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2020 in review
Looking back over 2020 feels surreal. The modern 
world was tested in the most unpredictable 
fashion and everyday life changed in ways that 
were previously unfathomable. There were 
undoubtedly dark days for everyone and whilst 
we remain in the grip of Covid-19, it feels like  
we are entering 2021 with some light at the end  
of the tunnel.

Reading our previous year’s outlook as we start 
 to write the next has historically provided a good 
point of reflection. What struck us this year is that, 
while there was no mention of global pandemics, 
the way we invested through 2020 was remarkably 
consistent with our thesis, which paid dividends.  
The year provided a true test of the investment 
process we have developed and is one in which 
 we remain confident for the future.

It may sound strange to say, but we are entering 
2021 with more visible risks than when we entered 
2020. We remain in the midst of the coronavirus 
pandemic but with vaccines now being rolled out, 
we are hopeful that it’s a case of when, not if, the 
pandemic ends. 

Valuations
While AT1 enjoyed a robust rebound from the  
Q1 2020 lows, the Bank of America Merrill Lynch 
Coco Index still finished 2020 +57bps wider than 
where it started the year and almost +100bps  
from the February 2020 levels before the 
pandemic-induced widening began. Not only does 
AT1 still retain a pre-pandemic premium, it remains 
the only financial institutions group (FIG) asset class 
which offers a positive real rate of return (net of 
inflation). Financial institutions have spent the best 
part of the last decade shoring up balance sheets 
and deleveraging, whereas many corporates have 
used the macro environment of low interest rates 
and abundant liquidity to make acquisitions and 
increase leverage. Despite this upward trend in 
corporate leverage, euro-denominated AT1bonds 
trade 126bps back of BB-rated non-financials. In 
USD-denominated bonds, the AT1 pick-up is 57bps.

AT1 remains the sweet spot within the bank capital 
structure, in our view, as the coupon risk remains 
fundamentally mispriced. If one considers the 
scale of this global pandemic, where we witnessed 
unprecedented economic shocks with no write-
down or coupon restrictions in AT1, the 258bps 

Not only does  
AT1 still retain  
a pre-pandemic 
premium, it 
remains the 
only financial 
institutions group 
(FIG) asset class 
which offers a 
positive real rate 
of return (net  
of inflation).

Globally, we have seen monetary policy easing of USD7.5 trillion and fiscal 
support of USD12 trillion as a result of the coronavirus pandemic. To bring 
context to these figures, aggregate assets at G10 central banks increased 
by double the amount seen during the two years of the global financial 
crisis in just six months during 2020. We believe this should bode well for an 
economic recovery in 2021, so long as vaccine rollout programmes progress 
and Covid-related restrictions are lifted.

Executive summary
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differential versus LT2 looks glaringly mispriced 
and we believe this should compress significantly, 
rewarding AT1 bond holders. We expect technicals 
to remain supportive as  AT1 supply expectations 
are modest and we expect the bulk of the 2021 
issuance to be refinancing related. 

Fundamentals
Unlike 2008, banks are a key part of the solution to 
this crisis rather than the cause of the problem.

Banks entered this recession with a robust capital 
base, which improved over the course of 2020. 
There is clear support for bank balance sheets, with 
crystallisation of loan losses likely to be prolonged 
given the various furlough and government 
guarantee schemes, as well as capital relief from 
regulators being provided. As and when these 
programmes roll-off, we believe the credit cycle will 
play out, but this will be in a context of improving 
economic growth and over a longer time horizon 
than previous cycles. 

Our confidence grows when we apply the results 
of the ECB Covid stress test to this robust capital 
position. We would observe that at 200bps of 
credit losses (ECB baseline scenario), there would 
be no capital deterioration given the pre-provision 
earnings power of banks. If we apply the severe 
scenario of 400bps cost of risk – equivalent to the 
worst cost of risk on record – we would see a 2.5% 
deterioration in bank capital ratios, leaving capital 
levels at a still very healthy 12% CET1. In fact, 
backing out what we would need to see to reach 
the point where banks could breach the maximum 
distributable amount (MDA point) where coupons 
could come into question, we would need to see 
633bps of credit losses – equivalent to a cost of risk 
50% higher than the worst-ever recorded cost of 
risk experience over three years.

Regulation and policy
Over the period since the financial crisis, we 
have observed a complete transformation of 
the European banking sector. Capital levels 
have tripled, risk-taking has been suppressed 
and balance-sheet strength at the expense of 
profitability has been the priority, encouraged 
through regulation. This crisis highlighted a key 
friction in the role of banks in providing credit to 
the real economy, which was exacerbated by the 
regulatory rules within which banks operate. In the 
regulatory post-mortem that will be undertaken in 
the aftermath of this crisis, we believe a rebalancing 
of structural and cyclical capital requirements will 

need to take place. Over the course of 2020, the 
rhetoric towards M&A in policymaker speeches has 
moved from lukewarm to outright constructive with 
a clear willingness to facilitate consolidation from a 
prudential perspective. We view this as good news 
for the sector as a whole.

ESG
While the growing importance of sustainability 
in public policy creates financial risks for many 
enterprises, we believe this is dwarfed by the 
opportunity set – particularly for banks, which we 
see as the primary instrument for policymakers 
in influencing the transition to a more sustainable 
world. This thesis is expected to trigger increased 
focus from regulators on the risks that may sit 
within banks, which will lead to ESG-focused 
operational and capital requirements that must be 
met. There is an abundance of recommendations 
and supervisory expectations that have already 
been published in Europe; we anticipate they will 
influence banks at every level. Looking ahead, a 
number of factors suggest that banks will not only 
lead in terms of disclosures and ESG credentials, 
but will increasingly be viewed as transition 
champions that can have influence over financial 
flows. As such, we see the sector as well placed  
for active ESG investors and to be a beneficiary 
of the flows into sustainability strategies and 
financing.

Risks
Given the market’s current dependence on central-
bank intervention and fiscal support, this creates 
significant exposure to policy mistakes. The steps 
that policymakers took at the start of 2020 gives 
us a relatively high degree of confidence that they 
“get” the situation, but there is a need to allow 
economies to fully enter a recovery phase before 
support measures are removed. There remains a 
danger that the exit of these extraordinary policies 
occurs too soon.

If we apply the 
severe scenario of 
400bps cost of risk 
– equivalent to the 
worst cost of risk 
on record – we 
would see a 2.5% 
deterioration in 
bank capital ratios, 
leaving capital 
levels at still a very 
healthy 12% CET1.
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Macroeconomic environment
On the one hand, it seems remarkable that in the 
year where we saw the largest quarterly GDP fall 
in modern history, we also saw the S&P 500 index 
rebound to hit a historical high in the same year. 
On the other hand, this is arguably the inevitable 
consequence of the enormous policy response 
that we saw in answer to the pandemic. Globally, 
we have seen monetary policy easing of USD7.5 
trillion and fiscal support of USD12 trillion. To put 
this into context, aggregate assets at G10 central 
banks increased by double the amount seen 
during the two years of the global financial crisis 
in just six months during 2020 (chart 1). 

We view the response as both necessary and 
effective, but where does it leave us when 
considering its implications for 2021?

Confidence remains low but policymakers have 
thrown everything and the kitchen sink at the issue. 
We are now in the third wave of the pandemic and 
it remains to be seen if there will be any more. We 
remain hopeful that, with vaccine roll-outs, further 
waves will increasingly be depleted in strength and 
the necessary responses be less prohibitive to normal 
life. As such, we remain constructive for the year 
ahead but acknowledge it will not be plain sailing.

Economic forecasts remain volatile. On the monetary 
policy side, we see very little risk in the year ahead. 
Central banks remain on an easing bias and have 
clearly indicated they intend to remain of that 
mindset for the foreseeable future. Given what we 
experienced in the first half of 2020, the decline 
in GDP for the year surprised to the upside. As 
lockdowns were lifted at the end of Q2, the middle 
half of the year saw a healthy bounce in economic 
activity. The strength of this bounce resulted in a 
corresponding downgrade to 2021 forecasts. 2021 
will likely see a similarly volatile picture, but we remain 
cognisant that while businesses have learned to 
evolve and function better – despite us remaining in 
the pandemic – the longer it continues, the deeper 
the scarring that will be left. 

It is also difficult to assess the strength of the 
recovery. The pandemic undoubtedly accelerated 
the end of many businesses that had questionable 
futures but had managed to survive until that point 
due to cheap financing. Will they be replaced with 
more relevant institutions that are poised to become 
the industry champions of tomorrow? It’s a question 
that remains to be seen.

While growth is forecast to rebound, we anticipate 
any recovery to be volatile and unpredictable due to 
movement in and out of lockdowns. 

While we remain optimistic that 2021 will see the  
end of the pandemic and a clear rebound, given 
the uncertainty over timing, it seems unlikely that 
the extremely accommodative policy stance will be 
unwound before economic scarring can be fully 
assessed, which will be sometime after the pandemic 
has been overcome.

Central bankers have carried the torch of providing 
the fuel to keep the economy burning by pushing 
their mandates and toolboxes to their limits, all while 
asking for more fiscal support from governments. 
One positive to come out of the pandemic is that this 
process has been dramatically accelerated, with huge 
amounts of fiscal expansion seen globally. 

Fiscal support primarily came in the form of backing 
to individuals through furlough schemes and 
companies through government-guaranteed loans 
and grants, with the consistent response being to 
roll these schemes as new waves of the virus have 
occurred. We expect this to remain the template, 
and in line with this view expect the vast majority of 
support schemes to continue in H1, if they have not 
already been extended. 

C H A R T  1 :  G 1 0  C E N T R A L  B A N K  A S S E T S  ( T R I L L I O N S ,  U S D )

Sources: Bloomberg Finance L.P., respective central bank and ECB calculations. Notes: Left panel: the “Other” 
category refers to the balance sheets of the Bank of England, Swiss National Bank, Bank of Canada, Reserve 
Banks of Australia, Reserve Bank of New Zealand, Sveriges Riksbank and Norges Bank. Righ panel: euro-
denominated sovereign debt and supranational debt in the euro area. Credit ratings are Moody’s long-term 
local currency credit rating categories. Outstanding EU debt refers to the end of September 2020. EIB: European 
Investment Bank, ESM: European Stability Mechanism; SURE: European instrument for temporary Support to 
mitigate Unemployment Risks in an Emergency.
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We find the guarantee schemes an interesting 
template for governments to think about stimulus 
and can see an argument for these becoming a 
more permanent feature until a recovery takes 
hold. Unlike QE, the vast majority of government-
guaranteed lending is disbursed to SMEs and the 
self-employed. There is an argument that this 
could have a much greater inflationary impact 
than traditional QE, as it goes directly into the 
real economy and will be invested, thereby having 
a stronger impact on the velocity of money. In 
addition, they are held off balance sheet, so have 
no upfront impact on debt sustainability ratios 
for governments and there is notable scope for 
increased issuance via the banking channel, given 
there is no capital charge for the banks when they 
lend via this programme (chart 2).

In the US, the democratic sweep is likely to lead to 
a large fiscal package and we expect markets to be 
disappointed if this doesn’t come through relatively 
early in Biden’s term. In Europe, while the landmark 
USD2 trillion fiscal package was already agreed, 
disbursements will not start until 2021, providing 
an expected tailwind to growth in the hardest-hit 
countries.

Given these levels of support, the case for rising 
inflationary pressure has started to develop as 
a result of these policy responses. M3 growth in 
the eurozone has risen above 10%, driven by the 
government support on top of QE, and this level of 
growth has historically been consistent with inflation 
at higher levels than we see today (chart 3).

Growing support for the view of rising inflationary 
pressure may well start to be reflected more 
forcefully in the rates markets, but we continue to 
believe that any inflationary pressure would need 
to be significant before central bankers would be 
willing to heed much notice. We anticipate that 
front-end rates will remain anchored over the 
course of the year.

We also remain conscious that at some point 
a fiscal tightening agenda could resume – 
particularly if economic growth surprises to the 
upside. The stimulus tap cannot remain open 
forever and the fiscal hawks will have one eye on 
the ever-increasing debt stack. We expect the 
first phase of this to be the removal of support 
measures and it is increasingly likely that tax 
rises and spending cuts may follow in the future.  
However, as we note above, with most support 
schemes in Europe already extended well into 
2021, we are hopeful that a recovery will be well 
underway by the time these schemes are lifted. 
In our view, it would be a policy mistake to act too 
early and move to a mindset of deficit reduction 
before the economy has had time to heal. Our 
base case is that this is a greater concern for 
2022 and beyond but it is a risk worth monitoring 
closely.

C H A R T  3 :  M 3  G R O W T H  I N  T H E  E U R O Z O N E  I S  N O W  A B O V E  1 0 % ,  D R I V E N  B Y  G O V -
E R N M E N T  S U P P O R T  M E A S U R E S  O N  T O P  O F  C E N T R A L  B A N K  Q E

Source: ECB, Autonomous, 31 October 2020

-2%

0%

2%

4%

6%

8%

10%

12%

14%

Jan-04 May-05 Oct-06 Mar-08 Jul-09 Dec-10 May-12 Oct-13 Feb-15 Jul-16 Dec-17 May-19 Sep-20

Bank lending driven

Central bank QE driven

Fiscal driven 

C H A R T  2 :  M O S T  O F  T H E  G O V E R N M E N T - B A C K E D  L O A N S  W E R E  P R O V I D E D  T O  S M E ’ S 
A N D  T H E  S E L F - E M P L O Y E D .  T H A T ’ S  V E R Y  D I F F E R E N T  T O  T H E  B E N E F I C I A R I E S  O F  Q E

Source: Various national agencies. Autonomous Research estimates, 31 October 2020

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

Italy UK France Spain US Germany

Micros & self employed Small business Medium business Larger business



P A G E  6

C O C O S  I N  2 0 2 1 :  A T T R A C T I V E  R E A L  Y I E L D S  I N  A  Q E  W O R L D

Valuations
The rally in global assets since the lows of March 
2019 has been aggressive, with many asset classes 
completely erasing all of the pandemic-induced 
losses and in some cases going even further to reach 
all-time highs, both in fixed income and equities. 
While AT1 enjoyed a robust rebound, the Bank 
of America Merrill Lynch Coco Index still finished 
2020 +57bps wider than where it started the year 
and almost +100bps from the February 2020 
levels before the pandemic-induced widening 
started (chart 4). Within financials, senior bank 
spreads finished the year flat, senior insurance -8bps, 
bank LT2 +10bps, subordinated insurance +6bps 
and insurance RT1 -34bps.

Not only does AT1 represent one of the few 
asset classes which still has a pre-pandemic 
premium c.100bps since February 2020 levels. 
But in a world of rising inflation and trillions 
of dollars in negative-yielding debt, it is one of 
the few asset classes where investors can still 
achieve positive real yields while most of the 
issuers are investment-grade rated.

Financial repression through extensive central bank 
quantitative easing has meant that USD18 trillion of 
debt is now negative yielding and the opportunity 
to achieve yields in excess of 4% are few and far 
between (chart 5).  

When it comes to investment grade, the 
opportunity for yield is even slimmer and 42% of 
the European investment-grade market started 
2021 with a negative yield. 

It is easy for investors to be complacent around rising 
inflation expectations, especially as inflation has been 
so subdued for such a prolonged period. We would 
note, however, that based on current levels, AT1 
is one of the few asset classes that provides a 
positive real yield for investors (chart 6). 

The high yield market also trades at a discount 
to where it was pre-pandemic. For the same 
rationale that we see financial repression pushing 
AT1 spreads tighter, we find it hard to see high 
yield not benefiting from the same tailwinds, 
particularly if we remain in a benign default 
environment, which our high yield colleagues 
believe is likely.

However, while we share this view on default 
rates and spread direction, it cannot be ignored 

C H A R T  4 :  B A N K  O F  A M E R I C A  M E R R I L L  L Y N C H  C O C O  I N D E X
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that within the euro area the number of high 
yield companies is at an all-time high, as are 
the number of negative rating outlooks and 
downgrades, suggesting corporate fundamentals 
are on a weakening trend (charts 7 & 8). In 
particular, when comparing spreads between AT1 
and BBs, there is still a significant pick-up in AT1 
bonds, which doesn’t seem justified to us given 
the fundamental differences.

Financial institutions have spent the best part 
of the last decade shoring up balance sheets 
and deleveraging, whereas many corporates 
have used the macro environment of low 
interest rates and abundant liquidity to make 
acquisitions and increase leverage. Despite 
this trend, the AT1 pick-up in EUR is 126bps 
over BBs, while in USD the pick-up is 57bps, 
which doesnt seem justified to us given the 
fundamental differences. As such, we continue 
to see risk-adjusted returns in AT1 as more 
attractive (charts 9 & 10).

Spreads in European AT1s also remain attractive 
versus US preferreds, in our view. As US yields 
have collapsed, the preferred market has 
benefitted from the same dynamics of financial 
repression. However, while we think the 
fundamentals of US banks remain robust, we 
note that tax incentives for domestic US investors 
in this market tend to drive spreads inside 

where we see fair value and the instruments 
are less attractively structured should we see a 
steepening in the yield curve. Notwithstanding 
these comments, our view is that the better the 
preferred market trades, the greater the scope 
there is for USD AT1 securities to compress as an 
attractive alternative (chart 10).

As we have highlighted many times, there have 
been significant capital improvements on bank 
balance sheets since the global financial crisis in 
2008. We would anticipate this to lead to spread 
compression in the capital stack but differentials 
still appear mispriced to us:

AT1:   400 bps
LT2:   142 bps
Bail in Snr: 64 bps

Despite all three tiers of debt being subject  
to “bail-in” legislation (by that we mean the 
regulator has the power to equitise all three 
of these debt layers if they deem the bank to 
be non-viable), there is a 258bps pick-up in 

C H A R T  7 :  ‘ B B B ’  D O W N G R A D E S  H I T  M U L T I Y E A R  H I G H S

Source: Source: S&P Global Ratings Research and S&P Global Market Intelligence’s CreditPro®. Copyright © 2021 by 
Standard & Poor’s Financial Services LLC. All rights reserved. Note: Trailing-12-month ‘BBB’ downgrade rates.

C H A R T  8 :  E U R O P E A N  C O R P O R A T E  S P E C U L A T I V E - G R A D E  D E F A U L T  R A T E  V E R S U S 
P R E V A L E N C E  O F  S P E C U L A T I V E - G R A D E  I S S U E R S

Source: Source: S&P Global Ratings Research and S&P Global Market Intelligence’s CreditPro®.
Copyright © 2021 by Standard & Poor’s Financial Services LLC. All rights reserved
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AT1 versus LT2 (chart 11). One reason for this 
differential is the lack of inclusion of AT1 in fixed 
income indices. But, as we explore more fully 
when considering regulation and the response 
to the pandemic, AT1 also remains the sweet 
spot, because in our view coupon risk remains 
fundamentally mispriced. If one considers 
the scale of this global pandemic, where we 
witnessed unprecedented economic shocks 
with no write-down or coupon restrictions in 
AT1, the 258bps differential looks glaringly 
mispriced and should dissipate, thereby 
rewarding AT1 bondholders. 

In our view the fair value differential between AT1 
and LT2 should be closer to 50-100bps, leaving 
+150bps of spread tightening potential over and 
above the carry. 

As well as having what we view to be attractive 
carry (beta), we anticipate capital appreciation 
(alpha) opportunities to remain for active 
investors. 

C H A R T  9 :   E U R  A T 1  V S  E U R  H Y  B B  ( S P R E A D S )

Source: JP Morgan, as at 7 January 2021
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Source: JP Morgan, as at 7 January 2021
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Fundamentals
While the macroeconomic picture will inevitably lead 
to some weakening in the robust fundamentals of 
banks, we would view this as the cyclical impact of 
the current environment and remain confident that 
this weakening will be limited. 

When assessing fundamentals, we have separated 
this section into capital, profitability and asset 
quality.

Capital 
Rather remarkably, the capital position of European 
banks will likely show an increase over 2020, when 
final numbers are reported. Several factors helped 
contribute to this beyond earnings:

•  The dividend ban, which meant many 
banks brought the capital they had already 
deducted for 2019 dividends back into their 
ratios.

•  Support measures in response to the crisis, 
such as IFRS 9 transitional relief.

•  SME & infrastructure lending relief.
•  The ability to capitalise software intangibles.

In aggregate, the support measures added 
approximately 30bps to the median ratio with 
dividends adding a similar amount and the rest 
coming from earnings, while there were only 
modest risk-weighted asset (RWA) increases.

It is likely that we see further RWA increases, 
corresponding with asset-quality deterioration 
as we move towards the end of the year, but we 
expect these ratios to remain robust with the 
regulator’s decision on dividends being a key driver 
of final end 2021 CET1 ratios. 

In the ECB stress-testing exercise, they predicted 
RWA inflation could have a meaningful impact with 
a c.1% CET1 deduction over the course of the crisis, 
but evidence to-date suggests that number was 
overstated, in part because market risks have been 
so contained given the monetary policy response 
that we do not expect to change. 

Against these headwinds, earnings are likely to pick-
up, in our view. The TLTRO benefits should provide 
a small uplift to profitability and credit costs are 
likely to be lower than those experienced in 2020. 
We also do not see much in the way of loan growth 
over the year. Corporate borrowers took advantage 
of both the government-guaranteed lending and 

the benign markets to front-run any upcoming 
liquidity requirements, suggesting these numbers 
will already be baked into last year’s figures.

On dividends, there are currently restrictions 
in place that limit dividends to 20bps of capital. 
However, these will be reviewed in September 
2021. If we continue on the current path, we expect 
banks to continue to accumulate capital over the 
course of the year, increasing their buffers further. 
As such, if we reach September with more certainty 
over the economic outlook and capital above or 
even at similar levels as we have today, we would 
expect the regulator to lift restrictions on capital 
distributions.

Profitability
We are relatively bullish on the case for bank 
profitability in 2021. On the income side, business 
remains challenging. Net interest income remains 
under pressure from the anaemic interest rate 
environment and, combined with limited asset 
growth expectations, that does not leave much 
in the way of options to improve the situation. 
In addition, the investment-banking boon that 
many banks benefited from in 2020 is unlikely 
to be repeated in the same magnitude, thereby 
challenging another income line. 

Against this, banks have been handed a gift 
through the improved terms of the TLTRO and 
should be able to benefit from these over the 

Corporate 
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the government-
guaranteed 
lending and the 
benign markets 
to front-run any 
upcoming liquidity 
requirements, 
suggesting these 
numbers will 
already be baked 
into last year’s 
figures.
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course of the year, which should help to nullify the 
net interest income pressures. While funding costs 
started the year at levels higher than pre-crisis, 
we expect these to fall in line with the economic 
recovery, which should also contribute to better 
profitability.

Improving provision metrics versus 2020 are likely 
to provide a tailwind to profitability. IFRS 9 has 
meant that a significant amount of the provisions 
taken in 2020 are to cover assets that are in fact 
still performing. As such, even if non-performing 
loans (NPLs) rise later in the year, as per our 
expectation, the cost of risk is expected to come 
down. While our base case is that management  
will be cautious on releasing these provisions,  
there is a bull scenario where this is forced 
to happen quicker than expected if the 
macroeconomic outlook improves meaningfully  
in H2.

Costs, in our view, will remain the biggest  
potential swing factor when it comes to 
profitability. The pandemic forced operations to 
change at a speed that was probably not thought 
possible and we are hopeful that banks use this 
experience to take more decisive action on the 
cost-cutting front than they have in the past.  
While the greatest cost synergies are typically 
achieved through M&A activity, we believe 
significant amounts of low-hanging fruit remain 
that could be harvested through more decisive 
management action.

Asset quality 
Over the course of 2020 the asset quality of banks 
remained robust despite the crisis. Why was this 
the case and what do we expect in 2021?

Despite being one of the deepest global 
recessions on record, asset quality remained 
benign as a consequence of the unprecedented 
policy support given to the economy and the 
regulatory steps taken. As well as providing 
guarantees on loans and furlough schemes for 
employees, a major step we saw was a regulatory 
provision that banks could put loans into 
moratorium. This meant that banks could provide 
payment holidays without treating the loan as 
‘non-performing’. At its peak in Q2, on average 
c.7.5% of loans were on moratoria.

The regulator extended this treatment on loan 
moratoriums (with guidance that should the 
underlying credit quality deteriorate, the loan 

should be classified as ‘non-performing’ and 
provisioned accordingly) until the end of March 
2021 to reflect the second wave of lockdowns. 
Should we continue to see lockdowns over the 
course of Q1 2021, we anticipate that these will 
be extended further to provide support to the 
economy and ensure the continued free flow of 
credit to aid the recovery.

Against this backdrop, credit costs peaked in  
Q2 at an annualised rate of around 110bps and 
have been on a downward trajectory since. We 
expect they will finish the year at around 100bps. 
To provide some perspective to these numbers, 
the normalised rate of provisions in Europe is 
c.40bps and in the ECB Covid-19 vulnerability 
exercise carried out midway through 2020, the 
base case was 200bps of credit costs over the next 
three years and 400bps in the adverse scenario.

While we anticipate defaults and consequently 
NPLs will pick-up over the course of 2021 – 
particularly in H2 – we are of the view that we 
have likely seen the moment of peak credit 
costs in H1 2020. This gives us confidence for 
the year ahead, particularly given these peak 
numbers were easily digested by the sector. 

Our confidence stems from the improved 
macroeconomic outlook, which should reduce 
forward-looking IFRS 9 provisions, even as NPLs 
and actual incurred loan losses are picking-up, 
and the fact that banks have already anticipated a 
significant deterioration in their loan books, which 
they have recognised upfront. It is these already-

C H A R T  1 2 :  V O L U M E  O F  L O A N S  T O  H H S  A N D  N F C S  G R A N T E D  M O R A T O R I A  ( E U R 
B N )  A N D  L O A N S  T O  H H S  A N D  N F C S  G R A N T E D  M O R A T O R I A  A S  A  P E R C E N T A G E  O F 
T O T A L  L O A N S  T O  H H S  A N D  N F C S  B Y  C O U N T R Y

Source: EBA, 30 June 2020. Note: HHS = households; NFCS = non-financial corporates
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recognised provisions which could be released 
if the economic rebound is robust enough, 
generating profits for the banks.

Consider the macroeconomic outlook. The ECB 
carried out a Covid stress test exercise in Q2 at the 
moment of peak credit losses. In the test, the ECB 
was projecting cumulative GDP growth over the 
following three years to be -0.8% with a downside 
scenario of -6.3%. This forecast improved in 
September and by December 2020 the numbers 
were upgraded again to 0.4% cumulative GDP with 
a downside scenario of -4.4%, which is a markedly 
better outcome (chart 13). 

Confidence in the accuracy of these forecasts 
appears to be improving, with the divergence 
between the ECB base case and adverse outlook 
reducing at the latest market update. While 
uncertainties will persist, with vaccines now available 
and being rolled out, as well as the economic losses 
associated with lockdowns being more predictable, 
this should help ensure the forecasts being made 
today are more accurate than when the stress tests 
were initially carried out.

If we assume the stress tests carried out in Q2 
were accurate, this would suggest that every -1% 
move in GDP will increase the cost of risk by 36bps 
over the three-year period. As such, if in June we 
were anticipating 200bps cumulative cost of risk 
over three years and the growth environment has 
improved by 1.2%, this would correspond to the 
cost of risk over the next three years improving 
by 43bps, taking the expected three-year loss rate 
down to 157bps. In our view, while we expect Q1 
to perhaps disappoint on the macroeconomic 
front because of further lockdown restrictions, over 
the course of the year we expect these numbers 
to be relatively accurate and even conservative 
given c.100bps of credit costs have already been 
recognised in 2020. This suggests the credit costs 
over the next two years will be significantly lower 
than the year just passed.

What we observed in 2020 was that NPLs did not 
increase in any meaningful way and yet provision 
levels doubled. Approximately 40% of provisions 
taken over the course of the year were taken 
against assets that continued to perform. i.e. 
they were taken in advance of the loans going 
bad, adding to the argument that we should not 
expect credit costs to increase with NPLs but 
instead to follow the macroeconomic outlook for 
the years ahead.

In terms of a timeline, many of the policies that were 
implemented in 2020 are continuing into 2021. As 
long as the effects of the virus continue, we expect 
to see further extensions being granted to give the 
economy time to recover, pushing NPLs further into 
the future (chart 14).

As such, we are pointing to the second half of the 
year when actual NPL formation is likely to pick-up, 
although this is difficult to predict accurately today, 
and we expect it to be dependent on the success 
of vaccine roll-outs and the subsequent removal of 
policy support.
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Source: ECB, 31 December 2020 1
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How robust are balance sheets and can we believe the forecasted credit costs?

IFRS 9 accounting refresher – how do credit costs and NPLs interact?
The IFRS 9 accounting standard introduced at the start of 2018 changed the way banks provision for bad loans. Previously, 
banks provisioned for loans on an incurred loss framework i.e. they would provision where evidence of loss was apparent. In 
contrast, IFRS 9 also introduced an expected credit loss component. This requires banks to provision for incurred losses as 
before, but also to provision for expected losses over the life of the loan. As such, if the credit quality of a loan changes, even 
if it remains performing, banks have to provide a provision. This leads to more cyclical provisioning requirements as when 
macroeconomic conditions change this will impact life-time loss expectations, bringing forward these provisions as conditions 
deteriorate.

Provisioning costs feed through a bank’s P&L and front-run NPLs, which sit on the balance sheet. As a rule of thumb, expect 
provisions to be c.50% of NPLs as banks typically hold collateral or security (such as your house in the case of mortgage),  
so will not expect a total loss on these loans.

A big concern for any investor is how 
bad can NPLs get in the months and 
years ahead and in the worst-case 
scenario do banks still have enough 
capital? 

First let’s consider the cost of credit. 
Looking at previous banking crisis, the 
worst cumulative three-year cost of 
risk on record was just over 400bps, 
which was in the early 1990s at a time 
when interest rates were at significantly 
higher levels and we were in a stag-
flationary environment. In 2007/2009 
during the global financial crisis they hit 
390bps and then in 2011/2013 during 
the sovereign crisis they hit 320bps. The 
Covid stress test worst-case scenario 
predicted losses of 400bps and the 
base case scenario of 200bps, which 
seems credible to us as this is in line 
with the worst cost-of-risk periods on 
record. Banks and market consensus 
are currently forecasting meaningfully 
lower numbers than the severe 
scenario, closer to the baseline ECB 
stress. 

The fact that NPLs did not pick-up 
meaningfully, at what appears to have 
been the worst point of the crisis 
from a macroeconomic point of view, 
suggests that the forecasts at the time 
were conservative. Indeed, as the 
growth environment has improved 
since the stress testing exercise, along 

with company guidance on improved 
provision levels, this has provided us 
with some comfort that the stressed 
scenarios should give us an adequate 
degree of confidence.

The policy support provided to the 
sector has been unprecedented and 
as it gets removed, the concern is that 
NPLs and the cost of risk increases 
much quicker than is predicted. 

Against this point we would make two 
observations: 

1.  First, on moratoriums and the 
question of whether or not they are in 
effect hiding significantly higher levels 
of NPLs. While many of these are in 
place until March, we have already 
seen them notably reduce between 
Q2 and Q3 2020 when they declined 
in usage from a peak of 7.5% to close 
to 5% of total loan books, without 
any notable uptick in NPLs being 

observed. This suggests to us that 
1) NPL experience has not been any 
worse than we have seen on loans 
not under moratoria, suggesting 
there aren’t any hidden losses and 
2) despite NPLs not being realised, 
banks are showing a high degree of 
caution over these loans and holding 
elevated provisions  
against them, despite their continuing 
performance.

2.  The second observation we would 
make takes us right back to the 
beginning of why we have seen this 
level of policy support in the first place. 
Policymakers need banks to lend 
to help the economy recover. If the 
economic recovery is not forthcoming 
and we see NPL balances significantly 
higher than anticipated, there is no 
doubt in our minds this would trigger 
further policy support. While it may 
be a somewhat simplistic argument, 
we do not believe there is another 
option. Banks are the conduit of 
finance to the real economy and if 
they are not providing new lending 
to preserve capital to deal with an 
existing book of NPLs, this could 
stymie any recovery, making the 
exercise we have just been through 
somewhat futile. This is something 
we believe regulators, central banks 
and policymakers will want to 
avoid.

The policy support provided 
to the sector has been 
unprecedented and as it  
gets removed, the concern  
is that NPLs and the cost of  
risk increases much quicker  
than is predicted.
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Source: Autonomous, ECB, BlueBay Asset Management, as at 20 September 2020
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Source: ECB, BlueBay Asset Management, as at 20 September 2020
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Let’s assume we are wrong though and NPLs 
do rise significantly from here. How much 
capital will be lost across the banks in the 
baseline and severe ECB scenarios?

As we have noted many times, banks came 
into the crisis in a position of strength with 
very robust capital levels and significant 
buffers to the regulatory levels where AT1 
coupons could be brought into question. 
Looking at the numbers in H2 2020, at 
the time of the stress test exercises banks 
had capital buffers of 5.4% to their SREP, 
equivalent to EUR421 billion of capital.

If we then apply the results of the stress 
test against this capital position, we would 
observe that at 200bps of credit losses 
(ECB baseline scenario) there would be no 
capital deterioration given the (discounted) 
pre-provision earnings power of banks. If 
we apply the severe scenario of 400bps 
cost of risk, equivalent to the worst cost of 
risk we have seen on record, we would see 
a 2.5% deterioration in bank capital ratios, 
leaving capital levels at still a healthy 12% 
CET1 (chart 15). 

In fact, backing out what we would need to 
see to reach the point where banks could 
breach the MDA point where  coupons 
could come into question, we would need 
to see 633bps of credit losses which is 
equivalent to a cost of risk 50% higher 
than the worst-ever recorded cost of risk 
experience over three years (chart 16).
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Bank equity
The dynamics we are seeing leave us feeling 
constructive for bank equity. 

Valuations remain notably cheap. Although this is 
nothing new for European bank stocks, consensus 
expectations are now pricing in no earnings growth 
at all, which leaves very few investors left to be 
disappointed (chart 17). Although we still do not 
see underlying structural improvements in the 
profitability outlook for European banks (rates 
remain low, loan growth benign and costs sticky), 
we think profitability metrics are going to improve 
in 2021, suggesting that the market consensus is 
on the bearish side (charts 18).

As we noted in our thoughts on the 
macroeconomic outlook, we also see the potential 
for some inflationary pressures to start building. 
Again, while we do not see this feeding into front-
end rates which are likely to remain anchored, 
we do buy into the view that the market will give 
some benefit to inflation expectations when 
considering longer-term multiples, which will have 
a positive impact on bank stocks. At the moment, 
the consensus is that rates will be low forever so 
any challenge to this from building inflationary 
pressures would suggest that there is potential 
upside in bank stocks (chart 19).

M&A could also be a driver for bank stocks. As 
noted, the conditions for M&A could not be 
better in our view. There is a combination of 
real strategic rationale and a regulator that is 
publicly encouraging the matter. As such, we think 
transactions are inevitable in the year ahead, which 
is likely to push stock prices higher and also have 
the longer-term benefit of improving the structural 
profitability of the sector.

Lastly, we expect the capital return picture to 
improve. Banks have been forced to maintain 
strict distribution policies within guardrails set  
by the regulator that will be reviewed in 
September. We estimate that this leaves  
eurozone banks with a dividend yield of  
EUR1.6% and GBP2.5% for UK banks versus  
yields of EUR3.5%, USD3.8% and GBP4.4% 
respectively in AT1. Our base case is  
that these restrictions will be lifted, given our 
outlook for the macroeconomic situation and 
capital build. Again, we anticipate this to be 
positive for the sector, especially given capital 
return expectations remain at low levels and the  
yields could prove attractive. 

While we are positive on the outlook for bank 
equities, in our view, AT1 will continue to produce 
better risk-adjusted returns over the medium 
term. While we acknowledge the dynamics that 
we are forecasting should also be beneficial for 
bank stocks, we intend to remain focused an 
AT1 securities where the income is attractive, the 
regulator has confirmed their seniority and we 
have an established competitive edge to generate 
alpha. Notwithstanding this, we will look to exploit 
our full investment toolbox to benefit from the 
favourable dynamics we observe in the investment 
environment.

C H A R T  1 8 :  P R O P O R T I O N  O F  S E C T O R ’ S  M A R K E T  C A P  T R A D I N G  A T  B E L O W  1 X  T B V

Source: Company data, Autonomous Research, ‘Whatever it takes’ = Mr Draghi’s famous speech, 31 December 2020
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Regulatory & policy developments
The regulatory response to the crisis 
underscored a very important theme in which 
we have long believed: AT1 structures do not 
fulfil the role of going concern capital for which 
they were intended and coupon deferral risk is 
significantly lower than is priced by the market. 
As this is explored more fully by the regulator 
post-crisis, we forsee it being reflected in AT1 
securities and see meaningful compression in 
the spreads of the bank capital structure.

We noted in our 2020 outlook that we believed the 
introduction of Capital Requirement Regulation 
3 (CRR 3) would take note of the structural 
deficiencies of AT1 from a regulatory perspective 
and bring about changes to the asset class that 
would be bullish for the existing stock of securities. 
The 2020 regulatory timetable was put on hold due 
to the pandemic but in 2021 CRR3 is scheduled 
to be reopened. The same issues we highlighted 
last year remain present and have been magnified 
in practice by the crisis. As such, we continue to 
believe there is scope for regulatory change that 
would have a positive impact on AT1 securities by 
changing the structure and legally lowering the risk 
surrounding coupon payments.

Given the importance of the banking system in the 
monetary policy transmission mechanism, a key 
feature of our investment process is understanding 
the dynamic between regulators, central bankers and 
government and translating this dynamic into how it 
will impact bottom up investment rationale. In 2020, 
this approach was critical to our success and helped 
us to quickly identify the importance of providing 
both direct and indirect support measures to the 
banking sector in order to ensure the free flow of 
credit to the economy continued.

Over the period since the financial crisis 
we have observed a transformation of the 
European banking sector. Capital levels have 
tripled, risk-taking has been supressed and 
balance-sheet strength at the expense of 
profitability has been the priority, encouraged 
through regulation. As we came into the 
coronavirus crisis, this created a dichotomy 
that we believe will need to be addressed. Bank 
management and regulators have become so 
risk averse and so focussed on balance-sheet 
strength that the importance of this over and 
above the functionality of providing credit to 
the economy has perhaps become unbalanced. 

It’s important to remember that this crisis 
has been the first test that the banking sector 
and the new regulatory regime has endured 
since the financial crisis. Broadly, we believe 
regulators should be pleased with the results. 
Banks came into the crisis with balance sheets 
in the best state they have been in for decades 
and have proven to be much more resilient 
than many believed they would be. From an 
asset deterioration and NPL formation stance, 
we remain at the start rather than the end of 
the crisis but we are firm believers that bank 
fundamentals are robust and that it would 
always take a test such as this to prove this  
was the case. 

At the start of the crisis it quickly became clear 
that no matter the strength of a bank’s capital, 
after a decade of having their feet held to the fire 
by the regulator, management were unwilling 
to put this strength at risk given the economic 
outlook. Regulators and policymakers had to act 
quickly to provide comfort to management teams 
to give them the confidence to lend rather than 
being fearful of the consequences if their financial 
strength was seen to be weakening in a time of 
crisis. 

Bank 
management 
and regulators 
have become so 
risk averse and 
so focussed on 
balance-sheet 
strength that the 
importance of this 
over and above 
the functionality of 
providing credit to 
the economy has 
perhaps become 
unbalanced.
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As we consider the regulatory response to the crisis, 
integral to the thinking we observed is that in order 
to facilitate the free flow of credit to the economy, 
banks must have confidence not only in their own 
strength but in the market and regulatory perception 
of this strength. They know above all that banking 
relies on confidence and it rarely pays to sacrifice this 
strength for the sake of marginal profitability over 
the course of the cycle. As such, banks were unwilling 
to use capital ‘buffers’ knowing that not only did the 
market view these buffers as capital minimums, but 
the regulatory regime would impose hard limitations 
if they were to dip into these buffers that they did 
not want to be bound to. In our view, this was only 
compounded by the ban on paying dividends to 
shareholders. While we understand the rationale 
around this regulatory response at a time of such 
heightened uncertainty, a blanket ban punishes the 
more robust banks that have been conservative and 
retained healthy capital positions, and in our view, 
acts as a further impediment to them wanting to use 
these buffers, despite these being the very banks in 
the perfect position to be extending their balance 
sheets.

However, the largest impediment for banks to use 
these buffers was the implication for AT1 coupons 
if banks were to fall into their capital conservation 
buffer. We have long said that AT1 in the current 
form does not work as intended, and in particular, 
the mandatorily turning-off coupons could create 
significant financial stability risk, potentially creating 
a bank run, with very little economic benefit. We 
believe banks management teams were justified in 
their apprehension to dip into the buffers. This was 

clearly acknowledged by the regulator and when 
the dividend ban was imposed, they were at  
pains to differentiate AT1 coupons from dividends, 
which we viewed as a seminal moment for the 
asset class. 

While this differentiation was made by the 
regulator in a number of key speeches, the 
rules within which the regulator operates are 
still enshrined in law and, if a bank had used 
its regulatory capital buffers, it ran the risk of 
an automatic coupon turn-off on their AT1. As 
such, despite appeals to the contrary that banks 
should feel free to run-down their capital buffers 
to support the economy, the ultimate deterrent 
to banks doing this remained the market. 
Management remained firmly in the knowledge 
that any restrictions on AT1 coupon payments 
would shut their access to funding markets, which 
would have potentially dire consequences from 
which the regulator could provide them with very 
little protection. 

The crisis highlighted a key friction in the role of 
banks in providing credit to the real economy 
which was exacerbated by the regulatory rules 
within which banks operate. In the regulatory 
post-mortem that will be undertaken in the 
aftermath of this crisis, we believe it is clear 
that a rebalancing between structural and 
cyclical capital requirements will need to take 
place and we have already seen noises to this 
effect with papers published by the PRA, ECB 
and Basel committee giving consideration to 
this issue. 

In 2020, this 
was clearly 
acknowledged 
by the regulator 
and when the 
dividend ban was 
imposed, they 
were at pains to 
differentiate AT1 
coupons from 
dividends, which 
we viewed as a 
seminal moment 
for the asset 
class. 

Regulatory changes
The European Covid-19 banking package proposed in April and entered in the official journal 
in June saw IFRS 9 transition for expected credit losses extended by two years – reducing the 
upfront losses that a bank needs to recognise in advance of them actually occurring, an SME 
and infrastructure support factor was brought forward by a year – lowering the capital charge 
from lending to these sectors, the ability to capitalise software intangibles that were previously 
deducted from the bank’s capital position was allowed. Discretion to apply a temporary prudential 
filter to certain unrealised gains and losses was introduced and an ability to meet Pillar 2 capital 
requirements partially through AT1 and T2 subordinated debt was brought forward. The 
application of the leverage ratio for global systemically important banks (GSIB) was extended, 
alongside TRIM (targeted review of internal models). TLTROs were expanded in size, attractiveness 
and duration, and banks were told by the regulator that they were free to operate below both 
their Pillar 2 guidance and capital buffers without suffering any remedial actions. On top of all of 
this, dividend bans were introduced – primarily to retain capital within the system but also, in our 
view, to combat any opinion of moral hazard and the resulting political fallout if banks were seen 
to be benefitting from such large levels of support and then using this to reward shareholders.
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In practice, what does this mean  
and what are the implications? 

At the moment, the first step the regulatory 
authorities have taken is giving clear 
communication on the time horizon for the 
replenishment of capital buffers. The PRA has 
communicated that the capital conservation buffer 
will remain at 0% until at least the end of 2022 
and the ECB has committed to allowing banks to 
operate below the Pillar 2 guidance and combined 
buffer requirement until at least the same date, 
with the exact timeline not to be determined until 
after the 2021 stress testing exercise and noting 
that banks capacity to generate capital through 
profits being key to setting the appropriate 
timeline. In addition, we have also seen delays to 
the regulatory timetable that was previously set 
out for banks, such as the finalisation of Basel III 
and processes such as TRIM. In our opinion, this 
should certainly not be viewed as roll back of the 
capital requirements for banks but a delay of their 
implementation to provide more flexibility to the 
sector.

We view this, along with ongoing dividend 
restrictions, as very bullish for AT1 securities 
as it essentially increases the buffers to any 
coupon restrictions and takes away the ability 
of management teams to use these buffers 
through any form of capital distribution to 
shareholders.  

On a medium-term view, we believe the news is 
better still for the asset class. We think changes 
will be made to the regulatory regime to afford 
more macroprudential flexibility in times of crisis. 
Building capital in good times to release in a 

downturn is the most obvious and flexible tool 
that regulators can maintain, but these buffers 
must be large enough to make a difference and 
there must be no impediments to using them. 
We therefore anticipate a greater proportion 
of releasable buffers being built into the capital 
framework and, importantly for AT1 holders, a 
review of the restrictions that tie AT1 coupon 
payments to a bank’s maximum distributable 
amount. We have long said that AT1 structures do 
not fulfil their intended role and the recognition 
of this during this crisis gives us confidence that 
we will now see these positive changes for the AT1 
asset class. 

We finally saw the European Banking Association 
come out with clear guidance on how legacy bank 
capital securities should be treated going forward.  
This has been a topic of interest for a number 
of years, but we have always been sceptical of 
the trading opportunity in it. The regulator has 
confirmed that these bonds will be phased out in 
line with our expectations and, while there may 
be moments of opportunity, we do not see this 
having a meaningful market impact. This said, as 
we see these bonds being retired from bank capital 
structures we do expect this to have a positive 
impact on the demand supply dynamic for AT1 
as investors look to deploy this cash back into the 
market.

In addition to these regulatory developments 
impacting bank capital at a more micro level, 
two other areas worth exploring are those 
relating to the potential for bank M&A and the 
topic of ESG and its growing importance in bank 
regulation. 

Building capital 
in good times 
to release in a 
downturn is the 
most obvious 
and flexible tool 
that regulators 
can maintain, 
but these buffers 
must be large 
enough to make 
a difference and 
there must be no 
impediments to 
using them. 

National asset managers  
to relieve bank NPLs?
Another policy proposal that has been discussed at length is the 
creation of a network of bad banks at a European level, which could 
help the sector offload these loans and concentrate resources on 
new lending with the view to maximising its role in the transmission 
mechanism. While this has received a lot attention and would be 
highly beneficial, in our view, we remain somewhat sceptical that it 
will get off the ground given that 10 years on we are still debating 
a Europe-wide deposit insurance scheme. Further, we remain of 
the view that the level of NPLs generated will be significantly lower 
than feared, which we believe will likely dampen the enthusiasm and 
political capital to push this scheme forward.
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M&A – Momentum around  
sector consolidation in 2021
To us, it feels like 2020 was the year where 
regulators acted with pragmatism over theory 
and the turnaround has perhaps been greatest 
in the approach now taken towards M&A within 
the European banking sector. While we had long 
been sceptics of M&A within Europe, despite the 
clear structural rationale, towards the end of 2019 
we started to witness a shift in tone. With banks 
suffering from the low interest-rate environment, 
increasing digitalisation costs and rising regulatory 
costs, we sensed a real push from the industry 
for regulators to start thinking about competition 
for European banks on a global basis. Regulatory 
costs to M&A had always been an impediment 
to consolidation and in hindsight have been 
detrimental to the health of the whole sector, in our 
view. While it would be disingenuous to say it was 
not already on the regulatory radar, the current 
pandemic has accelerated the need for action 
on this front as the focus and need for a healthy 
banking system has intensified.

We have never had any doubts about the case 
for consolidation of the European banking sector. 
Structural declines in profitability driven by the 
interest rate environment, significant overcapacity 
and rising costs related to digitalisation are 
inherent. While the rates market remains beyond 
the control of management teams, removing 
excess capacity and unhealthy pricing dynamics, 
as well as harvesting cost synergies in areas such 
as digitalisation – which is now on average greater 

than 10% of banks’ cost base – is an obvious lever 
to pull. Over the course of 2020, the rhetoric 
towards M&A in policymaker speeches has 
moved from lukewarm to outright constructive 
with a willingness to facilitate consolidation 
from a prudential perspective. 

To add fuel to the fire, in July 2020 the ECB 
released a special consultation on M&A clarifying 
the ability for accounting badwill to be utilised 
within the capital calculation. There was also clarity 
around the use of internal models and Pillar 2 
capital requirements, which opened the door 
for transactions that perhaps would have been 
considered uneconomic in the past.

It is our view that the coming together of the strategic 
rationale and regulatory stance for consolidation 
will clearly play out over 2021. In 2020 we already 
saw opportunistic management teams move quickly 
with several large transactions in Italy and Spain. 
We anticipate this M&A trend accelerating in 2021, 
which we see as a positive dynamic for the sector. 
It is most likely, in our view, that this will largely be 
undertaken on a domestic basis where the synergies 
remain most obvious. That said, we would not 
completely discount cross-border activity. Structural 
impediments remain in place for cross-border M&A, 
making this more challenging, but in certain business 
lines the rationale is not completely absent, in 
particular with digitalisation making up an increasing 
proportion of the cost base.

With banks 
suffering from 
the low interest-
rate environment, 
increasing 
digitalisation 
costs and rising 
regulatory costs, 
we sensed a 
real push from 
the industry for 
regulators to start 
thinking about 
competition for 
European banks 
on a global basis.
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ESG
While parts of the ESG universe have always 
influenced the regulation of banks, as ESG 
considerations from asset owners and policy-
makers grow, its importance on bank regulation 
should increase in tandem. In our view, this is a 
natural consequence of banks being the main 
conduits of credit into the economy and a key 
lever that policymakers can use to influence 
sustainability policies. 

While the growing importance of sustainability 
in public policy creates financial risks for many 
enterprises, we believe this is dwarfed by the 
opportunity set – particularly for banks, which 
we see as the primary policymaker instrument 
for influencing the transition to a more 
sustainable world. 

On the one hand, this thesis will lead to a growing 
focus from regulators on the risks that may sit 
within banks, which will in turn lead to operational 
and capital requirements that must be met. 
There is an abundance of recommendations 
and supervisory expectations that have already 
been published in Europe – most of which flow 
down from the action plan on sustainable finance 
adopted in 2018. This is influencing banks at 
every level – operational requirements and 
resource, risk management, strategy, asset 
exposures, reporting and capital requirements. 

The banking regulatory framework has built into it 
a mandate extended towards the EBA which has 
been asked to assess the potential for including 
ESG risks in the supervisory review and evaluation 
process, develop technical standards for including 
ESG risks in disclosure requirements, and assess 
whether a dedicated prudential treatment 
of exposures related to activities associated 
substantially with environmental and or social 
objectives would be justified as a component of 
Pillar 1 capital requirements. Towards the end of 
last year, the ECB also published a guide for banks 
on climate-related and environmental risks and 
what the supervisory expectations are for them 
to manage and disclose such risks. They have 
asked banks to carry out a self-assessment of this 
guide and draw-up an action plan in light of these 
expectations in early 2021, on which they will then 
follow up in 2022 with a supervisory review. From 
2022, they will also target climate-related risks 
within the bi-annual supervisory stress testing 
exercises. 

Banks that fail in developing their ESG 
credentials, whether that be improving asset 
risk, increasing disclosures or failing to include 
ESG appropriately in their risk management, 
will likely be punished by the regulator through 
stress testing, SREP processes and increased 
capital requirements. This is why we have taken 
the view that a fully integrated ESG approach 
in our investment process is essential, as we 
believe it will pay dividends to be ahead of 
the market in understanding where banks are 
with their ESG strategies versus the regulatory 
requirements and policy direction. 

On the other side of these risks, that will create 
sector dispersion, we see the approach the 
regulator is taking towards banks in using them 
as a conduit for sustainability policy as a huge 
opportunity for the sector. Historically banks 
have been viewed as having questionable ESG 
credentials, but we see this as backward looking 
stance. Looking forward a number of factors 
lead us to believe that the sector will not only 
lead in terms of disclosures and ESG credentials 
but banks will increasingly be viewed as 
transition champions that can have influence 
over financial flows. As such, we see the sector 
as well placed for active ESG investors and to 
be beneficiaries of the flows into sustainability 
strategies and financing. 

While the growing 
importance of 
sustainability 
in public policy 
creates financial 
risks for many 
enterprises, we 
believe this is 
dwarfed by the 
opportunity set 
– particularly for 
banks, which we 
see as the primary 
policymaker 
instrument for 
influencing the 
transition to a 
more sustainable 
world. 
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ESG market growth
Assets of funds with an EGS mandate have grown 
by 170% since 2015 and the volume of outstanding 
eurozone green bonds has increased 7x over the 
same period.

The stand-alone ESG credentials of the sector are 
improving rapidly and are expected to continue to 
do so. Banks are only a few years down the road 
of adopting the recommendations of the taskforce 
on climate-related financial disclosures. The 
finalisation of the EU taxonomy should accelerate 
this roll-out over the coming years. 

Regulation through stress tests and supervisory 
pressures (such as the ‘Dear CEO’ letters that are 
published in the public domain) are the ‘stick’, but 
there is also the ‘carrot’ of capital incentives on 
sustainable lending, from which we believe banks 
can benefit. Fees and earnings from sustainability 
via structuring and issuing bonds should increase, 
and banks themselves remain the biggest issuers 
of sustainability bonds. Whether this is ‘push’ or 
‘pull’ is to a degree irrelevant – the outcome is the 
same in that banks will continue to increase their 

exposure to such assets. As such, with  
ESG increasingly on investors’ agenda, we  
think this puts bank debt in a position to  
benefit from flows into ESG-compliant  
investment strategies. 

We also would argue the case that the banks 
should play an increasingly important role in 
strategies beyond those merely considered ESG 
compliant. Active impact strategies are an area 
set for significant growth. According to the EU 
Commission, the EU green deal estimates a 
need for EUR4.7 trillion in investment over the 
next 10 years to meet 2030 climate targets. It 
is estimated EUR3.5 trillion of this will come 
through the private sector, so banks have 
an important role to play in financing this 
investment, given their role as the primary 
credit providers to the economy. We anticipate 
they will increasingly become the route in which 
investors can influence sustainability spending. We 
do not see how active impact investors can credibly 
continue to ignore the space given the influence 
that sits within it and the ability that investing in it 
would give them over transition strategy.  

Assets of funds 
with an ESG 
mandate have 
grown by 170% 
since 2015 and 
the volume of 
outstanding 
eurozone green 
bonds has 
increased 7x over 
the same period.
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Risks
As we look to 2021 what risks could 
potentially challenge our core views? 

At the time of writing, the market sees light 
at the end of the tunnel with regards to the 
pandemic, particularly now that vaccine roll-outs 
have begun. However, given what is priced, we 
would acknowledge that there is the potential for 
disappointments with the speed of roll-outs and 
vaccine efficacy. The virus has shown a number of 
mutations which it appears have only impacted its 
speed of spread to-date, but there is always the 
risk that a mutation could occur which increases its 
deadliness or impacts vaccine efficacy, which would 
have numerous and significant implications. In 
terms of the speed of vaccine roll-out, this may also 
disappoint. As a stand-alone factor this may not be 
that damaging for spreads as we believe support 
measures will remain in place until herd immunity is 
achieved, but longer lockdowns raise the prospect 
of greater economic scarring, which will slow the 
recovery and also raise the risk of a policy mistake, 
in our opinion.

Given the market’s current dependence on central-
bank intervention and fiscal support, this creates 
a degree of risk around policy mistakes. The steps 
that policymakers took at the start of 2020 gives us 
a relatively good degree of confidence that they ‘get’ 
the situation, but we firmly believe there is a need 
to allow economies to fully enter a recovery phase 
before support measures are removed – there 
is always a danger that this happens too soon. 
Ironically, we see this as more likely to happen if the 
vaccine roll-out and pandemic situation improves 
quicker than expected, as fiscal hawks are likely to 
quickly move on from the crisis to thinking about 
balanced budgets and debt levels again.

While we would put a very low probability on it, there 
is a danger that inflationary pressures rise faster 
than is currently expected, forcing central bankers to 
adjust their view and raise interest rates sooner than 
the market expects. This would create significant 
rate volatility, which is always damaging for credit 
spreads. It could lead to a tightening of financial 
conditions, which central banks are trying to avoid, 
and one hopes that the taper tantrums of the past 
will serve as a valuable lesson not to be repeated.

The last risk we would highlight is the growing 
sovereign-corporate-bank nexus as a result of the 
pandemic and policy response. 

What do we mean by this? 

Governments have provided vast amounts of 
support to their economies through guaranteed 
loans into the private sector. This exposes highly 
indebted sovereigns to corporates that are defacto 
negatively affected by the pandemic. At present, 
these guarantees are contingent liabilities held 
off balance sheet, but they will move on balance 
sheet if called, increasing sovereign vulnerabilities 
in the medium term. At the same time as this has 
occurred, banks have increased their holdings 
of domestic sovereign securities as a natural 
consequence of the liquidity that has been added 
to the economy. So far, quantitative easing has 
had a positive effect on banks capital ratios as 
the spreads of sovereign debt have tightened 
significantly, while holdings have increased. With 
these positions expected to remain elevated for 
some time, vulnerability to valuation changes in 
sovereign holdings is likely to persist. For the time 
being, we do not have concerns over this dynamic, 
particularly with these spreads being contained 
by QE, but political risk events can always rear 
their heads and we must be cognisant of this with 
regards to these rising exposures.

The last risk we 
would highlight 
is the growing 
sovereign-
corporate-bank 
nexus as a result  
of the pandemic 
and policy 
response. 
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How we will invest in 2021
2020 underlined that the market has priced in too 
much risk of coupon deferral for AT1 securities vs 
the rest of the bank capital stack. Over 2021, we 
expect compression in the asset class to reflect this 
view. Regulatory changes as discussed would also 
provide a further windfall for the asset class over 
and above the robust carry prospects.

The macroeconomic and policy environment 
remains extremely conducive to tighter credit 
spreads and we continue to benefit from investor 
flows into the asset class. We expect quantitative 
easing to anchor spreads, pushing investors further 
down the credit spectrum. In this environment, we 
believe AT1 debt looks attractive both from a yield 
perspective and with regards to its fundamental 
outlook. As long as this environment continues, 
expect us to take advantage of the AT1 compression 
and be fully invested from a cash perspective to 
capture the attractive beta of the asset class.

Dispersion in the asset class remains a consistent 
theme. While there has been significant 
compression over the last year, this trend 
looks set to resume in 2021. With this in mind, 
we will look to maintain an overweight to the 
European periphery and the UK to capture 
this compression. Germany looks to us to be a 
relative economic outperformer coming out of 
the crisis, and coupled with increased potential 

for consolidation, leads us to also look favourably 
on the ability of the German national champion 
banks to surprise to the upside.

Dollar securities notably outperformed both  
euro and sterling bonds in 2020. We anticipate  
that inflationary pressure is most likely to come 
from the US, pushing dollar yields higher and 
pressuring the dollar AT1 market. As such, expect 
our bias to favour the higher spreads available in 
euros and sterling.

M&A activity is likely to be a recurring theme in 
2021, which we expect to create opportunities. 
We intend to position to take advantage of this 
dynamic where it can be invested with asymmetric 
outcomes.

Following years of underperformance, the 
environment for bank equities to rebase against 
the market looks attractive, in our view. 

Nevertheless, there remain a number a number of 
risks on the horizon and being attune to the policy 
environment and the long-term economic impact 
of the pandemic will be vital. Where we see risks 
growing and asymmetric ways to protect capital, 
such as CDS protection and interest rate futures, 
we will continue to make full use of our investment 
toolbox.

Over 2021, 
we expect 
compression in 
the asset class to 
reflect this view.       
Regulatory 
changes as 
discussed would 
also provide a 
further windfall 
for the asset class 
over and above 
the robust carry 
prospects. 
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