THE LEAD'

https://thel eadpc.com/markit-recap-322015/

Markit Recap — 3/2/2015

THE LEAD | March 5, 2015

When it comes to how banks finance their activities, there is little doubt we arein anew era. If anyone did

question that the climate has changed, then a little-known Austrian institution may have caused them to think
again this week.

The government of Austria announced that Heta Asset Resolution, the “bad bank” that resulted from the
restructuring of failed Hypo Group Alde Adria, would no longer make principal and interest payments on its
senior bonds. Austriatook this action after it was revealed that Heta had a €7.6bn capital shortfall.
Unsurprisingly, the price of the bank’s senior bonds dropped dramatically.

Source: Markit m— Markit iTraxce Europe — Markit iTraxce Senior Financials

Although Hetais a minnow in the European financial system, the moratorium on the bond payments has
implications for banks across the continent. Austriawas an early adopter of the EU’ s Bank Recovery and
Resolution Directive (BRRD) last month, and thisis the first example of the new rules will affect banks. Senior
bonds were considered sacrosanct during the banking crisis, as the taxpayers of Ireland know all too well. But
from January 1 2016 the BRRD will be implemented across all EU states, and investors will have to be aware
that it is not just subordinated debt that can be bailed-in by governments.

The news from Austria had a negligible impact on the broader market. The Markit iTraxx Senior Financials
index widened 2bps to 56.8bps, but by Thursday news that the ECB was launching its QE programme on March
9 led to the index rallying to 53.5bps. Perhaps Heta' s diminutive size caused the markets to disregard its travails.
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But the BRRD will surely have an impact on the cost of capital for European banks, and thiswill have to be
taken into account. Pre-crisis, banks could raise funds at an artificialy low level thanks to the implicit support
from governments — they are too big to fail. With the pain of banks bailouts still being felt, taxpayers are no
longer so generous. Bondholders will have to fill the breach.

This could push credit spreads on senior bank debt wider. But the more stringent capital requirements are
arguably positive for bondholders as they strengthen bal ance sheets (equity investors won't enjoy the benefits).
This means that the relationship between bank credit and the broader corporate markets — demonstrated by the
basis between the Markit i Traxx Europe and the Senior Financials—is not straightforward, and it is far from
certain that the latter index will dip below the former, asit did last year and was the norm before the crisis strick.
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