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Welcome back to another WMW & | hope you all had a great  holiday
and long weekend.

This week | want to cover quantitative tightening (QT) and how |
view it as inflationary, some charts showing that higher rates are
starting to bite in some areas of the economy and what that may
mean, and | want to go back to my thoughts about the mid -1960s
and inflation . I will again highlight an old newspa per article from
the period, this time 1965. | also have an interesting chart of a
company | have been following lately d it is at a critical juncture
technically and could be a buy.

First, | want to talk to you about a new coniferous tree. Last week

we touched on the bristlecone pine of the White Mountains for which
my letter is named. This week  we will talk about the jack pine.
Bristlecones live where other tree s cannot grow and where fires
cannot threaten. Jack pines on the other hand have a comple tely
different strategy, but one that is incredibly effective and instructive

for us as investors. Jack pines are not one to shy away from

competition, but have supreme patience in waiting for the perfect
conditions to win. The jack pine thrives on the fai lure of its
competitors.
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To the jack pine 0 fire is life. When we think of forest fires, we tend

to think of death and destruction for trees, but fire is what a jack
pine is always waiting for.  The truth is the jack cannot compete for
resources with faster growing trees so it has to incorporate a

patience rarely seen in life on this planet . Pinecon es stay on the
branches for many years because they only open at extreme
temperatures brought on by f  ires. This tree is like a wise and patient
investor who refuses to deploy capital until the advantage is clear.

The jack pine waits for the fattest of pitches

Not only does the jack pine thrive on fire, but the worse the fire , the
better. The more co mpetitors that are taken out by the fire, the more
prosperous the depl oyment of dthethighert r e
the return on the investment of day after day of refusing instant

gratification. The patience is worth noting because these trees do no t
grow in California where wild fires strike regularly but in Canada

and Alaska where fires are much rarer . We all know that we should

wait for fat pitches when we invest but we all find it difficult if not

impossible. That or we think we find a fat pitch duringa 20%
correction before an 80% bear market d or an uptrend that promises

to last for years a few days before the peak.

The jack pine has expertly calibrated the fat pitch of the forest fire.

The | ackds willinat @endelosvd40 degrees. P erhaps more
iImpressively the pinecones will not lose seed viability with an 800
degree fire for 5 minutes. The ¢ ones can even withstand 900 degrees
while retaining their life continuing seeds. These ranges safely allow

the trees to spread their  seeds in almo st any fire.

As their competitors all burn to the ground hopeless to return, a
mature jack pine tree with perhaps a generation worth of un -
deployed pinecones holds two million seeds. If this all were not
enough, despite using fire to its advantage d the jack pine has
incredible abilities to survive extreme cold. The jack exports liquids
from its cells into intercellular spaces, where they freeze solid,
protecting the cell nucleus
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As i mpressive as this al/l I s, per hap
cones is that during the fire the cones open and a few seeds fall o

but most do not as they are held in place by tiny hairs that keep the

seeds within the cone scales. This ensures that most of the seeds

are released later, after the fire is gone and the gr ound is cool .

The lessons are clear. Create a strategy for at least a portion of your
capital and hold it year after year 0 ready to deploy the capital only
in the midst of panic and devastation. Grow this new life on the

ashes of those who grew faster wh  en no fires were in sight.  This
strategy will look different for everyone but learn from the jack pine

and use strategic patience to take full advantage of disaster. While
waiting, stay alive and prosper  d remember the jack is an extreme
cold expert while  waiting for the fire.

Ever since | finally came to realize that QE was deflationary and not
inflationary (trust me this was a long and painful process) | have

likewise viewed QT as inflationary. | will never forget listening to

Raoul Pal talking with the great Kiril Sokoloff of 13D Research on

one of my long drives from SoCal to NorCal and him verbalizing my
thoughts. When people much smarter than you echo your thoughts

it tends to feel good and give you some resolve in your thinking.
Thankfully fo r all of us, 13D has been writing about this and printed
Ssome excer pMhalLéarnedithi®Week ¢ anditis really good
stuff. Read it here. One way to view thisis via the oil collapse of a
couple of years ago. QE arguably kept money cheap along with the

Fed keeping rates low and this helped oil companies obtain

financing which led to  overcapacity and overproduction , which led to
a price shock to the downside which was most certainly deflationary.

Add this to thousands of other businesses able to obtain cheap

money and overproduce their goods and services and you can at

| east envision how the FedO6s poliimi e
the economy.

From 13D:
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We have long argued that while QE was deflationary for
commodities, it was inflationary for financial assets, especially
stocks and bonds. One could therefore argue that reversing QE
(via QT) will trigger considerably more  volatility in both the stock

and bond markets in the months ahead, as cost -of-capital
assumptions increase, opportunity  -costs rise, earnings multiples
contract and credit stress intensifies among highly -leveraged

businesses (see section 2).

We are certain |y seeing added vol in stocks, bonds, and other assets
as QT starts to take hold while the Fed also raises rates. Many have
argued that the Fed should only do QT or raise rates, not both at

once and | think this could end up happening as the first response

to either stocks falling 20%ish or real rates getting too high too fast.

So how are markets performing since QT started? Stocks are a little
above flat but rates are much higher and gold and commaodities are
outperforming stocks. This could just be norma | late cycle action but
vol is up in all of these assets and you can see that in the charts.

Bel ow are the charts with QTO0s start
first what about velocity of M2 which has been falling like Wile E.

Coyote for years (had a bit of a H&S peak in the 90s). It is way too

early to get excited about this and we still need the post QT numbers

but we are starting to see a very small turn. Worth watching.
FRED o = Velodity of M2 Money Stock
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Most folks are looking to the Fed to manage this well but the better
they manage this the more inflationary it may become. If rates keep
grinding higher but without breaking the economy , the zombie firms
slowly die off and perhaps overproduction and overcapacity dies with
them without employment and wages taking a b ig hit. If this

ogol di | oc k s 0, inflatisreanduratels cohtidug higher. If the
Fed mismanages this QT/rate increase regime the hit to the real
economy could put us back into a disinflationary environment or at

|l east | imit inflationds I mpact.

It is crucial to point out that we do not control our own inflation the
way we did 50, 25, or even 10 years
a commodity consumer, credit creator  /destroyer, and engine of
growth an d trade means we can and willim  port whatever in flation
or deflation China formulates. Inflation is no longer as simple as
domestic monetary and fiscal inputs. Considering the explosion of

the middle class in Asia that we are starting to feel o we will have
less and less control of inflation in the futu re. To put this explosion
into context just know that Asia adds more people to the global

middle class every single year than America has baby boomers in

total (going to dive into this next week). Most investors are going to

miss this because for their ent ire life , inflation was made or broken
in D.C.

The natural question is when do rising rates break stuff? Or more

importantly when do rising rates break stuff important enough to

change the Fedds game plan? Of cours
what will they do about it. Well it looks like a few things are already

starting to break.

Below are some charts Albert Edwards provided and they are
showing some clear signs of stress.
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First up is credit card charge  -off rates which are getting pretty rough
for small banks which tend to lead the big banks o worth watching.
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So credit cards are seeing some stress what about mortgages? Well
it may be too early , but we are starting to see trouble and it is
trouble that historically has correlated pretty well with the
unemployment rate. This will also be worth watching.

US delinquencies on residential mortgages seem to be rising (and leads unemployment)

1990 1995 2000 2005

JENCY RATE ON RESIDENTIAL MORTGAGES (%
VIENT RATE : United States

Source: Paul Jackson at Source ETF, @belgiandentists
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The next chart is bond default rate vs debt as a % of US GDP chart.
This one is pretty interesting as it paints a bleak picture for the

potential of the high yield default rate if the correlation that dates
back to the mid -80s continues. This correlation is one that clearly
makes sense and the gap only makes a lot of sense when we

consider the monetary jihad of the past decade. If rates keep rising

the high yield market  should experience trouble. The quality of HY
debt has deteriorated as corporates have levered their balance

sheets pretty hard. Companies without the cash flow are going to be

in trouble when they need to roll debt.

The biggest takeaway in markets these past c ouple volatile months
Is that balance sheets are starting to matter again

Corporate bond defaults do not seem to be affected by high debt levels... yet!

w—High Yield Default Rate: 9%, actual & predicted (L )
Debt as % of US Nominal GDP: yeariong average, US non-financal corporations (R )
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Back to the questions. When will rates break stuff? None of us know
but the cracks are already forming. The Fed has to be careful with

real rates more than nominal and | suspect they will be but the Fed
will eventually kill this sock puppet expansion they engineered.
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What stuff needs to break to get the Fed to change up the plan? This
one is important and none of us know for sure. The Fed itself has
made it clear that stocks,t he yield curve, and the labor market are
vital in their eyes.  With that said the Fed now has a supertanker
headed in one direction with two separate tightening tools squeezing
liquidity. They cannot just hit the QE button now, they have to slow
downQT,stop QT, stop raising rewtPeitis cut
there are a few steps between trouble and the Fed buying junk

bonds or ETFs or whatever they will do next time in addition to
treasury purchases . Not to mention they have changed the narrative
and for ecasts to the point where the credibility issue may mandate a
slower shift than our favorite financial personalities demand.

The last question | outlined is what will the Fed do about the

economy when it rolls over?  There is a great debate right nowoni f
they will do QE again or not and | agree with some of the thoughts

on both sides of the debate. My answer to that is yes , but way later

than most expect and the Fed put is a lot further from the money

than most market participants think or hope . In my op inionitis
possible for inflation to stay rather inconveniently high d tying the
Feddbs hands a bit. Obviously with a
market decline inflation would fall enough for the Fed to act, but |

sense it may be uncomfortably late in the e yes of Wall Street.

Unless of course Trump gets all Erdogan on the Fed. | know most
readers will scoff at the thought of the President putting heavy
pressure on the Fed to lower rates and print money, but it is
absolutely wor th considering and watching fo  r, if for no other reason
than most would not consider it. If the CPI is 3% but the real

economy is struggling and the election is approaching, what does

the President do and what does the Fed do? These are the scenarios
| war game in my head, in case they come to pass. This is why the
mid -term elections are important for markets in my mind. Will

Trump have the votes to fiscally stimulate where they Fed may not
want to print should the economy falter in 2019/2020?
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Okay | etds take a jmdulOGde forahother looktato t h
my inflation analog. As | mentioned last week this was inspired by

Hugh Hendry but | also give a lot of credit to Julian Brigden of MI2

Partners because he has been all over this as well. Below is a

bril 1l i ant ¢ har slideShovwtmat adcorhpaniead [iss

interview with Erick Townsend on his Macro Voices podcast

In the 60’s poorly timing fiscal spending
kicked off a cycle of inflation

The most halcyon period of stable inflation was thrown off balance by fiscal spending
Back then unemployment was 5% now it’s closer to 4% and inflation doubled in 18 months

Johnson introduces
Great Society

Government Expenditure YoY

xpenditure Act of 1968

MACRO INTELLIGENCE 2

PARTNERS
Juliands chart speaks for iIitself and
what we are living through right now. If inflation surprises the way |

expect, the jack pine patience could pay off as inflation hist orically
creates plenty of fires worthy of capital deployment at the right time.
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As for this
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| find it interesting that the public was kee nly aware and concerned

with the inflation problem despite it not having taken off in earnest

in 1965. Inflation is so far away from the minds of regular

Americans as well as policy makers today. It is also always

Il nteresting to read bohtoha natiopabdelg froemd s
50 years ago considering where it stands today.

| promised an interesting chart

d take a look at $CLF or Cleveland

Cliffs Inc 0 an iron/steel company out of

Cleveland. The company

dates back to before the Civil War and is open

ing a big new iron

plant in Ohio. | love the chart and will not pretend to have done a

deep dive on the company because | have not. What | know is that |

like commodities and | like the beaten down Rust Belt. The chart
provides some clear risk pointsand s  ome nice upside. We are at the
200 day and 200 week moving averages and a convergence of
trendlines and support. Take a look for yourself. If anyone digs deep

let me know what you find.
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Thank you so much for your readership and if you are enjoying the
letter please send it to your friends. | was grateful for the number of
readers that signed up this week and the feedback | received.

Folks can sign up here

Disclosure: There is risk in trading markets. Pinecone Macro is not an

investment advisor. My letters are based upon information gathered from

various sources and believed to be reliable, but are not guaranteed as to

accuracy and completeness. The inform ation in this letter is not intended to be,
and shall not constitute, an offer to sell or a solicitation of an offer to buy any
security or investment product or service. The ideas and trades | share are my

own and are for informational and educational pur poses only and should not be
construed as investment advice. Accordingly, you should not rely solely on the
information in making any investment. You should always check with your

licensed financial advisor to determine the suitability of any investments
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