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Hermes: 16 European banks in 16 days

Filippo Alloatti, Senior Credit Analyst, Hermes Credit, recently met with 16 major European lenders
over 16 days. He found that capital adequacy, revenue generation and interest rates were the key
themes in his recent discussions.
Capital, revenue and bad legacy loans
European banks continue to accumulate capital while reducing leverage. Such progress, combined
with the growth of deposit bases, should help compress spreads on their debt. However, banks are
finding it difficult to generate revenue through traditional lending practices to compensate for declining
net interest margins, forcing management teams to pay close attention to the overheads of their
extensive branch networks and higher compliance and consumer protection costs. In an environment
where generating revenues is still tough, cost control is also necessary.
The large stock of non-performing loans (NPLs) – Italian banks hold €350bn and Spanish lenders
have €211bn, for instance – remains problematic but could become less worrisome amid a
strengthening cyclical recovery and higher GDP growth in real and nominal terms – as long as
deflation is kept at bay. It is important that banks work faster to resolve these bad loans, as these
assets require large capital backstops and, for this reason, partially explain the absence of new
lending in the economic recovery.
The banks’ need to hold capital against NPLs and the difficulty of generating revenue also makes it
challenging for them to match the cost of equity, even though it has declined slightly.
Interest rates and proposed regulation
The movement of interest rates is clearly another important consideration. Higher rates, coupled with
a steeper yield curve, could in time translate into better net interest margins for banks. On the flipside,
persistently low rates would put pressure on banks to re-think their business models and consider
other lines of business, such as asset management, as revenues from loans remain subdued.
More broadly, three consequences of the global financial crisis will continue to influence the
environment in which banks do business: overhanging public and private debt, low levels of
investment by companies and high unemployment in peripheral European Union countries.
While the jury is still out on the impact of the European Central Bank’s quantitative easing
programme, the cost of equity, as mentioned previously, is declining. Proposed regulations from the
Basel Committee on Banking Supervisions (BCBS), dubbed Basel IV, seems to support the use of
simple standardised models instead of banks’ internal methods to calculate capital requirements. A
consequence of this may be an increase in risk-weighted assets. The Fundamental Review of the
Trading Book, another BCBS consultation, could have a similar impact on investment banks.
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Notes to Editors:
Hermes Investment Management
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
Hermes manages assets on behalf of more than 200 clients* across equities, fixed income, alternatives and real
estate, with £30.1 billion* assets under management. In Hermes EOS, we have the industry’s leading
engagement resource, advising on more than £124.3 billion* of assets.
We believe in Excellence, Responsibility and Innovation
•
Excellence: We aspire to excellence in everything we do. This manifests itself most visibly in our
investment performance. We will only offer products to our clients where we believe there is a strong
investment thesis and where we can deliver sustainable alpha.
•

Responsibility: We believe it is our responsibility to lead discussion and debate about the fiduciary
responsibilities of fund managers to our clients, their stakeholders and, ultimately, society at large. We
have always sought positive engagement with the firms in which we invest.

•

Innovation: We have the entrepreneurial culture to identify forward-looking products that meet those
needs, along with the resources and speed-to-market mentality to develop them rapidly.

Our structure gives clients globally the benefit of access to a broad range of specialist, high conviction investment
teams operating within an established and robust operating platform.
Hermes' investment solutions include:
•
Equities: Global, Emerging Markets, Small & Mid Cap, Europe, Asia Ex Japan, Greater China
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European, UK PRS
•
Alternatives: Multi Asset, Infrastructure, Private Equity
*Please note the total AuM figure includes £3.5bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”), a joint
venture between Hermes Fund Managers Limited ("HFM") and GPE Partner Limited. HGPE is an independent entity and not part of the Hermes
group. £0.5bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 31 March 2015.

