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Not so fast

The surge in equities and fall in long-term bond yields so far this year suggest investors have been buying
into the idea of ‘immaculate disinflation’ — that easing inflation would be painless for growth in 2023. Such
market moves could also reflect the notion that it is ‘job done’ for central banks in their fight against inflation.
Our base case is more cautious.

We are neutral on equities, where ‘immaculate disinflation’ could become a problem for margins if the cost
of goods sold does not slow as fast as sales (or rises faster than revenues). That could mean further downside
for earnings estimates, particularly in Europe where estimates appear overly optimistic relative to the latest
macroeconomic data.

We are broadly neutral in our multi-asset portfolios. European equities are our main (and meaningful) short
position, against which we are long US and emerging market stocks.

China’s reopening has led us to increase our allocation to emerging market equities. Valuations look attractive
now and after a long period of negative earnings revisions, we anticipate more positive momentum from here
on. EM Asia and commodity exporting countries should benefit in particular from the reopening.

We have added a modest long position in the Japanese yen against the euro. The trade should benefit from
the Bank of Japan seeking to abandon yield curve control. We believe the yen is attractively valued and can
hedge current portfolio positioning.

We continue to favour European investment-grade credit, where spreads have tightened further from when
we were building positions (to 141bp today from 228bp). We also favour commodities.
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A (too) good start

Markets had a generally good January, continuing the bounce that started late last year. Equities closed
sharply higher on the last day of the month, extending the rally ahead of the latest monetary policy update
from the US Federal Reserve and capping a month of solid gains.

Europe in particular had the best start to the year since 2015, with mid and small-capitalisation stocks
outperforming large caps. All sectors and factors ended January in the black, with consumer discretionary
being the brightest spot among the sectors, and value among the factors. European fixed income also started
2023 on the front foot, with many fixed income indices gaining.

The surge in equities and fall in long-term bond yields suggests investors have been buying into the idea of
‘immaculate disinflation” — that easing inflation would be painless for growth in 2023. Such market moves
could also reflect the notion that it is ‘job done’ for central banks in their fight against inflation. In our view,
this narrative is particularly challenged in Europe, where analyst earnings expectations are still in
'suspended animation’ - i.e., cash flow projections appear much too high - at the same time as expectations
for the level of discount rates may be too low. Both cash flows and discount rates are posed to pull in
opposite directions, in our view.

Exhibit 1

The US labour market has recovered pre-pandemic job losses, but is still well below trend
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Data as at 7 February 2023. Sources: BLS. BNP Paribas Asset Management.

Recession and decoupling

Unusually mild winter weather and the recent collapse in gas prices have allowed the euro bloc to avoid a
terms-of-trade shock, mitigating the effects of the energy crisis. Our macroeconomic research team has
revised up their estimates for Q4 2022 and Q1 2023 growth, but also believes recession has only been
postponed, not avoided. This is not reflected in bottom-up analyst estimates. These have remained both
positive and high in their ranges.

It is striking to us how much further and faster US earnings per share (EPS) expectations have faded vis-a-
vis their European counterparts (our view: ‘favour’ US equities; ‘dislike’ Europe). US full-year earnings
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growth estimates have remained low. Analysts have already revised sharply down their quarter-on-quarter
expectations. At the end of last September, forecasts were for year-on-year earnings growth in the first half
of 2023 of 7%. It is now -1%, in line with consensus expectations for economic growth to troughing the
second quarter.

As always, the key judgement for equity investors is whether earnings growth estimates are realistic. Given
the negative revisions we have had, they are certainly far more so than they were several months ago in
the US (see Exhibit 2). Earnings estimates for Europe appear still overly optimistic relative to the latest
macroeconomic data, although the relationship can be patchy (see Exhibit 3). By contrast, EPS estimates
for emerging market stocks have now come down meaningfully, albeit in keeping with expectations for low
returns on equity (our view: ‘favour’ emerging Asia).

Exhibit 3
Earnings forecasts broadly in line with economic outlook
S&P 500 EPS and nominal US GDP; forecasts from 1g 2023
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Exhibit 3
Lofty expected earnings (still) in Europe
Earnings expectation and forward P/Es relative to long-run trend/average
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Data as at 31 January 2023. Sources: IBES, BNP Paribas Asset Management.
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In Europe, further monetary policy tightening by the ECB remains a significant risk. Our macro research
team expects the ECB to follow through on its recent guidance and to take the deposit rate ultimately to
3.5% by the middle of the year. To be sure, there is a notable difference between inflation in the US and the
eurozone. Core inflation (which excludes changes in the cost of energy and food) is falling in the US, whereas
in the eurozone, it has been rising. This has led members of the ECB's governing council to warn over the
risk that high inflation could become entrenched via second-round effects, that is, a resilient job market
could lead to higher wages.

The China factor and EM equities

Meanwhile, market expectations for growth in China — a bellwether for the wider Asian region as well as
emerging markets generally — have brightened with Beijing's lifting of its tight Covid-related restrictions.
The reopening of the economy should boost activity, including travel and consumption, once the pandemic
has run its course. Government support for the flagging property market, which fell into a crisis after a
Beijing crackdown, should help spur growth as consumer confidence is restored.

There is now a possibility of desynchronised global economic growth. Our macro research team views this
as less likely within developed markets, but more so between emerging and developed markets, with China's
reopening clearly making a difference. The team notes that most economic models understate the influence
of China on other economies, but points out that it has a material impact on financial conditions and
business confidence.

The good news coming from China has improved our outlook for emerging market (EM) equities more
broadly and we have recently added to our exposure. There are several reasons for this change:

e Evidence of improved growth globally is increasing, which would support EM earnings. Revisions
have till now been negative and may have reached a trough. We believe the potential for positive
revisions from here on is high, particularly relative to Europe.

e China's reopening momentum should support not only domestic equities, but also those in EM Asia
and commodity-exporting Latin American countries.

e The semiconductor cycle looks to be at or close to a trough, which should benefit an industry with
a heavy weight in EM equity indices.

e Thedirection of monetary policy is moving favourably in both developed and emerging markets. The
Fed delivered a broadly balanced message at its latest policy meeting. China, meanwhile, continues
to shore up the economy. Excess liquidity is improving (when looking at M1-nominal GDP growth,
which leads stocks in particular). More broadly, lower real rates in emerging markets relative to
those in developed markets, the outsized impact of cheaper food and energy on EM inflation given
its weight in baskets of goods, and a weaker US dollar are also supportive.

e EM equity valuations look attractive now and screen positively in our valuation research work -
particularly against Europe (which is our short against this position). Even after this year’s rally, the
12-month forward price-earnings ratio of an index of Chinese technology and major companies is
still at a 16-year low relative to the MSCI ACWI (it would be lower still if earnings estimates for
Chinese stocks are currently understated, as we believe). Our aggregate measure of price-earnings,
price-book, dividend yield and price-sales ratios is 0.5 standard deviations below that for developed
markets over the last 10 years.
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Shifting out of neutral on the yen

We shifted to a modest long position in the Japanese yen against the euro (see our asset class views below).
The trade should benefit from yen strength as the Bank of Japan seeks to abandon yield curve control. With
EUR/IPY at the top of a multi-year range, we see the yen as attractively valued in the longer term.

We expect the market to test the BoJ again on its policy of maintaining a cap on 10-year bond yields, even
as inflation in Japan is rising. We see it shifting to a more hawkish stance, which should benefit the yen.

The euro by contrast now appears to be priced for what we see as an unrealistically positive scenario this
year (economic stability rather than recession and a problem-free end to the energy crisis, even as the war
in Ukraine continues). The market has turned more optimistic, foreseeing less need for higher ECB rates to
fight inflation. As said above, we do not share that view. Being long JPY versus the EUR can also be seen as
an opportunistic hedge.
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Asset class views

Strl‘or)gly Dislike Neutral Favour Strongly
dislike favour
Risk appetite* X
Government bonds
Asset Equities Credit
allocation Real estate Commodities
Cash
Japan
Equity regions EUFOSE & UK I;JI\?\
EM ex-Asia
EU large cap
Equity EU small cap
style/size US large cap
US small cap
us
Europe
. Japan
Soverelgn £ local
Australia
UK
Inflation-linked bonds
Us1G
. US HY EUIG
Credit EU HY
EM debt
Energy
Commodities Base meta[s
Precious
metals
EX USD, AUD, GBP, EUR, JPY, EM

currencies

* Risk appetite/return to risk - Data as at 3 February 2023. The views reflect those of the Investment Committee of the Multi-Asset team at MAQS. Other
specific/tactical trades may be implemented in addition.
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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":

https://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, without all funds of BNP PARIBAS ASSET
MANAGEMENT France belonging to articles 8 or 9 of the Regulation (EU) 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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