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October 12, 2018
The Rising Rate Bull Case
The 10-year treasury rate is rising. For the first time in 37 years, it set a higher high.

Why is the 10-year U.S. treasury rate rising? In the short-term, there could be a variety
of non-fundamental reasons why the rate is rising that are difficult to identify with
certainty. Short-term, non-fundamental fluctuations provide little market insight.
In the longer run, 10-year treasury rates rise because of inflation and economic growth.
Spiraling inflation drove the 10-year treasury rate to almost 16% in 1981. From 1958 to
1981, interest rates trended higher. In the 1970s, the term “stagflation” was created to
describe the condition of stagnate economic growth and high inflation. During the
1970s, U.S. equities showed little to no appreciation and incurred and major bear
market in 1973-74.

Today, the roles of inflation and growth are reversed. Inflation has been low for the past
twenty years in a range of 1.6% to 2% (measured by the PCE deflator). The core
Consumer Price Index (CPI – another measure of inflation) was reported this week
below expectations. Globalization, technology and demographics are major secular
trends that have placed downward pressure on inflation.
The chart below shows persistently low inflation since the late 1990s - and very high
levels of inflation during the 1970s.

The rise in the 10-year interest rate, if not driven by inflation, could be the result of a
positive change in economic growth expectations. US GDP growth has notched higher
(from 2% to 3%) and global PMIs are expanding. If this is indeed the case, rising
interest rates are not necessarily bearish for stocks.
This week, the Delta Market Sentiment Indicator (MSI) turned from Bullish to Bearish.
The Delta MSI is an intermediate price signal indicator. The fundamental justification for
the recent slump remains a handful of negative earnings preannouncements. In addition
to rising treasury yields, the trade war with China remains a macro concern.
Earnings season began today with reports from JPMorgan Chase, Citigroup and Wells
Fargo. We will look for confirmation from company managements and earnings
projections over the next couple of weeks during earnings season that the recent rise in
the 10-year interest rate is bullish signaling strong growth rather than rising inflation.
We currently do not see fundamental indicators suggesting that there is a rising
likelihood of recession in the next six months.

Looking for help managing your investment portfolio?
Our wealth management services are devoted to the task of building and protecting client
wealth. We invite you to give us a call at (415) 249-6337,visit www.deltaim.com or email us
at info@deltaim.com if you have questions about how we can assist you in managing your
investment accounts.
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