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T2 Credit Spreads: There's More Room to Tighten

By Matthew Macreadie

Tier 2 credit spreads have tightened significantly in recent months, capturing the attention of
fixed income investors across Australia. Despite spreads hovering at historically low levels, a
combination of supportive market dynamics and regulatory shifts suggests there may be further
room for tightening.

Current Spread Analysis

Recent market data reveals that T2 spreads continue to compress, with major Australian bank T2
securities now quoted around 130-145 bps over swap for 5-year maturities. In comparison, senior
bank paper trades much tighter, typically in the 60-70 bps range, while AAA-rated RMBS
(Residential Mortgage-Backed Securities) are even tighter, often under 50 bps. The T2-to-senior
spread multiple remains elevated, suggesting that T2 still offers a meaningful pick-up over senior
debt, even though absolute levels are tight.

Looking back over the past decade, current T2 spreads are near the lower end of their range but
not at all-time tights. Previous cycles have shown that in periods of strong capital positions and
low default risk, T2 can trade as tight as 110-120 bps. Notably, earlier predictions of a bottom in
T2 spreads have been repeatedly challenged as technical and demand factors have driven
further compression. This historical context suggests that, while valuations are rich, there is
precedent for further tightening.

T2 Yield Comparison

With the RBA maintaining a cautious stance, term deposit rates have plateaued around 4% per
annum, while high-yield savings accounts offer little more. ASX200 dividend yields sit near 4-
4.5%, with franking credits providing an additional boost, but with greater volatility and less
capital stability. ASX-listed hybrid securities yield 5-6% but carry distinct equity-like risks. By
contrast, major bank T2 securities currently yield 5.4-5.7% (gross), offering an attractive risk-return
profile for income-oriented investors seeking a balance between yield and credit quality.

Capital and Regulatory Update

Australian banks remain exceptionally well-capitalised, with Common Equity Tier 1 (CET1) ratios
comfortably above APRA's “unquestionably strong” benchmarks. The ongoing wind-down of
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Additional Tier 1 (AT1) issuance, following recent APRA guidance, is set to reduce overall supply
of subordinated paper. Regulatory changes, including the move to higher risk weights for
mortgages and the implementation of Total Loss Absorbing Capacity (TLAC) requirements, have
shifted issuance patterns but ultimately reinforce the strength of bank capital positions. The net
effect is a moderation in new T2 supply, providing a tailwind for existing securities.

Technical Factors: Demand and Market Dynamics

Several technical factors underpin the tightening bias in T2 spreads. First, multiple Australian
banks have received ratings upgrades or outlook improvements, reducing perceived credit risk.
Second, with limited new issuance and a steady roll-off of existing securities, investor demand
has outstripped supply. This imbalance has been further amplified by global investors seeking
exposure to high-quality Australian bank credit, attracted by both the yield premium and the
robust regulatory environment. These dynamics create a powerful technical bid supporting
further spread compression.

Our Outlook

Although T2 credit spreads are tight, the confluence of strong bank capital, supportive regulatory
settings, and favourable technicals suggests that further tightening is possible. Investors may
consider adding exposure to major bank T2 securities, particularly on any market weakness or
primary issuance that offers a new issue premium. Key risks include a sudden deterioration in
global credit sentiment, unexpected regulatory changes, or a material increase in bank funding
needs. Nonetheless, the balance of factors favours a constructive outlook for T2, with potential for
spreads to move closer to historical tights.

Final Thoughts

Tier 2 credit spreads remain tight but could tighten further, driven by strong capital positions,
limited supply, and robust investor demand. Compared to other income-generating assets, T2
offers a compelling yield with high credit quality. While risks remain, the current environment
supports a positive trade idea for investors seeking incremental yield in a stable credit market. As
always, careful security selection and active monitoring are essential to manage risks and capture
opportunities in this evolving landscape.

© 2025 1AM Group | Income Asset Management Group Limited ACN 010 653 862 (ASX: IAM) and wholly owned subsidiaries, IAM
Capital Markets Ltd ACN 111 273 048 AFSL 283119, Trustees Australia Limited ACN 010 579 058 AFSL 260038

incomeam.com | 1300 784 132



THOUGHT PIECE | A M

INCOME ASSET
MANAGEMENT

Disclosure

IAM Capital Markets Limited (AFSL 283119) ('|AM Capital Markets') is a financial service business and provides general financial product advice
only. As a result, this document, the Content and the Reports are not intended to provide financial product advice and must not be relied upon
or construed as such. IAM Capital Markets does not express any opinion on the future or expected value of any financial product and does not
explicitly or implicitly recommend or suggest an investment strategy of any kind. The Content and the Reports provided in this document have
been prepared based on available data to which IAM Capital Markets have access. Neither the accuracy of that data nor the research
methodology used to produce the Content and Reports can be or is guaranteed or warranted. Some of the research used to create the
Content and the Reports is based on past performance. Past performance is not an indicator of future performance. Any forecasts are
predictive in character and based on specified assumptions generally available at the time and no reliance should be placed on the accuracy
of any forecast information. The actual results may differ substantially from the forecasts and are subject to change without further notice. The
data generated by the research in the Content or the Reports is based on research methodology that has limitations; and some of the
information in the Content or the Reports is based on information from third parties. IAM Capital Markets does not guarantee the currency of
the Content or the Reports. If you would like to assess the currency, you should compare the Content or the Reports with more recent
characteristics and performance of the assets mentioned within it.

You acknowledge that investment can give rise to substantial risk and a product mentioned in the Content or the Reports may not be suitable
to you. The Content and Reports have been provided or made available by IAM Capital Markets without taking account of your objectives,
financial situation, and needs. IAM Capital Markets strongly recommends that you seek independent accounting, financial, taxation, and legal
advice, tailored to your specific objectives, financial situation or needs, prior to making any investment decision. Neither IAM Capital Markets,
nor any of its directors, authorised representatives, employees, or agents, makes any representation or warranty as to the reliability, accuracy,
or completeness, of the Content and Reports. Nor does IAM Capital Markets accept any liability or responsibility arising in any way (including
negligence) for errors in, or omissions from the Content and Reports. IAM Capital Markets, its staff and related parties earn fees and revenue
from dealing in the securities as principal or otherwise and may have an interest in any securities mentioned in this document. Any reference
to credit ratings of companies, entities or financial products must only be relied upon by a ‘wholesale client’ as that term is defined in section
761G of the Corporations Act 2001 (Cth). IAM Capital Markets does not provide tax advice and is not a registered tax agent or tax (financial)
advisor, nor are any of IAM Capital Markets' staff or authorised representatives. IAM Capital Markets does not make a market in the securities
or products that may be referred to in this document.

An investment in notes, corporate bonds, syndicated loans, or any debt instrument should not be compared to a bank deposit. Notes,
corporate bonds, syndicated loans, or any debt instrument have a greater risk of loss of some or all an investor’s capital when compared to
bank deposits. IAM Capital Markets is not licensed to provide foreign exchange hedging or deal in foreign exchange contracts services. IAM
Capital Markets may quote to you an estimated yield when you purchase a bond. This yield may be calculated by IAM Capital Markets on
either A) a yield to maturity date basis; or B) a yield to early redemption date basis. Some bond issuances include multiple early redemption
dates and prices, therefore the realised yield earned by you on the bond may differ from the yield estimated or quoted by IAM Capital Markets
at the time of your purchase.

To the extent IAM Capital Markets has utilised research from BondAdvisor, the following Disclaimer applies. BondAdviser has acted on
information provided to it and our research is subject to change based on legal offering documents. This research is for informational
purposes only. We note that this security offering is only being made to investors who are not retail clients under the Corporations Act nor
located outside Australia This information discusses general market activity, industry or sector trends, or other broad-based economic, market
or political conditions and should not be construed as research or investment advice. The Content of this Report is not intended to provide
financial product advice and must not be relied upon as such. The Content and the Reports are not and shall not be construed as financial
product advice. The statements and/or recommendations on this web application, the Content and/or the Reports are our opinions only. We
do not express any opinion on the future or expected value of any Security and do not explicitly or implicitly recommend or suggest an
investment strategy of any kind. The Content and Reports provided have been prepared based on available data to which we have access.
Neither the accuracy of that data nor the methodology used to produce the Report can be guaranteed or warranted. Some of the research
used to create the Content is based on past performance. Past performance is not an indicator of future performance. We have taken all
reasonable steps to ensure that any opinion or recommendation is based on reasonable grounds. The data generated by the research is
based on methodology that has limitations; and some of the information in the Reports is based on information from third parties. We do not
guarantee the currency of the Report. If you would like to assess the currency, you should compare the Reports with more recent
characteristics and performance of the assets mentioned within it. You acknowledge that investment can give rise to substantial risk and a
product mentioned in the Reports may not be suitable to you. You should obtain independent advice specific to your particular circumstances,
make your own enquiries and satisfy yourself before you make any investment decisions or use the Report for any purpose. This Report
provides general information only. There has been no regard whatsoever to your own personal or business needs, your individual
circumstances, your own financial position or investment objectives in preparing the information. We do not accept responsibility for any loss
or damage, however caused (including through negligence), which you may directly or indirectly suffer in connection with your use of this
Report, nor do we accept any responsibility for any such loss arising out of your use of, or reliance on, information contained on or accessed
through this Report.
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Markets Ltd ABN 86 111 273 048 AFSL 283119, IAM Cash Markets Pty Ltd ACN 164 806 357 as corporate authorised representative (no.
001295506) of AFSL 283119, Trustees Australia Limited ABN 63 010 579 058 AFSL 260038 and IAM Funds ABN 54 643 600 088, together the
IAM Group.

The information in this website is for general information purposes only and does not purport to contain all matters relevant to any particular
or financial instrument. It is not intended to be a recommendation, offer or invitation to purchase, sell or otherwise deal in securities or other
investments. Before making any decision in respect to a financial product, you should read the relevant Financial Services Guide and Product
Disclosure Statement available from IAM Group https://www.incomeam.com and seek independent and specific advice from an appropriately
qualified professional. IAM Group shall not be liable for any errors, omissions, defects or misrepresentations in the information or for any loss
or damage (whether direct or indirect) suffered by persons who use or rely on the information contained here.
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