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European credit markets, led by the banking sector, have seen risk escalate over the past several weeks with the
Markit iTraxx Europe Main index seeing it’s spread widen to June 2013 highs. One relative bright spot however,
has been the region’s sovereign credit, which has largely steered clear of the contagion developed in the
corporate market.

Traditional safe haven assets such as German government bonds have performed very well in the risk off
environment but investors have also proved very pragmatic around ‘peripheral’ European sovereigns,
exemplifying the resilience among Eurozone sovereigns.

Over the past several years, Spain and Italy’s 5-yr CDS spread has typically traded wider than that of European
investment grade credit. As recently as April last year, the Markit iTraxx Europe Main index was trading 45bps
and 77bps tighter than Spain and Italy’s 5-yr sovereign CDS spread, respectively. The past several weeks has
seen this basis tighten significantly, although some widening has been seen among the sovereigns, Spain is now
trading 7bps tighter than European investment grade credit.

The resilience among European sovereigns can be attributed to the implicit backstop provided by the ECB and
its €60bn per month QE asset purchase programme (which includes Spanish and Italian government debt), which
lasts until 2017.



Further fuel was added to the fire last month after ECB President Mario Draghi hinted at the possibility of
further asset purchases amid a spluttering of growth and inflation. Current Spanish and Italian government 10-yr
bond yields are  and 57bps and 72 bps higher than post QE lows last year, and investors have been keen to take
advantage of the ECB’s whatever it takes attitude through sovereign debt.

ETFs tracking eurozone government bonds have seen strong inflows in the opening weeks of the year according
to data from Markit ETP. In fact the $2.7bn which has flowed into Eurozone sovereign ETFs puts the first
quarter on track to be the best on record for the asset class. At least a portion of that flow, $95m has flowed into
products tracking periphery sovereign bonds as investors seek their relatively attractive yields and the possibility
of further QE driven capital returns.

In contrast to Spain and Italy, weaker peripheral European nations have seen credit spreads widen significantly
over the past few weeks. Greece’s government debt is ineligible for QE and its upfront CDS spread has widened
back to levels seen last August. Though Portugal is eligible for QE, it faces headwinds through potential
downgrade risk. This sentiment is reflected in its 5-yr CDS spread, which surpassed 300bps amid the heightened
risk environment in Europe.
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