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Periphery bonds rejoin European fold

Investor appetite for periphery European debt in July has helped push European sovereign bonds
back into the black for the year after enjoying their best performance since January.

— European sovereigns delivered 2% total returns in July, according to Markit iBoxx €

Sovereign

— Periphery bonds have driven this trend, but spreads are still off the yearly lows
— CDS spreads have also been coming down across the periphery sovereign space

July started pretty badly for European bond
investors, but the resolution (for now) of the
Greek crisis has actually seen the asset class
bounce up from the recent lows. This return
to form means that European sovereign
bonds delivered their best month in terms of
total return since January. This is gauged by
the Markit iBoxx € Sovereign index which
returned 2.13% in July.
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This strong performance means that
European sovereign bonds are now in
positive total returns for the year after falling
by over 4% over the course of the Greek
crisis.

Periphery drives returns

This trend was largely riven by improving
investor sentiment towards periphery debt;
gauged by the fact that Italian and Spanish 10
year bonds have seen their yield differential
over 10 year German bunds fall significantly
over July.
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Italian bonds experienced the largest amount
of tightening over July with the 10 year
spread falling 40bps to 1.17%, while Spanish
bonds fell by 24pbs over the month.
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Spanish and Italian bonds make up over 36%
of the Markit iBoxx € Sovereign index so any
shifts in investor sentiment in periphery bonds
have a material impact for European
sovereign bond investors.

Note that the spreads are still off the lows
seen before the recent Greek crisis, which
shows that investors are still wary of political
risks seen in the European periphery. But
these fears may well be abated in the coming
months, should the anti-austerity parties
continue to lose momentum in the wake of
Greece’s failed bid to play hardball with
international creditor.

Portugal, which is not a constituent of the

iBoxx € Sovereign index, has also exhibited a
trend similar to Spain and Italy with its 10
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year sovereign spread over German bunds
falling by 40bps in July.

CDS spreads also reflect the tend

The improving investor sentiment is also
reflected in CDS spreads with periphery
spreads falling significantly from their early
July highs.
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Spain and Portugal have led the trend with a
22bps and 27bps tightening over the month.

However, much like the bond yields current
CDS spreads indicate that there is some
lingering damage from the Greek crisis.
Investors are still treating periphery sovereign
bonds with a higher level of risk than at the
recent lows seen earlier in the year.
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