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Summary

Warren Buffet and wrote "In the
short term the markets are a
voting machine, but in the long
run, it is a weighting machine."
What it means is this; As emo-
tional animals, we tend to get
caught up in the frenzy of the
financial markets, but as rational
human beings we eventually
figure out what things are really
worth.

If interest rates rise, the market
will demand a betier return, forc-
ing it to correct at a lower level.
In my last client letter | wrote
about the prediction of the well
known Technical Analyst, (i.e..
Chart Reader), Louise Yamada.
Ms. Yamada went back o the
years 1946 to 1949, when inter-
est rates last raised after going
down since 1932. She thinks we
are in a trading range that could
last for some time.

Investors are choosing compa-
nies that have proven they can
continue to increase profits in a
slow growth economy.
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A Solid Quarter

Stocks zigzagged in September amidst all the political and
financial turmoil. As the media and analysts started to tout
a stock market decline, it rebounded in July. The surge in
July, followed by a flat August and September, allowed
U.S. stocks to turn in their best quarter in a year. (So
much for sell in May and Go Away). In this slow growth
environment, most indexes are up about 6% year to date.
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International and emerging markets are moving up in the
ranks for the first time in almost 8 years and we are moni-
toring this development to ensure it has staying power.

Our Current Economy

We have a largely consumer based economy and what
provides the fuel for growth? It's primarily job growth and
and employee cash flow that keeps this country going. On
page 2, (see back of this page) a graph that shows private
payrolls. Increases in the number of jobs created, has ac-
tually decreased from 221,000 in 2015 to 162,000 for 2016
(see red bar). What's interesting, is the grey line which
shows stronger wage growth. Hence, we are seeing
slower job growth but stronger wage growth. More impor-
tantly or in other words, the "Goldilocks Economy" --- a
wage growth strong enough to support spending and yet
nhot too strong so the Feds won't raise interest rates.

The number of people employed age 25 to 54, rose .2% to
81.5%, the highest level in 3 years. The middle chart on
the back of this page shows the people outside the labor
force or peaple not looking for work. This fell to the lowest
level in 20 years. The bottom line is that there are less
people available to work, hence wages are going up.

Housing market strength remains an important driver for
the labor market as well. The bottorm chart (see page 2)
shows the gradual increase in wages for construction
workers.
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Slowing jobs growth, stronger wage growth
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These factors indicaied economic strength. Other factors such as lower unemployment
claims, a normal yield curve and positive readings from leading economic indicators re-
flects this long term improvement. We are looking ahead to whether they will raise in-
terest rates in December and at how Chrisimas sales come in.

The Weighing Machine Gets to Work

Warren Buffet and wrote "In the short term, the markets are a voting machine, bui in the
long run, it is a weighting machine." What it means is this; As emotional animals, we
tend to get caught up in the frenzy of the financial markets, but as rational human be-
ings we eventually figure out what things are really worth.

Since interest rates are so low and money is so cheap (due fo low rates), it only makes
sense that profits will fall as well and that's exactly what is happening. The earnings
yield or how much profit a company earns per share, is failing. | hope this doesn't get
too complicated but | placed a chart on the back of this page entitled, "Better Value
than You Think". Not only has the earnings yield per share gone down but yield on 10
year treasurers has declined as well. This, of course, is old news but the chart shows
that the difference between the earnings yield and the 10 year bond vield has remained
almost unchanged over the past 6 years. [f interest rates rise, the market will demand
a better return, forcing it to correct at a lower level. In my last client letter | wrote about
the prediction of the well known Technical Analyst, (i.e.. Chart Reader), Louise Yamada.
Ms. Yamada went back to the years 1946 to 1949, when interest rates last raised after
going down since 1932. She thinks we are in a frading range that could last for some

fime.

So, what else does the weighing machine tell us? Investors are choosing stocks based
on talent rather than locks. The weighing machine is hard atwork adding heft to com-
panies that have proven they can continue to increase profits in a slow growth economy.
As long as the U.S. economy can continue to grow, a crash like we had in 2002 and
2009 seems hard to justify but a correction of 10% is certainly not out of the question.

Asset cation

The lower chart at the back of this page, "Diversification and the Average Investor," is
somewhat self explanatory. It is interesting to note that the 50/50 and 60/40 portfolios
did almost as well as the S&P 500, yei they didn't go down nearly as far and recovery
was significanily faster.

Conclusion
As outlined above, we think itha economy has recovered and will continue o plug along.
We believe a select group of muival funds and stocks will continue to perform at an
above average rate. As outlined in the 3rd paragraph of this page, if interest rates rise
1%, we could see a slight downward revaluation of equities.

We continue to watch and monitor the portfolios. Please call anytime.
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Porifolio returns: Equities vs. equity and faxed income blend
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20-year annualized returns by asset class (1996 — 2015)
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