BONDIQ | A M

INCOME ASSET
MANAGEMENT

March 2024

What's the difference between bonds and hybrids?

IAM Capital Markets Team

Hybrids are a financial security that combines characteristics from both debt and equity
investments into one instrument. Like bonds, hybrids pay investors coupons on a specified date
(usually floating rate) until the security is called by the issuer or matures. Investors usually are
offered a higher return than bonds as hybrids sit towards the bottom of the capital structure, thus
meaning more associated risk if the issuer were to default or collapse (see table below).
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Most Hybrid securities are issued by banks and insurance companies. Under Australian and
international regulatory regimes, banks and insurers are required to have certain liquidity at hand
in cases of distress. An example of this was the Global Financial Crisis but could also include
situations where a certain bank suffers losses to the extent that its common equity falls below
certain levels, i.e. a large share price fall.

In cases of stress, Hybrid interest can be stopped and may be done at the discretion of the
issuing institution; in these cases, missed interest payments have a non-accumulation clause, and
those missed payments are NOT required to be made up for in the future.

In a case like this, most hybrids can, in further distress, be converted into equity, which is why
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they are known as “loss absorbing instruments”. This is usually not to an investor’s benefit as the
shares may be worth less than the initial amount invested. If an investor prefers more certainty
and protection, then bonds are safer.

Cash v Equity v Bond Yields ( 31 October 2023)
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Of course, investors have different risk appetites and different needs in terms of income, and
(very importantly) may have very different abilities to replace capital that is lost in adverse market
moves. This can be very important, especially right around retirement age. As can be seen above,
there is only a 40-50 basis points difference between CBA's hybrid returns and its safer tier 2
bond returns. Both exceed the dividend yield (including franking credits).

Arguably, the returns of 6.00-7.00% available for major bank bonds (often called tier 2 or

subordinated debt) are more appealing than the small incremental yield available in riskier
hybrids.
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Research Report Disclosure

IAM Capital Markets Limited (AFSL 283119) ('|AM Capital Markets’) is a financial service business and provides
general financial product advice only. As a result, this document, the Content and the Reports are not intended to
provide financial product advice and must not be relied upon or construed as such. IAM Capital Markets does not
express any opinion on the future or expected value of any financial product and does not explicitly or implicitly
recommend or suggest an investment strategy of any kind. The Content and the Reports provided in this
document have been prepared based on available data to which IAM Capital Markets have access. Neither the
accuracy of that data nor the research methodology used to produce the Content and Reports can be oris
guaranteed or warranted. Some of the research used to create the Content and the Reports is based on past
performance. Past performance is not an indicator of future performance. Any forecasts are predictive in
character and based on specified assumptions generally available at the time and no reliance should be placed
on the accuracy of any forecast information. The actual results may differ substantially from the forecasts and are
subject to change without further notice. The data generated by the research in the Content or the Reports is
based on research methodology that has limitations; and some of the information in the Content or the Reports is
based on information from third parties. IAM Capital Markets does not guarantee the currency of the Content or
the Reports. If you would like to assess the currency, you should compare the Content or the Reports with more
recent characteristics and performance of the assets mentioned within it. You acknowledge that investment can
give rise to substantial risk and a product mentioned in the content or the reports may not be suitable to you. The
content and reports have been provided or made available by IAM Capital Markets without taking account of
your objectives, financial situation, and needs. IAM Capital Markets strongly recommends that you seek
independent accounting, financial, taxation, and legal advice, tailored to your specific objectives, financial
situation or needs, prior to making any investment decision. Neither IAM Capital Markets, nor any of its directors,
authorised representatives, employees, or agents, makes any representation or warranty as to the reliability,
accuracy, or completeness, of the content and reports. Nor does IAM Capital Markets accept any liability or
responsibility arising in any way (including negligence) for errors in, or omissions from the content and reports.
IAM Capital Markets, its staff and related parties earn fees and revenue from dealing in the securities as principal
or otherwise and may have an interest in any securities mentioned in this document. Any reference to credit
ratings of companies, entities or financial products must only be relied upon by a ‘wholesale client’ as that term is
defined in section 761G of the Corporations Act 2001 (Cth). IAM Capital Markets does not provide tax advice and
is not a registered tax agent or tax (financial) advisor, nor are any of IAM Capital Markets' staff or authorised
representatives. IAM Capital Markets does not make a market in the securities or products that may be referred to
in this document. An investment in notes, corporate bonds, syndicated loans, or any debt instrument should not
be compared to a bank deposit. Notes, corporate bonds, syndicated loans, or any debt instrument have a greater
risk of loss of some or all an investor’s capital when compared to bank deposits. IAM Capital Markets is not
licensed to provide foreign exchange hedging or deal in foreign exchange contracts services. IAM Capital
Markets may quote to you an estimated yield when you purchase a bond. This yield may be calculated by IAM
Capital Markets on either A) a yield to maturity date basis; or B) a yield to early redemption date basis. Some
bond issuances include multiple early redemption dates and prices, therefore the realised yield earned by you on
the bond may differ from the yield estimated or quoted by IAM Capital Markets at the time of your purchase
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