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We have reasoned over the last year that the long overdue move by global central banks to shrink their enormous balance sheets would have potentially dangerous consequences for not only stocks but, indeed, all risky
assets. That assessment proved on the mark in 2018, when global stock and commodity market measures sank
into bear market territory near year end. U.S. stocks declined across the board but held up better than most
foreign markets—a pattern that’s become very familiar to global investors over the last decade.
Last year’s market declines helped reestablish better value in stocks, enough so that we boosted tactical
portfolios’ equity exposure from very low levels. Still, we are quite concerned that global-monetary policy is
tightening in the face of a U.S. economy that is operating beyond estimates of its “full employment” potential.
While such economic strength is undoubtedly welcomed on Main Street after several years of sluggish growth,
such a backdrop can be hostile for Wall Street—as 2018 demonstrated.
Yields across the Treasury curve are bunched in an unusually tight range between 2.30% and 2.70%, levels
WKDWDUHVWLOOYHU\ORZUHODWLYHWRORQJWHUPH[SHULHQFH%XWÀQDQFLDOPDUNHWVDUHPRVWUHVSRQVLYH³QRWWRWKH
level of monetary accommodation—but to the rate of change. On that basis, many measures of policy continue to deteriorate. For example, global central-bank liquidation of bonds, accumulated during years of an
experimental quantitative-easing exercise, has actually accelerated since last fall’s stock market peak. In the
U.S., the growth rate in the broad M2 money supply has slowed to just over 4% from nearly 8% in mid-2017.
-XVWRYHUD\HDUDJRWKHÀYHODUJHVWFHQWUDOEDQNVZHUHEX\LQJJRYHUQPHQWDQGFRUSRUDWHERQGVDWDQDQQXDOized rate nearing $1 trillion. A mere ten months later—in October 2018—those banks became net sellers of
bonds on an aggregate basis, and we doubt it is mere coincidence that steep declines in stocks, commodities,
and low-grade corporate debt began almost immediately. And, during the worst of the stock market rout,
although the Fed signaled that it was set to pause rate hikes for a while, it has allowed its balance sheet to
contract at an accelerating rate.
+LVWRU\ VKRZV WKDW WLJKWHU PRQHWDU\ SROLF\ LPSDFWV ÀQDQFLDO DVVHWV ÀUVW ZLWK WKH HFRQRP\ DQG FRUSRUDWH
SURÀWVZHDNHQLQJVHYHUDOPRQWKVODWHU5LJKWRQFXHZHKDYHUHFHQWO\EHJXQWRREVHUYHWKHHFRQRPLFGHterioration that the stock market began to sniff out about one year ago. Many members of the Eurozone
reported near-recessionary conditions during the fourth quarter and China’s sharp second-half deceleration
resulted in its weakest year of economic growth since 1990. U.S. corporate earnings reports for the fourth
quarter made frequent mention of a sharply decelerating global economy, and the moderately stronger dollar, versus a year ago, is also pressuring earnings comparisons.
Our internal estimates suggest that both S&P 500 earnings per share and the government’s economy-wide
PHDVXUHRIFRUSRUDWHSURÀWVZLOOEHGRZQLQDVVORZHUHFRQRPLFJURZWKJOREDOO\DQGULVLQJ86ZDJH
LQÁDWLRQFRPELQHWRVTXHH]HSURÀWPDUJLQV,ISURÀWVWXUQRXWWREHWKHSHDNIRUWKHEXVLQHVVF\FOH
then the current trailing S&P 500 P/E multiple of 21x is far too high.
(continued)
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The best-case scenario is that the economies of the U.S. and its major trading partners decelerate in 2019
MXVWHQRXJKWROHWWKH)HGVWDQGSDWRQLQWHUHVWUDWHVEXWQRWHQRXJKWRUHVXOWLQDELJVKRUWIDOOLQSURÀWV
relative to current expectations. That’s a pretty narrow tightrope for the economy to walk, but the rally
GXULQJWKHÀUVWPRQWKRIWKH\HDUVHHPVWREHSUHGLFDWHGRQH[DFWO\WKDWRXWFRPH:HDUHVNHSWLFDOEXW
DUHSUHSDUHGWRQDYLJDWHWKDWSRWHQWLDORXWFRPHLIRXUPDUNHWDQGHFRQRPLFGLVFLSOLQHVVKRZVLJQLÀFDQW
improvement.
Last year, our equity group-selection disciplines placed us in many leading industries, but individual stock
selection within those groups was affected by an historically bad year for value-oriented strategies. Following a decade of growth-stock dominance, many observers are calling for a major swing in leadership toward
value investment styles. We are not so certain but expect better results from our approach of buying the
cheaper stocks within industry groups exhibiting good growth and momentum characteristics.
:HFRQWLQXHGWRVWD\GHIHQVLYHZLWKLQÀ[HGLQFRPHIDYRULQJKLJKHUTXDOLW\VHFWRUVVXFKDV7UHDVXULHVDQG
LQYHVWPHQWJUDGHFRUSRUDWHV7KHGXUDWLRQRIRXUÀ[HGLQFRPHKROGLQJVLV\HDUVYHUVXV\HDUVIRU
Bloomberg Barclays U.S. Aggregate and 6.9 years for Bloomberg Barclays Global Aggregate.
In our view, the move since September looks like an incomplete cyclical bear market—an assessment that’s
backed up by our Major Trend Index, other Leuthold disciplines, and our own instincts. Even the rebound
off Christmas Eve lows has the signature of a bear market rally. We were fortunate to have covered part of
RXUKHGJHQHDUWKRVH&KULVWPDVORZVZKHQRXUWDFWLFDOIXQGV·QHWHTXLW\H[SRVXUHEULHÁ\GLSSHGEHORZ
30%. Today that exposure stands in the range of 42%. We’d no longer consider stocks “dangerously” overvalued, but that doesn’t mean they can’t fall considerably farther while the cyclical environment remains,
ZHOO«GDQJHURXV)RUWKRVHZLWKWKHÁH[LELOLW\WRPDQDJHVWRFNPDUNHWH[SRVXUHZHUHPDLQFRQYLQFHG
that a relatively defensive posture, at present, is the most sensible tactic.
:HDUHWKDQNIXOIRU\RXUFRQÀGHQFHDQGVXSSRUWRI/HXWKROG)XQGVWUDWHJLHV<RXUTXHVWLRQVDQGFRPments are most welcome.
Sincerely,

'RXJ5DPVH\&)$&07
'R
PVH\&)$&07
P
&KLHI,QYHVWPHQW2IÀFHU
&KL Q HVWPHQW2IÀFHU
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Other Market Notes
Sizing Up The Rally
There’s an old saying that bear-market rallies look better than
WKHUHDOWKLQJ\HWWKHXSVZLQJR൵'HFHPEHUORZVORRNVHYHQ
EHWWHU WKDQ WKH W\SLFDO EHDUPDUNHW UDOO\ 7KH  JDLQ LQ
WKH 6 3  LQ  GD\V²WKURXJK -DQXDU\ WK²FRPSDUHV
IDYRUDEO\WRWKHPHGLDQandDYHUDJHEHDUPDUNHWUDOO\GDWLQJ
EDFNWR LQIRXUZHHNVDQGLQVL[ZHHNV
UHVSHFWLYHO\ %XWWKHYDULDELOLW\DURXQGWKRVHVWDWLVWLFVLVKXJH
DQG WKH EHDU PDUNHWV RI  DQG  VHUYHG XS D
WRWDORIVHYHQLQWHULPUDOOLHVUDQJLQJIURPWR
:HZLVKWKHUHZDVDQKLVWRULFDOWKUHVKROGWKDWSURYHGWREHD
GH¿QLWLYH³EHDUNLOOHU´EXWWKHUH¶VQRW
7KH PRYH R൵ 'HFHPEHU ORZV QRW RQO\ ORRNV EHWWHU WKDQ D
W\SLFDOEHDUPDUNHWUDOO\LWLVDOVRDELWEHWWHUWKDQWKHPHGLDQ
DQG DYHUDJH JDLQV IRU WKH ¿UVW  GD\V IROORZLQJ DOO SRVW
WWII bear-market lows 6 3JDLQVRIDQG
UHVSHFWLYHO\ 
)RU WKH SDVW IHZ \HDUV ZH¶YH VXJJHVWHG WKH PRVW SUREDEOH
FDWDO\VW IRU D UHYHUVDO LQ WKH PXOWL\HDU XQGHUSHUIRUPDQFH
RI IRUHLJQ VWRFNV ZRXOG EH D 86 EHDU PDUNHW7KH PDVVLYH
SV\FKRORJLFDO VZLQJ DFFRPSDQ\LQJ PDMRU PDUNHW GHFOLQHV
W\SLFDOO\ JLYHV ULVH WR QHZ OHDGHUVKLS WKHPHV ZKLFK DUH
JHQHUDOO\ YHU\ GL൵HUHQW IURP WKH LQFXPEHQW ZLQQHUV %XW
IRUHLJQVWRFNVKDYHHYLGHQWO\ERXJKWLQWRWKHPHGLDP\WKWKDW
DEHDUPDUNHWGHFOLQHPXVWEHDWOHDVWEHFDXVHWKHPHUH
ORVVLQWKH6 3KDVIDLOHGWRFDWDO\]HDWXUQDURXQG
LQWKHUHODWLYHIRUWXQHVRI($)(7KURXJK-DQXDU\WKLQIDFW
WKDWLQGH[KDVHQMR\HGDERXQFHRQO\KDOIWKDWRIWKH6 3
7KHDOORFDWLRQPRGHO EHORZULJKW KDVIDYRUHGWKH6 3RYHU($)(VLQFH-XO\1RWHWKHPRGHOKDVEHHQ
LQÀLFWHG E\ VHYHUDO ³ZKLSVDZ´ VLJQDOV VXJJHVWLQJ RQH VKRXOG VXSSOHPHQW WKLV WRRO ZLWK RWKHU GLVFLSOLQHV DQGRU
IXQGDPHQWDO YLHZV ,I WKH PRGHO WULJJHUV LQ WKH PRQWKV DKHDG ZH¶OO EH VWURQJO\ LQFOLQHG WR EHOLHYH D VXVWDLQHG
OHDGHUVKLSF\FOHIRUIRUHLJQVWRFNVKDVNLFNHGR൵²UHJDUGOHVVRIZKHWKHUWKHEHDUPDUNHWZDVFRPSOHWHGLQ'HFHPEHU
RUZKHWKHULWUHPDLQVLQIRUFH
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Other Market Notes
Incongruities In High Quality
4XDOLW\LVRQHRIWKHPRVWSRSXODUDQGVXFFHVVIXO
RIWKHHTXLW\PDUNHW¶VTXDQWIDFWRUV,WLVLQWXLWLYHO\
DSSHDOLQJDQGVHUYHVDVDXVHIXOGHIHQVLYHVWUDWHJ\
LQ IDOOLQJ PDUNHWV /RZ 9RODWLOLW\ DQG 'LYLGHQG
*URZWKDUHDOVRGHIHQVLYHIDFWRUVZKLOH0RPHQWXP DQG +LJK %HWD DUH YLHZHG DV DJJUHVVLYH RU
EXOOLVKIDFWRUV7KHVHR൵VHWWLQJEHKDYLRUVZRXOG
VHHPWRPDNHIRUH[FHOOHQWGLYHUVL¿FDWLRQRSSRUtunities in equity portfolios, and for the most part,
WKDW LV WUXH +RZHYHU Quality failed to display
its defensive personality in the fourth quarter
VHOOR൵, throwing a wrench into the workings of
SRUWIROLR GLYHUVL¿FDWLRQ DQG GRZQVLGH SURWHFtion
7KHFORVHFRUUHODWLRQEHWZHHQ4XDOLW\DQG0RPHQWXPLQOHGXVWRLQYHVWLJDWHZKHWKHUWKH7HFKQRORJ\VHFWRU
SURYLGHGDFRPPRQOLQNEHWZHHQWKHWZRIDFWRUVDQGWKHDQVZHULVDUHVRXQGLQJ\HV8VLQJ63+4(7)WRUHSUHVHQW
WKH6 34XDOLW\,QGH[ZHIRXQGWKDW7HFKQRORJ\ZDVMXVWRIWKHSRUWIROLRZHLJKWDWWKHHQGRI
+RZHYHUE\\HDUHQG63+4KHOGLQ7HFKQRORJ\²DOPRVWGRXEOHWKH6 3SDUHQWLQGH[DQGHYHQ
RXWSDFLQJWKH6 30RPHQWXP,QGH[UHSUHVHQWHGE\63027KHLQFUHGLEOHEXVLQHVVVXFFHVVRIFORXGFRPSXWLQJJLDQWVPDGHWKHPHOLJLEOHWRMRLQWKH+LJK4XDOLW\FOXEDQGWKHLQGH[KROGVVHYHUDO7HFKWLWDQVLQFOXGLQJ
0LFURVRIW9LVD0DVWHUFDUG1YLGLD&LVFR$GREHDQG$SSOH
)RU4XDOLW\WRRQFHDJDLQEHFRPHDGHIHQVLYHGLYHUVL¿HUWR0RPHQWXPZHZLOOOLNHO\QHHGWRVHHDPDWHULDOFKDQJH
LQWKH7HFKQRORJ\ZHLJKWLQJLQRQHRIWKHVHLQGH[HV
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