
Equity Market Update

All world equity indexes posted excellent gains in 2017. Emerging
markets were the best performing, up 37%. After several years of
underperformance relative to the U.S., developed international indexes
were up over 25%. In the U.S., the technology and biotechnology heavy
NASDAQ composite index was up just shy of 30%, while the broader
U.S. market was up 22%. The U.S. Small Cap index was up 13% in
2017, pausing slightly after very strong gains in 2016.

We believe that the strength in world equity markets is due to
synchronized worldwide economic growth which in turn is driving
strong corporate earnings growth. This is the first time since the “Great
Recession” of 2007-2009 that almost the entire developed and emerging
world economies have reported growth. Commodity prices have
rebounded, consumer spending has picked up and unemployment is at
generational lows. All of this is present in a low inflation and low
interest rate environment.

With equity markets having moved up strongly in 2017, the questions
that are now being asked are; “where do we go from here” and “has all
the good news been priced in”? It is interesting that these questions have
been raised many times over the last few years and markets continue to
march higher. We believe the reason markets continue to remain
buoyant is due to the fact that there is no slowdown in economic growth
on the near term horizon and economists continue to raise growth
forecasts. This continues to be the most unloved bull market in memory,
as investors by and large have not stampeded into stocks, despite the
strong returns over the past 8 years.
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Total Return Performance for the 

Major U.S. and International Stock Market Indexes

Equity Index
YTD

December 31, 2017

United States

Dow Jones Industrial Avg.:  30 Stock Composite 28.11 %

S&P 500 Composite:  U.S. Large Cap 21.82 %

NASDAQ Composite:  Technology Heavy 29.73 %

S&P 600 Small Cap:  U.S. Small Cap 13.15 %

International

MSCI EAFE Large Cap:  

Europe, Asia & Far East Large Cap
25.69 %

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

33.47 %

MSCI EM Emerging Market:
Emerging Market Countries

37.51 %

Source:  Bloomberg, L.P.

We are mindful that the current bull equity market is not in the early innings
or in the later innings because of strong underlying fundamentals throughout
the world. We remain vigilant, looking for any signs that could derail the
market such as inflation spiking, monetary mistakes or other significant
event(s) that would cause economies to slow and thereby stocks to stall or
reverse course.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 3.2% in the third quarter,
after posting a solid second quarter reading of 3.1%. This is the first
time since 2004, that the U.S. has posted two consecutive quarters of
GDP growth of 3% or greater. We believe that with lower personal
and corporate income taxes the economy is poised to break out into an
era of faster growth, as the current recovery, despite its extended
length, has been subpar versus historical recoveries.

The new U.S. corporate tax rate of 21% is down dramatically from the
previous rate of 35%, and is now identical to the average rate in
Europe. A competitive tax rate along with a more friendly regulatory
environment in the U.S. will increase our competitiveness and lead to
more investment in the U.S., resulting in stronger economic growth.

The lower U.S. corporate tax rate will also lead to higher wages as we
have already seen a number of companies announce wage increases
and bonuses as a result of the new tax law. Higher wages coupled with
lower personal income taxes will stimulate consumer spending and
saving.

The economy is performing well and we expect it to continue to
expand in 2018. ISM Manufacturing Index reports above 50 signal
expansion and the 59.7 reading in December signals continued
strength. In fact, the 2017 average reading of 57.6 is the best in 13
years. Job growth continues to impress with a December
unemployment rate of 4.1%. Some forecasters expect the rate to fall
below 4% in 2018, as the economy continues to pick up steam. Higher
wages are expected to bring people off the sidelines and into the work
force, moving the labor participation rate up even further.
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International Economy

The Eurozone and Japanese economies are strengthening as continued
monetary stimulus begins to bear fruit. However, the recently enacted
lower corporate income tax rate in the U.S. should take away a key
competitive advantage that they have enjoyed for many years. Slower
population growth in Europe and Japan along with a higher regulatory
burden continue to put these regions at a competitive disadvantage vs. the
U.S. Emerging market economies are performing better as rising
commodity prices and a weaker U.S. dollar provide a tail wind to these
economies. China continues to report strong, albeit slowing growth. We
continue to pay close attention to this important economy, as any unforeseen
negative developments could have significant worldwide ramifications.

Source:  J.P. Morgan Guide to the Markets (12/31/2017)



U.S. Equity Market Outlook

The new tax law lowers both corporate and personal taxes which will
increase investment, hiring and spending, all of which are positive for
equities. We believe that the most recent strength in the U.S. Equity
market is a result of the new tax law, as investors bid up equities in
anticipation of these benefits. In addition, S&P 500 earnings in 2018 are
forecasted to get an immediate lift, rising 5%-10% above previous
estimates due to the new lower corporate tax rate, making valuations
now seem more reasonable.

We believe that the new tax law is a positive game changer for the U.S.
economy and will be a tail wind for the equity market. U.S. companies
now have an significantly increased incentive to invest. We liken the
new tax plan to the stimulative impact from the 1986 tax law changes in
that it will unleash the capabilities of our economy that have been
weighed down by an uncompetitive tax code relative to other countries
which have had much lower tax rates for decades.

A significant number of U.S. companies pay the highest U.S. statutory
tax rate, as any earnings that originate in the U.S. pay the U.S. tax rate.
This includes retailers, banks and telecommunications companies to
name a few. This tax relief will be meaningful and improve many U.S.
companies earnings outlook, especially smaller companies which
typically conduct most of their business in the U.S. It is important to
remember that this significantly lower tax rate is permanent, which will
significantly improve ongoing corporate profitability.

In summary, the outlook for corporate profit growth in 2018 and beyond
is excellent. We continue to see the U.S. equity market as being well
positioned to benefit from this improving picture.
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International Equity Market Outlook

Corporate earnings growth in Europe, Japan and many emerging
market countries have lagged that of the U.S. for many years, as
their economies have not recovered as quickly, explaining their weak
equity markets. That changed in 2017, as corporate profit growth in
international and emerging markets began to accelerate, explaining
strong international market performance in 2017. Given the fact
that many of the world’s major indexes have lagged the U.S. over
the past 5 years, there is certainly room for continued gains outside
the U.S. We expect this trend to continue as Europe continues to
recover and developing markets continue to march ahead.

Source: J.P. Morgan Guide to the Markets (12/31/2017)



Fixed Income

As expected, the U.S. FOMC voted on December 13, 2017 to raise
interest rates 0.25% to the 1.25% to 1.50% range. While the decision
was not unanimous, there was broad support as it passed by a 7-2
margin. The FOMC stated that they are projecting three rate hikes in
2018, while the market expects only two as determined by federal funds
futures contracts. It will all depend on how well the economy performs
and whether long dormant inflation picks up.

In November, President Trump nominated Jerome H. Powell to chair
the Federal Reserve, replacing Janet Yellen. He is expected to stay the
course with the current policy of gradual tightening. Interestingly,
unlike recent Fed governors, his background is not in economics but
law. Mr. Powell is expected to advocate a lighter regulatory touch with
banks and financial institutions vs. Ms. Yellen, which we would expect
to be a positive for the banks as well as the general economy as lending
will likely increase. Mr. Powell is well respected and appears to be an
excellent choice.

The long forecasted increase in long-term interest rates did not
materialize in 2017, as the 10 Year Treasury note ended the year at
2.41% vs. 2.44% at the end of 2016. There are a number of elements
that impact long-term interest rates making forecasting difficult. While
we do not know whether the 10 Year note will hit 3.0% in 2018 as has
been forecasted for years, it does appear likely that we will not test prior
lows as the bias for rates is up.

The European and Japanese Central Banks are continuing to
implement monetary stimulus through their bond-buying program. We
expect no major changes in policy over the coming year, although we
expect Europe to end their program before Japan.

Summary

We believe that the key for 2018 is to avoid distractions and focus on what
is really important such as the new tax law. It is a game changer and will
likely invigorate the U.S. economy more than most people expect.
Companies have announced bonuses, pay raises as well as increased
investment as a direct result of this legislation. We believe that it could
increase GDP growth by 1% which is significant for an economy the size of
the U.S. If this were to occur, increased tax revenues from higher growth
would easily exceed the $1.5 trillion in cuts, similar to what we saw as a
result of the 1986 tax cuts.

Short-term interest rates are expected to continue to rise in 2018, which will
continue the rate normalization process. We expect fixed income returns to
be subdued but respectable as we do not expect any interest rate shocks
occurring barring an unforeseen spike in inflation, which we would identify
as probably the biggest risk to be aware of as we enter 2018. Inflation has
been subdued for many years and with wage growth picking up it appears
there may be inflationary pressures building.

We like the investment set up as we enter 2018. Economic expansions do
not die of old age. They are typically due to unexpected shocks or
monetary policy mistakes that are difficult to impossible to forecast in
advance. It is always wise to remind yourself that even healthy equity
markets typically pullback 10% once per year, despite the lack of such a
pullback in 2017.

We wish you a happy, healthy and prosperous new year.
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