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Leverage Is Increasing… 
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… and the appetite for 
forward starting bonds 
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… and QE purchases have 
outstripped EU issuance… 

An environment of low / 
compressed yields 

... extends duration of 
holdings 

… increase leverage on 
risk parity strategies 

…drives an appetite for 
more lower-rated bonds 

Global Investment Grade FI Instruments 2017 
 

EU and US Life Insurers: Bond Allocation Japanese Life Insurers Investment Portfolios Leverage for Theoretical Vol Target  
Investment Portfolio  (60d ma) 

Government Bond Issuance and Official Demand 
($ blns, 12m moving sum) 

Sources: IMF Staff estimates, Bank of Japan, SNL Finance, Citi Research 
IMFGlobal Financial Stability Report, October 2017 https://www.imf.org/en/Publications/GFSR/Issues/2017/09/27/global-financial-stability-report-october-2017 
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… BUT Going Forward Who Will Absorb Additional Supply? 
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• Treasury issuance will increasingly have to 
be absorbed by the private sector.   
 

• The scale of the increase given deficits and 
Fed rundown is unprecedented.  
 

• Will rising real rates cause an accident?  

• Advanced Economy private sector 
absorption of the safe bonds will also 
have to increase but now on a shallower 
trend given stable balance sheets and 
budgets elsewhere.   
 

• Is there a global crowding out channel? 
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… At A Time When Regulation is Putting Pressure on Liquidity 
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Leading banks have steadily reduced inventory since implementation of the Basel III framework, a factor leading 
some investors to focus on using index over individual security exposure 

• Concerns voiced in the 2016 survey about the limited 
ability of sell-side banks to absorb liquidity shocks 
were re-iterated in this year’s conversations.  
 

• Securities for sale on U.S. bank balance sheets hit a 
new post-2000 low in Q1 2017 falling to only $12.8 
trillion 
 

• Adjustments to U.S. Bank Regulatory policy are likely 
to take some time with the new administration 
exploring potential changes like the reversal or 
amendment of the Volker Rule 
 

 

• Equities and bonds held on E.U. bank balance sheets 
peaked at €7.9 trillion in the aftermath of the Global 
Financial Crisis but have fallen by 18% to only €6.5 
trillion in Q1 2017 
 

• Survey participants continue to cite reduced bank 
inventories, and the associated low or variable 
liquidity, as an impetus to encourage large institutions 
to use index exposures in certain regions and 
markets, and thereby continue to fuel the move to 
passive 
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Securities Available For Sale on US Bank 
Balance Sheets 

$18.7T 

$13.0T $12.8T 

$17.2T 

-26% 

-2% 
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Equity and Bond Securities held on EU bank 
balance sheets 

€7.9 T 

€6.5 T 

-18% 

Source Right Hand Chart: Quarterly Trends for Consolidated U.S. Banking Organizations Q1 2017, Federal Reserve Bank of New York https://www.newyorkfed.org/research/banking_research/quarterly_trends.html;  
Left Hand Chart: ECB Statistical Warehouse data https://www.ecb.europa.eu/stats/supervisory_prudential_statistics/consolidated_banking_data/html/index.en.html 
 
 

https://www.newyorkfed.org/research/banking_research/quarterly_trends.html
https://www.ecb.europa.eu/stats/supervisory_prudential_statistics/consolidated_banking_data/html/index.en.html


Liquidity in Primary Market Activity Is Not Stable … 
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Depth of Primary Periphery European Markets 
● The demand for government bond can be 

measured by over-bidding in primary markets 
 

● In periphery market the ECB backstop has 
resulted in a regime change in primary market 
liquidity.  

 

● Primary market depth has doubled from the 
height of the sovereign debt crisis in 2012 

 

● Lower volatility and different investor types has 
creates a more benign environment  

 

● BUT it is unclear how market function will impact 
periphery primary markets post APP.  

Market remains supportive of primary government but this can quickly disappear during periods of stress 



… And Positioning Can be Highly Directional… 
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Positioning / PnL for USTs and Bund Positioning / PnL in BTPs (futures/cash) 

The feedback loop between positioning / PnL drives price action which when large can create instabilities 
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Normal Market Function 
 … short and in making profit into 2017 sell-off 

Stress Market Function 
 … long and losses into 2018 BTP sell-off 
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… Which Can Impact Secondary Market Liquidity During Stress 
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10y Bund Liquidity - Futures 



Meanwhile ETFs Grow in Importance as a Trading Tool…  
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Changes in Bond ETF & Cash Bond Trading Volumes 
During Stress Periods vs Prior 10 Days  

LEADING BOND ETFS CASH BONDS 

● While accounting for <10% of U.S. equity 
capitalization, ETFs are disproportionately used as 
trading tools accounting for 27% of dollar volume in 
H1 2017 

● In periods of extreme volatility, there is a tendency for 
this dollar share volume to spike 

● As with Equity ETF products, the Bond ETFs are 
performing both a liquidity and a cash substitute role 
in markets, offering a safe haven in periods of stress 

 

 

The use of ETFs is increasing – for instance their outsized dollar volume share / correlation to volatility in the 
U.S. market and their role as substitute in bond markets, offering a safe haven in periods of stress 
 

Source: Citi Research, ETF Sponsors ETF Perspectives: Tail Wagging the Dog? Not Yet!, “Corporate Bonds ETFs Performing Under Pressure”, ETF.com, 
Tony Barchetto, September 20, 2016, http://www.etf.com/sections/white-papers/corporate-bond-etfs-performing-under-pressure?nopaging=1 

 

https://www.citivelocity.com/t/eppublic/16N21
http://www.etf.com/sections/white-papers/corporate-bond-etfs-performing-under-pressure?nopaging=1


… Which Generates Liquidity Around Arbitrage Channel … 

Creates ETF Shares 
  
Receives ETF Basket 
 

ETF Trades at a PREMIUM 
i.e. ETF = 110, Basket = 100 

Redeems ETF Shares 
  
Pays ETF Basket 

Sell ETF Shares 
 +110 

Buy ETF basket 
-100 

Buys ETF Shares 
-90  

Sells ETF basket 
+100 

ETF fund  
Sponsor 

Market  
Makers 

(MM) 

Authorised  
Participants  

(AP)  
Investor 

Arbitrage Channel 

ETF Trade at a DISCOUNT 
i.e. ETF = 90, Basket = 100 

Sell ETF Shares   
WAIT 

Buy ETF Shares 

Authorized Participants bridge the cap between primary / secondary markets to ensure the ETF tracks closely 
the underlying asset via a create / redeem mechanism. 
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Buys ETF Shares  
WAIT 

Sells ETF basket 



… Which Can Impact Market Function 
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Risks 

Inverse and Vanilla BTPs ETFs Fund Premium of Inverse VIX ETF 

• Trading costs: Democratization of risk resulting in tighter 
bid/offer spreads 
 

• Liquidity: Greater depth / market efficiency and aid to 
price discovery 

 
• Investor Universe: Diversification into retail / institutional 

investors 
 
• Real time pricing unlike UCITS or mutuals funds 

 
 

Benefits 
• Market Function: Hedging of complex products on close 

can distort market function in times of market stress. Can 
move from liquidity provider -> liquidity taker. 

 
• Liquidity: Access to liquidity can results in greater volatility 

at times of market stress. Propagation of illiquidity shocks 
into underlying via arbitrage channel and feedback loops. 

 
• Investor Universe: Change in market function as access to 

asset class expands to a wider range of investor types. 
 

• AP Concentration: Universe is small with some institutions 
only lightly capitalized relative to banks 
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Conclusion 
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Increasing leverage  
will needs to be digested as  
central bank unwind QE… 

… positioning will become 
one-sided which can 

impact market function … 

… while new products creates 
opportunities / risk as 

investor types diversify. 



Market Commentary Disclaimer 
This communication has been prepared by individual sales and/or trading personnel of Citigroup Global Markets Limited (CGML) or its subsidiaries or affiliates (collectively Citi). In the United Kingdom: CGML is authorised 
by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority (together, the UK Regulator) and has its registered office at Citigroup Centre, Canada 
Square, London E14 5LB. Amongst its affiliates, (i) Citibank, N.A., London Branch is authorised and regulated by Office of the Comptroller of the Currency (USA), authorised by the Prudential Regulation Authority and 
subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation Authority and has its UK establishment office at Citigroup Centre, Canada Square, London E14 5LB and (ii) 
Citibank Europe plc, UK Branch is authorised by the Central Bank of Ireland and by the Prudential Regulation Authority and subject to regulation by the Central Bank of Ireland, and limited regulation by the Financial 
Conduct Authority and the Prudential Regulation Authority and has its UK establishment office at Citigroup Centre, Canada Square, London E14 5LB. This communication is directed at persons (i) who have been or can be 
classified by Citi as eligible counterparties or professional clients in line with the rules of the UK Regulator, (ii) who have professional experience in matters relating to investments falling within Article 19(1) of the Financial 
Services and Markets Act 2000 (Financial Promotion) Order 2005 and (iii) other persons to whom it may otherwise lawfully be communicated. No other person should act on the contents or access the products or 
transactions discussed in this communication. In particular, this communication is not intended for retail clients and Citi will not make such products or transactions available to retail clients. The information contained herein 
may relate to matters that are (i) not regulated by the UK Regulator and/or (ii) not subject to the protections of the United Kingdom’s Financial Services and Markets Act 2000 and/or the United Kingdom’s Financial Services 
Compensation Scheme.  

Citi may be the issuer of, or may trade as principal in, the products or transactions referred to in this communication or other related products or transactions. The sales and/or trading personnel involved in preparing or 
issuing this communication (the Author) may have discussed the information contained in this communication with others within Citi (together with the Author, the Relevant Persons) and the Relevant Persons may have 
already acted on the basis of this information (including by trading for Citi’s principal accounts or communicating the information contained herein to other customers of Citi). Certain personnel or business areas of Citi may 
have access to or have acquired material non-public information that may have an impact (positive or negative) on the information contained herein, but that is not available to or known by the Author of this communication. 

Citi is not acting as your agent, fiduciary or investment adviser and is not managing your account. The provision of information in this communication is not based on your individual circumstances and should not be relied 
upon as an assessment of suitability for you of a particular product or transaction. It does not constitute investment advice and Citi makes no recommendation as to the suitability of any of the products or transactions 
mentioned. Even if Citi possesses information as to your objectives in relation to any transaction, series of transactions or trading strategy, this will not be deemed sufficient for any assessment of suitability for you of any 
transaction, series of transactions or trading strategy. Save in those jurisdictions where it is not permissible to make such a statement, we hereby inform you that this communication should not be considered as a 
solicitation or offer to sell or purchase any securities, deal in any product or enter into any transaction. You should make any trading or investment decisions in reliance on your own analysis and judgment and/or that of your 
independent advisors and not in reliance on Citi and any decision whether or not to adopt any strategy or engage in any transaction will not be Citi’s responsibility. Citi does not provide investment, accounting, tax, financial 
or legal advice; such matters as well as the suitability of a potential transaction or product or investment should be discussed with your independent advisors. Prior to dealing in any product or entering into any transaction, 
you and the senior management in your organisation should determine, without reliance on Citi, (i) the economic risks or merits, as well as the legal, tax and accounting characteristics and consequences of dealing with any 
product or entering into the transaction (ii) that you are able to assume these risks, (iii) that such product or transaction is appropriate for a person with your experience, investment goals, financial resources or any other 
relevant circumstance or consideration. Where you are acting as an adviser or agent, you should evaluate this communication in light of the circumstances applicable to your principal and the scope of your authority.  

The information set forth in this communication is not intended to be used for the purposes of (a) determining the price or amounts due in respect of one or more financial products, and/or (b) measuring or comparing the 
performance of a financial product or a portfolio of financial instruments, and any such use is strictly prohibited without the prior written consent of Citi.  

The information in this communication, including any trade or strategy ideas, is provided by individual sales and/or trading personnel of Citi and not by Citi’s research department and therefore the directives on the 
independence of research, and rules prohibiting dealing ahead of dissemination, do not apply. Any view expressed in this communication may represent the current views and interpretations of the markets, products or 
events of such individual sales and/or trading personnel and may be different from other sales and/or trading personnel and may also differ from Citi’s published research – the views in this communication may be more 
short term in nature and liable to change more quickly than the views of Citi research department which are generally more long term. On the occasions where information provided includes extracts or summary material 
derived from research reports published by Citi’s research department, you are advised to obtain and review the original piece of research to see the research analyst’s full analysis. Any prices used herein, unless otherwise 
specified, are indicative. Although all information has been obtained from, and is based upon sources believed to be reliable, it may be incomplete or condensed and its accuracy cannot be guaranteed. Citi makes no 
representation or warranty, expressed or implied, as to the accuracy of the information, the reasonableness of any assumptions used in calculating any illustrative performance information or the accuracy (mathematical or 
otherwise) or validity of such information. Any opinions attributed to Citi constitute Citi’s judgment as of the date of the relevant material and are subject to change without notice. Provision of information may cease at any 
time without reason or notice being given. Commissions and other costs relating to any dealing in any products or entering into any transactions referred to in this communication may not have been taken into consideration.  

Any scenario analysis or information generated from a model is for illustrative purposes only. Where the communication contains “forward-looking” information, such information may include, but is not limited to, projections, 
forecasts or estimates of cashflows, yields or return, scenario analyses and proposed or expected portfolio composition. Any forward-looking information is based upon certain assumptions about future events or conditions 
and is intended only to illustrate hypothetical results under those assumptions (not all of which are specified herein or can be ascertained at this time). It does not represent actual termination or unwind prices that may be 
available to you or the actual performance of any products and neither does it present all possible outcomes or describe all factors that may affect the value of any applicable investment, product or investment. Actual 
events or conditions are unlikely to be consistent with, and may differ significantly from, those assumed. Illustrative performance results may be based on mathematical models that calculate those results by using inputs 
that are based on assumptions about a variety of future conditions and events and not all relevant events or conditions may have been considered in developing such assumptions. Accordingly, actual results may vary and 
the variations may be substantial. The products or transactions identified in any of the illustrative calculations presented herein may therefore not perform as described and actual performance may differ, and may differ 
substantially, from those illustrated in this communication. When evaluating any forward looking information you should understand the assumptions used and, together with your independent advisors, consider whether 
they are appropriate for your purposes. You should also note that the models used in any analysis may be proprietary, making the results difficult or impossible for any third party to reproduce. This communication is not 
intended to predict any future events. Past performance is not indicative of future performance.  

Citi shall have no liability to the user or to third parties, for the quality, accuracy, timeliness, continued availability or completeness of any data or calculations contained and/or referred to in this communication nor for any 
special, direct, indirect, incidental or consequential loss or damage which may be sustained because of the use of the information contained and/or referred to in this communication or otherwise arising in connection with 
the information contained and/or referred to in this communication, provided that this exclusion of liability shall not exclude or limit any liability under any law or regulation applicable to Citi that may not be excluded or 
restricted.  
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Market Commentary Disclaimer 
Citi may submit prices, rates, estimates or values to data sources that publish indices or benchmarks which may be referenced in products or transactions discussed in this communication. Such submissions may have an 
impact on the level of the relevant index or benchmark and consequently on the value of the products or transactions. Citi will make such submissions without regard to your interests under a particular product or 
transaction. Citi has adopted policies and procedures designed to mitigate potential conflicts of interest arising from such submissions and our other business activities. In light of the different roles performed by Citi you 
should be aware of such potential conflicts of interest.  

The transactions and any products described herein may be subject to fluctuations of their mark-to-market price or value and such fluctuations may, depending on the type of product or security and the financial 
environment, be substantial. Where a product or transaction provides for payments linked to or derived from prices or yields of, without limitation, one or more securities, other instruments, indices, rates, assets or foreign 
currencies, such provisions may result in negative fluctuations in the value of and amounts payable with respect to such product prior to or at redemption. You should consider the implications of such fluctuations with your 
independent advisers. The products or transactions referred to in this communication may be subject to the risk of loss of some or all of your investment, for instance (and the examples set out below are not exhaustive), as 
a result of fluctuations in price or value of the product or transaction or a lack of liquidity in the market or the risk that your counterparty or any guarantor fails to perform its obligations or, if the product or transaction is linked 
to the credit of one or more entities, any change to the creditworthiness of the credit of any of those entities.  

Citi (whether through the individual sales and/trading personnel involved in the preparation or issuance of this communication or otherwise) may from time to time have long or short principal positions and/or actively trade, 
for its own account and those of its customers, by making markets to its clients, in products identical to or economically related to the products or transactions referred to in this communication. Citi may also undertake 
hedging transactions related to the initiation or termination of a product or transaction, that may adversely affect the market price, rate, index or other market factor(s) underlying the product or transaction and consequently 
its value. Citi may have an investment banking or other commercial relationship with and access to information from the issuer(s) of securities, products, or other interests underlying a product or transaction. Citi may also 
have potential conflicts of interest due to the present or future relationships between Citi and any asset underlying the product or transaction, any collateral manager, any reference obligations or any reference entity.  

 Any decision to purchase any product or enter into any transaction referred to in this communication should be based upon the information contained in any associated offering document if one is available (including any 
risk factors or investment considerations mentioned therein) and/or the terms of any agreement. Any securities which are the subject of this communication have not been and will not be registered under the United States 
Securities Act of 1933 as amended (the Securities Act) or any United States securities law, and may not be offered or sold within the United States or to, or for the account or benefit of, any US person, except pursuant to 
an exemption from, or in a product or transaction, not subject to, the registration requirements of the Securities Act. This communication is not intended for distribution to, or to be used by, any person or entity in any 
jurisdiction or country which distribution or use would be contrary to law or regulation.  

Citi may offer, issue, distribute or provide other services (including, without limitation, custodial and other post-trade services) in relation to certain financial instruments. Some of these financial instruments may be 
unsecured financial instruments issued or entered into by BRRD Entities (i.e. EEA entities within the scope of Directive 2014/59/EU (the BRRD), including EEA credit institutions, certain EEA investment firms and/or their 
EEA subsidiaries or parents) (BRRD Financial Instruments).  

 In various jurisdictions (including, without limitation, the European Union and the United States) national authorities have certain powers to manage and resolve banks, broker dealers and other financial institutions 
(including, but not limited to, Citi) when they are failing or likely to fail. There is a risk that the use, or anticipated use, of such powers, or the manner in which they are exercised, may materially adversely affect (i) your rights 
under certain types of unsecured financial instruments (including, without limitation, BRRD Financial Instruments), (ii) the value, volatility or liquidity of certain unsecured financial instruments (including, without limitation, 
BRRD Financial Instruments) that you hold and / or (iii) the ability of an institution (including, without limitation, a BRRD Entity) to satisfy any liabilities or obligations it has to you. You may have a right to compensation if the 
exercise of such powers results in less favourable treatment for you than the treatment that you would have received under normal insolvency proceedings. By accepting any services from Citi, you confirm that you are 
aware of these risks. Some of these risks (in particular the risks that arise under the BRRD) are set out in more detail at the link below and you are deemed to have reviewed and considered such risks prior to any decision 
to purchase any product or enter into any transaction referred to in this communication.  

 This communication contains data compilations, writings and information that are confidential and proprietary to Citi and protected under copyright and other intellectual property laws, and may not be reproduced, 
distributed or otherwise transmitted by you to any other person for any purpose unless Citi’s prior written consent have been obtained.  

Further information on Citi and its terms of business for professional clients and eligible counterparties are available at: http://icg.citi.com/icg/global_markets/uk_terms.jsp.  

In any instance where distribution of this communication is subject to the rules of the US Commodity Futures Trading Commission (“CFTC”), this communication constitutes an invitation to consider entering into a derivatives 
transaction under U.S. CFTC Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.  

 IRS Circular 230 Disclosure: Citigroup Inc. and its affiliates do not provide tax or legal advice. Any discussion of tax matters in these materials (i) is not intended or written to be used, and cannot be used or 
relied upon, by you for the purpose of avoiding any tax penalties and (ii) may have been written in connection with the “promotion or marketing” of a transaction (if relevant) contemplated in these materials. 
Accordingly, you should seek advice based your particular circumstances from an independent tax advisor.  

 Although CGML is affiliated with Citibank, N.A. (together with Citibank, N.A.’s subsidiaries and branches worldwide, Citibank), you should be aware that none of the products mentioned in this communication (unless 
expressly stated otherwise) are (i) insured by the Federal Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other obligations of, or guaranteed by, Citibank or any other insured depository 
institution.  

© 2018 Citigroup Global Markets Limited. Citi, Citi and Arc Design are trademarks and service marks of Citigroup Inc. or its affiliates and are used and registered throughout the world. 
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