
Equity Market Update

World equity indexes are a tale of two markets. U.S. markets have been
strong in 2018, with the S&P 500 up over 10%, and the technology heavy
NASDAQ Composite up over 17%. On the flip side, developed
international markets are down fractionally, while emerging markets are
down 7%. This performance discrepancy has caught many market
forecasters by surprise. After international stocks performed better in
2017, many market analysts thought this would continue into 2018. What
changed is that while growth has been accelerating in the U.S., it is slowing
outside the U.S. The market is recognizing and pricing this divergence into
equity valuations.

Despite concerns over trade, oil price increases and upcoming elections,
the U.S. equity market continues to advance. We believe that most of the
topical issues will have no material impact on corporate profit growth in
the U.S. Corporate earnings growth in the U.S. is very strong, and not just
because of the new lower tax rates. Companies are growing revenues at
robust rates and expanding their profit margins. Because of this we
continue to have a positive view on U.S. equities.

The corporate profit outlook in Europe and in many emerging market
countries is less constructive. Economic growth is slowing in Europe and
the strong U.S. dollar is pressuring emerging market countries which have
a large amount of debt denominated in the U.S. dollar, which becomes
more expensive to repay. Nevertheless, there are a number of quality
companies in these markets and there are many excellent investment
opportunities. The economic backdrop, however, is just not as robust as
what exists in the U.S.
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Total Return Performance for the 

Major U.S. and International Stock Market Indexes

Equity Index
YTD

September 30, 2018

United States

Dow Jones Industrial Avg.:  30 Stock Composite 8.83 %

S&P 500 Composite:  U.S. Large Cap 10.56 %

NASDAQ Composite:  Technology Heavy 17.49 %

S&P 600 Small Cap:  U.S. Small Cap 14.52 %

International

MSCI EAFE Large Cap:  

Europe, Asia & Far East Large Cap
-0.99 %

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

-1.87 %

MSCI EM Emerging Market:
Emerging Market Countries

-7.49 %

Source:  Bloomberg, L.P.

We are keeping a close watch on companies outside the U.S. to determine
whether the current profit slowdown is temporary or is signaling more
weakness ahead. Companies in the U.S. continue to perform very well, but
we will be watching to see whether interest rate hikes, that are expected to
continue into 2019, will begin to have a negative impact on corporate profit
growth. Interest rates are still relatively low compared to rates prior to the
financial crisis of 2008-2009, and companies should be able to prosper even in
a slightly higher rate environment.



U.S. Economy

U.S. Gross Domestic Product (GDP) grew 4.2% in the second quarter,
which is the strongest reading since the fourth quarter of 2011. Most
forecasters are expecting 2018 GDP growth of at least 3%, as the
economy continues to benefit from the new tax cuts, which is
stimulating consumer and corporate spending.

Manufacturing continues to remain buoyant in the U.S. ISM
Manufacturing Index readings above 50 signal expansion and the 59.8
figure in September signals continued strength. Job growth is strong as
evidenced by the September unemployment rate of 3.7%, which is a 49
year low. Weekly jobless claims are averaging around 200,000 which is
the lowest level in over 40 years, when the labor force was much larger.
Wage growth is also picking up as a result of the positive labor market.

The housing market continues to struggle. August existing home sales
were flat, ending a string of four straight monthly declines. There is a
debate as to whether the weakness is due to lack of supply or higher
interest rates. We suspect that it is a little of both. Housing has
become a smaller portion of the economy, and while we would like to
see a more robust housing market, the economy continues to advance
despite a small anchor from housing holding it slightly back.

Many forecasters are saying that the economic growth we are enjoying
is as good as it gets and are warning of an upcoming slowdown. We do
not share this viewpoint. Lower taxes and a more accommodative
regulatory environment are unleashing the productive capacity of our
economy which has been restrained for many years. We view the
biggest risk to economic growth being a Federal Reserve that raises
interest rates too high, and we are watching interest rates carefully.
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International Economy

Structurally, Europe is disadvantaged relative to the U.S. due to lower
productivity, onerous regulations and little population growth. The advantage
they have enjoyed for many years of a lower corporate tax rate has been
erased with U.S. tax reform. Add to this the problems arising from profligate
spending from countries such as Greece and Italy, it is not surprising that the
European economy has not performed well. We are encouraged by reforms
that French president Emmanuel Macron is implementing in France, which has
had very weak economic growth for the last decade. If successful, this could
provide a blueprint for other countries to implement.

Many emerging market economies, most notably China, are reporting slowing
growth, albeit from generally high levels. In addition, the strong U.S. dollar Is
adding pressure on debt repayment. Resolving the trade dispute with China
would go a long way to restoring confidence in emerging market equities.

Source:  dshort.com (10/5/2018)



U.S. Equity Market Outlook

We are encouraged that a new version of the existing NAFTA trade
agreement has been agreed upon by Mexico, Canada and the U.S.
It still awaits Congressional approval, but it largely keeps in place the
key tenets of the original agreement, with improvements to protect
American workers. The U.S. equity market cheered the
announcement as it removes uncertainty. In addition, consumer
confidence in the U.S. is at multi-year highs, reflecting optimism.

Given the strong performance YTD in the U.S. equity market and the
weak returns in China’s market, it is apparent that investors are not
overly concerned that the trade spat will negatively impact the U.S.
economy. It is difficult to forecast the ultimate outcome, but we
view the end result will likely be more favorable to the U.S., as we
have more to gain and less to lose than China.

While equity valuations have increased, the economic and corporate
outlooks have improved commensurately. Therefore, we remain
positive on the market, recognizing the fact that markets have
performed extremely well in recent years. The saying that bull
markets don’t die of old age is especially relevant today. The
underpinnings of the market are excellent, and while one should
always factor in market pullbacks as a normal part of a well
functioning market, we see no reason why equities cannot continue
to perform well.

The two concerns we have is whether the Federal Reserve raises
rates too high and/or if problems in Europe and Asia spill over into
the U.S. We do not view these as near-term concerns, but bear
monitoring.
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International Equity Market Outlook

The outlook outside the U.S. is less clear. While Europe is experiencing
slowing economic growth, Japan is picking up, with both situations being
reflected in their respective equity markets. The terms of the U.K.’s exit
from the European Union, or Brexit, are still being ironed out but we do not
view this as a major risk to European equities. A satisfactory resolution will
ultimately be reached, as it is in their mutual best interest.

The Shanghai Index is down more than 12% in 2018, as investors fear that
the ultimate trade resolution with the U.S. will turn out to be less favorable
for China. However, we still expect strong economic growth to continue.



Fixed Income

As expected, the U.S. FOMC voted on September 26, 2018 to raise
interest rates 0.25% between the 2.0% to 2.25% range. The FOMC
stated that they are projecting one more 0.25% rate hike in 2018, and
possibly three hikes in 2019. There is a growing concern that the
FOMC may be beginning to move too swiftly in raising rates and begin
to choke off growth. The new Chairman of the FOMC, Jerome Powell,
has been less transparent in his interest rate policy communications
than his predecessor, providing less visibility into the future.

We are just now beginning to see long-term rates move higher, with
the 10-Year U.S. Treasury yielding approximately 3.20% as of October
4th, a significant jump since late September. After many years of low
interest rates we are now entering unknown territory as it has been
over seven years since 10-Year rates were at these levels. The FOMC’s
job has gotten much more difficult as they have to balance the risks of
raising rates too fast and choking off the economy, or be more patient
with rate hikes and risk inflation rising too fast.

Higher interest rates in the U.S. will ultimately benefit savers, which
have faced unusually low rates for many years. On the flip side, we are
seeing higher loan rates negatively impacting housing, and middle
market loan growth is slowing.

While rate hikes continue in the U.S., most of the other developed
economies remain accommodative, highlighting their lower economic
growth. While some forecasters expect this accommodation to be
wound down over the coming years, we believe that it will ultimately
be extended further due to concerns over slow growth. This will
continue to result in a wide divide between the interest rate policy in
the U.S. and most of the rest of the developed world.

Summary

Equity markets remain strong in the U.S. but we are seeing weakness in
markets outside the U.S., which is growing more concerning. At the
beginning of 2018, the world was seeing synchronized economic growth but
we are now seeing more divergence. Our economy remains one of the
strongest in the world, while many other countries are experiencing
slowdowns.

U.S. equities have performed well in 2018, with valuations being generally
reasonable and corporate earnings growth remaining robust. Nevertheless,
we would not be surprised if U.S. markets paused or pulled back modestly as
investors digest rising interest rates and slowing economic growth outside
the U.S.

Markets always climb a wall of worry and the current situation is nothing out
of the ordinary. The outlook for the U.S. economy remains positive.
Nevertheless, higher interest rates may begin to slow growth, and we are
paying close attention to this dynamic. We believe that the U.S. economy
can withstand slightly higher rates, and are hopeful that the FOMC will not
raise interest rates to the level that negatively impacts our economy and
equity markets.

The economic outlook outside the U.S. is not as robust, and lower equity
valuations reflect this. We are encouraged that monetary policy remains
accommodative, providing the foundation for economic growth to
reaccelerate.
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