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Lowering our forecasts ahead of a key Budget

 The market has rallied significantly, driven by the RBA rate cut, US payrolls and the political uncertainty in Europe. 

 The Federal budget tomorrow night will forecast a surplus in 2012/13. We detail the implications for debt markets. 

 RBA easing and Budget tightening underpin downward revisions to our Aussie bond forecasts. 

 The rally has caused nominals to outperform linkers massively and (unduly) tightened the Breakeven inflation. 
 

The massive rally in Australian rates continued this week.  The RBA cut 
rates 50bp last Tuesday, exceeding market expectations in the process.  
The offshore news has worsened this week.  Elections in Greece (no 
clear winner) and France (Left-wing Hollande victorious) continued the 
trend of massive swings against incumbents.  Meanwhile, the US 
payrolls results disappointed with only 115K jobs created in April, 
despite the fall in the unemployment rate to 8.1%. 

The Australian 3Y bond future has rallied 28bp to a record low yield of 
2.70%, while the 10Y has rallied 25bp, to an implied yield of 3.37%.  
Again, the offshore-led moves have prevented too sharp a steepening of 
the curve.  The Australian 3Y/10Y slope has steepened only 3bp to 
66.5bp. Adam Donaldson updates our forecasts to take stock of recent 
developments on page 3.  

Attention now turns to the Federal Budget on Tuesday night.  The 
traditional, pre-budget leaks have assured us that the 2012/13 surplus 
will be achieved.  Alex Stanley previews the Australian Budget on page 
7.  The projected surplus suggests that bond issuance will be much 
reduced in 2012/13, though still positive.  The accounting treatment of 
some expenditure (most notably the NBN) means that a headline deficit 
is still likely. Total CGS issuance is likely to be $32bn despite a budget 
surplus and only $26bn of maturities. 

The Victorian budget has already been released and was the dour affair 
most expected.  The prudent approach to expenditure has protected the 
fiscal ratios from too much impact.  TCV is stable at AAA in our opinion. 

Philip Brown discusses the behaviour of the BEIs in the recent rally in an 
article on page 10.  The rally has mostly affected the nominal bonds, 
allowing shorter-end BEIs to noticeably break from shorter-term ZCS 
rates. 

There have already been two significant data releases in Australia this 
week.  The Retail Sales and Building Approvals results were both very 
good, but failed to shift market pricing.  After the Budget tomorrow 
night, Australian employment data will be released on Thursday.  The 
market consensus is for a small fall in employment (-5K) and a rise in the 
unemployment rate to 5.3%.  CBA is more optimistic, looking for a +5K 
result and no change in the unemployment rate.   

In the US, the data calendar is lighter.  The highlights are the PPI and 
Michigan Confidence results, both scheduled for Friday night.    

Question marks now hang over the European politic scene and their 
resolution (hopefully constructively) is likely to drive the offshore news 
this week.   
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CBA Forecasts 

Source:  Bloomberg, CBA 

 

 

 

Current Jun-12 Dec-12
Official Cash (%) 3.75 3.75 3.50

90-day BBSW (%) 3.81 3.75 3.60

Aus 2yr bond (%) 2.71 2.70 2.80
Aus 3yr bond (%) 2.71 2.70 2.80
Aus 5yr bond (%) 2.83 2.85 3.00

Aus 10yr bond (%) 3.41 3.50 3.80
Aus 3-10yr Curve (bp) 71 80 100
US 2yr bond (%) 0.25 0.25 0.35
US 10yr bond (%) 1.83 2.00 2.50

AUS-US 10yr spread (bp) 158 150 130
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Key Positions 

The rally across major bond markets over the last week has exerted a mixed impact on our positions. On the negative side, 
we were stopped out of our paid 6M*1Y AUD-NZD swap spread widening trade after the RBA’s surprising 50bp rate cut. 
On the positive side, our AUS-US 10Y spread trade continues to perform very well, tightening another 18bp to 158bp. Our 
received 6M NZD OIS also performed very well, rallying 19bp to 2.26% and we adjust the target and stop lower.  

Semis performed well over the last week. As a result, our QTC flattening trade reached its target level and we’re taking 
profit.  

Bank seniors and covered bonds have been relatively steady over the last month. However, the uncertainty surrounding the 
weekend’s election developments in Europe means there’s now a greater risk that financial credit spreads could come 
under renewed widening pressure. So we’re taking profit on our long WBC versus ACGB asset swap spread tightening 
position. Our paid June bill/OIS position should benefit if global bank credit conditions worsen considerably.  

Our BEI widener continued to be caught in the outright rally. In our Fixed Income Strategy note on Thursday (reproduced on 
page 10), we re-structured the trade to include a received 3Y ZCS position. We expect to profit as the discrepancy in 
pricing between the BEI and the ZCS corrects and, if it doesn’t, the trade has positive carry over time. 

Key Trades 

Trade Entry Curent Profit Target Stop Comment 
Buy the TCV Jun-20 vs 
NSWTC May-20 

0.5bp 
(16-Nov-11) 

0.5bp 0bp 10bp -5bp Hold: TCV’s AAA is safe and the funding 
task is modest. NSW is subject to some 
rating risk. 

Buy the ACGB Apr-23 versus 
the Apr-20. 

31bp 
(12-Jan-12) 

29bp +2bp 20bp 37bp Hold: RV analysis reveals the Apr-23 is 
cheap against the Apr-20.   

Pay the 5Y in the AUD 
2Y/5Y/10Y butterfly 

+1.5bp 
(23-Jan-12) 

-1.5bp -3bp +12bp -5bp Hold:  RV scan suggests butterfly is too 
low. 

Buy a 6M put on the Oct-14 
bond at a strike of 4.10% 

5bp premium 
(9-Feb-12) 

2.73%    Hold:  Protection against a large sell-off 

Buy a 20bp OTM conditional bull 
steepener.  (2.9 times 3.31% call 
on Apr-15 and 1.0 times 3.89% 
call on Jul-22.  Implicit slope 
58bp). 

6bp premium 
(9-Feb-12) 

Current 
yields: 3.72 
and 3.43, for 
71bp slope 

Slope +13, 
premium -
6 = +7bp 
total 

  Hold:  The bullish side of a pair of trades 
to protect against tail risks. 

Buy the ACGB Jul-22 vs the 
UST Feb-22 

217bp 
(15-Feb-12) 

158bp +59bp 150bp 190bp Hold:  Australian bonds continue to 
outperform. The Commonwealth Budget is 
likely to further highlight the value in 
holding ACGBs against US Treasuries.  

Buy the QTC Oct-15 against the 
Nov-14 (200% exposure) 

25bp 
(2-Mar-12) 

17bp +16bp 
(200% 
exposure) 

17bp 29bp Take Profit:  The QTC curve flattened in 
the rally this week. 

Buy the WBC Feb-17 Covered 
against  the ACGB Feb-17 (asset 
swap) 

197bp 
(9-Mar-12) 

192bp +5bp 
(+190*59/3
65 = 31bp 
carry) 

160bp 215bp Take Profit: Covered bonds have 
performed well, but emerging EU risks 
mean that it’s time to exit. 

Buy the ACGB Aug-15 linker vs 
the Oct-15 (BEI to widen).  
Receive fixed in ZCS at 2.65%, 
creating  

250bp 
(30-Mar-12) 

    Adjusted Trade:  We have deliberately 
transformed the trade by receiving ZCS 
against it.  The trade is now a (close to) a 
14bp per annum annuity.  

Sell the June IR futures against 
OIS 

30bp 
(11-Apr-12) 

30bp 0bp  20bp Hold:  A pre-emptory defence against an 
all-out credit contagion. 

Pay AUD 6M*1Y vs the NZD 
6M*1Y  

85bp 
(30-Apr-12) 

77bp -10bp 110bp 75bp Stopped Out:  Stop hit in the post-RBA 
rally 

Receive the 6M NZD OIS 2.45% 
(30-Apr-12) 

2.26% +19bp 2.15% 2.35% New Target and Stop:  The RBNZ may 
cut if the NZD remains elevated. 

 

 
 
 
 
 



Global Markets Research  

Fixed Income: Weekly Strategy 

3 

Forecasts revisions – taking stock after the RBA’s cut and relapse in global markets 

Adam Donaldson – Head of Debt Research – 61 2 9118 1095 – adam.donaldson@cba.com.au 

 Global conditions point to a slower rise in US benchmark yields, with clear downside risks. 

 Fiscal tightening and RBA rate cuts underpin strength in Aussie bonds and a narrower spread to the US. 
 

 Forecast review 

Global markets have continued down their 
rocky path since our last forecast review in 
February.  Overall, we’d give ourselves about 
5/10 on those numbers.  But the past month or 
so has been all one-way traffic the wrong 
direction. 

Initially, a recovery in risk appetite and the 
unfolding US economic recovery pushed bond 
yields higher.  US 10-years finally broke out of 
their three month range, touching a high of 
2.39% before ending Q1 at 2.2%, 10bp above 
our forecast.  Aussie bonds also traded 
according to plan, with yields rising to a lesser 
extent in response to solid offshore demand 
and the weaker domeastic economy.  The 
anticipated narrowing in the AUS-US spread 
came through slightly ahead of schedule, 
reaching 180bp.  That left the Aussie 10-year 
bond 10bp lower than forecast at 4.0%.  

More recently, the AUS-US 10-year spread has 
crunched into 160bp following last week’s 
larger than expecrted 50bp RBA rate cut.  That 
has compounded a relapse in US bond yields 
back toward historical lows as US economic 
momentum has waned and European sovereign 
problems resurface.  Figure 1 shows that 
Australian yields are now at fresh record lows, 
having dropped 80-110bp over the past couple 
of months.  

Figures 2 & 3 show we have now cut our bond 
forecasts for the remainder of the year.  The 
global back drop looks less conducive to the 
shift higher in yields we have been forecasting, 
but we still think the next major move in 
Treasuries is in that direction.  The larger 
change is at the front end of the Aussie yield 
curve, where the RBA’s 50bp cut and revisions 
to forecasts highlight the downside risks to the 
cash rate outlook.  That also influences the 
spread to Treasuries, which we forecast to 
continue narrowing. 

Reassessing the global backdrop 

The broad themes underpinning our forecasts 
remain largely in place.  Extreme uncertainty 
continues to surround the outlook for Europe.  
European sovereign bond spreads have 
genereally widened again over the past month 
or so, though are yet to reach pre-LTRO levels 
(Figure 4).  The results of three elections over 

Figure 1: Aggressive Aussie bond rally  

Source: CBA, Bloomberg 

 

Figure 2: CBA forecasts 

Source: CBA 

Figure 3: Revisions to CBA forecasts 

Source: CBA 

Figure 4: Spain and Italy bond spreads 
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Current Jun-12 Dec-12
Official Cash (%) 3.75 3.75 3.50

90-day BBSW (%) 3.81 3.75 3.60

Aus 2yr bond (%) 2.71 2.70 2.80
Aus 3yr bond (%) 2.71 2.70 2.80
Aus 5yr bond (%) 2.83 2.85 3.00

Aus 10yr bond (%) 3.41 3.50 3.80
Aus 3-10yr Curve (bp) 71 80 100
US 2yr bond (%) 0.25 0.25 0.35
US 10yr bond (%) 1.83 2.00 2.50

AUS-US 10yr spread (bp) 158 150 130

Jun-12 Dec-12

Aus 3yr bond (%) -110 -120

Aus 10yr bond (%) -75 -60

Aus 3-10yr Curve (bp) 35 60

US 2Y -5 0

US 10Y -40 -20

Uncertainty remains, 
especially in Europe. 

Aussie bond yields 
have fallen to record 
lows following the 
RBA’s 50bp rate cut. 
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the weekend highlight the public backlash 
against austerity measures, bail-outs and 
possibly the euro itself.  We wouldn’t be 
surprised to see spreads widen further as 
doubts over the willingness and ability of 
politicians and the public to steer the austerity 
course grow.  There is clear potential for flows 
into higher quality sovereigns such as the US, 
UK, Germany and Australia to drive bond yields 
lower still.  That should be the bias in the near 
term. 

At this stage, however, the base case remains 
that Europe will muddle through.  The recent 
deterioration in market confidence for European 
sovereigns has not had the same impact on the 
banking system as we saw in late 2011.  Banks 
are well-funded following the ECB’s second 
LTRO hand-out in February and many are well 
advanced on both capital building and funding 
tasks.  Our economists anticipate that Europe 
will endure a mild recession this year, but that 
world GDP growth will only be slightly below 
average because the financial system continues 
to function relatively well.  So, away from bouts 
of risk aversion such as that currently unfolding, 
we do not judge that Europe will take bench-
mark US bond yields a further step down. 

US economic data has weakened over the past 
month, adding weight to the view that some of 
the prior strength was due to an unseasonably 
warm winter.  The ‘fiscal cliff’ coming through at 
the end of the year is also garnering more 
attention.  But US credit and equity markets 
remain strong, clearly benefitting from the Fed’s 
easy money stance (Figure 5).  US corporate 
credit spreads are near post-crisis lows and 
equities near their peak, which suggests to us 
limited need and hope for further QE or even 
‘Operation Twist’ from the Fed.  The economic 
signals inherent in these risk gauges points to a 
continuation of the economic expansion that 
should ultimately take bond yields higher.  

We are cautious that Treasuries could rally 
further in the short-term given the news out of 
Europe and flow-through effects to various 
markets, including safe-haven bonds.  But we 
expect that relatively high US inflation (2.25% 
core CPI y/y) and the on-going decline in the 
unemployment rate will ultimately see markets 
question the Fed’s super loose policy stance.  
In the meantime, the Fed’s policy should 
continue to encourage the shift to riskier assets 
from defensive bonds that began to emerge in 
March.  We forecast the US 10-year Treasury to 
hold within of its recent trading range over the 
next couple of months, before drifting higher in 
the second half of the year to around 2.5% 
(20bp less than previously).   

 

 

Source: CBA, Bloomberg 

Figure 5: US bond and equity divergence 

Source: CBA, Bloomberg 

Figure 6: US unemployment rate vs real Fed 
Funds rates 

 
Source: CBA, Bloomberg 

Figure 7: Sub-trend GDP growth 
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Australia 

Australian economic data has continued to 
disappoint over recent months, finally resulting 
in the RBA’s decision to cut the cash rate 50bp 
last week.  Our economists have moved to 
insert another 25bp rate cut into the forecast 
profile, taking the cash rate to 3.50% in August. 
However, they note that the RBA’s new lower 
growth and inflation forecasts (and wide 
downwardly-biased forecast ranges) leave the 
door wide open for further easing if required.  
Their forecast for the unemployment rate to drift 
up to 5.5% points to further downward pressure 
on the cash rate (Figure 8).  We expect markets 
to keep pricing for cash somewhere near 3.0% 
in this environment. 

As highlighted over recent weeks, we also 
believe the massive tightening in fiscal policy 
being implemented in 2012-13 is positive for 
Aussie bonds (Figure 9).  In addition to its 
negative impact on GDP growth, the shift to 
surplus will further highlight the strength of 
Australia’s AAA rating.  As highlighted in the 
following article, this may further boost demand 
for AUD bonds as well as simultaneously lower 
supply.   

We lowered our target for our existing AUS-US 
10-year bond spread compression trade to 
150bp last week ahead of the RBA meeting.  
This week, we reduce our end-year forecast for 
the spread to 130bp.  As detailed in the table 
below, that doesn’t quite offset the full impact 
of the expected rise in US bond yields over 
time.  But it does leave us forecasting yields to 
remain at historically low levels.  We see the 
bias to these numbers as on the downside in 
the near term.  

Finally, as flagged some months ago, it’s also 
worth noting that the fiscal tightening and 
Australia’s safe-haven status may well be 
lowering the term premium for Australian 
bonds.  We can already see that shorter-dated 
paper is trading below levels we would normally 
associate with cash rate expectations (Figure 
10).  Swap spreads also appear to be holding 
wider than our usual indicators of financial risk 
would indicate (Figure 11).   

A steeper curve is not conducive to tighter 
swap spreads either, though household and 
corporate hedging flows are a much less 
important driver of swap spreads than prior to 
the GFC.  We may see receiving pressure from 
those investors caught on the hop by last 
week’s RBA rate cut, but, overall, we expect 
only a gradual tightening of swap spreads from 
here.    

 

 

 

Source: CBA, ANZ, Bloomberg 

Figure 8: Change in cash rate vs ANZ job ads 

Source: CBA, ANZ, Bloomberg 

Figure 9: Change in Commonwealth 
Government’s underlying cash position 

 

Source: CBA, ANZ, Bloomberg 

 

0

1

2

3

4

5

6

00 01 02 03 04 05 06 07 08 09 10 11

%
Real GDP (%, y/y) Trend

-60

-30

0

30

60

-5.0

-2.5

0.0

2.5

5.0

94 96 98 00 02 04 06 08 10 12

%pts %

Cash rate 
(lhs)

ANZ newspaper job ads
(rhs)

-4

-3

-2

-1

0

1

2

3

4

'71 '75 '79 '83 '87 '91 '95 '99 '03 '07 '11 '15

Pe
rc

en
t o

f G
DP

Towards Surplus (contraction)

Towards Deficit (expansion)

The RBA are now 
expected to cut 
rates further and the 
market will be 
reluctant to let go of 
a lower cash rate 
target.  

AUS-US 10 year 
bond spreads to 
tighten. 

Swap spreads to 
remain wider. 



Global Markets Research  

Fixed Income: Weekly Strategy 

6 

Figure 10: 2-year bond vs cash rate pricing 

 

Source: CBA, Bloomberg 
* average of 6, 12 & 18 month IB contracts. 

Figure 11: Swap spreads vs financial risk 

Source: CBA, Bloomberg 
 

Figure 12: CBA cash and bond forecasts 

 

Figure 13: CBA AUD swap forecasts 
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Cash rate 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Australia 3.75 3.75 3.50 3.50 3.50 3.50 3.50 3.50
New  Zealand 2.50 2.50 2.50 2.50 2.75 3.00 3.25 3.50
United Kingdom 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50
Germany 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.25
Japan 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10
Canada 1.00 1.00 1.00 1.00 1.25 1.25 1.50 1.75
2-yr bond yield 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 0.25 0.25 0.30 0.35 0.40 0.60 0.80 1.00
Australia 2.71 2.70 2.70 2.80 2.90 3.00 3.10 3.20
New  Zealand 2.58 2.50 2.40 2.50 2.70 2.80 3.20 3.70
United Kingdom 0.40 0.40 0.50 0.50 0.60 0.80 1.00 1.30
Germany 0.08 0.10 0.20 0.30 0.40 0.60 0.80 0.90
Japan 0.11 0.10 0.15 0.20 0.20 0.25 0.25 0.30
Canada 1.25 1.20 1.20 1.30 1.30 1.40 1.60 1.80
10-yr bond yield 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 1.83 2.00 2.20 2.50 2.70 2.90 3.00 3.20
Australia 3.41 3.50 3.60 3.80 3.85 3.90 3.95 4.00
New  Zealand 3.77 3.80 4.00 4.10 4.20 4.40 4.50 4.60
United Kingdom 2.00 2.00 2.10 2.20 2.30 2.50 2.60 2.60
Germany 1.58 1.50 1.60 1.80 1.90 2.10 2.20 2.40
Japan 0.87 0.90 1.00 1.10 1.10 1.10 1.20 1.20
Canada 2.02 2.20 2.40 2.60 2.80 3.00 3.00 3.00

3-yr bond yield 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
Australia 2.69 2.70 2.70 2.80 2.90 3.00 3.10 3.20

AUD Swap Rates 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
2-year 3.32 3.30 3.30 3.30 3.35 3.40 3.45 3.55
3-year 3.40 3.40 3.40 3.40 3.45 3.50 3.60 3.70
5-year 3.75 3.70 3.75 3.75 3.75 3.80 3.85 3.90
10-year 4.19 4.30 4.40 4.55 4.55 4.55 4.55 4.55
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Budget Preview – Debt Management 

Alex Stanley – Associate Analyst, Fixed Income – 61 2 9118 1125 – alex.stanley@cba.com.au 

 New CGS issuance over the next few years should be dominated by the refunding of maturities. 

 Market focus will be on the size of the fiscal tightening task needed to meet the 2012/13 surplus promise. 

 Limited new supply of CGS, amid strong demand, should lead to ongoing tightening of the Aus-US 10Y spread. 
 

 We issued a full Budget preview in the CBA 
Economics Perspective note on Friday. This 
note focuses on our expectations for CGS 
supply and other debt market implications from 
the 2012/13 Budget. We expect the 
Government to project small underlying Budget 
surpluses over next few years. To achieve that 
outcome, savings measures of $4-5bn per 
annum will be required.   

The 2011/12 Year 

AOFM data shows that Commonwealth 
securities outstanding have increased by 
35.8bn to $227.1bn over the financial year to 
April 27. The current composition of CGS 
outstanding is: 

- Treasury Bonds: $196.7bn  

- Treasury Indexed Bonds - $15.8bn  

- Treasury Notes - $14.6bn 

- Other Securities - $19m  

In total, nominal CGS outstandings have 
increased by approximately $35.4bn (Figure 1). 
Net new issuance is approximately $49.5bn, 
offset by the maturity of the $14.1 April 2012 
line. Following the MYEFO, the AOFM 
announced a revised issuance target of $53bn 
for the full 2012/13 financial year. With 9 weeks 
remaining until the end of the financial year, the 
AOFM are well on track to meet that guidance. 
Indeed, the recent switch to just one $700m 
tender per week reflects the fact that the AOFM 
have been running a little ahead of schedule. 

Linker outstandings have grown by $1.9bn over 
the year (no maturities). The $100m Sep-30 
tender due on 22 May means the AOFM will 
meet their $2bn total 2011/12 Indexed bond 
issuance guidance.  

Following the MYEFO, the AOFM indicated they 
want to keep at least $10bn of T-notes on issue 
at all times, after planning to rundown T-note 
volumes at the last Budget. Compared with last 
June, total T-notes outstanding are down 
$1.5bn.  

2012/13 CGS Supply Outlook 

The Government is likely to still forecast an 

Figure 1: Nominal ACGB outstanding - today 
and June 2011 

Source: CBA, AOFM 

 

 

Figure 2: CGS Issuance 

Source: CBA, AOFM 
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underlying operating surplus in 2012/13, but like 
the MYEFO last year, headline balance 
forecasts (which matter for bond issuance) may 
still show a small deficit. Nonetheless, the 
operating position is on the mend and that 
implies a step-down in CGS issuance. We 
expect a $23bn decline in the total CGS 
issuance volume to $32bn. The refunding of 
$26bn of maturities next year accounts for the 
lion’s share of new issuance.  

Most issuance, around $29bn, will likely be in 
nominal bonds. In last year’s Budget, the 
Government revealed a target for linker 
issuance volumes to reach 10-15% of all CGS 
outstanding. To achieve this target in the next 
year would require more than double this year’s 
inflation-linked issuance, which would be an 
ambitious target. We think $3bn is more likely. 
We see no reason for the AOFM to significantly 
alter their planned T-note issuance program and 
$10bn looks set to remain the likely minimum 
outstanding at any point in time. Figure 3 
illustrates our best guess estimate for total CGS 
outstanding over the next few years.  

Debt dynamics  

Beyond heralding the return to an underlying 
operating surplus, the Government will be keen 
to signal the peak in net debt at 9% of GDP in 
2011/12. That number obviously compares very 
well with developed economy peers, where 
50%+ net debt/GDP ratios are common. The 
low level of Government debt relative to the size 
of the Australian economy and relative to global 
peers will no doubt remain a key positive from a 
ratings perspective. 

While net debt is on the decline as a % of GDP, 
the level of net debt is expected to remain 
relatively constant for the next few years at 
around $130-135bn (Figure 4). As future 
operating surpluses grow, net debt should 
begin to decline meaningfully in about 3-4 years 
time (Figure 5).  

Total borrowing will continue to rise for the 
foreseeable future. The higher borrowing figures 
will eventually be driven by the 
Commonwealth’s policy of maintaining liquidity 
in the CGS market (by keeping outstandings 
steady at 12-14% of GDP). Figure 5 shows that 
this commitment to the CGS market means the 
Government will eventually accumulate a much 
larger cash and investments position. 

Debt market implications of the Budget 

On the release of the Budget, the key market 
focus will be on the magnitude of fiscal 
tightening to be delivered and on the 
accompanying economic forecasts. More fiscal 
tightening adds to the risk of more easing from 
the RBA. But the market is already priced for a 

Figure 3: CGS Supply Outlook 

Source: CBA, Budget papers, AOFM 

Figure 4: Commonwealth Net Debt as a % of 
GDP 

Source: CBA, Budget papers, AOFM 

Figure 5: Commonwealth total borrowing 

 

Source: CBA, Budget papers, AOFM 
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3% cash rate by the end of this calendar year. 
So it’s unlikely that bonds will rally significantly 
on the release of the Budget numbers. 

As we indicated in our latest Weekly Strategy 
note, the Government are expected to deliver a 
historically massive 2.5% reduction in the 
Budget deficit over the next year. We see some 
similarities with the 1996-98 period – where 
fiscal tightening generally depressed CGS 
yields. Yields are already at or near historical 
lows. But at the very least, we expect the 
ongoing fiscal tightening to contribute to a 
compression in the Aus-US 10Y yield spread. 
We target 150bp from 165bp today. 

There are other medium to long term market 
implications resulting from the current trajectory 
of fiscal policy. The return to surplus clearly 
limits growth in new CGS supply (Figure 3). And 
that’s occurring against the backdrop of a surge 
in foreign demand for CGS (Figure 6). Recently 
we highlighted the market implications of 
ongoing strong foreign demand for CGS in 
depth (Fixed Income Strategy, March 30). The 
main implications (beyond tighter Aus-US 
spreads) are: a flatter curve, wider swap 
spreads, tighter semi spreads to swap and a 
higher Aussie dollar.  

 

Figure 6: Foreign Ownership of CGS  

 

Source: CBA, ABS 
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NET FUNDING REQUIREMENT:

Headline Budget deficit -14.2 -26.7 -28.2 31.3 56.5 51.1 43.3 6.4 4.0 1.1

Bond maturities 7.2 6.1 2.9 5.1 6.9 18.8 14.1 25.6 22.9 31.7

Other redemptions 0.4 0 0.2 0.0 2.8 0.0 0.0 0.0 0.0 0.0

Miscellaneous -0.2 -0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Sub Total -6.8 -20.7 -25.0 36.5 66.3 70.0 57.5 32.1 27.0 32.9

Investments 20.0 24.4 20.8 17.3 0.0 -5.0 -1.0 0.0 0.0 0.0

Deposits at RBA -7.0 1.6 9.1 -3.0 -7.0 -2.6 0.0 0.0 0.0 0.0

Total 6.2 5.3 4.9 50.8 59.3 62.4 56.5 32.1 27.0 32.9

FINANCED BY

Debt issuance

  - Treasury bonds 6.3 5.2 5.0 34.1 53.7 56.0 53.0 29.0 24.0 30.0

  - Indexed bonds 7.1 3.4 2.0 3.0 3.0 3.0

  - Treasury notes (net) 16.7 -6.1 6.0 0.3 0.0 0.0 0.0

Total 6.3 5.2 5.0 50.8 54.7 65.4 55.3 32.0 27.0 33.0

  - net change -0.9 2.1 45.7 45.9 45.8 41.2 6.4 4.1 1.3

MEMO:

Coupon bonds outstanding 48.0 47.2 49.4 78.4 124.7 161.1 201.0 204.4 205.4 203.8

Indexed linked bonds 6.0 6.0 6.0 6.0 11.4 14.0 16.0 19.0 22.0 25.0

Treasury Notes 16.7 11.0 16.1 16.4 16.4 16.4 16.4

Commonwealth holdings 5.0 5.0 5.0

Total 54.1 53.2 55.4 101.1 147.1 191.2 233.4 239.8 243.8 245.2

Net debt -9.2 -31.0 -42.9 -16.1 42.3 84.6 132.6 133.3 135.7 134.1
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Taking advantage of two measures of inflation by paying CPI in 3Y ZCS 
(First Published 2 May) 
Philip Brown – Quantitative Strategist – 61 2 9118 1090 – philip.brown@cba.com.au 

 We alter our existing 2015 BEI widening trade by paying CPI and receiving fixed rate ZCS (paying CPI). 

 Linkers outperformed nominals, creating a discrepancy between the measures of expected CPI (BEI and ZCS). 

 We recommend those who didn’t already have the BEI widening enter the position now including the ZCS. 
 

 On 30 March we recommended selling the 
ACGB Oct-15 nominal to buy the ACGB Aug-15 
linker.  Today, we move to protect the position 
by implementing a 3Y ZCS trade.   

At the time of our recommendation, the spread 
between the two (the BEI) was 250bp.  We 
believed that the headline CPI rate would be 
higher than this over the coming year (including 
the 0.70% from the Carbon Tax in Q3 and Q4).  
We had always intended this to be a buy and 
hold trade and said so explicitly at the time.   

Since then, the spread has contracted to 
220bp, creating a 30bp mark-to-market loss.  
On one level, this is immaterial to an explicitly 
buy-and-hold trade.  On another level, though, 
it is still a significant loss.   

The reason for the loss is actually also our 
salvation, though.  The linker bond has failed to 
rally because it is now approaching yields that 
are “too low” to attract investors.  The 3Y BEI 
has dropped precipitously, from 2.50 to 2.21, 
but at the same time the 3Y ZCS has moved 
very little, from 2.80 to 2.70% (mid prices, bid-
offer can be wide because this is a slightly 
illiquid instrument).   

We pay inflation in the 3Y ZCS and, importantly, 
at a level higher than our original BEI trade.  As 
such, the trade now becomes a form of 
arbitrage.  The original trade was to pay a 
nominal yield (3.51%), to receive a linker yield 
(1.01%) and CPI (unknown).  We overlay this 
with a ZCS trade that has a paid CPI position 
(unknown) and a received fixed rate (assumed 
2.64%).  In total, this makes the trade received 
14bp per year for no outlay.  (See Figure 2.) 

Is this an arbitrage?  Very close to it, 
yes 

This is very close to an arbitrage trade.  There is 
some residual credit risk against the ZCS 
counterparty if the ZCS should move into the 
money.  However, that is a second-order credit 
risk.   

There are some slight differences in calculation 
procedures and compounding, but the principle 
is sound.   

Figure 1:  Two measures of inflation 
expectations 

Source:  CBA, Bloomberg 

Figure 2:  Diagram of revised trade 

 

Source:  CBA  

Figure 3:  3Y real and nominal yields 

2.00
2.10
2.20
2.30
2.40
2.50
2.60
2.70
2.80
2.90
3.00

Sep-11 Nov-11 Jan-12 Mar-12 May-12

2015 BEI 3Y ZCS

Sell
Nom.

3.51%

2.64%

ZCS
CPI

1.01% CPI
Net Result

Buy 1.01+2.64-3.51
Linker =+0.14

Sharp contraction in 
BEI with the rally 



Global Markets Research  

Fixed Income: Weekly Strategy 

11 

The trade should converge over time, but, if not, 
barring a counterparty default, this trade should 
result in a profit. 

How can this happen? 

We have commented before that the ZCS rate 
is not affected by the supply and demand 
factors present in the physical bonds.  In the 24 
August 2011 Inflation Market Update we 
commented on the fact that the inflation bonds 
struggle to rally below 1.00% in a general move 
lower in yields. This remains broadly true.  
Despite the massive rally in nominal bonds over 
recent weeks, short-end linkers have not 
managed to keep pace. 

After initially resisting the move entirely, the 
linkers did rally though 0.90% on the RBA rate 
cut yesterday afternoon.  (Figure 3.) 

As a consequence, BEI tightens sharply in 
rallies (Figure 1).  This result is most prevalent at 
the front of the curve, but is occurring 
everywhere.  The bonds all have much lower 
BEIs than the equivalent ZCS.  (Figure 4.)  The 
short-term nominal bonds have rallied furthest 
in the steepening rally.  The short linkers also 
have the lowest yields, meaning they meet even 
more investor resistance to further rallies.  Both 
effects combine to make the short-end ZCS to 
BEI discrepancy the largest. 

Australia: The Switzerland of the Pacific 

The above explanation explains how this 
discrepancy occurs, but not why.  We think the 
answer to why this is occurring is, amongst 
other things, the massive influx of foreign 
buying in bonds.  We have commented 
previously that the term premium in Australia is 
now appallingly small in nominal bonds (see 
Strategy Weekly of 23 April).  The rally since 
then has only exacerbated the problem.  (See 
Figure 5.) 

Essentially, we believe there is no longer any 
term premium in the 3Y nominal bond (only 
30bp or so).  However, the linker market, by 
virtue of its different investor base, has 
protected the term premium (linker yields are 
still 70bp or more).  That difference in term 
premium makes the arbitrage profit possible.   

Trade Recommendations 

We recommend complementing our existing 
BEI widening trade with a received fixed in the 
ZCS.  This makes the buy and hold position 
profitable.  Receiving the ZCS nullifies our 
original trade idea.  The mark-to-market loss 
remains, but there is no longer any CPI 
exposure and, if held to maturity, the trade 
creates a profit of 14bp per year. 

Source:  CBA, Bloomberg 

Figure 4:  3Y real and nominal yields 

Source:  CBA, Bloomberg 

Figure 5:  Collapsing Term Premium 

Source:  CBA, Bloomberg 
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We had already set the BEI side of the trade.  
However, by also implementing the transactions 
today, you could lock in effective annuity of 
around 43bp.  You would sell the nominal Oct-
15, buy the linker Aug-15 and receive fixed in 
3Y ZCS (2.69 mid).  As an active trade, you 
should profit if the discrepancy between BEI 
and ZCS resolves (which is likely in a sell-off).  If 
the trade does not converge, just hold it and 
pocket the eventual running yield. 
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Cash Rate Pricing 

 

 
 
 
 

Source:  All data sourced from Bloomberg.  Rates displayed are calculated using IB Futures (Australia), FF Futures (US) and OIS in all other 
currencies.   

 
 
 
 
 
 
 
 
 
 

Australian Cash Rate Pricing New Zealand OCR Pricing US Fed Funds Pricing
Cum. % chance Cum. % chance Cum. % chance

Rate of +25bp Rate of +25bp Rate of +25bp
Current 3.75 0 Current 2.50 0 Current 0.16 0
5-Jun-12 3.54 -284 14-Jun-12 2.24 -102 20-Jun-12 0.12 -16
3-Jul-12 3.33 -368 26-Jul-12 2.18 -127 31-Jul-12 0.15 -4
7-Aug-12 3.14 -443 1-Aug-12 2.16 -136 12-Sep-12 0.15 -4
4-Sep-12 3.01 -495 7-Nov-12 2.06 -175 24-Oct-12 0.16 0
2-Oct-12 2.92 -532 31-Jan-13 2.10 -159 11-Dec-12 0.15 -3
6-Nov-12 2.84 -564 30-Jan-13 0.16 0
4-Dec-12 2.78 -590 13-Mar-13 0.17 3
5-Feb-13 2.76 -595 25-Apr-13 0.17 4
5-Mar-13 2.77 -594 1-Aug-13 0.19 12

Candian Rate Pricing EUR EONIA Pricing UK SONIA Pricing
Cum. % chance Cum. % chance Cum. % chance

Rate of +25bp Rate of +25bp Rate of +25bp
Current 0.95 0 1W repo 0.13 Current 0.48 0
5-Jun-12 1.09 58 6-Jun-12 0.32 74 10-May-12 0.48 0
17-Jul-12 1.09 54 5-Jul-12 0.29 63 7-Jun-12 0.48 2
5-Sep-12 1.11 65 2-Aug-12 0.28 63 5-Jul-12 0.49 2
23-Oct-12 1.34 158 6-Sep-12 0.27 56 2-Aug-12 0.49 2
4-Dec-12 1.19 95 4-Oct-12 0.25 47 6-Sep-12 0.50 9
6-Sep-13 1.19 95 8-Nov-12 0.26 53 4-Oct-12 0.48 1

6-Dec-12 0.27 57 8-Nov-12 0.51 12
7-Feb-13 0.26 50 6-Dec-12 0.45 -11

7-Mar-13 0.26 53 27-Jan-12 0.47 -2
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CBA Forecasts: 

 

   

Cash rate 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25
Australia 3.75 3.75 3.50 3.50 3.50 3.50 3.50 3.50
New  Zealand 2.50 2.50 2.50 2.50 2.75 3.00 3.25 3.50
United Kingdom 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50
Germany 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.25
Japan 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10
Canada 1.00 1.00 1.00 1.00 1.25 1.25 1.50 1.75
2-yr bond yield 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 0.25 0.25 0.30 0.35 0.40 0.60 0.80 1.00
Australia 2.70 2.70 2.70 2.80 2.90 3.00 3.10 3.20
New  Zealand 2.58 2.50 2.40 2.50 2.70 2.80 3.20 3.70
United Kingdom 0.40 0.40 0.50 0.50 0.60 0.80 1.00 1.30
Germany 0.09 0.10 0.20 0.30 0.40 0.60 0.80 0.90
Japan 0.11 0.10 0.15 0.20 0.20 0.25 0.25 0.30
Canada 1.25 1.20 1.20 1.30 1.30 1.40 1.60 1.80
10-yr bond yield 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13
US 1.83 2.00 2.20 2.50 2.70 2.90 3.00 3.20
Australia 3.41 3.50 3.60 3.80 3.85 3.90 3.95 4.00
New  Zealand 3.77 3.80 4.00 4.10 4.20 4.40 4.50 4.60
United Kingdom 2.00 2.00 2.10 2.20 2.30 2.50 2.60 2.60
Germany 1.57 1.50 1.60 1.80 1.90 2.10 2.20 2.40
Japan 0.86 0.90 1.00 1.10 1.10 1.10 1.20 1.20
Canada 2.02 2.20 2.40 2.60 2.80 3.00 3.00 3.00

Currencies 7-May Jun-12 Sep-12 Dec-12 Mar-13 Jun-13 Sep-13 Dec-13 Mar-14
AUD/USD 1.02 1.08 1.08 1.09 1.10 1.08 1.08 1.08 1.05
AUD/JPY 81.14 91.80 97.20 100.28 104.50 102.60 102.60 102.60 102.90
AUD/EUR 0.78 0.85 0.82 0.81 0.80 0.80 0.80 0.81 0.79
AUD/GBP 0.63 0.69 0.68 0.67 0.67 0.67 0.68 0.68 0.66

AUD/CAD 1.01 1.07 1.06 1.06 1.06 1.04 1.05 1.06 1.04
AUD/NZD 1.28 1.27 1.26 1.24 1.22 1.23 1.23 1.23 1.24
USD/JPY 79.85 85.00 90.00 92.00 95.00 95.00 95.00 95.00 98.00
EUR/USD 1.30 1.27 1.32 1.35 1.37 1.35 1.35 1.33 1.33

GBP/USD 1.61 1.56 1.59 1.62 1.64 1.62 1.60 1.60 1.60
USD/CAD 1.00 0.99 0.98 0.97 0.96 0.96 0.97 0.98 0.99
NZD/USD 0.79 0.85 0.86 0.88 0.90 0.88 0.88 0.88 0.85
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Calendar – May 2012 

 
Note:  Figures in brackets represent previous result (if available).  All information is preliminary and subject to revision.  Chief Economist: Michael Blythe ph: 9118-1101     Economist: James McIntyre: 9118-1100 

Monday Tuesday Wednesday Thursday Friday
Central Bank Meetings 1 2 3 4
AU RBA (1 M ay) A U A I-Gro up P M I, A pr, Index, (49.5) EU Unemployment rate, M ar, %, (10.8) A U C B A / A i-Gro up P erf  o f  Serv Index, A pr, Index, (47) A U R B A  Statement o n M o netary P o licy, M ay
EZ ECB (3 M ay) A U R P  D ata ho use prices, M ar, m%ch, (0.2) EU/GE PM I manufacturing, Apr, Index, (46/46.3) NZ Employment growth, QI, m%ch , (0.1) EU PM I services/composite, Apr, Index, (47.9/47.4)
UK BOE (10 M ay) A U A B S H o use price index, QI, q%ch, ( -1.0) UK PM I construction, Apr, Index, (56.7) NZ Unemployment Rate, QI, %, (6.3) EU Retail sales, M ar, m/y%ch, (0.0/-2.1)
JP BoJ (23 M ay) A U R B A  cash rate, %, 4.00 , (4 .25) UK Net consumer credit, M ar, £bn, (0.4) CH Non-M anuf PM I Apr, Index, (58) GE PM I services, Apr, Index, (52.6)
CA Bank of Canada (5 June) A U 2012/ 13 Vic  State B udget US Factory orders,  M ar, m%ch, (1.3) EU PPI, M ar, m/y%ch, (0.6/3.6) US Non-farm payro lls,  Apr, '000, (120)
NZ RBNZ (14 June) A U 2012/ 13 N T  State B udget EU ECB announces interest rate, %, 1.00, (1.00) US Unemployment rate, Apr, %, (8.2)
US FOM C (20 June) NZ Avg Hourly Earnings, QI, q%ch, (0) UK PM I services, Apr, Index, (55.3) US Avg hrly earnings, Apr, m/y%ch, (0.2/2.1)

NZ Labour Cost - Priv Sect, QI, q%ch, (0.7) US ISM  non-manufacturing, Apr, Index, (56)
CH PM I M anufacturing, Apr, Index, (53.1)
UK PM I manufacturing, Apr, Index, (52.1)
US ISM  manufacturing, Apr, Index, (53.4)
US Total vehicle sales,  Apr, mn, (14.3)

7 8 9 10 11
A U A i-Gro up P C I, A pr, Index, (36.2) A U T rade balance M ar, $ bn, -2 .0, ( -0 .5 ) NZ Credit card spending, Apr, m%ch, (-0.2) A U Labo ur F o rce,  A pr NZ Food prices, Apr, m%ch, (-1.0)
A U B uild appro v, M ar, m%ch, 2.0, ( -7 .8) A U 2012/ 13 F ederal B udget JP Leading / Coincident Index, M ar, Index, (96.3/95.0)   emplo yment, '000, 5 .0, (44.0) CH PPI/CPI, Apr, y%ch, (-0.3/3.6)
A U N A B  B us co nf / co nd, A pr, Index, (3 / 4 ) GE Industrial production, M ar, m/y%ch, (-1.3/-1.0) GE Trade bal, M ar, €bn, (14.7)   unemplo yment rate, %, 5.2, (5 .2) CH Industrial production, Apr, y%ch, (11.9)
A U A N Z  Jo b ads, A pr, m%ch, (1.0) UK RICS house price balance, Apr, %, (-10.0) US Wholesale inventories, M ar, m%ch, (0.9)   part ic ipat io n rate, %, 65.4 , (65.4) CH Retail sales, Apr, y%ch, (15.2)
A U R etail t rade, M ar, m%ch, 0.4, (0 .2) CA Housing starts, Apr, '000, (215.2) NZ Business PM I, Apr, Index, (54.5) EU Euro Commission economic outlook released, M ay
A U R etail sales ex inf lat io n, QI, q%ch, 1.0, (0 .4) CH Trade balance Apr, US$bn, (5.4) GE CPI, Apr
GE Factory orders, M ar, m/y%ch, (0.3/-6.1) JP Curr a/c to tal/adjusted, M ar, ¥bn, (1177.8/854.1) UK PPI Input/Output/core, Apr, y%ch, (5.8/3.6/2.5)
US Consumer credit, M ar, $bn, (8.7) EU ECB M onthly report, M ay US Producer price index Apr, m/y%ch, (0/2.8)
CA Building permits, M ar, m%ch, (7.5) UK Industrial production, M ar, m/y%ch, (0.4/-2.3) US Uni. Of M ichigan confidence, M ay, Index

UK Total trade balance, M ar, £bn, (-3.4) CA Net change in employment, Apr, '000, (82.3)
UK BoE announces rates, %, 0.50, (0.50) CA Unemployment rate, Apr, %, (7.2)
US Trade balance, M ar, $bn, (-46.0)
CA Trade balance M ar, C$, (0.3)

14 15 16 17 18
A U H o using F inance, M ar A U R B A  B o ard M inutes, M ay A U M I/ WB C  C o nsumer Sent , M ay, Index, (94.5) A U M I Unemp.Expt, M ay, Index, (142.3) GE Producer prices, Apr, m/y%ch, (0.6/3.3)
   N o . o f  o wn-o ccupiers, %, -2.0, ( -2 .5) A U M o to r veh. sales, A pr, m/ y%ch, (4 .0/ 4.0) A U WP I QI, q/ y%ch, 0.9/ 3.6, (1.0/ 3.6) A U M I C o nsumer Inf lat io n Expectat , M ay, %, (3.3) CA CPI, Apr, m/y%ch, (0.4/1.9)
   Value o f  all lo ans, %, -1.0, ( -4 .0) JP Industrial production, M ar JP M achine orders, M ar, m/y%ch, (4.8/8.9) A U A WE F eb, q/ y%ch, 0.8/ 3 .9, (0 .5/ 4.3)
A U R B A  D ep.Go v. Lo we speaks in M elbo urne JP Consumer confidence, Apr, Index, (40.3) EU CPI, Apr, m%ch, (1.3); Core, y%ch, (1.6) A U 2012/ 13 T as State B udget
NZ PSI, Apr, Index, (53.9) EU GDP, QI, q/y%ch, (-0.3/0.7) EU Trade balance M ar, €bn, (3.7) NZ Producer prices, inputs/outputs, QI, q%ch, (0.5/0.1)
NZ Retail sales ex inflation, QI, q%ch, (2.2) EU/GE ZEW survey (econ. sentiment), M ay, (13.1/23.4) UK ILO unemployment rate (3mths), M ar, %, (8.3) JP Housing loans,  QI, y%ch, (2.2)
JP Domestic CGPI, Apr, m/y%ch, (0.6/0.6) GE GDP, QI, q%ch, (-0.2) UK Bank of England Inflation Report, M ay JP GDP, QI, q%ch, (-0.2)
EU Industrial production M ar, m/y%ch, (0.5/-1.8) US CPI, Apr, m/y%ch, (0.3/2.7); Core, m/y%ch, (0.2/2.3) US Housing starts, Apr, '000, (654) JP Capacity utilisation, M ar, m%ch, (-1.7)

US Empire manufacturing, M ay, Index, (6.6) US Building permits, Apr, '000, (764) US Philadelphia Federal Index, M ay, Index , (8.5)
US Retail sales, Apr, m%ch, (0.8) US Industrial production, Apr, m%ch, (0) US Leading indicators, Apr, m%ch, (0.3)
US Business inventories, M ar, m%ch, (0.6) US Capacity utilisation, Apr, %, (78.6) CA Wholesale sales,  M ar, m%ch, (1.6)
US NAHB housing market index, M ay, Index,(25) US FOM C M inutes, April

21 22 23 24 25
NZ Credit card spending, Apr, m/y%ch, (0.3/5.2) EU OECD Economic outlook, M ay A U D EWR  skilled vacancies, A pr A U H IA  H o using A ffo rdability Index, QI, Index, (58.5) JP CPI, Apr
EU Construction output, M ar, m/y%ch, (-7.1/-12.9) UK CPI, Apr, m/y%ch, (0.3/3.5); Core, y%ch, (2.5) JP Trade bal to tal/adj, Apr, ¥bn, (-82.6/-621.3) NZ Trade balance, Apr US Uni. Of M ichigan confidence, M ay, Index

US Richmond Fed, M ay, Index, (14) JP BoJ target rate EU PM I services/composite/manufacturing, M ay, Index
US Existing home sales, Apr, mn/m%ch, (4.48/-2.6) EU Current account, M ar, €bn, (-1.3) GE GDP, QI

UK Bank of England minutes, M ay GE PM I services/manufacturing, M ay, Index
US New home sales, Apr, '000/m%ch, (328/-7.1) GE IFO - Business climate, M ay, Index, (109.9)
CA Leading indicators, Apr, m%ch, (0.4) UK Retail sales, Apr, m/y%ch, (1.8/3.3)
CA Retail sales, M ar, m%ch, (-0.2) UK GDP, QI, q/y%ch, (-0.2/0.0)

UK Total bus investment, QI, q/y%ch, (-3.3/1.6)
US Durable goodes orders, Apr, m%ch, (-4.2)

28 29 30 31 Early June
A U R B A  Go v. Stevens speaks in Sydney A U H IA  new ho me sales A pr A U R etail t rade, A pr A U B uilding appro vals, A pr AU Business Indicators, QI 2012 (4 June)

JP Retail sales, Apr A U P relim. co nstruct io n wo rk do ne, QI, q%ch, 1.0 , ( -4 .6) A U C apex, QI, q/ y%ch, 3.0/ 24.3, ( -0 .3/ 30.0) AU RBA cash target, June (5 June)
GE CPI, M ay NZ Building permits, Apr A U P rivate secto r credit , A pr AU Balance of Payments, QI 2012 (5 June)
US S&P/Case-Shiller home price index, M ar, (134.2) GE Retail sales, Apr A U 2012/ 13 SA  State B udget AU GDP, QI 2012 (6 June)
US Dallas Fed, M ay UK Net consumer credit, Apr NZ NBNZ Business confidence, M ay AU Labour Force, M ay (7 June)

US Pending home sales, Apr JP Industrial/Vehicle production, Apr AU Trade Balance, April (8 June)
CA Teranet House Prices, M ar, y%ch, (6.1) JP Construction orders/Housing Starts, Apr AU Housing Finance, April (8 June)

US GDP,  QI
CA Current account, QI, CA$, (-10.3)
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Key Views    

United States 

  
Tactical 
(<1 mth) 

 
Strategic 
(>3 mths) 

The US data has hit a soft patch, but the overall trend still seems to be pointing to recovery.  
Despite the weaker payrolls print, the unemployment rate continues to trend down, having 
fallen from 9.0% last September to 8.1% in April. US inflation remains stronger than Fed 
forecasts, limiting room for breakevens to fall and putting a floor under yields. 

The FOMC has slightly lowered their unemployment forecasts, raised 2012 GDP forecasts and 
increased CPI forecasts.  But did not change the forward guidance on rates.  The Fed does not 
expect to tighten rates until the end of 2014.  Amid a recovery, that stance points to strong 
performance by risky assets, ultimately at the expense of defensive bonds.  The market should 
start to question the appropriateness of Fed policy at some point.  The performance of bonds 
over March indicates how quickly US bond yields can shift higher once the mood starts to turn. 

As the main safe haven currency, the USD is likely to trend higher this week reflecting 
potentially softer Chinese economic data, uncertainty about European governments’ 
commitment to austerity following elections in France and Greece and comments by EU 
Monetary and Economic Affairs commissioner Olli Rehn,  Over coming months we expect two 
key themes to support the USD:  (1) Concerns stemming from the Eurozone should maintain a 
level of USD support; and (2) The US economy is out-performing most of the G7, such as the 
Eurozone, UK and Japan.  Despite the recent re-strengthening in JPY, over the longer-term we 
expect JPY to resume its drift lower, as the JPY adjusts to various structural factors.   

Policy rate 0.1% 0.1% 

10yr bond 1.70% 2.10% 

2/10 curve 175bp 185bp 

USD/JPY 80.00 83.00 

EUR/USD 1.2800 1.2700 

Australia 

  
Tactical 
(<1 mth) 

 
Strategic 
(>3 mths) 

The RBA cut rates by 50bp in May, citing a lower inflation outlook.  The banks have not passed 
on the full amount, but mortgage rates have now dropped appreciably compared to October 
and so have met the criteria set down by the RBA in the May statement.  Retail Sales printed 
remarkably strongly this morning (though this was lost against the background of a European-
inspired rally).  The data increases expectations for Q1 GDP and the RBA is likely to stay on the 
sidelines until August.   

The potential for further rate cuts later in 2012 and capital flight from Europe will keep 
Australian bonds well bid.  Bonds look expensive versus the cash-rate outlook, but seem 
unlikely to sell-off until the European situation settles.  We look for the 10Y AUS-US spread to 
narrow and for the slope of the curve to range-trade, with a bias to steepen. 

We believe AUD/USD may briefly fall below parity in coming weeks.  The uncertainty of 
governments’ commitment to austerity in Europe following elections in France and Greece 
is likely to undermine AUD/USD.  The Chinese April economic data released on this week 
is likely to remain on a softening trend, and weigh on AUD/USD.  However, beyond the 
near-term weakness, we expect the AUD to be supported over coming months by 
stabilising global growth, particularly in China; and subsequently firm commodity prices. 

Policy rate 3.75% 3.50% 

10yr bond 3.20% 3.60% 

3/10 curve 80bp 85bp 

10yr EFP 80bp 80bp 

10yr v US 150bp 140bp 

AUD/USD 0.9900 1.0300 

   

New Zealand 

  
Tactical 
(<1 mth) 

 
Strategic 
(>3 mths) 

The RBNZ indicated that conditions have improved, but the relatively high NZD and delays to 
the Christchurch rebuild mean there is no urgency to hike rates.  The weak GDP, low inflation 
and increased unemployment rate reinforce that conclusion.  We expect a gradual tightening 
cycle beginning in March 2013, though the market is likely to price rate cuts before then.    

The risk is the RBNZ remains on hold for longer.  The RBNZ’s key concern at the March and 
April OCR meetings was the continued strength in the NZD.  The RBNZ highlighted that 
“should the exchange rate remain strong without anything else changing, the RBNZ would 
need to reassess the outlook for monetary policy settings”.  NZD has eased over recent weeks, 
reflecting softer than expected Q1 labour market data, and softening global dairy prices.  We 
think improvement in the global growth outlook, driven by Asia, should support New Zealand-
specific commodity prices over the year ahead.  These developments, coupled with 
reinsurance inflows related to the Christchurch earthquake should prove to be NZD supportive. 

Policy rate 2.50% 2.50% 

10yr bond 3.70% 4.00% 

2/10 curve 110bp 130bp 

10yr v US 180bp 200bp 

10yr v AU 40bp 50bp  

NZD/USD 0.7900 0.8200 

AUD/NZD 1.2550 1.2550 
\\\ 
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