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Bulls Buy The Dip

Last week, we discussed that as the market hit new highs and the index returned to more
extended and overbought conditions, a correction was likely. To wit:

"Analysts have set a very high bar for the markets to hurdle, given already lofty
valuations. With indices already well-stretched above their historical means, there is
much room for disappointment. With the currently very overbought short-term
market, a 3% to 10% correction this summer remains likely."


http://www.twitter.com/lanceroberts
http://www.facebook.com/realinvestmentadvice
https://www.linkedin.com/in/realinvestmentadvice
https://soundcloud.com/the-lance-roberts-show
https://seekingalpha.com/author/lance-roberts/articles#regular_articles
https://realinvestment.wpenginepowered.com/
https://realinvestment.wpenginepowered.com/earnings-kick-off-with-markets-priced-for-perfection-07-16-21/
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Well, between Friday and Monday, the market did sell-off by 3% to touch the 50-dma. However, at
that point, "dip buyers" emerged to chase the market back to new highs. While this does indeed
negate any short-term bearish action, it is worth noting two things (shown below):

e The volume of the rally was extremely light; and,
¢ The sell-off was too shallow to reverse the underlying technical concerns.


https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/SP500-Index-071521.png
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The good news is that the lack of real progress over the last couple of weeks did work off most of
the "money-flow sell signal,” which preceded the selloff. If the market can continue to maintain its
more bullish posture, this should reverse our signals as early as next week.


https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/SP500-MarketUpdate-072321.png
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While the upside remains somewhat limited, given the already substantial advance this year, it will
alleviate downside concerns momentarily. However, with that said, the extremely low level of
volatility this year is reminiscent of 2017. The reason is that "stability" is fragile. In other words,
stability ultimately leads to instability.

Economist Hyman Minsky argued that during long periods of bullish speculation, the excesses
generated by reckless, speculative activity eventually lead to a crisis. Of course, the longer the
speculation occurs, the more severe the crisis will be.

The Next Minsky Moment

Minsky argued there is an inherent instability in financial markets. He postulated that
abnormally long bullish cycles would spur an asymmetric rise in market speculation. That
speculation would eventually result in market instability and collapse. Thus, a ?Minsky

Moment? crisis follows a prolonged period of bullish speculation, which is also associated with
high amounts of debt taken on by both retail and institutional investors.

One way to view ?leverage? is through ?margin debt,? and in particular, the level of ?free cash?
investors have to deploy. In periods of ?high speculation,? investors are likely to take on
excess leverage (borrow money) to invest, which leaves them with ?negative? cash
balances.


https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/SP500-MoneyFlow-072321.png
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While "margin debt" provides the fuel to support the bullish speculation, it is also the
accelerant for the reversal when it occurs. Periods of low volatility, and steadily rising prices,
lead to market complacency. As noted, the last period where we saw similar levels of low volatility
was 2017.

$SPX S&P 500 Large Cap Index INDX @ StockCharts.com
29-Dec-2017 Open 262015 High 269212 Low 267361 Close 257351 Volume 1.48 Chg -13.93 (-0.52%)+

MW rmosR(14) -49,10 | |

r I'..N'--‘|J|/\1 |UJ ml's. Ip'\/J\b‘ll. Ifll ,M \ J"'.I A r/\,\-vﬂ A F ll J‘W .1/\/\/\/\” 7 I]'ll;_f\" Ilv IFN‘ L\ I/\ JL\AI 20
W Vo A I/ oY | | [ | \y oV

||| - I"-,..Il'\ I'/ v""J“I"-, . I"ll I'II | | '\"]I A. l p S \ J 'r'll || |If ll =

|J A 'Fv-" '|r""-,' F '!l / lFI H IF. V ! )

Wl S&P 500 Large Cap Index (Daily) 267361 (29 Dec) *l' 1 2700
4t

- =MA(200) 2452,13 2675

—MALSD) 2617 .41 ui]
Pl 2650
ﬂ{ 2625

2600
2575
2550
2525
2500
2475
2450

2425

50- and 200-dma
Move Parallel 2375

2350
2325
2300
2275
2250

2112 Jan ©:2.271.14 H: 227178 L: 225425 C:2270.44 \:1,933.571,200 Y:227586 Jul Aug Sep Oct Now Dec 2018
= MACD(12,26,9) 20,314, 22,192, -1.878 25

2017 Feb har Apr i ay Jun Jul Aug Sep Dot Mow Dec 2018



https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/Margin-Debt-Free-Cash-Balances-072121.png
https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/SP500-2017-072321.png

Of course, that low-volatility period in 2017 didn't last long. The "Minsky Moment" arrived in 2018
and lasted through 2020 as price swings punctuated the markets. While this current low-volatility
regime can certainly last a while longer, it is likely naive to believe the next "Miskey Moment" will be
any less punishing than the last.
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The last time | wrote about a"Minsky Moment," here was my conclusion.

"Professor Minsky taught that markets have short memories and they repeatedly
delude themselves into believing "this time is different.” Sadly, judging by today?s
market exuberance, once again Minsky is likely to be proven correct.

All that is missing is the catalyst to start the ball rolling.

An unexpected recession would more than likely do to trick."

That was February 2020, one month before the recession began.

Tired of trying to self-manage your 401k plan?

Let do it for you. Get started now

Trading Sardines

"In 'Margin of Safety," Seth Klarman tells a story about the market craze in sardine
trading. One day, the sardines disappeared from their traditional habitat off of the
Monterey, California, shores. Due to their scarcity, commodity traders bid up the price of
sardines. Prices soared.


https://realinvestment.wpenginepowered.com/wp-content/uploads/2021/07/SP500-5-Year-Chart-072121.png
https://realinvestment.wpenginepowered.com/macroview-the-next-minsky-moment-is-inevitable/
https://realinvestment.wpenginepowered.com/connect-now

Eventually, along comes a gentleman who decides to treat himself and opens up a can
of sardines and eats them. He immediately gets ill and tells the seller the sardines are
no good. The seller quickly responds, 'You don't understand. These are not eating
sardines; these are trading sardines!"™ - Doug Kass

On Monday, the market sold off over fears of the "Delta variant."(Someone ate the sardines.) On
Tuesday, as the market touched the 50-dma, computer algorithms furiously "traded sardines."

Such is not an investor's market. Rather, it is a market fraught with speculative frenzy as investors
fear "missing out" more than "losing capital.”

In the short term, speculation seems "normal.” However, as the price advances, the underlying
valuations become an inherently more significant drag on outcomes. Currently, those valuations
exceed levels rarely witnessed in history. (Table courtesy of Tavi Costa of Crescat Capital)

S&P 500 Valuations

i Model Factors Most Recent Value Historical Percentile
Median EV to Sales (Ex-Financials)

US Total Market Cap to GDP 170%
EV to Free Cash Flow Margin-Adjusted (Ex-Financials) 48.8
Median Price to Sales 2.8
Median Price to Book 3.9
Median EV to EBITDA (Ex-Financials) 15.0
{Aggregate EV To Sales 3.0
Aggregate EV to Trailing 12M EBITDA 17.5
Aggregate EV to 2021 EBITDA Estimate 159
_ m:te Price to 2021 Book Value Estimate 8
Aggregate Price to Tangible Book Value 12.8
Aggregate Price to Eamnings 27.9
Cyclically Adjusted P/E (CAPE) 32.9
Aggregate Price to 2021 Earnings Estimate
Aggregate Price to Book -

 Somani - Bloomberg, ¥ade [ Rodeert Shalled, dobe Muaman * Mty o of Mowembeed of 2000 020X Crearat Capatsl UL

If you are a long-term investor, it is becoming more critical to understand the risk you are
undertaking. Likewise, if you are a trader, it is essential to determine what type of trader you are.
As Doug concluded:

"In terms of trading, more than ever, it's important to remember that there are two kinds
of traders:

e Those who are humble.
e Those who are going to be humbled.

Remember those words because, despite the appearance of the many talking heads in
the business media who regal in the reversal of Monday's losses and consecutive
winning trades. The stock market is likely to grow more difficult and narrow in the
months ahead.”

The Fed's Power



Over the past few years, Michael Lebowitz and | have written many articles discussing the perils of
excessive monetary policy. These perils range from slower economic growth, excessive
speculation, the formation of asset bubbles, and wealth inequality. The last point is most important.

Wealth inequality is the catalyst behind the calls for socialism, the increase in riots, and racial
tensions. When individuals cannot make "ends meet," they begin to lash out at those who
are prospering at their expense. Such is not new but rather a consequence of similar periods of
inequality throughout history. Notably, the wealth gap is directly related to the Federal Reserve
monetary interventions.
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The speculative retail frenzy in the financial markets is further evidence of the Fed's monetary
mistake of creating "Moral Hazard." As Charles Mackay noted in his book on "The Madness Of
Crowds:"

?Essential is the understanding of the role psychology plays in the formation and
expansion of financial manias. From the 1711 ?South Sea Bubble? to the 2000
?Dot.com crash,? all bubbles formed from a similar ?panic? by investors to chase
ongoing speculation.?

On Thursday, Michael Lebowitz and | discussed the ongoing problems of the Fed's
monetary interventions in much greater detail. This discussion includes 10-clips from various
Fed members, Jeremy Grantham, Mohammed EI-Erian, and Howard Marks, to support our views.

https://youtu.be/aHvAXDzeVak?t=595

The problem for the Fed, as discussed, is they have now inflated multiple asset bubbles from which
they cannot extricate themselves. If they try and "taper" monetary policy, the markets panic. With
the entirety of the financial ecosystem more heavily levered than ever, the Fed's most
significant risk is the ?instability of stability.?



https://realinvestment.wpenginepowered.com/neel-kashkari-is-the-definition-of-moral-hazard/
https://realinvestment.wpenginepowered.com/knowledge-vs-experience-why-most-investors-wind-up-losing/
https://realinvestment.wpenginepowered.com/knowledge-vs-experience-why-most-investors-wind-up-losing/
https://realinvestment.wpenginepowered.com/knowledge-vs-experience-why-most-investors-wind-up-losing/
https://realinvestment.wpenginepowered.com/the-fed-the-stability-instability-paradox/

Ultimately, the Fed can choose to reverse monetary policy and navigate the fallout. Or, some
exogenous event will eventually do it for them.

In Case You Missed It

#MacroView: Shortest Recession In History Sets
Up Next Recession

Written by Lance Roberts | Jul 23, 2021

The recession of 2020 was the shortest in history, Given the recession was

cut short by record interventions the next recession is now advanced.

>> Read More

The Fed Is Deflationary

On Thursday, Mish Shedlock penned an excellent post on Lacy Hunt and the inflation argument.
While | suggest reading it in its entirety, the following except supports our recent views on why "
Monetary Policy Is Not Expansionary."

"When debt is already at extreme levels, a further increase in debt leads to an
increase in the risk premium on which a borrower will default suggesting that the
bank or other lender will not be repaid.

In terms of the impact on monetary activities, a drop in the LD ratio means that
more of bank deposits are being directed to the purchase of Federal, Agency and
state and local securities in lieu of private sector loans. The macroeconomic result
is that funds are shifted to sectors that are the least productive engines of
economic growth and away from the high multiplier ones." - Dr. Lacy Hunt


https://mishtalk.com/economics/lacy-hunt-on-debt-and-friedmans-famous-quote-regarding-inflation-and-money
https://realinvestment.wpenginepowered.com/macroview-monetary-policy-is-not-expansionary/
https://realinvestment.wpenginepowered.com/macroview-monetary-policy-is-not-expansionary/
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The shift in "risk preference” by banks is evident. Each time the Fed engages in QE programs,
banks ?hoard? those reserves as the ?risk/reward? of loaning money into the economy is
not justified.
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As we repeatedly stated previously, disinflation is more likely than accelerating inflation.

With the base effects now exhausted, the cyclical, structural, and monetary considerations suggest
inflation will decline by year-end. Thus, the "inflationary psychosis" gripping the bond market is
already reversed as the realization of slower economic growth and disinflation occurs.
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Given that wages are not keeping up with inflation currently, consumers' ability to continue
expanding their consumption "sans stimulus" will become problematic.
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Given we already see cracks in the housing and auto markets, there is likely a deflationary
"payback" coming much sooner than expected.

As Mish concludes

"QE sponsors bubbles and central banks are addicted to it."

The problem with addictions is the eventual "withdrawal."
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RIA Pro Analysis, research, 30 DAY

portfolio models & more.  TRIAL OFFER

Portfolio Update

We have not made tremendous changes to our portfolio models as of late. We still maintain a
nearly fully allocated equity allocation in our models along with a bond portfolio that remains fairly
short-duration.

As we have been recommending over the last couple of weeks, we have followed our basic rules of
portfolio risk management. We took actions to:

e Take profits in positions that rose sharply and exceeded our portfolio allocation sizing limits.

¢ Reduce positions that were underperforming but still maintain strong fundamental
underpinnings.

¢ Rebalance sector allocations to aligns with our portfolio benchmarks as needed.

About three weeks ago, we noted that we started to increase the duration of our bond portfolios,
expecting a peak in economic activity. Over the last week, the bond market came to agree with our
views, and that increased duration provided a hedge against equity risk. So on Thursday, we
increased our duration again as the 10-year Treasury rate touched and held the 200-dma.

By the end of this year, we expect that we will likely see treasury rates fall below the 1% level once
again as the markets realize artificial short-term economic growth is not the same as real growth.

However, in the short term, we remain focused on our equity exposure. After next week, the bulk of
the S&P 500 will have reported earnings. Such leaves the market vulnerable to August and
September's seasonally weak tendencies.

https://twitter.com/LanceRoberts/status/14181832788346880027s=20

As we have noted over the last several weeks, it has been an exceptionally long period without a
5% correction, or more, in the market. While such does not mean it "MUST" occur, the
probabilities of such an occurrence outweigh the possibilities it won't.

Have a great weekend.

By Lance Roberts, CIO

Market & Sector Analysis

Analysis & Stock Screens Exclusively For RIAPro Members

Discover All You Are Missing At RIAPRO.NET

Come find out what our RIAPRO.NET subscribers are reading right now! Risk-Free For 30-Day
Trial.

e Sector & Market Analysis
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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

\

Fixed Income (Bonds)
Bond Funds reflect the direction of interest rates
1009/ Examples: Short Duration, Total Return and Real Return Funds
0
Of Target |Equity (Stocks)
The vast majority of funds track an index.
Therefore, select on ONE fund from each category.
Keep it Simple
20% Equity Income, Balanced or Conservative Allocation
30% Large Cap Growth (S&P 500 Index)
5% International
5% Mid-Cap

Portfolio Instructions:
Allocation Level To Equities Recommendation When To Take Action
Less Than Target Allocation Hold Current Exposure Hold Exposure
Equal To Target Allocation Hold Current Exposure Hold Exposure
Over Target Allocation Hold Current Exposure Hold Exposure
Commentary

After a brief tumble and retest of the 50-dma, the market surged to new highs this past week. However,
while that rally was welcome, the correction was not deep enough to work off the more extended and
overbought conditions of the market.

Furthermore, as discussed last week, the breadth of the rally remains narrow with small and mid-caps,
international and emerging markets lagging over the last couple of months. Such continues to suggest the
flood of money back into the "deflationary” trade of "growth stocks" is a more cautionary move by
managers against a backdrop of weakening economic growth.

For now, keep exposures at full weights, but hold new contributions in cash for now. There likely is not a lot
of upside here to warrant chasing markets, but if we continue to consolidate over the next month or so, we
will have a better opportunity to deploy cash for a stronger year-end performance.

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

Tired of trying to saa ake control o RIA

self-manage your 401k? W' &8 our re > Learn More
Let us do it for you. ' [ WIth

401k Model Performance Analysis
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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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Have a great week!
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