
Equity Market Update

Major world equity indexes have all posted solid gains for the year. U.S.
large-cap and technology stocks are the strongest performing areas of
the world market. Developed international and emerging market stocks
have lagged their U.S. counterparts, but have still recorded respectable
gains for the year.

Most world economies have reported modestly slowing economic
growth. Nevertheless, equity markets continue to perform well which
has confounded many market watchers. We believe that a large portion
of the gains in 2019 are simply a rebound from a significantly oversold
situation in late 2018. When the Federal Reserve signaled that they were
curtailing interest rate hikes in late 2018, followed by cutting rates in
2019, investors felt comfortable buying stocks again.

After the strong market advance thus far in 2019, we believe that
equities are still, on average, reasonably valued. We are growing more
concerned that the ongoing trade dispute between the U.S. and China
will begin to impact the broader world economy, which could be
negative for equities. The next trade meeting is scheduled for October,
and we are hopeful that there will be tangible signs of progress.

Markets outside the U.S. have not been as strong as the U.S., due largely
to decelerating economic growth. The trade dispute with China is
negatively impacting Europe, which is very dependent on exports to
China. Emerging market equities are only up modestly in 2019, as low
commodity prices and slowing growth in China weigh on these
economies.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

September 30, 2019

United States

Dow Jones Industrial Avg.:  30 Stock Composite 17.51 %

S&P 500 Composite:  U.S. Large Cap 20.55 %

NASDAQ Composite:  Technology Heavy 21.56 %

S&P 600 Small Cap:  U.S. Small Cap 13.44 %

International

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

13.39 %

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

12.46 %

MSCI EM Emerging Market:
Emerging Market Countries

6.14 %

Source:  Bloomberg, L.P.

We believe that world equity markets are anxiously awaiting an end to the
trade dispute between China and the U.S. Capital spending plans are being
postponed, supply chains are in flux and eventually negative psychology
could affect consumer spending which has been very strong. In the event
an agreement is not reached, we believe that world economic growth will
be sub-optimal, providing a headwind to equities. On the positive side,
central banks remain accommodative and inflation is low which are solid
backdrops for equities going forward.
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U.S. Economy

U.S. Gross Domestic Product (GDP) grew 2.0% in the second quarter of
2019, which is a slowdown from 3.1% in the first quarter. The weaker
second quarter report is still strong vs. modest to negative growth
reported in many European and Asian economies. The second quarter
report was weaker due to falling inventories, lower exports and
reduced fixed investment. It is important to remember that GDP
fluctuates from quarter to quarter due to changes in these variables
along with government spending and imports. Quarterly growth has
generally been at least 2% since 2016, which is solid for an advanced
economy.

Recognizing that the U.S. and world economies are slowing, the Federal
Reserve has lowered the federal funds rate by 0.50% in 2019. We are
already seeing a pickup in home sales as a result of the cuts. Businesses
are busy refinancing their debt to take advantage of the lower rates.

ISM Manufacturing Index readings above 50 signal expansion and the
47.8 figure in September was the lowest in many years, continuing the
slowdown we have seen in recent months. It is clear the trade dispute
with China is negatively impacting manufacturers which, encouragingly,
only represents about 12% of the economy. The services economy
dwarfs manufacturing, and ISM readings continue to show expansion,
reflecting the health of the much larger services economy.

The September jobs report recorded 136,000 new jobs and an
unemployment rate of 3.5%, the lowest since 1969. In addition, weekly
unemployment claims remain extremely low signaling general business
health. We continue to see solid job growth and modest wage inflation,
which are bulwarks for a sound economy.
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International Economy
We are growing more concerned over the deceleration in growth outside the
U.S. Europe is very dependent on exports due to weak domestic demand.
China’s slowdown results in their requiring less imports from Europe. Europe
has historically refrained from economic stimulus and relied almost entirely on
monetary stimulus. Unfortunately, with negative interest rates, there is not
much more that can be done on the monetary side. Most countries in Europe
have manageable debt levels and should implement some form of economic
stimulus to accelerate growth, but we are not optimistic. China has a number
of tools to stimulate their economy and they have recently injected massive
liquidity into their financial system and lowered the amount of cash that
lenders must keep on their balance sheets. These actions should help arrest
the slowdown.

Source: JPMorgan Guide to the Markets, October 3, 2019



U.S. Equity Market Outlook

With markets near an all-time high it is natural to ask where we go
from here. It is important to remember that corporate earnings
growth is the main driver of equity returns over the long-run. We
continue to expect that modest sales growth, margin expansion and
share buybacks will result in earnings growth of mid-to-high single
digits, which is in line with the long-term average. Layer in a more
accommodative Federal Reserve, which results in lower interest
expense and demand stimulus, and we see no reason why corporate
earnings shouldn’t continue to grow.

We are becoming concerned that the trade dispute with China is
beginning to negatively impact corporate and/or consumer
psychology, but still do not believe that the dispute will have a major
impact on corporate earnings growth. One headwind to earnings
growth is the continued strength of the U.S. dollar which reduces
profitability through currency translation. We are hopeful that if the
Federal Reserve continues to lower interest rates the U.S. dollar will
stabilize, or possibly weaken, removing a headwind.

It has been said that this is the most unloved bull market on record.
Overly pessimistic media reporting, we believe, has generated
unnecessary anxiety, resulting in many people missing out on the
tremendous bull market over the last decade.

The American Association of Individual Investors measures the
sentiment of investors weekly and it is often viewed as an excellent
contrary indicator. The most recent reading indicates that 70% of
investors are neutral or bearish on the market, which is a bullish
signal. When these investors eventually turn bullish and invest, this
will provide fuel to the market.
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International Equity Market Outlook

International markets have lagged the U.S. in 2019. Economic growth in
Europe has come up short of forecasts, negatively impacting equities and a
strong U.S. dollar has weighed on dollar denominated returns.

We believe that a resolution to trade disputes with the U.S. could be a
catalyst for international equities, as exports are very important to
companies in Europe and Asia. Unfortunately, we do not see a clear path
to resolution. Monetary stimulus measures are losing their effectiveness,
and more fiscal stimulus is needed, which many countries are reluctant to
employ due to hawkish budgetary parameters. For these reasons, our
outlook is subdued in the near term, but do believe attractive valuations
will provide support while we wait for the aforementioned catalysts.

Source: JPMorgan Guide to the Markets, October 3, 2019



Fixed Income

As expected, the U.S. Federal Open Market Committee (FOMC) voted
on September 18, 2019 to lower interest rates by 0.25% to the 1.75%
to 2.00% range. Given recent weakening economic indicators,
markets are expecting at least one more 0.25% rate cut in 2019.
Nevertheless, within the FOMC there are differing opinions as to
additional rate cuts. Because of these philosophical differences,
unless the economy materially decelerates, we believe that there will
only be one more rate cut in 2019.

The 10-Year U.S. Treasury yield has dropped from 2.68% at the end of
2018, to 1.66% at the end of September. This has caused the yield
curve to “invert” with short-term yields being slightly higher than
long-term yields. We believe there are two primary reasons for the
inverted yield curve. First; strong foreign investor demand for long-
term treasuries is driving these rates lower. Secondly; the market is
signaling that the FOMC has been too slow in cutting short-term rates
in response to slowing economic growth.

The European Central Bank recently further cut their negative
benchmark rate to minus 0.50% in what we believe is a futile attempt
to stimulate growth. Investors who purchase negative yielding debt
instruments are taking a large risk of capital loss in the event rates
move up.

We continue to expect that interest rates in the U.S. will remain low
for the foreseeable future. We do not believe that our economy will
enter into a recession in the near future. Investors looking to take on
marginally more risk for higher returns will find slightly higher
yielding, but lower credit quality debt, attractive.

Summary

It seems that the media is anxiously awaiting the next recession, given how
many times they comment on any economic weakness. We believe that they
will remain disappointed as most areas of the economy are doing fine.
While we acknowledge some recent softening, it appears unlikely that the
U.S. will enter into a recession in the near future. It is important to
remember that a recession is defined as two negative GDP quarters in a row.
This usually occurs when interest rates have been raised too high by our
central bank, resulting in the economy grinding to a halt. This is clearly not
the case today as rates are falling and are at very low levels.

Market action indicates that investors are rationally navigating the current
environment. They have favored defensive sectors such as consumer staples
and utilities, along with secular growth companies to weather the current
slowdown. Once we move past the current soft patch, we believe, investors
will gravitate to other areas of the market like financials and industrials
which have lagged in 2019.

While we are hopeful that a trade deal between the U.S. and China is
forthcoming, we do not believe that market health is solely dependent on
this. In the world of investing nothing is ever perfect or how we would like it.
That is why the adage of stocks climbing a “wall of worry” is so timeless. Rest
assured that we continue to focus on navigating markets to generate the
best possible outcomes for our investors.
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