
Stocks And VIX Flash A Warning

The implied volatility index (VIX) calculates the future volatility that option traders expect. The VIX
tends to rise as stocks decline. At such times, investors are often more aggressive in hedging their
stocks with options. Conversely, when markets are increasing, the demand for insurance tends to
wane. Further, imparting downward pressure on the VIX, some investors short volatility in stable,
upward-trending markets to juice their returns. Therefore, as shown in the lower graph within the
top graph, the correlation of stocks and the VIX is often near -1.0.

The negative relationship between the VIX and stocks is the norm, but any deviations in the
correlation and, therefore, irregular behaviors of some investors can provide market signals. For
example, the red dotted lines in the top graph line up with 11 instances where the VIX/SPY
correlation approached zero or became slightly positive. The highlighted circles show that each
market peak over the last six years was accompanied by a correlation reading near or greater than
zero.

Currently, the correlation is nearing +.50, the highest since early 2018. The second graph shows
SPY and VIX have been trending higher in unison over the last few months. This analysis provides
a reason for caution, but like any indicator, it is imperfect. This warning has been triggered 11 times
since 2017, of which two were early, five occurred very close to the peak, and four were false
alarms.
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Market Trading Update

Another sloppy day in the market yesterday, ahead of today?s all-important inflation report, keeps
the market trapped within its current trading range. Over the last few days, Google has been a big
drag on the market following its AI image-generation debacle, which shows you that ?Artificial
Intelligence? is only as good as the data it is fed. Or, as the old saying goes, ?garbage in, garbage
out.? United Healthcare was also hit yesterday by a DOJ anti-trust probe, which is interesting they
picked on Healthcare heading into an election. However, let?s not worry about Amazon?s impact
on the overall economy through its monopolistic positioning.

Regardless, the market continues to hold its positioning for now, but we are beginning to see the
cracks of a more significant correction beginning. As noted yesterday, the 20-DMA remains
critical support for now. Our suggestion to take profits and rebalance risks should have somewhat
shielded portfolios, but if trend support is broken, further actions will be required. Today?s
economic reports and Fed speeches will likely move markets. We will update our analysis again in
the morning.
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Greg Valliere?s Thoughts On Another Government Shutdown

At 12:01 am on Saturday, the government will partially shut down if they do not agree on a funding
extension. The closure would force many arms of the government to cease operations. Both sides
remain optimistic that a deal, or at least a CR extension deal, can be reached to avert a shutdown.
Both sides generally agree that the government should spend $1.7 trillion on discretionary items
this fiscal year. They are also mostly in agreement on the allocation of said funds. The problem is
that politics is getting in the way of a deal. Particularly, funding for border security and Ukraine is
causing some politicians to hold out in hopes of a better deal.

Greg Valliere is a fixture in Washington, covering and advising investors and politicians on
government affairs for the last thirty years. He is currently the Chief Political Strategist at AGF
Investments. Greg publishes his daily insights, sharing thoughts on current political events. Not
surprisingly, his recent missives have discussed the possibility of a government shutdown. Greg
generously allows us to share a few snippets from his latest commentary.

WE THOUGHT YESTERDAY THAT AN EXTENSION was the most likely option, and
sure enough ? there were reports last night that House Speaker Mike Johnson is
suggesting a CR to extend the first deadline from March 1 to March 8, and for the
second deadline to move from March 8 to March 22. Those dates also could slip, of
course.

JOHNSON AND HOUSE CONSERVATIVES can read the polls, which show the public
overwhelmingly opposes a shutdown. But voters increasingly support a border wall and
aid to Ukraine, so the seeds of a compromise are apparent.&#2013266080;

THUS BIDEN AND THE DEMOCRATS still have a chance to prevail on foreign aid,
while Johnson and the Republicans may get completion of a wall and asylum reform. All
of this will take time; final deals may not come until later in March.

The following cartoon is courtesy of Ed Wexler and the Denver Post.

https://tinyurl.com/BBR-2023


Rate Hikes?

The Fed has conditioned markets to think they are done hiking interest rates and may lower them
later in 2024. While the threat of rate hikes is always out there, the Fed has not used this stick to
tame market expectations. Could that be changing? Fed Member Michelle Bowman stated the
following recently:
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I remain willing to raise the Federal Funds Rate at a future meeting should the incoming
data indicate that progress on inflation has stalled or reversed.

While rate hikes are unlikely, it may be possible the Fed is growing concerned that speculative
behaviors in the stock market are feeding economic activity and, ultimately, inflation. Remember, in
a Washington Post op-ed in 2010, Ben Bernanke said the following:

And higher stock prices will boost consumer wealth and help increase confidence,
which can also spur spending. Increased spending will lead to higher incomes and
profits that, in a virtuous circle, will further support economic expansion.

While we do not want to read too much into Bowman?s comments, it may be an early indication the
Fed is trying to cool the stock market. Keep an eye out for further comments on rate hikes or even
Greenspan-like comments about ?irrational exuberance.?

The table below shows that the market expects the Fed to cut rates 3-4 times this year. While
slightly above the Fed?s expectation, it is down from the 7-8 rate cuts expected early this year.

Tweet of the Day
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?Want to have better long-term success in managing your portfolio? Here are our 15-trading rules
for managing market risks.?

Please subscribe to the daily commentary to receive these updates every morning before
the opening bell.

If you found this blog useful, please send it to someone else, share it on social media,
or contact us to set up a meeting.
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