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Summary

1. Monetary policy decoupling: we forecast three 25bps Contents
rate cuts at the ECB this year (June, September and
December), while the Fed may only cut once (September)
given the resilience of the economy. This would be quite
unusual as the ECB traditionally follows the Fed. The ECB Bond yields 3

must tread carefully, as too much policy decoupling for Theme in focus: France's fiscal challenges
too long will hurt the eurozone economy. and credit rating outlook

2. We expect the US 10-year yield to fall to 4.25% over Recommendations & Data
the next 12 months, while the German equivalent
should reach 2.25%. We are Positive on US government
bonds and Neutral on German government bonds. We Disclaimer
favour intermediate maturities (up to 10 years) in
Germany, and we prefer to wait before adding duration
in the US (3-5 years for now).

Central Banks

Returns and Team

MONETARY POLICY DECOUPLING BETWEEN

3. France's fiscal challenges and credit rating outlook: the THE US AND THE EUROZONE IS RARE
French budget deficit was large and higher than
expected. Nevertheless, Moody's and Fitch maintained US and eurozone policy rates
their ratings with a stable outlook. The next key date is 20 -
31 May, when S&P’s rating review is due. While we
expect some volatility in the French government bonds 15
ahead of the announcement, we do not expect the 10- 10
year OAT-Bund spread to widen significantly. Any spread
widening will be seen as a buying opportunity. We 5
forecast the 10-year OAT-Bund spread at around 50bps
in 12 months' time. 0 N /\j

4. Opportunities in Fixed Income: we are Positive on US
Treasuries, US inflation-linked bonds, US Agency _57b 75 80 85 90 95 00 05 10 15 20
Mortgage-Backed Securities, UK gilts, as well as European —_ ECBdeposttrate e Bundesbank policy rate
and US investment grade corporate bonds. We are also Fed policy rate
Positive on Emerging Market bonds in hard and local
currency.

Source: LSEG Datastream, 14/05/2024
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Central banks
The plan is to cut rates in June

European Central Bank (ECB)

An imminent rate cut: a rate cut in June is gaining
support among ECB policymakers. This would be quite
unusual as the ECB traditionally follows the Fed.
However, i) inflation in the eurozone is under better
control than in the US and wage growth is softening,
and ii) growth is half that of the US and is expected to
remain so next year.

Policy decoupling: the second-round effects are that if
the ECB cut rates several times while the Fed does not
even hint at rate cuts, this would lead to a weaker
euro and higher energy bills, which could hit
purchasing power and dampen economic growth in
the eurozone.

Our view: we forecast three 25bps rate cuts this year
(June, September and December) and three more next
year. We expect the ECB rate to reach 2.5% by the end
of 2025. 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)

Dovish bias: FOMC members see monetary policy as
already restrictive and weighing on demand. The lack
of progress on disinflation forced Powell to admit that
it will take more time to gain the confidence to cut
rates. Nevertheless, he sees a rate hike as unlikely.

Balance sheet management: the Fed will reduce the
pace of QT (Quantitative Tightening) from 1 June,
allowing $25bn of Treasuries to mature without being
reinvested instead of $60bn. This will reduce the risk
of a liquidity squeeze, allow the the Fed to continue QT
for longer, and will help the Treasury, which has a lot
of Treasuries to sell this quarter and next.

Our view: the Fed is adjusting its plan as the data
comes in. We expect only one 25bps rate cut this year,
in September. We forecast 4 cuts in 2025 and 2 in
2026, bringing the Fed funds rate down to the neutral
rate of 3.75%.

INFLATION IS DECELERATING TOWARDS
ECB’'S TARGET
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INVESTMENT CONCLUSION

THE MARKET EXPECTS ALMOST TWO RATE
CUTS THIS YEAR, THE FIRST ONE BETWEEN
SEPTEMBER AND NOVEMBER

Cumulative probability of a 25bps rate cut
at each Fed meeting
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We forecast three 25bps rate cuts at the ECB this year (June, September and December),
while the Fed may only cut once (September) given the resilience of the economy. This
would be quite unusual as the ECB traditionally follows the Fed. The ECB must tread
carefully, as too much policy decoupling for too long will hurt the eurozone economy.
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Bond yields

US and German 10-year yields fell about 20bps off
their peak that occurred at the end of April. A sharp
fall linked to dovish central banks, weak US economic
indicators and weaker-than-expected labour market in
the US.

There are reasons to believe that the move has gone
too far and that bond yields may grind modestly
higher. Currently the 10-year term premium is at zero.
We suspect it should be higher given further increases
in US Treasury supply, higher long-run inflation
expectations and elevated volatility.

Bond yields may find some support with the US
election as neither candidate seem to be willing to deal
with the deficit. Historically, a change of president in
the US bring more volatility on the 10-year yield and
almost every time the trend stay the same between 1
month before the election until 3 month after the
election.

In 12 month’s time, we think 10-year yields will be
lower than they are today, as central banks would
have delivered some rate cuts.

10-YEAR RATES
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Maturity
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Theme in Focus

France's fiscal challenges and credit rating outlook

France faced a budget deficit that exceeded
expectations, reaching 5.5% of GDP in 2023. The
government subsequently revised its forecasts and
now expects deficits of 5.1% for 2024 and 4.1% for
2025. Our forecasts are slightly higher, by 0.1% and
0.2% respectively due to lower growth prospects.

French government bonds, known as Obligations
Assimilables du Trésor (OAT) underperformed
following the announcement. The 10-year spread
between the OAT yield and the German Bund yield
widened and was volatile ahead of Moody's and Fitch
rating reviews on 26 April.

Neither agency downgraded the French sovereign
rating, which remain at Aa2 for Moody's and AA- for
Fitch, both with a stable outlook. This implies a low
probability of a rating change in the short to medium
term. The next key date is 31 May, when the S&P
review is due. The current rating is AA with a negative
outlook. We see a risk of a downgrade to AA- given the
recent deterioration in fiscal metrics, coupled with

S&P’s higher rating than Fitch and its long-standing
negative outlook since December 2022.

We expect the 10-year OAT-Bund spread to widen
ahead of S&P's decision, but only modestly (up to
55bps). We believe that any widening will be seen as a
buying opportunity as France's rating will remain in
the AA bucket after the review, suggesting no forced
selling by institutional investors. We would expect the
spread to tighten thereafter, with the extent of the
move being a function of the short positioning built up
ahead of the event. We forecast the 10-year OAT-Bund
spread at around 50bps in 12 months' time.

In a historical context, during the European debt crisis
(2010-2012), sovereign downgrades affected the
ratings of European banks due to their exposure to the
country’s debt. However, while sovereign downgrades
can have spillover effects across the financial system,
regulatory changes have softened the link between
sovereign and bank ratings, so the impact on bank
ratings is not automatic and would depend on the
bank’s vulnerability, i.e. their exposure, diversification
model and the broader economic context.

FRENCH 10-YEAR SPREAD TO GERMANY

FRENCH DEBT SEEMS FAIRLY VALUED
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INVESTMENT CONCLUSION

Source: Bloomberg, BNP Paribas WM

The French budget deficit was large and higher than expected. Nevertheless, Moody's and
Fitch maintained their ratings with a stable outlook. The next key date is 31 May, when

S&P’s rating review is due. While we expect some volatility in the French government
bonds ahead of the announcement, we do not expect the 10-year OAT-Bund spread to
widen significantly. Any spread widening will be seen as a buying opportunity. We forecast
the 10-year OAT-Bund spread at around 50bps in 12 months' time.
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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 « Eurozone and US: Positive opinion. Prefer maturities up to 7
Corporate bonds in th d in th
Investment Grade . + years in the US an | up to 10 years in the eurozone

United States + 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.

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
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Eurozone Inflation indexed
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Returns
OVER ONE MONTH SINCE 01/01/2024
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Source: LSEG Datastream, 09/05/2024 Source: Bloomberg Barclays indices except EM local debt (JPM) and Convertibles (Refinitiv)

EM = Emerging Markets

Eurozone IG Corp

US IG Corp

Eurozone HY

US HY

EM Gov Hard Currency ($)
EM Corp Hard Currency ($)
EM Gov Local Currency (€)
EM Gov Local Currency ($)
Eurozone Convertibles

Source: LSEG Datastream, 09/05/2024 Source: Bloomberg Barclays indices except EM local debt (JPM) and Convertibles (Refinitiv)
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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 €62 042 449 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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