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July 6, 2018 – Trade Worries Rattle Aging Bull

We hope that this letter finds you well.  The first half of 2018 is in the books and financial markets here in the
US and more notably around the world have had a lot to digest.  The year started off with a bang as the fiscal
stimulus of tax reform suggested increased corporate earnings and perhaps a little extra spending money for
American households.  Fast forward six months and all that optimism seems like a distant memory.  Between
concerns over a nascent but apparently escalating trade war, increasing energy prices and the continuing
withdrawal of support from central banks, the financial markets are having a tough time finding much to be
excited about.

The S&P 500* finished the first half of the year up just
1.67%, with the entirety of that gain for the S&P 500
coming from just seven big tech stocks.  The Dow Jones
Industrial Average* finished the second quarter in
negative territory for the year, as did stock markets in
Europe, Japan, China and across the Emerging Markets.
The US Treasury yield curve continues to flatten, now at
its lowest point since 2007, and as of the date of this letter
real concerns exist that what has to this point been largely
a war of words between the world’s largest economies is
about to erupt into a full-blown trade war.  Last month
this current economic expansion became the second
longest since World War II, and market participants are
rightly concerned that a trade war is just the sort of thing
that could mark the transition from expansion to
economic contraction.

From Bloomberg.com, July 6: “As the clock passed
midnight today, tariffs on $34 billion of Chinese goods
took effect in customs houses around the US.  In Beijing,
officials immediately slapped levies on an equal amount
of US imports, setting the stage for an economic battle of
attrition.”

According to the White House, no amount of protestation
from the stock market will cause them to alter course.
From a July 2 article on CNBC.com: “Commerce Secretary
Wilbur Ross told CNBC on Monday that there’s no level
on the downside in the stock market that would alter the
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way President Donald Trump approaches trade…The White House is attacking what it sees as unfair trade on
a number of fronts, including tariffs on steel and aluminum imports that have been met with retaliatory
measures from the European Union, Canada, Mexico and China.”

This escalation of tensions between the Trump Administration and our economic partners and competitors is
not the only potential headwind that could make the second half of 2018 as bumpy as the first half.

In her Mid-Year US Equity Outlook, Liz Ann Sonders of Charles Schwab had this to say:

More broadly, at the midpoint of the year, there continue to be both headwinds and tailwinds for the economy and
the market.  Trade uncertainty clearly falls in the former…  Tax reform provided a huge jolt to earnings in the first
quarter and to estimates for the remainder of this year.  But comparisons will begin to get more difficult, so expect a
slowing in the year-over-year growth rate in earnings.  Aside from the simple math, there are also some high hurdles
which earnings growth face in the near-to-medium term, including trade/tariff hits, rising labor and input costs, the
strong dollar and rising interest rates…
We are entering the second half of the year in the middle of the S&P 500’s trading range, which has been in place
since the correction that began in late-January. Until the index takes out its January high, it’s considered to still be
in correction mode.  For what it’s worth, only the 1994-1995 correction went longer without turning into a bear
market (20% decline or more, using the standard definition).  If this was a typical correction, it would have been at
or near new highs by now; and the longer that takes, the higher the likelihood that this correction gets worse before
it gets better. - Liz Ann Sonders of Charles Schwab, July 2, 2018

Echoing the concerns about a deepening market correction, particularly if the trade tensions escalate, James
Mackintosh of the Wall Street Journal recently wrote:

The first-half gain of 1.67% in 2018 was truly unusual:  The S&P 500 has swung up or down by less only five times
in the first half of a year since 1963.  Those smaller moves weren’t propitious for investors, led by the calm of the six
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months to June 2015, just before China’s devaluation sparked widespread concerns about its economy and a 10%
correction in the S&P.
The other calm periods look like a roster of times to sell: June 2000, shortly before the dot-com crash spread into wider
markets; June 1990, the last month before a recession; June 1978, two months after the inflation that would ravage
real portfolio valuations began to accelerate; and June 1965, which was followed by a brief boom before the 1966 bear
market (a decade later the S&P was still at the same level as in June 1965). - Wall Street Journal, July 2, 2018

As we have discussed before and can be seen in the chart on the top left, US Equities are more stretched from
their long-term regression line than at any point in history, with the exception of a handful of months at the peak
of the 1999-2000 tech stock bubble.  In fact, as can be seen on the top right, the broadest measure of the US stock
market, the Wilshire 5000* (which is an index comprised of the stock prices of more than 6,700 American
corporations of all sizes) is now more expensive relative to US GDP than it was even at that 2000 peak.  It would
not be an understatement to note that periods of such extreme overvaluation have historically been followed by
abysmal market returns, and that once this current bull market rolls over it could take a decade or more for stock
prices to regain their prior highs.  See chart, bottom right.

In a recent presentation, Morningstar’s Chief Investment Officer Dan Kemp shared the chart on the bottom left
outlining Morningstar’s outlook for equity returns from various regions around the world.  He said, “Our
expectation at the moment is that you won’t have any real return from US equities over the next 10 years…  [The
US equity market] looks both extremely expensive and very unattractive relative to other markets.”
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Morningstar’s outlook for medium-term returns
in US stocks is supported by the work of several
other industry heavy-hitters.  Jeremy Grantham’s
GMO, which currently has more than $70 billion
in assets under management, expects US large cap
stocks to average -4.2%, adjusted for inflation,
over the next seven years.  As mentioned above,
Warren Buffet’s favorite broad index valuation
metric, Market Cap-to-GDP, is at an all-time high
in the US and is predicting negative real returns
for the S&P 500 over the next twelve years.

If the trade war escalates and the short-lived
period of coordinated global expansion that was
celebrated at the beginning of the year comes to a
grinding halt, it is unlikely that any risk markets
will escape unscathed.  However, as we have
shared in prior letters (all of which are archived at
www.UlmanFinancial.com) despite the likelihood
of continued near-term turbulence, for long-term
investors we recommend an overweight to
international equities, particularly Emerging
Markets, based on more favorable valuations and
rapidly improving economic and demographic
trends.

At the same Morningstar event mentioned above,
Morningstar’s Head of Multi-Asset Portfolio
Management, Mike Coop, urged patience and
discipline to investors anxious for an end to the
current period of overvaluation.  “We have to be
long term and be prepared to be patient.  It can
take anywhere from six months to three or four
years for valuation anomalies to play out.”

It is frustrating as an investor to endure extended
periods of being patient, as Mike Coop
recommends is now appropriate.  It is easy to look
at a chart detailing decades of market history and
glean the behavior that history suggests is
prudent, but much harder to position your
portfolio accordingly and await the mean
reversion that will make your patience pay off.
Our job as advisors is to regularly remind you
why we are following this prudent, patient path.
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Market commentators often look back on the period leading up to the 2008 Financial Crisis or the 1999-2000 Tech
Bubble and point out the warning signs that were flashing for markets and the economy.  We have no doubt
that a decade from now there will be plenty of books and articles written outlining the warning signs that are
now flashing and, with the benefit of hindsight, will have appeared obvious.  To avoid the pain that always
follows periods of overvaluation, it is not enough to recognize warning signs in hindsight.  One must recognize

and heed them in real time, before the tide turns.
To borrow a line from Shakespeare, “Better
three hours too soon than a minute too late.”

Because markets are cyclical, and periods of
overvaluation and elevated risk are always
followed by periods of undervaluation and
opportunity, we look forward to the time when
our quarterly letters are chock full of
encouraging stats and bullish enthusiasm.  Until
that time, we continue to recommend a cautious
investing philosophy with an underweight to
equities, particularly in the US, and an
overweight to historically defensive assets such
as US Treasuries, gold and cash.

We appreciate your taking the time to read and consider our thoughts. Please feel free to share this newsletter
and do not hesitate to call or email with any questions or comments or to schedule a face-to-face portfolio review.

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1
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*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded on
the New York Stock Exchange and the Nasdaq. The Bloomberg Barclays US Aggregate Bond Index is an index of the US
investment-grade fixed-rate bond market, including both government and corporate bonds. Indices such as the S&P 500
Index, the Dow Jones Industrial Index and the Bloomberg Barclays US Aggregate Bond Index are unmanaged, and investors
are not able to invest directly into any index.  Past performance is no guarantee of future results.

The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your financial
advisor prior to investing.  The economic forecasts set forth in the presentation may not develop as predicted and there can
be no guarantee that strategies promoted will be successful.

All indices are unmanaged and cannot be invested into directly.

Securities offered through LPL Financial, Member FINRA/SIPC.


