FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND POLICY STUDIES

Minneapolis Options Report — August 7"

Over the past two weeks, market-implied inflation expectations continued to decrease across the tenors
we follow (1-, 2-, and 5-year periods). MPD skews decreased for the 5-year treasury price and became
negative, signaling market-implied bias towards lower bond prices and higher yields in the future. The
S&P 500 lost -0.7% over the past two weeks and the domestic bank company stocks we follow
underperformed, with an average return of -2.7%. MPD standard deviations generally increased for these
banks, signaling higher investor uncertainty. Prices for the metal, energy, and agricultural crop
commodities that we follow fell. Additionally, the MPD skew for WTI remained negative, implying
continuing bias towards lower future prices.

Inflation
Market-based inflation expectations derived from caps and floors on the CPI for 1-, 2-, and 5-year period
decreased over the past two weeks, as seen 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 0.98%, 1.18%, and 1.56% for the 1-, 2-, and 5-year tenors, respectively.

e The peak-to-trough changes in medians from late April 2015 to the present are -93, -67, and -34
basis points, respectively.

e MPD standard deviation dropped in the 1-year tenor, suggesting lower investor uncertainty about
inflation in the near term. The current measure is low relative to its 4-year rage.

e MPD skew on the 1-year tenor dropped further into negative territory, approaching its four-year
low. The same measure on the 5-year tenor dropped sharply but remained positive (0.24). Both
moves reflect investor bias shifting lower.

Interest Rates

Prices on 5- and 10-year Treasury notes decreased over the two week period (-0.3% and -0.2%,
respectively), and yields consequently rose. MPD skews decreased for the 5-year treasury price and
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became negative, signaling market-implied bias towards lower bond prices and higher yields in the future.
The median value for 3-month LIBOR 5-years out fell to 1.94% from 2.28%, continuing a trend seen
since late May of 2015 (see figure).
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Banks and Insurance Companies

The S&P 500 lost -0.7% over the past two weeks. The 17 domestic bank company stocks we follow
underperformed the index, with an average return of -2.7%. The 11 insurance companies we follow
slightly outperformed the index, with a return of -0.4%. Investor uncertainty surrounding the bank and
insurance companies generally increased, as measured by changes in MPD standard deviations of 0.6%
and 0.7%, respectively. Tail risk, as measured by the market-implied probability of a -20% or more
decline, generally increased for both banks and insurance companies.

Additional details:
e The two-week returns for COF and ALL were highly negative (-10.7%, and -8.6%) after both
reported weak earnings in 2015q2.
e The market-implied probability of a -20% or more decline jumped 7.9 percentage points to 14.4%
for CS.

Other Markets

e The market-implied probability of a -10% or more decline for the iShares U.S. Real Estate Index
increased by 3 percentage points to 12.6%, suggesting that tail risk in the sector had increased.

e The dollar stayed flat against the euro and pound, and reached a 4-year high against the yen. The
MPD skews associated with the three currency pairs are close to neutral, indicating low levels of
market-implied bias in any direction.

e Spot prices for gold and silver fell again over the last two weeks (-0.6% and -1.3%, respectively)
and were at 4-year lows. MPD skews for both metals were highly negative and low relative to
their 4-year range, implying strong bias towards lower future prices. Options volumes for both
metals decreased markedly.

e The price of WTI crude oil fell again (-8%), and market-implied bias, as measured by MPD
skews, continued to point toward lower future prices.

e  Prices of the agricultural crop commodities that we follow fell. Corn was particularly hard hit
(-7.4%). MPD skews on grain prices remained positive, suggesting investor bias towards higher
future prices. Lean hog prices rebounded from near their 9-month low, gaining 9.4%. MPD skew
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reached a 4-year low for this market and was highly negative, implying strong bias towards lower
future prices.
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Inflation MPD Statistics as of August 05, 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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Medium-to—-Long Bond Price MPD Statistics as of August 05, 2015
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Short Interest Rates MPD Statistics as of August 05, 2015
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Equity Index MPD Statistics as of August 05, 2015
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Exchange Rate MPD Statistics as of August 05, 2015
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Metal and Energy Commodity MPD Statistics as of August 05, 2015
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Agricultural Crop Commodity MPD Statistics as of August 05, 2015
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Agricultural Livestock Commodity MPD Statistics as of August 05, 2015

Indicator

Spot

MPD Std Dev

MPD Skew

Market Prob of -5%
or More Decline

Volume

Spot

MPD Std Dev

MPD Skew

Market Prob of —20%
or More Decline

Volume

Latest

149.55

9.04%

-0.42

26.61%

6367

68.34

17.76%

-0.62

15.29%

3316

2-Week Change

1-Year Trend

with min/max points

Cattle (6—Month Expiry)

' 0.38%
0.034

0.56%

h
p
m

170.32
139.48
12.2
6.02
-0.21
-0.72
313
18.13

33850
0

Hogs (6—Month Expiry)

_ 9.4%

H A A [

94.48
60.95
20.24
13.88
0.17
-0.62
16.7
8.05

16073
0

Sources: Chicago Mercantile Exchange, Bloomberg

Nov19
Feb25
Decl7
Sep24
Jul29
Jan07
Dec17
ZaN T
Sep24
|||||II||||||.||I..I|I||I|....|u|.....|||||||||u|||
qulQ
~
Jun24
Jul22
AL
<7~
Nov26
Jan21
———
Aug05
Jul22
A ALNA
Nov26

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

149.55
129.05 F - - |
last 25 months
9.04
36 F -=-=4
last 25 months
-0.42
-0.94 F - - - - - - -=-=4
last 25 months
26.61
8.46 F - - -4
last 25 months
6367
263+ I ]-------- 4
last 25 months
68634
60.95 F - - - -4
last 10 months
17.76
1388 k- - ] ----4
last 10 months
—Ov62
062 -- T }---+
last 10 months
15.29
805 b --- T F----+
last 10 months
3316
8r{L rtr-------- 4
last 10 months
Page 8 of 16

170.32

12.2

-0.17

313

33850

94.48

20.24

0.17

16.7

16073



Bank MPD Statistics as of August 05, 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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Bank MPD Statistics as of August 05, 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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Bank MPD Statistics as of August 05, 2015

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

Volume (3—Month Expiry)
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