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Will a Substantial Improvement in the Economy Lead to a Substantial Rise in Yields?! Better Not Ask
Mnuchin!!

Fadi Nasser - Deputy Chief Investment & Treasury Officer

U.S. central bankers sent a strong message last Wednesday that an expansion with “substantial underlying economic
momentum” could sustain additional increases in interest rates this year. Based on minutes of their January 30" - 31%
meeting released in Washington two days back, Federal Reserve officials “anticipated that the rate of economic growth in
2018 would exceed their estimates of its sustainable longer-run pace and that labour market conditions would strengthen
further.” A number of participants also “indicated that they had marked up their forecasts for economic growth in the near
term relative to those made for the December meeting.” Markets were quick to react (though still with a 30 min. lag!):
Stocks reversed their earlier strong gains for the day and bond yields rose sharply on the Fed’s more hawkish posture.
The S&P 500 Index ended the day down 0.6% after being up as much as 1.2% earlier, whilst the yield on 10-year
Treasuries rose to 2.95% -- a four-year high. The minutes also marked the end of Chair Janet Yellen’s tenure at the
central bank, as she turned the reins over to Jerome Powell in early February (the latter will appear before the House
Financial Services Committee for his semi-annual testimony on February 28", and his market wisdom will be widely
scrutinized!). The key question facing policy makers (and traders) is now one of pace — i.e. whether three hikes or four will
be sufficient to keep supply and demand in balance as corporations take advantage of lower tax rates and aggressive
incentives to ramp up investment resulting from a fiscal stimulus signed into law by president trump last December. “The
Fed is finding more confidence in their baseline outlook,” said Harm Bandholz, chief U.S. economist at UniCredit Bank AG,
who is forecasting three more rate increases for 2018. “The risk of four” rate hikes is “higher than two.”

Meanwhile, on the inflation front, the collective position of the Federal open market Committee (“FOMC”) remained one of
cautious optimism that it will move toward their 2% target in the medium term. “It was noted that the pace of wage gains
might not increase appreciably if productivity growth remains low,” the minutes said. That said, “a number of participants
judged that the continued tightening in labour markets was likely to translate into faster wage increases at some point.”
The economy continues to gain strength, and the minutes said a decline in the foreign exchange value of the dollar was
also likely to put upward pressure on inflation (lower exchange rates usually translate - with a lag - into higher prices for
imported goods). Worth noting that the January meeting opened with staff presentations on inflation and “participants
emphasized the critical need for the FOMC to maintain a credible longer-run inflation objective.” The central bank has
missed its 2% inflation target for most of the past five years, and suggested it lacks a convincing explanation for what
causes inflation, or a model that accurately predicts future inflation. In a presentation at the January meeting, economists
on the Fed's staff told policymakers that the most popular explanations had significant flaws: One class of theories says
inflation is produced by excess demand for available resources. This suggests inflation should rise as growth approaches
its natural speed limit, a pattern that can be seen in some historical data but is difficult to find in recent decades. Another
class of theories argues, with some circularity, that inflation is determined by expectations about inflation, and those have
remained low in past years.
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Released within 24 hours of each other, minutes of the European Central Bank (ECB) policy meetings — out yesterday —
painted a similar economic optimism and identified similar analytical challenges. Like the Fed, the Governing Council of
the ECB embraced brighter economic prospects, reinforcing the notion of a virtuous synchronized pickup in global growth
and of lessened concern about “low inflation.” It assessed the economic expansion as “robust and broad-based,” whilst
expressing more confidence that inflation would converge over time to its 2%. The account of the ECB’s January monetary
policy meeting also revealed dissent over the Bank’s communications on its policy intentions (dubbed the central banks’
“forward guidance”), with its hawkish members pushing for a change in the Bank’s communications, and arguing economic
conditions were now strong enough to drop a commitment to boost the quantitative easing programme in the event of a
slowdown. “However, it was concluded that such an adjustment was premature and not yet justified by the stronger
confidence.” The central bank is now buying € 30 billion of bonds a month under its € 2.5 trillion QE programme (marketed
in early 2015 as the € 1.1 trillion programme, but who is counting really?!? ®) and will continue to do so until at least
September.

Then US Treasury Secretary Steven Mnuchin — an ex-Goldman Sachs banker with little known qualifications and
zero experience in politics or policy outside his loyalty for Trump and Wall Street (Goldman in particular, | am
guessing @), spoke AGAIN !!

“You can have wage inflation and not necessarily have inflation concerns in general” was how the US Treasury Secretary -
yesterday - allowed the world to share his vast economic “wisdom”, brushing aside signs that investors are growing
nervous about rising prices. All economists of this world are likely to have scratched their heads following this comment!
©. But let us be fair: Mnuchin’s comments remain far more genuine than his boss’ outlandish, bombastic and eye-popping
tweets!! And whilst an unexpectedly big jump in average hourly earnings in January set off a stock-market swoon as
investors worried about higher inflation and interest rates, not to mention already surging yields on concerns that widening
budget deficits under President Donald Trump will fuel inflation, Trump’s chief economic cheerleader Mnuchin continues to
deflect any suggestion that the president’s policies could have an impact on inflation. He sidestepped the idea that the tax
cuts and increased federal spending Trump has signed into law amount to an economic stimulus (the government will
issue more than $1 trillion in new debt this year, analysts say, in part as a consequence of higher budget deficits!).
Mnuchin’s remarks also reflect the administration’s public argument for the tax cuts. Kevin Hassett, chairman of the White
House Council of Economic Advisers, has said that the law signed in December will help boost productivity gains by
encouraging companies to invest in efficiency-enhancing equipment, allowing the economy to grow faster without spurring
inflation. Moreover, the Treasury secretary has suggested that the U.S. is less vulnerable to oil-driven inflation because of
rising energy production in the country. “We are no longer fully dependent on foreign oil,” Mnuchin said. “Energy is always
a big concern in terms of inflation, among the geopolitical risks.”

What Happens Next??
At this point, it is more likely a matter of when - not if — the 10-year Treasury yield hits 3.00%. And that apparent
inevitability raises a pressing question: How to trade bonds when that happens??

If history is a guide, the last time the 10-year yield was above 3.00% was in January 2014 but that did not last long! A
combination of economic & political/geopolitical factors - including depressed Chinese economic data, Russia’s
intervention in Ukraine, oil prices nosediving, Ebola outbreak, ISIS forces spreading across the Middle East — saw the 10-
year US Treasury yield move steadily lower throughout that year, closing at 2.17% on the last trading day of 2014 (versus
a January 2014 Bloomberg survey that reported a 3.75% year-end consensus by polled economists). Would this time
around be different? And do 10-year yields hit 3.00% and continue to move sharply higher afterwards? “Certainly as we
get closer to 3 percent, people will get nervous,” said Michael Cloherty, head of U.S. interest rate strategy at RBC Capital
Markets. “I would expect flows to pick up as we're closer and closer to 3% and to see some choppiness in the market.” (I
couldn’t have said it better!© Seriously, readers still listen to this non-sense?)
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Treasuries, of course, do not exist in a vacuum, and future price movements will be highly correlated to gains/losses in the
equity markets (logically when stocks stabilize and march higher, yields rally again and vice-versa, though it is conceivable
that both bonds and stocks could suffer large losses, should investors — especially international names — decide to dump
various US assets at the same time). Some strategists say a 3.00% 10-year yield represents the end of the stock market
rally, with corporate borrowing costs becoming too punitive and fixed-income looking too appealing. Others, like Jonathan
Golub, chief U.S. equity strategist at Credit Suisse Group AG, say 3.50% would be the level to watch. Regardless of the
exact level, bond traders will most likely find that the best barometer of which way yields are headed (after 3%) will come
from stocks. A bout of selling in equities probably means the “tug-of-war” between the two asset classes is alive and well,
serving as a cap on yields and perhaps preventing too much tightening from the Federal Reserve. If stocks shrug the jump
to 3.00%, then it is a green light for the bond selloff to carry on!

10-Year UST Yield Projections*

DJIA\WTI OIL | 56.00 59.00 62.00 65.00 68.00
23,500 2.35% 2.47% 2.60% 2.70% 2.80%
24,000 2.45% 2.57% 2.68% 2.79% 2.90%
24,500 2.55% 2.67% 2.78% 2.89% 3.00%
25,000 2.65% 2.77% 2.89% 3.00% 3.10%
25,500 2.75% 2.87% 2.97% 3.07% 3.17%
26,000 2.85% 2.97% 3.03% 3.13% 3.23%
26,500 2.95% 3.02% 3.09% 3.17% 3.30%

*These projections are my simplistic estimates, and assume that President Trump’s “beautiful” IQ would not show up in fury tweets over coming weeks,
Donald trump Jr. would keep missing out on business opportunities because of his high ethics, Jared Kushner’s active diplomacy will bring peace to the
Middle East & Ivanka Trump will always remain attractive @
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Disclaimer

It is important that you only use this report if you are the intended recipient of this report and you have satisfied yourself that
you are eligible to receive such information. This report is provided to you because you are one of our esteemed customers and have
previously shown interest in receiving the type of information contained in this report.

The Treasury and Investment Management department of Gulf International Bank B.S.C. ("GIB") have compiled the information in this
report. GIB is incorporated in the Kingdom of Bahrain and is licensed by the Central Bank of Bahrain (the "CBB") as a conventional
wholesale bank. GIB's head office is located at Al-Dowali Building, P.O. Box 1017, 3 Palace Avenue, Manama, Kingdom of Bahrain.

This report is intended for the accredited investors, as defined in the Investment Business Code of Conduct published by the CBB.
This information has not been reviewed by the CBB or any other regulatory authority in any jurisdiction and neither CBB nor any
other regulatory takes any responsibility for the correctness or accuracy for the information contained in this report.

The information contained herein is not directed at or intended for use by any person resident or located in any jurisdiction where
(1) the distribution of such information is contrary to the laws of such jurisdiction or (2) such distribution is prohibited without
obtaining the necessary licenses or authorizations by the relevant branch, subsidiary or affiliate office of GIB and such licenses
or authorizations have not been obtained. The recipient of such information is responsible for ensuring that this information has
not been received by it in breach of laws and regulations of any jurisdiction.

This report contains publicly available information only, which has only been complied by GIB. The information provided herein is on

"as 1is"™ and "as available" basis and without representation or warranty of any kind. GIB hereby disclaims any representation or
warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability, fitness for any particular purpose or
non-infringement of any of such information. In no event shall GIB or its subsidiaries, affiliates, shareholders or their

directors, officers, employees, independent contractors, agents and representatives (collectively, "GIB Representatives") be liable
(1) for any inaccuracy, delay, loss of data, interruption in service, error or omission or for any damages resulting there from, or
(2) for any direct, indirect, incidental, special, compensatory or consequential damages arising from any use of information or
arising from any error (negligent or otherwise) or other circumstance or contingency within or outside the control of GIB or any GIB
Representative, in connection with or related to obtaining, collecting, compiling, analyzing, interpreting, communicating,
publishing or delivering any such information. The information here is, and must be construed solely as, compilation of information
(unless expressly stated otherwise) and not statements of fact as to credit worthiness or recommendations or opinions of GIB.

This report does not provide individually tailored investment advice. Any materials contained herein have no regard to the specific
investment objectives, financial situation or particular needs of any specific recipient. The document is provided for information
purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.
GIB makes every effort to use reliable, comprehensive information, but we do not represent that it is accurate or complete. No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
materials, nor are they a complete statement of the securities, markets or developments referred to herein. Recipients should not
regard the materials as a substitute for the exercise of their own judgement. Any opinions are subject to change without notice and
may differ or be contrary to opinions expressed by other business areas or groups of GIB as a result of using different assumptions
and criteria. GIB is not under any obligation to update or keep current the information contained herein.

The value of, and income from, your investments may vary because of changes in interest rates or foreign exchange rates, securities
prices or market indexes, operational or financial conditions of companies or other factors. Past performance is not necessarily a
guide to future performance. Estimates of future performance are based on assumptions that may not be realised.

The information contained in this report is just for informational purposes. Information does not constitute a solicitation, an
offer, or a recommendation to buy or sell any investment instruments, to effect any transactions, or to conclude any legal act of
any kind whatsoever. GIB does not intend to provide investment, legal or tax advice through this report and does not represent that
any securities or services discussed are suitable for any investor. When making a decision about your investments and business, you
should seek the advice of professional advisors.

The report may contain statements that constitute "forward looking statements". While these forward looking statements may
represent GIB’s judgment and future expectations, a number of risks, uncertainties and other important factors could cause actual
developments and results to differ materially from GIB’s expectations. GIB is under no obligation to (and expressly disclaims any

such obligation to) wupdate or alter its forward-looking statements whether as a result of new information, future events, or
otherwise. The historical information is provided for information purposes only. Performance figures are calculated before tax (if

any) and after deducting ongoing fees and expenses. The performance figures are historical and past performance is not necessarily
an indication of future results. Certain amounts (including %ages) included in this document may have been subject to rounding
adjustments. Accordingly, figures may not be an exact arithmetic aggregation of the figures to which they relate. The values and

forecasts shown represent our current indicative valuations and forecasts of the relevant transactions, currencies, interest rates,
commodities or securities as at the date shown. Any value or forecast shown herein is not an indicative price quotation. We
expressly disclaim any responsibility for the accuracy of the values or forecasts shown, any errors or omissions in the report

With the exception of information regarding GIB and save as otherwise specifically indicated, the information set out in this report
is based on public information. We have, where possible, indicated the primary source of information. We strongly recommend the
recipients consult the primary source of information. Facts and views in this report have not been reviewed by, and may not reflect
information known to, professionals in other GIB business areas.

This Report, and the information contained herein (save to the extent that such information is publicly available) is confidential
and may not be disclosed by you to any other person outside of your organization without our consent.

GIB retains all right, title and interest (including copyrights, trademarks, patents, as well as any other intellectual property or
other right) in all information and content (including all text, data, graphics and logos) in this document. All recipients must
not, without limitation, modify, copy, transmit, distribute, display, perform, reproduce, publish, license, frame, create derivative
works from, transfer or otherwise use in any other way for commercial or public purposes in whole or in part any information, text,
graphics, images from this document (excluding publicly available information) without the prior written permission of GIB.



