock opportunities available. 
 Our Russian economist, Vladimir Osakovskiy, thinks investor perception of Russia is getting increasingly 
constructive as the lingering Ukrainian crisis continues to fade away. Oil and the lingering Ukraine crisis 
remain two key risks to the real GDP outlook in 2015. The central bank cut the benchmark one-week auction 
rate by 150p to 12.5%, the third reduction this year as inflation subsided and the ruble rallied. 
 OW: India, Taiwan, South Africa, Brazil; UW: The Philippines, Malaysia, Chile, Mexico, Turkey and Korea. 

  Downside risks 
 Simultaneous slowdowns in China and the US would be detrimental 
to EM exporters. 
 Any unexpected rise in US bond yields and stronger USD, which will 
reverse the carry flow and hurt dollar-short EM countries. 
 If lower oil prices are a sign of global growth recession and not due to 
extra supply, EMs and their earnings are likely to go down with falling oil 
prices. 

Source: BofA Merrill Lynch Research Investment Committee    
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