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Calm returns to periphery bonds but doubts remain

Periphery sovereign credit has rallied from a setback in the wake of last Thursday’s UK
referendum, but investor confidence still remains shaken.

— Italian and Spanish 5 year CDS spreads have tightened by over 20bps from Monday’s highs
— lItalian and Spanish 10 year spread over bunds 50% higher than in closing weeks of 2016
— Investors withdrew record €400m of assets from periphery bond ETFs in Q2

Periphery Southern European sovereign
bonds felt more than their fair share of last
week’s Brexit driven volatility as investors
turned against all but the safest risk assets.
The resulting selloff saw Spanish and Italian
CDS spreads overtake levels seen during last
year’s Greek trouble and highs not seen since
the eurozone crisis of 2012. The selloff
continued on Monday with 5 year Spanish
and Italian CDS spreads hitting 137bps and
184bps respectively - over a third higher than
the levels seen last Thursday.

This loss of investor confidence looks to have
been relatively short lived however as both
countries have subsequently seen their CDS
spreads retreat in earnest. Spain’s latest five
year spread is now 25bps tighter while Italy
has rallied by 29bps.

Periphery CDS Spreads

5 YearCDS

Spread (Bps) Basis (Bps) .

200 ]
—— Spain —— ltaly Basis

180

160

140

100 ; ‘\_‘ 30

60
40
20
0
072015 0972015 1172015 012016 0372016 0512016

Source: Markit

While Italian CDS spreads have rallied more
strongly than their Spanish peers, the basis
between the two, which measures the extra
level of risk perceived by the market, is still
eight times the level seen at the start of the
year. Italy is trying to address the mounting
bad debt on its domestic banks balance sheet
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which could see the country inject as much as
€40bn. The ongoing nature of the Italian
efforts to head off their banking problems has
seen the market take an increasingly
sceptical view of Italian credit as seen by the
growing dislocation between its CDS spread
and that of its Southern European peer.

Bonds also impacted

While Spain may be the relatively safe
periphery play, both countries have seen the
extra yield required by investors to hold their
10 year bonds over similarly dated bunds
jump significantly in the last six months. That
level of extra yield now stands at 1.6% for
Italy and 1.5% for Spain, down from less than

1% in the middle of December of last year.
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ETF investors have been eager to avoid this
widening bond spread, and the relative
underperformance that comes with it as
Italian and Spanish government bond ETFs
have experienced sustained and
unprecedented outflows in the last two
quarters. These outflows have gathered pace
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in the last three months as Q2 outflows were
over four times the record pace seen in Q1.
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