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This chart also tells much about the real strength of the domestic economy
which is the real reason behind this past week’s sell off.

The majority of analysts and economist have, wrongly, been assuming that
economic growth in the U.S. was set to surge this coming year. There is NO
evidence that currently suggests that is the case. The chart of PCE above
strongly suggests that the consumer is running “low on gas.” Since PCE
makes up roughly 70% of GDP this is really the only metric you need to
watch.

However, the mistake that most portfolio managers, economists and analysts
have made is that as the Federal Reserve tapered their bond buying program
interest rates would rise sharply. This would be due to a stronger
underlying economy and a “great rotation” from bonds to stocks as markets
entered into the next secular bull market. (To understand why this is a wrong
assumption read this) it would be due to a stronger underlying economy.

Unfortunately, as | have shown in the past, interest rates ALWAYS rise
DURING the Fed’s interventions as Wall Street sells bonds (shorts) to buy
stocks on a leveraged basis. Take a look at margin debt on the NYSE which
shows the amount of leverage being used to boost returns.
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With leverage now at levels exceeding that of the previous two speculative
asset bubbles it is not hard to imagine that the next major market rout will be
near cataclysmic.

However, when the Fed extracts liquidity (tapers) from the market the process
runs in reverse. The chart below shows interest rates versus the various
bond market interventions by the Federal Reserve.

n¢factor rReport

ty Lance Roberts

FEEDBACK

CLICKTO SEND COMMENTS

page 2


http://stawealth.com/daily-x-change/1917-correcting-some-misconceptions-about-a-new-secular-bull-market.html

STAWEALTM.COM

Fed Operations & The Effect On Rates

- N |

1

X '

1

|

i

1 ]

i 1

s :

i &

1 SRS R0 IR W L TR A e !

: : " v — &, o T E

: Ratesrose sharply during | | oo !

' QE programs as bomds o :

1 sold off 1 buy equities. : i H

: v ' ' :

i i i i i

4 P RN d i i
M ! ubio » 1 [ MBLY il b | e | e 14

—10 Yr Yield

The real reason behind the sell off this past week was the realization that the
economy is not as strong as previously expected. | discussed this specifically
last week in my report on the most important economic indicator — CFNAI.

“The chart below, which is the Economic Output Composite Index, shows this
declining trend of ‘soft patches’ and ‘recoveries’ since the end of the last
recession. (For a description of the underlying construction of the index_click

here)”
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Of course, with literally EVERYONE on the same side of the trade (long
stocks — short bonds and currency) it only took a small shift in sentiment to
begin a more significant reversal in the markets. This is one of the primary
reasons that following the sharp spike in rates to 3.0% last summer, which
was driven by emerging market liquidations rather than Fed ‘taper talk” as
widely believed, | stated we would have lower rates by December. | missed it
by a month.

The chart below shows the correlation between interest rates and stocks
prices.
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Market sell off wakes investors
up from their complacency
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5 Things To Ponder

Valuations, Triggers and
Income Inequality.
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CFNAI: Summer Of
Recovery Or A Bounce?

The CFNAI is arguably one of
the most important economic
indicators | follow. It currently
suggests that the economy is
weaker than thought.
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That reversion in assets has now triggered a PORTFOLIO ALERT signal
which is the focus of this week’s missive.

Portfolio Alert — Pay Attention

Four decades ago fundamental arguments over valuation, earnings, profits
and economic variables were important in portfolio management as the
average hold time for positions ran about 6 years. With such a long
holding period these fundamental arguments played an important role.

However, in the fast paced, information overloaded, and manipulated markets
of the 21% century driven by program and high frequency trading, hold times
have now dropped to as little as 5 days. That’s right — long term investing
is now down to a week.

Therefore, while discussions over economics, earnings, and other
fundamental factors can certainly be interesting — they have almost nothing to
do with the outcome of your investments today. This is why | rely so heavily
on price trend and momentum as it tells you what investors are doing versus
what you “hope” will happen.

It is from this basis that | developed a series of 4 signals to drive portfolio
allocation models. However, since | do believe in long term investing, the
signals are based on weekly data to smooth out portfolio volatility and
position turnover.

The signals are as follows:

Alert Signal — Pay attention

Sell Signal 1— Reduce equity allocation by 25%
Sell Signal 2 — Reduce equity allocation by 25%
Sell Signal 3 — Reduce equity allocation by 25%

As you will notice that would only take portfolios down by 75% at the max. |
would most likely never recommend going below that level of exposure as it
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JOLT Quit/Discharge Ratio

The quit/discharge ratio is now
at the highest level since 2008.
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Corporate Profits And
Income Inequality

The President has launched
into his “income inequality”
campaign but it is his very
policies that are promoting it.

i

Past Is Prologue: Repeating
The Secular Bear Of The 70’s

Is it 1994 or 1997 in the
markets? The reality may be
that it is more like 1972.
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is simply too hard to get back into the markets once they have bottomed. By the %
always maintaining a small piece of exposure to equities in portfolios it is ,\faCtor Report

easier to add to existing positions when the sell signals above begin to
reverse back to buy signals.

oy Lance Roberts

The chart below shows the market from 2008 to present and the relevant
buy/sell signals as they occurred. It is a little busy, but you will get the idea.
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I have excluded the “ALERT” signals to reduce the clutter in the chart but be

aware the “ALERT” signals have ALWAYS preceded the first Sell Signal as For More On Our

shown by the vertical white lines. It is important to notice that the ALERT and Analysis Read:

first SELL signals helped you avoid the bigger market downturns while

keeping you invested during the rising trend. Clarifying
Overbought,

The vertical red lines illustrate the only two second level sell signals that Extended & Bullish

would have reduced equity exposure by 50%. Both of these were followed,
fairly quickly by the third sell signal which reduced portfolios to just 25% of
total equity exposure.

Also:

Initial Sell Signal

Approaches
The same portfolio allocation model below shows how the migration works to

reduce overall portfolio risk and conserve investment capital.
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The chart below is a representation of the performance differential between a
buy and hold S&P 500 portfolio and a 60/40 portfolio (using VFINX and
VBTIX as proxies for stocks and bonds) and adjusting the allocation model
relative to the buy and sell signals listed above.

S&P 500 vs, X-Factor Adjusted Portfolio Model
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100000 1
150000 |

160000 +

170000 |
110000 +

10ooa |

2000 108 Pai ano 011 2012 2033

—SRP index = Ritk Adjusted §0/40 Allceation Model Performancs

The current PORTFOLIO ALERT does not require any changes to
portfolio holdings as of yet. However, it is very likely that in the next week,
or so, if market action does not improve that an initial sell signal will be
issued.

Analyzing The Market

The market rout this week did break psychological support at 1800 which is a
short term negative for the market. Importantly, the market also tripped a
short term sell signal which suggests that rallies should be used to rebalance
portfolios by taking profits and reducing laggards.

However, as shown in the chart below, the bullish trend line remains intact
and does not warrant more negative actions currently.

(In a moment | will analyze major market sectors and provided rebalancing
recommendations.)
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This does not mean that further actions will not be warranted in the next few
days or weeks. We will need to continue to monitor both the markets and
portfolios accordingly.

| suspect that this selloff is likely the beginning of topping process leading to
a bigger correction (10-15%) in the market later this year. However, that is
just an assumption at the moment based on historical precedents.

The market chart above identifies important levels of support. Any violation of
the bullish trends will require a reduction in equity exposure to protect
portfolio capital. This is part of the "sell discipline”that all investors should
maintain when investing their savings. Importantly, these types of selloffs
generally indicate more volatility in the short term.

The current bull market and economic cycles are extremely long in the tooth
and we are likely nearer their end (next 12-24 months)than the
beginning. While it is important to be invested in the markets as they are
rising, it is more important to be aware of the turning points. Unfortunately,
there are few people that will tell you when it is time to actually "sell.” As |
quoted in Friday's "Things To Ponder:"

"INVESTORS get bombarded with advice over whether to buy
shares. Much of this comes from interested parties; brokers or fund
managers, whose salaries are dependent on getting them to buy
stocks. The media chips in too, but most reporting consists of
trend following; if the market goes up, journalists quote someone who
can explain why the market has gone up

The problem with this approach is that investors (and
commentators) can get -carried away with the crowd. Of
course, everyone is bullish when the market is at an all-time high;
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that is why the market is high. What we need is a reliable valuation

measure. Then you can sit back and say "buy when the market is
cheap” and sell, or at least not buy, when it is dear.”

One thing is for sure...the market is currently neither cheap nor safe. Pay

attention.

Buy/Sell Analysis

The following table is based on the technical trend analysis of each sector

and whether or not it is leading or lagging the overall major market index.

First, let me give you some definitions:

Sell: Sell Entire Position
Take Profits: Sell position back down to original portfolio weighting
(ie. When position was bought it was 5% of portfolio and has
grown to 8%. Sell enough shares to return the position back
to a 5% weighting)
Reduce: Reduce weighting in portfolio.
(ie. Position was originally 5%. Reduce to 3% weighting.)
Hold: No changes needed
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What is important to understand is that there is an extremely high correlation
between the major sectors of the S&P 500 and the index as a whole. In other
words — there is little safety in trying to hide in defensive sectors of the market
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during a correction. There is also very little advantage to owning anything
other than just a broad market index unless you do it very tactically as |
discuss each week in this missive.
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Time To Dust Of That “Sell” Discipline

It has been quite some time since you have had to actually consider selling
positions in a portfolio. However, it is after extremely large runs in the
markets that “complacency” runs high and “greed” overtakes logic.

This is the time where that “little voice” says — “...but if | sell the market might
go higher because of

These are all emotional biases that tend to get investors caught in major sell
offs where the best laid plans quickly turn into tragic nightmares.

This is why having a strict sell discipline is so critically important. However,
having a strict sell discipline and actually following it is what separates
successful long term investors from everyone else.

In the world of investing — there are VERY few successful long term investors
because of this very reason. The data shows that more than 80% of all
individuals would be better off just saving cash in the bank versus investing in
the financial markets.
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It doesn’t matter what you sell discipline is. It is just important that you
have one and be ready to execute it as necessary.

What is currently happening in the markets is likely the initial stages of
a more major market topping and correctionary process. There are
plenty of available catalysts from China, to Japan to the emerging markets to
fuel a further sell off in the months to come.

To be a good investor you need to follow investment advice from great
investors rather than what you hear on television or read on some website.
The following insights are from Paul Tudor Jones and a great way to wrap up
this week’s newsletter.

ny¢factor report
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1. Markets have consistently experienced “100-year events” every five years.
I am a slave to the tape (price movement) and proud of it.

2. Investors are hampered by fundamentals and trying fo rationalize why
something should go up or down. Usually, by the time that becomes
evident, the move is already over.

3. There is little useful information on fundamentals and it is largely imperfect.
We just to go with the chart. Why work when Mr. Market can do it for you?

4. There is no training — classroom or otherwise — that can prepare for
trading the last third of a move, whether it's the end of a bull market or the
end of a bear market. There’s typically no logic to it; irrationality reigns
supreme, and no class can teach what to do during that brief, volatile
reign. The only way to learn how to trade during that last, exquisite
third of a move is to do it, or, more precisely, live it.

5. Fundamentals might be good for the first third, or even the first 50 or
60 percent of a move, but the last third of a great bull market is typically a
blow-off, whereas the mania runs wild and prices go parabolic.

6. If | have positions going against me, | get right out; if they are going for me,
| keep them... Risk control is the most important thing in trading. If you
have a losing position that is making you uncomfortable, the solution is
very simple: Get out, because you can always get back in.

7. Losers average down losers

8. There’s no reason to take substantial amounts of financial risk ever,
because you should always be able to find something where you can skew
the reward risk relationship so greatly in your favor that you can take a variety
of small investments with great reward risk opportunities that should give you
minimum draw down pain and maximum upside opportunities.

These are worthy thoughts to consider as it is important to remember that
you, and |, ARE NOT INVESTORS. We are SAVERS. Ultimately, all we can
do is control the investment risk within our own portfolios. Ignoring your
money, and the inherent investment risk, will likely not end well.

Next week will be telling. Stay tuned.
Lance Roberts

STREETTALK
ADVISORS

What makes us different?

Its really pretty simple. We
believe that managing risk is
the key to long term success.
Conserve the principal and the
rest will take care of itself.

Risk = Loss

Seems like a simple concept —
yet most people take way too
much risk in their portfolio
which is fine as long as the
market goes up. The problem
comes when it doesn't.

Managed Risk = Returns

By applying varying levels of
risk management to a portfolio
of assets the potential for large
drawdowns of capital is
reduced thereby allowing the
portfolio to accumulate returns
over time.

Total Return Investing

We believe that portfolio should
be designed for more than just
capital appreciation. There are
times when markets do not rise.
During those periods we want
income from dividends and
interest to be supporting the
portfolio.

If you are ready for something
different then you are ready for
common sense approach to
investing.

Get Started Today!
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401K Plan Manager
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Please read the missive above concerning the initial ALERT signal issued this
week by the markets.

At the current time this is nothing more than a correction within an uptrend.
However, these are the types of turns that can elicit much bigger moves to

the downside.

If you are overweight equities, relative to model, sell down to model
allocations.

If you are underweight equities hold tight and await the markets to tell us what
to do next.

Rebalance fixed income and cash positions back to model weights.

If you need help after reading the alert; don’t hesitate to contact me.

[Suggestions Wanted]

| am in the process of
revamping the
newsletter and the 401k
plan manager for the
new website. If there is
anything that you would
like to see added to the
401k plan manager

please email me.
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Cash Stable Value

Money Market
Retirement Savings Trust
Fidelity MIP Fund
G-Fund

Short Term Bond

Pimeco Total Retum

Fimco Real Refum

Pimeco Investment Grade Bond
Vanguard (ntermediate Bond

Vanguard Total Bond Market

Bahson Bond Fund

Lord Abbett Income

Fidelity Corporate Bond

Westemn Asset Mortgage Backed Bond
Blackrock Total Return

Blackrock Infermediate Bond
American Funds Bond Fund Of America
Dodge & Cox Income Fund

Doubleline Total Return

F-Fund

Fixed Income

The above represents a selection of some of the most

common funds found in 401k plans. | r
IFi li im, {osel Jii]
the examples herein. All funds perform relatively similarly

within their respective fund classes.

1 will modify this list overtime as the assetallocation model
changes to reflect international holdings, emerging markets,
commodities, etc. as the model changes to reflect the
addition of those holdings.

Email me if you need further assistance.

Current 401k Allocation Model

Cash + All Future Contributions

Primary concern is the protection of investment capital
Exampies: Stable Value, Money Markel, Retirement Reserves

IEEXIX Fixed Income (Bonds)

Bond Funds reflect the direction of interes! rates
Exampies: Short Duration, Total Return and Real Return Funds

IEEXIRAN € quity (Stocks)

The vast majority of stock funds track an index
Therefore, select on ONE fund from each category
Keep it Simple

Equity
Large Cap

Balanced Funds

SmalliMid Cap

ny¢factor report

ty Lance Roberts

Common 401K Plan Holdings By Class

Vanguard Total Stock Market

Vanguard S&P 500 index

Vanguard Capital Opportunities

Vanguard PnmeCap

Vanguard Growth Index

Fidelity Magellan

Fidelity Large Cap Growth

Fidelity Blue Chip

Fidelity Capital Appreciation

Dodge & Cox Stock

Hartford Capital Appreciation

American Funds AMCAP

American Funds Growth Fund Of America
Oakmark Growth Fund

G-Fund (Common Assets)

ALL TARGET DATE FUNDS 2020 or Later

Vanguard Balanced Index

Vanguard Wellington Fund

Vanguard Windsor Fund

Vanguard Asset Allocation

Fridelity Balanced Fund

Fidelity Equity Income

Fridelity Growth & Income

American Funds Balanced

American Funds Income Fund

ALL TARGET DATE FUNDS 2020 or Sooner

Vanguard Mid Cap Growth

Fidelity Mid Cap Growth

Artisan Mid Cap

Goldman Sachs Growth Opportunities
Harbor Mid Cap Growth

Goldman Sachs Smalliid Cap Opp.
Fidelity Low Price Stock Fund
Columbia Acom US

Federated Kaufman Small Cap
Invesco Small Cap

25% Equity Income, Balanced or Conservative Alfocation
25% Large Cap Growth (S&P 500 Index)
10% Mid Cap Growth

Target Portfolio Weighting

These are the allocation model weights

that you are moving towards.
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Disclaimer & Contact Information

Disclaimer

The opinions expressed herein are those of the writer and may not reflect those of
Streettalk Advisors, LLC., Charles Schwab & Co, Inc., Fidelity Investments, FolioFN, or any
of its affiliates. The information herein has been obtained from sources believed to be
reliable, but we do not guarantee its accuracy or completeness. Neither the information nor
any opinion expressed constitutes a solicitation for the purchase or sale of any security.
Past performance is not a guarantee of future results. Any models, sample portfolios,
historical performance records, or any analysis relating to investments in particular or as a
whole, is for illustrative and informational purposes only and should in no way be
construed, either explicitly or implicitly, that such information is for the purposes of
presenting a performance track record, solicitation or offer to purchase or sell any security,
or that Streettalk Advisors, LLC or any of its members or affiliates have achieved such
results in the past. ALL INFORMATION PROVIDED HEREIN IS FOR EDCUATIONAL
PURPOSES ONLY — USE ONLY AT YOUR OWN RISK AND PERIL.

Registration

Streettalk Advisors, LLC is an SEC Registered Investment Advisor located in Houston,
Texas. Streettalk Advisors, LLC and its representatives are current in their registration
and/or notice filing requirements imposed upon United States Securities & Exchange and
State of Texas Registered Investment Advisors and by those states in which Streettalk
Advisors, LLC maintains clients. Streettalk Advisors, LLC may only transact business in
those states in which it is registered, or qualifies for an exemption or exclusion from
registration requirements.

Performance Disclosures

Past performance may not be indicative of future results. Therefore, no current or
prospective client should assume that the future performance of any specific investment,
investment strategy (including the investments and/or investment strategies recommended
and/or purchased by adviser), or product made reference to directly or indirectly on this
Website, or indirectly via link to any unaffiliated third-party Website, will be profitable or
equal to corresponding indicated performance levels.

Different types of investment involve varying degrees of risk, and there can be no
assurance that any specific investment will either be suitable or profitable for a client’s
investment portfolio. No client or prospective client should assume that any information
presented and/or made available on this Website serves as the receipt of, or a substitute
for, personalized individual advice from the adviser or any other investment professional.

Historical performance results for investment indexes and/or categories generally do not
reflect the deduction of transaction and/or custodial charges or the deduction of an
investment-management fee, the incurrence of which would have [the] effect of decreasing
historical performance results.

Disclaimer of Warranty and Limitation of Liability

The information on this site is provided “AS IS”. Streettalk Advisors, LLC does not warrant
the accuracy of the materials provided herein, either expressly or impliedly, for any
particular purpose and expressly disclaims any warranties of merchantability or fitness for
a particular purpose. Streettalk Advisors, LLC will not be responsible for any loss or
damage that could result from interception by third parties of any information made
available to you via this site. Although the information provided to you on this site is
obtained or compiled from sources we believe to be reliable, Streettalk Advisors, LLC
cannot and does not guarantee the accuracy, validity, timeliness or completeness of any
information or data made available to you for any particular purpose.

Copyright or Other Notices

If you download any information or software from this site, you agree that you will not copy
it or remove or obscure any copyright or other notices or legends contained in any such
information.

All investments have risks so be sure to read all material provided before investing.
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STREETTALK ADVISORS

Lance Roberts
Director of Fundamental & Economic
Analysis

Michael Smith
Director of Alternative Investments

Luke Patterson
Chief Investment Officer

Hope Edick
Compliance Officer

Lynette Lalanne
General Partner — Streettalk Insurance

Office Location

One CityCentre

800 Town & Country Blvd.
Suite 410

Houston, TX 77024

Tel: 281-822-8800

Web Sites
www.streettalkadvisors.com

Email (For More Information)
Streettalk@streettalklive.com

FOR APPOINTMENTS

Brooke Sanders
fis@streettalkadvisors.com
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