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In the Q1 2016 earnings season, some department stores reported weaker-than-expected results with news
of declining sales and profits. Media was quick to dramatise the reports with cries of a US “retail recession”
and assertions that the consumer is tapped out —all bad signs for US growth looking forward. However,
we would humbly suggest that is incorrect. A recession is a broad-based decline in economic output. The
narrative painted by the media is more akin to narrow, virtually anecdotal data points and a shift in
shopping habits—away from department stores and towards online and specialty retailers. Despite some
retailers’ recent difficulties, there is ample evidence that US consumers are in solid shape, and that the
economy is not headed for recession anytime in the foreseeable future.

On 11 May 2016, Macy’s reported Q1 sales fell over -7% y/y while earnings tumbled -29% y/y. The
following day, Koh!’s said Q1 year-over-year revenues fell more than expected and earnings slid -50%. The
negativity continued after market close on Thursday when Nordstrom reported Q1 earnings contracted -
61% y/y, badly missing estimates (though sales grew about 1%). All lowered their guidance for full 2016
results. Friday of that week, JC Penney joined the retail decline, also posting poor results.

In the perspective of the media, this is an indication of consumers materially tightening their belts. And,
with consumer spending accounting for roughly 70% of US GDP, the media suggest it signals a weak
economy—and maybe an approaching recession. That narrative, however, is only based on a select sample
size of companies, and seems quite unfitting when put into perspective against broader, more-indicative
economic data like US retail sales. April’s data beat estimates with 1.3% m/m growth (3.0% y/y). As
Exhibit 1 shows, this is not a new trend—retail sales are growing at a fine clip, which is especially clear
when you remove the negative influence of falling gas prices by excluding gas station sales. (Which reversed
in March and April.)

Exhibit 1: Retail and Food Services Sales and Sales Ex. Gas Stations
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Source: Federal Reserve Bank of St. Louis, as of 13/05/2016. Seasonally adjusted retail and food service sales and sales excluding gasoline, June 2009
- April 2016.
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Within the retail data are clues to identifying the root of these big retailers’ earnings issues—and it is not
due to overstretched consumers at all. It is in part just competition from newer, specialty retailers.
However, more significantly, nonstore retailing—a technical term covering internet and catalog retailers—
has vastly outgrown brick-and-mortar sales throughout this expansion. Exhibit 2 shows the growth in
retail sales in goods (which excludes food services sales), nonstore sales and goods sales ex. nonstore sales
since the 2007-2009 recession ended.

Exhibit 2: Online Shopping is Growing By Leaps and Bounds
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Source: Federal Reserve Bank of Saint Louis, as of 12/05/2016. Total retail sales excluding food service, nonstore retail sales and total retail sales
minus nonstore sales, 01/06/2009 - 01/03/2016.
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As you might expect after viewing Exhibit 2, S&P 500 internet and catalog retailers’ profit growth has
been quick. In the last three quarters, earnings have grown 143.0% y/y, 30.2% and 58.0%. A trend that has
been occurring for years, mainly due to the convenience of shopping online as opposed to trekking out to
a physical brick-and-mortar location. When consumers do venture out to physical locations, long-term
trends show they are increasingly less inclined to shop at big department stores. (Exhibit 3)

Exhibit 3: Declining Department Store Sales Is a Long-Term Trend
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Source: Federal Reserve Bank of Saint Louis, as of 12/05/2016. Total retail sales (goods only) and retail sales at department stores, January 1992 -

April 2016.

So why are so many fretting faltering brick-and-mortar store sales now? It’s likely a manifestation of recent

widespread recession fears.
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Yet these fears are unfounded. It is true US GDP growth slowed to 0.5% annualised in Q1, stoking weak
economy fears. People erroneously equate these fears to the US nearing recession as they extrapolate the
slowdown into the future, but that is not how economies work. Growth rates typically fluctuate
throughout expansions, and there is little evidence Q1’s slow growth is an indication of worse to come. In
this very expansion, growth has slowed or briefly contracted a handful of times, yet these periods did not
foreshadow a recession. (Exhibit 4)

Exhibit 4: Slowing GDP Doesn’t Necessarily Mean Recession Ahead
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Source: Bureau of Economic Analysis. US GDP, seasonally adjusted annual rate, Q3 2009 - Q1 2016.

Forward-looking economic data does not suggest weakness looms. Loan availability is a key driver of
economic growth—hence why tight credit conditions often precede recessions. Yet today, lending is
growing nicely and the yield curve spread—long term rates minus short-term—is positive. Banks typically
borrow short term (deposit accounts, overnight funding, etc.) and lend long term, so long rates exceeding
short indicates profitable lending. Profitable lending stimulates loan growth, providing capital businesses
need to grow. This is one reason why The Conference Board’s Leading Economic Index remains high and
rising, and in its nearly 60-year history a recession has never occurred while this has been the case.
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Moreover, falling consumer spending tends to result from economic downturns, not spur them. Most
spending is for housing, food, utilities, transportation, and basic household goods—forms of necessities
people have little flexibility to cut spending on. Of course, when the economy turns down consumers tend
to spend less on luxuries such as vacations and other non-necessities, but that is not the observations seen
in the current environment. The S&P 500’s Hotels, Restaurants & Leisure industry’s earnings grew over
13% y/y in Q1—despite a -122% drop at one trendy Mexican food restaurant that had some widely known
issues with food poisoning. This highlights another reason investors should not fret this week’s weak
retailer results: Spending on goods is just one component of overall spending. Services accounts for the
majority of the total. In any case, the biggest driver of consumption growth is real disposable income,
which is growing quite nicely these days (Exhibit 5).

Exhibit 5: Disposable Income is Rising
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Source: Federal Reserve Bank of Saint Louis, as of 12/05/2016. Seasonally adjusted real disposable personal income in chained 2009 dollars,
01/01/2013 - 01/03/2016.

So by factoring in the broader economic data, it is clear to see that there is no sign US consumer spending
is on shaky foundations. Despite the media’s take on a handful of brick-and-mortar retailers posting bad
earnings, the reality is far from the false label “retail recession”. As average consumers shift towards online
and specialty retailers, investors must practice prudence and contrast the anecdotal data points against the
broader economic data - a matter of viewing the whole picture, not just the frame.

Sources: Federal Reserve Bank of St. Louis, Bureau of Economic Analysis, Fisher Investments.
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Fisher Investments Europe Limited (FIE) is authorised and regulated by the Financial Conduct Authority (FCA). It is registered in
England, Company Number 3850593. Fisher Investment Europe’s FCA reference number is 191609. FIE is wholly-owned by FI,
which is wholly-owned by Fisher Investments, Inc.(FII). Fisher Investments (FI) is an investment adviser registered with the United
States Securities and Exchange Commission. FIE delegates investment management to FI. As of 28 February 2015, FI managed over
$64 billion USD. FI maintains two principal business units — Fisher Investments Institutional Group (FIIG) and Fisher Investments
Private Client Group (FIPCG). FIPCG services substantially all private client accounts managed by FI and FIIG services
substantially all institutional accounts managed by FI. FI's Investment Policy Committee (the IPC) is responsible for all strategic
investment decisions for both business units. When FI cannot directly manage assets for clients in select European countries, its
wholly-owned subsidiary based in the UK, FIE, serves as the investment manager. In this arrangement, FIE delegates portfolio
management to its parent company, FI. FIE’s Investment Oversight Committee (IOC) oversees portfolio management conducted by
FI. The IOC helps ensure Fl, as sub-manager, manages the portfolio in accordance with the investment management agreement
between FIE and the client. The IPC has ultimate decision-making authority and accountability for the firm'’s strategies. The IPC is
also responsible for all strategic investment decisions affecting this mandate, subject to oversight by the IOC.

FIE is wholly-owned by FI, which is wholly-owned by Fisher Investments, Inc. (FII). Since inception, FII has been 100% Fisher-family
and employee-owned, with Kenneth L. Fisher owning more than 75% of FII. Unless otherwise specified, references to investment
professionals, operations personnel, and middle and back office personnel are references to FI employees. “We”, “our”, “us” and “the
firm” generally refer to the combined capabilities of FIE and FIL.

The foregoing information constitutes the general views of FI and should not be regarded as personalised investment advice or a
reflection of the performance of FI or its clients. This analysis is for informational purposes only. FI makes no claim to its accuracy.
Investing in securities involves the risk of loss. FI has provided its general comments to you based on information they believe to be
reliable. There can be no assurances that they will continue to hold this view; FI may change its views at any time based on new
information, analysis or reconsideration.

Terms of Business

1. Fisher Investments Europe

Fisher Investments Europe Limited is registered in England and authorised and regulated by the Financial Conduct Authority (FCA).
Fisher Investments Europe’s FCA reference number is 191609. Fisher Investments Europe’s permitted business is advising on
investments, making arrangements with a view to transactions in investments, arranging investments, managing investments, and
advising on pension transfers and pension opt-outs. You can check this on the FCA’s online financial services register:
www.fca.org.uk or by contacting the FCA on +44 20 7066 1000.

2. Communications

Fisher Investments Europe can be contacted by mail at 6-10 Whitfield Street, London WI1T 2RE, or by telephone on 0800 144 4731.
All communications with Fisher Investments Europe will be in English only.

3. Services

These Terms of Business explain the services offered to professional clients and will apply from when Fisher Investments Europe
begins to advise you. As part of its services, Fisher Investments Europe seeks to:

a)  Reasonably determine your client categorisation;

b) Understand your financial circumstances and investment aims to determine whether a full discretionary service and the
proposed investment mandate and accompanying benchmark(s) are suitable for you;

¢)  Explain features of the investment approach;

d)  Describe investment performance as it relates to your investment mandate;

e)  Provide a full explanation of costs;

f Assist in the completion of documentation;
g)  Where specifically agreed, review your position periodically and suggest adjustments where appropriate.
4. Discretionary Investment Management Service and Investments

To help you achieve your financial goals, Fisher Investments Europe may offer its discretionary investment management services. In
such case, Fisher Investments Europe will delegate the investment management function, as well as certain ancillary services, to its
parent company, Fisher Asset Management, LLC, trading as Fisher Investments, which is based in the USA and regulated by the US
Securities and Exchange Commission. Where appropriate, Fisher Investments Europe may recommend that you establish a
discretionary investment management relationship directly with Fisher Investments. In such case, Fisher Investments Europe acts as
an introducing firm. A separate investment management agreement will govern any discretionary investment management
relationship whether with Fisher Investments Europe or with Fisher Investments. Subject to applicable regulations, for qualified
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investors Fisher Investments Europe may recommend an investment in an Undertaking for Collective Investment in Transferable
Securities (UCITS) regulated by the Central Bank of Ireland and managed by Fisher Investments.

5. Client Categorisation

Fisher Investments Europe deals with both retail clients and professional clients. As a user of Fisher Investments Europe’s
institutional services, you have been categorised as a professional client. You have the right to request re-categorisation as a retail
client which offers a higher degree of regulatory protection, but Fisher Investments Europe does not normally agree to requests of this
kind.

6.  Financial Services Compensation Scheme (FSCS)

The activities of Fisher Investments Europe are covered by the FSCS and therefore if (i) you are eligible to claim under the FSCS, (ii)
you have a valid claim against us and (iii) we are unable to meet our liability towards you because of our financial circumstances, the
FSCS will be able to compensate you for the full amount of your claim up to £50,000. However, since you have been categorised as a
professional client, you are unlikely to be eligible. You can contact us or the FSCS in order to obtain more information regarding the
conditions governing compensation and the formalities which must be completed to obtain compensation. Please note that the
protections of the FSCS do not apply in relation to any services provided by Fisher Investments.

7. Custody and Execution

Neither Fisher Investments Europe nor Fisher Investments is authorised to hold client money. This means neither Fisher Investments
Europe nor Fisher Investments can accept cheques made out to Fisher in respect of investments, nor can they handle cash. All client
assets are held at external custodians where each client has a direct account in their own name. If you appoint Fisher Investments
Europe or Fisher Investments as your discretionary asset manager, execution of transactions will be arranged through such custodians
and brokers and at such prices and commissions that Fisher Investments determines in good faith to be in your best interests. Further
information regarding selection of brokers is set out in Fisher Investments’ Form ADV Part 2.

8. Risks

Investments in securities present numerous risks, including various market, currency, economic, political, business and other risks,
and can be very volatile. Investing in securities can result in a loss, including a loss of principal. Using leverage to purchase and
maintain larger security positions will increase exposure to market volatility and is not recommended.

9. Data Protection

To advise you on financial matters, Fisher Investments Europe may collect personal and sensitive information subject to the Data
Protection Act 1998. By engaging in business with Fisher Investments Europe, you consent to Fisher Investments Europe processing
your data, both manually and electronically, including transferring data outside the European Economic Area, including to its parent,
Fisher Investments, in the United States, for the purposes of providing services and enabling Fisher Investments to provide services,
maintaining records, analysing your financial situation, providing information to regulatory bodies and service providers assisting
Fisher Investments Europe and/or Fisher Investments in providing services.

10.  Conflicts of Interest

Fisher Investments Europe has a conflicts of interest policy to identify, manage and disclose conflicts of interest Fisher Investments
Europe, Fisher Investments or any of their employees or representatives may have with a client of Fisher Investments Europe, or that
may exist between two clients of Fisher Investments Europe. Fisher Investments Europe’s conflicts of interest policy covers gifts and
favours, outside employment, client privacy, inadvertent custody, marketing and sales activities, recommendations and advice, and
portfolio management. In addition, Fisher Investments Europe provides a copy of Fisher Investments’ Form ADV Parts 2A and 2B to
all clients.

11. Fees

If you appoint Fisher Investments Europe as your discretionary investment manager, you will pay management fees to Fisher
Investments Europe as detailed in the investment management agreement. Fisher Investments Europe will pay a portion of such
management fees to Fisher Investments as the sub-manager. If you appoint Fisher Investments directly as your discretionary
investment manager, you will pay management fees directly to Fisher Investments as detailed in the investment management
agreement. If you invest in a UCITS fund managed by Fisher Investments, Fisher Investments will receive its management fee
indirectly through the UCITS. Fisher Investments Europe does not charge a separate fee for its introducing or distribution services.
You will also incur transaction and custody fees charged by brokers and custodians. However, any such additional fees will be payable
directly to brokers/custodians, and neither Fisher Investments Europe nor Fisher Investments will share in any commission or other
remuneration.

12. Termination

If you wish to cease using the services of Fisher Investments Europe or Fisher Investments at any time, then send notification and the
arrangement will cease in accordance with the investment management agreement. However, if a transaction is in the middle of being
arranged on your behalf at that time and it is too late to unwind it, then the transaction may need to be completed first.

13. Governing Law

These Terms of Business are governed by English law.
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