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Foreword

Liquidity conditions have deteriorated across the fixed income
markets this year and volatility has increased. Some investors are
worried that bond funds could struggle to meet their redemption calls
if there is a mass sell-off. Yet so far the problems appear contained.

As one of the world’s largest managers of fixed income funds, we
are well-placed to understand the risks involved. This report explains
what is happening in the markets as well as the steps we have

taken to ensure we continue to provide a consistent service in this
potentially challenging liquidity environment. They include processes
to monitor and manage liquidity risk across our investment strategies

in case the situation deteriorates.

Where there is risk, there is also opportunity. We offer a number of
ways to take advantage of any increase in market volatility caused by
the lack of liquidity. They include a market neutral liquidity strategy,
which exploits temporary mispricing when liquidity evaporates.
Meanwhile, our global volatility strategy provides an efficient way to
seek performance in stressed market conditions.
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The fixed income liquidity challenge

A number of events have raised concerns about liquidity in bond
markets. In response, we have put in place measures to protect
investors, and offer strategies that can take advantage of any

increase in volatility.

Liquidity defines the ability to buy or sell an
asset quickly and easily, at low cost and
with little impact on its price. It has been
evaporating steadily from the global fixed
income markets over the past few years for
two reasons. In the first instance, central
banks have been sucking up huge volumes
of bonds through their quantitative easing
(QE) programmes, reducing the overall
supply.

At the same time, many large investment
banks have pulled back from their market-
making activities owing to increased capital
requirements and restrictions on proprietary
trading. Sovereign debt and corporate bond
markets rely on market makers to absorb
temporary imbalances in the fixed income
markets. But they are no longer operating
effectively.

As the volume of bonds on dealers’ books
has plummeted, bid-offer spreads have
widened and average daily dealing volumes
plunged. For example, the total amount

Source: Amundi, September 2015.

of US Treasuries available has fallen from
$2.7 trillion in 2007 to $1.7 trillion (as at
September 2015). Block trade sizes have
also fallen, although this trend may also be
due to the expansion of dark trading pools.

Meanwhile, credit markets have boomed
with new issuance 2.4 times larger today
than 10 years ago (as at September 2015).
In addition, assets under management

in funds offering daily redemptions have
grown by 10% a year and are now 76%
higher than in 2008.

Volatility has increased

Crowded trades combined with low levels
of structural liquidity have amplified price
swings in fixed income markets globally.
We have observed numerous instances in
some of the most standardised and liquid
asset classes over the past two years.
Noteworthy examples include the taper
tantrums in US Treasuries and German
Bunds as well as the flash crash in October
2014 (see box ‘Episodes of volatility’).

Figure 1: The taper tantrum and flash crash

Bond market volatility increased when the Fed hinted about slowing down its monthly asset purchases in 2013, and again during the flash

crash on 15 October 2014.
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Episodes of volatility

Note: The US 3-month/10-year swaption normalised volatility
is the normalised implied volatility on three-month options for
10-year US interest rate swaps. It signals traders’ expectations

for fluctuations in swap rates.

Source: Amundi, 31 December 2014.

US 3-month/10-year swaption normalised volatility
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Although most events have been relatively
harmless so far, there are fears that a global
liquidity shock could spread and have more
severe consequences. Higher realised
volatility could trigger a massive sell-off in
bond markets. In recognition of the risks,
many asset managers are taking steps

to manage fixed income trading flows in
this challenging liquidity environment. Yet

at the same time, any increase in volatility
provides an opportunity for investors.

Assessing liquidity risk in our funds
Amundi manages €650 billion of fixed
income assets (as of June 2015). We are
sharply focused on monitoring liquidity
across all areas of the markets with particular
emphasis on investment grade credit

and high yield, peripheral sovereign debt,
emerging market debt and convertibles.

We cannot assess liquidity risk in our funds
through one single indicator. We measure
liquidity as our ability to meet redemptions
without a significant impact on a portfolio’s
value and structure, which depends on a
number of issues:

= Withdrawal scenario, at a portfolio,
strategy, asset class and group level.

= Market conditions, bid-ask spreads and
the ability to trade different volumes.

= Liguidation strategy, which involves selling
assets so that the portfolio structure
remains unchanged.

Those areas most at risk are UCITS and
notably multi-asset funds. All our investment
processes are subject to specific internal
guidelines that seek to mitigate liquidity risk
based on a number of characteristics. They
include asset class, issue size, average daily
trading volumes (or open interest for listed
options), credit rating, region, diversification
and minimum cash buffer.

We monitor portfolio liquidity using a variety
of proprietary tools by taking into account
stressed withdrawal scenarios based on
the past behaviour of investors by type of
asset and client. Additionally, we measure
liquidation costs and time as well as
portfolio distortion (in stressed and current
market conditions). We set specific trigger
alerts for portfolio managers and encourage
them to perform simulations across their
funds.

Monitoring liquidity risk

We monitor liquidity at the investment
process level of individual funds on an
aggregated basis with limits set by our

risk committee (where relevant). We

also monitor liquidity at the group level.
Amundi’s risk department reports potentially
illiquid assets by desk to the investment
committee, and separates commingled
funds from mandates and dedicated funds.
It also provides details of cross holdings
(balanced funds or funds of funds) in

order to assess the impact of outflows or
reallocations in these funds.

Figure 2: Anatomy of a market meltdown

US government bonds suffered a “flash crash” on 15 October 2014, denting the market’s reputation for orderly trading.
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in New York around
2.14%, down from
an earlier high of
2.23%.

10-year Treasury yield
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This process also contributes to the
investment committee’s decisions. The risk
department provides withdrawal simulations
to the investment committee upon request.
Investment guidelines regarding liquidity

are monitored by the risk department and
reported to the investment committee.

Our liquidity monitoring focuses on these
assets in a number of ways:

= Stress testing based on past
performance data.

= Scenario analysis, which explores
massive distortions in bond markets and
redemption simulations on our flagship
funds.

= Market indicators dashboard.

= Breakdown by asset class at a fund level
and at the firm level.

Precautionary measures

We have taken a number of precautionary
measures to make sure we are prepared to
deal with the main issues associated with
the risks posed by the reduction in bond
market liquidity:

Secure access to liquidity. Owing to the
size and scale of our operations, Amundi
benefits from easy access to financial
markets at competitive prices.

Liquidity buffers. We have strengthened

the awareness of liquidity risk across all our
portfolio managers, and made the “liquidity
budget” a key issue for all investment
decisions. In addition, we have created a
three-step system to deal with any increase
in market stress, with liquidity goals defined
for each fund. Using derivatives, including
credit default swaps and total return swaps,
is part of our solution.

Pricing policies. We are working towards
implementing swing pricing. This should
help dampen the dilution impact of trading
costs with the threshold set at a proportion
of net subscription or redemption in a day.
We intend to implement this approach
gradually across our funds. Notably, we

do not intend to implement “redemption
gates” so we can return money to investors
promptly when they ask for it back.

Fund mergers. We have conducted a
comprehensive review to maximise fund
mergers because large funds are less likely
to face liquidity issues.

No credit lines. Unlike many of our
competitors, we have decided not to
extend bank credit lines at a fund level
because it would distort their risk profiles
and could only be a very temporary
measure.

Figure 3: The German Bund tantrum

After falling to record lows over the first few months of 2015, German 10-year Bund yields spiked when commodity prices recovered,

relieving pressure on the threat of deflation.
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We have taken a number of
precautionary measures to
make sure we are prepared
to deal with the main issues
associated with the risks
posed by the reduction in
bond market liquidity.

Source: Amundi, 6 July 2015.

10-year German Bund yield
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Measures against a liquidity crisis

We have designed liquidity crisis
management mechanisms with a dedicated
team to be assembled in the event of

a crisis. Organised around Amundi’s
investment committee, we have specified
its operating protocol in order to ensure
optimal responsiveness and the best
possible coordination.

Liquidity indicators and redemption
levels will trigger any action, and we will
coordinate order execution and trading
desks in several ways. We will centralise
orders in a single management centre

to optimise markets access, while also
focusing on treating shareholders equally
and maintaining the market’s integrity.

Opportunities for investors

Although a lack of liquidity in global fixed income markets
presents a challenge for fund managers, it also creates
opportunities. We offer a number of strategies for investors
to take advantage of these conditions.

Figure 4: Volatility is a liquid asset class during periods of market stress

Source: Eurexchange, 31 July 2015.

EUREX Eurostoxx50 options, average daily trading volumes, monthly from February 2007 to July 2015.
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Important information

In the European Union, this document

is only for the attention of “Professional”
investor as defined in Directive 2004/39/
EC dated 21 April 2004 on markets

in financial instruments (“MIFID”), to
investment services providers and any other
professional of the financial industry, and as
the case may be in each local regulations
and, as far as the 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 not intended for citizens
or residents of the United States of America

or to any “U.S. Person”, as this term is
defined in SEC Regulation S under the
U.S. Securities Act of 1933. This document
neither constitutes an offer to buy nor a
solicitation to sell a product, and shall not
be considered as an unlawful solicitation

or an investment advice. 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

Amundi

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.

Investment involves risk. Past
performances and simulations based
on these, do not guarantee future
results, nor are they reliable indicators
of futures performances. The value of
an investment in Funds, in any security
or financial product may fluctuate
according to market conditions and
cause the value of an investment to

go up or down. As a result, you may
lose, as the case may be, the amount
originally invested. All investors should
seek the advice of their legal and/or tax
counsel or their financial advisor prior
to any investment decision in order to
determine its suitability.

Document issued by Amundi, a société
anonyme with a share capital of 596 262
615 € — Portfolio manager regulated by the
AMF under number GP04000036 — Head
office: 90 boulevard Pasteur — 75015 Paris —
France — 437 574 452 RCS Paris






