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The so-called January effect of swelling corporate debt
issuance and solid buying of morigages has helped swap
spreads for now buck any fear of an inverted Treasury yield
curve. In contrast, when the Treasury curve inverted in the past,
swap spreads over Treasurys have marched wider.

“An inverted curve should push both swap and mortgage-
backed securities spreads wider,” writes Steven Abrahams, sen-
for managing director rates markets at Bear Stearns.

“I was wrong” he says., adding, “for the last month, the
market has blithely ignored my rationale. Spreads on both 10-
vear swaps and on the option-adjusted of par 30-ycar MBS
have tightened to Treasurys by more than 7.0 basis points.”

Some observers think this time, a sustained inversion of the
Treasury curve will drag the swap rate curve with it, and not
punch swap spreads dramatically wider. Call it one of the per-
verse consequences of Fed chairman Alan Greenspan’s “conun-
drum” as lower risk premiums impact swapt

Bear’s Abrahams remains resolute on h
ing up. Not yet.”

Staying with the yield curve and the topic of risk premi-
ums, Merrill Lynch derivatives strategist Jim Caron thinks its
current shape tells us “the belly is very rich,” making it the part
of the curve “most mispriced” and due for significant cheapen-
ing this year.

“This will lead to the next big trend” in the U.S. rate mar-
kets, adds Caron.

Up to now the belly, or five to 10-year sector, has benefited
from “excessive foreign purchases,” and that really ignores
“future economic conditions.” Notably, the five-ycar has been
the closest yielding Treasury note to the current 4.25% federal
funds rate for some time. It's a reflection of market expecta-
tions that the Fed will cut rates at the end of the year, under-
lined by the sustained inversion between 2006 and 2007 three-
month eurodollar interest rate future contracts.
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