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THE BOND MARKET HAS TURNED AND PROBABILITIES 
FAVOUR SIGNIFICANT DOWNSIDE OVER THE COMING 

MONTHS AND YEARS 

This is in our minds THE greatest macro trade, bar none. It won’t always be that way, 
though, but right now the window of opportunity is s=ll open. 

In the past we’ve men=oned trades such as shor=ng the yen, the renminbi, going long the 
Dollar Index, to name a few. Then months later I get people emailing me, “Hey, this thing is 
really moving, great call. I’ve just entered the trade”. Urghhh! Really?  

If you’re going to be using op=ons, even if only for a percentage of your overall posi=on, 
you’ve lost all the asymmetry. Sure, you may double your money on the balance of the trade 
but by messing about wai=ng for all the sheeple to begin posi=oning the vola=lity has been 
priced.  

This isn’t even about geFng a trade call right. It’s about risk management and what you pay 
for your posi=ons. If you pay such a small amount for a posi=on rela=ve to your poten=al 
reward then who cares if it goes to zero in part of your porIolio? What is tragic is to fail to 
dispassionately trade for asymmetry. 

Your membership in Insider is for one thing: to profit, and do so from asymmetric 
opportuni=es. 



In this alert we’ll dispense with a long winded “War and Peace” explana=on of why this trade 
makes sense and get to the meat of how to actually posi=on for it, something few ever talk 
about.  

Catch me in an elevator, “alone and vulnerable”, and ask me quietly what is the most 
important macro trend in financial markets right now? My answer: rising interest rates!  

Few genuinely expect interest rates to rise materially ever again let alone to pre-GFC levels 
or, hold your breath, the highest they have been in a genera=on! 
  
Instead of geFng caught up in “why” rates are going to rise, we’ll spend more =me on “how” 
to posi=on for rates to rise in the most efficient manner – the very thing that is most cri=cal 
given how difficult it is to trade bond markets. 

If you’re unfamiliar with trading fixed income/bond markets, fear not. What’s important to 
focus on is that this is a major macro trend change where, provided we’re right, given the 
payoff, the “short bond trade” is “absolutely impera=ve to be on”. In other words, shun this 
trade at your peril. Why?   

Aside from ensuring we’re not long bonds, which impresses us as all risk no reward,  the 
consequences of “genera=onal” low interest rates for an “extended” period of =me are likely 
being incredibly understated!  

How understated? 

If infla=on were to actually increase from where it is today, then yields would need to rise 
much further than they have thus far. So if we look at the 10-year bond yield as an example, 
what do you think an investor should pay to have his/her money =ed up for 10 years? 1% 
premium? 2% premium? 

The answer lands up lying in what future expecta=ons look like and whether infla=on is 
rising.  The “Bond King” Jeffrey Gundlach, who while I’ve never met him personally we have 
mutual friends, believes the 10-year yield should trade around 6%. Today, as I pen this to 
you, even aeer the recent selloff in bonds we are siFng at just 2.3267%. 

Let’s put our cards on the table. What freaks us out?  

It is the consequences of the “easy money” an=cs of central bankers. Ever since the GFC 
central bankers have engaged in easy monetary policies, the likes of which the world has 
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never seen. This has led to behaviour that defies ra=onal comprehension: nega=ve rates, 
nega=ve bond yields, and all the consequent mispricing of other assets. 

It’s absolutely clear that central bankers believe they can contain any drama=c 
consequences to their ac=ons. We’ve been around long enough to know that there are 
always consequences to ac=ons of the crowd (or central bankers) - the greater the acCon 
the greater the consequence! 

We’re puFng money on the fact that central bankers have no idea what they’re doing. And 
the beauty with this trade is that even if we’re wrong the cost of posi=oning now is so 
cheap that if nothing else, this provides us an incredibly cheap hedge to any porIolio. It’s 
like buying life insurance at age 95 for the cost of a 20-year old. Who knows, we might 
crank out another 5 years but I’d rather not bet on it. 

Long term readers will know we’ve made more noise than a 2-week old sunburnt baby with 
colic and a knife stuck in its skull about how bond markets topped earlier this year.  

Addi=onally, some of our friends and colleagues, many of whom are high profile names, 
have been discussing rising rates too but Insider is here to deal with making money from 
this trend.  

Posi=oning for rates to move higher is currently the biggest macro trade out there, and the 
behaviour of global assets over the coming months and years will be closely =ed to what 
happens with bond yields.  It’s hard to overstate how important this trade is. 

There seems to be a lot of fear about what happens when rates start to rise. Will equi=es 
crumble if the “punch bowl” is taken away? Will the USD move higher? What about 
commodi=es, emerging markets, etc.?  

The outcomes here are extremely difficult to determine, although we will say that many 
outcomes are oeen counterintui=ve. We’ll be covering these topics with the specific trade 
ideas brought to you here. 

The objec=ve of this discussion is to shed light on what we think is the least complicated 
and most efficient way (best payoff) to express a view that rates are going to rise over the 
coming months. Let’s begin with the most simple. 

What isn’t debatable is that you don’t have to fear rates rising. The exact opposite, rather. 
With just a small amount of capital, these trades have the poten=al to turn into substan=al 
posi=ons. 
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There are four “asset” classes  where one can express a bearish view on bonds: 

1. Treasury Bond ETFs (e.g. TLT) 
2. Corporate Bond ETFs (e.g. JNK) 
3. Treasury futures markets (e.g. the US 10-year) 
4. Money market futures (e.g. eurodollars) 

We will discuss each one of these in turn with the pros and cons. At the end of this ar=cle 
we’ll give our opinion of the single best way to express a “bearish bond” view, given a 
hypothe=cal porIolio size. We will assume some basic knowledge about trading and 
op=ons though as you’ll see alterna=ves are provided for those of you who are using the 
Insider service as both an execu=on as well as educa=onal tool. 

Treasury Bond ETFs 

In the US there are ETFs that track US Treasuries and corporate bonds. Let’s start with 
treasuries. We’ll talk about the most significant ETFs here. This isn’t designed to be an 
exhaus=ve list, though: 

1. TLT – tracking the performance of the US 20-year Treasury 
2. IEF – the US 10-year 
3. AGG – a broad bond market ETF with 40% exposure to US Treasuries, 40% to 

corporate bonds and 20% to muni bonds 
4. BWX – exposure to interna=onal bonds 
5. TMV – moves three =mes the inverse daily percentage movement of the US 30-

year 

We like TLT and IEF because you can get long-term op=ons (at this stage going out to 
January 2019). Long-term op=ons are not available on AGG or BWX. 

Now what about TMV?  

Yes, conceptually this should be first pick for anyone wan=ng to go short the bond market. 
However, the problem is in the way the ETF is constructed. It tracks 3x the daily percentage 
(as opposed to the absolute daily movement) of the US 30-year. I’ve wriren about these 
animals before but let’s cover them here for clarity’s sake. Aeer all the last thing we need is 
geFng the journey right and using the wrong vehicle for transport. 

So, let’s give an example.  
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Let’s assume that on day 1 the US 30-year treasury and TMV are both trading at 100. Then 
let’s assume that on day 2 the US 30-year goes up by 10% to 110. TMV would go down by 
3 x 10% = 30%, which would be down at 70.  

Now, let’s assume on day 3 the US 30-year treasury fell by 10% (10% of 110 = 11) to 99. 
TMV would advance 30% but it is 30% on 70 so it only gets back to 91.  

So aeer two days the US 30-year is more or less unchanged but TMV is down some 9%.  

Granted I have taken things to an extreme to prove a point but this clearly illustrates the 
problem of TMV and every other geared ETF – volaClity is their undoing.  

TMV will only be a great way to trade the bond market if bond prices decline in a somewhat 
linear (straight-line) fashion. But it is hard enough to get the direc=on of the treasury market 
right let alone the behaviour of that direc=on!  

Yes, there are long-term op=ons available on TMV but the point is moot if the underlying is 
a dodgy asset in the first place. 

Because of their simplicity (it is easy to trade TLT) and the sleep-easy-at-night factor with 
opCons (your risk is defined), we think that buying long term puts on TLT is the single best 
way for the average investor to posiCon for rates to rise. 

Corporate Bond ETFs 

There are essen=ally two types of treasury bonds: investment grade (e.g. LQD) and junk 
grade (e.g. JNK). Both of these bond ETFs are very liquid and would be available to short via 
most brokers. LQD doesn’t have long-term op=ons, but JNK does.  

Where is there more downside: US Treasuries or corporate bonds? We really don’t have any 
preconceived ideas here, and frankly the bigger ques=on would be what exposure to have 
to the view that rates are going to rise over the coming months? Our thinking is not to get 
too clever, rather keep it simple and go short or buy puts on TLT. 

What about US Treasury markets? 

We think the only =me you would be interested in trading the US Treasury market would be 
if you knew what you were doing and were comfortable using leverage. We don’t think the 
average retail investor should be messing around with the Treasury market. Leave this for 
the hedge funds to play around with. 
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We would delve more into Treasury markets if long-term op=ons existed. But the longest 
dated Treasury op=on only goes out about 3 months which doesn’t help if you want to 
express a long-term view and not get caught up in short term noise. There exists lirle 
asymmetry in the short term. 

The same applies to other sovereign bond markets like Germany, the UK, and Japan. 

Playing treasury markets is tricky because you have to “roll” contracts every three months 
or so. Granted it doesn’t cost much to roll but it is a hassle all the same. It isn’t just a case of 
going short and holding that short for a year or two (as you could do so with TLT). 

And then there are exo=c things like “curve steepeners”, swap=ons, etc. Again, these 
contracts and concepts are way too complicated and are geFng off the topic of what is the 
least complicated and most efficient way to express a view that rates are going to rise over 
the coming months? Let’s keep it simple. 

Money Market Bond Futures 

Now, here is a market that most traders (of the specula=ve variety) don’t really know exist. 
Yet it is rela=vely simple to grasp, is very liquid, and we have op=ons going out anywhere 
from 2 – 4 years. This is a gie in this environment where vola=lity is s=ll very cheaply priced. 

This is the futures markets of the eurodollar, Euribor, and short sterling. To respect your 
=me, I'm not going to rehash volumes that have been wriren on this topic. Plus, Wikipedia 
or Investopedia do much berer job at it, anyway. However, I will give you an “execu=ve 
summary”. 

First of all, don’t roll your eyeballs. We’ll discuss a trade which may well result in payoffs not 
too dissimilar to those achieved by sub-prime shorters back in 2006 – 2008. 

Eurodollar Futures 

In essence the eurodollar futures market is based on what the market expects the 3-month 
rate for USDs to be at a point in =me.  

Let’s take a futures contract to illustrate. 
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The eurodollar September 2020 future  

Currently the contract is trading at 97.7450. This means that the market is expec=ng the 3-
month rate for USDs to be 2.255% come September 2020 (calculated by 100 – 97.745 = 
2.255).  

Note at 100 the market is implying that the 3-month rate would be 0% and if the future was 
at, say, 100.5 then it would mean that the market was expec=ng the USD 3-month rate to 
be -0.5% when the future expires. At expiry the yield essen=ally becomes the 3-month 
LIBOR rate. 

Every one point the eurodollar future moves equals $2,500. So if you were to go short this 
future now and it fell to 96.745 (where it was at the start of the year) 6 months from now 
then you would make $2,500. 

Given the margin required for this future is only $500, then the payoff could be huge. Of 
course, this assumes that the trade more or less goes in your favour immediately. In reality 
this rarely happens so you would have to keep addi=onal cash aside to prevent margin calls. 
How much capital you keep aside is a marer of debate and one’s risk profile. 

While eurodollar futures are probably not completely foreign to traders what will be lost to 
everyone is the existence of op=ons on these contracts. For eurodollar markets op=ons go 
out as far as 4 years (September 2020 at =me of wri=ng).  

Now this is where things get really interes=ng.  

Because the crowd an=cipates that rates will stay “lower for longer” - that rates won’t ever 
get back to “normal” levels or at least levels seen prior to the GFC - put opCons are being 
sold very cheaply.  
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Let me illustrate by way of a chart. Below is the eurodollar September 2020 futures 
contract.  

Based on the ATM strike of 97.75 The green line is where the future needs to get to (by 
expiry) for the op=on to breakeven (the point at where you will recover the cost of the 
op=on). The red line is 100% return. So all the future needs to do is to get back to where it 
was at the start of the year by expiry (4-years from now) and you will have banked a 100% 
return on the trade.  

Not too bad, and you wouldn’t have to worry about a margin call as your max risk is the cost 
of the op=on (remember if you’re buying op=ons, either put or call, your maximum risk is 
capped at the amount you outlay). 

Next is Euribor futures. I guarantee you wouldn’t have heard of Euribor futures. These 
contracts work in exactly the same way as eurodollar futures with the only difference being 
the futures being based on the 3-month rate for euros instead of USDs. 

Stay with me because the payoff for op=ons on Euribor futures is light years ahead of 
eurodollars! 

Apart from a few freaks, no one on this planet believes that short-term rates for euros will 
ever rise again. And that is where the opportunity lies. 

What will cause short-term rate expecta=ons to rise for the euro? Well, let’s put it this way: 
if rate expecta=ons rise materially for USDs (for whatever reason), then they will do so for 
euros. There is lirle escaping global macro gravita=onal forces. 
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Anyway, let’s get back to talking about the payoff of Euribor futures. Let’s go way out to the 
September 2020. The futures currently trades at 99.815. So that means even out as far as 
5-years from now the market s=ll expects the 3-month rate for euros to be just 0.185%!  

To us this is one of the great asymmetric trades and no one is talking about it! 

We think that this expecta=on of the 3-month rate for euros at  0.185% 4 years from now is 
about as insane as the valua=on of TMT stocks in early 2000. Where is the upside in being 
long this contract now?  

To make money rates would have to s=ll be nega=ve 4 years from now. And in the off 
chance that rates were s=ll nega=ve, how nega=ve would they be? In order to make money 
being long Euribor makes absolutely no sense whatsoever, and as explained going short is 
extremely cheap. 

It seems a hugely skewed trade in favour of being short the contract. There seems to be a 
limit to how nega=ve rates can go (probably not far from current levels) and “unlimited” 
upside to how high rates could go. 

The mechanics of the trade: 

First of all you will need to have an account with a broker where you can trade the Euribor 
(it trades on ICE in London). Interac=ve Brokers is probably the best bet.  Shor=ng the 
contract isn’t any different than shor=ng an eurodollar futures, except that it is 2,500 euros 
per point instead of USD2,500 per point. You will only need 500 EUR in margin. But you 
may need more than this to finance the trade if it were to go against you. 

If the concept of using leverage freaks you out then there is also the “op=on” of buying puts 
on Euribor futures. The only downside here is that the op=ons only go out 2 years (at this 
stage on the September 2018 contract).  

However, because no one can ever comprehend rates in Europe ever moving higher again 
the cost of buying put op=ons is insanely low.  

Even if you don’t believe that rates will move higher you will be compelled to buy puts 
because in the “remote” chance that rates do move higher over the next couple of years the 
payoff could be of “sub-prime” propor=ons.  
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Check this out: the September 2018 Euribor futures ATM (at the money) op=on (100.125 
strike).  

The first red line is where the futures contract needs to close to generate a break-even on 
the op=on, and the 2nd one for a 100% return at expiry.  Note that if the futures was to get 
to these levels before expiry the returns would be significantly higher. In any event, just 
taking the op=on through to expiry that is only a 45 basis point move to get a 100% return. 
This could well happen within one day, and you have the privilege of 2 years up your sleeve. 

We think it is an absolute no brainer trade where a lirle bit of capital could go a long way. 
Big things start from small posi=ons par=cularly when you have asymmetry on your side 

Our favourite trade is buying puts on eurodollar futures as it has such huge asymmetry and 
the op=ons go out four years. However, we acknowledge this is a very advanced trade and 
few fund managers would know of its existence let alone the mechanics of it. So if you feel 
the Eurodollar op=ons trade makes you a lirle uncomfortable then serle into a put on the 
US 20-year ETF TLT, look no further than an ATM put with expiry in January 2019. Aeer 
that the wai=ng is the hardest part. 

Once again we feel that the market is seriously underes=ma=ng how high yields can go and 
this is why we are quite happy being posi=oned for rates to move higher over the coming 
months. 

Sincerely, 

Chris MacIntosh 

Founder & Editor In Chief, Capitalist Exploits Independent Investment Research 
Founder & Managing Partner, Asymmetric Opportuni=es Fund 
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