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Letter to Investors — Investment Climate

¢ Slight economic dip, but excellent prospects for 2018

¢ Renewed volatility forecast for financial markets

e Interest rates, inflation and the “trade war” push prices down

e High equity valuations have now corrected

e More atfractive new investment opportunities

The first quarter 2018 saw our forecasts of renewed volatility on financial
markets proven accurate. After a January still shaped by investors’
optimism, robust American economic data suddenly revived fears of
interest rates rising faster than expected. Employment figures suggest-
ed that inflation would likely pick up the pace in 2018, which could
have led the new Federal Reserve chief to announce that monetary
policy would be tightened up over the year. The more uncertain invest-
ment climate has gone hand in hand with an increase in inflationary
forecasts and a change in the evaluation of risks in a context of weak-
ened financial markets. However, on a macroeconomic level, signs
have been rather favourable throughout the quarter. Global growth
should exceed +4% in 2018, and remain robust in 2019. Developed
economies should benefit from a sustained trend and post economic
performances of nearly +3%, while emerging markets, particularly Chi-
na (+6.5%) and India (+7.2%), will also help strengthen the global eco-
nomic cycle. The renewed volatility seen in the first quarter is not there-
fore linked to fresh fears of an economic slowdown as has often been
the case. On the contrary, it is the impact of the current strength of the
economy on monetary policies and interest rates which has investors
concemed. In our January strategy document, we had mentioned
that the rise on equity markets had recently pushed valuations up to
levels that were unsustainable in the long term. We believed that this
represented a significant risk of price correction in the current environ-
ment. Such valuations therefore had to undergo adjustments, which, in
the end, were sparked by the fresh fears of interest rate hikes. The last
few weeks of the quarter were still shaped by new uncertainty caused
by the US president’s desire to impose new customs tariffs on certain
imports, particularly Chinese aluminium. Fears of a trade war between
the United States and China have fed profit-taking, which had not
completely stopped on 31st March.

Equity markets have therefore suffered a two-phase drop. The first
phase was caused by fear of rate rises, and the second by the risk of a
frade war between the two largest global economies, with potentially
serious consequences. The US market quickly slid nearly -10% from its
peak in January, and we think it has yet fo find its happy medium as of
the end of the quarter. The drop in March was exacerbated by the
change in perception of prospects for certain key assets in the techno-
logical and digital sectors. Tesla (-35%), Facebook (-21%) and Google (-
15%) assets, for example, ended up undergoing considerable profit-
taking, which went as far as o wipe out all of their gains of the past
twelve months. Overall, the investment climate deteriorated, affecting
most financial markets. In the end, the latter posted negative perfor-
mances over the three months. American equities lost -3%, which was
a little less than European equities (-3.6%) and Swiss equities (-6.8%),
which fell to levels seen in the 1st quarter 2017, also wiping off any

Graph sources: Bloomberg/BBGI Group

growth over the past few quarters. The second quarter should be a
little calmer, with the publication of company results which should be
positive and provide encouragement for the second half of the year.
The VIX indices, volatility and risk indicators, should also stabilise after
having increased in line with expectations. We believe that in the short
term, with yield approaching 3% for ten years, the US bond market is
offering better opportunities, particularly compared to the European
market, on which the risks of capital losses are growing with each step
closer to the end of European quantitative easing.

In terms of currencies, the improvement in the international economy
will have an increasingly clear impact on national inflation levels and
interest rates. The SNB is continuing its expansionary policy, which will
cause the Swiss franc to weaken slightly more against the euro, even
though it is likely that the intensity of euro purchases will tail off tempo-
rarily as we approach the 1.20 threshold. The forecast correction to
Bitcoin for 2018 has already clearly materialised; it fell from US $20,000
to US $6,000 over the period, though this did nothing to dampen the
speculative enthusiasm for cryptocurrencies. In 2018, the economic
environment should be particularly favourable for commodities for
reasons specific to most individual commodities. This suggests a lack of
balance between supply and demand, as well as changes in invento-
ries, often favourable to further price rises.

At current financial market valuation levels, we believe that risks have
finally fallen. After having recommended caution and reduced alloca-
tions of risky assets, we now believe that new opportunities have pre-
sented themselves. The coming months should be put to good use fo
recover market assets, faking advantage of more attractive valuation
levels.

Alain Freymond
Partner
CIO BBGI Group
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Key convictions

e Global GDP growth may exceed + 4% in 2018

e Inflation and interest rates are still factors of uncertainty

e Price correction relieves valuations too high

¢ Finally, new investment opportunities in the 2nd quarter

e A context also favorable for real estate and commodities

Global GDP growth may exceed + 4% in 2018

Despite a noficeable economic slowdown at the beginning of the
year, the outlook remained very favourable. In 2018, global growth
should exceed +4% and ought to remain strong in 2019. Developed
economies should benefit from sustained momentum and should regis-
ter positive economic performances close to +3%. Meanwhile, the
global business cycle, particularly in China ( +6.5%) and India (+7.2%),
should also be strengthen by the emerging market. Doubts over a
trade war starting between the US and China have fuelled investors’
fears, concerned about the possible repercussions of escalating
measures taken by the two parties, which obviously could have a very
negative impact on world trade. We believe that these concerns have
been overestimated and favour a less pessimistic analysis at this time.
Although it is true that the US president’s decisions will inevitably en-
counter some resistance in China, it seems that none of the measures
planned so far would have any real impact on global growth. Thus, we
maintain a positive outlook on expected economic developments for
upcoming quarters with a growing probability of seeing a global
growth rate above +4% in 2018.

Inflation and interest rates are still factors of uncertainty

2018 will likely see a generalised strengthening of inflationary expecta-
tions worldwide. The prevailing view still focuses on stronger growth
prospects and accommodating monetary policies. Although there is
more and more talk in the euro zone of an upcoming change in policy
when inflation will exceed 2% in particular, in many other countries,
inflation has already exceeded that objective. Thus, 2018 will be char-
acterised by growing awareness among populations and consumers
that the global economic cycle - as well as national and regional cy-
cles - has asserted itself with a positive impact on employment, house-
hold confidence, investment and inflation. Policymakers will be careful
not to impose tighter monetary policies too soon, but this position di-
rectly implies that central banks will wait for strong evidence of accel-
erating prices before taking the risk of launching new policies that
might then aim to counteract the upward trend in prices. In 2018 and
2019, investors will likely rediscover this factor that was discounted in
previous years in fimes of deflation to assess their possible impact on
the development of key rates and nominal ratfes. Inflation will thus
once again become a factor of uncertainty when pressures on the
employment market and developments in commodity prices start to
support the rise of the various price indices.

Graph sources: Bloomberg/BBGI Group

Price correction relieves valuations too high

A few months ago, we warned that the high valuation levels of several
equity markets posed a threat to the current upward trend’s continua-
tion. In this respect, the US market was one of the most generously val-
ved with stocks in the technology and digital sectors trading at multi-
ples that were deemed particularly excessive. We reckoned that the
favourable economic environment was relatively widely recognised
and integrated in earnings growth expectations, as reflected by the
offen-high levels of P/E multiples for instance. The price correction that
was once again triggered at the end of the quarter with the emer-
gence of new risks of a trade war between the US and China may be
likely to create the expected opportunities for a possible repositioning.
The valuation of S&P500 stocks has indeed dropped to 16.5x expected
earnings for 2018 with a fall in the index to 2,550 points, while the valua-
tion of European and Swiss values is below 14x and 15x 2018. At this
time, we do not consider this risk as a major factor influencing corpo-
rate profitability frends. Consequently, while this uncertainty may cause
a little more volatility in the next few weeks, it may also improve valuo-
tion levels and provide new medium-term investment opportunities.

Finally, new investment opportunities in the 2nd quarter

The corporate earnings season that is beginning may provide an op-
portunity to compare the share price corrections of the last few weeks
with real opportunities for corporate earnings growth in the confext of
strengthening global economic activity in upcoming quarters. The
correction fo financial markets, starting in January 2018, was similar for
Eurozone and US equities in the end. The price correction was not par-
ticularly intense, but it came at a point when the revaluation of Europe-
an equities was far from over. We do not believe the approximately
25% valuation differential between US and European assets to be justi-
fied in a financial context which is also favourable for European assets.
In terms of dividend yield, European assets also seem much more at-
tractive, offering twice the yield of US assets. These elements enhance
European equities’ attractiveness that should be positively influenced
by the return of foreign investors. Affer recommending faking profits on
all positions held in developed and emerging markets a few months
back, we now believe that price consolidation during the quarter has
provided new opportunities for investment, especially in the euro zone
and in emerging markets, in China and India in particular. US equities’
valuation premium could persist in the next few months, but there is
little chance it will now grow. However, US shares also provide opportu-
nities for repositioning in Q2, which we nevertheless feel are a little less
affractive.
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A context also favorable for real estate and commodities

Indirect real estate has also suffered from the change in risk percep-
tion and has been subject fo some price pressure in a global con-
text of returning uncertainty and risks of rising rates. Long-term inter-
est rates will likely follow an upward frend in the next few months,
although we feel progress will remain insufficient fo have a long-
lasting impact on the valuation of real estate investments or even
compete with this asset class in investment diversification strategies
in most regions.

Yield spreads (or risk premiums) between long-term interest rates
and indirect real estate returns have decreased slightly during the
quarter, due mainly to rising long-term rates in the last few months.
They remain attractive by historical comparison, in particular in the
euro zone and Asia. In the US, valuations have improved but com-
petition from the risk-free bond yield is restricting the growth of REITs.
However, the US real estate market may hit back in the next few
months with a recovery phase to catch up with other developed
markets. Real estate returns in the euro zone and Asia appear more
aftractive again, supporting new investments in this segment.

With regards fo commaodities, volatility did not spare this asset class
in February, but the quarter remains positive (+1.5%) despite the
returning uncertainty. The S&P GSCI has thus outperformed the S&P
Stocks Index (-2.5%) again this quarter, posting a satisfactory relative
result of +9.7% over the nine past months. The international econom-
ic cycle is strengthening and global growth prospects beyond +4%
will likely turn out to be a strong supporting factor for commodity
prices in 2018. The positive development of global demand led by
the industrial recovery will have a growing impact on the energy,
industrial metal and precious metal segments. In these three sec-
tors, investment has been rather weak in the past few years. Thus,
we will likely see the supply and demand curves come closer to-
gether and even intersect in some cases, particularly in the oil sec-
for.

The drop in CAPEX and lower production capacities in several sec-
tors (energy, gold, silver, industrial metals) will affect market bal-
ance more heavily in 2019 and will likely help create conditions for a
sustainable bull market. Commodities have a tendency to outper-
form other asset classes when the economic cycle intensifies and
inflationary pressures appear. In our minds, the current situation is
particularly favourable for commodities fo resume outperforming
most other asset classes.

At a time when investors are once again concerned about the risks
of interest rates rising and inflation resuming, it is important to high-
light the rather positive correlation between this class of assets and
those two factors.

Graph sources: Bloomberg/BBGI Group
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Global Outlook

¢ Decelerating US growth ¢
e FEuro zone maintains sustned pace of growth
e Slowdown in economic activity in the UK

¢ Strength of yen threatens Japanese economy

¢ Upward revision of growth expectations for Swiss GDP

Decelerating US growth ?

The US economy closed the year with an annualised growth rate
(+2.5%) below that of the 3rd quarter (+3.2%). 1st quarter growth should
come in close to +2.4%, somewhat treading water af the start of the
year when compared to 2017's figures and the hopes of the economy
picking up the pace in 2018. However, the Federal Reserve has not
seemed particularly concerned at this rather sluggish start to the year,
as yesterday it again raised its target for 2018 to +2.7%. In our forecasts
at the start of the year, we mentioned that the US economy had very
rarely been able to post two consecutive quarters of growth above
+3% since 2000. At the time, we suggested that this pace could un-
doubtedly not be sustained in 2018, and that we should see a dip in
the GDP growth rate. This seems to be what has been happening over
the past two quarters. In fact, leading indicators point o economic
activity bolstering in 2018. First of all, American consumers should have
their minds put at rest by the influx of positive economic news and the
increasingly favourable situation on the jobs market. The rise in personal
income should further prop up household spending in the longer-term
in 2018. In terms of investment, recent economic developments have
affected production capacity levels, which will certainly spark new
investment in a rather favourable context for company margins. In
March, manufacturing PMI bounced back to 55.7, after having dwin-
dled to 55.3 in February. It has therefore remained high, while the ISM
Manufacturing Index hit a fen-year high (60.8) in February. Non-
manufacturing indicators also dipped, such as the ISM Global which
dropped from 59.9 to 59.5, remaining close fo its highest point over the
past ten years. Services PMI slid from 55.9 to 54.1 in March. It seems
reasonable fo expect the current trend to continue over the coming
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——USA — Switzerland
Japan
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quarters, propped up by factors that are already having an influence,
unless the risks of a frade war, sparked anew by the infroduction of
customs duties in the United States, weaken the economic situation.
Gradual rate rises should have a limited impact on GDP in 2018. How-
ever, expectations are high, and will undoubtedly only be fulfiled if US
consumers are up to the task. The Federal Reserve is more confident
than ever in the US growth outlook and raises its forecasts for 2018 +
2.5% to + 2.7%, and those for 2019 + 2.1% to + 2.4%. In its analysis of
current conditions, it notes a temporary drop in momentum in the first
quarter that does not question her vision for the whole year.

Euro zone maintains sustained pace of growth

Our forecasts of the European frend improving in 2017 were proven
accurate, with the +2.7% rise in aggregate Eurozone GDP in the 4th
quarter. In the end, the Eurozone posted higher growth than the US
economy (+2.5%) due to a slight dip in activity in the United States.
Growth forecasts for the current quarter stand at +0.6%, and +2.5% for
2018, which is slightly better than ECB forecasts. . 2018 could still benefit
from the improvement in the trend and a rise in demand, particularly
for German products, caused by the global recovery. German GDP
could hit +2.6% of growth and the OECD estimates that European GDP
could grow +2.2%. In France, there have been surprises on the jobs
market, in company investment, and in export developments, which
should be in line with the +0.7% GDP growth seen in the 4th quarter
2017. However, caution is still required in the current context of a strong
euro and a rather stark slide in leading indicators. PMI indicators have
done nothing but give ground since their peaks in December, giving a
glimpse of a dip in activity in the 1st quarter 2018 too.
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The Markit Services Index slid from 58 (January) to 55 in March, con-
frming the trend first seen on the manufacturing index, which
dropped from 60.6 in December to 56.6 in March. The start of 2018
should therefore be favourable, and confirm our positive growth
forecasts for European GDP. Nonetheless, the risks posed by the rise
in the euro are nof frivial and could in the end weigh heavily on the
forecast frend. The overall rise of around +20% in barely a year does
indeed consfitfute a risk for inflation prospects, as well as for the
future development of the European economy.

The euro's appreciation was the logical consequence of the rela-
tively unexpected period of economic acceleration in 2017. How-
ever, in the current climate, the euro’s strength is problematic for
the ECB and could endanger the quality of the current recovery as
well as the competitiveness of European industry. The ECB is show-
ing increasingly self-assured confidence in the quality of the current
economic recovery in the Eurozone. It is stating that the strength of
growth could constitute a surprise over the coming months, and
could even surpass forecasts. Indeed, everything seems to be look-
ing up in the Eurozone; growth is able to post a faster pace thanks
to good household spending, a more dynamic labour market, and
rising exports, despite the euro’s appreciation. The ECB has in-
creased its growth forecasts to +2.4% for 2018. Economic indicators
are suggesting that these positive trends will continue, backing up
the ECB in its positive evaluation of 2018 and 2019 forecasts.

Slowdown in economic activity in the UK

Q4 GDP (+0.4%) remains on a decelerafing trend, though without
worsening significantly. Yoy performance stabilised at +1.4%. Exports
continued to lose steam in Q4 (-0.2%), and the rise in imports (+1.5%)
does not bode well for the frade balance. Private consumption
weakened again (+0.2%), although the +0.6% increase in public
spending is compensating somewhat for this loss of momentum.
Leading indicators are showing no sign that any sharp deterioration
is fo be expected in the beginning of the year. Manufacturing PMI's
decline from 58.4 in November to 55.2 in February suggests a slow-
down in the sector’s activity. On the services side, the picture is
somewhat rosier, as the PMI rose slightly from 53 to 54.5 in February.
Construction exhibited a similar trend, increasing from 50.2 to 51.4.
Overall, the composite index improved slightly, progressing from
53.5 to 54.5. Consumer confidence and the business barometer did
not exhibit any significant change and continue to reflect the un-
certainty caused by Brexit. In this context, the very slight uptick in
the unemployment rate (from 4.3% to 4.4%) in December may al-
ready be pointing to a deterioration in the job market, which has
nevertheless been growing (+88,000) after shedding 56,000 jobs in
October. The increase in industrial production (+1.3% in January)
and in manufacturing production (+0.1%) is encouraging. The
growth outlook for the British economy is rather stable, with a
growth forecast of +0.4% for Q1 and +1.5% for 2018.

In November we stated that the BOE's +0.25% rate hike would not
be hastily followed by further monetary fightening, due to the risk of
an economic slowdown. As we mentioned in our previous analysis,
the rate hike to 0.5% could thus be followed by a long period of
inaction. The BOE will likely keep rates unchanged or proceed with
only minor hikes in the second part of the year.

Strength of yen threatens Japanese economy

Japan's GDP growth ultimately turned out to be rather solid in 2017,
although it closed the year on a weak note, with an annualised
growth rate of +1.6% in Q4. Quarterly growth figures were relatively
volatile, with Q3, for instance, coming in at +2.5%. The Japanese
economy thus wrapped up the year on less positive foofing, even
though it extended its current growth phase by posting its eighth
consecutive quarterly progression. Japanese GDP growth has lost
some of its momentum, while the international economic environ-
ment has simultaneously strengthened. Over the next several
months, growth could slow further due o the yen'’s strength in the
past few months. Indeed, the Japanese economy will likely slow
down in the first part of 2018 due in particular to the yen's +10% rise
against the dollar.

Graph sources: Bloomberg/BBGI Group
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The unexpected strength of the yen is clearly threatening exports and
corporate earnings, which have been significant drivers of economic
growth.The Japanese economy has indeed been bolstered by an
environment conducive fo export growth and by an upswing in invest-
ment. However, export growth has already been flagging for several
months, and even if in January it clocked in at +12.2%, this is still signifi-
cantly below the +18% growth rate posted in August. The Japanese
economy is thus likely to flounder in the absence of a weak currency at
the very moment when domestic demand is in dire need of a confi-
dence boost as well as genuine growth in wages and household dis-
posable income. While corporate earnings growth should have led to
wage increases, the growth rate actually dropped from +5.5% to only
+0.9% between Q3 and Q4 2017. We are now far from the +26.6%
growth rate posted in Q1, hence calling info question the outlook for
an increase in consumption. The strengthening yen is thus a significant
threat to the Japanese economy, which is in no state to withstand a
lasting appreciation of its currency. The BOJ is no doubt aware of the
significance of this factor, but it has no further means at its disposal to
counter the negative impact of a strong currency other than those
already implemented. This situation is relatively concerning and calls
into question the economic outlook for Japan over the next few quar-
ters. If the yen does not depreciate in the near future, we expect eco-
nomic growth in Japan to be more uncertain in 2018. GDP growth will
likely receive less support from external demand while at the same fime
suffering from slowing domestic demand. Any hope of an economic
upswing in 2018 thus rests upon a reversal of the current exchange rate
trend and a net depreciation of the yen.
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Upward revision of growth expectations for Swiss GDP

The economic trend and the adjustment of the Swiss franc's value are
set to continue, which should enable the Swiss economy to further
catch up with the lead peloton of the main European economies,
perhaps exceeding +2% growth in 2018. In 2018, the Swiss economy will
benefit from the general improvement in the economic climate and
consumer confidence to an even greater degree than in the second
half of 2017. The increasingly robust economic situation that should be
seen in Switzerland's major economic partners in 2018 will act as a
springboard for this frend. The Swiss franc's weakness against most
currencies will make Swiss-made products more attractive. We have
revised our Swiss economic growth forecasts upwards from +1.8% to
+2.2% for 2018. The latest leading indicators were perhaps femporarily
influenced by renewed uncertainty on financial markets in February,
but they are still pointing to very strong economic activity for the com-
ing months. In February, the KOF index was down compared to No-
vember, which had marked the highest levels of optimism since 2010.
However, the indicator is still on the right track to suggest that the cur-
rent sunny spell will continue. The manufacturing PMI indicator is also
showing signs that the robust trend already underscored in 4th quarter
GDP results will contfinue. It is now at its highest level since July 2010.
Three years after the Swiss franc-Euro floor was dropped, the Swiss man-
ufacturing sector seems to be back on its feet again, as suggested by
the index, which has hit a ten-year high. The purchasing managers
index is showing levels of enthusiasm rarely seen either for the manu-
facturing or the services sectors. The expected order book evolution
indicator has retreated slightly, but the employment indicator has con-
tinued to rise. The spending climate remains good, despite the dip in
the UBS consumer confidence indicator in December. The SECO yard-
stick has risen considerably, and has hit its highest level since 2011.
Leading indicators are still suggesting that the Swiss economic trend will
strengthen.
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United States

e Two further rate rises in 2018, and likely three in 2019

e Is US growth already slowing?

e New risks of a frade war

e Gradual rise in expected inflation

o Therise in the US dollar is keeping us waiting

e Margins, profits and multipliers are contracting

The Fed has announced two further rate rises in 2018, and likely three in
2019

The Federal Reserve has announced that it will stick to the planned
pace for key rate rises in 2018 following the first FOMC meeting under
Powell. As such, the handover seems to have been seamless, given
that these two rises in key rates were to be predicted after yesterday’s
0.25% rise, taking Fed Funds fo +1.5%-+1.75%; unsurprisingly, the decision
was taken unanimously. Key rates are therefore expected to hit
+2.125% by the end of 2018, implying two further +0.25% rises. Less pre-
dictably, it was also announced that the normalisation already under-
way would be stepped up in 2019, with three rises in key rates now
more likely. As such, the forecast level of Fed Funds at the end of 2019
has now risen from +2.688% to +2.875%.

The US cenfral bank seems increasingly comfortable with- communi-
cating its positive analysis of the state of the US economy, and its impli-
cations for monetary policy. The frend is towards a likely increase in the
pace of rate rises in 2019 and 2020 so as to avoid taking any risks in
2018. The flattening of the rate curve should now be gradual and
adapted to improved economic activity.

The Federal Reserve is more confident than ever in US growth pro-
spects, and has increased its forecasts for 2018 from +2.5% to +2.7%,
and those for 2019 from +2.1% to +2.4%.

Inits analysis of current conditions, it highlighted a temporary dip in the

trend in the first quarter, which does not cast doubt over its vision for
the year as a whole. The core of the analysis remains focused on la-
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bour market conditions, which continue to show an increase in new
jobs and a fall in the unemployment rate (3.9%). The latter could even
drop to 3.8% in 2018, and perhaps 3.6% in 2019.

The Fed's vision for inflation has gone unaltered at the end of the first
quarter 2018. It seems likely it will rise above the 2% target in 2018,
though with no perceived risk of the target being exceeded quickly
and to a considerable degree. It therefore seems that the handover
has been smooth, with communication management that leaves little
room for interpretation or for significant uncertainty regarding how the
Federal Reserve will act in the future. However, in the current context,
we do not believe that this will be enough to avoid dangerous new
uncertainty bubbling back up within the investment community. For
the time being, the bond market has not reacted to this phase of mon-
etary policy being announced. 10-year rates still fall within the +2.8% to
+2.95% fluctuation band which they have stuck to for nearly two
months. The situation is a little less stable for the US dollar; the trade-
weighted dollar index is sitting in the bottom half of its 89.5-90.8 fluctua-
tion band of the past few months.

As regards the US market, although the risk of rate rises coming thicker
and faster in 2018 has fizzled out, new forecasts for 2019 tend to con-
firm the concerns raised in February. As such, we believe that the equi-
ty market is still very fragile and aft risk of further profit-taking.

PMI Indices
64
——— ISM Manufacturing PMI SA
61 Markit US Manufacturing PMI SA
~—Markit US Composite PMI SA
58
°
E 55
52
49
46 T T T T T T
04.15 09.15 02.16 07.16 12.16 05.17 10.17

Investment Strategy — April 2018

- 11 -




MACROECONOMIC SCENARIO |

United States

Citigroup economic surprise index USA
100

—— Citigroup Economic Surprise - United States
70

-20

Level
=
o

-50

-80

12.13  06.14 12.14 06.15 12,15 06.16 12.16  06.17 12.17

Is US growth already slowing?

The US economy closed the year with an annualised growth rate
(+2.5%) below that of the 3rd quarter (+3.2%). 1st quarter growth should
come in close to +2.4%, somewhat treading water atf the start of the
year when compared to 2017's figures and the hopes of the economy
picking up the pace in 2018. However, the Federal Reserve has not
seemed particularly concerned at this rather sluggish start to the year,
as yesterday it again raised its target for 2018 to +2.7%.

In our forecasts at the start of the year, we mentioned that the US
economy had very rarely been able fo post two consecutive quarters
of growth above +3% since 2000. At the time, we suggested that this
pace could undoubtedly not be sustained in 2018, and that we should
see a dip in the GDP growth rate. This seems to be what has been hap-
pening over the past two quarters. In fact, leading indicators point to
economic activity bolstering in 2018.

First of all, American consumers should have their minds put at rest by
the influx of positive economic news and the increasingly favourable
situation on the jobs market. The rise in personal income should further
prop up household spending in the longer-term in 2018. In terms of
investment, recent economic developments have affected produc-
tion capacity levels, which will certainly spark new investment in a ra-
ther favourable context for company margins.

In March, manufacturing PMI bounced back to 55.7, after having dwin-
dled to 55.3 in February. It has therefore remained high, while the ISM
Manufacturing Index hit a ten-year high (60.8) in February. Non-
manufacturing indicators also dipped, such as the ISM Global which
dropped from 59.9 to 59.5, remaining close to its highest point over the
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past ten years. Services PMI slid from 55.9 to 54.1 in March. It seems
reasonable fo expect the current trend to contfinue over the coming
quarters, propped up by factors that are already having an influence,
unless the risks of a tfrade war, sparked anew by the infroduction of
customs duties in the United States, weaken the economic situation.

Gradual rate rises should have a limited impact on GDP in 2018. How-
ever, expectations are high, and will undoubtedly only be fulfiled if US
consumers are up fo the task.

New risks of a trade war

There are substantial risks of disappointment regarding US GDP fore-
casts. These risks could swell in the context of Trump declaring a frade
wair if the higher customs tariffs, estimated at 60 billion US dollars’ worth,
are followed by retaliation measures by the United States’ main trading
partners. This was one of his electoral campaign promises, and he is
keeping it in incisive fashion, likely targeting China fo a greater degree
than Europe in his strategy. The spectre of a potential world frade war is
back, given the protectionist shift faken over the past few days with
the introduction of a duty on steel (25%) and aluminium (10%) imports.
Europe, of course, has made no protest, whilst not excluding the option
of counter-measures, but China has entered the fray and roundly con-
demned this attack on free trade. US business circles are concerned,
but Donald Trump should not stray far from this strategy, which he has
always wanted to implement. More directly addressing China, he has
declared war, listing more than a hundred products on which duties
can be levied, and has promised investment restrictions in the United
States.

Deficit/Surplus
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Donald Trump is not afraid of opening Pandora’s box and exposing
the US economy, which is currently really getting a boost, fo new
long-term risks, which are already starting to worry investors.

Gradual rise in expected inflation

The latest inflation figures (+2.2%) published in February surpass the
Federal Reserve's +2% target. The index’s year on year rise exclud-
ing food and energy (+1.8%) was lower than 2%. They have hit the
target and should gradually move beyond it.

The upward trend has remained modest at the start of year, but
leading indicators and the situation on the jobs market seem to
suggest that the trend will be bolstered over the coming months.
Expected year on year inflation has risen more starkly than monthly
figures, coming in at +2.9% in March, compared fo +2.7% in Febru-
ary.

In the longer-term, expected inflation for the next 5-10 years is also
higher, standing at +2.5%. This tfrend cannot pick up the pace with-
out an increase in salaries, which is taking its time despite the labour
market being close fo full employment. In confrast fo the theory,
inflationary pressures are still weak, even though the unemployment
rate has stabilised at 4.1%.

2018 could be a year of surprises due to a combination of factors
acting together. Indeed, the macro-economic context should fos-
ter new salary negotiations and spark tensions on commodity pric-
€es, propping up a price rise.

Might US Treasury long rates head above 3%?

Renewed inflation in a robust economic context should quickly lead
to new adjustments to long-term nominal rates over the coming
months. After remaining stable for a few quarters, US long rates
were the first to spark the trend. As much as a few months ago, we
had pointed out that the 2.1% correction to 10-year Treasury rates
was not compatible with sustained economic activity and regular
monetary policy normalisation on the part of the Fed.

Our forecasts of long rates rising to around 3% have played out in
the meantime, but this came in the context of a likely boost to the
economy. However, although we sfill believe that in the long-term
long rates should exceed 3%, it is likely that in the short-term the
volatility seen on equity markets, as well as risks of disappointments
regarding growth over the coming months could lead to a period
of consolidation of these rates at just below the 3% threshold.

The rise in the US dollar is keeping us waiting

The US economic trend should still be higher than that of other
economies in 2018. The interest rate differential should further
broaden across the whole rate curve, working in the US dollar’s
favour. In this context, the weakness the US dollar is reflecting seems
ungrounded. The approximately -10% depreciation on the trade-
weighted USD index against a basket of currencies almost halved
the dollar’s appreciation in 2014 and 2015. The US dollar’s valuation
should therefore change over the next few months, unless forecasts
of a defterioration in public finances linked to tax reform get the
upper hand and punish the dollar. In all, our forecasts are optimistic,
predicting the US dollar rising above parity with the Swiss franc.

Margins, profits and multipliers are contracting, posing a risk to eq-
vity markets

Prior to February, it seemed that nothing could stop the march of
American assets. But the rise in inflation and interest rates, as well as
risks of monetary policy normalisation being bolstered, in the end
won at the expense of the, until then unwavering, optimism of inves-
tors. For a few weeks now, we have been reacquainting ourselves
with the risks that the situation on the jobs market represents for
company margins, as well as the risk of profit growth being insuffi-
cient to justify the particularly high valuation levels before the cor-
rection to stock market prices.
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The growth of multinationals’ profits may therefore have hit its peak,
and come in lower than previously thought in the end, at close to the
economy's growth rate. The tax reform could be less important for
multinationals on the S&P 500 than for medium-sized American compa-
nies.

Beyond the fundamentalissue of profit growth, we must not forget that
the rise in US equities was sparked first and foremost by a strong rise in
multipliers. The bounce back in March re-inflated valuation levels.
When risks of the tfrend weakening rise, US assets become more fragile
again. As such, the upward rate cycle could lead to a new phase of
PE confractions. However company profits may develop, it is likely that
interest rafe rises will put an end to this ten-year expansion phase. In
conclusion, the rise on the equity market has undoubtedly incorpo-
rated the positive impact that everyone has been expecting the tax
reform to have on profits for more than a year now. This is despite the
fact that multinationals will certainly be less affected than other com-
panies, as we have already highlighted.

Following on from US equities bouncing back in March, we predict
renewed volatility, which will provide better investment opportunities
and more reasonable valuation levels. In the meantime, we are taking
a rather cautious approach, and still recommend under-exposure to US
assets.
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US Unemployment rate and Employment Population Ratio
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SWITZERLAND

o +2.2% GDP growth in 2018

e lLeading indicators are looking good

e Consumption will continue to be a key factor
e The SNB should be pleased with its policy

e Tensions on the interest rate curve in Switzerland

The forecast acceleration of Swiss GDP in the second half of the year
will continue in 2018

Swiss GDP s still showing excellent growth in the 4th quarter (+0.6%)
compared to the unrevised results for the previous quarter. As such, the
Swiss economy has backed up its good Q3 results of +0.7% after revi-
sion, giving it an excellent second half of 2017, and meaning it closed
the year with a very pleasing +1.9% rise compared to the same quarter
2016. This figure was 0.2% higher than economists’ forecasts, poinfing fo
a positive 2018.

As such, Swiss GDP has climbed back up to a growth rate of more than
+0.5% per quarter, and fits into the more favourable trend seen in Eu-
rope and most other industrialised countries over the past few quarters.
Real terms GDP growth, as measured by the SECO, should hit +1% for
2017. Despite having picked up the pace significantly in the second
half of the year and the recovery broadening to encompass most
sectors, the tentative start to the year is holding back annual perfor-
mance. The Swiss economy has therefore considerably improved its
quarterly growth rate, giving glimmers of better prospects for 2018,
especially in light of the expected ongoing improvement in the global
economy, as well as positive exchange rate conditions. Switzerland is
finally enjoying the improvement in the international trend, which we
believe to be more in step with the Swiss economy’s development
capacity within a more robust global context in 2018.

This faster pace has been propped up by the very stark recovery of the
industrial sector, services and construction. Consumption continues to
be a strong driving force, whilst, surprisingly, foreign trade trod water in
a context in which currency conditions were nonetheless favourable
due to the rise in the Euro. The manufacturing sector made a consider-
able contribution, given that it is still boosted by the Swiss franc’s weak-

Nominal GDP - Nominal and Real GDP Growth rate

ness against the Euro. The manufacturing sector’s +1.2% growth is cer-
tainly lower than the previous quarter (+2.2%), but its performance
remains high. However, it came in lower than construction, which post-
ed an excellent, above average performance of +1.4%. Most econom-
ic branches of the services segments posted growth, with the financial
sector standing out with a +2.3% leap. Hospitality and catering seem to
be benefiting from the "weak” Swiss franc (+1.6%), whilst health has
maintained its +0.4% growth rate. Domestic demand still formed the
cornerstone of growth, thanks to a positive combination of private
spending, which is losing momentum (+0.2%), public spending (+0.5%),
and construction investment (+1.1%). Investment in capital goods
dipped after a robust Q3. Trade in goods and services did not make a
positive contribution (-1.4%), following on from a very strong quarter
beforehand (+2.1%). From a currency point of view, the quarter was
especially important for the Swiss economy due fo the forecast ongo-
ing weakening of the Swiss franc against the Euro. The exchange rate
correction, which we had been forecasting as soon as the Swiss franc-
Euro floor was liffed, is now materialising, and is propping up growth.
The movement revaluing the Euro from 1.06 to 1.18 Swiss francs contrib-
uted considerably to improving economic conditions. After having
stood strong in the face of the Swiss franc's appreciation, the Swiss
economy is now benefiting from normalisation of the exchange rate.
This situation should continue in 2018.

+2.2% GDP growth in 2018

The economic trend and the adjustment of the Swiss franc's value are
set to continue, which should enable the Swiss economy to further
catch up with the lead peloton of the main European economies,
perhaps exceeding +2% growth in 2018. In 2018, the Swiss economy will
benefit from the general improvement in the economic climate and

Swiss Purchasing Manager Index (PMI)
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consumer confidence to an even greater degree than in the second
half of 2017. The increasingly robust economic situation that should be
seen in Swiftzerland's major economic partners in 2018 will act as a
springboard for this trend. The Swiss franc's weakness against most
currencies will make Swiss-made products more attractive. We have
revised our Swiss economic growth forecasts upwards from +1.8% fo
+2.2% for 2018.

Leading indicators are looking good

The latest leading indicators were perhaps temporarily influenced by
renewed uncertainty on financial markets in February, but they are still
pointing to very strong economic activity for the coming months. In
February, the KOF index was down (108) compared to November
(110.3), which had marked the highest levels of optimism since 2010.
However, the indicator is still on the right track to suggest that the cur-
rent sunny spell will confinue. The manufacturing PMI indicator is also
showing signs that the robust trend already underscored in 4th quarter
GDP results will continue. It is now at its highest level (65.5) since July
2010 (65.6). Three years after the Swiss franc-Euro floor was dropped,
the Swiss manufacturing sector seems to be back on its feet again, as
suggested by the index, which has hit a ten-year high. The purchasing
managers index is showing levels of enthusiasm rarely seen either for
the manufacturing or the services sectors (62.9 compared to 62.8 in
January). The expected order book evolution indicator has refreated
slightly (65.4 compared to 69.8 in January), but the employment indica-
tor has continued to rise. The spending climate remains good, despite
the dip in the UBS consumer confidence indicator in December. The
SECO yardstick has risen considerably, and has hit its highest level since
2011. Leading indicators are still suggesting that the Swiss economic
trend will strengthen.
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Consumption will continue to be a key factor

The latest drop in unemployment to 3.1% leaves it far from the +2.5%
record in 2008, but the labour market is showing enough vim and vig-
our to enable consumption to gradually increase. Household confi-
dence has been gradually improving since 2015, though without
reaching levels seen in 2014. The improvement in growth prospects and
the rise in the Euro should also influence the Swiss economic climate to
a greater degree over the coming months. As such, private spending
should remain a positive factor, propping up GDP. Public administra-
tions’" consumer spending will remain volatile in 2018, but national- and
cantonal-level accounts are in good shape, and the debt to GDP ratio
(34%) remains low when compared internationally. This provides
grounds for the lack of change in the situation regarding public spend-
ing.

Boost expected for foreign trade

Although still clearly in surplus, the frade balance has been eaten
away at since its peak in January 2017. The monthly foreign trade bal-
ance has in fact stabilised at between 2 and 3 billion Swiss francs. How-
ever, we believe that the improvement in infernational economic con-
difions and the weakness of the Swiss franc should finally join in support-
ing an export recovery. In January, the recovery of the watch-making
sector was confirmed with a +12.6% year on year rise in exports. Ma-
chinery exports should also make a positive contribution given the con-
fext.

The SNB should be pleased with its policy
Since January 2015, we have regularly stated in our strategy analyses
that the SNB’s monetary policy would be a success, frequently men-

tioning the return of the EUR/CHF exchange rate to the 1.20 floor rate.
We had fo wait for the European economy to improve significantly in
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2017 alongside the prospect of an end fo ECB liquidity injections in
2018 for normalisation to get underway and then speed up. Today,
the exchange rate has hit 1.18, and is hovering barely 2% away
from the floor rate from January 2015. As such, the SNB should be
pleased with its policy over the last few years, which is increasingly
proving to be a major monetary strategy success, as shown by the
historic CHF 54.5 billion in profit for 2017, nearly doubling the previ-
ous year's profits. The SNB's currency reserves gathered over the
past few years hit a 744 billion Swiss franc peak at the end of the
year. However, at the end of February they posted their first con-
fraction, although small, since 2015, falling to CHF 732.7 billion. Mar-
ket effects over the past few weeks certainly explain the drop in
currency reserves, so there is as yet no need to read into it a
change in SNB policy.

The Swiss franc’s weak spell is not over

The rise in the Euro is already well underway following a +20%
change in the exchange rate. Increased Eurozone growth and a
widening of the interest rate differential will help the Euro to contin-
ve to grow to 1.20. In the United States, the trend is also picking up
the pace, and the interest rate curve increasingly favours the US
dollar. In this context, a recovery of momentum could fake the US
dollar above 1.05.

Tensions on the interest rate curve in Switzerland

Long rate normalisation in Switzerland got away to a tentative start
in summer 2016 in the wake of the change in frend in the United
States. Swiss ten-year rates in particular bounced back from their
historic low of -0.6% to oscillate between -0.2% and 0% throughout
2017. Last year was therefore mostly a year of horizontal consolida-
tion during which Swiss bond markets did not post a performance,
but neither did the speculative bubble burst, as had been so often
predicted for several years. This situation will certainly not last in
2018.

We have already been seeing a first significant shift in long rates for
a few weeks now, which has finally brought Swiss long rates above
the 0% threshold. In just a few weeks, long rates have leapt 40 basis
points, and now clearly seem to be on a lasting upward frend. The
rise of Swiss long rates at the start of this year heralds a faster pace
of interest rate normalisation in Switzerland. This upward movement
on ten-year rates is not isolated, of course, and is reproduced
across the whole rate curve. This change only started to happen in
the 4th quarter 2016 with a first rise of 40 basis points, and is now
continuing in the 1st quarter 2018, and to a greater degree, on long
-term maturities. The SNB's monetary policy of negative key rates is
still influencing the very short part of the Swiss rate curve and is pre-
venting any increase in yield on the very end of the curve. Ever
since the start of this first shift (30/06/2016) short-term maturities have
naturally had a muted reaction, whereas longer-term maturities
have risen by 70 basis points for between 7 and 12 years. Further,
the yield correction stood at 80 basis points for 15-year maturities.
The rate curve is now steepening, as we mentioned in previous
analyses, and should do so to a greater degree in 2018.

In this context, the long rate differential for the German Bund and
Swiss bonds has not really changed, although it is a little higher
(0.56%) than on 30th June 2016 (0.4%). This trend should continue in
2018, especially given the improvement in the European frend and
the plan to end the ECB's bond purchases. Yield for ten-year Swiss
bonds stood at 0.18% when it was announced that the 1.20 Euro-
Swiss franc floor would be dropped. It hit 0.2% on 15th February
2018, shortly affer the Euro/CHF exchange rate had hit 1.18. Equally,
Swiss inflafion posted one of its strongest months of growth since
2012 in February (+0.4%), and now sits at +0.6% year on year. This
frend should be bolstered by the weakening of the Swiss franc. I
should therefore prop up the next phase of interest rate normalisa-
fion in 2018. We have dlready stated that the bond bubble should
start to deflate, though with no immediate signs of panic, before
picking up the pace. We believe that this new faster-paced phase
has already begun.
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Eurozone

¢ The end of QE heralds upcoming key rate normalisation

e The risk of a strong euro is rising
e Eurozone growth is keeping up a sustained pace
¢ Confidence remains high

e Longrates are on the rise

The end of quantitative easing heralds upcoming key rate normalisa-
tion

The ECB is showing increasingly self-assured confidence in the quality of
the current economic recovery in the Eurozone. It is stating that the
strength of growth could constitute a surprise over the coming months,
and could even surpass forecasts. Indeed, everything seems to be
looking up in the Eurozone; growth is able to post a faster pace thanks
to good household spending, a more dynamic labour market, and
rising exports, despite the euro’s appreciation. The ECB has increased its
growth forecasts to +2.4% for 2018. Economic indicators are suggesting
that these positive trends will continue, backing up the ECB in its posi-
tive evaluation of 2018 and 2019 forecasts.

Confidence is definitely part of the ECB chief's analysis. However, he is
keen to avoid giving too many hints to financial markets that a tighten-
ing up of monetary policy is on the cards. As such, he is fempering the
enthusiasm of those who would like to think that a reversal of monetary
policy is imminent, pointing out that the adjustments made will be
“predictable” and will be applied at a “moderate pace”. There will
therefore soon be a change in monetary policy, but undoubtedly not
before inflation becomes much stronger. ECB monetary policy will con-
finue to be “patient, persistent and prudent” in the words of its chief.
The ECB’s Governing Council has decided to change its stance, remov-
ing the reference to an “increase in QE if necessary” from its policy
statement, whilst still keeping the option of extending the programme.
Although the spectre of deflation seems to have been defeated, the
inflation recovery remains too weak in past comparison to justify a
move to raise key rates. However, it is more than enough fo hope that
quantitative easing will no longer have to be increased. The ECB is ea-
ger to underscore the importance of inflation as an element of its asset
purchase programme. However, this should come to an end in 2018, as
inflation is well on its way to ifs +2% target, although the rate of its
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growth could be momentarily disappointing. The difficulty lies in choos-
ing the right moment to stop net bond purchases.

The US president’s latest policy decisions regarding international trade
also contain fresh risks for global growth and price growth, which is
added fo the risk that the recent strength of the euro poses; these are
two key factors that will need to be faken info account over the com-
ing months. The ECB chief clearly seems concerned by the emergence
of new protectionist risks, and sufficiently irritated by Donald Trump's
position to want to remind him that trade tensions would not necessarily
be beneficial for the US dollar.

Consequently, we do not believe that the ECB will be particularly pro-
active in terms of wanting to hike key rates in the current context. We
will certainly still need a few quarters of growth and improvement in
employment for the ECB to risk changing its rates. Inflation will need to
be ‘“resilient” for the bank to feel comfortable enough to clearly
change its stance without risking affecting the economic trend and
financial conditions. The ECB is sticking to its chosen monetary policy
path, leaving its rates unchanged, whilst very slightly dropping its 2019
inflation forecasts from 1.5% to 1.4%.

The risk of a strong euro is rising

The ECB is not mistaken- the recent rise in the euro against the US dollar
could represent a threat to the expected development of inflation over
the coming months. The +15% rise in the single currency against the US
dollar in 2017 has, in fact, continued in 2018, with nearly a further +3%.
The overall rise of around +20% in barely a year does indeed constitute
a risk for inflation prospects, as well as for the future development of the
European economy. The euro’s appreciation was the logical conse-
quence of the relatively unexpected period of economic acceleration
in 2017. However, in the current climate, the euro’s strength is problem-
atic for the ECB and could endanger the quality of the current
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ECB Balance Sheet
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recovery as well as the competitiveness of European industry. The ECB
will have to wait for weakness in the euro and an inflation recovery
before increasing its key rates. This combination could take time to
come about, which is why key rates have not been changed.

As regards the euro/chf exchange rate, we can see that the strategy
we implemented immediately after the SNB's change in policy is sfil
proving effective. The euro rose nearly +10% against the Swiss franc in
2017, meaning that it has bounced back nearly +20% over the past
three years. The exchange rate has nearly recovered to the level it
was at on 14th January 2015 (1.20). A few months ago, we highlighted
that the bounce back in the euro seemed to us to be broadly reflect-
ing the improvement in fundamentals and heading into a new phase
of relatively horizontal consolidation, which would be conducive to
some profit-taking.

Today, after two quarters of stabilisation, we now believe that it is
highly likely we will see the single currency head towards and beyond
the 1.20 level. The euro should soon lose some ground against the US
dollar, but become more attractive as compared to the Swiss franc.

For the time being, Eurozone growth is keeping up a sustained pace

Our forecasts of the European frend improving in 2017 were proven
accurate, with the +2.7% rise in aggregate Eurozone GDP in the 4th
quarter. In the end, the Eurozone posted higher growth than the US
economy (+2.5%) due to a slight dip in activity in the United States.
Growth forecasts for the current quarter stand at +0.6%, and +2.5% for
2018, which is slightly better than ECB forecasts. 2018 could still benefit
from the improvement in the tfrend and a rise in demand, particularly
for German products, caused by the global recovery. German GDP
could hit +2.6% of growth and the OECD estimates that European
GDP could grow +2.2%. In France, there have been surprises on the
jobs market, in company investment, and in export developments,

Citigroup Economic Surprise Index - Eurozone

105

—— Citigroup Economic Surprise - Eurozone

12.13 05.14 10.14 03.15 08.15 01.16 06.16 11.16 04.17 09.17 02.18

Graph sources: Bloomberg/BBGI Group

Composite PMI

Eurozone France

Germany Italy

Netherlands

49

47

45

04.15 09.15 02.16 07.16 12.16 05.17 10.17 03.18

which should be in line with the +0.7% GDP growth seen in the 4th
quarter 2017.

However, caution is still required in the current context of a strong
euro and a rather stark slide in leading indicators. PMI indicators have
done nothing but give ground since their peaks in December, giving a
glimpse of a dip in activity in the 1st quarter 2018 too. The Markit Ser-
vices Index slid from 58 (January) to 55 in March, confirming the frend
first seen on the manufacturing index, which dropped from 60.6 in
December fo 56.6 in March.

The start of 2018 should therefore be favourable, and confirm our
positive growth forecasts for European GDP. Nonetheless, the risks
posed by the rise in the euro are not trivial and could in the end weigh
heavily on the forecast trend.

Confidence remains high

Brexit negotiations still do not seem to be affecting Eurozone confi-
dence. The European Commission's economic confidence indicator
has faltered slightly, but has remained close to its ten-year high. Senti-
ment has improved to quite a considerable degree, and this improve-
ment is still being bolstered by the positive developments in job mar-
ket condifions. Indeed, we have seen the strongest jobs growth since
2008, after having long seen negative growth until 2014. We have now
seen the 4th consecutive year of growth in employment, which has
led to a fall in the overall unemployment rate to 12% in 2013, and 8.6%
foday.

It is one of the factors propping up consumer confidence, which is
also at a ten-year high. In most countries, we are seeing renewed
optimism, which is very welcome, and should in furn prop up spending
and GDP growth.
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Eurozone

2-year Government Bond yield (US, Euro, UK)
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Long rates are on the rise

For the time being, the rise in long rates is still being held back by
two essential factors- inflation and monetary policy. The ECB's deci-
sion not to change its monetary policy and to continue with its

7
bond purchase strategy has put a dampener on any adjustments
6 that should otherwise have taken place in the current context of
5 robust economic growth. The second factor- inflation- is also pre-
< 2 venting a rise in long rates due fo its recent weakness. This is key, as
in the absence of inflation, the need to adjust interest rates is far
3 from pressing. Indeed, inflation has been gradually tailing off since
2 its peak in the 1st quarter 2017 (2%), and now only stands at 1.1%
year on year. The euro's weakness against the US dollar will certainly
1 be the main factor enabling new, more robust inflationary forecasts,
0 and a rise in long rates thereafter. It is cerfainly too early yet fo see
4 a clear inflation recovery linked to the jobs market; it is sfill too far
from its friction point for wage rises to contribute to an increase in
0494 0897 12.00 0404 0807 1210 os14 0817 prices. The ECB's aim of bringing inflation up to 2% will certainly be
difficult o achieve, even if the central bank continues with is ex-
Risk premium - Government vs. Bund pansionary monetary policy in 2018, and particularly if the euro
6 remains stronger in the longer term. Salary costs are proving slow to
France budge and, despite ifs significant drop, the Eurozone unemploy-
5 Spain ment rate remains high in absolute tferms. However, inflation should
—— ttaly gradually rise back towards 1.7% by the end of the year.
4 ———UK
——Switzerland Nevertheless, Eurozone long rates should not be able to cut loose
3 ——USA from the upward trend sparked by US policy normalisation and the
- recovery on long rates in the United States. The long rate differential
° seems fo us fo be less and less well founded given how well the
1 European economy’s growth rate has caught up.
0 After a 1st quarter still shaped by somewhat stable long rates, we
believe that it is now likely that we will finally see a clear change in
-1 investors' perception of risk. We recommend considerably reducing
5 the bond risk in euros without delay.
1207 1208 1209 1210 1211 1212 1213 1214 1215 1216 12.17

New opportunities for European equities

The correction to financial markets, starting in January 2018, was
similar for Eurozone and US equities in the end. Fears linked mainly fo
the inflation recovery and faster rate rises in the United States
plunged all equity markets into a general price correction of
around -10%. European indices had a year's worth of growth wiped
out, and are now at similar levels to the start of 2017. The price cor-
rection was not particularly intense, but it came at a point when the
revaluation of European equities was far from over.

As such, the valuation of European equities has improved quite
considerably over the past few weeks, both in past and internation-
al comparison. It is even significantly lower than the valuation of
American assets. At just 13.2x 2018 profits, the valuation of European
assets represents a 3.4 valuation point discount compared to US
equities (PE 16.6x 2018). We do not believe the approximately 25%
valuation differential between US and European assets to be justi-
fied in the current context, which is also favourable for European
assefs. In terms of dividend yield, European assetfs also seem much
more attractive, offering 3.5% yield. This is nearly twice the yield of
US assets (2%).

The recovery in growth and company profitability are key elements,
which are then bolstered by other favourable factors, such as, inter
alia, the fall in great political and systemic uncertainty, and the
improvement in banking sector conditions. These factors make Eu-
ropean assets more aftractive; they should benefit from investors
returning.

We believe that there are really no grounds for the valuation differ-
ential. European equities should considerably outperform US equi-
fies in 2018 in local currencies.

Graph sources: Bloomberg/BBGI Group
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United Kingdom

¢ Twelve-month countdown for an agreement on Brexit terms
o Cost estimates of various possible frade agreements are concerning

¢ The pound remains stable and confident against the euro

¢ Monetary policy remains unchanged

o Likely increase of long-term government bond yields to 2%

Agreement on post-Brexit transition period offers relief given tense con-
text

The agreement comes as a relief, as it appears to finally offer a solution
with regard to the issue of citizens’ rights for two additional years follow-
ing the 29 March 2019 deadline. A two-year fransition period has been
granted to the UK, during which time the country will no longer partici-
pate in EU decision-making processes while nevertheless retaining the
benefits of the single market, the customs union, and EU policies. The
UK will thus have to abide by all European regulations just like member
states. Yet, although the agreement signed by the UK and the EU was
a predictable relief, it does not resolve any of the underlying issues.

This agreement essentially buys time and flexibility, but in and of itself it
does not resolve outstanding issues. In fact, it is nothing more than a
logical and rational concession to the various actors involved to ena-
ble a less brutal application of the rules, yet to be defined, which
would otherwise have come into effect without further delay on 29
March 2019. It thus setfs a fransitional period that will allow smoother
planning and adjustment of institutions, businesses, and citizens with
regard fo newly applicable rules. However, it does not provide a future
outline for Brexit. Clearly the news will to some degree alleviate current
tensions in the negotiations, but it is far from representing major pro-
gress, as it had already been perfectly obvious that a transition period
had to be established in order to avert regulatory chaos in a year's
fime. The risk of this agreement is that it may foster the tendency once
again to minimise the urgency of the situation and the necessity of
finding fangible solutions to the very real problems posed by Brexit. Let
us hope that this new stage will reinvigorate discussions between the
parties regarding fundamental issues.
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Forestalling failure in twelve months

At the beginning of the year, a deadlock in the negotiations was nar-
rowly avoided thanks to an agreement in principle extracted from
Theresa May. On 13 December 2017, European negotiators cheered a
shift in the British position, which finally opened the door to a second
round of talks between the two parties. The Europeans welcomed this
shift warily, noting that they would engage in this new phase with great
vigilance. Three months later, the commitment that had already at the
fime seemed like a fragile declaration of infent exiracted at the last
minute has not been shored up. Certainly, the British government is not
calling into question the basic principles of a financial agreement
whose outline remains vague and which involves a minimum payment
of 45 to 50 billion euros, but it continues to prevaricate, which is ham-
pering a process that had barely resumed. The attitude of the British
negofiators constitutes a major problem with regard to the negotiation
process, even thought the latter is crucial for the UK. The British parlia-
mentary committee overseeing the Brexit negotiations is now realising
that talks between London and Brussels are staling and threaten to
delay the UK's withdrawal from the EU. Litfle progress has indeed been
made on the issues of expatriate citizen rights, the border between
Northern Ireland and the Irish Republic, or what tariff model to apply.
This comes as a surprise to no one, but time is running short, yet the
urgency of the situation does not seem to be rousing parties to find
realistic common ground. The two-year timeframe set for the UK to
withdraw from the EU ends on 29 March 2019, that is, in less than a
year; half of the time allocated to finding an exit route has thus passed.
The Europeans are justifiably exasperated by the UK's indecision.
Michel Barnier, the European Commission’s chief negotiator for Brexit,
showed signs of annoyance after British Prime Minister Theresa May
rejected the legal draft of a withdrawal agreement that will have to be
discussed yet again during the next European member state summit on
22 and 23 March.
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UK Government Bonds - 10 year and 2 year yield

His stance could harden, as the EU's irritation is increasingly noticea-
ble in the face of the UK’s “unredlistic” demands. While the UK may
well withdraw from the customs union’s internal market and reclaim
regulatory autonomy and legal independence, it will have to ac-
cept to pay the price. The European Union has no intentfion of let-
fing the UK devise a customised withdrawal that would allow it to
select an “a la carte” internal market and the elements that suit it
while rejecting those that cross its “red lines”. Impatience is mount-
ing once again. The president of the European Commission, Jean-
Claude Junker, also called on the UK to show a litfle more discipline
and realism, urging it to focus rapidly on key elements. Talks thus far
have focused on delineating a Brexit agreement addressing the
divorce's financial costs as well as the expatriate and Irish border
issues. However, it is now urgent to also clarify the UK's position on
the issue of post-Brexit frade and customs relations.

A full year has gone by, and it is now time as Junker stated to
‘tfranslate speeches into treaties, to turn commitments into agree-
ments, broad suggestions and wishes on the future relation-
ship into specific workable solutions’, fo prevent the negofiations
from failing on 20 March 2019.

Cost estimates of various possible frade agreements are concerning

The British government recently estimated that withdrawing from
the European Union would cost the country 4.8% of its expected
economic growth over the next 15 years. The economic impact of
Brexit is thus starting fo be better understood, as a lower growth rate
could entail an increase in the country’s borrowing of approximate-
ly 55 billion pounds over the same period—enough to challenge the
arguments put forward by the Brexit camp at the time of the vote in
2016. Figures released by the ministry in charge of Brexit negotia-
fions with regard to the other two potential scenarios are also worri-
some. Membership in the single market, an option that has already
been ruled out by Theresa May, would result in lost growth worth
1.6% of GDP, while a no-deal exit would cost 7.7% of GDP. The
amount required to service the public debt could in that case
reach 80 bilion pounds. Brexit's potential costs keep rising, while
solutions involving new free trade agreements with the US and other
countries are unlikely to come to fruition before March 2019. At any
rate, even an agreement with the US would have only a limited
impact of +0.2% of GDP and would be altogether insufficient fo
compensate for the estimated impact of withdrawal from the EU.

Rising unease among businesses and multinationals

Unilever recently announced its decision to consolidate its head-
quarters in the Netherlands, after having had a mixed presence in
the UK for almost a century. The multinational will henceforth pay
taxes only in the Netherlands. The news came out perhaps at the
worst time for Brifish negotiators, unless it finally makes them come
to grips with reality and with businesses’ perceptions of the likely
consequences of Brexit. Even if Unilever's CEO, Paul Polman, re-
frained from linking the decision fo the threats posed by Brexit, it is
difficult not to infer a clear causal link. A recent study suggested
that the costs of a UK withdrawal without an agreement with the EU
were estimated af around 30 billion euros in tariff and non-tariff
barriers. These extra costs would essentially be borne by the auto-
mobile, agrifood, chemical and financial sectors. The City accounts
for close to 10% of GDP and is moreover the only sector operating a
frade surplus with the EU. The City favours mutual recognifion of
regulafions, which still seems to be rejected by Brussels, which would
prefer to implement equivalency systems such as those in place
with Switzerland, for instance. Businesses will likely welcome the
agreement on a two-year transition period. While this period will
help to prepare for the change, it will not reduce concern related
fo the glaring absence of a clear vision regarding the nature of the
change that will affect them in a year.

The British taxpayer will pay for Brexit until 2064

Brexit supporters continue to be surprised, shocked, and caught
wrong-footed by the withdrawal's impacts. Indeed, the Office for
Budget Responsibility released an estimate viewed as credible of
the costs of Brexit showing surprising consequences. What should
most shock the population is the duration of the payments owed by
the UK to the EU, as the report concludes by mentioning that British
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Housing Prices
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taxpayers will make payments until 2064 to cover the UK’s share of the
pensions of EU civil servants. This detail will likely cause no small amount
of distress, as it is approximately equivalent to what will have been paid
between 1973 and 2019—a bitter pill to swallow.

The pound remains stable and confident against the euro

The British currency does not seem to be affected by the absence of
any tangible progress in defining a post-Brexit business model. We con-
tinue to believe that the pound has entered a stabilisation phase
against most major currencies, after its record drop following the Brexit
vote. Since talks resumed in December 2017, the pound has benefitted
from a rather constructive environment, anticipating a reasonable
solution between the UK and the EU. This expectation is still bolstering
the pound/euro exchange rate, which has remained stable between
1.12 and 1.14 since October 2017. At this stage, we contfinue to bank
on a stabilisation of the exchange rate in H1.

Economic activity slows

Q4 GDP (+0.4%) remains on a decelerating tfrend, though without wors-
ening significantly. Yoy performance stabilised at +1.4%. Exports contin-
ved to lose steam in Q4 (-0.2%), and the rise in imports (+1.5%) does not
bode well for the frade balance. Private consumption weakened
again (+0.2%), although the +0.6% increase in public spending is com-
pensating somewhat for this loss of momentum. Leading indicators are
showing no sign that any sharp deterioration is to be expected in the
beginning of the year. Manufacturing PMI's decline from 58.4 in No-
vember to 55.2 in February suggests a slowdown in the sector’s activity.
On the services side, the picture is somewhat rosier, as the PMI rose
slightly from 53 to 54.5 in February. Consfruction exhibited a similar
trend, increasing from 50.2 to 51.4. Overall, the composite index im-
proved slightly, progressing from 53.5 to 54.5. Consumer confidence
and the business barometer did not exhibit any significant change and
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continue to reflect the uncertainty caused by Brexit. In this context, the
very slight uptick in the unemployment rate (from 4.3% to 4.4%) in De-
cember may already be pointing to a deterioration in the job market,
which has nevertheless been growing (+88,000) after shedding 56,000
jobs in October. The increase in industrial production (+1.3% in January)
and in manufacturing production (+0.1%) is encouraging. The growth
outlook for the British economy is rather stable, with a growth forecast
of +0.4% for Q1 and +1.5% for 2018.

Policy rates remain unchanged

The status quo should persist given the current context and in view of
the economic slowdown and higher inflation figures observed at the
beginning of the year. In November we stated that the BOE's +0.25%
rate hike would not be hastily followed by further monetary fightening,
due to the risk of an economic slowdown. As we mentioned in our
previous analysis, the rate hike to 0.5% could thus be followed by a
long period of inaction. The BOE will likely keep rates unchanged or
proceed with only minor hikes in the second part of the year. The Bank
had applauded the agreement with the EU that decreased the proba-
bility of a disorderly withdrawal. It must now wait for the negotiations to
proceed and develop their effects on consumer and business confi-
dence to assess the likelihood of an uptumn or downturn in GDP and
inflation.

Long-term rates increase to 2%

The BOE released its one-year (+2.9%) and five-year (+3.5%) inflation
forecast, indicating an expected increase. However, inflation has stabi-
lised somewhat over the past months, clocking in at 2.7% yoy in Febru-
ary. Pressures have not intensified; production prices even fell from
+19.3% to +3.4% over twelve months. We continue fo predict that inflo-
tion will stabilise above the BOE's 2% target in the next quarters.
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o The strong yen is threatening Japanese growth
e Private consumption trends remain moderate
e Leading indicators remain lacklustre

e The yen temporarily regains its safe haven status

The strong yen is threatening Japanese growth

Japan’s GDP growth ultimately tured out to be rather solid in 2017,
although it closed the year on a weak note, with an annualised growth
rate of +1.6% in Q4. Quarterly growth figures were relatively volatile,
with Q3, for instance, coming in at +2.5%. The Japanese economy thus
wrapped up the year on less positive footing, even though it extended
itfs current growth phase by postfing its eighth consecutive quarterly
progression. Japanese GDP growth has lost some of its momentum,
while the international economic environment has simultaneously
strengthened. Over the next several months, growth could slow further
due fo the yen's strength in the past few months. Indeed, the Japa-
nese economy will likely slow down in the first part of 2018 due in partic-
ular to the yen's +10% rise against the dollar. The unexpected strength
of the yen is clearly threatening exports and corporate earnings, which
have been significant drivers of economic growth.

The Japanese economy has indeed been bolstered by an environ-
ment conducive to export growth and by an upswing in investment.
However, export growth has already been flagging for several months,
and even if in January it clocked in at +12.2%, this is still significantly
below the +18% growth rate posted in August. The Japanese economy
is thus likely to flounder in the absence of a weak currency at the very
moment when domestic demand is in dire need of a confidence boost
as well as genuine growth in wages and household disposable income.
While corporate earnings growth should have led to wage increases,
the growth rate actually dropped from +5.5% to only +0.9% between
Q3 and Q4 2017. We are now far from the +26.6% growth rate posted
in Q1, hence calling into question the outlook for an increase in con-
sumption. The strengthening yen is thus a significant threat to the Japa-
nese economy, which is in no state to withstand a lasting appreciation
of its currency. The BOJ is no doubt aware of the significance of this
factor, but it has no further means at its disposal to counter the nega-
five impact of a strong currency other than those already implement-

GDP and Industrial Production
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ed. This situation is relatively concerning and calls info question the
economic outlook for Japan over the next few quarters. If the yen does
not depreciate in the near future, we expect economic growth in Jo-
pan to be more uncertain in 2018. GDP growth will likely receive less
support from external demand while at the same time suffering from
slowing domestic demand. Any hope of an economic upswing in 2018
thus rests upon a reversal of the current exchange rate frend and a net
depreciation of the yen.

Private consumption trends remain moderate

In this context, it is hardly surprising that Japanese consumers are stay-
ing cautious overall. Indeed, no solid trend is visible in terms of indica-
fors pertaining to domestic consumption, although the latter is likely to
pick up somewhat in conjunction with positive developments in the job
market and in the economy. Limited income and wage growth re-
mains a major cause of this lack of enthusiasm. Consumption will thus
remain a weak driver of GDP growth pending a sharper increase in
household income. Overall, real household expenditures have in fact
progressed, with an encouraging growth rate of +2% yoy in January.
However, annual household income stagnated (+0.2%) in nominal
tferms and decreased by -1.5% in real terms. On a quarterly basis, GDP's
private consumption index was up +0.5%, which explains the relative
stability of household confidence, which declined only slightly from 44.7
to 44.4, still close to the 10-year high reached in 2013. The job market
context will likely help improve household senfiment, as the unemploy-
ment rate dropped further from 2.8% to 2.4% and may presently have
reached the threshold of full employment. The jobs-to-applicants ratio
has logically also reached its highest level in thirty years at 1.59, slightly
higher than in the previous quarter.

Composite, manufacturing and Services PMI - Japan
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Consumption could thus remain a significant contributor to GDP
growth, but it will remain structurally weak as long as the distribution of
income derived from growth is not more balanced. Indeed, the im-
provement in corporate earnings has yet to result in the expected
wage hikes.

The BOJ is still hoping this redistribution of eamings will occur in order to
boost inflation and consumption. While it has not yet come to pass, we
believe it is now more likely to do so. However, a depreciation of the
yen remains an essential condition for that to happen.

Leading indicators remain lacklustre

Rising uncertainty linked fo Q4 results will not be alleviated by leading
indicators in the short run, as the latter remain relatively lacklustre. The
Japanese economy is growing, but hesitancy remains, and the likely
temporary strength of the yen is not reassuring. The upswing in exports
and external demand, supported in part by a more favourable interna-
tional business cycle and by growing investment in Asia, initially had a
visible impact on industrial production and on the outlook for the sec-
tor, but leading indicators are not pointing to any further acceleration
at the outset of 2018. In fact, industrial production exhibited extreme
volatility in January (-6.6%), resulting in a sharp correction of the annual
growth rate from +4.4% to only +2.7%. Rising inventories over the past
several months were indicating a likely decrease of future business
activity and industrial production, but the decrease has been more
substantial than expected. The trend remains positive though it was
significantly destabilized by the yen's rise. The global PMI dropped
further from 52.8 to 52.2 in February, reaching 2017 lows. The services
PMI held steady at 51.7, slightly below its January level, suggesting a
deceleration in the growth of new contracts.

The manufacturing PMI slid from 54.8 to 54 in February as a result of the

yen's appreciation, although the collapse in the new orders sub-index
was rather more significant (from 57.4 to 54) and more worrying in
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terms of future growth, even if this indicator remains in an expansion
zone for the eighteenth consecutive month.

The yen temporarily regains its safe haven status

The Bank of Japan still does not have much room fo act in terms of
reaching its 2% inflation target (January CPl was 1.4%). It has not
changed ifs assessment of economic conditions and is maintaining its
monetary policy of low rates and monetary injections. The Bank is sill
hoping that economic growth will be sufficient to drive inflation up
toward its target. The short-term interest rate objective remains un-
changed (-0.1%), as is the aim of steering 10-year rates tfoward 0%.
Governor Kuroda is unlikely to change the Bank's policies, which will
remain a significant factor in the eventual decline of the Japanese
currency. We continue to believe that an improvement in fundamen-
tals will not have an immediate impact on the yen, which will continue
to be disregarded by investors due to an utterly unfavourable interest
rate environment. The government’s policy is thus still to weaken the
yen, as interest rate spreads are likely to widen and penalise the cur-
rency. The on-going normalisation of US monetary policy along with
expectations of further increases in long-term rates in the US will likely
further weigh on the yen in 2018. A weaker exchange rate has been
one of the key elements of the government’s policy to boost inflation
and exports. This policy remains relevant. A change in monetary policy
is indeed unlikely in 2018, even if the BOJ has significantly reduced the
pace of its asset purchases, to the point where its balance sheet con-
tracted ever so slightly for the first time in December. We do not be-
lieve this event heralds a change in monetary policy, even if Governor
Kuroda recently announced that he would normalise the Bank’s policy
if its inflation target were achieved.

The yen has benefitted from its safe haven status over the past several
weeks, but the currency will likely weaken again and draw closer to
the high end of the band within which it has fluctuated over the past
twelve months (USD 110, CHF 110, EUR 135).
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¢ Growth objective of +6.5% for the Chinese economy

e Surge in exports further irritates the United States
¢ Threats of another tfrade war

¢ New opportunifies in the equity market

Growth objective of +6.5% for the Chinese economy

GDP growth is likely to clock in at a still solid +6.7% annualised at the
end of Ql, before slowing slightly to +6.5% for 2018 as a whole. The
government is emphasising qualitative growth, keeping its growth ob-
jective unchanged from 2017. In 2018, China is striving for economic
growth predicated on improving the quality of the economy overall.
The pursuit of rapid growth is thus obsolete, and China wants to focus
on structural measures and reforms aiming at minimising major threats.
Growth shall thus seek to promote investment and innovation, improve
the quality of urbanisation, and achieve success with China's rural
revitalisation strategy. High-level frade and investment liberalisation
policies should also enable the country to achieve its qualitative objec-
tives with regard to developing its domestic market and to maintain its
capacity to grow exports of higher quality goods.

Surge in exports further irritates the United States

Chinese exports soared in February, growing by +44.5% yoy, while the
growth rate of imports dropped from +36.9% to +6.3%. China thus ex-
ported over 175 bilion dollars worth of merchandise. In only two
months, China's frade surplus rose to 360 bilion yuan. In this context,
economic growth would be expected to be rather robust, but these
numbers are stoking political tensions, further straining relations be-
tween China and the US. Trade tensions will certainly infensify following
President Trump’s announcement regarding further taxes on a number
of Chinese imports such as steel and aluminium. The January-February
period tends to be more volatile, but over the past two months, exports
increased another +25% yoy.

Yoy GDP Growth

Threats of another frade war

In February, China had a frade surplus of 21 billion dollars with the US.
Chinese exports are the main factor sustaining economic growth over-
all in China thanks fo a general improvement in world trade. The im-
pact on the Chinese economy of new tariffs is likely to be limited. The
Chinese government is probably more wary of measures to combat
intellectual property rights violations because in fact the US has few
alternative sources of supply for the products it buys from China. A
frade war would benefit no one and would undoubtedly only further
hinder material flows, ultimately leading to a decrease in world trade.
While the war has not actually been declared, the US is likely aiming to
place the bar very high with regard to future negotiations. The US presi-
dent's ambition to rebalance trade and reduce the deficit, estimated
at close to 373 billion dollars in 2017, may come up against reality, but
he is fully determined to deliver on this campaign promise.

Inflation remains weak at the beginning of the year

Inflation was down slightly for FY2017 in China, so the release of the
figures for February generated quite the surprise. Indeed, the price
index posted its largest yoy increase since 2013. The +2.9% yoy increase
marks a sharp increase over the January rate (+1.5%). The suddenness
of the upturn in inflation may be due to a base effect with regard to
food prices, which had dropped significantly in February 2017. Overall,
inflationary pressures seem to have weakened, although they did in-
crease by a significant +2.5%. Production price indices have confinued
to normalise at the beginning of the year, dropping from 4.3% to 3.7%.
Pressure on the PBOC to raise rates does not appear sufficient to result
in any immediate intervention.

GDP and Industrial Production
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Real Estate, Infrastructure and Industrial Investments (YoY)
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Leading indicators still vacillating

Most leading indicators have remained relatively unchanged since the
beginning of the year. China Caixin PMI index levels overall remain
somewhat higher than those posted at the end of 2017. The various
indices are still poinfing toward sustained economic activity in 2018,
without exhibiting any significant increase in optimism, however. The
manufacturing PMI index progressed from 51.5 to 51.6, while the ser-
vices sector fell back slightly (to 54.2 from 54.7). The global index thus
also posted a small decline from 53.7 to 53.3. Although not spectacu-
lar, leading indicators are confirming the positive growth trend in the
Chinese economy. Industrial production even rebounded, as shown by
an improvement in yoy growth from 6.6% to 7.2%.

A new emperor in China to sirengthen reforms

Following somewhat of a political upheaval in China in March, Presi-
dent Xi Jinping will benefit from a new measure approved by the Cen-
tral Committee of the Communist Party authorizing more than two
presidential mandates. President Xi Jinping, who had already been
consolidating power since 2013, is now in even greater control of the
administration in view of the newly announced nominations to govern-
ment, and thanks to his constitutional reforms he will be able to run for
another mandate when his current mandate expires in 2023. By solidify-
ing his power in this way, Xi Jinping will be able to tackle his plans for
fiscal and financial reform even more aggressively.

China's debt level is still perceived as a not insignificant threat to finan-
cial stability. Among Beijing’s key objectives is thus to tackle financial
risks, speculation, and the threat posed by bad debt, as public and
private debt now exceeds 50% of GDP. The Chinese government is thus
defermined fo ensure continued economic growth by accelerating
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reforms that will ensure quality growth and better control of financial
risks. In particular, the aim of deleveraging and reducing debt contin-
ves to be presented as a central task, and it should gradually affect
businesses, households, and the real estate sector, after having initially
been focused on the financial sector.

Exchange rate, monetary and fiscal policy

With regard to the exchange rate, the government does not seem to
be wiling fo alter its language and is thus still talking about a stabilisa-
tion of the yuan. At the same time, China's currency reserves posted
their first decline in a year (-27 billion dollars), although they still exceed
three ftrillion dollars. Foreign exchange controls, reinstated at the begin-
ning of 2017, played a significant role in reducing the outflow of capi-
tal, which thus remains in China, financing investment.

In ferms of monetary policy, the current confext should enable the
PBOC to implement its neutral and cautious strategy in 2018. Any po-
tential rate hikes aiming at reducing leverage will likely be very gradu-
al. The required reserve ratio set by the PBOC for the major Chinese
banks will likely remain unchanged at 17%, and the target policy rate,
currently at 4.35%, should also remain stable in 2018. Fiscal policy will
likely be somewhat less central in 2018. The government will have to
balance its desire to support certain specific areas of growth while
reducing overall expenditure.
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United Arab Emirates

e Qil Production cuts made 2017 a challenging year for the UAE

o Stronger than expected GDP growth estimate in 2017

e Significant rebound in headline inflation in 2017

e Deflation in housing costs and increased risk of oversupply

e What lies ahead for the UAE's property market?e

Oil Production cuts made 2017 a challenging year for the UAE

In line with its commitment to the OPEC agreement that took effect in
January 2017, the UAE government participated actively in the coordi-
nated oil production cut which was extended last November fo the
end of 2018. Accordingly, the UAE cut its oil production by 6% on a
year-on-year basis in the fourth quarter of 2017 adding to a previous
cut by 4% in the third quarter, leading to an average quarterly year-on-
year decline by 2% in 2017. The Brent price increased by 25% on a year
on year basis during the fourth quarter of 2017 against a previous in-
crease by 14% during the third quarter, based on the latest data pub-
lished by the EIA. The average quarterly increase of the Brent price
reached 27% against a decline of 15% in 2016. The recovery in Brent
values came as result of the production cuts decided by OPEC mem-
ber countries and the recovery of the global economy coupled with
the depreciation of the Dollar, leading to the revival of oil's global de-
mand.

Stronger than expected GDP growth estimate in 2017

The Central Bank of the UAE revised its estimated of the Real GDP
Growth for 2017 to 1.5% which compares favorably to the initial GDP
projection by the IMF which expected the UAE to grow by 1.34%. Ac-
cording fo the index of non-oil activity construct by the CBUAE (Non-Oil
ECI), the non-hydrocarbon sector in the UAE grew by 2,9% in the fourth
quarter of 2017, driven mainly by economic recover, employment resili-
ency, higher oil prices and improved growth in main UAE’s trading
partners. However, on a yearly basis, the oil-GDP growth declined by
1.4% and is expected to decline by another 0.2% in 2018. The dampen-
ing effect of the oil-production-cut was mitigated mainly by a stronger
government spending, which grew by a staggering 23.3% in the first
quarters of 2017, and by the resilience of the non-oil sector. Looking
forward, the recovery of global external demand for oil should boost
the UAE’s economy by 2.5% in 2018 to which the non-oil sector should
contribute by 3.9% according to the UAE's Central Bank forecasts.
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Significant rebound in headline inflation in 2017

As forecasted in our previous publication, the headline inflation re-
bounded strongly in the fourth quarter of 2017, driven mainly by the
implementation of tax on Beverages and Tobacco and a stronger than
expected domestic demand in anticipation of the VAT implementation
in January 2018. Consequently, the inflation rate jumped during the
fourth quarter of 2017 to reach 1.8% against 0.8% in the third quarter. In
December, the overall Consumer Price Index (CPI) reached 2.7% which
marks the highest monthly reading since March 2017. The most im-
portant increase in prices was on tradable goods, which account for
34% of the consumption basket in the UAE. Tradable prices inflation
reached 4% in the fourth quarter of 2017 up from 0.6% in the fourth
quarter of 2016. In fact, effective October 2017, an excise tax of 200%
was imposed on Tobacco products and 50% on sugar and energetic
drinks.

Deflation in quarterly housing costs and increased risk of oversupply

The UAE's housing market withessed two consecutive quarters of defla-
tion in the third and fourth quarters of 2017— respectively — 0.6% and
- 1.0% due to excess supply in both Emirates, Dubai and Abu Dhabi.
Real estate values both in Abu Dhabi and in Dubai peaked in Q2 2014
and corrected there after due mainly to the decline in oil prices, a
strong US dollar and the implantation of reduced Loan-To-Value (LTV's)
by the UAE's Cenfral Bank fo prevent excessive property speculation.
The UAE real estate market then went through two years of consolida-
tion that witnessed a substantial number of launches taking place
mainly in the affordable segment amidst limited demand for high-end
properties. In order to stimulate demand. Since 2016, most developers
started offering incentives such as extended payment plans during the
post completion stage coupled with lower deposits which made off-
plan sales more attractive to a segment of the residing population that
could not afford the minimum 25% down payment requirement for a
mortgaged property.

Economic Growth in the UAE
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UAE CPI Inflation
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Trend reversal in off-plan sales property sales?

it's no secret that off-plan property sales were responsible for the mar-
ket momentum mainly in Dubai but also in Abu Dhabi after the imple-
mentation of increased property registration fees and higher LTV's.
According to Dubai Land Department (DLD), the volume of off-plan
transactions were up 60% year on year in 2017. They accounted for
over 70% of all transactions fueled largely by back-ended and post
handover plans provided by developers. However, the latest data from
DLD indicates a reversal in this trend as off-plan sales in Dubai where
down 37% in the first quarter of 2018 compared to a year ago. In terms
of values, the decline in off-plan sales was steeper sfill, at an estimated
5.91 billion, down 46% from numbers recorded in the first quarter of
2017.

What lies ahead for the UAE's property market?

BearBull Group expects the UAE property market to follow similar frends
with the previous years with increased pressure on both prices and
rental values until the market finds a new equilibrium. Lower demand
and softer labor market coupled with increased supply is expected to
generate further deflationary pressure on rental prices. According to
the latest date released by REIDIN and the CBUAE, rental prices in Du-
bai declined by 6.7% y-o-y in the fourth quarter, adding to previous
decline of 6% in the previous quarter. Similarly, rental prices in Abu Dha-
bi fell by 11% y-on-y after a previous decline of 10.5% in Q3 2017. Look-
ing forward, rental values are expected to drop at a faster pace com-
pared to capital values both in Dubai and in Abu Dhabi as a result of
the sheer amount of supply projected for delivery in 2018. Asteco esti-
mates the supply of new apartments in Dubai to reach 23,000 units
against 13,9200 units in 2017, while the number of completed villas are
expect to reach 8,500 units versus 3,600 units in 2017. Meanwhile, in
Abu Dhabi, 2,800 aparfments were delivered in 2017 and 6,2000 apart-
ments are expected for delivery in 2018. Number of completed villas
are also expected to witness a strong growth from 750 units in 2017 to
2,800 units in 2018. Consequently, a large proportion of off-plan inves-
tors that have been driven by capital appreciation may fall short of
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UAE CPI Inflation vs Housing Inflation
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their expectations once they get delivery of their assets. This could lead
to increased price divergence in 2018 that could benefit sophisticated
investors. Property buyers will increasingly be required to seek profes-
sional advice when investing in UAE property and focus on projects
that benefit from unique demand drivers, such as favourable location
and infrastructure, established facilities, quality finishes, excellent prop-
erty management and other added value incentives.

Introduction of a Value Added Tax and Inflationary Pressure

The United Arab Emirates’ federal government has implemented a 5%
Value Added Tax (VAT) in 2018 in compliance with an initial agreement
signed between all six of the Gulf Cooperation Council (GCC) coun-
tries paving the way for the infroduction of a Unified Value Added Tax
throughout the GCC in 2018. The implementation of the VAT constitutes
a fundamental transformation for businesses based in the UAE and a
major shift in the country’s tax policy. The implementation of the VAT is
in line with the fast-track diversification of the UAE economy aimed at
further reducing its reliance on crude oil revenues. Thus, the implemen-
tation of a 5% VAT tax is expected to add USD 3.27 billion fo UAE gov-
ernment's coffers in 2018 and adding around 1.5% to GDP, rising as
much as 5.45 billion in 2019 according to the Minister of State for finan-
cial affairs. The infroduction of VAT should also help bringing transpar-
ency and help the financial sector in the UAE to differentiate between
businesses thus making it easier for banks to finance small and medium
enterprises.

That being said, as mentioned above, we believe that the introduction
of the VAT tax will increase inflationary pressure on prices despite the a
marginal softening anticipated by most experts on rental values across
the UAE.

Dubai Residential Rent Prices
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Emerging Markets

e Monetary easing is continuing in Brazil, South Africa

among others

Economic situation by country

Brazil - The Central Bank of Brazil considers that current economic con-
ditions warrant carrying out an accommodating monetary policy. In
March, the bank’s Monetary Policy Committee thus unanimously de-
cided to further cut its Selic rate by -0.25% to 6.50%. Policy rates have
thus more than halved since October 2016 (14.25%), when they had
reached all time highs. The Committee is thus maintaining a coherent
monetary policy given the country’s still moderate level of inflation,
with an inflation target of 4.5% for 2017 and 2018. Indeed, the IBGE
inflation rate is currently 2.84% on an annualised basis vs. 2.95% in De-
cember. On a monthly basis, inflation has risen continuously since July
2017. Economic growth is similarly trending upward (+2.10% in Q4 2017)
since Q2 of last year and its return into positive territory (+0.3%) after
having spent 12 quarters in the red.

Although the cenfral bank is currently planning to maintain its accom-
modating monetary policy, thus reducing the risk of hampering infla-
tion's convergence to its target, in the absence of relevant changes in
its base scenario, it may consider suspending this accommodating
policy and assessing next steps. The Monetary Policy Committee has
emphasised that next steps in terms of monetary policy implementa-
fion will continue fo depend on the economic situation, the balance of
risks, and on inflation forecasts and expectations.

South Africa - The growth outlook for 2018, while sfill challenging, is
nevertheless more favourable, following an upward revision in previous
GDP figures and 3.1% growth in Q4, a positive surprise for analysts. FY
2017 GDP growth clocked in at 1.3%, and the South African Reserve
Bank is forecasting a growth rate of 1.7% in 2018 vs. its previous forecast
of 1.4%, and a growth rate of 1.5% for 2019, slightly below its previous
forecast (1.6%), while it is forecasting growth of 2.0% in 2020.
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India and Turkey are posting growth greater than +7%

and Russia,

The improvement in the economic outlook is bolstered in particular by
signs of improving business confidence, reflected in the Bureau for
Economic Research’s business confidence index, which progressed
sharply in Q1 2018 from 34 in December to 45 in March. The leading
indicator for the South African economy continued to tend upward in
January (+1.5 points o 106.1), in line with the improving outlook.

The yoy inflation rate, measured by the consumer price index (CPI) for
all urban areas, was 4.4% in January 2018 before declining to 4.0% in
February. In spite of the negative impact of the planned increase in
the VAT in April, inflation should reach 4.9% in 2018, 5.2% in 2019 and
5.1% in 2020

The rand has held on to its recent gains achieved since the end of last
year, and some of the main risks weighing on the currency have dissi-
pated. Since the previous meeting of the SARB’s Monetary Policy Com-
mittee, the rand has appreciated by +4.8% against the US dollar, +3.2%
against the euro, and +3.5% against a basket of currencies. The South
African currency is now considered slightly overvalued.

Given the improvement in the inflation forecast and decreasing risks
related to the economic outlook, the SARB deemed it possible fo relax
its monetary policy without compromising inflation. Accordingly, the
central bank decided to cut policy rates by -0.25% effective 29 March
2018, bringing rafes down fo 6.50% at the end of Q1. However, the
bank is projecting a 25 bps hike by the end of 2019, followed by two
further hikes in 2020.

GDP Growth spread
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India - After slowing down for a large part of 2017, due in particular to
the demonetisation at the end of 2016 and the introduction of a new
tax on goods and services, economic growth has bounced back in
India. Indeed, GDP growth was 7.2% in Q4 2017, once again leapfrog-
ging China (6.8%) to become the fastest-growing among the world’s
major economies. The inflation rate remained above its long-run target
(4.0%), clocking in at 4.44% in February.

The current growth rate, however, seems too optimistic for the coming
months in the absence of further economic reform, and even a growth
rate of 7% does not seem sufficient to absorb approximately one million
new entrants to the job market every month.

At the beginning of Prime Minister Modi’s term, growth was boosted by
the fall in oil prices, as India imports oil in large quantities. However, the
price of crude, which dropped from $110/barrel to $30 over his first two
years in power, has since bounced back to $65. A current account
deficit, insufficient budgets, and high inflation could therefore re-
emerge. Yields on Indian government bonds thus rose from 6.4% last
summer fo about 7.5% in March, suggesting investors are increasingly
worried.

Russia — GDP growth in Russia was back above 1.8% over the past two
quarters and should clock in at 1.9% in Q4 2017. Over the first two
months of the year, annual growth of industrial production was back in
positive territory. Investment also increased continuously over the peri-
od, while the recovery in consumer demand was sustained by rising
real wages and an expansion in personal loans. The Central Bank of
Russia’s overall perceptions of the country’s economic growth outlook
have remained unchanged. In spite of an increase in oil prices in its
base scenario, the central bank has not made any significant revisions
in its forecasted growth rate in the medium term due to the economy’s
reduced sensitivity to changes in oil prices as well as to remaining struc-
tural constraints. Thus, for 2018-2020, GDP growth is forecast to be be-
tween +1.5% and +2%.
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Current trends in interest rates were a key factor in the easing of mone-
tary conditions. Real interest rates remain positive and support saving.
Overall, financing terms for businesses remain constraining as a result of
banks’ conservative approach to assessing borrowers and to increas-

ing loan volume.

On 23 March, the central bank decided to cut its policy rates by -0.25%
to 7.25%, which constitutes the eighth cut since March 2017. These
decisions along with a still significant likelihood of a decline in rates will
contribute to a further easing of monetary conditions in the future, thus
sustaining domestic demand and creating conditions favourable to
achieving the 4% target inflation rate. Although annual inflation could
continue fo slow in Q1 2018, as a result in particular of the significant
base effect with regard to food price inflation last year, inflation should
gradually draw nearer to its target rate in the second half of the year,
boosted by an upswing in domestic demand. Inflation (2.2% in Febru-
ary) has remained below 4% for longer than initially expected, thus
allowing a more rapid fransition to a neutral monetary policy this year.

The Central Bank of Russia is thus forecasting annual inflation to be
between 3% and 4% in 2018 and close to 4% in 2019. Developments in
the job market and external factors such as rising uncertainty with re-
gards to trade policy will be of specific concern in the central bank’s
assessment of inflationary risks.

As we mentioned in our previous edition, the outcome of the Russian
presidential election was never in any doubt, and Viadimir Putin was re
-elected for a fourth consecutive term. Russia’s strongman was re-
elected in the first round, winning 76% of the votes, namely, his most
decisive victory in 18 years at the helm.
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Current Account Balance
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Colombia - Over the first two months of 2018, annualised inflation
slackened slightly more than expected, with a rate of 3.37% in Feb-
ruary vs. 4.09% in December, thus drawing nearer to its 3.0% target.
During this period, the food and tradable goods CPIs, excluding
regulated food and goods, posted the largest annual decreases.
The direct impact on inflation of tax increases following the imple-
mentation of fiscal reform at the beginning of 2017 have dimin-
ished, translating intfo a decline of inflation. GDP progressed by
+1.6% yoy in Q4 2017, below both the +1.8% forecast and the previ-
ous quarter’s figure of +2.3%, which was the highest rate reached
since June 2016. Based on available leading indicators for the
economy, the central bank decided to maintain its growth forecast
of +2.7% for FY2018, expecting the economy to be buttressed by an
upswing in external demand led by developed countries and the
major emerging economies, a decrease in interest rates, and public
investment. During its 20 March 2018 meeting, the Central Bank of
Colombia thus decided fo keep its key rate unchanged at 4.5%,
following the -0.25% cut in January, and fo continue carrying out a
slightly expansionary monetary policy.

Mexico — The Mexican economy continued to expand in 2017
(+1.5%), but at its slowest pace of the past four years, as it was pe-
nalised by sluggish growth in the industrial sector as well as a slight
downturn in the services sector. The only good news comes from
international tourism (USD 21.3 billion), whose 2017 revenues were
up +8.6% compared with 2016. Analysts are predicting slow eco-
nomic growth in Q1 2018, due in particular to private consumption,
which could slow down significantly as a result of higher inflation.

Indonesia - The Indonesian economy grew by 5.19% in Q4 2017,
beafing initial forecasts of 5.10%. GDP thus continues fo expand,
reaching its fastest annual growth rate since 2013. The surprise
comes from high domestic demand, which compensated for strug-
gling exports. Private consumption, which accounted for over half
of the country’'s GDP growth, increased by 5% (annualised) in Q4,
thus slightly more than in Q3 (4.9%).

Taiwan - In 2018, Taiwan's GDP will likely continue to trend upward
as it did in 2017 (+3.28%). Indeed, with regard to domestic demand,
the steady growth of the domestic economy, improvement in the
job market, rising basic wages, and salary increases for employees
in the public sector and in some private companies should boost
domestic consumption. In addition, increasing investment by major
semi-conductor companies in cutting-edge, next-generation tech-
nologies as well as the government’s implementation of pro-
grammes to develop innovative industries will contribute to boosting
investment in the country.

Turkey — Turkey became the country with the fastest pace of growth
in the world, with a GDP growth rate of +7.3% in 2017. The main
factors driving this strong growth were the credit guarantee fund
launched by the government to support small and medium-sized
enterprises, the boom in international tourism, and the tax cut on
durable goods and property.

Romania, Czech Republic, Poland, Hungary

The Romanian economy expanded by +6.9% yoy in Q4 2017. Infla-
fion stood at 4.72% in February, compared to 3.32% in December.
Over QI1, the National Bank of Romania increased policy rates by
+0.25% twice, reaching 2.25%.

In the Czech Republic, GDP grew further in Q4 2017 (+5.2%). thus
posting a second consecutive quarter of positive growth. Inflation
contracted slightly between December (2.4%) and February (1.8%),
and policy rates increased from +0.25% to 0.75%.

The Polish economy posted annual growth slightly above 5% as of
year-end 2017 (+5.1%). Inflation decreased from 2.1% in December
to 1.4% in February.

Finally, in Hungary, GDP grew by +4.4% in Q4 2017, thus posting its
19th consecutive quarter on the rise. The consumer price index
declined slightly over the first two months of the year (-0.2%), for an
inflation rate of 1.9% in February.
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Currencies

o The rise in the US dollar is keeping us waiting

e The risk of a strong euro is rising

e Turning points of economic cycle that benefit commodity-related

currencies

LIQUIDITY/ CURRENCY Expected ALLOCATION (CHF Portfolio)
Return underweight  neutral overweight
3months lyear --- -- - = +

EUR vs CHF A A

USD vs CHF A AA

GBP vs CHF N N

JPY vs CHF N N

EUR vs USD N N

USD vs JPY A A

GBP vs USD N N

The rise in the US dollar is keeping us waiting

the outlook for increased US debt and the budget deficit / GDP ratio
have weighed on the dollar these last months, but the good perfor-
mance of the economy, labor market and labor costs which have
raised fears of a rise in risk inflationary and further interest rate increas-
es, should favour the greenback.

Speculation of a more rapid normalization of the Fed's monetary policy
had reignited fears that interest rates would rise. Inflationary pressures
will still remain limited, which should not motivate a toughening of the
Fed's action which could threaten the growth rate of the economy. US
economic momentum will likely most often be superior to that of other
developed economies in 2018. Consequently, the interest rate spread
will likely widen further across the yield curve and benefit the investors’
interest in the greenback.

In this environment, the weakness of the dollar in 2017 seems unjustified.
The depreciation of around -10% of the frade weighted USD index
against a basket of currencies erased almost half of the dollar’s gains
between 2014 and 2015. The value of the US cumrency will thus un-
doubtedly adjust in the coming months, unless expectations of deterio-
rating public finances linked fo the tax reform start to prevail the dollar.
Ultimately, our forecasts are positive and support an increase above 1
Swiss franc to the dollar.

Recent rebound in speculative positions since the lows

In this rather dollar-friendly environment, “Long dollar” CFTC specula-
tive positions are sfill low, showing strong disinterest from investors. Yet
this indicator deserves closer attention, as over the last decade every
significant dollar increase has been preceded by a surprisingly low
rafio.

The last fime the current level was reached in March 2014, the dollar
appreciated +25% in the following twelve months. For the past few
weeks, there has been a slight rebound in this indicator, suggesting a
fimid comeback of positive positioning. We believe it is likely that the
dollar will rise against most major and emerging currencies.

Graph sources: Bloomberg/BBGI Group
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The risk of a strong euro is rising

The ECB is not mistaken- the recent rise in the euro against the US dollar
could represent a threat to the expected development of inflation
over the coming months. The +15% rise in the single currency against
the US dollar in 2017 has, in fact, continued in 2018, with nearly a further
+3%. The overall rise of around +20% in barely a year does indeed con-
stitute a risk for inflation prospects, as well as for the future develop-
ment of the European economy. The euro’s appreciation was the logi-
cal consequence of the relatively unexpected period of economic
acceleration in 2017.

However, in the current climate, the euro’s strength is problematic for
the ECB and could endanger the quality of the current recovery as
well as the competitiveness of European industry. The ECB will have to
wait for weakness in the euro and an inflation recovery before increas-
ing its key rates. This combination could take time to come about,
which is why key rates have not been changed.

As regards the euro/CHF exchange rate, we can see that the strategy
we implemented immediately after the SNB's change in policy is sfill
proving effective. The euro rose nearly +10% against the Swiss franc in
2017, meaning that it has bounced back nearly +20% over the past
three years. The exchange rate has nearly recovered to the level it was
at on 14th January 2015 (1.20). A few months ago, we highlighted that
the bounce back in the euro seemed to us to be broadly reflecting the
improvement in fundamentals and heading info a new phase of rela-
fively horizontal consolidation, which would be conducive to some
profit-taking.

Today, after two quarters of stabilisation, we now believe that it is highly
likely we will see the single currency head fowards and beyond the
1.20 level. The euro should soon lose some ground against the US dollar,
but become more attractive as compared to the Swiss franc.
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The yen has temporarily regained its safe haven status

The Bank of Japan still does not have much room fo act in ferms of
reaching its 2% inflation target (January CPl was 1.4%). It has not
changed ifs assessment of economic conditions and is maintaining its
monetary policy of low rates and monetary injections. The Bank is sill
hoping that economic growth will be sufficient to drive inflation up
toward its target. The short-term interest rate objective remains un-
changed (-0.1%), as is the aim of steering 10-year rates toward 0%.
Governor Kuroda is unlikely to change the Bank’s policies, which will
remain a significant factor in the eventual decline of the Japanese
currency. We continue to believe that an improvement in fundamen-
tals will not have an immediate impact on the yen, which will continue
to be disregarded by investors due to an utterly unfavourable interest
rate environment. The government’s policy is thus still to weaken the
yen, as interest rate spreads are likely to widen and penalise the cur-
rency. The on-going normalisation of US monetary policy along with
expectations of further increases in long-term rates in the US will likely
further weigh on the yen in 2018. A weaker exchange rate has been
one of the key elements of the government’s policy to boost inflation
and exports. This policy remains relevant. A change in monetary policy
is indeed unlikely in 2018, even if the BOJ has significantly reduced the
pace of its asset purchases, to the point where its balance sheet con-
tracted ever so slightly for the first time in December. We do not be-
lieve this event heralds a change in monetary policy, even if Governor
Kuroda recently announced that he would normalise the Bank's policy
if its inflation farget were achieved. The yen has benefitted from its safe
haven status over the past several weeks, but the currency will likely
weaken again and draw closer to the high end of the band within
which it has fluctuated over the past twelve months (USD 110, CHF 110,
EUR 135).

7 currencies against CHF (Normalized at 100)
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Pound remains stable and confident against the euro

The British currency does not seem to be affected by the absence of
any tangible progress in defining a post-Brexit business model in negofi-
afions between the United Kingdom and the European Union. We con-
finue to believe that the pound has entered a stabilisation phase
against most major currencies, after its record drop following the Brexit
vote. Since talks resumed in December 2017, the pound has benefitted
from a rather constructive environment, anticipating a reasonable
solution between the UK and the EU. This expectation is still bolstering
the pound/euro exchange rate, which has remained stable between
1.12 and 1.14 since October 2017. At the beginning of the second
quarter, we confinue to bank on a stabilisation of the exchange rate.

Australian dollar likely to rise further

After a volatile year in 2017, in which the Australian dollar depreciated
against the euro, the franc and the yuan, while remaining relatively
stable against the dollar, it stayed relatively stable in the first quarter of
2018. The Australian central bank could possibly proceed with a sur-
prise initial rate hike in June given the country’s excellent economic
performance. Since it remained slightly below expectations in Q4 2017
(+2.4%), in addition to a tight labour market, RBA will probably wait for
the second semester before acting. The increase in commodities prices
expected in 2018 will likely confribute to positive developments of the
Australian dollar.

Dollar Trade-weighted index & cross rates (Normalized at 100)
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The Swedish crown is still waiting

In Europe, the probability of an appreciation of the Swedish crown
decreases. Policy rafes in Sweden may also be raised more quickly
than expected in 2018, given GDP growth of +3.3%, but the absence
of inflationary pressures will put on hold the rise of interest rates. A
readjustment of policy rates would be surprising with regard to a
currency that appears to be among the most undervalued in real
terms. However, the Riksbank could adjust its rates several fimes if the
price evolution should finally be more dynamic, thus boosting the
appeal of the Swedish crown.

Currencies linked to commodities benefit from the favorable cycle

In Russia, Brazil, and Indonesia and in commodities-producing coun-
tries more generally, the new records of progress for oil prices in H1
and the high level of prices of industrial metals and precious metals
confirm the trend reversal. The improvement in the general context
driven by the upswing in commodities and a more solid global eco-
nomic outlook will have an increasingly positive impact on the valua-
tion and demand of these countries’ currencies. In confrast fo the
situations described above, in these countries it is the combination of
factors such as improving GDP growth coupled with a better control
of inflation and a reduction in policy rates that will drive the rise in
exchange rates.

CURRENCIES

31.03.2018

Last
price

Name 7d% 1Tm% 3m% 6m% YID%

AGAINST DOLLAR

EUR-USD X-RATE 1.2 -0.2 0.5 2.7 5.0 2.7
CHF-USD X-RATE 1.0 0.7 -1.2 2.2 2.2 2.2
GBP-USD X-RATE 1.4 -0.8 1.7 3.7 5.6 3.7
JPY-USD X-RATE 0.0 -1.4 0.0 6.0 6.1 6.0
CAD-USD X-RATE 0.8 0.0 -04 -25 -30 -25
AUD-USD X-RATE 0.8 -03 -1.0 -17 -19 -1.7
RUB-USD X-RATE 0.0 1.0 0.2 1.7 2.1 1.7
CNY-USD X-RATE 0.2 0.4 1.1 3.5 5.9 3.5
INR-USD X-RATE 0.0 0.0 0.2 -1.9 0.8 -1.9
BRL-USD X-RATE 0.3 0.2 -1.7 0.2 -4.6 0.2

AGAINST SWISS FRANC

USD-CHF X-RATE 1.0 0.7 1.3 -2.1 2.1 -2.1
EUR-CHFX-RATE 12 04 17 04 28 04
GBP-CHFX-RAE 13 01 31 15 33 15
z:}’(;oc)”F XRAE 09 07 13 38 39 38
CAD-CHFX-RATE 0.7 07 08 -47 -51 -47
AUD-CHF X-RATE 0.7 04 03 37 -40 -37
RUB-CHFX-RATE 00 17 1.4 05 01 05
CNY-CHFX-RATE 02 1.1 24 13 37 13
INR-CHF X-RATE 00 07 1.4 39 1.3 -39
BRL-CHF X-RATE 03 07 07 20 68 20

Graph sources: Bloomberg/BBGI Group
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PROSPECTS AND STRATEGIES

International bonds

International Bonds allocation m United States

B Eurozone

M United Kingdom
B Europe

M Japan

W Emerging

™ High yield

 Others

Tactical Allocation

- Reduce exposure to Eurozone
- Reduce duration again

- Diversify exposure to CAD, AUD and
commodity-related currencies
- Reduce exposure to Emerging and high

Gradual increase in expected inflation in the United States
US Treasury long rates above 3%
Reversal of the long-term rate cycle in the euro area
Still no prospect for the Japanese market
BONDS Expected ALLOCATION (CHF Portfolio)
(Areas/currency) Return underweight  neutral overweight
3months lyear --- -- - = +
Switzerland N NN
United States N N
Eurozone N NN
UK N N
Europe N NN
Japan N N
Emerging > 4
Other (AUD, CAD, NOK...) -> ->

Gradual increase in expected inflation

The latest inflation figures (+2.2%) published in February surpass the
Federal Reserve's +2% target. The index’s year on year rise excluding
food and energy (+1.8%) was lower than 2%. They have hit the target
and should gradually move beyond it. The upward trend has remained
modest at the start of year, but leading indicators and the situation on
the jobs market seem to suggest that the trend will be bolstered over
the coming months. Expected year on year inflation has risen more
starkly than monthly figures, coming in at +2.9% in March, compared to
+2.7% in February. In the longer-term, expected inflation for the next 5-
10 years is also higher, standing at +2.5%. This trend cannot pick up the
pace without an increase in salaries, which is faking its time despite the
labour market being close to full employment. In contrast to the theory,
inflationary pressures are still weak, even though the unemployment
rate has stabilised at 4.1%.

2018 could be a year of surprises due to a combination of factors act-
ing fogether. Indeed, the macro-economic context should foster new
salary negotiations and spark tensions on commodity prices, propping
up a price rise.

At its last meeting, the Federal Reserve was more confident than ever
in US growth prospects, and has increased its forecasts for 2018 from
+2.5% to +2.7%, and those for 2019 from +2.1% to +2.4%.

In its analysis of current conditions, it highlighted a temporary dip in the
frend in the first quarter, which does not cast doubt over its vision for
the year as a whole. The core of the analysis remains focused on la-
bour market conditions, which continue to show an increase in new
jobs and a fall in the unemployment rate (3.9%). The latter could even
drop to 3.8% in 2018, and perhaps 3.6% in 2019. The Fed's vision for
inflation has gone unaltered at the end of the first quarter 2018. It
seems likely it will rise above the 2% target in 2018, though with no per-
ceived risk of the target being exceeded quickly and to a considera-
ble degree.

US Treasury long rates above 3%
Renewed inflation in a robust economic contfext should quickly lead to

new adjustments to long-term nominal rates over the coming months.
After remaining stable for a few quarters, US long rates were the first to

Graph sources: Bloomberg/BBGI Group

yield bonds

spark the trend. As much as a few months ago, we had pointed out
that the 2.1% correction to 10-year Treasury rates was not compatible
with sustained economic activity and regular monetary policy normali-
sation on the part of the Fed.

Our forecasts of long rates rising to around 3% have played out in the
meantime, but this came in the context of a likely boost to the econo-
my. However, although we still believe that in the long-term long rates
should exceed 3%, it is likely that in the short-term the volatility seen on
equity markets, as well as risks of disappointments regarding growth
over the coming months could lead to a period of consolidation of
these rates at just below the 3% threshold.

The risk of rate rises coming thicker and faster in 2018 has fizzled out for
now, new forecasts for 2019 tend to confirm the concerns raised in
February.

BOND INDICES (local currency)

31.03.2018

Total Return Performance

Last

Name price Curr. 7d% 1m%3m% ém% YID %
SWISS BONDS SBI AAA-BBB 1355 CHF 02 04 -07 -02 -07
UE BONDS Barclays EuroAgg 250.5 EUR 03 1.0 0.7 1.3 0.7
UE BONDS - SHORT ISHARES EURO GOV BND 1-
DURATION 3 1449 EUR 0.1 03 03 03 03
US BONDS PMUS AggiegateBond (530 USD 0.5 04 15 11 -15
US BONDS - SHORT BGF-USD ST DURATN BOND-
U oNDS o 84 USD 02 00 -02 -04 02

JPMorgan Emerging

EMERGING BONDS Nl B 5407 USD 1.0 04 -20 -09 -20
INTERNATIONAL BONDS  JPM Global Aggregate
(DIVERSIFIED) - USD Bond Index a4 WD @1 dd 09 22 @9
INTERNATIONAL BONDS  JPM Global Aggregate
(DIVERSIFIED) - EUR Bond Index @l Bl @6 @1 A4 24 -4
INTERNATIONAL BONDS  Barclays Global Agg
(DIVERSIFIED) - CHF Corporate 141.1 CHFE 1.5 14 -26 -09 -2¢6
CONVERTIBLE BONDS Exane Europe
P ooxane Surobe . 76050 EUR 03 03 -16 -10 -16
HIGH YIELD BONDS MR CHBRY IR uy ygp @1 @1 @1 18 6
HIGH YIELD BONDS - AB SHORT DURATION HI e D 0l o0 98 08 W6

SHORT DURATION YD-AT
1) Short & Medium-term (1-5 years)

2) Emerging Bonds (Corporate)

3) Emerging Bonds - Eastern Europe
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Reversal of the committed rate cycle in the euro zone

For the time being, the rise in long rates is still being held back by two
essential factors- inflation and monetary policy. The ECB’s decision not
to change its monetary policy and to continue with its bond purchase
strategy has put a dampener on any adjustments that should otherwise
have taken place in the current context of robust economic growth.

The second factor- inflation- is also preventing a rise in long rates due
fo its recent weakness. This is key, as in the absence of inflation, the
need to adjust interest rates is far from pressing. Indeed, inflation has
been gradually tailing off since its peak in the 1st quarter 2017 (2%),
and now only stands at 1.1% year on year. The euro’s weakness against
the US dollar will certainly be the main factor enabling new, more ro-
bust inflationary forecasts, and a rise in long rates thereafter. It is cer-
tainly too early yet to see a clear inflation recovery linked to the jobs
market; it is still too far from its friction point for wage rises to contribute
fo anincrease in prices.

The ECB’s aim of bringing inflation up to 2% will certainly be difficult to
achieve, even if the central bank contfinues with is expansionary mone-
tary policy in 2018, and particularly if the euro remains stronger in the
longer term. Salary costs are proving slow to budge and, despite its
significant drop, the Eurozone unemployment rate remains high in ab-
solute terms. However, inflation should gradually rise back fowards 1.7%
by the end of the year.

Nevertheless, Eurozone long rates should not be able fo cut loose from

the upward trend sparked by US policy normalisation and the recovery
on long rates in the United States. The long rate differential seems to us

European Bonds (10 year yield)
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06.14 10.14 02.15 06.15 10.15 02.16 06.16 10.16 02.17 06.17 10.17 02.18

Risk premium over Bund
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——— UK Generic Govt 10Y Yield ——— Switzerland Govt Bonds 10 Year

| —— US Generic Govt 10 Year Yield Spain Generic Govt 10Y Yield

to be less and less well founded given how well the European econo-
my’s growth rate has caught up.

After a 1st quarter still shaped by somewhat stable long rates, we be-
lieve that it is now likely that we will finally see a clear change in inves-
tors' perception of risk. We recommend considerably reducing the
bond risk in euros without delay.

British long-term rates will reach 2%

The BOE released its one-year (+2.9%) and five-year (+3.5%) inflation
forecast, indicating an expected increase. However, inflation has stabi-
lised somewhat over the past months, clocking in at 2.7% yoy in Febru-
ary. Pressures have not intensified; production prices even fell from
+19.3% to +3.4% over twelve months. We continue to predict that infla-
tion will stabilise above the BOE's 2% target in the next quarters. It may
seem surprising that long-term interest rates are not experiencing larger
shifts in this context.

The UK bond market is likely fo soon be somewhat more affected by
domestic fundamentals and the approaching 29 March 2019 dead-
line. The rise in 10-year yields we had mentioned in our latest invest-
ment strategy reached 1.6% before stabilising above 1.4%, but these
levels still seem low in the present context and should rise to 2%.

10 year yield
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Signs of rising inflation in Japan

The upswing in price indices was petering out at year end 2017, but
could pick up again in H1, as signalled by the CPI's +1.4% increase
in January and the February data for Tokyo, a more reliable indica-
tor of the evolution of prices in the country overall.

The best hope for a lasting rise in prices is for the yen to depreciate,
although tightness in the job market may now finally have an effect
on wages and prices. Indeed, the unemployment rate fell to 2.4% in
January, significantly below expectations (2.8%). The BOJ could thus
shortly see its expectations finally materialise, although we are still
far short of the stated 2% target.

A weaker yen remains a crucial factor in ferms of boosting corpo-
rate earings and wage growth. In this context, the Japanese bond
market still fails fo offer any interesting opportunities for foreign in-
vestors.

Focus on short maturities and take a cautious stance on peripheral
debtors

The Year 2018 has thus begun in a strong macroeconomic confext
on the international level by new tensions on long-term rates and
the expected rebound in interest rates in most countries. We should
also see next H1 the widening of credit spreads. Prudence will there-
fore be decisive in order to avoid significant losses during this shift in
paradigm. The yield on short-term Greek debt is now lower than
that of the US Treasury. The performance of the European peripher-
al debt will certainly be disappointing.

Overall, risk premiums are expected fo increase in 2018 with the
rebound in interest rates. We prefer investment grade bonds in US,
Canadian and Australian dollars to the detriment of bonds in euro
and yen.

Graph sources: Bloomberg/BBGI Group
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PROSPECTS AND STRATEGIES

Swiss bonds

e Normalization Swiss long-ferm rates begins
e Steepening of the yield curve confinues
e Inflation reaches its highest level since March 2011

e Focus on quality and short maturities

BONDS Expected ALLOCATION (CHF Portfolio)

Type of Debtor Return underweight  neutral overweight
3months 1lyear --- - - = +

Governement N N

Corporate (1G) N N

Others N N

Normalization Swiss long-term rates begins

Last year was mostly a year of horizontal consolidation during which
Swiss bond markets did not post a performance, but neither did the
speculative bubble burst, as had been so often predicted for several
years. This situation will certainly not last in 2018.

We have already been seeing a first significant shift in long rates for a
few weeks now, which has finally brought Swiss long rates above the
0% threshold. In just a few weeks, long rates have leapt 40 basis points,
and now clearly seem to be on a lasting upward trend. The rise of Swiss
long rates at the start of this year heralds a faster pace of interest rate
normalisation in Switzerland. This upward movement on ten-year rates is
not isolated, of course, and is reproduced across the whole rate curve.
This change only started to happen in the 4th quarter 2016 with a first
rise of 40 basis points, and is now continuing in the 1st quarter 2018, and
to a greater degree, on long-term maturities.

Steepening of the yield curve continues

The SNB's monetary policy of negative key rates is still influencing the
very short part of the Swiss rate curve and is preventing any increase in
yield on the very end of the curve. Ever since the start of this first shift
(30/06/2016) short-term maturities have naturally had a muted reac-
fion, whereas longer-term maturities have risen by 70 basis points for
between 7 and 12 years. Further, the yield correction stood at 80 basis
poinfs for 15-year maturities. The rafte curve is now steepening, as we

Switzerland Sovereign Yield Curve
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Swiss Bonds allocation

B Confederation
N AAA-BBB

¥ Others

Tactical Allocation

- Underweight Swiss Government Bonds

- Overweight the “IG"” segment
- Priorifise short durations on all segments

mentioned in previous analyses, and should do so to a greater degree
in 2018. In this context, the long rate differential for the German Bund
and Swiss bonds has not really changed, although it is a little higher
(0.56%) than on 30th June 2016 (0.4%). This frend should confinue in
2018, especially given the improvement in the European trend and the
plan to end the ECB's bond purchases. Yield for ten-year Swiss bonds
stood at 0.18% when it was announced that the 1.20 Euro-Swiss franc
floor would be dropped. It hit 0.2% on 15th February 2018, shortly after
the Euro/CHF exchange rate had hit 1.18

Inflation reaches its highest level since March 2011

Swiss inflation posted one of its strongest months of growth since 2011 in
February (+0.4%), and now sits at +0.6% year on year. This frend should
be bolstered by the weakening of the Swiss franc. It should therefore
prop up the next phase of interest rate normalisation in 2018. We have
already stated that the bond bubble should start to deflate, though
with no immediate signs of panic, before picking up the pace. We
believe that this new faster-paced phase has already begun.

Focus on quality and short maturity

Negative real interest rates should be temporary and gradually correct
as long-term rates rise above inflation. However, they will remain nega-
tive in 2018, foretelling another upcoming correction in the valuation of
bond markets. We favour quality and short maturities.

Long rates Yield Spread (German Bund - Swiss Confederation)
11 -
——— Germany Generic Govt 10Y Yield - Switzerland Govt Bonds 10Y Yield
14
0.9 -
0.8
0.7 4
R06 -
0.5
0.4 -
0.3 -

0.2 1

0.1
03.14 07.14 11.14 03.15 07.15 11.15 03.16 07.16 11.16 03.17 07.17 11.17

Investment Strategy — April 2018

- 44 -




PROSPECTS AND STRATEGIES |

Swiss bonds

Switzerland Government Bond yield (10 year)

Switzerland Government Bond yield (10 year) since 1924
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PROSPECTS AND STRATEGIES
International Real Estate

e Temporary correction of real estate indices in Q1

¢ International growth favorable o real estate

e Expectedrebound in US stocks after a difficult quarter

e Very favorable economic situation in the euro zone

e Specific dynamics for Asian markets

REAL ESTATE Expected ALLOCATION (CHF Portfolio)

Areas Return underweight  neutral overweight
3months lyear --- - - = EE =

Switzerland A A

United States A A

Eurozone A AA

United Kingdom A A

Asia A AA

Emergents A AA

Liquidity

Temporary correction of real estate indices in Q1

International real estate was not completely unaffected by the in-
crease in volatility in the equities markets in Q1. Most regional markets
wrapped up 2017 with strong performances, which made for a stark
contrast at the beginning of the year. A -6.8% correction in the global
index in USD thus erased the +4% increase in Q4 and just under half of
the total increase for the year (+15% in USD).

However, this correction in real estate markets was once again signifi-
cantly impacted by the substantial underperformance of the US mar-
ket. Indeed, the US REITs index lost -10% over the period, while Europe-
an markets fell back only -1.6% (in USD) and Asian markets remained
particularly resilient and stable (+0.01% in USD). At the beginning of the
year, our diversified real estate investment strategy was still overweight
the latter two regions within our relative allocation and underweight
the US. This approach contributed significantly to our positive results for
Ql.

In local currencies, the Eurozone posted a similar consolidation (4.6%)
to that of the United Kingdom (-4.6% and -3.2% in euro) which made
out relatively well considering the Brexit context, which continues to be
extremely uncertain. Developed markets in Asia only slipped 0.9% in
dollars, while markets in the Asia Pacific region even grew +1.4% in USD.

EPRA Nareit - USA, Europe, Global (USD)

International Real Estate allocation

B Switzerland
B United States
" Eurozone

B Asia

B Emerging

Tactical Allocation

- Overweight Europe and Asia

- Cash 0%

The performance of Asian markets thus also exceeds that of US real
estate, far more affected by rate hike risks than most other markets.
The normalisation of policy rates and of long-term further reduced the
attractiveness of diversifying intfo US real estate. In the Eurozone, Spain
generated the best performance thanks to a +6.6% increase in the
securitised real estate index. German real estate stayed resilient, falling
back by only -2.5%, while French real estate plunged into the red (-9%)
and Italian REITs plummeted -15%.

International growth favorable to real estate

Global GDP growth reached +3.7% in 2017 and should fick up fo +3.9%
in 2018 and 4% in 2019 according to the OECD. In all likelihood it will
thus reach its highest level in 2018 since 2011 and will benefit from the
synchronisation of regional business cycles.

The global economic expansion is gaining strength on the back of a
robust increase in investment along with an upswing in trade and an
employment boost that is driving an overall increase in growth accord-
ing fo the institution.

Both developed and emerging countries will largely participate in this

stronger growth. These upward revisions in expectations will also be
advanfageous o long-term real estate investments,

EPRA Nareit - Eurozone, United Kingdom, Emerging (USD)
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which will benefit from the improvement in economic factors and from
the likely increase in global demand will have a relatively significant
impact on both occupancy rates and rents given an environment
characterised by sluggish supply. The macroeconomic environment will
thus likely support real estate investments in view of the positive combi-
nation of several factors.

Rising interest rates may soon be threatening in some countries

As we mentioned in our previous economic outlooks, in 2018 we will
likely see a shift in the global monetary policy paradigm. The Federal
Reserve has initiated a process of rate normalisation that will likely in-
tensify once inflation is found to be persistently higher than the Fed'’s
2% target. Financial markets barely considered this risk until January
2018, when they started taking into account the increasing risk of
stronger action by the central bank given rising inflationary expecta-
tions in the US.

At the infernational level, it is probably still somewhat early to fear a
complete reversal of monetary policies, but the future is clearly frend-
ing fowards normalisation. The key question is to determine when inves-
tors will truly start to worry about the impact of this shift on real estate
valuations. We believe that if long-term interest rates indeed follow an
upward trend in 2018, this upturn in long-term rates will remain entirely
insufficient o impact the valuation of real estate investments or even
to compete with this asset class in terms of diversification strategies.

Yield spreads (or risk premiums) between long-term inferest rates and
the yields on indirect real estate investments have tightened slightly in
the last quarter, essentially due to the rise in long rates in recent
months. They remain attractive by historical comparison, in particular in
the Eurozone.

Performance (local currency)

Note that the normalisation of interest rates has not even been truly
initiafed in several economic zones (Eurozone and Japan). It is thus
premature fo worry about its negative effects on real estate capitalisa-
fion rates in 2018 in general. At the current stage in the global business
cycle, this phenomenon is unlikely fo have a lasting impact on real
estate fundamentals except in the US market, whose growth cycle is
already well under way.

Inflation will hold up real interest rates

We continue fo predict that inflation will rise faster than expected in
2018, in particular in the US. Indeed, inflation will ultimately likely in-
crease due to a fighter job market and have an even greater impact
on real interest rates. In spite of the normalisation of monetary policy
currently under way in the US and forthcoming in the Eurozone, the
upturn in inflation could be swifter than that of long-term rates in our
view.

Over the next few quarters, real interest rates are thus likely to stabilize
or slightly decline,, which would be favourable to real estate markets in
the US, Europe, and Japan in particular. The steady increase in inflation
will only further reinforce this trend, which we believe will indeed bene-
fit the sector. The performance of real estate markets should thus be
stronger when real interest rates are low and when the growth outlook
is equal fo or better than its historical average. The acceleration of
global economic momentum will be accompanied by expectations of
higher rent growth, which should benefit the valuation of real estate
assefs.

Performance (local currency)
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Expected rebound in US stocks after a difficult quarter

Our growth forecast for the quarter with regard to the US real estate
market noted the very clear risk that the US market would underper-
form relative to other developed markets in the Eurozone and Asia.
Thus, we recommended under-exposure to this market within our inter-
national diversified investment strategy.

Over the quarter, the US real estate market was indeed the most im-
pacted by the change in the assessment of the risk of rising inflation
and policy rates. The sharp -10% correction over just a few weeks in
conjunction with the correction in equity markets turned out to be
close to the most significant among regional real estate markets. We
mentioned the fact that the US real estate cycle was ahead of most
other regional cycles and that the increase in real estate prices had
already been quite substantial, as prices had already exceeded those
reached before the real estate bubble burst in 2007. US real estate
market fundamentals are not negative, but the risks involved seem fo
be higher given that the US market is ahead in the cycle. Short-term
interest rates will be above +2% in 2018 and could exceed +3% for 10-
year terms. Mortgage rates are already above 4% (10-year) and could
also reach 4.5% by the end of the year.

Overall, the increase in borrowing costs could have some constraining
effects on demand and slow the rise in prices. The underperformance
of listed US real estate shares reflects the real estate sector’s loss of
momentum. In spite of a positive economic outlook, US securitised real
estate is doubftless ahead in the growth cycle. However, the recent
correction has partially reconstituted risk premiums, which could sustain
an increase in prices in Q2. At current levels, valuations are no longer
as unfavourable, even if competition from risk-free bond yields remains
an important factor that could hamper REITs" progression. The US real
estate market could surprise investors in the next few months by re-
bounding and potentially catching up with other developed markets.
We are thus changing our outlook and reducing our under-exposure to
this market in our tactical real estate allocation.

The economy will support real estate in the euro zone

In our previous outlook reviews, we forecast that economic growth in
Europe would accelerate, and indeed it did; in fact it seems like it may
well strengthen further in 2018 and 2019. Our positive outlook on Euro-
pean economic growth and in particular with regard fo those drivers of
growth such as Germany, Spain, and even France should have a posi-
five impact on these countries’ respective real estate markets. The
resumption of talks between the European Union and the British gov-
ernment has also eased political tensions without entirely removing the
uncertainty stemming from Brexit. It is important to note that for now
the prospects of Brexit have no impact on the future improvement of
economic conditions in the Eurozone.

Inflation in the Eurozone remains below the ECB's stated targe, but the
fime of the change in monetary policy is even more precise the probao-
bility that policy rates will increase, even modestly, in 2018 is low The
European economy is not at the same stage in its economic cycle as
the US’s, but it is now growing at a similar pace. Long-term interest rate
normalisation in the Eurozone could occur faster than predicted and
could subsequently affect European securitised real estate similarly to
what happened in the US over the past few months the acceleration
of European growth already warrants an adjustment of long-term rates,
which will doubtless be more brutal than in the US.

Graph sources: Bloomberg/BBGI Group

For the European real estate market, the economic context in 2018 will
likely boost demand for commercial real estate and gradually reduce
excess supply in certain large cities. The uncertain context of previous
years had somewhat hampered development projects especially giv-
en the environment already presented excess supply. These develop-
ments will allow rents to continue rising in Europe.

The trend reversal with regard to interest rates will likely increase bor-
rowing costs, but real costs (after inflation) and the lack of alternatives
will enable the European real estate market to attract new investors.
We do not believe that rising borrowing costs will be enough to impede
real estate investment in 2018. The yield spread between real estate
investments and government bonds in euros at the beginning of 2018
remains at 20-year highs. More particularly, the spread for investments
in premium real estate is approximately 250 basis points, while for less
central areas the yield spread is much higher and more attractive by
historical comparison. We continue fo maintain that European real
estate investments thus provide a very attractive alternative fo bonds.

With regard to securifised real estate, we believe that the increasing
risk of capital losses on bonds will support a reallocation of assets to
real estate in institutional portfolios more broadly in 2018.

In terms of regional allocations, the Eurozone will confinue fo present a
higher likelihood of rent growth and of more sustained price increases.

The real estate market in Asia follows another dynamic

Securitised real estate in Asia did not suffer from the change in expec-
tations regarding rates in the US in Q1. A very specific economic situa-
fion is bolstering investment demand. Economic growth will likely
strengthen in 2018 thanks to positive regional and inferational mo-
mentum. It will continue to be much stronger than in Europe or the US;
however, it is unlikely that interest rates will rise significantly. There is a
real likelihood that rents will rise, although constrained in part by the
increase in supply. The likelihood of price increases is certainly limited.
The progression of rents for the office segment in Asia will benefit from
positive developments in the Australian and Indian markets. In China,
renfs seem to have decreased somewhat due to the arrival on the
market of new capacity. In Singapore, relocation demand has re-
mained relatively strong, without significantly impacting rents. In Hong
Kong and Tokyo, however, demand has weakened somewhat. In In-
dia, demand for office and retail space will likely remain solid and will
boost rent growth. Asia continues to benefit from better economic
conditions and remains overweight in our regional allocation.

Real estate markets (USD)
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PROSPECTS AND STRATEGIES

Swiss Real Estate

e Listed real estate withstands the volatility of equity markets
e The yield of securitized real estate is still very attractive

¢ Limited rate adjustment in 2018 will not have a major impact

REAL ESTATE Expected ALLOCATION (CHF Portfolio)

Switzerland Return underweight neutral overweight
3months lyear --- - - = +

Investment funds A A

Real Estate companies A AA

Foundations > >

Cash

Listed real estate withstands the voldatility of equity markets

In Q1, securitised real estate in Switzerland resisted much better than
the equity market to the emergence of external risks and to changes in
expectations with regard to interest rates in a more robust global mac-
roeconomic context. The correlation often observed between equities
and securitised real estate in Switzerland was indeed not as strong over
the past few months. While Swiss equities fell in February and March for
an overall quarterly performance of -6%, Swiss real estate investment
funds dropped only -2.7%. In the equity market, listed real estate com-
panies were still sought after for their yields and defensive quality. The
global real estate index posted a very slight decrease of only -0.3%

We believe that fundamentals were not really affected during this peri-
od by the very marginal increase in long-term rates of around 40 basis
points in September. Today, it seems that residential real estate market
fundamentals in Switzerland will continue to sustain certain imbalances
between supply and demand.

We maintain our positive outlook with regard fo Swiss real estate as a
diversification play and as the most appropriate alternative to yieldless
bonds and recommend reinvesting in this asset class.

The yield of securitized real estate is still very attractive

The yields on real estate funds are now slightly under 3% (3.9% for listed
real estate companies), while the net yields on direct residential and

Government and Real Estate Yield

5 —
Real Estate Investment Funds - Average dividend yield (%)
——Switzerland Govt Bonds 5 Year Yield (%)
4 ———Switzerland Govt Bonds 10 Year Yield (%)
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Swiss Real Estate allocation

N Investment
funds

M Real Estate
companies

M Foundations

M Cash

Tactical Allocation

- Favor Funds 60%

- Increase exposure to Real Estate Shares :
40%

commercial real estate investments are slightly higher. A recent study
by KPMG noted that the net yields on transactions carried out in Gene-
va fluctuated around 3.5%. The yield spread on long-term bonds re-
mains significant and attractive. We are still not seeing any genuine
signs of a speculative bubble with regard to Swiss real estate. Final
demand will remain robust but rational over the next few quarters.
Asset allocation transfers between bonds and real estate shares will
likely continue, but not at any price.

Limited rate adjustment in 2018 will not have a major impact
We do not think that the rise in rates in 2018 will not be sufficient to
have a significant impact on real estate prices and capitalisation rates.

The risk of price corrections for these assets in this case should thus not
be overestimated.

SWISS REAL ESTATE

31.03.2018 Tofal Return Performance
Name ;:CSL 7d% 1m% 3m% 6m% Y%
SXI Real Estate Funds TR 374.8 1.0 0.3  -1.9 1.1 -1.9
SXI Real Estate Idx TR 24473 1.8 4.0 0.3 2.3 0.3
KGAST Immo-Index* 275.2 2.6 1.0

* subject to one-month lag

Performance of Swiss Real Estate
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PROSPECTS AND STRATEGIES

International equities by region

¢ A margins, profitfs and mulfiples contraction threatens equity

markets
e New opportunities for European equities

o Still too early to go long the Nikkei

EQUITIES Expected ALLOCATION (CHF Portfolio)
REGIONS Return underweight  neutral overweight
3months lyear - -- - = + o+
Switzerland A A
United States A A
Eurozone A A
United Kingdom A A
Europe A A
Japan A A
Emergents A A

A margins, profits and multiples contraction threatens equity markets

Prior to February, it seemed that nothing could stop the march of
American assets. But the rise in inflation and interest rates, as well as
risks of monetary policy normalisation being bolstered, in the end won
at the expense of the, until then unwavering, optimism of investors.

For a few weeks now, we have been reacquainting ourselves with the
risks that the situation on the jobs market represents for company mar-
gins, as well as the risk of profit growth being insufficient to justify the
particularly high valuation levels before the correction to stock market
prices. The growth of multinationals’ profits may therefore have hit its
peak, and come in lower than previously thought in the end, at close
fo the economy’s growth rate.

The tax reform could be less important for multinationals on the S&P 500
than for medium-sized American companies. Beyond the fundamental
issue of profit growth, we must not forget that the rise in US equities was
sparked first and foremost by a strong rise in multipliers. The bounce
back in March re-inflated valuation levels. When risks of the frend
weakening rise, US assets become more fragile again. As such, the
upward rate cycle could lead to a new phase of PE confractions.

However company profits may develop, it is likely that interest rate rises
will put an end to this fen-year expansion phase. In conclusion, the rise
on the equity market has undoubtedly incorporated the positive im-

Long-term Performance (Normalized at 100)
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International Equities allocation -
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Tactical Allocation

- Favor Eurozone and Emerging markets

- Avoid UK
- Reduce exposure to Japan
- Switzerland is particularly attractive

pact that everyone has been expecting the tax reform to have on
profits for more than a year now. This is despite the fact that multina-
fionals will certainly be less affected than other companies, as we have
already highlighted.

Following on from US equities bouncing back in March, we predict
renewed volatility, which will provide better investment opportunities
and more reasonable valuation levels. The fall in share prices at the
end of the quarter following the emergence of new risks of a trade war
between the US and China may generate such opportunities. Indeed,
the valuation of the S&P500 index declined to 17x expected 2018 earn-
ings, as prices dropped to 2,600 points. At this point, we do not consid-
er the risk of a frade war as a key factor impacting corporate earnings
growth.

Consequently, if this uncertainty were to cause volatility to further in-
crease over the next few weeks, valuation levels could also improve
and provide further investment opportunities. In the meantime, we are
taking a rather cautious approach, and still recommend under-
exposure to US assefts.

Chinese Equities - A and B (Normalized at 100)
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New opportunities for European equities

The correction fo financial markets, starting in January 2018, was similar
for Eurozone and US equities in the end. Fears linked mainly to the infla-
fion recovery and faster rate rises in the United States plunged all equi-
ty markets into a general price correction of around -10%. European
indices had a year's worth of growth wiped out, and are now at similar
levels to the start of 2017. The price correction was not particularly in-
tense, but it came at a point when the revaluation of European equi-
ties was far from over.

As such, the valuation of European equities has improved quite consid-
erably over the past few weeks, both in past and international compar-
ison. It is even significantly lower than the valuation of American assets.
At just 13.2x 2018 profits, the valuation of European assets represents a
3.4 valuation point discount compared to US equities (PE 16.6x 2018).
We do not believe the approximately 25% valuation differential be-
tween US and European assets to be justified in the current contfext,
which is also favourable for European assets. In ferms of dividend yield,
European assets also seem much more atfractive, offering 3.5% yield.
This is nearly twice the yield of US assefs (2%).

The recovery in growth and company profitability are key elements,
which are then bolstered by other favourable factors, such as, inter
alia, the fall in great political and systemic uncertainty, and the im-
provement in banking sector conditions. These factors make European
assefs more attractive; they should benefit from investors returning.

Voldtility (USA, Europe, Switzerland)
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UK equities: remain cautious

The UK market is currently trading at the same level as in October 2016,
a few weeks after the vote (7,000 UKX). The drop in share prices over
the past weeks has adjusted the valuation level. At around 13x earn-
ings and an expected yield of 4.5%, the UK market does not yet pre-
sent the opportunity we expect given the still uncertain context of the
Brexit negotiations. The pound has remained resilient in the face of
these uncertainties, but we maintain our advice to remain cautious
with regard to UK equities at this time.

Still too early to go long the Nikkei

In December 2017 we recommended that investors take profits in the
Japanese market as it reached the 23,000 mark. Since then, a fall-off in
international stock markets likely contributed to investors’ awareness
that Japanese equities remain very dependent on the exchange rate.
The Nikkei's -13% drop to 21,000 points was among the steepest of the
developed markets. Several weeks ago we cautioned that it seemed
unlikely that Japanese equities would confinue to rise in 2018 if the
monetary context did not become more unfavourable to the yen. The
yen's +6% increase against the dollar, along with renewed uncertain-
ties among investors at the beginning of the year, was thus a key factor
in the weakness of Japanese shares. Today we believe that an uptick
in the earnings growth of Japanese companies is still likely, due in par-
ficular fo the upturn in the global business cycle; however such growth
is ever more dependent on a depreciation of the yen.
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Results posted were indeed better than expected, leading to upward
earnings revisions for 2018. The most recent eamings season has thus led
us to expect an increase in profits for the period ending on 31 March
2018, possibly higher than the 13-15% consensus forecast, in a possibly
somewhat cautious forward guidance context. Listed companies’ ex-
pected divided distributions could progress for the fifth consecutive year.

In December, we recommended that investors take profits in the Japa-
nese market as the Nikkei reached new highs. Japanese equities were
then trading at 19x expected March 2018 earnings (17x 2019), which
could still be considered reasonable, given the likelihood of positive sur-
prises with regard to full year results. However, while their valuation was in
fact similar to that of US shares, we cautioned that currency risk had to be
taken into account. Even though the market was still offering opportuni-
ties for positive surprises and upward revisions over the next several quar-
ters, the high valuations warranted profit-taking pending better opportuni-
ties. Valuations fell by 10% and are now less excessive. However, Japa-
nese shares are unlikely to be able to free themselves from a stock market
climate still marked by uncertainty with regard to rising interest rates. Thus,
pending better visibility and an adjustment in the exchange rate, it seems
somewhat premature to reinvest in the Japanese market.

Heading towards emerging markets is a necessity

Several months ago we recommended taking profits on positions in
emerging markets, and in China and India in particular; presently, howev-
er, we believe that price consolidation over the quarter offers new invest-
ment opportunities. In China, risks of a trade war already seem to be over-
rated in the short ferm, as Chinese companies overall generate only 9% of
their revenues abroad, which at the national level is ultimately not that
significant. It seems that most Chinese companies will not be heavily im-
pacted by a potential frade war given the relatively high share of domes-
tic sales in their overall revenues. Chinese equities were not spared by the
wave of profit-taking friggered at the end of January 2018. Nevertheless,
we believe that Chinese corporate eamings growth will stay robust in
2018. The valuation of Chinese shares at 13x expected 2018 earnings is
not excessive, and the -15% correction constitutes a new opportunity to
invest.

EQU'T'ES - BY REG'ON (local currency)
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Emerging Markets (Normalized at 100)
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International equities by sector

e Focus on cyclicals, industrials and materials values

e Excessive valuation of technology stocks and GAFA

e Favour value stocks

o Energy - positive surprises and higher EPS growth

International Equities allocation - sectors
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HEALTHCARE MSCIWORD/MTH 2225 UsD 18 05 -10 -10 -10  mentum fo the benefit of value  cyclical sectors, the energy sec-
el stocks and cyclical sectors given tor remains the most underval-
INDUSTRIRES WORLD/INDUSTRL ~ 17¢:5 USD 1.8 06 -1.5 34 -1.5  the current stage in the global ved given the positive surprises
MATERIALS MSCI 2085 USD 08 21 44 26 44 business cycle and positive outlook with regard
WORLD/MATERIAL i e S to energy prices and thus war-
Gl MsCl ggi%E/REAL 1921 USD 23 27 -36 11 -36 The f!nance and insurance sector rants more 5|gn|f|ccnt exposure.
VRET LTy will likely see some downward Alternafive energy will likely be
TECHNOLOGY TECH 1455 USD 1.4 -19 35 120 35 revisions of earnings expecta- favoured by investors due to
T iy Ve \gf\C/)gLD/TEL 11 USD 1.5 07 54 34 54 .hons.. Thus, we stay UndgMelghT S|gn|f|c0n’r growth in this sector
in this sector to the benefit of the driven by a global trend toward
UTILITIES MSCI WORLD/UTILITY  113.8 USD 2.7 45 -14 -18 -14  real estate sector, which offers developing energy sources other
better both visibility and opportu- than fossil fuels.
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PROSPECTS AND STRATEGIES

Swiss Equities

¢ The correction fo risky assets could represent an opportunity

e Dividend yield increased up to 3.2%

¢ Negative external factors have lost influence

EQUITIES Expected ALLOCATION (CHF Portfolio)

capitalization Return underweight  neutral overweight
3months lyear --- - - = + 4+

Small A AA

Medium A AA

Large A A

The correction to risky assets could represent an opportunity

In 2017, equity markets benefited from a favourable economic and
financial context, but at the end of the year we were already con-
cerned by an increased risk of a price correction in 2018. At the end of
January, fresh fears of inflation increases in the United States surfaced,
and key rates sparked an adjustment to long rates and to equity mar-
ket valuations. This was obviously not limited to assets in US dollars. The
correction to Swiss equities in February has already considerably re-
duced valuation levels, as seen in the price/profit ratio of Swiss indices,
for example. We had stated that it was very likely we would see a short
-term fall in prices at the start of the year; in the end, this drop hit -10%,
and has therefore pulled valuations down from 17x to 15x. As such, the
SPlis now trading at around 10,000 points, after having corrected 1,000
points from its peak in January (11,000) to bring it back down to levels
seen at the end of April 2017.

This correction to Swiss equities as a whole is now already offering a
purchase opportunity for investors with an eye to the long-term. How-
ever, the possibility of the volatility seen over the last few weeks contin-
uing and offering even better opportunities still cannot be excluded for
a while.

More positive bottoms up forecasts

The correction in the Swiss stock market improves analysts' consensus
growth forecast somewhat. However, we are not seeing much in terms
of significant earings and price target revisions following the recent
volafility in the markets. Bottom-up forecasts left little room for further
share price increases at the beginning of the year, although this poten-

SWISS EQUITIES - capitalization

31.03.2018 Total Return Performance

Name lastprice 7d% 1Tm% 3m% 6m% YID%
SPI SWISS PERFORMANCE IX 10189.9 1.8 0.7 -5.2 -3.3 -5.2
o ALLCOMPANIES 971471 08 09 20 23 -20
SPI MIDDLE COMPANIES IDX 15991.1 0.9 -0.4 -3.4 0.9 -3.4
SPI LARGE COMPANIES 94230 21 10 57 43 57

INDX

Graph sources: Bloomberg/BBGI Group

Swiss Equities allocation - size

= Small
B Medium

W large

Tactical Allocation

- Favor stocks sensitive to exchange rates

and to European economic dynamics

tial has presently revived to some extent. The average growth target
for share prices is approximately +13% over twelve months.

Dividend yield increased up to 3.2%

The recent volatility in the markets has further improved the dividend
yield of Swiss equities, from 3% to 3.2%. This yield is attractive by histori-
cal comparison but also compared with yields on Swiss bonds, which
remain close fo zero. A number of major Swiss firms show higher yield
levels and are thus relatively attractive.

Negative external factors have lost influence

As we had mentioned in the previous quarter, a significant though
temporary consolidation of share prices was to occur at the beginning
of the year, driven by external rather than domestic factors. The rather
generous valuation of the Swiss market offered little cushion in the
event that international risks and uncertainty increased. This consolida-
tion took place during Q1 based on external factors whose impact we
expect to be only temporary. The external factors that should have a
greater impact over the next several months will likely be positive and
linked to the resilience of global growth and to its positive effects on
Swiss corporate earnings. The persistent weakness of the franc will also
contribute to higher profits.

Swiss Equities Performance
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Swiss Equities - Sectors

SWISS EQUITIES Expected ALLOCATION (CHF Portfolio)
Sectors Return underweight  neutral overweight
3months 1lyear --- - - = +
Consumer staples A A
Healthcare A A
Telecommunications A A
Consumer discretionary A A
Financials A A
Real Estate A A
Industrials A A
Materials A A

There is value in the big Swiss "blue chips"

Large caps on the Swiss stock market were considerably more impacted
by profit-taking during the recent consolidation. Indeed, the SMI index fell
by -6.66% over the quarter, significantly more than the rest of the Swiss
stock market (-3.3%) and than small caps (-1.7%). A bottom-up approach
currently shows more growth potential for the main SMI stocks over twelve
months (around 15%-17%) than for other shares (around +12%). The out-
look for Swiss small caps has also become more attractive. The healthy
outlook in ferms of the growth and recovery of global frade in 2018 will
favour stocks exposed to international markets. We recommend reinvest-
ing in a diversified portfolio of Swiss equities, emphasising Roche, Novartis,
and Nestlé in the blue chip segment. In addition, we recommend an
overweight exposure to small caps.

In 2018, exchange rate factor gains importance

Our positive forecast regarding how the major currencies will frend
against the Swiss franc in 2018 supports our approach favouring stocks
sensitive to exchange rates. Stocks exposed to the dollar in particular will
likely benefit more significantly from this positive factor in 2018. We believe
this factor will once again play a significant role in expanding the growth
potential of the revenues and profits of Swiss companies.

Take advantage of high yields
Swiss stocks, that present high yield and growth characteristics, should

also benefit from the relative attractiveness based on the low bond yields
that will persist in 2018.

Swiss Equities allocation - sectors

B Consumer staples

B Healthcare

™ Telecomunications

® Consumer discretionary
B Financials

™ Real Estate

¥ Industrials

™ Materials

Tactical Allocation

- Favor sectors and stocks sensitive to ex-
change rates

- Favor high-yield stocks

- Positive situation for exporters

Dividend Yield
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SWISS EQUITIES - BY SECTOR
31.03.2018 Total Return Performance
Name tast ;4% 1m% 3m% 6m% YD% 9 ‘ ‘ ‘ ‘ ‘ ‘ ‘
price 12.16 02.17 04.17 06.17 08.17 10.17 1217 02.18
MSCI SWITZ/CONS DIS 3442 1.7 50 -14 26 -14
MSCI SWITZ/CON STPL 2510 2.5 1.7 -9.3 -7.1 93 Performance
MSCI SWITZ/FINANCE 608 20 20 -13 41 -13 ——MSCISWITZ/CONS DIS —— MSCISWITZ/CON STPL
180 4 ——MSCISWITZ/FINANCE ~——— MSCI SWITZ/HLTH CARE
—— MSCI SWITZ/INDUSTRL —— MSCI SWITZ/TEL SVC
MSC' SW|TZ/H|.TH CARE ] 330 20 28 '54 -68 -54 — MSCI SWlTZ/MATERlAL e MIS C| SWlTZ/REAL ESTATE
MSCI SWITZ/INDUSTRL 180.6 22 07 92 60 92 160
<]
MSCI SWITZ/MATERIAL 278.7 2.1 -0.8 -4.5 -1.5 -4.5 §140
S
MSCI SWITZ/REAL ESTATE 1068.8 2.6 6.8 2.7 6.4 2.7 :_..:
120
MSCI SWITZ/TEL SVC 89.5 1.4 -6.1 -8.7 -4.5 -8.7
100
80 - ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
ot sourees: Hoombera/BEC] Croun 08.16 10.16 12.16 02.17 0417 0617 0817 1017 1217 02.18
Investment Strategy — April 2018 - 55- i BBGIEE



PROSPECTS AND STRATEGIES | Commodities

PROSPECTS AND STRATEGIES

Commodities

Clear improvement in fundamentals for oil

COMMODITIES Expected ALLOCATION (CHF Portfolio)
Return underweight  neutral overweight
3months 1lyear --- -- - = +
Energy A AA
Precious metals A AN
Industrial metals A AA
Agricultural products > A

Positive cyclical and financial cycles for commodities in 2018

The last two quarters of 2017 were particularly good, with commodities
rising by nearly +20% over six months, but this frend was interrupted in
early 2018, no doubt temporarily. Indeed, commodities exhibited some
volatility in February, although the quarter remained positive (+1.5%)
despite the return of uncertainty. The S&P GSCI thus outperformed the
S&P500 Index (-2.5%) again this quarter, posting a satisfactory relative
result of +9.7% over the past nine months. The international business
cycle is strengthening, and the global growth outlook, at slightly above
+4%, will likely be a significant factor supporting commodity prices in
2018. A positive trend in global demand driven by a recovery in the
industrials sector will have growing effects on the energy, industrial
metals and precious metals segments. In these three sectors, invest-
ment has been rather weak in the past few years. Thus, we will likely
see the supply and demand curves come closer fogether and even
intersect in some cases, particularly in the oil sector. The drop in CAPEX
and lower production capacities in several sectors (energy, gold, silver,
industrial metals) will affect market balance more heavily in 2019 and
will likely help create conditions for a sustainable bull market. Com-
modities have a tendency to outperform other asset classes when the
business cycle is on the upswing and inflationary pressures appear. In
our view, the current situation is particularly favourable for commodities
to resume outperforming most other asset classes. At a time when in-
vestors are once again concerned about the risks of interest rates rising
and inflation resuming, it is important to highlight the rather positive
correlation between this class of assets and those two factors. In the
very long term, the annualised performance of commodities stands at

Positive cyclical and financial cycles for commodities in 2018

Decreased positive momentum for industrial metals

Precious metals will benefit from ETF investment flows

Commodities allocation

M Energy
B Precious metals
= Industrial metals

m Agricultural products

Tactical Allocation

- Large energy exposure

- Overweight precious metals
- Overweight industrial metals
- Introduce agricultural products

about +7% in USD, but this composite annual result has been greatly
weighed down the last few years by the underperformances in 2008 (-
49.65%) and then in 2014-15 (-58%). Investment in this asset class based
on a 10-year horizon has produced an annualised return of +7% for all
roling periods since 1970, with the exception of the last four periods
affected by the 2014-2015 episodes.

Thus, economic and financial cycles seem to be perfectly aligned in
2018 to enable a continuation and likely acceleration of the upward
trend in commodities.

Industrial metals weaken before next round
(cf. Investment Themes)

Sharp improvement of fundamentals for oil

Higher oil production in non-OPEC countries has increased global sup-
ply and weighed on price developments. The US market is the primary
cause of the increase in global supply, thwarting the efforts of OPEC
countries and Russia to stabilise the world market. The EIA recently esti-
mated that US production had reached 10.2 MBD on average in Janu-
ary, a little more than in December 2017 and a little less than the aver-
age estimated for 2018 of 10.6 MBD. At this pace, US production will
overtake Russia’s and come close to Saudi Arabia’s. Nevertheless,
global supply has declined due fo the disciplined action of OPEP mem-
bers.

Commodities
COMMODITIES (usp)
360 - Generic 1st 'CL' Future ———S&P GSCI PREC METAL TR 31.03.2018 T e GO s
~———GOLD SPOT $/0Z ——— S&P GSCl Energy Tot Ret B g 7A% 10 S5 G %
300 - S&P GSCl Agric Tot Ret ~——S&P GSCl Ind Met Tot Ret Price
S&P GSCI Tot Return
g 240 | GLOBAL et 2612.6 USD 0.5 28 22 138 22
E WTI CRUDE Generic 1st 'CL' Future  64.9 USD -1.4 6.5 75 284 7.5
£ 180 1 BRENT OIL Generic 1st 'CO' Future  70.3 USD -0.3 10.1 51 252 5.1
(]
& 120 /%"\\ NATURAL GAS Generic 1st ' NG' Future 2.7 USD 5.5 13 -75 -63 -7.5
OR GOLD SPOT $/0Z 1325.0 USD -1.7 0.6 1.7 43 1.7
60 - ARGENT Silver Spot $/Oz 164 USD -12 -0.6 -34 -13 -34
AGRICULTURE S GS‘;LQ?”C Ndx 5952 USD 0.4 -47 46 57 46
INDUSTRIAL S&P GSCI Ind Metal
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018  METALS spot 3659 USD 02 -42 -71 13 7.1
Graph sources: Bloomberg/BBGI Group
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Commodities

Saudi Arabia remains entirely focused on maintaining a strict supply
control policy to balance the market and has contributed effectively to
improving prices. In ferms of demand, the EIA has increased its forecast
for global crude oil demand from 1.3 to 1.4 MBD in the next few years
based on the likely strengthening of global economic growth. Growth in
demand in a global context of shrinking supply can only positively af-
fect the sought-for rebalancing. In the last few months, dwindling inven-
tories have clearly confirmed that this trend is in process. Inventories of
OECD stocks have also dropped, reaching their lowest levels since 2015,
slightly above the 5-year average. In the shorter term, US crude oil in-
ventories have progressed by 5.1 MB in February, i.e. half what was
expected.

In 2018 we therefore still expect that demand should already come to
exceed supply and drive prices up further as well as progressively re-
duce stocks. The increase in demand will likely be greater than the abil-
ity of the US to expand its production of shale oil in particular. The pro-
duction of shale oil could potentially increase by 500 million barrels in
2018 without changing the likelihood of a supply deficit.

Global demand in 2018 will still be heavily influenced by the growth in
China’s demand for crude. Overall, we believe that the increase in
global demand in likely underestimated due to various factors, in partic-
ular those directly affecting the level of supply and demand in China.
Chinese demand has no reason to dampen given GDP growth of +6.5%
in 2018. Moreover, Chinese oil imports increased further in 2017 and will
likely increase at a sustained pace in 2018. Chinese crude production is
struggling, and it appears likely that China is rapidly nearing peak crude
extraction. China will inevitably make up for its production deficit by
increasing crude imports, which will also be boosted by an increase in
substitution demand due to China's policy of decreasing coal extrac-
tion for energy production. Note that energy derived from coal current-
ly represents two thirds of China's energy production. In the medium-
term the conclusion of these forecasts is that China will make up for its
production deficit by continuing fo import oil, thus bolstering global
demand for crude.

Alignment of positive factors for precious metals

Fluctuations in gold prices have often been associated with fluctuations
in the dollar in recent years. The persistent negative correlation has thus
justified rises in gold prices when the dollar has corrected. The rise in
interest rates has been another factor underlying the movements of
gold prices in recent years. Falling interest rates have thus been associ-
ated with positive frends in gold prices. We believe the main uncertain-
ty factor that caused the return of volatility in financial markets in late
January was the change in risk assessment with regard to rising inflation
as well as to faster rising key inferest rates and long-term rates. We be-
lieve that in the long term a gradual rise of inflationary expectations
cannot be without consequence on the gold market. It clearly appears
that inflation will be a new factor of influence on precious metal prices.
From now on, we believe inflation will become dominant among global
influential factors, supporting the rise in gold prices even in a context of
pressures on rates and appreciation of the dollar. As for fundamental
factors on the physical market, we reckon most of them look favoura-
ble. The global supply of physical gold remains constrained by limited
production capacity and by declining supply from recycling. With re-
gard to demand, central banks will remain net buyers in 2018, while the
demand for jewellery is also likely to increase significantly in China and
India as well as the US. Investment demand will likely strengthen given
the financial, economic and geopolitical context of 2018. Investment
flows into physical gold ETFs will likely increase and perhaps refurn in
2018-2019 fo the highs reached in 2013.

Gold prices (+1%) have risen slightly during the quarter without benefit-
ting, however, from the increased volatility and the development of
uncertainty usually favourable to this safe haven. Nevertheless, they
should benefit from this favourable environment and rise from $1,300 to
$1,500, while silver prices will rise from $17 to $22 in 2018.

Graph sources: Bloomberg/BBGI Group
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PROSPECTS AND STRATEGIES

Hedge Funds

e Alternative management adjusts within a difficult °

environment in Q1

Alternative management adjusts within a
difficult environment in Q1

Overall in the last quarter, altemative man-
agement strafegies posted negative perfor-
mances, in line with the corrections observed
on the various global equity markets. Indeed,
global equities declined by 1.28% over the
period analysed.

With regards to the different styles of manage-
ment, event-driven investing declined the
most dramatically (-4.80%) while equity hedge
investing posted a positive result at the end of
the first three months of the year (+1.17%). In
between, we find the macro/STA strategy
and relative-value arbifrage respectively at
-2.03% and +0.99%.

HEDGE FUND INDICES (s

Private Equity

Overall, hedge funds, as represented by the
HFRX Global Index (-1.02%), fell back but to a
lesser extent than global equities.

On a geographic level, Latin  America
(+2.44%) and Asia ex-Japan (+2.10%) fared
fairly well with quarterly results above +2%.

The Composite Private Equity Index drops
-3.81%

Private equity ends Q1 at the back of the
pack of the main asset classes.

Results are the most disappointing in the US
(-5.11%), affected in particular by the appre-
ciation of the euro against the greenback
(+2.66%).

Composite Private Equity Index drops -3.81%

The European private equity index posted a
favourable result at -2.77%, i.e. slightly below
the performance of the main European equity
markets (-3.71%).

In the UK (-4.68%), private equity is also lag-
ging behind since the beginning of the year.

PRIVATE EQUITY INDICES (eur)

31.03.2018 Total Return Performance 31.03.2018 Total Return Performance
Name :,?:L Cur. 7d% 1m% 3m%ém% YID% Name Last  cur. 7d% 1m% 3m% 6m% YID %
price
HFRX Global Hedge Fund
ElEEA Indeex 12626 USD 03 07 -10 03 -10  COMPOSITE LPXCmp Listed PEEURTR 2241 EUR 0.1 -27 -38 -45 -38
EQUITY HEDGE HFRX Equity Hedge Index 1285.7 USD 0.5 02 12 37 12 MAJOR )
I P COMPANIES LPX50 Listed PEEUR TR 2100.6 EUR 0.1 -2.9 -40 -48 -4.0
vent Driven Index 1585.8 USD -0.7 23 -48 -50 -48 USA LPX Am List PEEURTR 3048 EUR 00 -24 -51 -85 -51
MACRO/CTA HFRX Macro/CTA Index 1140.3 USD -1.4 -0.1 20 0.7 -2.0 ATEE LPX Eu List PE EUR TR 8941 EUR 02 18 08 0.6 28
IS’ o o =1y =/ -U. =/
RELATIVE VALUE HFRX Relative Value 1196.5 USD 0.1 02 10 17 10 v
ARBITRAGE AT : : : : : : UK LPX UK List PEEURTR ~ 280.8 EUR 0.2 -0.1 -47 -1.7 -47
LATIN AMERICA* HFRX Latin America Index 2284.5 USD - 0.0 2.4 3.6 2.4
HFRX Asia Composite
Asia composiTer T To0 O, 25349 USD - 00 12 52 12
NORTHERN EUROPE* X NOIMNEMEVIOPS 557 4 yyspy - 00 05 11 05
ASIA EX-JAPAN® HERXASD OIoPon 28770 USD - 00 21 84 21
MULTI-REGION HFRX MultiRegion Index 1366.8 USD  -0.2 05 01 21 0.1
* Subject to one-month lag
Hedge funds Private Equity
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Graph sources: Bloomberg/BBGI Group
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GLOBAL STRATEGY &
ASSET ALLOCATION

Graph sources: Bloomberg/BBGI Group
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GLOBAL STRATEGY | ASSET ALLOCATION

Diversified porifolio: medium risk -

¢ Conftinue to underweight bonds and reduce maturities

e Real estate yields remain attractive

¢ New opportunities on equity markets - overweighting

e Positive prospects for commodities and currencies

ASSETS Expected ALLOCATION (CHF Portfolio)
Return underweight  neutral overweight
3months 1lyear --- -- - = + o+

Cash N N

Bonds N N

Real Estate A A

Equities A AA

Hedge funds A A

Commodities AN AN

Private equity A A

Asset allocation

The core of our investment strategy is made up of traditional liquid
assets (liquidities, bonds, equities and real estate), which is then com-
plemented by other diversified, fradable assets (commodities, hedge
funds, private equity).

Bonds

Global growth should exceed +4% in 2018. The likelihood of inflation
surpassing central banks’ targets is growing. These prospects suggest a
continuation of long-term rate adjustment dynamics in the United
States, but also in the euro zone in particular. The normalization of key
interest rates will continue in the United States and the asset buyback
program in Europe should be discontinued in 2018. In Switzerland, the
weakness of the euro/chf exchange rate offers new prospects that
could also provoke fensions on the interest rate marketfs. Emerging
markets and high yield are less attractive. Bond risks are more present;
we are maintaining a reduced allocation.

Real Estate

Real estate benefits from improved global business cycle and still low
interest rates. In most countries, real estate yields remain attractive and

Assetallocation - CHF portfolio
C H F B Cash
H Bonds
™ Real Estate
M Equities

= HF/AR/TAC

B Commodities

W Private equity
Tactical Allocation

- Overweight equities again
- Overweight real estate, commo, currencies
- Underweight bonds

Currency allocation - CHF portfolio

B EUR
mUsD
= GBP
HJPY
B Others
= CHF

positive impact on prices. The rise in inflationary forecasts and a con-
text of gradual tension on interest rates will also have a positive effect,
particularly on gold and silver. Crude oil prices will benefit from an in-
crease in demand following an upcoming period of stabilisation. Indus-
trial metals are offering an opportunity to reposition, following a drop
linked to the risk of a trade war. In the end, prices for agricultural prod-
ucts could leap following less favourable harvest forecasts for 2018.

Currencies

The Swiss Franc will still remain weak, but the rapid rise in the Euro will
trail off a little as it approaches 1.20. We recommend a decrease in the
exposure to the euro, in favor of the US dollar, Canadian dollar and
Australian dollar.

- . . - - . Market perf -Q12018
still represent an alternative to fixed income investments. We continue =
. . o ege s . Q12018 YTD Q12018 YTD
fo overv\{elght this segment,_ pnormsm’g the Europeon‘ond Asian mar- ool G ool GF PO Er——
kets, taking info consideration American real estate’s real-terms ca-
pacity fo bounce back. Exchange rates Interest rates (3 months) (level)
USD/CHF 2.1% 2.1% CHF -0.74%
oxe EUR/CHF 0.4% 04% EUR -0.37%
Equmes GBP/CHF 15% 15% Usb 231%
JPY/CHF 38% 3.8% JPY -0.03%
We recommended reduced equity allocation at the start of the quar- )
ter. This proved particularly appropriate given the correction to equity —Eauity markets Bonds markets
. World MSCI World USD -13% -33% -13% -33% World Ciii Gr Global GovtUSD 25% 04% 25% 04%
mOrkeTS. O\{er The pGSt feW Week_s' The rOUghly _]VO% drop in mOSt StQCk Europe DJ Stoxx 600 -42% -37% -42% -3.7% Europe Euro Ser-E Gov > 1 14% 19% 14% 19%
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Diversified porifolio: medium risk -

¢ The Eurozone is on the verge of a clear rate rise

e Real estate is emerging as the alternative to prioritise

e Back to over-weighting on equity markets

e Positive prospects for commodities and currencies

ASSETS Expected ALLOCATION (EUR Portfolio)
Return underweight  neutral overweight
3months 1lyear --- -- - = +

Cash > >

Bonds N N

Real Estate A A

Equities A AA

Hedge funds A A

Commodities AN AN

Private equity A A

Asset allocation

The core of our investment strategy is made up of traditional liquid as-
sets (liquidities, bonds, equities and real estate), which is then comple-
mented by other diversified, tradable assets (commodities, hedge
funds, private equity).

Bonds

Global growth should exceed +4% in 2018. The likelihood of inflation
surpassing central banks' targets is growing. These prospects suggest a
continuation of long-ferm rate adjustment dynamics in the United
States, but also in the euro zone in particular. The normalization of key
interest rates will continue in the United States and the asset buyback
program in Europe should be discontinued in 2018. Tread carefully on
the bond market in euros - it will soon no longer be receiving ECB sup-
port. Emerging markets and high yield are less attractive. Bond risks are
more present; we are maintaining a reduced allocation.

Real Estate

Real estate benefits from improved global business cycle and still low
interest rates. In most countries, real estate yields remain attractive and

Assetallocation - EUR portfolio
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Tactical Allocation

- Overweight equities again
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Currency allocation - EUR portfolio
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positive impact on prices. The rise in inflationary forecasts and a context
of gradual tension on interest rates will also have a positive effect, par-
ticularly on gold and silver. Crude oil prices will benefit from an increase
in demand following an upcoming period of stabilisation. Industrial met-
als are offering an opportunity to reposition, following a drop linked to
the risk of a trade war. In the end, prices for agricultural products could
leap following less favourable harvest forecasts for 2018.

Devises

The euro has appreciated considerably against most currencies. How-
ever, we believe that the improvement in fundamentals has already
been well incorporated into current exchange rates. We should see
stabilisation, particularly against the US dollar and currencies linked fo
commodities.
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Diversified porifolio: medium risk -

e Globalrise in long ratesin 2018

e Real estate remains an alternative fo bonds to be prioritised

e Back to overweighting equities

e Positive outlook for commodities and the dollar

ASSETS Expected ALLOCATION (USD Portfolio)
Return underweight  neutral overweight
3months 1lyear --- -- - = + o+

Cash > >

Bonds N N

Real Estate A A

Equities A AA

Hedge funds A A

Commodities AA AN

Private equity A A

Asset allocation

The core of our investment strategy is made up of traditional liquid
assets (liquidities, bonds, equities and real estate), which is then com-
plemented by other diversified, fradable assets (commodities, hedge
funds, private equity).

Bonds

Global growth should exceed +4% in 2018. The likelihood of inflation
surpassing central banks’ targets is growing. These prospects suggest a
continuation of long-term rate adjustment dynamics in the United
States, but also in the euro zone in particular. Unsurprisingly, normalisa-
tion of key rates will contfinue in the United States, leading to fresh,
though limited, tensions on long rates. Tread carefully on the bond
market in euros- it will soon no longer be receiving ECB support. Emerg-
ing markets and high vyield are less aftractive. Bond risks are more pre-
sent; we are maintaining a reduced allocation.

Real Estate

Real estate benefits from improved global business cycle and still low
interest rates. In most countries, real estate yields remain attractive and
still represent an alterative to fixed income investments. We continue
to overweight this segment, prioritising the European and Asian mar-
kets, taking info consideration American real estate’s real-terms ca-
pacity fo bounce back.

Equities

We recommended reduced equity allocation at the start of the quar-
ter. This proved particularly appropriate given the correction to equity
markets over the past few weeks. The roughly -10% drop in most stock
market indices corrected valuations that we believed fo be excessive.
At current levels, we now believe that equity markets are once again
offering reasonable and atfractive investment opportunities. As such,
we are altering our asset allocation, increasing exposure to equities
from underweighted to overweighted.

Commodities
The international economic climate should still be very favourable,
propping up upward forecasts for commodities. The fundamentals

specific fo the four segments (energy, precious metals, industrial met-
als, agricultural products) seem fo have come together to have a

Graph sources: Bloomberg/BBGI Group
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usD

M Cash

H Bonds

H Real Estate
M Equities
 HF/AR/TAC

¥ Commodities

™ Private equity
Tactical Allocation

- Overweight equities again
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Currency allocation - USD portfolio
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positive impact on prices. The rise in inflationary forecasts and a con-
text of gradual tension on interest rates will also have a positive effect,
particularly on gold and silver. Crude oil prices will benefit from an in-
crease in demand following an upcoming period of stabilisation. Indus-
trial metals are offering an opportunity to reposition, following a drop
linked to the risk of a trade war. In the end, prices for agricultural prod-
ucts could leap following less favourable harvest forecasts for 2018.

Currencies

The US dollar has been weakening for a few months, but GDP and
interest rate growth differentials in particular should once again work in
its favour. We believe that the US dollar could emerge as the most
sought-after currency in 2018. Diversification outside of the US dollar
should prioritise currencies linked to commodities.
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Industrial metals

INVESTMENT THEMES:

The temporary fall in industrial metals is an opportunity

o Risks of a trade war are sparking widespread profit-taking

e Aluminium - balanced market
e Zinc - supply and inventories are falling
e Copper - limited supply and growing demand

¢ Nickel - net deficit on the market

Industrial metals are flagging, but soon to recover

Despite the robust macroeconomic environment working in the seg-
ment’s favour in 2018, we were expecting a loss of momentum for in-
dustrial metals after the +29% rise in 2017, following on the heels of the
+15.5% increase already posted in 2016. The quarter was indeed rather
difficult for certain industrial metals and for the global index (S&P GS
industrial metals), which has posted roughly a -7% correction over the
past six weeks.

These developments in industrial metal prices coincide with a strong
global economy, but uncertainty over the past few weeks, sparked by
risks of a trade war between the United States and China have
dragged basic metal prices down.

The introduction of a 25% import tax on Chinese aluminium and steel
into the United States was the catalyst for a change in perspective and
for profit-taking. Aluminium, copper, and zinc prices plunged from -8%
to -12% during the last weeks of the first quarter, wiping out strong
growth in December. Only nickel still played its cards right, with a +4.3%
quarterly rise in this negative climate.

Tensions persist regarding customs duties af the start of the 2nd quarter.
Donald Trump wants to reduce the trade deficit from 375 fo 100 billion
US dollars by imposing 25% duties on 1,300 Chinese products. The list of
products is broad, and represents around 50 billion US dollars’ worth of
imports. It is likely that China will now respond more robustly and call on
the World Trade Organisation to call the United States to heel.

S&P GS Industrial metals Index,
aluminium, copper, nickel & zinc
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Graph sources: Bloomberg/BBGI Group

The United States’ attack may furn out to be entirely unproductive, as
raising customs duties on Chinese imports will only affect producers,
and then US consumers due to American products becoming more
expensive.

We therefore believe that the risk of a frade war has been overblown,
given the context which makes it so counter-productive for the United
States. However, we cannot exclude the possibility that in the short-
term it could have some negative impact on forecasts regarding de-
mand for industrial metals and their prices. In 2018, the growth rates for
the Chinese and Indian economies will be important factors propping
up global demand for industrial metals. The issue of securing commodi-
ty supply will still be crucial for China, which will continue to try o con-
frol its sources, whilst reinforcing its influence.

We believe that short-term uncertainty will gradually fade away in the
face of positive economic news, which will bolster a recovery in metal
prices.

Aluminium - balanced market

The global aluminium market should grow at an annual pace of more
than +5% over the next five years, thanks to increased demand in the
automobile, transport, and construction sectors. Chinese demand will
continue to provide considerable support for the increased demand
for aluminium, but Europe, with the second highest levels of demand
internationally, will not be to be outdone. Germany alone represents
nearly a third of European consumption, and will remain a key stake-
holder in this market, whilst the US market should prove less dynamic.
China accounts for nearly 60% of global production, and has commit-
ted fo undertaking considerable reform, which, in our opinion, will have
a wide-reaching impact on market balance. As such, the evolutfion of
aluminium prices will be dependent on efforts fo reduce production,
particularly the closure of unprofitable production zones, and the
knock-on effects of this on surplus stock. China has decided fo tempo-
rarily slash production by 30%. The aim is to reduce air pollution in
around thirty cities, as well as permanently reducing annual production
capacity by around 4 million MT, which will have an even greater influ-
ence on propping up prices in the long-term. The effects of Chinese
reform will be more apparent in the second half of 2018 in terms of
bolstering the aluminium market, which could completely tumn inves-
tors’ current prospects on their heads.

For the time being, perception of surplus supply is still weighing heavily
on aluminium prices, but the considerable under-performance of met-
al at the beginning of the year is certainly more due to President
Trump’s announcements on taxing Chinese imports than the percep-
fion of long-term over-capacity.
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The risk of a frade war between the United States and China was of
partficular concern to investors, and has been affecting industrial metal
prices for a few weeks. To start with, this was concentrated on alumini-
um and steel, but gradually spread o other industrial metals. We be-
lieve that this is excessive and that it is affecting industrial metals tem-
porarily as a knee-jerk reaction. United States’ aluminium production
has fallen from 17% to 2% of the global market over the past few years.
It is therefore marginal and not very competitive internationally. Impos-
ing new duties will not enable the United States to recover market
share; the best-case-scenario is that it will protect the last producers
operating in the country. We therefore believe that this decision will
mainly have an indirect impact, increasing production costs for the
American automobile and construction sectors, because of the bonus
indirectly given to American production. At current global prices, these
factors seem to be broadly expected. In reality, Chinese demand will
remain strong in 2018, particularly in sectors linked to infrastructure and
the development of the electric network.

As such, the global aluminium market should be balanced, and pro-
spects for industrial metal prices therefore once again seem to us to be
positive for the second half of the year. We believe that prices have a
good chance of recovering to US $2,300/MT by the end of the year.

Aluminium : Performance & Inventories
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Zinc - supply and inventories are falling

Zinc was the best performer on the LME, with more than +60% growth in
2016. In 2017, it contfinued to enjoy an upward trend, pushing it past its
ten-year high, whilst considerable concerns remained regarding a
drop in production capacity, along with very high Chinese demand.
The decrease in stocks and the closure of mines were positive for price
developments in 2017. In 2018, after a new US $3,600 peak in January,
zinc corrected -15%, as did other commodities, when risks of frade war
emerged, before stabilising above US $3,200. Zinc production should
dip slightly by -2% still in 2018 to around 13 million tonnes. It should then
bounce back by +3% - +4% in 2019 to around 14 million tonnes, due to
new mines starting to operate. Despite the expected increase in global
production, stocks should nonetheless contract in 2018 before stabilis-
ing. We do not expect Chinese demand, which still plays an important
role in price developments, to fall, despite the rise in prices. The market
will remain in deficit in 2018, despite surplus likely dropping from 750,000
fonnes to 200,000 fonnes year on year within the next twelve months. In
the shorter ferm, the real strength of the slowdown in Chinese produc-
tion over the winter will have a clear impact on the market.

Graph sources: Bloomberg/BBGI Group

We believe that lower production levels will have a positive impact on
prices over the coming quarters.

Zinc prices could hit US $3,600/MT this year in a context of ongoing
drops in inventories, providing Glencore does notf reactivate the
500,000 MT production capacity that had been removed from the
market.

Zinc : Performance & Inventories
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Nickel - net deficit on the market

The nickel market will also be influenced by Chinese demand on the
one hand, and developments in supply in Indonesia on the other. In
2018, Indonesia will certainly be responsible for nearly 25% of global
production, a growing proportion of which will be processed in the
country, in line with their strategy of aiming to export fewer raw miner-
als and more processed minerals. In the future, Indonesia will be in-
creasingly able to compete with processing zones in developed coun-
tries. Indonesia’s efforts and its strategies to improve the added value
of the minerals it exports will be at the heart of concerns in 2018 in
terms of predicting what is really at stake and the risks of it causing an
imbalance in the market. As regards global supply, a further rise in pro-
duction is forecast for 2018, created almost entirely by two countries-
Indonesia (+50%) and the Philippines (+10%)- whose supply will increase
significantly. Elsewhere we are rather seeing production capacity re-
ductions and pressures to close operating areas, particularly open cast
mines. For the fime being, the nickel market is in deficit, but growth in
supply will affect the future market balance, and could in the end
exceed growth in demand for the development of the electric batter-
ies market.

That said, in the meantime, it still seems likely that stocks will continue to
shrink, which should foster a price rise. The strong trend for developing
the electric vehicles market is bolstering the upward prospects for nick-
el demand. According to the International Nickel Study Group (INSG),
current need in this absolutely booming industry only represents 3% of
demand for nickel in 2017. The demand to meet the needs of the pro-
duction industry in terms of stainless steel is still very much dominating
the market and represents nearly 70% of global nickel demand. The
expansion in demand for the production of lithium-ion batteries will
cause a huge rise in demand for nickel. It is estimated that future de-
mand for nickel for this market will stand at 600,000 tonnes per year
over the next five years. This corresponds to 25% of the 2 million tonnes
of current production. However, only 50% of this global production is in
fact of high enough quality for the battery market. We should therefore
specifically see very strong growth in demand for this particular top-
quality nickel segment, which could hit 3 million fonnes in 2030.
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Rare metals are increasingly being swapped for nickel, which will have Copper : Performance & Inventories
a lasting, positive effect on prices. As such, the rise in prices is neces-
sary in order to allow new mines, which are essential for the develop- 135 Copper LME [ 350000
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face of positive economic news, which will bolster a recovery in the
price of basic metals.

Copper - limited supply but growing demand

Copper stocks have recently leapt fo record levels in Asia, Europe and
the United States. During this period of weak global demand, LME
(London Metal Exchange) inventories have hit a four-year high. Howev-
er, we must be careful not to jump to the conclusion that this sudden
rise in stocks on the Comex (New York Commodity Exchange) and the
Shanghai Future Exchange is a sign of a major and lasting imbalance
on the market too quickly. Although it is frue that demand is temporari-
ly weak, it should pick back up over the coming monthes. It is not unusu-
al to see this phenomenon at this fime of the year; it is the scale of the
rise over the last few months that is worrying. The long period of cele-
bration for Chinese New Year may have contributed to stocks swelling.
However, they should shrink as industrial activity recovers in the second
quarter. The contango situation is one of the most extreme, with a
nearly 50-dollar discount on spot prices for three-month futures. This
situation should gradually tumn around, with a recovery in demand,
particularly in Asia. Nonetheless, prices on the Comex and the LME
could still frail prices in Shanghai, which is the closest representation of
copper stock to Chinese demand, and ready to be delivered in China
should demand recover. In the United States, more than half of Comex
stocks are stored in Salt Lake City and are therefore less readily availa-
ble due to the high fransport costs of moving stock to areas where it is
used.

Chinese demand will still be essential in shaping investors' perceptions
in 2018. The strength of demand for electric vehicles over the next few
years will prop up demand for copper; on average, electric vehicles
use three times more copper than conventional vehicles. The rise in
copper prices in 2017 has been followed by a period of consolidation
at the start of 2018. Nevertheless, we believe that this recent correction
offers a new investment opportunity to become involved in the positive
developments expected for copper prices, in a context of consump-
tion and demand, particularly from China, recovering.

In the medium-term, fundamentals favour an ongoing imbalance be-

fween limited supply and growing demand. We therefore predict that
copper prices could hit US $8,000/MT.

Graph sources: Bloomberg/BBGI Group

Investment Strategy — April 2018 - 66 -

‘BBGI="




Graph sources: Bloomberg/BBGI Group

Investment Strategy — April 2018 - 67 -










Global

Investments
GROUP
Information

Contact BBGI Group SA :

Tel 1+ 41225959611
Fax:+ 41225959612
Email : info@bbgi.ch

BBGI Group SA

Rue Sigismond Thalberg 2
CP 1235

1201 Genéve

www.bbgi.ch

Disclaimer: This document and any attachments thereto are confidential and intended solely for the use of the addressee(s) and should not be transmitted to
any person(s) other than the original addressee(s) without the prior written consent of BBGI. This document and any attachments thereto are provided for
information purposes only and are not an offer or solicitation for any purchase, sale or subscription. BBGI shall not be liable for any decision taken on the basis
of the information disclosed herein and no advice, including any relating to financial services, is given herein by BBGI. This document and any attachments
thereto are based on public information. Under no circumstances can this report be used or considered as a commitment by its authors. BBGI makes every
effort to use reliable, comprehensive information and BBGI makes no representation that it is totally accurate or complete. In addition, the views, opinions
and all other information provided herein are subject to change without notice. Prices and margins are indicative only and are subject to change at any
fime without notice depending on inter alia market conditions. Past performances and simulations are not representative of any future results. The opinion,
views and forecasts expressed in this document and any attachments thereto reflect the personal views of the author(s) except for any specific mention, and
do not reflect the views of any other person or that of BBGI.
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