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Total Cost of Ownership

Costs matter Whet her youdre buyi
investment strategy, the costs you expect to pay are likely to be an
important factor in making any major financial decision.

People rely on a lot of different information about costs to help inform these
decisions. When you buy a car, for example, the sticker price indicates
approximately how much you can expect to pay for the car itself. But the
costs of car ownership do not end there. Taxes, insurance, fuel, routine
maintenance, and unexpected repairs are also important considerations in
the overall cost of a car. Some of these costs are easily observed, while
others are more difficult to assess. Similarly, when investing in mutual
funds, different variables need to be considered to evaluate how
cost-effective a strategy may be for a particular investor.

EXPENSE RATIOS

Mutual funds have many costs, all of which affect the net return to

investors. One easily observable cost is the expense ratio. Like the sticker

price of a car, the expense ratio tells you a lot about what you can expect

to pay for an investment strategy. Expense ratios strongly influence fund
selection for many investors, and it

Exhibit 1 illustrates the outperformance rate, or the percentage of funds
that beat their category index, for active equity mutual funds over the 15-
year period ending December 31, 2017. To see the link between expense
ratio and performance, outperformance rates are shown for quartiles of
funds sorted by their expense ratio. As the chart shows, while active funds
have mostly lagged indices across the board, the outperformance rate has
been inversely related to expense ratio. Just 6% of funds in the highest
expense ratio quartile beat their index, compared to 25% for the lowest
expense ratio group.

This data indicates that a high expense ratio presents a challenging hurdle

for funds to overcome, especially over longer time horizons. From the
investordés point of view, an expense
savings of $10,000 per year on every $1 million invested. As Exhibit 2

A

n g helps to dlustrate, those dollars can reallygadd amover time.

Exhibit 1. High Costs Can Reduce Performance, Equity Fund
Winners and Losers Based on Expense Ratios (%)
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The sample includes funds at the beginning of the 15-year period ending December 31, 2017. Funds are

sorted into quartiles within their category based on average expense ratio over the sample period. The chart
shows the percentage of winner and loser funds by expense ratio quartile; winners are funds that survived

and outperformed their respective Morningstar category benchmark, and losers are funds that either did not
survive or did not outperform their respective Morningstar category benchmark. US-domiciled open-end

mutual fund data is from Morningstar and Center for Research in Security Prices (CRSP) from the

University of Chicago. Equity fund sample includes the Morningstar historical categories: Diversified

Emerging Markets, Europe Stock, Foreign Large Blend, Foreign Large Growth, Foreign Large Value,

Foreign Small/Mid Blend, Foreign Small/Mid Growth, Foreign Small/Mid Value, Japan Stock, Large Blend,
Large Growth, Large Value, Mid-Cap Blend, Mid-Cap Value, Miscellaneous Region, Pacific/Asia ex-Japan
Stock, Small Blend, Small Growth, Small Value, and World Stock. For additional information regarding the
Morningstar historical categories, please see fAThe
morningstardjrect.morningstar.com/clientcomm/Morningstar_Categories_US_April_2016.pdf. Index funds

and fudd-bf-findd are ékciuded fom thd danffe. TAe Btum, expknse Ati& dHa turfBver ©r In& with

multiple share classes are taken as the asset-weighted average of the individual share class observations.
For additional met hodol ogy, please refer to Di mens

2018. Past performance is no guarantee of future results.
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Total Cost of Ownership

Exhibit 2. Hypothetical Growth of $1 Million at 6%, Less Expenses
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GOING BEYOND THE EXPENSE RATIO discretion. For example, the prescribed reconstitution schedule for an index,

The poor track record of mutual funds with high expense ratios has led many which is the process of deleting or adding certain stocks to the index, may cause

investors to select mutual funds based on expense ratio alone. However, as with index funds to buy stocks when buy demand is high and sell stocks when buy

a caro6s sticker price, -ercompassing@easue oftha t i odemand i, Iy Thig pyiceznsgnsitive buying and selling may be required so that

cost of ownership. Take, for example, index funds, which often rank near the the index fund can stay true to its investment mandate of tracking an underlying

bottom of their peers on expense ratio. index. This can result in suboptimal transaction prices for the index fund and
diminished overall returns. In other words, for a given amount of trading (or

Index funds are designed to track or match the components of an index formed turnover), the cost per unit of trading may be higher for such a strictly

by an index provider, such as Russell or MSCI. Important decisions in the regimented approach to investing. Moreover, this cost will not appear explicitly

investment process, such as which securities to include in the index, are to investors assessing such a fund on expense ratio alone. Further, because

out sourced to an index provider and ar eindicestre mwdonstituted infteduentlyf(typicady onta peaygae) rfuinds seeking to
For illustrative purposes only and not representative of an actual investment. This hypothetical illusthation is imtendg@l ot e nt i al i mpact of higher expense r at

Assumes a starting account balance of $1 million and a 6% compound annual growth rate less expense ratidsl@8b062&8]i6d76%ey apar time horizon. Performance of a hypothetical investment does not
transaction costs, taxes, other potential costs, or returns that any investor would have actually attainetietd eneysimtirefleding management fees of an actual portfolio. Actual results may vary significan
Changing the assumptions would result in different outcomes. For example, the savings and difference betntbatatiheesvdinddaoedower if the starting investment amount were lower.
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Total Cost of Ownership

track them may also be forced to buy and sell holdings based on stale eligibility In contrast to both highly regimented indexing and high-turnover active

criteria. For example, the characteristics of a stock considered a value stock! as strategies, employing a flexible investment approach that reduces the need for
of the last reconstitution date may change over time, but between reconstitution immediacy, and thus enables opportunistic execution, is one way to potentially
dates, those changes would not affect trbedudeimplicitoccasts.d&eepingruecnover o, semairong flexitdej agdhtransactmg i
value index. That means incoming cash flows to a value index fund could only when the potential benefits of a trade outweigh the costs can help keep
actually be used to purchase stocks that currently look more like growth stocksz overall trading costs down and help reduce the total cost of ownership.

and vice versa. Metaphorically, these managers6 attention may be more f ocus
on the rear-view mirror than on the road ahead for investors. CONCLUSION

For active approaches like stock picking, both the total amount of trading and the The total cost of ownership of a mutual fund can be difficult to assess and

cost per trade may be high. If a manager trades excessively or inefficiently, requires a thorough understanding of costs beyond what an expense ratio can
costs like commissions and price impact from trading can eat away at returns. tell investors on its own. We believe investors should look beyond any one cost
Viewed through the lens of our car analogy, this impact is like the toll on your metri'c and instead evaluate the total cost of ownership of an investment

vehicle from incessantly jamming the brakes or accelerating quickly. Subjecting solution.

the car to such treatment may result in added wear and tear and greater fuel
consumption, increasing your total cost of ownership. Similarly, excessive
trading can lead to negative tax consequences for a fund, which can increase
the cost of ownership for investors holding funds in taxable accounts. Such
trading costs can be reduced by avoiding unnecessary turnover and seeking to
minimize the cost per trade.

1. A stock trading at a low price relative to a measure of fundamental value, such as book value or earnings.
2. A stock trading at a high price relative to a measure of fundamental value, such as book value or earnings.

Source: Dimensional Fund Advisors LP.

There is no guarantee investment strategies will be successful. Diversification does not eliminate theutskl &fimdarketdtraentvalues will fluctuate and shares, when redeemed, may be worth more or less
cost. The types of fees and expenses will vary based on investment vehicle. Investments are subject te lisis iothritiegpbssibl

All expressions of opinion are subject to change. This article is distributed for informational purposea)stnakitiasiantofteg, solicitation, recommendation, or endorsement of any particular security, produc
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
Q32018 STOCKS BONDS
7.12% 1.31% -1.09% -0.03% 0.02% -0.17%

rtT33 0y

Since Jan. 2001

Avg. Quarterly Return 2.0% 1.5% 2.9% 2.6% 1.1% 1.1%
Best 16.8% 25.9% 34.7% 32.3% 4.6% 4.6%
Quarter 2009 Q2 2009 Q2 2009 Q2 2009 Q3 2001 Q3 2008 Q4
Worst -22.8% -21.2% -27.6% -36.1% -3.0% -2.7%
Quarter 2008 Q4 2008 Q4 2008 Q4 2008 Q4 2016 Q4 2015 Q2

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanué @dlect the expenses associated with the management of an actual portfolio. Market segment (index

representation) as follows: US Stock Market (Russell 3000 Index), International Developed Stocks (MSCI World ex USAlilnfjekfmerging Markets (MSCI Emerging Markets Index [net div.]), Global Real Estate (S&P Global REIT Ind
div.]), US Bond Market (Bloomberg Barclays US Aggregate Bond Index), and Global Bond Market ex US (Bloomberg Barkstaysg@tel®dUSD Bond Index [hedged to USD]). S&P data © 2018 S&P Dow Jones Indices LLC, a division c
Global. AII rights reserved Frank Russell Company is the source and owner of the trademarks, service marks, and etgigdgbtshe Russell Indexes. MSCI data © MSCI 2018, all rights reserved. Bloomberg Barclays data provided by
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World Stock Market Performance

MSCI All Country World Index with selected headlines from Q3 2018
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These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should \éeentiaflpym a longerm perspective and

avoid making investment decisions based solely on the news.

Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2018, all rights reserved.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with managemaatialf @ortfolio. Past performance is not a guarantee of future results.



World Stock Market Performance

MSCI All Country World Index with selected headlines from past 12 months
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These headlines are not offered to explain market returns. Instead, they serve as a reminder that investors should ésentiafiyom a longerm perspective and avoid making investment decisions based solely on the news.

Graph Source: MSCI ACWI Index [net div.]. MSCI data © MSCI 2018, all rights reserved.

It is not possible to invest directly in an index. Performance does not reflect the expenses associated with managemaatia@lf ortfolio. Past performance is not a guarantee of future results.



World Asset Classes

Index Returns (%)

Looking at broad market indices, the US outperformed-bi&hdeveloped and emerging markets during the quarter.

Small caps underperformed large caps in the US;Wi8rdeveloped, and emerging markets. The value effect was
positive in emerging markets but negative in the US andW8rdeveloped markets.

REIT indices underperformed equity market indices in both the US antd8ateveloped markets.

S&P 500 Index 7.71
Russell 1000 Index 7.42
Russell 3000 Index 7.12
Russell 1000 Value Index 5.70
Russell 2000 Index 3.58
MSCI Emerging Markets Value Index (net div.) 3.44
Russell 2000 Value Index 1.60
MSCI World ex USA Index (net div.) 1.31
MSCI World ex USA Value Index (net div.) 1.15
Dow Jones US Select REIT Index 0.72
MSCI All Country World ex USA Index (net div.) 0.71
One-Month US Treasury Bills 0.48
Bloomberg Barclays US Aggregate Bond Index 0.02
MSCI World ex USA Small Cap Index (net div.) -0.85
MSCI Emerging Markets Index (net div.) -1.09
S&P Global ex US REIT Index (net div.) -1.41
MSCI Emerging Markets Small Cap Index (net div.) -4.21

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanue @dlect the expenses associated with the management of an actual portfolio. The S&P data is provided by St
& Poor's Index Services Group. Frank Russell Company is the source and owner of the trademarks, service marks, andetategtigghtee Russell Indexes. MSCI data © MSCI 2018, all rights reserved. Dow Jones data © 2018 S&P Do
Indices LLC, a division of S&P Global. All rights reserved. S&P data © 2018 S&P Dow Jones Indices LLC, a divisical. &flIS&PtSIaserved. Bloomberg Barclays data provided by Bloomberg. Treasury bills © Stocks, Bonds, Bills, and
LYFEFGA2y ,SIENb221us Loozdazy !aa20Aatd8as / KAOL3A2 ol yyddffé dzaJRIFIGSR 62N)] o6& w23aISNI DO Looz2ziazy FyR wSE
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US Stocks

Index Returns

The US equity market posted a positive return, Ranked Returns for the Quarter (%)
outperforming both non-US developed and
emerging markets.
. Large Growth 9.17
Value underperformed growth in the US across large arge row
and small cap stocks. Large Cap 7.42
. Marketwide 7.12
Small caps underperformed large caps in the US.
Large Value 5.70
Small Growth 5.52
Small Cap 3.58
Small Value 1.60
Period Returns (%) * Annualized
World Market Capitalizationd US Asset Class YTD 1 Year 3 Years* 5Years* 10 Years*
Large Growth 17.09 26.30 20.55 16.58 14.31
Small Growth 15.76 21.06 17.98 12.14 12.65
Small Cap 11.51 15.24 17.12 11.07 11.11
Marketwide 10.57 17.58 17.07 13.46 12.01
Large Cap 10.49 17.76 17.07 13.67 12.09
US Market Small Value 7.14 9.33 16.12 9.91 9.52
$29.7 trillion Large Value 3.92 9.45 13.55 10.72 9.79

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanue @dlect the expenses associated with the management of an actual portfolio. Market 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
US market. Frank Russell Company is the source and owner of the trademarks, service marks, and copyrights related et lineRessMSCI data © MSCI 2018, all rights reserved.
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International Developed Stocks

Index Returns

In US dollar terms, developed markets outside the us Ranked Returns (%)
underperformed the US but outperformed emerging
markets during the quarter.

2.14
Large cap value stocks underperformed large cap growth Growth h 146

stocks in non-US developed markets; however, small cap
value outperformed small cap growth. 2.06

Large Ca
ge cap D 1

Local currency mUS currency

Small caps underperformed large caps in non-US

1.98
developed markets. Value _ 115
Small Cap 0.04
.05 I

World Market Capitalizationd International Developed Period Returns (%) * Annualized
Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*

Growth 0.39 5.47 9.91 5.37 5.78

Large Cap -1.50 2.67 9.32 4.24 5.18

34(y Small Cap -2.28 3.42 12.23 7.07 9.04

O Value -3.43 -0.13 8.65 3.05 4,51

International
Developed
Market
$18.6 trillion

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performante edlect the expenses associated with the management of an actual portfolio. Market segment (index
representation) as follows: Large Cap (MSCI World ex USA Index), Small Cap (MSCI World ex USA Small Cap Index), gdtheXMSEIWdlue Index), and Growth (MSCI World ex USA Growth Index). All index returns are net of
withholding tax on dividends. World Market Cap represented by Russell 3000 Index, MSCI World ex USA IMI Index, and g ®™aEkeesgMI Index. MSCI World ex USA IMI Index is used as the proxy for the International Developed
market. MSCI data © MSCI 2018, all rights reserved. Frank Russell Company is the source and owner of the trademarkajseraitkcopyrights related to the Russell Indexes.
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Emerging Markets Stocks

Index Returns

0
Ranked Returns (/0) Local currency m®US currency

In US dollar terms, emerging markets posted negative
returns for the quarter, underperforming developed

markets including the US. 4.53
Value 3.44

The value effect was positive, particularly in large caps in
: -0.04
emerging markets. Large Cap
-100 [N
Small caps underperformed large caps 288
Small Cap
-4.21 [
-4.36

Growth
5.3 [

World Market Capitalizationd Emerging Markets Period Returns (%) * Annualized
Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*
Value -4.28 2.27 11.55 2.04 4.53
O Large Cap -7.68 -0.81 12.36 3.61 5.40
11 /0 Growth -10.94 -3.89 13.03 5.08 6.18
} Small Cap -12.30 -4.20 7.43 2.72 7.43
Emerging
Markets
$5.8 trillion

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanue eidlect the expenses associated with the management of an actual portfolio. Market segment (index
representation) as follows: Large Cap (MSCI Emerging Markets Index), Small Cap (MSCI Emerging Markets Small Cap (k&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 IndekBaedgit§®Aarkets IMI Index. MSCI Emerging Markets IMI Index used as the proxy for the emerging market
portion of the market. MSCI data © MSCI 2018, 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, Israel, the US, and Sweden recorded the highest country performance in developed markets, while Ireland and Belgium
posted the lowest returns for the quarter. In emerging markets, Thailand and Qatar recorded the highest country performance, while Turkey,
Greece, Egypt, and China posted the lowest performance.

Ranked Developed Markets Returns (%) Ranked Emerging Markets Returns (%)
Israel 8.53 Thailand 14.91
us 6.94 Qatar 11.64
Sweden 6.44 Poland 9.31
Switzerland 6.35 Mexico 7.49
Norway 6.13 Russia 5.62
Japan 2.97 Brazil 5.08
France 2.48 Taiwan 4.41
Finland 1.96 Hungary 4.07
Singapore 1.95 Czech Republic 3.48
New Zealand 1.90 Malaysia 3.22
Denmark 1.34 UAE 2.54
Austria 0.73 Korea 0.79
Canada 0.59 Indonesia 0.39
Germany -0.59 Philippines 0.15
Australia -0.91 Chile -1.60
Netherlands -1.46 Peru -2.18
Hong Kong -1.54 Colombia -3.73
Portugal -1.74 India -4.30
UK -2.00 Pakistan -4.34
Spain 2921 South Africa -6.93
Italy -3.59 China -7.65
Belgium -4.19 Egypt -10.88
Ireland -5.42 Greece -13.36
Turkey -20.89

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanue @idlect the expenses associated with the management of an actual portfolio. Country performance based c
respective indices in the MSCI World ex US IMI Index (for developed markets), MSCI USA IMI Index (for US), and MSKIaEeisr¢itigindex. All returns in USD and net of withholding tax on dividends. MSCI data © MSCI 2018, all ri
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

In developed markets, currencies recorded mixed results vs. the US dollar. The Canadian dollar and the Swiss franc appreciated over 1.5%
vs. the US dollar, but the Japanese yen and Australian and New Zealand dollars all each depreciated more than 2%. In emerging markets,
most currencies depreciated against the US dollar. The Turkish lira fell over 20%, but the Mexican Peso appreciated more than 5%.

Ranked Developed Markets (%) Ranked Emerging Markets (%)
Canadian dollar (CAD) 1.77 Mexican peso (MXN) 5.12
Thailand baht (THB) 2.44
Swiss franc (CHF) 1.65 Poland new zloty (PLN) 1.57
Israel shekel (ILS) 0.67 Hungary forint (HUF) 1.23
South Korean won (KRW) 0.47
Swedish krona (SEK) 0.59 Czech koruna (CZK) 0.38
H K dollar (HKD Taiwanese NT dollar (TWD) -0.15
ong Kong dollar ( ) 0.26 Egyptian pound (EGP) -0.17
Norwegian krone (NOK) 0.09 Peru new sol (PEN) -0.73
_ Colombian peso (COP) -1.09
Singapore dollar (SGD) -0.21 Philippine peso (PHP) 123
Euro (EUR) 052 Chilean peso (CLP) -1.30
Pakistani rupee (PKR) -2.20
Danish krone (DKK) -0.61 Malaysian ringgit (MYR) -2.39
British pound (GBP) 1.23 South Afl’l(.:{?ln rand (ZAR) -3.14
Brazilian real (BRL) -3.66
Australian dollar (AUD) -2.07 Chinese yuan (CNY) -3.71
New Zealand dollar (NZD Indonesia rupiah (IDR) -3.84
ew zealand dollar (NZD) 208 Russian ruble (RUB) -4.26
Japanese yen (JPY) -2.48 Indian rupee (INR) -5.48
Turkish new lira (TRY) -23.74

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performanoe wdlect the expenses associated with the management of an actual portfolio.
MSCI data © MSCI 2018, all rights reserved.
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Real Estate Investment Trusts (REITS)

Index Returns

US real estate investment trusts outperformed non-US
REITs in US dollar terms. Ranked Returns (%)

US REITs 0.72

Global REITs (ex US)  -1.41

Total Value of REIT Stocks

Period Returns (%) * Annualized
4 1 % Asset Class YTD 1 Year 3 Years* 5 Years* 10 Years*
World ex US Dow Jones US Select REIT Index 256 4.59 6.88 9.14 7.21
$459 billion S&P Global ex US REIT Index (net div.) -2.88 3.39 5.66 4.18 5.40
240 REITs us

$656 billion

(21 other 98 REIT
countries) s

Past performance is not a guarantee of future results. Indices are not available for direct investment. Index performante @dlect the expenses associated with the management of an actual portfolio. Number of REIT stocks and tote
value based on the two indices. All index returns are net of withholding tax on dividends. Total value of REIT stocksegtimeS®mw Jones US Select REIT Index and the S&P Global ex US REIT Index. Dow Jones US Select REIT Inde;
proxy for the US market, and S&P Global ex US REIT Index used as proxy for the World ex US market. Dow Jones dataB®®0bd8e3&IRdices LLC, a division of S&P Global. All rights reserved. S&P data © 2018 S&P Dow Jones Indi
LLC, a division of S&P Global. All rights reserved.
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Commodities

Index Returns

The Bloomberg Commodity Index Total Return declined
2.02% in the third quarter.

The energy complex led performance. Heating oil gained
5.63%, and Brent oil returned 5.21%.

Nickel, the worst-performing commaodity, declined
16.05%. Sugar lost 14.50%, and coffee fell 13.48%.

Period Returns (%) * Annualized
Asset Class QTR  YTD 1Year 3 Years* 5 Years* 10 Years*
Commodities -2.02 -2.03 259 -0.11 -7.18 -6.24

Ranked Returns for Individual Commodities (%)

Heating oil
Brent crude oil
Unleaded gas
Live cattle
WTI crude oil
Natural gas
Kansas wheat
Lean hogs -1.36
Wheat -2.24
Soybean oll -2.52
Aluminum -3.03
Soybeans -3.92
Corn -4.51
Gold -5.49
Copper -6.14
Soybean meal -6.34
Zinc -6.69
Cotton -9.00
Silver -9.75
Coffee -13.48
Sugar -14.50
Nickel -16.05

0.03

Past performance is not a guarantee of future results. Index is not available for direct investment. Index performanas tefeechthe expenses associated with the management of an actual portfolio.
Commodities returns represent the return of the Bloomberg Commodity Total Return Index. Individual commodities-iaceswalies of the Bloomberg Commodity Total Return Index. Data provided by Bloomberg.
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Fixed Income

Index Returns

Interest rates increased in the US during
the third quarter. The yield on the 5-year
Treasury note rose 21 basis points (bps),

US Treasury Yield Curve (%)

Bond Yields across Issuers (%)

. . 4.00
ending at 2.94%. The yield on the 10- 4.20
year Treasury note increased 20 bps to 3.41 3.59
3.05%. The 30-year T bond yield 00 6/29/2018 3.05
.05%. The 30-year Treasury bond yie 9/29/2017
rose 21 bps to 3.19%. 200
On the short end of the yield curve, the 1- 1.00
month Treasury bill yield increased 35
bps to 2.12%, while the 1-year Treasury 0.00
bill yield rose 26 bps to 2.59%. The 2- 1 . 10 30 10-Year US  Municipals AAA-AA A-BBB
year Treasury note yield finished at YroYr Yr Yr Treasury Corporates  Corporates
2.81% after an increase of 29 bps.
Period Returns (%) *Annualized
In terms of total return, short-term Asset Class QTR YTD 1Year 3Years* 5Years* 10 Years*
. 0 .
corporate bonds gained 0.71%, while Bloomberg Barclays US High Yield Corporate Bond Index 240 257 305 815 554 9.46
intermediate-term corporates returned ICE BofAML US 3-Month Treasury Bill Index 049 130 159 084 052 0.34
: : ICE BofAML 1-Year US Treasury Note Index 0.41 1.07 1.08 0.74 0.55 0.71
0.80%. Short-term municipal bonds f d
declined 0.11%, while intermediate-term FTSE World Government Bond Index 1-5 Years (hedged to USD)  0.17 058  0.64 104 126 1.90
munis dipped 0.06%. Revenue bonds Bloomberg Barclays US Aggregate Bond Index 002 -160 -1.22 1.31 2.16 3.77
( 0.16%) performed i n BloombergBarclays Municipal Bond Index 015  -0.40 0.35 224 3.54 475
obligation bonds ( 0/ FTSEWorldGovernmentBond Index1-5 Years -0.63  -168  -1.39 0.84 -1.16 0.88
Bloomberg Barclays US TIPS Index -0.82 -0.84 0.41 2.04 1.37 3.32
Bloomberg Barclays US Government Bond Index Long -2.82 -5.71 -3.50 0.78 441 5.45

One basis point equals 0.01%. Past performance is not a guarantee of future results. Indices are not available foedineeninindex performance does not reflect the expenses associated with the management of an actual portfolio. Yi
curve data from Federal Reserve. State and local bonds are from the S&P NatiorBleeMunicipal Bond Index. AA¥A Corporate represent the Bank of America Merrill Lynch US Corporateg\A#®rated. ABBB Corporates represent the
Bank of America Merrill Lynch US Corporates,-BB&ed. Bloomberg Barclays data provided by Bloomberg. USdangbonds, i f 8 Ay Ff L A2y S YR FAESR AyO02YS FILOG2NI RIFGlI 6
Associates, Chicago (annually updated work by Roger G. Ibbotson and Rex A. Sinquefield). FTSE fixed income indiceE @&2a18dénh% LLC, all rights reserved. B6fAMLindex data © 2018 ICE Data Indices, LLC.
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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 cop3|dered riskier but have higher expected 100% Stocks 4.40
returns over time. 3.41
75/25 '
50/50 2.43
25/75 1.45
100% Treasury Bills 0.48
Growth of Wealth: The Relationship between Risk and Return
$120,000 Stock/Bond Mix
$100,000 100% Stocks
Period Returns (%) * Annualized
10-Year $80,000 75125
Asset Class YTD 1 Year 3Years* 5 Years* L0 Years* STDEV
$60,000
100% Stocks 426 1035 14.02 9.25 8.77 15.83 50/50
75125 356 8.14 10.64 7.08 6.85 11.87 $40,000 05175
50/50 2.82 593 7.31 4.89 478 7.91 )
100% Treasury Bills
25/75 2.05 371 401 2.68 258 3.95 $20,000 -
100% TreasuryBills ~ 1.24 150 075 0.45 0.27 0.14
$0
12/1988  12/1993  12/1998  12/2003  12/2008  12/2013 9/2018

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.

2. Diversification does not eliminate the risk of market loss. Past performance is not a guarantee of future results. ladicea\ailable for direct investment. Index performance does not reflect expenses associated with the manageme
of an actual portfolio. Asset allocations and the hypothetical index portfolio returns are for illustrative purposes odlyratdepresent actual performance. Global Stocks represented by MSCI All Country World Index (gross div.) and
Treasury Bills represented by US @fenth Treasury Bills. Globally diversified allocations rebalanced monthly, no withdrdvblsi I 6 a{/ L wHamy 3 Fff NAIKGE NBASNBSRD ¢ NBI & dzNE
Associates, Chicago (annually updated work by Roger G. Ibbotson and Rex A. Sinquefield).
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AThe Chinese and American economies have become so intertwined
that they could be viewed as one economy.

AFurther ratcheting of trade tensions between the two and the possibility
of unexpected Federal Reserve action are the current major threats to
the bull marketin U.S. equities.

Awith market risks now more balanced than bullish, we believe equities
still offer upside potential.

Niall Ferguson, a well-known historian and Harvard University professor,
coi ned tGhimeritcabr mnA2006. |t was a
fact that the Chinese and American economies had become so intertwined

that they could be viewed as one economy. As Professor Ferguson pithily
observed in a 2009 article, fAThe Chi
spending. The Chinese did the exporting, the Americans the importing. The
Chinese did the |l ending, 'the

That symbiotic, yet unsustainable, relationship started fraying a decade

ago in the aftermath of the financial crisis. The excruciatingly slow U.S.
recovery from its deepest economic recession of the postwar period and
economic pain sustained by those who lived in communities that lost their
manufacturing base led to widespread disillusionment about the benefits of
free trade. At the same time, there was a growing belief that China was no
longer living up to the spirit of its World Trade Organization (WTO)

agreement to open its markets to other countries in exchange for full
integration into the global trading system. Subsidizing Chinese state
enterprises (thereby giving them an unfair competitive advantage) and

forcing foreign companies to share proprietary information and technology

as a quid pro quo for market access
muscle-flexing in the East and South China Seas in recent years added a
geopolitical dimension to the rising economic tensions. The current focus is
on the economic rivalry, however, as the Trump Administration imposes
extensive trade tariffs and tough restrictions on Chinese investments in

U.S. companies and its acquisition of intellectual property.

D)

clever

Americans

18, 2009, http://www.niallferguson.com/journalism/finance-economics/chimerica-is-headed-for-divorce.

The ratcheting-up of trade-war tensions between the U.S. and China has
become the leading preoccupation of investors. And with good reason:
whatever happens between the two countries will likely have global
implications across economies and financial markets. As shown in Exhibit
1, China and America together accounted for 42% of world nominal gross
domestic product (GDP) last year, with respective shares of 16% and
26%. No other single country came close in 2017. Even the six largest
European economies combined (Germany, the U.K., France, Italyi which
are shown on the charti and Spain and the Netherlandsi which are not)
totaled just 17% of world GDP.

"Exhibit 1:
China and America Make the World Go ‘Round
nes: S
2017 GDP (trillions of U.S. dollars)
China Japan
$12.2 (16%) $4.9 (6%)

Germany
$3.7 (5%)

Us. U.K.
$19.8 (26%) $2.6 (3%)
France

$2.6 (3%)

India
$2.5 (3%)
Other
22.3 (37%

bec. $ (37%)

Source: Haver Analytics, Ned Davis Research, SEI

Data as of 12/31/2017
1 Ferguso@hmerildball ls. He@@di ng f or Divorce, 0 Nial!/l Ferg
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Multinational companiesd supply chains Exhibit2:FeedMe
integrated in recent decades. The North American Free Trade Agreement

(NAFTA), which was established in 1994, tied the U.S., Canada and China Consumption (% of world demand)
Mexico in a close economic relationship that even the Trump Cement | 5%
administration was reluctant to undo despite replacing NAFTA with a new Nickel 56%
agreement. The eastward expansion of the European Community (formerly Steel
called the European Economic Community) following the collapse of the Copper
Soviet Union in 1989 and the establishment of the eurozone in 1999 Coal
provided an economic boon to Europe. The good times ended with the Pork
2008 global financial crisis and the 2010 debt debacle in Greece and other Aluminum
periphery countries. But the biggest catalyst to global growth was the 2001 Cotton
accession of China to the WTO. 2:':
Corn

Even t hough Chanmuem greswth@demhasslewed to roughly Population
6%, the sheer size and central position of its economy in the global supply- Economy (GDP)
chain network mean that the country is still the largest incremental oil
consumer of raw commodities. As shown in EXthIt 2, China accounts for 0%  10% 20% 30%  40% 50%  60%  70%
at least half of_total world demand for cement2 nickel, steel, copper, coal, Source: Wall Street Journal, SEI
pork and aluminum. In 2017, for example, China produced 2.4 billion Data as of 12/31/2017
metric tons of cement. India was the next largest producer at 270 million
metric tons. By comparison, production in the U.S. amounted to 86 million
metric tons.? China led the world out of recession from 2008 to 2010 by virtue of an
unprecedented credit-creation boom and infrastructure building-spree. As
Prior to the global economic and f i na thatboan dissipateds howeyer, Commaodity prices agaih euge uadern o n

16%
14%

global economy resulted in a multi-year period of above-trend growth for pressure, highlighted by the crash in oil prices in 2014 and 2015.

the country. Its voracious appetite for raw commodities between 2002 and Commodity pricing rebounded in 2016 and 2017 as the global economy
2008 pressured commodity prices sharply higher, with copper prices enjoyed a moderate acceleration in global growth. More recently, trends
quadrupling and oil prices quintupling. During this period, by contrast, have been mixed. Oil prices have climbed, but metal and agricultural
inflation around the world was mostly well-behaved because surging prices have fallen on trade-war skirmishes, the strength of the U.S. dollar
exports of finished and semi-finished goods from China dampened price and a moderation of global GDP growth outside the U.S.

pressures. When economic activity fell off the cliff in 2008, world-trade
cont'racted a,nd China C_Iemand fe”_Shar_pI_y too. This led to a spectacular, 2 Van Oss, H. U.S. Geological Survey, Mineral Commodities Summary, January 2018, p. 42,
albeit short-lived, bust in commodity pricing. https:/minerals.usgs.gov/minerals/pubs/commodity/cement/mcs-2018-cemen. pdf

o)
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Although the Organisation for EconomicCo-oper ati on and
(OECD) leading economic index for China points toward a return to trend-
like growth, it is quite evident that investors remain cautious. The Chinese
renminbi (also called the yuan) has fallen sharply, not only against the U.S.
dollar but also against a broader basket of currencies (as seen in Exhibit
3). This began in earnest
rhetoric heated up in May. The renminbi has declined about 8% against the
U.S. dollar from its peak, and is nearing levels last seen in 2016. The
weaker currency, which reduces the cost of Chinese goods sold to U.S.
consumers, partially offsets the impact of the first round of U.S. tariffs on

$50 billion worth of Chinese exports.

dollar also means that the latest round of tariffs (10% on an additional $189

Exhibit 3: Ragged Renminbi

e |J.S. Dollars per Renminbi =~ === Trade-Weighted Exchange Rate
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Source: JPMorgan Chase, WM/Reuters, FactSet, SEI
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Develiddmemt osf Chinese goods exports t

position for these goods about where it was at the start of the year.

On the downside, the weak Chinese currency makes it almost certain that
the Trump administration will increase the tariff rate to 25% at the
beginning of January. It also coyld.raise the ire of other, big importers of
Bhpirﬁgse %aogd@, 'per}h'apssa%mék%;{ it'edsier fof theaUr.)SI?. tb enlist the support
of other WTO members in its attempt to sanction China over unfair
trading practices.

We expect the U.S. to continue to exert pressure on China. It now seems
likdlytthat the Tranmp @dminigtéation villeeeehtually emp@sgtariffsos t  t h
nearly all Chinese imports into the U.S. While the timing of this is

uncertain, as is the ultimate tariff rate applied, the rhetoric coming out of

the White House indicates a willingness to impose tariffs on a broader
range of consumer itemsd from clothing to cell phones to toys, which
heretofore have not been targeted. As we highlight below, the U.S. is in
strong shape economically. Although nobody wins in a trade war, even
White House advisors with a pro-trade bias believe that the U.S. will be

the least hurt of the two countries. The relative performance of their
respective stock markets suggests that investors have reached the same
conclusion. While the U.S. flirts with new all-time highs, the Chinese

stock market has been quite weak. The Shenzhen Stock Exchange
Composite Index, which tracks performance of A and B share stocks on
Chinads Shenzhen Stock Exchange, f
quarterd declining more than 25% from the peak recorded in late January
(as shown in Exhibit 4). The MSCI China Index (price only) fell 21% in the
same period.

2 Van Oss, H. U.S. Geological Survey, Mineral Commodities Summary, January 2018, p. 42,
https://minerals.usgs.gov/minerals/pubs/commodity/cement/mcs-2018-cemen.pdf
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Exhibit 4: Bear Country

= MSCI Chiina Index
m—— Shanghai Stock Exchange Composite
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Source: FactSet, MSCI, SEI
Data as of 09/30/2018

Exhibit 5 shows that China makes up more than 31% of the MSCI
Emerging Markets Index. South Korea and Taiwand highly industrialized
countries that are nevertheless still in the MSCI Emerging Markets Indexd
account for another 26% of the emerging-market benchmark. Both
countries are heavily dependent on trade with China, according to data
Monetary
of

tracked by the International
China totaled 11.8% of its GDP
exports to China were the equivalent of 30% of GDP. Other Asian
countries that are critically dependent on trade with China, as measured by
percent of GDP, include Malaysia (15.3%), Thailand (8.5%) and the
Philippines (6.5%). Non-Asian countries that export the equivalent of more
than 5% of their GDP to China include South Africa, Chile and Peru. As

as

)

Exhibit 6 makes clear, however, stock-market performance is not totally
correlated with the degree of trade dependence with China. Despite
escalating trade tensions and sig
Taiwan, Thailand and Malaysia have shown great resilience in the year to
date in U.S. dollar terms.

Exhibit 5: Watch Your Weight

MSCI Emerging Markets Index
Percent of Capitalization by Country

South Korea
14.1%

Source: MSCI, SEI
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Exhibit 6: China Conundrum
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Although the near-term view is fraught with uncertainty, we still believe that
emerging-market debt and equity have roles to play in a diversified
portfolio. While emerging markets are typically more volatile than their
developed-country counterparts, they tend to provide higher growth and
greater diversification over time. The alpha opportunities (that is, the ability
to achieve return in excess of benchmarks) also are much greater, given
the economic and political idiosyncrasies inherent in the asset class. Over
the past 30 years, the MSCI Emerging Market Index (Total Return) has
performed as well as the MSCI USA Index. Emerging markets have lagged
in recent years, but there is good news in this poor performance: The
price-to-earnings ratio has been running at about a 30% discount to that of
the U.S. stock market. That discount approaches the attractive relative
valuation levels last seen in early 2016.

D)

We view the imposition of tariffs as a negative for growth, inflation and
corporate profitability, yet it is not at all clear how much of a negative
effect it will have. There are a lot of moving parts to consider. For
example, China may choose to continue to devalue its currency in order
to maintain its competitive edge. However, there are alternatives to
renminbi devaluation. If a Chinese company or China-based subsidiary of
a multinational business exports a critical intermediate component or a
much-desired consumer product, for example, the cost of the tariff will
likely be borne mostly by the U.S. buyer. If the item produced enjoys a
high profit margin, the importing company might instead absorb most of
the extra cost. Low-tech goods with narrow profit margins (such as shoes
and clothing) might need to be made elsewhere, in a low-cost locale like
Vietham, Bangladesh or Laos. How quickly supply chains can be
relocated will be a critical factor, either exacerbating or tempering the
tariff impact on consumers and companies in both the U.S. and China. It
will depend on the complexity of the manufacturing process, the ability
and educational level of the local workforce, and the available capacity
and infrastructure of the potential host country.

Asia represents nearlytwo-t hi r ds of S-Barkiets eqeitme r g
portfolios, the largest regional exposure. While a meaningful allocation,
we are underweight to the aread within which the most significant country
underweights are to China, Korea and Taiwan. We maintain a positive
long-term view on China; our underweight to the country is tempered by
its place as the largest country weight in absolute terms. As for frontier
markets, we have exposure to Vietnam, Argentina, Bangladesh, and Sri
Lanka. Total frontier-market exposure is around 13%. Within Latin
America, we are underweight Brazil and Mexico (the two biggest
countries within the region). In addition to Argentina, overweights include
Peru and Colombia.

Our structural underweight to certain countries influences our sector
positioning versus the benchmark. As a result of an underweight to
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technology-heavy Asian markets such as South Korea and Taiwan,
information technology is underweight despite it being the second largest
sector from an absolute point of view. Industrials are overweight. We also
favor consumer staples and healthcare, the latter being a small sector
within the universe. Both should benefit from the rapidly expanding middle
class in developing countries.

In fixed income, our emerging-market portfolios have reduced exposure to
local-currency debt to below market weight. Our foreign-exchange
exposure remains the same on the belief that the hard-currency market is
nearing its bottom. We continue to be heavily overweight to Argentina in
both local- and hard-currency terms; hard-currency exposure includes
euro-denominated bonds that offer wider spreads than those denominated
in U.S. dollars. We are underweight the low-yielding countries such as the
Philippines and Malaysia.

In Search of a Separate Peace

As the trade war with China heats up, the Trump administration has turned
more conciliatory toward other countries with which it has picked fights.
The threat of tariffs on European and Japanese autos and auto parts, for
example, has been taken off the table. This may be a temporary truce, but
we are hopeful that it represents
better to gain allies in its battle against China than fight on multiple fronts.

With regard to NAFTA, the new US-Mexico-Canada Agreement (USMCA)
that replaces NAFTA provides trilateral agreement with Mexico and
Canada on major items such as increased North American and U.S.
content in automobiles and the maintenance of zero tariffs on agricultural
products. Discussions with Canada reached a dramatic resolution at
guarterds end, overcoming major
of trade disputes, the unilateral

St

restrictive agricultural trade practices (especially as it applies to dairy
products).

The Canadian dollar has weakened against both the U.S. dollar and the
Mexican peso this year, perhaps reflecting concern that a revised NAFTA
agreement would not be reached with the Trump administration. NAFTA
supporters worried that a breakdown in negotiations would lead to
punitive tariffs on Canadian autos and auto parts, harming companies on
both sides of the border. We are relieved that a middle ground was
reached because a severe disruption to trade would have been in no
onef6s economic interest.

The U.S. and Canada are each the
the latter country is much smaller, however, it would sustain a larger
economic hit to overall economic activity in a trade war. In total, Canada
sent more than 75% of its exports to the U.S. last year, according to
Direction of Trade Statistics from the International Monetary Fund
database. Exports to China (4.3% of total Canadian exports), the U.K.
(3.2%), Japan (2.2%) and Mexico (1.4%) lag far behind. Mineral fuels,

oils and distillates makeupone-f i ft h of Canadads e
pain would be felt in the auto and auto parts sector, which make up 15%
of the countryds total exports.

Canadian exports have been relatively strong thus far in 2018 despite the

a re E?nfpbsﬁio?‘n bf'tafr onféIMmirfurjﬂ &nd e8I oy trfe TIRphdnfinisttatioR
(as shown in Exhibit 7). Most of the incremental improvement has come
from the energy sector, however, which has benefited from the rebound
in oil prices over the past two years. Excluding energy, the trend in
exports has been modest since the start of 2016.

cking points including the
i mposition of tariffs, and

adjudicat
Canadabs
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Exhibit 7: Is Winter on its Way? We believe that the household sector is the key vulnerability that forced
the Trudeau government to make more concessions on trade with the
m Total ex-Energy m Energy Products U.S. than it would have liked. The auto industry is too important to its
" 800 economy to allow a major disruption. According to the Canadian Vehicle
= Manufacturersd Association, Canad
E 500 vehicles in 2016, 97% of which went to the U.S. Direct car-industry
s = employment in Canada is roughly 130,000. When jobs that depend on the
5 2 6 400 car industry (such as dealerships) are included in the figure, the total
§ % i% balloons to 500,000. Auto and auto-parts production account for more
= >E 9 300 than 1% of Canadian GDP.
2538
S
£22° 0 Exhibit 8:
EE é g Canadians’ Borrowing Binge May Cause a Hangover
223 £ 100
:E S e Canada e jnited States
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Source: Statistics Canada, SEI /'/ W
Data as of 08/31/2018 12
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Although the Canadian economy is doing reasonably well compared to
other developed countries on a real GDP basis, growth has been losing
steam in the past year. We remain particularly concerned about the
leveraged position of the household sector. Debt service-to-income ratios
remain highly elevated relative to households in the U.S. and to its own

_ S\
L/ \\
: ~

Debt Service Ratio (%),
Households and Non-Profit Institutions
Serving Households
=)

history (as shown in Exhibit 8). The global financial crisis a decade ago did 8

not hit the Canadian economy as hard as it did elsewhere. As a 7 . . . . . . . . .
consequence, households in Canada did not adjust their borrowing g 8§ 3 8§ 8§ 2 o9 T © =
behavior. Although tighter mortgage rules and higher interest rates may & &8 & & & & & & & &8
reduce demand for loans, debt-service- to-income ratios in Canada will Source: Bank for International Settlements, SEI

likely remain elevated as rates on existing mortgages adjust upward. Data as of 3/31/2018

)
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In the worst-case scenario of a U.S.-Canadian trade war, tens of
thousands of Canadian auto and auto-related jobs would have been in
jeopardyd at a time when household incomes are being squeezed by

rising interest rates and inflation th
2% inflation target. Exhibit 9 shows that the Canadian central bank tends to
shadow the U.S Feder al Reservebds (Fed)
averted the crisis.

SEl 6s Canadian equity portfolio remain
momentum and neutral stability on a factor basis. Overweight sectors

include consumer staples, consumer discretionary, industrials and

information technology. Financials and energy remain the largest

underweights, followed by healthcare, materials, utilities and

telecommunications. Fixed-income strategies remain cautious on the rate

outl ook, with the portfoliobsratdsur ati on

movements) less than benchmark.
A Game of Chess over Chequers

As mentioned above, President Trump gave Europe a reprieve on trade.

ltds a good thing, since the Continent
political challenges on its plate. Brexit discussions with the U.K. are

reaching a crucial stage as the March 2019 formal departure of the U.K.

from the EU draws ever closer. Meanwhile, radical political parties Lega

and Five-Star that have gained power in Italy threaten to burst the fiscal

constraints that all EU members are obligated to follow. And then there are

the business-as-usual problems: sluggish economic growth, still-high
unemployment, and the never-ending disagreements over how expansive

monetary policy should be.

In terms of trade, the U.K. is to the EU as Canada is to the U.S. As an
export market, the U.K. is far more dependent on the EU than the other
way around. About 44% of U.K. goods and services were exported to

-

Exhibit 9: Me and My Shadow
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othen EU gogindrigs im2Q1. Oa theyothgr gide @fchg Haglingilegdgerad3%
of U.K. imports came from other member states. From the EU
perspective, only 18% of its total exports go to the U.K.d on par with the
percent of goods and services exported to the U.S. Scaled to the size of
their economies, U.K. exports to Europe equaled 13.4% of U.K. GDP,
while EU exports to the U.K. amounted to roughly 3.5% of EU GDP for
the 2017 calendar year.

A hard Brexit (in which the U.K. gives up access to the benefits of
conducting business with members of the EU as a single trading block in
exchange for the abil i t-borddrimmigrgtion o 1

policy) would leave the trading relationship between the former partners
at the lowest common denominator of most-favored-nation status, as
specified by WTO rules. This would put the U.K. at a distinct
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disadvantage in agricultural products because EU tariffs on food products

are especially high. It also would
financial and other services (keep in mind that manufacturing accounts for
only 10% of the U.K.&6s GDP, whil e

last-minute agreement or a mighty kicking of the can down the road is
possible, widespread fear of a hard Brexit can be seen in the economic
data. The OECDO6s Leading Economic
shows that the U.K. has experienced the most dramatic deterioration of the
worl dés major developed economies.

Exhibit 10: Follow the Leaders
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Investors continue to debate whether the U.K. currency adequately

s eelleets thel psospects 6f a lsatd Brexit.eSterling Kas weskereed por t o f

significantly in recent years, although it enjoyed a sharp recovery against

s e rthe U.8. ddilar ia 20t7aitenthe stiock of the Juke)2016 Bréxit hough a

referendum vote played out (as shown in Exhibit 11).The euro also rose
against the U.S. dollar in 2017, so sterling did not show the same
Exhibit 10,

Considering how far pound sterling
for further weaknessd yet a number of factors above and beyond the
unknowns of Brexit could lead to such a result. Political uncertainty, for
example, is on the rise. The plan that Prime Minister Theresa May put

forth during a meeting at Chequers, her official country residence, was
given a frosty reception by the EU and by her pro-Brexit rivals within the

U. K. 8s Conservative Party (who seem
Inflation is also showing signs of acceleration. If the Bank of England falls
behind the curve in normalizing interest-rate policy, traders could sell the
currency. Finally, considering how weak sterling was during the global
financial crisis, it surely cannot be described as a safe-haven currency in
times of economic tumult.

As i f the future dep-batgest omemberE
enough, the eurozone is grappling with a number of other issues, both
economic and political The most <co
antagonistic relationship with the bureaucracy of Brussels, Belgium (the

de facto capital of the EU). Italian bond yields have risen sharply higher

this year as the Lega/Five-Star coalition pushes for spending programs

and tax changes that woul dstramedrfiscal n t
position. Although the situation remains fluid, there is hope that the

coalition will temper its ambitious program, holding the central
government 6s deficit below 2% of GD
bay. The coalition, however, wants to make good on some of its
campaign promise and is fighting to

closer to 2.5% of GDP. ltaly is likely to be at loggerheads with the
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Exhibit 11: Cheaper by the Pound France and the overall Eurozone (as shown in Exhibit 12). It should not
be surprising that the Italian electorate has run out of patience with the
= UK. Recession Period === U.S. Dollars per British Pound establishment parties and wants to try something newd even if that new
Euros per British Pound thing is politically chaotic and economically incoherent.
2.20
2.00 Exhibit 12: Roma in a Coma
E 1.80 1 e |taly s France e ELIrOZONE m— GErMany
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Source: ECRI, FactSet, SEI E 4
>
rest of the eurozone for years to come. If the Lega/Five-St ar coal i ti (|g
fiscal wish |list were put into full egz | d
beyond the 3%-0f-GDP maxi mum all owed under the|5 0
Growth Pact. S 3 3 9 ® 9 4 T 8§ 8 2 N T O
- - — - - (o'} ™~ o™ (3] (o] o™~ (o'} 3] o™ (o}
Italy is the third largest eurozone economy, behind Germany and France. It Source: EuroStat. SEI

has the fourth largest debt-to-GDP ratio in the world, behind Japan,
Greece and Portugal. To say the least, a debt crisis in Italy would not be as
easy to handle as the Greek one (whi c Acompligating factor forlltalytahdather tgighlg-isidebted dotineriesp r ut a

fact of the matter is that Italy has been hamstrung by an uncompetitive including Portugal and Spain, is the tapering of asset purchases by the
currency since its inclusion in the eurozone. Industrial output is no higher European Central Bank (ECB). According to a study by the Center for
now than it was in the 1990s. The c o uIEtrspyad Econorei@Rbdearch €ZEW)nacGarmang-lyased thibk tankathee
has improved only marginally, lagging the performance of Germany, share of Italian bonds purchased by the ECB under the Public Sector

)
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Purchase Program (PSPP) equaled 17.7% of its GDP since the start of the Exhibit 13: Prelude to a Periphery Repeat?
program in March 2015, higher than the 14.4% average for the eurozone

asawhole!Si nce the PSPP6s inception, the
bonds equate to 53% of the countryods
is the case in the U.S., where the Fed has begun to reduce its holdings of
securities, Italy will be losing a large, price-insensitive (not to mention risk- 1
insensitive) buyer of its bonds at an inopportune time.

Ireland

ltaly Portugal Spain Germany 8

—
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—
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The ECB is set to finish its taper at the end of the year. Mario Draghi, the
centr al bankés president, has ruled o
assets outright (as the U.S. has been doing since last October). ECB

watchers are looking for the first policy rate hike about a year from now.

Since Draghiés term is over at the en
may leave policy rate normalization to his successor if there is any
lingering doubt about the sustainabil
expansion. He does not want to repeat the mistake of Jean-Claude Trichet,
Draghi s i mmedi ate pr edetermsaeoimApril Tr i ch
and July 2011 despite the obvious dangers presented by the periphery

debt crisis. Bond yields were already soaring by the time the ECB made its

first tightening move, as shown in Exhibit 13.
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Source: FactSet, SEI

The current economic backdrop is not nearly as dire as it was back then.
Nonetheless, economic activity during the first half of 2018 was well off the
pace enjoyed during 2017, and the signs are pointing to an annualized
pace of about 2% GDP growth in the quarters immediately ahead.
Industrial-production growth has been slowing progressively throughout the
year. Export growth has been particularly weak, reflecting the slowdown in
China and a decline in exports to theSHI&s UDhE.|l agdeBuirmpeah effuthe port

years ago when year-on-year price gains were closer to 0.6%. In any
event, we need to keep an eye on the fiscal position of Italy and the
smaller periphery countries since the weakest nations will feel the
greatest pain as the global economy slows.

sharp appreciation in 2017 is another factor depressing the export sector. cautiously. Stability-oriented strategies continue to have a low allocation,
owing to valuation concerns. Value-oriented positions have been trimmed
On the positive side, few worry about the possibility of deflation. Core and reallocated to momentum strategies. Sector-wise, consumer
inflation remains stuck around few%, b u tiscretioreardy and industrials arepthe argestrovemveightf positions dae to
3 Heinemann, F. (2017) ZEW News, http://ftp.zew.de/pub/zew-docs/zn/en/zn11122017.pdf attractive valuations. Information teChn0|0gy also represents a Signiﬁcant
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overweight. Underweights include energy, materials and healthcare. A
structur al under weight to energy
weighting in the benchmark. In Europe outside the U.K., industrial stocks
are the biggest overweight, followed by energy. Underweight sectors
include consumer staples and utilities.

SEIl 6s gl obal bond
is an underweight to U.S. duration. Credit remains expensive. We prefer
financials and shorter-dated credit.

Japan Grinds Along

The Japanese economy, as measured by real GDP, continues to expand
at a sedate pace. The economy grew 1.3% over the four quarters ended
June. The April-to-June period recorded a seasonally adjusted annual rate
of 3% growth, but this followed an outright decline in the first quarter.
Capital spending has been a bright spot, but has been offset by a sluggish
consumer.

Tradeewar concerns are near the top

c ount ry éheavyoneptationtand its equally important relations with
China and the U.S. The share of Japanese exports going to China has
picked up in recent years, while the share headed to the U.S. has declined
(as seen in Exhibit 14). A poll of leaders from 114 major Japanese
companies conducted by Nikkei Shimbun in late August and early
September showed that more than 60% of those surveyed expected their
earnings to suffer from a trade war. 4 Products from 17% of these
Japanese companies already have been subjected to higher U.S. tariffs
and retaliatory actions by other nations prior to September. That
percentage has increased further with the imposition of tariffs on additional
Chinese exports to the U.S. The poll noted that seven Japanese
companies have already relocated production or switched suppliers, while

i s |

s tcycladl t@t.gOurdasgesirpaditiont a i |
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Exhibit 14: Japan Treads Carefully
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Source: The Conference Board, SEI
Data as of 06/30/2018
another 15 are considering similar moves. In all, Japanese companies
generated $218 billion in revenue from overseas production sold outside
of Japan and that country of origi-t

Economy, Trade and Industry. Outsourcing to China accounts for $26
billion, or 12%, of that total.

The Bank of Japan (BOJ) is seeking ways to protect the domestic
economy from the possible fallout of reduced trade flows. We wonder
how effective it would be if the worst came to pass. The yield curve is still
negative out to six years, although it has steepened dramatically since

4 Ohira, Yugi. (2018) 6Trade war I|ikely to hurt profits for 60% of Japan's top companthe.end\@tthessee@ndqi}arl-te‘.) InslulygrtheB]O\]deened theband |n

https://asia.nikkei.com/Economy/Trade-War/Trade-war-likely-to-hurt-profits-for-60-of-Japan-s-top-companies
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which the 10-year Japanese government bond yield could traded from 10 Exhibit 15: The U.S. Powers Ahead

basis points (0.1%) to a spread of 20 basis points above or below the zero

midpoint. It doesndt sound I|ike much = 1U.S. vs. MSCI World ex USA Index (U.S. dollar) any
event, itéos clear that the central b e .S vs. MSCI World ex USA Index (local currency) nd
gualitative easing with yield curve « ———U.S. vs. MSCI Emerging Markets Index (U.S. dollar) o n (
to come. It may not deliver exceptional economic growth or inflation even = J.S. vs. MSCI Emerging Markets Index (local currency)

160
A rising line means the U.S. Total ent

140 Return Index is outperforming.
A declining line means the U.S
Total Return Index is lagging.

remotely close to the BOJ6s target of
deflation from taking hold.

In terms of Japanese equities, we favor value and momentum strategies.
We also have a bias toward small- and mid-cap stocks.

120

100

The U.S. Is Still the Shining Light on the Hill

MSCI Total Return Indexes
Rebased Index, January 1, 2004 = 100

80 -
Itdos been quite a run for U.S. equiti 80 - rs.
Exhibit 15 highlights, the relative performance of the U.S. against other
developed-country stock markets (MSCI World ex USA Index) as well as 40
developing markets (MSCI Emerging Markets Index) has been stellar,
whether the yardstick is in U.S. dollar or local-currency terms. Remarkably, 2 + B © M~ 0 O O — N M % 0 © I~ ©
the relative performance of U.S. equities since the end of last year has s 8888853555 ¢:c¢5¢c& ¢
been one of the best yet during this long span (notwithstanding a pullback Source: MSCI, SEI
in recent weeks).
13 years. In terms of magnitude, the longest bull market of all time

Some proclaim this to have been the longest U.S. equity bull market in registered a price-only gain of 400%. The prize for the biggest price-
history. However, in an effort to put this powerful performance into gainer goes to the bull market that started in December 1987 and lasted
historical context, we calculated past S&P 500 Index performance using through August 2000. The S&P 500 Index (price only) advanced by more
monthly averages instead of daily closings or intraday highs and lows (as than 500%. By comparison, the current bull has recorded a cumulative
shown in Exhibit 16). On that basis, the current bull market is definitely one pricececonly gain of Ajusto.280% through
of the longest on record at over nine years, surpassing the 1921-t0-1929 .
experience However it still falls shg? c8 r?ﬁtr téulokhrgg?rket '8d°'d%yobHE

P ) ’ over. The fithdamental'odtiook rémains favorabie foru”s: equ?ties

markets, which we highlight in the oval below. The longest bull market

without a 20% decline lasted from May 1947 to December 1961, well over despite trade-war concerns and the rising trend in interest rates. Exhibit

17 compares the total return on the S&P 500 Index versus that of the

- \
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Exhibit 16: This Bull Makes the “Granddaddy” Grade

600

Note: Bull markets defined as
500 periods when the S&P 500

L 4
12/1987 - 8/2000

ndex (monthly average, price
only) avoids a drawdown of
more than 20% 81’1 921 - 9/1929 .
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Source: Dr. Robert Shiller, Standard & Poor's, SEI

Bloomberg Barclays US Aggregate Bond Index (measured as the

percentage difference in performance between the two asset classes over

12-month rolling periods), and compares that performance against the
| SM6s manufacturing index. There

superior stock-market performance relative to fixed-income corresponding
| SMo6 s

with economic strength. The
this expansion, of 61.3 in August, and remained strong in September with
a reading of 59.8; the total return of the S&P 500 Index over the past 12
months, meanwhile, has beaten the Bloomberg Barclays US Aggregate
Bond Index by 20 percentage points.

)

The high ISM reading as of August is unsustainable, but a pullback in the
manufacturing index would need to be substantiald falling from its current
level of 59.8 to a level much closer to 500 before it would correspond to a

i s aProlopgedparigd opstpekimarkejweakgegsyrelaive tg ponds. yVe figwe ¢ h

that the odds continue to favor equities given the still-low level of bond

ma nYieldsa(tbe vigld to majurity op dghe Y.S. gggregatg bopdds\apprpacing  f o
3.5%) and the likelihood that the total return on bonds will be slightly less
than its yield over the next 12 months (reflecting a weakening in bond
prices as yields rise). If the earnings multiple on stocks stays about where
it is currently (nearly 17 times the earnings estimated one year ahead),
itds possible that the S&P 500 | nde

over the next 12 months.
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