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Corporate risk flat after QE

The ECB’s QE actions appear to have benefitted the European corporate bond market, but a
closer inspection reveals that most of the recent tightening can be attributed to shifts in the

sovereign bond market.

— Euro denominated investment grade bonds trade with roughly the same spread as six

months ago

— Peripheral sovereigns such as Spain have seen spreads compress
— Much of the yield tightening can be attributed to sovereign yield compression

With the ECB’s QE programme well
underway, the European sovereign bond
market has seen yields fall to record lows.
This trend shows no signs of letting up, with
Italy selling €2.5bn of ten year notes at a
record low yield of 1.34%. On the corporate
side, issuance and demand have both seen a
strong start to the year.
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The impact of QE on the European bond
market can be dissected to reveal the effects
on specific areas of the market. Sovereign
bonds have seen credit risk slowly eroding as
yields have fallen, but the same cannot be
said about euro denominated corporate
bonds. Investment grade spreads (over
government) have remained relatively flat
since the start of 2014, well before any talk of
sovereign QE from the ECB. The iBoxx €
Corporates ex-BBB index, which incorporates
bonds at the higher end of investment grade
rating spectrum, has seen its spreads
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compress only 10bps over this period. At the
lower end of investment grade, the iBoxx €
Corporates BBB has tightened 24bps.

Sovereign Spanish bonds have seen much
more tightening, as their ten year bonds have
seen spreads over similarly dated German
bunds fall by 81bps since the start of 2014.

Sovereign risk

European corporates vs. sovereigns
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Taking a broader view highlights the extent to
which recent spread compression in Europe
can be attributed to sovereign bonds. Yields
on the iBoxx € Corporates index have fallen
from 2.5% to just over 1% since the start of
2014, but spreads have remained relatively
flat over benchmark sovereigns. In fact, the
basis between corporates and sovereigns (as
represented by the iBoxx € Sovereigns index)
has only widened to 33bps since the start of
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2014 as European bond yields have fallen
around 2% in the same period.

This dynamic implies that much of the credit
risk (which makes up a large chunk of the
spread over benchmark) associated with
corporate bonds still holds, with little impact
from QE. Most of the de-risking has funnelled
into sovereign bonds. Corporates in Europe
stil see high demand and issuance is
booming; a trend that can largely be
attributed to QE rather than improving issuer
credits, liquidity  or macro-economic
conditions.
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