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Stuck In The Middle

Currently, we seem to be stuck in the middle even as seasonal sell signals trigger. It reminds me of
the lyrics of one of the classics.

?Trying to make some sense of it all, But I can see that it makes no sense at all, Is
it cool to go to sleep on the floor, ?Cause I don?t think that I can take any more Clowns
to the left of me, jokers to the right, Here I am, stuck in the middle with
you?&#2013266080;? Stealers Wheel

It's a fascinating dichotomy in the markets currently. As noted last week:

"There is currently a "Great Divide" happening between the near "depressionary"
economy versus a surging bull market in equities. Given the relationship between the
two, they both can't be right."

This week, the continuation of depressionary economic data continued:
NFIB Survey fell to 90.9
CPI fell 0.8% in one month
PPI fell by 1.3% last month.
Jobless Claims rose by 2,981,000&#2013266080;
Continuing Claims exceeding 22 million
Retail Sales (40% of PCE) plunged by 17.2% last month&#2013266080;
Industrial Production declined by 11.2%

These are numbers not seen since the Great Depression, with expectations for economic growth in
the second quarter at a&#2013266080;-31.5%&#2013266080;growth rate (shown below). The
Atlanta Fed GDP Now is even worse with a -42.8% decline in GDP growth in the second quarter.
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These numbers are mentally hard to grasp. Yet, the markets remain range-bound between the
50% and 61.8% retracement levels, consolidating the advance from the March 23rd lows.

The reason for the dichotomy is simple.
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The bullish argument for stocks remains simple. As long as the Federal Reserve is pumping in
liquidity, buy stocks.

Earnings Continue To Decline

As investors, however, we need to be paying attention to earnings. There is a simplistic correlation
between the economy and the markets. As I questioned in "The Stock Market Is Not The
Economy?"

"The relationship becomes more evident when looking at the annual change in stock
prices relative to the yearly change in GDP."

"Again, since stock prices are driven in part by the 'psychology' of market participants,
there can be periods where markets become detached from fundamentals. However,
there is no point in previous history, where the fundamentals catch up with stock
prices."
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As stated, the equation is simplistic:
"Slower economic growth = less consumption (due to unemployment) = lower profit and
revenue growth."

Based on the current economic devastation, earnings estimates for the next couple of quarters
have fallen sharply. Unfortunately, they still have not compensated for the coming drop in
revenues.

It's The Economy Stupid

How do I know that?
?PCE depends on jobs and wages as well as an intact supply chain, neither of which
are in good condition. Regarding unemployment, the U6 rate, which is a more reliable
indicator of job market health, is at 22.8% currently and rising while the labor market
participation rate has dropped to about 60%.&#2013266080; These factors do not bode
well for growth and earnings for most companies.? ? A Brinkley, Jr.

His statement is correct. There is a precise correlation between PCE and GDP. Not surprisingly, if
consumption contracts due to high levels of unemployment, then economic growth declines. (PCE
is 70% of GDP)

https://simplevisorins.wpengine.com/wp-content/uploads/2020/05/SP500-Earnings-Estimates-051520.png
https://simplevisorins.wpengine.com/wp-content/uploads/2020/05/PCE-GDP-051112.png


The other problem is investors remain overly optimistic about the recovery prospects for earnings
going into 2021. As shown, in April 2019, it was estimated the S&P 500 would earn $174/share
(reported earnings) at the end of 2020. Today, estimates for Q4-2021 now reside at just
$147/share. This is a 15% contraction in estimates when we are discussing a 30-40% decline in
GDP.

Valuations Matter

With expectations for the S&P 500 to return to all-time highs in 2021, such would mean that
valuations currently paid by investors remain at historically high levels.
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As Warren Buffett states: "Price is what you&#2013266080; pay, value is what you get." While it
seems these concerns are irrelevant due to the Federal Reserve's ongoing liquidity injections,
fundamentals and valuations always matter over time.

3-Different Bulls

We have talked before about the "narrowness" of the market. Since the March 23rd lows, the "bull
market" advance was three different "bull markets."&#2013266080;The three charts below break
out the sectors of the market down into "bull market" groupings. I have recalibrated each sector to
a $50 starting price in January of this year. The "Struggling Bull" market has been in sectors that
we currently maintain no exposure to in portfolios. These are the sectors most exposed to either
the "Coronavirus" impact, or the Fed's monetary liquidity and zero interest rates.

Industrial and Transportation stocks are most affected by the economic shutdown, while Financials
are impacted by reductions of net interest income from zero interest rates, and rising delinquency
rates. All three sectors remain below $40, and only marginally above the March 23rd lows. The
next group we classify as a "Stuttering Bull" as the recovery has been better, but the sectors
continue to underperform overall. These sectors have been primarily range-bound between $40
and $45/share since coming off their $30 lows.
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These sectors are still susceptible to the impacts of the "economic shutdown" from reduced
revenues, bankruptcies, unemployment risks, etc. The last grouping are the sectors we remain
most heavily weighted in. These are the companies that are "deemed" to be the most protected
from the impacts of the "economic shutdown." These sectors did not decline as much as the others
during the selloff, and now all trade above $45/share.

The sectors are in a "Raging Bull" market and are within striking distance of all-time highs. This
data tells us two important things.

1. If you wanted to beat the S&P 500 this year, you needed only to own 4-market sectors, and;
2. While earnings may not seem to matter at the moment, they eventually will. Staples,

Technology, Communications, and Healthcare are all trading at very elevated
valuations.&#2013266080;

Most importantly, while the advance has been notable, participation has not only remained weak
but continues to weaken during this consolidation.
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With the MACD "seasonal sell" triggered, it may be time to turn a bit more cautious for the summer.

Seasonal Sell Signals Trigger

As I discussed with our RIA PRO subscribers (30-day RISK FREE Trial) the "Sell In May"
strategy might be worth paying attention to this year. To wit:

"While not every 'summer period' is negative, the long-term history of investing during
the summer months is not stellar."

"However, the adage 'Sell in May' may be more appropriate this year given the
state of the actual economy, earnings risk, and a potential revaluation of markets.
The odds of a weak summer period have risen markedly."

With the "seasonal sell" signal now firmly entrenched, the markets overbought on many levels, and
participation remaining weak, the "risk" of having aggressive equity exposures has risen. While the
market can undoubtedly resolve stretched conditions by grinding sideways, such won't fix the
issues of participation and momentum.

https://riapro.net/home
https://simplevisorins.wpengine.com/sell-in-may-might-be-a-good-risk-strategy-this-year/
https://simplevisorins.wpengine.com/wp-content/uploads/2020/04/Sell-In-May-042720.png
https://simplevisorins.wpengine.com/wp-content/uploads/2020/05/SP500-Chart2-051520.png


Positioning Update

In our portfolios, we are very focused on our positioning. While we did modestly increase our equity
exposure during last week's pullback, we did so in areas which remain defensive. We also
balanced that increase in exposure with matched weights in shorter-duration Treasury bonds to
hedge our risk. Taking profits in our trading positions continues to be a "staple" in our management
process. Such is particularly the case in positions like Clorox (CLX), which have become grossly
extended. Importantly, as noted in the sector performance analysis above, we also continue to
rebalance portfolios into outperforming areas of the market. The process is simple. As we continue
to adjust our equity exposures to participate with the markets, we are balancing those increases
with offsetting hedges, and a larger than average level of cash, to protect against sudden declines.
As I concluded last week:

"There is only one thing I am sure of, a raging bull market in stocks can NOT co-exist
with a depressionary economy for long.&#2013266080;The stock market is NOT the
economy. But the economy is a reflection of the very thing that supports higher
asset prices - corporate profits."

We don't like the risk/reward of the market currently, and suspect we will have a better opportunity
to increase equity risk later this summer. But, if things change, we will also.

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
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Performance Analysis
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Technical Composite

Note: The technical gauge bounced from the lowest level since both the "Dot.com" and
"Financial Crisis." However, note the gauge bottoms BEFORE the market bottoms. In 2002,
the market retested lows. In 2008, there was an additional 22% decline in early 2009.

Sector Model Analysis & Risk Ranges

How To Read.

Each sector and market&#2013266080; is compared to the S&P 500 index in
terms of 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 price deviation above and below the moving averages is also shown.
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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 ? Discretionary (XLY), and Materials (XLB) This past week, the market sold off as
trading remains confined to a range between the 50% and 61.8% retracement levels. As noted
above, there is no rush to get into either Discretionary or Materials stocks until AFTER we get
through earnings season. With the economy very weak, and retail sales plunging, the discretionary
sector remains at risk. We continue to focus on Staples for the time being. Current Positions: No
Positions Outperforming ? Technology (XLK), Communications (XLC), Staples (XLP), and
Healthcare (XLV),&#2013266080; Previously, we added to our core defensive positions
Healthcare, Staples, and Utilities. We continue to hold our exposures in Technology and
Communications, which remain at full weight. These sectors are continuing to outperforming the
S&P 500 on a relative basis and have less "virus" related exposure. Small additions to Staples,
Healthcare, and Communications were previously made. Current Positions: XLK, XLC, XLP, and
XLV Weakening ? Utilities (XLU) After adding a small weighting in Utilities, we continue to look
for an opportunity to increase our exposure. We continue to watch again this week. Current
Position: 1/3rd Position XLU Lagging ? Industrials (XLI), Financials (XLF), Real Estate (XLRE
), and Energy (XLE) Financials continue to underperform the market. As we have said previously,
Financials and Industrials are the most sensitive to Fed actions (XLF) and the shutdown of the
economy (XLI). We continue to hold our Energy sector (XLE) exposure and are looking to add to
those holdings opportunistically. We also are doing the same with our recent Real Estate
exposures, which are oversold on a relative basis. Current Position: 1/3rd Position XLE, 1/2
XLRE

Market By Market

Small-Cap (SLY) and Mid Cap (MDY) ? We continue to aggressively avoid these sectors for now,
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and there is no rush to add them anytime soon. Be patient, small, and mid-caps are lagging badly.
You can not have a "bull market" without "small and mid-cap" stocks participating. Current
Position: None Emerging, International (EEM) & Total International Markets (EFA) Same as
Small-cap and Mid-cap. Given the spread of the virus and the impact on the global supply chain.
Current Position: None S&P 500 Index (Core Holding) ? Given the overall uncertainty of the
broad market, we previously closed out our long-term core holdings. We are using SPY and QQQ
index ETF's for trading positions only for now. Current Position: None Gold (GLD) ? Previously,
we added additional exposure to both our GDX&#2013266080; and IAU positions and are
comfortable with our exposure currently. We rebalanced our GDX position back to target weight
last week. We also added a position in the Dollar previously (UUP) as the U.S. dollar shortage
continues to rage and is larger than the Fed can offset. Current Position: 1/2 weight GDX, 2/3rd
weight IAU, 1/2 weight UUP Bonds (TLT) ?  Bonds have rallied as the Fed has become THE
"buyer" of bonds on both a "first" and "last" resort. Simply, "bonds will not be allowed to default," as
the Fed will guarantee payments to creditors. As we have been increasing our "equity" exposure in
portfolios over the last few weeks, we added more to our holding in TLT to improve our "risk" hedge
in portfolios. Current Positions: SHY, IEF, BIL, TLT

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. Such is for
informational purposes only related to market extremes and contrarian positioning within portfolios.
Use at your own risk and peril.)
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Portfolio / Client Update

This past week, the market sold off back to the 50% retracement level after having rallied to the
61.2% retracement last week. As discussed previously, there is some short-term upside, but as we
head into the summer months, the relative risk/reward ratio is not in our favor. Let me restate from
last week:

"The earnings and economic data have been horrific. While the markets do not seem
to care at the moment, in hopes that there will be a rapid 'V-shaped' recovery in
the market, the data will eventually matter. It is not a question of 'if' just a matter
of 'when.'"

While it certainly appears not to be the case at the moment, due to the Federal Reserve, reversions
can happen very quickly. We remain suspicious but continue to invest where we can.
Changes

We continue to work around the edges to add exposure while managing risk. In models, we
continue to rebalance our exposures. We trimmed our position in Clorox (CLX) after a significant
gain and added to our holding of Community Healthcare Trust (CHCT) to balance our previous
purchase of MPW. We also added a position in Visa (V) that should benefit from increased
transactions as the economy reopens. In both models, we add to our holdings of Treasury Bonds
using IEF to hedge our additional equity risk. Our process is still to participate in markets while
preserving capital through risk management strategies. For now, there is much more "trading"
activity than normal as we work out way through whatever market is going to come. Is the bull
market back? Maybe. Maybe Not. Once the bottom is clearly in, we will settle back down to a
longer-term, trend-following, structure. Now is not the time for that. We continue to remain
defensive and in an excellent position with plenty of cash, reduced bond holdings, and minimal
equity exposure in companies we want to own for the next 10-years. Just remain patient with us as
we await the right opportunity to build holdings with both stable values, and higher yields. Please
don't hesitate to contact us if you have any questions or concerns. Lance Roberts CIO

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&#2013266080;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.&#2013266080;&#2013266080;
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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 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.
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