Q2 2018 Quarterly Newsletter
E Q U I T I E S A R E U N D E R VA L U E D !
After an extended period of unusually low volatility, markets are again experiencing daily moves causing angst
and uncertainty in the minds of even the most seasoned investors. While certainly unsettling, we believe
buying opportunities have returned in domestic and global markets due to this heightened volatility prompted
primarily by Tweets and news headlines of trade wars and rising interest rates. In our Red-Yellow-Green
analysis which measures and tracks Forward Operating Price/Earnings (FOPE), domestic equities are in the
middle of the yellow-zone at 16.94x versus the 25-year Forward P/E average at 16.1x (see page 2, chart 1).
Similarly, Non-US securities are solidly in the green-light zone at 13.3x.

Now - 16.94

(March 31, 2018)

Then - 18.93
(Dec. 31, 2017)

Source: LFAS, See disclosures on last page
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Q2 2018 QUARTERLY NEWSLETTER  EQUITIES ARE UNDERVALUED!
B E C AU S E O F T H E M A R K E T D E C L I N E I N T H E S TA N D A R D A N D P O O R ’ S
5 0 0 I N D E X ( S & P 5 0 0 ) O F - 0 . 8 % I N T H E F I R S T Q UA R T E R O F T H I S Y E A R ,

and the substantial
increase in earnings
reported (15% for the
quarter) and forecasted
(20% for all of 2018),
the S&P 500 has essentially been repriced to
its 25-year Forward P/E
average. Undoubtedly,
we believe this decrease
presents a buying opportunity for investors who
can tolerate the shortterm volatility and
maintain their focus on
long-term goals.

(March 31, 2018)

Source: J.P. Morgan

2

Not only do we believe the domestic market is reasonably priced, but Non-US markets and in particular
the Eurozone, are at bargain levels. For those who lament missing the proverbial boat as the S&P 500 rose
290% and the Non-US markets rose 123% since the market bottom in March 2009, the domestic “boat”
has returned to shore and the non-US “boat” is preparing to depart. We believe both will continue to rise as
synchronized global growth is consolidating and improving. This growth is likely to continue for some time,
however our view is that
both domestic and nonUS growth will range
between 2.5% and 3%
per annum for the next
few years. The Investment Committee is advising clients to consider
increases to Non-US
equities at this time and
for some clients we are
recommending as much
as 40% of the equity
portion of their portfolio
be exposed to
International.
Source: J.P. Morgan
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Volatility has returned, and likely to stay!
The first quarter of 2018 was indeed a bumpy road and saw a return to more normal market volatility with
6 days of market moves of 2% or more. While no such moves occurred in 2017, since 1980 the S&P 500
has averaged 15 occurrences per year (JPM 3-29-18)4. We believe the causation of the return to volatility
can be attributed to a number of factors, including the following:
1. The overcrowding and subsequent implosion of the short volatility trade.
2. Recently introduced concerns about an increasing number of interest rate increases,
and uncertainty regarding the views of a new and hawkish Federal Reserve (Fed) Chief,
3. Inflation / stagflation,
4. And of course, the never-ending Tweets from President Trump, the most recent concerning
Trade War, Amazon opposition, as well as, the ongoing tweets impacting and perhaps
contributing to increasing geo-political risks.
We believe trade wars are “stagflationary” as they cause rising inflation and damage growth. If President
Trump is using tariffs as a bargaining tool this may not ultimately develop, however it is a dangerous and
slippery slope to be on and one that we are monitoring.

From 2007 - Present

Source: J.P. Morgan
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Strong Consumer Confidence
Despite the increase in volatility, consumer confidence
remains strong because of
the impact of the recent tax
package and its economic
contributions of current low
inflation, increasing
corporate earnings and
higher personal paychecks
supported by an economy
that is sound and continuing to expand albeit at a
rate approaching, but not
quite 3% (We should all
keep in mind that 3% GDP
growth is the Fed target). While the tailwinds seem to overcome the headwinds for now and
valuations suggest that this is a time to be over-weighted in equities, we must still focus on the
longer-term economy.

What can go wrong?

Source: J.P. Morgan
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As shown on the chart to
the right, the Fed expects
GDP to increase to a 2.7%
growth rate for 2018,
however it anticipates a
gradually declining GDP
growth rate in 2019, 2020
and beyond with a long run
forecast of only 1.8%. Quite
simply, the United States is
running out of workers. Visa
applications are down 20%
over the last six months as
global workers are looking
to Asia and the Eurozone for more lucrative employment opportunities. Another potential concern is that the
current hawkish Fed view could be a mistake and trigger a recession as soon as 2019. Fed tightening in a
sluggish economy is a potentially dangerous move, and further complicated with the anticipated decrease in
GDP growth in 2020 and beyond. And of course the impact of Tweets is now met with greater uncertainty. As
the mid-term elections near there could be a dramatic upheaval in the balance of power now held by the GOP.
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An Aging Bull

Source: J.P. Morgan
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Historically, economic expansions have averaged 47 months, recessions have averaged 15 months, and the
average GDP recovery is 24% from the trough. At 105 months in age this current expansion can soon become
the second longest, and possibly the longest, as GDP has only recovered 2/3 of it’s normal growth. Based on
current valuations and our Red-Yellow-Green Light theory (FOPE), it is currently our opinion equity markets
can continue to increase in valuation by another 30%. This suggests that the Dow Jones could crest at
somewhere close to 33,000 and the S&P 500 could crest at 3,365*. If we return to our missed “boat”
analogy, such an increase would indeed be quite a nice boat ride if one boards the ship.
Finally, history has shown that the market is fickle and responds to fear and greed. Currently, there appears
to be a competition among industry experts and commentators, all positioning themselves to be the first to
scream the loudest about impending doom, gloom, and a severe market crash looming in the near future. Let
us recall that this is not unlike previous bull markets and we have been here before. We know that a normal
market environment does indeed go through cycles and periods of expansion and contraction. When the next
contraction or market crisis will occur, no one truly knows and can say for sure. It is our belief that it may not
be caused by an exogenous event, but more likely caused by a change in the currently favorable market
fundamentals.

T H A N K YO U !
LFAS Investment Committee
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I M P O R TA N T I N F O R M AT I O N
The opinions voiced in this material are for general information only and are not intended to provide specific advice or
recommendations for any individual. The economic forecasts set forth above may not develop as predicted and there can be
no guarantee that strategies promoted will be successful. All performance referenced is historical and is no guarantee of
future results. No strategy including asset allocation assures success or protects against loss. All indices are unmanaged and
may not be invested into directly.
Stock investing involves risk including loss of principal. Value investments can perform differently from the markets as a
whole. They can remain undervalued by the market for long periods of time.
International and emerging market investing involves special risks such as currency fluctuation and political instability and
may not be suitable for all investors.
The Standard & Poor’s 500 index is a market capitalization weighted index of 500 stocks designed to measure performance
of the broad domestic economy through changes in the aggregate market value of 500 stocks representing all major
industries. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New
York Stock Exchange (NYSE) and the NASDAQ.
The MSCI World ex USA Index captures large and mid cap representation across 22 of 23 Developed Markets (DM)
countries--excluding the United States. With over 1,000 constituents, the index covers approximately 85% of the free
float-adjusted market capitalization in each country. The CBOE Volatility Index® (VIX®) is meant to be forward looking,
showing the market’s expectation of 30-day volatility in either direction, and is considered by many to be a barometer of
investor sentiment and market volatility, commonly referred to as “Investor Fear Gauge”.

The graph is showing the quarter-end P/E Value of the market cap weighted S&P 500 index; calculated as end of
quarter price close divided by end of quarter reported earnings. This graph also shows a normalized histogram of those same
data points as outlined in red bell curve. The information represented in these tables are estimates based on the individual
information of S&P 500 index holdings for each period. The underlying data is updated quarterly and has been obtained from
Standard & Poor’s 3rd party sources considered to be reliable but its accuracy and completeness cannot be guaranteed. This
evaluation is for information purposes only and not intended as an offer, solicitation, or recommendation with respect to the
purchase or sale of any securities supplied by any money management organization.
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Definitions: Forward Operating P/E - is calculated using the next 12 months estimated operating earnings outlined by S&P,
divided by current quarter end closing price. The mean is the sum of all the values in the set of data divided by the number
of values in the same set of data. The median of a set of items is the value in the middle of an array of the items. The mode
is the value that appears most often in a set of data. The standard deviation in this case, measures the level of volatility of
returns measured in percentage terms.
*Target prices are computed based on earnings projections for the S&P 500 and the Dow Jones Index made by Standard and
Poor’s. The earnings are then multiplied by the current Forward one, two and three-year Operating Price Multiple (FOPE). The
FOPE is calculated by dividing the current number value of points of the index by the forecasted operating earnings produced
by Standard and Poor’s. Target prices can alter dramatically if earnings forecasts prove to be inaccurate. For example, 2007
and 2008 actual operating earnings were nearly 50% beneath the forecast due to the Banking Liquidity Crisis.
2
3
4
5
6
7
8

J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.
J.P. Morgan - March 31, 2018 - Guide to the markets.

Investment advice offered through Level Four Advisory Services, LLC, a registered investment advisor.

