
 
 

 

January 3, 2019 

Investor Update 

 

December saw markets continue to move higher as volatility was squeezed out of the market as China trade and 

the Federal Reserve are seen as protection should prices start to move lower.   Last month we mentioned the 

psychology of the market and how we are likely entering the euphoric phase in which any news is considered 

positive.  Interestingly, today after an ugly open from Iran tensions and then a dismal manufacturing report the 

market has been trying to rally back all day as the developments are being seen positively.   

 

As we believe we are in the euphoria phase of the stock market it is interesting to look at sentiment as a gauge.  

In fact, sentiment is usually a contrarian indicator.  Just look at the below chart from today which shows 

sentiment that cannot get much higher vs. sentiment of a year ago that could not get much lower.  While 

sentiment is not a great timing tool for the short term (a few months) it does a better job over the intermediate 

term.   

 

 
 

    

The interesting part about the rally in stocks is that it has not been accompanied by a better underlying 

fundamental landscape.  For example, the below chart shows the amount of states that are expected to have a 

contracting economy over the next six months (a state recession).  In the past, this many states experiencing a 

contraction is typically associated with a recession.  However, the current market view is that this potential 

weakness will cause the Federal Reserve to cut rates and turn the economy around.  In fact, this furthers our 

view that we are in the euphoria stage of the stock market.  This stage explains away negative developments and 

puts them in a positive light pushing prices higher.   



  
 

 

 

While the short term moves of the stock market are currently being driven by geopolitical headlines and more 

importantly the continual boost of liquidity from global central banks, we are investors and like to look at the 

long term and how to best position portfolios.  It is our view that taking this approach removes more of the 

gyrations and also provides a better framework for adding and reducing risk.  The below chart shows current 

earnings yield in blue against 10 year stock returns in green.  As you can see this has provided fairly accurate 

predictions over the long term.  Currently the next 10 years are expected to return -5% annually.  In fact, the 

only two times 10 year returns were expected to be worse were in 1929 and 2000.  Even though this may seem 

scary, it is not a timing tool as expectations for negative returns have been in place for the last several years.  

Additionally there is no reason that future return expectations cannot get more negative similar to 1929 or 2000.  

However, it is important to realize that this is the time to begin the risk reduction process in order to be ahead of 

the eventual downturn.     

 

   
 

 



 

Going forward our positioning has continued to remain defensive as there has been very little evidence that 

economic and corporate fundamentals are ready to accelerate to the upside.  It is clear that the Federal Reserve 

is far more powerful at sustaining this bull market than any other input.  While it is difficult to time when the 

turn will come, looking for other assets such as gold and silver will be important to balance the risk of a 

portfolio.  Additionally, we continue to stress the importance of revisiting your time horizon as this will be 

critical in managing risk and positioning your portfolio to reach your goals.  If you have any questions or would 

like some more in depth analysis, please contact me at 908-376-3041. 

 

Sincerely, 

 

 
 

Mark R. Painter, CFA 


