J2 Capital Management

April 2018

1st Quarter 2018 Update

The rope-a-dope market
Selected Benchmarks

1st Qtr

Trailing 1 yr

S&P 500 TR

-0.76%

13.99%

Russell Mid Cap Growth

2.17%

19.74%

Russell 2000 Index

-0.08%

11.79%

MSCI All Country World Index

-0.84%

15.44%

60% MSCI ACWI/40% Agg Bond

-1.03%

9.63%

MSCI Emerging Mkts Index

1.07%

22.17%

S&P and MSCI data provided by S&P and MSCI. Russell Index data provided by
FTSE-Russell Inc.

1st Qtr
Net

Trailing 1 yr

6.70%

27.87%

J2 RCI Tactical Aggressive

-0.10%

10.79%

J2 RCI Tactical Growth

-1.27%

8.10%

J2 RCI Tactical Moderate

-1.02%

7.15%

J2 Tactical Sector Rotation

-1.22%

7.12%

J2 Tactical Global Rotation

1.50%

14.61%

J2 Strategies
Tactical Stock

J2 Risk Managed RS Leaders
Tactical Global ETF

Tactical Sector/Country

Please refer to strategy disclosures/fact sheets for more information.

On October 30, 1974, two of the greatest boxers squared off in Zaire for the heavyweight championship. In
a historic match that would be known as the “Rumble in the Jungle,” Muhammad Ali used a technique that
would be called “rope-a-dope.” In the weeks leading up to the fight, a boxing photographer, George
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Kalinsky, had suggested to Ali that he try a technique where he would look vulnerable on the ropes and
allow Foreman to throw as many punches as he wanted but hit nothing but air. He told Ali, “Why don’t you
try something like that? Sort of a dope on the ropes.” Ali successfully used the tactic, and Foreman spent
his energy throwing punches without earning any points. That tired him, and Ali landed a series of
punches in the eighth round that caused Foreman to hit the ground. The fight was stopped. The term ropea-dope was coined soon after.
A series of negative news, over-bullish sentiment, interest rate moves, and inflation are wildly swinging
haymakers at the stock market. The stock market is hoping to put on its best rope-a-dope move and avoid
any punches being landed. Bulls hope the bearish news and mood will exhaust itself and the market can
mount a comeback, knocking down the bearish tone so it can resume the nine year bull market. This, of
course, is what the hope is. However, this boxing match may not go as planned, and the rope-a-dope
market may fail. The battle for bull or bear market is upon us and you must be ready.

Market Review
Markets entered 2018 in a positive feedback loop and reached peak velocity in January. Since that time,
the markets have abruptly reversed and are now caught in a volatile trading range. More data will need to
be seen before it is known if January was a blow-off top or just a pause in this great nine-year bull market.
J2 Capital is not surprised by the recent volatility, as our models were pointing to a possible large sudden
break. We wrote about our concerns about a sudden break in our year-end newsletter.
The quarterly updates you read in the next few weeks will mostly be headlined with the same buzzwords:
“Volatility Is Back”; “Inflation Scare”; “Tariffs”; “War Drums.” These are now known risks that we can see
the markets reacting to daily; however, they are not the largest risks the market faces going forward, which
by my estimation are being underappreciated and under discussed. The potential for a tail-risk event is
now large: the worst market selloffs historically happen after markets are already weak. Are you and your
clients in position to weather a potential bear market?
Recap of our previous quarterly update
We turned bullish on the market in August 2016 when we believed that many were sleeping on the coming
upward earnings revisions and improving global economic backdrop. Most were late to the recognition of
this, and thus were underinvested. The 4th quarter of 2018 saw performance-chasing by retail investors in
an effort to play catch-up that ended with what may have been a blow-off top in tech stocks in January.
The news cycle has decidedly turned negative. Many will point to “headline risk” as the reason why the
market is struggling, but don’t be fooled. Our internal data suggests that institutions and smart money
were selling the recent recovery in early March just as many retail clients were going all in. J2 Capital
became a little less enthusiastic about the market at year-end due to our internal indicators signaling overbullish market sentiment and a market rally in select sectors that was not sustainable.
What’s our thinking now?
We started to slowly raise cash in December, and then raised more into the February and March rallies.
Many sectors were struggling in February and March, except for technology, which was holding up the
broad indexes. I am now focused on larger risks that are brewing and that may portend more than just a
pullback.
Since the beginning of the year, we have noticed a pattern occurring in the markets that would signal to us
that institutions have been selling into the rallies. The selling started prior to the negative news flow, which
is telling. This was also occurring while retail investors were getting more invested. Sold to you.
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Intuitional algorithmic program trading is also now dominant in the market, providing for many head fakes
in sectors and industries. This is known as the whipsaw and is a trend-follower’s kryptonite. However,
there are things that can be done to mitigate this. Experience tells me that it’s best to stay on the sidelines,
as the environment is dangerous. Our short-term and intermediate-term outlook is cloudy, which is
reasonable, given the market turbulence. As I will discuss, I don’t see any hurry for us to move away from
our neutral and cash-heavy positions at the present moment.
Sector watch
Currently in my database, we follow around 60 sectors. At present, about 60% are below their 50-day
moving average. Most that are above have a commodity theme to them. The higher-inflation theme
continues to play out, but for how much longer? Switching to the 200-day moving average, the list of those
below is smaller and here too the theme is inflation with defensives like Utilities and REITS
underperforming. It appears bets are being placed that rates will continue to rise.
But no market conversation can happen without discussing technology stocks. They drive so much of the
broad market returns these days. To start with, we are very concerned with the FANG stocks (Facebook,
Apple, Amazon, Netflix)—namely Facebook. With the recent data snafu…er, sorry Zuck, I mean “breach of
trust”…the concern is that growth forecasts have not come down nearly as much as they should.
I understand this industry well, as my spouse’s career is providing data to the Facebook platform. The
business model has been damaged, though to what extent is to be seen. Attention on this matter has yet
to effect Google (GOOGL), whose business model is similar. With possible regulation, and a negative
mood around social media, growth forecasts should slow in the coming quarters. However, analysts
haven’t budged off their estimates. Forty-two analysts cover Facebook: 37 have a buy and just two have a
sell rating. Seems like revisions can only head in one direction? This is coming. How this impacts the rest
of tech and thus the market will need to be watched.
We are also concerned with valuations in the other FANG members. I bring these companies up because
so much of the market’s overall growth has come from them as of late. While it’s true that in the past I
have argued for a higher market P/E than historical standards, I also think it’s a case of too much too
soon, with a lot of weak hands holding the FANG stocks. Using Netflix as a thought exercise, the stock
could correct 40% and by my technical standards still be in an uptrend.
Many other issues coming at the market all at once
There are two large risks being underappreciated at present: earnings forecasts and tighter money
conditions. Tighter money conditions combined with interest rate normalization are not bullish items;
liquidity is the blood of the market. Is it purely coincidental that the market is having issues now that the
Fed is engaged in quantitative tightening? The chart below shows the Fed’s plans for reducing the size of
its balance sheet:
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Source: https://wolfstreet.com/2018/04/05/update-feds-qe-unwind-balance-sheet-normalization/

The unwinding of the balance sheet may also be causing stress in the Libor. The chart below shows
Federal Reserve assets and the Libor rate. Another coincidence?

Source: https://fred.stlouisfed.org/search?st=total+assets

Investor risk appetite is also coming in substantially. Back in November, I wondered to myself if Bitcoin is
also somehow correlated to technology stocks. It would seem that easy money and easy gains would lead
retail novices to invest into the riskiest assets. It sure appears that there is some correlation here, offset by
a couple of months. Should that pattern hold true, then the market has much further to fall. (Not a
prediction.)
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Source: https://charts.bitcoin.com/chart/price

Recent economic numbers are also slowing. While not a trend, and very short-term in nature, this can be
seen by the Citibank Global Economic Surprise, which has begun to come in under expectations.

Source: https://www.themaven.net/mishtalk/economics/global-growth-sputter-stutter-mutter-UhdD-qtLa0iqzBRO_YQ1fA/

Global manufacturing PMIs are also turning lower which does happen when excess liquidity shrinks. This
is another item not being discussed Should the trend continue, then the recent rise in interest rates is also
over, and long bonds should benefit. This would align with my long-term view that interest rates and
inflation have a ceiling lower than what most think.
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Source: https://twitter.com/jbjakobsen/april4,2018..

Lastly, I want to point out that earnings expectations are high here. It’s doubtful that earnings in the next
few quarters will leap over the lofty projections that are being set. The environment is ripe for
disappointment. Our models are currently showing that we are late in the earnings cycle. I will know much
more about market valuations, and hence the intermediate-term outlook, in the next few weeks.
With tighter money conditions, middle east conflict, high valuations, over-bullish stock sentiment, soft
economic data, the risk of a large negative event increases to a level higher than I am comfortable with.
To summarize, the market is currently confusing, messy, and not optimal for risk-taking. Intuitional
program trading is beating up those trying to play the wiggles. We have done well managing the
recent volatility by being early to sell down to cash. We want to be careful to not overthink things
and get caught up in chasing markets up and down daily. A better investment environment will
present itself but it’s not now.
What you need to know is that we have a plan for you and your clients. In the short term, we want
to find a balance between having some equity exposure but remaining more neutral and hedged
until the market can sort itself out. We are willing to give up a few percentage points to the upside
in the near term to make sure we are in a more favorable investment climate.
This will allow your clients to sleep well knowing that the risks have been accounted for already.
This will also protect your book of business in case we haven’t seen new lows.
Again, we believe that the current best strategy for now is to stay neutral and manage risks for you
and your clients.

6

Selected J2 Capital Management Strategies Review
•

RS Leaders continues to provide exceptionally strong results even in the face of volatility. Remarkably,
the strategy is up over 6% year to date.

•

Our RCI Strategies continue to post high risk-adjusted returns, as they have done historically.

•

Global Rotation is also continuing to provide strong relative and absolute performance. We currently sit
at close to 40% cash. We are hoping our 30% cash position in Sector Rotation will allow the strategy to
start outperforming the S&P 500 and close some recent underperformance.

J2 Risk Managed RS Leaders
RS Leaders is up 6.70% on a year-to-date basis, ahead of the Russell Mid Cap Growth benchmark
by over 4%. We are now outperforming our benchmark by over 8% for the trailing 12-month period.
Momentum strategies and those companies growing their earnings, in general, continue to hold up better
than the overall market. While I see concerns with large cap technology, especially the FANG names, we
see smaller cap technology holding up well thus far. We are waiting to see how technology and growth
companies in general react to upcoming earnings. While the charts of momentum stocks paint a positive
technical picture compared to the general market, my intuition has a more negative tone.
In general, I feel there is an air of invincibility within certain pockets of technology. We have been
positioned and waiting for the shakeout of weak hands that is now upon us. J2 Capital has gotten both the
direction and timing right on both the rally out of August 2016 and now the recent selloff. On one hand, we
see many names we like holding up well; but on the other, the environment is ripe for a much larger
momentum selloff.
Current Positioning
We have been raising cash in this strategy since year-end and currently sit above 35%. We sold out of
many of the largest winners and, frankly, some of my favorite growth names. We decided in mid-March,
after the Nasdaq broke out to all-time highs, to introduce a double inverse Nasdaq position. We did not like
the way the rest of the non-technology market was holding up and couldn’t see a way for technology to
avoid the same fate in the proceeding weeks. As luck would provide, we ended up “shorting” the Nasdaq
at the highs for the year.
Initially, I used the inverse Nasdaq position as a brake on the portfolio while I sold down our technology
allocation and most-at-risk names. Now that we have raised enough cash, I will keep the inverse position
on while I selectively look for names to add back in as the market shows it is ready to hold gains. These
will be test positions. We readily accept the fact that we could potentially underperform the broad market
and our benchmark here if a V-shape rally back to old highs happens quickly. I am willing to accept some
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short-term underperformance that could last a few weeks to months. However, as I mentioned, the risk of
a fat-tail event has grown, and protecting what we have achieved for you and your clients takes
precedence at present.
RS Leaders selected top holdings: (24 positions)

Description
USD Cash
Proshares Ultrashort QQQ ETF
Total System Services
LeMaitre Vascular
Nordson
Western Alliance Bancorp
Palo Alto Networks
Centene
Fortinet
Lear Corp.
MarketAxess
Viper Energy

Symbol
CASH
QID
TSS
LMAT
NDSN
WAL
PANW
CNC
FTNT
LEA
MKTX
VNOM

Sector
Cash
Inverse Stock
Financial
Healthcare
Industrial
Financial
Technology
Healthcare
Technology
Industrial
Financial
Energy

Industry
Cash
Inverse
Financial Tech
Medical Equip
Machinery
Regional Bank
Cybersecurity
HMOs
Cybersecurity
Auto Supplier
Investment Brokers
Oil and Gas Expl

Totals:

Weight
38.5%
10%
3.3%
3.0%
2.6%
2.5%
2.5%
2.4%
2.4%
2.3%
2.3%
2.3%
74%

J2 RCI Tactical Strategies (Aggressive, Growth, Moderate)

Our performance for the quarter was in line with our benchmarks for the quarter, but our volatility was
much less. Our trailing one-year performance is in line with our objective of capturing the targeted upside.
We hope to limit risk and volatility for the next several weeks and will reassess our risk-taking levels as we
move forward.
At present our largest positions are in cash and in fixed income that has little interest rate risk. On the
equity allocation side, we have a few emerging market positions in Russia, Latin America, and Japan, as
these are presenting the best risk-adjusted relative-strength scores in our list. Obviously, with a potential
conflict with Syria brewing, we are more than concerned about our Russia ETF. A decision will be made
shortly here on what to do. We are pairing these positions against a defensive high dividend U.S. ETF and
a Real Estate ETF, attempting to catch some mean reversion. These positions are not ranking high
currently, but they were the first to sell off months ago and could be primed to be first to go up if the
inflation story doesn’t pan out or global growth stalls. I won’t give these positions much leash, so I will
know soon if I will be right or not.
- John Benedict
CIO and Portfolio Manager for the J2 Strategies
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J2 Tactical Strategies available*
*Certain strategies may only be available to direct clients of J2 Capital Management RIA. Please check with your
Broker Dealer.

RS Leaders:

Momentum,Low-Vol factor growth stock strategy

Tactical

$85,000 minimum

Stock

Tactical
ETF

RCI Tactical Models:

Broad-Based Equity & Fixed Income

Sector Rotation:

Sector Tactical ETF

Global Rotation:

Country-International ETF

J2 is a TPIA on Jefferson National platform
Monument Advisor Fee-Based Annuity

Tactical
Annuity

John Benedict
Portfolio Manager for J2 Strategies
johnb@j2cmonline.com
1-888-888-0430
www.j2cmonline.com
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RCI Models/Sector Rotation/Tactical Income options

For Investment Advisor Use Only. Not for Public.
Disclosures:
Orion Advisor Services provide indexes returns. Blended indexes are rebalanced daily and are quoted as gross or total return. The U.S. Dollar is
the currency used to express performance. J2 Strategy returns are presented as asset-weighted time-weighted net of third-party management
fees and include the reinvestment of all income, after all trading fees and all expenses charged by the underlying funds and investment vehicles.
Net-of-performance was calculated using an annual maximum third-party model based fee of 0.50%. Model fees are deducted quarterly at a rate
of 0.125%. Please see disclosure presentations for full disclosures.

Investment Advisory services offered through J2 Capital Management, a SEC Registered Investment Advisor.
J2 Capital Management claims compliance with the Global Investment Performance Standards (GIPS®) and has prepared and
presented this report in compliance with the GIPS Standards. J2 Capital Management has been independently verified for the
period July 1, 2008, through December 31, 2016. The verification report is available upon request.
Verification assesses whether (1) the firm has complied with all the composite construction requirements of the GIPS Standards
on a firm-wide basis and (2) the firm’s policies and procedures are designed to calculate and present performance in compliance
with the GIPS Standards. Verification does not ensure the accuracy of any specific composite presentation.
Fees: Strategy returns presented here in this quarterly/year-end review are composited gross and net of our maximum model–
based 0.50% bps fee. For full disclosure of fees. The U.S. Dollar is the currency used to express performance.
J2 Capital Management RIA clients should review their Investment Advisory Contracts for full fee disclosures which may be
different from the fees outlined here and in our disclosures.
ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST. The Dow Jones
Industrial Average, S&P Indexes, MSCI Indexes, Barclays U.S. Aggregate Benchmark, Barclays Municipal Bond Benchmark,
Russell Indexes, and New York Stock Exchange Composite (NYSE) are unmanaged common stock indices used to measure and
report performance of various sectors of the stock market; direct investment in indices is not available. For further information
please visit the index issuers website.
J2 Capital Management’s investment strategies are appropriate for investors with a long-term time horizon only. Contact J2
Capital Management for a discussion of the risks when evaluating model portfolio results or if you have other questions
concerning the calculation of our investment returns. Investing involves certain risks. Please discuss with a qualified tax or
investment/financial professional before investing. Models and strategies are for informational purposes only. J2 Capital
Management is not responsible for individuals implementing models discussed on this site. For information on how to invest in
one of our models, please call us at 248-641-4444. Each model or strategy has a different risk profile. Some clients may own one or
several of our strategies.
J2 Capital Management is a SEC Registered Investment Advisor. We offer investment advisory and supervisory services to clients
(principally individuals, professionals, corporations, university professors, and qualified retirement plans) by the investment
objectives stated by the client. In providing these services, J2 Capital Management uses its discretion concerning the purchase and
sale of investment securities on behalf of the client by the stated objectives. J2 Capital Management may invest the client’s assets
in a range of securities, including exchange-listed and over-the-counter equities, mutual fund shares, corporate and government
debt securities, commercial paper, and certificates of deposit; and it may employ trading strategies including long- and short-term
trading, short sales, margin transactions, and option writing. The client will pay transaction fees on ETFs and stocks in addition to
J2 Capital Management’s annual management fee. The average transaction cost for an ETF or stock through our custodian TD
Ameritrade is roughly$6.99 to $9.99 per trade unless we hold over 30 days, which in most but not all cases we do, or is held in an
asset-based pricing account. Please see our ADV Part II for more information.
Information presented is for educational purposes only. Nothing on this website should be meant as investment, legal, or tax advice, or any
advice of any manner. Please review our Investment Disclosures when reviewing any of J2 Capital Management’s Investment Strategies
contained on the “Strategies Offered” page or when visiting any of our other properties (Twitter, Facebook, LinkedIn).
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The RCI Indicator is a proprietary index built and maintained by John Benedict. It is a hypothetical back-tested strategy. Money
cannot be directly invested in the RCI Indicator. The Indicator is used as a tool only to gauge supply and demand in the S&P 500
Index and give guidance on whether to increase or decrease risk-based assets such as equities. Past performance is not indicative
of potential future results.
WARRANTIES AND DISCLAIMERS
There are no warranties implied.
J2 Capital Management is a registered investment adviser located in Troy, MI. J2 Capital Management may only transact business
in those states in which it is registered or qualifies for an exemption or exclusion from registration requirements. J2 Capital
Management’s website is limited to the dissemination of general information about its advisory services, together with access to
additional investment-related information, publications, and links. Accordingly, the publication of J2 Capital Management’s web
site on the Internet should not be construed by any consumer or prospective client as J2 Capital Management’s solicitation to
effect or attempt to effect transactions in securities, or as the rendering of personalized investment advice for compensation, over
the Internet. Any subsequent, direct communication by J2 Capital Management with a prospective client shall be conducted by a
representative that is either registered or qualifies for an exemption or exclusion from registration in the state where the
prospective client resides. For information about the registration status of J2 Capital Management, please contact the state
securities regulators for those states in which J2 Capital Management maintains a registration filing. A copy of J2 Capital
Management’s current written disclosure statement discussing J2 Capital Management’s business operations, services, and fees is
available at the SEC’s investment adviser public information web site (www.adviserinfo.sec.gov) or from J2 Capital Management
upon written request. J2 Capital Management does not make any representations or warranties as to the accuracy, timeliness,
suitability, completeness, or relevance of any information prepared by any unaffiliated third party, whether linked to J2 Capital
Management’s web site or incorporated herein, and takes no responsibility therefor. All such information is provided solely for
convenience purposes only, and all users thereof should be guided accordingly.
The information contained herein has been compiled from sources deemed reliable, and it is accurate to the best of our knowledge
and belief. However, J2 Capital Management cannot guarantee its accuracy, completeness, and validity, and cannot be held liable
for any errors or omissions. Changes are periodically made to this website and may be made at any time.
All information contained herein should be independently verified and confirmed. J2 Capital Management does not accept any
liability for any loss or damage whatsoever caused in reliance upon such information.
Readers are advised that the material contained herein should be used solely for informational purposes.
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