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Macroeconomics: 
Late Cycle Acceleration 

Global economic data has continued to show 
signs of strengthening since the middle of 2016, 
despite a preponderance of potentially negative 
forces, including a curtailment of monetary 
stimulus, a rise in populism on the political front, 
and a continued rise in aggregate debt-to-GDP 
ratios.  

During the second quarter of 2017, key 
economic data in the United States, while not 
robust, was indicative of an economy that is 
trudging along at a moderate, but steady, pace. 
A combination of low-to-moderate inflation 
data, a successful regulatory examination of 
large financial institutions, and a lack of 
unforeseen changes in monetary policy created 
a favorable backdrop for financial markets.  

Populism fears were at least temporarily abated, 
given the victory of Emmanuel Macron in the 
French presidential election in May.  

The acceleration in key economic data was even 
more pronounced overseas. Global Purchasing 
Managers’ Index readings continued to 
strengthen considerably in Europe and Asia. 
More favorable macroeconomic data coincided 
with a recovery in corporate profits, which is 
illustrated by the chart below. 

Index Tracking ETFs:  
12-Month Trailing Earnings-Per-Share Growth (%) 

15 Years Ending 7/18/2017 

 
Source: FactSet, Inc. 

The recovery in corporate profits and favorable 
economic conditions are obviously encouraging, 
especially given the length of the current 
business cycle. That said, we feel an 
advancement of the Trump administration’s 
economic agenda is critical to prolonging this 
expansion. Continued gridlock in Washington 
could cause business confidence to wane, which 
will more than likely create a challenging 
environment for risk assets. 

Stocks Continue to 
Push Higher Around the Globe 

After posting a first-quarter return of 6.07%, the 
S&P 500 added another 3.09% during the second 
quarter of 2017, to close out the first half of the 
year with a return of 9.34%.  

The smaller capitalization companies within the 
Russell 2000 ended the six-month period with a 
more modest advance of 4.99%. It should, 
however, be noted that smaller-cap issues 
handily outperformed the S&P 500 in 2016. 
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Looking at performance within the S&P 500 
Index, the Health Care and Information 
Technology sectors have led the way, each 
advancing more than 15% during the first half of 
2017.  

The rally in health-related stocks is at least 
partially due to receding fears that if there are 
any changes made to the Affordable Care Act, 
they are unlikely to meaningfully reduce the 
demand for health care services.  

Information Technology continues to benefit 
from strong demand, particularly relative to 
most other segments of the economy, which are 
growing far more modestly. 

Performance of S&P 500 Sectors:  
1/1/2017 – 6/30/2017  

 
Source: Morningstar  

On the downside, Energy has struggled in 2017, 
with the sector slumping by -12.61% for the first 
six months of the year. The losses for the sector 
have roughly tracked West Texas Intermediate 
crude prices, which started the year at $52.46 
per barrel and ended June at just over $46.00.  

While accounting for a small portion of the S&P 
500 (less than 3.00%), the only other sector that 
has posted a loss in 2017 is Telecommunications 
Services. Increased competitive pressure is good 
news for consumers, but it has been a concern to 
investors, particularly as it relates to the two 
largest providers.  

Turning to overseas markets, the MSCI EAFE 
Index of developed international markets posted 
a strong result for the second consecutive 
quarter. With many European economies on the 
upswing, the EAFE Index advanced 6.12%, and is 
now higher by 13.81% for the year. That is a 
sharp departure from the 1.00% return that the 
EAFE Index posted for all of 2016.  

The MSCI EM Index of emerging markets equities 
also performed well during the second quarter, 
moving higher by 6.27%. After the stellar double-
digit advance during the first three months of the 
year, emerging markets equities find themselves 
with a 18.43% gain at the midpoint of 2017. 

As evidenced by the figures detailed above, 
broadly defined equity markets have been in a 
synchronized upturn around the globe thus far in 
2017. 

Fixed Income: 
Second Quarter 2017 

The U.S. fixed income markets continued to 
perform well in the second quarter of 2017, 
driven by investor demand for U.S. credit issuers 
and a flatter yield curve. The Bloomberg Barclays 
U.S. Intermediate Government Credit Index 
returned 0.94% during the period, and 1.73% 
through the first half of this year. 

Investors’ search for yield during the period was 
evident, with riskier credits continuing to 
outperform U.S. government obligations, a 
common theme within fixed income markets this 
year. Intermediate investment grade U.S. credit 
issuers returned 1.38% in the second quarter, 
compared to intermediate U.S. government 
obligations, which were up a more modest 
0.66%.  
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Also during the quarter, a substantial drop in 
inflation expectations pushed longer-term bond 
yields lower. The short end of the yield curve 
moved in the opposite direction, as yields 
adjusted higher on the heels of another 25 basis 
point (0.25%) rate hike by the Federal Reserve 
(Fed), its second of the year.  

The two-year U.S. Treasury yield adjusted higher, 
increasing 12 basis points (0.12%), and ended 
the quarter at 1.38%, the highest level in eight 
years. Through June 30, the two-year U.S. 
Treasury yield is up roughly 20 basis points 
(0.20%) for the year. 

Two-Year U.S. Treasury Yield: 
Eight Years Ending 6/30/2017 

 
Source: Bloomberg Finance L.P. 

Overall, the intermediate part of the yield curve 
(the two-year to 10-year maturity range) 
flattened by 20 basis points (0.20%) in the 
second quarter of 2017. 

Other noteworthy news from the last quarter 
included the Fed beginning to lay the 
groundwork for reducing its roughly $4.5 trillion 
balance sheet by tapering its ongoing bond 
purchases. The process will likely be slow and 
gradual, with market expectations of a start date 
sometime this year.  

Central banks around the globe also began 
bracing financial markets for an environment 
with less accommodative monetary policy. U.S. 
Treasury yields trended higher through quarter-
end, after hawkish comments from the 
European Central Bank and the Bank of England.  

As we enter the second half of the year, we 
continue to favor the higher-yielding top-tier 
investment-grade corporate bonds over U.S. 
government bonds, but we remain cautious on 
yield curve positioning. We believe it is prudent 
to limit duration risk in an environment where 
central banks are considering removing years of 
favorable monetary policy conditions. 

Domestic Equity Market: 
A Look Inside 

U.S. equity markets continued their push to new 
highs in the first half of the year. However, the 
price advance of the S&P 500 has been skewed 
by a relatively small number of large and mega-
cap stocks. Many of these issues are in the 
Information Technology sector of the market. 
The now infamous “FANG” (Facebook, Amazon, 
Netflix, Google) trade, or the extended “FAANG” 
version, which includes Apple, has had a 
significant impact on the direction and level of 
market prices this year.  

The graph below highlights the year-to-date 
price of the S&P 500 on an equal-weighted basis 
(blue line), as compared to the Index on a cap-
weighted basis (horizontal gold line). 

S&P 500 Index: 
Equal-Weighted vs. Cap-Weighted Basis 

1/1/2017 – 6/30/2017 

 
Source: FactSet, Inc. 
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As illustrated above, since February, the broad 
market cap-weighted Index has outperformed 
the market on an equal-weighted basis. This fact 
is equally borne out by the outperformance of 
the S&P 500 versus the S&P 400 (mid-cap) and 
S&P 600 (small-cap) indices. This is a behavior we 
are watching closely, in light of above-average 
valuations of the broad market.  

Looking Ahead to 
The Second Half 

We believe earnings remain key to the direction 
of equity prices. First-quarter earnings were very 
strong, and the prospects for second-quarter 
earnings reporting season, which is well 
underway, appear favorable. However, as 
mentioned earlier, in order to sustain U.S. 
corporate earnings growth, we maintain that tax 
and regulatory reform measures must be 
implemented.  

The Federal Reserve is clearly in the process of 
reversing some of the extraordinary measures of 
monetary stimulus. Conversely, other 
economies and markets (for example, the euro 
area and emerging markets) are in earlier stages 
of economic and market expansion. 
Performance of some of these global regional 
markets have been strong year-to-date, but 
these market cycles often last many years. In this 
context, we are finding attractive valuations and 
improving fundamentals on a selective basis.  

At this stage of the cycle, we would continue to 
emphasize the importance of asset allocation in 
diversifying exposure and posturing client 
portfolios properly from both a return and risk 
mitigation perspective. 
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