Economic Commentary: Economic “Cross Currents” Leading to Murky Waters

Concerns about global growth and trade took center stage to affect the outlook for the U. S. economy,
which the Federal Reserve (Fed) has referred to as the “Cross Currents” of the economy.

Gross Domestic Product (GDP) growth for the second quarter of 2019 was 2.1 percent, lower than the
first quarter report of 3.1 percent. However, the first quarter GDP was temporarily elevated due to
higher inventory flows stemming from trade concerns. Even with the volatility, the consumer -
responsible for approximately 70 percent of the economic growth - showed continued resilience in
spending, propelling the economy. The consumer remains strong partially due to the continued low
unemployment rate of 3.7 percent.

Some business forecasting surveys began to show declines, including the Institute of Supply
Management (ISM) manufacturing survey. This survey has shown a decline below 50 which is indicative
of the potential for recessionary activity. However, the ISM services survey has remained well above 50,
demonstrating expansion in the services sector. The U.S. economy has shifted more to a service-based
economy over the past decades. We believe that the moderation in growth continues through 2019 and
into 2020.

The Fed raised rates four times during 2018 then put the increases on “pause” in 2019 due to economic
uncertainties around growth and trade, which they referred to as economic "cross currents". As the
waters became murkier around growth and trade, the Fed adopted a more accommodative stature and
lowered rates twice during the third quarter. Fed Fund Futures are showing a strong probability of
another rate cut yet this year and perhaps one more in 2020, although the probabilities change quite
frequently based on Fed tone and economic data.

Equity returns were generally positive for the third straight quarter although not as strong as the rest of
2019 as rhetoric had negative impacts on the markets and volatility increased. Miles Capital is
forecasting a slower growth environment for the U.S. economy; however we do not see an immediate
recession.

Fixed Income Commentary: Is Lower for Longer Here to Stay... Again?

Since the early 1980s, the long downward trend in interest rates has been well documented. In the
1980s, there were unique factors producing upward pressure on yields, including global growth
expansion, heavy government spending, and U.S. inflation over 10 percent. Fast forward to today and
we find ourselves and the markets on the other end of this spectrum.

Today, interest rates are once again hovering near historic lows, growth across the globe is slowing, and
inflation in the U.S. remains below 2 percent. While we don't necessarily expect rates to trend
significantly or go to zero, falling interest rates has been a key theme of 2019 and we've seen zero rates
in countries like Japan and much of Europe. Nearly 30 percent of the world’s outstanding debt is trading
at negative yields. A number of factors have contributed to these low and negative interest rates, but
the themes of slow global growth and active global central banks are likely to keep interest rates lower
for longer. However, we don’t believe rates will be negative in the U.S.



Interest rates, as measured by the 10 year U.S Treasury Note, declined significantly over the quarter and
ended at 1.67 percent. That level was 0.33 percent lower than where it ended the second quarter and
over one percent lower from the beginning of the year. The decline of interest rates resulted in strong
absolute performance for most fixed income sectors during the quarter. The Bloomberg Barclay’s
Aggregate index (Agg), a broad measure of the investment grade U.S. bond market, rose by 2.27 percent
for the third quarter and is up over 8.5 percent year-to-date. That compares to an annual average
return for the Agg of 3.8 percent over the past decade.

Few sectors of the investment grade fixed income markets managed to meaningfully outperform similar
duration U.S. Treasuries for the quarter. Corporate and municipal bonds slightly underperformed while
other sectors such as mortgage-backed securities and agency bonds slightly outperformed during the
guarter. Within the corporate sector, lower quality and shorter duration slightly outperformed higher
quality and longer duration segments of the sector.

The fixed income markets will have a number of factors to navigate over the coming months and
quarters, including continued trade discussions, potential for additional central bank rate cuts,
geopolitical risk, U.S. elections and global events such as Brexit. Give these and other factors, Miles
Capital believes volatility will remain at heightened levels and the fixed income markets will have
difficulty moving significantly in either direction until more clarity is achieved.

Equity Commentary: Climbing Higher, but the Road is Bumpy

For large U.S. equities, this is the strongest first nine months of the year since 1997. The first quarter
saw the best start to the year since 1998. The second quarter also turned in positive performance to
continue the streak. The third quarter finished up 1.70 percent, bringing the year-to-date performance
for the S&P 500 to 20.55 percent.

Heightened volatility has accompanied the stock market for much of the past year. Concerns with trade
and currency clashes between the U.S. and China, recession signals, and - most recently - political
headwinds whipsawed investors throughout the quarter. On the other side, the Federal Reserve (Fed)
attempted to allay some of these fears by cutting rates for the first time in more than a decade in July
and then cut again in September.

Corporate earnings growth for the second quarter, reported during the third quarter, was fairly flat but
still relatively solid. While this is a significant decline from the double digit positive growth experienced
throughout 2018, those higher rates of growth are harder to maintain after the initial benefit of the
fiscal tax stimulus. All sectors were positive for the quarter except for energy, health care, and materials.
In a reversal, the defensive sectors (utilities, real estate, and consumer staples) were the top sectors for
the quarter. With higher dividend yields, these sectors are attractive when bond yields are lower.

Small caps fell 2.40 percent during the quarter and international stocks fell 1.07 percent. International
stocks were impacted by slowing global growth, trade concerns, and other geopolitical risks.

China, while still a significant focus for market participants, is not the only factor investors are

keeping an eye on. Third quarter U.S. corporate earnings projections have been have been trimmed, and
headline news around Brexit, impeachment, and a global growth slowdown are all

risks to 2019 market appreciation.



