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MARKET OVERVIEW T
“Divergent” was the name of a popular book and movie from several years ago Senlier Partialie Sreealis:
that was a favorite with teenagers. It also is an appropriate title for the perfor-
mance of financial markets in the 2™ quarter of 2018. The United States experi-
enced stronger growth, rising inflation, and a more aggressive monetary policy
while Europe, Japan and some other countries had weaker growth, continued low
inflation and very accommodative monetary policies. This “divergence” led to a
stronger dollar, which surprised most investors and shook up global financial mar-
kets. Adding to the jittery markets, President Trump proposed tariffs on numerous
products across the globe, taking on China, Europe, Canada and Mexico, among 33 Years’ Industry Experience
others. The dollar rose by over 5% in the 2™ quarter against a basket of 16 curren- ~ MBA- Pennsylvania State University
cies based on the WSJ Dollar Index. BS - Carnegie-Mellon University

Due to the rising dollar, investors reversed course and moved out of non-dollar and global assets and into U.S. equi-
ties. European and emerging markets equities suffered. Emerging markets debt got hit hard, particularly local cur-
rency EMD. Local currency bonds declined by more than 10% in the 2 guarter after returning +4% in the first three
months of the year. Countries such as Argentina and Turkey that rely on funding in U.S. dollars experienced signifi-
cant declines in the prices of their financial assets. Other EM countries were dragged down as the quarter pro-
gressed. The calmness of financial markets in 2017 seemed like a distant memory as the volatility that had picked up
earlier in the year remained at a higher level.

In fixed income, the Bloomberg/Barclay’s Capital Aggregate Index returned -0.16% for the 2" quarter. Earlier in the
quarter, the index had an even lower return, but bonds rallied due to a flight to quality triggered by the concerns
about a trade war. Treasuries managed to provide a very small positive return despite the rate hike by the Federal
Reserve. Mortgages led the way within investment grade with a return of +0.2% while corporate bonds were the
poorest performers with a return of -1.0%. As mentioned, emerging markets debt (EMD), both in U.S. dollars and
local currency, declined significantly and were the worst returning segments in fixed income. High Yield held in well
due to strong economic growth, rising U.S. equity prices and higher oil prices.

The following tables show the returns for the various fixed income sectors and rating categories for the 2" quarter
and YTD for 2018:

Sector 2" Q:;r:fl:*zms YRTeDt jr(:‘l*s Credit Rating 2" Quarter *2018 YTD 2018

Return Return
U.S. Treasuries 0.10% -1.08% AAA 0.15% -1.02%
Agencies -0.16% -0.88% AA -0.21% -1.56%
MBS 0.23% -0.96% A -0.85% -3.33%
Inv. Grade Corporates -0.98% -3.27% BBB -1.22% -3.35%
High Yield 1.03% 0.16% BB -0.17% -1.77%
Emerging Markets Debt -3.54% -5.23% B 1.42% 0.86%
EMD — Local -10.42% -6.44 CCC 2.87% 3.17%

* Returns are from Barclays’ indices except Emerging Markets Debt, which is from JP Morgan. All figures are as of 6/30/2018.
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MARKET OVERVIEW (CONTINUED)

U.S. TREASURIES

Treasury yields rose for all maturities during the quarter and the yield curve continued to flatten. The spread between
the two -year Treasury and ten-year Treasury closed the quarter at only 33 basis points, the flattest level since 2007.
The Federal Reserve hiked the Funds Rate 25 bps in June, as expected, bringing the rate up to 1.75% - 2.00%. The Fed
is forecasting two more hikes in 2018 and three more in 2019. Based on Treasury yields, the market is pricing in one-to
-two more hikes in 2018. The Fed also continued its very measured process of unwinding its balance sheet.

In the 2™ quarter, the two-year Treasury rose by 25 bps while the five-year and ten-year Treasuries rose by 17 and 11
bps, respectively. In comparison, the thirty-year yield rose by only 1 bp. The yield of the two-year note ended the
quarter at 2.52% while the ten-year Treasury finished at 2.85%. The ten-year yield closed at 3.11% on May 17, before
yields declined later in the quarter partly due to concerns about a possible trade war. This was the highest closing
yield on the ten-year since 2011. U.S. interest rates have risen across the yield curve in 2018 while yields in many oth-
er developed countries have remained low with negative yields in some countries in shorter maturities. Below is a
chart that shows the yield curve for the U.S. and several other major developed countries.
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SPREAD PRODUCTS

Most spread products widened during the quarter with high yield holding in well despite the more volatile markets.
Investment grade corporates continued to widen from very tight levels earlier in the year. Emerging markets debt,
both US Dollar and local currency, got hit hard and posted negative returns. The strong dollar, higher volatility, slightly
weaker economic growth in some countries, and fear of a trade war led many investors to raise cash and reduce risk.
Below is a table that shows spreads for investment grade corporates, high yield, and emerging markets debt as of year-
end 2015, 2016, 2017, and the end of the first two quarters of 2018:

Sector 12/31/2015 12/31/2016 12/31/2017 3/31/2018 6/30/2018
Investment Grade Corporates +172 +127 +96 +113 +126
High Yield +707 +442 +364 +370 +382
Emerging Markets Debt +415 +342 +285 +304 +369

* Spread data are from the Barclays U.S. Corporate Index for IG Corporates, Barclays U.S. High Yield Index for high yield and from the JP Morgan
EMBI Global Diversified Index for Emerging Markets Debt.

Investment grade corporates widened by 13 basis points during the 2nd quarter to 126 basis points over Treasuries.
Financials performed better than industrials and utilities, while longer duration corporates had much weaker returns
than shorter duration corporates. In mortgages, most sectors had similar returns between 0% and +0.4% with ABS
posting the highest return.

High yield prices were close to unchanged for the quarter despite the increased volatility and more significant spread
widening in other areas of credit. Strong U.S. economic activity, higher oil prices and generally rising U.S. equity prices
all helped support the asset class. High yield spreads closed 12 basis points wider at 382 bps over Treasuries while the
average high yield price was only slightly lower and ended the quarter at $98.0. The current spread for high yield is
much tighter than long-term averages, and the yield-to-worst rose by 30 bps to 6.49%, due to higher Treasury yields
and wider spreads. Default activity decreased during the quarter, and remains at a low level. The twelve-month de-
fault rate was 2.0% at the end of June, down from 2.3% at the end of March. This is much lower than the historical
average of 3.7% and should stay below this level if U.S. economic activity remains above 2% and commodity prices do
not decline significantly.

U.S. Dollar Emerging Markets Debt spreads and yields rose significantly during the quarter. Concerns over a possible
trade-war, weaker growth in Europe and Japan, higher U.S. interest rates, country- specific problems in Argentina and
Turkey, and upcoming elections in a few EM countries combined to make investors much more cautious on EMD, both
in U.S. dollars and local currencies. The decline in local currency EMD was a huge contrast to most of the last two
years when the dollar had weakened against most currencies and investors flocked to the asset class. But in the 2m
quarter, local currency EMD reversed course sharply and returned -10%, the worst performer in fixed income. This
compares to a return of +4.1% for the first three months of the year. This is a good illustration of how local currency’s
performance can change very quickly without much warning. Moderate economic growth for most EM countries and
rising oil prices did not provide much support for EMD over the past three months. Yields for US Dollar EMD rose by
75 basis points to 6.53% while spreads widened by 65 basis points to +369 over Treasuries.
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THE ECONOMY

Second quarter U.S. economic growth bounced back after a weaker than expected start to the year. Consumer spend-
ing increased due to the new tax cuts, strong labor market and slightly higher wages. Growth in the first quarter was
revised to 2.0%, which was below the 3% pace of the last nine months of 2017. However, the quarter just ended may
have growth close to 4%, which would be one of the best quarters in years. The first official estimate of GDP growth
for the 2™ qguarter will be released on July 27th. The Federal Reserve Bank of Atlanta has a model, GDP Now, that fore-
casts growth during the quarter and is revised every few days as economic data are released. As of June 29th, this
model estimated growth of +3.8% in the 2nd quarter. The final number could change significantly before the first offi-
cial estimate is released near the end of July. Most estimates are in the range of 3.5% to 4.0%.

Retail sales and consumer spending data bounced back after a weak start to the year, driven by the new tax cuts, high
consumer confidence numbers, and strong labor market. Retail sales, excluding the more volatile components of au-
tos, gasoline and building materials, were up 0.5% in May and 0.8% overall. These strong numbers came after good
sales in both March and April. Consumption growth for the quarter could be around 4%. Housing data were mixed,
with stronger new home sales, but weaker existing home sales. Housing prices were up +6.4% year-over-year as meas-
ured by the S&P/Case-Shiller Home Price Index, similar to last quarter. The combination of high home prices and high-
er mortgage rates could dampen housing activity over the rest of the year. Measures of manufacturing activity were
mixed, and the potential for a trade war could result in companies being cautious in the near-term.

The non-farm payroll gains have been moderate over the last several months. The payroll gains in March, April and
May were 155,000, 159,000 and 223,000, respectively, averaging 179,000. The unemployment rate declined further to
3.8% from 4.1% at the end of 2017. Average hourly earnings have risen 2.7% year-over-year, which is slightly higher
than a few months ago. Initial jobless claims remain low with the 4-week moving average at 222,000, not far from the
all-time low set earlier this year.
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INFLATION

Commodity prices were mixed for the quarter, with oil moving much higher. The Bloomberg Commodity Index was
close to unchanged despite U.S. oil prices increasing almost $10 a barrel to $74.5. Copper and silver prices were down
slightly, while cotton and wheat were up.

The Fed targets an overall annual inflation rate of 2%, a pace it views as appropriate for economic growth and price
stability. Current inflation, as measured by the year-over-year Consumer Price Index (CPl) and Producer Price Index
(PPI), was higher over the last three months. The CPl was up +2.8% year-over-year, while Core CPI grew by +2.2% over
the past year. The core rate is up from 1.8% last quarter. The PPI has increased +3.1% over the past year, with Core
PPl up +2.4% year-over-year. Below is a chart that shows the CPI since the end of 2015.
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The Fed’s preferred measure of inflation is the price index for Personal Consumption Expenditures (PCE). This measure
has moved higher and has finally hit the Fed’s target, with an overall year-over-year increase of 2.3% and a Core PCE
deflator increase of +2.0%. It is the first time since April 2012 that core PCE has been at 2%. In summary, inflation has
moved higher this quarter, and is now at the Fed’s target.

DUPONT

PAGE 5 CAPITAL



PORTFOLIO POSITIONING

In the Government sector, our Core and Core Plus portfo-
lios have durations that are shorter than the benchmark
by about -0.3 to -0.6 years. We continue to have a large
underweight to Treasuries as we find better value in the
other sectors. We also hold a very small position in infla-
tion-indexed U.S. Treasuries (TIPS).

After a brief tightening in early April, the 2nd quarter
saw Mortgage spreads gradually widen to 2 bps beyond
where they started the quarter. The MBA mortgage re-
finance index continued to grind lower as interest rates
increased. Escalation of global trade war rhetoric put a
slight damper on the refinancing decline which currently
stands at levels not seen since December of 2000. The
mortgage benchmark return was 0.24 for the quarter,
moving it to less than -1% down for the year.

Through April, the S&P Corelogic Case-Shiller home price
index indicated a +6.4% YQY price appreciation. It re-
mains a sellers’ market in many areas as the existing
homes available for sale are limited. Existing home sale
inventories now stand at 3.6 months versus a 5-year av-
erage of 4.6 months. Housing price appreciation has
been more prevalent on the west coast. The current
effective 30-year mortgage rate is 4.91% versus 4.29%
from a year earlier.

We continue our defensive posture, with a benchmark-
neutral mortgage coupon distribution and selective expo-
sure to higher yielding, out-of-benchmark mortgage se-
curities. Our overweight CMBS exposure is slowly declin-
ing through gradual pay downs as we have abstained
from adding additional CMBS at the current tight market
spread levels. We are underweight Asset-Backed-
Securities.

Our Investment Grade Corporate strategy focuses on is-
sues with the potential to outperform the benchmark on
a risk-controlled basis. Despite the widening so far in
2018, we do not think investment grade corporates are
cheap enough to add to our position in Core or Core Plus
portfolios. However, we continue to believe that invest-
ment grade corporate bonds represent the best value in
the investment grade fixed income markets and hold a
small overweight of about 3% in our Core portfolio. This
overweight was reduced in 2017 as corporates performed
well and spreads tightened significantly. We believe that
corporates could provide slightly higher returns than
mortgages and Treasuries over the next year due to the
yield advantage and supportive credit fundamentals. We

are currently overweight basic industry, capital goods,
and insurance companies where we find some good val-
ue. The portfolios are underweight technology, banking
and consumer non-cyclicals. Regarding ratings, we are
overweight BBB and AA-rated corporates and under-
weight AAA and A-rated corporates. We are also over-
weight intermediate maturities and underweight longer
corporates. Overall, we have a shorter spread duration
than the benchmark. Security selection will be im-
portant due to the uncertainty of a possible trade war,
the pace of future rate hikes and the effect of the new
tax policies, all of which could have an impact on specific
industries and companies.

High Yield held in better than most fixed income sectors
during the quarter, mostly due to strong economic
growth and higher equity prices in the U.S. Spreads are
close to unchanged for the year and remain at tight lev-
els. Yields do not provide much of a cushion if markets
turn more negative. If equities decline or if economic

growth unexpectedly falters, high yield could decline. In
our high vyield portfolios, we are maintaining some li-
quidity, but we are selectively deploying cash as we find
opportunities to add value in the long-term.

Emerging Markets Debt declined significantly with
yields moving much higher for both U.S. Dollar and local
EMD. Local currency’s decline was rapid after posting a
strong positive return earlier in the year. For EMD, we
are cautious in the near-term, but positive for the long-
term as the fundamentals for most countries have not
changed much while valuations have cheapened signifi-
cantly. Our research continues to focus on identifying
key positive drivers for EM countries that could lead to
future credit improvement. Currently, we see good op-
portunity in Brazil, Mexico, Ukraine, and Argentina. We
have increased our exposure to local currency EMD as
valuations look more attractive when compared to some
of the U.S. dollar sovereign valuations. In local currency,
our main exposures are in Brazil, Mexico, Poland, and

Russia. DUPONT
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THE LOOK FORWARD

The U.S. economy is humming along right now with strong growth, extremely low unemployment, high consumer con-
fidence, strong corporate earnings, rising wages and moderate inflation. It certainly feels like this could continue for
the rest of 2018. However, the potential for a trade war has led to increased uncertainty in financial markets. In addi-
tion, weaker growth in Europe and Japan, political uncertainty in Italy and Germany, the rising dollar, and problems in
several EM countries including Venezuela, Argentina and Turkey have cast a shadow on some financial markets.

Although Europe and Japan have seen slower economic growth, most of the world is experiencing moderate growth
and inflation. In the U.S., the tax cuts, strong labor market and good corporate earnings should continue to propel the
U.S to 3% growth for at least the next six months. We expect that consumer spending will remain strong, benefiting
from the new tax cuts, particularly if wage growth accelerates. We also expect business investment spending to in-
crease due to good growth and the large cuts in corporate tax rates.

We believe that the Federal Reserve will most likely make two more rate hikes in 2018, a total of four for the year, tak-
ing the Funds Rate up to 2.25% to 2.50%. The main reasons the Fed could implement fewer hikes would be if a trade
war materialized, market volatility increased, or growth slowed. Even though the Fed is talking “tougher,” we are very
doubtful it would make more than two more moves in 2018 unless inflation accelerated for several months. With this
underlying environment, we expect ten-year Treasury yields will rise modestly from current levels. In our fixed income
portfolios for Core, Core Plus, Emerging Markets Debt, and High Yield, we are positioning our interest rate duration to
be shorter than their respective benchmarks.

Despite the increased volatility, we did not make many significant changes to our portfolios in the second quarter, alt-
hough we did reduce risk in our fixed income portfolios in 2017. We believe returns will be in the very low single digits
for investment grade fixed income over the next year, with the potential for continued higher volatility. No sector
looks particularly attractive, but some of the non-Treasury sectors could outperform Treasuries. We believe the high
yield market is expensive, but could hold-in for a while longer if the economy continues to roll along and equity prices
do not decline. The concern on our part is that high yield spreads do not provide much cushion if sentiment turns neg-
ative or if rates rise faster than expected. Yields in emerging markets debt, both U.S. dollar and in local currency, have
risen significantly this year and look more attractive. However, sentiment is negative and there could be more down-
side in the near-term. We are monitoring EMD closely to look for an opportunity to add positions to our portfolios.
Overall in fixed income, we are cautious, but see value in some sectors, countries, and specific securities.

We believe the current volatility in financial markets will continue over the next few months, particularly if the trade
issues do not get resolved. Although U.S. growth will probably remain at a healthy level through the rest of the year,
concerns about a possible trade war and the potential for continued weaker economic growth outside of the U.S. have
increased. In addition, political uncertainties in Italy and Germany, a new President in Mexico, and several other elec-
tions later in 2018 could lead to more turmoil over the next six months. In the longer-term, we believe 2019 could be
more challenging for growth in the United States. The combination of a higher Fed Funds rate, increased Treasury sup-
ply due to higher deficits, and smaller buybacks by the Fed could lead to higher rates. Higher interest rates and a
stronger dollar could lead to slower growth in 2019. The “divergence” may end next year, but it might be because
growth slows down across the world instead of continuing the synchronized growth we had in 2017. We believe con-
tinued caution is warranted.
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SUMMARY

To summarize our outlook:

1. We believe growth will be close to 3% for all of 2018. The growth will mostly come from consumer spend-
ing and capital investment, partly driven by the new tax cuts and better regulatory environment.

2. Our base case is that the trade war will be settled with prolonged negotiations between the U.S. and vari-
ous countries without meaningfully impacting global economic growth. However, there will be significant
posturing on all sides for political purposes and a full-out trade war cannot be ruled out. We believe Presi-
dent Trump will strive to get most trade issues resolved before the mid-term elections in November.

3. High vyield credit spreads are very narrow and the asset class is susceptible to many risks. Investment
grade corporate spreads have widened, but we remain cautious. Emerging markets debt is much cheaper
after the significant decline so far in 2018. The fall in prices may continue in the short-run, but a further
decline could lead to a very good buying opportunity.

4. We reduced risk in our fixed income portfolios in 2017 and early 2018 due to stretched valuations.

5. The Federal Reserve will most likely raise the Funds Rate two more times in 2018 for a total of four hikes,
the same view we had at the end of last year. Two more moves are mostly priced into the market.

6. Inflation will rise slightly more in the 2" half of 2018 driven by strong economic growth and higher wage
gains. Strong global competition, technology advances and demographics will keep core consumer prices
from rising much more than 2% to 2.3%.

7. We expect interest rates to move slightly higher over the rest of 2018 due to 3% growth, 2% or higher inflation
and increased debt issuance by the U.S. government.

8. Growth in Europe and Japan has decelerated in the first half of 2018 and their growth will most likely re-
main below the U.S. for the balance of the year. China should have growth in mid-single digits.

9. Although growth should be moderate in 2018, the long economic expansion may run out of steam in 2019
partly due to higher rates.

10. Continued caution is warranted .
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ABOUT OUR FIRM

DuPont Capital has a long history of institutional asset management. Our parent company, DuPont (a wholly owned subsidiary of Dow-
DuPont) established a retirement pension plan for employees in 1942, and in 1975 created a separate pension management division.

In 1993, DuPont Capital was established and became an SEC registered investment advisor. We share our parent company’s history of
innovation and, over the years, have been on the forefront of developing global investment opportunities in both traditional and alterna-
tive strategies across equity, fixed income, and alternative investments.

FIXED INCOME TEAM SUMMARY FIXED INCOME CAPABILITIES

x 8 Portfolio Managers = Core Fixed Income

x 6 Research Analysts/Traders x Core Plus Fixed Income

x 1 Portfolio Specialist x  Emerging Markets Debt

x  High Yield

x  Stable Value

For additional information please contact:

Mr. Timothy Sweeney

Managing Director

Business Development and Client Service
(302) 477-6083

t.sweeney@dupont.com
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