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THE ECONOMY 
 

Despite tense political and social headlines, the financial markets 

are basically taking their cue from the economy.  Strong 

corporate earnings, stable low interest rates, benign inflation, a 

confident consumer and increased business growth have driven 

the markets, both domestically and globally, to new records.  

Anticipation of meaningful personal and corporate tax reform 

also supported the markets as the third quarter came to a close. 

 

The Federal Reserve indicated in mid-September that it would 

begin shrinking its portfolio of bonds, starting to close the books 

on an unprecedented liquidity policy experiment.  The decision to 

reduce the holding of bonds purchased after the financial crisis, 

resulting in a program that lowered borrowing costs for 

homeowners, businesses and consumers, has given major support 

and stimulus to the economy and financial markets during the 

past nine years. 

 

A stream of data in the third quarter portrayed a durable and 

expanding U.S. economy, helping investors brush off a range of 

geopolitical risks this year.  The report that manufacturing 

activity in the U.S. reached a 13-year high was important, as it 

indicated that the area was getting stronger after being weak 

relative to the consumer area of the economy.  U.S. Gross 

Domestic Product (GDP) rose 3.1% in the second quarter, the 

strongest in two years and a robust rebound after a weak first 

quarter.  S&P earnings gained more than 10% in each of the 

year’s first two quarters and are projected to have ratcheted up 

another period of solid growth in the July-September quarter. 
 

 

OVERVIEW 
 

 U.S. and Global Economic Reports Continue to Add 

Support to the Financial Markets 
 

 The Federal Reserve and Other Central Banks Have 

Been Major Catalysts 
 

 Geopolitical Events Tend to Have a Short-Lived Impact 

on the Financial Markets 
 

 The Equity Market Advance Has Been Broad-Based but 

Must be Further Supported by an Increase in Earnings 
 

 Rising Interest Rates Remain a Headwind to Fixed 

Income Returns 

 
 

From:  Philadelphia Investment Management Group 

Employment is up, wages are finally rising and layoffs are near 

record lows, resulting in a more optimistic, contented workforce.  

This buoyancy is giving Americans confidence to pull out their 

wallets.  Consumer spending makes up about 70%+ of GDP and 

has risen every month in 2017, while the U.S. economy grew in 

the second quarter at its fastest pace in more than two years. 

 

Meanwhile, the Fed and the European Central Bank will begin to 

reduce their monetary accommodation.  Both will move on a 

gradual basis; thus, it is not expected to disrupt the positive 

financial market backdrop, which may now continue to rely more 

on economic developments than those of the monetary or 

political area. 

 

The unemployment rate has held near a 16-year low, but inflation 

has stayed soft, challenging the expectation that a deceleration of 

price pressures would prove transitory.  The Fed’s preferred 

annual inflation gauge, excluding volatile food and energy 

categories, was 1.5% in August, down from 1.9% in January and 

below the Central Bank’s 2% target.  If the inflation soft patch 

would continue, it would require an even more gradual pace of 

rate increases.  The Fed has raised rates by a quarter percentage 

point four times since 2015, most recently in June, to a range 

between 1.0% and 1.25%, after keeping them near zero for seven 

years. 

 

The U.S. economy is strong, but puzzling.  Higher consumer 

spending and falling unemployment point to healthy, even robust 

growth, although a key measure of the economy’s temperature, 

inflation, has weakness.  It is an outcome few had predicted at the 

end of last year, showing, once again, the markets always seem to 

defy expectations. 

 

The lack of inflation has lowered market expectations that the 

Fed will be able to maintain its desired pace for tightening 

monetary policy.  If so, this would be a shallower path for short-

term rates, as the lack of inflation, combined with the timing of 

the initiative to reduce its balance sheet, could cause the Fed to 

pause in raising rates. 

 

Third quarter and fourth quarter economic growth may be 

suppressed due to hurricane damage, but rebuilding efforts should 

contribute to long-term growth.  We may see a near-term drop in 

economic data from the Texas and Florida economies, as well as 

from a temporary inflation spike that could weaken real 

purchasing power.  We expect growth will rebound, however.  In 

general, fast economic growth leads to short business cycles, 

while “slow growth” produces long business cycles; and it looks 
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like we continue to remain in an environment of slow growth.  In 

baseball terms, we are probably in the seventh inning of this 

expansion.  But we may go into extra innings.  All in all, it has 

paid to filter out the noise of the political world and focus on the 

improving momentum in the global economy. 

 

 

FINANCIAL MARKETS 
 

EQUITIES 
 

Equity markets have had a relatively smooth journey so far this 

year, with the most recent quarter proving to be no exception.  

Healthy market gains, with low volatility, are being driven by the 

fact that investors are seeing decent earnings growth come 

through from corporations, with little sign of any near-term 

recession risk.  Consumer confidence remains buoyant and 

business investment intentions are rising.  Markets have rallied 

predominantly because of better U.S. and global growth, as 

stated, not because they expect fiscal stimulus. 

 

The S&P 500 finished September much like it spent the past three 

months, quietly grinding higher, in light of the upward movement 

in the global economies mentioned above.  The Index rose 

4.48%, including dividends, to a record price high of 2,519.36.  

For the year to date, the return was 14.24%, as indicated in the 

following table: 

 
       Equity Returns*          

Index 3rd Qtr 2nd Qtr 1st Qtr YTD 

S&P 500 4.48% 3.09% 6.07% 14.24% 

Dow  5.58% 3.95% 5.19% 15.45% 

NASDAQ 5.79% 3.87% 9.82% 20.67% 

Russell 2000 5.67% 2.46% 2.47% 10.94% 

*Total: price change + reinvested dividends 

 

All four major market indices achieved mid-single digit returns 

for the quarter, and when added to their positive returns for the 

first two quarters, achieved double-digit returns for the year to 

date, with the strongest being the NASDAQ, with its 

concentration of technology names.  For the Dow, it was its 

eighth consecutive quarterly advance, posting its longest streak of 

quarterly advances since 1997.  This blue chip index was up 

15.45% for the year to date.   

 

Shares of small companies rose to highs as investors moved into 

stocks they expected to benefit from a reduction in corporate tax 

rates.  The Russell 2000 index, a benchmark of small 

capitalization stocks, climbed to a record close of 1,490.86, its 

biggest advance since March, for a total return of 5.67% for the 

quarter and 10.94% for the year to date. 

 

The movement in the equity markets was relatively broad-

based—both large and small companies.  This trend also occurred 

across the eleven broad market sectors of the S&P 500 index, as 

shown in the following table.  All but one of the eleven areas 

ended the quarter higher.  Consumer Staples finished slightly in 

the red for the period, while Energy and Telecommunications had 

negative returns for the year to date.  Further, as reflected in the 

table and in the NASDAQ returns above, some of the biggest 

gainers for the quarter and year to date were Information 

Technology companies, with Health Care close behind for the full 

year. 

 
   S&P 500 

  Returns* 

Sector Weight 3rd Qtr 2nd Qtr 1st Qtr YTD 

 Materials 3.0% 6.05% 3.17% 5.86% 15.82% 

 Industrials 10.2% 4.22% 4.73% 4.56% 14.13% 

 Telecommunications 2.2% 6.78% -7.05% -3.97% -4.69% 

 Cons. Discretionary 11.9% 0.84% 2.35% 8.45% 11.93% 

 Consumer Staples 8.2% -1.35% 1.57% 6.36% 6.57% 

 Energy 6.1% 6.84% -6.36% -6.68% -6.63% 

 Health Care 14.5% 3.65% 7.10% 8.37% 20.31% 

 Info Technology 23.2% 8.65% 4.14% 12.57% 27.36% 

 Utilities 3.1% 2.87% 2.21% 6.39% 11.87% 

 Financials 14.6% 5.24% 4.25% 2.53% 12.48% 

 Real Estate 3.0% 0.93% 2.76% 3.54% 7.39% 

09/30/17 
*Price + income 

Source: S&P Dow Jones 

 

Fueled by optimism about the economy, cyclical stocks have 

strengthened, but shares of bond proxies, like Utilities and 

Consumer Staples, have dipped amid a bounce in bond yields, 

reflecting worries about the Federal Reserve’s plans to unwind its 

easy-money policies. 

 

The Materials sector has held its own as commodity prices in the 

mining area have risen amidst increasing global demand.  The 

banking sector has performed well due to the expected rise in 

interest rates, plus capital levels generally have remained high as 

loan losses have continued to be low.  Among the laggards this 

year, retail and Telecommunications have performed poorly, and 

the rate-sensitive Real Estate area has also backed off. 

 

Economic expansion in the U.S., as well as abroad, and solid U.S. 

corporate second-quarter earnings have helped the markets.  

Companies in the S&P 500 posted two consecutive quarters of 

double-digit percentage earnings growth from the year earlier 

period for the first time since 2011, according to data provider 

FactSet, while low interest rates, in turn, have helped justify stock 

valuations that are running higher than their historical average.  

However, October brings the next test of these fundamentals 

when corporations report their third quarter results.  October, as 

we all know, has not been a good month for the equity markets. 

 

During earnings season, stocks react less to actual corporate 

results than to how those results compare to expectations.  To 

keep expectations in check, companies try to steer analysts 

toward trimming their forecasts.  This pattern is playing out again 

in regard to the third quarter, according to Dow Theory Forecasts.  

Analysts currently expect the S&P 500 to produce 6.0% higher 

profits versus the 8.6% growth projected on July 1
st
.  That 2.6% 

intra-quarter decline compares favorably to the 3.3% average 

decline since 2009. 

 

Overall, despite all of the geopolitical noise, major equity 

markets continue to focus on the improving economic 

fundamentals.  When we step back and filter out the sometimes 
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deafening noise of political distraction in the news, we see a 

world where the risks to economic and corporate profit growth in 

the final part of this year look low compared to prior years. 

 

In the medium term, as this economic expansion matures further 

and monetary policy tightens, the risk of recession naturally 

rises; but for now, none of the signs that have historically warned 

that a global recession is imminent are flashing red.  We, 

therefore, remain positive on the outlook for the equity markets.  

However, we suggest that one should watch particularly carefully 

for any signs that the growth picture is starting to deteriorate.  

 
FIXED INCOME 
 

The bond market continues to confound the experts.  Each year 

since the end of the recession in 2009, consensus expectations 

have called for higher bond yields and the death of the 35-year 

bond bull market.  Yet, the benchmark 10-year Treasury yield is 

now about 200 basis points lower than in 2010.  Initially, it 

looked like 2017 might be the exception.  Ten-year Treasury 

yields had surged from 1.85% just after the November 2016 

election to 2.60% in the first quarter in anticipation of stronger 

growth and inflation as the result of tax cuts, deregulation and 

increased Government spending on infrastructure. 

 

Since spring, interest rates have trended within a very narrow 

range, as indicated in the following table, as the Federal Reserve 

has indicated that it will be cautious in its attempt to increase 

interest rates.  While inflation has shifted somewhat, it is still 

relatively low, plus there remains a strong global demand for 

yield in longer maturities.  The 10-year Treasury finished the 

quarter with a 2.33% yield, down a few basis points since the 

beginning of the year. 

 

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% 

 
Sep 30, 2017 1.04% 1.48% 1.93% 2.33% 2.86% 

 

 

      

Change:      

6/30-9/30/17 0.03% 0.10% 0.04% 0.03% 0.03% 

12/31-9/30/17 0.54% 0.25% -0.06% -0.12% -0.27% 

 
 

The yield curve has flattened this year as short-term interest rates 

rose higher in line with the Fed actions, while longer-term 

interest rates trended slightly lower due to the demand, by many, 

for yield.  The Fed’s persistent advocacy for the pace of rate 

increases has helped drive up yields on two-year Treasuries, 

which are more reactive to expectations for Fed policy, to their 

highest level since November 2008. 

 

Solid GDP growth in the 2% range, a recovery in global growth 

and a tightening Fed policy suggest that there remains upside risk 

to yields from current levels.  However, in the absence of higher 

inflation, the result is likely to be an additional flattening of the 

yield curve.   

Fixed income indexes performed well during the third quarter as 

the brief bout of volatility kept interest rates low. Whereas 

ongoing healthy corporate fundamentals supported corporate 

credit spreads, corporate credit markets have been buoyed by a 

combination of generally improving credit metrics, lesser debt 

funding and the market’s expectation that possible revisions to 

the tax and regulatory policies will reinvigorate economic 

growth, thereby boosting earnings. 

 

Fixed income had positive total returns for the quarter across all 

market sectors, as reflected in the following table, but nominal in 

nature given the slight change in rates.  Then again, most of the 

return basically came from income earned as there was limited 

price change.  After a strong rally in the first two quarters of the 

year, governments sold off in September as markets started to 

take Central Bank tightening communications more seriously.  

This left government bond yields relatively flat over the quarter, 

as indicated by the 0.39% return.  The risk-on sentiment that 

pushed equities higher over the quarter was also visible in the 

fixed income market, with credits outperforming government 

bonds.  Credit spreads (yields on fixed income other than U.S. 

Treasuries) are at their tightest levels of the year, thanks to the 

robust equity market and a healthy appetite for yield from 

investors. 
 

Fixed Income Returns 
 

Index 3rd Qtr  2nd Qtr  1st Qtr   YTD 

Corporate/Govt. 0.81% 1.66% 1.01% 3.51% 

Int. Corporate/Govt. 0.61% 0.92% 0.80% 2.35% 

Long Corporate/Govt. 1.46% 4.17% 1.76% 7.55% 

U.S. Treasury 0.39% 1.22% 0.69% 2.32% 

   - Intermediate 0.34% 0.62% 0.52% 1.48% 

   - Long 0.61% 3.78% 1.41% 5.89% 

Corporate 1.37% 2.42% 1.42% 5.30% 

   - Intermediate 1.07% 1.50% 1.25% 3.87% 

   - Long 2.09% 4.75% 1.85% 8.92% 

   - Quality    

- AAA 1.41% 3.35% 0.90% 5.76% 

       - AA 1.02% 1.88% 1.01% 3.96% 

       - A 1.20% 2.26% 1.15% 4.67% 

       - BBB 1.58% 2.65% 1.77% 6.11% 

Municipal 1.19% 1.98% 1.39% 4.63% 

   - Intermediate 0.71% 1.18% 1.38% 3.30% 

   - Long 1.52% 2.53% 1.39% 5.54% 
 

Source: BofA Merrill Lynch 

 

The demand for yield in credit versus governments is also 

reflected in the table given the continued positive slope of the 

yield curve.  Both corporate and municipals had greater returns in 

the intermediate and long maturity sectors versus core 

governments for the quarter and the year.  While the global 

search for quality helped the highest-rated, more liquid corporate 

sector, the demand for yield due to the relatively strong U.S. 

economy resulted in increased demand in the higher-yielding, but 

lower credit quality group, as well. 

 

Default rates are low, even in the lower-rated areas.  

Fundamentals underlying corporate credit risk are basically 

positive, as healthy earnings have led to improved credit metrics, 

and the number of actions companies have undertaken to return 

capital to shareholders at the expense of bondholders is low. 
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As long as the economy is showing resilience, corporate bond 

yields should stay relatively tight to Treasury yields of 

comparable maturity.  However, with the yield spreads already 

far below average, there is not much room for price gains from 

current levels.  Similarly, municipal bonds have outperformed 

Treasury bonds year to date so further price gains may be 

limited; but demand is strong even in light of possible tax-law 

changes.  On the plus side, yields in most major global markets 

are significantly lower than in the U.S.; and if this scenario 

remains, the strong demand for U.S. fixed income will persist. 

 We believe changes in monetary policy will be gradual and 

should not materially disrupt either economic growth or the 

credit-related sectors.  We will focus on bottom-up selection 

opportunities within the credit sectors of investment grade 

corporate, municipal and preferred securities.  We continue to 

suggest an average fixed income portfolio duration in the short-

to-intermediate term.  With that structure, an investor receives 

about 60%-65% of the yield available without taking the price 

risks associated with holding longer-term bonds. 

 

Philadelphia Investment Management Group does not guarantee the accuracy of any statement contained herein.  This report is for 
informational purposes only and does not constitute an offer or recommendation to buy or sell any security.  For more information on 
Philadelphia Investment Management Group, please contact us at (800) 935-PIMG [7464]. 
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