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Synchronized swimming

In the May issue of Perspectives, we talked about how the U.S. economy was 

treading water as the slow, steady and unspectacular economic growth of the  

post-Great Recession recovery continues. The United States isn’t alone in the  

pool, however. Many major countries and regions are also experiencing a slow 

economic expansion. 

For the first time in a while, the world’s major economic players seem to be taking 

part in a synchronized global expansion. Proof of this can be seen in the OECD’s 

(Organization for Economic Cooperation and Development) global leading economic 

indicator, which is clearly trending upward.¹ International equity markets have led 

the way so far in 2017 with emerging markets driving global equity growth. 

In this issue, we’ll:
 ■ Consider the drivers behind the strong global equity performance. 

 ■ Discuss whether the Federal Reserve (Fed) is back on hold when it comes to more rate  

hikes this year. 

 ■ Look ahead to the market and economic questions that we expect could shape the second 

half of the year.



Perspectives in a flash.
Interested in what’s happening but prefer not to get into the nitty-gritty details? 
Here’s what you need to know about the most recent quarter and where the 
markets and economy stand now.

pg 3 Market 
perspectives.

Halftime assessment:  So far this year, large-cap stocks have been leading 

the way in the United States, unlike late 2016 when small-cap stocks were 

stronger. Volatility remains at historically low levels. 

Tide turning for international?  Year to date, international equities are 

outperforming U.S. equities, with emerging-market equities up the most.

Is the Fed back on hold?  The Fed has raised interest rates at three of its last 

six meetings. However, given low inflation, another hike isn’t widely expected 

until the December meeting.

pg 6 Economic 
perspectives.

Synchronized global expansion:  For the first time in recent history, all major 

global economies are showing improvement. China appears to be stabilizing, 

although it’s worth keeping a careful eye on the nation’s self-reported data.

pg 8 Political 
perspectives.

Last three months: The government has its work cut out for it in the months 

to come as the new administration forges ahead with enacting pro-growth 

policies and regulation rollbacks, some of which are behind schedule.

 

pg 10 Putting it all 
together.

Economic health and earnings drive market performance — and both are 

strong. Geopolitical events may cause short-term market movements, but 

we’re cautiously optimistic about the remainder of the year. 
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Market perspectives.
Halftime assessment

The first half of 2017 is now on the books and asset-

class performance has been broadly positive. The only 

exception is commodities, which have been hit by the 

decline in oil prices and aren’t following historical trends. 

Equities, bonds and real estate are all in positive territory. 

Within equity markets to date, we’ve seen a 180-degree 

shift in the style and sector leadership compared to the 

end-of-2016 rally. In the post-election run-up last year, 

small-cap companies and value sectors led the way. This 

is because they were thought to benefit the most from 

potential new pro-growth government policy. This year, 

the financial and energy sectors are bringing down value 

stocks and the mega-cap information technology stocks 

are powering the growth action. Additionally, small-cap 

U.S. equities are underperforming both mid- and large-

cap companies year to date. It’s yet another lesson in 

why diversification among different styles and sectors is 

important. Investor preferences can change at the drop 

of a hat and for a variety of reasons.

The new political administration’s pro-growth tax and 

infrastructure agenda has been delayed by the fight over 

healthcare reform. But equity markets largely have been 

able to look past the political turmoil and push on to new 

highs driven by solid corporate earnings data. For the 

first quarter, 10 of the 11 S&P 500 sectors saw positive 

earnings surprises (telecom being the lone laggard) and 

the blended earnings growth rate was 13.9%.2  Second-

quarter earnings season is just starting, but estimates 

are calling for year-over-year growth in the mid-single 

digits.3  When you put aside the political distractions and 

macro factors, earnings drive equity prices in the long 

run. For this reason, seeing solid growth is a positive.

In addition to the flip-flop in sector leadership, another 

key theme for 2017 equity markets has been historically 

low volatility. Investor sentiment has been driving overall 

S&P volatility more than usual this year, according to a 

recent report from Evercore ISI.4  The most widely cited 

look at U.S. equity-market volatility – the Chicago Board 

Options Exchange’s (CBOE) VIX index – has been well 

below both its long- and shorter-term averages this year. 

Looking at more than 6,900 daily closing prices for the 

CBOE VIX index, it has ended a trading day below 10 just 

18 times since 1990. As the chart shows, half of those 

occurrences have taken place just this year. Additionally, 

the S&P 500 is currently on pace for the lowest intra-year 

drawdown on the index since 1995. We’re also now a year 

and a half removed from the last -10% correction.5  

CBOE S&P 500 volatility index by the numbers

Global equity performance
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Tide turning for international?

Since the end of the Great Recession, domestic U.S. 

indices have been significantly stronger than their 

international counterparts. So far this year, that trend 

has reversed, as international equities – both developed 

and emerging – have outperformed U.S. equities. The 

MSCI Emerging Markets Index is the top-performing 

major asset class through July 15 (up +23.1%), while the 

developed-market MSCI EAFE Index is up +15.9%.6  Even 

companies based in the United States are benefitting from 

having more overseas exposure. During the first half of the 

year, S&P 500 companies with the highest percentage of 

international revenue outperformed companies with the 

lowest international exposure by 12%.7



Of course, this sort of dynamic is cyclical. From 2003 

to 2007, domestic stocks were underperforming.8  It 

can be difficult to see the bigger picture when you’re 

right in the middle of one environment or another. It’s 

too early to tell if the tide has completely turned and 

we’re headed for another cycle of international equity 

outperformance, but there are some tail winds for non-

U.S. stocks.

Global equity performanceGlobal equity performance
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Russell Investments

Developed-market international equities got a shot in 

the arm in April when the market-preferred Emmanuel 

Macron won the French presidential election. In emerging 

markets, the -6.9% year-to-date depreciation of the 

U.S. dollar has been a major boost.9  Many of our clients 

have seen more international equities in their portfolios 

this year. This is because our outlook for the asset class 

has improved. A key factor driving that change is the 

improved earnings outlook for global equities. Earlier, 

we touched on the solid earnings growth in the United 

States, but estimates for 2017 and 2018 are calling for 

even higher potential growth abroad.

Projected growth in 2017

Global equity performance
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As well as the improved earnings outlook, Europe  

and Japan enjoy the continued backing of ultra- 

accommodative monetary policy. Although there are 

questions about the ECB (European Central Bank) 

reducing its asset purchases later this year, it still 

remains well behind the United States in terms of  

policy tightening. Both the ECB and Bank of Japan 

continue to make monthly asset purchases and 

maintain negative policy rates. Finally, current  

valuations for international equities are more  

attractive than those in the United States.

Is the Fed back on hold?

Coming into 2017, one of the primary risks concerning 

us was an over-aggressive Fed. Markets were calling for 

three 25-basis-point rate hikes this year. Any additional 

surprise moves could have a negative impact on both 

bonds and equities. As is, the Fed has increased rates at 

three of its last six meetings. This has moved the range 

on its effective federal funds rate up from 0.25%-0.50% 

to 1.0%-1.25%. But it seems an additional hike may now 

be on hold until at least December. 

(866) 303-3809
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September rate-hike odds

Global equity performance
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One of the reasons for the potential pause is a lack of 

inflation. Inflation measured by the core CPI (consumer 

price index) was below 2% in April, May and June, after 

coming in north of the 2% threshold for 17 consecutive 

months prior. Market expectations of future inflation 

have also come back down after spiking in late 2016. 

Inflation became one of the major points of Fed Chair 

Janet Yellen’s semi-annual monetary policy report to 

Congress in mid-July. In her prepared remarks, she 

addressed “uncertainty about when – and how much – 

inflation will respond to tightening resource utilization.” 

Some have questioned whether 2% should remain the 

Fed’s target inflation level. Rick Rieder, chief information 

officer of global fixed income at BlackRock, feels that 

structural changes and technological advancement 

in our economy have made 1.5% inflation the more 

realistic mandate for the Fed.10 Regardless of what the 

“right” target is, Yellen’s commentary caused markets to 

reduce the odds of a September rate hike.

As we look toward the remainder of 2017, one of the 

key questions surrounding the Fed is how will it begin 

to reduce the size of its $4.5 trillion balance sheet. 

In Yellen’s testimony, she stated that the committee 

intends to “gradually reduce the Federal Reserve’s 

securities holdings by decreasing its reinvestment of 

the principal payments it receives.” The question for 

investors is how balance-sheet changes would impact 

bond and stock markets. 

One way to answer that is by looking at term premiums, 

which measure how much payoff investors require to 

take on the risk of investing in long-term bonds. Yield 

calculations by Roberto Perli, head of global monetary 

policy at Cornerstone Macro, suggest that the very slow 

balance-sheet contraction shouldn’t push the Treasury 

term premium up by more than nine basis points.11   

With a move that small, we would most likely expect  

to see a relatively minimal effect on bond prices and 

equity markets. 
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Synchronized global expansion

For the first time in many years, all the world’s major 

economies appear to be expanding and improving.  

The United States continues to power ahead and 

Europe seems to be quickly catching up. Japan and  

Asia also appear solid, and China is stabilizing following 

a back-and-forth 2016. 

The global manufacturing PMI (Purchasing Managers’ 

Index) sat at 52.6 in June. This is comfortably in 

expansion territory and only slightly off its February and 

March recent high of 53.0. A break below the neutral 

level of 50 has often coincided with a global crisis, but 

we remain well above that and holding steady. In its 

July outlook for global PMIs, Cornerstone Macro noted 

that more than 90% of countries being tracked had a 

manufacturing PMI in expansion territory.12  However, 

rising global interest rates could put a damper on the 

PMI party in the future. For now, it looks like the slow 

and steady global expansion should continue.

 

Global equity performance
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Here in the United States, the first-quarter soft patch 

ended up better than originally estimated. GDP (gross 

domestic product) growth ultimately came in at an 

inflation-adjusted annualized rate of +1.4%. This was a 

solid upward revision from the initial +0.7% estimate.13  

Since 2015, there’s been a 0.5% average difference 

between the initial advance estimate and the GDP figure 

after two revisions (when additional data is included). 

Various Fed banks have their own GDP forecasting 

methodologies, and as of mid-July, two of the most 

widely followed were optimistic. The New York Fed is 

looking for a +2.0% increase in real economic annualized 

growth14 and the Atlanta Fed anticipates +2.5% growth15  

in the second quarter.

Given the debt crisis the euro area survived in 2011 and 

2012, the region is seemingly a few years behind the 

United States when it comes to the economic expansion 

cycle. With that in mind, the area is currently leading the 

way when it comes to manufacturing PMI. Its composite 

PMI also came in at a very healthy number. For the 

second quarter, the region’s average composite PMI 

was the best it’s been since first-quarter 2011.16  

The eurozone has some work to do in the jobs 

sector to catch up to the United States. The headline 

unemployment rate in the United States has now 

moved back to its pre-Great Recession level. While  

the eurozone unemployment rate has made progress 

over the past four years – moving from 12.1% in July 

2013 to 9.3% in May 2017 – it’s still above its 2008 level.17 

As mentioned before, in addition to the global financial 

crisis of 2008-09, the region saw its own debt crisis 

prompt another spike in unemployment back in  

2012-13. 

China’s economy has shown some signs of stabilization 

but should be watched carefully. Given that it accounts 

for nearly 30% of the MSCI Emerging Markets Index, 

emerging-market investors tend to pay close attention 

to Chinese economic data. The recently released 

second-quarter GDP data surprisingly improved, coming 

in at +6.9% at an annualized inflation-adjusted rate. With 

the positive economic data seen in the first half of 2017, 

China should remain one of the key contributors to 

global growth this year. 

Economic perspectives.
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Political perspectives.
Since taking office in January, the new administration 

has faced a series of challenges as it forges ahead with 

pro-growth policies and regulation rollbacks. Enacting 

legislation is difficult, however, as one piece is often 

dependent on another. For example, tax reform is 

largely dependent on the Fiscal Year (FY) 2018 budget. 

In addition, healthcare reform has been the most 

difficult Republican goal to pass because there is no 

singular vision for a reformed system. The House was 

able to pass a measure for repeal and replace, but the 

more moderate Senate is at a standstill. Congress will 

have only 17 working days in the Senate and 12 in the 

House to accomplish the list of agenda items that must 

be addressed before FY17 spending runs out on Sept. 

30. After that, their next soft deadline is Dec. 31. Here’s 

the current progress on macro policy issues that can 

affect the market and where they stand.

Budget

Senate leadership assured the public that they would 

pass two budget reconciliation bills: FY17 to cover 

Affordable Care Act (ACA) repeal and FY18 to focus on 

tax reform. But their Republican colleagues are trying to 

find a path for reconciliation language and government 

spending. With an unclear outcome for FY17, it has 

been hard for Republicans to settle on their goals for 

FY18. Despite this, House Budget Committee Chairman 

Diane Black (R-Tenn.) continues to work on a deal for the 

FY18 budget. She is aiming to get it out of committee 

and voted on before August recess.

Healthcare

The Senate’s efforts to repeal and replace the ACA 

have stalled, as they lack the votes to pass a new 

proposed bill. Senate Republicans are now regrouping 

to determine how best to move forward. Amid the chaos 

and confusion, one thing seems certain: The road to 

healthcare policy change is long and winding.

Tax reform

Speaker Paul Ryan’s “Better Way” blueprint for tax 

reform, which relies upon a controversial Border 

Adjustment Tax on imports, has recently received 

pushback from the White House, Senate, key 

stakeholders and House Republicans. Despite this, the 

White House and the House have targeted the end of 

2017 for completing tax reform, and all members of the 

so-called “Big Six”* have indicated that a consensus 

plan will be unveiled in September 2017. No matter 

what happens, the end of first-quarter 2018 is the final 

window for the 115th Congress to enact full tax reform, 

with campaign season starting shortly thereafter.

Debt limit

Congress must raise the debt limit before mid-October, 

according to a recent Congressional Budget Office 

(CBO) report. The CBO predicts that the Treasury’s 

ability to use “extraordinary measures” will run out by 

then. In addition, Treasury Secretary Steven Mnuchin 

and others in the administration have pushed for a 

“clean” debt limit increase before the August recess. 

It remains to be seen how Republicans will gain the 

Democratic support needed to advance a debt limit 

increase in the Senate.

Spending measures

The House Appropriations Committee has passed three 

spending measures (Defense, Legislative Branch and 

Military Construction-VA). They have also approved an 

*Big Six - Speaker Paul Ryan (R-Wisc.), Senate Majority Leader Mitch McConnell (R-Ky.), Senate Finance Chair Orrin Hatch (R-Ut.), House Ways and 
Means Chair Kevin Brady (R-Tex.), Treasury Secretary Steve Mnuchin and Director of the National Economic Council Gary Cohn.
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additional four out of their respective subcommittees 

(Agriculture-FDA, Financial Services, Commerce-Justice-

Science and Energy and Water). They are expecting to 

have all 12 on the floor by the August recess. Although 

the House will try to pass as many spending measures 

as possible through the normal legislative process, the 

slow start to receiving top-line budget numbers may 

not make this possible. A more likely scenario is a series 

of short-term and/or mid-term continuing resolutions 

followed by an omnibus (or a series of “minibuses”) 

when the fiscal year ends in September.

The government has its work cut out for it in the 

months to come. There doesn’t seem to be a clear, 

simple way to pass any of the initiatives in front of them. 

Markets have remained largely indifferent to the lack 

of progress, however. While government activity — or 

in some cases, inactivity — draws a lot of attention in 

the media and sometimes causes short-term market 

movements, it’s not the ultimate predictor of  

portfolio performance.

“ Congress will have only 17 
working days in the Senate and 
12 in the House to accomplish 
the list of agenda items that 
must be addressed before 
FY17 spending runs out on 
Sept. 30.”
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Putting it all together.
Second-half outlook

As we move further into the second half of 2017, we have a handful of questions on our mind. Their answers could 

have a major influence on how markets and the economy play out over the next six months.

With the U.S. economic expansion now in its 98th month and the current  
bull market in its 101st month, how much longer can this run last? 

Given how slow and steady this economic expansion has been, it seems that so far, the United States is avoiding 

the buildup of excesses that often leads to downturns. We’re far removed from the type of economic boom that 

would lead the Fed to raise interest rates dramatically (which would tighten financial conditions to reduce growth). 

Other positive news includes:

■ Leading indicators continue pointing toward further growth.

■ Consumer and business sentiment is strong.

■ The housing market remains healthy. 

■ The employment situation is on very solid ground. 

All in all, the weight of the evidence points toward a continuation of our slow and steady expansion.

On the market side of things, despite the major U.S. equity indices continuing to push to all-time highs, bond funds 

have actually taken in more assets than equity funds this year. Taxable bond funds (mutual funds and exchange-

traded funds, or ETFs) have taken in $203 billion compared to $179 billion for equity funds.18 These statistics make 

it hard to claim that we’re seeing equity-market euphoria. When you add the solid earnings outlook, low inflation 

and steady economic growth to the mix, it’s tough to make an argument that a bear market is around the corner. 

That’s not to say a normal market pullback is off the table – it never is, given how frequently they occur. But overall, 

conditions look favorable.  

Can stronger earnings growth in international markets help overcome any 
hawkish talk from the ECB? 

While there was some talk about the ECB beginning to take its foot off the easy-money gas pedal, the lack of 

any clear inflation in the area could keep the central bank on hold for now. Only one nation in the euro area saw 

annualized inflation hit 2% in May (Spain). Ireland was flat, France was at 0.9% and Germany at 1.4%. Overall, inflation 

was 1.4% for the region.19 Along with central bank backing, the region is enjoying solid earnings growth and is 

leading the way when it comes to manufacturing PMIs. 

Many of the political risks the region faced over the last several years have also worked themselves out, which 

helps investor and business confidence. In total, the region looks to be on very solid ground. When the ECB does 

finally begin to make tightening moves, they should be slow and deliberate and markets could likely see them coming. 
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Emerging markets have been on a great run since early 2016, but can they 
sustain that for the near future? 

The forward-looking earnings difference between emerging markets and global equities is at its highest level since 

2011. Plus, mutual-fund and ETF flows into emerging-market equities have been solid in 2017. As we touched on 

earlier, China’s economic data has been stronger than expected. China plays a major role in driving emerging-

market growth given its relationship with many different nations. We know that investing in emerging markets is a 

bumpy ride. The asset class tends to exhibit much higher volatility than even developed-market equities. For that 

reason, it tends to make up a smaller portion of the overall equity allocation in most client portfolios. Regardless, 

we believe it continues to warrant a spot given the near-term risk/reward outlook. 

The bottom line is that we often need to look past the noise and realize that prices ultimately follow earnings. In 

the weeks immediately following the U.S. presidential election, we saw sentiment spike as markets looked forward 

to pro-growth policies. However, markets have remained resilient and pushed forward to new all-time highs 

even as the agenda of the new leadership has stalled. Political turmoil and geopolitical events are always risks to 

financial markets in the short term. They also drive daily headlines. However, economic health and earnings growth 

ultimately have driven markets for the long haul. With the global synchronized expansion in full swing and the 

corporate earnings outlook solid, our near-term outlook remains cautiously optimistic.
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