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R-co Club - taking an alternative view

The summer has seen an intense period of news,

especially at the political level, which has fuelled volatility

in financial markets. In this context, Didier Bouvignies

and Ludivine de Quincerot explain the strategy implemented
through R-co Club.
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In global politics, the escalation of the Sino-
American trade war continued to raise serious
concerns among investors throughout the summer.
This was exacerbated by the rhetoric of the new
British Prime Minister Boris Johnson, increasing
the likelihood of a “no-deal Brexit”. Uncertainty
was further compounded by events in Hong Kong
and Latin America, particularly in Argentina.

On the economic front, the United States, which
had so far shown some resistance to the global
slowdown, finally published indicators pointing

to a contraction, with a Markit business confidence
index in the manufacturing sector below 50

and the start of a spill-over to the service sector.

In this turbulent environment, investors showed a
significant preference for the “safest” assets, first
and foremost government bonds, whose rates fell
sharply (by around 50 basis points for the 10-year
Bund and T-Bills), causing German 30-year bonds
to fall into negative territory and causing an inverted
US yield curve, thus increasing the probability of

a recession to around 30% according to the Fed’s
predictive model. On the other hand, gold, the
most symptomatic asset in times of stress, has
appreciated by nearly 20% and gold mines by 40%
since the beginning of the year.

The apparent resilience of equity markets over
the period conceals a strong divergence between
sectors. The most defensive sectors (healthcare,
utilities, non-durable consumer goods) saw their
valuations rise following the downward trend in
interest rates and the consistency of their results,
while others, with medium-term results that are
much more exposed to the cycle and rate levels
(industrial goods, construction, banks) or with
business models that could be called into question
in the event of a sharp economic downturn
(automotive, media), suffered seriously.

In this context, R-co Club’s performance suffered
from a positioning characterised by low bond
sensitivity. Its overexposure to peripheral bonds,
particularly Italian bonds (which had an unusual
trajectory with a 160 basis point decline over three
months), as well as exposure to Spanish bonds,
were focused on too short maturities to offset

the negative impact of its negative sensitivity to

“The escalation of the Sino-American trade
war continued to raise serious concerns
among investors throughout the summer...”
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R-co Club

R-co Club is a flexible diversified allocation
fund with no geographical constraints,
invested in equity and fixed income
products. It adopts a fundamentally
conviction-based management approach
aimed at generating medium-term
performance by harnessing risk premiums
and the appreciation potential of major
asset classes.

Stock picking within the equity category
favours stocks with attractive valuations

in relation to their profitability outlook.

The interest rate category is designed to

be diversified in the range of issuers and
flexible in terms of sensitivity and allocation.

Its management philosophy is based on
strong investment decisions, avoiding the
influence of short-term “fads”, sometimes
against the prevailing consensus.

German bonds. The overweight exposure to equities
only played a minor role, as our investments were
mainly in securities with low valuations that did not
benefit from the decline in interest rates, as was
the case for growth stocks.

Therefore, this Autumn, two questions arise

for the asset allocator. From a macroeconomic
perspective, can a recession be avoided? From a
portfolio manager point of view, which assets still
have significant profit potential at current valuation
levels?

Currently, it is very difficult to find arguments to
support the view that a global reversal can be
avoided. However, without ignoring the warning
signals outlined above, there is evidence that
suggests that it is possible, beyond the political
context (an important element), to maintain
moderate growth and, consequently, to normalise
the valuation of the various asset classes.

Firstly, let us consider the conclusions we can draw
from the movement of the yield curve. Historically,
and reliably (in 7 out of 10 instances), this inversion
has been a precursor to a recession. Nevertheless,
currently, this inversion has taken place without

a sharp rise in key rates, which have therefore

not significantly affected household repayment
capacity, corporate investment or the construction
sector... This inversion has occurred because



of the fall in long-term rates, and is therefore not

recessive in its nature, as it may have been in the
past. Also, it has not had the same impact on the
real estate sector as in previous inversions which
occurred under tighter monetary policies.

Secondly, although almost all business confidence
indices in the manufacturing sector are contracting,
the service sector is showing sustained resilience,
particularly in Europe, delaying the phenomenon
of contagion. Also, households are benefiting from
a positive purchasing power dynamic linked

to lower commodity prices, continued job creation
and higher salaries. This purchasing power has
not been exhausted and has led to an increase

in savings rates in several major countries (8.5%
of disposable income in the United States, 18%

in Germany and 14% in France), contrary to what

had been observed in previous end-of-cycle periods.

Thirdly, regarding Sino-American tensions, even if
both sides seem to be locked in on their positions,
it is important to remember that in any negotiation,
it is customary to “bare one’s teeth” before making
any concessions. Moreover, while Donald Trump
has a significant advantage thanks to a very
negative trade balance with China, the Chinese
have the advantage of time, thanks to Xi Jinping’s
“lifetime” mandate, while the current American
President will start his re-election campaign

in 2020.
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Finally, the highly accommodating policy of Central
Banks inevitably reduces the cost of debt, both for
households and governments. Public expenditure
is already making a positive contribution to growth,
a situation that is tending to increase in favour

of negative rates, prompting a reconsideration

of Maastricht criteria. Thus, Germany, which is
currently facing a technical recession largely due
to its exposure to the dynamics of world trade

and the difficulties faced by the automotive sector,
might consider introducing stimulus measures.

In this environment, finding the right assets is a
complex exercise. Traditionally, in periods of yield
curve inversion, bonds have the greatest potential,
as the examples in 2007, 2001 and 1993
demonstrate. However, for the time being, German
bonds have a nominal rate of -0.7% and a real rate
of -1.6%, compared to a nominal rate of around
4.5% in 2007 and 5% in 2001.

“Households are benefiting from

a positive purchasing power dynamic

linked to lower commodity prices,

continued job creation and higher salaries...”
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In the equity markets, risk premia have been
boosted by a decline in interest rates and an excess
dividend yield compared to the yield on 10-year
German bonds, which is approaching 4.5%. This
trend is even more obvious in the equity markets,
where companies offer dividend yields of more
than 7%, but nevertheless have relatively low
visibility on their recurrence, due either to their high
exposure to the cycle or to uncertainties about

the sustainability of their business models.

While investors must generally be cautious when
faced with significant flow movements, , since the
beginning of the year, bond funds and ETFs have
raised USD 330 billion worldwide while equity funds
have had an outflow of USD 200 billion over the
same period, even though 30% of global debt

and 60% of eurozone debt is at negative rates.

In times of high uncertainty, it is always tempting

to reduce exposure. However, this would overlook
the fact that during the current cycle there have
been many phases of uncertainty, and panic-selling
has generally proved quite costly. Once again, even
if recent data has strengthened the argument for

a likely recession, let us remember that in recent
years, and particularly in 2016, the end of this

(1) Source: Bank of America Merrill Lynch, data as of 29/08/2019

global growth cycle that began in 2009 has been
predicted on many occasions. Therefore, to us,

it seems premature to adopt a more defensive
strategy, which, given the current valuation

of all assets, would amount to increasing the share
of money-market instruments in the portfolio.

Although, unlike bonds, money-market instruments
do not carry any downside risk if the scenario
improves, they are set back by a negative current
yield and are confronted with a comparison with
European equities, whose 13x PER allows a
dividend of nearly 4% (taking into account share
buybacks) without excessive distribution in addition
to a strong potential in a context where fears would
be allayed. Let us also bear in mind that European
equity markets have practically stagnated in the last
four years, despite the observed growth, the fall in
the unemployment and the reductions in key rates.

“To us, it seems premature
to adopt a more defensive strategy...”
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In conclusion, these arguments, which certainly
contradict the prevailing pessimism, suggest that
the particularly high valuation of bond-related
assets, and low valuation of stocks affected

by the current concerns and falling interest rates,
are proving to be effective in a scenario of easing
fears around the Sino-American trade dispute,
fiscal stimulus initiatives, and, more generally,

in a context where consumers have the ability

to restore the morale of industry.

With its high equity exposure and low sensitivity

to interest rate risk, R-co Club, both within its bond
and equity portfolios, is adopting an alternative view
whereby the worst would be avoided, as opposed

to a majority view that has seemingly already
resigned itself to the idea that rates will not rise
again. As a reminder, between June 2016

and March 2017, they rose by 50 basis points

and stocks with modest valuations rose by 26%

in six months.

Within the equity category we prioritise European
assets by recommending a selection of large-cap
stocks with low-cost valuations. These valuations

“We prioritise European assets by
recommending a selection of large-cap
stocks with low-cost valuations...”

seem attractive to us, both historically and relative
to other asset classes, especially in an environment
where there are no longer any real safe haven
investments.

However, given the advancement in the economic
cycle, the new holdings we included in the portfolio
in 2019, while retaining a significant restructuring
potential, are less exposed to the economic cycle
than those we invested in between 2012 and 2017.
Indeed, the improvement in their results

will result more from the change in their competitive
positioning and better operational efficiency

than from the acceleration of the growth of their
end markets. m

Completed writing on 2 September 2019
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1-year

Performance 2019 2018 2017 2016 2014 5years .
volatility

R-co Club 4.0% -127% 10.3% -0.6% 8.1% 2.6% 7.4% 11.9%

40% Euro EMTS Global + 30% Euro Stoxx ®

Dividendes Réinvestis © + 20% MSCI Daily Total Return 12.8% -4.1% 5.3% 5.1% 6.2% 10.8% 30.5% 7.2%

Net World Ex EMU $ converti en € + 10% EONIA

Source: Rothschild & Co Asset Management Europe, 30/08/2019
The figures quoted relate to previous years, past performance is not a reliable indicator of future results.

The risk level of this UCITS is 5 (volatility
between 10% and 15%) and mainly reflects
a discretionary management policy on
the equity and fixed income markets.
The historical data used to calculate this
synthetic indicator may not be a reliable
indication of the future risk profile of the
UCITS. The risk category associated with the
UCITS is not guaranteed and may change
over time, both upwards and downwards.

Don’t take any
unnecessary risks.

Lower risk

Higher risk

Typically lower rewards Typically higher rewards

[1]2]s]4[s]e]7
the Key Investor
Information Document.

Recommended investement period: 5 years

The lowest category is not necessarily risk-
free. The UCITS is not capital guaranteed.
Other important risk factors not adequately
taken into account by the indicator: credit
risk, liquidity risk, impact of techniques such
as derivatives. The occurrence of any of these
risks may result in a decrease in the net asset
value of the UCI. For more information on the
risk profile and its main contributors, please
refer to the prospectus

Disclaimer

The comments and analyses in this document are provided purely for information purposes and do not constitute any investment recommendation or advice. Rothschild & Co Asset
Management Europe cannot be held responsible for any decisions taken on the basis of the elements contained in this document or inspired by them (total or partial reproduction is
prohibited without prior agreement of Rothschild & Co Asset Management Europe). Insofar that external data is used to establish terms of this document, these data are from reliable
sources but whose accuracy or completeness is not guaranteed. Rothschild & Co Asset Management Europe has not independently verified the information contained in this document
and cannot be held responsible for any errors, omissions or interpretations of the information contained in this document. This analysis is only valid at the time of writing of this report.

Due to the subjective nature of these analysis and opinions, these data, projections, forecasts, anticipations, hypotheses and/or opinions are not necessarily used or followed by
Rothschild & Co Asset Management Europe management teams who may act based on their own opinions and as independent departments within the Company. Some forward-looking
statements are based on certain assumptions that may be likely differ partially or fully from reality. Any hypothetical estimate is inherently speculative, and it is conceivable that some, if
not all, assumptions about these hypothetical illustrations do not materialise or differ significantly from the current determinations. Rothschild & Co Asset Management Europe cannot be
held liable for the information contained in this document and in particular for any decision taken on the basis of this information.

The Undertaking(s) for Collective Investment (UCI) presented above is (are) organised according to French law and regulated by the French financial markets authority (AMF). As the
UCIs may be registered abroad for their active marketing, it is up to each investor to ensure the jurisdictions in which the UCIs are actually registered. For each jurisdiction concerned,
investors are urged to refer to the characteristics specific to each country, indicated in the “administrative characteristics” section. The issuer of this document is Rothschild & Co
Asset Management Europe, which is an investment management company authorised and regulated by the French Financial Markets Authority (www.amf-france.org) under number
GP-17000014. The presented information is not intended to be disseminated and does not in any case constitute an invitation for US persons or their agents. The units or shares of
the UCls presented in this document are not and will not be registered in the United States pursuant to the US Securities Act of 1933, as amended (hereinafter the “Securities Act”), or
admitted under any law of the United States. The units or shares of the said UCIs must not be offered or sold in or transferred to the United States, including its territories and possessions,
or directly or indirectly benefit a “US Person”, within the meaning of Regulation S of the Securities Act, and equivalent persons, as referred to in the US “HIRE” Act of 18 March 2010 and
in the FATCA provisions. The information contained in this document does not constitute investment advice, an investment recommendation, or tax advice. The information does not
presume the suitability of the presented UCIs for the needs, profile, and experience of each individual investor. In case of doubts as to the presented information or the suitability of the
UCls as to the personal needs, and before any decision to invest, we recommend that you contact your financial or tax advisor. Investment in units or shares of any UCl is not risk-free.
Before any subscription in an UCI, please read the prospectus carefully, especially its section relating to risks, and the key investor information document (KIID). The net asset value (NAV)/
net inventory value (NIV) is available at www.am.eu.rothschildandco.com.

Please note that the past performance of UCIs presented in this document is not a guarantee of future performance and may be misleading. Performance is not constant over time. The
value of the investments and the income derived therefrom may vary up or down and is not guaranteed. It is therefore possible that you will not recover the amount originally invested.
Variations in exchange rates may increase or decrease the value of the investments and the income derived therefrom, if the reference currency of the UCI is different from the currency
of your country of residence. UCIs whose investment policy especially targets specialised markets or sectors (like emerging markets) are generally more volatile than more general and
balanced funds. For a volatile UCI, the fluctuations can be particularly significant, and the value of the investment may therefore drop sharply and significantly. The presented performance
figures do not take int.

Rothschild & Co Asset Management Europe - 29 avenue de Messine - 75008 Paris — Société de gestion agréée par ’AMF n°GP-17000014

About the Asset Management'’s division of Rothschild & Co

As the Asset Management’s division of Rothschild & Co, we deliver bespoke investment solutions and advisory services to institutional clients, financial intermediaries and third-party
distributors. We aim to develop complementary expertise in active high-conviction management and open architecture investment solutions. Based in Paris with offices in 10 European
countries, Asset Management's division of Rothschild & Co has around 170 employees and over 21 billion euros under management. For more information: www.am.eu.rothschildandco.co
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