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European political risk dominated 2017, with the German presidential and federal
elections in February and September, respectively, and the French presidential and
legislative elections in May and June, respectively. It was a year with a lot of variation
with 10-year yields in most major global government bond markets trading within a
30-40bp range. We believe risk for global yields is skewed to the upward side of the
forwards in the medium-term. We expect the main drivers to be higher global real
interest rates and an upward creep in inflation expectations.

Government bond yields finished the year higher in only
Canada and Germany, and little changed elsewhere. In
addition to political factors, there were several drivers of
the performance of global bond markets in 2017.

e First, unlike the situation in early 2016, when worries
about a slowdown persisted, global growth surprised to
the upward side. Growth was above-trend in all the major
advanced economies. The most noticeable surprise was in
the Euro Zone.

e Second, most commodity prices, especially energy
(excluding Natural Gas) and metals, enjoyed an overall
strong year, aided further by OPEC’s agreement at the
end of November to extend the oil production cuts until
the end of 2018, this time including previously exempt
Libya and Nigeria.

¢ Third, despite the stronger than widely anticipated
global growth and positive commodity price
developments, inflation remained subdued relative to
both consensus and Central Banks’ inflation forecasts.

¢ Fourth, geopolitical risks were prominent, with several
unfortunate terror attacks as well as increased tensions in
the Korean peninsula.

e Fifth, corporate high yield spreads finished the year
about 70bp tighter across the US and Europe, with Pan-
European spreads materialising bigger swings within the
year.

Yields on benchmark 10-year government bonds fell
about 10bp in all major markets in the first quarter, apart
from Germany where yields finished the quarter up 10bp.
Subsequently, yields declined over the second quarter,
before coming under upward pressure towards mid-year.
The backdrop to the earlier decline was provided by low
global inflation and evidence of a soft patch in economic
activity in the US.

Yields then increased towards the end of June when
several major central banks gave hints of a less dovish

policy stance. Yield spreads in the Euro zone periphery
narrowed after the French elections.
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Corporate bond spreads narrowed slightly over the
quarter, extending the decline since before the end of the
previous year.

Over the third quarter yields were little changed in most
of the major markets but finished the quarter about 35bp
higher in Canada and 25bp higher in Australia. Yields
started the quarter under upward pressure before mostly
declining from mid-July to early September. The main
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exception to this pattern was Canada, where yields came
under upward pressure prior to a rate hike in mid-July,
and then increased further following a second surprise
rate hike in September.

Global yields came under renewed upward pressure
around mid-September in response to robust growth
indicators and hints of less accommodative central bank
policy. US corporate spreads declined to reach new lows
for the year.

Finally, global government bonds posted mixed
performance in the fourth quarter. The dominant theme
was a further flattening of the US yield curve as the Fed
tightened for the third time of the year. Approval of the
tax reform package in the US contributed to optimism
about the global economic outlook.

We identify the following key global macro themes in the
formulation of strategy at the outset of 2018:

¢ Robust Global Growth — the major advanced economies
are growing above-trend with emerging economies
following closely behind. We identify China as the main
risk to the outlook, though economic growth has
stabilised close to 7.0%.

¢ Elimination of Spare Capacity — there is a growing
number of both developed and emerging economies
running at full employment. The Euro zone is a standout
exemption, on an aggregate level.

¢ Gradual Upturn in Global Inflation — inflation is still
running below most of the major central banks’ targets
but we anticipate a gradual increase in wages and prices
in the advanced economies. A further increase in oil prices
should also see headline inflation rates drift higher.

¢ Monetary Policy Tightening — the Fed is leading the way
in this tightening cycle, followed by Canada and the UK.
Elsewhere, in the Euro zone we expect a gradual shift
toward a less accommodative policy from the ECB. In
Japan, there is the potential of the removal of the yield
curve control. We now see a broader group of countries
likely to initiate their interest rate normalisation process
expanding in Central Eastern Europe, Emerging Asia and
Latin America.

¢ Political Disturbance — a number of political events are
likely to impact financial markets, including the
implementation of US tax reform along with other policy
initiatives, the US mid-term elections, the Italian elections
as well as a number of elections taking place across the
globe (e.g. Sweden, Malaysia, Brazil, Mexico).
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One thing also worth keeping in mind is global cyber-
attacks, which have the potential seriously to disrupt
economic activity.

Bond valuations in the major markets appear expensive,
with momentum though providing more mixed signals.

We note the following factors in forming our assessment:

¢ Real Yields — real yields in the US, Australia and Canada
have increased from 2016 lows. In the UK, Japan and
Germany though yields remain negative. Real yields in all
major bond markets, except Japan, are close to one
standard deviation below their long-term historical
average. The 5-year, 5-years’ forward (5y5y) real yield in
US treasury inflation-protected securities (TIPS) is about
0.7% - significantly below long-term trend real GDP
growth and below the end-2016 level.

¢ Breakeven Inflation — 10-year breakeven inflation rates
have recovered close to the levels of mid-2014 before the
slump in the price of oil, with the notable exception of
Japan. The 5-year, 5-years’ forward (5y5y) inflation swaps
have increased since mid-summer with the US now
yielding 2.3% (the Fed’s own measure using the
breakeven inflation rate is 2.0%), not far from the end of
2016. The Euro Zone, on the other hand, has traded
decisively higher since mid-year to 1.7%, though still
faring below the European Central Bank’s inflation target.
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¢ Yield Curve Slope — the slopes of 2s/10s curves are still
below their long-term average in all of the major markets
except the UK and Australia.

¢ Short Rate Forwards — the market is pricing US short-
term interest rates below the forward guidance path
implied by the Fed for this year onwards. Whereas
overnight indexed swaps are pricing 1.9% for end-2018
and 2.1% for long-term, the Fed indicates 2.1% and 2.8%,
respectively.
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¢ Momentum — signals have turned mildly bearish, with
the average 10-year vyield (of the major bond markets,
excluding Japan) above the 50-day moving average, which
in turn has crossed above the 200-day moving average.
The signal is also mildly bearish in the US.
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We see above-trend growth in all major regions of the
global economy. Following an extended period of upward
revisions to growth forecasts, however, it will become
increasingly difficult to surprise the consensus to the
upward side and markets may be vulnerable to
disappointments.

We believe risk for global yields is skewed to the upward
side of the forwards in the medium-term. We expect the
main drivers to be higher global real interest rates and an
upward creep in inflation expectations. Although recent
relatively benign inflation reports may continue to
distract focus away from the prospect of reduction in
central bank policy accommodation, we anticipate the
forward path of the global short rates gradually to be re-
priced higher.

Some re-building of term premiums associated with the
gradual reversal of the unconventional policy easing is
likely to underpin higher global yields.

The basic thrust of current strategy in FX and cross-
country positioning is to highlight those countries that we
believe will be in the forefront of policy tightening (with
low real rates and little if any tightening already priced in)
versus other countries experiencing still very subdued
inflationary pressures and/or with overvalued currencies.
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Disclaimer

This document represents market communication (non-independent research) it has not been prepared in accordance with legal requirements designed
to promote the independence of investment research, and that it is not subject to any prohibition on dealing ahead of the dissemination of investment

research.

Fulcrum Asset Management LLP (‘Fulcrum’), Fulcrum defines market communication as market commentary consisting of illustrative, critically
educational explanatory notes written to discuss or equally support an article or other presentation previously published. This document is also
considered to be a minor non-monetary (‘MNMB’) benefit under Directive 2014/65/EU on Markets in Financial Instruments Directive (‘MiFID II’). Fulcrum
defines MNMBs as documentation relating to a financial instrument or an investment service which is generic in nature and may be simultaneously made
available to any investment firm wishing to receive it or to the general public. The following information may have been disseminated in conferences,

seminars and other training events on the benefits and features of a specific financial instrument or an investment service provided by Fulcrum.

Any views expressed are not intended to be investment research and have not been prepared to address requirements designed to promote the
independence of investment research. Information provided does not constitute investment advice and should not be relied upon as a basis for
investment decisions, nor be considered a recommendation to purchase or sell any particular security or fund. In addition, the views expressed do not

necessarily reflect the opinions of any investment professional at Fulcrum, and may not be reflected in the strategies and products that Fulcrum offers.

This document does not represent valuation judgments with respect to any financial instrument, issuer, security or sector that may be described or
referenced herein. It is being provided merely to provide a framework to assist in the implementation of an investor’s own analysis and an investor’s

own views on the topic discussed herein.

Any views and opinions expressed are for informational and/or similarly educational purposes only and are a reflection of the author’s best judgment,
based upon information available at the time obtained from sources believed to be reliable and providing information in good faith, but no responsibility
is accepted for any errors or omissions. The information contained herein is only as current as of the date indicated, and may be superseded by
subsequent market events or for other reasons. Charts and graphs provided herein are for illustrative purposes only. The information in this document
has been developed internally and/or obtained from sources believed to be reliable; however, neither Fulcrum guarantees the accuracy, adequacy or

completeness of such information.

Nothing contained herein constitutes investment, legal, tax or other advice nor is it to be relied on in making an investment or other decision. Some

comments may be considered forward-looking statements; however, future results may vary materially.

By accepting this document, the recipient acknowledges its understanding and acceptance of the foregoing statement.

Redistribution or reproduction of this material in whole or in part is strictly prohibited without prior written permission of Fulcrum Asset Management

LLP, authorised and regulated by the Financial Conduct Authority (No: 230683) © 2018 Fulcrum Asset Management LLP. All rights reserved.
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