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A Favorable Environment for US Equities

The past few years have seen a significant shift in the trajectories of the
major global economies. After coordinated efforts to reflate the global
economy following the 2008 crisis, the cumulative effects of monetary and
fiscal policy have put the US at the forefront of a successful emergence
from the financial crisis relative to Europe and Japan. At the same time,
China and the commodity-driven economies are struggling to rebalance
their economies while maintaining acceptable growth rates. The US is
undergoing a robust recovery in the housing, automotive and industrial
sectors, making it an attractive market in which to invest. Among the key
factors driving US industry is the energy sector's ability to dramatically
reverse decades of production declines which is resulting in lower energy
prices and giving domestic manufacturers a significant production cost
advantage. US corporate profits are also benefitting from lower capital
costs and limited labor inflation, which are the same factors that are
allowing the Federal Reserve to maintain its near-zero interest rate policy
and creating the conditions for a potentially extended business cycle. The
current combination of benign inflation, low interest rates and rising
corporate profits is conducive to valuation multiple expansion and is
favorable for equity investing.

The divergences in global monetary and fiscal policies in recent years have
impacted the respective recovery rates of the major economies, and in turn,
the relative prices of currencies, equities and fixed income
securities. Although we continue to believe that interest rates will remain
below historical norms for several years, it is notable that the Federal
Reserve is now in the position to discuss the tapering of monetary stimulus
as a result of a still fragile but improving economy. In contrast, Europe
continues to require a highly accommodative monetary policy to reduce
unemployment, deficits and debt loads. Japan recently implemented
aggressive monetary and fiscal policies designed to reverse its decades-
old deflationary economy. China, now the world’s second largest
economy, is attempting to stabilize growth at or above 7% while introducing
much needed reforms, de-emphasizing fixed asset investment and
rebalancing its economy between investment spending and consumption.
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Despite a recovery that has been slower than those experienced in past
cycles, the US is better positioned relative to other major economies with
which it competes for capital. Besides having the world’s largest economy,

The US is better positioned the US has many distinguishing characteristics, including the world’s most
relative to other major advanced and deepest capital market system, the most entrepreneurial and
economies with which it adaptive society, positive demographic trends, a good resource base (food,

energy and water), a well-established legal system with respect for contract
law and, for all its challenges, one of the most stable political systems.
. . Additionally, and somewhat counter-intuitively, the US is also a beneficiary
also a beneficiary of many of of many of the challenges currently confronting other economies. In the
the challgnges currently ) US, consumer spending accounts for over 70% of GDP, whereas exports
confronting other economies account for less than 15%. Therefore, the US benefits disproportionately
from having a stronger currency that increases the purchasing power of
consumers. The relatively stronger recovery of the US economy has
helped to strengthen the US dollar. A stronger dollar combined with slower
growth in infrastructure spending in China is helping to suppress the price
of commodities, which represent the most volatile component of inflation.
Lower commodity inflation in turn is helping consumers and allowing the
Federal Reserve to maintain an easy monetary policy. Historically,
divergences such as the one we are seeing today between the US and
other major global economies have created some of the best investment
opportunities for active investors.

competes for capital.
Counter-intuitively, the US is

The Interdependence and Interrelations of Global Economic Policy

In the period following the 2008 financial crisis, fears of a global depression
caused governments and central banks around the world to develop a
coordinated response. The result was arguably the most extensive policy
response in history with over 600 monetary and fiscal stimulus programs
implemented. Central banks created trillions of dollars in new currency and
liquidity and these efforts were further supported by aggressive fiscal
stimulus programs. Five years later, the global economy is in a very
different place and governments are even more focused on protecting their
respective self-interests. The following provides a brief perspective on the
impact of the policy actions taken by the US, Europe, China and Japan in
response to the unique situation in each economy.

The United States

“The economic recovery has continued at a moderate pace in recent
quarters, despite the strong headwinds created by federal fiscal policy.
Housing has contributed to recent gains in economic activity. Conditions in
the labor market are improving gradually. CPI has been running below the
Committee’s longer-run expectations.”

— Federal Reserve Chairman Ben Bernanke, 7/17/13
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In recent decades, increasing credit levels helped to fuel spending and
support economic growth. Going forward, the US will likely experience a
more muted growth rate as a consequence of little or no wage growth for
most workers, structurally high unemployment and private and public-sector
deleveraging. Due to the fragility of the economic recovery, some Federal
Reserve officials worry that a premature withdrawal of stimulus from the
system could be more damaging than an extended easy-money policy.
Because the US faces considerable structural headwinds which will prevent
the economy from easily returning to its former growth rates (3-4%), ARS
continues to believe that interest rates will likely remain historically low for a
considerable period of time.

Even with the challenges described above, the US is further along in its
Even with its challenges the 'r:ecovery than much of j[he developeq vvprld. Reflec.ting this divergence, the
. .. ederal Reserve has discussed beginning to taper its bond purchases over
US is further along in its time while other central banks continue to see the need for aggressive
recovery than much of the stimulus. Consequently, capital is flowing into US dollars which is helping
developed world to strengthen the dollar relative to other currencies. The recovering
economy is also lifting tax receipts and lowering the budget deficit, which is
further supporting the dollar. These trends are self-reinforcing, as a
stronger dollar in turn benefits the US consumer-driven economy. The
highly accommodative monetary policies in other markets combined with
the resilience of the US economy, low inflation and improving economic

conditions should continue to attract capital in the coming quarters.

Europe

“The euro area still faces considerable challenges. The economy is still
weak. The Governing Council stressed that the monetary policy stance will
remain accommodative for as long as needed.”

— ECB President Mario Draghi, 7/8/13

“As long as inflation remains subdued, [our] forecast for low interest rates
will remain in place; this was unanimous; all interest rates are part of the
statement; liquidity will remain abundant and stay ample as long as
needed.”

— ECB President Mario Draghi, 8/1/13

Since taking over as ECB President in 2011, Mario Draghi has introduced
monetary policies similar to those previously initiated by the Federal
Reserve in an attempt to stimulate the European economy and offset the
aggressive austerity initiatives that were being implemented by several
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European nations. The Federal Reserve began its easing program nearly

The Federal Reserve began 2.5 years earlier, which explains in part why the US is ahead in its recovery.
its easing program nearly 2.5 It was only 12 months ago that Mr. Draghi issued his now famous
years earlier, which explains “whatever it takes” statement to support the Euro and reduce fears of a

break up. While some progress has been made by European nations to
spur a recovery, political and structural challenges remain and several
more years will be required to sufficiently reduce debt, lower unemployment
and restructure individual economies. Unfortunately for Europe, the relative
attractiveness of the US economy is drawing capital to the US markets.
This is a form of monetary tightening on those nations experiencing capital
outflows. So it was not a surprise to hear Mario Draghi indicate that he was
going to maintain a low interest rate environment for the indeterminate
future to make the European economies stronger and to relieve pressure
on the over-indebted southern-tier economies as Europe continues to play
catch-up to the US.

in part why the US is ahead
in its recovery

Despite ongoing challenges, there is some evidence of a nascent recovery

There is some evidence of a in the European economy, such as the recently improved purchasing

nascent recovery in the managers index (PMI) readings that suggested a shift from contraction to
European economy which expansion. This may present an opportunity for select European-related
may present an opportunity investments as well as for US companies with significant exposure to
for select European-related Europe, although we will need to monitor closely for signs that improvement
investments will be sustainable.

China

“China is in a phase when it must rely on economic transformation and
upgrading to maintain continuous and healthy development. Through
stabilizing growth, we can create room and conditions for restructuring and
advanced reform.” — Premier Li Kegiang, 7/9/13

“We need to prepare for all kinds of complicated and difficult situations as
the domestic and international environment is highly complicated.”
— According to an official statement from the Government, 7/30/13

Since 1990, China’s GDP has grown from $390 billion to $8.2 ftrillion
reflecting one of the great industrializations in history as over 300 million
people migrated from farms to cities. However, a disproportionate amount
of China’s GDP growth has come from government-led infrastructure
outlays driving investment spending to nearly 50% of GDP—an
unprecedented level for a major economy. China’s government-led
expansion fueled a major boom in commodity prices, and as China became
the price-setter for commodities, it exported inflation to the global
economy. China’s rapid growth also brought challenges in the form of
income inequality, corruption, environmental degradation and impairment of
basic social needs. The government now faces the difficult challenge of
transitioning the economy from one which relied on exports and
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government spending, often debt-driven, to a more consumption-oriented
one. According to Premier Li Kegiang, China will focus on GDP, jobs and
inflation. It is taking some small-scale steps to stimulate and stabilize its
economy including pumping $2.5 billion of cash into its banking system and
announcing a review of the risks of local government debt. Some of the top
priorities for the government are preventing social unrest and fostering
sufficient employment during this transition.

As part of the government’s 5-year plan, it mandated significant multi-year

wage increases for workers, but as a consequence is reducing its low-cost

competitive labor advantage versus other nations. China’s environmental

issues are increasingly at the forefront of both media headlines and

leaders’ concerns, and the resulting regulation is leveling the playing field

China is willing to for developed-market companies that compete with Chinese

tolerate slower growth manufacturers. In short, China is willing to tolerate slower growth to

to achieve a more achieve a more balanced set of policy goals. If China’s growth can

. stabilize near its current target of 7%, it will still be a material contributor to

selaied et o gelliey global growth. At China’s current size, 7% growth in dollar terms

goals (estimated in excess of $500 billion) would contribute significantly more

than a decade ago when China was growing in the double digits but from a

smaller base. Moving forward, the beneficiaries of China’s GDP growth will
be quite different from those of the past decade.

Japan

“Japan faces structural issues - firstly, to extricate itself from deflation;
secondly, to improve labor productivity; and thirdly, to maintain fiscal
discipline. These threefold structural issues must be resolved
simultaneously, and growth is a necessary condition for success.”

— Japan’s Prime Minister Shinzo Abe, 6/19/13

Japan has experienced two decades of deflation which has taken a toll on
The Japanese stock market its leadership as evidenced by the fact that it has had 6 prime ministers in
has responded well to the last 6 years. In response, Mr. Shinzo Abe has introduced an
monetary easing and aggressive combination of monetary and fiscal policy in an attempt to
stimulus, but it remains to be weaken the yen to boost exports and to reflate the Japanese economy.
seen whether these measures The “three arrows” of Abe’s economic policy are aggressive monetary
will be sufficient to provide easing, flexible fiscal spending and a growth strategy that would induce
a sustained recovery private investment. The Japanese stock market has responded well to the
policies, but it remains to be seen whether they will be sufficient to provide
a sustained recovery. These policies may in fact be too little, too late, as
the half-hearted stimulus measures of the last 20 years have left Japan
heavily indebted and vulnerable to higher interest rates. Avoiding Japan’s
deflationary experience of the last two decades is an important driver
behind the thinking and policies of Mr. Bernanke and Mr. Draghi.
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Reflecting on the challenges and recovery progress of the important global
Reflecting on the challenges economies highlights the relative strength of the US today. This is leading
and recovery progress of the to a return of the US as arguably the most attractive opportunity for equity
important global economies investment—a condition that we believe has the potential to sustain itself
for a significant period of time.

highlights the relative
strength of the US today

US Corporate Profits and Valuations

We expect that US corporate profits will continue to increase over the next
several years. As highlighted in the chart below, US corporate pre-tax
profits have risen from $903.5 billion in 2003 to $1.36 trillion in 2008 to
almost $2.2 trillion today. In past Outlooks, we have discussed the
manufacturing renaissance that is taking place as evidenced by
manufacturing pre-tax profits having grown from $131 billion in 2009 to
$360.8 billion as of the first quarter of 2013. With interest rates remaining
at low levels US corporations have also been able to refinance debt at
cheaper costs allowing managers to repurchase stock, reinvest in their
businesses and drop remaining savings to the bottom line. Although profit
growth slowed in the second quarter, we expect that a gradual and non-
inflationary expansion of the US economy combined with recoveries in
other major markets will be supportive of profit growth over the
intermediate term. Importantly, low interest rates are making equities more
attractive relative to fixed income, and so long as inflation remains
contained, a persistent low-rate environment should be favorable for equity
valuation multiples.

Corporate Profits (2003 — 2013)

Year GDP Total Profits Manufaqtunng Total Profits | Net dividends Undlsm.b <]
Profits Profits

2003 11,142.2 903.5 69.4 659.7 424.9 234.8
2007 14,028.7 1,738.4 271.3 1,292.9 794.5 498.4
2008 14,291.5 1,359.9 195.5 1,050.9 786.9 264.0
2009 13,973.7 1,440.5 131.0 1,171.1 554.1 617.0
2010 14,498.9 1,816.3 233.5 1,443.0 600.9 842.1
2011 15,075.7 1,854.1 244.9 1,475.1 697.2 777.9
2012 15,684.8 2,162.2 371.7 1,712.9 779.9 933.0
2013 15,984.1 2,187.0 360.8 1,749.5 781.1 968.3

*Billions of current dollars
Source: Council of Economic Advisers: Economic Indicators June 2013; *Seasonally adjusted 2013
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The Energy Industry Loses a Pioneer

In our April Outlook, ARS discussed in detail the energy boom and its
impact on the US economy. We note the recent passing of George
Mitchell, who was a pioneer in US natural gas fracking, exploration and
development. Mr. Mitchell, the founder of Mitchell Energy (later sold to
Devon Energy), was an important voice for sensible and environmentally
responsible growth of US energy resources. It was through the efforts of
entrepreneurs such as George Mitchell combined with the increasing use of
new fracking technologies that have allowed the US to reverse nearly four
decades of energy production declines. According to the NY Times,
“fracking and other unconventional techniques have doubled North
American natural gas reserves to three quadrillion cubic feet ... These
same technigques have been applied to oil and a well that would have
produced 70 barrels a day using conventional drilling can produce 700 with
fracking.”

Investors should not dismiss the intermediate and long-term impact of the
energy revolution on the US economy. In 2008, the US produced about 5
million barrels of oil per day but thanks to new technology, production has
increased 50% to 7.5 million barrels per day, growing by 1 million barrels
per day in just this past year. This means that the US will be importing a
million fewer barrels per day this year than last, reducing import costs by
approximately $35 billion dollars and allowing those dollars to be
repurposed toward more productive uses. As oil and gas production has
increased, the US industry has embarked on a massive, multi-year
investment program to move oil and gas from where it is now being
produced to where it is needed and the US reserve base has risen
dramatically.

Because the US has become a low-cost energy producer, the country has a

The US has a decided cost decided advantage in manufacturing for those businesses that have a high

advantage in manufacturing energy cost component. The consequence is that US manufacturing is
as a result of cheaper energy expanding. By way of example, over the past few years more than $100
prices billion in new plant investments have been announced in the US chemical

industry alone.

Investment Implications

One of the defining characteristics of the lost decade in US equities was the
industrialization of the developing economies and rapid pace of
globalization which drove capital out of US stocks and into emerging
markets. It was the ability to recognize this shift that allowed some
investors to outperform the US stock market from 2000-2010. As described
above, China is experiencing difficulties after this period of rapid growth,
and the pendulum has swung back in favor of the US. This transition is
further enabled by the end of the commodity boom this past year as the
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US now imports less inflation. We have been asked how US companies will
perform when China is slowing and Europe is struggling. Our view is that

The US consumer-driven the US economy is more than 70% consumer-driven and in many ways is
economy in many ways is benefitting from the lower inflation caused by current conditions in those
benefitting from the lower economies. Further, many US companies, especially small and mid-
inflation caused by current capitalization businesses that tend to rely more on domestic consumption
conditions in other major than global sales, stand to be important beneficiaries. In the context of a

slowly improving economy, fixed income is less attractive relative to
equities on a risk/reward basis. Fixed income investor sentiment turned
decidedly negative in June as evidenced by the $76.5 billion outflow from
bond funds during that month.

world economies

The combination of factors described above leads us to a positive view of
the opportunity for investors to benefit by investing in US equities which
. . . offer growth, rising dividend income or both. As we head into the second
smgll and mid-capitalization half of the year, it is possible that we will see renewed focus on the
businesses that t?nd to rely ) significant political dysfunction in Washington; however, we expect any
more on domestic consumption  short-term disruption to be viewed as an additional opportunity for capital
than global sales, stand to be sitting in cash to be invested into equities. We believe long-term investors
important beneficiaries should be well rewarded by owning companies benefitting from this outlook.

US companies, especially

AR Schmeidler is pleased to announce that Brian P. Barry has joined our
team as a Portfolio Manager and Research Analyst. Brian has over 10
years of financial services experience, most recently at Bank of America as
a Portfolio Manager for U.S. Trust, where he was responsible for advising
high net worth and institutional clients. He received a BA in History and
Economics from the College of the Holy Cross and an MBA in International
Finance from New York University’s Stern School of Business. Please join
us in welcoming Brian to our firm.

The information and opinions in this report were prepared by A.R. Schmeidler & Co., Inc. (“ARS”). Information,
opinions and estimates contained in this report reflect a judgment at its original date and are subject to change.
ARS and its employees shall have no obligation to update or amend any information contained herein. The
contents of this report do not constitute an offer or solicitation of any transaction in any securities referred to
herein or investment advice to any person and ARS will not treat recipients as its customers by virtue of their
receiving this report. ARS or its employees have or may have a long or short position or holding in the
securities, options on securities, or other related investments mentioned herein.

This publication is being furnished to you for informational purposes and only on condition that it will not form a
primary basis for any investment decision. These materials are based upon information generally available to
the public from sources believed to be reliable. No representation is given with respect to their accuracy or
completeness, and they may change without notice. ARS on its own behalf disclaims any and all liability
relating to these materials, including, without limitation, any express or implied recommendations or warranties
for statements or errors contained in, or omission from, these materials. The information and analyses
contained herein are not intended as tax, legal or investment advice and may not be suitable for your specific
circumstances.
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