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Weight of Evidence Argues for Near-Term Caution

Highlights:

+ Central Banks Moving Away from Accommodating Policies
- Economy on Firm Footing as Growth Accelerates

- Valuation Excesses Have Not Been Relieved

- Investors Moving from Concern to Elation

+ Seasonal Headwinds Could Weigh on Small-Caps

+ Breadth Indicators Not Yet Signaling Resumption of Uptrend

The weight of the evidence deteriorated over the first half of 2018 (from +1
to 0 to -1) and at mid-year argues that near-term caution is warranted. This

Outlook Summary

Despite pockets of strength, stocks
remain in consolidation mode

Elevated volatility of first half unlikely to
ebb in second half

Sentiment at mid-year shows optimism
and elevated expectations

Second-half pullback could provide
strong foundation for continuation of
cyclical rally

was due to shifts in the Market Factors that came, in part, as a response to a return to more normal stock market volatility.
Sentiment started the year in bearish territory but moved to bullish as evidence of excessive investor pessimism emerged
(sentiment is a contrary opinion indicator). It has since moved back to neutral as the bounce off of the early year lows for the S&P
500 (most recently tested in April) has come with resurgent optimism. Seasonal patterns moved from bullish to bearish as stocks
have entered the seasonally weak period ahead of what is set-up to be tumultuous mid-term elections. Breadth has moved from
bullish to neutral as the weakness off of the January peak led to deteriorating conditions and the bounce off of the lows has lacked
the degree of the broad market participation that typically signals persistent strength.

The Macro Factors have not changed over the course of the first half of the year. Fed policy has remained neutral even as the Fed

is signaling an accelerated path of rate

Indicator Review

Macro Factors (What Could Happen)
* Federal Reserve Policy
« Economic Fundamentals Bullish
* Valuations Bearish
Market Factors (What Is Happening)
« Investor Sentiment
+ Seasonal Patterns/Trends Bearish
* Tape (Breadth)

hikes and global central banks shift
from quantitative easing to quantitative
tightening. Economic fundamentals
remain bullish, and growth in the U.S.
continues to accelerate. Valuations
have improved somewhat as earnings
+1 growth has surged, but remain bearish
-1 and questions about the sustainability
of earnings growth remain front and
center heading into the second half.

We provide the ensuing charts not so
-1 much to provide answers to questions,
but to provide insight about what we
are watching and thinking about as the
second half of 2018 unfolds.
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Investment Strategy Outlook

Whereas 2017 featured a slow and
steady ascent for the S&P 500 (with the
largest peak-to-trough decline in the
index over the entire year being less
than 3%), 2018 has featured an initial
spike followed by an ongoing period of
consolidation. Weekly momentum trends
deteriorated as price worked lower but
more recently has turned higher.
Encouragingly, the RSl (Relative
Strength Index) did not move much
below 50 even as prices pulled back.
This is consistent with a consolidation
within the context of a longer-term bull
market and would argue against viewing
the first half of 2018 as the opening
salvo in a lengthy bear market.
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Cumulative Number of Daily S&P 500 Moves of +/-1% Over Course of Year
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It might be tempting to categorize the

0 —2004 —2005 —2006 -——2007 — 2008 volatility of 2018 as  being

. oottt ot uncharacteristic. The reality is that

2017, with its small peak-to-trough

100 — 2014 2015 2016 =——=2017 ==m2018 decline and less than 10 individual

—iedion /_ji%/ trading days on which the S&P 500

moved more than 1% in either

80 direction, was an anomaly and 2018

has represented a return to more

g/./ normal volatility. Thinking about it in

60 - terms of daily moves of 1% or more,

2018 is not far from the median
experience of the past 20 years. If the

pattern of the past holds, we could
have as many 1% daily moves in the
second half as we have seen in the
first half of 2018 (35). In other words,
the volatility seen in the first half is

unlikely to meaningfully ebb in the
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Median Target Level of Fed Funds Rate 0180613
i . Source: Federal Reserve Board | >0
— 2018-06-13 FOMC Meeting
The Federal Reserve has raised the Fed 010N FOMCHeeting s
Funds rate twice already in 2018, and
the projections it released at the June 325 325
FOMC meeting indicate another two
hikes are likely in the second half. At this 2
point, rate hikes still represent a ol 100
normalizing of interest rates and not
moving monetary policy to the point of w’ s
being  restrictive. If the Fed's s s
expectations become a reality,
normalization could be completed
sometime in 2019. Additional rate hikes
at that point would take the fed funds =r 1%
rate above its longer-run level.
237%
215 215
2128
200 | . 4 200
2018 209 2020 Langer Run
BOS91A
© Copyright 2018 Ned Davis Research, Inc. Further distribution peohibited without prior permitssion. All Rights Resenved.
See NDR Disclaimer at waw.ndr.com/copyright html For data vendor disclaimers refer to www.ndr.com/vendarinfa/
Source: Ned Davis Research

S&P 500 Index Monthly Data 2006-12-31 to 2018-12-31 (Log Scale)
S&P 500 Index Gain/A I\
2512 | T S 42512
2239 Balance Sheetlss |+ o0 | %! _ 2239
um | Time e, Y
1995 | * Above 12200 1341 | 3849 /ﬂ,«/ v o 41,995
1778 Below 12200 11 | 8151 i 1778
1585 Pakd {1,585
AW, rd
1413 |~/ d 1413
~
1,259 - - s \". f 41,259
1122 | ) ' ' 1122
1,000 - | . 41,000
891 WS 891
794 | / 4 794
Source: $47 Dow Jores indices | 2018-03-31 = 2640.87
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
i 2018-02-28=5214149 |
2250 + 42250
2018-12-31 = 584834 1
2,000 - " d 2,000
1,750 I'. 1,750
1,500 - \ {1,500
L
1250 | 1,250
1,000 | A 1000
750 750
500 500
250 | 250
0 ]
250 + -250
Source: Fedzral Reserve Board, Haver Analytics Shaded area represents Estimate
Central Banks Balance Sheet (Fed, ECB, BoJ) Year-to-Year Change in $Billions

HOT201802021A_C

© Copyright 2018 Med Davis Research, Inc. Further distribution prohibited withowt prior permission, All Rights Reserved
See NDR Disclaimer at waw.ndrcom/copyright html For data vendar disclaimers refer to waw.ndr com/vendorinfa/
Source: Ned Davis Research

Robert W. Baird & Co.

Monetary policy right now is not only a
function of interest rates, but also the
size of central bank balance sheets.
The Fed has already shifted from
quantitative easing to quantitative
tighteningp and the ECB has
announced plans to wind down its
balance sheet expansion by the end of
2018. Over the past decade, stocks
have done best when central banks
have been aggressively expanding
their balance sheets. As we move
toward 2019, the slowing in the rate of
balance sheet expansion could begin
to weigh on stocks.
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Rate hikes by the Fed have pushed up

shorter-term bond yields, while yields for
longer maturity Treasuries have been
slower to respond. This has led to a
dramatic flattening in the yield curve, as 26
measured by the spread in vyield 4
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Notes. While an inversion in the yield
curve (short-term rates moving above 16
long-term rates) is seen as an ominous
development and often a precursor to
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flattening that comes with long-term
yields moving lower as short-term yields
rise could have negative implications for
the economy.

2-year T-Note Yield
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looking for a continuation of this trend.
Yields may move higher over time, but
the next move in the near term may be
to re-test the 2.6% level. Not only has
sentiment gotten excessively one-
sided on bonds, but the most recent
rise in T-Note yields was not confirmed
by a similar rise in yields on the
German Bund.
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Supporting the Fed's decision to
continue to normalize interest rates and
the overall trend higher in bond yields is
evidence that the U.S. economy remains
on firm footing. Looking at data through
the first quarter, year-over-year growth in
both nominal and real GDP is expanding
and in both cases it is moving toward the
top of its recent range. Second-quarter
growth has accelerated over the pace
seen in the first quarter, and real-time
estimates have been moving higher over
the course of the quarter.
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Looking at 10-year growth rates, it is
easy to see why there has been so
much talk of secular stagnation when it
comes to growth. Growth rates for both
nominal and real GDP have been at or
near their lowest on record. A closer
look, however, allows for a more
hopeful conclusion. The uptick in the
yearly growth rates seen over the past
two years has helped push the 10-year
growth rates slightly higher. If this
continues, it will turn out that
widespread talk of secular stagnation
emerged at or near a generational
nadir in growth. Supporting this hopeful
view is the recent up-tick in real
median household incomes (which
also bottomed in 2013).
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Even though earnings expectations
were elevated coming into the first-
quarter earnings season, companies
were still able to provide upside
surprises. Both revenue growth and
earnings growth were strong, and more
than 80% of companies had positive
earnings surprises. A risk in the second
half is that the pace of earnings
surprises slows. When that has
happened in the past, stocks have
tended to struggle.
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In addition to watching for upside
surprises during earnings season, we
will also be watching the overall
direction of earnings estimates. So far,
the upside surprises in the first quarter
have not translated into meaningfully
higher estimates for the remaining
quarters of 2018. Earnings estimates
for the second quarter have held
stable, but that alone breaks the
pattern of seeing estimates move lower
over the course of the first two months
of the quarter. This marginal
improvement may be enough to break
the pattern that shows up in the yearly
earnings estimates in recent years
(wherein estimates have started high
and worked lower over the course of
the year).
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S&P 500 Index vs. Median Expected Earnings Growth Monthly Data 1984-12-31 to 2018-05-31
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The weekly sentiment surveys show the
emotional roller coaster that investors
went on over the course of the first half.
We went from record optimism to start
the year to a near-term washout early in
the second quarter followed by
resurgent optimism heading into mid-
year. The recent buildup in bullish
sentiment does not mean that stocks
need to immediately weaken, but it does
suggest that risks are rising and that
many investors could be uncomfortably
impacted if volatility rises in the second
half.

Weekly Sentiment Survey Summary

Bulls (Right Scale)
—Advisory Services
—Individual Investors

r 10%

F 50%
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!

Sources: Investors Intelligence, AAll, NAAIM

r 40%
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(Customized client version of: DAVIS265_2015)

S&P 500 vs. NDR Daily Trading Sentiment Composite

Daily Data 2014-12-26 to 2018-06-14

— NDR Daily Trading Sentiment Composite (2018-06-14 = 86.67)

90

Extreme Pessimism
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Excessive Optimism

Source: _Ned Davis Research, Inc.
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2015 2016

S&P 500 Index Performance
Full History:  1994-12-30 to 2018-06-14

NDR Daily Sentiment | % Gain/ | % of
Composite’s | Annum | Time
Above 625 -847 | 2835
415-625 616 | 4489
Below 415 32.36 | 2675

Buy/Hold = 7.98% Gain/Annum

T T T
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Oct Jan
2017

Source: Ned Davis Research

T T
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S&P 500 Index Performance
Chart View: 2014-12-26 to 2018-06-14

NDR Daily Sentiment | % Gain/ | % of
Composite is Annum | Time
Above 62.5 242" | 2701
415 - 62.5 -251 | 4605
Below 41.5 3545° | 2694

Buy/Hold = 8.62% Gain/Annum

* Cases less than one year are nol annualized

© Copyright 2018 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved
See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers refer towww.ndr.com/vendorinfo/
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From a short-term perspective, the
NDR  Daily Trading Sentiment
Composite has moved above the peak
seen in January (the weekly sentiment
survey indicators are still shy of their
recent peaks). All of the net gains for
stocks over the past three and half
years have come when this indicator
has signaled extreme pessimism. The
recent re-emergence of excessive
optimism argues for near caution.
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Optimism is not only showing up in the
sentiment surveys, but also in equity
fund flows. Reflecting the volatility of the
first half of 2018, fund flows have
oscillated between excessive outflows
(which are bullish) and excessive inflows
(which are bearish). Right now,
investors are tilting back toward equities,
perhaps excessively so.

S&P 500 Index vs. Four-Week Equity Fund Flows Including ETFs

{Customized client version of: DAVIS207A_CUSTOM)

Weekly Data 1997-12-26 to 2018-06-08
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— Four-Week Total of Equity Fund Flows Including ETFs(2018-06-08 = $14.4 Billion)
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S&P 500 Index Performance
Full History: 1997-12-26 to 2018-06-08

% Gain/ | % of

Four-Week Flows Are: | Annum | Time
Above 12.4 -1619 | 19.11
04-124 0.38 | 45.20
Below 0.4 26.96 | 35.69

Buy/Hold = 5.46% Gain/Annum

© Copyright 2018 Ned Davis Research, Inc. Further distribution prohibited without prior permission. All Rights Reserved|
See NDR Disclaimer at www.ndr.com/copyright.html. For data vendor disclaimers refer towww.ndr.com/vendorinfo/

Source: Ned Davis Research
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Russell 2000 Index / Russell 1000 Index Four-Year Presidential Cycle vs. Current Election Cycle
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S&P 500 and Industry Group Breadth
Key evidence that the consolidation
- 2800 phase of the first half is moving toward
L 2600 completion will likely come from the
breadth data. We are looking past new
highs in various advance/decline lines
in large part because they are best
- 2000 used as evidence of divergences at
| 1800 turning points, rather than confirmation
of the continuation of a trend.
Additionally, in both 2011 and 2015,
- 1400 the advance/decline line for the S&P
80% - 500 peaked after the index.

—Industry Group Up-Trend %
—S&P 500 (right) - 2400
- 2200

- 1600
100%

1R M WY A We are watching the percentage of

industry groups in up-trends and while
still less than robust, this indicator has
been improving as the S&P 500 has
rallied. At this point, breadth is not
providing a divergent signal from price,
0% but it is also not signaling more

11 12 13 14 15 16 17 18 19 strength beneath the surface.
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Source: FactSet, RWB Calculations
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Our expectation is that the market itself
will provide evidence that consolidation
is yielding to the resumption of a
sustainable up-trend. One way that it
has historically signaled that is through
the emergence of so-called “breadth
thrusts.” The early year weakness
brought intense periods of selling, but
the rallies have been less than robust in
terms of buying. While the indexes can
get back in gear without signaling a
breadth thrust, rallies that emerge in
those contexts tend to be more short-
lived. In addition to looking for extremes
levels in the 10-day advance/decline
ratio (shown here), we are also
monitoring the percentage of stocks
trading above their 10-day averages and
are looking for daily trading where
upside volume outpaces downside
volume by better than nine-to-one.

1778 |

Standard & Poor's 500 Stock Index

Daily Data 1947-05-17 to 2018-06-12 {Log Scale)
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Industry Group-Level Relative Strength Trends:
Improving/Deteriorating Top/Bottom
Industry Groups S&P 500 S&P 400 S&P 600 || S&P 500  S&P 400  S&P 600
Energy 1/0 TOP
Materials 0/0
Capital Goods 0/0
Commercial Senices & Supplies 0/0
Transportation 0/1 DET
Automobiles & Components 211 IMP IMP BOT
Consumer Durables & Apparel 1/0 TOP
Hotels, Restaurants & Leisure 0/1 DET
Media 211 IMP BOT TOP
Retailing 3/0 IMP. TOP TOP
Food & Staples Retailing 11 IMP BOT
Food, Beverage & Tobacco 1/1 IMP BOT
Household & Personal Products 0/2 DET BOT
Health Care Equipment & Services 2/0 TOP TOP
Biotechnology 1/0 TOP
Pharmaceuticals 0/2 DET BOT
Banks 0/0
Diversified Financials 12 DET DET TOP
Insurance 0/1 BOT
Real Estate 2/0 IMP IMP
Software & Services 11 DET TOP
Technology Hardware & Equipment 1/0 IMP
Semiconductors & Semiconductor Equipment  0/1 DET
Telecommunication Services 0/2 BOT BOT
Utilities 0/3 DET DET BOT
Improving 1 3 5 1 2 7 Top
Deteriorating 2 5 3 7 3 0 Bottom
Source: Baird

Robert W. Baird & Co.

Current leadership trends show small-
cap groups with better relative strength
than either mid-caps or large-caps. If
the typical small-cap weakness ahead
of mid-terms is going to emerge, large-
cap groups should begin to improve
and ultimately move into the top spots
in the rankings. From an industry group
leadership perspective, we are seeing
strength in Retailing, Health Care
Equipment & Services, and Real
Estate. Relative weakness is seen in
Household & Personal Products,
Pharmaceuticals, Telecom Services,
and Utilities.
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In terms of global leadership, U.S.
stocks (using the S&P 500 as a proxy)
have gained strength relative to both
emerging markets and international
developed markets. The longer-term
trend favoring emerging markets over
developed markets remains largely
intact, although emerging markets have
lost a step recently.

$MSEMF:$MSEAFE MSCl Emeraing Markets Free Index (EOD)IMSCI EAFE Indsx (EOD) INDX
12-Jun-2018
= $MSEMF $3PR 0.41 (12 Jun)

@StockCharts.com
Open 0.565 High 0.555 Low 0555 Close 0.565 Chg +0.002 (+0.314%)
056

088

Ratio: Emerging Markets (SMSEMF) to 084

S&P 500 ($5PX)
byl
o
047
o
0.44

— §MSEMF: $MSEAFE (Daily) 0.565 (12 Jun)

Ratio: Emerging Markets ($MSEMF) to e
Developed Markets (SMSEAFE) 0575

Rising trend reflect Emerging Market strength.
Falling trend reflect Developed Market strength.
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Source: StockCharts
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BAIRD STRATEGIC ASSET ALLOCATION MODEL PORTFOLIOS

Baird offers six strategic asset allocation model portfolios for consideration (see table below), four of which have a mix of equity and
fixed income. An individual’'s personal situation, preferences and objectives may suggest an allocation more suitable than those shown
below. Please consult a Baird Financial Advisor in determining an asset allocation that will meet your needs.

. Mix: Stocks / . . .
Model Portfolio (Bonds + Cash) Risk Tolerance Strategic Asset Allocation Model Summary
Emphasis on providing aggressive growth of capital with high
All Growth 100/0 Well above average | fluctuations in the annual returns and overall market value of the
portfolio.
Emphasis on providing growth of capital with moderately high
Capital Growth 80/20 Above average fluctuations in the annual returns and overall market value of the
portfolio.
Growth with Emphasis on providing moderate growth of capital and some
60/ 40 Average current income with moderate fluctuations in annual returns and
Income :
overall market value of the portfolio.
) Emphasis on providing high current income and some growth of
Income with . ; : .
40/60 Below average capital with moderate fluctuations in the annual returns and
Growth .
overall market value of the portfolio.
Conservative Emphasis on providing high current income with relatively small
Income 20/80 Well below average | fluctuations in the annual returns and overall market value of the
portfolio.
Canital Emphasis on preserving capital while generating current income
= pital 0/100 Well below average | with relatively small fluctuations in the annual returns and
reservation .
overall market value of the portfolio.

Baird’s Investment Policy Committee offers a view of potential tactical allocations among equity, fixed income and cash, based upon a
consideration of U.S. Federal Reserve policy, underlying U.S. economic fundamentals, investor sentiment, valuations, seasonal trends,
and broad market trends. As conditions change, the Investment Policy Committee adjusts the weightings. The table below shows both
the normal range and current recommended allocation to stocks, bonds and cash. Please consult a Baird Financial Advisor in
determining if an adjustment to your strategic asset allocation is appropriate in your situation.

Asset Class / . Growth with Income with Conservative Capital
Model Portfolio All Growth Capital Growth Income Growth Income Preservation
Equities:
Suggested allocation 95% 75% 55% 35% 15% 0%
Normal range 90 — 100% 70 - 90% 50 - 70% 30 - 50% 10 - 30% 0%
Fixed Income:
Suggested allocation 0% 15% 35% 45% 50% 60%
Normal range 0-0% 10 - 30% 30 - 50% 40 - 60% 45 - 65% 55 - 85%
Cash:
Suggested allocation 5% 10% 10% 20% 35% 40%
Normal range 0-10% 0-20% 0-20% 10 - 30% 25 - 45% 15 - 45%
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Appendix — Important Disclosures and Analyst Certification

This is not a complete analysis of every material fact regarding any company, industry or security. The opinions expressed here reflect our
judgment at this date and are subject to change. The information has been obtained from sources we consider to be reliable, but we
cannot guarantee the accuracy.

ADDITIONAL INFORMATION ON COMPANIES MENTIONED HEREIN IS AVAILABLE UPON REQUEST

The Dow Jones Industrial Average, S&P 500, S&P 400 and Russell 2000 and any other indices mentioned are unmanaged common stock
indices used to measure and report performance of various sectors of the stock market; direct investment in indices is not available. Baird
is exempt from the requirement to hold an Australian financial services license. Baird is regulated by the United States Securities and
Exchange Commission, FINRA, and various other self-regulatory organizations and those laws and regulations may differ from Australian
laws. This report has been prepared in accordance with the laws and regulations governing United States broker-dealers and not
Australian laws.

United Kingdom (*UK”) disclosure requirements for the purpose of distributing this research into the UK and other countries for
which Robert W. Baird Limited holds a MiFID passport.

The contents of this report may contain an "investment recommendation”, as defined by the Market Abuse Regulation EU No 596/2014
("MAR"). This report does not contain a “personal recommendation” or “investment advice”, as defined by the Market in Financial
Instruments Directive 2014/65/EU (“MiFID"). Please therefore be aware of the important disclosures outlined below. Unless otherwise
stated, this report was completed and first disseminated at the date and time provided on the timestamp of the report. If you would like
further information on dissemination times, please contact us. The views contained in this report: (i) do not necessarily correspond to, and
may differ from, the views of Robert W. Baird Limited or any other entity within the Baird Group, in particular Robert W. Baird & Co.
Incorporated; and (ii) may differ from the views of another individual of Robert W. Baird Limited.

This material is distributed in the UK and the European Economic Area (“EEA”") by Robert W. Baird Limited, which has an office at
Finsbury Circus House, 15 Finsbury Circus, London EC2M 7EB and is authorized and regulated by the Financial Conduct Authority
(“FCA”) in the UK.

For the purposes of the FCA requirements, this investment research report is classified as investment research and is objective. This
material is only directed at and is only made available to persons in the EEA who would satisfy the criteria of being "Professional"
investors under MiFID and to persons in the UK falling within Articles 19, 38, 47, and 49 of the Financial Services and Markets Act of 2000
(Financial Promotion) Order 2005 (all such persons being referred to as “relevant persons”). Accordingly, this document is intended only
for persons regarded as investment professionals (or equivalent) and is not to be distributed to or passed onto any other person (such as
persons who would be classified as Retail clients under MiFID).

All substantially material sources of the information contained in this report are disclosed. All sources of information in this report are
reliable, but where there is any doubt as to reliability of a particular source, this is clearly indicated. There is no intention to update this
report in future. Where, for any reason, an update is made, this will be made clear in writing on the research report. Such instances will
be occasional only.

Investment involves risk. The price of securites may fluctuate and past performance is not indicative of future results. Any
recommendation contained in the research report does not have regard to the specific investment objectives, financial situation and the
particular needs of any individuals. You are advised to exercise caution in relation to the research report. If you are in any doubt about any
of the contents of this document, you should obtain independent professional advice.

Robert W. Baird Limited and Robert W. Baird & Co. Incorporated have in place organisational and administrative arrangements for the
prevention, avoidance, and disclosure of conflicts of interest with respect to research recommendations. Robert W. Baird Limited’s
Conflicts of Interest Policy, available here, outlines the approach Robert W. Baird Limited takes in relation to conflicts of interest and
includes detail as to its procedures in place to identify, manage and control conflicts of interest. Robert W. Baird Limited and or one of its
affiliates may be party to an agreement with the issuer that is the subject of this report relating to the provision of services of investment
firms. Robert W. Baird & Co. Incorporated’s policies and procedures are designed to identify and effectively manage conflicts of interest
related to the preparation and content of research reports and to promote objective and reliable research that reflects the truly held
opinions of research analysts. Robert W. Baird & Co. Incorporated’s research analysts certify on a quarterly basis that such research
reports accurately reflect their personal views.

This material is strictly confidential to the recipient and not intended for persons in jurisdictions where the distribution or publication of this
research report is not permitted under the applicable laws or regulations of such jurisdiction.

Robert W. Baird Limited is exempt from the requirement to hold an Australian financial services license and is regulated by the FCA under
UK laws, which may differ from Australian laws. As such, this document has not been prepared in accordance with Australian laws.

Copyright 2018 Robert W. Baird & Co. Incorporated
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