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Fallen angels and emerging bonds

Lower rates in the peripheral countries of the eurozone. Opportunities exist: we are turning
positive on fallen angel bonds and emerging bonds in hard currency.

Chart of the month: Portugal in the spotlight Portugal 10-year bond yield
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This month, Portugal, Spain, Italy and Greece
saw their 10-year bond yields hit an all-time
low. Spain's is just above zero. Portugal's has 21 12
gone negative! The efforts of the European

Central Bank and the prospects of the European ’ ’
recovery plan are reassuring investors. f d
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Central banks:

US Federal Reserve:

The Fed does not want to tighten the financing conditions. It should therefore
remain very accommodating.

Even if the debate has already been launched, tapering (slowing down bond
purchases) is not on the agenda. The subject will take on greater importance next
year. The Fed, remembering its bad experience in 2013 (taper tantrum: when rates
rose sharply and quickly), will carefully communicate to the markets.

The Fed should continue its bond purchases at the same pace and extend the
maturity of its purchases (operation twist) as the US Treasury will issue longer
bonds in 2021. It could also reduce its purchases of Mortgage Backed Securities as
it holds nearly a third of the market and increase its purchases of Treasury bills in
return.

Policy rates are expected to remain low, in the current 0-0.25% range, for several
quarters.

European Central Bank:

The ECB increased its support for the economy as its December meeting, but did
the bare minimum.

It increased the PEPP (bond purchase programme to support the countries most
affected by the pandemic) by €500 billion and extended it until March 2022,
slightly more than expected. The ECB's objective is therefore to keep bond yields
low for a long time.

It has also added 3 TLTROs that will allow banks to borrow at rates of up to -1%
until June 2022, under conditions of lending to the real economy (companies,
households).

The ECB's new projections show core inflation (excluding volatile energy and food
prices) at 1.2% in 2023, which is far from its objection of 2%. More stimulus can
therefore be expected in 2021.

We do not envisage a cut in policy rates.
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Bond yield targets

* We have lowered our 12-month target for the German 10-year yield (bund) to -0.25%
from 0%. The ECB is determined to keep yields low through its bond purchases
(Quantitative Easing, QE). The ECB has the capacity to buy more than the total volume
of debt that will be issued by the eurozone countries next year, which implies
persistent downward pressure on long-term rates. Moreover, the ECB seems to want
to keep the GDP-weighted 10-year yield of eurozone countries below 0%. This means
that the yield of the German bund will remain negative, even if the spreads of other
countries vis-a-vis Germany tighten sharply.

» Conversely, we have revised upwards our 10-year bond yield target for US Treasury
bonds to 1.40% from 1.25% due to a stronger-than-expected economic rebound that
will raise inflation expectations and the term premium. However, the Fed will
probably not tolerate too high yields (1.50% seems to be a symbolic barrier).

+ Short-term bond yields are expected to remain close to current levels in the US and
the eurozone. Central banks are not planning to raise their policy rates and the
market does not anticipate this either.
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Bond yields over 1 year

us I Germany | UK

Bond yields Maturity 09/12/2020 New 12-month Previous 12-
(years) targets month targets

2 0.15 0.25 0.25

5 0.41 0.50 0.50

us 10 0.94 1.40 1.25

30 1.69 1.90 1.75

2 -0.77 -0.50 -0.50

5 -0.79 -0.40 -0.25

Germany 10 061 0.25 0

30 -0.18 0.30 0.25

2 -0.07 0.25 0.25

5 -0.04 0.25 0.25

UK 10 0.26 0.60 0.50

30 0.81 1.20 1.00
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Positive view on Fallen angels credit:

These are Investment Grade rated bonds that are downgraded to the High Yield
category.

Typically, the yield spreads with the benchmark rate widen sharply when suspicions
of downgrades intensify as some fund managers rush to get rid of these bonds. Once
downgraded by the rating agencies, the bond then enters the High Yield category with
a higher spread than bonds rated BBs (best High Yield category). On average, one or
two months later, the spread normalises. These are therefore opportunities. The
average spread for eurozone fallen angels is 280bps (or 2.80%) compared to 256bps
for BB-rated bonds. In the US, the average spread is 322bps versus 276bps for BBs.

The average yield in this segment is 2.3% in the euro zone and 3.9% in the US, which is
higher than the average yield of the highest rated bonds in the High Yield category
(2.2% and 3.3% respectively).

The highest rated High Yield bonds are sought after by so-called "Investment Grade
tourists”. These are Investment Grade portfolio managers who venture into the High
Yield market in order to increase the average yield of their portfolios. The nhumber of
such managers has increased since interest rates remain at extremely low levels in
the eurozone.

Unlike the ECB, the Fed is directly supporting fallen angel bonds through its
emergency asset purchase programme in both the primary and secondary markets.
This programme will be terminated by the end of the year following a unilateral
decision by the US Treasury, but no doubt it will be reinstated in the event of further
tensions in the debt markets.

Shift to positive from neutral on emerging bonds in hard currency

Leading indicators show that growth is returning, particularly in China.

Some 15 Asia Pacific countries signed a trade agreement in November. It creates the
world's largest free trade zone. Emerging companies will benefit as their profits are
closely linked to world trade.

The political environment is also changing. Biden's victory in the US elections signals,
not an end to trade tensions between China and the US, but an improvement. As a
result, the global risk premium on emerging assets will be reduced.

Low interest rates in the US and the expected weakness of the dollar are both
tailwinds for emerging bonds in hard currency. Both are synonymous with capital
flows to emerging countries.

Valuations are a bit expensive in absolute terms. Spreads have already almost
retraced their year-to-date wides. However, they are relatively cheap and less volatile
than US high yield bonds.

The average yield is high, around 4.5%, in a world where interest rates are at or near
zero.
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Our views

» We are positive on the front-end of the US yield curve for USD-
based investors as short-term yields have a limited upside.

GOVIES

whatever the maturity.

» We prefer corporate bonds over government bonds.

INVESTMENT . .
GRADE

+ We are positive on eurozone convertible bonds.

HIGH YIELD

angels.

*  We turned positive from neutral on EM hard currency bonds

EMERGING

+

* We are positive on EM local currency bonds, for both USD and

(sovereigns and corporates).

EUR based investors.

We are negative on long-term US govies and German govies,

We stay positive on periphery debt (Portugal, Italy, Spain,
Greece) on a buy on weakness strategy.

We like EUR and US IG bonds with a duration at benchmark (5
and 8 years, respectively).

* We are neutral on eurozone and US HY bonds. We favour fallen

Fixed Income returns

Over the last 30 days
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DISCLAIMER

This marketing document is provided by the Wealth
Management business of BNP Paribas, a French public limited
company with a capital of € 2,499,597,122, registered office 16
bd des Italiens 75009 Paris - France, registered at RCS Paris
under number 662,042,449, authorised in France, under the
number 662,042,449, approved in France by the Autorité des
Marchés Financiers (AMF). As a marketing document, it has not
been produced in accordance with regulatory constraints to
ensure the independence of investment research and is not
subject to the prior transaction ban. It has not been submitted
to the AMF or other market authority. This document is
confidential and intended solely for use by BNP Paribas SA,
BNP Paribas Wealth Management SA and companies of their
Group (‘BNP Paribas’) and the persons to whom this document
is issued. It may not be distributed, published, reproduced or
revealed by recipients to other persons or reference to another
document without the prior consent of BNP Paribas.

This document is for informational purposes only and does not
constitute an offer or solicitation in any State or jurisdiction in
which such offer or solicitation is not authorised, or with
persons in respect of whom such offer, solicitation or sale is
unlawful. It is not, and should under no circumstances be
considered as a prospectus. The information provided has
been obtained from public or non-public sources that can be
considered to be reliable, and although all reasonable
precautions have been taken to prepare this document, and, in
the event of any reasonable precautions, the accuracy or
omission of the document shall not be recognised. BNP Paribas
does not certify and guarantees any planned or expected
success, profit, return, performance, effect, effect or profit
(whether from a legal, regulatory, tax, financial, accounting or
other point of view) or the product or investment. Investors
should not give excessive confidence in theoretical historical
information relating to theoretical historical performance. This
document may refer to historical performance; Past
performance is not a guide to future performance.
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The information contained in this document has been drafted
without taking into account your personal situation, including
your financial situation, risk profile and investment objectives.
Before investing in a product, the investor must fully
understand the risks, including any market risk associated with
the issuer, the financial merits and the suitability of such
products and consult its own legal, tax, financial and
accounting advisers before making an investment decision. Any
investor must fully understand the characteristics of the
transaction and, if not otherwise provided, be financially able
to bear the loss of his investment and want to accept such risk.
The investor should remember that the value of an investment
as well as the income from them may fall as well as rise and
that past performance is not a guide to future performance. Any
investment in a product described is subject to prior reading
and to an understanding of the product documentation, in
particular that which describes in detail the rights and duties
of the investors and the risks inherent in an investment in that
product. In the absence of any written provision, BNP Paribas
does not act as an investor's financial adviser for its
transactions.

The information, opinions or estimates contained in this
document reflect the author's judgement on the day of his
drafting, they must not be considered as authority or be
substituted by anyone in the exercise of his or her own
judgement and subject to change without notice. Neither BNP
Paribas nor any BNP Paribas Group entity will be liable for any
consequences that may arise from the use of the information,
opinions or estimates contained in this document.

As a distributor of the products presented in this document,
BNP Paribas may receive distribution fees on which you can
obtain further information on specific request. BNP Paribas, its
employees or Directors may hold positions in or relationship
with their issuers.

By receiving this document you agree to be bound by the above
limitations. © BNP Paribas (2020). All rights reserved
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