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Bank bond spreads outperform wider market

Although bank bonds have unperformed so far this year, the past month has seen the spread
between banks and the wider corporate bond market compress.

— Banks underperformed non-financials at the start of this year amid market volatility
— Spread ratio between Markit iBoxx $ Domestic Banks index and the Markit iBoxx

$ Domestic Non-Financials index widened to 0.98 in April, from 0.75 three months earlier
— The past month has seen bank spreads beat their non-financial peers

After a turbulent start to the year, global
banks’ credit has enjoyed a recovery over the
past month, with risk in the sector falling. This
has been most evident in the bond market,
where bank spreads (interest premium over
government bonds) in the US, Europe and
the UK have all outperformed their wider non-
financial corporate bond markets.

Banks on the defensive

Strong regulatory oversight, insulation from
weak commodity prices and the prospect of
higher lending margins has meant that US
banks benefitted from a sustained period of
spread outperformance versus non-financials.
Between April 2014 and January 2016, the
spread ratio between the Markit iBoxx
$ Domestic Banks index and the Markit iBoxx
$ Domestic Non-Financials index compressed
from parity (1.0) to 0.75, demonstrating the
relative outperformance of US banks.

The defensive nature of the banking sector
over this period was also reflected among
European and UK banks, both of whom saw
spreads outperform their non-financial
counterparts.

This trend came to an abrupt end however at
the start of this year as volatility gripped
markets. This was compounded in the
banking sector, as all three regions saw bank
spreads widen at a quicker pace than the
broader market.
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An unsettled 2016

Weak first quarter earnings and a dovish Fed
meant the US banks to non-financials spread
ratio increased to 0.98 in mid-April. The trend
was more pronounced among European
banks, hampered by bad loans, restructurings,
negative interest rates and litigation charges.
The spread ratio between the Markit iBoxx €
Banks index and the Markit iBoxx € Non-
Financials index moved to 1.07 by mid-April,
from 0.78 three months earlier, making
European bank bonds riskier than corporate
non-financial bonds in the eyes of the market.

UK bank bonds have traded more riskier
than the wider sterling corporate bond market
for the past two years, compounded by the
potential negative impact of a Brexit on the
UK’s banking system. The spread ratio
between the Markit iBoxx £ Banks index and
the Markit iBoxx £ Non-Financials index rose
to 1.30 in April.
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Turning a corner?

After three months of underperformance,
spread ratios across all three regions have
started to compress. Fed rhetoric has swayed
to the hawkish, fears of a Brexit have eased
and European banks’ credit has started
playing catch up to ECB QE buoyed non-
financial counterparts. In Europe, the bank to
non-financials spread ratio has fallen below
1.0 for the first time since March 30", while in
sterling this ratio has come down to 1.23,
from 1.30 in April. The ratio for US banks to
non-financials never did quite hit parity, but
remains significantly off January’s low.
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