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U.S. YIELD AND ECONOMIC DIVERGENCE

HOLD CENTER STAGE

Highlights

* The Federal Reserve is on course to raise rates by year-end and bond yields have started to incre-
mentally price in this outcome. Even though the pace is slower than once thought, it stands in stark
contrast to the ongoing monetary stimulus initiatives among other major central banks.

» Given structural headwinds, U.S. real GDP growth of 1.7-2.0% is all that it takes to make progress
on the employment and inflation front. Idiosyncratic global shocks have failed to pull the U.S. off

course, further distinguishing it from global peers.

» Two-year government yield differentials globally have captured this divergence and we expect this to
continue for the next two years. Economic and yield divergence will keep the shine on the greenback.

The re-start of policy divergence is here. With the Federal Reserve preparing to raise rates once again,
short-term bond yields and currencies are reflecting this inevitability. Five years of persistent upward
pressure on the trade-weighted U.S. dollar is punctuated by the recent revisting of the upper bound of
its trading range. The greenback continues to stand as a symbol of strength, as economic uncertainty
plagues its global peers. The Fed’s ability to raise rates, while other major central banks continue with
stimulus, is captured by two-year government bond yield differentials (Chart 1). We believe these dif-
ferentials will continue to widen once the upward path of the Fed rate hiking cycle is realized and stands
in contrast with ongoing monetary stimulus decisions among other major countries. In other words, the

appreciation in the U.S. dollar to date is justified.

Achieving the lowered bar for U.S. economic growth is
dollar positive

During the five year greenback bull-run, all advanced econo-
mies have had their expectations for growth lowered. The U.S.
economy has been no exception. In fact, the Congressional Bud-
get Office has reduced potential real GDP growth to such a great
extent that the economy is now more than $450B smaller than
it was expected to be just 2 years ago. The run-rate for U.S. real
GDP is now just 1.5-2.0% growth per year. This is incredibly low
by historical standards, but it is the best an advanced economy
can do given structural limitations of an aging population and the
associated global phenomenon of weak productivity growth. That
said, the U.S. is in the unique position of having a cyclical upswing
in the consumer and wage cycle that will allow GDP growth to
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meet these reduced expectations, and likely exceed them.
The consistent improvement in the labor market is finally
providing real gains to the consumer via higher wages. Real
after tax median incomes in 2015 rose by just over 5%. This
was the fastest pace in nearly a decade. More recent data
from the Atlanta Fed’s wage tracker is showing persistent
support for wages. Consumers are spending this augmented
income and are acting as the main source of growth in lift-
ing GDP higher.

The Federal Reserve recognizes this and is confident
that the economy can withstand additional tightening of
monetary policy, as early as December. This is remarkable
given the numerous uncertainty shocks that have stunted the
UK, Euro zone, and Canada from achieving their lowered
advanced economy growth targets. But, as we’ve com-
mented on numerous occasions, economic activity in the
U.S. economy is very inward focused, marked by one of
the lowest export dependencies of an advanced economy.
Financial markets may be overly attributing weakness
abroad to the U.S., particularly when it comes to inflation
dynamics. Chart 2 demonstrates that core inflationary pres-
sures in the U.S. are not comparable to its peers, particularly
considering that the elevated U.S. dollar has been exerting
downward pressure on import prices. In the absence of this
influence, U.S. core CPI would be 0.3 percentage points
higher than it is today.

The U.S. has been insulated from global shocks

Despite a number of economic and geopolitical shocks
over the last year, none have led to systemic financial stress.
The consequence has been significant cuts to near-term
economic growth for specific economies, but not others.
For example, it was initially feared that Brexit would cause
financial market stress and impact investment in more than
just the UK. This transmission hasn’t happened (yet) and the
knock-on impacts appear to be confined to mostly the UK
economy. This is good news for other economies, but it also
means currency volatility, as the Pound adjusts to the UK’s
new found sequestration. Additionally, if the UK’s Prime
Minster, Theresa May, is able to initiate negotiations for a
hard exit from the EU in early 2017, this would unquestion-
ably add to volatility.

Across the Channel, Europe is trying to stabilize growth
as it fights off the potential uncertainty surrounding its
banking sector. With low net interest margins across the
region and now Deutsche Bank facing hefty fines from the
U.S Department of Justice, the ECB may have to extend
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CHART 2: ONLY THE U.S. ECONOMY CAN
GENERATE INFLATION

Core CPI, Y/Y % Chg.
25
— | K*

23

21 us

0.9 \

0.7

S\
’I

0.5
2014 2015 2016

Source: Haver Analytics, TD Economics. *12-month mov. avg.

Quantitative Easing (QE). The Euro certainly has downside
potential with this lingering risk. Likewise, unresponsive
inflation expectations in Japan are proof that Abenomics
has been limited in its effectiveness and that bolder policy
is necessary. Even Canada has been slow to advance its
rotation of growth towards the export sector and business
investment against a mature housing and consumer cycle.
The Canadian dollar has been largely range bound at $0.75
to $0.79, recently hitting the lower end with a surprise
revelation by the BoC Governor that a rate cut was under
discussion at the most recent policy meeting. While the U.S.
economy just meets its low bar for growth, its global peers
are still falling short.

Underperforming growth means less inflationary pres-
sures and more appetite for stimulative monetary policy.

CHART 3: THE U.S. DOLLAR BULL RUN IS FAR
OFF HISTORICAL PEAKS
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So even with our expectation that the Fed will embark on a
singular 25 basis point rate hike per year, the weak growth
momentum from major trading partners results in divergent
monetary policy. Two-year government yield differentials
have been incrementally pricing this divergence. As we
move past 2016, the divergence will only expand further. We
estimate that differentials between the U.S. and other major
economies could end 2018 at their highest levels since the
2002 peak for the trade weighted U.S. dollar. Certainly we
are more optimistic than the markets regarding the ability
and willingness for the Fed to execute one rate hike every
nine to twelve months. But if the Fed does hike rates as it is
suggesting by the end of the year, this will go a long way to
help motivate a market re-pricing of the future path of rates.
This would be captured in short-term yield differentials,
which could dictate the next leg up for the trade weighted
U.S. dollar (Chart 3).
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Yields of longer maturity in the U.S. will also continue
to increase over the course of next year. This is based on
the path of rates, but also the realization that QE around
the world is not providing the boost to inflation that was
originally thought. We estimate that the U.S. 10 year is
0.5-1.0% lower than it would have been in a world without
QE. Due to the global financial linkages, a re-launch of a
rate hike cycle by the Fed and re-assessment of monetary
policy means a flow through of higher long term rates not
just in the U.S., but also globally on the margin.
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INTEREST RATE & FOREIGN EXCHANGE RATE OUTLOOK

Spot Rate 2016 2017 2018

Oct-26 Q1 Q2 Q3 Q4F | QIF Q2F Q3F Q4F | QIF Q2F Q3F Q4F
Interest Rates
Fed Funds Target Rate 0.50 050 050 050 075|075 075 1.00 1.00] 100 125 125 1.25
3-mth T-Bill Rate 0.32 021 026 029 065|065 070 090 090]) 095 115 1.15 1.20
2-yr Govt. Bond Yield 0.87 0.73 058 0.77 090 | 095 100 105 115] 125 135 140 1.45
5-yr Govt. Bond Yield 1.30 121 101 114 130] 130 140 145 150 160 165 170 1.75
10-yr Govt. Bond Yield 1.79 1.78 149 160 180] 180 185 190 195] 200 205 210 215
30-yr Govt. Bond Yield 2.54 261 230 232 250) 250 250 255 260)] 265 270 275 280
10-yr-2-yr Govt Spread 0.92 1056 091 083 090) 085 08 085 0.80] 075 0.70 0.70 0.70
Exchange rate to U.S. dollar
Chinese Yuan CNY per USD 6.77 645 665 667 683|696 704 712 718 730 740 750 7.50
Japanese yen JPY per USD 105 112 103 101 104 | 105 105 105 106 | 106 107 107 108
Euro USD per EUR 1.09 114 110 112 109|109 109 110 1.10| 112 112 112 112
U.K. pound USD per GBP 1.22 144 132 130 122] 122 122 123 1241124 125 125 1.26
Swiss franc CHF per USD 0.99 09 098 097 101|101 101 101 1.00])] 1.00 1.00 1.00 1.00
Canadian dollar | CAD per USD 1.34 130 130 131 134 ] 134 134 133 133] 133 132 131 1.31
Australian dollar | USD per AUD 0.76 0.77 0.74 077 0.74| 072 072 0.73 074] 075 0.75 075 0.75
NZ dollar USD per NZD 0.72 069 071 073 067 | 065 064 064 064 | 064 064 064 0.64
Exchange rate to Euro
U.S. dollar USD per EUR 1.09 114 110 112 1.09] 109 109 110 1101 112 112 112 112
Japanese yen JPY per EUR 114 128 113 114 113 | 114 114 115 116 | 119 119 120 120
U.K. pound GBP per EUR 0.89 079 083 08 089 089 089 089 089 090 090 090 0.89
Swiss franc CHF per EUR 1.08 109 108 109 110 110 110 111 110| 112 112 112 112
Canadian dollar | CAD per EUR 1.46 148 144 147 146 146 146 146 146 149 148 147 1.46
Australian dollar | AUD per EUR 1.43 148 148 147 147 | 151 151 150 149 149 149 149 149
NZ dollar NZD per EUR 1.52 165 155 154 163|168 170 171 172|175 175 175 1.75
Exchange rate to Japanese yen
U.S. dollar JPY per USD 105 112 103 101 104 | 105 105 105 106 | 106 107 107 108
Euro JPY per EUR 114 128 113 114 113 | 114 114 115 116 | 119 119 120 120
U.K. pound JPY per GBP 128 162 136 132 127 | 128 128 129 130 | 131 133 134 135
Swiss franc JPY per CHF 105.2 | 117.3 105.0 104.4 103.0| 104.0 104.0 104.0 105.5| 106.0 106.5 107.0 107.5
Canadian dollar | JPY per CAD 78.1 86.7 79.0 772 776 | 784 784 789 793 | 79.7 80.7 817 824
Australian dollar | JPY per AUD 79.9 86.3 764 776 770 756 756 76.7 781 )] 795 799 803 80.6
NZ dollar JPY per NZD 74.7 779 732 738 69.7]| 683 672 672 675)] 678 682 685 68.8

F: Forecast by TD Economics, October 2016; Forecasts are end-of-period; Source: Federal Reserve, Bloomberg.

GLOBAL STOCK MARKETS

Price 30-Day YTD| 52-Week| 52-Week

Oct-26 | % Chg.| % Chg. High Low
S&P 500 2,139 -1.2 3.9 2,190 1,829
DAX 10,710 0.8 9.2 11,382 8,753
FTSE 100 6,958 0.7 6.0 7,098 5,637
Nikkei 17,392 3.8 -0.3| 20,012 | 14,952
MSCI AC World Index 414 -1.5 -0.8 424 353
*Weighted equity index including both developing and emerging markets.
Source: Bloomberg
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COMMODITY PRICE OUTLOOK

Price |52-Week|52-Week 2016 2017 2018

Oct-26 High Low Q1 Q2 Q3 Q4F [ QIF Q2F Q3F Q4F | Q1F Q2F Q3F Q4F
Crude Oil (WTI, $US/bbl) 49 52 26 33 45 45 50 52 52 55 55 56 56 57 57
Natural Gas ($US/MMBtu) 2.68 3.22 1.49 197 213 285 290| 310 3.15 325 325|330 330 330 3.30
Gold ($US/troy oz.) 1267 1366 1051 1182 1259 1335 1325 1300 1300 1290 1290 1300 1300 1350 1350
Silver (US$/troy oz.) 17.6 20.6 13.7 149 168 196 19.0| 185 185 180 180 185 185 195 195
Copper (cents/Ib) 214 236 196 212 215 216 219 | 220 221 226 227 | 230 230 235 235
Nickel (US$/Ib) 4.64 4.93 3.45 3.86 4.00 465 455|425 425 450 450|450 450 5.00 5.00
Aluminum (Cents/Ib) 76 77 65 69 71 73 72 74 74 76 76 78 78 78 78
Wheat ($US/bu)* 5.86 7.95 5.58 589 6.06 573 6.25]|6.20 6.20 6.25 6.30| 6.30 6.35 6.40 6.50
F: Forecast by TD Economics, October 2016; Forecasts are period averages; E: Estimate. Source: Bloomberg, USDA (Haver).

INTERNATIONAL INTEREST RATE OUTLOOK
Spot Rate 2016 2017 2018

Oct-26 Q1 Q2 Q3 Q4F | Q1IF Q2F Q3F Q4F | Q1F Q2F Q3F Q4F
Germany
ECB Deposit Rate -0.40 -0.40 -040 -040 -0.50]-0.50 -0.50 -0.50 -0.50[-0.50 -0.50 -0.50 -0.50
3-mth T-Bill Rate -0.87 -0.59 -0.68 -0.80 -0.70]-0.70 -0.70 -0.70 -0.70|-0.70 -0.70 -0.70 -0.70
2-yr Govt. Bond Yield -0.64 -0.52 -0.66 -0.68 -0.60|-0.55 -0.50 -0.45 -0.40[-0.35 -0.30 -0.25 -0.20
5-yr Govt. Bond Yield -0.44 -0.33 -0.57 -0.58 -045]|-0.45 -040 -040 -0.35|-0.30 -0.25 -0.20 -0.15
10-yr Govt. Bond Yield 0.09 0.15 -0.13 -0.12 0.10| 010 0.10 0.15 0.15| 020 0.25 0.30 0.35
30-yr Govt. Bond Yield 0.72 084 083 0.78 070|070 0.70 070 0.75| 0.75 080 0.80 0.85
10-yr-2-yr Govt Spread 0.72 067 053 056 0.70] 065 060 060 055|055 055 055 0.55
United Kingdom
Bank Rate 0.25 050 050 025 0.05]0.05 005 005 005|005 0.05 0.05 0.05
3-mth T-Bill Rate 0.30 051 046 032 0.10] 0.10 0.10 0.10 0.10{| 010 0.10 0.10 0.10
2-yr Govt. Bond Yield 0.27 044 010 0.10 0.20] 020 020 0.20 0.20| 0.25 0.25 0.30 0.30
5-yr Govt. Bond Yield 0.54 084 035 022 050|055 060 065 070|075 0.80 0.85 0.90
10-yr Govt. Bond Yield 1.15 142 087 075 115|120 125 130 135|140 145 150 1.55
30-yr Govt. Bond Yield 1.79 229 170 149 180|180 180 180 180|185 185 1.85 1.85
10-yr-2-yr Govt Spread 0.88 098 077 064 095|100 105 110 115|115 120 1.20 1.25
Australia
Cash Target Rate 1.50 1.75 175 150 150|150 150 150 150|175 175 175 2.00
3-mth T-Bill Rate 1.60 204 169 153 175|175 175 175 175|200 200 200 225
3-yr Govt. Bond Yield 1.73 190 155 152 175|175 175 175 2.00]| 2.00 2.00 225 225
5-yr Govt. Bond Yield 1.94 209 165 160 200|200 200 200 225|225 225 250 250
10-yr Govt. Bond Yield 2.27 249 198 191 230230 230 230 255|255 255 280 2.80
10-yr-3-yr Govt Spread 0.53 059 043 039 055055 055 055 055|055 055 055 0.55
F: Forecast by TD Securities, October 2016; Forecasts are end-of-period; Source: Bloomberg.
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This report is provided by TD Economics. It is for informational and educational purposes only as of the date of writing, and may not be
appropriate for other purposes. The views and opinions expressed may change at any time based on market or other conditions and
may not come to pass. This material is not intended to be relied upon as investment advice or recommendations, does not constitute a
solicitation to buy or sell securities and should not be considered specific legal, investment or tax advice. The report does not provide
material information about the business and affairs of TD Bank Group and the members of TD Economics are not spokespersons for TD
Bank Group with respect to its business and affairs. The information contained in this report has been drawn from sources believed to
be reliable, but is not guaranteed to be accurate or complete. This report contains economic analysis and views, including about future
economic and financial markets performance. These are based on certain assumptions and other factors, and are subject to inherent
risks and uncertainties. The actual outcome may be materially different. The Toronto-Dominion Bank and its affiliates and related entities
that comprise the TD Bank Group are not liable for any errors or omissions in the information, analysis or views contained in this report,
or for any loss or damage suffered.
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