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Looking Back at 2019
2019 turned out to be an extremely positive year for
equity markets across the world. At the beginning of the
year, not many investors were optimistic regarding the
prospect for equity markets, mainly because we had just
come out of a bad fourth quarter in 2018 with the worst
December on record. On the economic front, the data
was mixed. The common belief was to expect a
slowdown in the economy because the tailwind of the
tax cuts were expected to fade. Neither of these
consensus expectations came to fruition. In fact, the
opposite happened and the S&P 500 closed 2019 with a
gain of 28%.
For the better part of the year, markets were driven by the media headlines. Tariffs were a primary driver to market
volatility; we saw big up-days when rumors pointed to an advancement in trade negotiations and observed market downdays on those where the news said trade talks were headed nowhere. Ultimately, President Trump and President Xi
Jinping came to a Phase-One trade deal that is expected to be signed this month. The summer also stirred up a frenzy
around the yield curve inversion causing a panic about a near-term recession. During this time, we wrote on our weekly
market update that, “The Recent Yield Curve Inversion Should Not Alarm Investors,” since this inversion was different and
that it was most likely a false alarm. We noted that, on previous occasions, the Federal Reserve had increased short term
rates too fast, causing the inversion and economic slowdown. However, this time the Fed was cutting rates and the
inversion happened because the 10-Year U.S. Treasury Bond yield was being pushed down by foreign investors who were
seeking higher sovereign bond yields than what was available in other developed countries.
There were two schools of thought that dominated investor sentiment; on one hand, it was believed that the
manufacturing slowdown was going to pull down GDP into a recession and on the other hand, it was said that consumer
consumption was strong enough to continue driving economic growth. On our market update, “Earnings Season to
Provide Clarity on the Economy,” we made the case that consumers would continue to spend and keep GDP in growth
territory. What we predicted is exactly what happened; we saw record breaking Black Friday numbers followed by an
extremely strong Cyber Monday.
Investors who read our Q1 2019 Quarterly Commentary and followed Robert Luna’s advice, stating that markets were
extremely oversold, making them very attractive from a valuation perspective, were rewarded with great returns.
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2020 and Long-Term Outlook
The start of 2020 has been the opposite of the start of 2019, we are now coming out of a strong fourth quarter and an
exceptional year. Markets today are fair to slightly overvalued, with valuations on the S&P 500 sitting at 18.5 times
forward 2020 earnings. Corporate earnings are expected to grow at 9.5%. according to FactSet, GDP growth could dip
below 2%, but could also come in slightly higher if the trade dispute between the U.S. and China is resolved.i The Federal
Reserve is expected to keep short-term rates steady all year and the consensus is that inflation will remain below the 2%
Fed target.
Although the markets are not screaming undervalued, looking at the data, we also do not think the market has gotten
ahead of itself by too much. The 25-year forward P/E average is 16.3x ii, making today’s valuation of 18.5x; 13.5% above
the average. We think this is reasonable given the strong market return last year and it is nowhere close to the
overvaluation we saw in March 2000 when the forward P/E was 27x. To help us determine what today’s market P/E ratio
indicates for future market returns, we ran a regression. We regressed 5-year annualized monthly returns on the monthly
forward (next 4 quarters) P/E ratio iii. In other words, we wanted to answer, what return should a long-term investor expect
over the next 5 years given today’s valuation. We ran three additional models: the first was looking at the consensus 9.5%
operating earnings growth iv and applying the 5-year average trailing P/E of 19.85xv, in the second model we used a more
moderate operating earnings growth of 5% and also applied the 5-year average trailing P/E ratio and finally the third
model was a Gordon Growth discount cash flow model. The results showed that over the next 5 years, it would be
reasonable to experience an annualized return of anywhere between 2%-12%. Professor Siegel at the Wharton School has
targeted his return right at about 5%, coming in line with our expectations.
Summary Output

REGRESSION STATISTICS
Multiple R

0.674591102

R Square

0.455073155

Adjusted R Square

0.452793126

Standard Error

0.05606012

Observations

241

ANOVA

df

SS

MS

F

Significance F

1

0.627038205

0.62703825

199.5909819

2.36336E-33

Residual

239

0.750846204

0.003141616

Total

240

1.377884409

Regression

Coefficients

Std. Error

t Stat

P-value

Lower 95%

Upper 95%

Lower 95.0%

Upper 95.0%

Intercept

0.294502795

0.017193006

17.12922122

1.87207E-43

0.260633616

0.328371974

0.260633616

0.328371974

Forward P/E

-0.014390461

0.001018601

-14.12766725

2.36336E-33 -0.016397044

-0.012383878

-0.016397044

-0.012383878
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S&P 500 Returns and
Valuations
y = -0.0144x + 0.2945
R² = 0.4551
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For U.S. Equities, we think individual stock selection will become more important than just investing in asset classes
through exchange traded funds. In 2020, it will be imperative to identify quality companies with a strong balance sheet, a
competitive moat, good management and that is trading at attractive valuations. That is how an investor will be able to
outperform their U.S. benchmark exposure and potentially minimize risk.
As we broaden our scope and look to markets outside of the U.S., we can see from a valuation’s perspective, that
international markets are more favorably priced. Looking at the MSCI EAFE Index (developed markets ex-U.S.) we observe a
forward P/E of 14.7x. Looking at the MSCI Emerging Market Index, the valuation is even more attractive at 12.8x forward
earnings. Although international markets look favorable, we don’t expect the higher returns to happen in a straight line. In
other words, there will be years in which international markets will underperform the U.S. markets, like in 2019, even though
the valuations are more attractive. For long term investors,
having proper exposure to international markets is prudent
especially as the U.S. market become more expensive.
On the Fixed Income side, we divide bonds into two
categories: Investment Grade, which accounts for most of
our bonds and High-Yield, junk bonds, that account for a
small portion, approximately 5-10% of our bond exposure.
On investment grade bonds, we have increased our
exposure to intermediate bonds from short term bonds. As
the Fed holds steady on the short-end of the yield curve and
the long-end trades in a range that is unlikely to break past
3% anytime soon, we felt it was appropriate to increase the
duration of our bonds to maintain a similar yield while
improving the credit quality of our portfolio. We did not want to move to the long-end because the curve is flat, so
the incremental yield is minimal compared to intermediate bonds. In the high-yield space, we have significantly
decreased our credit exposure and focused on staying away from speculative bonds.
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Is Now the Time to Invest?
For those investors that might be questioning if now is a good time to be invested in the market, we want to point out the
importance of staying invested. We looked at the 28% stellar 2019 return on the S&P 500 and noticed that if just the best
ten days in the market were missed, the return would drop to just 8%. Market timing does not work and is only detrimental
to the realized long-term return of an investor. JPMorgan Asset Management ran a similar analysis, looking at the period
1999-2018. Their conclusion was similar, if an investor had started with $10,000, the portfolio value would have been
almost $30,000 at the end of 2018. However, if the best ten days were missed, the return would have only been $15,000.
That means if you missed just ten days out of almost twenty years, your return was cut in half! The best thing to do here
is to make sure your portfolio risk is aligned with your ability and willingness to take market risk. As we noted in this
commentary, the valuations on the equity markets are not extreme. Today’s environment is not what we saw in 2000, we
don’t think investors need to be concerned that a market crash is looming. As active managers, we are always looking at
risk and adjusting our risk exposure, while being opportunistic when circumstances present themselves. We believe that
is the prudent method to manage long-term portfolios. Reacting to headlines and investing based on gut feeling has time
and time again destroyed wealth. With a sure to be “exciting” election year in front of us, we think it is a good time to
remind investors of that.

Get invested, stay invested
Growth of $10,000 investment in the S&P 500 between
January 4, 1999 and December 31, 2018
$29,845

$14,895
$9,359
$6,213

FULLY
INVESTED

MISSED 10
BEST DAYS

MISSED 20
BEST DAYS

MISSED 30
BEST DAYS

$4,214
MISSED 40
BEST DAYS

$2,985
MISSED 50
BEST DAYS

$2,144
MISSED 60
BEST DAYS

Source: J.P. Morgan Asset Management analysis using data
from Bloomberg. Returns are based on the S&P 500 Total
Return Index, an unmanaged, capitalization-weighted index
that measures the performance of 500 large capitalization
domestic stocks representing all major industries. Indices do
not include fees or operating expenses and are not available
for actual investment. The hypothetical performance
calculations are shown for illustrative purposes only and are
not meant to be representative of actual results while investing
over the time periods shown. The hypothetical performance
calculations for the respective strategies are shown gross of
fees. If fees were included, returns would be lower.
Hypothetical performance returns reflect the reinvestment of
all dividends. The hypothetical performance results have
certain inherent limitations. Unlike an actual performance
record, they do not reflect actual trading, liquidity constraints,
fees and other costs. Also, since the trades have not actually
been executed, the results may have under- or
overcompensated for the impact of certain market factors
such as lack of liquidity. Simulated trading programs in general
are also subject to the fact that they are designed with the
benefit of hindsight. Returns will fluctuate and an investment
upon redemption may be worth more or less than its original
value. Past performance is not indicative of future returns. An
individual cannot invest directly in an index. Data as of
December 31, 2018.
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We will continue to monitor the investment environment and make the needed adjustments as we navigate the year
ahead. In our next quarterly commentary, we will also give some more perspective on markets during election years and
what we see as we get closer towards November. Please look at our weekly updates on the market in our Chirp
newsletter delivered each Friday as well. As always, we thank you for the trust you have placed in us.

Robert J. Luna, CIMA®, AIF®

Luis Galdamez, CFA®, CFP®, ChFC®, AIF®

CEO and Chief Investment Strategist

Director of Research and Trading
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