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2018 may be remembered as a two-sided 
year for the corporate hybrid market.

The year started with the welcome re-
lease by S&P of a revised methodology on 
the early replacement of hybrids. Before 
this revision, issuers were not allowed 
by the agency to replace their outstand-
ing hybrids before their fifth anniversary. 
With this new methodology, S&P allows 
issuers to actively manage their hybrid 
stock without time constraints as long as 
the replacement instrument has at least 
the same equity content, and the quantum 
issued is at least of the size of the nomi-
nal amount repurchased. Several hybrid 
issuers have since taken advantage of this 
revision and have launched large replace-
ment exercises across their hybrid curves 
to try and optimise the financial condi-
tions of replacement — examples include 
Telefónica, EDF and ENEL, with CACIB 
acting as dealer manager for the latter.

However, the second key event for 
2018 has been casting a shadow over the 
market since July: the Discussion Paper 
on Financial Instruments with Charac-
teristics of Equity released by the IASB at 
the end of June presents a new preferred 
approach on the classification of the per-
petual cumulative corporate hybrid struc-
ture. This approach would jeopardise the 
equity classification of this structure at a 
time when it represents over two-thirds of 
the corporate hybrid market.

In this context, CACIB in mid-October 
organised a roundtable on corporate hy-

brids focusing on the impact of the IASB 
discussion paper on the corporate hybrid 
market and its various stakeholders.

IASB board member Mary Tokar of-
fered a comprehensive explanation of the 
preferred approach and confirmed what a 
large part of the market had understood, 
i.e. that perpetual cumulative hybrids (as 
typically structured) would be classified as 
liability if the preferred approach were to 
be implemented. Indeed, the IASB is con-
templating developing an “amount fea-
ture” on top of the “timing feature” already 
in IAS32, to provide guidelines for the 

classification of instruments as either eq-
uity or liability. According to this new ap-
proach, a financial instrument would not 
meet the amount feature and would thus 
be classified as financial liability if the is-
suer promised a return to the instrument’s 
holder that had any independence from 
the issuer’s own performance or share 
price. According to the IASB, this would 
be the case for cumulative hybrid securi-
ties because the coupons, if deferred, ac-
cumulate for payment at liquidation.

The potential shift in classification from 
equity to liability under IFRS would be an 
obvious issue for non-rated hybrid issu-
ers, as highlighted by Arnaud Kolb, group 

treasury and financing manager at Eurofins 
Scientific: “Perpetual hybrids have histori-
cally represented an economically efficient 
tool for non-rated issuers to finance exter-
nal growth without breaching covenants 
and without diluting shareholders.”

However, it would also be an issue for 
rated issuers who were not only interested 
in the 50% equity content from rating 
agencies but also in the IFRS equity clas-
sification.

Regarding timing, the IASB did not 
wish to commit to a calendar, but men-
tioned that considering the nature of the 
consultation process, implementation be-
fore 2024 seems highly unlikely.

“The IASB is currently in the first step 
of this process, with stakeholders being in-
vited to provide comments on the Discus-
sion Paper until January 2019,” said Tokar.

The discussion paper has, however, 
already started affecting the primary and 
secondary markets, and in particular asset 
managers’ investment policies.

Highlighting the impact on the sec-
ondary market, Victoria Whitehead, sen-
ior credit portfolio manager at BNP Parib-
as Asset Management, who is in charge of 
a fund investing in investment grade hy-
brids, said: “We have always been mindful 
of the early redemption risk in corporate 
hybrids, in particular due to the rating and 
accounting calls in their documentation. 
Hence, when investing in the secondary 
market we tend to favour low secondary 
price hybrids and have been even more 
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selective since the release of the discus-
sion paper. As far as the primary market is 
concerned, we are screening all new issues 
and analyse whether they have a first call 
date likely to be post the implementation 
of the IASB preferred approach.”

A large majority of perpetual hybrids 
are rated and Gregg Lemos-Stein, global 
head of analytics and research for corpo-
rates at S&P, indicated that S&P’s corporate 
hybrid methodology should not be impact-
ed by any change in accounting treatment.

Nevertheless, some rated issuers who 
opted for perpetual corporate hybrids, not 
only for the rating agencies’ 50% equity 
credit but also for their IFRS equity treat-
ment, may decide to exercise their account-
ing call (option allowing the issuer to call 
the instrument at 101% in case of reclas-
sification of the instrument from equity to 
debt) when and if applicable.

Is that the end of perpetual corporate 
hybrids as a tool for issuers looking 
for IFRS equity?
One structure may still be considered as 
essentially equity: the perpetual non-cu-
mulative structure. Such bonds are likely 
to be differentiated from cumulative in-
struments as the issuer would in this case 
be under no obligation to pay a coupon 
and the instrument would contain no 
unavoidable obligation to pay any amount 
independent of the issuer’s available eco-
nomic resources. For these instruments, 
the notional of the bond would still be 
considered as liability under the preferred 

approach, as upon liquidation investors 
would have a claim on it. However, the 
present value of the nominal amount 
would normally be insignificant under the 
going concern approach and hence the 
difference between the issuance proceeds 
and this present value may be recorded 
under equity.

From the rating angle, S&P is likely to 
analyse a perpetual non-cumulative hy-
brid in overall the same way as a cumula-
tive hybrid and thus treat it as having 50% 
equity content, so long as it meets all other 
aspects of the agency’s criteria.

From the issuer’s point of view, Kolb at 
Eurofins Scientific highlighted that “any 
‘new’ IFRS-compliant structure (whether 
the non-cumulative structure or any other 
that might meet the issuer’s constraints 
and objectives) may be efficient provided 
its cost would make it an attractive way of 
raising IFRS equity for the issuer”.

Damien Loynes, European head of 
corporate syndicate at CACIB, mentioned 
that order books for a corporate non-cu-
mulative hybrid may differ from the order 
book of a cumulative hybrid. Indeed, on 
top of any investment guidelines restric-
tions, the fact that non-cumulative struc-
tures are unlikely to pass the IFRS9 SPPI 
test may be a major negative for insurance 
investors, which can typically represent 
around 20% of the books of investment 
grade hybrids. The need for deal-related 
roadshows may be more relevant than 
ever to gather visibility on the premium 
over the cumulative structure required by 
investors who will accept this new feature.

How can the various stakeholders be 
expected to manage the transition 
period?
IASB board member Tokar indicated that 
“if the preferred approach were to be im-
plemented, it is unlikely that the Board 
would consider grandfathering for the 
outstanding perpetual hybrids not meet-
ing the new criteria”.

On this basis, Kolb and Loynes high-
lighted the benefits of liability manage-
ment strategies for issuers, whether in 
the context of replacement exercises or 
consent solicitations to modify the terms 
of existing hybrids (depending on their 
documentation and governing law).

Whitehead at BNP Paribas AM said: 
“We generally consider liability manage-
ment exercises on hybrid bonds positively 
as they bring liquidity and a premium 
over secondary prices. We thus tend to 
participate if we consider that the premi-
um offered by the issuer to repurchase its 
outstanding hybrids is attractive enough, 
especially if we wish to invest in the re-
placement instrument.”

Permanence is a key pillar of S&P’s cor-
porate hybrid methodology and S&P will 
ask issuers to give it visibility on their in-
tention regarding accounting calls if they 
have hybrids with first call dates beyond 
the date when a change in accounting clas-
sification is expected. However, Lemos-
Stein pointed out that “if there is no avail-
able or affordable alternative replacement 
structure for an issuer with outstanding 
hybrids, S&P would not consider replace-
ment to be mandatory following an ac-
counting call since the economic rationale 
for the instrument has changed”.

Overall, the roundtable confirmed that 
the IASB’s new preferred approach would 
impact significantly non-rated issuers but 
also rated issuers who require the IFRS 
equity treatment.

Nevertheless, if it is confirmed that 
non-cumulative structures (and poten-
tially others) can be overall equity ac-
counted and are cost-efficient, then most 
issuers should find a way to manage the 
transition without impacting investors too 
negatively, potentially via the use of liabil-
ity management exercises. l
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