
Equity Market Update

World equity indexes finished relatively flat in the first quarter of 2018,
after starting out strong in January. The technology heavy NASDAQ
Composite was the best performing, up 2.6%, as revenue and earnings
growth for technology companies have been and are projected to be very
strong going forward. The concentrated Dow Jones Industrial Average was
the worst performing, down 2.0%, as a few heavily weighted stocks held
back the index. World Small-Cap Indexes were essentially flat.

We believe that investor demand for equities pushed markets up too far
and fast in January, with the S&P 500 moving up 7.5% for the year by
1/26/18. Clearly that pace of advancement was not supported by
corporate earnings fundamentals and not sustainable. The subsequent
pullback has stabilized the market which we view as healthy.

It is important to remember that over the long-run, stock prices move up
with corporate earnings growth, but they do not move up exactly in
tandem. At times stock prices advance faster than earnings and at other
times stock prices lag earnings growth. Corporate earnings fundamentals
are strong and the world economy is in excellent shape. In addition, the
Leading Economic Indicators Index is pointed upward and does not
indicate a recession on the horizon. For these reasons, we remain very
positive on equities.

The one area that we are watching is the trajectory of interest rate hikes.
We have had one 0.25% hike thus far in 2018, and some economists
believe that we will have three more hikes this year. If rates rise too fast,
this could negatively impact equity markets, so we are monitoring this
situation carefully.
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Total Return Performance for the 

Major U.S. and International Stock Market Indexes

Equity Index
YTD

March 31, 2018

United States

Dow Jones Industrial Avg.:  30 Stock Composite -1.96 %

S&P 500 Composite:  U.S. Large Cap -0.76 %

NASDAQ Composite:  Technology Heavy 2.59 %

S&P 600 Small Cap:  U.S. Small Cap 0.55 %

International

MSCI EAFE Large Cap:  

Europe, Asia & Far East Large Cap
-1.58 %

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

0.07 %

MSCI EM Emerging Market:
Emerging Market Countries

1.24 %

Source:  Bloomberg, L.P.

We have just reached the 9th year of the current equity bull market and
investors are beginning to question how much longer it will continue. We
believe that equities are reasonably valued, and if the market grows in line
with corporate earnings going forward, we should continue to enjoy a healthy
equity market.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 2.9% in the fourth quarter,
after posting a solid third quarter reading of 3.2%. Some forecasters are
expecting first quarter 2018 GDP growth to be under 2%, which is well
below recent readings. Due to a variety of reasons, including weather
and measurement peculiarities, first quarter GDP has been weak the last
few years. Therefore, we would not be concerned if the first quarter
2018 reading is weaker than recent reports.

Manufacturing is booming in the U.S. with the first quarter growing at
the fastest rate since 2004. ISM Manufacturing Index readings above 50
signal expansion and the 59.3 figure in March signals continued
strength. Job growth continues as evidenced by a February
unemployment rate of 4.1%, which has held steady at that rate for five
months. Businesses are struggling to find workers to fill vacancies, a
problem that would have been unimaginable even a few years ago.

The housing recovery has been a struggle. New single-family home sales
declined 0.6% in February to a 618,000 annual rate. This was the third
consecutive monthly decline. There are concerns that the reduced
mortgage interest deduction for some high-end homes and the trimming
of state and local tax deductions, including the property tax, will
negatively impact housing. The new tax legislation will increase the cost
of home ownership in high tax areas of the country. Nevertheless,
mortgage payments as a percent of household incomes are currently at
13.4% vs. a 40 year average of 19.3%, indicating that housing remains
affordable. Therefore, we do not believe that the new tax legislation
will have a significant impact on housing. Interest rates and jobs will
remain the key variables affecting the housing market.
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International Economy

The Eurozone is reporting strong ISM Manufacturing Index readings in the mid-
50s, signaling expansion. Eurozone unemployment has dropped to 8.6% and
GDP growth is over 2%. Japan is finally showing stronger economic growth of
over 2% for the past few quarters vs. a 20-year average of only 0.8%.

China continues to report strong GDP growth of approximately 7%, which is
excellent given the size of their economy. We expect the recent trade spat
with the U.S. to ultimately be resolved amicably, which is in both countries’
best interest. We liken the resolution process to be similar to sausage making,
not pleasant to observe, but the end result is very satisfying.

Source:  J.P. Morgan Guide to the Markets (3/31/2018)



U.S. Equity Market Outlook

The equity market decline over the past few months has run the
typical course of a pullback. In war, the infantry men die first, and
the last to perish are the generals. The same is true in equities, with
weaker companies that are growth challenged succumbing first, and
the strongest most vibrant companies declining last. When the
market was climbing in January, it was being supported by large
high-growth companies as weaker companies were already
declining, but this fact was masked in the market averages which
continued to advance. The recent decline in large technology
companies completes the cycle, with all companies succumbing to
the bayonet.

The two major drivers of equity returns are corporate earnings
growth and valuation levels. Recently enacted tax legislation and
strong economic underpinnings point to consensus estimates of
double-digit earnings growth for 2018 and 2019, which is well above
the long-term average of mid-single digits. Encouragingly, after the
recent market pullback, valuations are currently in line with the 25-
year historical average. Therefore, faster than historical earnings
growth coupled with average valuation levels sets the stage for a
healthy equity market. Of course earnings growth must come
through and investors need to be assured that a recession is not
around the corner for equity returns to reflect that growth.

Stocks in sectors that are reporting strong revenue and earnings
growth have performed better than more defensive and interest
rate sensitive sectors such as utilities, REITS and consumer staples
over the past year. We expect this trend to continue as the
economy continues to grow and interest rates move higher. In the
event of an economic slowdown we would expect this to reverse.
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International Equity Market Outlook

The market outlook outside the U.S. is encouraging. After years of
underperformance, in the last two years international developed markets
have performed in line with the U.S., and emerging markets have
performed better than both. This reflects the improving corporate earnings
growth picture in these markets which we expect to continue. Due to
strong equity returns over the past few years, relative valuations in Europe
and emerging markets are now only slightly below their historical averages.
However, there is room for earnings multiple expansion if investors can get
comfortable that the recent uptick in earnings growth is sustainable over
the intermediate term.

Source: J.P. Morgan Guide to the Markets (3/31/2018)



Fixed Income

As expected, the U.S. FOMC voted on March 21, 2018 to raise interest
rates 0.25% to the 1.50% to 1.75% range. The FOMC stated that they are
projecting a total of three 0.25% rate hikes in 2018, while the market
expects potentially four hikes as determined by federal funds futures
contracts. While we agree that a stronger economy warrants higher
interest rates, given the much lower interest rate structure in Europe and
Japan, we believe the FOMC must be careful not to raise rates too
aggressively. Long-term rates are anchored by inflation expectations and
investor demand. With strong demand for U.S. Treasuries due to their
relative attractiveness vs. other developed market fixed income
securities, we believe there is a ceiling on long-term rates in the U.S. If
the FOMC raises short-term rates too aggressively, we could see short-
term rates higher than long-term rates which historically has been a
negative for banks and the economy.

We are beginning to see the long forecasted increase in long-term
interest rates. The 10 Year Treasury rate peaked at 2.95% on 2/21/2018
and has subsequently declined to 2.74% at the end of the first quarter vs.
2.41% at the end of 2017. While the consensus opinion is that long-term
rates will be moving much higher, we believe that this is far from a
foregone conclusion. Inflation growth has recently slowed and strong
demand for long-term debt could work in tandem to keep rates lower
than many expect.

The European Central Bank is continuing to implement monetary stimulus
through their bond-buying program, although they are in the process of
reducing their purchases. Japan continues to target a long-term rate of
zero which is extremely accommodative. Rates in the U.S., while low in
absolute terms, are very generous in comparison to the rest of the
developed world.

Summary

The recent market pullback has some investors nervous. In 2017, the S&P
500 experienced a modest 3% retrenchment, which was the smallest since
1995. The recent 10% pullback seems outsized when in fact it was less than
the long-term average of 13.8%. It is important to remember that
retracements are a normal part of a well functioning market. Low interest
rates, attractive valuations and expected strong corporate earnings growth
make equities even more attractive with the pullback.

Interest rates are rising as expected. While the higher yield will be welcome
to yield starved investors, existing bonds values will be pressured negating
the yield pickup. We continue to see 2018 as a transitional year for fixed
income investors, but the stage will be set for better returns in 2019 and
beyond.

While the media is focusing on trade wars and Facebook issues, we will be
watching inflation, interest rates and corporate earnings growth which will
be the real drivers of the market going forward. We continue to like the
investment set up for 2018. Our view is that the recent market pullback is an
opportunity to buy quality companies at attractive prices in relation to
projected corporate earnings growth which we expect to be excellent for
2018 and 2019. It is difficult, but important, to block out market “noise” that
we are bombarded with daily and remember to focus on the fundamentals
that ultimately drive equity prices.
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