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The BNY Mellon-commissioned report on policy and the
search for yield ‘Policy: the Road to perdition or salvation’
highlights the difficult environment investors face. Volatility,
policy interference, political risk and an abnormal return
environment all lead to the question of where and how
investors will find yield opportunities. The independent
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e Theintroduction of fiscal schemes will be different for each country, and
central banks’ response will also be varied. As a result, the bond market
reaction will likely be diverse.
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e The addition of fiscal stimulus to the mix of options from the authorities

Sl has introduced a potential negative for bond markets.

e Expect a great deal of volatility in government bonds in the early part
of 2017, followed by a decline in yields later in the year as the global
economy starts to lose momentum.
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The consequences of relentless borrowing

To answer the question, we should analyse how we
arrived at this point, and see if the circumstances that
got us here are going to change.

From the high-inflation peaks of the 1970s and 1980s,
bond yields have come down. They haven’t fallen in

a straight line and there have been a few tantrums
along the way but the decline in yields over the past
35 years has been a significant bull market trend.

The move by central banks to kill high inflation,

which was spearheaded by chairman Paul Volcker’s
Federal Reserve, brought about a reduction in inflation
expectations, undermined the power of unions and
allowed interest rates to fall.

One of the consequences of this benign environment
has been the relentless growth of borrowing. After

all, if borrowing rates are low and declining, why not
borrow as much as you can? Consumers, companies
and governments have all joined in and now the world
is awash with debt — US$152 trillion of it, according to
a recent International Monetary Fund study." Declining
returns on capital (as measured by the cost of capital)
spurred on increased borrowing and the occasional
spectacular asset blow-up. An example of this are the
Latin American debt crisis of the 1980s, while housing
bubbles have brought about the necessary response
from the authorities to act by loosening monetary
policy — thereby restarting the relentless decline in
interest rates.

Policy approaches

This constant imperative to support indebted markets
hasn’t allowed capacity to be removed; nor has

it reduced debt, although it has made debt more
sustainable (as interest rates have been reduced).
Politicians and their central bankers are unable to
break this cycle. Defaulting on debt or causing mass
unemployment is not a vote winner, and the rise of
populism makes it increasingly unlikely that the
authorities will change direction in the near term.

So when does this cycle to ever-lower yields end?

If loosening monetary policy is the only tool being
used, then it could come to an end when the policy
becomes counterproductive. The move to negative
rates, and the crowding out of investors from the
bond markets, suggests we may be reaching that
point. Given the inherent self-survival characteristics
of politicians, it looks like they want to try a different
tack — fiscal stimulus.

1 https://www.imf.org/external/pubs/ft/fm/2016/02/pdf/fm1602.pdf

Tax cuts and the loosening of the relentless increase
in regulations could reignite some of the ‘animal
spirits’ that have been lacking since the financial
crisis. Economic growth could be supported and
investment reignited with government investment

in infrastructure. As a result, government debt
would increase, but this would be funded by the
central banks, who print money to pay for the debt.
Everybody wins.

Hold on though, if growth is picking up, won’t this
ignite the latent inflationary trends that are just below
the surface? Won’t we then get the bear market in
bonds some have been anticipating?

Possibly, but given very high debt levels authorities
may be tempted to try and lock bond yields at low
levels. This has happened before, and has started
again. The Bank of Japan’s recent change in strategy
is reminiscent of the US in the 1940/50s, which
locked in the US 10-year borrowing rate at the same
time as it helped Europe and Japan rebuild following
the WWII through subsidised borrowing (the Marshall
plan). Many in the US harp back with some nostalgia
to that era when investment in highways and other
transport infrastructure brought about significant
increases in output.
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The consequences of relentless borrowing

There are a number of issues with this type of
approach. First of all, are governments good at
leading investment trends? The current idea may be
to invest in existing transport infrastructure (owing
to its poor maintenance) when, actually, building
electric charging stations and improving grids and
electricity production may be better as we shift
towards electric cars.

Fiscal repercussions

Another issue could be that not all populations will
respond to an increase in government spending
positively. In Japan, for instance, there have been 42
fiscal programmes since the economic peak in 1989,
but each time there has been a temporary pickup in
activity before the consumer has decided to increase
savings and the economy has fallen back.

Finally, if many governments try this at the same time,
it will cause a global increase in capacity and inflation
won’t necessarily rise.

However, this is a significant change from the
predominantly loose monetary/tight fiscal policy that
has been in place since the global financial crisis, and
as such we expect it to have a significant impact on
bond yields. The short-term expectation that this will
lead to higher inflation could cause yields to rise but
in some countries this will be offset by central-bank
buying (aimed at keeping a lid on borrowing costs).

It is easy to see that the fiscal schemes will be
different for each country, and that central banks’
response will also be varied. As a result, the bond
market reaction is also likely to be diverse.

How can investors cope with this significant change

in prospects for bond markets? First of all, adjusting
interest-rate exposure when yields are expected to
rise, and diversifying into other countries which are
not subject to falling bond markets, is going to be more
important than ever.

Without doubt, the addition of fiscal stimulus to the
mix of options from the authorities has introduced a
potential negative for bond markets. The concern that
such stimulus won’t be effective could be irrelevant
if the authorities believe it is the solution and just
keep applying it until it works. The result could be
inflation (the nemesis of bond markets) if it works,
but increasing debt loads if it doesn’t. Ultimately
bond yields can’t rise too far in an environment of
high debt, and we would expect the authorities to cap
government bond yields if they do.

How to cope with this significant change in
prospects for bond markets

We expect a great deal of volatility in government
bonds in the early part of 2017, followed by a decline
inyields later in the year as the economy starts to lose
momentum.

Investors’ inflationary concerns could rise and it is our
conviction that bond investors will need to be more
inventive.

The following are seven ideas we feel could be useful
this year.

1. US Treasury Inflation-Protected Securities
(TIPS)

When long-term inflation expectations drop, these
securities start to offer value. This occurred at the
beginning of 2016, when the falling oil price was
expected to push headline inflation to very low levels.
Once the oil price had stabilised, we concluded that
it could continue in a well-defined, but low, range for
some time. This would mean that the year-on-year
inflation rate would start to rise once more (as the
previous years’ falls dropped out of the calculation).

Also, as it became clear to us at the beginning of
2016 that monetary policy was reaching its limit, we
began to anticipate a shift towards fiscal stimulus,
which could be interpreted by the market as more
inflationary.

2.Look to countries where rates could be cut
and where there is unlikely to be a fiscal
programme

If a country is still looking to keep rates low, or even
cut them further, and does not need to resort to a
combination of fiscal and monetary stimulus, bull-
market trends may be maintained. Both Australia and
New Zealand fit into this category.

3. Cross-currency positions

After a prolonged period of easy money, and then

a collapse in the main export of several countries,
there are bound to be national differences. If you
add in the inevitable political uncertainty, there is
scope for significant divergence in the performance
of individual currencies. For example, there are
concerns about the political and economic stability
of the European Union and countries such as South
Korea. On the other hand, the relative value of
currencies such as the Australian dollar and Swedish
krona could be attractive if rates are no longer being
cut and commodity prices are rising.
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4. Targeting companies that could benefit from
anincrease in infrastructure spending and tax
changes

Investing in the relative performance of companies
that are able to increase profits from the extra money
that could be put into various infrastructure plans
seems a sensible thing to do. Companies that benefit
directly, such as cement companies, or perhaps
indirectly, such as utilities, can be used to gain
exposure to this changing trend in spending.

Existing infrastructure companies, which could

gain extra capital, could also be attractive from this
perspective.

5.Yield-curve positioning

As some countries move towards a mixture of loose
fiscal and monetary policy, the corresponding rise in

inflation expectations should tend to make the longer
end much more volatile, while the front end is likely to
be locked by the maintenance of low short rates.

6. Floating rate notes

In some countries, short-term interest rates will rise.
Floating rate notes have coupons that are directly
linked to cash rates, and therefore their income return
will rise as well.

7.Bank bonds

History suggests, steeper yield curves and fewer
regulations, plus a better economic growth outlook,
should help the profitability of banks and their bonds.
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IMPORTANT INFORMATION

BNY Mellon Investment Management is an investment management organization, encompassing BNY Mellon’s affiliated investment
management firms, wealth management organization and global distribution companies. BNY Mellon is the corporate brand of The Bank
of New York Mellon Corporation and may also be used as a generic term to reference the Corporation as a whole or its various subsidiaries
generally. This information is not investment advice, though may be deemed a financial promotion in non-U.S. jurisdictions. Accordingly, where
used or distributed in any non-U.S. jurisdiction, the information provided is for Professional Clients only. This information is not for onward
distribution to, or to be relied upon by Retail Clients. For marketing purposes only. Any statements and opinions expressed are as at the date
of publication, are subject to change as economic and market conditions dictate, and do not necessarily represent the views of BNY Mellon or
any of its affiliates. The information has been provided as a general market commentary only and does not constitute legal, tax, accounting,
other professional counsel or investment advice, is not predictive of future performance, and should not be construed as an offer to sell or a
solicitation to buy any security or make an offer where otherwise unlawful.

The information has been provided without taking into account the investment objective, financial situation or needs of any particular person.
BNY Mellon and its affiliates are not responsible for any subsequent investment advice given based on the information supplied. This is not
investment research or a research recommendation for regulatory purposes as it does not constitute substantive research or analysis. To the
extent that these materials contain statements about future performance, such statements are forward looking and are subject to a number
of risks and uncertainties. Information and opinions presented have been obtained or derived from sources which BNY Mellon believed to be
reliable, but BNY Mellon makes no representation to its accuracy and completeness.

BNY Mellon accepts no liability for loss arising from use of this material. If nothing is indicated to the contrary, all figures are unaudited. Any
indication of past performance is not a guide to future performance. The value of investments can fall as well as rise, so investors may get back
less than originally invested. Not for distribution to, or use by, any person or entity in any jurisdiction or country in which such distribution or
use would be contrary to local law or regulation. This information may not be distributed or used for the purpose of offers or solicitations in any
jurisdiction or in any circumstances in which such offers or solicitations are unlawful or not authorized, or where there would be, by virtue of
such distribution, new or additional registration requirements. Persons into whose possession this information comes are required to inform
themselves about and to observe any restrictions that apply to the distribution of this information in their jurisdiction. The investment products
and services mentioned here are not insured by the FDIC (or any other state or federal agency), are not deposits of or guaranteed by any bank,
and may lose value.

This information should not be published in hard copy, electronic form, via the web or in any other medium accessible to the public, unless
authorized by BNY Mellon Investment Management.

Issuing entities

This information is approved for Global distribution and is issued in the following jurisdictions by the named local entities or divisions: Europe,
Middle East, Africa and Latin America (excl. Switzerland, Brazil, Dubai): BNY Mellon Investment Management EMEA Limited, BNY Mellon Centre,
160 Queen Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorised and regulated by the Financial Conduct Authority.
« Switzerland: Issued by BNY Mellon Investments Switzerland GmbH, Talacker 29, CH-8001 Zurich, Switzerland. Authorised and regulated by
the FINMA. « Dubai, United Arab Emirates: Dubai branch of The Bank of New York Mellon, which is regulated by the Dubai Financial Services
Authority. This material is intended for Professional Clients only and no other person should act upon it.s Singapore: BNY Mellon Investment
Management Singapore Pte. Limited Co. Reg. 201230427E. Regulated by the Monetary Authority of Singapore. « Hong Kong: BNY Mellon
Investment Management Hong Kong Limited. Regulated by the Hong Kong Securities and Futures Commission. « Japan: BNY Mellon Asset
Management Japan Limited. BNY Mellon Asset Management Japan Limited is a Financial Instruments Business Operator with license no 406
(Kinsho) at the Commissioner of Kanto Local Finance Bureau and is a Member of the Investment Trusts Association,Japan and Japan Securities
Investment Advisers Association. « Australia: BNY Mellon Investment Management Australia Ltd (ABN 56 102 482 815, AFS License No. 227865).
Authorized and regulated by the Australian Securities & Investments Commission. « United States: BNY Mellon Investment Management.
Securities are offered through MBSC Securities Corporation, distributor, member FINRA and a broker-dealer within BNY Mellon Investment
Management. « Canada: Securities are offered through BNY Mellon Asset Management Canada Ltd., registered as a Portfolio Manager and
Exempt Market Dealer in all provinces and territories of Canada, and as an Investment Fund Manager and Commodity Trading Manager in
Ontario. « Brazil: this document is issued by ARX Investimentos Ltda., Av. Borges de Medeiros, 633, 4th floor, Rio de Janeiro, RJ, Brazil, CEP
22430-041. Authorized and regulated by the Brazilian Securities and Exchange Commission (CVM). The issuing entities above are BNY Mellon
entities ultimately owned by The Bank of New York Mellon Corporation.

BNY Mellon Company information

Investment Managers are appointed by BNY Mellon Investment Management EMEA Limited (BNYMIM EMEA) or affiliated fund operating
companies to undertake portfolio management activities in relation to contracts for products and services entered into by clients with
BNYMIM EMEA or the BNY Mellon funds. BNY Mellon Cash Investment Strategies is a division of The Dreyfus Corporation. « Investment advisory
services in North America are provided through four different SEC-registered investment advisers using the brand Insight Investment: Cutwater
Asset Management Corp, Cutwater Investor Services Corp, Pareto New York LLC and Pareto Investment Management Limited. The Insight
Investment Group includes Insight Investment Management (Global) Limited, Pareto Investment Management Limited, Insight Investment
Funds Management Limited, Cutwater Asset Management Corp and Cutwater Investor Services Corp. This information does not constitute
an offer to sell, or a solicitation of an offer to purchase, any of the firms’ services or funds to any U.S. investor, or where otherwise unlawful.
« BNY Mellon owns 90% of The Boston Company Asset Management, LLC and the remainder is owned by employees of the firm. « The Newton
Group (“Newton”) is comprised of the following affiliated companies: Newton Investment Management Limited, Newton Capital Management
Limited (NCM Ltd), Newton Capital Management LLC (NCM LLC), NCM LLC personnel are supervised persons of NCM Ltd and NCM LLC does not
provide investment advice, all of which is conducted by NCM Ltd. Only NCM LLC and NCM Ltd offer services in the U.S. « BNY Mellon owns a
20% interest in Siguler Guff & Company, LP and certain related entities (including Siguler Guff Advisers LLC). T6379 02/17.
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