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Market Overview

What’s Changed Since Our Last Update on December 1st?



 

Financial markets appear to be on more solid ground heading into the New Year despite the bouts of 
uncertainty provided by Europe’s debt overhang



 

Generally better sentiment contributed to higher yields last month as economic reports added to growing 
evidence of a pick-up in growth during the final quarter of 2010



 

Markets thinned out considerably towards the end of the month, resulting in exaggerated price action as 
very small flows had a big impact on prices



 

On balance, Canadian swap rates rose last month, from 8 bps in the 2-year sector to 12 bps in the 10-year 
area. However, the intra-month range is much more telling of recent choppiness with swap rates trading in 
a 23 to 36 bps range during December



 

Canadian interest rates remain heavily guided by the path of U.S. rates



 

U.S. swap yields drove relentlessly higher again last month, finishing 7 to 48 bps higher. The sell-off in 
Treasuries was led by the belly of the curve which traded as much as 68 bps higher before retreating. 
Short-term rates remain anchored by monetary policy



 

QE2 continues to have a strong effect on North American markets. To date, the Fed’s bond purchases have 
failed to bring much stability to the market. In fact, it is contributing to uneasiness about the U.S. 
government’s ability to manage its debt burden which has had the perverse effect of increasing yields



 

The proposed extension of U.S. tax cuts has also raised concerns over inflation and the rising cost of 
the U.S. government debt load which in turn may impact the country’s credit quality



 

While Bernanke said in an interview that the Fed could end up buying more than $600 billion in bonds, so 
far it has not made any definitive commitment to increase the size of its program



 

To no surprise, the Bank of Canada left its target overnight rate unchanged at its December meeting. The 
Bank explicitly mentioned sovereign debt risk as an ongoing challenge
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USD Swap Curve Comparison
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Market Overview

Curve Comparisons



 

The Bank of Canada held its target rate steady, as expected, on December 7th and issued a statement 
focusing on the downside risks to the global and domestic economies, particularly from financial turmoil in 
the euro zone. At the same time, it said current policy “leaves considerable monetary stimulus in place”



 

The Fed’s most recent statement offered a cautious assessment on economic progress and showed no 
signs of altering the terms of its stimulus measures

CAD Swap Curve Comparison USD Swap Curve Comparison
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Market Overview

Swap Environment



 

After narrowing for the better part of a year, the differential between fixed and floating rates has 
normalized



 

Floating rates have remained static since the fall in line with central bank actions, while term swap 
rates have continued to rise



 

Despite the recent increases, 5-year swap rates remain low on an historical basis

Historic 3-month CDOR vs. 5-year CAD Swap Rates
(January 2001 to January 2011)

Historic 3-month LIBOR vs. 5-year USD Swap Rates
(January 2001 to January 2011)
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Market Overview

Swap Environment



 

Plotting the combination of the slope of the swap curve against the absolute level of rates helps to put 
market conditions into the context of the relative and the absolute cost/benefit of fixed versus floating



 

The diagram on the right demonstrates the prospective movement of interest rates (i.e. clockwise 
movement through the quadrants)



 

The current point continues to suggest a bias for fixing rates



 

It is bordering the flat/steep slope line, which means the average “premium” for converting from 
floating to fixed rates is very near the historic 10-year average



 

The low absolute level of rates is also supportive of converting from floating to fixed rates

CAD 5-year swap rate vs. 3m 5yr slope
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Market Overview

Swap Rates Over the Past Year



 

Fixed income markets experienced another sell-off last month, sending yields higher and continuing the 
recent trend of rising term rates



 

What makes the recent rise in yields especially notable is that it is taking place amid the Fed’s quantitative 
easing, a program intended to lower borrowing costs



 

The expiry of the Fed’s bond purchase plan in the middle of this year, if not extended, will remove a large 
support to the market which could send interest rates higher

CAD Swap Rates USD Swap Rates
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Market Overview

5yr Swap Rates (%) - Spot vs. 3m Forward

5yr Swap Rates (%) - Spot vs. 1yr Forward

Pre-Hedging Costs



 

Interest rate swaps can be structured to accommodate a delay or forward effective date, meaning the fixed 
rate can be established well in advance of the actual funding requirement



 

Forward-starting swaps are generally priced at a premium to immediate (or spot) starting swaps (called 
the ‘forward adjustment’), reflective of the typically “positive” slope of the yield curve



 

The premium for locking in on a forward basis is now below the average over the last two years, 
suggesting it may be an opportune time to consider establishing a fixed rate on future obligations

Forward Adjustment (%) – 3m fwd starting 5yr Swap

Forward Adjustment (%) – 1y fwd starting 5yr Swap

Average

Average
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Market Overview

Banker’s Acceptance Rates



 

B.A. rates plummeted during the financial crisis as central banks cut their overnight rates to 
unprecedented lows and a flight to quality ensued



 

After remaining virtually unchanged for almost an entire year, B.A. rates began to shift higher in 
conjunction with central bank activity



 

The market has pulled forward its expectations for the resumption of Bank of Canada rate hikes, resulting 
in re-priced expectations for floating rates (as implied by B.A. futures) which are now more in line with 
economists’ forecasts

1 Average forecasts of five Canadian chartered banks as of December 29, 2010 based on information obtained from publicly available 
websites. Derived from Prime rate forecasts. Assuming Prime-BA differential of 170 basis points in line with historic average.

10-year Historic 3m BA/CDOR Rate

Forecast

1



| 9

1.00%

1.50%

2.00%

2.50%

3.00%

3.50%

4.00%

4.50%

0 Years 5 Years 10 Years 15 Years 20 Years 25 Years 30 Years

Y
ie

ld

Note: Average of the 4 other major Canadian Banks, excluding CIBC as surveyed from publicly available information on December 29, 2010.

Market Overview

Underlying Government of Canada Benchmark Bond Yields



 

Based on the consensus forecast, the risk for bond yields is to the upside



 

Economists are expecting yields to trudge higher over the medium-term as the economic recovery becomes 
more entrenched



 

Gradual economic improvement in 2011 is expected to cause yields to rise and the curve to flatten



 

The change is forecast to be most pronounced in short- and medium-term yields

Canadian Yield Curve

1 Year Ago

Current Yield Curve

Average Bank Forecast Q4/11

CIBC Forecast Q4/11
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Note: Canadian Prime forecasts as of December 29, 2010 based on information obtained from publicly available websites. 

Market Overview

Forecast of Canadian Prime



 

Economists expect the Bank of Canada to resume its rate hiking campaign as early as Q2 2011



 

Once initiated, the rate hikes are anticipated to be largely uninterrupted until monetary policy returns to a 
more neutral stance 



 

Additional interest rate increases are expected to push Prime materially higher over the next two years



 

Prime rate was 6.25% before the credit crisis began in the fall of 2007



 

If short-term rates return to pre-credit crunch levels, this likely implies a much higher profile for rates 
across all terms

Canadian Prime
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Contacts

Who to Contact

Allan Levitt, Managing Director Tel: (416) 594-7328

Corporate Solutions Group E-mail: allan.levitt@cibc.ca

Doug Jones, Executive Director Tel: (416) 956-6193

Corporate Solutions Group E-mail: doug.jones@cibc.ca

Martin Peichl, Executive Director Tel: (416) 594-7223

Corporate Solutions Group E-mail: martin.peichl@cibc.ca

Lindsay Sinclair, Associate Tel: (416) 594-7562

Corporate Solutions Group E-mail: lindsay.sinclair@cibc.ca
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