
July 28, 2017

IronBridge Private Wealth
3600B N Capital of Texas Hwy, Suite 220
Austin, Texas  78746
512.327.8901
www.ironbridge360.com

IRO N BRID GE
IN SIGH T S
Meaningful Analysis on a Predictable Schedule

1

Prepared by:

Jim Denholm
Founder & Managing Director

Chad Karnes, MBA, CMT
Managing Partner & Co-Portfolio Manager



many reasons we founded IronBridge.

This report is divided into three sections, w ith a 
one-page OVERVIEW section at the beginning:

1. MACRO Insights (Broad Themes)
2. PORTFOLIO Insights (Portfolio Specif ic)
3. MARKET M icroscope (Detailed Analysis)

The Macro Insights section covers one-to-two 
topics relevant in today's environment.  We w ill 
cover a w ide range of topics, including markets, 
the Fed, geopolit ics and economic issues.  Our 
goal is to provide a t imely update of topics 
relevant to your portfolio.

Portfolio Insights focuses on specif ic investments 
w ithin our clients'  portfolios.  We provide general 
information on the investment, why we own it, 
and what we see going forward.

Then we move to the more detailed Market 
M icroscope.  This is a report that Chad Karnes has 
been generating for many years, and touches on 
various markets and trends.  This is where we get 
more specif ic as to what we expect to occur going 
forward and what exactly we are watching.

In addit ion, we are developing a proprietary 
market indicator we call the FIT Model, which is a 
combination of more than 20 separate 
Fundamental, Investor Sentiment and Technical 
market measurements.  The FIT Model results are 
covered in the Executive Summary.

We welcome feedback on how we can improve 
this report, as well as any topics you'd like 
discussed.

Thank you for your trust and confidence, and we 
look forward to serving your wealth management  
needs w ith the integrity and professionalism you 
expect and deserve.

Best Regards,

Jim Denholm
Founder & Managing Director

Welcome to IronBridge Insights, our f lagship 
tw ice-per-month newsletter.

Here we provide an overview and context around 
the content, format and history on why and how 
we developed this newsletter.

First, we developed IronBridge Insights as a 
response to feedback from our clients.  They told 
us a few important things: 

1. Our clients are interested in meaningful 
analysis on various markets

2. Provide a report that was concise, but had 
further information if clients wanted more.

3. Information should be relevant to their 
specif ic portfolio.

4. Help differentiate important issues from 
news-cycle noise.

5. Prepare a one-page executive summary at 
the beginning of the report that highlights 
the key points.

6. Deliver information on a predictable 
schedule.

We took this advice, and it became one of the 
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I nsigh ts O ver v iew

Focu s Ch ar t

EX ECU T I VE SU M M A RY

FI T  M odel  Con clu si on : Bu l l  M ar ket
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Sector rotation can be a powerful tool to:

1. Stay ahead of key macro trends  
2. Outperform relative benchmarks.

The chart to the left ranks all the sectors 
over the last month.  

Currently, the sectors that are leading 
are Financials, Materials and 
Technology, which are more 
economically sensitive.  At the same 
time, the defensive sectors are lagging, 
such as Utilities and Staples.  

This reveals an overall bullish posture.

We go more in-depth in our Market 
Microscope to look at what sector 
performance told us during previous 
cycles.

Macro Insights  (page 4)

Sector performance can give us excellent information about the 
underlying health of the stock market.

Portfolio Insights  (page 5)

Over the next two weeks we will be introducing into client portfolios 
our sector rotation strategy.  We are very pleased with how this 
strategy has back-tested.

Market Microscope  (page 6)

New highs have been made as the market recently broke out of its 
consolidation.  This is bullish as we start to roll out a sector rotation 
strategy to help bring alpha to the portfolio.

Fed - The July FOMC meeting 
occurred this week.  No change 
in interest rates, but the Fed did 
say that normalization of the 
balance sheet would occur soon

GDP: 2Q GDP released on 7/28 
was lower than estimates at 
2.6%.  Previous years were 
revised lower as well.

Earnings - We are right in 
earnings season, and although 
earnings have been strong, a few 
companies have been subject to 
"selling of the news" 

I n  T h i s I ssu e O n  O u r  Radar

Fundamental Overview: Earnings continue to be largely positive, but earnings aren't all that 
control share prices.  Some stocks have seen some profit taking on the good news.  Overall the 
economy and fundamentals continue to move forward in a positive way.

Investor Sentiment Overview: The latest record to be reached on the sentiment front 
concerns derivatives.  The amount of put options purchased (options purchased to anticipate a 
decline in price) versus the amount of call options purchased (options purchased to anticipate a 
move higher in price) recently on the VIX Index set a low not seen for almost 3 years.  This 
reveals market complacency remains very prevalent, and complacency often coincides with 
market tops.   

Technical Overview: On most indices the market has broken out to new all time highs.  This 
moves the technical needle back into bullish territory (from the former consolidation).  We 
remain fully invested to take advantage of any further upside.

Our  propr ietar y FIT Model is a combination of over  20 var ious market measurements designed to provide an independent, unbiased and 
non-emotional snapshot of the cur rent state of the market.  This includes a r eading of the cur rent expected posi tion in a given market cycle.

F
I
T

Model



The S&P 500 is a diversified group of 500 different companies.  Each of those 
companies is associated with one of nine sectors, and keeping an eye on 
which sectors are doing better than others has historically allowed a glimpse 
into where the market is within its cycle.

Using Sector s 
to Iden t i f y  

Cycles

M acro I nsigh ts I N -D EPT H  V I EW  O F M AJO R M A RK ET  T H EM ES

The chart above provides the relative performance of each S&P 500 sector (there are nine sectors total) 
over the last month.  The numbers on the chart are the returns during that 50 day period either above (or 
below) the S&P 500's return.

So, where does the market stand today?

Shown on the left side of the chart, we see  Technology, Energy, Cyclicals and Financials as the large 
leaders during the last month.  But, more importantly, we see the safer Utilities and Consumer Staples as 
two of the laggards.  This let's us know that the market is generally looking for more upside, and is not 
taking a defensive stance.

In the Market Microscope section I reveal some real time ways to use this information to our advantage.  
Not only do the "safer" sectors typically outperform their broader index during times of stress, there are 
times when that rotation is occurring before that stress, providing a generally good warning system that 
warns when to get positioned for a potential pullback in the markets.  
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There is a little known relationship in finance 
surrounding sector rotation.  Sector rotation is the 
concept of money moving from sector to sector 
looking for returns.  Generally, safer stocks such as 
those of utility companies and household goods 
(consumer staples) tend to perform better, relative to 
their peers, during times of recession or market 
stress and more consumer & tech focused and 
industrial companies tend to perform better during 
times of growth.  The chart to the right reveals the 
sector breakdown across the top along with the 
business cycle along the bottom (in green) and stock 
market cycle along the bottom (in red).  Depending 
on which sectors are leading the markets, we can get 
a better glimpse into where we are within the market's 
overall cycle.    



In each of our client portfolios, we are beginning to implement a strategy where 
we rotate into sectors as they begin to outperform the market, and out of 
sectors when they begin to underperform.  

Sector   
Rotat ion  
Str ategy

Por t fol io I nsigh ts K EEPI N G YO U  I N FO RM ED  O N  PO RT FO L IO  
H O L D I N GS A N D  ST RAT EGY

Exposure:  Sector-specific ETFs

Investment Thesis:  By continually owning the sectors that are outperforming the S&P 500 Index, we can 
attempt to generate returns in excess of the index within this portion of an equity allocation.  

Commentary:  The S&P 500 Index is an average. As individual stocks rise and fall, this average moves up 
and down.  Since this is an average, there are many companies on a given day or week that perform better 
than average, and many that perform worse.

This approach focuses on getting broad exposure to specific sectors within the S&P 500.  We will not pick 
individual stocks in this system, we are only concerned with gaining exposure to the sector as a whole.

We have developed a strict buy and sell discipline that allows us to rigorously back-test how our approach 
would have performed in various market cycles and over various timeframes.  We are very pleased with the 
results, and believe our clients will be pleased as well.

We view there to be many benefits to our sector rotation strategy:

1. It removes emotion.  
2. We do not try to predict which sector will outperform.  
3. Sector rankings give us information on the overall health of the market.  
4. Back-testing of this strategy shows excellent risk/reward metrics.
5. This strategy promotes prudent, focused diversification.

Our clients will have varying degrees of exposure to this strategy depending on each client's individual goals 
and risk preferences.  It replaces a portion of the equity exposure currently target allocations.

Por t f o l i o Str ategy
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The chart above courtesy of StockCharts.com is a visual of how sectors perform relative to the S&P 500 over time.



This bull market continues to push higher.  New highs are bullish and derserve 
respect.  Lagging small caps and mid caps are now both breaking to new highs.  
There is always the chance for a head-fake, where markets quickly break below 
support, but the long sideways correction in small caps appears over. 

Stocks Break   
to N ew H ighs

M ar ket M icroscope D ETA I L ED  A N A LYSI S O F REL EVA N T  M A RK ET S

US Equities: 

The biggest news on the technical front this week is the breakout in price that is occurring across most 
domestic markets.  In particular, the breakout by small caps seems to be more relevant, given that it has been 
underperforming and consolidating since late 2016.  In other words, small cap stocks hadn't really done much 
for over 6 months as the chart below reveals, but that looks to be changing.

The rally in Novemeber and December took price into the mid $50s for FYX, one exchange traded product that 
focuses on small cap stocks.  Since then the ETP moved net sideways, which is consistent with other small 
cap focused funds.  Notice as the calendar moved from June to July, its price was below $55, the level 
reached in early December.  Small cap stocks went nowhere for eight months, but that now seems to have 
ended with the technical breakout.
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Small caps have broken higher, but investing has as much to do with tradeoffs and opportunity costs as it does 
with just buying something that is moving up and to the right.  You may have "chosen wisely", but that doesn't 
mean you couldn't have "chosen wiser".  There's an infinite amount of investment opportunities out there, so 
one way we whittle down the universe of potential investments is by looking at things not just in absolute terms, 
but also in relative terms.

Relative strength analysis is a technique we like to use to help us make our investment decisions.  One such 
example is shown next.  

Small caps have broken out to new all time highs, but so have the other major domestic markets.  So should 
we be invested in small caps right now, or is there a better option?



M ar ket M icroscope

The chart above compares the performance of the small cap index to one of the large cap index funds.   If the 
chart is moving higher, it means small caps are outperforming.  If it is moving lower then large caps are 
outperforming.  Right now the difference between the two is negligible.  

Since early June, small caps have been outperforming large caps, but since December, large caps have been 
outperforming.  One could also say that the two have performed equally over the last year, since the ratio today 
is the same as it was one year ago.  

The chart above suggests that both large and small caps are performing similarly.  Have large cap stocks also 
broken out to new all time highs, just like small caps?  Indeed they have as the next graphic reveals.  

Right now both large cap and small caps are rising and making new all time highs, leaving us interested in both 
large and small caps right now. What this analysis helps prove is our indifference right now between large caps 
and small caps.  They both are good choices, performing similarly over the last year.  

D ETA I L ED  A N A LYSI S O F REL EVA N T  M A RK ET S
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M ar ket M icroscope

Sector Rotation: 

We have already seen in the 'Macro Insights' section of this newsletter how key defensive sectors are lagging 
the market currently.  This suggests any large downside risk is likely not yet upon us.  Let's review some history 
to support such claims.

The first chart I want to dive into shows the sector performance during the financial crisis.  The stock market 
peaked in October 2007 and bottomed in March 2009, which is shown below.  The leading sectors were the 
consumer staples (XLP), Health Care (XLV), and Utilities (XLU), two of which are considered the safest of the 
sectors.  Keep in mind this chart reveals sector performance relative to the S&P 500.

D ETA I L ED  A N A LYSI S O F REL EVA N T  M A RK ET S
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The next chart reveals the same time period, just with absolute returns.  It's important to recognize that 
although the consumer staples, health care, and utility sectors all outperformed the S&P, they still declined in 
absolute value.  Being in these sectors didn't help you avoid the crisis all together, but it did help you not feel as 
much pain during the decline.

Savvy readers will recognize, however, that this out performance by the defensive sectors occurred during the 
financial crisis.  In other words, the crisis was already happening, and pain was already being felt.  The key 
question is, do these defensive sectors start to outperform prior to the start of market down turns?

Ah ha!  They do!

The first chart on the next page reveals the most recent sizeable market pullback, the one that occurred in late 
2015/early 2016, which took the S&P from a peak to trough decline of over 15%.

 On the left hand side I have shaded a large area where the market moved sideways to slightly down, but 
generally didn't really do much.  This period, however, was just before a very swift 200+ point S&P drop.



M ar ket M icroscope D ETA I L ED  A N A LYSI S O F REL EVA N T  M A RK ET S
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Wouldn't it be nice, if during this three month long 
period of sideways market action we were warned 
that something big could be brewing around the 
corner?

Sector rotation happens to be one such warning 
sign we can look to for that signal of increased 
risk.

The chart immediately below shows the relative 
sector performance during this time.  Notice 
anything familar?

The utility, health care, and staple sectors were in 
the group of outperformers, with utilities leading 
the way.

If we think of the S&P like a house, then the sectors would be the foundation, walls, and roof of that house.  
The utility and consumer staples, being generally the least volatile and most reliable of the sectors would be 
the foundation.  The consumer cyclical, industrial, technology, and energy sectors would be the roof, with the 
financials, materials, and health care sectors the walls connecting the two.  Typically a house can survive with 
some wall damage and even some roof damage, however, if the foundation on the house goes, the entire 
home becomes unstable.  

This is how we like to look at the different sectors, and looking at the past helps prove to us that if the utility 
and/or staples sectors start to become the market outperformers, we should probably be looking to start 
protecting our holdings and moving to safer areas of the markets.

The good news is we are not seeing the utilities or staples lead this market, quite the contrary actually as the 
staples and utilities have been lagging over the last 50 days.

One of our proprietary techniques keeps us abreast of which sectors are leading and which are lagging, 
offering insight into the market's broader cyclical position.  Until the utilities and staples start moving into the 
outperforming column, we remain fully vested in equities.



D isclosures
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Disclaimer 

This presentation is for informational purposes only. All opinions and estimates constitute our judgment as of the date of this 
communication and are subject to change without notice.  > Neither the information provided nor any opinion expressed constitutes a 
solicitation for the purchase or sale of any security. The investments and investment strategies identified herein may not be suitable 
for all investors. The appropriateness of a particular investment will depend upon an investor?s individual circumstances and 
objectives. 

  *The information contained herein has been obtained from sources that are believed to be reliable. However, Ironbridge  does not 
independently verify the accuracy of this information and makes no representations as to its accuracy or completeness.   


