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U.S. 10 year T-Note Yield likely have hit bottom and may break 

out to new highs by Spring 2019  caused by higher inflation 

expectations   
 

Figure I: SISR U.S. 10 year T-Note Forward Projection to Jan 2015 to June 2019 

 
Source, SISR proprietary Model  

  

Introduction 
 

The equity markets are coming off a 19% correction on fears of a possible recession. While there likely 

will be a global & U.S. slowdown in 201. For the U.S.  barring another extended government shutdown, 

and or WTI falling off a cliff, causing major damage to the energy sector and emerging market 
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countries, or the U.S. international trade policies throwing the world into mayhem, resulting in a major 

global recession, it is highly UN-likely that the U.S. will fall into a recession.  

 

As we have been pointing out it appears that the Fed in fact did get the memo and has probably changes 

their policy direction to fewer rate hikes going forward, and a slowdown in QT.  

 

Figure II: Fed Balance Sheet Changes Excess Reserves held by U.S. Banks Jan 1975 to Jan 2019 & M2 

growth 3-month annualized Jan 2017 to Jan 2019 

 

 
Source: Fed, SISR 

 

Over the past couple of months, we at SISR had anticipated the recent correction when we observed that 

the Fed had increased their balance sheet drawdown from 25B to 50B in one month, noting that M2 

growth was grinding to a halt, and observing that with M2 growth at 2% annually or less, the economy 

would be in recession within the year. This narrative of an expectant recession gained currency within 

the markets, although with different arguments, and a 19%-year end correction wiped out all the 2018 

market gains.  

 

Then in very late December of 2018 after the anticipated December Fed rate hike, the Fed talking points 

signaled to the markets that the market expectations of further rates hike and rapid drawdowns may have 

been overdone. We quickly noted last month that one should not focus on what is said but to focus on 

what the Fed is actually doing. Over the past month or so money supply has spiked to over 7.8% on a 3-

month annualized basis (Figure IA), and the balance sheet drawdown have slowed significantly back to 
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the 25B to 30B per month range down from a recent high of 75B per month, prior to the Fed receiving 

“its memo” (Figure IB).   

 

With bank lending accelerating especially C&I loans (Figure III) if the Fed were to keep their balance 

sheet drawdown in the 30B per month range the growth in bank lending would compensate for the 

drawdowns and not cause any problems for the economy, while letting M2 growth expand in the optimal 

5% to 6% desired range helping to generate a high 2% GDP growth rate with slight inflation under 

2.5%.  

Figure III: Total Bank lending Y/Y Change Jan 2008 to Dec 2018 with table breakdown by lending sector 

 

   

 
Source: Fed, SISR 
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For several years now, we have been discussing the most thought out QE exist strategy as developed by 

Bernanke when he was Fed Chairman and the architect of QE.    

 

Bernanke and the exit strategy: 

The rise of excess reserves: 

 

Bernanke on February 10th, 2010 in testimony to the Committee on Financial Services of the U.S. House 

of Representatives presented testimony on the exit strategy. Bernanke stated:   

 

I appreciate the opportunity to discuss the Federal Reserve's strategy for exiting from the 

extraordinary lending and monetary policies that it implemented to combat the financial crisis 

and support economic activity.  

Broadly speaking, the Federal Reserve's response to the crisis and the recession can be divided 

into two parts. First, our financial system during the past 2-1/2 years has experienced periods of 

intense panic and dysfunction, during which private short-term funding became difficult or 

impossible to obtain for many borrowers. The pulling back of private liquidity at times 

threatened the stability of major financial institutions and markets and severely disrupted normal 

channels of credit. In its role as liquidity provider of last resort, the Federal Reserve developed a 

number of programs to provide well-secured, mostly short-term credit to the financial system. 

These programs, which imposed no cost on the taxpayer, were a critical part of the government's 

efforts to stabilize the financial system and restart the flow of credit.1 As financial conditions 

have improved, the Federal Reserve has substantially phased out these lending programs.  

The problem for present purposes was that the Financial crisis created “intense panic and dysfunction, 

during which private short-term funding became difficult or impossible to obtain for many borrowers.”  

1. Translating into our language, “the impossibility to obtain loans for many borrowers,” translate 

to there was a rise in excess reserves (Figure IV). 

Figure IV: Excess Reserves held by U.S. Banks Jan 1975 to Jan 2019 

 
Source: Fed, SISR 
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2. The channel of effect of this radical expansion in excess reserves was its impact on M2 growth 

(Figure III).  

 

                                         Figure V: M2 growth Y/Y change Jan 2000 to Dec 2018

Source: Fed, SISR 

Then Bernanke in an op ed for the Wall Street Journal on July 21, 2009 titled: “The Fed’s Exit Strategy” 

filled in the details where he states:  

“The exit strategy is closely tied to the management of the Federal Reserve balance sheet.   

When the Fed makes loans or acquires securities, the funds enter the banking system and 

ultimately appear in the reserve accounts held at the Fed by banks and other depository 

institutions. These reserve balances now total about $800 billion, much more than normal. And 

given the current economic conditions, banks have generally held their reserves as balances at 

the Fed.  

But as the economy recovers, banks should find more opportunities to lend out their reserves. 

That would produce faster growth in broad money (for example, M1 or M2) and easier credit 

conditions, which could ultimately result in inflationary pressures—unless we adopt 

countervailing policy measures. When the time comes to tighten monetary policy, we must either 

eliminate these large reserve balances or, if they remain, neutralize any potential undesired 

effects on the economy.” 

Translating further:  

3. “The exit strategy is closely tied to the management of the Federal Reserve balance sheet.   

When the Fed makes loans or acquires securities, the funds enter the banking system and 

ultimately appear in the reserve accounts held at the Fed by banks and other depository 

institutions. These reserve balances now total about $800 billion, much more than normal” This 

is fairly straight forward comment, the Fed balance sheet expanded to 800B.  

More importantly, this increase in the Fed balance sheet replenished M2 growth as seen in Figure 

III which was the main purpose of QE.  
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4. “as the economy recovers, banks should find more opportunities to lend out their reserves.” 

This means as the economy recovers banks should start to lend more which in our language 

would start to lower excess reserves (Figure III).   

5. “That would produce faster growth in broad money (for example, M1 or M2) and easier credit 

conditions, which could ultimately result in inflationary pressures” Translating as banks start 

to lend that would increase M2 too quickly, possibly causing inflation.  

6. “unless we adopt countervailing policy measures. When the time comes to tighten monetary 

policy, we must either eliminate these large reserve balances or, if they remain, neutralize any 

potential undesired effects on the economy.” Translating: When M2 is expanding too quickly 

cause by higher bank lending the Fed can contract its balance sheet to reduce the rate of M2 

growth and slow the risk of inflation.   

The transmission mechanism for the exit strategy goes from excess reserves held by the banks to Money 

supply which leads to economic growth and possible inflation or economic stagnation. The Bernanke 

exit strategy was for QT to work, there must be a shared relationship between excess reserves declining 

caused by greater bank lending, in conjunction with the drawdown of the Fed balance sheet.  

 

Today’s Possible Glaring problem: 

 
As shown above M2 growth is now growing at 7.8% on a 3-month annualized basis. This is a bit too 

high to prevent inflation, were this rate to continue for several month. Since, we all have slightly 

diminished confidence in the Fed that are not convinced that the Fed has fully embraced the nuances of 

the Bernanke exit strategy. It is our expectation that they may cut short, or reduce the Fed balance sheet 

drawdowns too quickly, to the point that with C&I loan growth, and the massive government deficit, 

will cause M2 growth to exceed its optimal 4% to 6% growth rate at full employment and possibly cause 

inflation. This may well be the next big challenge for the markets beginning in the Spring 2019.  

 

However, having recognized that the Fed may have successfully adjusted its policy direction, everything 

could change on a dime, and again we will may be signing “all is well that ends well.” In this respect we 

strongly recommend paying particular attention to the weekly Fed releases on M2 and on the Fed 

balance sheet levels and drawdowns.  
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Certification:  
 

I, Philip L. Miller (or any research analysts at SISR Inc.) certify/certifies that the views expressed in this 

report accurately reflect my personal views about the subject companies and securities. In addition, no 

part of my compensation was, is or will be directly or indirectly related to the specific recommendations 

or views expressed in this report. 

 

Recommendation Scale: 

 

Stock Rating: 

1 – Recommended List – The stock has our highest recommendation and is expected to outperform the 

average equal weighted expected total return of the overall Market irrespective of sector. Our investment 

horizon is 12 – 18 months except as specified by the reporting analyst.  

2 – Overweight – The stock is expected to outperform the equal weighted expected total return of the 

sector coverage. Our investment horizon is 12 – 18 months except as specified by the reporting analyst.  

3 – Neutral – The stock is expected to perform in line with the equal weighted expected total return of 

the sector coverage. Our investment horizon is 12 -18 months except as specified by the reporting 

analyst. 

4 – Underweight – The stock is expected to under-perform the equal weighted expected total return of 

the sector coverage.  Our investment horizon is 12 -18 months except as specified by the reporting 

analyst. 

5 – Rating Suspended – The rating and target price have been suspended temporarily to comply with 

applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting 

in an advisory capacity in a merger or strategic transaction involving the company.  

 

Sector Ratings: 

1 - Recommended Sector – The sector has the highest recommendation with continued improving 

valuations and rapid growth. 

2 – Positive – The sector fundamentals and valuations are improving with a positive second derivative. 

3 – Neutral – The sector fundamentals and valuations are flat with the second derivative close to zero or 

with a neutral slope. 

4. Negative – The sector fundamentals and valuations are negative with a negative second derivative.    

5 – Rating Suspended – The rating and sector targets have been suspended temporarily to comply with 

applicable regulations and/or firm policies in certain circumstances including when SISR Inc. is acting 

in an advisory capacity in a merger or strategic transaction involving the company.  

 

Price Chart: 

 

A price chart, with changes of ratings and price targets in prior periods, is included above, for all 

securities covered in this report.  
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This report is for information purposes only and should not be construed as a solicitation or an offer to 

buy the securities or other instruments mentioned in the report. This report may not be reproduced in any 

manner, without the written permission of SISR Inc.  

 

This research report is based on current public information, with the possible exception of disclosures 

relating to SISR Inc., that SISR Inc. deems to be reliable and as accurate as reasonably possible. SISR 

Inc., however, makes no claim to the accuracy and completeness of this reports, and this report should 

not be relied on as such, or as a statement of factual content.  

 

This research report is prepared for general information purposes only. In addition this information does 

not consider the specific investment objectives, financial situation and particular needs of any 

individual, or institution. Investors and/or institution should seek financial advice and or internal due 

diligence for institutional investors, as to the appropriateness of investing in any securities or investment 

strategies mentioned or recommended.  

 

Analyst as Officer or Director: No analyst will serve as an Officer or Director. SISR Inc. prohibits its 

analysts, persons reporting to analysts or members of their households from serving as an officer, 

director, advisory board member or employee of any company in the analyst’s area of coverage.  

 

Ownership and Material Conflicts of Interests: SISR Inc. permits ownership of the recommended 

securities subject to all the NASD rules regarding the ownership of securities by analysts. Since our 

analysis is economic in origin and subsector driven we expect all analysts to cover the universe of all 

stocks and as a consequence limiting the analyst or the firm to ownership of the underlying securities 

would in essence require these entities to reframe from investing in the equity market.  

 

Analyst Compensation:  Analysts are paid in part based on the profitability of SISR Inc., some of which 

may include investment banking and consulting revenues.  

 

Disclosures are required in the United States for any of the following: 

 

1. acting as a financial advisor, 

2. manager or co-,manager in a pending transaction 

3. 1% or other ownership, long or short 

4. compensation for certain services 

5. types of client relationships 

6. managed/co managed public offerings in prior periods 

7. directorships 

8. market making and/or specialist role. 

 

These disclosures are included in the company-specific disclosures above for any of the above 

disclosures that are required. 


