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“Luck is what happens when preparation meets opportunity.”
Seneca the Younger

1. STABLE BOND MARKET

It is striking how stable the US bond market remains despite the anxiety in February following
the strong US employment numbers. As the following chart illustrates, economic realities in
the end are more determinant of the capital markets:

US — Ten Year Treasury Yield (%) vs Ratio of Copper Price / Gold Price
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The copper/gold price ratio is indicative of both the strength and inflationary risks in the global
economy and has a good correlation with US interest rates. Contrary to many earlier fears
about runaway US inflation, this ratio seems well contained, and the ten-year treasury yield
has dropped back below the psychological 3% level.

US — ISM Non-Manufacturing PMI Index vs Inflation (%)
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It seems that the PMI data may have peaked, but we can still expect it to ‘pull up’ inflation
levels somewhat (considering the historic correlation between the two series). This would, in
our view, still be part of a standard normalization process and would not yet cause concern.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. May 2018. Past performance should
not be used as a guide to future performance.
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As reflected in the above chart, the structural relationship between US interest rates and share
prices over six or twelve months seem to remains intact. We do not detect anything
particularly out of the ordinary in the chart.

US BUSINESS CYCLE

The following chart shows a valuable US business cycle index. It is based on a combination of
the longer-term treasury vyield, the short-term treasury bill yield, unemployment claims,
employment numbers, home sales and share prices.

US - iM Business Cycles Index vs S&P 500
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Source: iMarketsignals. May 2018. Past performance should not be used as a quide to future performance.

The index’s most recent reading has spiked upwards (the red line). The 6-month growth in the
index (the blue line at the bottom of the chart) has a good record in predicting a recession
well in advance (about a year on average) when the growth stagnates and becomes negative.

This index is currently growing at +15.8%. This level has historically indicated continued
business cycle expansion with no indications of an imminent recession.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. May 2018. Past performance should
not be used as a guide to future performance. 2



We often hear comments that the US economy has by now been in an expansionary phase for
too long and proverbially that ‘no tree can grow forever’. The following charts provides
interesting perspectives in this context:

US — Length and Level of Economic Cycle (Peak-to-Peak)
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The current economic cycle may, towards the end of this year, become the longest in seventy
years. It is, though, striking that the level of recovery is still quite moderate and not yet even
at three quarters the level of historic levels of recovery. We therefore cannot simply, because
of the long duration of the current recovery cycle, take a negative view of further potential in
this context.

US ECONOMIC ACTIVITY

We follow many data series to form an impression of the risks for an imminent US recession.
Apart from auto sales numbers, these data series are currently predominantly constructive.
The following two charts are of particular value in this context:

US — Truck Tonnage Transported vs S&P 500
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Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. May 2018. Past performance shoulg
not be used as a guide to future performance. E i :



The tonnage of goods transported in the US is currently still in a rising trend, growing at +6.5%
annually. This is clearly constructive. Also, this series has historically been an early indicator of
rising risks for an upcoming recession and the peaks in share prices (see the red arrows in the
bottom section of the preceding chart). The current growth trend argues against such risks.

US — Cass Freight Volume Shipment Index vs S&P 500
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The shipment data in the above chart also show a rising trend currently. This also argues in
favour of continued economic expansion in the US.

RISING SHORT RATES

Many fear the negative effects on the US economy resulting from short rates rising more
rapidly than long rates (the flattening of the yield curve). It is too early, in our perception, to
factor in economic effects in this context. We motivate our conclusion through the next two
charts focusing on the shorter rather than the longer yield curves:

US — Ultra-Short YieI Curve (%) |
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The ultra-short yield curve has flattened, but not yet inverted. It is not clear whether it will
shortly invert, but if so, an inverted curve has historically provided a two-and-a half year (on
average) early warning of an upcoming recession. On this basis the peaks in share prices in
this cycle still seem to lie quite some time in the future.

Source: Bloomberg & Stonehage Fleming Investment Management Limited. May 2018. Past performance shouZ!

not be used as a guide to future performance. E I Z



US — Business Yield Curve (%) vs S&P 500
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We calculate the yield curve for corporates by subtracting the prime overdraft rate from the
BAA Moody’s corporate rate. On this basis the business yield curve seems to be in the process
of inverting. Whilst most businesses in this cycle have fixed their debt towards the longer end
and may not necessarily experience this effect, it may be that the capital markets rather simply
consider this macro data (rather than company specific data) and we would therefore be more
cautious for higher geared businesses.

Despite the preceding comment, this curve has historically provided a three-year early
warning of a recession (on average) and as reflected in the chart, share prices continued to
rise for extended periods after the reversions of the curve (see the orange arrows).
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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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