
We have recently written a couple of posts about the "exuberance" that has invaded the market
since the election. Such is often seen near short- to intermediate-term peaks in markets as
investors go "all-in" without a net. It was on December 5th, 1996, during a televised speech, that
Fed Chairman Alan Greenspan stated:

"Clearly, sustained low inflation implies less uncertainty about the future, and
lower risk premiums imply higher prices of stocks and other earning assets. We
can see that in the inverse relationship exhibited by price/earnings ratios and the rate of
inflation in the past. But how do we know when irrational exuberance has unduly
escalated asset values, which then become subject to unexpected and prolonged
contractions as they have in Japan over the past decade?"

It is an interesting point that the U.S. has sustained low rates of inflation combined with monetary
and fiscal stimulus, which have lowered risk premiums, leading to an inflation of asset prices.

Unfortunately, the knock-off effects has been lower rates of profitability and economic growth. As
shown, the market has completely detached from both economic growth and corporate profitability.
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The last two times such occurred, the outcome was not terrific.

Exuberance Abounds

Over the last two weeks, we have noted the more "exuberant levels" of sentiment from investors
since the election. As stated in "Bulls Go Ballistic:"

"Our composite 'fear/greed' indicator, which primarily comprises investor positioning,
shows much of the same as 'bullish sentiment' pushes back to extremes."

Chart updated through last Friday.
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Importantly, investors are once again positioning themselves into equity "risk" at a rather alarming
rate, with confidence surging higher. The 4-panel chart below shows investors have piled into
equity funds, have a high level of confidence about the future, and complete evaporation of "short-
interest" in the market. (Charts courtesy of The DailyShot)
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Previously, we saw this type of surge in December of 2017, followed by a near 20% decline just
two months later. We saw it again in February of this year. Importantly, this is just the "fuel"
necessary for a more critical correction in the market. As long as "no one strikes a match,"
investors have little to be concerned about.

The Spark That Lights The Fuse

However, there are plenty of catalysts currently, which could "light the fuse." My colleague Doug
Kass laid out a list of potential candidates:

1. The virus mutates, rendering "vaccines" ineffective. 
2. There are unexpected manufacturing, distribution, and storage problems with delivering a

Covid-19 virus.
3. With a delay and without a timely vaccine, the spread of Covid-19 intensifies.
4. As Covid spreads over the next month, there is an increase of state lockdowns, business,

school closings, "stay at home orders," and curfews enacted around the country.
5. The debated election results linger into 2021 as lawsuits multiply.
6. Global economic growth fails to reaccelerate in the second quarter of 2021.
7. Housing falls under the weight of higher home prices - affordability suffers. Housing's

economic multiplier effect moves into reverse.
8. Consumer and business confidence takes a downturn.
9. Bond spreads widen.

10. A divided and partisan House fails to deliver a sizeable and credible stimulus bill.
11. Investors realize that monetary policy can no longer foster or catalyze economic growth.
12. Deflationary conditions accelerate based on unexpected economic weakness.
13. A sizeable corporate fraud gets discovered - further deflating investor confidence.

In reality, we have no idea what the catalyst will be. No one expected a "pandemic" in March, but
here we are. The point is that with markets extremely overbought, extended, and deviated from
long-term means, with overly confident investors, the risk of a reversion has grown.
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7-Impossible Trading Rules

In the "heat of the moment," it is easy to get swept up into narratives as the "Fear Of Missing Out"
overtakes our logical thought processes. As such, here are the 7-impossible trading rules to
follow: 1) Sell Losers Short: Let Winners Run: It seems like a simple thing to do, but the
average investor sells their winners and keeps their losers, hoping they will eventually return to
even. 2) Buy Cheap And Sell Expensive:  If an investment isn?t "cheap, ? it isn?t. Don?t
make excuses to justify overpaying for an investment. In the long run, overpaying always
reduces returns. 3) This Time Is Never Different: As much as our emotions and psychology
always want to hope for the best ? this time is never different. History may not repeat exactly, but it
generally rhymes. 4) Be Patient: There is never a rush to invest. There is also NOTHING
WRONG with sitting on cash until a real opportunity comes along. Being patient is an
excellent way to keep yourself out of trouble. 5) Turn Off The Television:  The only thing you
achieve by watching the television from one minute to the next is increasing your blood pressure.
6) Risk Is Not Equal To Your Return:  Risk only relates to the loss of capital incurred when
an investment goes wrong. Invest conservatively and grow your money over time with the least
amount of risk possible. 7) Go Against The Herd:  When everyone agrees on the market's
direction due to any given set of reasons ? generally, something else happens. Such also cedes to
points 2) and 4). To buy something cheap or to sell expensive, you are buying when
everyone is selling and selling when everyone is buying.

Conclusion

These are the rules. They are simple but impossible to follow for most. However, if you can
incorporate them, you will succeed in your investment goals in the long run. In the end, it is
crucially important to understand that markets run in full cycles (up and down). While the bullish
cycle lasts twice as long as the bearish cycle, investors' damage comes not from lagging markets
as they rise but in capturing the decline.

?In the end, it does not matter IF you are ?bullish? or ?bearish.?  The reality is that
both ?bulls? and ?bears? are owned by the ?broken clock? syndrome during the full-
market cycle. However, what is grossly important in achieving long-term investment
success is not necessarily being ?right? during the first half of the cycle, but by
not being ?wrong? during the second half.?

The markets are indeed currently exceedingly exuberant on many fronts. With margin debt back
near peaks, stock prices at all-time highs, and ?junk bond yields? near record lows, the
bullish media continues to suggest there is no reason for concern. Of course, such should
not be a surprise. At market peaks ? ?everyone?s in the pool.?

?The investor?s chief problem ? and even his worst enemy ? is likely to be
himself.? ? Benjamin Graham


