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-- Chuck Prince, CECitigroup 2007

The shareof countries that haveseen their economies sloto a real GDP growth rate of 2% or I¢sse chart below

from Rosenberg Researdgs now ballooned to 73% from 54% one year ago and 23% just two years ago. Though not
technicallyin a global recession, the shamew growing at less than this stall speed level is higher than 2001 and the
same as 200&synchronized global slowdowthat reflects the mirror image of what we enjoyed in 20With nearly
three-quarters ofworld GDP at or belothis level the OECOrgantation for Economic Cooperation and Developmjent
leading economic indicator declined for 21 consecutive mountitd a flat reading in December broke that ignominious
streak engendering some signs of opsmi that perhaps a bottoming was near and we might return to the halcyon
days of not knowing the names of central bankers.

OECD
(quarter-over-quarter percent change; annualized)
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The flexibility and adaptability of global economies to changing conditions (none more so than here at home) has
continued to ircrease and has fostered the longest economic expansion (entering the rh2a#th) in U.S. history

allowing the most recently passed decade to become the first ever to avoid even one day of a recession. Wars and
geopolitical events, oil price shocks andaficial industry excesses are often economic cycle tipping points but have
remained exceedingly quiescent during this decade. Increasing technological productivity has also kept a lid on price
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The containment of inflation has been critical as it has allowed a historically unconventional tailwind to emerge during

this decade as a continuous source of economic support and on a global basisargguicy. As the year ended, the

collective balance sheets of the Federal Reserve, European Central Bank (ECB), Bank of Japan (BoJ) and the Bank of
England (BoE) have collectively risen from about 26% of total gross domestic product (GDP) in 2008rterihe
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level just short of 36% (sedart below from Bloomberg). Here the law of diminishing returns is out in full force, though,
as during this time frame, global debt has increased over $128T while generating only a $37T expansion in GDP.

The Fed, EGB, BOJ and BOE have pumped trillions of dollars into the global
financial system in recent years

/ G4 central bank balance sheet assets as a % of GDP
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In our commentary entering 2019, we highlighted the two greatest economic and market risks as being escalating trade
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over the last year, for far layer we have expressed concern as to the impact on financial markets of Federal Reserve
machinations following the Great Recession leaving near zero interesiXrat@® be naive as to the potential impact

on consumer and business confidence that the unwigadf fiscal stimulus (via the reversal of Quantitative Tightening

through the reduction of the balance sheet of the Federal Reserve) might have is to disbelieve the causation that such
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rates several more times, the U.S. market dropped nearly 20% in 4Q 2018 and recession fears rose. As the Fed reversed
course on further iterest rate hikes in early 2019, stocks roared and posted one of the best total return years ever as

fears of an oncoming recession faded. With a still contracting balance sheet, the overnight lending or repurchase
agreement market (referred to as the repmarket) froze up in September due to a shortage of reserves sending interest

rates soaring. This, in turn, forced the central bank to also reverse course here, and they have since boosted balance
sheet assets by over $400B further reversing much of thar peductions (see chart below).

Fed Balance Sheet (Total Assets, Billions §)
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As seen above, the balance sheet of Feglcontinuesto rise faster than the most recent efforts at Quantitative Easing
(QE) to which Jay Powell wants us not to compéiréhe four months since these purchases coemred, the balance

sheet has grown by over $101B per month which dwarfs the most recent QE3 that averaged $80B per month and the
markets surged nearly 9% into the end of the year. We can understand the ligdidign, shortterm influence on

stock pricesbut need to be mindful that if policy makers get their wish and inflation returns, this might again be the
major area of concern abe forces driving the current excesses will dissipate once the liquidity spigots are turned off
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UNITED STATES:

The US. economy continues to become more and more service and technologically focused, one far less driven by trade
and manufacturing than other major economies. Historically, most recessions follow periods of interest rate tightening
by the Federal Reserve liasponse to rising inflation concerns or a major impact on financial conditions such as those
caused by oil price shocks, financial crises, or majofpgéditical events. While we have expressed concerns regarding

a slowing U.S. economy, we have noted thiase historical suspects have presented less of a headwind, especially
once Federal Reserve Chairman Jay Powell reversed course on raising interest rates in late 2018.
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Strait of Hormuz, a key passage from the Persian Gulf through the Indian Ocean to the rest of the world. It is estimated
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the continued increase in U.S. energy production clearly blunts the impact on the U.S. economy.

US Shale Oil Production

Million Barrels Per Day
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Source: Bloomberg, RSM US LLP

American shale oil production hawreased markedly durintpe past four yearsgrowingto 9.2 million barrels per day

from 5.2 million at the end of 2016. This is part of an increase of approximately 40% in U.S. oil production overall since
late 2014.Anotherundeniable change in the U.S. economy over that span is that higher oil pricags texatd to spur

greater capital expenditures in the energy patch, bolstering domestic economic activity to offset the negative impact of
rising gasoline price§hough many feel that U.S. shale production has peaked, this increase clearly reducesrmar relia

on foreign sources of energy.

The supposition that a more serviogiented U.S. economy can smooth economic cycles and dull the impact of global
trade and manufacturing concerns continued to be tested during 2019 with the escalation glothed trade war and

the recent grounding of the Boeing 737 MAX airplane sending the confidence of U.S. manufacturers to the lowest level
since 2009. The most recent reading of the Institute of Supply Management (ISM) manufacturing reading for December
plunged to 47.2 indicating that industrial activity has now contracted in five consecutive months. Suggesting that the
worst is not behind the sector was the reading on both employment and new orders that were the lowest in over a
decade. The chart on the folving page from Wells Fargo juxtaposes the rising cost of the trade war versus the ISM
Manufacturing index.
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Cost of the Trade War vs. Manuf. Activity
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industry and revese these data points but we are somewhat sanguine on that prospect. From atsimareconomic

perspective, we are quite pleased that thimited Stateslid not proceed with 15% tariffthat had beenscheduled to

go into effect orDecember 15thon nearly $860 billion worth of Chinese goods, including cell phones, laptop computers,

toys and clothingThe U.S. also rolled back by half the tawfie it imposed on Sept 1. on a $120 billion list of Chinese

goods, to 7.5%. U.S. tariffs of 25% on $250 billiortlwof Chinese goods will remain unchangsdeminglyproviding

U.S. leverage for a second phase of negotiations next year.

In turn, China canceled its retaliatory tariffs due to take effect that same day, including a 25% tariff -omadeSautos
andcommitted to increase purchases éimerican products and services by at least $200 billion over the next two. years
This critically included.S. agriculture productslesperately needed by both China and American farmer$32 billion

over two years. That suld average an annual total of about $40 billion, compared to a baseline of $24 billion in 2017
before the trade war started.

Therein lies our largest concern regarding the recent Phase ladeidlappears to haveet highly unrealistic goals
regardingChinese purchases of U.S. exports. As the chart below from the Wall Street Journal shows, China would
effectively be doubling their imports from the U.S. By set8ngh loftygoals, the risk of falling short gseaterand the
possible return to tariff wes remairs. Thismay temper the confidence U.8orporationsneedto resume investment
spending. The target may be based more on political expediency than a thorough analysis of the potential demand of
China and the ability of American farmers to expand output.

Farm Boom?
Hitting the purchase goals outlined by the U.5. administration would require a skyrocketing of
farm exports

12-month rolling sum

® Purchase goal

B US. agexportsto
China

So where is the U.S. economic and financial markeegymlv and what should we look for to help us discern whether
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engineer an economic slowing while avoiding a recession? The economicsexpagcently surpassed 126 months

making it the longest in history. Job growth also set longevity records and the unemployment rate plumigsar 50

low. With this backdrop, it is of little surprise that the Consumer Confidence index (see chart bel@insemar cycle

Coho Partners, Ltd. Economic CommeRtanghQuarter 2019 Page4



highs. However, these remain lagging indicators. Job growth has slowed. The unemployment rate that is touching the
low last seen in 1969 was followed in 1970 by a recession. As one can see on the confidence chart below, the peaks
always occur before a recession (vertical bars) and, therefore, tell us much about current conditions but little about the
future.

Conference Board Consumer Confidence =h!
DoubleLine

While there remain no smoking guns of market excesses or extremes, the leading indicators with a strong track record
of foretelling economic downturns remain prevalent. The U.S. leading economic indicator (LEI) recently broke into
negative territory on a énonth annualized rate (chart below left from Gluskin Sheff) and is now flat over the last year
(from a level of 5% at th time last year). Rather than focus just on consumer confidence that is quite ephemeral, one
should also look at the confidence levels of CEOs. These are the individuals making the capital investment decisions for
firms that lead hiring, hours worked amgage growth all of which are moderating. The chart below on the right contrasts
CEO confidence levels with those of the consumer. Extreme negative readings (whereby CEO confidence is much lower)
historically presage downturns in economic growth.
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Theimportance of CEO confidence should not be understated. Though consumer spending remains near 70% of the
calculation of gross domestic product, it is business investment that represents the critical lever and turns in this area
have accounted for 100% pfior recessiongsee charbn the following page Consumer spending declines are usually
modest (necessities must still be paid for) and are often a consequence of corporate actions. If CEOs find improved
business clarity around the recent Phase 1 dewl eecession probabililties recede, we may see an uptick in demand

that releases the recent stockpiling of treasuries as banks start lending aggressivley again. This is what we are watching
for that would increase confidence in a second half recovery, 8&lmust be mindful that we are entering an election

year with a tax policy divide between Republicans and Democrats that would threaten the confidence of any CFO to
embark on a major muHyear capital expenditure.
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Weakness in the dotted line, business investment, ‘causes’ 100% of US recessions

contrib of business
investment to GDP growth
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Another reason to be on the optimistic side is thatuseholds have simply not loaded up on debt this cydlaile
student loan and auto debt have surged, in general, consumers have ihegriong period of enforced and then
voluntary sobriety after the massive credit boom and bust that culminated in 2008. This leaves consumers in good
shape.Additionally, the one direct and tangible benefit engendered by Federal Reserve policy hashbaandest
resurgence of the housing market. Following being a drag on the overall economy for years, hassimayv perked

up and is feeding off supplyemand dynamics that are more typical of an early cycle environment.

A continued strong consumer isitizal to avoiding an economic slowdown and by many metrics the consumer is in
good shape. Wages are still modestly rising across all income levels with the largest gains finally inuring to the lowest
income quintiles who spend more of their incomes. Addially, household debt as a percentage of disposable personal
income along with debt service remain very comfortable for the U.S. consumer (charts below from JP Morgan).

Wages rising across all levels of income Household debt
12 month moving average of monthly median wage growth, % % of disposable income (both axes)
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Employment data will remain critical to the direction of the economy. Data encttmsumer is currently quite solid.
However, this is aggregate data and, following years of asset and wage gains benefitting the upper deciles, may be
dramatically skewed away from the lower income cohorts. Their financial situations are more precauioas much

of the recent job and wage gains have found this group, the first signs of a slowdown make them more vulnerable.

While we await the release of GDP for 4Q (we estimate a reading below 2%), we note that consumer spending and the
return of modestcontributions from Residential Investment (housing) have cushioned the slowdown in the past year,
offsetting weak trade and business investment. Since peaking at ayeayear rate of 3.2% in 2Q of 2018, GDP growth

has continually slowed towards what vieel is a more sustainable trend growth rate near 2% (see chart on the following

page)
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FRED -/ — Real Gross Domestic Product
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Though the odds of a recession in 2020 remain higher than what is comfortable, our base case for domestic growth in
the new year are for continued growth though algerating further towards 1.5%. While there remain many -geo
political concerns that may pressure this narrative, we feel the primary suspect would be the dominos of continued
weak business confidence and investment that leads to a slowing in hiring, wadesturn in consumer confidence

and spending. The halt of the production of the Boeing MAX 737 will pull industrial production into negative territory
in the early part of 2020 and shave an estimated 0.3%+ from growth so the risks are higher int traffokthe year.

INFLATION:

The preferred measure of inflation followed by the Federal Reserve is the Personal Consumption Expenditure deflator
(PCE) that continues to show tame even softening inflation. This nsétivs yeatoveryear inflation(seechart below

left from Wells Fargodf roughly 1%2% on both the headline and ihgortant core (exfood & energy)measure.The

more widely followed inflation index is the Consumer Price Index (CPI). The reading on this indicator (chart below right
from Wels Fargo) tells a different story and core CPI has been north of the 2% target since December of 2016. The main
difference is in the measurement of healthcare costs as the PCE includes fixed payments from government programs
such as Medicare and Medicaitiis understating costs) while the CPI appears to more accurately reflecfqaicket

costs of the consumer.

PCE Deflator vs. Core PCE Deflator Core CPI vs. Core PCE
Year-over-Year Percent Change Year-over-Year Percert Change
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Other less followed measures of CPI show an even healthier pace of inflation gains. The Atlanta Fed puts out a model

that removesthemore® f | GAf S O2YLRySyda 2F AyFtlaAaAzy OFfftSR (KS aa
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at an eightyear high (chart from Bloondyg on top right of following page@ne of the most universally acceptegws

(and we have been in this camp for the better part of the last dechdg)been that inflation is tame and even slowing.

That may now be changing.
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For the firsttime in decades, both domestic monetary and fiscal policy are explicitly designed to raise inflation levels.
These pranflation policies along with reduced globalization (which reduces productivity) appear to be -under
appreciated by the economic communityhe advent of globalization ushered in a secular period of declining price
growth as production of goods shifted to the most cefficient regions. As noted above, we appear to be in a cyclical
period of modestly rising inflation, but we may also beeairig a more secular period. The chart below from RBA
Advisors and Bloomberg shows the figear trend of core CPI going back to 1998 and it has moved up over the most

recent period reversing part of a near48ar trend.

EMPLOYMENT & WAGES:

The job narket ended 2019 with continued solid employment growth with both the@nth and émonth averages a

tick higher than the full year average of 176K net new jobs per month. Though the full year level of 2.1M jobs is the
lowest level since 2011 (see chartitoe) and slowed more than 20% from the 2018 level of 2.7M jobs, it is still quite
remarkable nearly 11 years into the recovery. Manufacturing suffered the brunt of theoyesuyear slowdown due

to the tariff and trade wars alongside weaker global growth.

Hiring Per Year of Current Business Cycle
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Source: RSM US, Bloomberg
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Throwing some cold water on these still solid numbers is the upcoming February benchmark revision of the Bureau of
Labor & Statistics (BLS) for the priorrh2nth period. Their preliminary work indicated a downward revision by 501K
jobs that would redae these payroll growth rates by almost 20%.

Even before factoring in the upcoming downward revision, both the nonfarm payroll and ADP job reports depict a
slowing in private sector job growth that is now the weakest since 2011. Additionally, the werkly Wworked has

been decreasing on a yeawveryear basis for nine months. As we have noted before this is an important leading
indicator as in a very tight labor market with fewer and fewer qualified candidates, employers will first control the hours
allotted to workers along with compensation in order to control costs and maintain quality employees.

Private Sector Employment (Yr/Yr Pct Ch)

Aggregate Weekly Hours Growth (%) 4

P

Though wages overall have moderated over the back half of the year, the composition of these wage gains is showing
areversal of trends that have been in place for decad#ages for the typical worker (nesupervisory employees who
account for 82% of the overall workforcaje rising at the fastest rate in more than a decgdee chart below)
interpreted asa sign that the labor market has tightened sufficiently to conbégger pay increases to lowpaid
employeesHowever, as we have seen much less of a benefit to managers and #mddiee households, the most

likely factor supporting the lowespaid workers is a wave of minimumage increasess 29 states havincreazd
minimum wages above the federal level, and 21 of those will lift the level again in 2020.

Wage Growth in High & Low Pay Industires
Avg. Hourly Wages, Year-over-Year Percent Change of 3-MMA
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Source: U.S. Department of Labor and Wells Fargo Securities

CONSUMER:

As we have made clear so far in these pages, it is difficult to overstate how critical the continued health of the consumer
will likely be to theoverall U.S. economy in 2020. With business investment, manufacturing and trade at or near
recessionary levels, continued solid consumption will be the difference between alikengrowth rate around 2% or

a possible end to the current business cycle.
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Household consumption accounts for almost 70% of the calculation of gross domestic product. While we noted above
that historically it is business investment that may be the marginal lever that ignites economic slowdowns, years of
central bank policy attepting to increase asset prices have tethered much of discretionary consumer spending to the
performance of the financial markets. Therefore, the upper quintiles of income earners become critical as they are the
households with more invested in these matkavith powerful influences on spending. This was very apparent in the
final quarter of 2018 as the S&P 500 fell-bg.6% resulting in a near collapse in household consumption and outright
declines in retail sales during the opening two months of 2018reethe abrupt Uturn by Jay Powell reenergized the
markets.

Not only is this true domestically but globally. The U.S. represents nearly 25% of global GDP and the consumer is 70%
of that meaning that 17% of global GDP emanates for this group, a letiek liigan any other economy alone (see chart
below).

World Counting on the US Consumer

Share of World GDP (2018)

W;é
SuNTRUST

The chart below shows both real (adjusted for inflation) disposable personal income alongside real personal
expenditures. The chart clearly depicts the rise in incomes and spending in 2018 thattbdrfesm the Tax Cuts and

Jobs Act of 2017 and the collapse (blue line) in spending that we noted following the correction in late 2018. Though
wage and spending growth has moderated throughout the past year, incomes have remained above spendinggindicati

a still cautious consumer

FRED_ ,,A/j — Real Personal Consumption Expenditures
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The U.S. consumer continues to slowly repair their personal balance sheets though they remain stretched by historical
standards. The household detw-GDP ratio fell to 74.2% in the recently released 3Q Flow of Fepdst from the

Federal Reserve. This is the lowest level of indebtedness for this ratio since 2001 and far below the peak of 98.3% in
2008 (see graph below left). Still, the U.S. consumer appears cautious, and thguéoter rolling average of the
houséhold savings rate is now higher (12.3%) than it was in the prior expansion. Though wage growth continues to
moderate, the consumer has the wherewithal, but apparently not the inclination, to tap into savings to augment
spending.
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Household Debt to GDP Personal Saving Rat
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HOUSING/AUTOS:

Thaugh the primary beneficiary of increased liquidity and lower interest rates have clearly been the financial markets,
the one economic sector that has been advantaged by the change in Fed policy has been the housing sector. With house
price gains averagingear six percent for the prior four years, the traditional drivers of demand such as strong
employment and wage gains had been overwhelmed by affordability concerns. As the Federal Reserve was raising
interest rates four times in 2018, the average natioB@lyear mortgage rate rose from 4% to over 4.9% in late 2018. It

has since declined to 3.7% as we closed out the year. For the median priced home with a typical 20% down payment
this represents a savings of $200 per month and buyers aemtering the maket.

The most recent data from November show overall housing starts rising to a 1.365M annualized pace (see chart below
left from Wells Fargo), the second strongest since 2007. The more critical&inglg space experienced a 2.4% gain

and has averagk916K starts on an annualized rate over the last four months, the best such pace also since 2007.
Though the full year total will likely only match the pace of 2018, the trend is decidedly up and this is reflected in the
improved confidence of homebuilderwith the NAHB (National Association of Homebuilders) December reading
touching a 26year high (see chart below right from Wells Fargo).

Housing Starts Builder Confidence & Single-Family Starts
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starts to exceed one million new homes over the next two years, afgasission high. For perspective, however, the

25-year annual rate of housing starts is 1.2 million and peaked around 1.7 million during 2005. And that is not adjusted

for population gowth.

We focus more on housing starts when looking at the economy as they feed more into economic growth due to the
labor, materials and ancillary home purchases that are required compared to the sales of existing homes. However, the
existing home market repres¢s about 80% of housing transactions and in this area there is a less sanguine view for a
critical reason that has also benefitted the homebuilders, inventory. Real estate listings website realtor.com anticipates
that home sales will drop with the housishortage becoming the worst in U.S. history.
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This contrary assessment is all about supply asrirentory of homes for sale has been falling steadily for several years
and is at itsnadir on the lowest end of the marketan area where builders have sggled economically to build and

meet demand. Over the next two years, they expect thdtemnials will dominate the housing market, accounting for
50% of all mortgages. Just short of 5 million millennials will turn 30, which is when many people btiystheime,

and the oldest will turn 39, generally when family dynamics kick in and people move to larger homes in the suburbs.
However, another unusual dynamic is at play impacting supply.

More homeowners are staying longertheir homes according taeal estate brokerage Redfin, which analyzed Census
data. The typical American homeowner has spent 13 years in their home, up from eight years in Z000a&sus
reasonsmore households are choosing to age in plakdditionally, he supply of entrylevel homes is also well below
historical levelasduring the foreclosure crisis, investors bought millions of distressed properties and turned them into
rentals. The bulk of these properties were on the lower end of the price spectviost expected thesénvestments

would be flipped as home prices recovered. However, with alternative income investments yielding so little, this did not
occur and, basically, a new asset class has been created.

Domestic auto sales have risen steadily since the financss aver a decade ago when they bottomed out at 10.4M

vehicles. After hitting a record 17.6M in 2016, we noted our thoughts of a peak and potential turn. Though the peak

part was correct, sales have hoveradound the 17million mark in recent yearg¢see chart below)providing an

unusually steady environment for an industry accustomed to cyclical swimgsiaintain this sales pace, the industry

KFda NBA2NISR (2 YIFI22N aLISyRAy3I 2y alfsSa AyOStyehighessa GKI G
level since 2008, according ittdustry experts af.D. Power.

The industry enters 2020 with potential headwindsiaalers grappled with unusually large stockpiles of unsold vehicles
for much of last year and struggled to ¢dfad oldermodels, forcinghesesteeper discountsWe wonder whether we

have reached that critical point of unsustainability as consumers become dramatically stretched with car payments
despite low rates.

U.S. consumers now hold over $1.3T in argiated debt nealy double the level of a decade ago. According to
Bankrate.com, the median U.S. household using a standard budget with -gautoan, 20% down payment and a
payment under 10% of gross income could afford a car costing a little over $18,300. But ragdordiata from
consumer credit reporting company Experian, the average auto loan has increased over this decade to over $32,000 for
a new car. The industry in turn has resorted to longer and longer loan terms.

The average loan now extends to roughly 68ntis. Severyear loans now account for 31.5% of sales according to
Experian compared to less than 10% at the start of the decade. As we have noted before, this creates negative equity
for many car owners who do not pay off their debt before they tradéhiir car for a new one. Currently, about 33%

of new car buyers roll the debt from their previous car loan into a new one and, again, this compares with only 19%
before the financial crisis. The capacity to take on a new car is fast becoming a challengentilue to segising
subprime delinquencieand this is during a solid economic environment for the consumer.
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