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Volatility returned in 2018, The lack of +/-1% moves
seen in 2017 is proving to be a clear histotical outlier.

Cumulative Number of Daily S&P 500 Moves of +/-1% Over Course of Year
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The price swings in 2018 occurred within a broad
trading range and the peak-to-trough drawdown for
the year was actually below average.

S&P 500 Peak-to-Trough Annual Drawdowns: 1950-2018
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An uptick in large price swings within a broad trading
range has meant that volatility (as measured by the
VIX) is seeing a record level of volatility.

Comeback

Market volatility roared back this yvear. The
Chboe Volatility Index has seen single-day
moves of at least 20% a record number of
times.
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2018 has defied the adage that “there is a bull market

somewhere” -- it is poised to be the first year since at
least 1972 where no asset class had at least a 5% gain.

How Hard Is It To Find Winners? Yearly Data from 1972 to 2018
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The weight of the evidence turned cautious in mid-
2018 and the message persists heading into 2019.

MACRO FACTORS (WHAT COULD HAPPEN):
FED POLICY ECONOMIC FUNDAMENTALS VALUATIONS

BULLISH “—I BULLISH

BEARISH BEARISH H

After a likely four rate hikes in 2018, Economic growth could moderate in Valuations have moved in an

the Fed could slow the pace of the year ahead, but improving encouraging direction, but stocks are

tightening in 2019. productivity growth trends are a not historically cheap and earnings
longer-term tailwind. growth may have already peaked.

MARKET FACTORS (WHAT IS HAPPENING):
SEASONAL PATTERNS AND
SENTIMENT TRENDS BREADTH

BULLISH BULLISH BULLISH

BEARISH BEARISH H

Bullish investors have been slow to Seasonal leadership trends have been The new low list remains elevated and
throw in the towel on stocks and that slow to develop, despite favorable industry group trends show fewer
has delayed the bottoming process. calendar considerations. areas of the market in up-trends.




One source of market volatility has been central banks

shifting from quantitative easing to tightening — this

could intensify in 2019.

Global Central Bank Balance Sheet Growth

Monthly Data 2001-01-31 to 2018-10-31 (Log Scale)
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As of Septembet, the consensus view on the Fed was
that after a December rate hike (the 4 move of 2018),
three more hikes would be in store for 2019.

FOMC participants’ assessments of appropriate monetary policy:
Midpoint of target range or target level for the federal funds rate
[ L 1 1 [
2018 2019 2020 2021 Longer run
Source: Federal Reserve, Chairman's FOMC Press Conference Projections Materials, September 26, 2018




Moderating inflation pressures would give the Fed
flexibility to adopt a more dovish stance. The data are
not consistent in suggesting inflation is moderating.

Consumer Inflation (Yearly Change in Median CPI)
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Bond yields are on the Fed’s radar: The move higher
in 2018 by the 10-Year T-Note was not confirmed by
German yze]a’s or Copper prices.
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The yield on the 2-Year T-Note has tisen even faster
than the yield on the 10-Year T-Note, producing a
flattening and near inversion of the yield curve.
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An inverted yield curve is typically associated with an
Increased risk of recession. Heading into 2019,
recession tisk in the U.S. remains quite low.

U.S. Recession Probability Model Based on State Conditions Morithly Data 1986-10-51 to 2018-10-31
— U.S.Recession Probability Model (2018-10-31 = 1.9%)
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Globally synchronized growth proved fleeting. The
likelihood that the global economy had entered a
recession rose over the course of 2018.

Global Recession Probability Model Monthly Data 1999-12-31 to 2018-12-31
— Global Recession Probability Model (2018-12-31 = 90.94)
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Disappointing global growth has been evident in the
Economic Surprise Indexes. We want to see if these
can move back into positive tertitory in 2019.

. . _ K Daily 170272003 - 1271172018
Citigroup Economic Surprise Index Based on G10 Currencies
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Additional evidence that growth is becoming re-
synchronized would be an upturn and more positive
tone from the country-level leading indicatots.

Breadth of OECD Composite Leading Indicators Monthly Diats 2000-03-31 to 2018-10-31
— Share of CLis Above 100 (2018-10-31 = 22.2%)
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—Share of CLIs Posting Positive Monthly Changes (2018-10-31 = 13.9%)
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— Share of CLIs Posting Positive Year-to-Year Changes (2018-10-31 = 11.1%)
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Global growth has faltered, but U.S. growth has kept
accelerating. Yearly growth in GDP has moved higher
in elght consecutive quartets.

Real Gross Domestic Product (GDP)
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Weighing on growth in 2019 is the lack of additional
tax cut stimulus and evidence that business optimism
Is moderating.
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Echoing the pullback in small business optimism Is
the decline in CEO confidence. Animal spitits may not
be the tailwind in 2019 that they were in 2018.

CEO Confidence Index Quarterly Data 1976-06-30 to 2018-09-30
— CEO Confidence Index
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Real median household income moving to a new high
In 2017 is further evidence that a bullish secular shift
has occurred in the economy:.

. Yearly 12/31/1967 - 12/31/2017
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Actual growth has moved ahead of forecast growth
even as forecasts call for slower growth. This supports
a view that economic surprises may be to the upside.

Real GDP Growth vs. Survey of Professional Forecasters Quarterly Data 1970-09-30 to 2019-12-31
—Survey of Professional Forecasters® (2019-12-31 = 2.46%)
- - Real GDP (Year-to-Year) (2018-09-30 = 3.04%)
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Fueling this secular upswing in the economy has been
resurgent productivity growth, the trend of which has
turned higher after a decade-plus of declining.

o s Quarterly 373171947 - 9/30/2018
Nonfarm Labor Productivity Growth and Its Trend
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The improving trend in economic growth combined
with the tax cuts to deliver strong cotporate results in
2018, with both top- and bottom-line growth improving.

Monthly Data 1973-03-31to 2018-11-30
Standard & Poor's 500 Median Sales Growth, Earnings Growth, and Profit Margin
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In a marked shift from previous years, earnings
expectations for 2018 actually rose over the course of
the year. Hoping for a repeat of this in 2019.

Weekly Data 2011-07-19 to 2018-12-07
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Stock market volatility and improving earnings growth
helped bting down valuations. Stocks, howevet, are
still not cheap from a historical perspective.

S&P 500 Median Price/Earnings Ratio (NDR Calculation) Monthly Data 1984-03-31 to 2016-11-30
— S&P 500 Median Price/Earnings Ratio (2018-11-30 = 21.4)
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Valuations are best viewed from the perspective of
longer-term risk/reward. Current valuations are
consistent with muted forward returns.
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While the seasonal pattern argues for strength in early
2019, recent leadership and the ongoing cyclical bear
matrket are not consistent with that trend.

1% — s&P500 Cycle Composite for 2019 108
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100 | 4 100
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2019 cycle composite puts equal weight on the one-year seasonal cycle, four-year
presidential cycle, and 10-year decennial cycle. Trend is more important than level. Source: S&F Dow Jones Indices
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The September peak in the S&P 500 came with a
momentum divetgence, and selling since then has
broken the cyclical trend that emerged in 2016.
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As stocks in the U.S. were making new high mid-year,
an Increasing percentage of global markets were
already rolling over and trending lower.

MSCI All Country World Index vs. 200-Day Moving Average Indicators Daily Data 2003-01-28 to 2018-12-07
— Percentage of 47 ACWI Markets With Rising 200-Day Moving Averages(2018-12-07 = 19.1%)
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In the U.S., index-level highs were accompanied by a
narrowing in the new high list, and selling since has
produced a shatp expansion in the new low list.

NYSE + NASDAQ: Number of Issues Making New Highs and New Lows
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The percentage of industry groups in up-trends
continues to decline. Seeing improvement here is key
if cyclical conditions are going to improve in 2019.
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By the time the past two cyclical bear markets (2011 &
2015/16) had run their course, the bull-bear spread
had turned negative, indicating excessive pessimism.

Weekly Advisory Service Sentiment
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After an initial sutge in inflows, equity funds have
seen outflows for much of 2018. This suggests some
skepticism among investors.

S&P 500 Index vs. Four-Week Equity Fund Flows Including ETFs Weekly Data 1997-12-26 to 2015-12-07
— S&P 500 Index (2018-12-07 = 2,633.08)
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After seeing excessive pessimism followed by
capitulation, an upside breadth thrust would signal
that the ensuing rally could lead to a new cyclical bull.
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Small-caps gaining strength relative to latge caps
would suggest histotically bullish seasonal tailwinds
are emetging.

Small-Caps vs. Large-Caps
Indexes & Industry Group Relative Strength Trends

—Small/Large RS leadership

—S&P 600 / S&P 500

Rising trends reflect small-cap leadership.
Declining trends reflect large-cap leadership.
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If the cyclical bear yields to a cyclical bull market in
2019, it could be signaled by more substantial
leadership from Emetging Markets.
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