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2018 Market Preview: U.S. Equities

IS THIS IS GOOD AS IT GETS? U.S. EQUITY PERFORMANCE CONTINUES TO OVER-DELIVER

U.S. equities delivered yet another strong year in 2017 with major
indices generating double digit returns. Equity markets featured a
strong reversal back to growth outperformance in 2017, resuming
a multi-year trend.

The year began with a continuation of the 2016 post-election rally, but as pro-
growth policy measures were slow to be implemented the Trump trade stalled.
Factors such as value and size rotated towards growth, quality, and momentum.
FAANG stocks were responsible for a significant portion of 2017 gains within
large cap as mega cap stocks drove index performance. Energy was one of the
worst performing sectors in 2017 with oversupply concerns continuing to weigh
on the oil industry. Moreover, earnings typically see a fair amount of downward
revisions throughout the year, but 2017 earnings saw ongoing support with
minimal downward revisions relative to prior years.
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Exhibit 1: Russell Factor Performance
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As equities continued to grind higher throughout the year, major indices repeatedly hit new all-time highs. In
2017, the S&P 500 and the DJIA logged 62 and 71 new closing highs, respectively. A defining characteristic of
2017 was the low volatility environment. The VIX remained low throughout the year and hit one of its lowest
levels ever in May at 9.8. Over the course of 2017, market drawdowns were minor and short-lived. The chart
below shows S&P 500 intra-year max drawdowns by calendar year along with the corresponding calendar
year return. With a max intra-year drawdown of 3%, 2017 experienced the smallest pullback going back to
1995.

Exhibit 2: S&P 500 Max. Drawdown & Calendar Year Return
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Whereas accommodative central bank policy and multiple expansion were the main drivers of prior returns
from this bull market, 2017 returns were propelled by strong corporate earnings growth, a supportive
economic backdrop, and hope for pro-growth fiscal reforms. As we look towards 2018, the market will be
more reliant on fiscal policy over accommodative monetary policy which characterized prior years of this bull
market. Fiscal policy including tax cuts, increased government spending (particularly in infrastructure and
defense spending), and deregulation will take on a more pivotal role in supporting and advancing equity
markets. Earnings growth, which improved in 2017, is expected to continue at a strong pace in 2018. Strong
earnings are anticipated to support valuations and should provide a positive fundamental backdrop for U.S.
equities as we enter 2018.

EVERY DOG HAS ITS DAY: GROWTH DOMINATES IN A SLOW GROWTH WORLD

The domestic economy is growing at the slowest pace in decades, but the performance of growth stocks
suggests otherwise. In 2017, Russell’'s growth factor returned 30.2% outperforming the value factor by 10.5%.
From the bottom of the market in March 2009, growth stocks have returned an additional 45% relative to
the Russell 1000, a proxy for domestic stocks, whereas the the Russell 1000 Value Index has returned an
additional 36% relative to the Russell 1000.

Exhibit 3: Growth's Outperformance Relative to Other Factors since March 2009
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Source: Bloomberg; cumulative return from February 27, 2009 through December 31, 2017

Why has growth continued to outperform? We live in a growth-starved world. The global post-crisis outlook
has been plagued by year after year of reduced economic growth, low interest rates, and subdued inflation
expectations. Historically, low levels of economic growth and inflation have supported growth stocks
as investors place a premium on investments that can continue to deliver earnings growth and capture
market share. As a result, traditional growth sectors like Technology and Health Care have outperformed
traditional value sectors like Financials and Energy. Technology and Health Care have secured attractive
growth prospects through innovation while Financials and Energy are still grappling with how to grow in a
low interest rate and/or high supply environment. Exhibit 4 shows the change in index leadership since the
financial crisis, which has benefitted growth companies.
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Exhibit 4: Largest Companies in S&P 500 circa 2009 vs. 2017
S&P 500 Top Holdings in 2009 Weight (%) S&P 500 Top Holdingsin 2017 Weight (%)
Exxon Mobil Corp 3.26 Apple Inc 3.81
Microsoft Corp 2.37 Microsoft Corp 2.89
Apple Inc 1.91  Amazon.com Inc 2.05
Johnson & Johnson 1.79 Facebook Inc A 1.84
Procter & Gamble Co 1.78 Berkshire Hathaway Inc B 1.67
IBM 1.73  Johnson & Johnson 1.64
AT&T Inc 1.67 JPMorgan Chase & Co 1.63
JPMorgan Chase & Co 1.65 Exxon Mobil Corp 1.55
General Electric Co 1.62 Alphabet Inc C 1.38
Chevron Corp 1.56 Alphabet Inc A 1.38

Source: Morningstar as of December 31, 2009 and December 31, 2017

Given growth’s outperformance, many investors are wondering if value investing is “dead.” We have many
reasons why value can outperform going forward. First, the long-term outperformance of value is one of
the most persistent, robust, and well-researched phenomena in financial markets. This outperformance has
been explained as both a risk factor and a result of investor preferences (the behavioral finance explanation).
However, there are two noticeable periods when value’s premium declined and was negative. These periods
reinforce the cyclical nature of value. The first was during the Great Depression and the second was in the
lead up period to the Telecom, Media, and Technology Bubble, which burst in 2000. Both periods were
followed by a surge in the value premium. Determining exactly when this switch in market leadership will
occur is difficult, if not impossible. Based on history there is certainly the potential for growth to continue its
outperformance, as evidenced by the extreme outperformance of growth in the dot com bubble. But it is
worth noting we are approaching one of the longest and largest periods of outperformance for growth on
record, and these cycles do not last indefinitely.

Exhibit 5: Value Drawdown Performance
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Second, the Federal Reserve is embarking on a slow interest rate normalization process, which implies rates
will most likely go higher than lower. Higher rates typically accompany GDP expansion. Third, valuations of
growth stocks are high relative to value stocks. Based on historical analysis, growth stocks are trading at 26x
forward earnings and value stocks are trading at 19x forward earnings.

Exhibit 6: Valuations of Value versus Growth
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Lastly, the relative performance of growth andvalue stocks is very cyclical. Thisis the longest growth cycle seen
since the Great Depression. As seen in Exhibit 7, there are numerous periods when value's cheapness relative
to growth is at extremes (i.e. 1942 and 2000); over the subsequent 5-year period value has outperformed.

Exhibit 7: Value Stocks Outperform When They Are at Extremely Low Valuations
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TAX REFORM AND IMPLICATIONS FOR U.S. EQUITIES

Taxreform legislation passedin late 2017 and should support a bull market thatis already longin duration. The
key question, however, is just how much of the anticipated benefits are already priced into current valuations?
U.S. equities were buoyed by the hope of tax reform throughout 2017, so just how much effect tax reform
will have once implemented is yet to be seen. What is known is that lower corporate taxes are expected to
provide an earnings boost for domestically-oriented companies, particularly smaller ones. Analysts estimate
an approximate 8% earnings boost for the S&P 500, which represents the largest companies in the country.
However, small cap companies should see the greatest benefit from a lower corporate tax rate since they
are more domestically-oriented and pay significantly higher effective tax rates than larger multinational
companies.

In addition to boosting small cap stocks, tax reform may result in a near-term increase to GDP. Most
economists expect the tax bill to boost GDP by 0.2-0.7%. We expect this increase to support the performance
of economically-sensitive, or cyclical, sectors like Industrials, Consumer Discretionary, Energy, and Materials.
Value stocks have the most exposure to cyclical sectors, so while value did not enjoy a good year relative to
growth in 2017, 2018 may yield better results.

Corporate repatriation can provide an additional boost to U.S. equities, too. Large cap technology and
healthcare companies, which hold significant sums of cash and other assets offshore would be the greatest
benefactors of reduced tax rates. The key question around cash repatriation centers around company
usage of said cash. Will it be used for dividends, share buybacks, acquisitions, or capital expenditures? The
technology and healthcare sectors enjoyed a strong run in 2017. Will returns in 2018 top 2017's performance?

EARNINGS MOMENTUM CONTINUES, BUT FOR HOW LONG?

Global earnings were a key driver of total returns in 2017. The Energy sector led the earnings rebound
reporting over 100% earnings growth (albeit from a very low and negative base) in most quarters followed by
Technology, which produced higher earnings growth in each quarter. The Telecommunications and Utilities
sectors produced low and/or negative earnings growth over 2017, which was reflected in their total returns
for the year. Overall, the S&P 500 reported double digit year-over-year earnings growth in each quarter and
analysts expect similarly strong results for fourth quarter 2017 earnings.

However, broad-based earnings momentum was somewhat new and unexpected as earnings growth had
been the missing link in market returns for years. Returns are driven by four factors: inflation, dividends,
earnings growth, and valuations. For instance, during the earnings recession of 2014-2015, the S&P 500
continued to climb higher even though earnings were declining. Over this bull market, multiple expansion
has been a key driver of returns with dividends a close second, as companies returned capital to shareholders
through dividends and stock buybacks. Historically, earnings growth is a larger component of returns, but
over this cycle its impact has been smaller than multiple expansion.

1 _
MY MarquetteAssociates 6



~

Exhibit 8: S&P 500 Total Return Decomposition Chart
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Going forward, we expect higher earnings growth in 2018 on the back of increasing global growth and the
passage of tax reform. From a sector perspective, Energy remains a leading driver of earnings growth as the
price of oil stabilizes, Technology’s momentum should continue, and Financials should see strong earnings
growth as consumers utilize more credit and interest rates increase. In addition, tax reform will provide
an additional boost to the Financials and Consumer sectors, which face higher effective tax rates and are
domestically oriented, while Technology firms will benefit from corporate repatriation.

Valuations have climbed higher and higher. It may seem like valuations are high relative to history, but valuations
should be higher since interest rates are below their historical averages. As we showed in last year's market
preview, valuation alone is not a powerful predictive indicator of returns over the short-term. Let's look at
2017. At the end of 2016, the market rose on a surge of positive sentiment, especially in the last weeks of the
year. The S&P 500 was trading at a 18.9x forward P/E, which is in the top quintile of its history. Over 2017, the
forward P/E grew to 20.0x, a 5.8% increase. However, full year earnings growth for 2017 is on track to be ~10%.
Since earnings growth outpaced the 5.8% rise in multiples, the subsequent 20.0x valuation was supported.
We expect 2018 to play out in a similar fashion. Earnings growth should outpace growth in market valuations.

FURTHER UPSIDE IN THIS BULL MARKET?

Equity markets are currently in the second longest bull market in history. Since its start on March 9, 2009
through December 31, 2017, this bull market has lasted over 8.5 years and delivered a cumulative total return
of 295%.
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Exhibit 9: Cumulative Return and Duration in Days of Prior Bull Markets
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While it is safe to assume we are solidly in the mid to late stages of this bull market, there are catalysts which
could propel equities further. Most importantly, healthy earnings growth for U.S. companies should provide
additional support for current valuations. Valuations, while elevated, have not reached the same levels of
‘irrational exuberance’ as seen in the 2000 tech bubble. Earnings growth has been positive, inflation is low,
and short-term interest rates are expected to remain low by historical standards. All of this is supportive
of valuations. Despite this being the second longest post-WWII bull market in history, the typical euphoria
that characterizes the end of a bull market is not present. The current bull market was initially supported
by monetary efforts, but we are now at a point where business fundamentals are strong, and consumer
confidence is strengthening.

Exhibit 10: Consumer and Small Business Confidence is at a Near High Point in this Cycle
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CONCLUDING REMARKS

In 2017, global events did not translate to equity market volatility; volatility and drawdowns were historically
low. In a sense, there was nowhere to go but up so expectations for increased volatility as we head into
2018 seem reasonably justified. Geopolitical conflict, political uncertainty, and the potential for protectionist
measures are still prevalent and could spark higher volatility.

The most notable risk is the potential for policy error. As U.S. monetary policy normalization continues, there
is risk that the Fed raises rates faster than markets anticipate. Should inflation pick up, the Fed would need to
raise short-term rates faster than otherwise planned. Large/mega cap companies may see headwinds from a
strong dollar since the Fed is in the process of interest rate normalization while other major central banks are
employing accommodative monetary policies.

While there is still potential for multiple expansion, earnings growth will be the key driver for equity
markets and performance in 2018. In particular, technology and health care stocks should be supported if
they can continue to deliver on growth expectations. Bond proxy areas such as consumer staples, utilities,
telecommunications, and REITs may struggle since valuations are already full and their growth potential is
limited.

KEY TAKEAWAYS

Large-Cap: S&P 500 stocks generate 40% of their revenue from abroad. As the global economy outside of
the U.S. starts to gain steam, multi-national companies should be supported. However, currency headwinds
could arise and are dependent on the pace of interest rate increases.

Mid-Cap: Mid cap stocks should see some support from any fiscal reforms, but may also become acquisition
targets because of the same reforms.

Small-Cap: Small cap stocks should see the largest boost from any fiscal reform though valuations are already
stretched relative to their larger cap peers.

The possibility that U.S. equities can continue to deliver to the upside is solid. However, the market will expect
corporations to meet and exceed targets — anything short of expectations will result in volatility. Overall,
given the supportive backdrop of higher than average equity valuations, lower taxes, and high business
and consumer sentiment, we expect the U.S. equity market to deliver more moderate returns although with
higher volatility. ®
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused client service approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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