
Subordinated bonds 
Presenting an attractive asset class and its regulatory implications



1.1 Executive Summary

• Subordinated bonds are under-re-
searched owing to their complex
structures and their illiquidity and 
can therefore offer attractive yield 
premiums.

• Subordinated bonds offer relative value
compared with senior bonds.

• The usual investment-grade indices
only include a limited number of subor-
dinated bonds. Customised investment
solutions are therefore preferable.

1.2 Current market overview

At the end of 2015/beginning of 2016, 
the market for European corporate bonds
was under considerable pressure. The in-
dustrial sector was experiencing severe
turmoil: doubts about the pace of growth
in the Chinese economy, weakness in the
commodity markets (particularly the 
decline in oil prices) and a lack of clarity
surrounding the US Federal Reserve's mo-
netary policy were the main triggers. The
markets had not expected the fundamen-
tal deterioration among some industrial
sector companies, which caused down -
ward pressure on bond prices. At indivi-
dual bond level, companies such as RWE
and other organisations, particularly those
in the commodities sector (oil and gas),
were affected. The impact of investor un-
certainty was felt mostly by subordinated
industrial bonds, whose prices fell accor-
dingly. Possible defaults or downgrades in
the high-yield segment as in the case of
Anglo American and the French Casino
group were also reflected in bond prices.
The idiosyncratic event of the Volkswagen
emissions scandal in the US had a nega-
tive impact on the whole market. 

In contrast, the financial sector remained
comparatively stable during this period.
However, in early 2016, financial-sector
bonds also began to come under pressure.
In addition to the fundamental factors
described above, which increasingly at-
tracted attention in the sector, it was 

primarily factors specific to the financial
sector that had the greatest negative im-
pact on the financial subordinated bonds
segment.

Profitability of banks: Interest rates close
to zero (or negative deposit rates) repre-
sent a burden for the banking sector that
should not be underestimated. A narrow -
ing net interest margin is putting banks'
most important source of profitability
under pressure. In Europe, an average of
almost 60 per cent of banks' income is 
generated from interest-earning business.
This is followed by brokerage operations
(25 per cent) and trading and other activi-
ties at 15 per cent. With interest rates ex-
pected to persist at current levels or even
lower for the foreseeable future, margins
will remain under pressure. 

Ever tighter regulation in the financial
sector: The banking sector is under addi-
tional threat from ever more complex 
regulation, with increases in both liable
capital requirements (Basel III) and total
loss-absorbing capacity (TLAC) should 
a bank become insolvent. The minimum 
requirements set out in Basel III must be
fully implemented by the start of 2019,
while the first stage of the complex TLAC
regulation comes into force in the same
year. However, the European Central Bank
(ECB) is now seeking to reach a compro-
mise with banks to relax the procedure
concerning their ability to pay coupons on
additional tier 1 (AT1) bonds. In short, the
ECB is giving banks a little more flexibility
to increase their capital resources by 2019.

The market for contingent convertible
bonds (CoCos) suffered the most signifi-
cant losses during this turbulent phase.
Two further specific factors contributed to
the substantial losses for CoCos. The first
of these was the recently implemented 
Italian bad bank solution, which involved
the winding up of three small Italian banks.
Liability for the subordinated bonds of
these institutions was assumed by the
'bad bank', a development that was gree-
ted with little enthusiasm by the markets.
However, Deutsche Bank's annual report
for 2015 caused particular unease. In light

of surprisingly high losses totalling €6.8
billion, primarily attributable to provisions
for legal disputes and the loss-making in-
vestment banking business, the bank will
not pay a dividend this year and is unlikely
to do so next year. As dividends and cou-
pon payments on AT1 bonds are made
from the same pot of earnings, the market
is concerned that the bank will default on
the upcoming coupon, or perhaps even 
several CoCo coupons. Deutsche Bank has
to spend €350 million each year for its
CoCos. The figures published raise the
question of whether Deutsche Bank can
still generate enough income to enable it
to service its CoCo coupons – a question
also being asked of the financial sector as
a whole. Deutsche Bank's CoCos have
come under significant pressure. The mar-
ket initially priced in the fact that the bank
would not exercise its call option on the
bonds, thus assuming they are perpetuals,
and also expected three coupon defaults.
Credit default swaps (CDSs) on senior
bonds also increased markedly. With re-
gard to the overall market, a) a perpetual
maturity and b) at least two coupon de-
faults were initially factored in to all bond
prices during the market's turbulent phase.
Yields therefore exceeded the cost of
equity, making new issues improbable in
light of current pricing. Deutsche Bank 
reacted promptly, however, announcing
plans to carry out an extensive repurchase
of senior bonds to boost confidence in the
company. During the subsequent tender,
Deutsche Bank was only offered a small
proportion of the relevant securities, which
calmed the troubled markets. As a result,
many investors have maintained their bond
holdings in Deutsche Bank.

The situation in the market for subordi -
nated financial bonds is now considerably
calmer, with just one coupon default being
priced in for most banks, while yields are
generally on a par again with the cost of
equity. Due to the prohibitively high costs
of replacement, the markets continue to
factor in a perpetual maturity for most
bonds. Prices have improved across the
board and even subordinated industrial
bonds recovered significantly. 

1 Subordinated bonds
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The halt in the decline of commodities 
prices then also led to stabilisation in the
industrial sector. The widening of spreads
seen previously was corrected and by the
end of March the market as a whole had
risen at index level. The corporate bond
market also received support from the 
ECB which took the market by surprise in
March when it decided to include the cor-
porate bond sector in its asset purchase
programme. It is likely that by the second
half of 2016 the ECB will be buying corpo-
rate bonds on both the primary and secon-
dary markets as part of its corporate sector
purchase programme (CSPP). The purcha-

ses target both industrial and insurance
bonds with a minimum BBB–rating. The is-
suers of these bonds must be domiciled in
the eurozone or must place the bonds via
a subsidiary based in the euro area. Bonds
issued by banks are not included.

However, companies that own subsidiaries
which engage in banking activities are 
covered by the CSPP. This gives the ECB 
a total volume eligible for purchase of over
€800 billion. The central bank will spend
an estimated €5 billion to €10 billion a
month.

The European corporate bond market 
had responded with enthusiasm ahead of
the ECB's announcement, with the bonds
eligible for the CSPP particularly making
gains. This also benefited the financial
sector, which received a boost despite not
being included in the programme. The 
European corporate bond market is likely
to continue to be buoyed by the CSPP for
a while, even though there are concerns
that the ECB's emergence as a new and
long-term buyer will have a negative im-
pact on market liquidity.
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1.3 Appeal of subordinated bonds

Seen from the perspective of the banking
sector, the subordinated bonds sector –
and the CoCo market in particular – is 
clearly caught at a crossroads between 
rising capital requirements caused by re-
gulation and declining profits. As long as
banks' capital needs rise and they are re-
quired to comply with regulatory capital
adequacy requirements, they will also
need to issue additional CoCos in the 
future. As a result, the issuing banks have
had to be careful not to miss a trick in this
respect and to do everything in their power
(see Deutsche Bank) to provide the capa-

city required to meet their payment 
obligations. 

The corporate bond sector offers attrac -
tive yields, particularly against the back-
ground of the low-interest-rate environ -
ment initiated by the ECB and in com -
parison to senior bonds. 

If, instead of analysing subordinated bonds
solely from the perspective of the ongoing
low-interest-rate environment, we now
consider potential future changes in inte-
rest rates, then we can see that, from a
technical viewpoint, subordinated bonds
are less closely correlated with the inte-

rest-rate markets than senior bonds with
the same maturities, because of their lar-
ger spread component. Moreover, subor -
dinated bonds provide a larger cushion in
the form of higher returns, which enables
them to generate positive returns even if
interest rates rise. If demand were to shift
in favour of senior bonds in response to a
sharp interest-rate rise, however, this could
have an adverse impact on subordinated
bonds.
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Capital structure of banks – position in the risk/return chart Slight decline in volume of senior
unsecured

Increasing volumes in the industrial
and insurance sectors

*   Contingent Convertibles.
** Diagram excludes industrial and insurance bonds, which are also part of the fund.
Please read the legal notice at the end of the presentation.
Source: Union Investment; as at 31 March 2016.
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2.1 Background

While dealing with the fallout from the 
financial crisis, those responsible saw the
need for financial institutions not only to
adjust the level and structure of their capi-
tal ratios but also for them to issue more
effective instruments in the field of subor-
dinated bonds. This issue was analysed
from an academic and theoretical per-
spective and by the relevant banking regu-
lators. Especially prominent in this respect
were the regulatory authorities in Switzer-
land and the United Kingdom, which in-
corporated the use of contingent convert -
ibles (CoCos) into their regulatory require-
ments. Now, however, banks from almost
all European countries have also issued
such instruments.

2.2 Structure

The way in which CoCos function is inten-
ded to enable banks in stress situations to
improve their capital ratios without having
to raise funds in the capital markets at
such a difficult time. Banks can achieve
this by predefining a capital level – the so-
called trigger level – at which the bond is

converted into core equity capital or its
nominal amount is written down. This
write-down can be either permanent or
temporary, depending on how the CoCos
are structured. CoCos are classified not
only according to the way in which their
conversion is structured but also according
to their trigger levels. A distinction is made
here between high triggers and low trig-
gers. The established standards for these
trigger levels have now been set at capital
ratios of 7 per cent for high triggers and 5
per cent for low triggers. The aforementio-
ned capital ratio refers to the Basel III defi-
nition of the highest form of capital (Tier 1
common equity). 

2.3 Investment opportunities

When they were first launched as new in-
struments in the capital markets, CoCos
struggled to become accepted. Some of
the main reasons for this were the initially
strong focus on private banking clients
and the inability to map these instruments
properly in IT systems. Better understan-
ding of these instruments, recurring CoCo
issuance structures and the benign market
environment that existed before the turbu-

lence described above have created a 
growing number of potential investors.
Leading research houses estimate the 
potential size of this market to be some
€400 billion in terms of the capital 
requirements arising from regulation.

2 Digression: contingent convertible bonds (CoCos)
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Source: Union Investment; as at 31 March 2016.

Risk free return

Credit risk

CoCo-spezific risc

4.84%

Total coupon

2.51%

2.20%

0.13%

The CoCo-specific risc in the main
driver of yields

Lloyds 9.5

Barclays 5.5

Crédit Agricole 5.4

BBVA 5.3

Deutsche Bank 5.0

HSBC 10.0

Sharp rise in the number of issues and bonds

2016:      48 issuers, 112 bonds

2013:      48 issuers, 48 bonds

Source: Union Investment; as at 25 April 2016.

Largest issuers

Foreign: currencies in euros, calculated from the volume of CoCos in billions



This sub-segment of the subordinated
bond market had already emerged prior
to the financial crisis, but there has been 
a substantial increase in market capital- 
i sation since 2013. A high level of activity
in the primary market has led to a signifi-
cant expansion of the nominal volume in
the subordinated industrial bonds seg-
ment. The market for subordinated indus-
trial bonds is almost exclusively made up
of 'hybrids'. These are debt instruments
that possess both debt and equity charac-
teristics due to their structure: The key 
features of these instruments are their very
long or perpetual maturities and issuers'
call options. Interest payments may be sus-
pended if key company figures are missed
or dividend payments are stopped. How -
ever, these interest payments can be made

retrospectively, depending on the terms
and conditions of the bond. By its nature,
repayment of principal is subordinate to
other creditors.

The number of issuers and, above all, the
number of bonds tradeable in the market
have increased considerably over the last
three years (89 compared to 30) and now
offer a very broad investment spectrum. 
In terms of volume, too, the market has
grown enormously in recent years.

Companies that issue such bonds are 
allowed by the rating agencies to count
these instruments towards their equity 
capital and are therefore able to exert a
stabilising influence on their credit ratings
without having to issue equity, which is

more expensive than issuing subordinated
bonds. Investors in subordinated bonds
therefore have the opportunity to benefit
from attractive credit spreads in the indus-
trial sector. Uncertainty can be fuelled by
changes to credit rating systems and if
subordinated bond issuers do not exercise
their call rights and the market fails to 
anticipate this. However, all issuers to date
have exercised their call rights. 

3 Digression: subordinated industrial bonds
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Utilities 35%

Energy 14%

Telecommunications 13%

Automobile 12%

Healthcare10%

Utilities 45%

Basic industry 29%

Energy 14%

Capital equipment 9%

Capital equipment 6%

Basic industry 5% Real estste 3%

Media 2% Services 1%

Leisure 1%
Consumer goods 2%

Much more diversification than in 2013

2016:      45 issuers, 98 bonds 2013:      29 issuers, 30 bonds

Source: Union Investment based on the ML Euro Non-Financial Subordinated index (ENSU) and ML BB-B Euro Non-Financial High Yield Constrained index (HEC5); as at 31 January 2016.

Strong growth in the hyprid bond market for industrial bonds
Market value since 2010 (€ million)
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• We maintain a sharp focus on our 
core competences; long-term security
selection strategy is our main source 
of alpha.

• We have a pronounced risk culture,
which means that risk management
forms an integral part of our invest-
ment process.

• We have a strong investment team 
that pursues an integrated research
and portfolio management approach.
The team includes a number of invest-
ment specialists who have an average
of roughly 15 years' investment experi-
ence and focus on the management 
of corporate bond portfolios. Four of
the portfolio managers in our team
specialise in financial bonds.

• We focus especially on analysing the
structure of each bond. This analysis 
is predicated on the fundamental re-
search that Union Investment conducts
on the company concerned.

• We manage €18.6 billion* in corporate
bond portfolios, €2.36 billion** of
which is invested in subordinated
bonds

• Union Investment has both the critical
team size and the track record needed
in order to manage subordinated bond
portfolios successfully.

4 Investment approach and investment team
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*   as at 7 April 2016

** as at 22 March 2016

We work for your Investment



Contact

Union Investment Institutional GmbH
Weissfrauenstrasse 7
60311 Frankfurt/Main
Germany

Fon: +49 69 2567–7652
Fax: +49 69 2567–1616
institutional@union-investment.de
www.union-investment.com

Revised date: 31 August 2016

Disclaimer

The funds mentioned in this document are intended so-
lely for professional clients as defined in section 31a (2)
of the German Securities Trading Act (WpHG). For exten-
sive product-specific information on aspects such as the
funds' investment objectives, basic investment princi-
ples/investment strategy, risk profile and the opportuni-
ties and risks they present, please refer to the latest sales
prospectus, the relevant investment terms and conditi-
ons, and the annual and half-yearly reports that can be
obtained in German, free of charge, from Union Invest-
ment Institutional GmbH. These documents constitute
the sole binding basis for the purchase. Details of funds'
performance and the classification of Union Investment
funds and other products in the form of risk categories or
colour schemes are based on past performance and/or
volatility. Consequently, this information gives no indica-
tion of future performance. The content of this marketing
material does not constitute a recommendation to take a
specific course of action; it is not a substitute for perso-
nal investment advice or for expert personal tax advice.
Although Union Investment Institutional GmbH has com-
piled and produced this document with due care and at-
tention, we accept no liability for the information therein
being up to date, accurate or complete.

All information, illustrations and explanations are pre-
sented as at 31 August 2016 unless stated otherwise.


