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Long Cycle At A Crossroads?
For too many investors, the insight of Kipling’s
famous observation – in essence, to keep one’s
head when everyone around you is losing theirs
– is, unfortunately, never clearer than after
periods of general panic where, failing to keep
anything about them, they regretfully reacted in
haste. While it is said that ‘chance favors the
prepared,’ it can also reasonably be posited that
odds are improved for the fortunate few who
possess a heightened sense of awareness and
undertake actions with calm and measured
cadence during periods of uncertainty. The
measured approach during bouts of acute
market stress, compels us to disavow the
ancillary arguments “supporting” our base case
and chart a course solely on an assessment of its
fundamental merits.

Investors clearly suffered through just such an
episode late last year over fears that weakness
across international economies would combine
with errors on the domestic policy front –
specifically related to Trade and Monetary
policy1 – and conspire to threaten the durability of
the Long Cycle. The fear was palpable. From the
S&P 500’s all-time high (2,941) in lateSeptember (9/21/18) prices compressed just over
-20%, to an intra-day low (2,347) the day after
Christmas. While the selloff was dramatic, we
were struck by the outsized emphasis investors
placed on worst-case outcomes given the clear
threads of tangible strength in the domestic
economy – namely: a healthy U.S. labor market;
strong domestic consumption; and, historically
low interest rates. We viewed this as an irrational
assignment of risk-weighted probabilities.
What’s more, while certainly difficult to accept
given its social impact, the transient nature and
limited economic impact of the Government
Shutdown was being credited for providing a
mathematically unjustified headwind to corporate
activity and economic growth. While our own
reassessment agreed directionally with the
Consensus –the U.S. economy was likely to
experience a slower rate of expansion moving
forward, more in-step with its global trading
partners – we did not solve for the same order
magnitude, forecasting economic activity to
surprise above the Consensus’ severely lowered
expectations. We have maintained an above
benchmark allocation to Equities (70 percent
versus a benchmark 60/40 stock/bond
portfolio) and a below benchmark allocation to
Fixed Income (27 percent plus 3 percent Cash)
in our global allocation portfolios.

1

See Strategas Insight from July 2018, Assessing the Four
Horsemen of the Economy
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The same S&P that plunged so dramatically
during the fourth quarter has subsequently rallied
more than +18% off the low (12/26/18) to roughly
2,790, where it stands as of this writing (2/27/19),
highlighting the increasingly tenuous nature of
investor confidence. We are reminded of an
important market barometer: when investors’
focus is on the long-dated fundamental outlook –
What will earnings be next year? When will the
next Recession be? – the market will generally
have support underpinning any near-term
volatility; conversely, when the focus is on neardated machinations – What will the Fed minutes
say? What will Payrolls be this month? – we’ve
found sufficient evidence to expect “shoot first”
responses to unexpected developments. The
contours of recent market action underscore this
point. After capitulating to a decidedly negative
view during 4Q’18, market participants largely
reversed course and adopted a relatively
optimistic framework as we turned the page into
CY’19. How long will this more bullish phase
last? And, how will it ultimately reconcile?

At the center of this debate are the two
fundamental building blocks of risk asset prices
– Earnings and Interest Rates…
On the Earnings front, the introduction of
demonstrably lower corporate tax rates, 14
months ago, accounted (CP) for roughly an +8
percentage point boost in aggregate corporate
profits – this was on top of already strong
organic growth (~12 pct. points) evident
throughout CY’18. Though the Street originally
extrapolated this profile linearly into CY’19, we
always viewed the Consensus as too high in the
aggregate and estimates likely to be revised
lower into a more realistically achievable range.
Of course, the effect of the tax rate adjustment
was always going to largely anniversary from the
growth calculus in 1Q’19. But, in combination
with the protracted government shutdown,
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uncertainty over the ultimate outcome of U.S.Sino trade negotiations, softer economic
conditions abroad, and the threat of tighter
financial conditions domestically, companies
had sufficient cover in this package of “global
macro” headwinds to level set forward guidance
during the 4Q’18 reporting season. While it is
unlikely – in our view – that any of these inputs
will have an undue, or lasting impact, on the
economy or corporate profits, we have been
surprised just how aggressive the Street has
been in revising down their own 1Q’19 and
CY’19 estimates. Longtime readers of our work
will recall how sufficiently rare it has been for
our estimates of aggregate S&P 500 EPS to be
higher than the Street. (We are estimating Index
EPS of $172 for CY’19 vs. the Street’s $169.) It
is certainly not for a lack of optimism on our
part, but rather a function of the higher weight
we place on guidance revision in our estimate
framework. To be sure, this approach doesn’t
always make us right, but we are comfortable
saying it’s left us closer to the mark over the
years. In short, we remain comfortable with our
estimate of $172 for CY’19.
S&P 500 Trailing 12 Month Operating EPS
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With respect to Interest Rates, the Fed has
taken great pains to articulate a dramatically
slower pace of policy normalization. This pivot,
to a more dovish “wait and see” approach, has
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moderated concern over the yawing
discrepancy between, as Strategas chief
economist Don Rissmiller has described it, the
level of interest rate the economy can withstand
and the level of interest rate the market will
accept. This has provided not just a boost to
markets, but also an important dose of
confidence to corporate operators.
The
divergence was exacerbated last fall by
inconsistency in the Fed’s communication
program, most notably by Chairman Powell’s
assessment of the policy being ‘a long way’ from
neutral. For now the FOMC has paused.
(Remember when the futures market was
pricing four hikes in 2019?) We expect the
chairman, and his contemporaries, to be very
directed in their communication going forward.
Despite some suggestion that the Fed made a
“U-turn” with decision to pause, after 9 rate
hikes in four years (1 in 2015, 1 in 2016, 3 in
2017, and 4 more in 2018) there is plenty of
cover to measure the impact of the program to
date. There appears little impetus to raise rates
any time soon.
U.S. 2-Year Treasury Yield Less Fed Funds Rate (Bps)
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Expect some additional focus to be paid to: 1)
the terminal size if the Fed’s balance sheet
(which currently stands at ~$4.0 trillion). While
the committee continues to structure the finer
points of a revised runoff plan, we would soft
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circle $3.5 trillion, which could allow them to
complete the runoff in Q4’19, as opposed to
2020. The market should view this positively.
And, 2) the slope of the yield curve. Inversions
are generally viewed as a symptom of a policy
error and the Fed, particularly Chairman Powell,
is mindful of this.
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February Recommended Asset Allocation
Equities
B'mark

Strategas Recommended Asset Allocation (Feb’19)
Bonds
70%
27%

MSCI ACWI 60%

Barclays Agg 38%

Domestic
International

39%
31%

Core Credit
Extended Credit

23%
4%

Overweight

Dev AC Core
US LC Value
EM AC Core
US MC Value

21%
12%
10%
5%

IG Corporates
Local Currency EMD
US Dollar EMD

10%
2%
1%

US LC Growth
US LC Core
US MC Growth
US MC Core
US SC Core

9%
7%
3%
2%
1%

Agencies
US High Yield
TIPS

1%
1%
0%

US MBS
U.S. Treasuries
ABS/CMBS
Convertibles
Bank Loans

9%
3%
0%
0%
0%

Underweight

2%
M/M CHG

Neutral

M/M CHG

Page | 4

Cash
3%

February 28, 2019

Economic Surprises Turning Up In the United States and
Emerging Markets, Eurozone Remains Suppressed
Economic Surprise Indexes
(Source: Bloomberg)
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Can Fiscal Stimulus In China Work Again
Like It Did In 2016
Bloomberg China Credit Impulse
(12 Month Change)
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Earnings Continue To Face a Downward Trajectory
For Both EM & Developed Markets
2019 Earnings Revisions
Emerging Markets vs. Developed Markets
(Indexed to 100, 1/1/2018)
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While We Are Still Constructive On EM;
We Remain Aware of the Recent Pause In Its Advance
MSCI Emerging Markets Relative
MSCI Developed Markets
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Both Commodity and Service
Oriented EM Markets Have Worked
Emerging Market Equities:
Service vs. Commodity Rel S&P 500
(MSCI Country Indicies, Eq. Wtd; Dollar, Indexed to 100, 1/1/2013)
105
95

85

Service

75
65

Commodities

55
45
35
Jan-13

Jan-14

Jan-15

Jan-16

Jan-17

Jan-18

Jan-19

Value Has Underperformed For Sometime
Similar to High Beta
Pure Value Relative Pure Growth &
High Beta Relative Low Beta
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Corporate Beta Outperforming To Start 2019
Barclays Corporate Index Spreads to Treasuries
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Barclays HY Index Spreads to Treasuries
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Emerging Market Beta (USD & Local) Also Strong
Barclays USD Sov EMD Index Spreads to Treasuries
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iShares J.P. Morgan EM Local Currency Bond ETF (LEMB)
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Euro Bond Market Priced For Slow Growth,
Without Much Credit Risk Compensation
Government Yields
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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 decisionmaking 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/researchinsights/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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