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CREDIT MARKETS NOVEMBER 5, 2008

Ahead of the Curve: Slump Looks Long
Steepening Yield Spread Points to Tough Recovery as Credit Markets Continue to Founder

By MIN ZENG

NEW YORK -- An indicator of economic health, the yield curve, is signaling that
the recovery in the developed world is going to take a long time.

The benchmark curve measures the gap between the yields on two- and 10-year
government securities. When the economy is weak, the gap tends to widen as
interest rates are cut to aid growth. Short-dated yields, the most sensitive to
policy changes, fall more than their longer-dated counterparts. As the economy
recovers and rates begin to rise again, the gap narrows.

With central banks around the developed world cutting rates to fend off a
recession, the benchmark yield curve in major government-bond markets
already has significantly steepened. It is a sign of just how troubled the economic
outlook is that investors expect the curve to steepen further; in the U.S., they see
it widening beyond the levels seen in 2003.

"The peak of the yield curve will be much higher this time," said Steven Major,
global head of fixed-income research at HSBC Holdings in London.

Treasurys maturing in at least five years led an advance, bolstered by mortgage-
related buying and unwinding part of the yield-curve trade. Investors bought
back long-dated Treasurys and sold the short-dated securities, lending support to
the 10-year notes, traders said.

Tuesday, as voters went to the polls to select a president, the benchmark yield
curve flattened to 2.38 percentage points, after steepening to 2.48 percentage
points Monday, a level last seen since 2003 and early 2004. The curve typically
tends to flatten in the month after a new president is elected, BNP Paribas SA
research shows.

Late in New York, the two-year note rose 4/32, or $1.25 per $1,000 face value, to
100 7/32, to yield 1.388%, down from 1.452% Monday. The 10-year note rose 1
5/32, or $11.56 per $1,000 face value, to 101 29/32, to yield 3.765%, down from
3.906% Monday. Bond yields move inversely to prices.

In theory, the steepening curve should help banks and other lenders repair
balance sheets weighed down with bad loans and soured investments.

With short-term rates low, financial companies can borrow cheaply and lend the
money to consumers at higher rates, pocketing the difference. In the longer term,
this should help revitalize the banking sector, ease money and credit-market
tensions and support growth.

Except this time, it is different. For the steeper yield curve to benefit the
economy, banks have to lend. Yet this process is stalled as lenders continue to
tighten loan standards and are worried about counterparty risk, according to a
Federal Reserve survey published Monday.

One sign of banks' reluctance to lend comes from the interbank-lending market.

Rates there have been coming down from recent highs but remain elevated --
particularly when compared with expectations for official rates -- indicating that
bank-funding costs around the world still are high.

The dollar measure of interbank lending risk, the three-month dollar London
interbank offered rate/overnight-index swaps spread, or Libor/OIS, has come off
its high Oct. 10 of 3.66 percentage points, trading at 2.09 points Tuesday. But it
remains elevated compared with an average of about 0.11 point between 2001
and July 2007 before the subprime crisis hit global markets.

"That is important because the wider the spread, the more expensive it is for
financial intermediaries to borrow money," Mr. Major said.

Because banks aren't lending, consumers' access to credit is restricted. Even as
long-dated Treasury yields decline, though less than their short-dated
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counterparts, consumers face higher rates, which is crimping spending even
more.

Higher mortgage rates in particular are weighing on the housing market. Falling
home prices have been one of the economy's core problems, fueling the risk of a
prolonged recession.

"There are a lot of crosscurrents," said Gary Pollack, who helps oversee $12
billion as head of fixed-income trading at Deutsche Bank's private wealth-
management unit. Mr. Pollack expects the curve to flatten slightly in the near
term, but then to steepen again, reaching three percentage points by the end of
2009.

According to BNP Paribas research, the curve flattened by 0.40 point and 0.32
point after the 1988 and 1992 elections, respectively, when pre-election polls by
Gallup showed similar point differences between the candidates.

The steepening curve has gained traction in the U.S., Germany, the U.K. and
Japan as the problems seen in the U.S. subprime-mortgage market ballooned
into the worst financial crisis since the Great Depression. Central banks, led by
the Federal Reserve, are revving up monetary-policy easing.

The European Central Bank and Bank of England are expected to cut their
benchmark rates, which are significantly above the U.S. rate, at 3.75% and
4.50%, respectively. The Reserve Bank of Australia cut its rate by 0.75
percentage point Tuesday to 5.25%.

Short-dated yields could take another leg lower in these countries as a result,
widening the spread to their long-dated counterparts.

Swedbank First to Tap Government Guarantees

Swedbank AB said it will participate in the Swedish government's guarantee
plan, just a week after announcing a 12.4 billion Swedish kronor ($1.59 billion)
rights issue.

The bank is the first to apply for the state's 1.5 trillion kronor guarantee program,
which is voluntary and requires participating banks to cap bonuses and keep the
salaries of a company's top five employees at current levels.

"We think this is a good solution to ease the abnormal market situation,"
Swedbank spokesman Thomas Backteman said.

Under the plan, the government guarantees bonds and certificates with
maturities between 90 days and three years. Banks can decide which bonds they
want the state to cover.

"We will go over our financing structure and evaluate which instruments we are
interested in attaching to the guarantee," Mr. Backteman said, adding that the
final cost will depend on price developments in financial markets.

Swedbank's application isn't a surprise since its funding costs have shot higher
than those of many of its peers in the wake of the financial crisis, said
independent bank analyst Mats Anderson.

Shares in Swedbank rose on the news, trading up 15% at 74 kronor in late
trading, outperforming a 3.2% increase in the broader Stockholm market. The
bank's stock has lost 44% of its value in the past three months on concerns that it
has invested too much of its own capital in emerging markets.

—Anna Molin
Write to Min Zeng at min.zeng@dowjones.com
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