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Resisting Sentiment’s
Siren Song

Executive Summary

U.S. Equity sentiment has hit bullish optimistic extremes
over the last 30 days. Although sentiment indicators are
not very accurate market timing tools, they do indicate the
market psychology is ripe for a significant correction.

The S&P 500 monthly chart continues to show an acceler-
ating, unsustainable rate of price increases.

With frothy sentiment, the probability of a fast multi-week
down trend is increasing,.

Although the first and second quarters have significant risk
for a correction, this does not necessarily negate the proba-
bility of the emergence of a longer term secular bull market.

“If anyone unwarily draws in too close and hears the singing of the
Sirens, his wife and children will never welcome him home again.
Therefore pass these Sirens by, and stop your men's ears with wax
that none of them may hear.”

Homer, The Odyssey (Book XII)

Sentiment of the crowd is a very powerful force in markets,
as it pushes market psychology to extremes. Let’s look at
some of the current extreme sentiment measures for the U.S.
equity markets:

The Daily Sentiment Index for the S&P 500 futures
(trade-futures.com) has hit 93% bulls twice this quarter,
a rare occurrence. This indicates short term extreme bull-
ish sentiment amongst S&P 500 (SPX) futures traders;

The Investors Intelligence Advisor Survey has registered
114 consecutive weeks of “bullish plurality,” meaning
bulls outnumbering bears.

Likewise, individual retail investors are not bearish, as
measured by the American Association of Individual
Investor’s Survey. In a recent survey, bulls outnumbered
bears by 36.5% — the second highest extreme reading
in seven years.

Continuing extreme lows in the CBOE Put/Call ratios,
as well as in the ISEE Call/Put ratios, are indicating re-
duced levels of hedging activity.

Target Allocations s of 12/31/2013)

uUS EQUITY 65.0%

SPY SPDR S&P 500 ETF 40.0%
DIA SPDR DJ INDUSTRIAL AVERAGE ETF TRUST 20.0%
QaQ POWERSHARES QQQ TRUST 5.0%
SECTORS 6.0%
XLE ENERGY SELECT SECTOR SPDR FUND 3.0%
XME S&P METALS & MINING INDEX 3.0%
EzU ISHARE EMU INDEX 10.0%
EWA ISHARES AUSTRALIA 5.0%
VWO VANGUARD EMERGING MARKETS 5.0%
EIDO ISHARES MSCI INDONESIA MARKET INDEX 2.0%
HAO GUGGENHEIM CHINA SMALL CAP ETF 2.0%

CASH 5.0%

This is not a recommendation to buy or sell any particular security. Please see
attached disclosures.
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Asset allocation may vary and the targets shown will be affected by market condi-
tions, account guidelines or restrictions.
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Ned Davis Research’s Weekly and Daily Sentiment Indi-
ces, which are weighted composites of multiple sentiment
measures, are hitting extremely optimistic levels.

Remember that sentiment indicators are not necessarily accu-
rate market timing tools, and extreme readings can continue
for up to six months before a major correction occurs. More
importantly, they do indicate the market psychology is ripe for
a significant correction.

In our last commentary in early October, we noted the pos-
sibility that the S&P 500 (SPX) had been in distribution since
the May 22nd 2013
high; that was un-

Consequently, the lack of hedging activity can lead to fast hard
corrections. As mentioned above, the existence of hedges
(shorts) represents a cushion in market downturns. This ob-
servation is more than anecdotal; it is statistically registering
in a little noticed index compiled by the CBOE called SKEW.

SKEW is a statistical term describing the symmetry of not-
mally distributed S&P 500 returns around its mean. (For those
who wish to delve into the details of SPX SKEW see www.
cboe.com/micro/skew/introduction.aspx.) SKEW is an in-
dicator that measures perceived tail risk, the circled area in
Figure 1. The VIX is a proxy for the standard deviation of the
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marginal cash positions in November to the present. After
that, the index never traded below that 1729 high. See “De-
fensive Positions” on the previous page.

Following this takeoff in mid-November, the bears retreated
into deep hibernation, covering hedges to preserve capital.
However, the market ecosystem needs bears, as bears with
short positions become the natural buyers in a down trending
market. Remember the old market adage: up trends begin with
short covering. Over the last 13 months, short positions have
been squeezed so repeatedly, so relentlessly, so systematically
that bears have by and large given up.

Past performance is not indicative of future results.

first layer of perceived risk, as it tells how far on average
the S&P 500 log-return is likely to stray on either side of
its mean, including the risky downside. Once this is gauged,
SKEW catches the additional layer of risk implied by the
left tail of the distribution. Perceived tail risk increases
when market participants increase their probability of a
catastrophic market decline, what has come to be called a
“black swan.”

There is generally a low correlation between variations in the
VIX and SKEW. High values of SKEW occur in conjunc-
tion with both high and low values of VIX. High SKEW val-
ues accompanying high VIX values are infrequent however.
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The probable cause is that when the VIX spikes
during periods of crashing stock prices, a repeat
crash (from accompanying high SKEW) may not
be viewed as likely. This high VIX/high SKEW
event did occur during the Long Term Capital
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Crisis in 1998. Therefore, it appears to us that
meaningful signals come from high SKEW values
in conjunction to low VIX values — where risk
unrevealed by the VIX is indicated by the SKEW.
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With the above as background, on December 10

20th, 2013, the SKEW indicator gave us its sec-

ond most extreme reading (143.20) in its 23 year e
history (data begins in January 1990.) This oc- =
curred with a low VIX reading of 13.79 (which

implies less than a 4% expected move in the SPX 1300

over the next 30 days). The VIX tells us there
is limited expected volatility in the next 30 days
(<4%), but the SKEW tells us there is a signifi-
cant probability of a tail risk event. Prior extreme
highs were on March 16, 2006 (142.02), October
16, 1998 (146.22), and June 21, 1990 (142.57).
With the exception of the previously noted 1998
Long Term Capital Crisis reading, the two other
extreme readings were both accompanied by a low VIX and
were quickly followed by declines of 20% (1990) and 8% (2000).
Figure 2 shows the S&P 500 at prior highs of the SKEW over
the last four years.
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Table 1: S&P 500: Number of Days
Before the Start of 5%, 10%, and 20% Correc-
tions

Mean Market Days without Correction

from 1/3/1928 to 1/3/2014

5%

10%
Cotrections

20%

Cotrections Cotrrections

Secular Bulls 84 331 1105
Secular Bears 31 91 486
All Periods 49 161 635
Current Case 133 565 1214

Source: Ned Davis Research

Past performance is not indicative of future results.
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Figure 2

Please understand that all the data points discussed above, when
viewed in isolation, are insignificant. However, when viewed to-
gether, in their cumulative evidentiary weight, they paint what
we believe is a high risk market mosaic. We understand the trend
is still intact, but the trend is extended in price as well as time.

The length of time since any significant correction is glaring in
terms of historical norms, as shown in Table 1.

Likewise, monthly price momentum is continuing to accelerate
at an unsustainable pace; we publish again the updated monthly
S&P 500 chart (Figure 3, following page) from our last com-
mentary, showing three ascending trend lines.

Finally, it is important to keep in perspective that the scenar-
io we’re laying out here is a high probability case for a short
to intermediate term correction. It is not a long term bearish
call. However, after reviewing the above statistics of our cut-
rent trend, especially those relating to sentiment, we believe
one should see the wisdom of moving away from the crowd
towards a more defensive posture at some point in the future.
To accomplish this, we utilize a set of trend criteria to give us
warnings of a negative change in trend. Of course this means
we may appear to move eatly into a defensive posture, but risk
management demands it.

One Liberty Place

| 1650 Market Street

| 53rd Floor |

Philadelphia, PA 19103 | 800.766.2264 | www.ccmg.com



é %:},\%ElémgNépslpto%l Navigator® Global Opportunity

Jamie Mullen, Senior Portfolio Manager
John Clark, Portfolio Manager

December 31, 2013 - Market Commentary

S&P 500 Monthly Chart (1999 to present)
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Figure 3

Past performance is not indicative of future results.
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The opinions expressed are those of Clark Capital Management Group Investment Team.
The opinions referenced are as of the date of publication and are subject to change due to
changes in the market or economic conditions and may not necessarily come to pass. There
is no guarantee of the future performance of any Clark Capital investment portfolio. Material
presented has been derived from sources considered to be reliable, but the accuracy and
completeness cannot be guaranteed. Nothing herein should be construed as a solicitation,
recommendation or an offer to buy, sell or hold any securities, other investments or to
adopt any investment strategy or strategies. For educational use only. This information is
not intended to serve as investment advice. This material is not intended to be relied upon
as a forecast or research. The investment or strategy discussed may not be suitable for
all investors. Investors must make their own decisions based on their specific investment
objectives and financial circumstances. Past performance does not guarantee future results.

Clark Capital Management Group, Inc. is an investment adviser registered with the U.S.
Securities and Exchange Commission. Registration does not imply a certain level of skill or
training. More information about Clark Capital’s advisory services can be found in its Form
ADV which is available upon request.

The S&P 500 measures the performance of the 500 leading companies in leading industries
of the U.S. economy, capturing 75% of U.S. equities.

The Dow Jones Industrial Average is a stock market index that shows how 30 large publicly
owned companies based in the U.S. have traded during a standard trading session in the
stock market.

The NASDAG Index is a market-weighted index of all common stocks listed on the NASDAQ
exchange.

The MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to
measure the equity market performers of developed markets outside the U.S. and Canada.

The MSCI World Index is a freefloat-adjusted market capitalization index that is designed to
measure global developed market equity performance.

The MSCI World Index ex. U.S. is a freefloat-adjusted market capitalization index that is
designed to measure global developed market equity performance excluding the U.S.

Commentary

The MSCI Emerging Markets Index is a freefloat-adjusted market capitalization index that is
designed to measure equity market performance in the global emerging markets.

The MSCI All Country Europe is a freefloat-adjusted market capitalization index that is de-
signed to measure the performance of European equity markets.

The Russell 2000® Index measures the performance of the 2,000 smallest companies in
the Russell 3000 Index.

The Russell 3000® Index measures the performance of the 3,000 largest U.S. companies
based on total market capitalization, which represents approximately 98% of the investable
U.S. equity market.

The VIX Index is a forward looking index of market risk which shows expectation of volatility
over the coming 30 days.

Barclays U.S. Government/Credit Bond Index measures the performance of U.S. dollar
denominated U.S. Treasuries and government-related & investment grade U.S. Corporate
securities that have a remaining maturity of greater than one year.

The Barclays U.S. Aggregate Bond Index covers the U.S. investment-grade fixed-rate bond
market, including government and credit securities, agency mortgage pass-through secu-
rities, asset-backed securities and commercial mortgage-based securities. To qualify for
inclusion, a bond or security must have at least one year to final maturity, and be rated
investment grade Baa3 or better, dollar denominated, non-convertible, fixed rate and publicly
issued.

The Barclays U.S. Corporate High-Yield Index covers the USD-denominated, non-investment
grade, fixed-rate, taxable corporate bond market. Securities are classified as high-yield if the
middle rating of Moody’s, Fitch, and S&P is Ba‘1/BB+/BB+ or below.

Index returns include the reinvestment of income and dividends. The returns for these un-

managed indexes do not include any transaction costs, management fees or other costs. It
is not possible to make an investment directly in any index.
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