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going to offer a subscription-based service starting in the next few weeks in addition to
our free site you currently enjoy. If you are interested in getting pre-launch
information and "Founder Member" pricing,simply email us and we will put you on
our notification list.e
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Review & Update

Last week,*we discussed the record-setting year of the market. Not only did the markets tie the
most number of up years for any bull market in history, it also hit records for the longest streak
without a 3% correction, lowest volatility, record margin debt and more. The exuberance that
surrounded the markets going into the end of the year, as fund managers ramped up allocations for
end of the year reporting, spilled over into the start of 2018 with the S&P hitting new record highs.
Of course, this is just a continuation of the "stair-step" advance that has been ongoing since the
Trump election. The difference this time is the extreme push into 3-standard deviation
territory above the 50-dma that is concerning.
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But it isn't just the 3-standard deviation above the 50-dma that is concerning, but rather the 3-

standard deviation extension above the 50-MONTH moving average as shown below.
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That extension, combined with extreme overbought conditions multiple levels, has historically not
been met with the most optimistic of outcomes. Importantly, such extensions have NEVER been
resolved by a market that moved sideways.But, as | will discuss next, "exuberance" of this type
is not uncommon during a market "melt-up” phase. As | noted last week, we did add some
defensive positions to our portfolio allocations while we still retain a fully allocated long-position as
well. These defensive "shock absorbers" are simply in place to reduce a volatility shock
when, not if, one occurs.e

https://realinvestmentadvice.com/technically-speaking-revisiting-bob-farrells-10-rules/

Exuberance Everywhere

As prices rise, investors become more exuberant. The longer prices rise, without a correction, the
more exuberant and confident investors become. The longer prices rise, without a correction
and with very low price volatility, the more exuberant, confident and complacent investors
become. The problem is that when investors are overly confident, exuberant and complacent, they
unwittingly take on excessive amounts of investment risk without realizing the inherent danger. In
other words, "investing mistakes" are covered up by steadily rising prices, but will be
immediately exposed when prices reverse. Currently, with markets ratcheting up to new
milestone marks on a continually faster pace, it is not surprising that as we turn the page into a
New Year, investor sentiment has blown out to the upside. Individual bullishness, as measured by
AAll, is now at the highest levels on record with a massive surge over the last two weeks.
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Professional investors, as measured by INVI, is also at a record.
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Even our composite fear/greed index which is a combination of AAll, INVI, MarketVane and the VIX
is now also registering extreme greed on a rolling 4-week basis.
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And, as | showed last week, not only is everyone now "all in," they are doing so with record
leverage.
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And, as Dana Lyons noted last week:

"It should be no surprise that this Rydex Bull:Bear asset ratio has risen to an extreme.
However, the level to which it has risen in recent days is truly off the charts when
compared with historical readings. As the following chart shows, up until 2014, the
ratio generally ranged from about 1:1 to 5:1. In other words, when bullish assets
hit 5 times the level of bearish assets, it could reasonably be considered an
extreme. Near the market top in 2015, the ratio rose to a then-record (for the period
shown, at least) 13.6:1. In the ensuing correction, the ratio dropped back under 2:1
briefly near the market lows in February 2016. Since then, the ratio has steadily climbed
back up, reaching close to those 2015 highs on several occasions last year. So, one
could certainly have argued that sentiment was back to bullish extremes on those
occasions. However, readings in recent days should leave no doubt that short-term
sentiment has gotten a bit frothy. That?s because the ratio has jumped to previously
uncharted levels near 20:1."

Rydex Bullish:Bearish Assets Ratio Jumps Off The Charts
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"Here is the ratio versus the S&P 500."

Guggenheim (Rydex) Bullish:Bearish Assets Ratio Jumps Off The Charts
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While the levels of exuberance are quite astonishing, it certainly isn't surprising. This is what has
been witnessed during previous market "melt-ups"” throughout history. Jeremy Grantham of GMO
recently wrote an excellent piece on market "melt-ups" and potential outcomes. To wit:

?As a historian of the great equity bubbles, | also recognize that we are currently
showing signs of entering the blow-off or melt-up phase of this very long bull market.«
When most have talking heads yammering aboutesAmazon, Tencent and bitcoin
and not Patriot replays -- just as late 1999 featured the latest in Pets.com -- we are
probably down to the last few months. Good luck. We?ll all need some. The
classic examples are not just characterized by higher-than-average prices.Price
alone seems to me now to be by no means a sufficient sign of an impending bubble
break.Among other factors, indicators of extremes of euphoria seem much more
important than price. Let?s look at what is missing in the way of psychological
and technical signs of a late-stage bubble and what is beginning to fall into place.s
On the topic of classic bubbles, | have long shown Exhibits 1 and 2. They recognize the
importance of a true psychological event of momentum increasing to a frenzy.That is to
say, acceleration of price.eThe average time of the final bubble phase of the great
equity bubbles shown in Exhibit 1 is just under 3.5 years, with the average
upcycle of real acceleration just 21 months. And the two smaller equity bubbles had
gains of 65% and 58%."

Exhibit 1: Modern Classics of the Bubble World
1929 S&P 500 Bubble 1989 Japanese Equity Bubble
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Source: Robert Shiller, Compustat, Worldscope, S&P, National Association of Realtors, GMO
See "Bubbles for Fama,” Greenwood, Shleifer, and Yu, to understand why acceleration is important. The equity bubbles
depicted are only looking at price action over the period of interest; the housing bubble is looking at price-to-income ratios.
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"They also show an interesting symmetry, don?t you think?<Rising and falling at
about the same rate, as did the real McCoy ? the South Sea Bubble shown in Exhibit 2
? before them."

Exhibit 2: Now That’s Acceleration!

South Sea Stock Bubble
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Source: Marc Faber, Editor and Publisher of “The Gloom, Boom & Doom Report.”
(December 1718 — December 1721)

"Yes, there is a real danger of being late. And in general, average market declines are
considerably faster than average advances. But historically, when dealing with real
bubbles, being late has not been materially different in time and pain than being too
early, as you can see.¥alue managers are historically painfully too early over and
over again, as | know better than most. Recently an academic paper titled ?Bubbles
for Fama? concluded that in the US and almost all global markets,the strongest
indicator ? stronger than pure pricing or value ? was indeed price acceleration.
*(This is perhaps the third time | have agreed with mainstream economists in the last 50
years. | have a firm principle of generously quoting them when they agree with me.)"

Exhibit 3: What Things Look Like Today
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"Exhibit 3 shows what the market looks like today.Until very recently it could
justifiably be described as clawing its way steadily higher.sBut just recently, say the
last six months, we have been showing a modest acceleration,sthe base camp,
perhaps, for a final possible assault on the peak."

Exhibit 4: What it Would Take to Make the S&P 500 a Classic Bubble
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Source: S&P Dow Jones Indices LLC, GMO

"Exhibit 4 representseur quick effort at showing what level of acceleration it might
take to make 2018 (and possibly 2019) look like a classic bubble.A range of 9 to 18
months from today and a price rise to around 3,400 to 3,700 on the S&P 500 would
show the same 60% gain over 21 months as the least of the other classic bubble

events."

*e *¢ * Grantham is certainly very correct in his analysis. However, as an investoi, certainly
WOULD NOT complacently accept the notion that a rise to 3400-3700 is set in stone. Nor
would | be overly confident this bull market has another 18-24 months in it. It could. But these are
"possibilities” not "probabilities."sThere are many factors from economic, monetary,
geopolitical, and financial which have ignited each bubble, and bust, period throughout history.
However, each bubble had in common the same extreme levels of confidence, exuberance,

valuation and price extension that we see today. And they all ended the same, as well.
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Again, our portfolios remain on the long-side for now. However, as | will discuss below, we
are also starting to add hedges and looking for additional opportunities to de-risk portfolios
as prices continue their exuberant press higher. Have a great weekend.

Market & Sector Analysis

Data Analysis Of The Market & Sectors For Traders

S&P 500 Tear Sheet

Will return next week.

Performance Analysis

Will return next week.

ETF Model Relative Performance Analysis

RELATIVE Current Mode! Position Price Changes Relative to Index
FERFURMANCE [Ticker  ETFNAME Price | 1Week | 4Week | 12Weeks | 24 Weeks | 52Weeks

SHORT ~ LONG ~ %DEV-  %DEV. Buy/Sel
WWA~ WMA  ShotMIA LongMA  Signal

BENCHMARK W  ISHARS-SP5N0 my W W 13 N ne By BIEEE o u
XLB SPORMATLS SELS | 6286 | 144 217 (04 298 376 CAUNRE ) 620% 1145 A
XLE  [SPOREGYSELS | 7497 | 134 5 27 4y SUEEE 603 69 RAESSEES B | ]
-l 0 XLF SPORFINLSELS | 2841 | (062) (158) 144 378 027 6 BA 4% PR BUY g
< 4 XU (SPORMNDUSELS | T&2 | 07 082 04 208 251 CUR] G 104 ENANES
U E XLK SPORTECHSELS | 6630 | 126 124 130 439 1379 A B4 40 BTN BY | -
- m P [SPORCONSSTPL | 583 (240) (296 (14  (1119) [N LY: TN T U Z
B @ XU [SPORATILSELS | 51 (43 (249 (1445 (1530 EETCIRETIANEAN o I ﬁ
XV [SPORHLTHCR | 825 | 0. (031) RS A we 3% BEEE A | ()
< LY (SPORCONSDISCR | 10178 | 072 = 165 429 091 LB wr  un LRGN ay |
= MGK  |VANGDMGCAPGR | 14488 | 087 082 o0& 060 820 | 195 160 4%% O BlY <
SIZE m
LR [ISHARSSPSCOD | 786 | (104 (089) (KU (742) RV 761% A
W Equal WeightMarket RSP |GUGGSPSEQETF | 1034 | (037 (039) (045)  (14) DUEEDNY 66 %0 4u% SEHE Bl 1
E Dividend VG (VANGDDIVAPPRC | 10402 020) © 108 04 0 noe %4 L% PR AW ]6
0 Realfstate  |WQ  |VPERSRET | 0105 65 (U7 (400  [426) a3 [IERRA
¥ tematona DV [SHARSANTLSD | 3468 | o022 046 [NEAREUESEEN| W& B 1% e Bl (-j
VANGDFTSEEM | 4718 | th¢ 582 (135 157 9% uy o R By | M
Intermediate Duration (TLT  [ISHARS.0YTB | 12571 |ERBE )l (LD LR 1569 15470 00f% 0% BY
- International ~ [BNDX  (VANGDTTLINTB | 530 [ ORI EDE DR GEHE T HE] % MR BUY
I.I. High Yield HYG  |ISHARSIBXHYCR | 8197 m (220)  (A69) (1163)  (1957) CILGIRETINKVL) SELL

Cash BV VANGDSHTTRMB 791



https://realinvestmentadvice.com/wp-content/uploads/2018/01/ETF-Rotation-Performance-010618.png

Sector & Market Analysis:

As discussed above, the current market advance both looks, and feels, like the last leg of a
market®melt up?eas we previously witnessed at the end of 1999.How long it can last is
anyone?s guess.However, importantly, it should be remembered that all good things do
come to an end. Sometimes, those endings can be veryeisastrous to long-term investing
objectives.This is why focusing on®risk controls?ein the short-term, and avoiding subsequent major
draw-downs, the long-term returns tend to take care of themselves. For now...the bulls remain
clearly in control...and they are charging.
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Every Sector Except Utilities -were in full-fledged party mode over the last week as the chase for
new-year positioning took hold. The massive overbought conditions in discretionary, staples,
materials and industrials need to be trimmed off. Financials and Health Care are extremely
overbought as well. Look to rebalance risk next week on any showing of weakness.

Energy - as | noted in December, the positive backdrop developed in the energy sector on a
technical basis. We added one-half of a tactical trading position to portfolios last month
which has paid off well. However, that trade has gotten way over-extended so look to take
profits on any weakness. We are moving up our stop-loss levels as well.

Utilities,swe remain long the sector for now and added some weight to the sector as a hedge
against a risk-off rotation. With the sector very oversold, look for a risk-off rotation before months
end to see a pick-up in the sector.
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Small and Mid-Cap stocksecontinued their post-tax reform rally. Trends are positive which keeps
allocations in the markets but the extreme overbought conditions make adding exposure here
riskier. Look for weakness to take profits and rebalance weights in portfolios. Emerging Markets
and International Stockskhad shown some weakness temporarily heading into the end of the year.
However, that was quickly reversed this past week as both surged higher. We remain long these
markets for now but have moved up stops accordingly. Hold positions for now and look to
rebalance on any weakness.

Gold«? Gold had failed to hold above the 50-dma and sharply violated the 200-dma a couple of
weeks as bullishness over the market erased concerns of the need for safety. Interestingly, despite
the complete lack of¢fear"sin the market, gold surged higher over the last couple of weeks which
kept the 50-dma crossing back below the 200-dma. With Gold once again extremely
overbought, the surge higher, and technical improvement, has now put it back on our watch
list for an addition to the portfolio.sS&P Equal Weight & Dividend Stockse- As noted previously,
both of these positions have simply gone parabolic as money is chasing yield currently. We have
moved up stops and are looking to take profits and rebalance accordingly. Bonds and REIT?s -
With"tax reform"ebeing passed by the Senate, rates finally ticked up which punished bonds and
REIT's in the short-term. We remain long these sectors and did add to them recently on
weakness as a hedge against a "risk off" rotation.

Sector Recommendations:

The table below shows thoughts on specific actions related to the current market
environment.e

(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.)
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Portfolio Update: Also, as noted above, and previously, we have now added hedges to our
portfolios given the recent surge in the markets. We accomplished the following last Friday:

¢ Rebalance to target portfolio weights all "overweight" positionse

e Add exposure to bonds, utilities and REIT's bringing allocations up to portfolio weight or
slightly overweight.

e Add a tactical trade of a short S&P 500 position to hedge risk.e

e Move up stops on all positions to current support levels.s

As noted, we added 1/2 of a tactical trading position in Energy four weeks agoeafter an
improvement in performance and recent bullish change in the technical underpinnings. We remain
invested but are becoming highly concerned about the underlying risk. Our main goal
remains capital preservation.s

THE REAL 401k PLAN MANAGER

The Real 401k Plan Manager - A Conservative Strategy For Long-Term Investors

Risk Management Analysis ﬂ REAL INVESTMENT ADVICE
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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
%

Bear To Bull Market

This Is Nuttier

At the beginning of December, | penned a blog entitled "This Is Nuts,"sin which | noted the extreme
levels of exuberance that was invading the markets at that time. Well, as noted above in the main
body of this missive, it has gotten even "Nuttier." However, the bullish backdrop remains intact but
extensions are getting way out of hand here. While portfolioallocations remain at target levels,
for now,the time for complacency is now gone.el have added a couple of notations to the 401k plan
manager graph above. The markets have now pierced the top of the long-term bullish trend
channel, which only happens either at the peaks or troughs of a market trend. Secondly, as noted
by the arrows, with the markets extremely overbought and extended,erisk outweighs reward
at this juncture.slmportantly, note the orange horizontal lines | have added in the two bottom
buy/sell signal indicators. The market has never been this overbought since | began tracking
our model in 2006. (Just for the record, it hasn't been this overbought since the turn of the century
when | began running this model in the newsletter.) Given the inability to hedge 401k-plans, |
continue torecommendedsebalancing risks in portfolios by trimming overweight equity
exposure and adding to fixed income exposure.«All NEW contributions to plans should
currently be adjusted to cash or cash equivalents like a stable value fund, short-duration bond fund
or retirement reserves. We will use these funds opportunistically to add to weightings when
corrections occur. 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. principle. 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.)

Current 401k Allocation Model

111K/ Cash + All Future Contributions

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

Current Portfolio Weighting

10 | Fixed Income (Bonds)
Bond Funds reflect the direction of interest rafes
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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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