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Q1 2020 QUARTERLY OUTLOOK

THIS  T IME IS  D IFFERENT. . .
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2019 was an incredible year. It was also quite the reversal of 2018. In 2018, global markets were peaking as 

economic growth started to slow. Earnings for the S&P 500 were growing rapidly and the Fed was tightening 

policy significantly. Market sentiment was positive for global stocks until the back half of 2018, when markets 

declined in rapid fashion. The S&P 500 finished 2018 in the red. In 2019, the Federal Reserve stepped into 

the markets in a major way: first communicating an end to tightening, and then cutting interest rates. These 

moves did little to arrest the decline in economic activity globally, as data continued to confirm that not only 

the US, but just about the whole world was in a slowdown. However, it did arouse the animal spirits as 

markets staged an impressive rally alongside the accommodative Fed. Bond markets rallied significantly as 

interest rates dropped from over 3% in 2018 (10-year yields) to finish the year at 1.9% (Source: Bloomberg).

The rally in equities and other asset markets seemed to take a lot of market watchers by 

surprise. Throughout the entire year, the news surrounding the market was decisively negative, with the 

word “recession” being thrown around with vigor and frequency. Even the repo markets ran into trouble as 

liquidity (collateral) dried up towards the end of 2019 and the Fed had to step in to purchase Treasury bills 

and expand their balance sheet. Earnings and corporate profits contracted, challenging the notion that 

earnings drive stocks (for a second year in a row). Nevertheless, we were reminded that when the global 

economy enters a challenging period, the Federal Reserve and other global central banks are ready and 

willing to provide liquidity and take a huge role in financial markets.

“The four most expensive words in the English language 
are “this time it’s different.”  

- Sir John Templeton

We should all clearly recognize that in a post GFC world (global financial crisis) liquidity drives markets. The 

market and the economy can often diverge and this is neither right nor wrong, it just is. This is also why we 

have to take a multipronged approach to measuring and mapping the business cycle. If we just focused on 

economic growth, we would have been negative on equities and risky assets for the better part of 2019. It 

surely appeared that we were heading towards a recession, and even at the close of the year, economic data 

remained consistent with a slowdown. 
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We have no idea what 2020 holds in terms of market action. The only thing we know is that “markets will 

fluctuate” (hat tip to JP Morgan). We do know that economic growth around the world has been slowing for 

over 12 months. We are seeing some upturns in Asia and Europe, and hopefully global industrial production 

and trade will follow. We will at least have a phase 1 trade deal signed early in the year. We also have 

impeachment proceedings in the US and a Presidential election this year, so the political theatre will be stellar. 

We are not going to go through the exercise of guessing where the S&P 500, interest rates, or gold will end up 

by the end of the year. This is a worthless exercise and it is one of the things we hate about Wall Street. No one 

can predict the future and no one knows where the market will end. As Howard Marks said, “you can’t predict, 

but you can prepare.” In preparation for the coming year, we will go through each component of our 

framework and look at the data. After objectively covering the data in this report, we will provide a 

recommended playbook for the current business cycle environment. This playbook can and will change as the 

data changes. As John Maynard Keynes is credited with saying, “As the facts change, I change my mind.”

INVESTMENT FRAMEWORK

As we enter 2020, valuations continue to suggest that buying and holding US stocks or even a balanced 

portfolio is probably a terrible idea as returns are set to be significantly below average over the next 10-20 

years. Market sentiment finished positive as intermarket relationships shifted from more defensive assets and 

factors to more cyclical and offensive ones.

Figure 1: Investment Framework Dashboard; Source: Bloomberg
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Credit spreads have also tightened significantly, suggesting a risk-on posture. The Federal Reserve remains 

accommodative, supporting the overnight repo markets, and committing to keeping interest rates low. They 

have also demonstrated their willingness to lower interest rates if market pressures surface. Economic growth is 

still slowing in the US as we enter the new year and despite the positive market sentiment, a recession is not off 

the table as durable goods, corporate profits, and industrial production are all contracting year over 

year. Hopefully we can get some acceleration in the US economy this year.

Our recommendation is simple. Reassess your risk tolerance and investment objectives and build a portfolio that 

you can stick with should the market enter a tough period. Valuations are screaming at us to be prudent here 

and to diversify out of what has worked over the last decade: US stocks and bonds. Alternative investments and 

hedge funds have been out of favor for the better part of the last decade, but we think it’s intelligent to diversify 

into some of these exposures. If you have rules and have built a diversified portfolio that you can stick with 

through good and bad market environments, what happened last year or what happens this year should not 

matter. Focus on building processes and systems for managing risk in your portfolio, make them dynamic and 

simple, and enjoy the ride.

2019 was a great year for 

almost all asset classes. The 

S&P 500 finished the year up 

over 28%. The Nasdaq was 

up more than 35%. US 10-

year Treasury note yields fell -

77 basis points. The CRB 

commodity index gained 9%, 

and the MSCI World (ex US) 

index gained almost 

19%. Crude oil was up over 

34% and gold gained close 

to 19%.Figure 2: Market Summary | Source: StockCharts.com
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From a style perspective, the top performer was the Russell 1000 growth index, gaining over 36% on the 

year. Small cap value was the worst performing index, rising 22%. Technology was the top performing sector, 

gaining 50% for the year. Energy was the worst performing sector, gaining close to 12%.

Looking at country ETFs, Russia (ERUS) was the top performer, gaining over 49% on the year. Chile 

(ECH) was the worst performing country ETF, dropping over -17% (See Figure 6 of Appendix).

In the fixed income markets, interest rates dropped significantly. The 10-year yield fell -77 basis points 

over the course of 2019 as the Fed moved aggressively to cut interest rates. Long-term Treasuries (TLT) 

led fixed income markets, gaining 14.12%. High yield bonds also did well, gaining 14.09% (HYG). The 

US aggregate bond market index (AGG) gained over 8% on the year (See Figure 7 on next page).

Style 1M QTD YTD 1YR 1M QTD YTD 1YR
Russell 1000 Growth 3.02% 0.00% 0.00% 36.39% Consumer Staples 2.37% 0.00% 0.00% 27.61%
Russell 1000 Value 2.74% 0.00% 0.00% 26.52% Consumer Discretionary 2.80% 0.00% 0.00% 27.94%
Russell Mid Cap Growth 1.17% 0.00% 0.00% 35.47% Materials 3.05% 0.00% 0.00% 24.58%
Russell Mid Cap Value 3.02% 0.00% 0.00% 27.03% Communications 1.98% 0.00% 0.00% 32.69%
Russell 2000 Growth 2.29% 0.00% 0.00% 28.43% Financials 2.66% 0.00% 0.00% 32.09%
Russell 2000 Value 3.50% 0.00% 0.00% 22.36% Energy 6.03% 0.00% 0.00% 11.81%

Industrials -0.09% 0.00% 0.00% 29.32%
Technology 4.49% 0.00% 0.00% 50.29%
Real Estate 1.31% 0.00% 0.00% 29.01%
Utilities 3.44% 0.00% 0.00% 26.40%
Healthcare 3.59% 0.00% 0.00% 20.82%

Top 1YR Performer Russell 1000 Growth Top 1YR Performer Technology
Bottom 1YR Performer Russell 2000 Value Bottom 1YR Performer Energy

Style Comps - Total Return Sector - Total Return
Sector

Figure 3 & 4: Style & Sector Total Return; Source: Bloomberg

Quality was the top performing equity market 

factor, gaining 33.89% for the year in 2019. This 

was one of our top recommendations for factor 

exposures given the slowdown in economic 

activity. Dividend growth and growth also 

performed well, rounding out the top three factors 

of the year. Small caps (size factor) were the worst 

performing, gaining 25.49%.

Factor 1M QTD YTD 1YR
Quality 2.83% 0.00% 0.00% 33.89%
Low Volatility 1.73% 0.00% 0.00% 27.87%
Dividend Growth 2.66% 0.00% 0.00% 30.15%
Growth 2.89% 0.00% 0.00% 30.77%
Large 2.88% 0.00% 0.00% 31.42%
Momentum 1.69% 0.00% 0.00% 27.25%
Value 3.26% 0.00% 0.00% 27.21%
Small 2.88% 0.00% 0.00% 25.49%

Top 1YR Performer Quality
Bottom 1YR Performer Small

Factor - Total Return

Figure 5: Factor Total Return; Source: Bloomberg
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Figure 8: Bloomberg Hedge Fund Index Returns | Source: Bloomberg

Figure 7: Fixed Income Total Return; Source: Bloomberg

Alternative investment indexes were up last year as well. We are still waiting on December data, but through 

November, all Bloomberg hedge fund indices were positive through the year. The Bloomberg All Hedge Fund 

Index was up 7.42% through November 2019. Equity long-biased was the top performer, up 12.35% through 

November. This makes sense given the strength in the equity markets in 2019. The worst performing index 

was the commodity hedge fund index, gaining only 3% last year.
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Valuations for US stocks remain extremely expensive relative to history. In fact, the expected return for the 

S&P 500 over the next 10 years is next to nothing. That is right, if you bought and held the S&P 500 you 

would earn nothing over the next 10 years on average. Unless this time is different!

This has happened before. In 1901, the US stock market was in the top quartile from a valuation perspective 

(CAPE) and it returned an average of 0.61% from January 1, 1901 through December 31, 1920. This is after 

inflation and dividend reinvestment. From January 1, 1929 through December 31, 1948 the US stock market 

returned an average of 1.33% after inflation and dividend reinvestment. If you invested in the S&P 500 on 

January 1, 1962 through December 31, 1981, the market returned an average of 0.78% after inflation and 

dividend reinvestment. History might not repeat, but it rhymes (hat tip Mark Twain).

Living in the present moment with the rapid fire news and constantly changing geopolitical picture, it is hard 

to realize that high valuations and low returns have happened before. In our opinion, this time is not 

different. Therefore, we must take into account the current valuation picture and the potential implications for 

portfolio returns going forward. Returns are set to be low if you buy and hold the S&P 500 or a balanced 

portfolio of the S&P 500, treasury bonds, and cash. This either happens through a long-term period of low 

returns coupled with ample volatility (see Japan since 1989), or some sort of crash that corrects current 

valuation multiples. 

Figure 9: WealthShield Valuation Scale | Source: Bloomberg

“The single greatest edge an investor can 
have is a long-term orientation.” - Seth Klarman

“In the short run, the market is a voting machine, but in 
the long run it is a weighing machine.” - Ben Graham

“Price is what you pay; value is 
what you get.” - Warren Buffett

“Be fearful when others are 
greedy.” - Warren Buffett
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Looking at historical P/E multiples for the S&P 500, fair value (15x earnings) is 1994.0. You probably won’t see 

that on any 2020 market outlooks or year end S&P 500 forecasts.

Either way, as portfolio allocators, we need to realize that we have to search for other investment opportunities 

outside of a traditional stock and bond portfolio. Unfortunately, due to the easy returns over the last 10 years, 

most investors will not realize this opportunity and could suffer disappointing results.

Our valuation monitor suggests that US stocks are significantly high as referenced in the table above.

.

Figure 10: WealthShield Valuation Monitor | Source: Bloomberg

Figure 11: S&P 500 Large Cap Index
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Figure 12: The Buffett Indicator

Figure 13: S&P Composite Index

According to the Buffett Indicator 

(market cap to GDP), the market is 

as highly valued as it was during the 

technology bubble in the late 

1990’s. We know, we know...this 

time is different.

Running a regression analysis 

of the S&P 500, it is apparent 

that the market is almost 3 

standard deviations above 

trend. Jeremy Grantham of 

GMO suggests that the 

definition of a bubble is when 

markets reach levels that are 

2 standard deviations above 

fair value. According to this 

measure, we did that a while 

ago. This time is different.
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Figure 14: Real Expected Returns 
Source: Research Affiliates

Expected returns are looking sluggish 

over the next 10 years. Liquidity might 

drive markets but it also takes from the 

future. All returns seem to have been 

pushed forward as all asset classes 

look stretched from a valuation 

perspective. Only Emerging Market 

Equity and European Private Equity are 

priced for real returns above 6% (the 

average for the S&P 500 since 1900).

Diversifying into a portfolio of 

stocks and bonds doesn’t 

seem as if it will do the trick in 

the next 12 years either. The 

expected return of a 

combination of 60% S&P 500, 

30% Treasury bonds, and 

10% T-bills is expected to 

earn close to 0% on average 

over the next 12 years. 

Figure 15: Estimated 12-year S&P 
nominal annual total return
Source: Hussman Strategic Advisors
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Figure 16: 10 Year Treasury Yield

The 10-year Treasury yield is 

bouncing along the bottom 

suggesting that bonds are 

priced to yield nothing after 

inflation. The 10-year 

Treasury yield finished the 

year at 1.92%.
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The market sentiment component of our framework has its origins in trend following. Trend following is 

founded on the idea that you have to respect risk and manage it through a rules-based approach. The idea 

is that you cut your losses quickly and stay with positively trending or gaining positions. This makes intuitive 

sense, but it is hard in practice.

There are times when, fundamentally, it doesn’t make any sense why a market is moving up or down. In 

trend following, the “why” doesn’t matter. Fundamentals are not important. What is important is price and 

the direction of that price movement. If something is moving up, you buy it. If a market is moving down, 

you sell it. It is that simple.

If we had to pick one component of our framework that we could not do without, it would be market 

sentiment. The other components (valuations, economic growth, and monetary policy) are portfolio 

construction and risk management tools. They were added due to behavioral considerations. The reason is 

that trend-following is uniquely difficult from a behavioral perspective. It often goes in the face of the “buy 

low and sell high” mentality we are “supposed” to follow. You have to deal with being wrong, often times 

more than you are right. However, getting comfortable with losing and being good at trend following has 

created fortunes for traders and investors throughout the years.

Figure 17: WealthShield Market Sentiment Scale | Source: Bloomberg

“Cut short your losses; let your profits run on.”- David Ricardo

“It can be very expensive to try to convince the 
markets you are right.” - Ed Seykota

“My philosophy is that all stocks are bad. There are no good stocks unless 
they go up in price. If they go down instead, you have to cut your losses 

fast...Letting losses run is the most serious mistake made by most 
investors.” - William O’Neil
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Our market sentiment indicator remains positive as high yield bonds, international equities, and domestic 

equities are positive and stronger than the risk free asset over all time frames. The indicator is as strong as it can 

possibly be. In other words, the music is still playing and there is no reason, from a trend perspective, to be 

underweight equities.

The reason trend following works is because of behavioral biases among market participants. Loss aversion has 

investors sticking with losses too long, instead of cutting them quickly. Overconfidence bias has investors failing 

to manage risk properly and diversify their portfolios. The fear of missing out has investors believing this time is 

different. Trend-following takes the emotion and the thinking out of investing and insures that, regardless of the 

prevailing business cycle, we are aligned with the greater market trend. It is too expensive to try and prove the 

market wrong. Our goal is to make money, not to be right. Being right is simply satisfying to the ego.

In this section of the report, we will look at market trends as a whole and dive into intermarket trends in greater 

detail.

.

Figure 18: WealthShield Market Sentiment Meter | Source: Bloomberg
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Figure 19: Dow Theory

The Dow Jones Industrial Average and the Dow Jones Transportation Average are both above their rising 

40-week moving averages, signifying a positive trend. However, the Transportation index is still below the 

2018 highs despite the break out last year by the Industrials. This is considered a negative non-confirmation 

and serves as a warning sign. According to Dow Theory, the indices should agree. A buy signal comes 

when both indices are trending positively and making higher highs and higher lows. In our opinion, the 

current picture is one of indecision and uncertainty. Transports remain in a trading range, while the 

Industrials are trending positively.
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Figure 20: Price Trend

The S&P 500, S&P Mid Cap, and Nasdaq composite indices all finished the year at all-time highs and in 

strong positive trends. The MSCI World (Ex-US) index and the S&P Small Cap index failed to reach new 

highs and did not confirm large-cap and mid-cap US stocks. However, all indexes were above their 40-

week moving average.
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Figure 21: Market Internals

The number of stocks advancing less the number of stocks declining is illustrative of internal strength or 

weakness. This indicator is called the advance-decline line and we have illustrated them for the S&P 500, 

NYSE, Nasdaq, S&P Mid Caps and S&P Small Caps. The only advance-decline line that has not broken to 

new highs in confirmation of the price indices is the Nasdaq. All others are at new highs, demonstrating 

strong market internals.
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Figure 22: Credit spreads tightened significantly in the later part of 2019 | Source: Bloomberg

Intermarket trends were somewhat mixed throughout 2019. Up until the fourth quarter of 2019, defensive 

assets were trending positive relative to offensive assets. This has reversed as of late. Now, intermarket 

relationships are largely in favor of risky assets.

INTERMARKET TRENDS

Figure 23: High Yield vs. Treasuries

High yield spreads are probably one of the most effective intermarket relationship indicators. It is a 

comparison of yield between junk bonds and Treasuries. When the spread is widening, it is suggestive of a risk 

off environment. When spreads are tightening, it is indicative of a risk-on environment.
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Figure 24: TIPS vs. Treasuries

Another way to look at the intermarket relationship between high yield corporate bonds and Treasuries (risk-on vs. 

risk-off) is to look at the ratio of the JNK ETF to the TLT ETF. The 40-week moving average is a great measure of 

the underlying trend of this ratio. Recently, the ratio of high yield to long-term Treasuries crossed above the 40-

week moving average, signaling a change in trend. This relationship clearly favors risky assets.

Figure 25: Stocks vs. Bonds

The ratio failed to confirm the global stock market’s move to new all-time highs as it remains below its 2018 peak. 

However, this important relationship is still favoring equities over fixed income.

Intermarket relationships 

are also helpful in 

monitoring inflation 

expectations. The ratio of 

TIP to TLT started declining 

with inflation at the end of 

2018. It continued to 

decline until September of

2019 and has since reclaimed the 40-week moving average. Inflation expectations are increasing and we are left 

wondering whether this is similar to the reflation trend we saw coming out of the 2015-2016 period where both 

economic growth and inflation fell together. Right now, the trend is up for inflation according to this ratio.

Global stocks (VT) moved 

higher against intermediate 

Treasury bonds (IEF) last 

year. The ratio ended the 

year above its 40-week 

moving average and the 40-

week moving average is 

now trending positively.
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Figure 26: Low Volatility 
vs. S&P 500

vehicles. The ratio of SPLV (Low Volatility ETF) and SPY (S&P 500 ETF) enjoyed a positive trend for the better part 

of 2019 (favoring SPLV). It was above its rising 40-week moving average until late October when the trend 

reversed. The reversal at the end of the year came coincidentally alongside the rapid expansion of the Fed’s 

balance sheet. Maybe there is a correlation with risk taking and balance sheet expansion by the Fed. Who knew?

Figure 27: High Beta vs. 
S&P 500

above its 40-week moving average after being in a consistent downtrend for the better part of the year. 2019 

turns out to have been a more defensive led rally for the better part of the calendar year despite the reversal in 

the fourth quarter. The question is whether this will continue or not.

The low volatility factor 

(SPLV) was extremely strong 

to finish 2018 through 

September of 2019. In fact, 

a majority of the ETF flows 

through the midpoint of 

2019 were into low volatility 

Another way of viewing risk 

on behavior is through the 

lense of high beta stocks 

relative to the S&P 

500. The ratio of SPHB 

(High Beta ETF) to SPY (S&P 

500 ETF) closed the year
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Figure 28: Utilities
vs. S&P 500

defensives retraced some of their relative gains in the fourth quarter. Interest rates were a big support to the 

Utilities sector and other bond proxies throughout the year.

Figure 29: Stocks vs. Gold

We already showed the relationship of stocks to bonds in a previous chart. The ratio of stocks to gold can also 

reveal a lot of important information about prevailing trends and the propensity of market participants to take 

risks. This ratio is interesting because it remains below its 2018 peak and has made a series of lower highs and 

lower lows. That is consistent with the definition of a downtrend. However, it is above its 40-week moving 

average. In a true risk-on market, we would expect this ratio to confirm the price indices by breaking out to 

higher highs. We don’t like the negative divergence between this ratio and global stocks. It suggests to us that 

investors are still seeking out safe-haven assets like gold.

Utilities (XLU) were strong 

relative to the broad stock 

market (S&P 500) for the 

bulk of 2019. However, we 

closed the year with the 

ratio back below its 40-

week moving average as
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Figure 30: Value vs. Growth

growth and justifying it as value (eerily similar to the technology bubble). Nevertheless, the trend is still in favor of 

growth assets as we start 2020. When will value stage its comeback? When it does, it could be impressive.

Figure 31: Small Caps vs. Large Caps

The most baffling intermarket relationship we monitor has to be that of small caps to large caps. With all the 

“greatest economy” cheers from Wall Street, one would think that small caps would be leading large 

caps. Instead, small caps have been in a nasty negative trend relative to large since the fourth quarter of 2018. If 

this ratio reverses, it could mean significant outperformance for small caps. It could also mean that economic 

growth is accelerating. Right now this ratio continues to suggest to us that economic growth is slowing and that 

risk management should be top of mind.

Another year goes by and 

value has failed again to 

outpace growth. The 

“value investing is dead” 

crowd has been surfacing 

and we have seen the value 

managers creep into
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Figure 32: Discretionary vs. 
Staples

consumer staples (XLP), that narrative doesn’t exactly add up. If the consumer were so strong, they would be 

buying more discretionary goods and this ratio would be above its 40-week moving average. Instead, this ratio is 

below its 40-week moving average showing that relative strength remains with consumer staples.

Figure 33: Emerging Markets
Vs. International Developed

more sensitive to global trade and economic growth. The fact that this ratio ended the year above its 40-week 

moving average is indicative of a couple things that are positive going into 2020. On one hand, market 

participants are more optimistic about global growth. On the other hand, the weakness in the dollar is causing 

an inflationary trend to take hold of global assets. Both are positive for emerging markets.

The strength of the 

consumer in the US is being 

heralded as the savior of 

the economy. When 

looking at the ratio of 

consumer discretionary 

stocks (XLY) compared to

Emerging markets rallied 

relative to developed 

international stocks at the 

end of the year 

(VWO/VEA). This is a 

positive sign for risk assets 

as emerging markets are
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Figure 34: Lumber vs. Gold

it preceded the decline in housing we saw in late 2018. With a major inventory shortage in housing, we would 

expect this ratio to continue its upward trajectory in 2020. If that is the case, it could also signal that equity market 

volatility will move down as this ratio is inversely correlated with equity market volatility. The ratio is currently in 

favor of lumber and economically sensitive assets.

Figure 35: Copper vs. Gold

the mid 2018 and the negative trend has coincided with the fall in interest rates and inflation. The recent rise in 

the ratio is suggestive of a potential uptick in inflation. Will the ratio surge like it did after the last election when 

inflation accelerated into 2017? It will be interesting to see.

Since the trend is your friend, market sentiment is positive to start the year in 2020. This does not mean that you 

should throw risk management to the side and buy everything. It is our opinion (and shared by many successful 

investors) that trend following works because of risk management. Therefore, we urge you to consider the 

current market trends with the understanding that they can and will change.

2020 will be interesting for 

the lumber/gold 

intermarket ratio. This ratio 

peaked prior to the market 

peaking in 2018 signaling 

that growth had peaked. It 

was a great barometer for 

housing in the US as

Copper remains in a 

negative trend relative to 

gold. It finished the year 

below its 40-week moving 

average and well below the 

old support, now 

resistance. This ratio has 

been in a decline since
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2019 may go down as one of the most glaring examples of divergence in market history. There was an obvious 

disconnect between global economic deterioration and impressive market advancement. Globally, PMIs 

deteriorated throughout the entire year, only to stabilize in the fourth quarter. In the US, all of our economic 

indicators, with the exception of the unemployment rate, slowed. US Industrial production, ISM manufacturing 

PMI, US corporate profits, the producer price index, and US durable goods are all presently in contraction on a 

year-over-year basis (As of 9-30-2019). The hope is that the stabilization we are seeing in PMIs in some areas of 

Europe and Asia (ex-Japan) will turn into meaningful growth accelerations. What is worrisome is the fact that 

most don’t seem to be paying attention to the potential for US growth to decouple and continue to slow into an 

outright contraction.

Will we slip into a recession in the US? Anything is possible, but we find predicting recessions to be a fools

game. Besides, the direction of growth is all that matters. Is growth accelerating or slowing? For those of you 

worried about a recession, I have some good news, Goldman Sachs believes the US is now immune to them.

Figure 36: WealthShield Economic Framework Scale | Source: Bloomberg

Figure 37: WealthShield US Economic Dashboard | Source: Bloomberg
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The good news about the US 

economy is that GDP, consumption, 

income growth, and non-farm payroll 

growth remains positive year-over-

year. The four-week moving average 

of the ECRI weekly leading index is 

also positive year-over-year, up 

1.84%. This is potentially indicative 

of a new cyclical upturn in the US 

economy, or it could be a function of 

the impressive rally in equity prices 

(an obvious component of most 

leading economic indicators).
Figure 38: ECRI Weekly Leading Index

Figure 39: JPMorgan Global Manufacturing PMI | Source: Bloomberg

On a positive note, global manufacturing PMI’s started picking up and are back above the all important 50 level 

(50.3). Global manufacturing (white) peaked in early 2018, only to decline through June of 2019. Will global 

growth continue to strengthen from here or will it resume its down trend?
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As we progress into 2020, we think it is important to watch employment in the early part of the year. The 

December employment report was almost too good to be true and we expect that there could be some 

potential deterioration in employment in the early part of the year. Nonfarm payrolls have continued to 

decelerate throughout 2019 and due to weakness in manufacturing, we could see that trend continue.

Inflation is the other trend we should watch for in the early part of 2020. Housing shortages in the US and the 

decline in the US dollar could result in a significant move higher in inflation data in the early part of the 

year. This could put pressure on the Federal Reserve and their ability to continue to support the market with 

accommodative policies. If growth is decelerating at the same time as inflation is accelerating, we could be in 

a difficult situation where the Fed is boxed in.

The last trend we think important to monitor is the trend in corporate profits in the US. Expectations are for a 

moderate rise in profits and sales growth this year. However, if we have inflation pick up, we could see that put 

pressure on margins. Corporate profits are currently in contraction and they were not expected to contract 

this time last year. This year should be interesting.

Figure 40: Consensus Estimates for the S&P 500
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Don’t fight the Fed. It is that simple. The Federal Reserve and other global central banks have immense 

power. In our opinion the stimulus and accommodative policies by the Federal Reserve are solely responsible 

for the US escaping the clutches of a recession last decade (extremely rare). It is also our opinion that they 

have profoundly changed the investment landscape. Therefore, monetary policy direction is an integral part of 

our investment framework.

Starting the fourth quarter of 2018, the Federal Reserve was actively tightening policy and selling bonds in the 

open market (reducing their balance sheet). In our framework, this meant that the monetary policy component 

was red (not good). At the end of the fourth quarter (after a swift market decline) they were discussing the 

potential for cutting interest rates. We began discussing the potential for the Fed to ease policy in December 

of 2018. They did just that in 2019. The Fed moved to reduce interest rates three times in 2019 (0.25% each 

time). The Fed funds rate ended at 1.5-1.75%.

The Fed also began to support the overnight repo market through nightly liquidity injections and the Fed 

ramped up its balance sheet by purchasing Treasury Bills. They called it “not QE”. They are right, QE was the 

purchase of long-term Treasuries and Agency bonds. This time they purchased T-bills. Nevertheless, the 

liquidity injections worked to support confidence in the financial markets and sent stocks soaring.

Figure 41: WealthShield Federal Reserve Policy Scale | Source: Bloomberg

“Earnings don’t move the overall market; it’s the Federal Reserve Board...focus on the central 
banks, and focus on the movement of liquidity...most people in the market are looking for 

earnings and conventional measures. It’s liquidity that moves markets.” - Stanley Drukenmiller

“Monetary conditions exert an enormous influence on stock prices. Indeed, the monetary climate - primarily 
the trend in interest rates and Federal Reserve policy - is the dominant factor in determining the stock 

market’s major direction.” - Martin Zweig

“The greatest economic power might in fact remain in the hands of the Federal Reserve.” - Andrew Ross Sorkin
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We believe they were right in their actions. The economy was slowing, credit conditions were tightening, and 

liquidity was evaporating. The reality is that the Fed and other global central banks are going to be present in 

the market for a long-time (if not forever). The financial system is still on life support and the patient cannot 

function without liquidity. We can get mad at this reality or stomp our feet and scream “its not fair”, like a 

toddler in the midst of a temper tantrum. Or we can simply accept this reality and understand that the Fed is 

important to market analysis and invest accordingly.

We have chosen the latter. The good news is that central banks, the Fed in particular, are extremely 

transparent. They communicate what they are going to do, do what they say they are going to do, and then 

communicate more. Furthermore, you can get a rough estimate as to their potential actions by watching 

economic growth and inflation. When growth and inflation are moving higher, they tighten policy. When 

growth is moving higher and inflation lower, they do nothing (typically). If inflation is moving higher and 

growth is slowing, they are boxed in. Finally, if growth and inflation are slowing (like 2019) they ease policy.

Figure 42: Global Money Supply and the S&P 500 | Source: Bloomberg

Anyone who doubts the influence of liquidity on stocks, should study this chart. The yellow line is the S&P 500 

and the white line is global money supply. In our opinion they are positively correlated. If inflation starts to 

accelerate from here, it could create a challenging environment for money supply growth. Hopefully we can 

get a little growth in the economy prior to that occurring.
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Figure 43: Corporate Buybacks

Easy money, increasing money supply, and an 

accommodative Fed has created a unique 

opportunity for corporations to borrow 

cheaply and invest to shrink their supply of 

shares. Corporate buybacks have provided a 

robust fuel source for the rally in equities. 

Getting back to supply and demand, it is easy 

to see how corporate buybacks can fuel equity 

price increases, as long as the supply 

decreases faster than demand, prices can and 

should move higher. The question is whether 

or not corporations will keep decreasing 

supply going into 2020.

Figure 44: The Federal Reserve Balance Sheet | Source: Bloomberg

The Federal Reserve moved from quantitative tightening in 2018 to expanding the balance sheet rapidly in the 

fourth quarter of 2019. The Fed, once again, came to the rescue of the financial system. Stocks were the obvious 

benefactor as were most other asset classes. Inflation slowed as well last year, giving the Fed the freedom to 

take a more accommodative approach.
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Figure 44: Federal Funds Rate vs. the 2 YR Treasury Yield | Source: Bloomberg

The 2 year Treasury note yield started to fall in late 2018, dropping below the Fed Funds rate by early 

2019. This was an important inversion, indicating that the Fed had fallen behind the curve. The Fed Funds rate 

needed to be below the 2 year Treasury note yield to restore order. The Fed started dropping rates in June 

and only recently got below the 2 year yield in the 4th quarter. The Fed is most likely on hold (as far as interest 

rate policy is concerned) for the time being. If the 2 year yield starts to drop significantly below the Fed Funds 

rate, we would expect more interest rate cuts in 2020.

Will the Fed continue to be as accommodative as they were in 2019? There is a tremendous amount of 

political pressure on the Federal Reserve, especially heading into an election year. The Trump administration 

understands the importance of maintaining the appearance of a strong economic environment and more 

importantly the value of a strong stock market in instilling confidence. The Fed has stated that they are willing 

to let inflation run, and they may just have their chance to show what they are made of in that department. With 

growth slowing currently and the weakness in the US dollar suggesting rising inflation in the near term, it could 

become a challenging environment for the Fed. We expect communication will pick up in that environment for 

sure. As far as action is concerned, the market holds the key. If interest rates fall and stocks decline, the Fed will 

surely act to restore confidence.

For Advisor Use Only. This is provided for informational purposes 
only and should not be considered a recommendation to buy or 
sell a specific security. Past performance is no guarantee of future 
returns. Please see attached disclosures.

https://www.linkedin.com/company/wealthshield-llc/
https://www.instagram.com/wealthshield.co/
http://www.wealthshield.co/


WealthShield, LLC

wealthshield.co

www.wealthshield.co

So how in the world do we construct a portfolio in an environment with so much uncertainty? Well, that is 

the very nature of investing. It is dealing with uncertainty and attempting to build a portfolio with the 

highest probability of success. Then, most importantly, having a process and system in place for adjusting 

when you are wrong. That is what makes investing exciting. It is not easy, but it can be simple.

Valuations, being stretched in the US, are telling us that we need to be allocated heavier to diversifying 

strategies. In other words, alternative investments need to take a larger role in the portfolio. Given that the 

valuation cycle is rather extended, those alternatives need to be concentrated in risk mitigation 

strategies. Some examples of this include global macro funds, systematic diversified trend following 

strategies (CTAs), market neutral, merger arbitrage, and some equity long-short if the managers can add 

value on the short side and keep low net exposures. There are also some thematic opportunities, like 

private industrial real estate, some emerging market long/short strategies, and distressed energy that could 

be interesting. There is a reason why the largest endowments are allocated so heavily to private assets and 

alternative investments, it is most likely going to be difficult to get attractive returns in public US stocks and 

bonds.

The economic environment is indicative of this same theme of making sure risk management is top of 

mind. With growth slowing and inflation set to increase, it is probably important to focus on high quality 

factor exposures throughout the portfolio. A little liquidity or cash on the sidelines is probably not a bad 

idea either. If we slip into a contraction, dry powder can be used to scoop up some opportunities at better 

values or redeploy into the small company and value factors if growth accelerates.

Market sentiment and monetary policy are extremely supportive of risk taking here. Our recommendation is 

to stick with a relative strength approach. We also encourage having a plan for exiting positions, 

understanding that market sentiment can change quickly and it is best to not try and prove the market 

wrong. Broadly speaking, US large cap equities are still dominant on a momentum basis and should remain 

overweight versus small capitalization and international equities. From a relative strength perspective, high 

quality, growth, and dividend growth are the top three factors and should also be overweight.
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2020 is going to be an exciting year. No doubt, it will be challenging for those investors that don’t have a 

process and discipline. As Charles Schwab said most eloquently, “you control your decisions and you 

control how well you execute them; you don’t control the environment.” We may look back at this moment 

years from now and come to realize that, this time was in fact different. However, our commitment is that we 

will stick to our process and execute decisions in a disciplined fashion - taking the emotion out of it, cutting 

our losses quickly, and letting our winners run.

We wish you all the best in 2020.

The WealthShield Investment Team
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APPENDIX

Figure 6: Country ETF Performance | Source: Bloomberg
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WealthShield, LLC (“WS”) is a registered investment adviser. Registration does not imply a certain level of skill 

or training. More information about WS including its advisory services and fee schedule can be found in Form 

ADV Part 2 which is available upon request. WS provides non-discretionary advisory services to other registered 

investment advisers and investment adviser representatives and does not provide advice to underlying clients 

of the firms and representatives to which it provides advisory services.

This is WS’s current assessment of the market and may be changed without notice. The visuals shown are for 

illustrative purposes only and do not guarantee success or certain level of performance. This material contains 

projections, forecasts, estimates, beliefs and similar information (“forward looking information”). Forward 

looking information is subject to inherent uncertainties and qualifications and is based on numerous 

assumptions, in each case whether or not identified herein. This information may be taken, in part, from 

external sources. We believe these external sources to be reliable, but no warranty is made as to accuracy.

This material is not financial advice or an offer to sell any product. Different types of investments involve 

varying degrees of risk and there can be no assurance that any specific investment will either be suitable or 

profitable for a client’s investment portfolio. Economic factors, market conditions and investment strategies will 

affect the performance of any portfolio, and there are no assurances that it will match or outperform any 

benchmark. Investing in non-traditional and international investments involves additional risks that are not 

generally associated with investing in domestic equities.

The backtest simulation and associated performance figures provided are hypothetical. Performance figures do 

not include the deduction of advisory fees, brokerage or other commissions and any other expenses that a 

client would have paid or actually paid. The results do not represent the results of actual trading using client 

assets but were achieved by means of the retroactive application of a model that was designed with the benefit 

of hindsight. The results may not reflect the impact that any material market or economic factors might have 

had on the adviser’s use of the back-tested model if the model had been used during the period to actually 

manage client assets. The results portrayed reflect the reinvestment of dividends and other earnings. Returns 

should not be considered indicative of the skill of the adviser. The hypothetical performance results do not 

relate to the type of advisory services currently offered by WealthShield.

DISCLOSURE:
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Benchmarks: The index / indices used by WS have not been selected to represent an appropriate benchmark to 

compare an investor’s performance, but rather are disclosed to allow for comparison of the investor’s 

performance to that of certain well-known and widely recognized indices. Indices are not available for direct 

investment, are unmanaged and do not incur fees or expenses. Detailed information regarding the indices is 

available upon request. The volatility of the indices may be materially different than that of the portfolio.

PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS. Not FDIC insured. All investment strategies 

have the potential for profit or loss.

Historical data may use proxies to represent investments and asset classes. These proxies may have holdings 

and performance that vary from the investments or asset classes over time. Proxies include but are not limited 

to:

DISCLOSURE:

Asset Class Proxy Asset Class Proxy
Large Cap Value Russell 1000 Value TR USD Large Cap Value Equity S&P 500 Dividend Aristocrats TR USD
Large Cap Value Equity Russell 1000 Dividend Select EW TR USD Large Cap Growth Pacer US Cash Cows Growth Index TR
Large Cap Growth Equity Russell 1000 Growth TR USD Momentum Equity MSCI USA Momentum NR USD
Small Cap Equity Russell 2000 TR USD Managed Futures SG Trend Index
International Developed Equity MSCI EAFE NR USD Dividend Growth Strategies S&P 500 Dividend Aristocrats TR USD
Small Cap Dividend Growth Russell 2000 Dividend Growth Select USD Large Cap Dividend Growth Russell 1000 Dividend Select EW TR USD
International Emerging Equity MSCI EM NR USD Quality MSCI USA Sector Neutral Quality NR USD
Intermediate/Aggregate Bond BBgBarc US Agg Bond TR USD Commodities Bloomberg Commodity TR USD
Municipal Bonds S&P Municipal Bond TR USD Private Equity Cambridge Associates US Private Equity USD
International Bond BBgBarc Gbl Agg Ex USD TR Hdg USD Short Term Bond/Cash BBgBarc US Aggregate 1-3 Yr TR USD
High Yield Bond BbgBarc US Corporate High Yield TR USD Long Term Treasuries ICE U.S. Treasury 20+ Year Bond TR USD
Intermediate Treasuries ICE U.S. Treasury 7-10 Year Bond TR USD Short Term Treasuries ICE U.S Treasury 1-3 Year Bond TR USD
Mid Cap Equity Russell Mid Cap TR USD Real Estate NCREIF Indexes
International Equity MSCI ACWI Ex US NR USD US Equity Russell 3000 TR USD
Global Equity MSCI ACWI NR USD Low Volatility Equity S&P 500 Low Volatility TR USD
Global Alternatives Hedge Fund Research HFRX Global Hedge Fund Index Long Short Alternatives Bloomberg Long/Short Hedge Fund Index
Merger Arbitrage Hedge Fund Research Merger Arbitrage Index Private Credit/Direct Lending Cliffwater Direct Lending Index
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