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A New Stock Market Era has Begun
(actually its already 5 years old)…
Yet Almost Everyone Missed It

Quarterly Commentary from The Formulaic Trending Money Manager

The visual distinction for the S&P 500 for the 20 years of 19801999 compared to the 13 years of 2000-2012 is shocking. In fact,
in my opinion, it changed everything. It ushered in the age of riskmanagement as king, unseating passive buy and hold investing as
the logical approach. However, we are now dealing with a whole
new era that began in 2013. (Note: I consider 2012/13 as the
transition point for the next era, as 2013 was the year the market
surpassed its previous highs, finally recapturing gains from both
2000 and 2007).

S&P 500 (2013-Current):

On January 4, 2018, the Dow Jones Industrial Average (DJIA)
closed above 25,000. Just eight trading days later, on January 17,
2018, the DJIA closed above 26,000, sprinting through the fastest
1000-point growth milestone ever.
Many may remember years ago when I first introduced the stark
visual differences of “your father’s stock market” (1980-1999) in
contrast to “your stock market” (2000-2012).

S&P 500 (Your Father’s Stock Market 1980-1999):

Once again, we see a very distinct contrast from the previous era,
even with the performance flatness from late 2014 to early 2016.
If we string all three eras together on a single chart, you can quite
literally see and feel the “tone” of the market change as we progress
through time (the RED vertical lines separate the eras).

S&P 500 (1980-Current):
S&P 500 (Your Stock Market 2000-2012):
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Some now refer to this current market scenario (where the DJIA
increased by 1,000+ points in eight days) as a “melt-up rally,”
the opposite of a melt-down, if you will. It’s hard to believe that
it was as recent as 3rd quarter 2017, when I wrote the Trending
Report titled, “Few Things Are More Dangerous to Investors
Than Market Predictions.” This was specifically written due
to the fact that many so-called “experts” were predicting a huge
melt-down in the market before year end 2017. As it turns out,
we actually experienced the opposite, a melt-up. Imagine all
the accumulation value that was lost by those who listened to
such dire predictions as little as six months ago and exited their
equity investments.
For that reason, formulaic trending risk-management (what
USA Financial Portformulas is known for pioneering) is as much
about identifying when the trends indicate staying in the market
as it is about recognizing when trends indicate it may be time to
do something different. It’s not lethargic, like passive buy and
hold investing, yet it isn’t overly reactionary or wildly volatile
like market-timing. Formulaic trending essentially splits the
difference; the trend must be identifiable beyond a short-term
inclination. I digress.
The Trump Catalyst:
No one expected Donald Trump to win the presidency. In fact, I
suspect the polls were so far off because they were historically
designed to identify which candidate people “supported” for the
presidency. Don’t get me wrong, plenty of people supported
Donald Trump, just as many people supported Hillary Clinton.
But in the end, an unexpectedly large quantity of voters didn’t
vote “for” Trump as much as they voted “against” Clinton. In
my opinion, prior to the election the stock market had already
adjusted and accounted for the fact that Clinton was to be our
next president. However, when Donald Trump became our
president, the stock market needed to recalibrate for that fact. It
was a wild ride for those first few days.

1. Lowers most individual income tax rates, including the top
marginal rate from 39.6% down to 37% for the 2018 tax year.
2. Lowers the corporate income tax rate (C-corporations)
permanently from 35% to 21%, starting in tax year 2018.�
3. Switches the U.S. to a territorial system of taxation (which
is how most other countries tax companies). � In the past,
U.S. companies owed tax on their profits regardless of
where in the world they earned them, but they could defer
paying U.S. tax on their foreign profits until they brought the
money home to the U.S. As you can imagine, many simply
never brought the money home, meaning they retained
and invested those profits outside the U.S. In the future,
U.S. companies will not owe federal taxes on income made
offshore (they will continue to be owed to the other country).
Plus, to help bring existing overseas profits back home,
there will be a one-time tax of 15.5% on cash assets and
8% on noncash assets. �
For example, in reference to #3, Apple has approximately
$250 billion in overseas cash. They’ve stated they will owe $38
billion (approximately 15.5%) in taxes and suggested they now
plan to bring home billions of dollars in overseas cash. � Will
they apply that toward acquisitions, further investments and
job development, shareholder dividends, paying down debt,
research and development, or some combination of the above?
Regardless of their choice, it should benefit the U.S. economy
(and presumably the stock market). It is important to note that
this is just one example from one company. (Full disclosure: I
invest using Portformulas strategies and, as of this writing, we
currently do own Apple stock.)
Regardless of Trump’s approval rating, the market has
responded favorably to his presidency and now to his Tax Cuts
and Jobs Act.

S&P 500 (Since Trump took Office, 2017-Current):

Needless to say, President Trump leans more toward pro-business
and pro-jobs than Clinton did. The market responded favorably.
The market is now digesting the anticipated economic impact of
the new tax law signed by President Trump, titled the “Tax Cuts and
Jobs Act” of 2017.
My point is not to bore you with the nitty gritty details of the Tax Cuts
and Jobs Act, but to focus on the three big issues that are moving
the needle in the stock market. Most specifically the act:
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The Unexpectedly Forgotten:
Unfortunately, there is a very large corporate economic group
that was left behind. Publicly traded companies are always
C-corporations, however, privately owned companies tend
to be what are known as “pass-through” companies (types
of pass-throughs include sole-proprietorships, partnerships,
S-corporations and LLCs or limited liability companies). These
pass-throughs represent roughly 92% of private businesses. �

the exclusion which may inadvertently result in a potential
mass exodus of S-corporations and LLCs converting over to
C-corporations solely for tax planning purposes. This could
generate incredible amounts of needless and costly paperwork,
re-filings and re-registrations, wasted energy and expenses that
all could have been avoided with another few sentences in the
Tax Act. I now step off my soapbox.
Capitalism Always Finds a Way (because we always need it to):

The difference is that the pass-through companies pay their
corporate taxes by “passing-through” to the owners’ individual
tax returns. In the past where C-corporations were taxed at
35%, pass-through companies could be taxed as high as 39.6%
depending upon their owners’ personal tax rate. The new tax law
includes a 20% deduction for pass-through companies to bring
it in line with a reasonably comparable corporate tax rate. This
means that C-corporations enjoy the new corporate income
tax rate of 21%, but a pass-through company with owners at
the new 37% tax bracket could expect a 20% deduction off the
37% (meaning 37% x 80%), or a rate of 29.6% (not accounting
for the progressive nature of the brackets).

Entirely unrelated to the new tax law, best-selling business author,
Seth Godin, just wrote about freedom, fairness, and equality:

The caveat is that the 20% deduction previously described
specifically excludes all service industries. � As it is calculated,
service industries account for a majority of our economy. Stated
by the International Trade Administration:

Simply put, the stock market is reacting to the new Tax Cuts and
Jobs Act through a lens of freedom, fairness, and equality.

“The services sector is an important part of the U.S. economy.
According to the Bureau of Economic Analysis, in 2009 services
accounted for 79.6 percent of U.S. private-sector gross domestic
product (GDP), or $9.81 trillion. Services jobs accounted for
more than 80 percent of U.S. private-sector employment, or
89.7 million jobs.
The United States enjoys a surplus in services trade. In 2009,
exports of services totaled $502 billion, with a surplus of $132
billion over services imports. This surplus is larger than that of
any other country. Currently, the services sector accounts for 32
percent of total U.S. exports.” �
The new tax law excluded these pass-through companies
because lawmakers were afraid business owners would sway or
forego the majority of their personal W-2 payroll income in lieu
of living off their business profits, therefore minimizing their tax
burden. While there is no doubt in my mind that this is an abuse
that would have taken place, Congress should have created
rules to eliminate such a phenomenon rather than simply create
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“Freedom doesn’t mean no responsibility. In fact, it requires
extra responsibility. Freedom is the ability to make a choice, and
responsibility is required once you make that choice. Fairness
isn’t a handout. Fairness is the willingness to offer dignity to
others. The dignity of being heard, and having a chance to make
a contribution. And Equality doesn’t mean equal. Equality doesn’t
guarantee anyone a starting position on the New York Knicks.
Equality means equality of access, the opportunity to do one’s
best without being disqualified for irrelevant reasons.” �

The market is recalibrating itself for the greater freedoms
that the act affords for businesses to make wise choices, both
domestically and abroad. It is digesting the enhanced fairness
the act generates in encouraging both existing and new
businesses to make contributions. And finally, it is adjusting for
the new equality that the act created in serving up access to
foreign opportunities, without domestic penalties.
Regardless of one’s political leanings, we know that this new tax
law will have a significant impact on our economy and the stock
market, both in the short term and the long term. Thus far, the
stock market has responded favorably, but we must keep in mind
that none of this results in a prediction for stock market success
or a guarantee against a stock market downturn.
As you will see in the data provided in the most recent edition
of the Trend Tracker, the formulaic trending indicators we
monitor and calculate continue to look strong in January of
2018. For the time being, all of our equity focused strategies
remain fully invested according to their core criteria.
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As always, thank you for your confidence in us!

Mike Walters, CEO
P.S. The Government Shuts down - temporarily: Between the
time this was originally drafted and subsequently published, the
U.S. government experienced a “partial” shutdown. Fortunately, it
was not an extended shutdown and it didn’t appear to have much of
an impact on the market. I found it interesting to note that when oneparty controls both Congress and the White House government
shutdowns are somewhat unique (there have been 18 government
shutdowns since 1974, eight shutdowns during Ronald Reagan’s
Presidency alone, but the last single party controlled shutdown was
under President Jimmy Carter in 1979). �
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