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Capsule Summary of Stock Market Trends

NYSE Primary Trend - Neutral/Bearish - Index Down 1 to -1

Last week was a rerun of the previous week. The S&P 500, Nasdaq averages and Cumulative
advances-declines recorded new highs; the DJIA and the NYSE Composite Index did not. Of the 10 Dow
Jones U.S. total market industry groups, four made new highs along with the S&P 500. Interest rates
continued their decline, a key support for stock prices. With long-term government bond yields declining
year-over-year at a pace of nearly 16%, a serious market setback is unlikely. While some kind of
correction is long overdue, many factors make it unlikely that any correction that might occur before
year-end will exceed 10% in the Big Board averages. These include not only interest rates, but also
investor concern about the strength of the recovery, as well as geopolitical worries. With some 70-75% of
trading due to HFT firms which do not hold positions overnight, it looks like it would take a major
destabilizing event for stock prices to go down in any meaningful way.

NYSE Intermediate Trend – Neutral/Bearish – Index Down 1 to -3

While the market’s bounce from the August 7 lows appears to be slowing, the market is not likely to be in
danger of anything more than another minor pullback or perhaps a short-term correction of 5-10%. Most
short-term technical indicators became overbought early last week and then declined as the market rose.
Whether this portends a market pullback or is simply due to pre-Labor Day weekend reduced activity
remains to be seen.

At the present time, one of two scenarios seems likely between now and year-end. One, the market
continues the pattern we have seen since March-April: minor new highs followed by minor pullbacks
followed by minor new highs, etc. In the absence of a short-term correction, upside potential is likely to
remain modest. Two, the market experiences a health-restoring short-term correction of 5-10% that
provides us with a good buying opportunity. If such a correction does occur, it is not likely to produce lows
below the lows seen in February.

NASDAQ Primary Trend - Neutral/Bearish - Index Down 1 to -2

The desire to buy Nasdaq stocks continues unabated. The 10day TRIN ratio for the Nasdaq market fell to
.69 last Thursday. A few short-term overbought conditions have developed that could lead to negative
divergences in the next few days to few weeks, but it is unlikely that these alone would be enough to
produce a fully bearish reading in the NASDAQ PTI. In the event that the Big Board averages correct
5-10%, the Nasdaq averages could very well correct more than 10%. However, bull markets have never
ended in the second half of an off-presidential election year, and barring a catastrophic event exogenous
to the market, this bull market is not likely to end in the next several months either.
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General Market Comments

The headlines show an economy picking up steam. Under the surface, however, things are not as rosy as
they seem. Yes, the unemployment rate is down, but that is largely due to the decline in the labor force
participation rate. Yes, more people are finding jobs, but wage growth is dismal. This “recovery” is
different from what we have seen following recessions in the past. The poor quality of the recovery may
limit further upside potential in the stock market, while the low level of interest rates due to the weak
nature of the recovery will continue to support stock prices and prevent any serious decline. 

There was a thought-provoking piece by William A. Galston in last Wednesday’s Wall Street Journal
entitled “’Secular Stagnation’ May Be for Real.” Mr. Galston states, “The U.S. has an economic growth
problem…Between 1949 and 2000, the economy grew on average 3.6% annually. Since then, growth
has averaged only 1.8%.” In addition, while the Fed’s low interest rate policy has boosted stock and bond
markets, it is debatable whether this alone is enough to produce a normal recovery in the economy. It
seems to me that the year 2000 marked the beginning of a secular decline. Two very deep bear markets
and one very deep recession followed. Fed policies have papered over the secular decline and propelled
stock prices in the U.S. well beyond where they would have been had the normal secular process been
allowed to unfold.

The creepy-crawly low volume action this year, which has become more pronounced in recent months, is
unnerving to those of us who have been observers of market cycles for decades. The market doesn’t
move up with conviction, leaving investors wondering if the rally is about to falter. When the market does
sell off, the pullbacks are minor and short-lived. The last time we saw a normal healthy correction was
back in 2011. It seems like we are overdue for a correction, but at the same time, there’s the old Wall
Street adage, “Never sell a dull market short.”  And this has been one dull market recently.

Last Thursday, the S&P 500 declined 3 points. The daily TRIN ratio that day was 1.28, and the daily
Put/Call ratio that day was 1.30, both high and bullish numbers. Neither was enough to push the 10day
averages into bullish territory, but the numbers nonetheless reveal the underlying unease of investors. It
doesn’t take much of a decline in stock prices for investor fear to surface. This is one of the factors that
has limited market weakness since the January-February correction. Here’s the other hand…the AAII
survey last week showed the percentage of bulls above 50% for the first time since late last year.

In our view, we are not likely to see either the onset of a major bear market or an intermediate term
correction between now and year-end. We are likely to see minor pullbacks from time to time and
possibly a short-term correction. The latter would provide us with a good buying opportunity, but perhaps
not as good as would have been the case had the market experienced an intermediate term correction
earlier in the year. As far as upside potential is concerned, in the absence of such a correction, the
pattern of recent months is likely to continue, minor new highs followed by minor pullbacks, etc. It
appears to me that the only thing that could drive stock prices much lower than we currently anticipate
would be a catastrophic event exogenous to the market.
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