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Draghi bazooka sends European credit risk tumbling

New measures taken by the ECB has seen risk in the region fall; while high yield bonds continue

to steam ahead.

— The Markit iTraxx Europe Main index saw its spread tighten to 74bps, a four month low
— High yield bond returns have squared earlier losses this year
— The Markit iBoxx € Hypothekenpfandbriefe covered bond index yields just 0.24%

ECB goes all in

Further monetary stimulus measures unveiled
by ECB president Mario Draghi has sent
European investment grade (IG) corporate
credit risk tumbling to the lowest levels so far
this year.

With market expectations running high, the
ECB lowered key interest rates further and
expanded its current QE programme to €80bn
from €60bn per month - including an
expansion into non-bank IG corporate bonds.
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The announcement saw perceived credit risk
in Europe fall dramatically. The Markit iTraxx
Europe Main index, made up of 120
European IG single name CDS spreads, saw
its spread tighten to 74bps; a four month low
according to Markit's CDS pricing service.
European bank credit also saw risk fall, with
the Markit iTraxx Europe Senior Financials
tightening 17bps, now 42% lower than during
the height of recent fears in the sector in
February.
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Despite the aggressive action from the ECB,
German government bond vyields rose to the
contrary, as Draghi suggested interest rates
had little chance of going further lower.

High yield pars losses

March’s risk on market sentiment has seen
high yield (HY) bond returns in developed
currencies claw back losses made at the start
of the year.

HY bonds prove to be rewarding asset class
so far this month buoyed a number of factors.
The bounce in oil prices, led by rumours of a
pact among oil exporting countries to freeze
production levels, easing macroeconomic
tensions in Europe and China’s commitment
to sustain growth levels have also boosted
returns.
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According to Markit's iBoxx indices, dollar
denominated HY bonds have returned 2.41%
so far this month, erasing January and
February’s combined losses. Euro
denominated HY bonds have also squared
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losses for 2016, returning 1.8% so far in
March. Sterling HY has fared slightly better,
with 1.9%, meaning HY bonds in all three
currencies have exhibited positive total
returns as we approach the end of the first
quarter.

Covered bond landmark
Amid Europe’s low yield environment, the
primary bond market saw its first ever zero
coupon covered bond this week, issued by
German bank Berlin Hypo.

The €500m bond was priced to issue no
coupon, imitating traditional zero coupon
bonds. Issuers had avoided issuing with no
coupon so far by extending maturities.
Covered bonds in Europe have already seen
yields fall drastically over the past years,
distorted by inclusion in the ECB's QE
programmes.
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Covered bonds issued by German Hypo
banks (mortgage providers), as represented
by the Markit iBoxx € Hypothekenpfandbriefe
index, have seen yields fall to 12bps as

investors have looked for alternative, higher
yielding safe haven assets.

A covered bond has never defaulted in its
hundred plus year history. Yields did however
spike to 24bps as of yesterday’s close, in
response to the ECB’s rhetoric. Covered
bonds issued by German Hypo banks
currently yield 37bps over equivalent German
government bonds.
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