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Let’s not jinx it but, we’ve potentially seen the worst of the selloff.   The Dow hit a 3 year low at 18,213 on March 23rd.  The
Dow then rallied 5600 points and has stayed far away from that low water mark.  Yes, the market may pull back again to consolidate
these hard-won gains, but that’s how markets work.  So, we’ve had a big rally and maybe the worst of the virus is behind us.  I guess
we can put things on cruise control.  Think again.   

            Our current environment is when things may get tricky.  The market rallied 30% from the bottom.  So, what’s the encore? 
Are cyclical stocks really cheap at these levels or will they have another leg down?  Is .60% really a good yield to lock in for ten years
(!!!) on U.S. Treasuries?  Will MAAA (Microsoft, Amazon, Alphabet and Apple) continue to rack up big gains for the NASDAQ?

     It’s too early to tell.  I want to see clues on what might happen next.  The good news is that we are in the midst of earnings
season and that’s providing hints on where we go next.  The data the market needs is occurring now.  First quarter earnings are
coming in fast, and the market’s reaction has been positive. 

A breakout above 24,000 on the Dow could lead to higher prices in the fall, but we may need to churn sideways before
moving to higher levels.   It’s similar to eating a massive Thanksgiving lunch.  You need a nap before eating again at dinner.  This
quote from Dan Henninger in the Wall Street Journal summed up the virus outlook, “As to the virus itself, it’s impossible to keep
regarding it as an unstoppable daily plague. It has to become something we can grasp.”  Yes, COVID-19 has been a terrible tragedy,
but it’s one the world is learning to cope with.

            Investors pulled large sums from stocks in February and March, and there are still impressive amounts of cash on the
sidelines.  That cash is likely waiting for a pullback to before it’s invested.  What happens if a pullback never comes?  Sometimes, the
strongest markets (like the bulls of 1991, 2003 and 2009) get "overbought" and stay that way.  The market seems to enjoy frustrating
the largest number of investors possible.  Ironically, as individuals fled the market, professionals filled the void and bought S&P
futures at the largest levels since 2009. (Sentiment Trader).  In my experience, this is a positive. Individuals see disaster but the pros
see opportunity.

That gentle clicking sound in the background is a switch being flipped: from fear to expectation.  Expectations can be
daunting: it means that people are now “expecting” good results again and that makes me happy.  After a brutal bear market, clients
are beginning to look forward again.  2009 and 2018 were similar.    At some point, people don’t care so much about the pain of the
past.  Instead, they’re curious about the potential of 2021.  They want to capture the promise of the future: a future that feels
brighter for the first time in months. 

Instead of the gloom and doom proclaimed on cable TV, let’s consider a different outlook.  What if March/April are as bad as
the economy gets?  Investors appear to have priced in a more negative outcome.  Additionally, market volatility spiked.  The
market’s resident fear gauge, the VIX, sat at 13 in February; it’s since moved up six-fold to a recent high of 84.  That 84 reading was
pricing in a daily market move of 5%.  Looking through history, VIX spikes over the 40 level (let alone 80) don’t typically last long. 
We ran a study showing a twenty year look at VIX spikes.  We wanted to know what the market did after volatility fell back to what
we felt was a historically “normal” number. 

Results showed that as the VIX receded below 40, the market showed an average gain of 13%.  The VIX currently sits at the
all-important 40 level.  If history holds true, from the Dow’s current value of 23,700, the average gain from our study would place the
Dow back at 26,700.  There was a wide range of potential returns.  The lowest return was in November 1990 in the build up to Gulf
War 1; the market only increased by 2.70%.  However, the market went on to gain 25% performance the following year.  The largest
return during a VIX contraction was a 30% pop as the market rebounded in July 2009.  

The government made some missteps during this economic recovery, but the liquidity provided by central bankers has been
instrumental in bringing the spread between corporate and government yields back into line.  This makes me constructive on the
longer-term prospects for U.S. stocks.  We have seen a 25% rise in the S&P 500 since late March and, it’s possible the overall market
could see a pullback.  However, from my perspective, the market has the wind at its back in the form of the Federal Reserve and
round 4 of Quantitative Easing: QE4.  Over the last ten years, the previous three QE’s helped the market find its feet.  I feel QE4 will
offer similar support in 2020.  If you have any comments, feel free to contact me at heddins@capital-invest.com or call me at 919-
656-0836.
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