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Beware The Writings on the Wall!! What Writings?? Which Wall??

Fadi Nasser - Deputy Chief Investment & Treasury Officer

Earlier this year (first half of Jan. 2018 to be precise), strategists at JPMorgan released a note that strongly suggested
US long term yields would be held down by economic fundamentals that “dictate a slower and shallower path” for Fed
tightening, and by a term premium that “is more negative in the 10-year sector than at the front end”. Back then 10-year
UST rates were hovering in a tight 2.45% - 2.50% range, having ended 2017 at 2.40%. The rest is history!! Fourteen
weeks later - and despite a pick-up in market volatility, wide swings in equity prices, fears of US government shutdowns
(narrowly averted), mounting trade frictions between the US and its major economic partners, a widening FRA-OIS
spread (that negatively impacts current supportive financial conditions) & surreal presidential tweets - the 10-year U.S.
Treasury yield rose above 3.00% for the first time since January 2014, breaking out of a months-long trading range
amid an onslaught of supply and a Federal Reserve intent on further boosting short-term interest rates. “It's a big
psychological level that has held for quite some time and is a level that global investors are focusing on for direction,”
Justin Lederer, an interest-rate strategist at Cantor Fitzgerald, said before the level was breached. “Once the dust
settles, do we hold above that level and continue to head higher in rates, or does the market hold in?”. Guru bond
investors Jeffrey Gundlach at Double Line Capital and Scott Minerd at Guggenheim Partners have previously
highlighted the 3% 10-year yield as a critical level for the bond market, one that was only exceeded briefly in 2013 and
January 2014, toward the end of the bond-market wipe out — also known as the “taper tantrum” (i.e. the announcement
of the beginning of the end for quantitative easing in the US in late 2013). As a reminder, the yield rose as high as
2.95% earlier in February, before retreating into a lower range (2.73% - 2.90%) for the past two months. But the
prospect of a deluge of new government debt finally weighed on the $14.9 trillion Treasuries market, and the rate
climbed as high as 3.03% on Wednesday (before retreating back down to 2.98% this morning).

In its daily “Ahead of the Curve” piece released yesterday morning (entitled “Beware the Writing on the Wall!”), the
Rates & Credit research team at Commerzbank argued that the US curve is dangerously close to sending a signal that
has reliably predicted recessions for more than half a century (i.e. flat to inverted yield curve), and the Euro area leading
indicators are now pointing downwards. The note went on to state that this development could become grave for the US
and fatal for the Euro area! With a recent warning by the International Monetary Fund (“IMF”) - that global debt has
reached record levels and that the seeds of the world economy’s demise may have already been planted - also fresh in
traders’ mind, it was only a matter of time before a market influencer jumps in to remind investors that things remain
under control and more importantly that the rate tide hasn’t shifted upwards - at least not yet!

European central Bank (“ECB”) President Mario Draghi — master at communication (I personally give him an A+ just for
his sexy ltalian accent!©) and keeping the ECB committee in tune with his leadership — acknowledged yesterday a
“moderation” in the pace of the Eurozone recovery, but signalled no change in monetary policy. Speaking on Thursday
afternoon after a meeting of the ECB’s governing council that kept in place the Bank’s promise to maintain its asset
purchase programme at least until the end of September (another “QE Infinity” pledge, with more than € 2.3 trillion in
asset purchases since mid-2015 [billions, trillions...who is counting really?!], and ftrillions of Euro debt in negative-
yielding territory), Mr. Draghi said there had been “a loss of momentum that is pretty broad based across countries and
all sectors”. But he added that his overall assessment was one of “caution tempered by an unchanged confidence” of
moving towards the ECB’s inflation target of just below 2%.

I



G l B » Weekly Market Summary

Analysts said that Mr Draghi’'s guarded language suggested that the ECB may wait until July - a month later than
previously expected - to provide the markets with updated “forward guidance” on its plans to phase out the crisis-era
stimulus. “Better safe than sorry was the motto of the day,” said Dirk Schumacher, economist at Natixis, a bank. The
ECB president also added that “some normalisation was expected” after several quarters of above-average growth, and
that temporary factors - including cold weather, strikes and the timing of Easter - might have played a role. But he
cautioned that some indicators could suggest “a more durable softening in demand”. “The risks surrounding the euro
area growth outlook remain broadly balanced,” Mr Draghi noted. “However, risks related to global factors, including the
threat of increased protectionism, have become more prominent.” In a formal statement that was word for word the
same as its March communique, the Bank’s governing council also reiterated it would keep interest rates at record lows
“well past” the end of the quantitative easing programme. The ECB’s benchmark main refinancing rate is zero, while
there is a negative interest rate of -0.4% on a portion of lenders’ deposits held at central banks. The Eurozone’s central
banks are set to reveal new forecasts for economic growth and inflation at the governing council’s next meeting in June.

For those analysts who speculated that maybe — just maybe — the ECB could surprise on the hawkish side and sound
more optimistic on its outlook for future growth and inflation in the Eurozone (especially in the context of a weakening
Euro in past days, and fast-rising commodity prices in past months), the ECB decision came surely as a total
disappointment! Draghi’s key message was that the ECB has to stay prudent, persistent and patient while euro-area
inflation remains subdued. The central bank’s own forecasts do not see consumer-price growth returning to the goal of
just-under 2% until at least mid-2019 (the ECB will be revealing new forecasts for economic growth and inflation at its
governing council’'s next meeting on June 14””). As a result, market reaction was very orderly and even cheerful:
Traders piled into European government bonds and stocks (the beauty of excess liquidity!) and sent the euro markedly
lower (last at $1.2085, down from a high of $1.2410 just 10 days back!). German 10-year bund yields sold-off sharply,
and were last sitting at 0.56% (again surreal, especially taking into consideration German’s annual inflation @ +1.6%
and annual growth running above 2.3%!).

With US budget deficits expected to balloon over the coming years (implying a Debt/GDP ratio that will soon surpass
the 100% mark and continue grinding higher towards infinity ©), the US Federal Reserve pledging to start trimming its
“beautiful” (if you ask Trump!) and enormous balance sheet (currently at $4.5 trillion, versus roughly $ 800 billion before
the start of the financial crisis in 2008) and policy makers showing no signs of slowing their tightening ( 2 or 3 more rate
rises expected for 2018, with the next hike most likely coming at the June 13" FOMC meeting), US rates are surely still
headed higher. Sooner or later (most likely sooner!), inflation will show its ugly head in Europe - and European yields
would then have no choice but to follow their US counterparts higher(worth noting that the 10-year U.S. yield advantage
over Germany — currently at 240 bps - has reached the highest since the fall of the Berlin Wall in 1989!).

Until that materializes, central bankers might want to enjoy whatever credibility, confidence and magic they still do bring
to markets!!
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Disclaimer

It is important that you only use this report if you are the intended recipient of this report and you have satisfied yourself that
you are eligible to receive such information. This report is provided to you because you are one of our esteemed customers and have
previously shown interest in receiving the type of information contained in this report.

The Treasury and Investment Management department of Gulf International Bank B.S.C. ("GIB") have compiled the information in this
report. GIB is incorporated in the Kingdom of Bahrain and is licensed by the Central Bank of Bahrain (the "CBB") as a conventional
wholesale bank. GIB's head office is located at Al-Dowali Building, P.O. Box 1017, 3 Palace Avenue, Manama, Kingdom of Bahrain.

This report is intended for the accredited investors, as defined in the Investment Business Code of Conduct published by the CBB.
This information has not been reviewed by the CBB or any other regulatory authority in any jurisdiction and neither CBB nor any
other regulatory takes any responsibility for the correctness or accuracy for the information contained in this report.

The information contained herein is not directed at or intended for use by any person resident or located in any jurisdiction where
(1) the distribution of such information is contrary to the laws of such jurisdiction or (2) such distribution is prohibited without
obtaining the necessary licenses or authorizations by the relevant branch, subsidiary or affiliate office of GIB and such licenses
or authorizations have not been obtained. The recipient of such information is responsible for ensuring that this information has
not been received by it in breach of laws and regulations of any jurisdiction.

This report contains publicly available information only, which has only been complied by GIB. The information provided herein is on
"as is" and "as available" basis and without representation or warranty of any kind. GIB hereby disclaims any representation or
warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability, fitness for any particular purpose or
non-infringement of any of such information. In no event shall GIB or its subsidiaries, affiliates, shareholders or their
directors, officers, employees, independent contractors, agents and representatives (collectively, "GIB Representatives") be liable
(1) for any inaccuracy, delay, loss of data, interruption in service, error or omission or for any damages resulting there from, or
(2) for any direct, indirect, incidental, special, compensatory or consequential damages arising from any use of information or
arising from any error (negligent or otherwise) or other circumstance or contingency within or outside the control of GIB or any GIB
Representative, in connection with or related to obtaining, collecting, compiling, analyzing, interpreting, communicating,
publishing or delivering any such information. The information here is, and must be construed solely as, compilation of information
(unless expressly stated otherwise) and not statements of fact as to credit worthiness or recommendations or opinions of GIB.

This report does not provide individually tailored investment advice. Any materials contained herein have no regard to the specific
investment objectives, financial situation or particular needs of any specific recipient. The document is provided for information
purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.
GIB makes every effort to use reliable, comprehensive information, but we do not represent that it 1is accurate or complete. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
materials, nor are they a complete statement of the securities, markets or developments referred to herein. Recipients should not
regard the materials as a substitute for the exercise of their own judgement. Any opinions are subject to change without notice and
may differ or be contrary to opinions expressed by other business areas or groups of GIB as a result of using different assumptions
and criteria. GIB is not under any obligation to update or keep current the information contained herein.

The value of, and income from, your investments may vary because of changes in interest rates or foreign exchange rates, securities
prices or market indexes, operational or financial conditions of companies or other factors. Past performance is not necessarily a
guide to future performance. Estimates of future performance are based on assumptions that may not be realised.

The information contained in this report is just for informational purposes. Information does not constitute a solicitation, an
offer, or a recommendation to buy or sell any investment instruments, to effect any transactions, or to conclude any legal act of
any kind whatsoever. GIB does not intend to provide investment, legal or tax advice through this report and does not represent that
any securities or services discussed are suitable for any investor. When making a decision about your investments and business, you
should seek the advice of professional advisors.

The report may contain statements that constitute "forward looking statements". While these forward looking statements may
represent GIB’s judgment and future expectations, a number of risks, uncertainties and other important factors could cause actual
developments and results to differ materially from GIB’s expectations. GIB is under no obligation to (and expressly disclaims any

such obligation to) update or alter its forward-looking statements whether as a result of new information, future events, or
otherwise. The historical information is provided for information purposes only. Performance figures are calculated before tax (if
any) and after deducting ongoing fees and expenses. The performance figures are historical and past performance is not necessarily
an indication of future results. Certain amounts (including %ages) included in this document may have been subject to rounding
adjustments. Accordingly, figures may not be an exact arithmetic aggregation of the figures to which they relate. The values and
forecasts shown represent our current indicative valuations and forecasts of the relevant transactions, currencies, interest rates,
commodities or securities as at the date shown. Any value or forecast shown herein is not an indicative price quotation. We
expressly disclaim any responsibility for the accuracy of the values or forecasts shown, any errors or omissions in the report

With the exception of information regarding GIB and save as otherwise specifically indicated, the information set out in this report
is based on public information. We have, where possible, indicated the primary source of information. We strongly recommend the
recipients consult the primary source of information. Facts and views in this report have not been reviewed by, and may not reflect
information known to, professionals in other GIB business areas.

This Report, and the information contained herein (save to the extent that such information is publicly available) is confidential
and may not be disclosed by you to any other person outside of your organization without our consent.

GIB retains all right, title and interest (including copyrights, trademarks, patents, as well as any other intellectual property or
other right) in all information and content (including all text, data, graphics and logos) in this document. All recipients must
not, without limitation, modify, copy, transmit, distribute, display, perform, reproduce, publish, license, frame, create derivative
works from, transfer or otherwise use in any other way for commercial or public purposes in whole or in part any information, text,
graphics, images from this document (excluding publicly available information) without the prior written permission of GIB.



