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Choppier waters ahead

Markets are returning to more normal levels of
volatility

The macroeconomic landscape remains
supportive, and even though developed world
growth is easing, it is still robust

Rising volatility means it is important to be more
selective in how you take risk; and active
security selection could provide additional value

In our opinion, we are at the beginning of the
end of the current economic cycle
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Themes for Q2 2018




1: Volatility returns to normal
Low volatility levels made the recent spikes more dramatic

= \olatility spiked in the first quarter, initially in Volatility is back
February following inflationary concerns and 60 -
then in March around trade protectionism.
. A ) 50 - CBOE SPX volatility index
= But this rise in volatility is only back to relatively
‘normal’ levels after two years of a steadily
declining trend. 407
= Given the unusually calm conditions in recent 30 -
years, the volatility spike has shocked investors.
= We are near the peak of the cycle and we 20 1
expect volatility to be more pronounced as
investors react to data and news flow. 107
= Simply buying beta has worked well in the last 0 , , , , , , , A\
two years, but may be less effective from now 2009 2011 2013 2015 2017
given more jittery markets. _
Price return, 12 CBOE SPX
= Selectivity, across all the major asset classes, months to: VOLATILITY VIX
could provide additional value. 30/04/2018 47.2%
30/04/2017 -31.1%
30/04/2016 7.9%
30/04/2015 8.5%
30/04/2014 -0.8%
Source: Fidelity International, DataStream, April 2018
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2. Macroeconomics still look good
Growth is peaking and starting to roll over, but is still robust

» Macro data is still positive but we have most
likely seen the cyclical peak in growth and it is
starting to turn over.

» The Fidelity Leading Indicator is still in positive
territory but decelerating, essentially signalling a
neutral stance on risk.

= Only two of the five sub-sectors are positive and
accelerating, suggesting momentum is not
broad-based.

= We think the beginning of the end of the cycle is
apparent, with the market turn perhaps 6-18
months away.

= There are several factors that could drive
growth more sustainably or materially
downward from here: i) Fed liquidity withdrawal
putting pressure on credit conditions, ii) China’s
ongoing financial and fiscal clampdown denting
global growth, iii) a return of inflation, and iv) a
genuine trade war.

Fidelity Leading Indicator is turning neutral
6% -

Fidelity Leading Indicator (re-
trended) vs. OECD IP

4% -

2% -

O%'\

_204 -

= Commodities
Trade

-4% - mmmm |ndustrial Orders (Hard Data)
Consumer and Labour
Business Surveys

e OECD IP (3m% change)

e | (3m% change)

-6% -

.80 -
2008 2010 2012 2014 2016 2018

Source: Fidelity International, April 2018
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3: Watch central bank policy closely
CB policy will have potentially significant impacts on markets

= Key central banks are shifting towards tighter Policy support fading precipitously in 2018
monetary policy and the US Federal Reserve 3.5 1 USD trillion
may be less inclined in future to act to support
equity markets. 3.0 - Forecast

Yoy change in G4 central

= |t's unclear how central banks’ unwinding of
9 25 | banks’balance sheets

monetary stimulus will affect economies, and
whether withdrawal is feasible in practice given

its magnitude. 2.0 1
= Even small interventions by central banks could 15 |

have a significant impacts on sentiment-driven

markets that are near the top of the cycle. 10 4

= As monetary policy begins to diverge more

meaningfully over the short to medium term, 0.5
there could be continued dispersion across
asset classes. 0.0

2010 2012 2018

-0.5

2014 2016

= We expect three Fed rate rises this year.

-1.0

Source: Fidelity International, Bloomberg, December 2017. Assuming €30bn per month
in ECB support (PSPP) from January to September 2018, dropping to €15bn per month
from October to December 2018; Fed balance sheet shrinking at $10bn per month from
October 2017, increasing $10bn per quarter to a maximum of $50bn; and BoJ
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Equities overview
Returning to ‘normal’ volatility

= Markets are returning to more ‘normal’ Fidelity global forecasts
levels of volatility, which has shocked
investors after an exceptional period of Earnings growth 15 294 0.4%
calm.
Return on equity 14.3% 14.7%
= But importantly, developed market growth Dividend yield 2_6% D
Is still supportive, and inflationary
P/E valuation 15.6x 14.1x
concerns have eased through the quarter.
P/B valuation 2.2x 2.0x
» The ‘Goldilocks’ scenario is therefore still
largely in tact, indicating the end of the Bumpy start to the year
economic cycle has not arrived yet. 1407 ——5&P 500 —— Stoxx 600 ——MSCI EM
Rebased
- . . . . 130 +
= But it is coming into view, with a market
turn perhaps 6-18 months away. 120 -
Price return, 12 MSCI EM U$ % 110 -
months to: % change E % change change
30/04/2018 11.8% -0.5% 19.1% 100 -
30/04/2017 14.7% 13.4% 16.4%
30/04/2016 -0.4% -13.7% -19.8% 90 : : : :
30/04/2015 10.4% 17.1% 5.3% Apr-2017 Jul-2017 Oct-2017 Jan-2018  Apr-2018
30/04/2014 19.3% 13.9% -4.2%

Source: Fidelity Insight, Fidelity International, Datastream, April 2018
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Equities outlook
Near the top

= The main concern is that central banks are

Forecast earnings growth peaking

shifting towards tighter monetary policy. This 16% 1 m2018 ®=2019
could pose risks in markets accustomed to 1206 -
monetary support. 8% 1
o . 4% -
= Similarly, unexpected changes in 0%
. -
macroeconomic data could rock markets g o = 2 2, g %
because of the dependence on momentum - 5 3 < L% g% g
this is typical late-cycle behaviour. 8 E 5=
© >
= Recent earnings reports show the effects of < .
rising wages and higher oil prices, particularly in Forecast P/E valuations
the US. This strengthens our view that cyclicals 20 - w2018  =2019
will not be able to maintain their outperformance 15 |
over defensives. 0
= In this environment, being more selective about 5
where and how you take risk is prudent. 0 .
o 3 S > 3z S
8 P . Es
o LLi w
© >
2 L
Source: Fidelity Insight, Fidelity International, April 2018
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Equity sectors and regions
‘Goldilocks’ still intact but...

FAANG-led risks Sectors ranked by forecast return on equity

= FAANGSs remain richly valued, and led in to, and out of, Favoured sectors Less favoured sectors

the recent market corrections. The reliance on FAANGs
could pose risks if sentiment shifts quickly. Technology Energy

Europe more stable, Japan more volatile Healthcare Utilities

» European markets have a broader base of support than
the FAANG-dominated US, so should be more robust. Consumer Staples Real Estate

= We expect China to slow gradually, but this has been

largely priced in, and the government has historically -
-

carefully managed the economy.
. = 2018
-
» Japan’s high exposure to global trends leaves it 2019
vulnerable to sentiment shifts. 15% -
: : . 10% -
Negative on consumer discretionary
5% -
= Autos profits are peaking and finances deteriorating,
and retailers face more restrained consumer spending, 0% -
leading t tive vi discreti S & - f§° SRt 3
g to our negative view on consumer discretionary. (é\@« 0;&{\\ @é\ro &P & <z,°° 8 &3 @0@
>7 & & (& P
= We don’t expect any undersupply or oil price shocks, so € < AR RN

energy prices should be range-bound

Source: Fidelity Insight, Fidelity International, April 2018.
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Fixed income overview

Geopolitical risks reignite
Current and forecast government bond yields
= Despite volatility in US treasuries, global 10 year yield — — —
government bonds ended the first quarter
higher on a hedged basis, primarily
supported by strengthening eurozone Germany 0.51% 0.99% 1.36%
peripheral debt.

us 2.82% 3.16% 3.54%

UK 1.45% 1.83% 2.17%
= Importantly, government bonds benefitted
from a flight to quality as geopolitics Global curves continue to flatten
reignited in March., 1.6% -

I
X
®
o
=
o
o
=
o

= US treasuries are caught between
opposing secular forces of lower growth
and higher debt, and cyclical forces of
higher growth of around 3 per cent and 0.8% -
normalising central bank policy.

1.2% A

= German 2-10y spread

0.4% -
—US 2-10y spread

e JK 2-10y spread

0.0% : : . : . : . .
Feb-2016  Aug-2016  Feb-2017  Aug-2017  Feb-2018

Forecast source: Fidelity International, Bloomberg, 12 April 2018. The above forecasts are market-implied. Chart source: Fidelity International, Bloomberg, 31 March 2018.
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Fixed income outlook
Safe haven characteristics should support

Three Fed rate hikes in 2018 Some key interest rates rising
» Against a backdrop of secular and cyclical forces, the 2.0% - UK Eurozone
Fed will continue to raise rates if conditions remain
1.5% - —US = Japan

conducive to tightening, but they are unlikely to surprise

with more hawkish commentary 1.0%
. 0

= We expect three rate rises this year, in line with market
consensus. But note that the market is pricing in 1.5 0.5% 1 T\ r
hikes next year versus the three implied by the Fed ‘dot

plot’. We suspect that slowing growth may prompt a 0.0% : : : : \==‘~_

slower pace of tightening by the Fed in 2019. 2
. . : -0.5% - o)
Inflation staying above 2 per cent this year 2010 2011 2012 2013 2014 2015 2016 2017 2018 (WS
m I . . .. . . o
Tight labour markets and strong survey data suggest a 10y breakeven rates indicate rising inflation o
risk of higher inflation. We see core US CPI rising to 2.7 (3D
per cent by late summer. 5.0% 7
_ o us UK Germany
= Upward pressure on US yields remains in place, but 4.0% -
safe haven qualities in a world marked by geopolitical
3.0% -

risks should cap yields.

Value in Europe 2.0% A
= Despite some recent flattening, the yield curve in 1.0% W

Europe remains steep on a relative basis. We see value

in core eurozone government bonds. 0.0% ; ; ; ; ; ;
2012 2013 2014 2015 2016 2017 201!

Top: Source: Datastream, April 2018.
Bottom: Source: Fidelity International, Bloomberg, 30 March 2018.
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Fixed income sectors
Almost-perfect backdrop could change

Comfortable about credit |G spreads moving wider in 2018

= We have become increasingly comfortable about credit 250
over the last six months as the global economy has
maintained strength and the corporate landscape is

Option adjusted spread (bps)

robust. 200 -
= We see more opportunity in European investment grade
than the US or Asia due to strong credit fundamentals 150
and ongoing support by the European Central Bank.
Cautious on high yield 100 - ;_;1
= High yield has outperformed investment grade but we =
are cautious given the asset class remains highly =
correlated with equity markets and has less a attractive 01 —USIG —EURIG —UKIG —AsialG %
risk-return profile than investment grade debt or @
leveraged loans. 0 e
2015 2016 2017 2018

= We note signs of distress in US high yield in retail and

telecoms.
EMD fundamentals remain solid

. . BN ICE BofAML ICE BofAML ICE BofAML ICE BofAML
EMU Corp A3|an DoIIar
) o 12 months to: Cor orate Excl Bankin Sterling Corp
= EMD fundamentals are still good, but there is little R <

opportunity for further spread compression in hard 30/04/2018 0. 82/" ‘0'8:/" 0. 9°§° 0. 42/"
currency government bonds this late in the cycle. 30/04/2017 3.0% 0.3% 10.7% 3.3%
30/04/2016 2.9% -1.7% 2.7% 3.4%

= There are pockets of value in countries with higher 30/04/2015 5.0% 3.1% 10.1% 7.4%
yields and improving economic profiles such as 30/04/2014 0.9% -0.4% 0.4% 0.3%

Ecuador, Argentina and Angola

Source: Datastream, April 2018.
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Commercial real estate
Market remains buoyant

Europe is the hot spot

» Investors are increasingly favouring Europe
because, although it is late in its cycle, data
indicates US and some Asian markets are
even more advanced.

= Europe continues to enjoy supportive
monetary policy, healthy demand and
corporate fundamentals are strong.

Prefer second-tier rather than prime

= Given record low yields in prime, we prefer
careful asset allocation in established second-
tier locations.

= But investors should be mindful that with
competition for assets intensifying, there is
greater potential for mispricing and a
temptation for investors to shift too far away
from their core strategy or move too far up the
risk curve.

Countries in late cycle stage
0 10 20 30

Spain
Finland
Germany
France
USA
Netherlands
Denmark
Hong Kong
Taiwan
Switzerland
Sweden
Italy

Austria
Greece
Japan

Singapore

m Average length of late recovery phase (months)
Current length of late recovery phase (months)

Note: Late recovery phase is where economic growth is positive and accelerating.
Source: Oxford Economics, February 2018. Period covered: 1993 -2017.
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Commodities
Geopolitics clouds the outlook

A strong beginning to the year was offset by
risk aversion as markets turned more volatile
across February and March.

More recently, several commodities markets
have been affected by geopolitical tensions,
with oil prices benefiting from tensions in the
Middle East, and aluminium prices spiking
higher as the US announced new sanctions
against Russia.

But fundamentals for energy remain positive.
OPEC/Russia have succeeded in restricting oll
production, and demand growth has been
strong.

For gold, reduced political tensions would be
negative, particularly considering its
decoupling from the direction of real rates in
recent months.

Although fundamentals remain supportive for
commodities overall, a stronger dollar could
act as a headwind.

Gold price has diverged from real yields in
recent months

25
20
15

-20 .
Apr-2015 Apr-2016 Apr-2017 r-2018

-1 yr % change of gold

-1 yr % change in real yields (measured by US inflation

breakevens)
Price return, 12

months to:

30/04/2018 3.6%
30/04/2017 -1.9%
30/04/2016 9.5%
30/04/2015 -8.7%
30/04/2014 -11.9%

Source: Datastream, April 2018.
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Infrastructure and alternative strategies
Listed infrastructure and hedge funds offer opportunities

= Despite recent price declines, equity US cyclically-adjusted P/E points to very low
valuations remain elevated based on current real returns
. . _ 25% -+ 10y real
earnings, and medium-term return otal returns

expectations are relatively low. 20%

= |n this context, a listed infrastructure vehicle
yielding around 4-5 per cent and able to
deliver an uncorrelated return stream begins to 10%
look attractive in absolute terms.

15%

5%
» Long/short equity funds and global macro

strategies could also become increasingly 0%
prominent as economic conditions cause

. . -5%
asset classes to diverge in performance,

creating more opportunities for nuanced -10% - CAPE ratio
directional bets. 0 10 20 30 40 50
= This environment should continue as monetary

policy begins to diverge more meaningfully 30/04/2018 11.8%
over the next few years and volatility remains 30/04/2017 14.7%
relatively high. 30/04/2016 -0.4%

30/04/2015 10.4%

30/04/2014 19.3%

Note: S&P 500 cyclically-adjusted PE ratio vs next 10y real returns since 1921
Source: Robert Shiller, Fidelity International, Haver Analytics, Datastream, 2018.
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Markets are returning to more normal levels of
volatility

The macroeconomic landscape remains
supportive, and even though developed world
growth is easing, it is still robust

Rising volatility means it is important to be more
selective in how you take risk; and active
security selection could provide additional value

In our opinion, we are at the beginning of the
end of the current economic cycle
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Important information

This document is issued by FIL Responsible Entity (Australia) Limited ABN 33 148 059 009, AFSL No. 409340 (“Fidelity Australia”). Fidelity Australia is a member
of the FIL Limited group of companies commonly known as Fidelity International.

This document is intended for use by advisers and wholesale investors. Retail investors should not rely on any information in this document without
first seeking advice from their financial adviser. This document has been prepared without taking into account your objectives, financial situation or needs.
You should consider these matters before acting on the information. You should also consider the relevant Product Disclosure Statements (“PDS”) for any Fidelity
Australia product mentioned in this document before making any decision about whether to acquire the product. The PDS can be obtained by contacting Fidelity
Australia on 1800 119 270 or by downloading it from our website at www.fidelity.com.au. This document may include general commentary on market activity,
sector trends or other broad-based economic or political conditions that should not be taken as investment advice. Information stated herein about specific
securities is subject to change. Any reference to specific securities should not be taken as a recommendation to buy, sell or hold these securities. While the
information contained in this document has been prepared with reasonable care, no responsibility or liability is accepted for any errors or omissions or
misstatements however caused. This document is intended as general information only. The document may not be reproduced or transmitted without prior written
permission of Fidelity Australia. The issuer of Fidelity’s managed investment schemes is FIL Responsible Entity (Australia) Limited ABN 33 148 059 009.
Reference to ($) are in Australian dollars unless stated otherwise.
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