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As rough as the equity market
waters have been to navigate, we
remain encouraged by the ability

to generate relative value,
reasons behind which we explore
in this piece.

The natural tendency as an
investor is to stick with what you
know and what has worked. The
problem with this approach is
that by focusing solely on inputs
to your analyses that have
worked over a period of time, you
miss inflections derived from the

periphery.

SWS Partners is a registered
investment advisor that focuses on
using technology to deliver
contemporary asset management and
financial planning solutions to high net
worth individuals, family offices,
endowments, foundations, and other
institutions. We believe that by
emphasizing the application of
modern technologies, we can create
broad efficiencies and deliver better
outcomes to clients.

The fourth quarter is shaping up to be a mini identity crisis for the domestic equity
markets, as it figures out whether to conclude the year in the red or black. Influ-
ences of its fluctuations continue to stack up, spanning geopolitics, trade, commodi-
ty pricing, and central banking influences, to name a few, while algorithmic partici-
pants quickly pounce on any news that possibly portends an impending downturn
(looking squarely at you, yield curve slope!). As rough as these waters have been to
navigate, we remain encouraged by the ability to generate relative value, reasons
behind which we will discuss momentarily. But first, a quick sidebar on the exer-

cise of sorting through macroeconomic news-flow noise.

Portfolio managers tend to have biases for the sources of inputs that impact their
investment decisions, with a wide array of opinions on the utility of a macro view-
point. Some devise and manage strategies that attempt to predict the economic cy-
cle, while others focus on bottom-up fundamental merits and dismiss top-down
efforts as distractions. The natural tendency is to stick with what you know and
what has worked. The problem with this approach is that by focusing solely on
inputs to your analyses that have worked over a period of time, you miss inflec-
tions derived from the periphery. We believe that an assessment of the macro back-
drop is one important tool among a host of many others that can make our analysis

more robust.

Back to news of late: We see recent market price swings as signs of it wrestling with

two primary factors:

1) Central bank policies pertaining to interest rates, and

2) Tariff escalations.

We unpack both in the context of price reaction we're seeing.
Market Reaction

Enduring a 10% peak-to-trough drawdown in the fourth quarter makes for an un-
settling way to close out the year. As queasy as the short term fluctuations are, it's
important to keep the volatility in context. Quite simply, 2017 was an incredibly
muted year, volatility wise. This, in turn, causes the spike we saw this past January
to stand out as an outlier relative to all of last year and makes its recent
reemergence since October unnerving (see chart 1). However, looking back across

the prior volatility environment since the financial crisis, specifically via the CBOE
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Market Volatility Index ("VIX"), we find ourselves well below high-water marks of
the calendar years 2008 through 2012 (see chart 2).

Chart 1: CBOE Volatility Index (“VIX”), 2017 vs 2018
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Chart 2: The VIX since the Financial Crisis
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We've thus far seen 13 trading days 15
where the market has closed down
more than 2%, versus none across
the entirety of 2017. And while the 5
number of such declines in 2018 is 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
also higher than those seen in 2015
or 2016, we are a far cry from the 41 Source: FactSet.
and 28 we saw in 2008 and 2009,
respectively.

Slicing it another way, we've thus far seen 13 trading days where the market has
closed down more than 2%, versus none across the entirety of 2017. And while the

number of such declines in 2018 is also higher than those seen in 2015 or 2016, we

are a far cry from the 41 and 28 we saw in 2008 and 2009, respectively.
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Given that we've grown accustomed to near-zero deposit yields on our savings ac-
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It's easy to overlook what a near-
zero short-end truly signals. The
Fed, with limitless access to every
driver to economic output, had
concluded that our recovery out of
the financial crisis was so
precarious—Ilargely due to the need
to shore up bank capital reserves—
that it kept the overnight rate near-
zero for nearly seven years.

For maturities extending farther out
on the yield curve, impacts here are
less driven by the voting
convenience of an FOMC meeting
and more by market dynamics.

US corporations are in much better
shape balance sheet health-wise
than they were a decade ago. In
terms of the constituents forming
the broader S&P 500, we see a lot
more cash offsetting total debt
levels on a relative basis.
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counts, it takes a little cobweb dusting to devise a game plan with Fed funds rate
now back above 2% for the first time since Sep 2008. Monetary policy traditionally
falls into the inflation-management side of the Fed's dual mandate--its other respon-
sibility being maximum sustainable employment--and the notion of an increasing
short-end of the yield curve almost seems foreign. Therefore, it's easy to overlook
what a near-zero short-end truly signals. The Fed, with limitless access to every
driver to economic output, had concluded that our recovery out of the financial cri-
sis was so precarious —largely due to the need to shore up bank capital reserves —
that it kept the overnight rate near-zero for nearly seven years. After a series of
gradual increases across the past three years, we are now at a level that signifies that
the economy is largely healthy enough to stand on its own, hence Chairman Pow-
ell's dropping of "accommodative" rhetoric in the September FOMC meeting state-

ment.

For maturities extending farther out on the yield curve, impacts here are less driven
by the voting convenience of an FOMC meeting and more by market dynamics.
Given the pool of constituents in the latter exponentially dwarfs the former, timing
disconnects between the two can have dramatic impacts on the interim shape of the
yield curve. The difference in their mechanics also can cause conclusions drawn
from one day’s observation to differ materially from those spanning a broader time
period. We believe this describes the reason for the return of the curve-flattening
harbingers, who took the summer off and recently reemerged once the 5-year tem-
porarily inverted relative to the 2-year. That being said, this analysis is extremely
dynamic and merits close monitoring, given the predictive power that flat/inverted
yield curves provide. So far we don't believe we have evidence to merit capitulation

on our thesis for further, albeit long-toothed, economic expansion.

In terms of the implications for higher rates on the economic engine of our economy,
a closer look reveals that US corporations are in much better shape balance sheet
health-wise than they were a decade ago. We've previously taken a look at bank
balance sheet health here, but in terms of the constituents forming the broader S&P
500, we see a lot more cash offsetting total debt levels on a relative basis (see chart 3).
For example, net debt as a percentage of the aggregate market cap that it supports is

currently 21.1%. This figure was over 3x higher back in December 2007 at 65.2%.

Chart 3: S&P 500 Net Debt Relative to Market Cap ($ in billions)

Dec 2007 Sep 2018
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Source: FactSet, company filings.
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Any additional expenses that have
zero probability of enhancing the
returns of said asset will impair its
value. Tariffs are no different.

Considering the ~$600 billion of
output growth expected from our
$20 trillion economy for next year,
Chinese tariffs would represent an
approximate 15% impairment to the
expected dollar growth.

In isolation, higher rates and tariffs
are impediments to economic
growth. In the broader context of
challenges the market has endured
over time, the current set of
headwinds don’t present
insurmountable challenges.
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Tariffs

From a securities analysis perspective, any additional expenses that have zero prob-
ability of enhancing the returns of said asset will impair its value. Tariffs are no dif-
ferent, especially for economies heavily reliant upon services rather than manufac-
turing. The goods we import to support consumption simply come at a higher price
tag once import taxes get passed onto the consumer. In terms of a bargaining pawn
in the "great" effort to strike a better deal, only time will tell whether the downside
risk exposure makes the eventual upside worthwhile. Since the "Tariff Man" leading
these efforts is a politician who will likely seek reelection, we still believe that odds
are higher for a favorable resolution than the risk that we head into a trade war tail-
spin. But, the market detests uncertainty, and forecasting actions of our deal-maker-

in-chief has proven difficult.

To put the China tariff magnitude in context, the incremental $200 billion of Chinese
imports, along with a threatened $267 billion of additional goods to be taxed, would
siphon off $93 billion from economic output, assuming a 20% hike that's fully col-
lectible. Considering the ~$600 billion of output growth expected from our $20 tril-
lion economy for next year, this represents around 15% impairment to the expected
dollar growth. Again, this is under a worst-case scenario based upon known varia-
bles. However, coming out of G20 meetings, probability weighting of that outcome
appears to be declining. All of this merits close monitoring of developments with
our relationship with Beijing, but so far we don't have a signal to take our risk allo-
cation off the table.

Conclusion

Short-term market volatility can make for a frustrating experience along the quest
for long-term returns. Although we lack precise tools that can detect directionality
on any given day, especially in light of the dynamic impacts of late, we believe that
assessing whether the cylinders to our economic engine are still firing is a better
exercise to assist with risk allocation decisions. In isolation, higher rates and tariffs
are impediments to economic growth. In the broader context of challenges the mar-
ket has endured over time, the current set of headwinds don’t present insurmounta-
ble challenges. However, since downside risks are not off the table, all of these dy-
namics merit close monitoring, which we will continue to do in light of our funda-

mental management investment process.
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Important Disclosures: This material is not intended as and should not be used to provide investment advice and is
not an offer to sell a security or a recommendation to buy a security. This summary is based exclusively on an analysis of
general market conditions and does not speak to the suitability of any specific proposed securities transaction.

All opinions and views mentioned in this report constitute our judgments as of the date of writing and are subject to
change at any time. We will not advise you as to any change in figures or views found in this report.

Our judgement or recommendations may differ materially from what may be presented in a long-term investment plan.
Investors should consult with an investment advisor to determine the appropriate investment strategy and investment
vehicle. Investment decisions should be made based on the investor’s specific financial needs and objectives, goals, time
horizon and risk tolerance.

Security information, portfolio management strategies and tactical decision processes are opinions of SWS Partners, LLC
and the performance results of such recommendations are subject to risks and uncertainties.

Except for the historical information contained in this report, certain matters are forward-looking statements or projections
that are dependent upon risks and uncertainties, including but not limited to such factors and considerations such as
general market volatility, global economic risk, geopolitical risk, currency risk and other country-specific factors, fiscal and
monetary policy, the level of interest rates, security-specific risks, and historical market segment or sector performance
relationships as they relate to the business and economic cycle.

This commentary has been prepared by SWS Partners, LLC ("SWS”), a registered investment adviser in the state of Ohio.
If you would like a copy of SWS'’s disclosure brochure, please visit www.adviserinfo.sec.gov.

Investment advisory services offered through SWS Partners, LLC.

https://swspartners.net e info@swspartners.net (614) 670-5733
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