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Bailouts, Capital, or CoCos

Can Contingent Convertible Bonds Help Banks Cope with Financial

Stress?
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EXECUTIVE SUMMARY

ince the 2008 financial crisis, banking regula-

tors’ capital enhancement efforts have focused

on permitting systemically important financial

institutions to issue alternative forms of debt

and quasi-debt instruments as a means of meet-
ing their Basel I11 primary capital (Tier 1) and secondary
capital (Tier 2) requirements. Among these alternatives
are so-called contingent convertible capital securities
(CoCos). Financial institutions are able to issue CoCos
to investors as bonds with the stipulation that they will
convert into equity if the institution fails to meet a given
capital ratio.

This policy analysis evaluates two types of CoCos—
“write-down” and “going-concern” CoCos—on the bases
of the different metrics and mechanisms each uses to
convert bonds into equity. It shows that so far, few (if any)
of the CoCos that institutions have used to satisfy their
countries’ capital requirements—many of which were is-
sued prior to robust research on how to structure CoCos
effectively—have met the standards necessary for them

to achieve their intended purposes. Most of the CoCos
issued to date have been write-down CoCos, which rely
on backward-looking accounting measures to evaluate an
institution’s creditworthiness and use risk-based capital
standards to trigger a bond-equity conversion. Rarer are
going-concern CoCos, whose market-based conversion
triggers incentivize businesses and bank managers to take
on increased leverage and more risk.

This policy analysis draws lessons from recent
European experiences with both write-down and
going-concern CoCos and concludes that, given their
deficiencies, neither includes the design elements neces-
sary to help financial institutions meet Basel ITI Tier 1
or Tier 2 capital standards. As a result, U.S. regulators
should continue to approach CoCos with skepticism
and caution. One alternative to CoCos they might
consider is a modified version of the regulatory “off-
ramp” provision of the 2017 Financial CHOICE Act,
which holds the potential to increase bank capital while
providing significant regulatory relief.

Robert A. Eisenbeis is vice chairman of Cumberland Advisors and retired executive vice president of the Federal Reserve Bank of Atlanta.
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INTRODUCTION

The 2008 financial crisis revealed funda-
mental flaws in the way regulators handled
financial distress in large, complex financial
institutions that often led to delays in contain-
ing and correcting those problems. In several
cases, the ultimate result was that the govern-
ment injected massive amounts of taxpayer
monies into troubled institutions, forced them
to merge with somewhat stronger institutions
(also with the help of taxpayer support), or
placed them into conservatorship.

A major factor behind regulators’ slow re-
sponse to these institutions’ distress was that
they took a flawed approach to measuring
the capital adequacy of financial institutions.
Rather than examine the current market value
of an institution’s equity, many regulators relied
on backward-looking book values of equity,
which delayed their recognition of a firm’s true
financial condition. For example, a 2009 study
found that each of the five largest banks that
either failed or was merged during the finan-
cial crisis had reported Tier 1 Basel regulatory
capital ratios in excess of 12 percent—consid-
erably more than the regulatory minimum of
8 percent—one quarter before failure.'

Some observers argue that such problems
could be avoided by having the Basel require-
ments refer to market rather than book values
of capital.” In times of financial distress, how-
ever—in which the market value of equity can
plunge rapidly—such a policy change could
compel firms that were already suffering from
market capital shortages to meet the new Basel
requirements through asset fire sales. These
sales could accelerate the decline of multiple
firms’ asset values and increase the severity of
their capital losses. Furthermore, rewriting the
Basel capital requirements so that they refer
only to market values would not address any
of the process or procedural issues related to
measuring hard-to-value and nontraded assets.
Indeed, predicating the Basel requirements on
market values would simply trade one set of
measurement problems for another.

In the aftermath of the 2008 financial cri-
sis, both US. and international regulators

tried to address some of these regulatory is-
sues and limit problems associated with sys-
temic risk through a combination of increased
regulation and legislation.? In particular, they
imposed higher minimum book-capital re-
quirements and applied stiffer regulations to
certain systemically important financial in-
stitutions (SIFIs). According to conventional
measures, these efforts have substantially in-
creased SIFIs’ capital ratios. However, many
of the weaknesses of the previous regulatory
and supervisory regime, including its flawed
approach to measuring capital adequacy, have
remained unaddressed. Consequently, many
experts believe that the new regulatory re-
gime, with its higher capital requirements, will
not suffice to rule out future bailouts.*

As a further means for bolstering bank
capital, more recent reform proposals would
allow alternative forms of debt and quasi-debt
instruments to count toward financial institu-
tions’ primary capital (Tier 1) and secondary
capital (Tier 2) requirements. Most prominent
among these have been proposals that would
encourage SIFIs to issue contingent convert-
ible capital securities (CoCos) and use them to
meet some part of their regulatory capital re-
quirements.’ European regulators in particular
have embraced CoCos and have incorporated
certain types into their Basel III capital stan-
dards. In contrast, U.S. regulators have been
reluctant to allow CoCos to qualify toward
their regulatory capital standards.

This policy analysis examines how effective
CoCos have been at resolving the challenges
they were designed to address and whether an
alternative policy measure would better ful-
fill the same ends. First, it describes the most
common types of CoCos that financial institu-
tions have issued since the 2008 crisis. Next,
it evaluates the argument that CoCos can play
an important role in promoting financial sta-
bility, especially by ensuring that SIFIs remain
adequately capitalized during times of finan-
cial distress. After reviewing three of Europe’s
most significant postcrisis experiences with
CoCos, it finds that historically they have
failed to perform as regulators had intended.



As a result, this analysis concludes by propos-
ing a simple alternative to CoCos—one ca-
pable of accomplishing their objectives while
avoiding their shortcomings.

WHAT ARE COCOS?

Sold to shareholders as bonds, CoCos con-
vert into equity if the issuing financial institu-
tion’s Tier 1 capital ratio (the value of its equity
and reserve-based capital to the value of its
risk-weighted assets) drops below a certain
threshold. They are therefore considered hy-
brid securities and are designed to provide an
additional source of equity capital for banks
and SIFTs to use in times of financial distress.®
As this policy analysis shows, CoCos can also
enhance market discipline and address prob-
lems associated with the “too-big-to-fail”
paradigm, in which regulators, believing that
SIFIs cannot be allowed to collapse, feel com-
pelled to inject massive amounts of taxpayer
funds into struggling institutions.

There are three basic forms of CoCos.
One type, commonly called “going-concern”
or “bail-in” CoCos, convert existing debt into
common equity when a specific conversion
event, or “trigger,” occurs.” Going-concern
CoCos do not result in the injection of new
funds into a troubled institution. Instead, they
simply convert existing debt instruments on
a firm’s balance sheet into common equity,
thereby increasing its capital, facilitating dele-
veraging, and restoring capital adequacy.

The second form, “write-down” or “bail-
out” CoCos, are debtinstrumentswhose values
are written down when a trigger is breached.®
Write-down CoCos simultaneously reduce a
firm’s assets and its liabilities, thereby facili-
tating the firm’s reorganization at the point of
nonviability. The resulting bailout can be per-
manent, temporary, partial, or total. Because
write-down CoCos reward stockholders at the
expense of the CoCo investors, they reverse
the traditional rules of seniority, placing share-
holders’ interests ahead of those of a particular
set of debt holders.

The third form of CoCos, capital access

bonds, resemble option securities in that they
permit firms to issue new equity to their bond-
holders on prenegotiated terms when a trigger-
ing event occurs. Capital access bonds commit
the investors who hold these bonds to injecting
new funds into a troubled institution. Because
such securities have not been widely issued,
however, they will not be discussed here.

Problems That CoCos
Attempt to Address

CoCos aim to resolve four systemic issues
that the 2008 financial crisis revealed within the
global financial system. First, the crisis showed
that highly levered firms have an incentive to
take on greater risk, which can distort the pric-
ing of that risk. Second, it showed that a firm’s
shareholders are often reluctant to issue new
equity when that firm is experiencing financial
distress. Although new equity capital helps pro-
tect a bank’s creditors, it harms existing share-
holders (and helps debt holders) by diluting
the value of the bank’s equity. Third, the crisis
showed that although troubled institutions can
reduce their leverage by selling assets, doing
so can lead to fire-sale losses (in which institu-
tions attempt to sell off assets at dramatically
reduced prices, reducing their overall value to
dangerously low levels). Cumulative fire sales
can also result in a “death spiral,” where depre-
ciating asset holdings lead to more and more
fire sales. If several institutions experience dis-
tress at once, asset prices can plummet across
the board, afflicting an entire sector of the fi-
nancial system at once. This was certainly the
case in 2008, when multiple death spirals led
the asset-backed securities markets to experi-
ence particularly severe contagion effects.

Fourth, the crisis showed that regulatory
delays in addressing financial distress tend to
contribute to the perception that some in-
stitutions are “too big to fail’—that is, that
regulators or political leaders must provide
outsized protection to certain financial insti-
tutions rather than suffer the economic conse-
quences of allowing them to fail.

Many believe that CoCos, if properly
designed, could help solve all four of these
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problems. Indeed, the twofold attraction of
CoCos is that they could help financial firms
meet regulatory capital requirements and
automatically absorb losses in times of finan-
cial distress—independent of government
intervention. In addition, many European
countries grant CoCos more favorable tax
treatment than they do common equity. If
CoCos were to receive a similar tax treat-
ment in the United States, they would likely
be more appealing to American issuers.’
CoCos can also be attractive to investors
because they typically have higher interest
rates than ordinary bank debt securities and
because their returns correlate more strongly
with returns on other debt securities than
with returns on equity."®

Proponents also argue that properly de-
signed CoCos would induce stockholders and
managers to operate a company responsibly
in hopes of avoiding a conversion altogether.
Furthermore, in the case of going-concern
CoCos, any conversion that does occur re-
sults in an automatic recapitalization, which
helps the institution absorb any losses on its
own. Not only does automatic recapitaliza-
tion reduce the likelihood of taxpayers’ need-
ing to sponsor a government-issued bailout,
it also lowers any further costs that arise due
to regulatory inaction or poor oversight. In
short—and in theory—automatic recapital-
ization increases a firm’s access to its own
sources of funding and liquidity, allowing it to
continue operating independently."

The validity of the above argument hinges
on two central questions. The first is whether
the threat of abond-equity conversion would
in fact incentivize management and share-
holders to take the steps necessary to avoid
triggering one. The second is whether CoCos
would sufficiently restore an institution’s cap-
ital adequacy in the event of a conversion. In
short, effective CoCos should help provide
financial institutions with a sufficient cush-
ion following a conversion, thereby assuring
both market participants and regulators of
those institutions’ ability to continue in busi-
ness even after experiencing a significant loss

of capital. The objectives of the conversion
itself should be to minimize the probability
of contagion and mitigate the risk of spillover
effects across other institutions.

Satisfying the above objectives requires ad-
dressing three principal categories of CoCo
design: the choice and structure of a conver-
sion trigger, the capital ratio necessary to trig-
ger a conversion, and the equity value that a
CoCo bond should assume upon conversion.
Each of these issues is considered in the fol-
lowing sections.

COCO DESIGN

Several factors are involved in structuring
an optimal conversion trigger. The first re-
lates to whether the bond—equity conversion
trigger should be automatic or discretionary
(and, if it is discretionary, whether such dis-
cretion should be exercised by management
or by regulators). The second is whether
the trigger’s threshold should refer to an
accounting-based or a market-based measure
of a firm’s financial condition. The third is
whether the capital ratio necessary to trigger
a conversion should be relatively high (when
the institution remains solvent) or low (when
the institution is close to failure).” The final
considerations relate to the value that CoCo
bonds should take upon conversion and the
amount of capital that an institution should
receive post-conversion. Each of these fea-
tures can critically affect the extent to which
the CoCos achieve their intended effects.

Automatic vs. Discretionary Triggers
Many of the CoCos issued to date have had

discretionary triggers, leaving the decision of
whether or not to trigger a conversion to ei-
ther financial regulators or the financial insti-
tution’s management. Both parties appreciate
having the discretion to initiate a conversion
because it gives them the flexibility to deter-
mine when, and under what circumstances, to
recapitalize or close the institution.

However, granting both regulators and man-
agement the discretion to trigger a conversion



carries unique risks.”? In the first place, it can
introduce unnecessary uncertainty into the
process. As history has demonstrated (most
recently through the experiences of the Great
Recession), regulatory discretion can lead to
costly delays in addressing financial distress,
especially in the absence of the appropriate
regulatory oversight."* Additionally, relying on
regulatory discretion undermines the infor-
mation content of a firm’s asset prices, which
are meant to inform such discretion.” Finally,
regulatory discretion can fail if regulators have
insufficient information about an institution’s
financial health, if they fail to supervise or exam-
ine an institution properly, or if they encounter
political pressures to save an institution. There
is also the risk that regulators will become un-
duly concerned about any potential contagion
effects that might result from their “permit-
ting” a large financial institution to fail."

Similar issues are involved in allowing bank
management the discretion to trigger a con-
version.”” Management can face incentives
to delay a conversion out of fear that conver-
sion would come at the expense of their jobs
or their institution’s investment capital. There
is also the risk that management would delay
conversion because of the possibility that it
would dilute the equity of existing sharehold-
ers and board members. Management may
even choose to avoid conversion entirely, gam-
bling instead on the chance of a government-
issued, taxpayer-funded bailout.™

Accounting-Based vs.
Market-Based Triggers

Because of the weaknesses of discretion-
ary triggers, CoCo proponents have typi-
cally favored automatic (nondiscretionary)
triggers determined according to either
accounting-based or market-based values of
a firm’s equity. These proponents argue that
because contingent capital would convert to
common equity, it is the only security that is
junior to common equity.*

Those who favor nondiscretionary triggers
also tend to prefer ones that rely on market-
based, rather than accounting-based, measures

of capital, since the latter are lagging indicators
of a firm’s financial condition.”® Accounting-
based measures are also easier for a firm’s man-
agement to manipulate, and their retroactive
nature can exacerbate regulatory delays in ad-
dressing any severe financial problems, espe-
cially ones likely to cause contagion effects.”
In contrast, market-based measures are more
readily available, timely, and forward-looking
than accounting-based measures. They are also
harder to manipulate, and their integrity is less
likely to be compromised, because they are not
subject to regulatory or managerial discretion.*

There are, however, problems with relying
on both accounting-based and market-based
measures of equity. Market-based triggers
can cause unnecessary conversions, whereas
accounting-based triggers can avoid causing
necessary conversions.”? Interestingly, almost
all of today’s regulator-approved CoCos have
had accounting-based triggers, which mainly
refer to risk-based capital ratios.

Despite the supposed benefits of market-
based triggers, there are circumstances in
which conflicts between equity holders and
CoCo investors make it uncertain whether, or
under what terms, a conversion will occur.**
Such conflicts are mainly due to the fact that
equity holders, unlike investors, tend to prefer
either a delayed conversion or no conversion
at all. Moreover, equity holders have an incen-
tive to manipulate the firm’s stock price up-
ward to avoid conversion. In contrast, CoCo
investors have an incentive to prefer earlier
conversions and may have an incentive to ma-
nipulate a firm’s stock price downward. These
conflicting interests can also complicate deci-
sions related to the post-conversion value of a
CoCo’s equity, making the final outcome of a
conversion uncertain.”

To address the conflict of interest between
CoCo investors and equity holders, econo-
mists Charles W. Calomiris and Richard ]J.
Herring propose a conversion policy based
on a 9o-day average of the ratio between the
market value of a firm’s equity and the sum of
that same market value and the book value of
the firm’s debt. They claim this policy would
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clarify the price that CoCo equity should as-
sume upon conversion.?* However, the hy-
brid nature of this metric, which averages a
forward-looking indicator (the market value
of a bond’s equity) with a backward-looking
one (the book value of an institution’s debt)
over a 9o-day period is incredibly complex.
If anything, their proposal seems to substi-
tute one set of problems for another—or two
others, since their metric is vulnerable to the
weaknesses of both lagging accounting-based
measures and volatile market-based ones.
Other CoCo design proposals are similarly
complex. For example, the Squam Lake Group
suggests implementing a dual-trigger CoCo,
which would require regulators to determine
both that a financial system was experiencing
a systemic crisis and that an individual firm
had violated its debt covenant (for instance, by
allowing its risk-based capital to drop below
a predetermined threshold) prior to conver-
sion.”” Yet this proposal lacks sufficient de-
tails necessary for its implementation. It also
suffers from the same flaws as Calomiris and
Herring’s proposal, in that it includes all the
weaknesses of both discretionary triggers and

accounting-based triggers.s

Trigger Level

The ratio of the conversion trigger thresh-
old to a firm’s existing or expected capital lev-
els can critically influence shareholders’ and
managers’ incentives to ward off a conversion.
It can also affect the likelihood of a firm retain-
ing (or restoring) its viability post-conversion.
In general, high trigger levels (where conver-
sion occurs after a firm has lost a relatively small
amount of capital) tend to encourage more re-
sponsible banking practices and increase the
chances that a firm will be able to recapitalize
itself in the event of a conversion. In particu-
lar, capital trigger levels at or above 7 percent
are a typical feature of going-concern CoCos,
which primarily aim to prevent firms from ever
reaching the point of insolvency. A high trigger
should motivate management to raise more
capital before the firm experiences significant
problems or loses access to financial markets.

The threat of a triggering event should also
cause management and shareholders to cur-
tail leverage and reduce risk taking.* High-
trigger CoCos make the threat of share value
dilution more imminent, encouraging share-
holders and management alike to reduce risk,
deleverage, and raise more capital3® As the
proximity of a firm’s capital ratio to the trigger
threshold increases, the market value of its eq-
uity decreases, and a post-conversion wealth
transfer—from management to CoCo bond-
holders—becomes more likely.

High triggers can also minimize the chance
that shareholders will create an abrupt drop in
share value by switching from a low-risk, low-
probability-of-default portfolio to a high-risk,
high-probability-of-default portfolio. Howev-
er, if a debt-induced downward spiral in equity
value does occur when CoCos are on the bal-
ance sheet, then shareholders can either reduce
leverage and increase capital as intended or opt
to declare bankruptcy before conversion.?'

In contrast, CoCos with relatively low capi-
tal ratio triggers (for example, 5 percent) are
better suited for facilitating an orderly, private-
sector failure resolution process in the event
that an institution approaches the point of non-
viability: Low triggers provide management and
stockholders with relatively weak incentives to
control risk, and some researchers have raised
concerns about runs and negative spillovers
if a firm’s capital ratio nears an extremely low

threshold, which can signal bankruptcy?

Conversion Price

A CoCo’s conversion price and the number
of shares converted can also influence both
shareholders’ and managers’ incentives. In
general, the outcome of a conversion depends
on whether that conversion affects a predeter-
mined number of shares, based on an ex ante
fixed price; an ex post number of shares, based
on their market price at the time of conver-
sion; or some combination of the two.33

Ex post pricing, which sets the value of a
CoCo’s equity at its market price upon con-
version, can significantly dilute stock value
for existing shareholders, since a CoCo’s ex



post market price is often much lower than
its original purchase price. This dilution
can have the positive effect of incentivizing
shareholders and management to avoid un-
necessary risk taking in the interest of reduc-
ing the likelihood of a conversion.

In contrast, CoCos with an ex ante fixed
price (one set prior to conversion) will clearly
limit stock dilution and significantly reduce in-
centives to avoid a triggering event. Indeed, it is
virtually impossible to avoid situations in which
going-concern CoCos will not cause at least
some wealth transfer from CoCo holders to ex-
isting shareholders.>* In the case of write-down
CoCos, however, no wealth transfer occurs,
because in most cases, the subsequent write-
down wipes out any preexisting equity claims.
Asaresult, some researchers suggest that write-
down CoCos are better at mitigating manage-
ment and shareholder risk taking because they
provide greater incentives to reduce leverage.”
This factor could explain the preponderance of
write-down CoCos relative to going-concern
CoCos among institutions today:

Summary of Design Issues

When it comes to CoCo design, if the
goal is to minimize the likelihood of a trig-
ger event while motivating management and
stockholders to reduce both leverage and risk-
taking, then the evolving literature tends to
favor going-concern CoCos with high, fixed,
market-based triggers and a sharply diluting
conversion rule at the then-market price. If
the intent is for CoCos to facilitate a modified
bankruptcy at the point of an institution’s non-
viability, however, write-down CoCos remain a
plausible option. However, the literature also
suggests that although neither type of CoCo
design is foolproof, write-down CoCos in par-
ticular provide minimal incentives to reduce
the likelihood of conversion and are clearly the
least desirable alternative.

Finally, the extensive research on CoCo
triggers and related structures remains largely
silent on the exact administrative mechanism
that should initiate the conversion of a CoCo
bond into equity. Who monitors the CoCos:

investors or regulators? How should the trig-
ger mechanism be enforced? By the courts or
through some other legal action? The litera-
ture on discretionary CoCos addresses these
issues somewhat. Yet even in these cases, the
design process is rife with uncertainty and
open to conflicts of interest. This situation
further complicates the problems inherent in
pricing CoCos with different structures and
features.

COCOS IN PRACTICE

To examine how well CoCos have fulfilled
their objectives in recent practice, we should
first review the quantity, category, and ori-
gin of the CoCos that have been issued over
the past several years. Although regulators in
many nations allow CoCos to satisfy some
part of banks’ regulatory capital require-
ments, the $521 billion of CoCos employed
for this purpose thus far remains quite small
compared to the approximately $5.3 trillion
of bank equity capital worldwide.3® Figure 1
shows the dollar value of outstanding CoCos
of institutions headquartered in various coun-
tries from 2009 through 2015.

There are two easy explanations for why
most CoCos have so far originated mainly
outside the United States. First, European
and Asian-Pacific regulators have proactive-
ly incorporated CoCos into their Basel II,
Basel III, and home-country capital stan-
dards, whereas U.S. regulators have yet to
embrace CoCos in the same way. Second,
and probably most important, European tax
authorities have determined that interest
expenses on CoCos are tax-deductible (as
interest payments on other bank-issued debt
instruments are), whereas the U.S. Internal
Revenue Service has not yet ruled the same.?’
According to a 2013 survey, 64 percent of
CoCos originated in countries where their
interest payments were tax-deductible, while
about 20 percent originated in countries
where their interest payments were not tax-
deductible. (The survey did not determine
the tax status of the remaining 16 percent.)®®
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Figure 1A
CoCo issuance by dollar value, 2009-2015
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Source: Stefan Avdjiev et al., “CoCo Issuance and Bank Fragility,” Bank for International Settlements Working Paper no. 678,
November 2017.

Figure 1B
CoCo issuance by percentage, 2009-2015
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Source: Stefan Avdjiev et al., “CoCo Issuance and Bank Fragility,” Bank for International Settlements Working Paper no. 678,
November 2017.



Figure 2 shows the estimated breakdown
of CoCos issued by type as of 2016. Note that
fewer than one-third of all CoCos issued dur-
ing that period were going-concern CoCos
that would convert debt into equity. The re-
maining 70 percent provided for some form
of write-down of the CoCo debt as a loss-
absorbing mechanism.

The high proportion of write-down CoCos
relative to going-concern ones may seem odd,
considering that the latter are more effective at
curtailing management and shareholder risk-
taking. This predominance can be largely ex-
plained, however, by the fact that European and
Asian-Pacific regulators generally had incorpo-
rated write-down CoCos into their Basel II
and Basel III country capital standards before
researchers had revealed either the weaknesses
of those standards or the incentive problems
associated with write-down CoCos.

In Europe, Basel I1I capital standards ex-
plicitly provide for CoCos to count toward
Tier 1 and Tier 2 capital, but only in limited
amounts and only when those CoCos possess

Figure 2

certain characteristics.3? The Basel III capi-
tal requirements are now extremely complex
and continue to evolve. The revised frame-
work has increased from 2 ratios under Basel
IT capital rules (based on risk-weighted as-
sets) to more than 12 ratios under Basel 111
rules. The Basel III standards are also based
on risk-weighted assets, with total capital
requirements ranging from 8.5 percent to
16.5 percent of total risk-weighted assets.
(The 8.5 percent figure applied until 2016 and
increases to 10.5 percent in 2019.)*°

Figure 3 categorizes the CoCos issued be-
tween 2009 and 2015 according to their trigger
types. The majority rely on either low book-
value triggers or triggers that initiate conver-
sions only when an institution nears the point
of nonviability, when it is extremely unlikely
that the institution will be able to restore its
own capital following conversion.

Roughly 9o percent of all the CoCos issued
between 2011 and 2016 used the Common
Equity Tier 1 capital ratio (common equity
plus retained earnings-to-risk assets) as their

Outstanding CoCos by loss-absorption capacity, 2016

Temporary write-down CoCos 36%

Going-concern CoCos 30%

‘/\Permanent write-down CoCos 34%

Source: Richard J. Herring, “CoCos: A Promising Idea Poorly Executed,” in Achieving Financial

Stability: Challenges to Prudential Regulation, ed. Douglas D. Evanoff, George G. Kaufman,

Agnese Leonello, and Simone Manganelli, World Scientific Studies in International Economics,

vol. 61 (Hackensack, NJ: World Scientific, 2017).
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Figure 3

CoCos by trigger type (number issued and percentage of total),

Q1 2009-Q3 2015

Point of nonviability trigger only (201)
46%

(

Other (9)
2%

Low book-value trigger (162)
37% &8

‘/\High book-value trigger (66)
15%

Source: Robert W. Greene, “Understanding CoCos: What Operational Concerns and Global Trends
Mean for U.S. Policymakers,” Mossavar-Rahmani Center for Business and Government Associate

Working Paper no. 62, June 2016.

trigger. Another 8 percent of the CoCos issued
used the Tier 1 capital ratio (common equity
plus retained earnings and preferred stock)
and a high trigger of at least 7 percent. The
remaining 2 percent of the CoCos issued used
the total risk-based capital ratio (the ratio of
Tier 1 and Tier 2 capital to risk-based assets).**

Recent European Experiences

with CoCos

Problems at three major European banks,
two of which had outstanding CoCos at the
time of distress, can provide clues as to how
effective these securities are at achieving their
intended purposes. These problems began in
early 2016 with Germany’s Deutsche Bank and
culminated the following summer with the
resolution of Spain’s Banco Popular Espafiol
and the Italian government’s rescue of Monte
dei Paschi di Siena in June.

DEUTSCHE BANK. Concerns about the health
of Deutsche Bank first surfaced in early January
2016 after the bank reported aloss for 2015. That

loss heightened investors’ fears that the bank
might not be able to make coupon payments on
its outstanding CoCos, which were write-down
securities with alow trigger (5.125 percent of the
bank’s Tier 1 capital ratio). As European capital
standards required, payments on these CoCos
would occur at the issuer’s discretion, missed
coupon payments would not be cumulative,
and regulators retained the authority to trigger
abailout at any time.**

Deutsche Bank’s reported loss initiated
an abrupt decline in the prices of its CoCo
bonds the following year. Evidence suggests
that this decline may have provoked a conta-
gion effect, with other major European banks
experiencing a similar decline in the value of
their CoCo bonds at the same time.** Prices
also became increasingly volatile as uncertain-
ty about Deutsche Bank’s financial condition
persisted, compounded by fears that it would
miss a coupon payment. Interestingly; in late
December 2016, regulators issued an opinion
(one largely favorable to Deutsche Bank) that



attempted to clarify when a bank could make
coupon payments after failing to meet capital
adequacy standards. Despite this, the value of
Deutsche Bank’s CoCos remained low until
September of the following year. After a brief
upward spike, however, they fell sharply again,
partly in response to the US. Department
of Justice’s decision to fine Deutsche Bank
$14 billion for its role in the fraudulent sales of
risky mortgage-backed securities in the years
leading up to the financial crisis. (That fine was
subsequently reduced to $7.2 billion.)

The prices of the bank’s credit default
swaps on both its senior and junior debt fol-
lowed a similar pattern, as did the prices of
other banks’ CoCos. Deutsche Bank’s CEO
John Cryan went public on September 30,
2016, to defend the bank’s condition, while
several other analysts also confirmed that the
bank was liquid and basically sound.**

Deutsche Bank’s recent experience illus-
trates the asset death spiral associated with
poorly structured CoCos and the uncertain-
ties they can create. It also validates several
academics’ concerns that the discretionary
aspect of write-down CoCos could increase
the possibility of missed coupon payments
and heighten confusion regarding the degree
of regulatory intervention necessary to trigger
a partial or total write-down.®

BANCO POPULAR ESPANOL. The European
Central Bank’s decision in June 2017 to declare
Banco Popular Espanol (or Banco Popular
for short) a failing or likely to fail institution
prompted Europe’s recently established Single
Resolution Board to merge it with Banco
Santander, which purchased all the shares of
Banco Popular for a total price of €1.4° Banco
Popular’s troubles were a result of its having
accumulated bad mortgage debt prior to the
2008 crisis. Making matters worse, the bank’s
management easily papered over its losses,
taking advantage of the fact that Spanish
banking authorities had encouraged their
practice of relying on book-value accounting
and had a long-standing habit of putting off
recognizing any new losses.

Banco Popular had foundered for several

years after the 2008 financial crisis. In May
2016, it announced that it would have to raise
€2.5 billion in additional funding to bolster
its sagging capital, but this value was actually
far lower than the €6.7 billion that JPMorgan
Chase estimated the bank would need to sup-
port both its stock and CoCo bond prices.*” In
just two days—from May 27 to May 28, 2016—
the bank’s stock fell 32 percent. In April 2017,
Banco Popular itself made downward adjust-
ments to its 2016 financial statement, while
Moody’s downgraded its senior unsecured
debt, triggering another sharp drop in the val-
ue of both its shares and its bonds.

Like Deutsche Bank, Banco Popular’s
CoCo bonds had qualified as Additional Tier 1
(AT1) capital. Unlike Deutsche Bank, howev-
er, these were high-trigger (7 percent), going-
concern CoCos, which were set to convert
into equity at a price not lower than €1.549 per
share. The 7 percent trigger ratio was based on
the Common Equity Tier 1 risk-based capital
ratio. Like all CoCos that qualified for AT
capital status, Banco Popular’s contract in-
cluded a cancellation clause, and missed cou-
pon payments were noncumulative.

On June 6, 2017, however—before conver-
sion ever took place—the European Central
Bank (ECB) declared Banco Popular in dan-
ger of failing. The next day, Europe’s Single
Resolution Board merged the bank into Banco
Santander, cutting short any conversion of the
bank’s CoCos into equity. The move altogeth-
er eliminated its subordinated debt, along with
any claim its equity holders or CoCo investors
had to that debt. As in Deutsche Bank’s case,
the CoCo bond and equity prices exhibited a
death spiral, with hedgers taking short posi-
tions against those assets and triggering fur-
ther sales of stock.4® In Banco Popular’s case,
therefore, going-concern CoCos did not func-
tion as envisioned, insofar as they failed to in-
duce management and shareholders to reduce
risk, curtail leverage, and raise more capital.

MONTE DEI PASCHI DI SIENA. In December
2016, the Italian government and the ECB put
forward a “precautionary recapitalization”
of Monte dei Paschi di Siena (or Monte),
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Italy’s oldest bank. Like many other Italian
banks, Monte had been suffering since the
2008 financial crisis, plagued by significant
asset quality problems, difficulties in passing
recent regulatory stress tests, and a capital
shortage. Indeed, more than 35 percent of
Monte’s gross loans were nonperforming for
the first three quarters of 2016.4°

Although the bank had no outstand-
ing CoCo bonds, it did have subordinated
debt. As part of its recapitalization effort,
the Italian government provided Monte
€6.6 billion in support and wrote down its
investors’ claims by €2.2 billion. The gov-
ernment’s support program followed on the
heels of an announcement it had made the
week prior, in which it voiced its intent to
provide a €20 billion support package to the
entire Italian banking system.

Monte’s condition was undeniably de-
teriorating. It needed capital and had failed
in its attempts to raise more funds and find
a merger partner. Like Banco Popular, its as-
set quality problems had reached the point
at which it began experiencing a drop in li-
quidity: during the first nine months of 2016,
it lost €20 billion in deposits, and between
November and December, deposits fell from
7.6 percent to 4.8 percent of its total activi-
ties. In the final month of that year, Monte
lost an additional €2 billion in deposits.’®

The Italian government’s official rationale
for using taxpayer funds to support Monte was
that without doing so, investors would take an
even bigger hit under the European Union’s
new Bank Recovery and Resolution Directive,
which specifies the order in which creditors are
prioritized to take losses but prohibits such pri-
oritization of losses for insolvent banks.>* Part
of the reasoning behind this unusual structure
was the EU’s concern about potential conta-
gion effects on other Italian banks, since they
had asset quality problems as well.

Monte’s experiences demonstrate that, at
least in Europe, regulators are still inclined
to protect financial institutions with policies
that treat them as though they are “too big to
fail.” Given the emergency provisions in place

across the EU (like the ones that the ECB
and the Italian government implemented in
the cases above), the prospect of government
intervention and supervisory discretion will
likely continue to undermine the role that
CoCo bonds are meant to play in institutions’
capital structures. This outcome, in turn,
could weaken the discipline that CoCo bonds
are supposed to provide.

Given the deficiencies inherent in CoCo
design and implementation, U.S. regulators
should continue to regard these securities
with skepticism and caution. Other alterna-
tives—ones not subject to the shortcomings
discussed above—could better satisfy the ob-
jectives that many have tried—and failed—to
accomplish through CoCos.

AN AMENDED FINANCIAL
CHOICE ACT: ABETTER WAY?

One of the principal attractions of most
CoCo proposals is that their favorable tax
treatment (which, at least outside the United
States, they share with other forms of debt)
makes them a lower-cost debt option to eq-
uity’® Yet given their myriad vulnerabilities
and complexities, there may be a better way to
achieve CoCos’ intended effects—one that is
not driven by tax provisions.

U.S. regulators should look instead at re-
vising Title VI of the Financial CHOICE Act
of 2017, which the House of Representatives
passed that June. As written, the act provides
regulatory relief from some of the Dodd-
Frank Act’s most burdensome regulations in
addition to certain Basel III regulations.”3
Specifically, it exempts institutions with a
capital ratio of at least 10 percent (defined as
Tier 1 equity capital divided by total on— and
off—-balance sheet assets) from:

(1) any federal law or regulation address-
ing capital or liquidity requirements or
standards; (2) any federal law, rule, or
regulation that allows a federal finan-
cial agency to object to a capital distri-
bution; (3) specified considerations as



to whether the banking organization
poses a risk to the stability of the finan-
cial system of the United States; and (4)
other specified federal laws, rules, and
regulations.>*

The act’s regulatory off-ramp provision
measures capital according to book value, mak-
ing it vulnerable to some of the same criticisms
that apply to CoCos with accounting-based
triggers. Yet with suitable modifications, the
off-ramp provision could provide a genuine al-
ternative to costly prudential regulations.”” An
amended off-ramp provision should differ from
the House version in the following ways:

* It should measure a consolidated finan-
cial institution’s equity by its market
value, not by its book value. A market-
based equity-to-asset ratio would
capture the risk signals that accounting-
based measurements can mask, such as
fluctuations in monetary policy, shifts
in stock or commodity prices, and other
standard market risk measures.*®

* The current act’s 10 percent capital ra-
tio exemption threshold is too low. As
of 2018, 10.5 percent is the current Basel
ITI minimum capital ratio. Institutions
should not be afforded relief just be-
cause they meet this minimum.

* Instead of the act’s present all-or-
nothing approach to regulatory relief,
a modified off-ramp provision should
allow for incremental regulatory relief
depending on a bank’s capital level. As
an example, banks with capital ratios
between 15 percent and 18 percent could
qualify for marginal regulatory exemp-
tions. Those with capital ratios between
18 percent and 20 percent could also be
exempt from stress tests and related li-
quidity requirements.

* The plan should also impose increasing-
ly strict regulatory requirements when-
ever a firm’s capital ratio declines below
the regulatory relief tranches.

* The plan should require regulators to

demonstrate how they plan to monitor
risk taking among institutions that are
transitioning between off-ramp capital
thresholds. Regulators, not institutions,
should bear the cost of these monitoring
and enforcement measures.

The proposed tiered regulatory relief pro-
gram responds to the critical question: When
do we want intervention to occur? The answer
is: long before a severe problem presents itself
or an institution comes close to bankruptcy.
As to the form that intervention should take,
the above proposal assumes that intervention
can (and often should) begin as freedom from
intervention, and it contains several comple-
mentary attributes related to that assumption.

First, the plan creates a positive financial
incentive for institutions to have higher capi-
tal ratios. Higher capital ratios allow institu-
tions of various sizes to make more informed
choices about how to balance the cost of their
regulatory burden with the cost of their capital
holdings. Smaller institutions, for example, may
choose to hold higher levels of capital to avoid
large compliance costs. (Estimates show that
regulatory costs for small banks with fewer than
$100 million in assets amount to 9.8 percent of
their noninterest operating expenses, whereas
those costs drop to 5.5 percent for banks with
assets between $1 billion and $10 billion.)’”

Second, the plan would subject well-
capitalized institutions to less burdensome
regulations than undercapitalized institu-
tions. Doing so would provide institutions
that were better off with a competitive
advantage in the marketplace, since their
exemptions would signal that they were low-
risk and highly capitalized. Healthy, less regu-
lated, well-capitalized, and viable institutions
should, all else being equal, have a lower cost
of funding overall. Additionally, it is hard to
imagine that management and boards of di-
rectors would want massive increases in reg-
ulation owing to an erosion of their capital.
The opportunity for regulatory relief would
provide management with ample incen-
tive to act in ways that would protect their
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institution’s regulatory independence.

Third, the above changes would make
regulators responsible for monitoring an in-
stitution’s capital position and determining
whether to continue granting regulatory relief
if that position declined. Regulators would
also need to justify those decisions publicly. In
addition, because firms with fewer regulations
would have higher levels of capital, regulators
would be better able to react to warning sig-
nals and reimpose prudential regulations long
before those institutions reached critically
low capital levels. Under the current regula-
tory environment, the government must wait
until banks demonstrate a critical need for
capital before intervening. Often, these late-
stage interventions are far more burdensome,
not to mention costlier, than earlier ones.

Fourth, tying an institution’s capital ratio
to regulatory costs would make it easier for the
public to monitor regulatory oversight, which
would in turn improve regulatory accountabil-
ity. If an institution’s capital ratio fell below
the regulatory relief tranches and regulators
failed to act, their lack of response would be
public and transparent.

Fifth, the plan would modify the procedure
for reexempting formerly eligible institutions
whose capital had fallen below the necessary
off-ramp threshold. Section 601 of the Financial
CHOICE Act requires that an institution
qualifying for the off-ramp provision maintain
a quarterly capital ratio of 10 percent. The re-
sponsible federal regulator has the discretion
to declare an institution in noncompliance, giv-
ing it a year to recomply or lose its exemption
status. As written, however, this requirement
is too lenient, gives too much discretion to the
regulator, and provides institutions with too
much time to comply before losing their off-
ramp status. To correct these weaknesses, the
act should require that a market-based trigger
determine an institution’s compliance and that
institutions whose capital declines below a cer-
tain threshold lose their exemptions immedi-
ately. The act should also implement a one-year
waiting period before allowing an institution to
re-petition for off-ramp relief.

Although the above modifications would
tighten Title VI’s current provisions, they
would still provide institutions with enough
flexibility to make choices that would help
them avoid costly regulations. As a result,
the best way to view this program is as a re-
fined effort to incentivize lower risk tak-
ing on behalf of financial institutions and to
prompt corrective action and early interven-
tion from regulators, in line with the aims of
the Federal Deposit Insurance Corporation
Improvement Act. If an institution falls be-
low the capital requirements necessary for
regulatory relief, the first step should be to
revoke its relief status. Furthermore, by set-
ting those capital requirements above the
Basel III minimum, the act would allow
regulatory intervention to occur long before
an institution became insolvent. Whereas
CoCos historically have functioned more as
an instrument for reinjecting capital into an
institution at or past the point of failure, this
proposal focuses on preventing an institution
from ever reaching that stage.

Finally, the costs of structuring and imple-
menting this modified off-ramp program would
fall principally upon the regulators, not upon
the financial institutions, whose main expenses
would include only those related to assessing
the tradeoffs between regulatory compliance
and the loss of capital. At present, institutions
have had to make these determinations by de-
voting a significant number of their staff mem-
bers solely to regulatory compliance. Smaller
institutions have struggled to meet these bur-
dens, regardless of their actual capital or com-
pliance levels, and many have been forced to
merge into larger institutions as a result. This
modified proposal would grant these and other
firms the level of regulatory protection they
need and—with prudent conduct—the level of
regulatory relief they deserve.

CONCLUSION

A 2012 report by the Financial Stability
Oversight Council succinctly summarized
the benefits and problems with using CoCos



as a means for enhancing financial stability.’®
CoCos can help a struggling financial insti-
tution raise additional equity, absorb losses,
and remain liquid. They can also encourage
its managers to raise capital, and they can fa-
cilitate an orderly and timely resolution of any
tailure. But CoCos also have their drawbacks.
Their complexity can make them difficult to
price and create uncertainty as to whether con-
version will actually occur soon enough to ab-
sorb losses. Once initiated, a conversion might
also trigger a run on its issuer by raising doubts
about the issuer’s health, as shown in the cases
of Deutsche Bank and Banco Popular. In other
cases, uncertainty surrounding the likelihood
of a conversion has become a source of conta-
gion and systemic risk.>

The current regulatory approach to incor-
porating CoCos into capital requirements,
which predated much of the recent work on
how CoCos should be structured, does not

meet the standards of optimal design that
would enable them to function effectively.
Most of the CoCos issued thus far have been
of the write-down form and are based on
backward-looking accounting measures with
triggers geared to risk-based capital stan-
dards. Few are going-concern CoCos with
market-based triggers, which would discour-
age owners and managers from taking on in-
creased leverage and risk.

Given Europe’s experiences with CoCos,
and considering the conceptual difficulties
involved in designing CoCos that would avoid
similar problems in the future, US. regula-
tors should continue to approach CoCos with
skepticism and caution. An alternative worth
considering is a modified version of the regu-
latory off-ramp proposal contained in the
Financial CHOICE Act, which would provide
greater relief from burdensome regulations as
an institution’s capital increases.

¢
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