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Simple. Not Easy. 
 

Investors thought the patience they 
showed as the market ratcheted back for 
six, low-volatility, FAANG-led months 
(from the February sell-off to fresh, all-
time highs in August) deserved to be 
rewarded, with an uneventful upward 
move into year-end. Or, at least they 
should be granted absolution from 
another sharp, confidence-rattling, broad 
market sell-off. Instead, along came 
another classic October to test their 
mettle. Disheartening. Just like that, the 
market has evidenced its second 10% 
correction in as many months—and, it 
may not be finished yet. Wait. It? No, in 
the same way Anthony Edward’s iconic 
Goose character admonishes Tom 

Cruise’s Maverick in the 1986 action 
movie Top Gun, this is a function of we. 
 

 
 
We put this market in its seat. We sold 
this market hard because we were told to. 
We saw the writing on the wall. 
Chairman Powell of the Federal Reserve 
(the Fed) suggested that monetary policy 
is not yet at a rate the Federal Open 
Market Committee (FOMC) considers 
neutral, and that it remains the 
Committee’s intention to raise interest 
rates throughout 2019 and into 2020. 
Sell. President Trump suggested that if 
he and President Xi do not come to an 
accord on intellectual property theft and 
how to close the US-Sino trade deficit, 
then the U.S. Trade Representative will 
expand the list of Chinese goods on 
which we levy import tariffs by an 
additional $257 billion. Sell. In a short, 
albeit acutely polarizing, few months, 
investors have pivoted from discounting 
the opportunity multiple of a roughly $1 
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trillion fiscal package. Now they are 
hedging the probability that House 
Democrats, after reclaiming the 
Speaker’s gavel, will move to claw back 
pieces of the tax cut by leveraging the 
debt ceiling next spring (April–May 
2019). Sell. As we noted in July’s Insight, 
“Assessing the Four Horsemen of the 
Economy,” the principal levers with 
which policymakers manipulate the 
economy—fiscal, monetary, trade, and 
regulatory—all could be categorized as 
supportive. Four months later, only the 
regulatory environment remains 
universally viewed as vertically 
accommodative. 
 
Therefore, it is worth highlighting the 
dramatic shift in the election landscape 
over the past three months. The 
probability assigned to a Democratic 
“blue wave” has moved notably lower, as 
Republicans have evidenced sharp 
improvement in three key drivers of 
election success: money, message, and 
mobilization. To be clear, Democrats 
had, and still have, the “three Ms,” but 
the GOP has narrowed the gap 
considerably since midsummer. 
Strategas’ Washington team suggests that 
a very real likelihood exists for either 
party to end up with a majority in both 
chambers on Tuesday, November 6. Said 
another way, the consensus view is for 
Republicans to retain their majority in the 
Senate while Democrats pick up the 

House. We think the market is looking 
too far past the potential that 
Republicans actually maintain control of 
both the House and Congress. Foregoing 
the social implications of any outcome—
GOP sweep, Democratic sweep, or the 
consensus split—the corresponding 
impacts on fiscal policy are worth 
highlighting. A Republican sweep would 
ostensibly leave the tax cuts—the party’s 
signature legislative achievement— in 
place through at least 2021. But the 
Democrats’ victory in the House, 
irrespective of their success in the upper 
chamber, increases the potential—even 
likelihood—that they will look to reverse 
key elements of the law. We soon will 
cross this uncertainty off the list. 
 

 
 
Of course, we could buy this market if we 
wanted to. Indeed, since the market crash 
on October 19, 1987, the S&P 500 Index 
has withstood more than 20 corrections 
greater than 10%, half of which were 
ultimately unrelated to bear markets or 
recession. Rather, they each presented 
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buying opportunities. In fact, since the 
market bottomed in March 2009, 
investors have chopped the S&P 500 
Index down 10% not once, not twice, but 
on at least four occasions before buying 
the beaten stocks. But should we do it 
this time? The fundamental landscape 
looks intact. Gross domestic product 
(GDP) for the third quarter is trending at 
a respectable 3.5% SAAR (seasonally 
adjusted annual rate). Inflation 
expectations, for all the Fed’s supposed 
concern, appear anchored globally. EBIT 
(earnings before interest and taxes) are 
9.7% higher than they were a year ago. 
The unemployment rate is at a secular-
low 3.7%—with a battery of gender, race, 
geographic, income, and educational 
segments expressing the universal 
robustness of the labor market, and 
wages are up 2.8% from a year ago.  
 

But, we have run through all of this 
before.1 So, is the issue now weighing 
on the market as simple as handicapping 
the impact of Chairman Powell’s and 
President Trump’s policy proclivities? 
Insofar as we view equity prices as a 
function of earnings and interest rates, it 
may be that simple—at least for the near 
term. But market timers (those investors 
focused on anything less than a one-year 
holding period) may need a few more 

                                                           
1 The opening paragraphs of the August and September versions of Insight 
presented a similar roll call of the various and sundry economic and market 
statistics investors seem enamored with. All beating at a healthy cadence. 

constructive signposts before moving 
back in. And those in for a longer ride 
are wise to consider two important 
axioms as the business cycle shifts into 
its later—though not final—stages. First, 
the “Slowing Expansion,” or third phase 
of the business cycle,2 historically has 
been the longest (measuring 32 months, 
on average, in the 11 business cycles the 
US has experienced since 1950), 
suggesting we have some time before 
this cycle evidences a contraction. 
Second, as the business cycle matures 
past its midpoint, the divergence 
between superior and marginal 
operators becomes increasingly 
transparent. To wit, roughly a third 
(36%) of the constituents of the Russell 
2000 and wholly 13% of Russell 1000 
constituents are not profitable. 
 

But achieving clarity on these points may 
not be as easy. The Fed is not likely to be 
persuaded by our tantrum selling, nor has 
a slowdown in housing activity, auto 
sales, or in the emerging markets 
convinced it to alter the preferred pace of 
policy normalization. And, as Strategas’ 
chief economist, Don Rissmiller, 
highlights, a notable spread remains 
between the terminal funds rate that the 
Fed believes the economy can withstand 
and the rate that we, the market, would 

2 Using widely disseminated measures of economic activity, Strategas Securities’ 
Research department has deconstructed the US business cycle into four 
component phases: Recovery; Accelerating Expansion; Slowing Expansion; and, 
Recession. 
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prefer. Not much we can do but wait out 
the Fed. Chairman Powell’s press 
conference following the December 
FOMC meeting appears to be the next 
substantive event. Some softer guidance 
would be welcome news. Stay tuned. 
 

As President Trump said last week, he is 
ready to make a deal, but they are not 
ready yet. Conventional wisdom suggests 
the Chinese, uncertain in how to 
negotiate with this president, could be 
waiting for the US midterms to play out 
before engaging in serious discussions to 
see whether ideological checks and 
balances will be re-established. We are 
not so sure even a Democratic wave 
would do the trick, as we have no clear 
evidence suggesting Democrats are 
opposed to waging a trade war with 
China. Some propose that the more 
liberal political leanings often associated 
with Silicon Valley in general, and the 
management teams of bellwether 
technology concerns in particular, could 
help persuade the Democratic 
congressional majority—or a certain 
gavel-wielding representative from 
California’s 12th district—to check the 
Administration. However, we are not 
convinced this would either occur or 
amount to anything more than anti-all-
things-Trump posturing. Although few 
politicians would champion tariffs as 
sound economic policy, the view that the 
Chinese engage in the willful and broad 

theft of US intellectual property—a 
problem particularly punitive to our 
technology industry— has stood as a 
bipartisan rallying point justifying the 
end, if not entirely the means. Stay tuned. 
 

Advisor Takeaway: The election will be 
resolved on Tuesday, but clarity on Fed 
tightening and trade with China will take 
more time: The Fed will continue 
normalizing interest rates, and no matter 
which party prevails in the election, both 
agree that China’s business practices 
harm our technology industry. Should we 
wait for transparency before we buy this 
market? The intact fundamental 
landscape, including strong GDP, 
manageable global inflation, solid 
corporate earnings, low unemployment, 
and rising wages, may be enough to 
encourage investing in the short-term. 
Longer-term investors may want to note 
that although we are in the third phase of 
the business cycle, it may have some time 
to run before we see a contraction. And 
once the cycle extends beyond its 
midpoint, history demonstrates that the 
profitability of companies in the Russell 
1000 and 2000 indices begins to decline. 
Thus, we continue to believe advisors 
should revisit clients’ allocation across 
assets and reposition equities to favor 
value shares over growth. 
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Strategas Asset Management is a 
registered investment advisor 
providing macro thematic, event, and 
factor-driven investment strategies to 
pensions, endowments, foundations, 
financial advisors, ultra and high net 
worth investors, and as a sub-advisor 
to '40 Act funds. The Firm operates as 
an independent, wholly-owned 
subsidiary of Baird Financial Group.  
 

Nicholas Bohnsack is the President 
& Chief Executive Officer of 
Strategas Asset Management and a 
Managing Director of Baird. 
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October Was a Yields-Up/Risk-

Off Month For Bonds 
 

The 4th quarter started with another 

spike in yields, but finished with a rally in 

Treasuries as risk-off moved spreads 

higher in most bond sectors, including 

MBS, IG corps, and HY. This is what a 

financial tightening looks like and the 

broad conclusion is that financial 

conditions tightened a full turn in 

October. From a valuation standpoint, 

we believe this has created some 

additional opportunities in both core 

bond sectors (IG and MBS) as well as 

extended sectors (notably HY and 

convertibles). In light of this, we now 

find value in HY bonds, with broad 

market spreads back around 370 bps to 

Treasuries, and MBS spreads now 

around 35 bps (both sectors started the 

quarter lower, with HY spreads roughly 

70 bps lower at end of September). 

Strategically, we still believe that HY 

spreads are more likely to find a home 

higher from here in 2019, but tactically, 

we believe opportunities exist to add 

alpha by increasing beta on oversold 

conditions (moving out of agencies and 

Treasuries and into IG corps, HY, and 

EMD) or shifting beta back and forth 

from HY to EMD. 

 

MBS Not Looking As Rich As in Q3: 

 

We’ve estimated that the pace of MBS 

spread widening from balance sheet 

unwind should be about 2-3 bps a 

quarter, assuming no other changes in 

demand vs supply. In reality, mortgage 

supply has run weaker than consensus in 

2018. This helped to keep MBS spreads 

capped for most of 2018. But vol picked 

up in Q4, as has the pace of balance sheet 

runoff, and both have helped to keep 

safe haven demand biased towards 

Treasuries, at the expense of MBS. 

 

 
 

Advisor Takeaway: 

Q2 and Q3 saw a pause in the 2-3 bps a 

quarter pace of widening. But Q4 

witnessed a bit of catch up, with MBS 

spreads pushing higher by about 6 bps in 

October, back to levels that we would 

again find value. 
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USD Sovereign EMD and USD HY 

Continue To Trade Roles As Loss Leader in 

2018: 

 

At one point in Q3, EMD spreads were 

about 50 bps north of USD HY spreads. 

At that point, we argued that EMD had 

entered a relatively deep oversold 

condition. Today, HY spreads are 30 bps 

above EMD. At 370 bps of total spread, 

HY seems to be about a dozen bps 

oversold, though it’s relative advantage 

vs EMD (30 bps) is still historically low. 

Taken together, we believe both sectors 

are slightly oversold in the near-term, 

though we expect to see both sectors see 

wider spreads from here in 2019. This 

sets up some room for tactical increases 

in allocation to both sectors or to just the 

now cheaper HY sector. 

 

 

Advisor Takeaway: We would expect to 

see HY spreads remain above EMD for 

the remainder of this cycle, with both 

sectors moving slightly cheaper in 2019. 

But a tactical reversal in spreads lower in 

Q4, driven by HY, can't be ruled out, 

especially if the Fed hints at a pause in 

Q1 2019. 

 

 

Tom Tzitzouris is the Head of Fixed 

Income Research at Strategas. 
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November Recommended Asset Allocation 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Strategas Recommended Asset Allocation 

 Equities  Bonds  Cash 

  70%   27%  3% 

B'mark 
MSCI AC World 

Index 60%   
Barclays Global 

Aggregate 38%   2% 

        
 Domestic 42%  Core Credit 23%   
 International 28%  Extended Credit 4%   

                

        

B
u
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Dev AC Core 21%  Corporates 9%   
US LC Value 12%  Local Currency EMD 2%   
EM AC Core 7%  US Dollar EMD 1%   
US MC Value 5%      
US MC Growth 3%      
US MC Core 3%      
US SC Core 2%      

                

 

       

N
e

u
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US LC Growth 10%  Agencies 1%   
US LC Core 7%  US High Yield 1%   

       

               

 

       

B
e
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h
 

   US MBS 8%   
   U.S. Treasuries 5%   
   AMBS/CMBS 0%   

    Convertibles 0%   
    Bank Loans 0%   
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Bullet-Point Outlook 

 Global rotation: U.S. up, Europe+Japan+China slower. 

 U.S. economy performing well in a mid-term election year.  

 Regulating “FANG” & Tech and Tariffs near term risks. 

 Heading for 3%+ U.S. real GDP in 2018. 2Q/3Q expected ~4%+ q/q A.R. 

 Tough to find the weak spot in the C+I+G+NX equation. 

 Importantly for the U.S. business cycle, there has never been a U.S. 
economic recession with corporate profits staying buoyant. 

 Tax bill more than offsetting higher oil prices short-term. Spending 
(G) helps 2019. 

 Capex & labor saving technology (I) could be boosted by accelerated 
depreciation/tax legislation. 

 Productivity should move toward 2% near-term.  

 Deregulation is non-legislative, and should help money velocity. 

 Autos were a weak spot in the U.S., but previous hurricanes removed 
some excess. 

 Housing taking 2 steps forward & 1 back. Household formation 
(buyers + renters) has been weak (ie, not just weak homeownership). 
A very asymmetric recovery. 

o Inflation is rising, but slowly & manageable (reflation before inflation 
problem). 

 Average hourly earnings typically 4%+ before major margin pressure. 
Not there. 

 But Phillips Curve not completely dead. 
o Monetary policy offset by 2020? 

 Fed “dots” ok for 2018, become more concerning in 2019/20 if yield 
curve inverts. 

 Markets like to test a new Fed Chair.  

 ECB Taper & rate rise slow. BoJ still ultra-easy. 2019 exit discussion? 
VAT tax in Japan in 2019? 

 China tightening & easing at the same time. 
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A 10% Pull-Back Is Not Out Of The Ordinary 
 

 
 

Examples of Large Market Corrections 
Without Recession Are Legion 
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Major S&P Declines Without a Recession                                                                                                                      
1945 to Present 

Start Date End Date % Decline Recession? 

5/20/2015 2/11/2016 -15.2% No 

5/2/2011 10/4/2011 -21.6% No 

7/20/1998 10/8/1998 -22.5% No 

8/25/1987 10/20/1987 -35.9% No 

9/21/1976 3/6/1978 -19.4% No 

2/9/1966 10/7/1966 -22.2% No 

12/12/1961 6/26/1962 -28.0% No 

5/29/1946 5/19/1947 -28.5% No 
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Investor Have Time: Recessions Unheard of 
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Rising Rates Results  
In Greater Competition For Capital  

 
 
 
 
 
 
 
 
 
 
 
 

Real Fed Funds Rate  
At The Start of  Prior 

Recessions 

Apr-60 1.91 
Dec-69 4.22 
Nov-73 5.18 
Jan-80 5.58 
Jul-81 10.25 
Jul-90 4.08 

Mar-01 3.54 
Dec-07 1.91 
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Small Business Optimism Remains At Very High Levels 
 

 
 

Consumer Confidence Remains Robust 
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Japan Trending Sideways After Extreme Weather  
 

 
 

EA Soft Patch Not Making ECB Extend QE (Yet) 
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China Is Emulating The Us In A Push For New Fiscal Policy 
To Cushion The Blow From Tariffs 

 

 
 

Monetary Conditions Are Tightening 
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APPENDIX – IMPORTANT DISCLOSURES 
 
This communication was prepared by Strategas Asset Management, LLC (“we” or “us”) and is intended for 
institutional investors only.  Recipients of this communication may not distribute it to others without our express 
prior consent.  This communication is provided for informational purposes only and is not an offer, recommendation 
or solicitation to buy or sell any security.  This communication does not constitute, nor should it be regarded as, 
investment research or a research report or securities recommendation and it does not provide information reasonably 
sufficient upon which to base an investment decision. This is not a complete analysis of every material fact regarding 
any company, industry or security. Additional analysis would be required to make an investment decision. This 
communication is not based on the investment objectives, strategies, goals, financial circumstances, needs or risk 
tolerance of any particular client and is not presented as suitable to any other particular client. The intended recipients 
of this communication are presumed to be capable of conducting their own analysis, risk evaluation, and decision-
making regarding their investments. 
  
For investors subject to MiFID II (European Directive 2014/65/EU and related Delegated Directives): We classify 
the intended recipients of this communication as “professional clients” or “eligible counterparties” with the meaning 
of MiFID II and the rules of the UK Financial Conduct Authority. The contents of this report are not provided on 
an independent basis and are not “investment advice” or “personal recommendations” within the meaning of MiFID 
II and the rules of the UK Financial Conduct Authority. 
 
The information in this communication has been obtained from sources we consider to be reliable, but we cannot 
guarantee its accuracy. The information is current only as of the date of this communication and we do not undertake 
to update or revise such information following such date. To the extent that any securities or their issuers are included 
in this communication, we do not undertake to provide any information about such securities or their issuers in the 
future. We do not follow, cover or provide any fundamental or technical analyses, investment ratings, price targets, 
financial models or other guidance on any particular securities or companies. Further, to the extent that any securities 
or their issuers are included in this communication, each person responsible for the content included in this 
communication certifies that any views expressed with respect to such securities or their issuers accurately reflect his 
or her personal views about the same and that no part of his or her compensation was, is, or will be directly or 
indirectly related to the specific recommendations or views contained in this communication. This communication is 
provided on a “where is, as is” basis, and we expressly disclaim any liability for any losses or other consequences of 
any person’s use of or reliance on the information contained in this communication. 
 
Strategas Asset Management. LLC and Strategas Securities, LLC are affiliated with Robert W. Baird & Co. 
Incorporated (“Baird”), a broker-dealer and FINRA member firm, although the firms conduct separate and distinct 
businesses.  A complete listing of all applicable disclosures pertaining to Baird with respect to any individual 
companies mentioned in this communication can be accessed at http://www.rwbaird.com/research-
insights/research/coverage/third-party-research-disclosures.aspx. You can also call 1-800-792-2473 or write: Robert 
W. Baird & Co., PWM Research & Analytics, 777 E. Wisconsin Avenue, Milwaukee, WI 53202. 
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