Summary

1. Rate cuts incoming:

2. US and German long-term bond yields should fall in Q2
and Q3, and could find some support in Q4.

3. Have corporate credit spreads become too tight?

4. Opportunities in Fixed Income:
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THE GREAT CENTRAL BANK POLICY
REVERSAL HAS STARTED: CENTRAL BANKS
ARE GRADUALLY EMBARKING IN RATE-
CUTTING CYCLES
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Monthly number of central banks hiking vs. cutting
policy rates.
BIS sample of 38 central banks
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Central banks
The plan is to cut rates in June

European Central Bank (ECB)

Heading in the right direction but slowly: headline
inflation over Q1 was in line with the ECB's
projections. However, services inflation remained
stable at 4.0% for five consecutive months. Wage
developments indicate a gradual return to normal,
reducing the urgency for the ECB to act quickly.
Meanwhile, risks to the growth outlook remain tilted
to the downside.

No commitment for June but a clear intention to
start dialling back the restrictive monetary policy
stance: the ECB remains cautious and prefers data-
driven decisions. Barring surprises, we think that the
plan is to start cutting rates in June.

Our view: we forecast three 25bps rate cuts this year
(June, September and December) and three more next
year. By the end of 2025, we expect the ECB rate to
reach 2.5%. This will mark the end of the rate-cutting
cycle, as 2.5% is a good estimate of the neutral rate,
which neither stimulates nor slows economic activity.

US Federal Reserve (Fed)

The economy is doing better: the Fed revised its
projections for 2024 to higher growth, lower inflation
and lower unemployment rate, compared to its last
projections made in December 2023.

However, the Fed has not changed its view on rate
cuts: three times 25bps this year according to the
median view of each policymaker. Note, however, that
the average view has moved from 2.7 to 2.3 rate cuts.

Why? The Fed is implicitly saying that it will tolerate
inflation running above target and that it is not worth
damaging the labour market to get back to the 2%
inflation target faster.

Our view: the Fed's plan is to cut rates in June, barring
a major surprise on the inflation front. Given the
strength of the economy, we expect the Fed to cut
rates 3 times (25bps each) this year (previously 4). We
expect 4 cuts in 2025 and 3 in 2026, bringing the Fed
funds rate down to the neutral rate of 3%.

WE FORECAST A RATE-CUTTING CYCLE
BROADLY IN LINE WITH MARKET
EXPECTATIONS

OUR EXPECTATIONS FOR THE FED’S POLICY
RATE, THE MARKET PRICING AND THE FED’S
PLAN ARE QUITE IN LINE
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Both central banks plan to cut rates in June in our view. This would mark the first time in
history that the ECB initiates a rate-cutting cycle before the Fed, as the ECB’s meeting is

six days prior to the Fed's. Our forecast is for three 25bps rate cuts this year and three
more next year in the eurozone. In the US, we expect the Fed to cut rates by 25bps three
times this year, four times next year and three times in 2026.
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Bond yields

The correlation between daily changes in US and
German 10-year yields has remained consistently
high, at around 100% over the past 6 months.
However, this correlation has weakened somewhat
recently.

In March, interest rates in the US stalled, while they
fell in Germany, following a significant rise in
February. These movements can be attributed to fewer
revisions in the pricing of central bank rate cuts.

A notable development was the decline in interest rate
volatility, which collapsed to levels close to its long-
term average. This decline could be attributed to a
clearer outlook for upcoming central bank decisions,
which bodes well for risk assets and for carry
products.

We anticipate a modest decrease in long-term interest
rates in Q2 and Q3 as central banks implement rate
cuts, followed by a slight increase in Q4, considering
the political risks and a potential higher term
premium.

10-YEAR RATES
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Source: LSEG Datastream, 05/04/2024
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Theme in Focus
Have corporate credit spreads become too tight?

Credit spreads have been tightening for the past five
months, with only minor exceptions such as EUR high
yield (HY) spreads in March due to a handful of
specific issuers. This raises the question of whether
credit spreads are now too tight.

Admittedly, credit spreads appear low, with the one-
year percentile sitting at a very low level for both EUR
and USD investment grade (IG) and HY bonds. On a
longer historical range, USD spreads remain very low,
around the 6% percentile for both IG and HY bonds.
However, EUR spreads are close to the median spreads
over the past 10 years, around the 43 percentile.

From a historical perspective, current credit spreads
are not unprecedented, and periods such as 2004-2007
demonstrate that spreads can remain low for several
years.

Tight spreads make sense because the risk of recession
has decreased, economic growth is holding up in the
US and slowly recovering in the eurozone. Corporate
earnings are robust, balance sheets are generally
strong, and companies have ample cash.

Additionally, yields are high due to elevated risk-free
rates, and stand above the 80t percentile over the past
10 years in both EUR and USD, as well as IG and HY.
This explains investors' appetite for credit and the
strong oversubscription of new issues. The supply of
new bonds has been abundant since 1 January and
has been readily absorbed.

Looking ahead, short-term interest rates are expected
to decrease as central banks cut rates. As a result,
some of the USD6 trillion currently held in money
market funds will be invested elsewhere, including in
credit markets, providing a further boost.

Credit spreads may tighten slightly in the coming
months. We anticipate low but positive returns in
credit, due to strong demand and improvements in
both fundamentals and credit conditions. We favour IG
over HY bonds, which we believe are priced to
perfection, and EUR credit over USD credit.

We may reconsider our stance on corporate bonds in a
few months’ time, as the summer lull and the US
election risk could lead to some volatility in interest
rates, which typically has a negative impact on carry
products.

CREDIT SPREADS ARE TIGHT...

... BUT ALL-IN YIELDS ARE HIGH
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Credit spreads in both EUR and USD, as well as IG and HY, have tightened and appear low.
However, historical data shows that they can remain low for years. Fundamentally, tight
spreads can be justified because the risk of recession has decreased, and companies are
financially strong. Elevated yields are attracting investors. Credit spreads may tighten
slightly further in the coming months. We predict low but positive returns in credit.
Favour IG corporate bonds over HY, and EUR over USD. Prefer intermediate maturities (up
to 7 years).
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Our Investment Recommendations

Germany = Neutral on German sovereign bonds.

Government bonds Peripheral countries Neutral on peripheral debt (Portugal, Italy, Spain, Greece).

United States + Positive on US government bonds and US TIPS.

Eurozone e Eurozone and US: Positive opinion. Prefer intermediate
Corporate bonds .-
Investment Grade . ¥ maturities iy years). .

United States + Positive on convertible bonds in the eurozone.
Corporate bonds Eurozone and - * Neutral on HY bonds.
High Yield United States « Positive on fa/len angelsand rising stars.

In hard currency + Positive on EM hard currency bonds (sovereign and corporate).
Emerging bonds

In local currency + Positive on local currency government bonds.

Market Data

Spread Spread
10-year change . o change
rate (%) 1 month ) 1 month

(bp) (bp)
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Spain 3.19 83 4 HY USD 7.82 312 2
Emerging
o 3.04 68 4 government bonds in 7.63 319 -29
hard currency
Creee = = = Emerging corporate
bonds in hard 6.82 230 -10
04/04/2024 currency
Source: Refinitiv Datastream
Emerging
government bonds in 6.29 201 11
local currency
04/04/2024
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Returns
OVER ONE MONTH SINCE 01/01/2024
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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
Controle 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 (2024). All rights reserved.
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