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Rising rates risk more potential than realised 

Fig 1. Caribbean UST holdings Fig 2. Periphery 1M correl. to 10Y Bund 
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Directional view: Stay short-duration.  

Rationale: Hedge fund positions have 
become outsized even for the liquidity of the 
Treasury market. 

Directional view: Core rates are likely to 
creep up only slowly from their lows, barring a 
major sea-change in the Euro crisis. 

Rationale: Given very soft economic data and 
the persistence of difficult conditions in the 
Eurozone periphery, we are not surprised by 
low rates, despite asymmetric risk. Neither is 
likely to change over the next month. 

Curve view: The 7Y belly stands out as 
expensive. 

Rationale: This is part of a yield creep play 
and the new Twist programme will leave little 
at this tenor by December. 

Curve view: The 10Y area of the curve has 
value, relative to the wings. 

Rationale: Asymmetric response to direction 
(limited short-end potential) and reduced 
demand for 30s suggest the 10Y area can 
outperform. 

The big question: Will Europe drag down US 
growth? 

The big question: Is the recent summit 
proposal enough to dispel sovereign fears? 

Our view: The US exports little to Europe and 
the drop in gasoline prices should offset much 
of the drag on growth. Look at equity markets 
for the biggest impact. 

Our view: While greater EFSF flexibility and 
retreat from subordination shift the balance of 
probability away from illiquidity events, policy-
makers have yet to deliver a decisive solution 
to the crisis. 

https://catalystresearch.ca-cib.com/web/guest/interest-rates/publication�
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Document summary 

US  
In the US section, we take a look at the two competing bullish and bearish views 
for rates. What is clear in both scenarios is that hedge funds have a large carry 
trade in play, perhaps there is over a trillion of leverage sitting on the curve, 
which will likely come out at some point. With such large positions on the curve, 
there is an inherent volatility to Treasury yields. 

These hedge fund positions have been built up with the Fed’s support because it 
has told investors that carry trades will work because there will be no rate hikes. 
Recently, global growth has slowed and, even though the roll and carry is 
disappearing, this trade has been very successful. 

Whilst growth does indeed look weak and inflation is not a threat, the positions 
are very large and, if the market sees just a shard of economic light, then these 
positions will be hit very hard.  

Curve shape and market direction are inextricably linked. We would suggest 
staying positioned in the 3Y sector or lower because if positions are unwound, 
losses will be fairly limited at such a short tenor. 

Europe  
The key fact from recent developments and going into July is that policy action 
has moved clearly in the right direction but has yet to address the sovereign crisis 
in a conclusive manner. The show of flexibility and partial retreat from public-
sector subordination of private-sector claims is a new development and shifts the 
balance of probabilities away from worst-case scenarios, even if it does not 
entirely erase such a possibility. We think that this might result in some tentative 
rebalancing of portfolios, funded with substantial redemption flows but not to an 
extent sufficient to trigger a clear new bearish trend in core rates. From a strategy 
standpoint, however, we still feel that the plethora of RV trades created by 
reduced liquidity and heightened volatility is more attractive than outright ‘risk-on’ 
positions. 

In an environment where sovereign debt risk continues to hover menacingly 
above the economy and real asset markets, the upside potential for core yields 
remains extremely subdued, following the recent correction. Part of the reason for 
that, of course, is the very poor state of the Eurozone economy, which is likely to 
result in ECB rate cuts, starting from this week. 

One area where policy support has now approached a sense of finality is on the 
banking side and that should mean further reduction in money market basis 
spreads and, as a result, a tighter and flatter swap spread term structure. 
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Market view – US 

Assessing the bull and bear views 
Nobody we have met is happy with the level of Treasury yields. That said, when 
meeting clients we are surprised to discover how many people have the Treasury 
curve flattening position in place believing that there are many more bad things to 
happen in Europe. 

What we want to do here is construct the positive and negative arguments being 
used for the rate path by the end of the year.  

We will start with the higher rates scenario, recounting what we hear from clients 
together with our own musings. We follow with the lower rates scenario. 

Feeling negative on Treasuries 
Certainly, yields are extremely low by historical standards. Buy a 10Y TIPS and 
an investor is going to get a negative real return to the tune of 55bp per year for 
the next ten years, if held until maturity. The only value to Treasuries is safety.  

Neither growth nor inflation justifies these yields. Core inflation is running at 2.3% 
YoY and acceleration in rents is almost set in stone for a few more months, which 
will keep the level close to the Fed’s 2% target for the foreseeable future. 

GDP growth is okay, even at a level of 2% it seems that growth has been 
sufficient to prompt a quite reasonable drop in the unemployment rate; trend 
growth has dropped. What is different going forward is that the US banking 
sector is increasingly demonstrating that its bad days are behind it. As 
opposed to the past four years, a healthier banking sector allows the 
transmission mechanism of monetary policy to function. Corporate and industrial 
lending is ahead 13.7% YoY, residential lending 5.3%, consumer loans 2.4% and 
leasing 5.0%. These are encouraging signs and should continue to grow 
alongside increasing equity capital in banks and sizeable deposit flows towards 
the banks. There will be a fiscal contraction next year but the banking 
improvement and end to consumer deleveraging will act against this. 

The consumer is finally beginning to see his real income rise as the reversal 
in oil and gasoline prices allows him to spend more money on other products. 
Because the decline in oil has been so sudden, economic data has not picked up 
this change in events. Approximately, the recent decline in oil prices will free up 
around USD60bn for other purchases. Since the US exports only USD200bn to 
the Eurozone, the oil price effect will more than neutralise the direct impact of a 
decline in European consumption upon the US economy. 

Then we come to market positioning. There has been a worrying expansion in 
the ‘household’ purchases of Treasuries in the Fed’s Flow of Funds statistics. 
Somewhat counter-intuitively, this ‘household’ category also includes domestic 
hedge funds. 

Over the past four years, the ‘household’ sector has purchased over USD1trn of 
Treasuries (see Figure 3). Are these hedge funds or retail – if hedge funds then a 
threat to the carry trade could cause quite a strong reaction? We believe that 
there are some good clues. For example, the mutual fund sector has more than 
doubled its holdings of Treasuries over the same period and this certainly 
suggests that the retail component is buying Treasury paper. 

Figure 4 shows that holders of Treasuries in the Caribbean banking centres, 
which are generally considered to be hedge fund positions, have more than 
quadrupled in the past four years. If the ‘foreign’ hedge funds in the Caribbean 
centres have built up such large long positions (USD247bn in April), then we can 
assume that the US domestic hedge funds are doing the same. Within the 
statistics that we have on US Treasury flows, we run out of precision on hedge 
funds. We guessed that the Caribbean buyers were hedge funds but, for 
instance, flows from Switzerland could be private wealth or hedge funds; the 
Swiss now own USD150bn of USTs, again a very strong inflow over the past 
three to four years. We can only guess that a lot of the foreign private buying of 
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USTs is of hedge fund origin. We can guesstimate that hedge funds sit on 
over a trillion of Treasuries.  

The Fed has committed to holding rates so low for so long that even hedge funds 
are reluctant to take on risky assets in the current environment. It looks as if there 
is an extreme carry trade being done by leveraged investors, well beyond the 
USD247bn that was tracked in the April TICS data for the Caribbean centres. 
Clearly, a higher overnight repo rate and flatter yield curve do not help carry 
trades. Remember that in two weeks in March, 10Y yields rose 45bp, so we can 
see the impact of a change in sentiment.  

Foreign central banks have also seemingly turned their back upon US 
Treasuries. The theme is one of smaller trade surpluses (creating a slower FX 
reserve build-up), a desire to put other currencies into their reserves such as 
BRL, AUD, CAD, JPY and GBP. There is also a view that FX reserves are 
already filled with Treasuries and, after the pressure on Europe and lack of 
political leadership regarding the US fiscal position, why put more money in the 
path of the bond vigilantes? Remember that the CBO forecast a 200% debt-to-
GDP ratio in the US in 25 years if current policies are pursued – more than 
Greece’s. 

According to custody holdings data from the Fed, foreign central banks were 
buying USD600-700bn of USTs at their peak, whereas in the past year they have 
bought around USD40bn. 

Fig 3. Holdings of Treasuries by ‘households’ Fig 4. Holdings of Treasuries in Caribbean centres 
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Source: Federal Reserve Source: TICS data 

With a small rebound in the economy, some of the excessive pessimism 
regarding the US economy could lead to a sudden unwind of the hedge fund 
carry trade.  

In Europe, the situation is difficult but, finally, Germany appears to have softened 
its rigid stance. Growth is weak but this is more than priced into the current level 
of yields. Despite months of pressure on Spain by the markets and a 
domesticisation of the sovereign market, Spain still stands. The market is 
running out of investors willing to sell their Spanish holdings. Soon Ireland 
should tap the market, showing that a programme country can emerge 
successful. 

In this scenario, QE3 is unnecessary. The Fed’s purchases of Treasuries will 
expire at the end of December, as planned, and then the market will need to 
absorb the full force of a trillion dollars of budget deficit and potential unwind of 
any carry trades. Markets have a habit of moving in the direction of most 
pain quickly; there is a fat-tail in the future distribution of bond yields. 
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The ‘don’t bet against the Fed’ view 
After four years of chaos, there is little new that can change the direction of the 
global economy.  

What European politicians are doing is too little, too late, according to a 
common view. Growth is slowing in Europe, which will ultimately overwhelm the 
support structures being put in place to contain pressure on Spain and Italy. 
China and other emerging markets are slowing, and developed markets and 
governments have no ammunition left to offset a significant slowing of the global 
economy. 

The Fed is telling everyone that rates will stay low until late 2014, and the 
recent economic data suggests that it will ultimately extend the language until 
2015. Why fight the Fed? 

The Fed will be forced into buying mortgages as part of QE3; perhaps it is only 
waiting to see what happens with the fiscal cliff before deploying its final bazooka. 
However, if QE1 failed, QE2 failed and Operation Twist failed, why would QE3 
work? 

The problem for the global economy is still one of excessive leverage, and central 
bank money has been successful only in delaying an unwind of that leverage, not 
the process itself. Look for recession or a period of very low global growth. 

Jobs growth has slowed to the point that it is insufficient to put the economy 
on an escape trajectory. Wage growth is already slowing and without jobs 
growth total income for the economy gets dragged down further and further. 
Unless there is a sudden drop in the savings ratio, consumption cannot grow 
faster than ever-diminishing income growth. There is little hope of a decline in the 
savings ratio with uncertainty rising and the Fed unable to reflate the stock 
market. 

The housing market continues to drag the economy lower. The improvement 
in sales will not cause house prices to rise because of an extensive shadow 
inventory from the pool of foreclosed properties. Without improved prices, people 
will not be able to refinance their existing mortgage because of negative equity 
and certainly will not be able to move up the housing ladder by asking for a new 
mortgage. The US economy needs a healthy housing market to grow at above-
trend levels and reduce the unemployment rate. 

With the situation in Europe so dire and a possible break-up on the cards, 
Treasuries will need to be purchased as investors flee European assets. Besides, 
the Fed is always willing to deploy its balance sheet to prevent any rise in 
yield for non-growth reasons. Treasuries will behave like risk-free assets even 
if they are not. Remember that there are over USD200trn of financial assets on 
the planet and the Treasury market represents just 5% of this total. Thus, 
the scope for buying of Treasuries is huge. 

But it is not just Europe that investors should be afraid of. Iranian nuclear 
negotiation, the aftermath of the Arab Spring provide a Treasury-friendly 
geopolitical environment. 

There is no underlying inflation. Now that oil prices have dropped back, this will 
be proven by forthcoming data. 

Equity markets are running on hot air and putting too much emphasis on the 
current level of profitability. Once earnings slow because of Europe and the 
domestic economy, stock markets will fall rapidly with the beneficiary being the 
Treasury market. 

In short, the world is a risky place and investors should simply preserve capital so 
that it can be deployed when opportunities present themselves. This will occur 
after one of the many risks materialises. 
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Which way? 
The views above provide just a flavour of the discussions going on internally and 
with clients. We think that there are a couple of key takeaways. We are very 
worried by the presence of leveraged money in the Treasury rally. It has been a 
profitable trade until now but these investors will be the worst of friends if the 
situation looks less dire. We think that any sell-off will be quick and unpredictable. 

We sympathise with a lot of the bullish view. The world really is in a bad place 
and there is no immediate inflation threat and strong economic growth is unlikely. 

After four years of recession, it is also difficult for investors to trust that good 
news really is good news. The reaction time for good news just gets shorter. 
More people have defensive positions and so the group-think becomes stronger.  

Our advice is a mix. We believe that there is a lot of leveraged money sitting on 
the Treasury curve. As a result, calling a 10Y or 30Y UST a risk-free asset is 
wrong since a risk-free asset should return all of your money to you and this may 
not occur. 

We suggest buying short maturity Treasuries since, by the end of this year, 
we will know whether efforts by Europe to stabilise the situation would have 
worked or whether we are just seeing a dip in US growth or if the oil price drop 
creates upward momentum again.  

david.keeble@ca-cib.com 
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Market view – Eurozone 

Data flow poses limited risk to low yield 
The overall level of yields has been notoriously low relative even to the current 
anaemic rate of nominal output growth, largely due to the high degree of credit 
risk aversion. However, if we accept that the sovereign crisis factor will remain a 
major determinant of core yields for the foreseeable future, the persistence of 
low rates has not been surprising given also how disappointing the 
macroeconomic data flow has been.  

Fig 5. Data continues to surprise to the downside 
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Source: ESI, Crédit Agricole CIB. 

Crisis outlook is a prime mover of direction 
The outcome of near-term monetary and fiscal policy decisions is crucial to 
overall rates market behaviour in the Eurozone. In other words, whether core 
yields go up or down depends to a significant extent on how the market perceives 
decisions taken at the EU summit and beyond. Our overall impression is that the 
shift towards greater mutuality was greater than initially expected (see Eurozone 
Relative Value section for more details). The measures adopted do not, by 
themselves, provide a conclusive answer to the sovereign debt crisis but they 
alter the balance of probabilities significantly. 

Given the substantial residual risk in terms of policy developments, we have 
examined in the past the presence of asymmetries in the response function to 
improvement/deterioration of sovereign risk premia, for instance in the context of 
French and German yield spreads1. Here, we look at the outright directional 
response of German yields to periphery risk perceptions. Since the start of 2010, 
the overall level of (inverse) correlation between sovereign risk premia (as 
expressed by the weighted average yield pick-up over German 10Y paper) and 
German yield levels has been high (Figure 6) whether one uses absolute levels 
or five-day changes2.  

Fig 6. Correlation of German yields to average periphery yield spreads* 
 on levels on changes 

2Y -59% -41% 
5Y -76% -52% 

10Y -82% -54% 
30Y -84% -52% 

* Average of Irish, Portuguese, Spanish and Italian spreads weighted by absolute size of debt. 

Source: Bloomberg, Crédit Agricole CIB. 

                                                        
1 See last month’s edition of the monthly. 
2 The overall level of rates and sovereign risk premia have trended since 2010 and therefore the 
level series are severely non-stationary.  
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The ‘beta’ coefficient between risk premia and core yields has been relatively 
stable over a number of large swings in sovereign risk perceptions. Figure 7 
shows the major swings we refer to in the subsequent tables and figures. We 
identify six protracted and/or sharp ‘risk’ rallies where periphery spreads 
tightened and also six major ‘risk’ sell-offs characterised by periphery spread 
widening. 

Fig 7. Major phases in periphery sovereign risk premia since 2010 

50

150

250

350

450

550

Jan-10 May-10 Sep-10 Jan-11 May-11 Sep-11 Jan-12 May-12

bp
main 'risk' rallies

main 'risk' sell-offs

 
Note: risk premia series is the same as used in correlations shown in Fig. 6. 

Source: Bloomberg, Crédit Agricole CIB 

As Figures 8 and 9 show, the ratio of directional and risk spread change has 
shown the following characteristics: 

 The sign is quite stable, with only 1 occurrence in 12 when spreads and core 
yields moved in the same direction. 

 The magnitude of the inverse relationship does not appear to be significantly 
time-dependent (with the exception of the 2Y rates, see below). 

 There is a substantial difference between direction/spread change ratios 
during spread-tightening and spread-widening periods. Namely, during 
spread-tightening phases, core yields have tended to rise more sharply 
(per bp of spread change) than core yields have fallen during spread-
widening phases. 

 On the other hand, the magnitude direction/spreads beta has been more 
stable during spread-widening phases than during spread-tightening ones. 

Fig 8. Major phases in periphery sovereign risk premia since 2010 
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Note: risk premia series is the same as used in correlations shown in Fig. 6. 

Source: Bloomberg, Crédit Agricole CIB 
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Fig 9. Core yield and sovereign risk spread change relationships 2010-2012 
Tightening spreads 

 Ratio of yield change to spread change  
 Jun-10 Nov-10 Aug-11 Nov-11 Dec-11 Jun-12 average ratio Dir/spd correlation 

2Y -0.70 -0.76 0.12 0.05 -0.03 -0.19 0.53 33% 
5Y -0.61 -1.03 0.14 -0.13 -0.12 -0.48 0.60 20% 

10Y -0.42 -0.77 0.08 -0.32 -0.07 -0.62 0.55 23% 
30Y -0.34 -0.75 -0.02 -0.19 -0.16 -0.88 0.51 14% 

         
Widening spreads 

 Ratio of yield change to spread change  
 Apr-10 Oct-10 Apr-11 Aug-11 Oct-11 Mar-12 average ratio Dir/spd correlation 

2Y -0.43 -0.19 -0.39 -0.22 -0.18 -0.18 0.19 71% 
5Y -0.65 -0.08 -0.51 -0.30 -0.28 -0.42 0.28 78% 

10Y -0.53 0.12 -0.44 -0.39 -0.23 -0.50 0.28 69% 
30Y -0.53 0.08 -0.32 -0.45 -0.26 -0.57 0.06 48% 

Source: Bloomberg, Crédit Agricole CIB. 

Looking specifically at the 2Y area, we would suggest that the tendency of 
directional sensitivity to spread moves to decrease has been partly a 
function of Schatz yields approaching (and briefly trading below) the 
psychologically relevant 0% level (Figure 10). 

Fig 10. 2Y direction/spread ratio vs starting yield level  Fig 11. Core 5-10-30Y barbell spread (50:50 weight) 
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Source: Bloomberg, Crédit Agricole CIB. Source: Bloomberg, Crédit Agricole CIB. 

What can we take away from the above analysis in strategy terms? The evidence 
of asymmetric directional response to spread moves suggests that, for investors 
who are exposed only to core bonds, the directional risk is asymmetrically 
bearish, vis-à-vis developments in the Eurozone. The asymmetry appears to 
be greater at the longer end of the yield curve (30Y) and shorter end (2Y and 5Y), 
while the 10Y response to spread moves has been more balanced3. This 
suggests that the 10Y segment should outperform against a combination of 
2s and 30s if risk aversion were to rise again (as the 10s would flatten vs 2s 
more than 30s flatten vs 10s) and probably hold fairly well if risk premia 
decrease.  

luca.jellinek@ca-cib.com 

 

  

                                                        
3 In addition, we reckon that the trend towards regulatory changes that are not long-end-friendly, 
further undermines the core long end. See: “EUR long end steepens on regulatory retreat”. 

https://catalystresearch.ca-cib.com/c/document_library/get_file?uuid=b8a47d07-12ad-4d8a-a18f-55fe04f37a3b&groupId=10138
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Eurozone Relative Value 

A good start but short of ‘breaking the trend’  
From mid-March to the end of May, the risk premia charged to EMU periphery 
sovereign issuers rose almost continually, effectively erasing the gains made 
following greater ECB bank liquidity support (3Y LTROs, expanded collateral 
eligibility). The resurgence in yield spreads pushed Spanish risk premia to fresh 
post-EMU highs and confirmed the strength of the risk-aversion trend. Over the 
past four weeks, however, the policy response on the part of the EU and ECB 
has been stepped up, resulting in stable to lower spreads. The pattern is 
best visible by looking at the de-trended series (Figure 12). 

Fig 12. De-trended 10Y average* periphery-Bund spread with corrections 
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* Average of Irish, Portuguese, Spanish and Italian spreads, weighted by debt size 

Source: Bloomberg, Crédit Agricole CIB. 

Earlier in June, the Euro partners agreed to have the EFSF/ESM lend Spain up 
to EUR100bn to recapitalise its banking sector without becoming ‘in programme’. 
This was received as mixed news since the prospect of a more supportive EU 
and a cap to Spanish supply risk was counterbalanced by the perception that the 
loan represents a ‘bailout lite’ and fears that official support would subordinate 
private-sector claims in the same, ultimately costly, way that occurred in Greece. 
The market’s ambivalent reaction to that move together with increasing signs of 
primary market stress for Spain and Italy arguably propelled authorities into 
action. On 22 June the ECB announced further concessions on ABS collateral 
eligibility and, most importantly, on 28 June the EU summit produced an 
agreement to, among other things, use EFSF/ESM funds to stabilise bond 
markets (in favour of periphery issuers like Spain and Italy) and to recapitalise 
banks directly (rather than through loans to a sovereign). Crucially, such support 
will not be senior to pre-existing debt commitments, partly dispelling fears of 
subordination. 

Given the number of false dawns through which periphery bond investors have 
been dragged, many counterparts we speak to question the scope and durability 
of the latest policy initiative. In our opinion, the main shortcomings of the summit 
proposals are as follows: 

 The amount of detail provided is scanty and therefore potentially subject to 
the usual bickering and back-tracking by net contributor countries. 
Furthermore, the time horizon of actual monetary support is potentially 
distant (no direct recapitalisations until common supervision is established, 
etc). 

 There is no new money in the summit proposal. As things stand, net of 
EUR100bn that Spain may draw down, the EFSF and ESM, combined, have 
EUR648bn spending power. If investors were to go on a primary market 
buying strike, that amount would scarcely be able to cover the borrowing 
needs of Italy, Spain and smaller periphery countries to end-2013. 
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 Furthermore, if debt market intervention by EFSF/ESM were to be needed, 
those agencies would have to raise every euro cent in primary markets 
themselves. 

It is important to recognise, however, that policy solutions are rarely binary in 
nature. The summit communiqué introduces several important new elements: 

 There is a welcome and clear (if partial) retreat from the damaging 
insistence on private-sector subordination. 

 There is a much clearer sense that net contributor countries realise how risky 
the situation is and actual evidence of substantial flexibility in how the 
money already agreed to might be utilised. 

 The proposal clearly can result in transferring supply risk from individual 
members to the EU-base agencies, which is effectively a form of debt 
mutualisation. It also clearly advances mutualisation in the banking risk 
sphere. 

Summing it all up, considering the amount of grief that periphery bondholders 
have lived through, it seems to us that the only way to fully reverse the 
widening trend in sovereign risk spreads is to introduce monetary financing of 
governments or to introduce full debt mutualisation; neither of which looks 
immediately within reach. Barring that, auction risk remains elevated going 
into the summer. Nonetheless, the recent policy decisions have shifted the 
balance of probabilities away from a sovereign liquidity crisis by a non-trivial 
extent. In such an environment, once again the focus shifts back to each 
country’s performance in delivering fiscal and microeconomic reform. 

Demand-side and budget performance still 
challenging 
The size of pre-auction concessions has remained uncomfortably large for both 
Spanish and Italian supply, while allocated sizes have shrunk together with 
average maturity (especially in Spain). Hopefully, starting from the Spanish 
supply this Thursday (5 July), the situation will begin to improve. Nonetheless, no 
investor will quickly forget how constrained market conditions became for 
periphery issuers during the summer holiday period of 2011. 

Fig 13. Italian and Spanish total supply placed Fig 14. Weighted average maturity of Spanish supply 
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Source: Bloomberg, Crédit Agricole CIB. Source: Tesoro Público, Crédit Agricole CIB. 

In terms of current budgetary performance, many EU members are facing the 
double impact of higher borrowing costs and slower economic growth. Between 
Q1 and Q2, governments in Spain, Portugal and Italy, among others, have 
introduced further budget-deficit-reduction measures. France is expected to do so 
this week. At any rate, with four to five months’ worth of data for fiscal year 2012, 
we can begin to get a sense of which Eurozone sovereign issuers will have to 
make a greater effort to meet their deficit targets. Most Eurozone participants 
have released data on central government finances out to April-May of this year. 
Based on that limited data set (Figure 15), many countries would appear to need 
to work a lot harder to achieve sub-5%, let alone sub-3%, deficits.  
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Fig 15. Eurozone budget policy delivery ‘traffic light’ 

Data available 
to…

2011 deficit/GDP
YTD budget deficit 

2012 (EUR bn)
equivalent deficit 

2011 (EUR bn)
% improvement

linearly extrapolated 
2012 deficit ‡

2012 
deficit/GDP 

target

Assessment 
based on 

performance 
and target

Germany May 1.0% -25.5 -27.1 6% 0.9% 1.0%
France Apr 5.2% -59.9 -61.4 2% 5.1% 4.4%
Italy May 3.9% -35.1 -44.8 22% 3.1% 1.6%
Spain May 8.5% -36.4 -27.9 -30% 11.1% 5.3%
Netherlands Apr 4.7% 7.5 4.0 188% 4.5% 4.6%
Austria May 2.6% 1.3 -5.0 126% -0.7% 3.0%
Belgium May 3.7% -7.2 -11.6 38% 2.3% 2.8%
Greece * May 9.1% -11.0 -14.6 25% 6.9% 6.7%
Portugal May 4.2% -2.7 -2.1 -29% 5.4% 4.5%
Finland May 0.5% -2.6 -2.8 7% 0.5% 0.8%
Ireland ** May 13.1% -6.5 -10.2 36% 8.3% 8.6%

          on track to sub-3% deficit               making progress and on track to sub-5% deficit                not making  sufficient progress
* = These are IMF-style accounts SDDS accounts, rather than CG-only figures

** = Irish 2011 Figures are shown net of bank transfers for improved comparability
‡ = this is just a linear projection; it is not our forecast for year-end deficits, due to budget non-linearity  

Source: National finance ministries, Crédit Agricole CIB 

France, in particular, among the core countries seems to have the larger 
projected deficit and, following the convincing electoral success of the Socialist 
Party, is potentially at risk of another bout of market jitters, among the (mostly) 
AAA-rated issuers. The government audit office’s report makes for sobering 
reading in terms of the scale of spending cuts necessary to make the grade. 

In terms of strategic approach, given the tremendous volatility in spreads and 
underlying sentiment, we continue to favour RV trades that minimise outright 
exposure to ‘risk-on’/‘risk-off’ swings. The view, as reflected by our forecasts, is 
that the balance of probabilities is for some spread tightening going forward, 
albeit in a volatile market. 

luca.jellinek@ca-cib.com 
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Will investors re-weight into the periphery? 
As explained above, we are not expecting to see a swathe of euro government 
bond funds re-weighting their periphery holdings to benchmark or above. There is 
still far too much political risk in making progress towards a crisis solution for that 
to occur. Nonetheless bond portfolio managers could begin to reduce their 
underexposure to periphery debt, perhaps with some urgency, if the 
performance of core markets slows down. 

First, let’s take a backward-looking view of the returns available in the Eurozone 
Government Bond (EGB) index. Looking at the total returns as given by the 
EFFAS indices, the ‘risk-adjusted’ measure is a modified Sharpe ratio, where we 
use the 1Y total return of the EGB index itself as the ‘risk-free’ rate so a risk-
adjusted return above 0 is an outperformance of the index and below is an 
underperformance. 

Fig 16. Risk-adjusted 1Y total returns AAA-rated Fig 17. Risk-adjusted total returns non-AAA 
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Clearly, Germany has been the strongest performer on this basis and Italy and 
Spain have been laggards. One does have to take into account that the total 
return on German debt has largely been driven by market direction, while 
the fact that the total return on periphery debt has not been as bad as that around 
November 2011 is largely thanks to the cushion the high yield offers. In a largely 
sideways market (which is what we expect to see over the next quarter for 
German debt holders), we expect indexed investors to feel some pressure to 
cautiously re-weight their periphery positions, as the lack of yield on German 
debt will drag on their performance. 

Moreover, there are substantial cash flows into the market this month (Figure 18), 
stemming from core EGB markets. Core markets will be in receipt of some 
EUR90bn over the entire month of July, while towards the end of the month 
the periphery itself will receive some EUR26bn. This hugely exceeds our 
expectations of EUR45bn in core supply, while the periphery flow should more 
than offset our expectations of EUR24bn. This core cash could partly find its 
way into periphery markets, so we would expect the majority of re-risking to 
occur, if at all, in the first two weeks of the month. 
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Fig 18. EGB redemptions and coupons Fig 19. Price-based model of BTPs 
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Source: Crédit Agricole CIB, Reuters Source: Crédit Agricole CIB 

In terms of where the money might be allocated along the periphery curve, we 
have written a lot on this topic in our daily Rates Relative Value report, and in 
Figure 18 we present an oft-referred to model from that publication. The idea is to 
model the BTP market in a cross-sectional manner, regressing the price of each 
bond by a number of factors (duration, convexity, coupon size, days to next 
coupon), and we see that the cheapest bond from this (defensive) 
perspective is in the 15Y area, specifically BTP 4.5% Mar26. Running it a 
close second is the on-the-run 5Y benchmark (BTP 4.75% Jun17). 

We think these two bonds both offer good RV for very different reasons. The 5Y 
is cheap on the curve and can be barbelled versus 2Y and 10Y in a manner 
which would still work in extremely bearish scenarios. We have a BTP 2-5-10Y 
recommendation open in our RV report currently. It is the 15Y which we think 
investors would go for to increase their periphery exposure though, thanks 
to its duration and for the better downside protection in the event of a 
distressed BTP market. 

peter.chatwell@ca-cib.com 
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Euro swap spreads 
The recent German bond underperformance vs swaps is as much a realignment 
to more traditional determinants as a reaction to new information. By ‘traditional’ 
we mean the relationships extant before the July 2011 crisis, when Euro break-up 
speculation really caught fire. Up to that point, the deposit–general collateral (GC) 
repo spread and the German 2-10Y slope helped explain the majority of the swap 
spread moves and formed the basis of our standard swap spread model (Figure 
20). The increasing influence of Euro-sovereign fears and a subsequent flight-to-
Germany phase resulted in German bonds being much richer than would 
otherwise have been the case. As it stands currently, the EU politicians have 
managed to ease those break-up concerns for the time being and now the 
Bund is around fair value relative to swaps. Further tightening will require 
new information, perhaps coming from EU politicians when they add more 
colour to the rescue plan announced at the summit last week. 

For much of the past couple of years, front-end German swap spreads have 
been virtually tied solely to perceived banking risk, as reflected by money-
market basis spreads.  

The depo-GC repo reflects systemic bank industry risk perceptions and of course 
forms the basis of swap spreads. Another common ‘banking risk’ spread is the 
Eonia-Euribor basis. The Schatz swap spread and 3M Eonia-Euribor basis 
tracked each other closely until the latter part of March (Figure 21) when renewed 
fears at the sovereign level were not accompanied by heightened risk being 
priced in the money markets. That was because the EUR1trn injection from the 
two 3Y LTROs managed to desensitise money market ‘risk’ spreads from the 
flight-to-Germany move. It has needed the Spanish banking bailout 
announcement coupled with last week’s Euro-wide ‘banking union’ 
statement to finally put pressure on front-end bonds relative to swap. 

Fig 20. 10Y Bund swap spread model Fig 21. Schatz swap spread vs Eonia-Euribor basis  
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Recent Euro crisis developments have seen the cheapening of front-end German 
bonds to swap, outstripping the underperformance seen at the longer end of the 
curve, thus resulting in the flattening of the German ASW term structure (Figure 
22 and 23). We have had a trade recommendation on German 2-10Y swap 
box spread (ie, ASW term structure flattening) for a few months now, which 
we think has the potential to reach 10bp by year-end. However, the current 
Bunds-cheapening-versus-swaps theme will need to be consistently fuelled by 
further information on the banking bailout plans and general talk of closer ties 
between Euro member states. That said, even intermittent bouts of risk aversion 
should have only a limited impact on the box spread with the Schatz, which is still 
in close proximity to the zero barrier. 
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Fig 22. German ASW term structure snapshots Fig 23. German 2-10Y swap spread box 
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Euro AAA/AA+ agency/supra bonds 
The liquid Euro AAA/AA+ agency/supra or quasi-sovereign (ie, KfW, CADES, 
EIB, EU and EFSF) market has broadly traded in a uniform fashion, certainly 
when compared to the latter part of last year when the EFSF, CADES and EIB 
bonds were adversely affected by the sovereign crisis. Since the turn of the 
year, relative movement of agency/supra bonds has generally been a lot 
less violent than during Q411, as reflected by the low standard deviation of 
daily yield changes across issuers (Figure 24). 

The asset swap (ASW) term structures of the agency/supra issuers (Figure 25) 
illustrates how they are ranked, with KfW bonds generally being the most 
expensive followed by EU, EIB, EFSF and then CADES bonds. That said, this 
relative pricing order, with which we broadly agree, is less well-defined at the 
shorter end of the curve. 

Fig 24. Agency/supra4 std dev of daily 10Y yield chg Fig 25. Agency/supra ASW term structures 
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In relative terms to sovereigns, this asset class is not as cheap as it was at the 
peak of spreads. They have generally richened against their sovereign 
counterparts during early part of the year on the back of the 3Y LTRO effect. 
However, even when this LTRO effect faded a few months ago these quasi-
sovereign bonds continued to perform strongly relative to sovereigns 
(Figure 26 and 27). An explanation for the EFSF performance could be that the 
LTROs and the Greek debt swap deal eased its immediate burden, while funding 
dynamics have helped others like EU, EIB and CADES, who are all expected to 
reduce their issuance volume this year, relative to 2011. While Euro agency/ 
supra bonds in general have tightened in substantially, the recent tightening can 
be justified. While our central-case scenario is for sovereign risk to ease in the 
medium term, we still have a tactical trade of long 5Y EIB versus EFSF (see 

                                                        
4 KfW, EIB, CADES, EU and EFSF 
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Trade Recommendations – Relative Value) in the event of a drawn-out process in 
the EFSF/ESM-led rescue effort. 

Fig 26. Agency/supra 5Y spreads to sovereigns Fig 27. EU-EIB-EFSF5 vs sovereign: 5Y maturity 
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orlando.green@ca-cib.com 

 

 

                                                        
5 The underlying ‘sovereign’ yield for these supranational issuers is the capital-weighted average 
of the participating nations’ yields. 
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Eurozone allocation strategy  
‘Neutral scenario’: And the winner is … Spain 

In the ‘Neutral scenario’, the assumption is by definition that interest rates 
continue to fluctuate around current levels until end-September 2012 – the 
allocation horizon – meaning that returns are determined and volatilities/ 
correlations remain the same as current ones. Applying that view to a risk/return/ 
correlation optimiser, one of the optimal portfolios is the ‘Max return portfolio’, 
with the same expected volatility as the benchmark but higher expected return. 
The ‘Max return portfolio’ would post a 1.38% total return by end-
September (vs 1.01% for the benchmark, see Figure 28) thanks to an OW in 
10Y core bonds and 5Y peripheral ones. As 10Y have similar expected returns 
but lower volatilities than 30Y, the 10Y core bonds were picked instead of the 
30Y. The same is true of 5Y periphery bonds vs 10Y.  

Fig 28. Features of the different bonds 
Euribor

2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 3M

IR current level 0.1% 0.6% 1.5% 2.3% 0.5% 1.3% 2.6% 3.5% 3.3% 5.0% 5.7% 6.2% 4.2% 5.5% 6.3% 6.9% 0.7%
Exp. Perf. by end Q312 (1) 0.1% 0.3% 0.8% 0.8% 0.2% 0.7% 1.2% 1.0% 1.0% 1.8% 1.6% 1.6% 1.2% 1.8% 1.8% 1.8% 0.2%

Expected Volatility (2) 1% 4% 9% 24% 2% 4% 9% 20% 6% 9% 14% 21% 7% 10% 16% 28% -
Expected Sharpe Ratio (3) -0.06 0.04 0.07 0.03 0.04 0.12 0.11 0.04 0.14 0.18 0.10 0.07 0.16 0.16 0.10 0.06 -

Bond duration in years 1.7 4.7 9.2 21.8 1.7 4.6 8.8 19.1 1.7 4.4 7.8 14.3 1.7 4.3 7.6 13.4 -
Break-even in bp (4) 5 7 9 4 14 15 14 6 63 44 22 12 73 44 26 14 -

(1): Expected total return by end Q112, including coupons, roll down etc. (3): (Asset return - Euribor 3M return) / expected vol, all annualised
(2): Bond price volatility (implied vol) (4): Yield increase (in bp) leading to zero total return by end September 12

German Bonds French Bonds Italian Bonds Spanish Bonds

 

Source: Bloomberg, Crédit Agricole CIB. 

Fig 29. Bonds and portfolios return/volatility pattern Fig 30. Correlation matrix 
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 Germ 2Y 1.0 0.9 0.9 0.8 0.5 0.5 0.5 0.4 -0.2 -0.2 -0.2 -0.1 -0.3 -0.3 -0.3 -0.3

 Germ 5Y 0.9 1.0 1.0 0.9 0.6 0.6 0.6 0.5 -0.2 -0.2 -0.2 -0.1 -0.2 -0.3 -0.3 -0.3

 Germ 10Y 0.9 1.0 1.0 0.9 0.6 0.6 0.6 0.5 -0.2 -0.3 -0.2 -0.1 -0.3 -0.3 -0.3 -0.3

 Germ 30Y 0.8 0.9 0.9 1.0 0.7 0.7 0.7 0.6 -0.1 -0.1 0.0 0.1 -0.1 -0.2 -0.2 -0.2

 Fran 2Y 0.5 0.6 0.6 0.7 1.0 0.9 0.8 0.9 0.2 0.2 0.3 0.4 0.1 0.1 0.0 0.0

 Fran 5Y 0.5 0.6 0.6 0.7 0.9 1.0 1.0 0.9 0.1 0.1 0.3 0.4 0.1 0.1 0.1 0.0

 Fran 10Y 0.5 0.6 0.6 0.7 0.8 1.0 1.0 1.0 0.1 0.1 0.3 0.4 0.0 0.0 0.0 0.0

 Fran 30Y 0.4 0.5 0.5 0.6 0.9 0.9 1.0 1.0 0.2 0.2 0.4 0.5 0.1 0.1 0.1 0.1

 Ital 2Y -0.2 -0.2 -0.2 -0.1 0.2 0.1 0.1 0.2 1.0 1.0 0.9 0.9 0.9 0.8 0.8 0.8

 Ital 5Y -0.2 -0.2 -0.3 -0.1 0.2 0.1 0.1 0.2 1.0 1.0 1.0 0.9 0.9 0.9 0.9 0.8

 Ital 10Y -0.2 -0.2 -0.2 0.0 0.3 0.3 0.3 0.4 0.9 1.0 1.0 1.0 0.8 0.8 0.8 0.7

 Ital 30Y -0.1 -0.1 -0.1 0.1 0.4 0.4 0.4 0.5 0.9 0.9 1.0 1.0 0.7 0.7 0.7 0.7

 Spai 2Y -0.3 -0.2 -0.3 -0.1 0.1 0.1 0.0 0.1 0.9 0.9 0.8 0.7 1.0 1.0 1.0 0.9

 Spai 5Y -0.3 -0.3 -0.3 -0.2 0.1 0.1 0.0 0.1 0.8 0.9 0.8 0.7 1.0 1.0 1.0 0.9

 Spai 10Y -0.3 -0.3 -0.3 -0.2 0.0 0.1 0.0 0.1 0.8 0.9 0.8 0.7 1.0 1.0 1.0 1.0

 Spai 30Y -0.3 -0.3 -0.3 -0.2 0.0 0.0 0.0 0.1 0.8 0.8 0.7 0.7 0.9 0.9 1.0 1.0
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Source: Bloomberg, Crédit Agricole CIB. Source: Bloomberg, Crédit Agricole CIB. 

 Fig 31. Allocation: benchmark vs optimal portfolios 
Allocation in... Return Vol Sh. Ratio Duration

2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y

Benchmark (1) 7% 9% 9% 4% 7% 10% 10% 4% 7% 8% 9% 4% 4% 3% 4% 1% 1.01% 6.12% 0.14 6.75
Max Return portfolio (2) - - 18% - - - 28% - - 24% - - 12% 10% 8% - 1.38% 6.12% 0.20 6.40

Min Volatility portfolio (3) 15% - 20% - - 24% - - - 24% - - 12% 5% - - 1.01% 3.99% 0.21 4.67
Max Sharpe Ratio portfolio (4) - - 25% - - 29% - - - 24% - - 12% 10% - - 1.15% 4.58% 0.22 5.33

(1): Based on EFFAS market value of corresponding bonds (3): Portfolio where expected volatility is minimised for the same return
(2): Portfolio where expected return is maximised for the same volatility (4): Portfolio optimised for a maximum Sharpe Ratio. No constraint on vol.

Minimum weights are 0%. Maximum weights are 300% x benchmark

French Bonds Italian Bonds Spanish BondsGerman Bonds

 

Source: Bloomberg, Crédit Agricole CIB. 
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House scenario: towards flattish rates in Q312 

In the ‘house’ scenario, we take Crédit Agricole CIB’s interest rate forecasts 
as input for the expected returns in a similar optimiser. The correlation matrix 
is also forecast, using a relatively comparable period in terms of peripheral 
spread dynamics (June 2012 in this case). In this house scenario, both core and 
periphery rates remain flat in Q312. The benchmark, which allocation weights 
flow from the corresponding Effas bond market values, would post a total return 
of 0.67% by end-Q312. With a view to maximising returns with the same 
expected volatility (6.12%), the ‘Max return portfolio’ would post an expected 
total return of 1.24% by end-September. Half of the allocation is attributed to 
short-term periphery paper, especially 5Y, as it has an interesting return/volatility 
pattern compared to the longer-maturity paper. With this rather peripheral and 
short-maturity allocation, the duration is much lower than in the benchmark case, 
which keeps the expected volatility at benchmark level. 

Fig 32. Features of the different bonds 
Euribor

2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 3M

IR current level 0.1% 0.6% 1.5% 2.3% 0.5% 1.3% 2.6% 3.5% 3.3% 5.0% 5.7% 6.2% 4.2% 5.5% 6.3% 6.9% 0.7%
IR, end Q312 forecast (1) 0.2% 0.7% 1.7% 2.5% 0.4% 1.4% 2.7% 3.6% 3.8% 5.0% 5.7% 6.2% 4.2% 5.6% 6.3% 6.8% -

Exp. Perf. by end Q312 (2) 0.0% -0.1% -0.3% -1% 0.4% 0.5% 0.6% -1% 0.3% 1.8% 1.9% 1.8% 1.3% 1.7% 2.4% 2% 0.2%
Expected Volatility (3) 1% 4% 9% 24% 2% 4% 9% 20% 6% 9% 14% 21% 7% 10% 16% 28% -

Bond duration 1.7 4.7 9.1 21.5 1.7 4.6 8.7 18.9 1.7 4.4 7.8 14.3 1.7 4.3 7.6 13.5 -
Expected Sharpe Ratio (4) -0.14 -0.06 -0.05 -0.07 0.12 0.07 0.05 -0.03 0.02 0.17 0.12 0.08 0.17 0.15 0.14 0.08 -

(1): IR forecasts by Credit Agricole CIB, see tables end of document (3): bond price volatility (implied)
(2): Including coupon, roll down effect, and effect from IR change (4): (Asset return - Euribor 3M return) / expected vol, all annualised

German Bonds French Bonds Italian Bonds Spanish Bonds

 

Source: Bloomberg, Crédit Agricole CIB. 

Fig 33. Bonds and portfolios return/volatility pattern Fig 34. Correlation matrix 
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 Germ 2Y 1.0 0.9 0.9 0.8 0.5 0.5 0.5 0.4 -0.2 -0.2 -0.2 -0.1 -0.3 -0.3 -0.3 -0.3

 Germ 5Y 0.9 1.0 1.0 0.9 0.6 0.6 0.6 0.5 -0.2 -0.2 -0.2 -0.1 -0.2 -0.3 -0.3 -0.3

 Germ 10Y 0.9 1.0 1.0 0.9 0.6 0.6 0.6 0.5 -0.2 -0.3 -0.2 -0.1 -0.3 -0.3 -0.3 -0.3

 Germ 30Y 0.8 0.9 0.9 1.0 0.7 0.7 0.7 0.6 -0.1 -0.1 0.0 0.1 -0.1 -0.2 -0.2 -0.2

 Fran 2Y 0.5 0.6 0.6 0.7 1.0 0.9 0.8 0.9 0.2 0.2 0.3 0.4 0.1 0.1 0.0 0.0

 Fran 5Y 0.5 0.6 0.6 0.7 0.9 1.0 1.0 0.9 0.1 0.1 0.3 0.4 0.1 0.1 0.1 0.0

 Fran 10Y 0.5 0.6 0.6 0.7 0.8 1.0 1.0 1.0 0.1 0.1 0.3 0.4 0.0 0.0 0.0 0.0

 Fran 30Y 0.4 0.5 0.5 0.6 0.9 0.9 1.0 1.0 0.2 0.2 0.4 0.5 0.1 0.1 0.1 0.1

 Ital 2Y -0.2 -0.2 -0.2 -0.1 0.2 0.1 0.1 0.2 1.0 1.0 0.9 0.9 0.9 0.8 0.8 0.8

 Ital 5Y -0.2 -0.2 -0.3 -0.1 0.2 0.1 0.1 0.2 1.0 1.0 1.0 0.9 0.9 0.9 0.9 0.8

 Ital 10Y -0.2 -0.2 -0.2 0.0 0.3 0.3 0.3 0.4 0.9 1.0 1.0 1.0 0.8 0.8 0.8 0.7

 Ital 30Y -0.1 -0.1 -0.1 0.1 0.4 0.4 0.4 0.5 0.9 0.9 1.0 1.0 0.7 0.7 0.7 0.7

 Spai 2Y -0.3 -0.2 -0.3 -0.1 0.1 0.1 0.0 0.1 0.9 0.9 0.8 0.7 1.0 1.0 1.0 0.9

 Spai 5Y -0.3 -0.3 -0.3 -0.2 0.1 0.1 0.0 0.1 0.8 0.9 0.8 0.7 1.0 1.0 1.0 0.9

 Spai 10Y -0.3 -0.3 -0.3 -0.2 0.0 0.1 0.0 0.1 0.8 0.9 0.8 0.7 1.0 1.0 1.0 1.0

 Spai 30Y -0.3 -0.3 -0.3 -0.2 0.0 0.0 0.0 0.1 0.8 0.8 0.7 0.7 0.9 0.9 1.0 1.0

Forecasted correlation matrix based on a past period (this time,
based on Jun.12) of similar spreads dynamics
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Source: Bloomberg, Crédit Agricole CIB. Source: Bloomberg, Crédit Agricole CIB. 

Fig 35. Allocation: benchmark vs. optimal portfolios 
Allocation in... Return Vol Sh. Ratio Duration

2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y 2Y 5Y 10Y 30Y

Benchmark (1) 7% 9% 9% 4% 7% 10% 10% 4% 7% 8% 9% 4% 4% 3% 4% 1% 0.67% 6.12% 0.08 6.73
Max Return portfolio (2) - - - - 21% 22% - - - 24% - - 12% 10% 12% - 1.24% 6.12% 0.18 3.94

Min Volatility portfolio (3) 22% 3% - - 21% 25% - - - 17% - - 12% - - - 0.67% 3.00% 0.22 3.01
Max Sharpe Ratio portfolio (4) 22% - - - 21% 24% - - - 22% - - 12% - - - 0.75% 3.32% 0.23 3.00

(1): Based on EFFAS market value of corresponding bonds (3): Portfolio where expected volatility is minimised for the same return
(2): Portfolio where expected return is maximised for the same volatility (4): Portfolio optimised for a maximum Sharpe Ratio. No constraint on vol.

Minimum weights are 0%. Maximum weights are 300% x benchmark

German Bonds French Bonds Italian Bonds Spanish Bonds

 

Source: Bloomberg, Crédit Agricole CIB. 
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Trade recommendations – Direction and Slope 

  Trade Type Buy/Receive Sell/Pay 
Entry 
Level Entry Date Exit Date Target Stop Latest 1M Carry P&L 

1 
US 2s5s 
flattener 2y 
forward 

US forward 
swap 2yx5y 

US forward 
swap 2yx2y 

91.1 bp 20/09/11 open 61 bp 100 bp 68.6 bp 0 bp 22.5 bp

2 
EUR 1-3-7 
Barbell 

EUR 3Y Swap 
EUR 1Y and 
EUR 7Y Swap 

-36.1 bp 06/01/12 03/07/12 -20 bp -45 bp -31.4 bp -2.8 bp 7.6 bp 

3 
EUR 2-5-10 
ILS Barbell 

EUR 5Y ILS 
EUR 2Y and 
EUR 10Y ILS 

-10.4 bp 13/01/12 03/07/12 0 bp n/a -11. bp 0 bp -0.6 bp

4 

EUR 5Y-
10F5Y-
15F15Y ILS 
barbell 

EUR 5Y and 
15F15Y ILS 

EUR 10F5Y 
ILS 

54.2 bp 23/02/12 open 17 bp 65 bp 68.3 bp 0 bp -14.1 bp

5 
UST 2-5-10 1y 
forward 
butterfly 

US 1F2Y and 
US 1F10Y 

US 1F5Y -0.6 bp 29/02/12 open   8.6 bp 0 bp -9.2 bp

6 
US 10-30Y 
BEI spread 
steepener 

US breakeven 
10Y 

US breakeven 
30Y 

-10.3 bp 28/03/12 open -40 bp 0 bp -11.5 bp 0 bp 1.2 bp 

7 
UST 5-10Y 
flattener cust. 
wts 

195*T 1.75% 
05/22 

1000*T 
0.625% 05/17 

-40.7 bp 06/06/12 open   -34.7 bp -0.6 bp -6.6 bp

8 
EUR 15-20-30 
barbell 

EUR 15Y and 
30Y Swap 

EUR 20Y 
Swap 

0.5 bp 18/06/12 open 8 bp n/a .8 bp 0 bp 0.3 bp 

 

Trade 1: The 2Y forward curves are significantly steeper than spot, but after 3Y we begin to see the curves flattening again. 
This makes the 2Y forward the optimum time horizon. Working well and keep the trade on. 

Trade 2: The cheapest part of the curve (then) looking at spot barbells relative to their means and adjusted for directional 
effects is the 7-10Y segment. The trade was further in the black and we reduced the position but now 7-19 area looks more 
promising. Take profit. 

Trade 3: The 2-5-10Y EUR ILS barbell is currently at a level that is historically rather extreme. Volatility outweighs 
opportunity in this market right now. Close. 

Trade 4: Along the excessively steep traded inflation term structure, the 15Y (in spot terms) and 10F5Y (in forward terms) 
tenors look particularly overbought. Cut losses. 

Trade 5: The 5Y has traded expensively against the backdrop of risk aversion and Fed monetary stimulus. A reversal of this 
move in spot may not occur yet, though we see 5Y as more vulnerable one-year forward with a more transparent outlook. 
Hold. 

Trade 6: Given that the 10-30Y breakeven spread is close to zero, at least there is a good psychological barrier – a negative 
term inflation risk premium makes no sense at all. There is easily 20bp upside for the breakeven 10-30Y spread. Hold 

Trade 7: We wish to take advantage of an increasing concavity in the relationship between 5Y and 10Y yields. This is a 
trade that should do well in volatile markets. 

Trade 8: The long end of the EUR curve is exposed to a major shift in regulatory risk. In that context we like the 15-20-30Y 
barbell. Hold. 
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Trade recommendations – Relative Value 

  Trade Type Buy/Receive Sell/Pay 
Entry 
Level Entry Date Exit Date Target Stop Latest 1M Carry P&L 

1 
US 10Y swap 

spreads 
widener 

US 10Y swap 
spread 

 -2 bp 14/09/10 open 30 bp -5 bp 14.5 bp 0.3 bp 16.8 bp

2 
US 5-7Y swap 
spread widener 

T 2.75% Feb-18 
and 5Y asw 

T 2.125% 
Feb-16 and 

7Y asw 
-4 bp 16/03/11 open -20 bp 2 bp .7 bp -1.3 bp -6 bp 

3 
EIB-EFSF 
widener 

EIB 2.875% Jul-
16 

EFSF 2.75% 
Jul-16 

-12.4 bp 19/01/12 open -40 bp 5 bp 4. bp 0.2 bp -16.2 bp

4 
German 2-10Y 
asset swap box 

German 10Y 
swap spread 

German 2Y 
swap spread 

53.2 bp 21/02/12 open 10 bp 65 bp 31. bp 0 bp 22.2 bp

5 
US 7Y UST 
tightening 

UST 1.25% Jan-
19 

UST 1.375% 
Dec-18 

3.2 bp 22/03/12 open 2 bp 3.5 bp 1.5 bp 0 bp 1.7 bp 

6 
FR 9Y OAT 
tightening 

OAT 3.75% Apr-
21 

OAT 3.25% 
Oct-21 

-4.2 bp 23/03/12 open 2 bp -7 bp -6.5 bp -0.1 bp -2.4 bp

7 

DSL-Bund 7Y-
10Y box 
spread 

inversion 

DSL 4% Jul-19 
and Bund 1.75% 

Jul-22 

DSL 2.25% 
Jul-22 and 
Bund 3.5% 

Jul-19 

11.1 bp 23/04/12 03/07/12 0 bp 20 bp 7.4 bp -0.4 bp 3.3 bp 

8 
Reg Wtd. FR 
4-6-9Y barbell 

BTAN 2.5% Jul-
16 and OAT 

3.75% Apr-21 

OAT 4.25% 
Oct-18 

9.3 bp 24/04/12 open 4 bp 11bp 8.1 bp 0.3 bp 1.6 bp 

9 
Reg Wtd. 

German 5-10-
30 barbell 

Obl 2.75% Apr-
16 and Bund 
2.5% Jul-44 

Bund 1.75% 
Jul-22 

9 bp 26/04/12 open 0 bp 12 bp 9. bp 0.6 bp 0.6 bp 

10 
Spa-FROB 2s 

widener 
Bonos 3.4% Apr-

14 
FROB 4.5% 

Feb-14 
-39.9 bp 22/05/12 open   -53.1 bp 3.7 bp 16.9 bp

Trade 1: This is a long-run view on the assumption that better growth gradually reduces Treasury supply, which is easily the 
biggest influence on long-dated swap spreads. Working well, hold to target. 

Trade 2: The end of QE2 should see the 7Y tighten more than the 5Y. On the other hand, deteriorating economic sentiment 
should cause the normalisation of this spread to invert. Hold. 

Trade 3: The favourable environment for EU and EIB bonds relative to their EFSF counterparts suggests there is an 
asymmetric risk to current spreads between the bailout fund and its peers. The 4-5Y region is where these pan-Europe 
quasi-bonds trade most closely, particularly EIB and EFSF. Stick with this position. 

Trade 4: The German ASW term structure should flatten up to 10Y, with the Schatz underperforming swaps more than the 
10Y Bund in a gradual easing of sovereign risk aversion. The zero barrier and 3Y LTROs limits the extent of Schatz 
outperformance in the near term. Hold.  

Trade 5: We believe that the cheapness of the Jan-19 derives from its proximity in maturity to the CTD of the 10Y futures. A 
lot of the recent selling has been going through in the futures market and so the CTD has cheapened and the 1st old 7Y is 
simply suffering from a coat-tail effect. Hold. 

Trade 6: The Apr-21 trades cheap to the Oct-21 on the curve. Moreover, we think the Apr-21 will be a strong CTD in the 
June and possibly September OAT futures contract, so should find additional demand if the contract finds a good investor 
base. 

Trade 7: The EGB space is full of such anomalies in yield spreads. As the focus on Dutch finances wanes (they  have 
recently approved a tougher budget), this spread should disinvert. Take profit. 

Trade 8: The aggressive shorting of the OAT future in its first week cheapened up the 10Y sector, in particular the contract 
CTD (Apr-21) on the curve. 4Y was also hit for directional and supply reasons. The 6Y was relatively unscathed however. 
Going forward we expect the strong start (in terms of OI and volumes) of the OAT future to generate a price premium to 
contract deliverables, richening the Apr-21. Moreover the 6s9s slope was very steep relative to 4s statistically. 

Trade 9: 10s30s steepened far beyond its normal directional relationship (to 5s), due to a squeeze in 10Y Bunds and the 
weight of a new 30Y Bund. A relative lack of 30Y supply, and moderation of 10Y performance should help correct this. 

Trade 10: The Spanish banking exposure has made FROB vulnerable to underperformance versus the sovereign. We have 
a tight stop in the event that the Spanish banks receive direct help from the ESM.  
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Interest rate forecasts: swaps 

Global Swap & Money Market Rate Forecasts
Actual Sep-12 Dec-12 Mar-13 Jun-13 Sep-13

USD Fed Funds 0.18 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25
3-month 0.46 0.40 0.40 0.40 0.40 0.55
2yr 0.54 0.65 1.00 1.50 2.00 2.35
5yr 0.93 1.40 1.75 2.05 2.50 2.90
10yr 1.74 2.45 2.70 2.85 3.00 3.50
30yr 2.48 2.90 3.00 3.15 3.25 3.65

10Y inflation swap 2.40 2.65 2.75 2.80 2.80 2.80
3m-2yr 8 25 60 110 160 180
2-10yr 120 180 170 135 100 115
10-30yr 74 45 30 30 25 15

EUR refi rate 1.00 0.50 0.50 0.50 0.50 0.50
3-month 0.56 0.50 0.50 0.50 0.75 0.75
2yr 0.83 0.65 0.70 1.00 1.30 1.80
5yr 1.26 1.05 1.25 1.65 2.05 2.65
10yr 1.95 1.95 2.05 2.30 2.55 3.05
30yr 2.34 2.55 2.60 2.75 2.90 3.30

10Y inflation swap 1.83 2.00 2.00 2.10 2.25 2.25
3m-2yr 28 15 20 50 55 105
2-10yr 112 130 135 130 125 125
10-30yr 39 60 55 45 35 25

JPY Call Rate 0.08 0-0.10 0-0.10 0-0.10 0-0.10 0-0.10
3-month 0.20 0.20 0.20 0.20 0.20 0.20
2yr 0.34 0.35 0.40 0.40 0.45 0.45
5yr 0.42 0.60 0.60 0.65 0.65 0.75
10yr 0.84 1.05 1.15 1.25 1.35 1.40
30yr 1.71 2.05 2.20 2.20 2.20 2.30

3m-2yr 15 15 20 20 25 25
2-10yr 50 70 75 85 90 95
10-30yr 87 100 105 95 85 90

GBP Bank rate 0.50 0.50 0.50 0.50 0.50 0.50
3-month 0.89 0.80 0.75 0.75 1.00 1.00
2yr 0.98 1.10 1.05 1.35 1.55 1.95
5yr 1.25 1.40 1.65 1.90 2.20 2.70
10yr 2.05 2.10 2.30 2.50 2.75 3.25
30yr 2.89 2.75 2.85 3.10 3.25 3.75

3m-2yr 9 30 30 60 55 95
2-10yr 108 100 125 115 120 130
10-30yr 83 65 55 60 50 50

 
 

Source: Crédit Agricole CIB 
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Interest rate forecast: government bonds 

Government Bond Forecasts
Actual Sep-12 Dec-12 Mar-13 Jun-13 Sep-13

US Fed Funds 0.18 0-0.25 0-0.25 0-0.25 0-0.25 0-0.25
3-month 0.46 0.40 0.40 0.40 0.40 0.55
2yr 0.29 0.40 0.75 1.30 1.80 2.15
5yr 0.67 1.10 1.45 1.75 2.20 2.60
10yr 1.59 2.25 2.50 2.60 2.75 3.20
30yr 2.71 3.15 3.20 3.30 3.35 3.70
10Y TIPS B/E 2.08 2.35 2.45 2.50 2.50 2.50
2-10yr 130 185 175 130 95 105
Swap Spread -15 -20 -20 -25 -25 -30

Germany Refinancing rate 1.00 0.50 0.50 0.50 0.50 0.50
3-month 0.56 0.50 0.50 0.50 0.75 0.75
2yr 0.11 0.15 0.30 0.70 1.00 1.50
5yr 0.58 0.65 0.95 1.35 1.75 2.35
10yr 1.54 1.65 1.75 2.00 2.25 2.75
30yr 2.40 2.45 2.50 2.60 2.75 3.15
10Y HICP B/E 1.72 1.75 1.80 1.95 2.05 2.10
2-10yr 143 150 145 130 125 125

Japan Call 0.08 0-0.10 0-0.10 0-0.10 0-0.10 0-0.10
3-month 0.20 0.20 0.20 0.20 0.20 0.20
2yr 0.11 0.10 0.15 0.15 0.20 0.20
5yr 0.22 0.40 0.40 0.45 0.45 0.55
10yr 0.83 0.95 1.05 1.15 1.25 1.30
30yr 1.87 2.00 2.15 2.15 2.15 2.25
2-10yr 72 85 90 100 105 110

UK Bank Rate 0.50 0.50 0.50 0.50 0.50 0.50
3-month 0.89 0.80 0.75 0.75 1.00 1.00
2yr 0.29 0.35 0.55 0.95 1.25 1.75
5yr 0.75 0.95 1.25 1.60 1.90 2.40
10yr 1.72 1.90 2.10 2.30 2.55 3.05
30yr 3.05 2.80 2.85 3.00 3.15 3.65
2-10yr 143 155 155 135 130 130

Spreads to 10yr Germany

Swaps -42 -30 -30 -30 -30 -30
US (annualised) 7 63 78 64 54 49
France 103 100 100 75 75 75
Italy 412 400 350 270 200 150
Spain 480 460 400 300 200 150
Greece 2448 2000 1800 1600 1400 1200

 
 

Source: Crédit Agricole CIB 
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