Fourth Quarter 2017
On December 22nd, 2017 President Trump signed the Tax Cuts and Jobs Act (TCJA) and secured the first major legislative victory of his
presidency. Its passage represents the most significant change to the U.S. tax code since the passage of the Tax Reform Act of 1986. In this
edition of the Market Comments, we would like to examine how this major legislative change will impact investors, both in terms of what the
relatively clear near term effects will be as well as some of the potential longer run consequences. As is customary, we will also review
developments in equity and fixed income markets and how investors should position themselves heading into 2018 and beyond.
Tax Reform
The TCJA is an enormously complex piece of legislation, and the full implications of many of the details are likely going to take months or
even years to become fully apparent. Nonetheless, several points are of particular salience for investors. In aggregate, the TCJA is clearly a
boon for the American business community. It lowers the statutory corporate tax rate from 35% to 21%, shifts the tax code from a global to a
territorial system (i.e. going forward, profits are taxed in the country in which they are earned). Additionally, the corporate Alternative
Minimum Tax (AMT) will be repealed and businesses will be permitted full and immediate expensing of capital investments made until
January 1, 2023. The reduction in the statutory corporate tax rate and a shift to a territorial tax system bring the U.S. tax regime into closer
alignment with the rest of the developed world. While the devil is always in the details on tax policy, as a general rule, businesses that are
domestically focused will likely see the most immediate benefit from tax reform, while companies with significant operations overseas will
benefit less dramatically. However, what is clear is that to the extent businesses realize tax savings, those savings accrue immediately to the
bottom line and represent additional capital that is available for investment, lowering prices in an effort to take market share, or return to
shareholders.
For individuals, the TCJA presents a more complicated picture. The act maintains seven tax brackets, which shift modestly lower. For example,
the top marginal rate is reduced from 39.6% to 37%. Additionally, the standard deduction has been roughly doubled. Offsetting this,
particularly for individuals in higher tax states, is a $10,000 cap on deductions for state and local taxes. The municipal bond market is also
directly affected by the TCJA. While the greatest risk, the elimination of Federal tax exemption, was avoided, the bill does eliminate the ability
of municipal bond issuers to conduct advance refunding transactions, limiting financial flexibility of state and local governments. While the
cap on state and local tax deductions is unlikely to cause immediate credit trouble for municipalities, it could put longer term pressure on
issuers if what amounts to an effective increase in property taxes hurts property values or induces residents of high tax areas to relocate to areas
with lower tax burdens.
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It is also worth noting that notwithstanding the benefits to business of increased profitability and global competitiveness, the TCJA, according
to the Congressional Budget Office, is likely to add about $1.5 trillion to the Federal debt over the next ten years. For reference, the national
debt currently stands at roughly $20 trillion and growing. In order to pass the TCJA using the budget reconciliation process, and thus allowing
the bill to pass with a simple majority and no Democratic support, the rate cuts for individual filers technically sunset in 2026. As the law
stands now, the corporate rate cuts are permanent, but it is worth noting that the ratio of total Federal debt to GDP was, at the last reading in
September, just shy of 77%. In contrast, the debt to GDP ratio was about 39% when the 1986 bill was passed and about 31% when the
reconciliation process was used to pass the first of the Bush tax cuts in 2001. The upshot of this is that, while bond markets have thus far not
penalized the U.S. Treasury with higher borrowing costs, that could change, and Congress could be forced to reverse the business cuts to raise
revenue if the once feared bond vigilantes were to return.
Equities
2017 was a remarkable year for equity investors. Buoyed by robust corporate earnings growth, exceptionally accommodative global monetary
policy, and, at least in the United States, anticipation of meaningful corporate tax reform, equity indexes around the world delivered strong
returns. In the U.S., the benchmark S&P 500 delivered a total return of 21.8%. Looking abroad, foreign developed market equities, as
measured by the MSCI EAFE index returned 25.6% and emerging markets as measured by the MSCI Emerging Markets index were up 37.8%.
Unusually, these strong equity returns were delivered with very little volatility. In 251 trading days in 2017 the S&P 500 had only 8 days with a
move of greater than 1% in either direction. Equity markets are often compared to roller coasters. In 2017 they more closely resembled an
upward escalator.
The current economic expansion and accompanying bull market are now 102 and 105 months old, respectively. Surpassing the record 120
month economic expansion and 113 month bull market of the 1990’s now seems to be an increasingly likely possibility. Compared to the
1990’s expansion and bull market, when real GDP grew a cumulative 43%, the current expansion has been tepid, with cumulative real GDP
growth of approximately 20%. While the current cycle is old in terms of age, it, in important ways, bears more resemblance to the mid-point of
previous cycles rather than the late innings. It so far shows few signs of excessive inflation, severe labor shortages, or wildly overdone capital
investment that have presaged the end of other cycles. The labor market is also hinting that the current expansion has some gas left in the tank.
With the unemployment rate at roughly 4%, there are only now starting to be some signs of tightness in the labor market, particularly for
skilled workers. Recognizing the point at which full employment has been reached, and wage pressures will begin to contribute meaningfully
to inflation, is difficult to see in real time, but there is general consensus among economists that the U.S. economy has either arrived at or is
very close to full employment. The 1990’s cycle, which ended in 2001, reached full employment in 1995 and the cycle that ended in 2007
reached full employment in 2004. In short, while the current cycle is looking aged from the perspective of length, none of the usual economic
warning signs that indicate it is approaching the end point are currently flashing.
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This relatively rosy economic backdrop is clearly visible in equity market valuations, which are elevated compared to historical averages by
almost any metric. The S&P 500 is currently trading at approximately 18x estimated 2018 earnings (adjusted for the TCJA) compared to an
historical average forward P/E of about 16x. The price/sales ratio, which currently stands just shy of 2.25x, is at a level last seen at the peak of
the 1990’s tech bubble. The so-called “Buffet Indicator,” which is calculated by dividing total U.S. stock market value by nominal GDP, is at
levels last seen in 1999. In addition to stretched valuations, it also seems that the “animal spirits,” which have been largely absent from
markets since prior to the Great Recession, have returned in a meaningful way in the last year. The TD Ameritrade Investor Movement Index,
which tracks retail investor sentiment, is as bullish as it has been since it was created in 2010. Cash levels in retail brokerage accounts are at
historically low levels, and leverage at hedge funds is near the 2007 peak. The speculative mania that is Bitcoin is hinting that scars from the
2007-2009 period are healed and that, after a prolonged period of domination, fear (of losing on the downside), is ceding ground to greed (fear
of missing the upside).
So what does all of this mean for equity investors going forward? The upshot of low volatility, elevated valuations, and the return of “animal
spirits” is, in our view, that equity investors currently have a relatively lower margin of safety. Despite, or more accurately because of, the fact
that the past year has been relatively pleasant for equity markets, investors need to focus on portfolio construction, risk management, and
rigorous process. At Guyasuta, despite equity markets that are in the aggregate fully valued and picked over, we continue to look for, and
occasionally find, companies that have wide competitive moats, solid free cash flow generation, and strong balance sheets. Our equity
portfolio has become more defensively positioned, and will participate if the market continues to move higher, but our focus remains on
protecting capital. Our view, to paraphrase Howard Marks, is that equity investors need to proceed, but with caution, and that in the current
environment we are not adequately compensated for taking excessive risks. While the TCJA may, in certain instances, present opportunities for
investors, it will not meaningfully alter the way in which we conduct fundamental research or construct portfolios.
Fixed Income
In the bond market, the benchmark ten-year U.S. Treasury yields started the year at 2.45%, rose to a peak of 2.63% in March, slid gradually
lower to 2.01% in September, and then rose again through the last four months of the year to finish at 2.41%. More notable than the round trip
in ten-year yields, is the flattening of the U.S. yield curve, as rates at the shorter end moved up in response to the Federal Reserve raising the
overnight rate by twenty five basis points three times in 2017. For the year ahead, The Fed anticipates that the labor market will continue to
strengthen, that inflation will move towards its 2% target, and that it will raise interest rates by twenty five basis points three times. The
projected rate path does present a challenge to incoming Fed chair Jerome Powell, as yields on the longer end of the curve have not moved up
appreciably, implying that bond markets do not anticipate a meaningful uptick in inflation any time soon. An alternative explanation is that
even though the Fed has begun to incrementally unwind its balance sheet, the European Central Bank and the Bank of Japan remain actively
engaged in quantitative easing, which in the aggregate, suppresses yields at the longer end of the yield curve. The bottom line, however, is that
central bank policy errors remain a significant risk for investors.
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The impact of tax reform on the municipal bond market will likely take some time to fully assess. On a positive note for the market, even
though income tax rates have been reduced modestly, the cap on state and local tax deductions arguably increases the attractiveness of taxsheltered income. Driven largely by the anticipation of the repeal of advance refunding, December 2017 was the single largest month for
municipal issuance since December 1986, with approximately $62.5bn of bonds brought to market. This record level of supply was digested in
an orderly fashion. It is anticipated that issuance in the first half of 2018 will be well below average as many deals were pulled forward into
the end of 2017. In the corporate bond market, issuance was robust in 2017 as corporations continued to take advantage of historically low
interest rates to secure long term funding and/or retire higher coupon debt. Demand from investors was generally strong, and corporate spreads
ground tighter throughout the year.
Even with rates that are historically low, we continue to believe an allocation to high quality bonds makes sense for many investors,
particularly those with known capital needs or lower tolerance for equity market volatility. We continue to focus on building ladders of high
quality municipal and corporate bonds and our average duration remains relatively short. In light of the flattening of the yield curve, we
particularly believe that investors are not compensated adequately for extending maturities significantly.
In summary, 2017 was a very good year for investors, and we are more than pleased with the results. The economy, both in the U.S. and
abroad, seems to be on solid footing and underlying growth trends are as good as they have been since the Great Recession. However, this
relatively rosy outlook is generally reflected in valuations in both equity and fixed income markets, and investors likely have a smaller margin
of safety going forward. The TCJA, while almost certainly a blessing to the business community in the near term, is an exceptionally complex
bill that will touch nearly every corner of the U.S. economy and its longer run consequences, both intended and not, are uncertain, particularly
as it relates to the U.S.’s debt levels and the global bond market. In our view, because of the strong returns and relative calm that investors
enjoyed in 2017, it is more important than ever to focus on risk management, portfolio construction, and rigorous process. We also believe that
it is important for investors to occasionally review their portfolios to make sure they are appropriately positioned going forward. While we are
not suggesting that the next bear market is imminent, it is lurking out their somewhere, and while investors need not panic, they should
proceed with caution.
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Economic & Financial Climate . . .
The Bad News
 Trump continues to be President . . . the U.S. has never had such a
seemingly at times impulsive or spontaneous leader . . . adding in a
serious case of stubbornness, and it cannot be a surprise there has
been such high turnover with his team of advisers.
 There is still such a huge division in Congress; it was a wonder
anything was accomplished. With zero Democratic support, there is
the potential of a tax bill revision when/if the Republicans lose
control.
 After a truly exceptional world equity market in 2017, valuations
have moved to the high side. We believe a more defensive posture is
appropriate.
 Corporate cash levels are still high but debt levels have climbed
significantly during the low interest rate environment of the past
decade. If longer-term interest rates rise, there will be pressure on
many lower quality balance sheets.
 The world is not a safer place. New hot spots continue to emerge as
the threat of terrorism escalates. North Korea and the Middle East are
areas of concern. And unfortunately there is always the risk of a
significant event in the U.S.
 A significant rise in inflation is always a risk. We have been blessed
with low inflation levels for over a decade. While we foresee nothing
on the immediate horizon to seriously threaten this picture, things
can change quickly as slack capacity is absorbed. The Fed needs to
be diligent. Unwinding its balance sheet presents significant
additional uncertainty.
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The Good News
 Trump continues to be President . . . besides railroading a significant
tax bill through a dysfunctional Congress, there have been other
positives: there has been significant unwinding of governmental
regulation; and his appointments to the Supreme Court and Federal
Reserve have been well received.
 For the first time in over a decade, all forty major world economies are
advancing. This certainly helps Guyasuta’s core equities as over 50%
of our companies’ revenues are derived overseas.
 Our economy has continued to grow in the 2 – 2.5% range despite the
lowest productivity levels in decades. The new tax bill could help
revive productivity and increase capital spending.
 Oil prices have been less volatile and remain in a reasonable
“goldilocks” range; not too low to discourage future investments in
drilling and pipelines and not too high to punish consumers and
businesses.
 With the Federal Reserve raising short-term interest rates by 0.75%,
investors have started to see a return on money market instruments.
Longer-term interest rates ended almost unchanged for the year and are
still historically low. Companies that have maintained strong balance
sheets still have low hurdle rates when considering M&A activity.
 The dividend yield on the equities in our core list is 2.1%. While two
companies do not pay dividends, 24 of the other 28 companies raised
their dividends in 2017 by an average of over 5%. We believe there
could be similar actions taken in 2018 especially after corporate taxes
have been lowered.
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Car sales and housing starts continue to be healthy, while productivity languishes
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Household balance sheets have improved, while corporate and federal debt levels
are a concern
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The declining unemployment rate has not yet put pressure on wage growth and thus inflation
remains under control
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Some interesting historical data
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Since 2009, U.S. markets have led the way, but in 2017, all markets prospered…
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…with China’s market being very inconsistent
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With a flattening yield curve…
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…it is no wonder the market expects fewer rate increases than the Fed has called for
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