markit

4th floor tel +44 20 7260 2000
Ropemaker Place fax +44 20 7260 2001
25 Ropemaker Street www.markit.com
London

EC2Y OLY

United Kingdom

Markit Commentary
June 9" 2016

Markets react to ECB’s corporate bond buying

The recent rally seen across euro denominated bonds has taken their yields near all-time low
levels; however the developments have as much to do with benchmark rates as spreads are still

off the lows seen last year.

— Markit iBoxx € Corporates benchmark spreads are 50bps wider than last year’s lows
— ldiosyncratic credit risk has fallen across euro denominated investment grade sectors
— Euro denominated investment grade ETFs manage a record €25bn of AUM after strong inflows

The expansion of the European Central
Bank’s (ECB) quantitative easing (QE)
programme to include certain  euro
denominated bonds has been well received
by the market, if the plunging yields delivered
by the asset class are any indicators. While
the current 1.2% vyield delivered by the euro
denominated investment grade bonds tracked
by the Markit iBoxx € Corporates is within
20bps of the all-time lows registered last year,
a large part of the recent yield collapse has
been driven by the underlying benchmark risk
free rates.
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The current benchmark spread of 143bps,
which measures the extra yield required by
investors to hold the asset class, is still 50bps
higher than the all-time lows seen early last
year when investors required less than
100bps of extra yield in order to hold euro
denominated investment grade bonds. This
shows that the current spread contraction has
as much to do with the negative rate policy,
and its knock on effect on benchmark rates,
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as the decision to include corporate bonds in
the QE program.

This holds true even after the ECB started
buying bonds as the current Markit iBoxx €
Corporates benchmark spread is still 3bps off
the yearly lows seen at the end of April.

But investors don’'t seem to be turned off by
the recent plunge in vyields, as euro
denominated investment grade ETFs have
seen strong inflows in each of the weeks
since Mario Draghi’'s announcement in March.
This has taken the AUM managed by these
ETFs past the €25bn mark for the first time
ever.

Sector spreads converge

While spreads have not tightened to new lows,
the recent action have taken a lot of the
idiosyncratic risk away from the euro
investment grade corporate bond market
according to the sector benchmark spreads of
the component indices that make up the
Markit iBoxx € Corporates index. Nine of the
ten non-bank component subsectors in the
index have seen a fall in benchmark spreads
from the levels seen at the start of the year,
which shows the universal impact of the
recent policy steps across the spectrum of
euro investment grade corporates.
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Markit iBoxx € Corporates Sectors Benchmark Spread
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This universal tightening means that the
levels of extra yield required to across the
component sectors which make up the Euro
investment grade universe has converged
since the start of the year. In fact the standard
deviation of benchmark spreads across the
ten Markit iBoxx € Corporates sector indices
is now roughly one fifth lower than at the start
of the year, at 56bps currently. This trend
indicates that investors are less worried about
the individual sector risk since they were
included into the basket of eligible securities.
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