December 2017

For investors, December's most significant event was the passage of the GOP Tax Bill. While my assistant (
more often referred to as Dad around the house) and | disagree on the merits, the relative winners and losers are
fairly clear, beginning with domestic corporations vs. multinationals. As reported in Dec. 22nd's The Finance
202, "By late summer, investor confidence in prospects for a tax overhaul — which had surged post-election,
then flagged — started coming back to life. This chart from Bespoke, plotting the performance of the S&P
500’s 125 highest-tax stocks against its 125 lowest-tax stocks, demonstrates the trend:

High Tax Stocks Had A Terrible Year Until The Senate Passed Its Tax Bill
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While large caps (SPY) beat small caps (IJR) in 2017 and have almost matched them over the Last 5 Years,
their historical underperformance has continued for the current Bull Market. As shown below, this also holds
true for Equal Weighting the S&P 500 (RSP). It is also worth noting the outperformance over the Last 5 Years
and the Bull Market of IJR, which adds a Quality Factor, compared to IWM, which tracks the more widely
benchmarked Russell 2000 for small caps. Lowering corporate taxes from 35% to 21% should see the Size
Factor reassert its dominance, particularly when coupled with Value or Quality. While Growth has continued to
outperform Value, merely dividing an index between Growth and Value does not capture the Value Factor. as
previously shared.

2017 Total Return Performance by Asset Class Using Key ETFs

Dec 24, 2017

Below is an easy-to-read matrix of key ETFs highlighting the total return performance of various asset classes
in 2017, over the last 5 years, and during the entire bull market that began on March 9th, 20009.

Looking at the entire bull market, most of the green is on the left side where the US-related equity indices and
sectors are. The Consumer Discretionary ETF (XLY) is up more than any other ETF during the bull market
with a total return of 604%. The Nasdag 100 (QQQ) is up second most at +570%. The natural gas ETF (UNG)
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is down the most during the bull market, losing 95% of its value. The oil ETF (USO) is down the second most
at —-59%.

The Nasdag 100 (QQQ) is up the most over the last 5 years with a gain of 155%, and it ranks sixth in 2017 with
a gain of 34%. In terms of market cap, large cap indices did better than small and mid caps in 2017, while
growth easily outperformed value. Energy and Telecom are the only two sectors down in 2017 (through
Christmas). Outside of the US, emerging markets have had a banner year, with EEM up 35.5%. India is up
more than any ETF in the matrix in 2017 with a gain of 37.5% (On Jan. 4, 2017 we added a position in WIINX,
an India Mid Growth OEF, to all of our existing Capital Appreciation clients.), followed by China (FXI) at
+35.65%. Russia (RSX) is up the least of any country ETF with a 2017 gain of just 3.8%.

Commodities are ending 2017 relatively flat. The oil ETF (USO) is slightly down on the year, while natural gas
(UNG) is down 44%. Gold (GLD) has posted a nice gain of 10%, but silver (SLV) is up just 1.9%. ...

Asset Class Performance Bull Market, Last 5 Years, and 2017 - Total Return (%)

US Related Last5s Bull Global Last5 Bull
ETF  Description 2017 Years Market ETF  Description 2017 Years Market
SPY S&P 500 22,00 107.13  372.82 EWA  Australia 18.90 17.23 227.04
DlA Dow 30 28.09 110.459  369.22 EWZ Brazil 20.63 -17.85 55.35
Q020 Masdag 100 34.04 155.57  569.57 EWC (Canada 13.91 14.55 153.03
1IH SE&P Midcap 400 16.42 100.35  433.24 FXI China 35.65 34.17 139.62
LR 5&P Smallcap 600 13.52 110.64  474.35 EWQ France 29.01 51.36 176.32
I'WB Russell 1000 21.81 106.18 37841 EWG Germany 27.76 48.99 218.00
WM Russell 2000 15.13 95.14 407.48 EWH HongKong 34.94 55.15 276.62
WV Russell 3000 21.26 104.80 378.03 PIN India 37.51 53.42 190.74
EWI Italy 29.95 31.22 102.81
VW S&P 500 Growth 27.69 117.94 385.88 EWI Japan 24.44 65.07 150.72
(1].4 Midcap 400 Growth 19.98 98.86 433.95 EWW Mexico 11.88 -24.16  154.97
uT Smallcap 600 Growth 14.80 113.69 489.12 EWP  Spain 27.57 31.34 105.77
IVE S&P 500 Value 15.37 92.56 354.36 RSX Russia 3.79 -14.01  118.12
1 Midcap 400 Value 12.11 97.22 416.93 EWU UK 19.93 22.26 174.99
115 Smallcap 600 Value 11.76 104.72 45140
DVY D) Dividend 14.55 100.63 41334 EFA EAFE 24.74 43.44 188.79
RSP S&P 500 Equalweight 18.56 103.79 46351 EEM  Emerging Mkts 35.47 15.44 167.52
100 Global 100 23.84 67.28 232.32
FXB British Pound 8.02 -18.77 -5.84 EEB BRIC 31.15 16.93 125.75
FXE Euro 11.72 -12.71 -9.14
FXY Yen 2.67 -27.24 -15.88 DBC Commodities 2.27 -41.13  -15.14
uso  Qil -0.51 -63.97  -59.30
XLY  Cons Disc 23.18 | 12493 | 60454 UNG Nat. Gas 4379 7317 -95.85
XLP Cons Stap 12.94 83.81 274.19 GLD zold 10.34 -24.57 33.53
XLE Energy -1.30 13.34 125.61 SLV Silver 1.92 -46.90 20.60
XLF Financials 22.61 130.16  545.00
XLV Health Care 22.11 122,63 34304 SHY 1-2 ¥r Treasuries 0.19 2.16 71.25
XLI Industrials 23.52 119.85  494.87 IEF 7-10¥r Treasuries 2.04 71.17 30.08
XLEB Materials 23.62 80.65 306.42 TLT 20+ ¥r Treasuries 7.38 16.90 57.99
XLK Technology 35.49 143.75  468.51 AGG  Aggregate Bond 3.12 10.45 39.64
IYZ Telecom -11.63 37.76 183.29 BMD  Total Bond Market 3.05 10.19 40.23

XLU Utilities 11.55 71.16 225.14 TIP T.LL.P.5. 211 -0.96 41.78
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Another likely winner from the Tax Bill will be equity REITs, which most of our clients are already
significantly overweight. From High Dividend Opportunities on Dec. 23rd: "Like MLPs, Property REITs will
be winners from the tax reform, and will be permitted to benefit from the new pass-through rules. The new tax
reforms include a 20% deductibility to REIT dividends which will ... encourage investors to buy REITSs in their
taxable accounts instead of Only in In both dollar and percentage terms, the 2018 tax cuts skew to the richest American
tax-advantaged accounts. This will households (and will continue to do so for many years). Overall, 65 percent of the cuts
unlock a vast source of capital which 8¢ 0 the top 20 percent of taxpayers

can now flow into REITs. This is very
. : . n Quintile Income (2017 dollars) Percentage increase Average tax cut for 2013 tax year
bullish for REITs going into 2018. ... e s b e
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Give Trump Some Credit: Bumps in Economic Confidence

To be sure, Mr. Trump’s arrival was accompanied by a significant jump in business optimism and a more
modest rise in consumer confidence. The improvement in sentiment in the private sector shouldn’t be shocking:
If you had been told that you would receive a huge tax cut and be freed from thousands of government
regulations, wouldn’t you feel better about your business? As for consumers, their improved mood since the
election represents a continuation of a trend that began in 2009 as the floodwaters of the financial crisis were
starting to recede. ...

Consumer and business sentiment rose after the election. Indexed to 1986 = 100.
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The Global Economy Is in Its Best Shape in Decades

Figuring out how much credit Mr. Trump deserves for the rise in the stock market is complicated. For one thing,
at long last, the world economy is firing on all cylinders — perhaps not as strongly as we would like in the
United States and Europe, but moving upward nonetheless. In fact, only six countries are expected to be in
recession in 2018, the smallest number on record. Growing economies have helped propel corporate profits and
thus stock markets upward worldwide (as shown above). So while Mr. Trump’s emphasis on business-friendly
policies has helped turbocharge the American stock market, we are hardly alone in enjoying rising share prices.
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2017 in three indicators

Global stock markets +21%:
U.S. stock market +20%

Global corporate profits 1+8%

BCA Research's Global Investment Strategy for December 22nd:

The Fed’s end-2018 unemployment rate projection of 3.9% is 0.7 percentage points below its longterm estimate
of the unemployment rate. This means that at some point in the future, the Fed will need to lift interest rates
above their “neutral” level in order to push the unemployment rate up to its equilibrium level.

That’s a risky gambit. There has never been a case in the post-war era where the unemployment rate has risen
by more than one-third of a percentage point without a recession ensuing (Chart 7). Modern economies are
subject to feedback loops. Once economic conditions begin to deteriorate, households cut back on spending.
This leads to less hiring and even less spending. Bad economic news begets worse news.
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SCALE.
NOTE: LIGHT RED SHADING INDICATES BEAR MARKETS; GREY SHADING INDICATES NBER-DESIGNATED RECESSIONS.

CHART 7
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Even A Small Uptick In The Unemployment Rate Is Bad News For The Business Cycle
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Nevertheless ... the 7th-to-8th innings of business-cycle expansions are often the juiciest for equity investors
(Table 1).

TABLE 1
Too Soon To Get Out

ANNUALIZED REAL MONTHS PRIOR TO RECESSION

RETURNS (%) 13-24 1-24 7412 142 16 NON-RECESSION
PRIOR TO RECESSIONS MONTHS MONTHS MONTHS MONTHS  MONTHS MONTHS

S&P 500 coapbe ook, dobada —bat don't averstay your welcome

AVERAGE RETURNS POST-1950s 6.8 8.0 0.1 10.1
JUL 1953 - MAY 1954 219 12.0 17.8 20 138 147
AUG 1957 - APR 1958 15.8 74 170 16 13.9 19.3
APR 1960 - FEB 1961 313 16.8 6.6 22 22 158
DEC 1969 - NOV 1970 13.4 13 159 207 5.8
NOV 1973 - MAR 1975 16.9 49 7.0 27 62
JAN 1980-JUL 1980  mmercent 0§ 22 5.4 40 31
JUL 1981 - NOV 1882 [ o e 10.5 112 4.0
JUL 1990 - MAR 1991  prior o the recssion, 14.3 13.1 1.9 16 14.0
MAR 2001 - NOV 2001 89 07 -10.3 -40.6 125
DEC 2007 - JUN 2009 116 7.6 36 6.3 40

* FIRST 2 COLUMNS OMITTED DUE TO OVERLAP WITH PREVIOUS RECESSION PERIOD.

NOTE: MONTHLY RETURNS ARE ANNUALIZED AND DEFLATED BY THE CONSUMER PRICE INDEX; CALCULATIONS ARE BASED ON TOTAL RETURN INDEX.
... U.S. GDP growth will remain above trend next year, as wages start to rise more briskly and firms boost
capital spending to meet rising demand for their products.

Fiscal policy should also help. Tax cuts will lift growth by 0.2%-t0-0.3% in 2018. Higher disaster relief efforts
following the hurricanes and a pending agreement to raise caps on discretionary spending will also translate into
increased federal government spending. Investors have largely overlooked this source of fiscal stimulus, but
increased spending will contribute almost as much to growth next year as lower taxes.

Unfortunately, all this additional growth, coming ata  anne% ~ s

time when the output gap is all but closed, is likely Chg| giﬂggf&;ﬁﬁﬁgggﬁﬂ:ﬁgﬁ#ﬁ;m Chg

to stoke inflationary pressures. ... The New York 4} ==~ CORE"™* CONSUMER PRICE INFLATION 44

Fed’s Underlying Inflation Gauge has accelerated to

an 11-year high of 3%. 3 3

Globally, we favor euro area and Japanese equities 2 ' 2

(in local-currency terms) in the developed market

sphere due to our expectation that the euro and yen 1 1

will depreciate somewhat next year. Both the euro

area and Japan also have greater exposure to cyclical 0 0

sectors. This fits with our bias towards owning

cyclicals over defensive stocks. R E T IR A e ot e
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The One Number That Will Kill Bitcoin S NSTITUTE FOR SUPPLY MANAGEMENT. o CE VARIABLES.

MACROECONOMIC VARIABLES, AND FINANCIAL VARIABLES.
SOURCE: FEDERAL RESERVE BANK OF NEW YORK.

... hothing is normal or reasonable about bitcoin. NG P00 SN0 ENENIY:



No one knows when the bitcoin bubble will burst. Only CHART 15

a tiny fraction of the public owns the virtual currency. Governments Will Want Their Cut:
U.S. Seigniorage Revenue

The value of all bitcoin in circulation represents 0.35% Bn Bn
of global GDP. At its peak in 1996, the value of all USS | u.s. CURRENCY IN CIRCULATION": uss
| ANNUAL CHANGE 4 400

pyramid scheme assets in Albania amounted to almost 100
half of GDP. Never underestimate the lure of easy
money.

While we do not know where the price of bitcoin will be
ten months from now, we do have a good guess of where
it will be ten years from today. And that price is zero, or
thereabouts. When the U.S. Treasury issues a $100 bill,
it gains the ability to buy $100 of goods and services
with it. The government’s cost is whatever it pays to
print the bill, which is next to nothing. This so-called 40
“seigniorage revenue” is set to reach $100 billion this

year (Chart 15). That is the number that will kill bitcoin.

20
There is no way the U.S. government will forsake this

revenue in order to make room for bitcoin and other
cryptocurrencies. Not when there are entitlements to pay BCA Research 2017

and gaping budget deficits to finance. 08 10 12 14 16
* BCA ESTIMATE FOR LATEST DATA POINT. SOURCE: FEDERAL RESERVE.

A variety of other countries have a love-hate relationship with bitcoin, partly because of their “the enemy of my
enemy is my friend” attitude towards the dollar. But that will change when they see their tax bases eroding as
more commerce gets done in the anonymous world of cryptocurrencies. Bitcoin’s days are numbered. The only
question is who will be holding the bag when the party ends.

Another post from Bespoke that we consider worth sharing:

Does a Reversion to the Mean Follow Big Up Years?
Dec 29, 2017

With just a few hours left in the trading day, the S&P 500 is on track to deliver a hefty gain of over 20% to
investors for 2017 and the ninth straight year of gains on a total return basis. In the S&P 500’s history, there
has only been one other period where the S&P 500 was in the black for nine straight years, and that was from
1991 to 1999. A big difference between that streak and now, though, is the magnitude of the gains. During the
1990s streak, the S&P 500’s total return was 450% compared to a relatively meager gain of 261% in the current
period. If the S&P 500 does make further gains next year, it will be the first ten-year winning streak for the
index ever. With such a big gain this year, though, can investors really expect to see gains in the year ahead?

Looking back at the S&P 500’s historical total returns, there have been 32 prior years where the index was up
20% on a total return basis. What’s stunning about this number is the frequency of these types of big years. In
fact, there have been 33% more years where the S&P 500 was up 20% or more than years where it was down!
The table below lists every year since 1928 where the S&P 500 was up over 20% on a total return basis along
with how the index performed in the following year. In the year that followed these ‘big’ years, the index saw


https://www.bespokepremium.com/think-big-blog/does-a-reversion-to-the-mean-follow-big-years/

an average gain of 10.46%
(median: 12.80%) with
positive returns just over two-
thirds of the time. What’s
pretty surprising about these
prior returns is that they are
only modestly below the
average (11.85%) and median
(14.30%) total returns of the
S&P 500 following years
where the index was not up
20% or more. So ifit’s a
reversion to the mean you are
expecting following this
year’s big gain, you may be
disappointed. In fact, there
have been five periods where
a 20%-+ year was followed by
another 20%+ year, and in one
of those five periods, the
20%+ year was followed by
another four 20%+ years!

While my assistant and | are both betting that the
Democrats will regain control of the House in
2018, I'm also betting that that will lead to
Trump's impeachment. The chart to the right
comes from PredictWise. "The backbone of
predictions on this site are market-based,
generated from real-money markets that trade
contracts on upcoming events.” While betting
markets have a better track record than polling,
both got Brexit and Trump's election wrong. A

final graph from Rattner:

S&P 500 Performance Following a 20% Year: 1928 - 2017

Annual Total Return (%) Annual Total Return (%)

Year Year MNext Year Year Year MNext Year
1928 43.31 -8.01 1985 31.73 18.67
1533 22.88 -2.34 1589 31.69 -3.10
1935 47.22 32.80 1991 30.46 7.62
1936 32.80 -35.20 1995 37.08 22.96
1938 33.20 -0.91 1996 22.96 33.36
1542 21.07 25.76 1997 33.36 28.08
1943 25.76 19.69 1998 28.08 21.04
1545 30.46 -8.18 1599 21.04 -0.10
1950 30.58 24.55 2003 28.08 10.88
1551 24.55 18.50 2009 20.46 15.06
1954 52.40 31.43 2013 32.39 13.69
1555 31.43 0.63 2017 22.46

1958 43.34 11.90

1961 26.81 -8.78 Average 10.46
1963 22.69 16.36 Median 12.80
1967 23.94 11.00 % of Time Positive 68.75
1975 37.23 23.93

1976 23.93 -7.16 All Other Years

1980 32.50 -4.92 Average 11.8%
1582 21.55 22.56 Median 14.30
1983 22.56 6.27 % of Time Positive 75.44

= Consecutive 20% Years

CONTROL OF US HOUSE AFTER 2018

Cremocratic Party
58%

Republican Party 4295
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Trump’s Dismal First Year

The divisive campaign waged by Mr. Trump and his harsh inaugural address put him in office with the poorest
approval ratings of any recent president. From that inauspicious beginning, his ratings continued to tumble, as a


https://www.bespokepremium.com/wp-content/uploads/2017/12/SP-500-20-Years.png

result of his numerous false and sometimes racially charged statements, his often unpopular policy initiatives
and allegations regarding Russian meddling in the election. Of course, many new presidents see their approval
ratings fall in their first year as the postelection glow begins to fade. But because of his poor start, Mr. Trump is
distinguished as being the only president to finish his first year with more Americans disapproving of his
performance than approving of it.

Here are net ratings — the gap, in percentage points, between those who approve and disapprove — for
six presidents in the months after their first inauguration.
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So if I am right, will it matter to Mr. Market:

When Clinton Was Impeached, Markets Gained ...

The lead-up to presidential impeachment is worse for markets than the actual process, at least judging by
what happened last time around.

ByEmily Stewart May 21, 2017

... The Clinton administration was plagued by a series of scandals in the 1990s, culminating in the president's
impeachment by the House of Representatives in December 1998 on charges of perjury and obstruction of
justice related to his extramarital affair with former White House intern Monica Lewinsky. The House had


https://www.thestreet.com/author/1629408/emily-stewart/all.html

voted to initiate proceedings in October of that year in the wake of a report by independent counsel Kenneth
Starr detailing Clinton's misdeeds. Following the impeachment, the Senate acquitted Clinton in February 1999.

Market reaction to the Clinton scandal was perhaps in retrospect surprising. While stocks fell ahead of the
release of the Starr report, they climbed thereafter and through the conclusion of the impeachment proceedings.

The S&P 500 climbed slightly from July 1 to July 17 of 1998, but from there until the release of the Starr report
on September 9, it fell by 19.4%, according to data from CFRA Research. After that, however, it rallied,
recovering the entire decline by November 28, 1998, while impeachment proceedings were still underway but a
month before a conclusion was reached. ...

S&P 500 Daily Closing Values 6/30/98-3/8/99
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From Stam Report to Acquittal e S&P 500

From when the House voted to start impeachment proceedings on October 8, 1998 to the Senate's acquittal on
February 12, 1999, the S&P climbed from about 960 to 1230, a 28% gain. ...



