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Be prepared for a regime shift

Today, most investors are at a loss regarding
what to think of the notion of value and
valuations and, even most importantly, how
to use it in portfolio construction. We are
at the start of a sort of crisis in confidence
regarding valuations (and therefore also
fundamentals, as they are interlinked)
because few to no valuation indicators seem
to be effectively working and irrational forces
are perceived to be taking a prominent role
in driving financial markets. There is a great
disconnect between financial markets and
the real economy.

The temptation is to give up on value/
fundamentals as a founding investment
principle or to just consider short-term
relative equity/bond valuations instead of
more strategic absolute metrics.

Valuation metrics Indicators

. Cyclical / Function for
Indicator Non-cyclical investors
Relative equity/ Eyelliezl Tactical asset

bond allocation (AA)

Absolute equity Non-Cyclical Strategic AA

Absolute bond Non-Cyclical Strategic AA

Yet, we argue that long-term absolute
valuations are key to building a strategic
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asset allocation and they are even more
relevant in an era of possible regime shifts.
What investors need is to further enhance
their approach to absolute valuations.

In this respect, we believe they should enrich
the traditional approach based on (real)
fundamentals (inflation, growth, earnings)
with the inclusion of a monetary factor
(as a dominant feature of the current
transition phase) and narratives as a
foundation of long-term expectations. Real
fundamental factors, though less prominent
in this (monetary oriented) regime, are not
less relevant from a valuation perspective
if ) they are approached with a long-term,
non-cyclical view in relation to expectations
and 2) if they are broken into facts and
narratives.

Narratives are adding (or subtracting)
to a trend, reinforcing it or pushing it
in a different direction. For example,
the narrative of low growth/no inflation
(secular stagnation) has shaped long-term
expectations over the past decade, because
it has been public, vocal and visible. Moving
forward, the emergence of a ‘back to the
‘70s’ narrative can help modify long-term
expectations even before (or beyond) what
data shows. This is why it is important to
capture the dynamics of narratives and the
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emergence of new ones as they can help
explain a deviation from equilibrium (by
equilibrium we mean what is coming from
fundamentals as defined by expectations on
growth/inflation/earnings). Therefore, we
could enlarge the notion of equilibrium to
include all the three pillars (monetary factor,
real factors and narratives) as explanatory
factors. Combining these three pillars can
help design scenarios and portfolio actions
within a regime and across regimes.

At the same time when there is a deviation
from equilibrium and a prevailing narrative
signaling a change in regime, this points to
an important turning point for investors:
this is exactly what we are facing right now.

In the second half of the year, we will
likely reach a decisive moment with the
acceleration of the vaccine distribution, the
reopening of economies and the possible
initial effective signals of accelerating growth
and some inflation pick-up.

At this point, the current narrative of low
growth/no inflation forever will be tested.

This will confirm the dominance of the
narrative pointing down the road to the 70s.
In fact, today, in the transition phase towards
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a different regime, for the first time in more
than three decades narratives are explicitly
expressing a preference for inflation as a
way out from the current crisis. In these
narratives, inflation has ceased to be a
negative. It is a desire. This will likely drive
the materialisation of a higher inflationary
regime.

When a preference across society and its
institutions is being established, experience
shows that the prevalent narrative becomes
self-fulfilling and this often leads to a new
mandate given to central banks. Former
Federal Reserve (Fed) chair Paul Volcker
got his mandate to fight classic inflation
when he was appointed in the late 70s.
The new generation of central bankers
will be asked to address new conflicting
challenges, such as absorbing skyrocketing
debt while dealing with an asset bubble
generated by an excess of liquidity created
by central banks themselves. The transition
phases unsurprisingly see the co-existence
of previous and new mandates. The
reassessment of these narratives, and of
value, will be a key input when revisiting
portfolio construction and it could also
offer investments opportunities.
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The great divergence

It’'s been one year now since the Covid-19
pandemic disrupted the world. It changed
our lives, but financial markets seem to have
side-lined this dramatic event as a temporary
pullback, which was quickly recovered and
forgotten as most risk assets achieved new
highs. Hopes persist that a “here and now”

vaccine will rescue the global economy and
overshadow unexciting recent economic
data and the uncertainties of the virus cycle.
This translates into an unprecedented
divergence between markets and the real
economy, raising guestions about the
sustainability of current valuations.

The diverging path of equity prices and earnings growth
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Central banks’ extraordinary monetary
reaction to disinflation, and then deflationary
tensions, has been the key market driver of
the regime that followed the Great Financial
Crisis. This has sanctioned the victory of
monetary/liquidity factors over real factors.
The dominance of the monetary factor and,

Central Banks’ extreme monetary push
has been the main driver of markets
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12 Month Trailing EPS

most recently, the rise of irrational forces in
the market, psychological drivers leading to
further market exuberance, is resulting in the
temptation to give up on traditional valuation
metrics or to “adjust” absolute valuation
indicators in order to justify the current
extremes in the market.

...more recently irrational forces are at work,
as illustrated by the excess euphoria in
record high Call Option volume in the US
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Don’t give up on valuations and
fundamentals

A sign of the times is the fact that even Nobel
prize-winning economist Robert Shiller has
recently worked on revising his own CAPE
indicator to try to make it more accurate and
consider interest rates when valuing equities.
The new indicator, the Excess CAPE Yield,

gives some comfort in the current valuations
for equities: no major markets are flashing
red in terms of valuations versus bonds.
This, however, does not answer the question
of whether there is still absolute value in
equities, puzzling the most the reading of
where markets are today.

Excess CAPE Yield (ECY) suggests equity are cheap vs bonds, while CAPE implies they are
not so cheap on an absolute basis (and the US is the most expensive)
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Despite this rising scepticism regarding
the traditional investment approach based
on long-term horizons and valuations, we
believe that a long-term perspective is key
for investors, and this is even more relevant
when we live in a period of transition towards
a possible new regime, such as the one we
are facing today. What investors need is to
enhance their investment approach to include
other elements that go beyond traditional

ACurrent

economic variables (such as inflation, growth
and earnings). In this respect, they also need
to consider the monetary factor (policies
at work that can distort market behaviour)
which remains highly relevant in the current
environment and, in addition, a third element:
market narratives that can affect either
economic variables or monetary policy. In fact,
narratives can confirm the direction of the
market, but can also push it in a different one.

The new three pillars of valuations

Source: Amundi. Data as at 6 April 2021.
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What the narratives are telling us

When there is a strong market detachment
from the economic reality, as it is the case
today, a prevailing narrative can signal a
change in regime. This leads to an important
turning point for investors.

Currently, there are three narratives driving
markets. They are interconnected and
dynamic as they evolve over time. The one
that prevails will characterise the new financial
regime.

The deflationary consequences of the 2008
crisis have strengthened the first narrative,
the secular stagnation of forever-low
growth and low inflation. The foundations
of this narrative rely on the long-term
memory of what has been the effective
story for developed economies throughout
centuries into modern times, if we exclude
the inflationary episode of the 70s (and
to some extent the two world wars). The
inflation pressures from protectionism and
post Covid-19 value chain disruption, rising
demand for a minimum living wage and the
monetisation of debt are the seeds of the
shift towards a higher inflationary regime,
bringing us back to the 70s.

The second market narrative, that is
currently sustaining the high valuations in
equity markets, relates to earnings growth
being pushed by technological disruption
(the creative destruction narrative). However,
the assumption that earnings growth will
deviate upward from its historical trend,
thanks to technological revolution, seems
unlikely assuming the current trend in
labour force growth, stock of capital and
productivity and the high share of profits on
value added. If this is the case, as we believe,
growth will remain sluggish following the

first post-Covid-19 bounce and may end
up moving back to the “secular stagnation”
environment, in which equity markets should
readjust to the downside to absorb the
current excess of optimism.

However, we believe that the prevailing
narrative will be the third option, the
monetary one, from orthodox/anchored
to magic/de-anchored central banks.
Today, for the first time in more than three
decades narratives are explicitly expressing
a preference for inflation as a way out from
the current pandemic. Inflation has ceased
to be a negative; it is a desire, as it can help
make the debt burden originated by the
crisis sustainable. In 2020, global debt has
grown to USD24tn and now stands at 355%
of world GDP. New priorities for populations
and institutions are emerging. The huge debt
pile that will weigh on future generations
has to serve to help to fight climate change
and make the overall economic model more
inclusive, reducing inequalities. This mantra is
vocal among politicians and central bankers
globally and shared by the wider society.
This leads to the dominance of the market
narrative that pushes for a continuation of
extraordinary monetary policy, with central
banks further evolving their roles into new
territories including green topics (see recent
ECB members talking about decarbonising
the ECB balance sheet) or targeting inequality
(ie the Fed moving into the full jobs market
target).

A change of regime often occurs with a
change in the mandate of central banks, as it
happened in the late 70s, with the arrival of Mr
Volcker at the helm of the Fed. The transition
phase unsurprisingly sees the coexistence of
previous and new mandates. This is exactly
what we are starting to see today.

“ Today, the coexistence of the monetary
narrative coupled with the consequences of
Covid-19 is creating a fertile ground for a shift
towards a higher inflationary regime, a sort of
back to the ‘70s scenario.”
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Key take-aways for investors

Acknowledging the importance of looking at all three pillars (monetary factor, real factors and
narratives) when assessing valuations, we can draw four key investment implications.

Higher inflation challenges traditional diversification, as correlation between
equity and bonds turns positive. To build an inflation-proof portfolio, investors
should consider increasing their allocation to pockets of assets such as inflation-
linked bonds, real assets (real estate and infrastructure in particular) and
commodities.

In a world of stretched absolute equity and bond valuations, relative value
is the only value left in the markets. Investors should look at relative value
“within” and “across” asset classes. Absolute return approaches that seek to
extract relative value in markets, with limited directional risk, could enhance
diversification.

The role of equities will be key both in tactical (attractive valuations vs bond)
and strategic asset allocation. Despite their stretched absolute valuations they
are the “must own” assets, in a world of lower expected returns (due to the lack
of returns on the bond side). Investors will have no choice, but to increase equity
allocation.

A higher inflationary regime will drive a multi-year rotation from growth to
value stocks. Lower interest rates, used to discount future profits, have amplified
growth outperformance and therefore growth stocks are now vulnerable to
higher rates. Investors should focus on sector allocation with a preference for
sectors linked to real assets (commodities, energy and infrastructure).

“This is not the time to give up on valuation, but instead
stick to value in search of opportunities while carefully
following the evolution of market narratives. Be prepared,
as this is the time to play opportunities in the market.”
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offering in Switzerland is concerned, a “Qualified Investor” within the meaning of the provisions of the Swiss Collective Investment Schemes
Act of 23 June 2006 (CISA), the Swiss Collective Investment Schemes Ordinance of 22 November 2006 (CISO) and the FINMA's Circular 08/8
on Public Advertising under the Collective Investment Schemes legislation of 20 November 2008. In no event may this material be distributed
in the European Union to non “Professional” investors as defined in the MIFID or in each local regulation, or in Switzerland to investors who
do not comply with the definition of “qualified investors” as defined in the applicable legislation and regulation. This document is solely for
informational purposes. It does not constitute an offer to sell, a solicitation of an offer to buy, or a recommendation of any security or any
other product or service. Any securities, products, or services referenced may not be registered for sale with the relevant authority in your
jurisdiction and may not be regulated or supervised by any governmental or similar authority in your jurisdiction.

Furthermore, nothing in this document is intended to provide tax, legal, or investment advice and nothing in this document should be
construed as a recommendation to buy, sell, or hold any investment or security or to engage in any investment strategy or transaction. There
is no guarantee that any targeted performance or forecast will be achieved.

Amundi accepts no liability whatsoever, whether direct or indirect, that may arise from the use of information contained in this material.
Amundi can in no way be held responsible for any decision or investment made on the basis of information contained in this material. The
information contained in this document is disclosed to you on a confidential basis and shall not be copied, reproduced, modified, translated
or distributed without the prior written approval of Amundi, to any third person or entity in any country or jurisdiction which would subject
Amundi or any of “the Funds”, to any registration requirements within these jurisdictions or where it might be considered as unlawful.
Accordingly, this material is for distribution solely in jurisdictions where permitted and to persons who may receive it without breaching
applicable legal or regulatory requirements. The information contained in this document is deemed accurate as at the date of publication set
out on the first page of this document. Data, opinions and estimates may be changed without notice. You have the right to receive information
about the personal information we hold on you. You can obtain a copy of the information we hold on you by sending an email to info@amundi.
com. If you are concerned that any of the information we hold on you is incorrect, please contact us at info@amundi.com. Document issued
by Amundi Asset Management, “société par actions simplifiée”- SAS with a capital of €1,086,262,605 - Portfolio manager regulated by the
AMF under number GP0O4000036 - Head office: 90 boulevard Pasteur - 75015 Paris - France - 437 574 452 RCS Paris - www.amundi.com
Photo credit: ©MDelporte - iStock/Getty Images Plus - insanyildizli. Unless otherwise stated, all information contained in this document is from
Amundi Asset Management S.A.S. and is as of 31 March 2021.
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