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Covered bonds shunned amid low yields

With the ECB’s third covered bond purchase programme in full swing, investors flee to alternative
asset classes as spreads tighten to unappealing levels.

— Covered bond ETFs saw first quarterly outflow since 2012 in Q1
— Basis between covered bonds and AAA corporates stands at 28bps; a two year high
— Prime Euro RMBS provides a 7bps premium over single A rated covered bonds

Covered bonds lose their charm

Covered bonds have long been the go to
asset for the ECB to stoke liquidity in
Europe’s struggling financial markets. An
appealing cross between a securitised
product and a vanilla bond, the ECB restarted
covered bond purchases for the third time last
October.
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With a guaranteed bidder in the market and
the European quantitative easing in full swing,
covered bond spreads have been on a steady
decline since 2012. The Ilatest ECB
intervention further tightened spreads and the
asset class is now yielding less than 40bps
over German bunds, according to the iBoxx
EUR Liquid Covered Index. They have also
outperformed the highest quality corporate
bonds in the iBoxx € Corporates AAA, which
has created a spread of 28bps between the
two asset classes as of latest count.
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These low yields have seen some ETF
investors head to the exit. Covered bond
ETFs saw outflows of $193m during the first
guarter; the first negative quarter since Q4
2012. With spreads being hovering at five
year lows, investors searching for yield
appear to have lost their patience with the
asset class.

It is worth mentioning that income is not the
only motive for holding covered bonds. They
are an important funding instrument in Europe
and hence are looked at favourably by
regulators. They have a low risk weighting
under the Capital Requirements Regulation,
are marked as liquid assets according to the
Liquidity Coverage Requirement and provide
secured liabilities under Bank Recovery and
Resolution Directive. These attributions keep
demand strong among credit institutions.
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With covered bond spreads near all time lows,
income investors have started to look at
alternative assets, in particular residential

which is also eligible for ECB ABS purchase
under the terms of the latest program.

Even when reducing the covered bond rating

to single A, RMBS still provides 7bps extra
return compared to covered bonds even

mortgage backed securities (RMBS).

ndex aturity (years) i -
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according to credit rating agencies.

RMBS provide the closest alternative asset in
terms of underlying collateral. Some
differences, aside from the regulatory
treatment, are that covered bonds offer
recourse on the issuer and hence added
protection whereas RMBS deals are off
balance sheet. It is therefore no surprise
covered bonds generally offer investors lower

returns.
The highest rated covered bonds provide Neil Mehta
28bps less yield than the highest rated RMBS, Analyst

as represented by the yield difference of the Markit
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curve. The latter contains some prime RMBS _ _ n _
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