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April 5, 2017 – How do you feel?

We hope that this letter finds you well. As happens every year around this time, we are beginning to
experience the first signs of spring; warmer weather, new leaves on the trees and buds on the bushes, kids
(and their parents) gearing up for a week off from school.  It is a time of rejuvenation and brings a feeling of
renewal.  A similarly optimistic spirit appears to have grabbed ahold of many Americans following last fall’s
presidential election.

As you can see in the above charts from Doug Short at Advisor Perspectives, both consumers’ and small
business owners’ outlook for their near-term prospects skyrocketed immediately following the November
election and both remain at levels last seen over a decade ago.  These optimistic economic expectations took no
time in translating to stock prices, as the S&P 500 index*, after having made no progress in the prior 22
months, rose 7.37% between election day and the end of the year and tacked on an additional 5.5% in the first
quarter of this year, despite a virtually flat month of March.

S&P 500 Index*
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But an interesting thing has happened while this euphoric sentiment has driven the stock market ever higher.
Hard data has failed to live up to the hype.  Meanwhile, each of the seemingly pro-growth policy changes
promised by the new administration (i.e. health care reform, tax reform, infrastructure investment), on which
much of the above referenced optimism appears to be based, is shaping up to be a potentially harder fought
battle and, if won, likely to be implemented much later in President Trump’s first term than initially
suggested.

So-called “soft” economic data is obtained via surveys
of consumers and the owners and management of small
and large businesses.  This is essentially the “How do
you feel?” data.  “Hard” data, on the other hand, is less
subjective.  This is the empirically measurable data such
as household spending, wage and employment growth,
industrial production, etc.  This data relies on how those
same consumers and business owners and operators are
acting.  As the chart on the top left suggests, the gap
between soft and hard data has never been as wide as it
is right now. The unfortunate reality for those who
yielded to the ‘fear of missing out’ and bought equities
since the election is that the gap usually closes with soft
data collapsing and equities following suit.

As an aside, the last several months of stock market
demand has once again been driven by retail investors,
who is often referred to as ‘dumb money’.  The ratio of
corporate executives selling shares to those buying
shares dropped to a 29-year low in February.  Buyer
beware.
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The disparity between soft and hard economic data can be very clearly seen in the expectations for first quarter
GDP growth as tracked by the Federal Reserve Bank of Atlanta and the Federal Reserve Bank of New York.
The Atlanta Fed’s real-time GDP tracker is called GDPNow and only includes hard data inputs.  Their measure
of likely GDP growth for the first quarter has dropped from as high as 3.4% in late January to just 0.9% in its
most recent release.  The New York Fed’s growth tracker, called Nowcast, incorporates soft survey data as well
as hard data and as a result sees a much rosier 2.9% growth for GDP in the first quarter.  Which measure is
likely to be closest to the end result?  It is difficult to say, but it appears that the stock market has priced in the
more optimistic expectation.

As hard economic data has continued to come in weaker
over the course of the first quarter, analysts’ expectations
for Q1 S&P 500 earnings per share (EPS) has steadily
deteriorated. Since January 1, there has been a 3.5%
decline in EPS expectations while the S&P 500 Index has
increased by 5.5%.  This simply means a further
expansion of already stretched equity valuations, as
expressed by the ratio of price to trailing twelve month
earnings, or P/E Ratio.

The chart on the bottom left shows the last 37 years of
the S&P 500 and the level at which it would have been at
various multiples, or P/E Ratios, based on the aggregate
earnings of those 500 companies over the prior four
quarters.  The two-decade long secular bull market that
began in the early 1980’s started with a multiple of
around 8x earnings (i.e. cheap).  That unprecedented
bull market ended in March 2000 at a bubble peak
multiple of 24x (i.e. ludicrously expensive).  What is it
that determines the multiple that investors are willing to
pay for a given stream of earnings?  The very things that
are measured by ‘soft’ data - confidence, expectations,
fear and greed. During periods of over- or under-

valuation, fundamentals (hard data) often get overlooked or justified away.  The market narrative of the day
(i.e. “The Fed has our back” or “The new administration is business-friendly”) drives the behavior of market
participants, as opposed to the actual performance of the economy and the companies being invested in.
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We saw in the charts on page one that some measures of sentiment are higher today than they have been in
over a decade.  It then makes sense that investors would be willing to pay more today for what they believe
will be an increasing stream of future corporate earnings. This is often defined as “animal spirits” and if it
translates into changes in real world economic behavior it can bring about the very future those animal spirits
envision.  However, we also saw in the charts on page two that periods of wide divergence between sentiment
and measurable economic activity often lead to investors over-bidding the market only to be disappointed
when the animal spirits don’t translate into hoped-for economic improvement. So, let’s look at just a few
measures of those animal spirits to see if the current environment suggests the former or the latter.

In a credit-driven economy, we can assess the translation of soft sentiment enthusiasm into the real world by
looking at the expansion of credit.  Easily put, the more confident a consumer or business owner is in the
future, the more willing that individual will be to assume risk in the form of debt, which will hopefully be put
to a productive use and yield a positive net return.  The following four charts look at credit expansion, or more
specifically the lack thereof, over the past several years. It is worth pointing out that credit began to markedly
contract in November of last year, at precisely the time that the sentiment indicators all took off to the upside.
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Just a few additional comments regarding the declining
growth in automobile loans as depicted in the shorter-term
chart on the bottom right of the last page.  Auto debt per
capita in the United States has never been higher than it is
right now, despite the fact that year-over-year total light
vehicle sales growth has been in a downtrend. One of the
factors driving this increase in per capita auto debt is a
phenomenon called negative-equity trade-ins.  This occurs
when a buyer owes more on their trade-in than the vehicle is
worth and the dealer simply adds that negative equity to the
balance of the new car loan, which of course results in the
new loan being even more underwater than the last. In 2016,
a record 32% of all trade-ins included negative equity, at an
average amount of $4,832.  In order to enable purchasers to
afford the monthly payments on these outsized loans,
lenders have been steadily increasing the average length of
loan terms.  According to Edmunds.com, “62% of auto loans
were for terms over 60 months, and nearly 20% of the loans
were for 73- to 84-month terms.”

Even when adjusted for inflation, total per capita student
and auto debt are at all time highs.  The cost of servicing this
debt via monthly payments coupled with higher housing
and healthcare costs is crowding out other discretionary
spending.

You’ve likely heard about the trouble that brick-and-mortar
retailers are experiencing, and that many iconic retailers will
be shuttering hundreds of locations in the coming months.
This is not simply the result of consumers’ shift to online
purchasing.  As the chart on the bottom right indicates, total
per capita retail sales, even including internet shopping and
debt-fueld autombile purchases, are still below the pre-
recession peak hit in 2006.



6
LPL Compliance Tracking #1-597454

Despite the fact that consumer and small business owner optimism has improved since the election, and even
if you expect that the Trump Adminstration will eventually get their sea legs under them and be able to move
forward with their ambitious agenda, there are several important facts that should be considered before
succombing to the temptation to add to equity allocations at this time.

This is currently the third longest economic expansion (period between recessions) in US history and since the
Great Recession the US economy has experienced the weakest average annual GDP growth of any expansion
since World War II.

It is said on Wall Streeet that expansions don’t die of old age, but neither the Fed nor the new presidential
administration has the ability to abolish the business cycle.  We will eventually have a recession, and when we
do it is likely to be extremely painful for equity investors.  From Doug Short :

Of the nine market declines associated with recessions that started with valuations above the mean, the
average decline was -42.8%...  The valuation that preceded the [recession following the 1999-2000] Tech
Bubble tops the list and was associated with a -49.1% decline in the S&P 500.  The largest decline, of
course, was associated with the 43-month recession that begain in 1929 [during which the market lost -
86.1%].  Our current valuation puts us between the two.

It is difficult to sit on the sidelines and watch an ebulliant stock market do what every late-stage bull market
does, but what is right is not always what is easy.  It is our expectation that those who have exercised value-
driven discipline and a greater appreciation for hard data will be the ones to benefit from the completion of the
current extraordinary market cycle.  An extreme underweight to US equities during this period of extreme
overvaluation is the most prudent course of action.

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.
Indices such as the S&P 500
Index and the Dow Jones
Industrial 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.


