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2020 OUTLOOK: CAUTIOUSLY CONSTRUCTIVE, CONSCIOUSLY REACTIVE

MACROECONOMIC VIEWS
e Global growth converging towards trend - slowdown to persist in 2020, but
US growth should outperform Europe and Japan.

e Central bank policy to remain easy - the room for further easing looks limited
in Europe and Japan, but there is more scope in the US and China if needed.

e Fiscal policy could be a game changer - US and Chinese policies are
already expansionary, but the hurdles for European fiscal stimulus are high.

KEY THEMES & RISKS
e ‘Fragile goldilocks’ holds - data are stabilising, central bank policy is loose,
and short-term de-globalisation dynamics are supporting risky assets.

e Beware the risks - after a strong 2019, our base case is vulnerable to a more
entrenched ‘synchronised slowdown’ or a sustained ‘reflation’ environment.

e Fixed income is most at risk — we see fixed income markets as being most at
risk from a sustained move to reflation.

ASSET ALLOCATION

e Modus operandi: nimble & diversifying - strategic risk/reward is unattractive
as our base case is also vulnerable to tail risks/end-cycle dynamics. We see
merit in a nimble approach and in building robust portfolios/diversifying.

e Overweight equities - in the latest dip, we added overweight positions in
equities again, and aim to remain nimble.

e Underweight core EMU duration — we aim to be nimble and have reduced our
short exposure given yield moves. But risks from reflation remain large for rates.

e Search for yield — we still believe in searching for yield. We are maintaining a
high-carry EM external debt position and an EMU REITs trade.

Note: there will be no MAQS Asset Allocation publication in early January

Figure 1: ‘Fragile goldilocks’ & key risk scenarios
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LOOKING AHEAD TO 2020

2019 turned out to be very different to what most market
participants had expected at the turn of the year. This time last
year, weakening data, escalating tension between the US and
China and a seemingly agnostic Federal Reserve
overtightening US monetary policy caused a large correction to
risk assets in Q4 2018 and indeed left 2018 full-year returns in
the red for equities, credit and commodity markets.

Returns so far in 2019 have swung in the other direction: most
major assets are in positive territory (Figure 2). Such cross-
asset positivity can be easily summarised in one common
theme: a central bank engineered goldilocks environment.
Indeed, the Fed’s ‘pivot’ early this year and the subsequent
easing of US monetary policy, together with dovish turns by
other leading central banks, has driven a strong bid for risky
assets and safe havens alike.

That said, flare-ups on the geopolitical front — notably continued
Sino-US tension — threw a spanner in the works several times,
making 2019 a ‘trader’s year rather than a ‘buy-and-hold year,
which overall YTD returns do not portray at first sight.

Figure 2: YTD returns in context
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Looking ahead to 2020, we continue to see less rapid — closer
to trend — global growth with risks to the downside, but at the
same time dovish monetary policy counteracting this. The main
tail risks (which we explore in detail below) stem from
geopolitics and inflation. Overall, the characterisation of a
‘fragile goldilocks’ — a supportive ‘not too hot and too cold’ mix
of growth and inflation where monetary policy is easy — is still
valid. We are cautiously optimistic for now, but at the same
time, our asset allocation modus operandi will remain nimble in
2020.
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MACRO: CHALLENGES ALL AROUND

We expect global growth to slow further in 2020, converging
towards trend in major economies. In the developed world, we
see US growth outperforming Europe and Japan (Figure 3).

In the US, consumption should remain solid and more than
compensate for the more challenging path for business
investment ahead of the US elections, trade tensions and
potential end-cycle risks.

Figure 3: 2020 growth forecasts: convergence to trend
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We expect growth in the eurozone to stabilise, supported by
external demand and, at the margin, by easy ECB policy.
These forces should be enough to deliver growth slightly above
trend in 2020. There are high hopes for fiscal policy easing
given the explicit pressure from the ECB and other officials.
However, we doubt there will be a material change in stance in
the absence of a recession. Germany has fiscal room, but lacks
the willingness to spend. The opposite is true in southern
Europe.

In China, the slowdown is structural and cyclical in nature.
Challenging demographics, de-globalisation and a shift from
public investment to private consumption are material
headwinds. However, targeted policy stimulus and a trade war
truce should allow growth to stabilise. While we expect no big
acceleration in policy stimulus, the current push is already
helping China’s economy to stabilise and trading partners
should feel the effects, notably in Asia and the eurozone
(Figure 4).

The asset manager for a changing world
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Figure 4: China stimulus to stabilise, not boost, growth
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Monetary & fiscal policy divergences

One of the most notable developments of 2019 was the Fed
‘pivot’ in January and the wave of central bank easing that
followed. The Fed's stance went from restrictive to neutral, and
if rates market are correct, it could shift again into expansionary
territory in 2020 and beyond (Figure 5).

Figure 5: Fed stance: reversing previous ‘overtightening’
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The return of central banks puts has hugely supported markets,
but at the same time, investors are worried about the potential
lack of central bank firepower in the face of a downturn. This
concern is clearly justified in the case of the eurozone and
Japan where monetary policy is stretched. However, it is less
pressing in the US and China. Both their central banks have
plenty of room to conduct counter-cyclical policy if needed.
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Fiscal policy has also been supportive in the US. Unlike
previous cycles, fiscal policy is expansionary at a time when the
unemployment rate is close to historical lows (Figure 6).

Figure 6: US fiscal stimulus already a reality
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This contrasts with a broadly neutral fiscal stance in the
eurozone. As argued earlier, we do not expect any surprises
here, but the risks are skewed to the easing side, in our view. In
the US, while the stance is already more expansionary, the
current stimulus is likely to roll over and we expect no further
stimulus in an election year.

The asset manager for a changing world
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‘FRAGILE GOLDILOCKS’ HOLDS

Date are weak, but stabilising

Ever since Q4 2018, macroeconomic data has been clearly
weak for many major economies — especially so for countries
reliant on manufacturing and ones close to the tension between
China and the US (e.g. Germany). That said, recent data has
shown early signs of stabilisation, even in the manufacturing
PMIs which were at the heart of investor concerns (Figure 7).

Figure 7: Data stabilising — manufacturing PMIs bottom
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It is crucially important that this stabilisation comes at a time
when major central banks are easing or have set a high bar for
tightening (see above discussion). In fact, as regular readers
know, we have previously shown how Chinese easing is often a
precursor to an upswing or stabilisation — depending on the
strength of the impulse — in developed markets (ex the US) with
a lag of two to three quarters. Put differently, the consensus
underestimates the importance of China. We see the current
stabilisation in e.g. Germany’s macroeconomic data as partially
a spill-over from Chinese policy efforts.

These factors have given investors hope, and we have seen a
mini reflationary impulse with risky assets rallying in tandem
with government bond yields rising. Indeed, at the time of
writing, major equity markets are pushing to new record highs.

Despite looming tail risks (see below discussion), we believe it
is too early to call for recession just yet, unless the China-US
trade war escalates. Especially in the US, where consumption
is key, domestic indicators have held up. We reiterate that both
the labour market and consumption have remained on a solid
footing. Consumer confidence, while off its highs, is nowhere
near falling by as much as it usually does heading into
recessions. In addition, initial jobless claims have held near
their absolute lows (Figure 8) and, crucially, have not risen to
anywhere near the previous pre-recession dynamics (Figure 9).
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Figure 8: Initial jobless claims around prior recessions
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Figure 9: Initial jobless claims changes around recessions
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US-China ‘phase one’ deal helpful

Adding to the reflation euphoria in markets of late is of course
the recent de-escalation in the China-US trade war, with both
sides inching towards a preliminary, ‘phase one’ deal.

Our core view has been that a multitude of factors — not just
trade — underlies the Sino-US tension and that as a result these
are likely to be a permanent feature in the years to come (see
discussion below). And indeed, while a ‘phase one’ agreement
would be a step in the right direction, it only scratches the
surface in terms of the issues between the two superpowers.

The asset manager for a changing world
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But ahead of the US election, President Trump will be keen to
ramp up his currently dire approval ratings, which have not
been helped by uncertainty over the trade conflict (Figure 10).
He may become less tough in negotiations with the Chinese
heading into the election. So, in say the next three to six
months, such de-globalisation dynamics could support markets,
but in the medium to long term, hurdles remain (see discussion
below).

Figure 10: Trump will likely pay attention to approval
ratings
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Key differences to Q4 2018 leave us optimistic

There are similarities to Q4 2018 — macroeconomic data has
been weaker, political uncertainty is high, and trade tension, bar
recent improvements, is perhaps even more negative now as
tariffs are in place. However, there are also differences.

For one, and this is key for markets, major central banks have
been loosening monetary policy. This contrasts with last year's
tightening bias. As explained above, the Fed in particular has
been undoing last year's overtightening (see Figure 5) and
policymakers have confirmed that there is an asymmetry
towards easing. Other central banks have also started easing

policy.

Two other differences worth highlighting are investor positioning
and valuations. Both are supportive now. Various indicators
suggest investors are positioned more defensively compared to
their bullish stances late in 2018. After the fall in global bond
yields, relative valuations of equities and bonds make equities
look less rich now than in 2018. In the US, for example, the gap
between the S&P 500 earnings yield and bond yields is almost
200bp wider than before the 2018 sell-off (Figure 11).
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Figure 11: Equity valuations are not rich compared to
bonds
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Overall, the comparison to the mid-cycle ‘insurance cuts’ by the
Fed in the late 1990s still comes to mind. Back then, against a
weakening external backdrop, but robust domestic data, the
Fed eased rates and subsequently the economy (and markets)
took off rapidly again. In fact, in a similar vein to now and also
to 2011 and 2015, we saw non-manufacturing PMIs remain
robust despite a weakening on the manufacturing side, and risk
asset returns from there on were strong (Figure 12).

Figure 12: Fed ‘insurance cuts’ can be a powerful positive
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BEWARE THE RISKS

All year long we have been quite explicit about the risks around
our ‘fragile goldilocks’ base case scenario. We see these risks
also prevailing in 2020.

Figure 13: ‘Fragile goldilocks’ & key risk scenarios
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Figure 13 reminds our readers that our base case scenario
(top-left quadrant) is vulnerable to a more entrenched
‘synchronised slowdown’ that could hurt risky asset and support
fixed income assets, or ‘reflation risk’ that would push interest
rates up and eventually could hurt risky assets.

Slowdown - various risks can hurt growth

One obvious channel through which a ‘synchronised slowdown’
could gain traction is re-escalating trade tension. Since de-
globalisation is a long-term theme for us, we think it is unlikely
to be solved by a trade deal between the US and China. For
this reason, we depict a downward sloping trend in Figure 14.
Along this downtrend, we have seen waves of escalation and
de-escalation. Towards the end of 2019, the hope of a deal
provided some relief to markets. Overall, however, we believe
we are not out of the woods. The battle for global power
(notably around IT) could easily sour markets again in 2020.

Figure 14: De-globalisation swings have become more
frequent
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A more marked slowdown in China could also weaken the
global economy and harm markets. As mentioned, China’s
challenges are structural and cyclical and Beijing has been
more cautious with countercyclical policies. This means the risk
is that growth prospects could worsen, while decisive policy
action may arrive too late.

Finally, an unavoidable risk to global markets is the US
presidential election next November. In our view, the risk here
is that political uncertainty may eventually hurt the so far
resilient US consumer. A left-leaning democratic nominee such
as Elizabeth Warren could cause market volatility because her
agenda involves corporate regulation and higher taxes. We
believe this risk cannot be ignored: she is strong in the
democratic nomination polls, even if she has lost traction
recently (Figure 15).

Figure 15: US election: Warren a risk for markets

60%
50%
40%

30%

20%

10%

0%

Apr-19 Jul-19 Oct-19

—Warren Buttigieg Biden ——Sanders

Implied probability of Democratic presidential nomination
Source: Prediclt, Bloomberg and BNPP AM, as of 29/11/2019

Both of these risks (China-US tensions and US elections) could
upset investment prospects in the US. Historically,
manufacturing activity surveys such as the PMIs deteriorate
when sentiment weakens and this tends to affect investment
output. So far, investment growth has slowed and more
economic and political uncertainty could exacerbate this path
(Figure 16).

The asset manager for a changing world
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Figure 16: Investment is the weakest link
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‘Good’ vs. ‘bad’ reflation

Another risk scenario that could potentially introduce market
volatility is reflation. In principle, reflation — the return of inflation
as the economy expands - is a healthy economic development.
This ‘good reflation’ was, for example, evident in 2017, when
the US economic expansion supported earnings growth, more
than compensating for the Fed's tighter monetary policy. Fiscal
policy expansion is certainly a way to good reflation. Even if the
economic recovery leads to Fed tightening and higher US
yields, equity markets could rally.

‘Bad reflation’ would be more damaging. This is an environment
where inflation rises and growth lags or contracts. Examples
are the oil (supply) shocks of the 1970-80s or fiscal profligacy
(Figure 17). Trade tension or a left-leaning democratic victory in
the US elections could feel like a supply shock and weigh on
equity prices as inflation expectations de-rail rates.

Figure 17: Reflation can have different effects
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Most of Q4 2019 gave us a taste of ‘good reflation’. Diminishing
trade war risk and more stable manufacturing data have led to
higher yields and equities (Figure 18). We see this as
consistent with our goldilocks environment as it is too early for
central banks (notably the Fed) to unwind their recent easing.

Figure 18: Equities and bond yields have risen in tandem
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Even though bad and good reflation could have opposite
consequences for equity markets, both are likely to damaging
for bonds. Furthermore, the risk in fixed income markets is
more skewed to the downside than in equities as government
bond yields are close to multi-decade lows (Figure 19).
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Figure 19: Equity vs. bond valuations: fixed income at risk
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We recognise that such lows in bond yields have partly
supported equity valuations in the face of challenging growth.
As such, if good reflation persists, central banks may have to
eventually resort to tighter policies, rates could rise, and the
end-result could be a fall in equity prices further out.

Expensive

The asset manager for a changing world
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ASSET ALLOCATION

Modus operandi: nimble & diversifying

Our base case remains ‘fragile goldilocks’, but the probabilities
of our alternative scenarios have remained high. Broadly
speaking, we thus continue to be nimble in our asset allocation
views and think strategic directional risk/reward is unattractive.
Indeed, as we show in Figure 20 where we look at monthly
price trend reversals, in the last 18 months, equities have not
been good momentum trades anymore.

Add to this that end-cycle dynamics are looming and that the
gyrations around US-China tension are hard to predict, and we
also continue to see merit in building robust portfolios and
diversifying our allocation.

Figure 20: Equities are not a momentum trade anymore
100%

choppy markets
80%
60% M [}
40% h—pal S f Vb JL LT,
20% - —
trending markets
0%

2008 2010 2012 2014 2016 2018
Monthly S&P 500 price trend reversals in past
12 months (% of months)

Source: Bloomberg and BNPP AM, as of 29/11/2019

Core views and factor exposures

The recent price action of higher stocks and higher yields has
boded well with our main factor exposures (Figure 21) - the
biggest is an overweight in Market Risk (although we tactically
reduced our equity overweight a bit recently), and until recently,
a slight underweight in Duration (given the yield back-up, we
reduced our short EMU duration view).

The Market Risk exposure is mainly due to our overweight in
equities, but also due to other views such as the overweight in
emerging market hard currency debt. Our Duration factor
exposure is roughly neutral now, even though we are still
slightly underweight EMU bonds, given the offsetting nature of
search-for-yield trades such as the long in EM external debt.
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As for the other factors, with most of our other views in the
relative value space or offsetting each other, factor loadings are
currently small outside of Market Risk.

Figure 21: Current factor exposures* from core asset views
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Source: BNPP AM, as of 29/11/2019

Overweight equities — exploiting tactical opportunities

We continue to operate with a nimble approach. After taking
profits in September, a renewed correction in global stock
markets in early October allowed us to add to Market Risk via
US and European equities once again. Since then, with major
markets pushing to new all-time highs and our market dynamic
indicators flashing red in the short run, we have reduced our
exposure somewhat recently (Figure 22). We aim to continue
managing equities with a nimble approach.

In terms of factor exposures, our equity overweight tilt clearly
adds Market Risk exposure, making this the most prevalent
factor exposure currently.
Figure 22: Nimble approach in equities continues
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Underweight core EMU duration

We have been underweight core EMU duration for some time,
and here too we are trying to be more nimble. So, after a yield
back-up of around 40bp in recent weeks, we have reduced our
short (Figure 23). Nonetheless, the risks from a sustained move
to reflation remain large.

As we explored above, fixed income markets show up as
especially rich across the board and the risk/reward for
underweights in core government bond markets is attractive for
the medium to long term.

From a factor exposure viewpoint, this trade adds negative
Duration to portfolios, albeit counteracted by other views such
as our long in EM debt.

Figure 23: Still underweight core EMU duration
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Searching for yield

We still expect the drivers of our ‘fragile goldilocks’ base case,
especially continued central bank easing, to prolong the search
for yield, and we continue to focus on finding attractive entry
points in high-carry assets.

In this light, we have held an overweight in EM hard currency
debt. We see three positives for this trade in an environment of
moderate global growth such as our ‘fragile goldilocks’ base
case. First, EM debt does well in times of central bank easing
and stable or falling real yields (Figure 24). Second, it is one of
the few liquid fixed income asset classes that yields close to 5%
in USD terms. Finally, EM spreads tend to compress when
Chinese policy is being eased, which is the case currently.

In factor terms, this position adds Duration exposure,
countering the effects of the underweight in core EMU bonds,
and introduces exposure to the EM & Commodities factor.
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Figure 24: Long EM hard currency debt
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Elsewhere, REITs are another market that should be supported
by investors grabbing yield and we have added a long
eurozone REITs position recently (Figure 25). The main
rationale for this trade is that prices are close to five-year lows
relative to net asset value; that it offers an attractive yield; and
being a ‘real’ asset, REITs have defensive characteristics,
helpful in the case of a downturn or higher inflation.

We have implemented this view as a RV trade against large-
cap equities and core bond markets to ensure the factor
exposures of this trade do not significantly counteract our
convictions in core asset classes. The factor exposures of this
RV trade are minimal: the main one is a slight tilt towards
Market Risk.

Figure 25: Long EMU REITs
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Building robust portfolios

Regular readers will be familiar with our mantra of building
robust portfolios. We have implemented various views along
these lines in recent months, specifically around three pillars:

¢ Ongoing de-globalisation
e Inflation risk
o General portfolio diversifiers/risk off-hedges

On the first, given our structural bearish view on de-
globalisation, we have held two trades specifically geared to
Sino-US tension.

Firstly, a long in CAC/DAX. We see German equities as more
geared to the manufacturing slowdown and trade war than
French stocks. Since inception, this trade has done well,
although recently, idiosyncratic factors related to earnings have
caused volatility, but we still see this as a trade that can do well
in bouts of escalating geopolitical tension.

In factor exposure terms, the two RV legs have almost identical
exposures and thus the factor profile of the RV trade is almost
negligible.

Elsewhere, in currency markets, we are long the US dollar
versus low-yielding Asian FX crosses. Our basket is correlated
to USD/CNY and did well in periods of trade war stress (Figure
26). We see this low carry-cost trade as a good portfolio
diversifier/hedge.

Note that this is an example of a specific trade implemented
outside of the new optimiser, and it thus does not affect the
factor exposures of our broad book of business discussed
elsewhere. Accordingly, as it is thus not factorised, it will also
not be implemented in every portfolio.

Figure 26: Long USD vs. basket of Asian FX
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On the second pillar - inflation risk — together with our duration
underweight in EMU bonds, we are long US breakeven
inflation, a trade originating from a valuation perspective, but
also a viable hedge to a reflationary impulse. Indeed, in recent
weeks, this trade did well, recuperating some of the prior losses
(Figure 27).

This is also an example of a specific trade implemented outside
of our new optimiser.

Figure 27: Long US breakeven inflation
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Finally, on the third pillar, we recently implemented two
additional diversification trades.

The first is a long in JPY versus EUR. We see scope for the
yen to rally in a risk-off market shock, especially given the
currency’s cheapness (Figure 28). Put differently, with the Bank
of Japan already near the absolute lower policy bound, the yen
would not just benefit from its safe-haven characteristics, but
also from a recessionary environment where other central
banks would ease and rate differentials would support the yen.
The EUR short also acts a hedge to EMU break-up risk.

From a factor viewpoint, the main factor loading on short
EUR/JPY is a negative exposure to Market Risk.

Figure 28: JPY is a cheap risk-off currency
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Finally, we added a long in gold last month as a portfolio
diversifier. Given its limited supply and zero vyield, it should be
supported in the status quo where central banks are debasing
their fiat currencies and operating with negative yields (gold’s
zero yield effectively has become a positive yield).

Nevertheless, in risk scenarios, gold could be an attractive
asset. Both in a risk-off or recession scenario and in an
inflationary shock, gold should be well supported.

This is also a specific trade implemented outside of our new
optimiser, so it does not affect the factor loadings of the broad
book of business discussed above.
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CONCLUSIONS: NIMBLE GIVEN END-CYCLE
DYNAMICS

In summary, looking ahead to 2020, we see closer to trend
growth with risks tilted to the downside, but at the same time
dovish monetary policy counteracting this. In other words, a
continuation of the goldilocks environment.

At the same time, tail risks loom large, mainly stemming from
geopolitics and inflation. Developments on this front could
quickly disrupt the status quo.

We continue to characterise our base case as a ‘fragile
goldilocks’ environment. From an asset allocation perspective,
this means that we expect 2020 to be a year where a nimble
modus operandi and robust/diversified portfolios can pay off.

The asset manager for a changing world
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CORE ASSET CLASS VIEWS & FACTOR EXPOSURE

Core asset class views'
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1 The core asset class views dashboard reflects the key views and decisions of the Investment Committee of the Multi-Asset team at MAQS.

2 The factor exposure shown is for an unconstrained theoretical portfolio, derived from core asset class views. These factors will be projected onto
individual portfolios considering constraints. Some specific/tactical trades may be implemented in addition and will not be visible in the factor profile.
Such trades are listed at the back of this publication.
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SPECIFIC/TACTICAL TRADES?

Trade Asset class Specific/Tactical
Long USD vs. Asian FX FX Specific
Long US Breakeven inflation Rates & duration

Tactical & specific
Long gold Commodities Specific

3 Specific/tactical trades are implemented in addition to the core asset class views and will not be visible in the factor profiles shown elsewhere in the
document.
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OVERVIEW OF KEY VIEW CHANGES IN NOVEMBER 2019

The BNPP AM MAQS team took the following asset allocation decisions:

NOVEMBER:

CORE ASSET CLASS VIEWS:

LONG EMU EQUITY CLOSED 20111119

e Since our market temperature and market timing indicators suggest a risk of a short-term pull-back, we cut our
tactical long position in EMU equities.

SPECIFIC/TACTICAL VIEWS:

No change

7 i BNP PARIBAS The asset manager for a changing world
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Views expressed are those of the Investment Committee of MAQS, as of December 2019. Individual portfolio management teams outside of MAQS
may hold different views and may make different investment decisions for different clients.

DISCLAIMER

BNP PARIBAS ASSET MANAGEMENT UK Limited, “the investment company”, is authorised and regulated by the Financial Conduct
Authority. Registered in England No: 02474627, registered office: 5 Aldermanbury Square, London, England, EC2V 7BP, United Kingdom.

This material is issued and has been prepared by the investment company. This material is produced for information purposes only and does not constitute:
1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment whatsoever or

2. investment advice.

Opinions included in this material constitute the judgment of the investment company at the time specified and may be subject to change without notice. The
investment company is not obliged to update or alter the information or opinions contained within this material. Investors should consult their own legal and tax
advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an independent determination of the
suitability and consequences of an investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying
degrees of risk and there can be no assurance that any specific investment may either be suitable, appropriate or profitable for an investor's investment portfolio.

Given the economic and market risks, there can be no assurance that the financial instrument(s) will achieve its/their investment objectives. Returns may be affected
by, amongst other things, investment strategies or objectives of the financial instrument(s) and material market and economic conditions, including interest rates,
market terms and general market conditions. The different strategies applied to the financial instruments may have a significant effect on the results portrayed in this
material.

This document is directed only at person(s) who have professional experience in matters relating to investments (‘relevant persons”). Any investment or investment
activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Conduct
Authority. Any person who is not a relevant person should not act or rely on this document or any of its contents.

All information referred to in the present document is available on www.bnpparibas-am.com.

As at December 2019.

© BNP Paribas Asset Management UK Limited 2019
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