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Quick Takes

Market

While the market rallied last week and continues to flirt with all-time highs, not surprisingly, volume
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was exceedingly light because of the July 4th holiday on Thursday. As Carl Swenlin noted:
" SPY has formed a bearish rising wedge, and the VIX penetrated the upper Bollinger
Band, which is short-term bearish. The wedge looks particularly weak because price
rose off the bottom of the wedge this week, but it failed to reach the top of the wedge
before touching the bottom of the wedge again today."
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With a majority of short-term technical indicators extremely overbought, look for a correction next
week. What will be important is that any correction does not fall below the early May highs.
Furthermore, with participation continuing to narrow, it continues to look like the August/September
time frame for a larger corrective cycle is still in play. Such corrective actions would coincide with
emergence of risk factors from trade, to disappointment from the Fed, to a disappointing earnings
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cycle and rising recessionary indications. This doesn't mean sell everything and go to cash. It goes
suggest carrying some hedges, a higher than normal level of cash, and a rotation into "defensive"
positioning will likely remain prudent.

Employment

The employment number on Friday was strong as we anticipated. This puts the Federal Reserve in
a more difficult position with respect to cutting rates in July. The markets initially sold off on the
news but did manage to stage a bit of recovery by late afternoon as "hope" remains high the Fed
will cut rates regardless. However, let's take a look at a couple of "off the run" indicators about
employment. First, the Fed looks at the 3-month average of employment, still a lagging indication,
to smooth out month to month variability. The chart is below:
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Clearly, not only has the trend turned lower as of late, but has been weakening since 2015. This is
commensurate with a late-stage economic expansion. However, the current weakness has been
consistent with previous ebbs and flows of the business cycle and is not currently "weak"
enough to suggest cutting rates in July is warranted. Second, the "quality of jobs" continues to
deteriorate as shown by the surge in "multiple part-time job holders." Per ZeroHedge on Friday:

"While the headline payrolls number was stellar, coming in higher than even the most
optimistic Wall Street forecast, one aspect of today's jobs report that will likely become a
major talking point for Democrats and other critics of the Trump economy, is that the
number of multiple-jobholders soared from 7.855 million to 8.156 million, a
monthly surge of 301,000 - the biggest since July 2018, and an indication that the
jobs number was far weaker than the headline represents if one excludes all those
workers who represented two jobs to the BLS' various surveys."

Multiple Jobholders and Monthly Change (in '000s)
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Lastly, the "birth-death adjustment” is, as we say in Texas, a "load of S***I" Every month, the BLS
adds numerous jobs to the non-seasonally adjusted payroll count to "adjust” for the number of
"small businesses" being created each month, which in turns "creates a job."s (The total number is
then seasonally adjusted.) Here is my problem with the adjustment. The BLS counts ALL
business formations as creating employment. However, in reality, only about 1/5th of
businesses created each year actually have an employee. The rest are created for legal
purposes like trusts, holding companies, etc. which have no employees whatsoever. This is
shown in the chart below which compares the number of businesses started WITH
employees from those reported by the BLS. (Notice that beginning in 2014, there is a perfect
slope in the advance which is consistent with results from a mathematical projection rather than
use of actual data.)

Employer Businesses Formation (Net Chg Per Year) vs. BLS Birth Death Adj.
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These rather "fictitious"additions to the employee ranks reported each year are not small, but the
BLS tends even to overestimate the total number of businesses created each year (employer AND
non-employer) by a large amount.

Over/Understatement Of Jobs Added By BLS Birth/Death Adjustment
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How big of a difference are we talking about? Well, in the decade between 2006 and 2016 (the
latest update from the Census Bureau) the BLS added roughly 7.6 million more employees than
were created in new business formations.
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This data goes a long way in explaining why, despite record low unemployment, there is a
record number of workers outside the labor force, 25% of households are on some form of
government benefit, wages remain suppressed, and the explosion of the "wealth gap.".
However, while this data should concern you about the real strength of the economy, it is NOT data
the Fed considers with respect to monetary policy decisions.

ADVICE for the next bear market? Gﬂﬂ%bﬁﬂﬂﬂ

l- oo Are your investments prepared  SCHEDULE YOUR

Volatility Warning

In the past we have spoken of the high-levels of complacency by investors in the market. As my
friend Doug Kass recently pointed out, there are a litany of things investors should be concerned
about:

e The U.S./China trade negotiations last weekend didn't "move the ball forward.” The outcome
was just as expected with no promise of a substantive deal in the near future. (The two sides
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remain quite far apart with regard to the core issues of intellectual property and technology
transfer, among other debated items).

e The future U.S./China trade negotiations will not produce tangible results over the next 12
months.

¢ Global cooperation and coordination is at an all-time low

¢ Uncertainty of trade policy and the destruction of the post World War Il political and economic
order (in an increasingly flat and interconnected world) is consequential to future worldwide
economic growth.

e The precipitous drop in global bond yields is a sign of an imminent contraction (relative to
consensus expectations) in global economic and U.S. corporate profit growth.

e There is a lack of "natural share price discovery" in the face of monumental shifts in market
structure (from active to passing investing.)

e The dominance of products and strategies that worship at the altar of price momentum raise
the risk of a major "Flash Crash."

e We are currently in an "earnings recession."

¢ Unbridled fiscal spending has adverse consequences.

e There is over $12 trillion of sovereign debt having negative yields.

e Large levels of debt in the system raised the risk of a credit-related event if something
"breaks."

e The Federal Reserve (and other central bankers) can not catalyze economic activity (by
lowering rates) from current low levels ("pushing on a string.")e

e The current low level of interest rates are an important factor in holding down business fixed

investment.

Current consensus economic and profit growth expectations will not be met in 2019-20.
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As the old saying

goes: "What could possibly go wrong?"

As You Jump In, They Are Jumping Out
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As the S&P climbs toward 3,000, individuals are clamoring to get in. Interestingly, while retail
investors are chasing stocks, institutions continue to "de-risk" as $6.3B was allocated to
bonds and $15.1B was pulled out of equities. The net result was a new record to date totaling
$229B flowing into bonds, with $154B was pulled out of equities, according to Zerohedge.

"As BofA's Michael Hartnett writes, there is now a record disconnect between flows
& returns in 2019, with only 2016 a similar year in terms of outflows/returns."

Chart 1: Record disconnect between flows & returns
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Source: BofA Merrill Lynch Global Investment Strategy, Bloomberg, EPFR Global. Note, flows measured as % AUM.

So, how is it that stocks remain near record highs? The primary culprit, as discussed previously,
remains corporate buybacks which remain the primary source of market support in 2019. This is
especially the case after US banks announced $129 bn in buybacks over the next 4 quarters.
Buybacks, according to BofA, are on pace for a record at $43B so far this year versus just $75B for
the entirety of 2018. This suggests a record of over $1 trillion in S&P 500 buybacks for 2019.
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Chart 1: BofAML corporate client buybacks (through 1H19, annualized) vs. S&P 500 gross buybacks
(2012-2018, and 2019 projection based on BofAML corp. client buybacks)
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indeed supporting market performance, it is worth noting that such support can be turned
off like a water spigot.sWhich means someone is going to be left "holding the bag."

Just make sure it isn't you. If you need help, or have questions, we are always glad to help. Just
email me. See you next week.
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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.

Cash
&%

Bull To Bear Market

Bonds
3%

Bonds

BearTo Bull Market

Fed Rate Cut At Risk

With the risk of an extension of the "trade war" put to rest temporarily, and a stronger than
expected jobs report on Friday, the pressure on the Fed to cut rates in July have been reduced.
There is a decent probability they will hold off in July and await more data before making a cut. This
would likely disappoint the markets in the short-term. The biggest risk, is continuing economic
weakness and a potential earnings related recessions that causes companies to stop share
buybacks to preserve capital. Given those purchases have been a primary support for markets, a
reversion in prices will create a "virtual spiral” in declining share repurchases. With Q2 reporting
season warming up, there is substantial risk to share prices on disappointing earnings. Estimates
have already declined sharply, and the expected rate of negative guidance will likely put further
pressure on forward estimates. In turn valuation multiples are going to continue to rise as
fundamentals weaken. As stated previously, July and August tend to be challenging months for the
market, so we want to be careful, particularly with the economic backdrop weakening and bond
yields dropping so sharply. Take the following actions on Monday.

¢ If you are overweightequities - take some profits and reduce portfolio risk on the equity side
of the allocation. Raise some cash and reduce equities to target weights. Have a plan in
place in case new highs fail to hold.

e If you are underweight equities or at target -sebalance risks, look to increase cash rather
than buying bonds at the moment, and use the current rally to rotate out of small, mid-cap,
emerging, international markets.e

Lastly, the markets are back to extremely overbought conditions, this is a good time to take some
action and clean up areas of your portfolio which have not been performing well. If you need help
after reading the alert; don?t hesitate tocontact me.

401k Plan Manager Beta Is Live

We have rolled out a very early beta launch to our RIA PRO subscribers Be part of our "Break It E
arly Testing Associate" group by using CODE: 401 The code will give you access to the entire
site during the BETA testing process, so not only will you get to help us work out the bugs on
the 401k plan manager, you can submit your comments about the rest of the site as well. We have
several things currently in development we will be adding to the manager, but we need to start
finding the "bugs" in the plan so far. We are currently covering more than 10,000 mutual funds and



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

have now added all of our Equity and ETF coverage as well.You will be able to compare your
portfolio to our live model, see changes live, receive live alerts to model changes, and much more.
We are building models specific to company plans. So, if you would like to see your
company plan included specifically, send me the following:

¢ Name of company
¢ Plan Sponsor
¢ A print out of your plan choices. (Fund Symbol and Fund Name)

I have gotten quite a few plans, so keep sending them and | will include as many as we can. If
would like to offer our service to your employees at a deeply discounted corporate rate
please contact me.
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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

101107 | Fixed Income (Bonds)

Bond Funds reflect the direction of interest rates
Examples: Short Duration, Total Return and Real Return Funds

Equity (Stocks)

The vast majority of funds track an index.
Therefore, select on ONE fund from each category.
Keep it Simple.
10% Equity Income, Balanced or Conservative Allocation
35% Large Cap Growth (S&P 500 Index)
0% International Large Cap Dividend
0% Mid Cap Growth

45%

Model performance is based on a two asset model of stocks and bonds relative to the weighting
changes made each week in the newsletter. This is strictly for informational and educational
purposes only and should not be relied upon for any reason. Past performance is not a guarantee
of future results. Use at your own risk and peril.e
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