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“Integrity is the essence of everything successful.”

R Buckminster Fuller

1. ECONOMIC SURPRISE

The Institute of Supply Management PMI Indices provide valuable information on US economic
activity:
US — ISM Services and Manufacturing Purchasing Manager Indices (PMI’s)
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Manufacturing activity is weak currently, for good reason — the strong Dollar and trade tariff
uncertainties hamper export activity. Against this, the Services index’s most recent reading bounced
back from below to well above average. The value of Services activity exceeds manufacturing by a
ratio of over six to one and is therefore much more important for continuing economic growth.

Main Regional Citibank Economic Surprise indices
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Apart from China, all the major regional economic surprise indices are currently in process of
recovering from quite depressed levels, most notably Emerging Markets and the US. We believe the
latter made a good contribution in turning US interest rates upwards from their depressed recent
levels, as reflected in the following chart:

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



US — Citibank Economic Surprise Index vs Treasury Yield (%)

Economic Surprise
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There seems to be a reasonable correlation between the surprise index (the blue line) and interest
rates (lagged in the chart). Considering this correlation, we expect interest rates to tread water for a
short while, and then to rise again. This may be a relief to some investors.

FREIGHT ACTIVITY

Whilst large company CEO and small business confidence indices are moderating from elevated
levels, we do not yet detect material concerns from data around freight volumes or truck sales:

US — Heavy & Light Truck Unit Sales (m)
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Heavy truck sales are approaching record levels, whilst light truck sales are more than a quarter
ahead of their 2006 record levels. The latter is currently growing at +3.2% and the former at a double
digit +14.2%. Both series have historically dropped well ahead of the respective upcoming recessions
(see the arrows in the bottom sections of the above chart). Current data therefore appear quite
constructive in terms of economic activity.

We also consider the tonnage data on goods transported in the US. The following chart reflects data

in this context:
Source: Bloomberg & Stonehage Fleming Investment Management Limited. September 2019. Past

performance should not be used as a guide to future per[ormance. )
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Tonnage is currently growing at +4.6%. Growth historically went negative well before the respective

upcoming recessions. It also served as a good indicator for stock market peaks. The current tonnage
index is currently at a record level and we do not yet detect material recession concerns.

BUILDERS’ CONFIDENCE

The US homebuilders’ confidence index is a surprisingly good stock market leading indicator:
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The index has on average a two-year lead to stock market peaks. It is striking how well it called both
the 2000 and 2007 stock market peaks well ahead of time. The confidence index weakened last year,
but is currently making a strong recovery, approaching record levels.

We consider in the following chart the data on new building permits and new homes built along with
the S&P 500 index. There seems to be good correlations between the building indices and share
prices. New home builds are currently growing at +6.6% whist building permits are growing at
+12.0%, both off low bases. It is therefore understandable that builders’ confidence is growing again,
supporting share prices in this context.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. September 2019. Past
performance should not be used as a guide to futurﬁnance. 3



US — Growth in S&P 500 Index, New Building Permits and New Homes Stated

9]
3

0

2
J
<
o]

<
~
a@
-

(%) ACA Uimoun

1985-1989 1990-19% 1995-1999 2000-2004 2005-2009 2010-2014 2015-2019

The lumber price, logically, is another handy capital market tool in the preceding context. The
following chart reflects the growth in this price along with the growth in our popular leading
economic index:

US — Conference Board Leading Economic Index vs Lumber Price (Growth %)

Lumber Price
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The lumber price historically has had, on average, almost a three-year lead to an upcoming recession
when its growth stagnates (see the yellow arrows in the above chart). It is currently growing at +11%
after a deep slump last year.

The lumber price is also an early leading indicator to the above leading economic index. Whilst the

growth in the latter is in a steep moderating process, it is still close to average. Should the lumber
price stay its current course it may later have a positive effect on the leading economic index.

COMPANY RESULTS

Company results are often considered against analyst expectations further to the absolute result
numbers. The following chart reflects the earnings surprise numbers in this context:

hUA 4



US — S&P 500 Company Earnings Result Surprises vs Consensus Expectations
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Despite the current moderate overall growth results, almost three-quarters of the S&P 500
companies provided positive surprises with less than a fifth providing negative surprises. The net
positive surprises (56.1%) are well above the average of 44.2% (the spread in the above chart).

This spread (the blue line) historically dropped below the average well before the respective
recessions. We do not yet detect such warning signals.

DRONE ATTACKS

The recent drone attack on the Saudi Arabian oil fields unsettled the oil market and many investors,
fearing retaliation. Whilst economic circumstances are very different currently, we consider reactions
in this context around the invasion of Iraq in early 2003:

Crude Price

Share prices dropped in the months preceding the invasion on 20 March 2003, with the oil price rising
materially. Strikingly, the day after the invasion, share prices started rising for the following months,
ending the following year more than a third higher. The oil price treaded water for the remainder of
the year. We are certainly not forecasting similar reactions should the current Middle East political
situation worsen, but we are also conscious of the structurally diluted demand for oil and the
abundance of potential shale supply from the US at higher prices.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. September 20189. Pasg
performance should not be used as a guide to futuri‘w:mnce.



6. BERKSHIRE CASH
Berkshire Hathaway has built up a cash level of $122bn:

Berkshire Hathaway Cash Levels (Sbn) vs S&P 500
S&P 500
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Cash / Total Assets
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This cash level is more than double the level before the Credit Crisis. Many see this as a defensive
strategy, but it is also true that relative to Total Assets and to the Market Capitalisation (the bottom
section of the above chart) the current cash level is materially lower than the pre-Credit Crisis levels.
It is also striking that absolute cash levels were not materially depleted to utilise the excellent buying
opportunities during the recession. They have almost consistently increased over the current
economic cycle and the point becomes clear that shareholders are missing good investment
opportunities and management should consider returning more cash to them in the form of
materially more buybacks and starting to pay dividends.

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. September 2019. Past

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

Any information which could be construed as investment research has not been prepared in
accordance with legal requirements designed to promote the independence of investment research.
Further it is not subject to any prohibition on dealing ahead of the dissemination of investment
research

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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