FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND PoLICY STUDIES

Minneapolis Options Report — November 4™

Median inflation expectations fell for all inflation tenors over the two week period. Treasury prices and
MPD standard deviation has trended lower over the course of the year. The S&P 500 lost -2.2% while the
20 banks and 11 insurance firms we follow outperformed the broader market, posting respective average
returns of 1.1% and -2%. Changes in MPD standard deviation for the S&P 500 have been muted since
March 2016, whereas FBOs have registered large fluctuations relative to the S&P 500 and domestic
banks. The dollar strengthened against the euro, and MPD skew for the USD-Euro pair points to a
comparatively strong dollar in the future. WT]I crude dropped by -11% as MPD standard deviation
jumped by 3.6 percentage points on oversupply concerns. Agricultural livestock were higher by 8.3% on

average.

Inflation
Market-based inflation expectations derived from caps and floors on the CPI for 1- and 5-year periods

decreased over the 2-week period by -7.3 and -0.1 basis points to 2.15% and 1.89% respectively. This
fall is best observed in the 1-year tenor (see figure, below).
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Additional detail:
o Median inflation expectations are just under their highest level for the past 12 months. These
highs (1-year at 2.23% and 5-year at 1.91%) were set within the past month.

Interest Rate

Spot prices for the Treasuries we follow fell over the two week period, and consequently yields rose.
MPD standard deviation rose slightly above the recently set historical lows to end at 1.41% for the 5-year
and 2.35% for the 10-year. Treasury prices and MPD standard deviation have trended lower with prices

1of3



for both falling since July 2016 and MPD standard deviation trending lower since the start of the year (see

chart below).
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MPD skews for both treasuries currently signal neutral bias. The 5-year LIBOR tenor fell by -12 basis
points. The probability of low LIBOR, defined for the 5-year tenor as the market probability of less than
1% LIBOR, increased by 2.7 percentage points and stands slightly above the median value over the past
46-months of observations.

Banks and Insurance Companies

The S&P 500 was lower by -2.2% over the past two weeks with the 6- and 12-month tenors posting an
average MPD standard deviation increase of 0.7 percentage points. The 20 banking firms we follow
posted a 1.1% return, outperforming the market. The 11 insurance companies we follow roughly tracked
the broader market index, returning -2% on average.

Additional details:

17 of the 20 banks we follow stated positive earnings per share recently; the largest earnings
surprises were posted by BCS (268%), AXP (29%) and MS (28%).

All 11 of the insurance firms we follow reported 2016 3™ quarter results; AIG posted the most
negative earnings surprise at -16%, while CB and MET posted the largest positive earnings
surprises at 11.9% and 11.5% respectively.

Changes in MPD standard deviation, a proxy for fluctuations in investor uncertainty, for the
S&P500 have been minor since March 2016; while banks have generally experienced larger
movements in the statistic, with FBOs at the high end of the distribution (see chart below).
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Characteristic Biweekly Fluctuation in MPD Standard
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Other Markets

The iShares US Real Estate Index underperformed the markets, posting a -5.6% return. MPD
standard deviation increased by 1.1 percentage points.

The dollar was stronger against the euro. MPD skew for the USD-Euro pair is well above its 75"
percentile value for the last 48 months of observations, suggesting that investors are biased
towards a comparatively stronger dollar in the future.

Gold and silver posted increases of 3% and 6.1% over the two week period. MPD standard
deviation increased by 1 percentage point for gold. Gold’s MPD skew set a new 48 month high
suggesting that bias exists towards higher gold prices in the future.

WTI crude fell sharply by -11% on news that oversupply remains an issue in the market. Its MPD
standard deviation increased by 3.6 percentage point, indicating that investor uncertainty has risen
for the commodity.

Agricultural crops posted mixed returns, with corn falling by -1.3% and wheat rising by 1.7%.
MPD standard deviation fell for both crops by an average of -0.8 percentage points.

Agricultural livestock jumped with cattle and hogs posting respective returns of 7.9% and 8.9%.
MPD standard deviation fell for both markets by an average of -1.4 percentage points.
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Inflation MPD Statistics as of November 02, 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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Medium-to—-Long Bond Price MPD Statistics as of November 02, 2016
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Indicator
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Short Interest Rates MPD Statistics as of November 02,

Latest 2-Week Change 1-Year Trend
with min/max points
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Equity Index MPD Statistics as of November 02, 2016
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Exchange Rate MPD Statistics as of November 02, 2016

Latest 2-Week Change 1-Year Trend
with min/max points
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Metal and Energy Commodity MPD Statistics as of November 02, 2016
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Agricultural Crop Commodity MPD Statistics as of November 02, 2016
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Agricultural Livestock Commaodity MPD Statistics as of November 02, 2016
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Indicator
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Bank MPD Statistics as of November 02, 2016
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Bank MPD Statistics as of November 02, 2016
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Insurance Company MPD Statistics as of November 02,
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with min/max points
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Insurance Company MPD Statistics as of November 02, 2016
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Insurance Company MPD Statistics as of November 02, 2016
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Insurance Company MPD Statistics as of November 02, 2016
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