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Greek end game looms; Muni credit edges higher

Bond yields remain high but calm in Greece as June repayment tests approach; while despite
municipal credit creeping higher investor demand remains strong.

— Credit markets imply a 71% chance of Greek default, faces repayment test June 5™
— Greek two year bond yield has fluctuated above and below 23% since March
— MCDX has widened 13bps this year, but ETF inflows remains strong

Time is running out for Greece

Attention in the markets has once again
turned to Greece and a potential exit from the
eurozone as major debt repayments loom in
June. As talks to unlock bailout funds in
exchange for structural reforms continue
between Greek officials and ‘the institutions’,
progress remains languid and details sparse.

The IMF is due a repayment of €300m from
Greece on June 5", followed quickI%/ by
another €300m and €600m on June 12" and
16" respectively. While the market expects
Greece to find a way through June (the IMF
has confirmed Greece has the option to
bundle its June repayments), if no resolution
is found, July might present an end game
scenario when a €3.5bn bond repayment is
due to the ECB.

Credit markets currently imply a 71% chance
of Greece defaulting over the next five years;
a figure that hasn’t improved over the last two
months.
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CDS trading volumes on Greece however
remain very thin and have done since the ban
on naked short selling in 2012. In contrast,
the bond market has proven to be more
responsive to market sentiment.

The Greek ten year bond (2% 2025) yield
continues to hover above 10%, whereas more
sensitive shorter maturity bonds have been
yielding double, at over 20%. The 3.375%
coupon bond due to expire in 2017 has pared
losses over the last three days and currently
yields 22.91%, down from 25.29% on
Tuesday This was only the second time this
year that yields tipped above 25%, the other
time between 21%-24" April. The 23%
appears significant, as yields have surpassed
and subsequently retreated from here on four
separate occasions since March

Muni risk

On May 12" Moody’s downgraded Chicago’s
municipal bonds to junk status, citing pension
deficit problems. The downgrade came as a
surprise, especially the timing, as it threw off
debt refinancing obligations. This hasn’t been
a special case in the US muni market; Puerto
Rico was also downgraded in April and faces
problems of its own.
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The MCDX, a credit index referencing 50
municipal single name CDS, continues to
creep higher. The latest spread, 97bps, is
13bps higher than at the start of the year. The
widening credit spread signals that cost to
protect against municipal bonds defaulting is
becoming more expensive.

Despite the concerns in credit markets,
Chicago still managed to pull off a successful
bond sale this week to rapturous investor
demand, albeit having to offer higher yields
than normal. The demand was not just in
primary markets however; investors have
been piling into fixed income ETFs tracking
municipal bond indices. A small hiccup
following the Chicago downgrade, where

ETFs saw a small outflow, quickly rebounded
with the week starting May 18™ recording the
second highest weekly inflow this year.
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