2nd Quarter 2019
Vanderbilt conducts economic research to see how our outlook differs from the consensus to estimate
what has or has not been discounted in the investment markets. For example, in 2018 we had a robust
economic outlook which was different from the consensus. It was an outlook that proved correct. For
2019, VAAM has had a lower growth outlook than the consensus before the consensus also changed to
this viewpoint. Analysts felt the strong labor market would provide the momentum for robust economic
growth. However, final private sales rose 1.3% in the first quarter down from 2.6% in the fourth quarter
2018 and the weakest showing since 2013. The most important component of the economy, consumer
spending, was weak in the first quarter and the housing market contracted for the fifth consecutive
quarter. Consumer spending, which accounts for two-thirds of U.S. economic output, grew at a 0.9%
annual rate. That was a sharp slowdown from the fourth quarter. In addition, lower corporate taxes, which
were expected to be a stimulant for capex spending, instead resulted in $728 billion in stock buybacks.
This was a 34% increase over 2017 and set a new record. In addition, should the economy become more
stressed, fiscal policy is in a weaker position to help through either spending and/or tax cuts due to the
current large federal budget deficit.
During the second quarter, the yield curve experienced a “bull/steepener” move with interest rates
declining across the curve and more so in the 2 to 10-year area of the curve. The yield curve inverted from
the 3-month bill rate out to the 10-year maturity.
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Since the 1970’s, an inversion has preceded every recession. However, from a longer-term perspective,
an inversion does not always signal that a recession is imminent. A recession can occur in the absence of
an inversion and there have been four instances. The average length of time between the onset of an
inverted yield curve and the beginning of a recession has been 14 months. The current market cycle could
be different due to the effects of global quantitative easing. At its most recent meeting, the Federal
Reserve was split on its interpretation of the yield curve inversion-with three officials placing strong
weight on the inversion and four officials downplaying a signal from a. inverting yield curve.
The Federal Reserve is currently reviewing inflation targeting and there is an expectation that they could
adopt an average inflation target. By raising the target above the current threshold of 2% during periods
of expansion, it would offset lower inflation during periods of slow growth and recessions. By adopting
average inflation targeting, it would be less likely that rate hikes would occur during economic expansions
until inflation reached a higher level. VAAM is of the opinion that if there is a surprise on inflation it will

be negative due to the tight labor market and year-over-year wage growth of 3.1%. In addition, regardless
of what happens to the ACA, Medicare costs are likely to accelerate. The year-over-year rate for the core
CPI Index rose to 2.1% in June. The composition was fairly firm as well, with strength in shelter and medical
services and only a modest boost from tariffs that may suggest more is in the pipeline.
Global trade policies continue to create uncertainty thereby threatening a brake on economic growth.
The main impact of tariffs will be increased uncertainty about the business and trade environment along
with the risk of future escalations which could negatively impact consumer, business and investor
confidence. In general, trade tariffs are viewed as inflationary as import price increases are reflected in
higher domestic prices. U.S. consumers are paying for the tariff disputes as importers are likely to pass on
the increased tariff costs to consumers. Trade wars will hobble American economic growth and put
upward pressure on U.S. prices if the current dialogue does not change.
President Trump has weaponized the U.S. economy through tariffs and sanctions in order to accomplish
other policy goals. For example, he threatened higher tariffs on Mexico if they did not tighten immigration
flows into the U.S. The threat alone prompted policy changes from the Mexican government and
preserved the status quo. China is not without some leverage in the trade war; however, there could be
unknown ramifications in future years if current negotiations do not result in a suitable trade agreement.
China is reorienting its economy to be more consumer based. As China’s domestic retail industry grows,
its exports as a percent of future growth will become less important as outlined on the chart below.
Chinese consumers drove 65% of growth in the first quarter. Exports were 18% of GDP in 2018 down from
35% in 2006. China is also avoiding tariffs by transshipping through other countries (e.g. Vietnam) rather
than direct shipment to the U.S. Globalization is probably irreversible. Our view is that global supply chains
are so complex, involving companies from multiple regions across continents, that tariffs will not prompt
companies to swiftly close factories in China and Mexico and replace them with plants in Ohio and/or
Indiana. If the China/U.S. feud escalates, it has the potential to fracture the foundations of globalization
that have contributed to prosperity and relative peace. We believe that the U.S. should be mobilizing our
allies to achieve a fair and reciprocal trade agreement with China. Imposing, or threatening to impose,
tariffs on our allies does not result in cooperation to confront China. At the recent G-20 meeting, the U.S.
and China agreed to hold off on any further tariffs while they restart trade negotiations. VAAM’s outlook
is there will be some sort of trade agreement because it is in both countries’ interest. The U.S. will
ultimately back away from increasing tariffs on China and look for an agreement. The U.S. economy’s
performance is too important for the reelection prospects of the current administration.
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Corporate securities

The corporate bond market environment faced several headwinds during the second quarter. A global
slowdown in growth, uncertainty created by the trade wars, weaker CAPEX and the inversion of the U.S.
yield curve were several factors that could have derailed the recovery in corporate spreads. Despite these
potentially negative factors, corporate spreads, the incremental yield over comparable U.S. Treasury
securities, were well-behaved during the past three months. For instance, 1-3-year corporate spreads rose
0.02% to 0.66% during the quarter, but due to their higher income, the sector provided 0.16% of excess
return over Treasuries as measured by the 1-3 Corporate Index. Longer maturity corporate bonds fared
even better as spreads contracted by 0.03% to 1.00% at quarter end. The combination of higher income
and price appreciation from the tightening in spreads provided an excess return of 0.56% during the
quarter. The historical median spread of the two indices compared to current spread levels indicate the
sector as overvalued. The 1-3 Index at a current spread of 0.66% is 0.25% tighter than the historical
median level of 0.91% and the 1-10 Index spread of 1.00% is 0.21% over the historical median of 1.21%.
The corporate sector can remain overvalued in the near term but any significant slowdown in the U.S.
growth rate would place pressure on spreads and impact relative performance.

The key financial fundamentals that impact credit quality of corporate securities have been
relatively stable over the past quarter. However, they remain weaker than prior economic cycles.

Cash flow growth, as measured by the growth of Earnings Before Interest Depreciation & Amortization
(EBITDA), slowed during the quarter as compared to the increase in debt and the decline in cash. The
combination of these factors resulted in a modest rise in both gross and net leverage. As shown in the
graph below, these elevated levels have only been reached during a recession. Our view is that any decline
in EBITDA would drive these leverage numbers significantly above any historical comparison.

One of the goals of the U.S. corporate tax cut was to free up existing cash balances and increase cash flow
from operations that would then be available for higher CAPEX investment. Improved productivity and
higher growth would extend the economic recovery and improve the credit quality of corporate bond
market. As shown in the graph below, CAPEX rose in 2018 but dropped during the first quarter of 2019.

Ultimately, CAPEX will be driven by increased demand, cost savings derived from the investments, and/or
competitive pressures not the level of cash held by a company or its cash flow generation. In addition to
the rise in investments in 2018, stock buybacks rose dramatically. An underpinning of corporate credit
quality throughout the expansion has been the significant level of cash on corporate balance sheets.
Unfortunately, this no longer the case as buybacks have consumed increasing amounts of cash.

It has been our recent investment position that corporate credit quality does not support corporate
spread levels below the historical average. Financial performance during the past quarter has not altered
this view. Leverage remains elevated and EBITDA/Interest expense are near the lows of the cycle while
stock buybacks are depleting cash without the benefit of improved operational efficiencies. Therefore,
your portfolio’s corporate credit allocation is at significantly lower levels than previously held during this
economic cycle. For instance, short duration portfolios are targeting a 40% allocation with a higher
average credit quality and lower spread duration than the appropriate index. Intermediate portfolios have
an exposure slightly below the Intermediate Index allocation and a higher average credit quality. This
positioning will be maintained until valuations improve, corporate credit quality changes or the path of
economic growth changes dramatically.
During the past quarter, several new investments were made in your portfolio. JPM Chase & Co., the
premier money center bank in the country, was purchased. The company has solid financial fundamentals
with a 1.23% return on equity, a Tier 1 Capital ratio of 13.8% and a significant positive earnings surprise
during the past quarter. They are rated A2/A-. Honeywell International Inc. was also added. Honeywell is
a diversified technology and manufacturing company with operations in aerospace (35% of revenue),
performance materials & technologies (25%), building technologies (25%) and safety & productivity
solutions (15%). The A2/A rated company has strong financial fundamentals. EBITDA/Interest expense

was 21.5x, total leverage is a reasonable 2.12x and net leverage just 0.26x. Honeywell had a significant
positive earnings surprise in the first quarter. Wells Fargo matured during the quarter and we did not
reinvest due to a significant negative earnings surprise during the quarter.
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