In Focus
For Professionals Only*

March 2016

Safe bonds with attractive yields do exist: European Covered Bonds
Nordea 1 – European Covered Bond Fund
ISIN: LU0076315455 (BP-EUR), LU0539144625 (BI-EUR)

•	Pension funds and insurance companies have to
cope with restrictions on their investments towards
safe assets. Meeting these requirements is not straightforward anymore when looking for positive and consistent returns. They are likely to find it even harder
to meet their long-term debts, especially in regards to
their defined benefit products with guaranteed rates.
Which instruments other than government bonds
nowadays still could fulfil their needs? European Covered Bonds embody a more than attractive investment
alternative, as illustrated below.

*investing for their own account - according to MiFID definition
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•	Banks and retail investors suffer bitterly from negative yields on deposits. A major concern is therefore
finding the right substitute to cash and government
bonds which confers a sufficient guarantee of safety
and still provides a positive yield.
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Market conditions put at stake investors in the safe
fixed-income spectrum:
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On the occasion of its latest meeting, the European
Central Bank has once again stressed that it will do
whatever it takes to achieve its inflation target of 2 %. As
action points, rates were lowered and the central bank’s
bond purchasing programme was further enhanced.
The consequence of this announcement has been the
prolongation of the low-yield environment and the
realisation that investors are bound to face this
challenge on an even longer term basis. Remarkably,
the entire Germany yield curve is at negative rates up to
a maturity of 8 years.
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• Nordea investment team shows concretely that active
management is of the utmost importance in this
market

For those investors seeking an asset class which combines
safety and attractive returns, European covered bonds
are worth taking a closer look. Being a very secure investment, covered bonds offer dual protection, on one side
via the issuer´s assets and on the other side via a cover
pool. The cover pool has to follow strict rules; requiring for
example low loan-to-values and an over-collateralization
of the pledged assets. Furthermore, the issuer has the legal
obligation to maintain the cover pool’s value dynamically,
by replenishing it with new assets in case of loan defaults.
These features set covered bonds at the same safety footing
as sovereign debt; yet, they are still able to offer higher and
positive yields in many jurisdictions as illustrated below:
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• EU regulatory enhancements grant covered bonds
preferential treatment

European Covered Bonds – attractive yields
within a very safe asset class

Germany

• Covered Bonds offer a similar level of safety as
sovereign debt, but with enhanced returns

Source: Bloomberg, Date: 10.03.2016

Regulatory environment preferential for
Covered Bonds
In recent years, covered bonds have been one of the
main beneficiaries of enhanced EU legislations, along
with sovereign bonds. While the Liquidity Coverage
Ratio (LCR) categorises covered bonds as highly liquid
assets, the Capital Requirement Regulation (CRR)
assigns low risk weights to covered bonds, and, under
Solvency II, covered bonds represent very low spread
risk factors. The last two mentioned frameworks are

the most significant regulations to have impacted the
banking sector and the insurance industry respectively.
Both therefore put covered bonds on a similar level
of safety compared to government bonds in terms of
risk and significantly higher than all other bonds. This
makes covered bonds an obvious replacement
instrument for government bonds within the institutional space.

Covered Bonds clearly distinguish from other
corporate bonds
Covered bonds are exempted from bail-in under the
Bank Recovery and Resolution Directive (BRRD). This
implies that, in case of a defaulting bank, the BRRD
would exclude covered bonds from absorbing any losses
via a bail-in.
This protection is more relevant than ever, as demonstrated by the experience of the Portuguese Banco Novo
(former Banco Espirito Santo) and its creditors. The
bank’s covered bonds were fully and timely paid back to
creditors. On the other hand, Banco Novo’s senior debt
did not meet the same fate, as the Portuguese Central
Bank enforced its “bail-inable” attribute. As illustrated
below, this decision led to a massive fall in the price of
the bank’s senior bonds.
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Source: Nordea Investment Management AB, and Bloomberg. Period under consideration:
01.04.2014 – 24.02.2016.

The European Covered Bond Market is highly
inefficient
Although investing in covered bonds at first sight looks
rather straightforward, this is not the case at all. Indeed,
the market is inefficient in many ways.
As an example, it is crucial to analyse issuers coming
to the market and to understand their business model.
Many issuers often have different funding strategies. As
a result, some of them are more willing than others to
pay for the access to the market, and therefore offer their
bonds at attractive new issue premiums.
The new regulatory frameworks also come along with
new market opportunities. Only CRD (Capital Requirement Directive) compliant bonds benefit from preferred
treatments, making them also more expensive. This

premium does not affect non CRD compliant covered
bonds, which can be thus priced with a discount despite
even stronger credit quality.
Many covered bond investors have rating restrictions,
forcing them to sell their bonds if the rating changes. This
represents clear buying opportunities for unconstrained
investors on this matter. It is therefore essential to understand the risk of downgrades below certain thresholds
like the AA level or the investment grade level.

Nordea – constantly adding value by active
management
The Nordea 1 – European Covered Bond Fund since
inception in 2012 consistently outperformed its benchmark, the Iboxx EUR Covered Bond Index1, each year
and is also standing out from its peers.
The fund is managed by the dedicated and specialised Covered Bond Team, which is part of Nordea’s
seasoned Danish Fixed Income & Euro Covered Bonds
Team. The investment team, accountable for an overall
EUR 30bn of assets under management across several
funds and mandates, possesses an outstanding track
record in managing this asset class.
The investment team truly believes that they can
exploit these kinds of inefficiencies in the market by
actively managing their portfolio. On top of that, the
team is also allowed to invest in non-EUR denominated
Covered Bonds, which are issued by European institutions. This is a key differentiator from our competitors
and enhances our investment universe, as it enables us
to navigate away from the benchmark into a segment,
where the ECB cannot interfere in terms of mispricing
and reduced liquidity.
It also allows the team to invest into the Scandinavian
covered bonds market, which gives the fund a special
edge in the process of building a highly secure covered
bond portfolio.
To fully understand this complex market and exploit
its inefficiencies, one needs to have an experienced
investment team. The portfolio management team of the
Nordea 1 – European Covered Bond Fund has on average an experience of more than 17 years in the covered
bond segment and has built up a strong track record
over the past years. This demonstrates their ability to
continuously add alpha by partially investing outside
the benchmark without adding risk to the portfolio.
Covered bonds seem at first to be an easy investment
option. Going deeper into the market, it becomes obvious that passive management is missing opportunities:
the added value of an experienced and active management is precious. Nordea offers a strong solution to
invest in the European covered bond asset class.

1) Source (unless otherwise stated): Nordea Investment Funds S.A. Period under consideration (unless otherwise stated): 30.01.2012 - 29.02.2016. Performance calculated NAV to NAV (net of fees and Luxembourg taxes)
gross income reinvested, in the base currency of the respective sub-fund, excluding initial and exit charges as per 29.02.2016. Initial and exit charges could affect the value of the performance. The performance represented
is historical; past performance is not a reliable indicator of future results and investors may not recover the full amount invested. The value of shares can greatly fluctuate as a result of the subfund’s investment policy and cannot be ensured.

Conclusion:
European Covered Bonds are the alternative in the
current market environment, as:
• They still offer positive yields in a risk trade-off
environment
• They represent a good substitute for retail investors
and banks, when cash is not a source of returns
anymore
• They beneficiate from both banking and insurance
regulation frameworks
• They support insurance companies and pension
schemes in still meeting their long-term debt
obligations
However, they take part of a highly inefficient market.
Our investment team, as an experienced and active
manager, is therefore able to constantly generate enhanced returns.
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Nordea 1 – European Covered Bond Fund
Fund manager

Danish Fixed Income & Euro Covered Bonds Team

Fund domicile
ISIN codes
Annual management fees

Luxembourg
LU0539144625 (BI-EUR)4
LU0076315455 (BP-EUR)
0.30 % p.a. (BI-EUR)4
0.60 % p.a. (BP-EUR)

Base currency

EUR

Fund size in millions

590

No. of holdings
Launch dates
Yield to Maturity
Duration

80
09.12.2011 (BI-EUR)5
05.07.1996 (BP-EUR)
1.13 %
4.92

2) Nordea 1 - European Covered Bond Fund, BP-EUR. 3) Iboxx EUR Covered Bond Index. The performance represented is historical; past performance is not a reliable indicator of future results and investors
may not recover the full amount invested. The value of shares can greatly fluctuate as a result of the sub-fund’s investment policy and cannot be ensured. 4) BI-EUR share class: only for distribution
towards institutional clients. Minimum investment amount: EUR 75,000 (or the equivalent). 5) In the prospectus dated 30 January 2012 the Nordea 1 – Euro Bond Fund was renamed to Nordea 1 – European Covered Bond
Fund, the investment policy of the sub-fund was modified and the NAV history prior to this date is not used for performance measurement.
The sub-funds mentioned are part of Nordea 1, SICAV, an open-ended Luxembourg-based investment company (Société d‘Investissement à Capital Variable), validly formed and existing in accordance with the laws of Luxembourg
and with European Council Directive 2009/65/EC of 13 July 2009. This document is advertising material and does not disclose all relevant information concerning the presented sub-funds. Any investment decision in the Nordea
funds should be made on the basis of the current prospectus, which is available, along with the Key Investor Information Document, the current annual and semi-annual reports, electronically in English and in the local language
of the market where the mentioned SICAV is authorised for distribution, without charge upon request from Nordea Investment Funds S.A., 562, rue de Neudorf, P.O. Box 782, L-2017 Luxembourg, from the local representatives
or information agents, or from our distributors. Investments in derivative and foreign exchange transactions may be subject to significant fluctuations which may affect the value of an investment. Investments in Emerging
Markets involve a higher element of risk. The value of shares can greatly fluctuate as a result of the sub-fund’s investment policy and cannot be ensured. For further details of investment risks associated
with these sub-funds, please refer to the relevant Key Investor Information Document, available as described above. Nordea Investment Funds S.A. only publishes product-related information and does not make any investment
recommendations. Published by Nordea Investment Funds S.A., 562, rue de Neudorf, P.O. Box 782, L-2017 Luxembourg, which is authorized by the Commission de Surveillance du Secteur Financier in Luxembourg. Further
information can be obtained from your financial advisor. He/she can advise you independently of Nordea Investment Funds S.A. Additional information for investors in Switzerland: The Swiss Representative and Paying
Agent is Nordea Bank S.A. Luxemburg, Zweigniederlassung Zürich, Mainaustrasse 21-23, CH-8008 Zürich. Telephone (+41) 44 421 42 42, Fax (+41) 44 421 42 82. Additional information for investors in Germany:
The Information and Paying Agent in Germany is Nordea Bank AB Frankfurt Branch, Bockenheimer Landstrasse 33, D-60325 Frankfurt am Main. A hard copy of the above-mentioned fund documentation is also available
from here. Additional information for investors in Austria: Sub-paying Agent and Representative in Austria is Erste Bank der Österreichischen Sparkassen AG, Graben 21, A-1010 Vienna. Additional information for
investors in the Netherlands: Nordea 1, SICAV is a Luxembourg Undertaking for Collective Investment in Transferable Securities (UCITS) registered in the Netherlands in the register kept by the AFM, and as such is allowed
to offer its shares in the Netherlands. The AFM register can be consulted via www.afm.nl/register. Additional information for investors in France: With the authorisation of the Autorité des Marchés Financiers (AMF) the
shares of the sub-funds of Nordea 1, SICAV may be distributed in France. Centralising Correspondent in France is CACEIS Bank, located at 1-3, place Valhubert, 75013 Paris. Investors are advised to conduct thorough research
before making any investment decision. Additional information for investors in Belgium: The Representative Agent in Belgium is J.P. Morgan Europe Limited, Brussels branch, 1 Boulevard du Roi Albert II, Brussels,
B-1210-Belgium. A hard copy of the above-mentioned fund documentation is available upon demand free of charge. Additional information for investors in Spain: Nordea 1, SICAV is duly registered in the CNMV official
registry of foreign collective investment institutions (entry no. 340) as authorised to be marketed to the public in Spain. The Depositary of the SICAV’s assets is, J.P. Morgan Bank Luxembourg S.A.. In Spain, any investment must
be made through the authorised distributors and on the basis of the information contained in the mandatory documentation that must be received from the SICAV’s authorised distributor prior to any subscription. A complete
list of the authorised distributors is available in the CNMV’s webpage (www.cnmv.es). Additional information for investors in Portugal: The Management Company of the SICAV, Nordea Investment Funds, S.A., and the
Depositary of the SICAV’s assets, J.P. Morgan Bank Luxembourg S.A., are validly formed and existing in accordance with the laws of Luxembourg and authorized by the Commission de Surveillance du Secteur Financier in
Luxembourg. Our distributor in Portugal is BEST - Banco Electrónico de Serviço Total, S.A., duly incorporated under the laws of Portugal and registered with the CMVM as a financial intermediary. Additional information for
investors in Italy: Fund documentation as listed above is also available in Italy from the distributors and on the website www.nordea.it. The updated list of distribution agents in Italy, grouped by homogenous category, is available
from the distributors themselves, at State Street Bank S.p.A. branches (located in the main towns of each region), BNP Paribas Securities Services, Banca Sella Holding S.p.A, Banca Monte dei Paschi di Siena, Allfunds Bank
S.A., Societe Generale Securities Services Sp.A. and on the website www.nordea.it. Any requests for additional information should be sent to the distributors. Before investing, please read the prospectus carefully. We
recommend that you read the most recent annual financial statement in order to be better informed about the fund‘s investment policy. The prospectus and KIID for the sub-funds have been published with Consob.
Additional information for investors in the United Kingdom: Approved by Nordea Bank AB, London Branch, which is regulated by the FCA in the United Kingdom. Additional information for investors in Latvia:
The Representative and Paying Agent is Nordea Bank AB Latvijas branch, K. Valdemara St. 62, Riga, LV-1013. Additional information for investors in Estonia: The Representative and Paying Agent in Estonia is Nordea
Bank AB Estonia Branch, Liivalaia 45 10145 Tallinn. Additional information for investors in Lithuania: The Representative and Paying Agent in Lithuania is Nordea Bank AB, Lithuania Branch, Didzioji str. 18, LT-01128
Vilnius. Shareholders must evaluate possible investment risks and take this into consideration when making investment decisions. Information for investors in Brazil: Nordea 1, SICAV have not been, and will not be, registered
with the CVM and may not be offered or sold in Brazil except in circumstances which do not constitute a public offering or distribution under Brazilian laws and regulations. Investors within Brazil should consult with their own
counsel as to the applicability of these laws and regulations or any exemption there from. This material aims to provide information only and does not constitute and should not be construed as an offer to buy or sell or solicitation
of an offer to buy or sell any security or financial instrument. Source (unless otherwise stated): Nordea Investment Funds S.A. Performance calculated NAV to NAV (net of fees and Luxembourg taxes) gross income reinvested,
in the base currency of the respective sub-fund, excluding initial and exit charges as per 29.02.2016. Initial and exit charges could affect the value of the performance. The performance represented is historical; past
performance is not a reliable indicator of future results and investors may not recover the full amount invested. The value of shares can greatly fluctuate as a result of the sub-fund’s investment
policy and cannot be ensured. If the base currency of the respective sub-fund differs from the currency of the country where the investor resides the represented performance might vary due to currency fluctuations. Unless
otherwise stated, all views expressed are those of Nordea Investment Funds S.A. This document may not be reproduced or circulated without prior permission and must not be passed to private investors. This document contains
information only intended for professional investors and independent financial advisers and is not intended for general publication.
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Source: Nordea Investment Funds S.A., Date: 29.02.2016

