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US Treasury Yield Curve
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US Treasury Yield Curve
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Stylized Example: Usefulness of Repo Reserves
FIGURE 1-1

BANK A
Assets Return Liabilities

Reserves 10 2.0% Capital 10
Illiquid Assetl 10 6.0% Repo 90
Illiquid Asset2 10 6.0%
Illiquid Asset3 10 6.0%
Illiquid Asset4 10 6.0%
Illiquid Asset5 10 6.0%
Illiquid Asset6 10 6.0%
Illiquid Asset7 10 6.0%
llliquid Asset8 10 6.0%
lliquid Asset9 10 6.0%

Gross Interest Return 5.6% Simple Capital Ratio 10.0%
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Stylized Example: Usefulness of Repo Reserves
FIGURE 3-3

BANK A
Assets Return Liabilities
Reserves 10 2.0% Capital 10
Illiquid Assetl Repo 90
Illiquid Asset2 /'
Illiquid Asset3
Illiquid Asset4
Illiquid Asset5
Illiquid Asset6
Cost of Repo Reserves

UST1 Qiquidity )
German Bundl 10 -0.5%
German Bund2 10 0.5%

Gross Interest Return 3.9% Simple Capital Ratio 10.0%
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Yield Decomposition

“ Historically, [the yield curve inversion] has been a pretty good
signal of recession and | think that’s when markets pay attention to

it but | would really urge that on this occasion it may be a less good
signal. And the reason for that is there are a number of factors
other than market expectations about the future path of interest
rates that are pushing down long-term yields.”

Former Federal Reserve Chairman Janet Yellen
Appearance on FoxBusiness Network
August 14, 2019
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FISHERIAN DECONSTRUCTION

Long-term Bond Yield

Term
Premiums

Expected
Future
Inflation
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Long-term Bond Yield

Term

"Briefly, aterm premium is the extrareturn that
Premiums

lendersdemand to hold alonger-term bond
instead of investingin aseries of short-term
securities (a new one-year security each year, for
example). Typically, long-termyields are higher
than short-termyields, implyingthatterm
Expected premiums are usually positive(investors require

Future extracompensation to hold longer-term bonds
instead of short-term securities)."

Inflation

Ben Bernanke, April 13, 2015
Why Are Interest Rates So Low?
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Long-term Bond Yield Long-term Bond Yield (t+1) Long-term Bond Yield (t+2)

-

Premiums -7 "
e

"Overall, then, we anticipate that
long-termrates will rise asthe
recovery progresses and expected
short-termrealratesand term
premiums returnto 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

Ben Bernanke, March 1, 2013
Long-term Interest Rates
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Long-term Bond Yield Long-term Bond Yield (t+1)

What Janet Yellen is saying about
current yields: the market can’t

Premiums

possibly think differently than her or
the Fed, it still must be pricing
Expected higher inflation (someday) and how

Future
Inflation

the Fed will go back to rate hikes.
But because yields are falling, that
would leave only term premiums to
explain them.

SPOILER: the market thinks (very) differently
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Eurodollar Futures Curve History
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e EDM June 2020
DM June 2021
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Gold the Ultimate Hedge
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Gold the Ultimate Hedge

3.00 1

ALHAMBRA 10-30-2018: 'Given what’s going on
now, | wouldn’t be at all surprised if over the next
multi-year period UST rates not only register new
lows less than 2016 but follow Japan’s underzero
fora large part of the curve.'
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Gold the Ultimate Hedge
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