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  Research note 

Major bank hybrids: sheep in wolves’ clothing 

In farrelly’s opinion, bank hybrid securities offer extraordinary value for Australian investors, 

yet most of what we read and hear about these securities is negative. While they are 

clearly not without risk, this Editorial will attempt to review the criticisms about bank hybrids 

and sort them into three categories - true, exaggerated and, just plain wrong. 

Hybrids are debt with higher repayment risk than bonds 

Hybrids are debt securities issued by companies with conditions attached to repayment. 

In short, when times get tough, these securities can convert to equities potentially creating 

losses for investors. There are many different types of hybrids, here we will focus on the 

securities that are generally described as convertible preference shares.  In Australia these 

securities generally pay a fixed amount above the cash rate and are repaid at a 

prescribed date - if certain conditions are met. If not, repayment can be deferred, 

dividends suspended, or the debt converted into equity. This discussion will focus on how 

these conditions apply to the hybrid securities issued by the four major Australian banks. 

We focus on these banks because they are required to have higher capital weightings 

than other banks, there is a relatively high level of transparency, we understand the 

regulator and, we understand the rules of the game as it is played here. farrelly’s cannot 

say the same about foreign banks, or even the small banks in Australia. It doesn’t make 

the big Australian banks bullet-proof, but it does make the risks much easier to understand.  

Many claims are made about bank hybrids and these are summarised above in Figure 1, 

along with our high level view of each claim. This Editorial will deal with all of these issues, 

with the aim of allowing readers to make their own judgement. 

Figure 1: Claimed characteristics of major bank hybrids 

Claim farrelly’s view 

Bond returns with equity risk Wrong and wrong 

Perpetual securities dressed up as fixed-term Exaggerated 

Equity volatility Wrong 

Illiquid Exaggerated 

They give investors a fourth exposure to Australian banks 

(bank shares, TDs and residential property) 
Gross exaggeration 

Very complex True 
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Hybrids have bond returns? 

This is simply wrong. The Equity Risk Premium in most global markets has averaged less 

than 5% per annum over the cash rate, over the past 100 years, 50 years and 20 years. 

Any security paying 5% or more above the cash rate is offering equity-like returns, which is 

exactly what hybrid securities offered by the major Australian banks are doing right now. 

The only question is “What is the risk, and is a 5% premium above the cash rate enough to 

compensate for that risk?” 

 

Hybrids have equity risk? 

To say that hybrid securities have equity risk is - again - simply wrong.  

To make this point, we will separate long-term risks, credit failure of some kind, and short-

term risks, essentially, market volatility. Firstly, we will focus on long term risks, those faced 

by investors who buy and intend to hold to maturity. Later on we will look at market 

volatility. To look at the long term risks we will examine the ways in which these securities 

could strike trouble. When thinking about what could go wrong, we need to consider: 

• What happens if a bank goes to the wall and needs to be wound up? 

• What happens if a bank breaches its minimum capital ratios but doesn’t go to the 

wall? 

• What happens if the bank needs public support? 

• What happens if the hybrid becomes a perpetual security due to a massive fall in 

the share price? 

What happens if a bank goes to the wall? 

In the event that a bank loses all of its shareholders’ funds, either through lending losses or 

trading losses, the bank will almost certainly be bailed out. However, in that event, 

shareholders, hybrid investors and sub-ordinated note investors can expect to lose 

everything. Retail depositors will be made whole via the government guarantee. The 

likely fate of other lenders to the bank are unclear.  

This is the Armageddon scenario for hybrid investors and it is not impossible. The questions 

we should consider are “Just how likely is this scenario” and, “How could it come to 

pass?” To answer these questions, we must look at the regulatory framework and, in 

particular, the relationship between the Australian Prudential Regulatory Authority (APRA) 

and the banks. 

APRA and the Common Equity Tier One Ratio (CET1) 

CET1 is the ratio of shareholders’ equity divided by the risk-weighted assets of a bank. 

Capital raised via hybrids is described as Additional Tier One capital and is not included 

in the CET1 calculation. This distinction recognises that these securities are not equity but 

are potential equity, in that they convert to equity in certain circumstances. If they don’t 

convert to equity, they are debt. farrelly’s believes that there is a profound difference 

between potential equity and actual equity, as we will demonstrate. 

On the denominator side of this ratio is risk-weighted assets - typically, loans made to 

individuals, businesses and governments, mostly by way of government bonds. The 

assets, or loans, carry different risk weightings reflecting varying levels of default risk. A 
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  loan to the Australian government is very low risk, as is a home loan with, say, $50,000 to 

repay on a property valued at $1 million. Both would carry low risk weightings. In contrast, 

a home loan for $950,000 on a $1 million property is clearly much riskier and would carry a 

full risk weighting. The major banks are responsible for calculating their own CET1 ratios 

and reporting these regularly to APRA. 

APRA, in turn, sets targets for CET1 and prescribes actions the banks must take if this ratio 

falls below certain levels. Figure 2 below summarises the targets and prescribed actions. 

 

It is worth thinking about the motivations of the various parties in this relationship. Bank 

management wants to maximise their bonuses, maximise earnings per share and the 

share price to keep their stock options moving higher, and maximise dividends to keep 

shareholders happy - probably in that order. To maximise earnings per share, they need to 

keep the number of shares on issue as low as possible. In practice, this means they will 

seek to minimise their CET1. However, if they slip below a CET1 of 8%, their bonuses are at 

risk. Worse still, if they are forced to cut dividends, their jobs may also be under threat. So, 

they set their target CET1 level safely above the 8% level, but not too far above. For 

example, Westpac set its internal CET1 target at 8.75% to 9.25%. 

APRA’s objectives are very different. It doesn’t care much about shareholder returns and 

even less about management’s bonuses. It cares that the banks continue to provide a 

stable credit environment and, above all, never require the Australian government to pay 

out on its guarantee of retail TDs. 

Since the introduction of the government guarantee of retail TDs, APRA has required the 

banks to hold more and more capital. This makes the banks much safer entities but much 

less profitable in terms of Return on Equity (ROE). Our expectation is that, over time, ROE 

for the major banks will fall from the high teens to 13% to 14%. As an aside, this is one of the 

reasons farrelly’s is forecasting very little growth in EPS for the Australian banks over the 

next decade; reasonable growth in earnings accompanied by higher than usual growth 

in shares on issue. Despite this, the banks remain good value as this low EPS growth is fully 

reflected in their share prices. 

Figure 2: CET1 ratios and APRA required action 

CET1 target Action if CET1 falls below this level 

8.000% Dividends and staff bonuses cannot exceed 60% of profits 

7.125% Dividends and staff bonuses cannot exceed 40% of profits 

6.250% Dividends and staff bonuses cannot exceed 20% of profits 

5.375% No dividends or bonuses are payable 

5.125% All hybrids convert to equity 

4.5% Minimum CET1 level - more equity capital must be raised 

Source: WBC 
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  What would it take for a big bank to go to the wall? 

A CET1 of 9% represents a quite conservative level of gearing, even without tight 

ongoing supervision. Banks would have to get a lot wrong in order to burn through that 

much capital. With supervision, the banks not only have to get a lot wrong, they have to 

do it quickly. A slow deterioration of their books will simply mean plenty of new capital 

raising and dilution of EPS. To illustrate, imagine how the weekly call between APRA and 

a bank’s treasury department might go during an economic downturn.  

APRA: “How’s the CET1 this week?” 

Bank treasurer: “Down to 7.5%, but I think we will be ok.” 

What is the chance the reply goes like this? 

APRA: “Should be fine, we wouldn’t want to hurt your shareholders with another 

dilutive share issue, would we?” 

Somehow, I don’t think so! Perhaps, APRA’s reply would more like this: 

APRA: “Good one. So you will be raising another 2% of equity capital by when? 

Next week or the week after will be fine.” 

By the way, APRA has the power to raise the trigger on all of the measures outlined in 

Figure 2 (other than the hybrid conversion trigger) by 2.5% at the stroke of a pen. That is, 

the minimum CET1 may be lifted from 4.5% to 7%, and the no-bonus CET1 limit may be 

lifted from 5.3% to 7.8%. It is hard to imagine that our recalcitrant bank treasurer would 

not take the hint. 

Given this level of supervision, a collapse in the residential property market or a huge 

increase in lending losses due to a recession, would not be enough to drive a major bank 

into insolvency. The much talked about collapse in the residential property market, 

should it occur, would be a slow moving problem for the banks. It will be a secret to no-

one and the subject of regular and probably heavy-handed intervention from APRA. 

Similarly, big commercial loan losses arising from a recession will be anticipated widely 

and again, be most likely met by early and enthusiastic urgings from APRA to raise more 

capital to ensure the CET1 capital ratio stays well above 8%. 

As a result, it would likely take a bolt from the blue - and a massive one at that - for a 

bank to go to the wall. Such events have occurred. The unauthorised trading that 

brought down Barings Bank is one example, and there have been cases where mid-sized 

banks acquired similarly sized enterprises that turned out to have enough bad loans to 

bring down both entities. Such events tend to be idiosyncratic and unlikely to affect 

more than one bank at a time - which has important implications we shall explore later. 

There are also occasions where several banks have been brought rapidly to the brink 

simultaneously. The CDO crisis was one example. A meltdown of over-the-counter 

derivatives markets could be another. Nonetheless, it is difficult to avoid the conclusion 

that a total failure of one of the major Australian banks is highly unlikely. And, if it did 

occur, it would most likely be a single failure, rather than a simultaneous failure by several 

banks.  
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But that is far from the end of the risk story for hybrids. We must now consider what 

happens if a bank breaches its 5.125% CET1 benchmark. 

 

Hybrids convert to equity if the CET1 ratio falls below 5.125% 

Analysis of this scenario draws heavily on the previous discussion. (With apologies for 

possibly the most jargon-laden header that has ever been seen in these pages.)  

All the same arguments apply with respect to slow-moving disasters and APRA’s 

response. The only difference here is that, if starting at 9%, a CET1 ratio of 5.125% is much 

easier to reach than a sub-zero CET1 which would constitute failure. 

Having studied the shape of the banks’ home loan books, it would take: a 30% 

downturn in residential property; a 10% default rate on residential mortgages; three 

times the level of commercial loan losses that were experienced during the Global 

Financial Crisis; and, no action by APRA for the banks to even get close to their 5.125% 

CET1 triggers. The assumption that APRA would be asleep at the wheel throughout is the 

most unlikely of the lot. Maybe in 15 years’ time… but in today’s environment, that is 

simply not going to happen. 

So, again, we are looking for a bolt from the blue to trigger a breach, and a conversion 

of hybrids to equity.  

 

Equity conversion if the bank requires public sector support 

This is an interesting conversion trigger. APRA has the power to force the conversion to 

equity if, in its opinion, a bank requires government support to remain viable. No-one 

really knows what this means. On the face of it, it is not easy to envisage a situation in 

which an entity has more than 5.125% equity capital and is still considered non-viable. 

One scenario is that the capital markets have frozen and the bank in question has no 

access to equity capital to move its ratios from, say, 6.5% to 9%. In this scenario, it is 

conceivable that APRA could force the conversion of hybrids to equity. Similarly, in the 

event that the debt markets have frozen, the government could guarantee all bank 

deposits and bonds, as it did in the GFC. APRA may consider this as constituting public 

support, triggering a conversion of hybrids to equity. 

It is not clear what the point of such an exercise would be. The hybrids, converted or 

not, would still represent the same layer of protection for the government before it had 

to pay out depositors. Perhaps APRA believes that increasing the equity base of a 

troubled bank would make it easier for that bank to raise further equity. 

Regardless, this remains a risk. And, in farrelly’s view, a somewhat more likely risk than 

those discussed above. 

 

How the conversion to equity works 

Let’s assume that APRA has notified the bank in question that its hybrid securities are to 

be converted into equity. The key question for hybrid investors is “At what price?” 

The price is set at the average price of the bank’s shares over the week prior to the 
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   APRA announcement, subject to a condition that the price may not be lower than 20% 

of the level of the bank share price at the time the hybrid security was issued. So, if the 

hybrid was issued when the share price was $50, the conversion price can’t be below 

$10. There are four scenarios to consider here: the trigger event has been caused by a 

widely foreseen downturn (with APRA asleep at the wheel), a bolt from the blue or a 

freezing of equity  or debt markets. 

In the first, APRA asleep at the wheel scenario, which we note again is almost 

inconceivable, we can assume that share prices will have already fallen sharply - say, 

to $20, which is some 60% below the $50 per share price prevailing at the hybrid issue 

date. In this event, hybrid investors would receive five shares for each $100 face value 

of hybrid securities. Assuming that investors decide to sell on market as soon as their 

hybrids are converted to equity, their loss or gain will simply be the difference in the 

price on the day they sell, compared with the average price the week before APRA 

ordered the conversion. Our estimate is that hybrid investors could lose around 20% to 

30%, given that the news that the limit had been breached would have been a surprise 

to some, if not all, market participants. 

This is not a good outcome. However, it is dramatically better than the outcome 

experienced by shareholders, who would be down by 70% or more, the original 60% 

plus the further fall after the conversion date. Yes, hybrids have some risk, but it is very 

different from equity risk. 

A second scenario is that the market has been fully aware of the difficulties facing the 

bank - so much so that the share price is down to $5, a fall of 90% below our assumed 

$50 price at the time of hybrid issue. In this event, hybrid investors will be issued equity at 

the minimum conversion price of $10 per share. If they sold at $5 or thereabouts, they 

would lose 50 cents in the dollar on their hybrid securities - very nasty! However, it should 

again be stressed that this is a dramatically better experience than that which would 

be endured by equity holders, who would be down 90%. The hybrid investors would 

need a 100% rebound in the value of shares to get back to square one. The equity 

investors need a 1000% rebound. 

A third scenario is the bolt from the blue. This is more likely than the previous scenarios, 

and quite nasty to boot. The bank is going along quite nicely and the bolt strikes - the 

bank makes a market announcement and informs APRA, which orders a conversion to 

equity. In this scenario, the share price falls very heavily at the opening following the 

conversion, probably by half to two-thirds. Unfortunately, the shares will be issued at last 

week’s, pre-announcement price. Equity and hybrid investors have similar experiences. 

Last, the public support scenario whereby markets are in chaos, equities are down 

sharply from their highs, say by 70%, and the government announces a guarantee of all 

bank debt, dramatically lowering bank funding costs. The likely response should be a 

rally in bank share prices. So, if the hybrids are converted into equity at last week’s share 

price, say $15, where will the bank’s shares trade when they next open? At $20? At $25? 

In this scenario, equity investors are still down by 50% to 60%, while hybrid investors could 

enjoy a windfall profit of between 30% and 60%. 
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   Hybrids are indeed strange instruments, and, again, the risks are very, very different to 

those of equities. 

 

The mysterious no-conversion clause 

If, in the event that APRA orders hybrids to be converted to equity and that conversion 

doesn’t take place within five business days, the hybrid investors lose everything. 

The reason for this draconian clause is that, in the event of making the decision to force 

hybrids to be converted into equity, APRA does not want to have that move held up in 

the courts. By inserting this clause, APRA removes any incentive for hybrid investors to 

dispute the order.  

Unfortunately, in inserting this stipulation, APRA has also created an incentive for equity 

investors to try and hold up the conversion. If equity investors could successfully prevent 

the conversion from taking place for five days, the equity holders get all the hybrid 

investors’ capital for free. This is inequitable and definitely not the intended outcome, 

but it is in the fine print.  

The issuing banks for their part claim that any court case could be resolved well within 

the five-day period. That sounds like wishful thinking. However, while this scenario is 

undoubtedly nasty, it is highly improbable. First, we’d have to get a conversion event. 

Second, we’d need to find a party or parties who are sufficiently motivated to mount a 

legal challenge. And third, that challenge would have to be unresolved after five days. 

The chances of all three happening are very, very low. farrelly’s doesn’t like that the 

possibility exists, but this scenario shouldn’t cause investors to lose too much sleep. 

 

The spread more than compensates for the risk 

Even if one of these events does come to pass, the overall result may not be too bad. 

Assume that a portfolio of four hybrid securities is purchased with a five-year investment 

horizon and that one of the four majors experiences one of these credit events two 

years after purchase. Further, assume that the other three issues are repaid on maturity 

five years after purchase. Disaster? Not really. The spread of 5% per annum above cash 

- or 25% over the five-year time horizon - makes up for the loss of capital. Figure 3, 

below, shows the internal rate of return (IRR) of equally-weighted portfolios at different 

loss rates which may arise from the scenarios discussed above. 

Figure 3: Impact of default on a portfolio of four major bank hybrids 

Scenario Five-year portfolio IRR  

100%  loss of capital on one security 1.1% pa 

Bolt from the blue: 67% loss on conversion 2.9% pa 

Market anticipates conversion event: 20% loss of capital 5.5% pa 

Assumes that one of the four securities defaults and the remaining three securities are redeemed at face 

value, five years after purchase, earning 7% pa over the five years. 
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   These outcomes, while unsettling in the short term, aren’t so bad if compared with 

investing in government bonds. A little diversification can go a long way when credit 

spreads are as huge as they are today. 

This is why the observation that a bolt from the blue is the most likely way in which one of 

these events may manifest is so important. It means that, in the unlikely event that one 

of these events occurs, it is likely to hit just one institution. If that is the case, credit 

spreads provide enough insurance to save the day. 

 

Close regulation could lead to massive dilution for equity investors 

We have described how the first, and strongest, line of defence for hybrid investors is a 

diligent regulator. In times of stress, we can expect that APRA will be constantly urging 

banks to raise more capital. This is great for debt investors - including hybrid holders - but 

may be terrible for equity investors. Raising equity capital by repeatedly issuing lots of 

new shares at very low prices is a recipe for permanent damage to earnings per share 

and, therefore, share prices. Yet again, this illustrates that the risks for hybrid investors 

and equity investors are very different. 

The bottom line is that farrelly’s does not believe that major bank hybrid securities carry 

anything remotely like long-term equity risk. 

 

Hybrids are perpetual securities dressed up as fixed term? 

While there is an element of truth to this assertion, the reality lies somewhere in the 

middle. We would describe hybrids as fixed-term investments with the potential to 

become longer dated - or even perpetual - securities, in some market circumstances.  

Technically, hybrids are perpetual securities. However, the conditions under which they 

are issued make it highly likely they will be repaid on time, or soon after. There are two 

key dates to watch: the optional conversion (or first call) date; and, the mandatory 

conversion date. These are typically two years apart. On either of these dates, the 

issuing bank will, in all likelihood, repay the security if it is able to under the terms of the 

issue. This is because hybrids are a cheap form of capital for banks, and banks are 

anxious to keep the market open by showing they are keen to make repayments if they 

possibly can. However, to do so, they will have to meet the conversion tests. 

 

The conversion tests 

In the normal course of events, hybrids will be repaid in cash, converted to equity, or 

swapped into a different hybrid security on the optional conversion date, the first 

chance the banks have to repay these securities. In the event of receiving equity as 

repayment, investors may simply sell that equity on the market at the face value of the 

hybrid, plus or minus a day’s market movement. Alternatively, the security may be sold 

just before the conversion date, at what should be face value. No drama here. 

However, for repayment to occur, the bank must pass some tests, and these tests vary 

from security to security. All require approval from APRA, which will generally want to be 

satisfied that the capital is either no longer required, or that it is being replaced by 
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   capital of equal quality. These should be easy tests to pass. Some securities also have a 

secondary test that, in effect, requires the share price to not have fallen more than 50% 

below the share price when the hybrid was issued. This is a somewhat more difficult test. 

However, for the most part, these securities should be repaid at the first call date and if 

so, all will be well. If not, we move to the Mandatory Repayment date, which is typically 

two years after the first call date. At this time, all securities must be repaid, as long as the 

underlying bank share price hasn’t fallen by more than 50% since the hybrids were 

issued. If the securities weren’t repaid at the first call date, and do not pass the 

mandatory conversion test two years later, they will remain on issue and are retested at 

every distribution date - three or six months apart - until they pass the conversion test. 

So, in essence, to become a perpetual security, the share price needs to fall so far that 

there is little prospect of it ever rising back to 50% of the level at which the hybrid was 

issued. In reality, this means the share price needs to fall by 80% or more. Again, this is 

plausible - in fact more plausible than most of the other risks described so far. 

 

Perpetual notes may not be hard hit 

However, even in the event that hybrids do become perpetual securities, the hit to 

valuations may not be as severe as many would anticipate. 

The fear of holding a perpetual security largely stems from the performance of the three 

Australian bank perpetual notes currently on issue. These have been issued by the 

National Australia Bank (NAB), Macquarie Bank and Bendigo Bank, and all trade at 

around 65% of face value. However, this does not appear to be a reflection of their 

perpetual status - rather, that these securities were issued at yields which now appear to 

be exceptionally unattractive for investors. The NAB issue pays 1.25% per annum above 

cash, the Macquarie issue pays 1.7% per annum above cash, and the Bendigo Bank 

issue pays just 1.0% per annum above the cash rate. All of these securities compare very 

unfavourably with the most recent CBA hybrid issue which pays 5.2% per annum above 

cash. 

To get the running yield on these perpetual securities to the same level as the rest of the 

hybrid market would require prices to fall even further than 35% below the issue price. In 

one sense, these perpetuals could be said to be trading at a premium to fair value, as 

they have a lower running yield than hybrid securities with planned repayment dates.  

The reason for this apparent anomaly appears to be that the market anticipates that 

these securities may be repaid at face value some day. 

The bottom line is that if hybrid securities do become perpetual, any hit to the price will 

depend on the initial issue terms. If they were attractive, as are the current issues, the 

securities may trade at around face value. If they have been issued at low margins, 

they may well suffer substantial downgrades by the market. However, from where we sit 

today, this does not look like much of a problem for hybrid investors.  
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Hybrids have equity volatility? 

Wrong. Again.  

Yes, bank hybrids are volatile. We have clearly seen that over the past year. But to claim 

they have similar volatility to equities is demonstrably wrong, as is clearly shown in Figure 

4 which compares the actual fall in prices of major bank shares and their hybrids over the 

past year. Clearly, equities and hybrids have vastly different levels of volatility. Even if we 

concentrated on the largest hybrid fall of around 12%, it is a fraction of the 40% fall in 

price recorded by ANZ shares. 

Further, if we add back dividend and interest payments, the average reversal would be 

more like -25% for the equities and -2% for the hybrids.  

As an aside, even government bonds are hardly immune from volatility. Between June 

2012 and July 2013, one well-regarded Australian-indexed government bond fund fell in 

price by more than 10%. This is not to imply that bank hybrids are a similar risk to 

government bonds - but it is a reminder that if it is volatility that must be avoided at all 

costs, bond funds are not going to do the job either. 

All of this also clearly illustrates farrelly’s long-held contention that, while we don’t enjoy 

volatility, it is a poor measure of risk. Regardless of volatility along the way, investors in 

indexed bond funds will receive long-term returns very close to the yield on government 

bonds prevailing at the time of investment. So, from a medium- to long–term 

perspective, government bonds and government bond funds are very low risk even 

though they may be quite volatile at times.  

Similarly, farrelly’s believes that the volatility of bank hybrids is a poor indicator of their 

long-term risks. Investors who buy and hold to maturity are highly likely to receive the very 

high returns on offer today, regardless of volatility in the interim. 

Figure 4: Fall in major bank share and hybrid prices (May 2015-May 2016) 

Security 
Price fall                            

(Top to bottom) 

Price fall                            

(Top to bottom) 
Hybrid (call date1) 

ANZ -40.4% -4.9%  

-12.0% 

ANZPC (Sep 17) 

ANZPE (Mar 22) 

CBA -26.8% -5.8% 

-10.3% 

CBAPC (Dec 18) 

CBAPD (Dec 22) 

NAB -35.6% NABPA (Mar 19) 

NABPC (Mar 20) 

-5.3% 

-8.2% 

WBC -29.2% -4.3% 

-11.3% 

WBCPC (Mar 18)  

WBCPE (Sep 22) 

Average -33.0%  -7.8% 

Source: ASX, farrelly’s analysis 

1. Securities will be repaid on this date subject to call conditions being met. 
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EDITOR’S UPDATE 

 

   

Hybrids are illiquid? 

If trading hybrids in fund manager-style quantities, liquidity may present problems. Selling 

$10 million of a single hybrid issue will certainly take time. Even so, in this market, illiquidity 

doesn’t mean that it is difficult to sell, just that it is difficult to sell at a reasonable price. 

Being in a hurry may mean that investors are forced to accept a 1% to 3% haircut on the 

price they receive, which is a fairly substantial penalty for fast liquidity. However, when 

buying and selling on market in smaller volumes, investors who are patient and careful 

about setting limits, rather than just trading at market, will typically be able to transact at 

fair prices within a few days.  

Also, when thinking about liquidity, it is worth considering hybrids in relation to other 

investments. TDs are generally less liquid and may carry greater break costs while 

annuities are definitely more illiquid.  

For most personal investors who buy hybrid securities with an expectation of holding to 

maturity, it is very unlikely that liquidity will be a problem. 

 

Investing in bank hybrids gives investors a fourth exposure to Australian banks 

This argument goes that investors are already over-exposed to the banks via their 

holdings in bank shares, TDs, and residential property. As a result, an investment in hybrids 

just adds to that over-exposed position. 

How much is too much? This is not an easy question to answer. However, if an investor 

has too large an exposure to bank shares, hybrids definitely do increase that exposure - if 

not by much, for the reasons outlined. 

On the other hand, the argument around TDs is simply dishonest. TDs are government 

guaranteed. They are not an exposure to Australian banks, they are an exposure to the 

Australian government. (The position for NZ investors is somewhat different as they don’t 

enjoy a government guarantee.) 

The residential property issue is more complicated. What is really being said is that hybrids 

increase investors’ exposure to a downturn in residential property, because a downturn 

would hurt bank earnings. In fact, as demonstrated in this Editorial, with diligent 

supervision, even a major downturn in residential property prices will have no long-term 

impact on bank hybrids, even if it results in some dilution of bank share prices. Residential 

property is just not relevant when thinking about the portfolio risk caused by hybrids.  

 

Hybrids are complicated 

At last, the critics are absolutely correct! This will be very clear to anyone who has read 

this far. However, this is not quantum mechanics (which requires years of study to get 

even a semblance of understanding of the issues involved).  Nonetheless, while bank 

hybrids will not suit all clients, or all advisers, farrelly’s believes that for investors who are 

prepared to spend 30 minutes or so learning about their complexities, these securities 

represent a very attractive investment, particularly at current prices. 


