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 Iso-mts Q3 2026 Letter:   
 

Markets rarely stand still - they move from one 
obsession to the next. Before AI, the obsession was 
crypto. When we were preparing to launch ~4 years 
ago, many calls ended with something like this: 

“Thanks for the update, but what are you doing with 
crypto…”  

In late 2021, Iso was preparing to launch, and we were lucky enough to meet several potential day-1 investors.  

Most hadn’t thought about investing in long-short bank credit, and they often would try to weave in a discussion 

about crypto – they viewed banks as exposed to the imminent threat of de-dollarization and disintermediation. 

There was talk of Bitcoin ETFs, Elon Musk was accepting Bitcoin as payment for his cars, and premier sports 

athletes wanted to be paid in crypto. At the height of crypto mania, some proponents argued that crypto would 

eventually challenge (or even replace) the US dollar and banks would become dramatically less important. Fast 

forward to today, banks are thriving and Iso doesn’t get any questions about crypto. The crypto chase has been 

replaced by AI and AI-related assets. And this chase is much more dangerous. Banks live at the center of it, but 

investors don’t seem to be concerned. I am concerned. 

   
How did we get here? Unfortunately it has been a sequence of mistakes. In our opinion, this is largely due to a “recency 
bias” created by 15 years of near zero rates and nearly zero inflation which ended with a rate hiking cycle in 2022. 
Everyone then spent time mistakenly worrying that high policy rates would lead to a recession. While there may have 
been some reasonable rationale to cut rates as part of policy risk management, we did not see it or believe it (and we 
wrote about that - which you can find on our website). Unfortunately for all of us, this exacerbated the impact of the 
following sequence of events:  
(1) the arrival of AI – necessary for the chase – you’ve got to have a revolutionary economic event for a potential bubble 
this size, and AI gave it to us, (2) the confusion about where the neutral rate was in 2023-2025 led to what we believe 
were policy mistakes by the Fed, (3) multiple supply shocks from the Iran war, trade war, and AI infrastructure rush, 
moving the neutral rate up as the Fed was cutting, (4) tax cuts from OBBB, and finally (5) a generational ramp up in 
global defense spending.   
 
So what now?  We believe we are left with two likely scenarios A) the Fed doesn’t hike, inflation expectations soar and 
our government debt becomes unsustainable due to interest expense, or B) the Fed raises rates and pricks the bubble 
and we get a massive de-rating in asset prices.  In a way, it’s been finally made easy…we believe there is only one 
outcome you need to position for - lower prices, wider spreads, and potentially lots of damage done.  

 
We focus on banks – they live at the center of all of this…they lend to AI builders, 
finance market speculation, etc, etc…in effect ballooning their balance sheets at 
a time of enormous market/economic excess.  If their credit risk were priced 
appropriately, we would have more winners and losers to pick from (securities 
more than banks) – but almost nothing is priced appropriately. 
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Our views for Q3 –  
Bank fundamentals – leverage on bank balance sheets is increasing significantly. Return on Equity is 

growing quickly and reaching the highest levels since 2007. Bank loan growth is accelerating at the fastest pace in years 
and banks are running large securities portfolios following easing regulatory rules. Basel III endgame has been watered 
down and global regulators are all looking for ways to allow banks to help fund politicians’ deficit spending.  This has led 
to easing of balance sheet leverage restrictions.  At the beginning of this year, the amount of capital banks were 
required to hold against their assets was reduced by ~25% (eSLR) or approximately $200bn in aggregate.  Yes – that is 
what’s going on.  The Fed, ECB, BoE and BOJ are all trying to feed the same monster. They would like to move the 
securities they accumulated over 15 years off their balance sheet and onto the banks’ balance sheets and are willing to 
adjust regulation to accommodate this. However, when banks reduce capital and ramp balance sheet exposure, at the 
all-time most expensive price of credit, it probably precedes pain.  So far during this earnings period every large cap 
bank we cover has beaten expectations on EPS and revenues by roughly 15%, and pre-provisions net revenue due to 
fees and NII.  The fees reflect the capital markets bubble and net interest income reflects the explosion in loan growth 
and securities purchases.  Here are some charts to illustrate what we are looking at… 

 
   Average ROE for US GSIBs and large US reg banks                       Large Cap Banks – Trading Assets ($tr)

     
Barclays research, July 2026      Barclays research, July 2026 

 
Large Banks – Asset and Deposit Growth, Indexed  US Bank Q/Q change in Securities Holdings 

           
Barclays research, July 2026     Barclays research, April 2026 
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        US Bank Loan Growth rolling Y/Y   UK bank Gilt holdings increasing 

      
      Barclays research, July 2026          Barclays research, June 2026 

 
Big 6 US Banks Share Buybacks and Common Equity Tier 1 

 
                                               Barclays research, July 2026 

 

Where does this leave us today….? 
 

The explosive growth in bank balance sheets driven by deregulation is feeding a massive funding wave from the 

banks.  Gross investment grade bank USD debt issuance reached a record in H1, up 15% to $178bn.(1)  This is 

driven by the adjustment to the supplementary leverage ratio mentioned earlier.  Banks are issuing debt, and 

then buying bonds and lending, at historically tight spreads.  Perhaps more notably, net IG bank supply has also 

reached a record of $80bn in H1, up 100% from the $40bn issued in H1 2025.(1)  In summary, banks are now 

using their ability to fund at or near the all-time tightest levels to add significantly to their debt load, 

supporting a ramp up in lending, trading assets, share-buybacks and reduced capital ratios. 

 

This supply creates abundant opportunities for long-short positioning in the future, but currently both outright 

and relative value remain very poor as dispersion across credit quality and capital structure is historically low. 

Nonetheless recent supply-driven widening in certain credits and parts of the curve have provided an 

opportunity to monetize some shorts. We believe core shorts should continue to be focused on securities with 

strong liquidity but poor valuation, or securities benefiting from significant negative convexity,  

(1) Source: Issuance data from Barclays research, July 2026. 
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especially in AT1. We have highlighted in recent letters and commentary how compressed AT1 subordination 

spreads have become and that extension risk is disregarded. We like using current prices to highlight the 

convexity relative value currently available in perpetual Tier 1. For most of these callable securities, spread to call 

and spread to worst are currently the same data point. For many securities issued prior to the past couple of 

years that is ok, because the underlying reset structure offers enough value to perpetuity that it reduces 

extension risk and limits downside price risk. But, for more recently issued securities, underlying reset spreads 

do not offer enough protection - any move wider in spreads is not protected by the reset spread. In simpler 

terms, we estimate that if generic Yankee bank issued AT1 securities widen to a +325bp spread to worst (roughly 

50bp higher than the average new issue spread this year) the dollar price on securities issued since 2024 would 

move ~7pts lower, while securities issued prior to that time would only move 3.25pts lower. Similarly, for US 

Bank issued AT1 securities, if spreads were to move wider to a generic spread of +287.5 (roughly 50bp higher 

than the average new issue spread this year) the $price of securities issued since 2024 would drop roughly 

7.2pts, whereas older vintage securities would only drop 1.9pts.  

 

Why we prefer longs to be older vintage and shorts to be more recently issued… 

 

Poor convexity and poor relative value in recent AT1 issues relative to older vintages 

 Seasoned Issuance 
Issued prior to 2024 

Recently Issued 
Issued 2024-on 

Generic Yankee Bank AT1  
+50bp widening  

- 3.25 pts - 6.9pts 

Generic US-based Bank AT1  
+50bp widening  

- 1.9 pts - 7.2 pts 

         Source: Bloomberg, ISO-mts, July 2026. 

 

Here is how horrible the convexity truly is - if AT1 spreads for Yankee Banks and US Banks tighten 100 bps on a 

spread-to-worst basis (to roughly +175bp spread for Yankee Banks and +137.5bp for US Banks), we calculate just 

1.7pts of price appreciation for the Yankee banks, and 0.9pts for the US Banks respectively.  These, of course, are 

just generic data points, and security selection remains crucial, but it is a good reflection of where we think 

opportunities exist within the current environment and how we are positioned in this part of the capital 

structure. 

 

100bp of tightening barely moves prices irrespective of issuance vintage 

Generic Yankee Bank AT1  
-100bp tightening  

+1.7 pts 

Generic US-based Bank AT1  
-100bp tightening 

+0.9 pts 

Source: Bloomberg, ISO-mts, July 2026. 
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   More recently issued securities are at risk of a significantly greater price decline if spreads widen 

          Yankee Banks       US Banks 

             
               

Source: Bloomberg, ISO-mts, July 2026.                Source: Bloomberg, ISO-mts, July 2026. 
 

                         Older vintage securities with higher reset spreads offer better downside protection  

        Yankee Banks           US Banks  

                           
Source: Bloomberg, ISO-mts, July 2026.                 Source: Bloomberg, ISO-mts, July 2026. 

 

We respect the fact that extreme market pricing has sustained itself for a long time and could continue. There 

is a select group of credits and securities that we believe offer moderately attractive long opportunities, while 

also maintaining strong liquidity.  As a result, it is possible to maintain a short cs01 position with roughly flat 

carry. Opportunities for relative value do still exist, and while they are currently few and far between given the 

compression across credits and capital structure, it is key to remain laser focused on monitoring and reassessing 

these opportunities. We believe that net short positioning continues to be the best opportunity overall.  

Compression across credit – Spread vs. Rating of 10yr Senior Debt for US banks 

2022 2026 

  
Source: Bloomberg, ISO-mts, July 2026.               Source: Bloomberg, ISO-mts, July 2026. 
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Banks are one of the many IG sub-sectors at the tights since 2010 

- Only 6 of the 55 IG sectors/sub-sectors below are not at the tights 

 

 

Goldman Sachs Research, July 2026 
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Important Disclosure: 

THIS DOCUMENT PROVIDES GENERAL COMMENTARY WITH RESPECT TO MARKET, INDUSTRY OR SECTOR TRENDS, AND/OR OTHER 

ECONOMIC OR MARKET CONDITIONS. FURTHER, THIS DOCUMENT IS NOT AN OFFER TO SELL OR THE SOLICITATION OF AN OFFER TO 

BUY INTERESTS IN A FUND MANAGED BY ISO-MTS CAPITAL MANAGEMENT (THE “INVESTMENT MANAGER,” “WE,” “OUR,” or “US,” AND 

ANY SUCH FUND, THE “FUND”).  

This document is intended for information purposes only and is not meant as a general guide to investing, or as a source of any specific 

investment recommendation, and makes no implied or express recommendations concerning the matter in which any accounts should 

or would be handled. Past performance does not predict future performance returns. 

The expressed views reflect our current views as of the date hereof, and neither we nor the author(s) of this communication undertake 

any responsibility to advise you of any changes in the views expressed herein. Certain information contained herein constitutes “forward-

looking statements,” which can be identified by the use of forward-looking terminology such as “may,” “will,” “should,” “expect,” 

“anticipate,” “project,” “estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other variations thereon or comparable 

terminology.  Statement of “opinion” merely represent our state of mind and should not be construed as a material statement of fact. Any 

use of adjectives or superlatives included herein are our good faith opinions including but not limited to the use of language such as 

“exhaustive,” “superior,” or “enhanced,” and should not be construed as material statements of fact. Further, others may not agree with 

our opinions.  

Investment strategies mentioned in this commentary may be unsuitable for investors depending on their specific investment objectives 

and financial position. The information herein is current as of the date of publication and is subject to change or amendment, without 

notice or update to you. Certain information contained herein has been supplied to the Investment Manager by outside sources. While 

the Investment Manager believes such sources are reliable, it cannot guarantee the accuracy or completeness of any such information 

and the Investment Manager has no obligation to update you. No representation or warranty, either express or implied, is provided in 

relation to the accuracy or completeness of the information contained herein. 

 

 


