Stronger signs of recovery
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Risk aversion plunges

Back to pre-Lehman's levels
600 | 90

: |
0 IL M A | | ::
WN\WMWJ W ‘% LWWWMMJWWW W

0
00 01 02 03 04 05 06 07 08 09

— CBOE Volatility Index (VIX), % (Right)
Merrill Lynch - AA Rated Corporates Spread, Basis Points - USA (Left)
Source: Factset, BNPP AM

10

July 31, 2009

The September issue of the Investment Strategy
will resume its usual longer format.
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A more favourable economic scenario for the near term is gradually taking shape,
as may be seen by the recent increase in projected GDP growth for 2010. This
upturn is most apparent in the United States where private-sector forecasters and
the Federal Reserve hoth agree that economic activity should pick up in the
second half of 2009. Indeed, signs of stabilisation in the manufacturing
sector, and to a lesser extent in the housing market, are beginning to
appear. Recovery in the emerging economies, and especially in Asia, has been
surprisingly strong and has encouraged observers to raise their forecasts for the
next few quarters. Monetary and fiscal policies have played a key role in the
recovery of the Asian economies and are likely to continue to support activity over
the next few months.

US corporate earnings for the second quarter were better than expected. Although
this may be credited mainly to cost-cutting efforts rather than to rising sales, and
CEOs are still quite cautious in their guidance, the outlook for earnings has
improved. Furthermore, investors have responded enthusiastically to earnings
figures, as reflected by the 8% increase in the MSCI AC World index since July
3rd, when our Investment Committee last met.

Both macro and microeconomic factors thus seem to be providing a healthier
environment for equities and investment-grade credit. As for concerns about the
consequences of returning to more "normal" monetary policies, central banks are
now explaining their positions in greater detail and Ben Bernanke seems to have
convinced observers that the Fed will be able to conduct its "exit strategy” in a
relatively smooth manner. How US monetary authorities are going to "manage”
their shift away from their ultra-accommodative policies has been a risk factor not
only of major importance but also of great uncertainty, since the result could be
either inflation or in the contrary a brutal smothering of recovery.

As a result, visibility has improved in equity markets over the next two to
three months, although some markets are starting to be overbought and investor
enthusiasm in response to "good news" could dim if their growing expectations for
the economy are disappointed. The recession however is still underway, as may
be seen by the 3.9% drop in US GDP in the second quarter year-on-year.

We maintain our slightly positive bias in equity markets. Over the longer
term however some investor concerns will reappear. These mainly have to do
with the pace of global economic growth over the coming years, which may be
restricted by deleveraging and less accommodative monetary and fiscal policies
next year. We believe this concern will not be factored in right away however, but
perhaps this fall or even at the end of the year, when strategies for 2010 are
implemented.
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During his half-yearly testimony before the House Finance
Committee, on July 21, Ben Bernanke described the Fed's
strategies for reversing its highly expansionary monetary
policy but said that “economic conditions are not likely to
warrant a tightening of monetary policy for an extended
period”.

The Fed's chairman presented each of the tools at his
disposal and assured that they would be sufficient. In
particular he emphasized the need to monitor bank reserves
(which have increased from about $10 billion in mid-2007 to
almost $800 billion recently) to ensure that they do not feed
a credit bubble as soon as the economy recovers. The
possibility of raising the interest rate paid on bank reserves
with the Fed was mentioned and there are also other tools
for reducing reserves and other items on the Fed's balance
sheet in a "smooth and timely" manner. By explaining the
means available to tighten monetary policy, despite the
Fed's swollen balance sheet, Mr Bernanke seems to have
convinced most observers that the Fed is able to control
the consequences of its monetary policy measures.

Like the Fed, the ECB seems determined to make it clear
that it will be able to implement the appropriate tools when
necessary. At the central bank's press conference early last
month, Jean-Claude Trichet pointed out that "Once the
macroeconomic environment improves, the Governing
Council will ensure that the measures taken can be quickly
unwound and the liquidity provided absorbed" but did not
give any further details.

Clearly central bankers are talking more and more
about their exit strategies. The ECB's vice-president
brought the subject up late last month when he pointed out
that fears of high inflation triggered by highly expansionary
economic policy were unmerited, since the ECB would
never allow this. Although investors seem to have regained
confidence in monetary authorities it is still too early to say
how solid this confidence is. We will know much more about
this when we see how investors react to the upcoming
decisions and statements of the Bank of England, which
should be one of the first central banks to retreat from
unconventional monetary policies.
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The second-quarter earnings reporting season, which is
now in mid-course, is strongly underpinning equity markets
for the time being. Earnings are much better than
expected, mainly thanks to ongoing cost-cutting efforts.
Sales however are still disappointing, albeit less than for the
first quarter. In the financial sector, most of the pleasant
surprises are the result of extraordinary income and trading
and capital markets activities. However, many banks have
expressed concern about the rising cost of risk, which
continues to weigh on the financial sector. The outlook for
earnings should normally continue to improve as the global
economy strengthens.

Against this background, although valuations have
weakened a bit they are still not excessive but remain
neutral to slightly positive, mainly thanks to rising earnings
expectations.

The pickup in equity markets over the past few weeks has
pushed many indices into overbought territory and
increased the risk of a near-term consolidation. However,
the continuation of this rally has confirmed the turn in many
trend indicators, as seen by the increase in the 200-day
S&P 500 moving average for the first time since late 2007.
Furthermore, this key US index is currently very close to
major technical and psychological levels, which if crossed
would also be a very positive signal. The wariness of
institutional and individual investors (which are still relatively
underexposed to the riskier asset classes and to equities in
particular) is clearly diminishing in response to the pickup in
equity markets and the improving outlook for the economy,
which continues to underpin this rally. Nevertheless, over
the next few months we will be keeping a close eye on
sentiment indicators, since signs of over-optimism in equity
markets will once again signal risk, particularly if the global
economy fails to recover as expected, which is not yet the
case.

Given these conditions, we continue to ride the bullish
trend and to maintain our exposure at neutral to slightly
overweight, while paying very close attention to the risk
that economic recovery may falter over the coming
quarters and the disappointment this could mean.
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Is a bubble forming in emerging markets? According to our
technical and economic indicators, after consolidating briefly
last June, emerging equity markets will continue their
bullish trend. Although valuations have reverted to their
historical level, strong fundamentals, excellent news on the
economic front and upward revisions in earnings estimates
augur well for higher equity prices and expanding valuation
multiples, and perhaps for even a premium over developed
markets. Abundant liquidity in the form of relatively low real
interest rates, high savings rates and positive mutual fund
flows continue to support emerging equity markets, although
much of the good news has already been priced in and
there seems to be a very strong "popular” consensus.

Although there are anecdotal signs that a bubble may
be forming in some markets (such as the incredible
success of Chinese IPOs, the high participation rate of small
investors and record trading volumes), markets may remain
irrational and speculative longer than our nerves may be
able to stand. We are therefore maintaining an
overweight in emerging markets, while standing ready
to adjust our allocation given the much higher volatility.

Government bond investors will be paying more and more
attention to the nature and speed of economic recovery,
central bank "exit strategies" and the risks associated with
both. And although sluggish growth for a few more quarters
and slack capacity utilization will prevent yields from rising
sharply, over the next few months investors will be paying
more and more attention to the initial efforts of central
bankers to retighten monetary policy, when they feel the
time is right. If the US and UK governments soon end their
bond purchases, which we expect, two major sources of
demand will vanish and the outlook for government bonds
will be even more uncertain. We are currently navigating
through this environment with a neutral position that
reflects the opposing forces mentioned above. Over the
longer term, our bias will become negative.

As for credit, it continues to benefit from declining investor
risk aversion. But even if the momentum in this market
continues it will slow and the margin for further improvement
is gradually shrinking. We still believe the outlook is
brightest for the investment-grade market, where we
continue to be overweight, rather than for the high-yield
segment, where we still advise caution.
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Although euphoria in equity markets has boosted
commodities considerably, they are still physical assets.
Thus although the general increase in confidence has driven

prices upward, US inventories of petroleum products
keep bringing investors back to Earth by reminding them
that fundamentals will not improve overnight. Since current
prices for both energy and may therefore
be a bit high we suggest waiting for a better entry point.
Although is still an attractive asset it is likely to have
little upside potential until jewellery demand shows signs of
recovering. prices have suffered from the recent
improvement in weather conditions but are likely to benefit
from the resurgence of risk appetite and solid long-term
fundamentals.

Volatility in currency markets declined over the past month,
with JP Morgan's VXY index returning to its lowest level
since September 2008, as did EUR/USD 1-month implied
volatility, which fell back to 11.5%. Among the various usual
explanations for day-to-day movements in currency
markets, declining investor aversion to risk still seems to be
the dominant theme. The return of risk appetite could
therefore still cause some investors to turn away from the
dollar and yen. As we have already mentioned, given the
upward and downward pressures on the dollar and the euro
we continue to expect EUR/USD to consolidate over the
coming months.
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This document is issued by BNP Paribas Asset Management (BNP PAM), an investment manager registered with the "Autorité des
Marches Financiers" in France. This document is produced for information only and does not constitute, and is not part of, an offer or
solicitation to buy or to sell any securities.

The information and opinions contained in this document have been obtained from, amongst other things, public sources believed to be
reliable, but no representation or warranty, express or implied, is made that such information is accurate or complete and it should not be
relied upon as such. Opinions included herein constitute the judgement of BNP PAM at the time specified and may be subject to change
without notice, they are not to be relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient and
are not intended to provide the sole basis of evaluation of any strategy or instrument discussed herein. Any reference to past performance
of any market or instrument should not be taken as an indication of future performance. No BNP Paribas Group company accepts any
liability whatsoever for any loss arising, whether direct or indirect, from the use of any part of such information. Any BNP Paribas Group
company may, to the extent permitted by law, have acted upon or used the information contained herein, or in the research or analysis on
which it was based, before its publication. This document is for the use of the intended recipients only and may not be delivered or
transmitted to any other person without the prior written consent of BNP PAM. Furthermore, any translation, adaptation or total or partial
reproduction of this document, by any process whatsoever, in any country whatsoever, is prohibited unless BNPP AM has given its prior
written consent.
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