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INTRODUCTION

Letter to Investors — Investment Climate

¢ The global economic situation has improved, and prospects are good for 2018

o Significant change in sentiment toward the Eurozone and the single currency

¢ Therecovery of the upward cycle on long rates is now more robust in the United States

o Weakening of the Swiss franc is still on the cards

e Donald Trump's tax reform could prove disappointing

The third quarter has been shaped by a wait-and-see approach from
investors in the absence of new sentiment to either revitalise current
frends or reverse them.

In macro-economic terms, in most regions, the data published have
backed up the most opfimistic forecasts of economic improvement,
particularly in the United States, thanks to second quarter GDP growth
coming in at +3.1%. The Eurozone also stood out as more dynamic than
expected, with rather pleasing economic growth (nearly +2%). Overall,
economic surprises were on the positive side in many regions, and con-
firmed hopes of the global economy picking up the pace in the sec-
ond half of the year.

The Eurozone is enjoying the influence of the positive prospect of closer
Franco-German fies, and the desire to reform the European project,
just as the economy is improving and Brexit no longer seems of such
great concern. We believe that the chimera of pro-independence
movements will remain localised and will not have any major impact
on investor confidence. In the United Kingdom, Brexit negotiations are
riddled with confusion, to the growing irritation of the EU, just as its ef-
fects are gradually being felt in terms of growth. In the United States,
the Trump Presidency remains chaotic, with no clear red thread. It took
nine months for his administration to unveil its tax reform plan, which
already seems to be very divisive amongst Americans due to the scale
of the giveaways planned (US $5.8 trillion) and the lack of countervail-
ing measures. The core hypothesis of sustained growth of +3% is ex-
tremely optimistic in many analysts’ eyes, and the impact on the US
deficit and debt unacceptable to some Republicans. Tensions with
North Korea have not had a lasting effect on investor confidence, but
the tax reform might well not be considered sufficient grounds for a
fresh rise in the valuation of US equities.

In this context, financial markets have been rather patient in awaiting
clearer signs of an upfick in growth and the effects thereof on interest
rates, as well as on the developments in company profits that should
be expected. US policy normalisation is being carried out in an afmos-
phere of calm, with no surprises, whilst the Eurozone expects a gradual
winding-down of the asset purchase programme. A rise in long rates in
Europe is also increasingly likely in 2018. In the meantime, after a period
of calm on rate markets, the 3rd quarter was more in step with the
influx of positive economic news. Broadly speaking, bond markets suf-
fered in September, heading back to a downward trend which should
push them even lower than last quarter.

Graph sources: Bloomberg/BearBull Global Investments Group

Swiss bonds posted their second consecutive quarter in the red (-
0.39%). whilst the bounce-back in rates in the Eurozone and the US
dollar in September were not sufficient to push the quarter’s perfor-
mance intfo negative ground. In Swiss francs, international bond mar-
kets posted a rise of +2.9%, largely due to the positive impact of the
Swiss franc’s depreciation. Over the quarter, the Swiss franc mostly
weakened as expected thanks to a +4.5% rise in the Euro, which was its
greatest appreciation against the Swiss franc since June 2013. US equi-
ties enjoyed a recovery in September, finishing the quarter up +4.3%,
just pipping Swiss (+3.1%) and European (+2.9%) equities to the post.

The exchange rate boosted the performance of international equities
expressed in Swiss francs (+6%), and the same goes for international
real estate (+3%), private equity (+6.5%), and commodities (+8.4%). The
macro-economic context as forecast for the coming quarters should
show the world economy stepping up the pace. This should go hand in
hand with a clearer reversal of the interest rate cycle, and a new
phase of long-term forecast revisions for inflation and the long rates
demanded. The 3rd quarter’s growth in commodities should continue
in this context, largely due to the increase in demand, and stable sup-
ply. As expected, for several months, the energy market has been
showing a clear decrease in inventories, which should be twinned with
crude oil prices gradually heading above US $50.

As regards equity markets, the macro-economic context favours ap-
proximately +10% company profit growth in 2018. In the United States,
tax reform could also considerably buoy up an increase in company
profits, and inspire favourable forecasts for equity markets. At 15x 2018
profits, valuation levels are not excessive, but neither are they particu-
larly affractive in past comparison. However, in the short-term, it is possi-
ble that the announced tax reforms may not spark any further enthusi-
asm, given that they have been being spoken of, and perhaps hotly
anticipated, for nearly a year now.

Alain Freymond
Chairman
BearBull Global Investments Group
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Key convictions

o The global economic cycle is gathering pace

o Monetary policies are very gradually aligning

o Recovery of the upward cycle on long rates

o Donald Trump's tax programme could prove disappoinfing
o Improved energy fundamentals

o Ongoing adjustment to valuation of the Swiss franc

The global economic cycle is gathering pace

Global growth seems to have been gathering ever more pace over
the last few months, and should be boosted further over the coming
quarters if no new political or geopolitical factor gefs in the way of this
positive tfrend and the virtuous cycle that is starting to establish itself. In
the United States, growth hit +3% in the 2nd quarter, and it is likely that
this tfrend will continue at the end of the year. The recently-announced
tax programme will not slow growth’s momentum. In Europe, the Unit-
ed Kingdom is perhaps losing momentum, but af the other end of the
spectrum, the trend in the Eurozone is picking up the pace. GDP
growth is nearly level-pegging with the United States, and we believe
prospects of faster growth to be redlistic. In Asia, Japan is finally reap-
ing the rewards of Abenomics and the depreciation of the yen; exports
are revitalising growth, which could also be propped up by slightly
better domestic consumption. This is bolstering prospects of +2% growth
over the coming quarters. Not to be outdone, China will certainly
achieve its growth target of around +6.5%. In emerging markets, Brazil
(+0.3%) and Russia (+2.5%) are enjoying new-found growth, whilst India
continues to grow at a fast pace (+5.7%). The global economic cycle is
gathering pace, with a broader palette of countries contributing to this
growth.

Monetary policies are very gradually aligning

US monetary policy confinues to normalise, starting this quarter with a
new phase in reducing the Federal Reserve's balance sheet. It is now
committed to a new policy, though its lead has not yet been followed
by other large central banks. In Europe, the European Cenfral Bank
should only gradually come info line with the United States. It is sfill foo
early fo think of rises in key rafes in 2018, but the asset purchase pro-
gramme could still wind down. In the United Kingdom, we will certainly
see a first rise in key rates in an inflationary context which is of concern
for the Bank of England. This should not be followed by further hikes. In
Japan, the trend is still very much leaning towards maintaining very
expansionary policy, until the long-awaited return of inflation.

Recovery of the upward cycle on long rates

After an expected short-term consolidation of long rates in the relative-
ly soft context of the 1st quarter, our forecasts for the 2nd quarter indi-
cated a recovery of the upward frend, propped up by an influx of
more robust economic data. Specifically, we underscored the fact
that the 10-year Treasury rates’ correction from 2.6% to 2.1% did not
seem at all compatible with our forecasts of a +3.1% bounce back in
economic activity and normalisation of monetary policy. We believed
it very likely we would see a further boost to long rates in the second
half of the year. This is now in part the case. We are not altering our

Graph sources: Bloomberg/BearBull Global Investments Group

forecasts, and expect the trend to continue, potentially bringing inter-
est rates up above 2.8%.

The macroeconomic context certainly provides grounds for new fen-
sion on long rates, which should be magnified by the announcement
of the start of normalisation of the Federal Reserve's balance sheet

Donald Trump’s tax programme could prove disappointing

The recovery policy that had been announced aimed to stimulate
demand, reduce tax and increase public spending, however, it now
seems to be limited fo a plan fouted as very ambitious, but which has
left the country very much divided for a few days now, especially on
the associated measures. The argument put forward by the White
House that an extra percentage point of growth could generate US $3
trillion over ten years could be considered extremely optimistic and will
soon meet with criticism.

In this contfext, US stocks have benefited from positive macro- and
micro-economic fundamentals, as well as forecasts of increasing prof-
its, which were hoped for as a direct result of and promised as part of
the change in tax rates. At this juncture, mention is often made of the
considerable profits reaped by American multinationals abroad, which
could be repatriated and divided up amongst shareholders as divi-
dends. In theory, this should be enough to sustain inferest in US equities,
but is it really such good news for the stock market frend?

After nearly a year of speculation as to the outlines of this reform, it is
finally public and open to analysis. Still hot off the press, it is already
dividing observers and politicians before it has even been presented fo
Congress or the Senate.

A few weeks ago, we were concerned about the weight of the GAFA
web giants in overall S&P 500 performance in 2017. We pointed out
that this craze had pushed up valuations exponentially, to levels proba-
bly unsustainable in the short-term. This suggested there would soon be
a change in investor psychology fowards them and made sectforal
rotations likely. Since then, most of these stocks have entered info con-
solidation phases, waiting for news catalysts that could justify further
increases. Any future rise on the S&P 500 depends on prospects of a
profit growth cycle recovery. But the rise on equity markets most prob-
ably already incorporates the positive impact of tax reform on profits.
Therefore, if Donald Trump's fax program is deemed disappointfing,
profit-taking may occur.
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Improved energy fundamentals

The acceleration of global economic growth already in 2017 and
then in 2018 is expected to support a sustained increase in demand
for crude oil. In the United States, production stabilized at around
9.5 milion barrels per day, even with the resumption of non-
conventional oil exploitation. OPEC and Russia are maintaining
reduced production, which should enable supply fo remain at a
level below overall demand. Crude oil inventories have thus de-
clined for several months and reached their lowest level since Feb-
ruary 2016 in the United States.

Given the positive economic context in Europe, the United States,
and especially in Asia, we believe the forecast increase in demand
is realistic. At that point, we should more clearly see supply and
demand balancing out, and especially a more marked decrease in
inventories. Of all the key components making up demand, we
believe that over the coming months Chinese consumption should
be particularly import for the process of rebalancing the markets. In
our opinion, crude oil prices are expected to rise above the $50
mark after a period of consolidation at these levels, which has now
lasted for more than eighteen months.

Ongoing adjustment to valuation of the Swiss franc

In spite of the decrease in economic uncertainty in the US and Eu-
rope, investor demand for Swiss francs remained relatively high
during the first part of the year. Political uncertainty in the Eurozone
has receded sharply. Geopolitical risks persist, but the improvement
of the economic climate, which should reduce the demand for
Swiss francs, will likely affect the euro’s exchange rate even more.
We are not expecting the SNB to change its monetary policy this
year, despite the recent rise in the euro negative interest rates will
be maintained. They will stay in place until the European economic
cycle exhibits a clear reversal and a highly likely acceleration of
growth in 2018. The rate spread is now more and more against the
Franc, following the dollar-denominated rate increase, a trend that
is expected fo continue in 2018 as a result of the monetary normali-
zation cycle undertaken by the Federal Reserve. The spread re-
mains relatively unchanged against the euro at approximately 50
basis points. However, we believe it is now more likely to see rates
normalise more quickly in the Eurozone than in Switzerland and thus
benefit the European currency in 2018 in the trend already ob-
served during the summer.

Overall, our exchange rate forecasts are still current and are negao-
tive for the Swiss franc. Although economic momentum in the US is
at present not yet strong enough to push the dollar higher, it is likely
that the last quarter and the year 2018 will be more favorable to the
greenback. In Europe, however, a change in perceptions regarding
the situation in the Eurozone is clearly favouring a return of investors
to the single currency. Our exchange rate forecasts suggest further
weakening of the euro to 1.20 against the franc and an uptick of
the dollar to 1.05. These predictions also provide us the opportunity
to note that we had presented and explained the arguments sup-
porting our forecast at the fime of the SNB's infroduction of its nega-
tive interest rate policy. Our 15 January 2015 post-choc forecast
predicting an exchange rate of 1.20 against the euro is materialis-
ing. Perhaps even more important for the foreign exchange market
is the change in perception that has occurred since the election of
Emmanuel Macron and the improvement in the European econom-
ic which now supports the euro. This is what we predicted to an-
nounce a forthcoming widening of the yield spreads in favor of the
euro, essential to the weakening of the Swiss franc.

The strengthening of the European and American conjunctures will
lead to an adjustment of exchange rates. We now believe it is more
and more likely that the Swiss franc will weaken against these two
major currencies in the coming months.

Graph sources: Bloomberg/BearBull Global Investments Group
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Global Outlook

o US GDP will likely pick up the pace

o Eurozone and US growth is level pegging

o More pessimistic outlook for UK GDP

o Boom in exports and economic recovery in Japan

o A stronger euro will bolster GDP growth in Switzerland

US GDP will likely pick up the pace

After disappointing growth in the 1st quarter and a drop in the eco-
nomic surprises indicator in the months that followed, we set out the
arguments pointing fo an economic recovery in the 2nd quarter, which
would contradict the rather more unsteady global sentiment that pre-
vailed at the time. The revision of growth forecasts went hand in hand
with fresh uncertainty and the risk of the US economy potentially head-
ing back into recession. At the time, we highlighted the fact that the
fall on the economic surprises indicator did not point to any significant
erosion of economic conditions in the United States, instead underscor-
ing the perhaps excessive optimism in the short-term on the part of
forecasters. As such, we were expecting a recovery in the 2nd quarter,
which did indeed materialise in the form of considerable GDP growth
of +3.1% year on year. Naturally, this performance came in above con-
sensus forecasts. Thanks to this growth, US economic activity has re-
ceived a very significant +2.2% boost year on year, which is the best
result since 3rd quarter 2015. The Federal Reserve’s growth target for
2017 was +2.4%; this target should be hit providing that the economy
proves sufficiently robust for GDP to grow +2.6% in the second half of
the year. Over the period, growth has been mainly driven by consump-
tion, which made the largest contribution (+2.24%), followed by invest-
ments (+0.53%) and net exports (+0.21%). US consumers should take
comfort in the influx of positive economic news in the second half of
the year.

Quarterly GDP
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In this context, we believe that +2.6% GDP growth is likely and support-
ed by leading indicators very much pointing fowards a stepping up of
economic activity in the second half of the year. The +2.8% rise in per-
sonal income certainly helped to boost household spending, which
was up +3.3%. The labour market remains in good shape and continues
to improve, with unemployment rates close to full employment at 4.4%.
Disposable household income should rise again over the coming quar-
ters. In the longer term, the recovery policy that had been announced
aimed to stimulate demand, reduce tax and increase public spending,
however, it now seems to be limited to a plan touted as very ambitious,
but which has left the country very much divided for a few days now.
The total cost of these tax breaks of 5.8 frillion would be paid for with
the exfra growth achieved by GDP growth above +3% over the com-
ing years, as mentioned by the White House's economic adviser who
argues that an extra percentage point of growth could generate US $3
trillion over ten years.

Eurozone and US growth is level pegging

Our forecasts of the European trend stepping up are being bome out
in the 3rd quarter. The OECD is also revising its forecasts for 2017 up-
wards, whilst aggregated Eurozone GDP moved above +2% in June
(+2.3%). German growth should gain in strength and breadth, propped
up in particular by domestic spending, which will pick up some of the
slack from exports. In France, GDP will certainly exceed +1.7%, whilst in
Spain the trend remains robust, and could push GDP above +3%. The
end of the year could bring even better news if leading indicators are
to be believed.

Manufacturing PMI
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Indeed, PMI indices for September confirm a clear recovery in ac-
tivity in Europe. Composite PMI improved further in September
(56.7), and now sits at its highest level since 2011; similar movements
can be seen on manufacturing leading indices (58.2). The sub-index
for production even hit 59.5, and underscores an industrial recovery
which could well accelerate at the end of the year. The private
sector is doing better, and does not seem to have been penalised
by the Euro's appreciation. This means that GDP has posted its sev-
enteenth consecutive quarter of growth, and we believe that it
could pick up the pace in the second half of 2017.

Relatively speaking, and in light of forecasts, we believe that the
Eurozone's economic, political, and financial situation shows clearer
improvement than that of the United States. Growth rates for the
two economies are neck and neck, suggesting that the Eurozone is
doing a better job of catching up. Political and economic risks in
the Eurozone have beaten a considerable refreat, as is also shown
by CDS (Credit Default Swap) levels for the Eurozone, which have
dropped considerably since the start of the year. This is very im-
portant in supporting the single currency. The European economy
seems to be on the right path, even though the recent rise in the
Euro represents a new source of concern.

With regard to the ECB, the asset purchase programme, which was
to be kept until at least the start of 2018, will undoubtedly be
tweaked, but retained beyond this date in order to make the most
of the programme’'s flexibility and ensure the Central Bank can take
action if required to do so. The ECB will remain prudent in its ap-
proach and should refrain from any policy which could threaten the
economic recovery and the improvement in economic operators’
confidence, given that the macro-economic context may already
have been shaken by the the recent appreciation of the euro. But
the European consumer should support growth as suggested by the
clear improvement in sentiment linked to better conditions in the
labor market.

The Eurozone unemployment rate is falling very gradually. At current
rates, although the drop seen between 2013 (12%) and today (9%)
is continuing, it will take until 2020 to reach the 7.5% of the previous
cycle seen before the financial crisis of 2008. Household confidence
is now higher than the average of the last twenty years, and at its
highest since 2008. The consumer and business confidence survey
also shows renewed optimism, posting its highest score since the
start of the financial crisis. Whilst perhaps not yet euphoric, this posi-
tive frend is propping up consumption, which increased +2.6% year
on year.

More pessimistic outlook for UK GDP

Q2 GDP figures confirm the previously detected slowdown in the
UK's economic momentum, which seems to be settling into a quar-
terly pace of +0.3%. Yoy growth fell fo +1.5%, which reinforces our
prediction of lower growth for FY2017. Exports contributed positively,
progressing +1.7%. Consumption, up +0.2%, remains key to GDP
growth, while public spending advanced +0.1%. Leading indicators
also support the argument of a resilient economy, with GDP growth
remaining positive in 2017, albeit at a reduced rafe. The Composite
PMI ticked up slightly to 54.1 in September, while the Manufacturing
PMI posted a slight decline (55.9). The Services PMI, stable at 53.6,
also seems relatively resilient. Growth prospects for the British econo-
my are thus increasingly less optimistic.

Graph sources: Bloomberg/BearBull Global Investments Group
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Boom in exports and economic recovery in Japan

GDP growth is thus strengthening further after having already ad-
vanced +1.7% and +2.2% over the past two quarters. Japan is currently
posting its sixth consecutive quarter of GDP growth, its longest expan-
sion phase in 10 years.

The Japanese economy has been given a boost by the continued
recovery in exports and is now benefitting from increasing momentum
in domestic demand. We expect the Japanese economy to continue
to improve and potentially post growth in excess of +2.5% for FY2017. In
August, exports registered their highest growth rate since 2013, surging
+18.1% (annualized). We expected export growth to continue gaining
momentum, which indeed it seems to have done in Q3. Even if the yen
has risen slightly against the dollar (+3.6%) year-to-date, it has nonethe-
less depreciated -11.5% yoy. Japan's trade balance thus expanded,
posting a surplus of 113.6 billion yen. Japan’s current account balance
also improved, growing from 1.5 to 2.03 frilion yen in June. Leading
indicators are now suggesting that production will continue to increase
in Q3, which will no doubt boost GDP figures for the same period. In-
ventories are down, indicating a forthcoming increase in production.
The services PMI confirms this advance, progressing to 52.6, which is an
encouraging result in the medium term given new orders have also
risen fo 52.5. The optimism of companies in the industrial sector in Jo-
pan has reached a 10-year high. The trend is similar for companies in
the services sector. These elements are moreover particularly timely
from a political standpoint, as they strengthen the perception that the
plan implemented by Prime Minister Shinzo Abe has been effective, just
as he has launched his parliamentary election campaign. In Q2, Japan
posted ifs sixth consecutive quarter of GDP growth, which is ifs longest
growth streak since 2005. The success of Abenomics is thus perceptible
af the GDP level but has yet fo have a real impact on inflafion and
purchasing power.

2-year Government Bond yield

15
1
0.5
0 W
-0.5
—UK
~———USA
-1
Eurozone
-1.5
12.13 05.14 10.14 03.15 08.15 01.16 06.16 11.16 04.17
10-year Government Bond yield
4.2
——USA Italy
35 ——— Germany ———Spain
2.8
2.1
E
14
0.7
0
-0.7

01.14 05.14 09.14 01.15 05.15 09.15 01.16 05.16 09.16 01.17 05.17 09.17

A stronger euro will bolster GDP growth in Switzerland

The latest growth figures released by the Swiss State Secretariat for
Economic Affairs (SECO) show real GDP growth of +0.3% in Q2. Q1
growth was revised down from +0.3% to +0.1%, however, reviving wor-
ries regarding the quality of the recovery in our country. The SNB,
scarcely more optimistic, reduced ifs growth forecast for the same
period down from +1.5% to +1%. We believe that, while the downward
revision of Q1 results obviously affects the FY outlook, the Swiss econo-
my should nevertheless experience growth in excess of 1% in FY2017
given that a significant acceleratfion in Q2 is increasingly likely. The
weakness of the franc against the euro, witnessed with relief by numer-
ous economic actors over the summer, will very likely have a positive
impact on economic outcomes in Switzerland over the next several
quarters. For 2018, GDP growth forecasts remain somewhat more opti-
mistic, predicting potential growth of +2%, mainly due o the improve-
ment in the global economic outlook expected over the next several
quarters as well as to a stronger boost from the domestic economy
and an upswing in exports. The latest leading indicators published for
the industrial sector show that the manufacturing sector has regained
a measure of cautious optimism. The manufacturing PMI has indeed
reached its highest level since 2011 and has made a sharp recovery
since its January 2015 tumble. The manufacturing PMI indicator
climbed to 60.9 in August, well above its low in May 2015 (47.3). Hesita-
tions in Q2 have now made way fo stronger confidence, as indicated
by the satisfactory level of the KOF's leading index. We maintain our
optimistic forecast with regard to Swiss economic activity and antici-
pate a gradual improvement in economic conditions. We had also
expected the monetary factor to provide a boost, and the apprecio-
tion of the euro, which we had been anticipating and is in fact intensi-
fying, will contribute to these developments.
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United States

e Donald Trump's tax reform could cost the state US $5.8 trillion

¢ GDP growth showed the trend picked up in the 2nd quarter

¢ Inflation will soon surpass the Fed's target

e Longratesrecover to upward trend, favouring the US dollar

e Could the S&P 500 benefit from the announced tax reform?

Donald Trump'’s tax reform could cost the state US $5.8 trillion

In the end it will be 20% instead of 35%. Donald Trump needed nine
months in the White House before being able to announce a plan
setting out a historic tax cut. The recovery policy that had been an-
nounced aimed to stimulate demand, reduce tax and increase public
spending, however, it now seems to be limited to a plan touted as very
ambitious, but which has left the country very much divided for a few
days now.

The aim behind the tax reform was to rekindle purchase power and
create jobs. The plan, concocted by a working group exclusively
made up of six White House and Congress representatives, has two
pillars. The first is corporation tax, with the rate dropping from 35% to
20% in the end, bringing it close to that of many other industrialised
countries. The second pillar is income tax, rates of which have been
reduced, mainly by increasing tax allowances and reducing tax brack-
efs. The top bracket is dropping from 39.6% to 35%. A flat rate of 25%
has also been infroduced for entrepreneurs.

With this, Donald Trump has announced measures that will cost the
state around US $5.8 frillion dollars, without including countervailing
measures. The US deficit would increase government debt by that
same amount without such measures.

Quarterly US Real GDP Growth
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The US Senate Committee on the Budget had agreed on a US $1.5
trilion increase over ten years, which is a very far cry from the Commit-
tee's estimate of the US $5.8 trillion cost over twenty years for this pro-
ject. For the time being, the official version given by the White House's
economic adviser explains that these tax breaks would be paid for with
the extra growth achieved by GDP growth above +3% over the com-
ing years. Gary Cohn stated that an extra percentage point of growth
could generate US $3 trillion over ten years. This argument will undoubt-
edly be considered extremely optimistic and will soon meet with criti-
cism from the US Congress, despite Republicans holding a majority.
Notwithstanding a Republican majority in both Congress and the Sen-
ate, Donald Trump has not managed to repeal Obamacare or pass
any major draft bill since being elected.

The hotly anticipated tax reform bill is already very divisive in terms of
the potential social and economic consequences of the reform, which
is the first since the last amendment fo the tax code in 1986.

GDP growth showed the trend picked up in the 2nd quarter

After disappointing growth in the 1st quarter and a drop in the eco-
nomic surprises indicator in the months that followed, we set out the
arguments pointing to an economic recovery in the 2nd quarter, which
would contradict the rather more unsteady global sentiment that pre-
vailed at the time. The revision of growth forecasts went hand in hand
with fresh uncertainty and the risk of the US economy potentially head-
ing back info recession.
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Citigroup economic surprise index USA
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At the time, we highlighted the fact that the fall on the economic sur-
prises indicator did not point to any significant erosion of economic
conditions in the United States, instead underscoring the perhaps ex-
cessive optimism in the short-term on the part of forecasters.

As such, we were expecting a recovery in the 2nd quarter, which did
indeed materialise in the form of considerable GDP growth of +3.1%
year on year. Naturally, this performance came in above consensus
forecasts. Thanks to this growth, US economic activity has received a
very significant +2.2% boost year on year, which is the best result since
3rd quarter 2015. The Federal Reserve's growth target for 2017 was
+2.4%; this target should be hit providing that the economy proves
sufficiently robust for GDP to grow +2.6% in the second half of the year.
Over the period, growth has been mainly driven by consumption,
which made the largest contribution (+2.24%), followed by investments
(+0.53%) and net exports (+0.21%).

US consumers should take comfort in the influx of positive economic
news in the second half of the year. In this context, we believe that
+2.6% GDP growth is likely.

Dollar trade-weighted index and currencies
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Leading indicators confirm that consumption is doing well

The Chicago Purchasing Manager Index is heading towards its highest
level for ten years. The ISM Manufacturing Indicator hit a new record of
60.8 in September — its highest level for ten years — and was mirrored by
the indicator for new orders (64.6). American consumers are optimistic;
Conference Board data still showed high levels of consumer confi-
dence in September, despite the fact that prospects were considered
slightly less favourable. The same story was reflected in the University of
Michigan senfiment indicator.

Leading indicators are taking off, very much pointing fowards a step-
ping up of economic activity in the second half of the year.

The +2.8% rise in personal income certainly helped to boost household
spending, which was up +3.3%. The labour market remains in good
shape and continues to improve, with unemployment rates close to full
employment at 4.4%. Disposable household income should rise again
over the coming quarters, along with labour costs.

In the short-term, employment figures have been rather skewed by the
consequences of hurricanes, but the situation on the labour market is
fundamentally positive. The unemployment rate has stabilised (4.4%),
and now sits at below pre-2008 crisis levels. In time, this should provide
stronger support for increases in wages and household spending.
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Inflation will soon surpass the Fed's target

Pressure on salaries is struggling to make itself felt despite a con-
stantly improving labour market. Contrary to theory, inflationary
pressures are still weak, although the unemployment rate is falling
regularly, and heading towards 4% and therefore full employment.
These observations are of concern for investors and the central
bank. However, the Fed remains relatfively calm and convinced
that there is sfill a link between employment and inflation, even
though the Phillips curve seems much flatter for the time being than
before.

In August, inflation came in slightly under the +2% target (+1.9%),
while import prices gained +2.1% year on year, which is significantly
less than in February, when the yardstick had been considerably
affected by crude oil prices. It is likely that the fall of the US dollar in
the first half of the year has had some positive consequences for
imported inflation. Equally, future inflation at between 1 and 10
years remains close to 2.7%. Inflation should soon head back above
+2%.

Long rates recover to upward trend, favouring the US dollar

After an expected short-term consolidation of long rates in the rela-
tively soft context of the 1st quarter, our forecasts for the 2nd quar-
ter indicated a recovery of the upward trend, propped up by an
influx of more robust economic data. Specifically, we underscored
the fact that the 10-year Treasury rates’ correction from 2.6% to 2.1%
did not seem at all compatible with our forecasts of a +3.1%
bounce back in economic activity and normalisation of monetary
policy. We believed it very likely we would see a further boost to
long rates in the second half of the year. This is now in part the case,
with long rates increasing to 2.6% at the end of the quarter.

We are not altering our forecasts, and expect the trend to continue,
potentially bringing interest rates up above 2.8% by the end of the
year.

The macroeconomic context certainly provides grounds for new
tension on long rates, which should be magnified by the announce-
ment of the start of normalisation of the Federal Reserve's balance
sheet. In this context, we can find no grounds to justify the weakness
of the US dollar over the past nine months. The roughly -8% depreci-
ation of the trade weighted USD index against a basket of curren-
cies should correct relatively quickly, unless prospects of a deterio-
ration of public finances linked to fax reform pull the US dollar down.

The US dollar should find favour with investors again and bounce
back above parity with the Swiss franc.

The Fed is taking a softly-softly approach to normalising its balance
sheet, and will increase rates in December

The latest Federal Reserve meeting provided an opportunity to
unveil the balance sheet normalisation policy which should begin in
October. Unsurprisingly, the Fed announced a programme to re-
duce its balance sheet that is so extremely restrained as to be al-
most imperceptible. Indeed, the monthly caps initially set at US $6
billion for Treasury Bonds and US $4 billion for MBS are symbolic sums
given the current size of the balance sheet (4.5 trillion). However,
these caps will be gradually increased within a year, up to definitive
limits of US $30 billion (Treasury Bonds) and US $20 billion (MBS). In
parallel, the key rate target (Fed Funds) remains unmodified at 1-
1.25%; this situation will undoubtedly change in December. The
bank is thus declaring the start of the second phase of its monetary
policy normalisation.
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Could the S&P 500 benefit from the announced tax reform?

After nine months waiting and a +20% rise in US equities, the hotly antic-
ipated announcement of tax reform came at long last. Since the elec-
fion of Donald Trump, US stocks have benefited from positive macro-
and micro-economic fundamentals, as well as forecasts of increasing
profits, which were hoped for as a direct result of and promised as part
of the change in tax rates.

For now, published profits are rather positive and could very much
stand to benefit from this tax change in 2018. At this juncture, mention
is offen made of the considerable profits reaped by American multina-
fionals abroad, which could be repatriated and divided up amongst
shareholders as dividends if this tax measure is adopted.

The OECD estimates them at US $2.6 trillion. In theory, this should be
enough fo sustain inferest in US equities, but is it really such good news
for the stock market trend?

US Trade Balance of Goods and Services

After nearly a year of speculation as to the outlines of this reform, it is
finally public and open to analysis. Still hot off the press, it is already
dividing observers and politicians before it has even been presented fo
Congress or the Senate. A few weeks ago, we were concerned about
the weight of the GAFA web giants in overall S&P 500 performance in
2017. We pointed out that this craze had pushed up valuations expo-
nentially, to levels probably unsustainable in the short-term. This sug-
gested there would soon be a change in investor psychology towards
them and made sectoral rotations likely. Any future rise on the S&P 500
was therefore dependent on prospects of a profit growth cycle recov-
ery.

The rise on equity markets most probably already incorporates the
positive impact of tax reform on profits. We have chosen a cautious
approach at a time at which profit taking could cast a shadow over
the announcement of reform, recalling the adage "buy the rumour,
sell the news".

US Industrial Production
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US Unemployment rate and Employment Population Ratio
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SWITZERLAND

e Real GDP growth up +0.3% in Q2

e Final demand still clearly sustaining GDP growth

e The frade balance is not yef benefitting from the weaker franc

or the European recovery

e Our 15 January 2015 post-choc forecast predicting an exchange

rate of 1.20 against the euro is materialising

Real GDP growth up +0.3% in Q2

The latest growth figures released by the Swiss State Secretariat for
Economic Affairs (SECO) show real GDP growth of +0.3% in Q2. Q1
growth was revised down from +0.3% to +0.1%, however, reviving wor-
ries regarding the quality of the recovery in our country. The revision of
Q1 results also caused adjustments to FY2017 growth forecasts. The
SECO thus reduced its economic growth forecast for the current year
for the third time, revising it downward to +0.9%. The SNB, scarcely more
optimistic, reduced its growth forecast for the same period down from
+1.5% to +1%. The forecast of the KOF Swiss Economic Institute (+1.3%),
slightly more optimistic in spite of similar adjustments, is not unfounded
in our view, in particular given developments in the currency markets.

We believe that, while the downward revision of Q1 results obviously
affects the FY outlook, the Swiss economy should nevertheless experi-
ence growth in excess of 1% in FY2017 given that a significant acceler-
ation in Q2 is increasingly likely. The weakness of the franc against the
euro, witnessed with relief by numerous economic actors over the sum-
mer, will very likely have a positive impact on economic outcomes in
Switzerland over the next several quarters. At its current exchange rate
of 1.16 (at time of writing), the euro has already regained over 75% of
the losses it suffered on 15 January 2015. Let us also note that the fore-
cast we published on 15 January 2015 and have since reiterated on
several occasions is materialising, namely, that the franc would weak-
en and return to a level of 1.20 thanks to the SNB's negative interest
rate policy.

For 2018, GDP growth forecasts remain somewhat more opfimistic,

predicting potential growth of +2%, mainly due to the improvement in
the global economic outlook expected over the next several quarters

Nominal GDP - Nominal and Real GDP Growth rate

as well as to a stronger boost from the domestic economy and an
upswing in exports.

Final demand still clearly sustaining GDP growth

1H2017 still turned out positively for our economy, in particular due to
the economic upfurn in the Eurozone and among Switzerland’s main
trading partners more generally. In Q2, private consumption improved
slightly (+0.2%), with public spending also delivering a moderately posi-
tive contribution (+0.3%). We note a clear slowdown in investment
spending on capital goods, which is up only +0.3% after rising +1.7% in
the previous quarter. In contrast, construction is on the rebound, grow-
ing +0.7% after posting a +0.4% rise in the prior quarter. Manufacturing
progresses by +0.9%, exhibiting unexpected vigour.

On the other hand, the contribution of the frade balance in goods and
services was rather negative. Merchandise exports inched up +0.5%,
while service exports declined by -0.3%. Merchandise imports posted a
large increase (+5.5%) driven by the growth in the demand for chemi-
cal and pharmaceutical products. Service imports also increased
(+1.7%), in particular with regard to telecommunication and IT services.

The trade balance is not yet benefitting from the weaker franc or the
European recovery

Switzerland’s trade balance reached a peak in January, attaining its
highest level ever at over 4.77 billion francs. Since then, a rising euro
and stronger economic momentum in the Eurozone have prevented it
from reaching new heights.

Swiss Purchasing Manager Index (PMI)
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Real GDP Growth YoY - KOF leading economic indicator
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The frade balance has thus frended downward over the past eight
months on a relative basis, although this year's average trade surplus is
in fact identical to 2016’s (3.07 bilion/month). At the beginning of the
year, we had pointed to the excellent level of the trade balance in
January, prompting hope for 2017. This seems to be materialising, along
with a real possibility of seeing our foreign trade finally benefit from a
stronger European economy and the weakness of the franc against
the euro. Any improvement in foreign frade will require a sharper up-
turn in exports in 2017 in order fo provide a fruly positive and lasting
contribution to GDP growth. In August, exports did grow +6.1% in real
terms, reaching 16.3 billion francs, thanks to the machines and elec-
tronics sectors, which improved markedly (+10.8%). A +6.5% increase in
imports to 14.2 billion is preventing a more satisfactory overall outcome
for now. The most significant export sectors are contributing fo these
developments. The machines sector along with the textiles, vehicle
and watch segments all contributed positively. The watch sector con-
firms its recovery for the fourth consecutive month, posting yoy growth
of +4.2% in August thanks to rising demand in China and Hong Kong.
Year-to-date results are once again positive, even if the +1.2% increase
in exports is still far from previous years' records. The improvement in the
global outlook will also be favourable to our economy and exports.

Lights switching to green with regard to consumption

Domestic consumption continued to support GDP growth in Q2 with-
out, however, showing signs of a stronger recovery, nevertheless still
anticipated. Indeed, domestic demand is showing no signs of acceler-
afing, in spite of positive economic conditions both in our country and
the neighbouring countries. Consumption climate indicators have im-
proved slightly, however, as suggested by both the UBS index, which is
showing a clear uptick in confidence levels over the past three months,
and the CS index, which is stabilising at its highest levels in the past ten
years. In this context, retail sales are indeed stronger than in 2015 and
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2016 though struggling to establish a clear upward trend. However, the
Swiss have little to worry about and should not curtail their consump-
tion. Certainly, along with the improvement in the international outlook,
the job market in Switzerland has been showing signs of an upturn since
the beginning of the year. The unemployment rate has indeed re-
turned to low levels (3%) and is approaching its all-time record of +2.5%
in 2008.The improvement in the outlook for global growth should also
have an increasingly clear and positive impact on the economic cli-
mate in Switzerland over the next several months. Private consumption
should thus remain on a positive trend, bolstering GDP. Public con-
sumption spending will remain volatile in 2017, but the federal and
cantonal governments’ finances are rather solid, and the debt-to-GDP
ratio (34%) is low by international comparison. We see no reason fo
anticipate a reduction in public spending in 2017 and count on further
positive contributions.

Increasingly positive leading indicators for the manufacturing and in-
dustrial sectors

The latest leading indicators published for the industrial sector show
that the manufacturing sector has regained a measure of cautious
optimism. The manufacturing PMI has indeed reached its highest level
since 2011 and has made a sharp recovery since its January 2015 tum-
ble. The manufacturing PMI indicator climbed to 60.9 in August, well
above its low in May 2015 (47.3). Hesitations in Q2 have now made way
to stronger confidence, as indicated by the satisfactory level of the
KOF's leading index. We maintain our optimistic forecast with regard to
Swiss economic activity and anticipate a gradual improvement in eco-
nomic conditions. We had also expected the monetary factor to pro-
vide a boost, and the appreciation of the euro, which we had been
anticipating and is in fact intensifying, will contribute to these develop-
ments.
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SNB Foreign Currency Reserves
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The appreciation of the euro has not yet significantly affected the
SNB’s actions

In spite of the decrease in economic uncertainty in the US and Eu-
rope, investor demand for Swiss francs remained relatively high
during the first part of the year. Political uncertainty in the Eurozone
has receded sharply. Geopolitical risks persist, but the improvement
of the economic climate, which should reduce the demand for
Swiss francs, will likely affect the euro’s exchange rate even more.

The SNB's currency reserves stated in Swiss francs finally seem to be
stabilising at around 700 billion. However, domestic banks' overnight
deposits have been declining for three months already, while total
overnight deposits have also been stabilising since 30 June. We are
not expecting the SNB to change its monetary policy this year. The
negative rates will stay in place until the European economic cycle
exhibits a clear reversal and a highly likely acceleration of growth in
2018.

Our 15 January 2015 post-choc forecast predicting an exchange
rate of 1.20 against the euro is materialising

The rate spread is now much more favourable following the dollar-
denominated rate increase, although it remains relatively un-
changed against the euro at approximately 50 basis points. Howe-
ver, we believe it is now more likely to see rates normalise more
quickly in the Eurozone than in Switzerland and thus benefit the
European currency. Overall, our exchange rate forecasts are sill
current, although economic momentum in the US is af present not
yet strong enough to push the dollar higher. In Europe, however, a
change in perceptions regarding the situation in the Eurozone is
clearly favouring a return of investors to the single currency. Our
exchange rate forecasts suggest further weakening of the euro to
1.20 against the franc and an uptick of the dollar to 1.05. These
predictions also provide us the opportunity to note that we had
presented and explained the arguments supporting our forecast at
the time of the SNB's introduction of its negative interest rate policy.

In a particularly gloomy confext in January 2015, we expressed
confidence both in the strategy implemented by our national bank
and in the economic and political recovery of the Eurozone, which
would certainly provide the requisite conditions for the euro to
strengthen. We remain convinced that the euro will return to a level
of 1.20 against the franc, which is most certainly overvalued at its
current level.

Impending rise of long-term interest rates and inflation in our
country

Over the past several weeks, core inflation as well as other broader
measures of inflation have pointed toward a return of price in-
creases in our country. The risks of deflation mentioned these past
years as one of the most significant threats to our economy have
dissipated as inflation climbed back up from its November 2015 lows
(-1.4%) to +0.6% in February 2017. The latest figure published for Au-
gust confirms the resilience of the CPI index above +0.5%. In addi-
tion, continued weakness of the franc will certainly have significant
consequences with regard to imported inflation. Inflation will thus
likely continue to rise in Switzerland over the next few months.

In this context, the normalisation of long-term interest rates in Swit-
zerland remains dependent on the progress of normalisafion on the
infernational front and on developments in the euro/franc ex-
change rate. While the normalisation of long-term rates began last
summer, as we had expected, its future course also depends on the
flow of economic data. The disappointing performance of the US
economy in Q1 and the uncertainties that arose in August caused a
slight correction in short-term rates, which in our view constitute one
of the last opportunities to reduce bond market risk, in particular in
our country.

The appreciation of the euro is a significant factor increasing the risk
of correction in our bond market. The bond bubble is now likely to
burst very soon.
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Eurozone

o The German elections have dampened prospects of European

reconstruction

o The rise in the Euro mainly reflects improved fundamentals
o European and US growth are level pegging

o The Eurozone no longer inspires fear

o Growing interest in European equities

The German elections have dampened prospects of European
reconstruction

Unsurprisingly, the German elections have granted Angela Merkel a
fourth term, though with disappointing results (33%) for her party. De-
spite her win, the inroads made by the far-right have shocked, worried
and unsettled the parties involved in the process. The Chancellor will
need to forge a coalition around her party in order fo govem. This
seems to be a difficult undertaking given the Social Democratic Party's
decision not to join, instead choosing to be an opposition party. An
alliance with the FDP (Free Democratic Party) is still possible, but would
have political consequences. As such, the Chancellor is starting this
term in office in a complex, and more uncertain context. In the medi-
um-term, the French president’s ideas for reform, as well as prospects of
European reconstruction could turn out to be collateral damage in the
codlition-forming process should it lead to an agreement with the FDP,
which is rather hostile to the idea of a European revival. The Euro has
already reacted to this fresh uncertainty by dropping 3 cents against
the US dollar in the days following the election. This reaction interrupted
the eight month long upward trend. We believe that in the short-term
this new political landscape could dampen investors' enthusiasm for
the single currency.

The ECB is confident, though nonetheless concerned by the rise in the
Euro

At its latest meeting in September, the ECB decided not to change its
policy. More recently, the latest statements by the ECB's chief before
the European Parliament’s Economic and Monetary Affairs Committee
have once again demonsirated its confidence in the success of ifs
policy to revitalise growth and bolster the upward inflation trend. How-
ever, Mario Draghi did point out that it would still probably be essential
fo maintain expansionary monetary policy fo a considerable degree.
The European economy seems to be on the right path, but the recent
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rise in the Euro represents a new source of concern. This came just as
risks, particularly political risks, had very much fizzled out after the
French elections, before bubbling back up again after the German
elections last weekend. We will likely see greater strength of language
before the next ECB Governing Council meeting on the 26th October,
suggesting that the change of tack expected of the ECB in terms of its
monetary policy will be gradual, measured and pragmatic. As such,
the asset purchase programme, which was to be kept until at least the
start of 2018, will undoubtedly be tweaked, but retained beyond this
date in order to make the most of the programme'’s flexibility and en-
sure the Central Bank can take action if required to do so. The ECB wiill
remain prudent in its approach and should refrain from any policy
which could threaten the economic recovery and the improvement in
economic operators’ confidence, given that the macro-economic
context may already have been shaken by the single currency’s ap-
preciation. The ECB will announce an overhaul of its programme,
though the scope of this is still an unknown element. We believe it likely
that the programme will be cut from 60 to 40, or even 30, bilion per
month as of January 2018 due to the drying up of “buyable” assets. In
this context, we cannot see key rates being increased in the coming
quarters; this should only come a few months after the asset purchase
programme has finished.

The rise in the Euro mainly reflects improved fundamentals

Should it confinue, the rise in the Euro could hinder inflation heading
towards the ECB's target as hoped, and foil Mario Draghi's plans. In the
medium-term, however, we believe that the Euro could recover some
stability. The Euro was expected to rise against the Swiss franc, bringing
the single currency to a 1.15 exchange rate in 2017. The bulk of this has
taken place over the last two quarters. As regards the Euro/US dollar
exchange rate, the Euro started appreciating in the first few days of
2017, giving rise to the theory that its strength was only a side effect of
the US dollar’s weakness.
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However, one should not forget that the Euro appreciated against a
broad array of currencies, underlining the improvement in the eco-
nomic and political situation in the Eurozone as the key factor driving
the frend change. We therefore believe that the rise in the Euro has
undoubtedly hit a ceiling in the short-term. The undeniable improve-
ment in economic fundamentals and the prospect of an about-turn in
monetary policy will bolster investors’ interest in the single currency
further down the road.

European and US growth are level pegging

Our forecasts of the European trend stepping up are being borne out
in the 3rd quarter. The OECD is also revising its forecasts for 2017 up-
wards, whilst aggregated Eurozone GDP moved above +2% in June
(+2.3%). German growth should gain in strength and breadth,
propped up in particular by domestic spending, which will pick up
some of the slack from exports. In France, GDP will certainly exceed
+1.7%, whilst in Spain the trend remains robust, and could push GDP
above +3%. The end of the year could bring even better news if lead-
ing indicators are to be believed. Indeed, PMI indices for September
confirm a clear recovery in activity in Europe. Composite PMI im-
proved further in September (56.7), and now sits at its highest level
since 2011; similar movements can be seen on manufacturing leading
indices (58.2). The sub-index for production even hit 59.5, and under-
scores an industrial recovery which could well accelerate at the end
of the year. The private sector is doing better, and does not seem to
have been penalised by the Euro's appreciation. This means that GDP
has posted its seventeenth consecutive quarter of growth, and we
believe that it could pick up the pace in the second half of 2017.

The investment climate is increasingly confident

The European Commission’s household confidence indicator rose
slightly again in the 2nd quarter. Sentiment has improved rather signifi-
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cantly, propped up by the improvement to conditions on the labour
market.

Household confidence is now higher than the average of the last
twenty years, and at its highest since 2008. The consumer and business
confidence survey also shows renewed optimism, posting ifs highest
score since the start of the financial crisis. Whilst perhaps not yet eu-
phoric, this positive frend is propping up consumption, which in-
creased +2.6% year on year. In most countries, we are seeing a wel-
come return fo cautious optimism, which should in turn prop up con-
sumption and GDP growth.

Inflation will not head back above 2% before 2018

After the expected rise in inflation in the 1st quarter fo its highest levels
since 2012, price indices have shown some signs of running out of
steam, as expected. As forecast, the increase in crude oil prices tailed
off, and the Euro's appreciation is holding back imported inflation.
Equally, it is too soon to see a solid inflation recovery linked to the
labour market, the latter still being too far from its point of friction for
wage rises to contribute to a price increase. The ECB's target of 2%
inflation will certainly be difficult to achieve, even if the central bank
continues with expansionary monetary policy in 2018, and particularly
if the Euro remains stronger in the long-term. Development of salary
costs is slow and the Eurozone unemployment rate is only falling very
gradually. At current rates, although the drop seen between 2013
(12%) and today (9%) is continuing, it will take until 2020 to reach the
7.5% of the previous cycle seen before the financial crisis of 2008.
Naturally, Eurozone inflation therefore slid from 1.9% to 1.3% in the 2nd
quarter; it should get back on the right track in the second half of the
year, though it will not quickly hit the ECB’s target. With no inflation
acceleration, and with prospects of price rises, long rates can still be
influenced by ECB action a while longer.
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The evolution of long rates is now increasingly contained within a
narrow valuation band of less than 50 basis points below zero for the
Euro Bund Future issued by the German Government with an aver-
age maturity of almost 10 years. Long rates have risen slightly over
the year as a whole, and are trading at their highest levels, though
still slightly below zero. We believe that it is not essential for inflation
to head back above +2% in order for it to prop up a rise in long-
ferm interest rates in Euros.

The Eurozone no longer inspires fear

Relatively speaking, and in light of forecasts, we believe that the
Eurozone's economic, political, and financial situation shows clearer
improvement than that of the United States. Growth rates for the
fwo economies are neck and neck, suggesting that the Eurozone is
doing a better job of catching up. More surprisingly sfill, European
companies are now more profitable than US companies when cal-
culated as a percentage of GDP. Politcal and economic risks in the
Eurozone have beaten a considerable retreat, as is also shown by
CDS (Credit Default Swap) levels for the Eurozone, which have
dropped considerably since the start of the year. This is very im-
portant in supporting the single currency.

Growing interest in European equities

Having been abandoned due to political risks in 2016, European
equities have since enjoyed a revaluation phase as announced in
first half of the year. After having suggested in May that a consoli-
dation phase seemed increasingly probable, we now believe that
Eurozone equities could outperform US equities at the end of the
year. They had easily surpassed the performance of US equities, but
then saw some profit-taking with the rise in the Euro, despite rather
robust company results. At 15x profits, the valuation of European
equities was no longer as attractive, though not excessive. Profit
growth consensus is now much more optimistic, and rightly so, we
believe, given that the improvement in the Eurozone's economic
situation is increasingly clear. The recovery of growth and company
profitability are key factors, to which are added other favourable
factors, including the fall in major political and systemic uncertainty,
and improved conditions in the banking sector, among others.

These factors have in fact made European assets more attractive,
drawing back in foreign investors (increase in purchases by non-
residents at the start of the year) whose asset purchases have also
propped up demand for the Euro. Growth of EPS (Eamings per
Share) in the Eurozone is now ever closer to that of US companies,
for 2017 (+12.8% vs +11.8%) as well as 2018 (+10.5% vs +11.9%), after
having been higherin 2015 (+11.2% vs +0.3%).

In theory, this could be grounds for a similar valuation of these two
large markets, but the impact of the exchange rate is undoubtedly
another factor to consider; in 2017, it is perhaps once again working
in favour of infernational US equities, the profits of which could be
boosted by a favourable currency effect. In the current US political
context, of greater importance are hopes for a revamp of the tax
condifions applicable to US companies, as promised by Donald
Trump. This hope is undoubtedly contributing fo the strength of de-
mand for equities, which is propping up the relative performance of
US stocks.
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United Kingdom

o A financial agreement with Europe before negotiating the other aspects of
Brexit

o The pound rises and stabilises against the major currencies

o Overall, the depreciation of the pound is having a negative impact on GDP

o The BOE is wary, as are consumers

o Real estate prices decrease in London

A financial agreement with Europe before negotiating the other as-
pects of Brexit

“"We want our money back,” declared the French finance minister
recently, in support of Chief Negotiator Michel Barnier, who aims first to
reach a financial agreement with the UK before undertaking negotia-
tions regarding the other aspects of Brexit. The European Parliament is
increasingly imitated with the lack of progress achieved in discussions
with the British negotiators. The legislators noted in particular that the
fourth round of negotiations failed to generate any forward momen-
fum on priority issues and recommended via a resolution adopted by
an overwhelming majority that the European Council postpone its eval-
uation of the situation. This perspective obviously contrasts with the
position of Theresa May, who offers a different interpretation of the on-
going negotiations. The settlement of the UK's financial obligations is in
fact a crucial concemn in the negotiations. Estimated at between 60
and 100 billion euros, the tab is far from reassuring or acceptable to the
British. However, this is a key issue for the EU, which clearly has no inten-
tion of setting it aside, even temporarily, to move forward on other
topics. The European Parliament is decrying the lack of progress on
fundamental issues, which is preventing further discussion regarding the
future partnership between Brussels and London. The Europeans are
also pointing to instances of illegal discrimination against EU citizens
already arising in the UK both in the job market and in access to hous-
ing. The irritation is palpable, and it will disrupt the dialogue if the British
cannot come to an agreement amongst themselves and propose a
clearer line of negotiation. The ball is thus once again in the British
camp, and it is up to Theresa May to unite the Conservative Party and
smooth over disagreements, which are penalising the negotiation pro-
cess. After her resounding defeat in the 8 June elections, it will not be
easy for Theresa May to find common ground among the differing
positions of actors such as Boris Johnson, who favours a clear split from
the EU, for instance, or Finance Minister Philip Hammond, who prefers a
more flexible approach.

Quarterly GDP Growth - UK

Is Theresa May still in charge?

In this regard, it is easy for Europeans to point fo the lack of coherence
on the British side, even alluding to the ‘cacophony’ within Theresa
May’s government. Between the Prime Minister Theresa May, Foreign
Minister Boris Johnson, and Brexit Minister David Davis, it is not clear
whom European negotiators should turn to. Whether Theresa May is the
right person to see the negotiations through is now a legitimate ques-
fion. Frustration has also reached new heights within the Conservative
Party, with many members thoroughly exasperated by Boris Johnson's
behaviour, some of whom are clearly convinced that he is aiming for
the Prime Minister's post. The Tories thus need to tidy up their ranks in a
hurry, perhaps pushing out those whose voice is too often discordant.
The finance minister, who supports a soffer pro-business Brexit, has
pointedly noted that “no minister is unsackable”, a direct reference to
Johnson, who is sowing dissent and hampering negofiations with the
EU. Theresa May is at the helm, but she appears to be having difficulties
holding the course amidst this storm.

The pound rises and stabilises against the major currencies

After the pound dropped following the surprise vote for Brexit, we not-
ed in 4Q16 that the British currency had likely already reached a valua-
fion level enabling a more lasting consolidation pending greater visibil-
ity with regard to the country’s economic outlook. Since then, the vola-
fility of the British currency has decreased, and its exchange rate has in
fact ticked up against the franc (1.20 to 1.30) and the dollar (1.20 to
1.35) in particular. The pound has stabilised above 1.10 against the
euro in a context favouring the single currency. We believe the British
currency is unlikely to be able to benefit from new circumstances that
would allow it to appreciate significantly against the other major cur-
rencies. We thus believe that the pound will continue to stabilise over
the next several months.
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Overall, the depreciation of the pound is having a negative impact
on GDP

Since the Brexit vote, the pound’s weakness has significantly affect-
ed a number of economic variables. Some of these effects have
only recently begun to materialise, such as the overall impact on
the country’s growth rate. While the pound’s decline may initially
have been perceived as favourable to British exports and for the
economy as a whole, its net effects already appear to be diminish-
ing. Over a year affer the vote, the drop in the exchange rate has
not really energised foreign trade. Export volumes have risen only
very slightly, and ultimately, the impact on the frade balance was
penalised by an increase of imports in pounds. Nevertheless, export
sectors are benefitting from an increase in competitiveness, alt-
hough consumption has been hit by imported inflation. While the
expectation of rising inflation had caused household spending to
increase, the loss of purchasing power that then materialised has
weighed on consumption in the last several quarters. Overall, the
outcome is rather unfavourable fo GDP growth in the UK, as import-
ed inflation has penalised consumption without sufficiently boosting
export volumes.

The BOE elucidates the likelihood of a rate hike

The BOE could well increase inferest rates during its next meeting in
November, which would be the first hike since 2007. GDP growth is
slowing down, but it remains positive, while inflafion is showing few
signs of stabilising. The central bank is likely deeming that conditions
are now right to exit the crisis mode that had led to a further rate
cut following the Brexit vote. However, it is unlikely that this initial
hike will be hastily followed by further tightening. Indeed, it is likely
that economic growth will slow down further in 2018 and that Brexit-
related outcomes will lead to a demand shock causing a further
decline in consumption and finally the stabilisation of inflation. The
next rate hike could well be followed by a long period of inaction.

The BOE is wary, as are consumers

Since the June 2016 vote, consumer confidence has plummeted.
Private consumption has stagnated (+0.1%), posting its weakest
increase since 4Q14. The cautious attitude that was already mani-
fest, affecting demand for non-essential goods and new vehicle
sales for instance, has further taken hold. The uncertainty is now
impacting the car market in particular. Vehicle sales and new regis-
frations continue to drop. In April, registrations fell -19.8%, though the
latest figures for August show a yoy decline of -2.4%. Consumers are
adjusting their spending in line with the decline in their purchasing
power, whose risk of long-term deterioration they perhaps now per-
ceive more clearly. Consumer loan growth is still close to +10% yoy.
This trend is seen both in the car loan and credit card segments. The
BOE is not enthusiastic about this increase in household debt, which
is unlikely to continue at the same pace going forward. Moreover,
funding costs are unlikely to stay as low over the next few quarters,
which increases risk from the BOE's perspective. The latter is increas-
ingly concemed regarding the risk related fo consumer credit and is
recommending that banks set aside an additional 10 billion pounds
in reserves to address a potential crisis. Consumption and the ser-
vices sector had been key pillars of GDP growth. A lasting dip in
consumption would be enough o push GDP info recession.

As the actual Brexit draws nearer, a growth slump or an upswing in
interest rates could cause a solvency crisis.
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GDP is flagging, but leading indicators seem more positive

Q2 GDP figures confirm the previously detected slowdown in the UK's
economic momentum, which seems to be settling info a quarterly
pace of +0.3%. Yoy growth fell to +1.5%, which reinforces our prediction
of lower growth for FY2017. Exports contfributed positively, progressing
+1.7%. Consumption, up +0.2%, remains key to GDP growth, while pub-
lic spending advanced +0.1%. Leading indicators also support the ar-
gument of a resilient economy, with GDP growth remaining positive in
2017, albeit at a reduced rate. Indeed, the most recent published indi-
cators suggest growth in both the manufacturing and the services
sectors in H2. The Composite PMI ticked up slightly to 54.1 in Septem-
ber, while the Manufacturing PMI posted a slight decline (55.9). The
Services PMI, stable at 53.6, also seems relatively resilient. In this con-
text, the unemployment rate rather surprisingly dropped to a mere 4.3%
in July, in line with the previous quarter’s job creation figures (181,000),
which were much higher than the consensus forecast (150,000). It is
somewhat surprising to witness this kind of development in the job mar-
ket in current conditions. This bright spell is unlikely to persist in 2018, and
inflationary pressures are thus likely to emerge. As for industrial produc-
tion, it has declined, posting growth of just +0.4%, while manufacturing
production picked up slightly with annual growth of +1.9%. Growth
prospects for the British economy are thus increasingly less optimistic.
Growth in Q3 and Q4 could still come it at +0.3% or +1.3% for FY2017.

Real estate prices decrease in London

London is no longer an exception, as shown by the -0.6% yoy decrease
in prices posted in September, and is in its turn suffering from the drop
in real income (-0.4%) of the British population. It is the first time that the
capital falls to the bottom of the list in terms of real estate performance
in the country since 2005. Overall, the growth in real estate prices has
plunged to barely +2% in September according to the Natfionwide
Building Society (NBS).

UK Effective Exchange rate

UK Nationwide House Prices
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This weakness in prices was expected, and even if supply remains low
and inventories are at record lows, the short-term outlook is not promis-
ing. However, we are not observing any real contraction in domestic
demand yet, as seen in mortgage loan approval rates, which remain
steady (66,600). We can also confirm our recent comments suggesting
that the stabilisation of the pound could boost residential demand
given the sustained interest of international investors.

The bond market will not be able to ignore the return of inflation for
long

Inflation remained high in August (+2.9%) and seems on the verge of
climbing beyond 3% in spite of the stabilisation of the pound and the
relative decrease of imported inflation. Retail prices are also up +3.1%
over the same period. Affer an inifial increase of +20% in production
prices yoy in January 2017, price growth decreased to +7.6% in August.
We continue to predict that inflation will exceed the BOE's 2% target in
the next several quarters and could even reach 4% by 2020. It is surpris-
ing in the context of general prices increases that long-term interest
rates are not more affected by changes in expectations. The UK bond
market is likely to be increasingly impacted by domestic fundamentals,
which will push long-term rates toward 1.8%.

Insufficient visibility with regard to UK equities

At approximately 14x 2018 earnings, the UK market is somewhat dearer
than other European markets for a slightly higher yield (4.3%). The stabi-
lisation of the pound has effectively stopped the progression of British
equities. We continue to recommend caution with regard to the UK
equities market, which is likely to be further penalised as Brexit's poten-
tial tangible impacts on the British economy and corporate earnings
come fo light.

Trade Balance - Exports - Imports

100 20 160 ——— UK Trade in Goods Volume Indices Ex Oil Exports SA (left r 2000
~——— BOE Calculated Effective Exchange Rates UK Broad Exchange Rate 19 scale)
95 | ~BOE Calculated Effective Exchange Rates UK Sterling Value Open ’ ———UKTrade in Goods Volume Indices Ex Oil Imports SA (left - 1000
e - - i ! F18 & scale)
GBP-USD X-RATE (right scale) f (-5 130 ———UK Trade Balance Value of Trade Balance SA (right scale) -0
—— GBP-EUR X-RATE (right scalg L7 w
90 .‘% -1000
- 16 @ &
3 e -2000 £
285 15 8 °
- o c
) 3000 S
F 14 g =
2 s
80 S -4000
- 13 3
r 1.2 -5000
75
r11 -6000
70 : : : : : ‘ ‘ 1.0 40 — " -7000
0911 0612 0313 1213 0914 0615 0316 1216 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17
Graph sources: Bloomberg/BearBull Global Investments Group
Investment Strategy — October 2017 - 26 - BearBUH @}’?}5

Global Investments Group



MACROECONOMIC SCENARIO | Japan

MACROECONOMIC SCENARIO

Japan
J GDP growth accelerates in Japan
J The export boom continues and the North Korean crisis is not : // &

affecting the upward tfrend in private consumption

o Wave of positive economic indicators

o Tactical dissolution of the lower house

GDP growth accelerates in Japan

The latest revision of Q2 growth figures (+2.5% yoy) continues to sustain
expectations of a sharper economic upswing in 2017 and could lead
annual growth results o beat beginning-of-the-year forecasts. GDP
growth is thus strengthening further after having already advanced
+1.7% and +2.2% over the past two quarters. Japan is currently posting
ifs sixth consecutive quarter of GDP growth, its longest expansion phase
in 10 years. The Japanese economy has been given a boost by the
continued recovery in exports and is now benefitting from increasing
momentum in domestic demand. These results were nevertheless
somewhat disappointing given the consensus growth forecast of +2.9%.
However, these developments bolster our positive projections regard-
ing Q2 economic growth in Japan. We expect the Japanese economy
fo continue to improve and potentially post growth in excess of +2.5%
for FY2017.

Nominal GDP was revised down from +4.6% to 3% yoy and +1.4% for
the quarter, but overall the figures published indicate that economic
growth is accelerating, thanks to private spending (+1%) and exports
(+0.5%) in particular. In August, exports registered their highest growth
rafe since 2013, surging +18.1% (annualized). We expected export
growth to continue gaining momentum, which indeed it seems to have
done in Q3. Even if the yen has risen slightly against the dollar (+3.6%)
year-to-date, it has nonetheless depreciated -11.5% yoy.

The export boom continues

The Japanese economy is indeed experiencing its highest rate of ex-
port growth since November 2013. The country’s economic recovery
will benefit from a more favourable economic climate globally and
from the traditional growth factors of the Japanese economy, very
oriented foward international frade during the second half of the year.
Shipments of cars, car parts and semiconductor manufacturing equip-
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ment were the main drivers of export growth, in particular to the US
(+21.8%). With regard to imports, the pace of growth was more meas-
ured (+15.2%), though slightly above expectations. Japan's frade bal-
ance thus expanded, posting a surplus of 113.6 billion yen. The im-
provement in Japan's foreign frade is an encouraging sign in ferms of
future GDP growth. Japan's current account balance also improved,
growing from 1.5 to 2.03 trillion yen in June.

The North Korean crisis is not affecting the upward trend in private
consumption

Although indicators are not showing a clear trend, consumer spending
seems to be perking up. Nevertheless, Japanese consumers are staying
cautious overall. This lack of enthusiasm likely stems in large part from
limited growth in incomes and wages. Private consumption will thus
remain only a weak driver of GDP growth, pending sharper increases in
household incomes. The political uncertainty generated by the North
Korean crisis has not had any major impact on (growing) vehicle sales
or on supermarket retail sales, up +0.6%.

Overall, real household expenditures have jumped up +0.6% yoy, in
concert with disposable income, up +1.6% yoy. Private consumption,
which still accounts for close to 60% of Japan's GDP, is thus on the path
to recovery, although uncertainty lingers given an economic context
and climate that remain tentative in spite of the further decrease in the
unemployment rate to 2.8%. Household consumer confidence remains
high (43.3), and the unemployment rate may well be approaching full
employment levels. Accordingly, the jobs-to-applicants ratio has also
reached its highest level in 30 years at 1.52. The BOJ's outlook on infla-
fion growth has always been based on an increase in wages, boosted
in particular by corporate earnings growth and thus by the partial redis-
fribution of these earnings in the form of general wage hikes. In our
view, these circumstances are more likely fo occur in the second half
of the year.
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Wave of positive economic indicators

The third largest economy in the world is on a better footing, and lead-
ing indicators seem to be pointing further in this direction. The upturn in
exports and external demand, bolstered in part by a more favourable
global economic environment and rising investments in Asia, is now
having a discernible impact on industrial production and on the sec-
tor's outlook. In August, industrial production grew +2.1%, or 5.4% annu-
ally, after slowing down in July (-0.8%).

This impact is finally noticeable and surprisingly strong. Leading indica-
tors are now suggesting that production will continue to increase in Q3,
which will no doubt boost GDP figures for the same period. Inventories
are down, indicating a forthcoming increase in production. The ser-
vices PMI confirms this advance, progressing to 52.6, which is an en-
couraging result in the medium term given new orders have also risen
to 52.5. The optimism of companies in the industrial sector in Japan has
reached a 10-year high. Manufacturing confidence jumped 5 points in
September. The trend is similar for companies in the services sector.
These elements are moreover particularly timely from a political stand-
point, as they strengthen the perception that the plan implemented by
Prime Minister Shinzo Abe has been effective, just as he has launched
his parliamentary election campaign.

In Q2, Japan posted its sixth consecutive quarter of GDP growth, which
is its longest growth streak since 2005. The upfurn in exports that had
been expected in the wake of the yen's depreciation materialised,
due in particular to the improvement in global economic conditions.
The yen has strengthened slightly against the dollar ytd (+3.6%), but yoy
it has depreciated -11.5%. The success of Abenomics is thus percepti-
ble at the GDP level but has yet to have a real impact on inflation and
purchasing power.

Trade Balance (Billion of yen)
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Tactical dissolution of the lower house

On Thursday, 28 September, the prime minister announced the dissolu-
tion of the lower house of parliament in accordance with Article 7 of
the Constitution, thus triggering snap elections. Shinzo Abe's decision to
call for early elections on 22 October is no doubt related to the relative
improvement in the country’s economy in the last several quarters. Five
years after launching his ambitious recovery programme, it must be
noted that, while results are in part satisfactory, certain promised re-
forms are progressing slowly. In deciding to dissolve the lower house of
parliament one year before the end of his term, he is attempting to
garner further support to fast-track his plans to increase public spend-
ing. It is true that the proposed 180-degree turn could win over the
electorate, since the additional funds raised by the VAT increase from
8 to 10% would be allocated to the population and not fo reducing
public debt as initially planned.

The public debt, amounting fo 240% of GDP, will thus not be reduced,
since the additional funds will be earmarked for families, the elderly,
and education. As the VAT increase is only scheduled to take place in
2019, an extra budget increase of 2 trillion yen will be implemented.
Given this programme, it is not surprising that Shinzo Abe is impatient to
hold early elections that will likely lead to another LDP victory. The Jap-
anese leader’s popularity had already risen following his firm handling
of the Korean crisis; he is thus taking advantage of the opportunity fo
pull the rug out from under the feet of his rival, Ms Koike, who just an-
nounced the launch of the Party of Hope, thus leading to the implosion
of the Democratic Party, until then one of the main opposition forces.
Although it is not considering merging, the Democratic Party will leave
its candidates free to join Ms Koike's party. This is not a new strategy for
Mr Abe, who had already experimented with the technique in 2014
and who thus hopes to further strengthen his numbers in the lower
house. With ifs ally Komeito, the LDP currently holds 322 out of 465 seats.
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o Growth remains robust and inflation proves a positive surprise
o However, leading indicators show greater nuance
o The PBOC announces a drop in the reserve requirement ratio

o The yuan has appreciated by just under +5% YTD

Chinese growth remains robust and inflation proves a positive surprise

The Chinese economy grew +6.9% yoy in the second quarter, after
already having climbed +6.9% yoy in the first quarter. Growth therefore
came in slightly above forecasters’ expectations (set at +6.8%), which
should enable President Xi Jinping to hit his +6.50% growth target for
2017. The 19th Chinese Communist Party Congress, which starts on 18th
October, should set out the plan for Chinese economic development
over the next five years. In particular, the Congress will confirm the
second term in office for President Xi Jinping, as well as setting out the
government's priorities.

Among the latest economic data published, industrial companies’
profit growth was a positive surprise in August, coming in at +24% year
on year (compared to +16.5% in July). Profit growth has not been so
strong since 2013, and should therefore boost industrial companies’
performance in the third quarter.

However, growth in retail sales slowed a little, down from +10.4% to
+10.1% in August (year on year); this is also slightly under forecasters’
expectations (+10.5%). In terms of foreign frade, exports increased less
than expected in August (+5.5% in USD, +6.9% in CNY), whilst imports
rose more than expected (+13.3% in USD, +14.4% in CNY), thus shrinking
China'’s trade surplus from 46.74 to 41.99 billion US dollars.

As regards inflation, prices rose +1.8% year on year in August; this was
their highest rise for seven months, and above consensus forecasts
(+1.6%), as well as being an increase compared to July (+1.4%). Exclud-
ing food and energy (core inflation), the price increase stood af +2.2%
year on year. These figures still come in under the authorities’ 3% target.
Production prices have increased +6.3% year on year (compared fo
forecasts of +5.7%)- their clearest bounce back for four months. Pro-
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duction prices reflect a recovery in demand and in the price of codl,
steel and other industrial metals. These figures are encouraging, both
for the Chinese economy and for global growth.

Leading indicators show greater nuance

However, leading indicators paint a more nuanced picture of GDP
growth. On the one hand, the manufacturing PMI index published by
the government climbed to 52.4 in September from 51.7 the previous
month, and the non-manufacturing index clearly bounced back from
53.410 55.4in September, which is its highest level since May 2014.

On the other hand, the leading indicators calculated by the Caixin
Institute posted a dip in the composite index in September, down from
52.4 to 51.4. This follows on from the manufacturing PMI index falling
from 51.6 to 51, and the services index from 52.7 to 50.6. However, all
PMI indicators remained in growth territory in August.

The PBOC announces a drop in the reserve requirement ratio

On Saturday 30th September, for the first time since February 2016 the
Chinese central bank announced a decrease in the amounts banks
are required to hold in reserves. The aim is to encourage loans to small
businesses and boost the private sector. This decision is line with the
central bank’s policy, which aims to encourage loans to small business-
es and the real economy on the one hand, and reduce the burden of
debt in the financial sector and real estate on the other. We believe
that the announcement of a reduction in the reserve requirement ratio
demonstrates China’s ability to effectively walk the line between eco-
nomic stability and debt reduction.

GDP and Industrial Production
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Indeed, financing conditions have toughened up over the last few
months, in line with the authorities’ strategy. This can be seen in the
slowdown in the creation of M2 money supply (+8.9% in August year on
year, compared fo +11.30% at the start of the year) and the relative Iull
in credit growth. The Citigroup index for monetary conditions in China
reflects this development: while it was still above 100 at the end of
2016, the index dropped to 50.96 for August 2017.

In order to benefit from the lower reserve requirement ratio, banks must
meet certain criteria in terms of credit for small businesses and the agri-
cultural sector, which have until now benefited fo a lesser degree from
the rapid credit growth on a national level. However, from 2018 on-
wards, banks should be able fo enjoy a reduction of at least 50 basis
points in the reserve requirement ratio, which is currently set at 17%.

The yuan has appreciated by just under +5% since the start of the year
and is seeing investors return

After three years of the yuan depreciating against the US dollar, 2017
has marked a considerable trend change. The yuan has risen each
quarter- first of all +1.05% in the first quarter, then +1.45% in the second,
and finally +2.20% from June to September. In 2017, investors have
shown renewed confidence in the yuan as we look to the Communist
Party Congress in October, and in a geopolitical context characterised
by an escalation in tensions between the United States and North Ko-
rea. More generally, the overall weakness of the US dollar, controls on
capital outflows, and new-found confidence in the Chinese macro-
economic trend have all propped up demand for the yuan in 2017.
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On 7th September, the yuan even hit its highest peak since May 2016,
closing under the 6.5 USD threshold. It then slid a litfle over the rest of
the month, particularly after China relaxed some of the controls on
movement of capital, and, then at the end of the month, affer the US
president kicked off his fax reform, which benefited the US dollar.

Two years after the collapse on Chinese markets, foreign investors have
generally returned to the sector, particularly after the Stock Connect
channel was opened between Hong-Kong and Shenzhen, opening
access to nearly half of all capitalisations on the Chinese stock market.
Net capital inflows northbound (from Hong-Kong to Western China)
have leapt to 155.5 billion yuan over the first 9 months of 2017, which is
more than in 2015 and 2016 put together. In our latest analysis, we look
at the new investor craze for A equities due to Chinese equities soon
being added to the MSCI Emerging Markets Index. On 20th June, the
MSCI index calculator announced that Chinese A equities denominat-
ed in yuan and listed on the Shanghai and Shenzhen stock markets
would be incorporated into the MSCI Emerging Markets index as of
next year, bolstering the return of foreign investors. Despite the limited
weighting of A equities in the index (less than 1%) when they are intro-
duced in spring 2018, it represents a victory for China, having been
refused by the index calculator for the past three years. Including Chi-
nese equities on the MSCI Emerging Markets index also serves as anoth-
er step in internationalising the yuan, after it having been included in
the IMF's Special Drawing Rights in September 2016.
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Emerging Markets

Significant outperformance of emerging markefs

Slowdown in India likely temporary
Strong growth in Romania, Poland, Czech Repub

and Hungary

Bolstered by improving fundamentals, and since the end of August by
rising crude prices more particularly, emerging markets equities ad-
vanced sharply over the quarter. The emerging markets index, having
jumped +18.54% over the first half of the year, gained a further +8.01%
in Q3, for a total ytd increase of +28.08%. The index significantly outper-
formed global equities (+16.01%) and US equities (+14.24%). On the
macroeconomic front, the list of emerging countries loosening their
monetary policies is growing: Brazil, Colombia, Indonesia, and Russia alll
recently implemented further rate cuts. The Indian central bank de-
creased its repo rate in August, keeping it unchanged since then at
6%.

Economic conditions by country

Brazil - President Michel Terner managed to hold on to power in Au-
gust, as the lower house of Congress voted by a wide majority not to
refer his case fo the Supreme Court for frial. On 14 September, howev-
er, Brazil's prosecutor general laid new charges against the president,
accusing him of “having acted as the leader of the criminal organisa-
tion since May 2016". In spite of repeated political scandals, after 12
quarters in the red, annualised GDP growth in Brazil climbed back up
into positive territory in 2Q17 (+0.3%). The country's economic condi-
fions are indeed showing cautious signs of improving. Indeed, the
broad retail sales indicator rose +5.7% yoy in July, its largest increase in
two years. The industrial production indicator also posted significant
yoy growth (+2.5% vs. 1.7% forecast). As inflation reached its lowest
level in almost twenty years (annualised IBGE inflation rate: +2.46%), the
central bank chose to implement a further rate cut at its September
meeting. The Selic rate thus decreased from 9.25% to 8.25%, its lowest
level in four years. The cenfral bank has also become more optimistic in
terms of its growth forecast, which it raised from +0.5% to +0.75% for
FY2017. The bank is moreover expecting growth of +2.2% in 2018.

Emerging and Developed Markets - Perfformance

Monetary easing in Brazil, Columbia, Indonesia, and Russia

in 2017

lic,

China - The Chinese economy grew +6.9% yoy in Q2, slightly above the
+6.8% consensus forecast, having already expanded +6.9% in Q1. This
should allow President Xi Jinping to achieve his +6.50% growth objec-
five for 2017. Industrial corporate earnings growth also came in above
expectations in August with an annualised growth rate of +24% (versus
16.5% in July). The growth rate of retail sales contracted slightly, howev-
er, from +10.4% to +10.1% (annualised), and below analysts’ expecta-
fions of +10.5%. With regard to foreign trade, exports progressed less
than anticipated in August (+5.5% in USD, +6.9% in CNY), while imports
beat expectations (+13.3% in USD, +14.4% in CNY), thus reducing the
Middle Kingdom's trade surplus from 46.74 to 41.99 billion dollars. Turn-
ing fo inflation, prices increased +1.8% yoy in August, the fastest rise in
seven months, exceeding the consensus forecast (1.6%) and topping
July figures (+1.4%).

However, these numbers remain below the official target of +3%. Lead-
ing indicators paint a more nuanced picture. On one hand, the manu-
facturing PMI index published by the government climbed to 52.4 in
September, up from the previous month's 51.7, and the non-
manufacturing index jumped from 53.4 to 55.4 in September, its highest
level since May 2014. On the other hand, leading indicators published
by the Caixin Institute showed the composite index falling from 52.4 to
51.4 in September following a drop in the manufacturing PMI index
from 51.6 o 51 and in the services index from 52.7 to 50.6. For the first
time since February 2016, the Chinese central bank announced on
Saturday, 30 September, that it would lower the amount of reserves
that banks are required to hold to encourage loans to small businesses
and to boost the private sector. In our view, this announcement
demonstrates China's capacity to narrowly manage the compromise
between economic stability and deleveraging.

GDP Growth spread

160 - -0 10 4
——— GDP Growth spread (Emerging - Developed)
r -10
140 - 8 7
L 20 2
s 6
120 b
o
8 P30 8
c g ®
o £ )
E100 - 40 5 B4
2 £ >
o a
e r-50 ¢
80 - 2 2
s
o
r-60 g
60 = MSCl World USD (DEVELOPED) o -
—— MSCI Emerging Markets L 70
Relative between MSCI EM and MSCI Developed
20 . . . . . . 80 2 T T T T T T T T T T T
12.10 12.11 12.12 12.13 12.14 12.15 12.16 12.99 06.01 12.02 06.04 12.05 06.07 12.08 06.10 12.11 06.13 12.14 06.16
Graph sources: Bloomberg/BearBull Global Investments Group
Investment Strategy — October 2017 - 31- BC&I‘BUH@}’?}

Global Investments Group



MACROECONOMIC SCENARIO | Emerging Markets

GDP (YoY) - Russia

: J
W

Russia GDP 2008 Constant Prices YoY

-12

1999 2001 2003 2005 2007 2009 2011 2013 2015
Colombia — GDP grew +1.3% yoy in Q2 (+0.7% over the quarter), after
rising +1.1% yoy in Q1 (-0.2% quarterly). Although slightly exceeding
analysts’ expectations (+1.2%), Q2 growth remains sluggish and well
below levels seen in 2015 (+3.4% over the year). In spite of a slight up-
tick in economic activity as reported by the Colombian statistics de-
partment, GDP growth in 2017 is likely to be inferior to the government’s
current forecast of +2%. The central bank, for one, is anticipating a
growth rate of +1.8% in 2017. Inflation, which was sfill at 9% in July 2016,
fell back to 3.4% following several rate hikes by the central bank (which
raised the overnight rate to 7.75% in September 2016). However, since
then the consumer price index ticked up slightly to +3.97% yoy in Sep-
tember. The central bank eventually reduced policy rates to 5.25% but
decided to keep them unchanged at its last meeting, in September.
The bank is considering further rate cuts to bolster economic activity

once inflation returns to a level closer to 3%.

India - India’s GDP growth was disappointing last quarter, coming in at
+5.7%, below expectations of +6.5%. In our previous analyses, we ex-
pressed concern regarding the impact of demonetisation on growth
and remained cautious regarding future growth, while maintaining that
such impact would likely be relatively short-lived. Indeed, the slow-
down can also be attributed to disturbances related to preparations in
view of the infroduction of the goods & services tax (GST) on 1 July
2017, as noted recently by the president of the World Bank, Jim Yong
Kim, who was emphasising the temporary nature of the slowdown.
Indeed, short-term adjustments notwithstanding, there is a broad con-
sensus among economists regarding the long-term benefits of the fiscal
programme for the Indian economy.

Ruble VS USD

0.045
0.040 —RUB-USD X-RATE
0.035

0.030

0.025

RUB - USD

0.020

0.015

0.010

2007 2009 2010 2012 2013 2015 2016

GDP (YoY) - Brazil

4 v U

Brazil GDP YoY 1995=100

1999 2002 2004 2006 2009 2011 2013 2016
This view is shared by the Indian central bank, which kepf its rates un-
changed at its October meeting, after lowering the repo rate down to
6% in August. Nevertheless, the Indian rupee, which had gained +6.5%
against the dollar over the first eight months of the year, was impacted
by the slowdown, losing -2.11% in September. The possibility of a fiscal
stimulus fo boost growth stoked fears as fo the robustness of India’s
public finances leading to a significant sell-off by foreign investors. The
rupee thus retumed to its March levels, above $65. With respect to
leading indicators, we are pleased to note that the manufacturing PMI
index strengthened from 47.9 in July to 51.2 in August, though it stayed
put in September. The services PMI also trended upward in September
(from 47.5 to 50.7). As for exports, they progressed +10.3% (annualised)
in August, but the larger increase in imports (+21%) weighed on the
country’s tfrade balance (-14.32 billion dollars). While the growth rate of
industrial production fell to 0% (annualised) in June, the latest available

figures for July showed a +1.2% upturn yoy.

Indonesia - The Indonesian economy expanded +5.01% yoy in Q1 and
another +5.01% in Q2. Inflation returned to more acceptable levels,
coming in at +3% yoy in September (core inflation), allowing the cen-
tral bank to further reduce interest rates. After a first cut in 2017 from
4.75% to 4.50% in August, the bank lowered rates a further 25 bps in
September (4.25%). Furthermore, it is expecting a slight improvement in
GDP growth in Q3 - between +5.1% and +5.2% — driven by consump-
tion. Indeed, the consumer confidence indicator published by the
central bank reached 123.8, increasing sharply from its December level
of 107.5.
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Mexico - It remains difficult fo assess the impact of the two consec-
utive earthquakes in September. Nevertheless, their impact on the
economy could ultimately be less significant than expected if the
reconstruction effort is substantial enough. GDP grew +1.8% in Q2, in
line with consensus, which anticipated a negative calendar effect
in April. Economic growth was stimulated by the domestic sector, as
private consumption progressed +3.4% (+3% in Q1), although public
consumption stagnated (+0.1%). Export growth was disappointing,
clocking in at +4.6% versus +9.1% in Q1. Similarly, July retail sales
came in below expectations (+0.4% annually vs. +1% expected),
and industrial production was down -1.6% yoy. However, leading
indicators seem fo be pointing toward an improvement in the out-
look for the country: manufacturing PMI climbed from 52.2 in August
fo 52.8 in September, its highest level in 16 months.

Taiwan - After expanding +2.66% yoy in Q1, GDP grew a further
+2.13% in Q2. Furthermore, the government revised its 2017 forecast
upward from +2.05% to +2.11% in view of the increase in export
orders this year. The production of new smartphone models, and in
particular of the iPhone 8, will likely also benefit the country, which
produces a number of components for the American tech giant.

Russia — Russia’s GDP rose +2.5% annually in Q2, its fastest growth
rate since 4Q13. Inflafion appears to be under control, decreasing
to 3% (annudlised) in September, its lowest level since the end of
the Communist era, even though it sfill stood at 6.4% a year ago.
These were thus ideal conditions for the central bank to further re-
duce interest rates at its September meeting. The bank, having cut
rates by 25 bps in March, 50 bps in April, and 25 bps in June, low-
ered rates again by 50 bps to 8.5%. In spite of these repeated rate
cuts, the rouble is among investors’ favourite currencies in 2017,
gaining +7.02% against the dollar since the beginning of the year.
Retail sales also grew more than anticipated in August, up +1.9%
yoy versus expectations of +1.1% — their best performance since
December 2014 - likely boosted by the growth in real wages, which
have risen over +3% (annualised) every month since March 2017.
Leading PMI indicators are also pointing foward an improvement in
the country’s economic outlook. The services PMI index reached
55.2 in September, up from 54.2 in August and 52.6 in July. The man-
ufacturing PMI index inched up to 51.9, a slight increase over the
previous month.

Turkey - The country’s GDP expanded +5.1% annually in Q2, follow-
ing growth of +5.0% in Q1. The economy is benefitting from the re-
fumn of foreign tourists since the beginning of the year - numbers are
up yoy since April, reaching a growth rate of +46.4% annually in
August — as well as from an upturn in exports, which rose +12.3% yoy.

Romania, Poland, Hungary, and Czech Republic - Romania is once
again a star performer in Europe in view of its particularly vigorous
economic growth. GDP rose +6.1% annually in Q2, confirming the
country’s positive momentum. Retail sales grew +12.6% yoy, as did
industrial sales (+13.5% yoy). On the polifical front, however, the
country is already on its third government in less than a year and
facing keen expectations with regard fo its promises to cut taxes
and increase wages and investment, measures whose implementa-
fion remains constrained by the EU's 3% deficit limit.

As for the Polish economy, it expanded +3.9% annually in Q2, similar-
ly to Q1 (+4% yoy). In Hungary, the manufacturing PMI beat expec-
tations by climbing to 59.3 in September vs. a forecast of 57.5.
Czech GDP grew +4.7% in Q2, its fastest yoy growth rate since 4Q15.
Given this strong growth, unions will likely ask for more significant
wage hikes in 2018, which could further boost domestic consump-
fion, already robust in Q2.
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The US dollar will benefit from significant improvement in the economic
outlook and the yield spread

Taking a small step back is required to fully appreciate the current
situation and the medium-term outlook for the US currency. Ambiguous
leading indicators sowed confusion at the beginning of the year, punc-
tuating the dollar’s gradual correction, even though the greenback
had been strategists’ favourite currency. This decline occurred just as
we noted that the dollar could weaken following its appreciation of
close to 30% in four years and its acceleratfing rise in 4Q16. As we ex-
pected, the dollar experienced a short-term dip over the past several
months, and we now believe the dollar will strengthen in 2018.

The appreciation of the dollar should correlate with the expected im-
provement in the performance of the US economy, which seems fo be
materialising with increasing strength in the past months. The macroe-
conomic context is indeed clearly more robust, suggesting a new
phase of growth at year-end. It certainly provides grounds for new
pressures on long rates, which will likely be magnified by the an-
nouncement of the start of normalisation of the Federal Reserve’s bal-
ance sheet. The Fed's intention is clear; even the latest inflation figures
confirm its forecasts. The ISM Prices Paid index has reached its highest
level since 2011, while average hourly wages have posted their sharp-
est increase since 2009. The latest unemployment figure (4.2%), the
lowest since 2001, strengthens the outlook for household spending.
Signs of inflation are the most evident they have been in several years.

In this context, we can find no grounds to justify the weakness of the US
dollar over the past nine months. The roughly -10% depreciation of the
frade weighted USD index against a basket of currencies should cor-
rect relatively quickly, unless prospects of a deterioration of public fi-
nances linked to tax reform pull the US dollar down. The promised fiscal
reform could lead to long-term growth above +3% per annum, as sug-
gested by the White House economic adviser, in which case it would
likely provide additional support to the dollar in the long run.

Graph sources: Bloomberg/BearBull Global Investments Group

Speculative positions point to a rise of the dollar

Indeed, it appears increasingly clear that US economic fundamentals
are stronger than those of most industrialised countries. However, since
the beginning of the year, net long dollar index speculative positions
reported to the CFTC are declining steadily and broadly in line with the
weakening of the dollar, reaching a negative level (-3200 confracts). In
spite of a robust macroeconomic environment, speculators seem to be
totally uninterested in the US currency. However, this indicator warrants
a closer look because, over the past ten years, every significant in-
crease in the dollar was preceded by a similar ratio. The last time that
the current level was reached, in March 2014, the dollar rose +25% in
twelve months.

We believe it is likely that the dollar will now start rising once again
against most major and emerging currencies.

The rise in the Euro mainly reflects the improvement in Eurozone
fundamentals

Should it continue, the rise in the Euro could prevent inflation from mov-
ing towards the ECB's target as hoped and foil Mario Draghi’s plans. In
the medium term, however, we believe that the Euro could recover
some stability. The Euro was expected to rise against the Swiss franc,
reaching an exchange rate of 1.15in 2017. The bulk of this has taken
place over the last two quarters. As regards the Euro/US dollar ex-
change rate, the Euro started appreciating in the first few days of 2017,
giving rise to the theory that its strength was only a side effect of the US
dollar's weakness. However, one should not forget that the Euro appre-
ciated against a broad array of currencies, underlining the improve-
ment in the economic and political situation in the Eurozone as the key
factor driving the frend change.

We therefore believe that the rise in the Euro has undoubtedly hit a
ceiling in the short-ferm. The undeniable improvement in economic
fundamentals and the prospect of an about-turn in monetary policy
will bolster investors’ interest in the single currency further down the
road.
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Our 15 January 2015 post-shock forecast predicting an exchange rate
of 1.20 against the euro is materialising

With an increase from 1.07 to 1.15, the European currency has risen
close to +7% over the past eight months and has reached our medium-
term growth target. In this context, it is interesting to note that this ad-
vance erases almost 75% of the drop in the euro since 2015 (-19%) fol-
lowing the SNB's scrapping of the exchange rate cap. With regard to
the dollar, note as well that at 0.97 francs to the dollar, the US currency
is currently trading at the same levels as in October 2014, only a few
months before the SNB's action. A little over 30 months after the SNB's
change of strategy, the Swiss franc has ultimately appreciated only
+4.2% against the euro and +5% against the dollar.

The rate spread is now much more favourable following the dollar-
denominated rate increase, although it remains relatfively unchanged
against the euro at approximately 50 basis points. However, we believe
it is now more likely to see rates normalise more quickly in the Eurozone
than in Switzerland and thus benefit the European currency. Overall,
our exchange rate forecasts are still current, although economic mo-
mentum in the US is af present not yet strong enough to push the dollar
higher. In Europe, however, a change in perceptions regarding the
situation in the Eurozone is clearly favouring a return of investors to the
single currency.

Our exchange rate forecasts suggest further weakening of the euro to
1.20 against the franc and an uptick of the dollar to 1.05. These predic-
fions also provide us the opportunity to note that we had presented
and explained the arguments supporting our forecast at the time of
the SNB's infroduction of its negative interest rate policy.
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In a particularly gloomy context in January 2015, we expressed confi-
dence both in the strategy implemented by our natfional bank and in
the economic and political recovery of the Eurozone, which would
certainly provide the requisite conditions for the euro fo strengthen. We
remain convinced that the euro will return to a level of 1.20 against the
franc, which is most certainly overvalued at its current level.

Status quo for the BOJ and a stable yen

The Bank of Japan maintained its economic outlook and kept mone-
tary policy steady during ifs last meeting on 21 September 2017, as it
continues to anticipate that economic improvements will lead to a rise
in inflation toward its 2% target. There was some dissent, as one of the
new board members stated that current policies were not sufficient to
push inflation up. The short-term interest rate objective remains un-
changed at -0.1%, as does the goal of steering 10-year rates toward
0%. The Japanese currency did not react significantly to this announce-
ment or to the improvement in economic growth expectations of the
past few weeks. We still believe that the improvement in fundamentals
will not have any immediate impact on the yen, which will likely remain
on the sidelines due to an entirely unfavourable interest rate environ-
ment.

Government policy thus continues to seek to weaken the yen, as inter-
est rate spreads and the prospect of further rate hikes in the US will
likely weigh further on the Japanese currency in 2017. A weaker ex-
change rate was one of the key elements of the government’s policy
to boost inflation and exports. This policy remains current, and we con-
finue to predict that the yen will retun to a fluctuation range of 115 to
120 yen to the dollar over the next several months.

Dollar Trade-weighted index & cross rates (Normalized at 100)
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Likely stabilisation of the pound

After the pound dropped following the surprise vote for Brexit, we
noted in 4Q16 that the British currency had likely already reached a
valuation level enabling a more lasting consolidation pending great-
er visibility with regard o the country’s economic outlook. Since then,
the volatility of the British currency has decreased, and its exchange
rate has in fact ticked up against the franc (1.20 to 1.30) and the
dollar (1.20 to 1.35) in particular. The pound has stabilised above 1.10
against the euro in a context favouring the single currency. We be-
lieve the British currency is unlikely to be able to benefit from new
circumstances that would allow it to appreciate significantly against
the other major currencies. We thus believe that the pound will con-
tinue fo stabilise over the next several months.

Positive scenario for currencies linked to commodities

In Australia and Canada, and more generally in commodities-
producing countries, the rebound in industrial and precious metals
prices and in the price of crude has reversed downward trends. The
improvement in the general environment caused by the rally in com-
modities and more robust global economic prospects will have a
positive effect on the valuation of these currencies.

CURRENCIES

30.09.2017
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International bonds

o The US market becomes attractive once again .
International Bonds allocation m United States
° The ECB will no longer hamper the rise of long-term rates E
. Fewer opportunities in peripheral markets | Wi L et
B Europe
o Systematic hedging no longer makes sense in 2017 B Japan
W Emerging
BONDS Expected ALLOCATION (CHF Portfolio)  High yield
(Areas/currency) Return underweight  neutral overweight ¥ Others
3months lyear --- -- - = +
Switzerland M | NN Tactical Allocation
United States N N
Eurozone N Ny - Reduce exposure to Eurozone
UK N N - Reduce duration again
Europe N NN - Diversify exposure to CAD, AUD and
Japan N N commodity-related currencies
Emerging > > - Diversify exposure fo Emerging and High
Other (AUD, CAD, NOK..) | = > Yield Bonds

Inflation will soon surpass the Fed’s target

Pressures on wages are barely having an impact despite a constantly
improving labour market. Contrary fo theory, inflationary pressures are
still weak, although the unemployment rate is steadily faling and mov-
ing towards 4% and therefore full employment. These observations are
of concern for investors and the central bank. However, the Fed re-
mains relatively calm and convinced that there is still a link between
employment and inflation, even though the Phillips curve seems much
flatter for the time being than before.

In August, inflation came in slightly under the +2% target (+1.9%), while
import prices gained +2.1% year on year, which is significantly less than
in February, when the indicator had been considerably affected by
crude oil prices. It is likely that the fall of the US dollar in the first half of
the year has had some positive consequences for imported inflation.
Equally, future inflation at between 1 and 10 years remains close to
2.7%. Inflation should soon head back above +2%.

The US bond market is once again attractive even though long-term
interest rates have resumed trending upward

After an expected short-term consolidation of long rates in the relative-
ly soft context of the 1st quarter, our forecasts for the 2nd quarter indi-
cated a resumption of the upward frend, bolstered by an influx of
more robust economic data. Specifically, we underscored the fact
that the 10-year Treasury rates' correction from 2.6% to 2.1% did not
seem at all compatible with our forecasts of a +3.1% upturn in econom-
ic activity and normalisation of monetary policy. We believed we
would very likely see a further boost to long rates in the second half of
the year. This is now in part the case, with long rates increasing to 2.6%
at the end of the quarter. We are not altering our forecasts, and ex-
pect the frend to continue, potentially bringing interest rates up above
2.8% by the end of the year. US economic activity is increasing signifi-
cantly, which should make it possible to reach the Fed's growth objec-
five (+2.4% for 2017). The US consumer should be reassured by the flow
of positive economic news in H2. In his context, we believe GDP growth
of +2.6% is likely.

The macroeconomic confext certainly provides grounds for further
pressure on long rates, which should be magnified by the announce-

Graph sources: Bloomberg/BearBull Global Investments Group

ment of the start of normalisation of the Federal Reserve's balance
sheet. Indeed, the monthly caps initially set at US $6 billion for Treasury
Bonds and US $4 billion for MBS are symbolic sums given the current size
of the balance sheet (4.5 trilion). However, these caps will be gradually
increased within a year, up to definitive limits of US $30 billion (Treasury
Bonds) and US $20 billion (MBS). In parallel, the key rate target (Fed
Funds) remains unmodified at 1-1.25%; this situation will undoubtedly
change in December. The bank is thus declaring the start of the sec-
ond phase of its monetary policy normalisation.

US long-term rates will thus likely exceed levels seen in March and ap-
proach 2.8%-3% at year-end. This environment is furthermore amongst
the most favourable with regard to international bonds as an asset
class. High yields and a positive outlook in terms of exchange rate
gains are sufficient to anticipate a positive overall return. We recom-
mend overweighting US bonds at the expense of European bonds.

BOND INDICES (local currency)

30.09.2017

Total Return Performance
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Inflation will not head back above 2% before 2018

After the expected rise in inflation in the 1st quarter to its highest levels
since 2012, price indices have shown some signs of running out of
steam, as expected. As forecast, the increase in crude oil prices tailed
off, and the Euro’s appreciation is holding back imported inflation.
Equally, it is foo soon to see a solid upswing in inflation linked to the
labour market, the latter still being too far from its point of friction for
rising wage to contribute to a price increase. The ECB's target of 2%
inflation will certainly be difficult to achieve, even if the central bank
continues with expansionary monetary policy in 2018, and particularly if
the Euro remains stronger in the long ferm. Development of salary costs
is slow, and the Eurozone unemployment rate is falling only very gradu-
ally. At current rates, although the drop seen between 2013 (12%) and
today (9%) is continuing, it will fake until 2020 to reach the 7.5% of the
previous cycle seen before the financial crisis of 2008. Naturally, Euro-
zone inflation therefore slid from 1.9% to 1.3% in the 2nd quarter; it
should get back on the right track in the second half of the year,
though it will not quickly hit the ECB’s target. With no inflation accelera-
tion, and with prospects of price rises, long rates can still be influenced
by ECB action a while longer.

It is time to reduce European bond risk

The evolution of long rates is now increasingly contained within a nar-
row valuation band of less than 50 basis points below zero for the Euro
Bund Future issued by the German government with an average ma-
turity of almost 10 years. Long rates have risen slightly over the year as a
whole and are trading af their highest levels, though still slightly below
zero. We believe that it is not essential for inflation fo head back above
+2% in order for it to bolster a rise in long-term interest rates in euros. The
yield of 10-year German government bonds is thus likely to increase.

European Bonds (10 year yield)
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We recommend reducing exposure to the euro-denominated bond
market in a context of increased risk of capital losses and zero yields.

The bond market will not be able to ignore the return of inflation for
long

Inflation remained high in August (+2.9%) and seems on the verge of
climbing beyond 3% in spite of the stabilisation of the pound and the
relative decrease of imported inflation. Retail prices are also up +3.1%
over the same period. After an initial increase of +20% in production
prices yoy in January 2017, price growth decreased to +7.6% in August.
We continue to predict that inflafion will exceed the BOE's 2% target in
the next several quarters and could even reach 4% by 2020. It is surpris-
ing in the context of general price increases that long-term interest
rates are not more affected by changes in expectations. The UK bond
market is likely to be increasingly impacted by domestic fundamentals,
which will push long-term rates toward 1.8%. We recommend avoiding
positions denominated in pounds.

Avoid bonds even though inflation remains low

The incipient signs of an upfick in price indices have strengthened
somewhat, with the national CPI index progressing +0.7% annually in
August. However, inflation is still nowhere close to the BOJ's target. The
best hope of a lasting increase in prices continues to be a further
weakening of the yen. The change of circumstances with regard to
inflation is still too recent and too imperceptible a phenomenon to
have a significant impact on interest rates. At this time, the Japanese
bond market is not a worthwhile prospect for foreign investors.
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Peripheral markets: higher yields and potential exchange rate gains
provide protection against capital loss risks

Yields in Canadian or Australian dollars, which exceed 2%, also pro-
vide an alternative within developed markets to low yields in euros.
The risk of an upswing in long-term interest rates is also present in
these market segments as well as in the emerging debt segment,
but coupon levels and the positive outlook on exchange rates
should limit, at least in part, the risk of negative performances.

Emerging market debt and the high yield segment were offering
investment opportunities due fo higher yield levels. However, their
recent performance suggests an increased level of risk and a de-
crease in the attractiveness of these assets. The yield spread be-
tween these investments and US government debt is now similar to
that prevailing just before the 2007 crash. At current levels, we rec-
ommend reducing exposure fo these investments.

Systematic exchange rate hedging no longer makes sense for inter-
national bonds in 2017

In the specific case of systematic exchange rate risk management
for international bonds, the effects of hedging on net yield pro-
spects in the specific current context for bond markets might be the
polar opposite of historical results and investor expectations. Alt-
hough such an approach may have been of interest during the
phase of falling rates over the past few years, particularly thanks to
capital gains, the cycle of rising long rates and monetary policy
normalisation will now create a new environment which is totally
different to before. We believe that this broadly calls into question
the wisdom of systematic currency risk hedging for this asset class.
For example, today, in order fo hedge the exchange rate risk on a
12-month investment in US dollars (with 1.7% vyield), the investor
should sell US dollars forward such that they are no longer exposed
to any fluctuation in the USD/CHF exchange rate. By hedging that
risk, they will keep their US dollar bonds, which will indeed bring in
1.7% in yield, but the 220-point cost of hedging will reduce their
yield by that amount. This brings it close to what they would have
obtained by immediately selling the position and investing in Swiss
francs with -0.5% yield. This example shows that hedging bonds in
other currencies totfally changes the yield and risk profile of the
investment. After the hedging operation, the investor finds them-
selves with an investment with a profile that is almost identical to the
equivalent position in Swiss francs (excluding transaction and man-
agement fees).

The main take-away is that investors cannot therefore simply hope
to benefit from the foreign currency position's higher interest rate,
as the yield differential applied to the currency’s forward rate in
order to set its fluctuation risk directly eats away at the yield of these
currencies as expressed in Swiss francs. However, the current con-
text offers very little prospect of capital gains for a great majority of
international bond markets, with risks of capital losses more likely.
Rather, the coming years will be defined to a greater extent by
widespread normalisation of monetary policy and interest rates in
the long-term. Investment strategies for international bond markets
should therefore focus on shorter duration investments to limit to as
great a degree as possible potential capital losses caused by inter-
est rate rises. Yield differentials on the short and medium part of rate
curves will certainly fend to draw closer to each other.

In such a context, systematic hedging is fantamount to taking on
international borrower risk for the sake of a risk profile which is very
similar fo a position from a Swiss borrower in Swiss francs. It is there-
fore very likely that the performance of systematically hedged infer-
national bonds will be very similar to that of bonds in Swiss francs.

Graph sources: Bloomberg/BearBull Global Investments Group
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Swiss rates remain correlated to international markets

The Swiss bond market follows the movements in international markets,
which remain correlated in spite of distinct macroeconomic environ-
ments. Long-term Swiss government rates have also bounced back
from their extremes (-0.5%) of 2016 following the movement in US and
European rates. The strengthening global economic outlook that bol-
stered the recent upswing in long-term interest rates has thus also af-
fected the Swiss bond market. We believe that long-term rates could
climb back into positive territory before the end of the year. Negative
rates will persist, however, for the shorter maturities in the government
yield curve.

Impending rise of long-term interest rates and inflation in our country

Over the past several weeks, core inflation as well as other broader
measures of inflation have pointed toward a return of price increases in
our country. The risks of deflation mentioned these past years as one of
the most significant threats to our economy have dissipated as inflation
climbed back up from its November 2015 lows (-1.4%) to +0.6% in Feb-
ruary 2017. The latest figure published for August confirms the resilience
of the CPIl index above +0.5%. In addition, continued weakness of the
franc will certainly have significant consequences with regard to im-
ported inflation. Inflation will thus likely continue to rise in Switzerland
over the next few months. In this confext, the normalisation of long-
ferm interest rates in Switzerland remains dependent on the progress of
normalisation on the international front and on developments in the

Switzerland Sovereign Yield Curve
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euro/franc exchange rate. While the normalisation of long-term rates
began last summer, as we had expected, its future course also de-
pends on the flow of economic data. The disappointing performance
of the US economy in Q1 and the uncertainties that arose in August
caused a slight correction in short-term rates, which in our view consti-
fute one of the last opportunities to reduce bond market risk, in particu-
lar in our country.

The euro will be the factor triggering a drop in bond prices

The yield spread between Swiss and German government bond rates
has remained unchanged at 0.5% for almost 18 months. The improve-
ment in the economy and the normalisation of European monetary
policy expected in 2018 will amplify the already significant rise of the
euro. We expect a slower upturn for Swiss long-term rates and an in-
crease of the spread mentioned above that will further penalise the
franc. The appreciation of the euro to levels close to 1.20 will likely fea-
ture among the triggers of a change in outlook and a more significant
drop in bond prices.

Overweight quality and shorter maturities

The emergence of negative real interest rates is an exfraordinary phe-
nomenon and likely temporary. It will correct only once long-term rates
exceed the inflation rate. It also points to a correction in the valuation
of bond markets. In this context, overweight quality and shorter maturi-
fies.
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Switzerland Government Bond yield (10 year)

Switzerland Government Bond yield (10 year) since 1924
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Listed real estate rises in the 3rd quarter

International real estate (Epra Nareit Global Index TR in USD) has seen
its growth slow, but still moved up +1.6% overall in the 3rd quarter, and
+10.8% since the start of the year. Over nine months, Europe as a whole
has made a significant contribution to global growth thanks to a
+19.5% rise, or +6.8% in Euro. However, the Eurozone (Epra Nareit Eu-
rope ex-UK TRl in USD) was particularly strong, increasing +21.6%, push-
ing the index to high levels.

In local currency, the Eurozone posted an excellent result (+8.1%),
which was rather different from Europe as a whole (+7.5%) due to the
stagnation on British indices. Asian indices for developed markets hard-
ly moved up (+1.2%), but the increase was even smaller for the US in-
dex which only posted a slight +0.7% rise.

This quarter, the exchange rate is still affecting results due to the depre-
ciation of the US dollar. The performance of European indices in US
dollars are therefore particularly exceptional.

Key rate normalisation in the United States and higher yields in US dol-
lars have made diversifying info US real estate assets a less attractive
prospect.

In the Eurozone, the fall in political uncertainty is benefiting Italy, which
has posted strong growth of +15.6%, coming in much higher than listed

EPRA Nareit - USA, Europe, Global (USD)

Tactical Allocation

- Overweight Europe and Asia

- Cash 0%

real estate in Germany (+4.3%), for example. The stability observed in
the United Kingdom may seem surprising; real estate assets have not
seen decommitment, and posted a neutral quarter.

Interest rate rise has no effect

The last quarter has seen interest rates bounce back considerably in
most countries. For a few months now, regional and global growth
forecasts have been revised one after the other to increase forecasts
for this year and next. In the United States, long rates are once again
close to their 1st quarter peak, and in the Eurozone, government bonds
will all soon finally offer positive yield across the yield curve.

We were expecting this long-term rate recovery on most bond markets,
also predicting that it was likely the global economy would improve in
the second half of the year. However, we believe that this recovery is
still insufficient and not yet mature to compete with real estate invest-
ments.

The yield spreads (or risk premia) between long term interest rates and

listed real estate investment yield have shrunk slightly, but they still re-
main attractive in past comparison, particularly in the Eurozone.
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The modest rise in nominal long rates comes in a slightly more inflation-
ary domestic context. It should not have a lasting effect on real estate
fundamentals at the current point in the economic cycle.

Consequently, prospects for international real estate investments re-
main favourable. The need to diversify portfolios and find an alterna-
tive to nil yield, particularly in the Eurozone, should still prop up demand
for liquid real estate investments for some time to come.

Increasing numbers of investors will be moved by this in 2018, and will
contribute fo rotating assefs away from bonds and towards real estate
investments to a considerable degree.

Historically low real terms interest rates are still propping up real estate

The expected recovery on price indices should gain in strength in 2018,
further affecting long ferm interest rates. Despite recent leaps, the rela-
five stability of long rates over the last few months has gone hand in
hand with comparable stability on price indices.

In the Eurozone, real rates are digging down info negative ground,
falling from -0.8% to -1.2% over the quarter. Real terms interest rates in
US dollars have therefore fallen, from 0.6% to less than 0.2%. Despite
monetary policy normalisation currently taking place in the United
States, and to come at a later date in the Eurozone, we believe that
inflation will rise faster than long rates.

Over the next few quarters we should still see real terms interest rates
drop off further, favouring real estate markets, particularly in the United
States, Europe, and Japan. Regular increases in inflation will only bol-
ster this trend, which we believe will benefit the sector.
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Real estate market performances should therefore be higher when real
term interest rates are low, and when growth prospects are equal to or
greater than their historical average. The improvement fo the global
economic frend will go hand in hand with greater rent growth fore-
casts, working in favour of valuations of real estate assets.

Listed real estate will benefit from the increasing pace of global growth

The latest OECD forecasts highlighted the fact that world growth could
be at its highest since 2011 thanks to a very considerable resurgence in
economic actors' confidence. These forecasts were then bolstered by
increasingly confident statements on the part of central banks regard-
ing economic conditions and growth prospects. According to OECD
experts, global growth should even head north of 3.5% in 2017, and
3.6% in 2018. These upward forecast revisions will also have a positive
effect on long-term investments in real estate, due to real estate bene-
fiting from improved economic factors and a likely rise in demand for
commercial and residential premises. We still believe that this rise in
global demand will have a relatively stark effect on both occupancy
rates and renfs, in a context of weaker supply. As such, the macro-
economic environment should prop up real estate investment, due to
a combination of several key factors.

At current short- and long-term interest rates, we do not believe that
key rate normalisation and lower levels of liquidity injections will have a
negative impact on real estate markets in 2017 and 2018. Real estate
yields remain attractive and should sfill enable prices to rise.
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US real estate cycle is losing momentum

The American real estate cycle is losing momentum, but remains posi-
five affer six years of price rises. Developments in real estate prices still
show appreciation, of +0.4% in July (S&P CorelLogic Case-Shiller Index),
bringing the price increase to +5.8% year on year. Real estate assets
seem to be appreciating rather steadily, with no sign of the pace pick-
ing up. Supply still seems to be slightly lower than demand, and this
situation should not change over the coming quarters. The rise in fi-
nancing costs could place some restrictions on demand and slow
down the price rise. Growth in employment rates and prospects of
salary increases will be positive, but for the time being we are seeing a
slight dip in new mortgage applications.

The construction sector is in rather good shape, with the +0.5% increase
in spending in August demonstrating steady growth, though operator
sentiment did nonetheless wane in September. Sales in new houses
should bounce back after the hurricane season, but overall housing
starts have levelled off since 2015, at a rate of 1,180,000 per month. In
the commercial sector, rent rises are in step with the slowdown in the
United States. The supply to come onto the market should prevent a
sharp rent rise. Growth rates will therefore be significantly lower than in
other regions, especially the Eurozone. The below-par performance of
listed US real estate reflects a loss of momentum on the real estate
cycle. Despite good economic prospects, listed US real estate is cer-
tainly ahead of the revaluation cycle.

Despite potential for appreciation, the US market should under-perform
compared to other developed and emerging markets over the next
few quarters.

The Eurozone is enjoying better conditions

In our previous forecasts, we predicted an easing of political tensions
and risks in Europe, working in real estate markets’ favour, despite un-
certainty linked to Brexit. Today, we can see that uncertainty has fallen
in the Eurozone, despite looming confrontation with the United King-
dom, which does not seem to be affecting the political or economic
trend in Europe. Enthusiasm for reform, spearheaded by the new
French president and the German chancellor, will certainly be held
back by the issue of German government coming out of the latest
elections, but generally speaking, the Eurozone is in good economic
shape, which should prove positive for investment and real estate.
Leading indicators are suggesting a boost for economic activity at the
end of 2017 and in 2018. These developments could enable rent to
continue to rise in Europe. The change in the interest rate frend will
certainly increase financing costs, but the real cost (after inflation) and
the want of any alternative will mean that European real estate mar-
kets will still be able to draw in new investors.

In terms of regional allocation, the Eurozone should still enjoy greater
potential for rent revaluation and more sustained price growth. Com-
mercial rents have already benefited from the improved economic
conditions, and are posting +2.3% year on year growth.

The greatest rises were posted in the Netherlands and Sweden. Berlin,

Barcelona, Madrid and Milan are all still enjoying robust demand. Va-
cancy rates have fallen in Germany.

Graph sources: Bloomberg/BearBull Global Investments Group

Asia is benefiting from more dynamic growth

GDP growth in Asia is robust, but significant interest rate hikes remain
unlikely. Despite being higher compared to others internationally, infla-
fion remains very much lower than the historical average. There are sfill
prospects of an increase in rent, but this is partially limited by growing
supply. Prospects of an increase in prices now seem a little contained.

The rent rise in Asia in the office sector moved up +2% year on year,
bolstered by positive developments on the Australian and Indian mar-
kets. Rents in China seemed fo have dropped off a litfle due to new
capacity coming onfo the market. However, absorption rates are
good, and demand remains robust, particularly on the part of domes-
tic companies.

In Singapore, demand for resettlement has remained relatively strong,
though with no noticeable impact on rent. In Hong-Kong and Tokyo
demand has weakened slightly. In India, the government’s demoneti-
satfion policy has had no major effect on the commercial real estate
market; demand for offices and retail premises from international com-
panies has remained strong, with a rise in rents as a result of this. The
residential sector is a little weaker, however.

Asia continues to benefit from a better trend and is still prioritised in our
regional allocation.

Ten years on from the 2007 real estate crash, the current cycle suggests
no systemic risk

International real estate markets are still enjoying considerable rises
and favourable prospects. Ten years on from the last real estate bub-
ble, we believe it is still too early to fear another major international
incident in this asset class. Price growth is still far from comparable to
rises in the previous cycle, and in the few regions where the increases
are significant, we detect no major risks that could affect the econo-
my.

Interest rate rises and monetary policy normalisation will be gradual
and most real estate markets will withstand it. Risks of brutal rate hikes
can be ruled out due to the lack of signs of an uncontrolled accelera-
fion in inflation.

Global growth is therefore providing broad-based support for the still-
favourable developments in rental income and real estate asset pric-
es. Residential real estate could however suffer, should there be no
salary increase in certain regions, making property ownership more
difficult.

Our strategy prioritises the Eurozone and Asia, whilst keeping overalll

high allocation for the US market. It is sfill foo early to consider new
investments in the British market.

Real estate markets (USD)

225 ~——FTSE EPRA/NAREIT Japan Index Net TRI USD
~———FTSE EPRA/NAREIT Emerging Index Net TRI CHINA Index USD

200 - ———FTSE EPRA/NAREIT Emerging Index Net TRI INDIA Index USD
———FTSE EPRA/NAREIT Emerging Index Net TRI THAILAND Index USD
———EPRA NAREIT Singapore Total Return Index USD

175 - ———EPRA NAREIT Australia Total Return Index USD
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PROSPECTS AND STRATEGIES

Swiss Real Estate

o Real estate slowdown is an opportunity

o Reasonably priced transactions?

o No speculative bubble in Swiss real estate

o Increase in interest rates could be painless

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 slowdown is an opportunity

In our previous “Investment Strategy”, we recommended some profit-
taking and a temporary reduction of exposure to listed real estate
companies, who had already performed rather well over six months.
Indeed, since 16 November 2016, Swiss real estate funds had pro-
gressed close to +14%, while listed real estate companies had risen
almost +20%. We took note of these impressive results in a context that
was negative for bond markets due to increasing yields, and suggest-
ed a short-term reduction of risk via a decrease in exposure fo real
estate companies. Today, Swiss residential real estate market funda-
mentals continue to point fo a continued imbalance between supply
and demand. Thus, in the wake of the correction of both listed real
estate companies and real estate investment funds, we believe it is
once again appropriate to selectively increase exposure to these seg-
ments to take advantage of more attractive pricing and lower premi-
ums. For Q4, we maintain our positive outlook on Swiss real estate as a
diversification play and as the most suitable alternative to poorly per-
forming bonds, and reinvest the cash generated by our summer profit-
taking.

Reasonably priced transactions?

Buyers' yield requirements are offen more stringent than sellers’, but
overall, except for rare cases, transactions continue fo go through
based on yields vastly superior to those prevalent in the interest rate
markets. While yields on real estate funds are slightly below 3%, net

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 (%)
3 -

Swiss Real Estate allocation

N Investment
funds

M Real Estate
companies

M Foundations

M Cash

Tactical Allocation

- Favor Funds 75%

- Increase exposure to Real Estate Shares :
25%

yields on well-located residential real estate investments are somewhat
higher. We are still not seeing any real speculative bubble with regard
to Swiss real estate. We believe that final demand will remain robust
but rational over the next few quarters. The asset allocation transfer
from bonds fo real estate assets will likely continue, though not com-
pletely regardless of circumstances.

The increase in interest rates could be painless... at least at first

The next phase of rising interest rates will likely be moderate, and alt-
hough it will not be a positive factor for real estate, we believe its im-
pact will be limited. The risk of price corrections in this scenario should
not be overestimated. As previously mentioned, we believe other fac-
tors could have a stronger impact than that of a modest increase in
the capitalisation rate in particular.

SWISS REAL ESTATE

30.09.2017 Tofal Return Performance

Name ;:CSL 7d% 1m% 3m% 6m% Y%
SXI Real Estate Funds TR 373.1 -03 -1.8 -28 -0.6 4.2
SXI Real Estate Idx TR 2397.2 0.6 0.0 -1.1 3.2 8.2
KGAST Immo-Index* 268.2 2.6 3.8

* subject to one-month lag

Performance of Swiss Real Estate
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International equities by region

The S&P 500 faces the realities of fiscal reform
Fiscal reforms could be disappointing
Growing interest in European equities

Positive surprises for Japanese equities

EQUITIES
REGIONS

Expected
Return
3months 1lyear
N

ALLOCATION (CHF Portfolio)
underweight  neutral overweight
+ o+

+++

Switzerland
United States
Eurozone
United Kingdom
Europe

Japan
Emergents

KK |L|L K|
AN RNARNE NI RNERNE R

Could the S&P 500 benefit from the announced tax reform?

After nine months waiting and a +20% rise in US equities, the hotly antic-
ipated announcement of tax reform came at long last. Since the elec-
fion of Donald Trump, US stocks have benefited from positive macro-
and micro-economic fundamentals, as well as forecasts of increasing
profits, which were hoped for as a direct result of and promised as part
of the change in tax rates.

The outlines of the project finally unveiled

The aim behind the tax reform was fo rekindle purchase power and
create jobs. The plan, concocted by a working group exclusively
made up of six White House and Congress representatives, has two
pillars. The first is corporation tax, with the rate dropping from 35% to
20% in the end, bringing it close to that of many otfher industrialised
countries. The second pillar is income tax, rates of which have been
reduced, mainly by increasing tax allowances and reducing tax brack-
etfs. The top bracket is dropping from 39.6% to 35%. A flat rate of 25%
has also been introduced for entrepreneurs.

With this, Donald Trump has announced measures that will cost the
state around US $5.8 frilion dollars, without including countervailing
measures. The US deficit would increase government debt by that
same amount without such measures. The US Senate Committee on
the Budget had agreed on a US $1.5 trillion increase over ten years,

Long-term Performance (Normalized at 100)
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Tactical Allocation

- Favor Eurozone and Emerging markets

- Avoid UK
- Keep Japan exposure hedged
- Reduce active deviations

which is a very far cry from the Committee's estimate of the US $5.8
frilion cost over twenty years for this project. For the time being, the
official version given by the White House's economic adviser explains
that these tax breaks would be paid for with the exira growth
achieved by GDP growth above +3% over the coming years. Gary
Cohn stated that an extra percentage point of growth could generate
US $3 trillion over ten years. This argument will undoubtedly be consid-
ered extremely optimistic and will soon meet with criticism from the US
Congress, despite Republicans holding a majority. Notwithstanding a
Republican majority in both Congress and the Senate, Donald Trump
has not managed fo repeal Obamacare or pass any major draft bill
since being elected. The hotly anticipated tax reform bill is already very
divisive in terms of the potential social and economic consequences of
the reform, which is the first since the last amendment to the tax code
in 1986.

Will the improvement in results be in line with expectations?

For now, published profits are rather positive and could very much
stand fo benefit from this tax change in 2018. At this juncture, mention
is offen made of the considerable profits reaped by American multina-
tionals abroad, which could be repatriated and divided up amongst
shareholders as dividends if this tax measure is adopted. The OECD
estimates them at US $2.6 frillion. In theory, this should be enough to
sustain interest in US equities, but is it really such good news for the
stock market frend?

Chinese Equities - A and B (Normalized at 100)

——MSCI CHINA A INDEX
——MSCI CHINA B INDEX
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After nearly a year of speculation as to the outlines of this reform, it is
finally public and open fo analysis. Still hot off the press, it is already
dividing observers and politicians before it has even been presented to
Congress or the Senafe. A few weeks ago, we were concerned about
the weight of the GAFA web giants in overall S&P 500 performance in
2017. We pointed out that this craze had pushed up valuations expo-
nentially, to levels probably unsustainable in the short-term. This sug-
gested there would soon be a change in investor psychology towards
them and made sectoral rotations likely. Any future rise on the S&P 500
was therefore dependent on prospects of a profit growth cycle recov-
ery.

Growing interest in European equities

Having been abandoned due to political risks in 2016, European equi-
ties have since enjoyed a revaluation phase as announced in first half
of the year. After having suggested in May that a consolidation phase
seemed increasingly probable, we now believe that Eurozone equities
could outperform US equities at the end of the year. They had easily
surpassed the performance of US equities, but then saw some profit-
taking with the rise in the Euro, despite rather robust company results.

At 15x profits, the valuation of European equities was no longer as at-
fractive, though not excessive. Profit growth consensus is now much
more optimistic, and rightly so, we believe, given that the improvement
in the Eurozone's economic situation is increasingly clear. The recovery
of growth and company profitability are key factors, to which are add-
ed other favourable factors, including the fall in major political and
systemic uncertainty, and improved conditions in the banking sector,
among others.

Voldtility (USA, Europe, Switzerland)

These factors have in fact made European assets more attractive,
drawing back in foreign investors (increase in purchases by non-
residents at the start of the year) whose asset purchases have also
propped up demand for the Euro.

Growth of EPS (Eamings per Share) in the Eurozone is now ever closer to
that of US companies, for 2017 (+12.8% vs +11.8%) as well as 2018
(+10.5% vs +11.9%), after having been higher in 2015 (+11.2% vs
+0.3%).In theory, this could be grounds for a similar valuation of these
two large markets, but the impact of the exchange rate is undoubted-
ly another factor to consider; in 2017, it is perhaps once again working
in favour of international US equities, the profits of which could be
boosted by a favourable currency effect.

In the current US political context, of greater importance are hopes for
a revamp of the tax conditions applicable to US companies, as prom-
ised by Donald Trump. This hope is undoubtedly contributing to the
strength of demand for equities, which is propping up the relative per-
formance of US stocks. But this factor may well lose in intensity over the
coming months.

Insufficient visibility for UK equities

At approximately 14x 2018 eamings, the UK market is somewhat dearer
than other European markets for a slightly higher yield (4.3%). The stabi-
lisation of the pound has effectively stopped the progression of British
equities. We continue to recommend caution with regard to the UK
equities market, which is likely to be further penalised as Brexit's poten-
fial tangible impacts on the British economy and corporate eamings
come fto light.

Price/Earnings
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Japanese equities still relatively attractive

At the beginning of the year, we were predicting that an acceleration in
the growth of Japanese corporate earnings was highly likely, due in par-
ticular to the improvement in global economic conditions and to the
depreciation of the yen. Reported results have indeed exceeded ex-
pectations, and earings forecasts for the next twelve months are thus
being revised upward. Dividend distributions of listed companies could
thus increase for the fifth consecutive year. Several months ago, we had
already noted that a weaker yen would likely be the determining factor
in any forthcoming increase of the Nikkei, potentially pushing Japanese
equities toward their highest levels since 2015. It furns out the Nikkei is
now only 600 points (or +2.8%) away from its 21,000-point high. In spite of
this progression, the performance of the Japanese market (+6.7%) has
lagged slightly behind that of the US (+12.8%) and European (+9.3%)
markets in 2017.

By international comparison, Japanese equities (15.8x 2018) are slightly
less expensive than US equities (17.4x 2018) in PE terms. Balance sheets
are solid overall, and changes implemented to improve corporate gov-
ernance are noteworthy. However, it must be emphasized that any fu-
ture increase in the Nikkei depends at least in part on maintaining a
weak exchange rate against the dollar. Currency risk must thus be fac-
tored in with regard to overall exposure to Japanese equities. The market
still provides some opportunity for positive surprises and for readjusting
expectations over the next several quarters.

Stay cautious with regard to short-term risks in emerging markets

Emerging markets (+30%) have outperformed developed markets (+17%)
by a wide margin since the beginning of the year based on much im-
proved fundamentals. Emerging countries’ growth prospects are often
vastly superior to those of developing countries, and an upswing in confi-
dence is favourable to risk-taking and diversification outside of devel-
oped markets. Asian emerging markets (34%) have benefitted the most
from the improvement in the global growth outlook. China posts an out-
standing performance of +45%, surpassing India, which is up +26% in US
dollars. Russia barely makes it info positive territory, while Latin America
makes a significant recovery. The MSCI Turkey index plunged -20% in
September, potentially calling into question investors’ optimism with re-
gard to the segment as a whole.

We believe the general outlook sfill justifies some exposure to emerging

market shares, but given expected profit-taking in developed markets,
we recommend reducing exposure to emerging markets.

EQU'T'ES - BY REG'ON (local currency)
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International equities by sector

International Equities allocation - sectors

M Consumer staples

o Tech giant valuations remain extreme = Healthcare
10% M Telecomunications
. Fiscal reform is expected and could disappoint = otiives
M Consumer discretionary
. . M Energy
o Probable sector rotation in favour of value stocks M Financials

o Higher EPS growth in the energy sector

¥ Real Estate
Industrials

™ Information technology
Materials

EQUITIES Expected ALLOCATION (CHF Portfolio)
Sectors Return underweight  neutral overweight Tactical Allocation
3months 1lyear --- -- - = +
Consumer staples N 2 - Underweight digital stocks
Healthcare > 2 - Reduce Growth stocks
Telecommunications N > - Overweigh’r Value stocks
Utilities L > - Overweight Energy and Real Estate
Consumer discretionary > A
Energy A AN
Financials > A
Real Estate 2 2 Corporate earnings growth, ex-  stocks, which have outperformed
Industrials > 2 pected to come in above +10%, value stocks, will lose some mo-
Information technology . 2 may not deliver by Q4, even if mentum.
Materials 2 AR the exchange rate effect in the
US could add a few bps to EPS We continue to overweight in-
EQUITIES - BY SECTOR growth. Disappointment on the dustrials and raw materiqls as
20092017 P r———— fiscal reform front could soon well as healthcare. Finally,
affect confidence, while share among the cyclical sectors, the
Name LastpriceCumr. 7d% 1Tm% 3m% ém % YID %
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Swiss Equities

Swiss Equities allocation - size

o Prices have reached bottom-up consensus forecast levels

= Small
) Appreciation of the euro and the dollar will boost earnings = Medium
o Reduce the overweight position in small & mid caps u Large
EQUITIES Expected ALLOCATION (CHF Portfolio) ) n
capitalization Return underweight  neutral overweight Tactical Allocation

3months lyear --- - - = + 4+

Small A A - Reduce exposure to small and mid caps
Medium 2 2 - Reduce relative sectoral risks
Large A A

Prices have reached bottom-up consensus forecast levels

We were expecting the Swiss equities market fo slow down over the
summer, which it did before optimism resurfaced temporarily, due in
particular to the rapid rise of the euro. This element will be a key factor
boosting profits in 2017 and 2018, as it is likely not fully infegrated into
earnings growth forecasts. In the short term, the market's growth
(almost 25% since November 2016 lows) has paused temporarily.

The bottom-up consensus growth forecast does not currently leave
much room for further growth in earnings, dividends, and especially
share prices. Indeed, SMI shares for the most part reached Swiss ana-
lysts" average price targets, with less than 1% growth left to spare at
Q3 closing.

While yields remain attractive (3.2%), they may not be sufficient to
prevent the profit-taking likely to occur if indices lose momentum.
Although the current valuation of Swiss equities is not excessive at
16.3x 2018 earnings, 2017 valuations (18.3x) seem high enough to trig-
ger sell-offs as local or international uncertainties arise. We maintain
our positive outlook on Swiss equities for 2H2017, but it now appears
increasingly likely that share prices will temporarily subside. The trigger
for profit-taking in the Swiss market is more likely to be external than
domestic.

Appreciation of the euro and the dollar will boost earnings
The appreciation of the euro is certainly not integrated info the earn-

ings growth outlook of Swiss companies for 2017 and 2018, and rather
surprised most observers.

SWISS EQUITIES - capitalization

30.09.2017 Total Return Performance

Name Lastprice 7d% 1Tm% 3m% é6m% YID%
SPI SWISS PERFORMANCE IX 10447.3 0.3 2.7 3.1 8.6 16.5
e AL COMPANIES 264522 04 06 17 73 157
SPI MIDDLE COMPANIES IDX 15740.3 0.4 2.7 4.5 12.7 24.2
SPI LARGE COMPANIES 97573 02 27 29 78 150

INDX

Graph sources: Bloomberg/BearBull Global Investments Group

It accelerated in July, with the euro rising to 1.16 against the franc.
Our exchange rate forecasts published just after 15 January 2015
already projected that the European currency would bounce back
up to 1.20. We are thus pleased to note that the euro is appreciating
as expected, although many analysts and forecasters have not fac-
tored in the impact of this event. It also appears that accelerating
growth in the Eurozone has not been sufficiently taken into account in
earnings growth forecasts.

Swiss shares will thus likely benefit from adjustments in earnings esti-
mates over the next several months, in particular those whose results
depend more heavily on international sales and exports.

Meanwhile, the dollar's weakness has not been a positive factor for
the earnings growth of Swiss multinationals in Q1. This factor should
nonetheless boost earnings growth more clearly in Q2, if our forecast
regarding the appreciation of the dollar materialises.

Reduce the overweight position in small & mid caps

After the continued outperformance of small & mid caps in 2017, we
are reducing our overweight position in the segment in favour of large
caps and the biggest sectors of the SPIin a risk reduction effort aimed
at shifting exposure fo more defensive stocks.
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Swiss Equities allocation - sectors
Swiss Equities - Sectors e

™ Telecomunications

® Consumer discretionary

SWISS EQUITIES Expected ALLOCATION (CHF Portfolio)
Sectors Return underweight  neutral overweight ionc :E

3months 1lyear --- - - = + = Real Estate
Consumer staples > A = Industrials
Healthcare -> A - Materials
Telecommunications -> A
Consumer discretionary -> A Tactical Allocation
Financials -> A
Real Estate > 2 - Favor sectors and stocks sensitive to ex-
Industrials > A change rates
Materials > 2 - Favor defensive stocks

- Positive situation for exporters

Overweight sectors and stocks sensitive to exchange rates Dividend Yield
Company size did not play a key role in Q3 and is unlikely to constitute a 8 1 —uss —— NOVARTIS — NESTLE
decisive factor in Q4 either. Indeed, one frending investment theme in- ——ABB ~ CREDIT SUISSE — ROCHE
volves companies’ exposure to international markets and encompasses 7 + ——RICHEMONT LAFARGEHOLCIM —ZURICH INSURANCE

the SPI as a whole regardless of company size. Overall, a breakdown of SWISS RE

the revenues of companies in the SPI by region shows that Switzerland 6 Ww
represents under 20% of revenues, less than the US (approximately 25%)

but slightly more than Germany and France combined (around 12%).

The next few quarters could well be characterised by substantial changes
in expectations related to the impact of exchange rates on corporate
earnings. The appreciation of the euro to levels close to 1.20 is sufficiently
significant to alter forecasts and heighten expectations regarding earn-
ings in Swiss francs. As for the dollar, while the movement has not yet been
initiated, it is likely that a new dynamic will favour the exchange rate,
while the franc remains overvalued. 2 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
1216 0117 0217 0317 0417 0517 0617 07.17 08.17

The competitiveness of Swiss exporters has improved considerably in this
context, and if the franc continues to weaken, Swiss equities and export-

ers should see profits expand faster than anficipated. PE ratio
35 -
We favour more of a bottom-up than a sector-based approach in this —UBS ——NOVARTIS — NESTLE
investment climate, with a stock selection process favouring companies ——ABB ~—— CREDIT SUISSE —— ROCHE
sensitive to exchange rates while allocations remain diversified across 30 |——RICHEMONT LAFARGEHOLCIM —— ZURICH INSURANCE
most sectors. Defensive stocks are also emphasised. SWISS RE
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SWISS EQUITIES - BY SECTOR
30.09.2017 Total Return Performance W

Name tast ;4% 1m% 3m% 6m% YD% 10 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
price 1216 0117 0217 0317 0417 0517 0617 0717 0817
MSCI SWITZ/CONS DIS 3530 1.7 5.1 125 134 317
MSCI SWITZ/CON STPL 266.5 0.7 -0.2 -2.5 8.3 13.4 Performance
MSCI SWITZ/FINANCE 58.3 12 4.2 53 9.1 9.1 180 7 ——MSCISWITZ/CONS DIS ~——— MSCI SWITZ/CON STPL
. . . ’ . . ——MSCI SWITZ/FINANCE ~———MSCI SWITZ/HLTH CARE
—— MSCI SWITZ/INDUSTRL —— MSCI SWITZ/TEL SVC
MSCI SWITZ/HLTH CARE 1453 -0.5 2.3 3.7 5.6 15.9 160 | ——MSCISWITZ/MATERIAL —— MSCI SWITZ/REAL ESTATE
MSCI SWITZ/INDUSTRL 192.2 0.4 6.6 2.8 9.5 17.6
<]
MSCI SWITZ/MATERIAL 2862 23 35 71 43 170 § 140
S
MSCI SWITZ/REALESTATE 10064 03 03 -01 -03 44  F,

MSCI SWITZ/TEL SVC 93.8 1.5 2.6 7.3 129 143
100
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Graph sources: Bloomberg/BearBull Global Investments Group
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PROSPECTS AND STRATEGIES

L] L]
Commodities
o Commodities' performance boosted by oil
o World demand is rising, supply decreases
o Focus on the Chinese energy problem
. Positive outlook for precious and industrial metals
COMMODITIES Expected ALLOCATION (CHF Portfolio)
Return underweight  neutral overweight
3months 1lyear --- -- - = +
Energy A AA
Precious metals A AA
Industrial metals A AA
Agricultural products > A

Positive performance for commodities due to the upswing in the price
of their main component : oil

In our most recent “Investment Strategy”, we predicted that, after
consolidating in Q1, crude prices would bounce back in Q3 due fo a
positive change in outlook for the oil market. We noted that the grad-
ual improvement in supply and demand conditions would likely pro-
pel oil prices above $55/barrel. The rebound of oil of + 18% on Brent
and + 11% on WTI has pushed the S&P GS Commodities index up
+7.2% over the quarter. The upswing in the price of WTl was restrained
by the indirect impact of the hurricanes on refinery demand, which
explains why the spread between North Sea Brent and WTl reached a
high of $6.80 mid-September. This should be reduced in the coming
months in a more positive context for the WTI.

Global demand for crude will grow in 2017 and 2018

Global demand for oil rose sharply in Q1 according to IEA estimates.
Indeed, demand for crude increased by approximately 2.3 mbd
(+2.4%). For FY2017, the IEA has forecast an average increase of 1.6
mbd, a little above their previous forecast. Demand in OECD coun-
tries has been higher than expected both in the US and Europe. The
acceleration of global economic growth in 2017 and 2018 should
strengthen this trend. In China, demand has also remained robust,
and Chinese imports are growing consistently.

Commodities allocation

M Energy
B Precious metals
= Industrial metals

m Agricultural products

Tactical Allocation

- Large Energy exposure

- Overweight Precious Metals

Despite rising US production, global supply is declining

On the supply side, analysis of world production suggests that output
is already declining in close to 80% of oil fields, which thus could not
be exploited more intensively regardless of intent. For OPEC members,
the announced production cuts aiming to stabilise global supply in
the short term also likely reflect the fact that these countries are un-
doubtedly already producing at capacity and that in the glaring
absence of investment over the past several years capacity expan-
sion has stagnated. It is thus unlikely that any increase in demand
could be swiftly met by an increase in production. Moreover, energy
returned on energy invested (ERoEI), or the amount of oil required to
extract crude, is constantly decreasing, including in China, where the
EROEI for the largest oil field (Daquing) is below 1:6 for example. This
ratio is obviously a crucial factor in the evaluation of the lifecycle and
profitability of an oil field, providing a valuable indication as to the
level of existing resources that are actually exploitable whether on the
scale of a production area or of global supply. Thus, the decrease in
the energetic return of conventional oil also has an impact on pro-
duction margins and sales price in the long term. The price of oil
should continue to frend upward in 2018, especially since the global
crude supply appears to have declined by approximately 0.7 mbd.
OPEC's decision to lower production from 34 mbd (November 2016
peak) to 32 mbd has indeed been implemented, albeit imperfectly,
during the last few months. The proportion of member countries com-
plying has in fact increased from 75% to 82%, indicating a greater
willingness to act.

Commodities
COMMODITIES (usp)
360 - Generic 1st 'CL' Future ———S&P GSCI PREC METAL TR 30.09.2017 Total Refurn Performance
——GOLD SPOT $/02 —— S&P GSCI Energy Tot Ret Last
. Curr. 7d% Tm% 3m% ém% YID %
300 - S&P GSCl Agric Tot Ret ~——S&P GSClInd Met Tot Ret price
8 240 | GLOBAL SEPGSCITOTREIUM 93265 USD 03 33 72 20 -38
E WTI CRUDE Generic Ist'CL'Future 517 USD 20 9.4 122 28 -38
£ 180 1 BRENT OIL Generic 1st'CO' Future 575 USD 1.2 99 201 83 13
(]
& ,7\.» NATURAL GAS Generic Ist'NG'Future 30 USD 1.6 -1.1 -09 -39 -193
120  p i IS
OR GOLD SPOT $/0Z 1280.2 USD -1.3 -3.1 31 21 11.1
60 - ARGENT Silver Spot $/Oz 167 USD -20 -53 0.1 -88 4.4
AGRICULTURE S GS‘;L@?“C dx 2813 USD -10 05 -55 24 -33
INDUSTRIAL S&P GSCI Ind Metal
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017  METALS spot 3598 USD 02 -25 9.9 107 196
Graph sources: Bloomberg/BearBull Global Investments Group
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Russia had pledged to join in OPEC's effort by stabilising its output,
which seems to have been the case given the decline in production
from 11.2 mbd to 10.9 mbd. In the US, however, production continued
to rise overall to reach a new record high of 9.5 mbd in September. In
their effort to reduce global supply, OPEC and Russia are thus con-
fronted to a rise in US production, which is preventing the oil market
from retumning to equilibrium Globally, oil stocks are showing encourag-
ing signs of returning to equilibrium levels. The OECD's commercial
stocks remained stable in July, even though they usually increase dur-
ing that period. The stock surplus compared to its five-year average
actually declined by approximately 190 mb.

Focus on the Chinese energy problem

Chinese demand is unlikely to slow down in our view, even if the pace
of economic growth slackens. Chinese production is flagging, and it
seems likely that China is fast approaching peak oil extraction. A re-
cent study by Beijing’s China University of Petroleum suggests that
China will reach peak production of conventional and shale oil as
early as 2018. The Chinese production deficit will inevitably be made
up for by an increase in crude imports, even as China's policy aiming
atf reducing coal-based energy production will lead to a peak in coal
extraction in 2020 as well. Recall that coal-based energy currently
represents two thirds of total energy production in China.

The outlook for sustained growth in Chinese crude imports also takes
info account potable water constraints and the limifs fo oil and shale
gas production. China's energy supply is a major issue in this context,
which could threaten China’s economic growth if not managed ef-
fectively. This possibility is certainly taken very seriously by the Chinese
government, which has no choice but to consider a combination of
strategies. The first positive strategy fo be implemented has been an
acceleration of the transition foward alternative energies. China is
indeed the leading country in terms of building new facilities produc-
ing electricity from alternative sources. China will no doubt also pursue
other strategies leading to the use of less energy intensive means of
production and consumption. The way China manages this transition
will have fundamental repercussions on energy prices as well as on the
global geopolitical environment. The militarisation of the South China
Sea is already a political issue disrupting diplomatic relations with
countries in the region. Many Chinese energy experts recognise Chi-
na's peak production issue, but they have yet to consider the risk of a
peak in global production. Given these prospects, the medium-term
conclusion is that China will make up for its production deficit by con-
tinuing to import oil, boosting global crude demand.

Continued upward trend for gold and silver

Systemic, political and geopolitical risks have increased quite sharply,
and the recent increase in the risk of profit-taking in equity markets
may well boost demand for gold protection and investment. On the
other hand, the announced return of inflation in the United States and
in most regions at the beginning of the year should also continue, re-
storing the attractiveness of the yellow metal as a historical hedge
against inflation.

Fundamentally, world supply remains stable, while demand is ex-
pected to rise. We are sfill anticipating an increase in physical and
investment demand which should allow gold prices to frade again
between 1,400 and 1,500 dollars per ounce.

Positive outlook for industrial metals

Industrial metals should benefit from the expected strengthening of
global growth prospects and announced investments in infrastructure.
The fundamentals are improving with the reduction of production
capacity in China in particular. Supply is thus gradually adjusting,
which should allow higher prices when demand will be enhanced by
accelerating growth and investment.

Graph sources: Bloomberg/BearBull Global Investments Group
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Hedge Funds

o Alternative investments are not reaping much °
benefit from the current market context

Alternative investments are not reaping much
benefit from the current market context

Since the beginning of the year, the HFRX
Global index has progressed +4.4%, well be-
low the performances of various international
equities markets or even of diversified bond
indices. The MSCI World index and US equities
have indeed risen +16.01% and 14.24%, re-
spectively, in nine months, while the JP Mor-
gan Global Aggregate Bond index is up +6.0%
yid.

Equity Hedge and Event Driven strategies
posted the best results this year at +7.1% and
+6.6%, respectively. Indeed, Equity Hedge
strategies were able to create value in Au-
gust, while equities markets were stagnating
or sliding backward, and thus gained 3.3% in
Q3.

HEDGE FUND INDICES (sp)

Private Equity

in 2017

Relative Value Arbitrage strategies are up
+2.8% since the beginning of the year, rising
1.1% in Q3, while Macro/CTA, the only strate-
gy in the red in 2017 (-0.1%) posted a +0.7%
increase in Q3.

However, it is important o note that the per-
formance of HFRX indices comprises a large
range of disparate results, even within similar
investment strategies.

The Composite Private Equity index rises +10.5%

The Composite Private Equity index rises
+10.5% in 2017

September was notably positive for private
equity and in particular for the European seg-
ment (+6.1%). The latter is also the best per-
forming year-to-date, progressing +16.0%.

Since the beginning of the year, the perfor-
mance of the US segment, as measured by
the LPX America Listed Private Equity index, is
rather disappointing, with an increase of only
3.2% in spite of +4.1% growth in September.

PRIVATE EQUITY INDICES (ur)

30.09.2017 Total Return Performance 30.09.2017 Total Return Performance
Name :;:L Gme  Ve% U@ SmB Om% MO Name Last iy 7d% 1m% 3m% 6m% YID%
price
HFRX Global Hedge Fund
SoEsL Index 12568 USD 0.1 06 18 28 44  COMPOSITE LPXCmplisted PEEURTR 233.6 EUR 19 42 20 45 105
EQUITY HEDGE HFRX Equity Hedge Index 1237.1 USD 0.3 18 32 45 7.1 MAJOR .
. T COMPANIES LPX50 Listed PEEURTR  2197.0 EUR 1.9 42 20 4.5 106
ventbrivenindex 16674 USD 02 08 1937 66 UsA LPXAmLstPEEURTR 3303 EUR 22 4.1 -1.1 -51 32
MACRO/CTA HFRX Macro/CTA Index  1134.3 USD -0.6 -1.0 07 07 -0.1 )
. EUROPE LPX Eu List PE EUR TR 896.9 EUR 23 6.1 5.9 134 160
RELATIVE VALUE HFRX Relqhve Value 11739 USD 02 03 1 18 28
ARBITRAGE ATSCER ) : : : : : UK LPX UK List PEEURTR 2848 EUR 27 56 00 -05 1.0
LATIN AMERICA* HFRX Latin America Index 2204.2 USD - 29 67 60 132
HFRX Asia Composite
ASIA COMPOSITE* Hedge Fund Index 2409.7 USD = 1.4 3.5 47 9.9
NORTHERN EUROPE* <X NOMNEMEUIOPe 1059 7 ysp 15 16 32 56
ASIA EX-JAPAN* HFRX AIS;"dZ’;'JC’pa” 2655.0 USD - 15 48 54 147
MULTI-REGION HFRX Multi-Region Index 1336.9 USD 0.1 0.6 1.1 2.2 3.1
*Subject to one-month lag
Hedge funds Private Equity
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Assetallocation - CHF portfolio

° oge ° . ° ° W Cash
Diversified portfolio: medium risk - CHF *
M Bonds
= Real Estate
o The normalisation of long-term interest rates is underway B Equities
. Real estate remains the preferred alternative to bonds iR
. . . . - H Commodities
o Adopt a more cautious position vis-a-vis equities
W Private equity
. After the euro, it is the dollar’s turn Tactical Allocation
ASSETS Expected ALLOCATION (CHF Portfolio) - More cautious stance on equities
Return underweight  neutral overweight - Overweight real estate, commo, currencies
3months 1year --- - - = + - Underweight bonds
Cash N N
Bonds NN | NN Currency allocation - CHF portfolio
Real Estate A A
Equities N >
Hedge funds > > MEUR
Commodities AN AA mUsD
Private equity A A HGBP
[ |
Asset allocation Py
M Others
The core of our investment strategy is made up of traditional liquid ® CHF

assets (liquidities, bonds, equities and real estate), which is then com-
plemented by other diversified, tradable assets (commodities, hedge
funds, private equity).

Bonds

Global economic growth has improved and will likely accelerate in
the next several months. This new outlook suggests that adjustment of
long-term rates will resume. The pause expected with regard to infla-
tion indicators materialised, while inflation is now expected to take off
once again in the US and the Eurozone in particular. This factor could
potentially generate risk and renewed concerns. The normalisation of
policy rates continues without surprises in the US, and the asset pur-
chase programme in Europe will likely be discontinued in 2018. The rise
in long-term rates will likely restrain the pace of monetary tightening.
Emerging markets and the high yield segment are now less attractive.
Bond market risks have become more present, and we recommend
reducing maturities and overall exposure.

Crude prices will likely also resume their upward trend after staying put
for a time above $50. Risk levels remain low in all segments. The pre-
cious metals segment is consolidating its gains. We recommend over-
weighting commodities.

Currencies

The rapid rise of the euro in the last few months reflects the expected
change in investors’ perceptions of the European currency, sustained
by a stronger outlook for the Eurozone. At current levels, momentum
will likely lose steam. We recommend adjusting allocations in favour of
the US dollar. The franc will likely remain weak in 2H17, in particular
against the US dollar but also against the major currencies. We recom-
mend significant exposure to currencies and temporary profit-taking
on the euro.

Real estate
. _ . . Market perf -Q32017
Real estate is benefitting from the improvement in the global eco- e g
nomic cycle and from persistently low interest rates. In most countries, ‘7“"'" o |YTD| v °|“°I17 o |m| v
. . . . jocal jocal jocal jocal
real estate yields remain attractive and confinue to represent an al-
ternative to fixed income investments. After recommending some  Exchange rates Interest rates (3 months) (level)
profit-taking, we overweight this segment once again, favouring Euro-  USDCHF 1% 0% CHE 073%
. EUR/CHF 45% 6.7% EUR -0.38%
peOn Ond ASIOn mGrketS. GBP/CHF 4.0% 3.1% Usb 1.33%
JPY/CHF 0.9% -1.2% JPY -0.05%
Equities
Equity markets Bonds markets
Economlc fUndOmenTOlS are Ood Ond fannC|O| mOI’keTS dO nof World MSCI World USD 48% 6.0% 16.0% 10.2% World Cifi Gr Global GovtUSD 18% 29% 64% 1.1%
5 g] ! R Europe DJ Stoxx 600 27% 73% 99% 17.3% Europe Euro Ser-E Gov > 1 06% 51% -03% 64%
seem prepared fo punish Tump's absence of effectiveness on both  eyozone DJ Eurosioxx 50 44% 9% 92% 166%  United Kingdom UK Ser-E Gov> 1 04% 35% 02% 29%
the economic and political fronts. The increase in equity markets sug- MSCI Europe S.. 47% 93% 140% 216%  Swizerand  SBIGenéral AAABEB 00% 00% -03% -03%
gests perhaps excessive optimism with regard to the outlook for earn-  Gemany Dax 0 @1% BT 11.71% 192% . 8l Govt DA% _04% A% A5
. . . o . Fi % 87% 96% 17.0% USA | > 4% 15% 24% -27%
ings growh and fhe impact of fiscal refom. Wi fhere are no obve (%, I B e e
ous signs of nervousness yet, our risk indicators emphasise a height- sipetans sm 31% 3.1% 165% 165%  Emerging P Morgan EMBIGobal  24%  35% 87% 3.3%
ened risk of slowdown in equity markets. We recommend reducing s 28% 28% 114% 114%
risk. MSCI Swiss S.C. 32% 32% 298% 298%  Miscellaneaous
North America  SP500 40% 51% 125% 6.9% LPP 25 Index 19% 19% 39% 3.9%
C df Nasdaq 58% 6.9% 207% 14.7% LPP 40 Index 27% 27% 59% 59%
ommodifies Tse 300 30% 82% 23% 48% LPP 60 Index 39% 39% B87% B7%
SP600 Small C. 56% 68% 79% 25% Real Estate CH DB RB Swiss Real EstFd 27% 27% 43% 4.3%
A Sfrengfhening globc| economy will he|p commodities benefit from Japan Nikkei 225 16% 26% 65% 52% Hedge Fl?lnds Hedge Fund Research USD ~ 14%  2.5% 3.8% -14%
rer\eWed inVeSfOr infereST in ﬂ']IS OSSGT ClGSS Whose performonce iS Emerging MSCI EMF USD 70% 82% 255% 19.2% Commodities GS Commodity USD 72% 84% -38% -85%
stronger when inflation is rising.
Graph sources: Bloomberg/BearBull Global Investments Group
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Diversified porifolio: medium risk -

Assetallocation - EUR portfolio

EUR

M Cash
H Bonds

H Real Estate

o Normalization of long-term rates in the euro area is coming soon = Equites
o Real estate yields remain an alternative B HF/AR/TAC
. . . . . M Commodities
o Adopt a more cautious positioning in equity markets
™ Private equity
o Focus on commodities and precious metals Tactical Allocation
- More cautious stance on equities
ASSETS Expected ALLOCATION (EUR Portfolio)

Return underweight  neutral overweight
3months 1lyear --- -- - = +
Cash > >
Bonds Ny Ny
Real Estate A A
Equities N >
Hedge funds -> >
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 economic growth has improved and will likely accelerate in
the next several months. This new outlook suggests that adjustment of
long-term rates will resume. The pause expected with regard to infla-
tion indicators materialised, while inflation is now expected to take off
once again in the US and the Eurozone in particular. This factor could
potentially generate risk and renewed concerns. The normalisation of
policy rates continues without surprises in the US, and the asset pur-
chase programme in Europe will likely be discontinued in 2018. The rise
in long-term rates will likely restrain the pace of monetary tightening.
Emerging markets and the high yield segment are now less attractive.
Bond market risks have become more present, and we recommend
reducing maturities and overall exposure.

Real estate

Real estate is benefitting from the improvement in the global econom-
ic cycle and from persistently low interest rates. In most countries, real
estate yields remain attractive and continue to represent an alterna-
tfive to fixed income investments. After recommending some profit-
taking, we overweight this segment once again, favouring European
and Asian markets.

Equities

Economic fundamentals are good, and financial markets do nof seem
prepared to punish Trump's absence of effectiveness on both the
economic and political fronts. The increase in equity markets suggests
perhaps excessive optimism with regard to the outlook for earnings
growth and the impact of fiscal reform. While there are no obvious
signs of nervousness yet, our risk indicators emphasise a heightened risk
of slowdown in equity markets. We recommend reducing risk.

Commodities
A strengthening global economy will help commodities benefit from
renewed investor interest in this asset class whose performance is

stronger when inflation is rising.

Graph sources: Bloomberg/BearBull Global Investments Group

- Overweight real estate, commo, dollar
- Underweight bonds

Currency allocation - EUR portfolio

B EUR
mUsD
= GBP
HJPY
B Others
W CHF

Crude prices will likely also resume their upward trend after staying put
for a time above $50. Risk levels remain low in all segments. The pre-
cious metals segment is consolidating its gains. We recommend over-
weighting commodities.

Currencies

The rapid rise of the euro in the last few months reflects the expected
change in investors' perceptions of the European currency, sustained
by a stronger outlook for the Eurozone. At current levels, momentum
will likely lose steam, mainly due to political events in Germany and
Spain. We recommend adjusting allocations in favour of the USD, AUD,
and CAD.

Investment Strategy — October 2017

Market perf -Q3 2017
Q3 2017 YTD Q3 2017 YTD
local EUR local EUR local EUR local EUR
Exchange rates Interest rates (3 months) (level)
USD/EUR -33% -11.0% CHF -0.73%
CHF/EUR -4.3% 6.3% EUR -0.38%
GBP/EUR -0.5% -3.3% Usb 1.33%
JPY/EUR -34% -14% JPY -0.05%
Equity markets Bonds markets
World MSCI World USD 48% 14% 160% 33%  World Cif Gr Giobal GovtUSD 18% -25% 64% -0.3%
Europe DJ Stoxx 600 27% 27% 99% 99%  Europe Euro Ser-E Gov > 1 06% 06% -03% -03%
Eurozone DJ Eurostoxx 50 44% 44% 92% 92% United Kingdom UK Ser-E Gov > 1 04% -09% -02% -36%
MSCI Europe S.C. 47% 47% 140% 140%  Switzerland SBI Général AAA-BBB 00% -43% -03% -66%
Germany Dax 30 41%  41% 17% 11.7% SBI Govt 04% -47% 15% -T7%
France Cac40 41% 41% 96% 96% USA US Ser-E Gov > 1 04% -29% 24% -89%
United Kingdom  FTSE 100 08% 03% 32% -02% Japan Japan Ser-E Gov > 1 01% -33% 02% -76%
Switzerland SPI 31% -13% 165% 92% Emerging J.P. Morgan EMBI Global 24% -10% 87% -32%
SMI 28% -16% 114% 44%
MSCI Swiss S.C. 32% 02% 298% 156%  Miscellaneaous
North America  sP500 40% 05% 125% 02% LPP 25 Index 19% -45% 39% -27%
Nasdaq 58% 23% 207% 74% LPP 40 Index 27% -38% 59% -07%
Tse 300 30% 35% 23% -1.8% LPP 60 Index 39% 27% 87% 18%
SP600 Sl C. 56% 21% 79% -39%  RealEstate CH DBRBSwissRealEstFd  27% -27% 43% -23%
Japan Nikkei 225 16% -18% 65% -14% Hedge Funds Hedge Fund Research USD ~ 14% -19% 3.8% -7.6%
Emerging MSCI EMF USD 70% 35% 255% 11.7% Commodities GS Commodity USD 72% 37% -3.8% -14.3%
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Diversified porifolio: medium risk -

o A future rise in long-term rates in US dollars

° Real estate yields still represent an alternative

° Beware high valuations on equity markefs

° Prioritise commodities

ASSETS Expected ALLOCATION (USD Portfolio)

Return underweight  neutral overweight

3months 1lyear --- -- - = + o+

Cash -> ->

Bonds NN NN

Real Estate A A

Equities N >

Hedge funds -> >

Commodities AA AA

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, tradable assets (commodities, hedge
funds, private equity).

Bonds

Global economic growth has improved and will likely accelerate in
the next several months. This new outlook suggests that adjustment of
long-term rates will resume. The pause expected with regard to infla-
tion indicators materialised, while inflation is now expected to take off
once again in the US and the Eurozone in particular. This factor could
potentially generate risk and renewed concerns. The normalisation of
policy rates continues without surprises in the US, and the asset pur-
chase programme in Europe will likely be discontinued in 2018. The rise
in long-term rates will likely restrain the pace of monetary tightening.
Emerging markets and the high yield segment are now less attractive.
Bond market risks have become more present, and we recommend
reducing maturities and overall exposure, while favoring the USD mar-
ket which offers attractive returns in international comparison.

Real estate

Real estate is benefitting from the improvement in the global eco-
nomic cycle and from persistently low interest rates. In most countries,
real estate yields remain attractive and continue to represent an al-
ternative to fixed income investments. After recommending some
profit-faking, we overweight this segment once again, favouring Euro-
pean and Asian markets as a diversification for real estate investments
in dollars.

Equities

Economic fundamentals are good, and financial markets do not
seem prepared to punish Trump’'s absence of effectiveness on both
the economic and political fronts. The increase in equity markets sug-
gests perhaps excessive optimism with regard to the outlook for earn-
ings growth and the impact of fiscal reform. While there are no obvi-
ous signs of nervousness yet, our risk indicators emphasise a height-
ened risk of slowdown in equity markets. We recommend reducing
risk.

Graph sources: Bloomberg/BearBull Global Investments Group
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Commodities

A strengthening global economy will help commodities benefit from
renewed investor interest in this asset class whose performance is
stronger when inflation is rising. Crude prices will likely also resume their
upward trend after staying put for a time above $50. Risk levels remain
low in all segments. The precious metals segment is consolidating its
gains. We recommend overweighting commodities.

Currencies

The weakness of the dollar does not reflect current US fundamentals.
An acceleration of economic growth is quite possible at year-end.
The rapid rise of the euro over the last several months should abate
due in particular to political events in Germany and Spain. We recom-
mend a significant shift of allocations in favour of the US, Australian,
and Canadian dollars.
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Market perfor - Q32017
Q32017 YTD Q32017 YTD
local USD local USD local USD local USD
Exch rates Interest rates (3 ths) (level)
CHF/USD -1.0% 52% CHF -0.73%
EUR/USD 34% 12.3% EUR -0.38%
GBP/USD 29% 8.6% Usb 1.33%
JPY/USD -02% 4.0% JPY -0.05%
Equity markets Bonds markets
World MSCI World USD 48% 48% 160% 16.0% World Citi Gr Global GovtUSD 18% 08% 64% 11.9%
Europe DJ Stoxx 600 27% 62% 9.9% 235% Europe Euro Ser-E Gov > 1 06% 4.0% -03% 120%
Eurozone DJ Eurostoxx 50 44% 80% 92% 22.7% United Kingdom UK Ser-E Gov > 1 -04% 24% -02% 83%
MSCI Europe S.C. 47% 82% 140% 28.0% Switzerland SBI Général AAA-BBB 00% -10% -03% 49%
Germany Dax 30 41% 76% 11.7% 255% SBI Govt -04% -14% -15% 37%
France Cac40 41% 76% 96% 23.1% USA US Ser-E Gov > 1 04% 04% 24% 24%
United Kingdom  FTSE 100 08% 37% 32% 12.1% Japan Japan Ser-E Gov > 1 01% 00% -02% 38%
Switzerland SPI 31% 21% 165% 226% Emerging J.P. Morgan EMBI Global 24% 24% 87% 87%
SMI 28% 18% 114% 172%
MSCI Swiss S.C. 32% 32% 298% 298%  Miscell
North America  SP500 40% 40% 125% 12.5% LPP 25 Index 19% 73% 39% 93%
Nasdag 58% 58% 207% 20.7% LPP 40 Index 27% 81% 59% 115%
Tse 300 30% 71% 23% 102% LPP 60 Index 39% 93% 87% 144%
$P600 Small C. 56% 56% 79% 79% Real Estate CH DBRBSwissRealEstFd ~ -27% -27% 4.3% 9.8%
Japan Nikkei 225 16% 15% 65% 10.7% Hedge Funds Hedge Fund Research US|~ 14% 14% 38% 3.8%
Emerging MSCI EMF USD 70% 70% 255% 255% Commodities GS Commodity USD 72% 12% -38% -38%
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Limitations of hedging currency risks

. The Euro has reached 1.15, and the Swiss franc has corrected 75% of its sharp appreciation on 15.01.15
o Non-linear appreciation of the Swiss franc in the long-term
o How to calculate the cost of currency hedging? There is no great secret- the cost of hedging depends

on the interest rate differential

o What level of protection is truly provided by systematic hedging?

The Euro has reached 1.15, and the Swiss franc has corrected 75% of its
sharp appreciation on 15th January 2015

With arise from 1.07 to 1.15, the Euro has appreciated nearly +7% over
the last eight months, now hitting our medium-term target. In this con-
text, it must not be forgotten that this appreciation wipes out nearly
75% of the drop posted by the Euro in 2015 (-19%), following the SNB
dropping the Euro floor. As regards the US dollar, before we go any
further, here, too, we should recall that at 0.97 Swiss francs to the US
dollar, today the latter is tfrading at the same rate as in October 2014,
just a few months before the SNB's intervention. Just over 30 months
after the SNB's strategy change, the appreciation of the Swiss franc
against the Euro and the US dollar now only stands at +4.2% and +5%
respectively.

Non-linear appreciation of the Swiss franc in the long-term

Obviously, it should not be deduced from this that exchange rate
fluctuations end up moving towards equilibrium in the long-term and
that it is pointless to try to protect oneself, whether it be systematically,
occasionally, or when an opportunity presents itself. At this juncture, it
is important o remember that since a floating exchange rate regime
was established at the start of the 1970s, the Swiss franc has appreci-
ated by around +3% per year against the US dollar, just as the dollar
has slid 4.3% to 0.97 Swiss francs to the US dollar. The Euro has also
taken the same path since it was created in 1999, losing an average
of -1.8% per year, which corresponds fo depreciation from 1.6 Swiss
francs to the Euro to 1.15 today.

Major currencies against CHF (2015-2017)
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However, it is interesting to underscore that despite the stark appreci-
ation of the Swiss franc, particularly against these two currencies, in
the long-term, the process is far from linear. This is indicated both by
levels of volafility (12% for the dollar/franc exchange rate over 46
years, and 6.2% for Euro/franc over a shorter period of 17 years), and
the way in which annual performances are distributed over the years.
The US dollar/Swiss franc exchange rate is almost equally divided be-
tween years of appreciation (48%) and depreciation (52%), whilst for
the Euro/Franc exchange rate the number of years with falls easily
wins out (70%). In the case of the US dollar, then, there is more oppor-
funity fo make a gain. This makes it possible to exploit periods of tem-
porary weakness via an appropriate strategy to manage the risks and
opportunities of exposure to foreign currencies.

Calculating the cost of currency hedging

For the US dollar and the Euro, for example, over the last 20 years, the
theoretical cost is estimated at 1.8% (excluding fransaction and man-
agement fees) for USD/CHF, and since 1999, the theoretical cost for
EUR/CHF is 1.2% (excluding transaction and management fees). Sys-
tematic hedging therefore represents a sizeable cost for the investor,
as we can see from above. Today, the cost of hedging the risk over a
year is estimated at 0.42% for the Euro (excluding fransaction and
management fees), and 2.2% for the US dollar (excluding transaction
and management fees).

There is no great secret- the cost of hedging depends on the interest
rate differential

The cost of hedging a position in currencies is relatively simple to esti-
mate, as it basically depends on known variables, such as the interest
rates of the two currencies, and the exchange rate, to which are
added transaction/management fees. Specifically, systematic hedg-
ing consists of selling one foreign currency forward, for example a
year, to reduce effective exposure to this currency for the same value
as the portfolio fo be protected.

For example, overall exposure fo assets denominated in US dollars of
40% will be reduced to 30% by selling forward 10% of the US dollars.
The exchange rate over the period, which is obtained upon sale of
the foreign currency, to reduce exposure to US dollars in our example,
is basically determined by the interest rate differential applied.
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As such, a 12-month sale of US dollars against Swiss francs will only in-
volve three key parameters- the USD/CHF spot exchange rate and the
12-month rates in US dollars and Swiss francs. The 12-month rates cur-
rently being higher in US dollars (1.7%) than Swiss francs (-0.5%), a differ-
ential of around 220 points will be used to calculate the forward value
of the exchange rate, reducing by the same amount the forward ex-
change rate obtained when applying US dollar risk hedging.

The forward (12-month) exchange rate (0.938) will therefore naturally
be lower than the spot rate (0.961), providing no speculation or fore-
casting is involved in calculating this rate. However, transaction/
management fees still need to be incorporated in order to get effec-
five net value of the forward exchange rate calculated.

What level of protection is truly provided by systematic hedging?

In the long term, the theoretical annual cost of systematic hedging
(excluding transaction/management fees) for the US dollar (1.8%) rep-
resents around two thirds of the appreciation in the currency (-3%). For
the Euro, the cost of exchange rate hedging is estimated at 1.2%/year
on average, exclusive of fees, and should be compared with average
annual depreciation of -1.8% of the Euro against the Swiss franc, giving
the same cost/depreciation ratio of around 60%. We can therefore see
that the costs of systematic currency risk hedging for these two curren-
cies are already very high, before transaction and management fees
are even added into the equation. When we fake this additional ele-
ment info account, depending on the fees applied, the impact of
hedging costs can be similar to the historical depreciation of the cur-
rency in question, and therefore has no tangible financial benefit in
terms of performance.

There is therefore no guarantee of being able to protect the local cur-
rency as expected. This is important to take info account when esti-
mating the expected benefits of a systematic currency hedging policy,
so as not to overestimate the merits and features of such an approach
on management resulfs.

As a result, analysis of opportunities presented by implementing this
type of approach should not be limited to this parameter when estalb-
lishing how effective it would be. One of the significant benefits of
managing currency risks is the decreased overall volatility of the portfo-
lio due to exchange rate fluctuations being eliminated by the policy.

Better management of currency risks reduces their inherent volafility,
and enables the budget that should have been set aside for risk to be
allocated to other assets. Investors should now take this element into
consideration, particularly when determining whether systematic cur-
rency risk management should be implemented across the board, or
whether it should be reserved for a particular asset class, for example.

Graph sources: Bloomberg/BearBull Global Investments Group
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Biofuels: Increase in crude oil prices and pick-up in exporits

to benefit US producers

o What performance for biofuel producers in 20172

o Positive prospects for crude oil prices

o US Biofuel market: confext, economic background and political will under D. Trump
o Brazil, a new market for US producers

What performance for biofuel producers in 2017?

Since the beginning of the year, companies in the biofuel sector have
risen +15.40%, i.e. a result similar to that of the MSCI World TR Index
(+16.01%). Moreover, they have clearly outperformed equities in the
energy sector, down by -1.58% over the same period. Nevertheless,
this increase includes a variety of performance depending on which
companies.

Despite the rise already recorded, we believe that companies in the
biofuel sector will benefit from a combination of favourable factors in
the remaining of 2017 and in 2018. First, on a macroeconomic level, a
possible increase in crude prices — a further increase beyond 60$ can-
not be excluded - will naturally strengthen the competitiveness of
biofuels in terms of price. Also, US ethanol producers, whom we fa-
vour, will likely benefit from a pick-up in exports to Brazil and Mexico,
although political will still remains uncertain under Trump.

Positive prospects for crude oil prices

Global demand for oil rose sharply in Q1 according fo IEA estimates.
Indeed, demand for crude increased by approximately 2.3 mbd
(+2.4%). For FY2017, the IEA has forecast an average increase of 1.6
mbd, a litftfle above their previous forecast. Demand in OECD coun-
fries has been higher than expected both in the US and Europe. The
acceleration of global economic growth in 2017 and 2018 should
strengthen this trend. In China, demand has also remained robust,
and Chinese imports are growing consistently. In emerging markets,
the economy is picking up steam as well, and demand for oil could
inftensify.

An increase in demand of approximately 2 mbd in 2018, in a contfext
where supply is assumed to remain stable, would represent 700 million
barrels fo be drawn from the OECD’s crude stocks. The latter could
thus be substantially impacted and rapidly reduced to under 4,000
mb, nearing the lows of the 1990s and below the level (4,095 mb)
prevailing when oil prices exceeded $140 per barrel.

The hypothesis that production will stabilise is perhaps slightly more
likely given the role of the US in world production. However, the more
realistic scenario is that crude exports and the available supply will
stabilise because of the determination of the main crude exporters to
rebalance the oil market. US exports still make up only a small portion
of physical crude transactions. We thus believe it is much more likely
that export levels will be controlled and reduced via more effective
management by OPEC members and Russia.

Graph sources: Bloomberg/BearBull Global Investments Group

Thus, after a period of excess supply, the market should move back
foward equilibrium in 2018, and a supply deficit favouring an increase
in energy prices should emerge. The imbalance caused by excess
demand in 2006-2007 drove crude prices from $60 to $140. Although
we do noft foresee an impact of that magnitude in the next few years,
we do believe that crude prices will benefit from positive develop-
ments over the next several quarters, which should propel them be-
yond $60/barrel.

US Biofuel market: context and economic background

Corn-based ethanol (or ‘bioethanol’) is the most largely produced
and consumed biofuel in the US, representing more than 80% of biofu-
el production. The US is also the leading producer of ethanol in the
world, concentrating over 60% of ethanol production this year. Brazil,
the second producer (sugarcane-based ethanol), provides 27% of the
world's production.

The hegemony of US production is due to the significant involvement
of the authorities in the development of biofuels with the clear aim to
reduce the country’s energy dependency. The Renewable Fuel
Standard (RFS) was thus created in the 2005 Energy Policy Act (EPAct),
and then expanded and refined in the 2007 Energy Independence
and Security Act (EISA). This programme sets out priorities in terms of
biofuels in the US, establishing minimum annual biofuel production
and consumption volumes. On a daily basis, the quota and function-
ing of the RFS are managed by the EPA, the US Environmental Protec-
tion Agency. The responsibility for achieving the programme'’s targets
lies with petrol refiners, since they are the ones who can blend up to
10%, even 15% ethanol now (subject to conditions) in the fuel that
they sell to petrol stations. Each refiner has an individual quota that
has to be met in terms of biofuel.

To monitor biofuel use and the individual quota requirements imposed
on petrol refiners, the Renewable Fuel Standard (RFS) programme has
set up what are called RINs (‘Renewable Identification Number').
Each unit of biofuel produced is given a sort of serial number that will
be transferred with the fuel once it is sold. When refiners buy biofuel
and blend it with petrol, the RINs are then separated from the fuel
and can be exchanged on the market, while the RINs of exported
biofuel are removed from the market. Refiners can then choose to
meet their individual quota requirements either by blending biofuels
into the fuel they sell or by buying back RINs from refiners who have
injected more biofuel info their blend than their quota required. That is
why it is important for ethanol to maintain competitiveness in terms of
price compared to gasoline. In the last decade, ethanol has thus long
enjoyed a better price tag compared to petrol, which justified its in-
corporation by refiners into fuel intended for mass consumption.
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Nevertheless, with the declining crude prices in 2014 and 2015, the
competitive advantage of ethanol eroded substantially fo the point of
being negotiated with a 50-cent premium on petrol prices in February
2017. Since September, the spread is again really in favor of ethanol (-7
cents at the end of September).

What political will under Donald Trump?

Since Donald Trump's election, political will remains uncertain. In our
analysis of 10/11/2016, we pointed out that in January 2016, while cam-
paigning for the primary elections and during a speech for an event
organised by the lowa Renewable Fuels Association, the future Presi-
dent underlined that federal regulators would have to increase the
quantity of ethanol blended with gasoline intended for mass consump-
tion. Moreover, Donald Trump reiterated his support for the ethanol
industry in the US, bringing forward the argument for energy indepen-
dence.

He then promised that, as President, he would promote the RFS pro-
gramme and ensure that it would not be revised downwards by the
Congress, for instance. Donald Trump has partly kept his word: The
EPA’s proposals regarding production quotas for biofuels in 2018, pu-
blished in July, are 15 billion gallons for ethanol, i.e. the same level as in
2017. If anything, a share of the market feared a reduction in quotas.
Very recently however, the U.S. Senate Committee on Environment
and Public Works elected not to consider draft legislation (S.517) that
would help expand the commercialisation of E15 fuel, which contains
15% ethanol. The question was indeed deferred until after the Congres-
s' recess in August.

The very structure of the market in the US, with a theoretical production
limit for the domestic market that depends on the authorised quantities
for the so-called ‘mass-market’ gasoline blend remains restrictive for US
producers, which is a paradox of the RFS programme.

Nevertheless, analysts are generally quite confident about the future
use of E15 fuel this year, a progression that pushes back the structural
boundary of the ethanol market from 10% to 15% of the petrol consu-
med in the country. More importantly though, and this is relatively new
on the ethanol market, US producers are now enjoying new export
markets, such as Brazil and Mexico.

Brazil, a new market for US producers

Even if global demand for ethanol weakened in 2017, US producers
might still increase their production in H2, both to cover a robust do-
mestic demand and to meet an increasing export demand. Indeed, in
view of the real’s appreciation in value since the beginning of 2016, US
ethanol has become more competitive in Brazil, which must import to
meet its mandatory targets in terms of ethanol blend. Local producers
have actually focused on the more lucrafive sugar production in the
last few months. The estimates released by F.O. Licht anficipate an
increase from 220 to 513 million litres of ethanol exported/month by the
US by the end of 2017 and an increase in Brazil's imports from 5 to 218
million litres/month, reflecting the intensified frade between the two
countries.

With the end of the PIS/COFINS tax exemption for ethanol at the begin-
ning of 2017, observers feared that ethanol consumption in Brazil would
diminish. However, the Brazilian government elected fo take a step
back on 28 July and to reduce the tax on ethanol after increasing the
tax on petrol, diesel and ethanol a week earlier, in an effort to ward off
increasing budget deficits. Since the increases announced for petrol
and diesel have been maintained, biofuels will benefit from a slight
advantage in terms of price af the pump in comparison to gasoline.

In Mexico, the authorities passed a bill at the end of June that allows
for a 10% blend of ethanol in the petrol sold in petrol stations (against
5.8% previously). The country will likely provide a potential market for US
producers, although to a lesser extent.

Graph sources: Bloomberg/BearBull Global Investments Group
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