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SECOND QUARTER 2017 MARKET WRAP UP
By Marc A. Wehmeyer

G

lobal equity markets continued their strong year-todate performance during the second quarter with
all market segments providing positive returns. The
strongest gains came from international developed
markets and emerging markets with the MSCI EAFE and
Emerging Markets indices up 5.03% and 5.47% for the
quarter respectively (up 12.50% and 18.18% YTD), compared
to increases of 2.57%, 1.42% and 1.38% for large, mid and
small-cap U.S. stocks (8.24%, 5.03% and 2.14% YTD). Most
of this outperformance compared to U.S. stocks can be
explained by weakness in the U.S. dollar which fell 5% against
a basket of international currencies during the first six months
of 2017. Currency fluctuations have an inverse relationship
with stock prices. The 5% decrease in the value of the dollar
provided a 5% boost to international stock returns when
priced in U.S. dollars.
Domestically, markets have continued to climb a “wall of
worry,” overcoming a series of obstacles seemingly in the way.
Some of the second quarter challenges for the U.S. markets
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included ongoing difficulties for the Trump administration to
implement key parts of its legislative agenda despite control
of both houses of Congress, a turbulent international environment (with saber-rattling by North Korea), the pending UK exit
from the European Union, investigations into possible Russian
interference with our elections and no apparent end in sight
to the conflicts in Syria, Afghanistan and Iraq. There is also
a good deal of uncertainty related to the impact of the Federal Reserve’s announcement that in addition to its ongoing
normalization of monetary policy through a series of interest
rate hikes, it will begin to unwind its abnormally large balance
sheet by selling off assets it accumulated during the financial
crisis. In the face of all of this, markets have set multiple
new highs this year and ended the quarter just below historic highs. Simultaneously, measures of market volatility are
at or near historic lows.
So what has supported stock growth so far in 2017? In
many ways it has been the usual suspects: corporate earnings, stable economic growth and low (continued on pg. 3)
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SECOND QUARTER 2017 MARKET WRAP UP (continued)
(continued from pg. 1) expectations for future inflation. First

quarter earnings for companies in the S&P 500 grew 14%
in 2017 compared to 2016. Double digit growth is expected
to continue for 2017 overall and into 2018. All of the world’s
top 20 economies are expected to post positive GDP growth
in 2017 with the U.S. estimated to grow 2.3% for the year.
Also, the 10-year expected inflation rate is 1.73% according
to latest monthly estimate reported by the Federal Reserve
Bank of Cleveland.
As we move forward to the second half of the year, it is normal to wonder if the upward march of stock prices is sustainable. You may read articles and listen to market commenta-

US Equity Market Performance Q2 2017
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tors talk about investor complacency given the combination
of high stock prices, low volatility and uncertainty about what
might upset the markets. If you have a clear understanding of
your financial goals (and a roadmap of how to achieve them
that reflects your unique requirements) combined with capacity and tolerance for market risk, then you should be able
to tune out the noise and know that your asset mix of equities and fixed income will enable you to weather any shortterm market volatility. If you feel any part of your plan needs
review or attention, or your circumstances have changed,
please reach out to us and we’d be happy to address your
questions or concerns.
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PRESIDENT'S COMMENTARY
A magician desires that you follow the “action” but miss the critical moves
that allow for the trick to be successful. I feel that way about much of the
news recently.

The focus is on inside the Washington beltway scorekeeping (score settling?) while out
in the rest of the country positive economic progress is happening. Unemployment, for U-1
through U-6 rates, are all declining (a positive). Of these, the U-6 rate has finally returned
to its late 2007 level of 8.4%. This is the broadest measure and we believe more significant than the standard reporting of the U-3 rate.
U.S. domestic oil production has surged. More significantly, the costs of shale extraction
continue to fall. We are likely witnessing the beginning of cracks that cannot be repaired in
OPEC as the U.S. becomes the world’s swing producer in oil; combined with an increasing
ability to export Liquefied Natural Gas (LNG) and the U.S. is solidifying its position as the
dominant energy nation in the global market for oil and natural gas.
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THOUGHTS ON THE VIEW FROM WASHINGTON D.C.
HEALTH CARE UPDATE
By Edward G. Leszynski
The first draft of the GOP health care plan proposed cutting
more than $770 billion to Medicaid and almost an equal
amount in taxes. In order to get a bill passed before August,
a new proposal that preserves taxes imposed on wealthier
Americans in President Barack Obama’s Affordable Care Act
(specifically a 3.8 percent tax on investment income for people making more than $200,000) is being considered. This tax
is projected to bring in $172 billion over ten years, and is one
of the biggest revenues sources in Obamacare.
The move could reduce the proposed cuts in Medicaid
spending and provide for additional spending on opioid treatment, two issues currently under discussion among Republican senators. It could also help the Republicans politically by

making it harder for Democrats to argue that the GOP plan is
little more than a tax break for the wealthy and a healthcare
cut for those most in need.

“Needless to say, we are still hopeful
meaningful legislation will be passed that
will help the economy grow.”
It will be very interesting to see how tax reform will evolve in
the coming months if the investment tax is left in the healthcare bill. Needless to say, we are still hopeful meaningful legislation will be passed that will help the economy grow.

Federal Reserve Update

A

ll 34 banks recently passed the Dodd-Frank Act
Stress Tests for the third time by topping the Fed’s
requirements for being able to handle a severe recession. This marked the first time since the test launched
seven years ago that the Fed did not object to any of the
banks’ capital plans.
The Fed’s blessing of the big banks comes at a time
when the central bank expects to raise benchmark interest rates once more this year. It faces the very tricky
task of continuing to talk about higher rates while trying to
reduce its balance sheet, all of which means less liquidity
in the system.
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BONDS OR BOND FUNDS: “WHAT’S BEST WHEN INTEREST RATES RISE?”
By Joseph P. Clark

A

s interest rates have fallen over the past couple
of decades, both bond funds and individual
bonds have delivered consistent income and
served well as an investment asset not perfectly
correlated with more volatile equity markets. However,
with higher interest rates on the horizon, things are about
to change. Remember the cardinal rule of bonds: when
interest rates rise, bond prices fall. The real question is
how your investments are affected by falling bond prices.
With bond mutual fund shares, there is no maturity
date on which you can expect to get back the face value
of the bond. Many investors mistakenly believe that the
diversification in a bond fund protects them from market
risk. Within bond mutual funds, rising rates can quickly
drive bond valuations down, particularly if the bonds held
are longer term. This drop in value can make investors
nervous, which prompts selling of the bond mutual fund.
Those fund redemptions force the bond fund manager
to sell more bonds to meet cash outflow requirements.

FOCUS

Depending on the size of the redemptions, fund managers may
be forced to sell their highest-yielding bonds and replace them
with those offering a lower yield (or potentially assume more risk
to obtain the same return).
Individual bonds are sold with a maturity date: the date on
which you, the investor, get your principal back (and the interest
payments stop). If you own individual bonds with a fixed rate of
return (yield) and hold them to maturity, interest-rate fluctuations do not affect your principal or your income stream. Market risk becomes a factor, however, if you sell your bond before
maturity. Depending on the price you paid for the bonds, the
amount of interest you’ve already collected and current interest
rates, it can result in either a profit or a loss. Praetorian Guard’s
philosophy is to buy investment grade bonds to significantly reduce the possibility of nonpayment of principal. Then we hold
those bonds to maturity. If you own individual bonds and interest rates rise, the value of those bonds on your statement might
be down, but your income remains unchanged and you’ll still get
your principal back when the bonds mature.

CLOSING THOUGHT
“When you are younger, you get blamed for crimes you never
committed and when you’re older you begin to get credit for
virtues you never possessed. It evens itself out.”
— Casey Stengel
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