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Prometheus Asset Allocation

Welcome to Prometheus Asset Allocation. The Prometheus Asset Allocation program offers a stable,
macro-focused approach to asset management. Prometheus Asset Allocation aims to outperform a
traditional stock and bond portfolio by leveraging our proprietary systematic macro process to rotate
between 3 ETFs monthly (plus cash). As part of the program, we will be sharing our views on Growth,
Inflation, and Liquidity in addition to our monthly video updates.

Our primary takeaways are as follows:

e Liquidity is driven by both private and public sources. Currently, we see private sources becoming a
dominant player in the liquidity ecosystem.

e Reserve balances and commercial paper issuance remain neutral; bill issuance has slowed down
but remains elevated; and repo activity remains extremely strong.

e Overall, liquidity dynamics in the US remain stable which is a support to all assets.

Liquidity is the flow of cash and cash-like assets that potentiate spending in the economy. Liquidity is
determined by nominal dollar values and the relative risk profile of the various sources of liquidity. We
begin our tracking of liquidity conditions by sharing the weighted growth rate of the major sources of
liquidity: reserves, treasury bills, commercial paper, & repurchase agreements. As we can see below, the
current liquidity dynamics are primarily driven by repo conditions after being dominated by treasury bill
issuance.

Liquidity Monitor: Major Sources
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We zoom on each of these components, starting with reserve balances. Reserve balances held by
financial institutions at the Fed are a function of the gross liquidity supplied by the Fed through the asset
side of their balance sheet, relative to the gross liquidity absorbed by inflows into the liability side of
their balance sheet. As we can see below, the current trend in reserve assets has been declining as the
Fed engages in its QT program. However, while the asset side is declining, the Fed liabilities, particularly
the reverse repo have been declining faster.
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Liquidity Monitor: Federal Reserve Assets
10,000
9,000
8,000
7,000
6,000

5,000

$ Billions

4,000

3,000
2,000 \/\

1,000

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

Treasuries Agencies & MBS

Total Assets

Additionally, we examine the changes in major liabilities of the Fed, i.e. the liquidity drains on the
financial sector:

Liquidity Monitor: Federal Reserve Liabilities
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We combine these perspectives to show the drivers of changes in reserve balances over time. While the
Fed has decreased its assets, the outflows of its liabilities through reverse repo have made reserve
balances resilient to the Fed’s QT program. This has led to the neutral growth of reserves.
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Liquidity Monitor: Reserve Balances, Attribution
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Next, we turn to the other side of government liquidity, i.e., Treasury bill supply. Much like the Fed, the
treasury can impact liquidity conditions by increasing the supply of liquid assets, primarily through
treasury bill issuance. We begin by showing the secular context for this liquidity supply by showing the
treasury bills outstanding as a share of total treasury debt. Post-COVID-19, we have entered a regime of
higher bill supply compared to the pre-existing conditions.

Liquidity Monitor: Treasury Bill Share Of Total Treasury Debt
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For a timelier perspective, we examine the contribution of treasury bill growth to total treasury debt
growth over time. Again, we observe that even at a delta level, bill supply continues to be the primary
driver of total treasury debt growth.
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Liquidity Monitor: Treasury Bill Share Of Total Treasury Debt Growth

50%
40%
30%
20%

10%

0%

Contribution To Yearly Change %

-10%

-20%

1966
1968
1970
1972
1974
1976
1978
1980
1982
1984
1986
1988
1990
1992
1994
1996
1998
2000
2002
2004
2006
2008
2010
2012
2014
2016
2018
2020
2022
2024

Treasury Bills Total Treasuries

Now that we have looked through the primary government sources of liquidity, we now turn to the
private sector. We begin with commercial paper markets. During the financial crisis, commercial paper
markets were replaced by reserves as the primary receptacle to store short-term liquid assets.
Nonetheless, commercial paper remains a mechanical driver of the liquidity ecosystem. We visualize the
transition from commercial paper to reserves:

Liquidity Monitor: Transition From Commercial Paper To Reserves
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To further contextualize commercial paper activity, we compare the growth of commercial paper to
total bank credit. The recent growth in commercial paper relative to overall credit growth remains
subdued.
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Liquidity Monitor: Major Sources
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Additionally, we examine the composition of the commercial paper market, grouped into financial,
nonfinancial, and asset-backed issuers. Historically, financial & asset-backed issuers have dominated
commercial paper growth:

Liquidity Monitor: Commerical Paper, Composition
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While private sector activity in the form of commercial paper has dwindled, other forms of private
sector activity have flourished. Particularly, repo markets have expanded to become a dominant driver
of financial markets. Repo market activity is largely contingent upon the collateral supply, particularly in
the form of Treasury & MBS securities. We show the composition of repo growth below:
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Liquidity Monitor: Repo Composition
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Repurchase Agreements

For a further understanding of the drivers of repo activity, we examine the volatility of the underlying
collateral, i.e., the volatility of Treasury & Agency MBS. As we can see below, trends in both of these
variables are mean-reverting to their historical averages as we head towards to potential easing cycle.

Liquidity Monitor: Collateral Volatility
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While collateral quality is essential to create a supportive backdrop for repo activity, we can gain a
further understanding of the drivers of repo by examining the primary source of funds for repo activity -
money market funds. Retail MMFs have been the primary source of funds for the recent change in repo
activity. Below, we visualize the growth of money market funds, along with its composition:
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Liquidity Monitor: Money Markets, Composition
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Now that we have examined all big-picture drivers of liquidity dynamics, we conclude by examining
timely measures of liquidity stress in the form of short-term spreads. A widening of spreads will impact
private sector credit creation and liquidity conditions. Stability in these spreads continues to support
ongoing liquidity creation. Currently, these spreads remain stable.

Liquidity Monitor: Liquidity Stress
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Overall, reserve balances and commercial paper issuance remain neutral; bill issuance has slowed
down but remains elevated; and repo activity remains extremely strong. This has created an
environment of stable liquidity conditions which is a support to all assets. Furthermore, without
deterioration in these dynamics, we do not see significant drawdowns for assets. Until next time.
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DISCLAIMER: All information, views, and opinions provided herein are for informational
purposes only and should not be construed or relied upon as investment advice, an offer to
sell, or a solicitation for any form of investment. The information contained in this website is
the most recent information available to us (except otherwise noted); however, all of the
information herein is subject to change without notice. Certain information included in this
website is based on data obtained from sources considered to be reliable; however, no
representation is made with respect to the accuracy or completeness of such data. All
opinions, estimates, and forward-looking statements, including any market forecasts or
projections, involve a number of assumptions that may not prove to be valid. Past
performance does not guarantee future results. The value of investments will fluctuate, and
a loss of principal may occur. Any mention of an investment decision is intended only to
illustrate our investment approach. Prometheus Investments Research LLC will not be held
liable for any decisions made using its information content.
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