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US stocks and US bonds are both extremely overvalued according to historical measures.  In fact, the US bond market has never been 

more overvalued, and according to the median price to sales ratio of the S&P 500, neither have stocks.  This does not mean that stocks 

and bonds are going to crash tomorrow.  Valuations are not a timing tool, but a key element to a multifaceted portfolio construction 

method.  That being said, the extreme optimism apparent in the drastic departure from fair value in financial assets presents a difficult 

task for portfolio managers and investors going forward.

Buying and holding a balanced portfolio over the next decade will result in below average returns.  We expect that a portfolio of 60% 

S&P 500 and 40% Barclays Aggregate Bond index will gain an average of only 1% over the next 10 years.  So what should a rational 

investor do?  The most obvious suggestion is that investors need to get creative on adding asset classes that may help diversify from the 

traditional financial assets of stocks and bonds.  However, this is behaviorally difficult because finding assets that would help balance a 

traditional portfolio are largely out of favor.  Historically, managed futures have provided a worthwhile hedge against stock and bond 

market turmoil, but they have underperformed stocks and bonds since the financial crisis.

Managed futures as an asset class rely heavily on volatility to capture large trends in other classes such as currencies, commodities, and 

financial markets.  Global Central Banks have flooded the markets with liquidity in the form of QE programs and equity index 

purchases.  This level of support has squeezed volatility to all time lows and generated new highs for stock markets across the globe. 

Managed futures and hedge funds, in general, have been some of the casualties during this unprecedented time.  

What do you do when everything is overvalued?
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The large scale move to passive strategies is illuminating the herding nature of market participants and forcing us to 

consider contrarian positioning.  We suggest that investors look closely at asset classes that are currently out of favor, yet 

have historically protected against market downside.  Another method for diversifying against market stress is through 

the incorporation of trend following strategies to traditional asset classes in order to alter their risk/return profile.  

Academic evidence suggests that time-series momentum, or trend-following, can add value to a portfolio of stocks and 

bonds.  Trend following systems can drastically reduce drawdown while maintaining significant upside in stocks.  This 

provides a smoother ride for investors and allows for risk reduction during periods of market turmoil.  Incorporating a 

simple trend following system in a traditional portfolio can also allow for a higher overall equity position on average 

because of the potential risk reduction benefits.

In our overall investment framework, we believe valuations, market trend, economic growth, and Fed policy are 

imperative to proper portfolio construction.  Currently, valuations and Fed policy are extremely bearish for US stocks, 

while market trend and economic growth are bullish.  It is time to re-evaluate portfolios and focus on risk management.  

Managed futures as an asset class and adding trend following systems to traditional portfolios may provide the potential 

risk-reduction benefit without sacrificing potential upside.

What do you do when everything is overvalued?
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Percentile of diversified trend factor rolling 10-year Sharpe, 1900 – 2017

Managed futures as an asset class and trend-following as a 
factor are extremely out of favor at a time when traditional 
asset classes like stocks and bonds are at euphoric extremes.

The charts of the month illustrates the mean reversion nature 
of returns in managed futures and trend.  We suggest that a 
disciplined investor consider diversifying their portfolio 
away from the overvalued traditional asset classes.  

The difficulty lies in moving away from the herd when it is 
just getting fun.  In fact, behavioral research suggests being a 
contrarian is actually considered painful for the brain.  I 
would encourage you to embrace the discomfort in order to 
generate potentially better long-term investment outcomes.

Buy Low?

Source: Calculations by ReSolve Asset Management. Data from Hurst, Ooi, and Pedersen, “A Century of

Evidence on Trend-Following Investing” (2017) for period 1903 – 2012, and Moskowitz, Ooi and

Pedersen, “Time-Series Momentum” (2012) for period 2013 – 2017.

Chart of the Month: Buy Low?
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Investment Framework

Valuations, market trend, economic growth, and Fed policy are 

what drive our portfolio construction decisions.  

Market valuations tell us if stocks are expensive or if they are 

bargains, which helps us to take advantage of undervalued 

assets and avoid overvalued ones.

Market trends help us determine whether market psychology is 

supportive of further price increases or declines.  This helps us 

position portfolios in alignment with the larger market trends.

We determine whether the Fed is accommodative or not by 

monitoring monetary policy.  Also, we watch economic growth 

to make sure that we are positioned properly relative to the 

business cycle.

Investment Framework

Valuations

25%

Market Trend

25%

Economic 

Growth

25%

Fed Policy

25%



6w w w . w e a l t h s h i e l d . c o  |  

Valuations Trend Fed Policy Economic Growth

US stocks are 96% 

overvalued

Market Trend is still 

positive
Tightening Accelerating

Bearish Bullish Bearish Bullish

Summary
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Valuations

Both the US stock market and bond 

market are extremely overvalued 

according to historical norms.

The current CAPE ratio (30.2) 

suggests that stocks are over 100% 

overvalued.

CAPE values of over 20 have only 

occurred with 10 year yields 

averaging below 3% during one 

other period: 1936-1937.
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Trend

The market trend is still positive for global 

stocks.  The chart illustrates the Vanguard 

Total World Stock ETF, which tracks a 

global index covering approximately 98 

percent of the global investment universe.

In the chart, the market trend can be 

visualized by the line(s) move from lower 

left to top right.  This is typical of a strong 

positive trend.
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Economic Growth

The Economic Cycle Research Institute 

compiles an index of leading economic 

indicators that they track on a weekly basis.  

The index gives us a good glimpse into real-

time economic activity.  Currently, the index is 

at an all-time high.  

The positive trend in this index is indicative of 

strong economic growth in the US.  

The growth rate of the index has declined and 

is suggesting that economic growth may have 

peaked.
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The Federal Reserve

The Zweig Fed indicator is currently in an 

extremely bearish posture following the 

June hike in interest rates.  

We believe that if there is not substantial 

tax reform or fiscal stimulus, the 

tightening path could result in an 

economic decline and weak asset prices.

How high can the Fed take short-term rates 

without triggering a recession?

Year Month Increase/ Decrease Total Grade

October -3 Ex Bearish

September -3 Ex Bearish

August -3 Ex Bearish

July -3 Ex Bearish

June -1 -3 Ex Bearish

May -2 Ex Bearish

April -2 Ex Bearish

March -1 -2 Ex Bearish

February -1 Mod Bearish

2017 January -1 Mod Bearish

2016 December -1 -1 Mod Bearish

November 0 Neutral

October 0 Neutral
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Disclosure
WEALTHSHIELD (WS) IS A REGISTERED INVESTMENT ADVISER WITH THE SEC. REGISTRATION DOES NOT CONSTITUTE AN ENDORSEMENT OF THE FIRM NOR DOES IT INDICATE THAT THE ADVISER HAS ATTAINED A

PARTICULAR LEVEL OF SKILL OR ABILITY. WS PROVIDES NON-DISCRETIONARY ADVISORY SERVICES TO OTHER REGISTERED INVESTMENT ADVISERS AND INVESTMENT ADVISER REPRESENTATIVES AND DOES NOT

PROVIDE ADVICE TO UNDERLYING CLIENTS OF THE FIRMS AND REPRESENTATIVES TO WHICH IT PROVIDES ADVISORY SERVICES.

THE MODEL PORTFOLIOS ARE DESIGNED BY WS UNLESS OTHERWISE NOTED. INFORMATION PRESENTED HEREIN IS FOR EDUCATIONAL PURPOSES ONLY AND DOES NOT INTEND TO MAKE AN OFFER OR SOLICITATION

FOR THE SALE OR PURCHASE OF ANY SPECIFIC SECURITIES, INVESTMENTS, OR INVESTMENT STRATEGIES. INVESTMENTS INVOLVE RISK AND ARE NOT GUARANTEED. THIS INFORMATION DOES NOT ADDRESS INDIVIDUAL

SITUATIONS AND SHOULD NOT BE CONSTRUED OR VIEWED AS ANY TYPE OF INDIVIDUAL OR GROUP RECOMMENDATION. BE SURE TO FIRST CONSULT WITH A QUALIFIED FINANCIAL ADVISER, LEGAL AND/OR TAX

PROFESSIONAL BEFORE IMPLEMENTING ANY SECURITIES, INVESTMENT OR INVESTMENT STRATEGIES DISCUSSED HEREIN.

MODEL PERFORMANCE DISCLOSURE: ANY MODEL PERFORMANCE SHOWN FOR THE RELEVANT TIME PERIODS IS BASED UPON HYPOTHETICAL RESULTS OF A WS MODEL PORTFOLIO. MODEL PORTFOLIO

PERFORMANCE IS THE RESULT OF THE APPLICATION OF THE WS INVESTMENT PROCESS. IT DOES NOT REFLECT ANY INVESTOR’S ACTUAL EXPERIENCE WITH OWNING, TRADING OR MANAGING AN ACTUAL INVESTMENT

ACCOUNT.

MODEL PORTFOLIO PERFORMANCE ONLY REFLECTS THE DEDUCTION OF EXPENSES CHARGED BY THE UNDERLYING FUNDS. MODEL PORTFOLIO PERFORMANCE DOES NOT REFLECT THE DEDUCTION OF OTHER FEES

OR EXPENSES, INCLUDING BUT NOT LIMITED TO ADVISORY FEES, TRADING COSTS, BROKERAGE FEES, CUSTODIAL FEES OR EXPENSES CHARGED BY OTHER INVESTMENT COMPANIES. PERFORMANCE RESULTS ARE

SHOWN IN US DOLLARS AND INCLUDE THE REINVESTMENT OF DIVIDENDS, CAPITAL GAINS AND INTEREST ON CASH BALANCES WHERE APPLICABLE. CASH BALANCES ARE ASSUMED TO EARN NO INTEREST. THE DATA

USED TO CALCULATE THE MODEL PERFORMANCE WAS OBTAINED FROM SOURCES DEEMED RELIABLE AND THEN ORGANIZED AND PRESENTED BY WS.

BACK-TESTED PERFORMANCE IS PURELY HYPOTHETICAL, DOES NOT REFLECT ACTUAL TRADING IN CLIENTS' ACCOUNTS AND MAY NOT REFLECT THE EFFECT THAT MATERIAL ECONOMIC AND MARKET FACTORS MAY

HAVE HAD ON THE ADVISER’S DECISION-MAKING HAD THE ADVISER ACTUALLY MANAGED CLIENT FUNDS DURING THE PERIODS PRESENTED.

THE PERFORMANCE CALCULATIONS HAVE NOT BEEN AUDITED BY ANY THIRD PARTY. ACTUAL PERFORMANCE OF CLIENT PORTFOLIOS MAY DIFFER MATERIALLY DUE TO THE TIMING RELATED TO CHANGES IN

INVESTMENT STRATEGIES, CONTRIBUTIONS OR WITHDRAWALS AND THE ACTUAL DEPLOYMENT AND INVESTMENT OF A CLIENT PORTFOLIO, THE REINVESTMENT OF DIVIDENDS, THE LENGTH OF TIME VARIOUS POSITIONS

ARE HELD, THE CLIENT’S OBJECTIVES AND RESTRICTIONS, AND FEES AND EXPENSES INCURRED BY ANY SPECIFIC INDIVIDUAL PORTFOLIO. THE HYPOTHETICAL RESULTS DO NOT REFLECT THE FACT THAT INDIVIDUALLY

MANAGED ACCOUNTS MAY NOT BE AS BROADLY DIVERSIFIED AS THE BENCHMARK. THE PORTFOLIO RESULTS DO NOT REFLECT THE RESULTS OF ACTUAL TRADING BUT ARE ACHIEVED BY MEANS OF THE RETROACTIVE

APPLICATION, CERTAIN ASPECTS OF WHICH MAY HAVE BEEN DESIGNED WITH THE BENEFIT OF HINDSIGHT. HYPOTHETICAL PAST PERFORMANCE IS NO ASSURANCE OF FUTURE RESULTS. THERE IS NO GUARANTEE THAT

A STRATEGY’S OBJECTIVES WILL BE REALIZED.

DIFFERENT TYPES OF INVESTMENTS INVOLVE VARYING DEGREES OF RISK AND THERE CAN BE NO ASSURANCE THAT ANY SPECIFIC INVESTMENT WILL EITHER BE SUITABLE OR PROFITABLE FOR A CLIENT’S

INVESTMENT PORTFOLIO. ECONOMIC FACTORS, MARKET CONDITIONS AND INVESTMENT STRATEGIES WILL AFFECT THE PERFORMANCE OF ANY PORTFOLIO, AND THERE ARE NO ASSURANCES THAT IT WILL MATCH OR

OUTPERFORM ANY BENCHMARK. INVESTING IN NON-TRADITIONAL AND INTERNATIONAL INVESTMENTS INVOLVES ADDITIONAL RISKS THAT ARE NOT GENERALLY ASSOCIATED WITH INVESTING IN DOMESTIC EQUITIES.

BENCHMARKS: THE INDEX / INDICES USED BY WS HAVE NOT BEEN SELECTED TO REPRESENT AN APPROPRIATE BENCHMARK TO COMPARE AN INVESTOR’S PERFORMANCE, BUT RATHER ARE DISCLOSED TO ALLOW

FOR COMPARISON OF THE INVESTOR’S PERFORMANCE TO THAT OF CERTAIN WELL-KNOWN AND WIDELY RECOGNIZED INDICES. INDICES ARE NOT AVAILABLE FOR DIRECT INVESTMENT, ARE UNMANAGED AND DO NOT

INCUR FEES OR EXPENSES.

REBALANCING IS DONE USING CLOSING PRICES AS OF THE SECOND FRIDAY OF THE CALENDAR MONTH (“TARGET IMPLEMENTATION DAY”) OR CLOSEST MARKET DAY. TARGET IMPLEMENTATION DATES FOR NEW

ALLOCATIONS ARE PROVIDED WITH EACH REBALANCING ALLOCATION. REBALANCING DOES NOT ALWAYS RESULT IN A CHANGE. IT SHOULD NOT BE ASSUMED THAT RECOMMENDATIONS MADE IN THE FUTURE WILL BE

PROFITABLE OR WILL EQUAL THE PERFORMANCE OF SECURITIES IN THIS LIST OR PAST HYPOTHETICAL PERFORMANCE.

PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS. NOT FDIC INSURED. ALL INVESTMENT STRATEGIES HAVE THE POTENTIAL FOR PROFIT OR LOSS.


