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Where Are We in the Economic and Stock Market Cycle? Mid-Year Update
Ricardo L. Cortez, CIMA

Executive Summary

As we enter the eighth year of the recovery from the 2008-2009 financial crisis and attendant stock market advance, our
models show that risks are elevated. We believe that the risks present in the market now require the prudent investor to
begin planning for the long-overdue stock market correction, which may occur over the next six to 12 months.

Valuation is historically high by any measure. Measures of sentiment have reached quite optimistic levels (negative from
a contrary point of view). The Federal Reserve (Fed) has embarked on a less accommodative monetary policy stance by
gradually beginning to raise interest rates. Momentum is showing signs of flagging with the major market averages
reaching new all-time highs; however, only about half of all stocks are above their 10- and 30-week moving averages.

Nonetheless, there are still important indicators that have not turned negative in a way that they usually do prior to
more significant and extended stock market declines: widening credit spreads and a flattening/inverted yield curve.

While valuations remain high, over 30% of all S&P 500 Index stocks have dividend yields that exceed the 10-year U.S.
Treasury Note. Despite the Fed’s commitment to raising interest rates, the bond market is telling us it does not see a
dramatic interest rate rise in the future. Importantly, credit spreads remain low and the yield curve remains normal.
Prior to more extended stock market declines, credit spreads widen and the yield curve usually inverts. So far, we have
seen little evidence of this happening.

While bullish sentiment has increased with the new highs in the averages, one would think we would see more
euphoria. We have not seen the type of bullishness that usually accompanies tops in the market. Also, while some
momentum divergences are occurring, they are not as striking or enduring yet as existed at previous important market
highs.

Therefore, we maintain long exposure to the stock market in order to provide our clients a reasonable return as the
market advances. At the same time, we have reduced that exposure modestly in the last month as the result of the
elevated risks. We have also recently diversified our investments into areas that have shown positive relative strength,
like technology and Europe.
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The median price-earnings multiple on the S&P 500 is now at its highest level in over a decade. As Figure 1 shows, it is

higher than it was prior to the 2008-2009 financial crisis, but not as high as it was prior to the 2000 dot-com bubble.

With interest rates remaining near their lowest levels in 30 years, valuations could certainly go higher. Two important

inflation indicators to watch here are the consumer price index rising above 2% and the 10-year U.S. Treasury Note rising

towa

rd the 3% level.

With valuation at historical extremes, it is possible to have a significant equity market decline without a recession, as in

the c

ase of 1962 and 1987.

Figure 1.
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Any rise in inflation and increase in interest rates will have an impact on the percentage of stocks with yields above the

10-year U.S. Treasury Note. As noted previously, over 30% of all S&P 500 stocks currently have dividend yields above the

10-year U.S. Treasury Note. We would expect that this percentage would decline to a new low—below the 30% level

toward zero—to indicate that we are seeing a significant change here. If this were to happen, it would have an

important impact in the reallocation of institutional capital between stocks, bonds and cash, likely resulting in a

reallocation from stocks to bonds and cash.

Figure 2.
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Monetary Policy and Credit

The Federal Reserve Board has announced its intention to raise the general level of interest rates as inflation meets
and/or exceeds the Fed’s inflation target of 2%. The Fed has now raised the base federal funds rate three times since the
financial crisis.

Nonetheless, after a rise in interest rates earlier in 2017, interest rates have settled back to their previous levels. Most
importantly, the yield curve remains positive (Figure 3). We would expect the yield curve to flatten and invert as we get
nearer to an economic contraction and more significant stock market decline.

The relative performance of financial stocks, an important leading indicator of credit conditions, is lagging badly and
bears watching.

Figure 3.
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Credit spreads remain quite low (Figure 4). We would expect credit spreads to rise considerably from current levels prior
to greater vulnerability in the stock market.

Figure 4.
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Sentiment

Many measures of investor sentiment rose to highly optimistic levels (negative from a contrary point of view) in early
2017. Figure 5 shows the composite crowd sentiment poll index compiled by Ned Davis Research (NDR), which includes
two dozen indicators of sentiment.

Figure 5.
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Even so, the public remains skeptical. Figure 6 is a sentiment indicator for the American Association of Individual
Investors (AAIll), which is a proxy for the small investor. Generally, the small investor is the last to hop on the bullish
bandwagon. As shown, the public has not moved into the bullish camp yet (which is bullish and positive for the overall
stock market, from a contrary point of view).

Figure 6.
Standard & Poor's 500 Stock Index Weekly8/14/1987-3/19/2017(LogScale)
- S -
2581 Profitable Long Trades: 65% 1 2581
2237 ' Gain/Annum: 7.2% 12237
1939  Buy-Hold Gain/Annum: 6.9% 1 1939
1680 [ Latest Signal 3/27/2015=2061.02 1 1680
1456 [ s=switchinto Commercial Paper 7 1456
1261 [ signal Dates: 8/28/1987- 5/19/2017 s 1 1261
1093 S\I, 1 1093
947 1 947
821 [ 1 821
711 [ 1 711
616 | 1 616
534 [ 1 534
463 [ 1 463
401 [, 1 401
348 348
301 [ Signals Generated When AAIl Ratio: 1 301
261 | Rises Above 47 = Buy 1 261
226 [ Falls Below 76 = Sell 1 226
196 [ B‘Bl“,‘,“, T ————n—r—— e ————— 1 96
o0 (=2 < — o (2] <t w N ™~ o0 (=) f=1 — o~ o~ =t iy b= g oo (=2 (=1 — (o L2 =t w =] [
g & 82 8§ 2 2 3 3 23 3 3 8 & & & & & 5 5 5 S =z 3z =z =z = 3 =2 =
— — — — — — — — — — — — o~ [l o o~ [l = o o o~ o~ o [l o~ o [l o~ o~ o~
95 Excessive Optimism 1 95
90 141 90
85 41 85
80 m | 4 8o
75 bt At =t - 75
70 L } | w |‘l ] |l ‘ 1 70
65 - |‘ 'J w ‘ ‘ I .J H | \ 65
L i
2 R U 1L :
50 . J| ‘ J | | ' i 50
45 |- ‘ L I L TR o H B Riiim 1 as
40 L | | 1 40
35 L 4 33
30 L 4 30
25 L 4 23
20 Extreme Pessimism ;fagfzgy; 20
- ulls = 24% i
15 | Bears = 34% Investors Asked: Where's The 4 15
Source: American Association of Individual Investors (AAIl) Bulls/(Bulls + Bears) = 41 MarketHeaded Over the Next Six Months?
sososy  American Association of Individual Investors Bulls/(Bulls + Bears)




BROADMARK

ASSET MANAGEMENT LLC

Broadmark Tactical Topics

Volume/Breadth Momentum

June 2017

Our long-term momentum model remains positive. Figure 7 shows upside volume (demand) and downside volume

(supply) measures, as compiled by NDR. The upside volume/demand line is the smoothed total volume of declining

issues while the downside volume/supply is the smoothed total volume of declining issues using the Broad Market

Equity Series (BMES) All-Cap Volume data. Upside volume has been consistently higher than downside volume since the

beginning of the year.

Figure 7.
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We watch for divergences in performance between the major market averages and the broad market. Market

vulnerability is often characterized by the market averages doing well but the rest of the market showing poor relative

strength. One measure of this is comparing the S&P 500 to the percentage of stocks above their 10- and 30-week

moving averages. Ideally, new highs on the averages should be accompanied by the majority of stocks rising above their

moving averages. As Figure 8 shows, only about 70% of all stocks have been able to rise above their averages on the

recent move to new highs by the major market averages. While not alarming, it could be an early warning sign of more

divergences to come.

Figure 8.
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Investing involves risk, including a possible loss of principal. Past performance does not guarantee future results.

Portfolio holdings are subject to change at any time.
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Broadmark Asset Management (“Broadmark”) is a registered investment advisor. The views expressed contain certain
forward-looking statements Broadmark believes these forward-looking statements to be reasonable, although they are
forecasts and actual results may be meaningfully different. This material represents an assessment of the market at a
particular time and is not a guarantee of future results. This information should not be relied upon by the reader as

research or investment advice regarding any particular security.

Prices, quotes and other statistics have been obtained from sources we believe to be reliable, but Broadmark cannot
guarantee their accuracy or completeness. All expressions of opinion are subject to change without notice.

Indexes shown for illustrative purposes only. It is not possible to invest directly in an index.

The specific securities identified and described do not represent all of the securities purchased, sold, or recommended
for advisory clients, and the reader should not assume that investments in the securities identified and discussed were
or will be profitable.
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