
Equity Market Update

Major world equity indexes have rebounded sharply in 2019. U.S.
markets were led by the technology heavy NASDAQ composite index up
16%, followed by the large-cap S&P 500 index up 13%. Developed
international and emerging market indexes were each up about 10% in
the first quarter.

We believe that equity markets sold off in the fourth quarter of 2018
over future monetary policy tightening fears. In early 2019, monetary
authorities in the U.S. and Europe walked back the prospect of future
monetary tightening which has calmed investor fears. Investors now are
more comfortable that the world wide economic expansion will not be
derailed by monetary officials and are wading back into equities.

The U.S. economy continues to perform well and this sets the stage for a
healthy equity market. While corporate earnings growth will slow in
2019 from the torrid pace in 2018, we expect that earnings growth will
accelerate as the year progresses. Company valuations are reasonable,
especially considering the current low interest rate environment. Finally,
it appears that a trade deal with China is imminent, which will remove an
overhang on the market.

The market outlook outside the U.S. is more uncertain. There is evidence
of an economic slowdown in Europe. China’s slowdown due to the U.S.
trade dispute has hurt Europe which is heavily dependent on exports to
China. This coupled with continued concerns over the final Brexit deal
have hurt the European economy. Once these issues are resolved,
Europe will be in a better position to grow, a positive for their markets.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

March 31, 2019

United States

Dow Jones Industrial Avg.:  30 Stock Composite 11.81 %

S&P 500 Composite:  U.S. Large Cap 13.65 %

NASDAQ Composite:  Technology Heavy 16.81 %

S&P 600 Small Cap:  U.S. Small Cap 11.59 %

International

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

10.15 %

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

10.78 %

MSCI EM Emerging Market:
Emerging Market Countries

9.90 %

Source:  Bloomberg, L.P.

Emerging market economies are generally performing well, but equity
returns have not been as strong as we would expect given the solid
economic fundamentals. We believe that this is due to the strong U.S.
dollar and the continued trade dispute with China. With the U.S. FOMC
holding interest rates steady and an expected trade deal between the U.S.
and China imminent, we believe that the stage is set for better performance
going forward.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 3.0% in 2018, the strongest
growth rate since the 2008 recession. While this will be a difficult feat
to match in 2019, we see no reason why the U.S. economy cannot post
growth of close to 3% again, especially considering the fact that it
appears interest rate hikes are largely behind us.

Housing was a weak link in the economy in 2018, and with mortgage
rates falling recently, it appears that housing will pick up in 2019.
Lower interest rates should also help the auto industry which stagnated
last year. Finally, consumer confidence is picking up which should boost
retail sales which were held back in late 2018 and early 2019 due in
part to the perception of an economic slowdown which led to stock
market weakness. In summary, things are lining up for a reacceleration
of growth in 2019.

ISM Manufacturing Index readings above 50 signal expansion, and the
55.3 figure in March maintains a string of strong readings since early
2017. Importantly, the New Orders Index rebounded to 57.4 in March
from 55.5 in February, reflecting a pick up in momentum. Job growth
is strong as evidenced by 196,000 jobs created in March 2019, along
with an unemployment rate of 3.8%.

Economic expansions don’t generally die of old age but are typically
killed by bad monetary policy. With interest rate hikes likely on hold,
the U.S. economy has the wind freshening behind its sails. Concern
over multiple rate hikes in 2019 was the headwind that the U.S.
economy faced, and that is now behind us. In addition, we are
optimistic that the U.S. is getting close to finalizing a new trade
agreement with China which will be a boon for both economies.
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International Economy

While Brexit is constantly in the news, the China slowdown is currently having
a bigger impact on Europe’s economy, as Europe is very dependent on exports
to China for economic growth. The slowdown in China has been detrimental
to Germany in particular due to its large export business. A trade deal
between China and the U.S. would be very beneficial for Europe. While it is
difficult to see how Brexit will ultimately be decided, in the end, trade
between the U.K. and continental Europe will continue as it is in everyone's
best interest.

China’s economy while slowing, is still reporting strong growth relative to
more mature economies. We believe that China will regain economic
momentum once they agree to open up their economy more to the U.S. We
sense that a trade deal with the U.S. is imminent which will be beneficial for
the world economy.

Source: Bureau of Labor Statistics



U.S. Equity Market Outlook

The new year is off to a strong start and the question on investors
minds is “where do we go from here”? We believe that markets
were oversold in late 2018, due to concerns over the prospect of the
Federal Reserve overtightening in 2019, thereby causing a
recessionary pullback. With this risk removed, markets have
snapped back sharply.

S&P 500 equity valuations are reasonable and are positioned near
the 25 year average. One could argue that with low interest rates,
full employment and strong economic and corporate earnings
growth, equity valuations should be higher. We are certainly not
concerned over valuations, especially with all signs pointing to
continued corporate earnings growth in 2019.

It seems that everyone is looking for a reason as to why equity
markets should weaken. We believe that this time is better spent
looking at why markets should continue to advance. The two key
risks to equity markets have been interest rate hikes and the trade
war with China. The first risk has been removed and the second
appears on the way out as trade negotiations are being finalized.

Companies have not been in a stronger financial position in recent
memory, and most are very optimistic about their future prospects.
This is evident by recent and upcoming new initial public offerings
(IPO’s) such as Lyft and Uber which signify business optimism.
Strengthening commodity prices are also a good future business
indicator. Putting all these pieces together, we continue to believe
that strong business conditions bode well for future equity returns.
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International Equity Market Outlook

Markets outside the U.S. have also recovered in 2019. While economic
conditions in Europe are not as robust as in the U.S., this is reflected in lower
equity valuations. We believe that business conditions in Europe will pick up
once Brexit is finalized and the trade dispute between U.S. and China is
resolved. This is turn will stimulate investor appetite for equities.

The outlook for emerging market equities is brightening as we see generally
strong economic conditions being very conducive for equities. China is the
tail that wags the dog in emerging markets and we are growing more
encouraged over the near term prospects for China. Attractive valuations
accompanied by strengthening corporate earnings will be the catalysts.

Source: JPMorgan Asset Management



Fixed Income

As expected, the U.S. Federal Open Market Committee (FOMC) voted
on March 20, 2018 to keep interest rates in the 2.25% to 2.50%
range. The FOMC indicated that they are now projecting no rate
hikes in 2019, as opposed to the previous forecast of two hikes. This
news has been cheered loudly by the markets. We are relieved that
they did not make a serious policy mistake by continuing to raise
rates. While there is the possibility that interest rates may be cut
later in 2019, we see that as unlikely unless the economy slows
considerably, which we do not expect. The most likely outcome is
that rates remain steady for the remainder of the year.

The 10-Year U.S. Treasury yield dropped in the first quarter falling
from a high of 2.78% on January 18th to 2.41% as of March 31st.
Inflation is under control and U.S. bonds are in strong demand,
resulting in buying pressure causing the decline in long-term rates.
Short-term rates are not much lower than long-term rates causing a
relatively flat yield curve. We do not believe that a flat yield curve
portends an upcoming recession as has been reported. The reasons
behind the yield curve shape and the future direction of yields are
more important than the shape itself. Suffice it to say that we are
not concerned that the yield curve is indicating anything ominous.

We are living in a low interest rate world due to globalism and
declining population growth which will keep interest rates lower than
in previous periods. Encouragingly, inflation will also be lower,
making real yields more attractive than they first appear.
Nevertheless, generating yield will continue to be a challenge for
fixed income investors.

Summary

We believe that U.S. equity markets have rebounded in the first quarter over
relief that interest rate hikes are likely behind us, and the U.S. is not headed
toward a recession. Investors are now left with the fact that the economy is
strong and is set up for continued growth. Therefore, “animal spirits” have
been rekindled and investors are buying equities. Even after the strong start
to 2019, equity valuations remain reasonable, especially in light of the low
interest rate environment that we are enjoying. Relative to bonds, equities
are very attractively valued.

Fixed income rates have fallen over the past three months providing solid
returns for investors. We do not expect this to continue and believe
investment returns going forward will come more from bond yield as
opposed to declining interest rates.

While the economic outlook in developed countries outside the U.S. is more
uncertain, this is largely reflected in the lower equity valuation levels.
European monetary policy has switched from possibly tightening in the
second half of 2019, to maintaining accommodation, which has lifted
equities. We continue to believe that it will be years before monetary policy
in Europe is tightened, providing a tailwind for equities.

It appears that a Chinese trade deal with the U.S. is imminent. This will be
beneficial for China as well as other emerging market (EM) countries which
need this trade uncertainty lifted. Otherwise, the basic fundamentals remain
strong across the EM with a productive and growing consumer base to
support economic growth leading to healthy equity markets.
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