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Summary

1. Central banks have switched their views from the
willingness to hike rates more to the willingness to keep
rates at current restrictive levels for a longer period than
forecasted. Rising oil prices reinforces that new narrative
but are unlikely to cause either the Fed or ECB to hike
further in our view. We think that the Fed and the ECB
have reached their end-of-cycle rates. The next phase is
a long pause. Then, rate cuts, that we foresee in June
2024 for the Fed and in September 2024 for the ECB.

2. Bond sell off. Long-term bond yields have been rising
sharply on the back of central bank’s “restrictive policy
rates for longer” message, fiscal concerns and rising oil
prices. Long-term bond yields are probably at cycle highs.
We are Positive on US government bonds as they offer an
elevated carry and potential price appreciation if the
recession hits in Q1-Q2 2024 as we expect. We stay
Neutral on German government bonds. German yields
are lower than US yields, hence, if interest rate rise more,
the expected return is not as attractive for German
government bonds versus US Treasuries.

3. The credit cycle calls for defensive carry. We believe
we currently are in late cycle of the Expansion regime.
There is a little but growing concern that we may move
quite soon to the next regime, the credit Downturn.
Hence, we prefer to position carefully. We focus on
defensive carry. We like investment grade corporate
bonds in the eurozone and the US. We are Neutral on
high yield bonds, despite elevated yields. Credit spreads
on high yield bonds are very tight and are likely to widen
if the recession hits as we expect, in Q1-Q2 2024. Better
entry point will emerge then.

4. Opportunities in Fixed Income. We are Positive on US
Treasuries, US inflation-linked bonds, US Agency
Mortgage-Backed Securities, UK gilts, as well as European
and US investment grade corporate bonds with a
duration of up to 5 years in EUR and 10 years in USD. We
are also Positive on Emerging Market bonds in hard and
local currency.

Writing completed on October 3rd.
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Central banks
Restrictive monetary policy for longer

European Central Bank (ECB)

September meeting: the ECB hiked rates again (to 4%
for the deposit rate) as the staff revised higher its
near-term headline inflation forecast.

Concerning: the ECB downgraded sharply its growth
forecasts in every year through 2025, suggesting the
rate hikes are inflicting pain to the economy and that
the economy may not withstand more.

ECB guidance: policymakers seemed comfortable
enough to believe that no more rate hikes will be
needed.

Our view: we expect the ECB to keep rates on hold at
current restrictive levels for a sustained period to keep
financial conditions tight and allow inflation to
decelerate. As inflation drops, real policy rates will
become too restrictive, and the ECB will be able to cut
rates. We foresee 100bp of rates cuts from September
2024 to mid-2025.

US Federal Reserve (Fed)

September meeting: the Fed left rates unchanged as
widely expected, but surprised markets with the
hawkish revisions of economic projections and
potential future evolution of the policy rate.

The Fed plan? The Fed signaled borrowing costs will
likely stay high for longer than expected. Most
members believe one more 25bp rate hike could be
appropriate this year. They foresee only 50bp of rate
cuts next year (versus 100bp projected in June).

Our view: while the Fed believes there is a decent
chance for a soft landing, we think a recession is in the
cards for Q1-Q2 2024. Hence, the Fed will likely keep
rates on hold (even more so if there is a government
shutdown as some economic data won't be available)
and start cutting rates in June 2024 to normalize
monetary policy. We foresee 225bp of rates cuts from
June 2024 to mid-2025.

THE SHARP REVISION TO GROWTH AND THE
DROP OF THE EURO INDICATE THAT THE ECB

THE MARKET EXPECTS AROUND 60BP RATE
CUTS IN 2024. IT WAS 160BP FOUR MONTHS

IS OVERTIGHTENING AGO!
ECB staff growth forecasts
-60 -
-80
-100
-120 -
-140 -
2023 2024 2025 -160-
il I A R I I I
I September projections 2023

Source: LSEG Datastream, 28-09-18

INVESTMENT CONCLUSION

Source: LSEG Datastream, 04-10-23

Central banks have switched their views from the willingness to hike rates more to the
willingness to keep rates at current restrictive levels for a longer period than forecasted.

Rising oil prices reinforces that new narrative but are unlikely to cause either the Fed or
ECB to hike further in our view. We think that the Fed and the ECB have reached their
end-of-cycle rates. The next phase is a long pause. Then, rate cuts, that we foresee in June
2024 for the Fed and in September 2024 for the ECB.
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Bond yields

New cycle highs: the first wave of higher long-term
bond yields was driven by fundamentals (notably
stronger-than-expected  growth, central banks
expectations, rising inflation expectations). The second
wave that is currently occurring is more of a technical
nature (higher term premium, higher bond supply,
positioning with a substantial reduction in long
positions and hedging technicals).

Have long-term bond yields reached a peak? We
think that the bulk of the rise has already occurred.
Long-term bond yields may trade range bound in the
next quarter as the central banks' theme “restrictive
for longer” is still at play. After that, bond yields are
likely to drop as there should be more evidence about
the upcoming recession in the US.

Buy long-term bonds? We are Positive on US
government bonds but not yet on German government
bonds (Neutral view). Since bonds yields are lower in
Germany than in the US, there is more chance of a
negative expected return on German bonds if bond
yields were to overshoot more.
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Theme in Focus

The credit cycle calls for defensive carry

Credit is a cycle asset class. Understanding how the
cycle evolves and defining where Credit stands in the
different regimes is important. It leads to higher
returns than a buy-and-hold strategy.

The credit cycle can be divided into four regimes.
Each have a different risk/reward profile: 1/Repair,
when bonds rally, 2/Recovery, when bonds offer low
but steady and positive return, 3/Expansion, which is
the turning point, and 4/Downturn, the bear market.

How it works? When credit spreads are wide, risk
aversion is also high, and the economy weakens.
Central banks react by easing policy, corporates by
deleveraging and investors by de-risking portfolios. As
a result, credit risk declines and spreads tighten. When
credit spreads are tight, risk appetite is high, and the
economy strengthens. Central banks tighten policy,
corporates increase leverage and investors

re-risk portfolios. Hence, credit risk increases and
spreads widen. And the cycle is complete.

Where are we? We believe we currently are in late
cycle of the Expansion regime. It's a phase when credit
conditions are tight but fundamental risk is still low,
as corporate fundamentals are sound but deteriorating.
We've been in that phase for the last 23 months. The
historical average is 18 months. Hence, there is a little
but growing concern that we may move quite soon to
the next regime, the credit Downturn.

Where to invest? We prefer to position carefully. We
focus on defensive carry. We like investment grade
corporate bonds (average yield around 4.7% in the
eurozone and around 6.0% in the US). We are Neutral
on high yield bonds, despite elevated yields. Credit
spreads on high yield bonds are very tight and are
likely to widen if the recession hits as we expect, in
Q1-Q2 2024. Better entry point will emerge then.

CORPORATE FUNDAMENTALS ARE SOUND
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INVESTMENT CONCLUSION

Source: LSEG Datastream, 03-10-23

We believe we currently are in late cycle of the Expansion regime. There is a little but
growing concern that we may move quite soon to the next regime, the credit Downturn.
Hence, we prefer to position carefully. We focus on defensive carry. We like investment

grade corporate bonds in the eurozone and the US. We are Neutral on high yield bonds,
despite elevated yields. Credit spreads on high yield bonds are very tight and are likely to
widen if the recession hits as we expect, in Q1-Q2 2024. Better entry point will emerge
then.
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Our Investment Recommendations

Germany = Neutral on German sovereign bonds.

Government bonds Perlphgral - Neutral on peripheral debt (Portugal, Italy, Spain,
countries Greece).
United States + Positive on US government bonds and US TIPS.

« Eurozone: Positive opinion. Prefer a duration

Eurozone lower to that of the benchmark (5 years)
Corporate bonds Lo e .
+ + US: Positive opinion. Prefer duration up to 10
Investment Grade .
United States years
+ Positive on convertible bonds in the eurozone.
Corporate bonds Eurozone and - + Neutral on HY bonds.
High Yield United States « Positive on fallen angels and rising stars.
Positive on EM hard currency bonds (sovereign
In hard currency +
and corporate).
Emerging bonds
In local currency + Positive on local currency government bonds.

Market Data

Spread A Spread
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IG EUR
Corporate bonds
France 3.54 57 4 1G USD 6.03 120 2
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Emerging
Roed 375 8 6 government bonds in 8.68 390 11
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Greece 4.51 154 22 Emerging corporate
bonds in hard 8.02 309 -8
29/09/2023 currency
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local currency
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L= BNP PARIBAS The bank

for a changing

‘928 WEALTH MANAGEMENT world



FIXED INCOME FOCUS: OCTOBER 2023 6
Returns
OVER ONE MONTH SINCE 01/01/2023
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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 lItaliens, 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.
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