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When Rates Go Up, Do Stocks Go Down?

Exhibit 1. Monthly US Stock Returns against Monthly Changes
in Effective Federal Funds Rate, August 19547 December 2016

Should stock investors worry about changes in interest rates?

Research shows that, like stock prices, changes in interest rates and

bond prices are largely unpredictable.! It follows that an investment

strategy based upon attempting to expl

likely to be a fruitful endeavor. Despite the unpredictable nature of

interest rate changes, investors may still be curious about what might *
happen to stocks if interest rates go up.

20%

Unlike bond prices, which tend to go down when yields go up, stock
prices might rise or fall with changes in interest rates. For stocks, it can

go either way because a stockods pric@j /'S
to investors and the discount rate they apply to those expected cash @ 0% 10%
flows. When interest rates rise, the discount rate may increase, which in 2 o

turn could cause the price of the stock to fall. However, it is also possible 5

that when interest rates change, expectations about future cash flows

expected from holding a stock also chi us

what the overall effect should be, the next question is what does the
data say?

Recent Research

Recent research performed by Dimensional Fund Advisors helps provide
insight into this question.? The research examines the correlation
between monthly US stock returns and changes in interest rates.3 L4
Exhibit 1 shows that while there is a lot of noise in stock returns and no o5
clear pattern, not much of that variation appears to be related to changes Monthly Changes in Effective Federal Funds Rate
in the effective federal funds rate.*

-20%

Monthly US stock returns are defined as the monthly return of the Fama/French
Total US Market Index and are compared to contemporaneous monthly changes

1 See f € amal976. Famal984. F d Bliss 1987 Camobell and Shiller 1991 2002 in the effective federal funds rate. Bond yield changes are obtained from the
. See, for example-am ,Fam ,Famaand Bliss , Campbell an iller ,Duifee . .
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3. US stock market defined &maFrench Total US Market Index.

4. The federal funds rate is the interest rate at which depository institutions lend funds maintained at the Federal Reanotleetodepository institution overnight.
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When Rates Go Up, Do Stocks Go Down?

For example, in months when the federal funds rate rose, stock returns
were as low as 1 15.56% and as high as 14.27%. In months when rates
fell, returns ranged from 1 22.41% to 16.52%. Given that there are many
other interest rates besides just the federal funds rate, Dai also examined
longer-term interest rates and found similar results.

So to address our initial question: when rates go up, do stock prices go
down? The answer is yes, but only about 40% of the time. In the
remaining 60% of months, stock returns were positive. This split between
positive and negative returns was about the same when examining all
months, not just those in which rates went up. In other words, there is not
a clear link between stock returns and interest rate changes.

CONCLUSION

Therebs no evidence that investors
rates. Even with perfect knowledge of what will happen with future

interest rate changes, this information provides little guidance about
subsequent stock returns. Instead, staying invested and avoiding the
temptation to make changes based on short-term predictions may

increase the likelihood of consistently capturing what the stock market

has to offer.

Source: Dimensional Fund Advisors LP.
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GLOSSARY
Discount Rate: Al so known as the
expected return investors demand for holding a stock.

Airequire

Correlation: A statistical measure that indicates the extent to which two
variables are related or move together. Correlation is positive when two
variables tend to move in the same direction and negative when they tend
to move in opposite directions.

INDEX DESCRIPTIONS

Fama/French Total US Market Index: Provided by Fama/French from
CRSP securities data. Includes all US operating companies trading on the
NYSE, AMEX, or Nasdag NMS. Excludes ADRs, investment companies,
tracking stocks, non-US incorporated companies, closed-end funds,

¢ #ertificates, shages pf peneficiakinierests, and Betkshigedtathapay Ing. n ¢ e

(Permco 540).
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hypothetical and is provided for informational purposes only to indicate historical performance had the index been catnidatee relevant time periodsBacktestedperformance results assume the reinvestment of dividends and

capital gains.

Eugene~amaand Ken French are members of the Board of Directors for and provide consulting services to Dimensional Fund Advisors LP.
There is no guarantee investment strategies will be successful. Investing involves risks including possible loss of principal
All expressions of opinion are subject to change. This article is distributed for informational purposes, and it is rmminirbed as an offer, solicitation, recommendation, or endorsement of any particular security, products, or services.
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Market Summary

Global
International Emerging Global Bond
US Stock Developed Markets Real US Bond Market
Market Stocks Stocks Estate Market ex US
Q2 2017 STOCKS BONDS
3.02% 5.63% 6.27% 1.67% 1.45% 0.60%

Tttt 11

Avg. Quarterly Return 1.9% 1.5% 3.1% 2.7% 1.2% 1.1%
Best 16.8% 25.9% 34.7% 32.3% 4.6% 5.5%
Quarter Q2 2009 Q2 2009 Q2 2009 Q3 2009 Q32001 Q4 2008
Worst -22.8% -21.2% -27.6% -36.1% -3.0% -3.2%
Quarter Q4 2008 Q4 2008 Q4 2008 Q4 2008 Q4 2016 Q2 2015

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansewtoeflect the expenses associated with the management of an actual portfolitarket segment (index
representation) as follows: US Stock Market (Russell 3000 Index), International Developed Stocks (MSCI World ex USAlilnfjefmerging Markets (MSCI Emerging Markets Index [net div.]), Global Real Estate (S&P Global REIT Ind
RAG®B0OE '{ .2yR alNJSi 6.t22Y0SNE . INDflF&a ! { ! IANBII (s§Hedgel YoRISD])yTRSIRE data larg rovibetd ByStahidard &RB6dt's 16dex SerficesGrawd). Brénk Russkli
is the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. MSCI data @ MiB@Ggl28Ireserved. Bloomberg Barclays data provided by Bloomberg. Citi fixed income indices copyright 2011
Citigroup.
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World Stock Market Performance

MSCI All Country World Index with selected headlines from Q2 2017
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These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should \eegntiailpm a long
term perspective and avoid making investment decisions based solely on the news.

Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2017, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with managemeti@lf ortfolio. Past performance is not a guarantee of future results
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World Stock Market Performance
MSCI All Country World Index with selected headlines from past 12 months

Short Term
(Q3 20161 Q2 2017)
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These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should esentiaiiyom a longerm perspective and avoid making investment decisions based solely on the news.
Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2017, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with managemaatialf gortfolio. Past performance is not a guarantee of future results
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World Asset Classes

Index Returns (%)

Looking at broad market indices, non-US developed markets and emerging markets recorded similar returns, outperforming the US
during the quarter.

The value effect was negative in the US, non-US, and emerging markets. Small caps outperformed large caps in non-US developed
markets but underperformed in the US and emerging markets.

MSCI World ex USA Small Cap Index (net div.) 7.28
MSCI Emerging Markets Index (net div.) 6.27
MSCI All Country World ex USA Index (net div.) 5.78
MSCI World ex USA Index (net div.) 5.63
MSCI World ex USA Value Index (net div.) 4.36
MSCI Emerging Markets Value Index (net div.) 3.17
S&P 500 Index 3.09
Russell 1000 Index 3.06
Russell 3000 Index 3.02
MSCI Emerging Markets Small Cap Index (net div.) 2.63
S&P Global ex US REIT Index (net div.) 2.58
Russell 2000 Index 2.46
Dow Jones US Select REIT Index 1.64
Bloomberg Barclays US Aggregate Bond Index 1.45
Russell 1000 Value Index 1.34
Russell 2000 Value Index 0.67
One-Month US Treasury Bills 0.18

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansewtoeflect the expenses associated with the management of an actual portfolio.

The S&P data is provided by Standard & Poor's Index Services Group. Frank Russell Company is the source and ownemafkbegemdice marks, and copyrights related to the Russell Indexes. MSCI data © MSCI 2017, all rights resel
Dow Jones data (formerly Dow Jones Wilshire) provided by Dow Jones Indices. Bloomberg Barclays data provided by Bleesiahidg. To Af f & 6 {2014z .2yR&az . Aff&aZ FyR LYTFTEIlGAZ)
by Roger G. Ibbotson and Rex A. Sinquefield).
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US Stocks

Index Returns

The broad US equity market posted positive returns
for the quarter but underperformed both non-US
developed and emerging markets.

Value underperformed growth indices in the US
across all size ranges.

Small caps in the US underperformed large caps.

World Market Capitalizationd US

Ranked Returns for the Quarter (%)

us

Marketé

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansewtoeflect the expenses associated with the management of an actual portfolarket segment (index
representation) as followdvarketwide (Russell 3000 Index), Large Cap (Russell 1000 Index), Large Cap Value (Russell 1000 Value Index), Large Cap GrodaitGiRwsisdhidex), Small Cap (Russell 2000 Index), Small Cap Value (Russe
2000 Value Index), and Small Cap Growth (Russell 2000 Growth Index). World Market Cap represented by Russell 3000 Wded, M S(SA IMI Index, and MSCI Emerging Markets IMI Index. Russell 3000 Index is used as the proxy fo

Large Growth
Small Growth
Large Cap
Marketwide
Small Cap
Large Value

Small Value

Period Returns (%)

Asset Class

Marketwide
Large Cap
Large Value
Large Growth
Small Cap
Small Value
Small Growth

1.34
0.67
YTD 1 Year
8.93 18.51
9.27 18.03
4.66 15.53
13.99 20.42
4.99 24.60
0.54 24.86
9.97 24.40

4.67
4.39
3.06
3.02
2.46
* Annualized
3 Years* 5 Years* 10 Years*
9.10 14.58 7.26
9.26 14.67 7.29
7.36 13.94 5.57
11.11 15.30 8.91
7.36 13.70 6.92
7.02 13.39 5.92
7.64 13.98 7.82

US market. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related et lineRessMSCI data © MSCI 2017, all rights reserved.
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International Developed Stocks
Index Returns

InUS dollar. terms, developed n?ar_kets outperformed Ranked Returns (%) Local currency m US currency
the US equity market and had similar performance to
emerging markets indices during the quarter.
. o Small Cap
Looking at broad market indices, the value effect
was negative across all size ranges in non-US
developed markets. Growth
Small caps outperformed large caps in non-US Large Cap
developed markets.
Value
World Market Capitalizationd International Developed .
P P Period Returns (%) * Annualized
Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*
Large Cap 12.82 19.49 0.67 8.15 1.00
Small Cap 15.45 21.26 4.02 11.43 2.92
3 6 Value 10.27 24.24 -0.94 7.69 0.09
Growth 15.57 14.90 2.22 8.54 1.84

International

Developedé
Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansetoeflect the expenses associated with the management of an actual portfolitarket segment (index
representation) as follows: Large Cap (MSCI World ex USA Index), Small Cap (MSCI World ex USA Small Cap Index), dtueX\MSBIWslue Index), and Growth (MSCI World ex USA Growth). All index returns are net of withholding

on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and MSCI Emerging IMdekeld3Kal World ex USA IMI Index is used as the proxy for the International Developed market. MSCI da
MSCI 2017, all rights reserved. Frank Russell Company is the source and owner of the trademarks, service marks, asdetamdighthe Russell Indexes.
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Emerging Markets Stocks

Index Returns

In US dollar terms, emerging markets indices
outperformed the US and recorded similar performance
to developed markets outside the US.

Looking at broad market indices, the value effect was
negative across all size ranges in emerging markets.

Small caps underperformed large caps in
emerging markets.

World Market Capitalizationd Emerging Markets

Ranked Returns (%)

Local currency ®US currency

11%

Emerging
Markets
$5.4 trillion

Large Ca
TR R 627

Value
R 347

2.72

STELC N 2 oo

Period Returns (%)

Asset Class YTD
Large Cap 18.43
Small Cap 15.99
Value 13.65
Growth 23.45

1 Year
23.75
17.03
21.57
25.99

3 Years*
1.07
0.81

-1.33
3.42

* Annualized

5 Years* 10 Years*

3.96 1.91
5.15 2.17
1.67 1.53
6.18 2.22

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanseioeflect the expenses associated with the management of an actual portfalitarket segment (index
representation) as follows: Large Cap (MSCI Emerging Markets Index), Small Cap (MSCI Emerging Markets Small Cap (kt&3), Erasrging Markets Value Index), and Growth (MSCI Emerging Markets Growth Index). All index return:
net of withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI IndekBaedgig®Aarkets IMI Index. MSCI Emerging Markets IMI Index used as the proxy for the emerging market
portion of the market. MSCI data © MSCI 2017, all rights reserved. Frank Russell Company is the source and owner ofidiiesiraelevice marks, and copyrights related to the Russell Indexes.
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Select Country Performance

Index Returns

In US dollar terms, Austria and Denmark recorded the highest country performance in developed markets, while Australia and Canada
posted the lowest returns for the quarter. In emerging markets, Greece, Hungary, and Turkey posted the highest country returns, while
Qatar and Russia had the lowest performance.

Ranked Developed Markets Returns (%) Ranked Emerging Markets Returns (%)

Austria 18.39 Greece 34.11
Denmark 15.14 Hungary 18.88
Finland 13.28 Turkey 18.88
New Zealand 11.70 Poland 13.46
France 9.54 South Korea 9.75
Italy 9.48 Czech Republic 9.75
Switzerland 9.29 China 9.26
Sweden 9.13 Taiwan 7.74
Netherlands 8.20 Mexico 7.36
Portugal 7.73 Peru 7.08
Spain 7.72 Indonesia 6.52
Germany 6.99 Philippines 6.11
Hong Kong 6.79 Malaysia 5.58
Israel 6.18 India 3.66
Ireland 5.52 South Africa 2.59
WK 513 Thailand 2.12
Singapore 4.88 Colombia 1.80
Belgium 4.79 UAE 1 bo
Norway 3.15 Chile 298 '
us 2.83 . i
Canada 0.48 RBraz.ll 637
Australia  -1.43 Ss“?a 1_19'2837
atar -11.

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansenotoeflect the expenses associated with the management of an actual portfomuntry performance based
on respective indices in the MSCI World ex US IMI Index (for developed markets), MSCI USA IMI Index (for US), and Mf@aiketsrtv| Index. All returns in USD and net of withholding tax on dividends. MSCI data © MSCI 2017,
rights reserved. UAE and Qatar have been reclassified as emerging markets by MSCI, effective May 2014.
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Select Currency Performance vs. US Dollar

Most non-US developed currencies appreciated against the US dollar during the quarter, with the Danish krone and the euro
experiencing the biggest gains. Emerging markets currencies were mixed vs. the US dollar. The Czech koruna appreciated by

more than 10%, while the Russian ruble, Brazilian real, and Columbian peso depreciated by more than 4%.

Ranked Developed Markets (%)

Ranked Emerging Markets (%)

Danish krone (DKK) 6.66 Czech koruna (CZK) 10.35
Poland new zloty (PLZ) 6.84
Euro (EUR) 6.64 Hungary forint (HUF) 6.54
Swedish krona (SEK) 5.85 Mexican peso (MXP) 4.06
Turkish new lira (TRY) 3.38
New Zealand dollar (NZD) 4.74 Malaysian ringgit (MYR) 3.09
Swiss franc (CHF) 4.52 South African rand (ZAR) 2.34
Chinese yuan (CNY) 1.66
Israel shekel (ILS) 4.03 Thailand baht (THB) 1.16
British pound (GBP) 3.88 Indian rupee (INR) 0.46
Peru new sol (PEI) 0.12

Canadian dollar (CAD) 2.69 Indonesian rupiah (IDR) -0.02

Norwegian krone (NOK) 253 Taiwanese NT dollar (TWD) -0.25

Egyptian pound (EGP) -0.39

Singapore dollar (SGD) 1.49 Chilean peso (CLP) -0.39

Australian dollar (AUD) 0.55 Philippine peso (PHP) -0.56
South Korean won (KRW) -2.26

H K llar (HKD -0. -
ong Kong dollar ( ) 045 Brazilian real (BRC) -4.17
Japanese yen (JPY) -0.83 Russian ruble (RUB) -4.94
Colombian peso (COP) -5.28

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansewtoeflect the expenses associated with the management of an actual portfolio
MSCI data © MSCI 2017, all rights reserved.
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Real Estate Investment Trusts (REITS)

Index Returns

Non-US real estate investment trusts outperformed Ranked Returns (%)
US REITs.
Global REITs (ex US) 2.58
US REITs 1.64

Total Value of REIT Stocks

O/ Period Returns (%) * Annualized
0

World s Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*
orld ex

$449 billion US REITs 1.36 -2.43 8.04 9.00 5.42
264 REITs us Global REITs (ex US) 6.30 -0.37 1.13 6.86 0.20
(22 other $661 billion

countries) 106 REITs

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanseutoeflect the expenses associated with the management of an actual portfoNember of REIT stocks and

total value based on the two indices. All index returns are net of withholding tax on dividends. Total value of REI&stsekged by Dow Jones US Select REIT Index and the S&P Global ex US REIT Index. Dow Jones US Select REIT
used as proxy for the US market, and S&P Global ex US REIT Index used as proxy for the World ex US market. Dow JoRE$TUSdB&Idata provided by Dow Jones ©. S&P Global ex US REIT Index data provided by Standard and Pc
Index Services Group © 2017.
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Commodities

Index Returns

The Bloomberg Commodity Index Total Return Ranked Returns for Individual Commodities (%)
declined 3.00% during the second quarter.
Kansas wheat 17.82
The livestock and grains complexes led quarterly Wheat 15.95
performance, with lean hogs returning 14.44%, live Lean hogs 14.44
cattle 8.59%, wheat (Chicago) 15.95%, and wheat Live cattle 8.59
(Kansas) 17.82%. Soybean oil 2.58
Copper 1.17
Softs was the worst-performing complex, with sugar Corn 0.53
and coffee declining 18.76% and 12.79%, respectively. Soybeans -0.91
Cotton also experienced a decline, decreasing 9.44%. Gold -0.99
Zinc -1.05
Soybean meal -1.89
Aluminum -2.93
Nickel -6.90
Period Returns (%) * Annualized Heating oil -7.46
Asset Class YTD 1Year 3 Years* 5 Years* 10 Years* Cotton -9.44
Commodities  -5.26 -6.50  -14.81 -9.25 -6.49 Natural gas -9.60
Silver -9.69
Brent oil -10.41
Unleaded gas -10.51
WTI crude oll -10.68
Coffee -12.79
Sugar -18.76

Past performance is not a guarantee of future results. Index is not available for direct investment. Index performance dbesflact the expenses associated with the management of an actual portfolio.
All index returns are net of withholding tax on dividends. Securities and commodities data provided by Bloomberg.
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Fixed Income

Index Returns

Interest rates were mixed across the US fixed US Treasury Yield Curve (%) Bond Yields across Issuers (%)

income market during the second quarter. The

yield on the 5-year Treasury note decreased 4 4 3.32

basis points (bps) to 1.89%. The yield on the 10- 3 3/31/2017 295 2.73

year Treasury note decreased 9 bps to 2.31%. / 6/30/2016 2.31

The 30-year Treasury bond yield decreased 18 2

bps to finish at 2.84%. 1 /

The yield on the 1-year Treasury bill rose 21 bps 0 o

to 1.24%, and the 2-year Treasury note yield rose \}r \?r %((r) ?(? 1?.}222[]8/5 Municipals Cm::gs Ccﬁ;)%rBaBtes

11 bps to 1.38%. The yield on the 3-month

Treasury bill climbed 27 bps to 1.03%, while the

6-month Treasury bill yield increased 23 bps to

1.14%. Period Returns (%) * Annualized
Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*

In terms of total returns, short-term corporate Bloomberg Barclays Long US Government Bond Index 544  -6.96 5.54 2.82 7.27

bonds gained 0.59% and intermediate corporates Bloomberg Barclays Municipal Bond Index 3.57 -0.49 3.33 3.26 4.60

gained 1.49%. Bloomberg Barclays US Aggregate Bond Index 227 -0.31 248 221 4.48
Bloomberg Barclays US Corporate High Yield Index 493 12.70 4.48 6.89 7.67

Short-term municipal bonds gained 0.56%, while Bloomberg Barclays US TIPS Index 0.85 -0.63 0.63 0.27 4.27

intermediate-term municipal bonds returned BofA Merrill Lynch 1-Year US Treasury Note Index 0.30 0.40 0.41 0.37 1.21

1.97%. Revenue bonds gained 2.19%, BofA Merrill Lynch Three-Month US Treasury Bill Index 0.31 0.49 0.23 0.17 0.58

outperforming general obligation bonds by 39 Citi World Government Bond Index 1-5 Years (hedged to USD)  0.65 0.28 1.30 1.37 2.52

bps.

One basis point equals 0.01Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performansenaloeeflect the expenses associated with the management of an actual portfo¥iceld
curve data from Federal Reserve. State and local bonds are from the S&P NationBreevMunicipal Bond Index. AA¥A Corporate represent the Bank of America Merrill Lynch US Corporated\MtArated. ABBB Corporates represent the
Bank of America Merrill Lynch US Corporates,-BB&ed. Bloomberg Barclays data provided by Bloomberg. USdomgbonds, i t 43 Ay Ff F A2y s yR FTAESR AyO02YS FILO0G2NJ RIFGF 6 {
Associates, Chicago (annually updated work by Roger G. Ibbotson and Rex A. Sinquefield). Citi fixed income indice20d@gyyidtitigroup. ThBofAMerrill Lynch Indices are used with permission; © 2017 Merrill Lynch, Pieeceer& Smith
Incorporated; all rights reserved. Merrill Lynch, Pieféenner& Smith Incorporated is a wholly owned subsidiary of Bank of America Corporation. The S&P data are provided by Standarth@eRd@ervices Group.
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Impact of Diversification

Index Returns

These portfolios illustrate the performance of different Ranked Returns (%)
global stock/bond mixes. Mixes with larger allocations
to stocks are considered riskier but have higher 100% Stocks 4.45
expected 75/25 3.38
returns over time. 50/50 230
25/75 1.24
100% Treasury Bills 0.18

Growth of Wealth: The Relationship between Risk and

Return
$100,000
$80,000

Period Returns (%) * Annualized
10-Year $60,000

Asset Class YTD 1 Year 3 Years* 5 Years* LO Years* STDEV
100% Stocks 11.82 19.42 5.39 11.14 4.27 16.96 $40,000

75125 8.84 14.41 417 8.38 3.60 12.71
$20,000

50/50 5.93 957 2.89 5.62 2.73 8.46
25/75 3.08 4.90 1.56 2.87 1.68 4.22 $0

100% TreasuryBills ~ 0.29 040 017 012 045 0.29 12/1988 12/1993 12/1998 12/2003 12/2008 12/2013

1. STDEYV (standard deviation) is a measure of the variation or dispersion of a set of data points. Standard deviationsuaeel tdteuantify the historical return volatility of a security or portfolio.

Diversification does not eliminate the risk of market Id3ast performance is not a guarantee of future results. Indices are not available for direct investment. Index performansaaloeflect expenses associated with the management
of an actual portfolia Asset allocations and the hypothetical index portfolio returns are for illustrative purposes only and do not represatperétwmance. Global Stocks represented by MSCI All Country World Index (gross div.) and
Treasury Bills represented by US @ienth Treasury Bills. Globally diversified allocations rebalanced monthly, no withdréwvklsi I 6 a{ /L wnamTZ Fff NAIKGA NBASNBSR® ¢NBIF adNE 6
Associates, Chicago (annually updated work by Roger G. Ibbotson and Rex A. Sinquefield).
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By: James R. Solloway, CFA, Managing Director and Senior Portfolio Manager

BabyBoomers will remember fondiikmerican Bandstangroduced
and hosted by Dick Clark from 1957 to 1987. It was originally based ir Exhibit 1. Growth and Value Do the Twist

Philadelphia before moving out to California in 1964, and was as icon
to the city as the cheesesteak. One of the more popular segments of 1 s RUssell 1000 Growth  sss=== Russell 1000 Value
show was called Rat®Record. Two teenagers from the audience
would each rank two records. From this segment came the immortal © 125 Total-
LIKN} 4S5 &dA dNTad S2x00 1 32 R oSG | S 120 Return
Investors (those who remember 48nd 78rpm vinyl records and those ® 115
gK2 R2Yy QGO I NB GNBAY3A y26l RI&a & 110 50
| YF2Nldzyt 68t ez AdGQa + az2y3 sAdKl § 445 {8
example, stock market sectors that did well immediately following the 3 S
election of Donald Trump as President have corrected sharply and ar| 2 = 100
now well below their preslection levels (energy, telecommunications) 3 95
or have lagged the overall market meaningfully (financials) in the-yeat 2 © © ~ ~ ~ ~ ~ ~
to-date. By contrast, postlection laggards (utilities, staples, real estate| 5 I I I Q Q Q Q I
healthcare and, until recently, technology) have bounced back sharph| 2 9 = 2 = = > c
3 z o 3 w = < s 2
Exhibit1 highlights the shifting fortunes of the Russell 1000 Growth & s 8 8 8 8 383 g 8
Index versus the Russell 1000 Value Index, measured on aetiah Source: Frank Russell Company, SEI
basis since the U.S. election. Value stocks had a terrific run into mid
December, climbing about 9%. This momentum dissipated between

mid-December and February, which allowed growth S_‘tOCkS_tO narrow Throughoutthese gyrations, the U.S. equity market has managed to climb to new
the performance gap. Both value and growth then spiked higher fora  ecorg highs. In fact, the lack of volatility in the overall stock market has brought th

few weeks, before peaking around the beginning of March. Since then, widely-watched CBOE volatility index on the S&P 500 to extremely low levels.
value stocks have been mostly radgeund, while growth has enjoyed

a very strong run to the upside on the back of the big technology

companies. In the closing weeks of the second quarter, the dynamics of

GKS YFNJ SO FLIWSEFNBR (2 0SS &Kl y3aAy3d &Sd FAFLAYyd b2¢g AGQa GKS o0A3
leaders that are suddenly losing altitude.
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Exhibit 2. Volatility, Volare, Oh-h-h, Oh!

mem Recession Period
e CBOE Market Volatility Spot Index (LHS)
w— S&P 500 Total Return Index (RHS)
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Source: CBOE, S&P, SEI

Exhibit 2 shows that the CBOE Market Volatility Spot Index is about as
low as it gets. The spot price can stay near these levels for a long time,
however. Although sharp spikes upward in the VIX are associated with
equity market corrections, serious bear markets, in which stock prices
sustain a peako-trough decline of more than 20%, usually only occur
when the economy is approaching the onset of recession. That said, we
would argue that the current ultrdow level in the VIX increasdse

B\

odds of at least a gardevariety correction, which we define as a peak
to-trough decline of 5%0- 10%.

Exhibit 3. Crying Time

m Average # of Occurrences per Year

m Chance of a decline moving to the next stage (%)

S&P 500 Stock Price Declines since January 1928

|
0.3x
NA

Bear Market (20% or more)

Severe Correction (15% or more) 589
0

Moderate Correction (10% or
more)

Dip (5% or more)

I
0 10 20 30 40 50 60 70

Number of Occurrences per Year (Blue Bar) or
Probability in Percent (Orange Bar)

Source: Ned Davis Research, Standard & Poor's, SEI

The Helmstar Group is a Registered Investment Advisory Firm



Dancing to a Song with a Bad Beat

By: James R. Solloway, CFA, Managing Director and Senior Portfolio Manager

One can certainly make the argument that this market is overdue for
some sort of pullback. Ned Davis Research (NDR) recently updated a
study of all price corrections of at least 5% in the S&P 500 since 1928.
Exhibit 3 breaks down the corrections by the size of their gieak

¢KS hdzif221L0RaywdzadalrBR20 a D22R
Atthe start of this year, SEI held an optimistic view regarding the path
of the U.S. economy, corporate profits and, by extension, the stock

YEN] SGd 2SS alrg | IANBFG 2LILI2 NI dzy

GNRdzZ3K RSOf Ay S dzagly 3daRB MDA Iy 2 N OFledoxENBEor? td break:the legislative logjam that had prevented the

2N Y2NBOZ | X £
O2NNBOGAZ2YE oOomp: 2NJ Y2NBO FyR |
1928, there have been 303 corrections in total that have exceeded 5%.

That works out to an average of 3.4 per year. The last dip in the S&P 500

of 5% or more occurred as a result of the Brexit vote in the U.K. back in
June of 2017. If you blinked, you missed it, since it lasted only two
sessions. Exhibit 3 also highlights the probabilities of a correction
moving to the next, more serious, stage (for example, a dip efdc%

10% has turned into a moderate correction of 10% or more almost a
third of the time). The last correction of more than 10% occurred during
the November 201%-ebruary 2016 time frame. Moderate corrections
have occurred about once per year on average.

In some ways, stock market can be likened to earthquakes and volcanic
eruptions. Despite the outward calm, there can be plenty of activity
0St2¢ GKS adz2NFI OS> gAiGK aiNBaaSa
jdzSaidAz2y 2F 6KSGKSNI I O2NNBOGAZ2Y
timing and magnitude. The pressure below the surface of the equity
market is starting to build, in our opinion. These stresses, however,
KFE @Sy Qi odzAf G dzZld G2 GKS LRAY
Rather, we would expect a trembler of a more modest magnitude, with
the timing not at all certain.

"

GY2RSNX i RENNB YENZY & pasagediBiNiBessendly tax and regulatory reforms during the

G ®Bamalyeard: Wd|tHdught thé 'R ahB globak ¢cghomy moulol @ {
accelerate and we anticipated a continuation of the strong performance
in equities and other riskriented financial assets that was sparked by
the election outcome.

Our hopes on legislative policy now appear naive, to put it nicely. We
recognized from the beginning that Donald Trump would be one of the
most controversial personalities ever to be elevated to the Presidency
and that the goodwill extended to Presidents at the start of their first
term would not be given to POTUS 45. When Donald Trump entered
office, his approval/disapproval numbers were even at about 44%. Mo
Presidents since Harry Truman have begun their first terms on
Inauguration Day with at least a 60% approval rating, although that
sometimes turned out to be the higlvater mark, as it did for Barak
®dainé. Rut tfiedeteibiatiengh3hdde tuinbess dor thelc@rant y 2 G
ddcip&nt has-bges stunifing, @sSERhibk 4iilkustrates AAYChadirgy tolthe
Real Clear Politics average of Presidential approval polls, less than 40
of respondents approve of the job President Trump is doing, while 54%

¢ K S NiBapproveYThese axd thé kiltpf3ehdingsattatim@ht beiseeh thvyali t

the end of a second term of an unpopular President or during those
periods when the economy is performing quite badly.

The Helmstar Group is a Registered Investment Advisory Firm



Dancing to a Song with a Bad Beat

By: James R. Solloway, CFA, Managing Director and Senior Portfolio Manager

Exhibit 4. Trump: | Can’t Get No Satisfaction

e ADProve === Disapprove

60 Presidential Job Approval Rating

55
50
45
40
35
30

Percentage of Respondents

27-Jan-2017
10-Feb-2017
24-Feb-2017
10-Mar-2017
24-Mar-2017
07-Apr-2017
21-Apr-2017
05-May-2017
19-May-2017
02-Jun-2017
16-Jun-2017

Source: Real Clear Politics, SEI

¢ KS t NBaA RSy degpciatlyyarndhd Diahderbity, whre the
t NBAARSYGQa FLIINRGHE NIGAYy3 4&a

distractions (from Russia with love) that reduce the-tlayay
ST¥FSOUuUA@PSYySaa 2F GUKS t NBSaARSyd |
INRdzyRé | ONRP&aa (KS 0dz2NBIF dzONF O&
rule-making activity to a crawl

h¥ O2d2NESZ AGQa y20 2dzald GKS 2 K.
fighting tooth-and-nail against almost everything that is proposed by the
Executive branch. The Republiezantrolled Congress also has tied

itself in knots, highlighting the ideological and geographic divisions that
exist within the GOP itself. The inability to push through health care
legislation in a timely fashion has not only made a bad national problen
worse; it also has complicated passage of a tax reform bill

Although our optimism is being sorely tested, we are gamely sticking tc
our expectation that a major tax bill will be pushed through the
Congress by the arcane process known as reconciliation, which allows
for simple majority voting in the Senate on tax and budget issues.
Original hopes of a big cut in corporate statutory marginal tax rates
down to a maximum of 15% or 20% will most likely be disappointed,
although a top corporate tax rate around 25% versus the current 35% i
still possible, in our estimation. Individual tax cuts also will be temperec

2 ysinee we sge litle ppssibildy offejar Aedluctions GOstate R ipcal ary

has emboldened the opposition to put up a unified resistance. Although  property taxes being eliminated. Even this may prove to be a bruising

25 Demaocratic Senators are up forgkection in 2018 versus only nine
Republicans, all are hanging tough against the most important
legislative items on the Republican agenda. And, despite their minority
status and inability to vote down Cabinet and gDabinet personnel
appointments, the Democrats in the Senate still have been able to
throw sand into the gears of the vetting process. Combined with the
internal disorganization of the White House itself and thgriad

«

battle politically, however. Republicans in the Senate may need to
change the rules that currently prevent a reconciliation bill from
increasing the deficit without a supermajority of 60 vates

If nothing else, politicians of all stripes recognize that their jobs are in
jeopardy when they appear ineffective or out of touch with their
constituents If Republicans continue to dither as they have thpast
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AaSPSNIf Y2yGiKaz GKSe& O2dzZ R FF OS ) . - dz
highly unlikely that the Senate will change hands in 2018, the House  EXNIPIt 5. The Fed Sings Let’s Twist Again
certainly is in play. Recent qucigl electio[ls to replgce gongressmen e S Treasury Securities  emmmm Agency Debt Plus MBS 5
gK2 KIS 22AYSR t NBaARSY U ¢ NHzYLIQ O
Republican support. We expect the prospect of Rep. Nancy’Pglosi 3000 )
NBEIFAYAYy3d 0KS {LISF]1TSNRa 3l St gA U
within the Republican Party to get something done before it is toa late
2500

The end result of the budget drama will likely be a-aaxtspending bill Operati
that isstimulativeon balance. We see little chance that Republicans will o Tf\,ri'st
be able to agree among themselves on all the major elements that are © 2000 (0T)
needed to offset the revenue loss from teate reduction. This should g
boost the prospects for economic growth, but since it comes at a time S 1500
when the economy is edging closer to full employment, this fiscal o
stimulus could eventually add to inflationary pressures _E

E 1000

Fed Chair Janet Yellen and a majority of her colleagues might be comin
to the same conclusion. Hence their decision to go ahead and raise the

Federal funds rate for the second time this year and, more importantly, 500
to announce how the central bank will reduce the size of its balance
sheet. The pace of quantitative tightening (QT) should not be 0

QE3/0T

exceptionally disruptive to the bond market, at least during its ramp © < o © o~
phase. Once the process begins, it will take a year to get up to full speec S S é § é §
¢ a monthly runoff of $30 billion of Treasury bonds and $20 billion of Soufce: Barclay's, Federal Reserve Board, S&P, Ed

mortgagebacked securities. This works out to a-ufii of 1.2% per

Y2YGK 2F GKS CSRQa Od2NNByld K2t RA
amounts to an annualized flow equivalent to 3% of GDP. Exhibit 5 show.
0KS CSRQa K2f RAYy3IA 2 F-batkidskcartes® o

Yardeni Research, SEI

Bernanke announces QE2

»"
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Crucially the Fed did not reveal how long it will take to normalize its suggests that the policymakers are now willing to look further into the future to
balance sheet. Fediatchers speculate the central bank will reduce its ~ the time when tight labor markets start to exert an upward impact on wages and
balance sheet by at least $1 trillion worth of securities, and perhaps as _ inflation.

vdzOR ba bPn UNRTtA2Y2 205N UKS Y SExhibit 6. Please Help Me, 'm Falling
NEf SFaSz aXaSOdzNAuASa K2z2f RAy3Ia ¢
predictable manner until the Committee judges that the Federal
Reserve is holding no more securities than necessary to implement Citigroup Economic Surprise Index (U.S.)
Y2y SGilFNE LRftAO&d STFAOASyidHfte IyR
after the Fed announcement Janet Yellen likened the balance sheet run 150
off as running in the background and being as boring as watching paint
dry. We hope that characterization is correct. But if fiscal stimulus adds 100
to the budget deficit and investors suddenly become more concerned
lo2dzi GKS AyTFElaGAzy 2dzift2212 GKSE 50
markets could aggravate the upward pressure on bond yields. With the

10-year Treasury bond currently yielding just 2.25%, however, it is ¢ 0

obvious that inflation concerns are not yet paramount in the thoughts 3

of fixedincome investors £ 50

The other unknown is exactly when the Fed will begin the (QT) program -100

In her testimony on June 14th Janet Yellen surprised the markets by

areAy3a aNBfl GAGSte azz2yoé 2S5SQ@S -150 J
2018. Now it appears that the central bank will begin the process by

September, if not sooner. This acceleration of the normalization -200

timetable is significant, in our view. Evidently, the policymakers at the 3 8EHEIZT22cH2FT OO
CSR NB af221Ay3 (0 KiNahdxaektéd edofodic O d RISIIRXRIIRLRIRIRIRR

Index for the U.S. Although this statistic is highly cy¢lisalmagnitude
of negative surprises versus expectations recently reached its most
extreme level since 2011. In previous years, the negative data flow
would have deterred the Fed from tightening monetary polityis

D)

The Economic Surprise Index is defined as the weighted historical siandard deviations of
data surprises (actual releases vs Bloomberg survey median).
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As has been the case for some time, forecasts of the Federal Open EXhibit 7. Get a Job
Market Committee show real economic growth accelerating very little
beyond 2% between now and the end of 2019. Inflation, as measurec mmmm Recession Periods
by the personal consumption expenditures index, also is projected to
remain well behaved near a 2% rate. Meanwhile the FOMC expects t
raise the Federal funds rate one more time this year, followed by thre
rate increases in both 2018 and 2019, with the policy rate reaching 3¢

== JOb Openings as a % of Total Unemployed (LHS)

by yearend 2019, according to the median estimate of all the === Job Openings as a Percent of Prime-Aged Males Not in
Committee members. Investors still think the FOMC forecasts are too the Labor Force (LHS)
optimistic with regard to the Federal fundate projection. The Fed e Employment Cost Index, Wages and Salaries (RHS)
funds futures curve implies a probability of 75% for one additional 25
basispoint rise in the funds rate between now and June 2018, and on 110 5.0
a 32% likelihood of two or more hikes. 100 45

: : _ 90 4.0
One of the great puzzles of this cycle is the lack of upward pressure i 80 35

the inflation rate despite the tightening of the labor market. According

[}]

o

c

(1]

L

&)

c

. T . = 70 30 8

to the U.S. Labor Department, job openings in the U.S. exceeded six s e
million in April, a new high for this economic cycle. Exhibit 7 looks at j ° 60 25 @
openings as a percentage of the total number of the officially & 50 20 §
unemployed (that is, not working but looking for a job) and as a 40 15 >
percentage of primeged males (250-54) not in the labor force. This 30 10 ;,'—
particular demographic has become a major policy concern as the 3
participation rateof prime-aged males in the workforce wanes. We see 20 0.5 ;";
in Exhibit 7 that the number of total unemployed and males not in the 10 00 o

labor force versus the number of job openings has reached a level nc S 3 S S S = 2 2 =

. . o o o (=] o (=] o o
seen since 2007 and, before that, 2001. Yet, wages and salaries, as N ~N ~N N 3 N N N N
measured by the Employment Cost Index, continue to rise at a very Source: Economic Cycle Research Institute, U.S.
sedate pace. As a result, corporate profit margins remain unusually Labor Department, SEI
robust despite the fact that the economic expansion is now eight year
old.

D)
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Stubbornly slow economic growth, little visible progress on tax reform  Exhibit 8. Hold Me Tight
and fiscal policy stimulus, weak oil pricing as U.S. shale production
makes a comeback, and the secular disinflationary forces of mmm Recession Periods
demographics and disruptive technological change have seemingly
severed the connection between tight labor markets and wage inflation.
This is why investors have returned to strategies emphasizing yield and wmms Corporate High Yield OAS
auloAftAlGEdP | YyF2NUdzyl 0StexX AuQa K 3
best, only approximate the inflation rate in the long run. Fixed income
yields are low in absolute terms and credit spreads (shown in Exhibit 8) Option-Adjusted Spreads (OAS)
are tight relative to Treasury bonds. Since inflation also is still low, we

do not think this lack of value portends imminent danger, even as the 25
Fed continues to tighten monetary policy in a slow and methodical
fashion. But, as we noted above regarding the VIX Index and equities, it
increases the vulnerability of fixddcome assets to a negative surprise

= |nvestment Grade OAS

DA@SY GKS F1020S32 6SQNB y20 adzNL1a
the MSCI U.S. totakturn index, have lagged both developeohd
emergingmarket equity benchmarks in the yeto-date. In fact, the
underperformance of U.S. equities versus the MSCI Emerging Markets
total-return index extends as far back as January 2016 when measured
in U.S dollar terms. To be sure, we have seen previous episodes during
this long bull market when U.S. equities have lagged. But those
stumbles did not last long, usually just a few months. Perhaps the
current bout of underperformance against the rest of the world will
prove transitory too. But we no longer view U.S. equities as the best
game in town

Percntage Points

1997
1999
2001
2003
2005
2007
2009
2011
2013
2015
2017

Source: Bloomberg Barclays, Economic Cycle

{ 9L Q& Icappant sniattaN&rStegies are defensively positioned. Research Institute, SEI
Valueoriented holdings have been trimmed. There has been an
increase in the weighting of strategies that emphasize stalaility

D)
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sustainable growth. Cash as a percentage of the portfolio is at the highereflectingd KS &G NBy 3IGK 2F GKS SdzNB | Feak yai
end of the normal range. The conditions that should help the funds beatappreciation against the U.S. dollar accentuated the MSCI EMU relative performa
their benchmarks include: (1) a return of investor focus on earnings andto the upside from 2003 to 2007; the collapse of the currency aggravated the decl
valuation instead of sentiment; (2) bett¢han-expected earnings in the years after 2007.

growth; (3) moderate inflation that translates into pricing power for well Exhibit 9. European Equity: Kind of a Drag

run companies; and (4) a return to a market that is more favorable for
active management. This last condition includes such factors as low st e | ocal Currency Terms s S. Dollar Terms
correlation and higher dispersion

Relative Total Return Index: MSCI EMU/MSCI USA

InfixedA y O2YS> {9LQ& YIylF3aISNER O2ydA 170
debt of banks and other financial companies are overweight. Asset
backed securities (credit cards, commercial properties) also are
emphasizedOurcore managers are starting to reduce risk, however. In

150

(=]
(=]
Il
thehight A St R F NBFS {9LQa FdzyRa I NB g 130 ;
exposed to interestate risk) and overweight yield relative to its < 110
benchmark. The energy sector is a notable underweight. Cash holding: -
are up slightly and the inclination of our managers is to raise cash level T 90
slightly further, given the dearth of opportunities currently prevailing in -
the market. < 70
« 50
A Rare Case of Eunhoriav A A — 1o} w0 P~ @ — ™ 0 ~
¢CKSNBQa y2 RSyeéeay3d GKEG AyogSai?z S 8 8 8 8 &5 © o o |
o ™~ [9V] [Q\V] (9] (V] o™ o™ (9]

few years. Exhibit 9 highlights the relative strength of the MSCI EMU
total-return index, in both local and U.S. dollar terms, against its MSCI
U.S. counterpart. In local currency terms, European equities have lagg

the U.S. stock market since 2007, finally hitting bottom in August 2016. | 1,56ying economic fundamentals provide a good foundation for the rally in
Thus far in 2017, the recovery in relative performance has been a mild  gyropean equities. Economic sentiment has risen to its highest level since 2007,
one, for the happy reason that the U.S. stock market itself is up about  suggesting that economic growth may soon accelerate beyond the 2% pace of re
10%. The MSCI EMU total return index has climbed 13%. The bounce hgsars. Most countries have experienced improvement in their business sentimen
been far stronger in U.S. dollar terms, about 20%héyearto-date, indicators, even Greece. Services are the most buogaator, while the

D)

Source: MSCI, SEI
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construction and industrial sectors appear to be logging the strongest negative interesNJ 4 S L}2f A 08 ¢Sttt Ayd2 HnmyZI a
rebound in expectations. Consumer sentiment across countries is less became more hawkish in tone. This has caused a modest aymip bond yields and
uniform -- strongest in Germany and Spain, improving sharply in France @ jump in the euro against other currencies.

but continuing to deteriorate in Italy. Exhibit 10. European EPS: Oh Happy Day
¢KS ho/5Qa /2YLEZaAus LYRSE 2% [S] === | ocal Currency Terms = ss==={J.S. Dollar Terms
similar story as the sentiment indicators. The four largest countries
(Germany, France, Italy and Spain) are exhibiting atrevel growth. Relative Total Return Index: MSCI EMU/MSCI USA
Italy, though, appears to be fading by this yardstick. In contrast, the U.S. 170
and the United Kingdom are growing at a beltrend pace and appear § 150
to be decelerating. I
o 130
Most important for investors, Eurozone earnings are finally beginning to g
pick up. Yeapver-year earnings per share were up 14% for the < 110
companies that make up the MSCI EMU Index, on a sales gain of 4.5%. 3 90
On a 12month forward EPS basis, the Eurozone still looks like a laggard b
when measured against other major countries from the peak of the % 70
previous earnings cycle in 2008 (Exhibit 10). But the profits recovery (1
appears to have some good momentum behind it. 50 = - - = > _ - o =
. a . S8 &8 8 &8 8 © © o o
CNRY UKS Y2y Sul N LISNRLISOuUAODSZ Ul N N N N N N N N N Ci

efforts seem to have had a positive impadinally. As Exhibit 11 Source: MSCI, SEI
highlights, loan growth to businesses and households has accelerated to
their best pace in six years. That growth is still muted in comparison to . _ N
the years before the global financial crisis, however. This encouraging y%f‘e good news on _thlf economic front is matched by good news on thﬁ_ political
ates SELFyarzy Ay ONBRAG | NBdSa 2U ﬁ@g% eqely fugn RNy #VWEF Emmanye] Magog anghig pew Le

. = I . epubliqueenMarche party have sweptinto power. His victory opens the way for
standing preference to maintain the current pace of quantitative easing

’ muchcneeded economic reforms that promise to increase latmarket flexibility,
at least through the end of the year. The shortage of German bunds WIIIreduce government spending in relation to the size of the economy and increase

force the ECB to taper its bond purchases sooner rather than later, vibrancy of the private sector. Of course, Frander@ce. Reforms will not be met
however. While we anticipate that the central bank will maintiésn by the opposition with a simple shrug of the shoulders.

D)
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Industrial action and street protests will greet the changes, and will likel{f 9 L Qa Sljdzade& YIFylF3aSNER NB adAtft Ll2aa
be comparable to the unrest Margaret Thatcher faced during the early movements to be muted over the summer, since they judge markets to be fairly
Mpyna sKSY aKS 20SNKFdA SR GKS | yvalid ey favorymonienium facors gsdhe gopdediirdsies|ofyast year disgnat
structure. We will see how both President Macron and the financial and valuation dispersions revert to more normal levels. A rotation out of value
markets react when the protests come. But, for now, investors are managers is underway. Stability is still viewed as being on the expensive side,

. . . oh o . although the extent of the overvaluation is much reduced versus-ggarlevels. The
celebrating, pushing up French equities by more than 10% since April. periphery of Europe (Spain, Portugal, Italyusrweighted consistent with the view

Exhibit 11. More Money for You and Me that economic and political concerns have faded into the background, at least for
time being.

== | 0ans to Households o o
Our fixedincome managers are not attracted to European securities in view of the

= | 0ans to Non-Financial Corporations extremely low yields that continue to prevail. Valuations have become more
20 demanding, with more good news priced in and less margin for error. Overweighir
credit remains a general theme, however.

15 The U.K. is Not K

& . dmdusie thou art no thylane, /In proving foresight may be vain: /The best laid

10 a0KSYSa 2Q aA0S IyQtsispagnd dE INNST 3
LINE Y3 B&OHRE w20SNIL . dzNyaxz ¢2 | az2dzasS

5 We left it to a Scotsman penning those words over 350 years ago to sum up the

OdzNNByYy i LINBRAOFYSyid 2F . NAGAAK tNRARYS

Party. When she called for a snap election at the beginning of April, it looked to be

Percent Change over Four Quarters

0 savvy move that would give her Conservative Party an unassailable majority in th
Parliament and a clear mandate to drive a hard bargain on Brexit. But a poorly
5 conducted campaign, an-#idvised austerity reform that was nigkl Y SR & (i K
T 885882 F Yoo e [ASvSydar GrEzé ryR by dlBGNES Ay 0KS
S O O o O O O O o © Uz U0KS y2uA2y 2F {SIFEGAYy3I UKS 9dzNRLISIH
(o} o™~ [V} [§\V] o (o} o™~ [V} o™ o o o™~ [V} o™

Government was forced to engage with the Democratic Unionist Party (DUP) in a

Source: European Central Bank, SEI confidenceand-supply agreement in order to remain in power.
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The surprising election result probably will not stop Brexit from happening.3% thantheBank2 ¥ 9y 3f I yRQa Gl NBSG 2F w3: 09
The opposition Labor Party did not campaign on a program of rolling back inflation rate reflects, in part, the pagbrough of the costs of imported goods. It ca
flrad &SFHNRA NBFTSNBYyRdzY NBadzAg (o . deiS GKRBEOGR (FANSPIA Y WX S U/SNY & BNIH (HA
fortunes probably will change the broad outlines of the final divorce prices over the past year is another reason, although the stumble in the oil mark
agreement. The U.K. is now far more likely to move in the direction of a sg°Ver the past r;:on_th or S,OfIShf)”'d mitigate this particular factor in the months f‘he
Obit SR 6a2¥(¢ . NBEAGZ 6KAOK g2dd RNSET heiseipgiatondaspd hoop Ga‘CPeytPi“siggz‘“F“km?F-)\ o5
the European Union intact than previously envisioned. But the European ousenolas are falling behind, even though the unemployment rate has dropped
. . ' its lowest level in 40 years. The squeeze on U.K. households might be another r
_Unlon. nO\(v holds the r)egotl_atlng gdvantage and can be expected to preva hy the May government was given a good, swift kick by the electorate.
in their primary objectives, including: (1) the free movement of legal

residents between the EU and the U.K.; (2) a continuing role for the Exhibit 12. U.K. Inflation: Bad Moon Rising

European Court of Justice in adjudicatinglEW disputes; (3) egoing CPL All tems
contributions from the U.K. to the EU budget; and the maintenance of an '
open border between Northern Ireland (part of the U.K.) and the Republic === CP|, excluding Energy, Food, Alcohol and Tobacco
of Ireland (part of the EW)a key demand of the DUP. In other words, the
U.K. will have to accept a hybrid relationship that still limits the control over U.K. Consumer Price Index
its own border, and obligates the country to follow certain EU rules and 6
regulationg without the ability to influence those rules and regulations, =
since the country will no longer be a full member of the Union. o5
=
The silver lining: SEI sees this as a better outcome for U.K services industrit 5 :
and the City of London than a complete sundering of the relationship as E 3
hoped by the more hardlinBrexiteers Also, the diminished postlection T 2
standing of the Scottish National Party deals a big blow to the Scottish %
separatist movement. While separatist sentiments will not disappear, the o |
movement now can be compared to the Quebec sovereignty camp in E’ 0
Canada; a rallying cry for the disgruntled, but a dream with no ream 5
possibility of being realized e - ~ ©® o o6 = & o <+ 1 o ~
The latest political surprises come at a time when the U.K. ecofmmy o . ] . .
showing ve?y mixed economic results. Both headline and core consumer * Source: U.K. Office of National Statistics (ONS), SEI
price inflation has been accelerating over the past year, running doser

"
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The Bank of England (BOE) appears to be taking a hawkish turn. At the e . . . . .
Wdzy & YS% i ;\(y 3 ) QppT GKS | r?g Q3 az2ysil Exhibit 13. Ain’t Nothing Like the Real Thing K |

eight members wanted to raise the Base Rate by 25 basis points. The
dissenters are worried that the BOE is falling behind the inflation curve

and that the U.K. economy is now running close to full potential. In their o= U.S. Treasury Bonds ss====German Bunds s====U K. Gilts
opinion, these considerations warrant tapping on the brake, even in the 8

face of the decline in household real incomes, the economic

dzy OSNIi F Ay iAS& &dzNNRBdzy RAy3 . NBEA 5 Real bond yields LJ;

troubles. BOE Governor Mark Carney quickly made clear a few days late
that there is little appetite on the part of the majority to tighten

monetary policy at this time, although like Mr. Draghi, his most recent
remarks have been more hawkish. In any event, the BOE already has
yy2dzyOSR Iy AYyONBIF&S Ay olylaqQ

There is no denying that these are uncertain days for the U.K. The MSCI
United Kingdom totateturn index has lagged the MSCI Europe ex U.K.
and MSCI USA totekturn measures by 6.4 percentage points and 3.5
percentage points, respectively, in the yaardate in localcurrency

terms. In the bond market, 1@ear U.K. government gilts yield only Ten-year bond yield minus 12-month
MeaM:d ¢KIFG YAIKG €221 FGGNF OGAD 4 percent change in consumer prices a
than half the yield prevailing in the U.S. If one takes inflation into
account, the gilt yield in real terms amounts to a negative 1.55% (Exhibit

Percent per Annum

MOU® 9@Sy DSNXIYye f221a (G2 68 | B e o 6 - & o e © o ~ L
international equity and fixed income managers are underweight U.K 8 8 8 & & © © © © o o
(o} (o} o™ (o] (& (& (& o™ (o} (o] (o]

assets versus the benchmark, and are waiting to see how the Brexit

negotiations evolve Source: Eurostat, U.K Office of National Statistics

(ONS), U.S. Labor Department, Tullet Prebon
Information, SEI

U\
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If a trophy were given out for the most undeated stock market, we Exhibit 14. Japanese Equities: Leader of the Pack

would give our vote to Japan. It is no secret that the economy faces e VISCI: Japan === MSCI: United States s MSCI: EMU
serious demographic issues. As implausible as it may sound, the OECD
next 40 years as a result of an extremely low birth rate and little in the S 550 local-currency terms ]
gl e 2F ySu YAINIUAZ2Y Ayiu2z2 0KS O2dzy " U NJ
median age is well above that of the U.S. (38.1), the U.K. (40.1), Canada S 230
(40.7) and France (41.4). This demographic headwind had led to 210
extremely slow inflatioradjusted GDP growth of about 0.4% per annum : 190
over the past 10 years and a prolonged struggle with falling consumer 3

- - 170
prices. 8

% 150

Yet, as detailed in Exhibit 14, Japanese equity prices have outperformed < 130
both the U.S. and Europe since 2012, when Prime Minister Abe entered E 110
office. Since the start of 2012, the MSCI tetturn index has scored a 8
cumulative return of 138%. That works out to a compound annual rate of ¢ 90 o - < ” " =
17%. Over the same span, the MSCI U.S. benchmark has advanced a p S S S S 5
cumulative 117% (15% per annum), while the equivalent gains in the o o oo o o o
MSCI EMU totaleturn index work out to 106% (14% per annum). Source: MSCI, SEI

W LIy Qa & dzNLINdvadkat geffdrneancs fedts investBrO | have been protected from competition, which is why Japan is still trying to make
2LIAYAAY UKFO tNAYS aAyAauSNIDa ! GssecedybuifoHs NramcHicirariNekskip despiteditfe WithdBavwal ofNBe ©. 8l Xai
time. On the positive side, the governance of large, publicly traded the agreement.

companies in Japan has improved quite a bit. Returns on equity have

risen from 7.13% in February 2012 to 8.70% by May 2017, according to Another factor behind the strong performance of Japanese equities stems from
MSCI. Over this same span, the ROI of the companies that make up the quuidijcy infusion into 'Fhe.econor'ny provided by the Bank' qf Japan (BOJ) througt
World Index ex Japan has fallen from 14.34% to 14.02%. Dividend growtiﬂ“""m't""t've and qualitative easing (QQE) program. Exhibit 15 shows that Japar
has accelerated sharply and corporate buybacks are becoming more een a very aggressive buyer of securities compared to the U.S. and Europe. A

h 5o i Kina hard LISNOSyGlFr3aS 2F D5tz GKS . hwQa K2t RAY.
common. The government also is working hard to open ma debt) are almost as large as the economy itself. Although there is specutlatibn
(]
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the central bank might begin to taper its asset purchases in 2018, the  end of the curve. As rates in the U.S. move up and the differential versus Japan

persistence of low inflation makes an exit out of QQE an unlikely yields widen, we look for a resumption of the weakening trend in the yen against
prospect for a long time to come. the dollar. This should serve as a tailwind for additional price appreciation in

Japanese equities
Exhibit 15. Japan’s QQE: Take a Walk on the Wild Side

Our Japarbased equity managers are bullish on the market. They continue to
e Japan s Purozone s United States overweight cyclical sectors while underweighting financials and energy; this
LRAAGAZ2YAY3 KIa 06SSy Ay LIXIFOS F2NJ I
100 managers still emphasize value, while avoiding companies that display stability
90 Central bank characteristics. They prefer Japan and emerging Asian markets like Singapore &
80 assetsas a Hong Kong and are underweight Australia. The latter country is seen as too
70 percent of GDP dependent on China. In addition, Australia has seen its big banks downgraded b
t 60 the credit agencies, on fears that loan quality is deteriorating.
3 50
S 40 Emerging Markets: Great Balls of Fire
30 Developingmarket equities have been on a tear this year, with the MSCI Emergit
20 Market Index climbing nearly 20% in U.S. dollar terms in the year to date and a ¢
10 " substantial 15% when measured on a lewairency basis. The strong fitsalf
RE— performance builds upon a creditable performance in 2016, when these
0 N 8§ g 2 - o ® ¥ © © benchmarks appreciated about 10% in absolute terms.
o o o o o o o o o o
NN NN NN N NN Despite the gains, emerging stock markets still look attractive on a valuation bas
Source: Bank of Japan, European Central Bank, U.S. As illustrated in Exhibit 16, the improvement in EM stock markets relative to the
Federal Reserve, SEI MSCI World Index began in early 2016, a time when risk assets of all types arou
the globe hit their ultimate lows. The move higher in emerging markets, however
o ] . has been rather ragged, punctuated by a sharp correction immediately following
The BOJ has been targeting itsyiar bond yield near the 0% mark since the U.S. Presidential election. Valuations, as measured by tmeoth forward
September 2016 as another element of its extraordinary monetary experiment. price/earnings ratio, have been rising in recent years, from under 10 times in 20:
As economic growth has picked up and deflation has eased, the-shdrof and 2014, to 12.2 times currently. By comparison, the price/earnings ratio on the

the yield curve has flattened, while the long end of the curve beyond the 20 \1sC| World Index has reached a lofty 16.6 times; the resulting spread of 4.4
year maturity has steepened. Compared against the yield curve as it existed  mytiple points is narrower than it was in 2015, but remains extremely wide in the
one year ago, interest rates remain low across the maturity spectrum, context of the past 10 years.

especially at the long end. As long as the BOJ anchors the yield curve at the 10
year mark, we think there is only so far interest rates can move higheither

D)
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Attractive valuations relative to developed markets are not the only draw for
investors. Global economic fundamentals are improving too. Purchasing manag
reports for emerging countries point to a broad and fairly solid recovery. China h
led the way, but even Brazil has recorded a sharp improvement as its economy
works its way out of recession. The global economic upswing and a somewhat
weaker dollar have also pushed commodity prices higher. As Exhibit 17 shows, -
commodity prices have been rising since 2016, reversing a twedgsdine. The
correlation between the CRB spot price index for raw materials and the earnings
trend of developingmarket companies has been quite close over the years. At thi
point, we look for current trends to holgdmoderate global economic growth,

some pickup in inflation that leads to further commodHgrice gains, a stable or
slightly weaker dollag all of which provide a positive macroeconontiackdrop

for emergingmarket economies and financial markets.
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