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Summary

William Dudley (President of the
New York Federal Reserve
Bank) recently commented "Not
only, do | think the economy is in
good shape today, | think the
economic expansion is going to
continue for some fime." We
heartily agree with him. This
reminds me of the 1980's when |
was a Stockbroker! This contin-
ues to be a hull market. With
consumer confidence at all time
highs it is describe as a feel
good era. Zach's Investment
Research on Jan 17th stated,
"Sales and earnings growth
looked as best as it been in
years" (see chart on back of this

page).
Things to Look Out For

* Our sense is Wall Street will
be tested at some point.
When a new president is
elected, the first mid-term
election usually results in a
sell-off of 7.5% or more. This
may happen between now
and Nov 2018.

= An expensive market tends to
ignore the good news and
focus or over reacts to bad
news. Forinstance, Greece
a small country of 10 million
people caused a major stir 6
years ago when it threatened
bankruptcy way out of propor-

tion to its size.

This investment letter is
mailed quarterfy to our

clients and fm’end’s

Fourth Quarter 2017
DJIA - 24719.2 S&P 500 - 2673.6

rkets: A Banner Year!

Markets over the past year have persistently rewarded in-
vestors and defied the skeptics who pointed to political
dysfunction, monetary policy uncertainty, and geopolitical
crises as reasons for woe. Even experts got many big
forecasts wrong, including global growth, inflation and
geopolitical power. A year ago forecasters thought 2017
would look like 2016; instead, the world economy had its
best year since the financial crisis. Once again, assuming
one year will be like the last was a bad idea.

In the US, large-cap stocks led. The Dow was up 28%,
and the S&P 500 gained nearly 22%. Small caps rose
about 14%. Foreign stocks outpaced those in the U.S.
with Europe up almost 25%, and emerging markets gained
37%. (Note we loaded up on international funds at the
beginning of the year.)

Gains were both strong and steady. The S&P 500 was
positive every month in 2017, a feat not seen since 1970,
according to the Wall Street Journal. After eight consecu-
tive years of gains, many predicted 2017 would bring a
correction, when in fact, 2017 was among the least volatile
in modern history. The S&P 500 dropped just 3% during
the year, despite talk of conflict with North Korea, cat-
astrophic hurricanes, a remarkably unpopular president,
and interest rate hikes. Earnings were strong, but markets
were stronger, leaving earnings multiples at levels higher
than the peak in 2007. Most expect the corporate tax cuts
to boost earnings, yet how much is already priced in is un-
known.

Looking Ahead to 2018

William Dudley (President of the New York Federal Re-

serve Bank) recently commented "Not only, do | think the
economy is in good shape today, | think the economic ex-
pansion is going to continue for some time." We heartily
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agree with him. This reminds me of the 1980's when | was a Stockbroker! This contin-
ues to be a bull market. With consumer confidence at all time highs, it is described as a
feel good era. Zach's Investment Research on Jan 17th stated, "Sales and earnings
growth looked as best as it's been in years" (see chart on page 2.) The new tax bill will
especially help people who are self employed. The latest positive information is that
new unemployment claims are at a 45 year low. In past client letters we discussed in-
creases in job growth, profits and the general recovery of the economy. | could fill a
whole page with convincing statistics, but thought it worth while to spend some time go-
ing over some things | am mulling over.

As we start the new year, | made a list of things that may affect the investment climate
as we go forward:

* Europe will continue to do well although there may be some issues as England
leaves the common market. If oil and natural resources just stay where they are, less
developed countries should continue to perform well.

* Our sense is Wall Street will be tested at some point. When a new president is elect-
ed, the first mid-term election usually results in a sell-off of 7.5% or more. This may
happen between now and Nov 2018.

* Inflation by any broad measure has been subdued over the past 10 years. But with
unemployment at record lows and a booming economy the inflation rate is now at
1.9%. The Federal Reserve Board goal is 2%. It is easy to see how a spike in oil or
food or labor could cause an increase. Just the thought of higher inflation could
cause a correction.

* Heightened tensions throughout the world. We see it in North Korea, China and Iran.
Could we shug off a Chinese recession? Even Saudi Arabia's economic restructuring
could sow civil unrest.

° An expensive market tends to ignore the good news and focus or over reacts to bad
news. For instance, Greece a small country of 10 million people caused a major stir
6 years ago when it threatened bankruptcy way out of proportion fo its size.

* Qilinflation could cause all commodity prices to soar.

Conclusion

The first five trading days of January set record highs and bodes well for the year.
However, the market is clearly pricey; but markets can remain extended over long
stretches. Indeed, stock market reversals rarely begin due to advanced age or high
Price / Earnings ratios. Rather bull markets end due to eroding economic fundamentals
(often rising inflation leads to a material jump in interest rates) or faltering earnings ------
-neither of which is an issue at this juncture.

We have generally remained fully invested over the past 8 years and have been well

rewarded. Nobody knows but we do not see a major bear market coming but correc-
tions of 10% are normal. We watch the market daily and welcome your phone calls.
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