FEDERAL RESERVE BANK OF MINNEAPOLIS

BANKING AND PoLICY STUDIES

Minneapolis Options Report — October 16"

Over the past two weeks, market-implied inflation expectations decreased for the 1-year tenor and
increased for the 2- and 5-year tenors. MPD standard deviations fell across all interest rate tenors (5- and
10-year treasury, as well as 3-month LIBOR 3 and 5 years out) signaling a reduction in market implied
uncertainty with regards to interest rates. The dollar weakened against the three currencies we follow, but
MPD skew for USD-Euro options remained negative suggesting a bias towards a comparatively stronger
dollar in the future. The S&P 500 index rose over the past two weeks (3.9%), while the banks and
insurance companies we follow, on average, posted underperforming returns (0.0% and 1.3%,
respectively). MPD skew for the S&P 500 descended further into negative territory signaling stronger
bias towards lower future prices for the equity market index. Metal, energy, and agricultural commodities
that we follow rose with few exceptions.

Inflation

Market-based inflation expectations derived from caps and floors on the CPI for the 1-year period
decreased over the past two weeks. In contrast, the 2- and 5-year tenors increased as seen most clearly in
the 2-year tenor (see figure below).
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Additional detail:
e Median expectations for inflation for the two week period sat at 0.72%, 1.04%, and 1.35% for the
1-, 2-, and 5-year tenors, respectively.
o MPD skew for the 1-year tenor remained negative (-0.52) and slightly above its four year low,
implying lower future short-term inflation.
e MPD skew for the 2- and 5-year tenors decreased slightly but stayed in positive territory (0.1 and
0.28) implying higher future inflation expectations.
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Interest Rates

Prices for 5- and 10-year Treasury notes increased over the two week period (0.4% and 0.6%,
respectively) and yields consequently fell. MPD skews for both Treasury tenors increased but remained
close to zero, suggesting negligible market-implied bias. Short-term rate expectation for the 3-month
LIBOR 3- and 5-years-out fell by -8 and -5 basis points, respectively. MPD skews of these short-term
interest rates moved upwards, signaling market-implied bias towards higher future short-term rates.

Banks and Insurance Companies

The S&P 500 gained 3.9% over the past two weeks. The 19 domestic bank company stocks we follow
underperformed, posting an average return of 0.3%. The 11 insurance companies we follow
underperformed the index, with a return of 1.4%. Investor uncertainty surrounding the bank and
insurance companies declined across the board, as MPD standard deviations decreased by -1.8% and -
1.1%, for the respective industries. Changes in MPD skews for banking and insurance were mixed,;
however, the absolute MPD skew value remained negative for a majority of these entities, implying bias
towards lower future prices.

Additional details:

o Credit Suisse posted a return of 3.3% over the two week period. MPD skew tumbled from its
four year high of 1.81 by -67%. Market-implied uncertainty, as measured by the MPD standard
deviation fell by -7.3%. Tail risk, as defined by the market probability of a -20% or more decline,
rose nearly 4%, well above its four-year median (see figure below).

Bank MPD Statistics as of October 14, 2015
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Other Markets

e The dollar weakened against the euro, pound and yen with spot exchange rates increasing by
2.7%, 2.4% and 0.95% for the currency pairs, respectively. MPD standard deviation fell for all
pairs, implying diminished investor uncertainty. The negative MPD skew level for the USD-Euro
pair suggested a bias towards a comparatively stronger dollar in the future.

o Metal and energy outperformed the S&P 500 over the two week period with gold, silver and WTI
crude posting respective gains of 5.8%, 11%, and 4.8%. MPD skews stayed negative suggesting
bias towards lower future prices.

e Agricultural crops underperformed relative to the S&P 500 over the two week period. Corn,
soybeans and wheat posted mixed returns of -2.2%, 2.2% and -0.61%, respectively.

e The price of live cattle moved above its recent 12-month low, increasing by 4.2%. Market-
implied uncertainty, as measured by MPD standard deviation, fell by -3% to 10.4% but remained
elevated relative to its 27-month median value.

e The iShares U.S. Real Estate Index moved in line with the S&P 500 Index, yielding a 3.8%
return. The MPD skew for the Index remained well below zero, dropping to -0.87. In addition,
the MPD standard deviation fell -1.7 percentage points.
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Inflation MPD Statistics as of October 14, 2015
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Medium-to—-Long Bond Price MPD Statistics as of October 14, 2015
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Short Interest Rates MPD Statistics as of October 14, 2015

Latest 2-Week Change 1-Year Trend
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Equity Index MPD Statistics as of October 14,

Latest 2-Week Change 1-Year Trend
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Exchange Rate MPD Statistics as of October 14, 2015
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Metal and Energy Commodity MPD Statistics as of October 14, 2015
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Agricultural Crop Commodity MPD Statistics as of October 14, 2015
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Agricultural Livestock Commodity MPD Statistics as of October 14, 2015
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Bank MPD Statistics as of October 14, 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 October 14, 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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