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A BULL MARKET TOP?

As Bull markets go, this one is a little long in the tooth. From a duration standpoint it is the second longest
since 1929, having now lasted for 95 months and in magnitude, it is up 239 percent from its origins on March 9,
2009 to the present, making it the third most rewarding. At the moment, | don’t believe it has a significant number
of major characteristics normally seen at a top. Valuations are only slightly extended with a PE on the S&P 500
of 17.4 times 2017 earnings estimates of $130.78, according to CFRA Research, which is higher than the average
of the past 25 years of 15.9, but with interest rates near historic lows a modestly higher valuation is to be expected.
The dividend yield is an attractive 2.2% versus an average of 2.0% and the price to book is 2.7 times versus an
average of 2.9 times. One of the measures often sighted for the market’s excess valuation is the CAPE or Shiller’s
PE, which is trading at approximately 28.3 times, against a 25 year average of 26 times. The current Shiller’s PE
is similar to that reached at the market top in 2000, when the overall market PE topped out at 27.2 times. This is
a concern, however for the moment | would temper, some might say rationalize, my concerns by pointing out
that the financial crisis and the oil collapse temporarily suppressed earnings and inflated price to earnings ratios,
and may account for some of the extreme values imbedded in the Shiller’s PE.
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Before we get to an end we need to get to some extremes. Some typical things | would look for, that | don’t
see present, include an acceleration in economic growth. Real GDP growth has averaged 2.8% since 1965. In the
current expansion, we have averaged just 2.1% and our current year-over-year real GDP has been 1.7% (Exhibit
B). An acceleration in this measure would likely lead to higher inflation and ultimately, higher interest rates. The
current round of tightening by the Fed has been halting, at best. Two quarter point increases since December 2015
indicates a Fed that is afraid of getting out in front of an economic expansion and shutting it down. So stronger
economic growth, leading to higher inflation rates and finally to interest rates high enough to cut off the economic
expansion is a condition that still needs to develop as a precursor to a market top. Second, as mentioned earlier, |
would expect to see a change in the flow of funds from fixed income to equity investments. This could be coincident
with a burst of speculative excess producing extreme valuations and a blow-off top in stock prices. Policies being
discussed by the Trump Administration, like lower tax rates and a lower regulatory environment could lose enough

animal spirits to change sentiment
Exhibit B in favor of stocks over bonds. One
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timeframe for all of this to work out would be easier to determine if the Trump administration’s legislative
calendar and outcomes were known. If they were to accomplish most of their objectives in a short period of time,
short being the next twelve months, then I would expect the bull to run and fade sooner. If the agenda takes
longer or just runs out of steam, then the market top may take longer to develop or could ultimately roll over from
a lack of confidence that any serious reform can be completed in the current term.

Respectfully,
James L. Schrott, Portfolio Manager
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