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Themes
Inflation expectations in the US declined, along with year-over-year
(YoY) measures of actual inflation. The US Treasury yield curve flattened
by 29 basis points (bps) in May due to short covering in longer
maturities, a growing sense of disappointment regarding stimulus, and
expectations that the Fed will continue to gradually increase short
rates.
Short-term spreads
Credit spreads in the short-term money markets have tightened over
the past several months, reversing last year’s widening, triggered by the
new US money market regulations. Since that time, foreign (Japanese
& European) banks who used to issue short-term US dollar commercial
paper (CP) to fund their US dollar assets have largely replaced that with
secured financing of US dollar assets in the repo market and with longer
maturity debt swapped back to floating Libor through Libor interest
rate swaps. These banks have also reduced their US dollar lending
activities, thus decreasing the need to raise dollar debt. As short-term
rates move higher, investors are becoming more comfortable investing
in prime money market funds despite fluctuating NAV and possible
withdrawal restrictions. The above described issuer and investor activity
can be observed by the widening of the TED spread (3 month Libor
over 3 month T-bills) to +70 bps late last year, and the retracement back
to nearly +20 bps today (near pre-money market rule levels).
ECB
At its June meeting, the ECB merely eliminated its bias to lower rates
and gave no forward guidance on what will happen to its €60BN per
month Quantitative Easing (QE) program, which is in place until at least
December of this year. More concerning is that the ECB lowered its
inflation forecast to 1.5% for 2017, only 1.3% in 2018, and 1.6% in 2019,
all below the 2% target estimates, leaving the market to wonder when
policy will actually slow, let alone end the bond purchase program.
US Employment
May nonfarm payrolls came in below expectations at +138K, with -66K
of downward revisions to March and April. Paradoxically, the
unemployment rate decreased 0.1% to 4.3%, a 16-year low, mainly due
to a 0.2% drop in the labor force participation. Economists surmise that
the lower payrolls number reflects data measured toward the
beginning of May, where fewer summer workers joined, thus
exaggerating the downward seasonal adjustment. Despite the
potential timing quirks in May payrolls, employment growth appears to
be slowing and the likely culprit is a lack of trained applicants as job
openings for April, as measured by the Government’s JOLTS report,
came in over 6 million - highest since the inception of this measure in
2000.
US Inflation

June FOMC
The June FOMC meeting resulted in unchanged projections for the
future path of Fed Funds, with chairman Yellen making the case that
the recent slow-down in inflation was temporary, due to “idiosyncratic”
effects (cell phone contracts, etc.), and the strength of the labor
market - with unemployment at 4.3% (and going lower) - will ensure that
inflation moves toward the Fed’s 2% target over the medium-term. The
Fed also issued an addendum outlining the reduction of reinvestment
in its securities portfolio, starting with caps totaling $10BN per month ($6
BN for Treasuries and $4BN for Agency MBS), adjusting up by $10BN per
quarter until reaching a combined cap of $50BN per month. The Fed
anticipates that this program will commence this year, which means it
still needs to announce the actual start date later in 2017. We expect
the start date announcement at the September FOMC where there will
be the benefit of a press conference.
The bond market is clearly skeptical that recent anemic inflation prints
are temporary and that the Fed will follow its projected rate path. Fed
Funds futures indicate one and one-half 25 bp moves to December
2018, vs. the Fed projected four moves over that period.
We are in the 9th year of this recovery (economic recoveries haven’t
lasted more than 10 years in the postwar era), yet the US economy
appears to be steady, with a 2% real GDP, robust labor market, and
low/moderate inflation; there is no hint of impending recession. At this
point, any anomalies - such as persistently low inflation - are structural
and no longer attributable to cyclical economic forces. The Fed itself
has admitted that monetary policy is inadequate to address structural
economic issues. This logic would suggest that the Fed will continue to
normalize/raise short-term rates to a point where the short-term real
rate is positive (Fed Funds greater than inflation) regardless of whether
measured core PCE is closer to 1.5% than 2%.
It has become evident that Congress will struggle to enact the stimulus
packages that the market had anticipated from the Administration’s
earlier rhetoric. The bond market has taken notice; over the last 3 ½
months, future CPI expectations fell 0.73% for two-year break-evens,
out to -0.25% in 30 year maturities, while intermediate to longer-term
real yields barely moved.
The pace of withdrawal of QE reinvestment will be slow in the US Only
15% of the past year’s Treasury reinvestment purchases were in bonds
beyond 10 years to maturity. Add to that the fact that the ECB and BOJ
are still in portfolio expansion mode and it is hard to see how 10 – 30
year US yields rise significantly in the near-term - even if the Fed raises
short-term rates. This likely means continued yield curve flattening. The
only wild card would be an unexpected surge in wage inflation
resulting from an ever-tightening US labor market.

US inflation reports have been disappointing. The change for both the
3-month core CPI ending May and the 2-month core PCE ending April
registered 0%. Over the comparable YoY period, core measures
declined by 0.5% and 0.3% respectively. Wage inflation remains tame,
with average hourly earnings in April and May growing at a 2.5% annual
rate - lower than earlier this year and late last year - and the Atlanta
Fed Wage Growth Tracker at 3.5% in April - up from a low of 3.2 earlier
this year, but lower than 3.9% from Oct/Nov of last year.
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Standard monthly data
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Supplemental monthly data
US yield curve twist [bps], 4/28/2017 through 5/31/2017
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Disclaimer
The information contained herein has been prepared solely for informational purposes and is not an offer to buy or sell or a solicitation
of any offer to buy or sell any security.
First Principles Capital Management, LLC (“FPCM”), or any of its affiliates, do not make any representation or warranty, express or implied,
as to the accuracy or completeness of the information contained herein, and the information contained herein should not be relied
upon as a promise or representation whether as to the past or future performance. The information contained herein includes estimates
and projections that involve significant elements of subjective judgment and analysis. These statements are not purely historical in
nature, but are “forward-looking statements”. They may include, among other things, projections, forecasts, targets, sample or pro forma
investment structures, portfolio composition and investment strategies. These forward-looking statements are based upon certain
assumptions. Actual events may differ from those assumed. FPCM or any of its affiliates do not make any representations as to the
accuracy of these forward-looking statements or that all appropriate assumptions relating thereto have been considered or stated and
none of them assumes any duty to update any forward-looking statement. Accordingly, there can be no assurance that estimated
returns or projections can be realized, that forward-looking statements will materialize or that actual results will not be materially lower
than those presented.
FPCM and its affiliates disclaim any and all liability as to the information contained herein or omissions here from, including, without
limitation any express or implied representation or warranty with respect to the information contained herein.
The information contained herein is confidential and proprietary to FPCM and its affiliates. This material and information should be
treated as strictly confidential and cannot be disclosed to any other party other than the recipient and its advisers. Notwithstanding
anything to the contrary contained herein, the recipient (and each employee, representative, or other agent of the recipient) may
disclose to any and all persons, without limitation of any kind, the tax treatment and tax structure of the transactions described herein
and all materials of any kind that are provided to the prospective investor relating to such tax treatment and tax structure (as such terms
are defined in Treasury Regulation section 1.6011-4). This authorization of tax disclosure is retroactively effective to the commencement
of discussions with prospective investors regarding the transactions contemplated herein. By accepting this information, the recipient
agrees to be bound by all of the limitations described herein.
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