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Yield Outlook

Yields set to tick up laterin 2021 as the US labour market
improves and the Fed starts tapering
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Yield Outlook

Downward pressure on yields following increases earlier this
year

Both eurozone and US long-term yields ticked up in Q1 21 as the global economy reopened
and vaccines were rolled out to priority groups. Reopening, combined with large US fiscal
easing, boosted GDP growth, and inflation expectations in the financial markets rose
significantly. US 10Y Treasury yields increased from under 1% to more than 1.75% in Q1
21 and the benchmark German 10Y yield rose from -0.60% to -0.30%.

Yield picture turned round in Q2

However, yields made a U-turn in Q2 21, with US 10Y yields falling around 30bp. This
trend has continued over summer and US 10Y yields are now down 50bp from their early-
April peak. Eurozone yields have also declined quite a lot, with German 10Y yields back
at minus 0.45% after hitting -0.1% in May. This is the lowest level of German yields since
February.

Yields falling in spite of growth optimism and high inflation

Many market participants have been surprised by the decline in yields over the past 2-3
months. The economic outlook has improved as the vaccine programmes have been rolled
out and the overall outlook is now brighter than at any time since the breakout of the
pandemic in 2020.

Meanwhile, inflation has increased above the levels normally accepted by central banks. In
the US, overall inflation rose to 5.4% y/y in June and unemployment has now edged below
6%. German inflation hit 3.8% y/y in July — its highest level since 1993. The Euro Stoxx
50 and S&P500 indices are up more than 15% so far this year.

What is making yields fall?

We see several reasons for the drop in yields in recent months but as we explain elsewhere,
we expect long-term yields to start moving higher again in the winter months. However,
risks are that yields could remain broadly at current or slightly lower levels for a longer
period than we expect.

1. Both the ECB and the Fed are patient

In the last issue of Yield Outlook — Central banks to set the agenda over summer, 17 June
2021, we underlined the continued dovish signals from the ECB and the FOMC. The Fed
has argued for a long time that the inflation spike is transitory and due in part to the very
low level of inflation a year ago, in part to the temporary effects of reopening.

As such, the Fed has argued for much of this year that it is too early to start talking about
tapering its asset purchases. However, at the June and, not least, July meetings, discussions
about tapering moved higher up the agenda and if our forecast for the US economy
materialises, we expect tapering to start late in 2021. Consequently, the first US policy rate
hike could likely come in H2 22.

The markets are pricing the first rate hike (25bp) at the beginning of Q2 23. While FOMC
dots indicate two rate hikes in 2023, the Fed obviously is not in a hurry to hike rates and is
not overly concerned about the increase in inflation in recent months.

We have also received news from the ECB over summer. At the beginning of July, the
central bank published its long awaited strategy review. It now has a clearly symmetric
inflation target of 2%. In principle, this is a less aggressive strategy than the Fed’s average
inflation targeting, which implies the Fed is ready to accept inflation overshooting the target
for a period if it has been too low in the preceding period.
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Yields have declined in recent months

1.7:
15-
1,3:
.71 =
D,H:
ol7=
05:

10Y UST (ihs)

10Y Germany. yield (rhs)

190: Spread: US-DE. bp
160:
130-
100 -

707

J J AS OND JFMAMJ J
2020 2021

Note: Past performance is not a reliable indicator
of current or future results. Source: Danske Bank

US inflation running above 5%

-%y/y USiinflation %y/y -

CPly/y% [ -

S1- PCE.y/y% -1
. . . . ) . .
14 15 16 17 18 19 20 21

Source: Macrobond Financial, Bloomberg

Money market pricing of policy rate
changes, bp

bp

Annual CB pricing
40
55

30
25
20
15
5
S NN
-5

2021 2022 2023 2024 2025
mECB mFED

Note: Past performance is not a reliable indicator
of current or future results. Source: Danske Bank

https://research.danskebank.com



https://research.danskebank.com/research/#/Research/articlepreview/de4e0376-8ef7-40f6-91e6-a910b0253abb/EN

Yield Outlook

However, at its meeting on 22 July, the ECB sounded much like the Fed. ECB President
Lagarde emphasised that policy rates are set to remain at current or lower levels until the
ECB sees inflation on track to reach 2% well ahead of the end of its projection horizon
(typically one and a half years) and durably for the rest of the projection horizon. Note, not
least, that Lagarde said the ECB is ready to accept that inflation is expected to move — or
in fact moves — moderately above the 2% target for a transitory period.

According to our macro economists, it could be quite difficult for the ECB to present a
forecast meeting these requirements in the coming years. Although the eurozone can also
boast decent growth rates, labour market pressure and inflationary pressures are far lower
in the eurozone than in the US.

In other words, we have become even more convinced that the ECB is likely to maintain
policy rates at minus 0.5% for quite a few years.

However, more importantly, we now believe the market will be far less inclined to price
early rate hikes from the ECB — even when the first US rate hikes move really close. We
have therefore lowered our forecast for eurozone 5Y yields for the next 12 months, which
also feeds into our 10Y yield outlook for the eurozone.

2. Growing perception that inflation and growth have peaked

We also believe that the market is now really buying the narrative that the central banks are
correctly arguing that the spike in inflation is temporary and due to transitory factors.

It should be noted in particular that market inflation expectations as measured by 10Y bond
market break-evens now seem to be past peak though they remain above the Q1 21 and
pre-pandemic levels — even with oil prices still rising. Historically, there has been a close
correlation between inflation expectations (break-evens) and oil prices.

The lower inflation expectations serve to underline the market perception that current
inflation is transitory, but it is also an indication that the market is starting to fear that the
growth-curbing effects of higher commodity prices could erode household purchasing
power. It might also mean that the market now believes US economic growth likely peaked
in the second quarter at a year-on-year growth rate of 12.2%. The shaded area in the centre
chart below shows consensus expectations for year-on-year US economic growth. It should
be noted, however, that quarterly y/y growth rate may be as high, or even higher, in the
third quarter. There is also an indication that the benchmark 1SM indicator may have
peaked. See the right-hand chart below. Overall, the market has begun to focus less on
reflation in recent months. This might also be an indication that the market is expecting a
shift in consumer spending away from goods consumption towards services in step with
the reopening of the global economy. Such a shift might also alleviate some of the pressure
or even curb the overheating currently seen in the global manufacturing industry. The right-
hand chart below illustrates such a scenario for the US economy.

Note also that a number of major US companies, including Amazon and Facebook,
indicated in their recent quarterly reports that they believe the high growth rates seen in the
second quarter will likely not persist. In other words, the ketchup effect from reopening
will likely not last much longer. The question now is how strong will the underlying growth
be in the quarters ahead. We assume that it will be more than strong enough to support
further distinct improvements, not least in the US labour market. In particular, we believe
the market is underestimating the US growth outlook.
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Still, new yield falls should certainly not be ruled out, especially if the market begins to
price further deceleration of growth. In that scenario, the equity markets could become a
joker, and so could a severe spike in the number of hospitalised COVID-19 patients due to
the more contagious Delta variant. In fact, concerns about the Delta variant and uncertainty
surrounding Chinese equities may have contributed to the past month’s drop in yields. We
have assumed that vaccines will effectively keep hospitals in Europe and the US from being
overwhelmed, even in the event of a spike in the number of infections. Unfortunately, the
situation currently unfolding for many emerging markets is not a positive one, due to the

lag in vaccine roll-outs.
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Significant drop in real interest rates

The drop in yields, coupled with inflation expectations that have only moved slightly lower,
has caused real interest rates to plummet over the course of the summer months. The charts
below show 10Y real interest rates derived from 10Y index-linked bonds in Germany and
the US. In the US, 10Y real rates have now dropped below minus 1%, the lowest level in
more than 20 years. In light of the growth momentum in the US economy and the rapidly
recovering labour market, the real rate of interest is in fact quite low. A comparison of the
expected real interest rate for the next 10 years with estimates of the neutral real interest
rate (referred to as r*) clearly indicates that today’s real rate is quite low. The chart below
(right-hand side) shows the estimated neutral real interest rate from New York Fed‘s
Laubach and Williams and from Lubik and Matthes of the Richmond Fed. Their most
recent estimates for the neutral real rate of interest are 0% and 0.65%, respectively.

Undisputedly, the neutral real interest rate in the eurozone is quite low. This is due to the
European savings surplus and low potential growth. However, the minus 2% expected by
markets for the next ten years in Germany is clearly at the low end, in our view.

The falling yields witnessed this summer are driven by both the ECB and the Fed
emphasising that initial rate cuts are still a long way off and maintaining their asset purchase
programmes, and also by the fact that current inflation and commodity prices continue to
move higher.
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As described in the section below, concerns about the Delta variant and extended
restrictions and new waves of infection have also played a role.

We have assumed that inflation expectations will move slightly higher from current levels
as economic growth truly starts to have labour market repercussions both in Europe and the
US. We have assumed that real interest rates will rise from current levels as the US starts
to taper its asset purchases and we approach March 2022, when the ECB’s Pandemic
Emergency Purchase Programme (PEPP) ends. The PEPP may well be extended in some
form or other, but other things being equal, the scope of asset purchases is likely to be
reduced.

10Y realinterest rate in the US now
far below the neutral realinterest rate

10Y realinterest rates now lower than
minus 1%inthe US..

..and close to minus 2% in Germany
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3. Market positioned for higher yields

As mentioned in our latest edition of Yield Outlook — Central banks to set the agenda over
summer, 17 June 2021, one key reason for the drop in yields could be that the market had
already strongly positioned for, not least, higher US yields in spring. However, given the
steep US yield curve, this was quite an ‘expensive’ position, which cost investors money
each day yields did not move higher.

Generally, it is difficult to get an overview of positioning in the market, but there is much
to indicate that ‘higher yields’ was a popular trade among investors in the first half of 2021.
Given the drop in yields already witnessed, we believe current positioning is more neutral
and not so much a specific market driver.

The current focus on the Delta variant and fears of low vaccine efficacy may also have
prompted investors to look towards safe haven bond markets, contributing to the drop in
yields.

\We still believe yields will edge higher again at the end of 2021
andin 2022

We were surprised by how sharply yields fell during the spring and summer months.
However, we do not expect yields to move lower over the next few months. On the other
hand, we maintain that long-term US rates, and to some extent the European ones, are likely
to tick higher as we move into Q4 21 and 2022.
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In the near term, central banks look likely to succeed in keeping long-term rates at current
levels by emphasising that they are in no hurry to start normalising their policies in spite of
high inflation and vaccine rollouts. However, we believe the situation, not least in the US,
will change when we look three to six months ahead.

Risk that the spike in inflation is not transitory

First of all the Federal Reserve is ignoring inflation overshooting the target for now, as it
expects the increase in inflation to be transitory due to base effects (low inflation in 2020)
and the effects of re-opening. However, commodity prices have soared in the past six
months, with the surge broadly based across the spectrum. This will almost inevitably feed
through to other prices in coming quarters. Commodity markets are usually very cyclical,
but looking at this summer’s price developments, it is difficult to identify fears of a global
economic slowdown, which might otherwise explain part of the drop in yields.

Focus on US labour market and tapering

Secondly, the Fed has been sending new signals over the course of the summer period.
Focus is now very much on improvements in the US labour market — which are set to
continue in the coming months. At the recent FOMC meeting, Fed chair Jerome Powell
emphasised that the ‘economy is growing’ and that the Fed will be assessing the
‘improvement’ at upcoming meetings.

We still expect tapering to be a prominent theme at the FOMC meeting in September with
actual tapering likely to start in Q4 21. In this context, it is also worth keeping an eye on
the Jackson Hole symposium due to be held in late August. Previously, the annual central
bank symposium has delivered important news.

We expect the tapering process to last for around six months, after which time the Fed
would probably no longer be buying bonds. Subsequently, we expect the Fed to deliver an
initial policy rate hike in H2 22. As previously mentioned, markets are not pricing a rate
hike until at the beginning of Q2 23. We expect markets to begin pricing more tightening
into the US yield curve over the course of the next six months.

ECB to scale down asset purchases in 2022 ... but stronger forward
guidance

In June, the ECB extended its exceptionally high pace of bond buying into Q3 21. However,
given the re-opening of economies and vaccine rollouts, we expect the pace of Pandemic
Emergency Purchase Programme (PEPP) buybacks to normalise post Q3. It remains to be
seen whether purchases will be scaled down in Q4 21. This would depend on whether the
ECB will stay within the EUR1,850bn envelope of the PEPP or whether it decides to
expand and/or extend the programme, which is set to expire by the end of Q1 22.

However, as mentioned above, the important thing was the ECB’s stronger forward
guidance. This will make it easier for the central banks to maintain a relatively tight grip
on European rates and yields over the next couple of years. The yield curve out to three and
perhaps even five years seems even more firmly anchored now.

We have previously forecast an increase to 0% in the 10Y Bund yield by the end of the
year, and given the latest ECB statements that now seems less likely. However, we still
expect US yields moving higher on a six to twelve month horizon to have an effect on long-
term European yields and we also expect the ECB’s monthly asset purchases to be reduced
when the PEPP expires at the end of March 2022. Nevertheless, we have opted to
downgrade our expectations for German yields. We now expect the 10Y Bund yield to rise
to -0.25% (previously 0.0%) by the end of 2021, and we project an additional modest
increase to 0.1% (previously 0.3%) on a 12-month horizon.
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10Y UST vields still set to move higher

Overall, we still expect to see a further increase in long-term US yields.

The question is when. The summer months have shown that the fixed income market is at
the forefront of developments, currently focusing on both inflation and cyclical
trends/growth possibly having peaked in Q2 21. It will probably be a few months before
focus shifts towards an improvement in the US labour market and tapering of Fed asset
purchases. Still, our best estimate is that long-term US yields will not start moving
significantly higher until in Q4 21. For now, central banks and fears that cyclical trends and
inflation have peaked are keeping rates and yields anchored.

We expect 10Y US Treasury yields to rise to 1.7% by the end of the year, edging further
up to 2% during 2022 as the initial policy rate hike moves closer.

As mentioned, we expect 10Y Bund yields to increase to 0.1% on a 12M horizon, with
most of the increase materialising in Q2 and Q3 22.

We expect to publish the next issue of Yield Outlook in mid-September 2021.

Forecast*

Horizon  Policyrate 3mxlbor 2-yrswap 5-yrswap 10-yrswap 2-yr gov 5-yr gov 10-yr gov

Spot 0.25 012 0.27 0.79 125 0.18 068 122

a +3m 0.25 011 0.30 0.90 145 0.20 0.80 145
= +6m 0.25 011 0.40 110 1.75 0.30 1.00 1.75
+12m 025 021 0.85 140 2.00 0.75 1.30 2.00

Spot -0.50 -0.54 -049 -0.36 -0.07 -0.76 -0.74 -0.46

& +3m -0.50 -0.54 -0.50 -0.30 -0.03 -0.70 -0.65 -0.40
8 +6m -0.50 -0.54 -0.45 -0.25 0.15 -0.65 -0.60 -0.20
+12m -0.50 -0.54 -0.40 -0.05 045 -0.60 -0.40 0.10

Spot 010 0.07 043 087 0.83 0.06 027 057

% +3m 0.10 0.07 0.50 0.90 1.05 0.15 0.50 0.80
o +6m 0.10 0.07 0.55 0.95 115 0.20 0.60 0.90
+12m 0.10 0.07 0.70 1.20 55 0.35 0.85 1.30

Spot -0.50 -0.21 -0.13 -0.04 0.23 -0.58 -0.56 -0.14

§ +3m -0.60 -0.28 -0.20 -0.03 0.24 -0.53 -0.48 -0.10
o +6m -0.60 -0.28 -0.17 0.00 0.40 -049 -0.44 0.05
+12m -0.60 -0.28 -0.12 0.20 0.70 -044 -0.24 0.35

Spot 0.00 -0.01 0.03 0.23 0.56 -0.32 -0.19 0.11

ﬁ +3m 0.00 -0.04 0.07 0.40 0.70 -0.30 -0.05 0.25
(2] +6m 0.00 -0.04 0.05 0.40 0.80 -0.30 0.00 0.40
+12m 0.00 -0.04 0.05 0.40 0.85 -0.25 0.05 0.50

Spot 0.00 0.32 0.89 131 149 0.59 085 119

% +3m 025 0.66 1.20 1.65 1.80 0.80 1.30 1.50
z +6m 0.50 1.01 1.50 1.85 2.00 1.10 1.50 1.70
+12m 1.00 1.35 1.80 195 2.20 140 1.60 1.90

* German government bond yields and euro swap rates
Source: Danske Bank
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EUR forecast

EUR forecast summary
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USD forecast

USD forecast summary
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Source: Danske Bank
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GBP forecast

GBP forecast summary

1M change in GBP swap (6M)

02/08/2021 --- Forecast - --- Festvs Fwdin bp --- 1.2 5
GBP Spot +3m +6m +12m +3m +6m  +12m
Money Market 10 0
Repo 0.10 01 01 01 0.8 -5
3M 0.07 0.07 0.07 0.07 -3 -15 -30
0.6 -10
Government Bonds
2-year 006 015 020 035 0 2 11 0.4 =15
5-year 0.266 05 06 0.85 17 24 43 0.2 20
10-year 0.57 0.80 0.90 1.30 12 18 51
SWarates 0.0\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\'25
2-year 043 0.50 055 0.70 1 -4 2 1 4 7 10 13 16 19 22 25 28
5-year 0.66 0.90 0.95 1.20 21 21 30 Change, bp (rhs) =——02-Aug-21 =—02-Jul-21
10-year 0.82 1.05 115 155 21 28 65
Source: Danske Bank Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
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Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
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SEK forecast

SEK forecast summary 1M change in SEK swap ( 3M)
02/08/2021 - Forecast — — Festvs Fwdin bp — 12 5
SEK Spot +3m +6m +12m +3m +6m +12m 1.0 0
Money market 0.8
Repo 0.00 0.00 000 000 . : . ‘ -2
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Government bonds 04
2-year 032 030 -030 -025 - - - 0.2 -15
5-vear -019 -005 OOO 005 ) ) ) DO w rrrrrrrrrrrrrrrrrrrrrrrrrrrrrorrorT -20
10-year 0.11 0.25 0.40 0.50
Swap rates 02 -25
2-year 003 007 005 005 2 3 9 1 4 7 10 13 16 19 22 25 28
5-year 0.23 0.40 0.40 0.40 14 11 4 Change, bp [FhS] —OE-AUQ-E]. —02-Jul-21
10-year 0.56 0.70 0.80 0.85 12 18 17
Source: Danske Bank Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
3M Stibor rate Danske Bank forecast and forwards
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Note: Past performance is not a reliable guide to future returns Note: Past performance is not a reliable guide to future returns
Source: Danske Bank Source: Danske Bank
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Source: Danske Bank Source: Danske Bank
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DKK forecast

DKK forecast summary

1M change in DKK swap (6M)

02/08/2021 --- Forecast --- --- Festvs Fwdin bp --- 08 0
DKK Spot +3m +Bm +12m +3m +6m +12m ’
Maney Market 0.6 =
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10-year -0.14 -0.10 0.05 0.35 -0.4 -25
Swaprates 1 4 7 10 13 16 19 22 25 28
2-year 013 020 017 -0l2 753 Change, bp (rhs) —02-Aug-21 —02-Jul-21
5-year -0.04 -0.03 0.00 0.20 -1 (6] 16
10-year 0.23 0.24 040 0.70 -1 12 g7
Source: Danske Bank Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
3M Cibor Danske Bank forecast and forwards
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Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
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NOK forecast

NOK forecast summary 1M change in NOK swap (6M])
02/08/2021 --- Forecast --- --- Festvs Fwd in bp - 20 15
NOK Spot +3m +6m +12m +3m +6m +12m ’
Money market 10
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2-year 1.01 1.20 1.50 1.80 6 26 a1 1 4 7 10 13 16 19 22 25 28
5-year 1.32 1.65 1.85 1.95 27 42 46
10-year 1.49 1.80 2.00 2.20 27 a4 60 Change, bp (rhs) ——02-Aug-21 ——02-Jul-21
Source: Danske Bank Note: Past performance is not a reliable guide to future returns
Source: Danske Bank
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