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Key takeaways
+ The prospects for Euro high yield in 2018 are drawing some conclusions from the recent short-lived correction.

+ Over the medium term, the market needs to prepare for such jumps in volatility and by doing so it should change the composition of demand for high yield bonds.
+ As long as the fundamentals remain sound, we can live with some short-term volatility and believe this will provide opportunities for the active investor.

Full commentary

What's not to love about European high-yield bonds? A supportive central bank that suppresses yield across the
region, purchasing managers’ indices at six-and-a-half-year highs, more upgrades than downgrades, a low default
rate, improving fundamentals and strong technical factors. With that backdrop, European high-yield bonds had
generated a return of 6.5% year to date (to October), a little over twice that of European investment-grade bonds and
with only about two thirds of the volatility (see table). High yield is supposed to be riskier than investment-grade, right,
not less? Too good to be true, yes? After such good performance, one wonders where we go from here.

Table 1. Euro credit metrics

2017 2017 10-yr 10-yr
Rating return Vol return vol. OAS QASD YTW
Euro HY 6.5% 1.4% 9.3% 10.2% 261 37 2.38
Euro IG 2.9% 2.1% 4.9% 3.8% 91 5.2 0.67

Our view is that conditions are likely to remain supportive, certainly from a fundamentals perspective. Default rates
are expected to remain low, at about 1% in 2018. Companies are generally continuing to reduce their debt metrics
and - thanks to accommodative financial conditions — improve their cash flow with lower interest payments (see
figures 1 and 2). With solid economic activity across the region, companies should be able to find pricing power,
allowing them to further improve their cash flows and debt metrics. This should contribute to keeping default rates
low for the foreseeable future.

It is anomalous, however, that high-yield bonds are less volatile than investment-grade bonds, and we think this
will correct itself in time. Just how long that will take is difficult to say, but the end of the ECB'’s quantitative easing
program could provide a good starting point. In our view, the mini sell-off we saw in November 2017 is a sign that we
are heading for that normalization. It is difficult to point to one single factor that drove the repricing, but we think the
significant fall in Altice’s share and bond prices following its profit warning was the catalyst. Expectations of future
cash flows had disconnected from reality and the profit warning from the management of this telecommunications
conglomerate led to massive reductions in bond positions. What started as an idiosyncratic situation quickly morphed
into a general deterioration in sentiment and rising distrust of the most highly-indebted companies. Spreads on
bonds of other higher beta names widened in sympathy, while higher-quality issues held their value much better.
Mutual funds and exchange-traded funds suffered outflows and it looked like things could turn ugly quickly. However,
the market stabilized; after all, investment managers have been conditioned to buy the dip and bargain-hunting
helped bonds find a floor. In the end, the sell-off was well contained and — as long as there is no macroeconomic
shock — one could even envisage a ‘Santa rally’ that could pave the way for decent performance in January.

So, with everyone back in the pool, does the party now continue? In the short term, quite possibly so. We believe,
though, that over the medium term, the market needs to prepare for such jumps in volatility and by doing so it should
change the composition of demand for high yield bonds. Spreads have compressed by about 100bp year-to-date
and thus capital appreciation has contributed to 40% of the total return for the year, with the coupon contributing
‘only’ 60%.
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Last week's market
B developments
Monday, November 27
+ US new home sales increased to 685k s.a.a.r.
for October

Tuesday, November 28

+ France consumer confidence increased to 102
for November

+ ECB M3 Annual Growth Rate decreased to 5.0%
s.a. for October

+ US wholesale inventories decreased to -0.4%
m.o.m. for October

+ US consumer confidence increased to 129.5 s.a.
for November

Wednesday, November 29

+ UK mortgage approvals decreased to 64.6k for
October

+ Eurozone consumer confidence remained at 0.1
for November

+ US GDP increased to 3.3% g.0.9. s.a.a.r. for Q3

+ Japan industrial production increased to 0.5%
m.o.m. s.a. for October

Thursday, November 30
+ Germany unemployment decreased to -18k for
November

Friday, December 1
+ German Markit manufacturing PMI remained at
62.5 s.a. for November
+ Uk Markit manufacturing PMI increased to 58.2
s.a. for November

Source: Bloomberg, data as of December 4, 2017
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Interestingly, high-yield mutual fund flows have on average experienced small outflows this year. This means the

marginal demand for high-yield has not come from traditional buyers, but rather from fixed-income investors that amab This week’s market
have ventured beyond their natural mandate to boost returns, while quite exceptionally also reducing the volatility . developments

of their portfolios. As “reality checks” between valuation and fundamentals do inevitably happen, we think even a

measured increase in high-yield volatility could prove too much for these investors to stomach.
Monday, December 4

That should enable high-yield bond investors to demand compensation via higher spreads, especially as we expect + No data to report

many high-quality BB issues to be upgraded back to investment grade, leaving a smaller pool of investments to pick

from, with on average a slightly riskier profile. In the end, we think long-term investors in high yield will benefit from  Tuesday, December 5

a stickier pool of money, higher spreads and — assuming German Bunds also ‘normalize’ at a higher level - from a * US trade balance is expected to decrease to
better all-in yield. As long as the fundamentals remain sound, we can live with some short-term volatility and believe $47.5b s.a. for October

this will provide opportunities for the active investor.
Wednesday, December 6

+ German factory orders are expected to

decrease to -0.2% m.o.m.
‘.‘ Igguargtf of the Week Figure 2 + The Ban(;( of Canada’s %eor;ight lending rate is
’ ' expected to remain at 1.00%
European high-yield net debt / EBITDA European high-yield EBITDA / interest expense . RUZSian CPl is expected to decrease to 2.5%
y.0.y. for November
5.6 -
54 - e |_everage 7.0 4 Thursday, December 7
5.2 = nterest cover + German industrial production is expected to
’ 6.5 increase to 1.0% m.o.m. for October
5.0 1 6.0 + Eurozone GDP is expected to remain at 2.5%
4.8 - s.a. y.0.y. for Q3
4.6 A 5.5 « US initial jobless claims are expected to
4.4 - 50 increase to 240k s.a. for December 2
4.2 ' + Japan GDP is expected to increase to 0.4%
4.0 4.5 s.a. q.0.q. for Q3
gg ] 4.0 Friday, December 8
3.4 R 35 —rr +US nonfarm payrolls is expected to decrease
’ to 198k m.o.m. s.a. for November
2004 2007 2010 2013 2016 2004 2007 2010 2013 2016 + US unemployment rate is expected to remain
Data as at June 2017. Issuer leverage weighted by debt. Data as at June 2017. Weighted by debt. ] at 4.1% for November
Sources: J.P. Morgan, Bloomberg, BNP Paribas Asset Management. Sources: J.P. Morgan, Bloomberg, BNP Paribas Asset Management. . US University of Michigan Sentiment Index is

expected to increase to 99.0 for December
+ UK industrial production is expected to
decrease to 0.0% m.o.m. s.a. for October

Central Bank Watch

Source: Bloomberg, data as of December 4, 2017

Implied 3-Month Rate
on December 2017

Last move Date of move Current policy rate Interest Rate Futures Next meeting
Contract
Fed +25 basis points June 14, 2017 1.00% - 1.25% 1.29% December 13
ECB -5 basis points March 10, 2016 0.00% -0.17% December 14
BolJ -20 basis points February 16, 2016 -0.10% - 0.00% 0.06% December 21
BoE +25 basis points November 2, 2017 0.50% 0.53% December 14

Source: Bloomberg; data as of December 4, 2017
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Bloomberg is the source for all data in this document as of December 4, 2017 unless otherwise specified. This document is issued by BNP PARIBAS ASSET MANAGEMENT, USA, Inc. (BNPP AM USA), a member of BNP PARIBAS ASSET MANAGEMENT (“BNPP AM”), the brand name of the BNP Paribas group’s asset
management services. This document includes information obtained from other investment management companies within BNPP AM and 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. Any opinions included in this document constitute the judgment of the document's author at the time specified and may be subject to change without notice. Such opinions are not to be relied upon as authoritative or taken in substitution for the
exercise of judgment by any recipient and are not intended to provide the sole basis of evaluation of any investment. The value of investments and the income they generate may go down as well as up and it s possible that investors will not recover their initial outlay. 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 s available, there Is less liquidity, or due to greater sensitivity to changes in market conditions (soclal, 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. The contents of this document are based upon sources of information believed to
be reliable, but no warranty or declaration, either explicit or implicit is given as to their accuracy or completeness. BNPP AM USA, to the extent permitted by Law, disclaims all responsibility and liability for any omission, error, or inaccuracy in the information or any action taken in reliance on the information and
also for any inaccuracy in the information contained in the document which has been provided by or sourced from third parties. Past performance is not necessarily indicative of future performance. This document may not be copied, distributed, or passed on, directly or indirectly, to any person without the express
consent of BNPP AM USA. 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
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 markét and economic conditions, including interest rates, market terms and general market conditions. The different
strategies applied to the financial instruments may have a significant effect on the results portrayed in this material. BNP PARIBAS ASSET MANAGEMENT USA, Inc. is registered with the USS. Securities and Exchange Commission as an investment adviser under the Investment Advisers Act of 1940, as amended
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