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"Difficulties strengthen the mind, as labour does the body."

Seneca

US ECONOMY

We keep monitoring US economic indicators to form an opinion of the level of risk for an
upcoming recession, and therefore for a potential peak in share prices:

US — Conference Board Leading Economic Index & Goldman Sachs Current Economic
Activity Indictor vs S&P 500
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The above leading economic indicator seems to be rolling over but is still at an elevated level.
This remains supportive of equities. The current economic indicator also remains at an
elevated level. Along with this, the spread between the two series remains in positive
territory. This spread has historically provided a very early warning of an upcoming recession.
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Source: Bloomberg & Stonehage Fleming Investment Management Limited. August 2018. Past performance
should not be used as a guide to future performance.



The Philadelphia Fed’s leading economic index started rolling over a while ago, but remains
at quite elevated levels. This index is also an effective tool to identify the structural peaks in
share prices (at a 0.9 reading). The current reading is still above its long-term average and
does not provide any alarm yet.

COMPANY RESULTS

The second quarter reporting season has almost completed. 91% of the S&P 500 companies
have already reported, and 84% of the 380 European BE500 companies that report quarterly

have done so. The results thus far are as follows:
BE 500 402018 Results (11 Aug 2018)

S&P 500 202018 Results (11 sug 2018)

Surprise Factor|# +ve Surprises Growth Surprise Factor | # +ve Surprises
Sales 11.1% 1.4% 70.7% 5.9% 0.6% 59.0%
Earnings per Share 25.6% 5.5% 83.6% 5.6% 1.1% 52.4%

US company results in general outperform even the high expectations the market had.
Whilst bottom-line earnings benefit from lower tax rates, it is especially pleasing to see the
double-digit growth in top-line revenue numbers, clearly reflecting the current supportive
US economic backdrop. Against this, European results appear quite pedestrian, with a more
muted surprise factor.

Some sceptics opine that this may bring us close to a peak in US earnings. We have illustrated
in an earlier note that, in terms of economic growth, the US economy’s level of recovery
during this cycle may still have some way to go. We have also calculated the following
comparison in terms of S&P 500 earnings by considering the level of growth from one peak
in the earnings cycle to the next:

S&P 500 - Growth in EPS from Previous Peak to Current Peak

1989 2001 2007 2018 (?)
Neminal Terms 47% 116% 4% 53%
Real Terms 26% 55% 36% 26%

The current level of earnings growth since the previous earnings peak (+26% in real terms)
has only reached the lowest level of previous cycles (the one ended in 1989) whilst the US
leading economic indicators remain constructive. We would therefore not support the view
of being close to a peak in earnings.

In this context, the following chart reflects analysts’ expectations well:

S&P 500 — Trailing and 12 Month Forward Consensus Expected Earnings (S)
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Expectations for earnings growth continue to be revised upwards, now at +23.4% see the
preceding chart). Barring a particularly negative economic event, this should continue to
support share prices.

(%)

S&P 500 Capacity Utilisation vs Operating Margin

(%) uonesyun Aoede)

'97]'98 | '99 | '00 | '01 | '02|'03|'04 | '05|'06 | '07 |'08|'09  '10 | '11|'12|'13 | 14 '15|'l6 | '17

As we could have expected with the strong organic top-line growth, capacity utilisation is
slowly recovering off a relatively low base. This has caused operating margins to recover well
to record levels. With capacity utilization still relatively muted, we can make a case for
margins to reach new record levels in the coming year and continue to support earnings.

GROWTH ENGINE

Because of its critical importance to the US economy, we keep updating our data on
consumer consumption. Recent observations in this context remain constructive:

US — Consumption Growth (%) vs S&P 500

Nominal Consumption
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Consumption growth historically peaks well before the peak in share prices (see the red
arrows in the above chart). The levels of consumption growth have been more muted since
the credit crisis but is currently in a rising trend. This remains supportive of the US economy
and share prices.

It is worth mentioning that US and (equally importantly) Chinese retail sales are currently
growing at +5.1% and +13.2% respectively (both in USS terms, on twelve-month data).
Source: Bloomberg & Stonehage Fleming Investment Magagement Limited. August 2018. Past performances
should not be used as a guide to future performance. SIQZ



4. BUSINESS EXPANSION
It is good to see that US companies are starting to invest and expand their capacity:

S&P 500 Companies Capital Ependiture (bn) vs S&P 500 Price Index
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The current growth in capital expenditure (capex) for S&P 500 companies is accelerating,
now at +12.5%. Nominal numbers are back at record levels. Interestingly, the overall US
capex growth is now at +7.5%, implying most of these investments/expansions are
happening in listed companies where we can share in the potential outcome.

Historically the swing to positive capex has been very positive for share prices (see the
vertical lines and the green arrows following those events). Also, in this context, US durable
goods orders are now growing at a healthy +7.3%. This is also reflected in the elevated levels
of the CEO confidence index (currently a fifth higher than its long-term average).

These positive sentiments reflect well in US small company data:

US — Small Company CEO Optimism Index, Light Truck Sales vs S&P 500
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The small company optimism index is at a record level. The small company ‘good time to
invest’ index is equally at record levels. This is also the case for light truck sales, currently
growing at +5.2% on twelve month rolling data.

All three of these indices have historically provided early warning signals against upcoming
recessions (see the red arrows) — which they clearly do not do currently.

Source: Bloomberg & Stonehage Fleming Investment Manggement Limited. August 2018. Past performance 4
should not be used as a guide to future performance. S I Z



5. CURRENCY RISKS

We have written recently about the technical breakthrough the US Dollar made. This
strength continues, and seems to attract more currency investors:

US Dollar Currency Non-Commercial Futures Contracts vs Dollar Currency Value
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The net number of long less the number of short contracts has been neutral for a year
(second half 2017 and first half 2018). This net number has recently been rising sharply, and
along with that the value of the currency reflecting this directional change closely (see the
highlighted area). The strong economy and rising interest rates may further support this
trend. Apart from the potential restraint on the US economy and world trade that a too
strong Dollar may cause, the effect on emerging market currencies can be very detrimental:

| DoIIar Currency VS Emerglng Market (EIVI) Index and EIVI/L|ra Currency
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The strong Dollar has profound effects on EM currencies. Our chart above further shows the
Turkish Lira specifically in the context of the EM currency index, and how weak it has been
even against those currencies. All this further increases our conviction to rather invest in
emerging economies through globally operating businesses — imagine an investment now in
a pure Turkish franchise. The Istanbul Borsa 100 index delivered a return of -42% over the
past three years compared to the MSCI World’s return of +32% in Dollar terms.

Gerrit Smit

Partner - Head of Equity Management

Stonehage Fleming Investment Management Limited

Source: Bloomberg & Stonehage Fleming Investment Management Limited. August 2018. Past performance
should not be used as a guide to future performance. 5
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T +44 20 7087 0000

Email gerrit.smit@stonehagefleming.com
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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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