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@ Key takeaways

Corporate hybrids are subordinated bonds issued by
non-financial corporations that combine features of debt
and equity. Issued by high-quality, cash-generative
companies, hybrids are attractive to issuers for reasons
such as lowering cost of capital, supporting credit ratings
and tax-deductible coupons, notably in the context of
capital expenditure (Capex) and merger and acquisition
(M&A) funding.

For investors, they can offer benefits including yield
enhancement, investment grade risk profiles and
diversification outside of financials or traditional high
yield sectors, into structural themes such as energy
transition, grid modernisation, AI power demand and
digital infrastructure.

Hybrids are an emerging and high-growth part of the
fixed income universe following standardisation of
methodology across the asset class over the last decade,
resulting in increased issuance both in Europe and more
recently in North America.

Due to their correlation profile with other fixed income
asset classes and attractive risk-adjusted returns, an
allocation to corporate hybrids improves the efficient
frontier of a core portfolio.
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Corporate hybrids’ growing
popularity reflects a broader
trend toward flexible, efficient
financial instruments

Corporate hybrids are
subordinated bonds issued
by non-financial corporations
that have certain equity-like
characteristics

The case for corporate hybrids

In an era of evolving monetary policy, demographic shifts, and
increasing demand for income-generating assets, corporate hybrid
bonds have emerged as a compelling solution for investors seeking
enhanced yield without materially increasing credit risk.

This paper explores the structure, benefits, risks, and market
dynamics of corporate hybrids, outlining the case for this rapidly
growing asset class.

Introduction

December 10, 1997. Car manufacturer, Toyota, launched its now infamous Prius
model as the first mass-produced modern hybrid car. Fast forward several years
and the first hybrid bond was issued by German industrial gases company, Linde.
Since then, these two very different hybrid markets have grown to have one
thing in common - popularity.

In both finance and transportation, hybrid models have emerged as innovative
solutions to balance competing priorities. Just as hybrid cars blend the efficiency
of electric power with the reliability of combustion engines, corporate hybrid
bonds combine features of debt and equity to meet the strategic needs of
issuers and investors.

Like hybrid cars, which serve as a transitional technology, corporate hybrids
occupy a middle ground in the capital structure, bridging the gap between
conventional bonds and equity. Their growing popularity reflects a broader
trend toward flexible, efficient financial instruments that can adapt to evolving
market demands.

What are corporate hybrids?

Put simply, corporate hybrids are subordinated bonds issued by non-financial
corporations that have certain equity-like characteristics (see Figure 1).
Structurally, they resemble bonds in that they pay regular coupons and are
callable by the issuer (typically five to ten years after issuance) giving them an
expected maturity date at the call date. However, they also exhibit equity-like
features, such as a perpetual or very long (minimum 30 years) fixed maturity,
and the ability for issuers to defer coupon payments without triggering a
default - similar to withholding a dividend payment.

Together with a replacement clause, which ensure hybrids cannot simply be
redeemed and remain a permanent part of a company capital structure, gives
the credit rating agencies such as Moody’s, Standard & Poor’s (S&P) and Fitch,
comfort that these instruments will be available if needed in times of stress.
As aresult, the rating agencies typically assign hybrids with 50 per cent debt
and 50 per cent equity treatment.
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Figure1. What are corporate hybrids?
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For illustrative purposes only.

Source: Aviva Investors.

Where do they sit in the
capital structure?

Unsurprisingly they sit between the two asset classes when it comes to seniority.
Hybrids are subordinated to senior bonds but are more senior than equity,
retaining a subordinated creditor claim in the event of a wind-up (Figure 2).

Figure 2. Example capital structure

Most senior

Senior secured
(e.g. bank loans, asset-backed securities)

Senior unsecured

BBB+
e (e.g. corporate bonds) Typical one-two
risk notch rating
Corporate 50% Debt adjustment
hybrids 50% Equity
Equity
(e.g. preferred shares, common equity)
Most junior

For illustrative purposes only and not intended as an investment recommendation.

Source: Aviva Investors.
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Hybrids help support financial
metrics, alleviating the impact
of additional debt on the
balance sheet compared

to traditional bonds
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The case for corporate hybrids

In a scenario of a major credit event for a company that results in its liquidation,
corporate hybrid bondholders are only paid once all senior secured and unsecured
debtholders have been remunerated - but they are ahead of equity investors.

As a result of this additional credit risk, the hybrid bonds of a company are typically
rated one to two notches below that of their senior unsecured stack, and
consequently, investors are compensated with additional yield.

Why do companies issue hybrids?

Corporates issue hybrid bonds for a mix of strategic and financial reasons such
as capital expenditures or merger and acquisition (M&A) fundings, although the
underlying catalyst often comes down to their treatment as 50 per cent debt and
50 per cent equity, respectively. This results in the following benefits for issuers:

Lowers weighted average cost of capital (WACC) - although hybrids are
more expensive to issue than senior debt with higher yields, they are also usually
cheaper than common equity. So, if equity financing is being considered to raise
capital, hybrids can be a favourable option.

Supports credit ratings - due to the equity treatment, hybrids help support
financial metrics, alleviating the impact of additional debt on the balance sheet
compared to traditional bonds. This is particularly important for companies rated
low BBB, seeking to preserve their investment grade status.

Avoids equity dilution - issuing hybrids is an alternative to issuing new common
equity, which would dilute existing shareholder capital. Hybrids allow companies
to raise capital without issuing new shares, preserving the ownership structure.

Tax efficiency - unlike dividends on equity, coupon payments on hybrids are
fully tax-deductible, reducing the issuers’ cost of capital.

Lowering the WACC - a worked example

To illustrate, consider a hypothetical situation where the initial capital structure
is made up of 70 per cent equity and 30 per cent debt (Figure 3).

Figure 3. Initial capital structure comprising debt and equity only

Initial capital structure
Weighting in the capital structure
Pre-tax cost of capital

UK corporate tax rate

Post-tax cost of capital

Weighted average cost of capital

Equity (per cent) Hybrids (per cent) Debt (per cent)
70 = 30
10 6.5 5
0 25 25
10 4.9 3.8
8.1 - -

For illustrative purposes only and not intended as an investment recommendation.

Source: Aviva Investors.
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Now we add a proportion of hybrids to observe the effect they have on the WACC
(Figure 4).

Figure 4. New capital structure once hybrids replace equity raise

New capital structure Equity (per cent) Hybrids (per cent) Debt (per cent)
Weighting in the capital structure 60 10 30
Pre-tax cost of capital 10 6.5 5

UK corporate tax rate 0 25 25
Post-tax cost of capital 10 4.9 3.8
Weighted average cost of capital (WACC) 7.6 - —
Change in WACC -0.5 - -

For illustrative purposes only and not intended as an investment recommendation.
Source: Aviva Investors.

As shown, adding a 10 per cent weighting from equity to a hybrids allocation
can significantly lower a company’s WACC, making it cheaper to finance future
growth of the business and ultimately, improve profitability.

Supporting credit ratings - a worked example

Adding a hybrid allocation Corporate hybrids’ subordination to senior bonds, deferrable coupons and
can significantly lower a long-term feature in a company’s capital structure mean credit rating agencies
company’s WACC and assign a 50 per cent equity content to hybrids. Consequently, a US$1bn hybrid
support credit ratings bond is treated as being US$500m debt and US$500m equity.

This is particularly important when it comes to looking at the effect of financing
on a company’s leverage ratios and ultimately, their credit rating.

Here’s an example to demonstrate the ability that hybrids have at lowering

a company’s leverage compared to traditional debt financing. Figure 5 shows
a company that is looking to raise US$1bn to finance a new project and can
do so by issuing traditional debt, or with hybrids.

Figure 5. Financing for expansion using traditional versus hybrid debt

Financing for expansion With debt With hybrids
Debt US$4bn US$5bn US$4.5bn
EBITDA UsS$2bn US$2bn US$2bn
Leverage ratio 2 2.5 2.25
Downgrade risk Low Higher Low
Potential credit rating BBB BBB- BBB

For illustrative purposes only and not intended as an investment recommendation.
Note: Leverage ratio is considered as the debt-to-EBITDA ratio.
Source: Aviva Investors.
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Hybrids offer a compelling
mix of attractive yields
but strong credit quality
that can supplement an
investor’s portfolio
performance

Over the last 15 years, on
average, there has been a
spread pickup of around
150bps for hybrids.

The case for corporate hybrids

Here, we can see that with traditional debt financing, the leverage ratio of
the company is increased significantly, resulting in higher downgrade risk
compared to financing with hybrids, which mitigate the additional leverage
(due to the 50/50 debt/equity treatment) and therefore supports the credit
rating of the company.

Why do investors like them?

Investors are continuing to seek income-enhancing assets without taking

on copious amounts of additional credit risk. This is where hybrids become
attractive. They offer a compelling mix of attractive yields but strong credit
quality that can supplement an investor’s portfolio performance as follows:

Yield enhancement - hybrids offer higher yields than the senior bonds
from the same issuer to compensate for their subordination within the capital
structure. They typically have a shorter duration (interest rate sensitivity) than
a traditional investment grade allocation due to the issuer’s call date being taken
as the maturity date.

Investment grade risk profile - the vast majority of hybrid issuers are
high quality investment grade corporates backed by stable free cash flow
generation. Largest sector weightings are in capital-intensive sectors such
as utilities and telecoms, which tend to exhibit predictable cashflows.

Diversification benefits - hybrids are issued by non-financial institutions
offering diversification within a fixed income allocation away from typical
corporate bond investments that are heavily skewed to financials. They can
also be viewed as complementary to a high yield allocation as issuers and
sectors (typically utilities, energy and telecoms) are different from traditional
high yield.

Additionally, hybrids are at the crossroad of several multi-decade capex-driven
funding themes such as energy transition, grid modernisation, Al power demand
and digital infrastructure.

Standardisation of the asset class - the asset class was standardised

in 2012 for Europe and 2024 for the US, mainly driven by changes to rating
agency methodologies. These have made it easier for investors to understand
the structure and the key mitigants in place that limit the risks they face.

Providing enhanced yields for over a decade...

Figure 6 shows the credit spreads of senior unsecured bonds relative to hybrid
bonds over the last 15 years. On average, there has been a spread pickup of
around 150 basis points (bps) for hybrids, although it can widen or tighten
depending on market conditions. On a ratio basis, hybrids have offered on
average 2.4x the spread of senior debt over the past ten years. So, there is
an income uplift opportunity to be had from investing in the asset class.
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Figure 6. Spreads for hybrids versus senior unsecured bonds (basis points)
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Source: Bloomberg, Aviva Investors, as of May 29, 2026.

2022 was a testing year with a rising interest rate and widening credit spread
environment in the aftermath of Covid-driven inflation and the war in Ukraine.
As expected, in a tough market, corporate hybrids were more volatile than
senior bonds and decompressed in line with higher beta instruments
(those with high sensitivity to the overall direction of the market). But the
market also started to price rising ‘extension risk’, reflecting a higher risk
that the bonds may not be called by the issuer at the specified call date.

Despite the challenges, most issuers (except for a number of distressed
real estate companies) called and replaced their hybrids at the first call date,
clearly demonstrating their commitment to the asset class and their investors.

..with an investment grade risk profile

Corporate hybrids typically Despite being subordinated instruments, due to their position within the capital
maintain a much more structure, and offering investors yields more like the high yield asset class,
investment grade risk corporate hybrids typically maintain a much more investment grade risk profile.
profile due to the high The reason being the high-quality nature of the underlying issuers.

quality of the issuers We estimate that over 95 per cent of all hybrid issuers are investment grade-

rated institutions with a majority having strong balance sheets and predictable
cash flows. This can be evidenced by some of the well-known names that issue
considerable amounts of hybrid debt, such as utilities provider Iberdrola,
telecommunication company Verizon, and energy company TotalEnergies!
Figure 7 shows which sectors have been active issuers of hybrid debt.

1. The companies mentioned are for illustrative purposes only, not intended to be an
investment recommendation.
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Figure7. Sector patterns in issuance - hybrid debt versus high yield
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Note: Based on a custom universe, which includes all non-financial corporate hybrid instruments globally, to the best of our knowledge. Ratings: Moody’s, S&P, and Fitch.
Source: Aviva Investors, Bloomberg, as of May 2026.

While the majority of issuers themselves are low A or BBB-rated (based on their
senior unsecured issues), their hybrid stacks are typically rated one to two notches
below - in the BBB or high BB range, as can be seen in Figure 8.

Figure 8. Rating breakdown of hybrid issuers versus their corporate hybrid bonds
Above A+

Below BB-

0 5 10 15 20 25 30 35 40 45
Per cent

=== [ssuers === Securities

Note: Based on a custom universe, which includes all non-financial corporate hybrid instruments globally, to the best of our knowledge. Ratings: Moody’s, S&P, and Fitch.
Source: Aviva Investors, Bloomberg, as of May 2026.

The combination of the two aspects - high-quality investment grade issuers
with high yield like returns, makes corporate hybrids an attractive option for
yield-seeking investors.
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What are the potential risks?

Hybrids do come with their own set of fundamental and structural risks that must
be carefully considered. We believe analysing these risks - listed in Figure 9,
along with their mitigants - and assessing whether we are being adequately
compensated, is the key to building a successful, bottom-up-driven hybrid
portfolio, and where we can add real value.

Figure 9. Potential risks and mitigants in hybrid investing

Potential risks to consider

Mitigants

Subordination

Corporate hybrids are ranked below all senior debt
in the capital structure and are ultimately a loss
absorbing instrument. In the event of credit default
within a company, hybrid owners would only get
repaid after all senior debtholders, and therefore
face a higher loss given default.

High quality, stable issuers

Senior to equity tranche, so remunerated before
equity shareholders

« Active bottom-up security selection

Liquidity

The hybrid market can be significantly less liquid
and more volatile than the senior debt market,
especially during volatile periods, which can cause
spreads to widen considerably.

» Standardisation of structures and rising issuance have allowed
for increasing recognition of the asset class

Coupon deferral

Like dividends on equity, issuers can defer their
coupon payments at their own discretion.

Investment grade ratings, sustainable cash flows and strong
balance sheets of underlying issuers

‘Dividend stoppers’ mean issuers cannot pay dividends to
shareholders if they defer hybrid coupons and ‘dividend
pushers’ mean that if an issuer pays a dividend, it must also
make payment of deferred hybrid coupons over a specified
look-back period

» Deferred coupons are cumulative

Extension

Hybrids are typically long-dated or even perpetual
bonds that are callable, often five or ten years
after issuance. Although expected to, the issuer

is not obliged to call at the first call date and the
bond can then act as a longer duration instrument
with greater interest rate sensitivity.

Most structures lose partial equity treatment if not called at first
call date, converting them to an expensive senior debt, that
could also trigger a downgrade due to increased leverage

Coupon step-ups (European structures) increase coupon rate
at pre-determined time periods if not called

Coupon floors (US structures) set the minimum coupon if the
bond is not called which cannot be lower than the initial coupon

Reputational damage results in investors having little or no
confidence to invest in subsequent hybrid or senior debt
issuance, limiting financing options. Important to note that

a significant portion of the buyer base for hybrids are the
buyers of the companies’ senior bonds. The issuer therefore
needs to consider the risk of alienating senior creditors

Special event/Early redemption call

Issuers can call hybrids early (generally at a price
of 100 or 101 per cent) under pre-specified event
such as changes in accounting treatment or rating
agency methodology.

» Reputationally damaging
« Active bottom-up selection

Source: Aviva Investors.
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If an IG issuer doesn’t
redeem the bonds at the
first call date, the coupon
rate is reset and the
hybrid generally loses
its equity content

The case for corporate hybrids

Extension risk explained

While all these risks are important to consider, we believe the most critical and
common one is ‘extension risk’. Because valuations, spreads and their assumed
duration are fundamentally anchored to the expectation that issuers will redeem
(or ‘call’) the bonds at the first call date. Despite being long-dated or even
perpetual, investors price and buy these bonds on the basis that in economic
reality, they behave like much shorter-maturity instruments. If this assumption
changes, the repricing impact can be materially negative, making extension risk
the dominant driver of downside in returns.

However, there are three primary reasons why this assumption holds most of
the time:

« If not called at the first call date, most hybrids lose their beneficial 50 per
cent equity treatment and become 100 per cent senior debt, potentially
triggering a ratings downgrade.

« Coupon step-ups are enforced, meaning additional coupon payments are
required to be paid to investors as compensation for extending past the
first call date.

» The reputational damage for the issuer is severe, making any subsequent
debt issuance, whether it be hybrid or otherwise, much harder and
more expensive.

Figure 10 summarises the timeline for a 30-year European hybrid under

S&P’s methodology, with a first call date in year five (commonly referred to as
30NCS5). The hybrid pays a fixed coupon for the first five years and maintains the
50 per cent equity treatment from the rating agency. After five years, the bond
becomes callable by the issuer and if called at this point, they must look to
refinance through a new hybrid to avoid losing the equity content on the whole
hybrid stack.

If the issuer doesn’t redeem the bonds at the first call date, the coupon rate is reset
at a predefined spread over floating rates, and providing the issuer’s senior rating is
investment grade, the hybrid loses its equity content and is instead treated as 100
per cent senior debt.

If still not called 10 and 25 years after issuance, the coupon ‘steps up’ - initially
25bps and a further 75bps for the remainder of its maturity, or until called. And of
course, the reputational risk for extending past the first call date is extremely high
in Europe.

Figure10. European 30NC5 hybrid with coupon step-ups

First Call Date 25 bps step up

Year 5 Year 10 Year 25 Year 30
Eur n
uropean - - ® o ° >
30NC5 hybrid
S&P Global End replacement language
Ratings

Equity content lost
20 years before cumulative
step-up >= 26bps

For illustrative purposes only.
Source: Aviva Investors.
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The arrival of coupon floors
potentially add economic
incentives to call at the

first call date

The case for corporate hybrids

In the US, where historically the ‘preferred’ shares market has been more heavily
used than hybrids, issuers approach calls on a more economic basis, and a non-call
is not an abnormal event. We remain mindful of this fact in our investment process,
but the extension risk of the new US hybrids structure has largely been reduced,
following Moody’s rating methodology change in 2024.

In particular, the loss of equity content coincides with the call date in year ten
for new 30NC10 hybrids, which is a significant economic incentive to call the
bonds. While 30-year hybrids with a call date in year five could face extension
risk between years five and ten, this is much lower than the extension risk of old
structures. An additional feature rising in popularity is the arrival of coupon floors.
These set a minimum coupon if not called, which cannot be lower than the initial
coupon, potentially adding economic incentives to call at the first call date
depending on the interest rate environment.

While extension risk is in theory the largest risk that investors face when buying
hybrids, in practice, it rarely materialises. In fact, aside from certain extensions by
real estate issuers in 2022-23 during the rapidly rising inflation and interest rate
environment caused by Covid-related supply-demand imbalances and the Russia-
Ukraine war, there is very limited history of call skips by investment grade issuers.
We expect these trends to continue in Europe over the coming years, given the
reputational damage that is caused by extending hybrids past the initial call date.

Concluding thoughts

Corporate hybrids combine features of both debt and equity. They are subordinated,
long dated/perpetual bonds issued by non-financial institutions that are callable
generally between five and ten years from issuance.

Issuers are typically strong investment grade companies with stable and sustainable
cash flow generation, and have historically been European, although recently, there

has been a significant shift from across the Atlantic where US issuers are becoming

much more common.

The largest sectors issuing these type of bonds include utilities, energy and
telecoms where capital expenditure (capex) requirements are high. Credit
rating agencies give the instruments a 50 per cent equity content and, in most
jurisdictions, coupons are fully tax-deductible for issuers. They are generally
used to support credit ratings, fund M&As or capex and reduce the WACC,
while being neither convertible nor diluting to shareholders.

Investors are faced with three key risks: subordination, coupon deferral and
extension risks. Due to several structural elements like cumulative coupons,
loss of equity content and coupon step-ups for European issuers, along with
the huge reputational damage from deferring or extending, the risks are
substantially mitigated.

There are clear benefits to including corporate hybrids within a fixed income
portfolio from the risk/return and diversification perspectives. The enhanced
income they offer makes them comparable to the high yield asset class, while
their risk profile has proven to be much more defensive, like the investment grade
universe, due to the high quality and stable nature of the underlying issuers.

All these aspects combine to make what we believe is a compelling case for the
corporate hybrid asset class.
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Key risks

Investment/objective risk: The value of an investment and any income from it
can go down as well as up. Investors may not get back the original amount invested.

Convertible securities risk: Convertible bonds can earn less income than
comparable debt securities. They can also earn less growth than comparable equity
securities, and carry a high level of risk.

Counterparty risk: The strategy could lose money if an entity with which it does
business becomes unwilling or is unable to meet its obligations to the strategy.

Credit and interest rate risk: Bond values are affected by changes in interest
rates and the bond issuer’s creditworthiness. Bonds that offer the potential for a
higher income typically have a greater risk of default.

Currency risk: The strategy is exposed to different currencies. Derivatives are
used to minimise, but may not always eliminate, the impact of movements in currency
exchange rates.

Derivatives risk: Investments can be made in derivatives, which can be complex
and highly volatile. Derivatives may not perform as expected, meaning significant
losses may be incurred. Derivatives can have some degree of unpredictability
(especially in unusual market conditions), and can create losses significantly greater
than the cost of the derivative itself.

Emerging market risk: Investments can be made in emerging markets. These
markets may be volatile and carry higher risk than developed markets.

Interest rate risk: When interest rates rise, bond values generally fall. This risk is
generally greater for longer-term bonds and for bonds with higher credit quality.

Leverage markets risk: A small price decline on a ‘leveraged’ underlying
investment will create a correspondingly larger loss for the strategy. A high overall
level of leverage and/or unusual market conditions could create significant losses
for the strategy.

Market risk: Prices of many securities (including bonds, equities and derivatives)
change continuously, and can at times fall rapidly and unpredictably.

Sustainable investing risk: The level of sustainability risk to which the strategy is
exposed, and therefore the value of its investments, may fluctuate depending on the
investment opportunities identified by the investment manager.

Operational risk: Human error or process/system failures, internally or at our
service providers, could create losses for the strategy.
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