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should look at bank debt 

 
 

 

 

 

 

 

 

 

This year has seen a continuation in 2016's trend for corporate credit. The 
European Central Bank (ECB) purchase programme under its quantitative 
easing policy has pushed corporate credit spreads tighter, starting with 
high-quality corporate issuers, then impacting sub-investment grade 
names. 

On the other hand, the financial sector has been on a different course. Credit 
spreads for banks lagged throughout 2016 and remained at elevated levels due 
to a range of factors. 

Interestingly, this convergence has not been driven by the same technical 
squeeze supporting corporates, but by a genuine improvement of bank 
fundamentals. 

Rates have started to increase; pressure from regulations has alleviated; 
European politics turned a corner with Emmanuel Macron's election; and the 
riskiest banks in Spain and Italy have been merged or recapitalised. 
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Quarter after quarter, banks continue to generate capital organically and 
implement strong measures to deal with the burden of the past, whether litigation 
or non-performing loans (NPLs). 

Unicredit disposed €17bn of NPLs, Santander sold 50% of €30bn bad loans from 
Banco Popular, and the Monte dei Paschi recapitalisation will allow the sale of 
€28bn of NPLs. 

The difference between the two sectors goes even further when we look at the 
balance sheets. While corporate issuers have just refinanced their debt on better 
terms, banks are going through a transformational overhaul of their liabilities.  

The legacy instruments issued under previous regulatory regimes are 
continuously bought back and new eligible instruments such as AT1s or non-
preferred seniors are issued at an even higher pace.  

Consequently, bank balance sheets have more loss absorbing capacity and the 
lower layers of bank capital ultimately contribute to the strength of bank debt, 
both at subordinated and senior level. 

In this context, the basis between banks and corporates should continue to 
compress and valuations in bank debt should catch up with corporate credit. 

In particular, portfolios of subordinated debt that exclude contingent capital 
instruments present attractive value for the defensive investor. 

Gildas Surry is a senior analyst at Axiom Alternative Investments 

Bull Points 
• Banking sector supported by strong fundamentals 

• Bank balance sheets stronger than ever 

Bear Points 
• NPLs remain high 

• Banks have to adapt to a complex post-Brexit environment 
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