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Our Job As Investors

Last week•I reviewed 10-cautionary signs in the market which suggested that upside opportunity
remains outweighed currently by shorter-term downside risk. While the market got a boost on
Wednesday following Trump's speech to the joint session of Congress, not much changed in
regards to the risk/reward equation. As I stated:

"IMPORTANTLY, I am temporarily holding off adding new equity positions to portfolios
currently until the risk/reward opportunity becomes a bit more favorable. With
portfolios nearly fully allocated at this juncture, my bigger concern is focused on
the numerator of the risk/reward equation."

That remained the case this past week. I reiterate this point to be clear that while I am currently
monitoring the risk in the market, such•DOES NOT mean I am "bearish" •and sitting in cash on
the sidelines.• However, given the action this past week, I did rebalance portfolios a little bit to
bring in some of the gains in larger equity-based holdings. With that said, a quick bit of history.
I have now been in the financial markets in some capacity since prior to the crash of 1987. Yes, I
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am that old. During that time I have watched investors repeat the same mistakes over and over
again. From exuberance to fear, buying high to selling low, chasing returns, and always
believing this time is different, only to once again be reminded it's not.• As the old saying
goes:

"The more things change, the more they remain the same."•

If you have been around the markets for any length of time, you can quickly spot the "pigeons at
the poker table."•These are the ones that continually rationalize why prices can only go higher,
why this time is different than the last, and only focus on the bullish supports. Trying to "draw to
an inside straight" is not impossible, it just leads to losses more often than not.• But therein
lies an important point. As investors, our job is NOT making the case for why markets will go
up. Read that again. Making the case for why markets will rise is a pointless endeavor because
we are already invested. If the markets rise, terrific. We all made money, and we are the better for
it. However, that is not our job.

Our job, is to analyze, understand, measure, and prepare for what will reduce the
value of our invested capital.•

Period. If we are to accumulate capital over the time-span that we have available, from today until
we reach retirement, the most important thing we can do to ensure our success is not
suffering a large loss of capital.• Therefore, our job as investors is actually quite simple:

Capital preservation
A rate of return sufficient to keep pace with the rate of inflation.
Expectations based on realistic objectives.• (The market does not compound at
8%, 6% or 4%)
Higher rates of return require an exponential increase in the underlying risk
profile.• This tends to not work out well.
You can replace lost capital ? but you can?t replace lost time.• Time is a
precious commodity that you cannot afford to waste.
Portfolios are time-frame specific.•If you have a 5-years to retirement but build a
portfolio with a 20-year time horizon (taking on more risk) the results will likely be
disastrous.

With forward returns likely to be lower and more volatile than what was witnessed in the 80-90?s,
the need for a more conservative approach•is rising. Controlling risk, reducing emotional
investment mistakes and limiting the destruction of investment capital will likely be the real
formula for investment success in the decade ahead. This brings up some very important
investment guidelines that I have learned over the last 30 years.

Investing is not a competition. There are no prizes for winning but there are
severe penalties for losing.
Emotions have no place in investing.You are generally better off doing the
opposite of what you ?feel? you should be doing.
The ONLY investments that you can ?buy and hold?•are those that provide an
income stream with a return of principal function.
Market valuations•(except at extremes) are very poor market timing devices.
Fundamentals and Economics•drive long-term investment decisions ? ?Greed
and Fear? drive short term trading. Knowing what type of investor you are
determines the basis of your strategy.
?Market timing? is impossible? managing exposure to risk is both logical and
possible.



Investment is about discipline and patience.•Lacking either one can be
destructive to your investment goals.
There is no value in daily media commentary? turn off the television and save
yourself the mental capital.
Investing is no different than gambling? both are ?guesses? about future
outcomes based on probabilities.• The winner is the one who knows when to
?fold? and when to go ?all in?.
No investment strategy works all the time.•The trick is knowing the difference
between a bad investment strategy and one that is temporarily out of favor.

As an investment manager, I am neither bullish or bearish. I simply view the world through the
lens of statistics and probabilities. My job is to manage the inherent risk to investment capital. If I
protect the investment capital in the short term ? the long term capital appreciation will take
of itself.

Looks A Lot Like 1999!

On Friday, I penned:

"The question that must be answered is just how much of the benefit from these
fiscal proposals have already been priced in perfection? What happens if tax
reform is less than anticipated? Or infrastructure spending is cut from $1 Trillion
to $500 billion? Or repatriation only brings back a fraction of the dollars
anticipated? Let?s zoom out for a second and look at the pre- and post-election
through the end of last year for clarity."
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"Oh, shoot!?.Sorry, that was 1999. •Here is last year."

It did surprise how similar the two patterns were to each other, with both of them getting nearly 9%
above their 200-day moving averages. But similarities in price actions alone do not
necessarily equate to problems for investors. Today, due to the impact of technology, online
investing, high-frequency trading, dark pools, hedge funds, etc., prices are more of a reflection of
short-term investor sentiment rather than a reflection of the long-term fundamental
investing.•With an average holding period of 6-months or less, a long-term fundamental case for
owning an investment does not have the "time frame" necessary for the analysis to mature.
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The problem with very short-term holding periods is the impact of "psychology" on investing
outcomes. This is why the discussion of the rise of "animal spirits" within the markets is currently an
interesting topic, given that such a rise in "exuberance" is often equated to the end, rather
than the beginning, of an investment cycle.

We see the same situation in the economic backdrop as well. If this market rally seems eerily
familiar, it?s because it is. If fact, the backdrop of the rally reminds me much of what was
happening in 1999. 1999

Fed was hiking rates as worries about inflationary pressures were present.
Economic growth was improving•
Interest and inflation were rising
Earnings were rising through the use of ?new metrics,? share buybacks and an M&A spree.
(Who can forget the market greats of Enron, Worldcom & Global Crossing)
Stock market was beginning to go parabolic as exuberance exploded in a ?can?t lose
market.?

If you were around then, you will remember. The charts below show a comparison of GDP,
Inflation, Interest Rates (10-year) and the S&P 500 between 1998-2002 (dashed lines) and•2014-
Present (solid lines).•The data is nominal and quarterly. While inflation rates and GDP growth are
substantially weaker than in 1998, the recent turn higher is similar to what we saw during that
previous period. Notice in 2000, there was a spike higher in GDP which got the bulls all
excited just before the recession took hold.
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The same is true for interest rates which rose about 1.5% between 1998 and 2000. Rates
then•resumed their long-term downtrend in conjunction with the onset of a recession.

 Of

course, as rates, inflation, and economic growth were rising by small amounts, investors
pushed•assets prices higher expecting the longest economic growth cycle on record
to•continue for another decade.

 It

didn?t. As pointed out this past week by my partner Michael Lebowitz, all of the underlying
fundamentals don't support valuations at current levels either. To wit:

"Given the declining trend of GDP and the correlation of earnings to GDP, it is fair to
deduce that GDP and earnings growth trends were healthier in the late 1990?s than
they are today. More specifically, the following table details key economic and
financial data comparing the two periods."
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"As shown, economic growth in the late 1990?s was more than double that of today,
and the expected trend for economic growth was also more encouraging than today.
Trailing three- five- and ten-year annual earnings growth rates contrast the current
stagnant economic growth versus the robust growth of the 90?s. Additionally, various
measures of debt have ballooned to levels that are constricting economic growth and
productivity. Historically low interest rates are reflective of the current state of economic
stagnation. The graph below charts price-to-earnings (CAPE) divided by the
secular GDP growth (ten-year average), allowing for a proper comparison of
valuations to fundamentals."

"The current ratio of CAPE to GDP growth of 19.77 has far surpassed the 1999
peak and all points back to at least 1950. At the current level, it is over three times
the average for the last 66 years.• Further, based on data going back to 1900, the only
time today?s ratio was eclipsed was in 1933. Due to the Great Depression, GDP at that
time for the preceding ten years was close to zero. So, despite a significantly deflated
P/E multiple, the ratio of CAPE to GDP was extreme. Looking forward, if we assume
a generous 3% GDP growth rate, CAPE needs to fall to 18.71 or 35% from current
levels to reach its long term average versus GDP growth."

The last chart gives a better comparison. I have combined interest rates, GDP, and inflation into a
single ?economic index? for both the 5-year period beginning in 1998 and 2014 to present. I then
recalibrated the 2014 index and market to 1998 levels.• This is where it gets interesting. If you
look at the chart you would quickly make the argument that we have 8-10 quarters ahead of us
before a problem occurs. However, because we are running at HALF of the previous rate,
there is substantially less room to fall before a recession sets in. In other words, in 1998, the
economy had to decline from a•7.5% growth rate to hit recessionary levels.•
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Considering we are at 2% today, the time to recession will be considerably shorter ? like 2-4
quarters kind of short. For the skeptics, here is the actual data graphed from 1997-2014. Stocks
entered the melt-up phase as the ?Bullish Mantra? changed from:

Lower rates and lower inflation is good for stocks

To:
Higher rates and higher inflation is good for stocks

The mantra of higher inflation and higher rates is good for stocks has once again returned
as stocks enter their ?melt-up? phase of the advance. As shown above, it wasn?t the case
then and it likely won?t be the case now.
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While there is much hope the new President, and his newly minted cabinet, will ?Make America
Great Again,? there can be a huge difference between expectations and reality. And, like in 1999,
there is just the simple realization that eventually excesses will mean revert. But like I said,
with only a 6-month holding periods, fundamentals "need not apply."• So, while I don't like
chart price comparisons in general, if•you take the sum of the economic and fundamental data
above and compare it to previously "overly exuberant" periods, you see this:

Note: S&P 500 has been indexed to 100 to compare price movement during the 1200 trading days
measured.•

Here is the point. As I discussed above, there is a tremendous amount of rationalization by
investors who have never lived through a bear market grasping at a fading number of
straws to support a bullish bias. However, it is NOT the "bullish bias" we need to support. We
are already invested. We need to be paying attention to what eventually causes the "bullish
bias" to end.•
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Market & Sector Analysis

Data Analysis Of The Market & Sectors For Traders

S&P 500 Tear Sheet

The "Tear Sheet" below is a "reference sheet" provide some historical context to markets, sectors,
etc. and looking for deviations from historical extremes. If you have any suggestions or additions
you would like to see, send me an email.
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Sector Analysis

Technology, Discretionary, Industrials, Staples, Utilities, Materials, Health Care, and
Financials continue to push highs. Energy continues to struggle after breaking its 50-dma
BUT did find support at the 200-dma last week.•
Notably, Utilities, Healthcare, and Staples just had the 50-dma cross back above the 200-
dma suggesting a much better buying opportunity on sector pullbacks in the future.• The
extreme deviation from the 200-dma in Discretionary, Technology, Industrials, Materials, and
Financials suggest more underperformance risk currently until that is corrected. Overbought
conditions exist unilaterally across the entire complex suggesting a higher risk/reward
opportunity currently until a correction occurs. Not adding any new exposure currently for
this reason.•

From the broader index positioning: Small Caps, REIT's, Mid Caps, and Dividend Stocks,
International, are all extremely extended above their longer-term moving averages
suggesting a higher degree of risk.  Like Utilities, Staples and Healthcare above, watch REIT's
where the 50-dma is just about to cross above the 200-dma which should provide for additional
support for the sector. Bonds had a rough week following the Presidential speech but are
continuing to struggle with current support. The overbought short-term condition in bonds has
now been reversed so look for a money flows INTO bonds in the next couple of weeks as
the market goes through a correctionary phase.•
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The table below shows thoughts on specific actions related to the current market
environment.•

(These are not recommendations or solicitations to take any action. This is for informational purposes only
related to market extremes and contrarian positioning within portfolios. Use at your own risk and peril.)

Portfolio Update: After•hedging our long-equity positions 12-weeks ago with deeply out-of-favor
sectors of the market (Bonds, REIT?s, Staples, Utilities, Health Care and Staples)•we did
rebalance some of our long-term CORE equity holdings back to original portfolio weightings
harvesting a bit of liquidity. The short-term bullish trend is still very positive which keeps us
allocated on the long-side of the market. HOWEVER, the technical setup required for an
increase in equity risk in portfolios currently is NOT FAVORABLE currently.  We continue
to•maintain very tight trailing stops as the mid to longer-term dynamics of the market continue to
remain very unfavorable as well. Rebalancing remains•strongly advised.

THE REAL 401k PLAN MANAGER
The Real 401k Plan Manager - A Conservative Strategy For Long-Term Investors
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There are 4-steps to allocation changes based on 25% reduction increments. As noted in the chart
above a 100% allocation level is equal to 60% stocks. I never advocate being 100% out of the
market as it is far too difficult to reverse course when the market changes from a negative to a
positive trend. Emotions keep us from taking the correct action.

Chasing Trump

As I noted three weeks ago, in•retrospect, I should have increased the 401k model allocation to
100% at the beginning of the year, the risk/reward setup for an incremental increase in
exposure simply has not been justifiable given the limitations that exist in 401k plans.•

However, that is an issue that will be rectified on a correction that reverses the overbought
condition in the market. Most likely, such a correction will wipe out the entirety of gains for
the year, so an effective reset, allowing for an increase to 100% allocations in 401k models,
will actually be afforded at a more optimal risk/reward setup.

A correction back to short-term supports around •2200-2250 on the S&P 500 would likely be a
"buyable" trading level. As noted in the chart above, the current extension above the moving
average will likely be corrected sooner rather than later.•Such a correction will relieve some of
the extreme overbought conditions that currently exist and allow for additional risk exposure in
portfolios if needed.

If we can get a correction that resolves the overbought, extended and excessively bullish
backdrop to the markets currently, I WILL increase the allocation model to 100%. •For now,
we will wait and let the markets tell us what it wants to do next.

If you need help after reading the alert; don?t hesitate to contact me.

Current 401-k Allocation Model

The 401k plan allocation plan below follows the K.I.S.S. principal. By keeping the allocation
extremely simplified it allows for better control of the allocation and a closer tracking to the
benchmark objective over time. (If you want to make it more complicated you can, however,
statistics show that simply adding more funds does not increase performance to any great degree.)
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401k Choice Matching List

The list below shows sample 401k plan funds for each major category. In reality, the majority of
funds all track their indices fairly closely. Therefore, if you don't see your exact fund listed, look for
a fund that is similar in nature.
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