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The end of Risk on - Risk off.   Although all eyes are on current account risks in emerging 
markets, within the G10 complex there has been a complete breakdown of the Risk on – Risk 
off regime. 

CHART 1: Correlation breakdown  
DXY and AUD TWI correlation to S&P index 
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G10 Highlights.  RBA stays on hold. GBP benefits from better data, ignore the Verizon hype. 
USD to benefit from better data. 

FX Metrics.  We use correlation forecasts to construct optimized carry trades. Based on this we 
outline a trade idea on carry trades. 

EM Highlights.  NBP to remain neutral. Mexican central bank to stay on hold. CBRT stays put 
– for now? 

Tactical trade recommendation. Enter into EUR-GBP downside seagulls 

Technical Analysis. EUR-GBP has started to erode its 2012 -2013 uptrend  

Event calendar. Central bank meetings and US Non Farm Payrolls are the highlights this 
coming week. 
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The end of Risk on – Risk off 
Although all eyes are focussed upon current account  risks in emerging markets, within 
the G10 complex there has been a complete breakdown  of the risk on – risk off regime 

Over the last 6 years investors in G10 have become used to the risk on – risk off trading regime 
where higher yielders outperform during periods of increasing risk appetite whilst lower yielding 
currencies tended to depreciate and vice versa. What is notable is that there was little differen-
tiation of such currencies along fundamental lines; higher yielders simply appreciated en mass, 
while lower yielding currencies lost ground. The cause of this dynamic lay with central bank 
liquidity policies. By flooding markets with abundant liquidity and effectively mitigating tail risks 
(think of the ECB’s LTRO policy) volatility term structures flattened to lower and lower levels  
with consequent appreciation of higher yielding currencies. Investors did not have to concern 
themselves with differentiation. Until now that is. 

Since April of this year the old risk on – risk off correlation has broken down (Chart 2). If this 
was just a case of one leg (high yielding currencies) exhibiting a breakdown of correlations it 
would not be such an issue, after all idiosyncratic factors have a role to play. The fact that lower 
yielders also exhibit a change in behaviour indicates a more profound adjustment is underway. 
Investors therefore have to prepare for a different style of trading currencies in an environment 
characterised by decreasing liquidity, increasing volatility and more directional trends. 

We have two possibilities when thinking about how G10 moves will tend to pan out. Either we 
revert to a risk on / risk off profile, albeit with less extreme moves, or we move towards a differ-
ent paradigm where currencies trade in line with fundamental developments. Consider a return 
to the risk on / off regime. As central banks cease their ultra accommodative monetary policies 
and start to eventually withdraw excess liquidity this will increase volatility which should lead to 
the underperformance of carry trades. That being the case it is instructive to look at carry to risk 
ratios (Chart 3). While the drop in the AUD ratio this year was mainly due to the fall in local 
interest rates, any increase in volatility will have a further deleterious impact upon these ratios 
(i.e. larger denominator). Given that offsetting increases in base rates look unlikely over the 
short to medium term it stands to reason that higher yielding currencies will not benefit to the 
same extent as in previous instances.  

The tricky part for investors in G10 will be in differentiating amongst the lower yielders such as 
USD, JPY and CHF. Perhaps the clearest trend to be seen lies with the development of USD 
exchange rates, which show the USD has outperformed against most G10 and EM currencies 
year to date. The question for investors is how to trade JPY and CHF; which of the two will lose 
the most ground? 

 

CHART 2: Correlation breakdown  
AUD TWI and DXY correlation to S&P index 

 CHART 3: Passed the point of no return  
 3 Month Carry to Risk ratio 
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G10 Highlights 
RBA stays on hold. Sterling benefits from better da ta, ignore the Verizon hype. USD to 
benefit from better data. 

AUD:  As expected by a majority of analysts overnight the RBA left rates on hold at 2.50%.  In a 
notable development the RBA removed the phrase of there being ‘scope’ to ease policy further, 
which effectively means that the RBA no longer has a clear easing bias. AUD rallied in the 
immediate aftermath of the statement moving towards levels around 0.9050. Positioning re-
mains heavily short AUD so there is some scope for a short squeeze as marginal positions 
come under pressure. In the near term that means investors should keep an eye on EUR-AUD, 
which could grind lower coming into the US NFP release this Friday.  

GBP: Yesterday the pound appreciated against most of the majors following better than ex-
pected Manufacturing PMI data. This wasn’t a case of merely beating already low expectations 
as the series reached its highest level in nearly 2 years. To a certain extent the pound has 
underperformed in recent months relative to the improvement in underlying UK economic data, 
but this can be explained largely by the BoE’s forward guidance announcements, which seek to 
prevent a premature tightening of financial conditions. The remainder of the week will be rather 
busy in terms of data releases with Construction and Services PMI set to be revealed, along 
with the BoE meeting on Thursday where we expect rates and asset purchases to remain un-
changed at 0.5% and £375 billion respectively.  

One story doing the rounds will be the impact of the Verizon deal upon the pound as already 
some market commentators expect that this will lead to appreciation pressure. To be clear 
about this, we don’t see this as being newsworthy. A £60 billion deal is of course big news, but 
in the context of typical weekly GBP volume of £800 billion it is difficult to argue that any effect 
can be anything other than transitory. The bottom line is that there are decent reasons to ex-
pect the pound to trade somewhat more robustly, albeit that the Verizon deal is not one of 
them. 

USD: The key event risk this week will of course be the NFP release on Friday. Coming into 
the release markets seem to have priced in Fed tapering of QE3. US 10 yr yields now trade 
around 2.8% and EUR-USD has rejected levels above 1.34 to trade closer to 1.32. Expecta-
tions are for a print of 180k, which although not a staggeringly high number, it is still indicative 
of job growth (which is more than the euro zone can say). In any case a decent number should 
put the nail in the coffin as far as market expectations are concerned for an early taper. All told 
there are more and more compelling reasons to expect meaningful USD appreciation in the 
coming quarters. 

 

 

CHART 1: USD making ground  
% Gain / Loss Vs. USD since 26th August  

 CHART 2: GBP underperforms data improvement   
 EUR-GBP spot, UK Economic Surprise Index 
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FX Metrics 
G10 carry trade indices  

The portfolio weighting of a common carry trade strategy often simply corresponds to the rank-
ing of the interest rate levels. Moreover the number of investment positions is usually fixed at 
the outset. However, such a strategy does not effectively exploit the benefits of diversifying 
across different investments. We therefore suggest a portfolio strategy that optimizes the diver-
sification effect and significantly reduces the downside risk entailed in carry trades using 
“mean-variance” optimization. 

Below we illustrate an example of a mean-variance optimised carry trade portfolio on a se-
lected currency basket with a pre-set risk level. For the optimization the variance has been 
chosen randomly and can be adjusted as required. 

CHART 3: Historic performance of optimized Carry Trade 
Portfolio  
Cumulative return1 since 6 January 2009, weekly rebalancing, 
target variance: 6%; Naïve strategy: B&H strategy, 3 high yielders 
long, 3 low yielders short; Currency basket: EUR (base), USD, 
GBP, JPY, AUD, SEK, CHF (excluded after Sept 2011) 

 CHART 4: Portfolio weights for week 3 Sep to 10 Sep  
Currency basket: EUR (base), USD, GBP, JPY, AUD, SEK; weights 
in % 
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Source: Commerzbank Research 

Methodology 

Our optimized strategy considers the correlation of the exchange rates in the portfolio 
weighing decision, i.e. the good old “mean-variance“ optimisation according to Harry 
M. Markowitz. For the carry trade portfolio this means investing in carries in such a 
manner that an optimum relation between carry and the risk assumed is achieved. 
Needless to say, the more accurate the estimate of the correlation matrix the larger the 
advantage of the portfolio optimisation. For our portfolio we therefore use a trend 
model to forecast the relevant correlations on a weekly basis. In particular, the forecast 
is based on a linear trend over the weekly correlations of the last month. This trend is 
then extrapolated to the coming week to yield a forecast. Subsequently, the trend is 
rolled over on a weekly basis. This trend-based forecast therefore uses more timely 
input which ultimately increases forecast accuracy.   

 

                                                                            

1 Returns are based on Tuesdays’ London opening 
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EM Highlights 
NBP to remain neutral. Mexican central bank to stay  on hold. CBRT stays put – 
for now? 

PLN: The PLN along with its Central Eastern European peers has been outpeforming within 
the EM currency universe. One reason is without a doubt the recently better than expected 
economic data from Poland (strong industrial production, retail sales and PMI) as well as the 
euro zone. This has made it all clear that the central bank will leave key rates unchanged until 
year end. As inflation has recently picked up the market is even starting to factor in rate hikes in 
the foreseeable future. We expect the NBP to however remain cautious and to highlight that 
there are still growth risks lying ahead, particularly stemming from the euro zone. Those betting 
on a particularly hawkish NBP are likely to be disappointed. Nonetheless we expect the PLN to 
continue outperforming as the Polish economy is increasingly improving.  

MXN: Although economic data disappointed recently and consumer price inflation came down 
in the past months the central bank is likely to keep its rates unchanged on its decision on 
Friday. However, speculations are rising that the central bank might cut its rates in one of its 
next meetings. We expect the central bank to stay on hold for the time being, though, as we 
expect the economy to be in much better shape in the second half of the year due to an im-
proved US economy and Mexican reforms. Additionally, against the background of a weaker 
peso we do not see much room for the central bank to ease monetary policy. While we remain 
generally optimistic regarding the peso the environment for EM currencies is unfavourable at 
present. The uncertainty about the US monetary policy is high and in addition there are geopo-
litical risks. Moreover there are no unambiguous signals from the Mexican economy yet which 
would clearly prove that the situation in Mexico really is improving. As a result it is a difficult 
moment to bet on a stronger peso. We therefore prefer to remain on the side-lines. 

TRY: USD-TRY has come off its recent all time highs on the back of more benign global senti-
ment. As a result the CBRT has so far not delivered any previously announced further tighten-
ing measures (apart from the regular FX auction and cancellation of 1-week-repo auctions) as it 
apparently does not see the need to act just yet. However, considering that there are plenty of 
event risks lying ahead which could shake up market sentiment quickly (e.g. ECB rate meeting, 
US labour market report etc), it would be in the CBRT’s interest not to strain the market’s pa-
tience too much. Should the CBRT decide to stay put in the following days, a renewed spike of 
USD-TRY towards 2.08 could be well on the cards.  

 

 

 

 

CHART 8: PLN outperforming  
% Gain / Loss Vs. USD since 27th August 2013 

 CHART 9: Poland: rate hikes on the horizon  
Difference 3M Wibor and FRAs of different maturities 
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Tactical trade recommendation 
Enter into EUR-GBP downside seagulls 

Yesterday’s Manufacturing PMI confirmed the cyclical improvement in UK economic data. 
Indeed since the beginning of the summer UK economic data have shown a steady improve-
ment; whilst the pound has traded with a slightly offered bias in large part due to the BoE’s 
forward guidance policy. By some measures the pound has underperformed relative to the 
improvement in underlying data and hence there could be scope for sterling to play catch up. 

Coming into the fourth quarter EUR-USD will likely trade with a downside bias as the market 
starts to price in Fed tapering and as such the soft side of EUR-GBP will be to the downside. 
Positioning is still short the pound hence there could be some short covering which could lead 
to an aggressive move in the coming weeks. We recommend investors to enter into 6 week 
downside seagulls by selling 0.86 calls, buying 0.845 EUR puts and selling 0.8250 EUR puts 
for a cost of approx 0.25% of notional. 

  

CHART 5: Positioning still short GBP  
EUR-GBP spot, IMM net non commercial futures 

 CHART 6: Risk reversal points to the downside  
 EUR-GBP spot, 3 Month Risk Reversal in % vol 
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TAB. 1: Discretionary Option Trade Recommendations (base c urrency EUR)  
Trade date Strategy Expiry  Size Premium  Value  P&L Open / 

Closed  
04.02.2013 Short EURp-CHFc 1.2050    04.12.2013  1m +1.10% -0.21% 0.89% Open 

12.03.2013 Sell CAD-MXN risk reversal 13.00 / 11.90 12.09.2013 2m x 1m 0.28% 0.05%           -0.23% Open 

28.05.2013 Buy USD-CHF risk reversal 0.94 / 1.00 28.08.2013 1m x 1m 0.23% -1.50% -1.73% Open 

08.07.2013 Sell GBP-USD risk reversal 1.51 / 1.46 08.10.2013 1m x 1m            0.01% -3.60%  -3.61% Open 

20.08.2013 Buy AUDp-JPYc  87.00 19.09.2013 1m            0.42% 0.69% 0.27% Open 

03.09.2013 EUR-GBP seagull 0.86, 0.845, 0.825 14.10.2013 1m x 1m x 1m            0.25% 0.16% -0.09% Open 

 
Sources:  Bloomberg L.P., Commerzbank Research 
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Technical Analysis 
EUR/GBP has started to erode its 2012-2013 uptrend.   

EUR/GBP came under increasing downside pressure throughout August and this has culmi-
nated in a break below the 2012-2013 up trend at 0.8523 this morning. We have seen the mar-
ket head back to its 200 day ma at 0.8481 and while it is possible that we will see some con-
solidation around this zone, the recent move lower has been damaging. 

The market appears to have recently failed at the top of a 4 year down channel, which is cur-
rently located at .8750. This coupled with the break of the 2012-2013 uptrend is viewed as 
extremely negative from a longer term perspective.  

Beyond some consolidation, the risks have increased that we will see further weakness. The 
initial downside target is the 0.8399/0.8367 zone; this is the low that we saw in April and the 
200 week moving average. Just above here at .8402 is the 38.2% retracement of the move up 
from the 0.7757. This .8402/0.8366 zone is expected to act as a major break down zone. Fail-
ure here will trigger losses to 0.8155 and eventually head back to the 2012 low at 0.7757 and 
potentially to the base of the channel, currently at 0.7590. The 2012 low of approximately 
0.7750 is achievable by the end of 2014. 

 

CHART 7: EUR/GBP weekly  
Eroding the 2012-2013 uptrend 

 
Source: CQG, Commerzbank Research  

 

 

 

 

 

Author:  

Axel Rudolph 
+44 20 7475 5721 
axel.rudolph@commerzbank.com 
 
 
 

June low at 80.50 underpins 

Author:  

Karen Jones 
+44 20 7475 1425 
Karen.jones@commerzbank.com 
 
 
 



 

  3 September 2013 8

Event Calendar 
Date

Time 
(GMT)

Region Release Unit Period Survey Prior

04 September 07:00 RON Net wages yoy JUL - 3.5

07:00 HUF GDP yoy 2Q F - 0.5

07:00 RON GDP yoy 2Q P - 1.3

07:55 GER PMI Services (Markit) AUG F 52.4 52.4

08:00 EUR PMI Services (Markit) AUG F 51.0 51.0

08:30 GBP PMI Services (Markit) AUG 59.7 60.2

09:00 EUR Retail sales mom JUL 0.2 -0.5

yoy JUL -0.3 -0.9

09:00 EUR GDP qoq 2Q P 0.3 0.3

yoy 2Q P -0.7 -0.7

- PLN Interest rate decision % SEP 4 2.50 2.50

11:00 USA MBA Mortgage Applications % AUG 30 - -2.50

12:00 RUB CPI weekly year to date % SEP 2 - 4.5

12:30 USA Trade balance USD bn JUL -38.8 -34.2

14:00 CAD Interest rate decision % SEP 4 1.00 1.00

05 September 07:00 CZK Trade balance CZK bn JUL 28.5 33.0

07:30 SEK Interest rate decision % SEP 5 1.00 1.00

10:00 GER New orders mom JUL -1.0 3.6

yoy JUL 2.9 4.3

- JPY BoJ Target Rate % SEP 5 - 0.10

11:00 GBP Interest rate decision % SEP 5 0.50 0.50

11:00 RUB FX and gold reserves USD bn AUG 30 - 508.1

11:45 EUR  ECB Interest rate decision % SEP 5 0.50 0.50

12:15 USA ADP report K AUG 185 200

12:30 USA Initial jobless claims K AUG 31 330 331

14:00 USA New orders mom JUL -3.5 1.5

14:00 USA ISM non-manufacturing AUG 55.0 56.0

06 September 05:00 JPY Leading Index CI JUL P 107.9 107.2

Coincident Index CI JUL P 106.9 105.5

07:00 HUF Industrial production mom JUL P - 1.2

yoy JUL P - 1.7

07:00 CZK Industrial production yoy JUL 2.0 -5.3

07:15 CHF Consumer prices mom AUG 0.0 -0.4

yoy AUG 0.0 0.0

08:00 NOK Industrial production mom JUL - 0.5

yoy JUL 0.0 -5.5

08:30 GBP Industrial production mom JUL 0.2 1.1

yoy JUL -1.7 1.2

10:00 GER Industrial production mom JUL -0.5 2.4

yoy JUL 0.9 2.0

12:30 USA Nonfarm Payrolls K AUG 180 162

Unemployment rate % AUG 7.4 7.4

08 September 23:50 JPY GDP qoq 2Q F - 2.6

09 September 07:00 CZK Consumer prices mom AUG -0.1 -0.2

yoy AUG 1.4 1.4

07:00 TRY Industrial production yoy JUL - 4.2

07:15 CHF Retail sales yoy JUL - 2.3

08:30 EUR Sentix SEP - -4.9

14:00 HUF Budget balance bn, ytd AUG - -851

23:01 GBP RICS housing market index AUG - 36.0

10 September 05:30 CNY Industrial production yoy AUG 9.9 9.7

07:30 SEK Industrial production mom JUL - 3.0

yoy JUL - -4.0

08:00 NOK Consumer prices mom AUG - 0.4

yoy AUG - 3.0
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