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TRUST PREFERRED SECURITIES:
Should You Trust Them or Prefer Them?

Background: Trust preferred securities were first
introduced in the U.S. in 1993 as a hybrid instrument that
carries many features typical of debt securities, but also
carries some features which resemble those of preferred
stock. From the investor’s perspective, interest and prin-
cipal is received like a “normal” bond; however, with
these “bonds” the issuer can defer interest payments for
up to five years without triggering an event of default.
From the issuer’s perspective, interest payments are tax
deductible like a “normal” bond and the securities are
treated as equity by regulators (for U.S. bank issuers).

Issuance of trust preferreds was limited until October
1996 when the Federal Reserve Board approved Tier I
capital treatment for trust preferred securities. (U.S.
banks must maintain a minimum of 4% Tier I capital to
stay in the Fed’s “good graces”). The ruling by the Fed
led to a flood of issuance totaling $1.3 billion in Novem-
ber — December 1996 alone. The apparently attractive
yield spreads of 1.2% to 1.4% over Treasuries for 30-year
single-A rated bank trust preferred securities caught the
attention of a wide variety of investors. Valuation of
trust preferred securities has fluctuated substantially since
then, with spreads narrowing to 1.0-1.1% in mid-1997
and widening to 1.7-2.0% currently. The key question for
investors in trust preferreds is whether the spread ade-
quately compensates investors for the long-term credit
risk of an issuer, the risk of interest deferral, and the risk
of a call or loss of liquidity due to a change in tax law or
regulatory treatment of the securities.

Issuing Structure: The issuing structure for trust
preferreds is fairly straightforward. A corporate entity,
typically a bank holding company, creates a grantor trust
and owns all the equity of the trust (3% of the trust’s total
capital). The trust then issues preferred shares (i.e., trust
preferred securities) to investors and with the proceeds
generated from the underwriting extends a “loan” back to
the bank holding company. The form of the loan is a
deeply subordinated note extended by the bank holding
company to the grantor trust. The maturity and coupon
rate of the note matches the maturity and dividend rate
for the trust preferred issue. The bank holding company
must pay interest and principal on the junior subordinated
notes to the trust. If the holding company defaults, the
trust may defer payments to investors for five years be-

fore investors can file a default claim with the holding
company.

The typical preferred structure is illustrated below:
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Characteristics of Trust Preferreds: Thus far, all
bank holding company trust preferreds have been issued
with 30-year maturities, and the vast majority have 10-
year premium call options. Additionally, the securities
typically come with so-called “make-whole” provisions
(an extraordinary call provision) in the event of a change
in the tax law. Approximately %/ of trust preferreds out-
standing are issued as Rule 144a securities with the re-
mainder being registered public issues.
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Dividends or interest payments are typically paid
semi-annually. In order to receive Tier I capital treat-
ment by the Fed, trust preferreds must have at least a 5-
year consecutive deferral provision.

Due to the fact that trust preferreds resemble tradi-
tional bonds in nearly all respects (fixed coupon, set
maturity and call dates, semi-annual payments, $1,000
par amount), the majority of investors are traditional in-
stitutional fixed income investors (i.e. insurance compa-
nies, pension funds, investment advisors, etc.).

Tax Issues: Currently, the U.S. Treasury allows the
issuer to deduct interest paid on trust preferreds, thus
making the structure a less expensive form of Tier I
capital for the issuer than common equity and preferred
stock, for which distributions are paid out of after-tax
earnings. However, the current tax status of trust
preferreds is precarious owing to the omnipresent politi-
cal bargaining that occurs with respect to tax regula-
tions, particularly during times of Congressional budget
negotiations.

The impact on trust preferreds of a change in the tax
law will depend upon whether the tax law change im-
pacts existing issues or only new issues. Should a
change in tax law effectively “grandfather” existing trust
preferred issues (i.e., interest remaining tax deductible),
the issuers would be less likely to call the securities. In
this scenario, the reduced probability of a call would
cause the price of trust preferreds to rise and the spread
to Treasuries to fall. In fact, this phenomenon occurred
in mid-1997 when Congress was considering a removal
of the deductibility of interest on trust preferreds. In-
vestors anticipated a reduction in value of the issuers’
call option and drove prices up and yield spreads down
to levels that reflected a 30-year, non-callable bond.
Subsequently, prices fell and yield spreads widened (in-
creased) when investors’ expectations were not realized
concerning a change in the tax status of trust preferreds.

If Congress and the President were to take the more
drastic action of removing the tax deductibility of inter-
est on existing trust preferred issues, then the issuers
would likely utilize the “make-whole” provision and call
the bonds. In today’s interest rate environment, this
make-whole call would be a boon to investors, as the

make-whole price for most outstanding trust preferred
issues is considerably above the current market price.

Valuation: In determining whether a given trust pre-
ferred issue is an attractive investment, an investor
should begin by first assessing the long term credit risk
of the issuer and determine whether the yield spread of-
fered on 30-year non-callable senior obligations of the
issuer are attractive. This evaluation, like every corpo-
rate bond decision, depends upon one’s view of the
overall economy, the industry, the credit fundamentals
of the issuer, and the direction of corporate yield
spreads. Once an investor has targeted long term secu-
rities of a given issuer or issuers as being attractive, the
investor can then compare trust preferred securities to
the alternatives. One way to perform this comparison is
to adjust the market spread of the trust preferred by
separately valuing the distinguishing characteristics of
trust preferred securities (i.e. subordination, the potential
for interest deferral, the premium call option and the
make-whole call option). Much of this valuation is
subjective and depends upon one’s expectation of the
probability of default, recovery rates in a bankruptcy,
interest rate volatility and probability of a change in tax
law. The following table provides an example of a
comparison of a trust preferred security to a senior obli-
gation of the same issuer:

Key Bank 8 V4% 12/15/2026 (Trust Preferred)

Market Spread +170 basis points
Adjustments:
Subordination -4 basis points

-1 basis points
-53 basis points
0 basis points
+113 basis points

Deferral of Interest Option

Premium Call Option

Make-Whole Option
Adjusted Spread

Key Bank 6/95% 2/01/2028
(non-callable security)

+108 basis points

According to our valuation, the Key Bank trust pre-
ferred issue, with an ‘“adjusted spread” of 1.13% to
Treasures, is only marginally more attractive than the
non-callable issue with a 1.08% yield premium to
Treasuries.
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