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As the fast spread of Covid-19 triggered governments globally to impose strict lockdown

restrictions, companies that were not operating in essential services and goods were

left depending on their cash reserves to initially help them survive the loss in

revenues. Luckily, central banks have realised the magnitude of such a measure on the

economy and have launched support packages well in excess of those put in place during

the 2008-09 financial crisis. At the core of the support system in Europe, the European

banking system is meant to continue to provide lending to the real economy to facilitate

some of the life support provided by central banks. As part of the support framework,

many countries are providing state backed loans for companies which can relieve some of

the blow to the banks’ balance sheet if loan losses begin to significantly rise in the

later half of 2020. Amid the macro backdrop, Banks are in a better position today to

weather the economic storm than during the last financial crisis and there could be part

of the bank’s capital structure where investors may find the right balance between risks

and rewards. In this blog we will look into the bank’s common equity tier 1 (CET1) ratio

where investors seeking exposure to additional tier 1 contingent convertible bonds (AT1

CoCos) will typically take a closer look before considering the asset class.

 

Two areas that can help provide an initial insight into the impact on Banks are:

 

Bank (Issuer) credit ratings

 

Common Equity Tier 1 ratios (CET1)

 

Issuer credit rating trends to 19th May 2020 

 

The average issuer rating for European Banks that issue AT1 CoCos is still investment

grade but we note that 29 of 49 banks within the universe now have a negative credit

outlook which reflects a new trend from year-end 2019 when the majority of issuer

ratings had a stable outlook. Since the impact of Covid-19 on bank balance sheets is not

fully reflected in the current financial data, we can expect more scope after Q2 2020

and may see rating agencies take action towards the downside with potential rating

downgrades in the second half of the year. As referenced in Figure 1, there is a slight

trend already reflected in the data indicating more issuer credit downgrades than

upgrades in 2020.

 

Figure 1: Historical quarterly credit rating trends of European banks issuing
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AT1 CoCos

Source: WisdomTree, Bloomberg. Period from 31 December 2014 to 19 May 2020. Credit rating distribution is as of 19

May 2020. The universe of banks is represented by the banks from European countries issuing AT1 CoCos within

the iBoxx GBP Contingent Convertible Index, iBoxx EUR Contingent Convertible Index and iBoxx USD Contingent

Convertible Index as of 30 April 2020. Banks that do not have historical rating data available for 2 consecutive

quarters in Bloomberg as of a given quarter end are disregarded in the aggregate figures for that quarter. Rating

is the S&P long-term local currency issuer credit rating reported by Bloomberg. Upgrade is an improvement in the

rating as of a given quarter end as compared to a previous quarter end. Downgrade is a deterioration in the

rating as of a given quarter end as compared to the previous quarter end. Rating upgrades/downgrades are based

on quarterly data within each given year. No of banks is the maximum number of banks per quarter in a given year

with existing ratings data from Bloomberg. % of banks is the percent of banks experiencing either upgrade or

downgrade as compared to the No of banks in that given year.

You cannot invest directly in an index. Historical performance is not an

indication of future performance and any investments may go down in value.

 

 

Have the CET1 ratios fallen sharply?

 

The CET1 ratios for European banks within the iBoxx Contingent Convertible Liquid

Developed Europe AT1 Index (AT1 Index) displayed a decrease of no more than 1.1% from Q4

2019 to Q1 2020 as reflected in the quarterly data reported on Bloomberg for issuers to

19 May 2020. Furthermore, on 25 May 2020 the European Banking Authority published their

preliminary assessment of the impact of Covid-19 on the EU banking sector and noted that

the banks entered the crisis with strong capital and liquidity buffers. While they note

that the effects of the crisis will have an impact on the asset quality and

profitability of banks, they believe that the capital accumulated prior to the crisis

tied to the capital relief provided by regulators amounts to a buffer above their

overall capital requirements (OCR). In their perspective, the capital buffer is expected

to allow banks to withstand the potential credit risk losses which they derived from a

sensitivity analysis based on the 2018 stress test1. The European Central Bank (ECB) has

already taken a number of steps to help assist banks which it directly supervises have

the capacity to continue to provide funding to the real economy amid the Covid-19

crisis.

 

Figure 2: CET1 ratios buffer to maximum trigger: issuer level overview
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Source: WisdomTree, Markit, Bloomberg. Updated CET1 ratio figures downloaded from Bloomberg on 8 September 2020.

CET1 ratios data as of 31 May 2020. Index constituents data as of 30 April 2020. The strategy is represented by

the iBoxx Contingent Convertible Liquid Developed Europe AT1 Index (AT1 Index). CET1 ratio is the Common Equity

Tier 1 Capital ratio reported on a fully loaded basis available on Bloomberg and from the issuer’s latest

financial results, if not reflected on Bloomberg. Maximum trigger level is represented by the maximum trigger

observed across all CoCo issues of a given issuer. The CET1 buffer to maximum trigger represents the difference

between issuer’s CET1 ratio and the maximum trigger level observed across all CoCo issues of a given issuer within

the AT1 Index. The sum of “CET1 buffer to maximum trigger” and the “maximum trigger level” is equal to the

issuer’s CET1 ratio.

You cannot invest directly in an index. Historical performance is not an

indication of future performance and any investments may go down in

value.

 

 

 

Potential opportunities amid the economic landscape

 

The CET1 ratios of European banks in the first quarter of this year have only been

marginally impacted thus far from generally very healthy levels at the start of 2020. As

noted by the regulators, the capital buffers reported by European banks are in a better

position to weather the current crisis than they were during the 2008-2009 Global

Financial Crisis. While a key risk to this view is that the impact of the virus might

last significantly longer than initially anticipated and the resulting impact on the

economy is greater than had been projected, an extreme scenario such as that would

likely have a negative impact across risk assets. Considering this risk, the coordinated

central bank efforts and banking authority measures initiated amid the crisis appear to

provide strong support for the banking system and are aimed at potentially helping to

mitigate some of the broader systemic risks on the European banking system. 

 

Additional Tier 1 Contingent Convertible bonds which faced strong volatility, albeit

less severe than European bank equities, have experienced a strong rebound in April and

May. While the AT1 index as represented by the iBoxx Contingent Convertible Liquid

Developed Europe AT1 USD Unhedged index (AT1 Index) is down -5.59% year-to date to end

of May 2020, from the trough in performance on 19 March 2020 to end of May the asset

class returned 31.08% benefitting from the robust rebound in credit spreads of the

subordinated debt from financials following the strong monetary support from the

European Central Bank and European Commission. For investors considering investments in

risk assets such as AT1 CoCos, investors should be comfortable with both the risks and

rewards inherent in the asset class.
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Source

1 Source: www.eba.europa.eu publication “COVID-19 is placing unprecedented challenges on

EU banks” 25 May 2020. Details of some of the measures put in place by the European

Central Bank in March 2020 can be found on the European Central Bank Banking supervision

website www.bankingsupervision.european.eu

 

Related blogs

+ The European banking system is not the culprit of this crisis

+ How do AT1 CoCos compare to other risk assets?

 

Related products

+ WisdomTree AT1 CoCo Bond UCITS ETF - USD

View the online version of this article here.

WisdomTree INSIGHT ARTICLE

WisdomTree.com   +44 (0) 207 448 4330

https://european.eu/
https://www.wisdomtree.eu/en-gb/blog/2020-03-23/the-european-banking-system-is-not-the-culprit-of-this-crisis
https://www.wisdomtree.eu/en-gb/blog/2019-11-19/how-do-at1-cocos-compare-to-other-risk-assets
https://www.wisdomtree.eu/en-gb/etfs/fixed-income/wisdomtree-at1-coco-bond-ucits-etf-usd
https://www.wisdomtree.eu/en-gb/blog/2020-06-08/do-you-want-to-take-an-initial-peek-into-the-capital-buffers-of-european-banks


Important Information

 

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.

 

WisdomTree INSIGHT ARTICLE

WisdomTree.com   +44 (0) 207 448 4330


	DO YOU WANT TO TAKE AN INITIAL PEEK INTO THE CAPITAL BUFFERS OF EUROPEAN BANKS?

