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Introduction
This file/document is becoming a NOTES file on risk markets and what they tell us about perceived risk/fear.

It’s said that recently, the most reliable (quicker and more accurate) indications about the exact nature of the rapidly approaching financial sector problems came from risk markets themselves, rather than conventional macroeconomic indicators.

These risk measures and combinations of them allow anyone with an internet connection to access the collective, summarized, integrated wisdom of investors worldwide.  See, for example, the Financial section at the upper right here.
Most risk measures are expressed as a percent of capital-at-risk per unit time – typically percent per annum.  Risk measures of interest beyond two contracting parties are an index/average computed from numerous essentially-identical individual contracts. 
A spread is a difference -- a relatively lower risk measure subtracted from a related higher one.  The spread factors out risk to the creditor of the lower risk contract, leaving only the added risk between the two. 

Several spreads of interest are bond spreads, where two different types of bond have different risk to fail to make timely repayment of principal and interest.

In early 2008, Merrill Lynch is reporting on a Credit Spread Gamut which they watch
. 

For many of these spreads, numerical values for one or both halves can be found at the Fed’s Selected Interest Rates (Daily) page.
Here is a quick-access table for the things I’ve found that one can use intraday.  For discussion, see corresponding section farther down.
	Name
	Meaning
	Range
	Panic/Extreme
	Frequency of Update
	Calm / Normal

	TED Spread (is a component of ML’s “Gamut”)
	How much banks mistrust other banks 
	.4 to 2.5
	Above 2.  Actually, above 1.  In Aug 2007, there was a rapid rise from .5 to 2.
	Delayed realtime
	.8 to 1.2.

	Commercial Paper Discount Rate Spread
	How much more than nonfinancial (commercial) companies with AA debt the shakier “A2/P2” nonfinancial companies with debt in the "A"-"BBB"/"Baa" range are paying when borrowing for 30 days.
	10 to 160
	Over 50.  At the end of 2001 it spiked to about 90. It spiked over 80 thrice since August 2007.
	Daily, before 11AM
	From 2003 through first half 2007 it was 10 to 20.

	CDX.NA.IG
	Credit default spread index for North American Investment Grade companies.
	range
	panic
	Freq
	calm

	Baa Corporate spreads (is a component of ML’s “Gamut”)
	Risk in not-so-great corporate bonds. 
	range
	panic
	Freq
	calm

	Ten-year swap spreads (is a component of ML’s “Gamut”)
	Meaning 
	140 to 30
	panic
	Freq
	From 2003 through first half 2007 it was 30 to 50. 

	NAME (is a component of ML’s “Gamut”)
	Meaning 2-yr T-Note yield minus Fed Funds rate
	250 to -150
	negative
	Freq
	positive

	NAME(is a component of ML’s “Gamut”)
	Meaning 30-yr mtg rate minus 10-yr Note rate
	range
	panic
	Freq
	calm

	Junk bond spread (is a component of ML’s “Gamut”)
	Junk bond spread
	range
	panic
	Freq
	calm

	NAME (is a component of ML’s “Gamut”)
	Meaning Jumbo rate minus conventional mtg rate
	range
	panic
	Freq
	calm

	NAME (is a component of ML’s “Gamut”)
	Meaning 
	range
	panic
	Freq
	calm


IBOR

An  Interbank Offered Rate is an index. It is representative of the annual percentage interest rate a bank offers to (ask of) another (bidder/borrower) bank for an unsecured loan in a relevant currency, for a specific duration.  A IBOR  is periodically fixed and is useful until the next fixing.  The time of fixing is a function of the organization determining and disseminating the IBOR value.  Further discussion follows, in the context of the IBOR fixings done in London.
The Currency Exchange Fund (TCX) focuses on currencies and maturities which are not covered by regular market providers. Nevertheless, its Reference Rates give a data source for many IBORs.

LIBOR

A London Interbank Offered Rate is an index. It is representative of the annual percentage interest rate a bank offers to (ask of) another [any other?!] (bidder/borrower) bank
 for an unsecured loan of one of ten currencies
, for a specific duration. By ‘bank’ we mean a bank which participates in the London wholesale money market (or interbank market).  There is thus a separate LIBOR value for each:

· Currency

· Moment

· Loan duration

· Organization determining and disseminating the LIBOR value.

BBA LIBOR values are fixed and published by the British Banker’s Association (more) (BBA), generally around 11:45 am London time.
  While the BBA LIBOR fixings are determined for only one moment per day, values such as Six-Month LIBOR index and One-Year LIBOR Index are in use: these are generally retrospective averages used prospectively for debt instruments such as ARMs.  The Bloomberg online values are evidently defined moment by moment during the day.  
BBA claims that its fixings are “the most widely referenced interest rate index in the world.  However, the veracity or the input data gathering has recently been shown imperfect.
  Values are a filtered
 average of inter-bank deposit rates offered/asked by 16 designated contributor banks, for maturities ranging from overnight to one year.  More 1, 2, 3, 4.  The table below gives some Bloomberg realtime LIBOR values.
	“BBA LIBOR USD Overnight ” (US00O/N:IND ) 

	“BBA LIBOR USD 1 Month ” (US0001M:IND ) 

	“BBA LIBOR USD 3 Month “ (US0003M:IND) 

	“BBA LIBOR ECU 1 Month “ (EU0001M:IND) 

	“BBA LIBOR DKK 1 Month “ (DK0001M:IND) 

	“BBA LIBOR JPY 1 Month “ (DK0001M:IND) 


BBA LIBOR fixings are provided in ten currencies: Pound Sterling GBP, US Dollar USD, Japanese Yen JPY, Swiss Franc CHF, Canadian Dollar CAD, Australian Dollar AUD, Euro EUR, Danish Kroner DKK, Swedish Krona SEK, New Zealand Dollar NZD.  Here are the fixings for each day of Jun08 .
Here are fixings for the last 5 years for Euro, Yen, and US dollar.
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LIBID

The London Interbank Bid Rate (LIBID) is the “opposite” of LIBOR.  The LIBID – LIBID spread is normally in the vicinity of 0.00125 (1/8 of 1%). Ref.

HIBOR

The Hong Kong Interbank Offered Rate (HIBOR) fixing suite is  a China-related collection of IBORs. 
· Currency: Hong Kong dollar (HKD)
· Moment: 11.00 a.m. each business day (excluding Saturdays)
· Loan duration: each monthly HKD deposit maturity between 1 and 12 months
· Organization determining and disseminating the  IBOR values: The Hong Kong Association of Banks(HKAB)
· Contributor/Reference Banks: 20 designated banks

· Participating Banks: the Hong Kong interbank market
· Details:  The HIBOR day count convention (calculation day) is ACT/365.  In calculating the Hibor, the middle 14 of the quotations from the reference banks are averaged and the result rounded up, if necessary, to the fifth decimal place

	“HKAB Hong Kong Dollar Hibor Fixings 3 Month at 11:00am” (HIHD03M:IND)


EURIBOR

Euribor (Euro Interbank Offered Rate) is the benchmark rate of the large euro money market.
· Currency: The Euro (EUR)
· Moment: 11:00 a.m. Brussels time
· Loan duration: thirteen maturities from one week to one year
· Organization determining and disseminating the  IBOR values: the European Banking Federation
· Contributor/Reference Banks: representative sample of prime banks
· Participating Banks: 2,800 banks in the fifteen Member States of the European Union and the EMU division of ACI, the Financial Markets Association
· Details:  The average rate is calculated after elimination of the highest/lowest quotations (15% each side).
	“Euribor 3 Month ACT/360”  (EUR003M:IND)


SIBOR

SIBOR  (Singapore Interbank Offered Rate) is the benchmark rate of the Singapore money market.
· Currency:  
· Moment:  

· Loan duration:  
· Organization determining and disseminating the  IBOR values: Association of Banks in Singapore (ABS)
· Contributor/Reference Banks:  
· Participating Banks:  
· Details:   
	 Association of Banks in Singapore USD Sibor 11am Fixing 3-Month (SIBU3M:IND)


PHIBOR

PHIBOR (Phillipine Interbank Offered Rate) is the suite of Phillipine money market rates.
· Currency: Phillipines Peso (PHP)
· Moment: 

· Loan duration: 

· Organization determining & disseminating the IBOR values: Bankers Association of the Philippines
· Contributor/Reference Banks: 

· Participating Banks: 

· Details:  Data posted today is value the next working day. Day count 30/360.
	“Bankers Association of the Philippines Interbank Offering Rates 1 Month PHIBOR” (PHINBR1M:IND) 

	“Bankers Association of the Philippines Interbank Offering Rates 3 Month PHIBOR” (PHINBR3M:IND)

	“Bankers Association of the Philippines Interbank Offering Rates 6 Month PHIBOR” (PHINBR1M:IND)


TIBOR

TIBOR (Tokyo Interbank Offered Rate) is …………………..
· Currency: Jananese Yen (JPY)
· Moment: 

· Loan duration: 

· Organization determining and disseminating the  IBOR values: Japanese Bankers Association (JBA)
· Contributor/Reference Banks: 

· Participating Banks: 

· Details:  

	 


Overnight Indexed Swap (OIS)
An Overnight Indexed Swap (OIS) is a fixed/floating interest rate swap with the floating leg tied to a published index of a daily overnight rate reference. The term ranges from one week to two years (sometimes more). The two parties agree to exchange at maturity, on the agreed notional amount, the difference between interest accrued at the agreed fixed rate and interest accrued through geometric averaging of the floating index rate.

This means that the floating rate calculation replicates the accrual on an amount rolled “P plus I” at the index rate every business day over the term of the swap. If cash can be borrowed by the swap receiver on the same maturity as the swap and at the same rate and lent back every day in the market at the index rate, the cash payoff at maturity will exactly match the swap payout: the OIS acts as a perfect hedge for a cash instrument. Since indices are generally constructed on the basis of the average of actual transactions, the index is generally achievable by borrowers and lenders. Economically, receiving the fixed rate in an OIS is like lending cash. Paying the fixed rate in an OIS is like borrowing cash [where the lender has no risk]. 
Settlement occurs net on the earliest practical date. There is no exchange of principal.

The index rate used is, where it exists, the weighted average rate for overnight transactions as published by the central bank (eg Fed Funds Effective). Where not, banking associations and brokers have arranged equivalent calculations in most major markets.  
10-Year Swap Spread

Meaning.  An interest rate swap is a transaction in which two counterparties exchange interest payment streams
 of differing character based on an underlying notional principal amount.  The difference between two corresponding payments is the corresponding spread.  The three main types of interest rate swaps are coupon swaps (fixed rate to floating rate in the same currency), basis swaps (one floating rate index to another floating rate index in the same currency) and cross-currency interest rate swaps (fixed rate in one currency  to floating rate in another). Of interest here is the coupon swap where the floating rate is the current rate on 10-year US Treasury bonds near [maturity | issuance?].  See Decomposing swap spreads, pages 4 and 5.  Or see xxxxxxxxxxxx, page x.
[image: image4.png]Chart 5: Ten-year swap spreads still very high 10-year swap spreads

10-year Swap spread (bp) Spreads have narrowed to 65bp from a recent high of 91bp on 6 March, but we
140 think it needs to get back to around 40bp to signal that the coast is clear.

3
Baa corporate spreads

100 Corporate spreads are still well above normal at 338bp. Actually, Baa spreads
have widened nearly 90bp since the beginning of the year and are up 130bp since
the Fed started its easing campaign on 18 September2007. Before we can breathe
&0 a sigh of relief, we will have to see this spread to narrow to at least 240bp.
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«© Chart 6: Corporate spreads remains lofty
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Baa Corporate Spreads

The extra risk in not-so-great corporate bonds.  Defined as Baa corporate bond yield minus 10-yr T-note yield.  See figure above.
2-Year T-note Rate minus Fed Funds Rate

Meaning.  Defined as 2-yr T-Note yield minus Fed Funds rate.
[image: image5.png]Financial markets still unsettled

The credit markets remain highly dysfunctional. In our research piece titled Are
we there yet? published on 20 March, we listed a full gamut of credit spreads we
are watching for signs of a turn around. All of the interest rate spreads remain
elevated, signaling that credit markets remain highly fragile.

Two-year Treasury note minus Fed funds rate yield curve

This is probably the best indicator in predicting better times ahead. The two-year
Treasure note yield to the Fed funds rate spread remains at a negative 51bp. This
is an improvement from the -165bp spread we saw back on 17 March, but we think
this spread needs to improve to around +20bp before we can say conditions are
normal.

Chart 3: Two-year T-note/Fed funds yield spread suggest we are still not out of the woods
Two-year Treasury note minus Fed funds rate (bp)
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30-Year Mortgage minus 10-Year Note

Meaning.  Defined as 30-yr mtg rate minus 10-yr Note rate.[image: image6.png]Chart 9: 30-year mortgage/10-year note spread Conventional 30-year mortgage rate minus 10-year note spread

(bp) One spread measure that has improved is the conventional mortgage rate to
10-year Treasury note spread. The spread between these two rates have come
down to 176bp, which is a far cry from the 238bp spread we saw back on 6 March.
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Junk Bond Spread

Meaning.  Defined as xxx.[image: image7.png]11 April 2008

Chart 7: High yield spreads still high
Merrill Lynch High Yield Master Il Index minus
10-year T-note yield (option adjusted spread, bp)
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Junk bond yield spread

High yield spreads are starting to narrow (now down 92bp from its nearby high of
862bp set on 17 March), but they are still very lofty, hovering around the 770bp
level. We need to see this spread pull back to around 500bp.

Jumbo rate minus conventional 30-year mortgage rate still very high
The extremely wide spread between jumbo mortgage rates and conventional 30-year
rates has barely budged, improving just 34bp since its peak set in mid-March to
currently stand at 173bp. Prior to the credit turmoil this spread was a thin 30bp.

Chart 8: Jumbo rate minus conventional 30-year mortgage rate still very high
(bp)
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Jumbo minus Conventional Spread
Meaning.  Defined as the rate on a Jumbo mortgage minus the rate on a conventional mortgage.  See picture above.
The InterBank Eurodollar Spread

Any measure of how much more than a central bank a bank anywhere in good standing must pay to get another such bank to lend dollars.  For US investors, the TED spread is the most-watched of these.
TED Spread

How much banks trust other banks.  The measure of how much more than the US Treasury a bank anywhere in good standing must pay to get another such bank to lend dollars for 3 months. A measure of what you might call "big guy fear" or "insider fear" or "justified fear" of a bank collapse.  Since 1934, the longest time between US bank failures was 952 days in 2006-2007.  In 1989, 534 banks and thrifts failed in the S&L crisis.  These banks have generally been quietly folded into a larger bank by the FDIC.  Here is more on that.
In the US, to be in good standing, a bank must be a depository bank which is part of the Federal Reserve Bank system.  Investment banks (which are unregulated) are not included.  Except Bear Stearns I guess.  I think a borrowing bank in another country must be part of that country’s central bank system, but I haven’t checked.

 QUOTE URL:
http://www.bloomberg.com/apps/quote?ticker=.TEDSP:IND 
You can see the 3 crises (last August, late in 2007, and recently).  Click the CHARTS tab for a better view.




	TED spread
	The interest rate for the three month Eurodollars contract as represented by the London Inter Bank Offered Rate (LIBOR) minus the interest rate for the three month U.S. Treasuries contract. Bloomberg symbol .TEDSP:IND 

I don't think the following is right: I think TED spread is an annual percentage rate equivalent of the following. "The price of the three-month Eurodollar time deposit futures contract with the same expiration month minus the price of the three-month US Treasury Bill futures contract for a certain month"

http://en.wikipedia.org/wiki/TED_spread 

The name originates from the initialism of "T-Bill" and "ED"— the ticker symbol for the Eurodollar futures contract. 
	The size of the spread is usually denominated in basis points (bps), e.g. when T-Bills trade at 5.10% and ED trades at 5.50%, the TED spread is said to trade at 40bps. The value of the TED spread fluctuates over time but is often between 10 and 50 basis points (0.1% and 0.5%). The all-time high was 250 in Dec 2007.


 [Gregory just sent me this:]
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The Market Economist

Three-month TED spread

Despite the cumulative 200bp rate cuts by the Fed so far this year, the three-month
TED spread (LIBOR minus Treasury-bill rate) remains quite wide. In fact, it has
increased further in the past week, up 9bp to 147bp. To see stable financial
markets, we think this spread would need to contract to 35bp.

Chart 4: The TED spread has to narrow to around 40bp before we can say the coast is clear
Three-month Treasury bill minus three-month LIBOR rate (bp)
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Commercial Paper Spreads

 A2/P2 Nonfinancial minus AA Nonfinancial Spread
How much more than nonfinancial (commercial) companies with AA debt the shakier nonfinancial companies with debt in the "A"-"BBB"/"Baa" range are paying when borrowing for 30 days.

Fed data on commercial paper is discussed here.
This is also called: 

· Discount rate spread or 

· “the A2P2 spread” or

· the Thirty-day A2/P2 less AA nonfinancial commercial paper spread
It’s available from the Fed's Commercial Paper report. 
This also shows, as of March 19,  the building 3rd wave of the financial crisis.


HY minus IG Credit Default Spread

This spread is Markit Group Limited’s high yield (HY) credit default swap index
 minus its investment grade (IG) credit default swap index.
“WHAT CDX.NA.IG SERIES 9 MEANS (as I understand it from contacts I know in these markets): NA stands for North American. IG stands for Investment Grade. Every 6 months dealers are polled. They vote names into the new index. We're now up to series 9. To be eligible for a vote you must have contributed end of day marks for X% of days in the last 6 months on the names in the old index; X being a lot. There are a bunch of indices, but the two big ones are HY - high yield, and IG - investment grade. 100 names are in each. You take the 100 names and average the credit spreads to get the CDS spread on the overall index. Bigger spreads = worse credit in the index as a whole. If HY (high yield index) goes from 500bps to 1500bps and IG (investment grade index) goes from 50 to 70bps you know the HY index is getting a lot worse a lot faster than IG in terms of credit quality. Those numbers are just arbitrary to demonstrate a point.”
via MARKIT. 

Libor/OIS spreads
The difference between London interbank offered rates and what are seen as "risk-free" rates defined in Overnight Index Swaps is described as a "key indicator”.  See my separate document on the Greenspan focus.

EONIA-EURIBOR interest rate spread
The difference between the euro overnight interest rate and the 3-month interest rate. Its magnitude is an indicator of the health of interbank lending.
Following the Lehman collapse, this spread stood at over 110 basis points. A few months ago it was at around 20 bps, but just recently, amid all the volatility and negative sentiment on both sides of the Atlantic, it has widened out to over 55 bps. -Published: Monday, 5 Sep 2011

CP and Libor Spread
Normally, commercial paper interest rates lie below Libor, reflecting CP’s liquidity value as a tradeable product compared to a bank deposit. But this week CP has traded above Libor (for instance, in USD the 1-mo CP rate is 29 bps compared to 1-mo Libor of 22 bps).   -Published: Monday, 5 Sep 2011.  In theory this would suggest a greater credit risk associated with those banks now borrowing via CP, but for a 1-month tenor it isn’t the credit risk, this spread widening indicates a higher perceived bank funding risk. [Hunh?]
EMBI+ minus US Treasuries

The J.P Morgan Emerging Markets Bond Index (Plus) (“EMBI+”) is an unmanaged index which tracks the total returns for external-currency dominated debt instruments of emerging markets: Brady bonds, loans, Eurobonds, and U.S. dollar-denominated local markets instruments. The EMBI+ offers coverage of 16 emerging market countries.
The EMBI+ rose 18 basis points to 310 basis points over US treasuries during the week ending March 14, 2008. This was the highest point since June 2005.

Charts for the Next 4 Sections

BANK FUNDING LIQUIDITY
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Source: Federal Reserve, Bank of Canada, Haver Analytics, Bloomberg.

LIBOR-OIS SPREAD
A widening spread implies banks have either an increased need for cash or are at a greater risk of not being able to repay their loans, known as defaulting.

OIS: The Overnight Index Swap is a proxy for the risk-free short-term borrowing rate. It incorporates the market's expectations for future interest rate changes by the Federal Reserve.

5-YR BANK BOND-GOVT BOND SPREAD
A widening spread measures the higher cost (ie risk) banks must pay to secure long-term funding.

5-YR Bank Bond: This is the banks' cost of borrowing money long-term. When costs are high, banks look for shorter-term financing options, which are usually cheaper. This reduces a bank's funding costs in the near-term but will also require it to seek new sources of money on a more frequent basis. The increased demand for shorter term bonds (eg. payment is due in less than one year) can also increase the LIBOR rate. Government bond yield: Government bonds act as a proxy for the cost of risk-free long-term borrowing, as the government is less likely to default or be cash-constrained than a business.

3-MONTH COMMERCIAL PAPER-TREASURY BILL SPREAD
A widening spread measures the extra cost (ie risk) private companies (both financial and non-financial) must pay to secure short-term funding. Commercial Paper (CP): This is short-term debt sold by companies. Payment of this debt usually comes due in less than 30 days, but no longer than 270 days. Mutual funds are frequent buyers of CP. As CP's annual rate of return increases, there is less appetite to issue CP from these funds.

Treasury Bills: Like government bonds, these are seen as risk free short-term investments because governments are considered more reliable than business for payment.

1-MONTH PRIME-BANKERS ACCEPTANCE SPREAD
A narrowing spread means banks may need to limit new lending to safer individuals and businesses in order to reduce the risk of future losses. That's because banks need a certain range of spread to fund the cost of loans and compensate for losses incurred from borrowers who are unable to pay back their loans. (The specific spread will differ for each bank) Over a sustained period of time, it can lead to a reduction in Canadian lending activity.

Prime rate: The benchmark for variable interest loans offered to consumers and businesses. Bankers acceptances: This is short-term debt generally used to finance lending activity of Canadian banks.

COMMERCIAL PAPER ISSUANCE
FINANCING FLOWS
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Source: Federal Reserve, Bank of Canada, Haver Analytics, Bloomberg.

This tracks the volume of short-term debt being sold by companies. Sudden increases imply a greater need for short-term financing. Moreover, spikes in the shortest maturities (eg payment is due in less than 30 days) imply increased uncertainty over the prospects of a firm or economy.

SS&P 500 losses & US LIBOR-OIS Spread

SYSTEMIC LINKAGES
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Source: Federal Reserve, Bank of Canada, Haver Analytics, Bloomberg.

Clearly, there is a correlation between the 2.

Essays and Overviews

Bond, Loan Markets Remain Wary (WSJ Article)
Despite Fed's Efforts, 
Interest-Rate 'Spreads' 
Reflect Big Fear of Risk

By LIZ RAPPAPORT
March 27, 2008; Page C1
The Federal Reserve's efforts to heal broken credit markets have diminished worries about a big financial failure, but wariness about lending remains in bond and loan markets.
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This wariness shows up in the movements of many interest rates and in a commonly watched measure of risk known as a spread. A bond's spread is the difference between its interest rate and the interest rate on a relatively risk-free investment, like a Treasury bond or a Federal Reserve loan. When spreads get bigger, as they have in recent months, it shows that investors are reluctant to own anything but the safest investments.

In many markets, ranging from short-term money markets, to mortgage markets to junk-bond markets, spreads have improved since the Fed's actions of last week. But they remain elevated compared with a few months ago.

Bankers and Federal Reserve officials are watching carefully to see if these spreads come down as a sign of a return to normalcy.

Other measures of risk in credit markets, such as the cost of insuring bonds against default, have improved, particularly for bonds issued by financial institutions, but they aren't out of the woods yet.

"There are still a lot of challenges looming," says Kevin Flanagan, fixed-income strategist at Morgan Stanley.

Last week, the Fed helped to orchestrate the sale of Bear Stearns Cos. to J.P. Morgan Chase & Co. The Fed has also reduced its benchmark lending rate by three percentage points since September and created several borrowing facilities to address Wall Street's short-term financing needs. But the root causes of the credit crisis -- worries about mounting mortgage defaults and a desire among many investors and financial institutions to reduce their debt loads -- still hang over the market.

As worries escalated nearly two weeks ago, spreads on everything from mortgage debt to short-term money-market loans between banks shot higher.

Consider yields on mortgage securities backed by loans that government-sponsored entities Fannie Mae and Freddie Mac guarantee. These bonds' spreads relative to comparable Treasury bonds have narrowed after reaching 20-year highs March 6, a day after Carlyle Capital Corp., an investment fund, said it couldn't meet cash demand from some bankers.

The wide spread showed that investors were worried about owning even relatively safe securities backed by loans with government guarantees. Since March 6, the average spread on a 30-year mortgage bond has fallen by 0.76 percentage point to 2.17 percentage points over Treasury bonds. Still, that spread was 1.14 percentage points over comparable Treasury bonds last June.

"It's a start," says Michael Schultz, portfolio manager at Summit investment Partners, which invests in mortgage-backed and asset-backed securities. "Until we have hit bottom in the housing market, you're not going to get a major uptick."
In the derivatives market, where investors buy and sell protection against bond defaults, the cost of insuring against default by firms like Bear Stearns and Lehman Brothers Holdings Inc. has dropped since the Fed's actions.

Investors can buy protection against a Lehman default on $10 million of bonds for almost half of last week's price, at $231,543 annually from $447,515. The cost of such protection last year was just $29,261.

But this hasn't dramatically changed the reluctance of banks to lend to each other. In short-term money markets, spreads show that firms are still reluctant to part with their cash.

The spread between three-month Libor, or the London interbank offered rate, and the expected federal-funds rate over the next three months remains elevated. This spread shows the difference between what firms charge each other for short-term cash and what they expected to pay in the relatively risk-free overnight fed-funds market. The spread widens when banks tighten lending to each other. Because many other interest rates are tied to Libor, it is a key measure of the financial system's health.
The spread rose to 0.65 percentage point Tuesday from 0.59 point Monday. It peaked in December at more than one full point. In normal times, it rarely surpasses 0.10 point.  [This is evidently not exactly the ‘TED spread’.  At least as measured by Bloomberg’s .TEDSP:IND and labeled TED Spread.  http://www.bloomberg.com/apps/quote?ticker=.TEDSP%3AIND Right now, morning of the 27th, that  is 1.42 and has ranged today from a high of 1.43 to a low of 1.38.]
The trouble has spread to corporations. Spreads on junk bonds have gone from record lows last summer [2007], about 2.4 percentage points over comparable Treasury bonds, to about eight percentage points over [quadrupled, more or less!], even though the rate of default remains near historic lows, according to Standard & Poor's. 
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Write to Liz Rappaport at liz.rappaport@wsj.com
Credit Markets

Some Signs of Credit Market Easing Spur False Hope
Posted by Noah Rosenblatt on March 25, 2008 at 9.41 AM 

A: Sorry for the lack of content as I have been very busy over the past week or so; lets get back to work. The fed has showered the markets with stimulus since the Bear Stearns debacle and the huge $200Bn TSLF announced on March 11th that kicks in on Thursday. Thus far, the fed has poured over $478B worth of liquidity injections + expanded what may be used as collateral for these short term loans to ease the distress in the credit markets. Some Markit indexes show improvement BUT I am hearing the opposite from friends I know on the front lines. Bottom line, while some of the credit markets are seeing improvement, it is NOT across the board!
Lets be clear, there SHOULD be an easing effect given the amount of actions the fed took to avoid a systemic financial meltdown from a Bear Stearns bankruptcy, and to help ease secondary mortgage markets and credit spreads over the past two weeks. Watching Kudlow last night, I got this little tidbit regarding what the fed has done so far to address the credit crisis:
TSLF --> $200 Billion
TAF --> $100 Billion
REPOS --> $100 Billio
SWAPS --> $36 Billion
BSC --> $29 Billion
PDCF --> $13 Billion
-----------------------------------------
TOTAL = $478 Billion
Why is this important? Well, the fed's TOTAL balance sheet is $879 Billion making the actions taken thus far 54% of reserved bank credit!
So what is seeing improvement? 

a) mortgage spreads - yay for buyers!
b) IG (investment grade) spreads
c) CMBX spreads - chart on right showing improvement (down is improving)
[image: image15.jpg]«
‘Sharp Narroving

of CMBX Spreads





What isn't improving?

a) junk bond market
b) HY (high yield) spreads
c) commercial paper
d) money market rates (added on @ 12:48PM)

I think this rally was a typical fed induced rally powered by short covering and the unwinding of hedged positions in commodities; it is not a rally of returned confidence, clarity, and certainty about the near term. It seems the fed has prevented a crisis, but they did pay a big price for that luxury! While it fixes a few problems, (and when I say fixes we are only back to where we were a month ago), it doesn't solve everything!! 

I guess it depends on what credit market you look at! If you look at mortgage rates, yes you probably saw a nice drop in the past week or so; and rightfully so. If you are working on a trading desk in a junk bond market or high yield commercial paper, things are still very bad!

According to Bloomberg's article, "Junk Bond Losses Top $35 Billion, JPMorgan Sees": 

High-yield, high-risk bonds are off to their worst start ever, and the biggest investors say there's no recovery in sight. While the Federal Reserve has slashed benchmark interest rates by 3 percentage points since September, it has been unable to get investors to increase their purchases of the riskiest assets. The declines are choking off financing for speculative- grade companies, boosting defaults. The debt is likely to "struggle" for months as the economy enters a recession, according to JPMorgan Securities Inc., the top high-yield research firm in Institutional Investor magazine's annual poll. 

Investors are demanding yields averaging 8.07 percentage points more than Treasuries, up from 5.92 percentage points at the end of last year, and a record low of 2.41 percentage points in June, index data from New York-based Merrill show. The spread reached 8.62 percentage points on March 17, the most since 2003.

Enjoy the fed drugs until they wear off because this credit crisis is ongoing, de-leveraging will continue, more corporate deaths will pop up, and the economic data will start to come in showing how deep the slowdown is getting. To me, this is a lot of unanswered questions. There will be a time to get excited, I just think its still a bit early for the credit markets. 

Think of this. If the housing bubble burst caused the seizing up of secondary markets, which caused the debacle to the financials, which caused the credit crunch...what will happen when the recession actually hits? How can housing recover in a recession? The good news is we are closer to a bottom then we were 6 months ago. The bad news is that glimmers of hope are just that, glimmers of hope! We STILL do not know whether other securitized debt classes will cause trouble on wall street, the full effect of ARM resets, the full effect of foreclosures, and the full effect on the US economy. 

When I see improvement across ALL credit markets, I'll report it to you and I will start to discuss clarity about the post credit / post housing recovery!
Credit swaps signaled market turmoil
http://www.reuters.com/article/telecomm/idUSN2740671920080328?pageNumber=2&virtualBrandChannel=0&sp=true 

Credit swaps signaled market turmoil-IMF economist

Fri Mar 28, 2008 8:04am EDT

 WASHINGTON (Reuters) - Market tools that price the risk of default were warning of growing problems in U.S. and financial sectors as early as July 2007, the International Monetary Fund's chief economist said on Thursday.
In a column for the March issue of Finance and Development magazine, economist Simon Johnson said it was now obvious that the most reliable indications about the exact nature of the rapidly approaching financial sector problems came from risk markets themselves.

"In fact, looking back over the past six months or so, it's now apparent that these markets have given us quicker and more accurate heads-up about potential macroeconomic issues than have many conventional macroeconomic indicators," he said.
Johnson said the market's view on the default probability of various securities was evident from
· the price of credit default swap spreads, or 
· the price of insurance that investors who want to hold a security pay to protect themselves from the risk of a default.

Looking forward, Johnson said if CDS spreads are a reliable indicator of financial turmoil, "there's some rough sailing ahead."

If the market thinks an individual bank or set of banks is likely to default, the CDS spread goes up. If some banks are less likely to default, the CDS spreads go down.
CDS spreads are now wider for investment grade corporates than they were in July/August 2007. For U.S. banks, CDS spreads have returned to November 2007 levels, when there were serious credit market concerns. For European banks, CDS spreads are now above those levels.
Johnson said prices of CDS's for banks and, recently, for corporates, have been particularly telling.
For example, when German lender IKB (IKBG.DE: Quote, Profile, Research) needed rescuing in July 2007, due to problems with a fund that invested in U.S. subprime-related securities, CDS spreads rose sharply for banks across Europe, particularly for banks that did business in Germany, Johnson said.
"This was the our first indication that the financial sector problems arising from subprime and related mortgages wouldn't be confined to the United States," Johnson said.

It also signaled that banks were starting to worry about whether other banks were solvent, he added.
CDS spreads were also a leading indicator when UK mortgage lender Northern Rock ran into liquidity problems in September.

Johnson said CDS spreads were also warning when major U.S. banks looked to raise substantial new capital over the past months, in part from sovereign wealth funds.
In many instances CDS spreads increased after the wealth funds' investments in the banks were announced.

"Why this happened remains open to debate," he said, "but it's definitely an indication that these large outside investments, on very reasonable terms, do not by themselves remove all risk of further financial turmoil."
Still, Johnson said it was too early to know whether the CDS market can accurately signal pressures in the financial system, or whether it should be treated carefully because of potential negative impacts to the financial system.

(Reporting by Lesley Wroughton; editing by Leslie Adler)
© Reuters 2008 All rights reserved

� This seems analogous to saying that technical analysis is more reliable than fundamental analysis for a security.


� They have been discussing these within their The Market Economist Weekly guidebook for the global investor. � HYPERLINK "http://www.totalmerrill.com/publish/mkt/pdfs/ME04.11.08.pdf" ��Sample�.


� There are over 1000 banks in over 60 nations participating in the interbank market.


� According to � HYPERLINK "http://en.wikipedia.org/wiki/British_Bankers%27_Association" ��the BBA�, the LIBOR currencies “in which there is most interest” are US Dollar, Sterling, Euro and Yen”.  


� 


� Note: LIBOR values have been a little too low since late summer 2007 because the 16 'contributor banks' have been lying to avoid the possibility of a run on their assets. (For more, see, for example, � HYPERLINK "http://www.bloomberg.com/apps/news?pid=20601109&sid=aQsGCW_LYOfc&refer=home" �Libor Poised for Shake-Up as Credibility Is Doubted�.) Thus the emergence of the term LIEBOR.  Furthermore, in October 2008, G7 central banks infused their financial system with massive amounts of electronic ‘bailout’ money with the specific intent of forcing interbank offering rates downward and reducing liquidity preference. This directly biases the Ted spread toward a more rosy value. But for the gross purpose of determining i) day-to-day changes and ii) general level, this can be ignored. 


� The reported interest is the mean of the 8 middle values.


� The notional principal is typically not exchanged in a swap.


� See, e.g. � HYPERLINK "http://www.markit.com/en/products/data/indices/credit-and-loan-indices/index-annexes/annexes.page" ��Markit’s�  � HYPERLINK "http://www.markit.com/assets/en/docs/products/data/indices/credit-index-annexes/CDX%20NA%20HY%2017.pdf" ��CDX.NA.HY.17.V1�. 


� Greenspan likes this better even that the TED spread.





