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Bond Market Leading Equity Markets: Will Election Transition Optimism
Alter Negative Market Sentiment

I: Introduction — Bond Market leads Equities Indicating Growing Stability

Over the last two weeks we observed a good degree of fluctuation in the 10 year notes with yields
declining from a high of 2.52% on the 10 year to a low of 2.23 and by today back to 2.56. The markets
which had rallied since the announcement of Geithner as Secretary on November 21, 2008 until January
2, 2009 retreated since then with the exception of yesterday Jan 21, 2009. The bond market which was
beginning to stabilize in late December began to follow the markets with yields on the 10 year declining.
However, by last Thursday Jan 15, 2009 the yields on the 10 year began to improve and yesterday’s
action was the one of the strongest upward move of the month for both bonds and the equity markets.

Figure I: 10 Year note and S&P 500 since Jan 2, 2009 through Jan 21, 2009
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For the past two months since the Geithner announcement we have been arguing that the lame duck
period of the Bush Administration was hurting confidence and significantly affecting the markets. In the
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past couple days since the Obama inaugurations there has been significant signs of greater optimism by
Main Street in Contrast To Wall Street. It is our belief that the markets will feed on this optimism as
long as the optimism spills over to consumer confidence and ultimately purchases. The last few days
with the 10 year increasing in yield indicated that there is growing optimism for the markets. Figure 11
shows the yield curve over the past month with the long end of the curve beginning to improve
somewhat.

Figure II: Yield Curve for the Current, 1 Week Ago, 4 Weeks Ago, Weekly Average
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In the past few weeks since the FMOC lowered interest rates on December 16, 2008 the longer end of
the yield curve has been increasing, providing a significant sign that there is some expectation that the
economy will be getting stronger. We have observed that the longer end of the Treasury yield curve
increasing as seen in Figure II. The yield on the 5 year increased from 1.42% to 1.62%, the 10 year went
from 2.30% to 2.56%, the twenty and 30 year bonds went from 3.23% to 3.51%, and 2.93% to 3.17%
respectively. The yield on the TIPS increased but at a slower rate than their base instrument, with the 5
year TIPS going from 1.49% the prior week to 1.56% this past week and the 10 year went from 1.77 to
1.98 currently. This was the first time since Lehman that the 5 year TIPS were trading below the 5 year
notes.

This has been our argument for the past several weeks that the inflation protected Treasury securities
were significantly undervalued and that the Treasury securities were significantly oversold. Over the
past few weeks there was a major reversal in the pattern: with the inflation protected Treasury securities
increasing significantly relative to their base bond instrument. Yesterday was the first day in fact that the
5 year TIPS traded below their base instrument, with the 5 year trading at 1.62 and the 5 year TIPS
trading at 1.56. These patterns are a continuation of the Treasury market indicating that the economy is
beginning to get stronger.

I1. 5 Year and 10 Year TIPS Begin to Adjust to Limited Inflation Expectation

Last week the 5 year TIPS for the first time since the fall of Lehman was below the 5 year Treasury
notes. The yield on the 5 year Treasuries closed yesterday at 1.56% whereas the yield on the 5 year
notes was 1.62%. This has been a long period of abnormal trading patterns which had resulted from the
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extreme flight to safety. The TIPS have been closing the gap for the past few weeks with the 5 year
Treasury moving above the 5 year TIPS (Figure IITA).

Figure III A: 5 year Note & TIPS January 2007 to January 2009
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The yield on the 10 year TIPS for the week increased to 1.98% from 1.77% with the yield on the 10 year
going from 2.30% to 2.56% a 26 basis point increase as opposed to a 19 basis point increase for the
TIPS. The 10 year has continued to expand out, with a healthier 58 basis point spread as of yesterday’s
close.

Figure III B: 10 year Note & TIPS January 2007 to Jan 2008
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From Figures IITA and IIIB, using weekly data, we see how in the past few weeks, the spreads have
slowly begun to move back toward a more normal direction. The current moves are still not major
moves, but at least they have been moving in the correct direction and are positive relative to the TIPS.

The historical relationship between the TIPS and their respective instruments have been a consistent 200
to 250 basis point spread for both the 5 year and 10 year TIPS, over the past couple of years (Figures
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IITA & B respectively). However, beginning in July of 2008 this 200 to 250 basis point gap between the
TIPS and their respective instruments closed for the 5 year TIPS, and in September for the 10 year TIPS.

III. SISR Fixed Income Forecast for 2009

Based on our economic expectation we are forecasting the 2009 FF rate and the 10 year notes. We have
based our forecast on: 1) an inflation rate of 1 to 1.5% by the end of next year; 2) on GDP in Q109 being
negative by greater than 1%; Q209 coming in at near zero; Q309 being slightly positive; and Q409 at a
2.2% growth rate; 3) the price of oil increasing to a range between 55 and 65 dollar by the end of next
year; 4) gasoline going back to the $2.10 to $2.30 per gallon range; 5) the dollar stabilizing at $1.20 to
$1.40 per Euro, through midyear and 6) initial claims and unemployment peaking in Q109.

Given the current U.S. Fed Funds target interest rates, we believe that the dollar will continue to
strengthen again the Euro because it is expected that the U.S. will emerge from this crisis faster than the
Euro Zone. Once the FOMC begins to raise interest rates as we expect by midyear, we believe that the
dollar will become even stronger relative to the Euro, and eventually trade at parity with the EURO. As
the dollar strengthens Crude will fully stabilize in the 50 to 60 dollar per barrel range. We also expect
that the U.S. will recover from this recession faster than the EU zone recovers from their recession.

SISR Fixed Inceome Forecast for 2009

Historical SISR Forecast
Dec 30, June 30, Sept30, Dec 26, Jan31, Mar 31, June3l, Dec3l,
Rates 2007 2008 2008 2008 2009 2009 2009 2009
Fed Funds | 4.25 2.00 2.00 0.0-0.25 0.0-025 0.0-0.25 1.00 1.50
1 Year 342 236 1.78 0.38
2 Year 323 2.63 2 0.89
5 Year 3.63 334 2.98 1.51
10 Year 421 3.99 3.85 2.16 2.60 2.75 3.00 3.50
10Yr-FF | -0.04 1.99 1.85 2.16 2.35 2.5 2 2.00

Source: Federal Reserve, SISR

We are forecasting a FF target rate of 1.50% by year end, with a 10 year note at 3.50%. We would
expect that the 10 year TIPS will continue to drop relative to their basic instruments and the spread
expanding out to at least 100 basis points by year end if not sooner. This would indicate a 1.0% to 1.5%
inflation rate by year end. In addition the 10 year note less the Fed Funds rate (FFBond), as show in the
table, is projected to remain in the range of 1.5% to 2.5%.

For the past year we have been highlighting this FFBond spread as being perhaps the most important

single indicator of the economy’s health. It has anticipated every major recession including the 2007 to
2009 recession. During early 2007 this spread had been negative for over 9 months, which was
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indicating that the economy was heading into a recession. We are projecting that the FOMC will be very
cognizant of maintaining the FFBond spread at 1.5 to 2.5% going forward. We similarly will be
watching this spread very closely, since the U.S. economic recovery will be dependent on this spread
remaining at or above the preferred ratio of greater than 1.5%. If it begins to decline below 1.5%, as it
briefly did in November, it is likely that the economy will again be heading into more difficult times.
This is why we have been so encouraged over the past week even though the equity markets were telling
a different story. We believe that the Treasury Markets may be leading the Equity Market as a leading
indicator for the economy beginning to find some sense of footing.

IV: Conclusion

Two weeks ago we concluded with the following statement:

Based on our forecast and expectations we would recommend the purchase of the 5 and 10 year
TIPS and the sale of their respective instruments. We find it hard to believe that there will be
deflation, and even harder to believe that in 2 years there will be zero inflation. This is why we
believe a discussion of M2 was relevant.

This week we finally saw the 5 year TIPS move below their basic instrument and the Fixed Income
market have begun to show some signs of returning to a more normal pattern.

There is not much to say except today the economic data for claims and housing starts was terrible, the
equity markets are down but the bond market yields on the 5, 10, and 30 year notes and bonds today are
up again. This is the expected trend with the economy anticipated to show some improvement in the
intermediate future. Bonds we believe are a better indicator of expectations than are stocks. Bonds are
leading with stocks lagging future economic expectations.
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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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