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Are you a strong advisor who wants to grow your practice? We are needing partners we can work
with to manage our lead flow. If you are ready to move your practice forward, we would love to talk.

Catch Up On What You Missed Last Week

 

Bulls Charge To All-Time Highs

As discussed previously in "Insanely Stupid," we noted the market remained confined to its
consolidation channel, but the bullish bias was to the upside.

"While the market has not been able to push above the recent July highs, support is
holding at the rising bullish trend line. With the short-term 'buy signals' back in play,
the bias at the moment is to the upside.

However, as we have discussed over the last couple of weeks, July held to its historical
trends of strength. With a bulk of the S&P 500 earnings season behind us, we
suspect the weakening economic data will begin to weigh sentiment on August
and September."

https://riaadvisors.com/join-our-team/
https://realinvestmentadvice.com/whatyoumissed-on-ria-this-week-08-07-20/
https://realinvestmentadvice.com/insanely-stupid-to-chase-stocks-as-economy-plunges-07-31-20/


While weaker economic data has not yet dented the "bullish sentiment" at this juncture, it doesn't
mean it won't. However, as we have discussed over the last several weeks, a breakout of the
consolidation range, which was capped by the June highs, would put all-time highs into
focus. 

A Weighted Distortion

The concern is that what you see with the market, is not necessarily what you get. The chart below
shows the number of stocks trading above the 200-dma versus the S&P 500 trading above its 200-
dma.

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-Chart-1-080720.png


In theory, if the "market" is above its 200-dma, then a large number of stocks, usually about 80%,
should also be. However, such is not the case, as only 55% currently do so. 

The market is currently being driven to new highs by the "chase" into the largest mega-
capitalization stocks. Sentiment Trader noted this on Friday:

"The biggest stock in the U.S. and nearly the world, Apple, keeps powering higher. At
the end of June, the value of Apple alone was nearly 80% of the Russell 2000 index's
market capitalization. As of today, it's nearly 90%. This is astounding - in the past 40
years, no single stock has come close to dwarfing the value of so many other
companies."

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-breadth-1-080720.png


By itself, this data point does not have a lot of historical relevance. However, it does tend to be
more of an indication of underlying "exuberance" in the market. 

The point here, however, is the top-5 stocks are distorting the overall market participation.

Let Me Explain The Math

Currently, the top-5 S&P stocks by market capitalization (AAPL, AMZN, GOOG, FB, and MSFT)
make up the same amount of the S&P 500 as the bottom 394 stocks. Those same five also
comprise 26% of the index alone. 

https://realinvestmentadvice.com/wp-content/uploads/2020/08/1-17.png


What investors are missing is that the top-5 stocks are distorting the movements in the overall
index.

For each $1 put into each of those top-5 stocks, the impact on the index is the same as
putting $1 into each of the bottom 394 stocks. Such is clearly not a true representation of either
the market or the economy. 

As we have noted recently, if you own anything OTHER than those top-5 stocks, your portfolio is
likely underperforming the market this year.

Exuberance Abounds

This past week, we discussed with our RIAPro Subscribers (Try Risk-Free for 30-days) the
dangers of chasing markets, which have deviated extremely from their long-term means. The risk,
of course, is that markets always, without exception, revert to the mean. The only question
is the "timing" of the event. 

https://realinvestmentadvice.com/wp-content/uploads/2020/08/Capitalizaton-Weights-080720.png
http://email.theriotcreative.com/h/r/3C0F62EA2210C395
https://simplevisor.com/


Specifically, we noted the deviation of the Nasdaq from its 200-dma, which remains near a record
high. 

"Moving averages, especially longer-term ones, are like gravity. The further prices
become deviated from long-term averages, the greater the 'gravitational
pull' becomes. An 'average' requires prices to trade above and below the ?average?
level. The risk of a reversion grows with the size of the deviation.

The Nasdaq currently trades more than 23% above its 200-dma. The last time
such a deviation existed was in February of this year. The Nasdaq also trades 3-
standard deviations above the 200-dma, which is another extreme indication. 

Such does not mean the market is about to crash. However, it does suggest the 'rubber
band' is stretched so tightly any minor disappointment could lead to a contraction in
prices."



Again, this deviation is driven by the largest cap-weighted names. Still, there are also more
extreme signs of speculative appetite currently flowing into the markets. 

The Greed Factor

The RIAPro sentiment gauge, which is based on actual investor positioning, is at more extreme
levels.

The put/call ratio is also at a historic low, which suggests that investors have given up hedging risk
in portfolios entirely. I have marked the previous points where the put/call ratio was this
imbalanced.

https://simplevisor.com/
https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-Greed-Fear-Guage-080720.png


Importantly, this is all very "bullish" for now.

The point about these indicators, is that in the short-term (a few days to a few weeks) it
suggests the markets will likely continue to rise. Such is because "momentum" is a tough thing
to kill.  

However, longer-term, they have a long history of suggesting increasing levels of risk, which
eventually leads to less pleasant outcomes.

The Megaphone

https://realinvestmentadvice.com/wp-content/uploads/2020/08/PutCall-Rato.png
https://simplevisor.com/


In the short-term, there seems to be little worry about. I thought this sentiment was summed up
best by Jeffrey Marcus, who manages the TPA Analystics long-short portfolio for RIAPro:

https://twitter.com/TpaResearch/status/1291459674240421893?s=20

However, in the longer-term, the bulls may be walking into a trap. 

While the bulls are chanting "all-time highs," it falls within the context of an ongoing topping
process referred to as a "megaphone" pattern. Here is the definition:

"A broadening formation is a price chart pattern characterized by increasing price
volatility and diagrammed as two diverging trend lines, one rising and one falling. 

These formations are relatively rare during normal market conditions over the long-term
since most markets tend to trend in one direction or another over time. The formations
are more common when market participants have begun to process a series of
unsettling news topics. Topics such as geopolitical conflict, a change in Fed policy, or a
combination of the two, are likely to coincide with such formations.

Broadening formations are generally bearish for most long-term investors since they are
characterized by rising volatility without a clear move in a single direction." 

It's Just A Chart

This broadening, or megaphone, pattern is seen below on the monthly chart. Importantly, despite
the "correction," in March, the "bull market" that began in 2009 remains intact as the low monthly
close did not break the 4-year moving average. 

Furthermore, this is a "monthly" chart, so it is very slow to form. As such, it is critical to consider
this analysis in context. The chart does not mean the markets are about to crash, nor is it a
useful tool to try and "time" the market.

https://riapro.net/portfolio/tpa-research


The market will hit new highs as it reaches the top of the upper trendline, where it will meet
more formidable resistance. With the market back to a more extreme overbought condition, the
"low hanging fruit" has been picked.

Risk/Reward Ranges

Nonetheless, as discussed below, the current levels of "bullish sentiment" and "momentum" keeps
our portfolios allocated toward "risk." However, we are moving closer toward the "exit," so we
are not the last one trying to get out of the theater when someone yells "fire." 

With the markets closing just at all-time highs, we can only guess where the next market peak will
be. Therefore, to gauge risk and reward ranges, we have set targets at 3500, 3750, and 4000 or
4.4%, 12.2%, and 19.5%, respectively. 

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-MegaPhone-080720.png
https://dev-ria2020.pantheonsite.io/make-an-appointment/


Here are the current risk/reward ranges:

+4.4% to 3500 vs. -4.3% to June high breakout support. 
+4.4% to 3500 vs. -5.7% to the 50-dma.
+12.2% to 3750 vs. -9.6% to the 200-dma 
+12.2% to 3750 vs. -11.5% to the June consolidation lows.
+19.5% to 4000 vs. -22.17% to the March closing low. (Not shown)

Given there is no good measure to justify upside potential from a breakout to new highs, you can
personally go through a lot of mental exercises. While there is certainly a potential the market could
rally 19.9% to 4000, it is also just as reasonable the market could decline 22.2% test the March
closing lows. Completion of the "megaphone pattern" discussed above would be a 37.43%
decline. 

Just in case you think that can't happen, just remember no one was expecting a 35% decline
in March either. 

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-Chart-2-080720.png


As we said last week, "risk happens fast."

Portfolio Positioning

Let me restate our position for the last several weeks.

?With our portfolios almost entirely allocated towards equity risk in the short-
term, we remain incredibly uncomfortable.?

Such remains the case this week. While we certainly enjoy the markets lifting our client's portfolio
values higher, we are keenly aware of the risk. 

As Chuck Prince, CEO of Citigroup, once stated:

"When the music stops, in terms of liquidity, things will be complicated. But as
long as the music is playing, you?ve got to get up and dance. We?re still
dancing,? - July 2007

Note the date. 

Just as it was then, stocks kept running well into 2008. But eventually, the music stopped, and poor
Chuck was left without a chair. 

Given we are now getting more extreme short-term overbought conditions, the risk of a
short-term reversion has risen. 

As noted last week, we have continued to maintain our equity exposure to the markets. Still , we
have continued to "hedge around the edges," by adjusting our bond duration, adding a long-dollar
position to hedge our gold exposures, and adding more "defensive" names to our equity allocation. 

Our job remains the same, protect our client?s capital, reduce risk, and try to come out on the other
side in one piece. 

While we are certainly more bullish on markets currently, as momentum is still in play, it doesn?t
mean we aren?t keenly aware of the risk.

Pay attention to what you own, and how much risk you are taking to generate returns. Going
forward, this market will likely have a nasty habit of biting you when you least expect it.

The MacroView



If you need help or have questions, we are always glad to help. Just email me.

See You Next Week

By Lance Roberts, CIO

Market & Sector Analysis

Data Analysis Of The Market & Sectors For Traders

S&P 500 Tear Sheet

https://realinvestmentadvice.com/macroview-fed-wants-inflation-but-their-actions-are-deflationary/
mailto:lance@riaadvisors.com


Performance Analysis

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-TearSheet-080820.png


https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-RelativePerformance-080820.png


Technical Composite

Sector Model Analysis & Risk Ranges

How To Read.

The table compares each sector and market to the S&P 500 index on relative
performance.
The "MA XVER" is determined by whether the short-term weekly moving average
crosses positively or negatively with the long-term weekly moving average.
The risk range is a function of the month-end closing price and the "beta" of the
sector or market.
The table shows the price deviation above and below the weekly moving
averages.

https://realinvestmentadvice.com/wp-content/uploads/2020/08/Technical-Gauge-080720.png


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

https://realinvestmentadvice.com/wp-content/uploads/2020/08/ETF-Relative-Performance-080820.png


Improving ? Financials (XLF), Industrials (XLI), and Energy (XLE)

While Financials remain the improving quadrant, they are still vastly underperforming the market.
Conversely, Industrials have broken above their 200-dma and are performing better. The sector is
very overbought short-term, so a pullback to the 200-dma that holds will allow us to add more to
our exposure. Energy continues to underperform the market vastly. While there is value in the
sector, there is no reason for overweight holdings currently.

Current Positions: XLI

Outperforming ? Materials (XLB), and Discretionary (XLY)

Discretionary stocks have broken out to new highs and continue to perform well due primarily to
AMZN. However, the sector is extremely overbought, and a correction is likely. Take profits and
rebalance risk accordingly. Materials are also struggling at all-time highs and are also extremely
extended.

Current Positions: None

Weakening ? Technology (XLK), and Communications (XLC)

After adding more exposure to our Technology holdings, the sectors have gone vertical with the
rush to chase the 5-mega cap names. Once again, we need to take profits due to the extreme
extension potentially. A correction is likely. The same goes for the Communications sector as well.

Current Position: XLK, XLC

https://realinvestmentadvice.com/wp-content/uploads/2020/08/CandleGlance-Sector-080720.png


Lagging ? Healthcare (XLV), Utilities (XLU), Real Estate (XLRE), and Staples (XLP)

Previously, we added to our core defensive positions Healthcare. We continue to hold Healthcare
on a longer-term basis as it tends to outperform in tougher markets and hedges risk. Healthcare is
overbought after the expected rally, Look for a correction back to support at the 200-dma.

Our defensive positioning in Staples has finally played catchup to the rest of the market. Staples
are very overbought, so rebalance risk accordingly. Utilities continue to lag, but performance is
improving.

Current Position: XLU, XLV, XLP

Market By Market

Small-Cap (SLY) and Mid Cap (MDY) ? Both of these markets continue to underperform, but did
perk up this past week. We suspect this will be a temporary rotation, so take profits and rebalance
longs if you have them. 

Current Position: None

Emerging, International (EEM) & Total International Markets (EFA)

Emerging and International Markets have performed better recently. We added a long-dollar hedge
to our portfolios, which will weigh on international exposure. However, we will look to add

https://realinvestmentadvice.com/wp-content/uploads/2020/08/CandleGlance-Markets-080720.png


international back to portfolios once the dollar reversal occurs.

Current Position: None

S&P 500 Index (Exposure/Trading Rentals) ? We currently have no "core" holdings.

Current Position: None

Gold (GLD) ? Previously, we trimmed our exposure to IAU. Gold is a bit overbought short-term, so
we are looking for a pullback to rebuild exposures. The Dollar is extremely oversold; we have
added a small UUP position to hedge downside risk in Gold. 

Current Position: IAU, UUP

Bonds (TLT) ?

We continue to hold our bond holdings as a hedge against market risk. However, those positions
are starting to get very extended, so we will likely rebalance soon. No change this week.

Current Positions: TLT, MBB, & AGG

Portfolio / Client Update

As noted last week, we are heading into two of the seasonally weak months of the year. Over the
last couple of weeks, we made changes to portfolios to rebalance risk, add a hedge, and shift
exposures into protected areas against risk.

I was having a discussion with a client last week about "relative performance" in portfolios. Here
are the important points of that discussion. 

1. We run an "equally" weighted portfolio versus a "market cap" weighted portfolio. The
chart of an equal-weight and market-cap weight S&P is below for clarity.

2. We also run a stock/bond allocation model versus an all-equity benchmark. 
3. Given roughly 80% of the returns have come from about 10-stocks in total, ANY

portfolio allocation containing more than those "mega-cap" stocks has underperformed
this year. 
 



Here is the point. 

If you are looking at the S&P 500 index and wondering "how you can get some of that," I can
certainly do that for you. We need to put everything you own into FB, AAPL, MSFT, NFLX, GOOG,
and AMZN. 

I highly suspect you understand the absurdity of making such a move with your retirement money. 

Unfortunately, this is the absurdity of the market we currently live with. 

As John Maynard Keynes once quipped:

"The markets can remain irrational longer than you can remain solvent."

Solvency is what we are focused on with YOUR money.

Portfolio Changes

In both models, we added a value position in AT&T. 

For the full reasoning behind this trade, please read our report from our analyst Nick Lane:

https://realinvestmentadvice.com/nick-lane-the-value-seeker-report-att-t/

We continue to look for opportunities to abate risk, add return either in appreciation or income, and
protect capital. 

Please don't hesitate to contact us if you have any questions or concerns.

Lance Roberts

CIO

https://realinvestmentadvice.com/wp-content/uploads/2020/08/SP500-vs-EqualWeight.png


THE REAL 401k PLAN MANAGER

A Conservative Strategy For Long-Term Investors



https://realinvestmentadvice.com/wp-content/uploads/2020/08/401k-Chart-080720.png
https://realinvestmentadvice.com/wp-content/uploads/2020/08/401k-PlanManger-080720.png


If you need help after reading the alert; do not hesitate to contact me

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

mailto:lance@riaadvisors.com


https://realinvestmentadvice.com/wp-content/uploads/2020/01/401k-Performance-Model-Chart-010320.png


401k Plan Manager Live Model

As an RIA PRO subscriber (You get your first 30-days free) you have access to our live 401k
plan manager.

Compare your current 401k allocation, to our recommendation for your company-specific plan as
well as our on 401k model allocation.

You can also track performance, estimate future values based on your savings and expected
returns, and dig down into your sector and market allocations.

If you would like to offer our service to your employees at a deeply discounted corporate
rate, please contact me.

https://riapro.net
mailto:lance@riaadvisors.com
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