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Eurozone common issuance — a long time coming

Financial analysts can justly be accused of looking for things to go wrong, especially
in the bond market where bad news on the economy or politics often drives prices
higher. The challenge to those with this innate tendency is to acknowledge when the
news is ‘good’, when things are going right, which as far as Europe is concerned, is
what has happened with the arrival of Eurozone common issuance.

Everything changed in the spring. The catalyst came with the COVID-19 pandemic, a
massive economic shock that led to calls for a co-ordinated fiscal response at the
European level. At long last proposals for common issuance, in the form of ‘corona
bonds’, were taken seriously (see Prisoner’s Dilemma: Debt mutualisation is Steven Major, CFA

happening anyway, 31 March 2020). As a result, the EU will become a big issuer in ﬁlsoBbngl_;r}widplocf Fixed Income Research
its own right, backed by its own source of taxation. This is a big step indeed. In the

past the EU has issued but not in such big size, which will soon make it comparable

with Spain, for example.

It has been ‘a long time coming’ from the perspective of someone who was an ECU
(European Currency Unit) analyst in the early 1990s. Denmark’s rejection of the
Maastricht Treaty in 1992 ended the convergence trades and positive momentum
back then.

Recognising paradigm shifts when they come is one of the keys to a successful
investment strategy. There have been two positive steps taken by the Eurozone in
the last two decades: the creation of the euro, the single currency, in 1999 and Mario
Draghi’s ‘whatever it takes’ in 2012. The arrival of the EU in 2020 as a major issuer in
its own right could be the next positive step and lead to the following:

¢ Al else equal, a positive development for Europe that reduces previous
uncertainty is good for the euro currency.

The new EU bonds might well ‘crowd out’ smaller supranationals and agencies.

More importantly Europe may eventually have a bond market to rival the US if,
as has been suggested, the EU issuance eventually becomes permanent.

Last week a number of records were broken (see Making a big entrance: SURE
bonds are a big success with investors, 22 October 2020). The first EUR17bn SURE
bonds (Support to mitigate Unemployment Risks in an Emergency) attracted orders
more than double the entire EUR100bn programme. Significantly, as the largest ever
social bond, most of the initial offering ended up in the hands of ESG investors. This
bodes well for the much larger EUR750bn NGEU (Next Generation European Union
fund), which is split between loans and grants.
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There will be some robust challenges, both legal and practical, from nations that feel they are
paying in, whilst others just take out. The ‘looking-for-something-to-go-wrong’ analysts will ask
why should a country take EU loans if the cost is higher than they could achieve by issuing on
their own? Or why not just take the grants and not the loans? Wouldn’t there be stigma attached
if Italy was taking loans but not Spain?

Perhaps mainstream economic thinkers are being a bit too rational in this approach and are
missing the broader picture.

First, there is the paradox of the Japanification of the Eurozone, where the economic backdrop
suggests interest rates will be no higher than zero for a very long time (see Eurozone zombie
paradox, 20 October 2020). Indeed, reflecting this, the yield curve for swaps is in negative territory
all the way up the curve. For the common issuance in the form of SURE and NGEU yields are
likely to reflect this.

Second, based on today’s yield curves, some of the stronger countries can issue bonds with
yields below zero, whilst others issue with positive yields. Taking the five-year maturity point for
the biggest issuers, the current range is set by Germany at -80bp and ltaly at +13bp. Those
countries with the lowest yields, such as the Netherlands and Germany, don’t have to take the
loans, it just means the EU Recovery Fund won'’t reach its full issue size of EUR750bn.

So there is cause for some optimism amid the gloom. If the aggregate interest rate for issuance
is going to stay lower-for-longer this is a great starting point to fight unemployment and the
impact of COVID-19 across the EU. Hopefully, those countries that have already ‘profited’ in
times before common issuance from negative yields will find it easier to do the right thing for the
sake of the longer-run prosperity of the EU.
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HSBC Global Research is not and does not hold itself out to be a Credit Rating Agency as defined under the Hong Kong Securities
and Futures Ordinance.

Definitions for fundamental credit and covered bond recommendations

Overweight: For corporate credit, the issuer’s fundamental credit profile is expected to improve within the next six months. For
covered bonds, the bonds issued in this country are expected to outperform those of the other countries in our coverage over the
next six months.
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Definitions for trades (Rates & Credit)

Buy and Sell refer to a trade call to buy or sell a bond, option on an interest rate swap ("swaption"), interest rate cap or floor,
inflation cap or floor, or Total Return Swap ("TRS"). The buyer/seller of a TRS receives/pays the total return of the underlying
instrument or index at the end of the period and pays/receives the funding leg.

Buy protection and Sell protection refer to a credit default swap (CDS): the protection buyer/seller is effectively selling/buying
the reference entity's credit risk.

Pay and receive refer to a trade call to pay or receive the fixed leg of an interest rate swap (IRS), a non-deliverable IRS, the first-
named leg of a basis swap, the realised inflation leg of an inflation swap, or a forward rate agreement (FRA). An investor that
executes a pay or receive trade is said to be "paid" or "received."

Payer and receiver refer to inflation caps or floors and to swaptions: a payer is an option giving the right but not the obligation to
enter a paid position in an interest rate or inflation swap, and a receiver is an option giving the right but not the obligation to enter
a received position in an interest rate or inflation swap.

ASW (also asset-swap, Buy on asset swap, Buy on an asset-swapped basis): Buy a bond packaged with a swap that is tailored
to eliminate the bond’s interest rate risk, effectively transforming the bond to a floating rate instrument whilst preserving the credit
exposure to the bond issuer.

RASW (also reverse asset-swap, Sell on asset swap, Sell on an asset swapped basis): Sell a bond packaged with a swap that is
tailored to eliminate the bond’s interest rate risk, effectively transforming the bond to a floating rate instrument whilst preserving
the credit exposure to the bond issuer.

Distribution of fundamental credit and covered bond recommendations
As of 28 October 2020, the distribution of all independent fundamental credit recommendations published by HSBC is as follows:

All Covered issuers Issuers to whom HSBC has provided Investment Banking in the past 12 months

Count Percentage Count Percentage

Overweight 123 26 78 63
Neutral 212 45 103 49
Underweight 134 29 55 41

Source: HSBC
For the purposes of the distribution above the following mapping structure is used: Overweight = Buy, Neutral = Hold and

Underweight = Sell. For rating definitions under both models, please see "Definitions for fundamental credit and covered bond
recommendations" above.

Distribution of trades

As of 30 September 2020, the distribution of all trades published by HSBC is as follows:

All Covered instruments Issuers to whom HSBC has provided Investment Banking in the past 12 months
Recommendation Count Percentage Count Percentage
Buy 157 69 95 61
Sell 69 31 29 42

Source: HSBC

For the purposes of the distribution above the following mapping structure is used: Buy/Sell protection/Receive/Buy Receiver/Sell
Payer = Buy; and Sell/Buy protection/Pay/Buy Payer/Sell Receiver = Sell. ASW is counted as a buy of the bond and a paid swap,
and RASW as a sell of the bond and a received swap. For rating definitions under both models, please see "Definitions for trades
(Rates and Credit)" above.

For the distribution of non-independent ratings published by HSBC, please see the disclosure page available at
http://www.hsbcnet.com/gbm/financial-regulation/investment-recommendations-disclosures.

Recommendation changes for long-term investment opportunities

To view a list of all the independent fundamental recommendations disseminated by HSBC during the preceding 12-month period,
and the location where we publish our quarterly distribution of non-fundamental recommendations, please use the following links
to access the disclosure page:
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Clients of HSBC Private Banking: www.research.privatebank.hsbc.com/Disclosures

HSBC and its affiliates will from time to time sell to and buy from customers the securities/instruments, both equity and debt
(including derivatives) of companies covered in HSBC Research on a principal or agency basis or act as a market maker or
liquidity provider in the securities/instruments mentioned in this report.

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment banking,
sales & trading, and principal trading revenues.

Whether, or in what time frame, an update of this analysis will be published is not determined in advance.

Non-U.S. analysts may not be associated persons of HSBC Securities (USA) Inc, and therefore may not be subject to FINRA
Rule 2241 or FINRA Rule 2242 restrictions on communications with the subject company, public appearances and trading
securities held by the analysts.

Economic sanctions imposed by the EU and OFAC prohibit transacting or dealing in new debt or equity of Russian SSI entities.
This report does not constitute advice in relation to any securities issued by Russian SSI entities on or after July 16 2014 and as
such, this report should not be construed as an inducement to transact in any sanctioned securities.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that company
available at www.hsbcnet.com/research. HSBC Private Banking clients should contact their Relationship Manager for queries
regarding other research reports. In order to find out more about the proprietary models used to produce this report, please contact
the authoring analyst.
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2 All market data included in this report are dated as at close 28 October 2020, unless a different date and/or a specific time
of day is indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of
Research operate and have a management reporting line independent of HSBC's Investment Banking business.
Information Barrier procedures are in place between the Investment Banking, Principal Trading, and Research businesses
to ensure that any confidential and/or price sensitive information is handled in an appropriate manner.

4 You are not permitted to use, for reference, any data in this document for the purpose of (i) determining the interest
payable, or other sums due, under loan agreements or under other financial contracts or instruments, (ii) determining the
price at which a financial instrument may be bought or sold or traded or redeemed, or the value of a financial instrument,
and/or (iii) measuring the performance of a financial instrument or of an investment fund.
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