The Macro Environment For Financial Markets

Would things be materially different if Humpty Dumpty chaired the FOMC? The eloguent egg did declare, “When |
use a word, it means just what | choose it to mean — neither more nor less.” Such has been the case with “data
dependency.” You can data to justify what you want to justify, or you can ignore them to suit your needs of the
moment. And really, whoever believed those silly dot-plots, anyway? They were always for the tourists. All that
matters is the least creditworthy borrowers in the most rickety economies are setting the marginal price for short-term
funds globally. Negative rates elsewhere mean low rates in the U.S., and if the USD stops rising and its concomitant
threat to exporters and non-U.S. banks with USD liabilities is lessened, that simply is an added bonus. The only fly
in this ointment is the financial asset inflation of the past seven years may be replaced by actual price inflation, and if
and when that happens, the present leadership will have no more clue as to how to break it than they did in the 1970s.

The causal chain now is:

1. The market has once again priced out higher short-term rates in the U.S. ;
2. Disinflationary pressures will persist globally but are starting to dissipate in the U.S.;
3. Inflation expectations as measured by TIPS and inflation swaps have established a strong tradable bottom;
4. The U.S. yield curve retains its long-term bias toward flattening;
5. Short-term borrowers are reducing rollover risk;
6. Swap spreads will remain low; and
7. Credit spreads have failed to break resistance levels.
Key Market Indications
While the yield curve remains in the secular Norminal Treasury Curve Steepens Bearishly
flattening starting in November 2013, it has 215%

short irruptions of steepening whenever
short-term rates decline. Such as move
happened following the FOMC signal the
pace of future rate hikes will be slower than
expected. Until the demand for high-quality,
long-dated, positively yield instruments
disappears, the long end of the yield curve o
will remain bid.
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The CDS market for Treasuries has been Treasury CDS Costs Litle Changed
completely dormant, as it should be. The
next irruption here may come during the
election season once foreign creditors come o
to the realization one of the current crop of
Presidential candidates will win.
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The pseudo-real rate curve shifted lower over Real US. Interest Rate Curve Shifts Lower
the past month and is negative through six
years. The strong move lower at the shortend
of the yield curve is attributable to a large o
increase in breakevens intersecting with
smaller changes in nominal rates. The
decline in pseudo-real rates remains positive
for precious metals.

0.30%

-0.60%

Inflation-Adjusted Interest Rate
S

-1.50%
1 10 100

Years To Maturity

Swap spreads, which rise when floating-rate US. Swap Spreads Steepen Bullishly
borrowers want to fix their payments, have
moved in a mixed fashion across tenors over
the past month. The inversion of this curve is
confirmed in the swaption market as well.
The belief seems to be that long-term rates
will remain constrained even if short-term

0.05%

-0.05%

Swap Spread

rates are pushed higher. 000
o -—1B'Mar
! Years To Maturity *
CDS costs for both the investment-grade and CorporateCDS Costs Fail At Resistance
high-yield indices failed at resistance from
- ——Hi Yield
late 2014. They are likely to stay near these

levels as credit conditions are not worsening
in sectors such as finance, energy and basic
materials nor are they improving
significantly in response to the continuation
of low and negative short-term rates globally.
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The A-rated yleld curve had a small bullish A-Rated Corporate Curve In Small Bullish Flattening
flattening over the past month, a divergence as%
from the UST curve’s bearish steepening, but
this decline in credit spreads is relatively
minor. Please remember the A-rated yield a1
curve never worsened significantly during
the January-February selloff; this market has
been a buffer in general and a haven for 100
longer-term investors.
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Market Structure

None of the physical commodities are in Speed __Sirummme _omor vty v
structural downtrends. Both ten-year UST ety G B Ty omr  om o2t
. . BBerg Ind. Metl 9 Sideways 0.053 17.2%
and the dollar index moved into structural B Pre Vel oo 0% kD —
downtrends. Bberg Peroem % e oz ome ori%
BBerg Livestock 29 Trending 0.202 9.4% 0.31%
Dollar Index 24 Trending -0.212 9.4% -0.19%
EAre i % e o 1w o5t
EM Index 29 Trending 0.591 13.2% 0.28%
Ten-year UST (price) 24 Trending -0.051 6.2% -0.08%
Performance Measures
Remember when $40 crude oil seemed Commodity Total Returns
d I I I n |t b k b t Five-Day One Month Six Months One Year
rl Icu Ous y OW IS ac on a Com Ina‘ |0n Bloomberg Index 1.02% 7.55% -8.73% -18.78%)
of reduced U.S. supply, a realization demand Grains Subncex 039% ozme s 129%
- - . . Com 0.55% -0.58% -1.87% -14.10%)
is not going to crater, and the realization of Soybeans 020% 193% S
the embedded option in crude oil storage. et e S
. Energy Sub-Index 1.96% 16.47% -29.14% -38.11%)
You might hear some other claptrap about the Petroleum Sub-Index L% 21 T 345
USD and commodities, but the implied oot sl 2l ol
gearing of these prices to changes in the USD e ol el Il e
is out of the realm of economic reality. Once Natural Gas L e e a3
- Precious Metals Sub-Index 0.05% 213% 8.81% 1.95%
the §hort—cover|ng_ trades are over, tk_le ot ot ol ol e
physical markets will struggle to recover in | St L3 26m% e it
the face still-slow Chinese demand growth R S il omdll sl oo
1 1 Al -2.85% -2.26% -8.18% -20.10%)
and the overhang of production capacity. Alurinum el 2wl Al DI
Zinc 2.26% 5.56% 9.65% -12.89%)
Softs Sub-Index 4.94% 15.58% 20.26% 2.28%
Coffee 6.76% 15.26% 9.40% -15.67%)
St 5.56% 26.08% 37.74% 14.75%|
Cléflav‘arn 0.02% -3.97% -6.95% -11.13%)
Livestock Sub-Index 0.69% 4.83% -1.60% -3.75%)
Cattle 0.43% 4.41% -2.11% -11.29%)
Hogs 1.00% 5.39% -1.30% 10.81%)
Markets reacted to the expected decision by o o C;k:'ehncy ZF‘;"‘Sh .

- ive-Days ne ntt ix Months ne Year
the FOMC to hold rates steady by being furo o T T BT
surprised by the expected. As noted last pmrssyen 2o w1 7o
week, the theory of interest rate parity seems ?W“,;i"{:;“c”“ ol byiied vt [
to be collapsing spectacularly in the face of s ol s am eme i
negative interest rates.  Regardless, the Rormegin ke v som  ou e
dlvergence 'grgde is being unwound and the ,“;;"i"a;i:';gj“"” ot v e Mlecco
USD is declining even though the next trade - e I e Mo
will be the resurrection of the divergence e Lukl om0 4a
trade. Bloomberg-JP Morgan 053% 216% 0.16% -3.48%

Asian dollar index (spot)
To paraphrase Samuel Johnson on reality: . OEq;:YJm'SFi;“": .
- ive-Days ne ntt ix Months ne Year
“The central banks are powerless? | refute it MSCIWorldFree o T T
thus!i’ None of ther_n got hawkish and the [‘;ﬁg{g povet o sl Lo
ongoing downtrends in the USD and uptrend Energing Matct Fre sl uwsll s
in petroleum removed a great deal of credit Pacifc 038% 64%% L% 765
. . . Eurozone 0.99% 7.36% -2.36% -7.34%)
stress. A good time will be had until the next
bad time.
It is very odd to see trend-following CTAs o evede FundRewms
- - Five-Days One Month Six Months One Year
lose during a week when CTAs gained and Nevedge CTA 2 T
there were few reversals. Hedge funds, N o tem i i e I
seemingly biased forev_er to the long side of HER Gobaltdge Fund e B e
the equity markets, navigated the week well, B s CTA et Bl By Ml

suggesting no one got too clever in trying to
outfox the central banks.
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