APPLETON REVIEW AND OUTLOOK
NOVEMBER 2018

PRIVATE CLIENT SERVICES

INSIGHTS & OBSERVATIONS

* October proved to be volatile in the Treasury markets, with
the 10Yr spiking early in the month after steady, gradual
increases in September. Yields peaked at an October 5t
closing high of 3.23% before retracing to 3.08% at month end,
only 3bps higher than September’s close. The market initially
reacted to Fed Chairman Powell’s observation that short term
rates were “nowhere close to normal.” However, the timing of
the move also aligns closely with the expiration of a tax break
for corporations buying bonds to fund pensions,
implementation of $200B in additional Chinese tariffs, and the
Fed’s increasing its monthly balance sheet runoff a further
S10B to S50B. The move spooked equity markets; while they
recovered somewhat in the final days of the month, October
proved to be the S&P 500’s worst month since 2011, briefly
dipping into correction territory.

* While the annual inflation rate remains at or near Fed
targets, monthly observations continue to weaken. CPI
missed expectations in September, and while PPl returned to a
monthly 0.2% pace after a flat reading in August, this wasn’t
enough to stop the annual headline reading from dropping
two tenths of a point. Meanwhile, Core PCE inflation, the Fed’s
preferred measure, technically beat the consensus forecast of
0.1%, but taken out to an additional decimal place the
reported 0.2% was only actually 0.15%. While the trailing 12-
month inflation number gradually strengthened to the Fed’s
2% target in 2018, we note a recent decelerating trend in
monthly readings. To remain at an annual rate of 2.0%, Core
PCE will need to come in at 0.29% or higher in November,
which would be the highest reading since January 2012. A
miss in the annual rate could slow the pace of Fed rate hikes.

EcoNoMIC, PUBLIC POLICY, AND FED DEVELOPMENTS

* As expected, GDP growth cooled in Q3, but at 3.5% it still
slightly exceeded market expectations and came in at the
very top of our anticipated range. Evidence of strong
consumer spending and the need to replenish depleted
inventories we had noted in previous commentaries was
confirmed through a 4.0% acceleration in consumption and a
2.1% contribution to GDP from change in inventories. The
previously discussed inflation slowdown was also evident, with
the PCE deflator dropping to 1.6%, headline and core. Trade,
meanwhile, was a strong detractor, taking nearly 1.8% from
GDP, the largest negative impact in 33 years, as tariffs began
to show their teeth.

* As America goes to the polls on Tuesday, November 6%, the
Democrats are widely expected to regain control of the House,
while the Republicans are expected to maintain or expand
their hold on the Senate. Election forecaster FiveThirtyEight
projects the Democrats have a roughly 7-in-8 chance of
winning the House, while the Republicans have a 4-in-5
chance of winning the Senate, though they note an upset in
either chamber is roughly as likely as any random day of the
week being Tuesday and should not be ruled out. Over the
long term, political gridlock will likely be detrimental,
particularly with an annual budget deficit approaching S1
trillion, but in the short run a deadlocked Congress may be
positive for the economy as it takes some political risk off the
table.
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EQUITY NEWS AND NOTES

After enjoying a strong quarter with minimal volatility, October
saw stocks suffer one of their worst months in years as the S&P
500 fell nearly 8%. Federal Reserve Chairman Jay Powell’s
comments on October 3™ concerning the Fed’s comfort with
letting interest rates rise above the neutral level sparked selling.
The accompanying move up in interest rates, ongoing trade war
concerns, and a host of other worries - US dollar strength, Italian
debt, Middle Eastern geopolitics, the pending US midterms, and
falling oil prices — cast a shadow over Q3 corporate earnings
season.

While unsettling, we believe this is a technical correction, not a
breakdown of fundamentals. The US economy remains strong,
with the first read on Q3 GDP showing 3.5% growth and
unemployment still under 4%. While growth will likely slow in
2019, it is coming off a strong base, and we do not see signs of an
imminent recession. The yield curve has not inverted, credit
spreads are not stressed, leading economic indicators continue to
trend higher, and confidence remains high. Housing and autos are
slowing, and most of the developed world’s growth lags that of
the US, but we’ve lived through these “growth scares” before, and
feel the foundation remains solid.

As we’ve long emphasized, earnings ultimately drive markets,
and robust bottom line growth has supported valuations for
quite some time. More recently, rising interest rates, the impact
of tariffs on input costs, and a stronger US dollar have investors
fearing that we’ve seen “peak” earnings and potential margin
erosion. Let’s not lose sight of the fact that Q3 surprised on the
upside with blended earnings growth of +24.9% so far, well above
the aggregate 19.3% estimate. Blended revenue growth is +8.5%
and gross margin expansion is hovering just under last quarter’s
record level of 12%. Will Q3 represent “peak earnings”? Likely so,
although failing to exceed such elevated levels does not indicate
economic weakness or give us reason for excessive concern.
Earnings growth greater than 20% cannot continue in perpetuity.
Valuation is much more supportive based on expectations for
~10% growth in 2019, and equity fundamentals remain favorable.

Investors have long been willing to step in and “buy the dip”,
although this dynamic appeared to temporarily fade last month.
An explanation for the recent lack of buyers is that corporations
have been in buyback blackout periods which run from the end of
their fiscal quarter until after earnings are reported. As the chart
above reveals, companies have been a big source of equity
demand, spending billions on their own stocks. The recent sell off
in equities coincided with these blackout periods, thereby
removing institutional demand. We expect companies to re-enter
the market, especially given the recent pullback, a technical
factor that could provide equity support.

RiSK RETURNS, CLOUDING A POSITIVE OUTLOOK

Economic optimism running hot in America

Historical Z-Score
o

3 I — NFIB Small Business Philly Fed
Consumer Confidence TIPP Economic Optimism
— Mfg PMI ~ ——— Non-mfg PMI
4 ——NAHB e Composite

98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

Source: Topdown Charts, Thomson Reuters topdowncharts.com

US share buybacks smashed records in 2Q18
Quarterly share buybacks in the S&P 500, USSbn

200 +

175 4

150 4

USD, billion
-~ o
w o wv

wv
o
L

N
w

0
1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018

Gavekal Data/Macrobond

. PARTNERS, INC.




APPLETON REVIEW AND OUTLOOK
NOVEMBER 2018

PRIVATE CLIENT SERVICES

EQUITY NEWS AND NOTES

The domestic economy is doing relatively well - We're looking
at 3% GDP for 2018 with unemployment under 4%. Keep an
eye on housing and autos as potential areas for slowdown.

Low likelihood of a recession — Even if 3% GDP growth slows to
a 1.5-2% pace next year, we do not see signs of recession.
Recessions are often influenced by credit conditions freezing
up amid an inverted curve, and the recent steepening of the
yield curve has reduced that risk.

Corporate profits remain strong - Earnings growth could hit
25% in Q3 and 15% in Q4, levels that will likely slow to a still
healthy 10% in 2019. Over the long run, stock prices generally
follow corporate profits, and earnings remain on an upward
trajectory.

Confidence is high — Whether measured by small businesses,
CEOs, or consumers, economic optimism is still running high.
The recent turn in the market might dampen things, although
downturns typically do not occur amid high confidence.
Reasonable valuations — Given the latest turbulence, the
forward 12-month P/E for the S&P 500 is how 15.4x, a modest
ratio relative to the 5-year and 20-year averages of 16.5x and
15.7x respectively, particularly given a 10Yr Treasury hovering
around 3%, ~2% inflation, and strong earnings growth.

S&P 500 intra-year declines vs. calendar year returns

RiSK RETURNS, CLOUDING A POSITIVE OUTLOOK

So, where do we go from here? We agree with conventional wisdom that it’s a fool’s errand to attempt to predict market moves with any
specificity. Instead, the Appleton team looks at fundamentally-driven data points and signals to help guide our decisions.

POSITIVE FACTORS: VISIBLE RISKS: WHAT COULD GO WRONG:

Trade and tariffs — As we’ve emphasized, the direct economic
threat is not as great as the potential psychological impact.
Corporate guidance impacts equity markets and further
aggravation of trade tensions would create meaningful
headwinds.

Fed makes a policy mistake — This risk has been front and
center during this recent selloff and rate spike. The Fed could
tighten too much, thereby overly pressuring the yield curve,
dampening financial conditions, and even potentially laying the
groundwork for a recession.

Higher yields as competition for stocks — Low interest rates
have supported equity demand, a dynamic known to some as
the “TINA” trade (“There Is No Alternative”). With rates on the
rise, there is now a very real alternative to stocks. On the flip
side, this would be a positive for bond investors.

Global growth slowdown — Economic growth has been
slowing, particularly outside the US. This has created upward
pressure on the US dollar, which in turn impacts revenue for
domestic companies selling abroad.

During stressful times, it is also very important to keep in mind that stock volatility is normal. \We’ve added one of our favorite charts,
courtesy of JP Morgan Asset Management, showing S&P 500 calendar year returns along with the largest drawdown in that given year.

Despite average intra-year drops of 13.8%, annual returns positive in 29 of 38 years
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Retumns are based on price index only and do not include dividends. Intra-year drops refers to the largest market drops from a peak to a trough
duning the year. For illustrative purposes only. Retums shown are calendar year returns from 1980 to 2017, over which time period the average
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FROM THE TRADING DESK

MUNICIPAL MARKETS

* Yields on the municipal curve moved higher during October,
although slightly outperforming Treasuries, with the 10Yr
ending at 2.70%. Upward pressure on longer maturities
resulted in modest steepening, as the 2-10 Yr spread now
stands at 65 bps, up from 61 bps at the end of Q3.

* Municipal mutual funds have experienced significant
outflows over the past 6 weeks in the face of interest rate
pressures and Fed speculation, bringing YTD net flows down to
$6.9 billion from August’s high of $11.2 billion. However, this
may not persist longer term as higher yields create more
attractive income streams. \WWe may also see increased foreign
investment in munis, specifically originating from countries still
experiencing very low sovereign debt yields. Foreign investors
are attracted to the muni asset class for yield, diversification
and low historical default rates. While these investors
generally prefer taxable munis, tax-exempts are a viable
alternative when the supply of taxable issues is limited.

* YTD issuance of 5288.1 billion through the end of October is
down 13.6% compared to the same period of 2017. And
supply is expected to remain constrained, with 30-day visible
sitting at just $5.6 billion as we approach shortened trading
weeks due to the Midterm elections, Veterans Day and

Thanksgiving. Tax loss harvesting accounts for a greater
percentage of trading volume as year-end draws closer. While
this environment creates trading challenges, we continue to
look for opportunities to optimally position client portfolios.

YTD Tax Exempt Mutual Fund Flows (SM)
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TAXABLE MARKETS

* October began on solid footing, and Investment Grade credit
spreads held tight as the market strengthened to levels that
had not been touched since April of this year. On October 2nd,
Comcast brought the second largest deal of the year and the
fourth largest deal in IG history. Comcast’s $27 billion offering,
which was slated to fund its Sky PLC acquisition, was well
received and priced higher than initially thought. The relatively
easy digestion of the deal was no surprise given strong demand
and appetite for yield at the time. This too was the case for
High Yield credit, as spreads in that market had not been as
rich since July of 2007. A strong appetite for yield, a
willingness to stretch for lower quality to obtain it, along
with minimal new supply, contributed to solid high yield
returns over the first 10 months of the year.

* This strong footing rapidly changed, becoming much more
unstable as a “risk-off” sentiment began to materialize. Stock
market volatility, heightened global macro risks, and a flight to
safety characterized the last seven trading days, resulting in
the worst performing October since the dismal days of 2008.
As we have long emphasized, a flight to quality can happen
very quickly, and the lower the credit quality the more rapidly
this tends to occur. As the accompanying chart reveals, it took
just 19 trading days to go from the low to high in High Yield
spreads for the year, and the 22% change in spreads caught
many investors off guard. However, the change in Investment

Grade spreads was much more subdued. This recent shift
highlights our preference for high quality investment grade
credit, as we believe remaining “up in quality” is prudent,
particularly as investors navigate global uncertainty, volatility,
and rate shifts.

YTD Investment Grade & High Yield OAS (basis points)
(Option Adjusted Spread (OAS) Treasuries)
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FINANCIAL PLANNING PERSPECTIVES

YEAR-END TAX PLANNING: FACTS AND CONSIDERATIONS

With the holidays and 2019 right around the corner, tax planning is kicking into high gear. Given the magnitude of last year’s tax law
changes, we have fielded many client questions. Everyone’s tax situation is unique and there are no “cookie-cutter” answers.
Nonetheless, we recommend considering several factors and encourage you to proactively consult with your tax advisor and Portfolio

Manager.

IMPLICATIONS OF THE 2017 TAX CUTS AND JOBS ACT
EXPIRES AS OF 12/31/2025

BENEFICIAL CHANGES OTHER ADJUSTMENTS

Temporarily lowered individual tax rates

Standard deductions increased and indexed for inflation:

e Married Filing Jointly: $24,000

e Head of Household: $18,000

e Single Filers: $12,000
Child Tax Credit increased to $2,000 ($1,400 refundable) with
income phase-outs
Federal Estate & Gift Tax Exemption were doubled to $11.2M &
$22.4M, respectively
Domestic Qualified Business Income (QBI) from pass-through entities
receives 20% deduction with phase-outs

Alternative Minimum Tax (AMT) exemptions of $109,400 (Married
Filing Jointly) and $70,300 (Single Filers) added with S1M and
$500,000 respective phase-outs

Ability to utilize 529 Plans tax free for private elementary and
secondary school expenses ($10,000 per year, per student including
private, public and religious schools)

Charitable Contribution limits rose to 60% of AGI (from 50%)

Medical expense deductions lowered to 7.5% for 2017 and 2018

Many elements of individual tax law did not change:

Imposed a $10,000 limitation on annual itemized deductions for all
non-business state and local taxes (SALT Limitations)

Allows for mortgage interest deductions with lower indebtedness
amount of $750,000 for loans originated after December 14, 2017
(previous S1M indebtedness amount was grandfathered)

Home equity interest deduction eliminated

Alimony payment deductibility repealed

Kiddie Tax is now tied to trust and estate tax rates, which are
generally higher than parents’ rates

Miscellaneous itemized deductions eliminated; these had been
subject to a 2% floor (i.e. employee business expenses, investment
expenses, tax preparation)

Affordable Care Act (ACA) “individual mandate” repealed

o Qualified dividends and capital gains tax rate (although 20% bracket was lowered)
o ACA taxes (3.8% net investment income tax and 0.9% Medicare Tax)

. Basis adjustment (step-up basis) upon death

. Marriage penalty for high earners

. Earned Income Tax Credit

. Credits for Adoption and Education

Common client inquiries include whether to add tax withholding and/or make higher estimated tax payments. This is a difficult
question for us to answer without a detailed assessment of case specifics. However, the IRS has posted a withholding calculator to
assist in estimating your 2018 tax liability. The website can be found at: https://apps.irs.gov/app/withholdingcalculator.

For questions concerning our financial planning or wealth management services, please contact

Jim O’Neil, Managing Director, 617-338-0700 x775, joneil@appletonpartners.com

www.AppletonPartners.com
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® Founded in 1986 and located in Boston, MA
® 100% employee owned and operated
® Collaborative, team-oriented culture marked by personnel continuity

® Professional staff of 48 dedicated to supporting all aspects of our clients’
financial lives

® Personalized, high-touch service backed by recognized asset

OUR HERITAGE management expertise

® Entrusted with more than $9.5 billion of client assets

® Private client services should be customized and objective-based

OUR DEFINING ® Transparency and accessibility are core Appleton commitments

BELIEFS Qoal oriented and rlsk sensitive growth, income and tax efficiency are
integral to our portfolio management approach

® OQur active investment strategies emphasize liquidity and flexibility

® Separate accounts are best suited to meeting specific
investment objectives

® Qualitative insight and deep proprietary research can uncover attractive
investment opportunities

JA APPLETON
. PARTNERS, INC.

ONE POST OFFICE SQ. BOSTON, MA 02109 TEL. 617.338.0700 WWW.APPLETONPARTNERS.COM

This commentary reflects the opinions of Appleton Partners based on information that we believe to be reliable. It is intended for informational purposes only, and not to suggest any specific performance or
results, nor should it be considered investment, financial, tax or other professional advice. It is not an offer or solicitation. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. While the Adviser believes the outside data sources cited to be credible, it has not independently
verified the correctness of any of their inputs or calculations and, therefore, does not warranty the accuracy of any third-party sources or information. Specific securities identified and described may or may not
be held in portfolios managed by the Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that investments in the securities
identified and discussed were or will be profitable. Any securities identified were selected for illustrative purposes only, as a vehicle for demonstrating investment analysis and decision making.



