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THE ECONOMY 
 

The U.S. economy expansion is now the third-longest on record 

and showed no signs of letting up in the first quarter of the year 

with robust hiring, falling unemployment and firmer wage 

growth, opening the way for the Federal Reserve to again raise 

short-term interest rates.  Overall, economic growth in the fourth 

quarter was revved up from earlier estimates.  GDP, a measure of 

the goods and services produced across the economy, expanded at 

an annual rate of 2.1%.  Consumer spending was stronger than 

previously thought, likely fueled by ongoing gains in 

employment, modest increases in wages and solid corporate 

balance sheets. 
 

U.S. corporate profits extended their rebound in late 2016 as the 

broader economy remained on its trajectory of steady but modest 

growth.  Profits jumped 22% in the quarter compared to a year 

earlier, the Commerce Department reported.  As a share of the 

total economy, profits were 9.2% of Gross Domestic Product in 

the period. 
 

Robust consumer spending, an uptick in factory production and 

firming inflation are pointing to a healthy start to the U.S. 

economy in 2017.  The Commerce Department, in mid-February, 

reported stronger-than-expected growth in January retail sales, 

and the Fed reported factory output increased in the month, as 

well.  The Labor Department said a closely-watched gauge of 

U.S. inflation rose to its highest annual level in nearly five years, 

the latest sign that years of sluggish price growth could be 

coming to an end.  Consumer confidence also soared to its 

highest level since December 2000.  Rising confidence is 

expected by some to boost real consumption levels in the months 

to come. 
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It would, however, be premature to conclude a boom is imminent.  

The mild winter likely boosted the pace of hiring, especially in 

the weather-sensitive construction sector.  Meanwhile, there has 

been little sign of acceleration in overall activity during the early 

months of 2017; and many forecasters expect another first quarter 

of sub-2% growth due to an increase in the trade deficit and 

moderate consumer spending. 

 

Looking forward, profits are expected to continue firming.  

Companies in the S&P 500 are estimated to post year-over-year 

earnings growth of 21% in the final quarter of 2017, with more 

moderate gains going forward.  Thus, one could say that the stock 

market rally since November had some merits to it, because 

earnings were already getting better.  Economic data has been 

improving and confidence indicators remain strong. 

 

The Federal Reserve raised interest rates again in March and 

signaled two more rate increases later this year, indicating that 

the Central Bank is in the “growth-around-the-corner” group.  

Still, for all of 2017, the economy is expected to expand by 

roughly 2%, the rate of recovery under Obama.  The identical 

figure illustrates how much easier it is for a president to lift 

economic spirits, as opposed to actual growth. 

 

If tax reform and other legislation in Washington suffer the same 

fate as the bid to rollback Mr. Obama’s health care overhaul, 

while sentiment has gotten stronger, the trend could slow as 

corporate America, to date, is not investing heavily in new plant 

and equipment.  To get it to translate to hard data, you need new 

policies, like tax cuts, tax reform and a major increase in 

infrastructure spending.  Economic data has almost continuously 

surprised to the upside, and a string of disappointments could 

trigger a change in sentiment.   

 

However, investors seem to be most concerned about politics, not 

the economy, as a possible catalyst for market concerns.  The 

debt ceiling issue is resurfacing and real progress is lacking on a 

2018 budget agreement.  Tax reform may experience some 

roadblocks.  Ultimately, we expect a tax reform bill will be 

passed, but it will probably be more limited than many hope and 

must be revenue-neutral to avoid a filibuster. 

 

More than politics, the economy probably presents a more 

probable roadblock for the financial markets.  We think economic 

sentiment may be too high and elevated confidence may make 

investors vulnerable to downside economic surprise.   To be sure, 

we are not expecting a significant economic slowdown, but the 

nearly  non-stop  pace  of  positive  economic  data  is unlikely  to 
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continue.  At some point, a setback may be triggered by a 

manufacturing decline, soft oil prices, weakening data from 

China or some other black swan, which is, by definition, 

impossible to predict.  Yes, we are optimistic about the economy, 

but also cautious going forward. 

 

FINANCIAL MARKETS 
 

EQUITIES 
 

The first quarter of 2017 was relatively good to equity investors 

compared to the concerns that occurred in the first quarter of 

2016.  The S&P 500 posted its biggest gain since the end of 2015, 

as a brightening economic outlook offset investors’ waning 

enthusiasm for the Trump trade that occurred through the first 

two months of the period.  As indicated in the following table, the 

Index rose 6.07% for the quarter, including dividends, extending 

gains that also sent other major U.S. indexes to records.  This 

same trend was reflected in the monthly returns for the Dow, 

NASDAQ and the Russell 2000. 

 
       Equity Returns*       

Index  Jan    Feb    Mar    1st Qtr 

S&P 500 1.90% 3.97% 0.12% 6.07% 

Dow  0.62% 5.17% -0.60% 5.19% 

NASDAQ 4.30% 3.75% 1.48% 9.82% 

Russell 2000 0.39% 1.93% 0.13% 2.47% 

*Total: price change + reinvested dividends 

 

The Dow Jones Industrial Average’s return was 5.19%, its sixth 

straight quarter of gains.  The NASDAQ achieved a return of 

9.82%, its best since 2013, while the Russell 2000, a 

measurement of smaller companies, returned 2.47%. 

 

March’s lull in the market seems to have energized both the bull 

and bear groups.  Since it peaked on March 1
st
, the S&P 500 

failed to move ahead, returning a nominal 0.12% for the month.  

The Dow Jones, which at one point closed down for eight straight 

days, gave up -0.60% for the period.  Yet, although the so-called 

Trump moves have slowed, tech stocks with global support have 

moved ahead, as shown in the record close for the NASDAQ, a 

reflection of not only U.S. growth, but global as well.   

 

The most recent moves in March brought a change in perception 

by many from the prior four months after the Presidential 

election.  Investors dialed back on companies expected to benefit 

from changing U.S. policy.  During this period, stocks remained 

relatively calm and pullbacks were relatively minor, highlighting 

the continued strength of the eight-year bull market.  This was 

reflected in Wall Street’s Volatility Index (“fear gauge”), which 

posted its second-lowest quarterly averages on record. 

 

While there have been noise and bluster coming out of 

Washington, economic data, as stated above, has been improving, 

supporting the markets’ climb.  However, the failure of the 

Republican health care bill, intended to replace the Affordable 

Care Act, has led investors to question the Administration’s 

ability to implement other agency items, like a corporate tax 

overhaul, looser regulations and fiscal spending. 

Combining both camps, only two of the eleven broad economic 

sectors of the S&P 500 Index had negative returns for the quarter, 

as indicated in the following table: Telecommunications and 

Energy, while the standout for the period was Information 

Technology, supported by Consumer Discretionary and yes, 

Health Care. 

 
S&P 500 

   Returns* 

Sector Weight* 1st Qtr 

 Materials 2.8% 5.86%  

 Industrials 10.1% 4.56%  

 Telecommunications 2.4% -3.97%  

 Cons. Discretionary 12.3% 8.45%  

 Consumer Staples 9.3% 6.36%  

 Energy 6.6% -6.68%  

 Health Care 13.9% 8.37%  

 Info Technology 22.1% 12.57%  

 Utilities 3.2% 6.39%  

 Financials 14.4% 2.53%  

 Real Estate 2.9% 3.54%  

03/31/17 
*Price + income 

Source: S&P Dow Jones 

 

Shares of U.S. multinationals have also started to pick up pace.  

Shortly after the November elections, small-capitalization stocks 

outperformed larger ones, in part as investors bet that 

domestically-focused companies would do better than 

multinationals in the event of trade friction.  The Technology 

sector, among the largest exporters and importers in the U.S., was 

perceived as a potential loser from trade and immigration 

policies.  It was, however, as stated, the best performer for the 

quarter. 

 

FactSet forecasts a 10% rise in profits for 2017, with the S&P 

earning just over $131 a share.  In 2018, the Index is expected to 

earn more than $146 a share, representing a good 12% increase 

from 2017.  But, then again, these days, earnings seem to have 

taken a back seat to politics.  The reality is that earnings are a bit 

of a sideshow to what is going on in Washington. 

 

All in all, maybe the market rally had less to do with the 

President and more to do with the fact that, as stated, global 

economic data has been trending stronger.  As reflected in the 

upward move in global indices, the majority of industrial 

countries have been showing expanding manufacturing activity, 

the best level since 2014.  A solid synchronized global recovery 

has been in place that goes beyond the winner of the U.S. 

elections, a fundamental support for the markets. 

 

On balance, we have a constructive view toward the global 

economy and believe it is moving from a deflationary to 

reflationary phase.  The rebound in inflation since mid-2016 has 

pushed bond yields higher and contributed to a dramatic shift in 

equity market leadership from defensive sectors to cyclical areas.  

We expect these trends will remain. 

 

As we move forward, earnings will be forthcoming, which are 

generally expected to be relatively positive.  Overall, income in 

the S&P 500 is expected to climb 9.1%, the fastest pace since 

2011’s  fourth  quarter,  according to FactSet.   It should mark the 
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third straight quarter of year-over-year gains after a five-quarter 

losing streak that ended in mid-2016.  Analysts predict that first 

quarter profits will rise in eight of the S&P’s eleven sectors.  

Full-year forecasts anticipate growth in every sector, except 

Utilities.  Still, forecasts mask a range of results within the S&P 

500 from big gains for banks and chipmakers to rough quarters 

for retailers and airlines. 

 

The modest downward pressure on stocks recently appears to be 

working off some overly optimistic sentiment.  We view this as a 

healthy pause in an ongoing bull market.  U.S. political realities 

and the failure of health care reform contributed to the recent 

pullback in stocks. 

 

For some time, we have mentioned that equities and other risk 

assets looked overextended following their strong run-up since 

the election.  But we have not seen a significant setback in risk 

assets or a return to a true “risk-off environment.”  Nevertheless, 

we believe risk assets, such as equities, remain vulnerable in the 

near term, meaning we could see a period of consolidation or a 

more pronounced downturn.  However, over the intermediate and 

long terms, we think equities will continue to outperform bonds 

and cash as global economic growth improves. 

 

FIXED INCOME 
 

One of the more unusual trends in the markets has to be that 

interest rates, which rose dramatically in the months before the 

Fed’s rate increases, have since moderated as we moved through 

the quarter.  The 10-year benchmark Treasury note yield has 

been in a 2.3% - 2.6% range for the past four months.  This has 

been surprising and unexpected for an environment where the 

consumer’s opinion was for rates to move higher given the trend 

of the economy and action by the Federal Reserve. 

 

Bond yields tend to climb on robust economic data, but investors 

may be reacting more to global politics, and that domestically, 

the Administration may have a hard time passing tax-reform 

and/or infrastructure legislation.  The narrow movement and 

slight decline in base interest rates for the quarter, as measured 

by the U.S. Treasury yield curve, is reflected in the following 

table. 

 

Base Interest Rates 
 

 

 

U.S. Treasury Yields 

 ------------------------ Maturity ----------------------- 

Date  3 mo.   2 yr.   5 yr.   10 yr.   30 yr. 

Dec 31, 2016 0.50% 1.23% 1.99% 2.45% 3.13% 

Mar 31, 2017 0.75% 1.26% 1.92% 2.39% 3.01% 

      
Change:      

12/31-3/31/17 0.25% 0.03% -0.07% -0.06% -0.12% 

 

There was a nominal increase in the shorter end of the yield 

curve related to the recent two increases in the Federal Funds rate 

by the Fed.   Short rates are more influenced by monetary policy, 

and the Fed has made it clear that they expect to continue raising 

the rate through the rest of the year.  However, within the 10-30 

year maturity range, interest rates, which are largely driven by 

the U.S. economy and inflation outlook, declined modestly. 

Even as interest rates rise, the existing demand for long-term debt 

is not expected to fall much, keeping yields lower than in the 

past.  Regulations aimed at making the financial system safer 

means that banks, insurers and pension funds need sovereign 

bonds to meet liquidity requirements and match longer-term 

liabilities with assets.  In addition, foreign central banks continue 

to purchase U.S. debt where interest rates are positive versus 

current negative yields in some other major countries. 

 
To be sure, further increases in the Fed’s benchmark short-term 

interest rate will cause the yield curve to flatten, at least 

temporarily.  But the demand from global investors and 

regulators’ changes for domestic financial firms could keep long-

term yields much lower than they were before the 2008 financial 

crisis.  That is even as healthier economies have yet to push 

central banks to tighten monetary policy. 

 
The narrow move of interest rates during the quarter resulted in 

modest returns for fixed income markets, as reflected in the 

following table.  Basically, the positive returns could be related to 

interest earned, as there was little change in principal values 

overall.  This is reflected in the 1.01% return for the taxable 

sectors and 1.39% for the tax-exempt area. 

 
Fixed Income Returns 

Index 

 

1st Qtr 

Corp/Govt 1.01% 

Int. Corp/Govt 0.80% 

Long Corp/Govt 1.76% 

U.S. Government 0.69% 

   - Intermediate 0.52% 

   - Long 1.41% 

Corporate 1.42% 

   - Intermediate 1.25% 

   - Long 1.85% 

   - Quality  

       - AAA 0.90% 

       - AA 1.01% 

       - A 1.15% 

       - BBB 1.77% 

Municipal 1.39% 

   - Intermediate 1.38% 

   - Long 1.39% 
Source: BofA Merrill Lynch 

 
The demand for yield, as indicated above, can be seen by the 

higher returns in the longer-maturing areas of both the taxable 

and tax-exempt sectors of the market.  The demand for this area 

of the markets was further supported by the Federal Reserve’s 

statements of a gradual upward move towards higher interest 

rates.  At least for the period, there were no expectations of quick 

monetary surprises.  This feeling was also evident in the higher 

returns on credit risk assets versus riskless returns on U.S. 

governments.  The improving economic environment also drove 

investors into the longer end of all sectors of the market in their 

search for higher yield. 

 
Aside from the Fed, other factors are aiding in this rotation from 

short-term to long-term corporates.  The heightening cost for 

foreigners   to  obtain  dollar  funding  to  buy  short-term  debt  is 
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eroding their income and pushing those overseas investors to 

buy higher yields in long-term debt instead of low yields on 

shorter maturities. 

 

We believe that the normalization of monetary policy will 

continue at a gradual pace and will result in only a modest 

increase in interest rates.  The hike in short rates in March does 

not change the overall trajectory of monetary policy; it is only a 

shift in the timing of the normalization of interest rates.  We 

believe, however, that the best opportunities in fixed income 

may be found within the credit-related sectors of investment 

grade corporates and municipals. 

 

Normalization of U.S. interest rates signals the gradual fading of 

a regime that has encouraged investors to reach for yield and 

take on more risk.  As a result, the difference in yield premiums 

between rating categories, such as AA and A, has narrowed and 

is small in some cases, so investors generally will not give up 

too much value with higher credits.  Furthermore, this underpins 

our views on credit and our advice is for investors to be 

selective, like in the equity markets, due to elevated valuations. 

 

 

On the surface, higher interest rates do not paint a pretty picture 

for bond investors, because bond prices tend to move in the 

opposite direction of interest rates or yields.  The yield on the 

benchmark 10-year Treasury note is approximately 2.39%, up 

from 1.90% on November 7
th

, the day before the Presidential 

election. 

 

Should investors avoid bonds?  We do not think so.  Bonds 

ultimately help preserve wealth by reducing the volatility of a 

stock portfolio.  And while rate hikes could weigh on bond 

market returns in the short term, over the long run, investors may 

benefit by reinvesting and compounding their interest income at 

higher yields. 

 

All in all, we think it makes sense to approach the financial 

markets cautiously in the near term; but, at the same time, the 

longer term appears moderately constructive, as improving 

economic growth, rising corporate earnings and moderate 

increases in interest rates provide the basis for further growth in 

equities and, to a degree, in fixed income. 
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