Lloyds Chambers
1 Portsoken Street
London E1 8HZ
Tel: 020 7702 0888 Fax: 020 7702 9452
www.hermes-investment.com

INVESTMENT NOTE

30 OCTOBER 2014

Hermes: Solid Q3, but Barclays awaits UK leverage ratio rules says Senior
Credit Analyst Filippo Alloatti
Third quarter recap
Headline profit before tax of £1.59bn was ahead of consensus expectations of £1.2bn. Core revenues
are in line, with the investment bank down quarter-on-quarter and year-on-year, but in line with
consensus. Non-core losses are a bit lower. It seems it may outperform the 2014 risk-weighted asset
(RWA) reductions.
Barclays did rather well in the third quarter, with statutory pre-tax profit rising to £3.7bn, up £1.2bn
year-on-year. However, the adjusted after tax number is flat year-on-year, at £2.6bn. Group return on
equity was 6.3%, with core return on equity at 10.5%.
One-offs: Barclays booked £170m in new PPI, which takes it to £910m for the year. It also booked a
£360m loss on the sale of Spanish operations, and a £500m provision for FX fines. This was offset by
Lehman Brothers acquisition gains.
Fully-loaded common equity tier 1 was 10.2%, up 30bp, and leverage is 3.5% - which is fine for the
moment. Obviously the market is waiting for tomorrow's Prudential Regulation Authority (PRA)
announcement.
Sensible investment bank restructuring
With the new regulatory environment and the subsequent retrenchment of competitors, Barclays’
investment bank is one of the few global players with a strength in fixed income, currency and
commodity (FICC) trading - and leading positions in the two largest investment banking markets,
North America and the UK. Barclays maintains the business aims to minimise earnings volatility.
In 2013, the investment bank generated £2.5bn in profit before tax, about half of total group profit.
Within the investment bank, FICC activities accounted for just over half of total revenues. Barclays
continues to invest in its equity business and is aiming to increase the contribution of revenues from
equities and investment banking. In the first half of 2014, its equity value at risk (VaR) had become
the largest contributor to total VaR, overtaking credit risk VaR for the first time.
Barclays has identified £79bn of legacy RWA within the investment bank and aims to reduce this to
£36bn by 2015. The largest remaining component is a £19bn portfolio of interest rate derivatives.
Within European retail, there is £9bn of legacy RWA, of which half is in Italy and a third in Spain.
Awaiting the PRA's leverage ratio decision
On Friday, we should get the final calibration of the UK leverage ratio by the PRA. Expectation is for a
5% target. Previously we had a minimum of 3%, to be met by June 14. The regulator may consider
excluding additional tier 1 (AT1) instruments from the calculation of the leverage ratio, or to cap the
amount of AT1 eligible for inclusion in the leverage ratio calculation. This would require a bank such
as Barclays to reduce its leverage exposure further than currently planned.
On the plus side, the bank's RWAs already reflect prudent valuation adjustments on its derivative
portfolio, which has not yet been the case for other EU banks and is likely to increase RWA at some
of its peers. Deutsche Bank is a case in point here, which as of the end of September has yet to take
this €2.5bn-€3bn hit.
As of June 2014, Barclays had an estimated PRA leverage ratio of 3.4%. The target is for a ratio
above 4% by 2016.

In terms of supply of debt from Barclays, we should have more clarity after Friday, as well as the G20
summit in Australia on 15 November.
ECB stress tests
At 7.1%, Barclays was well above the common equity tier 1 threshold under the EBA's adverse
scenario, giving it a 160bp capital buffer.
Probably a limited catalyst for most investors, except perhaps for the AT1 with a 7% trigger, with the
trigger being very close to the stress test outcome (10bps buffer). The main reason for the smaller
buffer is a £5.3bn loss on the trading book, which would seem a very remote risk compared to the
credit risk.
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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 £27.4 billion* assets under management. In Hermes Equity Ownership Services, we have the
industry’s leading engagement resource, advising on more than £108.6 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
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield, Multi Strategy
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European
•
Alternatives: Commodities, Hedge Fund Solutions, Infrastructure, Private Equity
*Please note the total AuM figure includes £3.6bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”), a joint
venture between Hermes Fund Managers (“HFM”) and GPE Partner Limited. HGPE is an independent entity and not part of the Hermes group.
£0.4bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 30 June 2014.

