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January 5, 2018 – This Time Is Not Different

Happy New Year!  2017 is in the books and it was an historic year for equity markets.  In this letter we’d like to
spend a bit of time reviewing the year gone by to put it into proper historical context, and then move on to
illustrate how retail and institutional investors are positioned, in both their near-term outlook and within their
portfolios, finishing of course with what we anticipate will be the most beneficial way to position portfolios.

2017 was one of the least volatile years in US stock market history, whether measured by intra-year peak-to-
trough maximum drawdown or cumulative loss on down days, as pictured above, or by the CBOE’s Volatility
Index, known as the VIX, which set records for both lowest ever yearly high and lowest average yearly level.

For the first time in over 50 years, the S&P 500 Total Return Index*, which includes both price and dividends,
experienced no down months the entire calendar year, has been positive for 14 consecutive months and is one
month shy of the record for monthly winning streaks set back in the late 1950’s.  The S&P 500 Total Return Index
also just matched a record for consecutive positive calendar years. Records were meant to be broken, and this
streak could certainly continue, but it is interesting to note that the only other 8+ year winning streaks occurred
in the 1920’s, 1980’s and 1990’s and were ended by the 1929 Market Crash that preceded the Great Depression,
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the Savings & Loan Crisis (not to mention the 1989 Japanese stock market and real estate crash from which Japan
has still not fully recovered) and the 2000 Dot-Com Bubble burst, respectively.

As one might expect, in a year with a record number of
all-time highs in the stock market and virtually no
material pull-backs, household sentiment toward the
stock market is also setting records.  Following the
recent passage of the GOP’s tax bill, a Goldman Sachs
survey found that the percentage of investors
anticipating higher equity prices a year from now is at
its highest level ever, having taken out the previous
highs of the past two decades which occurred in mid-
2015, prior to a >12% correction in the S&P 500, and in
2007, prior to the onset of the global financial crisis.

A recent survey from Gallup News found that
Americans are not only confident about the near-term

prospects for the stock market, they are for the most part unconcerned about the economy:

Americans’ concerns about the US economy are, by one measure, the lowest in 18 years.  Fifteen percent of
Americans mention an economic issue when asked to name the most important problem facing the country.  The
percentage mentioning the economy has been lower only once in Gallup’s 25-year trend – 13% in 1999 during the
dot-com boom.  It was similar, at 16% in late 2006 and early 2007, before the recession and during the Iraq War…

Economic [concern] mentions peaked at 86% in February 2009, as the Great Recession continued and newly
inaugurated President Barack Obama dealt with the fallout of the 2008 financial crisis.

-Gallup News, November 15, 2017

Gallup’s survey set lows just months before the onset of the last two major bear markets and peaked just one
month before the onset of this current, almost eight-year-old bull market.  One would be hard-pressed to find a
more timely barometer of the old aphorism to “be greedy when others are fearful and fearful when others are
greedy.”
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The Conference Board’s 50-year-old
Consumer Confidence Index is also at
levels rarely seen.  The most recent
measure of 122 is in the 85th percentile
of all historic periods, with only the late
1960’s and late 1990’s registering higher
levels of consumer confidence.
Confidence typically begins to fall 6-12
months before the economy offically
slips into recession, as consumers begin
to worry about future prospects and
begin to tighten their belts.  We haven’t
yet seen a reversal from this cycle’s
recent highs, but, as you can see in this
table from Financial Sense
Management, this index is currently at
a level that has historically been
followed by negative stock market
performance.

As economic concerns have waned, and
consumer confidence has soared, investor have
adopted historically aggressive portfolio
allocations. According to recent data, Bank of
America Merrill Lynch’s clients currently hold a
greater allocation to equities and a smaller
allocation to cash than at the peak of the last
market cycle in 2007.  Charles Schwab recently
reported that their clients are holding the lowest
allocation to cash ever.  The second and third
place periods of lowest cash allocation reported
by Schwab occurred in the first quarter of 2000
and the third quarter of 2007. Again, a potentially
telling contrary indicator.

As can be seen in this chart on the bottom left, in
the relatively few past periods when equites as a
percent of total household assets reached current
levels, annualized returns over the next 6-10 years
were extremely disappointing. In fact, between
1945 and 2007 there were eight calendar quarters

in which investors had a similar or greater percentage of household assets allocated to equities. Each one of
those quarters was followed by 10 years of negative annualized returns on the S&P 500. Simply put, buy-and-
hold investors may be setting themselves up for the second lost decade in stocks since the turn of the century.
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But what about the business-friendly tax reform? Surely that should give a boost to businesses, the stock market
and the economy?  Perhaps. A few hundred dollars a month in the pockets of middle class tax payers should
be a boost to the economy, provided it is not simply used to address a growing debt service burden (more on
that later.) The increased incentive for businesses to repatriate foreign earnings and the lower statutory
corporate tax rate on domestic profits should be a boost to their businesses’ lines, but the degree to which that
results in a faster growing economy is the subject of some debate.

Working age population in America has recently begun to shrink, which is a drag on growth potential, and the
expensing provision in the new tax bill could make it more profitable for a company to invest in robots or other
automation technology as opposed to raising wages or hiring from a shrinking pool of adequately trained
human employees. From the Journal Sentinel and Bloomberg:

Economic growth ultimately stems from two
things: population growth (specifically the
number of workers) and increases in productivity.
There are stretches of strong or slow economic
growth, as well as the occasional boom or bust, tied
to interest rates, tax rates, greed, fear and a
lengthy list of other factors.  But ultimately, over
the long term, the economy won’t grow any faster
than the population and increases in productivity.
The productivity is the more important of the two,
and it hinges on investment and innovation.
The tax cut that was part of the overhaul is
expected to increase consumer spending and spur
the economy to grow at a faster pace in the short-
term, though economists disagree on how much.
“My guess is you will have a short-term spark,”
says Niloy Bose, a professor of economics at the
University of Wisconsin-Milwaukee. It’s what
economists liken to a sugar high.  The tax cuts for
individuals and families also end over time.  The
long-term gains will come from what businesses
spend on equipment and technology…
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For that reason, Williams and most economists consider the lower corporate tax rate to be the most important part
of the overhaul.  The law also allows businesses to expense, or deduct from their profits, the cost of new equipment
immediately instead of deducting it over many years. That change, which will be phased out after five years,
provides an additional incentive for companies to spend more on investments that can increase productivity.  None
of this, however, is a given…
Just because a company has more cash doesn’t mean it has promising places to invest it.  That’s one of the reasons
that companies in the S&P 500 spent more than $6 trillion from 2005 through 2014 buying back their own shares.
Large corporations overall haven’t lacked for cash or access to it…  S&P Global Ratings estimates that the 500
largest industrial companies – a list that doesn’t include financial, transportation and real estate companies or
utilities – have $1.6 trillion in available cash and cash equivalents.

-Journal Sentinel, December 29, 2017

Corporations are most likely to pay down debt and repurchase shares with the proceeds of a “tax holiday,”
according to [a] Bank of America Merrill Lynch Global Research survey of companies, conducted in July. Only
35 percent of companies said they would use the money for capital expenditures.

-Bloomberg.com, November 29, 2017

The expectation of increased share buybacks and dividends resulting from the GOP tax plan likely had a lot to
do with the US stock market’s banner year in 2017.  Much of the shareholder benefit of the tax bill may have
already been priced into markets, and the Trump administration’s expectation that this largess will trickle down
to Main Street is argued by many to be wishful thinking.  Fewer than half of US households have any exposure
to the stock market and more than 90% of all US stocks are owned by the wealthiest 10% of Americans, those
participants in our economy who have the lowest marginal propensity to consume. Greater benefit from the tax
bill accruing at the top of the income spectrum will likely mean less stimulus to the broader economy than hoped.

So, what about the potential benefit to households of moderately
lower tax rates for a few years?  It is true that a lower tax burden
will help families struggling to make ends meet, but according to
wealth management firm Gluskin Sheff much of this relief will be
siphoned off into rising interest rates.  Outstanding credit card
balances at commercial banks have increase at an annual rate of 18%
over the past few months and more that 5 million Americans are in
default on their student loan obligations.  The Federal Reserve plans
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to raise short term interest rates 3-4 more times in 2018, which will only exacerbate the debt service burden on
the average middle-class family.

But let’s assume for a moment that the tax bill is in fact going to deliver the fiscal stimulus intended by its
architects.  Let’s ignore the fact that the long end of the bond market is not signaling expansion, as suggested by
the flattest yield curve since mid-2007 (chart top left).  Also, let’s not focus on the fact that 2017 saw the fastest
pace of global central bank balance sheet expansion (money printing to support asset prices) since the peak of
the financial crisis in 2008 (chart top right) and that the European Central Bank and People’s Bank of China plan
to reduce that stimulus.  We’re aware of the Fed’s plans to raise interest rates multiple times in 2018, and they
are expected to continue the process of shrinking their balance sheet, but set that aside.  Looking through those
rose-colored blinders glasses, might now be an appropriate time to follow the herd and add to or maintain a full
allocation to US stocks?  In short, no.

We have illustrated in past letters, all of which are available at our
website www.UlmanFinancial.com, the extreme level of virtually
every valuation metric used to determine the attractiveness of a
given stock or index’s price. In lieu of rehashing those myriad
cautionary charts signaling extreme valuations, we present the
following anecdote from Jesse Felder’s The Felder Report:

My friend Eric recently shared an iconic quote from the dotcom
mania that is especially relevant to the equity market today.  Scott
McNeely was the CEO of Sun Microsystems, one of the darlings of
that bubble.  At its peak his stock hit a valuation of ten-times
earnings.  A couple years afterward he had this to say about that
time (via Bloomberg):

“At 10 times revenues, to give you a 10-year payback, I have to pay
you 100% of revenues for 10 straight years in dividends.  That
assumes I can get that by my shareholders.  That assumes I have
zero cost of goods sold, which is very hard for a computer company.
That assumes zero expenses, which is really hard with 39,000
employees.  That assumes I pay no taxes, which is very hard.  And
that assumes you pay no taxes on your dividends, which is kind of

illegal.  And that assumes with zero R&D for the next 10 years, I can maintain the current revenue run rate. Now,
having done that, would any of you like to buy my stock at $64?  Do you realize how ridiculous those basic
assumptions are?  You don’t need any transparency.  You don’t need any footnotes.  What were you thinking?”
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[On the bottom of the previous page] is a chart of Sun Micro from 1996 to 2006.  It started around $5, ran up to
that $64 Scott mentions and then fell right back to $5.  And you would think this might serve as a cautionary tale
for investors today.

In that case, you thought wrong.  Interestingly, there were 29
stocks within the S&P 500 that traded above ten times
revenues at the peak of the dotcom mania (though that number
did surge higher after prices had already peaked).

Today there are 28.

I don’t know if they will follow the same path Sun did but it
certainly looks like there are a ton of investors that will, at some
point in the future, be asking themselves once again, “what
were you thinking?”

-The Felder Report, October 26, 2017

We have just 17 market
sessions until we set the
record for longest stretch
without a 5% drawdown
on the S&P 500, and are
just three months away
from this becoming the
second longest bull market
in history.  We would need
an additional 17 months
without a >20% correction
to surpass the 1990’s bull
market in length, which
was the longest lasting
ever, but we have already
surpassed it in several
measures of over-
valuation.

Our aversion to historically
disastrous valuations has
caused us to miss out on
considerable short-term
paper gains in recent years,
and with the benefit of
hindsight we would love to
have remained bullish longer than we did. Nevertheless, we remain confident that this time is not different, that
the lessons of history will again be proven applicable and that our preference for an equity-light, cash-heavy
portfolio until more attractive valuations present themselves will bear fruit for the patient, long-term investor.

382
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Yes, the market appears at this point to be made of Teflon, with
the ability to shrug off all political, geopolitical, fiscal and
monetary uncertainty.  No one knows what the eventual hiccup
will be that finally ends this dream run or when that will occur,
and we don’t claim to. What we do know that this bull market is
stretching all preconceived notions of what is normal.  Our
recommendation, as would have been appropriate and
ultimately very lucrative at the very few historical periods with
a similar market profile to today, is to step aside and let this thing
run its course.

Consensus Wall Street expectations for the S&P 500 in 2017 were
for a positive return of just over 5%.  They were off by a factor of
nearly four.  Once again, expectations are that 2018 will deliver
mid-single digits to equity investors, which of course is a guess
that could be off by any degree in either direction, as the chart to
the left suggests is the norm.

The fact is no one knows what the future holds.  Our preference
is to assess our current situation and compare it with similar
periods in the past century of stock market history.  Yes,
technology changes, monetary and fiscal policy change, and
geopolitical conditions are in a constant state of flux.  However,
people are people and the psychological forces that drive
investment and speculative decision making are the same as they
have always been. Greed, or the fear of missing out, has driven
this leg of the market rally since the recent bottom in early 2016.
Once greed shifts to fear, current investor and consumer
sentiment data, household asset allocation data and, of course,
equity valuations all suggest that the US equity market is subject
to a selloff of equal or greater magnitude than those following
the peaks in 2000 and 2007.

We appreciate your taking the time to read and consider our thoughts. 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.

All indices are unmanaged and cannot be invested into directly.

The CBOE Volatility Index® (VIX®) is meant to be forward looking, showing the market’s expectation of 3-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”.

Stock investing involves risk including loss of principal.

International investing involves special risks such as currency fluctuation and political instability and may not be
suitable for all investors. These risks are often heightened for investments in emerging markets.

Securities offered through LPL Financial, Member FINRA/SIPC.


