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Summary

See the charts on
page 2 -- They do not
show a perfect econ-
omy; but, it is what
one would expect
from an aging bull
market, which just
turned nine years old.
Our sense is that
this market can go
higher with contin-
ued good earnings
and employment
news. We think ris-
ing rates will be con-
tained.

Clearly, we have a lot
to ponder. What's
making things unset-
tled is a stronger and
more vibrant econo-
my that has the po-
tential to force inter-
est rates up a lot
faster than previously
anticipated. This
lowers bond prices
and may lower price/

earnings ratios

We welcome your
calls

This investment letter is
mailed quamr@ to our

clients and ﬁ'iencfs

First Quarter 2018
DJIA - 24103.1 S&P 500 - 2640.9

Markets: A Step Back

In my last client letter, | discussed how last year
was such a banner year, gaining more than 20% on
a smooth up-trend. Then, | wrote about how the
market will be tested by a correction, and that when
the market is high--like it is now--it overreacts o
bad news.

| wrote this report about January 15 and right on
cue, after rising 4.5% by January 26, the market
turned down. After 15 months of positive perfor-
mance, the market headed south. It suffered two
10% corrections or declines this year—a response
to higher interest rates, inflation fears, trade war
threats, and Trump tweets. Small wonder investors
are feeling less exuberant today than they were last
fall when the market's honeymoon with President
Trump's economic agenda was in full swing.

Returns for the first quarter are relatively flat; but
over the last year remain strong.

What's Next?

Is this pullback the start of a recession, or just a
correction? Let’'s have a brief look at the four pri-
mary causes of a bear market listed below:

1. Rising Rates and Tight Money: The interest
rate is currently 2.8% on a ten year government
is too low. Rates could rise to 3.5% or higher, and

still be manageable. When interest rates go up bonds
go down. | sold most of the long term bond holdings in

Jan/Feb.

2. High Inflation: Currently, inflation is 2.2% (1.8%
excluding food and energy)which is in line with
Federal Reserve guidelines at 2%. Wage inflation is
approximatley.2.5% and is gradually headed higher.
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3. Rapid Growth: Growth estimates of 2.6% remain on track, and business con-
fidence remains strong.

4. Over Valuation: At its peak, the S&P 500 fetched nearly 19 times earnings
estimates. Today the price/earnings ratio is 16.9, closer to the long-term average
of around 15, so valuations are in line.

The above information does not show a perfect economy; but, it is what one

would expect from an aging bull market, which just turned nine years old. Our
sense is that this market can go higher with continued good earnings and em-
ployment news. We think rising rates will be contained.

A Decent Picture for Stocks

There are some issues that aren't picture perfect. However, there is a wonderful
economy outlined, as follows:

+ Statistics from Barron’s predict a 9.6% gain for the year. See illustration
on page 4.

« The latest poll of big money managers from Barron’s finds that 55% are

“pullish, which is down from 61% last fall. Interestingly, the managers
didn't turn pessimistic, but generally, turned neutral.

« The global economy is expected to improve as well, boosting the fortunes
of U.S. multinationals.

+ | subscribe to a number of investment letters that advise lower tax rates,
less regulation, full employment, and the repatriation of corporate cash are
all good situations for stocks.

« None other than Jamie Dimon, the head of J.P. Morgan, reports the global
economy continues to do well. U.S. business sentiment remains upbeat,
and consumers will benefit from job and wage growth.

» Venture capital is flowing into new businesses, again indicating confidence
in the economy. See “write me a check” chart on page 2.

* Big money managers like Emerging Markets, Financials, and Information
Technology are gaining momentum and will likely go higher.

Conclusion

Clearly, we have a lot to ponder. What's making things unsettled is a stronger
and more vibrant economy that has the potential to force interest rates up a lot
faster than previously anticipated. This lowers bond prices and may lower price/
earnings ratios. There is an increased leve! of volatility in the stock market that,
for years, had enjoyed remarkable stability. So. we are raising some cash, but
plan on staying the course. We are keeping a watchful eye for developments
that could cause a shift in market sentiment.

Our sense is the market will be higher a year from now. We welcome your calls.
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