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BTPs caught between macro fundamentals and appetite for carry trades
by Chiara Cremonesi, FI Strategist (UniCredit Bank, London)

■

In recent years, the performance of Italian government
bonds has been influenced by a combination of political
risk, macro fundamentals and appetite for carry trades.
Given the variety of drivers, we have developed a
framework to help us understand the fair value of BTPs.

■

We present two fair-value models for the 10Y BTP
spreads. The first is a quarterly model whose goal is to
provide a fair value for BTPs based purely on the Italian
macroeconomic outlook. According to this model, the 10Y
BTP should be trading at around 130bp over swap
(corresponding to around 170bp over Bunds), which is
around 30bp wider than current levels.

■

■

1.

The second is a monthly model, which considers the
risk-on/risk-off environment and the impact of QE, in
addition to the economic and fiscal indicators. According to
this model, the fair value for the 10Y BTP/Bund spread
should be around 160bp, some 20bp higher than where
it is trading now.
While the two models clearly differ, they both indicate that
BTPs are currently trading below fair value. We attribute
this to the ongoing appetite for carry trades, which
originates not only from the fact that the ECB is
embarking on another round of QE but also to the fact that
Italian government bonds are the only euro-denominated
government bonds that have a positive yield from the 3/4Y
maturity onwards (excluding Greek govies).
What is the fair value of 10Y BTPs?

BTPs have been tightening against the core since the end of
May, initially as markets were pricing in more
accommodative measures by the ECB. Following the Italian
government reshuffle and the formation of the new PD-M5S
coalition, the rally has accelerated and the 10Y BTP/Bund
spread has reached 140bp, not far from the levels prevailing
before the pressure started in May 2018.
The pressure experienced in 2018 originated partly from a
deterioration in economic fundamentals, but more
importantly, from the League-M5S government, a government
including two parties with very different views, a tough stance
towards the EU and little commitment to fiscal discipline (with
unwarranted consequences on the public debt/GDP path).
Now that the political premium is no longer priced in, will macro
fundamentals once again drive BTP performance?
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In our view, the return of QE in November is likely once
again to blur the picture, as appetite for carry trades is clearly
very
strong
at
the
moment
and
BTPs
are the only asset class in the eurozone whose yield is
in positive territory from the 3/4Y maturity onwards.
Hence, yield hunting will probably be a much stronger driver
than fundamentals going forward. Given the variety and
change in drivers of BTP performance over the last few
months, we have developed a framework to understand the fair
value of BTPs.
In this piece, we will introduce two models for this purpose, a
quarterly one strictly linked to macro fundamentals, and a
monthly one, which also considers more short-term factors,
such as risk appetite and the impact of QE.
The rationale of having two models lies in the fact that the
quarterly model provides a strong hook to where 10Y BTPs
should trade, taking into account only the macro
fundamentals of the country, with relatively little change from
one quarter to the next. It is therefore more suited to estimating
the long-term structural equilibrium of the BTP spread.
The monthly model is more appropriate for capturing market
mood and sentiment in terms of the economic outlook and is
therefore a useful tool to track short-term movements in BTPs.
In the quarterly, fundamentals-driven model, we use the 10Y
BTP yield over swap as a dependent variable. This is
because we are interested in the structural drivers of the
Italian credit spread and the cleanest measure of Italian
credit risk is Italian government bond yield spread over the
swap yield, as it is not influenced by any other countryspecific factors.
That said, the most common measure monitored by markets
in the short-term is the 10Y BTP/Bund spread. Therefore, we
found it useful to have an instrument that could track fair
value of this spread on a monthly basis. Strictly speaking, the
10Y BTP/Bund spread is not as neat a measure as the 10Y
BTP spread vs. swap, as Bund yields are also influenced by
idiosyncratic factors, such as German economic
performance and the scarcity of Bunds. We take these
elements into account when building our monthly model.
Chart 1 shows that, while the two measures of Italian
credit spread differ slightly, their performance over time is
very comparable.
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CHART 1: 10Y BTP VS. SWAP VS. 10Y BTP/BUND SPREAD

CHART 2: EFFECTIVE EXCHANGE RATE, IT VS. GE
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2.

Apr-13

We estimate the model in a quarterly sample going from
1Q99 to 2Q19 (latest available data). Table 1A and 1B
shows the result of our quarterly model.

Our quarterly model

We construct a model that regresses the 10Y BTP yield over
swap on:

TABLE 1A: QUARTERLY MODEL RESULTS

1.

2.

3.

Growth: We take yoy quarterly real GDP growth.
An increase in growth should lead to a tighter BTP
spread over swap (coefficient sign should be negative).

Coeff.
R-squared

Debt: We take the yoy change in the debt/GDP ratio
differential between Italy and Germany1. An increase in
the divergence between the Italian and German
debt/GDP ratio should lead to a widening of the BTP
spread over swap (coefficient sign should be positive).
We include the debt variable as the rate of
divergence/convergence of the Italian debt/GDP ratio to
that of Germany as it shows more stability throughout
the sample than the Italy’s debt/GDP ratio alone.
Moreover, this variable includes the aspect of the
divergence of Italy vs. Germany.

Change in debt/GDP diff.

EER

C

-7

9

1372

109

**

***

***

***

53.7%

**significant at the 10% confidence level
***significant at the 5% confidence level
Source: Haver, Bloomberg, UniCredit Research

TABLE 1B: HOW DOES THE FIT CHANGE WITH ONE-STANDARD
DEVIATION MOVEMENT IN THE INDEPENDENT VARIABLES

Coeff.

Growth

Change in
Debt/GDP diff.

EER

-14.8

32.3

46.5

Source: Haver, Bloomberg, UniCredit Research

The R-squared of the regression is 54%; all the coefficients
are significant at least at the 10% confidence level.

EER: We take the difference between the real effective
exchange rate in Italy and the real effective exchange
2
rate in Germany . This variable aims to capture external
competitiveness and is widely used in the literature on
sovereign spreads3. Chart 2 shows the performance of
this variable since 1999.

Coefficients show that:

An increase in the EER index (meaning that Italy
becomes less competitive than Germany) should lead
to widening of the BTP spread over swap (coefficient
sign should be positive).

1.

If yoy real GDP growth accelerates by 1pp from one
quarter to the next, the 10Y BTP tightens 7bp against
swap. If real GDP growth increases by one standard
deviation, the 10Y BTP spread over swap declines 15bp.

2.

If the yoy change in the debt/GDP ratio differential
increases by 1pp (so the rate of divergence between
the Italian and German debt/GDP ratio increases), the
10Y BTP widens 9bp against swap. If the yoy change in
the debt/GDP ratio differential increases by one standard
deviation, the 10Y BTP widens 32bp against swap.

3.

A 0.01 increase in the EER differential causes a 14bp
widening of BTPs against swap. A one standard
deviation increase in the EER differential triggers a
47bp widening in the 10Y BTP-swap spread.

1

We use Eurostat government debt/GDP ratio, we interpolate the annual
value to get to quarterly values. Please note that the Italian debt series has
been recently revised upward due to a methodological change by Eurostat, but
data providers have not yet included the change in the data series.
2
We take the natural logarithms of both EER. We use the HCPI deflated
effective exchange rate with 19 trading partners
3
See for instance “Thou shalt not breach. The impact on sovereign spreads of
noncomplying with EU fiscal rules” or “The determinants of sovereign bond
yield spreads in the EMU”
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CHART 3: 10Y BTP OVER SWAP: OUR QUARTERLY MODEL

At the end of June 2019, our model indicated a fair value for
the 10Y BTP over swap of 130bp (roughly corresponding to
a 10Y BTP/Bund spread in the 180bp area), 60/65bp tighter
than it was trading back then. The high residual indicated
that BTPs included a political premium. The situation has
completely changed during the summer, with BTPs rallying
on a combination of very dovish market expectations on the
ECB (and the resumption of QE) and a sharp improvement in
the political outlook, which concluded with the formation of a
new government, composed of the PD and M5S. At the end
of September, we project the fair value of the 10Y BTP over
swap will remain in the 130bp area, little changed from the
previous quarter. If that is the case, this level would be some
30bp wider than where it is trading at the moment. Chart 3
shows that the September residual, if confirmed, would still
be lower than the average residual during the first round of
QE. This supports the case for more tightening of the 10Y
BTP spread over swap going forward, as we expect.
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In other words, the relative competitiveness of Italy
compared to Germany is the most relevant driver of the BTP
spread, followed by the rate of divergence in Italy’s
debt/GDP ratio compared to that of Germany. Our analysis
indicates that growth has not been such a relevant driver, or
rather, that it becomes more relevant when it enters the
equation in combination with debt.

What would it take to reduce the fair value? One of the most
powerful drivers would be a decline in the pace of divergence
between the Italian debt GDP/ratio and the German
debt/GDP ratio. For instance a decline in the rate of yoy
divergence from 5% to 4% would lead to a decline in the fair
value of the 10Y BTP over swap from 130bp to 120bp.
To obtain the same decline in fair value through an increase
in growth, yoy quarterly real GDP growth would have to
reach 1.7% (the last time this happened was in 2017).

Chart 3 shows that our fair value model has declined since
the end of 2013 (by 80bp).
Why did this happen? Table 2 shows the contribution of our
model’s various independent variables to the decline in the
fair value of 10Y BTP over swap in the period December
2013-June2019. The decline was mainly due to an increase
in relative competitiveness of Italy vs. Germany, then to a
decline in the pace of divergence of the Italian debt/GDP
ratio to German debt/GDP ratio, and lastly by a (moderate)
increase in GDP growth.

Coefficients tend to be stable across different samples, for
instance excluding the QE period or excluding the period
from May 2018, when BTPs came under pressure due to
political woes.
3.

Our quarterly model is very useful in providing a long-term
anchor for evaluating BTPs. However, if we want to be able
to evaluate the performance of BTPs in the short-term, a
more high-frequency model is needed that also includes
short-term market drivers, such as market volatility and risk
appetite. Moreover, a monthly model for the 10Y BTP/Bund
spread is a welcome addition in our toolbox of highfrequency models, which already include a model to evaluate
the fair value of 10Y real Bund yields, as well as model for
the 10Y BTP/SPGB spread4.

TABLE 2: WHY THE BTP FAIR VALUE DECLINED BETWEEN
THE END OF 2013 AND JUNE 2019
Growth

Change in
Debt/GDP
diff.

EER

Change in the 0.70
variable

-3.07

-0.03

Change in the -4.9
fit

-27.7

-47.4

Our monthly model

Fit

-80.0

Source: Haver, Bloomberg, UniCredit Research

Given that the model does not include any risk-off/risk-on
variable, or ECB’s QE, the residuals spike in 2011-12 during
the eurozone debt crisis and the political crisis in Italy, as
well as in 2018 (albeit to a lesser extent). On the other hand,
residuals are almost always negative during QE, which is
consistent with the idea that carry trade appetite is the main
market driver during QE, while macro fundamentals matter less.

4

See Rates Perspectives - Scarcity of Bunds to keep real yields low and
Rates Perspectives - 10Y BTP-SPGB spread: wide compared to
fundamentals, but convergence to fair value is tricky
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For this reason, we have developed a monthly model
that regresses the 10Y BTP/Bund spread on the
following variables:
1.

2.

3.

4.

Unlike the quarterly model based only on macro fundamentals,
this model can only be estimated starting from 2004, because
the IMF data on holdings on debt by foreign officials and the
central bank are only available from that time.

An indicator of economic trends in the
manufacturing and service sectors: The differential in
composite PMIs in Italy and Germany, taken as a 3M
rolling average. The differential is calculated as
Germany minus Italy, which means that the coefficient
of the regression should have positive sign.

Starting from 2004, the equity market stress indicator is not
significant (although it does have the expected sign).
The reason is that BTPs were not significantly impacted by
generalized market volatility until 2010. Even during the 2008
crisis, we find that the correlation between our stress
indicator for the equity market and the 10Y BTP/bund spread
was rather weak. All this also reflects a rather poor
performance of our model until 2010.

Debt: We take the yoy change in the debt/GDP ratio
differential between Italy and Germany, as in the
quarterly model. Here we use quarterly data on
consolidated gross general government debt as a
percentage of GDP5 and interpolate them to get
monthly data. The coefficient in this indicator is
expected to be positive, as a growth in the debt
differential between Italy and Germany should cause a
widening of the 10Y BTP/Bund spread.

One solution would therefore be to re-estimate the model
starting from 2010 leaving out the period from 2004 to 2010.
Table 3A shows the result of our monthly model estimated
from 2010. The R-squared of our model is 54%.
TABLE 3A: MONTHLY MODEL RESULTS IN A SAMPLE FROM 2010
UNTIL PRESENT

An indicator of equity market stress. We use the 3M
rolling average of the Euro area Systemic Stress
Composite Indicator for the equity market6. We take this
indicator lagged by one month in order to only capture
the impact of an increase in the equity market stress
on the sovereign spread and not vice versa.
The indicator has been normalized so as to take values
that fall within 0 and 1, where the closer the values are
to 1, the higher the stress level. If this indicator rises,
indicating more stress in the system, the BTP/Bund spread
will likely widen.

Sample:
2010-Now

PMI
spread

Ch. in
debt/GDP
diff.

Mkt stress: Foreign
C
stocks
and
Eurosyste
m holdings

Coeff.

28

12

1000

486

-86

***

***

***

***

*

R-squared

54%

***significant at the 5% confidence level
Source: Haver, Bloomberg, UniCredit Research

TABLE 3B: HOW DOES THE FIT CHANGE WITH ONE-STANDARD
DEVIATION MOVEMENT IN INDEPENDENT VARIABLES

An indicator of relative scarcity of government
paper in Germany compared to Italy. We compute
this indicator as the difference between the percentage
of debt held by foreign officials and the central bank
(QE) in Germany and in Italy. When this indicator
increases, it indicates that German government paper is
getting relatively scarcer than Italian government paper.
This usually leads to a widening of the 10Y BTP/Bund
spread (so the sign of the coefficient should be positive).

Coeff.

PMI spread

Ch. in
Mkt stress:
debt/GDP diff. stocks

Foreign and
Eurosystem
holdings

56

39

20

37

Source: Haver, Bloomberg, UniCredit Research

5

Please note that the Italian debt series has been recently revised upward
due to a methodological change by Eurostat, but data providers have not yet
included the change in the data series
6
The equity market component of the CISS is derived from 3 sub-components:
1. The realized volatility of the non-financial sector stock market index, which
is calculated taking the weekly average of absolute daily log returns.
2. CMAX for the non-financial sector stock market index, which is calculated
as the maximum cumulated index losses over a moving two-year window.
3. Stock-bond correlation.

UniCredit Research
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CHART 4: 10Y BTP/BUND, OUR MODEL ESTIMATED FROM 2010
UNTIL NOW
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Chart 4 shows that in 2010 our model returns very negative
residuals, due to the fact that the euro area stress indicator
for the equity market was showing rather high stress levels,
which were not entirely reflected in a higher BTP/Bund
spread. In 2011 and 2012, residuals were positive and very
high, and this because of the political crisis in Italy and the
eurozone debt crisis, which were extraordinary events that
were not completely captured by any of the variables in our
model. As expected, residuals started to be high and positive
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part of 2019, due to political instability and a government
unwilling to comply with fiscal discipline.
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Coefficients of the regression show that:
1.

If the differential in Composite PMIs between Germany
and Italy increases by 1 point (in favor of Germany), the
10Y BTP/Bund spread increases by 28bp. A one
standard-deviation-increase in the differential of Composite
PMIs, leads to a 56bp increase in the 10Y BTP/Bund.

2.

If the yearly change in the debt/GDP ratio differential in
the two countries rises by 1pp (with debt increasing
relatively more in Italy), the 10Y BTP/Bund spread
widens 12bp. This is very similar to the 9bp we find in
the quarterly model. A one-standard-deviation increase
in the yoy change in the Italy/Germany debt/GDP ratio
differential triggers a 39bp increase in the 10Y
BTP/Bund spread.

3.

If the 3M average of the stress indicator for equity
markets increases by 0.01, the 10Y BTP/Bund spread
widens by 10bp. If the 3M average of the stress
indicator for equity markets increases by one standard
deviation, the 10Y BTP/Bund spread widens by 37bp.

4.

If the difference in percentage of public debt held by
foreign officials and the domestic central bank in
Germany and Italy increases by 1pp (so German debt
becomes relatively scarcer than Italian debt), the 10Y
BTP/Bund spread widens 4.8bp. A one-standarddeviation increase in this variable leads to a 20bp
widening in the 10Y BTP/Bund spread.

4.

Comparison between the quarterly and the monthly
model and conclusion

We transformed the fit of our quarterly model in 10Y
BTP/bund to make it comparable to the fit of our monthly
model. Chart 5 and 6 show that aside from the 2010-12
period and the first part of QE (2015-16), the difference in fair
value between the two models tend to be relatively small and
this is especially true in the most recent period.
More specifically, in June (latest data in Charts 5 and 6) both
models predicted a lower fair value than to the one prevailing
at the time, while at the moment, both models would indicate
a higher fair value for the 10Y BTP/Bund spread.
We attribute the negative residual prevailing in both models
at the moment to the current appetite for carry trades, which
not only originates from the fact that the ECB is about to
embark on a new round of QE, but also to the fact that Italian
govies are the only euro government bonds with positive
yield from the 3/4Y maturity onwards (excluding Greek
government bonds). The “value” of the appetite for carry
trades currently stands at 20/30bp, according to our models,
but could become higher in the next few months.

This shows that the monthly version of our model also
indicates that the rate of decline/increase in the debt/GDP
ratio differential between Germany and Italy is a very
relevant driver for the BTP/Bund spread, and at least as
relevant as the ECB stress indicator for stocks. PMIs are an
even stronger driver, suggesting that sentiment on the
economic outlook, rather than actual growth that matters in
driving BTP spreads.
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CHART 5: 10Y BTP/BUND: QUARTERLY AND MONTHLY
MODEL, A COMPARISON
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CHART 6: FAIR VALUE OF 10Y BTP/BUND: MONTHLY MODEL
VS. QUARTERLY MODEL
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d) UniCredit Bank AG Vienna Branch (UniCredit Bank, Vienna), Rothschildplatz 1, 1020 Vienna, Austria. Regulatory authority: Finanzmarktaufsichtsbehörde (FMA), OttoWagner-Platz 5, 1090 Vienna, Austria and subject to limited regulation by the “BaFin“ – Bundesanstalt für Finanzdienstleistungsaufsicht, Marie-Curie-Str. 24-28, 60439 Frankfurt,
Germany. Details about the extent of our regulation by the Bundesanstalt für Finanzdienstleistungsaufsicht are available from us on request.
e) UniCredit Bank Austria AG (Bank Austria), Rothschildplatz 1, 1020 Vienna, Austria. Regulatory authority: Finanzmarktaufsichtsbehörde (FMA), Otto-Wagner-Platz 5, 1090
Vienna, Austria
f) UniCredit Bulbank, Sveta Nedelya Sq. 7, BG-1000 Sofia, Bulgaria. Regulatory authority: Financial Supervision Commission (FSC), 16 Budapeshta str., 1000 Sofia, Bulgaria
g) Zagrebačka banka d.d., Trg bana Josipa Jelačića 10, HR-10000 Zagreb, Croatia. Regulatory authority: Croatian Agency for Supervision of Financial Services, Franje Račkoga 6,
10000 Zagreb, Croatia
h) UniCredit Bank Czech Republic and Slovakia, Želetavská 1525/1, 140 92 Praga 4, Czech Republic. Regulatory authority: CNB Czech National Bank, Na Příkopě 28, 115 03
Praga 1, Czech Republic
i) ZAO UniCredit Bank Russia (UniCredit Russia), Prechistenskaya nab. 9, RF-119034 Moscow, Russia. Regulatory authority: Federal Service on Financial Markets, 9 Leninsky
prospekt, Moscow 119991, Russia
j) UniCredit Bank Czech Republic and Slovakia, Slovakia Branch, Šancova 1/A, SK-813 33 Bratislava, Slovakia. Regulatory authority: CNB Czech National Bank, Na Příkopě 28,
115 03 Praha 1, Czech Republic and subject to limited regulation by the National Bank of Slovakia, Imricha Karvaša 1, 813 25 Bratislava, Slovakia. Regulatory authority: National
Bank of Slovakia, Imricha Karvaša 1, 813 25 Bratislava, Slovakia
k) UniCredit Bank Romania, Bucharest 1F Expozitiei Boulevard, 012101 Bucharest 1, Romania. Regulatory authority: National Bank of Romania, 25 Lipscani Street, 030031, 3rd
District, Bucharest, Romania
l) UniCredit Bank AG New York Branch (UniCredit Bank, New York), 150 East 42nd Street, New York, NY 10017. Regulatory authority: “BaFin“ – Bundesanstalt für
Finanzdienstleistungsaufsicht, Marie-Curie-Str. 24-28, 60439 Frankfurt, Germany and New York State Department of Financial Services, One State Street, New York, NY 10004-1511
Further details regarding our regulatory status are available on request.
ANALYST DECLARATION
The analyst’s remuneration has not been, and will not be, geared to the recommendations or views expressed in this report, neither directly nor indirectly.
All of the views expressed accurately reflect the analyst’s views, which have not been influenced by considerations of UniCredit Bank’s business or client relationships.
POTENTIAL CONFLICTS OF INTERESTS
You will find a list of keys for company specific regulatory disclosures on our website https://www.unicreditresearch.eu/index.php?id=disclaimer.
RECOMMENDATIONS, RATINGS AND EVALUATION METHODOLOGY
You will find the history of rating regarding recommendation changes as well as an overview of the breakdown in absolute and relative terms of our investment ratings, and a note on the
evaluation basis for interest-bearing securities on our website https://www.unicreditresearch.eu/index.php?id=disclaimer and https://www.unicreditresearch.eu/index.php?id=legalnotices.
ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED
You will find a list of further additional required disclosures under the laws and regulations of the jurisdictions indicated on our website
https://www.unicreditresearch.eu/index.php?id=disclaimer.
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