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European Banks and MREL shortfalls, a €67.6 bn investment
opportunity

In 2015, the Financial Stability Board (FSB) issued the Total Loss-Absorbing Capacity (TLAC) standard for
global systemically important banks (i.e., the biggest ones). This standard has been transposed for the
European Union into the Bank Recovery and Resolution Directives 1 and 2 (BRRD 1 and BRRD2) which
apply to all the banks established in the European Union.

This Directives introduced the Minimum Requirement for Own Funds and Eligible Liabilities (MREL) aiming
at protecting clients’ deposits in case of massive losses, with the challenge to respect the “pari passu”
constraint of a bank capital structure. The solution was the introduction of a loss absorption mechanism to
senior creditors via issuance of senior non preferred bonds for the operating company or senior preferred
bonds for the holding company of the banks. This layer of capital adds a new subordination cascade
enhancing both the resilience and the resolvability of institutions, where resolution would be preferable to a

bankruptcy under the principle of “no creditor worse off”.
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MREL ratio is a bank-specific target instituted by the EU authorities, after consultation with prudential
supervisors. It is composed of the addition of required institution’s loss absorption amount (LAA) and the
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resolution entity’s recapitalisation amount (RCA) and depends on the resolution strategy implemented by

each bank.

According to supervisory data, the biggest banks are now almost compliant with MREL requirements. The
need to comply is now shifted towards smaller banks, as the European Banking Authority estimates their
MREL shortfalls at €67.6bn*.

As a result, this will govern their senior preferred and senior non-preferred bonds issuance programs, even
if they have a comfortable capital ratio and do not need to strengthen their capital structure to finance their
activity, especially for low-risk banks. For instance, Crelan, a Belgian cooperative bank, issued for the first
time a senior non-preferred bond with a 3-year maturity at an attractive coupon of 5 3/8. The bank is rated A-

and has a capital ratio of 20.81%.

The amount to be issued with the relatively small track-record of bond issuance of these non-systemic banks
open attractive investment opportunities, in well-capitalised non systemic banks’ senior preferred and senior

non-preferred bonds. This is particularly true for new issuers which may also offer an inaugural premium.

In the context of a global interest rate rise, these 2 to 5-year maturity instruments are becoming more
attractive, thanks to the carry they offer. This is due to their relatively high coupon for their rank of

subordination as well as their short duration offering a downside protection.

MREL thematic will probably be one of the hot topics in the fixed income environment for the next two years.

L https://www.eba.europa.eu/eba-sees-progress-mrel-shortfall-reduction-largest-institutions-while-smaller-institutions-are
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Prior to joining Axiom Alternative Investments in 2009, Adrian Paturle worked at Rothschild & Cie Gestion
as a Bond Manager. He managed approximately €1 billion of insurance portfolios under mandate, €400
million of credit funds invested in investment grade and high yield issuers, both physical bonds and credit
default swaps. He also managed a catastrophe bond fund with approximately €100 million in assets under
management. Prior to that, Adrian Paturle was a quantitative credit manager at ABF Capital Management

where he managed a portfolio of approximately €200 million.

Adrian Paturle is a graduate of the Lyon School of Actuaries (ISFA) and holds a master’s in finance.

Disclaimer

This document is prepared by Axiom Alternative Investments. It is intended solely for professional investors
within the meaning of the EU Markets in Financial Instruments Directive 2014/65/EU, acting on their own

behalf or on behalf of third parties to the extent tha-t investment decisions are made at their own discretion.

Axiom Alternative Investments is a portfolio management company authorised by the Autorité des marchés
financiers under the number GP-06000039. Due to its simplification, the information contained in this
document is inevitably partial or incomplete and cannot therefore have any contractual value. Any
subscription must be made after having read the prospectus of the UCITS, which is available on request
from Axiom Alternative Investments. It has been produced for information purposes only and does not
constitute an offer or a personalised recommendation or a solicitation to subscribe to this product. However,
in the event of a subscription, the investor must consult the prospectus of the UCITS in order to be fully
aware of the risks incurred, in particular the risk of loss of capital and, where applicable, the liquidity risk of
the underlying assets. The investment must be made in accordance with the investor's investment

objectives, investment horizon and ability to bear the risk associated with the transaction.

Reproduction, in whole or in part, on any medium whatsoever, communication to third parties, or use for any

purpose other than private use is prohibited without the prior authorisation of Axiom Alternative Investments.
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