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Market Pulse DKK:
Very modest outlook for callable bonds in 2020

 The current OASgov points to a very modest or even poor 2020 for callable bonds relative to government bonds

 We base this conclusion on the relation between OASgov in the start of the year and the realized excess return
following year. We have used the recent 16 year’s realized returns

* In our view callable bonds should be used for opportunistic trading in 2020 unless OASgov widens some 15bp

« We don’t foresee that foreign investors will drive spreads tighter, which is confirmed by the fact that their share
of the market have not increased the recent six months (read more here)

* If 2020 becomes a year with no surprises and a very stable rate development where implied volatility will decline
on the back of lower realized volatilities, then callable bonds can do okay. But that’s a big if!

* It's possible that we can see some temporary performance after the year-end effects are gone and

reinvestments kick off in first part of January, but for the full 2020 the outlook seems very modest
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Return

Year-on-year excess returns in callable bonds vary much
Is there an indicator that points to whether a given year will be prosperous for callable bonds?

Looking at year-on-year excess returns on callable bonds relative to government bonds over the last 16 years the picture is
mixed. In 6 of the 16 year the callable bonds underperform and in some years the excess return have been very limited

Could OASgov be an indicator of what to expect with regards to excess returns in the following year and will the current OAS
point toward a prosperous year for callable bonds?

Year-on-year excess return on Callable bonds relative to Government bonds (CM5Y)
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History indicates that callable bonds only do well when OAS is sufficiently high

when entering the year
The current OAS points to a slow year for callable bonds

Since 2004 callable bonds have only outperformed government bonds when OASgov has been larger than 70bp (with 2006 as
an exception, see later). This shows that callable bonds need some OASgov to compensate for the embedded risk

Currently OASgov is 51bp on 1%50 ( line). So based on historical observations alone, the likelihood that callable bonds will
overperform government bonds in 2020 seems low

The tightening of the swap-gov spread over the last years have benefitted callable bonds relative to government bonds. We
don't believe that Danish government bonds will underperform swaps in 2020 and therefore callable bonds is not expected to
gain anything on that account

In the start of 2006 OASgov was very low but callable bonds nonetheless performed. This was a result of the support from large
borrower buybacks on the back of the massive increase in rates. This is in our view not a likely scenario for 2020

Year-on-year excess return on Callable bonds relative to
Government bonds (CM5Y) plotted against OASgov in the
beginning of the year on the 30Y on-the-run
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Return

What can save callable bonds in 20207

A year with absolutely no surprises will benefit callable bonds — but that’s a big if!

As we argued on the previous page the current OAS isn't sufficiently large to compensate for blows to the risk factors that
happen in a typical year. So what does it require for callable bonds to overperform government bonds?

Callable bonds does price in the negative convexity as well as the development in implied volatility. This is shown in the chart
below. So, if 2020 becomes a year with no surprises and a very stable rate development where implied volatility will decline on
the back of lower realized volatilities, then callable bonds can do okay. But that's a big if given the large uncertainty regarding
the true state of the economy, the new strategy of the new ECB president and the many unsolved issues (trade war, Brexit, Italy

)

Year-on-year excess return on Callable bonds relative to Government bonds (CM5Y) (blue lines) and a replica of the
Convexity/Vega in a basket of duration neutral EUR Swaption straddles (red lines)

—— Excess return cm5Y
—— Callable benchmark replica
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Disclaimer

Nordea Markets is the commercial name for Nordea’s international capital markets operation.

The information provided herein is intended for background information only and for the sole use of the intended recipient. The views and other information provided herein are the current views of
Nordea Markets as of the date of this document and are subject to change without notice. This notice is not an exhaustive description of the described product or the risks related to it, and it
should not be relied on as such, nor is it a substitute for the judgement of the recipient.

The information provided herein is not intended to constitute and does not constitute investment advice nor is the information intended as an offer or solicitation for the purchase or sale of any
financial instrument. The information contained herein has no regard to the specific investment objectives, the financial situation or particular needs of any particular recipient. Relevant and
specific professional advice should always be obtained before making any investment or credit decision. It is important to note that past performance is not indicative of future results.

Nordea Markets is not and does not purport to be an adviser as to legal, taxation, accounting or regulatory matters in any jurisdiction.
This document may not be reproduced, distributed or published for any purpose without the prior written consent from Nordea Markets.

In the United States, to the extent that this publication or report includes an analysis of the price or market for any derivative and is not otherwise exempt from the applicable U.S. Commodity
Futures Trading Commission (CFTC) regulations, it is approved for distribution in the United States to US persons that are eligible contract participants from a CFTC perspective. Nordea Bank
Abp is a provisionally registered swap dealer with the CFTC. Any derivatives transactions with US persons must be effected in accordance with the provisions of the Dodd-Frank Wall Street
Reform and Consumer Protection Act.

Nordea Bank Abp, Satamaradankatu 5, FI-00020 NORDEA, Finland, domicile Helsinki, Business ID 2858394-9

Further information on Nordea available on www.nordea.com
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