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“FUNDAMENTALS CONTINUE TO IMPROVE"

BY GERRY BROCKELSBY, CFA, CHIEF INVESTMENT OFFICER

Commodity prices are undervalued in a long term context when compared to the equity markets. The chart below shows
commodity prices have not been this cheap compared to equities since the 1960°s and just prior to the 1929 stock market
crash. This is not surprising given the combination of steady gains in the equity markets and the pressure on commaodity prices
over the past few years. There are growing signs that commaodity prices, particularly the base metals have reversed the down-
trend and have begun a new up trend supported by improving fundamentals.
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Commaodity prices bottomed in 2016 and have continued their up trend in 2017. This is consistent with the improvement in
global economic growth since the summer of 2016 as noted in the chart below which shows the global Manufacturing PMI
Index. Since mid-2016 global manufacturing has accelerated with strength showing up in both the advanced and emerging
economies. This synchronized global growth has had a significant impact on the demand for metal commodities.
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Copper prices have advanced over 50% since 2016 including a strong rally in the past few weeks taking the price over
$3/lb. While the demand of copper has improved over the past year reflecting the strength of the global economy the most
important factor for copper prices is supply. Due to the challenging pricing environment between 2011 and 2016 the copper
industry dramatically cut capital spending and adopted a strategy to high grade existing production in order to maximize
near term cash flow. The result of these strategies is to reduce the capability of the industry to increase production at the
very point in time when demand is picking up. A good example of this is Chile, the largest copper producer in the world
where annual production has declined 5% in recent months. Given the improving demand and tightening supply conditions
copper prices will continue to trend higher.
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We believe we are in the late stages of the economic cycle during which both labour and productive capacity tightens
up, inflation and commaodity prices increase and interest rates rise as monetary authorities normalize interest rates. An
important sign post confirming our view is the US dollar. The chart below shows how major upturns in the CRB Raw
Materials Index precede by several months significant declines in the US dollar. Further weakness in the US dollar could
be an important catalyst in convincing investors that the late stage cycle is in full force. We acknowledge that the disin-
flationary trends that are well entrenched in the economy will likely moderate the extremes and perhaps extend the time
frame in which we remain in this stage of the cycle. However, we do not believe that they will change the coarse we are
on. Ultimately the cycle will end when in response to an overheated economy monetary policies tighten to the point of
causing a recession, For now there are no indicators to suggest that the end game is near.
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* Argentina, Australia, Brazil, Bulgaria, Canada, Chile, China, Colombia, Croatia, Czech Rep., Denmark, Ecuador, Egypt, Hong Kong, Hungary,
India, Indonesia,Israel, Japan, Korea, Kuwait, Malaysia, Mexico, Morocco, New Zealand, Nigeria, Norway, Pakistan, Panama, Peru, Philippines,
Poland, Romania, Russia,Saudi Arabia, Singapore, South Africa, Sweden, Switzerland, Taiwan, Thailand, Turkey, Ukraine, UK, Uruguay, US,
Venezuela, Vietnam, & Euro Area
Source: JP Morgan.

**|ncludes copper scrap, lead scrap, steel scrap, tin, zinc, burlap, cotton, print cloth, wool tops, hides, rosin, rubber, and tallow.
Source: Commodity Research Bureau.

The late stage economic environment will cause a major shift in investment posture by investors in terms of both asset
allocation (stocks, bonds and hard assets) as well as sector allocation within the stock market. Cyclical stocks will likely
outperform for the balance of this economic cycle.

G.LBrockelsby, CIO
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