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Abstract

At the start of each year, we typically name three broad market frends or
events that could potentially have the greatest impact on the shorterm debt
market. For 2018, we think central bank tightening, tax reform and event
risk will have the most impact on shorterm debt markets. We are generally
sanguine about the inferest rate and credit spread outlook. VWhat is less
clear is how investors will manage a market reversal. We think the demand
for institutional cash portfolios to “selFinsure” against liquidity events has
increased. Treasury professionals should focus on risk diversification and
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liquidity stratification.

Introduction
Lance Pan, CFA® 2017 tumed out to be an unexpectedly blissful year by some standards. A
Director of Investment Research political novice occupying the White House did not lead to the financial
and Strategy market volatility many had predicted, in spite of his unconventional
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communication style. Britain will leave the European Union, but no other
country followed suit. The debt ceiling came and went... and came again,
but Treasury issuances were well received. Headline news was dotted with
reports of partisan politics, slowing growth in China, ferrorism, asset
bubbles and rising corporate leverage. Nevertheless, risk assefs, interest
rates and market liquidity all seem to have held up well.

In 2018, we expect the cumulative effect of monetary policy normalization
from the Federal Reserve and other central banks to guide the yield curve
higher. Market responses to the tax reform legislation passed in December
will also shape the cash investment landscape. As in 2017, we think
unknown event risk occupies a very important corner of an increasingly
uncertain world.

1. Market Implications from the New Tax Legislation

The hotly contested, highly partisan Tax Cuts and Jobs Act is finally here.
The estimated $1.5 trillion tax package that permanently lowers corporate
income tax while providing temporary relief to individual taxpayers will
touch many corners of the economy and financial markets beyond 2018. In
the contfext of institutional liquidity management and shortterm debt markets,
we have the following initial reflections.

Moderate impact on Nearterm Growth and Policy Rates: Despite
Republican leadership’s high hopes and promises of the bill's jolt to
economic growth, economists seem fo agree that the uplift will be modest.
While bringing corporate profits home and giving households more cash to
spend are expected o stimulate the economy, previous tax cuts between
the 1960s and 2000s produced mixed longterm results. A December Wall

Street Journal survey of economists showed that most forecasters thought

1 | January 2018 Central Bank Tightening, Tax Reform and Event Risk



((;(CAPITAI' Investment Research

ADVISORS GROUP

growth pickup over the next two years from the tax bill would be moderate. In her last press conference as Fed
Chair, Janet Yellen said the legislation would provide “a modest lift" to the economy and that it would not lead to
an acceleration of the Fed's pace of rate hikes in 20182.

Higher Deficits and Treasury Issuance: The Joint Committee on Taxation (JCT) estimates that the tax law will
increase the deficit by $1.5 trillion over 10 years, most of which is frontloaded, with a projected increase of
$135.7 billion in 2018. Larger deficits mean correspondingly higher Treasury security issuance. Based on recent
Treasury auctions and comments from government officials, nearly half of the new debt supply is expected in
Treasury bills. This means that, even without the Fed ratcheting up interest rate hikes, shortterm Treasury yields will
be under pressure to rise more for the market to absorb higher supply.

Deemed Repatriation Changes Funding and Investment Behaviors: The closely-watched repatriation tax law
will subject foreign profits accumulated from 1986 to 2017 to a one-ime tax of 15.5% for cash and liquid
assets and 8.0% for illiquid assets, higher than the initial Senate plan of 10% and 5%, respectively. Companies
can either make payments immediately or defer them over a multiyear period. On the tax front, the estimated
$2.6 trillion total offshore profits® may translate into tax bills of $208-390 billion. How companies pay these
bills will influence their liquidity management and financing decisions, and by extension, debt supply and
demand dynamics across global markets. While the full impact of cash reshuffling on a grand scale will take
years to materialize, we have already observed some cash investors putting their investment decisions on hold
pending strategic review.

Uneven Impact Across Industries: As we wrote previously, there will be winners and losers due to tax reform.
Businesses in general will benefit from a permanently lower corporate tax rate. Banks will emerge as major
beneficiaries due to their high effective tax rates. The boost to longferm revenue should more than offset one-time
write-downs of tax shelters. Technology and life science companies, with stockpiles of offshore cash, will have
more flexibility and rely less on capital market funding. Other sectors such as retail, telecommunications, oil &
gas, aufo and agriculture also will benefit. On the flip side, businesses related to the housing market may be hurt
by reduced mortgage interest and local tax deductions. Healthcare providers will feel the pinch from the
repealed individual mandate in the Affordable Care Act. We expect differentiation among industries in credit
strength, funding and market liquidity.

2. Central Bank Tightening and Rising Interests Rates
Along with the tax reform, we expect the reversal of central banks’ quantitative easing to show further effect on
the yield curve in 2018.

In 2017, the Federal Reserve delivered three rate hikes for a total of 0.75%, matching consensus forecasts by
Fed officials at its December 2016 policy meeting. The Fed's current projections call for three more rate hikes in
2018, pushing shorterm rates up to 2.00-2.25% by the end of the year. Financial market consensus, as
measured by Fed funds futures, were initially reluctant to match the Fed's projected pace of increases but have
since moved closer to the Fed and now price in two rate hikes in 2018. Jerome Powell, President Donald
Trump's nominee as the next Federal Reserve Chairman, is expected to follow the gradual path of rate increases
set in motion by current Fed Chair Janet Yellen.

" David Harrison, Economists see three Fed rate rises next year, lower unemployment, The Wall Street Journal, Economy Section, December
12, 2017. https: //www.ws|.com/articles /economists-seethreefed-raterises-nextvearlowerunemployment-15 13106667

2 Binyamin Appelbaum, Fed predicts modest economic growth from tax cut, the New York Times, December 13, 20017.

https: / /www.nvtimes.com/2017 /12 /13 /business/economy/fed-interestrates.htm/emirref=www.google.com

% Many press reports quote the $2.6 frillion figure based on a March 2017 report by Insfitute on Taxation and Economic Policy that combed
through annual report filings of Fortune 500 corporations. hitps://itep.org/fortune-500-companieshold-arecord-2é-rillion-offshore
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The Fed started reducing its $4.5 trillion balance sheet last October on a pre-determined schedule. The pace of
the reduction starts small, at $10 billion per month, and gradually increases by $10 billon per month each
quarter until it reaches $50 billion per month. Fed Chairman nominee Jerome Powell alluded to a Fed balance
sheet of $2.5-3 trillion in size over five years®. This implies that overall bank reserves will be reduced by $1.5-2
frillion accordingly.

The Federal Reserve was not alone in ending accommodative monefary policies. The other major central banks,
including the Bank of England, the European Central Bank, and the Bank of Japan have already revealed, or are
expected fo reveal, infentions to raise inferest rates or scale back asset purchases. The reversal of the soall
"quantitative easing” by these central banks should also put upwards pressure on shortterm interest rates and
drain liquidity from the financial system.

In recent months, the market was faced with a conundrum of rising shortterm rates but relatively range-bound
long-term rates, resulting in a phenomenon known as yield curve flattening. In the past, a flatter, sometimes
inverted, yield curve has foretold rising probability of an impending recession. This time around, economists,
including some Fed researchers, have affributed the flat curve to stubbornly low inflation, a lower premium for
holding bonds longer, and permanently lower real interest rates.

While these postulations may have elements of truth, the cumulative effect of central banks reversing or lessening
their accommodative stances, in addition to larger federal deficits, should put greater upwards pressure on long-
ferm rates, leading to losses further up on the yield curve. We think investors should be mindful of too much
complacency in the bond market, especially since bond scarcity is quickly becoming a thing of the past.

3. The Many Known and Unknown Risks

Keeping an eye on the many known and unknown external threats to debt market stability has become a
perennial challenge in this age of uncertainty. It is paradoxical despite many simmering risks in 2017, that equity
markets had another stellar year. The moving averages of the VIX, a broad market index of volatility, trended
downward throughout the year, dipping below 10 near the end of the year.

4 Steve Matthews, Matthew Boesler and Jeanna Smialek, Jerome Powell’s views on monetary policy in his own words, Bloomberg.com,
November 1, 2017. https://www.bloomberg.com/news/articles /2017-11-01 /jerome-powell-s-views-on-u-ss-monetary-policy-in-his-own-
words
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Source: Bloomberg, Chicago Board Options Exchange (Cboel. As of December 21, 2017.

But in terms of headline news, we expect 2018 will be no less volatile than 2017. We should hear more on the
Trump Administration’s “America First” immigration and trade policies, its diplomatic or military responses to the
nuclear conflict on the Korean Peninsula, and presumed major personnel changes in the President’s Cabinet. The
2018 mid+erm elections loom large, while Congress tackles the federal budget and, wait for it, the unresolved
debit ceiling. China continues to face monumental challenges in managing ifs credit bubbles both in and outside
of its banking system, while af the same time maintaining stable growth and social cohesion. Brexit is a year
closer to reality, while countries in the European Union continue to face nationalist and/or separatist pressures.
Lofty valuation in sfocks, high yield bonds, and real estate in many parts of the world remain a threat to capital
market stability.

Adding to these relative known risks are the unknowns such as cyber security and cyber terrorism, the former
leaving financial institutions (see Equifax) particularly vulnerable. Ransomware, a tactic of exacting financial gains
by hijacking corporate computer systems, may get more frequent and potent, affecting companies everywhere.
The meteoric rise and proliferation of cryptocurrencies, the emergence of crypto exchanges and the infroduction
of derivative trading of this unregulated or thinly regulated market may induce unwelcome shocks to liquidity in
the broader financial market.

When combined with risk yields and higher debt issuance, event risk may pop up where least expected, leading
fo compounding challenges at inopportune times. The lingering known and unknown risk factors suggest the
permanency of a liquidity premium in cash investment portfolios.
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Portfolio Implications - As Good as It Gets

As we reflect on the major frends and events that will impact investment decisions by institutional liquidity
managers, we are generally sanguine about interest rafe and credit spread outlook. With the return of yield to
these portfolios and the Federal Reserve’s commitment to a gradual path of higher interest rates, we are tasked
with a fraditional duty of managing portfolios in a rising rate environment. Fed balance sheet reduction and the
reversal of foreign central bank QE are still af an early stage; thus, we do not expect rapidly rising interest rafes.
As well, we think higher Treasury issuances will be met by strong demand, especially with government money
market funds extending beyond overnight reverse repurchase agreements with the Fed.

We also view general credit quality to be stable. The low yield environment and moderate economic growth
should still support benign credit quality, although some deterioration on lower rated, more leveraged, credits is
fo be expected.

What is less clear is how investors will manage the potential reversal of asset valuation and market liquidity
agitated by the risk factors highlighted above. While one can never pinpoint the timing of such events, we
expect demands on institutional cash portfolios to hold more liquidity to “self-insure” against these contingencies
fo increase. In addition to duration (inferest rate) risk management, freasury professionals should continue to focus
on risk diversification and liquidity stratification with a tiered approach that separates overall liquidity portfolios
info separate liquidity vehicles.
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About Us

Capital Advisors Group, Inc. is an independent SEC-registered investment advisor specializing in institutional
cash investments, risk management, and debt finance consulting. Our clients range from venture capitalfunded
startups and emerging growth companies fo Fortune 100 companies.

Drawing upon more than a quarter of a century of experience through varied interest rate cycles, the firm has
built its reputation upon deep, research-driven investment strategies and solutions for its clientele.

Capital Advisors Group manages customized separately managed accounts (SMAs] that seek to protect principal
and maximize risk-adjusted refurns within the context of each client’s investment guidelines and specific liquidity
needs. Capital Advisors Group also provides FundlQ® money market fund research; CounterpartylQ®
aggregation and credit analysis of counterparty exposures; risk assessment on shortterm fixed income securities
and portfolios; and independent debt finance consulting services.

Headquartered in metropolitan Boston, Capital Advisors Group maintains multiple U.S. regional offices.

Disclosure Information

Any projections, forecasts and estimates, including without limitation any statement using “expect” or “believe” or any variation of either
ferm or a similar term, contained herein are forwardHooking statements and are based upon certain current assumptions, beliefs and
expectations that Capital Advisors Group, Inc. ("CAG”, "we" or “us") considers reasonable. Forward-looking statements are necessarily
speculative in nature, and it can be expected that some or all of the assumptions or beliefs underlying the forward-ooking statements will
not materialize or will vary significantly from actual results or outcomes. Some important factors that could cause actual results or
outcomes to differ materially from those in any forward-looking statements include, among others, changes in interest rates and general
economic condifions in the U.S. and globally, changes in the liquidity available in the market, change and volatility in the value of the
U.S. dollar, market volatility and distressed credit markets, and other market, financial or legal uncertainties. Consequently, the inclusion
of forward-looking statements herein should not be regarded as a representation by CAG or any other person or entity of the outcomes
or results that will be achieved by following any recommendations contained herein. While the forward-looking statements in this report
reflect estimates, expectations and beliefs, they are not guarantees of future performance or outcomes. CAG has no obligation to update
or otherwise revise any forward-looking statements, including any revisions fo reflect changes in economic conditions or other
circumstances arising after the date hereof or to reflect the occurrence of events [whether anticipated or unanticipated), even if the
underlying assumptions do not come to fruition. Opinions expressed herein are subject fo change without notice and do not necessarily
take info account the particular invesiment objectives, financial situations, or particular needs of all invesfors. This report is intended for
informational purposes only and should not be construed as a solicitation or offer with respect to the purchase or sale of any security.
Further, certain information set forth above may be based upon one or more third-party sources. No assurance can be given as fo the
accuracy of such third-party information. CAG assumes no responsibility for investigating, verifying or updating any information reported
from any source.

Please note: This report is for personal, non-commercial use only. You may not copy, disfribute or modify this report without prior written
authorization from Capital Advisors Group.
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