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Resolution on the Horizon

| stumbled up a statistic yesterday that | found interesting, over the last 90-years there has been a 3%
stock market correction, on average, every 21 days. Consider that prior to the start of this recent
correction the stock market went 300 days without a 3% drop.

As | write, the S&P 500 is off its recent highs by about 5%. Although the first thirteen days of the
correction were scary (and unfamiliar), it appears as if we’re back to something where volatility looks
more normal. Now we wait to see if the stock market breaks up, or breaks down. There must be a
resolution to this four-month trading rage. While it is of utmost importance to concentrate on the long
term strategy, sometimes it is important to consider what’s on the horizon — and if it’s time to get
defensive, or if it’s time to consider some opportunities.

Humans are subject to what we refer to in behavioral finance as “recency bias”. Recency bias tricks us
into making decisions we might not otherwise. We humans have it because once upon a time, from an
evolutionary standpoint, it served us well. We learned that if people ate a berry and then those people
die, maybe we don’t eat those berries. We recognized that wooly mammoths will fight back when we try
to eat them, so we developed new methods of hunting. We figured out that it got cold at night, so we
found shelter.

(Side note: it’s amazing how much of our contemporary human behavior can be traced back to basic
instincts. We’re not as smart as we think we are. There are a couple clever, quick and fun reads on the
subject, such as “You Are Not So Smart” and its sequel “You Are Now Less Dumb”. Learning about how
the human brain works has saved my clients more money than any math class | ever took. Well, except
statistics. And maybe some parts of calculus. OK, so math is important. But so is being aware of how our
stupid human brain makes decisions that are bad for us.)

So, recency bias. Coming into 2018 investors thought that the market would never correct again.
Coming into May of 2018, investors seem to think the market will never go up again. (Well, more
precisely, “some” investors seem to think the market will never go up again. The contrarian in me wants
to see more doom and gloom in investor behavior.) But when you measure and compare the evidence
(statistics) and look at the growth rates of, well, growth rates (calculus), it looks as if the optimists are
going to be right on this one.

In our 2018 Outlook article | wrote:

“Predicting the stock market over a very long time is science (or, maybe, science-like). Predicting
the stock market’s performance is one part art, one part skill, a dozen parts luck, and one part
obligation. And maybe just one part fun. | think the stock market corrects 7% in the first quarter
of the year (quickly; so quickly that it is soon forgotten), rallies 20% from the bottom of the
correction, then alternates corrections and rallies in the last quarter, ending the year up about
4.7%.”

I still think it’s folly to try to predict the stock market’s return between two arbitrary dates. But let’s face
it, folly can be fun. So, the correction ended up occurring in the first quarter (yay for me). The correction
ended up being 10% instead of 7% (I’'m taking that one as a victory). It took 13 calendar days and in the
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days after we had clients wiring in money to get invested (I think that supports my “so quickly it is soon
forgotten” hypothesis). Three for three thus far.

OK. By now you’re recognizing that | think folly can be fun when I’'m right. (Another side note: I'm
considering the topic of my next book and on the list of ideas are telling the tales of trading mistakes
and bogus calls and examples of retroactive prescience - some of which | was guilty of. I’'m not saying
I’'m always right, but | do enjoy playing with a hot hand).

The stock market hasn’t veered much from what might have been expected if you followed our 2018
Outlook and our mid-January update. But what next? Well, | did suggest six-months ago that we’d see a
20% rally from the bottom of the correction. But as John Maynard Keynes said, “When the facts change,
| change my mind. What do you do, Sir?” | am now thinking that the rally from the bottom will be
closer to 15.6%. More on that in a moment. What’s important to figure out first is from what price
level might the stock market rally by 15.6%? That sounds pretty good if it rallies from here. But it
sounds pretty lousy if that rally starts after the market first gets cut in half.

| didn’t write anything “official, but after the early-February swoon | was talking on the local news and
radio shows and podcasts and what-not saying that a market bottom had been reached. My only caveat
was that the stock market was missing a classic “breadth thrust” where the market bounced off the
bottom with great volume and significant price moves, which would have shown strong conviction from
buyers. Not that it was a caveat in so much that | was hedging my bet (when speaking in the media, they
like absolutes, so | wasn’t talking in terms of probabilities, but in terms of positions that should be
taken). The caveat was that the recovery wouldn’t be comfortable. There would still be consternation
as to whether or not it was still safe to be in the stock market.

Interestingly, from a media standpoint, you take a stand. But for managing money in “the real world”
you embrace statistics. | love using numbers to measure fear and greed. As a contrarian, that is
important to me. One such indicator is called the VIX, commonly referred to as the “Fear Gauge.” When
the stock market corrected in early February the VIX spiked. In previous instances where the VIX has
spiked above 28.5, the median drawdown in stock prices has been 22%, reflecting the tendency for past
volatility surges to indicate threatened fundamentals. (The drawdown after the February VIX spike was
just 6%.)

It's always dangerous to utter the words, “this time it’s different” when it comes to the market or the
economy. But, well, this time we thought it was different. After 300 days without a 3% drop, we had
noticed fund flows into an inverse-VIX bet. We speculated that much of the spike had to do with an
unwinding of that crowded trade. So while we were concerned that history would repeat itself and the
market would drop another 22% (survival instinct kicked in like our cavemen brethren before us), we
also were aware that we’re just not that smart. It’s hard to invest based on just one metric (even if that
one metric is representative of a larger class). So we had to recognize what our brain was saying (Run!
Hide!), but then try to calculate probabilities based on the other evidence. And our calculations said,
the next few months aren’t going to be nearly as fun as the whole of 2017, but the resolution on the
horizon is positive.

One of the reasons I continue to increase the probability of expecting a positive reaction is that the
stock market has been following a “continuation pattern” of lower highs and higher lows. If you were
to look at a chart of the market in that continuation pattern, it would depict a triangle with the pointiest
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side to the right. At first, the price range is wild. Then it gets tighter and the swings are less volatile, to
the upside and the downside. The market is, right now, not bullish or bearish, but the resolution to
those tightening continuation patterns tend to break to the upside. That is by no means assured, but it
is supported by other evidence.

No, I didn’t get the classic breadth thrust that I'd want to see. And investors have gotten more optimistic
than the contrarian in me would like. But the weight of the evidence continues to indicate that the
global equity correction will give way to the resumption of the bull market.

But don’t get excited just yet. We're in May. And, well, investors like to “sell in May and go away.”
Typically, | never take that saying too seriously and just roll my eyes at it (there are some statistical
outliers that support it enough to be true, “on average.” But “on average” a man with his top half in the
oven and his bottom half in a block of ice is just fine.) However, this time around, that particular
historically weak seasonal tendency coupled with US mid-term elections is an additional hurdle to a
breakout of the stock market’s current trading range. We need to get past the digestions of what is to
come politically, expect weakness into July, pain into September, and then enjoy something close to
the average six-month rally of 15.6% following the mid-term cycle low.

My guess is that your first reaction to that might be to position your portfolio to get more defensive. It
is true that during the period of May-to-October that defensive sectors like Staples, Utilities, and
Telecom tend to outperform the broad index. However, first of all (and I've been saying this for
decades) there are no tools to consistently and reliably time the market on those short term moves. It
doesn’t pay to get too cute and trade that kind of stuff. Besides, consider that since 1972 the S&P 500
has had a positive return two-thirds of the time through that seasonally weak May-to-October period.
And when that has been the case, the Financial and Technology sectors have outperformed most of
the time. Not to mention, if the market is weak over that time, in part, because of rising interest rates
then the classically defensive sectors with negative interest rate sensitivity will face headwinds.

The next year looks good, but we do have concerns beyond the next year or so. It is good that
unemployment is so low. The broadest measure is currently at 3.9% (and other versions of
unemployment rates are also very good). Employment has only been this low a handful of times, most
of those time the result of a temporarily reduced workforce correlated with wartime (World War 2, the
Korean War, and the Vietnam War). Keep in mind that economic growth is function of population
growth and productivity growth. After those events, our troops came home and eased pressure on the
job market. The increase in workers powered growth. That won’t happen this time. Low
unemployment is being driven by a combination of things like massive fiscal stimulus and demographic
trends.

Local surveys we perform for the Berkshire Business Confidence Index support the national narrative
that it’s currently very difficult for businesses to fill jobs. More than one-third of small businesses have
openings. The only other time that has happened was at the height of the late 1990s technology boom.
| can cite a number of other data points, but | think you get it - productivity growth (basically a measure
of output divided by input) ain’t what it used to be. Productivity increased 1.2% in 2017, the strongest
performance since 2015, after dipping 0.1 percent in 2016. It’s struggling to hit the 1% mark now.
Theoretically, the best workers have already been hired and each new hire now has diminishing returns.
It’s not a great sign for productivity growth without the use of new technologies.
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The good news though is that unemployment will likely drop to the low-threes by the end of the decade
(and, no, that’s not a projection based on recency bias). And despite the narrative in the media, I'd
argue that wage growth has been good. A lot of government data doesn’t take into account worker mix.
But some data, such as the Bureau of Labor Statistic’'s Employment Cost Index (or ECI) does account for
the change in worker mix. The ECI shows wage growth is heading to 3% year-over-year. Sure, that’s less
than the 4% growth seen during the boom of the 90s, the last time unemployment was as low as today.
But inflation was higher back then, too. (FYI, productivity growth was a whopping 3% back then.)

So, calculus. Things are good. Very good. But the growth rate of the growth rate (the 2™ derivative) of
said goodness slowing. The economy looks pretty good today and | expect it to remain good for a
while. In 2018 alone the tax legislation is expected to boost disposable income by $122 billion. But |
recognize how my stupid brain works — I've deprogrammed my stupid brain so that | am not (always)
comfortable with comfortable data. And right now, there is a lot of comfortable data.

My survival instinct tells me that it’s not different this time. Eventually we will hit the wall in terms of
job gains and productivity will shrink and the Fed will be deep into a tightening cycle. And it’ll be
around 2020. Then we’ll be talking about recession. Yeah, | know. Year 2020 sounds like something far
in the future, or from a science fiction movie. But it’s not that far away. We’ve got a good year or two
for the stock market, then it’s going to get...uncomfortable.
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GENERAL DISCLOSURES

Website content document may include forward-looking statements. All statements other than statements of historical fact are
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forward-looking statements (including words such as “believe,” “estimate,” “anticipate,

“expect”). Although we believe that the expectations reflected in such forward-looking statements are reasonable, we can give

may,” “will,” “should,” and

no assurance that such expectations will prove to be correct. Various factors could cause actual results or performance to differ
materially from those discussed in such forward-looking statements.

Historical performance is not indicative of future results. The investment return will fluctuate with market conditions.

Performance is not indicative of any specific investment or future results. Views regarding the economy, securities markets or
other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate and may result in economic
loss to the investor. Investment in securities, including mutual funds, involves the risk of loss.

Registration with the SEC should not be construed as an endorsement of Advisor’s investment skill or acumen.

Investment process, strategies, philosophies, allocations and other parameters are current as of the date indicated and are
subject to change without prior notice.

This article is intended to provide general information only and should not be construed as an offer of specifically tailored
individualized advice.

TERMS OF USE

Berkshire Money Management, Inc. monitors this web site for security purposes to ensure it remains available to all users and
for the purpose of protecting information in the system. By accessing this web site you are consenting to these monitoring
activities.

Unauthorized attempts to defeat or circumvent security features; to use the system for other than intended purposes; to deny
service to authorized users; to access, obtain, alter, damage or destroy information or interfere with the system or its operation
in any other manner is prohibited. Evidence of such acts may be disclosed to law enforcement authorities and may result in
criminal prosecution.
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Berkshire Money Management, Inc. does not approve any website that is linked through this browser. Furthermore, Berkshire
Money Management, Inc. is not responsible for content, and neither endorses nor makes warranty for information, accuracy,
content or presentation of the site or sites in question.

STANDARD & POOR'S

The S&P 500 Index (S&P) has been used as a comparative benchmark because the goal of the above account is to provide
equity-like returns. The S&P is one of the world’s most recognized indexes by investors and the investment industry for the
equity market. The S&P, however, is not a managed portfolio and is not subject to advisory fees or trading costs. Investors
cannot invest directly in the S&P 500 Index. The S&P returns also reflect the reinvestment of dividends. Berkshire Money
Management is aware of the benchmark comparison guidelines set forward in the SEC Clover No-Action Letter (1986) and
compares clients’ performance results to a benchmark or a combination of benchmarks most closely resembling clients’ actual
portfolio holdings. However, investors should be aware that the referenced benchmark funds may have a different
composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Therefore, an investor’s individual results may vary significantly from the
benchmark’s performance.

The S&P 500 Index (S&P) has been used as a comparative benchmark because the goal of the above account is to provide
equity-like returns. The S&P is one of the world’s most recognized indexes by investors and the investment industry for the
equity market. The S&P, however, is not a managed portfolio and is not subject to advisory fees or trading costs. Investors
cannot invest directly in the S&P 500 Index. The S&P returns also reflect the reinvestment of dividends.

bpow

The Dow Jones Industrial Average (NYSE: DJI, also called the DJIA, Dow 30, INDP, or informally the Dow Jones or The Dow) is
one of several stock market indices, created by nineteenth-century Wall Street Journal editor and Dow Jones & Company co-
founder Charles Dow. The Dow average is computed from the stock prices of 30 of the largest and most widely held public
companies in the United States. Clients of BMM may have portfolios that differ substantially from the composition of the DOW
and therefore, their performance may vary significantly from that of the Dow. The Dow is used for illustrative purposes only, as
one indicator of the overall US economy, and its past, present, or future performance should not be viewed as an indicator or
comparison point for BMM client performance.



BERKSHIRE

Friday, May 18, 201
MONEY riday, May 18, 2018

MANAGEMENT

The Knowledge and Experience to Build Your Wealth
Privacy Notice

FACTS Dok mmtan oy

Financial comparies chooso how thay skara your pecsonad information. Fadaral law gives

onreamers thie tight 1o il some bt ot all Whﬁuﬂmmmﬂm
Fuorwr wean collact, and protuct your pemsonal @ thiz nofica cansiully to
wridamtand whal we do:

Tha typas of parsonal informaticnwa collect and share depand on tha produnt or sonvics you
e with us. This information cin incheda:

= Bodal SEeoority Mamber and Account Balances

= TransscBon History and Risk Tolemnce

= Retrement Assels and Wire Transier instuctions

Al francial companies necd o shars orstomens' perscnal information 1o e ther avenpday
Immens n the soction balow, wa fisl the nessors financiall companics can share thar
mmmhmsmmmmmmﬂ
whathar you can kil this sharing.

I_:inlmmg e 2
H_-_lﬂ—pu'pf-ﬂm Cam yoa fert this sharng
For our k
nﬂanbpmprmm o NO
your socountia), respond to court ondars and legal
invastigatiana, or raport 1o codit e
For our markating purpases —
1o ofier our products and sarvioas to you Mo WEDKENOL 3T
For joint markating with cihar financial companizs MO WE DO NOT SHARE
For our afiiliatas’ i
lﬁmﬁ:ﬂﬁmtjm'ﬁmn:hrnlﬂm NO WE DO NOT SHARE
For our affiliatos’ averyday husiness purposos —

b o mhoct yoor aredbeo i L WE DO NOT SHARE
For nonaffiliates to market to you MO WE DD NOT SHARE
Call 884-232-8072 or go to wwnw berkshiremm.com |

Whe we e
mimﬁm‘[ Money M —'mmmmm oI
How does Barkshine Money To peotact your parsonal information #om urschorzad aoooss
- POy ST and 1ma, W isse somrity measoros thal coomply with fedaenl e
o Thesa monsures inchude compirtor sxfegueds and secumnd Slan
Informabion? and buildings.
Hi s Bavkakiv 1 o collact your parsonnl information, for example, whan you
=5 it so{lsat my m  Dpen an aooount o erer Nt an imesirment Acyvisony Contract
Information? m Tl iz where o send the money
= e s your contact erforTnadion
= Besh avics shouk your Imeesiments
Why can't | imt all sharng Fadaral bw gvas you tha right to it anly
= =hwnng for offiixics’ ovenydoy busincss punposas - niomston
abions your craditecrthingss
n affilmtes from usieg your information (o mokat b you
»' mharing for noraffiintes fo markst i you
Sic Laws and indivedeal th y adiditional rights-to
o 5 CONTEIANES Ty s o rights-
Defmfions.
Affiizics Companizs related by common ownarship or control. Thoy can be
fnarcial snd ronfinandal companios.
- hioney ‘has mo aifiiai=s
Wonaffiliates wmmhymmsﬂpuomﬂﬂqmbﬂ
5 AR
= mumummmmmm
0 they can kel i you
Joint marketing A jormad ngrecmant beatween nonaffiised finarcinl companies thai
togather markat fnanoal products or senices o yow
m Serkshine kioney Mansgement doss nof participate in joind markeling

A
A

N



