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APAC Developed Markets Rates Strategy
Trading the AUD yield curve

We look at key drivers of the Aussie curve and conclude that the recent flattening could
run aground if global yields march higher again. This is unusual behaviour as the curve
is more typically driven from the front-end. However, we see reasons for the recent bull
flattening/bear steepening dynamic of the curve to persist a while longer. The
aggressive monetary expansion announced by the BoJ yesterday accentuates the risk
of a further period of bull flattening in global yield curves including AUD.

Global business conditions surveys also point to more downside risks for growth which
supports proxy long trades like AUD-USD 5y5y spread compression, AUD OIS
flatteners out to 1y and bullish option structures such as AUD 1x1x1 receiver ladders.
We also recommend scaling into NZD forward 1s2s steepeners on dips based on the
latest business confidence data.

We also identify some seasonal factors that should ensure an underlying bid tone for
semi spreads and keep them range bound in the absence of offshore risks.
Notwithstanding the uncertainty around APRA's revised liquidity standards and credit
rating risks, we think there are tactical trading opportunities to be had in 3y-10y semi-
ACGB boxes which are at historically wide levels.

In the very first meeting by Kuroda and other new leadership, the BoJ decided on the
introduction of the “quantitative and qualitative monetary easing.” With the new
operation scheme of large-scale JGB purchases by the BodJ in play, the net JGB
issuance to the market will be a large negative. Although external factors for the JGB
market are different from the time of previous QE, the market demand for maturity
extension will likely heighten and a lower-band of the JGB yield is set to be tested, in
our view.
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Figure 1. Strategy Summary Table

APAC Developed Markets View Strategies

Outright duration looks unattractive reflecting improved prospects
for global growth. Markets are range bound still

Direction

Trade the ranges and look to sell rallies in ACGBs.

AUD curve still looks directional, with high beta point at the long-
end. Ample scope for NZD rate hike expectations to increase
Yield Curve following a lift in NZ business conditions and outlook. Front-end | NZD 9m ly-2y swap steepeners. AUD May-Oct OIS flatteners.
AUD rates sensitive to risk of a growth slowdown in China due to
policy reforms.

Long AUD vs USD. Cross-market trades should also benefit from | Receive AUD 5y5y vs USD. Sell 6m10yr AUD payers into USD

Cross-market falling AUD vs USD yield betas. payers.

Tightness of European SSA spreads vulnerable to downgrades
Spreads risks for the UK and Netherlands. Hold QTC vs NSWTC and TCV vs Bias is to hold Renten over EIB. Buy TCV 22s vs WATC 21s.
WATC based on ratings outlook.

AUD BEIs expected to remain rangebound in line with the RBA
outlook.

Inflation Prefer receiving fixed in 10y ZCS closer to 3.00%.

Gamma now looks better medium-term value than vega on
Volatility selected tenors. Add low-cost medium-term bearish positions in
the gamma sector given the cheapness in volatility.

Sell AUD vega to buy gamma on 10yr tails. Scale into 1x1 +25bps
wide ATM+75bps payer spreads in AUD 1yly.

Risk Allocation Spread and curve trades are likely to fare better than outright duration exposure in 2013.

Source: Citi Research
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Trading the AUD yield curve

Steven Mansell Analysing the Australian yield curve has proven to be a taxing occupation over
+61 2 8225 4351 recent months. In this article we attempt to identify the key factors at work and to
steven.mansell@citi.com gauge their relative significance. We believe that this provides a useful analytical

framework for assessing curve risk.

A starting point is to examine directional influences on the curve. We do this by
regressing changes in curve slope on changes in average market yields. This
produces some very interesting observations, as highlighted below. To interpret the
charts, we show curve slope (solid line) and the associated beta of the curve slope
(bars) when regressed against yields (regressions based on weekly changes for
each variable). Dark areas highlight yield betas for periods when yields have been
rising, light areas when yields have been declining. Areas above zero on the y-axis
indicate periods of positive yield beta: i.e. the slope of the curve shifts in the same
direction as average yield changes (so either bull flattening or bear-steepening),
while, as seen for the majority of the sample period, areas below zero indicate
negative yield beta periods: so periods of either bear flattening or bull steepening.

Figure 2. Yield Beta history for 3s10s AUD swap curve Figure 3. Yield Beta history for 3s10s ACGB curve
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The first conclusion we draw is that both the AUD 3s-10s swap and bond curves
(shown in Figure 2 and Figure 3 respectively) are mostly disposed to either bear-
flattening or bull steepening. More simply put, the short-end of the curve is usually
in the driving seat in terms of determining curve slope. A further observation is that
the recent phase of bear steepening and bull flattening is somewhat anomalous
(positive yield betas have rarely been seen - as shown by the relatively few data
points above zero) and the curve has typically reverted to type quite quickly. These
exceptional events arise when offshore factors intervene to shift the high beta point
of the curve out to the 10yr sector; this was clearly seen at the height of the euro
debit crisis in late 2011 and, more recently, with the break out of 10yr US Treasury
yields above 2%, which has since receded.
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Figure 4. Yield beta plot of AUD swap curve: high beta point has shifted from 3s to the long-end
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To highlight the current situation, we also show a yield beta plot for the AUD swap
curve compared to mid 2012, when RBA rate expectations were in a greater state of
flux and the high beta point of the curve was then in the short-end. If history is our
guide the current upward sloping yield beta curve is likely to prove a fairly transient
phenomenon. However, for the time being offshore events still seem capable of
producing a greater impact on the long-end of the yield curve, which may continue
to bull-flatten or bear-steepen, as has been the case over the past month (this has
been the general pattern across developed markets recently so the AUD curve has
merely fallen into line with global trends). We think the BoJ’s announcement of
more aggressive monetary expansion makes bull flattening the most likely scenario
over the short-term.

To put this into a more systematic framework we have estimated a simple linear
regression model of the 3s10s swap curve, using both offshore and domestic
variables. The results of this exercise are shown in Figure 5. We find the AUD swap
curve to be quite closely correlated with offshore curves, notably the US yield curve,
global yield levels and, most significantly, domestic policy rate expectations. Over
the latest 6m period, the impact of shifting RBA rate expectations (to a more bearish
setting) has exerted roughly twice the impact in our AUD curve model as the move
in global rates has and around three times the impact of shifts in US curve slope.
Over the latest 1m window the relative impact of changing RBA policy expectations
has become even more accentuated as the failure of global yields or the US curve
to break into higher trading ranges has lessened their impacts on the AUD curve.
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Figure 5. AUD 3s10s swap curve: regression model versus actual (%)
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A key question going forward is whether RBA rate expectations are likely to shift
even further, perhaps to the point of removing residual rate cut expectations entirely,
in which case the curve is likely to continue to flatten (with the high beta point
shifting back to the front-end of the curve), or whether the policy outlook will remain
balanced with the high beta point remaining at the long-end for a while longer. We
favour the latter scenario being dominant in the near-term such that the curve will
likely remain disposed towards further flattening with lower yields and re-steepening
once global yield levels turn higher. But as highlighted above, this configuration has
typically proved to be short lived, with the curve likely to be driven more by RBA
policy expectations rather than offshore events over the medium-term.

We do expect the market to gradually shift focus away from European sovereign
risk and back towards the improving US business cycle. When this occurs (with
attendant concerns of a winding down of QE by the Fed) we expect to witness
higher global yields and a re-steepening of global curves. If the RBA continues to
signal a balanced outlook (as we expect it will for some time) we think there is a
good chance that the AUD curve will also witness some re-steepening pressure in
line with other curves. In our view this suggests that investors should be looking to
book profits on curve flattening trades probably when 10yr US Treasuries look like
testing the 2% level again. We think that a better way of positioning for an eventual
break-higher in global yields (likely driven by evidence of stronger US recovery) is
via cross-market strategies rather than outright curve risk. Our current
recommendations are long AUD 5y5y versus USD and we also still see merit in
selling AUD payers on 10yr tails versus USD to capture a higher rate environment
(please see our Tradesheet for existing cross market trade details).
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Is the ‘Magic Dragon’ of the East running out of ‘Puff’?

We continue to have a high conviction in proxy long trades in AUD such as AUD-
USD 5y5y compression and AUD OIS flatteners as global business conditions
surveys point to a consolidation in activity. We developed our own activity indicators
based on difference between the ‘new orders’ and ‘inventories’ sub-indices in the
global PMI surveys. Our activity indicator has historically tracked the slope of front-
end yield curves like the CNY 3m-2y swap spread. As shown in Figure 6 our China
activity indicator fell again in March with the CNY 3m-2y spread still quite sticky. Half
of the twenty sectors surveyed experienced declines in activity, many of which are
commodity-intensive such as ferrous metal mining, smelting & pressing and
petroleum processing & coking. Our China economists expect this softer PMI result
will quell expectations of immediate policy tightening as inflationary pressures
subside (see China Macro Flash - March PMI: A Weak Economic Recovery with
Uncertainty Ahead). More importantly for Australia, our China equity strategists
argue that fiscal reforms in China could place a ceiling on investment-related growth
which could also jeopardise Australian exports of coal and iron ore. Indeed, in China
Equity Strategy - Constrained Economic Growth to Set Pace for Market they
recommend being underweight coal and metal stocks. We think the downside risks
to Chinese growth and inflation have become more material and could pose a
serious threat to bulk commodity exporters like Australia.

Figure 6. CNY 3m-2y Swap Spread vs Activity Indicators
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Figure 7. USD 3m-5y Swap Spread vs Activity Indicators
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In the US we also saw further consolidation in our non-manufacturing and
manufacturing activity indicators for March which are signaling for lower yields and
flatter curves in USD (see Figure 7). Our activity indicator based on the US ISM
non-manufacturing survey fell for the fourth time with commodity-related mining and
agriculture, forestry, fishing & hunting industries (as well as health care & social
assistance) facing rising inventories and falling new orders. Our manufacturing
activity indicator also dipped for the first time since September 2012 with inventories
outpacing new orders in the petroleum and coal products sector which is also
commodity-related. Indeed, one petroleum and coal products respondent remarked
that ‘post-election in the U.S. — companies within the oil and gas sector are still
waiting for signs of some regulatory certainty or stability’. This has interesting
parallels to China as it suggests fiscal policies in the US are still having a material
dampening effect on global growth. We also looked at cross-correlations between
our manufacturing activity indicator against the USD 3m-5y swap spread based on
monthly changes over the last 20 years. We found a statistically significant lead in
our manufacturing activity indicator against the yield curve slope of between 1 to 3
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months. This confirms our activity index as a genuine leading indicator for markets.
This month’s fall in the manufacturing indicator hints at more bearish price action in
global rates markets going forward which should facilitate AUD-USD yield spread
narrowing in tenors like 5y5y (see Tradesheet).

Figure 8. Payout ratios on 6m expiry AUD 1x1x1 receiver ladders across tenors
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Source: Citi Research

In Antipodean markets the Australian business survey data was relatively neutral
with the sharp fall in the AIG manufacturing activity indicator offset by the continued
rise in the services indicator (see Figure 9). Like the US, petroleum, coal, chemical
& rubber products manufacturing was a major source of weakness for
manufacturing activity in Australia. The mixed signals from these sector surveys
suggest the RBA is unlikely to retreat from its easing bias in the near-term and as
such we would also look to scale into AUD OIS flatteners out to 1y on any dips (see
Tradesheet). Bullish option structures like AUD 1x1x1 receiver ladders also look
attractive from a risk-reward perspective with +25bps wide strikes offering payout
ratios in excess of 4 (see Figure 8). In New Zealand the ANZ Business Outlook
survey for March also recorded a slight moderation in the interest rate outlook
although businesses expressed more optimism with regards to the real profit
outlook (see Figure 10). On net balance survey respondents expected interest rates
to rise over the next 12 months although this was marginally lower than last month
due to falls in the construction, services and agricultural indices (which outweighed
rises in retail and manufacturing). Note this latest dip in the interest rate outlook
index was very much in sympathy with the flattening of the NZD 3m-1y swap spread
over the month. More encouragingly firms across all sectors (except for agriculture)
lifted their expectations for real profits over the next 12 months.

Figure 9. AUD 3m-2y Swap Spread vs Activity Indicators
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Figure 10. NZD 3m-1y Swap Spread vs Financial Outlook Indices
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This also echoes some of the anecdotes in the Kiwi version of the Beige Book, the
BNZ Business Confidence survey, with the overall confidence index easing in
March. This fall was mainly due to drought concerns in the farming community with
agricultural retailers noting poor sales of winter stock and farmers and farm
servicing companies also observing reduced expenditure. Not all parts of the
economy were so downbeat with sectors such as grain & seed farming and
transport showing firmness. Construction was also more upbeat due to the
Christchurch rebuild and catch-up in Auckland housing construction supporting
subsidiary industries like land development. The wine sector also produced only
positive responses in this month’s survey with enhanced production assisted by the
drought helping overcome the challenges of the high NZD. With animal spirits
starting to diffuse throughout a large part of the NZ economy there is a risk that the
RBNZ could bring forward their first projected rate hike in the next MPS. As such we
still favour a short bias in NZD rates with the 6m and 9m forward 1s2s steepeners
still offering positive rolldown (see Tradesheet).

Bond Appétit — Wide Spreads in Long-End Semis vs ACGBs

As we enter Q2 we expect semi spreads to maintain a range trading environment in
the absence of international risks with semi-ACGB spreads looking wide in the long-
end compared to the short-end. Developed market central banks like the BoJ have
now committed themselves to significantly more expansionary policy as exemplified
by yesterday’s BoJ policy meeting, and as we enter the beginning of the new
Japanese fiscal year we think the balance of offshore risks for semis has become
more neutral. Indeed, Citi’s global growth forecasts have remained largely steady
since the beginning of 2013 which has contributed to the more benign environment
for global spread products (see Global Economic Outlook and Strategy - March
2013).

This has also been reflected in the diminishing sensitivity of semi spreads to risk
indicators. Figure 11 displays the 3-month rolling correlation of 10y TCV-ACGB yield
spread (our proxy for semi-ACGB spreads) against Citi’'s Global Risk Aversion
Macro Index and News Implied Sentiment Indicator based on weekly changes. The
strength of these correlations has waned from the extremes of the last year with the
correlation against Citi’'s News Implied Sentiment Indicator (a proxy for investor
sentiment) now close to zero. The correlation versus the multi-asset Global Risk
Aversion Macro Index has also returned back to historically normal ranges.

Figure 11. 3m Rolling Correlations of 10y TCV-ACGB Spread vs Risk
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We expect domestic bank flows to be the driving force for semi spread movements
going forward as the banks remain the dominant buyer of semis. This was
confirmed in the Financial Accounts data for Q4 12 which showed banks increasing
their market share to 36.7% with the percentage held by foreigners falling to 31.9%
(see Figure 12). As detailed in previous publications, to comply with Basel 3
Liquidity Coverage Ratio (LCR) targets the Australian banks have needed to
increase their liquidity portfolio to match increases in deposits, with semis still the
highest yielding class of eligible high-quality liquid assets (HQLA).

Domestically the next major hurdle for semis will be APRA’s revised liquidity
standards which will be made available for consultation in April (as per last week’s
Q1 13 Financial Stability Review from the RBA). We think APRA’s policy around the
eligible pool of HQLA and implementation schedule for the LCR requirement will
remain unchanged based on recent commentary by senior APRA officials (see
Semis Update — APRA’s recipe calls for a pinch of Basel and Time). However, these
new standards imply there could be some relaxation of the deposit run-off rates
which is a scenario we canvassed in Basel |l Liquidity Standard Update — Avoiding
a Fawlty Basel. Under this scenario current bank LCRs would improve leading to
softer demand for liquid assets like semis. We expect this policy uncertainty to
temper bank flows in very near-term.

Figure 13. Net Transactions into Bank Deposits
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Figure 14. Net Transactions into Bank Deposits by Pension Funds
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That being said, given that HQLA are still in short supply we are of the view
medium-term that there will be a core bid tone for semis based on seasonal
analysis of deposit inflows. This is illustrated in Figure 13 which shows net
transactions into bank deposits. Deposit inflows have typically been robust in Q2
and strongest in Q3 due to pension fund and household activity. Pension fund
deposits have been historically high in Q2 which we surmise is due to end-of-year
effects related to reporting and tax (see Figure 14). Likewise, banks tend to draw in
the bulk of household deposits mostly over Q3 which also coincides with the last
quarter of the banks’ reporting year (see Figure 15). As noted previously deposit
funding receives more favourable treatment by prudential regulators as well as
credit rating agencies.
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Figure 15. Net Transactions into Bank Deposits by Households Figure 16. 3y-10y TCV-ACGB, TCV-Swap & Swap-ACGB Boxes
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We note long-tenor semi-ACGB spreads offer the best value with the 3y-10y TCV-
ACGB box approaching 4-year highs (see Figure 16). This chart shows our constant
maturity series for the 3y-10y semi box trades against ACGB and swaps with semis
being proxied by TCV. The graph shows that semi-swap and swap-ACGB boxes
have both acted in tandem as drivers of the semi-ACGB box with the pair wise
sensitivities changing over time. As highlighted in the orange box the 3y-10y semi-
swap box has started to flatten after having been near the top of its 6-month trading
range. On a short-term tactical basis we see scope for semi-ACGB boxes to play
some catch up with the recent compression in the swap-ACGB box given the
relative cheapness of semis in the long-end versus the short-end for asset
swappers like the banks.

Apart from a shift in APRA’s policy stance, risks around credit ratings could also
throw semi spreads slightly off course with QTC and TCV preferred relative to NSW
and WA. In a recent ratings report entitled ‘Australian States’ Credit Quality Hinges
on Cost-Cutting Measures Amid Revenue Pressures’, a leading credit rating agency
re-iterated some of the conditions that would lead to a loss of triple-A rating for NSW
and WA which are currently on negative outlook. According to the analysts a strong
rebound in state revenues is unlikely given the volatility in property-related income
and forecast mining royalties. Moreover, they remark that cost-saving and efficiency
programs have delivered mixed results so far. This has been the case in WA which
has experienced significant expenditure pressures due to a growing population and
increased business activity.

Amongst the states the ratings agencies deem that NSW possesses the greatest
downside risks as capital expenditure needs may pressure debt levels and could
result in NSW’s debt burden rising beyond a level consistent with a ‘AAA rating. For
WA they also consider the possibility that a sharp and sustained decline in iron ore
price could stress their rating as debt-funded capital expenditure would sharply
increase WA's debt metrics. Moreover they note that in the recent WA elections
further large capital items were promised but details on when and how these would
be funded were not available. The costing and funding of election expenditure
commitments is an area of concern that we highlighted in Semi Trade Idea — Best
Not Necessarily in the West. Government reforms in China are likely to exacerbate
uncertainty over the demand outlook for WA iron ore and as such we are still a
buyer of TCV 22s versus WATC 21s given the elevated risk of a negative ratings
move for WA (see Tradesheet).

10 citivelocity.com


https://ir.citi.com/Ab7ur2ZJNcc3TFOLx2rZ0BLXnVXgbUCpNT8o5JPyi5owrUmyY%2bH%2f519oBtlVhw4P%2frYogiCrKXw%3d�
https://ir.citi.com/Ab7ur2ZJNcc3TFOLx2rZ0BLXnVXgbUCpNT8o5JPyi5owrUmyY%2bH%2f519oBtlVhw4P%2frYogiCrKXw%3d�

APAC Developed Markets Rates Strategy

5 April 2013

Maki Shimizu

+81-3-6270-7246

maki.shimizu@citi.com

Citi Research

Japan Rates Strategy

With global market sentiment tilting towards more risk-off on balance, domestic
market participants are now focused on just how far JGB yields will decline. 10yr
yield renewed the historical low of 0.43% set in June 2003 in response to the BoJ’s
“a big bazooka” on April 4. If we look back on the beginning of “quantitative easing
era” started in March 2001, the BoJ switched from the unsecured overnight call rate
to BoJ current account balances as its main target for monetary policy, at the same
time stating that it would maintain its policy until YoY change in the core CPI was
stably at zero or higher. During this period between 2001-2006, average yields on
JGBs were 0.11% with a core range of 0.05%—-0.2% for 2yr; 0.53% and 0.4%-0.7%
for 5yr; 1.30% and 1.2%—1.6% for 10yr; and 1.88% and 1.8%—2.2% for 20yr (Figure
17). JGB yields reached all-time lows in 2003, Japanese banks increased
purchases of JGBs to fund write-offs of nonperforming loans (NPLs). Pressure
especially mounted on major banks under the Koizumi cabinet as they were
required to halve their NPLs from September 2002 to 2004. Due to contraction in
loan assets, the bank deposit-loan gap widened by almost ¥30trn, from around
¥76trn in September 2002 to some ¥104trn in June 2003 (Figure 18). Banks
therefore bought JGBs as a way to invest excess funds. Given their zero risk
weighting, JGBs were also an effective investment for improving capital adequacy.
Also, by turning over positions, banks were able to build capital gains.

Figure 17. JGB Yields During QE [%)]
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Next we look at the shape of the yield curve. Around June 9, 2003, the yield on on-
the-run 10yr JGBs fell below 0.5% for the first time. At this time yields were 0.04%—
0.045% for 2yr JGBs, 0.15%—0.16% for 5yr, around 0.85% for 20yr, and about
1.07% for 30yr. Two days later, yields on new issue JGBs reached all-time lows of
0.430% for 10yr, 0.745% for 20yr and 0.960% for 30yr. This yield curve is currently
steeper from 10yr out than it was at that time. We believe one reason is caution
regarding the risk of an increase in medium- to long-term rates due to concern
regarding deterioration in government finances around the world. JGB issuance is
now much larger than at that time. During the first half of his time in office then-PM
Koizumi pledged to keep JGB issuance to ¥30trn. Open-market JGB issuance on a
calendar basis (excluding short-term notes) averaged around ¥77trn in FY2002-
FY2003, compared with the ¥126.6trn issuance plan for FY2013 (Figure 19).
Issuance of 20yr and longer JGBs (excluding liquidity supply auctions) was ¥5trn—
¥7trn in FY2002-FY2003, or around 8% of all maturities. This is expected to grow to
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¥22.8trn, or 18%, according to the FY2013 JGB issuance plan, including a ¥1.2trn
increase in issuance of 30yr JGBs.

Figure 19. JGB Issuance During QE and FY2013 [¥trn]
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Inflationary expectations are also different now. Conceptually, the level of long rates
can be expressed as nominal long rates = expected inflation rate + latent growth
rate + risk premium. Deflation dominated when quantitative easing was first
implemented, with the core CPI falling 0.8% YoY in FY2002 and 0.2% in FY2003
(Figure 20). While the CPlI is declining now also, the BoJ under new Governor
Kuroda has an inflation target of 2% that it aims to achieve in two years. In 2001—
2006, the BoJ effectively had a zero inflation target, saying that it would continue
quantitative easing until the increase in the core CPI was stably above zero. The
Nikkei 225 was at 8,800 when the yield on new issue 10yr JGBs dropped below
0.5% in early June 2003. It had rebounded only some 1,200 since bottoming around
one month prior. In addition the yen was much weaker than now, at around ¥118/$.
Now, however, the dollar has recovered by around just ¥3 since the yen peaked
around three weeks ago. Recently, the “Abe trade” has remained an underlying
trend, so the yen is significantly weaker and equities markedly higher than they
were four months ago. The stance of PM Abe and BoJ Governor Kuroda is very
different from their predecessors Mr. Noda and Mr. Shirakawa. Sentiment may
change if yen weakness and equity-market strength continue in the new fiscal year.
Many in the JGB market appear skeptical regarding “Abenomics,” and we
recommend that investors remain cautious without overcommitting.

In the very first meeting by Kuroda and other new leadership, the BoJ decided on
the introduction of the “quantitative and qualitative monetary easing.” The Bank
aims to “achieve its 2% inflation target at the earliest possible time, with a time
horizon of about two years.” The target of monetary policy was also changed from
the uncollateralized overnight call rate to the monetary base to be increased “at an
annual pace of ¥60-70trn.” The BoJ’s holding of JGBs will likely increase by ¥50trn
per year in its effort to push down yields across the curve. The BodJ will therefore
increase the monthly purchase of JGBs from current ¥4trn to around ¥7trn going
forward. All maturity sectors will be available for the bond purchase operations
including 40yr tenor. The average remaining maturity of JGB purchases will be
extended to over 7years from just under 3years. In this regard, the average maturity
of bonds to be additionally purchased in the future is estimated to be 12-13 years.
Given that two thirds of market outstanding of JGBs remain under 10yr tenor
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(Figure 21), maturity extension of the bond purchases will likely include decent
amount of super-long JGBs. With 10yr yields being at a very low level, the driver of
yield curve shifts will likely be driven by super-long sector going forward. In addition,
the BoJ is set to also purchase ETFs and REIT worth of ¥1trn and ¥30bln,
respectively. The BoJ will continue the quantitative and qualitative easing “as long
as it is necessary for maintaining a 2% target in a stable manner.” Alongside a
significant increase of JGB purchases, the BoJ will temporary lift the banknote rule
and terminate the asset purchase program. The purchase size as well as its
average maturity of JGBs far exceeded the initial market expectation, which led the
yield curve to bull flatten significantly. The question remains how the BoJ will lay out
the exit strategy when the time comes because such large-scale bond purchases
can be interpreted as fiscal financing. An abrupt rise in yields would deteriorate the
BoJ’s capital, making the Bank the last buyer of JGBs.

Figure 21. JGB (excl TB) Market Outstanding By Maturity [end-Mar, Figure 22. Net JGB Issuance [¥trn]
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In the FY2013 issuance plan, the new supply of conventional JGBs will total
¥126.6trn excluding T-Bills. Expected redemptions, on the other hand, after
subtracting buy-back operations by BoJ and MoF will likely total ¥60.9trn. So the net
JGB issuance to the market was expected to be ¥65.7trn. Under the new operation
scheme, the BoJ will buy around ¥90trn worth of JGBs, so the above calculation of
the net JGB issuance to the market will be a large negative [Issuance 126.6trn —
Redemption 60.9trn —BoJ’s operation 90trn = -24.3trn, Figure 22]. The JGB holdings
by domestic private financial institutions are likely to decrease based on the above.
Although external factors for the JGB market are different from the spring of 2003,
the market demand for maturity extension will likely heighten and a lower-band of
the JGB yield is set to be tested, in our view.
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Tradesheet

Figure 23. Record of Open Trades

Country Trade Levels Publication Date
AUD Pay AUD May2013 OIS. Receive AUD Oct2013 OIS. Open -8bp 2
Current -13.4bp
Swap Curve Pay AUD May2013 OIS P&L 5.4bp | 7 l:l
Receive AUD Oct2013 OIS Target -25bp 16
Stop 2bp APAC DMRS 15 March 2013
-25
AUD Buy TCV 6% Oct 2022. Sell WATC 7% Jul 2021. Open 10bp 18 —
Current 8.2bp 124
Cash Curve Buy TCV 6% Oct 2022 at 4.22% P&L 1.8bp ol =
Sell WATC 7% Jul 2021 at 4.13% Target -6bp
Stop 18bp APAC DMRS 11 March 2013 o1
6L
AUD Buy AUD 1yly payer spread Open 3.2¢c 24 T
Current 3.8c 184
Volatility Buy 1 x AUD 1yly 3.79% strike payer P&L 0.6¢ 1l
Sell 1 x AUD 1yly 4.04% strike payer Target 24c
Stop Oc APAC DMRS 22 Febuary 2013 T —
oL
NZD NZD 9m fwd 1y-2y steepener Open 17bp 35 T
Current 18.9bp 28 +
Swap Curve Receive NZD 9m1ly P&L 1.9bp FAIS
Pay NZD 9m2y Target 34bp 14 1
Stop Obp APAC DMRS 07 Febuary 2013 T
ol
AUD AUD 1y fwd 2y-10y conditional bear steepener Open 0 150
Current -39bp 100
Volatility Sell 4.17 x AUD 1y2y ATM payer (3.26% strike) P&L -39bp 0
Buy 1 x AUD 1y10y ATM payer (4.29% strike) Target 150bp
Stop -50bp APAC DMRS 07 Febuary 2013 0
-50
AUD Buy QTC 6% Feb 2018. Sell QTC 6% Sep 2017 Open 11bp 15
Current 10.75bp 12
Cash Curve Buy QTC 6% Feb 2018 @ 3.65% P&L 0.25bp
Sell QTC 6% Sep 2017 @ 3.54% Target 3bp ’
Stop 15bp APAC DMRS 17 January 2013 &
3
AUD/USD Receive AUD 5y5y. Pay USD 5y5y Open 177bp 200 1
Current 162.98bp 190
Cross-market  Receive AUD 5y5y PaL 14bp ol
Pay USD 5y5y Target 140bp 160 1
Stop 200bp APAC DMRS 28 November 2012 150 7
140 -
AUD/USD Sell 1.11 x AUD 6m10y 4% payer. Buy 1 x USD 6m10y ATM payer Open Oc 210
Current 4.1c 140 1
Cross-market Sell 1.11 x AUD 6m10y 4% payer P&L 4.1c 70
Buy 1 x USD 6m10y ATM payer Target 210c
Stop -70c APAC DMRS 22 November 2012 °r T
-70 -
AUD Sell AUD 3m3y 50bp wide strangle. Buy 1y3y 50bp OTM receiver Open Oc 190 1
Current 9.88c 120 4
Volatility Sell AUD 3m3y 50bp wide strangle (2.75% and 3.25% strike) P&L 9.88c .
Buy AUD 1y3y 50bp OTM receiver (2.64% strike) Target 180c JR -
Stop -85¢ APAC DMRS 27 September 2012 | %]
-90 -

Source: Citi Research
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Appendix

Figure 24. Australia relative value by sector

Versus Fitted Yield Curve Versus Swap Curve (CAS)

Rank ZScore Issued  Size (bn) Rank ZScore  Issued  Size (bn)

Richest . ar ep! . Richest 1 AUT 2.75 Apr24 -2.18 Apri2 00

E I 2 AUT 2.75 Apr24 -1.93 Apri2 0.0 I 2 AUT 5.50 Apr23 -1.82 Apr11 14.6

3 AUT 3.25 Apr29 -1.58  Oct12 33 3 AUT 4.75 Apr27 -148 Oct11 33

4 AUT 6.25 Apr15 -0.84 Apr02 14.1 4 AUT 5.75 Jul22 -1.37 Jan10 74

5 AUT 5.50 Apr23 -0.84 Apri1 14.6 5 AUT 3.25 Apr29 -1.04 Oct12 33

5 AUT4.750ct15 1.03 April 22 5 AUT6.25 Jun14 011 Jun08 1719

l 4 AUT 4.50 Apr20 1.20 Apr09 145 l 4 AUT 4.75 Jun16 0.21 Jun10 11.0

3 AUT 4.75 Apr27 136  Oct11 33 3 AUT 6.50 May13 026  May00 16.7

2 AUT 5.75 May21 1.76  May07 128 2 AUT 4.75 Oct15 0.31 Apr11 22

Cheapest 1 AUT 5.50 Dec13 188  Dec09 9.3 Cheapest 1 AUT 5.50 Dec13 0.76  Dec09 9.3

Rank ZScore Issued  Size (bn) Rank ZScore  lssued  Size (bn)

Richest 1 NSW5.50 AugT3 174 FebT0 5.0 Richest 1 NSW5.50 Mar17 Mar06 33

2 NSW 6.00 Jun20 -1.62  Jun09 1.1 2 NSW 6.00 Jun20 -1.34 Jun09 1.1

I 3 NSW5.50 Mar17 -1.10  Mar06 33 I 3 NSW 6.00 Apr15 -1.32 Apri1 20

4 NSW5.25 May13 072 May09 0.6 4 NSW 6.00 Apr16 -1.02 Oct09 10

5 NSW 6.00 Apr15 0.71 Apri1 20 5 NSW 6.00 Apr19 -0.78 Apr08 35

a """" 5777 NSW6.00 May20 11407 "Now9 45 5 NSW6.00 Mar22 01377 Sep11 06

l 4 NSW6.00 Mar22 182  Septt 0.6 l 4 NSW5.00 Aug24 041  Feb12 09

3 NSW5.00 Aug24 191  Feb12 09 3 NSW 6.00 May20 065  Nov9 45

2 NSW6.00 May23 May07 26 2 NSW5.25 May13 122 May09 06

Cheapest 1 NSW6.00 May30 May10 0.2 Cheapest 1 NSW6.00 May30 1.95 May10 0.2

Rank ZScore  Issued  Size (bn) Rank ZScore  Issued  Size (bn)

Richest 1 QTC 6.00 Aug13 -108  Aug10 35 Richest 1 QTC 6.00 Apr16 -1.58 Apr10 5.1

2 QTC 6.00 Apr16 -0.75 Apr10 5.1 2 QTC 6.00 Feb18 -118  Feb11 44

3 QTC 6.00 Feb18 -054  Feb11 44 3 QTC 6.00 Oct15 048  Oct10 6.9

4 QTC 6.00 Oct15 -0.34 Oct10 6.9 4 QTC 6.00 Jul22 019  Jan1t 38

O 5 QTC 5.75 Nov14 009  Now9 78 5 QTC 5.50 Jun21 017 Juntt 15

5 5 QTC 6.25 Feb20 033  Feb10 59 5 QTC 5.75 Nov14 0.01 Nov09 78

4 QTC 5.50 Jun21 085  Junt1 15 4 QTC 6.00 Aug13 002  Aug10 35

l 3 QTC 6.00 Jul22 1.18 Jan11 38 l 3 QTC 6.25 Feb20 007  Feb10 59

2 QTC 6.50 Mar33 134  Mar08 0.7 2 QTC 6.00 Aug13 0.67  Feb02 33

Cheapest 1 QTC 5.75 Jul24 Jan11 11 Cheapest 1 QTC 6.50 Mar33 0.68 Mar08 0.7

Rank ZScore Issued  Size (bn) Rank ZScore  Issued Size (bn)

Richest 1 TCV4.750ct14 044 Apr03 4.0 Richest 1 TCV5.75 Nov16 048  Now4 35

2 TCV5.75 Nov16 033 Now4 35 2 TCV4.750ct14 -0.33 Apr03 40

' 3 TCV6.50 Mar33 000  Sep10 0.1 ' 3 TCV5.50 Nov18 0.14  Now8 3.0

4 TCV5.50 Nov18 022  Now8 30 4 TCV6.00 Oct22 0.16 Oct03 3.1
—
(<=
[ —

4 TCV6.00 Jun20 1.50 Jun09 34 4 TCV6.50 Mar33 059  Sep10 0.1

l 3 TCV6.00 Oct22 Oct03 31 l 3 TCV5.50 Dec24 064  Jun10 23

2 TCV5.50 Dec24 Jun10 23 2 TCV6.00 Jun20 085  Jun09 34

Cheapest 1 TCV5.50 Nov26 May11 06  Cheapest 1 TCV5.50 Nov26 149  May!1 06

Rank ZScore Issued  Size (bn) Rank ZScore  Issued Size (bn)

Richest 1 WATC 5.50 Apr14 -0.37 Apr10 19 Richest 1 WATC 7.00 Apr15 -049 Oct06 26

2 WATC 7.00 Apr15 -0.33 Oct06 26 2 WATC 5.50 Apr14 -0.01 Apr10 19

' 3 WATC 8.00 Jul17 0.12 Jan01 25 ' 3 WATC 8.00 Jul17 0.19  Jan01 25
(<=
[ —
=

l 3 WATC 7.00 Oct19 0.96 Apr01 18 l 3 WATC 7.00 Jul21 0.46 Julo2 08

2 WATC 7.00 Jul21 147 Jul02 038 2 WATC 7.00 Oct19 123 Apr01 18

Cheapest 1 WATC 6.00 Oct23 | 2.92[ VB 02 Cheapest 1  WATC6.00 Oct23 179 Mar05 02

ZScore calculated using 6M history

2y,5y,7y,10y,20y,30y denote the OTR bonds

Analytics as of 3-Apr-13

Source: Citi Research
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Figure 25. Australia relative value by sector

Versus Fitted Yield Curve Versus Swap Curve (CAS)

Rank ZScore  lssued  Size (bn) Rank ZScore  lssued  Size (bn)

Richest 1 SAFA 5.75 Sep17 099  Mar10 20 Richest 1 SAFA 5.75 Sep17 -1.63  Mar10 20

' 2 SAFA 5.75 Apr15 -0.74 Apr09 20 ' 2 SAFA 5.75 Apr15 -146 Apr09 20

l 2 SAFA 5.00 May21 -0.15 May11 1.0 l 2 SAFA 5.25 Jun14 -0.50 Dec10 20

Cheapest 1 SAFA 6.00 May13 0.00 Nov06 22  Cheapest 1 SAFA 6.00 May13 091 Nov06 22

Rank ZScore Issued  Size (bn) Rank ZScore  lssued  Size (bn)

Richest 1 NTER6.750ct13 Apr08 04  Richest 1 NTER6.250ct15 Apr10 05
o=
Ll
[
P

l -6.00 l -10.00

Cheapest 1 NTER 5.75 Jul14 -0.89 Jul09 05  Cheapest 1 NTER 5.75 Jul14 -1.72 Jul09 05

Rank ZScore Issued  Size (bn) Rank ZScore  Issued  Size (bn)

Richest 1 TASM 5.50 Jun14 069  Jun10 08 Richest 1 TASM 6.50 May13 -1.51 Nov06 08

2 TASM 6.50 Apr15 -0.53 Oct06 05 2 TASM 5.00 Sep17 -106  Sept1 05
(7¢)
=T
h

l 2 TASM 6.00 Jun20 -0.08  Jun09 0.1 l 2 TASM 5.50 Jun14 -0.86  Jun10 08

Cheapest 1 TASM 6.50 May13 0.00 Nov06 08  Cheapest 1 TASM 6.50 Apr15 -0.85 Oct06 05

ZScore calculated using 6M history
2y,5y,7y,10y,20y,30y denote the OTR bonds
Analyfics as of 3-Apr-13

Source: Citi Research
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Figure 26. Australia relative value by maturity

Versus Fitted Yield Curve Versus Swap Curve (CAS)

Rank ZScore  Issued Size (bn) Rank ZScore  Issued  Size (bn)
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Cheapest 1 WATC 7.00 Oct19 0.94 Apro1 138 Cheapest 1 WATC 7.00 Oct19 1.23 Apro1 138
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Analytics as of 3-Apr-13

Source: Citi Research
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Figure 27. 3M carry in AUD swaps'

Fwd/Tenor 1Y 2Y
SPOT -12 4.1 . . . . .
M 0.7 46 43 3.6 2.7 2.3 2.0
6M 4.1 4.5 3.8 2.8 2.4 2.1
9M 4.6 4.0 2.9 2.5 2.2

1Y 4.4 3.7 2.7 2.3 2.0

2Y . 3.9 3.3 2.3 2.0 1.7

3Y . . . : . 3.1 2.6 1.7 15 1.3

4Y ) . . . . . 2.7 2.1 1.4 1.2 1.0

5Y . . . . . . . . 2.2 15 1.0 0.8 0.6

6Y . . . . . . . . . . 15 0.8 0.6 04 0.3

7Y . ) : . . . . . . . 1.0 0.4 0.3 0.1 0.0

8Y . . . . . . . . . . 04 -00 00 -02 -02

9Y . ) ) ) ) . . . -01 -03 -03 -04 -04
-05 -04 -04 -06 -05

Source: Citi Research

Figure 28. 3M carry profile of ACGB2 Figure 29. 3M carry table of ACGB
ACGB Carry Rolldown Total
6 —+ 1y -6.0
2y -1.1
3y 0.2
dy 1.5
5y 2.8
6y 31
7y 2.8
8y 2.6
9y 28
m Carry 3.0
6 - m Rolldown 11y 3.6
Pl 3.8
1y 2y 3y 4y 5y 6y 7y 8y 9y 10y 11y 12y 13y 14y 15y 13y 3.9
14y 3.8
15y 319

Source: Citi Research Source: Citi Research

1 Sectors with carry more than 5bp is highlighted in green while the carry less than 5bp is highlighted
in red.

2 ACGB carry profile and table is calculated from the relative value curve and it may vary from
individual bonds given the repo rate.
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Figure 30. 3M carry in NZD swaps?®

Fwd/Tenor

Source: Citi Research

3 Sectors with carry more than 5bp is highlighted in green while the carry less than 5bp is highlighted
in red.
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Figure 31. Japan relative value by maturity

Versus Fitted Yield Curve Versus Swap Curve (YYS)
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ZScore calculated using 6M history
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Source: Citi Research
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Figure 32. 6M carry in JPY swaps*
Fwd/Tenor
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Figure 33. 6M carry profile of JGB> Figure 34. 6M carry table of JGB

Carry Rolldown Total
5.9
1.7
7.4
10.3
11.6
12.9
13.9
14.7
14.3
13.1
7.8
5.3

20 +
m Rolldown
15 + m Carry

Source: Citi Research Source: Citi Research

4 Sectors with carry more than 5bp is highlighted in green while the carry less than 5bp is highlighted
in red.

5 JGB carry profile and table is calculated from the relative value curve and it may vary from individual
bonds given the repo rate.
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