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Reset securities 

This note covers securities issued on a perpetual or fixed term basis 

with one or more resets of interest rates or dividends over their 

expected life. These securities are mostly quoted on the NZDX on a 

price basis rather than trading on a yield basis. The right of 

repayment, except for those with a fixed term, is at the option of the 

issuer.  

Table 1: Recent events 

Security Date 

ASBPB 15/5/17 The dividend reset at 3.03% p.a. being the one-year swap plus a margin of 1.00%. 
(Previous dividend was 3.20% p.a.) 

VCT070 15/6/17 Vector offered a new minimum coupon of 5.70% p.a. and a margin of 2.70% for 
the next five year term. All $307 million will remain on issue. $237 million were 
retained by existing holders and all bonds available through the Resale Facility 
were taken up by investors. In addition $44.5 million of Treasury Stock was placed 
with new investors. 

Table 2: Upcoming events 

Security Date 

WKSHA 15/6/17  The dividend will be reset at the one-year swap plus a margin of 4.05%. As at 
today the new dividend would be 6.05% p.a.. (Current dividend is 6.29% p.a.) 

Interest rates have fallen further in recent weeks and we are now at or near lows 

across the yield curve for this year. Wholesale 3-month rates were 1.94% on 6 June, 

the lowest recorded. Longer dated rates have been led down by weaker US data 

and continuing ineffectiveness of the Trump administration. With several important 

events all disrupting markets this week, some with effects likely to flow on for some 

time (UK elections, James Comey’s testimony and the ECB decision) we see little to 

shift rates higher in the short term. However, we are conscious that the Federal 

Reserve is forecast to remain on track with two more hikes to the Fed Funds rate in 

2017 and most market commentators are expecting longer dated US Treasuries to 

rise later this year. 

This suggests caution on the buy side although we remain comfortable buying fixed 

income in new offers given these securities offer access to volume at par and a new 

issue premium for the margin. 

Recently we have seen offers of non-financial subordinated debt securities. Genesis 

Energy will issue $225 million of capital bonds on Friday, 9 June. These were issued at 

a coupon of 5.70% p.a. and margin for any future reset at 2.75%. Vector offered new 

terms to existing investors for its $307 million capital bond issue and had a very good 

response from existing holders and from new investors. The coupon sets on 15 June 

and is expected to be the minimum coupon – also at 5.70% p.a. Both series of 

capital bonds have a credit rating from S&P of BB+. While we do not include them 

as a reset security given they have a maturity date, Infratil is in the process of 

offering two structurally subordinated bonds at 5.65% p.a. for 5.5 years and 6.15% 
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p.a. for 8 years. Infratil does not obtain credit ratings for its retail debt programme 

which now totals over $1 billion. 

Financials impacted by Reserve Bank regulatory changes and Standard 

and Poor’s downgrades  

 Reserve Bank reviewing capital adequacy framework

In April the Reserve Bank has outlined plans to review the capital adequacy

framework for registered banks. The current framework is based on the Basel

capital framework developed by the global Basel Committee on Banking

Supervision. This review will focus on the definition of eligible capital instruments,

measurement of risk and minimum capital ratios and buffers. The paper suggests

the review could result in reasonably significant changes to the New Zealand

capital framework. It also notes that one of the principles is that capital

requirements of domestic banks should be conservative relative to those of

international peers, reflecting the risks inherent in the financial system and the

Reserve Bank’s regulatory approach. The current ratios are now considered less

conservative relative to our peers including Australia.

There are three tiers of recognised capital; common equity, additional Tier 1

(AT1) and Tier 2. The Reserve Bank appears to be focusing on the importance of

the capital being available permanently and notes the importance of the latter

two instruments absorbing losses automatically in the event of financial stress

and is placing emphasis on revising the convertible element of these capital

instruments.

This review will not be completed until 2018 and this may see the domestic 

banks cautious on entering the market for AT1 and Tier 2 securities until the 

exact requirements are determined. However, with the pending and expected 

call of Rabobank’s $900 million of Tier 1 grandfathered perpetual capital bonds 

(RBOHA) this does open an attractive window in the market for similar high-yield 

issuance.   

 Kiwibank’s subordinated and perpetual debt

A separate but related matter was the review by the Reserve Bank which saw

an AT1 and a Tier 2, both issued by Kiwi Capital Funding and previously tacitly

approved by providing a letter of “non-objection” as capital, deemed by the

Reserve Bank on 29 May not to be capital. Both securities had clear loss

absorption measures contained within the documentation should Kiwibank

need additional capital. The structure is not as clean as that of a listed bank as

Kiwibank could not convert the bonds into shares equivalent to those of the

other shareholders but instead had to do a back-to-back convertible structure

into a like security. While the equity injection from Kiwibank’s three shareholders

has alleviated the potential capital shortage, this decision from the Reserve

Bank has left Kiwibank with two series of expensive debt. KCFHA pays a coupon

of 7.20% p.a. and KCF010 pays a coupon of 6.61% p.a. Kiwibank has the right to

call the instruments early at par. If their ongoing discussions with the Reserve

Bank do not lead to a different outcome then we would expect early

redemption within the next few months as it is not a sensible business decision to

pay coupons at this level given current interest rates. We note that both series

are still trading at premiums to the clean price and maintain our

recommendation not to buy.
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Kiwibank has a second issue of Tier 2 subordinated bonds (KIW030) with a first 

call in December 2017.  This continues to be effective capital for the bank. We 

were expecting this to be called and another new series to be issued ahead of 

the call date. It is possible that Kiwibank will coordinate the next offer to the 

market with an early redemption of the above two series. 

 Standard & Poor’s downgrade impacts the New Zealand subordinated and

perpetual securities

In late May Standard & Poor’s (S&P) unexpectedly downgraded the credit

ratings of 23 smaller Australian financial institutions and lowered the stand alone

credit profile (SACP) of the big four Australian banks by one notch.  The reason

given was the increased risk of a sharp correction in property prices. It has left

the issuer (and senior unsecured) credit ratings of the four major Australian

banks and Macquarie stable on the basis that these banks are likely to receive

“timely financial support from the Australian Government” if the housing market

were to correct sharply.

The impact of this on our market was a one notch downgrade to each of the 

eight bank listed AT1 and Tier 2 plus some legacy Basel ll products as these are 

set off the SACP. In the case of all four Australian banks this was lowered from 

‘a’ to ‘a-‘. 

Security Old Rating New Rating 

ASBPA BBB BBB- 

ASBPB BBB BBB- 

ABB030 BBB+ BBB 

ABB050 BBB+ BBB 

ANBHA BBB+ BBB 

ANBHB BBB- BB+ 

BNZ090 BBB+ BBB 

WBC010 BBB+ BBB 

The most meaningful impact is on ANBHB which has now fallen to below investment 

grade at BB+. There will be some holders who can no longer hold the capital bonds 

due to the sub-investment grade rating and we may see market participants’ limits 

shrink as well. Most of the issue will be held by retail investors and this is likely to limit 

any increase in yield (and fall in price).  

The following chart shows the price of both ANBHB and KCFHA, both perpetual 

capital instruments. Even allowing for interest coupons causing some of the abrupt 

price movement, prices do tend to be volatile. The price of KCFHA has dropped 

reflecting the removal of the capital benefit although it still continues to trade at a 

clean price above par ($101.78). However, the price of ANBHB has disregarded the 

drop in credit rating. SAMPLE
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Chart 1: Price movement of ANBHB and KCFHA since 2016. 

We consider the ANBHB to be expensive at $104 with a yield to the first call date in 

May 2020 of 5.84% p.a. and do not see the current return justifying the risk. Offsetting 

this to some extent, we do acknowledge the potential scarcity factor of this 

instrument given the regulatory review.  

Our preference in the financial sector is ASB’s Tier 2 with the first call in December 

2021 (ABB050) with a yield of 4.80% p.a. and estimated margin of 2.17% to the call 

date and BNZ’s Tier 2. BNZ090 has a similar estimated margin of 2.22% and yield of 

4.70% p.a. to the call date in December 2020.  

Amongst the current reset securities we prefer the new offers from Genesis Energy 

and Vector. These capital bonds provide investors with an element of new issue 

premium in the margin which has been further enhanced by the fall in absolute 

interest rates since the minimum coupon was set. Generally we see less risk of 

volatility and, outside of the current Reserve Bank review, more scarcity value in the 

subordinated non-financials. Both securities provide investors with a minimum 

coupon of 5.70% p.a. for the first five years until the first reset date in 2022.  
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Appendix: 

In the Appendix we have listed all the securities individually with relevant terms and 

the implied margin and internal rate of return (IRR) where appropriate. The content 

of this paper should be used as a guide only. 

Some points to assist with the use of this update: 

1. Each security pays an incremental spread over a base rate or benchmark

according to the reset period. This spread, called the credit margin, is

particular to each issuer and the terms of the instrument. It is expressed here

as a percentage. The credit margin is the proxy for risk so an understanding

of the current implied margin, independent of actual yields, is important to

be able to compare these securities with new offers or secondary market

trading of other fixed income securities.

2. We have included, where appropriate, estimated yields / internal rates of

return assuming no change in swap rates (IRR). The IRR can loosely be

described as being equivalent to a yield on a fixed rate bond. We note that

for reset securities, when the swap rate benchmark rises from current levels

for future resets, then the actual IRR outcome will be higher. Clearly the IRR

will be lower in the instance that swap rates fall below current levels for

future resets.

3. The basis for calculating the “implied margin” usually assumes the security

will continue in perpetuity (we use 50 years as a proxy). However, some of

the bank perpetual securities have been issued on the expectation of a call

from the issuer occurring at a certain time – usually after five years for the

domestic issuers and ten years for the overseas issuers. Therefore, we have

provided an indication of the implied margin on a specified call date,

although we note there is no certainty around a call being made.
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