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Risk on in credit markets as Draghi/Yellen bullish

With European parliaments set to approve Greece’s bailout, a calmer credit market is allowing QE
to retake centre stage as positive market sentiment returns.

— Greece’s government bond due 2017 has seen its price stabilise this week
— Periphery European spreads tighten to two month lows; but still 30bps higher than March
— Risk on sentiment also in US; high yield ETFs seen biggest inflows since February

Risk on

On Wednesday night Greek prime minister
Alexis Tsipras secured parliamentary backing
to secure a third bailout worth up to €86bn.
ECB president Mario Draghi yesterday
sounded upbeat about Europe’s prospects,
while the ECB raised its ELA cap on Greek
banks. But today the ball is in Germany’s
court, whose parliament will also vote on the
bailout deal agreed with Greece. If all goes
smoothly, this week could mark the biggest
turn around in credit markets this year, as risk
on sentiment moves to the forefront.

The price of Greece’s 2-yr bond due 2017
has remained stable over the last four days at
67-69 (cash basis to par). This translates into
yields hovering in the mid-20%, down from
57% seen on July 8".
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Hellenic Telecom, a corporate heavily linked
to Greece’s economic prospects, was the one
of the best CDS improvers this week. Its 5-yr
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CDS spread, which represents the cost of
insuring against an underlying bond default,
has tightened 329bps since last Friday’s
close; a 40 day low.

Periphery European sovereign bond spreads
have also hit two month lows. Both Spain and
Italy saw their 10-yr bond spread over
German bonds close yesterday at 117bps.
With Greece tensions easing, focus returns to
the ECB’s unprecedented QE programme
once again. Spreads for Italy and Spain
remain 30bps higher than that during the start
of QE buying in March.

European corporate credit indices 5-yr CDS spread (bps)
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In corporate credit, the Markit iTraxx Europe
has tightened 20bps in the last eight trading
days. Similar moves were seen in high yield,
with the Markit iTraxx Europe Crossover
tightening 80bps. This drops means spreads
are now returning to April/May levels.

The correlation between the two indices since
June 1% has been 0.97, in stark contrast to
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the year to date correlation of 0.64;
demonstrating the shift away from
fundamentals in times of crisis.

US joins in

The mood in Europe has also translated
across the Atlantic, as Fed chairman Janet
Yellen gave bullish remarks about the US
economy in front of congress. The Markit
CDX.NA.IG index, which is made up of 125
investment grade single name CDS spreads,
was 5bps tighter this week at 64bps at the
latest; 4bps wider than the lowest level
achieved on this year on March 5.

Bullish sentiment has also translated into
investor appetite as high yield bond ETFs
experienced their biggest weekly net inflow
($(}.66bn) since the week starting February
2",
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