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• Strong start for the new
Peterhouse gold fund.
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consequences of a Brexit?
• UK manufacturing in excellent
health despite what happens to
British Steel
• PAM global equity strategy Q2 2016

We welcome to PAM our new
fund manager and investment
analyst
Amanda
Van
Dyke.
Amanda has joined to run the gold
fund and will also be responsible
for our mining research. Amanda
significantly
enhances
our
investment capability at PAM. The
fund has enjoyed an excellent start
under PAM’s management and
year to date has risen 54%.

In

February

we

launched

our
new
PAM
website
www.peterhouseam.com. On the
site are our new links, information
about our products and our team.

We held a PAM investment
seminar on 24 February at the
Merchants' hall in the city to
introduce the new SF Peterhouse
gold fund.

We
visited
over
100
companies in Q1 as part of the

PAM research programme.

The funds had a strong April
with an increase in our assets
under management. We also
enjoyed some major new wins in
our institutional services offering,
closing the quarter at £85m assets
under management. Our PAM
managed multi asset funds rose
between 3% and 5%, while the
gold fund rose 24% in the month.

• Yellen and China’s relationship on
rates - a faustian pact or a necessary
evil to maintain global growth?
• EV mania - keep an eye on lithium..
and Musk

We introduced our PAM
fortnightly blog. In Q1 we have

written on "Brexit", the background
for UK dividends and the outlook
for UK manufacturing in the wake
of the news from TATA STEEL
about putting up for sale its UK
steel business.

Our parent company Peterhouse
Corporate Finance had a
successful first quarter raising over
£10m on behalf of more than 30
companies. It is now adviser to over
80 companies in the UK market.

This newsletter is a general commentary on markets and companies; it is not an invitation to make an
investment nor is it intended as an offer or recommendation to buy or sell any ﬁnancial instrument.
Peterhouse views are at the time of writing and are subject to change.

www.peterhouseam.com

Peterhouse Asset Management:
Current positioning and strategy
BOND YIELDS
Peterhouse
Asset Allocation Model

Gold Outlook

Our asset allocation model is designed to provide a guide to our
thinking at Peterhouse Asset Management. The aim is to set
investment policy both in a longer term context and a shorter
term (three to six months) in order to be able to identify shorter
term trends in the markets that can lead to profitable trading
opportunities.

2016 has started strongly for gold, the price rising to $1245
in Q1 and we believe the year will continue to be good for
gold and especially gold mining companies for several
reasons:

Weighting
O/W v U/W

Benchmark
Allocation

Strategic
Allocation

Tactical
Allocation

Government Bonds

U/W

25%

0%-60%

0%

Corporate Bonds

O/W

15%

10%-30%

30%

Equity

U/W

45%

0%-60%

40%

Commodities

O/W

0%

0%-20%

15%

Property

U/W

5%

0%-20%

5%

Infrastructure

O/W

5%

0%-20%

5%

Private Equity

O/W

5%

0%-20%

5%

PAM Equity strategy-who wins in the real fight?
The big new blockbuster movie Batman v Superman “Dawn of
Justice” has seen record takings but in the financial markets too
there appears to be an epic struggle between those who think rates
should rise and those who don’t. Which way will Fed chair Janet
Yellen go?
On a serious note, 2016 will be the year US rates start to normalise
but what rate is normal these days? How will equities react? Be it
two rate rises or three the collateral damage from this policy shift
could be immense. Current low prices of both oil and iron ore are
acting as global saviours, kept low by stuttering consumer
demand. The US economy’s role is to support the world economy,
especially as the Chinese economy has slowed after many years of
8% GDP growth. The IMF predicts US GDP growth of 2.4%,
Chinese of 6.5% and global growth of 3.2% . These numbers will
eventually be pushing the US Federal Reserve to nudge interest
rates up. The 25bps hike done last December caused market
turbulence for much of Q1 and further increases will need to be well
timed ahead of the US presidential election proper, when the 45th
President is elected, on the 8 November. Bonds and equities may
see renewed turbulence as investors adapt to this changing
picture.
So equities or bonds? Bond yields are close to zero across the
developed world and while investing in equities carries higher risk,
this is offset by the prospect of dividends, offering some inflation
protection against the cycle. The UK market yield is around 4.5%
but may not be all it seems as dividends are cut. The Chinese see
2016 as the year of the Red Fire Monkey and investors should
expect considerable volatility as sentiment shifts between asset
classes. Jungle Book anyone?

We believe the only true and consistent driver of the gold price is
declining real rates. When inflation rises faster than rates, gold rises.
That is what happened in the 1970s and in the mid-2000s. But this
is far from the only reason we believe gold will rise in 2016, there is
a convergence of macroeconomic factors that together form the
bullish case for gold. For a number of fundamental and technical
reasons we believe we are in the early stages of a bull market, and
see the sector trending higher in the months ahead. From political
uncertainty in the USA, refugee crises in Europe, Asian demand
pushing gold demand to all-time highs, the low correlation with
traditional asset classes, the long term effects of quantitative
easing, and the international interest in adding gold to the currency
basket, it really is gold’s perfect storm.
The SF Peterhouse gold fund has returned 28% in Q1 and has
continued to appreciate in Q2 to date. As of end of April the fund is
up 59% ytd. We believe the combination of a disciplined stock
picking approach, attractive valuation across the asset class as well
as a favourable tailwind from the gold price will drive returns. We
believe gold has entered a secular bull market after a five year bear
that ended in December 2015 and which had taken the gold price
down 48% from a peak of $1921 in November 2011 to $1050 at
the December low.
Keep in mind the average bull market in gold has been 218% and
has lasted 49 months. So far this bull has lasted only three months
and we believe there is scope for investors to make outsized
returns in this cycle.

Gold fund strategy
Smaller gold companies with near term production that is mineable
at present prices, as well as the optionality of a significant resource
bank, are best poised to outperform in this environment. There are
up to 1,000 overall that we screen from around the world and via a
combination of quantitative analysis and bottom up qualitative
research we sift down to around 100 resulting in a portfolio of
around 25 or 30 positions, focused on high quality assets and
security of either present or future cash flows.

Yellen and China’s relationship on rates-a faustian pact or a necessary evil to maintain global growth?
The issue of Janet Yellen’s reluctance to raise interest rates at the Fed’s
15/16 March meeting has been widely discussed, because by
conventional yardsticks, any assessment of the US economy currently
would argue it needs higher interest rates. GDP growth is steady,
inflationary pressures are building and the economy is close to full
employment, and yet, she doesn’t move on rates, preferring to keep
them at 0.5%.
Her decision led to a sharp fall in the US dollar, a drop in bond yields
across the curve and a further rise in gold which ended March back at
$1250 after its best start to any year since 1986.

While Ms Yellen may argue on orthodox economic grounds for keeping
interest rates at 0.5%, it is getting harder to defend and signs of strain
in the banking system with banks’ core net income under severe
pressure.
There seems little doubt in our minds about her coded message - she
would rather keep rates low to stop the US dollar appreciating and the
Chinese devaluing their yuan.
With these factors in mind our investment strategy is driven by three
core principles in the short to medium term - inflation protection, (as
central banks continue to print money) quality of earnings growth and
strong balance sheets

Brexit…storm in a teacup or something more serious? - The investment consequences.
On 23 June British voters will be asked whether they want to remain in
the European Union in a referendum called by the UK government.
The issue and its impact on asset allocation for both UK and European
financial assets is a topic likely to be hotly debated at UK investment
houses in the run up to the referendum on 23 June.
Unfortunately, the British debate has lacked objective analysis of the
arguments for and against membership, with both ‘outs’ and ‘ins’ using
evidence selectively to make their case.
The Centre for European Reform has warned on the consequences of
Britain leaving the EU, as have the IMF OECD and even US president
Barrack Obama has been vocal in their warnings about the UK’s need
to remain in the EU.
And UK bookmakers are certainly confident Cameron will win his
gamble to take his case to the people offering skinny 3 to 1 “on” odds
that Brits will vote to stay in the Union.
However, people have a habit of confounding pollsters as the Greeks
proved last year when they voted a resounding “oxi” to the EU’s
austerity plan on 05 July 2015.
In addition, the “out” campaign has recruited formidable political
backers like Justice Secretary Michael Gove, former Labour foreign
secretary David Owen and high profile London Mayor Boris Johnson
who argue that sovereignty, rights of the individual over those of the
state and free trade, would ultimately be better protected outside the
EU and that, far from suffering, Britain would thrive and set itself on a
path of faster economic growth.
So against this background where do we stand on the investment
implications of the vote? We believe there are three likely outcomes and
we consider each in turn and likely investment winners and losers:
1. What happens if Britons vote to remain in the Union with a
resounding yes?
Sterling strengthens 5%, and other EU states breathe a sigh of relief.
Consumer confidence improves and investors bias portfolios towards
retailing, leisure, and services. In this scenario UK and European banks
too would attract investment as interest rates normalise and net interest
margins improve. Immigration stays at high levels and the need for
property stays concomitantly high, with the shares of house builders
doing well. Europe wide implications would be that Germany and fellow
reformists like the Netherlands would especially welcome a big “in”
vote.

2. What happens if Britons vote to remain but the vote is tight?
Assuming a narrow “in” vote such as the French “petit oui” to
Maastricht in 1993 or the Quebecois vote in 1995, this is likely to cause
considerable uncertainty with concern about an increasing fracturing in
the EU with pressures re-emerging on both sterling and the euro. Best
investments in this scenario would most likely be in safer, more liquid
bonds and blue chip equities while UK exporters would benefit from a
weakened sterling.
3. What happens if Britons vote to leave the Union?
If the UK votes to leave the EU we expect currency bond and stock
markets to become volatile and sterling will likely devalue at least 10%
and possibly 15% first versus the US dollar and then against the euro.
The various trade options at this point open to the UK would be
membership of the EEA, a customs union, a basket of bilateral
agreements such as those which exist between Switzerland and the EU
or a so-called ‘vanilla’ free trade agreement such as the ones the EU
has with countries ranging from South Korea to South Africa. None
would be straightforward.
And whatever the referendum result the problems in the eurozone will
not go away and may even be highlighted by the campaign…
It is said markets hate uncertainty. Perhaps more accurate would be to
say investors hate uncertainty while markets thrive on it. Whatever the
truth, the entry of colourful London Mayor Boris Johnson on the side of
the out campaign an almost uniformly hostile UK press, and split
governing and opposition parties makes the job of convincing a
sceptical public that much harder.
Any potential Brexit, or maybe even a split vote, would confront the EU
with a set of challenges genuinely unprecedented in its history to date.
The withdrawal of a member state would be a defining moment for the
EU, to lose as large a state as the UK even more so. This is especially
so given Britain will remain a growing European power, given forecasts
suggest it will be Europe’s largest economy and population on current
trends by 2050. UK-EU relations will remain an important relationship
for understanding European politics. TIt will be important in the months
ahead that all sides handle these issues with great care, whatever is
ultimately the outcome.

EV mania-keep an eye on lithium…and Musk
325,000 - That's the staggering number of Tesla V3 electric vehicles so far
pre-ordered in just a fortnight as Elon Musk looks to try to do to the global car
market what Steve Jobs did for mobile phones.
The Musk vehicle goes 300 miles on a single charge, powers up in 20 minutes
and looks (vaguely) cool, (unlike the "Papa" will drive them but "no one else will")
Volt and Prius ev versions so far offered by GM and Toyota.
Each Tesla battery weighs 20kg and has up to 5kg of lithium in it. This will mean
global demand for lithium will rise 15% a year for the next four years at least.
The lithium price has predictably gone ballistic as industry forecasts of 1m ev's
by 2020 ramp up to 2m a year or more. Chart below shows $14,000 a ton but
this is already yesterday's news as last week it hit $18,000 a ton.
Lithium is seeing a major boost in demand from new applications in alternative
energy for a wide range of apps from watches to solar technology to more

needed in space programmes to complement its conventional uses to aid
ceramics manufacturing, medicine and plastics.
But the key growth driver is in electric vehicle technology where lithium is used
for the large batteries that go into cars.
Out of 90m cars sold annually today only 500,000 are ev's. It is estimated that
this figure will rise to 1m+ by 2020 and perhaps 5m by 2025. Keep in mind the
average ev battery is 20 kg and uses 5kg of lithium.
Lithium supply demand today is roughly in balance at 36,000 tons per annum
but demand moves ahead of supply this year as battery demand (3% of global
lithium demand) accelerates sharply with the key ev demand increasing at
between 12% and 20% per annum.
Producers are now rushing to try and plug the gap but we believe they will
struggle at least in the next several years due to the explosive growth in ev's.

The investment implications for a post steel era in the UK and the new growth companies and industries
driving UK manufacturing…
"We want the words "Made in Britain" "Designed in Britain to drive our
nation forward-a Britain carried aloft by the march of the makers" (UK
chancellor of the exchequer George Osborne May 2010)
When the Tory/Liberal coalition government came to power in May
2010 UK PM David Cameron declared it was going to address the
decades of underinvestment that had driven investment to 40 year lows
as a percentage of UK GDP.
Now six years on we have no coal, shortly little steel and a yawning
current account deficit. The government is being assailed on all sides
and there is talk of the need for a new "industrial policy" to aid
manufacturing.

In this PAM blog we try to answer three questions.
• Does the UK need a steel industry?
• Will the steel crisis accelerate the investment in infrastructure
that UK policy makers have been talking about for many years?
• Where are the best growth opportunities for manufacturing?

Does the UK need a steel industry?
Much has been made among economic commentators in the last week
since Indian owner TATA STEEL announced it was putting up its UK
steel business for sale of the dire economic consequences.
The cry of "something must be done" has been the refrain from many
commentators up to and including nationalisation if TATA fails to find a
buyer.
But the argument that Britain has no competitive advantage in steel is a
powerful one having to import costly supplies of iron ore and being
dependent on imported energy making the industry uneconomic even

compared to the Europeans let alone the Chinese and other lower cost
suppliers.
Our argument is that it's preferable to dedicate resources to industries
where the UK does have comparative advantages such as aerospace,
biotechnology, electronics and where our added value services can be
exported more profitably and in any case steel today accounts for only
a very small amount of value by output with only 13m tons produced
last year and the industry is losing £400m a year.

Will the crisis accelerate the much needed increase in UK infrastructure build out?
The Organisation for Economic Co-operation and Development
(OECD) has stated that without investment in infrastructure of around
3.5% of GDP per year, competitiveness will be blunted and there will be
detrimental implications for the quality of life of the UK’s growing
population.
This implies that, if the OECD target is to be met, around £45 billion per
year will have to be found, either from additional government
investment, or from the private sector, or a combination of both.
As a result, if the 3.5% target is to be attained, much more investment
will have to come from the private sector. This would be nothing new:
currently, 64% of
of planned
planed infrastructure
infrastructure finance
finance will
will come
come from the
private sector (78% if projects funded by a mix of public and private

finance are included).
Pension funds typically seek long-term, reliable returns for their
investors, but UK pension funds only invest around 1% of their assets
in infrastructure, compared to up to 15% among Canadian and
Australian funds.
There is little doubt that a combination of restrictive planning laws, a
poor transport systems
system and
andnimbyism
nimbyismhave
haveheld
held back
back investment in UK
infrastructure.
We expect to see a significant drive to accelerate these by the UK
government in coming years. Major beneficiaries will be companies like
BALFOUR BEATTY, CARILLION and HILL&SMITH.

Investing in the new growth manufacturing of the future…
Britain holds leading positions in aerospace, automobile manufacturing,
biotechnology and specialty chemicals, meanwhile new manufacturing
industries are emerging too such as environmental technology

• Automotive technology - Britain has £74bn of revenues and £22bn
of exports. It remains a world leader in emerging technology (GKN, AB
DYNAMICS and RICARDO are all successful companies in these fields)

• Biotechnology and pharmaceuticals -The UK has a globally
successful biotechnology and pharmaceutical industry biotechnology
industry with £44bn of sales and £22bn of exports. Companies such as
ASTRA, SHIRE and SKYEPHARMA are successful operators in these
fields.

• Chemicals and plastics - Possibly one of the lesser known stats is
that the UK’s chemical industry is the fifth largest globally with £65bn of
sales and £34bn of exports and best in class companies across their
fields like CRODA, MORGAN ADVANCED MATERIALS and
SYNTHOMER.
Defence technology - Britain is the world’s second largest defence
exporter in the world with £34bn of sales and £24bn of export sales
selling high value added technology with BAE SYSTEMS and ROLLS
ROYCE at the forefront of this success.

• Aerospace technology - With £48bn investing heavily in leading
edge solutions for. The UK is the world's third largest manufacturer of
aerospace equipment (2015 sales of £75bn) global leaders such as
GKN, ROLLS but in addition there are global best in class suppliers like
COBHAM, SENIOR ENGINEERING

Electronics - The UK is the world’s fifth largest manufacturer of
electronics with £75bn of sales and $34bn or revenues Quoted
examples include companies like ARM QINETIQ are global leaders in
their fields.
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