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BANKING AND POLICY STUDIES

Minneapolis Options Report — March 18"

Over the past two weeks, market-implied inflation expectations rose across all tenors we follow (1-, 2-,
and 5-year periods), while changes in market-based probability distribution (MPD) standard deviations
remained flat. The S&P 500 returned 2.1% and changes in its MPD standard deviation were slight,
falling by -0.8 percentage points. The banking firms we follow, on average, underperformed the market
returning -0.4% on average. In contrast, the insurance firms we follow outperformed the market with an
average return of 2.5%. The changes in MPD standard deviations of both industries fell, in line with the
MPD standard deviation decrease of the S&P 500. All currency pairs we follow were stronger against the
dollar, with the Euro posting the largest increase amongst all currency pairs. WTI crude posted a 9.5%
return over the two week period as its MPD standard deviation fell by 3.7 percentage points to 30.3%.

Inflation

Market-based inflation expectations derived from caps and floors on the CPI for 1-, 2-, and 5-year periods
rose over the 2-week period to 1.74%, 1.67% and 1.72%, respectively. This increase is best observed in
the 1-year tenor (see figure, below).
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Additional detail:
¢ Inflation expectations have tracked higher since Jan 20, 2016. Notably, the short term (1-year)
median inflation expectation was higher than the2- and 5- year tenor median expectations.
e Low inflation, as defined by the market probability of less than 1% inflation, continued to
decrease across all tenors by an average of -6.8 percentage points.

Interest Rate

Spot prices for all Treasury tenors fell over the two week period, and consequently yields rose. Though
MPD skew for the 10-year Treasury experienced a large decline, its absolute level continues to signal no
bias in expectations of long-term rates. 3- and 5-year LIBOR tenors fell by -18 and -6.3 basis points
respectively. Changes in MPD standard deviation were negligible for both tenors and currently stand at
1.2% and 1.6%, respectively.



Banks and Insurance Companies

The S&P 500 returned 2.1% over the past two weeks with the 6- and 12 month tenors posting an average
MPD standard deviation decrease of -0.8 percentage points. The 19 bank firms we follow posted a -0.4%
return, underperforming the market. Change in MPD standard deviation, for most firms, mirrored those of
the S&P 500, falling by -0.7 percentage points and signaling a slight reduction in investor uncertainty.
The 11 insurance companies we follow outperformed the market, returning 2.5% on average. MPD
standard deviations moved in line with the broader equity market, falling by -1.0 percentage point.

Additional details:

While most banks experienced a fall in MPD standard deviation, DB recorded a 2.5 percentage
point increase over the two-week reporting period. MPD standard deviation declines were largest
for CS and KEY at -4.7 and -3.0 percentage points.

MPD standard deviation fell for all insurance companies we follow except LNC which was
effectively unchanged. AIG and PF posted the largest decreases of -1.7 and -2.8 percentage
points, respectively.

MPD standard deviation for the S&P 500 Index 12-month tenor has moved back towards its 4-
year median after experiencing several recent upticks as demonstrated by the plot below.
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Other Markets

The iShares US Real Estate Index outperformed the markets, posting a 3.6% return. Changes in
its MPD statistics were flat.

All currencies we follow (euro, pound, yen) were stronger against the dollar, as MPD standard
deviations registered small decreases across the currency pairs. The market probability of a -10%
or more decline fell across pairings by an average of -1.2 percentage points, indicating a small
decline in tail risk of stronger dollar.

Gold posted a loss of -0.9% over the two-week period. Its MPD standard deviation fell by 1.1
percentage point, indicating a reduction in investor uncertainty. Silver underperformed the S&P
500 with a 1.3% return; its MPD statistics were largely unchanged; however, its MPD skew has
trended upwards since the start of the year.

WTI crude returned 9.5%, while its MPD standard deviation fell by -3.7 percentage points. Tail
risk, as measured by the market probability of -20% or more decline, fell by 1.9 percentage
points.

Agricultural crops (soybeans, corn, and wheat) had an average return of 3.9% over the two week
period. The MPD Standard deviation for corn increased by 1.9 percentage points over the
reporting period and has been steadily increasing since falling to its 1-year low on Dec 16, 2015
(see figure below).
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e Agricultural livestock (cattle and hogs) returned 1.2%, on average. The MPD standard deviation
for cattle fell by -2.3 percentage points and settled at 9.55%, slightly higher than its median value.
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Medium-to—Long Bond Price MPD Statistics as of March 17, 2016
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Short Interest Rates MPD Statistics as of March 16, 2016
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Equity Index MPD Statistics as of March 17, 2016
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Metal and Energy Commodity MPD Statistics as of March 17, 2016
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Agricultural Crop Commodity MPD Statistics as of March 17, 2016
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Agricultural Livestock Commodity MPD Statistics as of March 17, 2016
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Bank MPD Statistics as of March 17, 2016

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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Source: FactSet
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