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Market Insights for the Week Ending February 10, 2017 
 
Last week we began to unwind a bit of our overweight allocation to smaller-cap 
stocks.  This follows a year where small stocks were one of our top performing asset 
classes.  However, we have some doubts about the ability of smaller companies to 
maintain their recent trend of outperformance. 
 
Many believe that one of the key factors behind last year’s strength in small stocks 
was the strong U.S. dollar. The argument is that a strong dollar supports American’s 
purchasing power, which disproportionately helps smaller, domestically-focused 
companies.  There is more to the small-cap story though. 

 
Since 2000, the relative performance of small caps versus large caps has actually had a low 
correlation with changes in the dollar. The correlation was even negative at one point. So, when we 
look at the history of this relationship, it turns out that the correlation between small stocks and the 
dollar has been weak.  Therefore, it is important to identify other indicators with better historical 
correlations to understand the likely path of this asset class.    
 
There has been a much stronger correlation between credit spreads and small-caps’ relative 
performance.  If credit spreads continue to tighten (declining trend lines) as seen in the following 
graph, small-caps should continue to do well.  
 

 
 
Note that both the actual spread and the ratio of high yield to ten year treasuries are now trading 
below their respective 17 year means.   
 
As mean regression is one of the core tenants in HCM’s risk management policy, we believe it now 
makes sense to pull back a bit from our overweight small-cap allocation although we still hold a 
modest overweight to the asset class.  
 
The funds made available by the small-cap trade were invested into larger U.S. equities. 
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Market Activity 
 
Global markets were mixed to mostly up last week.  U.S. Stocks, as measured by the Russell 3000 
(IWV) gained about 0.88% for the week while developed foreign markets (EFA) were essentially flat, 
losing about 0.03%.  Emerging markets (EEM) were the biggest gainer, earning 1.23% for the week.  
Bonds (AGG) added about 0.44% for the week. (Note: performance is based on the change in net 
asset value.) 
 
Last Week's Headlines 

 
• The final report on the goods and services trade deficit for December 2016 has the deficit at $44.2 

billion, down $1.5 billion from $45.7 billion in November. Exports climbed $5.0 billion in December 
over the prior month, while imports increased $3.6 billion. For 2016, the goods and services deficit 
was $502.3 billion, up $1.9 billion, or 0.4%, from the $500.4 billion deficit in 2015. In 2016, exports 
decreased $51.7 billion, or 2.3%, while imports decreased $49.9 billion, or 1.8%.  
 

• The federal budget ran a surplus of $51.27 billion in January compared to a deficit of $27.34 billion 
the previous month. Government receipts in January were $344.07 billion, while expenditures were 
$292.81 billion. Four months into the government's fiscal year, the deficit sits at $156.94 billion 
compared to $160.48 billion over the same period last fiscal year. 
 

• Import prices advanced 0.4% in January following a 0.5% increase in December. A rise in fuel 
prices (5.8%) more than offset declining nonfuel prices (-0.2%). Import prices have risen 3.7% over 
the past year. The advance between January 2016 and January 2017 is the largest 12-month rise 
since the index increased 5.1% in February 2012. The prices for exports gained 0.1% in January, 
after advancing 0.4% the previous month. Rising prices for nonagricultural exports (0.1%) more 
than offset falling agricultural prices (-0.2%) in each of the two months. With the exception of an 
0.8% drop in August 2016, export prices have trended upward since April 2016 and rose 2.3% for 
the year ended in January 2017. 
 

• Consumer expectations for the economy fell in February, according to the Surveys of Consumers 
from the University of Michigan. Falling expectations helped pull the Index of Consumer Sentiment 
down from 98.5% in January to 95.7% this month. 
 

• In the week ended February 4, the advance figure for seasonally adjusted initial unemployment 
insurance claims was 234,000, a decrease of 12,000 from the previous week's unrevised level. 
The four-week moving average was 244,250, a decrease of 3,750 from the previous week's 
unrevised average of 248,000. This is the lowest level for this average since November 3, 1973, 
when it was 244,000. The advance seasonally adjusted insured unemployment rate remained at 
1.5%.  
 

Eye on the Week Ahead 
 
A couple of economic indicators of inflation are available this week when the latest reports on the 
Consumer Price Index and retail sales come out. Also, it will be interesting to see if the optimism 
expressed by purchasing managers relative to the manufacturing sector is warranted when the Fed's 
latest report on industrial production for January becomes available this week. 
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Key Dates/Data Releases 
 
2/15: Consumer Price Index, retail sales, industrial production 
2/16: Housing starts 
 
Weekly Focus – Think About It  
 
“You only live once, but if you do it right, once is enough.” – Author unknown 
 
HCM Mission Statement 
We work passionately to help our clients and their families enjoy a financially independent life by providing sophisticated 
wealth planning solutions. 
 
Disclaimer 
Please do not send trade requests via email, as they must be made in person or by telephone.  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. 

 
 • • • 


