The Ying and Yang of Financial Markets

The purpose of these updates is to explore ideas and themes in the hope of expanding our understanding of the markets and to reveal trading opportunities that we have not examined. Capital flows back and forth between markets and market sectors. By tracking the flow of capital we can get a sense of how the institutional players are deploying their assets. They, obviously, have the deepest pockets and therefore have the most pronounced impact on any market they attack. We, as small traders, can capitalize on the yin/yang juggling act if we are paying attention to certain key markets. We simply follow their footsteps.

10 year Treasury Notes.

 The safest interest rate securities are US Treasury securities, backed by the full faith and credit of our Government.  Most institutional players attempt to balance their capital between equity securities and interest rate securities. It's similar to adjusting the ratio of fuel and air in a carburetor. 30% in interest rate securities and 70% in equity securities when we have a runaway bull market in equities. As the stock market begins to break down they adjust their mixture to a 50/50 ratio. In an extremely bearish stock market environment they may go to a ratio of 70% interest rate securities and 30% equity securities.

The Treasury offers a wide range of interest rate securities with maturities from 30 days out to 30 years. The yield for each time frame is based upon the length of time to maturity. Typically a 1-year Treasury bill is going to offer a lower yield than a 30-year Treasury Bond. Why is that? It's all about risk to maturity. The greater the amount of time until maturity, the greater the risk. Who knows what inflation will be like 10, 20 or 30 years from now. A 6 percent coupon (yield) may be less than the rate of inflation 5 years from now. Therefore, if you're going to 'loan' our government your money for 30 years you'll want some 'risk insurance' built in. In other words, you'll want a higher yield (coupon rate) to compensate for the length of time to maturity. The shorter the length to maturity, the less of a risk you take. That's why 1 year Treasury Bills offers a much lower yield than 30 year Treasury bonds ... most of the time. This 'risk premium based on length to maturity' is defined as the yield curve. The shorter maturities offer the lowest yields and the longer maturities offer the greatest yields. When you plot the yields offered at each maturity going out in time you get a parabolic curve ... the YIELD CURVE.

This natural pricing mechanism is called a 'normal yield curve', wherein short maturities offer the lowest yields and long maturities offer the highest yields. The Treasury holds auctions to sell their securities. They set the coupon rate and allow interested investors to 'bid' on the securities offered. The jargon used in the interest rate markets can get a little confusing at times, and I don't wish to get bogged down in semantics at this point but, if you paid what the government offered you would be buying that security at "par".

Now this is where it gets a little tricky. As economic circumstances change, perceptions of relative risk begin to change. We'll call par $1,000.00. You gave UNCLE SAM $1,000.00 for a Treasury note with an annual coupon of 5% that matures in 10 years. Uncle will pay you an annual yield of 5% over the next 10 years and return your original investment to you after 10 years. What if your situation changes  two years later and you decided that you could use that $1,000.00 for something else that pays a better return. UNCLE won't redeem your note for another 8 years so you're  stuck. Perhaps you could sell your note to somebody else? After all, it's backed by the US government. There is a huge market for Treasury securities. One of the biggest markets in the entire world. Hey, there must be somebody else out there that would like a guaranteed yield of 5%...right? >>>>>  Possibly.

You offer to sell your 10 year note (Treasury security) at par ( $1,000.00 ), but nobody wants to pay par for that note. Why? Economic circumstances have changed over the last two years. Inflation has been creeping higher and a 5% yield doesn't look as attractive as it did a few years earlier. They'll buy your note (interest rate security), but, they will only pay $900.00 instead of the $1,000.00 that you want. In other words, they are worried about inflation and they want to get a higher yield or risk premium. In short, the price of your Treasury security  ( $1,000.00 paid for a 5% yield )  is dropping because they want that security priced to yield more as a protection against higher inflation. By buying it a discount to par they get a higher yield. If they pay $900.00 for a $1,000.00 security ( at maturity ) with a coupon of 5% they are getting a higher yield ... right?

 Your Treasury security is no different than the stock of a company. If the companies earnings are weak, the stock price will drop. Think of a Treasury note as a stock offered by the government based upon the current interest rates. In the realm of interest rate securities if inflation is creeping higher,  then a security with a  5% yield is less attractive than one with a 6% yield. The value of your 5% security will drop. Many people don't think about the economic realities of Treasury securities. UNCLE won't buy it back until the maturity date. If you must sell it prior to the maturity date you are now subject to...MARKET RISK.

What happens in a deflationary environment?  As the FED starts dropping interest rates those securities at the long end of the yield curve become more valuable. If the Treasury offers new ten year securities to yield 4% at their auctions and you're holding a 10 year note yielding 5% investors are willing to pay you more than par to capture a portion of your higher yield. Your Treasury security could actually get $1,075.00 in the open market as investors would be willing to pay a little more in order to lock in a slightly higher yield than what is currently offered. Thus, you could make a profit from selling your note in addition to the interest you've already earned. Treasury securities traded in the secondary market are no different than stocks traded on the NYSE. It's all about supply/demand and perceptions of reality.

This is a simplistic overview of how the market for Treasury securities works, but it gets us to where we are now. The price of dated Treasury securities at the long end of the yield curve are trading well above par. Interest rates have dropped to the lowest levels in over 40 years. The prices paid for securities offering the highest yields ( long end of the yield curve ) have gotten as high ( in percentage terms ) as Nasdaq did at the height of the stock market bubble. Fears of a deflationary recession have forced the FED to continually lower rates. Older Treasury notes with a higher coupon have been bid up to record high prices.  In short, 10 year and 30 year treasury securities are sharply overbought. We have a bubble in the bond market. Now, if we have a gut wrenching depression ... the prices paid for those securities will look reasonable as the FED drops interest rates down to 0 ala' Japan.

 Unfortunately ... that scenario has already been priced in as those longer (dated ) maturities are trading at ridicules premiums over par right now. The other side of the coin is ... short of an economic collapse ... the long end of the yield curve is due for a serious correction back to par. If we start to see any visible signs of an increase in the rate of inflation and if the FED even hinted at bumping interest rates again ... the value of Treasury securities at the long end of the yield curve ( 10 year notes and 30 year bonds ) will drop like a ton of bricks. Why? If the Treasury has to offer a higher yield on newly issued securities in order to attract bidders then dated securities with a lower coupon will be worth less to investors in the secondary markets.

Over the last 18 months Wall Street has been aggressively selling notes and bonds to the public at ridiculous premiums over what they've paid (dealers) ... well above par. It's the fear factor of a war on the heels of a collapse in the stock market. The public does not understand what they are buying. They are told it's a safe place to park their money. They don't realize the market risk they've exposed their capital to if the worst of all scenario's doesn't actually happen. Once they've gotten the vast majority of small investors firmly entrenched in Treasury securities at grossly overvalued prices ... the bond market bubble will surely collapse. As the price of those securities caves in and the public begins to panic out at dramatically lower prices ... the Wall Street dealers will graciously buy them all back at 50 cents on the dollar. It's a big game and I would hope that after 40 years the public would start to wise up ... but ... !

So here is the big bet. Is the global economy going to collapse in the greatest depression of the last 500 years ... or... or are we going to grind down further, find a bottom, see the beginnings of economic growth and be confronted with an ugly period of serious inflation as our economy slowly starts to expand again? The gold market is hinting at inflation. The bond market is still fixated on deflation. One of these markets is correct and the other will suffer a drastic sell-off. The ying and yang.

Another way to buy and sell Treasury securities is with futures contracts. One of the most popular ( more liquid contracts ) is the 10 year T-Note futures traded on the Chicago board of trade. We won't get bogged down on how institutional players use futures to hedge their cash Treasury securities or how banks use futures to hedge their pipeline of loan commitments. Suffice it to say that the biggest players in the world dominate this arena. In other words, this is a big market.

Most institutional players will tend to realign their portfolios at the end of each quarter as they adjust their forecasts on economic growth and target areas that offer the greatest potential. This entails rebalancing their deployment of capital in stocks and bonds. This is when they adjust their ratios of stocks to bonds. When they sell Treasury securities and use the proceeds to buy equity securities we can see a definite footprint of their actions in the markets.

The Ying/Yang. Obviously, when they sell their Treasury securities this tends to depress the price of Treasury securities and when they buy stocks it tends to push the stock market higher. This pattern is revealed in certain key markets and sets up a trading opportunity for us. Remember, we don't want to fight the herd. We only want to follow in their footsteps.

Study the two charts below. The one on the left is a daily chart of the SPDR’s. The one on the right is a daily chart of 10 year T-Note futures. Pay particularly close attention to point 1 on each chart. This is where the big dogs revealed their poker hand and it set up a great trade. You buy the SPDR’s and short sell the 10-year T-Note futures. Remember that we are just following their lead and we are using the price action in the market to determine how they are positioning their capital. Study the chart carefully and you'll notice that one market is the inverse of the other.

In future updates well discuss other opportunities and examine how to use spreads to ‘TRADE THE YIELD CURVE’. We are TRADERS and we are looking for opportunities in ALL MARKETS. We have the tools, we have the intelligence and if we are willing to do our homework the markets will provide us with tremendous opportunities. Day trading is important, but, don't lose sight of the ‘BIG PICTURE’, especially now, when there are so many incredible opportunities to exploit.
WDH
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