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Objective

The objective of thisreview is to provide anoverview of global economicvariables corporate
fundamentals interest rates and central bank polidhis informationcan then be applied towardssset

allocation decisiosandthe identification offurther areas of research.

Macro-Economic

Global GDP growthasbeen too slow following the financial crisis of 2008, prompting major international
institutions such as the BIS, IMF and the OECD to become increasingly vocal sngpestionghat

governments shold take proactive action in terms of fiscal policy to aid their economies. The main reason

behind their pleads that, notwithstanding the unprecedented stimulus provitiey monetary policy,

economic growth istill low, thereby leading to higibebt/GDP atios. In light of increasingly deflationary

pressures, debts will becommsustainableThe chart hereunder outlines how growth rates in the United

States, Europe and Japan have been sloaittfor range boundg KA £ & (i / K &g ib de&eady2 6 1 K N

Therefore, it is important to assess why growth rates have been persistently low over the last few years.
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Debt to GDP

Government, Private Sector & Household Debt % GDP Private Sector & Debt YOY % Growth
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A significant contributorto the low GDPgrowth rates are Iigh levels of Debt/GDP ratiogn the
expansionary economic phase leaglinp to the crisis of 2008, deficits failed to be reducksghving
governmentswith limited ability to apply fiscal policy initiatives to counteract the deleveraging and
contractionary effects of the recession. Although significant resources were allotatds banking

sector, litttewasdone in addressing the contraeti in othersectorsof the economy

A salient poinfrom the datais that although debt is growing between 2% to 3% a ytbés is not being
translated in higher growth rates. The focus should Ib@tolely on the quantity of debt but also on the
gualitative nature of the debtThe debt issugis not producing a return that is commensurate with the
repayment of interest and apital, since a large proportiois being deployedowards entitlement
programs that add little value to the econonprogramsthat areincreasingly difficult to reverse due to

political ramifications.

A good example of this are the troubled Europeaoromies commonly known as the PIIGS (Portugal,
Ireland, Italy, Greece and SpaiA)l countries forming part of the Eurozone have to abide by the rules
outlined in the Maastricht Treafyith the two main pillars of the treaty being Debt/GDP ratios of 60%
and budget deficits that do not exceed 3% of GDP. The treaty was the bedrock for the creation of the Euro
and laid outthese rulesto promote price stability in the region lyjiscouraging participating countries

from pursuing inflatiomry policies and cuency devaluations, a requirement strongly adhered to by

Germany following the Weimar Repulttigperinflationepisodebetween June 1921 and January 1924.
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Following the introduction of the Euyéhese countriegPI1IGSjound their cost of borrowing decreas
considerable due to a substantial reduction in foreign exchange Attk®ugh countries meet the criteria
established by the treaty, these targatere on numerous occasions meet by the privatization of public
corporations which left a windfall in gov@ment coffers but also created a short fall in government
revenues through the loss of dividenddnstead of taking advantage of the lower borrowing ctist
implementing structural reforms, countries such as Spain, Portugal, Italy and Gerewed
unswstainable entitlement programs. When the recessionthiése countries were found unprepared due
to the uncompetitiveness of their industry, rigidity of labor laws and liabilities that could not be paid. The
common currency (Eurplp to this point ablessing immediately became a headache because these
countries could not use their preferred tool, currency devaluattonwork themsédves out of the
recession.Unable to use currency devaluatiors] economic adjustments had to be neadhrough

spending cts to avoida default leading to even weaker economic growth.

These challenges resulted in negative to lagrowth all acrosshe Eurozonenot onlydue to lack of
confidence butalsobecausea lot oflegislativeeffort and energywasdevotedin devising bailout packages.
The structure of the European Uniamith a central planner, a common central bahlt with no common
capital market leads to rigidity in dealing with these situatia@specially in the context of the Maastricht
Treaty. Theenactmentof a common policy to deal with all these different economic structures, cultures
andvaluesamplify economichallengedeading topolitical gridlock unrestand in a number of casdle
emergence ofar right wing politicsIn addition, the imbility of countries in the Eurozone womplete a
properdebtrestructuring and/orthe abilityto get proper debt relief had a material impact economes
leading tono improvementsin Debt/GDRatios albeit with someimprovement in budget deficitdue to

cost cutting.

It is evident that theelativeoutperformance of the United States economy versus the European economy
comes down to the incresed flexibilityin labor markets, deep capital markets and a more harmonized
economy. Howeverit should be noéd that oth Europe and the United Stateseain need of deep
structuralreforms in the form of higher research andweklopment, infrastructual spending and worker

training that could boast growth through productivitydtherefore lower the debt burden

The expansion of fiscal policy which is being advocated by major international organizationscsinguld
the primary objectiveof structural reforms in Europe armskcondly targeinitiatives that can support

economic growth in the long run.
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The limitatons imposed on the economy by unproductive debt also manifest themselves through interest
payments representing a bigger share of GDP. In an economy with a debt to GDP ratio of 200% and an

interest rate of 2%, 4% of GDP will be absorbed by interest pay@nArgituation represented by Japan.

Productivity
Private Sector Investment Labour Productivity
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Since economigrowth isa functionof increases in produivity and workforce population, it is helpful to

look at measures of productivity to assess the prevailing tseitle chart above showtisat year on year

growth in productivity has been decliningoncurrent with a decline in private sectorvestment
Investment is a critical driver of productivity, due to betiducation of the wdkforce, advances in
technology andncreased efficiencyf resources Demographics also provide valuable insight, although
they are long term structural forces that are more difficult to influence.

CKS MpdpnQad FyR SI NI & Hbysizeabldmakginaifis indeSfhglogiCakatviidce® i S N T ¢
leading toequally sizeablinvestmens initiated bythe private sector to maintain competitiveness. This

led to increases in productivity ranging betwe&%4% on a year on year basis thereby supporting
economic growthThelasttwo decades wereharacterize bythe rise of globalization and the emergence

of emerging markets such as China, India and Brazil together with a host of other emerging economies in
Asia and Latin Americalthough his development supported global aggate demandijt also led to
increases in global capacity and over investment, especially in emerging markessovercapacity
coupled with low consumption growtfthart below and increased regulation, is unlikely to be supportive

of near terminvestment from the private sector, untilapacity is absorbed or retired and/or consumption

resumes a healthy growth clip.
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This void has to be filled and government initiatigd®uld be initiated to propel productivity. History
teaches us that public sector investments such as the interstagfieNay project and the space program

all contributed to advances in various sectors of the economy, directly or indirectly.

Age Dependency Ratios as a % Working Population Personal Comsumption YOY % Growth
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A look atdemograplic profilesrevealsthat age dependency ratios airelong termuptrend, most notably

in the developed worldleading to ashrinking laboforce and a reduction in potential output.

Inflation

The policy response to thereat Recessionf 2008 was aeduction in interest rates and thexpansion of

central bank balance sheets through thmaplementation of quantitative easingrograms. @e of the

major concerngf these injectionsof liquidity, was that this wouldead to higher inflationHigher liquidity

leading to higher inflation isased on the economic principle that all else being egadligher quantity

of money supply chasing the same amount of goods and services should lead to higher prices and
therefore inflation. So, why has inflation not materializettfereason ideleveragng. The leveraging of
central bank balance sheets was meet with a corresponding deleveraging of household and corporate

balance sheets, leading to pressure orinflation and inflation expectations.

In the years leading to the financial crisignerging markets, mostotably China had their GDP Growth
propelled by anunprecedentedinvestment boom This contributed to a lot of excess capac®ther
emerging markets such as Brazil also took advantage ofdtreng currency and borrowed USD dod

that have been funneledio capacityexpansion
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Capacity utilization
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Nonethelesspver the last few yearssapacity utilization has been trending higher in Europe and the
United States.The divergence between the European measure of capacity utilization and the United
Statessince 2015 can be attributed to the contraction in the oil and gas industry in the United States which
coincided with the drop in the price of @ihd capacity coming offline. The following table shows the
increase in the job growthnd subsequendeclinethat was experienced during the last decade in the oil

& gas energy sector.

Oil & Gas Energy SectoAll Employees (000's)

Year FEB FEB FEB FEB FEB FEB FEB FEB FEB FEB FEB
Month 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
No of

Employees | 130.00 | 141.70 | 155.00 | 164.40 156.40 | 164.20 182.60 | 194.90 | 195.50 | 197.20 | 179.70

% YOY
Growth 5.61% | 9.00% | 9.39% | 6.06% | -487% | 4.99% | 11.21% | 6.74% | 0.31% | 0.87% | -8.87%

Source: BLS Data Seri

Assuming that theéecentrebound in commodity prices is sustainable and job growth is resumed in the
energy sectorpoth the US and European economig#l be approaching the upper boundf capacity
utilization.In orderfor inflationary pressures to emerge frofull utilization rates, employment and wages

play an influential role
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Employment Indicators
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The chartaboveshows themarkeddifference in the labor markstof both countries. The U&conomy
has almost reach the point of full enggiment whereas Europe still has ample room to reach full
employmentat approximately7%.In addition labor cost are increasing at a higher ré#€%)in the US
compared with Europé+1.3%), thereby indicating that any wage cost inflation has a highezlilood of

materializing in the United Statélsan inEurope.

Corporate Profits & Wages % of GDP
50% — . . = — 14%

i i ] L 13%
Profits % of GDF (rhs) H H i L
] rorits 36 o GIR (rhs I ! : ; \ I
4 H H H T 11%
46% - C
1 L 10%
a44% Wages %OfGDJ%(H')Sj

— 9%

] : \/ : ! [ 8o
42% i i i r

1 i v i ] - 7%

40% T T T T T T I T I T - 6%
2007 2008 2009 2010 2011 2012 2013 2014 2015
| WAGES % of GDP: United States CORPORATE PROFITS % of GDP: United States |

Source: Thomson Reuters Datastream

In the US economy,ighh capacity utilizationlow unemployment rate and wage cost pressures could
portend to inflationary pressurefiowever inflation will materializef corporations are ale to pass these
higheroperatingcost via price increases of their products and serviltesther words, can corporations
maintain their profitmargins?Judgng from the above chart outliningorporate profit and wages as a

percentage of GDRprporatiors are absorbing the costs vizgargin compressiorit should also be noted
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that companies have varying degrees of control in the transmission of higher cost into higher prices.
GCompanies focused on thproduction andsale of commoditiehave theirselling pricesletermined by
international markets, companies involved in old economy prodaigexperiencingnargin compression

due to increased competition from emerging markisaving them with few options but to merge timd
additionalsources okfficiency while other specialized sectors such as engineering and services tend to

enjoy more pricing power.

Another element of inflationary pressures is the velocity of money. This economic indicator shows how

much one unit of currency changes haridghe economy a measure of thenultiplier effect. A similar

interpretation ishow much a unit increase in money supply generates in GB® chartoutlinesthat a

US $1 increase in monetary supply produces $1.35 in GDP, in Europe the ratio showsthata y ONBS | & S
Y2y Seé adzllui @ O2 NNE & LR y RThis iddgator shaws thateflationafyGaidd-aieS Ay D
still present in bol the European and US economiéslation is unlikely to take hold without increases

in this indicator therefore, it should bemonitored carefully bacause subtle changes can have material

impacts on inflation readingsnd consequnetly real rates.

Velocity of Money Commodity Prices & Inflation Rates
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Commoditiesare another source of inflationThe chartaboveshows the relationship between the CRB
index and the rate binflation in the United States and Europ&he rate of change in the price of
commodities has been indowntrendsince 2011As mentioned in the previous sections of this report
this could be attributed to thexpansion of capacity in emerging markeiscase in point ithe increase
in steel production in China and tre@lvent of shale oil in the U@sulting in excessupplies inboth
markets without any correspondingncreases in aggregate demand. The price declines 4, Z01 5and
the subsequent iy in 2016 should be carefully evaluatethe introduction of steel production on the

upcoming G20 agenda and recent data by the EIA outlining an improvement in the demand/supply
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imbalances indicate a bottoming process. Therefore, although deflationagspres from commodities

are waning, inflationary pressures are also unlikely in the next few years due to the low level of growth.

CorporateFundamentals

In the precedingections wdocused orthe macreeconomicenvironment.Atthis point emphasis sould
be placed oncorporate fundamentals tdetermine whether thedata issupportive ofaddiional strength

in financial markets and whether financial instruments have drifted from their true economic values.

Thechart belowoutlines year on year percentage changasoperatingearnings(EBITEarnirgs before
Interest & Taxation) andet debt, together with the mterest coverage ratio foithe United States and
Europe (excl. United Kingdortgtal market indicesThese indices have a larger constituent base and
should povide a more accurate representatiarf the total economy The data showthat EBITgrowth
has been declining significantly in the US withahaualgrowth ratenow negative InEurope the growth
rate has been in negative since early 204t has sincéeenrecoveingwith declining negative growth
rates Coincident with this developmentJS companieBave been increasing their net deat aclip of
8% 10% since 201@ith no corresponding increase in earnirgg®wth, whilst in Europe net delgrowth
hasbeen negativesince 2012 but as with earniaghe negativegrowth rates are getting smalleThis
failure of earnings growth to keep pace with net debt growth also exgpliia declinein the interest
coverage ratidn the USHowever, thesdnterest cowrage ratiosare in the context of historically low
interest rates.In addition, the data also suggest that US corposdiave used this increase in delbo
finance dividends and buybacks. The current pace of dividends and bgydrackimply unsustainable

without animprovement in earnings growth.



Financial Markets Review

150%

100%

50%

0%

-50%

-100%

40%
30%
20%
10%
0%
-10%
-20%
-30%

E U0 O 9~

w

Corporate Fundamentals
. - 150%
1 EBIT YOY % Growth -
= = E 100%
el SO At TN ] r_f”\nf*”\q\w_“ R :
1 - [ —_ oA s N L 0%
] - = W W:
= - -50%
. T T T T T T T T L -100%
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
| 1Y % change of EUROPE EX UK-DS Market - EBIT 1Y % change of US-DS Market - EBIT
7 = — 40%
E M Net Debt YOY % Growth E 30%
: 3 _ E 20%
el E 10%
3 f E 0%
E E -10%
3 E 20%
E i i E 30%
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
1Y % change of EUROPE EX UK-DS Market - Net Debt 1Y 2 change of US-DS Market - Net Debt
= - 7
] Interest Coverage Ratio [
o F 6
3 , : E s
E E
] — i F 2
T T T T T T T T T T T T T T T T T T T T T T T T T T T
2006 2007 2008 2009 2010 2011 2012 2013 2014
——— EUROPE EX UK-DS Market - Interest Coverage Ratio ——— US-DS Market - Interest Coverage Ratio
Source: Thomson Reuters Datastream

10



Financial Markets Review

Declining earningand increassin net debt supportthe factthat recentmarketreturns have been drive

by multiple expansion. One of the most popular measuresqofty valuation is the P/E ratidhe chart
hereunder depictshis measure of valuation fd8&P500 composite and titeuropean Total Market Index
(excl.UK) The Shiller P/E ratio which provides a more accurate measure hyalzing earnings for
inflation is keing used for the S&P500he main inferencérom the chart is that based on thisluation
measure both the US and European markets are overvalued compared to their long term asdvage
the extent of overvaluation is more pronounced in the case ef 8&P500. Based dheselong term
averagesind assuming a revision to the meargould be implied that a fair value for the S&P500 would
be approximately 1600whilst in Europemean reversion would imply a level 8788 an overvaluation

of approximatdy 23% and 9% respectively.
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