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This document is intended for professional clients in accordance with MIFID 

N° 129 // October 9, 2023 

 
   Topic of the week: Basis trades: safe until it is not. 

• Crises occur when safe bets prove unsafe: examples abound from the 
US repo squeeze in 2019 to the disruption in the Gilt market a year ago.; 

• Tighter regulation after the GFC made it more expensive for banks to 
engage in market-making activity whilst the Fed’s QE purchases retired 
bonds from secondary markets; 

• Now the BIS and the Fed express concerns about the size of basis 
trades implemented by leveraged funds and arbitrageurs; 

• Basis trades aim at capturing small pricing differences between 
Treasury bonds and bond futures using leverage to boost returns; 

• Arbitrageurs and other liquidity providers have a role to play to smooth 
pricing and reduce illiquidity premia in the financial ecosystem, but 
excessive leverage can always be a source of instability. 

 

 
   Market review: Steep slopes ahead

   Chart of the week  

  

Gold prices, measured in U.S. dollars per ounce, 

are usually closely aligned in the Shanghai and 

London markets. Now an unprecedented $150 

gap opened between the two markets. 

However, gold prices in China now look 

disconnected from the London market. Shanghai 

gold prices have stayed elevated whilst Londong 

gold plunged in response to higher real interest 

rates on the U.S. dollar money market. 

It appears that Chinese investors, faced with 

growth uncertainty and falling porpert values, 

seek a store of value and bid up gold. It could 

also reflect increased bying of gold by the PBoC. 

 

   Figure of the week

• Curve steepening gathers pace; 

• US job creation remains robust; 

• Spreads and equities hit by rising real rates; 

• Attack on Israel could escalate to a regional conflict.  

-15.9 
Source : Bloomberg 

The represents the drop in existing home prices (in %) 
in Germany since the April 2022 peak reached following 
the monetary easing of 2020. 
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  Topic of the week 

Basis trades: safe until it 

is not 
Central banks and regulators always worry 

about the potential consequences of crowded 

trades and excessive leverage in the financial 

system. However, when regulation gets 

tighter on one end of the financial system, 

risks pop out at the other end. In the wake of 

the 2008 financial collapse, tighter regulation 

reduced the incentive for banks to trade 

bonds actively. Hedge funds and arbitrageurs 

picked up the slack and became essential 

liquidity providers in the US Treasury bond 

market. Their role has expanded even further 

as the Fed started quantitative tightening. In 

this piece, we shed some light on basis 

trades, a form of cash-to-derivative 

transformation, now under scrutiny from 

regulators and monetary authorities.  

Hidden leverage 
 

Financial crises occur not when risky bets go bad but 

when the asset held as risk-free comes under 

pressure and, at least temporarily, cannot be trusted 

as the safe haven. Safe assets like US Treasuries can 

become sources of stress, such as in March 2020, the 

UK gilt crisis of a year ago and the collapse of Silicon 

Valley Bank last spring. The ensuing paradigm shift 

ripples through the financial system causing 

disruptions in securities trading since all risky financial 

assets are priced off the risk-free bond. In other words, 

Treasuries underpin the financial system. As a result, 

a financial meltdown would tighten credit conditions 

and have a dampening impact on economic growth.  

 

Trading the basis 
 

The Bank for International Settlements and the Fed’s 

research staff have shed light on a rapid build-up in 

hedge fund bets in the US Treasury bond market in 

the form of basis trades. Basis trading involves 

arbitraging futures and bonds and gaining from the 

small price differential between the two financial 

instruments using borrowed money. Hedge funds sell 

the futures and buy the cash bonds, which they can 

deliver to the counterparty when the futures contract 

comes due. The future-bond basis is small, therefore 

speculators must use leverage to seek high returns.   

 

Though it is hard to pin down the exact scale of the 

aggregate basis trade exposure, it is fair to say that 

leveraged funds’ short future positions may be 

outsized. The chart below shows the gross short 

position on T-note future contracts held by leveraged 

funds: 1.8 million contracts represent a notional value 

of $180 billion. The Commodity Futures Trading 

Commission compiles data on bond futures 

positioning split by categories of market participants 

including leveraged funds, asset managers and 

primary dealers. A short position is not necessarily 

used for basis trade: it may be used for hedging of 

interest rate risk on credit holdings but, in all likelihood, 

the current situation goes well beyond hedging needs.  

 

 
 

Fed researchers argue that the basis trade strategy 

poses a threat to financial stability. The BIS points to 

potential dislocation of trading.  

 

With that in mind, arbitrageurs play a vital role in the 

functioning of the US Treasury bond market. They 

assume liquidity risk (i.e., they provide market liquidity) 

and help to smooth out pricing gaps across the US 

yield curve. Without the middlemen, it would be more 

expensive for the US Treasury to borrow and harder 

to invest for final investors.  

 

Furthermore, the US Treasury bond market has grown 

fivefold to $25 trillion today since 2008. Meanwhile, 

primary dealers, a group of 24 banks that trade directly 

with the US Treasury, have reduced their market-

making activity deterred by new banking regulation 

that have made it more expensive for them to hold 

bonds. For years, the Federal Reserve filled the gap 

with several quantitative easing programs but is now 
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reversing course as high inflation requires a more 

restrictive monetary policy. Fed purchases do not 

provide daily secondary-market liquidity but remove 

securities from the market. Other market participants 

including hedge funds, arbitrageurs and the broader 

fast-money community had an opportunity to profit 

from liquidity gaps.  

 

Pockets of illiquidity have emerged in the US Treasury 

market. The off-the-run/on-the-run spreads, which 

measure the pricing difference between the old 

benchmark and the current most traded security have 

been increasing since the end of quantitative easing 

policies. Higher volatility likely exacerbated pricing 

differences, which hedge funds and arbitrageurs will 

always try to capture. The yield gap on the first off-the-

run US bond is just 1 or 2 bp on average.  

 

 
 

Moral hazard  
 

Given the use of leverage in basis trades – as the off-

the-run bond purchase is funded in the repo market – 

moral hazard may become an issue. Market 

participants may think that the Fed would intervene to 

stem tensions in the repo market as was the case in 

September 2019. Basis trades unwinding likely played 

a role in the market dislocation in March 2020. The 

implicit backstop would encourage more of the trade 

to happen and incentivize riskier trading. It is always a 

challenge for monetary authorities to preserve 

financial stability whilst discouraging excessive risk 

taking. 

The trade can unravel if the banks recoil from risk in 

times of market stress and reduce repo lending. When 

repo funding becomes scarcer and more expensive, 

arbitrageurs will be left with a choice of keeping a less 

profitable trade or unwind it, with possible 

consequences for other financial markets.  

 

The SOFR rate, a reference repo rate in the US money 

market, has so far remained close to the Fed’s policy 

rate. The market is arguably protected by the Fed’s 

standing repo facility, which will buy Treasuries from 

banks in times of liquidity stress. Although hedge 

funds do not have access to the facility, the money 

market ecosystem is safer overall. 

The regulatory angle 
 

The Securities and Exchange Commission (SEC) has 

proposed new rules. Hedge funds and high-speed 

dealers in the Treasury market could be required to 

register as dealers, which would increase oversight of 

their trading activity. It is unclear whether the proposed 

regulatory requirements have any chance to become 

law. Hedge funds would lobby against it arguing that 

the cash-to-derivative transformation has become 

essential to the functioning of markets.  

 

Conclusion 
Financial regulation always has unintended 

consequences. As tighter rules forced banks 

to cut their market-making activities, less 

regulated entities like hedge funds and high-

speed traders picked up the slack and 

became essential to the functioning of 

financial markets. Basis trades make the link 

between cash bonds, bond futures and the 

repo market. It is widely believed that the 

disorderly unwinding of basis trades could 

have consequences well beyond US bond 

trading and affect the financial and economic 

outlook.  

Axel Botte 
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   Market review 

Steeper curves ahead 
The steepening of the curves is accelerating 

and is generating tensions on rates which are 

spilling over into spreads and, to a lesser 

extent, onto stocks. The attack of Hamas in 

Israel could escalate to a regional conflict. 
 

Government bond yields have been hitting significant 

levels of late. The yield on 30-year T-bonds traded at 

5% for the first time since 2007. The scale of bond 

losses since March 2020 is now comparable to the 

collapse of the Nasdaq when the internet bubble burst. 

The Bund yield is hovering around 3%. The upward 

pressure on long-term rates has, however, eased with 

the surprising decline in oil prices (-$8 last week) and 

some important industrial metals before the Hamas’ 

attack on Israel. Escalation could send oil prices 

higher and exacerbate the risk-off market 

environment. The rise in the US dollar temporarily 

eased to the benefit of the Japanese yen, supported 

by rumors of intervention, and the euro thanks to the 

improvement in the terms of trade. Emerging market 

currencies are now under increased pressure. The 

rise in risk-free bond yields, revived by US 

employment data, has sparked widening pressure in 

sovereign and credit spreads in Europe. Swap 

spreads are increasing again in line with the rebound 

in implied equity volatility. The stock market, down 1-

2% this week, is adjusting to an unfavorable interest 

rate environment. The small cap stocks are suffering 

in Europe while the “quality” factor fared better in the 

market’s fall. 

 

The US economy experienced strong growth in the 

third quarter, probably growing at 3.5 to 4% at an 

annualized rate. Net job creations total about 800k 

between July and September, with a strong 

contribution from the public sector. The unemployment 

rate remains at 3.8%, indicating that the increase in 

participation seen last month is quickly translating into 

new jobs. Job vacancies had also been revised 

upwards in August to 9.3 million. The activity surveys 

are mostly on the rise and new orders exceeding 

inventories suggest a mini recovery in manufacturing 

in the months to come. The Fed will thus likely raise its 

rate in November. Conversely, the euro area economy 

is stagnating. Retail sales down 1.2% in August 

foreshadows almost zero growth between July and 

September. Households continue to save so that 

disinflation does not have the expected positive effect 

on internal demand. The ECB will no longer act on 

rates even if other monetary measures will continue. 

 

The “disinversion” of the yield curve is accelerating in 

the United States. The 2-10 year spread is worth -26 

bp on the Treasuries market compared with -77 bp on 

September 20. Renewed tensions on long-term 

interest rates are fueling the caution of investors on 

long-end bonds, at the risk of creating the conditions 

for a bond market crash, especially as positioning 

surveys reveal a consensus that is still slightly long. 

The capitulation in the bond market has not yet taken 

place. In the euro area, the Bund yield is around 3% 

while the Estr is at 3.90%. This gap fosters flows into 

money market funds and other instruments including 

bank term deposits. The normalization of bond yields 

sparked an adjustment of risk premiums. Sovereign 

spreads widen steadily. The 10-year OAT is 

approaching 60 bp and its Italian equivalent is trading 

above 200 bp despite the new issuance success with 

the 5-year BTP Valore (€15 billion raised compared to 

€18 billion in June) for retail investors. The revision of 

Italian deficits justifies higher spreads. Furthermore, 

the auction of 30-year OATs in France met with 

reduced demand last week. Portugal, which was 

upgraded recently, resists the sell-off. 

 

The market context is similar for credit. The IG swap 

spread in euros stands at 98 bp, up 6p over one week. 

Credit indices reflect an increase in risk aversion. 

Some issuers (real estate names, Alstom after poor 

results) appear under pressure. The XO index traded 

at 474 bps at its session high on Friday as the cash 

high yield market catch up with the widening 

movement on the XO. The broadening movement is 

uniform in keeping with individual bond beta, which 

characterizes a market dominated by ETF flows. The 

tension in spreads makes primary market issuance 

unlikely in the short term. The positioning on European 

high yield is described as slightly long. The US high 

yield market is experiencing a similar evolution. 

 

Shares recorded a limited weekly decline of 1-2%. The 

cumulative equity fund outflows have reached €50 

billion since the start of the year, so there is no 

overexposure to equities among institutional investors. 

Small caps suffer, quality resists. However, 

companies now sound more cautious about margins. 

Axel Botte
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Main market indicators  

 

  

G4 Government Bonds 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

EUR Bunds 2y 3.1 % -13 +2 +34

EUR Bunds 10y 2.86% -7 +25 +29

EUR Bunds 2s10s -24 bp +7 +23 -5

USD Treasuries 2y 5.08 % -2 +9 +66

USD Treasuries 10y 4.8 % +12 +54 +93

USD Treasuries 2s10s -28 bp +15 +45 +27

GBP Gilt 10y 4.56 % -1 +14 +89

JPY JGB  10y 0.81 % +3 +15 +38

€ Sovereign Spreads (10y) 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

France 65 bp +9 +11 +10

Italy 207 bp +18 +33 -8

Spain 114 bp +7 +10 +5

 Inflation Break-evens (10y) 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

EUR OATi 247 bp +1 -19 -

USD TIPS 232 bp -3 -2 +2

GBP Gilt Index-Linked 383 bp -3 +1 +20

EUR Credit Indices 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

EUR Corporate Credit OAS 162 bp +9 +6 -5

EUR Agencies OAS 80 bp +4 +7 +1

EUR Securitized - Covered OAS 87 bp +2 +7 +3

EUR Pan-European High Yield OAS 475 bp +28 +31 -37

EUR/USD CDS Indices 5y 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

iTraxx IG 88 bp +6 +17 -3

iTraxx Crossover 463 bp +25 +67 -11

CDX IG 75 bp 0 +12 -7

CDX High Yield 492 bp +1 +66 +8

Emerging Markets 09-Oct-23 -1wk (bp) -1m (bp) YTD (bp)

JPM EMBI Global Div. Spread 452 bp +22 +30 0

Currencies 09-Oct-23 -1wk (%) -1m (%) YTD (%)

EUR/USD $1.053 +0.38 -2.06 -1.64

GBP/USD $1.217 +0.55 -2.78 +0.75

USD/JPY ¥149.15 +0.45 -1.8 -12.09

Commodity Futures 09-Oct-23 -1wk ($) -1m ($) YTD ($)

Crude Brent $87.9 -$2.8 -$2.1 $6.3

Gold $1 848.8 $17.2 -$74.6 $24.8

Equity Market Indices 09-Oct-23 -1wk (%) -1m (%) YTD (%)

S&P 500 4 309 0.48 -3.34 12.22

EuroStoxx 50 4 115 -0.55 -2.88 8.47

CAC 40 7 024 -0.62 -2.99 8.50

Nikkei 225 30 995 -2.71 -4.94 18.78

Shanghai Composite 3 097 -1.13 -0.64 0.25

VIX - Implied Volatility Index 18.96 7.67 36.99 -12.51

Source: Bloomberg, Ostrum Asset Management
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Additional notes 

This material has been provided for information purposes only to investment service providers or other Professional Clients, 
Qualified or Institutional Investors and, when required by local regulation, only at their written request.  This material must not 
be used with Retail Investors.  
To obtain a summary of investor rights  in the official language of your jurisdiction, please consult  the legal documentation 
section of the website (im.natixis.com/intl/intl-fund-documents) 
In the E.U.: Provided by Natixis Investment Managers International or one of its branch offices listed below. Natixis Investment 
Managers International is a portfolio management company authorized by the Autorité des Marchés Financiers (French 
Financial Markets Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the 
Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. 
Italy: Natixis Investment Managers International Succursale Italiana, Registered office: Via San Clemente 1, 20122 Milan, Italy. 
Netherlands: Natixis Investment Managers International, Nederlands (Registration number 000050438298). Registered office: 
Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Spain: Natixis Investment Managers International S.A., Sucursal en España, 
Serrano n°90, 6th Floor, 28006  Madrid, Spain. Sweden: Natixis Investment Managers International, Nordics Filial (Registration 

number 516412-8372- Swedish Companies Registration Office). Registered office: Covendrum Stockholm City AB, 
Kungsgatan 9, 111 43 Stockholm, Box 2376, 103 18 Stockholm, Sweden. Or, 
Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a 
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is 
incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment Managers S.A.: 
2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Germany: Natixis Investment Managers S.A., 
Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Senckenberganlage 21, 60325 
Frankfurt am Main. Belgium: Natixis Investment Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 
Bruxelles, Belgium.  
In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux Collège 
10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich.  
In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial 
Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, 
EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the 
United Kingdom: this material is intended to be communicated to and/or directed at investment professionals and professional 
investors only; in Ireland: this material is intended to be communicated to and/or directed at professional investors only; in 
Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a 
license from the Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or 
directed at professional investors only; in the Isle of Man: this material is intended to be communicated to and/or directed at only 
financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers authorised under 
section 8 of the Insurance Act 2008.  
In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which 
is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial 

http://www.ostrum.com/


 

 MyStratWeekly – 09/10/23 - 7 

 
C2 - Inter nal Natixis 

experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market 
Counterparties as defined by the DFSA. No other Person should act upon this material.  Registered office: Unit  L10-02, Level 
10 ,ICD Brookfield Place, DIFC, PO Box 506752, Dubai, United Arab Emirates 
In Japan: Provided by Natixis Investment Managers Japan Co., Ltd. Registration No.: Director-General of the Kanto Local 
Financial Bureau (kinsho) No.425. Content of Business: The Company conducts investment management business, investment 
advisory and agency business and Type II Financial Instruments Business as a Financial Instruments Business Operator.  
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities 
Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., 
No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, 
Tel. +886 2 8789 2788. 
In Singapore: Provided by Natixis Investment Managers Singapore Limited (NIM Singapore) having office at 5 Shenton Way, 
#22-05/06, UIC Building, Singapore 068808 (Company Registration No. 199801044D) to distributors and qualified investors for 
information purpose only. NIM Singapore is regulated by the Monetary Authority of Singapore under a Capital Markets Services 
Licence to conduct fund management activities and is an exempt financial adviser. Mirova Division (Business Name Registration 
No.: 53431077W) and Ostrum Division (Business Name Registration No.: 53463468X) are part of NIM Singapore and are not 
separate legal entities. This advertisement or publication has not been reviewed by the Monetary Authority of Singapore. 
In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to professional investors for information 
purpose only. 
In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is 
intended for the general information of financial advisers and wholesale clients only .   
In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not 
constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and 
is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale 
investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand. 
In Colombia: Provided by Natixis Investment Managers International Oficina de Representación (Colombia) to professional 
clients for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred 
to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and  is 
addressed to less than 100 specifically identified investors.  
In Latin America: Provided by Natixis Investment Managers International.  
In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and 
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any 
units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.  
In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, 
or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered 
with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments 
referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs 
may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering of securi ties 
in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is 
an entity organized under the laws of France and is not authorized by or registered with the CNBV or any other Mexican author ity. 
Any reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of its investment 
management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican authority. 
In Brazil: Provided to a specific identified investment professional for information purposes only by Natixis Investment Managers 
International. This communication cannot be distributed other than to the identified addressee. Further, this communication 
should not be construed as a public offer of any securities or any related financial instruments. Natixis Investment Managers 
International is a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial Markets 
Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and 
Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendès France, 75013 Paris. 
The above referenced entities are business development units of Natixis Investment Managers, the holding company of a 
diverse line-up of specialised investment management and distribution entities worldwide. The investment management 
subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are 
licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the 
responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment 
services to its clients complies with the relevant national law. 
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute 
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. 
Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The 
analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio 
manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. 
There can be no assurance that developments will transpire as may be forecasted in this material. The analyses and opinions 
expressed by external third parties are independent and does not necessarily reflect those of Natixis Investment Managers. 
Past performance information presented is not indicative of future performance.  
Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third 
party sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be 
distributed, published, or reproduced, in whole or in part. 
All amounts shown are expressed in USD unless otherwise indicated. 
Natixis Investment Managers may decide to terminate its marketing arrangements for this product in accordance with the 
relevant legislation 
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