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CAROLINAS

Capital Markets

U.S. stocks led the way in July as global markets posted strong
monthly returns. Most notably, U.S. large cap value stocks led all
other market segments to start Q3 after experiencing strong
underperformance. The S&P 500 has been closing in on all-time
highs made in January 2018. If new highs are made, the bull
market will become the longest in history.

Bond markets posted no gains for the month as interest rates
across most of the curve modestly increased. The Fed has now
been tightening since December 2015 and has managed to find a
gradual and orderly pace to their rate increases. Economic data
continues to show strong signs of growth. The labor market
continues to tighten, GDP growth is strong, consumer optimism is
strong, and corporate earnings have grown at a staggering pace.
Based on this data and recent comments from the Fed, we
continue to believe the Fed will raise rates one to two more times
this year. Given the stunning amount of monetary stimulus that was
put into the economy from 2008 through 2013, we had worried
about the markets ability to digest a tightening cycle. Thus far, the
Fed has done a very good job in beginning to unwind the stimulus
in an orderly fashion. With that being said, the Fed has a long way
to go to get to a "normal" monetary posture. The path towards
normalization will likely be fraught with challenges.

2017 and the first six months of 2018 have been kind to the large
tech and communication companies. The largest and most
dominate players in the tech industry have experienced dramatic
appreciation in their stocks. July told a different story however.
Facebook experienced the largest one day drop (in dollars) in stock
market history when its Q2 earnings report showed declining user
counts. The stock dropped more than 18% in one day. Even with
this large decline, Facebook is still flat for 2018. Some believe the
disapointing earnings from Facebook, as well as some other recent
disapointments from Twitter and Netflix, is a sign that expecations
for the large tech firms have grown too high. Others have argued
that this repricing represents a great entry point. We aren't ready to
call the tech trade dead. The dominance of the large tech
companies has been nothing short of amazing. Ignorning these
companies has been very costly. We expect tech to continue to
perform well during this bull market but history tells us that the bull
market leader tends to become bear markets laggard. While we
wouldn't ignore the tech companies, we would caution investors not
to get too overexposed after many years of strong returns.

Facebook's Big Drop

Time Period: 1/1/2018 to 7/31/2018
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Equity

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Global Stocks 3.0 2.6 11.0 8.9 9.0 6.4 8.2
U.S. Large Cap 3.7 6.5 16.2 12.5 13.1 10.7 9.4
U.S. Large Value 4.0 2.2 9.5 9.5 10.0 9.0 8.8
U.S. Large Growth 29 104 22.8 14.8 15.8 12.4 10.3
U.S. Small Cap 1.7 9.5 18.7 12.0 11.3 10.4 10.2
Int'l Dev Stocks 25 -0.4 6.4 5.0 5.9 3.4 7.3
Emerging Markets 2.2 -4.6 4.4 8.9 5.3 29 10.4

Fixed Income

MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr

U.S. Inv Grade Bonds 0.0 -1.6 -0.8 1.5 2.2 3.7 4.0
U.S. Short-Term Bonds 0.0 -0.3 -0.5 0.8 1.1 2.2 2.7
International Bonds -0.6 -1.2 -0.1 3.3 0.5 1.8 3.7

Other
MTD YTD 1-Yr 3-Yr 5-Yr 10-Yr 15-Yr
Commodities -2.1 -2.1 2.7 -16 -7.1 -8.1 -0.8

Quote of the Month

"It's not whether you're right or wrong that's important, but how much money
you make when you're right and how much you lose when you're wrong."
George Soros

A Pulse Check on Valuations

If you are a frequent reader of Market Perspectives you know that we
have been cautioning investors that expected returns for stocks and for
bonds over the next five-to-seven years are likely lower than historical
averages. There are two reasons for this, (1) interest rates have been
low and (2) after 10 years of strong stock market returns traditional
valutaion metrics such as price-to-earnings are above historical averages.
We continue to believe that lower returns could be ahead, but recent
events may justify a small bump to return forecasts. A few thoughts

« The great debate amongst investment professionals is how to
evaluate stock market levels. Many agree that price-to-earnings is a
great ratio to measure levels. Many disagree on which P/E ratio to
use. The three most common methods are the trailing (price/last 12
month earnings), forward (price/forecasted next 12 months
earnings), or CAPE (price/average annual earnings over 10 years).
CAPE has had more predictive power than other metrics.

» The CAPE ratio remains at extremely elevated levels. Bears
counter that this means future returns will be dismal, while bulls
argue that the CAPE includes financial crisis era earnings and
doesn't take into account inflation or low interest rates. Either way,
CAPE is telling us to expect lower returns.

» Forward and trailing P/Es are telling us that things have gotten a
little more rosy in 2018. Due to strong earnings growth, partly due to
corporate tax cuts.

« At the beginning of 2018, the trailing P/E was at 23X compared to an
average of 16X. Now, just six months later, the trailing P/E has
dropped to 20X and the forward is 16X. If earnings continue to
come in near forecast, the stock market will be near average
historical P/E ratios (since 1990).

« Further, data that we are seeing from firms that either own or lend to
private companies suggests that profitability growth in the private
sector from the tax cut stimulus is very real.

« We continue to caution that expected returns will likely be muted but,
we also are not sleeping on the earnings story. After a ten year bull
market, it is easy to argue that it will die soon. The reality is that it
doesn't have to die soon and recent fiscal stimulus, coupled with still
muted inflation, could provide upside potential.
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