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“The aim of the wise is not to secure pleasure, but to avoid pain."

Aristotle

STABLE ECONOMY

Even though industrial production makes up less than a fifth of the US economy, its higher
volatility causes disproportional sensitivity in capital markets. The following chart is helpful
in assessing risks in this context:

US — Conference Board Leading Economic Index vs Industrial Production
Leading Index :
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Industrial production remains strong. The growth in the leading economic index currently
marginally exceeds the growth in industrial production. We expect both series to experience
lower growth levels going forward, but the spread between the two series historically served
as a good warning indicator of an approaching recession (see the red arrows in the chart).
On this basis it seems that the next US recession is still some way off.

US — Number of Industries Reporting Growth vs S&P 500
S&P 500
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The above chart reflects the number of industries reporting experiencing growth. The
readings have been trending lower from elevated levels over the past few months, but the
most recent readings are up, with current readings above their respective average levels.
This reflects a stable US economic environment.

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



2. ECONOMICTESTS

We have a number of ‘sanity tests’ on the US economy to ensure we have enough reason
to keep our confidence:
US — Total Tonnage Transported vs S&P 500
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The total tonnage transported is currently growing in excess of 6%. This is high in historic
context. Tonnage traditionally starts dropping more than a year before the subsequent
recession.

Light Truck Sales (m) vs S&P 500
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Light truck sales are currently growing in excess of 6%. These sales traditionally start
dropping well in advance of the subsequent recession.

US — Capital Expen (

diture
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Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. February 2019. Past performance 5
should not be used as a guide to future performance. Sigg



Capital expenditure (capex) is essential at the current stage of the economic cycle to
continue supporting economic expansion. It is currently growing well at 14%.

S&P 500 — Capacity Utilisation (%) vs Operating Margin (%)

Operating Margin
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Both capacity utilization and operating margins are rising, neither of them yet at their
respective historic record levels. This should continue supporting US company results despite
the current high base.

LIQUIDITY SHORTAGE

US — Excess Liquidity vs S&P 500 Rating
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As reflected in the preceding chart, the US economy is currently suffering from a shortage of
liquidity — the growth in the nominal GDP exceeds the growth in money supply. This has a
detrimental effect on share ratings, also reflected in the chart.

Our impression is that nominal GDP growth has peaked for the moment while money supply
may stay stable. The shortage of liquidity can then stabilise, which may prevent a further
valuation derating of the equity markets.

HIGH YIELD TESTS

We closely follow developments in the high yield market to identify changes in sentiment
that can rub off on equity valuations. The following charts are useful in this context:
Source: Bloomberg & Stonehage Fleming Investment Manigement Limited. February 2019. Past performance

should not be used as a guide to future performance. 3



High Yield Bond Prices vs S&P 500
Junks Bonds S&P-500
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The prices of junks bonds, high yield corporate bonds and emerging market bonds delivered
a poor performance last year. They have turned sharply for the better this year thus far,
along with share prices. This turnaround is encouraging.

UsS High Yiel and Corporate Bon Yield Sprads vs S&P 500
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The yield spreads (with treasuries) spiked last year to long term average levels, raising some
stock market alarms. They have since dropped back and currently reflect constructive stock
market signals.

US Corporate Bond Yield vs S&P 500 Earnings Yield (%)
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Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. February 2019. Past performance 4
should not be used as a guide to future performance. I gié I




The preceding charts reflects the S&P 500 earnings yield and corporate bond vyields. The
spread between these yields (the bottom section of the chart) is currently 1.1%. This is on its
average level since the credit crisis (the purple line) but is 2.3% wider than its long-term
average. This provides us with comfort that equities are, on a relative basis, rather
attractively valued against corporate bonds.

INTEREST RATES

The fears for sharply rising interest rates have abated to some extent. We consider a few
charts to assess our comfort in this context:
US — Inflation Measures (%)
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Inflation fears have abated, despite wages now growing at +3.2%. Most of the measures are
currently below the Federal Reserve’s 2% target. Five-year inflation expectations have
receded sharply towards the end of last year, recovering since to 1.7%. We do not yet see
data indicating inflation becoming a major threat.

Copper/Gold Price Ratio vs Treasury Yield (%)
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The copper/gold ratio has an interestingly high positive correlation with the ten-year
treasury yield (see the above chart). This ratio has been drifting lower since the beginning of
last year. On this basis we cannot yet see signals of interest rates rising sharply soon.

Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. February 2019. Past performance 5
should not be used as a guide to future performance ﬁk



Metals Prices vs Treasury Yield (%)
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The ratio of industrial metal prices against precious metal prices also has an interestingly
high correlation with interest rates. Likewise, with the preceding comments, this ratio has
also trended lower since early last year. This also reflects relatively low immediate risk from
the bond market to materially upset the equity market.

FedFund Yield Curve (%) vs S&P 500
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The FudFund yield curve has flattened with the recent tightening of their target rate. Should
it invert going forward, historic trends in this context provide an average 18-month early
warning of an upcoming US recession. With the Fed’s recent language of ‘patience’ and being
‘data dependent’ and the current level of this yield curve we do not think they will tighten
further anytime soon and rather see the Fed being in investors’ corner.

These comments clearly cover only a portion of fundamental issues in the context of
considering risks in the bond market, but as equity investors we are comfortable with the
above data. Also, as a wider point, equity investors should rather look forward to an
economic environment supporting interest rates than one needing falling rates.

TECHNICAL INDICATORS

We are pure fundamental investors, but also follow several very informative technical
indicators that reflect the overriding current investor sentiment. This often assists in the
implementation of decisions taken on a fundamental basis. The following two charts have

quite clear technical messages:
Source: Bloomberg & Stonehage Fleming Investment Maniiement Limited. February 2019. Past performance 6

should not be used as a guide to future performance.



Dow Smart Money Index vs Dow Index
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The smart money index reflects the extreme level of pessimism at the end of last year. It has
since bounced back sharply but is still at a relatively low level. The direction of travel seems
to be in our favour.

Economic Policy Uncertainty Index Vs VIX Volatlllty Index
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The economic policy uncertainty index in the above chart is currently at a record level, while
the VIX volatility index recently dropped from an elevated level. The spread between the two
series is currently at a record level. This clearly shows the potential for investor sentiment to
change for the better should world political leaders be able to address the major economic
policy uncertainties.

Gerrit Smit

Partner - Head of Equity Management
Stonehage Fleming Investment Management Limited
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Source: Bloomberg & Stonehage Fleming Investment Management Limited. February 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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