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No panic as US default deadline looms

The Swiss franc has
become Lhe new safe
haven for investors

WEEKEND EDITION | Edited by Andrew Main

JTAMES DMUMNN

THREE words that investors
never lhought would appear in the
same scntence  exceptin the
same context as “when hell freezes
over” — are “United Slates de-
fault.” But in just over a week, Un-
cle Sam faces the ignominy of not
meeting ils obligations as and
when they fall due.

It would be the first time since
1979 that this had occurred, al-
though that was put down to
computer-system failure.

If congress does not vote by
August 2 to extend the US’s debt
ceiling, President Barack Obama
and Treasury Secretary Timothy
Geithner have warned cerlain
social security payments will not
be able to be made.

Would that constitule delault?
Thatscemantic exercise is bouncing
around global investment markets
and the ratings agencies like a
roguc pinball.

But on August 4, $US30 billion
($27.6bn) worlh of shorl-term US
Treasury bonds are set to mature.
A further US$29bn in interest pay-
menlson Treasury securiliesis due
toinvestors on August 15. If the US
government fails to honour these
obligalions, that is default.

Ordinarily, the US defaulting
would be considered the financial
equivalent of an asteroid slamming
into the markets. It is unthinkable:
it would make the market
dislocations of the GFC look like a
picnic.

But the present scenario is more
a case of technical, or selective, de-
fault, where the US is reorganising
itstiscal settings. However, the fact
remains that in little over a week,
the US could lose its AAA credit
rating, to AA+, or even AA (de-
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pending on whether you talk to
Standard & Poor's, Moody's or
Iitch Ratings.) Sowhy aren’tinves-
tors panicking?

“The assumption seems to be, ‘il
the Treasury market isn't freaking
out, I won't’)” says Sean Callow,
currency slrategist al Westpac.
“There is a wide presumplion of a
last-minute deal, to do just enough
on the debt ceiling in terms of
spending cuts — something like
$USI trittion-$USL5 trillion over
10 years. US Treasuries are actu-
ally strengthening, behaving as the
safest asset across the risk spec-
trum, which is bizarre under the
circumstances.”

Michael McCarthy, cquity
strategist at contracts for differ-
ence (CFD) provider CMC
Markets, agrees. “It looks like the
bond market pros don't think a de-
fault scenario is going to happen.
The US 10-year bond is at 3 per
cent; the two-year notes are only
yielding 0.4 per cent. If there were
any real risk of default, the market
would take those yields much
higher. Those implications are tell-
ing you that the market impact
would be small.”

McCarthy points out that the
biggest holders of US Treasuries
arc China and Japan, who would
see any downgrade as technical. “1
don't think the Chinese or Japa-
nese would think that the US
Treasury is saying to its security
holders, ‘you can't have your inler-
est or principal’. If they defaulted
on the Treasuries’ interest later in
the monlh, well yes, all bets are off,

“But I think the biggest holders
of the Treasuries would under-
stand thal even a lechnical
downgradc to AA+ would still

represent an assessment that it is
highly likely that debts will be
paid.”

Callow says the markels “defi-
nitely believe” that the interest
payments due on August 15 will be
paid. “Il they were not, the share-
markets would certainly be sold-
off, but perversely, money would
flow inlo Treasuries. I[ the
Treasury market is right, there
would be a knee-jerk ‘tlight to
safely” inlo Treasuries and into the
US dollar. That would result in a
weaker Australian dollar.”

The combination of US and Eu-
ropcan debt uncertainty could
push the Australian dollar back to
parily, says Callow. “The Auslra-
lian dollar is certainly at risk. If the
US hit a real sovereign debt crisis
when Europe was slill struggling

and in fact there is scope for Eu-
rope to getalot worse — you could
see the Aussie below $USIL How
does that sound? It's now a bearish
call to see the Aussie at parity.”

Local investors are lar from
complacent about the US and
European debt crises. In fact, says
McCarthy, hedging activily is on
the rise. “Over the past three
months, we've seen a definite pick-
up in the outright selling of the
Auslralian index,” he says.

“Also, the holding period of
those short (selling) positions is in-
creasing: our average period would
have moved from one week to two
weeks. Like any average, that can
be misleading: some people hold
for more than two months, while a
lot are in and out in a day. But [
would say thal there has been a
definite increasc in people holding
short CFD positions on the Austra-
lian market for more lhan a
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month.”

CIDs suil the hedging of indi-
vidual sharcholdings because in-
vestors can take a ‘short’ CFD pos-
ition over the exact number of
shares they hold, but Chris
Weston, head of institutional deal-
ing at CFD provider IG Markels,
says heis “not seeing a lot of single-
stock hedging activity”. But he is
seeing “a huge pick-up” in short
activity in the Australian index.

“We've been seeing a lot of
traders looking to short the MIB
Index (Italy), the CAC (France),
the IBEX (Spain) and the US indi-
ces, but it is obvious lately that a lot
of people want to sell the Austra-
lian index to protect a portfolio. Or
they will express heir bearishness
by going long (buying) gold— gold
is making higher highs and lower
lows, it’s at record levels in many
currencies — orinthe currencies.”

With Europe holding centre-
stage until recently in the
sovereign-debt horror movie,
Weston says it was common to see
Australian CFD clients “playing”
the dislocalion by selling the euro
tobuythe USdollar. “That’s turned
around now. We see a lot of people

Barack Obama and Treasury Sccretary Timothy Geithner have warned certain social security payments will not be paid if the debt ceiling is not raised
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sclling the US dollar to buy the
Swiss franc. The Swiss franc is the
new sale haven,” he says.

Another area where Australian
investors like to hedge their
shareholdings or take a directional
bet on the indices is the listed war-
ranlmarket,bul thelevel of protec-
tion activity apparent there is
“nothing more than we've seen in
the lasl couple of years”, says Re-
becea Iesq, vice-president, war-
rants and structured product sales
al Citigroup Global Markels.

“You might have thought that
protection activity would have
suddenly jumped as people
became alarmed about the loom-
ing US debt ceiling deadline, but it
hasn't actually happened,” says
Fesq. “In fact, at the moment there
are just as many long warrant pos-
itions on the Australian index as
short.”

Moreover, she says, traders
aren’l holding short positions for
long enough to indicate that
they're protecting portfolios.

On the bond markel, Jim Sten-
ing, managing director of fixed-
interest broker FII(: Securities, is
seeing a “[light Lo salely™ into the

commonwealth government and
state government bonds. “You're
getting low 4 per cent for one to
three years in the CGDBs, but
around 4.5 per cent for the bigger,
more liquid state issues of the
equivalenl lerm — Queensland,
NSW, Victoria.”

Stening says retail fixed-
interest inveslors have learned a
lesson from the GFC, when they
headed into the listed interest-
bearing space — for example, the
listed hybrid securitics (so named
because they carry some of the
characteristics of debl and equily)
becausce of the higher yiclds.

It aretail investor is “really wor-
ried”, says Stening, lerm deposils
arc a good option to ride out the
storm (see table). “Australian retail
investors have a high degree of
confidencein the Australian bank-
ing system, which makes term dep-
osils a comfortable place for them
to place their funds.

“These deposits are guaranteed
by the commonwealth—although
this is under review — and pay
higher returns than government
bondssoit makessense to consider
them.”

Retail rates

RBA cash 4.75
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Per cent per annum
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LYS

a0 130 365
CBA 550 590 6.00
NAB 555 G40 600
AMNL RAD GO0 600
St George 550 585 540
Suncorp G095 611 611
BOW) RO0 605 610
ME Bank 585 605 615
Bendigo SO0 580 6l
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