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Ayear ago, deeply subordinated debt markets and the nas-
cent bank AT1 asset class were looking forward to an ex-

citing year ahead. Twelve months later, a sense of foreboding 
is more appropriate.

On the supply side, forecasts are only increasing. While 
the AT1 market may be off its highs, hybrid issuance remains 
economically efficient for financial institutions seeking to 
optimise their capital structure. 2014 may have seen several 
jurisdictions opening up and many issuers debuting, but there 
is much more to come.

On top of this, the launch of the Financial Stability Board’s 
Total Loss Absorbing Capital (TLAC) consultation on 10 No-
vember raised the prospect of multiple billions more of sub-
ordinated instruments hitting the market over the coming 
months. Already, issuers are gearing up to hit the market with 
Tier 2 deals in January.

They will be joining the most active issuers in the year-end 
market: insurers. Having avoided the worst of the volatility 
suffered by banks, insurance companies have taken advantage 
of market windows to launch deals designed to optimise capi-
tal structures ahead of and going into the implementation of 
Solvency II — while next year will see the first hybrids purely 
based on the new framework.

Meanwhile on the demand side it is clear that the investor 
base for AT1 is thinning. Many private bank and hedge fund 
accounts have either exited the market or cut down their tick-
ets, while those remaining committed to the asset class can 
afford to be selective — and are taking advantage of that.

Tier 2 investors also suffered a knock in December when 
Erste Group announced that — as it had warned it might — 
it would be skipping coupons on outstanding Upper Tier 2 
and Tier 1 instruments. And all that goes without mentioning 
the slew of postponements of senior unsecured and covered 
bonds in late November.

Yet the market does not appear to have priced in these om-
inous trends, let alone some potentially unpleasant negative 
macro headlines. When it begins to — as it surely must when 
supply resumes in January — the last thing issuers should ex-
pect is a happy New Year.
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Bankers were expecting 2015 to come to 
an early end for bank capital transactions 
a� er a November resurgence in activity 
quickly � zzled out against the backdrop of 
poor sentiment and market participants 
were again le�  questioning the level of 
support for hybrid capital going forward.

Sweden’s SEB on 6 November reo-
pened the Additional Tier 1 (AT1) mar-
ket with a $1.1bn perpetual non-call 5.5 
year issue that was the  � rst AT1 since 
Nordea in mid-September, and the suc-
cess of the transaction (see separate 
article) raised hopes that — with the 
ECB’s Comprehensive Assessment also 
smoothly out of the way — the hybrid 
market could regain some of momentum 
it displayed early this year.

However, although issuers such as 
Deutsche Bank were able to return in mid-
November, the market’s pick-up proved 
as � eeting as that of September, when 
a mixed bag of euro and dollar trades 
showed only selective demand for AT1s.

Deutsche Bank on 18 November 
priced a $1.5bn PerpNC10.5 AT1 with a 
7.5% coupon, its second issuance of the 
instrument a� er a Eu3.5bn equivalent 
deal in euros, dollars and sterling that 
was the � rst AT1 out of Germany and 
the biggest to date. � e German national 
champion had previously stated that it 
had a Eu5bn target for AT1.

Its previous issue had attracted an 
aggregate order book of some Eu25bn 

equivalent, and the new dollar issue at-
tracted $3.6bn of orders from over 230 
accounts. In spite of the respectable or-
der book, the deal soon traded down, as 
did other transactions launched around 
the same time.

These included a $500m 10.5 year 
non-call 5.5 Tier 2 for Erste Group on 
19 November, which was the first sub-
ordinated transaction from an Austrian 
bank since junior bonds of Hypo Alpe-
Adria were hit by the Austrian govern-
ment. An investor said that it was not 
surprising that demand for the new is-

sue hardly covered the size of the deal.
“It feels very much like investors and 

traders have already closed their books 
for the year with � ows being light in Eu-
ropean � nancials, even by today’s anae-
mic standards,” added the investor. “Co-
Cos dri� ed lower on the week.

“Nevertheless bond syndicates seem 
determined to launch a series of new is-
sues into an unreceptive market before 
the window closes for the year. � erefore, 
it was no surprise that virtually none of 
these deals have performed.”

� e situation turned even worse in 
the wider � nancial institutions market, 
as senior unsecured transactions for the 
likes of ASR, Nomura and Santander 
Consumer Bank, as well as a benchmark 
covered bond for AIB Mortgage Bank, 
were pulled.

Vincent Hoarau, head of FIG syndi-
cate at Crédit Agricole CIB, warned that 
the new year could also prove di�  cult, 
particularly with recent FSB TLAC pro-
posals having increased supply expecta-
tions further.

“� e liquidity situation remains in-
tact,” he said. “But if investors anticipate 
oversupply they will react accordingly 
when it comes to positioning in primary. 
� e � rst deals may go well, but if there 
is no secondary performance to be had, 
people will hold o�  and we could see 
spreads widen.” 

Market news
Hybrids sour into year-end after brief comeback

Deutsche Bank, Frankfurt

It was no surprise that 
virtually none of these 
deals have performed
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Source: Markit, Crédit Agricole CIB 

Secondary insurance subordinated indices

NEWS IN BRIEF

Saxo AT1 debut amid Tier 2 fl urry across currencies
Saxo Bank Eu42.5m 9.75% PerpNC5 AT1: Danish lend-
er Saxo Bank issued its inaugural AT1 note on 19 November, 
pricing a Eu42.5m offering at mid-swaps plus 930bp for a 
coupon of 9.75%. The notes feature a 7% CET1 trigger with a 
temporary write-down mechanism.

Standard Chartered Eu500m 3.125% 10 year Tier 2: 
Standard Chartered issued a Eu500m 3.125% 10 year bullet 
Tier 2 on 14 November. IPTs were initially set at the mid-
swaps plus 225bp area, with the deal eventually printing at 
plus 220bp. 

Yorkshire £250m 4.125%10NC5: Yorkshire Building Soci-
ety printed a £250m 10NC5 4.125% deal on 14 November. 
The deal was initially marketed at Gilts plus 300bp-310bp, 
which was later revised to 290bp-295bp. Final terms were 
eventually set at plus 290bp, with a fi nal book size of ap-
proximately £1.2bn.

Lloyds issues dollar-denominated Tier 2 notes: Lloyds 
Banking Group sold a $1bn offering of Tier 2 notes on 29 
October. The notes were priced at 225bp over US Treasuries 
and garnered an order book of $3.5bn, following a 15bp 
upward revision to IPTs. The transaction marks the fi rst Yankee 
Tier 2 bond from Lloyds in four years.

BNP Paribas sells Tier 2 note: French lender BNP Pari-
bas returned to the Tier 2 market on 6 October with a euro-
denominated offering, opting for a 13NC8. IPTs for the notes 
were set at the mid-swaps plus 190bp-195bp area and re-
ceived strong interest from investors, achieving a total order 
book of Eu2.7bn. 

The strong demand allowed guidance to be tightened to 
185bp, before fi nal pricing at mid-swaps plus 183bp for a 
coupon of 2.625%. The issuer also launched a $1bn Tier 2 
3(a)(2) offering later in the session with IPTs at Treasuries plus 
220bp and a fi nal spread of 195bp. 
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Belgium’s KBC launched one of the more 
successful bank Tier 2 issues of Novem-
ber, a Eu750m 10 year non-call � ve deal 
on 18 November that attracted a Eu2bn 
book in spite of deteriorating market 
conditions.

Leads DZ, Goldman Sachs, JP Mor-
gan, KBC and Natixis went out with ini-
tial price thoughts of the mid-swaps plus 
210bp area and on the back of Eu1.8bn 
of interest tightened guidance to 200bp-
205bp over. � e paper was ultimately re-
o� ered at 198bp over mid-swaps with the 
� nal order book above Eu2bn. 

Bankers suggested that reasonable 
IPTs and issue size had contributed to a 
solid outcome for the transaction. Dirk 
Van Damme, head of capital markets, 
bond issues, at KBC, attributed the deal’s 
success to several factors.

“First of all this was our first public 
syndicated benchmark issue in sub-
ordinated Tier 2 format at the level of 
KBC Group,” he said. “Secondly, the 
credit spread and particularly the credit 
spread performance reflects the under-

lying credit quality of KBC Group.
“And then thirdly I must say that we 

met with tremendous demand, from 
large institutional investors from di� er-
ent areas across Europe. And therea� er 
some investors who missed the initial 
subscription period expressed interest in 
buying some paper.”

However, an investor noted that with 
TLAC considerations fresh in investors’ 
minds, issuing out of the holding com-

pany may not have been a positive factor, 
and that the deal traded down in the af-
termarket as the market weakened.

UK and Irish accounts were allocat-
ed 25% of the transaction, France 20%, 
the Benelux 19%, southern Europe 
13%, Germany 10%, Switzerland 9%, 
and others 4%. Fund managers took 
75%, insurance companies 13%, banks 
7%, central banks 3%, hedge funds 1%, 
and others 1%. 

KBC launches Group-level Tier 2
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Skandinaviska Enskilda Banken (SEB) 
reopened the AT1 market on 6 No-
vember with a debut $1.1bn (Eu883m, 
Skr8.17bn) perpetual non-call 5.5 issue 
with a coupon of 5.75% in the first Eu-
ropean bank AT1 supply since a deal for 
fellow Swede Nordea on 17 September.

The deal has a temporary write-
down trigger of 8% CET1 at group level, 
and 5.125% at bank level.

Leads Bank of America Merrill 
Lynch, Goldman Sachs, JP Morgan, SEB 
and UBS priced the deal at 385bp over 
mid-swaps on the back of a total order 
book of some $5.3bn.

“The bonds performed immedi-
ately in the secondary market to close 
100.125-100.25, with continued better 
buying from retail and institutional de-
mand,” said a syndicate official at one of 
the leads.

The deal reopened the market after 
a bout of volatility that came after Nor-
dea’s successful AT1 debut, and the ex-
ecution and a positive aftermarket per-
formance of the inaugural SEB AT1 of 
was welcomed by bankers.

“This is exactly what we needed to 
have: confidence return to a market that 
had not seen any AT1 supply for almost 
two months,” said Vincent Hoarau, head 
of FIG syndicate at Crédit Agricole CIB. 
“A strong name from the Nordic re-
gions, with an investment grade rating 
and a limited size showing immediate 
performance in the secondary market.

“The $1.1bn print size completely 
fills the issuer’s capital need and inves-
tors like that. The size element and the 
number of appearances of an issuer are 
gaining importance in this market and 
any type of scarcity element is valued 
by investors.”

In its capital planning, SEB had com-
municated that it planned to issue an 
AT1 before next summer, supplement-
ing a strong CET1 capital ratio, accord-
ing to John Arne Wang, head of treasury 
management at SEB, with the bank hav-

ing two legacy hybrid transactions that 
are callable in March 2015 equivalent to 
around Skr8bn (Eu865m, $1.08bn).

“Given our excellent ratios, we could 
obviously have waited longer than that, 
but ideally we like to take the opportu-
nity of refinancing ahead of such calls,” 
he said. 

“So in that respect we were always 
looking to optimise the capital struc-
ture on that kind of a timescale, and 
once we had the clarity on CRD IV 
from the Swedish FSA we were able to 
move ahead.”

This then left SEB with the choice of 
moving ahead before year-end, or issu-
ing in the first half of 2015, depending 
on how market conditions played out, 
said Wang.

“After the rather substantial market 
volatility seen in the first half of Octo-
ber, we have had a remarkable rebound, 
not only in equity markets but also in 
credit, where volatility has steadily de-
clined,” he said. “In connection with 
that we have seen an increased appe-
tite from investors and also the kind of 
positive backdrop we were looking for 
that would enable us to achieve attrac-
tive levels.”

“There hadn’t been any European 
AT1 transactions since the Nordea 

transaction in September and it wasn’t 
obvious that was going to happen now, 
but we had several days with construc-
tive market conditions spurred by the 
Japanese central bank and we felt fairly 
comfortable that throughout Novem-
ber there would be good opportunities. 
We also felt quite confident given the 
feedback from the market that inves-
tors would be open for business, with 
books not yet having started to close 
and indeed the rather dry period in 
the AT1 market having driven appetite 
higher, with significant cash to be put 
into action.”

Wang said that the strong outcome of 
the trade met with SEB’s expectations.

“It is always a challenge opening 
a market after a volatile period as you 
want to avoid having to pay up to get 
investors involved,” he said, “but the to-
tal book size of $5.3bn and more than 
360 accounts involved is not only a tes-
tament to SEB’s high credit quality, but 
given the circumstances an excellent re-
sult. We decided to go with a NC5.5 year 
transaction, which allowed us to utilise 
the steepness of the dollar swap curve, 
hence providing a more attractive head-
line coupon at no extra credit spread.

“We saw particularly strong support 
from many of the large real money in-
vestors,” he added, “of which Nordic in-
vestors made up a solid 35% share.”

Wang said that the concession paid 
versus Nordea’s outstanding transaction 
was low on a swapped basis.

“When you have a comparable trans-
action in the market the challenge is al-
ways that you will be priced versus that 
plus a new issue premium,” he said. “We 
saw the premium paid versus that par-
ticular transaction’s secondary levels in 
the mid-teens.

Wang said that SEB chose to tap the 
dollar market because on an after swap 
basis it was “considerably cheaper” 
than what could have been achieved in 
euros. 

SEB draws $5.3bn for $1.1bn debut AT1 reopener

John Arne Wang, SEB
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Aareal Bank on 13 November became 
only the second German bank to issue an 
AT1, and did so at its second attempt, hav-
ing postponed its transaction in Septem-
ber when market conditions deteriorated.

� e German lender had been ex-
pected to issue Additional Tier 1 a� er 
the German � nance ministry in April 
clari� ed the tax treatment of the new in-
struments, paving the way for Deutsche 
Bank to open the German sector in May. 
Aareal had previously said that it would 
seek to issue AT1 capital in conjunction 
with repaying Eu300m of remaining si-
lent participation hybrid capital to SoF-
Fin, the German government’s Financial 
Market Stabilisation Fund.

To this end, Aareal embarked upon 
a roadshow for a Eu300m temporary 
write-down 7% CET1 trigger issue on 19 
September. However, the market quickly 
took a turn for the worse.

“� e � rst day of the roadshow was 
a good day in the market,” said Tobias 
Engel, head of capital markets at Aareal 
Bank. “But from this day onwards 
spreads moved higher almost every day.”

In light of the deteriorating conditions 
Aareal postponed its issue, but neverthe-
less repaid the SoFFin capital in October.

“From our side we had no pressure to 
do it,” said Engel. “We repaid So�  n with-
out issuing the AT1. So we then tried to 

� nd a good market opportunity to issue 
the bond.”

� e market then awaited and digested 
the Comprehensive Assessment, with 
Fitch — which rates Aareal’s AT1 B+ 
— noting that the bank’s CET1 ratio of 
11.4% under the ECB’s adverse scenario 
was the � � h highest of 16 rated German 
banks tested.

� e bank waited until a� er it released 
its third quarter results on 11 November 
to return with its AT1 and by that time 
market conditions had improved.

“We took the earliest opportunity,” 
said Engel, “talking to investors the next 
day, with a conference call, and printing 
on the 13th.”

Leads BNP Paribas, Deutsche and 
HSBC went out with initial price 
thoughts of the 8% area for the perpetual 
non-call April 2020 issue and, with in-
dications of interest approaching Eu1bn 
within two hours, released guidance of 
the 7.75% area. � e � nal order book to-
talled Eu1.5bn, with over 180 accounts, 
allowing for pricing on the Eu300m is-
sue of 7.625%, despite what a lead banker 
said was noticeable price sensitivity.

“It was � nally a positive result,” said 
Engel. “We issued what we planned, 
Eu300m, on the back of a � ve times over-
subscribed book.”

He was philosophical about the pric-

ing that was ultimately achieved a� er the 
postponement.

“� ere were times when we thought 
it would be possible to print such a deal 
at a tighter level — but not in this market 
environment,” he said.

“� e deal is trading around par,” he 
added, “and so it seemed we ended up 
with a fair market price for this bond.”

Germany was allocated 37% of the is-
sue, the UK 31%, the Nordics 8%, Switzer-
land 6%, other Europe 11%, and others 7%.

”I think this was the highest German 
participation in percentage points of any 
AT1 transaction,” said Engel. “Ahead of 
the transaction we had not expected Ger-
many to be so strong.

“We have the feeling that it was partly 
thanks to our reputation in Germany 
currently being quite strong that partici-
pation was higher.”

He said that there were several reasons 
why Aareal used a high trigger structure.

“An important one is that we wanted 
to achieve an e�  cient capital structure 
and, being a small bank and unlikely to 
be a regular AT1 issuer, the bond should 
also meet capital requirements in the 
coming years,” said Engel, “and there 
might be the risk that in the future low 
trigger instruments are not recognised as 
strongly as high trigger.” 

Aareal sells inaugural AT1 after postponement

Tobias Engel, Aareal

RUSSIA, MIDDLE EAST IN BRIEF

Alfa sells Tier 2, Burgan AT1
Alfa Bank $250m 9.5% 10.25NC5.25 Tier 2: On 13 November Russian 
lender Alfa Bank issued $250m of 10.25NC5.25 Tier 2 Notes at 9.5%, the lower 
end of price guidance of 9.50%-9.75%. As is customary for Russian Basel III 
instruments, the notes contain a contractual Point Of Non-Viability clause, based 
on which the notes will be written down if the issuer’s CET1 falls below 2% or in 
the event of Deposit Insurance Agency Bankruptcy Prevention Measures.

Burgan prices AT1: Burgan Bank sold a $500m AT1 note on 23 September. The 
Kuwaiti lender released IPTs of the low to mid-7s for its PerpNC5 AT1 deal the day 
before. Final guidance for the Reg S-only notes was set at 7.25%-7.375%, before 
pricing at the tight end at 7.25% on the back of an order book of over $750m. 
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Insurance companies played a leading 
role in the autumn hybrid market, with 
issuers keen to take advantage of low 
yields and the approach of the forthcom-
ing implementation of Solvency II acting 
as a catalyst.

Companies including BNP Paribas 
Cardif, CNP Assurances and Crédit Ag-
ricole Assurances were among those to 
access the market in October and No-
vember, with further issuance expected 
going into year-end of both perpetual 
and Tier 2 issuance. Insurers including 
Axa and Generali meanwhile embarked 
upon liability management exercises (see 
separate article).

According to Robert Chambers, FIG 
syndicate manager at Crédit Agricole 
CIB, the forthcoming changes to the 
regulatory environment for insurers are 
a factor in the brisk supply.

“Issuers want to anticipate the adop-
tion of future Solvency II rules in 2016,” 
he said. “� e recent deals should bene� t 
from grandfathering treatment as Tier 1 
capital during the transitional period and 
are expected to be eligible as Tier 2 under 
Solvency II a� er the � rst call date.”

Crédit Agricole Assurances (CAA) on 
7 October launched a debut bond issue, 
a Eu750m perpetual non-call 11 sub-
ordinated deal. According to Gregory 
Erphelin, CFO of CAA, the inaugural 

transaction was driven by changes un-
der Solvency II and to Standard & Poor’s 
methodology that make it economically 
more e�  cient for the unit to see external 
subordinated funding rather than meet 
its needs internally from Crédit Agricole 
SA (see Q&A for full details).

Lead Crédit Agricole CIB priced the 
deal at the tight end of guidance, at 335bp 
over mid-swaps, a� er having gone out 
with initial price thoughts of the mid-
swaps plus 340bp area and then built a 
book of Eu2bn comprising 124 accounts.

CNP Assurances returned to the 
market after a Eu500m 31NC11 issue 
in May to sell a Eu500m PerpNC10 on 
12 November. Leads Crédit Agricole 
CIB, Deutsche Bank, Natixis, Nomura, 
RBS and Société Générale went out with 
IPTs of mid-swaps plus 330 bp for the 
Eu500m no-grow deal, and ultimately 
priced the issue at 310bp over on the 
back of a Eu6.5bn order book including 
over 400 investors.

“� e level of demand for insurance 
sector paper is extremely high as net sup-
ply has been limited,” said Chambers, 
noting that some of the other recent is-
suance had been part of liability manage-
ment exercises. “When we announced 
guidance, the order book doubled in just 
10 minutes as investors rushed to upsize 
their orders ahead of the books closing.

“Some of the high quality real money 
accounts did reduce or remove their or-
ders as we approached fair value, but the 
overall level of interest ensured the bonds 
traded well in the secondary market.”

� e issue was priced with a coupon 
of 4% and Vincent Damas, director for 
ALM and funding at CNP Assurances, 
noted that the prevailing level of interest 
rates was very favourable for issuers.

“We also see that credit spreads are at 
their lowest levels of the last � ve years – 
although they are still wider than before 
the 2008 banking crisis,” he added.

(See CNP Assurances Q&A for full 
details.) 

Insurers tap into demand ahead of Solvency II

EIOPA, Frankfurt

NEWS IN BRIEF

Perps, tenders and Tier 2 offerings
BNP Paribas Cardif Eu1bn 4.032% PerpNC11: French in-
surer BNP Paribas Cardif sold a benchmark Eu1bn PerpNC11 
note on 18 November. Initial price thoughts (IPTs) for the notes 
were set at mid-swaps plus 300bp, with fi nal guidance being 
set at mid-swaps plus 295bp following a mid-morning order 
book of Eu1.5bn. With fi nal books in the region of Eu1.9bn, 
the notes were ultimately priced at mid-swaps plus 293bp for a 
coupon of 4.032% fi xed until the fi rst call date, with a fl oating 
interest rate at three month Euribor plus 393bp payable quar-
terly in arrear thereafter. Contrary to the majority of the recent 
undated issues, the notes do not contain optional deferral.

Society of Lloyd’s announces tender offer results: The 
Society of Lloyd’s on 30 October announced the results of an 
any-and-all cash tender launched in conjunction with a £500m 
10 year 4.75% Tier 2 offering. Lloyd’s bought back £148.696m 
of £153.241m of targeted 21NC11 6.875% notes for a fi xed 
price of 105.75%. The transaction was structured in order for 
the issuer to “benefi t from reorganisation of its own funds with 
the intention of complying with the requirements of Directive 
2009/138/EC of the EU (as amended) on the taking-up and 
pursuit of the business of insurance and reinsurance (Solvency 
II) as implemented in the UK and applicable to Lloyd’s”.
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NEWS IN BRIEF (CONTINUED)

Helvetia S/V taps Tier 2 notes: Swiss insurance fi rm Hel-
vetia S/V tapped newly-issued Tier 2 notes on 8 October, less 
than a week after their initial launch. The tap was launched 
on both tranches, with Sfr75m added to 3.5% PerpNC5.5 
notes and Sfr25m to 4% 30NC10 notes taking the total new 
issue sizes to Sfr400m and Sfr225m, respectively. The notes 
were issued to partly fi nance the acquisition by Helvetica S/V 
of the Nationale Suisse Group.

RSA prices 31NC11 Tier 2 note: UK-based insurance 
company RSA Insurance Group priced a £400m 31NC11 
Tier 2 note on 2 October. IPTs for the deal were initially re-
leased at Gilts plus 280bp-290bp. With an order book of 
over £700m, fi nal pricing was set at Gilts plus 280bp for a 
coupon of 5.125%, the tight end of IPTs.

ASR Nederland completes tender offer, new issue: ASR 
Nederland announced on 26 September the results of a cash 
tender offer on its outstanding Eu386.3m 10% step-up Per-
pNC2019 and Eu37.7m 7.25% non-step-up PerpNC2019, 
with Eu192.3m and Eu20.7m, respectively, accepted. The is-

suer priced a Eu500m fi xed-to-fi xed PerpNC10 note at mid-
swaps plus 395bp, the wide end of initial guidance. ASR had 
held a European roadshow before pricing the deal.

MACIF in sub-for-sub exchange offer: MACIF an-
nounced on 23 September an any-and-all exchange offer 
on its outstanding Eu150m 4.625% fi xed-to-fl oating Per-
pNC2015 subordinated notes, with a 101.50% exchange 
price. Bondholders were offered the opportunity to switch 
into new PerpNC2024 subordinated notes and the insurer 
on 1 October priced a Eu124.4m issue at 280bp over mid-
swaps.

SCOR prices Tier 2 note: French reinsurer SCOR sold a 
euro-denominated PerpNC11 note on 25 September. Books 
were opened at the mid-swaps plus 287.5bp area for the 
Eu250m no-grow offering. The deal attracted over Eu1.5bn 
orders, allowing the notes to be priced at mid-swaps plus 
270bp, the tight end of the guidance. The note was the in-
surer’s fi rst issue in the euro market for over eight years and 
it held a roadshow for the deal the week before launch. 

Axa and Generali completed liability 
management exercises taking in perpet-
ual subordinated notes in October and 
November, in what is expected to be a 
growing theme for the insurance sector 
going into 2015.

Axa launched its any-and-all ex-
change o� er on 29 October as part of 
active manageme nt of its re� nancing 
programme aimed at ensuring adequate 
visibility and optimal terms for the re-
newal of its outstanding debt maturities 
in the coming years, according to the in-
surance company.

Axa repurchased an average 57% 
of two euro-denominated and two 
sterling-denominated fixed-to-floating 
perpetuals, and issued a new Eu984m 
PerpNC24 and a £723.9m PerpNC26, 
with the exchange made on a par for 
par basis and the exchange premium 
paid in cash. The dealers were BNP 
Paribas, Commerzbank, Crédit Ag-
ricole CIB, Deutsche Bank, HSBC, 
Natixis and Société Générale.

“� e high level of participation from 
investors is extremely encouraging for 
the insurance sector,” said Chambers. 
“For issuers the bene� ts are obvious: the 
transaction can provide economic ben-
e� ts through a reduction in the cost of 
funding, while also maintaining or in-
creasing regulatory capital levels.

“� e market is tried and tested for ex-
change o� ers and we would expect con� -
dence to grow around such transactions.”

Generali launched its exercise the 
week after Axa, on 6 November, say-
ing the tender offer and new issue was 
“in line with the Generali’s pro-active 
approach of efficiently refinancing its 
debt by addressing notes with first call 
dates falling between June 2016 and 
February 2017, with the aim of reduc-
ing interest costs during the next years 
and [to] optimise its regulatory capital 
structure”.

The insurer tendered for three un-
dated subordinated notes and priced 
a new Eu1.5bn PerpNC11 issue. 
Eu2.01bn equivalent was tendered in 
the offer, representing around 59% of 
Eu3.42bn equivalent of targeted notes, 
and the issuer accepted Eu1.36bn 
equivalent, 40% of the targeted out-
standings. The new notes were priced 
on 14 November at 350p over mid-
swaps, the middle of IPTs. 

Axa, Generali optimise through LM exercises
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Bank of China opens AT1, BoCom takes Asians to euros

CCB, Xinhui

Bank of China sells China’s fi rst 
Basel III-compliant AT1 prefer-
ence shares: Bank of China sold 
its debut offering of AT1 preference 
shares on 15 October. The US dollar-
settled CNY39.94bn PerpNC5 offer-
ing marks the world’s largest single 
issue of AT1 capital, and China’s fi rst 
Basel III-compliant AT1 instrument. 
The issue targeted no more than 
200 qualifi ed investors. Following a 
strong order book of $21.8bn, it was 
priced at 6.75%, tighter than the initial 
thoughts of 6.875%-7.000% area. 

The main structuring elements are 
outlined below: 
 The offering (structured as Of f-
shore Preference Shares) is a direct 
issue out of Bank of China Limited. 
Each Offshore Preference Share has 
a par value of RMB100, a minimum 
subscription amount of 20,000 and 
integral multiples of 100 Offshore 
Preference Shares in excess thereof. 
However, all the amounts due un-
der, and all claims arising out of 
or pursuant to, the Offshore Pref-
erence Shares from or against the 
bank shall be payable and settled 
in US dollars only, with a fi xed ex-
change rate; 
 Payments of dividends are subject 
to restrictions linked to Distributable 
Profi ts and the issuer’s discretion 
(which requires a shareholders reso-
lution). Nevertheless, the instrument 
contains a parity and junior dividend 
stopper; 
 The Offshore Preference Share-
holders will irrevocably and com-
pulsorily convert into H Shares 
(Hong Kong-listed shares with a 
nominal value of RMB1.00 each 
in the ordinary share capital of the 
Bank, and traded in Hong Kong 
dollars) upon an “Additional Tier 1 
Capital Instrument Trigger Event” 

(CET1 trigger of 5.125%) or a “Tier 
2 Capital Instrument Trigger Event” 
(i.e. a point of non-viability). The 
conversion price is fi xed, subject to 
the usual adjustments; 
 The Offshore Preference Shares 
and the rights attached to them are 
governed by the law of the People’s 
Republic of China;
 The instrument is rated Ba2 by 
Moody’s and BB- by S&P.

Bank of China CNY32bn 6.000% 
AT1 preferred shares: Bank of Chi-
na priced a CNY32bn ($5.23bn-equiv-
alent) onshore offering of AT1 preferred 
shares via a private placement on 18 
November. The transaction follows the 
issuer’s $6.5bn offshore Basel III-com-
pliant AT1 issue. The transaction was 
well received by investors, with insur-
ance funds and wealth management 
arms of onshore banks being a signifi -
cant proportion of the demand.

Bank of China $3bn 10 year bul-
let Tier 2: Bank of China sold its 
debut Basel III-compliant $3bn 10 
year bullet Tier 2 on 5 November. 
The offering was opened at 300bp 
over Treasuries, before tightening to 
270bp-280bp on the back of strong 
orders. It fi nally gained an order book 

of over $18bn from 580 accounts, al-
lowing the deal to price at 270bp over 
Treasuries for a coupon of 5%, 30bp 
tighter than initial price talk. The deal 
followed a series of investor meetings 
in both Asia and the US.

The notes will be fully and perma-
nently written down upon a contractual 
point of non-viability, defi ned as the 
earlier occurrence of (1) the regulator 
decides that a write-off is necessary, 
without which the issuer would become 
non-viable, or (2) any relevant authority 
decides that a public sector injection of 
capital or equivalent support is neces-
sary, without which the issuer would be-
come non-viable.

CCB CNY2bn 10NC5 Tier 2: China 
Construction Bank (CCB) sold a Reg S 
Basel III-compliant 10NC5 Tier 2 Note 
on 5 November. The CNY2bn offering 
priced at 4.9% from initial guidance of 
the 5.25% area following CNY13.7bn 
of orders from over 140 accounts.

Bank of Communications sells 
Basel III-compliant Tier 2 notes: 
Chinese lender Bank of Communi-
cations (BoCom) sold a $1.2bn Tier 
2 note on 24 September. The notes 
were priced 5bp tighter than initial 
guidance on the back of a $1.8bn or-
der book. The following day BoCom 
priced a Eu500m 3.625% 12NC7 
note at mid-swaps plus 300bp, down 
from IPTs of the low 300 area. 

The trade marks BoCom as the fi rst 
Asian Bank to issue Basel III-compliant 
notes in euros.

The notes will be written off in full if 
the China Banking Regulatory Commis-
sion declares the bank to be no longer 
viable without a write-down, or if any 
other relevant authority decides state 
support is necessary to avoid the issuer 
becoming non-viable. 
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� e European Central Bank announced 
the results of its Comprehensive Assess-
ment of 123 banks’ capital on 2 November 
and the market was relieved that the results 
contained no major negative surprises.

� e joint exercise with the European 
Banking Authority comprised an Asset 
Quality Review (AQR) and Stress Test, 
with the latter conducted under baseline 
and adverse scenarios. � e results were 
based on � gures as at the end of 2013.

Twenty-� ve banks failed the stress 
test under the adverse scenario, meaning 
that their CET1 ratio would fall below 
5.5%, but of these 11 had already taken 
measures in 2014 to improve their capital 
ratios. � is le�  14 banks still fa iling and 
their combined shortfall was Eu24.6bn, 
according to Crédit Agricole CIB analysts.

� e biggest shortfall was at Monte dei 
Paschi di Siena, which had a Eu2.11bn 
capital shortfall. Like other institutions 
that failed, it has since taken actions to 
address the shortfall and in MPS’s case 
this includes a sale of the bank.

Although some questions were raised 
about the methodology used — for ex-
ample, de� ation risk being untested and 
litigation issues not being taken into ac-
count — the results were generally well 
received by the markets.

“� e review seems harsh enough to 
be convincing but still manageable for 
banks,” said the Crédit Agricole CIB ana-
lysts. “� is should improve con� dence, 
and we see this outcome as positive for 
the whole sector, notably on the subordi-
nated segment.”

Indeed, after the results were an-
nounced on the Sunday, SEB reopened 
the AT1 market on Thursday, 6 Novem-
ber (see separate article), while other 
institutions saw the way open to access 
the market.

“Doing a subordinated capital deal 
fairly closely ahead of the announcement 

of the stress test results would have been 
rather inappropriate,” said a funding of-
� cial at one bank that went on to issue in 
the a� ermath. “I think that’s why several 
banks waited to take a decision on going 
ahead with such deals.”

An investor meanwhile said that the 
outcome of the exercise should help the 
asset class.

“It is very positive for AT1,” he said, 
“because what you can basically see is 
that if that stress test played out, no AT1 
would have been triggered.

“But at the same time,” he added, “if 
you really had these losses, it’s very likely 
that most of the coupons would also have 
been deferred by 2016.”

He said that the results were in line 
with his expectations.

“I think they perhaps should have 
been a bit more stringent with the de� ni-
tion of capital,” he added. “Some of the 
larger banks looked a bit better than they 
should have because they used phased-
in rather than fully-loaded numbers, and 
what was missing was the litigation and 
operational risk. And the ECB said itself 
that DTAs were treated too generously.

“So they have to tighten things up a 
bit going forward, but otherwise, the rest 
was good.” 

ECB stress test results: keep calm and carry on

Danièle Nouy, chair of the supervisory 
board of the Single Supervisory 
Mechanism, discusses the results

Capital shortfalls of banks that failed
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ASIA-PACIFIC (EX-CHINA), LATIN AMERICA

Aussies, Koreans busy, plus Japan, India and Peru, too

QBE, Sydney

QBE Insurance Group $700m 
6.75% 30NC10 Tier 2: Australian In-
surance group QBE Insurance priced a 
$700m Tier 2 note on 24 November. 
The notes were initially marketed with 
guidance of the 7% area, which was 
revised to the 6.875% area plus or mi-
nus 12.5bp on the back of books in the 
region of $2bn. The deal was fi nally 
priced at 6.75%, the tighter end of guid-
ance. Contrary to European structures, 
the notes contain contractual principal 
loss-absorption.

NAB Eu750m 10NC5 Tier 2: Na-
tional Australia Bank (NAB) sold the fi rst 
euro-denominated Basel III-compliant 
Tier 2 note from an Australian issuer on 
5 November. Books for the 10NC5 deal 
were opened with initial price thoughts 
(IPTs) of the 175bp over mid-swaps 
area. Guidance was later revised to 
170bp plus or minus 5bp, following an 
order book of Eu1.75bn. The Eu750m 
offering fi nally priced at 165bp over 
mid-swaps for a coupon of 2%, the tight 
end of guidance.

CBA sells AUD-denominated Basel 
III-compliant Tier 2 Notes: Com-
monwealth Bank of Australia (CBA) 
completed a Basel III-compliant issu-
ance of Tier 2 capital following a series 
of institutional investor meetings that 
took place in Sydney and Melbourne at 
the end of October. The A$1bn offering 
was priced in the middle of formal guid-
ance, at 195bp over three month BBSW.

Dai-ichi Life Insurance sells Perp 
NC10 subordinated notes: Dai-ichi 
Life Insurance sold $1bn of 144A/Reg 
S PerpNC10 subordinated notes on 23 
October. The notes feature a fl oating 
rate reset at 368bp over three month 
US dollar Libor on the fi rst call date. Ini-
tial guidance for the notes was set at the 

5.375%-5.5% area, before fi nal pric-
ing considerably tighter at 5.1% on the 
back of an order book of over $10bn.

Korean Re sells Korea’s fi rst insur-
ance hybrid notes: Korean Reinsur-
ance Company sold a 30NC5 offering 
of subordinated notes on 14 October. 
The Reg S notes were capped at $200m, 
an amount targeted in order to improve 
the insurer’s ratings. Following IPTs at 
4.875%, the offering gained an order 
book of $1.2bn, allowing pricing to be 
tightened to 317bp over US Treasuries 
for a coupon of 4.5%. The notes have a 
fi rst call date in 2019 and a reset from 
2024 onwards every fi ve years to the 
prevailing fi ve year US Treasury rate plus 
the initial spread and a 100bps step-up.

IDBI sells Basel III-compliant AT1 
notes: Industrial Development Bank of 
India (IDBI) sold a Rs25bn domestic of-
fering of Basel III-compliant AT1 notes 
on 15 October. The issue marks the fi rst 
AT1 issuance in India following modi-
fi cations made to the Basel III guide-
lines by the Reserve Bank of India on 1 
September. The PerpNC10 offering was 
priced at 10.75%.

KEB sells inaugural Tier 2 notes: 
Korea Exchange Bank sold its fi rst offer-

ing of Basel III-compliant Tier 2 notes on 
7 October. Initial guidance on the 10 
year bullet was announced at around 
210bp over 10 year US Treasuries, with 
the issue size for the offering capped at 
$300m. The order book for the transac-
tion reached over $3bn, allowing the 
notes to be priced at 185bp over Trea-
suries, 25bp tighter than initial guidance.

Hana Bank sells Basel III-compli-
ant Tier 2 notes: Hana Bank complet-
ed the sale of its fi rst Basel III-compliant 
Tier 2 notes on 25 September. IPTs for 
the $300m 10 year bullet offering were 
launched at the Treasuries plus 225bp 
area, before pricing at plus 195bp, the 
tighter end of guidance, on the back of 
a $2bn order book from 150 accounts.

BBVA Continental sells Tier 2 note: 
BBVA C ontinental, the Peruvian arm of 
Spanish lender BBVA, sold a 15NC10 
Tier 2 Note on 15 September. IPTs were 
launched at the 300bp over Treasur-
ies area for the notes, which feature a 
coupon reset to the prevailing fi ve year 
Treasury plus the initial credit spread af-
ter 10 years. It was indicated from the 
outset that the deal would be a $300m 
no-grow. The deal achieved an order 
book of $2.4bn, allowing the notes to 
be priced at Treasuries plus 275bp. 
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Basel III Min. CET1

� e Financial Stability Board (FSB) on 
10 November issued for public consulta-
tion policy proposals consisting of a set 
of principles and a detailed term sheet on 
the adequacy of loss-absorbing and re-
capitalisation capacity of global systemi-
cally important banks (G-SIBs). � e pro-
posals respond to the call by G20 leaders 
at the 2013 St Petersburg summit.

� e deadline for responses is 2 Febru-
ary 2015. � e FSB will revise the princi-
ples and term sheet in light of the public 
consultation and � ndings from a quantita-
tive impact study (QIS), currently sched-
uled for early 2015, and market survey 
(to gauge the depth of markets for eligible 
Total Loss Absorbing Capital (TLAC) in-
struments). � ey will then submit a � nal 
version to the G-20 by the 2015 summit. 
� e conformance period for the TLAC 
requirement will be informed by the QIS, 
but will not be before 1 January 2019.

Minimum TLAC and relationship 
with Basel III capital requirements 
and CBR — risk of MDA restrictions
� e FSB is proposing that a single specif-
ic minimum Pillar 1 TLAC requirement 
be set (1) within the range of 16%-20% 
of RWAs, and (2) at least twice the Basel 
III Tier 1 leverage ratio requirement. � e 
� nal calibration of the common Pillar 1 
minimum TLAC requirement will take 
into account the results of this consul-
tation and the QIS and market survey. 
Additional Pillar 2 TLAC requirements 
could also be added. However, the overall 
requirement does not seem to be propor-
tioned to the size of the G-SIB bu� er.

Minimum TLAC is de� ned as an ad-
ditional, rather than parallel, capital re-
quirement to the Basel III framework. 
It will sit below the Combined Bu� er 
Requirement (CBR), and only CET1 in 
excess of the Basel III minimum regula-
tory capital requirements and minimum 
TLAC may count towards the CBR.

According to the document, a breach 
of the minimum TLAC requirement 

could trigger the same restrictions set 
out in the Basel III framework for the 
duration of the breach, i.e. the MDA. 
However, this would technically be the 
consequence of the indirect breach of the 
CBR, rather than the TLAC per se, due 
to the principle of no-double-counting 
set out above. For example, if a TLAC-
qualifying Tier 2 instrument matures and 
is not replaced, the amount will have to 
be � lled by CET1, which will not be able 
to be counted for the CBR, with the as-
sociated possibility of a breach.

Eligible instruments and role 
of (debt) hybrid and senior 
unsecured instruments — 
minimum 33% on TLAC
All regulatory capital instruments issued 
by the resolution entity or resolution 
entities of a � rm and held by third par-
ties will be eligible to satisfy minimum 
TLAC requirements. In addition, there is 
an expectation that the sum of a G-SIB’s 
resolution entity or entities’ (i) Tier 1 and 
Tier 2 capital instruments in the form of 
debt plus (ii) other eligible TLAC that is 
not regulatory capital, should be equal to 
or greater than 33% of their minimum 
TLAC requirements, so that there will be 
su�  cient resources available in resolu-
tion. It is not clear what the reference to 
debt-form should precisely refer to.

Below is a table summarizing the total 
TLAC and the quota for additional sen-
ior and hybrid instruments (assuming 
no CCyB, Systemic Risk Bu� er or Pillar 
2 bu� er(s), where included in the CBR, 
and a 2.5% limit on the use of senior un-
secured instruments — see below).

Other requirements include redemp-
tion restrictions (prohibition from re-
deeming eligible external TLAC without 
supervisory approval), governing law, 
and a minimum remaining maturity of at 
least one year. Authorities will also have 
to ensure that the entire TLAC maturity 
pro� le would be adequate to sustain peri-
ods of impaired market access.

� e document also adds the possibil-
ity for “credible ex-ante commitments” 
from resolution authorities to be counted 
towards the TLAC, subject to a cap of 
2.5% of RWA and other conditions. How-
ever, there must be “no particular limit 
speci� ed in law in respect of the amount 
which may be contributed”, which might 
disqualify the European SRF.

Eligibility of senior unsecured 
Instruments — confl icts with the 
BRRD framework 
Based on the priority requirements for 
eligible external TLAC, there are three 
base alternatives for the inclusion of Sen-
ior Unsecured instruments:

Regulatory updates
TLAC: FSB releases proposals

Source: Crédit Agricole CIB

Total TLAC and quotas for additional senior and hybrid instruments (% RWA)
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 Contractual subordination: con-
tractually subordinated to all exclud-
ed liabilities on the balance sheet of 
the resolution entity; or
 Statutory subordination: junior in 
the statutory creditor hierarchy to 
all excluded liabilities on the balance 
sheet of the resolution entity; or
 Structural subordination: issued 
by a resolution entity that does not 
have excluded liabilities on its balance 
sheet (for example, a holding compa-
ny or a special purpose vehicle) and 
the proceeds down-streamed from the 
resolution to subsidiaries in a form 
that subordinates the eligible liabili-
ties to the excluded liabilities of sub-
sidiaries. � erefore there is no need 
for the TLAC issued from the resolu-
tion entity itself to be contractually or 
statutorily subordinated.

Senior unsecured bonds issued from 
banks subject to the BRRD framework, 
and governed by EU laws, might be able 
to qualify for TLAC under the second 
alternative above (statutory subordina-
tion). Nevertheless, the presence of de-
rivatives within the TLAC-excluded list 
could create a problem for European is-
suers, as equally-ranking senior bonds 
might fall short of the requirement above.

In the absence of an HoldCo/OpCo 
group structure that could make the 
structural subordination option feasible, 
the document con� rmed the waiver intro-
duced in a 21 September version, i.e. the 
possibility to include senior unsecured in-
struments up to a maximum usage of 2.5% 
on RWAs (or more if the � nal calibration 
of the common Pillar 1 minimum TLAC 
requirement exceeds 16% RWA).

Location of TLAC within group 
structures — resolution entities 
and material subsidiaries
Under the proposal, a minimum TLAC 
requirement will apply to each resolution 
entity within each G-SIB and will be set 
in relation to the consolidated balance 
sheet of each resolution group.

Moreover, each material subsidiary (as 
de� ned in the document) of a G-SIB that 
is not a resolution entity should meet an 
internal TLAC requirement by maintain-
ing a minimum amount of eligible inter-
nal TLAC of 75%-90% (the range will be 
reviewed in the QIS and the actual � gure 
within that range would be determined by 
the relevant host authority in consultation 
with the home authority of the external 
Pillar 1 minimum TLAC requirement that 
would apply to the material subsidiary if it 
were a resolution entity).

Tier 1 and Tier 2 regulatory capital 
instruments issued externally by a ma-
terial subsidiary may count toward that 
material subsidiary’s internal TLAC re-
quirement, but only to the extent that: 
(a) the relevant host authority can ex-
pose them to loss, or convert them to 
equity at the point of non-viability, 
without applying resolution tools to 
the subsidiary; (b) they are recognised 
as Tier 1 or Tier 2 capital instruments 
for the purpose of consolidated capital 
requirements applicable at the level of 
the resolution entity, under the rules set 
out in paragraphs 62 to 64 of the Basel 
III framework; and (c) home and host 
authorities agree that the quantum of 
externally issued regulatory capital does 
not pose a “change of control” risk in 
resolution that would be inconsistent 
with the agreed resolution strategy.

Timing
As mentioned above, the � nal timing for 
the enforcement of the requirements is still 
undecided, but the document con� rmed 
that it will not be earlier than 1 January 
2019. Nevertheless, � rms’ TLAC positions 
will have to be disclosed and monitored “at 
an earlier date”. G-SIBs that are headquar-
tered in emerging markets will not, initial-
ly, be subject to the requirement.

� e European Banking Authority (EBA) 
on 28 November launched a public con-
sultation on dra�  Regulatory Technical 
Standards (RTS) further specifying the 
criteria to set the Minimum Requirement 
for Own Funds and Eligible Liabilities 
(MREL) laid down in the Bank Recovery 
& Resolution Directive (BRRD).

� e BRRD does not establish a com-
mon minimum MREL, but actual levels 
should be adapted to re� ect the resolvability, 
risk pro� le, systemic importance and other 
characteristics of each institution. � ese 
RTS aim to further specify these minimum 
criteria in order to achieve an appropriate 
degree of convergence in how they are ap-

plied and interpreted across Member States, 
and ensure that similar levels of MREL can 
be set for similar institutions.

Below is a summary of the dra�  RTS. 
� e deadline for the submission of com-
ments is 27 February 2015. A public hear-
ing will take place at the EBA premises on 
19 January.

Basic MREL, i.e. CRR/CRD IV 
Pillar 1 and 2 requirements 
+ the amount needed to 
recapitalise the resolved fi rm 
(equivalent minimum CRR/
CRD IV requirements + market 
confi dence add-on)

� e MREL will be � rst calibrated so as to 
ensure that there are enough own funds 
and eligible liabilities available to (1) absorb 
losses and (2) contribute to recapitalisation, 
which lead to two main additive metrics:

1. Loss absorption (Art. 2) (equal 
to the CRR/CRD IV requirements 
including Pillar 2 and leverage 
ratio, if any)
� e CRR/CRD IV regulatory capital re-
quirements (both Pillar 1 and 2) and 
bu� ers already re� ect a judgement of the 
supervisor and regulatory community 
about the level of unexpected losses an 
institution should be able to absorb. It is 

EBA launches MREL RTS consultation

BIHC5_TLAC_4.indd   14 16/12/2014   10:04:02



REGULATORY UPDATES

NOV/DEC 2014   BANK+INSURANCE HYBRID CAPITAL   15

therefore proposed that as a baseline the 
resolution authority should seek to ensure 
that losses equal to capital requirements 
(including bu� ers) can be absorbed.

2. Recapitalisation (Art. 3) (set at “0” 
for those banks that can be liquidated)
� e resolution authority will determine 
the amount of recapitalisation that would 
be required to implement the preferred 
resolution strategy identi� ed in the reso-
lution planning process. � is recapitalisa-
tion amount is only necessary for those 
institutions for whom liquidation under 
normal insolvency processes is assessed 
not to be feasible and credible. Hence, for 
those banks that can be liquidated, the re-
capitalisation amount may be zero. � is 
evaluation consists of two parts. 

 � e � rst creates a link between 
MREL and the capital ratio (including 
any leverage ratio requirement that has 
been applied) necessary to comply with 
conditions for authorisation for the in-
stitution a� er resolution. Based on the 
CRR/CRD IV framework an institution 
would have to comply, immediately af-
ter resolution, at a minimum, with the 
8% total capital ratio requirement and 
any Pillar 2 capital requirement that the 
authorities have set (and potentially any 
leverage ratio requirement).
 � e second part of the recapitalisa-
tion criterion is to ensure su�  cient 
market con� dence in the institu-
tion. � e dra�  RTS proposes that this 
should be assessed by considering how 
much is needed to restore the capital 
bu� ers established by CRD IV, and, for 
Globally Systemically Important Insti-
tutions (G-SIIs), to reach similar capi-
tal levels to the � rm’s peer group.

See table for an example provided by the 
EBA of the application of the capital and 
resolvability criteria.

Further adjustments for exclusions, 
deposit guarantee scheme 
contributions and systemic risks

1. Adjustment for deposit guarantee 
scheme contributions (Art. 4)
Article 109 permits the use of deposit 
guarantee funds in resolution, but lim-
its their contribution to the lesser of a) 
the amount of losses covered depositors 
would have borne in insolvency, or b) 50% 
(or a higher percentage set by the mem-
ber state) of the target level of the deposit 
guarantee fund. � e RTS proposes that 
resolution authorities should be required 
to set MREL to ensure that these limits 
would be respected if losses equal to the 
amount determined for purposes of the 
� rst criteria were incurred.

2. Adjustment for bail-in-able 
liabilities (Art. 5)
Bail-in-able liabilities (i.e. those which 
meet the conditions for inclusion in the 
amount of own funds or eligible liabili-
ties) may be excluded from loss in this 
way and so not be able to contribute to 
the absorption of losses or recapitalisa-
tion. If this contingency is envisaged in 
the resolution plan, the MREL needs to be 
increased to account for their exclusion. 
Additionally, exclusion of liabilities from 
loss increases the amount of loss or re-
capitalisation that must be borne by other 
liabilities. If a su�  ciently large amount of 
excluded liabilities rank equal to or jun-
ior to in insolvency any liabilities that are 
bailed in, this could result in holders of 
bailed-in liabilities receiving worse treat-
ment than in insolvency, and so being eli-
gible for compensation.

3. Size and systemic risk (Art. 7)
For G-SIIs and Other Systemically Impor-
tant Institutions (O-SIIs), resolution author-
ities are therefore required to assess whether 
the level of MREL is su�  cient to ensure that 
the conditions for use of the resolution fund 
described in Article 44 of the BRRD could 
be met. � at article requires that a contribu-
tion to loss absorption and recapitalisation 
of not less than 8% of the total liabilities in-
cluding own funds of the institution (or, un-
der certain conditions, 20% of risk-weighted 
assets) has been made by the holders of rel-
evant capital instruments and other eligible 
liabilities.

Timing: 2016 application, but 
potential 4 year (max) phase-in 
By way of derogation from Article 8, resolu-
tion authorities may determine a lower level 
of MREL to enable an appropriate transi-
tional period (not longer than 48 months).

Structuring takeaways
On the back of the consultation, we have 
updated our review of the available struc-
turing options for MREL and TLAC-com-
pliant instruments aimed at bolstering an 
institution’s loss absorption capacity.

 In our view, the safest option to 
build loss-absorbing capacity, aside 
from regulatory capital instruments, 
remains the use of “other subordi-
nated instruments”, i.e. non-regulatory 
capital subordinated notes, without the 
need for a contractual point of non-vi-

EBA example of application of capital and resolvability criteria

Type of Bank A/ Small bank B/ Medium-sized bank C/ G-SII

Total capital requirements (1) 10.50% 10.50% 15%

RWA density (2) 35% 35% 35%

Loss absorption amount (3) 
= (1)*(2)

3.70% 3.70% 5.40%

Resolution strategy Liquidation

Assets/Liabilities 
(critical functions, equiv. 
to 50% of RWA) transfer 
to a bridge bank

Bail-in

Recapitalisation amount (4) 0% 1.80% 5.40%

MREL (=3+4) 3.70% 5.50% 10.80%

Source: Crédit Agricole CIB
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ability (PONV) clause. � ese securities 
would be TLAC, MREL and (likely) 
Additional Loss Absorbing Capital 
(ALAC)-compliant. However, as previ-
ously stated, their likely cost advantage 
could be limited to the shorter dura-
tion (one to � ve years), as they would 
share the same insolvency ranking as 
outstanding Tier 2 instruments
 OpCo senior unsecured instruments 
are technically MREL-eligible. How-
ever, the extent of their actual computa-
tion within the MREL numerator could 
be limited due to their reduced loss ab-
sorbency capacity. If an institution’s res-
olution plan envisages the exclusion of 
certain bail-in-able liabilities, this will 
increase the amount of loss or recapi-
talisation that must be borne by other 
liabilities. If a su�  ciently large amount 
of excluded liabilities rank in insolven-
cy equal to or junior to any liabilities 
that are bailed in, this could result in 
holders of bailed-in liabilities receiv-
ing worse treatment than in insolvency, 
and so being eligible for compensation. 
In addition, their ALAC computability, 

based on S&P’s recent RFC (see below), 
also remains unclear
 OpCo senior unsecured instruments 
with a PONV clause could avoid such 
a risk of compensation arising. � is 
would be in line with Article 45(13) of 
the BRRD, which allows contractual 
bail-in instruments. � e RTS leaves 
the resolution authority to determine 
whether this is viable. However, the re-
quirements of Article 45(14)(b), which 
expands Article 45(13), also imposes 
a change in the insolvency ranking of 
the security, which might not always 
be practicable. Without the latter, the 
PONV clause might not be enough to 
override the statutory application of 
the no-creditors-worse-o�  principle
 Where applicable, HoldCo senior 
unsecured instruments remains a vi-
able solution under all three frame-
works. However, the legal entity must 
not only be free from TLAC-excluded 
liabilities, but also from liabilities 
which could be exceptionally excluded 
from under the institution’s resolution 
plan, resulting in litigation risk

Interactions with TLAC
� e bulk of the TLAC framework should 
be able to be indirectly included by the 
envisaged MREL provisions. According to 
the EBA, the FSB TLAC standards (16%-
20% of RWA, 2x leverage ratio), along 
with the di� erences in the denominator 
of the metrics, should be absorbed with 
setting a single MREL requirement. Other 
aspects are more challenging, including:
 33% debt requirement: It is unclear 
if this refers to a legal or accounting 
de� nition. Its application would also 
be outside the scope of the dra�  RTS
 MDA implications: � e MDA frame-
work is disciplined under the CRD IV, 
therefore, secondary legislation would 
not be the correct way to address this. 
However, the MDA restrictions stem-
ming from a breach of TLAC might fall 
under Art. 104(i) of the CRD IV, which 
already gives regulators the power to 
cancel AT1 distributions
 Prudential treatment of holdings of 
TLAC instruments: � e full deduction of 
other institutions TLAC holdings might 
require an amendment of the CRR. 

 Standard & Poor’s RFC
S&P on 25 November released a Request For Comment on the 
proposal to add a new component in the banks ratings criteria 
termed as Additional Loss Absorbing Capacity (ALAC). This will 
address how a bank issuer credit rating (ICR) may be higher 
than the bank’s stand-alone credit profi le (SACP), depending on 
the ALAC the bank maintains. The RFC aims to defi ne the instru-
ments eligible in ALAC as well as providing explicit ALAC ranges 
(in terms of a % of S&P RWA) to benefi t from a rating uplift above 
the SACP. ALAC will only benefi t the ICR in jurisdictions where an 
effective resolution regime is in place (e.g. BRRD).

ALAC-eligible instruments:
 Hybrids with at least minimal equity content (e.g. plain 
vanilla Tier 2) and Non-Operating HoldCo fi nancial obli-
gations will be eligible in ALAC..
 An ALAC instrument must have a mandatory contingent 
capital clause or the relevant resolution framework creates 
the equivalent of such a clause (e.g. BRRD)
 Minimum 12 months remaining life, redemption earlier 
than the maturity date subject to the regulator’s approval.

 Exclusion of the amount in excess of 0.5% S&P RWA of 
instruments maturing within 12-24 months.

ALAC calibration: One notch uplift when ALAC is within 5%-
6% of S&P RWA and two notches if it is within 8%-10%. At fi rst 
sight, it probably implies a massive amount as S&P RWA are 
much higher than regulatory RWA.

ALAC and RAC interactions: Risk-Adjusted Capital (RAC) will 
remain the key measure of a bank’s solvency position. ALAC 
will come on top of RAC. As such, it will not affect the SACP.

Expected ratings impact: According to S&P, the impact on 
ratings will be limited in the short term because the resolution 
frameworks are still in the phase of implementation. Longer 
term, ALAC may compensate for the loss of government sup-
port currently embedded in long term ratings.

Timing: Comments may be submitted until 16 January 2015. 
We expect that the fi nal criteria will be implemented in Q2 2015.
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On 11 July the Financial Policy Com-
mittee (FPC) of the Bank of England 
published a consultation paper setting 
out its analysis of the policy choices that 
would determine the role of a leverage 
ratio in the capital framework in the UK. 
Twenty-six responses were received. � e 
Committee met on 15 October to agree 
its � nal proposals for the design of the 
leverage ratio framework and to discuss 
its view on calibration, and the resulting 
document was published on 31 October.

Main recommendation
� e FPC recommends that HM Treasury 
exercise its statutory power to enable the 
FPC to direct the Prudential Regulation 
Authority (PRA) to set leverage ratio re-
quirements and bu� ers for PRA-regulat-
ed banks, building societies and invest-
ment � rms, including: 

 a minimum leverage ratio requirement;
 a supplementary leverage ratio bu� -
er that will apply to G-SIBs and other 
major domestic UK banks and build-
ing societies, including ring-fenced 
banks; and
 a countercyclical leverage ratio bu� er

As opposed to the original proposal, 
the committee judged that having a lev-
erage conservation bu� er would intro-

duce unnecessary complexity. For the 
same reasons, the committee agreed that 
the leverage ratio framework should not 
re� ect Pillar 2 risks.

Quantitative requirements
� e minimum leverage ratio require-
ment will be set at 3%.

Supplementary leverage ratio bu� ers 
would be set at 35% of the correspond-
ing risk-weighted systemic risk bu� er 
rates. � is 35% conversion factor should 
preserve the relationship between the 
3% minimum leverage requirement and 
the 8.5% Tier 1 risk-weighted capital re-
quirement (including the CCB). 

 
 For UK systemically important 
� rms, the G-SIB bu� ers would cur-
rently range when implemented from 
1% to 2.5%. Using a 35% scaling fac-
tor would result in a systemic leverage 
bu� er of between 0.35pp and 0.875pp, 
with a requirement, before any CCLB, 
of between 3.35% to 3.875% for G-SIBs
 � e risk-weighted supplementary 
capital bu� er for large domestic UK 
banks and building societies, including 
ring-fenced banks, had not been set yet 
but would be in the range of 0% to 3%. 
Using a 35% scaling factor would im-
ply a systemic leverage ratio bu� er of 
up to 1.05pp for these � rms – and so a 

leverage ratio requirement, before any 
CCLB, of between 3% and 4.05%
 For the CCLB, using the Basel bu� -
er guide range for the CCB of 0% to 
2.5% would result in a CCLB of 0% to 
0.9% (rounded to the nearest 10 basis 
point increment) – though the bu� er 
guide would be only one input to its 
decisions on the appropriate CCB rate 
and so the CCB rate could be higher

Putting all of this together would lead to 
estimated ranges of leverage ratios of:

 Non-systemically important � rms: 
3%-3.9%
 G-SIBs: 3.35%-4.775%
 Other major domestic UK banks 
and building societies including ring-
fenced banks: 3%-4.95%

In addition, the FPC would consider 
the overall calibration of UK bank capi-
tal requirements, including risk-weighted 
capital bu� ers for systemically important 
� rms such as ring-fenced banks, following 
progress on relevant international agen-
das and taking into account its discussions 
on ending “too big to fail” (i.e. TLAC).

Role of AT1 Instruments 
The committee agreed that the share of 
AT1 instruments eligible to meet the 

Component Population of fi rms Timing Proposed calibration

Minimum leverage ratio 
requirement

G-SIBs and other major do-
mestic UK banks and building 
societies

Immediately 3%

All PRA-regulated banks, 
building societies and invest-
ment fi rms

From 2018, subject to a 2017 review 3%

Supplementary leverage 
ratio buffer

G-SIBs and other major do-
mestic UK banks and building 
societies

In parallel with corresponding risk-
weighted buffer, hence phased from 
2016 for G-SIBs and introduced in 
2019 for other major domestic UK 
banks and building societies

35% of the corresponding risk-
weighted systemic buffer rates

Countercyclical leverage 
ratio buffer (CCLB)

G-SIBs and other major do-
mestic UK banks and building 
societies

Immediately 35% of the risk-weighted coun-
tercyclical capital buffer rate

All PRA-regulated banks, 
building societies and invest-
ment fi rms

From 2018, subject to a 2017 review 35% of the risk-weighted coun-
tercyclical capital buffer rate

Source: Crédit Agricole CIB

 BANKING

UK leverage ratio plan out
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minimum leverage ratio should be lim-
ited to 25% and that all leverage buff-
ers should be met with CET1 only. This 
arrangement would mirror the rules in 
the risk-weighted framework. Further, it 
was agreed that only high trigger con-
tingent convertible instruments (i.e. 
those that triggered at a ratio of at least 
7% CET1) should be allowed to count in 
the AT1 portion.

Impact on MDA restrictions
Turning to actions that could be taken in 
the event that � rms did fall below their 
leverage ratio requirements, the com-
mittee emphasised the importance of the 
PRA acting promptly and appropriately 
in that case. � e supervisory actions to 
take in response should be similar to 
those in place if � rms fell below their 
risk-weighted requirements. � e com-
mittee agreed, however, that it would not, 
as part of this review, specify automatic 
supervisory actions following breaches of 
these leverage requirements and bu� ers.

Stress tests
Having not set an explicit minimum 
leverage ratio threshold with respect to 
firms’ stressed capital positions in the 
2014 stress test exercise, the commit-
tee agreed that for future stress tests it 
would expect regulatory responses to be 
based both on risk-weighted and lever-
age requirements.

Timing
 Minimum leverage ratio of 3%: as 
soon as practicable for the UK G-SIBs 
and other major UK banks and build-
ing societies at the level of the consoli-
dated group
 A supplementary leverage ratio 
bu� er relating to G-SIBs: parallel with 
the corresponding risk-weighted sys-
temic risk bu� ers (2016)
 A supplementary leverage ratio 
bu� er relating to other major domes-
tic UK banks and building societies: 
in parallel with the corresponding 
risk-weighted systemic risk bu� ers 

(set by the FPC following a consul-
tation in 2015, and would be imple-
mented from 2019)
 Changes to CCLB rates: at the same 
time as changes to CCB rates, and 
applied to � rms at the point they be-
come subject to the minimum lever-
age requirement. � e committee also 
proposed that the period by which 
� rms must comply with increases 
in the countercyclical leverage ratio 
bu� er could be up to 24 months rath-
er than 12 months

The FPC agreed to set out its planned 
approach to using leverage powers in a 
draft Policy Statement early in 2015, 
in order to inform any parliamentary 
debate.

In 2017, the FPC expects to review its 
proposed leverage ratio framework and 
particularly the application to individual 
entities and non-systemic groups in light 
of progress towards international and EU 
leverage ratio frameworks. 

 ECB

ECB speaks on supervision and next 
steps after Comprehensive Assess-
ment: In a speech on 18 November, Sabine 
Lautenschläger, member of the Executive 
Board of the ECB, summarised the key 
� ndings of the Compre hensive Assessment 
and explained how the results of the as-
sessment will support the ongoing super-
visory work that now begins for the ECB. 
In the speech, it was made clear that the 
ECB expects banks to create provisions for 
the non-performing exposures identi� ed 
in the AQR and to make improvements 
to their data systems and internal models. 
� e ECB’s supervisory work will be driven 
by the objective of creating a level playing 
� eld for banks within the euro area and will 
therefore take into consideration the op-
tions and discretions exercised by Member 
States when implementing the CRR and 
inconsistencies of banks’ internal models.
ESRB appears before ECON: On 17 

November, Mario Draghi, in his role 
as chairman of the European Systemic 
Risk Board (ESRB), made an introduc-
tory statement at a hearing before the 
Economic & Monetary A� airs Commit-
tee (ECON) at the European Parliament 
regarding the role of the ESRB and its 
supervisory activities. He announced 
that the ESRB plans to devise (together 
with the European Banking Authority) a 
methodology for banks to calculate po-
tential misconduct costs under stress in 
order to ensure a robust and comparable 
assessment across banks and help ensure 
appropriate contingency planning across 
jurisdictions. In addition, he reviewed 
the macroprudential measures that 
Member States have adopted so far, in-
cluding countercyclical bu� ers and high-
er capital requirements on too-big-to-fail 
banks. Looking ahead, he considered the 
e� ect on liquidity of reduced market-
makers’ inventories and announced fur-

ther enquiry by ESRB into the systemic 
risks posed by this development. In addi-
tion, he announced the ESRB’s intention 
of publishing a report early next year on 
the regulatory treatment of sovereign ex-
posures and the systemic vulnerabilities 
arising from these exposures.

ECB assumes responsibility for euro 
area banking supervision: � e Euro-
pean Central Bank (ECB) on 4 November 
assumed responsibility for the supervi-
sion of euro area banks, directly supervis-
ing 120 signi� cant banking groups, which 
represent 82% (by assets) of the euro area 
banking sector. For all other 3,500 banks, 
the ECB will also set and monitor the su-
pervisory standards and work closely with 
the national competent authorities in the 
supervision of these banks.

Koenig calls for focus on quality of 
capital: Elke Koenig, president of Ger-

Other regulatory developments
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These updates are split into 
bank and insurance, and 
after the initial updates listed 
according to the relevant body, 
with the most recent fi rst.

many’s banking regulator, BaFin, and 
member of the new ECB Supervisory 
Board, said in Milan in September that 
the Single Supervisory Mechanism 
(SSM) will focus on the issue of the qual-
ity of capital, in addition to the nominal 
levels. A lack of harmonisation across 
EU Member States in spite of the Single 
Rulebook was recently questioned. It had 
been reported that Greece would allow 
banks to treat certain deferred tax assets 
as tax credits, following similar initiatives 
from Italy, Spain and, to some extent, 
Portugal.

 EBA 

EBA consults on guidelines on the 
use of the bail-in power: � e European 
Banking Authority (EBA) on 11 Novem-
ber launched two public consultations, 
on: (i) Guidelines on the treatment of 
shareholders when applying the bail-in 
tool or the write-down or conversion of 
capital instruments; and (ii) Guidelines 
on when and how di� erent conversion 
rates from debt to equity should be set 
for di� erent types of liability. � e � rst set 
of Guidelines clari� es the circumstances 
that should guide the choice between 
cancellation and severe dilution of exist-
ing shares (or other instruments of own-
ership) when applying the bail-in tool or 
the write-down or conversion of capital 
instruments power provided for in the 
BRRD. � e second set of Guidelines clar-

i� es when and how di� erent conversion 
rates from debt to equity should be set for 
di� erent types of liability.

EBA consults on assessment meth-
odology for IRB approach: On 12 
November EBA launched a consulta-
tion on its dra�  Regulatory Technical 
Standards (RTS) on assessment meth-
odology for the internal ratings-based 
(IRB) approach. � ese dra�  RTS set out 
standards for the competent authorities 
to help them assess an institution’s com-
pliance with minimum IRB requirements 
when it (i) initially applies to use the IRB 
approach, (ii) applies to use the IRB ap-
proach for certain types of exposures in 
accordance with the sequential imple-
mentation plan, (iii) applies for imple-
mentation of material changes to the IRB 
approach, and (iv) applies to resume less 
sophisticated approaches. Competent au-
thorities will also use these dra�  RTS to 
assess whether an institution meets min-
imum IRB requirements on an ongoing 
basis following their regular review of the 
IRB approach as well as of the changes 
that require noti� cations from the insti-

tution. � e deadline for submission of 
comments is 12 March 2015.

EBA consults on contractual recogni-
tion of bail-in: � e EBA launched on 
5 November a consultation on its dra�  
RTS on the contractual recognition of 
write-down and conversion powers un-
der Article 55(3) of the Bank Recovery & 
Resolution Directive (BRRD). Pursuant 
to the latter, Member States shall require 
institutions to include a contractual term 
by which the creditor or the party to the 
agreement creating a relevant liability 
recognises that liability may be subject to 
the write-down and conversion powers 
and agrees to be bound by any reduction 
of the principal or outstanding amount 
due, conversion or cancellation that is ef-
fected by the exercise of those powers by 
a resolution authority, if the liabilities are 
governed by the law of a third country. 
� e dra�  RTS include two main sections:
 � e de� nition of the cases in which 
the requirement to include the con-
tractual term does not apply. In par-
ticular, the requirement to include a 
contractual term is displaced where a 
statutory regime in the third country 
concerned or an international agree-
ment exists that provides for an ad-
ministrative or judicial procedure to 
secure recognition of the application 
of the write-down and conversion 
powers by a Member State resolution 
authority.
 � e speci� cation of the contents of 
the contractual term required to be 
included in relevant liabilities where 
no alternative, i.e. statutory, mecha-
nism exists to secure recognition. 
� e objective was to � nd a balance 
between the need for harmonisation 
and � exibility. � erefore, the manda-
tory contents are set out in the RTS 
but there are no limits on the ability 
of institutions and relevant entities to 
supplement the contents if necessary 
to take account of issues arising in re-
lation to a particular type of liability 
or speci� c third country law.

New ECB premises, Frankfurt
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EBA consults on valuation in recovery 
and resolution: � e EBA on 7 November 
launched a consultation on its dra�  RTS 
on valuation in recovery and resolution. 
� ese dra�  RTS aim to provide a common 
structure to decisions made by resolution 
authorities and independent valuers and 
to promote a consistent application of 
methodologies for such valuations across 
the EU. � e consultation runs until 6 
February 2015. Prior to resolution, valu-
ations are required to (i) assess whether 
the conditions for resolution or the write-
down or conversion of capital instruments 
are met and (ii) inform the choice on the 
resolution action to be adopted, the extent 
of any eventual write-down or conversion 
of capital instruments, and other deci-
sions on the implementation of resolution 
tools. A� er the resolution, a valuation is 
required to determine whether an entity’s 
shareholders and/or creditors would have 
received better treatment if the entity had 
entered into normal insolvency proceed-
ings. � ese dra�  RTS do not seek to pro-
vide detailed valuation rules for particular 
types of asset or liability, but to specify the 
principles on the basis of which independ-
ent valuers must apply their own informa-
tion and expertise in particular cases.

EBA consults on methods for calculat-
ing contributions to DGSs: � e EBA on 
10 November launched a public consul-
tation on its dra�  Guidelines on methods 
for calculating contributions to Deposit 
Guarantee Schemes (DGSs). � e pro-
posed Guidelines put forward methods 
for calculating ex-ante contributions to 
DGSs, and particularly the methods for 
adjusting contributions to banks’ risk 
pro� les in order to incentivise sound risk 
behaviours. � e deadline for the submis-
sion of comments is 11 February 2015. A 
public hearing will take place at the EBA 
premises on 8 January 2015.

� e Guidelines specify � ve categories 
of risk indicators in order to ensure that 
a su�  ciently wide range of key aspects 
of institutions’ operations are re� ected 
in the risk classi� cation. � e selection of 

risk categories re� ects the minimum ele-
ments speci� ed in Article 13 of the DGS 
Directive, such as capital adequacy, asset 
quality and liquidity, but also the busi-
ness model and management, and a need 
to take into account the potential loss 
to the DGS. In order to strike the right 
balance between the need for � exibility 
inherent in the diversity of institutions 
on the one hand, and the need for har-
monisation on the other, the Guidelines 
specify core risk indicators and provide 
guidance for assigning weights to the risk 
categories and indicators. Within each 
risk category, a set of core risk indicators 
should be used in order to promote com-
parable treatment of institutions. How-
ever, competent authorities may exclude, 
with regard to any institution, a core risk 
indicator upon justi� cation. In addition, 
they may also introduce additional risk 
indicators if they consider that the core 
indicators do not su�  ciently take into 
account the characteristics of the mem-
ber institutions. 

EBA advises on the application of 
prudential requirements: � e EBA 
on 29 October published an Opinion ad-
dressed to the European Commission on 
the appropriateness of the rules governing 
the levels of application of prudential re-
quirements for credit and investment in-

stitutions (Pillar 1 and 2), in particular the 
exemption regime. � is Opinion follows a 
call for advice by the European Commis-
sion asking the EBA to look into whether 
the waivers under Pillar 1 and Pillar 2 are 
prudentially justi� ed and whether they 
should be modi� ed. To respond to this 
call, the EBA engaged directly with Na-
tional Competent Authorities (NCAs) 
through a questionnaire and issued its 
Opinion based on 22 responses, cover-
ing over 6,000 supervised institutions. 
Overall, the EBA is of the opinion that the 
use of waivers should be reviewed in the 
future to allow for better alignment and 
also to take into account how and where 
they interact with each bank’s recovery 
and resolution strategies, as well as the 
new intragroup � nancial support regime 
introduced by the BRRD. � is Opinion 
will inform the Commission’s review and 
� nal report, which will be transmitted to 
the European Parliament and Council by 
end-December 2014.

EBA releases work plans for 2015: 
� e EBA on 13 October published its work 
programme for 2015, describing its main 
objectives and deliverables in the forth-
coming year. � e development of the Sin-
gle Rulebook in banking will remain the 
main focus of the EBA in the regulatory 
policy area. In particular, in 2015 the EBA 
will play a central role in the area of re-
covery and resolution, with several man-
dates stemming from the BRRD. Also, the 
EBA will continue its work on mandates 
under the Capital Requirements Direc-
tive (CRD). � e EBA will also continue 
ongoing oversight of the EU banking sec-
tor aimed at identifying, analysing and 
addressing key risks. Following the 2014 
EU-wide stress test, the EBA will continue 
to monitor capital levels of EU banks, and 
work with competent authorities to pro-
mote the ongoing process of balance sheet 
repair and the restoration of sustainable 
funding structures.

EBA issues draft Guidelines on the 
Interrelationship between BRRD and 

EBA offi ces, London
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CRR loss absorption: � e EBA on 1 
October launched a consultation on 
dra�  Guidelines clarifying the interrela-
tionship between the sequence in which 
liabilities should be written down or 
converted when the bail-in power intro-
duced by the BRRD is used, and the hier-
archy of capital instruments in the Capi-
tal Requirements Regulation (CRR). � e 
consultation runs until 3 January 2015. 
� e main takeaways are:

Legacy hybrid Tier 1 (including 
phase-out portion) grandfathered 
as AT1 will be treated equally to 
CRR-compliant AT1s: In case of ap-
plication of the bail-in tool or the write 
down or conversion power at PONV, 
CRR-compliant AT1 items and grand-
fathered instruments including any 
amount that is progressively excluded 
from the own funds because of the 
limits set out in the CRR (in particular 
Art. 486) should be subject to the same 
treatment;
Amortised amount of Tier 2 to be 
included under bail-in: For Tier 2 
instruments with less than � ve years 
of residual maturity, the amount that 
can be included in own funds reduces 
to zero on a straight-line basis. For the 
avoidance of doubt, the Guidelines 
clarify that the amortised amount of 
such instruments should be treated in 
the same way as the amount included 
in own funds. � is is necessary to en-
sure the equitable treatment of credi-
tors in accordance with the insolvency 
hierarchy; 
No recognition of contractual dif-
ferences in AT1s’ loss absorption: 
According to the Guiding Rule 1, the 
resolution authority should treat all 
AT1 instruments that rank equally 
in insolvency in the same way for the 
purposes of write-down and conver-
sion (unless otherwise speci� ed in 
BRRD) “without considering other 
di� erences between the loss absorbing 
capacity of these AT1 instruments re-
sulting from their contractual clauses”. 

As expected, this indirectly con� rms 
that AT1s structured with a permanent 
loss absorption mechanism might be 
subject to a conversion into shares un-
der bail-in, or vice versa. Similarly, Tier 
2-hosted CoCos, whose trigger was not 
activated before or at resolution, would 
be subject to the same loss absorption 
treatment of pari passu “vanilla” Tier 2 
instruments.

EBA consults on group fi nancial 
support: � e EBA on 3 October launched 
a consultation on dra�  RTS and Guidelines 
specifying the various conditions for the 
provision of group � nancial support, 
and on dra�  Implementing Technical 
Standards (ITS) on the disclosure of 
group � nancial support agreements. 
� e consultation runs until 4 January 
2015. Group � nancial support refers to 
one entity of a banking group providing 
support to another entity of the same 
group on the basis of a � nancial support 
agreement, provided the latter entity 
encounters � nancial di�  culties and meets 
the conditions the BRRD requires for early 
intervention measures by the competent 
authority.

 � e purpose of the proposed RTS 
and Guidelines is to establish a clear 
harmonised legal framework to fa-
cilitate group support and to enhance 
legal certainty by overcoming existing 
legal obstacles. � ey ensure that com-
petent authorities of the providing 
entity grant the authorisation to the 
support on the basis of a number of 
conditions: the interest of the group as 
a whole and the risks that would ma-
terialise for the providing entity if the 
support was not provided; the expect-
ed success of the support; the terms of 
the support (and various prudential 
requirements applying to the provid-
ing entity); the possible impact on � -
nancial stability; and the resolvability 
of the providing entity. 
 Moreover, the dra�  RTS and Guide-
lines require authorities and institu-

tions to consider the possible reasons 
for the � nancial distress of the institu-
tion concerned, including their busi-
ness model, the current market situ-
ation and potential further adverse 
developments. Whether the above 
conditions are ful� lled must be as-
sessed based on a description and a 
projection of the capital and liquidity 
situation, as well as the needs of the 
receiving entity, also on the basis of 
the information provided by the com-
petent authority of the latter. In the 
ITS on the form and content of the 
disclosure of public support agree-
ments the EBA ensures a high stand-
ard of transparency with regard to 
support agreements.

EBA launches sets of fi nal and draft 
guidelines on BRRD issues: � e Eu-
ropean Banking Authority (EBA) in late 
September published new sets of � nal 
and dra�  documents developed in ac-
cordance to the Bank Recovery & Reso-
lution Directive (BRRD).

Final Guidelines on types of tests, 
reviews or exercises that may 
lead to support measures: Ex-
traordinary public � nancial support 
taking the form of an injection of own 
funds or purchase of capital instru-
ments to a solvent institution in order 
to address capital shortfalls resulting 
from stress tests, asset quality reviews 
or equivalent exercises may not be 
considered as a trigger for resolution 
when it is provided to remedy a seri-
ous disturbance in the economy of a 
Member State and to preserve � nan-
cial stability with respect to all the 
conditions laid down in Article 32(4)
(iii) of the BRRD. � ese Guidelines 
specify the main features of the types 
of tests, reviews or exercises that may 
lead to support measures. 
Implementation of resolution tools: 
A � rst set of documents includes the 
Guidelines on the implementation of 
the sale of business and asset separa-
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tion tools against constraints stem-
ming from the EU competition and 
transparency rules in relation to state 
aid. A second public consultation cov-
ers the Guidelines on necessary ser-
vices, which de� ne a minimum list of 
necessary “critical” services that the 
resolution authority may require from 
the institution under resolution (i.e. 
the purchaser a� er a sale of business, 
a bridge bank or the transferee a� er 
a transfer of assets). � e consultation 
runs until 22 December 2014.
Eligibility of institutions for sim-
plifi ed obligations for recovery 
and resolution planning: � e dra�  
Guidelines and ITS de� ne how EU au-
thorities should assess whether an in-
stitution is eligible for simpli� ed obli-
gations with regard to, among others, 
the contents and details of recovery 
and resolution plans. � e Guidelines 
also clarify that G-SIFIs and O-SIFIs 
should not be subject to simpli� ed ob-
ligations, since it is assumed that their 
failure would always be likely to have 
a signi� cant negative e� ect. 
Qualitative and quantitative re-
covery plan indicators: � e dra�  
Guidelines identify the minimum 
qualitative and quantitative indica-
tors that banks should include in their 
recovery plans, namely in relation to 
capital, liquidity, pro� tability and as-
set quality. � e consultation runs un-
til 2 January 2014. 

EBA consults on triggers for early 
intervention and resolution: The 
European Banking Authority (EBA) 
launched on 22 September a consulta-
tion on two draft Guidelines, on (i) the 
triggers for using early intervention 
measures (triggers for early interven-
tion) and on (ii) the circumstances un-
der which an institution shall be consid-
ered as “failing or likely to fail” (triggers 
for resolution). Both Guidelines use an 
approach based on a combination of 
qualitative and quantitative factors, 
which also includes the overall SREP 

score of the institution. More specifical-
ly, the objective elements that should be 
taken into account by the authorities in 
determining that the institution is fail-
ing or likely to fail cover the following 
areas and elements: (1) capital position; 
(2) liquidity position; and (3) other re-
quirements for continuing authorisation 
(including governance arrangements 
and operational capacity). However, the 
determination that the institution is fail-
ing or likely to fail will remain an expert 
judgement and should not be automati-
cally derived from the list of objective 
elements. Deadline for the submission 
of comments is 22 December.

 EBA Q&A

2013_290: � e European Banking Au-
thority Q&A tool addressed the use of 
liability management exercises to repur-
chase (and cancel) Tier 2 notes before � ve 
years a� er the date of issuance or raising. 
According to the EBA response, instru-
ments grandfathered under Article 484 
of the CRR can be called, redeemed, re-
purchased or repaid/reduced before � ve 
years a� er the date of issuance without 
the constraints imposed by the CRR. On 
the contrary, fully eligible instruments 
may only be exchanged for fully eligible 
instruments of a higher quality, in excep-
tional circumstances, and subject to the 
approval of the competent authority in 
accordance with Article 77 (conditions 
for reducing own funds).

2013_487: A pronouncement on how 
other comprehensive income has to be 
treated in case of calculation of the mi-
nority interests. According to the EBA, as 
minority interests do not comprise other 
comprehensive income according to Ar-
ticle 81(1) of CRR, these CET1 items of 
a subsidiary can never be included at a 
higher level of consolidation. Article 84 
CRR sets out the method for calculating 
the amount of minority interests to be 
included in CET1 at consolidated level. 
� e calculation method refers to CET1 
capital, as de� ned in Article 50 CRR. 

� erefore, other comprehensive income 
and funds for general banking risk form 
part of this calculation, without being in-
cluded in CET1 at consolidated level.

2014_1352: As per CRR, in the case 
of a repurchase of CET1, AT1, or Tier 
2 instruments for market-making pur-
poses, competent authorities may give 
their permission in advance to reducing 
own funds for a certain predetermined 
amount. According to the EBA response, 
the predetermined amount for which the 
competent authority has given its per-
mission under Article 29(3) of Regula-
tion (EU) 241/2014 should be deducted 
from the moment the authorisation is 
granted, pursuant to Article 28(2) of that 
Regulation, as su�  cient certainty about 
the repurchase is deemed to exist from 
that moment. 

2013_620: � e question related to the 
recognition in the consolidated own 
funds of Additional Tier 1 and Tier 2 
instruments issued by third-country un-
dertakings of third countries outside Eu-
rope and subject to local requirements. 
According to the EBA response, these 
instruments should not be included, 
as Article 82(a)(ii) of the CRR only in-
cludes undertakings that are subject by 
virtue of applicable national law to the 
requirements of CRR and CRD IV, and 
not undertakings that are only subject 
to equivalent provisions (there is also no 
equivalence assessment process in place 
foreseen by CRR for this purpose). 

2013_385: Application of Article 52 of 
CRR at consolidated level: � e EBA con-
� rmed what was also mentioned in the 
EBA report on the monitoring of AT1 
instruments. Instruments issued by sub-
sidiaries in third countries shall comply 
with all CRR requirements in order to 
be eligible at group level. In particular, 
for the purposes of the de� nition of the 
trigger event, the CET1 capital shall be 
calculated in accordance with the provi-
sions of the CRR. However, even if an in-
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strument issued by a subsidiary includes 
a group trigger, it will not be included in 
full in the consolidated Tier 1 as it will 
not be able to absorb losses at group level. 
For that purpose, the provisions of Arti-
cle 82 and 85 of the CRR would apply.

2014_1253: Grandfathering of legacy 
instruments: � e EBA clari� ed that 
where an institution buys back increas-
ing parts of a legacy Tier 1 instrument 
that does not meet the requirements of 
Article 52 of CRR, but which is eligible 
for grandfathering, the purchase will 
not a� ect the capital computability if no 
changes to the terms and conditions have 
occurred. � e remaining outstanding 
amount would be subject to all relevant 
provisions set out in the CRR, includ-
ing the provisions set out in Articles 77 
and 78, and the applicable percentages 
referred to in Article 486(5), which shall 
apply to the nominal amount of the in-
strument among other eligible items, due 
to the fact that the nominal amount is 
unchanged by the buy-back.

 EUROPEAN COMMISSION

Commission adopts detailed rules on 
contributions of banks to resolution 
funds: � e European Commission on 21 
October adopted a Delegated Act and a 
dra�  proposal for a Council Implement-
ing Act to calculate the contributions of 
banks to the national resolution funds 
and to the Single Resolution Fund, re-
spectively. � e Delegated Act is subject 
to a right of objection by Council and 
Parliament within three months, extend-
able by a further three months. � e act 
will have to be discussed and adopted by 
the Council by the end of the year:

The Delegated Act supplement-
ing the BRRD: � is Delegated Act 
will determine how much individual 
credit institutions will have to pay 
each year to their respective resolu-
tion funds according to the bank’s 
size and risk pro� le by setting out in 
detail: (i) the � xed part of the contri-

bution, which is based on the institu-
tion’s liabilities (excluding own funds 
and guaranteed deposits), as the start-
ing point for determining the contri-
bution — so the larger the bank, the 
higher the � xed part of the contribu-
tion; (ii) how the basic contribution 
is adjusted in accordance with the 
risk posed by each institution. � e 
proposal includes a number of risk 
indicators against which the risk level 
of each institution will be assessed. 
Finally, the Delegated Regulation ap-
plies the principle of proportionality 
by providing for a special lump-sum 
regime for small banks. � is re� ects 
the fact that, in most cases, small in-
stitutions have a lower risk pro� le and 
are less likely to use resolution funds. 
Banks representing 1% of the total as-
sets would pay 0.3% of the total con-
tributions (in the euro area).
Draft proposal for a Council Im-
plementing Act: For the � nancial 
institutions in the Banking Union, the 
Commission has dra� ed a proposal 
for a Council Implementing Act to 
specify the methodology for the cal-
culation of contributions on the basis 
of the same risk indicators used in the 
Delegated Act. � is dra�  text adapts 
the methodology to the speci� cities 
of a uni� ed system of contributions 
pooled in the Fund on the basis of a 
European target level. In this respect, 

the Single Resolution Fund will be 
built up by bank contributions over an 
eight year transitional period during 
which it will be composed of national 
compartments.

EC Publishes Delegated Act on the 
Leverage Ratio: � e European Com-
mission published on 10 October the 
Delegated Act on the leverage ratio that 
amends Art. 429 of CRR and implements 
the Basel Committee on Banking Super-
vision revised rules text as agreed by the 
GHOS (governors of central banks and 
heads of supervision of Basel Committee 
member jurisdictions). � e document 
establishes a common de� nition of the 
leverage ratio for EU banks that will be 
the basis for publishing the metric from 
the beginning of 2015 onwards. It does 
not introduce a binding leverage ratio. A 
decision on whether or not to introduce a 
binding leverage ratio will only be made 
in 2016.

 FSB/GSIB

FSB Chair’s letter to G20 leaders 
for the Brisbane Summit: The Fi-
nancial Stability Board (FSB) on 14 No-
vember published a letter from the FSB 
Chair to the G20 leaders titled “Finan-
cial Reforms: Completing the Job and 
Looking Ahead”. The document reports 
on progress in financial reforms and 
highlights the major issues for the at-

European Commission, Brussels
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tention of the leaders, with an attached 
dashboard summarising the status of 
implementation by FSB member juris-
dictions on priority reform areas. In his 
letter, the FSB Chair stated that the en-
dorsement by the leaders of proposals to 
end too-big-to-fail in the banking sector 
will be “a watershed”. The FSB also pub-
lished: (i) a report detailing the addi-
tional progress made by the FSB and its 
members in global policy development 
and implementation of agreed reforms 
since the G20 St Petersburg Summit in 
September 2013; along with (ii) a pro-
gress report setting out the FSB’s ap-
proach to transforming shadow banking 
into resilient market-based financing to 
date, and a roadmap for further work in 
2015 that has been presented to the G20 
for endorsement.

FSB publishes report on global 
structural banking reforms: � e FSB 
on 27 October published a report on 
cross-border consistencies and global � -
nancial stability implications of structur-
al banking reforms. � e report responds 
to a call from the G20 for the FSB, in col-
laboration with the IMF and the OECD, 
to assess cross-border consistencies and 
global � nancial stability implications of 
structural banking reforms, taking into 
account country-speci� c circumstances, 
and to report to the 2014 Leaders’ Sum-
mit. As implementation of structural 
banking reforms progresses, the FSB, in 
collaboration with the IMF and OECD, 
will provide an update of this assess-
ment, expanding the analysis with data 
where available, to G20 � nance ministers 
and central bank governors in 2016, as 
part of the FSB’s ongoing work to moni-
tor the implementation and impact of 
post-crisis reforms.

EC publishes Delegated Act on 
G-SII methodology: The European 
Commission on 8 October published 
the Delegated Act on the methodol-
ogy for identifying Global Systemically 
Important Institutions (G-SIIs), which 

adopts the EBA final draft Regulatory 
Technical Standards (RTS) released in 
June. The text has since been published 
in the EU Journal.

FSB releases proposals on cross-
border recognition of resolution 
actions: � e FSB on 24 September 
launched a public consultation on a set 
of proposals to achieve the cross-border 
recognition of resolution actions and 
remove impediments to cross-border 
resolution. � e consultative document 
proposes a set of policy measures and 
guidance consisting of: 
 elements that jurisdictions should 
consider including in their statutory 
cross-border recognition frameworks 
to facilitate e� ective cross-border 
resolution as required by the FSB Key 
Attributes of E� ective Resolution Re-
gimes for Financial Institutions; and
 contractual approaches to cross-
border recognition that focus on 
two particular cases where achieving 
cross-border recognition is a critical 
prerequisite for orderly resolution: 
temporary restrictions or stays on 
early termination and cross-default 
rights in � nancial contracts; and the 
“bail-in” of debt instruments that are 
governed by the laws of a jurisdiction 
other than that of the issuing entity.

FSB welcomes progress on new 
ISDA protocol: � e FSB has also wel-
comed the progress being made by the 
International Swaps & Derivatives As-
sociation (ISDA) in the development of 
a protocol that will address the enforce-
ability of stays in relation to the majority 
of OTC bilateral derivatives contracts. 
FSB members have given their commit-
ment to support this process and will 
seek to provide for the necessary regu-
latory or supervisory action so that de-
rivatives and similar � nancial contracts 
entered into by G-SIBs and, where ap-
propriate, other � rms with signi� cant 
derivatives exposures include contrac-
tual language that gives e� ect to stays in 
resolution on a cross-border basis by the 
end of 2015. According to the FSB, the 
� nalisation of the protocol and its broad 
adoption will be an important step to-
wards addressing the risk that resolution 
triggers a cascade of termination events 
in derivatives contracts that lead to dis-
ruption in the wider market.

EBA publishes indicators from G-SIIs: 
� e EBA on 29 September published the 
indicators from G-SIIs as provided for 
in the ITS and Guidelines on disclosure 
rules applicable to large institutions. � e 
identi� cation as G-SII will take place in 
January 2015, and the G-SIFI bu� er will 
apply about one year a� er the publication 
by competent authorities in each Mem-
ber State of banks’ scoring results. 

Fed to increase BCBS GSIB risk-
based capital surcharges: In testi-
mony before the US Senate Committee 
on Banking on 9 September, Fed Board 
member Daniel Tarullo said that the G-
SIB risk-based capital surcharge frame-
work will strengthen the Basel Commit-
tee on Banking Supervision framework 
in two important respects. First, the 
surcharge will be higher than the lev-
els required by the BCBS. Second, the 
formula will directly take into account 
each US G-SIB’s reliance on short term 
wholesale funding.

FSB chair Mark Carney
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 BASEL COMMITTEE

Basel Committee to start working 
on leverage ratio requirement from 
2015: According to Secretary General 
William Coen, the Basel Committee will 
start working from 2015 on the calibra-
tion of the leverage ratio, with the objec-
tive of � nalising the requirement well 
ahead of its potential application as a Pil-
lar 1 measure.

Net Stable Funding Ratio fi nalised by 
the Basel Committee: � e Basel Com-
mittee on Banking Supervision (BCBS) is-
sued on 31 October the � nal standard for 
the Net Stable Funding Ratio (NSFR), as 
endorsed by the Committee’s governing 
body, the group of central bank governors 
and heads of supervision (GHOS). � e � nal 
NSFR retains the structure of the January 
2014 consultative proposal. � e key chang-

es introduced in the � nal standard pub-
lished cover: (1) the required stable fund-
ing for: short term exposures to banks and 
other � nancial institutions; (2) derivatives 
exposures; and (3) assets posted as initial 
margin for derivative contracts. In addition, 
the � nal standard recognises that, under 
strict conditions, certain asset and liability 
items are interdependent and can therefore 
be viewed as neutral in terms of the NSFR.

PRA consults on Solvency II imple-
mentation and quality of capital in-
struments: � e Prudential Regulation 
Authority (PRA) on 21 November pub-
lished a consultation paper on further 
measures for the implementation of Sol-
vency II (CP24/14). � e release follows 
CP16/14, which made proposals for the 
transposition of the Solvency II Directive 
into the PRA Rulebook. � e consultation 
closes on 30 January 2015.

� e PRA also launched, on 15 Octo-
ber, a consultation paper on the Solvency 
II approvals (CP23/14). � e paper seeks 
views on a dra�  supervisory statement 
that sets out the PRA’s expectations of 
� rms, and provides further clarity in re-
lation to applying for certain Solvency II 
approvals. � e consultation closes on 9 
January 2015.

EIOPA speaks on strategic priorities 
going forward: Gabriel Bernardino, the 
chairman of EIOPA, spoke regarding its 
future strategic priorities at the 4th An-
nual EIOPA conference in Frankfurt on 
19 November. � e speech touched upon 
three key strategic priorities of EIOPA 
going forward and the key challenges 
faced in dealing with them:

 Solvency II implementation and the 
development of an EU supervisory 
culture. In particular, he stressed the 
need to ensure EIOPA’s operational 
independence and an adequate level of 
funding to enable it to e� ectively over-

see the uniform implementation of the 
new regulatory regime across the EU;
 � e strategy needed to deliver ad-
equate, safe and sustainable pensions 
to all EU citizens regardless of broad-
er market conditions. He highlighted 
the need to develop an EU-wide regu-
latory framework for pensions to pro-
vide enhanced sustainability, strong 
governance and regain trust of citi-
zens through full transparency within 
the industry; and
 � e drive towards risk-based regu-
lation and su�  cient supervision of the 
conduct of business of pensions pro-
viders. He identi� ed robust product 
oversight and governance arrange-
ments, the key information docu-
ments (KIDs) for those producing or 
selling packaged retail investment and 
insurance-based investment products 
(PRIIPs), and the development of a set 
of key risk indicators as especially im-
portant tasks for the future.

EIOPA consults on the calculation 
process for the Solvency II relevant 
risk free interest rate: On 2 Novem-
ber, EIOPA launched a consultation on 
a Technical Document describing the 
methodology, assumptions and identi� -
cation of the data for the calculation of 
the relevant risk free interest rate term 
structures, which in turn are used for the 
calculation of technical provisions. � e 
period for providing comments ended 
on 21 November.

EIOPA submits the Set 1 of ITS to the 
Commission: On 31 October, EIOPA 
delivered the Implementing Technical 
Standards (ITS) on supervisory approval 
processes. � e six ITS cover the follow-
ing areas: Ancillary Own funds, Matching 
Adjustment, Undertaking-Speci� c Param-
eters, Internal Models, Special Purpose 
Vehicles, and the Joint Decision Process for 
Group Internal Models. � e ITS need to be 
endorsed by the Commission, which can 
be expected within three months.

IAIS announces the development of 
BCR for G-SII: On 23 October, the Inter-
national Association of Insurance Super-
visors (IAIS) announced that it concluded 
the development of the Basic Capital 
Requirements (BCR) for Globally Sys-
temically Important Insurers (G-SII). � e 
BCR re� ects the content of a consultation 
paper issued in July and it will be reported 
by G-SIIs on a con� dential basis to group-
wide supervisors beginning in 2015. � e 
Higher Loss Absorbency (HLA, which 
will expand on the BCR) requirements to 
apply to G-SIIs is due to be completed by 
the end of 2015. From 2019, G-SIIs will be 
required to hold capital no lower than the 
BCR plus HLA. � e BCR ratio is calcu-
lated by dividing Total Qualifying Capital 
Resources by Required Capital, which are 
de� ned as follows:

 Total Qualifying Capital Resources: 
classi� ed as either core or additional 
capital. Qualifying Additional Capital 

 INSURANCE

PRA, EIOPA on Solvency II, plus G-SII moves
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cannot exceed 50% of Required Capi-
tal (� is limit will be re-examined once 
HLA is developed). Core capital is de-
� ned as an instrument that can absorb 
losses on a going concern basis (Equity 
and Perpetual non-cumulative instru-
ments). Additional capital is comprised 
of � nancial subordinated instruments 
with a minimum � ve year maturity with 
a principal lock-in or 20% p.a. amortisa-
tion in the � nal � ve years. Non-paid-up 
capital items are limited to an amount 
not greater than 10% of BCR.
 Required Capital: calculated on a 
consolidated group-wide basis and 
determined using a factor-based ap-
proach (15 factors applying to de� ned 
segments).

FSB consults on the identifi cation of 
critical functions of G-SII: On 16 Octo-
ber, the FSB launched a public consulta-
tion on guidance for the identi� cation of 
the critical functions and critical shared 
services for G-SIIs. � e guidance should 
assist national authorities in implement-
ing the recovery and resolution planning 
requirements set out in the Key Attributes 
of E� ective Resolution Regimes for Finan-
cial Institutions (KAs) and in the policy 
measures of the IAIS for G-SIIs, and sup-
port their resolution plann ing. � e docu-
ment provides a framework for the identi-
� cation of the functions and services that 
would need to be maintained in resolution 
consistent with the objectives of systemic 
stability and policyholder protection.

FSB updates KAs to include Annex 
on resolution of insurers: � e Finan-
cial Stability Board (FSB) published on 
15 October an updated version of the 
Key Attributes of E� ective Resolution 
Regimes for Financial Institutions. � e 
FSB adopted additional guidance that 
elaborates on speci� c KAs relating to 
information sharing for resolution pur-
poses and sector-speci� c guidance that 
sets out how they should be applied for 
insurers, � nancial market infrastructures 
(FMIs), and the protection of client as-
sets in resolution. All the newly adopted 
guidance documents have been incorpo-
rated as annexes into the 2014 version. 
No changes were made to the text of the 
12 Key Attributes of October 2011.

IAIS releases principles for develop-
ment of HLA requirements for G-SIIs: 
On 22 September, the IAIS published a 
list of HLA principles for G-SIIs, which 
follows the Insurance Capital Standard 
(ICS) ones, released on 12 September. 
� e list includes a speci� c mention of the 
going concern nature of the HLA (Prin-
ciple 5) and the need for highest quality 
capital (Principle 6). 

Svein Andresen, FSB secretary general

Michael Benyaya, Jonathan 
Blondeau, Julian Burkhard, Cyril 

Chatelain, Stefano Rossetto 
DCM Solutions

Crédit Agricole CIB
Capital.Structuring@ca-cib.com

Why not read us
 online at 

bihcapital.com
where you can 
also download 

our latest issue?
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AT1, Tier 2 CoCos

Launch Issuer Issue ratings Currency Amount 
(m)

Coupon Maturity date First call date Principal loss 
absorption

Trigger Price I-Spread Yield 
to call

13-Nov-14 AARB -/-/B+ EUR 300 7.625% Perpetual 30-Apr-20 TWD 7.000% 99.75 725 7.70

10-Sep-14 HSBC Baa3/-/BBB EUR 1,500 5.250% Perpetual 16-Sep-22 CE 7.000% 100.50 455 5.17

03-Sep-14 UCGIM -/-/BB- EUR 1,000 6.750% Perpetual 10-Sep-21 TWD 5.125% 97.75 673 7.17

02-Sep-14 SANTAN Ba1/-/- EUR 1,500 6.250% Perpetual 11-Sep-21 CE 5.125% 97.50 631 6.71

13-Jun-14 BACR -/B/BB+ EUR 1,077 6.500% Perpetual 15-Sep-19 CE 7.000% 97.63 689 7.09

20-May-14 DB Ba3/BB/BB+ EUR 1,750 6.000% Perpetual 30-Apr-22 TWD 5.125% 96.75 592 6.56

01-Apr-14 ACAFP -/BB/BB+ EUR 1,000 6.500% Perpetual 23-Jun-21 TWD 7%/5.125% 102.25 567 6.08

28-Mar-14 SOCGEN -/-/BB EUR 1,000 6.750% Perpetual 07-Apr-21 TWD 5.125% 99.00 653 6.95

20-Mar-14 LLOYDS -/B+/BB EUR 750 6.375% Perpetual 27-Jun-20 CE 7.000% 103.00 541 5.74

12-Mar-14 KBCBB -/BB/BB EUR 1,400 5.625% Perpetual 19-Mar-19 TWD 5.125% 98.00 595 6.16

05-Mar-14 SANTAN Ba1/-/- EUR 1,500 6.250% Perpetual 12-Mar-19 CE 5.125% 98.75 640 6.59

05-Mar-14 DANBNK -/BB+/BB+ EUR 750 5.750% Perpetual 06-Apr-20 TWD 7.000% 101.75 500 5.37

11-Feb-14 BBVASM -/-/BB EUR 1,500 7.000% Perpetual 19-Feb-19 CE 5.125% 102.00 627 6.45

19-Jun-14 VIRGMN -/-/- GBP 160 7.875% Perpetual 31-Jul-19 CE 7.000% 102.20 596 7.31

19-Jun-14 COVBS -/-/BB+ GBP 400 6.375% Perpetual 01-Nov-19 CE (*) 7.000% 97.25 559 7.05

13-Jun-14 BACR -/B/BB+ GBP 698 7.000% Perpetual 15-Sep-19 CE 7.000% 96.25 659 7.95

20-May-14 DB Ba3/BB/BB+ GBP 650 7.125% Perpetual 30-Apr-26 TWD 5.125% 96.75 537 7.55

01-Apr-14 ACAFP -/-/BB+ GBP 500 7.500% Perpetual 23-Jun-26 TWD 7%/5.125% 98.75 568 7.66

20-Mar-14 LLOYDS -/B+/BB GBP 1,481 7.000% Perpetual 27-Jun-19 CE 7.000% 100.25 559 6.93

20-Mar-14 LLOYDS -/B+/BB GBP 1,494 7.625% Perpetual 27-Jun-23 CE 7.000% 101.00 569 7.47

20-Mar-14 LLOYDS -/B+/BB GBP 750 7.875% Perpetual 27-Jun-29 CE 7.000% 102.13 550 7.63

04-Mar-14 NWIDE -/BB/BB+ GBP 1,000 6.875% Perpetual 20-Jun-19 CE (*) 7.000% 98.25 593 7.33

18-Nov-14 DB Ba3/BB/BB+ USD 1,500 7.500% Perpetual 30-Apr-25 TWD 5.125% 99.75 507 7.54

06-Nov-14 SEB -/-/BBB- USD 1,100 5.750% Perpetual 13-May-20 TWD 8%/5.125% - 407 5.77

16-Sep-14 NDASS -/BBB/BBB USD 1,000 5.500% Perpetual 23-Sep-19 TWD 8%/5.125% 99.88 396 5.53

16-Sep-14 NDASS -/BBB/BBB USD 500 6.125% Perpetual 23-Sep-24 TWD 8%/5.125% 100.50 377 6.06

11-Sep-14 ACAFP Ba2u/BB/BB+ USD 1,250 6.625% Perpetual 23-Sep-19 TWD 7%/5.125% 98.00 561 7.12

10-Sep-14 HSBC Baa3/-/BBB USD 2,250 6.375% Perpetual 17-Sep-24 CE 7.000% 102.00 382 6.10

10-Sep-14 HSBC Baa3/-/BBB USD 1,500 5.625% Perpetual 17-Jan-20 CE 7.000% 101.00 376 5.40

19-Jun-14 SOCGEN Ba2/-/BB USD 1,500 6.000% Perpetual 27-Jan-20 TWD 5.125% 93.00 602 7.67

13-Jun-14 BACR -/B/BB+ USD 1,211 6.625% Perpetual 15-Sep-19 CE 7.000% 98.10 560 7.10

10-Jun-14 CS -/BB/BB+ USD 2,500 6.250% Perpetual 18-Dec-24 PWD 5.125% - 433 6.63

20-May-14 DB Ba3/BB/BB+ USD 1,250 6.250% Perpetual 30-Apr-20 TWD 5.125% 98.50 478 6.58

08-May-14 SANTAN Ba1/-/- USD 1,500 6.375% Perpetual 19-May-19 CE 5.125% - 508 6.51

07-Apr-14 LLOYDS -/B+/BB USD 1,675 7.500% Perpetual 27-Jun-24 CE 7.000% 102.75 490 7.10

27-Mar-14 UCGIM -/-/BB- USD 1,250 8.000% Perpetual 03-Jun-24 TWD 5.125% 101.00 559 7.85

15-Jan-14 ACAFP -/BB/BB+ USD 1,750 7.875% Perpetual 23-Jan-24 TWD 7%/5.125% 103.75 515 7.31

AT1 performance monitoring (as at 1/12/14)

Principal loss absorption: CE = conversion into equity; TWD = temporary write-down; PWD = permanent write-down; *Converts into Core Capital Deferred Shares (CCDS)

T2 CoCo performance monitoring (as at 1/12/14)

Source: Crédit Agricole CIB 

Launch Issuer Issue ratings Currency Amount 
(m)

Coupon Maturity date First call date Principal loss 
absorption

Trigger Price I-Spread Yield 
to call

08-Mar-12 CS -/-/BBB- CHF 750 7.125% 22-Mar-22 22-Mar-17 CE 7.000% 107.57 362 3.63

23-May-14 NYKRE -/BBB/BBB EUR 600 4.000% 03-Jun-36 03-Jun-21 PWD 7.000% 99.55 353 4.08

06-Feb-14 UBS -/BBB/BBB+ EUR 2,000 4.750% 12-Feb-26 12-Feb-21 PWD 5.000% 106.50 304 3.56

11-Sep-13 CS -/BBB/BBB+ EUR 1,250 5.750% 18-Sep-25 18-Sep-20 PWD 5.000% 112.50 286 3.34

29-Jul-11 BKIR -/-/- EUR 1,000 10.000% 30-Jul-16 - CE 8.250% 108.73 420 -

08-May-14 UBS -/BBB/BBB+ USD 2,500 5.125% 15-May-24 - PWD 5.000% 100.05 280 -

12-Sep-13 ACAFP -/BBB-/BBB- USD 1,000 8.125% 19-Sep-33 19-Sep-18 PWD 7.000% 113.00 305 4.36

01-Aug-13 CS -/BBB/BBB+ USD 2,500 6.500% 08-Aug-23 - PWD 5.000% 110.00 289 -

15-May-13 UBS -/BBB/BBB+ USD 1,500 4.750% 22-May-23 22-May-18 PWD 5.000% 101.13 313 4.39

03-Apr-13 BACR -/BB+/BBB- USD 1,000 7.750% 10-Apr-23 10-Apr-18 PWD 7.000% 109.34 352 4.70

17-Jan-13 KBC -/BBB-/- USD 1,000 8.000% 25-Jan-23 25-Jan-18 PWD 7.000% - 255 3.67

14-Nov-12 BACR -/BB+/BBB- USD 3,000 7.625% 21-Nov-22 - PWD 7.000% 110.25 389 -

10-Aug-12 UBS -/BBB/BBB+ USD 2,000 7.625% 17-Aug-22 - PWD 5.000% 118.60 265 -

15-Feb-12 UBS -/BBB/BBB+ USD 2,000 7.250% 22-Feb-22 22-Feb-17 PWD 5.000% 108.10 260 3.39

17-Feb-11 CS -/-/BBB- USD 2,000 7.875% 24-Feb-41 24-Aug-16 CE 7.000% - 329 3.86
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Latest bank Tier 2, insurance hybrids 
Latest Tier 2 performance monitoring (as at 1/12/14)

Launch Issuer Issue ratings Currency Amount (m) Coupon Maturity date First call date I-Spread Yield to call

19-Nov-14 ERSTBK -/BBB-/BBB USD 500 5.500% 26-May-25 26-May-20 409 -

18-Nov-14 KBCBB -/BBB-/BBB+ EUR 750 2.375% 25-Nov-24 25-Nov-19 190 -

14-Nov-14 STANLN A3/BBB/A+ EUR 500 3.125% 19-Nov-24 - 233 -

14-Nov-14 YBS Baa2/-/BBB+ GBP 250 4.125% 20-Nov-24 20-Nov-19 252 -

29-Oct-14 LLOYDS Baa3/BB+/BBB+ USD 1,000 4.500% 04-Nov-24 - 215 -

06-Oct-14 BNP Baa2/BBB/A USD 1,000 4.250% 15-Oct-24 - 182 -

06-Oct-14 BNP Baa2/BBB/A EUR 750 2.625% 14-Oct-27 14-Oct-22 198 2.67

09-Sep-14 SOCGEN Baa3/-/BBB+ EUR 1,000 2.500% 16-Sep-26 16-Sep-21 222 2.79

08-Sep-14 BPCEGP Baa3/-/A- USD 1,250 4.500% 15-Mar-25 - 243 -

08-Sep-14 ISPIM Ba1/BB+/BBB EUR 1,000 3.928% 15-Sep-26 - 262 -

05-Sep-14 BACR Ba1/BB+/A- USD 1,250 4.375% 11-Sep-24 - 248 -

03-Jun-14 BPCEGP Baa3/BBB/A- USD 800 4.625% 11-Jul-24 - 261 -

26-Jun-14 BPCEGP Baa3/BBB/A- EUR 1,000 2.750% 08-Jul-26 08-Jul-21 217 2.72

19-Jun-14 ISPIM Ba1/BBB-/BBBe USD 2,000 0.05017 26-Jun-24 - 221 -

04-Jun-14 BKIR Ba3/B/- EUR 750 4.250% 11-Jun-24 11-Jun-19 406 4.43

03-Jun-14 STANLN A3/BBB/A+ GBP 900 5.125% 06-Jun-34 - 302 -

22-May-14 SEB Baa2/BBB/A EUR 1,000 2.500% 28-May-26 28-May-21 162 2.16

21-May-14 RBS Ba3/BB/BBB- USD 2,250 5.125% 28-May-24 - 264 -

20-May-14 LBBW Baa2/-/- EUR 500 2.875% 27-May-26 27-May-21 226 2.80

14-May-14 BFCM Baa1/BBB/A EUR 1,000 3.000% 21-May-24 - 150 -

14-May-14 RABOBK A2/BBB+/A+ EUR 2,000 2.500% 26-May-26 26-May-21 178 2.32

14-May-14 RABOBK A2/BBB+/A+ GBP 1,000 4.625% 23-May-29 - 205 -

13-May-14 BKIASM -/B-/B+ EUR 1,000 4.000% 22-May-24 22-May-19 388 4.25

12-May-14 DANBNK -/BBB/A- EUR 500 2.750% 19-May-26 19-May-21 175 2.29

02-Apr-14 FRLBP -/BBB-/- EUR 750 2.750% 23-Apr-26 23-Apr-21 181 2.34

08-Apr-14 BPCEGP Baa3/BBB/A- GBP 750 5.250% 16-Apr-29 - 241 -

02-Apr-14 BBVASM Baa3/BB+/BBB+ EUR 1,500 3.500% 11-Apr-24 11-Apr-19 235 2.71

26-Mar-14 NDB Ba1/-/- USD 500 6.250% 10-Apr-24 - 387 -

21-Mar-14 STANLN A3/BBB/A+ USD 2,000 5.700% 26-Mar-44 - 239 -

20-Mar-14 RBS Ba3/BB/BBB- EUR 1,000 3.625% 25-Mar-24 25-Mar-19 295 3.31

13-Mar-14 BNP Baa2/BBB/A EUR 1,500 2.875% 20-Mar-26 20-Mar-21 191 2.43

11-Mar-14 AARB -/-/BBB- EUR 300 4.250% 18-Mar-26 18-Mar-21 275 3.27

05-Mar-14 HSBC A3/BBB+/A+ USD 2,000 4.250% 14-Mar-24 - 160 -

05-Mar-14 HSBC A3/BBB+/A+ USD 1,500 5.250% 14-Mar-44 - 175 -

18-Feb-14 INTNED Baa2/BBB/A- EUR 1,500 3.625% 25-Feb-26 25-Feb-21 182 2.34

17-Feb-14 SWEDA Baa2/BBB+/A EUR 750 2.375% 26-Feb-24 26-Feb-19 139 1.74

Insurance performance monitoring (as at 1/12/14)

Source: Crédit Agricole CIB 

Launch Issuer Issue ratings Currency Amount (m) Coupon Maturity date First call date New issue 
spread

I-Spread

18-Nov-14 BNP -/BBB-/- EUR 1,000 4.032% Perpetual 25-Nov-25 293 279

14-Nov-14 ASSGEN Ba1/BBB /*-/BBB- EUR 1,500 4.596% Perpetual 21-Nov-25 350 332

12-Nov-14 CNPFP -/BBB+/- EUR 500 4.000% Perpetual 18-Nov-24 310 287

06-Nov-14 AXASA Baa1/BBB/BBB EUR 984 3.941% Perpetual 07-Nov-24 290 289

06-Nov-14 AXASA Baa1/BBB/BBB GBP 724 5.453% Perpetual 04-Mar-26 300 330

23-Oct-14 LLYDIN -/A-/A- GBP 500 4.750% 30-Oct-24 - - 240

07-Oct-14 ACAFP -/BBB-/- EUR 750 4.500% Perpetual 14-Oct-25 335 309

02-Oct-14 RSALN Baa1/BBB+/BBB GBP 400 5.125% 10-Oct-45 10-Oct-25 - 264

02-Oct-14 HELNSW -/BBB+/- CHF 400 3.500% Perpetual 17-Apr-20 322 241

02-Oct-14 HELNSW -/BBB+/- CHF 225 4.000% 17-Oct-44 17-Oct-24 318 283

01-Oct-14 MACIFS Baa1/-/- EUR 124 3.916% Perpetual 06-Oct-24 280 298

25-Sep-14 SCOR A3/A-/- EUR 250 3.875% Perpetual 01-Oct-25 270 266

24-Sep-14 ASRNED -/BBB-/- EUR 500 5.000% Perpetual 30-Sep-24 395 371

16-Sep-14 ISPIM Ba1/BBB-/BBBe USD 2,000 0.05017 23-Sep-44 23-Sep-24 403 221

11-Sep-14 ALVGR A2/A+/A EUR 1,500 3.375% Perpetual 18-Sep-24 220 237

11-Sep-14 SRENVX A3/A/- USD 500 4.500% 11-Sep-44 11-Sep-24 - 225

08-Sep-14 HANRUE -/A/- EUR 500 3.375% Perpetual 26-Jun-25 225 223

18-Jul-14 ADMLN -/-/BBB- GBP 200 5.500% 25-Jul-24 - - 286

08-Jul-14 NNGRNV Baa3/BBB-/- EUR 1,000 4.500% Perpetual 15-Jan-26 300 339

26-Jun-14 PICORP -/-/- GBP 300 6.500% 03-Jul-24 - - 412

25-Jun-14 AVLN Baa1/BBB/- EUR 700 3.875% 03-Jul-44 03-Jul-24 - 262
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 Bank+Insurance Hybrid Capital 
(BIHC): After your dated subor-
dinated transaction in May, what 
was the rationale for returning 
with a perpetual transaction at this 
time?

Vincent Damas, CNP Assurances: 
The outstanding subordinated debt of 
CNP Assurances currently amounts to 
Eu5.7bn, which ranks us in line with the 
average of listed European insurers in 
terms of volume. It is important to note 
that CNP Assurances has never issued 
any senior unsecured debt because the 
issuing entity is the main operational 
entity of the group and has excellent li-
quidity, and hence does not require any 
senior funding. 

Our issuing strategy is generally to 
flatten our maturity profile by distribut-
ing our outstanding debt across various 
maturities. We aim for a benchmark size 
to ensure investors the liquidity they re-
quire, but do not issue in jumbo size as 
it does not suit our maturity profile and 
secondary performance is more uncer-

tain. We also look for diversification in 
terms of currencies, investor bases and 
formats. A new undated Eu500m trans-
action was perfectly in line with this 
strategy and was all the more interesting 
since prevailing conditions are in issu-
ers’ favour.

BIHC: Insurance perpetual instru-
ments experienced strong volatility 
at the end of September/beginning 
of October. Do you see any particu-

lar reason for this? How did it affect 
your decision to go ahead with the 
project?

Stéphane Trarieux, CNP Assuranc-
es: We have indeed observed that the 
market was not ideal in September and 
this continued until mid-October. The 
international context and disappointing 
growth figures of different regions have 
led to a correction on a number of risk 
assets. Needless to say, subordinated is-
sues suffered from this a bit, as is to be 
expected.

We still thought that there would be 
some issuance windows open until the 
end of 2014. As a result, we prepared 
ourselves in terms of issue documenta-
tion to be ready to seize the first oppor-
tunity after our quarterly results’ release.

BIHC: Pricing with a premium of 
just 40bp over your dated transac-
tion seems to be a very good re-
sult — how would you compare the 
outcome versus where your peers 
are trading?

CNP Assurances returned to the subordinated debt market on 12 November to price a Eu500m 
perpetual non-call 10 issue, with CA-CIB as a joint bookrunner. Vincent Damas, director for ALM 
and funding, and Stéphane Trarieux, funding and rating agencies department, CNP Assurances, 
explain the rationale for the company’s follow-up to its 31NC11 in May, and discuss structural 

and market developments. 

CNP Assurances
Perpetual return

Stéphane Trarieux
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Damas, CNP Assurances: We have 
noted that the spread differential be-
tween dated and perpetual debt has var-
ied between issuers and is not constant 
over time. This can be driven by techni-
cal factors. The 40bp that you mention 
includes both the perpetuity cost and 
the new issue premium. We view the fi-
nal outcome as very satisfactory in light 
of market conditions.

BIHC: With over 400 investors in-
volved in this transaction, have you 
seen any change in the distribution 
of this deal compared with your 
previous transactions?

Trarieux, CNP Assurances: Com-
pared to our euro 31NC11 issue in May, 
the book was bigger in terms of total 
amount (Eu6.5bn versus Eu5bn) and the 
number of investors (400 versus 340). 
We continue to observe a high level of 
granularity within our investor base and 
good geographic diversification. This is 
the results of CNP’s efforts over the last 
two years to strengthen the relationship 

with credit investors by means of non-
deal roadshows.

BIHC: You achieved a very nice 4% 
coupon — how does it compare 
with the average cost of your sol-
vency capital?

Damas, CNP Assurances: This new 
issue, as well as the dated one from May, 
enables us to reduce the average cost of 
our subordinated debt, which currently 

stands at 5.4% before tax. Of course the 
current level of interest rates is very fa-
vourable for issuers. We also see that 
credit spreads are at their lowest levels 
of the last five years — although they 
are still wider than before the 2008 sub-
prime crisis. This level of coupon ena-
bles us to keep a significant safety mar-
gin in our interest coverage ratio, which 
is closely looked at by rating agency 
Standard & Poor’s.

BIHC: What is your view of future 
Solvency 2 Tier 1 instruments?

Trarieux, CNP Assurances: We think 
that primary markets will soon be ready 
to absorb fully compliant Solvency 2 
Tier 1 from insurance companies, as 
they did for bank AT1s. 

However, since the final technical 
guidelines are not yet finalised, it is still 
too soon to say when the first transac-
tion will take place. We will closely fol-
low the upcoming regulatory develop-
ments (Level 3 measures) in order to be 
ready when needed. 

Photo: CNP Assurances

Vincent Damas
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On 18 September, Standard & Poor’s 
published its updated criteria for assign-
ing issue credit ratings to bank hybrid 
capital instruments. � is followed a re-
quest for comment and many months 
of market consultation around the pro-
posed changes.

� e changes re� ect our view that the 
emerging global regulatory and legal en-
vironment leads to a greater risk of loss 
absorption by hybrid capital instruments 
— and therefore of D (default) issue 
credit ratings — than our previous crite-
ria recognised.

As a result, we have adopted wider 
downward notching of the issue credit 
ratings on some hybrid capital instru-
ments from the stand-alone credit pro-
file or long term issuer credit rating on 
the issuer.

Regulatory reform agenda is driv-
ing increased bail-in risk
The evolving regulatory and legal frame-
works for banking sectors around the 
world are the driving factor behind our 
changes. The broad themes of the global 
regulatory reform agenda are clear. Au-

thorities expect bank regulatory capital 
instruments to fulfill their basic pur-
pose of absorbing losses for a bank 
undergoing distress, a role that hybrid 
capital instruments did not always pro-
vide through the financial crisis. Many 
governmental authorities and regula-
tors are also in the process of expanding 
bank resolution options, in many cases 
through encouraging the use of “bail-in” 
instruments, which will provide addi-
tional tools to deal with looming bank 

failures in order to preserve financial 
system stability and lessen the need for 
taxpayer-funded bailouts.

� ese themes are core concepts in 
the policy frameworks for bank capi-
tal and resolution policy frameworks 
promoted by the Basel Committee on 
Banking Supervision and the Financial 
Stability Board. At the same time, di� er-
ent jurisdictions are following somewhat 
divergent paths, re� ecting a range of fac-
tors, including industry structure, policy 
preferences, and political will shaped by 
experiences of the � nancial crisis. � ese 
di� erent jurisdictional approaches are 
re� ected in the new criteria.

Key changes in the new rating 
approach
� e revisions in our criteria are primarily 
focused on the heightened risk to holders 
of regulatory capital instruments, arising 
from the increased likelihood that the 
instruments will absorb losses as a bank 
progresses toward — but in advance 
of — a point of non-viability. � is risk 
is especially prevalent in countries that 
have implemented, or are in the process 

S&P
Increasing bail-in risk 

drives change
Investors in hybrid capital instruments face increasing bail-in risk as regulators around the 
world expand their toolkits for dealing with future bank failures. Increased bail-in risk is what’s 
behind Standard & Poor’s Ratings Services’ recently updated criteria for bank hybrid capital 
instruments and here Michelle Brennan, S&P’s European Financial Services criteria offi cer 
and a key architect of the new criteria, explains the increased bail-in risk, how this has been 

factored into the criteria and the ratings implications.

Michelle Brennan, S&P
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of implementing, Basel III, where loss-
absorbing hybrid capital instruments are 
expected to play a more signi� cant role 
in recapitalisation of troubled banks than 
what occurred during the recent � nancial 
crisis. Potential routes of loss absorption 
include coupon non-payment, principal 
write-down, conversion into common 
equity, and distressed exchanges.

� e main changes to the criteria in-
clude revised standard notching to take 
into account the heightened risk of loss 
absorption for regulatory Tier 1 hybrid 
capital instruments. � is revised notch-
ing for coupon-deferral risk recognises 
the increased risk of loss absorption on 
Tier 1 instruments when capital lev-
els approach speci� c capital triggers, or 
fall within the Basel III regulatory capi-
tal conservation bu� ers or other capital 
bu� ers that regulators may apply.

� e new criteria also provides further 
clarity around how we apply notching for 
a range of other instrument features, such 
as the risk of conversion or write-down, 
including statutory mechanisms, and for 
proximity to going concern conversion 
or write-down triggers. We have pro-
vided further examples of circumstances 
where we could apply additional notch-
es, such as contractual narrow earnings 
tests, payment clauses linked to distribut-
able reserves, statutory restrictions, and 
other risks that the issuer’s stand-alone 
credit pro� le or the standard instrument 
notching do not otherwise address. Fi-
nally, we have provided further clari� ca-
tion around how we handle notching for 
non-operating holding company issues.

Ratings impact
Following publication of the new criteria, 
S&P updated its ratings on 1,871 bank 
hybrid capital instruments globally. Rat-
ing changes were communicated through 
a series of regional media releases, which 
can be found on the website listed at the 
end of this article.

We lowered the majority of issue cred-
it ratings on hybrid capital instruments 

that are classi� ed by regulators as part 
of Tier 1 regulatory capital. In addition, 
we lowered the ratings on instruments in 
jurisdictions where we anticipate that the 
statutory framework, including bank res-
olution regimes, would likely lead to the 
conversion of hybrid capital instruments 
and non-deferrable subordinated debt 
into bail-in capital as a bank approaches 
a state of non-viability.

Overall, we lowered by one notch the 
ratings on about 65% of the instruments 
within the scope of the updated criteria, 
and by two notches on about 15%.

Different jurisdictional approaches 
lead to different rating outcomes
� e rating impact varied between regions 
and jurisdictions, re� ecting notable dif-
ferences in instrument features and in 
the expected behavior of the relevant 
regulators. � e ratings impact in some 
instances also varied between legacy in-
struments and new instruments compli-
ant with the Basel III framework.

For example, the high proportion of 
downgrades in Europe relates to the regu-
latory reform agenda, with bail-in mecha-
nisms as a key element of the EU Bank Re-
covery & Resolution Directive (BRRD). In 
our view, these mechanisms will apply to 

legacy instruments as well as more recent 
issues. As a result, we applied a one notch 
deduction to European hybrids, due to 
the risk of conversion or write-down and 
re� ecting the contingent capital nature 
of these instruments, whether the related 
mechanisms have a contractual or statu-
tory basis, in addition to the additional 
notching to re� ect Tier 1 status.

In contrast, our rating adjustments in 
the US were somewhat more incremen-
tal and re� ected the expected impact of 
the Basel III capital conservation bu� er 
mechanism on the risk of coupon non-
payment (and hence of an issue default). 
Other jurisdictions show varying balanc-
es between downgrades and a�  rmations, 
re� ecting the di� ering and largely mod-
erate progress toward the implementa-
tion of regulatory reforms. 

In sum, our updated criteria highlight 
the potentially signi� cant di� erences in 
risk between bank hybrid capital instru-
ments with di� erent features. Of equal 
importance, we expect to factor into 
issue credit ratings under the criteria 
framework both gradual and sometimes 
rapid changes in bank credit quality that 
could have magni� ed impacts on hybrid 
instruments given their regulatory roles 
to absorb losses. 

Banks' 
internal buffers

Pillar 2 add-on
0%-2%**

Systemic buffer
0%-5%**

Countercyclical buffer
0%-2.5%**

Capital conservation buffer
2.5%

Tier 2*
2%

Additional Tier 1*
1.5%

Common Equity Tier 1
4.5%

Base requirement CET1 buffers Other potential capital
buffers

Further information
Visit S&P’s https://www.spratings.com/� nancial-institutions/banks/Hybrid-Capital.html hot topic at www.spratings.com where the 
new criteria, along with press releases, commentary, FAQ and short videos providing further background can be found.

*Must be fi lled by CET1 if the bank has insuffi cient Additional Tier 1 or Tier 2 capital
**May be higher                                                                Source: Standard & Poor’s 

Basel III capital structure

BIHC5_SandP_2.indd   33 16/12/2014   10:07:42



2014/2015

34   BANK+INSURANCE HYBRID CAPITAL   NOV/DEC 2014

Michel Baud, portfolio manager, 
BNP Paribas AM

Dierk Brandenburg, senior credit 
analyst, Fidelity

François Gignoux, portfolio 
manager and vice president, and 
Dan Karsenty, portfolio manager 
and vice president, Eiffel Investment 
Group

Francesco Castelli, head of 
investments, Method Investments & 
Advisory

Ghislain Cortina, portfolio manager, 
credit strategies, Boussard & 
Gavaudan

Örjan Pettersson, portfolio manager, 
credit markets, SEB Investment 
Management

Lloyd Harris, senior fi nancials credit 
analyst, Old Mutual Global Investors

Vincent Hoarau, head of FIG 
syndicate, Crédit Agricole CIB

Robert Montague, senior fi nancials 
analyst, ECM

Participants responsed in late October 
and November 

Clockwise from top left: Meeting of G20 fi nance ministers, 
Brisbane; Danièle Nouy, chair of the supervisory board of 
the Single Supervisory Mechanism; Bank for International 
Settlements, Basel; Gabriel Bernardino, EIOPA chair.
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The mood in the AT1 market lately 
is in stark contrast to the frenzy of 
January. What were the main trig-
gers for the turnaround in sentiment 
mid-year?

Vincent Hoarau, CA-CIB: Primary 
market supply in AT1 format was high 
during the � rst half of 2014, reaching 
Eu32.5bn equivalent. � e market was 
one way, and it was just too fast and too 
furious for the nascent asset class. We ap-
proached the 5% headline coupon in euro 
PerpNC5 format in primary, where more 
and more issuers printed the biggest pos-
sible size at the tightest possible spread. In 
the secondary market bonds stopped per-
forming. At the beginning of the summer 
the correction was overdue.

� e geopolitical situation in the 
Ukraine, the Banco Espírito Santo mis-
fortune, the recurrence of some negative 
macroeconomic headlines, and of course 
Bank of America Merrill Lynch’s decision 
to pull AT1 securities from the global high 
yield index o� ered an explosive cocktail. 
� e purge kicked o�  with requests for 
bids by forced sellers and this spread with 
opportunistic bondholders urged to take 
pro� ts. On average, we are still trading 
75bp-100bp o�  the pre-summer lows.

You only have to look at the decrease 
in oversubscription levels in primary to 

gauge the overall damage and the drop in 
demand. Take the recent Deutsche Bank, 
for example: it pushed the size of its Per-
pNC10 AT1 to its upper limit of $1.5bn 
in early November and the bonds have 
traded down since. � e total books closed 
at $3.6bn, compared with a total deal size 
of Eu3.5bn equivalent for their inaugural, 
multi-currency AT1 in May.

Örjan Pettersson, SEB: � ere is still a 
limited amount of natural buyers of AT1. 
We believe this, in combination with 
heavy supply, explains the sell-o� . Conta-
gion e� ects from the weak high yield mar-
ket might also have played a part.

Michel Baud, BNP Paribas AM: Firstly, 
valuations were too tight: at an average 
yield of 5.2% for the Barclays Contingent 
Capital index at the beginning of June, 
investors did not feel su�  ciently compen-
sated for the risk.

Secondly, Banco Espírito Santo this 
summer served as a reminder to investors 
of the risks of loss absorption.

Lloyd Harris, Old Mutual: Geopoliti-
cal fears probably had something to do 
with it, but ultimately the initial turna-
round was everything to do with high 
yield out� ows and positioning. Everyone 
was fairly long high yield and AT1, but 

because AT1 issuances are large, they 
tend to be the most liquid, so in the event 
of high yield out� ows they are the � rst 
to go because they are basically easier to 
sell than your typical illiquid high yield 
bond. So I am pretty sure that when we 
saw the high yield out� ows in the middle 
of the summer, that was the reason AT1 
got hammered.

I don’t really believe it had anything re-
ally to do with the fundamentals of the is-
suers. You’ve only got to look at the di� er-
ence between the performance of the AT1 
market at the time and at the other parts 
of the bank capital structure: if you look at 
Lower Tier 2, it didn’t move a great deal; 
it was con� ned to AT1. And that tells me 
it hasn’t got a great deal to do with bank 
fundamentals, frankly.

Francesco Castelli, Method: From a 
quantitative perspective, AT1 market per-
formance looks very much like a slightly 
higher beta version of the High Yield mar-
ket: most of the BAML Contingent Capi-
tal Index returns can be explained by the 
US High Yield Index behaviour. Digging 
a little deeper into the statistical evidence, 
we � nd that the causality link runs from 
HY to CoCos and not vice versa. � is 
con� rms the widespread feeling that high 
yield funds have recycled heavy in� ows 
into the AT1 market at the beginning of 

2014 Review

After a year of two halves, Bank+Insurance Hybrid Capital surveyed leading players in the 
hybrid market, primarily on the buy-side, to fi nd out what lessons can be learned from the highs 

and lows of 2014, and what they expect in 2015. While there are reasons for optimism, the 
participants suggest that the market’s limits have become clear.

2015 Outlook
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the year. With the sharp reversal of for-
tune in the last few months, out� ows were 
met by limited market-making commit-
ment from the dealer community, result-
ing in a painful underperformance of the 
bank capital sector.

Dan Karsenty, Eiffel: It is worth noting 
that the AT1 asset class bene� ted from an 
overall benign market in the � rst half of 
2014. At that point, we saw what seemed 
like a growing investor base and a buoy-
ant asset class. Back in June, it felt like 
every single investor was looking to invest 
in AT1. � en nervousness and weakness 
emerged in July and several events re-
minded the market of how new that asset 
class was.

We think several reasons explain the 
reversal: negative macro � gures impacting 
the whole market; tourist money exiting 

the AT1 market; liquidity and shrinkage 
of dealers’ balance sheets; decent supply 
in the AT1 market; and last, but not least, 
idiosyncratic stories (BES).

AT1 have proven to be a very volatile as-
set class, and o� en the � rst asset class to be 
divested by investors in di�  cult times. A lot 
of investors without knowledge of the prod-
ucts have started trading these products. 
� ose people have been the � rst to sell.

� e whole BES debacle came as a sur-
prise, but it taught the market a few things: 
in spite of the whole European supervi-
sion and regulation framework being put 
in place, events like that do happen again, 
and when they do, they have a signi� cant 
impact on the AT1 market.

Ghislain Cortina, Boussard & Gavau-
dan: � e birth of the AT1 market oc-
curred in a very supportive environment 
for credit. Against that backdrop, AT1s’ 
unfriendly features were progressively 
dismissed as the primary market grew 
and attracted new types of investors prin-
cipally driven by a hunt of yield.

Following the summer choppiness, 
AT1s experienced their � rst period of 
sustained risk-o�  sentiment. � is was the 
� rst test for a still immature market and 
clearly the AT1s revealed their equity-like 
behaviour in more volatile environments. 
In addition, concomitant speci� c news-
� ow did not help improve sentiment: e.g. 
retail restrictions, BAML indices exit — 
not to mention less favourable supply/de-
mand dynamics ahead of AQR, as well as 
the evolving regulatory framework (lever-
age ratios, TLAC, etc).

Robert Montague, ECM: � ere had 
been a lot of issuance, and if you have re-
peat issuers coming two, three times in a 
year or more, people get a bit full on them 
and so they want a pick-up to secondar-
ies. If that’s not really there, they are going 
to say no. You are � nding that unless it’s a 
new name, or it’s very attractively priced, 
deals are su� ering. Until we had HSBC 
and Nordea, who were two new names — 

and also investment grade, which made a 
huge di� erence as well — investors were 
largely indi� erent to the supply when it 
was just the same banks coming back to 
the market again.

You had BES in the summer, as well, 
which didn’t help sentiment, and obvi-
ously the closer you got to the AQR the 
more some people became a bit nervous. 
You also had the likes of Banco Popular 

and Aareal trying high trigger CoCos and 
some people thought — wrongly — that 
Popular would be a marginal pass candi-
date. In fact they passed quite comfort-
ably, but people weren’t willing to take on 
an unrated high trigger AT1.

Brandenburg, Fidelity: We found the 
HSBC deals attractive, simply because 
they are, in our view, going to be one of 
these low risk benchmarks for the sector 
as a whole, and I think they have done 
reasonably well. Nordea would fall into 
the same category, but their issuance vol-
ume is going to be far lower, so you don’t 
really have to take a view on them if you 
don’t want to, whereas HSBC is something 
you really need to add if you want to be 
exposed to the sector. So those went well.

As for Santander and the other euro 
deals, they looked pretty rich when they 
were priced.

We did see the size of books decreas-
ing post-summer, while a purge took 
place in the secondary markets. Why 
was this?

Baud, BNP Paribas AM: Demand for 
new issues was very strong on the � rst 
CoCo issues, with books several times 
oversubscribed: from three times for the 
second tier Spanish bank Banco Popular 
Español AT1 — one of the earliest trans-
action in 2013 — to 14 times for the Crédit 
Agricole AT1 issued in January 2014, or 
even as much as 17 times for the AT1 of 
Danske Bank issued in March.

Books were not so strong post-sum-
mer, with only Eu3bn for Santander and 
Eu2bn for UniCredit.

We see several explanations for this 
weakness. Firstly, we must recognise that 
some new issues that came in September 
were expensive: Santander came at only 
6.25%, a� er IPTs of the 6.375% area. Sec-
ondly, some technical pressures emerged, 
as Bank of America Merrill Lynch ruled 
that CoCos are no longer be eligible for 
high yield indices.

� irdly, there is less appetite from re-
tail investors. Asian retail investors, which 
were strongly committed to the very � rst 
issues, especially in US dollars, are less at-
tracted by current yield, and seem more 

Unless it’s a new name, or it’s 
very attractively priced, deals are suffering

Lloyd Harris, Old Mutual: 
“The initial turnaround was 

everything to do with high yield 
outfl ows and positioning”
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focused on forthcoming new issues from 
Asian banks. For the recent issue from 
Bank of China, private banks were 29% of 
the book, and investors were 94% Asian. 
For lower yield issues, the involvement of 
private banks was minimal: only 9% of the 
book for HSBC, for example, while Asia 
was less than 10%. Meanwhile, in the UK a 
ban was announced by the Financial Con-
duct Authority on retail investors buying 
CoCos from 1 October.

Finally, according to the Street, the 
weakness was exacerbated by fast-money 
investors who still weigh on the asset class 
by selling out at the � rst sign of macro 
trouble. Some hedge funds may also have 
unwound positions hedged with equity 
options.

Castelli, Method: As discussed, we see 
the sell-o�  as mostly determined by the 
same macro drivers that are putting pres-
sure on the high yield market. In par-
ticular, the change in Fed monetary pol-
icy looks like the single most important 
cause. AQR in Europe has certainly been 
an additional source of concern, but the 
successful conclusion of the exercise will 
not, in our view, change the big picture, 
where negative drivers remain. Going 
forward, di� erentiation among US dollar 
and euro-denominated AT1 is likely, with 
the latter likely to � nd support from ECB 
monetary policy.

Harris, Old Mutual: It’s related to what I 
said before — ultimately it comes down to 
positioning. I doubt there was much pa-
per sold in August and so the market was 
still pretty long. So when those guys reo-
pened the market a� er the August wob-
ble and the realisation that this was going 
to be a volatile asset class, the book sizes 
were a lot more realistic than those back 
at the start of the year when everyone was 
just grabbing for AT1 and risk. Maybe in 
May there was some padding of orders, 
but once it got to September I don’t think 
there would have been any padding at all, 
and that had a lot to do with the smaller 
order books.

François Gignoux, Eiffel: � e volatil-
ity and the repricing that we have experi-
enced since the summer have pushed in-

vestors to be more cautious when looking 
at the AT1 market.

� e scarcity in liquidity proved that no 
matter the size of those instruments, it can 
get very hard to trade them. On a few days 
during the summer, it felt like a 5m clip of 
an AT1 was very hard to execute.

� e BES � asco did not help either: 
what would have happened if BES had 
issued an AT1 instrument back in June, 
instead of the capital raise they did? � e 
repricing in the whole asset class would 
have been massive. � at market is a nas-
cent and untested one so far, and until it 
does get tested, the whole asset class will 
remain very sensitive to any adverse event 
on a � nancial institution.

� e AQR has also been the main focus 
of attention in the last months, and this 
has probably prevented investors from 
adding risk in the AT1 space. We see the 
AQR and stress test as a positive catalyst 
for bank credit that should add transpar-
ency and liquidity to the AT1 market, as 
well as credit tightening over time.

Cortina, Boussard & Gavaudan: 
Technicals have been clearly less favour-
able. Besides the reasons stated above, 
continued heavy supply occurred where-
as the investors base had not yet su�  -
ciently stabilised. � e summer volatility 
and lower liquidity might have pushed 
some types of investors to either exit the 
market or reconsider the size of their 
holdings. � is was particularly evident 

when repeat issuers did not get much 
support, with limited incentives for in-
vestors to add on those names via pri-
mary versus secondary.

� e secondary performance was disap-
pointing, not only in absolute terms but 
also in the limited di� erentiation between 
names, circumstances, features. Essen-
tially all AT1s indiscriminately behaved 
as a beta play echoing the broader market 
sentiment. � is is not necessarily encour-
aging as a scenario of speci� c stress on the 
asset class (e.g. e� ective coupon cancella-
tion) remains untested.

Dierk Brandenburg, Fidelity: It’s related 
to the supply/demand mechanics. Banks 
are very clearly incentivised to issue this 
debt, while on the buyside it’s not yet clear 
where the natural home for these bonds is. 
I think that makes people a bit wary of en-
gaging with the asset class, whether they 
like the instrument or not. � e question 
is: where do you properly price the supply 
relative to the funds that are available to be 
invested in it?

Meanwhile, a� er the summer there was 
this retail ban and then the index exclusion 
from the Merrill Lynch index at the end of 
September, which again meant that a lot of 
people found themselves overweight.

Hoarau, CA-CIB: Book sizes dropped 
mainly because valuations were judged too 
rich and order in� ation in primary almost 
disappeared. In the meantime, a lot of fast 
money investors, opportunistic buyers or 
low quality hedge funds simply quit the asset 
class during the purge. And as Michel point-
ed out, the demand from private banks in 
Europe as well as in Asia has also drastically 
diminished. � eir contribution to the over-
all order volume pre-allocation was signi� -
cant during the � rst half of the year. Most of 
the time in� ated, it could easily reach three 
to four billion. You don’t see that anymore.

François Gignoux, Eiffel: 
“We see the AQR and stress test as 
a positive catalyst”

On the buyside it’s not yet clear where the 
natural home for these bonds is
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How much of an impact did the BAML 
index change have?

Baud, BNP Paribas AM: Bank of 
America Merrill Lynch ruled recently 
that CoCos were no longer to be eligible 
for high yield indices. � is change had a 
negative technical impact in the sector, as 
benchmarked investors ended up with o� -
benchmark positions that increased their 
tracking error.

However, we view this impact as limited 
and temporary: high yield funds are not 
natural investors for � nancial issuers and 

a number of high yield funds are bench-
marked against non-� nancial indices.

In the long term, speci� c demand for 
AT1 should emerge from dedicated � nan-
cial hybrids funds. We can notice that, fol-
lowing Merrill Lynch, Barclays has recent-
ly launched its own Global Contingent 
Capital index, which should help asset 
managers work on these projects.

Karsenty, Eiffel: � e removal of AT1 
instruments from the BAML corporate 
bond index may indeed have had an im-
pact on the trading price of these instru-

ments, but we believe that it was a healthy 
development. � e inclusion of CoCos in 
broad indices brought in new money from 
investors that were not all familiar with 
the complexity of these products. AT1 are 
a nascent asset class and, as such, should 
be handled by knowledgeable investors, 
prepared for the underlying risk and vola-
tility. 

Castelli, Method: Like many other in-
vestors in this space, we do not follow a 
benchmark and our strategy was not im-
pacted by this change.

Montague, ECM: It’s hard to say, because 
it happened in September when there was 
a lot of noise in the market. It’s easy to 
post-event rationalise, you know: blame 
the index, blame that. But there were lots 
of other things going on, negative macro 
news as well, the geopolitical situation 
with Ukraine and the Middle East. So it’s 
very di�  cult to pin it on that totally, I’d 
say. � ere might have been some e� ect, 
but it’s hard to split out the various causes.

Are current valuations and relative 
value metrics interesting?

Gignoux, Eiffel: Compared with a cou-
ple of months ago, valuations of the new-
ly-issued AT1 instruments look attractive. 
On average, they currently yield 6.5% (Z 
spread of 515bp), more than 1% above 
their lowest yield reached in mid-June 
this year. In terms of cash trading price, 
they have on average recovered 3 points 
from their lows reached in mid-October, 
but are still trading 6 points below their 
June highs.

We have a constructive view on the 
banking sector. Banks raised a signi� -
cant amount of capital ahead of the ECB 
AQR and EBA Stress Tests. For instance, 
on a fully-loaded basis, only one AT1 is-
suer would have breached its conversion 
trigger at the end of the stressing period 
in the adverse scenario (i.e. 2016 Adverse 
Fully-loaded CET1 ratio < AT1 trigger). 
� e AQR/stress test results thus give us 
comfort on the fact that conversion risk of 
AT1 is remote.

One of the major caveats, however, 
remains the AT1 instruments’ volatility, 
which undermines their attractive returns.

Pettersson, SEB: A� er the massive sell-
o�  since the beginning of the summer, 
spreads have started to look attractive 
again. Supply will continue to be an is-
sue, as it will put pressure on secondary 
market trading. However, even without 

Valuations of the newly-issued AT1 
instruments look attractive

Waleed El Amir, Head of Strategic Funding and Portfolio, 
shares his thoughts on developments.

The downbeat mood in the AT1 market lately is in stark 
contrast to the frenzy of January. What were the main 
triggers for the turnaround in sentiment mid-year?

The factors for the more downbeat mode in AT1s are 
several. First, investors have further understood that these 
are highly subordinated instruments and as such can 
exhibit signifi cant volatility in terms of secondary market 
prices, and furthermore there is a view in the investor 
community that there is signifi cant supply to come and 
thus investors can be more selective as to the instruments 
that they buy in both the primary and secondary markets. 
Given that these instruments are perpetual, in US dollars 
there is concern should interest rates start to rise.

We have seen the size of books decreasing in primary 
markets post-summer, while a purge took place in the 
secondary markets. Why was this?

For the same reasons as above. A large number of investors 
who had entered the asset class had underestimated the 
potential trading volatility of these securities and thus are 
unwilling to put up with the mark-to-market swings
 
Are current valuations and relative value metrics interesting 
for you?

AT1s tend to trade more on technicals and sentiment 
rather than a valuation of the underlying risks in the 
structure. Given current sentiment, where investors can 
purchase AT1 securities from major GSIBs at a yield of 
over 6%, I think there is decent value here.

UniCredit: an issuer’s perspective
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spread tightening, the AT1 market o� ers 
a nice carry which is not that easy to get 
these days.

Harris, Old Mutual: It’s certainly get-
ting there. It’s a lot more interesting than 
it was, put it that way. You’ve only got to 
look at the CoCo index and it’s as low as 
it has ever been. � at’s not to say that it 
couldn’t go a little bit lower. But it’s cer-
tainly looking more interesting.

We’ve obviously got some concerns 
around European growth, but I don’t 
think that’ll be enough to lead to coupon 
deferrals on AT1 or anything like that.

Cortina, Boussard & Gavaudan: � e 
repricing since the summer has clearly 
created opportunities in the AT1 market. 
However, in an overall more cautious and 
volatile environment, AT1s have proved 
to be very macro and market sentiment-
driven instruments. Also the risks of 
heavy supply are likely to weigh on over-
all valuations: the highs of between May 
and July might not be reached again in the 
near future unless the broader market and 
macro sentiment were to change dramati-
cally for the better.

Given the high correlation within the 
asset class, we feel the market is still too 
young to put in place e�  cient fundamen-
tal relative value strategies within the 

space. Having said that, some opportuni-
ties exist, especially on the instruments 
issued by names that have positively sur-
prised in the ECB stress tests. Some of 
these holdings can be e�  ciently hedged 
with other asset classes like stocks or even 
to some extent new sub CDS contracts. 
In addition, the market correction has 
been indiscriminate between duration 
and structures: given the � rst wave of is-
suances of perpetual non-call � ve struc-
tures were issued in the second half of 
2013 with a very high back-end (hence a 
very high probability of call) we believe 
that shorter call AT1s with low triggers 
deserve to be less volatile and to trade at 
a much steeper spread curve versus longer 
dated call structures.

Baud, BNP Paribas AM: We are positive 
on AT1 at current levels. � e Asset Quali-
ty Review and Stress Tests published on 26 
October were an important step for banks. 
All major European banks passed, which 
should reassure investors in the near term.

� ird quarter results were positive for 
most banks: at Deutsche Bank, the Com-
mon Equity Tier 1 ratio was 11.5% at the 
end of the third quarter, on a fully-loaded 

CRR/CRD IV basis. � is ratio was 10.2% 
for Barclays for the same period, an ad-
vance compared with 9.9% at the end of 
June and good progress towards its 11% 
2016 target.

We believe that hybrid securities can 
be seen in a good light: as of 28 October, 
Contingent Capital securities can provide 
an average yield of 6.18 % according to the 
Barclays index (82 securities) and 5.97% 
according to the Merrill Lynch index (76 
securities), with an average rating of mid 
to high double-B, and an average duration 
of 4.97.

� is really provides an attractive pick-
up compared with the rest of the capital 
structure. Bank subordinated (83 securi-
ties within the Barclays Euro Investment 

Grade index) show an average yield of 
2.03%, with an average rating of mid to 
high triple-B, and an average duration 
of 4.56. � e average yield for the Merrill 
Lynch Euro Subordinated Financial index 
(188 issues, also restricted to investment 
grade, but including insurance and � nan-
cial companies) is 2.38% for high triple-B 
ratings on average and an average dura-
tion of 4.67.

The highs of between May and July might 
not be reached again in the near future

Are you satisfi ed with how the 
market is developing?

No. We have seen a contraction in 
the amount and size that investors 
have been playing in the AT1 market 
and less willingness from the broker/
dealer community to provide more 
liquidity to the asset classes.
 
Did you consider alternative 
instruments for your capital 
planning?

We view AT1 as a surrogate to equity and thus believe it is 
cost effi cient for us in terms of our capital structure.
 
What can you say about your plans to use the variety of 
hybrid instruments available in 2015?

We are close to already fi lling up 
1% of our AT1 basket. We may look 
at another transaction in 2015 but 
there is no rush.
 
Do you have further plans to di-
versify in terms of currencies or to 
build-up your hybrid curve?

We have issued in both euros and 
US dollars. Decisions on currency 
will be based on market sentiment 
and execution certainty.
 

What are the main challenges over the coming years?

The main challenge for many of the banks will be manag-
ing to the varying and sometimes confl icting requirements 
being imposed: LCR, TLAC, leverage ratio, NSFR, MREL. 
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Are all of the structural elements 
correctly appreciated? What are 
your priorities when evaluating AT1 
instruments?

Harris, Old Mutual: � is element of the 
market is quite well understood. I don’t 
come across many investors who have no 
idea about the intricacies of MDA language 
and that type of thing and are just investing 
in AT1 blind — although anecdotally you 
hear that maybe there are some.

For me, it’s credit fundamentals that 
are an absolutely number one prior-
ity. � at is absolutely paramount when 
investing in an AT1. � e structure of a 
bond is secondary.

Take a very strong issuer like HSBC, 
for example, it has a 7% fully-loaded trig-
ger, it’s one of the tightest trading names, 
and that’s because it’s an incredibly strong 
institution, whereas if you look at Bar-
clays, it’s again got a 7% fully-loaded trig-
ger, but it trades much wider because it 
is much weaker. So it’s credit fundamen-
tals � rst and structure second. And then 
things like issue size are again further 
down the list.

Pettersson, SEB: Before we get too dis-
tracted by technicalities, we need to re-

member that the most important thing is 
� rst and foremost our credit assessment 
of the issuing bank. � e second step is to 
evaluate the structural elements but also 
the technical picture in the market. Lastly, 
we add our relative value analysis to de-
cide if it is a potential buy.

Baud, BNP Paribas AM: CoCos are 
complex instruments that require more 
detailed analysis than standard bonds. � e 
starting point of our analysis is the classic 
fundamental credit analysis of the issuer. 
In addition, for such securities, it is key 
to review the structure of each bond. We 
analyse the risk of hitting the trigger (de-
pendent on the solvency of the bank and 
its risk pro� le), the risk of non-payment 
of coupons (for AT1 CoCos, coupons are 
discretionary, but cancellation could be-
come mandatory below a certain level), 
and all other relevant items (loss absorp-
tion, jurisdiction risk, the risk of modi� -
cation of prospectus under tax or regula-
tory events…).

� e distance to trigger is our � rst met-
ric for quantifying the risk of such secu-
rities. AT1s are usually classi� ed under 
“low” or “high” trigger, but this is not so 
simple: some bonds are coming with a 
“dual trigger” structure, like Crédit Agri-
cole, with a low trigger at the issuing en-
tity (CASA), or a high trigger at the group 
level — which needs be analysed in view 
of intra-group guarantees.

Furthermore, the transition into Basel 

III adds to the complexity: the distance 
to trigger under Basel III phase-in could 
be di� erent to the Basel III fully-loaded 
ratio. Besides, expected ratios need to be 
extrapolated for future years, especially 
during the transition period: those pro-
jections until 2019 require several hy-
potheses, like the internal capital genera-
tion. Finally, the probability of an adverse 
scenario should also in theory include 
the Point Of Non-Viability, which is even 
more di�  cult to quantify.

� e coupon risk can be measured by 
the distance to mandatory coupon re-

striction. � is is a signi� cant risk that is 
probably underestimated by market par-
ticipants; however it is not an immediate 
concern, as a transitional regime will be 
in place between 2016 and 2019. As a re-
sult, distances to mandatory coupon re-
striction are high until 2016 and are then 
progressively reduced by the progressive 
inclusion of the capital conservation 
bu� er and G-SIB systemic bu� ers. For 
instance, for Crédit Agricole, a distance 
to mandatory restriction of 7.5% is pro-
jected until 2016.

� e loss absorption language in the 
event of the trigger being breached also re-
quires investors’ focus: the language could 
be more investor friendly, with partial and 
temporary write-down of the principal, or 
conversion into equity, rather than a per-
manent full write-down. For temporary 
write-down, in case of return to � nancial 
health, a gradual write-up could then oc-
cur under certain conditions (positive 
consolidated net income, subject to mini-
mum distributable amount), at the issuer’s 
discretion. However, since those instru-
ments have not yet been tested, it seems 
that market participants are more focused 
on the frequency (i.e. the probability of 
reaching the trigger), rather than the se-
verity (potential recoveries a� er a breach, 
which is expected to be a remote risk).

Quantifying each of the risks listed 
above and pricing such a security accord-
ingly is not easy. As CoCos are complex 
securities with embedded options, it is 
complicated to tackle their valuations in 
a straightforward way. Some market par-
ticipants have developed “in-house” tools, 
but there is no unanimously recognised 
standardised pricing methodology.

Cortina, Boussard & Gavaudan: � ey 
are not, but admittedly there are still lots 
of new or moving parts that are still very 
hard to appreciate or even quantify: Maxi-
mum Distributable Amount, Available 
Distributable Items, combined bu� ers 
requirements, Point Of Non-Viability, etc.

� e market was also hoping for some 
standardisation of structures under Basel 
III: however, we have to live within a still 
evolving regulatory environment and na-
tional discretions. Hence AT1 is actually 
a very broad and generic concept bring-

For me, it’s credit fundamentals that are an 
absolutely number one priority

Dierk Brandenburg, Fidelity: 
“The regulators are probably going 

to move away from these 5.125% 
triggers”
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ing together various types of instruments 
(gone/going concern).

Investors have to accept the features of 
AT1s such as fully discretionary coupon 
cancellation, the possibility of write-down 
and bail-in. Hence, fundamental work is 
key to the investment decision, especially 
with regard to loss absorption risks: the 
ability to predict bu� ers to trigger can 
vary a lot according to the business mix 
of the issuer, its RWA pro� le, its national 
regulatory environment, and its strategic 
priorities. � e risks of coupon cancella-
tion certainly have a much higher prob-
ability of occurring, but remain harder to 
quantify at this stage. On that front, some 
companies are more exposed to one-o�  
hits like litigation risks or provisioning 
adjustments than others.

Castelli, Method: First of all, we have 
to admit that we � nd it di�  cult to evalu-
ate AT1: all CRD IV-compliant bonds 
are perpetual with a pure discretionary 
coupon. From a purely legal perspective, 
there is nothing preventing issuers from 
transforming those claims into a perpetu-
al zero coupon bond (in this case, the val-
ue would collapse to zero for bonds with 
a write-down/write-up mechanism, or to 
the premium of a digital option on CET 
— struck at the conversion trigger — for 
structures with a convertibility feature). 
� is scenario is, in our view, completely 
undervalued by the market, and we � nd 
this quite remarkable, especially for those 
of us who still remember the day, less than 
� ve years ago, when a large bank decided 
to skip a call on a Lower Tier 2 security on 
“economic grounds”.

Basel III bonds with a dividend stop-
per clause are a much more palatable 
proposition.

Karsenty, Eiffel: We think that as of 
today, not all structural elements of AT1 
are correctly appreciated by investors. 
For instance, the pricing di� erential be-
tween two products with di� erent con-
version features is particularly di�  cult 
to assess (for example, equity conversion 
feature versus temporary write-down). 
� is is especially true in the current en-
vironment where conversion risk appears 
relatively remote, as banks and especially 

AT1 issuers have taken signi� cant meas-
ures to reach relatively high solvency ra-
tios. We do, however, believe that pricing 
di� erentials could reappear in times of 
stress (e.g. solvency closer to trigger level 
on given names).

We therefore favour “credit-friendly” 
structures with higher prospects of recov-
ery in the event of conversion and priori-
tise equity conversion features over write-
down (temporary or full).

Regarding structures, has anything 
caught your attention?

Brandenburg, Fidelity: I would pick out 
three things.

Firstly, the use of AT1 for the leverage 
ratio, and what structures will be required 
for that. We’re quite keen to know how 
the regulators see AT1 evolving, if it’s to 
be used to � nance the leverage ratio rather 
than just the 1.5% risk-weighted assets 
bucket.

I would also pick out the issue of man-
agement bu� ers. If you look at the ECB 
stress test, it gives you a good idea around 
sort of what the downside is for banks. We 
talk to management teams and they still 
think they need to run management bu� -
ers of 50bp or 100bp above the minimums 
set by regulators, but for a lot of AT1 issu-

ers that is maybe too small.
And then if you look at the stress tests, 

most of the triggers are well out of the 
money, because even under those sce-
narios none of the loss-absorbing features 
would have been triggered. So in that re-
spect, I get a sense that the regulators are 
probably going to move away from these 
5.125% triggers and up to triggers of at 
least 7% — we have seen that with some 
of the issuance out of the Nordics, which 
has come with 8% triggers. And then you 
also have some voluntary 7% issuers, like 
Crédit Agricole. And overall we see that 
shi� ing up, because otherwise the triggers 
are not really worth a lot, right?

Low trigger versus high trigger: to 
what extent does this matter to you?

Pettersson, SEB: We need to ask ourselves: 
is there a conceptual di� erence in the mind 
of regulators between a low trigger and a 
high trigger bond? If a bank gets into severe 
problems, is it easier for regulators to force 
a conversion of a high than a lower trigger 
bond? If the answer is yes, the distance be-
tween actual capital levels and trigger levels 
is the most import factor. If no, we should 
focus more on absolute capital ratios.

Cortina, Boussard & Gavaudan: It 
matters, even more now that companies 
will be regularly tested on stress test sce-
narios assumptions. While you could as-
sume that from a coupon cancellation risk 
standpoint both instruments are aligned, 
high trigger instruments are going con-
cern instruments whereas low trigger ones 
are gone concern. It makes a lot of di� er-
ence in many circumstances. One could 
argue that both instruments are subject 
to Point Of Non-Viability language and 
that under such a scenario, this point of 
non-viability would not be far from a high 
trigger in some jurisdictions. However, 
having a contractual high trigger is clearly 
much more restrictive. � is is particularly 
true for those names potentially exposed 
to one-o� s hits (e.g. litigation risks) or for 
smaller issuers.

Michel Baud, BNP Paribas AM: 
“The distance to trigger is our fi rst 
metric for quantifying the risk”

We have to admit that we fi nd it diffi cult to 
evaluate AT1
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As a consequence, it is also difficult 
to envisage a high trigger structure 
without equity conversion features for 
most issuers.

Castelli, Method: Distance to trigger is, 
according to our structural (fundamental) 
models, one of the most important drivers 
of valuation. Looking at our reduced form 
(trading) models, other market partici-
pants seem to share our view.

Gignoux, Eiffel: One could argue that 
you are better o�  holding the low trigger 
instruments, but we have a tendency to 
focus on bu� er to trigger over the trigger 
level itself.

It is not a static picture that we assess, 
but we try to assess organic capital gen-
eration as well as earnings volatility, when 
looking at the AT1 market. � is approach 
remains the same for the distance relative 
to the coupon distributions.

So ultimately we are more or less indif-
ferent to the trigger level itself.

What matters the most: issue size, 
spread, credit or loss-absorbing 
metrics?

Baud, BNP Paribas AM: Yield appears 
to be the prime reason why investors buy 
CoCos. � e historic performance of Co-
Cos was still good this year, despite the 
repricing seen since this summer — the 
total return has been 4.64% year-to-date, 

according to the Merrill Lynch index. 
Current yields are attractive, at 6.18 % on 
average, according to the Barclays Global 
Contingent Capital index.

Credit and loss-absorbing metrics 
should be carefully analysed on a case by 
case basis, according to the factors I men-
tioned earlier.

Karsenty, Eiffel: We look at all those 
metrics but our priority goes to the credit. 
� is is the key parameter that will drive 
whether or not we invest.

In a second step, we look at other pa-

rameters: structure, call period, reset type, 
currency, spread, issue size, etc.

Cortina, Boussard & Gavaudan: A 
combination of them all, to be honest. For 
the largest issuers, the pace of issuance 
and new issue premiums will increasingly 
matter, too.

Castelli, Method: Issue size does not 
seem to be a relevant di� erentiating fac-
tor in a world where most issuers go for 
benchmark size. It would certainly start 
to matter with smaller issuers coming to 
the market.

By the way, illiquidity premium is cer-
tainly an issue for the whole � xed income 

market, but “benchmark size” is appar-
ently o� ering very little help, so I am very 
curious to see how the “steepness” of the 
liquidity curve evolves going forward.

What can you say about the spread 
differential between Tier 2-hosted 
CoCos and AT1? Is the value of the 
deferral element correctly priced in?

Castelli, Method: At the beginning of 
the year, our models were telling us that 
deferral risk was mostly overlooked. In re-
cent months however, we saw a shi� , with 

market pricing starting to re� ect MDA 
metrics. Having said that, there are only 
a limited number of issuers where the full 
capital structure is available (CoCo and 
AT1 issued by the same issuer) and where 
available, triggers are generally di� erent. 
� is makes comparisons a bit tricky, with 
too many variables to be estimated from a 
limited number of known variables

Pettersson, SEB: Deferral is one of the 
main risks embedded in AT1 instruments, 
but our assessment is that current valua-
tions compensate you well for that risk.

Cortina, Boussard & Gavaudan: One 
comment is that market size and supply 
dynamics are going to be very di� erent 
as the market grows: most banks will be 
issuing AT1s, whereas Tier 2 hosted Co-
Cos will likely be useful in only a few ju-
risdictions.

Hoarau, CA-CIB: With supply and 
volatility increasing, I think the size ele-
ment — and frequency of appearance — 
will gain in importance when doing due 
diligence, providing that the investor feels 
comfortable with the credit pro� le of the 
issuer and the features of the AT1. I have 
the feeling that more and more portfolio 
managers weigh the size more than the 
price element when they gauge the poten-
tial for spread performance. A smaller size 
is a strong contributing factor to relative 
stability during periods of turbulences. 
Danske Bank printed Eu750m in Per-
pNC6 format in May and the bonds have 
outperformed its peers by far. On a curve-
adjusted basis, its AT1 is the only non-in-
vestment grade security to trade below the 
5% mark in the � ve year segment.

You are invested across formats in 
subordinated debt, between bank 
AT1/Tier 2 and sub insurance — 
where do you see most value taking 
into account risk, the profi le of the is-
suer and current valuation levels?

Cortina, Boussard & Gavaudan: We 
are indeed invested across formats: AT1, 
vanilla Tier 2 banks, legacy instruments, 
as well as insurance subordinated bonds. 
� e market has been very focused on 

Yield appears to be 
the prime reason why investors buy CoCos

Örjan Pettersson, SEB: “Is there 
a conceptual difference in the mind 
of regulators between a low trigger 

and a high trigger bond?”
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AT1s this year as the new fashionable 
nascent market, but some of the more in-
teresting opportunities have been rather 
coming from more investor-friendly 
structures issued either from lesser 
known banks or higher betas issuers in 
credit-normalisation mode.

We also like insurance subordinates 
where the emphasis has also been on de-
leveraging and balance sheet strengthen-
ing ahead of Solvency II — as in the bank-
ing sector with Basel III, but with much 
less event risk (e.g. AQR, litigation risks, 
etc.). � e language in the prospectuses 
of bonds currently issued by insurers are 
among the most bondholder-friendly 
structures in the hybrid space. We particu-
larly favour Solvency I structures recently 
issued by higher betas names, especially 
a� er the market sell-o�  in September.

Brandenburg, Fidelity: Regarding Tier 
2, a lot will depend on the TLAC require-
ment, which looks very onerous to us, in 
the sense that lots of banks have to issue 
multiples of the supply they already have 
out in the market. � at makes Tier 2 
slightly less attractive because of the un-
certainty. Although ultimately Tier 2 is in 
the index, so if it gets issued, people will 
buy it.

And then on AT1 we � nd the picture 
a bit clearer, with the sort of caveat of the 
leverage ratio requirement. So I would 
say AT1 looks marginally more attractive 
— also given where yields on them are at 
the moment.

Pettersson, SEB: We like the subordinat-
ed segment in general. We appreciate the 
strong improvement in credit quality that 
the banking sector has achieved — more 
and better capital, less dependence on 
short term � nancing, larger liquidity bu� -
ers, etc. OK, government support is some-
thing that we can’t count on anymore, but 
we have never invested in banks based on 
the premise that they will be bailed out 
by the state if something goes wrong. � e 
insurance sector, on the other hand, has 
been quite stable throughout the crisis.

What we like within subordinated debt 
is more based on relative value and will 
di� er from time to time. Lately we have 
noticed that the sub insurance sector has 

underperformed the rest of the invest-
ment grade market and become increas-
ingly attractive.

Baud, BNP Paribas AM: As explained 
earlier, we are positive on AT1 at cur-
rent levels.

On Lower Tier 2, even if the funda-
mental are still supportive, we think we 
may see some technical pressure in the 
near term. Total Loss Absorbency Capital 
ratios may lead banks to issue Lower Tier 
2 instruments.

As far as insurance is concerned, we 
still like the sector for its fundamentals, 
with a preference for non-life versus life 
due to the low yield environment, but 
liquidity (which could be low for some 
bonds) should be taken into account for 
each bond’s risk/return pro� le. We are 
more cautious on long dated Upper Tier 2 
and see tactical value on short dated Tier1: 
as demonstrated in the Axa exchange, in-
surers are expected to bene� t from Sol-
vency II transition rules in the coming 
month, as the window for grandfathering 
Upper Tier 2 into Tier1 will close in 2015.

Harris, Old Mutual: Insurance sub, par-
ticularly in sterling, does tend to trade 
cheap to banks, and I don’t think that’s 
quite right, because fundamentally the 
health of the insurers is very good. � ey 
are still carrying excess capital into the in-
troduction of Solvency II. Although some 
of the UK insurers in particular have got 

some earnings headwinds, given the 
amount of capital they are holding I don’t 
think it materially changes the fact that 
they have still got relatively strong balance 
sheets, so I kind of see sterling sub insur-
ance as pretty cheap.

Castelli, Method: Recent changes in reg-
ulation have contributed to a widespread 
repricing of anything with a CoCo label. 
While we share regulatory concerns re-
garding retail investors, we � nd prevent-
ing the purchase of Credit Suisse or HSBC 
CoCo bonds (just to mention some of the 

highest quality bonds we have in mind) 
odd while the same client can continue 
to buy HAA subordinated (not to men-
tion shares in peripheral banks). Anyway, 
we like regulatory anomalies when they 
create opportunities: in this case, they 
sparked heightened risk aversion in the 
investor base, with Lower Tier 2 CoCos 
moving from expensive to outright cheap 
with respect to perpetual AT1s. Basel III 
AT1s with a dividend stopper feature, al-
though rare, are another area where we 
see good value.

Perpetual issuance from insurance 
companies is another investment theme 
we like: it enables us to add diversi� cation 
while enjoying the protection of Solvency 

I structures with little mention of explicit 
bail-in features.

We see bank Lower Tier 2s as less 
compelling (with a few distressed excep-
tions): Lower Tier 2s have a more stable 
investor base that seems to underesti-
mate the risk of statutory bail-in (or, 
more likely, benchmarking and regula-
tory constraints prevent a large part of 
the investor base from switching out of 
Lower Tier 2s into CoCos).

Gignoux, Eiffel: As previously men-
tioned, we have a constructive view on 

As far as insurance is concerned, 
we still like the sector for its fundamentals

Robert Montague, ECM: There’ll 
certainly be a better reception for 
some of the borderline names”
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European banks. We selectively favour 
AT1 over Tier 2 instruments as they of-
fer higher upside potential, in a sector 
where issuers are managed in the inter-
est of their creditors. In addition, the 
recent discussions on Total Loss Absorb-
ing Capital bu� ers (TLAC) for systemic 
institutions could also force banks to is-
sue signi� cant amounts of Tier 2 capital, 
which would provide a negative techni-
cal for this asset class. Given the recent 
AT1 volatility, we lean toward investing 
in lower beta instruments issued by de-
fensive credits.

The picture for the insurance sector 
is slightly different. Insurance compa-
nies are not as incentivised as the banks 
to take credit-friendly actions. They are 
less scrutinised by investors and the 
regulatory environment remains benign 
for now. Solvency II, the new prudential 
framework, will be more stringent for 
insurers, but its application is scheduled 
for January 2016 and the transitional 
rules appear relatively generous for issu-
ers. We do, however, see value in some 
recovery stories within the European 
insurance sector.

Is there much room for much higher 
beta issuers?

Montague, ECM: Yes, I think so. � ere’ll 
certainly be a better reception for some 
of the borderline names. I’m sure some 
of those who couldn’t issue ahead of the 
AQR will dust down their previous pro-
jects and come to market.

If things are priced correctly we will 
consider them. But obviously it’s more 
than price; it’s the name, the structure and 
the kind of environment we are in.

Harris, Old Mutual: I think these guys 
can come to market, to be honest. They 
will have to really pay up. But the thing 
is, even in the low double-digit yields, it’s 
cheaper than the cost of equity because 
of the tax-deductibility of coupons. If 
you think your coupon comes down by 
30% compared with the cost of equity, it 
still probably makes sense for, say, sec-
ond tier Italians that have comfortably 
passed the AQR or the Spanish to come 
at 10% if they need to. Popular came at 
11.5%. And I think there’ll probably be 
a market for that at that type of yield at 
the right time.

But I do have, let’s say, wider concerns 
about the amount of through-the-cycle 
holders of AT1, the type of holders that 
hold on to the bonds come rain or shine. 
I think the asset class is just going to re-
main volatile because I don’t see there 
being enough through-the-cycle holders 

— everyone’s willing to trade this asset 
class. As I mentioned before, these are big 
liquid issuances, and they will continue to 
be volatile, frankly, especially versus the 
amount of issuance that is needed. But 
that’s not to say that we can’t have second 
tier, high beta issuances if they come at the 
right price.

Castelli, Method: For the moment, high 
beta names are likely to remain a rare op-
portunity: as we saw with Popular, there 
may be some special situations where an 
issuer will be happy to pay double-digit 
yields instead of diluting shareholders. 
But this is likely to remain an exception 
rather than the norm.

Karsenty, Eiffel: It looks to us like 
most issuances will be coming from the 
higher quality banks, as institutions that 
are in some form of restructuring will be 
incentivised to wait to see an improve-
ment in credit costs to issue these types 
of yieldier securities. But we do expect 
some non-core banks to come and tap 
the AT1 market.

Cortina, Boussard & Gavaudan: With 
regards to higher beta issuers, we believe 
there is a market for them! However, only 
at the right price, right size, right structure 
and more importantly pace/size of issu-
ance. Timing is important as well, as in-
vestors need to feel the issuance is coming 
from a position of strength rather from a 
company potentially being forced to issue. 
Back in October 2013, Banco Popular was 
actually the � rst issuer to open the euro 
AT1 market with a Eu500m unrated low 
trigger issuance. Since October 2013, their 
credit story improved, with concrete cata-
lysts for an improvement in their capital 
metrics (e.g. equity placement, treatment 
of Spanish DTAs, various disposals). 
However, the timing of their attempt at a 
high trigger issuance this summer a cou-
ple of months ahead of the AQR results 
was certainly not optimal as it wrongly 
raised doubts in the market about their 
ability to pass the stress tests.

Generally speaking, the AQR exercise 
and subsequent better disclosure and 
harmonisation of metrics such as NPL 
provisioning should also help the inves-
tor community to fundamentally better 
appreciate the resilience of the bu� ers and 
risks around coupons cancellation.

How much supply can the market 
absorb going forward?

Cortina, Boussard & Gavaudan: Re-
garding better credits, looking back at this 
year’s activity, especially September’s issu-
ances, there was a clear discrepancy be-
tween the market appetite for very frequent 
issuers versus newcomers. � ose multi-
time issuers might have been too optimis-
tic about the ability of the market to absorb 
a new issuance nearly every quarter on the 
same name on such junior structures in 
what is still a very young market.

In the coming years the regulator will be 
more demanding

Francesco Castelli, Method: 
”High beta names are likely to 

remain a rare opportunity”
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Gignoux, Eiffel: � e market has been 
struggling to digest the recent issuances — 
although one can argue that the AQR pro-
cess and the recent repricing have made 
the market look safer and attractive again.

Castelli, Method: Our view is that the 
market has still to overcome its niche 
nature. We still do not see any “natural” 
buyer, apart from a few specialised funds 
like the one we manage.

“Seed money” for the asset class was 
apparently provided by a mixture of op-
portunistic investors (hedge fund/total 
return types) and non-European private 
banking; a second wave appears to have 
materialized from HY fund manager s. 
While this money is certainly welcome, 
� lling a gap in institutional demand, it is 
far from a stable and committed investor 
base. As proved by the limited number of 
euro-denominated transactions, local de-
mand is still very small with respect to the 
issuance plans announced so far.

Given this lack of structural demand, 
2014 issuance will be certainly di�  cult to 
beat, especially in a weak environment for 
the High Yield market.

Baud, BNP Paribas AM: Investment 
grade funds are increasingly looking at 
these bonds for diversi� cation. However, 
allocations to such instruments will re-
main limited, as the bonds are o� -bench-
mark and mainly high yield.

Insurers are currently almost not in-
volved in the asset class due to their regu-
latory constraints (only 4% of the book for 
Danske Bank, and 2.5% for UniCredit).

In the current environment, there is a 
real opportunity for new funds dedicated 
to � nancial subordinated bonds. Asset 
managers are currently working on such 
projects: in our global credit team, we 
have in October launched a mandate ded-
icated to global hybrid securities for one 
of our clients.

Besides, it is worth mentioning that 
higher beta issuers could also rely on 
highly yield-sensitive retail investors, as 
demonstrated by the new issue of Bank 
of China. With a yield close to 7%, inves-
tor appetite was strong. Total orders were 
as high as $21.8bn. In term of investors, 
Asian retail and sovereign wealth funds 

comprised the majority of the book (in to-
tal, Asian investor were 94% of demand).

In the UK, the ban announced by the 
Financial Conduct Authority on retail in-
vestors directly investing in these complex 
instruments demonstrate the need for 
fund managers’ expertise.

Montague, ECM: � e investor base has 
grown reasonably well. Some people have 
adjusted their mandates and there are new 
funds being set up.

Issuance has been fairly strong. Includ-
ing exchanges there has been $55bn, and 

even if you strip out exchanges — which 
are a sort of captive issuance — you still 
have over $40bn, which is a chunky num-
ber, and there’s room for another few bil-
lion before year-end. So it’s been pretty 
healthy — even considering how little 
there was a� er the summer. 

You’ve had the regulators getting wor-
ried about retail involvement, particularly 
in the UK. To be honest, I don’t think UK 
retail were that heavily involved. It’s a red 
herring because the minimum size on 
most of these deals is £100,000 or £200,000 
clips, and how many retail investors have 
got £200,000 to put into one issue? � at’s 
a high net worth individual territory. It’s 
a private banking investment, really, and 

those are a brought under the umbrella 
of professional investors. So I don’t really 
think that’s a huge issue.

Brandenburg, Fidelity: We expect the 
investor base for the instruments to de-
velop. It’s just a question of how quickly 
this will happen, and on the issuer side it 
went a bit too fast. But it’s just a question 
of pace — the direction of travel is clear.

Hoarau, CA-CIB: I agree with Dierk, 
but I fear that supply will increase quicker 
than the investor base in the short term. 
We need more buy and hold accounts, 
more dedicated CoCo funds and less fast 
money and opportunistic buyers if we 
want the volatility of the asset class to de-
crease. Looking at the pro� le of demand 
globally, I am concerned by the evolution 
of the investor base in Germany, which is 
virtually non-existent, and the lack of sup-
port from the German regulators.

What are your expectations for 2015?

Harris, Old Mutual: In terms of vol-
umes, I expect them to be somewhat 
similar, if not exceed this year. Now, 
that’s obviously highly market depend-
ent. If markets settle down and we go 
back into a hunt for yield mode, then 
that could drive another rally in AT1, 

which in turn would probably drive 
more issuance. But there’s that question 
mark over through-the-cycle holders. 
And now that the Emperor has cast off 
his new clothes, and we know how vola-
tile this asset class is probably going to 
be in the future, that could check some-
what the ability of the market to take 
this stuff down. But over the course of 
2015, yes, if banks are willing to pay up 
there will be a home for it.

Cortina, Boussard & Gavaudan: 2015 
will certainly be an interesting year for the 
AT1 market. We do not think it will be 
the year when features (loss absorption, 
coupon cancellation) come to be tested, 

It’s just a question of pace
 — the direction of travel is clear

Vincent Hoarau, CACIB: 
“I fear that supply will increase 
quicker than the investor base in 
the short term”
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especially with MDA kicking-o�  in 2016. 
� e test will rather be again on supply/
demand dynamics, particularly in those 
jurisdictions still to issue their inaugural 
transactions.

Hoarau, CA-CIB: � e pro� le of supply 
will evolve in 2015, with a solid contri-
bution coming from higher beta names, 
mainly from southern Europe.

Elsewhere, Dutch issuers will make 
their debuts early in 2015 a� er having 
received the o�  cial green light from 
the regulator to issue AT1. Until now 
the Netherlands had to wait for a law 

allowing AT1 coupon payments to be 
tax-deductible and freeing banks from 
withholding tax on interest payments. 
ING, Rabobank and ABN Amro are all 
expected to issue during the � rst quar-
ter of 2015 — the three banks reported 
a combined risk weighted asset total of 
around Eu600m at the end of the third 
quarter. � is implies around Eu9bn of 
potential AT1 issuance. Austria, among 
others, has yet to make this clari� cation.

Elsewhere, Solvency II-eligible subor-
dinated capital transactions for insurers 
will very likely emerge in 2015.

Last but not least, TLAC, ALAC, 
MREL or rating agencies’ recent moves 

still need to be fully digested, but all will 
massively impact supply in subordinated 
format and lead to a substantial increase 
of Tier 2 o� erings. � is will weigh on 
bond performance and the overall spread 
situation in Q1 2015.

Montague, ECM: The banks will want 
to fill their 1.5% AT1 bucket first, and 
then the question is whether some 
names will go beyond that because 
they’ve got leverage ratio issues. Ab-
solute yields remain low, these instru-
ments are quite attractive from an is-
suer perspective given where the cost of 

equity is for some of these banks. Good 
quality banks are issuing with coupons 
of the high 5s, low 6s, and the cost of 
equity is north of that, 8% or 9%, and 
then you have the tax saving on top of 
that. Ultimately whether total issuance 
reaches the same level as this year or 
surpasses it will be very dependent on 
market conditions.

Castelli, Method: We see the risk of 
issuers being unable to meet their AT1 
issuance targets: high quality issuers, es-
pecially the ones able to achieve solid rat-
ings, will do better, while smaller/weaker 
issuers will be met with scepticism.

We do not expect the US dollar HY 
market to recover anytime soon: issu-
ers will be then forced to pay a premium 
with the whole ML CoCo index repricing 
50bp wider in 2015. Repricing is likely to 
be more contained for euro-denominated 
AT1s/CoCos, where the market is already 
requiring a he� y (and somewhat unjusti-
� ed) premium.

With a 50bp widening and a further 
50bp increase in US Treasury rates, US 
dollar bonds likely to o� er a limited, al-
though positive total return. We forecast 
a much better outcome for euro-denom-
inated bonds, with stable risk free rates 
and a more manageable 35bp widening in 
credit spreads. Our expected return for US 
dollar denominated securities is 0.50% in 
local currency, increasing to a much more 
attractive 4.25% for euro-denominated 
bonds. � is should help broaden the local 
investor base over time.

Karsenty, Eiffel: 2014 has been a critical 
year for the nascent AT1 asset class. At the 
end of 2013, eight new-style instruments 
amounting to only Eu8bn had been is-
sued. Today, more than 40 instruments are 
actively traded, representing over Eu50bn 
outstanding.

Excluding a few high profile ac-
cidents such as the BES/Novo Banco 
situation, 2014 has seen positive de-
velopments for banks creditors, with 
improving solvency ratios and issuer 
transparency. We expect the same path 
to be followed throughout 2015, with 
banks focusing on the quality of their 
core capital (i.e. replacing phased-in 
with fully Basel III-compliant capital), 
hence improving issuers’ solvency. Is-
suer transparency should also improve 
with yearly stress tests now being man-
datory for all major European banks.

At the same time, the technical pic-
ture for AT1 instruments will remain 
challenging, as several issuers will come 
to the market. � is additional pressure 
should limit any material tightening in 
AT1 credit spreads.

� e compelling AT1 carry and Europe-
an banks credit-friendly behaviour should, 
however, continue to provide attractive 
investment opportunities throughout the 
coming months. 

Dan Karsenty, Eiffel: 
“The technical picture for AT1 

instruments will remain challenging”

We see the risk of issuers being 
unable to meet their AT1 issuance targets
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You published the AT1 monitoring report in early October 
— what was the background to that? 

EBA is charged with monitoring the quality of capital, and if we 
notice a deterioration in the quality of capital then we should 
report immediately to the European Commission. Until now, 
we have very much been focused on the regulatory side, on the 
dra� ing of the technical standards. We have issued roughly 20 
technical standards on capital, so this aspect is now done.

What we want to do now is to move to the implementation 
and the peer review, and see exactly how these technical stan-
dards and the CRR provisions are applied by EU banks. And so 
we are now focused on more practical issues, such as the terms 
and conditions of the issuances themselves.

� is is within the context of di� erent types of monitoring. 
We are doing one for CET1 instruments and there published a 
list of existing instruments in the EU a few months ago that we 
will update regularly. And we will not add anything to the list 
without a prior assessment by EBA and peer review, and con� r-
mation that the instrument is compliant with the rules.

Concerning Tier 2, we have so far been less involved, partly 
because we consider it a little bit more straightforward, and 
partly for reasons of resources. In some cases we did have a 
look at some of the provisions. � is was the case, for example, 
with the RAC Tier 2 in particular, where we expressed a speci� c 
opinion on the link between the Tier 2 coupons and the AT1. 
But we have to an extent set aside Tier 2 for the time being as it 
is less the priority.

So we have really focused on these AT1 issuances. It’s pre-
liminary work and based on a limited number of issuances, but 
there were not so many available. We are continuing the work 
at the moment and are having a look at more recent issuances. 
We had a roundtable with some issuers to share our views, for 
example. And the work is not only on the issuances themselves, 
because in some cases we realised that there are some inter-
pretational issues with the CRR regarding the triggers, the link 
between the solo level and the consolidated level, for example. 
So we need to think a little more about all these types of issues.

What is important is that we wanted to go out very quickly 
with the report to give initial guidance and really send a signal 
to issuers and investors that we are monitoring what is hap-
pening and that we will not let these issuances go in the wrong 
direction — the wrong direction being for us far too complex 
types of engineering, questionable terms and conditions, or 
doubts on the e� ectiveness of the loss absorption mechanisms, 
etc. � at is why we wanted to give guidance on this.

Do you have any mandates outstanding in this regard? 
Will there be a second monitoring report?

Contrary to the vast majority of the reports that we are deliver-
ing, this one was an own-initiative report — it was not man-
dated by the EC or any other body. And yes, we intend to do a 
follow-up. � ere are a lot of points in this report that are still 
open, so we will need to give some clarity on these and con� rm 
our interpretation. In some cases we have reservations about 

EBA
AT1 monitor

The European Banking Authority is playing a lead role in the evolution of hybrid capital, 
most recently with the publication of an AT1 monitoring report. Here, Delphine Reymondon, 
head of unit, capital and asset/liability management at the EBA, discusses how the regulator 

would like to see instruments develop and a planned initiative on standardised T&Cs.
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speci� c terms and conditions and are still re� ecting on them, 
while we have also asked some market participants for some 
written feedback on certain topics. For example, we asked some 
roundtable participants about a very speci� c topic, namely the 
contingent clause mechanism.

I cannot say exactly when an updated report will come out 
or what the format will be, but we should not wait too long and 
it could be around the end of the � rst quarter. As I said, it’s a 
continuous, ongoing task, so ideally the objective would be to 
give regular feedback on these issuances.

You also need to bear in mind that there are other work-
streams and reports going out on the consumer protection side. 
For us, as regulators, it is very important to keep the terms and 
conditions as simple as possible. It’s already a complex product, 
so we would not like to see increased complexity.

Contrary to other authorities, we consider that the investors in 
these products are well informed investors — it cannot be retail, of 
course — so we consider that they know the risks, but again there 
are di� erent views. For example, if you take coupon � exibility, we 
as regulators wanted this, we are very happy with this full � exibil-
ity of coupon, and this is something that is very important for us. 
Market regulators, for example, may say, yes, but this full � exibility 
of coupon payments creates a lot of uncertainty for the investors, 
so this is not something we like because it is complex and the risks 
are not properly assessed. So this is something important to have in 
mind for these issuances, that in some cases there may be di� erent 
views. But what is certain, again, is that simplicity and standardisa-
tion of these issuances is key.

How do you coordinate within the EBA and with external 
authorities on consumer protection-type issues?

� ere is of course a coordination with the work we published 
in July, not under the EBA name but jointly with the other two 
European Supervisory Authorities, on self-placement, and the 
consumer protection requirements that � rms have to ful� l. 
� en we also of course discussed with ESMA when they pub-
lished their report on CoCos. As I mentioned, there are di� er-
ent perspectives because we are coming from di� erent sides — 
the consumer protection or investor side not being the banking 
regulatory side.

You say that you like simplicity — are you actually trying to 
achieve standardisation, and do you think that the moni-
toring reports that you are doing will lead to that kind of 
standardisation?

Yes. � ere are two di� erent ways in which it will do this. � e 
� rst is that through this report and the follow-up report we can 
show the direction that we want to go in — the fact that we don’t 
like complex terms and conditions, that we don’t like certain 
types of clause because they raise uncertainty, etc.

But then what we will also do next year, but which is not 
mentioned in the report, is work on standardised terms and 
conditions for AT1 issuances. We did it in the past on the recap 
exercise, with the Bu� er Convertible Capital Securities (BCCS) 
term sheet. � e idea is really to provide institutions and com-
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petent authorities with standardised terms and conditions, 
especially for the smaller institutions and competent authori-
ties. � e idea would be that if a bank were to use these terms 
and conditions then it would be guaranteed that the issuance is 
compliant with CRR and the technical standards. It would be 
an option, it would not be compulsory, but if a bank is doing 
it then it would de� nitely be deemed compliant. � e issue that 
could be raised with some of these AT1 issuances is that if the 
peer review is made on an ex post basis, then some banks and 
their supervisors will have to take their own risks in terms of 
compliance with the regulatory provisions. What we are always 
telling our members is that if you have any doubt or if you have 
a new clause please come to the EBA to discuss this � rst, be-
cause if you decide on your own you take the risk that at the end 
the peer review we don’t like this clause or have reservations, 
and then what will you do? When you need to change terms and 
conditions a� erwards it is always extremely di�  cult. So we will 
work for these standardised terms and conditions — probably 
some with write-down, some with conversion, etc.

Is this something you came up with or was it requested?

It is a bit of both. When we discussed this in the past, there was 
a little more reluctance from some competent authorities about 
doing this — it is not new from the EBA side, I would say. But 
there has been clearly a shi�  in the mood of some of the com-
petent authorities towards these standardised templates. And 
indeed it has always been an expectation from competent au-
thorities of a smaller size that may have less expertise when in-
stitutions in their jurisdictions do not use a lot of these instru-
ments. In the same vein, when you are a small bank and you are 
not in a cross-border situation, standardised terms and condi-
tions can be really helpful. Some large supervisors are also very 
interested in getting these standardised terms and conditions 
because their view is that there should be only one template in a 
national market – why should there be di� erent templates? We 
will see how this drives issuances in the future.

Back in February the chairman of the board of supervisor 
noted that there had been little AT1 issuance in spite of fa-
vourable market condition, and you had few issuances to 
consider for your report. Are you disappointed that there 
hasn’t been more AT1 issuance?

We do not make this kind of judgement. What was maybe a 
little bit surprising was that for a while it seemed as if there was 
always something more or less holding back issuance: the CRR 
was not � nalised, then the EBA technical standards were not 
� nalised, then when they had been it was because EBA did not 
give any guidance on some Q&As, or it was because the � scal 
treatment in some countries had not been � nalised.

But it was not that we have been disappointed — we just 
noted this. And now we have seen that there are more issuances, 
that the market has reopened, and that is why we are getting on 
with this work.

Under the new ECB supervision, how will the process for 
approving the structure of upcoming AT1 work? How will 
the national regulator, the ECB and the EBA work on the 
approval process?

� is is a very good question, and we do not have the answer 
yet. We will see in the coming weeks and months. It is com-
pletely new for the competent authorities themselves, so this is 
a process that we need to discuss with them and the ECB and 
that will have to be structured. Let’s also see how the ECB will 
structure itself but I don’t see them challenging the work that is 
currently being done.

What is the likelihood of the EBA considering a poten-
tial revision of the maximum write-up formula for AT1 
instruments in the medium term, ideally shortening the 
reinstatement process upon an institution’s full return to 
fi nancial health? Given their potential going-concern loss 
absorption capacity, could a different formula apply at 
least to high trigger (7% CET1 or higher) instruments?

We have already had this question a few times and we said, no, 
not for the time being, we will not change this. � is was some-
thing that was heavily debated when we � nalised the technical 
standards, so we know that market participants were not happy 
with this because of course the length of the write-up can be 
quite long. But to be very honest with you — also keeping in 
mind all the other streams that I mentioned outside the pure 
regulatory side and the reservations about these instruments 
for di� erent types of reasons — I do not think it would be ap-
propriate to change this now. � is is de� nitely not our inten-
tion, so for the time being it is not at all on the table. 

Delphine Reymondon, EBA:
“For a while it seemed as if there was always somthing 

more or less holding back issuance”
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Bank of China Tower, Shanghai 
Photo: Remko Tanis/Flickr
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China: Basel III capital issues may 
test market appetite
“Planned issuance of Basel III capital 
securities by China’s largest commercial 
banks through to the end of 2014 could 
be sizeable and, as a result, may face a 
challenging market,” says Grace Wu, 
head of Fitch’s China team.

� e large volume of issuance relative 
to the size of the market could test inves-
tor appetite when there are persisting 
uncertainties surrounding slowing prof-
itability growth, rising non-performing 
loans (NPLs) and concerns about the 
state of the property market.

Issuance in China this year has 
reached around $41bn (CNY251bn) to 
date, including $12bn issued in o� shore 
markets and denominated in foreign cur-
rencies. � e majority of these issues were 
Tier 2 instruments and were mostly used 
to re� nance legacy subordinated bonds.

� ere is only one AT1 issue in China 
thus far, by Bank of China (BOC), which 
amounted to $6.65bn in October. Based 
on the announced � gures by the � ve 
state-owned commercial banks, there are 
around $36bn worth of AT1 instruments 
pending issuance before the end of 2015 
from Industrial & Commercial Bank of 
China (ICBC), BOC and Agricultural 
Bank of China (ABC).

� e issuance of capital securities by 
Chinese banks will provide a supportive 
bu� er as economic conditions become 
more challenging. Raising this form of 

capital is part of the Chinese authorities’ 
plans to fortify balance sheets of systemi-
cally important banks amid potential as-
set quality risks, rising o� -balance sheet 
exposures, tightening pro� t margins 
owing to the forthcoming liberalisation 
of interest rates, and liquidity volatil-
ity. Further, this will also better position 
Chinese banks for ongoing asset growth.

� e likely further $36bn in issuance 
of capital securities by end-2015 by the 
big � ve banks is equivalent to just 3.5% of 
end-September capital and 0.3% of total 
assets. While new capital securities may 
boost con� dence in the system, the size 
of issuance will be small relative to exist-
ing capital and assets, and is no substitute 
for common equity. Chinese banks have 
lower equity to asset ratios than emerg-
ing market peers, and this is before fac-
toring in potential o� -balance sheet risks 

emanating from the shadow banking sys-
tem in China. As such, the capital rais-
ings alone should only be modestly credit 
supportive.

An additional challenge for interna-
tional investors will be the uncertain-
ties around how China will address the 
point of non-viability (PONV) for banks. 
Previous international Basel III issuance 
by Chinese banks has been completed 
through their Hong Kong-based subsidi-
aries, which are regulated by the Hong 
Kong Monetary Authority. In China, 
the China Banking Regulatory Commis-
sion (CBRC) has discretion to determine 
PONV for Tier 2, but the People’s Bank 
of China (PBOC) and State Council may 
also play in� uential roles in determin-
ing PONV, particularly when it comes to 
public sector capital injections. However, 
for the large, systemic banks, the Chinese 
government will likely seek to avoid trig-
gering PONV as this would indicate a 
systemic bank failure.

While Fitch expects all of the big � ve 
state banks to issue capital securities, 
because the � nal amount to be raised 
remains unknown it is too early to de-
termine to what extent these issues will 
o� set pressures in the system and have 
a positive in� uence on bank standalone 
strength, re� ected by the Viability Rat-
ings (VRs). Fitch’s main measure of capi-
tal when assessing bank capital strength, 
Fitch Core Capital, will not be strength-
ened by these issues.

Asia
Momentum builds as 
regulations evolve

As issuance volumes in Asia gain momentum, Fitch Ratings explores some recent 
developments and likely future trends relating to Basel III capital securities in three key 

markets: China, India and South Korea.

Grace Wu, Senior Director,
Financial Institutions
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Korean Basel III terms become 
more creditor friendly
In South Korea Fitch believes recent 
modi� cations to the terms and condi-
tions (T&Cs) of commercial banks’ Basel 
III-compliant capital securities have re-
duced the likelihood of non-performance 
risk — particularly for Basel III Tier 2 
instruments — and are therefore posi-
tive for instrument ratings. As a result 
of these changes, for banks issuing Tier 
2 instruments, the agency will consider 
notching o�  the higher of the Support 
Rating Floor and Viability Rating (VR).

� e agency understands that the mo-
tive behind these changes is to deepen 
the pool of investors for capital securities 
to support a rising trend of issuance.

“For investors, the new instruments 
are potentially of lower risk relative to 
earlier Basel III Tier 2 instruments” says 
Heakyu Chang of Fitch’s team in Seoul. 
“From a quality of capital perspective, 
these changes make these instruments 
more like the legacy Basel II instruments 
and — as a consequence — less likely to 
absorb losses (and less capital-like) com-
pared with instruments issued in markets 
where PONV is triggered at an earlier 
stage of a bank’s deterioration in � nan-
cial position.”

� e key change to the T&Cs is the 
removal of a management improvement 
order (MIO) received from the regulator 
as one of two PONV triggers. � e other 
trigger — when the bank becomes insol-
vent — remains. Where instruments have 
only an insolvency PONV trigger and 
where support is factored into the Issuer 
Default Rating (IDR), Fitch would con-

sider using the support-driven IDR or the 
VR (whichever is higher) as the anchor 
rating for systemically important banks 
because we expect pre-emptive support 
to be provided to avoid insolvency. Upon 
hitting the PONV, the Tier 2 instruments 
are to be fully and permanently written 
o� , hence Fitch will continue to notch 
ratings on these instruments twice from 
the anchor rating to re� ect loss severity 
(i.e. poor recovery prospects).

A similar change has been made for 
the write-down of Additional Tier 1 
(AT1) instruments. This, however, does 
not change, in our view, the risk of cou-
pon cancellation, which is still linked 
to a management improvement recom-
mendation (MIR) or the discretion of 
the issuing bank. An MIR is usually the 
first timely corrective action that regu-
lators would activate, for example, in 
a scenario where the total capital ratio 
falls below 8%. The bank may decide 
not to pay the coupon, typically when 
the bank is unable to pay dividends to 
its shareholders. Given that skipping a 
coupon payment is central to our assess-
ment of non-performance risk, we will 
continue to notch ratings on AT1s five 
times from the VR (where the anchor 
rating is investment grade).

� e de� nition of insolvency is less 
subjective than an MIO, which the au-
thorities have a signi� cant degree of lati-
tude in deciding when to issue. An MIO 
event is also supposed to be activated 
when a bank’s total capital adequacy ratio 
falls below 2% (or if the Tier 1 capital ra-
tio drops below 1.5% or common equity 
Tier 1 capital ratio is below 1.2%). � e 

MIO trigger is more comprehensive and 
would practically be the � rst trigger to 
be hit if both triggers are applicable. � is 
was a factor behind the agency’s previous 
decision to assume that the VR would be 
the anchor rating.

Fitch expects the revised single PONV 
trigger (i.e. insolvency trigger only) to be 
the standard for future Basel III Tier 2 
issues by Korean banks. Fitch notes that 
the Korean authorities have approved a 
number of proposed Tier 2 and AT1 is-
sues in recent weeks.

South Korea’s only o� shore Basel III-
compliant Tier 2 security, issued in April 
2014 by Woori Bank (A-/Stable/bbb), 
had the two above-mentioned PONV 
triggers. Had Fitch rated that instrument, 
the bank’s VR would have been used as 
the anchor rating. In the case of Woori, 
its IDR is two notches higher than its VR.

In total, $3bn (KRW3tr) of capital 
securities have been issued since April 
2014, with $1.6bn in foreign currency and 
one deal being AT1. � e relatively weak 
capital positions of banks resulting from 
recent and planned M&A activities have 
been driving them to issue new securi-
ties or re� nance maturing legacy bank 
capital securities. Some policy banks 
(e.g. Korea Development Bank (KDB) 
and Industrial Bank of Korea (IBK)) are 
also under pressure to issue securities to 
supplement their Tier 2 capital positions. 
� eir capital positions have been under 
pressure due to their policy role of ex-
tending loans and their limited internal 
capital generation capacity. We estimate 
the potential supply between now and 
end-2015 to amount about $5bn.

Heakyu Chang, Director,
Fitch Australia Pty Ltd, Korea Branch
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India: AT1 Changes May Help 
Reduce Basel III Capital Gap
“In India recent investor-friendly chang-
es to Additional Tier 1 (AT1) instruments 
may help the banks to partly � ll the sec-
tor’s large $200bn Basel III capital needs,” 
says Saswata Guha in Fitch’s Mumbai of-
� ce. “But the Indian bank AT1 market 
remains untested, and the new features 
may introduce retail investors to a riskier 
asset class.”

The capital requirement also builds 
in expectations of a pick-up in eco-
nomic growth, following the advent of 
a new government with a clear electoral 
mandate and focus on policy reforms. 
Banks are still the dominant credit in-
termediaries in India, and would there-
fore need to raise capital to support the 
process of economic recovery. We fore-
cast real GDP to grow by 5.6% in 2015 
and 6.5% in 2016.

Large private banks are potentially 
the best positioned to take advantage of 
an economic recovery, given their scale, 
lower funding costs and higher capital 
levels. � ey need only 15% of the Basel 
III capital requirements, and could bet-
ter ful� l these needs because of stronger 
internal capital generation and access to 
equity capital. Public-sector banks would 
also bene� t from a cyclical recovery, but 
to a lesser extent — in light of their high 
exposure to structurally weak sectors. 
State Bank of India and Bank of Baroda 
are the best placed among the state-
owned banks.

Saswata notes that state-owned banks, 
which represent close to 85% of the capi-
tal gap and su� er from weak valuations, 
would � nd the capital requirements more 
challenging. Asset quality pressures and 
declining pro� tability have hurt inter-
nal capital generation, thus raising their 
dependence on state capital. We believe 
AT1 securities would be likely to have to 
� ll state-owned banks’ capital needs in 
the near term — until improvement is 
evident in asset quality, pro� ts and their 
ability to raise core capital.

� e Reserve Bank of India’s (RBI) 
amendments to Basel III capital norms 
include allowing AT1s to have a shorter 
maturity of up to � ve years, be temporar-
ily written down at a pre-speci� ed trigger 
point, and sold to retail investors. � ese 
features are more creditor-friendly, and 
would be likely to draw investor appetite 
for loss-absorbing capital instruments. 
But they may introduce moral hazard 
risk, as the RBI may be forced to bail out 
retail investors should there be a need to 
impose losses.

� e recent changes would probably 
lead the banks to switch to the domestic 
market for issuance of bank capital in-
struments, though its ability to ful� l the 
entire AT1 requirements is still uncer-
tain. So far, only two state-owned banks 
— Bank of India and IDBI Bank (BBB/
Stable/bb) — have accessed domestic 
markets, with each raising INR25bn in 
AT1 capital in the second half of 2015. In 
dollar terms, the combined sum ($830m) 

constituted only about 5% of the com-
bined AT1 requirement expected over 
2015 and 2016, implying that a large part 
of this signi� cant gap is yet to be � lled. 
Steady issuances of AT1 capital will allow 
banks to bridge near term capital needs, 
but they may have to tap overseas mar-
kets eventually. Simultaneously, banks 
will also need to raise core equity, which 
constitutes another 40% of the total capi-
tal requirement.

Early signs of asset quality stability 
are emerging at some large state-owned 
banks, which should be boosted by a 
pick-up in economic growth. We expect 
Indian banks’ stressed assets to peak 
by the financial year ending March 
2015, led mainly by cyclical recovery. 
However, improvements will be slow 
as it will take time to resolve the large 
stock of problem loans, particularly in 
the infrastructure sector. 

Saswata Guha, Director, Financial 
Institutions, Fitch India Services Pvt Ltd
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Could you provide us with an 
overview of CAA’s position in 
the market and within the Crédit 
Agricole Group?

 
Crédit Agricole Assurances, 100% owned 
by Crédit Agricole SA (CASA), is a fully 
� edged and diversi� ed insurer operating 
in the savings and retirement, personal 
protection, and property and casualty 
sectors. CAA is a key player in the Eu-
ropean insurance market: the leading 
bancassurer in France and Europe, the 
second largest life insurance provider in 
France, and the � � h largest European 
insurer. Its model is based on a high in-
tegration within Crédit Agricole Group, 
notably bene� ting from the strength of 
Crédit Agricole Group’s retail banking 
networks in France, Italy and Poland. To 
highlight some key � gures: Eu26.4bn of 
premiums at year-end 2013; Eu1bn of 
net income Group share; roughly one-
quarter of normalised total net income of 
CASA Group; and Eu235bn of assets un-
der management. Insurance activities are 
a core business for Crédit Agricole Group 
and its universal customer-focused retail 
banking model. As disclosed in the Me-
dium Term Plan of the Group last March, 
the ambition is to continue developing 
this successful bancassurance model in 
the coming years.

This is your fi rst transaction in the 
primary markets and you started 
with a subordinated issue, which 

is not always easy. What is the 
rationale behind this transaction?

Until now, CAA’s funding was wholly 
provided by Crédit Agricole SA. We have 
decided to change this policy to look for 
external hybrid funding due to changes 
in the prudential framework and in 
Standard & Poor’s methodologies. Were 

the internal funding policy to be main-
tained, hybrid capital issued by CAA and 
subscribed by CASA would be deducted 
from CASA own funds under Basel III, 
and from CASA Tier 1 own funds in the 
case of issuance of Solvency 2 Tier 1 in-
surance instruments. Additionally, in 
the RAC calculation, insurance hybrids 
would be deducted from Crédit Agri-
cole’s Core Tier 1 ratio due to S&P’s new 
treatment of hybrids issued by insurance 
subsidiaries and subscribed by Group 
companies. � erefore, we assessed with 
CASA the opportunity of meeting the hy-
brid capital needs of CAA through exter-

nal investors. In the current market and 
regulatory conditions, we decided that it 
would be economically more e�  cient for 
the Group to � nance the insurance needs 
of Tier 1 hybrid capital through CAA in 
the primary market than through CASA 
AT1 issuances. For CAA, our objective 
was mainly to anticipate our adaptation 
to the future Solvency 2 rules by issu-
ing Solvency 2-compliant notes and to 
� nance the expansion of our business 
activities. � e rationale for this transac-
tion must then be considered both at the 
Crédit Agricole group level and at the in-
surance level.

Furthermore, even though market 
conditions were more di�  cult in Sep-
tember than in the � rst half of 2014, they 
remain attractive compared with histori-
cal levels. It was a good time to test in-
vestors, especially as we wanted to issue 
a perpetual instrument and the Solvency 
2 regulatory grandfathering window was 
still open.

Could you elaborate on the 
continuum between the last CASA 
AT1 and your inaugural perpetual 
transaction?

� e rationales for the last CASA AT1 
transaction and for the insurance deal are 
strongly consistent. Both aim to strength-
en Crédit Agricole Group’s regulatory 
capital and the Group’s RAC. It is a posi-
tive development in terms of the � nan-
cial � exibility of Crédit Agricole Group 

Crédit Agricole 
Assurances
Going solo

Crédit Agricole Assurances (CAA) marked its debut in the primary market on 7 October with 
a Eu750m perpetual non-call 11 issue. Here, Grégory Erphelin, chief fi nancial offi cer at CAA, 
discusses the execution of the debut transaction, why the insurance company accessed external 

funding, and how it fi ts in with rating agency and regulatory developments.

Grégory Erphelin, CAA
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to be able to issue subordinated notes at 
both the CASA and the CAA level.

Turning to the technical aspects of 
your inaugural deal, what is the 
exact status of the notes? How do 
they rank in the waterfall? Could 
you give us more details on the 
structuring items embedded in your 
deal since you are targeting Tier 1 
grandfathering?

We issued a perpetual instrument, eligi-
ble up to 50% of the required Solvency 1 
margin. As it was issued prior to the Sol-
vency 2 delegated act coming into force, 
i.e. still in the grandfathering window, 
the deal is expected to be grandfathered 
as Tier 1 during the transitional period 
of Solvency 2, until 2025. � e note was 
also designed to be fully eligible as Tier 
2 under Solvency 2 a� er the � rst call date 
in October 2025.

As you know, to be Tier 1-grandfa-
thered, the bond should be undated and 
not fully compliant with Tier 2 rules un-
der Solvency 2. Until the � rst call date, this 
instrument features both an optional and 
a mandatory deferral subject to a dividend 
pusher and there are optional early calls 
that can be made at any time. A� er the 
� rst call date, the mandatory deferral will 
no longer be under the constraint of the 
dividend pusher, and the optional early 
calls are automatically deactivated and the 
instrument becomes eligible as Tier 2.

In terms of your roadshow, what is 
your experience and feedback after 
these face to face meetings with key 
investors? What are the main take-
aways from an issuer perspective?

As a debut issuer, we needed to present 
Crédit Agricole Assurances in depth as 
well as its plan to issue sub notes to the 
market. � at’s why we spent � ve days on 
a roadshow explaining CAA’s position 
within Crédit Agricole Group and within 
the European insurance market, its busi-
ness model and its strong credit pro� le. 
We also elaborated a lot on the disci-
plined risk and capital management we 
have developed within CAA, especially 
in the context of low interest rates and 

of the upcoming new Solvency 2 rules. 
It was the � rst time we gave detailed 
information on the insurance business 
line of Crédit Agricole and I think it was 
necessary and very useful to go and see 
investors face to face in order to explain 
directly the credit pro� le and the strat-
egy of CAA, and to answer their ques-
tions. It was also very interesting for us 
to understand the sentiment of these key 
investors and how they assess our credit 
pro� le compared with our peers.

Moreover, we decided to test investors 
when market conditions were de� nitively 
heavier and more volatile than in the � rst 
half of the year. During the roadshow, 
investors reminded us frequently of the 
underperformance of recent subordinat-
ed deals in the insurance sector as well 
as of bank AT1s. We carefully took this 
into account when we discussed pricing 
thoughts.

In the end, I do believe that inves-
tors had a positive image of CAA and of 
Crédit Agricole’s integrated bancassur-
ance model and that the rationale was 
well understood.

As a newcomer, were you satisfi ed 
with the syndicate structure, pricing 
parameters and the quality of the 
order book?

Pricing power is now clearly more bal-
anced between issuers and investors. We 
had to take this into account whilst also 
considering the context of further issuanc-
es from CAA in the future. � at’s why we 

adopted a consensual approach in primary, 
considering that CAA’s credit pro� le was 
certainly very well received by investors but 
also that the recent underperforming sub-
ordinated deals were still weighing on the 
market. � e FIG syndicate at CACIB did a 
good job as sole bookrunner, with strong 
and constant dialogues with investors. 
Since the beginning of the roadshow, we 
had positive feedback from investors and 
some clear interest, which helped us to de-
� ne the guidance. In summary, even if the 
market was volatile and the success of the 
transaction was fairly driven by the spread, 
the thorough preparation and right atti-
tude towards potential obstacles enabled us 
to price a strong benchmark transaction at 
the tight end of the guidance.

Your transaction performed well af-
ter the break, creating positive mar-
ket sentiment towards CAA. Should 
the market expect regular appear-
ances from CAA? What are your 
plans for 2015 onwards?

It’s true that the transaction performed 
quite well after pricing and outper-
formed our peers. We are pleased to 
note that even dealers away from the 
deal acknowledged the strong outcome 
and adhered to our pricing paradigm 
and relative value scheme.

Looking ahead, our funding in whole-
sale markets and the size of future transac-
tions are not yet de� ned, as you can imag-
ine. But it is clear that CAA is going to be a 
regular issuer in the coming years. 
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League tables
Bookrunners all fi nancials (euros) 
01/01/2014 to 03/11/2014

Managing bank or group
No of 
issues

Total 
EUR m

Share 
(%)

1 Deutsche Bank 68 18,307 9.3

2 BNP Paribas 75 15,890 8.0

3 Morgan Stanley 45 12,262 6.2

4 Barclays 61 12,215 6.2

5 Société Générale CIB 46 12,079 6.1

6 Goldman Sachs 48 11,882 6.0

7 Crédit Agricole CIB 36 10,993 5.6

8 Citi 55 10,660 5.4

9 HSBC 47 10,602 5.4

10 Natixis 31 10,035 5.1

11 JP Morgan 49 8,045 4.1

12 BAML 28 5,764 2.9

13 UBS 27 5,549 2.8

14 Credit Suisse 24 4,798 2.4

15 UniCredit 28 3,881 2.0

Total 441 197,836

Includes banks, insurance companies and fi nance companies. 
Excludes equity-related, covered bonds, publicly owned institutions.

Why not visit us online at 
Nordic-FI.com

every week for the latest on Nordic banks? 

Bookrunners all European FI hybrids (all currencies) 
01/01/2014 to 03/11/2014

Managing bank or group
No of 
issues

Total 
EUR m

Share 
(%)

1 HSBC 22 10,676 11.9

2 Deutsche Bank 24 7,659 8.6

3 UBS 22 6,422 7.2

4 BAML 22 5,560 6.2

5 BNP Paribas 19 5,009 5.6

6 Société Générale CIB 16 4,821 5.4

7 Citi 19 4,467 5.0

8 Crédit Agricole CIB 13 4,389 4.9

9 Credit Suisse 12 4,208 4.7

10 Barclays 17 4,034 4.5

11 Morgan Stanley 17 3,553 4.0

12 Goldman Sachs 17 3,483 3.9

13 JP Morgan 16 3,033 3.4

14 RBS 15 2,953 3.3

15 Natixis 11 2,675 3.0

Total 121 89,601

Source: Dealogic, Thomson Reuters, Crédit Agricole CIB
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Disclaimer
This material has been prepared by Crédit Agricole Corporate and Investment Bank or one of its affiliates (col-
lectively “Crédit Agricole CIB”). It does not constitute “investment research” as defined by the Financial Conduct 
Authority and is provided for information purposes only. It is not to be construed as a solicitation or an offer to 
buy or sell any financial instruments and has no regard to the specific investment objectives, financial situation or 
particular needs of any recipient. Crédit Agricole CIB does not act as an advisor to any recipient of this material, 
nor owe any recipient any fiduciary duty and nothing in this material should be construed as financial, legal, tax, 
accounting or other advice. Recipients should make their own independent appraisal of this material and obtain 
independent professional advice from legal, tax, accounting or other appropriate professional advisers before 
embarking on any course of action. The information in this material is based on publicly available information and 
although it has been compiled or obtained from sources believed to be reliable, such information has not been in-
dependently verified and no guarantee, representation or warranty, express or implied, is made as to its accuracy, 
completeness or correctness. This material may contain information from third parties. Crédit Agricole CIB has not 
independently verified the accuracy of such third-party information and shall not be responsible or liable, directly 
or indirectly, for any damage or loss caused or alleged to be caused by or in connection with the use of or reliance 
on this information. Information in this material is subject to change without notice. Crédit Agricole CIB is under no 
obligation to update information previously provided to recipients. Crédit Agricole CIB is also under no obligation 
to continue to provide recipients with the information contained in this material and may at any time in its sole 
discretion stop providing such information. Investments in financial instruments carry significant risk, including 
the possible loss of the principal amount invested. This material may contain assumptions or include projections, 
forecasts, yields or returns, scenario analyses and proposed or expected portfolio compositions. Actual events or 
conditions may not be consistent with, and may differ materially from, those assumed. Past performance is not a 
guarantee or indication of future results. The price, value of or income from any of the financial products or ser-
vices mentioned herein can fall as well as rise and investors may make losses. Any prices provided herein (other 
than those that are identified as being historical) are indicative only and do not represent firm quotes as to either 
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