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he confluence of instant communications, high-frequency trading, algorithmic trading,
and various index and exchange traded funds have all led to the potential for greater
volatility. These factors coupled with the following economic and investment
questions/issues posed by some investment pundits created a very volatile first
quarter:

1. Was the United States already in a recession?

Edward C. Palleschi

2. Would corporate earnings decline?

Brian Gamble

3. Would the plummeting price of oil lead to some sort of financial crisis?

Virginia Umbreit

4. Would the slowdown in China lead to economic strife in developed (except the U.S.) and
emerging countries?

Drew Wray
Wesley Llado

5. Would interest rate increases by the Federal Reserve roil equity and real estate
markets?
The result was a tumultuous start to this first quarter with equity markets declining by 10%
through the middle of February. It was the worst January for common stocks in the history of
the S&P 500. This required our steady hand in providing guidance to our clients that this market
downturn was overdone and not justified by fundamentals.
Although we hesitate to ever look at one quarter as being meaningful in a long-term investment
plan, we offer the following chart to depict just how volatile the first quarter was on both the
downside and upside:
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Given this concentrated volatility (we have been forecasting volatility for the past year), we had to reexamine our view of the economic and
investing world to ensure it was still intact. We wanted to confirm that something did not happen to the economy that we somehow
missed. We checked the employment gains of the last twelve months to make sure they were still intact, and they were (2.45 million new
jobs in 2015). We reviewed inflation to make sure that it was still benign and trending a bit below 2% (it was 0.7% for 2015). We had
conversations with economic consultants and investment colleagues to make sure that China was still in business and that its economy
was still growing, albeit at a slower rate than recently. It is, and in our opinion it seems to be headed for between 4% and 6% annual
growth. We debated the issue of much cheaper oil. Were there benefits to the global consumer? Yes. Would this outweigh, in our
opinion, the damage to oil producing and related companies as well as to those countries that are net exporters of energy? Also, would
some banks be severely compromised by their exposure to borrowers hurt by cheaper oil? On balance, we concluded that cheaper oil
was a net positive (and still believe that). We also debated how many rate increases would be implemented by the Fed, ranging from
none to four in 2016, and the impact of each scenario on the different asset classes we mainly invest in: stocks, bonds, hedge funds, and
real estate. In our opinion, added volatility would occur especially if there were more than one or two, but valuations would not be
changed dramatically.
We came to the conclusion, as we faced declining equity markets, investor fear, and volatility, that not a lot had changed from the end of
last year. Valuations for stocks were far from cheap but not terribly expensive (about 16 to 17 times projected S&P 500 earnings for
2016). Possible increases in interest rates by the Federal Reserve would be modest and not harmful to the economy, in our opinion. If
anything, these rate increases would reflect a better economy characterized by employment growth and modest wage increases. China is
in fact slowing but would still provide economic growth to the global economy (and is transitioning from manufacturing/infrastructure to
more consumer/services-based growth). Declining oil prices would benefit global consumers, although declining prices would hurt oil
producing companies and countries as it did last year. We reviewed oil demand and it is actually growing. Thus, the problem causing
cheap oil prices was supply growing faster than demand, which created surplus inventories, and not one of falling demand. It would be
more serious if it was a problem of falling demand which could indicate a global recession. We provide the following chart to show that
demand for oil is still increasing:
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Finally, we believe that the U.S. is not in recession, just growing slower than the average economic expansion and slower than we need
to grow. Slow growth is not good for earnings growth for the average company. We believe that our politicians in Washington have let us
down by not providing much needed fiscal policy to promote better economic growth. Accommodative monetary policy, that is easy
money, must be complemented by fiscal policy of pro-growth initiatives to foster efficient economic growth, which increases employment
and capital investment. Business investment is much less than desirable so far, and that is why we have anemic economic growth
without the type of corporate capital investment that bodes well for the long term. This leaves corporate America with too much cash and
not enough economy-building investments.
What the first quarter demonstrated is that fundamentals can be overlooked in the short term. The quote from Ben Stein implies that
investors should look to what any asset’s reasonable valuation is. So, when we go through periods of concentrated volatility, we check
the fundamentals and valuations. We did just that and came away with the conclusion that economic and investment conditions did not
warrant the sharp selloff of the first month and a half. Accordingly, we stayed the course and our clients did as well. We believe they will
be pleasantly surprised when they receive their first quarter asset allocation statements.
Looking Ahead:
We survived the first quarter’s volatility with either very small losses or modest gains in our investment strategies. However, economic
conditions are still handcuffed by slow growth or no growth economies. Central banks around the world continue to be accommodative
(evidenced by negative interest rates in Germany and Japan) with the U.S. tilting towards some modest tightening, but in a slow and
measured way in our opinion. Corporate earnings and revenue growth is challenged and will be modest at best this year. Even this will
require some help from the weakening U.S. dollar for U.S. domiciled multi-national companies which will reverse the strong dollar head
winds of the past few years that compromised earnings growth for many companies. Oil prices have rebounded from the lows seen early
in the first quarter, and perhaps a bottom is approaching. It will take some time for the recent production cut-backs to bring demand and
supply into a position where pricing will increase more significantly. As an example, the rig count in the U.S. is down by more than 50%
from last year evidencing the cut-back in drilling activities.
On another front, the political situation in the U.S. will likely cause some uncertainty and volatility throughout 2016. The inability of
politicians in Washington to agree on fiscal growth initiatives via tax reform and infrastructure spending has hampered domestic economic
growth. This and other factors have led to widespread frustration among both individuals and business and is adding to the anger we
read about on a daily basis. This lack of pro-growth fiscal policy is the major link missing in what could foster a faster growing domestic
economy. My contacts in Washington suggest it is being worked on. I have heard this before, and given the stage of the election cycle,
one can assume that such reform will not take place this year. This environment has both individuals and businesses acting defensively,
leaving excess cash on the sidelines.
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Given all of the above, we expect continued volatility, modest domestic economic growth (therefore no recession in 2016),
disappointing global growth, investor hesitation pending moves by the Federal Reserve, and anxiety over the coming election
in November. Add to this, the seemingly weekly terror attacks around the world that chill investment and spending appetites.
In this economic and investment environment, we remain positioned with an overweight to our defensive strategies. In our opinion, they
provide the best opportunity to achieve a reasonable return over the longer term, while being defensively positioned to weather what we
expect to be continued volatility and disappointing economic growth. One strategy provides a growing cash stream of dividends while
another provides hedged access to a concentrated portfolio of what we believe to be reasonably valued growth companies that will be
successful in achieving above-average earnings growth in this environment. We continue to underweight our international exposure in our
traditional equity basket. We simply do not see compelling valuations yet overseas given the murky growth picture, despite the incredibly
accommodating central banks.
Cash and fixed income at the current levels of return are not attractive to the long-term investor whose goal is to grow one’s net worth
several percent above the modest current inflation rate of roughly 1%. Thus, we are not adding exposure and remain underweight to fixed
income. Cash has never been a good long-term asset allocation, and one should only hold cash necessary for spending, taxes, other
obligations, and to sleep at night.
Finally, we maintain our recommendation that for suitable investors, an appropriate portion of assets should be allocated to private equity
and/or real estate investments where there is a greater potential for returns than our traditional equity investments. These investments
typically carry a higher degree of risk as well as a longer period of illiquidity. During the first quarter we made available to suitable clients a
private equity opportunity through an investment in a very interesting four-year-old medical products company. Like other investments in
our fourth basket of private investments, it is illiquid and has a higher degree of risk. However, we believed the opportunity was worth
pursuing and it added to asset diversification for those clients both suitable and interested.
Thus, not a lot has changed, as our first goal is to always preserve capital and not have clients whipsawed emotionally causing potential
poor investment decisions. As we have always clearly stated, a well thought out asset allocation with a view to the long term should
insulate most clients, if not all, from making emotionally driven short term investment decisions that will rob one of long-term compounding
returns.
We have a few pieces of news to share this quarter. First, we are excited to share that Lawrence J. Waldman will be joining the firm as a
Managing Director on May 2, 2016. Larry has a long history in public accounting and has been a friend of the firm for quite some time. He
will be part of the team which advises current and prospective clients on the benefits and value of FLII’s investment and wealth
management services. He will also play a key role in creating as well as furthering strategic relationships with professional services firms
on Long Island. Additionally, his financial background will be a helpful contribution to our investment committee. Virginia Umbreit, Vice
President – Portfolio Administration and a Member of the Investment Committee, has been appointed to the Board of Directors of the
United Way of Long Island. We hope that you will join us in congratulating Virginia.
We look forward to reporting to you after the end of the second quarter. In the meantime, please do not hesitate to call or visit with any
member of our investment team to discuss our investment views as well as your individual investment allocations and wealth management
needs.

Best regards,

Robert D. Rosenthal
Chairman, Chief Executive Officer,
and Chief Investment Officer
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*The forecast provided above is based on the reasonable beliefs of First Long Island Investors, LLC and is not a guarantee of future
performance. Actual results may differ materially. Past performance statistics may not be indicative of future results. Disclaimer: The
views expressed are the views of Robert D. Rosenthal through the period ending March 31, 2016, and are subject to change at any time
based on market and other conditions. This is not an offer or solicitation for the purchase or sale of any security and should not be
construed as such. References to specific securities and issuers are for illustrative purposes only and are not intended to be, and should
not be interpreted as, recommendations to purchase or sell such securities. Content may not be reproduced, distributed, or transmitted, in
whole or in portion, by any means, without written permission from First Long Island Investors, LLC. Copyright © 2016 by First Long
Island Investors, LLC. All rights reserved.
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