
Equity Market Update

World equity indexes have recorded excellent returns through the first
half of 2017. After several years of underperformance, international
markets are the best performing in 2017, with Emerging Markets leading
the way, up 18%. In the U.S., the technology and biotechnology heavy
NASDAQ composite index is up almost 15%, while the broader U.S.
market is up 9%. After strong gains in 2016, the U.S. Small Cap index is
up only modestly in 2017.

For several years many market forecasters have stated that international
stocks were poised to outperform the U.S., but this has not occurred
until recently. We believe that recent strength in international stocks is
due to a recent pick up in corporate earnings growth, which had been
well below that of the U.S. for many years. We are now seeing corporate
earnings growth throughout the world, accounting for the broad based
equity moves in 2017.

We believe that U.S. small and mid-cap equities have not performed as
well as U.S. large-cap equities in 2017, due simply to the fact that they
had performed so well in 2016. Smaller company stocks got a bump in
late 2016 due to prospects for a more “pro-America” agenda. These
stocks are settling into their valuation levels, and are now becoming more
attractive than they were at the end of 2016.

Despite the strong move in 2017, we remain optimistic that world equity
markets are reasonably valued. It is important to remember that
valuation levels must not be viewed in a vacuum, but must be looked at
in relation to earnings growth. We are seeing an acceleration in
corporate earnings growth, which is expected to continue this year and
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

June 30, 2017

United States

Dow Jones Industrial Avg.:  30 Stock Composite 9.35 %

S&P 500 Composite:  U.S. Large Cap 9.34 %

NASDAQ Composite:  Technology Heavy 14.76 %

S&P 600 Small Cap:  U.S. Small Cap 2.78 %

International

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

14.22 %

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

17.00 %

MSCI EM Emerging Market:
Emerging Market Countries

18.55 %

Source:  Bloomberg, L.P.

into 2018. While interest rates are rising, which generally depresses earnings
multiples, we are coming off unusually low rates. In addition, even the most
bearish forecasts do not project interest rates rising to levels that were
common prior to the financial crisis. Therefore, we believe that earnings
multiples that are slightly above the long-term average are not a cause for
concern. The most important data points to monitor are economic and
corporate earnings growth, which currently are pointing up.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 1.4% in the first quarter, a
deceleration from the fourth quarter reading of 2.1%. Growth has
been tepid since the last recession, and cumulative GDP growth since
the prior peak in the fourth quarter of 2007 is well below other
economic recoveries as noted in the graph to the right. The current
expansion has now reached 97 months making it the second longest,
second only to the 120 month expansion in the 1990’s.

The Leading Economic Indicators Index (LEI) has typically been very
accurate in forecasting economic slowdowns and currently the LEI is
showing no signs of an impending slowdown. Therefore, we continue
to believe that the current expansion has room to go, especially in light
of the sub-par cumulative growth since 2008. However, we are
mindful that expansions do eventually end, and we are certainly closer
to the end than the beginning.

ISM Manufacturing Index reports above 50 signal expansion and the
57.8 reading in June was the highest in almost three years. Most
industries are reporting growth, and new orders readings are also
strong. The service economy, as represented by the ISM Non-
Manufacturing Index, is also healthy as evidenced by the June reading
of 57.4, representing 90 straight months of expansion.

While the housing market continues to improve, housing starts are still
below the long-term average. Capital goods orders are below trend
indicating that there is little concern of over-investment. Even the
strong jobs market with record low unemployment has not caused
significant wage growth pressure. These and other economic
indicators provide comfort that the economy is on good footing and
excesses are not present.
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International Economy

The Eurozone economy is beginning to awaken. While an unemployment
rate of 9.3% is still very high, it is down from the peak of 12.1%. Credit
demand is picking up and consumer spending is growing. This is heartening
and we will look for further confirmation of this economic rebound.

While long-term prospects for emerging markets are solid, the growth path
has been uneven. Brazil is stuck in a recession and growth in China, while
strong in absolute terms, continues to disappoint. Indications are that we
are nearing an inflection point as consumer spending is improving in many
emerging market countries and their currencies are stabilizing.

Source:  J.P. Morgan Guide to the Markets (7/5/2017)



U.S. Equity Market Outlook

We remain positive on the U.S. equity market. While general market
valuations are slightly above the long-term average, corporate earnings
growth is accelerating, justifying the premium. While there are
companies that are highly valued, we are finding a large number of
companies and industries that are very reasonably valued. For example,
the financials and consumer discretionary sectors have a number of
companies that have solid prospects and are attractively valued.

Generally speaking, the larger companies which dominate the
benchmark indexes are trading at higher valuation levels, distorting the
market average. Most of these large companies are demonstrating
strong revenue and earnings growth, explaining why investors are
willing to pay a higher price for their shares. While there are isolated
instances of excessive valuations, we believe that the market is rational
and healthy.

We are somewhat surprised that we have not had a normal healthy
market pullback in 2017. Volatility is low and investors continue to buy
the dip, supporting the market on minor declines. We view this
positively as it demonstrates investors optimism over economic and
corporate growth prospects.

International Equity Market Outlook

After a strong start to 2017, International equities continued to perform
well in the second quarter. While the media continues to focus on
valuation, the recent price improvement is due to unexpectedly strong
earnings growth in Europe and Japan, not simply because the stocks are
inexpensive. They have been attractively priced for years but that has
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not been an impetus for people to invest. In fact, until recently there
have been significant outflows out of international equities.

Stocks rise when company fundamentals improve which we are
beginning to see in international markets. This is important to
remember when the focus is on elections and other tangential events
which generally are not as important as the media suggests.
Developed countries have stable governments that recognize the
importance of strong growing corporations to the health of their
economies, despite the rhetoric. As growth continues to improve we
expect that equity prices will follow.

Until recently, equities in Emerging Markets have posted poor
returns as growth has generally slowed and their currencies have
been under pressure. This trend is changing and investors have
recognized this and put money to work. We are encouraged by
recent developments and expect the trend to continue as Emerging
Markets are well positioned for long-term growth.

Source: J.P. Morgan Guide to the Markets (7/5/2017)



Fixed Income

The U.S. FOMC voted on June 14, 2017 to raise interest rates by
0.25% to a range of 1.00% to 1.25%. While the next meeting is in late
July, most forecasters do not expect a rate hike in July, but at a meeting
later in the year. The FOMC continues to project one more rate hike in
2017, and three hikes in 2018. The futures market is pricing in fewer
hikes in 2018, as the FOMC over the past several years has increased
interest rates at a slower pace than their projections. However, we
believe that the FOMC is serious about removing accommodation and
will likely follow through on their 2018 rate hike plans, barring any
unforeseen negative events.

June FOMC meeting minutes gave a glimpse on how they plan to
shrink the size of their $4.5 trillion balance sheet which grew during the
financial crisis as they purchased treasury and mortgage securities to
keep interest rates down. While a consensus was not reached, it
appears that they will begin the process in the third or fourth quarter of
2017. They will begin by allowing $10 billion of securities to roll off the
balance sheet each month, rising over time to $50 billion per month.
Given the FOMC’s transparency and planned slow implementation, we
do not believe this will negatively impact credit markets, and expect a
smooth and seamless process.

Recent indications are that the European Central Bank is coming closer
to ending their accommodative monetary policy stance through their
bond-buying program, as economic growth is improving and inflation
begins to pick up. We believe that the process will likely begin in 2018,
by ending the bond purchases, followed by interest rate hikes. Policy
makers will be concerned that moving too quickly could derail the
economic recovery, and will likely move at a very slow and measured
pace. Prospects of this accommodation unwinding has caused the Euro
to appreciate against the U.S. dollar over the past few months.

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

Markets have performed better thus far in 2017 than even the most
optimistic forecasts. Corporate earnings growth is picking up throughout
the world as economies pick up steam, causing the market reaction. We are
currently experiencing the best nominal world growth since 2011, as most
countries are experiencing economic growth. We expect this trend to
continue as conditions are favorable for growth including low interest rates
and inflation.

It is easy to forget that over time the natural state of economies is to grow.
The path of least resistance is growth, not contraction. People want to have
better lives which leads to consumption and thereby economic growth.
There will be times of economic stress and contraction, but they are
generally brief. It is important not to lose sight of this fact as investors are
constantly bombarded with negative news causing them anxiety as it sells
better than positive news. Rest assured, there are plenty of positive
developments throughout the world which bode well for investors.

This newsletter contains material received from outside sources. We consider it reliable as of the date herein.
However, Vestor Capital makes no representation as to the completeness or accuracy of data received from outside
sources, and no duty is hereby assumed to update or in any other way to make current and/or complete and/or
accurate any of the said information. Securities are identified for illustrative purposes only. This should not be
construed as a recommendation to purchase or sell any securities. © 2017 Vestor Capital, LLC.
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