FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND PoOLICY STUDIES

Minneapolis Options Report — June 5"

Over the past two weeks, market-implied inflation expectations declined across the tenors we follow (1-,
2-, and 5-year periods). Both long and short interest rates increased, except for the 5-year-out expectation
of 3-month LIBOR, which decreased by 47 bps to 1.94%. MPD skews on treasury options continued to
imply bias towards higher future rates at the long end of the curve. The dollar strengthened against the
pound and yen, and remained strong relative to its 4-year range. The bank and insurance companies we
montior outperformed the S&P 500 over the past two weeks but investor uncertainty, as measured by
MPD standard deviations, increased.

Inflation

Market-based inflation expectations derived from caps and floors on the CPI for 1-, 2-, and 5-year period
continued to decline over the past two weeks. This decline can be observed most clearly in the 1-year
tenor (see figure below).
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Additional detail:

¢ Median expectations for inflation from market-based probability distributions (MPDs) currently
sit at 1.6%, 1.68%, and 1.83% for the 1-, 2-, and 5-year tenors, respectively.

o MPD standard deviations remained fairly flat across tenors, suggesting little change in investor
uncertainty. Current measures are near their 4-year medians.

o MPD skew on the 5-year tenor remains at the very high end of its 4-year range and positive (0.6),
denoting a market-implied bias toward higher inflation rates over this time frame. Skew on the 2-
year MPD is close to zero but it has been steadily rising since the end of March, implying a
reduction in the market-implied bias toward lower rates for this period.
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Medium-to—-Long Bond Price MPD Statistics as of June 03, 2015
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Short Interest Rates MPD Statistics as of June 03, 2015

Latest 2-Week Change 1-Year Trend Long-Term Range
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Exchange Rate MPD Statistics as of June 03, 2015
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Metal and Energy Commaodity MPD Statistics as of June 03, 2015
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Agricultural Crop Commodity MPD Statistics as of June 03, 2015
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Agricultural Livestock Commodity MPD Statistics as of June 03, 2015
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Bank MPD Statistics as of June 03, 2015
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Bank MPD Statistics as of June 03, 2015

Indicator Latest 2-Week Change 1-Year Trend Long-Term Range
with min/max points with median, IQR, and max/min

Market Probability of —20% or More Decline (3—Month Expiry)
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Insurance Company MPD Statistics as of June 03, 2015

Latest 2-Week Change 1-Year Trend
with min/max points
MPD Standard Deviation (3—Month Expiry)
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Insurance Company MPD Statistics as of June 03, 2015

1-Year Trend

with min/max points

MPD Skew (3—Month Expiry)
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Insurance Company MPD Statistics as of June 03, 2015
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Insurance Company MPD Statistics as of June 03, 2015
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