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The Outlook for Equity Markets

How long will it last ?

e Based on historical averages, it seems prudent to now contemplate whether the current up-cycle
in economies and equity markets is close to having run its course

e However, cycles have been lengthening for structural reasons and the majority of our economic
and monetary indicators are pointing to an economic up-cycle that will prove to be significantly

longer than the historical average...
e ...and accordingly, to a cyclical bull market in equities with still some years left to run

e Although maybe not quite as imminent as currently feared, the next major test for equity markets

will inevitably be the initiation of a new monetary tightening cycle

e History suggests that the equity market will be vulnerable to significant turbulence and correction

potential around this adjustment...

e ..and the start of the next tightening cycle could be all the more jarring for markets, given the

unprecedented nature of the unconventional monetary stimulus currently deployed...

e ...but history also shows that the underlying up-cycle in the economy and equity market can

continue as monetary policy is renormalized

e In fact, over the past three expansions, the cyclical bull market in equities outlived the entire

monetary tightening cycle
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Time Has Been Passing

Since 1933, the average duration of a US economic expansion has been about 59
months. The current expansion is now in its 48™ month and counting.

Cycle Duration Becoming Increasingly Relevant

Economy Troughs
(Recession ends)

Mar 1933
Jun 1938
Oct 1945
Oct 1949
May 1954
Apr 1958
Feb 1961
Nov 1970
Mar 1975
Jul 1980
Nov 1982
Mar 1991
Nov 2001
Jun 2009

US NBER Recessions

Economy Peaks
(Recession starts)

Aug 1929
May 1937
Feb 1945
Nov 1948
Jul 1953
Aug 1957

Apr 1960 *
Dec 1969
Nov 1973
Jan 1980
Jul 1981 **
Jul 1990
Mar 2001

Dec 2007
?

Months of Expansion
(from trough to peak)

50
80
37
45
39
24
106
36
58
12
92
120
73

Average
expansion
59.4
months

48 and counting as of June 2013

* Fed Funds Rate hikes from 0.7% in July 1958 to 4.0% in December 1960
** Fed Funds Rate hiked from 9.5% in July 1980 to 20% in December 1980
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Since the 1930’s, the US equity market has made its cyclical bull market peak about
7 months before the peak in the economy on average.

US Equities Peak 7 Months Before the Economy on Average

S&P 500 Index Peaks US Economy Peaks Equities Before/ Behind

(Monthly Data) (Recession Starts) (Months)
Sep 1929 Aug 1929 1 Behind
Feb 1937 May 1937 3 Before
Apr 1946 Feb 1945 14 Behind *
Jun 1948 Nov 1948 5 Before *
Jan 1953 Jul 1953 6 Before
Apr 1956 Aug 1957 16 Before
Jul 1959 Apr 1960 9 Before
Dec 1968 Dec 1969 12 Before
Jan 1973 Nov 1973 10 Before
Feb 1980 Jan 1980 1 Behind *
Nov 1980 Jul 1981 8 Before
Dec 1989 Jul 1990 6 Before
Aug 2000 Mar 2001 7 Before
Oct 2007 Dec 2007 2 Before

Average 7 Months Before

* Data for these periods judged to be un-representative and therefore excluded from the average
(inclusion would reduce the average to 5 months before).
Sources: NBER, Shiller

Cyclical peaks in the economy and stock market are invariably followed by
recessions and cyclical bear markets. Cyclical peaks and troughs in the US,
European and global equity markets have always been closely synchronised

Europe Turns When the US Turns

Cyclical Bull Market Highs Cyclical Bull Market Highs for

for S&P 500 Index Datastream E.U. Equities Index
April 2000 March 2000
October 2007 October 2007
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So, “on average” it seems reasonable to contemplate whether the current economic
expansion is within say 11 months of a cyclical peak that would mark the beginning
of the next recession and accordingly, whether stock markets are within say 4
months of a cyclical peak that would mark the start of the next cyclical bear market.

Cycle Duration is Clearly of Paramount Importance

The duration of the current economic expansion is already in excess of that for 6 of
the 13 expansions since 1933. Nonetheless, if it were to match the 73-month
duration of the previous expansion (Nov 2001 to Dec 2007), the current cyclical bull
market in equities might have another 18 months to run. Likewise, if it were to
match the 120-month duration of the more previous expansion (Mar 1991 to Mar
2001), the cyclical bull market might have another 65 months to run and if it were to
match the 92-month duration of the yet more previous expansion (Nov 1982 to Jul
1990), the cyclical bull market might have another 37 months left to run.

So, will the duration of the current up-cycle in economies and equity markets be
average or relatively long?

Cycles Have Been Lengthening for Structural Reasons

Of the 13 economic expansion cycles since 1933, the most recent 7 have averaged
71 months in duration, whereas the most distant 7 averaged 54 months in duration
and the two with shortest durations (24 months and 12 months respectively) were
characterised by unusually aggressive monetary tightening. Cycles have been
lengthening structurally as movement from manufacturing towards services lessens
the impact from inventory corrections. Cycles have also been lengthening
structurally as global policy (monetary, fiscal, trade, security etc) has become that bit
more coordinated and enlightened.

Economic Indicators are Consistent with a Still Immature
Expansion Cycle

Wide output gaps testify to US, European and other major economies still
functioning well below their potential levels and cyclical highs in economies and
equity markets do not come until after the output gap closes.
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Cyclical Bull Markets Don’t End until after Output Gap Closes

US Output Gap (% deviation from potential) 1970-2013

S&P 500 bull market highs
S&P 500 bear market lows

Apr

2000 \

Oct
2007

Dec
1989

Cyclical Bull Markets Don’t End until after Output Gap Closes

OECD Output Gap (% Deviation from Potential) 1970 - 2013
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High unemployment levels in the US, Europe etc are proof of these wide output

ga

ps and cyclical highs in economies and equity markets do not normally come until

unemployment rates are considerably lower than current levels.

Still
Wide

Still
Wide
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Cyclical Bull Markets Don’t End Until Unemployment Rate is
Considerably Lower

US Unemployment Rate 1970 - 2013

S&P 500 Bull Market High

still
high

0
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Private sector investment remains depressed in the US and Europe as corporations
and individuals remain in cautious mode. US total private sector investment
spending is still below the previous two cyclical peaks in real terms. Cyclical peaks
in the economy and equity market do not usually come until after private sector
investment makes a new cyclical high.
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Cyclical Bull Markets Don’t end until Real Private Investment
Spending makes a New High

US Total Gross Private Domestic Investment 1947 - 2013 (Constant 2005$Bn per Qtr)
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Spreads on corporate bond yields (over government bond vyields) have not yet
dropped to the lower levels that precede cyclical highs in the equity market.
Corporate Bond Yield Spreads Typically Rising from Lower
Levels before Equities make a Cyclical High
Moody's BAA Corporate Bond Yield Index minus US 10 year
Treasury Bond Yield
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US consumer confidence remains at historically depressed levels and more typical
of the aftermath of a previous recession than the prelude to the next recession. End
of cycle recessionary risk typically only rises after confidence has risen to and
sustained significantly higher levels than currently.

Consumer Confidence Falls from Strong Levels Before
Recessions

Conference Board US Consumer Confidence Index
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Similarly, consumer confidence is typically much higher than currently and
recovering for longer before the equity market reaches a cyclical peak
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Confidence Still too Low for a Cyclical High to be Close

160

Conference Board US Consumer Confidence Index (1969-2013)
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Monetary Conditions are also Consistent with a Still
Immature Expansion Cycle

Typically a maturing economic expansion does not give way to recession until the
yield curve (difference between ten-year and two-year government bond yields)
inverts (turns negative) under the influence of sustained central bank monetary

tightening.

Page 9



ESN

Strategy Update

Recessions Follow Yield Curve Inversion

US 10 Yr minus 2 year Treasury bond yield
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Similarly, the cyclical bull market in equities does not give way to a cyclical bear
market until after the yield curve inverts.
Steep Yield Curve Consistent with a Continuing Cyclical Bull
Market
US 10-year minus US 2-year Treasury bond yield (1977-2013)
4
Cyclical bull markets end and cyclical bear markets start after (10yr minus 2yr)
yield curve inverts below zero
3 4
2
Still
! Steep

1980

O S&P 500 cyclical bull market highs

-3
AR I P IELLL PRSPPI PF ISP IIILIPEL PO DNO

Q NN AN Q
N A R A I N A A N N I R N N N N N A AR AN

Page 10



ESN

Strategy Update

Yield curves in the US and Europe remain quite steep and the monetary tightening
cycle has not yet started, suggesting that cyclical highs in economies and equity
markets are in no way imminent.

It is inevitable that a new monetary tightening cycle will start at some point as a
positive consequence of an increasingly established and self-sustaining economic
expansion. However, the US labour market remains relatively lacklustre and the
renewed downward momentum in core inflation from historically low levels cautions
the Fed that the deflationary threat has not yet been seen off.

Record Low Core Inflation keeps Fed Wary of Lingering
Deflationary Risks

US Core PCE Inflation 1960 - 2013

In the “zero-bound” world, the Fed maintains its ability to cut the all-important real
Fed funds rate (when appropriate) by using QE to increase inflation expectations.
So recent subsidence in inflation expectations is in itself a form of unintended
monetary tightening and anticipation of imminent significant “tapering” still seems a
bit premature. In Eurozone, the prospect of monetary tightening is significantly more
remote and further easing still seems more appropriate.
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Controlling Inflation Expectations is Fed’s Weapon in a ‘Zero
Bound’ World

US 5 year "Breakeven" Inflation Expectation
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A Cyclical Bull Market Typically Outlives the Full Monetary
Tightening Cycle

When the new monetary tightening cycle does begin, this is typically consistent with
the on-going cyclical expansion in the economy and stock market still having some
years left to run. The equity market tends to be particularly vulnerable to turbulence
and correction at the start of a new tightening cycle before settling into the view that
renormalisation of monetary policy reflects a healthy renormalisation of economic
growth. Given the unprecedented nature of the unconventional monetary stimulus
currently deployed, the start of the next tightening cycle could be all the more jarring
for equity markets. However, the underlying cyclical bull market can be expected to
resume after this period of adjustment.

The most recent Fed monetary tightening cycle started in H1 2004 and the on-going
cyclical bull market in equities continued for about another three years from that
date.

A Cyclical Bull Market Usually Outlives the Monetary Tightening
Cycle
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The previous Fed tightening cycle started in early 1994 and it was over six years
later before we saw the cyclical high in the equity market.

A Cyclical Bull Market Usually Outlives the Monetary Tightening
Cycle
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The yet more previous Fed tightening cycle started in H1 1983 and it was about
seven years after that before the equity market made its cyclical high.

A Cyclical Bull Market Usually Outlives the Monetary Tightening

Cycle
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The Indications from Earnings are More Ambiguous

US earnings well above the underlying trend level look to be more consistent with a
maturing cyclical uptrend in the economy and equity market and if the recent peak in
earnings marks a cyclical peak, this would certainly not be consistent with optimism
about potential remaining duration for the cyclical bull market in equities.

US Earnings Open to Ambigious Cyclical Interpretation

S&P 500 Real Earnings & Real Trend Earnings (1980-2013)
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However, corporate profitability has for quite some years now been boosted by
structural factors related to globalisation and the pricing power of capital relative to
labour. The forces for structural mean reversion of profitability and margins still look
to be absent, although likely to be an inevitable eventual structural headwind for
equity markets over the medium to longer term. In the meantime, improving cyclical
growth in the economy can yet take earnings to new cyclical highs as top-line
revenues re-accelerate. Reassuringly, recent downward revisions to earnings
expectations were driven by disappointing top-line performance as margins held up
well.

European earnings are below the underlying trend levels and are therefore more
unambiguously consistent with a relatively immature up-cycle in the economy and
equity market.
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European Earnings still Consistent with an Immature Up-cycle

UK Real Earnings & Real Trend Earnings (1980-2013)
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European Earnings still Consistent with an Immature Up-cycle

France Real Earnings & Real Trend Earnings (1980-2013)
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European Earnings still Consistent with an Immature Up-cycle

Germany Real Earnings & Real Trend Earnings (1980-2013)
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Conclusion

Looking at historical averages, it seems prudent to now contemplate whether the
current up-cycle in economies and equity markets is close to having run its course.
However, cycles have been lengthening for structural reasons and the majority of
our economic and monetary indicators are pointing to an economic up-cycle that will
prove to be significantly longer than the historical average and accordingly, to a
cyclical bull market in equities with still some years left to run.

Although maybe not quite as imminent as currently feared, the next major test for
equity markets will inevitably be the initiation of a new monetary tightening cycle.
History suggests that the equity market will be vulnerable to significant turbulence
and correction potential around this adjustment and the start of the next tightening
cycle could be all the more jarring for markets, given the unprecedented nature of
the unconventional monetary stimulus currently deployed.

However, history also shows that the underlying up-cycle in the economy and equity
market can continue as monetary policy is renormalized. In fact, over the past three
expansions, the cyclical bull market in equities outlived the entire monetary
tightening cycle
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ESN Recommendation system

The ESN Recommendation System is Absolute. It means that each stock is rated on the
basis of a total return, measured by the upside potential (including dividends and capital
reimbursement) over a 12 month time horizon.

The ESN spectrum of recommendations (or ratings) for each stock comprises 5 categories:
Buy, Accumulate (or Add), Hold, Reduce and Sell (in short: B, A, H, R, S).

Furthermore, in specific cases and for a limited period of time, the analysts are allowed to
rate the stocks as Rating Suspended (RS) or Not Rated (NR), as explained below.

Meaning of each recommendation or rating:

e  Buy: the stock is expected to generate total return of over 20% during the next
12 months time horizon

e Accumulate: the stock is expected to generate total return of 10% to 20%
during the next 12 months time horizon

e Hold: the stock is expected to generate total return of 0% to 10% during the
next 12 months time horizon.

e Reduce: the stock is expected to generate total return of 0% to -10% during the
next 12 months time horizon

. Sell: the stock is expected to generate total return under -10% during the next
12 months time horizon

. Rating Suspended: the rating is suspended due to a capital operation (take-
over bid, SPO, ...) where the issuer of the document (a partner of ESN) or a
related party of the issuer is or could be involved or to a change of analyst
covering the stock

¢ Not Rated: there is no rating for a company being floated (IPO) by the issuer of
the document (a partner of ESN) or a related party of the issuer

ESN Ratings Breakdown

Reduce  Sell
7% 2%

Accumulate
22%

History of ESN Recommendation System

Since 18 October 2004, the Members of ESN are using an Absolute Recommendation
System (before was a Relative Rec. System) to rate any single stock under coverage.

Since 4 August 2008, the ESN Rec. System has been amended as follow.
e Time horizon changed to 12 months (it was 6 months)
e Recommendations Total Return Range changed as below:

TODAY
_ REDUCE I HOLD | AccumuLaTE
-10%%6 0% 10%06 20%%6
BEFORE
~eouce rccumoiare
-15%%6 0%6 596 152%6
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These reports have been prepared and issued by the Members of European
Securities Network LLP (‘ESN’). ESN, its Members and their affiliates (and any
director, officer or employee thereof), are neither liable for the proper and
complete transmission of these reports nor for any delay in their receipt. Any
unauthorised use, disclosure, copying, distribution, or taking of any action in
reliance on these reports is strictly prohibited. The views and expressions in the
reports are expressions of opinion and are given in good faith, but are subject
to change without notice. These reports may not be reproduced in whole or in
part or passed to third parties without permission. The information herein was
obtained from various sources. ESN, its Members and their affiliates (and any
director, officer or employee thereof) do not guarantee their accuracy or
completeness, and neither ESN, nor its Members, nor its Members’ affiliates
(nor any director, officer or employee thereof) shall be liable in respect of any
errors or omissions or for any losses or consequential losses arising from such
errors or omissions. Neither the information contained in these reports nor any
opinion expressed constitutes an offer, or an invitation to make an offer, to buy
or sell any securities or any options, futures or other derivatives related to such
securities (‘related investments’). These reports are prepared for the clients of
the Members of ESN only. They do not have regard to the specific investment
objectives, financial situation and the particular needs of any specific person
who may receive any of these reports. Investors should seek financial advice
regarding the appropriateness of investing in any securities or investment
strategies discussed or recommended in these reports and should understand
that statements regarding future prospects may not be realised. Investors
should note that income from such securities, if any, may fluctuate and that
each security’s price or value may rise or fall. Accordingly, investors may
receive back less than originally invested. Past performance is not necessarily
a guide to future performance. Foreign currency rates of exchange may
adversely affect the value, price or income of any security or related investment
mentioned in these reports. In addition, investors in securities such as ADRs,
whose value are influenced by the currency of the underlying security,
effectively assume currency risk.

ESN, its Members and their affiliates may submit a pre-publication draft
(without mentioning neither the recommendation nor the target price/fair value)
of its reports for review to the Investor Relations Department of the issuer
forming the subject of the report, solely for the purpose of correcting any
inadvertent material inaccuracies. Like all members employees, analysts
receive compensation that is impacted by overall firm profitability For further
details about the specific risks of the company and about the valuation methods
used to determine the price targets included in this report/note, please refer to
the latest relevant published research on single stock or contact the analyst
named on the front of the report/note. Research is available through your sales
representative. ESN will provide periodic updates on companies or sectors
based on company-specific developments or announcements, market
conditions or any other publicly available information. Unless agreed in writing
with an ESN Member, this research is intended solely for internal use by the
recipient. Neither this document nor any copy of it may be taken or transmitted
into Australia, Canada or Japan or distributed, directly or indirectly, in Australia,
Canada or Japan or to any resident thereof. This document is for distribution in
the U.K. Only to persons who have professional experience in matters relating
to investments and fall within article 19(5) of the financial services and markets
act 2000 (financial promotion) order 2005 (the “order”) or (i) are persons falling
within article 49(2)(a) to (d) of the order, namely high net worth companies,
unincorporated associations etc (all such persons together being referred to as
“relevant persons”). This document must not be acted on or relied upon by
persons who are not relevant persons. Any investment or investment activity to
which this document relates is available only to relevant persons and will be
engaged in only with relevant persons.

The distribution of this document in other jurisdictions or to residents of other
jurisdictions may also be restricted by law, and persons into whose possession
this document comes should inform themselves about, and observe, any such
restrictions. By accepting this report you agree to be bound by the foregoing
instructions. You shall indemnify ESN, its Members and their affiliates (and any
director, officer or employee thereof) against any damages, claims, losses, and
detriments resulting from or in connection with the unauthorized use of this
document.
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www.equinet-ag.de regulated by the BaFin - Bundesanstalt fur Finanzdienstleistungsaufsicht
www.ibg.gr regulated by the HCMC - Hellenic Capital Market Commission

www.pohjola.com regulated by the Financial Supervision Authority

www.snssecurities.nl regulated by the AFM - Autoriteit Financiéle Markten
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Members of ESN (European Securities Network LLP)

BoncéxéAkros

Gruppo Bipiemme
Banca Akros S.p.A.

Viale Eginardo, 29

20149 MILANO

Italy

Phone: +39 02 43 444 389
Fax: +39 02 43 444 302

BANK DEGROOF

Bank Degroof

Rue de I'Industrie 44
1040 Brussels

Belgium

Phone: +32 2 287 91 16
Fax: +32 2 231 09 04

bolsa
Bankia Bolsa
Serrano, 39
28001 Madrid
Spain
Phone: +34 91 436 7813
Fax: +34 91 577 3770

Caixall

Banco de Investimento

Caixa-Banco de Investimento
Rua Barata Salgueiro, 33
1269-050 Lishoa

Portugal

Phone: +351 21 389 68 00
Fax: +351 21 389 68 98

CMm=CIC Securities

CM - CIC Securities

6, avenue de Provence
75441 Paris

Cedex 09

France

Phone: +33 1 4596 7940
Fax: +33 1 4596 7748

I

equinetBank

Equinet Bank AG
Grafstrale 97

60487 Frankfurt am Main
Germany

Phone:+49 69 — 58997 — 410
Fax:+49 69 — 58997 — 299

5 INVESTMENT BANK OF GREECE

MEMBER OF LAIKI BANK CROUP

Investment Bank of Greece
24B, Kifisias Avenue

151 25 Marousi

Greece

Phone: +30 210 81 73 000
Fax: +30 210 68 96 325

Pohjola Bank plc
P.O.Box 308

FI- 00013 Pohjola
Finland

Phone: +358 10 252 011
Fax: +358 10 252 2703

SNS N 2 Securities

SNS Securities N.V.
Nieuwezijds Voorburgwal 162
P.O.Box 235

1000 AE Amsterdam

The Netherlands

Phone: +31 20 550 8500
Fax: +31 20 626 8064
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http://www.esnpartnership.eu/
http://www.esnpartnership.eu/
http://www.bancaakros.it/
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http://www.pojhola.com/
http://www.snssecurities.nl/

