
Equity Market Update

Major world equity indexes continued to advance in the second quarter
of 2019. The S&P 500 and Dow Jones Industrial Averages recorded their
strongest first halves since 1997 and 1999, respectively. The technology
heavy NASDAQ composite index reported the best YTD return of any
major market index, up 21%. The developed large-cap international
index was up a very respectable 14%, with the emerging market index
pulling up the rear at 10% for the first half of 2019.

The strong advance in 2019 has caught many market forecasters by
surprise amongst slowing economic growth and lingering trade tensions.
We believe that equity markets have discounted these concerns and are
looking forward to an easing of monetary policy and the eventual
settlement of the U.S./China trade dispute. We believe that Equities are
reasonably valued and are attractive given the recent decline in interest
rates.

While returns in the U.S. have been strong in 2019, we do not believe
this precludes markets from advancing further. We have the ingredients
for a very healthy equity market; a potential easing of monetary policy
combined with the expectation of continued corporate earnings growth.
While we would not be surprised to see a modest market pullback to
digest recent gains, the health of the U.S. equity market remains strong.

Markets outside the U.S. have not been as strong as the U.S., due largely
to a decelerating growth outlook amidst a stronger U.S. dollar. The U.S.
dollar has recently begun to weaken somewhat and monetary authorities
in Europe stand ready to provide additional economic stimulus, both of
which would be a positive boost to foreign equities.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

June 30, 2019

United States

Dow Jones Industrial Avg.:  30 Stock Composite 15.40 %

S&P 500 Composite:  U.S. Large Cap 18.54 %

NASDAQ Composite:  Technology Heavy 21.34 %

S&P 600 Small Cap:  U.S. Small Cap 13.67 %

International

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

14.53 %

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

12.84 %

MSCI EM Emerging Market:
Emerging Market Countries

10.69 %

Source:  Bloomberg, L.P.

Emerging market equities have lagged due largely to the continuing trade
dispute between the U.S and China. Uncertainty as to the final outcome
has crimped sales and kept businesses from investing. After the recent G-
20 summit in which President Trump and Xi of China agreed to resume
trade talks, emerging market equites rose. We would expect a trade
resolution to be very positive for emerging market equities and are hopeful
that some type of agreement could be reached in the near future.
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U.S. Economy

U.S. Gross Domestic Product (GDP) grew 3.1% in the first quarter of
2019. The ongoing trade dispute with China and the impact from
higher interest rates is expected to result in second quarter GDP growth
decelerating to the 1-2% range. However, GDP should accelerate if the
trade dispute is resolved and the Federal Reserve begins an easing of
monetary policy at their next meeting. These actions would likely
stimulate growth as we exit 2019 and set the stage for continued
growth in 2020. We look for the long economic recovery to continue,
barring any unforeseen events.

Interest rates are beginning to fall in anticipation of a Federal Reserve
rate cut at the next meeting scheduled for late July. This should
stimulate consumer durable purchases, benefitting the auto and home
building industries. Business spending is also expected to pick up.

ISM Manufacturing Index readings above 50 signal expansion and the
51.7 figure in June represents a slowdown from the mid-to-upper 50’s
readings we have enjoyed the past few years. We believe that the
trade dispute with China is largely to blame for weak readings the past
few months.

The May jobs report recorded 75,000 new jobs which is well below the
average over the past year of close to 200,000, signaling a soft patch in
hiring. While it is important to not overly focus on one economic
reading, the jobs report coupled with other statistics are, at a minimum,
signaling a temporary lull in economic growth.
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International Economy
There has been a sharper deceleration in growth outside the U.S. Europe has
already stated that they are ready to accelerate monetary stimulus given their
recent economic weakness. China is again stimulating their economy through
fiscal and monetary measures. While these actions will take time to have the
desired impact, we expect that they will ultimately be successful.

Economists continue to focus on what the impact of the final resolution to
Brexit will be. It is interesting to note the wide range of opinions on the
impact on the U.K. and European economies, based on different settlement
outcomes. We suspect that the impact will be much less than the dire
forecasts that some economists project. The U.K. and continental Europe have
every reason to work together to ultimately benefit each other.

Source: JPMorgan Guide to the Markets, June 30, 2019



U.S. Equity Market Outlook

We believe that market expectations for a Federal Funds rate cut
are correct and rates will be gradually lowered in 2019. Historically,
rate cuts have been bullish for equities and we see no reason why
this time should be any different. Valuations are reasonable,
company fundamentals should improve with the help of lower rates
and we do not detect any significant market excesses at this time.
Of course, the strong start to 2019 has already incorporated a lot of
the “good news” from interest rate cuts, but we believe that there
are still skeptics who will be drawn in as soon as they see the
evidence of stronger company fundamentals as 2019 and 2020
unfold.

It pays to remind ourselves that equities are an asset class that
compete with bonds, real estate and other investment categories
for capital. Low interest rates make equities attractive vs. fixed
income as many company dividend yields are higher than the
coupon on the bond. In addition, shareholders participate in the
growth of the company over time. On the other hand, equities are
more volatile than bonds and are subject to swings in the business
cycle. If the business cycle continues to expand, we believe that the
equity market outlook remains quite favorable.

Investors have been concerned recently that economic growth will
slow and the trade dispute with China will not be resolved. For
these reasons, they have gravitated toward Real Estate, Utility and
Consumer Staples stocks. As they become more assured that the
current economic expansion will continue, we expect interest to
shift to more cyclical groups such as Industrial and Financial stocks.
This is part of a normal rotation in a business cycle.
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International Equity Market Outlook

Markets outside the U.S. have not performed as well as the U.S. thus far in
2019. Emerging market equites have lagged due largely to uncertainty
over the trade dispute between China and the U.S. We sense that
emerging market equities are a coiled spring ready to advance once this
ongoing dispute is resolved. We have recently seen a nice advance in
emerging market equities in anticipation of an upcoming settlement.

The strong U.S. dollar has weighed on dollar denominated returns for
international equities. The U.S. dollar may weaken when the Federal
Reserve lowers interest rates, which would benefit international equity
returns.

Source: JPMorgan Guide to the Markets, June 30, 2019



Fixed Income

As expected, the U.S. Federal Open Market Committee (FOMC) voted
on June 19, 2019 to keep interest rates in the 2.25% to 2.50% range.
However, the FOMC removed the word “patient” in assessing the
need for any changes to the Federal Funds rate and stated that they
will, “… act as appropriate to sustain the expansion”. The market has
interpreted this opaque message to mean that the Federal Reserve
will begin to cut rates at their next meeting on July 31st. Several Fed
Governors have publicly stated that cuts are needed. Federal Funds
futures markets have placed the odds at 100% that there will be an
interest rate cut on July 31st.

We believe that the FOMC senses that the economy is beginning to
slow and wants to be proactive in cutting rates. This is very
encouraging as historically the Fed has raised rates too high and has
been too late in cutting them. Markets are already discounting the
forecasted rate cut with the 10-Year U.S. Treasury yield dropping in
the second quarter from 2.41% on March 31st to 2.01% as of June
30th.

A similar dynamic is playing out in Europe, with yields again falling
into negative territory. The European Central Bank has indicated that
they stand ready to further ease monetary policy in the event the
current slowdown in Europe continues.

While frustrating for fixed income investors, we continue to expect
that interest rates will remain low for the foreseeable future. We
expect inflation to remain subdued, obviating the need for higher
interest rates. Generating yield will remain a challenge for fixed
income investors.

Summary

We believe that U.S. equity markets are in a very favorable environment with
steady economic growth along with low inflation and interest rates. This
setup is why investors continue to favor equities. It has been said that this is
the most unloved bull market in history, as many investors have been
surprised by the durability of the equity market advance, particularly in the
U.S.

It is important to remember that equity market valuations are in line with the
long-term average in most world markets. In fact, many international
markets are trading below their long-term average. Across markets there
are a number of sectors and industries that are trading at very low valuation
levels, despite markets at or near multi-year highs. This indicates that
investors are discerning and not bidding up all securities without regard to
fundamentals.

If and when a Chinese trade deal with the U.S. is signed, we believe that this
will be an additional catalyst for the U.S. and emerging markets.
Unfortunately, visibility as to when this occurs is vague, but we remain
hopeful that both sides will see the mutual benefit of resolving this dispute.

We encourage investors to take the long-view with regard to their
investments. Economic growth does not go up in a straight line, but over
time it does advance, which is what drives equity returns. It seems that
every time there is a dip in economic or corporate earnings growth, the
media paints a dire picture. While difficult, tune out media noise and focus
on the long term.
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