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Entering an Earnings Recession

S&P 500 Earnings Growth: Q1 2019 YoY Comparison S&P 500 EPS Growth w/Projections
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https://www.factset.com/hubfs/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_032219.pdf
https://www.factset.com/hubfs/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_122118.pdf
https://www.multpl.com/s-p-500-earnings-growth/table/by-quarter
https://us.spindices.com/indices/equity/sp-500
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Inversions and Recessions

o / The Treasury yield curve, First Day Curve S&P 500 Performance (%)
‘\\+74//,//’ -— between 3-months and 10- Inverted  One Month Three Month Six Months One Year
x years, inverted for the first 1/11/66 0.43 -1.73 -6.38 -10.64
time since 2007 on Friday, 5/31/73 -0.66 -0.67 -8.57 -16.84
March 22,2019 10/31/78 3.36 7.28 9.16 9.31
: 3/27/89 6.54 13.03 18.77 17.53
9/10/98 0.43 18.86 31.28 37.90
1/17/06 0.34 0.19 -3.78 11.51
3/22/19 ? ? ? ?
US Treasury Yield Curve: 1962 - 2019 Average 0% 616 - 813
Median 0.43 3.73 2.69 10.41

U  While every recession has been preceded by an inverted yield
curve, not all inversions in the yield curve have led to
recessions

O  Irrespective of whether or not a recession is to follow the most
recent inversion in the yield curve, both the average and
median returns over a one, three, six, and twelve-month period
have been positive

No Recession

Data Source: Bloomberg, Bespoke (Premium) - https://www.bespokepremium.com/get/The Bespoke Report 032219.pdf. No representation or warranties either expressed e
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https://www.bespokepremium.com/get/The_Bespoke_Report_032219.pdf

Wage
Growth:
3.3%

Consumer
Sentiment

o0 OO

U.S. Consumer Strength
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Wage growth continues to increase at a rate above 3 percent, further supporting the consumers’ appetite to spend
Consumer Sentiment remains at elevated levels; however, we have seen a slight break below trend which suggests that the consumer is more
cautiously optimistic, yet still likely to continue their appetite for spending
A return to peak levels of debt service payments as a percent of disposable income could add $5 - $6 trillion in consumption over the next 10 years
After the government change in calculating the Personal Savings Rate, it shows limited declines over the past five years, further suggesting that the

Household
Debt Service
Payments as

a % of
Disposable
Personal
Income

Personal
Savings Rate

U.S. consumer has ample room to increase spending; prior to the change in calculation, the Personal Savings Rate matched the lows recorded
prior to the Great Financial Crisis

Data Source: Economic Research Federal Reserve Bank of St. Louis:

| fredstlouisfed :ESGS:CUC:CUH ) . )
https://fred.stlouisfed.org/series/UMCSENT, https://fred.stlouisfed.org/series/PSAVERT, Phillips & Co. illi ions-for-

Data is from sources deemed to be reliable. No representation or warranties either expressed or implied are made as to the accuracy of the information presented.
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https://fred.stlouisfed.org/series/CES0500000003
https://fred.stlouisfed.org/series/TDSP
https://fred.stlouisfed.org/series/UMCSENT
https://fred.stlouisfed.org/series/PSAVERT
http://phillipsandco.com/blog/questions-for-2018/
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International Developed Markets

ECB Response to Slowing Growth:
“The Governing Council now expects the key ECB interest rates to remain at their present levels (0%, 0.25%, -0.40%) at
least through the end of 2019, and in any case for as long as necessary to ensure the continued sustained convergence
of inflation to levels that are below, but close to, 2% over the medium term.” - Mario Draghi, President of the ECB

European GDP Growth Expectations Global earnings
EPS, local currency, next 12 months, Jan. 2006 = 100
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U Europe is poised for slow growth going forward; Southern European countries like Italy
are projected to slow GDP growth to under 1.5 percent by 2023, according to the IMF, and i
the ECB is responding through continued accommodative interest rate policies

O BREXIT is done; Parliament voted down another one of Theresa May’s BREXIT deal and it failed = 06 '07 '08 '09 ‘10

U Earnings in Europe have lagged its global counterparts for much of the last decade; heading
into late innings of the economic cycle, there is no data that supports Europe outperforming its
global counterparts

1 12 13 14 15 16 17 18 '19

Data Source Mmmmmmammmmu@mnw
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https://www.imf.org/external/datamapper/NGDP_RPCH@WEO/EU/WEQ/ITA/DEU
https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.mp190307~7d8a9d2665.en.html
https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_2Q19_Final%20Updated.pdf?segment=AMERICAS_US_ADV&locale=en_US

Emerging Markets (EM)

. Countries Vulnerability USD debt* Nov. 16- Nov. Current
Mean Reverting the Strength of the U.S. Dollar (% of GDP) 18currency  account
Trade Weighted U.S. Dollar == == == Average «-++«* + 1 Std. Dev. - 1 Std. Dev. movement balance
20.0% (%) 1% of GNP
Turkey High 27% -44% -5.7%
15.0% - y o e o e
Argentina High ® 25% @ -58% @ -3.7%
10.0% Chile Medium 34% @ -6% -25%
5.0% Mexico Medium 22% 5% 1.3%
South Afiica  Medium k 22% o
0.0% 10% 7% 3.2%
India Medium 4% -9% -3.0%
-5-0% Brazil Medium 10% 13% 1.3%
-10.0% Indonesia Medium 17% 14% 2.4%
China Low B
15.0% 9 4% 3% 0% of
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Source: Federal Reserve Bank of St. Louis Malaysia Low & 12% @ -® 29% @
Relative price-to-book ratio . . .
MSCI Emerging Markets vs. S&P 500 = |1 U Data continues to support a weakening U.S. dollar in 2019 for two reasons:
1.20x - g 1. Using data going back to 1996, the strength of the U.S. dollar has reached a
I potential inflection point at the one standard deviation level above its mean
1.00x 4 E 2. The Federal Reserve is no longer anticipating any additional rate hikes in 2019,
2 further supporting the case for a weakening U.S. dollar
0.80x A o U A weakening U.S. dollar will make interest payments cheaper for
e - - e - - c emerging market countries with dollar denominated debt
0.60x - Average: 0.67x g_ O Countries with medium-to-high USD debt as a percent of GDP
e (outlined, in red above) will benefit most
DA w2000 | S Q Together, these countries make up 54.9% of the Emerging
0 S c Markets Index which should help to increase valuations
‘99 ‘01 ‘03 ‘05 ‘07 '09 "1 13 15 "7 19 |Y g

Data Source Bloomberg, Federal Reserve Bank of St Louis FRED- m#mmwmm h.t_tps..,LLam.mm.Q_tgan.mmelQb_ aggs
: Phillips &
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https://fred.stlouisfed.org/series/TWEXB
https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_2Q19_Final%20Updated.pdf?segment=AMERICAS_US_ADV&locale=en_US
https://www.pwc.com/gx/en/issues/economy/global-economy-watch/december-2018.html

China Slows

China real GDP contribution China as a % of World GDP in USD | [Monetary stimulus: Reserve requirement ratio
Year-over-year % change = China GDP = Rest of World GDP 25% -
16% - M Large banks M Small and medium banks
B Investment 22% A
[l Consumption
. Net exports 19% -
12% A ]
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U 75% of China’s GDP comes from its consumption; with China now 15% of the worlds total
GDP, the Chinese consumer carries a material weight on overall consumption trends
U In spite of slowing growth (consistent with China becoming more developed), China has
been providing a mix of stimulus to ease the rate at which its economy slows:
U Tax cuts
U Infrastructure spending - China’s Belt & Road Initiative further expands into Europe
after President Xi Jinping cuts deals with Italy, Croatia, Czech Republic, Hungary,
Greece, Malta, Poland, and Portugal
Lowering interest rates
Cutting the reserve requirements for large, medium, and small banks
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Data Source: https://dataworldbank.org/indicator/NY.GDP.MKTP.CD?locations=CN-1W, -italy-belt-and- italy- 2 Ph . I I .
preliminary-belt-and-road-deal-with-china-idUSKCN1QNOD4, MWWLWMWML HpS &
GTM 2Q19 Finalpdf?>segment=AMERICAS US ADV&Iocale=en US, https://www.ft.com/content/850478cc-8eef-11e8-h639-7680cedcc421. Data is from sources deemed to p
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https://data.worldbank.org/indicator/NY.GDP.MKTP.CD?locations=CN-1W
https://www.reuters.com/article/us-china-italy-belt-and-road/italy-mulls-preliminary-belt-and-road-deal-with-china-idUSKCN1QN0D4
https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_2Q19_Final.pdf?segment=AMERICAS_US_ADV&locale=en_US
https://www.ft.com/content/850478cc-8eef-11e8-b639-7680cedcc421

Central Banks - The New Public Utility

“Interest Rate Projections”
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U Inflationary pressures across the globe have simply abated; expectations for inflation north of 2% is almost
nonexistent across major central banks

U Central Banks are on the brink of stepping back into the land of accommodation; should they step in, their actions
are likely to promote deeper global inflation in the form of wage inflation

Data Source: Bloomberg, itps://wwyw hol.orjp/en/mopo/outlaaly/zr1 901b.pdt

oy : ; Phillips &
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https://www.boj.or.jp/en/mopo/outlook/gor1901b.pdf
https://www.ecb.europa.eu/stats/ecb_surveys/survey_of_professional_forecasters/html/ecb.spf2019q1~d3429e5ec8.en.html
https://www.federalreserve.gov/monetarypolicy/files/fomcprojtabl20190320.pdf

Mean Reversion Dashboard

Style Current P/E as a % of 20-Yr Avg. P/E
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Sector Fwd P/E as a % of 20-Yr Avg. P/E
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Data Source: Bloomberg LP; JP Morgan Asset Management -https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI- g
GTM 2019 Final.pdf?segment=AMERICAS US ADV&locale=en US. Data is from sources deemed to be reliable. No representation or warranties either expressed or implied are Ph | "lps &
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https://am.jpmorgan.com/blob-gim/1383407651970/83456/MI-GTM_2Q19_Final.pdf?segment=AMERICAS_US_ADV&locale=en_US

Economic

Dashboard

U.S. GDP Growth Asof 12/31/2018 [ U.S. Treasury Spread 2-Yr vs. 10-Yr Spread
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Data Source: Bloomberg LP. Data is from sources deemed to be reliable. No representation or warranties either expressed or implied are made as to the accuracy of the
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Our View and Recommendations

Our View

a

Economic indicators still remain relatively positive for the United
States, despite an inverted yield curve and declining retail sales
numbers

As the yield curve continues to flatten, be mindful that, on average,
rolling three-month periods of flattening has led to double-digit
forward-looking returns for stocks

The U.S. is entering a transition zone for corporate earnings, whereby
an earnings recession is likely around the corner; however, this isn’t
always bad news for stocks, but do expect more 1% +/- trading days

Expect China and the rest of the Emerging Markets to rally on a weaker
U.S. dollar and better clarity on trade, especially with further stimulus
coming out of China

International Developed Markets are likely to struggle going forward
due to slower growth and less impact from stimulus

Inflation is likely to continue moderating across the globe

Central Banks should stay in the spot light and provide clues to help
protect asset prices; it’s crucial to monitor Q2 Central Bank activity
closely

With forward-looking returns getting smaller by the day, investors are
likely to stretch for return through private equity and other U.S.
Growth assets

Recommendations

W]

o O O O

Maintain U.S. equity exposure, yet be prepared to pivot more to
Emerging Markets if an earnings recession stretches beyond Q2 2019

Continue portfolio weightings toward Small Cap equities; +/- 2% of
policy targets

Tilt to Growth vs. Value

Slight overweight in Emerging Markets and China

Rebalance Developed Markets to policy

Remain active in Fixed Income, but be mindful of where you sit in the
capital structure and the covenants associated with what you own;

it’s time to be higher in credit quality until better opportunities arise

Continue to favor moderate durations close to the benchmark as Fed
action will likely dictate the shape of the yield curve going forward

Look for opportunity in noncorrelated assets to help mitigate risk
and reduce beta in the overall portfolio

Data Source: Phillips & Co.
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tphillips@phillipsandco.com
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