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The “Earnings Recession” that
Wasn’t

While nothing new, questions certainly
persist on the durability of the Long Cycle.
A cursory look at recent headlines from the
tinancial press (e.g. “Global Growth Enters
Synchronized Slowdown,” FT) might leave
one believing that the worst is upon (and
even ahead), as opposed to behind, us.
While we would fully acknowledge the pace
of domestic growth has moderated and the
potential is real for the market advance to
fatigue given headline
specifically related to the just underway
1Q°19 earnings reporting season, delays in
the construction of a trade deal with China,
and a battery of macro miscellany (Brexit;
EU auto tariffs; Japan VAT tax increase; U.S.
debt-ceiling debate, etc.) — have tempered
our expectations for domestic equity returns
in the near-term (1 to 3 months) accordingly,
overt pessimism seems unsubstantiated to
us. Recent data suggest the economy, albeit

weakness —
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growing more slowly than perhaps desired,
remains on firm footing and has even started
to re-accelerate: the U.S. manufacturing PMI
ticked-up to 55.3 in March and while the
non-manufacturing index dipped for the
month, it remains firmly in expansion
territory at 56.1; construction spending rose
+1.0% M/M in the most recent reading
(February); industrial commodity prices
(copper, iron ore, steel) remain strong; global
auto orders are improving; the U.S. money
supply (M2) has started to bottom ona Y/Y
basis; and, cyclical shares continue to exhibit
leadership (Consumer Discretionary is
outperforming Consumer Staples, high Beta
is outpacing low Beta, Industrials have
outperformed the broader market year-to-
date, and Semiconductors have pressed to
all-time highs). =~ Weekly jobless claims
dropped to 202,000 last week (Apr. 4th), the
lowest since 1969! These data underpin the
erosion in heightened levels of uncertainty
extant at the start of the year. Inasmuch, we
maintain our view — once decidedly out-of-
consensus but, increasingly, gathering
attention, if not acceptance — that policy
makers will be able to engineer an economic
“soft landing.”

The equity market’s move off its Christmas
Eve low now ranks fourth by order of
magnitude (+23%) among all bear market
recovery rallies since 1950 — only Nov’08-
Jan’09 (+27.4%), Sep’01-Jan’02 (+24.6%),
and Jul-Aug’02 (+24.4%) were stronger —
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and is the longest by duration at 70+ trading
days. The strength of this move does raise
concerns that the market may be overbought
in the near-term, irrespective of its
fundamental underpinning. In fact, the
S&P’s rolling 65-day percentage change puts
it in the 99th percentile of all historical
observations, which has been historically
consistent with mixed returns in the near-
term  but, following a period of
consolidation, has preceded above-average
returns +6 and +12 months out. Against
this backdrop, and acknowledging the need
for fundamental follow through, the most
intriguing signpost of nascent growth is the
recent improvement in profit guidance.
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Too often the Street’s effort to arrive at an
estimate of corporate profits comes off as a
parlor game. But, while not making too
much of it, understanding where aggregate
profits are heading a year out provides an
important information coefficient for the
risks and opportunities in the equity market
generally and a benchmark for separating
superior operators from marginal operators,
particularly as the cycle transitions to its later
stages (i.e. the Slowing Expansion). To that
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end, corporate operators certainly had
sufficient “global macro” cover — weakening
global growth profile, fiscal and monetary
policy uncertainty, the protracted U.S.
government shutdown, political and
geopolitical operating headwinds, and a
serious hangover from the market’s 4’18
sell-off — to dramatically reduce profit
guidance for CY’19. With a nagging desire
to reduce the lofty estimates they
extrapolated from CY’18 tax cut-enhanced
growth rates, particularly for 1QQ°19, the
Street was quick to take their cue, resulting
in a decidedly negative revision sequence to
the start the year. It is worth considering
that for all the discussion of an “earnings
recession,” Street estimates for 2QQ’19 are in
line with 4Q’18 while 2H’19 estimates
remain above this cycle’s 3Q’18 high
watermark. As we noted above, with 1Q’19
reporting season underway we’ll soon have a
tuller picture of the impact the drawdown in
corporate activity had on the real economy
to start the year. That said, despite their
sharp downward revision, we anticipate
corporate profits for 1Q’19 to surprise
above current estimates given that
pessimism was largely rooted in transient
headwinds. In the same vein that the Atlanta
Fed’s coincident GDPNow growth tracker
has been notching higher, we can already see,
even before the bulk of companies report
1Q°19 results, that the pace of downward
estimate revision has moderated materially.
So much so that the constant maturity NTM
estimate of aggregate S&P 500 EPS
bottomed in mid-Feb’19 and has been
working higher ever since. Partner this with
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evidence that the economy — while slowing
— 1s still growing, and the underpinnings of a
stronger-than-expected corporate results

may be in the offing for 2QQ/3(QQ’19.
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Apart from the “Recession is imminent”
faction, our forecast would most acutely
diverge from the consensus in the emerging
view that the Fed is positioning to cut rates.
With the bond market pricing in cuts over
the next 9 to 18 months (Fed funds futures
show 66% odds of a cut between now and
Jan’20.) If nothing else, the Fed pause is
working. Activity in interest rate sensitive
corners has picked-up (U.S. vehicle sales
rose +5.3% M/M to a 17.5 million SAAR in
March and mortgage applications for
purchase rose +3.4% W/W last week) and
the 3-month/10-year U.S. yield curve, after
a slight inversion, has moved back into
positive territory. We see the yield curve
slowly continuing to ease out of near-
inversion territory over the next three
months with the yield on the 10-year U.S.
Treasury ending the year near, but now
below, 3.0%. By our math, the hurdle for
the Fed to cut rates is higher than the market
is discounting. As long as wages continue to
grow above +3.0% Y/Y (and they’re
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currently up +3.2% Y/Y) we believe the Fed

will find little justification to cut rates.

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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April Recommended Asset Allocation

Strategas Recommended Asset Allocation (Apr'19)
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Yield Differential Between
Corporates and Cash Narrowest Since 2007

Barclays Aggregate Bond Index YTW
Less 6-Month Treasury Bill Yield
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Manufacturing In China Starting to Showing Life
After 3 Months of Contraction
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Equity Rally In Emerging Markets Broad Based
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The Dollar Remains Strong, A Dovish Fed Gives Cover For
Other Central Banks To Be Dovish

U.S. Dollar Index
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1Q’19 EPS Expected to Be Negative In The United States;
Should Re-Accelerate As The Year Moves On

S&P 500 Quarterly EPS Y/Y Pct. Change
(Source: I/B/E/S data from Refinitiv)
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The Undervaluation of Value Is A Global Phenomenon

MSCI World Value NTM P/E
Relative MSCI World Growth NTM P/E
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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
IT 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
ot 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, LLLC 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, W1 53202.
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