
been a member of the 

Fed’s board of governors 

since 2012. In many 

ways, he is a safe choice.  

First, he has consistently 

voted with Ms. Yellen to 

slowly raise interest 

rates. Second, he is also 

an advocate of selling 

As we all may have read, 

Jerome H. Powell has 

been nominated to chair 

the Federal Reserve by 

President Trump. In his 

usual manor, Mr. 

Trump is breaking with 

precedent in replacing 

Ms. Yellen: the previous 

three Fed chairs were re-

appointed and in each 

case, by a president of the 

opposite political party. 

The good news is that 

Powell is expected to stay 

the course on monetary 

policy, meaning a slow 

and steady rise in interest 

rates if the economy con-

tinues its steady growth. 

Powell is amply qualified 

and experienced having 
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The Great Unwind   
 

The Federal Reserve an-

nounced at their most recent 

meeting on September 20th 

that they will begin reduc-

ing their balance sheet in 

October as markets ex-

pected.  In this edition of 

OIM’s quarterly letter, we 

will review the Fed’s plan, 

its potential ramifications, 

and the likelihood of a De-

cember rate increase based 

on the current inflation and 

employment data.  We will 

also consider the potential 

departure of the Federal 

Reserve Chairperson, Janet 

Yellen.  Lastly, we will 

evaluate the federal tax 

overhaul proposed by the 

White House in late Sep-

tember, along with its po-

tential implications on the 

U.S. economy.   

All Eyes On the FED 

Economic Review                                   

 

Federal Reserves Dual 

Mandate Update  

 

Economic data points re-

leased at the end of Sep-

tember added further sup-

port to the view that the 

current expansion will 

continue at a moderate 

pace of growth even with-

out pro-growth policy 

support from Washington 

DC.  The non-farm pay-

roll number (-33,000) for 

September fell short of 

economists’ expectations 

(80,000 per the Bloom-

berg consensus), but was 

certainly skewed by the 

significant economic dis-

ruption caused by Hurri-

canes Harvey, Irma and 

Maria.  We expect the 

rebuilding process in the 

months ahead to offset 

any near term weakness 

in the immediate after-

math of the storms.   

 

Notwithstanding the ef-

fects of the hurricanes, 

other recent economic 

numbers reflected posi-

tively on the economy 

through the end of Sep-

tember.  The headline 

unemployment number 

showed a decline in Sep-

tember of two tenths of a 

percent to 4.2, its lowest 

reading in over 16 years. 

Wages delivered an up-

side surprise that saw the 

year-over-year gain in 

average hourly earnings 

in September rise to 

2.9%. ISM manufactur-

ing and non-

manufacturing data also 

demonstrated solid 

gains, underscoring the 

 

Continued on page  2 

Continued on page 6 
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likelihood of continued pro-

gress in the economy into 

next year.  

 

The Fed’s preferred infla-

tion indicator, the Personal 

Consumption Expenditures 

Core Price Index (Core 

PCE), is running noticeably 

short of the Fed’s 2% target.  

After accelerating for much 

of 2016 and reaching a high 

of 1.9% in January 2017, 

Core PCE has fallen since 

most recently reading 1.3% 

year-over-year in August.  

The Fed continues to be-

lieve this disinflation will be 

transitory, as evidenced by 

June’s rate increase and the 

pending reduction in asset 

purchases despite signs of 

lower inflation.  The proba-

bility of another rate hike in 

2017 (implied by Fed Funds 

futures) increased from ap-

proximately 35% on Sep-

tember 11th to approximate-

ly 77% on October 10th de-

spite the disappointing pay-

roll numbers.  We concur 

with the market’s view that 

the FOMC will increase the 

Fed Funds target rate by 

0.25% from 1.25% to 1.50% 

at the December meeting. 

 

The Federal Reserve’s 

Balance Sheet – a bullet 

point review of “The 

Great Unwind” 

 

• The Fed’s unwinding of 

Quantitative Easing 

(QE), or more simply, 

the reduction of their 

balance sheet will 

begin in October 2017. 

 

• Implementation will be 

gradual, like “watching 

paint dry” per Chair 

Yellen.  The Fed will 

reduce the principal of 

its treasury and mort-

gage securities hold-

ings by $10 billion per 

month for October 

through December 

2017 ($6 billion treas-

ury, $4 billion mort-

gage).  Every three 

months, the reinvest-

ment rate will be re-

duced by an additional 

$10 billion until the 

maximum roll-off rate 

of $50 billion is 

reached ($30 billion 

treasury, $20 billion 

mortgage).  

 

  

• The Fed has not speci-

fied a normalized level 

of asset holdings, but 

FTN Financial believes 

the final balance sheet 

will stabilize at $2.5 to 

3 trillion, suggesting 

$1.5 to 2 trillion of 

principal reduction 

ahead for the Fed. 

 

• $2.5 to 3 trillion of 

asset holdings is signif-

icantly larger than the 

amount of assets held 

by the Fed in 2008 

prior to embarking 

on QE (approx. 

$500 billion); how-

ever, the Fed’s nor-

mal liabilities 

(currency in circula-

tion, deposits held 

for the Treasury, 

etc.) have grown 

naturally in the last 

decade, resulting in 

a higher normalized 

level of asset hold-

ings than the level 

in 2008.  The chart 

below details the 

Fed’s balance sheet. 

 

 

• Who will replace 

the Fed’s demand 

for treasury and 

mortgage securi-

ties?  The Fed’s 

asset purchases 

were primarily fi-

nanced with excess 

bank reserves (as 

seen in the chart on 

the next page).  As 

the Fed’s bonds 

mature, the cash 

will be returned to 

member banks and 

excess reserves will 

be reduced at the 

Fed.  Because mem-

ber banks are man-

dated by Dodd-

Frank and Basel III 

to maintain a per-

centage of assets in 

highly liquid securi-
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ties, funds that were pre-

viously held on reserve 

at the Fed are expected 

to be reinvested back 

into the treasury and 

mortgage markets by the 

member banks them-

selves.  Households and 

foreign central banks 

such as China will con-

tinue to be significant 

buyers of fixed income 

assets as well. 

 
• How much will interest 

rates rise as a result of 

the reduced Fed buy-

ing?  It is impossible to 

say and an answer that 

all investors are search-

ing for.  However, we 

maintain a bias for rates 

to increase and continue 

to manage our portfolio 

durations short to their 

respective benchmarks.  

We do not expect rates 

to increase substantial-

ly, especially on the 

long end of the curve. 

 

A New Federal Reserve 

Chairperson? 

 

In addition to the Fed bal-

ance sheet reduction, an-

other uncertainty hanging 

over fixed income markets 

is the prospect that Presi-

dent Trump will not re-

nominate Fed Chair 

Yellen when her first 4-

year term expires in Feb-

ruary 2018.  Further-

more, Vice Chairman 

Fischer has announced 

his intention to step 

down from the Board of 

Governors, while 2 spots 

on the seven member 

board remain unfilled.  

 Continued on page  4 

 
Source: FTN Financial 
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ell.  We believe he would 

be a “Yellen like” appoin-

tee.  His focus since join-

ing the board in 2012 has 

been bank regulation and 

supervision.  He has publi-

cally supported Yellen’s 

views on monetary policy 

while demonstrating some 

willingness to roll back 

bank regulations, a likely 

policy aim of the Trump 

Administration.  The Presi-

dent has reportedly consid-

ered other candidates fa-

voring a more dramatic 

remake of the Fed, the im-

pact of which is much 

more difficult to handicap.  

We are prepared for in-

creased volatility and have 

structured portfolios defen-

sively against rising rates, 

which we view as the most 

likely outcome from a 

change in Fed leadership 

that results in the status 

quo in monetary policy 

with some reduction in 

bank regulation. 

 

Move over ACA, Tax Re-

form is the Focus 

 

Having failed to repeal the 

Affordable Care Act, on 

September 27, 2017 the 

White House released a 

somewhat detailed tax re-

form proposal called 

“Unified Framework for 

Fixing Our Broken Tax 

Code”.  The legislative 

process will likely dilute 

the suggested comprehen-

siveness of tax reform and 

the impact it has on indi-

viduals and corporations.  

Much has been written in 

various financial publica-

tions about the many pro-

posed changes and as a 

result our comments at this 

early stage will be limited.  

For fixed income inves-

tors, a few of the most key 

provisions would:  

 

• Create incentives for 

corporations to repatri-

ate cash and invest-

ments held off shore. 

• Retain federal exemp-

tions for certain types 

of municipal bonds; 

however, lower indi-

vidual and corporate 

tax rates could reduce 

their attractiveness 

relative to taxable 

bonds. 

• Reduce corporate tax 

rates.  Combined with 

the repatriation of off 

shore cash, we believe 

companies would have 

less incentive and need 

to issue debt, resulting 

in a potential positive 

technical for existing 

corporate bonds and 

tighter spreads. 

 

In an attempt to help our 

audience think a little 

deeper about why wages 

are low and why inflation 

may not be right around 
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“The legisla-
tive process 
will likely di-
lute the sug-
gested com-
prehen-
siveness of 
tax reform 
and the im-
pact it has on 
individuals 
and corpora-
tions. “  

 

 

(Randall Quarles was recent-

ly confirmed to fill a third 

opening on the board.) 

Therefore, with the potential 

to appoint 5 of the 7 seats on 

the Fed Board of Governors 

to 14-year terms, the Presi-

dent, with the confirmation 

of the Senate, has the oppor-

tunity to advance a strategic 

shift in leadership at the Fed 

should one be deemed neces-

sary.  In our view, such a 

prospect adds an additional 

layer of uncertainty for glob-

al markets as they formulate 

economic outlooks into 2018 

and beyond.  It can take sev-

eral years for market partici-

pants to gain comfort with 

the Fed’s philosophy and 

methodology for setting and 

implementing monetary poli-

cy.  The personality, experi-

ence, and policy views of a 

new leader at the helm of the 

Fed could usher in a period 

of increased volatility for the 

economy and the markets, a 

factor that many have yet 

fully incorporate in their for-

ward expectations. 

 

We, along with many, view 

Yellen in a favorable light 

and would be pleased to see 

her re-appointed.  The Presi-

dent was critical of Yellen 

during the campaign but has 

made more favorable com-

ments about her since.  One 

candidate reported to be on 

Trump’s short list is current 

board member Jerome Pow-
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the corner, we offer these 

interesting facts and fig-

ures: 

 

• According to the U.S. 

Bureau of Labor Sta-

tistics, nearly 2/3rd of 

consumer spending is 

on housing, medical 

services, and educa-

tion.  The other 1/3rd 

is for goods such as 

food, apparel, cars, 

etc.  

• According to new 

Census Bureau data, 

U.S. household in-

comes hit a record 

high last year at 

$59,039, 3.2% higher 

than a year earlier, 

finally topping the 

inflation-adjusted rec-

ord set in 1999. 

 

• A July report from the 

Economic Policy In-

stitute found that the 

chief executive offic-

ers made an average 

of $15.6 million in 

compensation in 

2016, or 271 times the 

annual average pay of 

ordinary workers. In 

1965, executives 

earned 20 times the 

pay of ordinary work-

ers. 

• In 2016, 6.4% of pri-

vate sector wage earn-

ers were union mem-

bers in the US, a drop 

from 16.8% in 1983 

to-date return to 3.14%.  

Continuing a trend from 

previous quarters, lower 

quality bonds outperformed 

higher quality bonds and 

corporate securities were 

the best sector performers 

as investors continue to 

search for additional yield 

for their portfolios.  Within 

the corporate sector, Utili-

ties and Industrials out-

paced Financials.  High 

Yield bonds continued their 

impressive performance 

with the BofA/Merrill 

Lynch High Yield Master 

II Index returning 2.04% in 

the quarter resulting in an 

impressive 7.05% return 

year-to-date. 

Our strategy of carrying an 

overweight to corporate 

securities once again 

helped performance.  All of 

our composites posted 

strong performance versus 

their respective bench-

marks in the quarter and on 

a year-to-date basis.  We 

continue to believe this 

overweight in corporate 

bonds and the coupon ad-

vantage they offer remains 

the best opportunity in 

fixed income.  As we enter 

the fourth quarter and re-

test multi-year spread tights 

on corporate securities ver-

sus Treasury, we maintain 

our view favoring defen-

sive sectors and up-in-

quality. 

according to the In-

ternational Monetary 

Fund.  

• Japan’s labor market 

is the tightest it’s 

been in decades with 

a 2.8% unemploy-

ment rate the lowest 

in 23 years, but as of 

September 2017, 

wages had risen nine 

tenths of a percent 

from the prior year. 

 

 

Capital Markets and 

Performance 

The third quarter of 2017 

initially witnessed lower 

interest rates on concerns 

of geo-political risks and 

hurricane destruction 

before essentially finish-

ing the quarter at the 

same level they began on 

hopes of tax reform dis-

cussed above,  The bell-

wether 10-year Treasury 

yield began the quarter at 

2.30% and reached a low 

of 2.04% on September 

7th.   However, the 10-

year Treasury yield 

closed the third quarter at 

2.33%, up just 3 basis 

points from where it be-

gan as economic data 

remained strong and mar-

kets priced in tax relief.  

The Bloomberg U.S. Ag-

gregate Index returned 

0.85% in the third quarter 

which brought the year-
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off assets that the Fed 

bought up to enhance mar-

ket liquidity after the ’08 

recession. Third, Mr. Pow-

ell is a Republican and not-

withstanding the FED’s 

political independence, is 

perhaps more likely to be 

cooperative with policy 

initiatives. However, he 

differs from many prede-

cessors in one major area: 

he is not an economist. In 

fact, he is a lawyer by 

training and investment 

banker by trade.  

Like Janet Yellen before 

him, Mr. Powell is ex-

pected to be a centrist 

voice in the Fed’s internal 

debates. Therefore, the 

markets have the expecta-

tion of a continuance of 

current Fed policy to re-

verse its stimulus cam-

paign at a slow and steady 

pace. Such continuity of 

Fed policy would be most 

welcomed along with any 

assurances from Powell 

that the FED’s tightening 

will be a gradual and meas-

ured trend so as not to cre-

ate any sudden market dis-

tortions. 

 

With regard to the Admin-

stration’s policy issues, 

specifically the general 

desire to reduce business 

restrictions and regula-

tions, Powell has expressed 

support for legislation that 

would require financial 

regulators to apply cost-

benefit analysis to pro-

posed rules. However, he 

was not in favor of pro-

posals that might allow 

large banks to borrow 

more of their funding. 

Powell believes that re-

quiring the banks to raise 

capital from investors will 

maintain the strength of 

our financial system. The 

politicization of the FED is 

a concern and an under-

scoring that the Fed’s inde-

pendence by Powell would 

also be a reassuring sign 

for the markets. Given his 

background, we might ex-

pect him to make it clear 

that he plans to work with 

lawmakers on the regulato-

ry front.  

 

So what should we ex-

pect? 

At its November 2017 

meeting, the Federal Re-

serve left the target range 

for its federal funds rate 

unchanged at 1 percent to 

1.25 percent. However, 

with the labor market con-

tinuing to strengthen along 

with economic activity, 

despite hurricane-related 

disruptions, the Fed will 

likely raise rates a quarter-

point in December. While 

the US inflation rate is still 

stubbornly low, the Fed 

probably sees inflation 

running close enough to 

its 2 percent target to con-

tinue raising rates and re-

ducing the balance sheet 

through asset sales. The 

trick will be for the central 

bank to cut security pur-

chases modestly before 

gradually cutting more, in 

a manner that interest 

rates won’t really feel the 

cuts’ effect. This will keep 

the markets more stable. 

Without a sudden rise in 

inflation, we would also 

expect that long-term in-

terest rates should rise 

minimally by year’s end.  

It is interesting to note for 

context that, from 1971 

until 2017, interest rates in 

the US averaged 5.76 %. 

That is hard to believe 

given the rates levels that 

we have become accus-

tomed to since the ’08 

record low of 0.25 percent 

on the heels of the crisis. 

Fewer and fewer may re-

member back to the all-

time high of 20% in 

March of 1980. 

With interest rates in the 

United States expected to 

be 1.50 % by the end of 

this quarter, what can we 

expect looking forward? 

The chart on the next page 

shows the Congressional 

Budget Office projected 

Fed Funds rates. 

© Copyright 2017  CapVisor Associates, LLC.  All rights reserved. 
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Positioning Insurance 

Portfolios 

 

Even with interest rates set 

to move higher, we are still 

a long way away from the 

long-term average of 6% 

10-year Treasury yields. 

However, that doesn’t 

mean that risks are not 

building for insurance 

company bond portfolios. 

 

With the recent steady 

stream of news and data 

supporting the likelihood 

of higher interest rates, the 

question of “risk” to insur-

ers’ bond portfolios will be 

determined primarily by 

the speed of rate increases 

and/or a resurgence of in-

flation. Recent economic 

data has improved and tax 

cuts appear to be an admin-

istration priority and are 

expected to be moving 

through Congress shortly. 

How much pressure will 

need to be put on the Fed 

before it needs to assume a 

more hawkish position?  

 

Perhaps fortunately, any 

such pressure may be off-

set by demographics and 

its effect on US GDP 

growth. Of course, the eco-

nomic good news is 

viewed through the prism 

of recent years of very le-

thargic GDP growth, a rate 

below “normal”. Our ex-

tended period of low 
Source: Congressional Budget Office 

Continued on page 8 
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yields, since ‘08, are in 

part correlated to this 

low GDP growth which 

in turn is correlated to 

our aging population.  

Slower growth in the 

workforce means slower 

economic growth. 

 

Consumers’ borrowing 

and investing patterns 

shift due to this aging 

affect, as well. Borrow-

ing would be expected to 

be reduced and investing 

would trend towards cur-

rent income generation 

and away from total re-

turn /appreciation orien-

tations. These trends 

may be a force behind a 

continuance of low infla-

tions rates and low inter-

est rates. 

 

It is estimated that real 

growth would need to 

accelerate well beyond 

the 2% to 2.50% range 

typical of the recent 

“recovery years” to drive 

faster rate increases. A 

material increase in in-

flation rates could also be 

a cause, however there is 

little evidence for either 

possibility.  

 

In summary, we believe 

that any pressures for a 

rapid rise, or normaliza-

tion of rates will continue 

to be offset by the factors 

mentioned above. These 

circumstances should re-

sult in a controlled, mod-

erate rise in interest rates 

over the next few years. 

The bond bull market 

may have ended, with 

rates having bottomed 

out, but “normal” interest 

rate levels seems unattain-

able within the near future 

barring any large, unpre-

dictable socio/political 

events. 

 

We believe that a “new 

normal” has established 

itself.  Anyone yearning 

for that 6% return on the 

10-year Treasury is likely 

to be disappointed. On a 

positive note, with Powell 

at the Fed’s helm, and a 

                   Email us at: 
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continuance of transpar-

ency and predictability in 

Fed policy, bond portfoli-

os should be able to navi-

gate anticipated rate in-

creases with minimal 

damage.  
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