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It is that time of year when investment advisors are compelled to write their annual market
outlooks, something perhaps only their mothers
enjoy reading. The good news is the markets had
a very good year so perhaps I have a little less
pressure than in other years. Nonetheless, there
is a certain challenge to attempting to predict the
future without the help of a DeLorean powered
by a flux capacitor.
For many years, the worries of the market have
focused on whether the economy could recover
and move beyond the financial crisis. Rising
interest rates, labor market tightness, inflation
and even the business cycle have seemed like
tales from the past. The current environment is
likely to present some challenges to investors as
we appear to be at an inflection point where these
forgotten conditions begin to reappear and as the
market relearns how to manage these worries.
To make good decisions during this period of
transition, we will need to look back in history
to provide perspective on the future. Looking
through this lens, we are likely returning to a
period of more historically normal economic
and market volatility. This shifting environment out of a period of quantitative easing and
extraordinary monetary policy brings with it a
somewhat different set of challenges and opportunities than those of the past.
To evaluate the current investment environment,
we analyze the answers to two basic questions.
First, are economic conditions on average good
or bad? Second and perhaps more importantly,
are things getting better or worse? The answers
to these questions are then put into the context of both history and the current economic
conditions. The process of mental weighing of
the positive and negative aspects of the current
conditions compels us to remain objective when
assessing investment opportunities.

While by no means comprehensive, the graphic
below provides some insight into the calculus
of the markets. The balance of these factors
will likely have a considerable impact on how
the markets move over time. Economically
speaking, the environment today is about as
good as it has been for some time. While this
backdrop does not guarantee positive returns,
it certainly does help to have the wind at your
back. Looking forward we see several drivers
that should continue to support both the markets
and the economy.
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Fiscal policy, which refers to government actions,
is one of the larger positive changes we expect to
see continue in the coming year. The combination of the recently passed tax and jobs act and
the pro-business regulatory environment should
provide support to the economy at least for the
short term. The impact of these pro-growth policies should help minimize any potential negative
effects from monetary policy.

The Positives:
Monetary Policy, which refers to the actions of
the global central banks, remains supportive for
the markets. At present, interest rates are still at
historically low levels. Additionally, the majority of the global central banks are still pursuing quantitative easing measures. We expect
the improving economic picture will gradually
lead to less accommodative monetary policies
as our central bank continues transitioning to a
more normal policy and as other central banks
around the world perhaps begin this transition. While monetary policy is a potential headwind in the future, we feel it will be some time
before it should become a meaningful headwind
for investors.

Liquidity, which refers to the availability of capital, has been very strong and is likely to remain
so. The credit markets are functioning very well
with spreads at very low levels. Additionally, a
relaxing of the regulation around financial companies should positively impact liquidity.
Economic Growth continues to be strong. We are
in the midst of the first sustained period of global
economic growth in many years. This economic
backdrop should be very supportive to corporate earnings. Perhaps even more important,
there has been a noticeable uptick in business
confidence and a certain sense of urgency that
has been lacking for some time. This change
in mentality could help spur business investment and capital spending further stimulating
the economy.

Continued on Page 2

“Back to the Future”
Continued from Page 1

The Political Environment refers to the administration’s attitude toward business. There has been a significant change in the political environment since the
2016 presidential election. The republican sweep has led to a more business friendly government. While not entirely positive, in general, the administration
has been more business friendly. The combination of corporate tax reductions, deregulation and the general pro-business tone leads us to expect continued
support for the markets.
A Weaker Dollar, comparable to other global currencies, is generally a positive for the equity markets. This is helpful for global companies whose goods
become correspondingly cheaper for foreign buyers. This leads to an increase in exports which in turn boosts economic growth. While we do not expect a
dramatic fall in the dollar, we do think it will remain a relative positive for the time being.

The Negatives:
Valuation is the relative level of stock market prices usually measured by the price to earnings ratio. This ratio tends to average around 16 but currently is
sitting closer to 20. To put this in context, this ratio reached 35 during the last technology bubble of the late 1990’s. While certainly not a bubble, the current
level of stock prices likely means that we will need a period of time where earnings outpace stock prices in order for things to end well. Our hope is that this
process occurs gradually as stock prices continue to rise, all be it at a more modest pace.
Free Trade and Protectionism refer to the prevailing attitudes of governments toward trade. This is one area in which the Trump administration, at least
rhetorically, has been less business friendly. The tone taken around the NAFTA negotiations as well as some trade policies enacted have left the market concerned that a trade disruption is a possibility. While a serious trade disruption is not something we expect, especially given the administration’s desire to see
equity markets rise, the risk of a policy error in this arena is a cause for concern.
Fiscal Health is the balance sheets of governments around the world. While corporate and personal balance sheets have improved, those of governments
have not. The combination of rising entitlement payments, the costs of the financial crisis and other factors have left governments more leveraged than they
have been in some time. Though this is not an immediate cause for concern, it can be something of a drag on the economy over time and make the impact
of higher interest rates more pronounced.

The only constant is change:
Prior to 2017, there had been little change in the economic and investment environment for several years. We had many years characterized by slow but
stable growth in the U.S. combined with less positive growth abroad. Similarly, interest rates and inflation were very low and central banks were aggressively
seeking to stimulate growth. Last year this backdrop began to change. Though this change is pretty unambiguously positive, it does bring with it a new set
of concerns for the market.
For many years the economy has grown slowly and steadily around the 2% level. It is likely that the long run sustainable growth rate of the economy is right
around this level. Enter the combination of stronger global growth and fiscal stimulus from the tax cut and suddenly we have an economy growing at a higher
rate and the plausible return to a more normal business cycle environment with periods of expansion and contraction returning. This is normal and healthy,
but since it has been many years since we have seen this type of economic volatility, there will be some people surprised by it. Both investors and the markets
are likely to grapple with the return of the business cycle, higher interest rates and possibly inflation in the coming years.

J.P. Morgan, Guide to the Markets
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The Federal Reserve and other central banks are reacting to an economy that appears able to support itself by beginning the process of drawing
stimulus out of the system. In addition to beginning a rate tightening cycle, the Fed also commenced the run off of its balance sheet, the final step in
reversing the quantitative easing policy. It is expected that the U.S. will lead this unwinding and other central banks will gradually follow over the
coming years. As the graph below shows, global central banks are likely to move from being net buyers of assets to net sellers in the next few years.
This shift is significant, and important to monitor, because the support of the central banks has been a key factor in both rising asset
prices and market stability. The impact of this shift could be significant on a few fronts. It is likely that there will be upward pressure
on interest rates. Combined with this upward move in rates, there
is also a shift in market dynamics that could have a broader impact.
For many years the U.S. has run budget deficits but a large portion of
the deficits have been funded by the Federal Reserve buying assets.
Now those deficits are even larger and must be financed by the market with central bank demand declining. The good news is that none
of this exists in a vacuum and we are confident that central bankers
are willing and able to adjust policy as conditions evolve.
A last potential for change could come from the political system as
we approach the midterm elections this fall. Historically, midterm
elections are negative for the incumbent party. This could impact
the markets which have responded positively to the increase in business friendly policies of the new administration. A shift in political power could
cause concern that a less business friendly environment is on the way. This could negatively impact business confidence which ultimately could have
an economic impact.

Be careful what you wish for:
For years market participants have bemoaned slow economic growth and low interest rates. Investors and central bankers were actually much more
concerned about deflation than inflation. Now we have a period where growth has accelerated and brought with it higher interest rates and signs of
inflation. Though this is the exact objective of the policies that have been pursued, there is now more concern as they seem to have worked.
Investors are currently concerned about the pace at which interest rates have begun to rise. It seems that the tax cut has essentially thrown gasoline
on an already healthy economy. This jump in economic activity, perhaps combined with concern over an increasing lack of fiscal discipline in the
U.S., has led bond investors to demand higher returns thus pushing interest rates up rather quickly. Similarly, this accelerated growth along with a
very tight labor market has sparked long dormant fears of inflation.
Combine these changes with the idea that many investors have not considered inflation and interest rates in many years and you get a level of panic in
the markets. Add to this picture a new relatively unknown and untested chair of the Federal Reserve and a lack of confidence in our political leaders
and you get a suddenly volatile market. It is important to understand these concerns and attempt to place them in context.

Back to the future:
We have to look beyond the recent past back to more economically normal periods to get a feel for what the future might hold. The last several years
have been such an anomalous period that many investors have forgotten, or never experienced, a market previously considered normal. The era of
central bank intervention that followed the financial crisis has left investors unfamiliar with the challenges we are beginning to face.
We would consider current market conditions to be quite favorable, particularly after the most recent sell-off, in comparison with a historically
normal market. The S&P 500 is currently at a valuation level of approximately 17 times expected earnings. This leaves the market just slightly above
its long-term average and actually lower than it was a year ago. Considering current interest rates and inflation, this level is very consistent with
historical norms.
Inflation and interest rates are at historically very low levels even after the recent rate increases. While there is some merit to the concern about how
quickly rates have moved, it is hard to find the levels alarming and there is a logical explanation.
Continued on Page 4
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The plausible return of a more normal business cycle has surprised both the markets and investors.
Spurred on by a rise in corporate optimism and deregulation, the economy began to accelerate following the election. The tax cut likely only increased this momentum creating what may be the first
period of sustainable economic growth since the financial crisis.
Through this lens, the move in interest rates and related concerns about inflation seem to be consistent with what would be expected. It is normal for interest rates and inflation to rise as economic
activity increases. On one level, it is surprising that it has taken this long for interest rates and inflation expectations to respond.
Admittedly, it is too early to call the current environment normal given we are still dealing with
a degree of uncertainty regarding the Federal Reserve’s unwinding of its extraordinary monetary
policy actions. Additionally the U.S. debt level and apparent lack of fiscal discipline, while less
unprecedented, are similarly concerning. Add to these concerns a list of geopolitical hot spots that is
a little longer than average and you can certainly understand why investors are worried.
Recently I have found myself thinking back to the early days of my career when a similarly green colleague and I were trying to understand the market during a period of extended volatility. We found
ourselves asking each other almost daily, “Are we rooting for good news or bad news today?” Good
news meant a stronger economy but, also concerns of a more aggressive Federal Reserve. Bad news
meant more Fed stimulus. Such is the common theme of an economic transition, but in the long
run good news is usually good news. It does seem that many of the problems of the market today
are, in fact, the byproducts of good news. Any of these issues can become bad news in the long run.
However, from a short to intermediate time frame the challenges of today appear to be modest and
manageable from a historical perspective.
We will continue to monitor economic and market conditions through the lens of historical perspective and current market, political and economic influences. We encourage and value your questions
and input. If the recent volatility has raised your concern about your investments or your financial
plan, we want to know and schedule a time for a review.
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been included to provide you with an understanding of historic long-term performance and are not presented to illustrate the performance of
any security. The S&P 500 (a registered trademark of McGraw Hill Inc.) is an unmanaged, index of common stocks. This was prepared by, or
obtained from, sources believed to be reliable and represent the views of Scott Loyek, CFA®. Any market prices are only indication of market
values and are subject to change. The material has been prepared, or is distributed, solely for informational purposes and is not a solicitation
or an offer to buy any security or instrument, or to participate in any trading strategy. Triangle Securities Wealth Management, Inc. does not
provide tax or legal advice.

