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“He who can no longer pause to wonder and stand rapt in awe, is as good as dead."

Albert Einstein

MODERATION

Investors start a new calendar year with a theme of global moderation in the economic
outlook following the very volatile markets at the close of last year. The big question is
whether the market discounts the outlook deteriorating more aggressively than earlier
perceptions.

US — Confidence Indices
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US confidence indices are starting to roll over from elevated levels. It is still too early to
confirm a negative trend, but odds seem high to be the case. This has historically started
years before a recession, and we can on this basis therefore not yet forecast an imminent
recession.

usS — Conference Board Leadlng Economlc Index Growth (%) vs S&P 500
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The leading economic index in the above chart provides a similar observation. The growth
trend is rolling over, but is still at an elevated level. This index has been effective in providing
early warnings of a market peak (when growth stagnates) but seems to be far from currently.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. January 2019. Past performance
should not be used as a guide to future performance.



MANUFACTURING SCARE

Many investors took fright from the sharp drop in the index of US manufacturers’ activities:

US — ISM Manufacturing and Services PMI
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The sharp drop occurred from an elevated level but is still well above average. This implies
continuing economic expansion, though at a more moderate rate.

US — ISM New Orders vs Inventory PMI
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The new orders component of the index dropped the most. There is a perception that
companies are currently holding back placing new orders awaiting more clarity on the Sino-
US trade tariff negotiations. The spread with the inventory component has closed (bottom
section of the above chart). This historically happened frequently during economic
expansion phases and would become more of a threat should the negative trend persist.

New employment data paints quite a different picture. We show in the following chart the
growth in new employment for both the services and manufacturing sections of the US
economy.

Manufacturing employment is a better indicator of market peaks than services. The former
is currently growing at +3.1% against +1.6% in services. It has historically provided an early
warning when growth stagnates (see the vertical lines in the chart). The bottom section of
the chart of monthly nominal new employment number also reflects a solid environment in
manufacturing.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. January 2019. Past performance
should not be used as a guide to future performance. 2
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The 4Q2018 reporting season starts in two weeks. We expect good results, but also realise
that company growth outlooks will moderate meaningfully off a high operational base and
lower tax payments. The following chart considers this issue along with the manufacturing
outlook:

US — ISM Manufacturing PMI vs 12 Month Forward S&P 500 Earnings Growth (%)
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There is a strong correlation between the two series in the chart. Earning expectations have
just moderated from double digits to (high) single digits. We are very happy with such an
earnings outlook. Successful Sino-US negotiations regarding trade tariffs clearly are critical
for US manufacturing. It is currently disconcertingly quiet on this front.

VALUATION LEVELS

Many investors made a case against equities last year on valuation considerations. With the
moderating outlook and stock market volatility it is worth considering these issues at the
beginning of the year.

We are more cash flow driven in this context, but also respect the more popular earnings
approach most investors have. We present the key metrics on the following page and try to
consider both historic and forward multiples as data is available.

Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. January 2019. Past performance 3
should not be used as a guide to future performance. 3 ' Z



S&P 500 Historic and 12 Month Forward P/E Ratio |
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The S&P 500 P/E valuations have recently dropped sharply from one standard deviation
above average to below average. This is the case for both historic and forward earnings.
Investor considerations in this context have moved from a case against equities to one in
favour of equities on this basis. This has not been the case for quite some time.

S&P 500 - Free Cash Flow and Dividend Yield Valuations (%)
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The free cash flow yield has grown to 5.4%, well above its average levels. The dividend yield
at 2.1% is marginally above its own average. The free cash flow covers dividend payments
2.6 times, at its average level. All these reflect healthy valuation levels to consider investing
rather than disinvesting.

These are all absolute valuation metrics. The chart on the next page considers valuation
levels also on a relative basis considering interest rate levels. We show the spread between
both earnings and free cash flow yields with ten-year treasury yields.

Our chart considers a relatively short history in the interest of conservatism. Interest rates
were much higher before the inception date on the chart, with a result of much lower
valuation spreads than spreads on the chart. We believe that we are in an environment of
lower inflation and lower interest rates than before the turn of the century and rather err
on the conservative side in establishing norms (the averages) in this context.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. January 2019. Past performance
should not be used as a guide to future performance.



S&P 500 — Earnings and Free Cash Flow Yield Spreads with Ten Year Treasuries (%)
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Both the earnings and free cash flow yields are well above their respective averages and
reflect attractive equity valuations in this context. Taking the average current spread of 0.8%
itimplies that treasury yields can rise to 3.5% over a short period and still leave equities more
attractive from a valuation standpoint. We have not seen that level of yield for six years and
would rather look forward to that materialising.

The next chart provides valuable information of analysts’ company valuations and its merits
in considering the current equity opportunity:

S&P 500 Analyst Company Valuations vs S&P 500 Index

The orange line reflects the twelve month forward consolidated target valuation of the
companies in the index. The blue line reflects the ratio between the valuation and index
lines. We have advanced the line twelve months forward to compare this ratio with the
returns materialised.

The vertical lines are drawn to show the S&P 500 historic capital returns following those
occasions when the valuation ratio was at its current level (1.18). Barring the Credit Crisis
recession period, the returns have predominantly been at the higher end of historic returns.

We believe that S&P 500 valuations are attractive after the last year’s market experiences.

Source: Bloomberg & Stonehage Fleming Investment Magagement Limited. January 2019. Past performance 5
should not be used as a guide to future performance ‘ ﬁ .



TECHNICAL PICTURE

On Friday 21 December 2018 exceptional volumes of shares were dumped on the NYSE at
very low prices. We drew all our technical charts on the following Monday and realised an
exceptional opportunity — most technical indicators reflected conditions as dire as during the
Credit Crisis. Whether fear overtook those investors, or they planned to pass tax losses to
Uncle Sam, we perceived the fundamental outlook much better than reflected on our stock
market screen.

We have updated our charts and show two below to reflect the current picture.

S&P 500 Advance — Decline Summation Index vs S&P 500
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The above advance-decline index succeeds reasonably well in calling technical buying
opportunities. The December reading was more than 2 standard deviations away from
average which has happened only once since the Credit Crisis. It has since recovered from
the extreme level but is still more than a standard deviation away from the average.

Percentage of S&P 500 Companies Above/Below 52 Week High/Low and Above
Below 70/30 RSI Level vs S&P 500.
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All the 52-week high/low and 70/30 RSI readings in the chart were at extremes in December.
Some have already returned to neutral levels. Overall, our charts reflect the S&P 500 not yet

‘out of the penalty box’ but with an improving trend.
Source: Bloomberg & Stonehage Fleming Investment Maigement Limited. January 2019. Past performance 6

should not be used as a guide to future performance.



5. SECTOR PERFROMANCE

We are interested in sustainable compounding businesses. The following analysis of sector
performance since the Credit Crisis sheds some interesting light on the subject:

S&P 500 Sector Performance — Total Return Index with 1 Jan 2013 = 100
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The S&P 500 reached its 2007 peak levels again in 2012 after the Credit Crisis. We consider
2013 therefore as a fair inception data to judge relative performances. The above chart
reflects total return indexed performances (those sectors with an asterisk only have capital
return data).

The technology, discretionary and health care sectors delivered handsome compounded
returns of +16% p.a. or more over the period. It may be a surprise to some that health care
could keep up in that category (Amazon is a large weight in the discretionary sector). Despite
its dividend payments, energy delivered almost no return, with telecoms also lagging.

An analysis done on a specific inception date can be skewed towards particular issues during
that time. We prefer to consider performance rather from an exit index value based to 100
and then to consider the cheapest entry at any moment during the analysis period. The
above analysis is presented in this form in the following chart:

S&P 500 Sector Performance — Total Return Index with 11 January 2019 = 100
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Source: Bloomberg & Stonehage Fleming Investment Magagement Limited. January 2019. Past performance 7
should not be used as a guide to future performance. SIZZ



Technology deserves the crown for offering the most frequent best entry points on this basis.
Discretionary is a close second, with health care not far behind. It is also interesting how
competitive utilities have been at many times, taking the crown for most of last year. Energy
gets the ‘wooden spoon’ for most of the period under consideration.

This analysis argues to some extent against the general perception that some favourite

sectors often get overvalued and should be exited. It rather illustrates that continued
operational performance keeps it in the stock market performance tables.

DOLLAR THOUGHT

The strong Dollar took blame for some stock market woes last year. Its current technical
picture deserves some attention:

Dollar Currency with Moving Averages
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It seems the softer economic outlook and lower than expected interest rates are starting to
take some toll on the currency. It has rolled over and is close to its 200-day moving average
(see the highlighted section in the chart). These are early signs of weakness, though not yet
confirmed. Should weakness become a clearer feature it may rather be positive for many
global fundamental economic issues.

Gerrit Smit

Partner - Head of Equity Management
Stonehage Fleming Investment Management Limited

15 Suffolk Street

London

SW1Y 4HG

T +44 20 7087 0000

Email gerrit.smit@stonehagefleming.com
www.stonehagefleminginvestments.com/gbi

Source: Bloomberg & Stonehage Fleming Investment Management Limited. January 2019. Past performance

should not be used as a guide to future performance &
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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).
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