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Despite Volatility Lull, Stocks Remain Range Bound
Highlights:
• Inflation Pressures Rising
• Treasury Yield Rise Not Getting Confirmation
• Q1 Results Generate Positive Earnings Surprises
• Stock Rally Comes With Return Of Optimism
• Breadth Thrusts Remain Elusive

Outlook Summary
Weight Of Evidence Holds At Neutral
Stocks Consolidating Within Broad
Trading Range
Watch Breadth Indicators For Evidence
That Rally Poised To Resume

Stocks overall have rallied off of their recent lows, and some segments of
Mid-Term Elections Could Add To
the market (namely small-caps) have actually broken out to new highs. The
Volatility
weight of evidence, however, suggests the backdrop is little changed. As
such, recent stock market strength is viewed within the context of
continued consolidation. The volatility that emerged in the first quarter has cooled as we move toward mid-year and the pace at
which the stock market has experienced daily swings of 1% or more has slowed. A summer-time shift in focus toward the mid-term
elections could mean that this lull is a temporary respite and perhaps not evidence that the storm has fully blown itself out.
Rhetoric and actions from the Federal Reserve and headlines relating to corporate earnings garner so much attention, but their key
influence on stocks, particularly over the next few months, will likely be relative to any changes in expectations that emerge.
Evidence that the Fed may be compelled to pursue a more aggressive than expected path of policy normalization or that blow-out
earnings of the first quarter fail to
generate positive follow-through for
Indicator Review
the remainder of the year could
become headwinds for stocks. The
rally off of the April lows has come
with resurgent optimism and without
evidence that broad market trends
are keeping pace with the index-level
improvements.
Breadth
remains
neutral, and we continue to score
sentiment as bullish, giving a nod to
the excessive pessimism that
emerged as stocks sold-off earlier
this year over evidence that longerterm optimism may not have been
fully relieved. With the weight of the
evidence still neutral, it would be
premature to chase rallies or
overreact
to
any
renewed
weakness that may emerge.
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Before proceeding to our review of the
weight of the evidence, it may be
worthwhile to contextualize market
movements seen so far in 2018.
Despite recording 32 daily moves of
1% or more, the S&P 500 is trading
within a few percent of where it began
the year. In the words of a recent
headline from the Wall Street Journal,
“Markets run fast only to stay in
place.” Near-term volatility has ebbed
somewhat as the S&P 500 has moved
off its recent lows and small-cap stocks
have moved to new highs, but absent
evidence that consolidation is yielding
to a sustainable move higher (most
specifically an upside thrust in shortterm breadth indicators), it would be
premature to conclude that this lull in
volatility is much more than a near-term
respite.
Source: StockCharts

Federal Reserve Policy is still
neutral. At this point the Fed is
signaling its intention to raise interest
rates two more times in 2018. The
uncertainty around Fed policy is
whether an uptick in wage costs and
evidence that underlying inflation is
rising at its fastest pace in 10 years
will prompt a revisiting of this plan. The
most recent statement from the FOMC
suggests it may not, as a shift in
language was viewed by many as a
sign that the Fed may be willing to
tolerate (and in fact may welcome)
evidence that inflation will run
somewhat ahead of its 2% long-term
target.

Source: Ned Davis Research

Robert W. Baird & Co.

Page 2 of 8

Investment Strategy Outlook

The effect of Fed policy is not only
measured through central bank actions
(at home and abroad) but also through
the messages sent by bond market. As
such, the recent move above 3.0% by
10-year T-Note yields is garnering
considerable attention. The early-year
test of this level capped a relatively
sharp spike in yields. While of some
near-term psychological importance, the
3% level itself is likely not meaningful
from a longer-term perspective. What
matters more for stocks is the pace at
which yields rise (or fall) rather than
absolute levels that are achieved. It is
also interesting to note that the recent
move higher in the 10-year T-Note
yield has not been confirmed by
German 10-year Bund yields. That
could limit near-term upside in yields
and help keep Fed Policy from
becoming a headwind for stocks.
Source: StockCharts

Economic Fundamentals remain
bullish. Year-over-year growth in
Real GDP continues to move
higher, approaching the top of the
range that has persisted for much of
the past two decades but not yet
achieving escape velocity. While the
business
cycle
is
perhaps
approaching maturity from calendar
perspective, research by the Federal
Reserve has shown that recoveries
do not die of old age.
The most reliable real-time indicators
of recession risk suggest there is little
evidence that economic weakness is
on the horizon. Initial jobless claims
have been at their lowest levels since
the 1960s, the yield curve has
flattened but not inverted, and statelevel economic conditions are not
consistent with a high risk of
recession.
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For both evidence of economic vitality
and hints of the path forward for bond
yields, we watch the price of copper.
While its forecasting abilities may be
overstated, it can provide timely
confirmation of evidence received
elsewhere. Just as German Bund yields
have not confirmed the most recent rise
in U.S. Treasury yields, Copper prices
have withheld confirmation as well.
Copper prices rose steadily from early
2016 though early 2018, confirming the
evidence of economic acceleration and
the rise in Treasury yields. More
recently, however, Copper has been
in a consolidation mode. If growth is
going to accelerate and yields are going
to have a sustainable path higher, we
would expect to see copper resume its
trend higher.

Source: StockCharts

Valuations remain bearish. Improving
economic growth and the effects of recent
tax reform combined to support strong
corporate results in the first quarter.
Companies in the S&P 500 combined to
show 8% top-line growth and better than
20% bottom-line growth in the first quarter.
These were the best growth rates in nearly
a decade. Even with the elevated
expectations coming into the reporting
season, 80% of companies were able to
provide positive earnings surprises.
With the first quarter in the books, the
stock market’s attention turns to the
remaining quarters of the year and
whether companies can continue to
deliver strong results. Of particular
concern from our perspective will be the
impact on margins of rising labor and
energy costs. Earnings strength in the first
quarter came on record profit margins.
Source: Ned Davis Research
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There is not yet evidence that Q1
strength is providing a tailwind for
estimates in coming quarters. The
earnings tailwind is important right now
because valuations remain elevated,
even when considering a balance
between
trailing
and
expected
earnings (which is what is provided in
the Value Line Price/Earnings Ratio).
One underlying positive in the stock
market this year is that price volatility
has come at a time when earnings are
rapidly growing. If this continues, it
could allow for valuations to quickly
move back toward more historically
normal levels and relieve one of the
more
significant
longer-term
headwinds for stocks. While this has
not yet occurred, valuations are, for
the first time in quite a while, at least
heading in a more constructive
direction.

Source: Ned Davis Research

We are, for now, keeping Investor
Sentiment as bullish. The pattern
among the short-term indicators this
year has been that pessimism quickly
emerged in periods of volatility and
stock market weakness, while optimism
returned as stocks stabilized and
moved off of their lows. A change in this
pattern (a sell-off that does not lead to
pessimism or a rally that does come
with optimism) could provide evidence
about the ultimate resolution of the
trading range within which stocks find
themselves.
We are more cautious on sentiment
from
a
longer-term
perspective.
Optimism has pulled back from
generational excesses. But it is hard
to construct an argument based on
this data that a meaningful level of
longer-term pessimism has emerged.
Source: Ned Davis Research
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Seasonal Patterns and Trends have
turned bearish. History shows that the
two quarters ahead of mid-term
elections tend to be the weakest sixmonth stretch for stocks of the entire
four-year presidential election cycle.
With control of at least one house of
Congress up for grabs and the geopolitical policy backdrop as uncertain as
ever, there seems to be little reason to
argue against the historical pattern at
this point. Small-cap stocks tend to be
especially hard-hit heading into midterm elections, falling even faster
than their large-cap counterparts.
This is one reason we have viewed
recent new highs from small-caps with
some degree of skepticism.

Source: Ned Davis Research

Another reason is that even as the
small-cap indexes have been making
new highs, up to one-third of the stocks
within the indexes have been 20% or
more below their individual highs.
This supports our view that Breadth
Various
is
still
neutral.
advance/decline lines have made new
highs, but other measures of breadth
have lagged. The percentage of S&P
500 stocks trading above their 50day averages and 200-day averages
do not show broad strength and the
percentage of industry group in uptrends has yet to show a return to
strength.
Most importantly, when the market is
ready to move out of the consolidation
phase it finds itself in, we expect it will
signal this with the type of buying
pressure that has historically led to
bullish breadth thrust signals. Until then,
we are likely to maintain a relatively
cautious stance.
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.
Model Portfolio

Mix: Stocks /
(Bonds + Cash)

All Growth

100 / 0

Capital Growth

80 / 20

Growth with
Income

60 / 40

Income with
Growth

40 / 60

Conservative
Income

20 / 80

Capital
Preservation

0 / 100

Risk Tolerance

Strategic Asset Allocation Model Summary

Emphasis on providing aggressive growth of capital with high
Well above average fluctuations in the annual returns and overall market value of the
portfolio.
Emphasis on providing growth of capital with moderately high
Above average
fluctuations in the annual returns and overall market value of the
portfolio.
Emphasis on providing moderate growth of capital and some
current income with moderate fluctuations in annual returns and
Average
overall market value of the portfolio.
Emphasis on providing high current income and some growth of
capital with moderate fluctuations in the annual returns and
Below average
overall market value of the portfolio.
Emphasis on providing high current income with relatively small
Well below average fluctuations in the annual returns and overall market value of the
portfolio.
Emphasis on preserving capital while generating current income
Well below average with relatively small fluctuations in the annual returns and
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 /
Model Portfolio
Equities:
Suggested allocation
Normal range
Fixed Income:
Suggested allocation
Normal range
Cash:
Suggested allocation
Normal range

All Growth

Capital Growth

Growth with
Income

Income with
Growth

Conservative
Income

Capital
Preservation

95%
90 – 100%

75%
70 - 90%

55%
50 - 70%

35%
30 - 50%

15%
10 - 30%

0%
0%

0%
0 - 0%

15%
10 - 30%

35%
30 - 50%

45%
40 - 60%

50%
45 - 65%

60%
55 – 85%

5%
0 - 10%

10%
0 - 20%

10%
0 - 20%

20%
10 - 30%

35%
25 - 45%

40%
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 securities 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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