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Executive summary

The corporate hybrid asset class has grown significantly in recent years based on its dual appeal to
both investors and issuers. We believe the additional spread that corporate hybrids offer over the
yield offered by senior debt makes carefully selected hybrids an attractive investment. While
extension risk (the risk that a hybrid security is not called on its first call date) has increased since
last year due to credit spread widening, we believe several mitigating factors may help limit this risk.
In our opinion, therefore, it is possible to find compelling investment opportunities by carefully
analysing credit fundamentals, the hybrid’s structure and relative valuation.
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Key takeaways
• We believe the corporate hybrid asset class offers attractive investment opportunities.
• While extension risk has increased since last year due to credit spread widening, we believe several
factors help mitigate this risk.
• In our opinion, the economic considerations behind calling and replacing a hybrid, the risk to an
issuer’s reputation from not calling a hybrid at first call date, and the credit rating agency
treatment of corporate hybrids may help reduce extension risk, thus presenting a compelling
opportunity in the asset class.

Introduction

Corporate hybrid securities have grown into an important asset class. The segment has expanded
rapidly in recent years, as seen in Figure 1, due to its dual appeal to investors and issuers. Because
credit rating agencies regard corporate hybrids as part debt and part equity, they have been
appealing to corporate issuers seeking support for their credit ratings. Investors have found hybrids
attractive due to their relatively higher yields compared to senior debt - although higher yields come
with a higher degree of risk. Invesco Fixed Income believes the spread premium offered by corporate
hybrids on top of senior debt makes carefully selected hybrids a potentially attractive investment.
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Figure 1: Sharp rise in market value of global non-financial corporate hybrids
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Source: BofA Merrill Lynch Global Hybrid Non-Financial Corporate Index, data from Dec. 31, 2005 to Dec. 31, 2015.

2015 call dates unfolded as expected

2015 was a milestone year for the corporate hybrid asset class. It marked the arrival of the first call
date for a number of issuers. Investors typically prefer companies to honor first call dates to avoid
extending the maturity of their bonds. The possibility that bonds will not be called at the first call
date is known as “extension risk.” Assessing this risk is an important part of our corporate hybrid
structure analysis. An issuer’s decision to call a hybrid at first opportunity depends in part on
whether it can refinance the existing hybrid at a lower coupon than the reset coupon. If a company
can refinance at a lower coupon, it makes sense for the issuer to call the existing hybrid and replace
it. There are, of course, other important considerations for issuers when it comes to the call decision,
such as reputational risk - the risk to an issuer’s reputation if it does not act in line with investor
expectations that it will call at the first opportunity. Last year, almost all hybrid issuers with a first
call date in 2015 (“2015 call hybrids”) were able to refinance their instruments at a lower coupon
and, apart from one, all instruments were called at the first opportunity.¹
However, we believe extension risk has risen since last year. Spreads in the corporate hybrid market
have widened since a year ago, increasing the likelihood that hybrid issuers will likely face potentially
higher financing costs. This increase is largely due to broad risk-off market sentiment and investor
caution around potential changes in rating agency methodology that could trigger an early call.
With credit spreads wider than a year ago, we believe higher yields may create a disincentive for
companies to call their hybrid securities since calling them would mean refinancing at a higher cost.
The failure of issuers to call a hybrid on the first call date means investors would bear the impact of
an extended term and potentially a lower yield than the prevailing market yield. Nevertheless, despite
increased extension risk, we believe the corporate hybrid asset class offers attractive investment
opportunities for us as careful investors, especially in the current low interest rate environment.

1	Source: BAML Global Hybrid Non-Financial Corporate Index and the BAML Global Hybrid Non-Financial High Yield Index, as
of Dec. 31, 2015.
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Corporate hybrid features

Hybrid securities are bond-like in that they pay a predetermined coupon not tied to operational
performance. They are equity-like in that their coupons can be deferred indefinitely at the option of
the issuer and their maturities are either perpetual or very long-dated. Due to these equity-like
features, the rating agencies typically treat these instruments as 50% debt and 50% equity.
The average composite rating for corporate hybrids is currently BBB,² which partly reflects their
junior status versus the senior debt of what are typically high-quality corporates.
In terms of seniority, hybrids rank in between a company’s senior unsecured debt and its common
equity. Therefore hybrids carry greater risk than senior debt due to their subordination risk. Other
key risks include coupon deferral and extension risk (the risk that they are not called on the first call
date). Investors are, however, compensated with additional yield for taking on these additional risks.

The importance of extension risk

The analysis of extension risk is a key part of our assessment of each hybrid instrument’s structure.
We prefer hybrid securities with a reset coupon that is higher than, or fairly close to, the rate at
which we estimate a replacement could be issued. We believe this incentivizes issuers to call at first
opportunity. This could, for example, be the case if a company issued a hybrid at a time when it was
under fundamental stress and has since improved its credit quality. Therefore, despite broad market
spread widening, a company may be able to refinance at a cheaper coupon than the reset level.

Other factors that could help mitigate extension risk:
Reputational risk
Also considered in our analysis of extension risk is reputational risk. If a company wishes to maintain
open access to the hybrid market, it may be inclined to meet investor expectations by calling a
hybrid, even if it is not able to refinance that hybrid at a lower rate than the reset coupon. We think
that, for many companies, access to the corporate hybrid market is important because hybrids are
viewed as useful financing tools. Companies often use hybrids, for example, to support their credit
metrics since the major rating agencies typically treat these instruments as 50% equity and 50%
debt. Companies may also use hybrids as funding for acquisitions, or in order to increase financial
flexibility. Furthermore, unlike dividends, interest paid on hybrids is tax deductible for the issuer
depending on the jurisdiction of the issuer.
Rating agency treatment
Another element of our assessment of extension risk is our view of equity treatment by the credit
rating agencies. The rating agencies typically treat hybrid instruments as 50% equity and 50% debt.
For most outstanding hybrids, Standard & Poor’s (S&P) treats the hybrid instruments as 50% equity
until the hybrid’s first call date (i.e. treats the instruments as 100% debt after the first call date).
We believe this loss of equity benefit creates a strong incentive to call at the first call date and
therefore helps reduce extension risk. We are vigilant of any deviation by S&P from this treatment
going forward.

2 Source: BAML Global Hybrid Non-Financial Corporate Index, as of March 31, 2016.
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S&P methodology rationale

Under S&P’s methodology, the removal of the equity benefit after the first call date is due to the
lack of a so-called “replacement capital clause” within most outstanding instruments. This clause
says that the hybrid issuer is obliged to replace the hybrid with a similar or subordinated
instrument if it is called and it mitigates the reduction in permanence resulting from a step-up in
the coupon after the first call date. This clause therefore makes the instrument more permanent or
“equity-like.” The lack of this clause in outstanding hybrid securities means that, after the first call
date, hybrids become less equity-like, leading S&P to treat them thereafter as 100% debt.

With careful security selection, hybrids have the potential to offer relative value
opportunities

Despite a potential rise in extension risk, we continue to see investment opportunities in the corporate
hybrid asset class. As discussed above, we believe a relatively high reset coupon, reputational
considerations and rating agency treatment (loss of equity benefit) may help mitigate extension risk.
Furthermore, we believe corporate hybrids offer the potential for attractive relative value compared to
comparable fixed income alternatives, taking into account increased extension risk.

Relative value comparisons

In Figure 2 below, we have selected a peer group of investable asset classes within the BBB space, as
the average corporate hybrid is rated BBB. In order to optimize comparability, we have adjusted for
differences in duration. Notably, the Global Hybrid Non-Financial Corporate Index has one of the
shortest durations (4.5 years) among the fixed income alternatives shown. On a duration-adjusted
basis, the Global Hybrid Non-Financial Corporate Index offered a spread of 72 basis points (defined
as spread per year of duration), which compares favorably to other asset classes in the peer group.
The Emerging Markets Corporate Plus BBB Index, for example, offered the second highest durationadjusted spread at 55 basis points.³
Figure 2: Corporate hybrid relative value comparison
Duration-adjusted OAS
Basis
points

Global Hybrid
Euro Corporate BBB EM
Non-Financial Financial
Corporate
Corporate Index BBB Index
Plus Index

90
80

Euro Corporate Euro Corporate Global Broad
Non-Financial BBB Index
Market
BBB Index
Corporate
BBB Index

Global Fixed
Income Markets
BBB NonFinancial
Corporate Index

72

70
60
50

55
50

40

34
29

30

34

31

20
10
Source: BofA Merrill Lynch Indices as of March 31, 2016.

3 Source: BAML Global Hybrid Non-Financial Corporate Index as of March 31, 2016.
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On a yield basis, the Global Hybrid Non-Financial Corporate Index offered the highest yield (3.55%)
when compared to euro-denominated indices such as the EUR Corporate Financial BBB Index
(1.96%), as seen in Figure 3 below. We have selected the euro-denominated indices as comparisons
since the Global Hybrid Non-Financial Corporate Index is predominantly (about 80%) comprised of
euro-denominated instruments.4
Figure 3: Corporate hybrid relative value comparison
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Source: BofA Merrill Lynch Indices, March 31, 2016.

Conclusion

We believe the additional spread that corporate hybrids offer over the yield offered by senior
debt makes carefully selected hybrids an attractive investment. While extension risk has
increased since last year due to credit spread widening, we believe there are mitigating factors.
In our opinion, therefore, it is possible to find compelling investment opportunities by carefully
analyzing credit fundamentals and the hybrid’s structure and by performing a relative value
assessment.

4 Source: BAML, as of March 31, 2016.
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Important Information
The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco investment professionals. Opinions are based upon
current market conditions, and are subject to change with notice. Past performance is no guarantee of future results.
This material may contain statements that are not purely historical in nature but are “forward-looking statements.” These include, among other things, projections,
forecasts, estimates of income, yield or return or future performance targets. These forward-looking statements are based upon certain assumptions, some of which
are described herein. Actual events are difficult to predict and may substantially differ from those assumed. All forward-looking statements included herein are based
on information available on the date hereof and Invesco assumes no duty to update any forward-looking statement. Accordingly, there can be no assurance that
estimated returns or projections can be realized, that forward-looking statements will materialize or that actual returns or results will not be materially lower than
those presented.
All information is sourced from Invesco, unless otherwise stated. All data as of Feb. 29, 2016 unless otherwise stated. All data is USD, unless otherwise stated.
This document has been prepared only for those persons to whom Invesco has provided it. This document is not an offering of a financial product and is not intended
for and should not be distributed to, or relied upon, by members of the public. Circulation, disclosure, or dissemination of all or any part of this document to any
person without the consent of Invesco is prohibited.
This document may contain statements that are not purely historical in nature but are "forward-looking statements," which are based on certain assumptions of
future events. Forward-looking statements are based on information available on the date hereof, and Invesco does not assume any duty to update any
forwardlooking statement. Actual events may differ from those assumed. There can be no assurance that forward-looking statements, including any projected
returns, will materialize or that actual market conditions and/or performance results will not be materially different or worse than those presented.
The information in this document has been prepared without taking into account any investor’s investment objectives, financial situation or particular needs. Before
acting on the information the investor should consider its appropriateness having regard to their investment objectives, financial situation and needs.
You should note that this information:
• may contain references to amounts which are not in local currencies;
• may contain financial information which is not prepared in accordance with the laws or practices of your country of residence;
• may not address risks associated with investment in foreign currency denominated investments; and
• does not address local tax issues.
All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. Investment involves risk. Please review all
financial material carefully before investing. The opinions expressed are based on current market conditions and are subject to change without notice. These opinions
may differ from those of other Invesco investment professionals.
The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons into whose possession this marketing material may come are
required to inform themselves about and to comply with any relevant restrictions. This does not constitute an offer or solicitation by anyone in any jurisdiction in
which such an offer is not authorised or to any person to whom it is unlawful to make such an offer or solicitation.

