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Turkey and Italy keep German/Scandi yields low for now

The focal points in the European bond markets at the moment are the uncertain situation in
Turkey, the political situation in Italy and the global trade jitters. All three are an example
of political developments that have surprised financial markets this year and might have an
impact for an extended period of time, not only on financial markets but also the underlying
economic developments.

The result has been renewed support to core bond markets. German 10Y yields have once
again traded with a yield as low as 0.30% and the first 10bp hike from the ECB is now
priced very late 2019. The drop in German government bond yields has been mirrored in
the Scandinavian markets given the strong underlying fundamentals of Denmark, Norway
and Sweden. Lower bond yields have also dragged swap-rates lower though the drop in
swap-rates has been slightly more modest as the asset-swap spreads have widened (bond
yield vs swap rate).

But 10Y US Treasury yields have also seen a downward pressure over the past month
despite the June rate hike by the FOMC and higher bond supply to fund the US fiscal deficit.
Hence, the 3% level in US treasury yields has only briefly been tested.

The geo-political focus will eventually move into the background

However, we also know that financial markets will not be able to focus on these kinds of
events for a prolonged period of time. If there is no material damage done to the underlying
economy, focus will slowly move away from these ‘events’ and back to fundamentals. And
the fundamental picture is, in our view, not damaged materially with the eurozone economy
growing 0.4% in Q2 and PMI still well above the 50-level. The Fed is also still on track for
two more rate hikes this year and it will take a genuine surprise for the ECB not to end its
QE programme in December.

That said, Italy is probably an event that will continue to drive especially European bond
markets in the autumn. The next focal point will be 27 September when the Economic and
Financial Update will be released. It contains updated growth, debt and deficit projections.
But also pivotal is the 15 October deadline for the submission of the budgetary plan to the
EU Commission.

The big question is of course whether the Italian crisis is going to continue setting the
agenda for the rest of 2018. There is a non-negligible risk that the new budget is very
expansive, clearly breaking the 3% EU limit. In that case, the recent downward pressure on
EUR and Scandi rates and yields might continue. If the crisis in Turkey evolves into a
banking crisis, impacting Italian and Spanish banks, the impact could be similar. In these
scenarios, our yield and rate forecasts are probably far too high.

Important disclosures and certifications are contained from page 11 of this report.
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Policy rate outlook

Country Spot +3m +6m  +12m
usob 2.00 2.25 2.50 3.00
EUR 040 -040 -040 -040
GBP 0.75 0.75 0.75 1.00
DKK 065 -065 -085 -065
SEK 050 -050 -050 -040
NOK 0.50 0.75 0.75 1.00

Source: Danske Bank

10-year government bond yield outlook

Country Spot +3m +6m +12m
usb 2.86 3.00 3.10 3.20
GER 0.33 045 0.60 0.80
GBP 1.26 140 1.55 1.80
DKK 0.30 045 0.60 0.80
SEK 0.50 045 065 0.75
NOK 1.74 2.05 2.20 2.30

Note: EUR = Germany
Source: Danske Bank
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However, it might also be that the crisis dynamics have peaked. It could be that the Italian
politicians soften the rhetoric and investors take advantage of the high yields the Italian
market currently offers and we see a stabilisation in Italian yields and spreads. We will
probably not move back to the spreads seen before the political jitters started and Italy
might receive one or more rating downgrades. But importantly, Italy would not set the
agenda every day and the safe-haven flows into German bond markets would ease and the
market would slowly start to focus on the usual drivers for the fixed income market.

We have in this update assumed that the crisis dynamics in both Italy and Turkey have
peaked and we have kept our yield forecasts more or less unchanged, though we have
lowered our 12-month forecast slightly.

Importantly, we keep the view that Nordic/European 10Y rates and yields will not rise
significantly in 2018 and that higher 10Y yields would be very much a 2019 story. We
continue to hold the view that the ECB will not hike before December 2019, when Mario
Draghi and other ‘dovish’ members have left the ECB.

Wider spread between USD and EUR rates

We continue to see a further widening of the two-year spread between USD and EUR rates.
We expect the Fed to hike two more times this year and continue to hike next year.
Importantly, we still expect the Fed to raise the Fed funds rate above the longer run dot of
2.83% (the Fed’s estimate of the natural rate of interest when the economy is normalised) in
coming years. We see a peak at 3.25% in 2020.

Flatter US curve

Over the past couple of years we have witnessed a pronounced flattening of the US curve,
where 2s510s have moved from 125bp at the beginning of 2017 to currently around 26bp. It
is well known both in academia and in financial markets that an inversion of the yield curve
over the past 50 years has been able to predict a recession in one to two years time. Hence,
the inversion itself can impact how the market is pricing its Fed funds expectations and in
the end also impact actual monetary policy. If the curve were to invert, the Fed would
probably be more reluctant to hike rates.

We do not forecast an inversion of the 2Y10Y curve in treasuries on a 12M horizon, as we
expect the market to price a very flat to inverted money market curve keeping 2Y yields in
check after all. The market is hardly likely to price the Fed hikes we forecast beyond our
12M forecast horizon. Furthermore, we continue to hold the view that 10Y treasury yields
will move above the 3% level in 2019, as the labour market remains tight and as the funding
need continues to rise due to expansive US fiscal policy. But we expect the 2Y 10Y curve
will be very flat and we should expect a lively discussion whether this is a signal that a new
US recession is getting closer or not. We expect 10Y US Treasury yields to reach 3.20%
on a 12-month horizon (previously 3.3%). The curve 2Y10Y is expected to flatten to just
10bp in 2019 and a temporary inversion is certainly not unlikely.

Our fixed income view - higher yields mainly an autumn 2019
story

We have lowered our 12M forecast for German 10Y yields to 0.8% from previously 1.0%.
We continue to expect a steeper 2Y10Y German yield curve. The ECB still maintains a
relatively tight grip on the short end of the curve, especially with the first ECB rate hike
expected late in 2019.

We plan to publish the next issue of Yield Outlook in mid-September.
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Eurozone forecasts

e Although GDP growth in Q2 disappointed to the downside at 0.3% qg/q, sentiment
indicators such as PMI and Ifo have shown signs of stabilising as of late. With the EU-
US trade spat put on hold for now, we see scope for business confidence to recover
somewhat in H2 and still look for robust growth above potential of 2.0% in 2018 and
1.7% in 2019. Although the ECB has recently become more confident on the inflation
outlook on the back of rising wages, we expect core inflation to rise only gradually
throughout 2018 and 2019, also in light of the abating economic momentum and
lingering downside risks to growth. We expect the first ECB hike of 20bp only in
December 2019, while market pricing remains even more dovish (20bp by March
2020).

o We still expect a steeper EUR yield curve on a 12M horizon. The ECB still maintains
a relatively tight grip on the short end of the curve. However, this is not the case for the
10Y segment of the curve, which we expect to be pushed higher by rising US vyields,
the end of ECB QE from the ECB and the pricing of rate hikes in 2019/2020. That said,
the demand for Germany is expected to stay higher and we have lowered our 12-month
10Y Germany forecast to 0.8% forecast from previously 1.0%. If the global trade
dispute evolves further, it can weigh on risk sentiment and keep yields down.

EUR forecasts summary EUR swap curve - one-month change
13-08-2018 --- Forecast --- ---Festvs Fwdinbp --- 20 % bp 3
EUR Spot +3m +6m +3m +6m +12m
Money market 15 3
Refi 000 000 000 0.00 )
Deposit -040 -040 -040 -040 - - - 1.0
3M -032 -033 -033 -033 -4 -7 -12 2
Government bonds 05
2-year -064 -060 -045 -0.30 1
S5-year -025 -020 0.00 0.20 - - - 0.0\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\1
10-year 032 045 060 080 - - - eSS N AT zieddt
Swap rates -0.5 0
2-year -015 -015 000 0.15 -6 +4 +5
5-year 027 025 045 085 -9 5+ Changebp (rhs) —13-jul-18 —13-aug-18
10-year 088 090 105 1.25 -3 +6 +15
Source: Danske Bank Source: Danske Bank
3M Euribor 10Y EUR swap rates
0.20 -% % - 0.20 2.00 -% % - 2.00
0.10 - - 0.10 1.75 - -1.75
0.00 - - 0.00 1.50 -
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- =Forward (13-Aug-18) — Forecast (13-Aug-18) m50% region ' 90% region - =Forward (13-Aug-18) — Forecast (13-Aug-18) m50% region = 90% region
Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank
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US forecasts

e The Fed seems on track to deliver two more hikes this year (in September and December),
which is also a consensus among analysts and priced by markets. Growth is strong,
optimism is high, the unemployment rate is low, wage growth is increasing (although at
a gradual pace) and core inflation is running near the 2% target. We also expect the Fed
to continue hiking next year, as the expansion seems to continue but the committee is
monitoring the yield curve, as many FOMC members are concerned about an inversion,
which is considered a good recession indicator.

o We still see a case for both higher 2Y and 10Y vyields. The short-end is pushed higher as
our Fed rate path is not priced in the money market curve. In respect of the long-end, a
modest repricing of the US term premium is expected. We also assume an effect on the
yield level from the more expansive US fiscal policy, which has boosted US bond supply.
However, we do not forecast an inversion of the 2Y10Y curve in treasuries on a 12M
horizon, as we expect the market to price a very flat to inverted money market curve
keeping 2Y vyields in check after all. But the curve is set to be very flat and we should
expect a lively discussion whether this is a signal that a new US recession is getting closer.

USD forecasts summary USD swap curve - one-month change
13-08-2018 --- Forecast --- ---Festvs Fwdinbp --- 3.5 % bp 6
usD pot +3m +6m +3m +6m +12m .
" 3.0
oney market 4
Fed Funds 200 225 250 300 - - - 25 /
3M 2.32 2.72 294 324 +15 +29 +31 20 2
Government bonds ’
2-year 260 280 300 310 - - - 1.5 0
5-year 273 2.95 305 315 - - - 10
10-year 2.86 3.00 3.10 3.20 - - - -2
b 0.5
Swap rates
2'yeﬁ|' 279 310 320 330 +24 +29 +35 0.0 rrrrrrrrrrrrrrrrrrrrrrrr1rr 111111 '4
5-year 286 310 320 330 +21 +29 +38 0 3 6 S 12 15 18 21 24 27
10-year 292 305 320 330 +11 +24 +33 Change,bp (rhs) =—13-jul-18 =—13-aug-18
Source: Danske Bank Source: Danske Bank
3M USD Libor rates 10Y USD swap rates
3.50 -% % -3.50 3.75-% % -3.75
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- =Forward (13-Aug-18) — Forecast (13-Aug-18) M 50% region ' 90% region - =Forward [13-Aug-18) — Forecast (13-Aug-18) W 50% region ' 90% region
Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank
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UK forecasts

e The Bank of England (BoE) increased the Bank Rate in August to 0.75% from 0.50%.
The BoE thinks very much like the Federal Reserve, as it believes the strong growth and
tighter labour market will lead to higher wage growth and hence underlying inflation
pressure (Phillips curve thinking).

« In relation to the natural rate of interest, the BoE did not provide much new information.
We now know that the Bank of England expects it to rise to between 2-3% (nominal) in
the long term but that it is lower in the short term, without saying how much lower. As
the BOE has stated it will not start shrinking its balance sheet before the Bank Rate hits
1.5%, we guess it is around that level. Hence, the BoE can still hike the Bank Rate around
three times from the current level of 0.75% before monetary policy becomes neutral. This
fits well with our view that the Bank of England will continue to hike around once a year.
This of course also depends on the Brexit outcome, where our base case is still an orderly
Brexit. Our base case is that the next hike will come in May 2019.

e The UK yield curve has flattened somewhat since the BoE meeting, and the market is
now pricing that the 25bp hike in the Bank Rate will arrive in February 2020. Over the
medium term, we generally forecast higher yields across the curve. With the BoE
expected to continue to lift the front end in coming years, we look for a gradual flattening
of the 2y 10y and 5y-10y yield curves.

UK forecasts summary UK swap curve - one-month change
14/08/2018 --- Forecast --- --- Festvs Fwdinbp --- 20 % bp 6
GBP Spot +3m +6m +3m +6m +12m )
Money market 5
Repo 075 075 0.75 1.00 - - 1.5 4
3M 081 0.82 0.84 1.07 -3 -9 +2
Government bonds 1.0 3
2-year 071 0.90 1.00 1.20 +16 +21 +32
5-year 1.00 1.15 1.25 158 +11 +16 59 0.5 2
10-year 126 140 155 1.80 +1 +11 +29 ’ 1
Swap rates
2-year 108 125 135 150 +12 +17 +EE 0.0 r T T T T LI LI T T LI LI T LI T T T T 1 0
5-year 1.32 1.50 160 1.85 +14 +20 +39 0 3 6 9 12 15 18 21 24 27
10-year 153 160 175 195 +4 +17 +33 Changebp (rhs) =——16-Jul-18 —14-Aug-18
Source: Danske Bank Source: Danske Bank
3M GBP Libor rates 10Y UK swap rates
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- =Forward (14-Aug-18) — Forecast (14-Aug-18) M 50% region ' 90% region - =Forward [14-Aug-18) — Forecast (14-Aug-18) ®m50% region = 90% region
Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank
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Denmark forecasts

e We do not expect any rate changes from the Danish central bank over the next 12
months. If anything, we could see the central bank intervening in the market to weaken
the DKK, as fundamentals such as the significant current account surplus still tend to
strengthen the DKK. We expect DKK fixings to remain at the current low level for the
time being.

o In the first quarter of 2019 we saw underperformance for Danish mortgage bonds as
global yields moved higher, which spilled over to both the Danish swap and
government bond market and we saw a spread widening versus German government
bonds and EUR swaps.

e This spread widening reversed in Q2 and we continue to expect a further spread
tightening in 2018. We expect the 10Y spread versus Germany to reach zero. Foreign
demand for Danish fixed income is pushing spreads tighter. For government bonds, the
buybacks by the debt office funded by the government’s own cash buffer are also
supporting the Danish fixed income market in 2018.

DKK forecasts summary DKK swap curve - one-month change
13-08-2018 ---Forecast --- ---Festvs Fwdinbp --- 20 % bp 3
DKK Spot  +3m  +6m +3m +6m +12m .
Money market 15 3
cD -065 -065 -065 -065 - ’ 2)
Repo 005 005 005 005 - - - 1.0
3M -030 -030 -030 -030 -4 -5 -10 ’ 2
6M -015 -015 -015 -012 -4 -7 -11 05 1
Government bonds 1
2-year -057 -050 -035 -020 - - - O O
. \y\\\\\\\\\\\\\\\\\\\\\\\\\\\\
5-year -018 -0.15 005 025 - - - 9) 3 6 g9 12 15 18 21 24 27 0
10-year 029 045 0.60 0.80 - - - .05 -1
Swap rates '
2-year -002 -005 010 025 -8 +1 5
5-year 040 035 055 075 -12 +2 +8 Change,bp (rhs] =——13-jul-18 =——13-aug-18
10-year 101 1.05 120 140 -2 +8 +17
Source: Danske Bank Source: Danske Bank
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Sweden forecasts

e The Riksbank board is split on whether to look at headline or core inflation to gauge
what is the appropriate policy rate path going forward, with the majority favouring the
latter. Core inflation has not only been undershooting the Riksbank’s forecast again,
but was also much too low at 1.3 % y/y in July, and we expect it to remain well below
the target in both 2018 and 2019. Hence, we see chances as slim that Riksbank will
actually raise the repo rate in October or December as spelled out in the July monetary
policy report. That is more likely to happen in tandem with the ECB further down the
road. Swedish economic growth has remained above 3% in the first half of 2018, but is
expected to slow below trend on the back of the correction in the housing market.

e We keep our mid-term view for somewhat flatter curves. Despite expecting CPIF
inflation to remain around 2% throughout this year, we do not believe the Riksbank will
hike in 2018. However, the ‘high” inflation could keep short rates stable. Longer rates
however are more guided by the growth outlook and in our view current consensus
growth forecasts are too optimistic. The housing market is an ongoing issue and should
give support to longer rates as we expect growth to gradually slow. That said, slightly
higher EUR rates should also push longer-dated SEK rates higher.

SEK forecasts summary SEK swap curve - one-month change
14/08/2018 --- Forecast --- ---Festvs Fwdinbp --- 20 % bp a
SEK Spot +3m +6m +12m +3m +6m +12m :
Money market 1.5 3
Repo -050 -050 -050 -040 - = = 1.0 2
3M -0.37 -050 -045 -0.30 -7 -17 -20 : 1
Government bonds 05
2-year -054 -055 -045 -030 - - 0
5-year -007 -015 -500 015 - - - 0.0 -1
Civeay @ED uss o @78 ) ) ) '0.5\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\_2
Swap rates 100369121518212427 3
2-year -014 -020 -005 015 -14 -10 -10 il )
5-year 043 0.30 -450 0.65 -21 -511 -13
10-year 1.13 105 125 1.30 -15 -1 -9 Change,bp [rhs] —16-Jul-18 —14—Aug-18
Source: Danske Bank Source: Danske Bank
3M Stibor rate 10Y SEK swap rates
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Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank
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Norway forecasts

e In the Monetary Policy Report 2/18, on 21 June, Norges Bank expressed that ... the
key policy rate will most likely be raised in September 2018”. Despite somewhat mixed
economic data and international turmoil recently, we do not expect Norges Bank to
back down on its plan to hike in September. Whereas a favourable domestic economic
outlook suggests higher interest rates in the short end of the curve, the geopolitical
turmoil has kept rates subdued during the summer.

o Recent Norwegian data have been mixed. Core inflation was 1.4% y/y in June, above
Norges Bank’s forecast of 1.2%. Adjusted for volatile airfares and food prices, ‘core-
core’ inflation still seems to be increasing and is at present at 1.83%. Recent wage talks
point to wage growth of around 3.0% for 2018. It appears the Norwegian Philips curve
is alive and kicking.

e We expect Norges Bank to hike the sight deposit rate by 25bp to 0.75% at the 20
September monetary policy meeting. In 2019, we expect two hikes of 25bp each in
March and September. We expect 5Y and 10Y yields to widen slightly versus peers in
2018, as the Norwegian economy is improving slowly, higher wage growth versus
international peers has become apparent and Norges Bank will hike according to its
own projections whereas the ECB will stay on hold.

NOK forecasts summary NOK swap curve - one-month change
13-08-2018 -—-Forecast --- --Festvs Fwdinbp - 27 % bp o)
NOK Spot  +3m +6m +3m +6m +12m .
Money market 2
Deposit 050 0.75 0.75 1.00 - - - 2.2 1
3M 1.05 1.15 1.30 140 -9 +6 -4
Government bonds 1.7 1
2-year 0.80 @SB 125 140
5-year 145 160 1.80 210 - - - 12 0
10-year 1.74 205 2.20 230 - - - ! -1
Swap rates
2‘year 147 155 185 200 +O +23 +24 0.7 rrrrrrrrrrrrrrrrrrrrrrrrrrr 1111 = 1
5-year 182 195 215 245 +7 +22 +42 0 3 6 9 12 15 18 21 24 27
10-year 214 240 2/55] 265 +22 +33 +37 Changebp (rhs) =——13-jul-18 =—13-aug-18
Source: Danske Bank Source: Danske Bank
3M Nibor rate 10Y NOK swap rates
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Source: Macrobond Financial, Danske Bank Source: Macrobond Financial, Danske Bank
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Forecasts

Forecasts

Horizon  Policy rate 3mxlbor 2-yrswap 5-yrswap 10-yrswap 2-yr gov 5-yrgov  10-yr gov

Spot 2.00 2.32 2.79 2.86 292 260 273 2.86
8 +3m 2.25 272 3.10 3.10 3.05 290 2195 3.00
= +6m 2.50 294 3.20 3.20 3.20 3.00 3.05 3.10
+12m 3.00 3.24 3.30 3.30 3.30 3.10 3.15 3.20
Spot -040 -0.32 -0.15 027 0.88 -0.64 -0.24 0.33
TI +3m -0.40 -0.33 -0.15 0.25 080 -0.60 -0.20 045
a +6m -0.40 -0.33 0.00 045 1.05 -0.45 0.00 0.60
+12m -0.40 -0.33 0.15 065 125 -0.30 0.20 0.80
Spot 0.75 081 1.08 132 153 0.71 1.00 126
% +3m 0.75 0.82 125 1.50 1.60 0.90 1.15 1.40
o +6m 0.75 0.84 1.35 1.60 1.75 1.00 125 155
+12m 1.00 1.07 1.50 1.85 1E5 1.20 1.55 1.80
Spot -0.65 -0.30 -0.02 040 101 -0.56 -0.17 0.30
§ +3m -0.65 -0.30 -0.05 0.35 1.05 -0.50 -0.15 045
a +6m -0.65 -0.30 0.10 0.55 120 -0.35 0.05 0.60
+12m -0.65 -0.30 0.25 0.75 140 -0.20 0.25 0.80
Spot -0.50 -0.37 -0.14 043 113 -0.54 -007 0.50
% +3m -0.50 -0.50 -0.20 0.30 1.05 -0.55 -0.15 045
0 +6m -0.50 -0.45 -0.05 -4.50 125 -0.45 -5.00 0.65
+12m -0.40 -0.30 0.15 065 1.30 -0.30 0.15 0.75
Spot 0.50 1.05 147 182 214 0.80 145 174
% +3m 0.75 1.15 155 1.95 240 0.95 1.60 2.05
z +6m 0.75 1.30 1.85 2.15 2.55 125 1.80 2.20
+12m 1.00 1.40 2.00 245 2.65 1.40 2.10 2.30

* German government bonds are used, EUR swap rates are used
Source: Danske Bank
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