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Bull Market Still Intact...For Now

This past Wednesday, on the Real Investment Hour, | spoke with Greg Morris about the technical
backdrop of the market. During that interview, he discussed that from a technical perspective the
bullish trend of the market is still in place, and despite fundamental underpinnings being stretched,

investors should remain allocated to the market. This is shown in the chart below.
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For now, portfolios remain allocated to the market currently. However, as | stated two weeks ago,
we did lift profits and rebalance current holdings. Furthermore, we are not adding any "new"
positions currently until some of the extreme overbought conditions are resolved.sThis is
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what the "technicals” dictate, at least for now. As noted in the chart above, the market is very
close to a short-term "sell signal,” lower part of the chart, from a very high level. Sell signals
instigated from high levels tend to lead to more substantive corrective actions over the short-term. |
have denoted the potential Fibonacci retracement levels which suggest a pullback levels of 2267,
2230, and 2193. To put this into "percent terms," such corrections would equate to a decline
of -4.7%, -6.2% ore-7.8%from Friday's close. To garner a 10% decline, stocks would currently
have to fall 237.8 points on the S&P 500 to 2140.20. «Given there is little technical support at that
level, the market would likely seek the next most viable support levels at the pre-election
lows of 2075 or a decline of -12.7%. Such a decline, of course, would not only wipe out the
entirety of the "Trump Bump,"” but would also "feel” much worse than it actually is given the
exceedingly long period of an extremely low volatility environment.sSpeaking of low volatility,
the market has now gone 108-trading days without a drop of 1% for both the Dow and the
S&P 500. This is the longest stretch since September of 1993 for the Dow and December of 1995
for the S&P 500. This is a pretty impressive feat given the rise in policy uncertainty since the
election, geopolitical tensions on the rise, and economic data remaining weak.
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In other words, there is a whole lot more downside risk than upside potential in the current
environment. This is particularly the case following the FOMC's decision on Wednesday to hike
rates further.
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An Unlikely Outcome

On Wednesday, as the Fed hiked rates for theesecond time in the last threeemonths, and a third time
since December of 2015, the Atlanta Federal Reserve released their latest GDP NowCast
which reduced estimates for first quarter growth to just 0.9% from nearly 3% in January.e
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Interestingly, following the Fed's announcement of a rate increase, stocks, bonds and gold all
surged. The reason | say "interestingly,” is that higher interest rates increasesborrowing costs which
slow economic growth and quells inflationary pressures.Therefore, since the primary argument
to support the second highest valuation levels in history is an economic and earnings
recovery story, higher rates slow both of those supports.«Of course, the wisdom of hiking
interest rates, thereby removing monetary accommodation, at the lowest average level of economic
growth on record is also questionable.
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Furthermore, there is also some doubt as to the veracity of the following justification from Ms.
Yellen regarding the policy change:

?The simple message is the economy is doing well. We have confidence in the
robustness of the economy and its resilience to shocks.? ? Janet Yellen, March 15,
2017.

First, | guess we have to quantify what we mean by the "economy is doing well." In 2016, the
economy grew at 1.60% which is well below the expected average of 2.0%. But more
importantly, take a look at the chart below of annual "real” economic growth rates.
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There are three things of importance to note:

1. The economy did well prior to the last two crisis as well. In 2000, the annual growth
rate was 4.09% and 1.78% in 2007. It was a "Goldilocks" economy.»

2. While there was a recession in 2001, the economy averaged a real return that year of 0.98%.

3. The current "real economy" is currently growing, as of 2016, at a rate lower than that prior
to the last two recessions and "crisis" in the market and only slightly above that of the
recession based 2001 average.»

At a 1.6% growth rate, there is very little wiggle room between Fed rate hikes and a negative
growth rate in the economy. The chart below adds the Fed Funds (effective rate) to the chart
above.
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Two important points:

1. As soon as the Fed has started hiking rates previously, economic growth began slowing.
2. While it is often stated the economy remained buoyant following rate hikes, it was ONLY a
function of the time for starting economic growth rates of 4.09% and 3.79% to fall

below ZERO.

The table and chart below show the historical time frames for the economy to fall into recession
following the start of a rate hiking campaign. At 1.6%, historically, the economy has found a

"crisis" withing 1-3 quarters.e
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IMPORTANTLY: The number of times the Fed has started a rate hiking campaign
and NOT pushed the economy into either a recession, crisis, or both equals
ZERO.

So, as to Ms. Yellen's second point of a resiliency to shocks, there is actually no historical evidence
of that being the case. The only question is what "shock"eeventually ignites the"gasoline" of
excessive complacency, exuberance and leverage into a "panic fueled" explosion of
liguidation. Unfortunately, | do not know the answer to the "what" or the "when" of when such will
occur. | am certain that it "will." But, if you need more evidence, heress this tidbit from Nautilus
Research's Tom Leveroni:

"Many are familiar with the Wall Street adage '3 Steps and a Stumble,' popularized by
Marty Zweig, for the tendency of stocks to sell off after the 3rd Fed rate hike in the
cycle. The S&P 500 has endured significantly below average results from 1 to 12
months after 3rd rate hikes in 11 events back to 1955. Six (more than half) of those
hikes occurred within a year of a major cyclical top for stocks (1955, 1965, 1968,
1973, 1980, 1999). The only exception was in 2004, when stocks rallied for another
three years before the Great Recession. Hikes are generally bad for stocks, somewhat
bad for the US dollar, and bullish for 10-year yields and commodities.Will rate hikes
derail stocks this time around? In a general sense, yes. Is there a deterministic formula
or trigger for precisely when? Probably not."
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Warning Signs

So...let's add this all up. The bullish trend is intact which keeps portfolios on the long-side of the
ledger for now. However, such does not mean one should become complacent and ignore the
rising number of warning signs. Valuations are stretched by most measures.While valuations
are not reliable "timing" indicators, they are useful in predicting forward rates of returns.
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surged just before the US election to a record high.
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Retail investors are suddenly rushing to buy. Following eight years of net outflows, they poured
nearly $80 billion into mutual funds and exchange-traded funds in the post-election rally. This year,
however, corporate insiders have been selling at the fastest pace in nearly 30 years.
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The technicals are showing vulnerability. From Monday through Thursday last week, the
number of stocks making 52-week lows surpassed new highs. It was the longest streak since
November 4 and was a sign of a toppy market, Rosenberg said. Also, the S&P 500 has traded as

much as 10% above its 200-day moving average.
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Investors are complacent, and it seems like the calm before the storm. The Chicago Board
Options Exchange volatility index, or VIX, remains unusually low. The S&P 500 has not swung
1% intraday for almost 60 days, the longest streak in at least 35 years.
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The Fed is raising rates. The rise in short-term yields could invert the yield curve before the Fed
Funds rate is at 3%. An inverted curve ? which reflects investors' expectations for slower future
growth ? is seen as a precursor of recession. Inflation is picking up. The core personal
consumption expenditures index is at a 30-month high. Though it is likely not sustainable, it is a

“classic late-game signpost.”
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The gap between economic growth and sentiment is large. The pace of policy change in
Washington could disappoint investors.

CFNAI - Diffusion Index vs Consumer Confidence 3 REAL INVESTIENT ADVICE
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Households have over-ownership. Their exposure to the stock market is 42% above the norm.

Quarterly Data 1951-12-31 to 2016-12-31
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Credit markets are frothy. The compensation investors demand for choosing risky US high-yield
bonds over risk-free assets ? the risk premium ? is widening.
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Like gasoline, all of these warnings are "inert" and, other than smelling really bad, are harmless.
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Well, that is until your cousin "Randy" shows up and decides to have a quick smoke.

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.

S&P 500 Fundamental Analysis

Item
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P/E Ratio

P/S Ratio
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2047 13.12%
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1Year
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34.66%
24.65%
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Momentum Analysis
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S&P 500 Market Cap Analysis
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Sector Analysis

Despite the rout in interest rate sensitive sectors of the market last week, the sector rotation
continues currently with only a couple of exceptions.
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Technology and Discretionary picked up steam last week moving from weakening back into
leading for the moment. Industrials, Materials, Financials, Small and Mid-Cap stocks continued
to weaken in terms of relative performance. Energy continued to struggle after breaking its 50-dma
and is now flirting with breaking its 200-dma. The big risk right now is a failure of oil prices (West
Texas Intermediate Crude) to hold $48/bbl. A failure at that level will likely bring a lot more selling
into the commodity putting further downward pressure on the energy sector.

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. We will be looking to add to
our current holdings on such an opportunity.e
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Emerging Markets, International, and Dividend Yield Stocks are again very overbought. The
bull trend is still intact but some profit taking and rebalancing is advised. As noted Small-Cap and
Mid-Cap stocks are testing their 50-dma’s. Neither are oversold currently, so watch for further
deterioration. Bonds and REIT's got oversold last week and performance improved this past week.
If the broad markets run into trouble look for a continued rotation in the "safety trade."e
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Overbought conditions exist almost unilaterally across the entire complex suggesting a higher
risk/reward conditionscurrently until a correction occurs.Due to this condition, we did rebalance
portfolio weightings three weeks ago to raise some cash. As noted, we are not adding any
new equity exposure currently for this reason. We are, however, actively buying individual
bonds for portfolios. 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.)

’ REAL INVESTMENT ADVICE
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2 v
50/200 ANEEIF
DMA Trend Action E - E & E
Ay OB Positive  Positive  Take Profits X Extreme Overbought/Weakening
XLK OB Positive  Positive  Take Profits X Extreme Overbought/Weakening
XL Declining Positive  Positive  Take Profits X Extreme Overbought/Weakening
XLB Declining  Positive  Positive  Take Profits X Overbought/Weakening
XLE as Positive  Positive Warning X Broke 50-dma
XLP OB Positive  Positive  Take Profits X Overbought/Improving
v OB Positive  Positive  Take Profits X Overbought/Improving
XLU Declining  Positive  Positive  Take Profits X Overbought/Improving
XLF OB Positive  Positive  Take Profits X Overbought/Weakening
SSML 05 Positive  Positive  Take Profits X Weakening/Broke 50-dma
EEM Declining Positive  Positive  Take Profits X Dollar / Rate Risks
EFA OB Positive  Positive Hald <= Hold / Overbought
GLD Declining MNegative MNegative Sell X | Broke 50-dma/Target 5120 Reached
DV Declining  Positive  Positive Hald <= Dollar/Rate Risks
MDY Declining Positive  Positive Hold <= Hold
SDY Declining  Positive  Positive Hald <= Hold
TLT as Megative MNegative Hold Added To Portfolio - Hedge
VNQ 05 Positive  Warning Alert Oversold / Evaluating

|LEGEND: X =THIS WEEK == PREVIOUS DECLINING ==PREVIOUS IMPROVING |

Portfolio Update: Afterehedging our long-equity positions 13-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
toemaintain very tight trailing stops as the mid to longer-term dynamics of the market continue to
remain very unfavorable as well. Rebalancing remainsestrongly advised.

THE REAL 401k PLAN MANAGER


https://realinvestmentadvice.com/wp-content/uploads/2017/03/Portfolio-Recommendations-031017.png

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. | 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.

Bull To Bear Market
Bonds

BearTo Bull Market

Fed Hikes Rates, No What?

As | have been writing over the last few weeks, the 401k model needs to be adjusted up to 100%
equity allocation. We still have a couple of the seasonally strong months of the year left ahead of
us, and as noted above, the bullish trend remains intact.

Given the current consolidation in the market over the last couple of weeks, and the current
risk/reward setup as noted above, the incremental increase in exposure simply has not been
justifiable given the limitations that exist in 401k plans. However, we may be nearing an opportunity
to get the allocation realigned with the underlying signals soon and was something | noted last
week:

"The current correction, if it continues, may give me the opportunity to get the model
realigned with the underlying signals. Such an increase will require a correction back to
moving average support around 2250-2300."

As noted in the chart above, the current extension above the moving average must be
corrected to justify an increase in equity risk currently.e

I did note last week the run-up in interest rates HAD put bonds into a favorable position to
add exposure in portfolios.sThis suggestion remains this week as well that if you are underweight
the currently targeted allocation weight in bonds, exposure can be increased back to target levels.

If the current correction continues and resolves the overbought, extended and excessively
bullish backdrop, | 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


https://realinvestmentadvice.com/wp-content/uploads/2016/04/401k-PlanManager-AllocationShift.png
mailto:lance@realinvestmentadvice.com

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.)

Target Portfolio Weighting

Current 401k Allocation Model

Cash + All Future Contributions

Primary concern is the protection of investment capital
Examples: Stable Value, Money Market, Retirement Reserves

<111 - IFixed Income (Bonds)

Bond Funds reflect the direction of interest rates

25% Intermediate Duration Bonds

10% International Bonds

0% High Yield

| | Equity (Stocks)

Select ONE fund from each category - Keep It Simple.
15% Equity Income/Balanced/Conservative Growth
25% Large Cap Growth (S&P 500 Index)

2% Mid-Cap Growth

0% International Large Cap Value
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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.

Common 401K Plan Holdings By Class

Cash Stable Value Equity
Money Market Large Cap Vanguard Total Stock Market
Retirement Savings Trust Vanguard S&P 500 Index
Fidelity MIP Fund Vanguard Capital Opportunities
G-Fund Vanguard PrimeCap
Short Term Bond Vanguard Growth Index
Fidelity Magellan
Fixed Income  Pimco Total Retum Fidelity Large Cap Growth
Pimco Real Retum Fidelity Blue Chip
Pimco Investment Grade Bond Fidelity Capital Appreciation
Vanguard Intermediate Bond Dodge & Cox Stock
Vanguard Total Bond Market Hartford Capital Appreciation
Babson Bond Fund Amerncan Funds AMCAP
Lord Abbett Income Amencan Funds Growth Fund Of America
Fidelity Gorporate Bond Oakmark Growth Fund
Westem Asset Morigage Backed Bond C-Fund (Common Assets)
Blackrock Total Refum ALL TARGET DATE FUNDS 2020 or Later
Blackrock [ntermediate Bond
Amencan Funds Bond Fund Of America Balanced Funds  Vanguard Balanced Index
Dodge & Cox Income Fund Vanguard Wellington Fund
Doubleline Total Retum Vanguard Windsor Fund
F-Fund Vanguard Asset Allocation
Fidelity Balanced Fund
International ~ American Funds Capital World G&/ Fidelity Equity Income
Vanguard Total Intemational Index Fidelity Growth & Income
Blackrock Global Allocation Fund American Funds Balanced
Fidelity [ntemational Growth Fund Amenican Funds [ncome Fund
Dodge & Cox Infemational ALL TARGET DATE FUNDS 2020 or Sooner
Invesco Infemational Core Equity
Goldman Sachs Intemational Growth Opp. Small/Mid Cap Vanguard Mid Cap Growth
Fidelity Mid Cap Growth
The above represents a selection of some of the most Artisan Mid Cap
common funds found in 401k plans. Ifyou do not see your Goldman Sachs Growth Opportunities
SPECIFIC fund listed simply choose one that closely resembles Harbor Mid Gap Growth
the examples herein. All funds perform relatively similarly Goldman Sachs Small/ifid Cap Opp.
within their respective fund classes. Fidelity ,LDW Price Stock Fund
Columbia Acom US
Federated Kaufman Small Cap
Invesco Small Cap
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