
Equity Market Update

World equity indexes continue to march upwards with strong third
quarter returns leading to indexes posting very strong gains in 2017.
After several years of underperformance, emerging markets are the best
performing in 2017, up 28%. Due to strengthening economies in Europe
and Asia, developed international indexes are up over 20%. In the U.S.,
the technology and biotechnology heavy NASDAQ composite index is
up 21%, while the broader U.S. market is up 14%. After strong gains in
2016, the U.S. Small Cap index is up a respectable 9% in 2017. The
initial tax reform proposal which was just released lowers U.S. corporate
tax rates, helping the U.S. small-cap index rebound recently.

We believe that equity market strength continues to surprise due to a
pick-up in worldwide economic growth. All of the ingredients for a
healthy business environment remain in place. Commodity prices are up,
inflation remains subdued and interest rates are still very low versus
historical levels. Elections in Europe, while contentious, have not
dramatically changed the status quo in Europe, easing concerns of
economic growth being negatively impacted.

It is important to remember that before 2017, international markets
performed very poorly over the previous five years. This was due to
weak corporate earnings growth and a strong U.S. dollar resulting in
smaller gains for U.S. based investors as these international returns were
converted to U.S dollars. The U.S. dollar has weakened considerably in
2017 vs. the Euro, and earnings growth in Europe has picked up
dramatically after years of very modest growth, leading to the strong
gains in 2017.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

September 30, 2017

United States

Dow Jones Industrial Avg.:  30 Stock Composite 15.45 %

S&P 500 Composite:  U.S. Large Cap 14.24 %

NASDAQ Composite:  Technology Heavy 21.73 %

S&P 600 Small Cap:  U.S. Small Cap 8.90 %

International

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

20.47 %

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

25.81 %

MSCI EM Emerging Market:
Emerging Market Countries

28.08 %

Source:  Bloomberg, L.P.

As Yogi Berra once purportedly said, “it is tough to make predictions,
especially about the future.” While short-term forecasts are impossible to
make, over the long-term, markets go up along with corporate earnings
growth. Educated investors focus on this metric, while the media is focused
solely on valuations. We believe that strong earnings growth coupled with
reasonable valuations provides a solid backdrop for equities going forward.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 3.1% in the second quarter,
a sharp acceleration from the first quarter reading of 1.2%, and is the
strongest growth since the first quarter of 2015. The question is how
to sustain 3% growth as quarterly readings the past few years have
generally been in the 1-2% range. While health care reform has been
front and center the past six months, lowering corporate and personal
taxes would have a significantly greater impact on the U.S. economy.
The U.S. has one of the highest corporate tax rates in the world,
making U.S. businesses less competitive. A lower U.S. corporate tax
rate would encourage capital to flow into the U.S. creating investment
and jobs.

We believe that the economy is in excellent shape and is poised to
improve further, especially with tax reform. ISM Manufacturing
Index reports above 50 signal expansion and the 60.8 reading in
September was the highest since May 2004. Job growth continues to
be strong with a September unemployment rate of 4.2%, which is well
below what anyone would have forecast five years ago. Wage growth
is beginning to pick up as the pool of available labor shrinks.

Retail sales and new home construction have shown moderate growth
in 2017, with no excesses detected. Automobile sales growth has
leveled off recently, which is to be expected after many years of strong
growth. However, a short term spike is expected due to auto losses
suffered from recent hurricanes. Housing price gains have moderated
after several years of strong gains and new home construction is still
below what most economists feel is needed to replace old housing stock
and new family formation. While the consensus opinion is trying to
forecast the next slowdown, we feel that a strong case can be made that
the economy is poised to accelerate further.
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International Economy

The Eurozone economy continues to surprise to the upside. Recent
elections in France and Germany have been neutral to positive for business
and fears of disruption have eased. Nevertheless, we continue to pay close
attention to economic developments in Europe which is still structurally
disadvantaged vs. the U.S. due to strict labor laws and little population
growth. Lower corporate taxes is a key competitive advantage vs. the U.S.
which could go away if tax reform passes in the U.S. The other region
deserving close attention is China as they transition from a slowing
manufacturing based economy to one that is more consumer oriented. We
do not, however, believe that China will experience a “hard landing” as the
government has many levers to pull to keep their economy growing.

Source:  U.S. Bureau of Economic Analysis (9/28/2017)

http://fred.stlouisfed.org/graph/?g=eJmK
http://fred.stlouisfed.org/graph/?g=eJmK


U.S. Equity Market Outlook

With the U.S. Equity market at an all-time high, now is a good time to
reflect on where the U.S. market has come from since the last recession
in 2008, to better forecast where we might be heading. Unemployment
peaked at 10.0% in 2009, causing the FOMC to resort to unprecedented
stimulus measures. Corporate valuations were very low in 2009, even
on severely depressed earnings. The best time to purchase stocks is
when they are on sale, which was certainly the case in 2008-2009.

While one could debate the attractiveness of the U.S. equity market
today, we believe that in general the market is reasonably valued, but
certainly not on sale. Warren Buffet recently forecast that the Dow
Jones Industrial Average will hit 1 million within 100 years versus
approximately 22,500 today. While seemingly outlandish, this only
represents compound growth of less than 4%. Looking back 100 years
ago to 9/30/1917, the Dow was at 83 vs. 22,500 today, which represents
compound growth of slightly less than 6% over the past 100 years.

None of us will be around in 100 years, but the lesson is that over time
the U.S. economy grows and the compounding of this growth is what
generates long-term wealth. While there will certainly be periods of
economic weakness and wars, none of this should distract the investor
from focusing on the long-term. It has never been a good bet to bet
against the U.S. economy and today is no different.

International Equity Market Outlook

Most market forecasters over the past few years have been calling for
international equity markets to begin to perform better. While that day
was slow in arriving, it has finally come. International equities were
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reasonably priced during the years of underperformance, but
earnings were stagnant which caused investors to wait for an
earnings growth confirmation which they now have. We believe the
stage is set for international markets to continue to perform well,
although currency swings could impact performance over the near-
term.

Emerging markets stocks have meaningfully trailed both the U.S.
and international developed markets for the 5 years ending 12/31/16.
We have seen a sharp reversal in 2017. Commodities are a smaller
portion of emerging market indexes and technology has become a
larger component, with companies like Samsung and Alibaba
becoming larger components of the index. In addition, the growth of
the consumer class will be a multi-year growth story.

Source: J.P. Morgan Guide to the Markets (10/2/2017)



Fixed Income

The U.S. FOMC voted on September 20, 2017 to keep interest rates in
the 1.00% to 1.25% range. However, the FOMC stated that they are
projecting one more rate hike in 2017, which will likely be in December,
and three hikes in 2018. In response to this, the 10 year U.S. treasury
note has rebounded from a low of 2.04% in early September to 2.33% at
the end of the month, as investors begin to gain confidence that inflation
will pick up and the FOMC will follow through on their promise to
raise rates. Interestingly, the FOMC consensus projection is that rates
will top out at around 2.875% in 2020, which is below what they
forecast one year ago. This is well below prior tightening cycles.

The FOMC did state that in October they would begin to shrink their
$4.5 trillion balance sheet by $10 billion per month. Recall that the
balance sheet grew during the financial crisis as they purchased treasury
and mortgage securities to keep interest rates down. The best analogy
we have heard to describe the tightening process is that the economy
will now only have two desserts instead of three. For this reason, most
economists do not expect the process to be disruptive to the economy or
interest rates.

The European Central Bank is continuing to implement an
accommodative monetary policy through their bond-buying program.
However, as their economy picks up, it is becoming apparent that the
current policy will be ending in the near future, likely sometime in 2018.

Japan is specifically targeting a 10 year government interest rate of zero
as they continue to attempt to stimulate their economy. There is wide
debate on how effective this will be as many of their economic problems
are structural in nature related to a lack of population growth and an
aging workforce.

Summary

Recent hurricanes will hamper economic growth in the near-term, but
looking beyond this, we remain positive on the U.S. economy. While tax
reform passage is highly uncertain, a tax code that encourages investment
would be a shot in the arm to our economy. A number of CEO’s have
stated that they plan to increase investment if tax reform is passed. We are
hopeful that a consensus can be reached with passage by the end of 2017.

U.S. equity markets have been buoyant the past five years, but it is
important to remember that this is following two significant market
corrections. The S&P 500 Index was essentially flat from the end of 1999
to the end of 2010, rising a total of 4.6%. A difficult decade indeed. We
view the recent market strength as a long overdue reversion to the mean,
and continue to believe that the market is reasonably valued, and
potentially undervalued in the event that tax reform is passed.

International markets prior to 2017 were in a funk. Economic growth is
generally picking up and investors are taking notice. We are becoming
more positive on Europe and Japan, and anxiously wait for growth to
accelerate further. Emerging markets have diversified significantly over the
past decade and are no longer simply commodity plays. We expect these
economies and markets to continue to show outsized growth.

Despite unsettling world events, the world is moving toward capitalism in
different forms. Not only does this create wealth and improve people's
standards of living, but also provides the foundation for a strong worldwide
equity market.

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
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accurate any of the said information. Securities are identified for illustrative purposes only. This should not be
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