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European financials bonds lag in QE rally

European financials bonds are rallying, but a closer look shows that the extra spread required by
investors to hold the asset class has remained stubbornly high.

— Markit iTraxx Europe Senior Financials trading at its lowest level in four months
— Spread difference in European financials bonds near yearly high despite rally
— GBP financials spread difference surged after BOE corporate bond purchase decision

Financials on both sides of the English
Channel have borne the brunt of the recent
market volatility but last week’s release of the
European Banking Authority stress test
results and the Bank of England’s (BOE)
decision to add corporate bonds to its
revamped quantitative easing programme has
brought some calm to the sector. The Markit
iTraxx Senior European Financials, which
tracks credit risk across the sector, rallied
strongly following these developments and
now trades at 87bps.
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The index is now trading at its tightest level in
over four months and indicates that credit risk
across the sector has tightened by a stunning
30% from its post brexit high.

Sterling and euro denominated financials
bonds have mirrored the improving credit
outlook of the CDS world as the spreads of
the financials part of both the iBoxx Euro
Corporate and GBP corporate indices are
now trading at new yearly lows.
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Spread difference near yearly highs

While these moves may look promising at first
glance, it's worth noting that much of the
spread tightening has been driven by
improving investor sentiment towards the
region’s corporate bonds rather than a
renewed affinity financials. When accounting
for spread movements in the wider euro and
sterling denominated corporate bonds, the
recent rally looks anything but given that the
extra spread demanded by investors to hold
financials bonds has gradually widened over
the last 12 months.
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The spread difference between the financials
part of the Markit iBoxx Euro and GBP
corporate indices and their wider peers is now
materially wider in both currencies from the
levels seen a year ago. Spread differentials
have also shown no signs of materially
tightening in the last few weeks that the
spread differential in euro and GBP

compiled by markit



markit

Markit Fixed Income Commentary

denominated bond is only 3 and 5bps off the
yearly highs seen last month.

The stubbornly high spread difference
between financials bonds and the wider
universe indicates that much of the recent
rally has reflected glory from external forces,
such as quantitative easing, rather than a full
blown reversal in the sector.

This trend is likely stoked by the fact that
many financials bonds are ineligible for
corporate bond asset purchase programmes.
This was made even more evident last week
when pound denominated financials bonds
saw their spread differential widen materially
in the wake of the BOE stated that its will not
include bonds issued by banks, insurers and
building societies in its Asset Purchase
Facility Corporate Bond Purchase Scheme.
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