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Tentative signs of contagion

There were tentative signs of contagion in the eurozone, but the week is ending on an optimistic

note

— Spain and Italy widened significantly earlier this week
— But Greece is still bearing the brunt of risk aversion
— Hopes that a deal can be agreed triggered a rally on Friday

This week we saw the first signs of contagion,
albeit tentative, from the impasse in Greece.
Spain, where the anti-austerity Podemos
party is leading the opinion polls, saw its CDS
spreads widen 11bps to 94bps (2003 ISDA
definitions), while Italy was 13bps wider at
113bps.

The defiant speech of new Greek prime
Alexis Tsipras on Sunday was the trigger.
Market participants expected Tsipras to strike
a more conciliatory tone after the ECB last
week stopped accepting Greek government
bonds as collateral. But the Greek
government is refusing to kow-tow to the
troika, and the threat of its banking system
being starved of funds is not producing the

retreat that Europe’s leaders no doubt desired.

Greek banks still have access to Emergency
Liquidity Assistance from the national central
bank, though this is reviewed every two
weeks by the ECB and can be withdrawn at
any time. The risk of a disorderly exit from the
eurozone has increased this week, though a
compromise including a politically acceptable
form of debt forgiveness remains the most
likely scenario.
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Indeed, the contagion this week has to be
placed in context. Spain’s spreads have
widened almost 30bps since January 23", a
considerable move. But at 94bps they are still
45bps tighter than this time last year, and
they are more than 500bps tighter than the
624bps reached in the wake of Greece's
credit event in 2012.
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The Hellenic Republic’s bonds and CDS have
borne the brunt of the failure to reach
agreement. The latter are nowhere near as
liquid as they were during the height of the
eurozone debt crisis. But they are still quoted,
and the 45 points upfront (2014 definitions)
level reached on Monday suggests that
another credit event is a real possibility. The
inversion of Greece’s credit curve is another
indicator of the country’s severe credit
distress. The one-year spread is now trading
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at well over 3,000bps, and the inversion has
worsened significantly in recent weeks.

Hopes that progress towards a deal may be
announced on Monday have triggered a
recovery today. But if there is still a stalemate
next week, we can expect more volatility as
the  February 28™ bailout deadline
approaches.
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