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Key Takeaways

= A disciplined investment process scores four layers every week: economic conditions, market
internals, valuations, and sentiment.

= Each layer is scored from negative two to positive two. The four scores combine into a single
composite running from negative eight to positive eight that maps to how aggressive or defensive a
portfolio should be.

= The discipline is the point. Scoring the same indicators every week lets data drive the decision
rather than emotion or headlines.

= The goal is not to predict the market. It is to avoid taking more risk than you understand or can
afford.

Why This Matters

Most investors have never asked the person managing their money the most important question there
is: how do you actually make decisions? Not which products, not which platform, but what is the
process when markets shift? This paper walks through one such process, a structured four-layer weekly
review used to decide how aggressively or conservatively a portfolio should be positioned.
Understanding it gives you a standard to hold any advisor to, including the questions worth asking and
what a real answer sounds like.

How the Scoring System Works

Each of the four layers is scored on a scale from negative two to positive two. Positive two means that
layer looks as favorable as it gets, conditions support leaning into risk. Negative two means it is flashing
warnings, time to be defensive and protect capital. Most weeks, most layers land somewhere in
between.

The four scores combine into a single composite running from negative eight to positive eight. Positive
territory supports being aggressive; negative territory calls for caution, and the further negative, the
more defensive. Markets are emotional and the news is loud; there is always a reason to panic and
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always a reason to be overconfident. The scoring forces a systematic look at the same indicators every
week, letting the data drive the conclusion rather than the gut.

Think of managing a portfolio like driving. You watch the whole dashboard, but the road
decides which gauge matters most right now. The job is to stay aware of every gauge and
know when one suddenly demands attention.

Layer One: Economic Conditions

The first layer is the foundation everything else sits on. The stock market is not the economy. The
market is forward-looking, pricing in what investors expect; the economy tells you what is actually
happening now. When the two diverge sharply, that gap tends to close, often uncomfortably.
Understanding where the economy actually is gives context for whether the market's optimism or
pessimism is justified.

Among the indicators worth watching: the ISM Manufacturing PMI, a real-time survey where a reading
above 50 signals expansion and below 50 contraction; the 10-year Treasury yield, the backbone of how
nearly everything in finance is priced, where elevated rates act like gravity on asset prices; and the
Dollar Index, where a strong dollar quietly tightens financial conditions worldwide and eventually shows
up in U.S. corporate earnings.

Layer Two: Market Internals

This is where the real story tends to show up first, and where most investors never look. The S&P 500 is
market-cap weighted, so the largest companies dominate the index. When the headline number rises, it
does not necessarily mean most stocks rose; a handful of giants can drag the index higher while
hundreds of others quietly fall. Internals let you see through that illusion.

The Advance/Decline line tracks how many stocks are rising versus falling across the whole market;
when it diverges from the index, the rally is not being confirmed, a divergence that has historically
preceded major declines. The percentage of stocks above their 200-day moving average measures the
health of the long-term trend. New highs versus new lows, and sector rotation between cyclicals and
defensives, reveal what money is actually doing rather than what investors say.

Layer Three: Valuations

Valuation is the most misunderstood layer. “Stocks are expensive, so | am staying out” has kept many
investors on the sidelines through some of the best years in history. Valuation is not a short-term timing
tool; an expensive market can stay expensive for years. What it tells you is the risk you are taking and
the return you are likely to earn over the long run. High starting valuations have historically meant lower
returns over the following decade, a relationship that is consistent but works on no schedule you can
trade around.
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The forward price-to-earnings ratio compares price to expected earnings. The Shiller CAPE ratio uses ten
years of inflation-adjusted earnings to smooth the noise. The equity risk premium, the additional return
stocks offer above a risk-free Treasury, is often the most useful: when that premium is thin, stocks are
not compensating investors well for the volatility they are being asked to absorb.

Layer Four: Sentiment

Sentiment requires the most discipline because it asks you to think like a contrarian. The first three
layers are analytical; this one is human psychology. The core principle is counterintuitive: when the
crowd is most fearful, that is often the worst time to sell, and when it is most euphoric, often the worst
time to buy. Acting against the crowd is never comfortable, but the data is consistent that extreme fear
has more often preceded recoveries than further declines.

Indicators include the AAIll Investor Sentiment Survey, which polls individual investors weekly and has
decades of history; the VIX term structure, which shows whether fear is acute or chronic; and net
positioning in futures markets, which reveals where sophisticated money is leaning. Extreme one-sided
positioning often sets up sharp reversals.

The Composite, and What It Means

Four layers, four scores, combined into one composite. A negative composite means the environment
does not support adding risk; it is a time to protect what has been built. In practice that can mean selling
into strength rather than buying dips, trimming equity exposure, adding fixed income and cash, and
leaning toward sectors that hold up better in a downturn. A positive composite supports the opposite.

Sustained deterioration across multiple layers over months is more meaningful than a single dramatic
down day, because it suggests a real shift in conditions rather than noise. None of this is a prediction.
What the process provides is a disciplined read on the current environment and the conviction to
position appropriately for it, even when the market's surface looks calm.

The goal isn't to be right about the market. The goal is to make sure your portfolio isn't taking
more risk than you understand, or can afford.

The Bottom Line

A real investment process is disciplined and systematic. It does not rely on hunches or headlines; it reads
the environment clearly before any decision, scores it consistently, and acts on the weight of the
evidence. If you have never had this kind of conversation with the person managing your money, that is
the conversation worth having, and now you know the questions to ask.
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