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Themes
In July US stocks vacillated with several Tech bellwether stocks
dropping precipitously as Facebook announced lower earnings
on longer-term increased spending to improve privacy. Oil
dropped back below $70 a barrel along with other
commodities as nervousness related to emerging markets,
particularly Turkey, led to currency depreciation. The Yuan
legged back down to late 2016 lows when China spent roughly
$1 trillion of foreign reserves and implemented capital controls.
The combined increase in July nonfarm payrolls of +157K and
+59K in upward revisions to May and June numbers signaled the
continuation of solid job growth. As anticipated, the jobless rate
dropped 0.1% to 3.9%, and more impressive was the 0.3% drop
in the underemployment rate (U6), taking it to a 17-year low of
8.5%. New jobless claims 4-week average is now running below
220K.
CPI was up 0.2% in July for both headline and core measures
with year-over-year numbers at 2.9% and 2.4% respectively -solidly above 2% on an annualized basis. June core PCE was
1.9% year-over-year (YoY) and wage inflation close enough for
the Fed to signal a continuation of short-term rate increases.
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The rise in yields over the month was primarily attributable to
increases in real yields which would be consistent with Fed
hiking and a +4.1% rate of 2nd quarter real GDP. Several things
to consider; there will be two more Q2 GDP revisions which
could result in the final number being different by 1% or more,
and most market economists believe that Q2 may well have
been a temporary blip due to recent stimulus, with real GDP
declining for the remainder of 2018 into 2019 as the effects of
fiscal stimulus wear off.
There was a brief steepening of the US Treasury yield curve near
the end of July on speculation that the Bank of Japan (BoJ) was
going to change its 0% 10-year JGB target to relieve pressure on
domestic banks and insurance companies suffering under a
low interest rate environment, with little steepness to the yield
curve. That speculation turned out to be incorrect as the BoJ
simply relaxed the band around the 0% target from +/-10 basis
points to +/-20 basis points and reaffirmed their ¥80 trillion
annual purchase level for JGBs. There seems to be a small but
growing debate inside the BoJ regarding the effectiveness of
Quantitative Easing (QE), particularly the effectiveness in raising
the rate of inflation vs. the cost of undermining the strength of
financial institutions, which could impact longer-term US yields.
Increasing nervousness regarding Emerging Markets and a
possible slowdown in the Chinese economy due to tariffs is
having the opposite effect, suppressing longer-term US yields.
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Observations
Inflation-linked sector
 We are constructive on the 7-year sector of the inflation-linked securities market and see some interesting optionality afforded to investors.
 In the event tariffs cause increases in realized inflation, one participates via holding inflation-linked securities.
 In the event the economy is vulnerable to a weakening, real yields will decline, leading to capital gains.
 The 7-year part of the curve is somewhat of an inflection point in balancing the potential for realized inflation and volatility from longer dated
holdings.
Yield curve
 We remain in the camp expecting that flattening will persist.
 Front-end dynamics continuing to push short rates higher, and a persistent bid continues on the long end of the curve, due to attractive relative
value of US yields vs. other developed countries and continued demand from the retirement complex (a bid which we expect to have legs
beyond the Sept 15 pension funding date, when corporations can take advantage of deductions at the 2017 35% tax rate).
Mortgages
 Under the direction of the FHFA, Fannie Mae and Freddie Mac have created a joint initiative to develop a single security for fixed-rate
mortgages – as opposed to issuing separate securities. This new uniform mortgage-backed security (UMBS) is targeted to begin trading in the
first half of 2019.
 Existing holders of Fannie Mae and Freddie Mac MBS will be able to exchange their securities for UMBS.
 One notable difference between current Fannie Mae and Freddie Mac MBS is that Fannies have a 55-day payment delay while Freddies
have a 45-day delay, so Freddie investors receive their cashflows 10 days earlier than Fannies.
 The new UMBS will adopt the Fannie Mae convention and have a 55-day delay. In order to have investors to convert Freddie MBS into UMBS,
Investors will be compensated for the delay difference (likely 1-5 ticks). Overall, this should be positive for mortgages as it will increase
liquidity.

Monthly charts
US rates shift [bp], 12/29/2017 through 8/13/2018
80

73

Treasury yield
62

60

Breakevens

54

20
0

11

Real yield

100
36

16

5yr

Tenor

11

12

10yr

30yr

19

Yield Spread to 7Y [LHS]

FN 3 Price [RHS]

$98

70

$97

65

$96

60
06-18

07-18

First Principles Capital Management, LLC

63%

12/30/16

93%
73%
77%

87%

8/13/2018
96%

87%

100%
101%
96%

50

2yr

5yr

Tenor

10yr

30yr

Corporate issuance [$BN] and spreads [%]

MBS TBA spread to UST [bp] vs. FN 3 price
75

104%
69%

31

0
2yr

12/30/15

150

47

39

40

Ratio of AAA GO muni yields vs UST

08-18

$95

9
8
7
6
5
4
3
2
1
0
08-14

IG Issuance [RHS/bar]
IG OAS [LHS/line]

HY Issuance [RHS/bar]
HY OAS [LHS/line]
250
200
150
100
50

04-15

12-15

08-16

04-17

12-17

0
08-18

Copyright © 2018 FPCM

FIRST PRINCIPLES CAPITAL MANAGEMENT
Monthly Market Overview

August 2018

Author:
Stephen R. Miller is a Managing Director at First Principles Capital Management, LLC (FPCM). FPCM is a wholly owned subsidiary of
American International Group (AIG).

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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