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The US 10-year bond yield, three key questions to answer

1) Why have yields trended down over the last decade?
2) What is the outlook for yields over the next few years?

3) Why have yields jumped in the last three months?
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US bond yields have trended lower with lower trend US real GDP growth

Driven by aging demographics, the growth in the
US labour force has been in a multi-decade decline

So why does the US Fed want to
increase its policy rate?

Labourforcegrowth YoY changein twelve month moving average

For 2011-16, the average pace of real GDP
3.0% 1 growth was a little over 2%, yet the
unemployment rate has declined by six

» oo | percentage points

This means that even real GDP growth a little
1.0% 1 over 2% is too fast on a sustained basis. The
US is running out of unemployed workers
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\f’ We believe the US Fed knows this, and
wants to “soft-land” real GDP growth to an
-1-0%19-70 1975 1980 1985 1990 1995 2000 2005 2010 average real GDP grOWth rate around 175%

This leads to lower trend US real GDP growth

Source: Bureau of Labour Statistics, Macquarie Research, January 2017 3
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US payrolls growth needs to slow to around 100,000
per month within the next 18 months

US non-farm payrolls, monthly data since the beginning of 2011
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A gradual trajectory of Fed Funds rate increases

=» We estimate the potential real GDP growth rate for the US economy is around 1.75%

=>» In terms of monthly employment growth terms, we need the 150-200,000 monthly average to
decelerate to somewhere around 100,000

=» We are forecasting a 25bp increase in Fed Funds every six months until it reaches 2% in mid
2019

=» Our forecast for the cyclical fair-value high in 10-year government bond yields is just 2.7%

=>» Global trend growth rates: It is not just the USA. We believe the pace of the current expansion
should continue to prove to be structurally lower than in previous cycles as high leverage levels,
demographic factors, low productivity growth and sub-optimal global policy making are likely to
remain as headwinds in the years ahead
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A cycle-high fair-vale US 10-year bond yield of 2.7%

The yield curve flattens during Fed rate hike cycles. We believe the Fed is halfway through a tightening cycle, from A to B below, that began in
December 2013, and which will end in 2019 with 2% Fed funds and 2.7% 10-year bond yields, end-cycle, for around a 70bp yield spread
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The US 10-year bond yield, three key questions to answer

1) Why have vyields trended down over the last decade?
2) What is the outlook for yields over the next few years?

3) Why have yields jumped in the last three months?
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The trend and the cycle: The global cyclical recovery

Global PMI comparison, January 2014 to December 2016

OECD Leading Indicators, YoY
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revised by a few basis points.

Source: OECD, Macquarie Research, January 2017

Source: Markit, ISM, NBS, Macquarie Research, January 2017

From a nadir of 0.4% YoY in December 2015, global IP was +1.8% YoY
in October. The Macquarie 2017 forecast is +2.5% YoY
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With the global industrial production growth trough now 12 months ago (December 2015) and the OECD LI trough already 9 months ago (March 2016), the
guestion has become the durability of the up-cycle. A recovery lasting through 2017 implies we are about half way, the cycle is maturing.

The OECD LI has improved for eight months
in a row since its February trough



Macquarie Research |

Economics \
- = \ ,

Underpinning our confidence in the global upswing is the return
to health by the private sectors of the advanced economies

It took the US six years from the GFC to complete its private sector balance sheet adjustment, with private sector
non-financial credit growth in line with nominal GDP growth (2015). Please note that the eurozone is four years
behind the US in the return to positive private sector non-financial credit growth, (2015 versus 2011)

US private sector nonfinancial credit is growing
faster than GDP for the first time since 2008
12 7 (YoY%)
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Source: FRB of St. Louis, Macquarie Securities, January 2017
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Decomposing the US Treasury 10-year bond yield

The recent back-up in yields reflected both the global cyclical recovery (via
and a return to a more normal local inflation compensation element (in blue
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The adjustment is largely complete
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Note: Over time US 10-year bond yields are expected to have a global real interest rate
component of around 0.5%, and an inflation compensation component of around 2%.

Source: Bloomberg, Macquarie Research, January 2017
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“Trumponomics” and the drivers of US bond yields

There are a variety of combinations

Driver of US bond yields
Growth expectations Inflation expectations
Fiscal policy Supply-side tax reform Infrastructure surge
1 for good reasons 1 for bad reasons
: Protectionism hits growth Protectionism increases import prices
Trade policy
| for bad reasons 1 for bad reasons

@

These are, in our opinion, the two most likely

Conclusion: US 10-year bond yields remain low with a cycle-high fair-value of just 2.7%
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