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US banks bullish after stress tests

The results of the Fed’s stress tests have seen US bank CDS spreads tighten, but they still lag

their European peers.

— Four of the five global US banks have seen their CDS tighten following the stress tests
— CDS spreads in US banks are lower than at any point since the Fed started stress testing
— US bank CDS have widened when compared to their European peers over the last year, but

the stress test has seen this trend revert

Stress tests

Round two of the Fed's ‘Comprehensive
Capital Analysis and Review’ — or stress tests
- yielded positive approvals for the proposed
capital distributions of the major US banks.

Having scraped through round one, which
focused primarily on bank capitalisation,
Goldman Sachs and Morgan Stanley had to
resubmit their proposals for round two. This
focused more on the banks’ ability to
withstand crisis net of planned capital returns.
JP Morgan, the biggest US global bank, also
had to resubmit. Citigroup, which failed last
year, came through without any hiccups.

Spreads tighten
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Credit markets reacted positively with all five
major US banks experiencing a fall in 5-yr
CDS spreads, implying that market makers
are willing to offer protection on bank default
at a cheaper price. This is a continuation of a
trend which has seen the US stress tests
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having been largely positive for US banks in
the past.

Credit spreads across this group have shown
a consistent decline since 2012, no doubt in
part a response to the heavy regulation and
controls placed upon banks that pose a
systemic risk. In fact, the average CDS
spread across the five global US banks is
now at the narrowest level since the Fed
started its stress test policy. Four of the five
bank’s CDS spreads are either trading flat of
narrower relative to the same point last year.

The only exception is JP Morgan. Its CDS is
trading 7bps wider at 66bps, but despite this,
the banks still trades tighter than its peer
group whose average spread is 75bps.
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US, Europe divergence
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The US still lags its European counterparts
when it comes to perceived safety. A
comparison of the five global US banks
average CDS spreads with the Markit
ITRAXX-Financials  Senior shows that
spreads were at parity last October but have
since diverged. This was due to US banks
having suffered from a profitability setback
earlier this year and European banks
benefiting in anticipation of the impending
ECB QE programme.
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