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EDITORIAL
THE AGE OF “ABNORMALITY”
AARON COHEN, Ph.D., Partner, President, Portfolio Manager
Why have investors remained so skittish after the longest bull market in history? Why is it
that, with the U.S. equity & bond markets at close to record levels, instead of declaring their
optimism and exuberance, we find friends and investors feeling somber and concerned?
Even though investors should always be on the alert to avoid the “this time is different” syndrome, I am
going to stick my neck out and argue that there really are several particularities in the current cycle – ones
that are not just economic in nature, but are political and cultural as well.

This economic recovery has been longer but slower than the typical one…
In general, as we have moved away from an industrial economy and towards a service and “intellectual
property” one, the transformation has helped expansions become longer. Moreover, in spite of the sharp
economic downturn we saw in 2008-09 (sharp downturns are usually associated with stronger recoveries),
the current recovery has been characterized by slow economic growth, yet on the positive side, a lack of
excesses. As a result, we have had an atypical, long and slow sustained recovery.
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This recovery followed the “Great Recession” of 2008-09, the deepest one since the Depression…
The financial recession of 2008-09 not only had a major impact on our economy, but also changed our
mindsets, our culture and our political views. Many individuals and investors learned hard lessons and
are now more cautious with risk and leverage, and banks have been forced by regulators to become more
cautious as well. Politicians and the public at large have developed antipathy towards the financial sector,
and are more skeptical about free-markets and capitalism in general.
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Recessions following a 'financial crisis' tend to be deeper and slower to
recover from than a 'typical' recession

The transformation of the U.S. economy has helped it outperform other developed economies,
but not without costs…
The transformation of the U.S. into a service economy has not taken place without cost. Economic
growth over the past 35 years has helped everyone, but the educated class (whose composition is
highly correlated with the wealthier class) has certainly benefitted more than others. Moreover,
globalization and technological change have aggravated these differences. Think of a baseball player
whose compensation 50 years ago was constrained by the size of his ballpark’s local market, but is now
only limited by the size of a global fan base. Or consider the engineer who develops a new product (e.g.
Facebook) that can now quickly reach billions of people around the world, at a relatively small cost,
and with little physical infrastructure to support it. Or observe the scope of singers’ and actors’ fame in
today’s globalized markets. These and other technological changes explain in good part, why the labor
share of our non-farm business sector has decreased from over 65% in 1947 to just 56% today.
A “winners take all” phenomenon is now a part of our reality, has generated frustration and
consternation among many of us, and has become a populist banner for many of our politicians on
the left (“income inequality”, the “rich”, the “fair share”), and on the right (Trump’s lost manufacturing
jobs). Government intervention in wealth re-distribution has become an important long-term risk for
the economy and the markets.
Governments, Central Banks and the Public have lost faith in free-markets and Capitalism, and
have become more activist...
Not dissimilar to the period after the Depression in the 1930s, there is now a renewed belief among
the public, Governments and Central Banks that, in spite of clear historical evidence to the contrary,
they can manage or even micro-manage, complex economies and risks. Governments seem to believe
they can spend their way out of any problem, without regard for the long-term consequences. Central
Banks are convinced they can truly set the “price of money”, irrespective of the markets. We should
ask ourselves, can we trust the Fed to keep inflation at bay and within the small range of 2.0 - 2.5%
as they claim, when they completely missed the Great Recession? Can we trust the Government to
micro-manage our economy, restrict compensation, set industrial policy, and manage complex sectors
like health care, when they ran the two largest failed real estate lenders in the country (Fannie Mae &
Freddy Mac)?
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Central Banks’ push to lower rates, even into the realm of negative rates, with the hope of sustaining
economic growth, is creating an increasing economic risk - by encouraging speculation, keeping alive
“zombie” companies, and distorting economic decisions by manipulating the most important price, the
price of money.
Even CEOs are now getting into an activist mode. Witness the latest resolution at the Business
Roundtable calling for a redefining of their mission to serve “stakeholders” in addition to Shareholders.
Capitalism is certainly not perfect, but it has been the engine of economic development and growth,
and has lifted more people out of poverty than any other economic system in the world’s history.
Socialism and excess Government intervention have never worked - whether at the national, state or
even city level. Where is the next Milton Friedman when we need him?

“Negative Rates”, once thought of as an impossible occurrence, have become
more prevalent

© Copyright 2019 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved.
See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers refer to www.ndr.com/vendorinfo/

Real Concerns, but also "zealotry", are driving Environmental regulations…
We should all be concerned about protecting our environment for the wellbeing of future generations.
But today's discussions have been poorly framed in terms of short and medium-term choices that
are actually realistic. Many citizens and government officials have become fanatical about pursuing
policies & regulations without regard for their cost-benefit trade-offs.
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A slower recovery and a skeptical public have probably prevented "speculative bubbles” in spite
of the long expansionary cycle…
Recessions usually result from a demand shock (e.g. 9/11) or excess supply (e.g. high inventories, excess
capacity, or excess credit like in the Great Recession). Demand shocks are for the most part impossible
to predict, so we worry less about them even though we have to make sure we are positioned to endure
them.
Supply shocks are different. They are also tough to predict, and it's difficult to anticipate their
consequences, but we can better monitor the risk of their occurrence.
We have been less concerned about a recession over the next 12 months because, when looking at
the individual components of Gross Domestic Product (Consumption, Investment, Government
Spending & Net Exports), we find no major excesses or distortions that would require adjustments
likely to generate negative economic growth over the course of a few quarters, nor have we found
signs of broad speculation in the marketplace. However, there are two sectors of concern, primarily
because of the large amounts of money they have attracted: Private Equity (PE) & Venture Capital (VC).
The combination of extremely low interest rates, anxious investors who don’t like to see equity price
fluctuations on a daily basis, and the expectation of large payouts, has turned PE & VC into the darlings
of many investors. Most of you are familiar with Softbank’s $100B+ venture Vista Fund, Blackstone’s
mega-Billions real estate funds, and the push of many Government entities, Endowments and Pension
Funds to allocate an increasingly large percentage of their portfolios to these sectors.

© Copyright 2019 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved.
See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers refer to www.ndr.com/vendorinfo/
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But, is the tide already starting to turn for Venture Capital?…

81% of firms that went public in 2018 showed GAAP losses, and in 2019 the figure
is 74%,compared to an historical average of 39% of new issues…
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Our "Headline" culture, passive investment vehicles and “quant funds” are changing the
investment environment…
We have mentioned on several occasions the impact that ETFs and “momentum-driven quant funds”
are having on equity markets. Both tend to help equity markets rise in a steady, low volatility fashion,
but can exacerbate the volatility on the downside as their outflows are highly-correlated. As a result,
the low market volatility we have experienced over the past several years has been a product of the
rising market, and has significantly increased during corrections.
In addition, in this new social-media culture people are pushed to multitask, to act fast, and to make
decisions based more on “headlines” than on a deep analysis of situation. It is not surprising then, that
this is also reflected in the marketplace. Headlines and tweets are moving markets much faster than
in the past.
Given this reality, sharp corrections like the one we witnessed a year ago should become more frequent
and less predictable than in the past. So, for long-term investors, it is now more important than ever
to keep in place a sensible long-term strategy and investment allocation, and to embrace “volatility”
when possible.
Financial
markets
and
economies seem to be
facing more “tail risk” than
usual…
As a result of many of the
aforementioned forces, and
combined with today's increased geo-political risks, I
believe we are facing higher economic "tail-risk" (low
probability events that, in the
short to medium-term, could
seriously impact markets)
than usual. The difficulty in
dealing with “tail-risk” is that
the timing and full impact of
the events are impossible to predict and are costly to hedge, yet we cannot afford to neglect them.
At FPCM we continue to recommend keeping ample liquidity to protect “long-term” investments,
having a proper and realistic asset allocation, avoiding financial leverage, and focusing on investments
that have some downside protection.

7

DON’T NEED YOUR ENTIRE RMD?

THERE ARE SOME TAX-ADVANTAGED WAYS TO USE THE MONEY.
MAUREEN MATAMOROS, CFP®, MSM, Senior Financial Planning Advisor
For those of us who have amassed significant assets in our 401(k), 403(b), IRA and other taxadvantaged retirement accounts, there is a problem (albeit an enviable one!) that we may find
ourselves facing when we reach age 70 ½. The amount of our RMDs (Required Minimum
Distributions) may exceed what we need for our living expenses.

How Much are RMDs?
First, it is important to note that you do not have to wait until you’re 70½ to withdraw money from
your tax-deferred retirement accounts. Starting at age 59½ the early-withdrawal penalty (10%) no
longer applies, and you’re eligible to take money out penalty-free. The withdrawals are considered
“ordinary income” and you pay income taxes on the amounts you withdraw.
However, once you have reached the age of 70½, withdrawing money is no longer completely optional.
Federal law compels you to begin taking a minimum amount of annual withdrawals, whether you
need them or not, in the form of Required Minimum Distributions (RMDs).
The size of your RMDs depends on the amount of money you have saved and your age. The amount
is recalculated each calendar year, based on the balances in your accounts as of the prior December
31. To estimate the total you will be required to withdraw, you add together the balances of all your
tax-advantaged retirement accounts (remember that you must include a Roth 401(k) but can exclude a
Roth IRA)1, and then divide that total by your age-based life expectancy factor found in one of the tables
published by the IRS. An excerpt from the most commonly used table is shown here:

IRS UNIFORM LIFETIME TABLE
Your Age

Life Expectancy Factor

Your Age

Life Expectancy Factor

70

27.4

81

17.9

71

26.5

82

17.1

72

25.6

83

16.3

73

24.7

84

15.5

74

23.8

85

14.8

75

22.9

86

14.1

76

22.0

87

13.4

77

21.2

88

12.7

78

20.3

89

12.0

79

19.5

90

11.4

80

18.7

Note: This is an excerpt from the IRS table. For the complete IRS Uniform Lifetime Table, and the alternate
IRS Joint Life and Last Survivor Expectancy Table, refer to IRS Publication 590.
The IRS requires RMDs be taken from Roth 401(k) accounts even though those distributions will not be taxed as income.
However, Roth IRAs are exempt from taking RMDs. For this reason, upon retiring, it is often wise to roll over any Roth 401(k)
amounts into an individual Roth IRA.
1
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For example, if at age 70 ½ you have a total of $2.4M in your tax-advantaged retirement accounts, you
will be required to withdraw $87,591 as an RMD for that calendar year ($2,400,000/27.4 = $87,591).
WHAT IF YOU DON’T NEED ALL OF YOUR “RMD INCOME” FOR YOUR LIVING EXPENSES?
Below are two tax-advantaged ways for putting the extra money to use.
 Use RMDs to Pay Quarterly Estimated Taxes
For taxpayers who must make Quarterly Estimated Tax payments, using RMD money to pay some or all
of the amounts due delivers a tax-deferral advantage. The IRS has a special rule that any RMD money
used to pay estimated taxes, even if paid at year end, will be treated as having been received by each of
the quarterly tax deadlines (April, June, September and the following January). The payment is made
by increasing the tax-withholding percentage on your
RMD withdrawal, and the IRS applies that payment in
equal parts to each of the payment quarters.
Some custodians place an upper limit on the percentage
of your distribution that they will allow to be withheld,
so it is important to check with them. If the tax
withholding from your RMD will not cover the entirety
of your estimated tax obligations, you will need to pay
the difference by each of the established quarterly
deadlines.
 Use RMDs to Make Gifts to Charities
RMDs are taxable as income, and receiving them can potentially push you into a higher income tax
bracket, increase the amount of your Social Security benefits that are taxed, and expose you to a higher
Medicare Surtax. One way to help avoid these outcomes is to use some or all of your RMDs to fund
your charitable giving. If donations are sent directly from your IRA to an IRS-approved charity2,3 they
can be treated as Qualified Charitable Distributions (QCDs) and the respective RMD amount(s) will not be
counted as taxable income for you.
QCDs are not limited to the amount of your RMD in any given year. You can donate more (or less)
than your RMD amount. However, for tax purposes, there is an annual cap of $100,000 on the amount
the IRS will allow you to exclude from income via the QCD provision. You can make the QCD from
a traditional or inherited IRA, and from a SEP or SIMPLE IRA that is no longer active. However, you
cannot make a QCD from an employer-based plan (401(k), 403(b), and 457 accounts), or from active
SEPs and SIMPLE IRAs. If you are married and you and your spouse have separate qualifying plans,
you can each make QCDs of up to $100,000 per year.
For charitable contributions in excess of the $100,000 QCD cap, you would be required take a taxable
distribution from your IRA, and then write a check to the charity of your choice. Unless you itemize
deductions (rather than taking the IRS Standard Deduction that nearly doubled in 2018), these overthe-cap charitable donations would not generate additional tax deductions for you.4
Remember, tax laws are complex and can change year-to-year. You should always consult your trusted
tax and financial professionals before making tax-related decisions. If you would like to discuss your
specific RMD circumstances with us, please give us a call.
2

Donations to private foundations or to Donor Advised Funds (DAFs) do not qualify for QCD treatment.

While all QCDs must be made payable directly to the qualified organizations, your custodian can either send those payments directly or can send the checks to you so that you can personally deliver the donations.
3

It is likely that any charitable donations you make beyond the $100,000 QCD cap will be more tax-efficient for you if you
make them (either in appreciated securities or in cash) from your non-retirement accounts.
4
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SHOULD YOU HAVE A PRENUPTIAL AGREEMENT?
VINCE MARSDEN, Partner, SVP Financial Planning
More and more couples are signing prenuptial (“prenup”) agreements before they marry.
This is particularly true when remarrying after a death or divorce, but is also increasingly
common among millennials marrying for the first time. Although discussing a prenup with
your fiancé is definitely not romantic, it is prudent to consider whether having one makes
sense for you. There are many reasons why it might!
A prenuptial agreement is a legally binding
contract made by a couple before they marry that
controls what happens when their marriage ends,
whether due to death or divorce.

Here are some of the
key matters to cover in
a preparing a prenuptial
agreement:

While typically thought of in the context of
protecting and dividing assets in the event of
a future breakup, prenups are valuable for a
number of other purposes as well. For example,
they can be used to protect a spouse-to-be from
assuming responsibility for debts a partner has
previously accumulated, or can help ensure all the
children in blended families are fairly provided
for if one or both spouses should die. They are
particularly useful when spouses have children
and assets from previous relationships and want
to ensure that those particular assets ultimately
pass to those children. Prenups can also be
important when one of the spouses-to-be owns a
company (particularly if other business partners
are involved), or may inherit assets that should
rightfully be passed down to siblings or other
family members rather than to a new spouse.

 What will happen
to
the
ownership
of the assets each
spouse brings into the
marriage?

Although laws and procedures differ from
state-to-state, parties to a prenuptial agreement
should each have separate legal representation
and must be ready to make full disclosure of all
their assets and liabilities. And, do not leave
prenup preparations until just before the Big
Day! Planning a wedding is a stressful experience
for everyone, so the serious and delicate issues
of negotiating a prenuptial agreement should
be far in the ‘rearview mirror’ before the actual
wedding date. Also, from a legal perspective, for
the agreement to be legally binding there can
be no evidence of duress, coercion, or undue
influence. Therefore, it is usually recommended
that prenups be signed at least 30 days before the
couple’s marriage ceremony.

 Who will be responsible for any debts each
spouse brings into the marriage?
 How will your finances be handled during your
marriage?
 Will inheritances received by either spouse
during the marriage become marital money?
 Will the growth in value of pre-marital assets
during the marriage be considered marital
money?
 Will either spouse be eligible to receive alimony
(and how much) in the event of divorce?
 What inheritance provisions should be in
place to provide for your children from prior
relationships/marriages?
(Prenups do not
address child support or child custody issues.)
 Who can/cannot inherit your business
ownership interests?
For same sex couples who married prior to 2015,
it is important to note that a prenup signed in the
state where you married is now legally valid in all
states.
Could a prenup be appropriate for you or for
someone you love? There are many reasons why
it might be. Please give us a call if you would like
to discuss your particular situation.
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OUR INVESTMENT OUTLOOK
AARON COHEN, Ph.D., Partner, President, Portfolio Manager
We still believe the risk of recession over the next year is relatively low. However, the outlook for the global economy
has continued to deteriorate over the past few months, and market risk has increased. In addition, tail risks have also
intensified. On the positive side, both monetary & fiscal policies have become supportive.

INVESTMENT “BALANCE SHEET”
POSITIVES
+

The global economy continues to growth, albeit at
a slower pace.

+

One of the most enduring features of this
recovery has been the absence of large economic
imbalances. Economic expansions don’t die of old
age. They die because of over-investment, tighter
financial conditions, and unexpected shocks.

+

Monetary & fiscal policy should continue to
support global economic growth in the short-term.

+

We expect a continuation of positive revenue and
earnings growth in the near future, although at a
slower rate.

+

U.S. consumer spending, although moderate,
should continue to be supported by increasing
employment & wages, a recovery in household
wealth, and the end of consumer de-leveraging.

CONCERNS

-

Economic growth in Europe, Japan & China has disappointed
since the end of 2017. In particular, the trade conflict
between the U.S. and China has negatively impacted the
manufacturing sector.

-

The aggressive trade policy & rhetoric of the U.S.
administration, although justified in some cases, has been
erratic and detrimental to global economic growth & trade.
Although we expect the U.S. and China will reach some sort
of accord during the year, the path might not be smooth, nor
risk- free for investors.

-

Fed policy is currently data-dependent, so the Fed might not
end up lowering rates as much as the market expects.

-

Earnings growth and momentum, which have been driving
the market rally since the end of 2016, have peaked.

-

The strength of the U.S. Dollar has caused disruptions in
emerging markets that are particularly serious for highlyindebted nations such as Argentina, Turkey & South Africa.

+

Inflation is expected to remain moderate in the
short & medium-term, which is expected to keep
Central Banks in an accommodative policy mode.

-

+

Inflationary expectations are extremely low. Even a random
increase in headline-inflation figures could scare the markets
and put significant pressure on monetary authorities.

U.S. & Global equity valuations are not overextended relative to interest rate & inflation
expectations.

-

+

Potential Positive Surprises: (1) European &
Japanese growth resume; (2) Trade deal between
US & China; (3) Resolution of Brexit process; (4)
U.S. Dollar weakens moderately against other
major currencies.

Total debt as a % of GDP has increased dramatically over
the past 20 years, and particularly since the great recession.
This, plus unfunded government liabilities, present serious
problems for developed economies in the long-term.

-

Lower productivity, the aging of the population in the
developed economies and low labor participation rates are
important long-term headwinds for global economic growth.

-

Geo-political & political risks continue to increase across the
globe. Political “Populism” is on the rise around the world,
and could have major long-term economic consequences.

-

Tail Risks: (1) Chinese economy slows down more than
expected, negatively impacting global growth; (2) Severe
slowdown or recession in Europe due to political disruptions
(e.g. Brexit); (3) Market disruptions caused by “technical”
factors; (4) Geo-political risks (Iran, North Korea, Vzla,
China); (5) Sovereign debt problems (e.g. Italy); (6) Inflation
scare and a significant increase in long-term rates; (7)
Domestic political crises.
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WHAT ARE WE WATCHING?
At this stage of the cycle we must stay attuned to economic signals. Economic and earnings growth, movements in
the U.S. Dollar, Fed policy and credit conditions will be determinants of market performance. Signs of speculative
behavior should be regarded as the “canary in the coal mine”.

(1-Poor; 5- Excellent; Trend: ⇑ improving,  deteriorating,  ⇓stable⇔)
KEY

NOW

Dec
2018

COMMENTS

The Economy

3-⇓

3

The global economy has continued to slow, but it is showing some signs of a
rebound. The US economy on the other hand, has shown some weakening signs.
Global manufacturing has been hit hard by trade tensions. Monetary and fiscal
stimulus and good credit conditions should continue to support the economy.
Overall, the risk of recession has increased, but we believe the probability of
recession over the next 12 months is only around 20%.

Consumer
Spending

4-⇓

4-
⇑

U.S. consumer spending has been solid, helped by high employment, higher
wages, deleveraging and increasing net worth. The savings rate is high (5% -6%),
which could translate into higher spending relative to income in the future.

Employment

5⇔-
⇓

5⇔ 

Still very strong, but employment growth has peaked, employment conditions are
tight, and wage pressures are increasing.

Monetary Policy
& Interest Rates

5
⇑

2-⇓

Significant improvement over the past months. The Fed and most Central Banks
are back in easing mode. Both the ECB and the Fed are expected to expand their
"balance sheets".

Fiscal Policy

3+⇓

3-⇓

Governments also are in fiscal expansion mode, especially China. Europe seems to
have more flexibility than the U.S. in this regard over the medium-term.

Leverage &
Credit

3
⇑ 

2+⇓

Risk has increased, but conditions are still favorable. Credit is still plentiful, but
banks are starting to tighten credit in certain sectors (CRE, autos, and credit cards).
Corporations have been re-leveraging. Corporate leverage is high in emerging
economies.

Inflation

3 +

2-⇓

Inflationary pressures and inflationary expectations have lessened over the past
year, which lessens the pressures on Central Banks.

Real Estate

3+⇑

2+⇓

Affordability has improved with lower mortgage rates, and the supply-demand
balance looks healthy in the medium and long-term. One concern relates to the
high cost of housing for first-time buyers.

Corporate
Activity

4-
⇑

4-
⇑

Corporate activity continues to be supportive. Lower regulations and tax
reforms have been significant positives. One serious concern is the higher level of
corporate leverage.

4-
⇑

Market “correction” and higher earnings brought valuation to a more moderate
level at the end of last year, but the market-multiple has expanded since then.
Still, we believe market valuation is fair relative to inflation, interest rates, and
other investment opportunities.

Valuation

2-⇓

Cycle
(10-2+credit)

2-⇓

2-

We believe the probability of a recession in the U.S. over the next 12 months is
low (<15-20%), barring a geo-political event. Yield Curve has flattened and or
inverted; however, the inversion seems more the result of Fed action than the
presage of a recession. Moreover, we expect the curve to steepen if the Fed
continues to cuts rates.

Market
Technicals

2-⇓

3-⇑

Market technicals have deteriorated over the past 2 weeks on investors'
reassessment of risk.
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OUR STRATEGIC SUMMARY
We remain constructive on equities in the medium-term, but believe caution is important. Tail-risk is high, and due to
technical factors (passive flows, quantitative and automated trading, lower trading inventories) and the new “culture”
that focuses more on headlines than on real content, we anticipate more sharp and unexpected corrections in the
future (akin to 4Q18). We advocate using this type of market movement to take advantage of lower prices, so keep
some opportunistic-cash available. For fixed income, we recommend focusing on short-term treasuries or treasury-like
securities. Beware of credit risk, and “promised” vs. “expected” yield.

(1-Poor; 5- Excellent; Trend: ⇑ improving,  deteriorating,  ⇓stable⇔)
KEY

Dec
2018

COMMENTS

Equities-U.S.

3+⇑

3-⇔

U.S. equities have recovered smartly in 2019, supported by easier monetary policy,
lower interest rates, and decent earnings performance. We remain constructive in the
medium term relative to fixed income, but we still expect mediocre rates of return over
the long-term.

EquitiesGlobal

3-⇑

2-⇔

We expect international markets to start closing the performance gap versus the U.S. in
the near- to-medium term, but probably it won’t happen until the U.S. Dollar weakens.

2-⇔

The bond market has had strong performance helped by slower economic growth,
lower inflation expectations, and a reversal of Fed policy. However, we don’t believe the
bond market offers a compelling investment opportunity on a risk-return basis. The
“term-premium”1 continues to be negative in most developed bond markets, partially
distorted by Central Banks’ buying, and you get paid very little by the market to bear
the credit risk. We recommend investors focus on the short-end of the curve (1-4 years),
TIPS & selective credit opportunities.

2-

Supply-demand conditions are still favorable in housing and commercial real estate.
Affordability and rising construction costs are headwinds. With regard to Commercial
Real Estate (CRE), cap rates look low for most sub-sectors. We are focusing on higher
quality assets, and low-leverage opportunities.

U.S. Bond
Market

Real Estate

1

NOW

2-⇔

3+⇑

U.S. $

3-

4+
⇑

The U.S. Dollar has remained strong in spite of the Fed’s easing position. We still expect
it to weaken in the future, but would not take a speculative position until the downtrend
is firmly in place. Long term the U.S. Dollar looks expensive on a purchasing-powerparity basis. Fiscal and trade deficits should also constrain long-term appreciation.

Gold

3-

3+⇑

Gold has rallied helped by trade, political tensions, a weakening global economy, and
lower real interest rates. We continue to recommend holding some gold within an
investment portfolio.

Commodities

3-⇔

2-

Commodities continue to be weak on average, due to a slowing global economy and the
strong U.S. Dollar.

EquitiesStyle

 We are currently neutral between Growth & Value.
 We continue to favor large & medium cap stocks at this stage of the cycle, but small caps are likely to
outperform in a market rebound.
 We favor “Dividend Growers” vs. “Dividend Payers”, and seek “Growth at a Reasonable Price” (GARP),
strong balance sheets, and companies generating free-cash-flow.
 We will increase our non-U.S. exposure selectively. U.S. investors are over-exposed to the domestic market.

EquitiesSector

FAVOR: Financials, Energy, Health Care and selective Tech.
INTERESTING: European banking.
DISLIKE: Utilities, Venture Capital, Private Equity.

The “premium” that investors demand to buy long-term bonds versus rolling-over based on the expected short-term rates.
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KEY INVESTMENT TAKEAWAYS
Even though we are positive on equities in the short- and medium-term, we have serious concerns about the economy
and markets over the longer-term. Political “populism”, low productivity, extreme expansionary global monetary
policies, and fiscal irresponsibility are dangerous headwinds for global economies and for equity markets.



We are still in the midst of a “secular bull” market
in equities (start date: March 2009).



Over the next year, the probability of a U.S.
and/or global recession is relatively low. Market
downturns in non-recession years tend to be
shallower and of less duration.



We remain constructive on equities in the
medium-term, and advocate increasing equity
exposure when there is ample liquidity and a
long-term horizon.



Political and geo-political risks are high and
could have a meaningful impact on markets, but
their timing are impossible to predict, so stay the
course and hedge if necessary - mostly with cash.



We remain optimistic about an eventual rebound
of late-cyclical stocks in the latter part of this
economic cycle, driven by tax reform and an
increase in capital expenditures. However, we
would see this rotation as temporary given the
stage of the economic cycle, and foresee favoring
a less-cyclical, less-risky positioning over the
longer-term. At this time we continue to favor
technology, financials, health care and energy,
but we are also warming up to industrials and
materials.



International markets, including emerging
markets, should offer attractive investment
opportunities in the long-term, but their relative
performance versus the U.S. is unlikely to
improve until the U.S. Dollar starts weakening.



Barring a recession, we do not expect long-term
interest rates to remain at current low levels as
inflationary pressures should resume at some
point in the future. .



Credit risk has risen with increasing leverage
at the corporate and consumer levels, but credit
conditions remain favorable in the short-term.
We favor government and agency bonds with
good liquidity, and selective corporates. We also
favor TIPS and callable bonds.



For the most part, we recommend disregarding
short-term movements in equity markets. Today’s
short-term fluctuations are driven in good part
by flows in and out of passive investments,
quant strategies fueled by momentum-investing,
and a new culture that focuses on “headlines”
instead of fundamental news and analysis.
This short-term volatility (i.e. “noise”), although
it could generate anxiety, also creates long-term
investment opportunities.



Even though we are positive on equities in
the short- and medium-term, we have serious
concerns about the economy and markets
over the longer-term. Political “populism”, low
productivity, extreme expansionary global
monetary policies, and fiscal irresponsibility are
dangerous headwinds for global economies and
for equity markets.



We continue to be opportunistic and patient and,
as always, are keeping an eye on your long-term
objectives.
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CLOSE UP
ENERGY IN YOUR PORTFOLIO
GRAY STANGLER, Research Analyst
Upon reviewing your portfolio, you may ask
yourself “Why do I own some of these energy
companies?” It is a question we actively review.
In consideration of their recent relative
underperformance, we want to share our
perspective and analysis.
THE ENERGY SECTOR
Energy is one of the more cyclical business
sectors for investing. The supply and demand
balance for oil and other hydrocarbon products
drives the commodity prices, and dictates
when capital and fund flows enter or leave the
industry in pursuit of higher returns. This, in
turn, drives the cycle of profit expansion and contraction, and the best opportunities for investment.
While energy businesses today are positioning themselves to be less exposed to these violent swings –
looking to generate attractive returns across a range of commodity prices – their returns are still highly
dependent on the direction of commodity prices and on investor sentiment towards the health of the
global economy. As such, it is important to evaluate both commodity prices and economic activity.
In line with our views about the broader economy, we believe commodity prices are likely to remain
flat and/or rise in the medium to long term. The violent boom-bust swings of late, and in particular
during 2015, have had a strong impact on most energy businesses (and investors). From the larger
integrated oil companies like Exxon, Chevron, and BP, to smaller exploration and production companies
like EOG or Pioneer, most firms have realigned their focus from growth at all costs to only growing
their production within positive cash flows. Those with the capacity to do so are returning the majority
of their cash flows to shareholders via dividends or share buybacks.
This change in capital allocation priorities is culminating in underinvestment in new sources of oil and
gas. While we have witnessed an explosion of new oil from shale fracking techniques in North America,
we are beginning to reach a peak of growth rates in shale production. On the demand side, while some
areas of the global economy are soft, barring unpredictable geo-political disturbances (some of which
may even be supportive of oil prices), we are not anticipating any major deceleration in the overall pace
of economic activity. This does not mean prices can not go lower or that we will not experience periods
of oversupply, but directionally (and especially in consideration of today’s prices) supply and demand
are supportive of stable and/or higher future prices.
HOW ARE YOUR PORTFOLIOS POSITIONED?
Your Equity portfolios are positioned with exposure to the “best-in-class” large integrated oil companies
and diversified oilfield services companies. The large Integrated Oil Companies (IOCs) have the benefits
of scale, maturity and diversity - both geographically and in the hydrocarbons they produce. This
allows them to enter new projects more economically, direct capital to the projects/ geographies that
offer the best returns at a given time in the cycle (whether it be upstream or downstream), and leverage
their financial flexibility to return capital to shareholders throughout the cycle.
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IOCs we own, such as BP and Chevron (CVX), operate globally and can take advantage of opportunities
like the high demand for liquefied natural gas in Asia, the attractive short-cycle economics of shale
fracking in North America, and the increasing demand for renewables. Furthermore, their scale
and maturity enables them to generate cash flow break-evens in lower price environments, which
they can direct to shareholders via dividends and buybacks. Both companies are expected to generate
substantial levels of free cash flow over the next few years, the majority of which they intend to direct
back to shareholders.
We also own diversified Oil Field Services firms (OFS). OFS companies can be among the most
cyclical within the energy sector, as their services and the prices they charge rise fast when upstream
production increases, and fall quickly when production activity slows. (This holds true even if total
supply is not changed.) Like most of the energy sector, many OFS firms invested heavily in equipment,
facilities, and technology in the last up-cycles of 2004-08 and 2010-14. Today, these firms are focused
on harvesting cash flows and developing a formula to drive higher returns on capital in a range-bound
commodity price environment. The best OFS firms have aligned their exposure to less cyclical markets
and customers, and have innovated with digital technologies that offer higher margins.
Exposure to international land drilling and offshore services is highly attractive today, as those markets
have picked up in activity from their cycle troughs - which is why, amongst the OFS companies, we
like Schlumberger (SLB) in particular. In the event that commodity prices improve and incentivize
new projects, OFS companies will be some of those most levered to the upside. In the meantime, like
other energy companies of scale, SLB delivers a robust dividend yield for investors and trades at a vey
attractive free cash flow yield.
Both IOC and OFS companies offer compelling upside opportunities from current levels. If prices remain
flat to marginally higher for a sustained period, we would anticipate these companies to outperform.
Since these businesses have made higher returns on capital (rather than absolute growth) a priority,
their profitability is projected to be much stronger going forward. Additionally, those companies with
high dividend yields will reward investors for sticking through the shorter term swings in sentiment.
WHAT ARE THE RISKS?
The biggest risk to the energy sector is that we enter an extended period of lower commodity prices.
While this is less likely to occur on the supply side, poor investor sentiment on the demand side has
been a main driver for the lower equity returns in energy this year. Demand projections have been
revised lower throughout the year as a result of increasing trade war tensions. While these risks are
not unfounded, we believe there is a higher probability that these tensions will deescalate over time and
that economic activity will continue at the tepid pace we have seen over the last few years - supported
by the actions of central banks across the globe. Sentiment for oil prices can change direction very
rapidly, and it is important to cut through the noise of shorter-term concerns and follow the signs that
drive the broader long term trends.
As an aside, energy can provide a hedge to the portfolio in the event of exogenous geo-political shocks,
such as a military escalation throughout the Middle East, as we briefly saw during the September
drone strike attacks on two Saudi oil installations.
IN CONCLUSION
We continue to remain positive on the future direction of energy prices and the share prices of energy
companies; especially in consideration of the attractive yields that the higher quality, “best-in-class”
companies can offer in today’s low interest rate environment. We believe the risk/reward trade-off is
solidly skewed towards the upside for the foreseeable future.
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We hope you have enjoyed this issue of our publication. Please contact us with your questions and
with your thoughts, ideas and requests for future topics at contact@fpcm.net. We look forward to
hearing from you!
Thank you for your continued confidence and support.

Your

FP/CM Team

Financial Partners Capital Management
150 East 52nd Street, New York, NY 10022
t 646-277-7310 | f 646-277-7315 | fpcm .net | LinkedIn

Disclaimers:
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