Kenneth A. Gilpin CFP

Sound Investments Inc.

Summam

Earnings have declined for 3
straight quarters and this trend is
expected to continue for the first
half of 2016. Then, earnings are
expected to grow again: 5% in
the third quarter and 18% in the
fourth quarter. When [ first read
this, I thought this didn't make a
lot of sense. However, when |
read a few annual financial re-
ports from energy and mining
companies it was obvious they
were one time charges or writing
off assets to create as large of
losses as possible. Although
some of these losses were real, a
lot were artificial. The result was
weak earnings in the third and
fourth quarters of 2015, Com-
parisons for 2016 will be easier.
Another problem, is that most
companies either export or derive
a lot of their sales from overseas
and have been hurt by the high
dollar exchange rate. During
20135, the dollar rose 22%, hurt-
ing profits but has since declined
approximately 5%. The predic-
tion that earnings will recover in
the 2nd half of 2016 makes sense.
(See chart on page 4)
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Perseverance Pays

Markets recovered in March after a bruising start to the year,
and U.S. Stocks ended the quarter with slight gains. In-
ternational markets did not fare as well posting losses of
9.2%. It was the worst January on record and by February,
the markets were off approximately 13%. As a student of
the market, | was wondering what happened. News reports
indicated a recession was on the horizon, but the real rea-
son was simply this ..... With oil prices declining and dipping
below $30 a barrel, many oil producing nations and their
sovereign funds found themselves strapped for cash flow.
They had to reach into their reserve funds. What was the
most liquid asset to sell to raise cash? It was the U.S equity
holdings in their portfolios. This rapid decline in equities
caused investors to seek defensive areas of the market like
utilities and dividend paying stocks, to surge. As | write this
on Apr 20th, we think the market has overcome over this
tussle and it appears to be ready to make some for forward
progress.

What are the Chances o ion
and Bear Market?

There are 5 primary causes of bear markets, which are out-
lined as follows: 1.) Tight Money. Janet Yellow has gone out
her way to indicate the Federal Reserve Board will be ac-
commodative. 2.)Rising Rates. Interest rates are very low,
but we do not see an inverted yield curve, which preceded
every recession for the past 50 years. 3.) High Inflation.
Inflation continues to remain tame with the core rate at 1.7%
4.) Rapid Growth. The average growth rate over the last
several years is slightly above 2%, which is significantly be-
low the post world -war growth rate of 3.24%. 5.) Overval-
uation. The average S&P 500 price / earning ratio over the
last 50 years has been 16 to 16.5 and that's about where we
are now. (more on this later). Based on the above , at
this point, we don't expect a recession or bear market but
continue to monitor the situation.
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The Fed and interest rates
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con

Favorable economic news includes the following: 1.) Over the last two years, the economy has
created approximately 5.8 million jobs, 2.) Job growth in the near term remains robust, 3.) The
work week has increased;, 4.) Wages are going up at the fastest pace since the great recession,
5.) Home prices are going up and 6.) The federal government agreed to spend $80 billion more
than last year. Again, none of these trends suggest that we are on the brink of a recession.

The states that are dependent on oil/natura! gas for a vibrant economy may have trouble, but

not the whole country. We are not suggesting that there isn't plenty to worry about, (China,
Britain leaving the European Common Market, Negative interest Rates, Terrorism etc.). What

we are suggesting is that things would have to change drastically to drag the U.S. into a reces-
sion.

Major Concerns Going Forward

Basically, what drives equity markets, are earnings, interest rates and lately, oil prices. Let's
look at earnings first.

I.  Earnings have declined for 3 straight quarters and this trend is expected to continue for the
first half of 2016. Then, earnings are expected to grow again: 5% in the third quarter and
18% in the fourth quarter. When | first read this, | thought this didn't make a lot of sense.
However, when | read a few annual financial reports from energy and mining companies it
was obvious they were one time charges or writing off assets to create as large of losses
as possible. Although some of these losses were real, a lot were artificial. The result was
weak earnings in the third and fourth quarters of 2015. Comparisons for 2016 will be easi-
er. Another problem, is that most companies either export or derive a lot of their sales
from overseas and have been hurt by the high dollar exchange rate. During 2015, the dol-
lar rose 22%, hurting profits but has since declined approximately 5%. The prediction that
earnings will recover in the 2nd half of 2016 makes sense. (See chart on page 4)

Il. Rising interest rates have a big impact on the equity market because bonds or CD's paying
a higher rate provides an alternative to stocks. Also higher rates increase interest expense
cost which reduces profits and may make some projects uneconomical. In Dec the Fed
raised rates by 1/4 of 1% and promised 4 more increases. Since then the Fed has back
down to two increases and given that rates are extraordinary low the net affect is to normal-
ize interest rates and should not hurt equities.

IN. Qil has found a trading range of $38-40 per barrel and at this level, earnings from energy
companies should improve and at the same time consumers will save at the gas pump.

Conclusion

When the stocks are fairly valued, like they are today, there is always a continued testing. This
testing often takes the form of reacting to the latest housing data or earnings reports as it seeks
conformation that investments are fairly valued. We feel that as long as the Fed stays the
course, earnings hold up and the economy handles the myriad challenges in its way equities
should maintain their edge over most investments. In some ways it's like threading a needle
and this is normal. | welcome your phone calls.
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- Oil'markets

Change in production and consumption of oil
Production, consumplion and inventories, millions of barrels per day

2013 2014 2015 2016+ Growthsince

i Production 2013
i Us. 124 141 150 145 17.4%
b OPEC 373 372 382 393 5.1%
Ed Global 309 933 957 964  6.0%
B Consumption
% us. 19.0 191 194 195 2.7%
R China 105 109 112 115 9.7%

Global 91.4 924 937 949 3.8%
L Inventory Change -04 08 20 16

U.S. crude oil inventories and rig count**
Million barrels, number of active rigs
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Energy sector earnings
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