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The Macro Environment For

Financial Markets

The problem with putting several hundred self-important people in a room at Davos is they feel compelled to generate
click-bait by saying stupid things. | am talking to you, Steve Mnuchin. Even the resulting uproar in currency markets
was not enough to derail the upside blowoff in global equities. Nothing is this good, but you might as well enjoy it
while it lasts. The causal chain now is:
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The market is pricing in March and June 2018 rate hikes;

Inflationary expectations are on pace to reach their next target of 2.26% for the ten-year;
The secular flattening trend in the U.S. yield curve is resuming;
Short-term borrowers are accepting rollover risk rather than term-out borrowing in the bond market;

Swap spreads are rising; and
CDS costs remain in their secular downtrend.

Key Market Indications

Ten-year UST broke through support on the
ten-year UST and will be heading toward the
next technical target of 3.05% by mid-year.
With inflation expectations rising, the U.S.
tax cut and the Federal Reserve shrinking its
balance sheet, the fundamentals have turned
negative for bonds.

The pseudo-real yield curve shifted lower at
the short end of the yield curve as nominal
inflation breakevens rose faster than did
nominal rates.

Treasury Yield

Inflation-Adjusted Interest Rate

3.00%

Nominal Treasury Curve Shifts Higher

2.66%

2.32%

1.98%

1.64%

1.30%

——26-Jan
== 26-Dec

0.85%

Years To Maturity

Real U.S. Interest Rate Curve Declines At Short End

0.52%

0.19%

-0.14%

0.47%

——26-Jan
—o—26-Dec

Years To Maturity

From week ending January 26, 2018




Swap spreads, which rise when floating-rate
borrowers want to fix their payments, rose at
both ends of the yield curve. The rise at the
long end present a danger to the long end of
the corporate bond yield curve.

CDS costs resumed their downtrends. Unless
equities decline and produce correlation
trades, there is no reason for CDS costs to
rise.

The A-rated corporate yield curve shifted
higher across the maturity spectrum. As UST
yields are rising and credit spreads already
are just over post-crisis lows, the risk/reward
for these markets remains poor.

Market Structure

The main Bloomberg index along with
Grains, Precious Metals, Natural Gas,
Petroleum and Livestock are in structural
uptrends amongst the physical commodity
markets. Within financials, both ten-year
UST and the dollar index are in structural
downtrends and the EM index remains
overbought.
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Corporate CDS Costs Decline
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N-Day Market Trend HLC Daily Trend Rate
Speed Structure Oscillator__Volatilit Jan.29- Feb. 2
BBerg Trending 0.13%
BBerg Grain 2 Trending 0249 7.8% 0.07%
BBerg Ind. Metl 14 Transitional 0127 14.4%
BBerg Pre. Metl 29 Trending 0397 8.0% 0.12%
BBerg Softs 29 Trending -0.055 14.1%
BBerg Nat. Gas 22 Trending 0.180 24.4% 0.43%
BBerg Petroleum 29 Trending 0423 1L.7% 0.43%
BBerg Livestock 2 Trending 0.106 9.5% 0.10%
Dollar Index 29 Trending -0.501 6.2% -0.06%
S&P 500 Index 4 Sideways 0117 7.6%
EAFE Index 4 Sideways 0007 11.4%
EM Index 29 Trending 0971 6.9% 0.26%
Ten-year UST (price) 29 Trending -0.331 3.5% -0.06%
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Performance Measures
Natural Gas returned 8% this week on the

Commodity Total Retums

- - - - Five-Days One Month Six Months One Year
astonishing news it gets cold in the U.S. at the Bloomtrg Incex — —_ ———
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significance, only cotton and hogs declined soybeans 06 25w 43 9%

. . . .. Wheat 4.35% 3.39% -16.45% -12.28%
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short-term rates boosted physical Brent 289% 582% 37.4%% 24.80%

e ULSD 3.60% 421% 30.71% 27.40%

commodities almost cleanly across the board. Gsoline 23 6% 5% 1879

Natural Gas 7.99% 9.38% -4.67% -23.67%

Precious Metals Sub-Index 1.68% 3.00% 5.71% 9.56%)

Gold 1.46% 3.40% 6.31% 13.00%|

Silver 2.41% 1.84% 3.97% 0.48%)

Industrial Metals Sub-Index 2.08% 0.42% 17.95% 23.27%|

Copper 0.39% -2.97% 10.41% 16.71%)

Aluminum 157% -0.71% 17.25% 21.65%
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Softs Sub-Index 0.73% -2.31% -4.47% -23.96%|

Coffee 3.25% -0.72% -13.20% -25.05%
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Livestock Sub-Index 0.32% 0.30% 0.16% 6.77%)

Cattle 1.58% 0.99% -0.29% 8.23%)

Hogs -2.22% -1.49% 0.55% 4.25%)
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the President the next day. Oddly, such A 2% pime somy 12K
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d . Me.xman peso 0.79% 7.44% -4.87% 14.73%)
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Bloomberg-JP Morgan 0.80% 2.45% 453% 7.62%)
Asian dollar index (spot)

To repeat verbatim: In the absence of o by TomRewns o

negative news, money continues to shift into MSCI World Free 189% 6.98% 15.60% 27.16%

global equities. The EM index in general and sl il il Al S

Latin American markets in particular were et ree il Gl Al e
Pacific 1.32% 6.52% 16.75% 27.44%)

the strongest performers as lower USD Eurozone L66% som  13us s

borrowing costs are a direct boon to these

markets.

CTAs continued their strong start to 2018, o AMedgndRenms

indicating they 1) embraced the risk-on Newedge CTA 241% 7.96% 1590% 10.10%

- . Newedge Trend 1.66% 5.43% 11.46% 8.35%
environment and 2) are crowding the trade on Nevedige Short-Term L s61% sws 119
each other. Global hedge funds managed to ilvies o 4w oo aw
make small gains. To quote Harry Caray, et biversied CTA il D D M

“too bad there weren’t 11 men on base.”

Futures trading involves the substantial risk of loss and is not suitable for all investors. Each investor
must consider whether this is a suitable investment since you may lose all of or more than your
initial investment. Past performance is not indicative of future results.
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