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Topic of the week: The market, too complacent about Italy?

This is our last weekly before a break month. The next issue is on
September 5. In the meantime, we wish you all a great holiday;

Italian assets suffered with the resignation of Draghi and the return of
political risk: broader sovereign spreads and underperforming stock
exchanges;

Stéphane Déo
A closer analysis shows that the specific risk of the Italian elections is, FISE I ENL S STy

. . . stephane.deo@ostrum.com
paradoxically, very little taken into account by the markets. In case of
a bad surprise (a poll, an untimely announcement of a policy, etc.), the
risk is that Italian assets will suffer much more.

Market review: Should we buy the recession?

The ECB raises rates by 50 bp, first hike since 2011,
The ECB launches a new crisis tool (TPI);

Axel Botte
Global strategist
axel.botte@ostrum.com

Political crisis in Italy: elections scheduled on September 25;

Extreme volatility in bond complex, risky assets bounce.

Chart of the week

Euribor 3-month: change expected in 2023 (bp) The ECB surprised with a 50 bps rise last week.

contract Dec-22 vs. Dec-23 Paradoxically, after this bullish surprise, markets
150 are anticipating a lower end-of-year landing.

125
The aggressive attitude of the ECB but also the

100 very disappointing surveys, especially the PMIs,

75 are driving up recession expectations.
50 . . :

As a result, expectations of rate increases for Zouhoure Bousbih
25 next year have dropped significantly. In mid- Emerging countries strategist
0! ‘ ‘ ‘ ‘ ‘ ‘ June, the market was expecting five rat_e hikes in zouhoure.bousbih@ostrum.com
jenv.-21 avr.21 juil.21 oct.-21 janv.-22 avr.22 juil.-22 2023, and we are now only up half a hike.

-25 Sources : Ostrum & Bloomberg

Figure of the week

30% of the countries in the EMBIG index are in
O “distress”, i.e. with a spread over 1,000 bp.
O This is an unusually high proportion, unseen since the

2009 crisis.
Source : Ostrum AM Aline Goupil- Raguéneés
Developed countries strategist
aline.goupil-

raguenes@ostrum.com
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Topic of the week

At the moment, we don’t really see political
risk being taken into account by the markets.
This is the case for sovereign yields but also
for equity markets. Despite the recent poor
performance of Italian financial assets, the
risk premium does not seem high.

Before | go into the details of our argument, just a reminder.
Certainly, Italy has well-identified problems: sluggish growth,
very high public debt, etc. The political crisis, one more, puts
Italy at risk. However, we have always had a more nuanced
view on ltaly, which also has assets that are often forgotten,
cf. our MyStratWeekly “Advocacy for Italy” of 22 February
2021. The Italian economic situation is more complex than
what is too often presented.

Mario Draghi has therefore bowed out, Italy is heading for
elections on 25 September with in all probability a very
fragmented chamber that should not lead to a stable
government. In short, the commedia dell'arte politique, put
in parentheses by the Draghi episode, is back.

The “Draghi premium” on interest rates has therefore partly
disappeared and lItalian rates have risen significantly as
shown in the chart below.
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However, account must be taken of the fact that peripheral
spreads have generally deviated since the beginning of the
year with the withdrawal of the ECB and the end of the QE.
A risk premium model in this market leads us to believe that
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peripheral spreads were abnormally contracted during the
QE period (which was also one of the QE goals) and that
they have returned to normal.

What about Italy? On the chart below we have the ltalian
spreads as seen on the markets. The “Europe Risk” is the
level of Italian spreads if they had reacted purely according
to their usual beta in the market. It is clear that during the
period 2018-2019, the last period of significant political
stress, the Italian spreads deviated more than expected by
the model. This is an idiosyncratic risk specific to Italy and
therefore has nothing to do with the movements of other
countries. This specific risk premium was then around
100 bps over the period.

Paradoxically, at present, there is really no specific Italian
risk premium. While spreads have increased over the past
year, they are largely consistent with other countries. This is
at least what our modelling with an Italian idiosyncratic risk
tells us, which is currently estimated at just under 20 bps. To
give a basis for comparison, the specific Italian risk, during
the Conte | government, from 1 June 2018 to 5 September
2019, was 95 bps. On the other hand, since the beginning of
the year, under the Draghi government, ltaly has been
treating on average a dozen bps more expensive. So that's
our estimate of the “Draghi premium”.
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The fact that Italian spreads have reacted, to a very large
extent, in line with the spreads of other countries leads to the
conclusion that the market only marginally includes a
specific Italian risk. Either the market assumes that the
political problem is largely negligible, or it assumes that the
TPI announced by the ECB is credible.

Two hypotheses that seem very debatable to us. In the
absence of any specific risk, Italian spreads should currently
be in the 200-230bps range. At the time of writing, we are at
230. In case of major political risk, as we saw in 2018, the
target would be above 300 bps.

We use the IT30 index of the thirty largest market
capitalizations. This index underperformed the Euro Stoxx
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by almost 6%. Signs that political risk is therefore taken into
account by the market?

Relative performance of italian stocks
vs. Euro Stoxx
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Here again, the reality is more subtle. The Italian index is
highly concentrated in several sectors, with a very strong
weighting in Banks, Utilities and Energy. Reflecting sector
performance, the index has only underperformed 1.2% YTD.
So the underperformance of the Italian index is much more
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related to the fact, no luck, that the index was concentrated
in the wrong sectors.

Here too the specific Italian risk is therefore very marginally
taken into account.

It should be noted, however, that even if we adjust for the
sectoral composition, the index nevertheless
underperformed by 2.5% over the last two weeks. The
market is starting to wake up!

Conclusion

Oddly, and despite the recent mediocre performance, it
seems that the specific risk of Italian politics is not really
taken into account. Put another way, in case of a bad
surprise (a poll, an untimely announcement of a policy, etc.),
the risk is that Italian assets will suffer much more.

Stéphane Déo
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Market review

The recession priced in by the markets
amid showdown with central banks worried
about inflation

The sentiment of market participants is by nature sensitive
to marginal changes in leading indicators and activity or
price surveys. The perception of risk, rather than the
underlying reality, is the determining factor behind the near-
term equilibrium of asset prices. A precarious balance
seems to have settled in with an extremely short positioning
on risky assets likely to reverse at the slightest sign of
monetary easing. Speculative short positioning on S&P 500
futures are, for example, at the same level as at the worst of
the pandemic in the spring of 2020. Central banks maintain
a hard policy stance on inflation, implementing larger hikes
than anticipated at most meetings. The latest decisions of
the RBA, the Fed, the ECB or the BoC abound in this
direction. Central banks navigate by sight so that their
advanced communication appears obsolete. This
showdown contributes to the flattening pressure across
global yield curves, which eventually drove the US 2-10 year
spread into inversion. The paradox is that the drop in long
bond yields works as a stabilizing force for equities despite
the current economic slowdown.

The outcome of this standoff will depend on several factors,
including central bank tolerance for a recession. Christopher
Waller's speech in June implied that the Fed would easily
accommodate a rise in unemployment towards 4.25% in
order to limit inflation expectations. US inflation is at 9.1%,
far from the 5.2% that prevailed when Powell was still
defending the idea of transitory inflation in Jackson Hole last
year. Although the fall in gasoline prices is already reflected
in certain price surveys of businesses and households, wage
expectations remain high. The median increase in wages for
individuals who have changed jobs in the past 12 months
thus stands at +7.9% over one year. The bargaining power
of workers risks fueling inflation despite the recent
adjustment in price expectations. Markets react to marginal
changes; the objective of central banks is a level of inflation.
The neutrality of monetary policy is also elusive. Current
interest rates are far from discouraging household demand
for credit in the United States.

In the euro zone, the 50 bp increase in key policy rates puts
an end to the absurdity of negative rates and buys the
support of ECB hawks for the new crisis management
instrument. The ECB is finally forced to react to record
inflation. The TPI (Transmission Protection Instrument) is
conditional on compliance with budgetary rules and would
only be activated after the exhaustion of the resources linked
to the reinvestments of the PEPP, described as the “first line
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of defense” by Christine Lagarde. The ECB is thus seeking
to dissociate interest rate policy from the management of
financial risks. There is no indication that there is a level of
spread that would trigger the TPl and in any case, the
solvency of a country depends on the level of interest rates,
themselves linked to inflation in the euro zone. The
interaction of the different policy tools therefore remains
obscure, especially since the TLTRO system will have to be
extended or amended to avoid a balance sheet contraction
of €1,300 billion in June 2023.

Bond markets have also proven to be sensitive to the price
components of the Fed's regional surveys and more
generally to signals of a slowdown. The inversion of the US
yield curve has become more pronounced. The Fed must
become restrictive but will not remain so forever according
to the market. In this context, the short-sightedness of
stakeholders seems to preclude betting on long-term
inflation scenarios, especially as the barrel of WTI is
beginning to reflect both the slowdown and the recovery in
US output. Breakeven inflation valuations are nevertheless
attractive at 2.3% at 10 years.

In the euro area, the behavior of Schatz bond yields remains
quite erratic. The 50 bp rise in rates propelled the 2-year
German bond yield up to 0.78% before a 30 bp plunge over
two trading sessions. The market reversal reflects the ECB's
commitment to be data-dependent (oddly echoing the Fed's
dual mandate?) and then falling French and German PMIs
the next day. The Schatz also reflects scarcity of collateral
and the search for security in the face of Italian risk. The TPI
is a crisis instrument that will serve more to avoid contagion
of Italian political risk to other peripheral debts.

The credit market benefits from redemptions of short
positions. Crossover volatility remains high, but the market
reacts to the slightest favorable signals such as the
resumption of Russian gas flows. The iTraxx is trading
almost 100 bps tighter than recent highs and the spread
between CDS and underlying bonds is normalizing. Euro I1G
credit tightened by around 15 bp and high yield by nearly
60 bp. Repurchases are moderating so the movement can
amplify in a dip market. Short positioning also tends to be
reduced on equities. The indices rebounded from 3 (Euro
Stoxx 50) to 7% (Nasdaq) over the week. Bad economic
news is finally welcomed as it reduces the probability of a
more restrictive monetary policy and implied volatility. This
is a recurring paradox in current markets, which also tends
to favor growth stocks and the “quality” factor.

The euro rallies 1% to $1.02 awaiting the July 27 FOMC as
the dollar-yen stabilizes at high levels.

Axel Botte
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Main market indicators

G4 Government Bonds 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
EUR Bunds 2y 0.41% -11 -40 +103
EUR Bunds 10y 1.02% -19 -42 +120
USD Treasuries 2y 3% -17 -6 +227
USD Treasuries 10y 2.81% -18 -32 +130
GBP Gilt 10y 1.94% -22 -36 +97
JPY JGB 10y 0.2% -4 -7 +0
€ Sovereign Spreads (10y) 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
France 59.13bp -1 +1 +22
Italy 226.74bp +20 +34 +92
Spain 120.29bp -2 +12 +46
Inflation Break-evens (10y) 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
EUR 10y Inflation Swap 2.41% -5 -14 +34
USD 10y Inflation Swap 2.66% -3 -17 -11
GBP 10y Inflation Swap 3.79% -13 -26 -39
EUR Credit Indices 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
EUR Corporate Credit OAS 192bp -15 -5 +97
EUR Agencies OAS 83bp -1 +10 +34
EUR Securitized - Covered OAS 96bp +2 +15 +50
EUR Pan-European High Yield OAS 603bp -57 +43 +285
EUR/USD CDS Indices 5y 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
iTraxx IG 105bp -16 -5 +57
iTraxx Crossover 531bp -63 -6 +289
CDXIG 85bp -4 -10 +35
CDX High Yield 492bp -29 -36 +199
Emerging Markets 25-Jul-22 1wk (bp) 1m (bp) 2022 (bp)
5620p 31 +52 +193
Currencies 25-Jul-22 1wk (%) 1m (%) 2022 (%)
EUR/USD $1.022 0.710 -3.486 -10.2
GBP/USD $1.204 0.753 -1.810 -11.0
USD/JPY JPY 137 1.031 -0.929 -15.8
Comm odity Futures 25-Jul-22 -1wk ($) -1m (%) 2022 (%)
Crude Brent $105.0 -$1.3 -$4.1 40.40
Gold $1716.9 $7.7 -$105.9 -6.14
Equity Market Indices 25-Jul-22 -1wk (%) -1m (%) 2022 (%)
S&P 500 3972 3.69 1.54 -16.7
EuroStoxx 50 3600 2.50 1.88 -16.3
CAC 40 6 233 231 2.63 -12.9
Nikkei 225 27 699 3.40 4.56 -3.8
Shanghai Composite 3250 -0.85 -2.97 -10.7
VIX - Implied Volatility Index 23.56 -6.88 -13.48 36.8

Source: Bloomberg, Ostrum AM
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Additional notes

Asset management company regulated by AMF under n® GP-18000014 — Limited company with a share capital of 48 518 602 €. Trade register
n°525 192 753 Paris — VAT : FR 93 525 192 753 — Registered Office: 43, avenue Pierre Mendés-France, 75013 Paris —

This document is intended for professional, in accordance with MIFID. It may not be used for any purpose other than that for which it was
conceived and may not be copied, distributed or communicated to third parties, in part or in whole, without the prior written authorization of
Ostrum Asset Management.

None of the information contained in this document should be interpreted as having any contractual value. This document is produced purely
for the purposes of providing indicative information. This document consists of a presentation created and prepared by Ostrum Asset
Management based on sources it considers to be reliable.

Ostrum Asset Management reserves the right to modify the information presented in this document at any time without notice, which under no
circumstances constitutes a commitment from Ostrum Asset Management.

The analyses and opinions referenced herein represent the subjective views of the author(s) as referenced, are as of the date shown and are
subject to change without prior notice. There can be no assurance that developments will transpire as may be forecasted in this material. This
simulation was carried out for indicative purposes, on the basis of hypothetical investments, and does not constitute a contractual agreement
from the part of Ostrum Asset Management.

Ostrum Asset Management will not be held responsible for any decision taken or not taken on the basis of the information contained in this
document, nor in the use that a third party might make of the information. Figures mentioned refer to previous years. Past performance does
not guarantee future results. Any reference to a ranking, a rating or an award provides no guarantee for future performance and is not constant
over time. Reference to a ranking and/or an award does not indicate the future performance of the UCITS/AIF or the fund manager.

Under Ostrum Asset Management’s social responsibility policy, and in accordance with the treaties signed by the French government, the funds
directly managed by Ostrum Asset Management do not invest in any company that manufactures, sells or stocks anti-personnel mines and
cluster bombs.

Final version dated 25/07/2022

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified
or Institutional Investors and, when required by local regulation, only at their written request. This material must not be used with Retail
Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below.
Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the Commission de Surveillance du
Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment
Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. ltaly: Natixis Investment Managers S.A.,
Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via San Clemente
1, 20122 Milan, ltaly. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB
88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis
Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands.
Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office).
Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano
n°90, 6th Floor, 28006, Madrid, Spain. Belgium: Natixis Investment Managers S.A., Belgian Branch, Louizalaan 120 Avenue Louise,
1000 Brussel/Bruxelles, Belgium.

In France: Provided by Natixis Investment Managers International — a portfolio management company authorized by the Autorité des
Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme)
registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendés France,
75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10,
1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial
Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V
5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom:
this material is intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland:
this material is intended to be communicated to and/or directed at professional investors only; in Guernsey: this material is intended to
be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services
Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of
Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience
and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as
defined by the DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place,
DIFC, PO Box 506752, Dubai, United Arab Emirates
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In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment
advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment
Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5,
Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and
institutional investors for informational purposes only.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended
for the general information of financial advisers and wholesale clients only .

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute
financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available
to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment
Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised
by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund
qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for
informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are
rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than
100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary,
or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered
with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares
of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the
CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-
up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis
Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their
services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment
service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the
relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors
should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions,
and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date
indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that
developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future
performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed,
published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.

WWww.ostrum.com

- An affiliate of: vNAT|X|S

ASSET MANAGEMENT INVESTMENT MANAGERS

MyStratWeekly — 25/07/22 - 7


http://www.ostrum.com/

