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Lessons from the World Cup

Markets, like soccer, can surprise us. Betting on a rise in long yields looks the most
reasonable long-term strategy. But given the prevailing mood of uncertainty, which is
affecting European governments in particular, a slow-motion bond market correction
cannot be ruled out. In the weeks ahead, therefore, close attention should be paid to the
initial results of stress tests, which could affect the direction of market and the volatility
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Ukraine’s New Normal

Significant change has come to Ukraine during 2010, starting with the election of Presi-
dent Viktor Yanukovych and the formation of a new (seemingly stable) parliamentary
coalition allied with the new President. After the previous 2-3 years of non-stop political
turbulence, a certain degree of political calm has returned to the country. As far as inves-
tors are concerned, however, the single most important development is the re-
establishment of an IMF program. Officials are meeting with investors this week and next
as Ukraine seeks to sell its first foreign currency bond since 2007. Whether or not
Ukraine is able to place a USD bond this month at a price that makes sense to the new
government, investors are increasingly focused on local opportunities in the Ukrainian
market.
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Lessons from the World Cup

> Soccer teaches the virtues of diversification

The first World Cup to take place in Africa reminded us that
diversification is still crucial to good portfolio asset allocation, in
life as well as in soccer (think Uruguay). Diversification offers
protection against events that, while unlikely, do arise from time
to time. Who would have bet on a first-ever final between Spain
and the Netherlands? Not many, except for maybe Paul, the
octopus oracle.

> The conventional bond market

Markets, like soccer, can surprise us. Over the past decade,
long yields have gradually sunk to previously unthinkable lows.
Even today, from a strictly fundamental standpoint, bonds ap-
pear expensive, notably for countries like France and Germany.
As a result, betting on a rise in long yields appears to be the
most reasonable long-term strategy. However, the graph below
shows that the speed at which long yields revert to their funda-
mental value can vary over time, and that yields can remain
overvalued for extended periods, as during the “conundrum” of
2004 and 2005. Given the prevailing mood of uncertainty, which
is affecting European governments in particular, a slow-motion
bond market correction cannot be ruled out. What to do in the
meantime? A directional position on the vyield curve’s shorter
maturities, which present the lowest risk, is one option. Another
possibility would be to make short-term plays based on more
“tactical” factors such as momentum or inflows, rather than on
macroeconomic views, while keeping in mind that this is a risk-
ier route.
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> Conventional bonds vs. linkers

The inflation-linked bond market may offer another way to diver-
sify performance in the months ahead.

From January to end-June, European and US ILB indices un-
derperformed their conventional bond counterparts. Breakeven
inflation rates are lower than long-term inflation expectations on
both sides of the Atlantic. The downward movement has been
accompanied by a drop in real interest rates to the lowest levels
of last year. At present, we find the scenario of significantly
greater inflationary pressure in the long term unlikely. And for
this reason, we prefer not to recommend choose between infla-
tion-linked bonds and conventional bonds. But other factors
such as carry, flows and/or seasonal inflation trends are worthy
of attention, because they could make arbitrage between the
two markets temporarily attractive.
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January-June 2010 8,2% 4,4% 57% 3,8%

* Barclays Indices matched for duration

> Upcoming news to watch

Spain has hoisted the World Cup trophy and managed to forget
its troubles for a night. It even hopes to succeed on the financial
front. For now, CDS continue to price in a very high likelihood of
default — possibly too high unless markets are counting on the
euro zone to implode. We will have to pay close attention in the
weeks ahead to the initial results of stress tests — and not just
for Spain. These results could significantly affect the direction of
market and the volatility.
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Ukraine’'s New Normal

Significant change has come to Ukraine during 2010, starting
with the election of President Viktor Yanukovych and the forma-
tion of a new (seemingly stable) parliamentary coalition allied
with the new President. After the previous 2-3 years of non-stop
political turbulence, a certain degree of political calm has re-
turned to the country. The strong relationship between
Yanukovych and Russian leaders has also boosted investor
confidence in Ukraine’s stability, as the Kremlin has moved
quickly to support Ukraine’s new government via a reduction in
gas prices, direct financial support, and political support for
increased Russian private sector investment in the country.
Officials are meeting with investors this week and next as
Ukraine seeks to sell its first foreign currency bond since 2007.
The roadshow follows Ukraine’s one-notch rating upgrade by
Fitch, and last weekend’s announcement of a new Standby
Agreement with the IMF. Ukrainian asset prices have moved
slightly higher this week, but not by much — implying that these
positive developments were already priced in.

> IMF Agreement Renews Investor Confidence

As far as investors are concerned, however, the single most
important development is the re-establishment of an IMF pro-
gram, after the previous program ran off the rails last autumn
when Ukraine’s highly fractious political groups couldn’t agree
on either fiscal targets or structural reforms heading into the
January and February 2010 presidential election. Now, with the
presidential contest settled and parliamentary elections not
required until September 2012, there is an important window of
opportunity to govern the country. The agreement, which still
requires ratification by the IMF's Executive Board, will be worth
USD 14.9bn to be disbursed over 2% years between August
2010 and February 2013. While many key details and macro
assumptions of the IMF program remain unknown, investors will
expect the Fund to keep close tabs on Ukraine’s budget per-
formance while enforcing long overdue structural reforms. On
the fiscal side, the IMF and Ukraine have already agreed that
the budget deficit should not exceed 5.5% of GDP in 2010 and
3.5% of GDP in 2011. The Ukrainians hope to cut this year's
deficit below 5%, and reduce government spending by around
USD 2bn in the next few months to accomplish this goal. Sligh-
tly longer term, the IMF program commits Ukraine to making a
series of structural reforms to its tax and pension systems, the
customs service, and the judiciary. All of these areas have
needed overhauling for many years, so while we wish the
Ukrainians well, we take a wait-and-see attitude in this respect.

Another area where the previous IMF program floundered was
in the area of gas price liberalization. During 2009, the previous
government repeatedly failed to deliver on promises to raise gas
tariffs on the population (companies and households). The new
government says that it will boost local gas tariffs by 50% before
the end of this year. While the government has a large enough

Market Insights

Weekly 12 July 2010 No 2010-27

majority in parliament to actually deliver, there will be an inevi-
table backlash that investors simply must monitor. Helping
Ukraine to cope with the long-standing mismatch between what
it pays for Russian gas and what it charges domestic customers
is this year's agreement with Russia/Gazprom to provide signifi-
cant price discounts. This agreement, which has enabled
Ukraine to pay 27% below the prevailing market rate for Rus-
sian gas during 2010, is open-ended and very much dictated by
political relations between the two countries. Maintaining this
price discount is essential to meeting a key requirement of the
new IMF program, which calls for limiting the financing gap of
Naftogaz (Ukraine’s gas distribution monopoly) to 1% of GDP in
2010. As the IMF program further commits Ukraine to com-
pletely eliminating the Naftogaz financing gap in 2011, there is a
very strong need to maintain good relations with Russia in the
medium term.
Whether or not Ukraine is able to place a USD bond this month
at a price that makes sense to the new government, investors
are increasingly focused on local opportunities in the Ukrainian
market. In particular, there is considerable anticipation regarding
a large tranche of VAT bonds that is expected shortly. These
5yr bonds are being issued (in lieu of cash) to compensate the
country’s exporters who were entitled to (but did not receive)
rebates on Value Added Taxes that were assessed to them
during the global financial crisis. The total stock of these gov-
ernment arrears has been estimated around USD 2.5bn. The
country’s exporters have reluctantly accepted a very low coupon
(5.5%) on these VAT bonds, and local economists and bankers
expect these cash-hungry firms to dump these notes very quic-
kly into the secondary market — at presumably steep discounts.
For investors who are comfortable with currency’s (UAH) me-
dium-term outlook, these bonds are likely to trade at rather
appealing yields. Officials do not believe that the one-off supply
of these VAT bonds will compromise the Treasury’s ability to
sell domestic debt in the weeks and months ahead — even
though UAH 18bn is equivalent to 75% of total domestic debt
issued during the first half of this year.
Ukraine wouldn’t be Ukraine, of course, without some political
noise — and amidst all of the positive newsflow over the past
week, word leaked out that the City of Kiev might need to re-
structure its three US dollar bonds (due 2011, 2012 and 2015)
valued at $700 million. Leaving aside the wisdom of Kiev ever
selling bonds denominated in FX, the municipal government's
balance sheets do appear rather strained at present (given the
magnitude of last year's mammoth recession), and we are hard-
pressed to see how Kiev can avoid a debt restructuring at some
point in the next 12 months unless it gets bailed out by the sov-
ereign. Of course, the timing of Kiev’'s statements raised signifi-
cant questions about the relationship between the City’s political
leadership (a holdover from Ukraine’s “Orange” period) and the
new national government (which is “Blue”). When financing
pressure mounts, however, Kiev's communication with the na-
tional government should improve as city officials seek sover-
eign support.
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10 years bond yields (%)
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Select Global Exchange Rates {July 12, 2010)
FX Rate % Ch. Wovy % Ch.YTD End year
2009 2008 2007 2006
USD/EUR 1,26 0,7% -12,3% 1,44 1,39 1,47 1,32
USD/GBP 1,51 -0,6% -6,8% 1,62 1,46 2,01 1,96
GBP/EUR. 024 -1,3% 6,2% 0,88 0,85 073 067
JPYUSD 28 51 -1,1% 4,4% 92,43 o064 112,04 118,16
JPYEUR 11,9 -1,8% 19,1% 133,2 126,1 164,9 156,9
CHFUSD 1,05 1,0% -2 4% 1,02 1,07 112 1,22
CHFEUR 1,33 0,3% 11,3% 1,48 1,49 1,65 1,61

Sources: Strategy and Economic Research Amundi Group, Datastream and Bloomberg.
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