6-19-03: CALLING A MAJOR TOP IN BONDS
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7-16-03: DRAMATIC BOND SELLOFF CONTINUES
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Jan/Feb ’06 3-year bond selloff nears a bottom
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April '06: Bonds reach our bottoming targets
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Historically, bonds have bottomed

/ e o @fter yield curve inversions.
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U.S. Curve ning Near An End Stay With 10/30 Flattener
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N In contrast, investors should retain 10/30 U.S.
L N ° - Treasury flattening positions (implemented using
% — %
B 10-YEAR TREASURY VELD the May 2030 ow-a»r tlTe August 2015). The back
o - 11T g B end of the curve is still too steep given the low

inflation backdrop and the prospect of heavy
pension fund demand for long duration assets
(notwithstanding the looming resumption of the
30-year auction). The U.K. 10/30 curve has been
inverted for much of the time since 1997 (Chart

W ' 9). We think the U.S. curve will also be flat-to-
4 14 slightly inverted.

%.|_ : =P Bottom Line: Take profits on the 2/5/10 curve -
2-YEAR TREASURY YIELD ) ]
—_— e Yl flattening trade, but stay in the back-end flatten-
ing trade.
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o 1, ECONOMY AND INFLATION

The ISM surveys showed some loss of momentum
compared with earlier in 2005, but activity was

©BCA Research 2006 still expanding at a decent pace at yearend
2008 = o : pe (Chart 10). However, the deceleration in con- %
R SANUARY 3006 BAFIGNED TO LAST FED RATE HIKE, EXPECTED TO 8€ sumption and profit growth warn that weaker
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4-21-06: Awaiting bull signals: 1) Resistance line

break and 2) 10 yr turns relatively stronger than 2 yr
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10 Yr Bond resistance slightly broken as
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'06: Resistance line break signals bond rally..
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In the short run,
falling government
deficits will reduce
the need to borrow
and should be a
support to bonds.

Longer-term, Deficits
are likely to explode if
Baby-Boom
Retirement issues Are
not addressed.
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Budget Picture Okay For A Few Years
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Bush May

Meet Vow

To Halve The Deficit

"06 Tax Recespts Up 12.9%

Revenue From rich, firms
swell at far-faster pace,
but boomer bust nearing

BY JED GRAHAM
INVESTOR'S BUSINESS DAILY

Aided by surging tax receipts, Pres-
ident Bush may make good on his
pledge to cut the deficit in half in
2006 — three years early.

Tax revenues are running $176

— Three Years Early

Roverecently said. That's up from
40.5% — despite Bush’s tax cuts.
Nonwithheld income tax re-
ceipts are up about 20% vs. a year
ago. That may reflect year-end bo-
nuses and capital gains.
Corporate income taxes are up
about 30% from last year’s pace.
While economic growth is pro-

ducing impressive tax revenue
gains, budget experts say they

won't be enough to wipe out defi-

clits, especially as baby boomers re-
tire. Englund thinks the deficit

billion, or 12.9%, over last year,

the Treasury Department said

could hit $150 billion if the expan-

sion lasts two or three more years.

“When we go into a downturn,

Monday. The Congressional Bud-

i get Office said receipts have risen
* faster over the first eight months

of fiscal 06 than in any other such
period over the past 25 years — ex-
cept for last year’s 15.5% jump.

The 2006 deficit through May
was $227 billion, down from $273
billion at this time last year. Spend-
ingisup $130 billion, or 7.9%.

The CBO forecast in May that
the 2006 deficitcould fall aslow as
$300 billion. Michael Englund,
chiefeconomistof Action Econom-
ics, has long expected a deficit of
about $270 billion this year. Now
he thinks there’s a chance the “re-
markable strength in receipts”
will push the deficiteven lower.

With the economy topping $13
trillion this year, a $270 billion def-
icit would equal less than 2.1% of

i GDP, easily beating the president’s

2.25% goal. Bush made his vow
when the White House had adour

i 2004 deficit forecast of 4.5% of
* GDP,or$521billion. Theactual’04

deficit came in at $412 billion, or
3.5% of GDP, before falling to $318
billion, or 2.6% of GDP, in 2005.

A CBO analysis last week noted

' that withheld individual income

and payroll taxes are up 7.6%
from a year ago, with the gains
picking up in recent months.
“Those gains suggest solid
growth in wages and salaries in
the national economy,” CBO said.
While gains are broad, those at
higher-income levels are enjoying

bigger salary hikes. Because they
1 . [l [ N

The numbersreverse,” he said.

Money Rolling In
Tax receipts, fiscal 2006 to date
through May, in billions

m m %
idvidualincome - 667 345 136% - |
Corporateincome 14" 11 305 -

Social insurance %o 10

Other m % 13
Total lax letemls 1545 1,369 129
Tualspmdng 1m o1 19
Deficit o m -8
i Souice: Treazury Gept,

Long-term growth in Social Se-

curity, Medicare and Medicaid
“threaten to force either Europe-

an-style tax increases, unprece-.
dented spending cuts or unprece-
dented debt,” said Heritage Foun-
dation budget expert Brian Riedl.
“There’s no growing out of the
Jong-term budget problems.”
Héritage sees an $800 billion def-
icit in 2016, assuming tax cuts arg
extended and spending stays of
its present course. If the econom!
and tax receipts continue to out-
perform, the deficit would still be
atleast $600 billion, Riedl said.
He noted Congress has been
more disciplined about discretion-
ary spending lately. But that saves
amere $10 billion a year, hesaid.
Late last week, House and Sen-
ate negotiators reached a deal to
hold asupplemental spending bill
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More fuel for bond rally: Commodities exit.
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Insert Sep/Oct Bond charts here “more
Upside”



Nov 10: Both Bonds & Notes p0|sed for correction
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Dec/Jan Bonds “Poised for Correction, here it 1s



	

