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Highlights 

Market Risk Index improved again this week on better readings 
from both valuation and investor psychology, but the 
improvements were modest and the overall risk levels of the 
psychology, monetary, and valuation categories are so elevated 
that MRI continues to be glued to readings above 80%, well in 
defensive territory. It’s become dull reporting the changes in recent 
weeks, because they have been so miniscule. 
 
The improvements to investor psychology are waning – last week 
we saw better internals, breadth and volatility but with little 
movement in the traditional indicators that measure sentiment. 
This week, those indicators that purely measure sentiment have 
begun to worsen as markets and headlines have improved. Options 
traders have swung back toward optimism and are increasing the 
risk level readings inside our indicator basket. AAII investor 
sentiment, which has maybe been the single best indicator at 
highlighting short term market opportunities thus far in 2019, has 
already seen its solid readings begin to swing back toward stock 
market enthusiasm, not extreme, but above average. Should the 
S&P 500 surpass its highs for the year, it will quickly push our 
psychology composite back into the worst decile of readings. If the 
last 18 months are a guide, that will almost immediately put this 
rally at risk. 
 
While there has been a lot of news this week related to monetary 
conditions, our monetary composite was un-moved, still weighed 
down by the yield curve and velocity indicators. Pundits seem to 
like the results of the Fed’s rate cut this week, almost solely 
because of the market’s reaction since. However, we have had a 
couple of unusual news events over the course of the last two 
weeks that anecdotally seem to indicate that money might be 
getting tighter than is popularly believed. The quant-crash last 
week, where momentum stocks took it on the chin while value 
stocks rallied was one. It was reported as an unwind of a popular, 
crowded hedge fund trade – the kind of headline that occurs at 
credit cycle inflection points. 
 
This week, it’s made news almost every day that rates have been 
spiking in repo markets, and the Fed has had to step in to provide 
liquidity. The explanation has discussed Treasury auctions and 
corporate tax payments, which sound reasonable, but both are 
scheduled events and the kind of thing that markets generally 
anticipate well. So, those explanations end up reading like 

Psychology - P5

Monetary - M4

Valuation - Extremely Overvalued

Trend - Positive

Biggest Psychology Influences

Flow  of Funds Positive

Leveraged Investments Negative

Consumer Confidence Negative

Option Activity Negative

Biggest Monetary Influences

Falling Bond Yields Positive

Yield Curve Negative

Velocity Negative

Valuation

7-10 Year Rtn Forecast 3.7%

10Yr Treas Yield (on 7/31) 1.7%

Price Trends

US Equities Positive

Intl Equities Negative

REITs Positive

Broad Commodities Negative

Market Risk Index scales from 0 to 100%. 

Higher readings correspond with higher risk 

markets. Scores below 25% are bullish. 

Scores between 25-75% are neutral, and 

scores above 75% are markets vulnerable to 

major drawdowns.

Market Risk Index

Elevated

83.1%
Category Percentiles

86.8%

1.5%

93.0%

68.4%
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someone saying the price of Christmas trees spiked because it’s December. There’s also a simpler explanation - 
borrowers need access to overnight funding that hasn’t been there. That’s a quintessential definition of tight 
money, ignoring whether the borrower was distressed or not. Any events that can affect confidence in this 
environment are worth watching, and it may also be the first step back toward Fed balance sheet expansion. 
 
Our valuation composite showed slight improvement but is still in the worst decile of readings – the highest risk 
category. Calling every poor market environment unpredictable or a black swan isn’t completely true when 
viewed through the lens of valuation. The worst market environments in US history were all preceded by 
valuations in the worst decile. Investors ignore it, because nothing feels worse in markets than watching your 
neighbor get rich while you are plodding along conservatively trying to invest based upon long term evidence. 
That is, nothing feels worse in markets, outside of losing your money. Whether your neighbor lost his or her 
money too gives little consolation. 
 
The bounce in unloved small cap and value stocks last week knocked the Value Line Median Appreciation 
Potential, our favorite valuation gauge in that area, back down a couple of notches. It’s a good proxy for small 
cap value stocks, which have underperformed dramatically and have more attractive return prospects than large 
caps going forward. Before the bounce gets you in a rush to crowd into the style, small caps might be attractive 
on a relative basis, but they are slightly below average on an absolute basis. A good rule of thumb here is that 
when the Value line Median Appreciation Potential approaches 100%, it’s a back the truck up kind of valuation. 
The super low readings on VLMAP in early 2014 coincided with the relative performance peak and beginning of 
both the underperformance of the average stock and the market’s enthusiasm for FAANG and the gig economy. 
What created such a special opportunity in both small caps and value stocks in 2000 was that large caps were at 
the worst levels of valuation in US history, while Value line Median Appreciation Potential was simultaneously 
suggesting that small cap and value stocks were a bargain. 
 
Chart – Value Line Median Appreciation Potential 
The average stock, a proxy for small cap and value stocks, is more attractive than large caps; however, on an 
absolute basis, it’s still slightly below average. We use this metric to build a return forecast for the average stock 
that we incorporate into our valuation composite. It’s also improved from the extreme from January 2018, 
where our return forecast for the average stock over the ensuing five years crossed into negative territory. Now, 
it’s around 5%, which is modestly higher than our forecast for US equities overall. 

 
Source: Cypress Capital, Value Line 
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Chart – US Equity Valuations 
With most of our equity valuation metrics ranking this as the second most expensive US equity market ever, our 
valuation composite is stuck in the worst decile of readings. 

 
Source: Cypress Capital 

 
Chart – Tight Money in Repo Markets 

 
Source: WSJ 
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The essence of investment management is the management of risks, not the management of returns. 
– Benjamin Graham 
 

Select Dividend – Bottom up risk managed dividend portfolio of up to 40 stocks that can hold cash and fixed 

income when markets aren’t presenting attractive individual equity opportunities. Portfolio built upon Cypress 

Capital’s own metrics that measure dividend quality and safety. The portfolio is divided 75/25 into payers and 

growers. Payers are stocks with above average yields and a long-term history of paying dividends, where the 

dividend is perceived to be safe. Growers are companies with high total shareholder yields and perceived to be 

high quality, franchise companies. The portfolio is generally made up with familiar, household names. 

Global Allocation – Multi-asset class portfolio that invests in low cost exchange traded funds across eight asset 

classes based upon the margin of safety offered by each asset class in an effort to avoid significant drawdowns. 

Strategic Income – Disciplined, value biased income portfolio that practices patience in awaiting excellent risk 

reward opportunities in fixed income. Disciplined in its refusal to reach for yield and put capital at risk of 

permanent impairment. 

Asset Neutral – Absolute return focused multi-asset class portfolio that allocates assets based upon the margin 

of safety offered in each asset class. Portfolio can go defensive and hold up to 100% cash in some environments. 

US Opportunity – Concentrated value portfolio of up to 50 stocks that increases allocations to cash and fixed 

income when the margin of safety offered by equities is too narrow. Portfolio quantitatively buys the cheapest, 

highest quality stocks that it can find. Quantitative sell discipline sells individual holdings based on value and 

momentum factors. 

Contact us for more information. 

Asset Management – Portfolio Lineup 

mailto:info@cypresscapital.com?subject=Asset%20management

