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“To see things in the seed, that is genius.”

Lao Tzu

MARGIN RECOVERY

The current strong US earnings season has delivered a striking feature — the strong margin recovery.
The Operating Margin has already recovered to a record level. This implies that top-line recovery has
compensated well for cost rises. The fact that record profitability has been reached may be a surprise
to many.

S&P 500 — Operating Margin vs Capacity Utilization (%)
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A further striking feature is that this profltablllty has been reached despite overall capacity utilization
still at relatively low levels. As economic expansion continues and capacity utilization rises further, it
can probably absorb further cost pressures and support profitability further. All of this bodes well for
further earnings growth.
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S&P 500 — Operating Margin (%) vs US Corporate Profits as ratio of US GDP
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The ratio of US Corporate Profits against the overall GDP logically is correlated with the Operating
Margin, as reflected in the above chart. This ratio is currently lagging the Operating Margin, and
suggests further room for profit expansion. We believe all this argues in favour of equity investing.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. August2021. Past performance
is not a quide to future performance.



S&P 500 — Historic and Expected Earnings vs Forward P/E Ratio
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The yellow line in the above chart reflects the historic S&P 500 earnings. Following the recent
excellent results season, a full recovery from the pandemic slump has now been achieved. In fact,
the current earnings level is already 13% above its earlier peak level.

The orange line reflects the analyst consensus earnings expectations over the coming year.
Expectations continue to rise, most recently at an even more rapid rate. The level of $200.2 a year
from now reflects further growth of over a quarter. Although this level is half the current growth

(+57%, the yellow bars), this is still very strong growth — off an already high base. Despite the rising
share prices, the S&P 500 forward P/E ratio is already in a healthy derating process (the blue line).

INFLATION FEARS

We share the Federal Reserve’s opinion that the current high US inflation levels may rather be
transitory than structural. The following charts add further perspectives:

US — ISM Manufacturing Prices Paid (S) vs Inflation Expectations (%)
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Inflation expectations (as derived from the five-year breakeven rate) seem to be rolling over from
recent elevated levels (the blue line in the chart above). This series correlates with the ISM
Manufacturing Prices Paid (the orange line). The latter seems to also be rolling over following its
record recent level.

Source: Bloomberg & Stonehage Fleming Investment Magggement Limited. August 2021. Past performance )
is not a guide to future performance. I SLIIZ I



Commodity Prices — Indexed to 100 on 7 May 2021
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Supply line complications are a major threat to cost issues in the current economic recovery. The US
Lumber Price was the first victim in this context as the US economy reopened. The price increased in
multiples and then peaked on 7 May.

We have indexed several commodity prices to this date in the above chart, with striking results.
Lumber has since dropped by 70%, close to its level immediately prior the pandemic. More
importantly, the price of Iron-Ore has fallen by almost a quarter and Copper by almost a tenth. Gold
also seems to be easing. Whilst some prices are still rising, these may be early confirmations of
inflation in process of maturing.

DOLLAR CURRENCY

Many commentators have been concerned about a potentially materially weaker Dollar.

Dollar vs 50- and 200-day Moving Average
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Technically the Dollar has recently registered a Golden Cross event — historically an argument to stay

on the currency’s side. This view is also reflected in the Dollar futures market where the number of
long contracts exceed the number of short contracts at an accelerating level since June.
Source: Bloomberg & Stonehage Fleming Investment I\/Iaxgement Limited. August 2021. Past performance 3

is not a guide to future performance.



Dollar vs US/German Treasury Yield Spread (%)
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One of the strong arguments in favour (or against) a currency is obviously the level of domestic

interest rates compared to international rates. The above chart reflects the spread between the US
and Germany’s 10-year Treasury yields. Despite the lower recent US yields, the current spread still
argues in favour of the Dollar.

We would be cautious to bet against the Dollar on shorter term considerations.

FINANCIAL STRESSES

We follow a number of stress indices to asses the risks in the capital markets:

MrriII Lynch GIbaI FianciaIStress index vs MSCI Worl Index

X2pUJ SSa41S 1elduEBULS 189019 W ¥od
XSpul Auunod 1Y P1HoM IDSIK

P P P e P A P AP

The above stress index reflects a cross market index of risks derived from hedging demands and
investment flows. A level below zero reflects below average risk (the chart is presented on an inverse
scale). It is currently at a minus half standard deviation away from average, a supporting level for
further share price performance.

The following chart considers the VIX equity and SKEW bond market volatility indices. The ratio
between the two is a handy stock market risk indicator:
Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. August 2021. Past performance 4
is not a guide to future performance. I S,]I? I



VIX and SKEW Volatility Indices vs S&P 500

..... A 40 <r140

-

| v

_——— S WS [ -

:;.____

<D o Tt T o - T |
P A P PP AT

The VIX/SKEW ratio (bottom chart) is currently in a rising trend, and at an attractive level. This seems
supportive of the S&P 500.
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Along with the technical indicators, the more fundamental ones in the above chart (Yuan Currency
strong, US Corporate Bond Yield low, US Yield Curve at a reasonable level, Bund Yield recently close
to zero), seem to reflect the overall capital markets picture to be in fair shape with no clear warning
signals.

Gerrit Smit
Partner - Head of Equity Management
Stonehage Fleming Investment Management Limited
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www.stonehagefleming.com/qgbi
Source: Bloomberg & Stonehage Fleming Investment Management Limited. August 2021. Past performance

is not a guide to future performance. I 5
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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). Approved for distribution in Jersey by affiliates of Stonehage Fleming
Investment Management that are regulated for the provision of financial services by the JFSC.
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