Market Perspective

Unfinished business | Even lower for even longer?

Issue 116 | February 2020

S —
— —
— —— —
— ——
— —
— —
— — e ———
— —— e ————
—_— e ———
— —_— e ———
— e
e
— — —
— — —_—
————

— e
= —
——
= —
= —
— —
= = = —
= — —
== —
— e — —
=
= = e ———
= —
= — =
— — —
— — =
— e e —
— —
— — — .
——— — s,
S — .
— (
— _———— —
e
—_— ——
— B ——
— —
—————

klv-

N

Rothschild & Co

Wealth Management



Foreword

Groucho Marx said he would refuse to join a club that would have him as a
member. Tactical investors take note - if your market view is greeted with
open arms, you may not be joining a sufficiently exclusive club.

Specifically, if everyone is positive, who is left to drive prices higher? It may
be too late to buy, so would-be contrarians have to sell instead. And at the
turn of the year - and very unusually for this most unloved cycle - that’s
how it was starting to feel.

With good reason, to be fair. The two-year-old global slowdown seemed
to be bottoming out; the risk of a bigger downturn was muted by the US-
China trade deal; and political uncertainty had fallen. Yet monetary policy
still seemed pinned to generosity overdrive.

Some of this might have been hard to predict, but the stock market’s
response was not. This left us agreeing with the newly positive consensus,
but pondering whether it was indeed too late to take tactical advantage.
Valuations were firmly - though not prohibitively - on the dear side.

Then along came a threat we’d all but forgotten: a possible pandemic.
Markets often ignore humanitarian issues unless they affect business,
but that is exactly what the illness - and the authorities’ understandable
response - is doing by scaring customers and suppliers and keeping them
at home.

Until contagion and fatality rates are clearer, it is premature to suggest
the threat has peaked. Nonetheless, we suspect it will do so in the weeks
ahead, and see the sell-off restoring some near-term market headroom. In
the meantime, our thoughts are with those affected.

Longer term, of course, positioning and mood are less important. And
even after a strong year and decade, we still feel that stocks could deliver
inflation-beating returns for investors able to take such a far-sighted view.
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Kevin Gardiner

Global Investment Strategist
Rothschild & Co Wealth Management
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Unfinished business

Slowdown was a mid-cycle event

It is too soon to be sure the global slowdown is
done. Data are still best described as patchy. But
two years is par for the course - like the preceding
acceleration - and we need good reason to expect
things to worsen much from here.

A resumed escalation in trade tensions is still
possible. The US-China deal is partial, and
imperfect, and President Trump still has that
Twitter account - we take nothing for granted.
But the deal offers temporary respite at least.
And if China does buy the extra US exports, it
might add 1% to US GDP over two years.

Since 2016 we have suggested that the range
of possible outcomes on trade are not all bad.
It is China, not the US, whose economy is the
most closed, and which has gained most from
the post-2000 status quo. Mr Trump has been
undiplomatic, but has had a point. China knows
it, just as it knows that eventual liberalisation
remains in its own best interests.

The deal could collapse. But it could also herald
an improved trade regime, much like when
President Reagan blustered his way into military
détente with the old USSR in the 1980s.

Meanwhile, this record-breaking US expansion
has few excesses in need of correction -
consumers, banks and inflation have been
well-behaved throughout. And some of the
slowing reflects specific difficulties faced by two

Figure 1: Wuhan virus - some perspective

important cyclical sectors - global autos and US
airframes - rather than any macro malaise. Their
recovery is impossible to predict confidently -
but when it happens, it will likely be V-shaped.

Policy is also friendly. In 2019, the Federal
Reserve, together with the European Central Bank
and the People’s Bank of China, delivered extra
monetary stimulus - in a monetary climate that
was pretty benign to begin with. Such insurance
is far from infallible, but it may help a little. And
fiscal policy is also turning more pro-cyclical in
some big economies - including the UK.

Some revival in global growth is arguably now the
default - the burden of proof increasingly lies
with pundits who still expect a more dramatic
retrenchment. Meanwhile, US corporate earnings
seem to have been growing again in late 2019.

The Wuhan virus does pose a new near-term
risk - it will hit the Chinese and regional
economy noticeably (though relief spending will
provide some cushion). And rising markets have
delivered profits to be taken.

But such epidemics do not last long, and the
human cost might best be considered alongside
the ravages of more ‘routine’ ilinesses and
accidents. It may prolong this mid-cycle turning
point, but if so makes an eventual reignition
more likely, not less.

How does China’s recent viral outbreak compare with previous epidemics?

First Outbreak Number Number of Mortality

case ‘over’ infected related deaths rate (%)
Spanish Flu 1918 1920 ~500m ~50m 10
SARS Nov 2002 Jul 2003 8,096 774 10
Swine Flu (HIN1) Mar 2009 Aug 2010 10-200m >18,000 -
MERS Apr 2012 - 2,494 858 &5
Ebola Dec 2013 Jun 2016 28,616 11,310 40
Influenza in 2018 (US only) - - ~45m ~61,000 0.1
Wuhan virus (nCov-2019) Dec 2019 ~30,000 563 2-3

Source: WHO, CDC, JPM, Rothschild & Co
Note: Wuhan estimates as of 6 February 2020.
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Even lower for even longer?

We think an uncertain future still needs to be discounted... and eventually will be

“Gentlemen,” | said, “I've studied the maps,

And if what I'm thinking is right

There’s another new world at the top of the world
For whoever can break through the ice”

Josh Ritter, ‘Another New World’

Last year’s ‘summer of love’ in the global bond
market, and the U-turn in US monetary policy,
once again underlined the gap between interest
rate reality and expectation.

In fact, interest rates have now been unusually
low for a decade. The gap between nominal GDP
growth - an approximation of ‘normal’, perhaps
- and interest rates has been trending at firmly
positive levels in recent years (figure 2).

We don’t mind admitting we’ve been surprised.
We're in good company. More importantly, it has
not stopped us from seeing value in stocks - the
main source of inflation-beating returns in most
balanced portfolios.

We wrote about this topic in September, but
make no apologies for revisiting it so soon.
Conscious of being such stale bears of bonds,
we are trying to keep a more open mind. Might
today’s rates after all be sustainable? If so, what
might they mean for client portfolios?

Another new world? Roundtable discussion
Are we missing something? As part of our due
diligence, a recent roundtable here included two

Figure 2: The interest rate shortfall

external and firmly independent guests - an
eminent economics professor with monetary
policy experience and an asset allocator from
a big sell-side bank. But there was little talk of
another new world.

The current situation admittedly looked pretty
stable. Today’s rates and yields may not last
forever, but there is no obvious sign of an
imminent regime change. The phrase “local
equilibrium” featured.

A shortage of “safe” assets relative to demand
was mooted - a result of the prudential political
climate. Debt issued by the most highly rated
governments has been rising, but has fallen
short of global demand. Some of the underlying
drivers may have been in place even before the
Global Financial Crisis.

For example, much recent economic growth

this century has come from emerging countries,
whose own bonds are not (yet) perceived to

be “safe”, which has added to net demand for
developed country bonds. Since 2008, of course,
the squeeze has been augmented by central
bank buying through quantitative easing (QE).

There was scepticism - and not just from us -

about “secular stagnation”. Output growth may
be under-recorded (perhaps by 0.5 percentage
points per annum), most likely because of

The gap between nominal GDP growth and interest rates in the US, Germany and UK (%, 5-year moving average).

Nominal GDP growth less short-term (policy) rates
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Source: Datastream, Rothschild & Co

Past performance should not be taken as a guide to future performance.
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the more “virtual” modern economy. It was
suggested that patent applications show no
obvious sign of a structural slowdown.

In discussing potential destabilising shocks,
there seemed to be more deflationary ones - in
which case, the most likely policy response to
any renewed slump would have to be fiscal, not
monetary. Government reluctance to use today’s
low yields to boost infrastructure spending is a
bit puzzling.

It was suggested - again, not just by us - that
there may be fewer “bubbles” out there than
pundits suggest. Bonds may not be a wealth-
preserving investment at today’s prices, but likely
losses to maturity do not deserve that label.

Turning to stocks, it was noted that some markets
are currently positively inexpensive, including the
UK, Germany and Spain. The US market is more
obviously pricey, but not prohibitively so.

We also discussed the impact of low yields
and greater life expectancy on defined benefit
pension schemes; the varying distribution of
risk appetite across geographies (rather than
cohorts - ‘new’ money is no more risk-taking
than ‘old’); and a suggestion that philanthropic
investing is spreading.

Previously, we've suggested several possible
reasons for today’s interest rates regime:
 secular or cyclical disappointment on growth;

* ‘supply-driven’ growth (as opposed to the
demand-driven, Keynesian establishment
sort), which can coexist with falling consumer
prices (deflation);

* lowered ‘time preference’ (if society takes the
welfare of future generations more seriously,

Figure 3: When was ‘normal’?

Global real interest rates and fitted trend, 1311-2018 (%)

and/or if today is somehow seen as more
uncertain than tomorrow), and/or ‘production
possibility frontier’ (if corporate profitability
were trending lower); and

* the flow-based ‘distortion’ discussed here.

The last of these is the one we've largely opted
for to date. That seemed to be our guests’ view
too - but none of us saw that picture changing
anytime soon.

Suprasecularly speaking...

Another form of outside advice we may need to
heed is the academic literature. There has been
an intriguing new addition to the debate.

A Bank of England working paper by Paul
Schmelzing - Eight centuries of global real
interest rates, R-G, and the ‘suprasecular’
decline, 1311-2018 - presents, for the first
time, a continuous, weighted series of global real
interest rates from the 14" century.

It is a daunting feat of scholarship, and getting
widespread attention. And here’s the thing. The
data seem to suggest that ‘normal’ doesn’t exist
- and never did.

Over the full period, Schmelzing’s global real rate
averages 4.6% (on top of inflation of 1.6% per
annum). But even the most cursory look at his
charts shows that the series is not stationary: it
slopes downwards (as does the volatility of both
real rates and inflation).

Starting at around 13% in the early 14" century,
Schmelzing’s identified trendline slopes down to
almost zero now, at an average annual decline
of 1.6 basis points (0.016 percentage points
per annum).

IPYAN
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—Global real interest rates

Source: Bank of England, Rothschild & Co
Past performance should not be taken as a guide to future performance.
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Most of today’s real rates of course are negative,
sitting just below that trendline (he works in
terms of seven-year moving averages). But if we
extrapolate the line into the future, it suggests
that negative real interest rates will become

the norm, not the exception, within many of our
younger clients’ and colleagues’ working lives.

On this view, today’s interest rates may not be
that unusual, but merely the shape of things to
come. We just got there early, maybe because
of QE, expectations (mistaken or not) of secular
stagnation, imminent deflation or whatever (the
paper doesn’t talk much about the underlying
reasons for the trend).

Schmelzing distinguishes between ‘safe’ real
interest rates and the overall average. It is the
latter where the trend decline is most visible,
suggesting that spreads for riskier loans are
largely responsible (not that people noticed or
thought about such things at the time).

He also suggests that a declining trend in

real interest rates reflects declining returns to
capital generally - and that this refutes Thomas
Piketty’s influential Capital in the Twenty-

First Century (2014). The ‘R-G’ in the title of
Schmelzing’s paper refers to Piketty’s assertion
that investment returns exceed growth rates,
dooming us to higher inequality.

But this is where we say so long and thanks for
all the fish.

Schmelzing’s compilation skills, and his sheer
erudition, are remarkable. But medieval
borrowing costs may not be relevant to today’s.

We have known for some time that real interest
rates in the distant past may have been a lot
higher. Sydney Homer’s A History of Interest
Rates (1902) reported Sumerian (3000 BC) real
rates on grain at one-third (that is, 331/3%). But
classical - and medieval - capital markets were
rather different to today’s (as are retrospective
inflation indices).

As noted, Schmelzing does not speculate much
on causality. But it is quite possible that the
long-term decline in real interest rates - like
the secular decline in stock market yields since
stock indices were produced in the 19" century
- is simply reflecting a massive change in
liquidity and creditworthiness.

Credit is no longer the preserve of kings or
individual merchants, but reflects the borrowing
and lending decisions of millions of households
and intermediaries, all better informed, and
creditworthy, than the brightest scholars in the
old world.
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Nor are we convinced that the decline in real
interest rates is necessarily reflective of ‘the’ return
on capital generally (we doubt such a thing exists).

History has a lot to teach us qualitatively, but
can be the source of much spurious precision.
And while we pride ourselves on taking a long-
term view, 700 years is not really practical - an
entire lifetime can be spent below (or above) the
trendline.

The most relevant interest rates for today’s
investment decisions are surely those of the
last half century or so. During this period, the
downtrend is less pronounced.

That said, as the roundtable discussion
underlined, we're getting less, not more,
confident about the prospects of rates
rebounding any time soon.

And we didn’t buy Piketty’s thesis anyway.

Investment conclusion?

If we're right, and interest rates are still likely
eventually to rebound alongside ongoing
economic growth, then there are probably better
long-term returns to be had from other assets -
most likely, stocks.

If we're wrong, and rates again defy expectations
to stay even lower for even longer, then clearly
bonds will do better than we expect. But what
about stocks, and business generally?

It all depends of course on why those rates stay
low. If growth is going to disappoint - say we're
wrong about secular stagnation, and it’s real -
then stock returns, and the business climate,
may disappoint too. Defensiveness would be the
name of the game.

But if yields stay low because of a supply-driven
regime change, or lowered time preference, say,
then stocks may still have the edge. If we use
today’s interest rates to discount stocks’ long-
term cashflows, the big equity indices look cheap,
not dear - especially, even after their tremendous
run to date, those in the longest-duration regions
and sectors, namely the US and technology.



Data correct as of
31t January 2020.

Past performance should not
be taken as a guide to future
performance.

Economy and markets: background

Growth: major economies G7 inflation
Business optimism: standard deviations from trend %, year-on-year
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Selected bonds Selected stock markets
Current yields, recent local currency returns Dividend yields, recent local currency returns (MSCl indices)
Yield (%) 1yr (%) 3yr (%) Yield (%) 1yr (%) 3yr (%)
10-yr US Treasury 1.5 11.2 15.7 World: all countries 2.4 17.0 36.6
10-yr UK Gilt 0.5 6.6 11.9 Developed 2.3 184 37.6
10-yr German bund -0.4 4.3 8.6 Emerging 2.7 6.5 28.9
10-yr Swiss Govt. bond -0.7 3.1 5.4 us 1.8 21.2 47.8
10-yr Japanese Govt. bond -0.1 0.4 2.2 Eurozone 3.2 16.0 22.3
Global credit: investment grade (USD) 1.2 9.0 15.9 UK 4.6 8.5 15.2
Global credit: high yield (USD) 5.9 9.0 18.2 Switzerland 28 221 396
Emerging (USD) 4.7 11.3 19.7 Japan 24 107 183
Source: Bloomberg, Rothschild & Co Source: Bloomberg, Rothschild & Co
Selected exchange rates Commodities and volatility
Trade-weighted indices, nominal (2000 = 100)
Level 1yr (%) 3yr (%) Level 1yr (%) 3yr (%)
US Dollar (USD) 109 2.4 -0.5 CRB spot index (1994 = 100) 170 -5.2 -11.3
Euro (EUR) 123 1.1 4.1 Brent crude oil ($/b) 58.2 -6.0 4.4
Yen (JPY) 94 2.7 4.0 Gold ($/0z.) 1,589 20.2 31.3
Pound Sterling (GBP) 81 3.2 4.7 Industrial metals (1991 = 100) 226 -8.2 -3.9
Swiss Franc (CHF) 164 5.7 1.8 Implied stock volatility: VIX (%) 18.8 13.7 57.1
Chinese Yuan (CNY) 131 1.4 -0.6 Implied bond volatility: MOVE (bps) 73.0 46.5 0.6
Source: Bloomberg, Rothschild & Co Source: Thomson Reuters, Bloomberg, Rothschild & Co
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Notes

At Rothschild & Co Wealth Management we offer an objective long-term
perspective on investing, structuring and safeguarding assets, to preserve

and grow our clients’ wealth.

We provide a comprehensive range of services to some of the world’s
wealthiest and most successful families, entrepreneurs, foundations

and charities.

In an environment where short-term thinking often dominates, our long-
term perspective sets us apart. We believe preservation first is the right

approach to managing wealth.
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Important information

This document is strictly confidential and produced by Rothschild &
Co Wealth Management UK Limited for information purposes only
and for the sole use of the recipient. Save as specifically agreed in
writing by Rothschild & Co Wealth Management UK Limited, this
document must not be copied, reproduced, distributed or passed,

in whole or part, to any other person. This document does not
constitute a personal recommendation or an offer or invitation to
buy or sell securities or any other banking or investment product.
Nothing in this document constitutes legal, accounting or tax advice.

The value of investments, and the income from them, can go down
as well as up, and you may not recover the amount of your original
investment. Past performance should not be taken as a guide to
future performance. Investing for return involves the acceptance of
risk: performance aspirations are not and cannot be guaranteed.
Should you change your outlook concerning your investment
objectives and/or your risk and return tolerance(s), please contact
your client adviser. Where an investment involves exposure to a
foreign currency, changes in rates of exchange may cause the value
of the investment, and the income from it, to go up or down. Income
may be produced at the expense of capital returns. Portfolio returns
will be considered on a “total return” basis meaning returns are
derived from both capital appreciation or depreciation as reflected in
the prices of your portfolio’s investments and from income received
from them by way of dividends and coupons. Holdings in example or
real discretionary portfolios shown herein are detailed for illustrative
purposes only and are subject to change without notice. As with the
rest of this document, they must not be considered as a solicitation
or recommendation for separate investment.

Although the information and data herein are obtained from
sources believed to be reliable, no representation or warranty,
expressed or implied, is or will be made and, save in the case

of fraud, no responsibility or liability is or will be accepted

by Rothschild & Co Wealth Management UK Limited as to or

in relation to the fairness, accuracy or completeness of this
document or the information forming the basis of this document
or for any reliance placed on this document by any person
whatsoever. In particular, no representation or warranty is given as
to the achievement or reasonableness of any future projections,
targets, estimates or forecasts contained in this document.
Furthermore, all opinions and data used in this document are
subject to change without prior notice.

Where data in this presentation are source: MSCI, we are
required as a condition of usage to advise you that: “Neither
MSCI nor any other party involved in or related to compiling,
computing or creating the MSCI data makes any express or
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implied warranties or representations with respect to such data
(or the results to be obtained by the use thereof), and all such
parties hereby expressly disclaim all warranties of originality,
accuracy, completeness, merchantability or fitness for a
particular purpose with respect to any of such data. Without
limiting any of the foregoing, in no event shall MSCI, any of its
affiliates or any third party involved in or related to compiling,
computing or creating the data have any liability for any direct,
indirect, special, punitive, consequential or any other damages
(including lost profits) even if notified of the possibility of such
damages. No further distribution or dissemination of the MSCI
data is permitted without MSCI’s express written consent.”

This document is distributed in the UK by Rothschild & Co Wealth
Management UK Limited and in Switzerland by Rothschild & Co
Bank AG. Law or other regulation may restrict the distribution of

this document in certain jurisdictions. Accordingly, recipients of

this document should inform themselves about and observe all
applicable legal and regulatory requirements. For the avoidance of
doubt, neither this document nor any copy thereof may be sent to

or taken into the United States or distributed in the United States

or to a US person. References in this document to Rothschild &

Co are to any of the various companies in the Rothschild & Co
Continuation Holdings AG group operating/trading under the name
“Rothschild & Co” and not necessarily to any specific Rothschild &
Co company. None of the Rothschild & Co companies outside the
UK are authorised under the UK Financial Services and Markets Act
2000 and accordingly, in the event that services are provided by any
of these companies, the protections provided by the UK regulatory
system for private customers will not apply, nor will compensation be
available under the UK Financial Services Compensation Scheme.

If you have any questions on this document, your portfolio or any
elements of our services, please contact your client adviser.

The Rothschild & Co group includes the following wealth
management businesses (@mongst others): Rothschild & Co
Wealth Management UK Limited. Registered in England No
04416252. Registered office: New Court, St Swithin’s Lane,
London, EC4N 8AL. Authorised and regulated by the Financial
Conduct Authority. Rothschild & Co Bank International
Limited. Registered office: St Julian’s Court, St Julian’s Avenue,
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the Guernsey Financial Services Commission for the provision
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