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U.S. Stocks Gain in June, But Foreign Assets Remain Pressured by Political Uncertainty

Overview

In June, U.S. stocks rose, but foreign stock indices again declined. Economic data in the U.S. continued to be
strong, but political uncertainty abroad, particularly in Europe and in emerging market countries due in part to
trade policy, rattled investors. The Federal Reserve, as expected, raised its key benchmark rate on June 13 by
0.25% to a target range of 1.75% and 2.00%. Meeting minutes suggest an assessment of continued overall U.S.
economic strength and balanced inflation dynamics. In this installment of Insights, we focus on three key topics
of interest to global investors: the flattened slope of the U.S. bond yield curve, trade policy skirmishes, and the
investment landscape in emerging markets (EM). In our view, the shape of the yield curve bears watching,
especially if it flattens significantly further, but we think that the risk of recession within the next year is unlikely.
Trade policy rhetoric has increased, and the risk is real that it may escalate, but we still believe that existing and
currently proposed tariffs will likely not derail further global economic expansion. EM assets have sold off in
recent months due to negative, protectionist trade policies, and U.S. dollar strength; however, EM production
and consumption have continued, and the emerging/developed market growth differential has widened, which
is typically positive for EM assets. Overall, we foresee continued global expansion that is consistent with a
relatively low near-term risk of recession in the U.S. in view of the tailwind from tax reform, strong corporate
earnings, solid manufacturing activity, and positive consumer sentiment.

Performance

Core U.S. bond yields were mixed in June: taxable bonds edged down, municipals inched up.

June 2018 5-Year 10-Year Category
YTD Annlzd Annlzd

BarCap Municipal TR USD 0.09 -0.25 3.53 4.43 US Muni Bonds
BarCap US Agg Bond TR USD -0.12 -1.62 2.27 3.72 US Taxable Bonds
BoAML US High Yield Master II TR USD 0.35 0.08 5.51 8.03 US Corporate HY Bonds
JPM EMBI Global Diversified TR USD -1.19 -5.23 5.15 6.75 Int'l/Emerging Bonds (USD)
JPM GBI EM Global Diversified TR USD -2.86 -6.44 -1.40 2.58 Int'l/Emerging Bonds (Local)
HFRX Equity Hedge USD -0.67 0.24 3.04 -0.43 Hybrid/Hedged Equity
D] Industrial Average TR USD -0.49 -0.73 12.96 10.78 US Equity -- Large
S&P 500 TR 0.62 2.65 13.42 10.17 US Equity -- Large
NASDAQ Composite TR USD 0.98 9.37 18.54 13.87 US Equity -- Large
Russell 1000 TR USD 0.65 2.85 13.37 10.20 US Equity -- Large
Russell Mid Cap TR USD 0.69 2.35 12.22 10.23 US Equity -- Mid-sized
Russell 2000 TR USD 0.72 7.66 12.46 10.60 US Equity -- Small
MSCI All Country World Index ex-USA NR USD -1.88 -3.77 5.99 2.54 Int'l Equity -- Comprehensive
MSCI EM NR USD -4.15 -6.66 5.01 2.26 Int'l Equity -- Emerging
Bloomberg Commodity TR USD -3.50 0.00 -6.40 -9.04 Commodities
HFRX Global Hedge Fund USD -0.19 -0.85 1.32 -0.40 Multi-Asset Alternative Invm't

Source: Morningstar Direct. Data through 06/30/2018
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Year-to-date through June, the Bloomberg Barclays U.S. Aggregate Bond Index has declined 1.62% in
conjunction with rising bond yields.

U.S. large, mid-, and small-sized stocks gained once again in June. The S&P 500 Index now has risen 2.65% YTD
through June. The Russell 2000 Index of small-cap stocks is now up 7.66% YTD through the last month.

In May, EM bonds declined for several reasons, including continuing worry about global trade, short-term
currency fluctuations, and the rising U.S. interest rate trajectory. U.S. dollar-denominated debt (represented by
the JPMorgan EMBI Emerging Market Diversified Index) fell nearly 1.2%, and they are now down for the year
through June by approximately 5.2%. Local currency EM bonds dropped by nearly 2.9%, and they are now down
approximately 6.4% for the year, according to the JPMorgan GBI Emerging Market Diversified Index. EM
equities also fell 4.15% in June, as measured by the MSCI Emerging Market Index.

Outlook

Despite the elevation in protectionist trade policy and the jitters that has caused among investors, our base case
outlook for further global economic expansion remains intact. We hold this view even though over the last
month economic data in Europe has continued to moderate and the U.S. Treasury yield curve has additionally
flattened. As we explain further below, we continue to anticipate a reasonable rate of inflation in the U.S., a
largely measured and telegraphed U.S. Federal Reserve policy, and supportive economic growth in both the U.S.
and emerging markets. We recognize that investors are concerned about three areas in particular, and we want
to address them squarely: the flat yield curve, trade policy, and emerging markets.

First, the current flat slope of the U.S. Treasury yield curve has attracted more attention over the last month,
even though the slope has been flattening and relatively flat for some time. The graph below depicts the change
from the end of 2013 (the year of the Taper Tantrum) through June of this year.
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Source: FactSet, Federal Reserve, J.P. Mongan Assel Management.
Guide to the Markets — U.S. Data are as of June 30, 2018.
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In a normal yield curve, bonds with long-dated maturities carry a higher yield than short-dated maturities to
compensate for the risk that inflation could reduce the value of interest payments in the future. In a flat yield
curve like the current one above, there is very little difference in yields between bonds with short and long
maturities. The difference between the 2-year and 10-year Treasury notes was, as of June 30, merely four-
tenths of a percentage point. At the end of 2013, in contrast, the 2-to-10-year spread was 2.6 percentage
points. The yield gap from 2 to 10 years is at its narrowest since August of 2007.

U.S. Treasury bonds are often attractive to 8500618 1430 US 10yr - 2yr Government Bond Spread

global investors who seek safety amid global 0.:280% / -2.7 bps 0.500
trade uncertainty. That is especially the case
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The flat slope of the yield curve can be worrying to investors, because typically when yields on the back end dip
below yields on the front end (i.e., an inverted yield curve) a recession has followed within 6 to 24 months. It is
important to note that it is not a flat yield curve that has this often-cited “predictive” effect; it is inverted curves.
The present curve is not inverted; it is flat. Curves can remain flat for some time, and they can normalize just as
they can invert. In our view, we do not believe at present that the yield curve will invert this year, although it
may flatten more as the entire curve shifts higher in conjunction with the Fed’s gradual tightening policy. A 50
basis point increase to the overnight rate by the Fed does not entail a 50 basis point move equally at every
maturity increment along the curve, which means that a flat but still slightly upward slope looks to be the most
likely scenario throughout 2018 and into 2019.

The Fed itself currently sees the outlook for real GDP growth and inflation to be stable, as you can see in the two
charts side-by-side below. Taken together, the members of the Federal Reserve do not anticipate either a spike
in inflation (which might cause them to raise rates more aggressively to slow growth) or an alarming slowdown
in economic growth (which could lead to a recession). This is important to recognize, because it can help to put
into perspective certain anxieties about the effect of heightened protectionist trade policy and rhetoric on
economic growth and inflation. The Fed takes into account all global factors as part of its outlook. Among those
are global trade ties, pricing pressures, political risk, and other foreign central bank activity.
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Exhibit 1: FOMC participants' assessment of the risks to
real GDP growth
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Exhibit 2: FOMC participants' assessment of the risks to
core PCE inflation
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Second, then, we turn to questions about trade tariffs. This can be a confusing topic because discussion in the
press does not always make clear the distinction between enacted policy and potential proposals. For instance,
on Friday, July 6, the U.S. implemented the original schedule of $34 billion in tariffs on Chinese goods. This itself
was less than the approximately $60 billion initially floated, and it is different from the current talk about
potentially an $200 billion in tariffs on top of the additional $14 billion already scheduled. In our view,
protectionism will likely continue to stoke market worries as long as the rhetoric continues, and it will likely
exert a slight economic drag; however, the key word in the last clause is “slight.”

The U.S. nominal gross domestic product

in the first quarter of 2018 was 2018
approximately $20 trillion. The amount of | GDP level, cumulative % from baseline :;g;g
Chinese imported goods on which tariffs 0.0

have been imposed is minuscule

compared to that total GDP amount. But

what if things escalate and the additional -0

$200 billion is imposed? What will the

economic effect then be to economic 02

growth in both the U.S. and China? The

nearby graph suggests that the cumulative

hit to U.S. GDP growth in 2020 would be -0.3

about 2.5 tenths of a percent, and about 3

tenths of a percent to China’s GDP growth. | g4

The potential effect is not nothing, but it is
also not a lot. Protectionist policy will slow
growth, but by itself it will not tip the U.S.
or China into recession.

Rising US-China trade tensions will weigh on growth

Source : Oxford Economics

us

China

[us imposes 25% tariffs on $50 billion of imports
& then an additional 10% on $200 billion of
imports from China, and China retaliates in kind.
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The most likely effect from heightened rhetoric and intensifying policy enactments is that it will increase
investor skittishness. This in turn will likely lead to decreased business investment and capital expenditures,
higher input costs, and lower profit margins. Exports account for only 8% of U.S. GDP. The election of a new
leftist president in Mexico has, in some ways, opened up new possibilities for the renegotiation of NAFTA (the
North American Free Trade Agreement), but uncertainty still remains high about how that will play out, and
resolution may not come for some time. U.S. tariffs on goods from allies such as Canada and Germany, and their
predictable retaliations, will have targeted effects on companies and industries. These measures are likely to
curtail investor and business sentiment. Potentially higher prices on certain goods and services for consumers
cannot be ignored. Neither can the knock-on effects for lower potential corporate earnings and profits. But for
now, although questions might be raised about a protectionist trade policy, the enacted and even the proposed
tariffs seem economically manageable.

Third, rising interest rate policy in the U.S. and

global protectionist policy skirmishes, as wellas ~ Growth of the middle class

a resurgence in the strength of the U.S. dollarin  Percent of total population

large part from rising rate policy, have in recent %% W 1994 M 2017F [ 2030F
months hit emerging market assets particularly
hard. Questions have arisen about the growth
and profits outlook in emerging markets
countries. But aside from particular
idiosyncratic challenges in places like Venezuela,
Argentina, and Turkey, emerging market (EM)
growth has remained solid and inflation largely
contained. Earnings growth expectations for EM
are still 18% and 11% for 2019, according to
Lazard. The economic growth differential
between EM and DM (developed markets) has
widened, which is usually positive for EM assets,
both debt and equity. According to Goldman
Sachs estimates, GDP in the U.S. for 2018 may
be 2.6% compared to 5.5% for EM, a rate more
than twice that of the U.S. The theme of the
growth of the middle class in EM countries is
underway and is leading to increased levels of
consumption globally and, in places like China ]
especially, seismic shifts from a manufacturing- India China Brazil Mexico Korea
based to a service-based economy. This is a
trend that is set to continue (as you can see in
the nearby graphic), which should, in our view, lead to additional corporate earnings, profit, and eventual stock
price appreciation.

40% -

Source: Brookings Institute and JPMorgan, data as of 6/30/2018

What then about U.S. dollar strength? The U.S. dollar may continue to remain strong relative to many emerging
market currencies for two reasons in the near term: the interest rate differential between safe haven bonds in
the U.S. compared to Japan and Europe, and intensification of and uncertainty around protectionist trade policy.
Both factors can lead investors to shift to U.S. stocks and bonds for perceived short-term safety or opportunity.
Those asset flows in turn contribute to U.S. dollar strengthening. However, this may very well be a near-term

p.5



SAGE INSIGHTS MONTHLY ECONOMIC & MARKET ANALYSIS

phenomenon. Some signs suggest that the resurgence in the dollar may be leveling off, such as the chart on the
left below from Bloomberg. The ratio of many EM currencies on the basis of the real effective exchange
rate/terms of trade also points to undervaluation against the dollar in many places.
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In the short-term, U.S. dollar strength continue given global risk-aversion due to trade policy uncertainty and the
interest rate differential between the bonds in U.S. and other DM countries; however, the dollar does appear
overvalued relative to EM countries, where current account deficits are broadly solid and fundamentals remain
strong for economic growth. The U.S., for its part, has a widening current account deficit, which typically leads
to U.S. dollar weakness. Beyond the near term, these factors should, in our view, lead to EM asset price
appreciation.

In the near term, though, EM assets, both stocks and bonds, could rebound and outperform DM counterparts
through some combination of the following catalysts: the reduction of negative trade rhetoric and/or the
reversal of U.S. dollar strength. Pessimism toward EM assets is currently extreme, and it could reverse quickly if
one or both of these catalysts comes to pass. Moreover, the upside to EM price reversal could also in such a case
be extreme.

In summary and conclusion, we acknowledge the reasons why investors have focused their attention on these
three areas in particular: the flat slope of the U.S. yield curve, protectionist trade policy rhetoric, and a few
macro challenges to emerging markets.

1. First, we understand why the yield curve has been flattening to the extent that it has (increases in rates
by the Fed on the short end, and downward pressure on the long end from pension plans and foreign
investors seeking higher yielding safe-haven assets), but we do not believe that the curve is likely to
invert this year or that recession in the U.S. is a significant near-term risk.

2. Second, trade policy rhetoric has intensified in recent months, and it may escalate further in the near
term. This poses a volatility risk to capital markets globally, and it will likely exert a slight, but not
massive, economic drag to GDP growth to the major affected countries. Given the small scale of
currently imposed and proposed tariffs relative to the size of the U.S. and Chinese economies in
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particular, we foresee less impairment on their macroeconomic output than on investor and business
psychology and specific company/industry results.

3. Third, emerging markets remain vulnerable in the short term to escalation of protectionist trade policy
and additional U.S. dollar strength. However, growth fundamentals remain broadly strong in the EM
world, and any unwinding of either or both of those two factors, negative trade talk and dollar strength,
could initiate a rapid return of global capital to EM assets and spark price appreciation in both EM stocks
and bonds.

Although we acknowledge the risks from these areas, we believe that investors would should be encouraged by
the underlying economic strength globally, especially in the U.S. and emerging markets. These remain bright
spots with a number of investment opportunities. Precisely because there are additional investment risks but
also potentially extreme negative sentiment in some areas that could quickly reverse, we also believe that
investors should remain balanced in their asset allocations and avoid overemphasis of one or two investments
relative to others.
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The information and statistics contained in this report have been obtained from sources we believe to be reliable but cannot be
guaranteed. Any projections, market outlooks or estimates in this letter are forward-looking statements and are based upon certain
assumptions. Other events which were not taken into account may occur and may significantly affect the returns or performance of these
investments. Any projections, outlooks or assumptions should not be construed to be indicative of the actual events which will occur.
These projections, market outlooks or estimates are subject to change without notice. Please remember that past performance may not
be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the
future performance of any specific investment, investment strategy, or product or any non-investment related content, made reference to
directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for
your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable
laws, the content may no longer be reflective of current opinions or positions. All indexes are unmanaged and you cannot invest directly in
an index. Index returns do not include fees or expenses. Actual client portfolio returns may vary due to the timing of portfolio inception
and/or client-imposed restrictions or guidelines. Actual client portfolio returns would be reduced by any applicable investment advisory
fees and other expenses incurred in the management of an advisory account. Moreover, you should not assume that any discussion or
information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Sage Financial
Group. To the extent that a reader has any questions regarding the applicability above to his/her individual situation of any specific issue
discussed, he/she is encouraged to consult with the professional advisor of his/her choosing. Sage Financial Group is neither a law firm
nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy
of the Sage Financial Group’s current written disclosure statement discussing our advisory services and fees is available for review upon
request.

Sage Financial Group has a long track record of citations and accolades. Rankings and/or recognition by unaffiliated rating services and/or
publications should not be construed by a client or prospective client as a guarantee that s/he will experience a certain level of results if
Sage is engaged, or continues to be engaged, to provide investment advisory services. Nor should it be construed as a current or past
endorsement of Sage by any of its clients. Rankings published by magazines and others generally base their selections exclusively on
information prepared and/or submitted by the recognized advisor. For more specific information about any of these rankings, please click
here or contact us directly.

© 2018 Sage Financial Group. Reproduction without permission is not permitted.
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