The Macro Environment For Financial Markets

At some point in your education you were introduced to the number “i,” V-1. You did not know what to do with it at
the time, but you swore if it ever came up again in life, you would be all over it. That time is now, as we are living in
aworld choking on negative interest rates, one where logarithmic scales have been rendered useless because in another
paean to your math education, you cannot take the logarithm of a negative number. And they wonder why the politics
of anger have spread across the land. These negative rates have made a bad banking situation worse if for no other
reason commercial banks have had to labor under the regulatory fiction sovereign debt is risk-free. As a result, they
have stuffed themselves with negative-yield bonds certain to be capital losses if held to maturity. Memo to file: The
more money-losing bonds banks hold, the more money they are going to lose. Moreover, the more these banks are
stuffed with reserves by central banks, the less potential interest rate margin they have. Toss in a few bright ideas like
contingent convertible bonds and you have the latest triumph of over-educated disaster, macro-prudential regulation.
Remember, we have things like the Financial Stability Oversight Council to sniff trouble out before it happens. If this
fills you with confidence, see me immediately.

The causal chain remains:

1. The market is pricing out higher short-term interest rates in the U.S. as policy rates are being driven lower
globally;

2. Disinflationary pressures will persist;

3. Inflation expectations as measured by TIPS and inflation swaps will remain contained;

4. The U.S. yield curve retains its long-term bias toward flattening even though short-term rates are declining
anew;

5. Short-term borrowers will stop terming-out their borrowing to reduce rollover risk;

6. Swap spreads will remain low; and

7. Credit spreads will remain biased toward increasing.

Key Market Indications
The bullish flattening of the UST vyield curve Nominal Treasury Gurve Flattens Bullishly
continues; once again the biggest question is
why long-term rates have not fallen even
further and faster. If large holders of USD
reserves, China in particular, are liquidating 20%
them and vyields are falling, then we know
intrinsic demand in what is still a bull market
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The pseudo-real rate curve shifted lower over
the past month and is not significantly over
zero until five years. The ongoing decline in
implied real yields at the short end is
supportive for gold, but only until such time
as massive risk-aversion dissipates.

Swap spreads, which rise when floating-rate
borrowers want to fix their payments,
flattened bearishly over the past month as
spreads for four years’ tenor and less fell and
longer-tenor spreads rose. Before we alarm
ourselves, let’s remember those spreads for
four years’ tenor and longer remain negative.
This is not a market worried about a surge
higher in financing costs.

CDS costs resumed their move higher for
both the investment-grade and high-yield
indices. The continued difficulties of the
energy and mining sectors have spilled over
into higher risk for banks.

The A-rated yield curve continues to shift
lower. The inability of longer-term
investment-grade rates to rise remains one of
the few pieces of good news for risky
financial assets so far in 2016.
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Market Structure
Softs and Livestock joined Natural Gas and Speed __Sirumuwe __ossmor _vamitn
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commercial bank struggles. As bad as the
U.S. seemed, it remained the relatively strong
performer.
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