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U.S. Labor Market Shows Both Growth and Growth
Potential: Is Fed Policy Now a Pro-Cyclical Risk?

World Recoils from Fed Chair Yellen’s Outstretched Hand

World financial markets seem to be in a state of confusion after strong economic data suggested a hopeful
outlook for world growth just after key central bankers reminded markets of their dependence on easy

monetary policy. U.S. data, in particular, suggested a future economic peak could be more distant than we
have feared.

U.S. labor force growth may have reawakened after an unusual six-year period of weakness. However, this
suggests a higher “neutral” Fed funds rate over the long-term, even as near-term slack in labor markets is
more abundant. (The U.S. unemployment rate rose in March despite strong hiring.)

Fed Chair Yellen’s recent comments focused on downside risks and the role that reduced U.S. monetary
policy tightening expectations have played in stabilizing world financial markets. We are concerned that the
asymmetric bias to U.S. policy may foster financial risks that will only be evident in time. These include
sustaining financial imbalances abroad that U.S. policy accommodates.

Despite our long-term concerns, the latest data suggests there’s more room for economic optimism near-
term.

On one count, U.S. economic data seem to be proving Fed Chair Yellen right: After six years of above-trend gains
in hiring, coupled with a strangely morbid labor force, U.S. job seekers are finally returning. If the trend of the past

2).

six months persists, a more enduring and possibly stronger U.S. economic expansion could result (see figures 1-

Figure 1. U.S. Labor Force and Employment Growth Figure 2. Prime Age Labor Force Participation
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Source: Haver Analytics as of April 1, 2016.

Sources: Haver Analytics as of April 1, 2016. Note: Prime age is 25-54.
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In recent years, we have highlighted the sharp decline in U.S. unemployment as driven in part by an unusually poor
growth rate of the prime-aged labor force. Lasting expansions require growth in resources, not just greater use of
existing resources. Six years of improving labor demand seemed too long a wait for a sudden reawakening. We
may have been wrong after all.

Significant demographic constraints on U.S. employment still loom ahead. The 215,000 rise in hiring just reported
in March leaves the trend of job gains above the growth rate of the total U.S. adult population — centenarians
included. This can’t be sustained forever. The well of discouraged, sidelined job seekers is also not infinite. Yet
we have to again acknowledge this long-awaited supply-side improvement in the U.S. outlook, or at least tentative
signs of it (please see our latest Quadrant March 21, 2016: Seek Compensation for Volatility). While faster labor
supply growth can generate faster demand growth, it might also mean a future U.S. economic peak is further off
than we feared.

In Search of “Neutral”

The growth rate of the labor force and productivity dictate the long-run growth rate that an economy can sustain.
This “potential growth rate” of an economy is linked to the “neutral” real interest rate.

As Fed Chair Yellen describes the neutral rate: “the level of the real federal funds rate that would be neither
expansionary nor contractionary if the economy was operating near its potential.”

In recent Federal Reserve communications, this neutral rate was described as “near zero” at the moment, but likely
to rise over time as all sorts of arguable headwinds dissipate. By the Fed’s favored inflation measure, this would
mean a nominal Fed funds rate now near 1.7% would be “neutral.” Meanwhile, the median forecast of Federal
Open Market Committee members for the long-term “normal” Fed funds rate is even higher, 3.3%.

Our question is, if the Fed funds rate is now appropriate at 0.375%, what sort of economic paradise would we have
to ascend to for the rate to reach 3.3%7? While new signs of U.S. growth slack weigh against any near-term
concerns, we have to wonder if the Fed’s highly accommodative monetary policy has moved from a counter-cyclical
one to a pro-cyclical risk. This is particularly the case when the Fed seems so concerned about its impact outside
the U.S. Events of the past two decades suggest that delaying U.S. monetary policy adjustments can ultimately add
to macro-level financial risks. Some previously untested risks might also arise as central banks actively seek to
boost inflation over time.

Confusion Over Fed Resumes in World Markets

With strong data reported in both the U.S. today and a good sample of other economies (most national
manufacturing purchasing managers reports rose), world financial markets seem to be in a state of confusion trying
to digest the Federal Reserve’s new policy path. Almost across the board, financial markets weakened on strong
data today. We are inclined to think this relationship is temporary. However, Fed Chair Yellen’s latest, highly
cautious remarks on the path of U.S. interest rates appears to have refocused market attention on monetary policy
rather than growth fundamentals.

Wasn't the Rising Dollar a Problem?

The U.S. dollar’'s powerful rally over the past two years has proven to be a major complication for world
policymakers seeking a smooth transition away from the crisis years (see figure 3). It has impacted on the funding
costs and debt burdens of external borrowers in U.S. dollars. It has increased the economic and financial
vulnerabilities of China, which has long pegged it's currency to the U.S. dollar to some degree. It has contributed to
the commaodity price collapse and subsequent economic weakness of petroleum exporters.

With all this in mind, world markets seem quite tentative on the remarkably dovish view expressed March 29 by Fed
Chair Yellen which has sunk the U.S. dollar. As she noted: “To the extent that recent financial market turbulence
signals an increased chance of a further slowing of growth abroad, oil prices could resume falling, and the dollar
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could start rising again. And if foreign developments were to adversely affect the U.S. economy by more than |
expect, then the pace of labor market improvement would probably be slower.”

“Given the risks to the outlook, | consider it appropriate for the (Federal Open Market Committee) to proceed
cautiously in adjusting policy...if the expansion was to falter or if inflation was to remain stubbornly low, the FOMC
would be able to provide only a modest degree of additional stimulus...”

Notably, Fed Chair Yellen expressed concerns that inflation expectations have become “unanchored” and too low
(see figure 4). As she says, “Unfortunately, the stability of longer-run inflation expectations cannot be taken for
granted.” This comment seemed to suggest the Fed will seek to actively boost trend inflation rather than assume it
will rise back to the (oh so precise) 2% target that comprises the Fed’s base case assumption. Suddenly, we can’t
quite argue with the confusion.

Figure 3. Trade-Weighted Nominal U.S. Dollar vs Majors Figure 4. Bond Market Expected Inflation Rate 5-Yrs Hence
vs Surveyed Consumer Inflation Expectations 5-Yrs Hence
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Source: Haver Analytics as of April 1, 2016. Note: Countries whose currencies Sources: Haver Analytics as of April 1, 2016.
are included in the major currencies are the Euro Area, Canada, Japan, United

Kingdom, Switzerland, Australia, and Sweden. The Euro Area includes

Germany, France, Italy, Netherlands, Belgium/Luxembourg, Ireland, Spain,

Austria, Finland, Portugal & Greece.

Our Takeaway:

We suspect Yellen’s comments were aimed at broadening global growth support when, at least at some points
previously, central banks were playing a zero-sum game of currency depreciation. We are concerned, however,
that the asymmetric bias to U.S. policy may foster financial risks that will only be evident in time. These include
fostering financial imbalances abroad.

Fed Chair Yellen — and other central bankers around the world — made statements and took steps to remind
markets of our dependence on them. Despite our long-term policy concerns, fortunately, the latest data suggests
there’s more room for economic optimism near-term.
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In any instance where distribution of this communication (“Communication”) is subject to the rules of the U.S. Commodity Futures Trading
Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives transaction under U.S. CFTC
Regulations 88 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.

This communication is prepared by Citi Private Bank, a business of Citigroup, Inc. (“Citigroup”), which provides its clients access to a broad array of
products and services available through Citigroup, its bank and non-bank affiliates worldwide (collectively, “Citi”). Not all products and services are
provided by all affiliates, or are available at all locations. Citi Private Bank personnel are not research analysts, and the information in this
communication is not intended to constitute “research”, as that term is defined by applicable regulations.

All views, opinions and estimates expressed in this communication (i) may change without notice, and (ii) may differ from those views, opinions and
estimates held or expressed by Citigroup or other Citigroup personnel. Recipients of this communication should obtain advice based on their individual
circumstances from their own tax, financial, legal and other advisors before making an investment decision, and only make such decisions on the basis
of the investor’s own objectives, experience and resources.

The investor must ascertain if they are suitable for each investment strategy based on their unique investment objectives and risk tolerances.
Strategies discussed herein may have eligibility requirements that must be met prior to investing. Each investor should carefully view the risks
associated with an investment and make a determination based upon the investor’s own particular circumstances, that the investment is consistent
with the investor’s objective. Strategies described herein involve risk and may not perform as described.

Citi Private Bank is a business of Citigroup Inc. (“Citigroup”), which provides its clients access to a broad array of products and services available
through bank and non-bank affiliates of Citigroup. Not all products and services are provided by all affiliates or are available at all locations. Neither
Citigroup nor its affiliates provide tax or legal advice. In the US, brokerage products and services are provided by Citigroup Global Markets Inc.
(“CGMI”), member SIPC. Accounts carried by Pershing LLC, member FINRA, NYSE, SIPC. CGMI and Citibank, N.A. are affiliated companies under
the common control of Citigroup. Outside the US, brokerage products and services are provided by other Citigroup affiliates. Investment Management
services (including portfolio management) are available through CGMI, Citibank, N.A. and other affiliated advisory businesses.

None of the financial instruments or other products mentioned in this Communication (unless expressly stated otherwise) is (i) insured by the Federal
Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citi or any other insured
depository institution.

The expressions of opinion are not intended to be a forecast of future events or a guarantee of future results. Past performance is not a guarantee of
future results. Real results may vary.

Citibank N.A., London Branch (registered branch number BR001018), Citigroup Centre, Canada Square, Canary Wharf, London, E14 5LB, is
authorised and regulated by the Office of the Comptroller of the Currency (USA) and authorised by the Prudential Regulation Authority. Subject to
regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation
by the Prudential Regulation Authority are available from us on request. The contact number for Citibank N.A., London Branch is +44 (0)20 7508
8000.

Citibank Europe plc is regulated by the Central Bank of Ireland. It is authorised by the Central Bank of Ireland and by the Prudential Regulation
Authority. It is subject to supervision by the Central Bank of Ireland, and subject to limited regulation by the Financial Conduct Authority and the
Prudential Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation by
the Financial Conduct Authority are available from us on request. Citibank Europe plc, UK Branch is registered as a branch in the register of
companies for England and Wales with registered branch number BR017844. Its registered address is Citigroup Centre, Canada Square, Canary
Wharf, London E14 5LB. VAT No.: GB 429 6256 29.

Citibank Europe plc is registered in Ireland with number 132781, with its registered office at 1 North Wall Quay, Dublin 1. Citibank Europe plc is
regulated by the Central Bank of Ireland. Ultimately owned by Citigroup Inc., New York, USA.

In Jersey, this document is communicated by Citibank N.A., Jersey Branch which has its registered address at PO Box 104, 38 Esplanade, St Helier,
Jersey JE4 8QB. Citibank N.A., Jersey Branch is regulated by the Jersey Financial Services Commission. Citibank N.A. Jersey Branch is a participant
in the Jersey Bank Depositors Compensation Scheme. The Scheme offers protection for eligible deposits of up to £50,000. The maximum total amount
of compensation is capped at £100,000,000 in any 5 year period. Full details of the Scheme and banking groups covered are available on the States of
Jersey website www.gov.je/dcs, or on request.

In the United Arab Emirates and Bahrain Citi Private Bank operates as part of Citibank, N.A.
In South Africa, Financial Service Provider, FSP 30513.
In Hong Kong, this document is issued by CPB operating through Citibank, N.A., Hong Kong branch, which is regulated by the Hong Kong Monetary

Authority. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the
aforementioned entity.
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In Singapore, this document is issued by CPB operating through Citibank, N.A., Singapore branch, which is regulated by the Monetary Authority of
Singapore. Any questions in connection with the contents in this document should be directed to registered or licensed representatives of the
aforementioned entity.

In Canada, Citi Private Bank is a division of Citibank Canada, a Schedule 1l Canadian chartered bank. Certain investment products are made
available through Citibank Canada Investment Funds Limited (“CCIFL”), a wholly owned subsidiary of Citibank Canada. Investment Products are
subject to investment risk, including possible loss of principal amount invested. Investment Products are not insured by the CDIC, FDIC or depository
insurance regime of any jurisdiction and are not guaranteed by Citigroup or any affiliate thereof.

CCIFL is not currently a member, and does not intend to become a member of the Mutual Fund Dealers Association of Canada (“MFDA”);
consequently, clients of CCIFL will not have available to them investor protection benefits that would otherwise derive from membership of CCIFL in
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This document is for information purposes only and does not constitute an offer to sell or a solicitation of an offer to buy any securities to any person in
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change materially.
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special, or consequential damages, including loss of profits, arising out of the use of information contained herein, including through errors whether
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