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A Review 0f2017% Market Calm wasin Sharp Contrast to Hurricanes in Washington D.C., Florida, and Texas

I f you read the heading above closely, youbre probabl
didnét have a hurricane in Washington D.C. 0. Howe\wer
pummneling Washington D.C. given his brash and, at times, unorthodox style. Despitientiod caused by these hurricanes,
both literally and figuratively, the stock market posted one of the least volatile years on record with the largest drawc
during theyear of-3.3%. Low stock market volatility environments are generally quite poditivetock market performance.
The chart below shows the lowest volatility years since 1®#45d as y o u -8.a% masirauen,intrazefr tirawalevn
was the second Veest over this period. As the second column highlights, the ten lowest drawdown years have prodt
average returns of +25% for the S&P 5@Bjchisqui t e compar abl e t o 201 7Thastsaighas thd o |
two columns on the right shothere is usually a reversal in the following year with higher volatility and lower overall return
on average.

Historical S&P 500 Performance After "Low Vol" Years (Since 1945)
Year Intra-Year Drawdown Performance Next Year's Drawdown Next Year's Performance
1995 -3% 34% -8% 20%
2017 -3% 16% ? ?
1964 -4% 13% -10% 9%
1958 -4% 38% -9% 8%
1954 -4% 45% -11% 26%
1961 -4% 23% -26% -12%
1993 -5% 7% -9% -2%
1972 -5% 16% -23% -17%
1991 -6% 26% -6% 4%
2013 -6% 30% -7% 11%
Average -4% 25% -12% 5%

Low vol years have almost always been followed by
some degree of a drawdown the following year.

Source: Strategas Research

Without getting too technical, théolatility Index or VIX, is a measure of thmarket's expectation of 3fayvolatility. It

is constructed using the implied volatilities of a wide range of S8Fndex optionsThis volatility is meant to bfarward
looking, is calculated from both calls and puts, and is a widely used measuaeket risk often referred to as the "investor
feargauge." Thecharts belowshow just how calm the markets were in 2017. The top chart below shows that the aver:
VIX index value for 2017 was just 11 versus the average since 1990 of 1%eddredchart below shows theumber of
times that the VIX index was below 10 during ffear an incredible 52 times compared to 61 times in total since 1990.

Chart 2: Volatility was the lowest ever...
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Chart 3: ...And an incredible 52 of 61 days in which the VIX index was below 10 happened in 2017...
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Source: FactSet; Jefferies

Volatility tends to run in cyclesLow volatility tends to produce periods of strong positive returns, whereas high volatilit
periods generally produce low or negative retund$X levels above 30 are associated with periods of a large amount o
volatility due to investor fear or uncaity, whereas values below 20 are generally associated with little stress or ev
complacent timesAs you can see by the chart bel ow, webve be
central banks around the world began implementing theintitative easing programs. These programs alloedlobal
economy to repair itselfollowing the great recessiathrough asset appreciatiomed tolow rates and very supportive
monetary and fiscal conditions. Note tihemendous spike in volatilitg 2009 when the global financial system was on the
precipice of collapse. Amazingly, eight years later the volatility indexaliitime lows in 2017 as the global economy
continued its synchronized growth aadquantitative easig programs in Europand Japan pinned down interest rates
around the globe.
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Despite the hurricanes, sabattling with North Korea, and the tumult in Washington D.C., the stock market posted &
extraordinary year with the S&P 500 rigi+21.83%. Amazingly the S&P 500 also ran the tabl®iv 2vith a perfect 1D
record forposting positive returns in every month of the year. phrformancextends the positive monthly return streak to
14 monthswhich dates backo October 201&nrd is atruly remarkable run.Not to be left out, the Russell 2000 index has
posted seven straight quarters of positive performafdes reversal of fortune thate highlighted in our January 2017
newsletter where the 2016 winners quickly became @& Bsers wasnaintained for the entirety of 2017. The Energy and
Healthcare sectorsvhich were the2016 market winner and loseespectively, fligflopped positions with the Healthcare
sector(+36.7%)while the Energy sectdr17.7%)was the only sectootpost a negative return within the Russell 2000.
Amongst the indiceshe NASDAQ Compositéndex was theyold medalist for the yeawith an advance ofiearly 30%
Finishingsecond, he good ol & D dveragesurgedsn the fowrth quarteriasanhasy of its components will be
beneficiaries othe recentlypassed tax reform legislation. Despite tax reform being significantly more positive for small ca
than | arge caps, the mar k arter ad thadRussdll 200wasthedvorst peefarming majar b.&
index. The table below highlights the returns for tharth quarterand fullyearof 2017for the popular indices.



Index Returns

FourthQtr. 2017 2017 YTD

Index Return Return
Russell 2000 +3.340 +14.666
Russell 2000 Growth +4.5% +22.186
Russell 2000 Value +2.0%%6 +7.84%
S&P 500 +6.64%6 +21.8%0
Dow Jones Industrials +10.3%% +25.086
NASDAQ Composite +6.5%0 +29.640

Source: 1492 Capital Management, LLC and Factset

From a style pepective, the Russell 200Browth Index (+22.26) trounced theéRussell 200 Value Index(+7.8%) for the
year and continuette flip-flop theme from 2016 As mentioned abovéhe Healthcare sector, dueaaesurgence in biotech
stocks propelled the strongerformancen the growth index despite many of the traditional value sectors generally performir
well in thefourth quarter. Note the performance dfi¢ Energy sector in the month of December. Clearly the market is bettin
that the yearés big | oser wildl rever se c dhefirssteo tables bal@vl 8
highlight the performance of the RuB2000 stye indices by sector for tHeurthquarterand full year 2017 Lastly, the third
tablebelowshows that performanaeithin the Russell 200&as linearly worse as market cagclines Thistrendhasexisted
since early 2014vith a brief respite in the send half of 2016 only to reappear in 2017.

Table 3: The Russell 2000 Growth’s Performance Attribution for December 2017

December Fourth Quarter Year 2017
Russell Sec. Absolute Contribution Relative Absolute Contribution Relative Absolute Contribution Relative
Discretionary 2.24 0.36 2.13 8 0 1.24 3.44 19.81 3.00 -2.38
Staples 0.04 1.62 0.24 592 9 38 0.18 -12.80
Energy 0.07 5.20 6.88 0.08 2.29 -0.28 -42.07
Financials -1.13 -0.09 -1.25 5.08 0.38 0.49 12,19 0.88 -9.99
Health Care 1.06 0.25 0.94 3.44 0.79 -1.15 8.15 15.90
Mat. & Process -1.60 -0.15 -1.72 7.02 0.59 2.43 @ 1.74 -2.14
Prod. Durables 0.53 0.08 0.41 4.87 0.77 0.29 18.44 2.85 -3.75
Real Estate -2.64 -0.09 -2.75 0.85 0.03 -3.74 11.56 0.68 -10.62
Technology -1.51 -0.28 -1.63 1.88 0.43 -2.71 4.51 -0.37
Utilities -3.59 -0.08 -3.70 1.27 0.03 -3.32 17.73 0.44 -4.45
Table 4: The Russell 2000 Value’s Performance Attribution for December 2017

December Fourth Quarter Year 2017
Russell Sec. Absolute Contribution Relative Absolute Contribution Relative Absolute Contribution Relative
Discretionary 1.11 0.13 2.06 5.94 0.68 3.89 9 1.41 497
Staples 1.80 0.04 2.75 5.01 0.12 297 @ -0.10 -12.68
Energy C 658 ) 0.40 7.53 C 728D 0.42 5.24 (1730 090  -25.26
Financials -3.19 -0.94 -2.23 0.87 0.27 -1.17 4.08 0.95 -3.88
Health Care -0.40 -0.02 0.55 0.19 0.01 -1.86 @ 1.50 22.68
Mat. & Process 2.39 0.14 3.35 3.40 0.20 1.36 2.10 0.56 1.15
Prod Durables 0.01 0.00 0.97 4,38 0.49 2.34 19.01 212 11.05
Real Estate -1.13 -0.14 -0.18 o -0.14 -3.17 3.78 0.55 -4.18
Technology -1.76 -0.13 -0.80 -0.36 -0.01 -2.41 9.90 1.06 1.94
Utilities -6.19 -0.45 -5.23 -0.40 -0.02 -2.44 9.51 0.73 1.56
Cap Group Absolute  Contribution Relative Absolute Contribution Relative Absolute Contribution Relative
=1 Billion -0.27 -0.22 0.13 3.76 3.00 0.42 11.92 0.50
500M to 1 -0.94 -0.12 -0.54 1.49 0.20 -1.85 1.88 -1.47
Billion
<500M -0.92 -0.07 -0.52 1.95 0.15 -1.40 0.92 -3.72

Source: Jefferies



The U. S. mar ket s al l advanced nicely during 2017,

Interestingly, the European regican out of steam during the fourth quarter and finished with rather pedestrian returns for |
year. European markeis our opinionare beginning to discounttheendltdECB6 s quanti tati ve ea
recently been telegraphed by Mabeoaghi Despite having some of the best economic growth statistics in the, @drld n a 6
stock markets were relatively soft as the government there is cracking down on pollution which is causing some indigest

their industrial driven economy. Jap®razil, and India were notable standouts on thegmdsignifies that the synchronized
global economic upturn is alive and well. Brazil is notabldeasand for raw materials like irorey coal, and oigenerally

drives their economyDespite a stinger global economyncreasing signs of inflation, and a number of Fed rate hikes durinc

the yearponds continued to gain agerest rates remain very lovAs a general observatippommoditiesvere also higher

in 2017, particularly in the metals cohap, oil, and lumber. Oil was the biggest winner in the fourth quarter on the heels «

OPECOGs extensi on of atfelsening moceumbnthet r educti on f or

Fourth Qtr. 2017YTD
Index 2017Return Return
France +-0.3% +9.3%
Germany +0.7%0 +9.6%
Brazil +2.8% +26.%%0
India +8.9% +27.99
China A Shares -1.20 +6.6%
China Shenzhen A Shares -4.%% -3.6%
Japan +11.89 +19.19
LongTerm Treasuries (TLO) +2.6/ +9.00
Investment Grade Corp. Bor +1.4% +6.6/0
Gold +1.%9% +13.P%
Volatility VIX index +16.1% -21.%
Qil +16.9% +12.%%
Natural Gas -1.8% -19.8%
Lumber +11.44 +41.%%
Source: 1492 Capital Management, LLC
Predictions andPrognosticationsin 2017: How Did We Do?
Whil e we arenot in the business wohthemtadk markgt, we thougha it wodldobe e

interesting to review our 2016 newsletters and see where our prognostications hit and missed the mark.
predictions/prognosticatis are in italics below.

Excerpts from our fourth quarter 2016 newsletter:

1 Regarding GDP Growthin2017:Wi t h Trumpds cabinet appointments, ma
on tax reform, pregrowth regulatory environment, and caspatriation, we expect that the combination of these new

policies will accelerate the economy to a 3% GDP environment

We were spot on here as economic growth has accelerated through 2017 and exceeded 3% in both the June and Se

quarter. It willlikely exceed 3% in the fourth quarter as well.

1 Regarding the price of oil and its significance to the U.S. economyThe punchline is that when our domestic oil
producers are hurting, so too is our overall economy. However, a little more than twayearse r OPEC6 s

oil drop, both OPEC and ne®PEC oil producers around the globe have agreed to cap production. This has had t

5
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effect of putting in a floor on the price of oil and has already started a meaningful pick up in the numbettaftrage
drilling for oil in the U.S., up 58% off the bottom
benefits to the U.S. economy in the New Year. This is a topic that many economists have still yet to grasp.

Anyone ttat has read our quarterly newsletters over the past yeaskhaiour outlook on the U.S. economy in 2017 was
almost entirely predicated on the price of oil. Although there were fits and starts during 2017, the price of oil stamelstly
at $61.50/bael and has driven capital expendituteégher as the year progressed. Subsequent to the remarks we ma
above, we found the chart below which highlights how closely linked U.S. manufacturing is to the price of oil.

1

U.S. Mfg PMI (ISM)
Correlation With Brent Qil
8-Year Rolling Average May: 62.0%

50 -

25 A

0

-25 1

-50 1

'75 T -1 a ™ Trr—— -r T T T T

60 65 70 75 80 8 90 95 00 05 10 15
Source: Cornerstone Macro

Regarding potential headwinds to the economy in 2017 Potential headwindsRising Interest rates, end to global
guantitative easing, and strong U.S. dolléré é As we get to the | atter part o
and Bank of Japan will signal a conclusion of their programs (negative rate of change). These stimulus measures
been like a drug to the stock market and it remains to be sedrthehaithdrawal symptoms may be. Lastly, the U.S.
dollar is inextricably linked to the actions of our trading partners and given the interest rate differentials that exdehbet
the U.S. and the other major economic powers around the globe, the WaEnuxy continue to strengthen, potentially
impacting those companies selling overseas

We will call this one a split. We were correct in asserting that the global central banks would begin signaling theegnd of
guantitative easing programs. In fathe ECB did so in Novembeaind the European stock markets saw negative returns ir
the fourth quarter of 2017. Our assertion that the dollar may continue to strengthen was incorrecit teéioed which
actually helped large cap, multinationsdcks to outperform.

1

At

Regarding our outlook for the stock market in 2017 2017 is probably more difficuto predictthan most given the
unexpected move up in the markets late in 2016 and the turning over of administrations in Washington. However,
end of the day, markets are most influenced by earnings and we have a hard time coming up with a bad outcome gi
the positive developments highlighted above like tax reform, regulatory reform, confidence, and
the market may pause earlyintregr and watch what the Trump admini st
they move on them. The bottom line is that there is still a relative valuation gap for small caps and with earnings gr¢
potentially greater than 15% (due to tax cutslant he ener gy sector no | onger dr
surprised to see another 10% advance by yearo6s end.

the ti me we wrote this, our cal |l for a +10% marhiket

ore as the Russell 2000 finished the year up +14.7% with most of this coming late in 2017 followingmiga@dl push on
tax reform.



Excerpts from our first quarter 20fhéwsletter:

1 Regarding synchronized global growth and its impact: The bottom line is that synchronized growth will slowly lead
the worl dbés cent r al -accem&dstiveapaliaigs ovierrthe mext tyelareri so witholttrisk af implosion
This will return us to more normalized business cycles with their émbeyclicality and not the muted growth and
suppressed volatility that webve experienced for th
fundamentals and valuations and away ¢ mademactivermdrnagers livesm
most difficult since the recession.

Still too early to claim victory onthisoppb ut wedér e certainly heading down th
the worl dds centr al b a n k s-acaommoddtiepglicies.n The d.S. Fea hag alreadyabagurethme (
process of interest rate normalizatiand the ECB has indicated its intent to do so as well. Volatility remains mutesl as
discussed earliebut the cyclicality of the business cycle is liketo return in time.The synchronized global growth that we
referenced in early 2017 has only accelerated through the end of 2017 as the chart below shows in the first coluntn on tl

Global PMIs

Dec-17 Dec-16 Dec-15 Dec-14

Global

u.s.

Canada

Japan

UK
Euro Area
France
Germany
Italy

Spain

Expanding 2 52 52 > Neutral 2 50 Contracting < 50

Note: ISM PMI for U_S_, Markit PMI for all others.
Source: Markit, ISM, Haver, Credit Suisse

1 Regarding our prediction of a tech super cycle:After colleding a bevy of data points from our meetings with
management teams in the technology arena, we believe that 2017 is the start of a technology super cycle
variety of growth drivers for the group as a whole that put the internet focusee2099%echology expansion
period to shame.

The market is seemingly coming around to thé&saastechnology was the best performing sector in the S&P 500 in, 2087
there doesnét appear to be an end to tech spending as
section below entitle@Thematic Investing: Industrial Automatidrhe Next Super Cycee Whi | e we canodt t
on this one yetwe believethere are some fabulous trends in place or emerging that will make this tech cycle fdurable
than the 1992000 interneinduced tech bubble.

2018 Outlook: Positives Outweigh the Negativefut Will the Market See it That Way

As we write this newsletter over the holiday season,
thingsthat arehappening in the economic world that will add fuel to the stock market Tinese items includeax refom,
deregul ation, valuandsymchyesnitzkRat @s od ap o gir toiwvidmnore derdd o |
andprovideour take on each amdewhweobdWwWkdédlraywatuthiwhgt wedre
headwnds for the stock market in 2018
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The Positives for 2018

Tax Reform- Thisreformis going to end up being a much biggesitivethan most believe today. Tax rates for almost every
company and individual will be lower in 2018. Sure, there will be a few excemimmsaghoseindividualsin the upper
incometax brackets who live in a state with very high state and local incares tand property taxes. Think California, New
York, Connecticut, and New Jersey residents. The effect is going to start showing up in paychecks likely in late Februa
the average worker as withholding rates will be lowadditionally, over 40maja corporations have already decided to
increase pay for every employee by at | east $1,000 or
corporate taxesCompani es whodve announced such pWellsrargoiamd €Comcakte
just to name a few. However, AT&T was the first to announce such a pragmdnts indicative of why thiseformis going

to be a far bigger deal than most anticipate right now. They will award bonuses of $1,000 to md6,0@hemployees in
the U.S. and promised tovest an additional $1 billiom the U.S. in 2018. This single example is why tax reform is going
to be unlike any other stimulus measure implemented sinc€rda RecessionThe two charts below put somembers
behind tax reform. The chart on the left shows how much disposable personal inconseWwiflthe end of 2018 The
increase isa whopping $84 billion oa +5.1% increase The chart on the right shows the impact on consumers and sma
businesseas a percent of GDP. So by 2019, tax reform could add nearly 1% to GDP growth.

U.S. Nominal DPI
Y% Consumer & Small Business Tax Cuts,
6 With Tax Cut L00% % of GDP, CY
2018:4Q: 5.1% e o
0.90%
51 ]»58413 0.80%
~ » - Increase |, .,
4 S
o 0.60%
Ay 50%
3 | ;S No Tax Cut 050
Baseline 0.40%
2018:4Q: 4.5% e 0.30%
2 0.20%
0.10%
1 T T T T 1 0.00%
15 16 17 18 19 2018 2019 2020 2021 2022 2023 2024 2025
Source: Cornerstone Macro Source: Strategas Research

Since the @atRecession, tinmulus programs implemented by governments around the worldexaedledin providing a
short term backstop but with little follow through. They included the American Recovery and Reinvestment Act of 2(
fiCash forClunkers, food stampsextension of unemployment insurance beneflsantitativeEasing 1,2 and 3, TARP,
TALF, etc. You get the picture. Most of these were giveaways with little-teng impact. Yes, they increased asset values,
namely the stock and bond markets but did little to increase the velocity of mbhisympactcan be seen graphically in the
chat below which shows that the Fed Balance sheet has ballooned since 2009 (blue line), particularly as Quantitative E
programs were deployed. However, the velocity of money (red line) has slowed precigitaugtgicatahat these actions
have causegeople to hold money rather than increase spending or investmentwdutthincrease the velocity of money.
The AT&T example above is what will make the trajectory of the red line below inflect postiveitime and why we think
thatthisreformisamuch bi gger deal than how itds being portraye
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Fed Balance Sheet vs, Velocity of Money
(Indexed to 100, 1/1/2007)
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Source: Strategas Research

TheTax ReformAct of 2003 is probably a good comparable to the new tax reform law. The 2003 packadedtax cuts
across the board including dividend and capital gains tax rates and a broad 50% accelerated depreciationit@espur b
investment. However, the 20p&ckage is bigger in total dollars (Up to $1.3 trillion depending on source) and includes o
of the most impactful measures that most are brusifinghich isthe ability to immediately expense 100% of on any capital
investment made by businessg&hischangeé s | i kel y gong to touch off a massi
seen bfore as companies will get an immediate tax saving rather than depreciating equipment and buildings over a 5
year periodincreased demand for all basic materials like copper, steel, lumber, and energyras fi@atgp up to meet the
demand couldlao ensue Basic materials, energy and industrials may well be the sectors to favor as thHayseutp As a
proxy for what 0s hadnatdeowshows the snpactrof thz Tak Reform Act of 2003 on GDP growtt
Notice the marked accebion of growth in 2004 and beyond. Tax specialists have stated that the impact of the 2018
reform couldprovidea 1% boost to GDP growth

Y/Y Pct Change In Real Annual GDP
(Measuring From 3Q - 2Q, BEA)
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The impact on corporate earnings and the tax avoidance schemesiw#l beg e . First, with res
that small caps as measured by the Russell 2000 will see earnings increase approximatelyyldte solthe decline in the
corporate tax rate to 21%rlhe S&P 500 index will see earnings increappraximately 8%.(See chart below left)The
differene in impact between small and large caps is that more large cap companies have international operations th
substantially lower taxes already. The chart on the right shows that with tleorpvatestatutory tax rate of 21%, the U.S.
will have a rate on par or better with the other OECD countries. This will stop companies from moving headquarters ove
just to take advantage of tax rate differentials (tax inversions). Lastlyedhelity may even cause companies to bring
operations back to the U.S. that were setlopstsolely to take advantage of these tax rate differentidiese developments
may take sometimd ut it 6 s t cAddiionhlly, the new law alldiws eompanieas riepatriate cash that has been
Astrandedod overseas and pay only a nominal t ax. It 6
currently fAstrandedo oV e ritsam hesused to oost dividéndisiorest ic catdd projestand e p
should have a positive impact on the velocity of money.



INCREMENTAL 2018E GROWTH WITH TAX CUTS Statutory Corporate Tax Rates
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Deregulation- A year ago we wrote about the burden of increasing regulations on the U.S. edbabhgs been going on
for decadesThere isaclear correlation between the regulatory bur@eonomic growthand the increasembst of compliance.
The 40% increase in regulations that came to pass under the Obama administration is a majort fateetibed the U.S.
economy from growing greater than 3% annually since the recession in BBy left is a chart that shows the number of
Aeconomically signif i c andereachiesglent Antedormomisallyesigndicant eegliamiy ong e ¢
that is estimated to cost more than $100 million annually to co®plyhe right is a chart that shows the cost of implementing
the regulations on the economy. These totals in the graph are not cumulative but annual amounts to the eseeneny. Ho
the effect should béewedon a cumulative basis. The way to think aboutttigisdis that the average cost of new regulations
in the Obama years was $109 billion per year or a cumulative total of $872 billion over his eight years as President.

Economically Significant Final Rules Published by Total Cost Of Finalized Regulations
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n GW Regulatory Studies Center | www.regulatorystudies. gwu.edu | A=l Follow us @RegStudies Source: American Action Forum.

The impact to the economy can be seen in dollar tdyuighey can also bgewedin terms of new business formations and
jobs. The chart below left is a chart that shows the number of new banks that were chartered by yii6sirfeallowing

the recession of 2008, new bank growth coll apsed (dom
on banks over the next several years. Based on our discussions with many of ththdtam&sown in our portftios,
compliance cost has risen over fifigdd since 2008. Clearly the regulatory burden placed on a new bank is prohibitive at
potentially stifling to the economy. The chart on the right shows that under the Trump administratitvstheen a drariia

pullback in the number of new regulations. On top of deisreasghe has already repealdfl9 regulations through October
2017according to the Washington Po¥Vhile the economic impact is hard to quantify, the rate of change from any regulato
relief will yield positive results as productivity may accelerate and the cost (both compliance and enforcement) will drop.
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New Federal Regulations Have Nearly Ceased

Number of New U.S. Commercial Banks Chartered by Year
(Source: FDIC)
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Source: Politico/Office of Information and Regulatory Affairs; Note: Each year is from January 20 to May 31.
Source: Strategas Research

Valuation-Gi ven the continuous chorus by mar ktatwepuwpiiskd mhaay ot h
you by saying that valuation was a positive for the market in 2018. Now let us convince you with the facts. In almost
assessment of valuation by market pundits they simply look at where the market is trading today onFPai€HEarnings
basis compared with historical averagéde don 6t agree with usi ng THhhbiggest raason i s
that they ignore the balance shegtdtoday,corporations are generally flush with casdle 6 | | |l eave this &
day. What they fail to take into account are the current levels) afitérest rates, )2ax rates(rates on capital gains and
dividends)and 3di vi dends. To begin with, | edt ©he chhrtobeldw slotvs curterd r
valuations on the left, current valuations assuming the 21% corporate tax rate is implemented in the middle, artdrtine lon
averagesre on the right We o | | compare the middl e asaregoinggohbe paying tha u
21% tax rate now that tax reform has passatdring with the S&P 500it currently trades at a 16.9 P/E compared with the
long term average of 16 P/E. The Russ@0@currently trades at an 18 P/E multiple vs. a 15.8 [REtbe long run.

Russell 2000 ®Russell Midcap Russell 1000 S&P 500

19.7 20.0

20.0
158 155 153 160

15.0
10.0
50
0.0 T

Current Long-Term Avg.

Source: FactSet; Standard & Poor’s; Jefferies

Now | etbés take a | ook at the other var i aiflatens The tugent 10 m
year Treasury yields about 2.4%hich is less than hatff what the longerm average has been. Hignificance of thigevel

is illustrated in a simple di shatwahave andnvestmenhthatyieldswastt flaws ofu
$100 per year for 25 yearand we discount that value back at a risk free rate and constant eskiipramium of 5%
(approximately the longerm average).The net present value usia@.3%risk free rateequals $11,34.53whereas using a
rate of 5.6% yields867.40. Thereforgusing a lower discount rate in our example yields a whopping 30.8% greater net pres
val ue. I n other words youdd be will i n@23%oratepvargus 8356% Bt
all else being equal. Additionally, afteax return is also important. Note that the tax rate on dividends has fallen from 52.9
on average since 1950 t o redudiamédasngs utrima@inty owdree odoi2mBg 8
your dividends after taandshould be faadred nto current valuation metrics.
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Average Inflation, Treasury Yields, Valuation and Tax Rates by Decade
CPIY/Y % S&P 500 Tlil‘ifrry Dividend Tax  Capital Gains

Change Operating P/E Yield Rate Tax Rate
1950s 21% 119 3.0% 91.0% 25.0%
1960s 2.3% 17.9 4.7% 80.3% 25.4%
1970s 7.0% 123 7.5% 70.2% 36.0%
19805 5.8% 12.0 10.6% 48.4% 23.6%
1990s 3.1% 21.6 6.7% 37.0% 26.0%
2000s 2.7% 314 4.5% 23.4% 16.8%
2010s 1.5% 18.8 2.4% 20.0% 20.0%

Average 3.5% 18.0x 5.6% 52.9% 24.7%

Current 2.2% 21.3x 2.3% 23.8% 23.8%

Source: Strategas Research

Many pundits compare todayo6s stock mar ket valwuations
pokes holes in that argument. The two slides show valuafitime largest 50 stocks in the S&P 500 today vetisasein
March 2000 in the pane on the right. The P/E ratios are substantially different (19.7, end3there are feev outliers in
todaybés mar ket .

Source: Strategas Research

Lastly, the market is willing to pay a higher valuation depending upon where inflation and interest rates are as ifiubeated
two charts below. The chart on the left sholatwhen inflation is running between 0% and 4%, rtieket is willing to pg
the highest valuations on aver age. ,whiChopdtgitrighsin thersieketapotifoo n

maximum valuation. The chart on the right shows that the market has historically traded at a higher P/E multiple as lo

ratesaendt too high anditsheo rmulatlil pyl é naccateunasleldy alsad ong as
tenyear is well below 5% of course ut i f we had to place a bet today,s.we
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