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The second round of the French presidential elections has led to victory for Emmanuel Macron, who
achieved more than 66% of votes. This result marks a clear watershed with traditional French politics
over the past 50 years, as it is the first time that none of the mainstream parties have had a
candidate in the second round of voting.

The En Marche (On the Move) candidate has a reformist and progressive positioning, and unlike the
scenario that could have emerged in the event of the election of an anti-establishment candidate in
favor of taking France out of the euro, this outcome should not have a major economic and financial
impact on the euro area in the short term. However, it could point to major economic initiatives
between France and Germany that would give this area fresh impetus. The result also enables
investors to focus on economic and financial fundamentals again, which have steadily been improving
since the ECB announced its bond purchase program in March 2015.

What is the immediate impact on the markets?

The clear and unquestionable victory for Emmanuel Macron, combined with a future pro-European
parliamentary majority in favor of liberal reforms, could give the French economy fresh impetus. The
question of who the next (acting or definitive) prime minister will be admittedly still lies wide open, as
does the matter of the extent of the new President’s majority, but we do not think that the answers to
these two questions will be decisive for future trends on the European equity markets. While it is
difficult to draw real projections, an OpinionWay poll from May 4 already suggested that En Marche
could achieve between 249 and 286 seats in the French parliament and just about reach the 290-seat
mark required to give the party an absolute majority, with the help of French overseas areas and
votes from French nationals living aboard. We will see what happens in June, but it is vital to be able
to rely on reformist ambitions in France, regardless of the future government composition following
the general election.

The result of the second round of voting in the presidential election was higher than the polls had
projected for Emmanuel Macron over the past two weeks, but a clear victory for the En Marche
candidate had been broadly expected by investors since the first round of voting, as reflected by the
rally of almost 8% on the CAC 40 and the narrowing of the 10-year Bund/OAT spread from 69bps to
43bps. The euro area as a whole was buoyed by this wave of optimism, as the EuroStoxx 50 had also
gained more than 7% over the period and the spread on peripheral debt (Italy, Spain, Portugal) to the
Bund also narrowed. The prospects of a victory for a reformist candidate in France also eliminated a
major source of uncertainty on the financial markets in the euro area, which had been behind the
valuation discount to the US market. The discount had admittedly partly reduced since the result of
the Italian referendum in early December 2016, from around 25% to 15%, but it still remains higher
than the historical level, and is even more significant when we consider that the upside for margins
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and earnings for European corporates is much higher than for their US counterparts. We note that the
markets in the euro area are now trading at a reasonable 15x projected 2017 earnings (7% below the
average for 2001-2006) and that European equity funds have seen net redemptions of close to $90bn
since January 2016.

The election of Emmanuel Macron was broadly expected and had only a limited impact on the
European markets on Monday morning, which is a public holiday in France, but not in most other
European countries. Investors opted to take profits after two weeks of strong rallies: three hours after
market opening, we saw a drop of 0.45% on the EuroStoxx 50, and a greater decline on the CAC 40 (-
0.9%). Banking stocks in the euro area that had surged more than 11% compared to their levels
ahead of the first round of voting for the French presidential, also consolidated (-0,8%). Meanwhile,
the 10-year OAT/Bund spread, a real litmus test for France's risk premium, stabilized at around
42,5bps, compared to a high of 79bps on February 21, but largely at a similar level to last Friday. The
euro dipped around 0.6% to the dollar to around 109.32.

What is the macro-economic impact?

We do not yet know who will achieve the parliamentary majority, but from a fundamental standpoint,
we can see that the En Marche and Les Républicains economic programs are fairly similar, even if we
base our analysis on Francois Fillon’s program.

Setting aside the scenario of an absolute majority for Emmanuel Macron’s En Marche, the other most
credible scenarios would be a relative strong majority for En Marche, an En Marche/Les Républicains
coalition or a relative or even absolute majority for Les Républicains. In this last example, Emmanuel
Macron would be forced to put up with a “cohabitation” with an opposition party, and implement an
economic program that would probably be watered down compared to Francgois Fillon’s program.
Looking at the key program points in common, Macron’s program shares with the political right an aim
to cut back tax pressure (cutting corporation tax from 33% to 25%), an intention to cut back on
inefficient public spending, a target to make the labor market more flexible and the objective to
reform social security systems. However, the Les Républicains program would be more “aggressive”
on budget cuts, but also on reducing social security contributions.

If the right wing’s program were applied as it stands, it would imply a substantial cut in public
spending (around €20bn per year, or close to one point of GDP), which could drag down growth in the
short term, while the impact would be smaller in Macron’s program (€12bn per year). Looking at
companies, the cut in corporation tax and (on the right) the planned reduction in employer social
security contributions would have a major impact on corporate earnings, of around 20% for the LR
program and 10% for EM. It is therefore reasonable to expect positive earnings upgrades for French
corporates, which should drive French stocks.

Overall, Macron’s economic program looks set to meet with a better welcome from French public
opinion than the right's program (based on Fillon’s program of course), as it does not seem to take
changes in the country’s social model as far. The elimination of 500,000 public sector jobs proposed
by Fillon during the five-year presidential term is no longer on the cards as it is too difficult to
implement. Meanwhile, for Macron, the aim is to move towards a model resembling the Northern
European approach, as aligning on these countries’ best practices could help France gain between
0.5% and 1% in GDP growth per year (see OECD report “Raising Potential Growth After Crisis”, 2011).

Heading towards a clear reduction in political risk in Europe

One of the remaining challenges for the weeks ahead is whether the new President-elect will achieve a
majority in the forthcoming general election or if the parliamentary majority resulting from the
election will require a “cohabitation” with an opposition party. Since the French President’s term was
cut from seven to five years in 2000, the French population has always afforded the incoming
President a parliamentary majority. However, we are witnessing an unprecedented situation with
Emmanuel Macron, as he did not build alliances with other parties. This situation will not make the
task at hand any easier as outgoing members of parliament from the mainstream parties (socialists
and republicans) will continue to enjoy the advantage of familiarity when up against new faces from
En Marche. The presidential election has shaken up the traditional mainstream right-left party system,
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but we can still expect a certain degree of resistance to the anti-establishment stance at the general
election, and this may lead to three or even four candidates qualifying for the second round of voting
in many areas.

However, French political risk seems clearly to be easing and investors are now set to look at other
countries, where political risks also seem to be lessening:

e In Germany, whether Angela Merkel (CDU) or Martin Schulz (SPD) wins the elections in September,
there is little room for a populist scenario in view of the relatively limited popularity of anti-European
party AfD in the polls;

e In Italy, the political situation admittedly remains problematic, as the Five-star movement still leads in
the polls, while the Democratic Party was recently hit by the recent split with its left wing. However,
the most likely scenario is that there will be no elections before February 2018 (in view of President
Mattarella’s insistence on the need for electoral reform before any election and the relatively weak
position of the Democratic Party in power). So there is therefore a very slim chance that Italian
political risk will intensify in the months ahead;

e In Greece, the agreement between the Syriza government and the IMF/European Commission/ECB
Troika on May 2 led to a pledge to reduce debt in exchange for structural reforms and reduces the risk
that Greece will make the headlines over the months ahead. We note that Macron stated that he was
willing to fight “for the restructuring of Greek debt”, i.e. debt held by supra-national bodies (private
debt was already restructured): if this move were confirmed, it would be a strong signal from
Germany that it wants to seek out solutions for the future of the euro area, marking the solidarity of
the Franco-German partnership.

Investment strategy for 2017

In our diversified portfolios’ asset allocation, we had maintained an overweight equity stance over the
past two weeks (+5% for a benchmark of 50% equities/50% FI), with a particularly offensive slant on
the euro area markets (+8% vs. a neutral position of 10%), including tactical positions offering
specific exposure to the growth recovery cycle in this area (small caps, financials, Italian market),
although we did not have a specific slant on French equities.

Our pro-cyclical tactical position on European equities is due to the fact that activity has held up at an
encouraging pace in Europe (+0.5% for GDP, as in the last quarter of 2016) while economic survey
data (PMI and European Commission) now stand well above their long-term averages. We are
convinced that the gap between soft data, which are at a high unseen since 2011 (particularly PMI
type surveys) and hard data, which is still tentative (industrial production, retail sales, etc.) will close
up via an upgrade to economic growth figures.

Our confidence is also due to a very favorable trend seen on earnings per share, which posted their
strongest round in Europe in 15 years, reflecting the synchronized upturn in the world growth cycle,
with European corporates more exposed to this trend than their US counterparts. So we can expect
growth of around 15% in EPS in the euro area this year.

So to conclude, the rally of more than 12% on the euro area markets since the start of the year, and
of 22% since the election of Donald Trump in the US, can admittedly prompt us to reduce the extent
of our plays and take some profits over the days ahead, but the fact remains that fundamental
economic data in the euro area are sound and the risk premium on the equity market in the area is
very attractive as compared to the bond market, with dividend yield of 6.6%, which is 6.2% better
than the yield on the 10-year Bund. In view of these factors, we think that upside on these markets
out to the end of the year remains significant, as the sovereign debt markets are much more
expensive than the equity markets at this stage. Asset allocation strategies should therefore continue
to overweight European equities.

Text completed on May 8 2017.
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