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REGULATING THE BANKS 

CONSEQUENCES FOR BOND INVESTORS 


Standard Life Investments, a leading investment house, has warned that although recent regulatory changes are intended to make the banking sector more resilient to future shocks there are possible negative consequences for bond investors, and indeed for the global economy, of these complex and far reaching alterations.
In the latest edition of Global Perspective1, the global fund manager agrees that the new regulatory approach should ensure a safer banking system, for individual countries and globally. However, it outlined some major potential implications for investors to take into account, such as higher bank funding costs, lower profitability within the sector and a reduction in the investor base for banks to raise capital and funding. 
Andrew Fraser, Investment Director, Fixed Interest, Standard Life Investments, commented:

“The regulation of the banking sector is evolving rapidly, through national and cross-border rule changes. Many issues are still to be determined. The implications of future discussions will be important, not only for bank profitability and for the holders of bank debt but also for economic activity as the cost of capital looks set to rise. The most important issue for bond investors is that if banks fail, future losses will henceforth be spread across the capital structure.  As regulation develops we think that it is likely to mean that spreads on bank bonds will trade at wider levels relative to history. Additionally volatility in spreads will be persistent implying investors require a higher risk premium for holding the asset class.”
Andrew continued: 
“The new regulation has been put in place to reduce the risk that the taxpayer will again be required to bail-out troubled financial institutions. The Basel III proposals require individual banks 
to hold even more capital and liquidity and these will have to be of higher quality. But the new terms and conditions may be off-putting for some institutional investors.  As well as having to adjust to a new regulatory era in which bondholders may have to absorb losses in failing banks, investors also need to understand the complex structures in the next generation of securities issued by banks.  For example, in order to count as Tier 1, bonds will need to have optional and mandatory coupon deferral language and have specific write-down or equity conversion language on breach of certain triggers.  If bond investors are not comfortable with these new terms and conditions, funding from institutional investors could be more difficult to obtain.”

Andrew concluded:

“This is an important issue for both bond investors and banks. The market for bank debt is substantial at $3 trillion or 44% of the total market and the ongoing need for financing the banking sector could be of the order of $1 trillion in the coming year.”
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Notes to Editors:

1. To give investors a first-hand insight into the issues currently driving markets, Standard Life Investments produces a global series of flagship publications. Its leading publication, Global Outlook, is a collection of articles written quarterly by its top investment directors from each of the main asset classes. On a monthly basis, there is Global Perspective, where Standard Life Investments’ global strategists combine valuable experience, thorough research and analysis to tackle major issues of the moment. Lastly, Global Horizons provides an in-depth perspective on long-term investment themes. It captures the major changes in the forces likely to influence financial markets in the coming years.

2. Standard Life Investments’ distinctive ‘Focus on Change’ investment philosophy provides the foundations for its investment process and seeks to identify the key factors that drive the market price of an investment. This approach allows Standard Life Investments to focus on changes that will lead to revised market expectations and a revised price, and ultimately a superior return for clients. 
3. With assets under management of £153.7 bn (30/09/10), Standard Life Investments is one of Europe’s major investment houses.

4. Standard Life Investments was launched as an investment management company in 1998. It is a wholly owned subsidiary of Standard Life Investments (Holdings) Limited, which in turn is a wholly owned subsidiary of Standard Life plc.

5. Standard Life Investments operates in the UK, Canada, Ireland, Hong Kong and the USA, and has representative offices in Germany, France, South Korea and Beijing. Standard Life Investments also operates in India through a joint venture, HDFC AMC.
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Standard Life Investments Limited, tel. +44 131 225 2345, a company registered in Scotland (SC 123321) Registered Office 1 George Street Edinburgh EH2 2LL.

The Standard Life Investments group includes Standard Life Investments (Mutual Funds) Limited, SLTM Limited, Standard Life Investments (Corporate Funds) Limited

and SL Capital Partners LLP. Standard Life Investments Limited acts as Investment Manager for Standard Life Assurance Limited and Standard Life Pension Funds Limited.

Standard Life Investments may record and monitor telephone calls to help improve customer service.

All companies are authorised and regulated by the Financial Services Authority. www.standardlifeinvestments.com
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