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Final Call for Australian
bank hybrids/ What's
next for hybrid investors

At a time when fixed income investors are
benefiting from cyclically high yields, bank
hybrid investors now face a marked reduction

in their investment opportunity set. We speak,
of course, of Australian Prudential Regulation
Authority’s (APRA) decision late last year, which
was reconfirmed by APRA on 8 July 2025, to
phase out hybrid capital for Australian banks.
This means that additional Tier 1 (or AT1)
regulatory bank capital and the ASX-listed bank
hybrid market will progressively disappear by
2032. Hybrid investors will be required to seek
alternative investment options that meet their
risk/return profile, which we highlight below.
But first, a few key points on APRA's decision,
to provide context on this new fixed income
investment landscape.

Under APRA's changes, larger domestic banks
will be required to replace AT1 capital, primarily
with Tier 2 (or subordinated) debt, as well as a
modest amount of core equity (CET1) capital.
Smaller banks will need to replace all AT1
instruments with Tier 2 capital. This includes
those banks that operate and issue AT1 capital
under a bank non-operating holding company
(e.g. Macquarie Group). With most domestic
banks having chosen the ASX-listed market

as their access point (and in doing so, tapping
Australian retail investors — a core concern

for APRA), the current size of the ASX-listed
hybrid market is ~$40 billion. While insurers
are unaffected by these changes, in practice,
issuance sizes from the likes of IAG and Suncorp
have been much lower compared to that for
the major banks and don’t form a material

part of the hybrid market. On 8 July 2025,
APRA released an updated paper, in which

the regulator ostensibly reconfirmed the key
decisions and timelines that was outlined in their
edict to domestic banks in December 2024.

Since APRA's announcement last year, the
issuance of listed bank hybrids has ground to

a halt. While refinancings via new bank hybrids
are technically possible in the shorter-term
under certain conditions, we believe most bank
issuers will not contemplate re-issuing ASX-
listed AT1ls. Meanwhile, with existing ASX-listed
hybrids attracting a scarcity bid, their trading
margin (TM) and liquidity levels have declined to
near record lows. Evidencing this, from a high of
approximately ~370 basis points in 2022, the
TM for a major bank AT1 with a circa five-year
call date has declined to the low 200 bps area
over BBSW as of early-July 2025.

In practice, with banks now further incentivised
by APRA to redeem their outstanding hybrids
at the first call date, at or before redemption,
hybrid investors may seek to re-deploy

this capital into alternative income-based
investments at similar yields. \We address this
topic below. We note that in 2025, 2026 and
2027, circa $15 billion of ASX-listed financial
AT1s are due for call (please refer to the below
chart), so the reinvestment task is significant for
ASX-listed hybrid investors.
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Tier 2/subordinated debt

APRA's requirement back in 2019 for Australian
banks to hold higher levels of total loss
absorbing capital (TLAC) has led to significant
growth in AUD Tier 2 issuance and the size

of the subordinated debt market generally.

The advent of foreign banks seeking funding
diversification down under has also been a key
driver. The regulator’s latest move on AT1 capital
only adds further impetus to this dynamic -
given that ASX-listed bank hybrids will mainly

be replaced with Tier 2 capital, this implies an
approximate 30% increase to the Australian
bank Tier 2 universe over the next seven years
(Source: BondAdviser). With the expansion in
outstanding Tier 2 issuance in recent years,

and with major bank Tier 2s now rated A- or
equivalent with all three rating agencies, so to,
has the investor base and liquidity in this market.

With the decline in TM and yields to call for
listed AT1s, major bank hybrid investors can now
access similar yields for AUD Tier 2s issued by
the major banks, but in doing so, move higher
up the capital structure (as noted in the below
chart). While AT1 investors will experience

a decline in income reflecting the lower

coupon margins that Tier 2s offer as less risky
instruments than hybrids, subordinated debt
still carries risks which clients need to observe
when making their investment decisions. These
risks include the higher credit spread sensitivity
of financial Tier 2 bonds compared to their
senior counterparts, and call (or extension) risk
— this the risk that the financial issuer doesn't
redeem and repay its Tier 2 bond at the issuer’s
early call date. From an execution standpoint,
given that Tier 2 bonds are typically purchased
by institutional investors in the wholesale
market, investors will need to be mindful of

the minimum parcel sizes for each bond,

which is currently $500,000 under Austraclear
settlement. For these reasons, some investors
may consider a Tier 2-based ETF or the below
fixed income funds as more suitable vehicles
through which to invest.

Overall, however, Commonwealth Private views
the opportunity and return potential in Tier 2s,
notably those investment-grade bonds issued
by the well-capitalised domestic major banks, as
sound on a risk-adjusted basis.
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Actively managed fixed income portfolios

As readers of our Market Outlook will appreciate,
Commonwealth Private remains an advocate

for diversified fixed income managers/funds
that actively manage their interest rate and
credit exposures, especially in this environment
of higher market volatility. These strategies

have key defence tools to mitigate the portfolio
impact of any future interest rate and/or credit
market weakness.

In this regard, to complement our existing core
fixed income model, Commonwealth Private
plans to make available to clients, a Yield Model
with a return target over AUD cash rates that
is either on par with, or higher than, the current
yields to call for ASX-listed major bank hybrids.
Specifically, this largely investment-grade
funds of fund portfolio will seek to deliver, over
the medium-term, a return target (net of fund
management fees) of RBA Cash +2.7% at least,
while maintaining a focus on capital stability.
Depending on their risk and return parameters,
existing listed hybrid investors may find this
upcoming Yield Model of interest.

Other alternatives

Other notable options that are available include
corporate hybrids, listed investment trusts (LITs)
and listed notes. Seeking to fill the vacuum from
the receding ASX-listed hybrid market, these
latter two structures provide a similar return
profile to that of major bank AT1s by investing in
a portfolio of (largely) private credit assets.

Noting that the above alternatives are all yield-
based options, Commonwealth Private also
offers diversified model portfolios that provide
income streams to clients.

Above all, when deciding where to re-deploy
their hybrid capital, it is important for clients
to remain discerning and select the hybrid
replacement option that is most suitable for
their risk and return parameters.


https://www.commbank.com.au/premier-private/private-banking/economic-insights.html
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For more information

Things you should know: This research report has been prepared by Commonwealth
Private Limited ABN 30 125 238 039 AFSL 314018 (Commonwealth Private), a
wholly owned non-guaranteed subsidiary of the Commonwealth Bank of Australia
ABN 48 123 123 124 AFSL and Australian Credit Licence 234945 (Commonwealth
Bank). References to ‘Group’ are to Commonwealth Bank and its subsidiaries and
includes the directors, employees and representatives of Commonwealth Bank and
its subsidiaries.

General advice warning: The content of this document is not a recommendation

to any particular individual and has been prepared without taking into account any
of your objectives, financial situation, or needs. You should consider whether the
information in this document is appropriate for you, having regard to your objectives,
financial situation and needs before you act.

Basis of return calculations: Any portfolio returns disclosed in this research report do
not include fees and costs set out in the Private Wealth Advantage Terms of Service.

No warranties: While care has been taken in the preparation of this research report
and its content has been prepared based on information available at the time of
publication, Commonwealth Private does not guarantee the performance, or the
ability to repay capital of any investment. Your investment may decrease as well

as increase in value. No liability is accepted by Commonwealth Private, its related
entities, agents and employees for any loss on your investment arising from your
reliance on its content.

Information may be outdated: Research reports are prepared by Commonwealth
Private on a periodic, thematic, or event driven basis. Unless informed otherwise,
information in Commonwealth Private research reports should only be considered
current as at the date of publication. Full information is available in the offer
document issued by the investment manager. Prior to making your decision to invest,
please contact your Investment Director to obtain a copy of the investment offer
document for up-to-date information. Historical research reports are available on
request, subject to the requestor being subscribed to the Private Wealth Advantage
Service as at the time of request. Please contact your Investment Director to obtain
historical research reports for this product.

Reliance on investment performance figures: Past performance is not a reliable
indicator of future performance. Projections and forecasts are based on a number
of assumptions, estimates and information available at the time of publication.
Commonwealth Private does not warrant any projections and forecasts in this
research report.

Commissions or fees paid to Commonwealth Private for research reports:
Commonwealth Private does not receive any commissions or fees for the publication
of the research report.

How research analysts are remunerated: Commonwealth Private Investments and
Research team (IRT) staff are paid a salary — they do not receive any commission

or fees for the preparation of research reports, and their salary is not determined

by the value or volume of investments made into financial investments that are

the subject of the research report; however, they may receive an annual bonus if
they achieve agreed objectives, being a combination of business metrics and risk
management. All benefits given to, or received by, IRT staff are subject to the Group's
Conflicts Management Policy and associated procedures that are designed to ensure
that actual, perceived or potential conflicts of interests are identified, managed or
prevented. The policy and associated procedures outline the organisational and
administrative arrangements in place to support the identification and management
of conflicts of interest.

Views of the author: Prior to publication, the authoring IRT staff member(s) must
certify that the views expressed in the research report are their personal views. All
research reports are subject to review and approval by appropriately qualified and/or
experienced employees, who did not themselves author the research report.

Interests in the product: If an IRT staff member(s) has, or is likely in the future to
have, a material interest in financial products that are the subject of this research
report, the author has disclosed that interest in this report.

Associations and relationships of the Commonwealth Bank: The Group, its agents,

associates and clients have or may from time to time have long or short positions in,
act as principal or an officer in, and buy or sell, the products, if any, referred to in this
research. The Group may also engage in transactions in a manner inconsistent with

the recommendations, if any, in this research.

Entities in the Group may act as market maker or liquidity provider in the financial
instruments of the issuer; have been lead manager or co-lead manager over the
previous twelve (12) months of any publicly disclosed offer of financial instruments
of the issuer; or be party to an agreement with the issuer relating to the provision of
services of investment firms.

Distribution limitations: Research reports published by Commonwealth Private are
only made available to wholesale clients who qualify as a ‘Wholesale Investor’ for the
Private Wealth Advantage service as at the time of research report distribution. This
report is not directed to, nor is it intended for distribution to or use by, any person or
entity, who is; a retail client as defined by the Corporations Act, or located outside
of Australia, or not currently subscribed to the Private Wealth Advantage service by
Commonwealth Private.

Scope and expertise of the research service: The Commonwealth Private IRT is

a dedicated function comprised of a range of investment professionals - portfolio
managers, researchers and analysts. The team members all have deep industry
experience, domestically and/or internationally. The team are led by a Chief
Investments Officer (CIO), and are specialists in fields such as domestic listed
equities, managed funds, private markets, and sector specific experience. Full details
of the IRT staff are available from your Investment Director.

Process by which products are selected: Commonwealth Private maintains an
Approved Product List (APL), which is the suite of products approved for use

within portfolios for Commonwealth Private clients and made available through the
Investment Menu. Commonwealth Private seeks to provide a range of investment
products to meet the needs of high net wealth, ultra-high net wealth, families, and
other clients deemed suitable. All investment opportunities are vetted in accordance
with our investment governance processes with input and oversight from our
Investment Research Team (IRT), the Commonwealth Private Product Management
Committee and the Commonwealth Private Board Investment Committee.
Investments are reviewed based on key themes driving global economic growth and
extensive research across assets and opportunities. The reviews are supported by
key policies and procedures that set out the considerations and approach. A key to all
investment decisions is a quality overlay.

For the Core Equity Portfolio, Commonwealth Private does not undertake research
across all available investments in the Australian share market as part of our research
and investment selection process. However, Commonwealth Private starts with a
broad quantitative review of investments available in its investable universe, namely
the ASX 200.

Research is undertaken on a selection of investment opportunities and may be driven
by a combination of bottom-up and top-down characteristics. Comprehensive
analysis relating to both qualitative and quantitative factors relating to the
underlying investment offering form and integral part of the process, with additional
consideration given towards specific return drivers, investment process and
philosophy.

Considerations for offering investment opportunities include: attractive investment
proposition with clear drivers of return; delivers risk adjusted returns in line with the
stated objective; and liquidity profile matches the underlying investment objective.
From this process, preferred investments are selected and proposed for inclusion on
the APL.

The APL is constructed in two parts — Core and Supplementary. The investment
categories of the Supplementary APL may include, in addition to the asset class
offerings in the Core APL: private markets, hedge funds, thematic, impact strategies
and any other future strategies identified by the IRT.

During the preparation of research, Commonwealth Private engage with the product
issuers/fund managers and third party research providers to obtain information and
undertake due diligence activities. This engagement may include multiple meetings
and communications. However, there are no financial benefits received from product
issuers/fund managers or third party research providers in the research process. In
the event that there are any non-financial benefits provided to the IRT staff during
the research process - for example; low value food and beverages - the receipt of
these benefits are subject to the Group Gifts and Entertainment Procedure.

Note, where Environmental, Social and/or Governance (ESG) considerations have
been identified, Commonwealth Private takes reasonable steps in the research
process to confirm that the representations made by the product issuers/fund
managers are reasonable and have been complied with.

Spread of ratings: Commonwealth Private applies a rating to the investments that
a‘Wholesale Investor’ can access through the Private Wealth Advantage service.
The ratings are determined through defined investment research processes that
the Commonwealth Private IRT apply, which is subject to ongoing due diligence
and updates. Ratings are made in relation to the investment class or type that are in
scope for offer to Wholesale Investors of the Private Wealth Advantage service, and
is not intended as a rating against a broader range of investments available in the
market.

The investment ratings in Commonwealth Private research reports are:

Conviction: the Commonwealth Private IRT expect the investment product to meet
stated investment objectives described and there is no available information to
suggest or materially impact expected outcomes in relation to its stated objective(s).
When an investment is rated with “Conviction” the investment is on the APL and
approved for distribution by the Investment Directors. All investments on the
Commonwealth Private APL are rated as “Conviction”.

No Conviction: for investments that were on the Commonwealth Private APL, where
the Commonwealth Private IRT have formed a view that the investment product is
unlikely to meet stated investment objectives, and/or information is available that
the IRT believe could negatively impact the expected outcomes in relation to the
investment’s objective(s). When an investment is rated with “No Conviction” the
investment is then removed from the APL. Investors can retain their interest in the
investment at their discretion, and



