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Hermes: US banking giants becoming more credit-friendly
By Filippo Alloatti, Senior Credit Analyst
Positive signs for JP Morgan bondholders
There are unlikely to be any surprises in JP Morgan’s fourth quarter results, after the group’s
largely pre-announced its numbers at December’s Goldman Sachs conference.
We are set to see more of the same: lower core expenses, as well as challenging trading and
investment banking revenues. More preferred share issuance is also likely, after JP Morgan
issued $9bn in 2014. With net interest income broadly flat year-on-year, at circa $43bn,
revenues will be down from $99.7bn as a result of lower fee income.
Once again, JP Morgan organic capital generation was strong in 2014 and higher equity
retention is positive for bonds.
Large capital shortfall is manageable
In December, the Fed released a proposal to further strengthen the capital position of the
largest globally systemically important banks (GSIB), which is fully effective in 2019.
Estimated surcharges for GSIBs currently range from 1% to 4.5% of a firm's total riskweighted assets. JP Morgan constitutes the majority of the shortfall, at circa $22bn, following
an increase in its buffer to 4.5%. This is potentially positive for JP Morgan bondholders.
While the Fed's proposal appears onerous, it may result in more equity capital beneath
bondholders and a lower amount of short-term wholesale funding, both positive for credit in
the medium term. In addition, JP Morgan still needs about $5bn of non-common equity to hit
150bps of risk weighted assets, by our calculations. JP Morgan had common equity of
$200bn as of the end of 2013.
Opportunity for attractive carry
We are still bullish on the subordinated part of JP Morgan’s capital structure, where we can
get a yield of 3.7% for 10-year paper.
Overall, we still prefer the large money centre banks – instead of US regional banks – given
the strong, credit-friendly changes to have occurred over the past few years. In addition, the
US recovery is picking up speed and we finally saw signs of loan growth in 2014.
Near-term headwinds could be larger-than-expected new supply and conduct costs. This was
$30bn in 2014, or 7.5% of the combined revenues of the top six banks.
We see this as a carry opportunity, rather than a meaningful prospect of capital appreciation.
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Notes to Editors:
Hermes Investment Management
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
We manage assets on behalf of more than 200 clients* across equities, fixed income, alternatives and
real estate, with £27.9 billion* assets under management. In Hermes Equity Ownership Services, we
have the industry’s leading engagement resource, advising on more than £120.3 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.
Our 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 £3.6bn 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
September 2014.

