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Any move toward greater financial deregulation will lower the demand by commercial banks for sovereign debt and
increase the kind of commercial credit creation that will stimulate both growth and inflationary pressures. This, and
not some ill-conceived road-building program, will drive the capital market line and define the hierarchy of returns
for risky assets. While such a normalization might be welcome, a transition to it will penalize long-duration and high-
yield assets. Financial mathematics is a jealous if otherwise unrewarding mistress. The causal chain now is:

1. The market has priced in a December increase in U.S. short-term rates;
2. Inflationary expectations are rising globally, albeit excessively;
3. The U.S. yield curve has exited its long-running bullish flattening;
4. Short-term borrowers have stopped terming out short-term debt into the bond market;
5. Swap spreads are resuming their complacency over future rate increases; and
6. CDS costs have stabilized in response to a stronger equity market.
Key Market Indications
We are within five basis pOintS of the Nominal Treasury Curve Steepens Bearishly
retracement level on ten-year UST that will
define whether we are still in a long-term bull
market or not. The swap market is acting as =
if this level will hold, and we do have to .
respect the effects of the federal i
government’s leverage in how the costs of | -
higher interest rates will be absorbed. But
let’s not forget how much money was sucked osen
into a bull trap in what must be regarded as
the ultimate greater-fool trade of all time. oson
CDS costs on UST shifted higher over the Treasury CDS Costs Rise
past month. It is doubtful the incoming
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administration will jeopardize the U.S.
credit rating, but the incoming administration

may be given a very short leash by foreign

creditors. e
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The pseudo-real yield curve rose at the short
end of the yield curve over the past month.
The increase in these measures in both the
U.S. and elsewhere put pressure on the
precious metals. The rise in long-term
implied real rates is a negative for risky
financial assets.

Swap spreads, which rise when floating-rate
borrowers want to fix their payments, have
stopped their general shift higher. This
market is acting as if the shift higher in
interest rates is a singular adjustment to their
rapid declines into July 2016. While this
assessment is justifiable, let’s remember
industry participants tend to underestimate
the power of any long-term secular move.

CDS costs stabilized even as synthetic
corporate bond positions continued to be
liquidated. This suggests the rising equity
market has slowed the correlation trade.

The A-rated corporate yield curve continues
to shift higher at the long end of the yield
curve. This reflects movements in the
Treasury market far more than it does credit
spreads.
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Market Structure

Only Livestock is in a structural uptrend Speed e owilor _valiliy - reva %
amongst physical commodities, while Boery Gran g
Grains, Precious Metals, Petroleum and Softs s et T o
. . . erg Softs rending 0.17%
are in downtrends. The S&P 500 remains in o . G5 steves —
a structural uptrend within the financials, BBerg Licstock JTending i
while the EM index and ten-year UST are P oavers oo
oversold within downtrends. ey UST i Tending e
Performance Measures
Which will define the end of time first, the Commodity Total Retums
. - Five-Days One Month Six Months One Year
Sun eprOdIng Or petrOIeum traders reaCtlng Bloomberg Index 0.79% -3.55% -2.02% 2.27%)
bullishly to rumors of OPEC production Grains Subindex Lo L2 LI 680%
. . Corn 1.30% -217% -15.94% -12.09%
cuts? Both Industrial and Precious Metals Soybeans 080% 018% 4% 153
” d b k th f rm r |n r t| n t th Wheat 0.90% -1.65% -18.68% -24.10%
pu e aC ' e O . e R eac O O e Energy Sub-Index 4.38% -11.59% -6.51% -13.23%
previous week’s outsized gains and the latter Petroleum Sub-Index 4306 102%  do3me 4417
. . - - WTI 5.02% -9.83% -11.23% -20.39%|
in response to higher implied short-term real Brent aeo%  aiom o9 1197
rates in the Eurozone. In all cases, the Coatne prf|  tomf| wem|| s
strength in the USD over the past two weeks atual Gas wuihl Bl SR LY
. - Precious Metals Sub-Index -2.14% -4.76% -3.09% 13.01%!
was a non-factor. Of greater significance, cold au 46 a8 16w
however, is the lingering supply overhang in s e e
. Industrial Metals Sub-Index -1.36% 11.98% 20.01% 24.29%)
key markets in the face of a non- Copper 166% 18.18% 19.33% 18.63%)
contractionary demand environment. This i il ol sl Do
has ended what appeared to be the start of a o Zde zz/ ii;’“ jzz: zjz;n
. . . of ub-Index -3.21% - ) .
longer-term rise in the main Bloomberg Coffee 060% L 2% 18814
H d Sugar -7.13% -11.25% 14.28% 26.33%|
In eX Cotton 4.78% 3.82% 16.03% 13.93%!|
Livestock Sub-Index 1.32% 7.83% -15.49% -13.58%
Cattle 2.41% 5.75% -8.75% -10.06%|
Hogs -0.31% 12.16% -24.83% -18.52%)
The combination of fiscal stimulus and o C“:"fhmyi_e‘m .

. Five-Days One Month Six Months One Year
monetary contraction leads to a stronger o T TR
currency. The r_nark_ets are acting as if both ;“;g::‘;‘g;j: pyvel e o [N
are fait accompli; neither is the case, but then Biish pound g e s e
again 2016 has not been a good year for Auttencolr o 4wk aw i
experts, has it? The last time the USD rose Swdihiooms 2mw sum omm ok
under such a combination, dUrlng the first ::edvi\;fe.:z\:dollar igiﬁ gg{;zn .ig;zﬂ 2.3&
Reagan administration, free trade was the Brazlan real 061% 574% 54 113%

- Mexican peso 1.00% -9.82% -10.63% -18.93%)
prevailing ethos. We have yet to see how Chlean peso aame s 16 s
. . . . Colombian peso -4.33% -8.67% -4.89% -2.47%)
protectionism can be reconciled with a SloanbergJ# Morgan e e
Stronger USD. Asian dollar index (spot)
The weakness of Eurozone equities in the oy ooy TomRewns
face of a weaker EUR runs counter to the MSCI World Free S oo TR T
prevailing pattern.  However, Eurozone Lot Armin o = B =
short-term rates are moving back toward zero ape e 1l SN Sl e
from deeply negative rates, and this Eororone 2 e sow  aoen
necessitates a repricing of equities.
Performance has been mixed, with trend- e AMedgE RS
fOIIOWing CTAs and macro-oriented hEdge Newedge CTA ~051% 30% 5.06% 8.45%
- . Newedge Trend -0.43% -2.52% -4.47% -4.21%)
funds losing money while short-term CTAs Newedge Short Term Lus  aswm eom  am
and global hedge funds made money. The R g Fund il Sl Sl S
real issue with professional traders is not et Diversied CTA it ks s i

performance, but institutional investors’ exit.
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