
Summary

With elevated volatility, higher rates and

uncertainty on the Fed’s course of action in 2022,

investors placed more scrutiny on bank capital

structure.

Given the complexity of Basel III rules and the

corresponding bank capital structures across

jurisdictions, we would like to highlight a few key

considerations for investors in the bank capital

space:

 Banks cannot defer the coupons of senior and

typically, on Tier 2 (T2) subordinated papers.

 Call economics are important with credit

spreads widening as more banks may find it

uneconomical to exercise call options given

refinancing credit premiums. Going forward,

investors may demand additional risk premium

for future issuances of the bank who do not call

at the first call date.

 Bank Additional Tier 1 (AT1)/Contingent

Convertibles (CoCos) can skip coupon payments

without triggering a default.

Background

Capital underpins banking regulations. At the core,

banks exist in order to raise money (e.g. by taking

deposits) and lend money (e.g. by making loans).

As such, banks have to balance the credit risk from

lending money against the returns available by

making a spread between the borrowing rate and

the lending rate.

At the same time, banks fulfil an important role for

savers as a place to safeguard money (instead of

lending to a business) – not all lenders to a bank

will be willing to take losses should the bank be loss

making in its regular activities. This is where bank

capital comes into play, where certain lenders to a

bank would be first at risk against others with the

overall aim of protecting depositors’ money.

Bank stock/common equity is the simplest form and

lowest layer in the capital stack. Apart from that,

banks fund themselves in the wholesale markets

(excluding deposits) broadly by the four categories

below (in descending order of risk):

(a) AT1/CoCo

(b) T2

(c) Senior non-preferred (or senior holding 

company) (“Senior TLAC”)

(d) Senior preferred (or senior operating company)

Categories (a)-(c) fall under Total Loss-absorbing

Capacity (TLAC) and/or Minimum Requirement for

Own Funds and Eligible Liabilities (MREL) in the

European Union. While AT1/CoCo can be converted

or written down to zero without affecting normal

operations of a bank, a holder of bank T2 or senior

TLAC takes a risk on bank liquidation/winding up,

with recovery (if any) being after senior preferred

creditors and depositors.
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Overall, regulators prefer T2 and AT1/CoCo to

have a high degree of permanence in order to

maintain the high quality of the capital base. As

such, T2 and AT1/CoCo are not allowed to have
features such as step-up reset margins that will
incentivise banks to redeem them at first call
date and/or create an expectation that they will
be called.

Additional Tier 1 (AT1) / Contingent

Convertibles (CoCo)

Theoretically ranked above a bank’s common

equity capital, AT1/CoCo does not have any fixed

maturity date (i.e., perpetual). They take the first

hit if the bank doesn’t have enough common

equity capital as determined by the regulator (i.e.,

at the point of non-viability) and/or common

equity Tier 1 ratios falling below a specified

threshold.

Such impact includes a partial or full write-down,

which may be permanent or temporary.

Depending on the terms of the issuance, they may

also be converted into equity, typically at a high

strike. Banks typically have the right, but not the

obligation to redeem their AT1/CoCo at each call

date. We saw such instances with a UK banking

group’s USD AT1 Perp that had a coupon reset

from 6.409% p.a. to floating rate 3m$L+1.51% in

January 2017 and with Banco Santander

redeeming its EUR1.5 billion 6.25% Perp AT1 CoCo

only in 2020, a year after its first call date.

Banks may also skip coupon payments with no

penalty, either at their option or as mandated by

regulators. Historically, we have seen banks skip

dividends while maintaining AT1/CoCo coupon

payments. For example, in April 2020, Rabobank

decided to not pay distributions on their deeply

subordinated certificates for three quarters

following ECB’s announcement asking EU banks

to suspend dividend payments at the height of the

pandemic. Nonetheless, Rabobank did not cancel

payments on their AT1 CoCos during this period.

AT1/CoCo is considered to have the highest beta,

being the most volatile and also susceptible to

liquidity risk among bank capital. Its performance

is often aligned with a bank’s equity movements.

As of year-to-date 2022, the Bloomberg European

Banks CoCo Tier 1 Index shows a -17.80% total

return.

Tier 2 (T2) subordinated debt

T2 capital instruments rank above AT1s/CoCo and

below senior debt. T2 debt may be written off at

regulator’s discretion in the event of a bank still

remaining non-viable following the loss

absorption applied to equity capital and AT1

subordinated debt. Unlike AT1/CoCo, T2 bonds

have a maturity date. Meanwhile, T2 bonds do

not allow deferral on the coupon payments just

like senior bonds.

T2 capital treatment is amortised over the last

five years to maturity. While this may be deemed

as a motivation to exercise the call to keep

funding costs low and/or its capital structure

efficient, regulators can choose to reject a bank’s

CHART 1. HIERARCHY OF CLAIM PRIORITIES 
(CONTRACTUAL/STRUCTURAL/STATUTORY)

Source: BNP Paribas (WM)
*Jurisdiction-specific implementation of a resolution 

strategy
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Like all things, bank capital instruments
offer varying levels of risk and reward.

Aside from being comfortable with a bank’s
credit quality, investors should also be aware of
an issue’s structural features such as seniority,
coupon reset, extension risks, and coupon
cancellation as such factors may come to the fore
in a volatile market.



FIXED INCOME PERSPECTIVES – NOVEMBER 2022

approval request to call the bond for

economic/regulatory reasons, for example if

raising a new debt would be more expensive than

extending the existing T2 paper.

Senior Non-Preferred / Senior Holding

Company debt

Banks further beefed up their capital by including

an additional layer of certain senior debt that will

be eligible to absorb losses under the authorities’

bail-in resolution regime if a bank’s equity and

subordinated debt instruments fail to support its

recapitalization.

Some countries chose to build TLAC/MREL buffers

through senior non-preferred (SNP) debt, which is

contractually subordinated to senior preferred

debt. In some cases, senior debt was designated as

non-preferred by legislation – German legislators

subordinated all bank senior bonds to help

German banks meet MREL and TLAC in 2015. This

was amended in July 2018 to allow banks to issue

senior preferred and SNP bonds. Yet others (e.g.

Switzerland and the UK) adopted the approach of

having a single bank holding company (i.e.,

“senior holdco”) as their preferred resolution

strategy (see Chart 2), as a holdco debt is

structurally subordinated to operating company

debt.

There are no explicit trigger events for SNP and

senior holdco bonds, but in a resolution scenario,

they generally rank behind other senior debt.

Thus, SNPs/senior holdco bonds price in an

additional risk premium to reflect the increased

risk of loss in the event of insolvency/resolution.

For SNPs and senior holdco bonds to be eligible for

TLAC/MREL treatment, they must have a residual

maturity of over one year.
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Market confidence can impact a bank’s access to
capital / funding. A non-call event on T2 and
AT1/CoCo could either be an early sign of trouble,
or it could just be a reality check on the
economics of the call as a sign of the times. At
the moment, the market is pricing in a higher
extension risk on AT1/CoCo and T2 with low
coupon reset margins amid today’s higher credit
spread environment.

CHART 2. USING A DESIGNATED RESOLUTION 
ENTITY (HOLDCO) TO MEET TLAC/MREL

REQUIREMENTS

Source: BNP Paribas (WM), Standard Chartered



DISCLAIMER

This document/communication/information (“document”)
is provided in Singapore by BNP Paribas, acting through
its Singapore branch, and in Hong Kong by BNP Paribas,
acting through its Hong Kong branch. BNP Paribas is a
public limited company (société anonyme) incorporated
in France with liability of its members limited. BNP
Paribas, acting through its Hong Kong branch is a
licensed bank regulated by the Hong Kong Monetary
Authority, a Registered Institution under the Securities
and Futures Ordinance of Hong Kong (Cap. 571), and
registered with the Securities and Futures Commission
(SFC) to carry on Types 1, 4, 6 and 9 regulated activities
in Hong Kong (SFC CE Reference: AAF564). BNP Paribas,
acting through its Singapore branch (UEN/Registration
No: S71FC2142G), is a licensed bank regulated by the
Monetary Authority of Singapore. BNP Paribas Wealth
Management is the business line name for the Wealth
Management activity conducted by BNP Paribas. “BNP
Paribas Wealth Management” (UEN/Registration No
53347235X) is a business name registered in Singapore
under the Business Names Registration Act 2014.

This document is produced for general information only
and should not be used as reference for entering into any
specific transaction, and the information and opinions
contained herein should not be relied upon as
authoritative or taken in substitution for the exercise of
judgment by any recipient or the seeking of independent
professional advice (such as financial, legal, accounting,
tax or other advice) by any recipient. This document is
not intended to be an offer or a solicitation to buy or to
sell or to enter into any transaction. In addition, this
document and its contents is not intended to be an
advertisement, inducement or representation of any kind
or form whatsoever. BNP Paribas reserves the right (but
is not obliged) to vary the information in this document
at any time without notice and, save to the extent
provided otherwise in Clause 6.5 of BNP Paribas Wealth
Management’s Terms and Conditions (“T&Cs”) applicable
to your account, BNP Paribas shall not be responsible for
any consequences arising from such variation.

The terms set forth herein are intended for discussion
purposes only and are subject to the final expression of
the terms of the transaction, if the investor decides to
proceed with the transaction. It does not represent (a) the
actual terms on which a transaction would be entered
into, (b) the actual terms on which any existing
transactions could be unwound, (c) the calculation or
estimate of an amount that would be payable following
an early termination of the transactions, or (d) the actual
valuations given to the transactions by BNP Paribas in its
books of account for financial reporting. The final terms of
the transaction will be set forth in the final term sheet,
any applicable agreement and/or confirmation. Please
also refer to the disclaimer statements contained in the
relevant documents, and disclosure and other important

information concerning our fees, charges and/or
commissions as set out in the Fee Schedule.

If this document is a post-trade/transaction confirmation,
please examine the information as set out in this
document carefully and contact us immediately if you
notice any discrepancy. The content of this document is
subject to the final transaction(s) details / information in
our official bank statements and/or advices (if any)
which may follow by mail. This document contains
confidential information intended only for the use of the
addressee(s) named above. If you are not the
addressee(s), you must not disseminate, copy or take any
action in reliance on it. If you have received this
document by error, please notify BNP Paribas and
delete/destroy this document immediately.

Although the information and opinions provided herein
may have been obtained or derived from published or
unpublished sources considered to be reliable and while
all reasonable care has been taken in the preparation of
this document, BNP Paribas does not make any
representation or warranty, express or implied, as to its
accuracy or completeness and, save to the extent
provided otherwise in Clause 6.5 of the T&Cs applicable to
your account, BNP Paribas shall not be responsible for
any inaccuracy, error or omission. All analysis, estimates
and opinions contained in this document constitute BNP
Paribas’ own judgments as of the date of this document,
and such expressions of opinion are subject to change
without notice. Information provided herein may contain
forward-looking statements. The words "believe",
"expect", anticipate", "project", "estimate", "predict", "is
confident", "has confidence" and similar expressions are
also intended to identify forward-looking statements.
These forward-looking statements are not historical facts
but based on the current beliefs, assumptions,
expectations, estimates, and projections of BNP Paribas in
light of the information presently available, and involve
both known and unknown risks and uncertainties. These
forward-looking statements are not guarantees of future
performance and are subject to risks, uncertainties and
other factors, some of which are beyond control and are
difficult to predict. Consequently, actual results could
differ materially from those expressed, implied or
forecasted in these forward looking statements. Investors
should form their own independent judgment on any
forward-looking statements and seek their own advice
from professional advisers to understand such forward-
looking statements. BNP Paribas does not undertake to
update these forward looking statements. Where
investors take into account any theoretical historical
information regarding the performance of the
product/investment, investors should bear in mind that
any reference to past performance should not be taken as
an indication of future performance. BNP Paribas is not



DISCLAIMER

giving any warranties, guarantee or representation as to
the expected or projected success, profitability, return,
performance, result, effect, consequence or benefit of any
investment/ transaction. Save to the extent provided
otherwise in Clause 6.5 of the T&Cs applicable to your
account, no BNP Paribas group company or entity
therefore accepts any liability whatsoever for any loss
arising, whether direct or indirect, from the use of or
reliance on this document or any part of the information
provided.

Structured transactions are complex and may involve a
high risk of loss including possible loss of the principal
invested. If any product mentioned in this document is a
structured product which involves derivatives, do not
invest in it unless you fully understand and are willing to
assume the risks associated with it. If you are in any
doubt about the risks involved in any
product/transaction, you should seek independent
professional advice.

Prior to entering into any transaction, each
investor/subscriber should fully understand the terms,
conditions and features of the product/investment as well
as the risks, the merits and the suitability of entering into
any transaction/investment including any market risk
associated with the issuer, and consult with their own
independent legal, regulatory, tax, financial and
accounting advisors before making the investment.
Investors/subscribers should fully understand the
features of the investment, be financially able to bear a
loss of their investment and be willing to accept all risks
involved. Save as otherwise expressly agreed in writing,
(a) where BNP Paribas does not solicit the sale of or
recommend any financial product to the
investor/subscriber, BNP Paribas is not acting as financial
adviser of the investor/subscriber in any transaction, and
(b) in all cases, BNP Paribas is not acting as fiduciary of
the investor/subscriber with respect to any transaction.

BNP Paribas and/or persons associated or connected with
it may effect or have effected a transaction for their own
account in a product/an investment described in this
document or any related product before or after this
document is published. On the date of this document, BNP
Paribas and/or persons associated or connected with it
and their respective directors and/or representatives
and/or employees may take proprietary positions and
may have a long or short position or other interests or
make a market in a product mentioned in this document,
or in derivative instruments based thereon, and may
purchase and/or sell the investment(s) at any time in the
open market or otherwise, whether as principal or as
agent or as market maker. Additionally, BNP Paribas
and/or persons associated or connected with it may have
within the previous twelve months acted as an
investment banker or may have provided significant

advice or investment services to the companies or in
relation to a product mentioned in this document.

This document is confidential and intended solely for the
use of BNP Paribas and its affiliates, their respective
directors, officers and/or employees and the persons to
whom this document has been delivered. It may not be
distributed, published, reproduced or disclosed by any
recipient to any other person, nor may it be quoted or
referred to in any document, without the prior written
consent of BNP Paribas.

Hong Kong: This document is distributed in Hong Kong by
BNP Paribas, acting through its Hong Kong branch only to
Professional Investors within the meaning of Part I of
Schedule 1 to the Securities and Futures Ordinance of
Hong Kong (Cap. 571). The products or transactions
described in this document may not be authorised in
Hong Kong and may not be available to Hong Kong
investors.

Singapore: This document is distributed in Singapore by
BNP Paribas, acting through its Singapore branch only to
Accredited Investors within the meaning of the Securities
and Futures Act 2001 only and is not intended for
investors in Singapore who are not such Accredited
Investors and should not be passed on to any such
persons. Some products or transactions described in this
document may not be authorised in Singapore and may
not be available to Singapore investors.

Where this document is distributed by BNP Paribas to a
person in Singapore who is not an Accredited Investor,
Expert Investor or an Institutional Investor, BNP Paribas,
acting through its Singapore branch accepts legal
responsibility for the contents of this document to such
person only to the extent required by applicable law.

Save to the extent provided otherwise in Clause 6.5 of the
T&Cs applicable to your account, information in this
document is for general circulation to the intended
recipients only and is not intended to be a
recommendation or investment advice to recipients
hereof. A recipient of this document should seek advice
from its/his/her own professional adviser regarding the
suitability of the products or transactions (taking into
account the recipient's specific investment objectives,
financial situation and particular needs) as well as the
risks involved in such products or transactions before a
commitment to purchase or enter into any product or
transaction is made.

Please note that this document may relate to a product or
products where BNP Paribas is issuer, and in such
instance this document or certain information contained
therein may have been prepared by BNP Paribas in its
capacity as product issuer (“Issuer Document”).



DISCLAIMER

CONNECT WITH US

wealthmanagement.bnpparibas/asia

Where an Issuer Document is provided to you by BNP
Paribas, acting through its Hong Kong branch or BNP
Paribas, acting through its Singapore branch in its
capacity as distributor, it shall also be subject to Clause
6.5 of the T&Cs. To the extent that there are any
inconsistency between the terms of an Issuer Document
and Clause 6.5 of the T&Cs, the latter shall prevail.

Generally, please take note that various potential and
actual conflicts of interest may arise from the overall
investment activities or the roles of the parties involved
in any investment product or transaction, their
investment professionals and/or their affiliates. In
particular, the counterparty / issuer / provider or its
related entities or affiliates can offer or manage other
investments which interests may be different to the
interest of your investments in that investment product
or transaction; or for cases where the product
counterparty or issuer is BNP Paribas or its related entity
or affiliate, BNP Paribas may also act as distributor,
guarantor, calculation agent and/or arranger of the same
product. BNP Paribas and its affiliates and persons
associated or connected with it (collectively "BNP Paribas
Group") may make a market in, or may, as principal or
agent, buy or sell securities mentioned in this document
or derivatives thereon. BNP Paribas Group may have a
financial interest in the issuers mentioned in this
document, including a long or short position in their
securities, and/or options, futures or other derivative
instruments based thereon. BNP Paribas Group, including
its officers and employees may serve or have served as
an officer, director or in an advisory capacity for any
issuer mentioned in this document. BNP Paribas Group
may, from time to time, solicit, perform or have
performed investment banking, underwriting or other
services (including acting as adviser, manager,
underwriter or lender) within the last 12 months for any
issuer referred to in this document. BNP Paribas Group
may, to the extent permitted by law, have acted upon or
used the information contained herein, or the research or
analysis on which it was based, before its publication.
Members of the BNP Paribas Group may face possible
conflicts of interest in connection with certain duties
under structured products. For example, it and its
affiliates may trade an underlying for their own account
or for the account of others. It or its affiliates may receive
a portion of the management or other fees charged with
any of the underlyings. BNP Paribas may offer other
services to entities associated with an underlying, for
which they may be remunerated. All of these activities
may result in conflicts of interest with respect to certain

financial interests of BNP Paribas.

Where this document includes a reference to real estate,
please note that real estate service offered in Hong Kong
by BNP Paribas, acting through its Hong Kong branch
exclusively relates to real estate properties outside Hong
Kong. Specifically, BNP Paribas, acting through its Hong
Kong branch is not licensed to deal with any real estate
property situated in Hong Kong. BNP Paribas, acting
through its Singapore branch is not licensed to and does
not offer real estate service, and nothing herein should be
construed as such.

BNPP clients and counterparties are responsible for
ensuring that they comply with applicable provisions of
Executive Order (EO) 13959, as amended (and any
subsequent official guidance). For the full details of the
EO, you may want to consult the following websites: For
the EO itself,
https://home.treasury.gov/system/files/126/13959.pdf ,
and for the latest guidance on this EO provided by the
OFAC, https://home.treasury.gov/policy-issues/financial-
sanctions/recent-actions .

By accepting this document, you agree to be bound by the
foregoing limitations. In case there is a Chinese version
and there is any ambiguity or difference of meaning
between the English version and the Chinese versions,
the English version shall prevail. In respect of any
transactions or arrangement with BNP Paribas, acting
through its Singapore branch, the English version is the
only operative version and the Chinese version shall be
disregarded.

You may contact BNP Paribas, acting through its
Singapore branch at 10 Collyer Quay, #35-01 Ocean
Financial Centre, Singapore 049315; Tel: (65) 6210 3888;
Fax: (65) 6210 3861 in respect of any matters arising
from, or in connection with, this document. This
paragraph does not apply to you if you are (a) not
resident in Singapore and you are (b) served by a
Relationship Manager in Hong Kong. If you satisfy (a)
and (b), you may contact BNP Paribas, acting through its
Hong Kong branch at 63/F Two International Finance
Centre, 8 Finance Street, Central, Hong Kong; Tel: (852)
2909 8888, in respect of any matters arising from, or in
connection with, this document.

Photo credit: © Getty Images

© BNP Paribas (2022). All rights reserved.

DISCLAIMER

6

https://wealthmanagement.bnpparibas/en.html
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html
https://www.facebook.com/sharer/sharer.php?u=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html
http://www.linkedin.com/shareArticle?mini=true&url=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html&title=Contact+Us&summary=No
http://www.linkedin.com/shareArticle?mini=true&url=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html&title=Contact+Us&summary=No
http://twitter.com/share?text=Contact+Us&url=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html@BNPP_Wealth
http://twitter.com/share?text=Contact+Us&url=https%3A%2F%2Fwealthmanagement.bnpparibas%2Fen%2Fcontact-us-form.html@BNPP_Wealth
https://wealthmanagement.bnpparibas/etc/designs/bnpparibas/images/youtube.png
https://wealthmanagement.bnpparibas/etc/designs/bnpparibas/images/youtube.png
mailto:@

