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Overview 

In a previous edition of the Fix we looked at positioning our portfolios for the next credit cycle. In this article we 
examine more closely the role of hybrid securities in constructing fixed income portfolios particularly in light of 
current valuations and the structure of recent issuance and how this is likely to impact investors in diversified 
credit portfolios. 
 
Introduction 

Hybrid securities have been a popular inclusion in investors’ portfolios for over a decade. With a sub segment of 
this market issued as ASX listed floating rate instruments by recognised companies, hybrids have allowed many 
investors easy direct access to fixed income type securities that provide a source of income, potential tax 
benefits and the ability to earn an additional credit risk premium by assuming a subordinated position in the 
capital structure. However ever increasing complexity, lack of homogeneity, increasing equity like characteristics 
and poor valuations has led us to re-examine the role these securities play in a portfolio.  
 
The Schroder Credit Securities Fund has since its inception made allowance for investments in hybrid 
securities.  At various points, such allocations have made important contributions to the overall portfolio return, 
particularly when relative quality and valuation are compelling.  However at points in the cycle where relative 
value is more apparent elsewhere it is important to be able to have sufficient flexibility to position the portfolio to 
benefit from other segments of the opportunity set.  For example over the last 12 month period, the Fund has 
delivered very strong returns for investors seeking defensive income oriented portfolio outcomes.  Of the total 
post fee 5.1% one year return to 31 March 2014 (some 2.5% in excess of the cash rate), as at end March only 
16% of the portfolio was comprised of hybrid and convertible securities.  
 
Any credit security must compete its way into the portfolio on its merits including its inherent quality and 
valuation versus competing alternatives. If a particular market segment represents a less compelling proposition 
in terms of delivering on the overall objectives of the Fund, then we won’t hold it.  It’s with this context in mind 
that we address the developments in the hybrid market and provide some perspective on the outlook for this 
component of credit markets. 
 
What’s changed in the hybrid securities market?   

The hybrid securities market has been part of the Australian investment landscape for over a decade. The 
demand from direct retail investors is significant particularly with the growth of Self-Managed Super Funds 
(SMSF’s) and the ongoing search for yield in a low yield environment. The limited opportunity set for direct retail 
investors adds further demand as they cannot access the full opportunity set available to institutional investors. 
In effect they are restricted to investments into cash, TD’s, hybrids and equities to the exclusion of bonds which 
are a core building block of fixed income portfolios.  
 
Over time hybrids have become more complex, higher risk and more expensive. The complexity of the 
securities stems partly from the fact that they are tailored to meet the often conflicting requirements for the 
company whilst also meeting ever changing regulatory and legal requirements. Stakeholders include the issuer 
itself, ratings agencies, taxation office, accounting regulations and in the case of financial hybrids regulators 
including ASIC, APRA and the Basel III committee which all have specific rules. As a consequence the investor 
is offered a highly complex tailored instrument with terms and conditions that can run into hundreds of pages.  
 
What specific features have changed for more recent issues? 

Financial hybrids issued post the GFC provide an excellent example of what’s changed. They have been 
deliberately structured by the regulators as being loss absorbing capital in the event of a bank reaching a “point 
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of non-viability” (PONV). The definition of PONV is unclear and in practice its application is untested. APRA has 
made clear that in the next financial crisis rather than the banks being bailed out by the government, the 
investors, and in particular subordinated investors (i.e. hybrid investors), will incur hefty losses to share the pain. 
 
In effect investors with exposure to securities with PONV clauses have the downside of equity either through 
conversion to equity or having capital being written off, usually at the discretion of the regulator. This means that 
the investor is granting an option to the regulator to extinguish its seniority to equity where a bank becomes non-
viable which is precisely the point in time where seniority is key in preserving investors’ capital. The point at 
which this occurs is difficult to predict and there is some debate if the granting of a government guarantee (as 
was granted to the Australian Banks during the GFC) would now trigger non viability. The key point though is 
that outcomes are uncertain and the risks are difficult to price. 
 
These changes in structure are less transparent as the securities are still labelled with the generic term hybrid.  
The PONV clauses are outlined in the terms and conditions that are seldom read and the significant risks often 
misunderstood. These are not bonds with a set coupon, known maturity date and maturity value, senior to 
equity in the capital structure and standard bondholder investor protections. They appear very equity like given 
coupons may be deferred, maturity dates extended and maturity values unknown. 
 
If they were called a Reverse Convertible Debenture1 investor behaviour would likely be different than when 
buying securities with a generic name such as a hybrid. Despite this Australia’s banks have been selling them to 
retail investors since 2012. Some Wholesale investors are now also buying these securities as seen with 
Westpac selling $1bn of these to wholesale investors recently. 
 
What has the regulator had to say about these issues? 

The risk of hybrid securities have also been acknowledged by the Australian Securities and Investments 
Commission (ASIC) who is the Australian corporate, markets and financial services regulator. It has publically 
issued warnings around the risks associated with the securities and has a dedicate webpage to outline the risks. 
It has stated quite clearly “Hybrid securities are complex products. Even experienced investors will struggle to 
understand the risks involved in trading them” yet they are often naively bought by retail investors, often in 
highly concentrated proportions due to their “name” and higher yields. 
 
How do you value these securities given their complexity?  

Valuation techniques of an asset rarely give a definitive answer which is especially true when we include the 
valuation of an undefined event such as PONV. It is complicated and there is no generally agreed approach. 
There are a number of possible methods we have considered in estimating the yield and credit spread required 
to compensate investors for the risks. When estimating the absolute level of yield required, we have outlined 
four methodologies in Table 1 below using the recent Westpac Capital Notes 2 issue (ASX Ticker: WBCPD) to 
illustrate the variation in implied yields.  

 
Table 1: Range of Valuation Methodologies  

Valuation 
Methodology 

Description/Risks 
Implied PONV Risk 
Equivalent Yield 

Westpac WBCPD  
 

Actual franked yield 6.4% 

Relative Value 
 

Consider the pricing of comparable bonds as well as bonds 
senior and subordinated to the bond in question.  
 
This method however does not value the PONV clause. 

 
6.4%-6.7% 

Create an economic 
equivalent of a PONV 
clause in an existing 
structure 

Buying an existing sub-debt bond that doesn’t have the PONV 
clause and sell an equity put option to replicate the equity 
downside.  
 
Because there are no 5 year maturity sub-debt bonds without 
PONV we have added some spread to existing bonds based on 
the market curve. 

 
6.3-6.7% 

Create the equity like Construct a security with almost unlimited downside and no  

                                                      
1 A Reverse Convertible Debenture pays a fixed return until the Issuer hits a trigger and the securities are converted into equity. The trigger 
could be a capital level or a Point of Non-Viability. They are designed to recapitalise the bank after it experiences a capital loss that could 
lead to it becoming non-viable. 
2 The Westpac Capital Notes are Fully paid, non-cumulative, convertible, transferable, redeemable, subordinated, perpetual, unsecured 
notes.  
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risk profile of the PONV 
using shares and 
options 

upside.  
 
By purchasing bank equity and removing the upside by selling a 
call option and buying a put option to replicate the PONV 
downside, we create an equivalent risk and pricing using equity 
market reference points. 

7.8%-8% 

Determining a 
probability of default 
based on the bank’s 
capital buffer 

This looks at how much capital a bank would have to lose 
before the regulator would declare the bank non-viable.  We can 
then determine the probability of that sized capital loss which is 
then converted into a credit spread.  
 
This approach is subject to the most uncertainty and this is why 
it produces the biggest range of valuations. 

 
5.2%-7.3% 

Source: Schroders 
 
It is clear the four valuation methods suggest the yield should, in almost all cases, be higher than the current 
level of the Westpac T1 bond that has PONV. This highlights investors need to be cautious about valuing the 
embedded structural risks in these securities. 
 

So, what level of premium versus other credit securities should investors expect? 

If we consider relative valuation we can compare the credit risk premium on offer across the capital structure for 
existing issuance with and without PONV. As seen in Chart 1 below the market is pricing a large step up in 
credit spread across the capital structure except in the case of the new securities with the PONV clause. 
 
The increase in yield from a senior bond to T2 sub-debt is 1.28% and from the PONV T2 to T1 sub-debt is 
0.90%. The step down in the capital structure again from T1 to T1 with PONV should also increase the spread. 
Despite these securities ranking lower and having longer maturity dates3 the market is not recognising the 
heightened risks created by the new PONV clause. As seen in the chart the credit spread on a PONV is lower 
which is contrary to what would be expected which is a higher level that is similar at least in magnitude to the 
increase between T2 non PONV and PONV securities. 
 
Chart 1: Relative market valuations of Westpac debt securities  

 
 
 
 
 
 
 
Source:Schroders 

                                                      
3 PONV securities have a longer effective maturity than the old style Tier1 and Tier2 securities. Arguably the longer term of the PONV 
security requires additional return in addition to the PONV risk.  
 
 

Decreasing seniority and increasing risk  
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These valuation methods suggest the yield and credit risk premium should, in almost all cases, be higher than 
the current level of the Westpac T1 bond that has PONV. This highlights investors need to be cautious about 
investing in these securities and to ensure the embedded structural risks are recognised in the overall portfolio 
risk. These securities are higher yielding securities that are closer to equity than debt, especially during a 
stressed economic environment. 
 
How is Schroders currently using hybrid securities? 

Despite being a participant in the domestic hybrid market since its inception we view the securities entirely on 
merit and have no minimum mandated requirements to hold them. Given increasing complexity and poor 
valuations and equity like characteristics we have not been participating in the recent financial Tier 1 and Tier 2 
issuance.  
 
We continue to hold the older style of pre GFC bonds particularly those issued into offshore markets in USD and 
EUR. These are less equity like given they do not have a PONV clause, the valuations are supportive of the risk 
and there is greater certainty on when investors will receive their capital back. As they will not satisfy the new 
bank regulatory capital requirements they have begun to redeem them and replace them with the new post GFC 
structures.  
 
Key in our positioning is the acknowledgement that the new instruments are deeply subordinated equity like 
securities that may not be appropriate for the fixed income portfolio of investors’ portfolios. It would appear 
some clients are even treating these as a proxy for cash and holding concentrated position which in our view 
can lead to very poor portfolio outcomes. 
 
As we previously noted, in the Credit Securities Fund, we are currently positioned to take advantage of better 
risk adjusted returns available in the investment grade credit markets, maintaining a highly diversifying number 
of holdings.  Increasing the quality of our portfolio holdings at a time when valuations are more challenging in 
segments of the credit markets in our view positions us strongly to continue delivering on investors’ expectations 
for income levels exceeding cash rates with strong downside protection.  This is in clear contrast to the 
characteristics we observe in recent hybrid issuance.  
 
Conclusion 

In the post GFC world the structural characteristics of hybrid securities has changed and made them more 
complex and more equity like in nature. Weaker investor protections and increased risk of loss where an issuer 
faces solvency or liquidity problems, leads us to classify these as predominately equity like in nature. As such 
we believe they do not truly meet the definition of traditional fixed income securities. We would further argue if 
they are used by investors they may more appropriately be treated as part of a client’s risk asset allocation 
given their subordinated characteristics and heightened risk of disappointing investors seeking yield as well as 
safety.    
 
Furthermore based on our analysis the recent crop of issuance would appear expensive. With unlimited 
downside, limited upside, risk of coupon deferral and extension risk to name a few, we see the required risk 
premium to be significantly higher than what is currently on offer.  
 
Given this Schroder’s has been avoiding the recent financial and corporate hybrid issuance. We continue to 
hold select pre GFC style issuance which we see as better value and stronger in structure. As a result our 
hybrid exposures have been reducing overtime. We remain engaged in the hybrid market and alert to 
opportunities however currently allocation of client capital will be invested in other opportunities where we see 
better value.  
 
 
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. 


