
Second Quarter Review & 2017 Outlook

Quarterly Update

The second quarter carried forward many of the same themes from the first quarter. Perhaps the most notable is 
the continued low volatility of the equity markets as nothing seems to rattle investors. The equity indices continued 
their methodical ascents to higher and higher levels with little excitement along the way. The VIX (Volatility Index) 
remained virtually dormant while equity markets were given plenty of excuses to panic during multiple terrorist 
attacks, geopolitical tensions, and, of course, the continued political uncertainty both abroad and here in the U.S.  
The markets seem to exhibit both a level of complacency and an undercurrent of caution as many investors expect, 
if not hope, for a meaningful pullback.  Many would argue this level of pessimism is a required ingredient for a bull 
market to continue.  

U.S. equities remain generally expensive overall with some sectors, such as utilities, industrials, and consumer 
staples, being the most extreme examples. While the S&P 500 was up 3.1% for the quarter and 9.2% for the year, 
this common benchmark for U.S. equities continued to be outpaced by international developed (up 6.4% and 14.8% 
respectively) and emerging markets equities (up 3.4% and 15% respectively) (Table 1). Global growth and recovery 
continue to be supported by consistently positive data.

While the equity markets are indicating future economic growth and an uptick in inflation, the bond markets are 
telling a different story. The yield curve continued to flatten (see Graph 1) over the quarter as the Federal Reserve 
elected to push up the benchmark rate with its fourth hike since December 2015. The federal funds rate is now over 
1% for the first time in eight years. Simultaneously, the long end of the curve has declined as the 30 year treasury 
recently dropped below 2.8%, primarily due to lower inflation expectations. 
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ETF ASSET CLASS RETURNS AS OF 06/30/2017

Vanguard FTSE Emerging Markets ETF

Vanguard FTSE Developed Markets ETF

SPDR S&P 500 ETF Trust

MTD

VWO

VEA

SPY

QTD YTD 2016

0.8

0.6

0.6

3.4

6.4

3.1

15.0

14.8

9.2

12.1

2.5

11.9



Quarterly Update

Diversification continues to play a crucial role, not only in reducing the overall risk of a portfolio, but also in adding 
to overall returns. We have recommended our clients allocate more to both international developed and emerging 
markets for some time now, primarily due to their more attractive valuations and dividend yields (see Table 2) versus 
U.S. equities. This rotation in asset class performance has also been on display on a more granular level across the 
U.S. equity sectors. The worst performing sector last year, health care, is the top performer so far this year, while the 
opposite is true for energy. Technology remains our largest sector weighting across our model portfolios which has 
helped our relative performance. 
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Quarterly Update

One of the biggest challenges in this market environment is allocating cash. We recommend staying disciplined 
and resisting the allure of high dividend yields, specifically in those sectors which tend to be the most interest rate 
sensitive like utilities, telecoms, and consumer staples. While these sectors have performed well recently, they 
represent the greatest risk from a valuation standpoint in our opinion. Our research department continues to focus on 
identifying high-quality companies with sustainable dividend payout ratios which can grow over time. This type of 
careful security analysis, we believe, is critical in today’s market environment.  

In client portfolios, as the dollar has proceeded to weaken versus foreign currencies as global growth accelerates, 
we continue to add to international and emerging markets as their valuations and dividend yields are more appealing 
than U.S. equities. While bonds play an important role in many client portfolios, we want to ensure this allocation is 
not at risk of a meaningful decline in value. The bond allocation is intended to serve as an anchor through volatile 
periods, as well as to provide for known future expenses, so it is critical we do not put principal at risk in exchange for 
more enticing yields.  We recommend forgoing any incremental yield enhancement potential from going farther out 
on the yield curve while instead preserving capital by using short-term bonds. 

This commentary is prepared by H.M. Payson for informational purposes only and is not intended as an offer or solicitation for the purchase or sale of any security. The information contained herein 
is neither investment advice nor a legal opinion. The views expressed are those of H.M. Payson as of the date of publication of this report, and are subject to change at any time due to changes in 
market or economic conditions. The comments should not be construed as a recommendation of individual holdings or market sectors, but as an illustration of broader themes. H.M. Payson cannot 
assure that the type of investments discussed herein will outperform any other investment strategy in the future, nor can it guarantee that such investments will present the best or an attractive 
risk-adjusted investment in the future. Although information has been obtained from and is based upon sources H.M. Payson believes to be reliable, we do not guarantee its accuracy. There are no 
assurances that any predicted results will actually occur. Past performance is no guarantee of future results. Registration with the SEC or with any state securities authority does not imply a certain 
level of skill or training.
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