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Interest rates in all major currencies are likely to rise  
significantly over the next two to three years. As a  
consequence, high-grade bonds that won’t mature for 
another five years or more could suffer valuation losses 
and deliver low or negative total returns. Among the 
five major markets, Swiss franc high-grade corporate 
bonds are expected to incur the largest losses on a  
currency-unhedged basis. On a currency-hedged basis, 
GBP high grade-corporate bonds are likely to fare worst.

Additional conclusions
– USD bonds should deliver stronger returns than  

EUR-denominated bonds on an unhedged basis.
– Within high-grade bonds, we recommend switching from 

government bonds and highly rated corporate bonds into 
covered bonds.

– Within government bonds, Japanese yen looks best both 
on an unhedged and hedged basis, but we clearly prefer 
the hedged version.

– Better relative value in bonds across all currencies is in 
lower rated (A/BBB) investment grade bonds. 

Interest rates in developed markets are close to record lows.  
It is difficult to predict when rates will rise in the near term, 
but we think they are highly likely to do so over the course of 
the next few years, and we regard the recent increase in long-
term USD rates as a first move toward rates normalization. In 
this report, we will look at high-grade bonds, whose ratings 
lie in the upper part of the investment grade spectrum at  
AA- or better, in USD, EUR, GBP, CHF and JPY. We will explore 
the sub-segments most at risk of delivering negative total 
returns under various economic scenarios. While coupon pay-
ments on bond investments provide a regular positive return, 
rising interest rates lead to negative price performance, an 
effect most pronounced for longer term bonds. For bonds 
offering a risk premium over government bonds, the carry 
yield offers protection against rising interest rates, but 
changes in risk premiums can affect bond prices to the  
same extent as changes in interest rates. 

Key conclusions

KEY CONCLUSIONS

We believe that a scenario of moderate global economic 
expansion is most likely over the next two to four years, which 
will result in markedly rising medium to longer term interest 
rates. Strong economic growth would hamper the perfor-
mance of all high-grade bond markets, while poor growth 
would support benchmark government bonds best. On a  
currency-hedged basis, GBP bonds pose the greatest risk of 
delivering negative returns. In addition, we highlight the fact 
that some highly rated corporate bonds are trading at expen-
sive levels compared to government bonds across all major 
currencies. In our main, moderate-growth scenario, as well as 
in the more positive and negative alternative scenarios we put 
forth, we believe longer term high-grade bonds in Swiss 
francs will fare worst on an unhedged basis.

These are the segments of the higher rated bond market that 
we will be examining in this report. Included is an indication 
of how each would likely perform in an environment of mod-
erate economic expansion.

note 
Long-Term Sells is a new series of reports from CIO WM Global Investment Office that attempts to identify assets that are 
overvalued on a medium to long-term horizon. Each report will address a specific asset class and identify specific segments 
of this asset class that appear overvalued, either in absolute terms or relative to the wider asset class. This is not to say that 
these assets cannot remain overvalued, or indeed become more overvalued, over the short term as valuations do not 
typically drive tactical returns. However, over longer, two-to-three-year periods extreme valuation differentials do tend to 
normalize. The purpose of these reports is to help our clients avoid wealth impairment by recommending overvalued assets 
to avoid, or reduce exposure to, over the medium to the longer term. For bond issuers, we are looking at long-term bonds 
with final maturities of several years beyond the two-to-three year time horizon considered in this report. This can lead to 
different views on different bonds of the same issuer.

Fig. 1: Segments of the high grade bond market and 
likely performance under our main scenario

USD EUR CHF GBP JPY

Benchmark government bonds − − − − − − − − − 

Benchmark government bonds  
(FX hedged)

− 0 − − − +

Other AAA/AA rated governments − − n.a. − n.a.

Subnational governments/municipalities 0 − − − − n.a. n.a.

Government agencies − − − − − − − n.a.

Multinational agencies − − − − − n.a.

Covered bonds + 0 − − n.a. n.a.

Corporate bonds rated AAA/AA − − − − − − − − n.a.

Lower investment grade (A/BBB) bonds + + + 0 + n.a.

Legend 
– – – most negative 0 neutral + slightly positive
– – negative ++ positive
– slightly negative +++ most positive
n.a. = not applicable

Source: UBS  
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The investment dilemma  
of conservative investors

In fixed income, the most conservative approach traditionally 
is to buy shorter term bonds of highly rated governments to 
combine low credit risk and low interest rate risk. The yield 
curve in the five major bond markets (Fig. 2) illustrates that 
yields are very close to zero or even negative for terms of up 
to almost four years. 

Since short-term yields have been very low for the last one-
and-a-half years, the dilemma for conservative investors is 
whether to either accept yields barely above zero or to 
expose themselves to interest rate risk by using the upward 
sloping yield curve to pick up yield in longer duration bonds. 
While 10-year US and UK Treasuries currently offer about 
2%, Swiss Eidgenossen offer only 0.8% nominal yield, down 
from more than 5% and 3%, respectively, since the days 
before the financial crisis (see Fig. 3). Inflation may not be a 
near-term concern, but we think it will take only moderate 
economic growth in upcoming years to push consumer price 
inflation rates above 1% in Switzerland, to roughly 2% in the 
Eurozone and to around 2.5% in the US, which would esca-
late the risk investors with longer term bonds face of incur-
ring a loss of purchasing power.

Fig. 2: Government bond yield curves in the major 
currencies

Source: Bloomberg, UBS, as of 3 June 2013
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We acknowledge the structural and fiscal obstacles that 
stand in the way of substantially higher interest rates. Uncer-
tainty about a sustainable revival of economic growth in the 
US, the UK, the Eurozone and Japan is among the most sig-
nificant. A decade of financial repression, in which govern-
ments use their extensive regulatory powers to keep nominal 
interest rates below the inflation rate to gradually inflate their 
way out of a tight fiscal situation, cannot be discounted com-
pletely. However, Fig. 4 illustrates the impact an interest rate 
increase of a single percentage point within one year would 
have on the total returns of government bonds with different 
terms to maturity. The low current yield of Swiss Eidgenossen 
provides the least protection against the negative interest 
rate effect on bond prices, and results in as much as a 7.6% 
total return loss on a 10-year bond in this example.

Looking beyond government bonds
As a consequence of very low government bond yields, many 
conservative investors have gradually shifted into high-quality 
government bond alternatives, including government agency, 
subnational and municipal bonds, covered bonds, and highly 
rated corporates. We have noticed that many benchmark-ori-
ented investors have reached their respective limits for under-
weighting government bonds and overweighting high-grade 
alternatives. Due to these high inflows into relatively smaller 
asset classes, risk premiums of some issuers have compressed 
to levels that provide only a small buffer against an increase 
in government bond yields. When considering the additional 
credit risk attached to high-grade corporate bonds in particu-

Fig. 3: 10-year government bond yields

Source: Bloomberg, UBS, as of 3 June 2013
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Fig. 5: Risk premiums for government bond alternatives 
have compressed

Source: iboxx, Barclays, UBS, as of 14 May 2013
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Fig. 4: Total return over 12 months, assuming a 1 percentage point increase in interest rates

Source: UBS, based on yields as of 3 June 2013
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Years to maturity

lar and, to a lesser extent, covered bonds, both of which are 
far less likely to benefit from any potential central bank 
actions than government bonds, we think some of these 
alternatives have become too expensive for those with a 
medium-term investment horizon.

In addition to government bonds, the high-grade category 
includes bonds issued by sub-sovereigns, municipalities, gov-
ernment agencies and multinational development banks, as 
well as covered bonds and corporate bonds. The latter group 

Fig. 6a: Composition of high-grade indices in EUR

Source: Barclays, UBS, as of 26 February 2013 Source: Barclays Eurodollar index, UBS, as of 16 May 2013
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Fig. 6b: Composition of high-grade indices in USD
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has shrunk within high grade because many banks and com-
panies experienced downgrades during the financial crisis 
and only a small number of mostly multinational companies 
retain such high credit ratings (see Fig. 6).

The relative attractiveness of each bond market hinges on the 
interest rate path, which we will assess in the next section. 
However, to evaluate the sub-segments of each market, we 
must look at their sensitivity to our interest rate scenarios. 
The yield premium over government bonds offered in a high-
grade segment can be split into a liquidity premium and a 
credit risk premium. We examine each market in detail below.

The liquidity premium
Benchmark government bonds are issued in large sizes and 
are usually the most liquid fixed income instrument in the 
respective currency market. Both bond size and liquidity are 
important factors for large investors, and the low trading 
costs resulting from the deep market liquidity lead to a pre-
mium valuation. The higher the trading cost (in the form of a 
broader bid-ask spread) and the less certain the future sec-
ondary market liquidity of an instrument are, the higher the 
liquidity premium is. To get a clear picture of the situation, 
we looked at the bonds of agencies irrevocably and uncondi-
tionally guaranteed by a benchmark government bond issuer, 
such as German KfW. The liquidity premium also provides an 
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Fig. 7: Liquidity premium of KfW bonds over 
German Bund

Source: iBoxx, KfW, UBS, as of 2 May 2013
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Most outstanding covered bonds are secured by mortgages, 
followed by public sector loans and ship loans. Therefore, the 
slight deterioration in housing markets and increasing house-
hold indebtedness directly affects the cover assets serving as 
a life belt should the issuer default. In light of the longer term 
economic scenarios discussed above, banking sector funda-
mentals should improve overall. As the percentage of non-
performing loans tends to remain moderate in times of eco-
nomic growth, asset quality should improve over time. 

Risk premiums for highly rated corporates have declined as 
large excess liquidity chases a rather small asset class that 
offers a yield pick-up. Another technical factor in the current 
environment is that many large fixed income accounts like 
pension funds and insurance companies are required to 
achieve a specific minimum return, which pushed them out 
of government bonds and into corporates. A reduction in 
quantitative easing (QE) measures and a more attractive 
equity market may trigger a rush to sell corporate bonds, 
which could meet little buying interest. We note that such an 
event is currently remote, but more likely to occur in the 
coming years. Many former inventory brokers have exited the 
over-the-counter bond market, and risk limits at major trad-
ing houses have been slashed in recent years, which in our 
view enhances the risk of risk premium spikes.

– When held individually without broad portfolio diversifica-
tion, highly rated corporates pose a credit risk compared to 
benchmark government bonds that, in our view, is insuffi-
ciently compensated for by currently low additional yields. 

– We think that, as a consequence of the financial crisis and 
astronomical levels of public debt, a government-funded 
bailout of a major private sector issuer has become less 
likely than in the past.

– The risk of a credit event, as reflected in cumulative histori-
cal default rates provided by the major rating agencies, is 
substantially higher for longer term than shorter term 
bonds.

– In the near term, we think selected covered bond pro-
grams provide relative value compared to other high-grade 
investments.

excellent reflection of market uncertainty: its sharp decline 
from mid-2012 peaks speaks to the gradual restoration of 
confidence in the Eurozone (see Fig. 7). Other examples 
where this can be observed include the two major US hous-
ing agencies, which can count on a firm government com-
mitment since the financial crisis and are now best described 
as comparable to Treasury notes with less liquidity. That is to 
say, agency bullets (i.e. non-callable notes) typically trade at a 
modest incremental spread above matched-maturity Treasury 
notes, and the spread volatility is relatively tame.

– As a consequence, we believe that, under our main sce-
nario, the liquidity premium should gradually decline fur-
ther, which would occur far more quickly under our posi-
tive scenario. 

– We would expect the liquidity premium to rise and lead to 
government bond outperformance of agencies only in a 
negative economic scenario.

The credit risk premium
Despite high credit ratings, high-grade securities can have 
pronounced credit risk premiums in adverse times. Such a 
situation occurred in 2012, when investors in the European 
agency market clearly distinguished between agencies with 
irrevocable and unconditional guarantees by strong sover-
eigns and agencies that only benefited from expected sup-
port and government ownership. The most striking example 
in our view was the Norwegian agency Eksportfinans, which 
was considered a supported government agency before sud-
denly losing its government mandate and possibly also its 
support: its ratings plunged from high AA levels to junk. 

Under our main economic and interest rate scenario, we fore-
see little additional decline in agency credit risk premiums 
from current levels. However, the yield pick-up should pro-
duce a steady relative outperformance of benchmark govern-
ment bonds. We think the risk premium will continue to 
exhibit volatility, and in our negative scenario we believe an 
underperformance of government bonds is likely. 

Fig. 8: Schematic overview of yield premiums  
for each sub segment

Liquidity premium Credit risk premium

Benchmark government bonds

Government agencies – fully guaranteed

Government agncies with implied support

Multinational agencies

Other AAA/AA rated governments

Subnational governments/municipalities

Covered bonds (benchmark-sized)

Corporate bonds rated AAA/AA

Lower investment grade (A/BBB) bonds

Source: UBS
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Fig. 9: Total return for one year based on the 
respective scenario

Source: UBS
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The roll-down effect supports performance
Currently, both the interest rate and risk premium curves 
slope upward for bonds of longer maturities, leading to a 
higher carry yield for them. The roll-down effect captures the 
fact that, in the absence of a change in the yield curve, a 
bond will be valued using a lower discount yield in the future. 
This offers a certain degree of protection against the negative 
price effect that rising interest rates have on bonds. However, 
beyond terms of about seven years this effect dissipates, in 
our view, and the negative effect of higher duration trumps 
the benefits of the higher carry yields.

In Fig. 9, we compare five-year German Bunds to a bond 
yielding 120 basis points (bps) more, the current average risk 
premium of investment grade bonds, to demonstrate the 
roll-down effect on performance. Given stable yields and 
spreads, the 12-month expected return would be 1.1% for 
the German Bund and 3.1% for the investment grade bond. 
Assuming a one percentage point increase in Bund yields and 
stable risk premiums, these returns would change to −1.8% 
and 0.15% respectively.
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Why current interest rates  
are not normal and how they  
can get there again

Aggressive central bank monetary policies, which include 
enormous bond purchase programs, have pushed interest 
rates to their current low levels. Economic activity appears to 
have found a new normal from the pre-financial crisis level, 
with growth more modest and inflation muted.  

While concerns about the US fiscal cliff, dissolution of the 
Eurozone, and a hard landing in China have begun to fade 
from investors’ minds, it does not appear prudent to us to 
make economic point estimates several years into the future. 
A large number of related risks loom. However, discounting 
specific regional circumstances, we believe that we can draw 
a valid main scenario of moderate global economic 
expansion, which we complement with two alternative 
scenarios that demonstrate the consequences of a signifi-
cantly more positive and negative economic outcome.

When determining likely future interest rate paths, we take 
into account that interest rate markets currently suffer from 
significant imbalances that are depressing rates: 

1. Real economic activity is below potential (see Fig. 12)  
We expect global growth to return to trend gradually as the 
current negative output gap slowly closes. This should cause 
historically low (in some cases negative) real interest rates in 
the US, the UK, the Eurozone, Switzerland and Japan to rise. 
Since November 2012, real rates have recovered in the US 
and the Eurozone: 10-year US and German real rates climbed 
from –0.81% to –0.04% and from –0.7% to 0.18% respec-
tively. In contrast, 10-year real UK rates have dropped further 
into negative territory while Swiss and Japanese real rates, 
which trade in positive territory, are the highest among the 
big five. We think that real yields in the US, the UK and the 
Eurozone will continue to increase but remain below pre-
financial crisis levels, as trend growth for the developed world 
is expected to remain lower. This would indicate that 10-year 
US, UK and German real rates should rise above 1% and stay 
around 1% in Switzerland over the next five years. Under our 
positive scenario, we think these real rates would increase to 
around 2% for the US, UK and Germany and above 1% in 
Switzerland. In our negative scenario, real rates would remain 
depressed, with 10-year US, UK and German real rates crawl-
ing upward to around 0%, 0.4% and 0.5% and Swiss real 
rates remaining relatively resilient around 1% while Japanese 
ones register at around 0.5%.  

Indexed, January 2007 = 100

Fig. 10: Central bank balance sheet

Source: Reuters Ecowin, UBS, as of 23 May 2013
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Fig. 11: Monetary base

Source: Reuters Ecowin, UBS, as of 23 May 2013
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Fig. 12: Deviation of actual GDP from  potential GDP

Source:  OECD, UBS, Economic Outlook 92 database 
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Fig. 13: Broken relationship between inflation and the 
monetary base 

Source: Bloomberg, UBS, as of 22 May 2013
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2. Central banks maintain a zero interest rate policy 
Under our main scenario, we expect major central banks to 
withdraw excess liquidity gradually and to end the zero inter-
est rate policy by the end of 2015 or early 2016. This rise in 
short-term rates should result in global two-year yields trad-
ing higher but remaining below pre-crisis levels during an 
interest rate hike cycle. Our positive scenario would lead to a 
faster increase in rates and our negative to only a marginal 
rise in short-term rates given no change in policy.

3. The transmission channel between money supply and 
inflation is broken 
While the monetary base of major central banks soared by 
between 200% and 400% in response to the financial crisis, 
broader money aggregates did not expand. In fact, money 
multipliers, as illustrated by the ratio of the monetary base of 
the US Federal Reserve divided by the money supply M2, fell 
sharply during the financial crisis and have not yet recovered 
(see Fig. 13). Put differently, a big portion of the increase in 
the monetary base has not circulated through the economy 
but has come back to central banks as excess reserves rather 
than required reserves. In the Eurozone for example, the 
European Central Bank (ECB) adopted a number of non-stan-
dard measures that included bond purchases in the Securities 
Markets Program (SMP) and exceptional liquidity measures 
like the announcement of the fixed-rate full-allotment proce-
dure and two three-year long-term refinancing operations 
(LTRO). In January 2013, before the first repayments of the 
LTRO, the excess liquidity – i.e. the deviation of the actual 
stock of money from an estimated equilibrium – rose to EUR 
630bn from below 200bn in normal times. At the same time 
the money in the system through open market operations 
rose to EUR 1trn while net liquidity and SMP totaled EUR 
285bn and required reserves amounted to EUR 105bn.

The ballooning of the monetary base introduces the risk that, 
under a moderate expansion, central banks may err on the 
side of leaving their foot on the accelerator too long rather 
than risk removing it too early to step on the brakes. This has 
two effects on yields: commercial banks are expected to 

reduce excess reserves at central banks as the latter normalize 
their balance sheets. The reduction of excess reserves at cen-
tral banks will help further normalize Libor rates and short 
term yields away from the zero line. In addition, once the 
economy gains a firmer growth footing, the broken link 
between inflation and the monetary base is likely to start 
functioning again and produce higher inflation. Despite recent 
lower inflation prints, break-even inflation expectations have 
adjusted: they have been higher this year than they were for 
most of 2012. We forecast current disinflationary trends to 
end in Q4 2013 and inflation to rise in the next two to three 
years. The Fed has made it clear that it would prefer to risk 
leaving its monetary policy too expansive for too long and fall 
behind the curve than to tighten too soon. This could spark 
inflation expectations and add to the upside pressure on long-
term yields, which would be much more pronounced under 
our positive alternative scenario. Deflationary fears arising 
under the negative scenario, on the other hand, could result 
in negative short-term bond yields again.

4. Term premiums are depressed globally
Longer term bonds currently have a lower additional yield 
compared to short-term bonds than they have historically, a 
situation Fed Chairman Ben Bernanke attributes to two 
changes in the nature of interest rates: “First, the volatility of 
Treasury yields has declined, in part because short-term rates 
are pressed up against the zero lower bound and are 
expected to remain there for some time to come. Second, the 
correlation of bond prices and stock prices has become 
increasingly negative over time, implying that bonds have 
become more valuable as a hedge against risks from holding 
other assets.” In our main scenario, we expect the term pre-
mium to approach historical norms in anticipation of an inter-
est rate hike cycle. Thus, the yield curve could steepen further 
as long as short-term rates remain low. Short and long-term 
interest rates might normalize, leading to higher real yields 
and rising but well anchored inflation expectations. Under a 
scenario of poor economic growth, safe haven flows would 
likely distort the term premium further by driving down long-
term government bond yields.  
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Under a scenario of moderate global economic growth we 
believe the imbalances will start to normalize gradually. Short-
term rates would find their way back to a neutral rate, where 
central bank policy is considered neither restrictive nor expan-
sionary. However, we think this rate will be lower than before 
the financial crisis, with long-term interest rates rising gradually 
in the next few years. This view seems in line with Bernanke’s 
statement at the Annual Monetary/Macroeconomics Confer-
ence that US long-term rates should increase to around 2.7% 
at the end of 2014 and 4.2% by the end of 2017 (see Fig. 14). 

5. Room for increasing interest rates is limited  
by leveraged sovereigns
Given the large positions of benchmark government bonds 
held by central banks, the slightest notion of a reversal in 
central bank asset purchases could trigger a sell-off, in our 
view. Just such a market reaction occurred during the last 
week of May, and its specter makes the QE exit strategy of 
central banks particularly challenging. In light of persistently 
high fiscal deficits that need to be funded, central banks will 
most likely refrain from selling off their bond portfolios in 
favor of first reducing their buying and rolling over their exist-
ing positions before gradually halting their buying and rolling 
over less. Ideally at some point, they would use all redemp-
tions to lower their bond holdings. However, we think the 
sheer amount of additional bond supply, USD 2.7trn for the 
Fed alone and USD 5trn for the Swiss National Bank, the Fed, 
the Bank of England (BoE) and Bank of Japan (BoJ) combined, 
would mean the central banks could only find buyers at 
much higher rates and lead to a pronounced rise in yields 
across the curve. The UK represents an extreme case: the BoE 
holds almost half of all Gilts, equal to 30% of total govern-
ment debt in issue. In the US, the Fed not only owns more 
than 16% of all Treasuries but more than 11% of the agency 
mortgage-backed securities (MBS) market as well. 

Fig. 14: Alternative 10-year treasury yield forecast 

Source: For December BCFF consensus, Blue Chip Financial Forecasts (BCFF) survey, December 
2012; for Congressional Budget Office, Congressional Budget Office (2013), The Budget and 
Economic Outlook: Fiscal Years 2013 to 2023 (Washington: CBO), February 5; for Survey of 
Professional Forecasters, Survey of Professional Forecasters for 2013:Q1. 
Note: The term structure model forecast assumes that the expected real rate and term premium 
components of the 10-year nominal yield would revert to their respective pre-crisis means over 
a 5-year period while the expected inflation component remains constant at the level at the 
end of 2012. 
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Fig. 15: Central bank bond holdings

Source: National central banks, as of May 2013
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Fig. 16: Long-term decline of 10-year government bond 
rates

Source: Bloomberg, UBS, as of 29 March 2013
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Why fiscal trouble keeps rates subdued
For major benchmark issuers, the effect of declining credit 
quality is not that yields will have to move higher, as would 
be the case for a deteriorating corporate issuer. Higher inter-
est rates would hinder the already sluggish deficit reduction 
of governments and challenge debt sustainability. Applying 
more fiscal austerity to cover the higher cost of debt would 
weigh on economic growth, which we think translates into a 
clear incentive for central banks like the Fed, the BoE and the 
BoJ to keep rates lower than otherwise justified. 

Most of the major developed market sovereigns cannot 
afford a substantial increase in interest rates because their 
debt levels are lofty and the duration of outstanding debt is 
already rather short. Higher rates, with debt being refinanced 
at them, would affect budget balances severely. Therefore, 
we think regulators and central banks will use financial 
repression to restrain interest rates. Possible measures 
include: demanding that banks, insurers, pension funds and 
other “captive investors” hold a higher minimum share of 
their assets in government bonds; capping interest rates for 
savings products; and introducing tax incentives that make 
domestic government bonds more attractive than other, par-
ticularly foreign, assets. 
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Fig. 18: Indicative effect of higher cost of funding 

Source: UBS
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Fig. 17: Development in US cost of debt, 
interest-to-revenues and debt-to-GDP

Source: IMF Global Economic Outlook, UBS, as of May 2013
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Major sovereigns are highly leveraged
The long downtrend in interest rates across the curve has 
been key to supporting government budgets. In the US, the 
10-year rate peaked at about 16% in 1981 before declining 
across several economic cycles to below 1.4% in July 2012 
(see Fig. 17). As government bonds are often issued with 
long terms, the effect of lower interest rates is only gradually 
reflected in governments’ interest costs, smoothening the 
effect of volatile interest rates. However, there are two key 
observations involving several major countries since the finan-
cial crisis unfolded in 2007: 

1) the average term of new issues has been much shorter 
than before to keep funding costs low (in the case of the 
US, to meet the short terms bought by the Fed under 
QE1); and 

2) the overall cost of debt relative to government revenues 
has been kept stable as the lower cost of debt enabled 
governments to finance the growing amount of debt at a 
similar overall cost. 

Put simply, countries like the US, the UK and France have 
leveraged up, with shorter terms and much higher levels of 
debt, a strategy considered risky in the corporate world. We 
believe that sovereign governments have exploited most of 
the opportunity to reduce their average cost of funding. Any 
interest rate increase is likely to translate into a much higher 
burden on their budgets. If interest rates climb due to strong 
economic growth, at least part of the increase in interest 
costs can be covered by rising government revenues. What is 
most concerning is when interest rates increase much faster 
than the rate of economic growth. For countries like Japan 
with debt ratios well above 100% of GDP, the interest cost 
increase may outweigh the revenue increase. 

In the US, an increase in the average cost of funding of 1% 
(ceteris paribus) would lift the share of government revenues 
required to cover interest expenses from 6% to 9.3%. The 
effect would be more contained for Germany and France, 
where the percentage would rise from around 4.5% to about 
6.5%. However, we note that Europe would only be able to 
better digest such an interest rate rise if risk premiums for 
peripheral countries like Italy and Spain continued to decline 
significantly. Otherwise, the share of revenues needed for 
debt service would soar to 13.6% for Italy and 10.7% for 
Spain for a 1% increase in their respective average cost of 
debt. We share the opinion of rating agencies that values 
above 10% pose a serious constraint on fiscal policy flexibil-
ity, strongly impairing the ability of countries to achieve fiscal 
consolidation in the absence of strong economic growth. The 
probability of achieving consolidation after starting from a 
relatively low average cost of debt declines greatly once val-
ues move from 10% toward 15%, in our view, and the 
chances of recovering without a debt restructuring, an exter-
nal bailout or central bank-driven debt monetization are very 
low at levels beyond 15%.

The increased interest sensitivity of government budgets in 
the US, the UK, parts of the Eurozone and, most markedly, 
Japan leads us to one conclusion. Regulators and central 
banks in these regions will have a strong incentive to adopt 
policies that keep rates lower than necessary from an infla-
tion and growth perspective. Given the challenge associated 
with reaching a political consensus on fiscal policy in the US 
and Europe in recent years, there is a higher probability that 
monetary policy will be used to avoid unsustainable sovereign 
debt dynamics. 
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Given its dual mandate of full employment and price stabil-
ity, the Fed will tend to target a fed funds rate that accounts 
for the difference in the unemployment rate from full 
employment (which we peg at 5.2%) and in personal con-
sumption expenditures (PCE) inflation from its 2% target. 

We use a Taylor-like rule to model the Fed’s interest rate-set-
ting behavior. The original Taylor rule put forward by John B. 
Taylor in 1993 stipulated that the fed funds rate target 
should equal the sum of four terms: a short-term real rate set 
at 2%, inflation, the deviation of actual from potential out-
put times a factor of 0.5, and the deviation of inflation from 
the target set for it (currently 2%) times a factor of 0.5. The 
rule suggests that the fed funds rate target should increase 
whenever inflation is rising/above target and/or output is 
above potential. Our Taylor-like rule differs in that it uses the 
deviation of actual unemployment from a full employment 

Economic and interest rate 
outlook

rate times a factor of one, and we set the short-term real 
interest rate at 1.0% to account for recent history and our 
outlook for real interest rates. At face value, our rule sug-
gests that the Fed should have been setting its fed funds rate 
target below zero since 1Q09 and, more specifically, should 
have put it at –0.2% in 4Q12, given the persistently high 
unemployment rate and below-target inflation. 

We think that the Fed may raise its fed funds rate target to 
3% by year-end 2017 based on our scenario of actual and 
potential real GDP growth, the unemployment rate and 
inflation. We expect growth to accelerate to 3% by late 
2014 on the back of improving private sector balance 
sheets, easier bank credit, a solid housing recovery and a 
fading fiscal drag on real GDP growth, and then moderate  
over 2015–2017 due to a lack of QE support. The unemploy-
ment rate would likely decline at a gradual pace from its 
current 7.5% to 6.2% in 4Q17 in this scenario, with infla-
tion only marginally rising above the Fed’s pain threshold for 
rate hikes of 2.5%. With the unemployment rate likely fall-
ing below 6.5% in 2015 we project an initial rate hike in 
4Q15. Thereafter, we foresee a gradual increase in the fed 
funds rate target toward the Taylor-rule implied level of 3% 
at year-end 2017. The increased growth in 2013 will likely 

Fig. 19: Possible paths of 10-year government  
bond yields (in %)

CHF EUR USD GBP JPY

Current rate 0.77 1.56 2.18 2.05 0.82 

Main scenario: modest economic expansion

2013 0.7–0.9 1.6–1.8 2.2–2.4 2.2–2.4 1.0–1.1

2014 1.2–1.4 2.2–2.4 2.7–2.9 2.8–3.1 1.8–2.0

2015 1.6–2.0 2.3–2.7 3.0–3.4 3.1–3.5 1.3–1.7

2016 1.9–2.5 2.7–3.3 3.4–4.0 3.6–4.2 1.2–1.8

2017 2.0–3.0 2.8–3.8 3.5–4.5 3.8–4.8 1.0–2.0

Positive alternative scenario: strong economic expansion

2013 0.7–0.9 1.7–1.9 2.2–2.4 2.2–2.4 1.3–1.4

2014 1.6–2.0 2.2–2.4 2.9–3.1 3.1–3.3 2.2–2.4

2015 2.6–3.0 3.0–3.4 3.7–4.1 3.2–3.8 1.9–2.3

2016 3.1–3.7 3.3–3.9 5.2–5.8 3.8–4.4 1.7–2.3

2017 3.2–4.2 3.8–4.8 5.4–6.4 4.5–5.5 1.9–2.9

Negative alternative scenario: poor economic growth

2013 0.8–1.0 1.8–1.9 2.2–2.4 2.2–2.4 0.4–0.6

2014 1.0–1.2 1.5–1.7 1.9–2.1 1.8–2.0 0.4–0.6

2015 1.1–1.5 1.5–1.9 1.6–2.0 1.8–2.2 0.3–0.5

2016 1.2–1.7 1.6–2.2 1.3–2.0 1.8–2.4 0.2–0.6

2017 1.3–2.3 1.7–2.7 1.1–2.1 1.7–2.7 0.2–1.1

Source: UBS

US ECoNoMiC aND iNtERESt RatE oUtLook

Wall Street, New York  |  Photo: © Jarnogz  |  dreamstime
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enable the Fed to taper off its QE3 purchases in 1H14 and 
end the program in late 2014, having purchased about USD 
1.5trn in assets. Once the rate hike cycle starts in 4Q15, the 
Fed would probably wait a few months before starting to 
reduce its security holdings. However, the pace of this 
reduction would likely be gradual.

Should short-term yields rise to 3% by 2017 and 10-year 
Treasury yields range between 3.5%–4.5%, US long-term 
bond yields would double, and we think the yield curve 
would be rather flat, with five-year yields at 3.3%–4.3%. In 
the midpoints of our ranges, the cumulative coupon income 
from holding a 10-year bond bought at par value today 
would barely cover the price decline of this bond by the end 
of 2017. Given an average annual expected consumer price 
inflation of about 1.8% over this period, investors would 
clearly lose purchasing power.

In our positive scenario, US growth accelerates more vigor-
ously due to a more vibrant housing recovery that produces 
stronger wealth effects, the start of a new bank credit boom, 
boosted business and consumer confidence, and a gradual 
multi-year decline in federal deficits. Against the backdrop of 
faster growth, the unemployment rate would drop more 
quickly and inflation would overshoot the Fed’s target more 
visibly. Growth of 4% by year-end 2014, with a gradual mod-
eration toward 2.5% by year-end 2017, would already push 
the unemployment rate below 6.5% and nudge inflation 
above 2.5% in 2014. In this environment, the Fed would have 
to start raising rates by 4Q14 and up its fed funds rate target 
to 5.5% by year-end 2017, according to our Taylor-like rule. 
Since inflation is a lagging indicator, it would continue to rise 
to 3.5% in 4Q17 despite the Fed’s tightening efforts. The 
rapid growth would likely prompt the Fed to end its QE3 pro-
gram at year-end 2013 after total purchases of USD 970bn in 
assets. It would likely then reduce the securities it holds faster 
than we posit in our base case. However, it would still hold 
off on security sales until after its first rate hike in 4Q14. The 
increase in longer term interest rates would be sharp in this 
scenario and likely take the 10-year Treasury between 5.4% 
and 6.4%, which would lead to severe losses for holders of 
long-term USD bonds.

Our negative scenario features slow, below-potential growth 
of 2.5% over the projection period. Factors leading to such 
an outcome would include a double dip in the housing mar-
ket as investor demand for housing fades, a reluctance by 
businesses to invest and hire more aggressively, and a politi-
cal stalemate in Washington over fiscal policy that creates 
negative feedback loops to business and consumer confi-
dence. In a slow-growth environment, the unemployment 
rate rises by 1.2% to 8.7% in 4Q17 and inflation remains 
below 2%. Since the unemployment rate never breaches its 
self-imposed threshold for rate hikes of 6.5%, the Fed sticks 
to its zero interest rate policy and likely continues expanding 
its balance sheet with QE3 purchases, until they total more 
than USD 2.5trn by 2015. With the economy still lethargic in 
2016, the key reason for ending the program would be 
inflamed concerns about an oversized balance sheet and the 
possible costs associated with it at the time of exit. The Fed 
would probably also refrain from security sales in this sce-
nario to avoid burdening the fragile economy. Holders of 
long-term bonds would likely benefit as longer term yields 
could even be lower by the end of 2017 than they are today. 

Fig. 22: Alternative paths of government bond yields 
(in %)

USd negative alternative scenario

2-year 5-year 10-year

Current rate 0.30 1.07 2.18 

2013 0.5–0.6 0.8–1.0 2.2–2.4

2014 0.3–0.5 0.6–0.8 1.9–2.1

2015 0.3–0.6 0.5–0.9 1.6–2.0

2016 0.25–0.55 0.45–1.05 1.3–2.0

2017 0.2–0.5 0.4–1.3 1.1–2.1

Source: UBS

Fig. 20: Possible paths of government bond yields (in %)

USd main scenario

USD
2-year 5-year 10-year

Current rate 0.30 1.07 2.18 

2013 0.55–0.65 0.9–1.3 2.2–2.4

2014 0.9–1.1 1.4–1.7 2.7–2.9

2015 1.7–2.1 2.3–2.7 3.0–3.4

2016 2.5–3.1 2.9–3.5 3.4–4.0

2017 2.8–3.8 3.3–4.3 3.5–4.5

Source: UBS

Fig. 21: Alternative paths of government bond yields  
(in %)

USd positive alternative scenario

2-year 5-year 10-year

Current rate 0.30 1.07 2.18 

2013 0.55–0.65 0.8–1.0 2.2–2.4

2014 1.5–1.7 1.9–2.1 2.9–3.1

2015 2.9–3.3 3.2–3.6 3.7–4.1

2016 4.6–5.2 4.9–5.5 5.2–5.8

2017 4.7–5.5 5.0–6.0 5.4–6.4

Source: UBS
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EURozoNE
ECoNoMiC aND iNtERESt RatE oUtLook 

ECB President Mario Draghi has said repeatedly that mon-
etary policy will remain accommodative for as long as 
needed. Consumer price inflation is expected to remain 
below the ECB’s target at least until 2015, as the pace of 
increases in value-added tax (VAT) rates and administered 
prices is expected to decline and as fiscal austerity continues 
to weigh on output prices. Since the primary objective of 
price stability is not expected to be at risk, the key concern 
for the ECB will be economic growth in the next few years. 
A supportive monetary stance and less fiscal austerity 
should lead, in our view, to a slow and gradual recovery. The 
Eurozone could grow at about 1.5% in 2015 and 2% in 
2016 and 2017, as businesses catch up with capital expendi-
tures after years of underinvestment and as the pressure on 
consumers’ disposable income abates. The ECB will have to 
balance the phasing out of the three-year LTROs (which end 
in January and February 2015) with interest rate increases. 
The latest data suggests that the amount outstanding of the 
three-year LTROs should have declined sharply by then. In 
that case, the ECB would likely wait until January/February 
2015 to see how much of the remaining amount is paid 
back and how much is rolled into shorter dated open market 
operations. Given a runoff of the three-year LTROs, above-
trend economic growth and a declining unemployment rate, 
the ECB, we believe, could start the rate hike cycle in the 
second quarter of 2016, with the normalization process tak-
ing the policy rate up to 2%. Due to the output gap, we 
would expect a gradual normalization path of one 0.25% 
rate hike per quarter from 2Q 2016 to 3Q 2017.   

In our positive scenario, the three-year LTROs would be paid 
back even faster. Recent data shows that banks have kept 
up the payment pace despite the uncertainties in Italy and 
Cyprus. If the impact on money market rates is muted, the 
governing council could see this as a sign that the fragmen-
tation of the economy is healing faster than anticipated, 
which would likely also go hand in hand with a quicker eco-
nomic recovery process (as the economy grows slightly 

Fig. 23: Possible paths of government bond yields  
(in %)

EUr main scenario

2-year 5-year 10-year

Current rate 0.11 0.56 1.56 

2013 0.45–0.65 0.6–0.8 1.6–1.8

2014 0.6–0.8 1.1–1.3 2.2–2.4

2015 1.1–1.5 1.4–1.8 2.3–2.7

2016 1.8–2.3 1.9–2.5 2.7–3.3

2017 2.0–3.0 2.2–3.2 2.8–3.8

Source: UBS

Fig. 24: Alternative paths of government bond yields 
(in %)

EUr positive alternative scenario

2-year 5-year 10-year

Current rate 0.11 0.56 1.56 

2013 0.45–0.65 0.6–0.8 1.7–1.9

2014 0.75–0.95 1.1–1.3 2.2–2.4

2015 1.8–2.2 1.9–2.3 3.0–3.4

2016 2.7–3.3 2.8–3.4 3.3–3.9

2017 2.8–3.8 2.9–3.9 3.8–4.8

Source: UBS

above trend already in 2014) and an inflation rate above 2% 
starting in 2015. An economy normalizing faster than antici-
pated and growing well above trend would enable the ECB 
to consider raising rates by the summer of 2015 due to con-
cern about falling behind the curve. We believe that it could 
increase them in this positive scenario to 1.5% in the second 
half of 2015 and to 2.5% by the second quarter of 2016. 

In our negative scenario, LTRO paybacks would slow once 
the strongest banks had settled their borrowings. As a con-
sequence, some banks would try to swap their LTRO bor-
rowings into more expensive market funding before the 
LTRO matured in 1Q 2015, which would keep lending activi-
ties depressed. This in turn would lead the ECB to design a 
follow-on facility for the LTROs to mitigate the impact on 
short-term and lending rates. After initial progress in the 

Skyline of Frankfurt  |  Photo: © Patrick Poendl  |  dreamstime
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Fig. 25: Alternative paths of government bond yields  
(in %)

EUr negative alternative scenario

2-year 5-year 10-year

Current rate 0.11 0.56 1.56 

2013 0.45–0.65 0.7–0.9 1.8–1.9

2014 0.3–0.5 0.4–0.8 1.5–1.7

2015 0.3–0.65 0.5–0.9 1.5–1.9

2016 0.4–1.0 0.5–1.1 1.6–2.2

2017 0.4–1.4 0.5–1.5 1.7–2.7

Source: UBS

healing of Eurozone fragmentation, the process would slow. 
Given that the Eurozone economy would limp along because 
of ongoing austerity and low consumer confidence, the out-
put gap would diminish only very slowly. In this scenario, the 
ECB would find itself forced to delay the normalization of 
interest rates and to keep interest rates unchanged in the 
forecast time horizon.

Uk ECoNoMiC aND iNtERESt RatE oUtLook

In common with many inflation-targeting central bank 
regimes, UK interest rate policy pre-crisis can be modeled by 
a simple Taylor rule equation that gives an appropriate level, 
with the base rate being a function of the long-term real 
rate (in the UK this is 1.5%), the inflation target (2%), and 
two terms to accommodate the deviation of inflation from 
target and the deviation of output from equilibrium levels. 

Our analysis in this scenario depends on expected growth 
relative to productive potential, taking account of the start-
ing point for the output gap. The latter we estimated at 
close to 3% currently based on the median of market esti-
mates. We set our base case by first modeling what the BoE 
thinks about the output gap (using published Office for Bud-
get Responsibility (OBR) figures as a proxy) applied to an 
adjusted Taylor equation, in which we double the sensitivity 
to the output gap based on the reaction function of the 
Monetary Policy Committee (MPC) post-crisis. At present 
this suggests a base interest rate at 1.5% with zero QE. 
Meanwhile, we reduced the current base rate by 150 basis 
points (bps) to accommodate the effects of QE (rather less 
than BoE estimates), giving an implied stimulus of between 
200 and 250bps relative to the corresponding Taylor Rule 
measure. 

On this basis, we see the output gap as only narrowing 
slightly by the end of 2014. Over that same period inflation 
remains above 3% as service sector price inflation/regulated 
prices stay elevated. 

As we move through 2015–2016, the output gap in this 
scenario begins to narrow as GDP grows more than 2% due 

to easing debt deleveraging pressures and fiscal drag. We 
assume that, as the output gap closes, the QE stock holds 
constant (the BoE sells no gilts) but rates are hiked to limit 
the implied stimulus to 150bps over that period. As a result 
base rates begin to rise in mid 2015 from 0.5% to 2.5% by 
early 2017. Through 2017, actual output finally converges 
toward productive potential for the first time in a decade. In 
the absence of any effort to shrink the BoE’s balance sheet, 
the MPC continues to move interest rates higher, and they 
reach 3.25% in Q4 2017. The reason is the persistent over-
shoot of CPI inflation relative to the central bank’s target 
and a sense that inflation expectations have risen. Through 
2016–17, inflation drifts back close to 3%, having fallen in 
2015 toward the underlying pace of domestic-led inflation 
as service price inflation eased. Nonetheless, by late 2017, 
real base rates compared to trailing inflation are barely 
positive.

A central risk to our main scenario, key to our positive sce-
nario, is that the evidence for a large output gap has always 
been questionable, based as it is on survey data and 
employment trends. However, under this alternate scenario, 
we leave the current estimate of the output unchanged until 
late 2014, followed by a quicker GDP recovery in 2015–16. 
This pick-up in late 2014 is sufficient for an initial 25bps 
base rate rise in Q4 2014. We assume that GDP growth in 
2015–16 exceeds by between 0.25–0.5% on an annualized 
basis that of our main scenario and at a rate close to 1% 
above the growth of productive potential. The output gap 
would effectively have closed by late 2016.

As a consequence the inflation outturn is much less favor-
able – CPI inflation hovers well above 3% in 2016–17. The 
MPC responds aggressively (again it avoids shrinking the 
BoE’s balance sheet as an option) in 2017 with the base rate 
hiked by 1% over a nine-month period. The year 2017 ends 
with the base rate at 3.75% – positive in real terms and 
close to that justified by the Taylor rule at that point. 

In our negative scenario, both the domestic and external 
growth environment remains sluggish into 2015–16. In the 

Fig. 26: Possible paths of government bond yields  
(in %)

GBP main scenario

GBP
2-year 5-year 10-year

Current rate 0.39 1.10 2.05 

2013 0.6–0.8 1.1–1.3 2.2–2.4

2014 0.8–1.0 1.3–1.7 2.8–3.1

2015 1.9–2.2 2.4–2.8 3.1–3.5

2016 2.2–2.8 3.0–3.6 3.6–4.2

2017 2.7–3.7 3.5–4.5 3.8–4.8

Source: UBS
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We expect Swiss GDP to grow below potential in 2013 (at 
0.9%) and 2014 (1.3%). On average, the Swiss economy 
has expanded 1.1 percentage points faster than the Euro-
zone economy in the past eight years. We expect that differ-
ential to persist in 2015 and to diminish in 2016 and 2017, 
as the Swiss National Bank (SNB) tightens monetary policy.

The CHF appreciation of recent years is still exerting down-
ward pressure on inflation, which is expected to stay very 
low, potentially becoming deflation, in 2013. The SNB can 
therefore continue to defend the EURCHF lower bound, if 
necessary by further massive unsterilized interventions, with-
out having to compromise on price stability. 

We expect the EURCHF lower bound to remain in place until 
the European economy stabilizes. As the debt crisis continues 
to abate in 2014 and 2015 and appreciation pressures on the 
CHF ease further in this scenario, the SNB would first tighten 
monetary policy by abandoning the EURCHF lower bound 
and then by sterilizing excess liquidity by issuing SNB bills, 
with maturities of one to 12 months. The SNB may even be 
tempted to issue bills with longer maturities. In 2016, the 
SNB could start its interest rate hike cycle, closely following 
the ECB’s rate hike path. With domestic inflation rising above 
the 2% mark in the course of 2016, the SNB would likely 
continue normalizing rates in parallel with the ECB. This, in 
turn, would dampen economic growth, strengthen the CHF 
and bring inflation down toward the 2% mark. 

Eurozone, the fragmentation within the monetary union 
persists, placing pressure on the periphery and keeping the 
cost of bank funding high in the UK as well by damaging 
government efforts to stimulate credit and monetary expan-
sion. The Funding for Lending Scheme (FLS) would expire in 
2015 without having had much impact, and further expan-
sion of the BoE balance sheet would prove ineffective, even 
were its targets for asset purchases widened to include cor-
porate bonds and REITs. Fiscal policy’s scope to provide a 
meaningful stimulus would be constrained by an inability to 
curtail rising social security spending and debt service costs 
at a time when tax receipts are stagnating. Gross govern-
ment debt to GDP would climb toward 115% in 2017.  

By 2015, employment cuts would become very evident just 
as real wages decline. Growth would remain below trend in 
2015–17, at 1.5% in 2016 and 1.7% in 2017, as private con-
sumption stagnates. With the output gap expanding, infla-
tion decelerates in response to lower services sector price 
inflation in particular. By the end of 2017, CPI inflation 
would be at 1.8%, below the central bank target of 2%.

Fig. 27: Alternative paths of government bond yields  
GBP positive alternative scenario (in %)

2-year 5-year 10-year

Current rate 0.39 1.10 2.05 

2013 0.6–0.7 1.0–1.1 2.2–2.4

2014 1.5–1.7 2.2–2.5 3.1–3.3

2015 1.7–2.1 2.5–2.9 3.2–3.8

2016 3.0–3.6 3.5–4.1 3.8–4.4

2017 3.8–4.8 4.2–5.2 4.5–5.5

Source: UBS
Fig. 28: Alternative paths of government bond yields 
(in %)

GBP negative alternative scenario

2-year 5-year 10-year

Current rate 0.39 1.10 2.05 

2013 0.6–0.7 1.0–1.1 2.2–2.4

2014 0.3–0.5 0.8–1.0 1.8–2.0

2015 0.2–0.4 0.7–1.1 1.8–2.2

2016 0.2–0.6 0.6–1.2 1.8–2.4

2017 0.2–0.90 0.5–1.5 1.7–2.7

Source: UBS

London  |  Photo: © Quentin Bargate  |  dreamstime
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ECONOMIC ANd INTErEST rATE OUTLOOK

In our positive scenario, the global economy recovers faster 
and the debt crisis in Europe is by and large resolved through 
a combination of more decisive policy action and faster defi-
cit reduction enabled by a stronger economy. EURCHF would 
likely move higher as safe haven currencies become less 
attractive, enabling the SNB to abandon the EURCHF floor as 
a first step to policy normalization. Global inflation, as well 
as Swiss domestic and imported inflation, would surprise to 
the upside in 2015, and put the price stability target of the 
SNB (defined as an expected annual inflation rate of 2%, at 
a time horizon of three years) at risk. As price stability is its 
foremost objective, the SNB would likely react more aggres-
sively than other central banks, in particular compared to the 

Fig. 29: Possible paths of government bond yields  
(in %)

ChF main scenario

CHF
2-year 5-year 10-year

Current rate –0.05 0.17 0.77 

2013 0.15–0.3 0.3–0.5 0.7–0.9

2014 0.2–0.4 0.5–0.7 1.2–1.4

2015 0.6–1.0 1.0–1.4 1.6–2.0

2016 0.8–1.4 1.2–1.8 1.9–2.5

2017 1.4–2.4 1.5–2.5 2.0–3.0

Source: UBS

Fig. 30: Alternative paths of government bond yields 
(in %)

ChF positive alternative scenario

2-year 5-year 10-year

Current rate –0.05 0.17 0.77 

2013 0.15–0.30 0.2–0.4 0.7–0.9

2014 0.2–0.4 0.2–0.6 1.6–2.0

2015 1.4–1.8 1.6–2.0 2.6–3.0

2016 2.7–3.3 2.9–3.5 3.1–3.7

2017 2.8–3.8 3.0–4.0 3.2–4.2

Source: UBS

Fig. 31: Alternative paths of government bond yields  
(in %)

ChF negative alternative scenario

2-year 5-year 10-year

Current rate –0.05 0.17 0.77 

2013 0.15–0.30 0.4–0.6 0.8–1.0

2014 0.2–0.4 0.4–0.6 1.0–1.2

2015 0.2–0.5 0.4–0.8 1.1–1.5

2016 0.2–0.7 0.4–1.0 1.2–1.7

2017 0.3–1.0 0.4–1.4 1.3–2.3

Source: UBS

 zurich, Paradeplatz  |  Photo: michael.sengers@schweizfotos.com

ECB, by tightening monetary policy a bit earlier. This would 
cause EURCHF to start appreciating again and dampen infla-
tion and GDP growth over the medium to longer term.

In our negative scenario, European peripheral countries 
would go on suffering from very high unemployment rates, 
and the overall Eurozone economy would limp along. The 
Swiss economy would also experience weak growth and 
continued deflationary pressures. Due to renewed, heavy 
safe haven inflows into the CHF, the SNB could be forced to 
repeatedly intervene in FX markets to defend the 1.20 floor 
against the EUR. Continued strong immigration and record-
low interest rates would keep the Swiss real estate market 
booming. To restrict house prices and prevent an overheat-
ing of the market, the SNB might have to increase the anti-
cyclical capital buffer from 1.0% to 2.5% of risk-weighted 
assets (RWA) and introduce additional measures. As real 
estate prices soared and FX reserves on the SNB balance 
sheet surpassed 100% of GDP, foreign and domestic politi-
cal resistance could prompt the SNB to let the CHF appreci-
ate in a controlled, step-wise “crawling peg” against the 
EUR or possibly against a basket of foreign currencies. This 
would exert ongoing downward pressure on inflation from 
imports, while the generally weak economic environment 
would keep domestic inflation at bay. Overall Switzerland 
would be stuck in a deflationary low-growth environment 
for the foreseeable future.
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JaPaNESE ECoNoMiC aND iNtERESt RatE 
oUtLook

In our main scenario, we expect 1.0% and 1.6% GDP 
growth for the calendar years 2013 and 2014. To judge the 
impact of the consumption tax hike and front-loaded con-
sumption, we are looking at them on a fiscal year basis, until 
the end of March 2014 for the fiscal year 2013. Our forecast 
of 2.0% GDP growth for this period depends on higher pri-
vate consumption and government spending. For the fiscal 
year 2014, we expect a slowdown to 0.7% GDP growth 
mainly due to declining private consumption and housing 
investment after the tax hike in April 2014. Economic 
growth for the period March 2016 to March 2018 should 
return to its trend growth of around 1%. As for inflation, 
our core consumer price inflation (CPI) forecast (excluding 
the consumption tax hike) is 0.1% and 0.3% for the calen-
dar years 2013 and 2014 respectively. In the following years, 
core CPI growth should gradually accelerate to around 
1.2%. Moderate inflation will be mainly due to the impact 
of a weaker yen and increased consumer spending. How-
ever, in our main scenario it remains very difficult to achieve 
2% inflation at least until 2017. Therefore, the BoJ will likely 
maintain its expansionary monetary policy and extremely 
low policy rate at 0.1% until then.

In our positive scenario, we think that core CPI may rise 
more than expected to around 1% by the end of March 
2015 as the Japanese CPI is freed from durable goods-driven 
deflationary pressure. The contribution of durable goods to 
core CPI has declined from around –3% to almost 0% today 
because, in our view, corporate investment this decade has 
focused on producing durable goods at lower prices. Since 
the deflationary pressure of durable goods has become 
much smaller by now, Japan’s CPI should rebound alongside 
the increased corporate investment in profitable goods. 
Wage increases would also be the key to inflation: a 1% 
nominal wage increase leads to 0.4% CPI inflation. For the 
past 10 years, Japan’s average wage has decreased 0.7%. 
The BoJ’s Tankan survey indicates that the labor surplus is 

turning into a labor shortage. We believe downside pressure 
on Japan’s labor cost is now low and that 1–2% wage 
increases are likely. In this scenario, we expect 2% inflation 
to be achieved stably by March 2016. In such a case, the BoJ 
would likely revise its pace of balance sheet expansion or 
start to shrink its balance sheet. It could start hiking policy 
rates by the end of March 2016, and the rapid change of 
monetary policy could cause the bond market to become 
unstable and precipitate rate spikes.

In our negative scenario, the current deflationary situation 
would prevail and the government’s and BoJ’s policies 
would not have any positive impact on the economy. In such 
a scenario, 10-year yields would remain at extremely low 
levels long term. Japan’s annual GDP growth could be lim-
ited at around 0.5% or lower. Core CPI would likely contract 
or remain flat (–0.5 to 0.0%) over the longer term. The con-
sumption tax would likely not be hiked by April 2014 and 
from October 2015 as the law’s requirement of 2% real 
GDP growth and 3% nominal GDP growth would not be 
met. Because of the deflation/low inflation, the BoJ would 
be likely to expand its balance sheet faster from its current 
yearly pace of JPY 60–70trn. Despite the aggressive mon-
etary easing, inflation expectations might nonetheless 
remain very low since the monetary base expansion would 
not expand bank lending or investment in risk assets but 
only increase excess deposits with the BoJ. Yen weakening 
could not continue as well. 

ECONOMIC ANd INTErEST rATE OUTLOOK

Fig. 32: Possible paths of government bond yields  
(in %)

JPY main scenario

JPY
2-year 5-year 10-year

Current rate 0.14 0.30 0.82 

2013 0.25–0.35 0.35–0.45 1.0–1.1

2014 0.30–0.5 0.9–1.1 1.8–2.0

2015 0.3–0.7 0.9–1.3 1.3–1.7

2016 0.2–0.8 0.8–1.4 1.2–1.8

2017 0.2–1.2 0.6–1.6 1.0–2.0

Source: UBS

Fig. 33: Alternative paths of government bond yields  
(in %)

JPY positive alternative scenario

2-year 5-year 10-year

Current rate 0.14 0.30 0.82 

2013 0.35–0.45 0.5–0.7 1.3–1.4

2014 0.3–0.5 1.3–1.5 2.2–2.4

2015 0.3–0.7 0.9–1.3 1.9–2.3

2016 0.7–1.3 1.3–1.9 1.7–2.3

2017 0.7–1.7 1.3–2.3 1.9–2.9

Source: UBS

Fig. 34: Alternative paths of government bond yields 
(in %)

JPY negative alternative scenario

2-year 5-year 10-year

Current rate 0.14 0.30 0.82 

2013 0.1–0.2 0.3–0.4 0.4–0.6

2014 0.1–0.3 0.2–0.4 0.4–0.6

2015 0.1–0.4 0.1–0.5 0.3–0.5

2016 0.1–0.7 0.2–0.8 0.2–0.6

2017 0.1–0.9 0.2–1.0 0.2–1.1

Source: UBS
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CoNCLUSioNS

• Under all three scenarios, Swiss Eidgenossen would show 
the relatively weakest returns within this group. 

• While Swiss franc bonds share the very low carry yield 
disadvantage with yen bonds, our economic arguments 
and government debt affordability considerations both 
point to a stronger increase in Swiss rates compared to 
Japanese ones.  

• Between the USD and EUR, we find that US Treasuries 
should do much better than German Bunds under our 
negative scenario and slightly better in our main scenario. 
However, in our positive scenario, US Treasuries perform 
second worst after Swiss Eidgenossen.

• When the five markets are looked at on a currency-
hedged basis by using forward contracts until 2017, they 
imply a more than 5% appreciation of both the CHF and 
JPY against the USD and a more than 2% appreciation of 
the EUR, while the GBP would be about flat. 

• Therefore, on a currency-hedged basis, GBP would fare 
worst in our main scenario. Swiss Eidgenossen would 
remain weakest in our negative scenario and second 
weakest after US Treasuries in our positive one.

ECONOMIC ANd INTErEST rATE OUTLOOK

Fig. 35: Development of benchmark government bonds 
under our scenarios

Government bonds USD EUR CHF GBP JPY

Main scenario:  
moderate economic expansion

− − − − − − − − − 

Positive alternative scenario:  
strong economic growth

− − − − − − − − − − − − −

Negative alternative scenario: 
poor economic growth

+ + + + + 0 + + + +

Legend 
– – – most negative 0 neutral + slightly positive
– – negative ++ positive
– slightly negative +++ most positive

Source: UBS

Fig. 37: Currency-hedged development of benchmark 
government bonds under our scenarios

Government bonds 
Currency hedged

USD EUR CHF GBP JPY

Main scenario:  
moderate economic expansion

− 0 − − − +

Positive alternative scenario:  
strong economic growth

− − − − − − − − − − − 0

Negative alternative scenario: 
poor economic growth

+ + + + + + + + + +

Legend 
– – – most negative 0 neutral + slightly positive
– – negative ++ positive
– slightly negative +++ most positive

Source: UBS

In the following sections, we look into the sub-segments of 
each bond market, considering the effect of liquidity and 
credit risk premiums.

tokyo  |  Photo: © jorisvo  |  Fotolia

Fig. 36: Currency development against the USD implied 
by forward rates

Source: Bloomberg, UBS, as of 7 June 2013

Indexed at 100% based on the current rate
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SWiSS HiGH-GRaDE BoNDS

We have identified the Swiss franc market as most at risk 
under our main scenario. Major sub-segments of the Swiss 
high-grade market are Swiss Pfandbriefe, foreign covered 
bonds, bonds of Swiss cantons and guaranteed bonds of 
cantonal banks, bonds issued by foreign government agen-
cies and highly rated corporate bonds. 

The Swiss bond market is relatively small, about 2.5% the 
size of the US bond market, and the large safe haven inflows 
in recent years have led to a strong compression of risk pre-
miums for high-quality bonds. Large domestic demand by 
long-term investors like pension funds and insurance compa-
nies has contributed to low yield premiums; Swiss Pfand-
briefe in particular have been issued with very long terms. 

• Within the Swiss domestic market segment, well known 
corporate names often trade at expensive levels and offer 
little additional yield to protect investors against losses 
resulting from an increase in government bond yields. 

• Using the interest rate ranges derived for our main sce-
nario and accounting for the risk premiums offered for 
the main segments, we have identified foreign covered 
bonds as the relatively least affected segment.

The ranges shown in Figs. 39 through 42 reflect the total 
holding period returns using the lower and upper bound of 
our interest rate ranges for 2017 and the respective addi-
tional yield offered for non-government bonds.

High-grade bonds

Uk HiGH-GRaDE BoNDS

In a currency-hedged version of our main scenario, GBP 
 government bonds deliver the weakest returns. Considering 
the current additional yield, which is somewhat higher than 
in the USD market, for high-grade alternatives, agency 
bonds and the relatively small GBP covered bond segment 
should outperform government bonds, at least in our main 
and positive scenarios. 

• In the GBP bond market, highly rated non-financial corpo-
rate issuers offer small risk premiums compared to UK 
Treasuries. Most of these corporates are foreign issuers 
that would not benefit directly from additional supportive 
BoE measures, making them too expensive in our 
medium-term perspective. 

• The agencies issuing in GBP are mostly foreign agencies. 
Their low risk premium to UK Treasuries reflects their 
backing in some cases by countries rated higher than the 
UK, which was recently downgraded to Aa1 by Moody’s 
and AA+ by Fitch. 

• However, considering both a fair credit and liquidity pre-
mium, we think other European agencies should not trade 
at similar or lower yields in GBP than the UK Treasury, and 
we would reduce positions in agency bonds offering less 
than a double-digit basis point yield premium.

hIGh-GrAdE BONdS

Fig. 38: Yield curve of Swiss Pfandbriefe compared to 
government bonds

Source: Bloomberg, UBS, as of 3 June 2013
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Fig. 39: CHF – Holding period returns until end of 2017 
under our main scenario

Source: UBS, as of 3 June 2013
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hIGh-GrAdE BONdS

Fig. 40: GBP – Holding period returns until end of 2017 
under our main scenario

Source: UBS, as of 3 June 2013
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Fig. 41: USD – Holding period returns until end of 2017 
under our main scenario

Source: UBS, as of 3 June 2013
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Fig. 42: EUR – Holding period returns until end of 2017 
under our main scenario

Source: UBS, as of 3 June 2013
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US HiGH-GRaDE BoNDS

The USD high-grade market includes US government agency 
issuers, the municipal bond market, foreign and multina-
tional agencies, covered bonds and highly rated corporate 
bonds. Based on index-eligible bonds, the USD market is 
almost two times as large as the EUR market.

• We think Treasuries and federal agency bonds will likely 
deliver very similar returns, which are the weakest in USD, 
at least under our main and positive scenario.

• Highly rated corporate bonds offer very slim yield premi-
ums in USD. We think that, since the Fed has been 
responsible for such low Treasury yields and liquidity is 
much lower for corporate bonds, the yield premium for 
corporate bond issuers should be higher.

• For global high-grade investors who don’t benefit from 
partial US tax exemptions on some domestic investments, 
we think the best relative value is with foreign covered 
bonds, followed by international agency bonds.

EURoPEaN HiGH-GRaDE BoNDS

There are two main differences between the high-grade 
bond markets in EUR compared to other main currencies. 
First, there is a large, well established, liquid and diverse 
covered bond market and, second, there is more than just 
one highly rated government issuing bonds in euros as its 
domestic currency. 

• Were risk premiums to widen by at least 25bps, which we 
view as likely to occur over the next 12 months, French 
government bonds would perform worse than German 
Bunds.

• Bonds of other core European countries and subnational 
governments of core countries enable investors to earn a 
liquidity premium and, in some cases, a small credit risk 
premium over Bunds.

• Agencies guaranteed by strong core Eurozone countries 
offer relatively moderate liquidity premiums, which we 
think make them more attractive than Bunds though not 
an attractive investment overall. 

• On a relative basis, we prefer covered bonds within the 
high-grade bond sector. We believe there is still room for 
risk premiums to contract, which would lead to outper-
formance within high grade.

• Highly rated corporates are trading in many cases at very 
low yield premiums to German Bunds. Accounting for the 
required liquidity premium for less-liquid AA-rated corpo-
rate bonds, investors in them receive almost no compen-
sation for credit risk. We think that this risk premium 
should increase in an environment of rising interest rates.
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JaPaNESE HiGH-GRaDE BoNDS

The Japanese market is heavily dominated by government 
bonds (JGBs), which constitute almost 90% of the market. 
Since there are relatively few non-government high grade 
bonds in JPY available, we have limited our conclusions to 
JGBs, which look better compared to government bonds of 
the other main regions in a currency-hedged version of our 
main scenario. 

StRatEGiC PoRtFoLio CoNCLUSioNS

Assessing our economic scenarios, one may be tempted to 
conclude that any high-grade asset will perform poorly in 
the coming years under our main scenario of moderate 
global economic improvement and only deliver solid returns 
in a negative economic environment. However, in light of 
the various risks to the global economic recovery and the 
impact on other more volatile asset classes, high-grade 
bonds continue to provide a source of relative stability within 
a diversified portfolio. We advise maintaining a preference 
for earning the liquidity premium and a moderate credit risk 
premium by allocating high-grade positions to attractively 
priced government agency and covered bonds.  

Corporate bond risk premiums should tighten a bit 
near term, but widen gradually thereafter
For US investment grade credit (IG) and high yield (HY), we 
expect spreads to grind incrementally tighter under our mod-
erate expansion scenario. Credit spreads tend to be inversely 
correlated with GDP growth, exhibiting widening trends in 
recessions and tightening in expansions. One notable excep-
tion was the 1991 to 2001 economic expansion phase when 
spreads widened due to an increase in corporate leverage. 
 
We believe credit spreads would tend to incrementally 
tighten during the first phase of our moderate expansion 
scenario, as accelerating growth until late 2014 would keep 
corporate balance sheets healthy and default rates low. Dur-
ing this time, credit spreads could potentially contract to a 
range of 100–125bps for IG and 350–400bps for HY. How-
ever, given recent experience, we think sharp short-term 
increases in government bond rates will likely be accompa-
nied by rising risk premiums for lower quality bonds, while 
the underlying economic improvements only support a grad-
ual tightening of corporate bonds spreads thereafter.

As US growth momentum declines from 2015 to 2017, 
slowing profit growth may cause corporations to accelerate 
the re-leveraging process by implementing shareholder 
friendly activities. This second phase would be accompanied 
by rising rates and the loss of QE3 support, both of which 
would act as a headwind to credit beyond 2014. Periods of 

hIGh-GrAdE BONdS / CONCLUSIONS

mediocre performance may cause fixed income fund flows 
to be less robust or even negative for lenghts of time. How-
ever, we still anticipate any shift in flows to be on the order 
of a “gradual migration” rather than a “great rotation.” The 
Fed’s large scale asset purchases have bolstered the corpo-
rate bond market. When they end, incremental buying by 
pension funds and insurance companies would likely pick up 
and help balance out demand as absolute yield levels turn 
more attractive. Even in the absence of a recession, credit 
spreads may be biased to widen over the medium term as 
credit fundamentals deteriorate. Instead of returning to prior 
peak levels, spreads, we believe, will instead take a round 
trip path and widen back out to their recent ranges of 
150bps for IG and above 500bps for HY during the latter 
part of our time horizon, from 2015 to 2017.    

For the European market, the growth path is more moder-
ate. While global players will likely see similar spread dynam-
ics as the US, domestic issuers will depend on further pro-
gress in the European periphery. Therefore, we expect a 
tightening of European IG to be driven mainly by the BBB 
segment, which contains most peripheral corporates, 
whereas the A segment will likely be rather flat and the AA 
segment possibly somewhat wider.

ConCLUSIonS

We see the most risk in CHF corporate high-grade bonds 
that are unhedged on a currency basis and in GBP high- 
grade corporate bonds on a currency-hedged basis. 

Additional conclusions
– USD bonds should deliver stronger returns than  

EUR-denominated bonds on an unhedged basis.
– Within high-grade bonds, we would switch from govern-

ment bonds and highly rated corporate bonds to covered 
bonds.

– Within government bonds, Japanese yen look best on both 
an unhedged and hedged basis, but we clearly prefer the 
hedged version.

– Better relative value in bonds across all currencies is in 
lower rated (A/BBB) investment grade bonds.

22
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CIO Monthly Letter  
CIO Monthly Letter contains the latest 
version of our UBS CIO House View. It  
looks at the impact of the latest econom-
ic trends on asset classes and asset alloca-
tion. We describe three different scenari-
os that feed into our analytical models. 
Investment strategists use this informa-
tion and these scenarios to identify po-
tential market risks, point out good in-
vestment opportunities and offer risk/
return forecasts. 

Languages: German, English, French, 
Italian, Spanish, Portuguese, Chinese 
(simplified and traditional), Japanese 
and Russian.

CIO Weekly
This weekly update helps you to stay on 
top of volatile markets, providing timely 
insight into the latest developments and 
their significance for your investments. 
Alongside analysis from the UBS Global 
Investment Office, each edition provides 
localized content from our regional CIOs 
tailored to the opportunities and risks in 
their part of the world. 

CIO Weekly appears in four regional  
editions: for Switzerland (English,  
German, French, Italian), Europe (English, 
German, French, Italian), Asia (English, 
Chinese simplified and traditional) and 
emerging markets (English, Spanish), with 
local contributions from their CIOs.

Selection of research publications
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The rubber ducks

Gold’s recent decline can help us grasp the 
interplay between major market perfor-
mance and central bank stimulus efforts.

In the last few weeks, gold garnered a great 
deal of attention as its price fell approxi-
mately 10% (see Fig. 1). This led many inves-
tors to reconsider their notions of a “safe 
haven,” and to reassess what fair value 
might be. Buyers of gold have long known 
that its price is divorced from the fundamen-
tal factors that move pure commodities, and 
is driven instead by more ethereal dynamics 
like private investor demand. Valuing gold 
as a simple commodity would imply a fun-
damental price of USD 1,150/oz. At that 
price, 10% of gold mines would be loss 
making, and the metal would trade 19% 
below current levels and 40% below 2011’s 
all-time peak.

It would be wrong to conclude, however, 
that investing in assets purely based on fun-
damental value will always work. There may 
be good reason for asset prices to diverge 
from pure fundamental value. In the case of 
gold, investor demand to diversify away 
from paper money has helped gold rise by 
more than 300% in the past decade, and 
long-term holders are still sitting on tidy 
profits. John Maynard Keynes’s quip that 
“markets can remain irrational a lot longer 
than you and I can remain solvent,” is an 
enduring lesson. 

The volatility in gold reminds us that inves-
tors must employ a critical eye when prices 
are divorced from pure fundamental value. 
In such cases, it is important to assess 
whether the “other” factors that are prop-
ping up prices are going to persist. This 
applies whether we are looking at gold, 
government bonds or bitcoins. And it 

is particularly pertinent in a world where 
central banks are perceived as driving the 
prices of many asset markets, particularly 
the fixed income market.  

I have now written four paragraphs of my 
monthly letter without employing a meta-
phor, but I can resist no longer. 

We can picture markets today as a bunch of 
rubber ducks floating in bathtubs. The water 
flowing from the tap represents central bank 
liquidity, the ducks signify market perfor-
mance, and the plug stands for the funda-
mental strength of the economy. 

Concerns over the fundamental strength of 
the economy have grown in regions around  
the world. This concern is evident in the 
recent weakness in commodity prices and in 
the declines in some economic growth 
trends, like the purchasing managers indi-
ces, across the US, the Eurozone and China. 
Therefore, in each region, we must carefully 
assess: (i) the velocity of the flowing water;  
(ii) how long the tap will remain turned on; 
and (iii) whether the plug is secure. Broadly, 
as long as we’re comfortable with two of 
these three factors, it can make sense to bet 
on the duck rising. 

In the American bath, the tap remains on. 
There is some debate about how long the 
US Federal Reserve (the Fed) will keep it on, 
but over our tactical time frame of the next 
six months we are confident the water will 
keep flowing. Moreover, we believe the plug 
is secure given the recovery in the housing 
market and good corporate earnings 
growth. As such we feel comfortable with 
our overweight positions in US equities and 
US high yield credit. 

Alexander S. Friedman
Global CIO UBS WM
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 Deeper dive 
What’s going on with gold? 
 
 02

What we are watching 
  The gold price 
  Eurozone PMIs 
  Chinese Manufacturing PMI 03

What you need to know

“Peripheral  
bond yields  
continued  
to tumble”

“The global financial crisis could morph 
into a more chronic phase”

Cheery sentiments from the IMF’s Global Financial Stability Report

 1  China announced weaker-than-expected GDP 
growth for the first quarter of 7.7% year-on-year, lower than 
the median Bloomberg estimate of 8.0% and the 7.9% 
growth seen in 4Q 2012. Monthly activity indicators also dis-
appointed, including industrial production (8.9% vs. 10.1% 
expected) and fixed asset investment (20.9% vs. 
21.3%). Unsurprisingly, Asian equity markets 
reacted negatively and mining stocks underper-
formed – Monday saw more than 3% falls in min-
ing giants BHP and Rio Tinto – partly in reaction to 
the Chinese data but also taking the lead from last 
Friday’s weak price action in commodities.

 2  US banks’ first-quarter results disap-
pointed the market, despite setting records. JP Morgan 
posted quarterly profit of USD 6.5bn (consensus USD 5.4bn), a 
record high, driven by declining loan loss reserves. However, 
shares opened down nearly 2% in New York trading (before 
recovering losses) due to signs of weakening margins in the US 
mortgage business, and comments that “loan growth across 
the industry is getting softer this quarter.” The story at Wells 
Fargo was similar, with record net income of USD 5.2bn but a 
declining net interest margin, which fell from 3.6% to 3.5%. 
The number of households refinancing is starting to dry up, 
leading to a 16% fall in mortgage origination and a 3% drop 
in mortgage banking income. Wells Fargo accounts for around 
one-third of all US mortgages.

 3  Bond yields in Italy and Spain continued to tumble 
over the week, with Spain on Thursday auctioning EUR 
4.7bn of medium and long-term debt, with the yield on the 
10-year bond the lowest in three years. The issue was oversub-
scribed, with the Treasury initially only planning on issuing EUR 
3.5–4.5bn. It appears as though the Eurozone crisis is dimin-
ishing in importance for global equities, and the correlation 
between peripheral bond yields and global markets is close to 
the lowest level in a year.

 4  Gold fell precipitously. Over the past week, the yellow 
metal plummeted 12%, including 9.1% on Monday, in what 
ended up as the largest single daily fall since 28 February 
1983. Reasons given for the big gold and precious metal 
moves include: 1) ECB President Mario Draghi’s comments 

taken to mean that Cyprus, and perhaps future EU 
countries that get in trouble, will need to sell their 
gold to help fund bailouts; 2) technical data that 
were skewed in the lead up to last Friday; 3) The 
 Wall Street Journal reporting that more than USD 
1bn flowed out of just one physical gold ETF, the 
SPDR Gold Trust, on Friday, the third-largest out-
flow on record; 4) some believing the Fed is cool-
ing on its “QE” stance – reducing demand for 

gold as a hedge. Gold bugs should hope this doesn’t put peo-
ple off too much – some 400 tons of investment demand in 
gold per quarter is required just to balance the market.

This week’s editorial  
A real alternative for Germany?  
Andreas Höfert, Chief Economist, Regional CIO Europe 04 
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Market moves Level 1-w chg

USDJPY 98.12 –1.7%
Spanish 5-year yield 3.322% –3bps
US Banks 565 –4.8%

S&P500 1552 –2.2%
Eurostoxx50 2553 –4.1%
MSCI EM 1001 –2.3%
Gold USD 1376/oz –11.7%
Brent crude oil USD 97.8/bbl –7.9%
US 10-year yield 1.695% –11bps
VIX 16.5 +4.2pts

Source: Bloomberg, as of 17 April 2013

Which got us thinking…   
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