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Looking Back, Moving Forward

Framing Our Quarterly Review and Outlook
With the Last Recession in Mind

“When you repeat a mistake, it is not a mistake anymore. It is a decision.” - Paulo Coelho
“No pain, no palm; no thorns, no throne; no gall, no glory; no cross, no crown.” - William Penn

Doug Couden, CFA, Chief Investment Officer

The Great Recession of 2008 is considered by most
market observers to have been the worst financial crisis
since the Great Depression of the 1930’s. It has been ten
years since the nadir of the crisis and, while some aspects
feel like ancient history that we can barely remember
(nor want to), others linger to this day. The ten-year
anniversary of such a globally devastating event provides
a good opportunity to look back and reflect on the
crisis, and how it has framed our outlook for the future.
The recent turmoil in the markets only make such a

comparison more timely.

Let’s begin by saying we do not believe similar
recessionary or bear market conditions are present. The
world has changed tremendously this past decade and
many of the imbalances that existed prior to the financial

crisis simply don’t exist today. That said, the markets

are not without risk and we recognize things can change
quickly. Concerns have been building in year nine of

one the longest bull markets in history (Chart 1), but

how do they differ from 2008? What are the signposts
that the market is straying off course like it did ten years
ago? When we look through the lens of our technical,
fundamental and macro disciplines, the backdrop today
has significant differences relative to the period leading up

to the 2008 crisis (Chart 2).

With the benefits of hindsight, it is clear the market
wasn't on solid technical footing entering 2008. At the
end of 2007, forty percent of stocks in the S&P 500 were
trading above their respective 200-day moving averages
(a proxy for longer-term technical trends). This low level
reflected the subtle breakdown in momentum that was

occurring internally and contrasts with today’s relatively
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healthy level. Market breadth and other participation

measures were also in decline as we entered the crisis
(small-cap and micro-cap stocks were down in 2007 vs.
the S&P 500, which was up). Today, small-caps are on
equal footing with large-caps. This indicates that the

technical foundation was, in contrast to today, already

fragile by the end of 2007.

While pre-crisis valuations were
similar to today’s levels (and in line with
historical averages), growth rates were
not. Earnings growth rates flattened in
the quarters and years leading up to the
crisis (profits in 2007 were the same as
2006); today they are expanding. And
liquidity problems started to surface well
before stock markets tumbled, evident
in the widening of credit spreads (the

amount companies must pay to lenders

above a risk-free rate, like US Treasuries).

In contrast, today we have relatively
“tight” credit spreads suggesting that
liquidity is not a problem. At the same

misfunction.

time, we are monitoring for too much
liquidity, which can lead to problems
down the road if not kept in check (Chart
3).

The massive credit/debt expansion
that led into the 2008 crisis, particularly
in mortgage debt also differs markedly
from what we have today. While debt
imbalances do exist, we see them more
at the government level, not the personal
or bank level as in 2007. Finally, and
arguably most importantly for asset
prices, euphoric sentiment, particularly in
the housing market, has been replaced by
a more skeptical, and healthier, investor.

In many ways, this has helped prolong the

recovery from what was clearly an historic era of financial

For most of the enduring recovery we have held
our positioning steady, as our technical, fundamental

and macro views have, in total, skewed positive. In

contrast, preceding and throughout the financial crisis we

Chart 2: Differences Exist
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Source: BakerAvenue. Data as of 9/30/2018.
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Chart 3: IPO Activity Reflects Liquidity.
Still Not Too Much Of A Good Thing.

We weren't surprised to see more gains,
but were surprised by the lack of volatility

(there were no +/- 1% moves in the S&P

500 last quarter).
700 1 Number or IPO: of IPOs is way below Trade and tariff headlines were a
600 - ™T —Bybble peaks constant source of frustration for investors
500 - ‘——""—“ as concerns that negotiations would
e \ devolve into a full-blown trade war were
300 \\\ ever-present. The US dollar advanced and
200 - b many emerging market currencies fell in
anticipation of a prolonged escalation in
100 - tension. While negotiations with China
’ 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 continue to this day, late-quarter trade

Source: Bloomberg. Data as of 9/30/2018.

settlements with Mexico and Canada,

the US’s largest trading partners, relieved

frequently raised cash across our strategies. Although not
immune to losses in 2008, ours were limited, especially

in comparison to the severe losses suffered by our peers
and indices. Ten years ago, fiduciaries—us among them—
were put to the ultimate test. It wasn’t an easy time, but it
hardened our resolve for prudent wealth management and
solidified our investment philosophy. At BakerAvenue,
our approach to wealth management centers on the

belief that long-term financial goals are met by a strict
adherence to both growth and protection of our clients’
assets. It would be naive to think that another test isn’t
coming at some point, but given last quarter’s indicators,

we do not believe that test has arrived [yet].

Review:

Despite the abundance of geopolitical headlines and
negative rhetoric in the third quarter, the resiliency of
US stocks was on display once again with the S&P 500
posting its best quarterly performance since the fourth
quarter of 2013. We wrote last quarter (see “The Wall
of Worry” here) that, despite a daunting list of potential

roadblocks, we saw a path for the market to move higher.

some of the stress. Nevertheless, the
performance gap between domestic and international
markets widened further. The Turkish lira and Argentine
peso were some of the currencies that came under
outsized pressure as their dollar-denominated debt loads
became more expensive. The MSCI Emerging Markets
index entered into bear market territory; however, the

spillover effects for developed markets were negligible.

There remained a growing disconnect between the
volatile political rhetoric and the strong US economic
data. Domestically, reports on business and consumer
confidence, manufacturing, and most importantly,
employment, accelerated or remained at highly supportive
levels throughout the quarter. Unemployment claims hit
a forty-eight-year low and wage growth hit a new cycle
high. Third-quarter GDP growth estimates converged
around 3.1%, a healthy level.

In part due to that economic strength, the Fed raised
interest rates for the eighth time this tightening cycle
and removed the word “accommodative” from its policy
statement. This signaled to the markets that monetary

policy is getting a bit tighter (more restrictive) and served
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Chart 4: The Yield Curve has Compressed

U.S. Treasury Yield Spread: 10 Year - 2 Year (bps)
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US business and consumer confidence

remained at multi-year highs.

Through our fundamental
discipline, we focus on credit metrics
and were comforted by the fact that,
despite the macro headlines, there was
little movement in the credit markets
(Chart 6). Liquidity was ample and,
coupled with surging CEO confidence,
M&A activity remained elevated. The
healthcare (+14%) and industrial (+9%)

23.3

sectors were the best performing, while

the new communication services (-1%)

12 '14 'l '18

and real estate (-0.5%) groups lagged.
Apple (+22%) and Amazon (+17%)

to push interest rates up around the world. The yield
curve (the difference between yields on short-dated and
long-dated Treasury bonds) dipped to its lowest level in
eleven years. The flattening yield curve kept investors
on edge as the phenomenon known as an “inverted yield

curve” has been an accurate recession indicator (Chart 4).

The fundamental backdrop remained positive last

quarter. Earnings reported during the

continued their march higher while
Facebook (-15%) and Twitter (-35%) fell on hard times.
Pharmaceutical stocks rallied after drug approvals (Eli
Lilly +25%), homebuilders fell on concerns over higher
mortgage rates (Lennar -11%), and investor interest in
cannabis-related companies soared (M], a marijuana-

related ETE, returned +36% last quarter).

quarter increased 25%, the strongest in
igh hart 5). R j d

eight years (Chart 5). Revenues jumpe Chart 5:

10%, the highest in nearly seven years.

While most domestic indices posted

EPS Growth with Consensus Expectations

Earnings Growth Rates Should Remain at Healthy Levels

strong gains, profits increased even

more, which helped to keep valuations
(i.e. the P/E multiple) steady. The tax
overhaul boosted the coffers of many
companies, of which share buybacks were
a major beneficiary. In fact, buybacks
have totaled almost $500 billion so far
this year, up nearly 50% year-to-date

and on track to exceed $1 trillion, a new

record. Reflecting strong fundamentals,
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etc.) reflected a cautious tone, despite a
series of new all-time highs in the major

indices.

Our BakerAvenue Prudence Indicator
kept its positive long-term stance while
the short-term view held its neutral
(balanced) state. The short-term view
was anchored by a belief that the market
would stay within range and remain
volatile, as investors digested the plethora
of macro headlines; the longer-term
(positive) trend would hold. We held
exposure steady in all our strategies and

focused on individual positions and

strategy tilts.

The technical backdrop was mixed. Market breadth

deteriorated a bit as the broader market couldn’t keep up

with the large-cap biased indices like the S&P 500 (the

small-cap-laden Russell 2000 trailed the S&P 500 by 4%
last quarter). The large divergences we highlighted last

quarter widened further with big performance spreads

Outlook:

We entered 2018 expecting more gains while
anticipating a period of lower returns with heightened

volatility. We see no reason to change that view. The S&P

500 is up eleven of the past twelve quarters and, despite

opening among asset classes. For example, we saw larger-

than-normal gaps between large growth (+9%) and large

value (+4%) styles, momentum (+8%)
and dividend-based (+2%) strategies, and
domestic (+7%) and international (+1%)

exposures, to name a few.

Despite the move higher, sentiment
remained relatively subdued. Investors
remained skeptical throughout the
quarter and fund flows from equity
mutual funds and ETFs into fixed
income continued as the macro headlines
remained volatile. The investor sentiment
readings we like to monitor (e.g. AAII
bull-bear ratio, Investors Intelligence

bullish-bearish reports, put/call ratios,

some unnerving activity, we suspect there is room to run.

Chart 7: The Current Economic Cycle is 111 Months Long
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S&P 500 Index: Forward P/E ratio
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Chart 8: Valuation Is Back Within Historical Ranges
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this point. We will be watching to see
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multiple back within its historic range
(Chart 8).

We favor the technology, financial and

Investors will need to work harder to find opportunities
for growth by taking more calculated risks and being
more selective in their portfolio holdings. While we are
prudently monitoring the growing list of macro concerns,
particularly international weakness, these concerns differ
materially from those that led to the financial crisis of
2008. The odds of a near-term recession or bear market

continue to seem low to us.

An important distinction between our philosophy
and that of most asset managers is that we have the
flexibility to adjust our risk exposure should the backdrop
deteriorate. We believe preserving principal in unstable
markets helps our clients reach their long-term financial
goals. Just as in 2008, it’s the fundamental, technical and
macro drivers that define our outlook, and on balance we

continue to like what we see.

We expect fundamentals to continue playing a
prominent role as we approach the later stages of the
economic cycle (Chart 7). Commentary surrounding
third quarter earnings reports will carry the most weight
in the short-term. Following back-to-back quarters of

~25% S&P 500 earnings growth, third quarter earnings

material groups, and are continuing to
underweight the consumer staples and utility sectors. We
have started to shift a bit more of our exposure to value
from growth, in anticipation of higher interest rates and to
take advantage of the wide performance gaps. The credit
cycle will also be important to watch as the year ends. The
spread between US high-yield bonds (or junk bonds) and
US Treasuries is a key metric in our work; this currently
shows little signs of stress. In fact, quite the opposite, this
spread is still the tightest we have seen in the post-crisis
era. Said differently, liquidity is ample and the risk of
companies not meeting their capital commitments is low.

Should this change, we will adjust our risk posture.

Interest rates and trade will remain highly influential
to the macro narrative. Historically, the stock market has
a positive correlation to rising rates up to about 5% on
the 10-year Treasury (Chart 9). We would expect a lower
level of inflection this cycle because we are coming oft
historically low interest rates, but we feel there is room for
further increases. It is important to remember that it is
not only the level but also the speed at which bond yields

increase that influence the stock market. The correction
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Correlations between weekly stock returns and interest rate movements
Weekly S&P 500 retumns, 10-year Treasury yield, rolling 2-year correlation, May 1963 — September 2018

Chart 9: Historically Rising Rates Are Good For
Stocks (When Those Rates Are Below 5%)

overhaul NAFTA last quarter, but China
trade tensions have clearly risen. The
stronger dollar and new trade restrictions
have pressured China’s growth rate and

contributed to the emerging market

10-year Treasury yield

Source: JPMorgan, Bloomberg. Data as of 9/30/2018.
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interest rates, etc.) will help stabilize

China’s growth trajectory. But it will take

earlier this year, as well as the current pullback, is at least
in part influenced by the pace of the interest rate move.
Recent stock market volatility can also be traced to yields
pushing toward a seven-year-high in a relatively short
period. We forecast a continued gradual move higher

from current levels.

Why interest rates are moving higher is also

important. Unemployment hit the

time.

While employment and wages are heading in the
right direction, housing has stalled mostly because
of higher mortgage rates and affordability. We are
closely monitoring this input, the center of the 2008
financial crisis, and will keep an eye on its progression.

Fortunately, banks have securitized less housing-related

lowest level since 1969 last quarter and

consumer and business confidence hit Chart 10: Performance Divergences Widened Last Quarter

all-time highs, as did the ISM services
index. Wages moved higher and the Fed
removed the word “accommodative” from 140
its policy statement because they felt the
market could handle it. In other words,
the recent move in rates in part reflects
the strong domestic economic picture.

We expect the economic growth tailwind

to continue into the new year. The e
international side of the ledger is causing 80
Jan 17

our most concern.

The US and Canada reached a deal to

Shanghai Composite Index(indexed to 100, 1/1/17)
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Chart 11: Investors Have Been Positioned
Defensively Since The Financial Crisis slightly overweight small-cap stocks).

levels and are comfortable moving down

the capitalization ladder (we remain

Despite many indices consolidating

Source: Evercore, Bloomberg. Data as of 9/30/2018.
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many headlines in play to bring about
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a euphoric state, like with housing in
Lo 2007. Most bull markets die from too
Equities much euphoria, so we view this dynamic
Sep 26: -$183b
. e positively. Additionally, it'’s worth noting
56 that there has been much more bond
2008 2010 2012 2014 2016 2018

buying than stock buying since the last
bear market lows (Chart 11). In fact,

significantly fewer Americans have any

derivative products, and money reserves — both at the

corporate and personal level — are in much better shape.

We are also monitoring several technical signposts
that help frame our outlook and positioning. Market
internals are currently in decent shape. We expect them
to stay that way. Longer-term trend lines are holding
and internals reflect a choppy but directionally positive

backdrop. Currently the same amount of

money in the stock market than they did
before the financial crisis. While October has a reputation
for being the most volatile month of the year, seasonal
tailwinds (November through March are historically the
best months of the year) aren’t far ahead (Chart 12).

Like the picture on the first page of this outlook,

when looking back we have a clear understanding of

stocks hitting new highs are hitting new
lows and momentum has fallen off. We
foresee that technical trends will remain
choppy in the near-term but remain in an

uptrend longer-term.

We expect many of those asset class
performance divergences will close if
the macro backdrop settles. The hard
part with divergences is that they can
persist for months before finally resolving 100
themselves. We suspect interest rates and i

tariffs will be the catalysts for change and

96

Chart 12: Seasonals are Turning into a Tailwind

S&P 500 Average Daily Performance
Midterm Election Years vs. All Years

Data Since 1950
By mid-October,
seasonality becomes a
tailwind.
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d

Midterm
Election Years

Jan

are focusing our efforts there. We predict

market breadth will remain at healthy

Source: Strategas, Bloomberg. Data as of 9/30/2018.
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what’s behind us. History is, of course, undeniable.

The financial crisis was a time of massive wealth
destruction and emotional pain and the recovery has
been a relatively steady healing process. As fiduciaries

we have learned, adapted, re-invented, and evolved with
history as our guide — we are better managers today for
having experienced the crisis firsthand. As the picture
also depicts, the path forward is always less clear. With
earnings outlooks, trade and tariff negotiations, mid-term
elections and interest rate moves, investors will be busy
keeping up with the headlines through the end of the year.
We remain optimistic, but prudently guarded. Given

the volatile and ever-changing backdrop, we believe a

strategy that combines disciplined fundamental, technical
and macro analysis has the best chance of generating
superior risk-adjusted returns. We are happy to share our
thoughts in greater detail and welcome your questions or

comments.

This information is the opinion of Baker Avenue Asset Management LP, as of the date posted and does not constitute investment

advice or an offer to invest or to provide management services. The charts and graphs in this presentation do not reflect past or current
recommendations made by Baker Avenue Asset Management LP. It is designed for educational purposes only and should not be used

to predict security prices or market levels. Any suggestion of cause and effect or of the predictability of economic or investment cycles is
unintentional. Past performance is never a guarantee of future performance and the charts and graphs in this presentation are not meant
to predict future performance. Investors should consult their financial advisor when applying the assumptions of the chart or graph and
should not base any investment decisions solely on the information provided by them. Before purchasing any investment, a prospective
investor should consult with its own investment, accounting, legal and tax advisers to evaluate independently the risks, consequences and
suitability of any investment.
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