
Equity Market Update

Major world equity indexes were down across the board in 2018. After
reporting strong returns through September, U.S. markets followed
international markets lower in the fourth quarter, resulting in moderate
losses across all major U.S. indexes for the year. Developed international
and emerging markets continued their slide in the fourth quarter, and
performed worse than the U.S. for the year.

We believe weak International returns are due largely to slowing
economic growth in many economies outside the U.S., and falling
commodity prices have been an additional headwind. U.S. market
weakness is more difficult to discern given the strength of the economy.
We believe investors are growing more concerned that the current
international economic slowdown will eventually wash upon our shores.

Most economists forecast that while 2019 economic growth in the U.S.
will likely slow from the torrid pace of 2018, a recession is not expected.
We believe that the pullback in the equity markets in the fourth quarter
is a result of the Federal Reserve rate hike policy and the continued trade
dispute with China. Until we get clarity on these issues, U.S. markets will
likely remain volatile.

We continue to have greater concerns over the economic outlook
outside the U.S. as economic growth in Europe and China is slowing.
This is particularly troubling for Europe which continues to have a very
accommodative monetary policy and has few tools left to stimulate
growth. China is suffering from the trade dispute with the U.S., and a
resolution would be in their economic interest.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

December 31, 2018

United States

Dow Jones Industrial Avg.:  30 Stock Composite -3.48 %

S&P 500 Composite:  U.S. Large Cap -4.39 %

NASDAQ Composite:  Technology Heavy -2.81 %

S&P 600 Small Cap:  U.S. Small Cap -8.52 %

International

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

-13.32 %

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

-17.59 %

MSCI EM Emerging Market:
Emerging Market Countries

-14.49 %

Source:  Bloomberg, L.P.

Corporate earnings are expected to continue to grow in 2019, which it
appears the market is not convinced of, given the weak equity performance
in the fourth quarter of 2018. We will be paying particularly close attention
to corporate earnings growth in the first half of 2019, along with the
outlooks typically given by company management. If both of these are
reasonably solid, we would expect equity markets to cheer the news and
begin to recognize the attractive equity valuations.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 3.4% in the third quarter,
which is lower than the 4.2% reading in the second quarter, but still a
very robust number. Economists expect a fourth quarter reading of
approximately 3%, capping off a very strong year.

While the U.S. economy continues to perform well, there are areas of
concern. New home sales continue to weaken as higher mortgage rates
negatively impact demand. Automobile sales have stagnated due also
in part to higher interest rates. On the flipside, retail sales continue to
be strong, as higher wages and lower tax rates give a boost to
consumer spending.

ISM Manufacturing Index readings above 50 signal expansion, and the
54.1 figure in December, while strong, is down from the November
reading of 59.3. Importantly, the New Orders Index fell sharply from
62.1 in November to 51.1 in December, also reflecting a temporary
slowdown. Job growth is strong as evidenced by the December jobs
growth of 312,000 and an unemployment rate of 3.9%, which is quite
low vs. historical levels.

We see no reason why the U.S. economy cannot continue to perform
well. The biggest risk to our economic expansion continues to be the
Federal Reserve which has been aggressively raising interest rates. The
second major risk is the prolonged trade dispute with China. This
uncertainty is hurting business investment and raising costs to U.S.
producers and consumers. We are hopeful that rate hikes are at or
near an end, and a satisfactory trade dispute resolution will be reached
soon, which would help ensure that the economic expansion continues.
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International Economy

Germany and Japan reported negative GDP growth in the third quarter which
is concerning given the already tepid growth these economies have posted the
past few years, and the fact that they are very important international
economies. The U.K.’s negotiated exit from the EU, commonly referred to as
“Brexit,” has run into resistance by the British Parliament which is detrimental
to growth. The Yellow Vest protests in France will certainly negatively impact
growth in France as they close out 2018. Finally, China is reporting continued
slowing GDP growth in 2018, after holding steady in the 2016-2017 period.

We expect Europe to continue their accommodative monetary policies to keep
their economies from falling into recession. China’s economy is still heavily
controlled by the government and can provide massive stimulus as needed.
These tools will help these economies manage the current period of weakness.



U.S. Equity Market Outlook

After a very tranquil 2017, investors were greeted with significant
volatility in 2018. There were several market pullbacks followed by
sharp reversals. With the December pullback, U.S. equities at the
December trough were at or near bear market territory defined as a
20% pullback from the highest level. Encouragingly, on the day after
Christmas, the S&P 500 rose 5% after having fallen 19.8% from the
September high. We believe buyers pounced on the attractive
valuations as they found value in equities with the S&P 500 trading
at approximately 14 times 2019 earnings estimates.

The media continues to focus on the fact that corporate earnings
growth will slow to less than 10% in 2019, versus an expected rate
of approximately 20% in 2018. They fail to mention that upper
single-digit growth is still above the long-term average, and a
slowdown in 2019 is to be expected after the anniversary of the
2018 corporate tax cuts. Corporations are reporting strong sales
and earnings growth and are generally very optimistic about the
future. Strong earnings growth and reasonable equity valuations are
the two necessary ingredients for a healthy equity market.

Two key risks for equities in 2019 would be interest rate hikes by the
Federal Reserve and a prolonged China trade dispute. We are
optimistic that if the Federal Reserve ceases hiking rates, and there
is some type of satisfactory resolution to the trade dispute, investors
will be more comfortable buying U.S. equities. We continue to see
no reason why the current strong market in equities cannot
continue. The recent market correction is a normal occurrence in a
market cycle and we view this as healthy, providing the foundation
for a stronger market going forward.
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International Equity Market Outlook

Markets outside the U.S. began to fall earlier than the U.S. due to slowing
profit growth. While we are less enthusiastic on financial conditions outside
the U.S., most economies are performing reasonably well and there are a
number of international companies that continue to exhibit strong growth.
Finally, monetary authorities remain accommodative in Europe and Japan,
which should help shorten their current period of economic weakness.

Developed International equity valuations remain extremely attractive, with
the MXEA International Index trading at only 12 times 2019 profit estimates.
Also, the dividend yield on the MXEA Index is over 3.3%, which is very
attractive in a low interest rate environment.



Fixed Income

As expected, the U.S. FOMC voted on December 19, 2018 to raise
interest rates 0.25% between the 2.25% to 2.50% range. The FOMC
stated that they are projecting two more 0.25% rate hikes in 2019, as
opposed to previous forecasts of three hikes in 2019. This news was
not initially cheered by the markets. Investors are worried that the
FOMC is not recognizing that the U.S. economy is already facing
housing and auto sales slowdowns, along with falling commodity
prices. There is a growing concern that the FOMC is making a policy
error by raising rates which may lead the U.S. into a recession. We
are hopeful that the Federal Funds futures markets are correct in
estimating at most one rate hike in 2019, as the FOMC begins to
recognize what the market already sees.

The 10-Year U.S. Treasury yield dropped precipitously in the fourth
quarter falling from a high of 3.24% on November 8th, to 2.69% as of
December 31st. It is important to recognize that the FOMC does not
set long-term interest rates which trade largely on inflation
expectations along with supply and demand dynamics. The long-
term treasury market recognizes inflation and economic growth
slowing, causing the decline in rates.

With the decline in long-term rates coupled with the rise in short-
term rates due to the FOMC rate hikes, the yield curve is now almost
flat. Ten-year Treasury Note rates are only slightly higher than One-
year rates. Historically, when short-term rates go higher than long-
term rates, this is indicative of a potential recession. Nevertheless,
there are a host of factors to consider when forecasting a recession
besides just the shape of the Treasury yield curve. However, we do
believe that the flattening yield curve is a clear sign that the FOMC
should cease raising rates.

Summary

We believe that U.S. equity markets have fallen in the fourth quarter over
concerns that the U.S. is headed toward a recession caused by interest rate
hikes and the continuing trade dispute with China. Encouragingly, these
issues are “fixable” which would help convince investors that the economy is
healthy, will continue to grow, and highlight the attractive equity valuations.
While there is a deadline of March 1st to resolve the trade dispute we expect
that it will again be pushed back. Also, it does not appear that the FOMC will
change their interest rate trajectory until they see more convincing negative
economic data. Therefore, we must patiently wait until these issues are
sorted out.

It is always difficult projecting short-term market moves, but U.S. equities
are attractively valued and the U.S. economy is the envy of the world. Over
the long-haul equity prices move up with corporate earnings growth but they
do not move up in a synchronized fashion. We still expect solid corporate
earnings growth in 2019, which should set the stage for markets to recover.

The economic outlook outside the U.S. is not as robust, as is evidenced by
low equity valuation levels, particularly in Europe. We fully expect monetary
authorities in Europe to postpone interest rate hikes well beyond the middle
of 2019, that they have telegraphed. This should hopefully stabilize the
economic situation in Europe. Within emerging markets, China is slowing but
other select countries are still performing well. A weaker U.S. dollar and
firming commodity prices should provide the foundation for these markets to
regain their footing. Low valuations and steadying economic growth will
likely help provide support for international equities.
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