ﬁ PRUDENT MAN ADVISORS

PRUDENT MAN ADVISORS

MARKET OUTLOOK

Highlights

As we entered 2016, our outlook called for higher volatility and a wider
range of potential market returns. That expectation has played itself out
fairly well as the U.S. bond and equity markets have weathered significant
volatility to post solid year-to-date returns. US. equities started the
year down over 10% in mid-February as energy and commodity prices
plummeted to new lows. Risk off behavior and attractive relative global
yields pushed Treasury prices higher as many market participants believed
the U.S. economy was heading toward a recession. So as investors rushed
for the exit door, commodity prices found a bottom, and equities and
credit spreads rebounded sharply.
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While equity prices acted like a yo-yo, U.S. Treasuries have acted more like
a balloon as prices continue to move higher despite the rebound in risk
markets and the promise of higher rates from the Federal Reserve. While
we don't expect the balloon to burst, it's not going to take a significant
change in inflation expectations to prick the balloon and watch prices
leak lower. That said, our outlook continues to call for higher volatility and
a wider range of potential returns in the year ahead. Modest economic
growth, tighter monetary policy and an election year will make it difficult
for the markets to generate outsized returns. While we do not believe the
Brexit vote is a Lehman-like event, the aftershocks from Britain's decision
to leave the European Union only will increase market volatility most
assuredly. In our opinion, the U.S. short-term investment grade bond
market is attractive on a relative value and risk adjusted basis versus longer
fixed income and equity alternatives. We wouldn't be surprised to see
those markets experience a significant correction at some point in the near
future and we forecast low single digit returns in the year ahead.

Economic Outlook

We continue to believe that the U.S. economy is stuck in a period of secular
stagnation. Euro-area growth will likely be hit by uncertainty in the UK and
lower confidence levels due to the recent Brexit vote. Following a tepid start
to 2016, we estimate the domestic economy will grow around 2% over the
next twelve months as consumer spending and private investment remain
constrained. We do not believe the Brexit situation will have a material
impact on U.S. economic growth over the forecast period. While the real
estate and housing market should remain a source of strength, the thrust
and resilience of domestic demand is a source of concern for our research
team. While consumer confidence and business sentiment has stabilized
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inrecent years, we have yet to see increases that can propel the economy to
higher rates of GDP growth. And while credit standards have been easing,
the consumer continues to hold back spending for savings as memories of
the credit crisis remain firmly entrenched.
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Similarly, business fixed investment has not returned to pre-crisis levels
given the economic, regulatory and political uncertainties facing most
corporations. While we will get more policy specifics from Trump and
Clinton in the months ahead, neither candidate’s platform is particularly
attractive for executives or prudent investors to make the difficult decision
totakerisk. Social discontent, while difficult to objectively measure, appears
to be growing both domestically and abroad. The rise of nationalism,
Britain’s future in Europe and growing anti-establishment populism are
all good examples. We do not see these polarizing forces receding in the
foreseeable future.

Another measure we are watching closely, and possibly one which ties into
this era of social discontent is the weakening trend in U.S. productivity.
As a reminder, productivity measures the increases in amount of output
produced per hour of work. While we know that higher productivity
levels increase economic growth, economists are not exactly sure why
productivity might rise or fall. So while there are many factors impacting
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productivity, we know this measure has been on a steady decline over
the past fifteen years. During this same period, we have seen a steady
increase in measures of income inequality. Hostility toward the elite
and the establishment power is in vogue. Frustration over incomes,
living standards and changing cultural norms are prevalent. Banks
have caught the brunt of this populist concern with the call to “Break
up the Big Banks”and to“Reform Wall Street” caused by financial abuse.
More recently, we are seeing calls to change anti-trust regulations
that were loosened during the 1990's. These changes would suggest
restricting merger and acquisition (M&A) activity to make it harder
for competitors to buy each other. One popular argument is that big
companies might be more productive with their capital engaging
in new business and capital investment versus financial gearing like
merging with a competitor and simply cutting costs (i.e. worker’s
livelihoods) to gain efficiencies. As staunch free market capitalists
and prudent investors, we understand how that argument may not
resonate with many. Isn't this just the invisible hand of the market
at work? Perhaps this is true. However, it is worth debating whether
current shareholder enhancement activity, specifically share buybacks
and M&A activity, promotes healthy long-term economic growth. We
should not confuse the value of returning cash to shareholders versus
the value of real improvements in productivity. In addition, healthy
long-term economic growth requires a strong social contract between
owners and renters in society. Buy-in matters. We would much rather
see board rooms engage in a sustained increase in investment and
innovation versus listening to activist equity investors championing
for the latest new deal. Unfortunately, policy conditions and cheap
borrowing rates make financial gearing more attractive than the
risk associated with increasing capital investment, so this condition
will persist as long as US. and global monetary policy remains
extraordinarily accommodative. This is not likely to change given the
recent vote in Britain.

And, our economic commentary wouldn't be complete without briefly
touching on the disinflation/inflation debate. While deflationary forces
have been massive following the financial crisis, current interest rates
reflect the market's complete disregard of the risk that inflation will ever
be problematic again. In the accompanying graphic, we spread the
yield on U.S. 10-year Treasuries versus the U.S. Personal Consumption
Expenditure (PCE) Core Price Index for the past ten years.

US 10yr Treasuries vs US Personal Consumption
Expenditure Core Price Index
6.000

CMTUSDLOY Index

5.000 7y
I/ ———PCE CYOY Index

4.000 W\\‘
oo VA A~ A
v v

— L % S%E

Jul-06 7
Jan-07 7
Juk07
Jan-08 7|
Jul-087

Jan-08 7
Jul-09 7

Jan-10 7
Jul-10
Jul117

lan-12 7
Jul-12

Jan-06

Jan-11 7
lan-13 7
Jul13 7
Jan-14 7
Jul-14
lan-15 7
Juk157
Jan-16 7

Spread Summary

3.50

CMTUSD1OY Index - PCE CYOY Index
3.00

2.50,/\‘!\

il KTPY 0

i (WY, ARVA"

3 vy vV 1 AN

s i \ . Oy
LAV

(0.50)

(1.00)

lan-06
Jul-06
lan-07
Jul-07
lan-08
Jul-08
Jul-09

lan-10
Jul-10

lan-09
lan-11
Jul-11
Jul-12
lan-13
Jul-13
lan-14
Jul-14
Jan-15
Jul-15
lan-16

Source: Bloomberg

Those rates are virtually the same right now. The market must
believe that core inflation is going to drop precipitously, otherwise
the current market can be characterized by the highest level of
inflation with the lowest level of long rates witnessed in a very long
time. And to be sure, the FOMC watches inflation measures very
closely, specifically forward inflation expectations. By this measure,
inflationary pressures are less of a concern to the Fed than they
have been since the depths of the crisis. Their preferred measure of
inflation expectations is to review 5yr/5yr forward breakeven rates.
(See graph below) This measures the yield on 5 year U.S. Treasuries
versus U.S. inflation linked bonds (TIPS) on a forward basis. While
inflation risk is not being priced into the current market, should it
ever become problematic, this could end very badly for long-term
investors. With that warning, we do expect headline inflation to
move back toward the Fed'’s 2% target as economic growth remains
positive and the unemployment rate declines further. A tighter
labor market, rising energy prices and higher housing costs should
push inflation higher during the next year and with it, interest rates.

=% yr Syr Forward Brekeven inflation Rates

Source: Bloomberg

Interest Rate Outlook

We expect interest rates to modestly increase in the year ahead. We
believe the Fed has effectively fulfilled their dual mandate of full
employment and price stability, allowing policy to move towards
1%. While the risk of tighter policy increases the likelihood for higher
market volatility in the year ahead, we don't believe it will have as
large of an impact in the real economy. The recent rally in interest
rates over the past several months has been more of a technical
reflection of relative global rates and capital flows versus a more
fundamental concern on the U.S. economy. While the aftermath of
Brexit will continue to push U.S. Treasury yields lower, our research
indicates that bond valuations do not fully price in the risk of higher
inflation. While the Fed’s statement following their June meeting
was justifiably dovish, current yield levels don't provide investors
with a significant income cushion to offset lower bond prices if the
Fed decides to act more aggressive in tightening policy. Global and
domestic economic risks, along with the recent risk of Britain exiting
the European Union, have largely been priced into the market. The
risk of higher inflation is not currently priced into the market. Higher
oil prices should move headline inflation back to the Fed target in
the year ahead. While we expect the Federal Reserve to tighten one
to two more times in the coming year, we don't believe they can
tighten policy significantly beyond those levels without presenting
downside risks to the global economy and markets. The Brexit vote
makes further tightening even more difficult for the Fed.

page 2



» PRUDENT MAN ADVISORS MARKET OUTLOOK summer 2016

Expected Returns
U.S. RATES

As the U.S. economy continues to post modest economic growth and
the Fed tightens policy, short-term rates should drift slowly higher.
Forward rates largely approximate where we would expect the 1-3
year part of the curve should trade next year. As a prudent investor,
this means you should stay invested and let the steep front end of
the yield curve continue to work to your advantage. Predicting the
direction of interest rates can be dangerous to your financial health.
The uncertainty associated with the current economic and market
environment is a good reminder to stay invested in line with your
liabilities and spending needs. Further out the curve, specifically
in the 10-30 year part of the curve, we anticipate there is more risk
for U.S. Treasuries than what is currently priced into the market. Our
experience informs us that the front end of the yield curve tends to
trade off of economic expectations, while the long end of the curve
tends to value itself based on inflation expectations. Our view is that
while short-term rates will likely move somewhat higher in the year
ahead, headline inflation will increase to Fed target levels and force
longer rates to be repriced lower. As a result, we forecast Treasury
returns to remain modestly positive in the year ahead with the risk
that longer Treasury returns turn negative on a total return basis.

PMA
CURRENT/ FORWARD
spoT | 123115 | RATE 6/30/17 F%’/R3EOC/$75T

Fed Funds 0.375 0.375 0.875
1YRUST 0.66 0.60 1.02 1.00
2YR UST 0.78 1.05 1.13 1.15
3YR UST 0.93 1.31 1.28 1.35
5YR UST 1.23 1.76 1.56 1.65
10YR UST 1.70 2.27 1.89 2.10

30YRUST 2.51 3.02 2.62 3.00

Source: Prudent Man Advisors, Inc. and Bloomberg

PMA EXPECTED
FORECAST YIELD ROLL DOWN RETURNS

Cash 0.375 0.00 0.375
1 Year 0.66 0.00 0.66
2 Year 0.78 -0.33 0.45
3 Year 0.93 -0.54 0.39
5 Year 1.23 -0.84 0.39
10 Year 1.70 -2.71 -1.01
Source: Prudent Man Advisors, Inc. and Bloomberg
CREDIT

History reinforces our belief that managing credit risk and paying
particular attention to market liquidity is of particular importance
at this point in the credit cycle. Thus far in 2016, we have seen the
credit markets perform quite well despite high levels of new issuance
and increased shareholder enhancement activity. Extraordinarily
accommodative monetary policies in place throughout the world
continue to reward corporations for this behavior. While we believe we
are in the mature bull stage of a credit market, we don't believe that
the market is primed for a material correction at the present time. We
do believe spreads will remain volatile but do not expect investment
grade spreads to gap materially given our economic outlook.

OAS
06/20/16 12/31/15
Communication 183 200 [11)
Consumear Discretionary 151 157 [7)
ConsumerStaples 120 123 (3)
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Hazzlthoae 135 135 a
Industrizls 119 132 (13)
hatzrizls z18 297 (79)
Technology 129 130 1)
Utilities 152 158 (5}
All Sectors 157 168 {11}

Source: Prudent Man Advisors, Inc. and Bloomberg

High-quality investment grade spreads remain relatively attractive
on an expected return basis versus similar maturity U.S. Treasuries.
On a fundamental basis, while sales and earnings growth for U.S.
corporations has been relatively weak over the past year, we would
expect growth to improve over the next year. Short-term credit will
likely outperform long-term credit. High-quality credit will outperform
lower-quality credit. As was the case this year, sector considerations
will be of particular importance in generating excess returns. The snap
back in the Energy and Materials sector has been massive following
the improvement in oil prices thus far in 2016. High-quality industrials,
consumer staples and utilities are attractive. Financial spreads, despite
the healthiest and safest balance sheets evidenced in the past several
decades, should remain relatively wide due to ongoing new issue

supply.

U.S. Corporate Profits and Leverage
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While we are concerned with the growth in the size of corporate
debt issuance and shareholder enhancement activity, balance sheets
are not overly levered versus historic levels, at least not yet. Asset
coverage, cash flow generation and liquidity remain relatively healthy
versus historic levels.
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MUNICIPALS

Municipal spreads have tightened along with the corporate market
year-to-date. That said, high-quality taxable municipal bonds continue
to trade slightly wide of comparable rated corporate debt in general.
While credit fundamentals and the lack of supply should allow the
market to outperform similar maturity U.S. Treasuries in the year ahead,
we think the market is somewhat overvalued presently. We don't
believe investors are being paid for the relative illiquidity of the sector
at present. While we expect continued fundamental improvement
in municipal credit quality overall, there is significant variance in
credit risk across certain state and local governments who have large
unfunded pension obligations and suffer from political dysfunction.
As a result, we continue to emphasize larger deals and higher quality
issuers when possible within our portfolios.

Funded Ratio, %
Pension Legal  Pension Pension Legal  Pension Pension Legal Pension
Reform Funded Reform Funded Reform Funded

State  Flexibility Score  Ratio State Flexibilty Score  Ratio State Flexibility Score  Ratio
NY 1 87% LA 3 58% KY 5 44%
AZ 1 73% ID 4 85% ME 6 80%
AK 1 55% SC 4 65% wy 6 79%

IL 1 39% MD 4 65% OH 7 80%
WA 2 93% MS 4 58% CcT 7 49%
NE 2 89% RI 4 58% W 8 100%
N 2 88% NJ 4 57% MN 9 80%
GA 2 78% SD 5 100% NM 9 73%
CA 2 4% NC 5 94% X 10 80%
NV 2 69% OR 5 91%

2 2 67% DE 5 88%

AL 2 66% FL 5 85%

PA 2 63% IA 5 79%

MA 2 61% ut 5 7%

ND 2 61% AR 5 7%

w 2 61% MT 5 73%

NH 2 57% MO 5 1%

KS 2 54% oK 5 69%

Ml 3 61% VA 5 64%

3 5

Vs, oston College, “Public Pension
Reform: The Legal Framework” report published by Amy Monahan, J.P. Morgan

U.S. AGENCIES

Agency spreads have tightened over the past year as supply has
decreased. The large agencies have preferred issuing callable debt
to fund their portfolios versus issuing global bullet debentures
further out the curve. Callable agencies generally trade rich versus
comparable maturity bullet agency issues when one accounts
for the value of the imbedded call option. As a result, we don't
find much value in traditional callable agency paper versus high
quality alternatives. Diminishing supply and the lack of high quality
investment alternatives have combined to push bullet agency spreads
tighter to similar maturity Treasury paper. While we don't see a lot of
value on agency spreads at present, we prefer longer agency spreads
as their curves appear too steep. Generic global benchmark agency
bonds are most attractive during the new issue period as secondary
spreads tend to tighten quickly to the curve following new issue. We
are also seeing an interest for some of the agencies to issue floating
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rate debt given their relatively low cost of financing versus LIBOR. We
are neutral on agency mortgages as we remain concerned on potential
supply and extension risk which could negatively impact returns.

U.S. EQUITIES

We would expect to see continued volatility and some large price
swings in the equity markets in the year ahead. Equity returns, similar
to Federal Reserve policy, will largely be data dependent. Overall, we
believe stock returns will remain modestly positive given our economic
outlook and the lack of compelling investment alternatives for most
long-term investors. While market valuations have moved higher and
debt issuance has increased, the equity markets do not appear overly
extended versus the fixed income market. The market is trading at 16x
2017 forward earnings estimates and dividend yields are attractive
versus bond yields. Britain's decision to exit the European Union will be
a headwind for global equities on a relative basis. U.S. equities should
perform well on a relative basis.

S&P 500 |2009|2011]2013] 2015

Gross Margin 3193 3246 323 3347 33.31 Flat
EBITDA 16.56 18.19 18.82 17.23 17.23 Flat
Price/Earnings 19.14 13.44 17.44 18.66 19.61 Higher
Price/EBITDA 7.84 6.78 8.95 10.47 10.95 Higher
fcEeck 215 205 258 277 283  Higher
Value

EV/EBITDA 10.11 8.78 10.66 12.25 12.82 Higher
Dividend Yield 2.12 2.12 1.89 2.15 2.15 Higher
Total Debt 0.52 0.46 0.34 0.35 0.36 Lower
TotalDebtto 3555 41654 10137 10896 11173  Lower
Total Equity

Net Debt to

EBITDA 3.15 2.19 1.59 1.61 1.68 Lower

Source: Prudent Man Advisors, Inc. and Bloomberg
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