
• While prices of securities were under pressure in 2018, we believe they 
should recover as the market stabilises.

• Recent stress tests conducted on European and UK banks confirm the 
sector is resilient and banks are well capitalised.

• We continue to invest in the bonds of high quality companies, capturing 
predictable income.

• Income will remain a strong driver of performance going forward; we 
should also benefit from capital gains.

2018: What worked for us:

Credit quality: all issuers performed according to expectations, with the average 
issuers’ rating at BBB.

Income: all expected income was captured and is compounding.

Low sensitivity to rates: despite normalisation / volatility on rates, negative 
performance was driven by spread widening rather than rates.

Well-capitalised banks: recent stress tests conducted on European and UK banks 
confirmed the sector is resilient and banks are well capitalised. 

2018: What did not work:

Performance: despite their strong fundamentals, the price of securities held in the 
funds was under pressure, irrespective of the high and predictable income that they 
have generated. We have always said that the only factor we cannot control over a 
short-term investment horizon is the price of securities held. However, as we invest 
in bonds of high quality companies, we know that the price of these bonds should 
recover once the market stabilises. 
 
Benefits of diversification: portfolio diversification impacted negatively in 2018 as 
the subordinated debt of insurance companies underperformed the supposedly 
weaker credits of Additional Tier 1 (AT1) contingent convertible bonds (CoCos) of 
banks. Legacy securities of both banks and insurance companies also came under 
pressure, especially those which were owned to mitigate interest rate risk. Even 
corporate hybrids and senior unsecured debt from corporates performed in line 
with, or in some cases worse than, subordinated debt of financials. 
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2019 Outlook

We believe current valuations are attractive on both an absolute and relative basis. The level of spread that the portfolio 
is capturing does not, in our view, reflect the strong fundamentals of the bonds held. As the market normalises, we 
do expect a sharp price recovery over the next six to 12 months, which should be complementary to the income 
generated. 

While we hear many differing forecasts and confusing macro cross currents, for our part we will continue to focus on 
the simplicity of investing in a highly selective but diversified portfolio of strong individual credits, many of whom are 
national champions paying higher yields than in 2018, and on collecting coupon income. 

With credit quality remaining strong and the effect in bonds – which is not there for equities – of pull to par, we believe 
prices should recover once the dust settles. Fundamentally, a secular theme of further balance sheet strengthening as 
well as deleveraging from the financial sector is supportive for subordinated debt holders. We believe income will be a 
strong driver of performance going forward; we should also benefit, at some stage, from capital gains.

2018 was frustrating from a price volatility standpoint. However, given the strong fundamentals of the underlying credits 
owned and the elevated coupon income flowing into the strategy, we believe the portfolio is well positioned for the next 
six to 12 months.  

A more detailed look at some of the points mentioned follows below.

Valuation and subordinated debt spreads
 
Chart 1 shows spread moves in the subordinated debts of banks / insurers on the following three indices:
 
AT1s CoCos – Barclays Bloomberg European Banks CoCo Index (Global) OAS
Banks Lower Tier 2 – Barclays Bloomberg Capital Securities Banking LT2 Index (Global) OAS
For Insurance Lower Tier 2 – Barclays Bloomberg Capital Securities Insurance LT2 Index (Global) OAS
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Chart 1: Banks & Insurance Subordinated Debt Spreads

Source: Barclays Bloomberg Indices based on weekly data from 30 May 2014 to 30 November 2018 (no prior data on AT1 index). The 

y-axis corresponds to the close price in EUR. Past performance is not an indicator of future performance and current or future trends.

For illustrative purposes only.



Spread widening has occurred even as, from the beginning of 2016 to Q2 2018, the average Common Equity Tier 
1 (CET1) ratio increased by 140 bps to 14.3%, which made the financial institutions safer in our view and hence we 
anticipate further spread tightening.  
 
Furthermore, we also feel the coupon risk on AT1 CoCos has significantly decreased as the European Central Bank 
(ECB) split its Pillar 2 requirements into a hard requirement (which counts for maximum distributable amount (MDA) 
purposes) and guidance – hence increasing the buffer to regulatory requirements.

Legacy Tier 1 and Tier 2 paper
 
The strategy invests in legacy bank capital securities, the rationale being that these securities will be phased out as 
banks’ regulatory capital and we have seen a number of securities being redeemed in recent years, which can be done 
via calls, tenders or exchanges. We expect the bulk of capital securities to be withdrawn in some way through to the 
end of 2021 (the end of the grandfathering period).
 
As an example, Santander UK1 called one of its legacy T1 instruments in October 2018, as the securities had become 
ineligible as capital. The call mechanism was generous for investors as Santander UK could only call the bonds 
at a specific price (corresponding to a spread of 150 bps over UK treasuries) and resulted in circa 20% upside for 
bondholders compared to the market price. This highlights banks’ efforts to clean up their capital structures as 
securities lose their capital value and regulatory pressure to take out legacy bonds. 
 
Overall, we expect banks to continue cleaning up their capital structure; we believe the process will accelerate as 
we move towards the end of 2021. We will continue focusing on those securities likely to be withdrawn amid positive 
outcome for investors.
 
Call or non-call of AT1 CoCos
 
The call or non-call of AT1 CoCos is largely an economic decision for a borrower. During 2018, spreads widened 
significantly, with the EUR CoCo index more than 200 bps wider. The financials subordinated debt market has been 
hit by both the negative price movements (from spread widening) and a subsequent repricing to perpetuity from 
increased extension risk (the risk of bonds not being called at the next call date by the issuer, meaning the bond price 
is likely to decrease as investors require a higher yield or spread to compensate for the potentially longer holding 
period).
 
As the bonds reprice from call to maturity, the impact of a move in spreads wider to perpetuity has had a greater 
impact on prices compared to moves in spread to call. 
 
For example, on the euro denominated HSBC 5.25% AT1 CoCos (perpetual callable in 2022) the spread to call has 
widened significantly since December 2017; hence the move in spreads to call has been much larger compared to a 
smaller move in spread to perpetuity. The fact the spread to maturity is currently significantly smaller than the spread 
to call demonstrates that the bond is now priced to maturity. 
 
In essence, we have seen a large number of AT1s already repriced to “price to perpetual”; we believe the impact of a 
non-call should be limited as the market is already pricing a number of bonds not to be called. Moreover, since some 
of the bonds are callable quarterly, we expect they will be called if spreads tighten even if those bonds are not called 
on the first call date. Finally, if spreads were to tighten, the bonds would likely start repricing towards “price to call”, 
hence the risk is skewed to the upside in our view.
 
It is worth noting that despite the move in 2018, we assess the bonds held in our portfolio on a yield to worst basis 
(lower of yield to call (YTC) and yield to maturity (YTM)) rather than an assumption of whether the bonds will be called 
or not.  We still find compelling valuations in the bonds we hold both on both a YTC and YTM basis.

Past performance is not an indicator of future performance and current or future trends. The performance is net of 
commissions, fees and other charges. The mentioned financial instruments are provided for illustrative purposes only 
and shall not be considered as a direct offering, investment recommendation or investment advice. Allocations and 
holdings are subject to change.

1The company listed was selected by the portfolio managers to assist the reader in better understanding the themes 
presented.  The company included is not necessarily held by any portfolio or represent any recommendations by the 
portfolio managers.



For more information, please visit www.gam.com

Credit Risk / Debt Securities: Bonds may be subject to significant fluctuations in value. Bonds are subject to credit risk and 
interest rate risk.

Credit Risk / Non-Investment Grade: Non-investment grade securities, which will generally pay higher yields than more highly 
rated securities, will be subject to greater market and credit risk, affecting the performance of the Fund.

Interest Rate Risk: A rise or fall in interest rates causes fluctuations in the value of fixed income securities, which may result in a 
decline or an increase in the value of such investments.

Liquidity Risk: Some investments can be difficult to sell quickly which may affect the value of the Fund and, in extreme market 
conditions, its ability to meet redemption requests.

Concentration Risk: Concentration in a limited number of securities and industry sectors may result in more volatility than 
investing in broadly diversified funds.

Capital at risk: All financial investments involve an element of risk. Therefore, the value of the investment and the income from it 
will vary and the initial investment amount cannot be guaranteed. The fund is related to the following risks: Credit / Debt Securities, 
Credit / Non-Investment Grade, Interest Rate, Liquidity, Concentration. A detailed definition can be found below.

Important legal information

Some of the statements and data included in this document may have been sourced from internally calculated numbers, as 
opposed to official data. While the manager believes it to be accurate at the time of writing, GAM has not independently verified 
such information and no assurance can be given as to whether such information is accurate, true or complete and GAM makes no 
warranty, expressed or implied, regarding such information.

Source: GAM, unless otherwise stated. (Where applicable and, unless otherwise noted, performance is shown net of fees, on 
a NAV to NAV basis).GAM has not independently verified the information from other sources and no assurance can be given 
as to whether such information is accurate, true or complete and GAM makes no warranty, expressed or implied, regarding 
such information. Every effort has been made to ensure the accuracy of the information provided, but GAM cannot be held 
responsible for any errors or omissions.  While every effort has been made to ensure the accuracy of the financial information 
herein, you should note that some of the information may be based on unaudited or otherwise unverified information. This material 
is confidential and intended solely for the use of the person, persons or entities with nationality of or respectively with their 
residence, domicile or registered office in a State or Country in which such distribution, publication, making available or use is 
not contrary to laws or other regulations, and may not be reproduced, copied or given, in whole or in part, to any other person.  It 
is aimed at sophisticated, professional, eligible, institutional and/or qualified investors/ intermediaries appointed by GAM 
who have the knowledge and financial sophistication to understand and bear the risks associated with the investments 
described. Nothing contained herein constitutes investment, legal, tax or other advice, nor is it to be solely relied on in making an 
investment or other decision. This document qualifies as marketing material.

The views expressed herein are those of the manager at the time and are subject to change. The price of shares may go down 
as well as up and the price will depend on fluctuations in financial markets outside GAM’s control. As a result an investor 
may not get back the amount invested. Past performance is not indicative of future performance and reference to a 
security is not a recommendation to buy or sell that security. Holdings and allocations are subject to change. Prices quoted 
refer to accumulation shares, unless otherwise stated. Historic data may be subject to restatement from time to time. This is not 
an invitation to invest in any GAM product or strategy. Investments should only be made after a thorough reading of the current 
prospectus, offering memorandum, the Key Investor Information Document “KIID”, the articles of association and the current 
annual and semi-annual reports (the “legal documents”), as well as after consulting an independent finance and tax specialist. 
The legal documents can be obtained in hard copy and free of charge from the addresses indicated below. Some of the sub-
funds may not be registered for sale in all jurisdictions. Therefore, no active marketing must be carried out for them. Subscriptions 
will only be received and shares or units issued on the basis of the current fund prospectus. Shares of the fund have not been 
registered under the US Securities Act of 1933, as amended (the “Securities Act”) and the fund is not registered under the US 
Investment Company Act of 1940, as amended (the “Company Act”). Accordingly, unless an exemption is available, such shares 
may not be offered, sold or distributed in the United States or to US persons.  However, pursuant to an exemption from registration 
under the Securities Act and the Company Act, the shares may be sold or resold in the United States or to certain qualified US 
investors in transactions that do not constitute a public offering. In addition, certain GAM products are closed to all US investors. 
This material/presentation may mention sub-funds of GAM Star Fund p.l.c., registered office at George’s Court, 54-62 Townsend 
Street, Dublin 2, Ireland, an umbrella investment company with variable capital and segregated liability between the sub-funds, 
incorporated under the laws of Ireland and authorised by the Central Bank of Ireland (CBI) as a UCITS Fund in accordance with 
the Directive 2009/65/EC. Management Company is GAM Fund Management Limited, George’s Court, 54-62 Townsend Street, 
Dublin 2, Ireland.

SWITZERLAND: The legal documents in German can be obtained free of charge, from the Swiss Representative: GAM Capital 
Management (Switzerland) Ltd., Hardstrasse 201, CH - 8005 Zurich or on the internet at www.gam.com. Paying Agent is State 
Street Bank International GmbH, Munich, Zurich Branch, Beethovenstrasse 19, CH-8027 Zurich 

GERMANY: The legal documents in English and the KIID in German can be obtained free of charge, from the information agent 
GAM (Deutschland) GmbH, Taunusanlage 15, D-60325 Frankfurt am Main or on the internet at www.gam.com. Paying Agent is 
DekaBank Deutsche Girozentrale, Hahnstrasse 55, D-60528 Frankfurt am Main. 



AUSTRIA: The legal documents in English and the KIID in German can be obtained free of charge, from the Paying Agent in 
Austria, Erste Bank der oesterreichischen Sparkassen AG, Graben 21, A-1010 Vienna or on the internet at www.gam.com. 

DENMARK: This document is destined exclusively for professional or institutional investors in Denmark and shall not be passed 
on to third parties. Particularly, this document shall not be used as advertising material for distribution to retail investors or any 
other kind of public offering of the funds, their sub-funds or share categories. The English version of the prospectus, the articles 
of association and the most recent published annual- and semi-annual report, as well as the Danish version of the KIID, can be 
obtained free of charge on the internet at www.gam.com. 

FINLAND: The English version of the prospectus and the Finnish version of the KIID can be obtained, free of charge, on the 
internet at www.gam.com. IRELAND: The legal documents in English can be obtained free of charge from the Management 
Company GAM Fund Management Limited, George’s Court, 54-62 Townsend Street, Dublin 2 or on the internet at www.gam.com. 

LUXEMBOURG: The legal documents in English can be obtained free of charge, from the Paying Agent in Luxembourg J.P. 
Morgan Bank Luxembourg S.A., 6, route de Trèves, L 2633, Senningerberg or on the internet at www.gam.com. 

NETHERLANDS: The English version of the prospectus and the Dutch version of the KIID can be obtained free of charge on 
the internet at www.gam.com. NORWAY: The English version of the prospectus and the Norwegian version of the KIID can be 
obtained, free of charge, on the internet at www.gam.com. SPAIN: The legal documents in English and the KIID in Spanish can be 
obtained free of charge from the representative in Spain, ATL 12 Capital Inversiones A.V., S.A., Montalbán 9, 28014 Madrid or on 
the internet at www.gam.com. 

SWEDEN: The English version of the prospectus and the Swedish version of the KIID can be obtained free of charge from the 
Paying Agent MFEX Mutual Funds Exchange AB, Linnégatan 9-11, SE-114 47 Stockholm or on the internet at www.gam.com. 

UK: As far as UCITS described herein are recognised schemes under section 264 of the Financial Services and Markets Act 2000: 
Copies of the legal documents can be obtained in English, free of charge, from the Facilities Agent GAM Sterling Management 
Limited, 20 King Street, London SW1Y 6QY (authorised and regulated by the FCA) or on the internet at www.gam.com. 
Investments in the funds are not protected by the Financial Services Compensation Scheme. 

HONG KONG: In Hong Kong, this material is restricted to professional investors (as defined in the Securities and Futures 
Ordinance (Cap 571)) only. 

JAPAN: In Japan, the funds mentioned herein are not registered for public sale or private placement (except for some of the funds, 
if applicable) pursuant to the Law on Investment Trusts and Investment Companies and shall not be disclosed publicly pursuant 
to the Financial Instruments and Exchange Law (the “FIEL”). Therefore, none of the Shares of the funds mentioned herein may be 
solicited in Japan or to residents in Japan. This material is intended for circulation to professional, institutional and/or qualified 
investors only. Any person in receipt of this material is not allowed to distribute it to residents in Japan nor communicate to 
residents in Japan about the funds mentioned herein. 

SINGAPORE: In Singapore, shares of the fund may only be offered to institutional and accredited investors (as defined in the 
Securities and Futures Act (Cap.289)) (‘SFA’) and this material is limited to the investors in those categories. 

ASIA PACIFIC: In other countries in Asia Pacific, this material should only be distributed in accordance with the applicable laws in 
the relevant jurisdiction. 

Within the UK, this material has been issued and approved by GAM London Ltd, 20 King Street, London SW1Y 6QY, authorised 
and regulated by the Financial Conduct Authority. Please note that as of 11 February 2019, the registered address of GAM London 
is 8 Finsbury Circus, London EC2M 7GB.


