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SUMMARY

e Time to take profits in equities

e Equity markets have rallied by almost 10% since
mid-October

e Many of the potential catalysts we highlighted to
support higher equity markets have delivered

The past seven weeks have seen many positive events
including positive surprises in corporate earnings, the
continued fall in oil prices, investor appetite for equities,
satisfactory results from the ECB'’s review of banks’ asset
quality and waning concern about the Ebola outbreak. In
addition, major central banks have continued to prime the
monetary pumps. On the last point, | would caveat that
the US Federal Reserve is the odd man out. The Bank of
Japan (BoJ), the ECB and the People’'s Bank of China
(PBoC) have all positively surprised the market, while the
Fed only reiterated its plans and provided no fresh clues.

US equities have continued to hit all-time highs. | have
lost count of how many times the S&P 500 index has
broken into virgin territory. Global equities are within a
stone’s throw of an all-time high, while the EuroSTOXX
50 is close to a five-year high.

SO WHY DECREASE LONG EQUITY NOW?

October's market turmoil allowed the MAS investment
team to increase the equity weights in client portfolios.
We were clear about the reasons why. We said the
fundamental backdrop of valuations, corporate earnings,

macroeconomics and the contrarian signal of investor
positioning and oversold conditions should support equity
prices.

Shorter-term support for our long equity position has

fallen away. The chart below show the change in investor
positioning: this is currently near peak levels.

Composite equity market positioning
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As mentioned above, central banks have been very
active. The PBoC surprised investors by unexpectedly
cutting interest rates; in the eurozone, ECB president
Draghi gave the biggest hint yet that full blown
quantitative easing (QE) was an option and he would not
tolerate any threat to price stability (too-low inflation). The
BoJ continued with QE and Prime Minister Abe called a
snap election to gather support for the ‘third arrow’
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(structural reform agenda) of his pro-growth Abenomics
initiative.

However, the high-yield market continues to struggle
despite the rally in other risk assets and ETF prices have
fallen back to October lows. We should note that about
15% of US high-yield bonds relate to the energy sector,
so cash flow uncertainties arising from an oil price of only
USD 70/bbl are likely to weigh on the results of these
companies.

High Yield Spreads US High Yield ETF Price
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Furthermore, we expect market volatility to rise next year
as uncertainty around the outlook for interest rates in the
US and the course of the economy is likely to be higher
than in recent years.

Index Bond vs Equity Volatility Index
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Our expectations on growth rates for European and US
corporate earnings exceeded the market consensus for
Q3 2014 the charts below show the above-average EPS
beats in the latest reporting season.
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However, if we look ahead, the cross-currents of a
stronger US dollar and lower oil prices are likely to render
the earnings outlook more opaque. A rising dollar is
intuitively good for EAFE corporate earnings, but the
aggregate level of revenue hedging on balance sheets is
not clear to us.

Moreover, the drop in crude oil and petroleum prices
should benefit consumers through lower prices (resulting
in an effective income increase). But from a stock market
perspective, the energy sector is a large contributor to
earnings at an index level. Pressure on this sector
translates into pressure on the index.

WHAT ABOUT THE LONGER-TERM OUTLOOK?

Not much has changed in our outlook for the
macroeconomic cycle. We continue to believe that the US
economy is on a firm footing and should provide support
to the rest of the world. Crude oil prices have fallen
significantly and the US dollar has risen, allowing the US
consumer to benefit from cheaper imported goods and
lower petrol prices. However, we do recognise the risk of
the eurozone slipping into a third recession without
growth having reached escape velocity and of China
suffering a ‘hard landing’.

WHAT ARE THE RISKS?

While in the eurozone, low levels of inflation have
intensified in the past few months, the margin of error for
policymakers has fallen.

One additional scenario that has been incorporated into
our outlook is a significantly stronger US economy driven
by wage growth. This could force the Federal Reserve to
raise rates sooner and more quickly than the market
currently expects. We believe this could lead to a
disorderly rise in bond yields and a sustained rise of
volatility in equity markets. Our portfolios are currently not
positioned for such an outcome.

Colin Graham, CFA, CAIA
ClO, Head of TAA, Multi Asset Solutions
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DISCLAIMER

This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM")* a
member of BNP Paribas Investment Partners (BNPP IP) **,

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. Any investment advice.

Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to
change without notice. BNPP AM 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 a client or prospective client’s investment portfolio.

Given the economic and market risks, there can be no assurance that any investment strategy or strategies mentioned
herein 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. The value of an investment account may decline as well as
rise. Investors may not get back the amount they originally invested.

The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred
on the issue and redemption and taxes.

*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96-
02, a simplified joint stock company with a capital of 64,931,168 euros with its registered office at 1, boulevard
Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-am.com.

** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services.
The individual asset management entities within BNP Paribas Investment Partners if specified herein, are specified for
information only and do not necessarily carry on business in your jurisdiction. For further information, please contact your
locally licensed Investment Partner.
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