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Lowering our 10y Gilt yield forecasts

10y Gilt yield now seen at 1.10% end 2017, 1.35% end 2018

Since late January 2017, 10y Gilt yields have fallen by over 40bp. In the process, they
have outperformed equivalent maturity US Treasuries by around 15bp, and German
Bunds by 30bp. When we last published yield forecasts in November 2016, we
deliberately set them below forwards, as our expectations for the UK economy were
more pessimistic than the consensus, meaning we perceived a higher likelihood of
additional QE over the course of our forecast horizon to the end of 2018.

The rally has taken both current and forward yields below our previous targets
In our November 2016 forecasts, we predicted that 10y Gilt yields would fall from
1.40% to 1.20% by the end of Q1 2017, before slowly climbing to end 2017 back at
1.40%, and 2018 at 1.65%. At the time, forward yields for the end of this year and
next were at 1.54% and 1.70% respectively. They are currently at 1.20% and 1.44%,
meaning that without any material alleviation of our concerns for the UK economic
outlook, our forecasts have swung from being bullish relative to forwards to being
bearish. This does not fit with our underlying narrative, and has precipitated this
forecast revision.

Targets for cross market outperformance have been reached, or exceeded

Our concerns for the UK economic outlook were both absolute and relative compared
to other major economies, and our 10y forecasts captured this by anticipating cross
market outperformance. We expected the spread against 10y Treasuries to widen from
-84bp to -100bp by the end of 2017, and against 10y Bunds to narrow from +110bp
to +70bp. The first of these targets has already been exceeded, with 10y Gilts currently
-116bp v Treasuries, and the second has been reached.

Onset of the real earnings squeeze, and path to EU exit, reinforce UK concerns
We identified two key factors as the expected catalysts of a worsening UK economic
performance. The first was intensifying pressure on the consumer generated by a
combination of accelerating inflation and anaemic wages, and since we published our
previous forecasts the former (CPI y/y) has accelerated from +0.9% to +2.7% while the
latter (whole economy average earnings 3m / y/y) is unchanged at +2.4%. The second
was gradual but persistent cooling of investment activity as companies became
increasingly focused on the date of the EU exit, which will remain a time of intense
uncertainty until, and unless, a comprehensive transitional deal is struck between the
UK and the EU.

There are signs in recent data that these headwinds are starting to blow

While both the squeeze on real earnings and the EU exit process are in their early
stages, several indicators increasingly suggest a modest slowdown in some areas of
domestic demand is underway, and may intensify. Even after a better April, retail sales
growth is clearly slowing, consumer confidence is softening (especially in forward
looking sub-indices), the housing market is losing momentum, and longer term
investment plans are cooling, presumably due to the very elevated uncertainty about
the environment beyond March 2019. If these signs proliferate and intensify as we
expect they will, the market will gradually price in a strengthening possibility of
monetary easing and QE. That would cause front end yields to decline, and
conventional Gilts to outperform further against linkers, on asset swap, and cross
market.
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Lowering our 10y Gilt yield forecasts

Since late January, 10y Gilt yields have fallen by over 40bp. In the process, they
have outperformed equivalent maturity US Treasuries by 15bp, and German Bunds
by 30bp (Figure 1). When we last published yield forecasts in November 2016, we

10y Gilt yields, have fallen 40bp
since late January, outperforming
Treasuries and Bunds in the

deliberately set them below forwards, as our expectations for the UK economy,

process

were more pessimistic than the consensus, meaning we perceived a higher
likelihood of additional QE over our forecast horizon to the end of 2018. We
continue to expect downside risks to crystallise over the coming quarters, and our
UK GDP forecasts of 1.4% for 2017 and 0.7% are well below consensus

expectations.

We therefore still expect the implied probability of additional monetary easing and
a resumption of QE through Gilt purchases to increase as the data deteriorates.
This in turn has led us to lower our 10y Gilt yield forecasts, to 1.10% for the

We forecast 10y Gilt yields at
1.10% at the end of 2017, 1.35%
at the end of 2018

end of 2017 and 1.35% for the end of 2018. This re-establishes our bullish
stance relative to forwards (Figure 2), and on cross market valuations.

The rally has taken yields below our previous targets

In our November 2016 forecasts, we predicted that 10y Gilt yields would fall from
1.40% to 1.20% by the end of Q1 2017, before slowly climbing to end 2017 back
at 1.40%, and 2018 at 1.65%. At the time, forward yields for the end of this year
and next were at 1.54% and 1.70% respectively. They are currently at 1.20% and
1.44%, meaning that without any material alleviation of our concerns for the UK
economic outlook, our forecasts have swung from being bullish relative to
forwards to being bearish. This does not fit with our underlying narrative, and has

precipitated this forecast revision.

Figure 1: 10y Gilt yield (%), and cross market spread
history (bp), Jan 2016-May 2017
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Figure 2: 10y Gilt yield (%), Jan 2016-May 2017, with new
UBS forecasts and current forwards at end 2017 and 2018
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Targets for cross market outperformance reached, or exceeded

Our concerns for the UK economic outlook were both absolute and relative
compared to other major economies, and our 10y forecasts captured this by
forecasting cross market outperformance. We expected the spread against 10y

We have reached our year end
2017 target against Bunds, and
exceeded it against Treasuries

Treasuries to widen from -84bp to -100bp by the end of 2017 (Figure 3), and
against 10y Bunds to narrow from +110bp to +70bp (Figure 4). The first of these
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targets has already been exceeded, with 10y Gilts currently -116bp v Treasuries,
and the second has been reached.

Figure 3: 10y yield spread between Gilts and Treasuries Figure 4: 10y yield spread between Gilts and Bunds (bp),
(bp), Jan 2016-May 2017, with UBS Nov 2016 forecast Jan 2016-May 2017, with UBS Nov 2016 forecast
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Real earnings squeeze, and path to EU exit, reinforce UK concerns

We identified two key factors as the expected catalysts of a worsening UK  Real earnings squeeze and
economic performance. The first was intensifying pressure on the consumer cooling investment activity as EU
generated by a combination of accelerating inflation and anaemic wages, and exit process unfolds the expected
since we published our previous forecasts the former (CPI y/y) has accelerated from  catalysts of a persistent UK
+0.9% to +2.7% while the latter (whole economy average earnings 3m / y/y) is  economic slowdown

unchanged at +2.4% (Figure 5). The second was a gradual but persistent softening

of investment intentions and activity in the domestic private sector as uncertainty

surrounding the UK's exit from the EU, and the potentially radical changes to

terms of trade and other economic dynamics such as freedom of movement may —

or may not — change after the now-fixed exit date of 29t March 2019.

As the triggering of Article 50 of the Lisbon Treaty, which set in motion a two year
period for negotiation of exit terms before that exit occurs, did not happen until
more than nine months after the EU referendum, there was a significant delay
between the referendum itself and the actual departure of the UK from the EU
with its possible associated material changes to trading arrangements. Trade
weighted sterling, meanwhile, lost as much as 21% of its value between
November 2015 and October 2016 in the run-up to and initial aftermath of the
referendum, and the discrepancy in timing between the eventual date of exit from
the EU, and the sharp fall in sterling that reflected concerns about how this exit
would play out, gave companies a powerful tailwind to take advantage of.

However, as Figure 6 clearly shows, the impact this had on export optimism  Companies with long order books
differed dramatically between sectors with short order books, and those with long  are less confident, as their

order books. We believe the latter are far less optimistic about the outlook because  investment plans straddle the
their investment plans straddle the end of the 2y exit process, and until there is a  date of the UK's exit from the EU
clear transitional deal in place — something we expect to occur only very late in the

2y process, if indeed a deal is possible at all — we expect ever more investment

projects to be delayed, postponed, scaled back or cancelled.
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Figure 5: UK CPI (% y/y), whole economy average
earnings (% 3m / y/y), and real earnings (average
earnings less CPl % y/y), Jan 2005-Apr 2017
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Figure 6: Sectoral UK industrial export optimism (standard
deviations from 20y average), split by normal length of
order books
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order book equal to over 12m of production

Signs in recent data that these headwinds are starting to blow

While both the squeeze on real earnings and the EU exit process are in their early
stages, several indicators increasingly suggest a modest slowdown in some areas of
domestic demand is underway, and may intensify. Even after a better April, retail

We see signs of softening retail
sales, a weaker housing market,
and waning consumer confidence

sales growth is clearly slowing (Figure 7), the housing market is losing momentum
(Figure 8), consumer confidence is softening (especially in forward looking sub-
indices (Figure 9, Figure 10)), and longer term investment plans are cooling (as
shown in Figure 6), presumably due to the very elevated uncertainty about the
environment beyond March 2019. If these signs proliferate and intensify as we
expect they will, the market will gradually price in a strengthening possibility of
monetary easing and QE. That would cause front end yields to decline, and
conventional Gilts to outperform against linkers, on asset swap, and cross market.

Figure 7: UK headline retail sales (% y/y) and 6m moving
average, Jan 2005-Apr 2017

Figure 8: Change in house prices (% y/y), Jan 2005-Apr
2017
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Figure 9: Consumer confidence — headline index (and 12m
moving average), Jan 2000-Apr 2017
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Valuation Method and Risk Statement

Figure 10: Consumer confidence — economic outlook next
12m (and 12m moving average), Jan 2000-Apr 2017
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Risks of multi-asset investing include but are not limited to market risk, credit risk,
interest rate risk, and foreign exchange risk. Correlations of returns among
different asset classes may deviate from historical patterns. Geopolitical events and
policy shocks pose risks that can reduce asset returns. Valuations may be adversely
affected during times of high market volatility, thin liquidity, and economic

dislocation.
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hold financial investments higher than R$300,000.00 and that confirm the status of qualified investors in written, (v) investment funds, (vi) securities portfolio managers
and securities consultants duly authorized by Comissdo de Valores Mobilidrios (CVM), regarding their own investments, and (vii) social security systems created by the
Federal Government, States, and Municipalities. Hong Kong: Distributed by UBS Securities Asia Limited and/or UBS AG, Hong Kong Branch. Singapore: Distributed by
UBS Securities Pte. Ltd. [MCI (P) 007/09/2016 and Co. Reg. No.: 198500648C] or UBS AG, Singapore Branch. Please contact UBS Securities Pte. Ltd., an exempt financial
adviser under the Singapore Financial Advisers Act (Cap. 110); or UBS AG, Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act
(Cap. 110) and a wholesale bank licensed under the Singapore Banking Act (Cap. 19) regulated by the Monetary Authority of Singapore, in respect of any matters
arising from, or in connection with, the analysis or document. The recipients of this document represent and warrant that they are accredited and institutional investors
as defined in the Securities and Futures Act (Cap. 289). Japan: Distributed by UBS Securities Japan Co., Ltd. to professional investors (except as otherwise permitted).
Where this document has been prepared by UBS Securities Japan Co., Ltd., UBS Securities Japan Co., Ltd. is the author, publisher and distributor of the document.
Distributed by UBS AG, Tokyo Branch to Professional Investors (except as otherwise permitted) in relation to foreign exchange and other banking businesses when
relevant. Australia: Clients of UBS AG: Distributed by UBS AG (ABN 47 088 129 613 and holder of Australian Financial Services License No. 231087). Clients of UBS
Securities Australia Ltd: Distributed by UBS Securities Australia Ltd (ABN 62 008 586 481 and holder of Australian Financial Services License No. 231098). This Document
contains general information and/or general advice only and does not constitute personal financial product advice. As such, the Information in this document has been
prepared without taking into account any investor’s objectives, financial situation or needs, and investors should, before acting on the Information, consider the
appropriateness of the Information, having regard to their objectives, financial situation and needs. If the Information contained in this document relates to the
acquisition, or potential acquisition of a particular financial product by a ‘Retail’ client as defined by section 761G of the Corporations Act 2001 where a Product
Disclosure Statement would be required, the retail client should obtain and consider the Product Disclosure Statement relating to the product before making any
decision about whether to acquire the product. The UBS Securities Australia Limited Financial Services Guide is available at: www.ubs.com/ecs-research-fsg. New
Zealand: Distributed by UBS New Zealand Ltd. UBS New Zealand Ltd is not a registered bank in New Zealand. You are being provided with this UBS publication or
material because you have indicated to UBS that you are a “wholesale client” within the meaning of section 5C of the Financial Advisers Act 2008 of New Zealand
(Permitted Client). This publication or material is not intended for clients who are not Permitted Clients (non-permitted Clients). If you are a non-permitted Client you
must not rely on this publication or material. If despite this warning you nevertheless rely on this publication or material, you hereby (i) acknowledge that you may not
rely on the content of this publication or material and that any recommendations or opinions in such this publication or material are not made or provided to you, and
(i) to the maximum extent permitted by law (a) indemnify UBS and its associates or related entities (and their respective Directors, officers, agents and Advisors) (each a
‘Relevant Person’) for any loss, damage, liability or claim any of them may incur or suffer as a result of, or in connection with, your unauthorised reliance on this
publication or material and (b) waive any rights or remedies you may have against any Relevant Person for (or in respect of) any loss, damage, liability or claim you may
incur or suffer as a result of, or in connection with, your unauthorised reliance on this publication or material. Korea: Distributed in Korea by UBS Securities Pte. Ltd.,
Seoul Branch. This document may have been edited or contributed to from time to time by affiliates of UBS Securities Pte. Ltd., Seoul Branch. Malaysia: This material is
authorized to be distributed in Malaysia by UBS Securities Malaysia Sdn. Bhd (Capital Markets Services License No.: CMSL/A0063/2007). This material is intended for
professional/institutional clients only and not for distribution to any retail clients. India: Distributed by UBS Securities India Private Ltd. (Corporate Identity Number
U67120MH1996PTC097299) 2/F, 2 North Avenue, Maker Maxity, Bandra Kurla Complex, Bandra (East), Mumbai (India) 400051. Phone: +912261556000. It provides
brokerage services bearing SEBI Registration Numbers: NSE (Capital Market Segment): INB230951431, NSE (F&O Segment) INF230951431, NSE (Currency Derivatives
Segment) INE230951431, BSE (Capital Market Segment) INBO10951437; merchant banking services bearing SEBI Registration Number: INM000010809 and Research
Analyst services bearing SEBI Registration Number: INHO00001204. UBS AG, its affiliates or subsidiaries may have debt holdings or positions in the subject Indian
company/companies. Within the past 12 months, UBS AG, its affiliates or subsidiaries may have received compensation for non-investment banking securities-related
services and/or non-securities services from the subject Indian company/companies. The subject company/companies may have been a client/clients of UBS AG, its
affiliates or subsidiaries during the 12 months preceding the date of distribution of the research report with respect to investment banking and/or non-investment
banking securities-related services and/or non-securities services. With regard to information on associates, please refer to the Annual Report at:
http://www.ubs.com/global/en/about ubs/investor relations/annualreporting.html

The disclosures contained in research documents produced by UBS Limited shall be governed by and construed in accordance with English law.

UBS specifically prohibits the redistribution of this document in whole or in part without the written permission of UBS and UBS accepts no liability whatsoever for the
actions of third parties in this respect. Images may depict objects or elements that are protected by third party copyright, trademarks and other intellectual property
rights. © UBS 2017. The key symbol and UBS are among the registered and unregistered trademarks of UBS. All rights reserved.
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