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Corporate bonds:
not out of the
woods yet, but...

A calamitous start to the year

The performance of corporate bond returns has been very

poor year-to- date: -8.3% for European Investment Grade

Summary (IG) corporate bonds as at 17 May, -13.8% for US IG, -8.1%
for European High Yield (HY) and -10.4% for US HY. This is

e Corporate bonds have been performing very the worst performance for the period running from 1 Jan-
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rope and the US, for both the Investment Grade 1973 and 2000 according to the indices), with the excep-

and High Yield categories. tion of European HY, which had fallen by 10.8% from

: 01/01/2020 to 17/05/2020.
Indeed, performance has been hurt by the rise

in risk-free rates and the widening of risk pre-

miums. As a result, corporate bonds now offer

much more attractive yields than before. How- ANNUAL TOTAL RETURN OF INVESTMENT GRADE
ever, they are still not cheap. CORPORATE BONDS

The macroeconomic environment is deterio-
rating, as are technical supply/demand factors.
Fears of long-term high inflation are beginning
to dissipate, giving way to fears of an economic
slowdown.

Credit spreads may widen further, but not sub-
stantially as corporate fundamentals are solid
and default rates are expected to remain low.

We are Neutral on the Credit segment. We pre-
fer to have a defensive approach in view of the
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volatility. We favour quality bonds, Invest-
ment Grade rather than High Yield, short ma-
turities in Europe, and short to intermediate
maturities in the US.
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ANNUAL TOTAL RETURN OF HIGH YIELD
CORPORATE BONDS

HIGH YIELD CORPORATE BOND SPREADS
(IN BPS)
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Corporate bonds have been badly affected by i) the sharp
rise in interest rates, with the yield on the German bund
jumping by 124bps (basis points) or 1.24% since the begin-
ning of the year and the yield on the US Treasury by 147bps
and ii) the widening of risk premiums (credit spreads) by
around 68bps for euro IG, 50bps for US IG and 165bps for
euro HY and US HY.

INVESTMENT GRADE CORPORATE BOND SPREADS
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As a result, yields offered at maturity (the YTM) have be-
come significantly more attractive than before. The days
when euro corporate bonds had negative yields at maturity
is almost over. IG bonds offer average yields of around 2.3%
in Europe, 4.5% in the United States, and HY bonds offer
6.7% in Europe and 7.6% in the US.

Is now the time to buy?

More attractive valuations

Valuations were very tight last year. Corporate bond
spreads have now returned close to their long-term aver-
age or even slightly higher for European bonds. Credit is
therefore no longer expensive, but it is not really cheap ei-
ther. In addition, other valuation models, which take into
account volatility and leading indicators of economic activ-
ity (PMIs), suggest that euro and dollar HY spreads could
widen further. This would also be consistent with the
credit cycle.

Credit cycle

Indeed, credit returns and risks are highly cyclical. The
credit cycle is now in the late phase. The recovery phase is
behind us and we are now in an expansion phase at the
end of the cycle. In this phase, credit becomes a risky asset.
Companies are re-leveraging, central bank monetary poli-
cies are becoming restrictive and investors are complacent.
Volatility is high and performance is falling into the red.
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Strong fundamentals

Companies, on the other hand, are much stronger than in
the past. They took advantage of the economic growth of
previous quarters to shore up their balance sheets, build up
cash reserves, reduce debt and improve their interest cov-
erage ratio. Furthermore, they took advantage of last
year's extremely low interest rates to refinance them-
selves with very advantageous terms and extend the ma-
turity of their debt.

The Q1 earnings season is not yet over but more than two-
thirds of companies have already published their results.
Earnings have surprised to the upside on average, but less
so than in the last reporting period, in the US but above all
in Europe. It is therefore likely that credit quality has
peaked.

However, companies are in a better position than in previ-
ous cycles to face the deterioration of the macroeconomic
environment and technical factors.
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Deteriorating macroeconomic envi-
ronment

The geopolitical risk has increased in the wake of the Rus-
sia-Ukraine conflict. Inflation is very high. Companies' pro-
duction costs are rising, some of which will be passed on to
the end customer but some will need to be absorbed in the
margins. In addition, monetary conditions (a measure of
cost and ease of access to credit) are tightening under the
influence of central banks and have now entered restric-
tive territory in the US and the euro area.

Deteriorating technical factors

Supply: the momentum of new issues should remain
strong for IG issuers this year. We expect 2022 issuance to
expand compared with last year (EUR 670 billion in Europe
and USD 1.5 trillion in the US). Recently, new bond issues
have been accompanied by attractive concessions to attract
investors and have generated strong demand.

In contrast, the primary High Yield market is likely to be
much less active than last year as it is correlated with vol-
atility and risk appetite. In addition, refinancing costs are
much higher than in 2021. The number of new issues has
been very small since mid-February, and virtually non-ex-
istent in Europe. Companies are looking for windows of op-
portunity to issue bonds. Half of the issuance in April in the
US took place in the space of four days, and about one-third
of issuance in March took place over five days. We expect
2022 bond issuance to be half that of 2021, with EUR 72 bn
of new issues in Europe and USD 240 bn in the US.
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About one third of European and US corporate bonds, both
IG and HY, will mature at the end of 2014. The "debt wall"
is therefore still relatively far away.

CORPORATE BOND GROSS SUPPLY (IN BN)
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Demand: compared to the supply dynamics described
above, demand is expected to slow down. Long-term inves-
tors (pension funds, insurance companies, asset and liabil-
ity managers) may be attracted by higher yields while
other investors may fear the impact of the withdrawal of
central banks. The American Federal Reserve should have
an impact on the credit market by tightening financial con-
ditions. The ECB will have a more direct impact as it stops
buying corporate bonds probably towards the beginning of
Q3. It has bought an average of EUR 6.6 bn of corporate
bonds per month since the beginning of the year. And it
started to slow down purchases from EUR 8.0 bn in March
to EUR 5.5 bn in April. In recent months, it has bought be-
tween 15% and 20% of new issues. Private investors will
need to step in to replace it.
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Low albeit climbing default rates

The likely slowdown in future economic activity, coupled
with soaring inflation and much higher refinancing rates,
could lead to credit rating downgrades for some companies,
or even defaults for the most vulnerable.

Credit ratings: the momentum of credit rating up-
grades/downgrades (the ratio of increases/decreases of the
three main rating agencies, S&P, Moody's and Fitch) re-
mains very upbeat for US IG corporate bonds. The same ap-
plies to European IG bonds, but to a lesser extent. Con-
versely, the momentum for HY has deteriorated since the
end of 2021. However, the US HY still records slightly more
rating upgrades than downgrades, but this is not the case
for European HY which has suffered more rating down-
grades than upgrades year-to-date.

As for the IG-HY migration, since the beginning of the year,
there have been more fallen angels (IG-rated companies
downgraded to HY) than rising stars (HY promoted to IG)
in Europe. The opposite is true in the US.

Default rates: default rates should rise but remain at ex-
tremely low levels, below the historical average of 2.2%
excluding recessions. The rating agency Fitch estimates it
will rise from 0.7% at the end of 2021 to 1.5% at the end of
2022 for European HY companies. In the US, it is expected
to reach 1% by the end of 2022 and 1-1.5% by the end of
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2023, compared with 0.5% in 2021. The default rate is ex-
pected to be lower in the US than in Europe due to less ex-
posure to Russia and Ukraine and abundant liquidity.
Moreover, rising energy prices are more beneficial to US
HY, as this sector represents 13% of the index, compared
with 2% for European HY.

Paradoxically, the risk premium for very low quality euro
HY bonds (rated CCC) is low relative to the asset class, by
historical comparison. Investors seem quite complacent
about the default risk of European CCC bonds.

NOTIONAL-WEIGHTED DEFAULT RATES (IN %)
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Credit spreads could widen further

Credit spreads have widened massively since the lows of
mid-2021, reflecting a multitude of risks, such as inflation,
tightening monetary conditions, fears about economic
growth, the ability of the US Federal Reserve to engineer a
soft landing for the economy, the risk of rising default
rates, volatility.. Some risks already seem fairly-valued,
but not all of them. The upcoming earnings season should
shed more light on companies that can absorb rising refi-
nancing costs and those which will be penalised by the
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market when they announce downward earnings revi-
sions. In short, credit spreads may widen further, but the
absence of a substantial rise in default rates should curb
the rise.

Our opinion

We have a Neutral view on Credit. Credit spreads could
widen further but the default risk remains limited. Break-
even ratios have more or less returned to their historical
averages, suggesting that carry once again provides a
cushion for widening spreads.

We prefer to have a defensive approach in view of the cur-
rent macroeconomic environment and high volatility. We
favour quality bonds, and Investment Grade rather than
High Yield.

We prefer short-term bonds in Europe due to the risks as-
sociated with the ECB's monetary policy. In terms of rela-
tive valuation, short-dated bonds are also cheaper at the
moment than long-dated bonds in historical comparison.
Yield to Maturity is around 1.5% for bonds with maturities
of between 1 and 3 years, and 2.1% for bonds with matur-
ities of between 3 and 5 years.

In the US, we favour short and intermediate maturities be-
cause the yield pickup offered by longer bonds is very low.
In addition, short- and medium-term bonds are rather
cheap in terms of relative valuation compared to long-term
bonds in historical comparison. Yield to Maturity is 3.6%
for 1-3 year maturities, 4.1% for 3-5 year maturities and
4.5% for 5-7 year maturities.

The bank
for a changin
worl



THE INVESTMENT STRATEGY TEAM

N N N
FRANCE BELGIUM LUXEMBOURG
Edmund SHING Philippe GIJSELS Guy ERTZ
Global Chief Investment Officer Chief Investment Advisor Chief Investment Advisor
ASIA Alain GERARD Edouard DESBONNETS
Senior Investment Advisor, Equities Senior Investment Advisor, Fixed Income
Prashant BHAYANI Xavier TIMMERMANS
Chief Investment Officer avller
Senior Investment Strategy, PRB
Grace TAM

Chief Investment Advisor

4 BNP PARIBAS The bank

X . WEALTH MANAGEMENT fora Chavf;glrf:



CONNECT WITH US

®©00

wealthmanagement.bnpparibas

DISCLAIMER

This marketing document is communicated by the Wealth Man-
agement 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 Controle Prudentiel et de réso-
lution (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 sub-
ject 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 af-
filiates (“BNP Paribas”) and the persons to whom this document
has been delivered. It may not be distributed, published, repro-
duced 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 ob-
tained from published or unpublished sources considered to be
reliable and while all reasonable care has been taken in the prep-
aration of this document, BNP Paribas does not make any repre-
sentation or warranty, express or implied, as to its accuracy or
completeness and does not accept responsibility for any inaccu-
racy, error or omission. BNP Paribas gives no warranty, guaran-
tee or representation as to the expected or projected success, prof-
itability, return, performance, result, effect, consequence or ben-
efit (either legal, regulatory, tax, financial, accounting or other-
wise) of any product or transaction. Investors should not place
undue reliance on any theoretical historical information regard-
ing such theoretical historical performance. This document may
contain or refer to past performance; past performance is no guar-
antee for future performance.
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The information contained in this document has been drafted
without prior knowledge of your personal circumstances, includ-
ing your financial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully un-
derstand 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. Inves-
tors 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 prod-
uct described herein is subject to the prior reading and under-
standing of the legal documentation concerning the product, and
in particular the one which describes in details the rights and ob-
ligations of investors as well as the risks inherent to an invest-
ment in the product. Save as otherwise expressly agreed in writ-
ing, 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 infor-
mation upon specific request. BNP Paribas, their employees or ad-
ministrators may hold positions in these products or have deal-
ings with their issuers.

By accepting this document, you agree to be bound by the forego-
ing limitations.

© BNP Paribas 2022. All rights reserved.
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