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wanting.

When: Saturday, October 3rd, 2020
Time: 9-11 am
Where: An exclusive GoTo Webinar Event (Register Now)

Catch Up On What You Missed Last Week

An Orderly Sell-Off

Over the last couple of weeks, we have been discussing the ongoing market correction. As shown
below, the sell-off has been orderly and not one of a "panic" induced decline.
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The market did retrace from the top of the 2-standard deviation range to the bottom, which is part
of a healthy correction process. As we noted last week, the correction also aligns with the
historical weakness seen in September and October, particularly in years preceding an
election. Importantly, given there was no sharp rise in volatility, such also confirms this was a
more orderly and healthy market retracement.

While the sell-off in the market has gotten overdone short-term, we still suggest using
rallies back to the 50-dma to rebalance portfolio risks. Look at the first chart above. The market
is currently in a very defined downtrend. Friday's march failed to break out of that resistance. In the
chart below, we see the market rallied back to the previous consolidation lows with the 20-dma
approaching a cross of the 50-dma. Such would suggest more downward pressure on prices
short-term. The 200-dma is roughly 7% lower from Friday's close. 
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If the market can break above resistance on Monday, clear the 50- and 20-dma's, then old highs
should not be an issue. But that will take a fair bit of work at a time where market risks have
increased.

Is The Fed Done?

?Federal Reserve Board Chairman Jerome Powell warned Wednesday that a lack of
further fiscal support from Congress and President Trump could ?scar and
damage? a U.S. economy restrained by the coronavirus pandemic." ? The Hill

Such is an interesting position from the head of the Central Bank who has flooded the system with
liquidity. The chart below is a bit dated but shows the rather tepid uptake of emergency measures.

The reason the usage of the programs is so low is two-fold.

1. The functioning credit markets function on sentiment. There is always plenty of liquidity
in the credit markets. What was needed was the "confidence" the markets would work
properly. Once the Fed cured the "sentiment" problem, there was mostly no need for liquidity
from the Fed. Companies were able to go to market, issue securities, or borrow money as
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needed. 
2. Companies didn't want to take on additional debt. While the design of the programs was

to support businesses in keeping employees paid, if there is "no" or "greatly reduced"
customers due to lockdowns, taking on debt to keep employees makes little sense.

The second point is more important. While the Federal Reserve can calm and support public
markets, they have little impact on the non-public markets. The real crisis is in small and
medium-sized businesses that do not have access to public markets, either equity or debt,
to raise needed capital. The large pool of non-public businesses are facing large amounts of
devastation currently, and the "death rate" of small businesses is rising to nearly 50%. Given that
small businesses make up roughly half of the employment in the U.S., this is no trivial matter.

The Fiscal Kink

The Federal Reserve is trying to plug a hole that fiscal policy was widely expected to fill by now.
However, the Fed's ability to expand on current programs is limited to the Treasury Department's
issuance of additional debt. Without another "fiscal relief" bill, there isn't enough debt
issuance to support another round of interventions by the Fed.  Currently, the Federal
Reserve is continuing to run "Quantitative Easing" at $120 billion per month, but much of that is just
replacing bills that are maturing. As shown below, the Fed's balance sheet has been stagnating
since June as the uptake from its various programs has waned.

Subsequently, excess bank reserves, which have supported the market recovery from the March
lows, have also peaked.
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A Louder Message

While the Federal Reserve could undoubtedly begin to more bonds in the open market, they realize
they run the risk of disrupting the credit market by becoming too big of a buyer. The Fed has
previously warned they did not want to disrupt markets in this manner. As noted by Zerohedge on
Friday:

"Two weeks ago, when the Fed published its latest monthly breakdown of purchases 
Secondary Market Corporate Credit Facility which shockingly showed that in the
entire month of August, the Fed had not purchased a single corporate bond ETF
and had barely purchased any corporate bonds in the open market, we asked if
Powell was 'sending the market as message.' In the subsequent two weeks, which saw
a sharp drop in risk assets and the Nasdaq sliding into a 10% correction, coupled with a
modest rout across the corporate bond sector, many had expected the Fed to revert
to its role as custodian of market stability and ramp up its purchases of corporate
bonds, if for no other reason then to assure investors that Uncle Jerome was still
watching over everyone. So in what may come as a big surprise to all those
praying for the Fed to bail them out, or to at least telegraph that he is keeping an
eye on the current tech-led market mess, Powell did no such thing and in fact the
Fed's latest weekly H.4.1 report showed that the corporate credit facilities held
$12.911bn of corporate bonds and ETFs as of Tuesday, up a tiny $44 million from
$12.867BN the prior week."

 As noted, without

more "fiscal" support, their "monetary" capabilities become much more limited.

Fiscal Support Not Likely 

Despite the Federal Reserve imploring Washington for more "fiscal" support during the last couple
of speeches, it is unlikely to happen. As we discussed in Tuesday's report "No Help Is Coming:"
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"Why is this important to the market? Because Congress is facing three different events
that have removed the focus from additional financial support for the economy.

1. With the election fast approaching, Congress does not want to pass a fiscal
support bill to help the other Presidential candidate. Such is why there are dueling
bills between the House and Senate currently.  

2. September ends the 2020 fiscal year of Congress. Such requires either a
?budget,? or another C.R. (Continuing Resolution) to fund the government and
avoid another shut-down.

3. Lastly, the death of RBG will have the entire Democratic Party, which controls the
House, focused on how to stop President Trump from nominating a replacement
before the election. All Trump needs is a simple majority in the Senate to confirm
a justice that he can likely get."

Without more fiscal support, the entire premise of the "economic reflation" trade may be over.
Economic data is already starting to disappoint as stimulus runs dry, and earnings estimates have
begun to fall again, as I addressed last week.

"Such also correlates with weaker economic data showing up. Weaker economic data
translates into reduced earnings outlooks for companies. During the last 30-days,
2021 estimates for the S&P 500 have declined by an additional $5/share.
Furthermore, those estimates are down nearly $30 from the original forecast in
January 2020. Yet, markets remain only slightly off all-time highs."

For these reasons, while the markets may indeed see a short-term bounce, the longer-term
correction may not be over.
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The Correction May Not Be Done

Given the challenges facing the markets over the intermediate-term from a "contested election," a
lack of financial support, a pandemic resurgence, and economic disruption, the risk of a deeper
correction remain. If we look at the weekly chart below, we find that when the market has
historically broken below its short-term weekly moving average, it has, with some consistently,
tested the longer-term average. Currently, that is almost 7% lower than where we closed on Friday.

Given we are still in a recessionary environment, that earnings remain weak, and the market
remains rather extended from its long-term means, a deeper correction in the months ahead is
certainly not out of the question. Investors will likely benefit from maintaining caution in portfolios
and continuing to use rallies to rebalance risks accordingly.

Portfolio Positioning Update
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Over the last few weeks, we have repeatedly discussed the idea of reducing risk, hedging, and
rebalancing portfolios. Part of this was undoubtedly due to the overly exuberant rise from the March
lows and the potential for an unexpected election outcome. This past week, we continued to
look for a "tradeable bottom," but did not see a reasonable risk/reward set up just yet. 
Given the extent of the correction over the last three weeks, and the increase in negative
sentiment, we will likely add trading positions to portfolios on Monday. We will primarily focus on
the Technology, Communications, Discretionary, and Staples sectors. Such aligns with our short-
term "risk-reward" ranges, which are provided weekly to our RIAPRO Subscribers (Click Here
For 30-day Free Trial)

We are currently going to avoid international, emerging markets, basic materials, and industrials.
These areas are subject to a rally in the dollar. Given the hugely negative sentiment in the U.S.
Dollar, we have been warning for several weeks that a counter-trend rally was likely.
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Portfolio Changes

In the meantime, we did make some adjustments to our bond portfolio to reduce some of our
corporate bond exposures and increase our mortgage back and shorter-duration Treasury
holdings. Such increased our "credit quality" in our bond portfolio while mildly reducing our duration
to shore up volatility risk. We also temporarily reduced our exposure to gold and gold miners due to
the dollar rally. We will add back to these positions on further weakness. Lastly, we also continue to
hold a healthy allocation to cash, which we will add back to our equity holdings as the opportunity
presents itself. On this part of our portfolio exposure, we agree with a comment Doug Kass made
this past week:

"Longer-term investors, with timeframes measured in years and not days or weeks, in
particular, should cheer the recent market dive. In my playbook, high stock prices
are the enemy of the rationale buyer and low stock prices are the friend of the
rational buyer.  My experience is that traders know everything about price but
little of value. Who wouldn't rather buy at a lower price than a higher price?"

Such is why we have been digging through "value" stocks looking for opportunities most investors
are overlooking to chase prices higher. There are many great opportunities, but they require
patience, a strong stomach, and the ability to know the difference between short-term gains
and long-term wealth building.

"The NYSE is the only place in the world that when the sign says 'Every day high
prices', everyone gets excited. If Walmart had the same sign, instead of 'Every day low
prices', no one would show up." - Peter Boockvar

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
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Analysis & Stock Screens Exclusively For RIAPro Members

Discover All You Are Missing At RIAPRO.NET

This is what our RIAPRO.NET subscribers are reading right now! Risk-Free For 30-Day Trial.
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THE REAL 401k PLAN MANAGER

A Conservative Strategy For Long-Term Investors
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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 one should not rely on it for any reason. Past performance is not a guarantee of future results.
Use at your own risk and peril.  
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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 and 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.
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