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Highlights

* The economy is hot and inflationary pressures are even hotter. Despite an economy performing at a very high level,
investors want more.

* 'This has yields declining to unsustainably low levels, with market pricing reflecting extremely accommodative Federal
Reserve policy for the next decade — offering upside for yields.

*  We believe the Federal Reserve will be in a position to taper its Quantitative Easing policy by the end of this year —
offering yet another reason for yields to rise over the next 12 months.

'The fastest economic recovery in the modern era has already absorbed most of the economic slack caused by the pandemic.
Businesses have responded with increased hiring and are trying to entice workers off the sidelines through higher compen-
sation. Coupled with capacity constraints created by the stop-start nature of re-opening, this creates a recipe for near-term
inflationary pressures. At the same time, the Federal Reserve has pulled forward the expected start of rate hikes and has
indicated an intention to communicate to markets a plan to downshift asset purchases under its Quantitative Easing (QE)
policy in the coming months. Though the combination of a hot economy, high inflation, and expectations for tighter mon-
etary policy would usually result in rising bond yields, the opposite has happened. Over the last four months, the U.S. 10-year
Treasury yield has declined from 1.74%, to a low of 1.19%. This begs the question: What gives?
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Sometimes we get used to greatness. Whether it’s rolling our eyes Chart 1: Bond Yields Declining with Fewer

at seeing Tom Brady in yet another Super Bowl, or relishing when Positive Economic Surprises

LeBron James gets ousted from the playoffs, appreciating great- ,, Index % 0
ness can sometimes lack stamina. The same goes for the pandemic’s === Economic Surprise Index (10-day Avg., LHS)

economic recovery. This is the strongest recovery in generations. 10 U.840-year Treasury Yield (RHS) 18
People, businesses, and governments have proven to be incredibly g, 16
resilient. GDP growth in the U.S. is expected to return to its po-

tential level this summer and the labor market is poised to return 60 1.4
to full employment by this time next year. In past cycles, these feats ,, 12
have occurred with the passage of multiple years. With corporate

profits surging and the stock market trading around all-time highs, 20 10
this is the best outcome we could have hoped for against a back- 08
drop that was exceptionally bleak last year. Jan21  Feb-21  Mar-21  Apr21  May-21  Jun21  Jul-21

Source: Bloomberg, Citigroup, TD Economics. Last observation: July 20, 2021.

http://economics.td.com W @TD_Economics




The issue with such great economic performance is that
the bar for surpassing expectations has now been raised.
'This is apparent when we compare the U.S. 10-year Trea-
sury yield against the economic surprise index (Chart 1).
Economic data surprises peaked in late March, which cor-
responds to the peak in yields. Even though data have met,
and often exceeded, high expectations, market participants
are demanding more. This has some questioning whether
an inflection point for growth momentum has already been
reached in this business cycle.

To substantiate this theory, some point to the flattening
slope of the yield curve. The spread between the 10-year
and 2-year Treasury yield is a common barometer for the
state of the economy. When the spread widens, usually
in the early innings of a business cycle, this reflects opti-
mism about the future. When the spread narrows, it usu-
ally signals the later innings and sometimes an impending
recession. From August 2020 to March 2021, the spread
jumped by 1.18%, to a high of 1.59%. But since that time,
it has steadily narrowed, and now sits at roughly 1.1%.

Is this the beginning of the end? Not likely. First off, in-
vestors should expect volatility in yields, which in turn im-
pacts the curve’s shape (Chart 2). During the post-Global
Financial Crisis (GFC) period, we saw the yield curve
spread shoot up by about 1.5%, to a high of 2.91% in the
15 months following the trough in the UST 10-year yield.
But this wasn't the end. Naturally, there were stops and
starts along the road during the recovery, which caused the
yield curve to trade in a wide range (1.72%) from 2008 un-
til the Fed started hiking its policy rate in December 2015.
In fact, there were five distinct yield curve cycles where
the slope dropped by 0.9% or more. In the current cycle,

Chart 2: The Slope of the Yield Curve Has Many Cycles
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we have had only one move of just 0.6%. Recent inves-
tor nervousness about the Delta variant of the virus and
the uncertainty it injects into the outlook is an example of
one of those stops along the yield-curve road in this cycle.
This oscillating cycle in spreads isn't signaling an end to
the recovery, but is capturing the ebbs and flow of data and
market sentiment that occurs within a recovery phase.

The Path Forward

As the pandemic impact moves further into the rearview
mirror, the path for yields will be driven by shifts in Fed
policy. Our view is that by the end of the summer, the Fed
will have seen enough evidence that the economy is on sol-
id footing, prompting communication on its QE tapering
strategy and schedule. Given that the Fed is trying to keep
alid on yields by creating excess demand for Treasury secu-
rities, the change in policy should open the door for a move
up in yields. Recall that when the Fed hinted at a change
to QE policy in 2013, the UST 10-year yield and the slope
of the yield curve jumped over 1.3% and 1.2%, respectively,
in less than a year.

We are also looking for the Fed to begin its rate hiking cycle
by the end of 2022 and have the upper bound of the fed
funds target reaching 2% by 2024. Comparatively, market
pricing only expects the policy rate to reach a high of 1% by
the end of 2031! Adjusting that for inflation expectations
leaves a real policy rate that peaks at around negative 1%.
We agree that the Fed is prepared to have the real policy rate
significantly negative until the economy heals, but keeping it
deeply entrenched over the next decade doesn't hold water.

Let’s do a little comparative analysis. In Chart 3, we show

the likely path of the UST 10-year yield under three sce-

Chart 3: The Outlook for the Fed Gives Very
Differing Outcomes for the U.S. 10y Treasury Yield
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narios: one using market pricing for the fed funds rate, one
using the Fed median forecast, and one using the TD Eco-
nomics forecast. Under the first scenario of market pric-
ing, the nominal yield doesn’t ever even touch 2%. Under
the Fed’s version, it would get there in 2021 and then rise
towards 3% over the next couple of years. Our forecast
has 2% as the end point for 2021, and an eventual peak of
2.5%. Given where market pricing sits for the Fed, there is
significant upside risk for U.S. Treasury yields.

Inflation Risks and Yields

'The wildcard for yields is inflation. Even though current in-
flation in the U.S. is very frothy (4% to 5%), market-based
measures of inflation are pricing a reasonable outcome. The
10-year TIPS-implied inflation compensation is approxi-
mately 2.3%, after peaking at just above 2.5% in March.
That’s not too far off our own long-term inflation fore-
cast. This implies that the central bank has not lost market
confidence in its ability to achieve its inflation mandate.
It is also the reason why market pricing reveals a shallow
path for the fed funds rate. As we mentioned above, this
is where we see the biggest logic-gap in yields. This gap
can widen even further if inflation comes in stronger than
the Fed and market participants anticipate. In that case,
we would expect markets to pull forward the timing of the
Fed’s hiking cycle and a higher endpoint for the fed funds
rate. Again, this creates significant upside risk for yields.

In the meantime, the Fed is still in caution mode with re-
spect to its policy signal, biding its time while it assesses
the evolution of the virus and the impact on the economic
data. All the while, market participants are waiting for the
Fed to finally tip its hand towards tighter policy. There is
a guessing game going on right now and the variability in
the slope of the yield curve is a consequence. This leaves
the market in an exploratory phase on data, while investors
wait for direction from the Fed. We would only expect the
slope of the yield curve to compress on a sustained basis
once the rate hike cycle has commenced.

Bottom Line

'The economy is hot and near-term inflationary pressures
are even hotter. Although economic growth is performing
at a very high level, investors seem to want more. Pandem-
ic-induced supply and demand factors behind much of

the dislocation in prices can end up persisting longer than
people are expecting, but so far, the predominant thought
remains an easing of price pressures with time. The popu-
lar view is that the current 4% to 5% inflation rates will
turn into 3% inflation by year-end, and settle around 2.5%
by the end of 2022. However, that’s still nearly 1% higher
than the average rate post-GFC, and as a result, marks a
persistently higher inflation environment that should be
captured in the compensation for longer term yields.

For the Fed, it is sticking to its guns, hoping that inflation
will indeed come down to more comfortable levels. From
our point of view, by the time supply-side impacts on in-
flation ease, the overall economy will have already wiped
out all of the pandemic slack and the labor market will
have reached full employment. The economy is driving in
the fast lane. As the economic data continue to support
this view, the Fed will get even more comfortable with
the durability of the recovery even as the global economy
navigates developments of virus variants in a post-vaccine
world. This will enable the Fed to confidently taper its asset
purchases in the coming months and rally around the idea

of rate hikes starting in 2022.

Not doing so runs a greater risk. If the Fed is too cau-
tious on tightening policy in 2022 and 2023, simple mod-
elling exercises show an economy that pushes deep into
excess demand and persistently higher inflation pressures.
However, the bond market is priced to the perfection of
a goldilocks outcome. It has inflation easing towards 2%
at a time when the economy is deep into excess demand
and, at the same time, it is pricing a Fed policy path hold-
ing at very loose levels into perpetuity. Either the current
pricing for the Fed is too low relative to what they will do,
or the Fed will be too cautious (like the market expects),
causing inflation to rise more than expected. Both situa-
tions result in higher yields. Is there a possible way out of
this conundrum? A persistent surge in productivity growth
that permits stronger economic growth and controlled in-
flation outcomes could do the trick. Though this is possible,
somehow we doubt markets are banking on this outcome.
Something’s gotta give.
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Interest Rates & Foreign Exchange Rates
Spot Rate 2020 2021 2022
Interest & Exchange Rates Ju2i_ | @__Q2 Q3 Q4 | @1 __Q2 Q3F Q4F | QIF_Q2F _Q3F__Q4F
Interest Rates
Fed Funds Target Rate 0.25 025 025 025 025|025 025 025 025 | 025 025 025 050
3-mth T-Bill Rate 0.05 0.11 016 010 0.09 [ 0.03 0.05 0.07 0.10| 013 015 030 0.55
2-yr Govt. Bond Yield 0.21 023 016 013 013 | 016 025 030 055 | 080 1.00 120 140
5-yr Govt. Bond Yield 0.73 037 029 028 036 | 092 087 100 140 | 160 175 185 200
10-yr Govt. Bond Yield 1.29 070 066 069 093 | 174 145 160 200 | 210 220 230 240
30-yr Govt. Bond Yield 1.94 1.35 1.41 146 165 241 206 220 240 | 255 265 270 275
10-yr-2-yr Govt Spread 1.08 047 050 056 080 [ 158 120 130 145 ) 130 120 110 1.00
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 6.47 708 707 679 653 | 655 640 645 650 | 655 660 665 6.70
Japanese yen JPY per USD 110 108 108 106 103 111 109 106 104 102 102 101 101
Euro USD per EUR 1.18 110 112 117 122 | 117  1.21 119 1.21 123 124 125 1.26
U.K. pound USD per GBP 1.37 125 124 129 137 | 138 141 138 139 | 140 140 140 1.40
Swiss franc CHF per USD 0.92 096 095 092 088 | 094 09 093 094 095 09 097 0.98
Canadian dollar CAD per USD 1.26 1.41 136 133 128 | 126 125 125 124 | 125 126 126 127
Australian dollar USD per AUD 0.74 061 069 072 077 | 076 077 074 073 073 073 073 0.73
NZ dollar USD per NZD 0.70 060 065 066 072 ] 070 072 069 068 | 067 067 067 0.67
Exchange rate to Euro
U.S. dollar USD per EUR 1.18 110 112 117 122 | 117  1.21 119 1.21 123 124 125 1.26
Japanese yen JPY per EUR 130 118 121 124 126 130 132 126 126 126 126 127 127
U.K. pound GBP per EUR 0.86 089 091 091 09 | 085 086 086 087 ( 0.88 089 0.89 0.90
Swiss franc CHF per EUR 1.08 1.06 1.06 1.08 1.08 | 1.11 1.09 1.1 114 | 117 119 121 1.24
Canadian dollar CAD per EUR 1.48 156 153 156 156 | 148 1.51 149 150 | 154 156 158 1.60
Australian dollar AUD per EUR 1.60 179 163 164 159 | 154 157 1.61 166 | 169 170 1.71 1.73
NZ dollar NZD per EUR 1.69 185 174 177 170 | 168 168 173 178 | 184 185 187 1.88
Exchange rate to Japanese yen
U.S. dollar JPY per USD 110 108 108 106 103 111 109 106 104 102 102 101 101
Euro JPY per EUR 130 118 121 124 126 130 132 126 126 126 126 127 127
U.K. pound JPY per GBP 151 134 133 136 141 153 154 146 145 143 143 142 141
Swiss franc JPY per CHF 120.2 111.7 113.8 1149 116.7| 1174 1211 1140 110.6| 107.8 106.2 104.6 103.1
Canadian dollar JPY per CAD 87.7 761 792 792 809 | 8.0 872 848 839 | 819 809 803 797
Australian dollar JPY per AUD 81.2 66.0 743 756 795 | 842 839 784 759 | 748 744 740 736
NZ dollar JPY per NZD 76.9 641 695 698 742 | 773 785 731 707 | 686 683 679 67.6
F: Forecast by TD Economics, July 2021; Forecasts are end-of-period.
Source: Federal Reserve, Bloomberg.
Commodity Price Outlook
Commodity Price 52-Week | 52-Week 2020 2021 2022
Jul-21 High Low Q1 Q2 Q3 Q4 Q1 Q2 Q3F Q4F | Q1F Q2F Q3F Q4F
Crude Oil (WTI, $US/bbl) 71 75 36 46 28 41 42 58 66 72 65 64 64 63 63
Natural Gas ($US/MMBtu) 3.83 15.83 1.35 191 171 199 253|356 294 350 325310 290 280 3.15
Gold ($US/troy 0z.) 1804 2064 1684 1582 1708 1909 1874|1795 1814 1775 1750|1675 1650 1625 1600
Silver (US$/troy 0z.) 25.29 29.13 19.91 16.90 16.38 24.34 24.45(26.25 26.71 26.50 26.25|25.50 25.00 24.50 24.00
Copper (cents/Ib) 422 474 284 255 243 296 326 | 386 439 404 383 | 369 352 354 354
Nickel (US$/Ib) 8.48 8.94 5.96 576 553 645 724 (797 786 758 736|726 737 714 7.03
Aluminum (Cents/Ib) 112 116 76 77 68 77 87 95 109 98 90 85 81 82 84
Wheat ($US/bu) 9.10 9.38 5.75 6.60 646 6.36 6.84 [ 741 853 950 9.00) 875 8.50 8.25 8.00

F: Forecast by TD Economics, July 2021; Forecast are period averages; E: Estimate.

Source: Bloomberg, USDA (Haver).
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International Interest Rates Outlook

Spot Rate 2020 2021 2022

Interest Rates Jul-21 Ql__Q2 Q3 04 | Q1 Q2 Q3F__Q4F | QIF__Q2F __Q3F__Q4F
Germany
ECB Deposit Rate -0.50 -0.50 -0.50 -0.50 -0.50| -0.50 -0.50 -0.50 -0.50 | -0.50 -0.50 -0.50 -0.50
3-mth T-Bill Rate -0.65 -0.71 -0.56 -0.62 -0.77| -066 -0.66 -0.60 -0.60 | -0.60 -0.60 -0.60 -0.60
2-yr Govt. Bond Yield -0.72 -0.70 -0.70 -0.70 -0.72| -0.69 -0.67 -0.65 -0.54| -046 -042 -0.36 -0.28
5-yr Govt. Bond Yield -0.68 -0.66 -0.70 -0.71 -0.74| -063 -059 -0.60 -0.49 | -041 -0.37 -0.31 -0.23
10-yr Govt. Bond Yield -0.40 -0.47 -046 -052 -058)|-029 -0.21 -0.30 -0.24 | -0.09 0.06 0.22 0.37
30-yr Govt. Bond Yield 0.09 0.02 000 -010 -0.16 026 029 021 036 | 051 0.67 082 0.97
10-yr-2-yr Govt Spread 0.32 023 024 018 014 | 040 046 035 030 [ 037 048 057 0.65
United Kingdom
Bank Rate 0.10 0.10 010 0.10 0.10 ( 0.10 0.10 0.10 0.10 ( 010 0.10 0.10 0.10
3-mth T-Bill Rate 0.05 0.18 0.01 0.00 -0.06( 0.01 0.02 0.05 0.05( 005 0.05 0.05 0.05
2-yr Govt. Bond Yield 0.10 0.12 -0.08 -0.03 -0.06( 0.10 0.05 0.15 0.15 (| 020 0.25 0.35 0.50
5-yr Govt. Bond Yield 0.30 021 -0.05 -0.06 -009| 028 033 045 063 | 081 099 118 1.36
10-yr Govt. Bond Yield 0.60 035 017 023 020 | 0.84 0.72 0.77 091 1.06 120 134 1.48
30-yr Govt. Bond Yield 1.06 082 064 078 075|139 123 117 1.41 1.61 1.75 189 2.03
10-yr-2-yr Govt Spread 0.50 023 025 026 026 ] 075 066 062 076 | 086 095 099 0.98
F: Forecast by TD Economics, July 2021; Forecasts are end-of-period.
Source: Bloomberg.

Global Stock Markets
Major Market Indexes Price 30-Day YTD 52-V.Veek 52-Week
Jul-21 % Chg. % Chg. High Low

S&P 500 4,359 4.6 16.0 4,385 3,216
DAX 15,423 -0.2 12.4 15,791 11,556
FTSE 100 6,998 -0.3 8.3 7,185 5,577
Nikkei 27,548 -4.9 0.4 30,468 21,710
MSCI AC World Index* 713 1.0 10.4 727 548

Source: Bloomberg, TD Economics.

*Weighted equity index including both developing and emerging markets.
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