Friday Morning Coffee
Nr. 2 — Short Bonds Or Go Long

European Value Equities?
As an investor, you must be wondering right now if it is this still a good time to be long bonds.
Interest rates have started to move up as the market is building in higher inflation expectations.
The equity nerds we are would have expected the yield curve to steepen in the way we learned at
business school. However, this did not happen and we are scratching our heads as the difference
between the US 10-year and the 2-year bond yield, a good measure of the steepness of the yield
curve, is at low last seen before the 2007-2009 recession.

On the other hand, the inflation-linked bonds, the so-called TIPS, are sending the opposite signal
as they started to move upwards with higher inflation expectations. From our humble perspective, we suspect that the bond market has not fully adapted yet to the new reality and long-term
interest rates will continue to move upwards. So, to us, buying bonds with longer maturities, in
effect taking duration risk, does not appear a profitable strategy.

And what about taking credit risk by buying corporate bonds? Unfortunately, the spreads of high
yield bonds have been coming down continuously over the last years and are at record lows. Just
have a look at the CDS spreads of investment grade European corporates.
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One conclusion from the above would be to go short bonds altogether. In theory, this should be a
winning strategy. It is however, from our point of view, extremely difficult to put it into practice.
In essence, to successfully implement a short strategy, having the right timing is essential. If
you assess wrongly the timing of increasing rates, you could lose big time before being proven
right.
This is why Keynes famously said "Markets can stay irrational longer than you can stay solvent".
The following note gives the opinion of the Investment team at the time of the publication. Please refer to important notice at the end of the document.
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Fortunately enough, we may have an alternative for you: instead of shorting bonds, you can go
long European value stocks.

Indeed, history has shown
that
European
value
stocks have a strong tendency
to
outperform
growth stocks when bond
yields are going up as
this graph illustrated very
convincingly.

MSCI Europe Value vs. Growth (Net TR) and US bond yields
(29/12/2006-14/03/2018)
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The reason of this correlation is rather simple. The value of a stock is the present value of the
cash flows (or dividends) its underlying business is able to generate going forward. A so-called
growth stock has a longer duration than a value stock. Indeed, a lowly valued company is expected to generate strong cash flows in the near future and not, as its growth peers, in a distant
future when its growth prospects materialize. In rising rates, the present value of the income
stream of the near future, i.e. value stocks, appreciate in value relative to those in the distant
future, i.e. growth stocks. In other words, Value as an investment style starts to outperform
Growth.
After another year of underperformance in 2017, since the beginning of the year, value has performed in Europe broadly in line with growth. We are not trying to call a false dawn here, but expect value to make a comeback soon if yields continue to move upwards.

I wish you a good weekend,

Léon Kirch, CFA

Partner & Chief Investment Officer

March 16th, 2018

Important notice
European Capital Partners (Luxembourg) SA ("ECP") is responsible for the publication of this promotional document. ECP is an asset management company based in Luxembourg, registered at JF Kennedy avenue 35a, L-1855 Luxembourg (RCS Luxembourg, B 134.746) authorized as an Alternative Investment Fund Manager ("AIFM") of the Luxembourg law of 12 July 2013 and supervised by the Commission de
Surveillance du Secteur Financier (CSSF).
This document is published for information purposes only and gives the opinion of the Investment team at the time of the publication. It
does not constitute an offer to buy or sell financial instruments or investment advice and does not confirm any transaction unless expressly agreed otherwise. Although ECP carefully selects the data and sources used, errors or omissions cannot be excluded a priori. ECP
cannot be held liable for any direct or indirect damage resulting from the use of this document. The intellectual property rights of ECP
must be respected at all times; The contents of this document may not be reproduced without prior written consent
Any investment involves risks, such as the risk of loss of initial capital. Please read the Prospectus of Selected Funds, the ir Key Investor
Information Documents (KIIDs) and financial reports before making an investment decision to understand their specific risks, costs and
conditions. Those documents are available on www.ecp.lu.
Past performance does not guarantee future performance. Please refer to an independent tax advisor for country tax information that can
change at any time and analyze the tax impacts of any investment on your personal situation.
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