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Covered bonds prove resilient amid selloff

Covered bonds have been largely shunned by investors seeking income, but their resilience amid

market volatility has seen them outperform this year.

— Euro covered bonds have outperformed corps and sovs by 1.48% and 0.83% ytd
— Covered bonds have held up amid the recent volatility with spreads tighter than April levels
— European periphery covered bonds have widened since June, in contrast to sovereigns

Primary issuance in the covered bond market
has come to a standstill over the past few
months. The asset class, considered among
the safest type of European bonds, has
struggled to gain traction amid the recent
turmoil in credit markets.

Tensions in Greece have been receding
however, along with the worst of China’s
stock market volatility, which has seen some
calm return to credit markets. In addition,
covered bonds still benefit from the ECB’s QE
policy which could make them attractive for
issuers looking to raise capital, meaning that
the lull in issuance may be temporary only.

Total return

European bonds total returns ytd

——iBoxx € Corporates

Senior

5% ——iBoxx € Eurozone
4% ——iBoxx € Covered
3%
2%
1%
0%

-1%

2%

-3%
Dec/14 Jan/15 Mar/15 Apr/15 May/15 Jun/15 Jul/i1s

Source: Markit

So far this year, European covered bonds
have outperformed sovereigns and
corporates by 0.83% and 1.48% respectively
on a total return basis, according to Markit's
iBoxx indices.
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Most of this outperformance has been
delivered since the start of June when the
crisis in Greece exacerbated the sovereign
bond selloff a month earlier. The crisis saw
covered bonds stand out as they proved
much less volatile in the face of the wider
market selloff.

June saw the Markit iBoxx € Covered index
return -1.05%, while the Markit iBoxx €
Eurozone index and the Markit iBoxx €
Corporates Senior index chalked up less
impressive returns; -2.59% and -1.84%
respectively. These figures highlight the fact
that covered bond returns have been much
less reactive to larger market moves.

This resilience can also be highlighted by
looking at asset swap spreads (ASW), which
remain tighter than April levels. Essentially,
investors are now willing to accept a smaller
spread over swap rates that at the start of the
market selloff, indicating a more bullish view
of the asset class.
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While they are less volatile, covered bond
spreads and corresponding vyields remain
considerably lower than corporates and
eurozone sovereigns. Inflows into ETFs
tracking covered bond indices have remained
relatively subdued over the past few months,
demonstrating lack of investor appetite.

This trend was made further clear when
looking at covered bonds issued in the
European periphery. The Markit iBoxx €
Spain Covered index ASW has widened 7bps
since the start of June, while the Markit iBoxx
€ Spain index ASW has tightened 22bps.

But spreads between covered bonds and
sovereigns have been converging over the
past few weeks. So far this month the asset
swap spread for the Markit iBoxx € Covered
index has widened 1lbp to 9bps, while the
iBoxx € Eurozone index has actually
tightened from 45bps to 38bps. This
converging basis can only benefit covered
bonds as they start to become more attractive
on a relative basis.

Spanish covered bonds and sovereigns
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