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Overview
Global markets remained resilient despite geopolitical tensions, terrorist attacks and significant political risks. Solid economic data
drove equity prices higher, with foreign markets continuing to lead the party, up 5.8% for the quarter and 14.1% year-to-date.
Closer to home, the S&P 500 continued its strong performance, finishing up another 3.1% during the quarter, now standing up 9.3%
year-to-date. Although bonds may be finally losing their tailwind (see discussion below), they continued to rally, with investment
grade fixed income up 2.3% and U.S. high yield credit rising 4.9% through June 30.
European Election Season. During the second quarter, investors monitored the French election to see if populist candidate Marine
Le Pen would take the May run-off but breathed a sigh of relief after Emmanuel Macron, a centrist and pro-business candidate,
won by a large margin. Political risk has sufficiently declined since the French election but remains a monitoring point with German
and Italian elections to follow. In addition, the surprise British election outcome brought BREXIT uncertainty back into the discussion.
Political risks, typically a near-term headwind, have been more prominent in 2017. Fortunately, economic fundamentals have bested politics, as markets continue to move upward despite a lack of fiscal support. Although there were a few second quarter disappointments, economic data continues to support a slow-but-stable economic trajectory. The fact that growth has become more
synchronous across the globe makes these disappointments less meaningful.
Monetary Policy Update. The end of the second quarter marked the 9th year of both the U.S. economic recovery and accommodative monetary policy. However, monetary policy is becoming less accommodative, as the Federal Reserve (Fed) hiked its Federal
Funds rate another 0.25% in June, the 4th hike since 2015. The Fed has now focused its attention on how to trim its $4.5 trillion balance sheet with a preliminary plan to reduce U.S. Treasuries by $6 billion a month and mortgage backed securities $4 billion per
month. While it is positive that the Fed believes the economy can handle tighter financial conditions, the risk will be how markets
handle the phased reduction in stimulus after 9-years of massive monetary accommodation.
The Fed was not the only central bank in focus in the second quarter. The European Central Bank (ECB), Bank of England (BOE) and
the Bank of Japan (BOJ) had meetings but no interest rate moves. The ECB has removed its downside risk commentary, signaling a
future tightening path, likely in 2018. The BOJ remains extremely accommodative and will continue to pursue its 10-year yield target of 0%. The BOE ended its corporate bond buying following Brexit but kept its rates at 0.5%. The BOE had three members dissent
on keeping rates unchanged, signaling they may be approaching an end of the extremely loose accommodative policy.
As central bank policy remains divided, consensus focus has turned to how to end easing. Just like the Fed, it’s a positive other central banks are confident in the economy but the balance sheet transition will remain the elephant in the room. Until there is a clear
transition plan, investor concern over potential central bank policy changes is likely to result in heightened market volatility going
forward.
Markets have remained resilient due to economic growth, strong corporate earnings and a stabilization of risks. However, a key
item missing from this extended recovery is inflation, which would represent a real underlying strength in the economy. Despite
having bouts of 2+% inflation, global inflation expectations have declined below most central bank targets of 2%, driven mostly by
commodity price declines over the last three years. Confidence in the recovery remains high but any higher sustained levels of inflation would be a catalyst to justify the end of easing and to let the recovery finally walk on its own two feet.
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Global equity and credit markets continued to rally through
the second quarter, albeit less than the white-hot pace of the
first three months. Headlines were flush with central bank
meetings, earnings reports, geopolitical issues and unfortunate terrorist attacks. Despite the headlines, markets remained resilient, focusing on the positive fundamentals. While
global economic data was somewhat mediocre, it was positive, supporting the thesis of a synchronized global economic
recovery; this signals the possibility of more market strength
in 2017!
CREDIT MARKETS
Central banks turned slightly more hawkish during the second
quarter, leading to more uncertainties for the bond market.
The Federal Reserve raised its Federal Funds rate for the 2 nd
time in 2017. However, the 2-year U.S. Treasury yield, most
sensitive to rate hikes, only moved up 11 basis points (bps) to
1.38%. The European Central Bank removed its bias towards
easing but yields only moved slightly with high-quality German
10-year Bund yields rising only 14bps. The weak yield moves in
the U.S. and Europe signal that there is still enough uncertainty across the political and economic spectrum that investors
will hold bonds at minimal yields.
Municipal bonds performed well during the second quarter as
$50+ billion in income and maturity payments helped to pick
up the limited new supply. Technicals and fundamentals remain favorable but valuation ratios to U.S. Treasuries continues to move unfavorably. The current ratio sits at 86% (vs a
historical 92%), making municipals look expensive. Future performance is likely to be found in key areas of the yield curve
where valuation ratios are higher.
High yield municipals continue to be one of the strongest
bond markets, outperforming higher quality municipals for the
second straight quarter. Despite numerous negative headlines
with Puerto Rico, Illinois, New Jersey and Connecticut, high
yield municipals continue to attract investor cash. Year-todate inflows are $5.3 billion as high yield municipals offer
attractive high after-tax yields. Fundamentals remain positive
despite the aforementioned negatives as spreads have continINVESTMENT REVIEW

ued to tighten throughout the year.
Corporate bonds were a top performing asset class during the
second quarter as a slowly improving economy and strong
earnings drove returns. Corporate bonds have done well but
spreads have declined to 107 basis points, a level that is concerning. Corporate bonds do have attractiveness in relative
value situations but downside risks outweigh most upside potential.
High yield corporate bonds had positive returns during the
second quarter but was not spread across all sectors. High
yield corporate bonds remain attractive due to investor’s demand for yield but as spreads have tightened, opportunities
may become more limited. Commodity related and retail
bonds are likely to see much more volatility and downward
pressure, making security selection key to future returns.
International bonds gained during the second quarter as global central banks remain accommodative and continue to purchase sovereign and corporate bonds. However, most of the
return was to be found in April as yields then rose going into
the end of the quarter. International bonds look very expensive and with a period of less monetary easing approaching, it
is likely yields will rise further, making international bond returns less attractive.
Emerging market debt was the top performing bond market in
the second quarter. Emerging markets continue to outperform
as investors remain under-allocated despite significant inflows. Emerging markets have higher growth rates, economic
reforms in place and stronger currencies making their fundamentals much stronger and better able to weather any monetary policy moves. U.S. dollar strength will be a risk to monitor
going forward.
GLOBAL EQUITIES
Global equities continued to climb upward and marked new all
-time highs along the way. Earnings and estimates continued
their upward trajectory in the second quarter despite more
hawkish central bank rhetoric and soft economic data. Global
equities have moved forward thanks to strong fundamentals
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and a more synchronized economic recovery.
U.S equity markets gained during the second quarter but returns lessened as we began to see correlations start to break
down. During the second quarter, sector returns varied greatly
compared to the last few quarters. Less correlated stock
moves are beneficial not only for investors but for the market
as it allows stock leadership to change. However, sector exposure is important as sectors sell-off, like the technology drop in
June, can detract significantly if too overweight.
During the second quarter and for all of 2017, equity markets
have been led by large-cap stocks. This is a shift from 2016
when small and mid-cap stocks outperformed significantly.
Not only are large caps leading but growth stocks also maintain a sizeable performance lead over value stocks. This is one
reason why markets may seem expensive, as growth stocks
are priced higher on expected future earnings growth. If that
growth does not occur, expect value stocks to begin their leadership of equity markets.
International equity markets outperformed their U.S. peers by
3% during the second quarter as foreign corporations continue
to see an earnings rebound greater than their U.S counterparts. International equity markets are currently poised to
lead U.S. markets after 5+ years of underperformance and we
expect this outperformance to continue throughout 2017 as
foreign economic and stock fundamentals continue in a positive direction.
Emerging markets remain the darling of the equity markets,
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outperforming most developed markets during the second
quarter. Earnings and economic growth continues to beat its
developed peers adding to emerging markets’ positive fundamentals. Despite significant inflows, emerging markets remain
underinvested, a technical positive. Country selection is imperative as certain countries like the Philippines and Brazil have
serious political risks while Venezuela approaches an economic depression amid a violent political upheaval.
REAL ASSETS
Commodity markets struggled during the second quarter. Oil
markets entered a bear market (20% decline) for the year as
prices continued to fall despite OPEC’s extension of supply
cuts. Headlines toward quarter-end pointed to only a small
slow down in shale production in the U.S. This was enough to
push oil prices into a correction (-10% to -20%) and for a quarterly decline of 9%. MLPs fell with oil but given a pick-up in
refining activity, capped losses at 6.4%. MLPs remain attractive
given high dividend yields and simple business models. Given a
moderate summer temperature-wise year-to-date, natural gas
prices fell 5% during the second quarter.
Precious metals were volatile during the second quarter as risk
sentiment wavered. Gold prices fell only 0.6% during the second quarter while silver fell 9%. As rates begin to move up and
valuations remain high, investors are more cautious on REITs.
Despite this, U.S. REITs shook off a poor first quarter by returning 1.3% in the second quarter while international REITs
gained 6%.
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Outlook

Markets continue to rise on the back of good economic data. Strong earnings have kept pace with stock
indices providing support to market valuations. Encouragingly, foreign market earnings have also joined
the party, after lagging for several years (see Figure 1). According to FactSet, second quarter earnings
are also forecast to increase in the mid to high single digits, while revenue should grow by about 5% on a
year-over-year basis.
Additional macroeconomic data continues to support strength in the economy and a low recession risk.
•
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Unemployment – U.S. is at 4.3%, a 16 year Figure 1
low, while Europe is at 9.3% (lowest since
2009).
Inflation remains modest, as inflation
rates globally remain below Central Bank
targets (2%; the U.K. is the only exception
above 2% but has slowed recently)
Global GDP remains steady with China at
6.9%, U.S. in low 2% and the Eurozone at
2.3%
Purchasing Managers Index Surveys globally remain strongly in growth territory
(representative surveys of service and
manufacturer businesses—see Figure 2).

Source: Investment Strategy Group, Goldman Sachs GIR, JP Morgan

As we discussed last quarter, political and geopolitical background noise is impacting the way others are
investing. In the U.S., the health care and tax reform process has been bumpy and acrimonious to say
the least. And Theresa May’s failed gambit for snap elections has added uncertainty for the UK and
BREXIT discussions. Throw in the usual geopolitical suspects (North Korea, Middle East, a Latin American
scandal or two) and the headline news does not look so great. We watch these things too, but put more
weight on economic data and earnings
Figure 2
when looking at the investment outlook.
We feel others are reacting emotionally to
the news, keeping money on the sidelines.
Not to be repetitive, but a prolonged and
deep selloff comes from recessions, and
we think the probability of that happening
over the next year or two is low. Therefore, we are keeping clients fully invested
in diversified portfolios.
We have also been looking at the growth
of passive investing, including the use of
ETFs and the impact this has had on the equity markets. Much of the movement to this style of investing can be attributed to John Bogle, the founder of Vanguard. Bogle espoused that after fees, active
managers will have a very tough time beating an index. So, he recommended the average investor
achieve their equity exposure through passive funds. With active managers underwhelming everyone
with their results these last several years, more investors are taking to passive investing. But passive
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Outlook Cont’d.
investing pays no heed to valuations, as most indices are capitalization weighted. So the more pricey a
stock gets, the more of it must be held in the index. With trillions flowing into index funds automatically
through 401(k)s and IRAs, this only drives markets higher. I call this the “Bogle put,” which provides a
strong underpinning to current stock market flows and levels. Although we believe this will change at
some point, the current trend is very strongly in favor of new money in the market buying more index
funds, and therefore, buying assets without regard to valuation.
We have strategically changed asset allocations (discussed in the Q1 Investment Review), moving more
money out of investment grade fixed income (one of the most overvalued asset classes) and hedge
funds (currently weak after-tax return profile) in favor of additional credit (high yield municipals – best
after-tax return profile) and equity (mostly U.S.). This reallocation process began in the second quarter
and will continue during the third quarter, with full rebalancing expected to be completed by October 1.
(See Figure 3)
Figure 3: Market Street Growth Account Allocation

Additionally, we have augmented our use of active management in Market Street’s U.S. Equity Fund.
We recently added a tax managed account run by Aperio, one of the leaders in tax efficient investing.
Aperio will manage a portfolio mimicking a large cap U.S. index, but harvest any unrealized losses that
accumulate along the way. This harvesting of losses can be used to offset any realized gains that any of
our active managers may incur, further improving the tax efficiency of our U.S. Equity Fund. To fund
Aperio, we eliminated two (Earnest Partners and Iridian) of our six active managers, focusing our active
management on the managers we believe can deliver more outsized outperformance. Although not the
primary reason for hiring Aperio, one nice side benefit is that their fees are low, which will help reduce
the overall expense ratio of the U.S. Equity Fund.
It has been an exceptional run these last twelve months, with many equity markets closing in on 20+%
returns. This performance follows a previously weak two year period, demonstrating how hard it is to
time markets. Given this volatility in returns, we continue to stress sticking to your long-term plan and
staying diversified.
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Please visit our website, www.MarketStreetTrust.com for additional information on the funds and any investment fund updates.
As always, please feel free to contact us if you have any questions about the investment program or your personal portfolio.
80 E. Market Street, Suite 300 ǀ Corning, New York 14830 ǀ 607.962.6876 phone ǀ 607.962.6709 fax
499 Park Avenue, 26th Floor ǀ New York, New York 10022 ǀ 212.400.9070 phone ǀ 607.962.6709 fax
www.MarketStreetTrust.com

Michael R. Eisner CFA®
Chief Investment Officer

Robert J. White CFA®, CFP®
Director of Investments

Ross Miller CFA®
Senior Investment Analyst

Amy R. Sydlansky
Senior Investment Associate

Maxwell Burke
Investment Associate

This presentation has been prepared by Market Street Trust Company. The views expressed herein represent opinions of Market Street and are presented for informational purposes only. They are not intended to be a
recommendation or investment advice and do not take into account the individual financial circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking statements. Forward looking statements are not facts but reflect current thinking regarding future events or results. These forward statements are
subject to risks that may result in actual results being materially different from current expectations.
Past performance (before and after taxes) does not guarantee future performance. There is no assurance that Market Street Trust Company funds will achieve their investment objectives, or that they will or are likely to achieve
results comparable to those shown herein, or will make any profit, or will be able to avoid incurring losses. Exposure to foreign currencies may cause additional fluctuation in the value of any investment. Each investor must
assess the suitability of an investment, one’s tolerance for risk and the impact on one’s diversification strategy. This presentation does not constitute an invitation to buy or an offer to sell securities, or any other products or
services.
This is intended as general information only. Investors in these funds may be required to meet certain criteria under the securities laws in order to qualify. Any discussion of U.S. tax matters is not intended and cannot be used
or relied upon for the purpose of avoiding U.S. tax-related penalties.
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