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In our previous article “Term deposits… not the only story in town”, we highlighted the 
importance of considering various parts of the capital structure to take advantage of any 
pricing anomalies to gain a more attractive rate of return. In this article, we explore a 
different aspect in selecting the right investment by looking more closely at the structure of 
recent hybrid issuances and the risks associated with these to avoid being caught out. 
 
 
We are in the midst of a mini resurgence in the Australian listed debt and hybrid market.  Since 
October last year 9 issuers have come to market across the industrial and financial sector including 
Woolworths, Origin Energy, TabCorp, ANZ, AGL and Colonial.  With close to A$7bn of issuance it 
highlights that the listed debt market is still a genuine funding avenue for companies and can 
provide access to alternate funding sources with a variety of security structures to meet specific 
balance sheet needs. 
 
The spectacular level of interest from the retail sector in these new offerings also highlights the 
ongoing search for yield. With term deposit rates under pressure and with lingering concerns over 
equities, investors have warmed to the recent issuances, many of which have coupon rates that on 
the face of it look appealing.    
 
The devil is in the detail 
 
However the recent issuance serves as a reminder of the importance of understanding not only the 
fundamentals of each company, but also the structural complexity of each issue. As the terms and 
conditions of each security can be tailored each deal is different and hence requires close scrutiny. 
The issuer’s credit quality as well as the structure will both have a significant bearing on the 
outcomes. 
 
By way of example three recent structures are summarised below: 
   
Issuer Woolworths Origin Energy Westpac CPS 

Structure 

• 25 years legal maturity 
• Call date at year 5 
• 100bps step up at year 5 

• 60 year legal maturity 
• Call dates at year 7 and 12 
• 25 bps step up at year 10 

 

• Perpetual subject to 
conversion into ordinary 
shares (expected) or cash 

• No step up 

Margin 3.25% over BBSW 4.00% over BBSW 3.20 to 3.5% fully franked 
over BBSW 

Key 
Risks 

• Default 
• Credit deterioration 
• Subordination 
• Extension  

• Default 
• Credit deterioration 
• Deep subordination 
• Extension 

• Default 
• Credit deterioration 
• Deep Subordination 
• Conversion to equity 
• Perpetual  

 
Source: Schroders 
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Take the latest Woolworths hybrid as an example.  At year five the coupon steps up and the 
company has the option to call the security. Whilst this may currently be likely (Woolworths did call 
the previous deal at the first call date) the legal maturity term is 25 years and hence with the 
extension risk investors need to be prepared to lend their money for 25 years. That said, the 
security characteristics look more like debt than equity.  
 
Contrast this to the most recent Origin hybrid with a 60 year legal maturity, call dates at year 7 and 
12 and a small coupon step up at year 10. This has a significantly longer legal maturity with much 
higher extension risk, making it more equity-like in our view. Whilst it may be the issuer’s plan to 
call at the first call date, they are not required to do so.  As such the buyer has effectively granted 
the company an option to roll the debt repayment out 60 years which looks more like an equity 
instrument. What is clear is that there is increased complexity and hence increased risk.  
 
For the banks and financial issuers the new regulatory rules have also had a significant impact on 
structures. The Basel III rules will require Tier 1 Debt (which broadly includes hybrids) to be more 
“loss absorbing” in the case of “non-viability” of the bank. As a result, some new issuances, such 
as the Westpac Convertible Preference Shares, look more like equity particularly given the equity 
conversion and loss absorption features embedded in the structure. We do not favour these 
changes from a debt perspective, as the normal downside risk to hybrid holders in our view is 
significantly higher. Compared to many of the previous tier 1 deal issues by Australian banks the 
hybrid holders are bearing a higher proportion of the downside risk and hence need to be 
appropriately compensated for it.   
 
Remember it’s all about your objectives 
 
The analysis presented above does not lead to the conclusion that these securities are not an 
appropriate investment for all investors. Instead it is designed to point out that more complexity and 
more equity like features increase risk and requires a higher risk premium. Furthermore given 
these are clearly not cash proxies, where you fund the allocation from is also important.  
 
For example in case of the Woolworths hybrid we would view this as consistent with a fixed income 
type allocation given we view it as more debt like. In the case of the Westpac CPS its equity like 
features would see this as more consistent with a growth allocation. In any case being selective 
and actively managing exposures is key. 
 
Summary 
 
The recent surge of hybrid issuance has improved the breadth, depth and diversity of the domestic 
credit market. Against the backdrop of continuing volatility and uncertainty in global markets, 
demand for structures that print seemingly high coupons is unlikely to decline.  
 
Whilst we encourage such a revival of the domestic hybrid market we advocate a simple rule of 
investing: understand what you are buying.  Investors need to fully understand the terms and 
conditions as well as appropriate valuations to avoid being caught out. We would argue that there 
is a need to conduct detailed research and compare the value of securities across the breadth of 
opportunities in the market.   
 
It is equally important to evaluate these investments critically in the context of your objective. In the 
case of a well-diversified credit portfolio such as the Schroder Credit Securities Fund, hybrids can 
enhance yield to assist meeting its objective of consistent income which currently represents 
attractive opportunities relative to other income producing investments such as term deposits.   
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Important information 
This document has been prepared by Schroder Investment Management Australia Limited (ABN 22 000 443 274, AFSL 
226473) (Schroders) and is intended only for professional investors. Investment in Schroder Funds may be made on an 
application form in the Product Disclosure Statement (PDS) dated 1 February 2011 which is available from Schroders. 
This document does not contain and should not be taken as containing any financial product advice or financial product 
recommendations.  

Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is contained in 
this document. Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, 
consultants or any company in the Schroders Group do not accept any liability (whether arising in contract, in tort or 
negligence or otherwise) for any error or omission in this document or for any resulting loss or damage (whether direct, 
indirect, consequential or otherwise) suffered by the recipient of this document or any other person. Returns shown are 
before tax and fees and all income is reinvested.  

You should note that past performance is not a reliable indicator of future performance. Opinions constitute our 
judgement at the time of issue and are subject to change. For security reasons telephone calls may be taped.  
Investment guidelines represented are internal only and are subject to change without notice.   
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