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What Is Neutral Volatility?

Ken Solow, CFP®
Chief Investment Officer,
Founding Partner

July 2019

The Pinnacle investment team has been working diligently for the past eight weeks to gradually move our
managed portfolios to a neutral asset allocation. This
leads to the question, what the heck is a “neutral” asset
allocation and why should I care? Interestingly, a large
percentage of the traditional investment world (by traditional, I mean non-hedge funds) doesn’t use the
term, “neutral”. In order to manage risk, they own a
target mix of asset classes that when taken together is
assumed to deliver a combination of returns and
volatility that the investor agrees is acceptable. This
mix of asset classes is the asset allocation known as the
investor’s Investment Policy. As long as the investment advisor never strays from this special target asset
allocation, then the client agrees to be patient while the
assumed returns presumably arrive over a long-term
time horizon.
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Traditional investors believe that because their target
asset allocation has delivered returns and volatility
within certain well-defined parameters in the past,
then it should do so in the future. Importantly, this
special target mix of asset classes is presumed to exhibit the important characteristic of “efficiency,” where
efficient means gathering the most returns for each
unit of risk or volatility. The only way to mess up this
scientifically constructed portfolio is to change the asset allocation, which throws both parties into an uproar. This is because when you subscribe to this philosophy of money management, the further you stray
from the target portfolio, the more you risk not getting
expected portfolio performance. So in this case, “safe”
means owning the securities in the target or benchmark, and risk means owning something other than
the benchmark securities.
Pinnacle’s observation of this strategy of investing—
known variously as “strategic asset allocation,” “fixmix allocation,” or “buy, sell, and rebalance”—is that
gathering 100% of the underlying market risk and return can be risky in itself. What if asset classes are overvalued? What if market conditions are dangerous?
Dealing with the what-ifs is frustrating when the philosophy of money management depends on the notion
that asset classes are theoretically always efficiently
priced. Why rebalance to a fixed mix of underlying
assets based on average historical performance if current conditions are decidedly not average, and in fact
represent opportunities for extra returns or defending
above average risk?

We own a portfolio of securities we
believe will exhibit volatility similar to
our benchmark at that point in time.

To answer that question, Pinnacle creates a condition
we call “neutral” portfolio volatility. In a neutral portfolio condition, our analysts target the volatility of the
benchmark portfolio instead of targeting the holdings
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of the target portfolio. Traditional investors will correctly point out that owning the volatility of the benchmark portfolio does not mean we will earn the returns
of the benchmark portfolio. This observation is undeniably correct. A second important point is that “neutral” is a relative term. Benchmark portfolio volatility
moves up and down depending on market conditions,
even though the underlying securities in the target
portfolio remain the same. So when we say portfolios
are at “neutral” volatility, it does not mean a fixed level
of portfolio volatility. It just means that we own a portfolio of securities we believe will exhibit volatility similar to the benchmark at that point in time.
As expressed in Pinnacle’s Prime or Quantitative portfolios, our secret sauce is that while our portfolio construction is constrained by targeting relative portfolio
volatility, we retain the freedom to own different asset
classes in our search for good value. We have the freedom to own different securities from the benchmark,
and we have the freedom to intentionally change our
portfolio volatility relative to the benchmark in either
bear markets (to reduce volatility) or bull markets (to
add to volatility.) As mentioned above, this “freedom”
means we intentionally take the risk of underperforming our benchmark in exchange for the opportunity to
outperform, especially in bear markets. This is ex-
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tremely important to risk-averse investors who can’t
afford a steep decline in portfolio value implied by
traditional buy and hold portfolio strategy. It is also
important to clients needing to defend against sequence risk, or the risk of an untimely portfolio decline
early in their retirement.
In this issue’s "Market Outlook," we will be discussing
our recent change in strategy, moving the portfolios
from defensive to neutral. Clients should be very com-

fortable with the implied volatility of their portfolio
because it is the level of risk and reward they chose as
their investment policy in their financial plan.
If you have questions about the implied volatility of
your portfolio at neutral positioning, please contact
your Pinnacle Wealth Manager or feel free to call me
directly.

Ken Solow, CFP®, is CIO, and a Founding Partner at
Pinnacle Advisory Group.
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Why You Should Use Checklists In
Financial Planning

Michael Kitces, CFP®,
MSFS, MTAX, CLU®,
ChFC®, RHU®, REBC®,
CASL®
Director of Wealth
Management

As financial planning for clients grows more complex, it becomes increasingly difficult for planners to
recognize every planning issue, opportunity, and
concern from memory alone. As a result, there is an
increasing risk that planners make a mistake—albeit
by accident—in the struggle of trying to apply everything they have learned to an incredibly wide range
of client situations.
So what’s the solution to address this challenge? As it
turns out, there’s a remarkably simple one: checklists.
While it may seem absurd that such a basic device
could enhance client outcomes, it turns out that
checklists may be an excellent means to deal with the
simple fact that we are all fallible humans.
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Ignorance Versus Ineptitude
It’s important to recognize that in many situations,
professionals fail simply because the task at hand was
beyond saving; we may have tremendous intelligence
and technology available to us, but we are not omniscient or all-powerful, and some fallibility is inevitable. However, where success or failure is within
our control, there are two primary drivers that lead to
failure: ignorance and ineptitude.
Ignorance has been the driving force for failure for
most of medical history. Up until just the past few
decades, we simply didn’t know what the true causes
were for many diseases and maladies, much less how
to treat them or fix the underlying causes. For instance, as recently as the 1950s, we still had no idea
what actually caused heart attacks or how to treat
them. If someone had a heart attack and died at the
time, it was our collective ignorance of the underlying
problems that led to the “failure” to save the patient.
By contrast, in today’s environment, we have developed numerous drugs to treat high blood pressure, as
well as heart attacks themselves. We “know” how to
fix an astonishing range of maladies. If an ineffective
(or even harmful) treatment is applied now, we don’t
simply let the professional off the hook on the basis of
“well, we didn’t really know what to do, anyway.”
Our collective ignorance of how to treat a problem is
no longer an acceptable answer; instead, a failure of
the professional is an “error” and a sign of ineptitude.
Of course, the caveat is that many of the professional
situations today are of a highly complex nature. While
we might understand far more about the body and
how to treat it than in the past, it is still remarkably
complex, and many “failures” of a medical practitioner still walk a fine line between ignorance and ineptitude. Unfortunately, though, it’s not clear if more experience and training alone are necessarily sufficient
to fix either; as our knowledge increases, so too does
the complexity of applying it correctly, to the point
where we may be reaching our human mental capacity. We are still only human ourselves, after all.
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Managing Complexity With Checklists
So what’s the best way to wrap your arms around such
incredible complexity? One study of 41,000 trauma
patients in Pennsylvania found that doctors had to
contend with 1,224 different injury-related diagnoses
in 32,261 unique combinations. To say the least, the
difficulty of providing that many different diagnoses
in that many different situations is a challenge of enormous complexity for the human brain. So what’s the
solution? Checklists, to at least ensure the big things
don’t slip through the cracks.
It turns out that even relatively routine checklists can
have a remarkably material effect, for the simple reason that as human beings, we don’t always remember
to do every single step in a process the exact same way
every time, especially when most of the time it doesn’t
really matter. For instance, one early study applying a
simple checklist to implant a central line (a catheter
placed into a large vein to deliver important medication to patients): 1) wash hands; 2) clean patient’s skin;
3) put sterile drapes over patient; 4) wear mask, hat,
gown, and gloves; and 5) put sterile dressing over insertion site after completion—was found to drop an
11% infection rate down to nearly 0%. It turned out,
the doctors were mostly consistent in executing all of
the steps, but they occasionally skipped a step for any
number of accidental or well-intentioned reasons. Being accountable to a simple checklist eliminated virtu-
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ally all the complications, for what was actually a very
simple series of steps. Over a two year span, the initial
study estimated that in one hospital alone, the checklist had prevented 43 infections, 8 deaths, and saved $2
million dollars!
The application of checklists is already widespread in
other professional contexts. They are a staple of the
airline industry, ensuring that even well-trained pilots never miss a single step in the proper execution of
flying the plane; notably, such checklists include important guidance about how to quickly handle a wide
range of emergency situations where, even if the pilots
are trained, it may be difficult to recall the exact steps
to execute in the heat of a high-stress moment.
The construction industry also relies heavily on checklists to ensure that buildings are built properly, and
that crucial steps aren’t missed that could result in
catastrophe. Checklists require duties of multiple individuals—and everyone is held accountable to ensure all steps of the checklist are completed—teams
end up communicating better, which prevents even
more unfavorable outcomes.

Creating Your Financial Planning Checklists
Granted, in the financial planning world, the client
situations that present themselves are rarely related to
imminent death. Nonetheless, the fundamental problem remains: Financial planning for individuals with
a nearly infinite range of situations entails tremendous complexity. Could anyone really remember every possible question to ask or step to take? It's unlikely, at least not without the assistance of a financial
planning checklist.
Many technical areas in financial planning require not
only specialized knowledge, but an awareness of rarebut-potential circumstances that may arise that provide for unique planning opportunities. For instance,
with respect to Social Security alone, how often do you
ask an unmarried client over the age of 62 if he/she
had a former marriage that lasted at least 10 years or
ask retirees over age 62 if they still have any children
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under the age of 18, or ask if the client had a prior (or
current) job where he/she did not participate in the
Social Security system? While none of these situations
are necessarily common, they do occur from time to
time—frequent enough to matter, but not frequent
enough to necessarily remember to ask every time.
The same is true in a wide range of other planning
situations.
Having a financial planning checklist in each of the
various areas of financial planning can serve as a type
of “due diligence” process, to ensure that all the important planning issues and opportunities are covered. Arguably, at some point in the future, these
might even be codified into a more extensive series of
practice standards for financial planners—as in the
case of doctors, this can ultimately help to distinguish
between situations where an unfavorable outcome
was due to an error or “ineptitude” mistake of the
planner, or was simply a situation too complex to possibly be saved. In practice, effective due diligence
checklists might also be integrated into a firm’s CRM
software.
From a client-experience standpoint, codifying your
planning process to the degree that you can create extensive and specific check lists should be a comfort,
knowing that their planning activities have been
mapped out, that you haven’t forgotten to cover any of
the critical topics, that you have a way to check individual details on any given scenario, without having
to ask questions repeatedly after the initial meeting.
The list also acts as a guide to each meeting with a
client, allowing for a logical progression as the relationship matures and the plan evolves, to help gauge
whether the client is on track in their plan. As a client,
this should be very reassuring, in that you can rest
easy with the feeling that nothing critical is likely to be
missed if your advisor uses checklists.
Unfortunately, though, the greatest challenge is simply that advisors need to build our financial planning
checklists—a challenging and time-intensive process.
Clients need to start asking about whether the firms
they’re interviewing use check lists to help bolster
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memory and planning accuracy. Perhaps this is an opportunity for the financial planning community to
band together and build something collectively that
could become a practice standard. In the meantime,
though, it would probably be a good idea to ask if your
advisor uses checklists for the most common challenges that arise in your own financial plan!

And if you’re still not convinced of the value of a financial planning checklist (or having a series of them!), I’d
strongly encourage you to read Checklist Manifesto
yourself; if you are convinced, you may also find the
book provides helpful inspiration on the kinds of
checklists that may be useful in your life.

Pinnacle’s Planning Process incorporates a variety of
tools and checklists to help us keep clients on task and
on track, and to be sure that even the smallest detail
receives the attention it deserves, for the best possible
chance for a positive outcome.

Michael Kitces, CFP®, MSFS, MTAX, CLU®, ChFC®,
RHU®, REBC®, CASL® is a Partner and Director of
Wealth Management at Pinnacle Advisory Group.

July 2019

www.VWPlanning.com

Page 8

Five Ways To Boost Your Retirement
Savings
Stephen Wright, CFP®
Wealth Manager

July 2019

Do you feel confident that you are saving enough for
retirement? If not, here are five ways to boost your
retirement savings.
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1. Know your numbers

contribution

Many people have no idea how much they actually
need to save to meet their retirement goals. If you
don’t know your individual numbers, you might assume you need a huge amount… which could lead to
fear that you might not be able to save what you think
you need to save… which could lead to paralysis.

For 2019, single taxpayers can make a deductible IRA
contribution if their modified adjusted gross income
is less than $64,000. A married taxpayer filing jointly
who participates in an employer retirement plan can
make a deductible IRA contribution if your combined
MAGI is less than $103,000. If your spouse participates in an employer plan but you do not, you can
make a deductible IRA contribution if your combined
MAGI is less than $193,000.

So how do you discover your numbers? Online do-ityourself retirement calculators are extremely simplistic and do not give you an accurate idea of how
much you will need to save. For example, typical online calculators do not take into consideration such
things as:
• How investment returns will vary from year to
year, and the effect that “sequence of return” risk
could have on your retirement lifestyle…
• One-time financial goals, like a 50th wedding
anniversary celebration…
• The effect of taking Social Security benefits at
various dates…
• How much risk you are actually willing to take
with your investments.
Pinnacle Advisory Group uses state-of-the art retirement and Social Security analysis to provide a morerealistic projection of how much you need to save.
Our wealth managers can also review your cash flow,
spending, and taxes to help identify potential sources
for additional retirement savings. You should run the
numbers again every year.
When you know your numbers and know how you
will be able to save what you need to save, it will give
you confidence. You may need to save less than you
think! I have had the joy of working with new clients
who came in worried about how they could save
enough to retire, just to discover when we ran the
numbers that they had already saved more than
enough.

2. Consider a Roth IRA or traditional IRA
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For 2019, single individuals with modified adjusted
gross income (MAGI) of less than $122,000 can contribute to a Roth IRA. A single individual with MAGI
between $122,000 and $137,000 can make a reduced
contribution. Married taxpayers who file jointly can
contribute to a Roth IRA if their MAGI is less than
$193,000 and make reduced contributions up to a MAGI of $203,000. If you are over those income limits, you
still might be able to make a non-deductible contribution to a traditional IRA, and then roll that contribution
over to a Roth IRA at a later date. Speak with your
Pinnacle wealth manager to see what contribution
strategy might work best for you.

3. Take advantage of additional catch-up
contributions
In 2019, an employee can contribute up to $19,000 to
an employer retirement plan like a 401(k) and potentially another $6,000 to an IRA (depending on income). But did you know that you can give more if
you are age 50 or over? Once you celebrate your 50th
birthday, you can contribute an additional $6,000 to
an employer plan and an additional $1,000 to an IRA
every year.

4. Contribute to a Health Savings Account (if
your employer offers one)
HSAs are medical savings accounts available to employees participating in high-deductible health
plans. For 2019, single taxpayers can contribute up to
$3,500 per year and married taxpayers can contribute
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$7,000, plus those over age 55 can contribute an additional $1,000. HSA contributions reduce your Federal
taxable income when made (state tax laws vary). The
money in a Health Savings Account continues to
grow tax-deferred, just like a 401(k) or IRA. If used to
pay for qualified medical expenses, withdrawals are
tax-free. Withdrawals for non-medical expenses before age 65 are subject to ordinary income tax and a
10% penalty. Once you are 65, you can withdraw the
money for non-medical expenses subject to ordinary
income tax, just like an IRA. HSAs can be a great way
to save extra money for retirement, especially for
medical expenses.

ning for retirement, a Pinnacle Advisory Group
wealth manager would be happy to help cut through
the confusion and provide you with some retirement
peace-of-mind.

5. If you're a business owner, get a second
option on your company plan from a pension
third-party administrator
Each 401(k) plan must meet complex rules to make
sure that employees are treated fairly, but that does
not mean that everyone has to be treated equally.
Some pension administrators are better than others at
identifying opportunities for business owners to contribute more to their retirement plan. It never hurts to
get a second opinion.
If you or someone you know is concerned about plan-

Stephen Wright, CFP®, is a Wealth Manager at
Pinnacle Advisory Group
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Where Will You Retire?

Mindy Gasthalter, CFP®
Wealth Manager
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In planning for retirement, most people rightly concentrate on whether or not there will be enough money
to support themselves in a comfortable fashion
throughout their remaining lives. But financial considerations are just one of the concerns that people face
when looking at their retirement planning. Where to
retire is often given a lower priority, which is a shame,
since there are states that may be more attractive than
others when it comes to retirees.
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Retirement Factors To Consider
Apart from the straightforward questions of whether
you can afford to retire, there are several other factors
you should consider. Here is a brief, non-inclusive list
of items for your attention. It is not meant to be an
exhaustive list, nor is it in any order of priority; it
should nevertheless give you a sense of the issues you
should consider when getting ready to retire.

The Weather
Many retirees want to live in a state that has a temperate
climate, while others really enjoy the winter. If you are
one who enjoys a winter-free climate… or want to live
near the water… or build a house on 20 acres… those
will most likely dictate the starting point of your decision making. One suggestion might be to purchase or
rent a property in your initially chosen area—to try it
out on a part-time basis for a year or so—before selling
your existing home and moving there permanently.

Cultural And Other Activities
Do you enjoy the theater? Music? Film festivals? Golf?
Biking? Fine dining? Museums? Do you want to be
close to an airport? When you consider the wide variety of retirement communities, make sure they have
the cultural, physical, and environmental elements
that you enjoyed while you were working. If you love
the theater but move to a community where the nearest
one is 45 minutes away, that may not meet your needs.
If you are an avid bicyclist, be sure to look for a “bicycle
friendly” area. If you enjoy mountain climbing, a flat,
mid-west location might not fit the bill, either.

Family
Do you have family in one part of the country, and
want to be located nearby? Of course, “nearby” has
different meanings for different people… and you and
your children may even differ yourselves. For some, it
can mean anyplace in the same state… or within an
hour by car… or in the same city. You might think that
living in the same development as your daughter
would be great, but your daughter is thinking that the
same state is really “nearby” enough. Be sure that you
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and your family are on the same page in terms of what
that means, or it can have disastrous, uncomfortable
results.

Healthcare
Ready access to good, high-quality medical care needs
to be considered in determining a location in which to
retire. You may love rural Alabama, but if there are no
local hospitals nearby and you need to drive two hours
to see a physician, it might not make sense to live there
as a retiree. This is doubly true if you have an existing,
chronic condition that needs to be periodically monitored by a physician. When you start investigating
possible retirement locations, be sure to research the
medical facilities available. (This may also include access to independent or assisted living facilities.) The
decision should include somewhere that offers more
than one option for both a healthcare facility and a
more advanced living arrangement, to give you some
flexibility in the future.

The Cost of Living
California may meet your needs in terms of weather
and for access to high quality health-care, but it is a
very expensive state in which to live, and may be out of
your reach in terms of cost of living and real estate. Not
only does it have one of the highest income tax rates in
the nation, but homes are expensive… food is expensive… gas is expensive… everything is expensive.
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Be sure to look at not just income tax rates, but the
general cost of living. If you are adamant about retiring
to California—or to some similarly priced area—be
sure to discuss this with your wealth manager or advisor, so you can build the extra expense into your plan
and be prepared when the time comes.

Income Tax Rates
There are seven states that have no income tax: Alaska,
Florida, Nevada, South Dakota, Texas, Washington,
and Wyoming. Two states—New Hampshire and
Tennessee—only tax dividend and interest income if it
exceeds certain limits. But there is no free lunch, so
while Texas may have no state income tax, their property taxes may be significantly higher than neighboring New Mexico. Research is important. Don’t just assume that a state without an income tax is automatically less expensive than a state with an income tax. Consider the general tax environment in the state you’re
considering and have your wealth manager run a few
scenarios for you with various home sizes and areas—
these rates can differ depending on the existing tax
base, and the population trend, in a given area.

Taxation of Social Security Benefits
Thirty-six states and the District of Columbia do not
tax Social Security income. The states that do tax it
include Colorado, Connecticut, Kansas, Minnesota,
Missouri, Montana, Nebraska, New Mexico, North
Dakota, Rhode Island, Utah, Vermont, and West Virginia. Depending upon your level of benefits, this can
add up to quite a sum if your retirement is a long one.

Sales Tax Rates
There are five states—Alaska, Delaware, Montana,
New Hampshire, and Oregon—that do not have sales
tax. California is the nation’s highest at 7.25%. Four
other states—Indiana, Mississippi, Rhode Island and
Tennessee—have a 7% sales tax rate.
Remember, these are state sales tax rates. Some cities
and counties, such as Chicago, impose additional taxes
(which for Chicago, brings it to 10.25%). These are taxes
on goods and services you actually use, so you have a
bit more control over the impact of these taxes. Nevertheless, it adds significantly to the general cost of living
over time.

Taxation of Pension Plans

Property Tax Rates

Pension plan income is not treated equally in all 50
states with regard to taxes. And a military or government pension is not necessarily treated the same as a
private corporation’s pension plan payments, either.
For example, Connecticut, Hawaii, Kansas, Louisiana,
Massachusetts, Michigan, Minnesota, Mississippi,
New Jersey, Ohio, Pennsylvania, and Wisconsin do
not tax military pensions. Pennsylvania and Mississippi exempt all retirement income—including IRA and
401(k) distributions—from taxation. Delaware excludes $12,500 of dividends, capital gains, interest,
rental income, and qualified retirement plan distributions once you reach age 60.

Tax rates can and do vary state by state, and in some
instances, even within the state. Louisiana has the lowest average property tax rate in the nation—0.18% of
property values—while New Jersey is the highest at
1.89%. If you are over 65 in Washington, D.C., for example, the “senior citizen exemption” reduces your property taxes by 50%. This tax can have significant impact
on your need for capital in retirement, especially if you
purchase the property with proceeds from your preretirement home and don’t take out a mortgage.

These regulations are controlled at the state level and
will impact your overall cost of living in the long term.
Have your wealth manager review the state requirements for exemption and use that information to help
shape your selection of states in which to retire.
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Many people have their property taxes rolled into their
mortgage payments or escrowed, and haven’t had to
consider their tax rate for many years. The local multiple listing service includes tax information when you
work with a realtor to view and select properties to
buy; be sure to find this information on the property
you’re interested in before you make a purchase.
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Retirement Location Resources
There are social factors, family factors, and quality of
life factors that all need to go into the decision-making
process when it comes to retirement. If you are considering relocating when that time comes, it is never too
soon to start your homework.
One great general resource is the Retirement Living
Information Center. They have all sorts of information
about taxes, senior housing, jobs, and public aging re-

sources, listed by state. Kiplinger’s November 2018 article entitled “State by State Guide to Taxes on Retirees”
is another great resource, as is AARP. Local Chambers
of Commerce for the area can also provide information
on tax rates, activities available, climate data, popular
pass-times, local features, and geography that will be
helpful in making the final decision on where to live in
retirement.

Mindy Gasthalter, CFP®, MBA is a Wealth Manager at
Pinnacle Advisory Group.
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The Secret To Early Retirement

Josh Rivers, CFP®
Wealth Manager
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You decided right out of college that you wanted to
achieve financial independence and retire early. With
that plan in mind, you lived within or below your
means, you tracked your spending and savings, and
you invested a huge percentage of your income and let
the magical powers of compounding interest do its
thing. Now you’re 40 and have decided to step out of
the workforce. You have no debt, you’ve put together
a plan to pay for healthcare until 65 (when Medicare
kicks in), and you have a nest egg that should theoretically last you the rest of your life. The plan to date has
been successful, but now what?
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Whether you choose to retire at age 40 or age 65, most
retirees feel a great sense of relief to no longer be working. But that relief can fade as you are left to contemplate your next steps. I believe there are two key ingredients to a successful early retirement:
1. Your plan for what you will do when you retire.
2. What dreams you have for the future.
Quoted in an article on Nerd Wallet, young retiree
Jillian Johnsrud noted that “it takes time to learn how
to structure your day. No one feels great after bingeing
on Netflix for 12 hours, especially the fifth day in a
row.”
During your work life you have projects, deadlines,
and a sense of accomplishment that brings you satisfaction. Once you remove yourself from the work
world, you can lose a sense of purpose which can be
psychologically harmful. I believe most of us are hardwired to work, and we drift aimlessly when we don’t
have a structured and productive lifestyle.
As a practical step, write down all the things you
would like to do when you’re retired. Once you have
a list, you should pick two that you can start to focus on
right away. This is consistent with the advice of retirement blogger Joe Udo, who suggests concentrating on
two big projects to give yourself a sense of purpose.
His two projects were blogging about finances and
spending more time in his role as a dad. Your big
projects could be writing a book, learning a new language, taking a class at your local college, renovating
your house, volunteering, or even going back to work
in a part-time role doing something you really love.

Early retirees dream of financial independence and are
able to plan a path to achieving their dream. If they
have figured out what they are going to do once they
are retired, they are part way down the road towards
having a successful early retirement. The next step is
continuing to dream about the future. Our dreams can
give us a sense of hope and meaning. A traditional
retirement can typically last 25-30 years. For those in
the early retirement camp, it could be more like 40-50
years, where your retirement lasts longer than your
working career did. There are many things one would
like to accomplish in that amount of time—the key is to
always be thinking about what is next. Just as you
dreamed of financial independence, continue to
dream of a better future. Having a goal and something
to look forward to will keep you engaged and successful. The good news is you will have plenty of years
available to do—and accomplish—many things.
DISCLOSURE: Pinnacle Advisory Group, Inc. (“Pinnacle”) is a registered investment advisor. Advisory services
are only offered to clients or prospective clients where Pinnacle and its representatives are properly licensed or exempt
from licensure. The information provided is for educational
and informational purposes only and does not constitute
investment advice and it should not be relied on as such. It
should not be considered a solicitation to buy or an offer to
sell a security. It does not take into account any investor’s
particular investment objectives, strategies, tax status or
investment horizon. You should consult your financial advisory, attorney or tax advisor.

Josh Rivers, CFP®, is a Wealth Manager at Pinnacle
Advisory Group.
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MARKET OUTLOOK

Ken Solow
Chief Investment

Officer
Carl Noble
Senior Analyst

Sean Dillon
Technical Analyst

Sauro Locatelli
Quantitative Analyst
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The second quarter of 2019 brought more gains for investors,
with the S&P 500 Index hitting a new record high of 2,954 on June
20th in the process. While impressive, in order to get there, market participants had to endure yet another bout of volatility,
including a swift correction in May. Developed international
stocks also gained, while emerging markets equities were
roughly flat.
Some of the most impressive action occurred in the bond market, as interest rates fell sharply, with long maturity bonds up
almost 6%, outperforming stocks. Broad commodity indexes
struggled, but gold was a star performer for the quarter, as the
shiny metal jumped by more than 9% to the highest level in six
years.
As the quarter came to a close, stocks had rebounded back to
record territory, and investors were eagerly anticipating how
soon the next milestone would be reached.
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Trade War Escalates
Things were moving along fine through April, with the
market extending the first quarter rally that followed
last year’s fourth quarter sell-off. In fact, on April 30th
the S&P 500 reached what was then a new record high
of 2,945. However, the very next day, things suddenly
changed. On May 1st, after reports that China had
balked at previously agreed upon elements of a possible trade deal, President Trump tweeted that the U.S.
was raising the current level of tariffs on $250 billion of
imports from China from 10% to 25%, and threatened to
implement tariffs on an additional $300 billion. This immediately raised fears that such an escalation of the
trade war might be enough to tip an already slowing
global economy into recession. Consequently, stocks
sold off throughout the month of May, with the S&P 500
tumbling by nearly -7% into the beginning of June.
While trade headlines certainly spooked the market,
another contributor to the sell-off was increasing evidence of a renewed global slowdown. Earlier in the
year, there had been some signs of “green shoots”—that
global economic data was beginning to stabilize and
pick up. But those proved to be fleeting, as fresh signs of
a slowdown reappeared. Perhaps most notable was
continued deterioration in the monthly Purchasing
Managers Indexes, which are considered very timely
indicators of global manufacturing data. The JP Morgan Global Manufacturing Index slipped to a reading of
49.4 in June, the lowest since October 2012. It was also
the second consecutive dip below 50, indicating that
manufacturing activity globally is contracting. Subcomponents of this index that focus on export activity
clearly showed that the effects of the trade war that
started last year have taken a significant toll on global
supply chains.
In addition, here in the U.S., the May employment report came in well below expectations, with a gain of
only 74,000 jobs, creating the impression that the previously solid labor market was beginning to wobble.
That, combined with an increasingly inverted yield
curve—where shorter-term bonds yield more than
longer-term bonds—had equity analysts suddenly
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scrambling to mark down their earnings estimates for
the remainder of the year. The combination of an inverted yield curve and sharply lower earnings estimates
was enough to cause a flood of sell orders, as equity
ETFs (exchange-traded funds) experienced record outflows of nearly $20 billion for the month.

Central Banks to the Rescue… Again
In the midst of growing concerns about trade wars and
economic slowdowns, global central banks began to rev
their monetary engines again. Earlier in the year, the
Federal Reserve made an important shift to a neutral
policy stance, when they announced that they were going to “pause” from raising interest rates to assess how
previous hikes and trade tensions were impacting the
economic outlook. Since then, as economic data faltered
and inflation remained muted, Fed Chairman Jay Powell adopted an increasingly dovish tone. In a speech in
early June following the latest market sell-off, he declared that the Fed was ready to “act as appropriate” to
support the economy. That was immediately taken to
mean that the Fed was preparing to cut rates, and asset
prices found a footing and began to rally again.
The Federal Open Market Committee (FOMC) meeting
later in the month only added fuel to the fire, as it confirmed that a growing number of committee members
supported lowering interest rates this year, and there
was even one official dissent in favor of doing so now.
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Financial markets were quick to jump on the change in
tone and began to price multiple rate cuts.
Importantly, this dovish shift isn’t just contained to the
U.S., either. The European Central Bank also recently
dropped heavy hints that they’re prepared to start stimulating again soon in response to inflation readings that
remain well below their target. And a growing number
of other countries including Australia, India, Malaysia,
Philippines, Russia, Iceland, and Chile have all been
getting in on the action by cutting rates this year, with
others likely to follow suit.
In our view, this is a very significant and somewhat
unprecedented shift to a much more favorable policy
backdrop at a time when the U.S. economy is still growing, and sports a historically low 3.8% unemployment
rate. With the Fed Funds rate at only 2.4% currently,
some are questioning whether the Fed is about to act
prematurely (perhaps by succumbing to mounting political pressure) by using some of their limited monetary firepower before clear evidence of economic difficulty has emerged. Whatever the reason, if the Fed is
about to embark on a new easing cycle, it should be
supportive of both the economy and asset prices and
therefore needs to be respected by investors.
Along with positive developments on the monetary
front, some good news on trade came from the G-20

meeting held at the end of the month. There, President
Trump and China’s President Xi held a meeting that
helped to de-escalate the trade standoff (for the time
being) by agreeing to restart negotiations to try to reach
a deal. While this certainly doesn’t mean an end to trade
tensions, since current tariffs remain in place and there
are many challenging issues to resolve, it does remove
the near-term risk of tariffs being increased even further
which would put even more pressure on global trade.

Positioning: Moving Back to Neutral
What does all of this mean for Pinnacle portfolios? Well,
after positioning portfolios cautiously late last year and
coming into the first quarter of this year, over the past
few months we’ve been working to move back to a neutral risk stance. Portfolios are currently positioned
somewhat defensively at approximately 93% of benchmark volatility. While future moves are “data dependent," our current strategy is to increase risk assets
when appropriate to benchmark levels of risk. (NOTE:
To learn more about neutral positioning, see CIO Ken
Solow’s article “What Is Neutral Volatility?” on page 2.)
While we share some of the concerns that economic data continues to slow and corporate earnings expectations are being lowered, increasing policy support and
significantly lower interest rates means that risks to the
outlook are fairly balanced at the moment. Thus continuing to gradually move to a neutral position is supported well by these factors.
Up to this point, moving back to neutral has largely
entailed boosting U.S. equity weightings in a mix of
cyclical and defensive sectors. We remain slightly overweight in international equities, partly due to the possibility that the U.S. dollar will weaken if the Fed follows
through with cutting rates. On the fixed income side,
our portfolios are carrying slightly above benchmark
duration (or interest rate sensitivity), mostly through
high-quality Treasury Bonds that should continue to
benefit if there’s more economic weakness ahead, and if
interest rates continue to fall. In addition, the portfolios
continue to hold an overweight in both gold and gold
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mining stocks (which just had a great quarter), and may
serve to act as a portfolio hedge if another outbreak of
stock market equity volatility occurs this summer.

Looking Ahead
As the third quarter gets underway, investors continue
to wrestle with forecasting the severity of future ongoing economic softness offset by the likelihood of fresh
policy support in the near future. Markets have already
posted impressive year-to-date gains and thus may be
due for a breather in the near-term, but the much larger
risk of the economy falling into recession and driving
stocks into a bear market has likely been reduced for
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now, assuming there is another round of monetary
stimulus on the way.
For our part, we continue to execute our strategy of
moving portfolios back to neutral levels of risk. Once
there, it will allow us to be patient and wait to see how
the battle between central banks and economic weakness plays out. In the meantime, we will continue to
look for value opportunities to take advantage of across
different asset classes.
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