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After two years of positive performance across the board, with almost no asset class
in negative territory, 2018 is marking a change of direction, with an unprecedented
percentage of asset classes in red. This may cause a sense of uncertainty among
investors facing uncharted waters ahead. The challenge has been even bigger for
European investors still living in a zero-rate era, facing an environment of no returns
on the bond side and losses across all risk assets, exacerbated by idyosincratic stories
such as the Italian budget confrontation and by the still uncertain Brexit scenario.

To navigate this market phase, we must recognise that investor sentiment, more than
fundamentals and instrinsic value, is driving markets today. In fact, on one side the
economy remains resilient, but after a very long expansion, the feeling that the music
is changing and we may be heading towards a recession in the next couple of years,
is gaining ground. The economic slowdown is occuring at diverging rates and at a
time of profound transformation in global trade dynamics. This, compounded with the
geopolitical tensions and the fact that the earnings peak is behind us, is increasing the
risk that an already very long cycle may be nearing its end.

We don’t buy the view that the cycle is over yet, though risks are certainly tilted on the
downside. In our view, instead, in an era of the dominance of politics, where sentiment
can move fast, some of the recent market moves have the features of an overshoot on
the downside that can offer opportunities for long-term risk-taking, bearing in mind
that short term volatiiliy will persist. This caveat is key, especially at this stage of the
cycle and with still high political uncertainty.

The big question is, therefore, if it is time or not to increase risk allocation and how. We
call for starting the year with a defensive stance on the core allocation, with a focus
on quality, value and liquidity and adding risks throughout the year in oversold assets
that may offer compelling long-term risk-adjusted returns, while keeping a strong
focus on sustainability of debt and earnings growth. In this respect, the areas where
we see most opportunities to be played in 2019 are Emerging Markets (both bonds and
equities) as we approach a possible pause in the Fed hiking cycle that could benefit
these investments and European equities, once some political risks will diminish after
EU elections.

Patient and selective investors, able to look beyond short term noise and accept the
higher volatility of a late cycle featuring rising political risks, will be able to navigate
these uncertain waters. Asset managers, on their side, should answer these challenging
times by launching innovative solutions to help enhance risk-adjusted returns, manage
behavioural risks and increase the likelyhood that investors will reach their goals.
Alignment of goals, investment horizons and risk tolerance (keeping in mind that
today’s environment may require some additional risk taking) will be the compass to
navigate with success this new market phase.

Pascal Blanqué Vincent Mortier
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GLOBAL MACRO OUTLOOK

Economic Slowdown at Diverging Rates

Regional disparity set to increase:

UK: growth
rebound, Brexit
getting closer

Eurozone: still
growing, in a difficult
political context

US: expansion
continues, but
will decelerate

Global themes to watch:
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MULTISPEED DIMINISHING
DECELERATION, CENTRAL BANK
BUT NO DRAMA LIQUIDITY

.

Downside risks prevail
in the short term
but looking ahead
to the medium term,
we expect more
desynchronised cycles.

.

Uncertainty regarding
Central Banks’ actions
will increase as the cycle
matures. As US growth
decelerates, the Fed will
likely stop hiking rates.

EM

Japan: expanding at
near potential pace

DOMINANCE OF
POLITICS

.

Protectionism, European
parliamentary elections
and Brexit will be key
elements to watch,
keeping volatility
high and calling for
risk premiums.

Amundi’s
GDP Growth
Forecasts
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LONG-TERM RISKS:
GLOBAL TRADE,
DEBT, CLIMATE
CHANGE

.

Some challenges have to
be monitored in the long
term: retreat of global
trade, high/growing
debt levels, climate
change risk.

the views expressed regarding market and economic trends are those of the author and not necessarily Amundi, and are subject to change at any time. These views should not be relied upon as
investment advice, as securities recommendations, or as an indication of trading on behalf of any Amundi product. There is no guarantee that market forecasts discussed will be realised or that these trends will continue.
These views are subject to change at any time based on market and other conditions and there can be no assurances that countries, markets or sectors will perform as expected. Investments involve certain risks,
including political and currency risks. Investment return and principal value may go down as well as up and could result in the loss of all capital invested. This material does not constitute an offer to buy or a solicitation
to sell any units of any investment fund or any service. Amundi is a trading name of the Amundi Asset Management S.A. group of companies. Unless otherwise stated, all information contained in this document is

from Amundi Asset Management and is as of 27 December 2018.
Amundi Research. Forecasts at 27 December 2018.
02 January 2019.

(laudia Bertino and Laura Fiorot, Amundi Investment Insights Unit.
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FOUR THEMES FOR

INVESTING IN A LATE CYCLE

EQUITY RESILIENCE IN FOCUS

Play rotations of themes with a selective
approach amid rising volatility

3
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2019

BONDS BACK TO THE CORE

Add quality and flexibility in bonds to face
high debt and lower liquidity

o,

A still constructive earnings outlook should support equity
markets’ appeal, based on a rotation of themes. Selection, with a
focus on quality, valuation and ESG factors across the board will
be key to navigate uncertain markets.

Rotation towards value

With the Federal Reserve approaching a pause in the hiking cycle,
most of the rate rises are behind us. Bonds are going to be back
in focus but flexibility will remain key. In credit, lower liquidity
provision from central banks globally and still high levels of debt,
will call for the selection of quality bonds.

US Corporate debt at historical highs
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SEEK ENTRY POINTS FOR THE
LONG TERM

Get ready for selected opportunities coming
from market dislocations
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DIVERIFY, DIFFERENTLY

Enhance diversification to address lower risk
adjusted returns

€3

Moving forward, investors should seek entry points to benefit
from recent price dislocations. One area is Europe, once the
political risk diminishes. Emerging markets (EM bonds in
particular) could be another bright spot, as the threat from rising
interest rates and a strong dollar are likely to dissipate.

EM Bond Yields vs subsequent 5 year returns
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Index Yield to maturity
Past performance is no guarantee of future results.

With lower expected returns ahead and high economic and
political uncertainty, capital preservation will be key, as well as
exploring new frontiers to increase return potential. For investors,
it is time to embrace innovative investment solutions, going
beyond traditional boundaries (liquid/illiquid, active/passive....).

Increase return
potential

Focus on downside
mitigation

Solutions across
liquid and illiquid
assets, factor
investing, real
assets.

Unconstrained
and absolute
return approaches
with strong risk
management.

Irce: Amundi Research. Data as of 27 December 2018. In chart 1, lines represent the ratio between MSCl value and MSCI growth index performance by region, rebased at 100 at 30 Dec 2016. When the line trends
higher it means that value over performs growth. Chart 2 shows the ratio between the US corporate debt outstanding and US GDP. In Chart 3 dots represent monthly data points since Dec 1997 (earliest available)
to Nov 2018 yield to maturity and subsequent 5-year annualised returns for the index JPMorgan EMBI Global Diversified (EM sovereign debt in USD).

Notes: The MSCl information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for or a component of any financial instruments or products or indices.
None of the MSCl information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data and analysis
should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCl information is provided on an “as is” basis and the user of this information assumes the entire risk of any
use made of this information. MSCI, each of its affiliates and each other person involved in or related to compiling, computing or creating any MSCl information (collectively, the “MSCl Parties”) expressly disclaims all warranties
(including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any

of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages. ).
Indices are unmanaged and their returns assume reinvestment of dividends, and unlike actual portfolio returns, do not reflect any fees or expenses. It is not possible to invest directly in an index.
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“Diversification has
been challenged in
2018, as almost all
ingredients (asset
classes) were poor
(negative performing).”

“Tariffs’ imposition was
a big game changer in
the year, contributing to
the divergence between
US assets and the rest
of the world.”

“Bond investing had
also been challenged
by the rising rate
environment.”
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2018: An unprecedented year
since 2008

2018 has proved to be very challenging for portfolio construction, as well as showing a
changing regime of returns. To put this into perspective, in the years 2002 to 2017, our
analysis shows that, on average, around 82% of major asset classes (including 21 different
indexes of regional government bonds, equity and commodity markets) recorded positive
performances. In 2018, the story has changed: we have experienced an unprecedented
year in which around 70% of asset classes globally have been in negative territory and
the few positive areas recorded performance in the low single digit range 3%.

Figure 1: Yearly share of negative performing asset classes (out of 21 major
asset classes)
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Source: Amundi, Bloomberg. Data as of 27 December 2018. Analysis on 21 asset classes. For reference asset classes indexes see Figure 2.

The imposition of tariffs by the US administration was the big game changer in what we
see as the return of a greater role of politics (driven by inward looking forces) in financial
markets. This contributed to the divergent dynamics between US assets (US Treasury
and US Dollar) and EM (with EM equity worst performing).

Figure 2: Major asset classes and currencies performance in 2018
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Source: Amundi, Bloomberg; annual return in local currency for 21 asset classes and 5 currencies. Index providers: Cash, Government
honds and EM Bond indexes are from JPMorgan. Corporate bond indexes are from BofA Merrill Lynch. Equity indexes and EM currency
index are from MSCl. Commodities indexes are from Bloomberg Barclays. All indices used to represent asset classes are inlocal currency.
Past performance is no guarantee of future results. Data as at 31 December 2018,
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In addition, non-US-dollar investors faced the challenge of high hedging costs, making
it difficult for them to exploit even modest opportunities in US assets. The fixed income
component also disappointed investors. In fact, against a backdrop of rising rates within
an overall low rate environment, returns on core government bonds did not generally
perform as a traditional diversification engine and for government bond investors, the
last two years have been among the worst performing over the last two decades.

Figure 3: Challenges also from core bonds and USD hedging costs

Poor returns for core bond investors over the USD hedging costs for euro investors at
last two years historical highs
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Source: Amundi. Data as of 27 December 2018. The chart on the left shows 2 years rolling total return on Bloomberg Barclays indexes.
The chart on the right shows the three-month currency hedge cost for euro-based investors on an annualized basis. This is based on
the assumption the investors sell the euro to buy dollars in the spot market and simultaneously sell the foreign currency in the forward
market to buy back euros.

“Volatility is back and This world of unsatisfactory returns came with episodes of volatility, based on multiple
is set to remain higher sources of uncertainty. The tightening cycle of the Federal Reserve, coupled with
than in the past post stretched valuations \.n f|nahC|a\ .markets, was the basis of the February risk-off epsople.

. . A sequence of ongoing price dislocations also emerged throughout the year: starting
crisis era. Areas most L . . . ) ; . .

with idiosyncratic stories in emerging markets (Argentina, Turkey), the risk-off sentiment

vulnerqble or where has been further exacerbated in Europe by the Italian budget situation.
valuations are more More recently, markets have started to price in a synchronised slowdown in global
stretched is where growth, hence the belief that we have reached the peak in earnings acceleration and
risk_off sentiment is should prepare for a slowdown in 2019 and 2020. As a result, the most recent moves,
have broadened their effects to the most stretched areas (in terms of valuations in the
US market), marking a further rise in volatility that, in our view, will persist next year.
The dominance of politics, a key feature of this market phase, is also contributing to
the rising volatility and represents a potential trigger of risk-off episodes, especially in
a phase of the cycle when markets are more vulnerable to changing market sentiment.
Yet, when sentiment shifts, is also when price dislocations can open-up opportunities for
long term investors.

materialising.”

Figure 4: US Technology megastocks lead the recent volatility rise
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“We expect a low
return regime to persist,
but less stretched
valuations may offer
more opportunities

in 2019 compared

to 2018.”

“The market focus

will be on growth
expectations and
monetary policy in
order to assess how
long the economic cycle
may last.”

“The Fed is walking on

a tightrope to engineer

a soft landing that,

if achieved, could benefit
financial markets.”

Valuation Historical Percentile

Cumulative Real GDP% gaind
during recovery/expansion

since 1998
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Investment themes for 2019

We expect the key features for 2019 to be: decelerating global growth, the continuation
of trade disputes, weakening earnings outlook from the current peak and higher
volatility. However, in our view, moving forward, investors may find more opportunities
compared to 2018, as some areas have already repriced and hence we enter the New
Year with less stretched valuations across the board.

Figure 5: Less stretched valuations across the board
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Source: Amundi, Bloomberg and Reuters Datastream. Data as of 26 December 2018 (21 Novernber 2018 for Equity indexes). EU 1G, US 1G,
EM1G, EU HY, US HY, EM HY are BofA Merrill Lynch Corporate Bond Index (1G = Investment Grade, HY = High Yield). EM Sov HC = JPMorgan
EMBI Global Diversified. EU EQ, US EQ. EM EQ are MSCI Indexes for equity markets. All indexes are for a specific region (EU= Europe, US=
United States, EM= Emerging Markets). Analysis based on spreads for bond indexes and on 12 Month Forward PE ratio for equity indexes.

The first half of the year will still be highly uncertain as geopolitical events (Brexit and
European elections in May) will weigh on investor sentiment. The market focus will be on
growth expectations and monetary policy. Key to assessing expectations on both fronts, is
the evolution of political actions, in particular on the tariffs front and their implications on
business and investor sentiment. Should the US economy start to slightly decelerate, as we
believe, with inflation still under control, overall this could be good news for the market, as
the Fed could pause the hiking cycle with the aim to further prolong the economic cycle.

Figure 6. US economic cycle - the second longest, but not so strong
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Source: Amundi, Bloomberg. Data as of 27 December 2018.

The Fed is walking on a tightrope. After a great 2018 supercharged by the fiscal stimulus,
GDP growth is set to decelerate and the engineering of a soft landing is going to be key
to avoid a dangerous overtightening of financial conditions that could damage not only
the US economy but also the global cycle. Less tightening of financial conditions could,
on the contrary, help to further prolong the US economic cycle that despite being the
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“In our view, investors
should play defensive,
enhance diversification
and exploit market
opportunities that
offer compelling
risk/return profiles.”

CIO INSIGHTS | JANUARY 2019

second longest is not so strong by historical standards and would also be supportive
for some selective risk-taking throughout the year. However, as the overall debt in the
system remains high, investors should be careful in assessing market opportunities and
put debt sustainability at the forefront of the selection criteria.

Against this backdrop, investors should seek to build resilient portfolios around
4 key themes.

Figure 7. Build resilient portfolios for a late cycle

From Traditional Allocation.... ...to Enhanced Diversification

Traditional Traditional 1. Bonds: 2. Equity:

DM Bonds DM Equity add quality be selective
and flexibility with quality,
with high debt value and
and lower ESG
liquidity

from market dislocations
EMand EU

Equity

3. Seek entry poin
EM Bonds

4. Enhance diversification
to address lower risk adjusted returns
(real asset, absolute returns...)

Source: Amundi, Bloomberg. Data as of 27 December 2018.

1.

EQUITY RESILIENCE IN FOCUS

Play rotations of themes with a selective approach amid rising volatility

A still constructive earnings outlook should support equity markets’ appeal, based
on a rotation of themes. Selection, with a focus on quality, valuation and ESG factors
across the board will be key to navigate uncertain markets.

. BONDS BACK TO THE CORE

Add quality and flexibility in bonds to face high debt and lower liquidity

With the Federal Reserve approaching a pause in the hiking cycle, most of the rate
rises are behind us. Bonds are going to be back in focus, especially in the US where a
more neutral duration stance is advisable at this point of the hiking cycle, but flexibility
will remain key. In credit, lower liquidity provisions from central banks globally and
still high levels of debt, will call for the selection of quality bonds.

. SEEK ENTRY POINTS FOR THE LONG TERM

Get ready for selected opportunities coming from market dislocations

Moving forward, investors should seek entry points to benefit from recent price
dislocations. One area is Europe, once the political risk diminishes. Emerging markets
(EM bonds in particular), but also EM equity could be another bright spot, as the
threat from rising interest rates and a strong dollar are likely to dissipate. Here an
unconstrained approach that can combine equity and bond opportunities across
the EM landscape could offer a compelling way to re-enter the market, by playing
opportunities across the capital structure. In fixed income markets, selective pockets
of values could also materialise later in the year in the high yield segments, especially
in Europe, where valuations are becoming more attractive and fundamentals are solid.

. DIVERSIFY, DIFFERENTLY

Enhance diversification to address lower risk adjusted returns

With low expected returns ahead and high economic and political uncertainty, capital
preservation will be key, as well as exploring new frontiers to increase return potential
and mitigate possible downside. With this aim, unconstrained and absolute return
approaches, with a strong risk management discipline, should deserve a greater role
in the asset allocation.
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“Tough times can
lead to behavioural
mistakes. It is key to
keep a strong focus
on each investment
time horizon”.

“Looking ahead we
foresee an era of lower
expected returns,

in which investors

in search for value
will have to focus on
fundamentals”.

Annualised real returns (range from Jan 1973)
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The way forward: back to basics
and innovation

Focus on investment horizon

From an investor perspective, this market phase will require maintaining a strong focus
on keeping the appropriate time horizon, despite short-term challenges. To ensure this
alignment, it would be appropriate to segment the portfolios among multiple investment
horizons, reflecting different needs/objectives. Investments designed for a short-term
horizon should be focused more on downside risk mitigation, as also more conservative
asset classes such as government bonds or conservative balanced portfolios (70%
bonds/ 30% equity) can experience significant losses in the short-term, while they rarely
did in the past, over a horizon of 5 years or more. With a long-term view, it is key to
explore risk assets, equity in particular, as with a very long investment horizon this tends
to be the best performing asset class.

Figure 8: Range of real returns on major US assets for different time horizons
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Back to fundamentals

When looking at the medium to long-term horizon, investors should acknowledge that

future expected returns will probably be lower, compared to in the past, especially in

Europe where bond yields remain very low and therefore bond return expectations in

core government bonds stay subdued. With the end of the secular bull markets in bonds,

investors will have to get back to fundamentals in search of long-term value and also be
ready to take more risk to exploit higher yielding opportunities.

Therefore, the key variables to watch in search of opportunities will be;

I Earnings growth: as interest rates are unlikely to either jump or crash, it is time to
focus on the long-term real driver of returns i.e. earnings, versus the monetary driver
i.e. interest rates;

I Long-termthemesandgrowth variables: as we move away fromacycle of synchronised
upswing supercharged by the US fiscal stimulus, the still relevant features of the so
called secular stagnation remain (lack of productivity growth, high debt, demographic
challenges etc.) and will determine the long-term patterns of growth;

I Selection based on sustainability of debt and earnings: moving from a long decade
of market directionality, with the tailwind of quantitative easing, towards an era of
lower liquidity in the system and tightening in financial conditions, investors should
become more selective and focus on debt, leverage and earnings sustainability at the
security level.
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Mean reversion matters

“Mean reversion Keeping the appropriate horizon is also important for reducing the risk of behavioural
patterns, which mistakes, i.e. exiting the market and not re-entering it in a timely manner when a rebound
characterised markets materialises, thereby causing a crystallisation of losses. In fact, as investments exhibit a

mean reversion pattern, future performance will likely not mirror most recent ones. This

over the last 20 years i _
y ’ has occurred for instance over the last 20 years (see figure 9) when 3 years of poor

should favour annualised returns in a defensive balanced portfolio (70% bonds, 30% equity) have been
some assets where generally followed by 3 years of better returns. Hence, mean reversion patterns should
valuations seems favour some assets where current valuations seems overly pessimistic, such as in the
overly pessimistic”. equity space.
Figure 9: Three years back vs three years forward performance for defensive
balanced portfolios (70% aggregate bonds/30% equity)
USD Portfolio EUR Portfolio
(70% US aggregate / 30% S&P500) (70% Euro aggregate / 30% MSCI Europe)
S 15% 4 Last 3 years 3.6% g 15% ‘ Last 3 years 1.2%
s 10% . £ 10%
= . T =
- R B
S 0% e T S 0%
= -5% = -5%
-5% 0% 5% 10% 15% -5% 0% 5% 10% 15%
3 Years Past Ann. Return 3 Years Past Ann. Return
Source: Amundi, Bloomberg. Analysis on monthly data from 31 December 1998 to 27 December 2018. US and Euro agaregate indexes from
Bloomberg Barclays. Past performance is no guarantee of future results.
Innovation to enhance the risk-adjusted returns
“With lower expected The launching of innovative solutions to enhance risk-adjusted returns will be key to help
returns compared investors to reach theirlong-term goals. In this respect we see 4 major areas of innovation:
to the last 10 years I Continuum solutions across liquid and illiquid assets. In an era of still low rates,

investment innovation especially in Europe, investors in search of higher yield, with a long-term horizon

. and able to bear some liquidity constraint, can benefit from embracing a flexible

IS key to seek new ways allocation approach, across the full spectrum of markets and segments, ranging

to enhance long-term from public to private markets and from liquid corporate bonds (both IG and HY)

risk adjusted returns”. to less liquid assets (including secured assets, private debt, and structured finance
related debt).

I Including factor investing across the board. In an era of low expected returns, we
think investors should further embrace factor investing. While the benefits of equity
factor investing have been already somewhat explored by investors, thanks also to
the development of smart beta and factor investing solutions, we think it is time to
extend factor investing also to other asset classes such as fixed income.

I Go further on ESG. ESG investing is going mainstream among institutional investors,
in particular in Europe, where regulators are also starting to recommend to take
into consideration long-term ESG principles. At the same time, we are also seeing
improvements in ESG reporting from issuers and increasing interest from investors
that should reinforce the favourable trend in ESG investing.

I Thematic investing around key material long-term themes for investors. Investors
with a long-term horizon, can also exploit thematic investing around well-defined
themes underpinned by social or economic transformation that can result in profound
and material transformations at company and sector levels with a high degree of
probability. Themes that are emerging as most likely to have impact in the future,
are for instance, the ones related to climate change, driven by increasing regulation,
pushed by policy makers, as well as awareness by investors.

Amundi

ASSET MANAGEMENT




CIO INSIGHTS | JANUARY 2019

Important Information

The MSCI information may only be used for your internal use, may not be reproduced or
redisseminated in any form and may not be used as a basis for or a component of any financial
instruments or products or indices. None of the MSCI information is intended to constitute
investment advice or a recommendation to make (or refrain from making) any kind of investment
decision and may not be relied on as such. Historical data and analysis should not be taken as
an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI
information is provided on an “as is” basis and the user of this information assumes the entire risk
of any use made of this information. MSCI, each of its affiliates and each other person involved in or
related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”)
expressly disclaims all warranties (including, without limitation, any warranties of originality,
accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular
purpose) with respect to this information. Without limiting any of the foregoing, in no event shall
any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential
(including, without limitation, lost profits) or any other damages. (www.mscibarra.com).

Indices are unmanaged and their returns assume reinvestment of dividends, and unlike actual
portfolio returns, do not reflect any fees or expenses. It is not possible to invest directly in an index.

Diversification does not guarantee a profit or protect against a loss.
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CIO VIEWS FOR 2019 - Mind the Sustainability of
returns as the cycle ages

With late cycle features continuing to materialise and a higher level of vulnerability
developing due to the uncertain geopolitical backdrop, 2019 will require investors
to embrace a more prudent approach, despite the benign global economic.

Laura
FIOROT
Deputy Head
of Amundi
Investment

Insights Unit

. Amundi

ASSET MANAGEMENT




Visit us on:

GIOIOIDIO)

Discover Amundi Investment Insights at

REF-2326

Chief Editors

Pascal BLANQUE
Chief Investment Officer

Vincent MORTIER
Deputy Chief Investment Officer

Amundi

ASSET MANAGEMENT




