
Equity Market Update

Major world equity indexes advanced strongly in the fourth quarter
resulting in solid gains for the year. U.S. large-cap and technology stocks
were the strongest performing areas of the world market. U.S. small-
cap, developed international and emerging market stocks reported
lower, but still nice gains for the year.

These strong results surprised many market watchers due to generally
weaker economic growth in 2019, resulting in stagnant corporate
earnings. We believe market strength was a result of an oversold
situation in late 2018, coupled with expectations for a pickup in
corporate earnings growth in 2020. The U.S. Federal Reserve lowered
interest rates in 2019, and other world central banks are generally
maintaining accommodative monetary policies, which will stimulate
demand and thereby corporate profits.

Adding to investor optimism was the Phase I trade agreement between
the U.S. and China, which is expected to be signed on January 15th. In
addition, Congress is finalizing approval of the North American trade deal
known as USMCA which will replace NAFTA. Trade tensions have been a
cloud over the market for some time and these agreements are being
welcomed by markets. These trade agreements give business executives
the certainty they need for investment decisions.

Developed international markets have generally lagged the U.S. in recent
years. We believe that this is due in part to lower corporate profit
growth and less dynamic economies, especially in Europe and Japan.
Many companies in Europe are dependent on trade with China, and have
been a casualty of the U.S./China trade war. In addition, negative
interest rates in Europe have not successfully stimulated demand.
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Total Return Performance for the 
Major U.S. and International Stock Market Indexes

Equity Index
YTD

December 31, 2019

United States

Dow Jones Industrial Avg.:  30 Stock Composite 25.34 %

S&P 500 Composite:  U.S. Large Cap 31.48 %

NASDAQ Composite:  Technology Heavy 36.74 %

S&P 600 Small Cap:  U.S. Small Cap 22.74 %

International

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

22.77 %

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

25.47 %

MSCI EM Emerging Market:
Emerging Market Countries

18.63 %

Source:  Bloomberg, L.P.

Market forecasters are calling for more modest gains going forward due to
strong recent gains. It is important to remember that the strong
performance of the last decade followed the “Great Recession,” and S&P
500 returns since the end of 2007 are in line with the long-term average.
We do not believe that recent strong gains preclude the market from
continuing to advance. It will all depend on whether corporate earnings can
begin to reaccelerate going forward, not what the market has done in
recent years. This is what investors should place their focus on.
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U.S. Economy

U.S. Gross Domestic Product (GDP) grew 2.1% in the third quarter of
2019, which is slightly ahead of 2.0% in the second quarter. The
current expansion which began in late 2007, has been weak relative to
other economic recoveries as highlighted in the accompanying graph.
Suggested reasons include slower population growth, the graying of
America, excessive government spending and regulatory burdens.
There is certainly evidence to support these positions. We believe that
the trade dispute with China and the delay in approving the new North
American trade agreement (USMCA) has been an anchor on growth in
2019. With these anchors lifting, we expect stronger growth in 2020.

ISM Manufacturing Index readings above 50 signal expansion and the
47.2 figure in December continues the trend over the past four months
of readings in the upper 40’s. We believe this measure is bottoming
and will reaccelerate now that we have clarity on trade. The services
economy dwarfs manufacturing, and the December reading of 55.0
continues the strong trend we have enjoyed for the last several years.
This measure reflects the health of the much larger services economy.

The November jobs report recorded 266,000 new jobs and an
unemployment rate of 3.5%, the lowest since 1969. Most economists
consider this to be at or close to full employment. This is reflected in
stronger wage growth for lower income workers as employers scramble
to fill positions.

November annualized new home sales of 719,00 continues a strong
trend upward that began in June 2019. Lower interest rates and strong
employment has finally begun to motivate buyers and we expect this
trend to continue.
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International Economy
The picture outside the U.S. is less encouraging. World trade decelerated
materially in 2019, which negatively impacted Europe and Japan which are
trade dependent. Europe has a much less dynamic economy than the U.S. and
is more dependent on slow growth areas of the economy such as automobile
manufacturing, financial services, energy production and mining. We are
hopeful that the easing of trade tensions will result in a pick-up in world
economic growth, which will significantly positively impact Europe.

China’s economy has been severely impacted by the trade dispute with the
U.S. In response to this, China recently announced that they will be further
loosening monetary policy by reducing the amount of reserves banks need to
keep on hold at the central bank, which will free up cash for lending.

Source: JPMorgan Guide to the Markets, January 2, 2020



U.S. Equity Market Outlook

While the accompanying chart highlights the strong markets that we
have enjoyed over the past decade, it also highlights that there has
been volatility. The average intra-year market drop over the past 40
years has been 13.8%. In 2019, the intra-year drop was only 7%,
after a 20% intra-year drop in 2018. This is important to remember
as markets exhibit more volatility than investors generally realize.

As 2019 came to a close, a number of positive developments
occurred which caused the market to rally in December The two
most notable are the imminent finalization of the USMCA trade
agreement with Canada and Mexico along with a Phase I trade deal
with China. Additionally, the U.S. Federal Reserve is likely to keep
interest rates unchanged in 2020, according to Fed Funds futures,
which will be a big positive. We expect these developments will set
the stage for a solid year in 2020.

We expect corporate earnings growth to pick up in 2020, after
pausing in 2019, which should translate into higher stock prices. The
industrial economy is poised to take the baton from the U.S.
consumer which has been carrying the U.S. economy. Of course
there will likely be bumps along the way, but we believe all the
necessary pieces are in place for a healthy equity market.

While tensions with Iran are resurfacing, we do not expect that they
will have any real impact on our economy or stock market. We
suggest you tune out media hysteria and focus on the big picture.
U.S. company fortunes will not be impacted in any significant way by
the dispute with Iran. Any market volatility associated with these
tensions we would view as a buying opportunity.
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International Equity Market Outlook

It is more difficult to develop a narrative on international markets which
have lagged the U.S. significantly over the last decade. Market “experts”
have predicted that international equities would outperform U.S. equities
seemingly every year, and it has not happened. On the positive side of the
ledger, international valuations are very attractive, and world monetary
authorities are expected to remain accommodative. With the U.S. dollar at
multi-year highs it is possible that the dollar will weaken, which will
improve international returns converted back to the U.S. dollar. On the
flip side, it is difficult to find an identifiable catalyst that will cause
investors to move toward international equities. In any event, it is
important to remember the diversification benefits of international
equities despite the lower returns of late.

Source: JPMorgan Guide to the Markets, January 2, 2020



Fixed Income

We are pleased that the U.S. Federal Open Market Committee
(FOMC) recognized the error of their 2018 interest rate hikes and
lowered rates in 2019. They are likely finished cutting rates as
evidenced by the FOMC voting on December 11, 2019 to keep
interest rates in the 1.50% to 1.75% range. Importantly, the FOMC
signaled that they will not raise interest rates if inflation runs a little
ahead of their preferred range. This is a significant development as
the FOMC, in our opinion, has historically been too quick to raise
interest rates for a temporarily high inflation reading. With this new
mandate, it is less likely that the FOMC will make a policy mistake
causing the current economic expansion to be cut short needlessly.

The 10-Year U.S. Treasury yield has dropped from 2.68% at the end of
2018, to 1.92% at the end of 2019. This has caused the yield curve to
return to a normal upward sloping pattern with short-term yields
being lower than long-term yields. This has eased investor concerns
that the inverted yield curve was portending an upcoming recession.
We do not see the U.S. entering into a recession any time soon
outside of a black swan event.

The European Central Bank (ECB) is maintaining their benchmark rate
at minus 0.50% in a futile attempt to stimulate growth. There are
rumblings among the members that this policy should stop, and we
believe that there will be no more cuts to the rate. However, we also
do not see the ECB raising rates anytime soon. We expect the
current policy to remain in force for an extended period of time,
barring a significant change to their economy in either direction. We
do not expect any significant policy changes under Christine Lagarde,
the new head of the ECB.

Summary

It was a remarkable year for both equity and fixed income markets which
both reported strong gains. Very few market forecasters saw this coming
and were caught off guard. We were not surprised by the strong returns of
2019, as the stock market was severely oversold in late 2018. The decline in
interest rates provided the fuel for fixed income returns.

What matters now is the future. We again are optimistic on the U.S.
economy and stock market. There is no reason why the current economic
expansion cannot continue. Lower interest rates and reduced trade tensions
are key ingredients for a healthy equity market. Invariably there will be
unexpected negative developments that surface in 2020, but we do not see
any of these being material enough to derail the market. We would expect
volatility related to the Presidential cycle but do not feel that investment
decisions should be altered based on projected outcomes. The market has
done well with Presidents of both parties, and it is likely that we will still have
a divided Congress after the election.

At the end of the day, corporate earnings are what matter to equity markets
and we never underestimate the ingenuity and drive of Corporate America.
Most large companies are in great health and well positioned. We expect
earnings growth to accelerate in 2020 and into 2021.

While it is always difficult to forecast interest rates, we believe that
movement will be in a relatively tight range in 2020. Investors should not
expect the strong gains from 2019 to continue into 2020. Collecting the
coupon is a reasonable expectation for the new year. Happy New Year!
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