
Equity Market Update

World equity indexes are mixed through the first half of 2018, with the
U.S. outperforming International. The technology heavy NASDAQ
Composite was the best performing, up 9.4%, due to the strong
performance of several large technology companies. U.S. small-cap stocks
have performed well because international sales comprise a smaller mix of
their overall sales thus somewhat insulating them from a possible trade
war. The concentrated Dow Jones Industrial Average was down slightly, as
a few weak performing consumer staples and industrials stocks held back
the index. World indexes are down due to slowing economic growth, a
strengthening U.S. dollar along with rising interest rates in the U.S.

After a brief period of outperformance in 2017, international equities have
reverted to underperforming the U.S. in 2018. The U.S. economy
continues to be the best performing major developed economy in the
world, and investors recognize this. Despite concerns over a possible
trade war negatively impacting the U.S. economy, and specifically the U.S.
consumer, the U.S. equity market has been able to largely shrug this off.
However, China’s equity market has sold off sharply in June as China is
heavily dependent on U.S. exports.

The market correction that pundits have been forecasting for the last
several years is now predicted to be in 2020. It seems that every year it is
pushed forward a year or two. Corporate profits, over the long-run, move
markets and they continue to rise, which is bullish. Profit growth in 2019
is expected to be 20%, and then “slow” to 10% in 2020, as the initial
benefit from the corporate tax cut anniversaries. Consumer sentiment is
healthy and businesses are performing well, both of which are good for
equities.
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Total Return Performance for the 

Major U.S. and International Stock Market Indexes

Equity Index
YTD

June 30, 2018

United States

Dow Jones Industrial Avg.:  30 Stock Composite -0.73 %

S&P 500 Composite:  U.S. Large Cap 2.65 %

NASDAQ Composite:  Technology Heavy 9.38 %

S&P 600 Small Cap:  U.S. Small Cap 9.37 %

International

MSCI EAFE Large Cap:  

Europe, Asia & Far East Large Cap
-2.40 %

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

-1.08 %

MSCI EM Emerging Market:
Emerging Market Countries

-6.60 %

Source:  Bloomberg, L.P.

The equity market continues to be discerning. Companies that demonstrate
improving profitability are being rewarded with a higher stock price, and
those whose growth is slowing or contracting are not performing as well, as
you would expect in a healthy market. With a few exceptions, companies are
fairly valued and the overall market valuation is in line with the long-term
average. We believe that when uncertainty over the trade policy subsides the
market is poised to move higher as investors get back to focusing on
fundamentals, which are excellent.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 2.0% in the first quarter, after
posting a strong fourth quarter reading of 2.9%. Forecasters are
expecting second quarter 2018 GDP growth to be over 3%, as the
economy picks up steam from the recent tax cuts.

Manufacturing continues to strengthen in the U.S. ISM Manufacturing
Index readings above 50 signal expansion and the 60.2 figure in June
signals continued strength. Job growth is strong as evidenced by a May
unemployment rate of 3.8%, which is down 1.0% since January 2017,
and is at the lowest rate since April 2000.

The best indicator of the direction of the economy is the Leading
Economic Index (LEI). It has historically begun to trend down before an
economic recession. The current LEI reading is strengthening, and is not
signaling a recession on the horizon. The Coincident Economic Index
(CEI) measures current business activity and continues to steadily
advance, highlighting the healthy state of the U.S. economy.

The housing market continues its recovery, with May new home sales up
6.7% to a 689,000 annual rate which was above estimates, and at their
second highest level since 2007. Existing home sales declined 0.4% in
May to a 5.43 million annual rate, which is the third consecutive decline.
Existing home sales have been held back due to a lack of supply.
Inventories have declined for 36 straight months and the months’ supply
of existing homes is at very low levels, which are both positive for future
housing sales. We continue to believe that there is pent up demand for
housing and particularly, new housing. Shortage of workers continues to
be a problem in the new home construction industry.
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International Economy

There is a growing concern that the Eurozone, after reporting strengthening
economic growth in 2017, is currently experiencing a slowdown. While it is
still too early to call recent weak economic reports a slowdown, investors are
rightly concerned as Europe has reported tepid growth since 2009, and it
would be extremely disappointing if 2017 strength cannot be maintained. We
will be closely monitoring second quarter reports to better discern the
direction of European economies.

Most emerging market economies are reporting solid growth, but there has
been some concern that a strengthening U.S. dollar and higher interest rates
may begin to negatively impact those economies. This is due to the fact that
much of their debt is denominated in U.S. dollars which makes repayment
more costly.

Source:  The Conference Board (6/21/2018)



U.S. Equity Market Outlook

While the U.S. equity market has declined from it’s January peak, it
has generally performed better than most major world equity
markets in 2018, despite concerns over economic impacts from
possible tariffs. We believe this is due to the robust earnings growth
we are experiencing in the U.S. and the prospect of this continuing
for the foreseeable future. Companies in the U.S. have been
reporting higher levels of profitability as the drive to improve
efficiency is a bedrock principle in most U.S. companies. An
additional sweetener is the corporate tax cut which not only
improves profitability, but also competitiveness with companies
domiciled overseas that have enjoyed lower tax rates for many
years. All of these factors are bullish for the U.S. market.

The business cycle in the U.S. has become less volatile as our
economy has grown in absolute size. The U.S. economy is like a
supertanker that is difficult to move off course, barring any market
excesses or government policy mistakes that have historically
thrown a wrench in the market. We do not see excesses at this time
as our banking system is sound, housing is stable and most company
valuations are reasonable.

The one issue that keeps us concerned is the tariff dispute. While
there are instances where the U.S. is being taken advantage of that
should be addressed, free trade is beneficial to all parties and any
actions that restrict trade negatively impact our economy. We
continue to watch the situation closely and remain optimistic that a
satisfactory resolution to this matter can be negotiated that protects
U.S. interests, while not negatively impacting U.S. businesses or
consumers. In the event that this tariff dispute continues, it could
negatively impact market sentiment.
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International Equity Market Outlook

Markets outside the U.S. have sold off recently amongst a variety of
concerns, with the most notable being slowing global economic growth and
trade disputes. We do not believe that the global growth picture has
changed dramatically as most economies continue to expand and most
economic indicators are positive. However, many world economies are
more fragile than the U.S. and investors have a lower tolerance for
uncertainty. We believe that this is why international equities have
experienced a modest sell-off recently. We continue to believe that
international markets are attractive and would expect markets to settle
once the current trade uncertainty is satisfactorily resolved.

Source: strategasrp.com (7/2/2018)



Fixed Income

As expected, the U.S. FOMC voted on June 13, 2018 to raise interest rates
0.25% between the 1.75% to 2.00% range. The FOMC stated that they
are projecting two more 0.25% rate hikes in 2018, and possibly three
hikes in 2019. Interestingly, Fed Fund futures are currently forecasting
fewer hikes over the coming year, signifying that the market is skeptical
the FOMC will continue raising rates at this pace.

While the FOMC can directly impact short-term rates, which have risen in
2018, long-term rates have not risen as fast because long-term rates are
influenced by a number of factors including inflation expectations and
investor demand for the securities. As of July 3rd, the one-year Treasury
note is yielding about 2.3%, while the 10-year is yielding around 2.9%.
While inflation has been rising, it has only recently reached 2%, and the
FOMC has stated that they are comfortable if inflation slightly exceeds
this level as it has been low for many years. Strong investor demand for
long-term treasuries continues, which is keeping a lid on long-term rates.

Interest rate forecasting is a difficult task, as evidenced by failed forecasts
in recent years. While the consensus is that long-term rates will go up,
they remain stubbornly below expectations. We would not be surprised
to see this continue as investor demand for long-term treasuries remains
strong as our rates are still amongst the highest of any developed
country, making them very attractive.

The European Central Bank is beginning to scale back their monetary
stimulus programs, although they will continue to remain very
accommodative for at least the next year. Japan’s monetary authorities
have communicated that they will continue to target a long-term rate of
zero for the foreseeable future.

Summary

Equity markets do not go up in a straight line. There is always a push and
pull among investors that creates volatility. We believe that the recent
market weakness is due largely to tariff disputes, as the underlying
fundamentals in most world economies are good. Like other investors, we
do not have any idea as to how or when the disputes will be settled. We
remain optimistic that eventually some type of reasonable resolution is
reached that is at least acceptable to most parties. In the meantime, we
wait.

While interest rates are rising, they have been modest and we do not expect
interest rate hikes to negatively impact the U.S. economy. Existing bonds are
negatively impacted by rising rates. We expect bank loans which reset with
higher rates to perform better than conventional bonds.

Equity markets have proven challenging thus far in 2018, particularly in
international markets. Investors are largely sitting on the sidelines waiting
for clarity in reference to trade, interest rates and economic growth.
If these issues can be resolved satisfactorily, we believe the market will sigh
a breath of relief and strengthen. Second quarter earnings will begin to be
released in a few weeks, giving investors more information on how
businesses are doing and what management teams expect going forward.
We are optimistic that corporate earnings growth will be robust and
company management will generally provide strong outlooks. This may be
the catalyst the market needs to advance as we enter the second half of
2018.
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