FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND POLICY STUDIES

Minneapolis Options Report — April 29™

Median inflation expectations rose for all inflation tenors over the 2-week period. Median expectations of
near-term inflation are higher than those for the next five years. The S&P 500 returned 0.6%, while
banks and insurance firms we follow outperformed the market with average returns of 6.5% and 2.1%,
respectively. The MPD standard deviation of most banks has trended downward since the fourth quarter
of 2015, save for KEY, whose MPD has remained relatively flat. Silver posted a 6.0% return, and its
MPD skew has trended higher since the end of the fourth quarter 2015.

Inflation

Market-based inflation expectations derived from caps and floors on the CPI for 1-, 2-, and 5-year periods
increased over the 2-week period to 1.89%, 1.76% and 1.78%, respectively. This suggests that median
expectations of near-term inflation are higher than those for the next five years. This rise is best observed

in the 1-year tenor (see figure, below).
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Additional detail:

e MPD standard deviations, for all tenors, currently stand below respective 47-month medians,
implying that current level of investor uncertainty surrounding inflation expectations is lower
than previous readings.

e The probability of low inflation, defined by the market probability of less than 1% inflation, fell
across tenors by an average of -1.8 percentage points.

Interest Rates

Spots for the 5- and 10-year Treasury prices declined from their historical highs, indicating that yields
rose over the 2-week period. Changes in MPD statistics were flat over the reporting period. Current
levels of MPD standard deviation point to low levels of investor uncertainty, and MPD skew levels imply
neutral bias. The 3-year out and 5-year-out LIBOR tenors both rose by 8.3 and 13 basis points
respectively. The probability of low short term rates, defined as the market probability of less than 0.5%



LIBOR, fell by -2.2 and -4.9 percentage points for the 3-year-out and the 5-year-out tenors, respectively.
However, they both remain elevated relative to respective long term medians.

Banks and Insurance Companies

The S&P 500 returned 0.6% over the past two weeks. Changes in MPD statistics for the S&P 500 were
flat over the 2-week period. The 19 banking firms we follow posted a 6.0% return, outperforming the
market. Changes in MPD standard deviation, for most firms, declined over the two-week reporting period.
The 11 insurance companies we follow, returned 2.1% on average and changes in MPD statistics were
mostly flat.

Additional details:

e MPD standard deviations have trended downward for most banks since February 11, 2016,
implying that investor uncertainty surrounding banking equities has decreased over the same
period. While MPD standard deviations are near historic 4-year median values for most banks,
this measure remains above the 75" percentile for KEY and FITB. Specifically for KEY, its
MPD standard deviation has trended flat over this period (see plot below).
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e Currency movements were mixed, as the pound was stronger against the dollar, while the dollar
was stronger against the yen. MPD standard deviation for the USD-Pound and USD-Yen pairs
are above their respective 4-year 75" percentile values indicating higher levels of investor
uncertainty for each currency pair.

o Silver rose 6.0% over the 2-week period. MPD standard deviation rose by 1.7 percentage points.
MPD skew decreased slightly but remains near its 47-month high of 0.27. MPD skew for silver
has steadily risen since the 4™ quarter of 2015, indicating bias towards higher future silver prices
(see chart below).
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e WTI Crude rose 5.3% but remains well below its 47-month median value. MPD Standard
deviation continued its decline, which started on February 18, 2016. It fell by 2.6 percentage
points over the 2-week period.

e Agricultural crops all rose by an average of 3.1%. Soybeans registered a new 47-month high for
MPD skew. MPD skew also remains elevated for both corn and wheat, indicating bias towards
higher future crop prices. MPD standard deviation remains elevated for all three crops.

o Agricultural livestock posted mixed results this reporting period. Cattle posted a loss of -2.5%,
setting a new 33-month low, whereas lean hogs rose 1.7%. Both spot prices remain below
respective historical medians.
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Medium-to—Long Bond Price MPD Statistics as of April 27, 2016

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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Short Interest Rates MPD Statistics as of April 27,

Latest 2-Week Change 1-Year Trend
with min/max points
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Equity Index MPD Statistics as of April 27, 2016

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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Exchange Rate MPD Statistics as of April 27, 2016

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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Metal and Energy Commodity MPD Statistics as of April 27, 2016
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Agricultural Crop Commodity MPD Statistics as of April 27, 2016
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Agricultural Livestock Commodity MPD Statistics as of April 27, 2016
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Bank MPD Statistics as of April 27, 2016
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Insurance Company MPD Statistics as of April 27, 2016
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Insurance Company MPD Statistics as of April 27, 2016
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Insurance Company MPD Statistics as of April 27, 2016
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Insurance Company MPD Statistics as of April 27, 2016
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