
 

 

January 11, 2018 

Predictions are tough to make, especially about the future. 

--Attributed variously to Yogi Berra, the Danish quantum physicist Niels Bohr, or an Old Danish proverb. 

Dear Fellow Investor: 

Happy New Year from all of us at Weybosset Research & Management! 

2017 was, for investors, a decidedly Happy Old Year as broad market averages vaulted from record high 

to record high.  The Standard & Poor’s 500 average returned 19.42% for the year (21.83% with 

reinvested dividends).  We, of course, are heavily invested in common stocks, “productive assets”, as 

Warren Buffett aptly puts it (see my last letter).   Certain emerging market averages did even better than 

the U.S., though they remain below record levels achieved in 2007 and 2011. For at least the last five or 

ten years, you’ve been better off in U.S. stocks.  

The accounts for which we at Weybosset Research & Management LLC are responsible maintained the 

relative performance position they held throughout the year, equal to or better than the averages, with 

only a handful of exceptions for idiosyncratic reasons.  We note, with satisfaction, that we achieved our 

results in 2017 without owning any of the market-leading mega-cap technology companies, the so-

called FAANG (Facebook, Amazon, Apple, Netflix, Google) stocks.  Our companies are much less sexy, 

much less widely-owned, much less expensive.  But our companies are in no way outclassed by 

management or operations by management or operations at the more glamorous names.  This is the 

real secret of our success. 

But what about 2018 and beyond?  Here I defer to, depending on your preference, Yogi Berra (better 

than I at the English language), Niels Bohr (far smarter than I) or the Old Danish proverb (no opinion):  

predictions, especially about market behavior, are tough to make.  With that caveat in mind, I venture a 

few observations. 

A full-scale bear market in stocks is probably not on the horizon.   Bear markets, prolonged declines in 

share prices, usually defined as down 20% or more (as opposed to periodic “corrections” of lesser 

magnitude or intensifying volatility—see below) rarely take place absent an economic recession.   The 

U.S. economy is growing at its fastest pace in many years with no signs of fatigue.  After a long period of 

jobless recovery, the unemployment rate is the lowest since the early 2000s.  Indeed, many businesses 

complain of difficulty finding workers even for low-skilled jobs.  Surveys of consumer and business 

confidence, especially small-business confidence, remain at elevated levels.  The same is true abroad.  A 

study by Strategas Research Partners of countries representing about 80% of global GDP reveals growth, 

in many cases accelerating growth, all the way around the world.   



According to classical economic theory, rising economic activity coupled with full employment should 

lead to rising inflation.  (And let’s not forget the extraordinary enlargement of the supply of money 

thanks to nearly a decade of extraordinarily accommodative monetary policy!)  To keep inflation under 

control, typically central banks begin raising interest rates, which in turn throttles economic activity, 

which in turn leads to recession.   But inflation has remained remarkably tame globally, at least in 

advanced economies, rarely topping the 2% mark since 2008.  There are signs that pressure is building, 

but any meaningful outbreak in inflation is somewhere off in the distant future. 

As a businessman, I, in all humility, would pose a question to the venerable classical economist 

regarding his or her prediction of rising inflation:  have you tried raising your prices in this environment?  

Remember Jeff Bezos’s mantra: “Your profit margin is my opportunity.”   There are millions, maybe tens 

of millions, of Jeff Bezos wannabes out there fervently hoping that somewhere someone will raise prices 

and create an opportunity for “the next” Amazon.com.  Competition, global in nature, could very well 

keep a lid on inflation (it has so far), the need for central banks to raise rates to combat inflation and the 

likelihood of recession, at least as it comes about according to classic theory. 

There is always the threat of an exogenous shock:  Kim Jong Un pushes the button on his desk, Trump 

pushes his “much bigger button” and we all go up in smoke; things spin out of control in the Middle East 

and bloody conflict spreads; Russia invades _________; computer hackers attack the infrastructure and 

transport us back to the Dark Ages; et cetera.  But these sorts of things are by their very nature 

impossible to handicap, even more so their effects on any particular investment.  The best protection 

against something going bang in the night is certainty that you, the investor, maintain liquidity adequate 

to weather an unforeseen period of chaos (see my last letter). 

Unreasonable to believe the very low level of market volatility we saw in 2017 will continue.   2017 was 

one of the least volatile years in stock market history.  Indeed, it was the only year in which the market 

went up every single month.  The biggest drawdown was less than 3%.  It would be nice and 

comfortable, but unlikely that this kind of polite behavior will persist in as unruly a venue as the global 

financial markets.  High levels of leverage, the withdrawal of certain institutional middlemen that 

historically acted as buffers on volatility, the sheer size of markets and the perennial herding instincts of 

market participants have not gone away and are bound to reassert themselves with jarring effect at 

some point.  Don’t be surprised if price action gets a little crazy out there. 

Valuation.  This is the subject to which value investors such as yours truly pay particular attention, and 

there is no question that valuations, viewed historically, are stretched—not as high or nutty as, say, at 

the end of the .com bubble in 1999 or at the prelude to the Great Depression in 1929, but stretched.  

You must go back to the late 1950s or 1960s to find persistent valuations as high as we now have.  But 

wait!  The 1950s and 60s were periods of low inflation, low interest rates and economic growth-- much 

like today.  Maybe today’s valuations are not as historically anomalous as they appear. 

And valuations do not exist in a vacuum.  The value of any asset—a stock, a bond, a farm, an apartment 

building, a business—is a function of all its future cash flows discounted at an appropriate rate back to 

the present.  (Another way of saying a dollar today is more valuable than a dollar tomorrow, and much 



more valuable than a dollar in ten years.)  The lower the discount rate, the higher the present value.  

Selection of an appropriate discount rate is a matter of debate, but interest rates across the board are 

very low and it is difficult to see what might send them meaningfully higher, i.e., high enough to 

threaten markets at current valuations.  For instance, the 10-year Treasury note, often the benchmark 

for such calculations, is currently at 2.5%.  That’s equivalent to a PE ratio of 40 on the S&P 500; at the 

end of 2017 the forward PE ratio on the S&P 500 was a little more than 18.  That leaves lots of room to 

be wrong on valuation. 

Now, I am not about to argue that the “right” PE on the S&P 500 is 40 (or 30 or 25), much less invest 

your hard-earned money or mine under that assumption.  Way too risky!  Fortunately, I don’t have to 

make such an assumption.  That’s because, while the market in general may be on the high side, there 

are plenty of situations, individual situations, where valuations are quite reasonable, cheap even.  

 When I was younger, a few inches taller and had dark hair, I worked for a New York investment bank, 

Kidder, Peabody & Co.  There we applied a few valuation heuristics, a few rules of thumb, to stock 

investing:  you pay 10, 11, 12 times earnings for a financial company, 14, 15, 16 times earnings for an 

industrial company, and maybe 18 or 19 for an exciting growth story, but never more than 20.  

Surprisingly those same heuristics work just fine in today’s market, despite high prices on average.  (And 

we’re not looking for the average investment!)  The difference is that when I worked at Kidder, interest 

rates— discount rates—were 8%, 9%, 10%, many times higher than today.  We don’t have to make “this 

time it’s different” assumptions to justify an investment.  In fact, “this time” is about the same as any 

other time in my career.  (The latter, incidentally, is a huge advantage of our “bottoms up” approach to 

investing.  We focus on the individual businesses we own, their profitability and prospects, not 

rumination about what may or may not transpire in the wider world.) 

Finally, on the topic of valuation, there is the matter of recent tax reform.  Lower corporate tax rates will 

affect different businesses in different industries in very different ways, but the fact that U.S. businesses 

are now to be taxed at rates more in line with the rest of the developed world at a minimum cannot be 

regarded as negative.  That your Uncle is no longer taking 36% of your profits but now only 21% leaves 

much more for you, the lowly owner.  Management at several of our companies express nothing less 

than delight at the prospect of lower taxes.  The benefit of the new tax rates directly effects corporate 

profitability, the “E” of the PE ratio.  “E” could be considerably higher than anticipated, and current 

valuations lower than they look. 

Market sentiment has improved—but not too much.   One of the main drivers of our optimism on equity 

prices basically since 2008 has been the near-universal revulsion of investors to equities.  This is entirely 

understandable (but not rational) given the traumas of the bear markets of the 2000s.  However, 

revulsion is emphatically NOT symptomatic of a market top.  Elation is.   

Said revulsion is not just expressed by what we hear in conversations or meet in the media, but by what 

institutions and individuals do with their money:  Since 2008 there has been a cumulative withdrawal of 

more than a trillion dollars from domestic equity mutual funds (offset to a degree by additions to 

exchange traded funds), and the addition of nearly $1.8 trillion to bond funds, even though bond returns 



have long been too low to achieve almost any long-term investment goal.  Throughout this period U.S. 

stock prices have more than quadrupled.   

With the market at all-time highs, stocks are getting a little more respect these days.  And speculation, a 

warning sign of market tops, is beginning to creep in, though so far not in stocks, rather in 

cryptocurrencies such as Bitcoin.  (Warren Buffett’s comments on “nonproductive assets”, which I 

quoted for you in my last letter, are entirely applicable to the Bitcoin phenomenon.)  But we are a long 

way from a situation in which folks at cocktail parties brag about their .com stocks or shoeshine boys are 

doling out stock tips.  Nevertheless, we’re keeping a close eye on the situation. 

So, 2017 was a good year for us. (I hope you agree.)  The circumstances which made for that good year 

remain in place making us cautiously optimistic about the future.    

Please do not hesitate to get in touch with us—by phone, in person, email or message-in-a-bottle—with 

any and all questions, comments or concerns you may have.   

We’d love to hear from you, 

 

Fla Lewis III 

Principal 

 

 

 


