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Military Preparedness
Today, we revisit the military preparedness question following President Trump’s nearly $700 billion military budget to
attempt to make our military readiness better. We think the recent weakness in the defense sector stocks provides an
interesting entry spot for investors. Indeed, many of the defense stocks have collapsed since their mid-April all-time highs.
Concurrently, the iShares U.S. Aerospace & Defense ETF (ITA/$198.47) has pulled back. Believe it or not, the defense stocks
are not just, well defense stocks, but technology stocks, as well. Take Lockheed Martin’s secretive Skunk Works division. As
Wikipedia writes:
Skunk Works is an official pseudonym for Lockheed Martin’s Advanced Development Programs (ADP). It is
responsible for a number of famous aircraft designs, including the U-2, the Lockheed SR-71 Blackbird, the Lockheed
F-117 Nighthawk, Lockheed Martin F-22 Raptor, and the Lockheed Martin F-35 Lightning II, which are used in the air
forces of several countries. The designation “skunk works” is widely used in business, engineering, and technical
fields to describe a group within an organization given a high degree of autonomy and unhampered by bureaucracy,
with the task of working on advanced or secret projects.
Pretty much for this entire nine-year bull market, we have favored Technology and considered the defense stocks to be
technology stocks “in drag” with many of them selling at cheaper valuation metrics than the best known tech stocks. The
other sector we have really liked is the Financial sector. To that point, we recently met with Anton Schutz, the portfolio
manager of the RMB Mendon Financial Services Fund (RMBKX/$46.70). We met him at the Ocean Reef Club near the top of
the Florida Keys. After spending a few days with him, and swapping stock ideas, we became very impressed with his
investment model. His fund seeks capital appreciation and pursues that goal by investing at least 80% of net assets in the
common stocks of U.S. companies in the financial services sector, but primarily in small capitalization stocks (an under-owned
space). Anton invests in companies with strong management teams, sound financial practices, and a defensible business
niche. His focus is on firms with sustainable growth in earnings and revenue and strong cash flows and in identifying
undervalued equities that are temporarily distressed and, therefore, have merger and acquisition potential. As a sidebar,
Anton is friends with our pal David Ellison who manages the Hennessy Small Cap Financial Fund (HSFNX/$24.99), which I own.
In the current market cycle, we like the “small-cap” space for numerous reasons and would note that the S&P Small Cap 600
traded to new all-time highs last week.
Moving on to the stock market, the most important chart of last week is the Cumulative Advance/Decline Line chart, which
made new highs (Chart 1 on page 2). As Bespoke Investment Group writes:
One of the most bullish aspects of the market throughout the sell-off from the January highs right up through Friday
has been the S&P 500’s cumulative A/D line. We’ve highlighted the strength in this indicator a number of times in
the last three to four months, but as the chart illustrates, since the S&P 500’s peak in late January, the cumulative
A/D line has made three new highs now.
Also on the bullish side of the equation are earnings. It was a few years ago we opined the equity markets had transitioned
from an interest rate-driven to an earnings-driven secular bull market, and the most recent earnings quarter did not
disappoint. To be sure, the percentage of companies beating their estimates stands at 68.2% (Chart 2 on page 3), while the
percentage of companies beating revenue estimates stands at 71.6% (Chart 3). Moreover, the spread between the
percentages of companies raising earnings guidance versus those lowering guidance continues to expand (Chart 4). This is the
mother’s milk of secular bull markets!
As our friend Jason Goepfert writes in his must have letter notes:
A breakout in breadth. The Cumulative Advance/Decline Line has made a new all-time high. Since 1940, that has led
to a smaller chance of a large decline going forward, and a smaller average drawdown. When the S&P has lagged the
A/D Line like now, it has been less consistent. We’re also seeing lagging breadth in the bond market.
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As we wrote last week, “upside breakouts” are everywhere in the charts with many of the indices breaking out of symmetrical
triangles. Leon Tuey highlighted this observation over the weekend when he wrote:
Also encouraging is that most market indices have broken out of the so-called “triangle” chart patterns that everyone
was watching with bated breath. Moreover, they have broken above the moving average of the weekly Bollinger
Bands. One of the theories of the Bollinger Bands is that when that happens, it will test the upper Bollinger Band.
No wonder they all broke out of the “triangle” pattern. If the chartists have known this, they would have been
certain that the market indices would breakout on the upside instead of sitting around picking daisy petals nervously.
Additionally, all our proprietary models are in upside breakout mode, despite the negative market pundits who continue to
caution for a stock market crash. We continue to think the path of least resistance remains on the upside and continue to
trade, and invest, accordingly.
The call for this week: During the entire month of January, we warned about the potential for a February Flop. That “flop”
occurred right on time, followed by one of the most classic bottoming sequences we have ever witnessed, and we said so in
these missives. Repeatedly, we have stated that we are treating the February 9, 2018 ‘undercut low’ at ~2533 as THE low
until proven wrong and have recommitted the cash raised in January accordingly. As of last week, the D-J Industrials
(INDU/24831.17) and the S&P 500 (SPX/2729.40) both have moved above their respective mid-April highs in what looks to be
the completion of the bottoming chart formation that began in February. Importantly, those indices have seen a positive
expansion in breadth. Stocks recording new highs are also suggestive of higher prices even though the stock market is
overbought on a near-term basis. We think investors should focus on those sectors that are showing the greatest number of
stocks making new highs: Energy, Financials, and Technology. The SPX futures are higher this morning (+6.00 points at 5:37
a.m.) as President Trump takes a softer tone towards China and Iran.

Chart 1

Source: Bespoke Investment Group
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Chart 2

Source: Bespoke Investment Group

Chart 3

Source: Bespoke Investment Group

Chart 4

Source: Bespoke Investment Group
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Important Investor Disclosures
Raymond James & Associates (RJA) is a FINRA member firm and is responsible for the preparation and distribution of research created in
the United States. Raymond James & Associates is located at The Raymond James Financial Center, 880 Carillon Parkway, St. Petersburg,
FL 33716, (727) 567-1000. Non-U.S. affiliates, which are not FINRA member firms, include the following entities that are responsible for
the creation and distribution of research in their respective areas: in Canada, Raymond James Ltd. (RJL), Suite 2100, 925 West Georgia
Street, Vancouver, BC V6C 3L2, (604) 659-8200; in Europe, Raymond James Euro Equities SAS (also trading as Raymond James
International), 40, rue La Boetie, 75008, Paris, France, +33 1 45 64 0500, and Raymond James Financial International Ltd., Broadwalk
House, 5 Appold Street, London, England EC2A 2AG, +44 203 798 5600.
This document is not directed to, or intended for distribution to or use by, any person or entity that is a citizen or resident of or located in
any locality, state, country, or other jurisdiction where such distribution, publication, availability or use would be contrary to law or
regulation. The securities discussed in this document may not be eligible for sale in some jurisdictions. This research is not an offer to sell
or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal. It does not
constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of
individual clients. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital
may occur. Investors should consider this report as only a single factor in making their investment decision.
For clients in the United States: Any foreign securities discussed in this report are generally not eligible for sale in the U.S. unless they are
listed on a U.S. exchange. This report is being provided to you for informational purposes only and does not represent a solicitation for the
purchase or sale of a security in any state where such a solicitation would be illegal. Investing in securities of issuers organized outside of the
U.S., including ADRs, may entail certain risks. The securities of non-U.S. issuers may not be registered with, nor be subject to the reporting
requirements of, the U.S. Securities and Exchange Commission. There may be limited information available on such securities. Investors who
have received this report may be prohibited in certain states or other jurisdictions from purchasing the securities mentioned in this report.
Please ask your Financial Advisor for additional details and to determine if a particular security is eligible for purchase in your state.
The information provided is as of the date above and subject to change, and it should not be deemed a recommendation to buy or sell
any security. Certain information has been obtained from third-party sources we consider reliable, but we do not guarantee that such
information is accurate or complete. Persons within the Raymond James family of companies may have information that is not available
to the contributors of the information contained in this publication. Raymond James, including affiliates and employees, may execute
transactions in the securities listed in this publication that may not be consistent with the ratings appearing in this publication.
Raymond James (“RJ”) research reports are disseminated and available to RJ’s retail and institutional clients simultaneously via electronic
publication to RJ's internal proprietary websites (RJ Investor Access & RJ Capital Markets). Not all research reports are directly distributed
to clients or third-party aggregators. Certain research reports may only be disseminated on RJ's internal proprietary websites; however
such research reports will not contain estimates or changes to earnings forecasts, target price, valuation, or investment or suitability
rating. Individual Research Analysts may also opt to circulate published research to one or more clients electronically. This electronic
communication distribution is discretionary and is done only after the research has been publically disseminated via RJ’s internal
proprietary websites. The level and types of communications provided by Research Analysts to clients may vary depending on various
factors including, but not limited to, the client’s individual preference as to the frequency and manner of receiving communications from
Research Analysts. For research reports, models, or other data available on a particular security, please contact your RJ Sales
Representative or visit RJ Investor Access or RJ Capital Markets.
Links to third-party websites are being provided for information purposes only. Raymond James is not affiliated with and does not
endorse, authorize, or sponsor any of the listed websites or their respective sponsors. Raymond James is not responsible for the content
of any third-party website or the collection or use of information regarding any website’s users and/or members.
Additional information is available on request.

Simple Moving Average (SMA) - A simple, or arithmetic, moving average is calculated by adding the closing price of the security for a number
of time periods and then dividing this total by the number of time periods.
Exponential Moving Average (EMA) - A type of moving average that is similar to a simple moving average, except that more weight is given to
the latest data.
Relative Strength Index (RSI) - The Relative Strength Index is a technical momentum indicator that compares the magnitude of recent gains to
recent losses in an attempt to determine overbought and oversold conditions of an asset.
International securities involve additional risks such as currency fluctuations, differing financial accounting standards, and possible
political and economic instability. These risks are greater in emerging markets.
Small-cap stocks generally involve greater risks. Dividends are not guaranteed and will fluctuate. Past performance may not be indicative
of future results.
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Investors should consider the investment objectives, risks, and charges and expenses of mutual funds and exchange-traded funds
carefully before investing. The prospectus contains this and other information about mutual funds and exchange –traded funds. The
prospectus is available from your financial advisor and should be read carefully before investing.
Not approved for rollover solicitations.
For clients in the United Kingdom:
For clients of Raymond James Financial International Limited (RJFI): This document and any investment to which this document relates
is intended for the sole use of the persons to whom it is addressed, being persons who are Eligible Counterparties or Professional Clients
as described in the FCA rules or persons described in Articles 19(5) (Investment professionals) or 49(2) (High net worth companies,
unincorporated associations etc) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended) or any
other person to whom this promotion may lawfully be directed. It is not intended to be distributed or passed on, directly or indirectly, to
any other class of persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who
would be classified as Retail Clients.
For clients of Raymond James Investment Services, Ltd.: This report is for the use of professional investment advisers and managers and
is not intended for use by clients.
For purposes of the Financial Conduct Authority requirements, this research report is classified as independent with respect to conflict of
interest management. RJFI, and Raymond James Investment Services, Ltd. are authorised and regulated by the Financial Conduct
Authority in the United Kingdom.
For clients in France:
This document and any investment to which this document relates is intended for the sole use of the persons to whom it is addressed,
being persons who are Eligible Counterparties or Professional Clients as described in “Code Monétaire et Financier” and Règlement
Général de l’Autorité des Marchés Financiers. It is not intended to be distributed or passed on, directly or indirectly, to any other class of
persons and may not be relied upon by such persons and is therefore not intended for private individuals or those who would be
classified as Retail Clients.
For clients of Raymond James Euro Equities: Raymond James Euro Equities is authorised and regulated by the Autorité de Contrôle
Prudentiel et de Résolution and the Autorité des Marchés Financiers.
For institutional clients in the European Economic Area (EEA) outside of the United Kingdom:
This document (and any attachments or exhibits hereto) is intended only for EEA institutional clients or others to whom it may lawfully be
submitted.
For Canadian clients:
This report is not prepared subject to Canadian disclosure requirements, unless a Canadian analyst has contributed to the content of the
report. In the case where there is Canadian analyst contribution, the report meets all applicable IIROC disclosure requirements.
Proprietary Rights Notice: By accepting a copy of this report, you acknowledge and agree as follows:
This report is provided to clients of Raymond James only for your personal, noncommercial use. Except as expressly authorized by
Raymond James, you may not copy, reproduce, transmit, sell, display, distribute, publish, broadcast, circulate, modify, disseminate or
commercially exploit the information contained in this report, in printed, electronic or any other form, in any manner, without the prior
express written consent of Raymond James. You also agree not to use the information provided in this report for any unlawful purpose.
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This report and its contents are the property of Raymond James and are protected by applicable copyright, trade secret or other
intellectual property laws (of the United States and other countries). United States law, 17 U.S.C. Sec.501 et seq, provides for civil and
criminal penalties for copyright infringement. No copyright claimed in incorporated U.S. government works.
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