A Registered Investment Advisory

Economic & Stocks Weekly*

Economic & Stocks

Philip L. Miller — 212-785-8912 April 8, 2019
Chief Strategist
pmiller@sisresearch.com Www.sisresearch.com

U.S. 10 yvear T-Note Yield likely to appreciate to 2.6%- 2.8%
through mid year — Model however cannot anticipate future data
Theory tells a different Story

Figure I: SISR U.S. 10 year T-Note Forward Projection to Jan 2015 to Aug 2019
SISR U.S. 10 Year Note Projection 6 months Forward From Jan 2015 to Aug 2019
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Introduction

The equity markets have almost fully recovered the recent correction, however the bond market has not
with the current yield on the 10 year note at 2.518%. The SISR 10-year bond model has a forward
projection of the 10-year government benchmark projecting 2.62 by the end of this month and being
essentially flat through August 2019 ending in August with a yield of 2.645 based on the current data.
The problem with this projection is that it cannot anticipate future changes in M2 growth. As shown
previously the Fed during their late March meeting altered their balance sheet drawdown policy.
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On March 21,2019 the Federal reserve modified its Balance Sheet Normalization Principles with the
following statement:

The Committee intends to slow the reduction of its holdings of Treasury securities by reducing the
cap on monthly redemptions from the current level of $30 billion to $15 billion beginning in May
20109.

o The Committee intends to conclude the reduction of its aggregate securities holdings in the
System Open Market Account (SOMA) at the end of September 20109.

o The Committee intends to continue to allow its holdings of agency debt and agency
mortgage-backed securities (MBS) to decline, consistent with the aim of holding primarily
Treasury securities in the longer run.

o Beginning in October 2019, principal payments received from agency debt and
agency MBS will be reinvested in Treasury securities subject to a maximum amount
of $20 billion per month; any principal payments in excess of that maximum will
continue to be reinvested in agency MBS.

o Principal payments from agency debt and agency MBS below the $20 billion
maximum will initially be invested in Treasury securities across a range of maturities
to roughly match the maturity composition of Treasury securities outstanding; the
Committee will revisit this reinvestment plan in connection with its deliberations
regarding the longer-run composition of the SOMA portfolio.

o It continues to be the Committee's view that limited sales of agency MBS might be
warranted in the longer run to reduce or eliminate residual holdings. The timing and
pace of any sales would be communicated to the public well in advance.

Over the past few weeks we have shown that the 10-year T-Note is driven mostly by

1. Economic growth and
2. Inflation expectations

Whereas the 2 year and 3-month T-Notes are driven almost exclusively by:
1. Fed Fund expectations

We have argued over the past couple of months that: With the economy at full employment evidenced
by there being more job opening than individuals unemployed. This fact alone should cause top line
inflation, if not only wage inflation. However, with wages still near 40-year lows and with both U.S. and
global excess capacity, there is INSUFFICENT demand to cause inflation. Having the economy at full
employment is a necessary and sufficient condition for there to be inflation, that is not caused by an
economic shock, like a significant spike in the price of oil or other commaodity prices. The problem is
that with:

1. wages only recently rising only slightly from a 40-year low, consumer spending has
slowed from a 6% annual rate of growth to the current 2.5% rate of growth,

2. the contribution to GDP from government spending has declined from over 0.6% to
negative slowing another major component of growth i.e. government demand.
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3. With these two critical components of the GDP equation declining, it is not surprising
that the third major component of GDP, investment has also slowed. There is no reason
to invest in plant and equipment, unless there is increased demand for products.

4. Then combine this with U. S. excess capacity, in conjunction with global excess capacity.

The net effect is that U.S. growth will be stuck in the 2% range until there is more product demand.
Global Tax policy has not helped this situation, by reducing corporate and taxes on high-income families
while ignoring the middle class, consumer demand is going to continue to show lower and lower growth
rates. Many in the middle class, who are the primary consumers, live paycheck to paycheck, so if they
had more money, they likely would spend it.

This slow growth argument should keep the 10 year in check as the model is showing, with the model
showing. That the Ten-year T-Note should remain in this 2.5 to 2.6 range through the end of summer.
The model as all models is based on the current economic data, projecting forward because of the
leading indicators build into the model.

What Theory Tells US

If we extend the slow growth argument to include money supply which will expand during the Fed latest
reiteration of their balance sheet normalization policy. With the inclusion of money into the discussion,
the obvious implication is that if M2 increases rapidly cause by the unchecked decline in excess
reserves, higher inflation should follow. When tied to the slow growth argument, the likely outcome is
slow growth with higher inflation.

Full employment is the necessary condition for inflation, but higher M2 growth generally assumes that
some of the increased growth is coming from the greater amount of lending which in turn is creating
more productive activity. However, with excess capacity this likely will not occur. With the Fed
stopping QT as Excess Reserves continues to decline, in conjunction with slow economic growth, and
greater M2 expansion, this is the recipe for Stagflation. With full employment, and slow growth, and
higher M2 growth there likely will be Stagflation, defined as higher inflation with slow growth.

Implications

If M2 expands as we expect with the slowing of the rate of Fed drawdowns, then we should expect some
inflation. If inflation is higher than currently expected fueled by M2 growth, and if theory hold true to
form, the current model should be underestimating expected inflation, which should lead to a higher
Ten-year T-Note by year end of perhaps 3+% or higher.

Additionally, if Theory hold True to form, the 2-year should remain tied to Fed Fund expectations, or
more directly Federal Reserve interest rate policy. This should mean in Theory that the yield curve
should expand out.

Finally, this would have major implications for the expectation of a possible recession. It would push out
a possible recession back to when the Fed starts to raise interest rates in response to possible inflation.
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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.

Additional Disclosures:

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.
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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:

acting as a financial advisor,

manager or co-,manager in a pending transaction

1% or other ownership, long or short

compensation for certain services

types of client relationships

managed/co managed public offerings in prior periods
directorships

market making and/or specialist role.
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These disclosures are included in the company-specific disclosures above for any of the above
disclosures that are required.
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