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Asset Allocation

Qur convictions Page 4

This section develops our central scenario and our main convictions. It highlights the main orientations
of our asset allocation and presents the strategies that characterize the structure of our portfolios:
bond portfolios, equity portfolios and diversified portfolios.
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This month’s topic Page 7

French Presidential Election:
taking stock of the situation and decrypting current issues

This month, we present the main issues and scenarios relating to French presidential and legislative
elections, as well as the most likely market impacts.
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Executive summary

Equity markets

Kl France or the United States:

where does the real danger lie for equity markets? Page 20
While the risk associated with the elections in Europe is increasing, we are more concerned
with the overvaluation of the leading market (the United States). To simplify, the equity

markets maintain hope of gaining 5-10%, but that investors seeking to profit from it are
running the pending risk of facing a shock of 20%.

Monetary policy

H How will the Fed’s balance
sheet return to normal? Page 23
The balance sheet normalisation has become a hot topic, for FOMC members and market

players. This is a source of worry for some, given the dollar amounts involved. That said,
the reduction of the Fed’s balance sheet should be gradual, and focused on MBSs.

“ i 9L > The quantitative easing mechanism
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> The quantitative easing mechanism

The Fed’s QE has consisted in purchases of securities (Treasuries, MBS, agency bonds)
financed by central bank money created for this purpose. These securities have shown up
on the asset side of the Fed’s balance sheet, while the increase in bank reserves has shown
up in the Fed’s liabilities for an equivalent amount. QE has thus mechanically expanded
the Fed’s balance sheet.

Did banks sell Treasuries to the Fed? If the banks had sold their own Treasuries to the Fed,
their balance sheet would not have expanded, and QE’s only impact would have been a shift
in the breakdown of their assets (from Treasuries to the reserves held with the Fed). However,
a look at the breakdown of holdings of US Treasuries shows that US banks have been
net buyers of them during QE phases. In reality, the banks, who are the only ones holding
accounts with the Fed, have actually served as an intermediary. Let’s take the example of an
investor who sells securities to the Fed through a bank. In this case, the investors’ transaction
is first recognised in the bank’s liabilities, and the bank’s sale of securities to the Fed leads to
an increase in the bank’s excess reserves in its assets and an equivalent increase in deposits
in its liabilities. So QE operations have not caused just the Fed’s balance sheet to expand
but also US banks’ balance sheets.

What about the reinvestment of maturing Treasuries? The Fed reinvests the amounts
from maturing securities directly on the primary market with the US Treasury, without the use
of intermediaries. The reinvestments are split among the Treasury auctions held the day of
maturities (prorated to the volume of each of the auctions held that day).

When the Fed ultimately decides to no longer reinvest the securities it holds, other
investors will take over and their bank deposits will decline, which will lead to a decline
in banks’ excess reserves.
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