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Central banks
Reducing emergency measures Soon

European Central Bank (ECB)

The ECB is more confident in the economic recovery. It
revised its growth and inflation projections upwards at
the June monetary policy meeting. The balance of risks
was even described as “balanced”, the first time since
December 2018!

But the ECB believes it is too early to reduce emergency
measures. The ECB will therefore continue its bond
purchases for the PEPP (Pandemic Emergency
Purchase Programme) with the “significantly higher
pace” decided in March. This decision does not seem to
have been unanimous.

The ECB is highly likely to wait for the Fed's tapering
announcement before following suit. Therefore, the ECB
will most likely reduce its purchases from September
onwards. This will not be a real tapering in the sense
that the ECB does not intend to reduce them to zero.
Even in March 2022, when the PEPP is completed, the
ECB will continue to be active in the markets via the
APP (Asset Purchase Programme), which was
launched again at the end of 2019 and with no known
end date.

US Federal Reserve (Fed)

Tapering: the Fed is very patient. It wants to see
substantial progress in its inflation and employment
mandate before gradually reducing the amount of its
monthly purchases ($120 billion) of government bonds
and MBS (Mortgage-Backed Securities).

When? The surge in inflation and excess liquidity in
the markets call for rapid tapering. Conversely, the
latest jobs report urges the Fed to be patient. We
expect the Fed to announce a slow and gradual
reduction in its monthly purchases at the September
monetary policy meeting, or even at the Jackson Hole
Economic Symposium of central bankers at the end of
August.

How? Tapering could take a year, starting in early
2022, first with the MBS, in view of the good health of
the Real Estate sector.

Policy rate hike: around Q3 2023, in our view. The
market has recently lowered its expectations but is
still pricing in a first hike in December 2022.

MONTHLY PURCHASES VIA PEPP AND APP
PROGRAMMES (EUR BN)

THE MARKET EXPECTS A BIT MORE THAN 3
RATE HIKES OF 0.25% BY END-2023
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The ECB has just announced a status quo at its monetary policy meeting in June. The

Fed should follow suit. Save the date: September or the end of August when the Jackson
Hole Economic Symposium of central bankers takes place, for announcements on the
reduction of emergency measures put in place to deal with the health crisis.
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Bond Yields
Short-term pause in a bear market

Pause and even a drop in 10-year Treasury and
German yields. Central banks have managed to
convince the majority of investors that inflation would
be transitory. In addition, the latest economic data .
baseq on surveys showed a fall compared with the -
previous month.
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CONCLUSION

The pause for long-rates continues and is even turning into a relaxation. The upward

movement could resume after the summer, with the reopening of the eurozone
economies, tapering in the US and substantial improvements in the US labour market.
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Theme in Focus
Investment Grade Corporate Bonds

Changes in recommendation. we downgrade
Investment Grade corporate bonds in the eurozone to
Neutral from Positive.

The environment remains attractive for corporate
bonds: monetary policies are accommodative
(abundant liquidity, refinancing under favourable
conditions, etc.), fiscal stimulus plans support
companies and the global economy is improving,
synonymous with rising cash flows for companies.

But valuations are high: risk premiums have fallen
sharply since the start of the Covid-19 crisis. The
average spread (yield spread of a bond with the risk
free rate, i.e. German government bond yields), which
had widened to 2.50%, returned to 0.84%, i.e. very
close to the historical lows reached after the financial
crisis of 2008. We cannot rule out that they will
narrow further on the back of the economic recovery
and a rather thin supply of bonds expected.

That said, with such a low average yield-to-maturity
(0.32%), the expected return for investors will be
driven mainly by the evolution of German rates,
which we see resume an upward path after the
summer. A 0.06% rise in the German 5-year rate
would be sufficient to generate negative expected
returns, according to the break-even ratio.

On the other hand, we maintain our Positive bias on US
Investment Grade corporate bonds. The yield-to-
maturity is much more attractive (2.07% on average).
This is also the case for foreign investors because the
cost of hedging currencies is relatively low, at around
0.7% for European investors and 0.4% for the
Japanese.

The Fed began to liquidate the portfolio of corporate
bonds it had built up during the crisis. Demand is
expected to be strong given the shortage of quality
bonds, especially those with short maturities. There is
no risk of spreads widening. Do not fear!

AVERAGE YIELD FOR INVESTMENT GRADE
CORPORATE BONDS (%)

BREAK-EVEN RATIO
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The economic and monetary environment remains supportive for corporate bonds, but
valuations are expensive. The average yield is low, especially in the eurozone where it
is barely positive. Given the risk of rising bond yields, we prefer to move to Neutral
from Positive on Investment Grade corporate bonds in the eurozone. We maintain a
Positive view on these bonds in the US.
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Our Investment Recommendations

——— e

Negative on German sovereign bonds, irrespective of

G ) their maturity.
Peripheral - Neutral on peripheral debt (Portugal, Italy, Spain,
Government bonds countries Greece) with a “buy on dips” strategy.

- Positive on short-term debt for dollar-based
United States = investors.
» Negative on long-term debt.

« We prefer corporate bonds to sovereign bonds.

C Eurozone = »  We favour EUR and US bonds with a similar
orporate bonds .
duration to the benchmark (5 and 9 years
Investment Grade . .
United States + respectively).
+ Positive on convertible bonds in the eurozone.
Corporate bonds Eurozone and - + Neutral on HY bonds.
High Yield United States  Positive on fallen angel and rising starsbonds.
Positive on EM hard currency bonds (sovereign and
In hard currency +
corporate).
Emerging bonds
In local currency + Positive on local currency government bonds.
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Returns

OVER ONE MONTH
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DISCLAIMER

This marketing document is communicated by the Wealth
Management Métier of BNP Paribas, a French Société
Anonyme, Head Office 16 boulevard des Italiens, 75009 Paris,
France, registered under number 662 042 449 RCS Paris,
registered in France as a bank with the French Autorité de
Contrdle Prudentiel et de résolution (ACPR) and regulated by
the French Autorité des Marchés Financiers (AMF). As
marketing material, it has not been prepared in accordance
with legal and regulatory requirements aimed at ensuring the
independence of investment research and is not subject to any
prohibition on dealing ahead of its dissemination. It has not
been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use
of BNP Paribas SA, BNP Paribas Wealth Management SA or
their affiliates ("BNP Paribas”) and the persons to whom this
document has been delivered. It may not be distributed,
published, reproduced or disclosed by any recipient to any
other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not
constitute an offer or solicitation in any state or jurisdiction in
which such an offer or solicitation is not authorized, or to any
person to whom it is unlawful to make such offer, solicitation
or sale. It is not, and under no circumstances is it to be
construed as, a prospectus.

Although the information provided herein may have been
obtained from published or unpublished sources considered to
be reliable and while all reasonable care has been taken in
the preparation of this document, BNP Paribas does not make
any representation or warranty, express or implied, as to its
accuracy or completeness and does not accept responsibility
for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or
projected success, profitability, return, performance, result,
effect, consequence or benefit (either legal, regulatory, tax,
financial, accounting or otherwise) of any product or
transaction. Investors should not place undue reliance on any
theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to
past performance; past performance is no guarantee for future
performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances,
including your financial position, risk profile and investment
objectives.

Prior to entering into a transaction each investor should fully
understand the financial risks, including any market risk
associated with the issuer, the merits and the suitability of
investing in any product and consult with his or her own legal,
tax, financial and accounting advisors before making his or her
investment. Investors should be in a position to fully
understand the features of the transaction and, in the absence
of any provision to the contrary, be financially able to bear a
loss of their investment and willing to accept such risk.
Investors should always keep in mind that the value of
investments and any income from them may go down as well
as up and that past performance should not be seen as an
indication of future performance. Any investment in a product
described herein is subject to the prior reading and
understanding of the legal documentation concerning the
product, and in particular the one which describes in details
the rights and obligations of investors as well as the risks
inherent to an investment in the product. Save as otherwise
expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction.
The information, opinions and projections expressed herein
reflect the opinion of their author at the time of writing they
are not to be relied upon as authoritative or taken in
substitution for the exercise of judgment by anyone, and are
subject to change without notice. Neither BNP Paribas nor any
BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information,
opinions or projections contained herein.

As distributor of the products described herein, BNP Paribas
may receive distribution fees on which you can obtain more
information upon specific request. BNP Paribas, their
employees or administrators may hold positions in these
products or have dealings with their issuers.

By accepting this document, you agree to be bound by the
foregoing limitations.

© BNP Paribas (2021). ALl rights reserved.
Pictures from Getty Images.

The bank
for a changing

world


https://wealthmanagement.bnpparibas/en.html
https://www.facebook.com/sharer/sharer.php?u=https://wealthmanagement.bnpparibas/en/contact-us-form.html
https://www.facebook.com/sharer/sharer.php?u=https://wealthmanagement.bnpparibas/en/contact-us-form.html
http://www.linkedin.com/shareArticle?mini=true&url=https://wealthmanagement.bnpparibas/en/contact-us-form.html&title=Contact+Us&summary=No
http://www.linkedin.com/shareArticle?mini=true&url=https://wealthmanagement.bnpparibas/en/contact-us-form.html&title=Contact+Us&summary=No
http://twitter.com/share?text=Contact+Us&url=https://wealthmanagement.bnpparibas/en/contact-us-form.html@BNPP_Wealth
http://twitter.com/share?text=Contact+Us&url=https://wealthmanagement.bnpparibas/en/contact-us-form.html@BNPP_Wealth
https://wealthmanagement.bnpparibas/etc/designs/bnpparibas/images/youtube.png
https://wealthmanagement.bnpparibas/etc/designs/bnpparibas/images/youtube.png
mailto:@

