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The Yield Curve Is
Supposed to Flatten
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US Treasury Curve

3.00
s Federal Funds Target “Who would have thought that the bond market
— s couwld have done ‘better thaon that'. Not yours trly,
nor Alan Greenspan...] must tell you that we at
—1s PIMICO have been talking about this topic for
— maonths. We, too, have been befuddled.”
£.00
Bill Gross, PIMCO Investment Outlook

“For the moment, the broadly unanticipated behavior of
world bond markets remains a conundrum. Bond price
movements may be a short-term aberration, but it will
be some time before we are able to better judge the
forces underlying recent experience.”

Alan Greenspan, Congressional Testimomny
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CURVES ﬂREN'TSUPPDSED TO BE
THAT STEEP
--------------------------
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MARKET VERY BLEAK
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Deconstructing Rates

The Official/ Mainstream Story of the Long End
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Long-term Bond Yield

Term
Premiums

Expected
Future
Inflation
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Long-term Bond Yield

Term
Premiums

"Briefly, a term premium is the extra return that
lenders demand to hold a longer-term bond
instead of investingin a series of short-term
securities (a new one-year security each year, for
example). Typically, long-term yields are higher
than short-termyields, implying thatterm
Expected premiums are usually positive (investors require

e extra compensationto hold longer-term bonds
Inflation instead of short-term securities).”

Ben Bernanke, April 13, 2015
Why Are Interest Rates So Low?

www.alhambrapartners.com

17



&g ALHAMBRA

INVESTMENTS

FISHERIAN DECONSTRUCTION

Long-term Bond Yield Long-term Bond Yield (t+1)

Term
Premiums

Expected
Future
Inflation

Inflation Be Buck to 295

Fed is Raising Rates
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Long-term Bond Yield Long-term Bond Yield (t+1) Long-term Bond Yield [1+2)

¥i -
Term .‘f..___ Wey yiel ds ﬂ 56 ===
Premiums - "'"'#—; emiums Rise
Term FT

"Owverall, then, we anticipate that
long-term rates will rise as the
recovery progresses and expected
short-term real rates and term
premiumsreturnto more normal
levels. The precisetiming and pace
of the increase will depend
importantly on how economic
conditions develop, however, and
issubjectto considerabletwo-
sided uncertainty."

Expected
Future
Inflation

Inflation Backt 2% _____

Fed is Raising Rates

Ben Bernanke, march 1, 2013
Long-term Interest Rates
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Term Premiums Negative?

Or is the bond market
trying tell us something
else?
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Deconstructing Rates

The Long End Begs to Differ About This ‘Recovery’
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PCE Chain-type Price Index
P
¥/ % change .
RO All Federal Reserve Banks;
N ABOVE TARGET, ;:;EH VL Tio, 1o Total Assets, Elfminations from
'NFmﬂc:q.:; ¢ SHEET EX PANSI BALA e gt¥ TARGET, 1 Consolidation
BALA EET £y P“f-';".ff {; :’ fopyg millions of 55

Infiation Target

Five and a half YEARS below target | < 100000

1% 4 - §4.000,000
Federal Reserve Total Assetz - RHS
7 81.7 trillion in additional
s PCE Deflator " balance sheet expansion - 3,000,000
1% 4 :,"‘?p hod MO effect on
£ - calculated ‘inflation’
o 5600 billion balonce
sheet expansion hod at - 52000000
maost a temporary effect
on calculoted ‘inflation’
{psychology of ail}
51,000,000
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Market Inflation Expectations

Awg 2014

Inflation Expectations
Very Stable

150
FOMC Oct 2015: 'Market-based measures of
inflation compensation moved slightly lower;
survey-based measures of longer-term
5 H/5R F oreard Inflation . . . ] '
inflation expectations remained stable,
1.00 T T
g b= E 2
= = 5 =

lan-11
Jan-13 4
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G| s
5o (g

** Sar/oywr Forward Infiation Rate

B TOEMES
F LTSRN
FLIOEMEIL
L IOEMEN
L TOEMES
FTOERNT
F S TOENEIL
r S TOEIE
F S TOEME
FETOERNT
r s T0EMEIL
& TOERE
& TOENEN
FRTOERNT
R TOEMEIL
R I0EE
- TOELE
FETOERNT
FETOEIEIL
FETOEE
FETOELEN
FETOERNT
FET0EMEIL
FCIOEME
FCTOEME
FITOERNT
F 1 TOEMEL
r 1 TOEME
F 1 TOEMES
FOTOERNT
FOTOENEIL
F OTOEME
F OTOEMES
F GO0E N0
rOO0EITIL
F GOIEE
rGO0ELE
- SO0ERN0T
F BO0EMEIL
rBOEE
F BO0ELE
F LOOER N
- LIS
LOENEH
LOCENEH

3.00

100 1

0000

e&é‘}} ALHAMBRA



5

ALHAMBRA

INVESTMENTS

www.alhambrapartners.com

Eurodollar Futures & Effective Money
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Eurodollar Futures Curve
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200
the market does not expect the
Fed is going to getvery far
'raising rates’, certainly nowhere
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Long-term Bond Yield Long-term Bond Yield (t+1)

Term
Premiums

Expected
Future
Inflation
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FISHERIAN DECONSTRUCTION

Long-term Bond Yield Long-term Bond Yield (t+1)

Term
Premiums

The bond marketis not wrong, the
(global) economy is not close to
good, healed, or normal.

sk s The Fed is raisi :

- ; eFed is'raisingrates'based on
Expected — . : g

Future = W . O0p, several crucial monetary and
Inflation Rkl economicmisconceptions.

They really don't know what
they are doing!!
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Long-term Bond Yield Long-term Bond Yield (t+1)

Term
Premiums

The bond marketis not wrong, the
(global) economy is not close to
good, healed, or normal.

Why?

Expected

Future .
Inflation Lt The INTEREST RATE FALLACY

30



5

www.alhambrapartners.com

INVESTMENTS
Central Bank Failure
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Central Bank Failure
F3:200.000 oo GOP, 54 Quarterly Rate € 2,500,000
inmillions
- ’f
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iy
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TIC - US Banking Data
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TIC - US Banking Data RISING DOLLAR
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OCC: Quarterly Report on Bank Derivatives

Total Notional US Banks
¥/ % change

4%

VaR tums
dermvatives into
‘currency’ and
dark leverage

1909702
19020
199302
159502
199502
190,00
19970
1959802

1959502

ETotal Derivatives

200002

200102

DOLLAR BEAR

CREDIT-BASED CURRENCY =
BALANCE SHEET CAPACITY
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(that isn't bullish)
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'Dollar’ Still Rising

0.90

|1 55 Swap Spread 10s

.60 +

doliars are flowing again?

0309 NO, they just aren't as

short as they were a year

and two ago
3
& &
0.00 T - -
£ =
10-year IRS minus 10-year UST

-0.30
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USS$ Rises

1.00 $800,000
10-year IRS minus 10-year UST

mmmm TIC; Foreign Holdings of UST's
-RHS

) S$ Swap Spread 10s

- $600.000

- $400,000

- $200,000

| -$200,000
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Dollar Swaps Fail To Loosen
£.00 - L
did the dollar swaps work, or simply Initially, higher monetary growth would reduce short-term
mark the p‘;""r‘: rom ;"'m:"' ";em interest rates even further. As the economy revives, however,
WIS Mo [SYSTEMIC) FETLIm:
500 y interest rates would start to rise. That is the standard pattern [ 3600
and explains why it is so misleading to judge monetary policy
. by interest rates. Low interest rates are generally a signthat |
peflation # money has been tight, as in Japan; high interest rates, that | 500
4004 money has been easy.”
Milton Friedman, The Interest Rate Fallacy, April 30, 1938 | 0
3.00 4
- 5300
200 1
F 5200
1.00 4
Federal Reserve; Assels; Central Bank - 3100
Liguidity Swaps
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US Treasury Curve
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This Flat Curve Is The Bad One

Lost One Decade, All Signs Point To A Second
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