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January 6, 2020 – A Tale of Two Years

Happy New Year!  We hope that you and your family and friends enjoyed your year-end holiday celebrations
and that 2020 is off to a positive start for you.  We began our most recent letter in October with an expression of
hope that the fourth quarter of 2019 would be a cheerier one than the abysmal quarter that ended 2018.  It seems
someone was listening, because the S&P 500 Index* posted an +8.5% quarterly gain in the fourth quarter to cap
off an impressive +30% increase for calendar year 2019.

Zooming out to a two-year picture, however, we see that the first three quarters of the year were spent digging
out of the market hole that had been dug at the end of 2018, as the S&P 500 was flat from  late-September 2018
to late-September 2019.

Much of the gains in this year’s markets are a quirk of that 2018 fourth quarter, which was a debacle no matter how
you look at it.  For a variety of reasons (recession fears, trade war concerns, Federal Reserve tightening, liquidity
issues, volatility in repo markets and so on), US stocks flopped into a 20% slump at year-end.  That almost perfectly
dovetailed with the calendar, and the market low landed on Christmas Eve day… The result of that timing: Most of
this year’s powerful market returns – almost 90% of them – are a recovery from that fourth quarter plunge.  Just by
way of example, a 20% retreat requires a 25% rise just to break even.

- Barry Ritholz, Bloomberg, December 17, 2009
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In the fourth quarter of each of the past two years, we saw equity investors’ emotions drive markets to short-
term extremes that ended up telling the tale for each respective calendar year.  The CNN Fear & Greed Index
uses market internals (stock price breadth, strength and momentum; put/call option spread; market volatility;
demand for treasuries vs junk bonds) to gauge the emotional level of collective market participants and their
willingness to assume portfolio risk.  Because short-term investors tend to let emotion drive their decision and
thus prices often get pushed too far in one direction or the other, this index is often viewed as a contrarian
indicator because, to paraphrase Warren Buffett, it pays to be greedy when others are fearful and fearful when
others are greedy.

On December 24, 2018, when the market bottomed and reversed course, the Fear & Greed Index was at a 2 out
of 100, marking extreme fear in the market.  A little over 12 months later, we now know that would have been
an excellent time to go against the tide and become greedy.  What should we then make of the recently recorded
97 out of 100, marking extreme greed?  We know what Warren Buffett thinks.  His massive conglomerate
Berkshire Hathaway is currently sitting on a $128 billion cash pile, worth nearly 60% of its portfolio of publicly
traded companies, and hasn’t made a private acquisition in 3 ½ years.  In his most recent annual letter Buffett
wrote, “Prices are sky-high for businesses possessing decent long-term prospects.”  But what does he know?

There is little doubt that we have three cuts to the Fed
Funds Rate and a fourth quarter reversal of the Fed’s
Quantitative Tightening (QT) to thank for the striking
change in investor sentiment over the past year.  In our
January ’19 letter, just a week after that Christmas Eve
bottom in stocks and just days before Federal Reserve
President Jerome Powell pulled an about-face on
policy normalization, we quoted an excerpt from Yale
University’s Stephen Roach:

The Fed, it is to be hoped, is finally coming clean on the
perils of asset-dependent growth and the long string of
financial bubbles that has done great damage to the US
economy over the past 20 years.  Just as Paul Volker had
the courage to tackle the Great Inflation, Jerome Powell
may well be remembered for taking an equally
courageous stand against the insidious perils of the
Asset Economy.  It is great to be a fan of the Fed again.

-Stephen S. Roach, ‘In Defense of the Fed’, December
24, 2018
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So much for that.  Once again, the Federal Reserve and central banks around the world were reminded that they
are living in a Hotel California of their own design. They can check out anytime they like, but they cannot escape
the extraordinary monetary policies of the past decade without causing major financial damage.  As we have
discussed before, with the Fed Funds Rate now just 1.50% above the “zero lower bound” that, at least in the US,
has been the historic line in the sand and the Fed back to adding to their balance sheet, despite the best jobs
market in 50 years and stocks at all-time highs, what tools will they have available to fight the next recession,
whenever that may come?

As shown in the two-year performance chart on page one, despite the strong recovery of equity markets in much
of 2019, our favored safe-havens US Treasuries and Gold also posted impressive numbers:

The bond market rallied this year on slowing growth that was exacerbated by the trade war between the United
States and China, weak inflationary headwinds and concerns the Fed bank went too far too fast in hiking interest
rates [in 2018].  The confluence of events helped at one point push benchmark yields to their lowest levels since
2016, Reuters reports.  [The yield on 30-year Treasury bonds hit its lowest level on record in late-August. As a
reminder, when bond yields fall bond prices rise.]

The sudden drive toward safe-havens also caused the closely watched yield curve between two-year and 10-year
notes to invert back in August, reflecting growing pessimism and the potential that a recession is just around the
corner.  However, the yield curve has since steepened out to its highest levels since October 2018 as investors shifted
to a risk-on sentiment and fueled the record-setting stock market rally…  Nevertheless, 30-year bonds finished with
a 17.15% return this year, according to Bank of America Merrill Lynch… the best performance since 2014.

- Max Chen, ETFTrends.com, January 1, 2020

Many in the financial media point to the steepening of the yield curve since August as a sign that the economy
has narrowly avoided the recession that many feared over the summer.  While each recession post-WWII has
been preceded by an inverted yield curve, those past inversions have not historically coincided with the
beginning of the recession.  As can be seen in the chart above, in which the grey vertical bars denote official US
recessions, it is not until several months after the yield curve un-inverts, or steepens, that the recession is
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officially recognized.  For this reason, savvy market participants don’t fear the initial inversion, which took place
this past summer, they fear the steepener, which is where we are now.

The New York Fed’s Nowcast is a forecast of economic activity that is updated with each new major economic
data release.  As of January 3rd, the Nowcast is indicating GDP growth of just 1.16% in Q4 ’19 and 1.19% in Q1
’20.  While that means that the economy is still expanding, growth numbers that low suggest it won’t take much
of a shock to roll the economy over into contraction.

The data points that are incorporated in the NY Fed’s
Nowcast include housing and construction,
manufacturing, retail and consumption, income, labor,
international trade and surveys such as the Institute for
Supply Management’s (ISM) Purchasing Manager’s
Index (PMI).

An ISM Index above 50 indicates an expanding
economy and an ISM Index below 50 indicates a
contracting economy.  The December reading for the
ISM Manufacturing Index, which measures the
industrial side of the economy, was released on Friday,
January 3rd, and for the fifth month in a row came in
below 50.  December’s reading was the weakest since
June 2009, when the economy was still in the depths of
the Great Recession.

The S&P 500 hasn’t seemed to care that the
manufacturing sector is in decline, especially not in the
fourth quarter, but historically there has been a strong
correlation between the ISM Composite Purchasing
Manager’s Index (PMI) and the year-over-year change
in the S&P 500.  Because both are considered to be
forward-looking, it is intuitive that a growing economy
would coincide with a growing stock market, and a
shrinking economy would coincide with a shrinking
stock market.  As can be seen in the middle-left chart,
the two metrics have diverged sharply in the five
months since the ISM fell below 50.

Because almost 80% of the US economy is services
related, as opposed to manufacturing, it is important to
note that the ISM Non-Manufacturing Index (NMI) is
still indicating expansion with the just-release reading
for December coming in at 55.0.  As can be seen on the
bottom-left, however, when viewed on a rate-of-change
basis the deterioration in the NMI is similar to that seen
at the onset of the last two recession.
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No one knows when this decade long bull market and economic expansion will come to an end.  The Federal
Reserve has made clear its intentions to prolong the advance as long as possible, by whatever means necessary.
It is up to each individual investor to decide, based on all available evidence, whether the potential for additional
gains outweighs the potential for severe losses, as has always occurred when overvalued markets revert to more
reasonable valuations.

Given the ugly alternatives, governments are keeping the game going through stimulative fiscal and monetary
policy.  But for how long?  The late economist Rudiger Dornbusch once said, “In economics, things take longer to
happen than you think they will, and then they happen faster than you thought they could.”

- Peter Coy & Enda Curran, “A Funny thing Happened on the Way to the Stock Market Record”, Bloomberg,
December 19, 2019

Michael Hartnett, Chief Equity Strategist for Bank of America Global Research, didn’t mince words regarding
the medium-term prospects for risk assets when he recently wrote, “We enter the next decade with interest rates
at 5,000-year lows, the largest asset bubble in history, a planet that is heating up, and a deflationary profile of
debt, disruption and demographics.”  We find ourselves agreeing with Mr. Hartnett’s distaste for overvalued
US equities and strongly feel that it would be imprudent to risk clients’ assets in an ill-advised attempt to dance
while the music is still playing.

With gold having hit a six-year high this week, and Treasury rates unlikely to rise materially given a weak global
economy, low inflation and increasing geopolitical tensions our preference is as it has been, a material
underweight to US equities and an overweight to safe-haven assets that will benefit from continued economic
weakness, market turbulence and the monetary and fiscal responses to such turbulence.

Thank you for taking the time to read our thoughts.  Please do not hesitate to call or email with any questions
or concerns.

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1

*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 Russell 2000 Index is a small-cap stock market index of the bottom 2,000 stocks in the Russell
3000 Index.  Indices such as the S&P 500 Index and the Russell 2000 Index are unmanaged, and investors are not able to
invest directly into any index.  Past performance is no guarantee of future results.

Government bonds and Treasury bills are guaranteed by the US government as to the timely payment of principal and
interest and, if held to maturity, offer a fixed rate of return and fixed principal value.

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.
All investing involves risk, including loss of principal.


