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Market Review & Update

We had suggested last week that:

"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."

Monday and Tuesday were indeed a bit sloppy, as shown below, but "fireworks" started on
Wednesday as Jerome Powell said everything possible to ensure Wall Street a "rate cut" in July
without actually saying so.

As we will discuss in a moment, almost 18-months after I originally discussed it, the market finally
cleared the psychological level of 3000. That is the good news. The "not-so-good" news is the
market continues to rally into a more extreme overbought condition with a rather extreme deviation
above the 200-dma. Also, the negative-divergences in indicators which suggest further upside to
the current rally may be limited. In particular, the divergence between small-cap and large-cap
performance is typical of periods leading to corrections.
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Also, since the September peak in the market, every other major index is lagging the performance
of the S&P 500 index which suggests a narrower rally.
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With that said, the markets are on a "buy signal," which suggests further upside is likely in
the near-term. This is why we continue to maintain our long-equity bias for now. However,
once we get past the end of the month, and assuming the Fed does indeed cut rates and no "trade
deal" with China, the markets will return their focus to economics and earnings. As we said last
week, such•continues to suggest the August/September time frame for a larger corrective
cycle is still in play. Bonds Retreat My colleague Patrick Hill asked me to address the retreat in
bond prices over the last week or so. While many are assigning a variety of reasons for the recent
reversal in rates including a resurgence on inflationary pressures, Central Bank demands, to a lack
of buying by foreigners, I think the reason is much more simplistic. Ever since rates spiked up to
3.25% at the beginning of 2018, we have repeatedly been discussing why rates would fall, and
economic weakness and deflation would be the driver. Such has indeed been the case, and our
long-bets on bonds have paid off nicely. However, bonds are also a "safety" trade in times of
uncertainty. The rotation from "risk" to "safety"•has been THE trade since September of last
year and rates, as I have discussed over the last several weeks, had become "egregiously"
overbought. A correction was inevitable as money began chasing equities on hopes of a
Fed rate cut.• However, as shown below, we need to keep the recent reversal in the context of the
broader move. It is kind of hard to spot.
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This sell-off in bonds WILL provide another terrific buying opportunity most likely by the
end of July. Look for rates to retrace back to previous resistance between 2.4% to 2.6%. Also, it is
advisable to increase the duration of bond holdings for the yield curve steepening, which will occur
as the economy slips closer to the recession. That is how we are playing it. So, let?s talk about
S&P 3300!

The Case For 3300

It only took eighteen-months longer than expected, but the markets finally reached 3000 on the
S&P 500 index this past week.

"What do you mean 'expected?' You are always bearish."•

I am just going to save our "reading impaired" individuals some time by reminding them of what I
wrote in January of 2018:

"While the record-breaking pace is certainly breathtaking, it should not be surprising as
we discussed in the•June 9th, 2017 edition of the weekly newsletter. ?Let me state this
VERY clearly. The bullish bias is alive and well, and a move to 2500 to 3000 on the
S&P 500 is viable.All that will be needed is some piece of legislative agenda from
the current administration, which provides a positive surprise.•However, without
a•sharp improvement in the underlying fundamental and economic backdrop soon, the
risk of something going ?wrong?•is rising markedly.•The chart below shows the
Fibonacci run to 3000 if 'everything goes right.??

https://realinvestmentadvice.com/
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Of course, that piece of legislative agenda was 'tax reform.' With investors now betting
on a•sharp rise in earnings to reduce the current levels of overvaluation, the seems to be
little in the way of the next major milestones for 30,000 for the Dow and 3000 for the
S&P 500."

In March, we followed up that post stating:
"Since that time, tax cuts/reform have been passed, earnings estim+tes have exploded
higher, and corporate stock buybacks have surged to record levels while wage growth
has remained non-existent for the bottom 80% of workers. Not surprisingly, with those
tailwinds, the market has pushed sharply higher towards our original target of 3000."

As we know now, the market wound up following our mid-2017 accelerated projection trend.

So, here we are 18-months later, and the market finally hit 3000. What is interesting, however,
is the advance to 3000 incorporated both the original bull and bear projections. The 20% slide from
the September highs came on concerns the Fed was tightening too aggressively as Trump's "trade
war" took a bite out of economic growth and profitability. The subsequent rally back, which brutally
reminded investors what "volatility" is, was based on "hope" that Trump would find a resolution with
China and the Fed would cut rates. Neither has happened yet, but the markets remain hopeful.

"But you missed out on the whole rally because you have been all in cash."

Again, for those that cannot read more than 280-characters at a time:
"Portfolios have remained allocated toward equities, although we did shift to
more defensive holdings earlier this year. We had also been aggressive buyers of
bonds at 3% and higher on the 10-year bond which has added to portfolio
performance this year. "

The Bull & Bear Case As we face down the last half of 2019, we can once again run some
projections on the bull and bear case going into 2021, as shown in the chart below:
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Let us break down both potential pathways into the "bull" and "bear" case. The Bull Case For
3300

Momentum
Stock Buybacks
Fed Rate Cuts
Stoppage of QT
Trade Deal

Price momentum has been in control of the markets over the last several months. Given that "an
object in motion, tends to stay in motion," momentum is a hard thing to stop without a bigger event
triggering a reversal in investor attitudes. While Fed rate cuts, and stopping QT, will be seen as "
accommodative" to asset prices, the "efficacy" of monetary policy has likely reached its limits. We
have a decent understanding this is likely the case given that nearly 100% of all "net new equity
purchases" have come from share buybacks in recent years. As I wrote last week

"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."

A "Trade Deal" will also be helpful as it will take the pressure off of bottom-line corporate earnings.
As J.P. Morgan's chief equity strategist Dubravko Lakos-Bujas recently told MarketWatch:

?If you have a trade deal, and if the trade deal coincides with one or two rate cuts from
the Fed, we see an upside scenario of 3,200-3,300."

Yep, the same number we came up with. However, as investors, we must also analyze what
could go wrong and derail our investment strategy. Unfortunately, the "bearish" case has "
sharper teeth" to it. (Yes, pun intended.) The Bear Case Against 3300
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Earnings Deterioration
Recession
No Trade Deal/Higher Tariffs
Credit Related Event (Junk Bonds)
Mean Reversion
Volatility / Loss Of Confidence

Earnings have already deteriorated markedly since 2018, as I discussed previously.

"However, the red dashed line denotes an 11% reduction to those estimates due
to a 'trade war' where•an across-the-board tariff of 10% on all US imports and exports
would lower 2018 EPS for S&P 500 companies•and, thus, completely offset the
positive fiscal stimulus from tax reform. Surprise! As of the end of the Q4-2018
reporting period, guess where we are?•Exactly 11% lower than where we started
which, as stated then, has effectively wiped out all the benefit from the tax cuts."

Since then, 2019 earnings have been downgraded substantially. As•Ian Harnett, chief investment
strategist at Absolute Strategy Research recently noted:

?We do not think insurance cuts will be enough, we think earnings growth is not going
to be 7% this year, it is going to be -5%, and maybe even -10. We are looking at these
recession risk models rising, credit impulse numbers in the states are weak, that tends
to bring unemployment up and tends to bring equity markets down.?

Given there has been no "trade deal" as of yet, the increase in tariffs in June to 25% have
yet to show up in reports just yet, and global growth slowing, there is an elevated risk of an

https://realinvestmentadvice.com/fundamentally-speaking-earnings-growth-much-weaker-than-advertised/
https://realinvestmentadvice.com/wp-content/uploads/2019/04/SP500-Estimates-Revisions-Downside-040219.png
https://www.cnbc.com/2019/07/11/sharp-correction-brewing-for-next-18-months-strategist-says.html
https://www.cnbc.com/2019/07/11/sharp-correction-brewing-for-next-18-months-strategist-says.html


"earnings recession" currently. There is also just the simple issue that markets are very
extended above their long-term trends, as shown in the chart below. A geopolitical event, a shift in
expectations, or an acceleration in economic weakness in the U.S. could spark a mean-reverting
event which would be quite the norm of what we have seen in recent years.

Then there are the tail-risks of a credit-related event caused by a dollar funding shortage, a
banking crisis (Deutsche Bank), or a geopolitical event, or a surge in defaults on "leveraged loans"
which are twice the size of the "sub-prime" bonds liked to the "financial crisis."• (Read more here)
Just remember, bull-runs are a one-way trip.• Most likely, this is the final run-up before the next
bear market sets in. However, where the "top" is eventually found is the big unknown question. We
can only make calculated guesses. Currently, the "math" suggests there are just 200 points of
upside to our next target, but there is roughly 800-points of downside. Be careful how you bet;
these are odds that Vegas would love to give you. I know. I know. It is easy to get wrapped up in
the bullish advance. However,•it is worth remembering that making up a loss of capital is not
only hard to do, but the•?time?•lost cannot. The point is while the media, and bulk of the
commentary continue, to ?urge you to ride the bull,?•they are not going to tell you when to get off.
Moreover, when the ride does come to an end, the media will ask first ?why no one saw it
coming?? Then they will ask•?why YOU did not see it coming when it so obvious.?• In the
end, being right, or wrong, does not affect the media as they are not managing your money. Nor
are they held responsible for consistently poor advice. However, being right, or wrong, has a
very big effect on you. Let me repeat for all of those who continue to insist I am bearish and
somehow am missing out on the•?bull market?•advance:

?While our portfolios remain long currently, we do so with hedges and stops in place, a
thorough methodology of analysis, and a strict investment discipline we follow to
mitigate the risk of long-biased exposure. In other words, whenever the market does

https://realinvestmentadvice.com/powell-channels-bernanke-subprime-debt-is-contained/


turn, we will sell and move to cash.?

If you are going to•?ride this bull,? make sure you do it with a strategy in place for when, not
if, you get thrown.
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Tending The Garden

Here are some guidelines to follow. It is worth remembering that portfolios, like a garden, must
be carefully tended to otherwise the bounty will be reclaimed by nature itself.

If fruits are not harvested•(profit taking), they ?rot on the vine.?•
If weeds are not pulled•(sell losers),•they will choke out the garden.
If the soil is not fertilized•(savings),•then the garden will fail to produce as successfully as it
could.

So, as a reminder, and considering where the markets are currently, here are the rules for
managing your garden:

1)•HARVEST:•Reduce ?winners? back to original portfolio weights.•This•does NOT
•mean sell the whole position. You pluck the tomatoes off the vine, not yank the whole
plant from the ground. 2)•WEED:•Sell losers and laggards and remove them from the
garden.•If you do not sell losers and laggards, they reduce the performance of the
portfolio over time by absorbing•?nutrients?•that could be used for more productive
plants. The first rule of thumb in investing•?sell losers short.? 3)•FERTILIZE AND
WATER:•Add savings on a regular basis.•A garden cannot grow if the soil is depleted
of nutrients or lost to erosion. Likewise, a portfolio cannot grow if capital is not
contributed regularly to replace capital lost due to erosion and loss. If you think you will•
NEVER LOSE money•investing in the markets?then STOP investing immediately. 4)
WATCH THE WEATHER:•Pay attention to markets.•A garden can quickly be destroyed
by a winter freeze or drought. Not paying attention to the major market trends can have
devastating effects on your portfolio if you fail to see the turn for the worse. As with a
garden,•it has never been harmful to put protections in place for expected bad
weather that did not occur.•Likewise, a portfolio protected against ?risk?•in the short-
term, never harmed investors in the long-term.

With the overall market trend still bullish, there is little reason to become overly defensive in the
very short-term. However, I have this nagging feeling that the•?spring?•is now wound so tightly, that
when it does break loose, it will likely surprise most everyone. Just something to think about. If you
need help or have questions, we are always glad to help. Just email me. See you next week.

Market & Sector Analysis
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Data Analysis Of The Market & Sectors For Traders

S&P 500 Tear Sheet
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Technical Composite

ETF Model Relative Performance Analysis



Sector & Market Analysis:

Be sure and catch our updates on Major Markets (Monday) and Major Sectors (Tuesday) with updated
buy/stop/sell levels

Sector-by-Sector
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Improving - Healthcare, Materials

Improving - Healthcare, Materials We have maintained an overweight position in Health Care as
part of our defensive positioning. However, Materials have now begun to improve its performance
relative to the S&P 500. We are currently carrying 1/2 weight in Materials due to the "trade war"
and without a resolution at hand, just hope, there remains a risk to the sector. However, the
technical picture is improving, and we will likely increase our exposure accordingly. Current
Positions:•Overweight XLV, 1/2 XLB Outperforming - Staples, Real Estate, Financials, Utilities
As noted last week, the rotation in defensive positioning has continued, and these sectors are
currently leading overall market performance. We are maintaining our target portfolio weight in
Financials for now. Take profits and rebalance across sectors accordingly. Current Positions:•
Overweight XLP, XLU, Target weight XLF, XLRE Weakening - Technology, Discretionary,
Communications As noted previously, the previous "leaders" have been lagging in terms of
relative performance. That started to improve this past week, and with Discretionary,
Communications, and Technology breaking out to new highs, we will need to increase our
exposure on short-term weakness. The sectors are grossly overbought so look for weakness to
add to current holdings. Current Position: 1/2 weight XLY, Reduced from overweight XLK, Target
weight. Lagging - Energy, Materials, Industrials Energy began to improve this past week with the
pick up in oil prices. Industrials have been relatively weak in terms of relative performance, so no
rush to increase exposure currently. For now, we are maintaining our "underweight" holdings in
these two sectors until more evidence of improvement is available. Current Position: 1/2 weight
XLE & XLI

OVERALL RECOMMENDATION

The entire market is back to an extreme "overbought." Take some action to rebalance
portfolio risk if you have not done so previously. As noted last week:

"We may have some follow-through rally this week, but use any further rise to take
action accordingly."

That remains good advice heading into next week.

Market By Market
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Small-Cap and Mid Cap - While small-cap did finally break above its 50- and 200-dma is to join
Mid-caps in a late-stage catchup rally, the move was quite unimpressive on a relative strength
basis. With small and mid-caps back to extremely overbought conditions, this is likely a great
opportunity to rebalance portfolio risk and reducing weighting to an underperforming asset class for
now until things improve. Current Position:•No position Emerging, International & Total
International Markets We are still watching these positions for a potential add to portfolios, but the
extreme overbought condition keeps us sidelined for the movement. A pullback that reduces the
overbought condition but does not violate support will provide the right entry point. Current
Position: No Position Dividends, Market, and Equal Weight - These positions are our long-term
"core" positions for the portfolio given that over the long-term markets do rise with economic growth
and inflation. Currently, the short-term bullish trend is positive, and our core positions are providing
the "base" around which we overweight/underweight our allocations based on our outlook. The rally
over the last three weeks has fully reversed the previous oversold condition. Make sure and
rebalance weightings in portfolios if you have not done so already. Current Position:•RSP, VYM,
IVV Gold ? Gold has continued to consolidate at elevated levels despite the market rally and hopes
for a Fed rate cut. This is a good sign for "gold bulls." Hold positions for now and look for a better
entry point on a pullback. Current Position: GDX (Gold Miners), IAU (Gold) Bonds•? Bonds took a
hit last week as money rotated out of bonds and back into equities. The retracement back to the
50-dma, combined with the reduction in the overbought condition, is going to provide a good
opportunity to add to existing holdings. As we noted last week: "Bonds are EXTREMELY
overbought, take some profits and rebalance weightings but remain long for now." Stay long
current positions for now and look for an opportunity to add to holdings. Current Positions:
DBLTX, SHY, TFLO, GSY, IEF High Yield Bonds, representative of the "risk on" chase for the
markets have been consolidating despite the rally in equities. This is not the time to add to holdings
just yet, but a good time to like take profits and reduce risk short-term. Given the deteriorating
economic conditions, this would be a good opportunity to reduce "junk-rated" risk and
improve credit quality in portfolios.•

OVERALL RECOMMENDATION

The entire market is back to an extreme "overbought." Take some action to rebalance
portfolio risk if you have not done so previously. As noted last week:

"We may have some follow-through rally this week, but use any further rise to take
action accordingly."

That remains good advice heading into next week.

Sector / Market Recommendations

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/Client Update:

No change this past week. With the market setting new highs, and breaking above previous
resistance, we need to add some exposure short-term to portfolios. However, given the market is
extremely overbought, we need to be patient wait for a correction to take action. While our focus
continues to remain on ?risk control? and ?capital preservation strategies? over ?capital growth
and risk-taking strategies,?•we do recognize the need to participate when markets are rallying. We
will be looking to either add a larger trading position to the portfolio, add to existing holdings, or a
combination of both. However, we need to evaluate the markets early next week to see if the "Fed
Hope" rally can persist. There are indeed some short-term risks while we await the Fed to "actually"
cut rates at the end of the month. Furthermore, there is a very high chance that Trump is going to
lash out at China and hike tariffs again since they are not complying by buying more product from
the U.S. as promised at the G-20. Lastly, we are going to be in the "gale force winds" of earnings
season over the next few weeks, so there will be much news-driven movement in the market which
could provide us the opportunity we need to add positions. In the meantime, we continue to carry
tight stop-loss levels, and any new positions will be "trading positions" initially until our thesis is
proved out.

New clients: Our onboarding indicators have reverted to "risk on" so new accounts will be
onboarded selectively into their models where risk can be controlled. Positions that
were transferred in are on our global review list and being monitored. We will use this rally to



liquidate those positions to raise cash to transition into the specific portfolio models.
Equity Model: No changes this past week. We are looking to potentially sell JNJ and PPL.
We are actively looking for replacements if we do take action.
ETF Model: No change. Looking to add either a trading position in SPY, or increase weight in
sectors and core holdings.•

Note for new clients: It is important to understand that when we add to our equity
allocations, ALL purchases are initially•?trades?•that can, and will, be closed out quickly if
they fail to work as anticipated.•This is why we•?step?•into positions initially. Once a•?trade?•begins
to work as anticipated, it is then brought to the appropriate portfolio weight and becomes a long-
term investment.•We will unwind these actions either by reducing, selling, or hedging if the
market environment changes for the worse.

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.

Fed All But Promises To Cut Rates

Despite stronger than expected inflation and employment numbers, an uptick in economic activity
indices, and markets at record highs, Jerome Powell all but promised to cut rates at the end of this
month. Our suspicion is the Fed is either aware of the potential exogenous risk to markets, like
Deutsche Bank, and has been called on by the ECB to provide liquidity to the financial markets, or
Powell has just completely given up independence to the White House wishes. Our best guess is
the former. If that is indeed the case, there is likely not much the Fed can do to stem the next
decline. However, in the meantime, markets are rising, and we need to continue to participate. With
the breakout to new highs and the reaffirmation of our buy signal, we can look to increase exposure
to portfolios on any market action that reduces the current extreme overbought condition. With Q2
reporting season going into full swing next week, as noted above, there is a potential short-term
risk to share prices which could provide a better entry point to add to equity exposure. Be patient
for that confirmation. 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. Take the
following actions on Monday.

If you are overweight•equities - Hold current positions but remain aware of the risk. Take
some profits and rebalance risk to some degree if you have not already.•
If you are underweight equities or at target -•rebalance risks, look to increase holdings in
domestic equities opportunistically.•

With the markets back to extremely overbought conditions, patience will likely be rewarded. If you
need help after reading the alert; do not hesitate to contact 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 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
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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 the 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 I will include as many as we can. If you
would like to offer our service to your employees at a deeply discounted corporate rate,
please contact me.

mailto:lance@riaadvisors.com
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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.)

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.•
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