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Brexit extension will ease uncertainty
looming on UK asseéts

= Recent developments and next steps: Following the three-month extension granted to
the UK by the EU on 28 October and the newly announced snap election, the most likely
outcome is that the Withdrawal Agreement signed on 17 October between the United
Kingdom and the EU will be ratified, leading to an orderly Brexit and the initiation of a
transition period during which the United Kingdom will retain most of its access to the EU
single market until at least end-2020. The risk of a no-deal Brexit is now greatly diminished.

= BOE and fixed income: The agreed extension and the likelihood of a deal ratification will
allow the BOE to remain on hold for the foreseeable future. Given current market
expectations regarding UK monetary policy and the low chance of no deal, UK 10-year rates
appear fairly priced. We expect to see 2-year yields at 0.3-0.5% and 10-year yields at 0.6-
0.8% a year from now. On a tactical basis, investors should position for a steepening of the
Gilts curve. The likelihood of a Conservative party majority in Parliament following the next
general election would encourage inflows and keep Gilt prices well bid, with yields lower
than they would be otherwise.

= FX: The GBP is currently among the most undervalued currencies within the G-10 space
compared to the country's economic fundamentals. Our fair value estimates are 1.49 for the
GBP/USD and 0.81 for the EUR/GBP in the medium term. However, we don't expect those
fair values to be hit soon and we expect a GBP/USD rate of 1.31 and a EUR/GBP rate of
0.86 in a year’s time.

= Equities: The UK market currently trades at cheaper valuations than the broader European

market due to Brexit-related uncertainty. According to our estimates, the gap between the
UK and the Eurozone indexes corresponds to re-rating potential of 17% in favour of UK
equities. We see opportunities in UK domestic stocks that are less export-oriented than the
FTSE100 companies. A likely rebound in consumer confidence may benefit house builders,
UK consumer discretionary stocks (eg, low-cost airlines), and banks. A reduction of
uncertainty should help drive investors back to European equities, as this market is highly
sensitive to economic surprises which were a drag on sentiment over the summer months.

What is the most likely Brexit outcome in light of recent developments?

The most likely outcome is that the Withdrawal Agreement signed on 17 October between the
UK and the EU will be ratified, leading to an orderly Brexit and the initiation of a transition
period during which the UK will retain most of its access to the EU single market until at least
end-2020. This ratification will probably take place only after the snap election scheduled for
12 December, that is, at the end of 2019 or in January 2020 if, as polls indicate, Tories win the
election. In the alternative scenario of a victory by opposition parties, the most likely outcome
would be a second Brexit referendum. In any case, the developments of the past two weeks
have greatly reduced the risk of a no-deal Brexit. Before the 17 October EU/UK deal, the
prospect of snap election won by Tories was seen as an event that would have increased such
risk. Residual paths to a no-deal still exist though, for instance if the election yields another
hung Parliament, if a Tory majority tries to renegotiate the deal and relations with the EU
become very stressed, or if voters reject any other solution by referendum. However, even in
these cases, many other events would then have to follow for a no-deal effectively to happen
and we do not see it as likely anymore.

Which UK political developments do you foresee in light of an extension?

Due to the first-past-the-post system, UK election results are notoriously difficult to
predict. In the central scenario of a Tory victory conducive to an orderly Brexit in early 2020,
a new risk that could appear is the refusal by the new Tory majority to extend the transition

9)
X
-
<
—
=
pa
w
p=
|_
%)
w
>
=




Brexit | October 2019

period beyond end-2020. As it is unlikely that a comprehensive trade deal with the EU will be
signed in such a short timeframe, there could be a trade shock as the United Kingdom abruptly
loses its access to the Single Market at the end of next year. Conversely, in case of a victory
by opposition parties that push for a second referendum, another extension of the Brexit
deadline would become necessary and the campaign for the referendum could be acrimonious.
It is not clear, at this stage, what the alternative proposed to voters would be in such a
referendum.

How do you see the UK medium-term economic outlook?

Even if a no-deal Brexit is avoided, there could be risks to growth at the end of the transition
period, as mentioned above. Even in the case of a smooth transition into a new permanent
trade regime with the EU, the loss of access to large segments of the EU Single Market —
especially services — combined with potential restrictions on immigration -- will be detrimental
to potential growth, unless the UK ultimately opts for a formula where it remains closely aligned
with the Single Market. At this point, it is difficult to say whether the UK economy will
underperform that of the EU over the long term, as this depends on economic policies
conducted on both sides of the Channel. Whether the City of London can retain most of its high
value-added functions and its status of global financial hub will be an important factor. In any
case, just as Britons have been divided over Brexit, they are likely to be divided also over
economic policies to pursue after Brexit.

What are your expectations regarding UK monetary policy, and which developments
do you foresee regarding UK government bond yields?

“The agreed Following recent developments regarding Brexit negotiations — also partly driven by a broader
extension and global trend in bond markets — UK nominal rates have increased over the past weeks, from
the likelihood of around 0.40% in early October up to 0.75% following the announcement of the deal and the

significant reduction in the likelihood of a no-deal outcome. Market-implied probabilities of an
easier stance by Bank of England (BoE) rapidly changed as a consequence, with markets
moving closer to a more neutral attitude on the part of the central bank compared with over 25
bps of cuts discounted at the peak of uncertainty.

ratification of a
deal will allow
the BoE to stay

on hold for the The agreed extension and the likelihood of ratification of a deal should allow the BoE to stay
foreseeable on hold for a long time unless the global picture deteriorates further. There are two factors
future”, supporting an on hold stance: domestically, some uncertainty will remain due to the Brexit cliff

at the end of the transition period; the second factor relates to the global trend towards easier
monetary policy by major central banks over the past few months. For such reasons, we expect
UK 10-year government yields to have limited upside.

Scenarios 10-year yield 2-year yield

expectations expectations
Orderly Brexit and extension:  0.6-0.8% in a year 0.3-0.5% in a year
Based on the current market 10-year rates appear fairly priced — some

expectations on UK monetary temporary overshooting is possible
policy and the low chance of no
deal

No-deal Brexit: In this case, we  0.1-0.3% in a year 0.0-0.2% in a year
would expect the BoE to cut its  Government rates would rally as a result
official rate to 0.00% from 0.75%  of investors’ flight-to-quality, although the
currently extent of the drop in UK 10-year rates
would also depend on the size of the
fiscal stimulus that the government may
deliver in order to limit damage to the
economy
Source: Amundi Research. Data as at 28 October 2019.

Amundi

2 ASSET MANAGEMENT




“The GBP is
among the most
undervalued
currencies in
the G-10
space”.

“The UK market
currently trades
at cheaper
valuations than
the broader
European market
due to Brexit-
related
uncertainty”.
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Beyond short-term volatility, what is your GBP fair value estimate? How do you
expect the currency to perform under different scenarios and in the longer term?
The GBP is currently among the most undervalued currencies in the G-10 space compared to
the country’s economic fundamentals. Our fair value estimates are 1.49 for the GBP/USD and
0.81 for the EUR/GBP in the medium term. These estimates are the average result of different
models based on variables including, among others, UK terms of trade, inflation and interest
rate differential with the United States, and the degree of domestic fiscal accommodation.
The GBP undervaluation is confirmed by a basket of financial variables with which it is highly
correlated in the short term and include, among others, the relative performance of UK real
estate compared to the equity market and the US-UK interest rate differential.

However, we do not believe these fair values will change soon. In the unlikely scenario of a no-
deal Brexit, we foresee a weaker and more volatile GBP, due to looming uncertainty.

GBP fair value in the
medium term

1.49 for GBP/USD
0.81 for EUR/GBP

Scenarios GBP fair value at 1 year

Orderly Brexit with extension 1.31 for GBP/USD
0.86 for EUR/GBP
1.05-1.10 for GBP/USD

1.05 for EUR/GBP
Source: Amundi Research. Data as at 28 October 2019.

No-deal Brexit

What are your main investment convictions on UK fixed income and the forex
market?

On a tactical basis, with the no-deal risk greatly reduced, growth could pick up slightly,
pressuring Gilt prices lower, with yields rising accordingly.

UK 10-year yields versus no-deal probability
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Source: Bloomberg, Betfair, Amundi Research as of 21 October 2019. Probability of no-deal Brexit by 31 October
20109.

Offsetting such an impact, sterling has rallied recently, pushing import prices lower and
reducing the need for the BoE to raise rates to keep inflation at target. This should help keep
short-dated bond prices supported. We would therefore expect a steepening of the Gilts
curve. In view of the progress towards a deal, further GBP strengthening versus both the
dollar and the euro is likely, and we are no longer negative on sterling. The likelihood of the
Conservative party winning a majority in December would encourage inflows and keep Gilt
prices well bid, with yields lower than they would be otherwise.
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From a strategic standpoint, any relief for Gilts and support for the currency is likely to be
short-lived. Given that the United Kingdom is an open economy and that it is loosening its ties
with its biggest trading partner, Brexit will have a long-term corrosive effect on the economy,
with consequently structurally lower rates.

How do you see the UK equity market valuations compared to the broader European
market? How much uncertainty is currently priced in?
The UK market currently trades at cheaper valuations than the broader European market due

“The UK market to Brexit-related uncertainty. In order to assess this valuation gap, we combine the most
currently trades common indicators into a Composite Valuation Indicator (CVI).

at cheaper Variables included are trailing price/book ratio, dividend yield, and price/cash flow. Comparing
valuations than the latest value of the indicator with its historical level, we find that the MSCI UK index currently
the broader stands at 12%.

European market This means that the UK market has been cheaper on only 12% of occasions since 1995
due to Brexit- (inception datg pf the ipdicators included). Doing the same exe_rcise regarqling European and
related Eurozone equities delivers results of 36% and 45%, respectively. Historically, the UK and

. . Eurozone CVI indexes track each other closely, except regarding a few episodes, such as the
uncertainty “. Eurozone sovereign debt crisis in 2011-12 (to the advantage of UK equities) and during the
commodity sell-off in 2014-15 (to the advantage of Eurozone equities).

Composite Valuation Indicator of European equity markets
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between the UK
and the Over the past couple of years, there has been a large gap between the two indicators, with UK
Eurozone equity valuations under pressure because of Brex_it—related l_Jncertainty. The gap betweer_1 _the
indicators UK and the Eurozone indexes corresponds to rerating potential of 17% in favour of UK equities.

This means that if the value of the underlying indicators that contribute to the CVI is increased
corre_sponds tq by 17%, the UK would then have the same score as the Eurozone for such indicator. However,
rerating potential such an outcome may not materialise. Even if a no-deal Brexit is avoided, the path to a new
of 17% in favour policy framework — especially regarding trade agreements — is uncertain.

of UK equities”.

A few factors could prevent potential upside in UK equities:

= First, as the UK market is export-oriented (73% of the MSCI UK index sales are

overseas), the exchange rate has a strong impact on corporate profits. If a deal is
approved, the pound should rebound, weighing on UK earnings and the equity market.
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=  Second, since the UK market enjoys high dividend yields (currently 4.8% compared to
3.5% for the MSCI Euro index), the UK market will also be affected by rising bond
yields. In conclusion, the UK markets trade at a valuation gap compared with European
equities, but such a gap may not close quickly once Brexit uncertainty disappears.

For the time being, we see opportunities in UK domestic stocks that are less export-oriented
than the FTSE100 companies. A likely rebound in consumer confidence may benefit house
builders, UK consumer discretionary stocks (eg, low-cost airlines), and banks.

Once Brexit is behind us and geopolitical uncertainty lessens, do you expect
investor appetite to return regarding European equities?

“A reduction of A reduction of uncertainty should help drive investors back to European equities, as this market
uncertainty is highly sensitive to economic surprises, which were a drag on sentiment over the summer
should help drive months, with EPS expectations for 2019 revised lower.

investors back to While attractive relative to other geographies, the European equity market is not cheap in
European absplute term's. The 'trigger for a return of investor appetite could come from supp'ortive fiscal
equities”. policy. There is growing consensus among governments that greater fiscal expansion — on top

of the accommodative monetary policy by the ECB — in terms of infrastructure and ‘green’
expenditure is necessary to cause an acceleration of the economy. While this will not happen
immediately, prospects are for a heightened willingness to invest. In addition, European
corporates benefit from sound financial positions in terms of balance sheet sustainability and
cash generation that should be supportive over the medium term. Finally, Europe is currently
out of favour with global investors with relentless outflows. Better valuations should help drive
capital flows back to Europe.
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AMUNDI INVESTMENT INSIGHTS UNIT

The Amundi Investment Insights Unit (AllU) aims to transform our CIO expertise, and Amundi’s overall investment
knowledge, into actionable insights and tools tailored around investor needs. In a world where investors are exposed
to information from multiple sources we aim to become the partner of choice for the provision of regular, clear, timely,
engaging and relevant insights that can help our clients make informed investment decisions.

Discover Amundi investment insights at www.amundi.com @ @

Definitions
= Correlation: The degree of association between two or more variables; in finance, it is the degree to which assets or asset class prices have

moved in relation to each other. Correlation is expressed by a correlation coefficient that ranges from -1 (always move in opposite direction)
through 0 (absolutely independent) to 1 (always move in the same direction).

= First-past-the-post: An electoral system in which voters indicate on a ballot the candidate of their choice, and the candidate who receives the
most votes wins.

= Curve steepening: A steepening yield curve may be a result of long-term interest rates rising more than short-term interest rates or short-term
rates dropping more than long-term rates.

=  FX: FX markets refer to the foreign exchange markets where participants are able to buy and sell currencies.

= Volatility: a statistical measure of the dispersion of returns for a given security or market index. Usually, the higher the volatility, the riskier the
security/market.

Important Information

Unless otherwise stated, all information contained in this document is from Amundi Asset Management and is as of 29 October 2019.
Diversification does not guarantee a profit or protect against a loss.

The views expressed regarding market and economic trends are those of the author and not necessarily Amundi Asset Management, and 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. These views should not be relied upon as investment advice, as securities recommendations, or as an indication of trading on behalf of
any Amundi Asset Management 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 services.

Date of First Use: 30 October 2019.

Chief Editors

Pascal BLANQUE

Chief Investment Officer

Vincent MORTIER
Deputy Chief Investment Office
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