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Best Ideas — Sea Change: Political Paralysis Risk
April 2018

We are writing our monthly Best Ideas report earlier than usual because we believe recent
developments are likely to have a material impact on the capital markets. The first major risk
is that of trade wars; the major issue is whether other countries will silently accept Mr.
Trump'’s tariffs or respond in kind. China appears to be the primary target, with a focus on the
size of the trade deficit and China’s forcing a transfer of technology from non-Chinese firms.
Our view is that there will be a response, but hopefully it will be a muted response. The
second major emerging risk is a political one. Markets operate in the broader context of the
government/ political environment, and in the U.S., the major change which we are watching
is Mr. Mueller's subpoenaing Mr. Trump’s corporate financial records. Our premise is that
major international real estate developers take actions which might be viewed as unsavory
when placed under the harsh light of a prosecutor. For example, a payment to a foreign
person could be viewed as a consulting fee by one person, and a bribe by another. In the
case of a special prosecutor, the later interpretation is more likely. Therefore, our premise is
that Mr. Trump is likely to face some unsavory accusations from Mr. Mueller in the near
future, that is the next 12 months. (The resignation of Dowd probably indicates a change |
approach.) While Mr. Trump might have considered forcing the resignation of Mr. Mueller, it
is doubtful that such an approach is politically feasible. The rub is that the investigation is
likely to encompass a longer period than simple the time Mr. Trump decided to run for office.

If one accepts that Mr. Mueller will conduct a wide-ranging review of the Trump
organization’s activities over the past several years and is likely to find items which might be
viewed unfavorably, then the next issue is what might be the next steps. The first fallout is
likely to be political, with Mr. Trump’s political opponents claiming that he violated the law and
does not deserve to be president. It is also likely that there will be calls for impeachment,
although if the Republicans hold the House, bringing such an action might be difficult. In the
meantime, Mr. Trump who has honed a reputation as a fighter, is likely to question the
integrity and motives of those involved in the investigation. Meanwhile, Congress is likely to
be frozen or paralyzed. In some respects it will be akin to a lame duck presidency, with the
major difference being that Mr. Trump might decide to run for another four years. Perhaps
the current administration is aware of the problems and is cleaning house to prepare for the
coming battles. Additionally, perhaps Mr. Trump’s attorneys can end or redirect Mr. Mueller’s
investigations, although at this time such an action appears to be problematic. Our view is
that the paralysis risk is material and if comes to pass, the markets and credit quality will
suffer.

Beyond the political risks, some of the major drivers of the economy and our expectations for
those drivers are:

B Interest Rates — the 10 year has hit 2.95% with many calling for an end to the 30 year
bull market in rates.
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Prognosis — while interest rates are edging up, the underlying driver is inflation which
to date, has been manageable. The treasuries of the major developed countries (with
the exception of Germany) are concerned about fiscal deficits and therefore are likely
to discourage a substantial rise in interest rates and sovereign funding costs.

Figure I: LIBOR Rates
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B Central Banks’ Money Creation — the central banks of the developed countries have
$20 trillion in assets which have been used to suppress interest rates and support
equity values. While the FED is no longer growing its balance sheet, other central
banks are growing by approximately $300M per month. Such central bank support is
historically rare and in our opinion is a major reason for the buoyant market.

Prognosis — while numerous factions have argued against any quantitative easing,
the central banks are now committed and unlikely to pull back any time soon
especially with the high levels of debt to GDP for many sovereignties. Our view is that
if there were a major setback in the markets, the central banks would re-engage.
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B The Tax Act — the corporate tax rate has been reduced from approximately 40% to
21% while depreciation allowances have been increased substantially. The net effect
is approximately a 30% rise in a corporation’s after-tax earnings.

Prognosis — a 30% rise in earnings is massive (although not all corporations were
taxed near 40%) and provides a huge stimulus to the economy.

B Global Growth — it is not only the U.S. which is growing, but every major country as
evidenced by the rise in most major stock indices.
Prognosis — conditions have improved in most countries for economic expansion; the
cycles for such improvement are generally five to ten years.

B Inflation — most economic commentators have predicted that inflation would rise
dramatically although to date, it has not.

Figure II: Historical Inflation Rate
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Prognosis — Our view is that inflation remains tepid and because of the use of
technology and the ease of “transportation” via the internet and transit services.
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B Unpopular Leaders — the apparent irony currently is that the leaders of the U.S.
(Trump), the U.K. (May), Spain (Raju), Italy (Mattarella), and to a lesser extent
Germany (Merkel) have been unpopular and yet the economies have strengthened. It
begs the question of whether popular leaders are deleterious for the economy.
Prognosis — we expect Trump will continue his attempts to improve the economy and
the major infrastructure spending plans are likely to further stimulate the economy.

B North Korea — President Kim increasingly has the ability to start a nuclear war.
Prognosis — the news that North and South Korea are cooperating on the Olympics is
positive although Trump recently announced a new round of sanctions against North
Korea. We believe Kim wants to remain in power and is angling for a partial removal of
sanctions and additional subsidies.

We do not see a material threat to the current conditions for the next 12 to 18 months. Below
IS a summary of our expectations for the various economies:

Figure lll: U.S. and Emerging Markets Expectation
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Regarding interest rates, U.S. is raising interest rates. Hence, rates in the U.S. are likely
to be higher because of the FED’s action and increased demand, and on the other hand,
most major non-U.S. economies are trying to maintain low interest rates. The periphery
EU countries are likely to see continued pressure because of increased credit quality
concerns.

Figure IV: Rising U.S. rates, Japan and Europe emerging periphery credit concerns

Current (%) | Year End (%) | Current (%) | Year End (%) | Current (%) | Year End (%)
United States 2.60 2.8 2.80 3.05 3.04 3.20
Germany -0.09 0.05 0.52 0.76 1.15 1.45
1%1}Y 0.68 0.65 1.86 1.92 3.04 3.10
United Kingdom 1.16 1.23 1.41 1.65 1.71 2.05
IETED -0.12 0.03 0.03 0.20 0.75 0.88
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Below are our expectations for major currencies:

Figure IlI: Currency

Current EJR Est. Year End

EUR-USD 1.23 1.30
L L k1| 6.33 S/RMB 6.50 S/RMB
USD-JPY 105.25 110
GBP-USD 1.41 1.45

The major gainer in the currency markets has been the pound as the market believes the
UK will be able to negotiate Brexit gracefully and growth will resume. (We are not so sure.)
From a credit quality perspective, we expect the environment to be fairly propitious for most
U.S. obligors. Regarding various industries, below is a summary of some of the major
developments:

Deteriorating:

Retail Disaster — Amazon (and other internet giants) will destroy margins for any industries
involved in selling goods, and over time, services. (Watch for the next major wave with
virtual reality technologies.) Nearly all the major retailers will be trading sideways at best
for the next couple of years. A filing by Sears and JC Penney would not be a surprise and
Macy’'s might slip from investment grade over the next couple of years. As expected,
Walmart is having difficulty being competitive in the web market; we question the long-term
effectiveness of its attempt to go up-market online. Watch Amazon’s war with Netflix.

Media — Netflix, other internet distributors, and non-traditional media outlets continue to dis-
intermediate traditional media providers and cable firms. Note, print media continues to
suffer.

Improving:

Banking — Higher interest rate and a normal yield curve should aid net interest margins.
Reduced regulations should improve cost structures. The smaller banks are aided by the
improved margins and the M&A upside.

Defensive Industries — Alcohol, tobacco, and defense are traditional defensive credits and
continue to be so.
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Healthcare — Hospitals will be hurt, but nearly every other area should see improvement.

Infrastructure — Watch for massive improvements for firms connected to building; an
infrastructure act will enhance the gains.

Metals and Mining — Some have been given a reprieve as a result of increased demand,
rising prices, and expectations of a more amenable regulatory environment.

Technology — While at a slower pace than normal, tech industry spending remains robust.
However, Apple will have difficulty maintaining prior growth levels.

US Manufacturing Exporters — The weaker U.S. Dollar helped, but the major driver is the
health of the global economy.

Neutral

Airlines — The economic recovery and effective capacity management have helped.
However, the increased fuel prices and increased competition are likely to depress margins
especially as load factors slip from record levels.

Autos and Auto Suppliers — With the exception of Volkswagen, most of the auto industry has
prospered over the last couple of years. Watch for new car sales, used car prices, and
weaker profitability as used car inventories are at all-time high. Electric autos will threaten
revenues and margins for traditional internal combustion engine vehicles,
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