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Tantrum Potential at Home, Opportunity Overseas
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Stocks Eke Out Slight Gains

U.S. stocks ended last week essentially flat, although the S&P 500 Index did post
another record close on Thursday. For the week, the S&P inched up 0.14% to 2,126,
the Nasdaq Composite Index advanced 0.81% to 5,089, while the Dow Jones
Industrial Average slipped 0.22% to 18,232. Meanwhile, the yield on the 10-year
Treasury rose from 2.15% to 2.21%, as its price correspondingly fell.

We believe U.S. equities can continue to climb and post further gains before
the end of the year. However, we also believe the best opportunities may reside
outside the United States, which, in fact, has been the case so far this year.
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An autumn rate hike by the Fed and the resultant modestly higher rates are a
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Still, liftoff by the Fed would mean that the safety blanket of ultra-accommodative

monetary policy starts to be removed. And as the market demonstrated in the United States.
spring of 2013, investors’ reaction to losing their safety blanket is roughly the same
as most toddlers: A tantrum may, at least temporarily, ensue.
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In contrast, most other countries can look forward to at least another year, maybe

longer, of monetary accommodation. In Europe, recent comments suggest the not mult/ple expansion,
European Central Bank (ECB) may front load its program of bond buying. This news has been the key driver
helped to weaken the euro, which traded down to 1.10 from nearly 1.15 earlier in
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Japan offers a similar story, with the Bank of Japan committed to 80 trillion
yen/year of asset purchases. This massive program has helped to push the yen
down relative to the dollar. A weaker currency, paired with a significant surge since 200.
in share buybacks, has allowed for strong earnings growth. Indeed, 30% of

companies listed on the first section of the Tokyo Exchange reported record

profits for the year, the largest percentage since 2006. Strong earnings growth,

not multiple expansion, has been the key driver of the Japanese stock market,

which last week rose to its highest level since 2007. The TOPIX Index is now up

roughly 16% (in yen) year-to-date.
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Even emerging markets (EMs), long the laggards of the global equity market, are
turning. China has dominated the headlines and investor focus, but Korea, Poland,
Hungary and Russia have also posted double-digit gains. The turnaround in EM
performance has been accompanied by a reversal of fund flows. Last week, EM
equity exchange traded funds garnered $1.2 billion in investor assets.

To be sure, lingering issues remain in international markets. Chinese equities
have skyrocketed on the back of speculative buying locally and easy money
policies. In Europe, Greece is a lingering problem and time is running out. A leaked
International Monetary Fund (IMF) memo suggests that, without additional funds,
the Greek government will not be able to make its June 5 IMF payment.

Still, lower valuations and monetary accommodation suggest investors should
consider raising their allocation to non-U.S. equities. And as they do, U.S. investors
should preferably gain that exposure via instruments that seek to hedge the
foreign currency impact, as dollar strength means equity gains in local currency
terms will be muted when translated back into U.S. dollars.
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