
SECOND QUARTER 2017 
The second quarter of 2017 saw continued strength in the 

equities markets and a general ambivalence in the fixed income 

markets.  International developed and emerging markets 

outpaced the U.S. equities markets as corporate earnings abroad 

have remained strong, and relative valuations have attracted 

fund flows from the U.S.  The MSCI Emerging Markets index 

returned 6.27%, MSCI EAFE returned 6.12%, while the S&P 500 

returned 3.09%.  In domestic markets, large cap stocks 

continued to outpace small and mid-cap stocks, while growth 

remained the favored investment style over value.  

Oil led commodities lower as Brent crude dropped 9.3%.1  While 

OPEC agreed to extend production cuts, the market expected 

them to be even deeper. That, combined with rising rig count  

and increased production in the U.S., led oil lower.  OPEC’s 

weakening ability to influence the price of oil begs the 

question if it is still relevant in the modern world of shale oil, 

horizontal drilling, and shortened production cycles. 

The yield curve continued to flatten as the Fed raised rates 
another quarter point at its most recent meeting in June, 
which affected the short end of the yield curve, but had 
little effect on longer maturities.  The Fed released its 
addendum to its Policy Normalization Principles and Plans 
by specifying its plan to reduce its balance sheet.  Its target 
is to begin reversing its “Operation Twist” by letting $6 
billion of Treasury securities and $4 billion of mortgage-
backed securities mature each month without reinvesting 
the principal.  The total cap, Treasuries and mortgage-
backed, will increase in steps of $10 billion at three-month 
intervals until it reaches $50 billion per month.2  This 
measured approach is intended to unwind its positions 
without affecting the bond market as drastically as it did 
during the “Taper Tantrum” of 2013. 

While many retail investors keep asking if we are on the 
verge of another recession, Goldman Sachs Senior 
Investment Analyst, Abby Joseph Cohen told the delegates 
at the 70th CFA Institute Annual Conference that the U.S. 
economy is no longer in a recovery, but that it has 
transitioned into an expansionary phase.3 While Ms. 
Cohen, a former Fed economist, has long been known for 
her bullish outlook, there are some compelling arguments 

to support her case. 
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TOTAL RETURN PERFORMANCE (INDEX DATA FROM 
MORNINGSTAR) AS OF June 30, 2017 

Asset Class Category 3 Mo YTD 1 Year 

LARGE CAP 

S&P 500 3.09 9.34 17.90 

MID CAP 

Russell Mid Cap 2.70 7.99 16.48 

SMALL CAP 

Russell 2000 2.46 4.99 24.60 

INTERNATIONAL 

MSCI EAFE 6.12 13.81 20.27 

EMERGING MARKETS 

MSCI Emerging Markets 6.27 8.43 23.75 

COMMODITIES 
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We have remarked that a lack of corporate capital expenditures has created a drag on GDP growth for quite a while now.  The 
chart on the left shows the unprecedented buildup in corporate cash since 2008.  The chart on the right illustrates that instead of 
reinvesting the cash into fixed investments for future growth, companies have been using their cash to increase dividends and 
buyback company stock.  Although companies have historically spent around 70% of their cash on capital expenditures, in recent 
years that has dropped to only a 58% investment in cap-ex, research and development, and mergers and acquisitions.4 

Most analysts expect this trend to reverse sometime soon, with companies again using their cash for more growth oriented 
investments.  If that happens, it should provide a boost to GDP growth, and, eventually, growth in corporate profits, which 
would bring the current equity valuations back in line with historical averages.  The graph below of the Chicago Fed’s Current 
Capital Spending Index shows that decreases in business fixed investment spending have been slowing since October of 2015, 

and moved into positive territory in May of 2017. 
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Another point of strength for the domestic economy is the U.S. consumer balance sheet.  Since the recession, consumers have 
curbed their appetite for debt and have taken a more responsible approach too their personal household capital structure.  Debt 
service as a percentage of disposable income has fallen from a peak of over 13% in the fourth quarter of 2007 to 10% at the end 
of 2016, while household net worth has grown to all-time highs. 

As we move into the middle of summer, both the U.S. and global economies seem to be fundamentally more sound than they 
were this time last year.  There is some potential for disruption in the U.K. and European markets as central banks cut 
quantitative easing and consider raising rates.  But the underlying reasons for making those changes are that quantitative easing 
and artificially low interest rates have had their desired economic effect.  Corporate earnings have strengthened, banks have 
recapitalized, and the unemployment situation has improved.  Domestically, the expectation of increases in cap-ex spending, an 
easing in the regulatory environment, and the possibility of corporate tax reform is encouraging.  And while we can’t be sure 
that Abby Joseph Cohen is correct about the U.S. economy entering an expansionary stage, we agree with most market analysts 
that it is not moving towards another recession any time soon.

“Ideas alone are cheap – Implementation is what really counts.” 
Myron Scholes, Nobel Prize in Economics 
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This commentary was prepared specifically for your wealth management advisor by Northwestern Mutual Wealth Management Company®. Northwestern Mutual is the 
marketing name for The Northwestern Mutual Life Insurance Company, Milwaukee, WI (NM) (life and disability insurance, annuities and life insurance with long-term care 
benefits) and its subsidiaries. Northwestern Mutual Wealth Management Company®, Milwaukee, WI, (investment management, trust services, and fee-based financial 
planning) subsidiary of NM, limited purpose federal savings bank. Northwestern Mutual Investment Services, LLC, (securities) subsidiary of NM, broker-dealer, registered 

investment adviser, member FINRA and SIPC. 
 
Please remember that all investments carry some level of risk, including the potential loss of principal invested. Indexes and/or benchmarks are unmanaged and cannot be 
invested in directly. Returns represent past performance, are not a guarantee of future performance and are not indicative of any specific investment. Diversification and 
strategic asset allocation do not assure profit or protect against loss. Although stocks have historically outperformed bonds, they also have historically been more volatile. 
Investors should carefully consider their ability to invest during volatile periods in the market. The securities of small capitalization companies are subject to higher volatility 
than larger, more established companies and may be less liquid. With fixed income securities, such as bonds, interest rates and bond prices tend to move in opposite 
directions. 
 
The opinions expressed are those of Scott Sparks as of the date stated on this State of the Market update and are subject to change. There is no guarantee that any forecasts 
made will come to pass. This material does not constitute investment advice and is not intended as an endorsement of any specific investment or security. Please remember 
that all investments carry some level of risk, including the potential loss of principal invested. Indexes and/or benchmarks are unmanaged and cannot be invested in directly. 
Returns represent past performance, are not a guarantee of future performance and are not indicative of any specific investment. Diversification and strategic asset allocation 
do not assure profit or protect against loss. Although stocks have historically outperformed bonds, they also have historically been more volatile. 
 
With fixed income securities and bonds, when interest rates rise, the price of the assets you own declines, which could negatively affect overall performance. Bond prices 
correlate inversely with interest rates and this effect is usually more pronounced for longer‐term bonds making their prices more volatile. At maturity, the issuer of the bond is 
obligated to return the principal (original investment) to the investor. Bond funds (mutual funds and ETFs) continuously replace the bonds they hold as they mature and thus 
do not usually have maturity dates, and are not obligated to return principal. Bond investors should carefully consider risks such as interest rate risk, credit risk, liquidity risk, 
securities lending risk, repurchase and reverse repurchase transaction risk. Currently, interest rates are at unprecedented historically low levels. A significant rise in interest 
rates in a short period of time would cause losses in the market value of any bonds or bond funds that you own. 
 

The S&P 500 Index is a capitalization‐weighted index of 500 stocks. The S&P 500 Index is designed to measure performance of the broad domestic economy through 
changes in the aggregate market value of 500 stocks representing all major industries. 
 
The Russell Midcap Index® measures the performance of the 800 smallest companies in the Russell 1000 Index. 
 
The Russell 2000 Index® measures the performance of the 2,000 smallest companies in the Russell 3000 Index. 
 
The Morgan Stanley Capital International Europe, Australasia, and Far East (MSCI EAFE) Index, which is composed of all the publicly traded stocks in developed non‐
U.S. markets. The MSCI EAFE Index consists of the following 22 developed market country indices: Australia, Austria, Belgium, Denmark, Finland, France, Germany, Greece, 
Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland and the United Kingdom.  
 
The MSCI Emerging Markets Index is a free float‐adjusted market capitalization index that is designed to measure equity market performance of emerging markets. The MSCI 
Emerging Markets Index consists of the following 21 emerging market country indices: Brazil, Chile, China, Colombia, Czech Republic, Egypt, Hungary, India, Indonesia, 
Korea, Malaysia, Mexico, Morocco, Peru, Philippines, Poland, Russia, South Africa, Taiwan, Thailand  
 
The Bloomberg Commodity Index and related sub-indices are composed of futures contracts on physical 
commodities and represents twenty two separate commodities traded on U.S. exchanges, with the exception of aluminum, nickel, and zinc. 

If you do not wish to receive these emails, please UNSUBSCRIBE HERE to notify our team.  
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