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Bank Pulse: Value in selected Tier 2 debt
European bank Tier 2 debt has widened this year amid geopolitical
concerns and questions over economic growth. Callable Tier 2 paper
has particularly underperformed. While the market's prospects may
remain challenging for now, we see value in selected Tier 2 debt of
stronger-rated European banks

Bank subordinated bond spread performance has suffered from
the uncertain outlook
Banking sector spreads have suffered amid growing concern about the outlook for economic
growth and inflation following Russia's invasion of Ukraine. Tighter monetary policy  - while
supporting bank net interest income - may pressure bank loan quality. These worries have been
particularly evident in subordinated spreads, with spreads for the European bank Tier 2 debt in our
bank universe over 110bp wider on a year-to-date basis.

The performance has been very mixed, however, both across issuers and especially across Tier 2
bond types. Bonds issued by banks exposed to Russia or Ukraine or with lower bond ratings have
underperformed, in particular. In an uncertain economic environment, we would prefer taking
subordinated exposure in banks with stronger pre-provision profit profitability and capital metrics,
as these banks have a better capacity to absorb any weakening in loan quality and thus higher



THINK economic and financial analysis

Article | 10 June 2022 2

loan loss provisions with both their earnings generation and existing capital buffers.

Callable Tier 2 debt has underperformed against bullet Tier 2
debt
We have seen callable Tier 2 paper underperform in particular, while the bullet structured bonds
have shown relatively better resilience. The underperformance of callable debt means that
markets are having second thoughts about the likelihood of banks calling their bonds at the first
opportunity. The uncertainty on the economic outlook has resulted in volatile market conditions,
which means that it may be more difficult, especially for some lower-rated issuers to access debt
markets to refinance their subordinated debt at sustainable levels.

Furthermore, the wider spread levels also play into the calculation of the economic basis for a call
or non-call. Calling a particular subordinated bond may look less appealing than issuing a new
bond if the spread of issuing a new bond is likely to be fixed at a markedly wider level than where
the reset level of the existing bond is. We would still expect stronger-rated banks to call their bonds
at the first opportunity despite the economic optics. That being said, we would remain more
careful with callable paper issued by lower-rated banks and especially with those bonds with lower
coupon reset levels.

Value in selected Tier 2 debt after the recent underperformance
After the recent underperformance, callable Tier 2 paper offers a substantial pick-up versus bullet
T2 debt in most countries. In callable paper, we have a preference for stronger bank names in
France and certain Nordic or Spanish names. Bullet Dutch Tier 2 debt trades at very tight levels due
to a combination of scarcity and short maturities. While callable Tier 2 debt offers more interesting
spread levels, we do note that in times of market stress, bullet Tier 2 debt is likely to continue to
show better resilience.

Subordinated bank bond performance

Source: ING, IHS Markit, rating agencies
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR000341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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