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HYBRID CAPITAL FEATURES 

 
A. Definition of Hybrid Capital 

1. Hybrid security as the name suggests refers to a financial instrument that has some 
characteristics of both debt and equity. A portion of the issued proceeds are considered equity 
capital by regulators and rating agencies depending on their loss-absorbing capacity as a “going 
concern” or as a “gone concern”. Hybrid instruments for banks usually include the following 
characteristics: 
 

 they are unsecured, deeply subordinated and generally the most junior instrument in the 
issuer’s capital structure (like preferred securities); 

 they are available to participate in losses without the bank being obliged to cease trading 
(unlike conventional subordinated debt); 

 they are fully paid-up (unlike callable capital); 

 they do not have any voting rights and thus is non-dilutive to existing shareholders 
(unlike common shares);  

 they are perpetual but may be called at the initiative of the issuer after a minimum period 
(say 5 years) with prior consent of the supervisory authority when replaced with same or 
better quality capital or when the capital position is not weakened as a result of such 
action 

 although the capital instrument may carry an obligation to pay interest, it could allow 
service obligations to be deferred (cumulative) or cancelled (noncumulative) where the 
profitability of the bank would not support payment. 

 
B. Regulations on Hybrid Instrument 

2. Hybrid instruments are included as eligible Tier-I capital (additional Tier- I) in the Basel-
III framework depending on the design characteristic of the instrument and the loss absorbing 
features as a going-concern with more equity-like features.1 For example, such hybrid 
instruments should be perpetual, and have non-cumulative interest with no step-ups or other 
incentive to redeem. Like regulators, rating agencies view hybrid as a positive factor and are 
comfortable with providing equity credit. Nevertheless, rating agencies also limit the proportion 
of hybrid securities in the capital ratios of banks. Rating agencies are conservative and have a 
hybrid limit of up to 25% of the total capital. (Moody's limit is 25%2 and Standard and Poor’s 
[S&P] limit is generally 15% but could stretch it to 25% on exceptional basis3). Rating agencies 
provide a cap on equity credit depending on the loss absorbing capacity of such hybrid.  

                                                
1  Dec 2010 (revised in June 2011). Basel III: A global regulatory framework for more resilient banks and 

banking systems 
2
  July 2010. Revisions to Moody’s Hybrid Tool Kit 
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  September 2008. Hybrid Capital Handbook: September 2008 Edition 

 
 
 



 

 

 
3. The degree of equity benefit that may be attributed to any particular hybrid could vary 
from 0% (more debt like) to 100% (more equity like) depending on the design features of the 
issued hybrid capital and the benefits hybrid offers for a "going" concern (where losses are 
absorbed well in advance of a broad, company-wide default) and those for a "gone" concern 
(where losses tend not to be absorbed unless a broad, company-wide default is imminent). For 
example, a hybrid with 75% equity credit would mean that a $100 million hybrid capital issue 
may result in a $75 million increase in equity and a $25 million increase in debt. 
 
C. Characteristics of the AIF’s Hybrid Capital 

4. While hybrid capital could be structured in various forms and complexities, the AIF plans 
to structure its hybrid capital (up to 25% of total capital) within the approval norms of rating 
agencies (S&P and Moody's) and as per the Basel-III criteria requiring stringent loss absorbing 
features. The hybrid capital would be structured to support losses on an on-going basis without 
triggering liquidation and to obtain high capital credit from the rating agencies, targeting an 
equity credit of 75% of the issue amount. Based on the hybrid capital guidelines of the rating 
agencies, the Basel-III principles and consultations with market players, the characteristics of 
the hybrid structure that could attain high capital credit include the following: 
 

 Preferred securities that are deeply subordinated to all other the AIF securities; 

 Contingent and non-cumulative coupons (if needed mandatory deferrals); and 

 Perpetual maturity (say 60 years), but callable (by the AIF) beginning in say year 5, and 
every 5 years thereafter. The AIF would do so only when the AIF's capital strength is 
favorable. 

 
D. Needs for Hybrid Capital  

5. The AIF plans the issuance of hybrid capital as part of its capital structure in order to 
reduce the size of total paid-in capital and thereby reduce the burden of its shareholders. In the 
future, the hybrid portion could eventually be replaced with contribution from existing 
shareholders to achieve equal shareholding or to expand shareholding to new shareholders.  
 
E. Investors of Hybrid Capital  

6. Rated hybrid instruments (typically 2-3 notches below the entity rating) could be issued 
as part of the capital market transaction on a private placement basis at prevalent market terms 
(not at concessional terms). Hybrid capital will not be issued at the time of the AIF incorporation 
and the timing will depend on the lending operation, debt issuance and cash flow requirement. 
 
F. Benefits and Constraints of Hybrid Capital 

7. Hybrid capital offers the following advantages and disadvantages 
 
Advantages 

 Hybrid capital is actively used by commercial banks to strengthen capital.  

 Participation in hybrid capital is open to all market players; and 

 Would not carry any voting rights 
 



  

 

Disadvantages 

 To achieve high equity credit, the cost of such hybrid issuance will be high; and 

 Changing financial regulation (including Basel III) and financial market conditions could 
impact the size, design and cost of the hybrid capital.  

 
G. Conclusion 

8. Hybrid capital (up to a limit of the total capital) is a viable option to reduce the burden 
share of the shareholder and is considered a part of the initial capital structure of the AIF. 




