FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND PoLICY STUDIES

Minneapolis Options Report — October 2"

Market-implied inflation expectations increased for the 1-year tenor but decreased for the 2- and
5-year tenors. MPD skew indicated bias toward lower inflation levels for the 1-year tenor and
higher inflation levels for the 2- and 5-year tenors. The 3-month LIBOR (3-year expiry) posted a
new 1-year low as market implied standard deviations for the 3- and 5-year tenors trended
downward from their 1-year highs seen in October 2014. MPD skews for dollar-euro and dollar-
pound options indicated bias toward a stronger dollar. Investor uncertainty, as measured by
MPD standard deviation, rose over the past two weeks for nearly all banking institutions we
follow.

Inflation

Inflation measures were mixed over the past two weeks as expectations derived from the 1-year
tenor rose to 0.8%, and longer term measures (2- and 5-year) fell to 1.0% and 1.3%, respectively.
Market implied uncertainties were largely unchanged across all tenors (1-, 2-, 5-year) and
remained near their respective 4-year medians (1.2%, 1.3%, 1.2%).

Additional Detail:

e The MPD skew for the 1-year inflation tenor decreased to -0.53, indicating a bias towards
lower short term inflation. The 2- and 5-year tenors rose and MPD skew measures
communicated bias towards higher future inflation rates.

e The 5-year inflation expectations measure posted a new multi-year high for market
implied probability of inflation below 1% (38%) as it continued its downward trajectory
commenced in August 2015 (see chart below).
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Interest Rates

Spot prices for 5- and 10-year Treasuries increased over the 2-week period (+1.1% and +1.7%),
and edged closer to their respective 4-year highs. Market implied uncertainty, as measured by
MPD standard deviation, fell slightly for both over the 2-week period. MPD skews for 5- and
10-year tenors increased slightly, however the level of MPD skew for the 5-year treasury
remained negative (-0.09) indicating bias towards lower prices and higher rates over its horizon.

The median expectation for the 3-month LIBOR (3- and 5- year expiry) fell by -24 bps and -47
bps respectively. The market implied uncertainties for the rates were unchanged, settling at
1.15% and 1.71%. These levels remained below their 4-year lows. While the MPD skew for the
3-year tenor was largely unchanged, it increased for the 5-year tenor and both MPD skew levels
indicated bias toward higher rates. The market-implied probability of the 3-month LIBOR 3-
years out falling below 0.5% jumped to 24%. The probability of the 3-month LIBOR 5-years out
falling below 1% increased to 39%.

Equity Markets

The S&P 500 index posted a -4% decline in returns over the two week period. Investor
uncertainty rose for both the 6- and 12-month S&P 500 tenors — +1.3% and +2.0%, respectively
— and both remained well above their 4-year median uncertainty values. Negative MPD skew
implied bias towards lower prices in the future. Bank equities underperformed posting a -5.0%
loss and insurance outperformed posting -3% loss over the two week period.

Additional Details:

e Market implied uncertainty, as measured using MPD standard deviations, rose in the banking
sector (+1.4%) with 18 out of 19 of the entities we follow showing increases. It was mixed
across the insurance entities we follow, with 4 of 11 entities posting reduced MPD standard
deviations.

e Market implied uncertainty for Credit Suisse jumped 8% over the two week period. Its
MPD skew set a new 4-year high at 1.8 signaling a strong bias towards higher future prices
(see table below).

Bank MPD Statistics as of September 30, 2015

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

MPD Standard Deviation (3=Month Expiry)
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Other Markets
e The dollar strengthened against the euro and pound and weakened slightly against the
yen. MPD skew for the USD-Euro and USD-Pound declined and continued to signal bias
towards a stronger dollar.
e Gold and silver spot prices fell (-0.3% and -3.0%) and remained near their four-year
lows. The MPD skew for gold has risen steadily since June 2015 but remained biased
towards lower future gold prices.
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e WTI crude spot prices declined over 4% for the 2-week period. Market implied
uncertainty, as measured by MPD standard deviations, held near its 4-year high. MPD
skew declined and was negative, implying a bias toward lower future prices of crude.

e The spot price of the iShares US Real Estate Index outperformed the S&P500, posting a
loss of -1%. While MPD skew rose and remained higher than its 4-year median, the level
of MPD Skew indicated a bias towards lower future prices.

e Cattle spot prices fell nearly -5%, approaching its 2-year low. Market implied
uncertainty rose to its 2-year high. MPD skew jumped to its highest level in two years,
though it demonstrated bias towards lower future prices (see table below).

Indicator Latest 2-Week Change 1=Year Trend Long-Term Range

with min/max points with median, IQR, and max/min
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Inflation MPD Statistics as of September 30, 2015
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Medium-to—-Long Bond Price MPD Statistics as of September 30, 2015
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Short Interest Rates MPD Statistics as of September 30, 2015
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Equity Index MPD Statistics as of September 30,

Latest 2-Week Change 1-Year Trend
with min/max points
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Exchange Rate MPD Statistics as of September 30,

Latest 2-Week Change 1-Year Trend
with min/max points

Dollar-Euro Futures (3—Month Expiry)

128 %S
1.12 ‘
D 1.05 T
Mar11
Aug26
8.42
5.36% i W
369 Sos
016 Qe
-0.34 ' 4 A
= 054 S WA AAR
Jun03
Aug26
10.68
4.1% [] AJN"fv\f’vﬂNﬂwJ\,j(_
046 529
98539
16796 D 0 “l||”||||III||||"||||||I|||||||||I||II||"||||||I|
Dollar-Pound Futures (3—Month Expiry)
16165 O%0L
151.13 )
] SN
Apr01
3.9% D 6.67
31 =
0Oct29
Aug26
-0.03 N =
-0.15 \—
E o e
ar04
Aprol
1.04% |‘ 763
0.24 _O-ct29
38626
7207 0 I|||||||I.|...III||"||||I||||||||I|.I|.||I||||I|||.|

Dollar-Yen Futures (3—Month Expiry)

Octl5
94.37 N
83.43 _ 0.52% N~
80.11 TS5
. 8.83 A”iif
5.67% 0.21% A A
: Ju22
Aug26
0.14 |‘ 032 VA, /«‘\«/g
04 May20
%
Aug26
11.17
3.9% _ 0.44% D a A
069 %29
45672
9227 _ 34% 0 |I||I||||II||.||II||I|.|...u|I||||.....|I||||I|||.I|

Sources: Chicago Mercantile Exchange, Bloomberg

2015

Long-Term Range
with median, IQR, and max/min

1.}2
105 F--- T ]-4139
last 47 months
536
24 v--IT"T _}----- 4 8.42
last 47 months
-0.34
085 k- = -~ II1----+ 016
last 47 months

0.02 |-|:|:"} ——————— 4 1152

last 47 months
16796
v,

2039 - T J------ 4 98539

last 47 months

15113
W r---C1T_J---- 4 171.39
last 47 months

2.36 F - - El':l— —————— 4 6.67

last 47 months
-0.15
092 F--=----- --401

001 bF[IF--------- 4763
last 47 months
7207
a8 v J-------- 4 38626
last 47 months

83.43
8041 F L T F----- 4 13066
last 47 months
5.67
276 k- - [T ------ 4 883
last 47 months
0.14
044 b= - [I]------- 4 091
last 47 months

0.02 + EEY ———————— 4 1117

last 47 months
9227
365 k- _F------- 4 45672
last 47 months

Page 5 of 16



Metal and Energy Commaodity MPD Statistics as of September 30, 2015
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Agricultural Crop Commodity MPD Statistics as of September 30, 2015
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Agricultural Livestock Commodity MPD Statistics as of September 30, 2015
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Bank MPD Statistics as of September 30, 2015

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