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Different phases

» We see the three major regions at quite different phases of the business cycle: US
is close to the end, Europe 8-12 months behind, but still in late cycle, and emerging
markets close to the start of a new business cycle.

* From an investment perspective, the US and Europe are decoupling. While the US
economy is moving towards a recession as growth and inflation fall, European
inflation is slowing without a material softening in growth. Emerging market growth
prospects are improving even as those for developed markets weaken.

* This broadly favourable current macroeconomic setting notwithstanding, we note
that high European company earnings expectations are skewed by the prospects
for specific sectors and their weight in benchmark indices.

Maya Bhandari Daniel Morris
Global head of multi asset Chief market strategist
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Bonds and investment-grade credit

Corporate bond credit spreads have rallied from the banking-turmoil-induced widening (see
Exhibit 1). We took advantage of the moves to reduce the exposure of multi-asset portfolios
to European investment grade corporate bonds. Positions are now at about one third of what
they were earlier this year. Our overall view remains ‘favour’ (see table on page 5) since the
compensation from the spread relative to likely defaults remains well above the historical range.

Exhibit 1
Credit spreads have recovered from banking sector turmoil
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Data as at 8 May 2023. Sources: FactSet, BNP Paribas Asset Management.

The view on peak policy rates in the US and the eurozone has shifted notably. Immediately before
the banking sector turmoil, US central bank rates were forecast to reach 5.5-6.0%. Pricing has
now moved to imply almost 150bp of cuts within the next year. In Europe, the moves have been
less dramatic, but the ECB's peak rate is now expected at around 3.75%, with one or two rate cuts
in the following six months. We believe such excessive optimism is supportive of short positions.

US and European equities

We currently see downside risks to the outlook for the US economy and company earnings.
Moreover, our market temperature framework is now flashing ‘red’ for the first time since 2021.
As a result, we have nudged down our US equities exposures albeit remaining in the broadly
‘neutral’ zone.

While analysts have already cut their estimates for US earnings, we regard even the lower
level of expected earnings as still too high given a weak macroeconomic outlook (see Exhibit
2). Anecdotal evidence from cyclical and consumer staples companies has fanned our concerns
over the downside risks: many staples companies have passed on price rises of 10% or more
in the first quarter alone, which could cloud their outlook. Further declines in analyst earnings
expectations would reduce the attractiveness of US equities by raising price-earnings multiples.



ASSET ALLOCATION MONTHLY - MAY 2023

Exhibit 2
Earnings estimates for the eurozone have risen while those for the US fall
Consensus earnings per share estimates
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Data as at 5 May 2023. Sources: FactSet, BNP Paribas Asset Management.

In Europe, however, our optimism around the case for European banks relative to US banks has
grown. Accordingly, we have added a modest position in European banks relative to broader
European indices. European banks have recently posted earnings showing better-than-expected
bad debt provisioning and firm net interest income. Additionally, many banks are exposed to
the positive interest income trends in Latin America.

Macroeconomic fundamentals are also supportive with sticky inflation, which favours higher-
for-longer interest rates and hence the prospect for further (net interest) margin expansion.
European banks have well-capitalised balance sheets with large liquidity portfolios, and a
diversified deposit base which continues to grow. Furthermore, the regulatory framework has
been far more rigorous than for their US counterparts.

Valuations are attractive, with the 12-month forward price-earnings ratio at a 23-year low. In
relative terms, the price of the broad STOXX Europe 600 index is nearing its 2023 peak level,
while the narrower SX7E banks index is still 14% below.

For eurozone equities more generally, earnings forecasts have held up much better than
elsewhere (see Exhibit 2). Negative earnings revisions continue for the US, with evidence of
margin compression across the board. Overall, we are neutral on equities.

Emerging market equities

With expectations for a recession in the US and stability in Europe, the forecasted expansion of
the Chinese economy stands in stark contrast. Given the size of the Chinese economy, growth
there should benefit emerging Asian countries more broadly. Chinese inflation remains very low
(year-on-year core inflation currently stands at 0.5%!), meaning the People’s Bank of China has
scope to lower policy rates to support growth if needed. Beyond the diverging macroeconomic
outlook, emerging market earnings expectations have fallen sharply over the last two years,
widening the gap with developed markets. Consequently, we see from current levels more
potential for gains in emerging market equity earnings and declines in developed market
earnings. As a result of EM equity underperformance over the last couple of years, valuations
based on forward price-earnings multiples are relatively low versus developed markets.



ASSET ALLOCATION MONTHLY - MAY 2023

A compelling case, one would think, for the outperformance of emerging market versus developed
market equities. Year-to-date, however, emerging market equities have underperformed by about
5%. What might explain the divergence, and more importantly, will it persist?

Poor sentiment is one factor. Investors worry about the potential for further decoupling of
the US and Chinese economies, with comparatively more damage done to the latter economy
than the former. There are lingering concerns about the Chinese government’s commitment to
developing private sector companies as opposed to state-owned enterprises. The deterioration
in sentiment partly explains the lower valuations of EM/Chinese equities described above.
Sentiment, however, is unlikely to worsen indefinitely, and could yet rebound.

A second factor has been the strong performance of the (US) technology sector, which has not
been shared by the Chinese technology sector, in contrast to the historical relationship where
the correlation between the two markets is high. For non-technology sectors, developed and
emerging market equity indices have performed roughly in line (though even here, EM has not
outperformed as one might hope; see Exhibit 3).

US technology stocks have benefited on two fronts. The market's pricing of a near-term Fed
pivot to cutting policy rates has reduced the discount rate for long-duration technology shares.
Chinese interest rate expectations by contrast have been largely unchanged. The fall in US
discount rates has boosted valuations for technology stocks, reversing the phenomenon of last
year when rising rate expectations caused price-earnings ratios to fall sharply.

Exhibit 3
Outperformance of developed market equities primarily driven by technology
Total return in USD

118 | - 118
116 L 116
114 | — MSCI World vs EM technology* [ 114
112 | MSCI World vs EM ex-technology* L 112
110 1 110
108 | L 108
106 t 106
104 | A ,\/\ L 104
102 | A/\ / \/\/ v [ 102
100 ; : —V ; ; v ; ; —~1 100
98 | L 98
96 | I 96
94 | L 94
92 | L 92
Dec 22 Jan 23 Feb 23 Mar 23 Apr 23

Data as at 8 May 2023. *Tech includes broadline retail (Amazon), media & entertainment, and interactive media &
services. Sources: IBES, BNP Paribas Asset Management.

Beyond the short-term boost to valuations, tech stocks are also now benefiting from better
earnings expectations, also a reversal of a more recent phenomenon. Over the last few earnings
seasons, S&P 500 earnings have beaten expectations, with the exception of the tech sector. As tech
sector earnings normalised following the pandemic boom, analysts had difficulty determining
what the new post-Covid level of earnings should be. This quarter, however, tech sector earnings
have beaten expectations by 5%. Results for Chinese companies, by contrast, have disappointed.

These two factors, poor sentiment and strong US technology stock performance, explain why
emerging market equities have not outperformed as hoped. Nonetheless, given the fundamental
factors described above, we believe sentiment will eventually bottom, and that earnings for
emerging market equities more broadly will start to outpace those in developed markets. Index
price performance should follow suit.
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Our asset class views
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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":
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, 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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