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Volatility: Low, yet up for a
change

Volatility has declined during the past month, yet

key events lurk on the horizon. In particular certain
segments of the EUR vol grid have declined markedly.
We review three key eventsto the vol market ahead of

year end and recommend a 3AM 10Y atmf payer swaption.

Volatility hovering just above all timelow

In the past week we have noted a significant drop in volatility, in
particular in the swaption volatilities with short expiries (chart 1).
As a consequence of declining volatilities, volatility positions are
surprisingly cheap ahead of focal eventsin the near future. The
general trend has been that volatilitiesin the top right corner of the
volatility grid have declined during the previous weeks (table 1,
red cells). Z-scores in bracket also point to relative cheapness of
volatility when compared with the previous 90 days.

Chart 1: Implied bpVol on EUR swaptions
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Thetrade —3m10y atmf swaption

We find the current pricing of the top right corner of the EUR

vol grid to be very cheap, reflecting the move during the past
week (table 1). Aswe view the risk to be skewed to the upside we
particularly like the 3m10y payer swaption (ATMF strike of 0.44).
The pricing suggests that the 10Y swap only needsto sell off by
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around 9bp for being in the money. Such a*“minor“ move could
be caused even without an isolated driver. The strong move on
Bloomberg' s ECB taper story caused a surprisingly stark selloff of
10bp which continued another Sbp during the following days just
shows that the markets can react in an irrational fashion with low
liquidity, despite no new info.

Table 1: Vol surface. 1w bpVol change and 90d z-scores in brackets
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The background

Volatility in the euro rates markets declined during the past weeks.
In fact, on Friday the 10Y EUR swap rate traded in avery narrow
intraday band of less than 3bp (Chart 2). This has only happened
three times earlier this year.

Historical low volatility islikely to rebound higher as several key
events in the near future can stir up volatility until year end and
possibly into early January.

Chart 2: Intraday trading range on EUR 10Y swap
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Wethereforefind that there arethree distinct triggersthat could spur significant
volatility:

1)POTUS - The 8 November US presidential election (8 Nov):

The current polls point to a Clinton win in the upcoming US
election athough a Trump win would spike volatility. We believe
it istoo soon to call the election as lessons from the Brexit vote
from late June showed that polls are not always conclusive. Note
that in case of a Trump win, receiver swaption positions would be
preferred, unlike the position proposed above.

2)ECB meeting - The monetary policy meetings in December by the
ECB (8 Dec):

Thereis no clear consensus on the upcoming changes from the
ECB’s monetary policy meeting in December. A recent Bloomberg
poll from prior to the ECB meeting last week among economist
only forms a consensus on an extension of the asset purchase
programme (Chart 3). Last week’ s meeting did not provide new
evidence of changes to the ECB programme. Note that in the 17
October survey, around 60% of economists expects aremoval of
the deposit floor restriction (not shown in chart).

3)FOMC meeting - The Fed’s equivalent 14 Dec, table below. On
top of that, year-end effects could also play an important role for
volatility (14 Dec):

Thefinal focal event of the year isthe FOMC meeting on 14
December. Fed fund futures point to around 70% probability
of ahike, but the focal point will also be the communication of
the central bank. In particular the dot plot which has recorded
significant revisions during the previous meetings.

Date Event
02-Mov-16 FOMC meeting
08-Mov-16 US presidential election

04-Dec-16 ltalian constitutional referendum
06-Dec-16 ECB meeting
14-Dec-16 FOMC meeting

Y ear -end effects
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Despite the obvious triggers above, recall the year-end effects
approaching in alow liquidity market. Asliquidity has dried up,
guotes could likely be somewhat wider than historical patterns.
History shows that volatility tendsto drop in the final month of the
year compared to the previous 11 months, but as we have crucial
ECB and FOMC meetings one should be cautious to rely on these
results.

Chart 3: Bloomberg survey on ECB measures
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damages resulting from the information in this publication or report.

Risk information

The risk of investing in certain financial instruments, including those mentioned in this document, is generally high, as
their market value is exposed to a lot of different factors such as the operational and financial conditions of the relevant
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shifts in market sentiments etc. Where an investment or security is denominated in a different currency to the investor’s
currency of reference, changes in rates of exchange may have an adverse effect on the value, price or income of or from
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are based on assumptions that may not be realized. When investing in financial instruments, the investor may lose all or
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Conflicts of interest
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To limit possible conflicts of interest and counter the abuse of inside knowledge, the author of Nordea Markets are
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research material, contact with other units of the Group Companies and personal account dealing. The internal rules have
been prepared in accordance with applicable legislation and relevant industry standards. The object of the internal rules
is for example to ensure that no author will abuse or cause others to abuse confidential information. It is the policy of
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Distribution restriction

The securities referred to in this publication or report may not be eligible for sale in some jurisdictions. This research
report is not intended for, and must not be distributed to US persons or within the US.

With respect to Singapore, this research report is intended only for, and may be distributed only to, accredited investors,
expert investors or institutional investors in Singapore who may contact Nordea Bank, Singapore Branch of 3 Anson Road,
#22-01, Springleaf Tower, Singapore 079909. This publication or report may be distributed by Nordea Bank, Singapore
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