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“Twenty years from now you will be more disappointed by the things you didn’t do than by the ones you did do.”

Mark Twain

ECONOMIC SUPPORT

It is useful to constantly follow economic indicators to assess whether the fundamental
economic outlook stays constructive.

US — Conference Board Leading Economic Index vs Goldman Sachs Current Economic
Activity Index and S&P 500
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The most recent reading of the leading economic index (for March) in the above chart is just
fractionally lower than the preceding reading, and is still at an elevated level. This keeps the
upwards trend well in place. The current activity reading dropped but is also still at a
constructive level. The spread between the two series (the bottom section of the chart) is in
a constructive rising trend. This series usually provide a good early warning of more than two
years of an upcoming recession (see the red arrows).

US — CB Leading Economic Index vs Expected S&P 500 Earnings and Dollar Currency
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Source: Bloomberg & Stonehage Fleming Investment Management Limited April 2018. Past performance should not be used
as a guide to future performance.



The positive economic outlook along with the continuing weak Dollar currency and the tax
cuts support company earnings growth well. Expectations in this context for the coming
twelve months are close to record levels (apart from levels following the credit crisis).
Expectations are high for the current reporting season as well.

FED TO TIGHTEN

US — Employment Participation Rate, Inflation Expectations and Financial Stress Index
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The underlying forces in the US economy in the context of the Federal Reserve’s
considerations for further tightening currently seem to be benign. Whilst the overall
employment participation rate has been low for long, it is noticeable that the rate for young
people is picking up. Inflation expectations (as reflected through the breakeven rate) are
picking up and are now marginally above the long-term average. Stresses in the financial
system are also relatively low (bottom section of the chart).

US — Relationship between Fed Fund Target Rate and Interest Rates
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It is striking to notice that the historic relationship between the Fed Fund target rate and US

interest rates has been restored should we perceive the average ratio between the target rate

and the ten-year yield before the credit crisis as a fair norm (see the bottom section of the

above chart). On this basis we can expect interest rates to rise further when the Fed tightens.

It is also important to mention that we perceive this possibility in a positive light because it

rather reflects economic normalization to a real target rate rather than fears for high inflation.
Source: Bloomberg & Stonehage Fleming Investment Managegaent Limited April 2018. Past performance should not be 2
used as a guide to future performance. i&



3. STABLE BOND MARKET

Our preceding comment about economic normalization is reflected in the following two charts
considering the bond market:

US — Treasury Yield Expected in Ten Years’ Time vs Breakeven Yield (%)
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Through the zero-coupon market bond investors show us what their expectations for future
bond yields are. The green line in the above chart reflects the expectations for yields in ten
years’ time for the ten-year maturity bond. The chart also shows the ten-year breakeven yield
(the expectations for inflation), and the spread between the two series (the orange bars in the
bottom section).

We take two important indications from the chart. Firstly, the expectations for long-term
yields remain relatively stable, and secondly, the spread with the inflation expectations
remains in a downwards trend. The combination of these two reflect a stable bond market in
our view, with little anxiety.

US — Treasury Yield Expected in Ten Years’ Time vs Current Yield (%)
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The above chart reflects the same rate expectations, but in this case the spread with the
current ten-year yield. Again, the spread is in a downwards trend, not reflecting anxiety. We,
therefore, still see rising interest rates in a constructive sense reflecting a normalising
economy rather than inflation fears, and therefore being constructive towards equity
investing.

Source: Bloomberg & Stonehage Fleming Investment Management Limited April 2018. Past performance should not be

used as a guide to future performance. &k



CORPORATE BONDS VS EQUITIES

The corporate bond market is, like the sovereign bond market, an alternative to investing in
equities. Developments in this market is therefore a good barometer also of equity investing.

US — Corporate Bond Spread (%) vs S&P 500
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The spread between the corporate bond and the ten-year treasury yield is a good indicator in
the bond market of changes in fundamental support for investing in business, and therefore
equities (presented on an inverted scale in the above chart). The spread shows some
correlation with share prices, and periods when the spread remains low delivers a continuing
good performing equity market (see the bottom section of the chart).

The current spread is at a low level, reflecting a positive corporate bond market, and a positive
equity environment. These relatively low levels of spreads have historically stayed in place for
some time.

US — Corporate Bond and S&P 500 Earnings Yield (%)

=
m

—
o
~
i
-

L R e R O
il |

1985-1989 1990-1994 1995-1999 2000-2004 2005-2009 2010-2014 2015-2019

Corporate bond yields have before the credit crisis been higher than earnings yields, clearly
because equity investing would offer dividend growth whilst corporate bond payments would
stay at the issue level. This discount switched to a premium after the credit crisis in the hunt
for yield, but this premium has been shrinking recently (see the bottom section in the chart).
This spread should narrow further, arguing in favour of equity investing on this relative basis.
Source: Bloomberg & Stonehage Fleming Investment Manage t Limited April 2018. Past performance should not be 4
used as a guide to future performance. | S@IPZ



5. AMERICA FIRST

The US president’s focus on delivering for the domestic economy is apparent in the equity
market again:
US — S&P 600 and Russell 2000 Relative to S&P 500
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The shares of more domestically focused companies outperformed materially after the
election in November 2016 (we use the Russell 2000 and S&P 600 as more representative than
the more global businesses in the S&P 500 index). This is happening again since the
announcement of the trade tariffs.

It is also clear that these spurts of outperformance may be of a relatively short-term nature,
and we would be careful about a too large exposure to such opportunities. This comment is
further relevant in the context of the weak dollar, making offshore exposure attractive also
for the US investor.

6. TECHNICAL PICTURE

We showed the chart of the S&P 500 with its 200-day moving average in our previous note. It
was trading exactly on the technical support of the moving average, and has since bounced
back, now being 2% above the average. This reflects technically a healthy market rather
looking for buying than selling opportunities. This comment is supported by the following
picture:
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Source: Bloomberg & Stonehage Fleming Investment Managemfnt Limited April 2018. Past performance should not be 5

used as a guide to future performance.



The percentage of stocks dropping through their respective 200-day averages stayed above
the critical 50% level despite the fears for a world trade war and seems to be on its way up
again. This is technically a positive result. Along with this, the Relative Strength Index dropped
to its critical low 30 index level, indicating oversold equity prices. This index bounced back
quickly to the average level of 50, reflecting confidence in the equity market.

American Institute of Individual Investors — Spread of Percentage of Members Being
Bullish vs Percentage Being Bearish, with S&P 500
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It is interesting that, on average, American individual investors are only mildly (3%) bullish on
a net basis. The swings in this net bullishness index are quite a contra leading indicator of stock
market trends.

The net bullishness level rose to 40% in January with the tax cuts and dropped to a low of -18
with the announcement of trade barriers. It has since bounced back to an above average level.
The chart of gross bullishness (not shown) is back on its average of 38%. On balance, these
indicators do not reflect exuberance anymore, leaving a healthy environment for equity
investing.

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.stonehagefleming.com/qgbi

Source: Bloomberg & Stonehage Fleming Investment Management Limited April 2018. 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.

The advice we provide will all be based on and take into account a majority of product types
and not every single equivalent product within a given product category. As such, our advice
is restricted (as opposed to independent) as defined by the Financial Conduct Authority.

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 Services Board (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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