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Welcome to the Quarterly Market  
Outlook for the 4th Quarter of 2019
 
The third quarter brought many alarming headlines, including renewed China trade wars, political 
uncertainty regarding Brexit, attacks on Saudi oil fields, problems in the repo market, and the possible 
impeachment of the president of the United States.

But despite all the noise, the U.S. economy is holding up well, and the U.S. market returned more than 1%. 
In fact, 2019 is the first year since 1997 that the S&P 500 has rallied more than 20% in the first nine months 
of the year.

Uncertainty about trade wars has contributed to market volatility and reduced corporate confidence. 
This is one reason we expect below-average future economic growth. But we believe the Federal Reserve 
and other developed-market central banks from around the world are committed to maintaining loose 
monetary policies, thereby lowering the probability of a recession. This was highlighted by both the Fed and 
European Central Bank’s reduction of target policy rates in September.

Interest rates fell further over the quarter, while the yield curve has been vacillating between a positive 
and an inverted curve as global growth slows. One of the most staggering data points is that the amount of 
negative-yielding sovereign debt is now roughly $15 trillion.

For the quarter, the overall global market was about flat. The U.S. stock market gained just more than 1%, 
as larger companies rose about 2% and smaller companies dropped about 2%. One interesting highlight 
was that value stocks had an aggressive, short period of outperformance relative to growth stocks in early 
September, suggesting the pendulum may be swinging back toward value.   

International equity markets lost around 2% last quarter. Developed international markets, such as Europe 
and Japan, lost just less than 1%, while emerging markets, such as China and India, lost close to 4% amid 
trade uncertainty. 

The bond market saw continued gains as yields moved lower, ending the quarter up by more than 2%. The 
10-year U.S. Treasury yield ended the quarter at 1.68%, while the three-month U.S. Treasury yield ended 
the month at 1.88%. 

FIXED INCOME 10-YEAR 5-YEAR 3-YEAR 1-YEAR YTD QTD
Cash Equivalent
Morningstar Cash Index 0.50 0.95 1.51 2.29 1.72 0.52

U.S. Bonds
Bloomberg Barclays Capital U.S. Aggregate Bond Index 3.75 3.38 2.93 10.30 8.52 2.27

EQUITIES 10-YEAR 5-YEAR 3-YEAR 1-YEAR YTD QTD
Global Equity Market
Morningstar GblMkt Large-Mid Index 8.54 6.72 9.72 1.35 16.10 0.00

Total U.S. Market
Morningstar U.S. Market Index 13.20 10.58 13.04 3.45 20.40 1.28

Domestic Large-Cap Equity
Morningstar U.S. Large-Cap Index 13.21 11.05 13.93 4.23 20.22 1.81

Domestic Small-Cap Equity
Morningstar U.S. Small-Cap Index 11.68 7.70 7.82 -6.73 15.92 -1.81

International Equity
Morningstar Gbl ex-U.S. Large-Mid Index 4.80 3.18 6.45 -1.12 11.62 -1.55

Developed International Equity
Morningstar DM ex-U.S. Large-Mid Index 5.05 3.26 6.54 -1.18 13.53 -0.74

Emerging Market Equity
Morningstar EM Large-Mid Index 4.03 2.91 6.36 -0.42 6.10 -3.93

DIVERSIFIERS 10-YEAR 5-YEAR 3-YEAR 1-YEAR YTD QTD
Diversified Alternatives
Morningstar Diversified Alternatives Index 2.91 0.66 1.39 0.43 4.77 0.93

Commodities
Bloomberg Commodity Index -4.32 -7.18 -1.50 -6.57 3.13 -1.84

Real Estate
Morningstar Gbl Real Estate 8.49 6.81 6.42 12.32 19.23 3.53
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Within diversified asset classes, commodities fell close to 2% amid weakness in agriculture, while alternatives 
protected well against volatility, ending the quarter up close to 1%. Real estate continued its strong 
performance, up nearly 4%.

In general, CLS portfolios continued to show positive absolute performance*. However, given the emphasis on 
international equities, particularly emerging markets, most CLS portfolios underperformed their respective 
benchmarks in the third quarter.

MARKET OUTLOOK
We continue to expect below-average returns for the U.S. stock market. The chart below highlights our long-
term return expectations for various asset classes. It shows our forecast of just over 2% for U.S. equities, 
which is well below the historic long-term average of 8% to 10%. However, it’s important to remember that 
we still expect positive returns, which we believe is likely to beat leaving money in a savings account while 
also covering inflation, which averages about 2%. 

International investments, particularly those in emerging markets, are expected to potentially return up to 
3% more than the U.S. This is due to attractive relative valuations and stronger growth prospects as global 
economies begin to slow. 

Commodities and fixed income are expected to return around 2%, while  
we believe alternative investments, which tend to be uncorrelated with 
traditional stocks and bonds, should have higher returns because 
volatility is expected to increase.

Some investors may be skeptical about international market 
outperformance, but it is important to understand that markets will 
always be cyclical. They are driven by investor emotions, and when an 
investment eventually gets too expensive, a regime change occurs. 
The table below shows the last two decades of regional performance. 
Prior to 2009, emerging markets (EM) were huge performers, 
outpacing the U.S. by 157%. But since 2009, the U.S. has been the top 
performer, beating EM by a very similar 157%. This outperformance 
makes the U.S. appear very expensive relative to EM. We expect the 
tide to turn over the next decade, and EM may once again outperform.

As we discussed last quarter, there have been some indications that 
we are nearing the late stages of the economic cycle. The table below 
highlights some additional indicators that have recently been featured 
prominently in the financial media. While a review of key economic 
indicators, as well as the aggregated Leading Economic Index, does not suggest that a recession is coming 
any time soon, it does suggest the beginning of some weakness in the economy.
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10-Year Performance Ranks 
Region  Rank 1999-2009  Rank 2009-2019 
MSCI USA  10 -20%  1 282% 
MSCI ACWI  9 -2%  2 181% 
MSCI Emerging Asia Index  4 100%  3 163% 
MSCI Emerging Markets  2 137%  4 125% 
MSCI ACWI ex USA  5 21%  5 106% 
MSCI EAFE  7 8%  6 102% 
MSCI Europe  8 4%  7 101% 
MSCI Pacific  6 20%  8 92% 
MSCI Emerging Europe  3 123%  9 77% 
MSCI Emerging Latin America  1 288%  10 68% 
Source: Bloomberg using MSCI indices from 12/31/2008 to 8/31/2019. 

*Absolute performance refers to portfolio return as a standalone number, not in comparison to a benchmark.
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Even if a recession does occur, what is the impact on the markets? The chart below shows that recessions 
are typically infrequent and short-lived, and they appear as small blips in the overall picture, representing 
about 15% of all months evaluated. Most importantly, because some of the strongest stock rallies occur 
in the late stages of a recession, the average S&P 500 return during a recession is actually positive.

Bottom line: Investors with a long-term horizon are better served staying diversified and invested.

CLS INVESTMENT PHILOSOPHY
Since 2000, CLS’s Risk Budgeting methodology has been integral to the execution of portfolio 
management at CLS. Risk Budgeting is based on three core beliefs:

• All investors have a capacity to bear some investment risk. The best way to manage risk is to 
measure it, rather than rely on a traditional stock-to-bond ratio.

• Over the long term, investors are rewarded for bearing risk; having too little may hurt portfolio returns.

• Investment methodologies should be designed to pair a disciplined risk management system with 
an active and flexible approach.

CLS’s Risk Budgeting methodology is flexible enough to be applied to a broad variety of investor risk 
comfort levels, from aggressive to conservative. Managing to a target, and staying close to that target, 
mean CLS is a strategic investment manager as opposed to a tactical manager that can make large 
portfolio risk and allocation changes. This also means that CLS is an active manager (with a flexible 
asset allocation that is adjusting due to changing risk and return expectations) as opposed to a passive 
manager (that simply tracks the underlying benchmark and makes no decisions on value or risk). 

As an active, global asset allocator, the CLS Portfolio Management team can look all over the world for 
investment opportunities. When reviewing these global opportunities, we utilize five areas of analysis: 
valuation, behavioral (which includes technical analysis and sentiment), fundamental, economic, and 
quantitative. Of these, valuation is perhaps the most important determinant of positioning. We use 
relative valuations through which we compare four valuation metrics of a specific asset class to those 
of a broad market index, and we review them through time. This helps us determine the degree of 
overvaluation or undervaluation and can lead our decision-making into certain asset classes. Currently, 
the U.S. stock market is quite elevated on this metric, whereas other parts of the world are undervalued, 
making them attractive places to seek opportunity. 

CLS INVESTMENT THEMES
We manage various investment strategies that differ based on Risk Budgets, investment objectives, and 
other considerations. What connects each strategy, however, are the CLS Investment Themes. These are 
the common threads that weave all CLS portfolios together. They are specific enough to clearly articulate 

At CLS, We Empower Advisors 
to Help Investors Succeed
We believe communication and 
investor education, along with 
building Risk-Budgeted, global, 
balanced, ETF portfolios can help 
investors reach their financial goals.

How We Manage Risk
Risk Budgeting: We believe investors 
need to take risk in order to reach 
their goals. We believe the best way 
to manage risk is to measure it, 
rather than relying on a traditional 
stock-to-bond ratio.

How We Build Portfolios
Active Global Allocation: We believe 
global multi-asset allocation 
and keeping the proper balance 
between assets works for investors. 
Investors stay in balanced portfolios 
longer than other portfolios and 
they have smaller “behavior gaps” 
(difference between investment 
return and investor return).

How We Select Securities
Relative Value: Relative valuations 
drive our decision-making in how 
we buy and sell securities.

Months

GDP growth
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11
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Recessions Are Painful, but Expansions Have Been Powerful

Sources: Capital Group, National Bureau of Economic Research (NBER), Thomson Reuters. As of 9/30/18. Since NBER announces recession start and end months rather than exact dates, we 
have used month-end dates as a proxy for calculations of S&P 500 returns and jobs added. Nearest quarter-end values used for GDP growth rates. GDP growth shown on a logarithmic scale.
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our investment beliefs, yet broad enough that each portfolio manager at CLS can express her or his 
views. These themes, which are approved by the CLS Investment Committee, may be held for years or 
months depending on market conditions.

The Issue: Valuations Are Stretched in the U.S.
Our Solution: Be Active
We believe investors need to be active, not passive, when building investment portfolios due to constant 
evolution in the global stock and bond markets’ expected risks and returns. For example, CLS portfolios 
differ from the broad market as some markets are more expensive and carry more risk than others. 
One way we are currently different is in our emphasis on value-oriented stocks, i.e., companies that 
can be bought for a lower multiple of sales or earnings, and international stocks (U.S. stocks are the 
most expensive they have been in decades). In addition, when building portfolios of exchange-traded 
funds (ETFs), CLS emphasizes smart beta ETFs, which are rules-based funds, such as those that only buy 
securities with the lowest price-to-sales ratios. We also emphasize actively managed ETFs, which are 
funds that try to be different from their underlying benchmarks in the attempt to outperform over time.

Q3 Performance: Domestic value stocks generally performed in line or better than broad market 
indexes in the third quarter. Many of the actively managed and factor-based funds we utilize in portfolios 
also performed well domestically. International securities, however, generally underperformed the U.S. 

The Issue: We May be in a “Late-Cycle” Environment.
Our Solution: Be Resilient 
This theme essentially has two parts. First, the bull market in stocks, which now comprises a 10-year climb 
without a 20% pullback, and the economic expansion are mature. It doesn’t mean that the demise of 
either is necessarily imminent, but CLS is nonetheless making its portfolios more resilient in anticipation 
of late-cycle market behavior. This means that CLS portfolios will place more emphasis on non-cyclical 
sectors that we believe should perform better in this anticipated environment. These sectors include 
consumer staples and healthcare. 

Second, fixed income (bonds) remains vital to helping stabilize and manage portfolio risk. Nonetheless, 
interest rates are low by historical standards. Thus, investors need to be creative in diversifying equity 
risk. CLS will achieve this by placing more emphasis on alternative investment strategies, such as merger 
arbitrage, which has low volatility like the bond market, and real assets, such as commodities and real 
estate investment trusts. Like the stock market, real assets tend to be more volatile, but since they often 
have a different rhythm to price movement, they may help reduce overall portfolio volatility. They may 
also provide some insurance for changes in inflation and inflation expectations. 

Q3 Performance: On average, non-cyclical sectors were strong in the third quarter, led by utilities and 
staples. Alternative securities were positive on the quarter. Real estate had a strong quarter, while other 
real assets, such as commodities, struggled. 

The Issue: There is Too Much Doom and Gloom — the Future 
is Bright!
Our Solution: Be Innovative
Despite the anticipated slower growth in the immediate year(s) ahead, we believe the future remains 
especially bright for the global economy and markets. Due to innovative technologies, the economy 
is being reshaped, and new opportunities are being presented in a variety of industries, including 
cybersecurity, clean energy, healthcare, fintech, artificial intelligence, robotics, biotech, and many more. 

Q3 Performance: Innovative stocks lagged, with our largest “Be Innovative” holding flat for the quarter.
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Thank You
Thank you for reading, and remember, you control your financial destiny. 

That’s all I got!

If you have any questions or feedback, please let me know.

Marc Pfeffer
Chief Investment Officer
CLS Investments
Omaha, Nebraska
402-896-7225
marc.pfeffer@clsinvest.com
LinkedIn | Twitter

Marc Pfeffer serves as CLS’s Chief 
Investment Officer. In his role, Marc is 
responsible for leading CLS’s Portfolio 
Management Team and overseeing all 
investment operations at CLS, including 
investment philosophy, process, 
positioning, and performance.

Prior to taking on the role of CIO, Marc 
was CLS’s Chief Investment Strategist. He 
was also previously a Portfolio Manager 
on the CLS Flexible Income Fund team, and 
managed the CLS Active Income X Strategy 
and CLS’s ETF strategies. He also managed 
individual municipal bond portfolios for 
the CLS Master Manager Strategy and 
continues to serve as a senior member of 
the CLS Investment Committee.

Marc has more than 30 years of investment 
management experience, including time 
spent as the Chief Investment Officer at 
Milestone Treasury Obligations Fund. He 
also worked previously at Goldman Sachs 
and Bear Stearns.

Mrac graduated from the State University 
of New York at Buffalo with a Bachelor 
of Science degree in finance. He received 
his Master of Business Administration 
degree, with a focus on finance, from 
Fordham University. Mr. Pfeffer holds his 
Series 7, 63, and 65 licenses.

Did you know? Marc is also an avid 
poker player.

MARC PFEFFER
Chief Investment 
Officer
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Contact Us Today 

17605 Wright Street  |  Omaha, NE 68130

888.455.4244  |  CLSinvest.com
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The views expressed herein are exclusively those of CLS Investments, LLC, and are not meant as investment advice and are subject to change. All charts and 
graphs are presented for informational and analytical purposes only. No chart or graph is intended to be used as a guide to investing. CLS portfolios may 
contain specific securities that have been mentioned herein. CLS makes no claim as to the suitability of these securities. Past performance is not a guide to 
future performance. No part of this report may be reproduced in any manner without the express written permission of CLS Investments, LLC. Information 
contained herein is derived from sources we believe to be reliable, however, we do not represent that this information is complete or accurate and it 
should not be relied upon as such. All opinions expressed herein are subject to change without notice. This information is prepared for general information 
only. It does not have regard to the specific investment objectives, financial situation and the particular needs of any specific person who may receive this 
report. You should seek financial advice regarding the appropriateness of investing in any security or investment strategy discussed or recom¬mended in 
this report and should understand that statements regarding fu¬ture prospects may not be realized. You should note that security values may fluctuate 
and that each security’s price or value may rise or fall. Accordingly, investors may receive back less than originally invested. Investing in any security 
involves certain systematic risks including, but not limited to, market risk, interest-rate risk, inflation risk, and event risk. These risks are in addition to any 
unsystematic risks associated with particular investment styles or strategies. The graphs and charts contained in this work are for informational purposes 
only. No graph or chart should be regarded as a guide to investing.

The Morningstar Global Market Large-Mid Index is an index that measures the performance of the global market’s equity markets targeting the top 90% of 
stocks by market capitalization. The Morningstar U.S. Market Index is an index that measures the performance of U.S. securities and targets 97% market 
capitalization coverage of the investable universe. It is a diversified broad market index. The Morningstar U.S. Large Cap Index is an index that measures 
the performance of U.S. large-cap stocks. These stocks represent the largest 70% capitalization of the investable universe. The Morningstar U.S. Small Cap 
Index is an index that measures the performance of U.S. small-cap stocks. These stocks fall between the 90th and 97th percentile in market capitalization 
of the investable universe. In aggregate, the Small Cap Index represents 7% of the investable universe. Morningstar Global ex U.S. Large-Mid Index is an 
index that measures the performance of Global Markets (ex-U.S.) equity markets targeting the top 90% of stocks by market capitalization. The Morningstar 
DM ex-U.S. Large-Mid Index is an index that measures the performance of developed markets ex-U.S. equity markets targeting the top 90% of stocks by 
market capitalization. The Morningstar EM Large-Mid Index is an index that measures the performance of emerging markets targeting the top 90% of stocks 
by market capitalization. The Bloomberg Barclay’s Capital U.S. Aggregate Bond® Index measures the performance of the total United States investment-
grade bond market. The Morningstar Cash Index is an index that measures the performance of a Treasury Bill with six to eight weeks until maturity in 
the U.S. market. The Bloomberg Commodity Index is made up of exchange-traded futures on physical commodities and represents commodities that 
are weighted to account for economic significant and market liquidity. This index provides investors with a means of understanding the performance of 
commodity futures markets and serves as a benchmark for investment performance of commodities as an asset class. The Morningstar Gbl Real Estate NR 
USD Index measures the performance of mortgage companies, property management companies and REITs. The S&P 500 Index is an unmanaged index 
of 500-large capitalization companies. This index is widely used by professional investors as a performance benchmark for large-cap stocks. The volatility 
of the indexes may be materially different from the individual performance attained by a specific investor. In addition, portfolio holdings of investors may 
differ significantly from the securities that comprise the indexes. You cannot invest directly in an index.

CLS Strategies are not sponsored, endorsed, sold or promoted by Morningstar, Inc. or any of its affiliates (all such entities, collectively, “Morningstar 
Entities”). The Morningstar Entities make no representation or warranty, express or implied, to the owners of the CLS Strategies or any member of the 
public regarding the advisability of investing in CLS Strategies generally or in the specific strategy presented here in particular or the ability of the CLS 
Strategies to track general market performance.

THE MORNINGSTAR ENTITIES DO NOT GUARANTEE THE ACCURACY AND/OR THE COMPLETENESS OF THE CLS STRATEGIES OR ANY DATA INCLUDED 
THEREIN AND MORNINGSTAR ENTITIES SHALL HAVE NO LIABILITY FOR ANY ERRORS, OMISSIONS, OR INTERRUPTIONS THEREIN.

A client’s Risk Budget is derived from the client’s specific answers to CLS’s Confidential Client Profile questionnaire, which establishes the client’s financial 
goals, ability to handle risk, and overall investment time horizon. The individual client Risk Budget is expressed as a percentage of the risk of a well-
diversified equity portfolio.

At certain places we offer direct access or ‘links’ to other Internet websites. These sites contain information that has been created, published, maintained 
or otherwise posted by institutions or organizations independent of CLS Investments, LLC (CLS). CLS does not endorse, approve, certify or control these 
websites and does not assume responsibility for the accuracy, completeness or timeliness of the information located there. Visitors to these websites should 
not use or rely on the information contained therein until consulting with their finance professional. CLS does not necessarily endorse or recommend any 
product or service described at these websites.

Advisory Services through Capital Investment Advisory Services, LLC. Securities offered through Capital Investment
Group, Inc., Member FINRA/SIPC. Both firms located at 100 E. Six Forks Rd, Suite 200 Raleigh, NC 27609

919-831-2370


