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Extraordinarily low real yields dominate the asset price structure as 2013 begins.
Capital is unremunerative or unavailable. High potential returns exist in
depressed Europe, in credit markets, in US housing, and in the global equity
market. Investors are driven to an extreme risk barbell of both unremunerative
and high-yielding assets to achieve the returns they crave.
We expect global economic growth to improve but not boom in 2013. China and
Europe should recover gradually, allowing an uptick in global trade. Industrial
production momentum should start the year on an upswing, but global demand is
uncertain. Potential upside is large: business spending could rebound sharply if
progress is made on US fiscal reform and European institutional change. But we
are mindful of implementation risks when policy and politics must intersect.
Emergent themes include rising US household formation and baby-boomer
retirements, which could help shrink the output gap while presenting new secular
trends. How to transfer enough resources to cover liabilities associated with
aging will remain a problem across the developed world, especially as yields stay
mostly low.
Risk appetite should improve in 2013. The low yield structure has pushed far
enough out in maturity and risk space that it is having a visibly positive impact on
margins, credit quality, and US housing. These tailwinds should continue.
Central banks are unlikely to resist improvement in economic performance. But,
as has been true for several years, real fundamentals and market outcomes may
continue to rest heavily on political decisions made in Washington, Brussels,
Beijing, and maybe even Tokyo, Mexico City, and Tehran.

ANALYST CERTIFICATIONS AND IMPORTANT DISCLOSURES ARE IN THE DISCLOSURE APPENDIX. FOR OTHER
IMPORTANT DISCLOSURES, PLEASE REFER TO https://firesearchdisclosure.credit-suisse.com.
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Our theme of a year ago that intense credit stress would be met by aggressive intervention
by central banks has evolved. The stresses are still apparent, but the risks are somewhat
further at bay than a year ago. In the meantime, the investment universe has bifurcated
into more recognizable extremes of “safe” and unremunerated capital, standing in stark
contrast with locations where capital offers significant yields but where it is largely
unavailable.
Central bank intervention continues to limit the securities available to market participants:
despite large government deficits, global fixed income supply available to institutional
investors in 2013 will be at its lowest level since 2000.
Although our economic expectations for 2013 are far from spectacular, we forecast that
the global economy will strengthen somewhat as the effect of liquidity injections seen in
2012 moves from the financial arena (short periods of furious price appreciation in some
markets) to the real economy. Even modest upticks in economic growth intersecting with
still-accommodative monetary policies should provide a supportive springboard for equity
markets.
Of course, the effects of that central bank intervention have not stopped reverberating
across the markets themselves: assets are changing character under the effect of
sustained downward pressure on volatility, with riskier fixed income assets still expected to
benefit from the one-off gain that comes from discounting years of ultra-low rates. Even
historically low coupons for high yield offer a demanding hurdle for competing assets when
discounted by historically even lower volatility.
What we expect to change in 2013 is the need to take more risk to sustain high returns ‒
leverage in non-agency RMBS being one example. Reconfiguring investment processes to
reflect the intensity of credit and political risk in high-yielding assets is also required. In
recent years, this has been most visible with respect to Europe. Looking into 2013, we
think that it may be particularly apt in the US, where political wrangling over such issues as
the fiscal cliff and the grand bargain look likely to occasion bursts of market turbulence.
Fundamental policy innovation in countries as diverse as Japan and Mexico provide
another possible arena for financial outperformance.
We also highlight improvements in US household formation and the prospective labor
market changes from baby-boomer retirements, which could help shrink the output gap
while presenting new secular trends. How to transfer enough resources to cover liabilities
associated with aging will remain a problem across the developed world, especially as
yields stay mostly low.
This will underscore the ongoing challenge through 2013 to achieve a more lasting credit
and economic improvement – can policymakers initiate the fiscal tightening required to
make budgets work in the medium term without undermining activity in the here and now?
We would like to thank our readers for the business relationship we have enjoyed together
in 2012 and look forward to a prosperous 2013.
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Executive Summary
Our thinking
As we approach the new year, we take a moment to reflect on the year that has passed
and envisage the challenges and opportunities that lie ahead. Many of the themes that we
outlined heading into 2012 will remain key to financial discussions into 2013: a
disappointingly modest global recovery, navigating Lower-for-Longer interest rates in
many of the world’s largest bond markets, as well as the turbulence associated with
political and policy decisiveness (or lack thereof).
We begin by examining the macroeconomic backdrop. This, coupled with several
investment challenges, forms the basis for our recommended asset allocation weightings
in 2013. We then highlight several market themes that we view as critical in the 2013
market landscape. We conclude with a reflection on these macro themes by our product
teams, including key investment trades.

Backdrop for growth
Our central scenario for the global economy is a modest 0.3% acceleration in real growth
to about 3.4% in 2013. Of course, as with any scenario, there are upside and downside
possibilities. Our baseline assumes that we avoid a bad outcome that might stem from a
cascade of political and policy shocks. The US fiscal cliff is one such potential shock. If
handled better than we expect, the US and the global economies could move onto a more
solid growth path; the alternative is regrettably obvious (Scenario Analysis and Risks).
 Europe’s circumstances may not be good, but they look better in 2013 than 2012. We
expect the euro area to turn from recession to modest recovery (Europe in 2013: What
Could Possibly Go Wrong?).
 A European recovery, even a modest one, should allow a pick-up in the volume of
international trade, with real benefits to the more export-intensive emerging market
economies ‒ including, of course, China. In general, we expect a broad pattern of EM
performance at or above 2012 rates in the year ahead (China: Growth Stabilizing,
Structural Changes Needed, Emerging Markets).
 Among the major economies, Japan’s prospects look most disappointing. This may
inspire a turn toward even more vigorous policy stimulus (Japan Rates).
 With the outlook for global growth key in assessing the future path of commodity prices,
we believe that the commodity “super-cycle” is likely to have ended with the “Great
Recession” (Commodity Super-Cycle: Rest in Peace). We do not, however, expect a
crash; 2013 should be a period in which individual commodity fundamentals come back
into play (Commodities).

Challenges
 Navigating “Lower-for-Longer” interest rates: The global financial system is
adopting a configuration whereby capital is either unremunerative (think about the aftertax, after-inflation yield on US Treasuries) or unavailable (think of the episodic
experience of several euro-area peripherals). Catching the migration from one part of
the risk spectrum to the other will have a significant impact on performance in 2013
(Capital: Unremunerative or Unavailable). We also explore the implications of the “Lowerfor-Longer” theme in rates (US Rates, European Rates).
 Part of the challenge in 2013 may be locating securities: Global fixed income supply
should remain relatively subdued, particularly given the increased demand for such
assets. As a proportion of GDP, we forecast that net government issuance available to
the market will be the lowest since 2000 (Supply dearth supportive for fixed income).
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Positioning
Coupling these challenges with our central scenario for growth, we provide a framework to
aid in portfolio construction across the asset classes (Valuation Analysis/Portfolio
Recommendations). We also set out a number of stand-alone strategies that we believe
offer attractive risk/reward for the 2013 macro environment (Trades for Market Outlook).
Exhibit 1 highlights our core recommendations across three scenarios for growth.

Exhibit 1: Summary recommendations
Macro Scenario
Core Scenario

Strong Rebound

Growth Falters

Strong Overweight
HY

Overweight
Equities
Risky Sovereigns
Securitized Products
Industrial Metals

Equities
Risky Sovereigns
HY
Securitized Products

Brent
Industrial Metals

Safe Sovereigns
Dollar (TWI)
Gold

MBS
IG
Cash

Equal Weight
MBS
IG
Brent

Underweight
Safe Sovereigns
Cash
Dollar (TWI)
Gold

IG

MBS
Cash

Risky Sovereigns

Equities
HY
Securitized Products
Brent
Industrial Metals

Strong Underweight

Safe Sovereigns
Dollar (TWI)
Gold

Source: Credit Suisse

Macro themes
We expect the following to be key discussion points in the 2013 investment landscape:
 US: There seems little doubt that fiscal drag will increase in 2013 at the federal
government level. Financial markets are likely to be attuned to the scale of fiscal drag
and the orderliness of the political and policy process (Scenario Analysis and Risks, US
Rates).
 Europe: We expect a modest, “U-shaped” recovery in growth in the euro area in 2013,
but considerable uncertainty remains (Europe in 2013: What Could Possibly Go
Wrong?, European Rates, European Credit, FX Strategy).
 China: We believe that although Chinese economic growth has indeed bottomed, it will
lack upward momentum in 2013. A structural breakthrough is needed to revive it
(China: Growth Stabilizing, Structural Changes Needed).
 US Housing: In 2013, we think that the recovery in household formation will become
increasingly evident. We suggest gaining long exposure to US housing. This theme
would be enhanced as the credit arteries gradually unclog (The Housing Tailwind, NonAgency MBS).
 Profit Margins: Some investors think that US profit margins are extremely high by
historical standards. We find that margins are not high across all markets and believe
that margins can be sustained at current levels for longer than investors realize (Margin
Vulnerability, Valuation Analysis/Portfolio Recommendation).
 Monetary Policy: We do not expect monetary tightening from the major central banks
in 2013; indeed, we expect more easing from the Fed and possibly others. Dealing with
low interest rates and the search for yield will continue to challenge financial institutions
(Capital: Unremunerative or Unavailable).
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Expect a modest
acceleration in real
global growth to about
3.4% in 2013

2013 Core Views
We expect global growth in 2013 to be disappointingly similar to that in 2012, with a modest 0.3percentage-point acceleration in real growth to about 3.4%.
Despite rates being stuck at close to zero, policy makers are likely to be very active: we expect a
reduction in fiscal drag in the euro area but a step-up in the US, where we expect a rebalancing of growth
drivers toward business spending.
Elsewhere, we expect China to base and benefit, along with many EM countries, from this year’s
monetary stimulus. By contrast, we expect Japan to languish.

The Credit Suisse economics team thinks that the most likely path of the global economy
is a modest 0.3-percentage-point acceleration in real growth to about 3.4% in 2013. This is
measured on an average year basis; measured from year-end 2012 to year-end 2013, the
acceleration is more substantial, from about 3% growth in 2012 to just under 4% in 2013.
Europe’s circumstances may not be good, but they look much better than they did only a
few months ago. Considerable fiscal austerity having already been implemented, fiscal
drag in 2013 is expected to be much less intense than in 2012 (1.1% of GDP on a euroarea basis in 2013 versus 1.7% in 2012). Economies have done a lot of adjusting too,
however painfully. Several of the peripheral economies, for example, have swung away
from large current account deficits. While much of this reflects more a curtailment of
imports than a surge of exports, it still serves to reduce these countries’ vulnerability to
foreign capital flows. The ECB announcement of its OMT program meanwhile has
staunched, even if not reversed, the domestic capital flight that had severely tightened
financial conditions in several countries, most notably Spain.
In financial markets, the counterpart to the OMT and the Fed’s securities purchase
programs is what we expect to be an unusually challenging environment for investors to
locate new securities.

Euro area to turn
from recession to
modest recovery

We expect the euro area to turn from recession to modest recovery as fiscal drag lessens
and financial conditions loosen. This will relieve some of the pressures on places such as
the UK and Eastern Europe that have deep trading links with the euro area.
A European recovery, even a modest one, should allow a pick-up in the volume of
international trade, with real benefits to the more export-intensive emerging market
economies. Many of them will also benefit from easing their monetary and/or fiscal policies
as they have been doing to counter the slowdown processes they faced in 2012. The
“stop-go” macroeconomic policy pattern in EM in recent years needs over time to be
smoothed by structural reforms, but for now, the “go” setting should encourage global
growth. Mexico, China, India, and Brazil lie along a continuum of structural reform and
“stop-go” macroeconomic policies, but we expect a broad pattern of EM performance at or
above 2012 rates in the year ahead.
The US is in a different cyclical and policy situation. Housing and car sales are at long last
showing some responsiveness to the low-interest-rate environment. Just as the consumer
side of the economy has perked up – in growth rate terms, levels of activity are still fairly
subdued – the business sector of the economy has fallen into a new funk. Exports have
been hampered by the global environment, as have the profits of major American-based
multinational corporations. Capex has weakened after leading the economy in the earlyrecovery phase of 2010 and 2011.
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Some of the business spending softness may be attributed to concerns about the fiscal
cliff that awaits the economy on New Year’s Day. The concerns seem warranted even if
the political management of the well-advertised fiscal cliff is uncertain. The full fiscal
tightening implicit in all the provisions of the budget scheduled for January 1 is about 5%
of the nominal GDP, likely an insurmountable blow to an economy growing only 4% in
current dollar terms. There is a nearly universal expectation that not all of these provisions
will be implemented; but there can be little doubt that the US faces more fiscal drag in
2013 relative to the year past, perhaps on the order of 1.5% of GDP in 2013 versus
something a bit under 1% in 2012.
“Frankenstorm” Sandy is likely to contribute to somewhat erratic monthly economic statistics
for a number of months, perhaps overlapping with fiscal drag effects early in the new year. If
history is an accurate guide, natural disasters come and go, but fiscal shocks are
fundamental. We expect the effect of the fiscal shocks to be more visible in the first and
second quarters of the year and then fade somewhat in the second half as higher taxes and
reduced government outlays become baselines for sequential calculations. If so, even the
US will be contributing to somewhat stronger global GDP growth by summer or autumn.
Please see our forecast tables for our growth projections in major regions of the global
economy.
Based on central
scenario, HY and
equities attractive

We set out our expectations for the market implications of this scenario in our
Asset Allocation recommendations. Summarized briefly, we expect “safe” sovereigns to
deliver returns similar to cash, recommend extending down the credit curve into HY, and
prefer equities to IG credit.

An upside scenario
Economic performance could improve more than we expect. Cash levels in businesses and
banks are high, providing the wherewithal for spending as the willingness to spend revives.
Spending has been restrained in 2012 by the intersection of significant fiscal drag in
Europe; episodic bouts of capital flight and financial instability in Europe; business
uncertainty about US elections and the paths over, under, around, and through the fiscal
cliff; the lagged effects of 2011 policy tightening in many emerging markets; and the
knock-on effects of the sluggish North Atlantic economies on the emerging market export
power houses, particularly in Asia.
Our central scenario is that these restraints ease in the course of the next year. It is
possible, however, that these restraints have been interactive rather than just additive.
That would mean that relieving two restraints, for example, unlocks more economic
dynamism than the sum of the two effects each analyzed in isolation. “The whole is
greater than the sum of the parts” or “nothing succeeds like success” would be two
aphorisms that capture this type of phenomenon.
Certain curative processes may also have larger or more rapid effects than we have been
able to model. Implementation of new financial regulation, no matter what the merits in the
aftermath of the financial crisis, has had some inhibiting effects on credit creation in the
last few years. But with the passage of time and the clarification of the new rules of the
financial road, more of the new regulatory regime passes into the baseline. This could
open a somewhat more liberal lending and borrowing climate.
It may also be that regulatory acclimatization by financial intermediaries will allow the
monetary medications of QE, LTRO, OMT, and all the rest to unclog the arteries of credit.
The US residential mortgage market is one example of where this could become evident.
The nascent rebound in family formation and some firming in house prices could improve
the standing of housing as collateral and inspire a fuller response by lenders as well as
borrowers to ultra-low mortgage interest rates than has occurred so far.
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Monetary authorities in the developed economies would likely welcome this outcome.
They might not ease further, but we would not expect tightening either. A better economic
tone encountering no monetary policy resistance would likely make for a stronger
acceleration in global GDP growth than our moderate pick-up central scenario.
An optimistic perspective would also suggest somewhat greater cooperativeness in
American politics. No matter the election outcome, a natural disaster like Sandy may leave
the political class in a frame of mind to suspend fractiousness, at least for a time. That
means less “fiscal cliff,” at least for now, and more economic growth, at least for now.
More growth could grease the wheels of political progress in Europe too and would almost
assuredly make structural reform in China and other emerging markets easier to achieve.
Upside scenario: risky EUR
sovereign outperformance,
significant HY spread
compression

In this scenario, we would expect strong outperformance from risky EUR sovereigns and
significant spread compression for HY. “Safe” sovereigns would be expected to deliver a
negative total return, as would the dollar, likely encouraging a more meaningful flow of
funds back to equities and EUR-exposed emerging markets.

A downside scenario
Adverse outcomes lie along a continuum, just as more positive outcomes do. One route by
which a bad outcome for global economic performance might be realized stems from a
cascade of political and policy shocks.
Sequentially, the scenario would perhaps start veering in a bad direction with a US
election outcome that perpetuated political gridlock. The US falls some distance off the
“fiscal cliff.” Cash flows dependent on government are crimped, whether by tax increases
or public spending disruptions. Financial markets respond predictably poorly, presumably
with special pressure on risk assets.
The bearish environment reignites turmoil in Europe. This makes the effort to undergird
banking, financial market, and currency stability in Europe – a tricky enough exercise in
the best of circumstances – that much more difficult to implement. Acknowledging the
huge disparity between Greece and Germany, the euro zone’s recession has nonetheless
been noteworthy more for its duration than its intensity. New bouts of financial turbulence
would most likely extend that duration into 2013, with undertow effects on the UK and
Eastern Europe.
In turn, US and European weakness would pose a continuing challenge to the export
engines of Asia and Latin America. This could be particularly awkward for China, where a
new senior leadership would still be consolidating its administrative apparatus in early 2013.
In brief, this scenario is perhaps not as intense as the Great Recession of 2008-2009, but
global GDP growth would subside from the already-sluggish 2012 pace rather than improve.

Downside scenario:
USD rates to
outperform most
securities

2013 Global Outlook

In this scenario, we would expect significantly negative returns in equities and risky credit
assets. The weaker credit links in the G10 markets (euro area, Japan, and perhaps UK)
would be expected to see most stress, with USD rates outperforming most securities. The
challenge for many portfolios would be to generate sufficient rallying assets given the low
starting point for core rates, implying strong demand for implied volatility.
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As Japan showed, the early years of a migration to ultra-low rates are very attractive for fixed income
assets as the market delivers a one-off increase in capital values.
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Part of the challenge in 2013 may be locating securities: as a proportion of GDP, we forecast that net
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The other challenge will be to recall that post-2009 returns in fixed income assets have been exceptional:
sustaining them will require increasing risk in 2013.

2013 Thematic Trade Ideas
Although our core scenario is for a still-challenging macro backdrop, we advocate overweights in HY,
securitized products, risky sovereigns, and equities versus underweights in “safe” sovereigns and cash.

We present our summary recommendations for asset allocation relative to the three
scenarios described in our lead article.

Exhibit 2: Summary recommendations
Recommendations are scaled from ‘--‘ (strong underweight) to ‘++’ (strong overweight)

Recommended Weighting

Strong Rebound

Equities

+

++

-

Sovereigns – “safe”

-

--

++

Sovereigns – risky

+

++

=

MBS

=

-

+

IG

=

=

+
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++

++

-
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Key challenge in 2013
will be locating
securities

Asset

Growth falters

Source: Credit Suisse

Market recommendations
Focusing on the market challenges facing asset allocators, we summarize our analysis as
follows:
 Institutional investors are squeezed between regulation that pushes them toward fixed
income assets, central banks’ non-conventional monetary policies that withdraw some
of those assets from circulation, and households that are seeking securities with yields
that at least deliver a degree of inflation protection.
 As a proportion of GDP, we forecast that, allowing for the authorities’ purchases, net
fixed income issuance available to the market will be the lowest since 2000.
 The result is a set of unpalatable choices between assets with low (or no) yield and
others, for example, with much higher yields and messy politics (risky EUR sovereigns)
or an unpleasant recent history of higher volatility and underperformance (equities).
See Capital: Unremunerative or Unavailable.
 Against this backdrop, even for an improving macro backdrop, we expect fixed income
assets to remain rich in 2013.
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 As Japan showed, the early years of a migration to ultra-low rates are very attractive for
fixed income assets as the market delivers a one-off increase in capital values from the
prospect of low rates being extended for the foreseeable future. In particular, we see a
favorable tailwind for assets sensitive to the recovery in US housing.
Recommend
overweight in HY and
securitized products

 On a risk/reward basis, HY in particular stands out. Based on the carry of our cash
index and the average volatility seen over the past three years, it offers an ex ante
Sharpe ratio of just under 1.5. Within securitized products, our analysts prefer nonagency RMBS and CMBS, noting that higher leverage may be required to achieve
target returns for many investors.
 From the perspective of our analysis of very long-run returns, it is no surprise that the
richness of “safe” sovereign assets relative to equities stands out more than the
cheapness of equities themselves.
 However, “safe” sovereigns have become a thinly populated asset class with high
concentration risk. They continue to have an important role in the portfolio but are likely
to be more like credit assets in their return characteristics compared with prior periods
(see the discussion in the section on the role of “safe” sovereigns in the portfolio
below).
 By contrast, the risky sovereign asset class is booming but burdensome ‒ booming
because it has expanded so widely and burdensome because political/credit risk is
demanding and time-consuming to assess. Equally importantly, in our view, it creates a
source of alpha opportunities for investors at a time when they are scarce.
 With implied volatility in many asset classes closing 2012 at low or ultra-low levels,
these risky assets will appear attractive for the yield and potential upside they offer
relative to many alternatives, particularly when adjusted for the capital cost of holding
them. As a result, we expect risk management within sovereigns to continue to receive
a disproportionate amount of investors’ time.

Prefer risky
sovereigns and like
pro-risk trades in FX

 In our core scenario, we expect risky sovereigns to outperform in 2013. Within that
bucket in EM, we like India, Hungary, Turkey, and Russia, whereas we see Korea,
Malaysia, Thailand, and Poland as underweights. In terms of expressing the view, we
note that local currency yields are abnormally wide relative to hard currency yields for
EM as a whole. In Europe, to start the year, we prefer lower spread/lower volatility “soft
core” sovereigns given what we expect to be a New Year hangover in Spain.
 We see end-year depositioning as offering attractive entry points to FX exposure to
express the pro-risk view, notably in BRL, with our FX team also favoring exposure to
MXN and TRY within EM. The team remains bearish on EUR and, given the number of
false starts, prefers to wait for clear policy change before recommending bearish JPY
exposure.
 While we still view the “down-in-credit-quality” trade with high conviction, by contrast, in
assessing the case for increasing equity weights, it is important to acknowledge that
there is no free lunch – even the “safest” component of the equity market has been a
less efficient portfolio asset than risky fixed income in recent years (see the discussion
on cross-over fixed income/equity assets below).

Also make the case
for upside in equities

2013 Global Outlook

 The case we make is one for sustained high profit margins combining with cyclical relief
to give potential upside for equities that the vast bulk of fixed income assets cannot
match: the limited upside from being “short the put” finally being matched or overcome
by those from being “long the call.” This is most likely to be seen convincingly in our
“upside surprise” scenario, whereas in our core scenario, we expect the
outperformance to be concentrated versus “safe” sovereigns and IG.
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Supply dearth supportive for fixed income
Finding bonds to buy looks to be a challenging task in 2013
Our starting point for asset allocation is to look at the assets likely to become available
over the course of the year, and from that perspective, we expect 2013 to offer limited
choice in fixed income.
We forecast that global fixed income supply will remain relatively subdued, particularly
given the increased demand for such assets. Some will note that gross supply in some
markets has reached record levels, but a large amount of such issuance has come in the
form of refinancing maturities – while global net issuance has fallen well off its peak.
Central bank activity also has reduced, and is likely to continue to reduce, the available
supply of new debt to the market.
Net government
issuance to fall to
post-crisis low

Globally, we expect net issuance of government securities to total about $3.1 trillion, about
90% of which should be from G3+ nations, with EM accounting for the remainder (Exhibit 3).
This net supply is likely to be slightly lower but close to levels experienced in the past few
years and well off the peak years of 2009 and 2010.

Exhibit 3: Global government issuance dominated by developed world
In US$bn, G3+ and EM net government debt issuance
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Source: Credit Suisse, official sources

The US and euro zone should see government issuance at about the same amount of net
debt in dollar terms in 2013, while we expect Japan’s share of debt to rise modestly. In
EM, we expect Latin America’s net debt issuance to be close to flat, while Emerging
Europe, the Middle East and Africa, and Asia should have net issuance on a par with 2012
levels.
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Exhibit 4: G3+ government net debt issuance

Exhibit 5: EM government net debt issuance
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While we expect net debt issuance to be lower this year than it was in the prior four years,
when normalized by GDP, that issuance is approaching levels last experienced in the
early 2000s. But, importantly, with our expectation that the Bank of Japan, the European
Central Bank, and the US Federal Reserve will all purchase government securities next
year – as most have during the recent past – net issuance available to the market as a
percentage of GDP is likely to fall to levels not experienced since 2000 (Exhibit 6).

Exhibit 6: Gross supply is high, available supply is not; G3+ “net net”
government debt issuance is around mid-2000s levels as a percentage of GDP
Net government debt issuance after central bank activity, as % of GDP

Source: Credit Suisse, Official Sources

Taking the US as a case in point, we forecast that total US taxable fixed income net supply
‒ including Treasuries, Agencies, Agency Mortgage, Asset Backed Securities (including
CMBS and private-label mortgages), and Corporates ‒ will climb several hundred billion
dollars to over $1.3 trillion in 2013. However, we expect the Federal Reserve to continue
to purchase Agency-MBS and renew buying of longer-maturity Treasury securities next
year – effectively reducing net issuance by $1 trillion.
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Demand for fixed income securities through purchases of mutual funds has been a
powerful factor in recent years. Our US economist, Dana Saporta, highlights that US
households’ appetite for fixed income securities has only intensified in recent months.

Exhibit 7: US retail investors – hungry for returns but wary of equities
Monthly net mutual fund inflows, $bn
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Indeed, what stands out is that in 2012, the normal seasonal inflows into equities in the
spring months failed to occur, while the equity rally in 2H has similarly failed to entice retail
inflows (Exhibit 8).

Exhibit 8: Equity fund inflows vs. SPX
Monthly net mutual fund inflows, $bn
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Net investments in bond
funds not expected to
be as heavy
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While part of the explanation for this unusual flow of retail portfolios is very likely the
sustained positive performance from fixed income funds that a move higher in interest
rates would dent, the strength of fund flows does fit the pattern of chasing rich assets seen
at previous structural valuation extremes – see below. Given the Credit Suisse central
scenario for 2013, we expect bond funds to continue to experience inflows, but net
investments are not expected to be as heavy as they have been in recent months.
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This still leaves a problem for institutional investors, as any new demand from insurance
products and retirement funds will be further enhanced by about $1 trillion of coupon
payments – most of which we expect to be reinvested into fixed income products. The
Fed’s activities look to keep available supply below coupon payments for the third straight
year at the second-lowest level in a decade (Exhibit 9).

Exhibit 9: US taxable fixed income net issuance likely to be higher – but Federal
Reserve activity reduces available bonds substantially – and well below coupon
payments
US$bn
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Treasury “net net”
issuance to be dominant
supply available

Breaking down our expectations for US fixed income supply, we note that Treasuries have
dominated the supply available to the market, but another round of Fed purchases in 2013
would likely reduce the amount of effective supply by half, while Agency MBS purchases
should decrease the amount of MBS securities available by almost $400 billion.
Meanwhile, we expect non-financial net issuance to increase slightly to about $300 billion.
However, we expect most other markets to either shrink or have only modest net issuance
in 2013 (Exhibit 10).

Exhibit 10: Treasury “net net issuance” likely to be much lower in 2013 but to
remain the dominant supply available to the US market
Net issuance of US$ fixed income product after Federal Reserve purchases, US$bn
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Long-run valuation – migration of the herd
In considering the hard choices made unavoidable by restricted fixed income supply, might
necessity prove to be a virtue?
Exhibit 11 shows long-run returns for a selection of assets as maintained by our Global
Strategy team. The team observes that usually it takes a good deal more than one or two
growth cycles for bond or equity valuations to reach truly secular extremes. For
commodities, the time period is likely to be shorter (a decade or so), but either way, it is
usually at that precise point of multi-decadal extremes that a kind of collective social mania
takes place and many investors, analysts, and media commentators start thinking and
talking as if:

“This time is different” … (equities in 1999/2000, oil in 2008, “safe” bonds now?)
This is a sure sign that the last holdouts against the momentum trade have recently
bought ‒ or been forced by investment consultants, actuaries, accountants, trustee
boards, or perhaps regulators to buy ‒ assets at a price that they would have only a short
time ago regarded as inappropriate and unsustainable.
So a general rationalization of such behavior takes off, pointing out all the differences
between this cycle and its predecessors ‒ fantasizing about infinite wealth, as in 2000,
looking fearfully or gleefully for systemic breakdown or blow-up (as now), and giving ear to
superficially profound work on potential growth and productivity.
For a detailed discussion of historical valuations within the context of identifying whether
we are entering a new era for “safe” bond yields, please see Market Focus: This Time is
Different....

Exhibit 11: Deviation from long-run return trend
Deviation from trend or average, in standard deviations

Deviation in % / log difference

Assets

Now

Mar 2009

Mar 2000

Now

Data Sample

Gold

4.00

1.56

(0.39)

135%

1841, Monthly

Oil

2.46

0.40

(0.17)

127%

1861, Monthly

Copper

0.74

0.15

(1.24)

43%

1850, Monthly

US Real Equities

(0.18)

(1.50)

2.19

-6%

1850, Monthly

UK Nominal Long Bond Yields

(0.36)

(0.05)

0.17

-1%

1750, Monthly

European Real Equities

(0.81)

(1.38)

2.10

-28%

1926, Monthly

US Nominal Long Bond Yields

(1.09)

(0.67)

0.61

-2%

1800, Monthly

US Real Long Bond Yields

(1.50)

(1.02)

0.17

-3%

1919, Monthly

US Equity vs. Bonds

(1.70)

(2.59)

1.72

-57%

1960, Monthly

Japan Equity vs. Bonds

(1.99)

(1.81)

0.38

-102%

1958, Monthly

European Equity vs. Bonds

(2.01)

(2.68)

2.89

-42%

1960, Monthly

Japanese Equities

(2.10)

(1.92)

0.80

-89%

1920, Monthly

Real US House Prices

(2.98)

(2.10)

(0.07)

-23%

1968, Monthly

Source: Credit Suisse

The contrarian case for equities is clear. In the sections below, we look at how to assess
the risks and how far to go in implementing the contrarian view.
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Portfolio construction: diversified fixed income versus
traditional balanced portfolio
Comparing crossover assets in
equities and fixed
income

Recent experience has emphasized how challenging it is to add equity exposure to a fixed
income portfolio in a way that enhances the risk-adjusted return. We look at two exercises
for investors considering their options:
 How do companies paying consistent dividends compare with risky fixed income credit?
 To what extent can a diversified fixed income portfolio compete with a traditional
balanced fund?

Stacking up equity dividends versus fixed income credit
One specific area of focus for many investors lies in the crossover space between equitylike bonds and bond-like equities.
Using the S&P Dividend Aristocrats index, a basket of 25 US stocks compiled by our
HOLT® team with cash flows to support dividends of at least 2.5% (Bloomberg ticker:
HTUSDVYY) and two Credit Suisse Fixed Income indices (LUCI Plus ‒ US corporates and
SBI ‒ hard-currency EM credit), we investigate the risk/reward characteristics of each of
these assets.
Exhibits 12 and 13 illustrate the risk and returns of the three indices, summarizing across the
post-2006 period as a whole and breaking into three sub-components: 2006 to 2007 (precrisis), March 2009 to today (post-crisis), November 2010 to November 2012 (last two years).
The Dividend Aristocrats index produces higher returns during most of these periods, but
this has tended to come at the expense of high volatility, resulting in a lower Sharpe ratio
in all periods compared to the FI indices. The HOLT® basket has also exhibited higher
volatility than the fixed income indices but has had more stable returns, resulting in a more
stable Sharpe ratio.

Exhibit 12: Annualized returns and volatility …

Exhibit 13: … and resultant Sharpe ratios
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Finally, we also consider the performance of the different assets during periods of risk
aversion (as proxied here by a monthly decline of SPX of at least 5%). We note that the
correlation for both the Dividend Aristocrats and the HOLT® basket drops in periods of
equity market sell-offs compared with their correlation in other periods. Within equities,
these are clearly risk-reducing assets. Nonetheless, they continue to exhibit positive
correlation with SPX during these phases, in contrast to the fixed income indices.
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Exhibit 14: SPX correlations
Correlation of monthly returns; SPX sell-offs defined as monthly periods during which SPX dropped by at least 5%
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Portfolio
optimization
alternatives for
balanced funds

Comparing balanced equity and diversified fixed income portfolios
In light of some of the portfolio construction challenges for investors in 2013 identified
above and the pressure to match fixed income-type liabilities with fixed income assets, we
consider the performance of a classic balanced equity – bond portfolio with that of a
diversified fixed income portfolio to gauge the extent to which the latter can be considered
as a possible alternative.
Our balanced portfolio is simplified to hold 20% MSCI World, 40% US credit, 20%
Treasuries, 10% Bunds, and 10% gilts, whereas our diversified fixed income portfolio
holds a combination of Treasuries, gilts, and Bunds (30%); US and EUR Agencies and
non-euro G10 sovereigns (10%); MBS (15%); credit and HY (30%); and risky EUR
sovereigns (Italy and Spain) 10%. In each case, returns are hedged into dollars.

Exhibit 15: Classic equity – bond versus diversified fixed income portfolio
See text for details

Total Returns level since 2010
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Total return on the balanced portfolio has been higher, but this has come at the cost of
increased volatility. As a result, on a risk-adjusted basis, the diversified fixed income
portfolio has exhibited a higher Sharpe ratio.
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One reason for this, as we have highlighted previously, is that the exposure to risky EUR
sovereigns has been offset within a diversified fixed income portfolio by exposure to “safe”
sovereigns, MBS, and to some extent credit assets as the market has discounted a
lengthy period of low core rates, low implied volatility, and hence reduced spread risk.

Exhibit 16: Diversified fixed income portfolio has competed effectively with
balanced equity – bond portfolio since 2010
Portfolio

Classic equity – bond portfolio

Diversified fixed income

Post-2010 return

22.8%

19.5%

Annualized return

7.3%

6.3%

Annual volatility

3.5%

2.4%

Sharpe ratio

2.11

2.63

Source: Credit Suisse

Exhibit 17: Results of portfolio optimization
Optimized portfolio across all assets: actual weights in solid color versus indicative benchmark weights
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Volatility as a portfolio asset
Against a backdrop of ultra-low yields and limited opportunity for diversification, less
conventional assets are highly likely to feature in the discussion of asset allocation choices
in 2013, in our view.
Volatility risk premia
as potential sources
of alpha

In that regard, one enduring market phenomenon – and potential source of alpha –
through cycles of boom and bust has been the positive difference between implied and
realized volatility, also known as the volatility risk premium. As shown in Exhibits 18-20,
the volatility risk premium has generally been positive in equities, interest rates, and
currencies over the past ten years. This is widely attributed to a steady demand for
volatility assets as hedging instruments.

Exhibit 18: S&P 500 1m implied
minus realized volatility (%)

Exhibit 19: US 1m10y swap implied Exhibit 20: EURUSD 1m implied
minus realized volatility (bp)
minus realized volatility (%)

Difference is positive 88% of the time.
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Credit Suisse offers
volatility alpha
strategies in
equities, interest
rates and currencies
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Investors can exploit the volatility risk premium by systematically selling volatility. However,
this type of exposure is susceptible to large losses during market disruptions when
realized volatility spikes, outperforming implied volatility. To protect against severe
drawdowns, the volatility exposure should be adjusted according to market conditions.
Exhibit 21 highlights three Credit Suisse indices – the Global Carry Selector II, the CS
Adaptive Volatility Index, and the FX Short Volatility strategy – which dynamically exploit
these biases in equities, interest rates, and foreign exchange.

Exhibit 21: Index descriptions
Index / Asset Class / Launch Date / Bloomberg Ticker

Description

CS Global Carry Selector II
Equities / Jun 2012 / GCSCS2UE
(GCS II succeeds the GCS I launched in 2009)

Extracts equity volatility risk premia embedded in the option prices
of four global indices (S&P 500, Euro Stoxx 50, DAX, and Nikkei
225). The strategy systematically sells variance swaps and
opportunistically buys forward variance as a hedge.

CS Adaptive Volatility Index – IR
Interest Rates / Mar 2009 / CSVIA20

Sells delta-hedged interest rate option straddles in the US rates
market. The strategy aims to improve risk-adjusted returns by
dynamically adjusting its leverage depending on the prevailing
volatility environment.

FX Short Volatility Strategy (under development)
Foreign Exchange / N/A / N/A

Exploits the bias between implied and realized volatility across 12
liquid G10 currency pairs by systematically selling 1-month
volatility swaps and opportunistically buying volatility as a hedge.

Source: Credit Suisse
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Exhibits 22 and 23 illustrate the performance of the three indices over the past five years.
The strategies generated Sharpe ratios ranging from 0.93 to 1.91.

Exhibit 22: Cumulative index performance, Dec 2007
– Oct 2012
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Exhibit 23: Performance statistics, Dec 2007
– Oct 2012
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Annual Return

13%
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Annual Volatility

11%

1.7%

6.3%

Sharpe Ratio
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1.91

0.93

Max Drawdown
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Source: the BLOOMBERG PROFESSIONAL™ service, Credit Suisse
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Source: the BLOOMBERG PROFESSIONAL™ service, Credit Suisse

Low correlation can
deliver the benefits of
diversification

Exhibit 24 summarizes the correlation between the various strategies as well as with a set
of benchmarks. The negligible to negative correlations among the short-volatility strategies
and with the equity, bond, and currency benchmarks lead us to believe that the Credit
Suisse strategies can serve as a source of diversification to a portfolio of conventional
assets.

Exhibit 24: Weekly return correlation, December 2007 – October 2012
GCS II

CSAVI-IR

FX Short Vol

S&P 500

Barcap US Agg

GCS II

1.00

CSAVI-IR

0.01

1.00
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0.14

-0.04

1.00
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0.13

-0.22

1.00
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-0.08

0.01

-0.24

-0.21

1.00

DXY Index

0.05

0.05

0.08

-0.42

-0.08

DXY Index

1.00

Source: the BLOOMBERG PROFESSIONAL™ service, Credit Suisse

With this in mind, we examine the impact of the three strategies on the efficient frontier of
a portfolio of ten assets. As shown in Exhibit 25, the volatility strategies lie near or beyond
the gray efficient frontier constructed with conventional assets, and once included in the
portfolio, they push the frontier out significantly, allowing it to achieve the same level of
return for significantly lower risk. For instance, at a 7% volatility level, the conventional
efficient frontier delivers 7.8% return compared with 13.2% for the enhanced frontier.
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Exhibit 25: Risk/return profiles, December 2007 – October 2012
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Volatility strategy
overlays improve
risk-adjusted
returns

The low correlation among the short-volatility strategies prompts us to combine them in a
basket to reap the benefits of diversification and improve risk-adjusted returns. We
construct two baskets based on different weighting schemes, equal weighting and inverse
volatility weighting (i.e., the higher the volatility of the underlying index, the lower the
weight). Exhibits 26 and 27 illustrate the resulting performance. The inverse volatilityweighted basket generates the highest risk-adjusted return, delivering a Sharpe ratio of
2.23 over the past five years for an exceptionally low drawdown of 1.7%.

Exhibit 26: Cumulative index performance,
December 2007 – October 2012

Exhibit 27: Performance statistics, December 2007
– October 2012
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The role of “safe” sovereigns in the portfolio
Prolonged low rates
cause assets'
characteristics to
change

The deeper into the period of low interest rates we go – or, to take the analogy in Neal
Soss’s article, the further down the “Lower-for-Longer” we travel – the more we should
expect the character of interest rate markets to change. Early changes in the directionality of
the curve and the shape of the vol surface have already taken place, but what about the
dynamics of returns in determining the appropriate role of “safe” sovereigns in the portfolio?
Exhibit 28 shows selected return characteristics of JGBs and Treasuries for the period
since 1994. Periods are defined to be close to a trough-to-trough cycle for 10yr Treasury
yields, with the advantage that the 1994-1998 period also captures the last phase of the
rally in JGBs before the BoJ took interest rates to zero in 1999.

Exhibit 28: Return characteristics through selected periods ‒ JGBs and Treasuries
Monthly total returns from Credit Suisse’s all over 1yr sovereign indices

JGBs

UST

Average return

Standard dev

Skew

Sharpe

% negative months

Average return

Standard dev

Skew

Sharpe

% negative months

1994 - 1998

0.49

1.35

-0.21

0.36

35

0.67

1.27

0.03

0.53

54

1999 - 2002

0.30

0.75

-1.08

0.39

29

0.65

1.33

-0.44

0.49

59

2003 - 2008

0.10

0.67

-0.46

0.15

33

0.55

1.46

-0.05

0.38

47

2009 - now

0.18

0.43

-0.31

0.40

47

0.39

1.24

-0.44

0.31

30

Source: Credit Suisse

The following characteristics of the markets stand out:
 Unsurprisingly, average JGB returns fell after the start of ZIRP.
 Sharpe ratios were initially maintained, but then fell.
 In contrast to Treasuries through the period of ZIRP, JGBs have tended to deliver a
high proportion of positive return months, interspersed with sporadic crashes. As a
result, the skew to JGB returns is strongly negative. In this respect, JGBs have been
quite similar to the typical return characteristics offered by a credit asset.
 Where JGBs have differed from a standard credit asset has been in their correlation with
equities, particularly in periods when the domestic equity market has fallen (Exhibit 30).
 Prior to the Lehman bankruptcy, Treasuries had been slightly more likely to deliver
negative than positive returns. Nonetheless, the skew to returns had also been
generally negative. This speaks of a defensive asset with strong portfolio correlation
benefits, as we highlight in Exhibit 29.
 Strikingly, since 2009, the Sharpe ratio on JGBs has been higher than on Treasuries for
the first time in the past two decades. Given the evidence of increased credit stress in
Japan, this is notable in itself. However, for our current focus, it is more striking that
Treasuries have been unusually likely to deliver positive returns in this period but that
the negative skew to their returns has increased (and has indeed been larger than in
JGBs for the first time).
Core interest rate
markets to migrate
in the direction of
JGBs and credit

2013 Global Outlook

 Taking this into account, we would expect core interest rate markets to continue to
migrate in the direction of JGBs and credit: they will be less likely to deliver negative
returns, but when drawdowns take place, they are likely to be severe. We think that the
view is strengthened by the similarity in the incidence of negative returns and the
skewness of returns in Treasuries since 2009 with that seen in Japan between 2003
and 2008.
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Exhibit 29: Treasuries’ beta with SPX has been
stable in equity rallies and declines …

Exhibit 30: … whereas JGBs have shown a stronger
reaction to NKY declines
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2013 sovereign allocations
Within core, Canada,
US, UK, and Germany
to perform in global
equity sell-offs

In summarizing our recommendations within the sovereign markets, we concentrate on the
very different risk characteristics of issuers within the asset class. For instance, within the
core, Japan was near the top in terms of the Sharpe ratio of core governments but
provided very little benefit for an investor seeking an asset that performs in sell-offs in
global equity markets (Exhibits 31-32). Canada, the US, UK, and Germany stand out as
the preferred assets on that score.

Exhibit 31: 2012 core rates markets’ Sharpe ratios
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Exhibit 32: Contra-risk tiering more defined
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For risky sovereigns,
prefer India,
Hungary, Turkey, and
Russia
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For our central scenario of risky sovereigns outperforming in 2013, the sovereigns we
prefer include India, Hungary, Turkey, and Russia, whereas we see Korea, Malaysia,
Thailand, and Poland as underweights. In terms of expressing the view, we note that local
currency yields are abnormally wide relative to hard currency yields for EM as a whole. In
Europe, to start the year, we prefer lower-spread/lower-volatility “soft core” sovereigns
given what we expect to be a New Year hangover in Spain (Exhibits 33-34).
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Exhibit 33: Euro area unusual in offering mix of
defensive and pro-risk sovereigns
0.5

Exhibit 34: EM local currency similarly tiered in 2012
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Why we are overweight equities
Overweight equities;
year-end 2013 S&P 500
target is 1550

We forecast 1550 for end-2013 for the S&P 500 for the following reasons:
1) The macro cycle is still supportive in the near term.
We think that a strong US private sector should support the recent rebound in macro
momentum. Yet equities are not priced for this positive scenario.

Exhibit 35: Equities are priced for a significant
deterioration in macro surprises …

Exhibit 36: Excess liquidity remains consistent with
a rerating of equities
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2) Excess liquidity is supportive.
M1 in the developed world is growing 6% faster than nominal GDP. This is consistent with
a rerating for global equities of approximately 10%-15%.

3) Valuation is supportive.
Our preferred valuation measure is the equity risk premium ‒ i.e., the additional discount
factor over the government bond yield required to make the net present value of future
returns equate to the current level of the market. Using our own earnings forecasts (which
are 6% below consensus), the equity risk premium is 6.5%, compared with an historical
norm of 4%.
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Exhibit 37: The equity risk premium (ERP) on
consensus earnings is 7.9% and 6.5% on our
earnings forecast

Exhibit 38: Earnings uncertainty is close to its longrun average, in contrast to the ERP
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We also adjust the risk premium for the stage of the cycle (as proxied by the output gap,
ISM, and credit spreads) – and this currently suggests that the ERP should be 5.4%. That
is, the macro factors that typically drive the equity risk premium suggest that equities are
approximately 15% undervalued even if 10yr bond yields rise to 2.25% by end-2013, as
our rate strategists anticipate.
Other measures of risk imply that the risk premium could be even lower:
 Corporate balance sheets are in much better shape than governments’ balance sheets.
 Earnings uncertainty as proxied by the dispersion of analyst estimates around the
consensus is close to the low end of its historical range.
If we look at absolute measures, the P/E on trend earnings globally (as opposed to the
US) is at 13x, the bottom end of its range since the 1980s (versus an average of 15.6x).

4) The mismatch between expectations and positioning.
Supports: macro cycle,
excess liquidity,
valuation, expectations
vs. positioning

2013 Global Outlook

In our recent client surveys, more than 80% of respondents expect equities to be the bestperforming asset class over the next five years compared with just 10% who believe
corporate or government bonds would be the best-performing asset class. However,
equity weightings for long-term investors (pension funds and insurers) are still close to alltime lows, hedge fund positioning are still cautious, and bond funds have seen $1.2 trillion
of inflows, while equities had $400 billion of outflows.
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What about earnings?
This is the bugbear: Our model forecasts US EPS to be 6% and 9% below consensus for
2013 in the US and euro area (to still give EPS growth of 2.5% and 1.3%, respectively).
Earnings a source of
dread but several
supports

We highlight the following supports:
 In three-quarters of the years in which earnings have been revised down (but not
fallen), equities have risen. The market falls when there is an actual decline in EPS
rather than a downgrade in EPS forecasts.
 The rate of earnings downgrades and earnings guidance has started to slow, and
typically, earnings momentum follows macro momentum. If anything, sales estimates
are too low (at 3.5% for US sales in 2013 and 2.6% in the euro area).
 US net income margins are at an all-time high relative to their historical norm, but
globally margins look less extreme. Historically, margins do not fall significantly until
labor has pricing power (i.e., wages start to rise), which looks unlikely before 2015.
 Half the margin improvement has come from lower interest charges, and if anything,
that is likely to fall as corporates refinance their debt at lower rates. An increase in
leverage could increase the return on equity by up to 10%.

Exhibit 39: Global equity markets are cheap on 30yr
trend earnings

Exhibit 40: Earnings revisions have troughed in line
with economic momentum
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Better in equities or credit?
Supports for
equities vs. IG

1) Credit has outperformed strongly, leaving equities appearing cheap
on a number of valuation scores.
The extent to which credit has behaved as a superior portfolio asset increasingly appears
to be capitalized into valuations. For example, Exhibit 41 shows that the earnings yield is
now above the yield of the high yield market, which is exceptional historically.
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Exhibit 41: The earnings yield is above the subinvestment bond yield

Exhibit 42: HY has outperformed equities by 57%
since the trough in July 2007
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One criticism of relative valuation is that profit estimates are too high, given that net
corporate margins in the US are at historical peaks. However, we believe that margins are
likely to remain at elevated levels for the next few years. Moreover, our ERP model still
shows equities as cheap relative to bonds even if we allow for margins to fade back to
average levels over the next ten years.

Exhibit 43: Equity risk premium is well above the
level suggested by the corporate bond spreads
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Exhibit 44: Equities tend to outperform corporate
credit when bond yields rise
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We also note that the relative total return index of high-yield credit versus equities is
already close to a 20-year peak level, with high-yield credit having outperformed equities
by around 60% since 2007.

2) A rise in government bond yields helps equities relative to IG.
Our rate strategists expect US 10yr yields to rise from the current 1.6% to 2.25%. A rise in
yields has historically been associated with an outperformance of equities relative to IG
(Exhibit 44). This relationship has recently weakened, but we see this as reflecting the
changed behavior of spreads at ultra-low yield levels rather than an indication that IG
would outperform equities in a rising yield environment.
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3) We expect corporate net buying of equities to pick up in 2013.
Given high levels of cash on the balance sheet, low borrowing rates, and low relative equity
valuations, we believe that corporates have an incentive to buy back their shares. A more
optimal leverage ratio could see the corporate sector buying in $1.4 trillion of equity, which
would be a positive for equities relative to credit.

4) Relative risk appetite shows a wide divergence.
As discussed above, inflows into fixed income funds (particularly corporate credit funds)
have been exceptional, while inflows into equity funds muted. On our risk appetite
monitors, this is reflected in an unusually wide divergence between credit risk appetite (in
euphoria) and equity sector risk appetite, which is low, particularly in the US.

Exhibit 45: Credit risk appetite is close to historical peaks, while US equity risk
appetite is depressed
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What about projected (risk-adjusted) returns?
Analyze total returns
and Sharpe ratios for
portfolio construction

Building on our valuation analysis and anticipation of future fund flows, we consider the
case for equities versus credit in the portfolio based on a risk-adjusted breakeven analysis.
In so doing, we make a number of brief points:
 First, the analysis varies significantly depending on which portion of the market the
investor may have exposure to – we show this by contrasting our CS High Yield index
with the most commonly traded index available to leveraged investors, CDX.HY.
 Second, the effect of the central banks’ purchase programs has travelled across the
credit spectrum, notably depressing volatility of even risky credit assets relative to
equities. This raises the value of coupon yield in a Sharpe ratio comparison.
 Third, it is important to recognize that this assumed advantage for fixed income assets
can be lost, both in a scenario of stronger-than-expected growth or, even more likely, in
an environment of increased inflationary concerns. We assess this further below.
However, we begin by considering the case for a cash investor and assume that our CS
High Yield index returns 7%, in line with our strategist Jonathan Blau’s expectations. We
then adjust this for the average volatility seen in the 2010-2012 period, generating an exante Sharpe ratio of 1.40. Allowing for consensus dividend expectations for the S&P 500 in
2013 and assuming that SPX delivered volatility is also equal to its 2010-2012 average, the
breakeven for S&P to achieve the same Sharpe ratio as HY would be a demanding 1735.
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For leveraged investors, the arithmetic is very different because the most liquid instrument
available (CDX.HY) gives exposure to the highest-beta segment of the market. Using
CDX.HY instead of our HY cash index, the pure spread return is 5.1%, while delivered vol
over the past three years has been 10.75%. From this perspective, the S&P 500 could
deliver the same Sharpe ratio if it rallied by 6.4% to just below 1500.

Exhibit 46: Price returns of +23.5% needed for the
S&P 500 …
HY returns (no spread compression)

7.0%

HY expected volatility

5.0%

Sharpe ratio

1.40

SPX expected volatility

18.5%

SPX required total return for 1.55 Sharpe ratio

25.9%

Expected 2013 dividend yield

2.44%

Required 2013 price appreciation

23.5%

Source: Credit Suisse

Exhibit 47: … to produce an equal Sharpe ratio to
carry-only Credit Suisse HY Index

Source: Credit Suisse

If we now consider our projected returns for equities in 2013, our price target for the S&P
500 is 1550, which gives an 9.5% return from current levels. Given a dividend yield of
2.5%, this implies a total return target of 12%. Our credit strategists’ total-return targets are
7% for high-yield credit and 4% for investment grade. Assuming a credit portfolio of 75%
investment grade and 25% high yield, we expect a joint total return of 4.75% over the next
year.

Exhibit 48: In our core scenario, equities offer
higher total return …
Total returns by calendar year
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Exhibit 49: … but lower Sharpe ratios than a
weighted corporate credit portfolio
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Portfolio benefits for
equities evident

However, assuming that 2012 levels of volatility are maintained (with equity volatility
around three times that of our aggregate credit portfolio), we note that the Sharpe ratio of
equities is lower than that of our indicative credit portfolio (1 versus 1.3) ‒ this is, of
course, assuming vol in line with its two-year norms, not current levels.
For some institutional investors, this analysis will only be part of the required calculation:
the higher capital charge for extending into equities will impose an even higher hurdle rate
on the return required to break even with credit. However, for institutions not subject to
these capital charges, we see a number of potential portfolio benefits for equities that a
breakeven Sharpe ratio analysis would not capture:
 In particular, we see equities as offering favorable exposure to rising inflation
expectations in the developed world due to synchronized quantitative easing. We find
that over the past four years, inflation expectations have been the main driver of equity
multiples. Historically, equities have not derated significantly until inflation has risen
above 4%. (We also note that inflation expectations have decoupled from headline
inflation.)

Exhibit 50: Equity multiples have moved in line with
inflation expectations over the past four years – but
have lagged recently
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Exhibit 51: Equity volatility relative to that in
corporate bonds is close to historical peak levels
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 We think that over time if QE does not work, it will probably become even more
unconventional (focusing on subsidizing lending to banks or lending directly and maybe
ultimately directly financing economic activity ‒ e.g., infrastructure loans). This would
potentially raise bond market volatility.
 Corporate bond volatility relative to that in equities is close to an all-time low. Hence,
our assumption that relative volatility will be maintained at current levels might be too
charitable toward corporate credit, especially in a scenario of rising bond yields.
 Finally, while a strong reacceleration in growth is not our core scenario, it could
certainly materialize. A long position in equities would give investors exposure to this
potential upside in a way that a long position in corporate credit is unlikely to match
(given that the likely narrowing in spreads would be partly offset by higher bond yields).
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Trades for Our Market Outlook
2013 Core Views
To support our scenario analysis and asset allocation recommendations, we set out a number of standalone strategies that we believe offer attractive risk/reward for the 2013 macro environment.

2013 Thematic Trade Ideas
EUR rates vol surface too steep: sell EUR 1y, 10yr 2.20% straddles.
Fiscal cliff resolution under-priced: sell USD 1y, 5yr payer versus buy USD 3m, 5yr payer.
Peripheral spread curve normalization: receive Italy/Spain 2s and 30s versus 10s.
Fed stimulus repeats: sell USD 1y, 30yr payer versus buy 1y SPX call.
Japan imports stimulus: NKY – DAX outperformance option; buy JPY 6m, 30yr rates risk/reversal; dual
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digital: USDJPY higher, NKY higher; long CNYJPY.
Hedges for a growth/oil surge: buy 2015 TIPS breakevens, real 5s10s steepener.

Sell EUR 1y, 10yr 2.20% straddles
Even in the context of depressed implied volatility and steep vol surfaces, we believe that
the EUR rates vol surface is too steep.
For our view of a modest rise in core yields and our observation that 1y expiries are too
high relative to 1m expiries (also see EST, 16 November), we believe that there is good
value in selling 1y, 10yr straddles struck slightly OTM. We expect the trade to outperform
on a vega, theta, and delta basis. As an indicative mid, investors can sell a EUR 1y, 10yr
2.2% straddle @ 570c, which implies a breakeven range of 1.59%-2.81% in 10yr swaps at
expiry (fwd ref 2.005%). The risk to the investor is potentially unlimited if 10yr swaps fall
outside the range.

Exhibit 52: EUR 1y10y/1m10y vol ratio is too high in
absolute terms and relative to USD and GBP

Exhibit 53: EUR 1y10y vol has plenty of room to fall
further if delivered vol remains low
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Sell USD intermediate expiry payers against short-dated
expiry payers
Fiscal cliff resolution
under-priced: sell USD
1y, 5yr payer vs. buy
USD 3m, 5yr payer
2013 Global Outlook

Although we expect the range for US rates to remain depressed by historical standards,
we also believe that the market offers an attractive entry point to express the view that a
resolution to fiscal cliff can be achieved and that business optimism may rebound.
Specifically, we recommend a payer calendar spread whereby the investor sells 1y, 5yr
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payers to buy 3m, 5yr payers given our view that 1y, 5yr ATMF implied vol is extremely
rich relative to 3m5y ATMF implied vol. Exhibit 54 shows that the 1y, 5yr / 3m, 5yr vol ratio
is near to its historical peak, reflecting the sharp decline in short-dated vol immediately
following the presidential election.

Exhibit 54: 1y5y ATMF implied vol extremely rich relative to 3m5y ATMF implied vol
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Exhibit 55: Trade detail ‒ sell 1y5y ATM payers against 3m5y ATM payers for
upfront premium take-in
B/S

Notional

Instrument

Strike

Spot

Delta ($)

Vega ($)

Buy

100 MM

3m5y ATM Payers

0.862

0.785

Premium ($)
408,658

20,080

9,907

Gamma ($)
1,064

Sell

100 MM

1y5y ATM Payers

1.121

0.785

1,027,163

-19,511

-19,615

-466

618,505

568

-9,708

598

Source: Credit Suisse

Because the investor would be selling the relatively rich 1y, 5yr implied vol against the
relatively cheap 3m, 5yr implied vol, the trade offers an attractive upfront premium take-in
that would be kept as profit if the investor were to hold the trade to expiry and both payers
end out of the money. Over the initial three months, however, rates would need to rise by
approximately 13 bp for the trade to break even. If held to expiry, the risk to the investor is
potentially unlimited, reflecting the naked longer-dated put sold.
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Spain/Italy curve reshaping – sell 10yr versus 2s and 30s
Peripheral spread
curve normalization:
receive Italy/Spain 2s
and 30s vs. 10s

As highlighted in EST, 12 October, we believe that European policy decisions are terming
out some of the euro area’s credit problems. Conditional on our central scenario of modest
recovery, we believe that the 2yr sector in Spain and Italy is “safe” to own. Absent a strong
recovery, we suspect that the market will continue to price a risk premium in the belly of
the curve, thus keeping 2s5s and 2s10s steep in absolute terms and relative to core yields.
On the other hand, 10s30s in the periphery has remained very steep relative to the level of
10yr yields, thus implying a high 10y, 20yr synthetic forward (see Exhibit 57). Given that
the main credit risk in the periphery is foreseeable within the next ten years, the high
synthetic forwards are consistent either with exit from the euro area or an excessive risk
premium, reflecting the withdrawal of non-domestic investors that traditionally would have
owned the long-duration paper. A modest recovery, coupled with ongoing progress toward
political and fiscal integration, should allow this risk premium to decline.
The investment implications arising from the analysis are as follows:
 Overweight 2yr Italy and Spain @ 1.95% and 2.90% targeting 1.5% and 2.25%,
respectively. Carry/roll is 41 bp and 51 bp over three months.
 Buy the 10s into 30s synthetic forward in Italy and Spain outright or versus swap.
10y20y is 6.16% and 6.90% for Italy and Spain, respectively. We see 100 bp potential
in the trade.
 Sell 10y Italy or Spain in a 2s10s30s ASW butterfly, currently indicated at 135 bp and
146 bp, respectively (see Exhibit 56). We observe that the entry point is not currently
optimal given the steepening of 2s10s since the OMT announcement. However, we
think that curvature can increase further and advocate using pullbacks to express the
view. Carry is substantial from both sides of the trade amounting to 40 bp or 44 bp,
respectively, over a six-month period.
All of these trades carry linear risk for the investor.

Exhibit 56: BTP and SPGB 2s10s30s ASW fly

Exhibit 57: 10y20y rate for BTPs, SPGBs, and swaps
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Policy trades
In an environment of ultra-low rates and convergent spreads, alpha opportunities or even
“enhanced beta” opportunities around policy events become critical. This is, in essence,
about catching the transition phase as capital reprices from “unavailable to
unremunerative.”
In 2012, the primary opportunities surrounded Fed and ECB policy change, and we expect
these to remain influential in 2013. We highlight a way to benefit from a repeat of Fed
stimulus in particular and then extend our analysis to Japan, where the policy risk is one
breaking from the ineffective policy of the last decade.

2012 stimulus repeats: buy equity upside funded with
rates payers
Fed stimulus repeats:
sell USD 1y, 30yr
payer vs. buy 1y SPX
call

As the Federal Reserve has engaged in a ZIRP policy and unconventional easing over the
past few years, yields in the US rates market have compressed in short- and intermediatetenors, leaving the long end of the yield curve as the most sensitive to growth and inflation
expectations. Indeed, market dynamics are such that now when risky assets rally, 30yr
yields tend to rise, and when risky assets sell-off, 30yr rates tend to decline.
As an investment strategy over the past three years, long bonds and long stocks have
both performed admirably: the S&P 500 is up about 23% since December 2009, while 30yr
swap rates have rallied by about 200 bp. As Exhibit 58 illustrates, however, an allocation
of 100% to either asset class has been less than optimal. Exhibit 58 plots the efficient
frontier of portfolios comprised of S&P 500 and 30yr swap exposure since December 2009.
The optimal portfolio on the frontier is a near even mix of exposure (in notional size) split
between the S&P 500 and 30yr swap rates. The high correlation between the two assets
effectively reduces the risk of the portfolio from about 15% per annum, for a 100%
allocation to either asset, to only 5.65% per annum for a 50/50 mix of the two.

Exhibit 58: 50/50 mix of stocks and bonds has been optimal since December 2009
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The next three years of investment may well produce markedly different outcomes than
the past three. For example, it seems unlikely that 30yr swaps, currently at 2.57%, can
stage another 200 bp rally. Nonetheless, we believe that on a shorter-term horizon, an
investment framework of long equity exposure coupled with long rates exposure can help
investors achieve higher returns per unit of portfolio risk. As our US rates strategists
argue elsewhere in this outlook, the Fed is likely to continue its use of QE in 2013 as a
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pro-growth policy tool. While an increase in inflation expectations in the interim may cause
the 30yr point to suffer, we believe that the inflation market already projects a relatively
high level of inflation expectations for the 30yr point – 2.4% per annum – and the Fed’s
policies are likely to limit the extent of a sell-off in the back end of the curve.
The relationship between these two assets naturally suggests a trade for investors who
are bullish on growth prospects but believe that Fed policy is likely to constrain US rates to
a relatively narrow range: buy calls on the S&P 500 funded with sales in 30yr payer
swaptions. Exhibit 59 presents the trade details for a one-year investment horizon,
constructed such that each leg is 37% delta at inception, and the trade overall is costless.
Trade construction is such that the resulting portfolio weights break down to 39% 30yr
rates versus 61% equities.

Exhibit 59: Suggested trade weightings for equity upside versus 30yr rates
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In scenarios where growth prospects falter and equity markets turn down in 2013, we
would expect the long end to rally – or at least not sell off – and therefore expect the short
in 30yr payers to expire out of the money. In scenarios where equities rally and bonds sell
off, the trade would not incur losses until 30yr rates reach 2.82% (26 bp from spot). In the
event that both strikes are breached at expiration, the PNL generated by a 1% move in the
S&P 500 would be offset by a further 7.0 bp rise in 30yr rates. As Exhibit 60 suggests, the
7.0 bp implied beta comfortably exceeds the historical relationship between 30yr rates and
the S&P 500 over the past three years.

Exhibit 60: Realized beta 30yr swaps to S&P 500
3-month rolling window, number of bp move in 30yr rates per 1% move in S&P 500
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While 30yr rates are currently the most highly correlated segment of the yield curve to
risky assets, they also represent the segment with the least amount of carry and the most
sensitivity to an increase in inflation expectations. For investors who have concerns
owning the long end of the yield curve, we suggest that options on intermediate tenors or
spread product may provide a greater cushion to a sell-off in rates owing to superior carry
characteristics, albeit with a tradeoff in reduced correlation and diversification benefit.
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Japan
Japan imports stimulus:
NKY – DAX
outperformance option;
buy JPY 6m, 30yr rates
risk/reversal;
dual digital: USDJPY
higher, NKY higher; long
CNYJPY

Back in December 1999, Mr. Ben Bernanke, the then Princeton university professor, made
a speech titled “Japanese Monetary Policy: A Case of Self-induced Paralysis” in which he
presented several policy options to be considered, including the adoption of a target for
CPI inflation in the 3%-4% range. Thirteen years have passed since then, and the
Japanese economy is still struggling to defeat deflation: the BoJ’s targeted inflation rate
remains 1%, and the realized CPI has been almost continuously lower than the target.
A group of policy makers is now calling for more aggressive monetary easing into next
year. LDP President Abe, seemingly a front-runner to be the next prime minister after the
snap election on 16 December, has been strongly asserting the case for aggressive
monetary reflation in this context, favoring a new policy accord between the government
and the BoJ. He has also called for a higher inflation target, though he has back-tracked
on this to appease potential coalition partners, in our view.
We find it hard to envisage effective delivery of higher inflation without a weaker JPY.
Against this backdrop, new measures to be looked at by the LDP could well include
foreign bond purchases by the BoJ and/or the establishment of a special public fund to
invest in foreign securities, both of which would likely require legislative change, in addition
to more aggressive JGB purchases.
BoJ purchases of foreign bonds could be linked with a policy pronouncement setting a
floor for the acceptable USDJPY or EURJPY exchange rate, analogous to the SNB’s sofar successful effort to contain the Swiss franc at 1.20 versus the euro. By contrast, new
public investment spending or having the BoJ underwrite JGB financing for public
investment projects look less likely.
While we think that any necessary legislation is likely to be time-consuming, we would
expect investor sentiment to be impacted by the authorities’ new commitment to weaken
the yen. We have highlighted an increase in “home bias” since the Lehman shock, leaving
the potential for significant capital outflow and thereby creating a self-fulfilling process, at
least for a time. As increased demand for domestic cash and deposits has been primarily
responsible for low and stable JGB yields, a normalized home bias would reasonably be
expected to lead to higher JGB yields.
Abstracting from near-term positioning which we see as stretched ahead of the December
16 election with the rise in USDJPY skew outright and relative to JPY 30yr payer skew
particularly notable (see Exhibit 61), the ideas we would consider to express the view
include:
 Buy dual digital: USDJPY higher, NKY higher; indicatively a 3m dual digital NKY >
10250, USDJPY > 85 would be offered for around 10% of notional. The risk to the
investor is limited to the premium paid.
 Buy NKY – DAX outperformance option to capture the view of JPY depreciation and
stimulus relative to the euro area; indicatively, a 6m NKY>DAX outperformance option
struck 5% OTM is offered at around 2.25% of notional. The risk to the investor is limited
to the premium paid.
 Buy JPY 30yr risk/reversal: sell 6m, 30yr 1.50% receiver to buy 6m, 30yr 2.26%
payer, indicatively for zero cost (forward ref 1.81%): the low for 30yr yields was just
above 1.50%. With rates payer skew declining, the entry point for the trade is attractive
relative to USDJPY exposure, in our view. The risk to the investor is unlimited if rates
fall below 1.50%.
 Go long CNYJPY, effectively a stress trade taking the view that China’s competitive
strength is contributing to the unsustainability of Japan’s debt burden.
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Exhibit 61: USDJPY skew vs. JPY 30yr payer skew
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Exhibit 62: USD-JPY 30yr rates vol ratio and beta
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Inflation hedge: buy 2015 breakevens for view of growth/
oil surge
Hedges for a
growth/oil surge:
buy 2015 TIPS breakevens;
real 5s10s steepener

To express the view that new stimulus and a pick-up in growth may lead to an increase in
inflation risk, we believe that long positions in front-end TIPS (for instance, in the 20142015 area) would provide a good combination of positive exposure to inflation and
moderate duration risk given the Fed’s still strong anchor on short-dated nominal rates.
Alternatively, if the scenario were to come with rising front-end rates as the market
perceives a need for tighter monetary conditions, a breakeven position in the same area
would offer good risk/reward, in our view.

Exhibit 63: In a scenario with noticeably rising inflation prints, we would favor
front-end breakevens in the 2014-2015 area
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Hedge for an upside surprise: USD real 5s10s steepener
In the event of the market judging that monetary policy has regained traction, we believe
that intermediate yields would initially move higher as term premia is priced back into the
curve. With the front end still depressed, we would expect the real curve to steepen
beyond the 3yr point where the Fed’s guidance is still influential into the 5yr and 10yr
sectors. In this context, we would favor 5s10s real rate steepeners.

Exhibit 64: If the “no-stimulus” scenario were to come on the back of labor
market improvements and consolidation in housing, we would favor 5s10s real
rate steepeners
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Economy dominant
contributor to
Lower-for-Longer

2013 Core Views
The global financial system is adopting a configuration whereby capital is either unremunerative (think
about the after-tax after-inflation yield on US Treasuries) or unavailable (think of the episodic experience
of several euro-area peripherals).
Central banks oversee the extent of this bifurcation, while, for investors, catching the migration from one
part of the risk spectrum to the other will have a significant impact on performance in 2013.

Interest rates are low across Europe, North America, and Japan and have been for a
number of years. Forever is a very long time. They will not stay low forever; they will
eventually go back up, but eventually may take quite some time to arrive. Also, “up” is a
continuum. A rise of 25 bp or 50 bp, even 100 bp, might be a noteworthy bond market
episode but would not revivify the heyday business models of insurance, pension, banking,
and the rest of the financial sector that drowned in the global crisis. Like most great rivers,
the Lower-for-Longer arises from the confluence of several tributaries.

The economy – the dominant contributory
One of these is the asymmetry in the efficiency of monetary restraint versus monetary
stimulus: tight money will more reliably slow an economy down than easy money will
speed it up. This is perhaps most visible in extreme circumstances. Most macroeconomic
thinking that acknowledges a financial sector encompasses some notion of a “liquidity
trap,” a circumstance in which easy money becomes nearly or completely incapable of
levitating the economy.
At the other extreme, however, there is no parallel notion of an “illiquidity trap” in which
tight money loses the ability to stop an economy in its tracks. Hyper-inflation is not so
much proof of monetary incapacity to interrupt an inflation process but of the political
inability to allow that monetary action to take its course.
Circumstances that
inspire non-traditional
policy innovations
cure more slowly

This political strength of character will become increasingly influential over asset prices the
more traction that monetary policy gains, but for now, it is more important to note that the
circumstances that drive central bank policy rates to the zero bound and then inspire nontraditional balance sheet policy innovations tend to cure rather more slowly than quickly.
There may even be a paradox at work in low-rate, non-traditional policy regimes. In the
familiar business cycles from the end of World War II to 2007, when the economy slowed,
the central bank would cut its policy interest rate. Participants in the economy would
perhaps have viewed the newly lowered interest rates as a “bargain” – lower than before
and due to go back up when the economy revived. This thought process would encourage
consumers to get a car loan or a mortgage and corporate treasurers to fund out some of
their liabilities while the bargain was still on offer. By contrast, the current regime of
forward interest rate guidance and lengthening central bank asset portfolios may send the
opposite signal: no need to rush; interest rates will be staying down for rather a while.
A related paradox may involve the substitution between money and longer-dated assets
and hence the demand for cash balances. In the canonical post-WWII financial cycle, an
easing central bank implied “bull steepening” of the yield curve. That is, short-term interest
rates fell faster than long-term rates, reflecting the expectation that once the business
cycle turned back up, short-term rates would rise. Bull steepening of the yield curve throws
off profits for the financial sector, especially banks, helping recapitalize them to meet the
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economy’s credit needs as business revives. Meanwhile, the steeper yield curve also
raises the opportunity cost of holding cash relative to longer-dated assets, encouraging
lending by banks and spending by consumers and businesses.
These processes are impaired by the “bull flattening” that results from central bank forward
rates guidance and the various forms of balance sheet adjustment (perhaps most
graphically, the Fed’s Operation Twist). The opportunity cost of holding cash relative to
other assets goes down, which at the very least is less incentive to lending and spending.

Financial fragility – the river’s banks in poor repair
Exit from a lowinterest-rate regime is
a bear market, which
reveals financial
fragilities

Once interest rates have been low for several years, maintaining financial stability
becomes a contingency in any “exit strategy.” The longer interest rates stay low, the more
the juicy coupons of the past mature or get called or refinanced out of existence. Asset
portfolios – whether at banks or insurance companies or pension plans or mutual funds –
get populated with low-coupon securities that have lots of duration. The exit from a lowinterest-rate regime to a higher-interest-rate regime is a bear market. And bear markets
intersect poorly with lots of duration.
Bear markets tend to reveal financial fragilities. Indeed, one can tell the history of postWWII monetary policy in developed economies as a sequence in which central bank
tightenings, when required for macroeconomic management, would proceed until they had
provoked enough financial instability to affect the economy. Then the easings would
commence. In the earlier decades, this history would need to encompass discussion of
institutional details like Regulation Q interest rate ceilings in the US and Bretton Woods
exchange rate pledges in other countries. In the decades after financial deregulation, the
history is even easier to recount and the link of policy cycles to financial crises more
graphic. Outbreaks of financial instability became more frequent and more intense,
affecting the major financial centers in 1982, 1984, 1987, 1990, 1994, 1997-1998, 2000,
and the Big One that began in 2007. Not all these eventuated in recession, but they did
truncate monetary tightening cycles (and perhaps contributed to the trend disinflation and
downtrend of nominal interest rates since the early 1980s).
In the aftermath of the painful consolidation of the Japanese financial system over a
decade ago, the more recent TARPing of the US financial system, and the ongoing
struggle to recapitalize Europe’s banks today, it is hard to imagine that much political will
or fiscal flexibility is left over to deal with a new banking crisis. This, in turn, suggests that
central banks will be reluctant to provoke one by pushing up interest rates (either
intentionally or by acquiescence) in aggressive fashion.
An additional paradox is that very low interest rates may impede the efficient allocation of
capital and the rehabilitation of “zombie” banks precisely because low rates impose so little
requirement for repayment. It seems likely that there are at least some stretches of the
Lower-for-Longer that allow ghost vessels to stay afloat when the economy would be better
off had they been permitted to sink. If there were enough ghost ships clogging the navigable
channels, total factor productivity and the economy’s trend growth rate would pay the price.

A backwater
Central banks
indifferent to
mark-to-market
value of their assets

2013 Global Outlook

It is sometimes asserted that central banks will be reluctant to raise interest rates because
of the adverse effects on the value of the long-term securities they are acquiring under
their various Asset Purchase Programs. We do not find this argument particularly
compelling. Unlike private financial intermediaries, which must meet a market test in order
to fund themselves, central banks create their liabilities at will. Their liabilities are money
because the police power of the state deems them so. Thus, central banks can be
relatively indifferent to the mark-to-market value of their assets. While it may not be
desirable to run a central bank with negative net worth, there is, in practice, little inhibition
in doing so.
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Fiscal agency – who’s at the tiller?
Orthodox opinion holds that central banks should not take account of the interest burden
of the public debt on the fiscal position of the government. Like most counsels of
perfection, this is a very sensible proposition until circumstances get extreme. Despite, or
perhaps because of, private-sector deleveraging, public-sector budget deficits and debts
have ballooned. This is mostly replacement of corporate leverage in the case of Japan,
household leverage in the US, and a mixture in Europe.
For traditional macroeconomic stabilization reasons, interest rates have come down in the
(credit-worthy) jurisdictions. One consequence of the drop in interest rates is that the
budgetary cost of servicing the government’s debts has been restrained. This is dramatically
visible in the US, for one example, where federal government debt has about tripled since
2000 (the last time the US ran a budget surplus), while debt service costs have hardly risen
at all. Three-month Treasury bill rates fell from about 6% in 2000 to about 10 basis points
today. That’s something that cannot be repeated: there aren’t 590 basis points of interest
rate relief available when the starting point, as today, is a mere ten cents.
In other words, the problem going forward is that once interest rates reach an irreducible
minimum and stop falling, the incremental beneficial effect disappears. Thenceforth, any
dollar of deficit and hence accumulated debt must be serviced, and that’s a one-for-one
claim on the revenues available to the government to fulfill its programmatic goals or
responsibilities.
That’s bad enough; but consider what happens if interest rates go up. Debt service
expense goes up on all the outstanding debt (the pace depending on the term structure of
the government’s debt), not just on the incremental debt represented by the deficit. The
potential for explosive debt dynamics is self-evident. Again, US data are instructive. A 1percentage-point rise in interest rates increases the Treasury’s interest expense by about
1 trillion dollars over a ten-year horizon. That’s a trillion dollars more taxes that must be
raised or spending that must be cut just to stand still on the size of the debt!
Independent central
banks: a luxury to
be comprised in
extreme times

Countries in Europe that do not have their own monetary authority have seen how any
dent in market confidence can unleash explosive debt dynamics that compound the
already-painful adjustment to fiscal austerity. Because orthodoxy eschews “fiscal
dominance” – central banks funding governments directly – it is hard to envision the Bank
of Japan or the Bank of England or the Federal Reserve announcing a policy of pegging
interest rates for the benefit of the budget. But they did so during the wartime period of the
1940s, illustrating that independent central banks are a luxury of normal times, to be
compromised in extreme circumstances.

Hard, cold reality of
holding sovereigns’
obligations

Another dimension of Fiscal Agency is the role of the emerging regulatory regime in
herding financial intermediaries toward holding their sovereigns’ obligations. This outcome
flows from the regulatory syllogism. The major premise is that the government needs the
money; the minor premise is that the government makes the rules; the conclusion is that
the rules will encourage lending money to the government. The outcome is undoubtedly
sincerely motivated by macroprudential concerns about balance sheet integrity, collateral
standards, and the like; but the hard, cold reality is hard, cold cash deployed in
government debt on unremunerative terms.
In more conventional terms, if market interest rates began to put the fiscal position at risk
of explosive debt dynamics, economic activity might be weakening noticeably, as would
the central bank’s forecast. It could then step in with interest rate cuts or large-scale asset
purchases to offset market pressures. One could even imagine a central bank head
admonishing market participants with phrases like “ready to do whatever it takes” and
“believe me, it will be enough.”

Market may force more
acute policy choices

2013 Global Outlook

Yet this may become even more challenging if activity is more buoyant. Anticipating that
the Lower-for-Longer might finally be reaching the Sea of Prosperity, the market would
doubtless seek the higher ground of assets offering protection against higher interest rates
or higher inflation, thereby forcing even more acute policy choices.
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Navigating the mighty Lower-for-Longer
However long the mighty Lower-for-Longer turns out to be, the effect so far has been to
render large portions of the developed economies’ financial capital unremunerative.
Countries where a central bank is freely available to intervene or otherwise viewed as
acceptable can post yields on sovereign obligations and quasi-sovereign obligations like
bank deposits and US agency mortgages that are very low in nominal terms, sometimes
negative in nominal terms, and generally negative after taxes and inflation are taken into
account.
This is partially (perhaps mainly) a reflection of a unique property of central banks’ balance
sheets. They can create their own liabilities at will and without limit because their liabilities
are backed by the police power of the state. Sell something to a central bank, and it credits
you with money, legal tender because the government says so. Thus, whenever there is
fear of widespread distress in the financial system, those assets the central bank is
able/willing/likely to buy become more prized as a ready source of cash in the event that
the “feared” distress turns out to be “realized” distress.
Flotilla of vessels
carry unremunerative
assets down the river

Think of this as the power of the independent central bank to provide tidal support for a
flotilla of vessels that carry unremunerative assets down the river. Investment-grade and
even high-yield corporate bonds are close to tethering their boats to the lead vessels of
the sovereign and quasi-sovereigns as their design (in financial parlance, assets “short a
put”) benefits quickly from the liquidity floods provided by the central banks to propel the
flotilla.
The flood waters propel other “emerging market” vessels into unusually close proximity
with the lead flotilla as well. This creates a problem for these countries, which cannot as a
general proposition have open capital accounts, flexible exchange rates, and
unencumbered choice of their own interest rates in a financial regime dominated by zeroish interest rates in the world's financial core of Europe/North America/Japan. For them,
learning how to sail safely in convoy is the main challenge.

Unfinanceable
orphans stranded in
drought, where
capital is unavailable

Meanwhile, classes of obligations that central banks cannot or will not reach may languish
as unfinanceable orphans. They are left stranded in conditions of drought that cause
enormous financial and social stress that are prone to explosive debt dynamics. Rapidly
escalating market interest rates, and hence debt service costs, threaten to overwhelm
even good-faith efforts at fiscal or other adjustment. For entities caught in this syndrome,
capital is not just unaffordable but unavailable.
Viewed as a whole, the global financial system is therefore migrating into a configuration
where capital is either unremunerative (think about the after-tax after-inflation yield on US
Treasuries) or unavailable (think of the episodic experience of several euro-area peripherals).
The good news is that the central banks have provided a flood-tide that has lifted many of
the boats of the old economy. The bad news is that, without access to land for a long
period, the diet on board is unrelenting and leaves its passengers under-nourished. The
financial sector business models built over the last few decades tend not to thrive on a
steady diet of unremunerative capital.
Potentially enormous capital gains accrue to securities that are rescued when the central
banks see the need to use their own unique balance sheet capabilities to create new
flood-tides that allow previously deserted asset classes to be lifted from “unavailable” and
newly tethered to the “unremunerative” flotilla. The Federal Reserve’s operations in
mortgages, perhaps especially QE1, and the European Central Bank’s proposed OMT
operations, are suitable examples.

Navigating Lower-forLonger successfully is
primary challenge

2013 Global Outlook

But beyond these windfalls, looking to the littoral immediately watered by the Lower-forLonger offers rather slim pickings. Navigating it successfully therefore seems set to remain
investors’ primary challenge while keeping an open eye for new financial channels dug in
search of economic activity and the prospect of lasting settlements away from the Lowerfor-Longer.
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2013 Core Views
We expect a modest, “U-shaped” recovery in growth in the euro area in 2013.
The most damaging downside risk would be a failure to implement the OMT process effectively. A more
probable risk is for an election of an Italian government less willing, or able, to implement necessary
reform. Recovery will remain vulnerable to financial shocks and policy mistakes.
On the upside, a successful OMT implementation could ease financial conditions faster than expected.
And expected outcomes in the Italian and German elections could open a window for a “grand bargain” of
policy reform in 2014.

Our central view for Europe next year is that the backstop provided by the ECB’s OMT
program will continue to deliver financial stability in the euro area and, as an eventual
consequence, greater economic stability.
Although it is early days, we note tentative signs of its success. The rapid and corrosive
capital flight from the periphery appears to have halted and with it the erosion of bank
deposits that further undermined those economies’ financial stability.
So far we have seen little evidence of a pass-through to economic activity. Reliable
cyclical indicators – such as the euro area PMIs and German Ifo expectations – have
stopped falling but remain at levels consistent with the euro area continuing its long
recession until at least the start of next year.
Economy to pull out of
recession early in new
year, but expect
“U-shaped” recovery

We expect the economy to pull out of recession early in the new year, though it is
likely to be a slow, “U-shaped” recovery because there is little scope for the inventorydriven bounce in output that was seen in early 2009.
But we outline a few factors that can support an improvement in growth momentum:
 The ECB’s OMT should ease financial conditions in the periphery and support business
confidence in the core as the tail risk of a euro break-up abates.
 The pace of fiscal consolidation at both the country and euro-area level should be less
acute in 2013 than was the case this year. We expect a fiscal drag of just over 1% of
euro-area GDP next year, compared with a drag of almost 2% of GDP this year.
 And, to the extent to which growth in the euro area should be correlated with that in the
rest of the world, the rise in global cyclical indicators may also support recovery.
The recovery will depend on the ECB and other policymakers continuing to deliver the
financial stability that has been in place since the summer. We consider it vital that shortdated yields in Italy and Spain do not rise sharply again, effectively shutting these
sovereigns out of debt markets. If the authorities can maintain low yields at the front end of
these curves, then the systemic nature of any financial volatility in the euro area should be
limited. In that case, we think that euro-area real GDP could rise 0.5% next year.

Four sources of risk:
implementation,
political, cyclical, and
“going French”

But there remains considerable uncertainty. We see four possible sources of risk, which
we outline below, and overleaf, we show a calendar outlining the major event risk for 2013.
It is easier to see what can go wrong rather than right: many of those risks are to the
downside. And some of them still have the capacity to bring the euro area back to acute
and systemic crisis. However, we also envisage scope for risks to materialize to the
upside, if policy is implemented in a timely and effective manner.
Clearly, the materialization of downside risks and associated financial volatility would bear
down on activity in the euro area. And in that respect, we note that the euro-area crisis this
year provided a negative economic shock to the global economy, evidenced in the sharp
rise in the euro area’s current account surplus. To that extent, developments in the euro
area are still likely to have a bearing on the rest of the world.

2013 Global Outlook

45

04 December 2012

Exhibit 65: European event risk in 2013
January

Q1

February
Cyrpiot presidential election

EU summit

Eurogroup/ECOFIN

Eurogroup/ECOFIN

Eurogroup/ECOFIN

9th Irish EU/IMF review

Italian bond redemption (€21bn; 01-Feb)

ECB meeting (07-March)

ECB meeting (10-Jan)

ECB meeting (07-Feb)

Greek international bond redemption (€0.2bn; 26-Mar)

3y-LTRO 1st payback (30-Jan)

Greek bond redemption (€0.4bn; 12-Feb)

Italian regional and general elections (10-Mar)

Spanish bond redemption (€14.3bn; 31-Jan)

3y-LTRO 2nd payback (27-Feb)

April

Q2

March

German state election in Lower Saxony

May

June

Eurogroup/ECOFIN

8th Portuguese EU/IMF review

EU summit

Greek international bond redemption (€0.4bn; 02-Apr)

Eurogroup/ECOFIN

Eurogroup/ECOFIN

ECB meeting (04-Apr)

ECB meeting (02-May)

Italian bond redemption (€17.2bn; 01-June)

Italian bond redemption (€16.7bn; 15-Apr)

Greek bond redemption (€5.6bn; 20-May)

ECB meeting (06-Jun)

Irish bond redemption (€6bn; 18-Apr)

Greek international bond redemption (€1bn; 25-Jun)

Spanish bond redemption (€14.9bn; 30-Apr)
Italian bond redemption (€12.4bn; 30-Apr)
July

Q3

August
9th Portuguese EU/IMF review

German federal election

Eurogroup/ECOFIN

Eurogroup/ECOFIN

German state election in Bavaria

Italian bond redemption (€14.3bn; 01-Jul)

ECB meeting (01-Aug)

Eurogroup/ECOFIN

ECB meeting (04-Jul)

Italian bond redemption (€24.7bn; 01-Aug)

ECB meeting (19-Sep)

Greek international bond redemption (€0.5bn; 05-Jul)

Greek bond redemption (€2.2bn; 20-Aug))

Portuguese bond redemption (€6bn; 23-Sep)

Spanish bond redemption (€14.9bn; 30-Jul)

Italian bond redemption (€10.5bn; 30-Sep)

October

Q4

September

11th Irish EU/IMF review

November

December

EU summit

Eurogroup/ECOFIN

EU summit

12th Irish EU/IMF review

10th Portuguese EU/IMF review

Eurogroup/ECOFIN

Eurogroup/ECOFIN

Italian bond redemption (€17.8bn; 01-Nov)

ECB meeting (05-Dec)

ECB meeting (02-Oct)

ECB meeting (07-Nov)

Italian bond redemption (€20bn; 15-Dec)

Spanish bond redemption (€16.2bn; 31-Oct)
Source: Credit Suisse

1) Implementation risks
Implementation risk
high: OMT failure, fiscal
slippage, slowing
political progress

If strong words were sufficient, then the euro area’s economic and financial crisis would be
long over. As we see it, one of the greatest weaknesses of European policymakers has
been their inability to effectively and promptly implement those intentions. The stakes for
effective implementation now seem extremely high.
OMT failure
The announcement of the OMT in the summer has brought about a sharp and sustained
reduction in borrowing costs for many peripheral countries and a relatively prolonged
period of financial stability. But the process has not yet been tested.

Spain’s aid request
could come by endFebruary

We think that the OMT will be triggered in coming months. Although Spain has almost
completed its issuance needs for this year, its financing needs for 2013 are considerable.
So, next year, financial markets may be less willing to finance Spain at current rates in the
absence of further clarity on the OMT. On that basis, we think that a request for help from
Spain could come by the end of February. At that stage, we outline several points at
which implementation could fail:
 The conditionality in the MOU for ESM support could be too tough for the Spanish
government to accept.
 The decision to grant ESM support could be blocked by one or more member states.
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 The ECB Governing Council could vote against the OMT.
 The bond market intervention undertaken may not be sufficiently vigorous and
consistent to bring bond yields down credibly and keep them there.
Any failure would likely lead to an immediate relapse back to acute crisis, in our view.
Funding costs of peripheral sovereigns would spike to unsustainable levels, cross-border
capital and deposit flight would resume, and financial conditions would tighten. The impact
on growth would be severe, so policymakers would then need to respond rapidly and
effectively to prevent the crisis from escalating even further. But even if policy did then
respond, the damage to economic activity and financial and business confidence would
not be slight. Nor would the further harm to policymakers’ credibility.
Given how critical an effective launch of the OMT will be, we think that there is only a small
probability that implementation would fail in the opening stages.
A more meaningful risk, though, is that implementation fails once the program has
begun. The ECB has made it clear that OMT intervention is conditional on member states
meeting the requirements of the MOU. If implementation of those requirements were to fail
at the country level – for economic or political reasons – we think that the ECB would
choose to stop OMT buying. Then, either the member state would move to comply –
meaning a brief financial panic – or it would not, leading to a more acute crisis, as
described above.
Fiscal slippage
Implementing
current consolidation
plans and 2013
elections key

By making any possible OMT intervention contingent on an agreement to meet specific
fiscal consolidation targets, failure on the part of any sovereign to implement its current
consolidation plans could have negative consequences for yields. Sustained
implementation failure in fiscal policy could bring about the circumstances in which the
OMT would need to be launched but against a backdrop of genuine uncertainty over the
willingness and ability of sovereigns to meet its conditionality.
Slouching towards reform
As long as implementation of the OMT is successful, the consequences of poor
implementation in other areas should be less dramatic. In our view, a successful OMT
removes the need for rapid progress on other matters, such as banking union and fiscal union.
All the same, it is clear that in the absence of financial stress, the pace of political
reform tends to slow. So there is a clear risk that political progress on issues such as
banking union, fiscal union, and Eurobonds is negligible in 2013. That may slowly
undermine market confidence in the euro. As we discuss below, the pace of developments
here may be determined by the key elections in 2013. Progress may be slow before the
German election. But it may, surprisingly, speed up afterwards.

2) Political risks
Crisis, meet the electorate
2013 critical year for
elections, including
Italy and Germany
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2013 is a critical year for elections, with Italy likely to go to the polls in the spring and
Germany in September.
Greece in 2012, Italy in 2013? In Italy’s case, our expectation is that a centrist coalition
will be elected that will continue on the path of fiscal and structural reform established by
the current Monti government. Such a continuation would be a necessary condition for any
possible OMT support. So an election of a government that was less willing, able, or
capable of delivering such reform would mean that Italian financing costs would
lose their current implicit support. Once again, that would precipitate circumstances in
which the OMT would need to be launched but against a backdrop of uncertainty over the
willingness and ability of the Italian government to meet the conditionality.

47

04 December 2012

Clear risk for more
turbulent outcome
to Italian election

These risks are non-negligible. As Exhibit 66 shows, a clear rise in support for
extremist, radical, alternative, and single-issue political parties across the euro area
began at the start of the crisis. That manifested itself dramatically in the elections in
Greece this year, which in turn generated acute financial volatility in Europe. Moreover,
support for such parties has risen sharply in Italy. That means there is a clear risk –
and one markets may increasingly focus on as it becomes imminent – of a more turbulent
outcome to the Italian election than our – and others’ – central expectations.
One caveat to that is that Italy’s constitution has been changed to require a balanced budget.
So the fiscal room for maneuver for a more “radical” government may prove to be limited.

Exhibit 66: Share of support for non-mainstream political parties
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German election and political inertia in 2013. The German election is also likely to pose
a risk. At present, polls point to a grand coalition of the CDU and SPD. As Exhibit 66
shows, support for more “radical” parties in Germany looks limited, as it does for
parties supporting a much tougher stance toward Europe than the current government.
That can obviously change, so there is still a risk that the next German government has an
implicit mandate to be tougher in Europe than it has been. But those risks look slight to us.
Bigger risk around
German election:
political inertia

Consequently, the bigger risk posed by the German election may stem from
Chancellor Merkel’s desire to limit the amount that Europe dominates the campaign:
there’s a good chance that decision-making in Europe atrophies until after the election.
Although that would slow progress on the big, but long-term, issues of political, fiscal, and
banking union, the more urgent risk is that it will hamper critical decision-making. In
particular, a German government unwilling to deal with issues such as a request for ESM
support from Spain or Italy or discuss further financing needs for Ireland and Portugal (see
below) would generate uncertainty and volatility.
A window of opportunity for late 2013, 2014. But inasmuch as the prospect of
Germany’s election may generate some political inertia in 2013, it poses an upside risk
for the election’s aftermath. If the Italian and German elections result in continuity, it
would present a rare opportunity for policymakers to push forward more effective plans for
the political, economic, and financial architecture of the euro area. All of the “big four”
euro-area governments (Germany, France, Italy, and Spain) will have a window of two
years (until the Spanish elections in late 2015) before they face their electorates again.
That could mean considerable political progress in late 2013 and early 2014 toward a
“grand bargain” to solve many of the structural flaws of the euro area.
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The center cannot hold
As well as electoral politics, we identify other sources of political risk at the country level.
Political risks
continue in Greece
and Spain

Greece remains the key risk. Although the current government has been fairly stable and
capable of passing the measures required, its support is gradually waning. There is still a
significant risk of a collapse in the current Greek coalition, especially if the Greek
government is pressed to impose too much austerity by the Troika or bailout
disbursements continue to be withheld. In turn, that would mean a repeat of the acute
financial volatility experienced in the wake of the first Greek election of 2012.
A similar risk can be seen in Spain, where there is growing tension between central
government and the regions. Given that much of the fiscal slippage in the past couple of
years has come at the regional level, that tension looks set to intensify. At a minimum,
that may further hinder successful fiscal consolidation in Spain. But, at worst, it could raise
the risk of secession at the regional level. That trend has already been established by the
recent vote in Catalonia. But although that is a risk, we are not convinced that it is a
particularly likely one. As we wrote recently, the economic case against regions such as
Catalonia leaving Spain is overwhelming.
PSI-2
The Irish and Portuguese rescue programs are both due to expire by the end of next
year. Although neither country has yet regained full market access, each has made some
progress, and yields have fallen considerably.
So it is possible that both countries could exit their program on schedule and finance
themselves in markets. But it is more likely that one or both of them will require an
extension to their program. Their financing needs in 2014 and beyond are still
considerable, as is the need for further fiscal consolidation. So second bailouts may be
financially and politically necessary.
Given how compliant the Irish and Portuguese governments have been, we do not expect
the negotiation or outcome of second bailouts to be problematic. That said, there is a risk
that EU policymakers decide, as they did with Greece, that a second bailout should be
accompanied by “private-sector involvement”: haircuts for private bondholders. We think
that is unlikely – discussions with EU officials suggest that they now regard the Greek debt
restructuring as a mistake, hence their claim that it was “exceptional and unique.”
But domestic politics in some of the core countries could lead to a repeat of PSI. If so,
then the consequent financial turbulence would be considerable and destructive. It would
have an extremely negative impact on government bond yields in the program countries
concerned, but there would also be contagion to other economies – Spain and Italy.
That could be particularly problematic, as a new PSI program would be a strong signal that
private-sector bondholders had become even more subordinate to official lenders. In that
event, the ability of the ECB’s OMT program to stem any contagion may be limited,
inasmuch as ECB bond purchases would be perceived as making remaining bondholders
increasingly subordinate to the official sector.

Introducing PSI would
cause a negative shock

2013 Global Outlook

So any proposals to introduce PSI in the event of a second bailout for Portugal or Ireland
would likely provide an extremely negative shock to the euro area.
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3) Cyclical risks
If any of the major risks described above were to materialize, then it is likely that the
impact on growth from the associated tightening in financial conditions would be
considerable. But the cycle itself poses a risk. As we discussed above, cyclical indicators
currently suggest that the euro area has remained in prolonged recession in the fourth
quarter. Our forecast is that the economy will emerge from recession early next year.
Several factors could
keep euro area in
recession

But there are risks that it does not. We list a number of factors that could keep the
euro area in recession:
 Sunk confidence. The prolonged crisis and lack of resolution by policymakers may
have torn the fabric of business and consumer confidence in Europe more dramatically
than we think. If so, the fundamentals that should support recovery in domestic demand
in core Europe may not gain traction, leading countries such as Germany and France to
sink ever deeper into recession during 2013. The ability of peripheral economies to then
rely on continued solid export growth would be limited.
 A weaker global economy. Continued poor, or deteriorating, growth momentum in the
US and China would drag on external demand for the euro area. It would also hit
business confidence in Germany, which appears to be stabilizing.
 Fragmentation. Renewed capital outflows from the periphery pose another risk. They
have recently stopped, and we see that as one reason to expect an improvement in
their cyclical prospects. But there will be plenty of opportunities for policymakers to
undermine that confidence next year. Renewed capital outflows from the periphery
would again tighten financial conditions and deepen the recession in the periphery.
 More pro-cyclical policy. The focus of fiscal consolidation has started to shift from
nominal deficit targets independent of cyclical outcomes, to one where there is greater
focus on medium-term structural tightening. That is why the fiscal drag in 2013 should
be less than in 2012. But fiscal slippage due to cyclical factors in many euro-area
economies is likely. So there is a risk of reversion to a tighter fiscal stance, with further
fiscal consolidation undertaken during next year, further dampening economic activity.

Several factors could
also lead to
stronger-thanexpected growth

A stronger recovery? The uncertainty goes both ways. Inasmuch as there are clear
downside risks, there are also circumstances in which growth could prove stronger than
expected. For example,
 The positive dynamics from the OMT backstop could be more potent than we
expect: business confidence and spending in core Europe could bounce back more
vigorously as uncertainty slowly abates, and the easing in financial conditions in
peripheral economies may stabilize domestic demand sooner than expected.
 Policy in Europe could become more conducive for growth: the emphasis on fiscal
policy could move further in the direction of structural, rather than nominal, deficit
targets, easing the pace of policy restraint in the periphery; Germany could embarks on
a modest fiscal stimulus in response to weak growth in late 2012; and the ECB could
embarks on a more aggressive monetary stimulus, for example through large-scale
asset purchases.
 The external environment may be more supportive: downside risks in the US and
Asia might not materialize, and the considerable cash balances held by the corporate
and financial sectors in the US could feed into stronger economic activity.

4) The crisis “goes French”
France could mark
escalation of crisis
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A final, significant, risk is that the financial crisis could escalate in 2013 in the absence of
any clear political or economic trigger, much as it did in the summer of 2011, when Italian
spreads widened. In that regard, and in light of its recent downgrade, France may pose
that risk. Clearly, a loss of market confidence in France would mark a dramatic
escalation of the crisis.
50

04 December 2012

There are reasons to think such a risk is not insignificant. Abrupt losses in market
confidence in other countries have often come against a backdrop of a gradual loss of
competitiveness, a sharp deterioration in cyclical dynamics, an increase in risk from the
financial sector, and concerns about the direction of policy and its implementation in the
country concerned. The recent downgrade of France by a second ratings agency is telling.
Some of those risks may be apparent in France at present; business surveys have fallen
sharply in the past few months, consistent with a relapse back into recession in late 2012;
a current account deficit has emerged in recent years that is slowly widening, suggesting
some loss of competitiveness; France’s banking sector assets are relatively large
compared to GDP; and TARGET2 data suggest that there were significant capital outflows
in October, perhaps indicating some loss of financial confidence after the recent budget.
But the fundamentals for France are not as acute as elsewhere. Its debt-to-GDP ratio – at
close to 90% – is high, but with a government deficit of around 5% of GDP, it is not on an
explosive path. And its current account deficit is not large relative to the periphery precrisis. Nonetheless, French government debt still trades at a remarkably narrow spread to
Germany’s, and the need for its economy to attract net foreign capital renders it vulnerable
to a shock.
In our view, the catalyst for the crisis to “go French” would likely to be a significant
downgrade to the French government’s credit rating by one or more agencies. That
would dampen the appetite of Asian central banks for French government debt. In turn,
that could be triggered by marked cyclical underperformance – perhaps driven by a steady
outflow of capital from France and an erosion of banks’ deposits, as well as increased
fiscal drag.
French crisis could
prove a European
solution

That said, it is not clear how critical a loss of investor confidence in France would
necessarily be. France is the second-largest economy in the euro area and has historically
been regarded as the median. It is hard to see how capital flight from France would
migrate entirely within the currency area. More likely, a French crisis would prompt rapid
capital flight out of the euro area, pushing down the currency significantly and boosting the
prospects for growth more generally. For many reasons, a French crisis may prove to be a
European solution.

Europe: Who will pay for the old? Potential generational
conflicts loom
Research Analyst
Amlan Roy
+44 20 7888 1501
amlan.roy@credit-suisse.com

2012 is the European Year for Active Ageing and Solidarity between Generations. In
our previous research (Global Demographic Manifesto: New People, New Jobs (2000), we
had highlighted policy actions for advanced ageing countries, which included abolition of
mandatory retirement ages combined with flexible enabled retirement. While some
countries have made advances in this area, some others have backtracked or slowed
down on pensions reforms. Strikes, industrial action, and unrest over pensions and health
promises have occurred in countries both in the core and at the periphery in Europe. The
costs and benefits vary starkly across generations. In addition, some families are getting to
recognize two generations of retirees, an unprecedented historical feature for them.
Exhibit 67 shows how life expectancy after pensionable age is increasing for both men and
women across European countries. Ireland is notable for its increased life expectancy after
pensionable age by 9.2 years (men) and 10.6 years (women) over 1971-2010.
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Progress needed to
deal with unsustainable
promises

Consolidated progress needs to be made to deal with the unsustainable promises on
pensions, health care, and long-term care. According to the European Commission,1 the
EU 27 spent 20.2% of GDP in 2010 on pensions, health care, and long-term care
combined (11.3% on pensions, 7.1% on health care, and 1.8% on long-term care). This is
projected to increase to 24.6% of GDP combined in 2060. The Euro Area spent 21.3% of
GDP on pensions, health care, and long-term care combined in 2010, projected to
increase to 25.9% of GDP in 2060.
The immediate challenge to government and corporate pension plans will be to
understand pensions risk and return in a new macro environment with higher regulation.
This will necessitate embracing multi-asset class strategies and incorporating new
alternative asset classes into the portfolio in a sensible risk-managed fashion. It will also
require both the public sector and private sector (households, companies, investors, and
fund managers) to incorporate the realities of a changing base of consumers, workers, and
non-workers. Health promises too will require immediate renegotiation for potential retirees
starting to retire in five years’ time.

Exhibit 67: Life expectancy after pensionable age
Years
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13.0
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14.1
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20.7
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7.7

16.9

10.0

20.6
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16.7

22.8
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13.3

17.3

16.2
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Portugal

11.8

16.3

14.2

20.2
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21.8
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European Commission, "The 2012 Ageing Report: Economic and budgetary projections for the 27 EU Member States" (2012)
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Commodity Super-cycle: Rest in Peace
All you need is growth …
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The key factor driving industrial commodity prices is global growth.
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With growth likely to remain relatively subdued for some time, the “super-cycle” is likely to have ended
with the “Great Recession.”
We do not, however, expect a crash. We believe that 2013 will be a period when individual commodity
fundamentals will reassert.

Global growth key
driver of commodity
prices

As outlined in The Danger Zone, much of the discussion in the commodity world over the
past 12 months has focused on whether the so-called “commodity super-cycle” has come
to an end. Although many consider this issue primarily through the prism of the Chinese
economy, to us the evidence is clear that, to paraphrase Milton Friedman, broad changes
in “commodity prices are always and everywhere a function of global growth.”
Exhibit 68 shows the tight relationship between broad movements in commodity prices
and global growth over recent decades, with the long-run average for global growth (3
1/2%) broadly correlating with flat real commodity prices.
 When growth has been above average, prices have tended to trend higher, while the
periods in which global GDP growth has been below average have seen real
commodity prices fall.2

Exhibit 68: Global growth is the key driver of commodity prices
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In the latest October 2012 world economic outlook, the IMF noted that its first principal component analysis suggests that
movements in basic material prices over recent years have almost all been explained by changes in global growth. With oil,
however, supply shocks continue to play a large part, while agricultural markets are far less subject to demand shocks.
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This relationship well explains the most recent cycle.
 The “super-cycle” between 2003 and 2008 was caused by the strongest sustained burst
of global growth seen in many decades.
 Although strong growth in China was a key factor in the 2000s growth surge, as
recent developments have all too clearly highlighted, strong growth in the North
Atlantic and other EM countries was a key factor in “allowing” China to grow at a
10%-plus pace (the world is highly interrelated).
 Unsurprisingly, commodity prices fell heavily during the “Great Recession,” prompting
the World Bank in 2009 to declare the end of the “super-cycle.”
 In any event, global growth rebounded in the second half of 2009 and through 2010 led
by China and the EM countries (the bounce in global IP was the strongest on record),
driving a commodity recovery.
 As global growth has slumped to a below-average pace over the past year, commodity
prices have again given back some of the gains (see The Best of Times, The Worst of
Times).

Exhibit 69: Commodities dip in 4Q was payback for the “non-fundamental
bounce” in 3Q
Annualized quarterly change in global GDP, and quarterly change in CCI (deflated by CPI) with forecasts
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The “super-cycle” is
almost certainly over

This suggests to us that there is nothing predestined about the future path of broadbased measures of commodity prices, with the outlook for global growth the key.
 With our economists expecting growth to recover only modestly over 2013, the
rebound in industrial commodity prices is also likely to be tepid.
 Unless growth returns to the heady pace of the 2000s – something we consider unlikely
any time soon – we think that the rapid upward trend in commodity prices (which is
really what most people are talking about when they refer to a super-cycle) is almost
certainly over.
 Indeed, with the power of hindsight, it is now apparent that the consistent upward trend
actually ended with the collapse of Lehman Brothers, with broad-based measures of
pricing essentially moving sideways with considerable volatility over the past five years.
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Exhibit 70: Bull market ended in 2006
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So must prices now crash?
Expect greater
divergence among
commodities, not
whole-sale “crash”

For many advocates of the super-cycle theory, the end of the up-cycle must, as day
follows night, be followed by a substantial down-cycle. While the above analysis suggests
that the next big moves in broad-based indices of commodity prices will depend on the
pace of global growth, an analysis of the history of pricing suggests that there will be a far
greater divergence among commodities during the next few years, rather than a wholesale “crash.”
 As we discussed in Commodity Prices in the Long Run: Are We There Yet?, most
industrial commodity prices have been essentially stationary in real terms over the past
100 years.

Exhibit 71: Oil and coal prices have recently diverged

Exhibit 72: Average base metal prices are back in
the range seen for much of the past century
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Against this backdrop, while it is very difficult to assess what a more “normal” price for
commodities might prove to be, we think that the 100-year average provides at least a
useful rule of thumb for relative value.
 From the viewpoint of 2012, the collapse in prices in the 1990s (2000 was a historical
low point for most industrial commodities) was the historical outlier. With the continued
industrialization/urbanization of the EM world, we do not expect prices to return to those
low levels – i.e., there has been a structural shift in global relative prices.
 However, as markets mean revert over time, it is of course possible that prices for a
time overshoot to the downside.
The chart below compares prices with the 100-year average – our preferred comparator.
This analysis suggests the following:
Only oil and gold
dramatically above
long-run average price

 Most commodities have already given back most of the “bubble” seen in the mid-2000s,
with only two (oil and gold) dramatically above the long-run average price.
 Although the oil market remains relatively tight at present, in our view, high prices
are beginning to work their magic (remember that ultimately high prices are the
only cure for high prices). In particular, the shale revolution in the US has opened
up a significant wedge between the price of oil and other hydrocarbons – both
coal and US gas prices have fallen noticeably – which over time is likely to see
the price of oil also begin to correct lower.
 Even though gold is likely to remain at an elevated level over the next quarter or
two, if the US can avoid the fiscal cliff and Europe can avoid another financial
panic (big ifs, we know), it is likely that it will also peak next year, with an eventual
heavy fall in store once (if?) investors begin to feel better about the global
financial system.
 Interestingly, while copper prices remain elevated and will likely come down as
supply improves from next year, on average, base metal prices have now
returned to the range that existed for much of the past 100 years, suggesting that
movements over the coming year are likely to be far more subdued than has been
the norm over the past decade.

Exhibit 73: Commodity prices relative to long-run averages
Last price against long-run average price, deflated by US CPI
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China: Growth Stabilizing, Structural Changes Needed
Research Analysts

2013 Core Views
We believe that Chinese economic growth has bottomed but that it will lack upward momentum in 2013.
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We believe that the core issue in China is that private investment has shrunk considerably. Monetary
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policy cannot address structural issues and public spending is no replacement for private investment.
One positive surprise could be the new administration cutting corporate tax rates in 2013. We are not
worried about growth but are concerned about corporate cash flows, which could become a negative
surprise. The property sector is a swing factor.

Neither hard-landing nor
strong rebound; expect
L-shaped recovery

Both those who expect a hard landing and those who expect a strong rebound in
growth in the Chinese economy may be disappointed in 2013. Also disappointed may
be those who expect a large-scale stimulus and those who expect the new leaders to
tackle the complicated structural issues. China’s economic performance is likely to be
steady but uneventful in 2013, with both the worst part of the slowdown and the leadership
succession behind us.

Exhibit 74: China’s economy − neither hard-landing nor strong rebound
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We believe that the Chinese economy is on track for an L-shaped recovery. We are
probably seeing the corner of the “L,” so the hard-landing risk is abating. Infrastructure projects
are restarting, albeit from a low base. The housing market has warmed up, with rising
transaction volumes and improved cash flows among the developers. Exports are showing
signs of stabilization, though visibility for 2013 remains poor, and consumption is quite resilient.
While bank lending is not particularly strong, trust funds, the corporate bond market, and the
curb market are channeling funds to local governments, developers, and SMEs.
Structural breakthroughs
necessary to revive
private investment

2013 Global Outlook

However, we believe that the core problem in the economy has been left unaddressed,
so we do not expect strong rebound. The core issue in China is that private investment has
shrunk, as the manufacturing sector has become much less profitable due to surging wages
and severe over-capacity. It is not that funding costs are too high, but banks are having
difficulty finding quality borrowers that are still interested in investing in real business activities.
Monetary easing cannot solve this problem, and fiscal spending is no substitute for private
investment either. Counter-cyclical measures could help boost the short-term growth rate but
cannot push the economy back to its previous high and robust growth levels. The country
needs structural breakthroughs to revive private investment, in our view.
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Exhibit 75: Public spending has stabilized the
economy…
60

Exhibit 76: …but the production rebound may look
more like that of 1997-2003 than that of 2008-2009
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Since growth is significantly dependent on policy decisions, how high growth can
go will very much depend on the government’s willingness and capacity to act. The
leaders in Beijing would be happy with economic growth of 7.5%-8.5%, in our view. Fiscal
spending has been used and will probably continue to be used, to stabilize growth around
7.5%-8.0%, but we do not see an appetite on the part of the authorities to boost the growth
rate above this level artificially. The growth target is likely to be set at 7.5% for 2013. The
decision makers in Beijing seem to broadly agree that the harm done to sustainable longterm economic growth by the stimulus package launched in 2009 outweighed the shortterm cyclical benefits. So unless the economy appears to be heading into a crisis, we do
not expect any further large-scale stimulus. Also, the leadership now appears more
confident about managing the economy than it was in 2008, and it seems comfortable with
the economy growing around 7.5% − a target set at the beginning of 2012.
Another reason for us to reject the idea of large-scale stimulus is that the balance
sheet of local governments are too stretched for large-scale investments. The
combined local government budget deficit surged from around RMB1.5 trillion in 2007 to
RMB4 trillion in 2011, after an extraordinary period of infrastructure investment in 20092010. The deficit-to-GDP ratio for local governments now has reached 8.5%. And these
figures do not include the liabilities from local investment vehicles. Local governments
have received some funding recently from trust funds and the bond market, but this has
totaled billions rather than the RMB11 trillion received from the banks over the past three
years. Banks are reluctant to lend to local government now.
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Exhibit 77: Local governments are running out of
money and…

Exhibit 78: … their budget deficit-to-GDP ratio has
climbed in the last few years
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Despite unimpressive bank credit statistics, we believe that liquidity is not tight in
China. Banks have lent at a pace of RMB611 billion per month over the past three
months, compared to an average of RMB808 billion per month in 1H 2012. Of the
average, of RMB358 billion that banks have lent to corporates over the past three months,
only 23.6% has been in the form of medium- and long-term loans, while the rest has been
short-term financing, compared to the average of 64.5% in 2009. Only long-term loans are
relevant in terms of investment in real business activities. Banking disintermediation, which
has been apparent in the US for many decades, seems to be occurring in China. Over the
same period, financing raised by corporates from trust funds and the corporate bond
market rose by more than 100%, forming an alternative to bank lending.

Exhibit 79: Bank lending has slowed and short-term
financing has made up a large proportion of that…
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Exhibit 80: …but trust loans and corporate bonds
have provided an alternative to bank lending
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The direction of the property sector will probably determine the direction of the
economy, in our judgment. There has been a significant rise in housing transactions since
May 2012, and that has substantially improved the cash flows of the developers, one of the
weakest links in the economy. While central government rhetoric remains very critical of
property speculation, its actions have been limited and measured. The property market is
arguably the only growth engine running well. With monetary policy running into a liquidity
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trap and fiscal options constrained by the lack of funding at the local government level,
housing policy is probably the only tool that can still effectively fine tune the economy. Thus,
we expect Beijing to continue its practice of talking hawkishly but acting gently, unless
speculation gets out of control. While the funds available for property investment in China
were not really affected by the global financial crisis, “hot money” investors decided to stay
on the sidelines to watch last year and took the PBoC’s two rates cuts in one month as a
sign of a change in policy stance. We expect rising land acquisitions by developers and a
gradual increase in house prices over the next 12 months.
Property bubble exists
but does not mean it
will burst soon

We think that China is experiencing a property bubble. In our view, housing prices in the
coastal areas are too high measured against either domestic affordability or price levels in
comparable foreign housing markets. On the other hand, housing inventory levels are very
high in the inland cities – some would probably need seven to eight years to clear these even
if no new houses were to be built from now on. But having a bubble does not necessarily
mean that it will burst soon, especially given that China is a high saving country with few
alternative options for investment. Ordinary people look on housing as a “bank account” to
some degree. If the housing sector does not collapse in the short term, then non-performing
loans held by banks may not increase as quickly as some market commentators expect.

Corporate cash flows
a concern, not growth

We are not worried about growth but are concerned about corporate cash flows.
Given the growth momentum discussed above, we think that China will probably grow in a
narrow range between 7.5% and 8.5% over the next 12 months or so. That would be good
news for economists, as this would be deemed a soft landing. However, this would hardly be
good news for corporate cash flows, in our view. Debts accumulated and cross-guarantees
given during the boom times may come back to haunt companies. Companies are losing
pricing power, yet costs are still rising. On top of that, account receivables may surge much
higher. At some stage, we expect the weak links of the debt chain to break in 2013, causing
market concerns. However, as long as the property market does not experience a major
correction, we believe that the central government has enough resources to isolate and
resolve periodic financial hiccups, like the one in Wenzhou in October 2011.

Inflation to pick up, but
below consensus

We expect inflation to pick up in 2013. Pork accounts for an exceptionally high weighting
in China’s CPI basket by global standards, so when the pork supply cycle turns, China’s
inflation turns. There was a wave of hog slaughtering in the spring of 2012 as feed costs
surged. Judging from the pork production cycle, we expect pork prices, along with some
other agricultural prices, to see upside around the spring of 2013. Besides food inflation, we
do not expect pricing pressure from other segments of the economy. Despite surging labor
costs and rents, companies do not have much pricing power, and hence our CPI inflation
forecast for 2013, at 3.0%, is below the market consensus forecast of 3.3%.

Exhibit 82: Inflation is expected to pick up, driven
by food prices

Exhibit 81: Pork prices may move into an up-cycle
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Corporate tax rate cuts
could surprise positively

One positive surprise could be the new administration cutting corporate tax rates.
The new government will be formed in March 2013. We do not expect it to undertake any
major reshuffles in the first year, at least. However, there have been some comments by
the incoming premier about tax cuts. We think that any tax cut would be small and
tentative, probably in the form of merging operating tax with VAT tax. However, this could
benefit a large number of companies, especially in the service sector. Exports could
surprise either way. In October, exports grew 11.6% yoy, and the trade surplus was
USD31.9 billion – a record high. The outcome regarding the US fiscal cliff and the
European debt crisis could easily move China’s export performance by 10 percentage
points in either direction.
A negative surprise could come from corporate cash flows, and especially from trust
funds, the steel industry, the alternative energy sector, and SMEs, while the property
sector is a swing factor. We assume there will be a mild rally in the housing sector. This
sector is highly sensitive to government housing policies. Should speculation intensify,
anti-speculation measures could sink the market, causing major uncertainty about overall
economic performance.

Expect 8.0% GDP
growth in 2013

We forecast 8.0% GDP growth in 2013, versus 7.7% in 2012, driven by modest and
measured infrastructure investment along with steady consumption. Growth in 2H
2013 should be a little faster than in 1H 2013, but we believe that the country is unlikely to
get back to the same level of growth that it has enjoyed over the past seven years any
time soon without structural reforms. While 8% would be a solid growth number in global
terms, public spending is not a substitute for private investment, and monetary easing
cannot address the structural issues. These structural issues are unlikely to be addressed
any time soon, in our view, because any attempts to do this area will probably run into
opposition from vested interests. Inflation is expected to remain at bay, and we forecast
that it will average 3.0% in 2013.
We would become more constructive if we were to see the service sector opened to
private capital and the banking oligopoly broken. Li Keqiang, expected to be the new
premier, recently made some interesting remarks emphasizing the need for structural
reform, stating that “he would not make mistakes if he does not try to reform, but he would
be held accountable in the history books.” Nevertheless, it will need political will, political
strength and political judgment, to push through significant reforms. We are not sure
whether it will happen but remain hopeful that this could be a potential macro theme for
2014 or 2015. A change in leadership in the US takes three months, but we think that a
change in leadership in China may take years to complete.

China strategy outlook
EQUITY RESEARCH
Vincent Chan
+ +852 2101 6568
vincent.chan@credit-suisse.com
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The two major events for the China market in last few months have been as follows: (1)
China has completed its political succession after the 18th Party Congress and the election
of the new Politburo Standing Committee, and (2) the Chinese economy has finally shown
signs of stabilization after almost two years of decelerating growth. Despite our concern
about the weakened long-term growth outlook for China, we think that the market has
bottomed and will rebound given the depressed valuation of Chinese stocks after two years
of underperformance and the macroeconomic stabilization. Our 12-month target for the
HSCEI (H share index) remains at 12,000, implying about 17% upside from the current level.
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Exhibit 83: MSCI China EPS integers

Exhibit 84: H shares − price-to-book (x)
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Because of the stabilizing macro-economy, in the last one to two months, we have
started to see signs that the trend of earnings downgrades for Chinese companies
might be coming to a halt. We are still not sure whether the earnings downgrade cycle of
China that we have seen from mid-2010 onward has been completed, with the earnings of
banks a key swing factor. Therefore, when we set our index targets for the H share index
and MSCI China, we have assumed no earnings growth for 2012, 2013, and 2014, while
the consensus earnings growth forecasts for the H share index for 2012, 2013, and 2014
are 4.4%, 5.2%, and 9.7%, respectively, and for MSCI China are 1.2%, 9.5%, and 10.9%.
Our end-2013 index targets for the H share index and MSCI China are 12,000 and 60,
respectively, implying 17% and 4% upside.
Add beta

2013 Global Outlook

Given our expectation of a stabilizing economy, and given that defensive sectors
such as consumer staples, the internet, and telecoms have been outperforming the
market over the last 18 months already, we advise investors to add some beta to
their portfolio. We recommend being overweight high-beta sectors such as banks,
insurance & diversified financials, materials, and transportation, and we are recommend
being underweight broadly defined consumer sectors (consumer staples, discretionary, IT,
and healthcare) for the first time since 2009.
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2013 Core Views
The recent improvement in US household formation should accelerate in 2013 and beyond.
Ongoing labor market recovery could lead to formation growth that is much stronger than widespread
estimates.
Improving formation will likely drive GDP growth directly, via construction, and indirectly, via its impact on
the services sector.

2013 Thematic Trade Ideas
Gain long exposure to US housing.
Gain exposure to improving fundamentals through non-agency RMBS and whole loans.

The great economist Paul Samuelson predicted in 1943 that the war’s end, with its
collapse of military orders, millions of soldiers hitting the labor market, and “shift from
astronomical deficits to even the large deficits of the thirties,” would usher in “the greatest
period of unemployment and industrial dislocation” any economy has ever faced.
His classic mistake highlights the difficulties in forecasting socioeconomic outcomes at
times when major new cyclical and secular forces are emerging.
Taking this experience into consideration, the modern forecaster can use wide scenario
ranges as his ally, essentially admitting his ignorance.
And yet, some scenarios are more plausible than others. We keep two points in mind. First,
we don’t trust “widespread expectations” of socioeconomic trends. Second, we look for
things that can reinforce each other: vicious or virtuous cycles.

Long-awaited
recovery in US
household formation
set to go much further

This type of thinking makes us optimistic that the long-awaited recovery in US household
formation, which has begun in earnest, is set to go much further, with implications well
beyond upward pressure on house prices. Consensus estimates of formation growth are
already a major macro tailwind, but a plausible but hard-to-forecast further improvement
could produce a different economic regime altogether.
Exhibit 85 shows the Census Bureau’s estimates for formation. In the past 12 months, 1.1
million households have formed, versus an average of 700 thousand from 2008 to 2011.
Exhibit 86 shows total households (in logs) over the past 25 years. Cyclical factors –
particularly the weak labor market – caused formation to grow very slowly since 2006.
Slower immigration played a role, but that too was likely driven by the weak jobs market.
Exhibit 87 shows the change in each state’s unemployment rate between 2007 and 2011
versus the slowdown in household formation by state. While there is no tight linear
relationship between these two variables, linkages are clear in the extremes. The shaded
area highlights states where unemployment rose by more than 5 percentage points. In
these states (which include Florida, Nevada, Arizona, California, and Georgia), formation
tended to slow more than the national average (or equivalently, persons per household
rose more than the national average).

Labor market and
demographics could
drive strong
formation growth

2013 Global Outlook

The future path of household formation depends on the labor market and demographics.
We argue below that these two factors could combine to drive strong formation growth,
potentially well above estimates consistent with population growth, which generally fall
between 1.1 million and 1.3 million per year. Those numbers are sufficient to provide a
substantial tailwind to GDP growth and the housing market, but a much stronger result is
possible. We have been arguing for some time that household formation would start to
recover and that the implications would prove to be very important for markets and overall
US economic performance.
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Exhibit 85: US household formation with forecasts
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Exhibit 86: Long-term US households
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Exhibit 87: Household formation and unemployment
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Exhibit 88: US homebuilder equities (October 2011 = 100)
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Exhibit 89: US house prices
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Exhibit 90: NAHB Index, housing starts, and permits
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From a market perspective, formation does seem to have had a major impact. Exhibit 88
shows the absolute and relative performance of the homebuilding sector since it began to
rally last October. It is up over 80%. Exhibit 89 shows several measures of US house
prices, which have all turned decisively higher but remain very low relative to historical
trends.
From an economic perspective, the impact of formation has been more muted, or at least
less obvious, than we expected. Construction activity has improved and looks likely to
continue its improvement (Exhibit 90). But the level of residential fixed investment is still
low in an absolute sense, so this improvement has only contributed 25 bp to GDP growth
in the past four quarters.
Improving formation will drive recovery in many parts of GDP that have been stagnant in
recent years. Those include direct goods purchases, such as furniture and building
materials, and large parts of services consumption. The services spending that comes
directly from operating households – imputed rents, utilities, bills, etc. – makes up 14% of
GDP. Another large chunk comes from financial services spending, which is related to
formation through its impact on debt growth, interest rates, and other channels. Together,
these categories of consumption make up almost a fifth of total US GDP.
These categories have been a serious drag on growth and are a key reason why the
recovery has been weak. The direct evidence that formation is beginning to recover
suggests that this might be changing. However, the indirect evidence, particularly in
services consumption, paints a more ambiguous picture.
Recovery in
formation set to go
much further

Fortunately, the recovery in formation is set to go much further. Exhibit 92 shows the
number of persons per household in the US, an inverse measure of formation. The ratio
gently trended down between the mid-1990s and mid-2000s and then lurched down
sharply during the headiest period of the housing boom, when credit conditions were
extraordinarily easy.
From 2006 to 2011, the ratio rose very sharply, reflecting the cyclical collapse of formation,
and since 2011, the ratio has gone sideways, which implies the growth rate of total
households is again keeping up with population growth.
A strong cyclical recovery in the labor market could drive this ratio to new lows, as the
growth of households exceeds population growth for a time. Currently, the labor market is
showing steady jobs growth near 150k per month, but it is by no means healthy, given a
very high unemployment rate and long-term unemployment rate and the increasing rate of
retirements as baby boomers turn 65 (driving down labor force participation). This
combination of cyclical recovery and age-structure-driven structural weakening is pushing
the unemployment rate down sharply even though jobs growth of 150k is not strong by
historical standards.
Retirements only drive down the number of households if they change living arrangements
so that the number of persons per household goes up (e.g., if someone moves in with
adult children). Over time, rising longevity is slowly increasing the average size of elderly
households but from low levels: older cohorts have smaller household sizes for obvious
reasons. Meanwhile, increasing retirements will free up jobs for younger workers. As
retirements pick up, there will simply be less competition for the relatively unskilled jobs
that can be filled by either the young or the old. Therefore, the relative labor demand for
the young will likely improve.
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Exhibit 91: Housing-related services (log-scale, indexed to 2005)
4.75
Household Operations (14% of GDP)
Financial Services (5% of GDP)

4.7
4.65
4.6
4.55
4.5
4.45
4.4
4.35
4.3
4.25
95

96

97

98

99

00

01

02

03

04

05

06

07

08

09

10

11

12

Source: Credit Suisse, Thomson Reuters Datastream

Exhibit 92: Persons per household
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Exhibit 93: Floridian 25- to 34-year-olds who head households
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Exhibits 85 and Exhibit 105 show three scenarios for formation. The middle scenario on
formation simply assumes formation grows with the population. There is a small drop in
persons per household (the baseline scenario on Exhibit 92) due to the changing age
structure of the population. This scenario is roughly in line with the baseline expectation of
the Harvard Housing Center, which assumes formation growth of 1.18 million per annum
in this decade.
Our strong and weak scenarios make aggressive assumptions about the growth outlook in
order to put an appropriately large margin of error around the base case. Respectively, we
assume household size to continue to rise (weak case) or pent-up demand for households
drives the persons per household ratio down (strong case). Below, we detail how we
arrived at our numbers, which are based on projecting improvements in ratios of
household heads to population across all age cohorts, thus controlling for relevant
demographic factors.
The percentage of each age cohort that heads a household is essentially the inverse of
persons per household. The census has detailed data by state which allows us to create
granular projections.
Florida, the fourth-biggest state economy with $750 billion in GDP, is an extreme case.
Exhibit 93 shows the percentage of Floridian 25- to 34-year-olds who head a household,
regardless of whether they rent or own. It fell from 49% in 2006 to 39% in 2011. In other
words, in 2006, half of Floridian young adults had their own place, and five years later, a
fifth of that group had moved in with their parents or someone else.
Exhibit 94 shows a similar ratio for the country as a whole. For 15- to 34-year-olds, the
ratio fell from 30.8% in 2007 to 29.2% in 2010. Exhibit 95 shows the same ratios for other
cohort groups for the US. We can use census estimates for how the size of each cohort
group is likely to change an assumptions for where these ratios could go in order to arrive
at overall formation scenarios. Exhibit 96 shows the Census Bureau’s estimates for how
the size of each cohort is likely to change.
Bad scenario: 1.0 mn
new households over
next five years

Our bad scenario extrapolates the recent trend decline (2005-2011) in household heads
by age bucket. In other words, for under 35-year-olds, the percentage who have their own
households falls a further 1.5%. Doing this across the entire population, we arrive at a
formation estimate of 1.0 million new households over the next five years. The positive
number is driven by population growth, but then adjusted downward by a significant further
increase in household size. In our view, this would happen only under extremely poor
economic conditions such as a depression.
Our strong scenario assumes cyclical improvement, with household to population cohort
ratios going roughly two-thirds of the way back to their 2004-2006 peaks. Thus, the
recession’s impact is partly reversed, pent-up households form, and household sizes
shrink (Exhibit 92). This scenario is much stronger than widely expected.
The point of having a wide range between good and bad outcomes is to illustrate how
wrong widespread expectations can turn out to be. In our view, the base case is more
likely to be too weak than too strong. In particular, rising formation would likely correspond
to an economy in which business formation, jobs creation, and household formation are
improving in concert, reinforcing each other, and reversing some of the non-linear negative
dynamics generated by the recession.

Strong scenario: 9.0 mn;
reasonable estimate: 6-8
mn new households over
next five years

2013 Global Outlook

An improving labor market, excellent housing affordability, rising house prices (fewer
homeowners underwater), and a further improvement of credit conditions could create
something like our good scenario, which would generate a maximum of 9 million new
households in the next five years, an average of 1.8 million per year.
So how many households will form? A reasonable estimate, in our view, is somewhere
between the strong and base case views, meaning 6-8 million over the next five years.
Demographics alone should create 5.7 million, with the rest driven by a labor market
recovery that falls short of our strong scenario.
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Exhibit 94: 15- to 34-year-olds who head a household
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Exhibit 95: Households by age cohort
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Exhibit 96: Population projections (thousands)
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Exhibit 97: Household projections
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Even base case
of 5.7 mn would drive
pick-up in residential
investment

We need not assume such high numbers to demonstrate the powerful forces formation
can unleash. Even the base case scenario of 5.7 million will drive a substantial pick-up in
residential investment. The extremely low levels of housing starts and permits over the
past few years means a large number of new housing units will likely need to be built.
Although there is a large overhang of vacant housing units, especially in Florida,
construction is likely to pick up sharply. To forecast how big this could be, we start by
conservatively projecting a fall in the total number of vacant housing units by 1 million-1.5
million over the next five years (in addition to the decline since 2009 of nearly 1 million).
Note that over the past half century, declines in the number of vacant units have been
short-lived and rare (Exhibit 98).
We make a similarly conservative assumption regarding the mix of single family and
multifamily construction. Historically, the construction of a multifamily housing unit costs
about one-third as much as single-family. To account for this, we assume that 35% of new
housing units will be multifamily – the 75th percentile since 1960 and the highest level
since 1986 (Exhibit 99).
These moderate assumptions and muted formation scenario would lead to significant
increases in residential investment GDP.3 Exhibit 100 shows the likely path of residential
investment in our various household scenarios. In our baseline scenario, residential
investment still increases to almost $600 billion, contributing a cumulative 1.7% to real
GDP growth. In our positive scenario, where household formation recovers cyclically, we
see residential investment temporarily reaching $800 billion, contributing 3.2% to GDP
growth.

Increased building
activity to drive
employment in
residential construction

Furthermore, this increased building activity should drive employment in residential
construction. Currently, there are nearly 2 million workers in residential building and
contracting. Unsurprisingly, the number of workers in these sectors has closely followed
residential investment GDP (Exhibit 101). Historically, when residential investment has
been between 600 billion and 800 billion, construction employment has been between 2.5
million and 3.5 million. This allows us to forecast an additional 0.5 million-1.5 million jobs
over the next five years in residential construction alone.

3
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We use a simple linear model, fitting the log-level of real residential investment on single-family starts, multi-family starts, and a
time trend.
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Exhibit 98: Vacant housing units (thousands)
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Exhibit 99: Housing starts (thousands)
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Exhibit 100: Residential investment scenarios
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Exhibit 101: Residential investment and construction employment
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This bullish outcome is built from bearish assumptions: households only grow in line with the
population, vacant housing inventory declines sharply, and there is a considerable shift into
cheaper, multi-family housing. Yet we still expect the demand for new housing to be a
significant driver of GDP growth and employment. Cyclical recovery in household formation
is likely to augment these effects, but it is not strictly necessary for a positive outcome.
The US economy faces numerous potential headwinds in the years ahead, including
underfunded pensions, cuts in government spending, increases in taxes, and a large
amount of skilled labor retirements. But it is critical to balance these negatives with visible
tailwinds, such as household formation, strong corporate sector balance sheets, potential
pent up demand for durable goods and investment spending, and a sharply improving
energy balance.
Recovery in formation
to be increasingly
evident in 2013

In 2013, we think that the recovery in formation will become increasingly evident. This isn’t
just good for real estate investors and homebuilders, it’s also relevant for those wondering
whether interest rates, inflation, and credit growth could increase over the coming years.
If the essence of “de-leveraging” was foreclosures and the housing bust, could the housing
recovery lead to the beginning of a re-leveraging of the household sector? 2013 is not too
soon to ask.

Short-term outlook for housing
Expect roughly
4.0%-5.0% increase in
home prices in 2013

After six long years of continued price declines, home prices finally found a bottom in 2012.
Although prices started inching up during the first quarter, we think that the foundation for
a sustainable recovery were laid during the second quarter as supply-demand
fundamentals began to turn unequivocally in a positive direction driven by increasing
demand and plummeting supply. As we look ahead to 2013, we think that much of the
supply constraints will remain in place, providing support for a sustainable recovery in
home prices. We expect a roughly 4.0%-4.5% increase in home prices in 2013, following
an estimated 5.0%-5.25% increase this year.
Ongoing household formation in line with population growth is an important stabilizing
factor for house prices, but a move toward our strong recovery scenario could unleash
more powerful forces. Here we demonstrate that there are numerous short-term factors
supporting house prices, which are unrelated to our formation theme.
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Source: Credit Suisse, NAR
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Exhibit 103: REO Inventory likely to
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Although housing has been cheap according to a host of fundamental indicators (like
owning versus renting, price-to-income ratio, etc.) for some time now, a favorable turn in
supply-demand technicals helped stabilize home prices this year. Notably, a convergence
of several factors helped constrict the inventory of homes for sale.
First, foreclosure completion rates plunged (Exhibit 104) once banks put in place AG
settlement-driven servicing changes, resulting in fewer Real Estate Owned (bank-owned)
properties. In addition, aggressive modification (Exhibit 105) of delinquent loans by
servicers have resulted in a steady decline of the shadow inventory.

Exhibit 104: Foreclosure completion
rates have plummeted
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servicer modification rates – are
increasing
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Although modification rates should eventually tapper off, we expect the slowdown in
distressed supply to be sustained by declining REO inventory. At the current run rate, we
expect the total inventory of REO properties to decline another 14% by next June,
providing further support to home prices (Exhibit 103) as distressed sales.
In our base case, we expect inventory levels to stabilize in the 350-360K range during
2014 and subsequently decline. We do not expect a meaningful increase in this number in
the medium term to impede the recovery process significantly even if servicers were to
significantly ramp up foreclosure completions in the near term. We outline such a scenario
in Exhibit 103, where we assume servicers increase the foreclosure completion rate back
to the pace prevailing prior to the AG settlement. In the latter scenario, inventory levels
could decline 8% by 3Q next year before rising again to close to 400K by mid-2014, when
the full adverse impact will likely be felt.
A second factor dampening supply of homes for sale is the roughly 10.6 million population
of underwater borrowers who are severely limited in their ability to transact. In addition to
this, a big chunk of home owners currently lack enough appreciation on their properties to
trade up into a larger home. This has dampened housing turnover rates putting a lid on
potential supplies. Only a sustained home price appreciation will gradually unlock this
supply. Increased demand from potential homeowners as well as investors has quickly
depleted this limited supply – resulting in a virtuous cycle of restricted supply and price
gains.
Cycle of restricted
supply and price gains
to be sustained, but
watch for seasonality
and potential pitfalls

2013 Global Outlook

We expect this momentum to be sustained during 2013, although we expect seasonal
factors to soften prices somewhat in October and November (to be reported in December
and January).
However, potential pitfalls persist. Any sustainable recovery in housing will have to be
accompanied by a commensurate increase in credit availability and further improvement in
the labor market. From this perspective, impending regulations concerning the definition of
a Qualified Mortgage (QM) and Qualified Residential Mortgage (QRM), if defined too
narrowly, could further restrict credit availability to anyone but the most pristine borrowers.
Furthermore, restricting mortgage tax deductions, at a time when the housing market is
just beginning to stabilize, could have significantly negative ramifications on prices,
especially higher priced homes.
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re-leveraging could boost US EPS by about 10%).
Markets are already de facto pricing in a margin decline.

Margins are not universally high
1) The US profit share of GDP is extreme against recent history but less
so compared to the long run
There are two main sources of data we can use to assess profit margins: those from the
equity market and those from national accounts.
The most widely used tends to be the US profit share of GDP. Exhibit 106 shows that this
is close to its highest since the mid-1960s. This closely matches the net income margin
reported for S&P non-financial companies.

US margins high on
previous occasions

However, the longer time series of annual national accounts data shows that the profit
share of GDP, while high, has been at such elevated levels on previous occasions (early
1940s, early 1950s) for often long periods of time. Recently, the profit share of GDP has
remained above 10%, having peaked at 11.0% in 4Q 2011.

Exhibit 106: The US profit share of GDP is closest to
the highest since the 1960s
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2) The profit share of GDP is not as extreme outside of the US
Margins not high
across all markets

The top-down profit share of GDP is also high in Japan but to a lesser extent than in the
UK, where profit share of GDP appears to be only in line with its long-run average.
We also look at non-financial margins in the equity market. The bottom-up data confirm that net
margins in the US are close to the top end of their 30-year range (0.7 standard deviations
above their post-1995 average), compared with 0.4 standard deviations above average for
global non-financial equities. Emerging market net margins are actually below average.

Exhibit 108: The profit share of GDP is more
extended in the US than in Japan or the UK
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Exhibit 109: US margins are more extended than
other regions using bottom-up equity market data
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3) Bottom-up EBITDA margins are less extreme
We also look at EBITDA margins for non-financial equities. Only the US has margins
above its norm. Emerging market gross margins are close to their lowest on data available
back to 1995 (16.3% compared with a low in 1995 of 15.8%).

Exhibit 110: Only US EBITDA margins are above
their post-1995 average
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Exhibit 111: EBITDA margins are less extended than
net profit margins
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Lower interest
charges key and
could fall further

The reason for less extended EBITDA margins is that interest, depreciation, and tax
charges have all fallen below their post-1990s average. In particular, lower interest costs
have contributed to 50% of the rise in net income margins. We think that, if anything, the
interest charge will fall further as debt is rolled over at lower rates.

Exhibit 112: Interest, depreciation and tax have all
fallen helping
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Exhibit 113: Lower interest charges have contributed
to half of the improvement in net income margins
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4) Margins are only extended in three of the main US sectors
Downside to margins
not material as some
may believe

We go a bit further and look at the broad sector breakdown of margins. In the US, only the
technology, consumer services, and oil sectors have EBITDA margins that are materially
above average, implying that the downside to margins is not as material as some investors
may believe.
There are logical reasons why these sectors have high margins: energy has seen a sharp
rise in the oil price over the past 15 years; consumer staples have had exposure to fastgrowing emerging markets with premium brands; and we believe tech margins have been
driven predominately by software, which has high barriers to entry via the high cost of
switching suppliers and the significant exposure to after-market sales.
Indeed, excluding tech, US EBITDA margins are only slightly above their post-1990
average (16.6% compared with 16.0%).

Exhibit 114: Only tech, consumer services and oil
have EBITDA margins above their post-1990 average
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Exhibit 115: US ex-tech margins are only slightly
above average
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Margins are more sustainable than investors realize
US profit margins
can be sustained at
high levels

Given the conclusion from the previous section is that US margins are the most extended,
and because data availability facilitates it, from here we will discuss the drivers of US profit
margins and why we think they can be sustained at high levels:

1) Top-down data show that it is lower unit labor costs that have
boosted margins… and they are set to stay low
The fall in unit labor costs (down from a peak of 68% of sales in 2001 to 60.7% in 3Q
2012) has been the main contributor to the rise in in top-down margins. Although we think
that there is little scope for the same boost to be repeated, we are skeptical that it will
quickly reverse.

Exhibit 116: The decline in ULC has been the main
contributing factor behind the increase in margins
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Exhibit 117: ULCs are nearly 4 percentage points
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Expressed in the simplest possible terms, the profit share of GDP is the mirror image of
the wage share of GDP. Therefore, one has to believe that the wage share of GDP will
rise to hold a view that the profit share of GDP will fall.
This truism is supported by the fact that declines in profit margins have typically occurred
on average eight months after the output gap has been closed – see Exhibit 119 – (i.e.,
the economy operating close to or above potential capacity). Despite the difficulty of
measuring an output gap, it is clear that one exists, and therefore, it is hard to forecast a
rise in the labor share of GDP.
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Exhibit 118: The non-financial profit share of GDP is
the mirror image of the wage share of GDP
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Exhibit 119: The non-financial profit share of GDP
has tended to peak only when the output gap has
been closed
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Another way of expressing this is that the profit share of GDP does not peak until labor
has pricing power. At a minimum, wages have had to rise for ten months (and on average
nearly 20 months) before the profit share of GDP peaks.
Clearly, wage growth on all measures is still falling (the private sector wage component of
the ECI is rising at 1.8% a year, with total employee cost inflation including social security
decelerating to 2.3% yoy and average hourly earnings growth still decelerating).

Exhibit 120: Wage inflation has averaged 3.7% at the
peak in margins in previous cycles

Exhibit 121: Wage growth is currently just 1.6%
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2) Scope for an even lower interest charge as corporates refinance
Interest charge
could fall further

US corporates have benefitted from the low-interest-rate environment, with the interest
charge falling to an all-time low of just 1.7% of sales in recent quarters for US nonfinancials. This could fall even further as corporate bond yields have continued to fall,
while the interest charge has actually been stable through 2012 (Exhibit 122).
Clearly, as corporate debt rolls over, corporates will be able to refinance at lower rates. As
we show when we look at the bottom-down data, nearly half the improvement in margins
has come from this source. (The bottom-up data as above show that nearly half of the
EBITDA improvement has come from low rates.)

Exhibit 122: US non-financials interest charge could
fall even further
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3) Continued downward pressure on corporate tax rates
Corporate tax rates
falling as well

In many countries, corporate tax rates are falling because the ability of companies to relocate their headquarters to the most favorable tax regime more than offsets the incentive
for governments to target corporates as a source of revenue.
According to data from the OECD, 2012 corporate tax rates are lower in 19 countries (of a
sample of 34) than they were in 2006. This compares to only four economies where rates
are higher – and these have been predominantly crisis-hit economies (Portugal, Iceland,
Hungary).
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Exhibit 124: Corporate tax rates are being cut in more than half of OECD countries
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4) Outsourcing of low-margin capital-intensive businesses
Look at outsourcing of lowmargin capital-intensive
businesses and share of
international earnings

The corporate sector has outsourced low-margin, capital-intensive businesses, often to the
non-quoted sector or abroad to lower-cost destinations. For example, in emerging
markets, the penetration rate of discrete- (as opposed to flow-) based automation is just
5% that of the developed world.

5) More international earnings
Companies have become more international over time: the proportion of earnings from outside
the US has risen from 14% two decades ago to more than a fifth now; thus, the denominator
used in the profit share of GDP is understated. The non-US sales exposure of the S&P 500 is
higher at one-third.

Exhibit 125: The share of US profits coming from overseas continues to trend higher
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One negative: rising investment puts pressure on margins
Increase in
depreciation to be
offset by lower
interest charges

Under-investment initially helps margins in two ways: first, there is less supply, and
second, the depreciation charge is low.
However, we expect that capex growth will be strong in 2013 due to the average age of
the capital stock being very high and the investment share of GDP still below its pre-2008
average.
This increase in investment can be expected to raise the depreciation charge and dampen
margins. Exhibit 127 shows that if investment growth remains at current levels, the
depreciation charge should rise by about 5%. This would be equivalent to a hit to margins
of 25bps. However, we think that this can be offset by lower interest charges.

Exhibit 126: US non-financial corporates
depreciation charge is high relative to history
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Exhibit 127: The depreciation charge does rise as
investment picks up
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Some investors believe that under-investment is responsible for the bulk of the margin
improvement. We highlight that the depreciation charge relative to sales is already quite
high (using the Federal Reserve flow of funds data, which is not the same as the stock
market data), and only 17% of the improvement in net margins from their post-1990s
average has come from a lower depreciation charge (using bottom-up equity market data).

We believe that it’s a bit different this time around
Both non-financial top-down profits and bottom-up net and gross margins have peaked
over the last year (although it is interesting to note that the total profit share of GDP
including financials has not). Normally, from the point at which top-down margins peak,
they have fallen on average by about 100bp over the following two years, while top-down
profits have fallen by around 9.4% over the same period, as illustrated below. We think
that it will be different this time around.
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Exhibit 128: US non-financial profits tend to fall 9.4% in the two years following a
peak in the profit share of GDP
Absolute

av g % change post peak in profit share

US profits

Change in US

US profits

US non-financial

S&P operating

% GDP, av g

profits % GDP

as a % GDP

post-tax profits
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Trough
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-33.0%

-19.5%

Profit share peaks: Jun-65, Dec-72, Sep-77, Dec-84, Mar-88, Sep-97, Sep-06
*S&P 500 operating EPS since 1988
Source: Thomson Reuters, Credit Suisse research

Normally, the peak in margins is associated with a severe supply-side shock (a
quadrupling of the oil prices in 1974 and doubling in 1979) or clear-cut closing of the
output gap (as occurred over 1965, 1972, 1986, and 1998) and significant over-investment
(1997). None of these conditions will, in our view, apply in 2013.

Margins are not the whole story
While this section is focused on margins, equity investors should be focused on the return
on equity and the gap between the return on equity and the cost of equity, because this
gap determines the theoretical value of an equity.

Re-leveraging could
boost US EPS by c10%

The other two components of RoE are asset turns and leverage. Asset turns for the US
market have the potential to rise, and an increase in leverage, given the low leverage ratio
of US non-financials, could boost EPS by 10% on our estimates.

Exhibit 129: Asset turns are below average

Exhibit 130: US net debt / EBITDA is at the bottom
end of its range
2.2

US non-financials, net debt to EBITDA
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In addition to margins, sales growth is the other obvious factor behind EPS growth. The
consensus currently expects just 3.6% sales growth in 2013. This is below the IMF’s
forecast for global nominal GDP growth (arguably a better proxy of corporate earnings
than US GDP growth) of 4.9%.

Exhibit 131: Market EPS would be raised by 10% if
companies re-levered to 2x net debt / EBITDA
US
Non-financial corporate
sector

Exhibit 132: Consensus expects sales growth to be
noticeably lower than global GDP growth in 2013
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Markets de facto
pricing in margin
decline

2014

Below, we show that although the IBES consensus appears to be implying an increase in
margins in 2013, this is at odds with the results of our recent client survey, which showed
that only 3% of respondents believed margins could rise from current levels. More
importantly, as we show in the asset allocation piece, equities are priced for a 10%-20%
decline in earnings.

Exhibit 133: The consensus estimates appear to
suggest margins will expand in 2013…
--------- S&P 500 IBES consensus ---------

2011
2012
2013
2014

2013

Source: Credit Suisse, Thomson Reuters

Exhibit 134: … but this is at odds with our client survey

----- Nominal GDP growth (IMF) -----
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2013 Global Product Outlook
Summary of Our 2013 Global Product Outlook (Click on links to go to respective section)
Product
Commodities

2013 Core Views

2013 Thematic Trade Ideas

Most industrial commodity prices are likely to increase
modestly over 2013 as global growth recovers.

Look for opportunities to take a short position on calendar 14 iron
ore.

The gains are likely to be led by the base and platinum
group metals and oil. Gold should also resume its upward
trend, although a peak may be getting near. In contrast,
the grains should continue to moderate, while iron ore
should come under pressure in the second half of the
year.

Average into a long position in the CSCB industrial metals index
on dips.
Average into a long position in gold on dips.

Many markets (e.g., oil, grains, platinum, and palladium)
remain vulnerable to further supply disruptions.
European Credit
Strategy

We expect BBB excess returns of 275 bp in 2013.
Risks are ever more “fat-tail” and dominated by the euro
area. They have increasingly divergent effects on the
investment decision of “domestics” and “non-domestics.”
The misdiagnosis of the European banking system’s
challenge as liquidity, not solvency, continues to have
effects; for this and other reasons, we still see the euro’s
defining crisis as being in the future.

The dominant theme remains: “it’s fine to take a risk, but you have to
be paid.” So,
Concentrate longs on high-yield or the subordinated tier of
investment-grade issuers.
Buy subordinated debt of strong banks (in contrast, even now, to
the senior debt of weak banks).
Roll corporate longs into CDS where possible; basis remains
attractive.
Broadly speaking, avoid sovereigns.

Global
Leveraged
Finance Strategy

The drop in yields in 2012 has limited the upside for 2013.
We expect near-coupon returns ‒ a little less than coupon
for US and European high yield and a little more than
coupon for US and European leveraged loans.
Defaults are likely to remain low in most markets in 2013.
Most of the risk is concentrated in a few companies,
primarily in the US and European loan markets.

Slowing EBITDA growth rates lead us to be more defensive,
especially for high yield.
European high yield is unlikely to outperform US high yield in
2013.
US and European loans have significant excess spread to
cushion against losses.
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2013 Global Product Outlook
Summary of Our 2013 Global Product Outlook (Click on links to go to respective section)
Product
Emerging
Markets

2013 Core Views
Growth rates in most emerging market economies we
cover should rise. In particular, we see stronger growth in
Brazil, China, and India.
However, in most cases this acceleration comes from a
starting point of negative output gaps. In EMEA inflation
should moderate and remain quiescent in Brazil, China, and
Mexico.

2013 Thematic Trade Ideas
In Asia, our strongest view is being long 5y bonds against 5y OIS
in India.
In EMEA, we recommend receiving 5y IRS/buy R186s (2026) in
South Africa in local currency and being long Russia and Turkey
against South Africa and Poland in hard currency.
Receivers in the long end of the TIIE or Mbonos curves are our
strongest fixed income view in Latam.

Southeast Asia is the main exception because economies
are closer to potential or, in the case of Indonesia, above
potential. We expect interest rate hikes in Indonesia and
fiscal tightening in Malaysia.
FX Strategy

The tight ranges and low vol environment that
characterized much of 2012 are likely to persist in the new
year.
The EUR and other European currencies are vulnerable to
weak growth in the euro area and the return of Spanish
sovereign financing stress.

We recommend selling currencies geared to growth in core
Europe: long EURCZK, short PLNRUB, short EURUSD.
JPY is likely to disappoint bears: sell USDJPY rallies to 84, short
EURJPY.
China recovery is likely to see renewed USDCNY downside:
short USDCNY 1yr NDF.

The JPY is likely to be under pressure early in 2013, but
yen bears are likely to be ultimately disappointed, as the
BoJ is likely to struggle to weaken the currency.
European Rates

We expect choppy but range-bound markets, with a
modest upward bias in core yields.
“Safe” carry trades ought to form a strategic part of
investment portfolios.

Buy EUR vol calendar spreads (short 1y10y versus 1m10y).
Go long core 30y ASW.
Go long Italy versus soft core.

Italy can continue to outperform in an environment
constructive for risk.
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2013 Global Product Outlook
Summary of Our 2013 Global Product Outlook (Click on links to go to respective section)
Product
US Rates

2013 Core Views
Rates should come under modest upward pressure in the
first part of the year, taking 10s to 2.25%, but we expect
this “baby bear market” to fade relatively quickly and for
10s to end the year at 2.00%.
Although Twist is slated to conclude at the end of 2012,
we expect the Fed to leave its purchases of Treasuries
entirely unchanged going into 2013.

2013 Thematic Trade Ideas
We favor 10s30s B/E flatteners heading into 2013.
We like 1y5y versus 3m5y payer calendar spread.
We suggest 1x2 25bp OTM 6m7y payer spreads to express a
modest bearish bias in early 2013 (see November 15, 2012
US Interest Rate Strategy Weekly).

We expect the Fed to introduce goal-dependent guidance
in 1Q 2013, which will replace the current date-dependent
guidance. We look at the different possible specifications
for such a rule and its likely impact on the market.
Our analysis suggests that a threshold of 6%
unemployment and 2.5% projection for PCE would allow
the Fed to extend effectively forward guidance into 2017.
Japan Rates

Securitized
Products

We lowered our JGB yield forecasts through 1H 2013
because of the downside risks for Japan's economy.

We suggest purchasing JGBs in the 9-10yr zone through 1H
2013.

However, longer term, economic weakness should not
lead to a decline in yields because of the increase in fiscal
spending and the persistence of a current account deficit.

Our recommended trade in the event of rising yield volatility
would be short positions in the 7-10yr zone.

We expect securitized products to put in another strong
showing in 2013, as many of the same themes and trends
continue to carry the market’s performance.

We maintain an overweight recommendation on the Agency MBS
basis.

Strong supply/demand technicals remain in place for the
sector, supported by the Fed’s purchase program and a
low-rate environment.
The housing market should continue to improve. We expect
a 5.0%-5.25% increase in 2012 followed by 4.0%-4.5%
next year.

We still have a general bias toward keeping in the top part of the
capital stack in legacy CMBS and view AMs and select AJs as
having the best value from a risk-reward standpoint.
In CDOs and CLOs, we see better relative value in AAAs among
the non-PIKable tranches and like new-issue CLO equities.

European banks seen as a key directional indicator for risk for
2013.

Be short JPY.

JPY and Japanese equities are seen close to a potentially
important bearish reversal.

Go long 10yr US/Germany bond spread.
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US yields to move higher on a relative basis to Germany.

Go long Japanese equities, long Japanese real estate.
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Technical
Analysis

In non-Agency, we prefer high-coupon Prime & Alt-A and Option
ARMs over subprime as a result of higher optionality. We also
favor prime and Alt-A Re-Remic Mezz.
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Commodities: Light at the End of the Tunnel?
Modest recovery over 2013
Research Analyst
Ric Deverell
+44 20 7883 2523
ric.deverell@credit-suisse.com

2013 Core Views
Most industrial commodity prices are likely to increase modestly over 2013 as global growth recovers.
The gains are likely to be led by the base and platinum group metals and oil. Gold should also resume its
upward trend, although a peak may be getting near. In contrast, the grains should continue to moderate,
while iron ore should come under pressure in the second half of the year.
Many markets (e.g., oil, grains, platinum, and palladium) remain vulnerable to further supply disruptions.

2013 Thematic Trade Ideas
Look for opportunities to take a short position on calendar 14 iron ore.
Average into a long position in the CSCB industrial metals index on dips.
Average into a long position in gold on dips.

Prices to recover a
little over 2013

In the near term, commodities (along with most risk assets) are likely to continue to be
moved by the daily news cycle, with the machinations related to the US budget
negotiations the most significant catalyst. However, as outlined in Commodity Forecasts:
The Best of Times, The Worst of Times, once the US negotiations are out of the way
(assuming a sensible deal is done), the outlook for many industrial commodity prices is
likely to be primarily driven by the pace of global growth.
To that end, although growth currently remains very soggy, the recent high-frequency
indicators are suggesting that a base is forming, with our economists expecting it to pick
up from the current sub-3% pace to 3½% saar in 1Q and to around 4% in 2H. Over the
past few decades, 3½% growth has correlated with broadly flat real commodity prices (see
Commodity Super-cycle: Rest in Peace).
Although risks abound (see Scenario Analysis & Risks), under our economists central
scenario, commodity prices should recover a little over 2013, with the CSCB increasing by
nearly 10%. We note, however, that prices of several of the major commodities (notably
iron ore and copper) are likely to be held back by increasing supply, particularly in the
second half of the year.

Exhibit 135: The CSCB is likely to increase by nearly 10% over 2013
Index
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Individual commodity
performance to diverge
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With the period when all commodities were trending higher over (see Commodity Supercycle: Rest in Peace), the performance of individual commodities is likely to diverge in
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2013. Oil, several of the base metals, the platinum group metals, and gold are likely to
move modestly higher. However, absent another weather event, grains are likely to
continue to retrace some of this year’s gains, while increased supply should weigh on iron
ore and copper in the second half of the year.

Exhibit 136: Commodities forecasts – current price relative to 4Q 2013 forecasts
4Q 2013 forecasts against front-month contract prices as of 30 November 2012
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Oil
Oil and several base
metals to move modestly
higher; increased supply
to weigh on iron ore and
copper in 2H

The price of Brent oil has, for the most part, moved sideways in a large range between
$105 and $120 over the past two years. Given that the swing producer, Saudi Arabia, is
likely to continue to target this range, we expect it to persist over much of 2013. As growth
picks up, the price should move toward the top of the range over 2013. However, as
always, short-term movements are likely to be driven just as much by geopolitical events
as by changes in demand.

Base metals
After surging in September on the hot air created by the latest central bank plans to save
the world, base metals gave up much of those gains in the past two months. Although the
short-term risks remain to the downside, we think that most metals are likely to put in a
base over the coming month. This should precede their moving modestly higher over 2013
as global growth recovers, the inventory rundown comes to an end, and in particular the
Chinese infrastructure spend begins to affect physical markets. Copper prices are,
however, likely to be restrained by increasing supply as the year progresses.

Iron ore
The era of windfall prices is over, in our view. Prices are likely to remain around current
levels through the first half of 2013 but are then expected to come under renewed
downward pressure in 2H as supply growth continues to outpace demand. It is notable
that despite a collapse in Indian exports and a resurgence in Chinese steel production, the
price of iron ore in China appears to have hit a ceiling at around $120/tonne over recent
weeks.
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Thermal coal
Although thermal coal prices are likely to remain subdued over 2013, spot prices should
move a little higher late in the year, driven by a continuation of robust demand, increased
restrictions on marginal supply, and an open arbitrage for Chinese imports of seaborne
material. That said, the market is likely to need to wait until 2014 to enter a more balanced
state, by which time incremental demand-side growth and deferrals to supply-side
expansions should create the potential for higher prices.

Precious metals
Platinum group metals
and gold to move
modestly higher;
grains likely to retrace
gains

We believe that gold is likely to resume its upward trajectory in 1H next year. Monetary
policy in developed markets is likely to stay highly accommodative, nominal yields should
continue be held down by central banks, and consequently real interest rates (notably in
the US) are likely to remain negative, in our view. Gold, as a high-quality liquid asset,
should benefit. At the same time, we expect a moderate improvement in Indian demand
for bullion and further growth in the Chinese gold market (which became the world’s
largest in 2012).
As we enter 2H, however, if global growth does indeed increase to around 4%, the appeal
of gold would be likely to weaken and prices would be likely to near a peak.
Platinum and palladium are more industrial than precious metals, in our view, and demand
should improve if the global recovery strengthens – vehicle production is the key metric to
watch. At the same time, supply for both metals is expected to remain constrained: 75% of
platinum is mined in South Africa, where costs inflation is running at >10% per annum.

Grains
After grain prices jumped as a result of the US summer drought, an improved outlook for
South American crops is likely to cause corn and soybean prices to move a little lower in
2013, absent an unexpected weather disruption in the region. However, the lingering
effects of the US drought on this year’s winter wheat crop could cause grain prices to
diverge – with wheat prices likely moving higher if conditions do not improve.
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European Credit Strategy
“It’s the euro, stupid”
Research Analyst

2013 Core Views
We expect BBB excess returns of 275 bp in 2013.

William Porter
+44 20 7888 1207
william.porter@credit-suisse.com

Risks are ever more “fat-tail” and dominated by the euro area. They have increasingly
divergent effects on the investment decision of “domestics” and “non-domestics.”
The misdiagnosis of the European banking system’s challenge as liquidity, not solvency,
continues to have effects; for this and other reasons, we still see the euro’s defining
crisis as being in the future.

2013 Thematic Trade Ideas
The dominant theme remains: “it’s fine to take a risk, but you have to be paid.” So,
Concentrate longs on high-yield or the subordinated tier of investment-grade issuers.
Buy subordinated debt of strong banks (in contrast, even now, to the senior debt of
weak banks).
Roll corporate longs into CDS where possible; basis remains attractive.
Broadly speaking, avoid sovereigns.
Expect BBB excess
returns of 275 bp in
2013

Our modal view of European BBB credit excess returns in 2013 is 275 bp, being coupon
plus a small narrowing. Very strong years tend to be followed by more moderate years and
that is our core expectation in 2013 (please see our European Credit Views: Outlook and
Trades for 2013 for full details.. The analytical challenge is the risks ‒ their nature, severity,
and probability.
The corporate credit cycle remains very slow to evolve. In non-financials there are some
idiosyncratic company issues, and the early signs of a possible future turn in the cycle are
visible as companies take advantage of cheap financing on offer, but we are still many
months from a substantial turn in our view. So the risks to our modal view are heavily
based in the euro macro sphere and in the other risks this publication lays out. As the
below chart shows, discussion of the crisis has dominated pricing of European credit and
we expect that to continue.

Exhibit 137: iTraxx Main reacts to “Euro-crisis” headlines
iTraxx Main 5y spread vs. weekly number of “Euro-Crisis” headlines on Bloomberg
iTraxx Main 5y

Weekly # of "Euro Crisis" stories on Bloomberg (4w avg, rhs)

250

6000

230
5000

210
190

4000

170
150

3000

130
2000

110

90

1000

70

Nov-12

Sep-12

Jul-12

May-12

Mar-12

Jan-12

Nov-11

Sep-11

Jul-11

May-11

Mar-11

Jan-11

Nov-10

Sep-10

Jul-10

May-10

Mar-10

0

Jan-10

50

iTraxx is a trademark of International Index Company Limited.
Source: Credit Suisse

2013 Global Outlook

93

04 December 2012

Euro area-related risks have been becoming more systemic for a while; every action taken
to defuse the crisis so far has tended to defer and systematize it instead; correlation is
increasing as debt is mutualized de facto if not de jure.
Defining crisis of
the euro area is in
the future

At this point, with the threat of the OMT being the boundary, we think we are getting to the
stage where the risks leave the market sphere; they are so systemic that the market is
losing the ability to price them efficiently. That does not mean they are going away and we
want to be clear that the defining crisis of the euro area is in the future, in our view.
The presence and the difficulty of quantifying this risk dominates the asset allocation
decision, with “domestic” participants and ‘”non-domestics” having a different reaction
function. Broadly, we would not expect non-Europeans to be generalized buyers of
European credit.

Banking system capitalization still an open issue
Misdiagnosing
European banking
system’s challenges as
liquidity not solvency

An issue that continues to concern us is the capitalization of the banking system,
particularly in Spain. (And Spain remains central to our understanding of the euro area.
With all the questions in Spain, that understanding is therefore massively incomplete.)
It is striking that the issue of whether to involve senior unsecured is going “by default” as
the market winds down for non-national champion players. It now appears that, short of a
massive crisis, the existing balance sheet is not going to be a major source of new equity
capital, beyond the non-national champion subordinated outstandings.
The aim of the ECB in ruling out the use of senior unsecured in any situation was to
protect it as a funding source. This is consistent with continuing diagnosis of the problem
as a funding issue. We disagree with this, seeing it rather as a solvency issue.
Now, five years into the crisis, the senior unsecured outstandings of non-national
champion banks have started to mature, and have not been replaced. And as the chart
shows, Eurosystem borrowings have soared in the meantime.
The market has withdrawn funding at a far greater rate than senior unsecured issuance
could ever have replaced ‒ partly, in our view, as a result of bank solvency concerns.
Senior unsecured would have been better used as an actual source of capital than as a
possible source of funding, in our view. That bird has flown but is a clear and very
substantial example of our theme of systematization.

Exhibit 138: Missing the target (and growing the TARGET) by missing the point
Senior debt outstanding in Spanish banking system; national champions (BBVA and Santander) split out. Bank borrowings
from Eurosystem added (“Jan 2013” bank borrowings are data to 31 October 2012). EUR billion.
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This pattern is, in our view, entirely consistent with a misdiagnosis of Europe’s banking
system issues as a funding crisis (five-and-a-half years into the “crisis”) as opposed to a
solvency issue.
In our view, nothing illustrates more clearly the amount of work that is ahead of us
than Exhibit 138.
Since the balance sheets of the banks have been largely ruled out as a source of capital,
governments in some form or combination are going to have to step in to some degree.
“Bad banks” (with the effect of running parts of the system with lower levels of capital) can
help, but ultimately if there is a capital requirement due to the persistence of “the par
pretence,” it is going to be governments that at least to some extent are involved. So the
losses that we still see as being embedded in the euro are looking increasingly likely to
come to governments as a result of the ECB’s stance. By default, so to speak…
It remains our view that we are dealing with solvency issues rather than liquidity. The OMT
has succeeded so far because in the euro area the boundary between monetary policy
and fiscal policy ‒ i.e., the boundary between liquidity and solvency, is blurred (even more
than in other parts of the world, notably the UK, where the situation is already blurred
enough). So Sr. Draghi declaring that monetary policy was anything below three years,
and therefore his domain, which is effectively what he did during the summer, was a major
step, especially given short European government maturity schedules, in our view. How
could it not buy time (even at a point nearly double that period into the situation)?
De facto has to
become de jure

But, in our view, it can only succeed permanently if in some way it provides solvency and
that is not at all clear, although the ECB can transfer solvency, and the deeper it goes in,
the more de facto mutualization has taken place. Unfortunately, at some point, de-facto
has to become de jure, in our view. The ECB is – as befits an organization with existential
risk – taking a dominant role in proceedings and is essentially delineating the ultimate
choice, in our view, but cannot actually execute it. To spell that out a bit; if the ECB has
bought a large quantity of Spain’s debt, restructuring it becomes increasingly difficult but
has been made more likely by the ECB having also taken off the table the transmission of
losses through senior unsecured. In the meantime, despite avowals of the ECB being paripassu, it is effectively leveraging the government bonds at each stage of the process –
Greece is a case in point – de facto subordinating existing sovereign bond-holders.

Ultimate choice will
not be made in
absence of a crisis

And we think what is ultimately being set up is a choice – which will not be made in the
absence of a crisis – between mutualizing Spain’s debt or a systemic financial collapse
probably fatal to the euro.
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2013 Core Views
The drop in yields in 2012 has limited the upside for 2013. We expect near-coupon returns ‒ a little less
than coupon for US and European high yield and a little more than coupon for US and European
leveraged loans.
Defaults are likely to remain low in most markets in 2013. Most of the risk is concentrated in a few
companies, primarily in the US and European loan markets.

2013 Thematic Trade Ideas
Slowing EBITDA growth rates lead us to be more defensive, especially for high yield.
European high yield is unlikely to outperform US high yield in 2013.
US and European loans have significant excess spread to cushion against losses.

The CS High Yield Index spread is 598 bp as of 26 November 2012. This is the same level
as early 2010, though spreads have been as tight as 480 bp and as wide as 870 bp in the
intervening period. Spreads, along with other measures such as price and return, have been
much more volatile in the past three years than during prior economic expansions.

Exhibit 139: CS High Yield Index spread
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Credit Suisse economics research forecasts that 2013 GDP growth will increase to 2.5%
by the end of the year, which is correlated historically to a 590 bp spread. The following
exhibit compares the spread (inverted on the right-hand scale) to the following quarter’s
GDP (for 4Q12 forward, we are using Credit Suisse economics research forecasts). Our
high yield projection model is based on this spread-to-GDP relationship.

Exhibit 140: Next-quarter real GDP yoy% change vs. CS HY Index spread
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2013 total return
projection for US
high yield 7%;
default rate 1%-2%

Our baseline total return projection for 2013 for US high yield is 7%. When we examine
scenarios for stronger or weaker growth, we forecast a range of 6% to 8%.
We project a 1%–2% default rate for high yield bonds in 2013. Our bottom-up forecast
comes to 1.4%, and we weight the risk to the upside. For 2014, we are projecting a slight
increase to 2.1%.

Exhibit 141: Historical and projected high yield default rates
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The Credit Suisse Leveraged Loan Index discount margin is 565 bp as of 26 November
2012, a 100 bp tightening year to date. We think that GDP and earnings growth won’t be
strong enough to drive discount margins much tighter in 2013, though there is a possibility
that increased CLO demand could cause some spread tightening.

Discount Margin

Exhibit 142: CS Leveraged Loan Index three-year discount margin
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Loan yields (calculated to a three-year refinancing) are currently 6.02%, 67 bp tighter than
high yield bond yields of 6.69%. The average difference between these yields has been
83 bp since December 2009. This relationship has been much more stable post-2009
than before. We use this relationship to make return projections for loans based on our
high yield return projections.
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Exhibit 143: Leveraged loan yield versus high yield bond yield
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2013 total return
projection for US
leveraged loans 5.5%

Our baseline total return projection for 2013 for US leveraged loans is 5.5%. When we
examine scenarios for stronger or weaker growth, we forecast a range of 4.5%-6%.
New CLO issuance is mostly replacing CLOs that have exited their reinvestment period.
CLO issuance volume is $45 billion year to date, about 25% of all loan issuance.

Exhibit 144: US CLO issuance
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2013 total return
projection for European
high yield 6%

We use a similar spread-to-GDP model for European high yield projections as for the US
Our baseline total return projection for 2013 for European high yield is 6%. When we
examine scenarios for stronger or weaker growth, we forecast a range of 5%-7%.
Western European high yield spreads are currently 562 bp, 76 bp tighter than the longterm average. These levels are tighter than during the previous two recessions due to two
factors: default rates have remained relatively low and the proportion of BB and crossover
credits in the high yield market has increased significantly since the last recession.
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Exhibit 145: CS Western European HY Index spread
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More difficult for
European high yield
to outperform US
high yield in 2013

European high yield spreads are currently 33 bp tighter than US spreads. The year
started with European spreads 172 bp wider, a swing of 205 bp during 2012. This
tightening is the source of the 8% outperformance by European HY relative to US this year.
The historical tights of this relationship are about 70 bp tighter, but given the lower coupon
and higher average rating of European high yield, it will be much more difficult for
European high yield to outperform US high yield in 2013.

Exhibit 146: Western European high yield spread-to-worst versus US spread-to-worst
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2013 total return
projection for
European leveraged
loans 5%

Based on the relationship in yields between European high yield and European loans, our
baseline total return projection for 2013 for European leveraged loans is 5%. When we
examine scenarios for stronger or weaker growth, we forecast a range of 4%-6%.
At 697 bp, the Credit Suisse Western European Leveraged Loan Index discount margin is
still well above its long-term average of 507 bp. The discount margin has tightened by 140
bp year to date, but this elevated level remains adequate to compensate for risk. This is
also borne out by the strong total return year to date of 9.30%, compared to the negative
total return of -0.65% experienced in 2011, when discount margins began the year too low
and did not adequately compensate investors for risk.
This is illustrated by comparing the discount margin to the default loss rate. The large
excess spread in this market has cushioned investors against default losses, which are
approaching 2009 levels. The European loan market has experienced significant default
and default loss rates over the past year, and spreads have remained wide to compensate
for future losses.

2013 Global Outlook

99

04 December 2012

Exhibit 147: Western European leveraged loan discount margin vs. default loss rate
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Exhibit 148: Leveraged finance return and default projections
Performance
Annual Total Return
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Default Rate Summary
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2013 Core Views
Growth rates in most emerging market economies we cover should rise. In particular, we see stronger
growth in Brazil, China, and India.
However, in most cases this acceleration comes from a starting point of negative output gaps. In EMEA
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inflation should moderate and remain quiescent in Brazil, China, and Mexico.
Southeast Asia is the main exception because economies are closer to potential or, in the case of
Indonesia, above potential. We expect interest rate hikes in Indonesia and fiscal tightening in Malaysia.

2013 Thematic Trade Ideas
In Asia our strongest view is being long 5y bonds against 5y OIS in India.
In EMEA we recommend receiving 5y IRS/buy R186s (2026) in South Africa in local currency and being
long Russia and Turkey against South Africa and Poland in hard currency.
Receivers in the long end of the TIIE or Mbonos curves are our strongest fixed income view in Latam.
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A year of contrasting challenges
2013 Core Views
Real GDP growth is likely to improve in 2013 but only marginally. Key headwinds remain.
Most countries should also see modestly higher inflation in the first half of the year.
We expect policy rate cuts in China, India, and Korea and rate hikes in Indonesia, Thailand, and the
Philippines.

2013 Thematic Trade Ideas
The broad-based rally in Asian fixed income markets is likely to end.
Indonesia markets are most vulnerable, in our view, as BI reacts to inflation pressures.
India markets look most attractive on RBI’s bunched-up easing and foreign demand.

Central scenario bodes
well for improvement in
external demand
environment

Our central forecast for the global economy bodes well for an improvement in NJA’s external
demand environment relative to that of 2012. Any pick up in export activity is, however, likely
to be modest, with the pace of domestic activity remaining key to the relative fortunes of the
various Asian economies. In this context, it is useful to split the discussion of the region into
three segments before moving onto the implications for rate strategy.

1) China & India: Strong, sustainable domestic recovery?
The weakness of domestic demand in the giants of NJA, China and India, represented a
huge brake on 2012 GDP growth in the region as a whole, which is set to undershoot that of
2009. Both countries have, however, implemented several policy measures designed to
address the problem – China has introduced a fiscal expansion program, albeit nothing like
the magnitude seen during the global financial crisis, and the Indian government has finally
come up with a range of economic reforms designed mainly to encourage greater foreign
investment in a number of sectors of the economy. In addition, we can look forward to a
further easing of monetary conditions in both countries, with the Reserve Bank of India, in
particular, set to surprise by the extent of its rate reductions during 2013, in our view.

See China: Growth
stabilizing, structural
changes needed for a
detailed discussion
2013 Global Outlook

At the same time, however, important headwinds exist which will continue to limit the pace
of expansion. Financing difficulties in China and a cautious private sector are set to
constrain investment, while consumers are unlikely to shrug off their inherent conservatism
with regard to spending. Indeed we believe the combination of excess leverage and the
middle-income trap will see GDP grow in the order of “just” 7.5%-8.0% per annum over the
101

04 December 2012

coming years, from an average of 10.5% previously. Trend growth may also have softened
in India, albeit by less than in China, while it will take time for the benefits of the economic
reforms and rate cuts to be felt in full.

2) The ASEAN tiger cubs: Hitting the wall?
Indonesia, Thailand, Malaysia and the Philippines have all enjoyed an unprecedented decoupling of domestic demand from exports over the last 18 months, leaving us to wonder
whether any or all of them will run into constraints during 2013.
Signs of overheating
in Indonesia

Indonesia is most at threat, in our view, as several signs of overheating have emerged. In
particular, there is a danger that a likely further increase in the current account deficit will
put additional pressure on the rupiah, forcing Bank Indonesia to tighten policy more
significantly – we are looking for 125 bp of rate hikes in 2013. This in turn will likely
damage the performance of asset markets and cut domestic growth in time.
In Thailand, we believe various post-flood incentive schemes will have stolen some growth
from 2013, while domestic activity is likely to soften somewhat in Malaysia after the
general election which must be held by April. Fiscal policy there is set to turn from
stimulatory to contractionary, although investment will continue to be supported by the
Economic Transformation Programme. In our view, the Philippines offers the best chance
of sustained domestic strength, benefiting from structural improvements in the governance
of the economy. Indeed we expect at least one major rating agency to elevate the
Philippines to investment grade status before the end of 2013.

3) Developed NJA: Continuing to struggle?
Korea, Taiwan, Hong Kong, and Singapore have registered the weakest GDP growth
performance of all Non-Japan Asian countries in 2012 as both exports and domestic
growth has softened. Looking ahead, although the gap is likely to narrow somewhat in
2013, as the developed NJA countries are usually the biggest beneficiaries of stronger
world trade growth, we expect them to continue to underperform. High levels of leverage
will likely continue to constrain domestic activity in Korea and Taiwan, with inflation
remaining below 3% and policy rates set to be eased fractionally from here.
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Local rate strategy – the downtrend in rates encounters headwinds
Curves set to
steepen

We expect the broad-based strength in Asian fixed income to weaken. Markets appear
increasingly vulnerable, especially early in 2013, to the mix of rising optimism on growth, a
rise in headline inflation and potentially a sell-off in USTs. These pressures, in part, should
be mitigated by limited fiscal loosening and QE related inflows into Asian bond markets.
Some markets will likely trade in a narrow range. In aggregate, we remain constructive on
short dated bonds in the region but we expect curves to bear steepen and bonds to
outperform swaps.

Inflation could play
spoilsport in
Indonesia

The bearish sentiment should be most visible in the Indonesian bond markets. Bonds will
likely rally further this year, pushing yields on the 10y to 5% levels, but much higher
inflation and policy tightening in 2013 should trigger a sharp reversal in sentiment. The 5y10y segments will likely be the most vulnerable to any rebalancing of foreign investor
positions. Our bias would be to shift to an underweight position into the rally and/or to pay
5y NDS. Risks to our view come from negligible inflation pressures or no policy response
to visible inflation pressures, which could result in a sell-off across the curve.

RBI easing set to
trigger rally in India
bonds

Indian bond markets are likely to be the best performing markets in 2013, in our view.
RBI’s delayed but bunched up easing should trigger a much awaited rally in government
bonds. We expect the bond curve to bull steepen as fiscal slippage concerns and a heavy
auction calendar keep the back end from matching the rally in the shorter segments. We
expect 5y government bond yields to fall to 7.5% levels from 8.2% currently. The OIS
curve, however, is largely pricing in the 125 bp easing we expect. We recommend being
long 5y bonds (8.19%) against 5y OIS (7.24%). Risks to our view come from more liquidity
measures coupled with further deterioration in the fiscal deficit.
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2013 Core Views
We project that regional GDP growth will accelerate to 3.9% in 2013 from an estimated
2.7% in 2012.
The outlook for monetary policy and for regional currencies varies greatly by country;
central banks in Brazil and Mexico are likely to keep monetary policy unchanged.
Event risk also varies by country, from a potential technical default in Argentina to
potential long-awaited congressional approvals of key reforms in Mexico.

2013 Thematic Trade Ideas
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Local yield curves look steep in many countries; we recommend receiving local longdated yields in Mexico, Brazil, and Colombia.
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In hard currency sovereign bonds, we recommend close to neutral positions in low-beta
countries, mainly on tight valuations. The out-sized yields of Argentina and Venezuela
could be tactically interesting.
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We foresee a continuation of the strong total-return performance for corporates; we
favor corporates that are market leaders in domestic consumption and infrastructure as
well as selected low-cost commodity plays.

We are upbeat about real GDP growth prospects in Latin America in 2013. We project
Upbeat on real GDP that regional output will grow at an average annual rate of 3.9% compared to an estimated
growth prospects growth rate of 2.7% in 2012. Most of the acceleration in regional growth will likely come
from Brazil, where we project the economy will grow by 4.0% in real terms in 2013 versus
an estimated 1.3% in 2012.
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Despite the faster pace of economic activity, we project that inflation will remain
largely in check in most of the countries we cover. This group includes Brazil, Chile,
Colombia, and Mexico; we project annual inflation (December over December) for this
sample to average 3.8% in 2013. Meanwhile, Latin American countries that are likely to
continue to have a high inflation problem are Argentina and Venezuela, partly driven by
administered price adjustments and a faster pace of currency depreciation.
On the monetary policy front, we think that the central banks in the largest
countries in the region, Brazil and Mexico, will leave policy rates unchanged at
7.25% and 4.5%, respectively. Admittedly, the case for tighter monetary policies in both
countries may be brought into the spotlight should growth exceed expectations and/or
should inflation fall more slowly than we project. Meanwhile, we see room for some easing
of monetary policy in Chile towards the end of 2013 if domestic demands starts to show
signs of weakness, while we see room for a slightly tighter policy stance in Colombia.
On the currency front, the outlook is mixed. We see an acceleration in the pace of
nominal depreciation of the Argentine peso and a sharp devaluation of the Venezuelan
bolivar in late 2012 or early 2013. Meanwhile, we project a modest weakening of the Chilean
peso in 2013, partly on a widening of the current account deficit, while we think that the
Brazilian real will remain relatively stable against the US dollar near 2.1 through year-end
2013. In Colombia, we expect the peso to appreciate slightly against the US dollar (less
than 3%) on the back of strong FDI inflows and despite continued central bank intervention
to weaken the currency. Finally, we think that the Mexican peso is likely to appreciate about
6% from current levels against the US dollar, on an acceleration in FDI, capital repatriation
and persistent portfolio inflows supported by the perception of lower credit risk. We would not
expect the Mexican authorities to fight aggressively this degree of currency appreciation.
Event risk varies greatly by country. For instance, in Argentina, the main story is the
very serious legal challenge the country is facing in the US courts. To us, it seems
increasingly likely that Argentina will be forced to choose between paying the holdouts
(from the 2005 and 2010 sovereign debt exchanges) and technical default. In Venezuela,
investor focus will continue to center on President Chavez’s health and the potential
implications this could have on economic policy design and the overall leadership of the
country. Finally, in Mexico, the main focus will likely be on the structural reform agenda
that the new government will likely propose to Congress as early as February 2013. We
think that the main reforms to watch in 2013 will be energy and fiscal.
The electoral calendar in the region’s larger economies will be much lighter than in
2012. Of the countries we cover only Chile will hold presidential elections in November
2013. Political risk is very low in Chile, however, so we do not think that the electoral race
will be unnerving to investors. Meanwhile, Argentina will hold midterm legislative elections
in October 2013. Just how well President Kirchner’s coalition does will largely depend on
the performance of the economy, which could be adversely affected by the outcome of the
ongoing legal case in the US judicial system. Finally, we note the risk that new presidential
elections could be called in Venezuela if President Chavez’s health condition forces him to
leave office.
From a local market strategy standpoint, we see 2013 as a transitional year in which
investors gradually shift their attention from risk factors in developed countries to a
more complex interplay between growth and inflation in countries like Brazil, Chile,
Colombia, and Mexico.
Receive local longdated yields in Mexico,
Brazil, and Colombia

2013 Global Outlook

Local yield curves look steep in many Latin American countries, particularly in
Brazil (Exhibit 151). With limited “action” from a monetary policy standpoint, we think
local curves will tend to flatten as investors extend duration in search for yield.
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Long-dated yields in Mexico remain one of our top picks; this recommendation is
predicated on the view that country risk will fall in 2013 upon the approval of key
structural reforms. In Brazil, we think that a flattener in Pre-CDI swaps is the best way to
express a view of a potentially more hawkish central bank. Meanwhile, in In Colombia we
like receiving the long end of the IBR swaps or local TES curve. We think that the
passage of the tax reform and the proposed reduction in the income tax for foreign
investors in local TES bonds (currently being discussed in Congress) could be a catalyst
for lower rates across the curve, particularly in the long end of the curve where yields are
more attractive.
We also recommend that investors diversify their portfolios by adding positions in
inflation linkers in Brazil and long breakeven inflation in Chile. In Brazil, we
recommended the long end of the inflation-linked curve, particularly the NTNB ’50, as we
do not see much value in short-dated bonds. In Chile, we think that strong economic
activity and recent unfavorable inflation performance supports long break-evens via swaps.
Recommend close to
neutral positions in
low-beta hard currency
sovereign debt

In hard currency sovereign bonds, we maintain the unexciting recommendation to
remain close to neutral position in low beta countries while being tactical on
sovereign high yielders. Non-high-beta sovereign spreads look rich to us. Spreads in
Colombia and Mexico could benefit from the sovereign rating upgrades we project for
2013. The out-sized yields of Argentina and Venezuela could be tactically interesting. In
Argentina, however, we maintain a cautious view based on the end-game of the current
litigation proceedings in the US courts.
We foresee a continuation of the strong total return performance for Latam
corporates in 2013. Despite headwinds out of Brazil and Argentina in 2012, Latam
corporates have outperformed US HY and HG benchmarks through late November, with
the strongest returns generated by corporates in Peru and Mexico, reflecting strong
economic fundamentals in those countries. We expect outperformance to continue in
2013 propelled by favorable economic growth prospects in the region as well as still
attractive relative value compared to equivalent-rated US corporates and EM sovereigns.
However, we caution that EM corporates can be volatile, especially when market
sentiment turns risk averse. Nevertheless, market sell-offs have proven to be buying
opportunities, especially for Latam corporates with solid underlying credit fundamentals.

Favor corporates that are
market leaders in
domestic consumption
and infrastructure and
selected low-cost
commodity plays

We favor Latam corporates that are market leaders in domestic consumption,
infrastructure and select low-cost commodity plays. We expect earnings momentum
to continue for domestic-focused credits in Mexico and Peru. We also believe that
infrastructure spending should be strong across the region, especially in Brazil, as the
country gears up for the World Cup and Olympics. Additionally, although commodity
producers showed negative earnings trends in 2012, we believe that select low-cost
producers should benefit in 2013 from continued positive cash flows and better year-onyear comparison trends. An improved global growth outlook would further support
commodity sector credits. Agriculture-focused companies in Brazil (sugar and beef
sectors) should benefit from more normalized weather and a favorable cattle cycle in 2013.
Record new issuance for Latam corps could continue, supported by strong EM fund
flows. Latam corporate new issuance in 2012 was a record US$90bn+, a pace which
could continue in 2013, supported by a benign macro backdrop and a continued low-rate
environment. While many Latam corporates have already re-financed near-term debt
maturities, opportunistic debt issuance to lower funding costs and further extend maturities
could persist. Additionally, we will likely see continued issuance from debut Latam
corporates if the market sentiment remains positive.
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Even though the global environment seems less negative than at the beginning of
2012, we acknowledge that challenges and risks remain in place. In our view, global
factors are by far the main risk for Latin American economies. Among all major
external risks, a further deceleration in the global economy and a large commodity sell-off
worries us the most through its effects on lower demand and value for EM exports.
Additionally, we believe that markets will remain cautious from the uncertainty created
around the fiscal cliff in the US.

Exhibit 151: Swap curve steepness

Exhibit 152: Sovereign credit spread

As of 26 November

Benchmark spreads in basis points. As of 26 November
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2013 Core Views
We believe that EEMEA economies will continue to have the largest spare capacity among all EM
regions.
Core inflation dynamics are likely to remain benign, supporting the EEMEA central banks’
accommodative stance.
We think that sovereign credit ratings are likely to remain stable, with the exception of Turkish sovereign
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credit, which we expect to be upgraded to investment grade by Moody’s.

2013 Thematic Trade Ideas
We recommend being long local currency rates in South Africa and putting on steepeners in Turkey and
Russia.
In sovereign credit, we recommend being overweight Russia and Turkey against South Africa and
Poland.
We find the higher-yielding Russian state-owned banks and Tier 2 issues from low-leveraged banks
attractive. In Russia, we like highly liquid steels with low leverage. In Ukraine, we prefer large exporters
that would benefit from UAH depreciation.

We expect the sequential growth outlook in the EEMEA region to improve gradually
in 2013, predicated on our expectation that the euro area will turn from recession to
modest recovery in 2013. However, on a full-year basis, we expect growth to remain
modest at 3.1% and broadly unchanged from 2012. On our estimates, EEMEA economies
will continue to have the largest spare capacity among all EM regions in 2013-2014 and all
EEMEA countries will operate below capacity through mid-2014.
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Monetary policy likely
to stay accommodative
as negative output
gaps persist and
inflationary pressures
remain subdued

We expect headline inflation to trend lower in most EEMEA countries in 2013. Core
inflation dynamics are particularly benign – in all EEMEA countries, the run-rate of our
measure of core inflation in October remained within or below the respective central
banks’ target/target range for headline inflation. Widening negative output gaps and broad
nominal exchange rate stability will drive core inflation rates lower in the region, in our view.
Large negative output gaps, downside risks to the growth prospects, and benign
core inflation dynamics suggest to us that the EEMEA central banks will maintain
their accommodative stance in 2013-2014. We expect policy rates to remain stable or
be lowered in all EEMEA countries with the exception of Israel, where we expect a 50 bp
hike in 2H 2013. The growth differential between domestic demand in some EEMEA
economies and external demand (mainly from the euro area) will continue to keep the
current account deficits large in Poland, South Africa, and Turkey. We assume that the
generally sound policy frameworks in these countries and the global hunt for yield in an
environment of ultra-low interest rates will lead to comfortable financing of the current
account deficits and keep the EEMEA currencies from weakening discernibly in 2013.
Geopolitical risks in the Middle East still loom. A risk to both our outlook for Israel and
global markets is the possibility of a sharp increase in tension between Israel and Iran if
Iran continues to appear to be likely to pass the threshold of nuclear capacity around 2Q
2013, as Israel’s Prime Minister Netanyahu has suggested it might in a speech to the
United Nations in September 2012.

Directionality in rates
markets likely to be less
pronounced than in 2012

We expect 2013 to be a more challenging environment for local currency rates
investors than 2012. Exhibit 153 shows that 2012 was a beneficial year for those
investors who were positioned to be long in almost any rates markets in EEMEA (and
indeed EM) as rates rallied in unison. With yields curves in a number of markets now
already pricing in further monetary policy easing going into 2013, we see little scope for a
2012-style scenario of an aggressive generalized rates rally on our global central scenario
of a moderate pick-up in economic activity. However, we also see little scope for a
generalized rates sell-off on our global central scenario.

Exhibit 153: Rates went in one direction during 2012
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Our global central scenario suggests focusing on the shapes of yield curves, except
in South Africa where we prefer outright receivers. Exhibit 154 shows that not all yield
curves behaved uniformly in terms of changes to their shape in 2012, even though the
direction of rates was similar in most countries, and we expect a similar theme to play out
in 2013.
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Receive outright in
South Africa; put on
steepeners in Turkey and
Russia and flatteners in
Czech Republic

Yield curves in the Czech Republic and South Africa should flatten on our global
central scenario. In South Africa, we are comfortable expressing our flattening view by
receiving rates outright given our forecast that the country’s negative output gap will stay
wide. In the Czech Republic, we believe the market will continue its focus on the possibility
of unconventional easing measures by the central bank. While these measures are likely
to target the exchange rate initially, we think that longer-dated rates are also likely to
decline on the outlook for an extended period of accommodative monetary policy.
We also like xccy curve steepeners in Turkey and Russia. In Turkey, we think that a
still-dovish central bank and increased government bond issuance at the longer end of the
curve should be supportive for steepener trades. In Russia, we think idiosyncratic factors,
including the possibility of “backdoor easing” by the central bank as it changes the pricing
mechanism for its various repo facilities (see Russian Local Markets Monitor: Roadmap to
inflation targeting takes shape) and the easing of flows from the Rosneft-TNK-BP deal
should help the xccy curve to steepen.

Paying in Israel and Poland
attractive in more bullish
growth scenario

We would be biased to pay rates in Israel and Poland if global growth were to
surprise to the upside. The Bank of Israel has demonstrated its ability and willingness to
hike policy rates in response to upswings in the global growth cycle in the post-crisis
period, and we think it is likely to behave in similar fashion should global growth surprise
significantly to the upside in 2013. The Polish yield curve is already pricing in a relatively
aggressive bout of monetary policy easing, which may not materialize should global
growth pick up relatively strongly, making it a good candidate to pay rates in a more bullish
growth environment.
In a bearish global environment, we think rates across most markets in EEMEA
would rally. Hungary would be the most likely exception, where the performance of the
forint would be an important factor; a sharp depreciation of the forint’s exchange rate
may force the central bank to pause or even reverse its dovish policy stance.

EEMEA credit spreads
to perform generally in
line with global EM
credit markets

Appetite for EEMEA sovereign credit is likely to remain robust in 2013, under our
global central scenario. Stabilization of global growth rates alongside a decline in the
probability of a tail-risk event (from the euro area) would be constructive for EEMEA
sovereign credit spreads, in our view. Nonetheless, given that credit spreads in many
EEMEA countries are already at multi-year lows, we think it is unlikely that EEMEA credit
spreads would materially outperform EM sovereign credit more generally. We think
sovereign credit ratings are likely to remain stable, with the exception of Turkish sovereign
credit, which we expect to be upgraded to investment grade by Moody’s. There are
downside risks to Hungary’s and South Africa’s sovereign credit ratings. We also think
there is the possibility of positive ratings action on Russian sovereign credit.

Long Russia and Turkey
attractive against
Poland and South Africa
in sovereign credit

We like being overweight Russia and Turkey against Poland and South Africa in
sovereign credit. The average EMBIG diversified spread on Turkey and Russia is still
some 40 bp above the corresponding average spread on Poland and South Africa. We
think this spread differential can tighten further, as the impact of the sharp deterioration in
South Africa’s and Poland’s government debt-to-GDP ratios in the post-crisis years (which
compares unfavorably to peers in EM), relatively large twin deficits, and relatively tight
credit spreads leave little room for outperformance. On the other hand, stable oil prices
and a new fiscal rule in the case of Russia, and the likelihood of a ratings upgrade to
investment grade by Moody’s for Turkey, leave us relatively constructive on sovereign
credit spreads for these two countries.
We believe Ukrainian sovereign debt is particularly vulnerable to the weak external
environment. We think the rally in spreads is becoming increasingly at risk of a correction
the longer it takes for a deal with the IMF to be reached and the more FX reserves fall. We
think agreement with the IMF is necessary to justify current spreads. Our central scenario
is for Ukraine to strike a deal with the IMF in 1Q 2013, which should help to support
Ukrainian sovereign credit spreads. Against this backdrop, we maintain a cautious view on
Ukrainian sovereign debt in all but the most favorable external environments.

2013 Global Outlook

108

04 December 2012

In corporate credit,
favor Russian stateowned banks

On the corporate side, we expect the strong EEMEA dollar issuance ($81bn ytd
versus $61bn in 2011) to continue in 2013 under our central scenario. In 2012, bank
issuance represented 59.6% of the total (versus 39.3% in 2011) but we expect this trend
to abate as we expect HY corporates to gain market access in 2013. We continue to
expect strong earnings momentum from the leading banks in Russia, driven by healthy
loan book growth, especially in the retail sector. We prefer exposure to the higher-yielding,
state-owned banks and Tier 2 paper from low-leveraged banks. In our view, the CIS
metals and mining sector is likely to remain challenged, despite the recent increase in
global iron ore prices. We prefer highly liquid steels with low leverage. We do not expect
the recent FX restrictions in Ukraine to affect the large commodity exporters significantly.
We like the Ukrainian steel and iron ore exporters, which are most likely to benefit in a
UAH depreciation scenario.

Exhibit 155: Summary of 2013 EEMEA fixed income views based on Credit Suisse central global scenario
Country
Czech
Rep.

Hungary

Israel

Poland

Russia

South
Africa

Turkey

Ukraine

Macro view
The Czech economy continues to hinge crucially on the euro
area. CPI inflation has been running above target, but core inflation
remains subdued, and the CNB is considering non-standard
measures to weaken the currency. The current account deficit
narrowed, and capital inflows remain supportive. Despite some
political noise, fiscal consolidation is likely to continue in 2013.
Weak external demand and fiscal policy uncertainty dampen
growth. The central bank is likely to increasingly focus on growth,
and the appointment of a new central bank governor (due in March
2013) is likely to reinforce the central bank’s dovish bias, despite
above-target inflation. Hungary’s external financing needs remain
large, and foreign demand for HUF-denominated government
securities remains critical.
We expect real GDP growth in 2013 to remain broadly
unchanged from this year and inflation to remain well within
the central bank’s 1.0%3.0% target range. The ongoing conflict
with Iran will likely remain the key concern from investors’ point of
view through 2013, although we attach a low probability to an Israeli
military strike on Iran without approval from the US.
Strengthening economic activity in 1Q 2013 is likely to spell the
end of the easing cycle, in our view. Poland’s external financing
needs remain large, but the central bank has the ammunition to
defend the zloty, if it comes under depreciation pressure. The
government is likely to miss its 2012 budget deficit target, but we
believe that fiscal consolidation is likely to continue in 2013.
Weaker growth and regulatory curbs on credit expansion point
to a near-term peak in inflation, and combined with fine-tuning
monetary policy tools, lower market rates in 2013. A new fiscal
rule from next year should cap government’s funding needs and net
market financing volumes (beyond fiscal reserve accumulation).
A widening output gap and stable inflation will see the MPC
maintaining a relatively dovish stance. We expect economic
activity to be weighed down by the continued high level of labor
disruptions, limited progress in lifting productivity and a slower growth
rate in formal employment. The possibility of strong wage growth
presents a risk to the inflation outlook.
Domestic demand growth and overall real GDP growth to pick
up in 2013, but is unlikely to exert pressure on core inflation.
We expect the current account deficit to widen in 2013, but a
second investment grade rating (possibly from Moody’s) should
keep capital inflows abundant. Improving core inflation dynamics
and appreciation pressure on the lira should pave the way for a
lower policy rate (5.00% by end-2013 from 5.75% at present). The
government’s debt-to-GDP ratio will continue to decline.
Large external and fiscal deficits, together with $6bn of
repayments to the IMF in 2013, require urgent policy adjustment.
We expect talks with the IMF to resume in December but see risk of a
delay over formation of a new government. A new exchange rate
mechanism is widely expected to lead to initial UAH depreciation of
up to 10%.

Sovereign credit

Neutral. Our central scenario for a
reduction in euro zone tail-risk and pick-up
in global economic activity should help
higher-spread credits like Hungary.
However, the possibility of ratings
downgrades may weigh down credit
spreads from compressing significantly.
Neutral. Israel trades cheap to its rating,
but the prospect of geopolitical tensions
will likely result in Israel trading
persistently cheap to its rating in 2013.
Underperform vs. Russia and Turkey.
Poland’s government debt-to-GDP ratio
has deteriorated by the most in EEMEA in
the post-crisis years, which, alongside stillhigh twin deficits and tight credit spreads,
leaves little room for outperformance.
Outperform vs. Poland and South
Africa. Stable oil prices and promising
policy frameworks for both fiscal and
monetary policy leave us constructive on
Russian sovereign credit spreads.
Underperform vs. Russia and Turkey.
The prospect of further fiscal slippage, in
addition to the possibility of further credit
ratings downgrades, leaves South African
sovereign spreads vulnerable to
underperformance.
Outperform vs. Poland and South
Africa. The possibility of ratings upgrades
to investment grade should keep Turkish
sovereign credit spreads well supported.
The main risk, in our view, is geopolitical
tensions.

Local currency rates
Curve to flatten. The focus on nonstandard measures to ease monetary
policy will be supportive of rates at the
longer end of the curve.
Neutral. A significant amount of further
monetary policy easing is already priced
into the Hungarian yield curve.

Neutral to bearish. The curve is already
pricing in further monetary policy easing,
while we forecast the central bank to
remain on hold in 1H 2013. In a more
bullish growth scenario, we think Israel is a
good candidate to consider paying rates.
Neutral to bearish. The Polish yield
curve is already pricing in aggressive
policy rate cuts in 1H 2013. We think
there is a risk the cuts that are priced in
are not fully implemented under our
central scenario for Poland.
Curve to steepen. Idiosyncratic factors,
including the possibility of “backdoor”
easing by the central bank as its monetary
policy framework is changed, could lead
to curve steepening.
Bullish. We think yields out to the belly of
the curve will be well supported against
the backdrop of sluggish economic growth
and the MPC’s dovish policy stance.

Curve to steepen. We think the xccy
curve should steepen gradually as the
long end underperforms on the back of
increased government bond issuance and
the short end remains supported by a
dovish central bank.

Neutral-to-bearish. A sharply widening
current account deficit and falling FX
reserves are putting upward pressure on
Ukrainian credit spreads.

Source: Credit Suisse
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2013 Core Views
The tight ranges and low vol environment that characterized much of 2012 are likely to persist in the new
year.
The EUR and other European currencies are vulnerable to weak growth in the euro area and the return
of Spanish sovereign financing stress.
The JPY is likely to be under pressure early in 2013, but yen bears are likely to be ultimately
disappointed, as the BoJ is likely to struggle to weaken the currency.

2013 Thematic Trade Ideas
We recommend selling currencies geared to growth in core Europe: long EURCZK, short PLNRUB, short
EURUSD.
JPY is likely to disappoint bears: sell USDJPY rallies to 84, short EURJPY.
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Tight ranges and
low vol environment
to persist

China recovery is likely to see renewed USDCNY downside: short USDCNY 1yr NDF.

We see little room for divergence in monetary policy in the core of the G10 in 2013, with
the possible exception of Japan. This leads us to expect continued range trading in most
G10 pairs and we expect the current low-vol environment to persist. We see greater scope
for directionality in emerging market FX, but even there we expect long-end vols to
converge towards low front-end levels. Our principal views are:
 We expect EURUSD to remain a rollercoaster ride, weakening in 1Q as a return to
Spanish issuance pushes its sovereign spreads wider, recovering temporarily once
Spain enters an OMT/ESM program, but to trend lower on net, ending 2013 at 1.25.
 The euro area economic weakness and Spanish stress early in the year imply the CE3
and Scandinavian currencies will be vulnerable in 1Q. However, our forecasts for
Germany’s economy to recover gradually combines with the likelihood that ECB policy
will remain very accommodative long after Germany exits recession, leading us to
expect the EUR-CE3 and EUR-Scandi crosses to move notably lower later in the year.
 The JPY is likely to chop and change, not trend weaker, in our view. Although the BoJ
is one G10 central bank which is actually likely to make a significant policy shift towards
more aggressive quantitative easing in 2013 we explain below that it is not clear that
this will depress the JPY over the course of the year.
 The economic recoveries we forecast in the US, China, and Brazil should support the
AUD and CAD. However, persistent protest from their central banks about their very
rich valuations should prevent them from making substantial gains. We think the NZD is
particularly vulnerable to weakness in its domestic economy and associated policy
easing.
 In Asia, we expect USDCNY to fall to 5.98. This should encourage further downside in
key USD-Asia pairs, particularly the KRW. However, we are relatively bearish on the
IDR and the INR (beyond a seasonality driven 1Q rally) and think the SGD offers poor
risk-return.
 We see scope for the BRL and the ZAR, both of which cheapened considerably in
2012, to recover from current levels, while the BRL stands out in terms of scope for
longer-term gains as well. We also expect the MXN to benefit from improved
confidence in the US macro outlook once fiscal cliff concerns abate. In contrast,
stretched valuations should restrain the CLP.
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Stay bearish
EURUSD

Our bearish view on EURUSD stems more from the euro area’s poor growth prospects
than an aggressively negative view on the outlook for EU systemic stability. The recent
turn in PMIs and the German Ifo suggest the worst of the euro area’s recession may be
past, but our economists forecast a tepid recovery relative to the US and only with the
assistance of very accommodative ECB monetary policy. Against this backdrop, a
traditional relative yield framework would suggest a bearish EURUSD profile, even without
taking into account scope for renewed pressure on peripheral sovereign finances. In line
with this view, we set our three-month and 12-month EURUSD forecasts at 1.25 as we
head into year-end.
Our model of EURUSD based on US-euro 2yr swap rate differentials, Spain/Italy
sovereign spreads to Germany, the EURUSD IMM position, and the VIX index shows
EURUSD’s latest rally up towards 1.30 has left it a bit rich to its usual key drivers. Our
model currently predicts EURUSD at 1.275, and suggests that a 50 bp rewidening of the
Spain/Italy spread to Germany and a further 25 bp narrowing in EUR versus US swap rate
differentials would be sufficient to achieve our 1.25 1Q target. If this were to coincide with
a rise in the VIX index and some rebuilding of short EUR positions on the IMM, the 1.25
target would be even more readily achievable.

Exhibit 156: EURUSD price action in line with model

Exhibit 157: Scenario analysis
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Reserve accumulation represents a key risk to our bearish EUR view. If global growth
proves significantly stronger than the modest path our economists forecast, flows into EM
currencies could drive a faster pace of FX reserve accumulation and so diversification into
the EUR than we currently expect.
The BoJ versus
the yen

The BoJ is the G10 central bank with perhaps the greatest scope to implement aggressive
policy change in 2013. A new BoJ governor will take over in April, and, with the LDP
poised to win a general election in mid-December, the appointment will likely go to a
proponent of aggressive quantitative easing. Our economists expect a substantial increase
in asset purchases implemented by 2Q. Legislation formalizing a higher BoJ inflation
target or a dual mandate is also possible, though less likely, in our view.
We think that USDJPY is likely to correct lower into year-end but to be well supported by
easing hopes in 1Q and we set our three-month target at 84. We favor fading these rallies
and look for USDJPY to retreat to 80 over the course of 2013.
We see two problems with the recent rise in long USDJPY positioning and rally in the yen.
First, we think that the move may simply be premature. Late January or early February is
the earliest practical time frame for a potential legislative change in the BoJ Act. More
important, a shift to more aggressive BoJ signaling and action (e.g., open-ended QE) will
probably have to wait for the new governor’s first meeting in May.
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Against this background, the now over two standard deviation gap between our USDJPY
model and spot suggests positioning is becoming stretched (Exhibit 158). This model is
based on US-Japan rate differentials, the VIX, the Nikkei, and a measure of risk-adjusted
JPY-funded carry and was in line with spot as little as one month ago.

Exhibit 158: USDJPY has diverged from traditional drivers
Model based on 2y swap rates, Nikkei, a risk adjusted carry measure and VIX
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BoJ is likely to
struggle to weaken
currency

More important, it is not clear to us that an incrementally more aggressive stance will work.
The experience of the past few years in the US, UK, and Switzerland has demonstrated
that QE itself is not always sufficient to weaken the currency in question. In Japan’s case,
the BoJ will struggle to move rate differentials against the yen given very accommodative
policies being pursued by other G10 central banks, and years of deflation have likely
limited the extent to which even a large asset purchase plan can engineer a rise in inflation
expectations and fall in real yields. We show in Exhibit 159 that Japanese households’
expectations of inflation have fallen over the past year despite the BoJ’s shift to an inflation
“goal” of 1%, its commitment to “powerful monetary easing,” and more rapid expansion of
its balance sheet.

Exhibit 159: Inflation expectations remain subdued despite easing so far
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In Japan’s own 2003-2004 QE experience, the JPY strengthened through the initial stages of
asset purchases, despite aggressive FX intervention. This was partly because a recovery in
the Nikkei during this period helped move Japan’s portfolio flow balance sharply in the yen’s
favor. To the extent that an aggressive BoJ policy response helps boost asset prices in 2013,
the BoJ could again find foreign purchases of Japanese stocks and renewed Japanese
investor interest in domestic equities complicate efforts to weaken the JPY.

Exhibit 160: JPY strengthened in 2003 QE episode

Exhibit 161: Portfolio inflows rose during prior QE
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A potential difference today is that Japan’s current account balance has deteriorated
sharply. However, we note that taking FDI outflows into account, Japan’s basic balance has
been in deficit for two years without a meaningful impact on the yen (Exhibit 162). Moreover,
our economist projects that Japan will continue to run a current account surplus on a trend
basis, notwithstanding the deficit reported for September. His models do not indicate a
persistent deficit until 1Q 2014 (see Japan Economic Adviser, 16 November 2012).

Exhibit 162: Japan’s basic balance in deficit for most of the past two years
80
60
40
20

0
Jan-01
-20

Jan-03

Jan-05

Jan-07

Jan-09

Jan-11

-40
Current account + FDI, 3m sum JPY100mn

-60
Source: Credit Suisse

Exhibits 163 and 164 show that Japan has one of the world’s largest net foreign asset
positions. The collapse in global yield differentials versus JPY assets towards zero has
generated persistent pressure for this large stock of assets to leak home, easily financing
Japan’s basic balance deficit and supporting the yen.
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Exhibit 163: Japan’s NIIP still in significant surplus
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Exhibit 164: Japan compares well by this measure
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The key risk to our view is the possibility that the Japanese government combines openended QE and a higher inflation target with persistent and large intervention in the FX
market. This would likely increase the credibility of the inflation target, depressing ex ante
Japanese real yields on a relative basis, weakening the yen. However, we think the
geopolitical objections to such a policy make it a risk, rather than base case, scenario.

What to do
Below we outline a number of trades across G10 and EM crosses that we think will perform
well in the macro environment we expect for 2013. In general, these trades should benefit
from euro area growth underperformance in 1Q even as US and Asia activity picks up. We
will review tactical entry points around these ideas early in the new year.

G10
Short EURUSD;
sell USDJPY on rallies

Short EURUSD: EURUSD has richened relative to our short-term model’s central
estimate and we think rallies such as we have seen in late November are opportunities to
add to short positions. As discussed above, a relatively modest rewidening of
Spanish/Italian spreads to Germany and a further erosion of the euro versus US rate
differentials would justify a move back down to 1.25 in 1Q.
Sell USDJPY on rallies: As noted above, we expect anticipation of BoJ easing to
periodically support USDJPY in 1Q. We favor selling these rallies in anticipation of the BoJ
struggling to implement a sufficiently aggressive policy to undermine the yen.

EMEA
Long EURCZK;
long ZAR tactically;
short PLNRUB;
long TRYILS

Long EURCZK: With no carry, no growth, and a dovish central bank, we remain bearish
on the CZK. We believe long EURCZK is a good risk/reward trade both for the scenario
where negative EUR developments push CZK weaker, or where, in absence of such
weakening, the central bank (CNB) engineers this move. The CNB’s discomfort with a
stronger CZK should also limit downside risk to the trade.
Tactical ZAR long: In the near term, we think that the ZAR has potential to regain some
of the ground lost in recent weeks. The ANC holds its elective conference on 16-20
December and the recent wave of strikes in the mining and transportation sectors have
raised fears that the summit might lead to a more populist agenda, with negative
implications for the credit rating outlook. Our economists on the other hand note that the
medium-term budget statement released at the end of November was more conservative
than expected in its fiscal outlook, suggesting that the market might be overestimating the
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risk of a market-unfriendly conference outcome. Furthermore, we note that the ZAR still
offers one of the most attractive carry-vol ratios within EM FX. As such we look for a nearterm recovery in the ZAR and recommend short-dated short gamma strategies that take
advantage of the high implied volatility in USDZAR. Over the longer term, we remain
bearish on the ZAR.
Short PLNRUB: Divergent monetary policy as well as higher PLN exposure to the euro
zone leave us bearish on the cross. The Polish central bank is likely to cut policy rates
further, potentially aggressively, in contrast to the neutral/hawkish stance of Russia’s
central bank. Second, the exposure to oil prices means that the RUB can, to a larger
degree, benefit from a growth pick-up elsewhere in the world, including China. The PLN is
meanwhile highly vulnerable to stress and growth weakness in the euro zone. Relative
carry is also supportive for the position.
Long TRYILS: We reiterate one of our recent trade recommendations, long TRYILS. TRY
stands out in the EM space for its attractive carry, strong growth momentum, and
inexpensive valuation. We note a near-term risk that the central bank might decide to cut
the lower end of the interest rate corridor, but also believe that this would not mark the
beginning of an extended easing cycle and would therefore expect it to have limited impact
on FX carry. Furthermore, our economists see a strong likelihood that Turkey might
receive another rating upgrade in the aftermath of Fitch’s upgrade to BBB-. As such we
expect non-resident inflows into Turkey to remain strong in the near term, with positive
implications for the lira. Our outlook on the ILS on the other hand remains bearish and the
recent stretch of disappointing data reinforces our view. As such we recommend long
positioning in TRYILS.

Latin America
Short EURBRL

Short EURBRL: The recent aggressive shift in government rhetoric on FX management
suggests that authorities will likely continue to manage BRL strength throughout 2013.
This said, our economists expect growth to pick up sharply from 1.5% yoy in 2012 to 4.0%
yoy in 2013, suggesting that the central bank might be inclined to hike the Selic rate by
more than the 100 bp the CDI market is currently pricing in. The ensuing expected pick-up
in non-resident inflows into the domestic fixed income market should result in a likely
increase in appreciation pressure for the BRL. While USDBRL is likely to remain
supported above 2.00 due to official intervention, we aim to gain exposure to BRL
appreciation via short EURBRL positioning in cash. As an alternative expression of this
view, we like buying USDBRL lower, EURUSD lower dual digitals that take advantage of
the positive implied USDEUR/USDBRL correlation pricing.

Asia
Short USDCNY;
Long INR tactically
in 1Q

Short USDCNY: We think that Chinese currency policy has shifted back to trend
appreciation and expect the USDCNY fix to fall to 6.20 and 5.98 in 3 and 12 months. We
maintain our recommendation to sell the USDCNY NDF (see our reports of 11 October
and 15 November. We also recommend selling the even richer USDCNH forwards from 6
months to 12 months but prefer to do this via vanilla puts given the richness of USDCNH
spot to the USDCNY fix.
Tactical INR longs in 1Q: Having underperformed significantly in 2012, we think that the
INR offers scope for a tactical rally in early 2013. India’s current account displays strong
positive seasonality in 1Q, and we perceive the government as likely to lift foreign access
to local currency bonds to increase inflows, as it did last year at roughly this time,
facilitating the 1Q 2012 rally in the INR.
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2013 Core Views
We expect choppy but range-bound markets, with a modest upward bias in core yields.
“Safe” carry trades ought to form a strategic part of investment portfolios.
Italy can continue to outperform in an environment constructive for risk.

2013 Thematic Trade Ideas
Buy EUR vol calendar spreads (short 1y10y versus 1m10y).
Go long core 30y ASW.
Go long Italy versus soft core.
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Identification of
“safe” carry trades
to be core theme

Macro outlook
Core scenario: trade the ranges but be prepared for negative shocks
We expect the quest for yield to continue into next year against a low-growth, low-rate
backdrop with continued demand for fixed income assets. Investors should look to play the
ranges and position for a further contraction in spreads but with the flexibility to adjust for
the likelihood of sharp market moves driven by idiosyncratic and systemic shocks. We
expect the attempt to identify “safe” carry trades to be a central focus.
While our core expectation, at least for the first half of 2013 isn’t for large structural
changes in market direction, investors will need to be alert to this possibility, particularly as
the year evolves.

The key macro drivers for 2013
The outlook for European rates markets is highly sensitive to the trajectory for growth – in
the euro area and globally. With growth likely to remain subdued, and risks to the
downside, we expect the ECB to remain accommodative. Lower-for-Longer remains a
structural view into 2013.
See Europe in 2013:
What could possibly go
wrong?

In hand with the growth outlook, political developments should continue to drive markets in
2013. We expect the slow, measured progress toward closer integration to continue in
2013. The headline political events are the Italian and German elections, both of which
have the potential to influence policy and hence markets, but we think that the main issue
to watch is whether domestic political agendas start to dominate those at the European
level, stymying progress.
The evolving regulatory landscape will continue to add additional challenges in 2013. The
introduction of central clearing for OTC derivatives, higher capital charges for bilateral,
bespoke trades and higher trade reporting requirements are likely to affect tiering of liquidity.
Taking the increased need for collateral together with higher Basel III liquidity requirements,
we expect demand for high quality paper to remain a persistent theme in 2013.

The ECB will remain a central part of crisis management in 2013
Activation of the OMT remains the key focus for 1Q – we expect Spain to ask for assistance,
leading to significant spread tightening in the front ends of Spain and Italy. Beyond the
immediate market impact, implementation risk remains high, and the OMT is not a panacea,
but ultimately, if needed, we see scope for the ECB to expand the OMT further, for example
into private-sector assets or broader or longer-maturity government debt.
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ECB gone to great
lengths to preserve
singleness of the euro;
expect this to continue

The ECB has gone to great lengths to preserve the singleness of the euro. We expect this
to continue; mandate creep and the expansion of the ECB’s monetary toolkit will evolve as
required.

Upside risks exist to our core scenario, but downside risks are greater
The risk is that growth fails to materialize and the political situation deteriorates. The ECB
would intervene further, but questions would remain regarding the sustainability of
Greece’s position in Europe, the ability of highly indebted countries to grow sufficiently to
service their debts and hence the long-term viability of the euro area. Bund yields could
drop below 1%, 2s5s would flatten further, pricing rates to be accommodative for longer,
and the risk of negative rates would rise. Soft core spreads would widen and could be
volatile, with further migration of countries from “soft core” to “peripheral” status possible.
Peripheral yields would likely be contained only by ECB policy and prone to sell-offs, with
the risk that focus would move from yield pick-up to the risk of future debt restructurings.

Market outlook
Duration outlook
Modestly bearish Bunds;
remain short at
1.4% into 1Q

Over a one-year horizon, we are modestly bearish Bunds, with our forecast for 10y
German yields at 1.9%. Given that the carry/roll-down associated with 10y Bunds is near
35 bp annual, from a starting point of 1.4%, an end point of 1.75% would result in a zero
absolute return from holding 10yr Bunds. The absolute return for our 1.9% year-end
forecast would be -0.9%. In other words Bunds are likely to be a slightly negative return
investment in 2013 even before inflation and tax are taken into account. Crucially though,
we are not forecasting a very negative return in Bunds for 2013, thus on a vol-adjusted
basis, the ex-ante Sharpe ratio in being outright short Bunds is small, and so trading the
range makes more sense than holding a structural short position.
Investment recommendation
Remain short Bunds at 1.4% into 1Q 2013, but be prepared to trade the range and take
profits in sharp sell-offs.

Curve outlook
EUR 2s5s flatteners and
10s30s steepeners offer
decent vol-adjusted returns

2013 Global Outlook

Given that the long end has already repriced steeper (10s30s in swaps is currently at 61
bp versus our long-term target of 80 bp) and the Lower-for-Longer view is priced in (with
2s5s10s in deeply negative territory), there is not much scope for major curve repricing in
EUR swaps, at least not until 2H 2013 when the macro fundamentals could be changing.
However, it is worth noting that despite the reduced roll-down in 2s5s flatteners or 10s30s
steepeners, these positions still look very attractive on a vol-adjusted basis. Exhibit 165
shows the carry of 2s5s flatteners and 10s30s steepeners adjusted by the realized
volatility in the last three months. This also means that even though 2s5s10s appears rich,
it is unlikely to move significantly higher while easing risk is greater than hiking risk. A
repricing higher of 2s5s10s is thus an event that is unlikely to take place before 2H 2013
(and the risks are that it takes even longer).
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Exhibit 165: EUR 2s5s flatteners and 10s30s
steepeners still offer decent vol-adjusted returns

Exhibit 166: 10y10y-20y10y-30y20y is too low
relative to the curve
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Investment recommendations
 Be prepared to trade the ranges but keep a core 10s30s steepening position and 2s5s
flattening position best expressed via a 1y1y/4y1y flattener @ 118 bp, target 100 bp (on
the exact swaps).
 Express EUR 10s30s steepening views as boxes versus other currencies. We expect
10s30s to be correlated globally.
 Resist the urge to pay 2s5s10s while global easing risk is greater than hiking risk.
 We expect 5s10s30s curvature to continue to grind lower towards zero.
 Use relative value trades as a portfolio enhancement tool, expressing long-end
normalization trades in a relatively safe manner. In particular we suggest the following:
 Receive EUR 1015s30s @ 26 bp, target 20 bp.
 Pay EUR 10y10y-20y10y-30y20y @ -106 bp, target -50 bp over a 12- to 18-month
horizon.

European government outlook
5% decline in supply
from 2012 supportive
for bonds

We estimate a 5% decline in supply from 2012 (including Ireland, Portugal, the EFSF, and
ESM) which should be supportive for bonds.
The general trend will be for spreads to trade in a tighter range than in 2012, in our view,
with the tights seen in 2009 likely to be tested. Spreads will likely vacillate in these
contracting ranges, driven by valuations, supply dynamics, ratings, and country-specific
developments.
Phases of stability are likely to see investors moving out the credit curve to reinvest in
Spain and Italy to achieve yield pick-up. We believe market shocks and sell-offs within our
core scenario are likely to represent opportunities to put on risk. However spread product,
in particular the periphery, is highly sensitive to the macro backdrop; investors should be
alert to developments that suggest positioning for the upside or downside risk scenarios.
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Investment recommendations
Italy to outperform in
environment
constructive for risk;
long Italy vs. soft core

 Trade the 50 bp-80 bp range in 10y France-Germany; hold 10s30s steepeners in
France into expected long-dated issuance at the beginning of 2013.
 We favor being short Austria versus Netherlands. Fundamentals and supply dynamics
support this view. Supply in Netherlands falls by 13% in 2013 versus 2% in Austria.
 We favor being long Italy versus Spain. We expect investors to initially favor Italy over
Spain. This trade should also work in the risk-off scenario triggered by Spain.
 In the positive risk scenario we think it makes sense to be long Italy versus soft
core. Our preferred short is Belgium.

Core ASW outlook
Long core 30y ASW

We see good value in being long 30y Bund spreads. Additionally we continue to like being
long 30y Finland versus swap. We expect this bond to richen as increasing numbers of
investors look to diversify into safe 30y paper. In short our rationale in recommending long
core 30y ASW positions is because of our view that (i) 30y FRA-Eonia is a structural buy
and (ii) redenomination risk should outweigh credit risk for 30y Germany and Finland.
Being long those in ASW therefore offers cheap protection towards a euro-zone break-up
scenario.
Investment recommendation
Remain long 30y DBR and RFGB @ -4 bp and +12 bp, targeting -15 bp and flat,
respectively. Trade the extremes in DU, OE, RX spreads.

Vol outlook
Realized vols are at record lows as 2012 is drawing to a close, thus causing calendar
spreads such as 1y10y/1m10y to be at extreme levels. As written in EST, 16 November,
we think that 1m10y is somewhat cheap and 1y10y is somewhat rich. Our central scenario
of modest growth pick-up, yields not moving aggressively, and successful policy measures
means there is further value from short vol positions. However, given the already very low
short-dated gamma, the value is in the vanilla intermediate sector (where implieds trade at
a premium to delivered) or in midcurve vol. Value can also be extracted by selling ITM
options combining a vega/delta view. See, for example, the recommendation in the
specific Trades for Our Market Outlook section to sell 1y10y 2.2% straddles.
Buy EUR vol
calendar spreads
(short 1y10y vs. 1m10y)

In vega space, however, the story is slightly different. The low level of vega, the very low
level of long-end rates and the decent vega roll up means that owning ATMF payers or
payer spreads such as 15y15y is very compelling, in our view.
Investment recommendations
 Short 1y10y 2.2% straddles as a vega/delta view.
 Long 1m10y straddles versus short 1y10y ones, notional weighted.
 Vol to be directional with rates (higher rates imply higher vol).
 Long 15y15y ATMF payer (or payer spread).
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2013 Core Views
Rates should come under modest upward pressure in the first part of the year, taking 10s to 2.25%, but
we expect this “baby bear market” to fade relatively quickly and for 10s to end the year at 2.00%.
Although Twist is slated to conclude at the end of 2012, we expect the Fed to leave its purchases of
Treasuries entirely unchanged going into 2013.
We expect the Fed to introduce goal-dependent guidance in 1Q 2013, which will replace the current datedependent guidance. We look at the different possible specifications for such a rule and its likely impact

Carlos Pro
212 538 1863
carlos.pro@credit-suisse.com
Scott Sherman
212 325 3586
scott.sherman@credit-suisse.com

on the market.
Our analysis suggests that a threshold of 6% unemployment and 2.5% projection for PCE would allow
the Fed to extend effectively forward guidance into 2017.

2013 Thematic Trade Ideas
We favor 10s30s B/E flatteners heading into 2013.
We like 1y5y versus 3m5y payer calendar spread.
We suggest 1x2 25bp OTM 6m7y payer spreads to express a modest bearish bias in early 2013 (see
November 15, 2012 US Interest Rate Strategy Weekly).

Over the past decade and a half, Japan has experienced countless “baby bear” markets in
rates that led to sharp repricings to higher rates reflecting fears of “short rate
normalization” amid the recurrent buildup of excess risk in carry trades.
We look for 10yr yields to peak at around 2.25% toward the end of the first quarter or
early in the second quarter. This would stop a bit shy of the 2012 baby bear market that
took yields to 2.4% in March 2012. In 2011, yields peaked in February, while in 2010, the
high was in early April.

Exhibit 167: The annual "baby bear" market has seen a peak in yields around
the first quarter of the year in each of the last 3 years
Change in yield from January 1 (%)

Source: Credit Suisse Locus

2013 Global Outlook

121

04 December 2012

The tendency for the data to look better during the winter months is not yet fully
understood but probably is due partly to quirks in seasonal adjustment post-crisis as well
as potential changes in investor behavior. Currently, we see no good reason not to expect
the pattern of recent years to hold. In particular, we see the potential for significant
business spending once the fiscal cliff is cleared. Meanwhile, the housing recovery should
continue to march forward, with expectations for a strong spring selling season building
into the new year.
Still, we look for the US recovery to remain uneven and for monetary policy to use its tools
aggressively to maintain the current low rate environment. We discuss below the likely
form of QE 3.5 and the potential application of some form of an Evans Rule below. Both
policies should act to bracket yields but not preclude a first half move to modestly higher
rates. Ultimately, we do not want to fight the Fed, at least not for long, and would be
buyers of a meaningful dip as we target a move back to 2.00% 10s for year-end 2013.

QE 3.5
Employing a variety of formats, the Fed has been engaged in an almost constant battle to
suppress longer-term interest rates over the past four years via its asset purchase
programs. Regardless of in which market the purchases were effected, the theory behind
the transmission mechanism has been the same: reduce the outstanding supply of risk
and the remaining stock of assets will trade at lower yields.
Since embarking on its first round of asset purchases in late 2008, the Fed’s SOMA
portfolio has swelled massively, whether measured in par or in risk. But, the more
important yardstick has been the increase in interest rate risk that the Fed has
accumulated. For example, the percentage of the Treasury market in 10yr equivalents
held by the Fed has risen from below 15% in 2007 to nearly 30%. The percentage of par
has actually fallen over the same period due to a glut of issuance from the Treasury.

Exhibit 168: Fed Tsy holdings have risen sharply as a percentage of marketable
debt when viewed in duration terms rather than par terms
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More recently, the Fed has upped the ante, getting back into the QE business after a
hiatus of more than a year by engaging in unsterilized purchases of agency MBS while
simultaneously seeing “Operation Twist” to completion. This begs the question of where
that leaves the Fed’s Treasury purchase program in January when “Twist” is completed.
Market analysts have proposed a number of reasons why they believe the Fed will curtail its
Treasury purchases in the new year, whether in par or duration terms, but the most common
argument we have heard from investors is that the MBS purchases accomplish much of the
Fed’s goals, leaving less to do in Treasuries. However, this idea presumes that MBS
2013 Global Outlook
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purchases were introduced as a substitute for Treasury purchases rather than as additional
stimulus … an idea we reject. We instead cite the Fed’s willingness to conduct both
programs in tandem over the last months of 2012 as strong evidence that the programs were
meant to be complements, not substitutes, and note that there has been no communication
from the Fed to suggest MBS purchases would replace Treasury purchases.
We would even go a step further and suggest that the market is now accustomed to both
programs operating in tandem, and that to allow “Twist” to roll off, or to shrink the size or
duration-extraction of Treasury purchases in the new year would be tantamount to policy
tightening. Before adding MBS purchases in September, the Fed was already extracting
approximately $50 billion per month in 10yr note equivalents from the market through
“Twist.” The addition of MBS purchases extracts about $20 billion more in 10yr note
equivalents. If the Fed were to halt its Treasury purchases, not only would the duration
extraction be cut by about 70%, but MBS purchases on their own would barely make up
for the natural duration decay that would take place in the Treasury portfolio.
Fed’s portfolio of
Treasuries would
sharply contract in
duration in the absence of
further purchases

The Fed’s portfolio of Treasuries will sharply contract in duration in the absence of further
purchases. With “Twist” purchases directed at the long end, funded by front-end sales, the
Fed has accumulated a portfolio of long-duration bonds that will decay in duration over
time. Meanwhile, having sold all of its short-maturity holdings, the Fed will have no
maturing issues that can be reinvested further out the curve. As a result, in the absence of
additional Treasury purchases, the Fed’s Treasury holdings will decay by about $14 billion
per month in 10yr note equivalents. That leaves the MBS purchase program, on its own,
barely stimulative from a duration standpoint.

Exhibit 169: Without additional Treasury purchases in the new year, the Fed’s
Tsy portfolio duration is poised to contract by about $14 billion per month in
10yr note equivalents
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Fed to leave
purchases of
Treasuries entirely
unchanged going
into 2013
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Our base view is that the Fed will leave its purchases of Treasuries entirely unchanged
going into 2013. It is the simplest scenario for market participants to understand, it
provides a very modest additional stimulus in the absence of Treasury sales, and it would
appear to be the closest scenario to a status quo.
That is not to suggest, however, that there is no flexibility for the Fed going forward.
Indeed, we believe the Fed should introduce Treasury purchases at the same pace in
January, but should market the new purchases as being combined into one large
purchase program along with mortgage purchases and that the size and allocations in the
program will be revisited periodically going forward. This would allow the Fed to tweak the
weighting of purchases between MBS and Treasuries based on efficacy and impact on
market liquidity.
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Pricing an Evans Rule
Fed to introduce goaldependent guidance
in 1Q 2013

We expect the Fed to introduce goal-dependent guidance in 1Q 2013, which will replace
the current date-dependent guidance. Different specifications of an Evans Rule will have
different implications for the market.
Generally speaking, the lower the unemployment threshold the more scope for even lower
rates, especially in the first five years of the Eurodollar curve. The inflation “safety valve”
does not likely become binding assuming it is attached to the Fed’s two-year-ahead
inflation forecasts – a specification proposed by Kockherlakota and the one we see as
most likely.
In the analysis below we show the likely first hike date for various specifications of
unemployment and inflation thresholds in the policy guidance. We assume that the goals
chosen by the Fed are current unemployment and two-year-ahead projections for PCE.
Our expected path for unemployment is based on the Fed’s central tendency estimates
published in the September 2012 meeting. We assume that the FOMC forecasts will be
realized in the coming three years and that its 5.6% “long-run” central projection for
unemployment corresponds to 2019. We interpolate values between 2016 and 2018 using
a simple quadratic function.
On the other hand, our path for PCE projections is based on a vector error correction
model (VECM) built with annual data between 1989 and 2012 obtained from the Fed’s
“green book” and the FOMC’s Summary of Economic Projections.
Our VECM model considers two endogenous variables (PCE projections and the “spot”
unemployment rate), controlling for the cointegrated relationship between both and lagged
annual “misses” in the Fed’s unemployment forecast.
We use the beta of PCE projections to changes in unemployment estimated by our model
to compute a path for two-year-ahead PCE projections consistent with the Fed’s
unemployment profile described above.
Our results are presented in Exhibits 170 and 171 below:

Exhibit 170: We estimate that under an Evans Rule, the Fed could start
tightening policy between 2016 and 2019, depending on the goal chosen
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Exhibit 171: Sensitivity analysis for different unemployment and PCE thresholds
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As discussed in our Basis Points publication of 27 November, our gamma distribution
model suggests that the market’s modal expectation for the Fed’s first hike is currently
placed on 2Q 2016. This would be consistent with a 2.25% threshold for PCE and 6%5.5% hurdle for unemployment, as per our estimates shown in Exhibit 171.
Yet, we do not think that the Fed would go to the trouble of changing its forward guidance
framework just to keep expectations anchored at their current levels and run the risk that
volatility in economic data brings market-implied hike dates nearer.
6% unemployment and 2.5%
projection for PCE allows
Fed to extend “Lower-forLonger” into 2017

Instead, we expect the policy thresholds of an Evans Rule to be set in such a manner that
hike expectations are effectively shifted outward, at least one year beyond current levels.
Our estimates suggest that such a move would be accomplished with a 6% unemployment
goal combined with a 2.5% two-year-ahead projection for PCE, a rule that would extend
the “Lower-for-Longer” environment into 2017.

The other cliff – expiring unlimited coverage
Expiration of FDIC
insurance not sufficient
in and of itself to
generate negative yields

Although it may not receive the media hype of the fiscal cliff, the expiration of the FDIC’s
unlimited coverage on non-interest bearing accounts has also garnered attention as a
potentially disruptive event. Overall, while an expiration of the unlimited coverage would
marginally benefit front-end securities, we believe it is unlikely to push bill yields negative.
The limited cash on hand at MMMFs limits their ability to directly create a disruption by
moving from cash into T-Bills. The availability of uninsured interest bearing alternatives
and the sheer size of the universe of money market instruments should offer sufficient
alternatives for corporations currently sitting on cash. In our view, while many of these
investors were willing to accept zero return – marginally less than that available elsewhere
– in exchange for the added security, they will be hesitant to allow it to turn negative. While
bill yields should be compressed towards zero, it would take some independent shock to
push them negative; the expiration of the insurance will not be sufficient in and of itself to
generate negative yields.

Lower implied vol led by one-year expiries
Structurally bearish on
implied volatilities

Against the backdrop of the Lower-for-Longer rates theme and a dovish Fed that
continues to suppress market volatility, we remain structurally bearish on implied
volatilities and look for new lows to be made. Declining short-dated implied vol has been
consistent with lower overall delivered vol. Going forward, we expect US implied volatilities
to remain depressed, with intermediate vol leading the downward move and further
steepening in the vol term structures beyond one-year expiries.
While we don’t necessarily expect the US vol market to fully converge to the vol market in
Japan, we do see merit in using it as a roadmap to how the US vol surface can possibly
reshape in a persistently low rate environment. Exhibit 172, which shows the USD-JPY vol
spreads across the entire surface, suggests that intermediate vol (one-year expiries) on 5s,
10s and 30s all have scope for further decline if USD vol evolves towards JPY vol. Even
though there is also room for convergence in short-dated vol, we remain cautious in being
short gamma due to possible headline risks coming out of Europe. Furthermore as the Fed
moves closer towards a more data-dependent policy (Evans Rule) rather than a fixed date
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target, we would expect short-dated volatilities to become more reactive to data surprises,
making short gamma positions more difficult to hold. Long-dated vol (five-year expiries),
however, are less likely to decline as the market prices for increasing terminal variance to
longer horizons.

Exhibit 172: USD intermediate vol (one-year expiries) on 5s, 10s and 30s all
have scope for further decline if USD vol evolves towards JPY vol

Source: Credit Suisse Locus

As we had noted in a research publication from November 15, 2011, Volatility in a Low
Rate Environment: Lessons from Japan, short-dated vol on short tails should continue to
trade log normally because of its proximity to the zero floor, while longer tails should trade
closer to normal. And as we had anticipated, short-dated USD vol skew has converged to
JPY skew, while the similar convergence/steepening in long-dated skew has lagged.

Exhibit 174: 5y10y vol skew
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Exhibit 173: 6m10y vol skew
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TIPS in 2013
Our base-case scenario for 2013 TIPS supply assumes Treasury will increase monthly
issuance at the same pace it did in 2012, ranging from 18% yoy in “high-growth” months
(March, May, September, and November) to an 8% increase in theBPs
“low-growth”
month of
OTM
December.
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In our base-case scenario gross TIPS supply will be roughly $165bn in 2013, 11% higher
than in 2012 as shown in Exhibit 168 and equivalent to $130bn net supply given
redemptions in April and July.
We also expect Fed purchases to continue at a similar pace as in 2012, which implies
nearly $1.25bn to be purchased in 7yr to 30yr TIPS per month.
All in all, we expect the private market to absorb roughly $115bn of new supply next year.
On the demand front, we expect investment funds to continue to take down a rising share
of primary issuance and, in many cases, become the dominant marginal buyer.

Macro models for breakevens
As we head into 2013, we update our macroeconomic models for breakevens in search of
rich/cheap opportunities on the curve as determined by economic fundamentals.
Our 5yr, 10yr, and 30yr breakevens models are based on proxies for realized inflation,
aggregate demand, aggregate supply, and business sentiment. We also control for the
2008 crisis and the various rounds of quantitative easing (for our full analysis on our
macroeconomic models see our Global Inflation-linked Strategy of 30 November).
10s30s B/E curve may
invert noticeably
through 2013

Exhibit 175 shows our models’ projections for 2013. Our results suggest that fair value for
10yr breakevens will be between 2.42% and 2.47%, for 5yr B/E between 1.96% and
2.07% and for 30yr B/E between 2.25% and 2.30%.
Interestingly, our models suggest that the 10s30s B/E curve will move from its currently flat
levels to a roughly 20bp inversion by the end of 2013.
Almost all of the 10s30s B/E inversion in our projection is due to the fact that our models
do not find a statistically significant effect of QE in long-end breakevens, as opposed to the
substantial effect found in the intermediate sector of the curve.
Thus, the 30yr point appears almost 20bp rich at current levels, an overpricing that our
models assume will disappear in 2013.

Exhibit 175: Model projections for 5yr, 10yr, and 30yr breakevens. Our estimates
suggest that the 10s30s B/E curve may invert noticeably through 2013
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Favor 10s30s
B/E flatteners

2013 Global Outlook

Based on the results of above, we favor 10s30s B/E flatteners heading into 2013. The risk
to the trade is a steepening of the curve on, for instance, renewed sponsorship of the long
end by liability-driven investors or QE-driven inflation risk premia being increasingly priced
in the 30yr point.
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Japan Rates
Economic weakness over longer term should not lead to
a decline in JGB yields
Research Analyst

2013 Core Views

Tomohiro Miyasaka
+81 3 4550 7171
tomohiro.miyasaka@credit-suisse.com

We lowered our JGB yield forecasts through 1H 2013 because of the downside risks for Japan's
economy.
However, longer term, economic weakness should not lead to a decline in yields because of the increase
in fiscal spending and the persistence of a current account deficit.

2013 Thematic Trade Ideas
We suggest purchasing JGBs in the 9-10yr zone through 1H 2013.
Our recommended trade in the event of rising yield volatility would be short positions in the 7-10yr zone.

Yield curve to bull steepen;
buy in 9-10yr zone

The value of the major Japanese banks' gross trading in bonds stayed high in 1H FY2012,
and their investments in JGBs and other bonds boosted earnings as yields declined. We
lowered our JGB yield forecasts through 1H 2013 in our Japan Economics/Fixed Income
Weekly of 15 November 2013 because of the strong downside risks for Japan's economy.
Over the next six months, we believe that JGB purchases are likely to result in gains as
yields continue to decline. We think the yield curve will bull steepen and recommend
buying in the 9-10yr zone. Risks include an absence of a decline in yields in this zone.

Exhibit 176: Five major bank groups’ realized gains related to bonds
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Longer term, economic
weakness should not lead
to a decline in yields

However, in the longer term, economic weakness should not lead to a decline in yields in
Japan, in our view. First, an increase in fiscal spending to stimulate the economy would
tend to lead to an increase in JGB issuance and a loosening of the JGB supply-demand
balance. Second, if a current account deficit becomes persistent, high yields would be
needed to attract foreign capital to produce a capital account surplus to offset the balance
of payments deficit.
If yield volatility rises, we think yields would rise mainly in the 7-10yr zone and the JGB
yield curve would bear flatten. Typically, there is less selling in the over-10yr zone than in
shorter-term zones because over-10yr JGBs are mainly held to maturity by life insurers.
Our recommended trade is short positions in the 7-10yr zone. The risks include an
absence of a rise in yields in this zone, even if yield volatility rises.
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Securitized Products
Roger Lehman
212 325 2123
roger.lehman@credit-suisse.com

Remain constructive based on supply and fundamentals
2013 Core Views
We expect securitized products to put in another strong showing in 2013, as many of the same themes
and trends continue to carry the market’s performance.
Strong supply/demand technicals remain in place for the sector, supported by the Fed’s purchase
program and a low-rate environment.
The housing market should continue to improve. We expect a 5.0%-5.25% increase in 2012 followed by
4.0%-4.5% next year.

2013 Thematic Trade Ideas
We maintain an overweight recommendation on the Agency MBS basis.
In non-Agency, we prefer high-coupon Prime & Alt-A and Option ARMs over subprime as a result of
higher optionality. We also favor prime and Alt-A Re-Remic Mezz.
We still have a general bias toward keeping in the top part of the capital stack in legacy CMBS and view
AMs and select AJs as having the best value from a risk-reward standpoint.
In CDOs and CLOs, we see better relative value in AAAs among the non-PIKable tranches and like newissue CLO equities.

We look for the securitized products markets to put in another strong showing in 2013, as
many of the same themes and trends that carried the market to a very strong performance
over the past year remain firmly in place. The one caveat, is that we enter the new year at
tighter levels, and this could temper overall absolute performance compared to 2012.
Across the various sectors, one of the most important dynamics continues to be favorable
supply and demand technicals. The overwhelming demand from the Fed’s QE program and
the volume of its net monthly purchases in Agency MBS should be key drivers in that sector
but are also causing a powerful spillover effect as investors are led to purchase credit
products too. Our forecast for a continued low-rate environment is also a positive for demand
for all spread products. Although supply is forecast to grow across securitized products, as
the markets continue to recover, we do not believe that it will keep pace with demand.
We also believe that the housing market has reached an inflection point and should build
on the past year’s gains, with home prices rising another 4.0%-4.5% in 2013. This will also
provide an underpinning for demand, specifically across the residential sectors but also for
credit in general.
Despite our positive outlook, we are cognizant that 2013 is set to start at much higher prices
and lower yields than a year ago. This may limit the absolute returns, but we still see
securitized products as performing well on a relative basis. However, investors are likely to
find that carry, and perhaps leverage, are a larger component of 2013’s total return.
Our forecasts assume a baseline scenario of a muddling, slow-growth economic
environment, in line with what we have seen over the past year. Although there is the
possibility that the economy will grow faster, we recognize that there are risks to a
downturn as well. Additional risks to the sector are not dissimilar to the ones the market
has faced over the past year: problems in Europe, unintended consequences from
regulatory reform that further constrict credit growth, Middle East unrest, and the most
immediate issue, the fiscal cliff.
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Exhibit 177: Securitized products offer attractive loss-adjusted yield compared to other assets
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Agency MBS
Supply/demand remains overwhelmingly favorable
Research Analysts
Mahesh Swaminathan
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2013 Core Views
Overwhelming demand provides a strong tailwind for Agency MBS in 2013.
Prepayments should remain elevated but predictable. Low coupons should slow down due to g-fee
increases; high-coupon prepays should remain fast due to HARP.

Qumber Hassan
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qumber.hassan@credit-suisse.com
Vikram Rao
212 325 0709
vikram.rao.2@credit-suisse.com

Sustainable valuations and attractive carry should benefit low-coupon MBS and IO.

2013 Thematic Trade Ideas
Go long FN 3s vs. 5yr and 10yr swaps, down-in-coupon in 30yrs.
Go long low-coupon 15/30 swaps, up-in-coupon into 15yr belly.
Sell G2/FN 3 swap, buy GN/FN 5 swap.
Go long IOS 3.5s hedged with FN 3s.

The MBS outlook for 2013 builds on trends from 4Q 2012. Supply/demand dynamics
remain overwhelmingly favorable, anchored by the Fed’s QE purchases and renewed
bank demand. On the other hand, the dramatic growth in REIT demand over the past two
years should stall in 2013. Money managers should be net sellers into Fed demand. We
project excess demand of $270 billion for 2013 (Exhibit 178), compared to roughly $300B
in excess demand this year. 2013 gross issuance of Agency MBS should be roughly $1.6T
compared to an estimated $1.7T in 2012.
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Overwhelming demand is the key theme
Agency MBS demand
should outstrip supply
by roughly $270B in 2013

Our projections are based on an assumption that the
economy continues a muddling recovery. We assume
that mortgage rates remain in the 3.25% to 3.50%
range through 2013. A sharp improvement in the
economy could reduce demand from banks and money
managers, and at an extreme, the Fed.
In the base case, we expect Fed monthly net
purchases of just over $40B for eight months, tapering
down thereafter, for a total of roughly $425B. The Fed
is likely to extend purchases and/or increase the pace
in a soft economic scenario.

Exhibit 178: MBS net
demand should outstrip
supply by $270B in 2013
Balances in $B
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We project bank MBS demand of roughly $60B in
2013, even under a conservative $200B excess
liquidity growth scenario. This compares to a $475B
annual run rate over the past two years. Current
valuations offer an attractive entry point to catch up on Excess Demand
270
pent-up demand, in our view. The risk is banks Source: Credit Suisse
continue to wait for a resolution to the fiscal cliff issue
in anticipation of a sell-off. In this case, 2013 demand should increase by the $20B catchup from this year.
In 2013, we project that money managers will be net sellers of $100B MBS into Fed
demand. This number tempers a $200B reduction in MBS holdings, offset by a roughly
$100B increase due to a rise in total assets under management. This assumes a scenario
of muddling economic growth. If growth surprises to the upside, money managers may
execute a larger-scale move out of MBS and into corporates.
We project roughly $25B in REIT demand in 2013, down from our previous estimate of
around $70B. This is based on recent announcements from large mortgage REITs, such
as AGNC and NLY, signaling potential stock buybacks and/or diversification out of Agency
MBS.

Increased refi sensitivity on recent vintages, continued fast prepays on
HARP cohorts
Base-case 2013 refi
volume should decline
only slightly from 2012;
g-fee increases could
dampen it further

We expect the prepayment S-curve for new production (post-HARP/MIP) to steepen in
2013. However, this transition should take place in multiple steps, in a back-loaded fashion,
due to expected differences in the timing of key contributing factors. Full evolution of the
change in the S-curve should be complete by the end of the year/early 2014, in our view.
The scheduled January launch of a bright line performance test for lenders to avoid
putbacks, the continued increase in lender capacity, the outlook for continued increases in
home prices, and the possible introduction of traditional GSE streamlined refi programs
are potential drivers. We note that an outlook for further increases in g-fees/MIP could
reduce the refinancing incentives at the margin, resulting in lower volumes.
Prepayments on HARP cohorts should remain elevated over 1H 2013, supported by
active cross-servicer refis, a more lender-friendly putback policy, and continuing transfers
of high-risk loans to special servicers and active curing. Furthermore, possible extension
of HARP’s end date, beyond December 2013, could sustain high speeds for longer.
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Relative value
Overweight MBS basis

We maintain an overweight recommendation on the MBS basis for 2013 based on an
outlook for favorable supply/demand technicals, elevated but reasonable prepayments,
contained volatility, attractive carry, and projected improvement as the Fed takes out an
increasing amount of lower-coupon float. We expect the MBS basis to trade in a roughly
30 bp band, at the tight end of its historical range, which should provide opportunities for
tactical trading around this structural long.
We favor lower coupons in the 30yr coupon stack based on an outlook for continued
elevated HARP speeds on higher coupons. Despite substantial underperformance of the
latter since the start of QE, we see limited upside over the next few months. Tangible
signs of HARP burnout are necessary for up-in-coupon outperformance. In the 15yr sector,
we continue to favor the belly coupons (3s and 3.5s) based on cheap valuations and our
view that prepayments have peaked. We maintain a structural long recommendation in the
15/30 3/3.5 swap based on cheap valuations and the attractive convexity profile of the
trade. The market insufficiently values the convexity advantage in 15s, in our view.
We maintain an underweight view on low-coupon GN/FN swaps based on higher projected
Fed purchases of FN compared to GN coupons. We favor the GN/FN 5 swap based on
cheap valuations and an outlook for the onset of burnout in MIP grandfathering effects in
GN speeds contrasting with continued elevated HARP speeds on FN 5s.
We recommend a long in IOS 3.5, duration hedged with FN 3s based on the cheap
valuations of the former and attractive carry of the package (4+ ticks based on a 100%
hedge ratio). Eventual burnout and g-fee increases should prop up IOS pricing over the
course of the year, further benefiting the trade.

Non-Agency MBS
Remain constructive – carry will be increasingly important
Research Analysts
Chandrajit Bhattacharya
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chandrajit.bhattacharya@credit-suisse.com

2013 Core Views
The housing market should continue to improve. We expect a 5.0%-5.25% increase in home prices in
2012, followed by a 4.0%-4.5% increase next year.
We expect a continued performance improvement and higher leverage on bonds in 2013.

Marc Firestein
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Our negative net issuance forecast of $150B in 2013 should support positive technicals.

2013 Thematic Trade Ideas
We think that high carry and the ability to add leverage will be very important.
We prefer high-coupon Prime & Alt-A. Option ARMs over subprime due to higher optionality. Among
long-duration bonds, we favor Prime/Alt-A Re-Remic Mezz and Subprime LCFs.
Whole loans are a cheaper way to gain exposure to improving housing fundamentals, in our view.

Housing market to
improve; expect 4.0%4.5% increase in home
prices in 2013

The housing market reached an inflection point this year – driven by higher demand, tight
supply conditions and fewer distressed sales. In response, prices rebounded during 2012.
We expect a roughly 4.0%-4.5% increase in home prices in 2013, following an estimated
5.0%-5.25% increase during 2012.
In an environment where economic growth is expected to be modest at best, US housing
is likely to be one of the few bright spots. As we head into 2013, we think that the main
drivers behind the current price stabilization are likely to remain in place. First, distressed
supply coming mainly from REO properties is expected to decline even further as
servicers strive to adapt to new servicing standards stemming from the mortgage
settlement reached between state AGs and the banks. Short sales, on the other hand, are
likely to increase further, resulting in better price execution on distressed homes. Second,
a big chunk of homeowners are currently either locked in by negative equity or lack
enough appreciation on their current properties to trade up into a larger home. This has
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dampened the housing turnover rate and put a lid on potential supply. Only a sustained
home price appreciation would gradually unlock this supply (see our short-term housing
outlook section for details). Third, demand for housing is steadily rising as the economic
clouds clear and would-be borrowers and investors respond to the improved housing
momentum and historically low rates.
Remain constructive
on private-label RMBS

Prefer high-coupon
Prime and Alt-A

On the heels of a turnaround in the housing market, private-label RMBS put in a stellar
performance in 2012, registering total returns between 10% and 50%. As we enter 2013,
with much higher prices than in the past few years, it is unlikely that such performance will
be repeated. But we think that the demand for spread products will remain strong as
investors continue to look for yield, especially in an environment dominated by low rates.
Despite such strong price performance, private-label RMBS remain cheap to other asset
classes on a loss-adjusted yield basis, in our view. In addition, the underlying trend of
continued improvement in fundamental performance, negative net issuance to the tune of
$150B per year, and limited potential for large-scale supply should keep the technical
backdrop well supported. We remain constructive on the sector.
However, potential headwinds persist – event risk out of Europe cannot be ruled out, and
a softer economy and a weaker labor market or a blanket withdrawal of the mortgage tax
deduction have the potential to derail the nascent stabilization in the housing market. Any
of these shifts could trigger a bout of selling and drive spreads wider. In addition,
impending regulatory risks, such as too narrow a definition on QM/QRM, could further
constrict credit availability – which would be a long-term drag on the housing market. While
in 2012, on the one hand, we saw prepay burnout slowly setting in among borrowers with
equity, on the other hand, we saw rate refinancings on underwater borrowers gradually
increase. Curtailment rates on deeply underwater borrowers are creeping up at the same
time. Further increases in home prices bode well for the better-credit Prime and Alt-A sectors.
With about half the borrower pool delinquent, performance in Subprime and Option Arms is
increasingly likely to be driven by modifications and re-default rates.
Cash flow disruptions to deals have continued to intensify the focus on servicing
practices. Although it is currently most evident in the subprime space, these disruptions
are steadily inching up among lower-tier Alt-A and Option ARMs as well, driven by a
combination of higher modifications and elevated severities. Going into 2013, we think
that servicing consolidation and the relative difference in performance among servicers
will remain an important theme throughout next year.

Prefer option ARMs
over subprime;
favor prime and
Alt-A Re-Remic Mezz

Higher prices and a stable performance could increase the amount of financing available
to non-agency securities in 2013. And as rates stay low, high-coupon, higher-carry Prime
and Alt-A bonds could be levered up to increase returns. On a sector basis, we prefer the
better credit sectors, such as Prime, Alt-A, and Option ARM, as they are not only expected
to display better optionality in performance to scenarios with rising housing prices but also
offer higher carry than similar-duration Subprime bonds. Seasoned Subprime Mezzanine
bonds, which are expected to show a high degree of optionality similar to the better credit
sectors, have already priced in a recovery scenario, in our opinion, and are relatively rich.
We think that high-coupon Prime and Alt-A Re-Remic Mezz bonds and 2006-2007 vintage
Subprime last cash flow bonds offer value on the long end of the spectrum.

Whole loans cheaper
way to gain exposure to
improving housing
fundamentals

With security prices having tightened significantly over the course of last year, we think
that whole loans are relatively cheap. In addition, the arbitrage for securitizing reperforming and non-performing loans is only likely to improve going forward.
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New issuance has remained spotty in the private-label mortgage market, totaling about $5B,
including bonds backed by newly originated collateral as well as non-performing and
seasoned loans. With a better outlook for home prices, credit-enhancement requirements
are likely to fall. Together with a tightening security bid (both senior as well as subordinates),
we expect the economics of securitization to continue to improve in 2013. However,
regulatory uncertainties related to risk retention, a premium capture reserve account, and the
QRM definition still need to be resolved for private-label mortgage securitizations to make
further progress. High GSE loans limits and a strong bank bid for high-quality Jumbo loans,
on the other hand, should keep new issue flows limited to about $10-$15B for 2013. In the
interim, we think that REITS and other non-bank entities are likely to remain active.
On the other hand, a GSE program to offload credit risk to the private sector is widely
expected to take off in 2013 once some of the regulatory roadblocks are cleared up. This
will set a benchmark for GSE g-fees going forward. This could push up g-fees further
based on where the market prices default risk. If that happens, the non-agency market is
likely to become incrementally more competitive. However, we expect this to be a long

and gradual process, and its impact should only be felt over the long haul.

CMBS
Positive on favorable fundamentals and technicals
Research Analysts
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2013 Core Views
We remain positive on CMBS performance as we enter 2013 but recognize that it will be extraordinarily
difficult for the sector to match 2012’s total return.
Fundamental aspects (real estate prices, CMBS credit, financing) and technical features (increased
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demand, falling supply, declining spread volatility) support this view.
The biggest near-term risk is the fiscal cliff, but euro-centric issues and potential regulatory regime
changes also create possible obstacles to further spread compression.

2013 Thematic Trade Ideas
We still have a general bias toward keeping in the top part of the capital stack in legacy CMBS and see
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AMs and select AJs as having the best value from a risk-reward standpoint.
We believe that there should be more differentiation in legacy last cash flow super-seniors given the high
dollar price and increased convexity from potential principal paydowns.
The top of the new issue market may see some moderate tightening, but we are concerned that the
mezzanine stack could be subject to greater spread volatility.

Fundamental and
technical factors to
benefit CMBS

We remain positive on CMBS performance as we enter 2013 but recognize that it will be
extraordinarily difficult for the sector to match 2012’s total return. It is our view that many of
the same big picture themes that affected the market (both positives and negatives) over
the past year will remain relevant in 2013. We see both fundamental and technical factors
that should continue to benefit CMBS in the months ahead.
While this leads us to remain constructive on the sector, spreads are starting from much
tighter levels, both on an absolute basis and relative to competing spread products, than
where they did a year ago, limiting the potential outperformance. Although we believe that
further spread tightening can be achieved in several sub-sectors, and still see relative
value in the sector, carry is likely to become an increasingly important component of
returns at the top of the credit stack.

Fundamentals
(commercial real
estate prices, credit
picture, and financing)
offer supports
2013 Global Outlook

Starting with our outlook for commercial real estate, we believe that several factors will
help property prices remain stable or provide incremental improvement (low- to mid-singledigit increases) in 2013. We expect the base-case economic scenario of moderate growth
in GDP and employment, as our economists laid out above, to aid real estate
fundamentals (occupancy and rents) along a path of continued, albeit tepid, improvement.
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We also see commercial real estate prices being supported by expanding financing
options for borrowers. The availability of financing continues to improve both in terms of
the dollars and the leverage available. For example, we believe that private-label CMBS
issuance next year could be in the $65 billion to $70 billion range (up from an estimated
final tally of $46 billion by the end of this year), while Agency CMBS could total $70 billion
to $75 billion (up 10% from 2012).

Exhibit 179: Forecast for CMBS issuance for 2013
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While increased leverage may not be beneficial to the credit quality of the newly issued
loans and deals, it does lend support to real estate prices and improves the credit risk of
the more cuspy legacy loans. Similarly, borrowing rates have come down significantly over
the past year, and that too is a positive for property valuations.
In conjunction with stable to rising real estate prices, we also look for the overall CMBS
credit picture to further stabilize and the pipeline of distressed loans to fall. Delinquencies
rose in the first part of 2012 due to a heavy slate of 2007 vintage loans reaching their
maturity and being unable to refinance. Over the past few months, however, the headline
delinquency rate has started to fall again as the pace of loan resolutions (modifications,
cures, and liquidations) surpassed the flow of new, additional, credit problems.
The same maturity dynamic in place over 2012 will not play out in 2013. Not only are there
fewer loans slated to mature in the coming year, but those that are due are generally more
seasoned and lower leveraged. This should cause far less upward pressure on the
sector’s delinquency rate. There is the possibility of a temporary bump in delinquencies
over the next month or so, related to Hurricane Sandy, but should this occur, we would
expect it to cause only a temporary disruption.
We still believe that numerous new loan problems will surface in 2013 but expect them to
occur at a slower pace than over the past few years. We project that loan liquidations are
likely remain high and meet or slightly exceed the 2012 pace, at least over the first half of
the year. We expect loan modifications to remain an important component in deal
performance, but with a decreasing bucket of problem loans, the market could see fewer
in the coming year. Modification parameters are not expected to change, and we would
expect servicers to make heavy use of the A-/B-note structure for term defaults. As has
been the case, modifications are likely to be more common among the larger loans in the
universe while smaller loans get liquidated. The downside of additional modifications is
that we should see interest shortfalls creep higher up the stack, and more AJ tranches are
likely to be impacted as a result. We also think that we may start to see certain loans,
modified earlier in the cycle, needing to be re-modified.
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Technical backdrop
positive: increased
demand, falling supply,
declining spread volatility

CMBS should also benefit from a positive technical backdrop in the coming year. The
introduction of QE3 has been, and should remain, an influential force in pushing investors
to look for higher-yielding, structurally sound, bonds with strong credit enhancement,
including CMBS. This demand, coupled with our projection for a further drop in net supply,
is another reason why we believe that CMBS spreads will tighten further.
Additionally, we believe that the past year has brought an important shift in the investor
base as the sector attracted more longer-term oriented participants. This “stronger-hands”
theory has created an environment where we believe spreads are less volatile and less
susceptible to a shift in the macro picture compared to just a year ago. Lower spread
volatility should, in turn, make the sector more attractive, increase demand, and potentially
bring in even more market participants.
There are, of course, risks to our view. The most immediate threat facing the markets is
the looming “fiscal cliff.” While the baseline scenario from our economics team builds in
some drag on the economy from this, there is the risk that the outcome is more damaging
than expected. European sovereign risk remains something to look out for as well, as it
has been for the past several years. The last risk worth highlighting, and the one that could
impact CMBS more than some other markets, is regulatory risk. Some of the new rules
resulting from the Dodd-Frank Act have yet to be determined, such as risk-retention
requirements. If poorly conceived and implemented, these new rules could have
unintended and damaging consequences for the market.

Keep toward top part of
capital stack in legacy
CMBS; AMs best value

Although our base-line view is that fundamentals will moderately improve over the coming
year, we still have a general bias for keeping toward the top part of the capital stack in the
legacy CMBS universe. The AM sector offers the best value from a risk-reward standpoint,
in our view. Within legacy AMs, we favor the wider trading names and believe that quality
spread differentials will narrow in this sector.

Need more differentiation
in legacy last cash flow
super-seniors

However, the market may not be differentiating enough on some of the premium last cash
flow super-senior bonds. The negative convexity of these bonds has increased with a
higher level of loan resolutions, greater opportunities to refinance at maturity, and,
importantly, the granting of prepayment options under loan modifications. The result is the
total-return profile of what, at first blush, appears to be seemingly similar bonds could
prove to be dramatically different under various scenario analyses.
We still believe that careful due diligence in the legacy AJ sector is warranted but that
good relative value still exists and that the sector provides the opportunity to earn highsingle-digit, or even low-double-digit, loss-adjusted yields. Furthermore, as greater clarity
on losses emerges, cuspy securities, such as these, can benefit. We have a similar view
slightly further down the credit stack, as some of the legacy mezzanine bonds have lagged
the AJ tightening. While opportunities exist here, liquidity is comparatively poor, and
generally, a lot of credit work is needed.

Top of new issue market
may see moderate
tightening; mezzanine
stack subject to greater
spread volatility
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Turning to the new issue sector, we see some modest upside potential on the superseniors as we head into the New Year. We believe that there will be adequate demand for
triple-As to absorb our forecasted increase in CMBS origination. At the moment, however,
it is more attractive to take this type of exposure in the TRX contracts, in our opinion.
While the mezzanine part of the new issue market still appears relatively attractive, we
have some concerns and believe that spread volatility could remain high in the coming
year. In addition to increased supply and concerns about a deterioration of underwriting
standards, the planned launch of a new CMBX.6 contract, with new issues as the
reference bonds, could increase spread movements in these credits.
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CDO/CLO
Full recovery expected on sound fundamentals and favorable technicals
2013 Core Views
We expect the high yield default rate and loss to remain low near 2%, providing fundamental support for
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Technical factors, such as supply and demand dynamics, should remain favorable for leveraged loans
and CLOs.
We expect the new-issue CLO market to continue to grow – our current forecast for 2013 is $60bn$70bn, with further tightening in liability spreads.

2013 Thematic Trade Ideas
We see better relative value in AAAs among the non-PIKable tranches.
We continue to like new-issue CLO equities, as we believe that they offer better relative values than
seasoned CLO equities.
On a risk-adjusted basis, mezz CLO tranches remain cheap compared to other securitized products with
similar risk profiles.

CLOs to continue to
perform well

The CLO market had an impressive year in 2012. On the new-issuance front, the total
volume reached $44.8bn as of 19 November and is well on the way to reaching $50bn for
the full year. As shown in Exhibit 180, at $50bn, it will surpass the 2004 level and get close
to the 2005 level. In the secondary market, CLOs, especially at the lower part of the capital
structure, along with leveraged loans and high yield bonds, are among the top achievers in
2012. As shown in Exhibit 181, CLOs, except the AAA tranches, are among the best
performing in 2012 on a total return basis.
As we look forward to 2013, barring another deep recession, we believe that CLOs will
continue to perform well in general. More specifically, we draw investors’ attention to the
following main themes for the CLO market.
First, fundamentally, we expect the default rate and loss to remain low, under our
economic research team’s base-case scenario of a modestly growing US economy in
2013. In addition, we believe that the underwriting standards of the underlying high yield
credit and US corporate balance sheet remain generally healthy, providing another
underpinning for a benign credit environment.

Exhibit 180: New issuance ‒ leveraged loan vs. CLO

Exhibit 181: 2012 total-return comparison ‒ CLOs
vs. other assets*

As of 10/31/12, in $bn
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450

Institutional Loans**

400

CLO New-Issuance*

426
366

350

100

120

110%

100

90%

80

70%

60

50%

39 40

30%

103

300
223

250

241
58

200

51.9%

211

154

150

118

100
50

219

100.5%

64

32 14

15

0

32
20

35.9%

99

12.0%

21 56

20
12
0

4

Source: Credit Suisse
* Exclude balance sheet deals and synthetic deals.
** Includes $US-denominated non-investment grade fully-drawn institutional term loans
(TLb's, TLc's, TLd's, delayed-draw, and other tranches held by institutional investors).
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Source: Credit Suisse, Bloomberg
* CLO results are based on 2005-2008 vintage deals, and excluding market value, balance
sheet, synthetic, and middle-market CLOs; hedge fund data are based on HFRX Global
Hedge Fund Index from Bloomberg; private equity data are based on PRIVEXD Index from
Bloomberg, which tracks the performance of globally listed 25 largest and most liquid stocks
of the private equity companies; commodity data are based on CRB CMDT index, long-term
treasury data are based on TLT ETF, and emerging market equity is based on EEM ETF.
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Second, technically, the so-called “maturity wall” has been pushed out significantly, due to
takeouts by bonds in a strong high yield bond market, refinancing by new loans, and
robust amend-to-extend (A2E) activities. As long as the Fed maintains its accommodating
monetary policy and keeps sufficient liquidity in the system, we expect these trends to
continue in 2013.
Third, we see favorable supply and demand dynamics for leveraged loans and CLOs.
Thanks to the Fed’s low interest rate policy, yield-hungry investors are paying more
attention to leveraged loans as an asset class, and many even believe that leveraged
loans will become a mainstream fixed income asset for large institutional investors. In
addition, the investor base for leveraged loans has become more diverse.
New-issue CLO market
to grow; 2013 forecast at
$60bn-$70bn, with
further tightening in
liability spreads

Better relative value
in AAAs among
non-PIKable tranches;
like new-issue CLO equities

Fourth, because of their robust past performance and better relative value compared to
other securitized product markets, we expect investors’ demand for new-issue CLOs to
remain strong in 2013. As a result, we expect the new-issue CLO market to continue to
grow – our current forecast for new-issue CLOs in 2013 is $60bn-$70bn, with further
tightening in liability spreads – for example, we expect the AAA spreads to grind in to the
100 bp to 110 bp range, from the current level of about 140 bp. In addition, with a lowdefault-rate environment, we expect new CLO equity to deliver returns in the 13%-15%
range.
Fifth, in terms of relative value, AAAs have underperformed in 2012 because investors
have been more aggressively buying the lower part of the capital structure as their risk
appetite has risen. At this point, we see better relative value in AAAs among the nonPIKable tranches. In the meantime, we continue to like new-issue CLO equities, as we
believe that they offer better relative value than seasoned CLO equities.
Sixth, there has been a “reverse-trend” in CLO 2.0 in 2012 – in terms of moving from an
extremely conservative structure in 2010 and early 2011 to a structure more similar to precrisis deals. Namely, equity leverage has crept back to 9-10 times versus 5-8 times, and a
reinvestment period of three to four years has become more of a norm now versus a
typical two-year reinvestment for 2010 and early-2011 deals. So, the newer deals are
getting more “equity-friendly” than those issued in 2010 and early 2011. However,
compared to pre-crisis deals, CLO 2.0 transactions still feature a more conservative
structure, tighter restrictions on underlying collaterals, and clearer language in deal
documents regarding covenants and manager trading and reinvesting flexibilities.
Last, despite our generally bullish views for 2013, we caution CLO investors to keep an
eye on macro risks, including both Europe and the US. But we believe, relatively speaking,
that the US is on stronger footing, despite expected modest growth. We believe that, with
a recovering housing market, cheap natural gas prices, improving employment situation,
and a need for more household formation, the US could avoid another recession in 2013,
barring a political stumble and policy failure regarding the fiscal cliff issue. However,
Europe is a different story. Europe still needs to figure out not only how to solve the nearterm financing risks for peripheral countries but also, more importantly, how to regenerate
growth to pull itself out of the current crisis for the long term. Having said that, we don’t
expect European assets to represent a risk in US CLOs in general, although a collapse in
the euro could cause a significant sell-off across risky assets, including CLOs. Finally, the
regulatory environment remains uncertain for CLOs, especially regarding risk-retention
and FATCA rules.
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Japan – the next key trend?
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World Wealth stops
at the top of its
medium-term
uptrend

2013 Core Views
European banks seen as a key directional indicator for risk for 2013.
JPY and Japanese equities are seen close to a potentially important bearish reversal.
US yields to move higher on a relative basis to Germany.

2013 Thematic Trade Ideas
Be short JPY.
Go long Japanese equities, long Japanese real estate.
Go long 10yr US/Germany bond spread.

As we head towards 2013, the range of medium-term risk indicators we follow shows a
decidedly mixed picture. The rally in our World Wealth index has stopped at the top of its
medium-term trend from 2010 and shows a glaring bearish momentum structure. But,
importantly, no supports have broken (as yet), and the trend stays higher for now, albeit
more vulnerable. The S&P 500 displays a strikingly similar structure into the end of the
year, sitting near the top of the well-defined uptrend from 2010, momentum highlighting a
glaring negative setup, but key supports staying intact for now. The immediate risk is seen
higher, but we suspect a fresh attempt at a peak may be in early/mid-Q1.

Global & Equity Risk Global Risk Appetite has seen a good move higher, and momentum remains strong.
Appetite continue to Equity Risk Appetite maintains its medium-term base and “buy” signal from mid-September,
and we look for this trend to continue. US Credit Risk Appetite has surged into “euphoria”
trend higher
and we see a significant risk the credit rally is long in the tooth, certainly for the US HY
financial space. However, we are a long way from a bearish reversal, in our view.
In Europe, 10yr Spanish yields have not fallen far enough in our view to mark crisis over,
with a move below 5.00/4.80% needed to achieve this. However, they remain below
6.15%, and only back above here is the trend seen shifting bearish again.
This lack of a clear theme is summed up compellingly by the key market measure of risk –
European banks
European banks (Stoxx 600). The sector has rallied to major resistance at 161/164,
remain seen as the which is capping, but still holds key support at 147. A resolution of this tightly defined
critical barometer range, either up or down, will likely point the way to the next key directional phase for risk.

Exhibit 182: European Banks (Stoxx 600) – Weekly

Source: the BLOOMBERG PROFESSIONAL™ service, Credit Suisse
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Our immediate focus on a potentially important reversal for at least the early part of 2013
is on the JPY, where we see potential for a significant phase of weakness. If confirmed,
this would also point to higher Japanese equities and also, potentially, US yields.

Exhibit 183: USDJPY – Weekly Bar

Source: CQG, Credit Suisse

USDJPY is threatening a long-term inverted “head & shoulders” base for
90.84.
USDJPY may be
close to an important
base, but it is not
confirmed yet

USDJPY, since printing its first higher low of 77.13 (above 75.56 support), has been
trading within a steady upward trend. Recently we have seen an acceleration through
80.56/68 resistance which reinforces this uptrend and also exposes the critical
neckline/38.2% retracement hurdle of 82.99/83.09.
Looking out into 2013 we see scope for the market to test and eventually break out above
this 82.99/83.09 resistance cluster. This would then complete a bullish inverted “head &
shoulders” reversal pattern, which yields an upside target objective of circa 91.50. We
highlight the 78.6% Fibonacci retracement hurdle of 90.84 and hence look for the market
to target this area. We would not rule out a euphoria move through our target to the next
resistance of 94.12/95.00. We flag interim resistance at 84.19, 85.54, and 87.57
respectively.
Immediate support lies at 79.07, but only a breakdown below 77.13 neutralizes upside
potential while also exposing the recent low of 75.56 once again.
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To mark a more conclusive and broad-based JPY reversal, what we would also want to
see is the JPY TWI (Bank of England) establish an important reversal as well. Whilst this
is clearly threatening, below 168.9/168.6 is needed to mark the construction of a bearish
“double top”. If achieved, we would expect this to act as the catalyst for a more
accelerated phase of weakness, with 160/159 seen as an initial target for the TWI.

Exhibit 184: JPY TWI (BOE) – Weekly

Exhibit 185: JPY TWI (red) & TOPIX (blue inverted)

Source: Updata, the BLOOMBERG PROFESSIONAL™ service, Credit Suisse

Source: Updata, the BLOOMBERG PROFESSIONAL™ service, Credit Suisse

Given the strong relationship between the JPY and Japanese equities, an important
A weaker JPY
(bearish) reversal for the JPY would by extension lead us to be more constructive
should see stronger Japanese equities. For the Nikkei 225, a sharp rally has already been seen in tandem with
Japanese equities the move in the JPY, and above 9290/9330 has seen a base complete which we look to
clear the way for a test of the medium-term downtrend from early 2010 at 9900, and we
would expect strength to then start to stall.
For a more important base into 2013, we believe we need to see the market above the
10255 high from early 2012, also the top of price gap from early 2012 post the Tohoku
earthquake. If this can be achieved, we would then see scope for 11410.
USDJPY exhibit a Another consideration for a more sustained phase of JPY weakness would be the good
good relationship relationship between USDJPY and US yields. A significant base for USDJPY would in
our view put pressure on 10yr US yields to rise, which at present remain mired in a range.
Through support at 1.75/1.90% is needed to suggest the range is being resolved higher,
for 2.00/01% initially. This latter area though is seen as the trigger to a move to
2.30/2.40%. Our concern here is that “yields low for long” remains a clear risk to this trade.
10yr US/Germany Our favored expression for higher US yields would thus not be outright, but relative to
may be building a Germany. For the 10yr US/Germany bond spread, a sideways range has persisted for
much of 2012, which is beginning to look mature. Above 34bps is required to see a move
base
to the top of the range at 50/52bps, which would then be critical to watch in 2013. Above
this latter resistance at any time would see the construction of a major reversal, clearing
the way for a concerted phase of US underperformance targeting the 80bps high of 2010.
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Credit Risk Appetite hits “euphoria”
Exhibit 186: US Credit Risk Appetite – Weekly

Exhibit 187: 5yr US CDX Inv Grade Spread – Weekly

Source: Updata, Credit Suisse

Source: CQG, Credit Suisse

A momentum sell
is needed to
confirm a Credit
Risk Appetite peak

The sharp move higher in US Credit Risk Appetite has extended into “euphoria” (above
+5), and this is where we typically look for a peak in risk appetite for credit and a potential
turning point in the credit trend itself.
As yet, we do not have a technical “sell” signal, and we would need to see weekly MACD
momentum turn lower to see this achieved (c.f. left-hand chart below). However, US IG
and HY credit spreads have held key areas of resistance and completed small bases, and
we are vigilant to a potential important turn in the credit cycle.
For the 5yr US CDX Investment Grade spread, this has initially held trend support from
November at 109bps. We look for a break above here to signal a more substantial
widening for 116bps, ahead of the 125/127bps May chart highs. We would expect a
tightening back from here initially, but should weakness extend through it this would see a
more significant base established for widening to 146.5bps, ahead of major support at
150/153bps. Below 91bps is needed to ease immediate widening pressure.

US HY only sees a 5yr US High Yield credit spreads above 569/582bps – the 200-day moving average and
bearish reversal channel support spanning back to 2011 – would signal a larger base. This would then aim
at 617bps ahead of firmer support at 717/728bps – the May 2012 chart high and the
above 582bps
61.8% retracement of the 2011-12 tightening. Above here is needed to look to 824bps
then 906/915bps. A reversal through 442bps is needed to see tightening pressures
resurface.
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Credit Suisse Forecasts
Interest Rate Strategy forecasts
US - Treasuries
Fed Funds Rate
2-Yr Yield
5-Yr Yield
10-Yr Yield
30-Yr Yield
UK - Gilts
Base Rate
2-Yr Yield
5-Yr Yield
10-Yr Yield
30-Yr Yield

1Q 2013
0 - 0.25
0.35
1.25
2.25
3.10

2Q 2013
0 - 0.25
0.30
1.10
2.00
2.85

3Q 2013
0 - 0.25
0.30
0.80
1.75
2.75

4Q 2013
0 - 0.25
0.35
1.10
2.00
2.85

1Q 2013
0.50
0.50
1.00
2.00
3.20

2Q 2013
0.50
0.55
1.20
2.20
3.40

3Q 2013
0.50
0.70
1.40
2.40
3.55

4Q 2013
0.50
0.80
1.60
2.65
3.70

Japan - JGBs
Overnight Call Rate
2-Yr Yield
5-Yr Yield
10-Yr Yield
30-Yr Yield
EU – German Benchmarks
ECB Repo
2-Yr Yield
5-Yr Yield
10-Yr Yield
30-Yr Yield

1Q 2013
0.10
0.10
0.22
0.78
1.98

2Q 2013
0.10
0.10
0.26
0.85
2.02

3Q 2013
0.10
0.10
0.30
0.93
2.05

4Q 2013
0.10
0.11
0.34
1.01
2.09

1Q 2013
0.50
0.00
0.40
1.50
2.40

2Q 2013
0.50
0.05
0.50
1.60
2.55

3Q 2013
0.50
0.10
0.60
1.75
2.65

4Q 2013
0.50
0.15
0.80
1.90
2.75

FX Strategy forecasts
Major Currencies
vs. USD
3m
12m

EURUSD
1.250
1.250

vs. EUR
3m
12m

USDJPY
84.00
80.00

GBPUSD
1.603
1.623

USDCHF
0.968
0.976

USDCAD
0.990
0.990

AUDUSD
1.038
1.043

NZDUSD
0.798
0.802

USDSEK
6.800
6.560

USDNOK
5.837
5.754

EURJPY
105.00
100.00

EURGBP
0.780
0.770

EURCHF
1.210
1.220

EURCAD
1.238
1.238

EURAUD
1.205
1.199

EURNZD
1.566
1.559

EURSEK
8.500
8.200

EURNOK
7.296
7.193

USDHKD
7.750
7.750

USDINR
53.5
56.5

USDIDR
9600
9800

USDKRW
1085
1040

USDMYR
3.030
3.000

USDPHP
40.5
39.5

USDSGD
1.225
1.205

USDTHB
30.5
30.4

USDTWD
28.90
28.50

USDTRY
1.796
1.840

USDBRL
2.100
2.050

USDMXN
12.75
12.25

USDHUF
221.6
220.0

USDPLN
3.200
3.160

Emerging Currencies
vs. USD
3m
12m

USDCNY
6.200
5.980

vs. USD
3m
12m

Global Commodities forecasts
Commodity
Brent (US$/bbl)
WTI (US$/bbl)
US Natural Gas (US$/MMBtu)
Copper (US$/MT)
Gold (US$/oz)
Corn (US$/bu)
Soybeans (US$/bu)

2013 Ann Avg (f)
115.00
106.00
3.70
8,000.00
1,840.00
6.10
13.80

2014 Ann Avg (f)

2015 Ann Avg (f)

110.00
102.00
4.30
7,500.00
1,750.00
5.20
12.30

100.00
93.50
4.50
7,000.00
1,500.00
5.00
12.00

Global Leveraged Finance Strategy forecasts
2013 Projections

Total Returns (%)

Default Rates (%)

US High Yield Bonds

7

1-2

US Leveraged Loans

5.5

1-4

W. European High Yield (Hedged in €)

6

1-2

W. European Lev. Loans (Hedged in €)

5

2-4

Source: Credit Suisse
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Credit Suisse Global and Developed Economics forecasts
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2013E
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Source: Credit Suisse estimates, Thomson Reuters DataStream. Note: IMF PPP weights are used to compute regional and global aggregate figures. GDP growth is quarter/quarter annualized, except for global GDP, which is year/year. Industrial
production and inflation are expressed as year/year changes. US, UK, and Euro-16 inflation rates are headline, whereas Japan inflation rates are excluding fresh food.

Credit Suisse Emerging Economics forecasts
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Source: © 2010 Thomson Reuters Limited, the BLOOMBERG PROFESSIONAL™ service, National Statistical Offices, Credit Suisse.
*Aggregates for regions are weighted averages, country data are weighted by their 2011 nominal GDP (US$) figures.
**Aggregate emerging markets figures are average of regional data weighted by regional 2011 nominal GDP (US$) figures.
(1) Fiscal year beginning in April; revised GDP series with base 2004-05. All historical ratios expressed as % of GDP may appear smaller since the revised GDP values in the new series (with base year of 2004) are higher.
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