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ARE WE THERE YET? EVIDENCE POINTS TO NO
With the summer road-trip season under way, drivers are hearing the familiar question
“Are we there yet?” from the backseat of their automobiles. The same question is being
asked about the stock market as indices are at record highs and returns in the first half
of 2017 have been good. Unlike a summer road trip to a national park, campground, or
cabin, the stock market does not have a known destination so it is difficult to identify
when the market is at a peak. But there are signs to help investors understand where
we are in the market cycle. As we look at these signs, we see potential for additional
market upside.
In the first six months of year, the S&P 500 Index (S&P 500) hit 24 new all-time
highs and increased 9.3%. Small cap stocks as measured by the Russell 2000 Index
(Russell 2000) hit 9 new all-time highs and increased 5.0% during the same period.
Breaking down the S&P 500’s year-to-date returns shows that the market returns have
been driven more by multiple expansion (2017 price/earnings ratio up 9.6%) than by
earnings revisions (declined 1.2%) or dividends (1.1%). However, this doesn’t mean
that earnings growth is weak. In fact, as noted by FactSet, the total earnings of the
S&P 500 are expected to increase 10% in 2017 (over 2016) and another 11% in 2018
(over 2017). If favorable stock market returns were driven only by higher valuations, we
would be more concerned. But with corporate earnings growing at a double-digit rate,
this suggests a healthy economic backdrop.
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Also giving us confidence in our positive outlook is the relatively low probability of a
recession in the near term. Admittedly the U.S. is not in the early part of the business
cycle as the U.S. has had only two quarters of negative real GDP growth over the last
eight years, including none in the last three years. Looking forward, however, popular

measures of recession likelihood from the New York Fed
and academia put the chance of a recession in the next
year at less than 10%. If the likelihood of recession is
low and earnings growth is accelerating, we believe the
odds favor new highs in the equity markets despite a bull
market that seems long in the tooth. As an old Wall Street
adage says, “Bull markets don’t die of old age.”
We believe the market has further room to run, but we also
need to be mindful of the risks to our positive outlook.
The U.S. Federal Reserve has raised interest rates twice
already this year and plans to gradually reduce the size
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of its balance sheet beginning later this year. In our view,
the Fed’s actions have been prudent. But the Fed or other
central banks tightening too much or too soon would not
be favorable for asset prices. Other risks to our positive
outlook would include escalating global tensions. Overall,
we have had a strong start to the year and are pleased to
have delivered strong performance for our clients. As we
enter the second half of the year, the signs we monitor
suggest the potential for additional gains ahead.
—Dan Garofalo
Senior Portfolio Manager
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It should not be assumed that our stock selections or investment philosophy will be profitable or will equal any past performance. Small-cap stocks involve greater
risks and volatility than those of larger, more established companies. Potential for profit involves possibility of loss. This newsletter is for general information only
and is not intended to provide specific advice or stock recommendations to any individual. Future investment decisions and commentary may be made under
different economic, market, and industry conditions from those existing at the time these comments were prepared. Although the facts in this newsletter have
been obtained from and are based on sources we believe to be reliable, we do not guarantee their accuracy, and such information is subject to change without
notice. The information and opinions expressed herein are provided for informational purposes only and do not constitute a solicitation for the purchase or sale
of any security or investment advisory service.

