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o AT1demand remains solid; however,
market conditions have become more
challenging amid the escalation of
geopolitical tensions in the Middle East.
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Overview

This commentary assesses the ECB's December 2025 recommendations within the broader policy
debate on the effectiveness of Additional Tier 1 (AT1) instruments as going-concern capital. While
the ECB's recommendation provides limited details, its stance points to two potential pathways: a
structural redesign of AT1 instruments or complete removal from the going-concern capital stack.
At this stage, we do not anticipate immediate implications for our AT1 credit ratings or for our
rating approach to AT1, Tier 2, or senior instruments. The impact remains uncertain and will
depend on the final policy design and its implementation. The approval process and
implementation may take several years, potentially with grandfathering for outstanding
instruments, and could face political resistance; meanwhile, other jurisdictions—such as
Australia—have already opted to eliminate AT1 instruments.

The EU AT1 market has remained stable since the ECB's announcement, and early-year issuances
have attracted strong investor demand. This resilience may reflect the long-term nature of the
policy process, as well as continued investor appetite for bank capital instruments—nparticularly
from large, well-capitalised institutions that have strengthened their profitability, risk profile, and
capital position in recent years. However, in recent days the escalation of the Iran conflict has
increased cross-asset volatility, widening European bank credit spreads, AT1s included, as
investors reassessed geopolitical and inflation risks, and the implications for central banks’ policy
paths.

Overall, we view regulatory efforts to simplify the prudential framework positively, insofar as they
enhance transparency, efficiency, and market functioning while supporting investor confidence
and financial stability. We will continue to monitor developments closely, given the material size of
the AT1 market in the EU and the potentially significant implications of any structural changes to
the regime.

The ECB Recommendations: AT1s and Beyond

The ECB's High-Level Task Force on Simplification noted in Recommendation#2 published in
December 2025 that the going-concern loss-absorbing capacity of the capital stack could be
strengthened by reassessing the design and role of AT1 and Tier 2 instruments. The
recommendation outlines two strategic pathways: either enhancing AT1 instruments' features to
ensure more reliable and transparent loss absorption in going-concern conditions or removing
non-CET1 instruments altogether—whether by replacing them with CET1 or eliminating them
without substitution.
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More broadly, this recommendation sits within a wider simplification agenda that seeks to
streamline the EU's prudential framework by reducing capital-stack and leverage-ratio complexity,
expanding proportional regimes, harmonising macroprudential tools, aligning minimum
requirements for own funds and eligible liabilities and total loss-absorbing capacity, and
simplifying stress testing and reporting requirements across authorities. Importantly, these EU
efforts unfold at a time when other jurisdictions—most notably the U.S.—are also moving towards
simpler or lighter regulatory frameworks. This shift has direct implications for the relative
competitiveness of EU banks, as regulatory complexity and compliance costs can widen structural
divergences between EU and U.S. institutions in terms of capital efficiency, profitability, and market
positioning.

AT1 as a Going Concern Capital Instrument: Operational Challenges

AT1 instruments, while designed to be going-concern capital capable of absorbing losses through
conversion or write-down, have shown certain functional and operational limitations. The 2023
Credit Suisse AG case—occurring outside the EU—represents the only major instance where AT1
instruments absorbed losses ahead of CET1 and outside a formal resolution process. This case
created uncertainties, triggered legal challenges, and underscored doubts about the instrument's
effectiveness as a going-concern buffer. By contrast, past cases such as Banco Popular Espafiol S.A.
in 2017 show that AT1 triggers typically activate only at the point of non-viability, effectively
functioning as gone-concern tools rather than early-stage stabilisers.

Structural features, including quantitative contractual triggers, further constrain the usability of
AT1 instruments in going-concern situations. Most EU instruments feature a 5.125% CET1 trigger
(with higher thresholds in the UK and Switzerland and none in Canada). Yet experience shows that
authorities tend to intervene before quantitative triggers are breached, particularly when crises are
liquidity-confidence driven despite capital ratios remaining above thresholds.

Market behaviour has also raised issues related to AT1s: coupons, though discretionary and non-
cumulative, are rarely cancelled; issuers routinely call instruments at the first call date (typically
after five to seven years), subject to regulatory approval. This is because the coupon reset
mechanism often makes the post-reset cost unattractive, and failing to call could be perceived by
investors as a sign of weakness. If the issuer does not call, the bond rolls into a reset period with a
new coupon based on a five-year swap rate plus the original spread (typically in the range of 350
basis points (bps) to 450 bps).

Potential Policy Scenarios

In our view, regulators will likely review some of the following options: (1) raise quantitative
triggers (potentially credit negative for AT1s); (2) remove contractual triggers and treat AT1 more
like equity (as in Canada); (3) tighten call and coupon conditions to reduce adverse signalling and
improve going-concern credibility; or, in the most radical scenario (4) eliminate AT1 instruments,
replacing them with CET1 and/or Tier 2 capital. A CET1-only replacement would increase capital
costs and effectively raise capital requirements, while removal without a substitute would diminish
systemwide loss-absorbing capacity, underscoring the policy trade-off between simplicity, cost,
and resilience.
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Australia Backs Out

In December 2024, the Australian Prudential Authority (APRA) announced its decision to eliminate
AT1 instruments from the prudential capital stack, reflecting the regulator's assessment that AT1
has not operated as a dependable going-concern buffer and instead introduces contagion and
legal-execution risk. Moreover, the Australian AT1 market differs from other jurisdictions because a
significant share of banks’ AT1 instruments is held by retail investors—primarily high-net-worth
individuals—adding further complexity and making loss absorption potentially more challenging
than if these instruments were predominantly held by institutional investors.

Under the revised framework, which is effective from 1 January 2027, Australian banks will replace
AT1 instruments with CET1 and Tier 2 capital. All outstanding AT1 instruments will be fully phased
out by 2032 by gradually removing regulatory recognition and making no changes to the existing
legal terms, including subordination, of these outstanding instruments. APRA also recalibrated the
minimum leverage ratio to 3.25% of CET1, from 3.50%, preventing unintended tightening linked to
the withdrawal of AT1 capacity.

The EU AT1 Market

The EU AT1 market is sizeable, with data from the latest EU transparency exercise (covering 119
banks across 25 countries) showing EUR 142 billion of AT1 instruments outstanding at the end of
H12025, equivalent to roughly 8.8% of total CET1 capital, compared with EUR 260 billion in Tier2
instruments. The five largest EU jurisdictions account for around 83% of the AT1 market, with
France as the largest issuer, followed by Spain and Germany (Exhibit 1). Across a sample of major
EU banks, AT1 instruments represent, on average, around 2.1% of risk-weighted assets (Exhibit 2),
underscoring their modest—though not negligible—role within banks' capital stacks.

Exhibit1 Total AT1 Capital by Country (EUR Millions)* as of H1 2025
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Source: Morningstar Inc, European Banking Authority (EBA). *Exhibit includes top 15 countries by total issuance.

Market conditions have remained orderly following the ECB's December recommendation. Recent
transactions, including AT1 issuances from UniCredit S.p.A. and Intesa Sanpaolo S.p.A., priced with
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record-low coupons and reset margins, have signalled robust investor demand and favourable
funding conditions for high-quality issuers. Despite regulatory uncertainty, we expect issuance
activity to remain measured, with investors likely to maintain a preference for strong credit profiles
and well-capitalised banks. Periods of elevated market volatility, such as those seen in recent
weeks, can magnify call-refinancing risks, as higher swap rates and spread widening may
temporarily make refinancing more expensive or less predictable.

Exhibit 2 Total Capital Ratios Breakdown - EU Banks* as of YE 2025
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Source: Morningstar Inc., company data. “Based on a sample of large banks. Note: Capital ratios may not be fully comparable due to different reporting across banks.

Credit Considerations

Overall, we assign greater value to common equity, given its immediate availability to absorb losses
on a going-concern basis. In our Global Methodology for Rating Banks and Banking Organisations,
AT1 instruments are typically positioned three to six notches below a bank's Intrinsic Assessment
(IA) to reflect their heightened loss-absorbing risk and structural subordination.

Our credit rating drivers for AT1 instruments focus primarily on:

1. Probability of Tripping the Trigger: this includes the buffer between the bank’s current capital
ratios and the trigger level, the issuer's flexibility to take mitigating actions (e.g., raise capital),
the potential behaviour of regulators in determining non-viability or directing conversions/write-
downs, and the overall capital structure.

2. Recovery Prospects After a Conversion or Write-down: we assess the expected economic value
following loss absorption.

Within Europe, we currently rate select Italian and Portuguese AT1 instruments, which are four
notches below the banks' |As. We will continue to monitor the ECB's recommendation and its
potential implications, which may extend beyond the treatment of AT1 instruments alone. We view
regulatory simplification positively where it enhances transparency, efficiency and market
effectiveness. At this stage, we do not anticipate immediate credit rating actions on AT1
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instruments, nor changes to our notching approach for AT1, Tier 2, or senior instruments. While
some reform options could ultimately prove credit-negative for AT1 instruments, the impact
remains uncertain and will depend on the final policy design and its implementation timetable. In
the near term, we expect market volatility linked to ongoing geopolitical developments to remain an
important driver of AT1 risk premia. These events also underscore the importance of robust capital
buffers and strong liquidity profiles to navigate periods of stress.
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