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Last year the Markit iBoxx € Banks index was one of the outperforming bond sectors in Europe having returned
1.0%. Theindex which islargely made up of bonds issued by European banks, even managed to outperform
defensive sectors such as Healthcare and Utilities, while Europe’ s ongoing regulatory oversight and relaxed
monetary conditions kept market confidence in check.

2016 however, has started weakand thisis seen by the heightened risk in Europe’s major credit indices. The
Markit i Traxx Europe Senior Financials index widened to 96bps last week, just 4bps tighter than at the height of
the Greek crisis last July, which threatened to break up the Eurozone.
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The situation is bleaker when it comes to insuring bonds lower down the capital structure. The Markit i Traxx
Europe Sub Financials index widened 58bps from the start of the year to January 20th, surpassing 200bps for the
first time since October 2013, and the widest level since the new 2014 ISDA definitions (that incorporated new
rules around government interventions). The basis between senior and subordinated also widened to two year
highs, but remains well below the levels seen during Europe’ s banking crisisin 2011.

The heightened risk perception in the European banking sector was sparked last month when Portuguese lender
Novo Banco was forced to ‘bail in” select senior bonds by the central bank in order to plug a €1.4bn capital
shortfall exposed by ECB stress tests. The possibility of a CDS trigger (which is still ongoing) sent spreads
considerably wider. The debacle did little to breed confidence in investors who seem dumfound by the lack of



clarity among Banking Union rules.

The knock on effects were felt further last week, when Italian bank Banca Monte dei Paschi di Siena came under
scrutiny as concerns over bad loans surfaced. I1ts 5-yr CDS spread subsequently widened to 581bps as of January
215, more than double the value seen at the turn of the year. Risk has also spread among weaker peripheral
European banks such as fellow Italian bank Intesa SanPaolo and Spanish lenders BBV A and Banco Popular. The
latter have both seen significant CDS spread widening.

The prospect of further bondholder *bail ins' has also widened the basis between senior bond and subordinated
bond spreads as investors seek greater return under the new rules.

The benchmark spread for the Markit iBoxx € Banks Subordinated index currently stands at 250bps as of
January 22nd touchi ng last September’ s highs. But the basis between subordinated and senior (as represented by
the Markit iBoxx € Banks Senior index) was as high as 139bps last week, the widest since December 2014 as
investors brace themselves for tougher, if somewhat controversial new banking regulation.
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