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That’s not how the issue was phrased at the recent Federal Reserve (Fed) shindig at
Jackson Hole (apologies to Shakespeare). But, that was the clear question for investors
after Fed Chair Powell’s inaugural speech at the event: whether the Fed might pause its
rate hikes once the fed funds rate reaches some estimate of neutral. The answer: it’s a
definite possibility.
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Powell is a master of plain talk and was able to succinctly describe the Fed’s dilemma.
He noted that on one side the Fed could be very slow to raise rates since inflation was
staying quite modest. The risk is that inflation is a lagging indicator and when it does
worsen, it may already be entrenched and difficult to stop. On the other side, the Fed
could raise rates into restrictive territory to preempt inflation; the risk is that could
slow economic growth, curtail wage gains, and stop the stream of workers coming
back into the labor force. These are risks the Fed must balance; Powell rated them
about equal now.
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Powell gave interest rate doves some real ammunition. As in past speeches, he noted the genuine uncertainty surrounding

the neutral fed funds rate (which is neither accommodative nor restrictive) and the natural rate of joblessness (which does

not promote inflation). No one knows for sure when the fed funds rate becomes restrictive; nor at what level joblessness will
push up wage gains and inflation. Powell emphasized caution: “...when you are uncertain about the effects of your actions, you
should move conservatively” Hence Powell’s inclination to gradualism. This emphasis suggested that a 2019 pause was not out
of the question.

TV =V RV TEREDER

What got pundit tongues wagging in Jackson Hole was Powell’s kind words about former Fed Chair Alan Greenspan’s tenure in
1996 when the economy was booming and many were calling for tighter policy and higher interest rates. Greenspan followed
a hunch that, below the surface, U.S. productivity growth was surging and would support faster economic growth without a
resurgence of inflation. He was right; the cycle extended while the Fed stayed cautious. Powell could argue similarly: wage
gains are moderate; productivity growth is picking up; inflation is tame. Why not give the economy some real room to run?

Not unreasonable:

A pause does make some sense: with the next hike in September almost a sure thing, and a second in December, a third hike
next March would bring the top of the fed funds rate range to 2.75%, near where some currently peg the neutral rate. With
inflation only edging higher, wage growth modest, new workers streaming back into the labor force, and few financial excesses
evident, should the Fed take preemptive action that may or may not be needed and slow the economy? Yes, in the 1950s,
former Fed Chair William Martin noted that it was the Fed’s job to take the punch bowl away just as the party got going.
Outside of perhaps sky-rocketing tech stocks, this economy’s revelers still seem well contained.

WA —)U R ahE

A pause would also make sense to St. Louis Fed President James Bullard and Atlanta Fed President Raphael Bostic who do
not want Fed Governors to, “knowingly invert the yield curve;” i.e., they should ensure that yields on short-term U.S. Treasury
bonds stay below the yields on long-term bonds. An inverted yield curve usually means that short-term rates are restrictive as
investors push long-term yields lower believing the economy will soon slow. And in the past, that inversion has been a nearly
infallible harbinger of recessions.
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A pause in Fed rate hikes would be unlike any cycle except the 1990s. On balance, it seems like a good idea. A Fed that lets the
expansion extend would be great news for workers: more jobs, faster wage gains, less risk of becoming unemployed, and a
longer upturn. A more cautious Fed might keep the stock market rally going a while longer; in fact, Powell’s speech on August 24
may have propelled the next few days’ surge. A pause could have negative implications for the U.S. dollar, especially since market
participants are already dollar-bullish. A weaker dollar might be positive for emerging market currencies and bonds, even though
overall credit risk would remain.

BRINTIR L B2

One key to the best stock market returns is to stay in tune with market leadership, i.e., own the leaders. For most of the

stock market rally since March 2009, the leaders were U.S. indices. With hearty profit gains and a booming economy, that
outperformance continued in August. The MSCI U.S. Index jumped 6.7% in the month for a year-to-date gain of 8.7%. The Dow
Jones Transportation Average surged 9.3% in August, the best of the 60 plus indices we track. For the year, the top performing
indices were the Russell 2000 Growth, the Nasdag Composite, and the Russell 1000 Growth, up 18.0%, 17.5%, and 15.4% in price,
respectively.

Emerging economies in general continued their dismal financial market performance. The MSCI Emerging Market Index fell 1.3%
in August, 2.9% in the third quarter so far,and 8.8% in all of 2018 to date. India was the rare exception with its world-beating
economic growth pushing the Sensex Index up 9.1% in August and 13.5% for the year. Emerging market bonds also fared poorly
with falling currencies and severe credit stress in Turkey and Argentina.

O Y VA —INT+—LDH?

Seasonal averages say that September will be a sad month for stock investors, the worst of the year. Our admonition last month
to be cautious for the summer was ill-advised, or maybe just early since the summer isn’t over. We don’t know what news could
tip markets lower, but there is plenty to worry about. A downdraft could come from trade issues, credit stress in emerging
economies, slower growth in China, or higher long-term interest rates. Defensive sectors have stabilized versus cyclicals in the
U.S. equity uptrend since the last major low in early April. The healthcare sector outperformed the broader index rather handily.
That rotation into defensive stocks suggests investors are less confident about the resilience of the four-month uptrend and the
recent new highs in some U.S. indices.

RARBEL

It’s hard to recall a stock market uptrend with a return that surpasses that of the S&P 500 Index from end-March 2009 through
last year-end. The average annual compound return with dividends reinvested for those 8.75 years was an incredible 17.3%. The
driving force of that surge was the fall in the cost of debt, where ultra-slow growth, central bank policy, fears of deflation, and
widespread financial crises pushed interest rates to the lowest in recorded history.

But, those fears and that super-slow growth, which propelled stocks have vanished. The underlying economic fundamentals are
vastly different: growth is no longer a problem; few are worried about deflation; and monetary accommodation is fading while
policy trends toward normal. Those changes suggest to me that the investment cycle, and thus the stock market surge from
2009, is in a very late stage.
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We have been expecting another move higher in U.S. and world stocks yet this year and perhaps into 2019. If a September
swoon materializes, that could create the wall of worry for stocks to climb one more time. If September ends on a positive
note for stock averages, then we are already a part of that last push higher. Either way, at some point later this year, those
investors who can’t afford or don’t want to suffer through a potential and perhaps significant market downdraft should
reduce the risk in their portfolios. We would much rather be optimistic about markets as we have been openly writing and
advising that way since January 2011. But, there could be another wave higher in long-term U.S. Treasury bond yields later
this year; yields of 3.5% on 10-year U.S. Treasury bonds would likely bring credit stress and disruption to world stock and
bond markets.

syl
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Developed country interest rates fluctuated in a narrow range during August. Yields on 10-year Japanese government
bonds ended August a speck above 0.1%, as the Bank of Japan widened the acceptable yield range on those bonds in late
July. German yields on 10-year bunds fell about 0.25% during the month, to end at an incredibly low 0.33%. Long-term
yields on U.S. Treasury bonds stayed in a 0.2% range but ended the month lower at 2.86%. Yields on two-year U.S. Treasury
bonds were mostly flat in August above 2.6%, but had soared over the past year, up 1.4 percentage points. That surge in U.S.
short rates caused the yield curve to flatten more, a worry for recession watchers. U.S. rate history is shown below.

Interest Rates

12/31/2015 12/31/2016 12/29/2017 05/17/2018 09/07/2017 08/31/2018

(High)* (Low)* Current

FFR** 0.5% 0.75% 1.5% 2.00%
2-year 1.05% 1.19% 1.88% 2.56% 1.27% 2.63%
10-year 2.27% 2.44% 241% 3.11% 2.04% 2.86%
10-2 spread 1.22% 1.25% 0.53% 0.55% 0.77% 0.23%
30-year 3.02% 3.07% 2.74% 3.25% 2.66% 3.02%

*12-month high and low, based on the 10-year Treasury bond high and low over the prior 12 months
**Upper bound on the range of the fed funds rate
Source: Bloomberg

Once again and over time, theory would suggest that yields on long-term safe-haven bonds would trade moderately near
the pace of nominal growth. Over the last year, U.S. nominal growth was 5.4% and is why we still expect another wave
higher in long-term Treasury yields as U.S. growth is vigorous, the labor market is on fire, confidence is not far from record
heights, and the world economy except the United States is rebounding modestly from early-year weakness. Also, by year-
end, the European Central Bank will begin to lessen its monetary easing, which should push euro area rates higher, relieving
some of the down pressure on U.S. rates.

With very large short positions in U.S. Treasury bond futures, i.e., traders expect yields to rise, the next move for yields might
be lower, say, below 2.8% or 2.75%. If 10-year Treasury yields do rise to 3.5%, that would be a big headwind for markets, so
yields might not stay there very long. However, bonds with those yields would be a good buy for risk-averse investors for the

next year or so.
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We expect the Fed to raise the fed funds rate in
September and again in December. As noted, if pausing
the rate hike schedule gains adherents at the Fed, a third
hike next March may become optional. Another wave
higher in long-term bond yields could tighten financial
conditions and do the Fed’s heavy lifting. If a March hike
materializes, it would be the last one for a while. We
think it makes sense for the Fed to pause and take stock
of markets and the economy before pushing rates into
what is likely restrictive territory. It’s hard to forecast the
extent of disruption in markets; our forecasts in the table
below presume no significant stock market downdraft in
2019, likely not a safe assumption.

Interest Rates Year-end 2018 Year-end 2019
Federal Funds 2.38% 2.88%
2-Year UST Yield 2.5%-2.75% 2.75%-3.0%
10-Year UST Yield 3.0%-3.25% 3.0%-3.25%

2-10 Year Spread 0.25%-0.5% 0.0%-0.5%

BRENDA YT =3y

If long-term developed country interest rates do make
another move higher, that would push the investment
cycle toward the end of its long, prosperous journey. U.S.
Treasury bond yields over 3% on 2-years and near 3.5%
on 10-years would be good investments. Fixed income
investors should opt for higher quality bonds later this
year. With monetary policy on a path to normal, good
financial returns may be very hard to find. Having a safe
portfolio will be paramount.
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Robust, roaring, ripping are all words that aptly describe
the U.S. economy this year. Consumer spending and
business investment will remain drivers of growth. The
labor market is on a tear; investment spending continues
to recover from its late 2015 collapse, up nearly 8%
annualized over the last six quarters. While consumption

may not sustain its nearly 4% recent pace, it will stay near
3% this year. Low joblessness and healthy job growth
keep consumer confidence indices near record highs.
More households expect incomes to rise, a good sign

for future income and spending. If wage gains pick up,
consumer spending could surprise on the upside.

The 2017 corporate tax cuts have made company
balance sheets healthy. Robust corporate earnings

align well with national income and product account
profits (which measure all companies, not just publicly
traded ones), which grew at the fastest pace since 2012.
Nondefense capital goods orders ex-aircraft, a key
leading indicator of investment, has risen four straight
months. Vigorous capital spending will spur productivity
growth, which could then boost potential economic
growth and extend the expansion significantly. We
expect U.S. growth in the 3% to 3.5% range this year
and next; our forecasts are in the tables at the end of the
commentary.

A

Euro area data are stabilizing after a weak first half.
Reports have positive surprises for the first time since
February. The composite survey of purchasing managers
has been steady since March and is consistent with 2%
growth. Germany’s IFO Business Climate Index increased
sharply to the best level since February, likely in response
to easing trade tensions

Like the United States, household spending should be the
big driver of growth. Labor markets are solid. Germany’s
unemployment rate maintained its historic low of 5.2%.
The Eurozone unemployment rate has declined nearly

a point over the last year to 8.2%, which is encouraging
faster wage growth. Core inflation unexpectedly edged
lower last month, but better wage gains suggest the drop
is temporary. We expect Eurozone growth to be 1.75% to
2% this year.

HA

As expected, Japan’s economy rebounded from its
first-quarter contraction in gross domestic product.
Consumption and investment spending picked up nicely.
The incredible strength in the labor market will support
consumer spending. The jobless rate is an unbelievably
low 2.5%,; there are 1.6 job openings for every job
applicant. The labor force participation rate for females is
soaring and above that of the United States. According to
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Bloomberg, that ultra-tight labor market may be fueling investment. Industrial data has been more mixed than labor market
numbers. Business surveys in August rebounded whereas industrial production dropped a second consecutive month. Since
peaking late last year, export growth is still trending down. Economic growth in Japan should be 1% to 1.5%.

HE

Economic growth in China slowed in July. Official data disappointed with fixed-asset investment growth dropping to a
record low in July (data goes back to 1999). Other less opaque statistics such as airline passengers, commercial vehicle sales,
and container throughput confirmed the weakness. However, August brought tentative signs of stabilization as business
surveys ticked up a bit. Survey results for smaller companies rose into expansionary territory for the first time since April.
Government easing may modestly boost domestic demand in the second half. However, outsized debt burdens, attempts

to slow the growth of debt, and the goal of reducing pollution means that easing financial conditions may be less effective
than previously. By year-end 2018, growth will likely be in the low 6% range.

HrEES

They just can’t seem to catch a break. The ongoing crises in Turkey and Argentina only worsened in August and the growth
slowdown in China doesn’t help either. Raw industrial commodity prices plunged in mid-August and have only marginally
rebounded, not a positive sign for commodity exporters. A U.S. dollar that doesn’t seem to weaken and the potential for
higher U.S. interest rates mean financial conditions could stay tight. Robust U.S. growth and rebounds in the Eurozone

and Japan will provide support. India is a huge outlier in this group and in an asynchronous cycle with a world-best 8.2%
real economic growth in the second quarter, following an equally astounding 7.7% in the first quarter. Unfortunately, for
developing countries, credit stress could easily worsen later this year or into next.

SHORAL

We expect global growth to pick up a bit the rest of the year, while first-half weakness in Europe and Japan turns around.
Developed-country labor markets are robust and will be a strong support for domestic demand. U.S. growth may decelerate
from its super-robust second-quarter pace; but, if wage and productivity growth pick up, there is easily room for upside
surprises. In fact, with U.S. risks tilted to the upside, the recent U.S. stock market outperformance versus the rest of the
world could continue. Chinese growth may stabilize but risks are to the downside.
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Baseline Economic Forecasts for 2018 - 2019
A. Growth in Real GDP - Qtr-Qtr (% Change, Annualized):

1st Quarter 18 2nd Quarter 18 3rd Quarter 18 4th Quarter 18
Actual Actual Forecast Forecast 2016 Actual
Real GD| 18,324.0 2.2% 18,514.6 4.2% 18,676.4 3.5% 18,835.1 3.4% 17,659.2 1.6% 18,050.7 2.2%

Personal Consumption Expenditures 12,722.8 0.5% 12,841.2 3.8% 12,947.5 3.4% 13,039.1 2.9% 12,248.2 2.7% 12,558.7 2.5%

1,628.2 2.0%  1,662.2 86% 1,678.6 4.0% 1,695.1 4.0% 14768  55% 15779  6.8%
2,858.6 0.1%  2,884.9 37% 2,909.8 3.5% 2,935.0 3.5% 2,763.9  27% 28220  21%
Services 8,267.9 1.0% 83306 3.1% 8380.1 24% 84299 2.4% 80225  23% 871845  2.0%
3,321.0 9.6% 3,324.4 0.4% 3,395.4 8.8% 3,476.6 9.9% 3,050.5 -1.3% 3,196.6  4.8%
2,654.0 11.5%  2,708.9 85% 2,755.4 7.0%  2,802.0 6.9% 24112 05% 2,538.1 5.3%
5333 13.9%  550.1 132%  558.1 6.0% 5663 6.0% 4947  50% 5175  46%

1,250.9 85%  1,264.5 4.4% 1,289.1 80% 153142 8.0% 1,1162  -15% 1,183.7  6.1%

llectual 875.7 141% 8989 11.0% 9121 6.0% 9255 6.0% 8039  7.5% 8411  46%

615.3 34% 6128 -16% 6173 3.0% 6219 3.0% 5913  65%  611.1 3.3%

303 - 269 - 0.0 - 30.0 - 23.4 - 225 -

-902.4 - 8438 - -867.8 - 8922 - -786.2 - 8587 -

2,517.8 3.6%  2,573.1 9.1% 2,582.7 15% 2,592.3 1.5% 23781  -0.1% 2,450.1 3.0%

3,420.1 3.0% 3,416.8 -0.4%  3,450.5 40% 3,484.5 4.0% 3,164.4  1.9% 33087  46%

3,152.2 15% 3,170.6 2.4% 3,1823 1.5% 3,192.7 1.3% 3,1325  1.4% 3,1304  -0.1%

1,213.1 26% 12242 3.7% 1,2282 13% 12313 1.0% 1,187.8  04% 1,1964  0.7%

7228 3.0% 7334 6.0% 7362 15% 7380 1.0% 7092  -06% 7138  07%

489.5 21% 4902 05% 4914 1.0% 4926 1.0% 4780  19% 4819  0.8%

State & Local 1,937.7 0.9% 1,945 16% 1,952.5 15% 1,959.7 1.5% 19428  20% 19323  -0.5%

18,274.4 1.9% 18,509.9 5.3% 18,658.5 33% 18,787.2 28% 17,6175  2.1% 17,769.1 0.9%

FinalSalesto Dom. Purchasers 19,141.3 1.9% 19,327.1 3.9% 19,504.0 3.7% 19,657.0 32% 183872 2.3% 185500  0.9%
year over-year 2.6% 2.9% 3.1% 3.4%

1st Quarter 19 2nd Quarter 19 3rd Quarter 19 4th Quarter 19
Forecast Forecast Forecast Forecast 2018 Forecast 2019 Forecast
Real GDP 18,987.4 3.3% 19,130.7 3.1% 19,258.7 2.7% 19,380.4 2.5% 18,587.5 3.0% 19,189.3 3.2%

Personal Consumption Expenditures 13,131.2 2.9% 13,227.7 3.0% 13,314.4 2.6% 13,398.1 2.5% 12,887.7 2.6% 13,267.9 3.0%

1,711.8 40% 1,7287 40% 1,7415 3.0% 17544 3.0% 1,666.0  5.6% 1,734.1 41%
2,960.3 35% 2,989.5 4.0% 3,019.0 40% 3,045.0 3.5% 2,897.1 27% 30035  3.7%
Services 8,480.1 2.4% 85305 2.4% 85749 21% 8619.6 2.1% 83521  20% 85513  24%
3,534.5 6.8% 3,577.7 5.0% 3,614.9 42% 3,646.0 3.5% 33793  57% 355933  63%
2,850.7 71%  2,889.2 55% 29217 46% 2,953.2 4.4% 2,730.1 7.6% 29037  6.4%
576.0 7.0% 5844 6.0%  593.0 6.0% 6003 5.0% 5520  66% 5884  6.6%
1,339.7 80% 13593 6.0% 13727 40% 13863 4.0% 12797  81% 13645  6.6%
939.1 6.0% 9495 45%  960.0 45% 9706 4.5% 903.1 74% 9548  57%

631.0 6.0% 6357 3.0% 6404 3.0% 6452 3.0% 6168  09% 6381  3.4%

300 - 300 - 30.0 - 25.0 - 8.4 - 288 -

-898.8 - -903.1 - -907.0 - 9082 - -876.5 - 9043 -

26115 3.0% 26315 31% 26504 2.9% 2,666.8 2.5% 2,566.4  48% 26401  2.9%

3,5103 3.0% 3,534.6 28% 3557.4 26% 3,575.0 2.0% 34430  41% 35443  2.9%

3,201.5 1.1%  3,209.5 1.0% 3,217.5 1.0% 3,225.5 1.0% 3,1744  1.4% 32135  12%

1,235.2 13% 12383 1.0%  1,241.4 1.0% 1244.5 1.0% 12242 23% 12399  13%

a e 740.8 15% 7426 1.0% 7445 10% 7463 1.0% 7326 26% 7435  15%

4938 1.0%  495.1 1.0% 4963 1.0%  497.5 1.0% 4909  19% 4957 1.0%

State & Local 1,964.6 1.0%  1,969.5 1.0%  1,974.4 1.0% 1,9793 1.0% 19488  09% 19720  12%

18,939.5 33% 19,0828 3.1% 19,2108 2.7% 19,337.4 27% 185575  4.4% 19,1426  32%

Final Sales to Dom. Purchasers 19,816.0 33% 19,963.6 3.0% 20,095.5 2.7% 20,2233 26% 19,4074  4.6% 20,0246  32%
3.6% 3.3% 3.1% 2.9%
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Unless otherwise noted, the information in this document has been derived from sources believed to be accurate as of April 2017.
Information derived from sources other than Principal Global Investors or its affiliates is believed to be reliable; however, we do
not independently verify or guarantee its accuracy or validity. Past performance is not necessarily indicative or a guarantee of
future performance and should not be relied upon to make an investment decision.

The information in this document contains general information only on investment matters. It does not take account of any
investor’s investment objectives, particular needs or financial situation and should not be construed as specific investment advice,
an opinion or recommendation or be relied on in any way as a guarantee, promise, forecast or prediction of future events
regarding a particular investment or the markets in general. All expressions of opinion and predictions in this document are
subject to change without notice. Any reference to a specific investment or security does not constitute a recommendation to
buy, sell, or hold such investment or security, nor an indication that Principal Global Investors or its affiliates has recommended a
specific security for any client account.

Principal Financial Group, Inc., Its affiliates, and its officers, directors, employees, agents, disclaim any express or implied
warranty of reliability or accuracy (including by reason of negligence) arising out of any for error or omission in this document or
in the information or data provided in this document.

Any representations, example, or data not specifically attributed to a third party herein, has been calculated by, and can be
attributed to Principal Global Investors. Principal Global Investors disclaims any and all express or implied warranties of reliability
or accuracy arising out of any for error or omission attributable to any third party representation, example, or data provided
herein.

All figures shown in this document are in U.S. dollars unless otherwise noted.

This document is issued in:

Japan by Principal Global Investors (Japan) Ltd. (Kanto Local Finance Bureau (Kinsho) No. 462,
Japan Investment Advisers Association,

The Investment Trusts Association, Japan

This material is not intended for distribution to, or use by any person or entity in any jurisdiction or country where such
distribution or use would be contrary to local law or regulation.

©2017 Principal Financial Services, Inc. Principal, Principal and the symbol design and Principal Financial Group are trademarks
and service marks of Principal Financial Services, Inc., a member of the Principal Financial Group. Principal Global Investors is the
asset management arm of the Principal Financial Group
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