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Complacent? Not us.

- Markets have been volatile since our last monthly, buffeted by the much-anticipated
gathering of leading central bankers at Jackson Hole, poor macroeconomic data from
the US, a focus on China’s weak economy and hopes for firmer stimulus from Beijing.

- The current economic and market narrative is one of ‘Goldilocks’ in developed
markets (DM), a scenario typically characterised by rising or firm economic growth
and falling inflation, particularly in the US. However, in our view, risks are skewed
toward weaker economies and earnings, chiefly in DM. We see the US labour market
softening, and in its wake consumption - just as the ‘offset’ to tighter monetary
policy from easy fiscal policy and excess COVID savings dissipates. The European
and UK economies look markedly weaker already. We are at or close to peak policy
rates, in our view.

- In this context, and with bond premia meaningfully above equity premia for the first
time in 15 years, being long duration remains our largest risk position, and we have
increased it over the month. We have also added a position in emerging market local
currency debt, seeking to benefit from August’s sell-off.

- We remain cautious on equities, chiefly in Europe. Since our last monthly, our equity
short overall has increased as we reduced our long in EM equities on China concerns.

Maya Bhandari Daniel Morris
Global Head of Multi-Asset Chief Market Strategist
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Macroeconomics - Goldilocks or not?

Recent data have challenged the consensus narrative for a ‘Goldilocks’ outcome of improving
economic growth and lower inflation, initially in the US and then in Europe. The latest data on
US payrolls, real incomes, JOLTS (Job Openings and Labor Turnover Survey) and quit rates all
signal weakening labour market conditions. The sharp slowdown in hours worked, household
jobs, and temporary employment in recent months point in a similar direction, as does the
Conference Board jobs differential reading, which is now consistent with a marked rise in the
unemployment rate.

Importantly, this comes just as excess household savings built up on the back of COVID stimulus
are close to being fully spent, and fiscal policy is poised to tighten, starting with the resumption
of student loan repayments in October), and a government shutdown looms. This removes the
economic cushion against the impact of higher interest rates. Consumer surveys, including
the most recent one from the New York Federal Reserve, also point to a less rosy outlook for
consumption.

In the eurozone, monetary tightening has not been offset by fiscal easing, and credit conditions
have tightened meaningfully in recent months. While the ECB's strong focus on real-time
inflation outcomes increases the risk of over-tightening as credit conditions worsen, we expect
the central bank to stand pat for now. The first cut in policy rates is unlikely to come before
the middle of 2024.

To us, these developments argue firmly against a ‘Goldilocks’ narrative. With attractive risk
premia in bonds, we added to our long-duration positions over the month and remain cautious
on equities — see more below.

New cracks and action in China

Stresses have again become visible in the Chinese economy, notably in the already weak property
and trust sectors. Beijing has reacted, perhaps more readily and faster than in the past, but we
find the measures taken so far underwhelming. For instance, a 200bp fall in the inflation rate
has been met with only 50bp in official rate cuts so far.

A lot of bad news is already reflected in the price of Chinese assets. But in view of the recent
developments in China, and concern over Beijing's willingness to stimulate the economy more
broadly, we lowered our allocations to China-focused emerging market equities.

Pricing risk - The time for bonds

Every risk has a price, and in our view, different markets are currently priced for different
outcomes. Strikingly, bond premia now exceed equity premia for the first time since the Great
Financial Crisis (see Exhibit 1). The gap has been this wide only twice in the last century —
during the Great Depression and the Nasdaq bubble. The current differential has been driven
by higher long-term rates (inflation breakevens and real yields have risen), and lower earnings
yields as analysts have turned more bullish on expected earnings.

Relative valuations look extreme to us, presenting attractive opportunities for active asset
allocation. Our key risk positions are now a long in sovereign bonds, chiefly in the US, and a
modest short in equities, concentrated in Europe.
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Our long in developed market sovereign bonds is our highest conviction view, expressed chiefly
via long-dated US Treasury inflation protected bonds (20-year TIPS), alongside a modest long
in nominal Treasuries, a long position in EU investment-grade (unhedged recently), and long
UK gilts versus German Bunds. Last week, we added to our positive duration positions, starting
to build an (unhedged) long towards EM local currency sovereign bonds. At current yields, we
believe bonds ‘lock in" increasingly attractive diversification benefits to multi-asset portfolios.

Exhibit 1
Fixed income risk premia exceed those for equities
Equity earnings yield (next-twelve-month) vs bond proxy
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Data as at 15 September. Sources: Bloomberg, BNP Paribas Asset Management.

The appeal of EM local debt

We turned more constructive on emerging market local currency debt over the month on the
back of three chief supports:

Diversifying positive duration: We turned incrementally more positive on duration over the
summer. EM local, with a 6.4% carry yield, is a diversified way to play this, capturing carry
both in EM currencies and yields. A softer economic landing would provide a particularly
beneficial setting for this asset class, while our existing developed market bond positions
would likely do better in a sharper slowdown.

Favourable EM macro set-up: Inflation has fallen sharply in almost all emerging markets in
recent months (see Exhibit 2), ahead of most expectations and in contrast to stickier inflation
in developed markets. Real policy rates (see Exhibit 3) are relatively high (1.5%), with 100bp
downside to the historical average (50bp). We believe this provides scope for both front-end
and long-end rates in EM to start falling, particularly given EM central banks’ more credible
inflation targeting, better external balances, and big declines in currency volatility. Should
larger EM central banks be cautious in cutting rates too quickly, EM currencies stand to
benefit from a tailwind.

Positioning: In our view, EM local debt is fairly underinvested, with current foreign ownership
of major EMs a fraction of what it was pre-COVID.
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Exhibit 2
Emerging market ex-China inflation falling sharply
YoY%, GDP-weighted
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Data as at 14 September 2023. Sources: Haver, BNP Paribas Asset Management.

Exhibit 3
Emerging market real policy rates are relatively high
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Data as at 14 September 2023. Sources: Haver, BNP Paribas Asset Management.

Equities - Still too optimistic in Europe

Against our optimism in bonds, we are cautious on equities, expressed chiefly in Europe where
we see downside risks from both a fundamental and valuation standpoint. Fundamentally,
European equities are expected to deliver 6% compound annual growth (CAGR) in earnings by
2025, after having risen steadily post-COVID. The increase in earnings expectations for Europe
stands in contrast to those in the US, for example (see Exhibit 4). In weaker growth periods,
as we are starting to see now, European earnings have tended to fall by 15-30%. In addition,
our bottom-up analysts note that while headline earnings and margins were reasonable this
reporting season, the outlook from European companies was more cautious, with positive
earnings trends chiefly for large-cap value stocks.

Adjusting for weaker earnings, European valuations look unappealing to us, most notably
versus EM equities, hence our long EM versus short Europe. From a cross-asset perspective,
our valuation work points to European valuations looking rich versus high-grade and high-yield
credit and sovereign bonds.

We have taken profit on our relative-value long position in European banks versus broader
European equities as targets were reached. Positioning in banks appears full to us, and macro
support for this position is waning.
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Exhibit 4

Eurozone earnings forecasts reflect much more optimism

2023 EPS consensus estimate
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Data as at 14 September 2023. Note: Local currency except regional indices in USD. Sources: FactSet, BNP Paribas
Asset Management.

Aside from being long government and European investment-grade bonds, we are modestly long
commodities (ex-agriculture and livestock). The latter offers some diversification to portfolios
should economies hold up better than we expect.

We are neutral cash and real estate, and neutral on overall risk consumption, i.e., consuming
around half our maximum tracking error ranges.

Our asset class views
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Views as at September 2023
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Please note that articles may contain technical language. For this reason, they may not be suitable for readers without
professional investment experience. Any views expressed here are those of the author as of the date of publication,
are based on available information, and are subject to change without notice. Individual portfolio management teams
may hold different views and may take different investment decisions for different clients. This document does not
constitute investment advice. The value of investments and the income they generate may go down as well as up and
it is possible that investors will not recover their initial outlay. Past performance is no guarantee for future returns.
Investing in emerging markets or specialised or restricted sectors is likely to be subject to a higher-than-average
volatility due to a high degree of concentration, greater uncertainty because less information is available, there is
less liquidity or due to greater sensitivity to changes in market conditions (social, political and economic conditions).
Some emerging markets offer less security than the majority of international developed markets. For this reason,
services for portfolio transactions, liquidation and conservation on behalf of funds invested in emerging markets may
carry greater risk.

BNP PARIBAS ASSET MANAGEMENT France, “the investment management company”, is a simplified joint stock
company with its registered office at 1 boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832, registered
with the “Autorité des marchés financiers” under number GP 96002. This material is issued and has been prepared
by the investment management company. This material is produced for information purposes only and does not
constitute: 1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with
any contract or commitment whatsoever or 2. investment advice. This material makes reference to certain financial
instruments authorised and regulated in their jurisdiction(s) of incorporation. No action has been taken which would
permit the public offering of the financial instrument(s) in any other jurisdiction, except as indicated in the most
recent prospectus of the relevant financial instrument(s), or on the website (under heading “our funds”), where such
action would be required, in particular, in the United States, to US persons (as such term is defined in Regulation S of
the United States Securities Act of 1933). Prior to any subscription in a country in which such financial instrument(s)
is/are registered, investors should verify any legal constraints or restrictions there may be in connection with the
subscription, purchase, possession or sale of the financial instrument(s). Investors considering subscribing to the
financial instrument(s) should read carefully the most recent prospectus and Key Information Document (KID) and
consult the financial instrument(s’) most recent financial reports. These documents are available in the language
of the country in which the financial instrument(s) is authorised for the distribution and/or in English as the case
may be, on the following website, under heading “our funds”: www.bnpparibas-am.com/ Opinions included in this
material constitute the judgement of the investment management company at the time specified and may be subject
to change without notice. The investment management company is not obliged to update or alter the information or
opinions contained within this material. Investors should consult their own legal and tax advisors in respect of legal,
accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an independent
determination of the suitability and consequences of an investment therein, if permitted. Please note that different
types of investments, if contained within this material, involve varying degrees of risk and there can be no assurance
that any specific investment may either be suitable, appropriate or profitable for an investor’s investment portfolio.
Given the economic and market risks, there can be no assurance that the financial instrument(s) will achieve its/
their investment objectives. Returns may be affected by, amongst other things, investment strategies or objectives
of the financial instrument(s) and material market and economic conditions, including interest rates, market terms
and general market conditions. The different strategies applied to financial instruments may have a significant effect
on the results presented in this material. Past performance is not a guide to future performance and the value of
the investments in financial instrument(s) may go down as well as up. Investors may not get back the amount
they originally invested. The performance data, as applicable, reflected in this material, do not take into account
the commissions, costs incurred on the issue and redemption and taxes. You can obtain this by clicking here: www.
bnpparibas-am fr/investisseur-professionnel/synthese-des-droits-des-investisseurs a summary of investor rights
in French. BNP PARIBAS ASSET MANAGEMENT FRANCE may decide to discontinue the marketing of the financial
instruments, in the cases covered by the applicable regulations. “The sustainable investor for a changing world”
reflects the objective of BNP PARIBAS ASSET MANAGEMENT France to integrate sustainable development into its
activities, although not all funds managed by BNP PARIBAS ASSET MANAGEMENT France fulfil the requirement of either
Article 8, for a minimum proportion of sustainable investments, or those of Article 9 under the European Regulation
2019/2088 on sustainability-related disclosures in the financial services sector (SFDR). For more information, please
see www.bnpparibas-am.com/en/sustainability
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