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“It’s not that | am so smart, | just stay with problems longer."

Albert Einstein

RECESSION RISKS

It is our impression that we would need a relatively high probability of an imminent US
recession to fear the formation of a bear market in equities and therefore a structural peak
in share prices. The following charts provide information in this context:

us - Sread Between Nominal GDP and Treasury Yield vs S&P 500
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The peak in share prices is usually preceded by the level of the Treasury Yield rising to levels
in excess of the nominal GDP (the vertical lines in the above chart). We currently have a
reverse situation with this spread being well in excess of the Treasury Yield. US economic
performance currently does not seem at risk in this regard.

NY Fed Probability of a Recession within One Year vs S&P 500
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Share prices usually peak a few months before the start of a new recession. The NY Fed’s
chart of the probability of a recession within one year is a useful tool in this context. We
show in the above chart the previous periods between the current level of this probability
reading and the following structural peak in the S&P 500. The shortest period of these
readings is 1% years. On this basis, we cannot yet see the current market weakness as the
beginning of a new bear market.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. November 2018. Past
performance should not be used as a guide to future performance.



PMI SCARE

The ratio between the New Order and Inventory readings of the popular PMI economic
strength data concern some investors. The following chart reflects this ratio along with the
S&P 500 growth:

Ratio New Orders/Inventory ISM Manufacturing PMI vs S&P 500
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The correlation between the above mentioned ratio and the S&P 500 seems quite high and
one can understand the investor nervousness in this context. On further reflection, the
following chart provides better perspectives:

ISM Manufacturing PMI — Sub Indices Data
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Both the New Orders and Inventory readings are currently at economic expansionary (>50)
levels, while the latter was at contraction levels for more than a year before the previous
recession. The current ratio (1.13) between the two series is therefore less alarming.

We can also make the point that the Inventory data are often below the 50-index level,
illustrating the effectiveness with which businesses manage the cost of carrying stock.

The following chart reflects the overall PMI index along with the growth in the S&P 500 index.
There has historically been a strong correlation between the two series. This correlation
seems to have broken down this year with the S&P 500 being much weaker than the PMI
data suggests.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. November 2018. Past
performance should not be used as a guide to future ance. 2
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ISM Manufacturing PMI vs S&P 500
S&P 500
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We do expect the PMI data to start sliding, but the current gap with share prices (illustrated

by the yellow arrow) seems somewhat excessive and we won’t be surprised to see the two
series ‘meeting halfway’ sometime.

Philadelphia Fed Business Outlook Index vs S&P 500
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The above chart reflects the Philadelphia Fed’s business outlook index along with the S&P
500 price index. The structural peaks in share prices historically occurred at a reading of 7.5
for this business outlook index. The index does not yet provide such a warning.

INFLATION AND VALUATION

- Inflation vs ISM Manufacturing PMI
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Source: Bloomberg & Stonehage Fleming Investment Management Limited. November 2018. Past
performance should not be used as a guide to future p@ce.



As reflected in the preceding chart and with the low US unemployment and further expected
increases in wages, we can expect US inflation to increase further. It is challenging to forecast
precise levels of inflation, but according to the chart levels around 2.5% won’t surprise us.
Rising inflation causes many uncertainties, amongst others the potential effects on company
valuations.

US — S&P 500 P/E Valuation vs Inflation (%)
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The US economy has enjoyed inflation levels of below 3% for all this century. Equity
valuations predominantly have a negative correlation with inflation levels and the lower
inflation levels have favoured valuation levels.

We did an analysis of the valuation levels that have historically corresponded with categories
of certain inflation levels. It is presented in the following chart:

S&P 500 P/E Valuation Levels in Inflation Brackets
March 1960 — September 2018

25x - r 25x
+1 STDEV
23x -+ F 23x
21x -+ 19.7 e - 21x
i | .
> 19x A 18.4 - 19x
- I 17.1
~ 17x ] F 17x
I
S STDEV —— 14.6
-{éﬂ 15x _ -1 STDEV — | 15)(
©  13x A — - 13x
|_ ———
8 11x A 10.0 F 11x
e} I
o ox - 9x
3
Tx - — - 7X
SX T T T T 5x
0% to 2% 2% to 3% 3% to 4% 4% 1o 5% 5%+
PCE YoY%

We have been in the ‘sweet spot’ of the most favourable inflation category (0%-2%) with
respect to equity valuation levels and may well be entering the next category (2% - 3%).
Whilst the peak valuation levels in this category were lower than in the previous category,
the average and lower levels do not differ materially — the current valuation level of 18.8 is
close to this category’s average level already. A sharper devaluation in terms of average
valuation levels is more associated with inflation levels above 4%. On the basis of these
historic correlations we do not yet perceive it prudent to expect lower valuation levels to
compensate for rising inflation.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. November 2018. Past
performance should not be used as a guide to futureMnce. 4



4. HIGH YIELD RISKS

The high yield space (junk, corporate and emerging market bonds) is in our view more
vulnerable than quality equities in an environment of rising interest rates (because equities’
earnings yield spreads against these yields are in their favour). Along with this, high yield
spreads against treasury yields seem to be rolling over (presented on an inverse scale in the
following chart along with the S&P 500):

High Yield and Corporate Bond Yield Spreads (%) vs S&P 500
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These spreads have historically started rolling over more than two years before the inception
of US recessions and the structural peaks in share prices. On this basis we do not seem to
face an imminent US recession or a peak in share prices yet.

5. TECHNICAL PICTURE

The Put/Call ratio on the S&P 500 provides some indication on overall investor sentiment
and hedge fund activity. We present it on an inverse scale on the following chart:

S&P 500 vs Put/Call Ratio
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The ratio reflects weak overall sentiment currently, even weaker than with the strong market
correction in February. It is approaching levels that have since the Credit crisis indicated
buying opportunities —of course on the condition that we do not face an imminent recession.
Source: Bloomberg & Stonehage Fleming Investment, Management Limited. November 2018. Past5
performance should not be used as a guide to future mﬁnce.



S&P 500 vs CBOE Skew and VIX Volatility Indices
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The Skew volatility index often leads the VIX index. The ratio between the two indices often
provide good early tactical stock market indications (the bottom section of the above chart).
The ratio is currently below its average and signal better stock market stability.

Smart Money Flow Index vs Dow Index
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The Smart Money index reflects the influence of heavy hitter activity at the opening and
close of the stock market every day when prices are more vulnerable. The index reflects high
exuberance in January and currently the most distraught levels this century, even worse than
in the Credit Crisis. This seems to be an extreme level and begs the question whether the
fundamental economic outlook can really be this bad.

Gerrit Smit

Partner - Head of Equity Management
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Source: Bloomberg & Stonehage Fleming Investment Management Limited. November 2018. Past

performance should not be used as a guide to future Mnce. 6
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RISK DISCLOSURE

This communication has been prepared for information only and is not intended for onward
distribution. It is neither an offer to sell, nor a solicitation to buy, any investments or services.
This communication does not constitute a personal recommendation and does not take into
account the individual financial circumstances, needs or objectives of the recipients.

All investments risk the loss of capital.

The value of investments may go down as well as up and, you may not receive back the full
value of your initial investment.

Past performance should not be used as a guide to future performance.

Changes in the rates of exchange between currencies may cause the value of investments to
go up or down in the reporting currency.

In general, underlying investments denominated in foreign currency are not hedged back
into the reporting currency. Among the factors that may influence currency values are trade
balances, the levels of short-term interest rates, differences in relative values of similar
assets in different currencies, long-term opportunities for investment and capital
appreciation and political developments. Returns may increase or decrease as a result of
currency fluctuations. Values may also be affected by developments relating to controls and
restrictions on foreign currency remittance of proceeds of investments in a non-sterling
jurisdiction.

Whilst every effort is made to ensure that the information provided to clients is accurate and
up to date, some of the information may be rendered inaccurate by changes in applicable
laws and regulations. For example, the levels and bases of taxation may change. Any
reference to taxation relies upon information currently in force. You should note that the
bases and rates of taxation may change at any time. Tax treatment depends upon the
individual circumstances of each client and may be subject to change in the future.

In addition to the information provided by Stonehage Fleming Investment Management
Limited you may wish to consult an independent professional.

It has been approved for distribution in South Africa and those countries of the EEA where
distribution is permitted by:

Stonehage Fleming Investment Management Limited
15 Suffolk Street

London

SW1Y 4HG

Stonehage Fleming Investment Management Limited is authorised and regulated by the
Financial Conduct Authority and registered with the Financial Sector Conduct Authority
(South Africa) as a Financial Services Provider (“FSP”) under the Financial Advisory and
Intermediary Services Act, No 37 of 2002 (FSP No: 46194).

hUA 7



