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Banks are at the core of a functioning global economy. Governments are aware of the role

they can play in reducing some of the economic impact of the pandemic on their

respective populations. Regulators in the US and Europe asked banks to temporarily

suspend dividend distributions and share buybacks for most of 2020. Now halfway through

2021, the Federal Reserve (Fed) has softened these restrictions following recent stress

tests. In this insight, we will explore what the results of the recent US bank stress

tests tell us about the health of the banking system and what we can expect from

European banks in the coming months.

 

Checking the pulse of the US banking system

 

The softening of restrictions follows optimistic results from the most recent round of

stress tests on US banks1. Soon, US banks will dig deeper into their respective results

and could look to share revised plans around shareholder pay-outs. Randal K. Quarles,

Vice Chair for Supervision at the Fed, recently summarised the health of US banks and

results of the stress tests in June. He said, "over the past year, the Federal Reserve

has run three stress tests with several different hypothetical recessions, and all have

confirmed that the banking system is strongly positioned to support the ongoing

recovery2." 

 

To provide some colour on the extent of these tests, one of the hypothetical scenarios

mapped out was a severe global recession with US unemployment rates surpassing 10%, a 4%

gross domestic product (GDP) fall until late 2022 and more than a 50% drop in in stock

markets. The Fed stated3 that “under this scenario, the capital ratios of banks within

the study declined to 10.6%, a level that continues to exceed their minimum

requirements.”

 

The health of European banks

 

Across the Atlantic, the European Banking Authority (EBA) conducted its own stress test

at the start of 2021. These will have many eagerly anticipating the results given that

the 2020 EBA stress tests were postponed due to the pandemic. Results are expected to be

released this summer with the sample covering approximately 70% of the banking sector’s

assets in the EU and Norway4. The adverse scenario in these stress tests are severe and

include real GDP declining by nearly 4%, unemployment rates rising by 4.7%, and stock

prices globally falling by 50% in advanced economies5. This will provide a glance into

the resilience of the banking system under another severe scenario.
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Since December 2020, the European Central bank has continued to request that European

banks refrain from or limit dividends and share buy-backs until 30 September 2021. The

recommendation is for dividends and share buy backs to be limited to the lower of a max

of 0.20% of the banks’ common equity tier 1 (CET1) or below 15% of cumulated profits for

2019-206. Looking at earnings in Q1 2021, companies within the financial sector of the

Euro Stoxx 50 showed a strong first quarter. 48% of companies within the sector reported

earnings growth compared to Q4 20207. Over the same reporting period, European banks

continued to maintain buffers to their maximum trigger ratios for their Additional Tier

1 Contingent Convertible bonds (AT1 CoCos)8. 

 

Improving investor sentiment

 

Over the last twelve months, AT1 CoCos have delivered 18.43% return9 and been one of the

best performing areas in fixed income. With investor sentiment towards the European

banking sector turning more positive and AT1 CoCos providing a yield enhancement

relative to the banks more senior debt, the asset class is garnering strong investor

interest. Against rising sovereign bond yields, investors have also been searching for

historically resilient asset classes in rising rate periods. AT1 CoCos have historically

been shown to hit this mark as well.  

With yields across a broad set of fixed income markets generally lower than in 2020, we

are likely to see companies take advantage of these lower yield levels with new bond

issuance. Over the next three months, NatWest Group, UBS, Societe Generale, UniCredit

and Banco Santander have outstanding AT1 CoCo bonds approaching their first call dates.

With bond markets pricing in lower credit risk than at the height of the pandemic last

year, we are likely to see these issuers call the bonds on these dates.
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Europe AT1 Index (USD), as at 24 June 2021 total return in USD

 

Related blogs

+ AT1 CoCos ride the bond wave

 

Related products

+ CCBO - WisdomTree AT1 CoCo Bond UCITS ETF - USD

View the online version of this article here.
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Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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