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The Equity Strategist: Our pivot to the service sector, a safe harbour

»  Purchasing Managers' Index (PMI) data point to continued outperformance of the service sector
relative to the manufacturing sector; this divergence should be a strong macro theme for equities
looking ahead

=  Utilities, pharma & biotech, retailers, consumer/commercial services, banks, media & entertainment
and household & personal products are more correlated to the services PM| than to the
manufacturing PMI

=  Autos, capital goods, energy, tech hardware & equipment, diversified financials, semiconductors,
telecoms and materials are more tied to the manufacturing cycle

The service sector strength (compared to the manufacturing sector) has been one of the most defining
aspects of the global economy for almost a year now. We expect this outperformance of the service
sector to continue and that to be a dominant investment theme in the near future. However, even if the
manufacturing sector will inevitably strongly rebound in the next cyclical upturn, we believe that over
longer time period, the service sector will continue to outperform.

In this note, using simple correlation analysis, we highlight investment opportunities in equities to play
this divergence. Results of the analysis support our current sector positioning (see exhibit 11). In this

report we also discuss the cyclical and structural case for the service sector. Industry groups like utilities,

pharma & biotech, retailers, consumer/commercial services, banks, media & entertainment and
household & personal products are expected to benefit from the relative strength of the service sector
(compared to manufacturing). Autos, capital goods, energy, tech hardware & equipment, diversified
financials, semiconductors, telecoms and materials are less likely to see an uplift from strengthening
service sector (see exhibit 1).

We look at correlations of 24 industry groups (in the MSCI ACWI index) to Global services PMI and to
Global Manufacturing PMI — using monthly data of the last three years. Relative correlation is calculated
as the difference between 'the correlation of equity prices to the Global Services PMI" and 'the
correlation of equity prices to Global Manufacturing PMI'. Exhibit 1 presents relative correlation data for
all 24 industry groups as a Z-score — to highlight the dispersion. Columns to the left hand side show
industries that benefit more from the strength of the service sector over manufacturing and the
columns to the right hand side show industries that benefit less from the service sector outgrowing
manufacturing.

Exhibit 1: Global industry groups and their correlations to service and manufacturing sectors

ACWI Industry groups: correlation scores* - services relative to manufacturing
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Source: MSCI, JPMorgan, Markit, Bloomberg, ADCB Asset Management | Notes: *Z-score is calculated for the relative correlation
- to highlight the spread/dispersion. Relative correlation is calculated as the difference between ‘the correlation of equity prices to
Services PMI" and 'the correlation of equity prices to Manufacturing PMI". Correlations are calculated using monthly data of the
past three years.
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Cyclical underpin remains

Business confidence in the service sector continued to outpace the business confidence in
manufacturing sector over the past twelve months (see exhibit 2). This is not the case only for the US
(see exhibit 3) but also for Europe, Japan and emerging markets (see exhibits 4-7). In fact in many cases,
the strength in the service sector is compensating for the weakness in the manufacturing segment.

Exhibit 2: Globally, the service sector PMI Exhibit 3: ... this divergence has picked up in
outperforms manufacturing PMI... the US ...
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Exhibit 4: ... continues in the Eurozone ... Exhibit 5: ... modest in the UK due to Brexit ...
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Exhibit 6: ... but in Japan, its more pronounced ... Exhibit 7: ... as is the case in emerging markets
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Especially in the US (where the share of the service sector in the economy is the largest across the
world), the service sector strength was rather indomitable. It is worth noting that the payroll data
suggest continued additions to personnel in the sectors of ‘professional and business services’, ‘financial
activities’ and ‘education and health services'. This is in deep contrast to ‘construction’, ‘mining and
logging’ sectors where there was sizable retrenchment. The ISM Non-manufacturing index (NMI) for
February showed a broad-based expansion across services segments — led by education services,
transportation and warehousing, utilities, real estate, finance & insurance and healthcare.

ISM NMI sub-indices also point to further strength. For instance, the index for new orders, increasing for
the 115th consecutive month jumped to 65.2 in February from the January reading of 62.7. Business
expectations continue to be encouraging too. The business activity index for February came in at 64.7 —
suggesting an uptick in business activity for the 115th consecutive month as well.

Structural trends are positive too

The service sector also presents a structural opportunity. With continuously rising contribution to world
GDP, the service sector is expected to garner more importance (see exhibit 8). Further, as most services
tend to be domestically focussed, the sector is likely to remain immune to trade disruptions. However, it
is worth noting that trade in services has been rather stable compared with a fall in merchandise trade
during the last three years (see exhibit 9).

Exhibit 8: Service outgrowing manufacturing Exhibit 9: Service trade: low but rising
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Accounts data files and ADCB Asset Management Accounts data files and ADCB Asset Management

Exhibit 10: Developed markets are more ‘service-oriented’ than emerging markets
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Source: World Bank national accounts data, OECD National Accounts data files and ADCB Asset Management

investmentstrategy@adcb.com




Investment Strateqy A'D"'CB"

March 28 2019

ASSET MANAGEMENT LIMITED

In most developed markets, the service sector is quite dominant with a high contribution to overall
value add (see exhibit 10). However, emerging markets are catching up. Very broadly aging global
population means more demand for services like healthcare etc. Even the rise of millennials and their
increased preference for “experience” (generated by a product along with an associated service) is
supportive of a services-pivot. Especially as economies embrace digitalisation, the movement from
manufacturing-led growth to services-led growth becomes easier. For instance, with the rise of car
sharing services like ZipCar and Car2Go and alternative cab services like Uber and Lyft, car ownership
has transformed itself from a product into "mobility” as a service. There are also examples where
services are helping certain product categories. Internet of things (loT) and cloud services have
improved the value for smart products. Further, having a service as a part of the offering opens more
business opportunities and ways to please and retain customers. Corporates are adjusting their
strategies accordingly (see box below).

From selling products to providing services — case study of corporates

Here we discuss a couple of cases where corporations have changed their focus from
product/manufacturing to services. In the past we have seen the likes of GE, IBM, and Xerox (to
name a few) move from being product-oriented enterprises to increasingly services-led. In the
case of GE, the new business model “Power by the Hour" increased the focus on services and
helped turn its aviation business more profitable. Xerox too moved its business agenda from
selling printers to providing printing services. IBM’s transformation from being a product based
company to a solutions company was phenomenal. In fact using services, IBM was able to
deliver a whole product to customers. However, the most recent evidence comes from Apple
which we discuss in detail below.

Apple: a world beyond iPhone is in App store

Earlier this year, Apple issued a market warning that it is expecting a multibillion-dollar revenue
shortfall for the quarter ending December 2018 (see “Letter from Tim Cook to Apple investors”,
Apple Press Release, 2 January 2019). In his letter to investors, Tim Cook (CEO of Apple)
attributed this weakness to four key factors — early sales of iPhone XS and iPhone XS Max in the
previous quarter, strength in USD, supply constraints and weakness in emerging markets. The
latter, according to Mr. Cook had a significantly greater impact on sales. Whilst Apple did
acknowledge lower than anticipated iPhone revenue from Greater China, it also indicated a
new record for services revenue. This, we believe is the next chapter of the Apple story.

In fact, on the following day, Apple’s press release (see "Customers Spent $1.22B During the
2018 Holiday and Kicked off 2019 With a New Single-Day Record on New Year's Day”, Apple
Press Release, 3 January 2019) indicated that App Store customers worldwide set new
spending records over the holidays, wrapping up a record-breaking year. App Store helped
drive services revenue to an all-time record in the holiday quarter. Apple services set new all-
time records in multiple categories, including the App Store, Apple Music, Cloud Services, Apple
Pay and the App Store’s search ad business.

Over the last three months, Apple launched a range of initiatives that should help the company
move to be more services-oriented. For example expansion of Apple Pay (at various merchants
in the US), extending Apple Music (to American Airlines), announcement of Apple Card (a new
kind of credit card), introduction of Apple Arcade (a game subscription service), launch of Apple
News+ (a new subscription that brings together over 300 popular magazines, newspapers and
digital publishers) and unveiling of Apple TV+ (featuring exclusive shows, movies and
documentaries) are all indicative of the rising importance of services within the company. All
this does indicate an ongoing effort of Apple to embrace services to lead their business.
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Our equity strategy in two minutes

Exhibit 11: Equity strategy summar
Underweight Neutral Overweight

(UW) (N) (OwW) Comments
Regions
us Prefer consumption and services themes
Canada Stick with the benchmark
Europe ex UK Focus on defensive quality
UK Stick with the benchmark
Japan Prefer a cyclical tilt

Asia Pacific ex Japan
EM LatAm

EM EMEA

GCC

Structurally OW India
Tactically OW Brazil
Tactically OW South Africa
Prefer KSA; regional banks

Global sectors
Comm. Services
Consumer Discr.
Consumer Staples

Prefer US exposure over rest of the world
Prefer Consumer Services to Auto & Components
Prefer Household & personal products

Energy Companies with positive cash flow to outperform
Financials Prefer Banks with diversified business models
Health Care Prefer Pharma, biotech & life sciences

Industrials Prefer Commercial & Professional Services

IT UW Tech H/W and Semiconductor sub-sectors
Materials UW Materials hedged with OW Brazil and SA

Real Estate Prefer US exposure over Europe

Utilities Stick with the benchmark

Factors/styles/sizes

Large cap Strong balance sheet, earnings visibility

Mid cap Likely to be market-performers

Small cap US small cap strained by leverage

Growth Prefer non-cyclical growth

Value Growth at a reasonable price (GARP)

Dividend yield Prefer quality dividends

Quiality Quiality in the environment of low risk-tolerance
Momentum Watch momentum for leadership change
Legend New Old No change

Source: ADCB Asset Management
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All information in this report has been obtained from the following sources except where indicated otherwise:
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Disclaimer

ADCB Asset Management Limited ("AAML"), is a member of ADCB Group, licensed by Financial Services Regulatory Authority in Abu
Dhabi Global Markets under financial services permission number 170036.

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation or
solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or investment
strategy. Neither this publication nor anything contained herein shall form the basis of any contract or commitment whatsoever.
Distribution of this publication does not oblige ADCB Group to enter into any transaction.

The content of this publication should not be considered as legal, regulatory, credit, tax or accounting advice. Anyone proposing
to rely on or use the information contained in the publication should independently verify and check the accuracy, completeness,
reliability and suitability of the information and should obtain independent and specific advice from appropriate professionals or
experts regarding information contained in this publication. Investment products are not available to US persons.

Information and opinions contained herein is are based on various sources, including but not limited to public information, annual
reports and statistical data that AAML considers accurate and reliable. However, AAML makes no representation or warranty as to
the accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility
whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this publication.
This publication is intended for customers who are either retail or professional investors.

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes only. The
information contained in this publication is prepared as of a particular date and time and will not reflect subsequent changes in the
market or changes in any other factors relevant to their determination. All statements as to future matters are not guaranteed to be
accurate. AAML expressly disclaims any obligation to update or revise any forward looking statement to reflect new information,
events or circumstances after the date of this publication or to reflect the occurrence of unanticipated events.

ADCB Group does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other services
to the companies covered in its publications. As a result, recipients of this publication should be aware that any or all of foregoing
services may at time give rise to a conflict of interest that could affect the objectivity of this publication. Opinions expressed herein
may differ from opinions expressed by other businesses or affiliates of ADCB Group.

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed by ADCB
Group. They are subject to investment risk, including possible of loss of principal amount invested. This publication may not be
reproduced or circulated without ADCB Group written authority. The manner of circulation and distribution may be restricted by
law or regulation in certain jurisdictions. Persons who come into possession of this document are required to inform themselves
of, and to observe such restrictions. Any unauthorized use, duplication, or disclosure of this document is prohibited by law and may
result in prosecution.
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