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THE ECONOMY 
 

As we have seen in recent periods, second quarter economic 
reports indicated the U.S. economy was trending within the 
“Goldilocks” environment—not too hot, not too cold—due to 
mixed reports that showed continued modest gains.  It is almost 
as if the daily barrage of potential moving news does not matter; 
more like the financial markets are holding their own because of 
something else.  And that something else, we believe, is the 
steady, slow level of economic improvement, supported by the 
Federal Reserve, combined with the slow, improving earnings 
number for the markets in light of ongoing geopolitical concerns. 
 
Anemic economic growth is apparently good for the markets, 
both equity and fixed income, as opposed to a boom, which could 
be a sign of excessive expansion.  The sentiment also reflects this 
slow growth period, as we think most investors are feeling better 
than they did years ago, but still far below the kind of optimistic 
and relaxed mood we hope for. 
 
The U.S. economic expansion is entering its ninth year.  Reports 
during the quarter indicated inflationary pressures remained low, 
and the latest Federal Reserve report showed that most of the 
twelve U.S. districts are continuing to report moderate economic 
expansion.  Solid job gains have pulled down the unemployment 
rate to lower-than-expected levels, although inflation, which just 
a few months ago nosed above the Fed’s 2% target for the first 
time in five years, has unexpectedly slowed.  Finally, monetary 
policy remains growth-friendly.  The Federal Reserve is in the 
midst of a rate-hiking campaign of raising short-term interest 
rates “slowly and predictably.” 
 

OVERVIEW 
 

• The U.S. Economy Has and Will Expand at a Solid but 
Slow Pace, Supported by the Federal Reserve 

 
• Global Economies Should Continue to Provide a 

Tailwind for Corporate Earnings, Profits and Equity 
Prices 

 
• Possible Actions by the Federal Reserve Will Put Bond 

Prices Under Pressure Going Forward 
 

• Future Market Returns are Likely to be Muted 
 
 

From:  Philadelphia Investment Management Group 

After reaching 2.1% in February, the Fed’s preferred gauge of 
overall inflation rose just 1.4% in May from the prior year.  Core 
inflation, which excludes energy and food prices, has slipped to 
1.4% from 1.8% in February.  Furthermore, inflation across 
developed economies also fell in May for the third straight month 
to its lowest level this year. 
 
On an upbeat note, at the end of the quarter, the current run-up in 
real Gross Domestic Product (GDP) will have survived eight 
years, making it the third longest expansion since the late 1940s.  
This expansion, however, has been the slowest.  The gains over 
the eight-year period have averaged just 2.1% 
 
Gross Domestic Product, a broad measure of the goods and 
services produced across the U.S. economy, expanded at an 
annual rate of 1.4% in the first quarter.  That was up from an 
earlier estimate of 1.2% growth, which was itself an upward 
revision from the initial estimate of 0.7%.  The Federal Reserve 
Bank of Atlanta and others are predicting a growth range of 2.5% 
to 3.0% for the first estimate for second quarter GDP.  In support 
of this thinking, Federal Reserve Chairwoman Janet Yellen said, 
in mid-June, “Following a slowdown in the first quarter, 
economic growth appears to have rebounded, resulting in a 
moderate pace of growth so far this year.” 
 
Also adding global support, economists have become more 
bullish on the eurozone’s growth prospects since the beginning of 
the year.  Spurred by strong retail sales and higher investment 
spending, the area’s economy expanded in the first quarter at its 
fastest pace since the first three months of 2015. 
 
Like Europe, the U.S. is experiencing an upbeat labor market but 
weak inflation.  Lawmakers’ plans to cut taxes and boost 
infrastructure would further stimulate the U.S. economy and 
potentially require more aggressive actions from the Fed.  But it 
is still not clear whether Congress is willing or able to enact those 
proposals. 
 
Meanwhile, as stated, the U.S. keeps chugging along.  On June 
14th, the Federal Reserve raised interest rates for the second time 
this year and fourth time since the financial crisis.  The Fed had 
signaled plans for three rate increases this year.  About only one-
third of economists, however, anticipate the third hike occurring 
in December, based upon a survey by The Wall Street Journal. 
 
The Fed’s focus on normalizing both interest rates and, as stated 
in June, its balance sheet, reflects confidence in the economy 



Market Commentary 2 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

moving toward its goals of full employment and stable prices.  
Normalizing the balance sheet means the Fed will stop 
reinvesting proceeds from maturing bonds, allowing its holdings 
of Treasuries and mortgage securities, which it had purchased in 
the past to keep rates low, to gradually run off over time. 
 
The Federal Reserve’s interest rate increases, however, are not 
having the desired effect of cooling off Wall Street’s hot streak.  
Since December 2015, much of the tightening effort has yet to be 
felt in financial markets, where stocks have rallied to records this 
year and bond yields have fallen, developments that tend to 
prompt more borrowing, faster economic growth and more 
market speculation. 
 
In theory, financial conditions should serve as the conduit 
between the Fed’s monetary policy and the real economy.  When 
the Fed lifts short-term rates, long-term rates should rise also and 
financial conditions should tighten.  The fact that the Central 
Bank and Wall Street are moving in opposite directions suggests 
limits to the Fed’s influence over the economy.  If it persists, it 
could also prompt the Fed to shift its strategy.  If your dance 
partner does not follow, you might hold that person tighter. 
 
With this in mind, the Federal Reserve continued its policy of 
gradual tightening with another well-telegraphed rate hike in 
June.  Unemployment is at its lowest level in 16 years and steady, 
unspectacular wage gains leave the Fed convinced of hitting its 
dual mandate in the near future.  The consumer balance sheet is 
healthy and business leverage is at a reasonable level, meaning 
there is now room for further spending and investment costs to 
increase via the existing low cost of funding as we move forward. 
 
Overall, performance in the financial markets has come against a 
backdrop of good economic data, with markets generally aligned 
with and accepting the change in Federal Reserve policy.  To be 
sure, past performance does not indicate the future, and we still 
believe that future market returns are likely to be positive, but 
muted.  However, with the economic cycle on relatively solid 
footing and the current expansion continuing with room to 
progress, we are positive on the outlook although we remain 
cautious in our approach. 
 
FINANCIAL MARKETS 
 

EQUITIES 
 

Closing the book on the second quarter, U.S. equity investors 
have reached a crossroad.  In the coming weeks, earnings from 
leading U.S. companies, for the past three months, are expected 
to affirm why the stock market has delivered a solid performance 
for the quarter and year to date, as reflected in the following 
table, which shows the returns for the four major indices. 
 

                 Equity Returns*   
Index  2nd Qtr 1st Qtr YTD 
S&P 500  3.09% 6.07% 9.34% 
Dow   3.95% 5.19% 9.35% 
NASDAQ  3.87% 9.82% 14.07% 
Russell 2000  2.46% 2.47% 4.99% 
*Total: price change + reinvested dividends 

Although there were short periods of setbacks, i.e., profit taking 
and sector moves, the S&P 500 and Dow Jones Industrials 
remained within their high and relatively tight 4% ranges of the 
past three months.  The larger tech stocks continued to dominate 
the upside performance overall, as measured by the NASDAQ 
performance in the first quarter and strong year to date.  The 
Russell 2000, a measurement of smaller stock performance, 
continued its long-term upward trend, but at a reduced level, at 
least for now, due to the demand for technology and movement of 
the dollar. 
 
Investors had hoped the U.S. presidential election would issue in 
a new bout of market volatility.  Instead, calm not only has 
persisted, but has spread on a global basis.  Asian stocks are near 
their least volatile in years.  In Europe, large price swings in 
eurozone stocks have largely subsided.  And in the U.S., Wall 
Street’s VIX “fear gauge” has been trading near historic lows for 
much of the year.  Yes, some people are getting concerned that 
this has been a very extended period without any adverse reaction 
in the markets. 
 
Nine out of eleven major sectors in the S&P 500 index are 
expected to report higher earnings than a year ago on the back of 
improving global growth and a weaker dollar that boosts the 
value of foreign revenue for U.S. multinationals.  Earnings for 
Energy companies are leading the charge, but the sector was the 
worst performing group for the quarter and year to date due to the 
recent decline in oil prices. 
 
Earnings growth is very crucial to the outlook for the U.S. stock 
market.  Wall Street estimates have risen in recent months to 
consecutive highs, sending prices for the S&P 500 to 18 times 
forward earnings projections, well above historical averages.  
This hinges the resilience of the rally to future earnings growth 
rather than the expansion of the price-to-earnings (P/E) ratio.  
Ratios are elevated, but in the context of low inflation, still low 
interest rates and ample liquidity, the stock market can support 
them. 
 
FactSet data points to 6.6% earnings growth in the second quarter 
versus a year ago.  Good, but less than half the 14% increase 
from a year ago.  Furthermore, earnings growth could very well 
top out in the second quarter.  President Trump has not fulfilled 
his growth promise yet, and we are still stuck in the 2% economy, 
not the 3%-4% plus area that he is trying to deliver.  As stated, 
margins for U.S. companies are already high; and depending on 
wage growth, they could be even harder to maintain. 
 
It is interesting how investment cycles work as stock groups 
rotate through their cycles, some of which last for months while 
others last for years.  It seems that a group or sector will rise until 
it becomes overly popular, and then it will rest.  Many of the 
Health Care stocks were bottoming for more than a year before 
their recent rallies in the second quarter and year to date, where 
they were first and second among their peers, as reflected in the 
following table. 
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   S&P 500 
  Returns* 
Sector Weight 2nd Qtr 1st Qtr YTD 
• Materials 2.8% 3.17% 5.86% 9.21% 
• Industrials 10.3% 4.73% 4.56% 9.51% 
• Telecommunications 2.1% -7.05% -3.97% -10.74% 
• Cons. Discretionary 12.3% 2.35% 8.45% 11.00% 
• Consumer Staples 9.0% 1.57% 6.36% 8.03% 
• Energy 6.0% -6.36% -6.68% -12.61% 
• Health Care 14.5% 7.10% 8.37% 16.07% 
• Info Technology 22.3% 4.14% 12.57% 17.23% 
• Utilities 3.2% 2.21% 6.39% 8.75% 
• Financials 14.5% 4.25% 2.53% 6.88% 
• Real Estate 2.9% 2.76% 3.54% 6.40% 

06/30/17 
*Price + income 
Source: S&P Dow Jones 
 
Also doing well for the quarter and year was the Information 
Technology sector, which makes up about 22% of the market 
value of the S&P 500 index.  Health Care and Financials each 
account for about 14%, while Consumer Discretionary has a 12% 
weighting.  All four of the sectors carried the weight in the 
market move during the quarter and year to date.  With 
Technology doing so much of the heavy lifting this year, 
investors worry about a lack of leadership if Tech suffers a 
correction. 
 
In the wake of a market-leading 27% return last year, the Energy 
sector has been, by far, the worst performer this year.  Per-barrel 
oil prices have declined more than 12% since the end of 2016, 
resulting in a -12.61% year-to-date return for the sector. 
 
A 10% to 15% pullback in a top-performing group is fairly 
typical and something a bull market should be able to withstand 
with the balancing of other sectors in the full S&P 500.  For the 
quarter, tech stocks delivered the best earnings growth and 
second-best sales growth, and investors felt that the weakness at 
quarter end was more of profit taking and valuation concerns 
rather than weakening fundamentals. 
 
Going forward, with all of the crosscurrents, we see reasons for 
both optimism and pessimism about the financial markets.  On 
the upside, equity markets could continue to move upward as 
investor confidence improves in light of strengthening domestic 
and global economic growth and strong corporate earnings and 
profits.  On the downside, the potential for an accelerating 
slowdown in China may lead to falling trade levels, while 
increasing geopolitical concerns, domestic and global, may 
renew fears of deflating current global growth. 
 
We believe the upside scenario is more likely, but our optimism 
is tempered because current equity valuations are less attractive 
than they used to be, as indicated, along with the general feeling 
that the Fed will maintain its desire to increase interest rates.  
Should earnings and interest rates trend higher, we think equity 
prices will move unevenly higher over the coming months and 
likely beyond, though we also expect returns to be more modest 
than what investors have seen in the recent past. 
 

FIXED INCOME 
 
While the Federal Reserve has been raising short-term interest 
rates since December, the bond market has not really gotten the 
memo.  The disconnect over the last few months, as indicated in 
the following table, could be a sign that bond investors believe 
economic growth and inflation are still weak and the Fed’s 
actions may be premature.  What is unusual is that while short-
term rates that are controlled and heavily influenced by the Fed 
have been rising, the longer-term rates that the bond market sets 
have generally been dropping. 
 
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% 
Jun 30, 2017 1.01% 1.38% 1.89% 2.30% 2.83% 
      
Change:      
3/31-6/30/17 0.26% 0.12% -0.03% -0.09% -0.18% 
12/31-6/30/17 0.51% 0.15% -0.10% -0.15% -0.30% 

 
 
The benchmark 10-year Treasury note, for example, declined 
from more than 2.6% in March to about 2.1% and closed out the 
quarter at 2.3%.  The rate on the 10-year note has been hovering 
at only about 1% above the Fed Funds rate and 0.9% above the 
two-year Treasury note, down from 1.1% at the end of March.  In 
bond market jargon, the yield curve has been flattening, meaning 
short- and long-term interest rates have been moving closer to 
each other and could invert, i.e., higher short-term rates versus 
longer rates, a skepticism about Fed policy and the health of the 
economy. 
 
That said, we do not have an inversion at this point, and we may 
not go there at all.  Furthermore, low inflation, along with low 
global rates, are partly responsible for the low yields in the 
Treasury market and other fixed income yields, which are based 
off of U.S. Treasury yields.  The other factor is the global 
demand for U.S. Treasuries by countries where rates are below 
that of the U.S. 
 
Given the low level of all interest rates over the recent past, the 
returns from fixed income securities have been basically positive 
but nominal in nature, as most of the return has come from the 
interest earned.  Any price change has been limited due to the 
current demand and anticipation of higher rates to come.  As 
interest rates rise, the prices of bonds decline in value. 
 
As indicated in the following table, the taxable sector of the bond 
market, i.e., Corporate/Government, had returns of 1.66% for the 
quarter and 2.68% for the past six months.  Corporates 
outperformed Treasuries due to their higher interest rates and 
more risk.  The demand for yield is also reflected in the higher 
returns in the longer-maturing areas of both sectors.  Global 
demand for quality as well as yield is reflected in the returns in 
the higher-rated areas being relatively close to the lower-rated 
credits. 
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Fixed Income Returns 
 

Index  2nd Qtr  1st Qtr   YTD 
Corporate/Govt. 1.66% 1.01% 2.68% 
Int. Corporate/Govt. 0.92% 0.80% 1.73% 
Long Corporate/Govt. 4.17% 1.76% 6.01% 
U.S. Treasury 1.22% 0.69% 1.92% 
   - Intermediate 0.62% 0.52% 1.14% 
   - Long 3.78% 1.41% 5.25% 
Corporate 2.42% 1.42% 3.88% 
   - Intermediate 1.50% 1.25% 2.77% 
   - Long 4.75% 1.85% 6.69% 
   - Quality   

- AAA 3.35% 0.90% 4.28% 
       - AA 1.88% 1.01% 2.91% 
       - A 2.26% 1.15% 3.43% 
       - BBB 2.65% 1.77% 4.46% 
Municipal 1.98% 1.39% 3.40% 
   - Intermediate 1.18% 1.38% 2.58% 
   - Long 2.53% 1.39% 3.96% 

 

Source: BofA Merrill Lynch 
 
Credit spreads are locked in at the tightest levels of the year, 
thanks to the strong equity market and a healthy risk appetite 
from investors.  Investment grade credit spreads versus 
Treasuries remain very tight, helping these sectors to outperform 
the overall bond market. 
 
The municipal group also achieved positive returns but has 
continued to remain under the concern about possible cutting of 
personal and corporate income tax rates, as proposed by Mr. 
Trump.  The proposal would make the tax protection that 
municipal bonds offer less valuable relative to holders of taxable 
fixed income investments, who would pay less tax on the interest 
their bonds pay while municipal holders would not derive any 
benefit, thus depressing the current strong demand for tax-
exempt bonds. 

 
 
 

About 70% of the municipal market is held by individual 
investors.  As infrastructure investment by states and 
municipalities will need additional funding, any major tax 
changes may be limited. 
 
Is the bull market for bonds over given all of the above?  The 
answer to the question is a firm “no.”  In any environment, bonds 
perform several roles in overall asset allocation.  Additionally, 
not all bonds are hurt as rates rise, especially if rates rise more 
slowly than usual. 
 
Another advantage is that higher yields lead to more robust 
demand for bonds.  This, in turn, helps prevent yields from rising 
too quickly or too high.  Higher yields for U.S. bonds will 
continue to entice foreign investors who face much lower yields 
in their local markets.  Mutual funds, pension plans and large 
insurance companies are also likely to increase their fixed income 
investments as yields rise. 
 
Despite our expectation for muted bond market performance in 
coming months, we continue to believe fixed income plays a vital 
role in a well-diversified portfolio, providing income and 
liquidity during times of market stress.  Investment grade bonds 
may serve as an important diversifier, also helping to manage 
portfolio risk. 
 
On a combined basis, interest rates are low, stock prices are high 
and this scenario will likely continue well into the third quarter.  
Stock prices, hopefully, will be supported by a new round of 
earnings releases, which comes on the heels of the best earnings 
quarter since 2011.  With credit spreads tight and interest rates 
low and expected to rise, do not expect too much from fixed 
income in the second half of 2017. 
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