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Market Insights for Week Ending June 16, 2017 
 

Why Won’t Interest Rates Go Up?  
 
The Federal Reserve raised interest rates as expected last week but long-term yields 
fell, mostly in response to weak U.S. inflation. In spite of this disconnect, HCM still sees 
modestly rising rates ahead. 
 
The Fed raised rates by 0.25% and indicated its balance sheet reduction would start 
this year. Global quantitative easing has decreased the amount of government bonds 
available for private investors, compressing the extra yield that compensates investors 

for holding longer-term debt (term premium). See the chart below. 
 

 

The bars show net government bond issuance for the U.S., Eurozone and Japan, net of central 
bank purchases via quantitative easing programs. The weighted average spread is the average 
difference between 10-year and two-year yields in the three regions, weighted by nominal GDP.  
The figures for 2017 are estimates.  With this vantage point it is easy to see why yields have stayed 
so low for so long. 
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The decline in interest rates has produced ripple effects across markets, pushing investors into 
riskier allocations and inflating valuations in assets from real estate to dividend stocks. The 
consequences of this process reversing are uncertain – the Fed has never before used asset 
reductions as a tightening tool. As such, we see the Fed unwinding cautiously. The benign market 
reaction last week suggests that, for now, it has succeeded in avoiding another “taper tantrum.” 
We continue to prepare the portfolios for modestly rising rates by keeping our duration low and 
positioning a meaningful portion of our non-equity assets in strategic income strategies. 

 
Weekly Focus – Think About It  
 
“Success is not final, failure not fatal, it is the courage to continue that counts.” – Winston Churchill 
 
Market Activity 
 
Performance last week for the four major asset classes were: 

 U.S. Stocks – Russell 3000 (IWV) – Gain of 0.03% 
 Developed Foreign Markets (EFA) – Gain of 0.02% 
 Emerging Markets (EEM) – Loss of 1.44% 
 Fixed Income (AGG) – Gain of 0.26% 

 
 (Note: performance is based on the change in net asset value.) 
 
Last Week’s Headlines 
 
 Despite declining inflation that continues to run below the Fed's 2.0% target rate, the Federal Open 

Market Committee raised the range for the federal funds rate 0.25% to 1.00%-1.25%. The 
Committee based its decision on the expectation that the labor market will continue to strengthen, 
and the fact that economic activity has been rising moderately so far this year. The Committee 
further noted that the unemployment rate has declined, household spending has picked up in 
recent months, and business fixed investment has continued to expand. The Fed indicated that 
"inflation on a 12-month basis is expected to remain somewhat below 2% in the near term but to 
stabilize around the Committee's 2% objective over the medium term." In addition, the Fed 
proposed to slowly cull its long-term asset holdings, consisting primarily of Treasuries and 
mortgage securities by letting them mature without reinvestment. This action will also likely push 
up long-term interest rates. 

 
 In a sign of receding inflationary pressure, consumer prices fell 0.1% in May, according to the 

latest report from the Bureau of Labor Statistics. A 2.7% decrease in the energy index contributed 
to the monthly decrease in the CPI. Over the last 12 months, the CPI has risen 1.9%, a smaller 
increase than the 2.2% gain over the 12 months ended in April. The index for all items less food 
and energy rose 0.1% in May, as it did in April. The index for all items less food and energy rose 
1.7% over the 12 months ended in May. Comparatively, the index for all items less food and 
energy increased 1.9% over the 12 months ended in April. 

 
 On the heels of May's drop in the Consumer Price Index, retail sales (a measure of what 

consumers are spending at retailers) decreased 0.3% in May from the previous month. This is the 
largest monthly decrease since January 2016. Sales at department stores fell 1.0%, auto sales 
declined 0.2%, sales at gasoline stations declined 2.4%, and restaurant sales dipped 0.1%. Since 
last May, retail sales are up 3.8%, which is below the 4.6% increase in retail sales over the 12 
months ended in April. Nonstore (online) retail sales increased 0.8% for the month, and are up 
10.2% since May 2016. 
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 Producer prices showed no movement in May compared to the prior month, according to the 
Producer Price Index. For the year, overall producer prices are up 2.4%, while prices less food and 
energy have increased 2.1%. Production costs may have decreased with energy prices falling 
3.0% in May, allowing producers to realize higher margins (profits) without actually increasing 
prices for goods and services. 

 
 Eight months into the government's fiscal year, the budget deficit sits at $432.9 billion, which is 

6.8% higher than the deficit for the same period last fiscal year. While government receipts are up 
1.4% from a year ago, spending is 2.3% higher. For the 2017 fiscal year, the government has 
spent $390 billion on defense, $623 billion on Social Security, and $368 billion on Medicare. 

 
 Prices for imports and exports fell in May, according to the latest report from the Bureau of Labor 

Statistics. Import prices declined 0.3% in May after increasing 0.2% in April. Lower fuel prices 
drove the decrease last month. The price index for U.S. imports rose 2.1% for the 12 months 
ended in May. Export prices declined 0.7% in May following a 0.2% advance in April. The price 
index for U.S. exports rose 1.4% for the year ended in May. 

 
 Industrial production was unchanged in May following a noteworthy 1.1% increase in April. Total 

industrial production in May was 2.2% above its year-earlier level. A negative in the report is in the 
manufacturing sector, which fell 0.4% in May. This drop was offset by a 1.6% gain in mining and a 
0.4% bump in utilities. Capacity utilization for the industrial sector edged down 0.1 percentage 
point in May to 76.6%, a rate that is 3.3 percentage points below its long-run average. 

 
 The housing sector has been slowing of late, and May's housing starts report adds to that trend. 

Housing starts in May were 5.5% below the revised April estimate and are 2.4% below the May 
2016 rate. Building permits were 4.9% off their April rate and are now 0.8% below the rate for May 
2016. Housing completions are up 5.6% for the month and 14.6% above the May 2016 rate. 
Accelerating housing completions coupled with receding starts and permits will likely lead to 
shrinking inventory and possibly rising prices. 

 
 In the week ended June 10, the advance figure for seasonally adjusted initial claims for 

unemployment insurance was 237,000, a decrease of 8,000 from the previous week's unrevised 
level. The advance seasonally adjusted insured unemployment rate remained at 1.4% for the ninth 
consecutive week. For the week ended June 3, there were 1,935,000 insured unemployed, an 
increase of 6,000 from the previous week's level, which was revised up 12,000. 

 
Eye on the Week Ahead 
 
This week focuses on the latest information from the housing sector. Both new home sales and sales 
of existing homes have fallen recently, so it will be interesting to see if sales picked up the pace in 
May. 
 
Disclaimer 
Any tax or other advice contained in this document, including any attachments, is not intended and cannot be used for the purpose of 
avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this message without first 
consulting with your tax/legal advisors regarding the tax/legal consequences for your particular circumstances. 

 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative of the stock market in 
general. 

 Opinions expressed are subject to change without notice and are not intended as investment advice or to predict future 
performance. 

 Past performance does not guarantee future results. 

 You cannot invest directly in an index. 

 Consult your financial professional before making any investment decisions. 


