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BOND YIELD PEAK
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needed to be patient on those three rate cuts they forecast this year at the March 2024 meeting.
Interesting. Lots of bad news that should mean higher bond yields and yet it is not happening. 10-year
yields did drop 10 bps to 4.34% on Wednesday after the good news of a slower 0.3% core CPI print
and 0.0% retail sales in April.

One can make the case that 10-year yields will still trade a little above 4% even if the Fed ever does
get rates down to the lower levels they have forecast: 4.0% at the end of 2025 and 3.25% at the end
of 2026. Bond yields in recent decades never got much higher than the Fed funds rate peak, why
bother if yields are going to come back down when the Fed eases policy back down. And bond yields
do not follow the Fed rate all the way back down either: the Fed funds-10-yr Treasury curve normalizes
and goes positive again after being inverted during the monetary restraint and peak Fed rates.

Fed rates, the backbone holding up 10-year yields, inflation, and supply/demand all go into forecasting
10-year yields. Good news on the supply. On inflation, Fed officials keep talking up the 2.0% inflation
target, but 10-year yields have not cared if it goes all the way to 2.0%. Trying to figure out what inflation
rate to use to price Treasuries is one unresolved problem. Powell thinks core inflation shows the way
to the future. One would think bond investors would want 10-year yields to be above headline inflation
of core + food + energy. April CPI headline inflation was 3.4% and core was 3.6%, so investors are
getting modest real yields. March PCE headline inflation was 2.7% and core was 2.8%, so they get

more real yield if they think consumer inflation is measured best by PCE. Greenspan moved the
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homes in a lifetime. But it seems like a 40% more | 2015 18 12 06 | 5,015 214 18 34
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expensive home should somehow be reflected better in | 2017 18 16 02| | 507 233 18 53
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the cost-of-living, inflation data. Doesn’t seem to be the | 500 55 16 o6 a2

case because since the pandemic recession ended in | 2020 17 13 04 | 2020 08 17 -81
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April 2020, FHFA home prices are up 47.3% (through | 2022 62 52 10 | 2022 295 62 -325
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Feb 2024), the cockamamie imputed rent-of-your-house | ;050 2o 59 o9 oo 236 aal =6
in the PCE inflation index rose 21.7% from April 2020 2024-to March 2024-to April
through March 2024, and the same concept owners-equivalent-rent in the CPI inflation index rose
22.3% from April 2020 through April 2024. Next time there is a pandemic, buy a house. Well, the S&P

500 is up 82.1% from the end of April 2020 through Friday, May 17, 2024. Buy stocks instead.

This leaves supply. The national debt is rising and the trend is unsustainable, the famous people say,
but you would think it is just a number on a piece of paper, the way bond investors keep buying at
Treasury auctions. The Fed threw the market a bone and cut the amount of quantitative tightening at
its last meeting even if they were not thinking about bond investors. Fed QT was $60 billion monthly
or $720 billion a year that was tacked onto the Federal budget deficit that needed to be financed in
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included $730 billion of Fed QT. It wasn't in these borrowing requirements announced Monday, April
29 before the terms of the quarterly refunding on Wednesday, May 1 along with the Fed meeting press
statement and press conference with Fed Chair Powell. In the first three quarters of 2024, the estimate
is for $1.838 trillion, but we can subtract out $140 billion with the reduction in Fed QT. In conclusion,
10-yr yields should stay above 4% as long as the Fed does not cut rates below 3%.
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INTEREST RATES
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Rational markets have come down to this: Core CPI monthly percent changes Jan 0.392, Feb 0.358,
Mar 3.59, Apr 0.292. Barely a tenth, 0.67 lower, but okay, it made all the difference in literally the
world, enough for us to check our 401K online on Wednesday (who among us would not) after CPI
and the S&P 500 1.2% advance to a record high. That was about it for the week. Jobless claims fell
back 10K to 222K on Thursday disappointing those looking for recession; claims did not seem to hurt
stocks as much as it helped a week ago. Finally, on Friday, the Dow industrials closed above 40,000
for the first time, and is up 6.1% YTD, while the S&P 500 closed up 11.2% YTD. Only two more
inflation reports before the Fed’s June 12 decision date. April core CPI that is expected to be 0.2% on
Friday, May 31, and May CPI the same morning of the Fed decision later at 2pm ET.

Walmart Inc. (WMT) up 23.0% YTD

Wall Street has liked the last two earnings reports. The stock closed Friday up 8.1% after earnings
reported before the open Thursday, May 16. The stock split announced in January did not hurt.
Results were better than expected and the company raised the forecast for this year slightly. Revenue
is up 6.0% from last year, and eCommerce is up 21%. Grocery business is picking up as the cost of
dining out goes up. General merchandise sales, home goods, electronics, are soft, with the same
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to know who will win this argument on rates. In March, the rate |Fed Policy-key variables Long
forecasts did show some of the 19 members were not onboard 2024| 2025 2026] Term
Fed funds 4.6 3.9 31 2.6

for significant rate cuts this year: two saw no rate cuts this year, |pcginflaion 2.4 22| 20/ 20
two others saw one rate cut, and 5 more saw two rate cuts this |Coreinflaton 2.6 2.2} 20
. . Unemployed 4.0 4.1 4.0 4.1
year, the median was three cuts of course. Since the March |gpp 21 20 20 18
meeting inflation got worse; Kashkari wondered aloud about March 2024 median Fed forecasts
whether there should be no cuts on April 4, Powell noted his inflation concern on April 16. It is hard to
know what the right thing to do is, maybe that is why Powell is sticking with leaving interest rates where
they are for now, “Let’s give monetary policy more time to work.” 5.5% Fed rates sure need more time

to stop the housing price bubble from inflating.
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Last trade, not settlement price

Next up: April PCE inflation report Friday, May 31

Monthly 2024 2023 2023
% Changes Apr  Mar Feb Jan Dec Nov Oct Sep Aug Jul Jun May Apr Mar Feb
Core CPI inflation 0.3 0.4 0.4 0.4 0.3 0.3 0.2 0.3 0.2 0.2 0.2 0.4 0.5 0.3 0.5
Core PCE inflation 0.3 0.3 0.5 0.2 0.1 0.1 0.3 0.1 0.1 0.2 0.3 0.3 0.3 0.4
Core PCE YOY 2.8 2.8 2.9 2.9 3.2 3.4 3.6 3.7 4.2 4.3 4.7 4.8 4.8 4.8
Core CPI YOY 3.6 3.8 3.8 3.9 3.9 4.0 4.0 4.1 4.3 4.7 4.8 5.3 5.5 5.6 5.5
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OTHER ECONOMIC NEWS

PPl is hot (Tuesday)

Breaking economy news. PPI jumped 0.5% in April which was a reversal from the 0.1% decline in
March. The energy price rebound fueled the reversal of fortune with energy prices dropping 1.3% in
March and rising 2.0% in April. Gasoline prices have been stable since mid-April so at least next
month’s headline PPI report should not come as a shock to markets. It is important to note that this
PPI1 monthly rise of 0.5% in April is only 2.2% higher than a year ago; the peak of the inflation outbreak

was 11.6% year-on-year in March 2022.

PPI Final demand goods less foods/energy-- Monthly Percent Changes SA
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

2023 0.6 0.3 0.2 0.1 0.1 -0.1 0.0 0.1 0.3 0.1 0.1 0.1

PPI Final demand goods less foods and | 2024__ 092 04 00 03

PPI Final demand goods less foods/energy-- Year/Year Percent Changes NSA

energy iS |ike the old fashioned PPI' It Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

. - . . . 2023 5.6 5.1 4.3 33 2.7 2.0 1.9 1.8 2.1 2.1 2.0 1.9
did rise 0.3% in April where iron and 2024 15 16 14 16

steel scrap was 4.6%, industrial chemicals 2.6%, and industrial material handling equipment rose
2.4%. Mobile homes prices fell 0.8% if you're looking.

Net, net, inflation at the producer level is back on the front burner this month and consumers are sure
to feel the heat as higher production costs will feed into the inflation they see in the goods and services
they buy. The cost-of-living crisis is still a worry for Americans although the news was not all bad with
much of the PPI services inflation kicked up by a massive 3.9% jump in portfolio management services
that is a cost that will not be borne by those without savings or investments. Good news if you fly this
summer on holiday you will be able to enjoy the lower air fares that crashed 3.8% in April. Property
and casualty insurance slowed to just 0.1% in April and are 7.0% higher than a year ago. All of these
category prices here go into the calculation of April PCE inflation due to be released Friday, May 31.

Not all of the PPI inflation can be explained away however because final demand goods prices less
foods and energy reared its ugly head this month with a sharp 0.3% advance. If Fed officials were
seeking some moderation from the inflation outbreak in the first quarter, it is not showing up at the

3.0
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CPI and retail sales not hot (Wednesday)

fwd: Bonds

Breaking economy news. April CPI rose 0.3% for the month | 100.0 Total

and 3.4% from a year ago. April core CPI rose 0.3% and is
3.6% higher than last year. Shelter costs have slowed to

0.4% monthly changes in February, March and April which | 2012 Used carsitrucks
is a 4.8% annual rate, slightly slower than the April 5.5% | 1489 Medicalcare goods
year-on-year rate. Clothing prices are higher for some [?5759 Ownerequv. rent
reason recently, up 1.2% in April. Motor vehicle insurance -85 edca care services

is up 1.8% this month after rising 2.6% in March and is

Dec 23 Monthly Percent Changes YOY %
Weight CPI inflation Feb 2024 Mar 2024 Apr 2024 Apr 2024
0.4 0.4 0.3 3.4

13.555 Food 0.0 0.1 0.0 2.2
5.388 Food away from home 0.1 0.3 0.3 4.1
6.655 Energy 2.3 1.1 1.1 2.6
79.790 Ex-food & energy 0.4 0.4 0.3 3.6
3.684 New vehicles -0.1 -0.2 -0.4 -0.4
0.5 -1.1 -14 -6.9

2.512 Clothing 0.6 0.7 1.2 1.3
0.1 0.2 0.4 25

36.191 Shelter 0.4 0.4 0.4 55
0.4 0.4 0.4 5.8

6.294 Transportation 1.4 1.5 0.9 11.2
-0.1 0.6 0.4 2.7

Special: Where inflation might come back down to

60.899 Services ex-energy 0.5 0.5 0.4 5.3
18.891 Commodities (core) 0.1 -0.2 -0.1 -1.3

22.6% higher than a year ago. On a year-year basis, car repair is up 7.6%, and you smokers saw
6.7% higher prices; weakness from used cars and trucks -6.9% and air fares -5.8%.

Retail sales were unchanged
in April, but there were
revisions to prior months. Q1
2024 was 0.2% and is now -
0.5% SAAR, and the second
quarter of 2024 was looking
like 3.2% and now is running
2.8% with today’s report for
April. Consumer spending is
still firm as consumers focus
their spending on services
which is not really in the retail
sales report besides dining
out.
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Net, net, a great sigh of relief is heard in markets around the world as core CPI inflation that Powell
follows closely slowed to 0.3% in April after a hot first quarter. It was a solid 0.3% as well with the
three-decimal change at 0.292 following March’s 0.359% reading that was barely 0.4% to begin with.
Maybe not exactly what Fed officials want to see, but inflation is certainly on its way to getting there,
especially if April core PCE data slows to 0.2% in a couple of weeks. One tenth makes all the
difference in the world, and yesterday’s PPI report is now dead and buried in the market’s collective
consciousness. Stay tuned. The economic data are picture perfect this morning in favor of interest
rate cuts with retail sales unchanged and inflation cooling and slowing down from the worrisome first
guarter pace. The country is not out of the woods from the threat of inflation, but we can start to see
the end of the forest and the better days that surely lie ahead for all Americans, rich and poor alike.
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Economy less cool today (Thursday)

fwd: Bonds

Breaking economy news. Housing
construction, jobless claims, import prices,

United States

Housing Starts Total, Single-Family, Multi-Family

Northeast Midwest South

West

industrial production. Residential housing
starts rose 5.7% to 1.360 million in April
thanks to a 31.4% jump in the construction
of 5 units or more. Single-family units
dropped modestly by 0.4%, but that was

Apr
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000s

2024

Mar 2024

2023

% Chgs
Apr/Mar
Apr/Apr

Total 1 unit
1031
1035

1360
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1368

5.7
-0.6
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322
245
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181 131 799 611
152 132 726 612
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93 66

876 480 128 63 175 93 762 524 303

-0.4
17.7

-22.6
-43.8

-13.6
-9.5

19.1
34

-0.8
40.9

10.1
4.9

-0.2
16.6

-2.5
17

18.4

unit
232
225
196

3.1

almost entirely due to starts in the Northeast that could be weather-related. Meanwhile, the immediate
threat to the labor market went away this week as initial jobless claims fell back to earth. Weekly
jobless claims fell from 232K last week to 222K in the May 11 week. New York figured prominently

pushing up claims the prior week and bringing
down the nationwide layoffs figure this week.
Not seasonally adjusted jobless claims fell
13,325 in the May 11 week and New York
claims fell 9,442. False alarm so don’t get your
recession hopes up. Fed officials will not be
cutting rates because of a weakening
employment market.

Inflation imported from overseas grew worse in
April with nonfuel import prices jumping 0.7%.
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The Fed cannot win its battle with inflation here in this country if higher-priced imports are coming in
from overseas. Apr 0.7, Mar 0.2, Feb 0.1, Jan 0.6, Dec 0.1, Nov 0.1, Oct -0.2
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revised three-tenths lower
to 0.2%. If the Inflation
Reduction Act signed way
back in August 2022 was
supposed to be
stimulating the economy,
US factory output is not
seeing it. Same goes for
the CHIPS Act.
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Industrial production was unchanged in April. Manufacturing industrial production fell 0.3% in April,
but would have fallen just 0.1% without the decline in motor vehicle and parts output. Utilities output
jumped 2.8% to keep the entire industrial production index unchanged. The production data are stable
for the most part, neither adding much to GDP growth or subtracting from it.
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Net, net, home builders don’t look overly confident about the outlook as the number of new permits
taken out to build single-family homes keeps dropping. One unit housing starts remain near the highs
of the year, but the pipeline for new starts is not as full as permits continue to fall back. Whether one
looks at starts or permits, there is still not enough affordable housing in the country so the housing
price bubble should continue.

The economy may not be cooling down as much as we thought as the labor market is not rebalancing
and higher import prices keep consumer prices higher than workers would like. Manufacturing
production is down, but it has shown a sideways trend for over a year now. Taking the data as a
whole, Fed officials will not rush out to cut rates next month given inflation pressures remain, the labor
market is firm, and residential housing starts look healthy. There is no need to cut rates to jumpstart
economic growth and there is still a risk of inflation pressures from higher priced imported goods
coming into the country. The labor market is not rebalancing and the Fed’s 4.1% unemployment rate
forecast in 2025 is looking less likely. Stay tuned. Story developing.
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