
    Multitude of Risks Set Market Direction                                               June 30, 2018  The global financial markets in 2017 reached above-average total returns with little in the way of volatility. This year, the tune has changed with increased volatility and a market that struggles to stay in positive territory. Managing investments is about understanding risks, which appear in a number of situations around the world: brewing trade wars, renewed political turmoil, climbing oil prices, increasing inflation, rising interest rates and stagnating economic growth worldwide.  Seamount Financial examines these risks and manages their potential impact on your portfolio.  Brewing Trade Wars  There have been several legislative policies enacted by the Trump administration, such as tax reform and the reduction of intrusive government regulations that will hopefully prove to be positive for the economy and markets in the long-term. However, the trade rhetoric from Washington is concerning. We are for free and fair trade, but no country or its consumers win if outright trade wars truly develop.  The 1994 North American Free Trade Agreement (NAFTA) had a goal of boosting prosperity fairly and evenly among the United States, Canada and Mexico. Meanwhile the U.S. dollar appreciated significantly, specifically in relation to the Mexican peso, and provided Mexico with a tremendous advantage when it comes to trade. This is one of the main reasons that our trade deficit with Mexico went from a $1.35 billion surplus in 1994 to a $71 billion deficit in 2017. When the dollar appreciates, our exported goods and services become more expensive for foreigners to purchase, and imported goods and services become less expensive for us to purchase. While a strong dollar is a sensible goal, if it is too strong or appreciates too quickly, it begins to act like a tax on American corporations and consumers. This is precisely why the Chinese have allowed their currency, the yuan, to remain depressed for decades.   To reverse this tactic, we must renegotiate current trade deals that result in free and fair trade with our global trading partners for the foreseeable future. All participating nations must be willing to renegotiate trade agreements every several years based on current economic, market and political conditions. But threatening other nations with tariffs and using political rhetoric to escalate these situations cause uncertainty for both the economies and markets, which have led to the recent market volatility. In fact, imposing tariffs in a world of integrated, multinational supply chains might be self-destructive, and the increased costs will likely be passed on to the consumer.   The right side of the chart below shows exports as a percentage of gross domestic product (GDP) and illustrates that trade is more important to certain countries than to others. Exports are a small share of U.S. GDP, for example, while they are larger shares for countries like Korea and Taiwan.       



    

  Because of the threatening verbal exchanges regarding tariffs, the most prudent approach is not to abandon the long-term goals within your portfolio. You must remain flexible and maintain an appropriate portfolio that is properly diversified. It’s likely the markets will continue to be volatile while the trade deals are negotiated. However, if we see developments of an all-out trade war, reducing your exposure to multinational companies can be a prudent course.  Rising Inflation and Oil Prices  Due to stringent economic sanctions against Iran, as well as Venezuela's internal political and economic turmoil, a significant decline in oil and natural gas production has occurred. As a result, oil prices have escalated by approximately 66% since June 2017. The increase in the price of oil has occurred even though our domestic production of oil and natural gas has exponentially increased over the years, improving our potential to become energy independent.        



   

  With the rise in oil prices, we are experiencing a rise in domestic inflation, as shown in the following slide. The Personal Consumption Expenditure Index (PCE) increased by 2.3% in May from a year ago with the core PCE increasing by 2.0% over the same period. The Federal Reserve has a long-term goal to keep inflation around 2.0%                



    

  Interest Rates  As of June 30, the 10-year Treasury bond closed at a 2.84% yield. This is up from the 2.74% yield at the 
end of the March quarter.   
The yield curve appears to be flattening on the short end (between two and 10 years), indicating that 
investors are looking more closely at the direction of the economy. Steeper yield curves suggest faster 
future economic growth. However, with the 2-year Treasury bond currently yielding approximately 
2.52% and the 10-year Treasury at 2.84%, the difference in yields is the narrowest margin in more than a 
decade. In the slide below, notice the shape of the yield curve from December 31, 2013, compared to 
June 30, 2018. 
 
 
 
 
 
 



 
 
 

 
 
If the current trend continues and the yield curve becomes inverted (short-term bonds yielding more 
than long-term), history indicates that a recession may be experienced in the next 12-18 months. An 
inverted curve does not cause a recession. It is an overly tight Fed that causes both the recession and 
the inverted yield curve. 
The Federal Reserve raised the discount rate on June 14 by 0.25% from 2.25% to 2.50%. Banks subsequently raised the prime rate from 4.75% to 5.0%. The Fed is projected to raise interest rates a total of four times in 2018 (two more between now and year-end), three in 2019 and one in 2020. The following slide illustrates that projected path.  
          



    

  In addition, central banks around the world depend less on accommodative monetary policies by reducing the use of quantitative easing strategies that were put in place since the 2008-2009 financial crisis.   The U.S. Bond markets have been affected by both talks of trade tariffs and political risks around the world. According to Factset, the 10-year U.S. Treasury bond is yielding approximately 2.50% higher than the 10-year German bund. Typically, the spread between the 10-year Treasury and 10-year bund has been 0.90%. As a result, foreign money continues to flow into U.S. government debt, which also affects the yield on bonds.  Therefore, we have shortened the duration within the fixed-income (bond) sector of portfolios. This reduces interest-rate risk and allows enhanced liquidity to repurchase matured bonds at higher interest rates in the future. Laddered bond portfolios are recommended for those seeking income as the Fed continues raising interest rates. We have also increased exposure to the inflation hedges, such as real estate, energy and commodities.        



    Economic Growth Stagnating Globally  As a result of the trade rhetoric and the potential escalation for global trade wars, worldwide economic expansion shows signs of weakness.    

  The slide above is a snapshot of global manufacturing momentum. A level of 50 marks the difference between accelerating and decelerating growth. Above 50 indicates an expanding manufacturing sector. Green indicates that economic growth is accelerating while red indicates that economic growth is decelerating. Korea, Brazil and Russia show signs of weakness.   The U.S. stock market is fairly valued, not over-priced. In the slide below, the current price-to-earnings ratio is at the 25-year historical average for the S&P 500*.        



   

  Economists are projecting that the second quarter economic expansion may exceed 4.00% annualized growth and approach almost 3.00% GDP growth for all of 2018. Corporate profits for S&P 500 companies are accelerating and estimated to be in the mid-teens for the entire 2018 calendar year. S&P 500 company earnings for the first quarter grew by approximately 25%. Therefore, and despite the mounting risks, the domestic economy continues to experience above-average growth, resulting in strong revenue and profits for U.S. companies.  We help you stay invested in the U.S. stock market by using passively managed mutual and exchange-traded funds, such as Vanguard and Dimensional Fund Advisers (DFA). We also allocate dollars into domestically oriented, actively managed mutual and exchange-traded funds, such as the American Funds and T. Rowe Price fund families. These strategies allow for downside protection, as these active managers seek undiscovered valuations by arbitraging the recent market volatility.        



    Final Word  When it comes to managing your portfolio, Seamount Financial is focused on diversification and long-term time horizons. After several decades as Certified Financial PlannersTM, we are certain that the only investors who should care about the daily headlines are the high-volume day traders for whom five minutes is an eternity. On the other hand, we continue to manage risks by executing proven, long-term strategies that preserve principal while positioning for gains to come.                      
 
Sources: Financial Research Center Investment Newsletter, the Wall Street Journal, J.P. Morgan Guide to the Markets, 
ThomsonOne & Barron’s. 
*The S&P 500 Index is an unmanaged index of 500 common stocks that is generally considered representative of the U.S. stock 
market. Performance of an index is not illustrative of any particular investment and performance figures quoted are historical. 
It is not possible to invest directly into an index. 
This material may contain an assessment of the market environment at a specific point in time.  It may also contain forward-
looking statements regarding future events or future financial conditions. Actual events or conditions may differ materially from 
those expressed in this material. These statements are based on our current beliefs or expectations and are subject to 
uncertainties and changes in circumstances, many of which are beyond our control. This information should not be relied upon 
by the readers as research or investment advice nor should it be construed as a recommendation to purchase or sell a security.  
Past performance is no guarantee of future results.  Investments will fluctuate and when redeemed may be worth more or less 
than when originally invested.  
 
 
 


