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Market Takes A Tumble

Last week, | discussed the continuation of the "market melt-up." To wit:e

"Since the beginning of the year, the acceleration in the markets has continued
unabated. As | showed yesterday, the acceleration in the S&P 500 has now gone

parabolic.”
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"Never before in recent history has the market been this overbought and extended from
longer-term averages which suggests that a correction that reduces such
conditions is highly likely in the near-term."
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Well, this past week, the market tripped "over its own feet" after prices had created a massive
extension above the 50-dma as shown below.*As | have previously warned, since that
extension was so large, a correction just back to the moving average at this point will

require nearly a -6% decline.»
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| have also repeatedly written over the last year:

"The problem is that it has been so long since investors have even seen a 2-3%
correction, a correction of 5%, or more, will ‘feel'smuch worse than it actually is which will
lead to 'emotionally driven' mistakes."

The question now, of course, is do you "buy the dip" or "run for the hills?" Don't do either one, yet.
Yes, corrections do not "feel" good. But they are part of a "healthy" market cycle. In more normal,
healthy, bullish trends corrections should be used as buying opportunities to increase exposure to
equity risk in portfolios. However, the recent parabolic acceleration in the markets heading into the
New Year was neither normal or healthy. Much of it had to do with the massive liquidity injection by
the Federal Reserve at the end of 2017 as shown below.
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But, after the stumble this past week, it will be interesting to watch the next the Fed's balance sheet
over the next month to see if they continue with their planned $30 billion / month reduction. At the
moment, this is the expected correction we have been discussing over the last several
weeks. It is also something we had planned for by reducing overweight positions and
adding a short-hedge to portfolios.sWith the markets on a short-term sell signal (noted by gold
vertical dashed lines in the chart above,) the current correctional process is underway and still has
room to go at this juncture. But, with the market now oversold on a VERY short-term basis a
rally over the next week, or so, would not be surprising. It is the outcome of that rally that is
most important to the current bull market advance. This is what we are looking for to drive our
next set of portfolio actions:

¢ If the market rallies back and sets a new closing high, the bullish trend will be confirmed
and equity allocations will remain at target levels and hedges removed.
¢ If the market rallies back BUT FAILS to set a new high, a series of actions will take place.
o At the point of rally failure, portfolio hedges will be modestly increased.
o If the subsequent decline breaks the previous low, the hedges will be further increased
and tactical trading long positions will be reduced.s

Why is this important?

A Hint Of 1987

A recent article on Zerohedge discussing a view of Albert Edwards is salient to this discussion.

"Certainly, as we explained at our Conference, the current conjuncture feels
similar to just before the 1987 equity crash.«All that was missing was the slanging
match over the weak dollar between the US and Europe.”

He's right. There are many similarities between today and 1987. Recently passed tax legislation
reform, exuberance in the markets, and a strong market rally. And then the crash. But no one
could have seen that coming? Right?

(We have an in-depthereport, titled 1987, coming out next weekONLY for our
newsletter subscribers and those who have expressed an interest in our soon to
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above,s from our 1987 article, highlights the technical indicators which are explained in the report
along with a summary of the myriad of fundamental factors that preceded Black Monday. There are
certainly many differences between today and 1987, but as we highlight in the report there are
many similarities as well worth considering. Along with plummeting stock prices in October of 1987,
interest rates also declined sharply as money sought the relative safety of bonds. It is here that |
also agree with Albert Edwards:

"Every man, woman, and child seems to have decided that the US 10y bond yield has
broken out of its long-term downtrend and we are in a bond bear market. Our own
excellent Technical Analyst, Stephanie Aymes, shows thate3% (not 2.6%) is the key
long-term breakout yield we should be watching.But she thinks that 2.64% was also
significant as this means the RSI downtrend has now been brokenand a run to 3% is
now perfectly plausible.That though does not mean the bond bull market is over."
With yields now closing on 2¢% and the 30y closing on 3.0%,many see this as a great
time to dump bonds and switch into equities. Really?

For many, the bond bull market is over Great time to dump bonds? Are you kidding me!
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"Well, | expect that the true extent of how close the US is to actual outright deflation,

and hence how high real yields currently are, will soon beerevealedBut before US 10y
yields turn negative, expect them to visit 3% first."

The US household s:wing ratio has plunged (inverted) as net wealth has risen to new highs
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He is absolutely right. Despite a rampant rise in the markets, the recent spate of economic growth
has been due to massive natural disasters across the lower third of the U.S. The impetus from
those rebuilding efforts are now running their course and we are already seeing a weakness in the
numbers. But wages are crushing it, and employment is booming? Yes, wages are rising but
only for the top 20% of workers.
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And employment in the key demographic is not.
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The Next Bull Market

Edwards is correct. There are several important points to understand about bonds.

1. All interest rates are relative.sWith more than $10-Trillion in debt globally sporting negative
interest rates, the assumption that rates in the U.S. are about to spike higher is likely wrong.
Higher yields in U.S. debt attracts flows of capital from countries with negative yields which
push rates lower in the U.S. Given the current push by Central Banks globally to suppress
interest rates to keep nascent economic growth going, an eventual zero-yield on U.S. debt is
not unrealistic.

2. The coming budget deficit balloon.sGiven the lack of fiscal policy controls in Washington,
and promises of continued largesse in the future, the budget deficit is set to swell back to $1
Trillion or more in the coming years. This will require more government bond issuance to fund
future expenditures which will be magnified during the next recessionary spat as tax revenue
falls.

3. Central Banks will continue to be a buyer of bondseto maintain the current status quo, but
will become more aggressive buyers during the next recession. The next QE program by the
Fed to offset the next economic recession will likely be $2-4 Trillion which will push the 10-
year yield towards zero.

The next bull market is coming, it just won't be in stocks. It will be in the U.S. Treasury market
which will coincide with the next recessionary drag in the economy within the next 12-18 months (at
the most). As | have written previously, interest rates have everything to do with economic growth.
Since economic growth is almost 70% driven by consumption, with savings rates extraordinarily
low and debt hitting record levels, small increases to interest rates will have an immediate negative
impact on the consumptive capability of U.S. citizens. The chart below goes to my point. Currently,
interest rates are 4-standard deviations above their 1-year moving average. (For an explanation
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How often has this happened going back to 1965? Never. Negative events such as the S&L Crisis,
Asian Contagion, Long-Term Capital Management, etc. all drove money out of stocks and into
bonds pushing rates lower, recessionary environments are especially prone at suppressing
rates further. Given the current low level of interest rates, the next recessionary bout in the
economy will very likely see rates nearezero. Furthermore, given rates are already negative in many
parts of the world, which will likely be even more negative during a global recessionary
environment, zero yields will still remain more attractive to foreign investors.This will be from both
a potential capital appreciation perspective¢expectations of negative rates in the U.S.)eand
the perceived safety and liquidity of the U.S. Treasury market.sHowever, what you will notice is
that each time rates were as overbought as they are currently, they coincided with either a
recession, a correction, or a major market crash. Could this time be different? Sure. It's
possible. But probably, it won't be. The stock market is a reflection of the economy, not the other
way around. Higher interest rates are a drag on economic growth which will impact earnings and
valuations for the market. Not tomorrow. Or even next week. But over the next several months,
higher interest rates, if they remain elevated for long, will have a deleterious effect on the
economy.+Valuations will become problematic. Furthermore, the safety of bonds becomes much
more attractive when the yield is significantly above the dividend yield in stocks. (Why take the risk
is stocks for a sub-2% yield when | can get 3% in a U.S. Treasury?) That's not hard math. Things
are finally starting to get interesting. See you next week.

Market & Sector Analysis

Data Analysis Of The Market & Sectors For Traders

S&P 500 Tear Sheet

3 Month SPY Price SPY RISK INFO
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Item T1-¥r. YTD YTD/T1-
YR
Price Return 44.85% 20.93% 3.22%  (84.62%)
Max Drawdown | -6.53% -3.91% -3.91% 0.00%
Sharpe 2.36 3.49 3.50 0.00
Sortino 3.02 3.75 3.45 (0.08)
Volatility 9.52 7.34 11.56 0.58
Daily VaR-5% 1.12 11.59 22.64 0.95
Mnthly VaR-5% 4.45 15.37 15.37 0.00
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S&P 500 Fundamental Analysis S&P 500 Market Cap Analysis
Zyears 1year 1¥r% 5Year % From 12-M
Item Current . Item Current % Chg
ago ago Change High Low Ago
Dividend Yield| 2.05% 1.97% 1.73% (13.88%) 2.15% 1.78% (20.73%) (2.71%)| Shares | 2,474.5 2,433.7 (1.65%)
P/E Ratio 16,50 19.98 2211 9.62% 2211 1527 0.0% 44.80%| Sales | 56,082 57,672 2.83%
P/s Ratio 2.76 2.93 351 16.35%  3.39 1.93 3.49% 81.25%| SPS 22.7 23.7 4.56%
P/B Ratio 3.19 3.40 3.89 125%% 3.5 2.42 3.65%  60.29% |Earnings| 7,275 7,782 6.97%
ROE 15.62% 15.23% 15.96% 4.59% 15.96% 15.00% 0.00% 6.41% |EPSTIM| 3.4 3.8 9.99%
ROA 292% 2.84% 298% 4.75% 298% 2.83% 0.00% 5.37% |Dividend| 1.3 14 8.18%
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Performance Analysis

We are updating this analysis, it will return next week.

ETF Model Relative Performance Analysis

RELATIVE Current Model Position Price Changes Relative to Index SHORT  LONG %DEV- %DEV- Buy/Sel
FEREFURNAN ETF NANE Price | 1Week | dWeek | 12Weeks | 24Weeks | 57Weeks| WMA  WMA  ShortMA LongMA  Signal
BENCHMARK [SHARS-SP500 ms (A ok 6,82 1363 PiIYE] IR 253 K BUY

XLB (SPORMATLS SELS | 6046 6 o ITOH co BEEED s ER
ME  (REcrss | e [RIDROERNEON 26 BN e ot 0sm RN By
- " MLF  |SPORFINLSELS | 2% | &7 2% 576 5@ 38 KA Y U 1176% I
< 4 M |SPORINDUSELS | 7799 | 055 (3 299 23 1 (TR WCRR T 070%
v E MK |SPORTECHSELS | 6648 | (006) (053 BIZEE 286 B3 6080 20m% BREESN B
- m NP |SPORCONSSTPL | %47 | oo+ (16) PUALESNIENRNEREIN 563 540 0X0% 1% Ay
B 0 MU [SPORUTILSELS | 488 | 158 (1696)  [2240)  (1825) [ENNESXT ST L =l
MV [SPORHLTHCR B8 | g 2 o PR L MM 0n BUY
< LY |SPORCONSDISCR | 10559 | 073 204 740 602 41 Wy B BUY
= S MGK  (VANGDMGCAPGR | 1165 | o008 05 016 130 740 | 130 1006
IR [SHARSSPSCE0 | A0 | ox (26 e 18 BIN| 7o T4
W Equal Weight Market [RSP  [GUGGSPSEQETF | 10305 | (022)  (089) (047)  (L10) SRS 10156 %649
m Dividend VIG  (VANGDDIVAPPRC | 10486 | 040 001 447 03 035 {171/ VA
0 RealEstate ~ |WQ  |VIPERSREN LUMER (670 (1605 (1984  (2016) WYL A LA Y s
0 nematong [V [SURSNTLS) | Wi | ost ) SURSROURSNUON| W Ne | i A
VANGDTSEEM | 426 | (148) 004 141 (147 570 By ua i BREES BUY
Intermediate Duration [TLT  [ISHARS20YTB | #1958 | 061 [ELE UEGEOE O 183 12543 RELRRREE  SEL
- International ~ [BNDX  VANGDTILINTB | 5389 | 330 (155 | RUE GRRLDAGE| B a4 BUY
- High Yield HYG  [ISHARSIBXHYCB | 8622 | 210 SRR ELEHEESTUE 64 6% SELL
Cash BV VANGDSHTTRMB 7832

SN AAY LN S=3AAN TTw3axd =

Sector & Market Analysis:

Well, that escalated quickly. Last week | wrote:
"This is just getting a bit TOO extreme.sTake a look at the sectors below. Every sector is
pushing 2- and 3-standard deviations of longer-term moving averages. This isn't
normal.”

The reversal came this past week.
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Every Sectorwas in sell-off mode last week, in particular on Friday, as money left the markets
entirely. Basic Materials, Energy, and Staples all broke their 50-dma, while Healthcare, Financials,
Discretionary, Technology, and Industrials are still heading towards it.

While it is VERY likely we will get a counter-trend bounce next week, there is still likely more selling
to come as we head into February. The question is whether current bullish trends will hold, or not? |
suspect they will, for now, which will keep portfolios primarily allocated to the long-side. However,
we will monitor and adjust holdings accordingly.

Utilities,swe remain long the sector for now but are re-evaluating our holdings with the recent break
in support. With the sector very oversold, we are likely going to see a bounce in the days ahead so
we will reconsider our holdings and sell into strength if we don't see improvement in short order.
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Small and Mid-Cap index*We hare repeatedly suggesting taking profits and rebalancing to
portfolio weights in recent months. The sell-off last week explains why.e While markets all remain
positively trending currently, risk is rising that something more may be on the horizon. Use any
bounce next week to rebalance holdings and raise stops if you have not already. Emerging
Markets and International Stocks As noted above,srebalancing portfolio weights and reducing
some risk is prudent here as well. Trends remain positive, but there is risk of a bigger correction on
the horizon so a bit of risk management remains prudent.

Gold«? we have been on the lookout for a pullback in the overbought condition of gold to add it to
portfolios. We may be getting that opportunity. A pullback to support at the 50-dma should provide
a good opportunity to add a trading position to the metal. We will keep you apprised. S&P Equal
Weight & Dividend Stockse- Dividend stocks are flirting with support, but are now back to oversold
conditions. After a hefty rise, we will look to trim back positions on a rally in the next week. Bonds
and REIT?s - We remain long these sectors currently, but they are both testing our long-term stop
loss levels. With rates GROSSLY extended, as noted in the main missive above, we will look for a
rally to re-evaluate our holdings. We still expect interest rate sensitive holdings to be important
during a "risk off" rotation, although that wasn't the case this past week. Our conviction on these
positions continues, but we are still honoring our longer-term stop-loss levels and will exit
accordingly if needed.

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.)

I am republishing last week's table to as we had recommended reducing positions across the board
due to the sharp ramp in asset prices.

’ REAL INVESTMENT ADVICE

=

E

= o

E|=(2]2 =

E E E = = MNotes
XLY Discretionary 0B Positive  Positive Reduce Reduce To Target Weight
XLK Technology 0B Positive  Positive Reduce Reduce To Target Weight
XLI Industrials 0B Positive  Positive Reduce Reduce To Target Weight
XLB Materials OB Positive  Positive Reduce Reduce To Target Weight
XLE Energy 0B Positive  Positive Hold Added 1/2 Position
XLP Staples 0B Positive  Positive Hold Reduce To Target Weight
XLV Health Care 0B Positive  Positive Hold Reduce To Target Weight
XLU Utilities 05 Positive  Positive Warning Broke 200-DMA
XLF Financials OB Positive  Positive Reduce Reduce To Target Weight
SSML  Small Caps 0B Positive  Positive Hold Reduce To Target Weight
EEM Emerging Mkt 0B Positive  Positive Hold Hold
EFA International 0B Positive  Positive Hold Hold
GLD Gold 0B Positive  Positive Mo Position Improving
MDY Mid Cap 0B Positive  Positive Hold Hold
RSP SP500 Equal Wet 0B Positive  Positive Reduce Take Profits
sDY $P500 Dividend 0B Positive  Positive Reduce Take Profits
LT 20+ ¥r. Bond ] Positive  Positive Hold Added To Position

VNO REIT's 05 Positive  Positive Hold Added To Position
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Currently, HOLD, all positions until we get a better understanding of the current
correction as noted above. | will update strategy and actions on Tuesday.

Portfolio Update: Over the last several weeks, we have repeatedly noted the near parabolic rise in
the markets and the addition of hedges being added to our portfolios. As noted in the main body of
this weekly missive, we shouldn't make rapid, emotionally based, decisions based on an initial
correction. It is what the market does "next" which will determine our next course of actions. As far
as portfolios go, we continue to maintain our current positions.

¢ We have taken profits in some of our positions that were most grossly extended.

e We added a short S&P 500 position which is currently working.

¢ Interest rates, in the very short-term, are not cooperating with our interest rates sensitive
exposure and we are monitoring those positions very closely for our next actions.

Currently, everything remains within our longer-term tolerance bands for risk controls. While
corrections certainly do not "feel" good, it is important we don't let short-term pickups in volatility
derail longer-term investment strategies. While positions are certainly under-pressure currently, we
are monitoring them closely. We do not recommend making wholesale changes to
investments based on a minor market correction which remains well confined to a long-term
bullish trend.sWe are highly concerned about the underlying risk and remain focused on capital
controls.

THE REAL 401k PLAN MANAGER

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

Risk Management Analysis ’ REAL INVESTMENT ADVICE
2900.0 100%
2800.0 Correction? | "
2700.0 :
2600.0 H.

2500.0
20000
2300.0
22000
2100.0
2000.0
1900.0

g 1o

g 0

& 16000
1500.0
1400.0
1300 }
12000 |
1100.0
1000.0

a00 | UNDER ALLOCATED
%00 | 70 EQUITIES

700.0
600.0
500.0

T 5%

- 50%

H-Factor Allocation Weighting

T 25%

. P e
| LY :

0%


https://realinvestmentadvice.com/wp-content/uploads/2018/02/401k-Plan-Manager-020318.png

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

Don't Panic....Yet.

As | penned last week:
"Over the last several weeks, | have noted how the current advance just keeps getting
"nuttier."sThe acceleration of the advance is not only unsustainable, it is also dangerous,
as eventually it will lead to a very sharp reversion that few investors are ready for. But, |
know.e It hasn't happened yet.However, just because it hasn't happened yet, does not
mean it won't. As with everything in life, ‘timing' is everything."

Well, it happened. And yes, it certainly did not "feel” good. But as noted repeatedly throughout
this weekend's missive, it is important NOT to mistake a short-term correction for a full-
blown reversion. | have circled the "crash” in RED in the chart above...if you can see it. Keeping
perspective is always important. While this COULD be the beginning of a larger corrective
process that will require further action, it is simply WAY to early to know for sure. As | laid out in
the main body above, the actions of the market over the next week, or two, will determine
our next major course of action. Continue addingAll NEW contributionseto 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 the market decides where it is headed
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. 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 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

<105 |Fixed Income (Bonds)

Ormdd Crindo raflant tha Airantinamn A irtara o Fatoo
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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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