FLASH: 05 MAY 2022

Fed: relief rally

Summary

e No surprise in the Fed's decisions yesterday:
50 bps of interest rate hike as well as the re-
duction in the size of the balance sheet from 1
June via non reinvestment of maturing assets.

But a positive reaction from the markets as
1)the Fed does not envisage massive hikes of
more than 50 bps and 2)the neutral rate no
longer seems to be very far away from market
pricing.

Our scenario remains for a less aggressive
monetary tightening than expected by the
market. We expect an additional 150 bps of
rate hikes this year and a Fed funds rate at
2.75% at the end of 2023

We expect US bond yields to fall over the next
12 months, in line with an economic slow-
down and falling inflation. Our target is 2.25%
for the 2-year yield and 2.50% for the 10-year
yield. However, it cannot be ruled out that the
10-year yield will rise moderately above 3% in
the coming months if inflation does not slow
fast enough.

No surprise

The two decisions taken by the Fed on 4 May came as no
surprise. The Committee will tighten monetary policy by
increasing policy rates and reducing liquidity as the fight
against inflation has become the number 1 priority. The
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Fed therefore decided to raise the Fed funds rate by 50 basis
points (bps) to the 0.75% -1% range. It also announced a
reduction in the size of its balance sheet on 1 June. It will
do so in a non-aggressive way, through fewer reinvest-
ments of maturing assets, and not through active sales of
Treasuries or MBS.
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Positive market reaction

Equities rose (the largest post Fed rally since 2011 for
S&P500), bond yields declined, especially short-term yields
and the dollar depreciated. As a result, financial conditions
eased yesterday, an unintended - and probably temporary
- result as the Fed seeks to tighten them in order to slow
down economic activity and thus inflation. Moreover, ex-
pectations about the pace of Fed funds rate hikes have
fallen slightly.

FINANCIAL CONDITIONS HAVE TIGHTENED LATELY
BUT ARE STILL LOOSE

Adjusted National Financial Conditions Index, Chicago Fed
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Two factors triggered the rally

1)No big moves are planned. The Fed expects further rate
hikes, with 50 bps on the table for the next couple of meet-
ings but is not actively considering big hikes. As a result,
fears of an escalation with a rise of 75 bps almost disap-
peared.

2)The neutral rate discussion. The neutral rate is the rate
that does not stimulate economic activity but does not slow
it either. The Fed had hinted that it would raise its key rates
until they were slightly above the neutral rate. It now es-
timates it to be between 2% and 3%, which is somewhat
below what the market had anticipated. There was there-
fore too much monetary tightening in market expectations.
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Our base case scenario

We believe that the Fed is hawkish to regain control of the
inflation narrative and calm inflation expectations, but
that it will eventually deliver fewer policy rate increases
than the market expects as inflation is likely to slow suffi-
ciently in the second half of the year. We expect an addi-
tional 150 bps of monetary tightening by the end of the
year, with 50 bps in June and July. We expect a Fed funds
rate of 2.75% at the end of 2023. The market has revised
down its projections but remains more aggressive than us,
with 190 bps of rate hikes expected by the end of the year
and a Fed funds rate at 3.1% at the end of 2023.

Outlook for short-term bond yields

The US 2-year bond yield fell by 12 bps during the FOMC
meeting to close at 2.65%. Our 12-month target (2.25%) is
below the current level as we believe the Fed will not de-
liver as many rate hikes as the market expects.

Outlook for long-term bond yields

The US 10-year bond yield fell by 3 bps during the FOMC
meeting to close at 2.94%. It may rise to 3.25% over the
next 2-3 months given a possible upward revision of rate
hikes if inflation does not slow fast enough. However, over
a 12-month horizon, we believe the US 10-year yield is
likely to fall from its current level, as economic growth and
inflation will slow down, allowing the Fed to raise its key
rate less aggressively relative to market expectations. In
addition, at 3%, the yield is attractive and long term US in-
vestors are starting to buy. Our 12 month target is 2.50%
for the US 10-year bond yield.
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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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