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Schroders 
Term deposits…not the only story in 
town. Getting the better deal from the 
banks. 
Peter Fullerton, Senior Credit Analyst 
 
 
Many commentators advocate shopping around the banks for a better mortgage interest 
rate. This same principle of shopping around also applies when investing funds in a bank 
by looking at the various parts of the capital structure to gain a more attractive rate of 
return.    There are a multitude of instruments issued by banks (and corporates) that sit 
between bank deposits and equities on the capital structure spectrum, offering a yield 
which can be higher than a term deposit but with potentially more capital stability when 
compared to the issued shares.  However, a large number of these opportunities are only 
available to institutional investors, including Schroders, and cannot be directly acquired by 
individual investors. In this article, we look at the benefits that selectively accessing these 
opportunities can provide to the Schroder Credit Securities Fund. 
 
The debt to equity trade off 
 
All components or instruments in the capital structure sit somewhere between pure debt and 
ordinary shares.  There are numerous differences between debt and equity but the 3 key 
differences can be summarised as follows; 
 

1. Pure debt instruments receive a regular coupon or interest payment at a rate agreed up 
front.  Equity holders can receive a dividend only after everyone else has been paid and in 
practice the dividend payment is often reduced or stopped when an issuer starts getting 
into operating difficulties. 

2. Pure debt instruments have a fixed maturity date whereas a share never matures.  This 
becomes an important factor when an issuer starts to struggle financially as they are 
required to repay debt investors in full at the agreed maturity date where as an equity 
holder would need to look to the share market to get their capital back (and take whatever 
was the prevailing market price at the time). 

3. And finally, pure debt instruments are closer to the front of the queue if the issuer was to 
be placed into administration. This means a debt investor is more likely to get their principal 
back before equity investors are entitled to any recovery amount. 

By agreeing to relax some of the features associated with pure debt and move down the capital 
structure towards equity, investors can gain a reasonable increase in yield.  
 
Banks have probably the most diverse capital structure around given they take deposits and also 
need to keep a swag of equity like instruments on issue to keep the regulators happy.  To highlight 
these additional parts of the capital structure I’ll use the Commonwealth Bank (CBA) as an 
example. 
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Various options for retail investors in the banks’ capital structure 
 
Banks provide a number of different investment options for the individual investor and each of 
these points entails the associated trade-off between risk and return.  Figure 1 outlines the 
investable points available to both retail and institutional investors within CBA’s capital structure, 
with equity at the bottom and deposits at the top. 

 
 
 
 
 
 
 
 
 
 
 

 
Figure 2 highlights the comparative yields available to retail and institutional investors for the 
various parts of the capital structure.  Yields increase as an instrument or security moves down the 
capital structure becoming more equity like. 
 
Investors can currently receive an additional yield of 0.5% by investing in the hybrids (Pearls III) 
rather than the CBA Retail Bond (CBAHA).  The trade-off is that the bank can stop paying the 
coupon on the hybrid and has various options at the reset date in 2016 which could include 
repaying holders the principal in cash, giving them an equivalent number of CBA shares or leaving 
the notes outstanding for another 30 years and pay holders an additional 1.00% on top of the 
current rate. If an investor is comfortable with these various alternatives then a higher yield is 
available. 
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Figure 2 - Retail Investor - CBA Capital 
Structure Yields at 29 Feb 2012

Source: CBA  website, Bloomberg, UBS Credit Delta 
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Figure 1 - CBA Capital Structure *

Source: CBA Annual Report 2011, Bloomberg, UBS Credit 
Delta  * Bar chart shows a stylised representation of CBA 
capital structure from an investors point of view using 
reported and market data. 
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Many more investment options for Institutional investors 
 
Schroders, as an institutional investor has significantly more options from which to invest in the 
banks’ capital structure.  This includes instruments issued into wholesale markets both 
domestically and offshore as well as different asset classes.  Classes such as covered bonds, 
mortgage backed securities (RMBS), government guaranteed bonds and tier securities are only 
available to the institutional investor, many of which are included in the Schroder Credit Securities 
Fund and the Schroder Fixed Income Fund.   

 
The highest yielding 
instrument currently in the 
banks’ capital structure is 
the Tier 1 security issued 
into the European debt 
market, currently offering 
a yield of 11.12%, a 
security that only 
institutional investors can 
obtain. 
 
As the attached graph 
highlights (Figure 3), 
institutional investors can 
actually move up the 
capital out of the hybrid 
(Pearls III) into the senior 
unsecured bond (issued 
into the Euro market) and 
receive an additional 0.5% 
in yield. 
 
However, the best 
example is in the Tier 1 or 
hybrid part of the capital 
structure (the grey bars in 
the above chart).  Both the 
hybrid (Pearls III) and the 
Tier 1 security issued into 

the Euro debt market are at the same point in the capital structure being very close to the equity 
component.  However, the Tier 1 Euro security is trading at an equivalent yield of 11.1%, which is 
significantly more than the Pearls III instrument providing a fully franked yield of just 6.1%.   
 
Unlike retail investors, institutional investors have the means to buy the instruments issued into 
offshore markets and put in place the appropriate derivatives to minimise the currency and basis 
swap risk. 
 
Institutional investors can take advantage of mis-pricing within the capital structure 
 
By constantly monitoring pricing relativities across the various capital markets, Schroders takes 
advantage when mis-pricing occurs.  The different characteristics of the various instruments also 
require detailed analysis to allow an investor to properly assess the risk and ensure they are being 
adequately compensated for that risk both in an absolute sense but in relative value terms to other 
similar parts of the capital structure.    
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Figure 3 - Institutional Investor - CBA Capital Structure 
Yields at 29 Feb 2012
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Conclusion – being more selective can pay off in the long term 
 
Being more selective about where you invest in a bank’s capital structure can pay off with a yield 
which is materially higher than a term deposit while offering the potential of more capital stability 
when compared to the shares issued by the bank.  It’s very important that investors understand the 
various characteristics of the security they are investing in, particularly as many of the recently 
issued bank hybrid securities have many features that make them far closer to the ordinary shares 
than the bank hybrids issued before the Global Financial Crisis.  Well informed investors can then 
make a more reasoned assessment as to the appropriateness of the yield on offer compared to the 
underlying risk. 
 
We have and will continue to monitor market pricing across all elements of the banks’ capital 
structure and modify our positions in our various funds to take advantage of these opportunities 
when they arise.  Being more selective can certainly pay off in the longer term. 
 
 
 
 
 

Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this 
article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 
443 274, AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without 
notice.  In preparing this document, we have relied upon and assumed, without independent verification, the accuracy 
and completeness of all information available from public sources or which was otherwise reviewed by us.  Schroders 
does not give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. 
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 article or for any resulting loss or damage (whether direct, indirect, 
consequential or otherwise) suffered by the recipient of this article or any other person.  This document does not contain, 
and should not be relied on as containing any investment, accounting, legal or tax advice.   


