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A Clear but Winding Path 
 

The US stock market notched its 18th 

new high of the year—and an all-time 

high at that—on August 29, less than two 

weeks ago, and is up 7.4% through last 

Friday, September 7, 2018. The US 

economy grew at a robust 4.2% year-

over-year SAAR (seasonally adjusted at 

annual rates) pace in 2Q’18, and the 

Atlanta Fed’s GDPNow forecast of 

current quarter growth stands taller at 

4.4%—which would be the highest rate 

in 16 quarters. The unemployment rate is 

3.9%—a near 20-year low—and the year-

over-year wage increase is 2.9%. 

American companies are estimated to 

generate $156 of S&P earnings in the 12 

months ending September 30—an all-

time high—and 21.5% higher than the 

same period a year ago. And profit 

margins are running north of 11%— you 

guessed it, at an all-time high.  
 

And yet…  
 

In the three months ended last Friday, 

the market’s classically defensive 

sectors—Health Care, Utilities, and 

Staples—have outpaced more growth 

oriented cyclicals—Information 

Technology, Energy, and Industrials— 

by 810 basis points. The yield curve (as 

measured by the spread between the 10-

year and 2-year yields on US Treasury 

bills) has flattened to an unleavened 22 

basis points. Commodity prices have 

fallen precipitously—copper is down 

21% since June; silver has fallen 19% 

since January; and oil is off 8.5% from 

late-June levels. The tightening of 

overnight rates, the strengthening US 

Dollar, and a battery of idiosyncratic 

explanations have pulled emerging 

markets equities down 20% from this 

year’s high recorded on January 26, 2018. 

 

Why the long faces?  Why the cause for 

concern? 
 

Market masons have certainly been busy: 

A number of issues have become bricks 

in the ‘wall of worry.’ Four of them seem 
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to have moved front and center in recent 

months: geopolitics (North Korea, 

Russia, Turkey, and then Venezuela and 

Argentina); tariffs and trade (China, 

NAFTA, even European autos); interest 

rates, the yield curve, and the possibility 

of a Federal Reserve (the Fed) policy 

mistake; and the near-daily drama from 

the White House (whether it is from 

@realdonaldtrump or the pen of 

Anonymous) and the upcoming midterm 

elections. In isolation, much of this likely 

would be characterized as noise, but in 

concert, it commands attention.  
 

Of all of these threads, we are particularly 

focused on two. First, the Fed is 

unabashed in its desire to “normalize” 

interest rates. Boston Fed President, Eric 

Rosengren, who will rotate into a voting 

seat on the Federal Open Market 

Committee (FOMC) next year, reiterated 

this view in comments published over 

the weekend. To be fair, St. Louis Fed 

President, James Bullard, who also will 

have a vote next year, took the other side 

in his own comments last week, arguing 

for prudence (but he is in the minority 

among FOMC members). For its part, 

the market has discounted a Fed rate hike 

at the September meeting, and places 

better than 70% odds that another will 

come in December according to 

Bloomberg and based on the Fed funds 

futures market. We think they will hike at 

both. Coupled with prevailing guidance 

(four rate hikes in calendar year 2019 and 

two more 2020) it is not difficult to see 

why investors exhibit growing concern 

that the Fed may be at risk of making a 

policy error. The continued tightening of 

financial conditions (i.e., rising interest 

rates) is producing the expected results: 

housing looks toppy, and money growth 

has slowed, the impact of which is 

particularly acute for emerging 

economies. It is the unexpected result, 

however, that causes problems. In our 

view, an effort by the Fed to push 

forward with its plan to normalize policy, 

irrespective of global economic 

developments, would likely cause, as our 

chief economist, Don Rissmiller, has 

said, “something to break.” Any 

indication that the Fed will pull back 

from the outlined pace of tightening 

should be viewed as a positive near-term 

catalyst for the equity market. Don and 

his team are watching developments on 

three fronts to gauge the likelihood of a 

policy shift: 1) Are global inflation and 

inflation expectations topping? 2) Are 

financial conditions tightening too 

quickly? and 3) Are international 

developments beginning to weigh on 

domestic growth? For now, any trouble 
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appears to be contained abroad. 

Investors should keep an eye on the yield 

curve, which, as we note above, has 

flattened to 24 basis points. Advisor 

Takeaway: We’re comfortable with a 

flat yield curve, but an inverted curve 

is trouble. Importantly, there are notable 

precedents when the curve remained 

relatively flat for an extended period. In 

particular, in the late 1990s, the curve 

averaged 35 basis points from January 

1995 to December 1999. We believe the 

current period offers a number of 

parallels—faster output growth, low 

unemployment, and little inflation… Stay 

tuned. 

 

 
 

The second hot button is the prevailing 
uncertainty on the trade front. The 
Administration’s tactics (presumably at 
the President’s direction or with his 
implicit blessing) are economically 
suspect and the range of outcomes too 
difficult to handicap. This may be an 
effective negotiating technique, but it is 

far from market friendly. Investors have 
welcomed the unilateral trade deal 
announced with Mexico (and the 
likelihood of a deal with Canada). But the 
real story is China. Enter the US midterm 
elections: More than just providing 
domestic theater, the outcome will have 
important implications for ongoing US-
Sino trade discussions. Despite polling 
that suggests a Democratic wave, the 
White House has maintained a confident 
posture and has pressed forward with 
additional tariffs on a growing list of 
Chinese goods, presumably in the hope 
of bringing sufficient pressure to bend 
the negotiations in Washington’s favor. 
Beijing is less sure the President’s hand 
will be strengthened when the polls close 
on November 6. Advisor Takeaway: 
We do not expect a deal before the 
midterms, though clarity and 
resolution on our trading relationship 
with China has the potential to be the 
market’s single greatest bullish 
catalyst in the near-term. We will 
continue to watch global commodity 
prices as a signpost indicating whether 
weakness in China and other emerging 
economies remains contained or 
metathesizes into trouble felt closer to 
home. 
 
The less frequently asked question, but in 
our mind more interesting, is what could 
go right? 
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By our lights, a fair amount. As a starting 
point, do not discount the underlying 
health of the US economy. Although the 
cut in corporate tax rates boosted profits 
with a pen stroke— subsequently 
evidenced by three sequential quarters of 
20%+ growth—this accounting 
adjustment tells only part of the story. 
How a company deploys the tax savings 
is the key. A company can pursue seven 
principal outlays with uncommitted cash: 
1) buy back shares; 2) pay a dividend; 3) 
retire debt; 4) make an acquisition; 5) 
make a capital expenditure; 6) raise wages 
or hire more employees; or 7) save it for 
another day. Although there naturally has 
been debate on the impact any one of 
these outlays would have on the broader 
economy (or what evidence would 
indicate a lag in their impact), to put it 
simply, companies have increased 
funding into all of them. We prefer to 
watch sales and EBIT (earnings before 
interest and taxes) for a better read on the 
supply-side impact of last year’s fiscal 
stimulus, rather than look at only EPS 
(earnings per share). Despite money’s 
proclaimed proclivity to be conservative, 
it tends to burn a hole in Americans’ 
pockets, particularly corporate pockets, 
where there is pressure to generate a 
return on equity. So a tax cut for one 
becomes revenue for another. If this 
continues as it has this year, both sales 
and EBIT growth will pick up as the tax 
cut moves beyond the EPS growth rates 

in 1Q19. Both series are moving in the 
right direction—sales are up 6.3% year 
over year, and EBIT s up 8.5% for the 
same period. 

 
 
Consumer confidence is high, wage 
growth is strong, unemployment is low, 
and jobless claims are trending at historic 
lows. As a result, consumer confidence is 
pressing to highs last seen in the late-
1990s and, prior to that, in the late 1960s. 
Retail sales have stayed strong. Advisor 
Takeaway: Despite faint signs of 
stress in the periphery, questionable 
tactics from policymakers (monetary 
and trade), and seasonal wobbles in 
the market, we remain broadly bullish 
on the economy. A clear path remains 
for the economy to expand well into next 
year (and beyond— but first things first). 
The efficient deployment of corporate 
tax savings should result in productivity 
gains and a further increase in wages. We 
are increasingly in an alpha-driven 
market—what stocks do you own, what 
bonds do you own?—as opposed to a 
beta-driven market—how much equity 
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do you own, how much debt do you 
own? Positioning clients to take 
advantage of this market likely will 
require a greater active component in 
portfolios than has been typical over the 
past decade. The path is clear, and 
although it is not a straight one, it will be 
worth it. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

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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Active Fixed Income is Needed 

Now More Than Ever 
 

If you surveyed bond managers 5, 10, 20, 

or even 50 years ago, most would have 

said that their biggest fear over the long-

term was inflation.  Nothing spooks a 

bond investor like the thought of 

inflation, particularly volatile inflation.  

And if you asked bond managers what 

their greatest fear is today, inflation 

would still be high on the list, particularly 

over a longer-term investment horizon. 

Their fear is that inflation may be far less 

predictable than the 1% to 2% range seen 

over the past decade.  This last point is a 

critical reason why active fixed income 

may be even more important than in the 

past.  To see why, let’s think about what 

happens when inflation rises or falls 

rapidly, and consider what role fixed 

income plays in a balanced fund.  

For a large rise in inflation, say +100 

basis points over a 6 month period, 

inflation expectations would likely rise 

around +100 basis points across the U.S. 

curve from 0 to 10 years, with a smaller, 

but still material rise in real yields as well.  

If your bond maturity is around that of 

the standard index, the Aggregate Index, 

then you’re looking at bond losses of 

about -4% to -5%.  In the past, this 

would likely be offset by gains in your 

equity position, but as we witnessed in 

the first quarter of 2018, equity markets 

are showing more sensitivity to rising 

interest rates and rising inflation than in 

the past, and both asset classes may move 

in something less than the optimal 100% 

negative correlation.  In this case, fixed 

income may actually be called upon to 

offset losses in equity positions in order 

to keep a balanced portfolio chugging 

along. 
 

Now let’s consider what may happen if 

there’s a large drop in inflation, again say 

-100 basis points over a 6 month period.  

Inflation expectations would likely dip by 

something near, but less than -100 basis 

points across the U.S. curve from 0 to 10 

years, with a smaller, but material drop in 

real yields as well.  In this case, an Agg-

like portfolio may experience somewhere 

around a +6% to +7% return, but this 

might be -3% to -5% less than witnessed 

in the past for such a large drop in 

inflation.  This is in part because inflation 

expectations today are quite low by 

historical standards, so there’s not much 

room for them to move lower if inflation 

were to actually fall.  The extremely low 

level of inflation uncertainty has led to 

low real yields, and real yields also have 

less room to drop from cyclical changes 

in inflation.  Lastly, credit spreads in the 
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investment grade corporate bond space 

may be inclined to rise on a drop in 

inflation, as inflation expectations are 

highly correlated with earnings 

expectations.  A look at the equity side 

may show downside risk that is typical of 

an equity bear market, as such a drop in 

inflation is usually a sign of a recession. 

So once again, bonds are being called 

upon to offset losses in equity positions 

from a volatile move in inflation, but a 

standard passive strategy is not up to the 

task with.  

Active fixed income is critical, 

particularly when rebalancing between 

sectors that return more in declining 

inflation environments (Treasuries, 

agencies, MBS, and sometimes 

investment grade corporates) and more 

in rising inflation environments (HY, 

convertibles, bank loans, and sometimes 

EMD).  
 

Bond Sectors Show Varied Performance 

as Inflation Rises and Falls  
 

In truth, there are really no bond sectors 

that perform “well” in a rapidly rising 

inflation environment (even floating rate 

debt has some risks if the move is volatile 

enough).  Some sectors (bank loans, 

convertibles, HY) have greater 

endurance in rising inflation 

environments than others.  The chart 

below shows smoothed trend lines of 

quarterly returns for multiple bond 

sectors since 2009 (start of expansion) to 

today vs. the 3-month change in market-

implied inflation expectations.  
 

 
 

Essentially, we’ve run a scatterplot of 

quarterly returns for mortgages, 

corporates, emerging markets, high yield, 

bank loans, and convertibles, plotted 

against changes in what the market thinks 

inflation will look like over the next 10 

years. We’ve then calculated a smooth 

path of these returns as inflation rises and 

falls. What stands out is that total returns 

can vary substantially amongst sectors 

depending on how much, and in what 

direction inflation is moving.  More 

equity-like sectors (HY, bank loans, and 

convertibles): perform poorly when 

inflation is dropping rapidly; they 
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perform well when inflation is stable, as 

we would expect; and, they perform well 

when inflation is rising modestly.  But, 

performance begins to dip (convertibles), 

or at least slow (HY), for progressively 

higher rates of change in inflation.  Even 

bank loans begin to show some 

slowdown as inflation expectations rise 

more rapidly, and they’ve lagged behind 

high yield for wide ranges of inflation 

moves.  Meanwhile, higher quality 

sectors (IG corps and MBS) do poorly in 

rising inflation environments, as we 

would expect. But investment grade 

corporates also seem to show some drag 

in declining inflation environments, just 

like their HY cousins.  In contrast, MBS, 

which displays high optionality, actually 

shows stronger performance in declining 

inflation, but this may be the illusion of 

central bank buying, which bought large 

quantities of MBS during the worst of the 

economic uncertainty. Then there are 

emerging market bonds (in this case 

USD denominated bonds), which show 

the most curvature to their return profile. 

Clearly this sector prefers very stable 

inflation, which is consistent with the 

observation that EM experiences flight in 

both growth panics and inflation panics.  

So what does this all mean?  It means that 

passive strategies that try to just ‘diversify 

away inflation risk’ likely won’t be able to 

do that over the duration of the next 

business cycle.  Rather, bond strategies 

will need a more active approach to asset 

allocation as the business cycle moves 

from contraction, to stabilization, to 

expansion, to excess. For example, 

rapidly declining inflation environments 

will likely need lower beta corporate 

sectors and even greater duration to 

hedge equity downside.  
 

Advisor Takeaway: Corporate beta 

will need to be adjusted not just for 

credit cycle risk, but for inflation risk.  

Portfolios will require higher 

allocations to investment grade in 

stable and declining inflationary 

environments, and more exposure to 

high yield, convertibles, and bank 

loans when inflation accelerates more 

rapidly.  In contrast, rapidly rising 

inflation will require portfolios with 

much lower duration than in previous 

cycles, and more exposure to high 

quality high yield (convertibles and 

bank loans).  All of these points speak 

to the need for active fixed income in 

the years ahead, even if the role of 

fixed income in the asset allocation 

model is itself meant to be a passive 

one. 
 

Tom Tzitzouris is the Head of Fixed 

Income Research at Strategas. 
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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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Bull Markets Don’t Die of Longevity  
 

 
 
 
 
 
 
 
 
 
 
 
 
 

      *average excludes current bull market 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

S&P 500 Bull Markets 
Start End Duration 

(Months) 

Total Pct. 

Chg.  

Return from Trough 

Date Date +1 Yr +2 Yr +3 Yr +4 Yr 

6/1/1932 3/6/1937 57 324.3% 121.4% -3.7% 2.1% 50.2% 

4/28/1942 5/29/1946 49 157.7% 53.7% 3.4% 23.8% 26.4% 

6/13/1949 8/2/1956 86 267.1% 42.1% 11.9% 13.1% -2.3% 

10/22/1957 12/12/1961 50 86.4% 31.0% 9.7% -4.8% 28.4% 

6/26/1962 2/9/1966 43 79.8% 32.7% 17.4% 2.0% 4.2% 

10/7/1966 11/29/1968 26 48.0% 32.9% 6.6% -10.2% -6.7% 

5/26/1970 1/11/1973 32 73.5% 43.7% 11.1% -2.5% -17.9% 

10/3/1974 11/28/1980 74 125.6% 38.0% 21.2% -7.1% 6.1% 

8/12/1982 8/25/1987 60 228.8% 58.3% 2.0% 13.4% 29.7% 

12/4/1987 7/16/1990 31 64.8% 21.4% 29.3% -7.1% 16.5% 

10/11/1990 3/24/2000 113 417.0% 29.1% 5.6% 14.5% 1.1% 

10/9/2002 10/9/2007 60 101.5% 33.7% 8.0% 6.6% 12.9% 

3/9/2009 9/4/2018 114 328.2% 68.6% 15.7% 3.9% 13.2% 

All Periods Average* 57 164.5% 44.8% 10.2% 3.6% 12.4% 
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The Most Joyless Bull Market… 

 
 

Sources of Investor Anxiety This Year: 

1. Inverted Yield Curve 
2. North Korea 
3. Trade “Wars” 
4. “Peak” Earnings 
5. Inflation 
6. Midterm Elections 
7. Fed Tightening/Balance Sheet Runoff 
8. Aggregate Debt Levels 

 

 

Incredibly, Individual Investors Have 

Largely Sat This Bull Market Out  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Net Flows into Mutual Funds + ETFs ($BN) 

  Domestic Equity International Equity 
Bond Money Mkt 

Year MF ETF MF ETF 

2009 (27.6) 30.9  29.6  39.6  417.2  (539.1) 

2010 (81.1) 46.7  56.7  41.5  262.0  (525.1) 

2011 (133.3) 47.3  4.1  24.3  163.7  (124.1) 

2012 (159.1) 80.9  6.4  51.9  358.5  (0.2) 

2013 18.1  104.1  141.4  62.8  (59.0) 15.0  

2014 (60.2) 141.5  85.4  46.6  94.5  6.2  

2015 (170.8) 65.4  93.9  109.7  29.4  21.5  

2016 (235.4) 167.6  (24.5) 20.1  190.1  (30.3) 

2017 (236.0) 186.0  76.7  159.8  381.1  106.9  

2018 YTD (127.7) 57.5  53.7  31.3  155.8  (27.7) 

TOTAL (1212.9) 927.8  523.4  587.6  1993.3  (1097.0) 
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Investors’ Number One Concern  

Is An Inverted Yield Curve 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

If the Curve Does Invert There is Still Time 

Before the U.S. Falls into a Recession 
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Fiscal Stimulus Outweighs the Drag From Tariffs 
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Tough to Find Much Wrong with C+I+G+NX 
 

The U.S. economy doesn’t get in big trouble with consumer confidence hitting new cycle 

highs. The consumer is still close to 70% of the U.S. economy. 

 

 

 

 

 

 

 

 

 

 

 

Wages Rising but Slowly Thus Far, More to Go 

 

NFIB Survey, 

Lead 2Yrs 
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A Possible 2019 Fed Pause Key Policy From Here 

 

 

Never a Recession With Profits Up 
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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 
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