
Equity Market Update

World equity indexes generally posted strong returns in the first quarter
of 2017. Markets are already up to levels many market forecasters
predicted for the end of the year. International indexes posted especially
strong results. The best performing major market index was the
Emerging Markets index which was up 11%, while the technology and
biotechnology heavy NASDAQ composite index was up 10%. After
strong gains in 2016, the U.S. Small Cap index is up only modestly in
2017.

The current talk in media circles is that the failure to reform the
Affordable Care Act signifies that little will get done legislatively and the
market has already priced in tax reform and an infrastructure spending
bill. The logic follows that failure to pass legislation in these areas will
then result in a market correction. While we believe progress in these
areas would be beneficial, we do not subscribe to the theory that a
healthy equity market going forward is predicated on passage of
legislation. The U.S. is a large complex economy that is likened to a
super tanker ship that is hard to turn on a dime. The general direction of
the economy is on a good path currently, and a nudge in a better
direction from accommodative legislation would be welcome, but lack of
passage will not suddenly submerge the ship.

We believe that the U.S. equity market is healthy. Valuations are
reasonable and we expect corporate earnings growth to pick up in 2017.
While interest rates are moving higher, monetary policy is still very
accommodative. Most economic indicators are trending positively, and
there is a low probability of an economic slowdown in the near future.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

March 31, 2017

United States

Dow Jones Industrial Avg.:  30 Stock Composite 5.19 %

S&P 500 Composite:  U.S. Large Cap 6.07 %

NASDAQ Composite:  Technology Heavy 10.13 %

S&P 600 Small Cap:  U.S. Small Cap 1.05 %

International

MSCI EAFE Large Cap:  
Europe, Asia & Far East Large Cap

7.39 %

MSCI EAFE Small Cap:
Europe, Asia & Far East Small Cap

8.07 %

MSCI EM Emerging Market:
Emerging Market Countries

11.45 %

Source:  Bloomberg, L.P.

Developed international equity markets have recorded solid gains in 2017,
after several years of underperformance relative to the U.S. Earnings
growth in international markets has significantly lagged that of the U.S.,
largely explaining the years of underperformance. We believe that the
market anticipates international earnings growth improving, explaining the
upward move in the first quarter of 2017.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 2.1% in the fourth quarter,
an anticipated slowdown from the torrid third quarter reading of 3.5%.
GDP growth since the 2007-2008 recession has been below 2%. There is
a debate among economists over whether the U.S. is capable of sustained
GDP growth of over 2% given our relatively mature economy and aging
society.

Population growth and productivity gains are the primary inputs for
economic growth. As we are now at or near full employment we expect
productivity growth to pick up. Capital spending, which has been
restrained, is expected to pick up which would improve productivity
going forward. The new administration is implementing an easing of
regulatory burdens which will also benefit productivity. While President
Trump has made it clear that he wants illegal immigration to end, we still
have a large number of legal immigrants in the U.S. which will continue
to be beneficial to our economy.

Most economic measures continue to show improvement. Retail sales in
February were up 5.7% vs. the previous year. Employment continues to
improve and consumer confidence is at the highest level since 2000,
reflecting an improving job situation, low inflation and favorable interest
rates. Housing continues to improve steadily and builder sentiment is on
the rise. There are very few clouds on the horizon as most measures are
improving.

U.K. Leaving the European Union

The U.K. recently triggered Article 50 of the Lisbon Treaty, signifying
their official exit from the European Union. While many have opined on
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what the impact this move will have on the U.K. and European economies,
we believe that the actual impact will not be significant. Both parties need
each other and while the negotiations on the actual exit terms will be lively,
the resulting settlement will likely be mutually beneficial.

International Economy

We expect the Eurozone economy to continue to improve. Nevertheless,
given the structural impediments to growth we still believe that the long-term
growth prospects in Europe to be below that of the U.S. The same holds
true for Japan due to their aging society and lack of population growth.
Emerging market economies have proven resilient and are poised for growth
to accelerate given the rise in commodity prices and the slight weakening of
the U.S. dollar.

Source:  dshort.com (3/29/2017)



U.S. Equity Market Outlook

With equity markets up in 2017, some investment strategists have
brought up the possibility that we are approaching the end of the
current bull market that began in 2009. We believe that simply looking
at the duration of the market advance is too simplistic. The stock
market was very oversold in early 2009, and company valuation levels
were at generationally low levels. The market advance over the past 8
years has resulted from strong corporate earnings growth and a return
to valuation levels in line with the long-term average.

We believe that the U.S. equity market is generally fairly valued
currently. By this we mean that it is in an acceptable band around the
long-term average. The 1929 stock crash and the 2000 tech bubble are
two obvious examples of speculative excess. We are certainly not in a
period of speculative excess at this time, just slightly higher valued than
the long-term average. We urge investors to tune out media reports
about an overvalued market that are designed not to inform but to scare
investors into making investment mistakes.

Of course it is always important to remember that markets do not
always go straight up and market pullbacks of 10% are not uncommon.
The current market expansion since early 2009 has been unusual in that
there have only been a few meaningful pullbacks. We view pullbacks as
healthy as they bring new investors into the market, provide buying
opportunities and protect the market from becoming overheated.

International Equity Market Outlook

International equities outperformed the U.S. thus far in 2017, after
lagging significantly over the past four years. We believe that
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international market strength is due to a pick-up in economic growth
in Europe and a fading concern over the election of anti-EU
politicians. However, growth in Europe is still very tepid. Also, the
spring elections in Europe could still bring a surprise, so we are
monitoring the situation in Europe very carefully.

The recent weakening of the U.S. dollar, after a multi-year
strengthening, has helped emerging market equities due to reduced
capital flight. Also, they have enjoyed reduced costs of U.S. dollar
denominated debt. Recoveries in commodity prices have helped as
many emerging market countries are still very dependent on strong
price levels. We are seeing more emerging market countries
diversifying away from commodities which provides a better
foundation for long-term market performance. While emerging
markets with more fragile economies are always more subject to
economic shocks than developed markets, the long-term prospects
remain quite favorable.

Source: bespoke.com (March 28, 2017)



Fixed Income

As expected, the U.S. FOMC voted on March 15, 2017 to raise interest
rates by 0.25% to a range of 0.75% to 1.00%. Economic growth is
picking up and inflation is on the rise. Minutes from the FOMC
meeting suggests that they continue to expect two more 0.25% rate
hikes in 2017. This would put rates at 1.50%, which is still below
inflation levels and very accommodative to economic growth.

Interest rates remain volatile with the ten-year U.S. Treasury rate rising
from 2.45% at the end of December 2016, to 2.63% in mid-March
before falling back to 2.39% on March 31st. While the FOMC policy
actions directly impact short-term interest rates, longer term rates are
moved by inflation expectations and competing yields in other world
markets. It is unclear if inflation is about to accelerate or if we are
nearing the end of recent inflationary pressures. Interest rates in the
U.S. remain well above the rates of other developed countries, keeping
a lid on longer-term rates. The FOMC is currently discussing the
shrinking of their balance sheet which could impact longer-term rates,
although we expect the unwinding to be orderly.

With economic growth in Europe picking up, the European Central
Bank will be scrutinized over the wisdom of their accommodative policy
stance through their bond-buying program which was is set to expire at
the end of 2017. There is a growing concern among economists that
keeping interest rates near zero along with the bond-buying program is
ineffective. This is evident in Japan which has had near zero interest
rates for many years with little impact on increasing economic growth.
Monetary policies can only go so far and accommodative fiscal policies
are often needed to stimulate economic growth.

We still favor holding shorter maturity bonds, as we do not believe
investors are being adequately compensated for maturity risk in longer
maturity bonds. We also recommend bank loans and high yield bonds for
investors looking for more yield. Bank loans are an attractive fixed income
asset class in a strong economic environment with rising interest rates as
rates are adjustable. High-yield bonds generally perform well in an
improving economy as defaults are generally low.

Summary

We continue to believe that conditions are positive for equities. Economic
growth throughout the world is beginning to pick up, and we expect
interest rate policies by the worlds central banks to remain accommodative.
Elections in Europe this year will be watched closely to determine the
stability of the EU going forward. China’s economy continues to bear
watching as they transition to a more consumer based economy, versus a
more manufacturing based system. It will likely be an uneven transition,
but ultimately we expect China to continue their expansion.

Domestically, we believe that our economy will continue to improve despite
the continued dysfunction in Washington. We remain hopeful that some
form of tax relief legislation is passed in 2017, as we believe this will
ultimately be more beneficial to the economy than the failed efforts to
reform the Affordable Care Act. Reasonable economic growth, an
improving job situation along with accommodative monetary policies
should provide the backdrop for a healthy equity market going forward.
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