Prepping
for crises

Regulatory impetus

to formalize contingent
capital has been
gaining strength.

INVESTMENTS A JiIB=eoits
credit crunch has had a devastat-
ing impact on banks throughout
the world, much to the chagrin
of regulators entrusted with en-
suring that bankers’ exuberance
in good times didn’t lead them
to over-reach. The response of

continued on page 8
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Tier 1 capital must be common

shares and retained earnings.”

governments has been un-
precedented, with direct in-
vestments and guarantees to ||

HYMAS

Non-equity capital
A growing regulatory dis-

taste for non-equity forms

stave off financial collapse.

There is broad agreement that
the proportion of common eq-
uity in bank capitalization should
increase. The G10 Central Bank
Governors and Heads of Super-
vision, the oversight body of the
Basel Committee on Banking
Supervision, announced on Sep-
tember 7, 2009 they had agreed to
“raise the quality, consistency and
transparency of the Tier 1 capital

base. The predominant form of

of capital (preferred shares,
innovative Tier 1 capital and
subordinated debt) led S&P to
downgrade a wide swath of Eu-
ropean banks’ hybrid capital on
March 31, 2009, with Moody’s
and DBRS applying the rationale
to Canadian banks’ hybrid capital
at the end of June.

The regulatory revulsion took
concrete form at the European

Commission in July 2009, when

they stated “the discretionary

offset of losses (for example, by
releasing reserves or reducing
equity) by beneficiary banks in
order to guarantee the payment
of dividends and coupons on out-
standing subordinated debt is, in
principle, not compatible with the
objective of burden-sharing. This
was given force when Northern
Rock and Belgium’s KBC, among
others, were forced to impose a
coupon deferral to the greatest
extent possible as a condition of
their bailouts.

Burden-sharing may also be ac-
complished by issuer repurchases
at sub-par prices. More than 100
issues have been repurchased or

continued on page 10
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exchanged in this manner, with
the total gain to the issuers being
in excess of $16 billion. However,
regulators have not failed to no-
tice that although the book profit
from these transactions is incor-
porated into retained earnings,
there is still cash leaving the firms,

CPRO. These were 60-year notes,
callable at par after five years, is-
sued at $25 when Citigroup com-
mon was trading at about $48.
CPRO saw a low of $2.60—about
one-tenth of issue price—in the
first quarter of 2009. Under the
terms of Citigroup’s exchange
offer, each CPRO could be ex-
changed for 7.30769 common
shares of Citigroup, implying an

The past two years have provided ample
evidence market values can decline

in a manner virtually unrelated
to any calculation of intrinsic value.

and they are urging a greater use
of exchange offers into more
junior forms of bank capital.

A highly successful instance of
such an exchange was the Cit-
group’s exchange of its preferred
shares and some subordinated
debt into common shares. The
6.875% Enhanced Trust Pre-
ferred Securities were issued on
June 30, 2006 and later listed
on the NYSE under the symbol

effective conversion price of $3.42,
less than one-tenth of the common
share’s price on the issue date of
the sub-debt. Citigroup closed at
$3.02 on the date of the exchange
offering, implying that holders of
these subordinated notes had lost
approximately 12% of the princi-
pal invested—but common share-
holders had lost about 94%.

This is the type of burden-shar-
ing that regulators are seeking to

encourage; however, the process
should be formalized to reduce
the uncertainty that has proved so
destructive to the capital markets

over the past few years.

Contingent capital

Elements of a corporation’s capi-
talization that have some degree
of seniority, but may be converted
into more junior elements, are
referred to as contingent capital.
Regulatory impetus for the for-
malization of contingent capi-
tal has been growing in recent
months, with the US Treasury
musing about the possibility of
“requiring some banking firms ...
to issue appropriately designed
contingent capital instruments,
including long-term debt instru-
ments that convert to equity capi-
tal in stressed conditions.”

They were, however, quick to
note the problems. “The feasibil-
ity of contingent capital instru-
ments remains uncertain. The
challenges of contingent capital
include, among others, devising
the right trigger event for conver-

sion and designing an instrument

that will be marketable by bank-
ing firms at a reasonable cost.”
HM Treasury provided a sug-
gestion. “One solution would be to
make some of the debt (perhaps the
subordinated debt tranche only)
convertible into equity in the event
of a systemic crisis and on the au-
thority of the financial regulator.”
The idea received support from
Canada’s Office of the Superinten-
dent of Financial Institutions.
Advisors will be interested in new
types of investments, but two vital
structural issues must be addressed:
The trigger: under what circum-
stances will the conversion of the
more senior instrument into com-
mon equity become mandatory?
The price: what will be the terms

of the conversion?

Conversion trigger

There are various proposals for the
trigger. Prof. Mark J. Flannery of the
University of Florida proposes that
banks be required to finance 5% of
their assets with contingent capital
and that the market value of their
common equity be a minimum of

8% of their assets. The conversion

trigger would be a decline in the
market value of their equity to below
8%, at which point sufficient contin-
gent capital would be converted to
top it up, with replacement contin-
gent capital issued soon after.

The main problem with this
proposal is regulatory depen-
dence on market values. The past
two years have provided ample
evidence that market values can
decline in a manner virtually unre-
lated to any calculation of intrinsic
value, and that healthy institutions
can see their equity price decline
precipitously for no other reason
than the existence of, shall we say,
less healthy institutions.

In addition, the ability of man-
agement to make cosmetic ad-
justments to the stated balance
sheet, together with the problems
inherent in comparing book val-
ues to market values, provides a
measure of uncertainty for inves-
tors with respect to the potential
for conversion—and uncertainty,
as we have seen, may rapidly be-
come crippling in a crisis.

The conversion may also rein-

force an equity market decline and
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make it harder for the institution
to issue share capital directly.

The Squam Lake Working
Group (SLWQ), a distinguished
group of 15 academics, has pro-
posed a double trigger for conver-
sion, the first being a declaration by
regulators that a systemic crisis ex-
ists, the second being determined by
the covenants of the particular issue
(one possibility being the breaching
of extant regulatory ratios).

The first of these triggers—the
declaration by regulators—will
introduce even more uncertainty
among investors in a crisis, as the
value of the investment in its ini-
tial state may be different from its
converted value.

This increases the potential for
regulatory capture and even cor-
ruption, in addition to harming
the values of the bank’s capital in-
struments on the markets, making
it more difficult to refinance.

The SLWG’s purpose in speci-
fying a double trigger is to main-
tain the current protections of
subordinated debenture holders
in normal times, when a bank

may fail without endangering the

world financial system, but the
additional uncertainty introduced
by the requirement for regula-
tory declaration would make such
securities difficult to price, limit-
ing the potential for systemic im-
provements in market discipline.

The use of regulatory ratios as
a trigger is a feature of the Lloyds
Banking Group exchange offer
and two extant Australian issues,
Commonwealth Bank PERLS IIT
and Westpac TPS.

Such triggers have a superficial
appeal, as they directly address the
problem of potential regulatory
action, but are flawed in that they
may be adversely affected by future
changes in the regulatory regime.

Not only may the calculation of
Tier 1 ratios change in the future,

regulatory
change too. Canada, for example,

requirements may
has established a target of 7% for
Tier 1 capital ratios, well in excess
of the Basel II floor of 4%. With
such a trigger, investors are being
asked to provide capital that is not
simply contingent upon an analy-
sis of the issuer, but is also subject
to regulatory whims.

Conversion price

"Two basic models for the conversion
price have been subjects of discus-
sion: first, that the conversion price be
equal to the market price at the time
the conversion is triggered, and sec-
ond, used for the new Lloyds Bank-
ing Group notes, that the conversion
price is equal to the market price at
the time the notes are issued.

The first option can lead to
massive dilution in times of stress,
which may make it more difficult
for a bank to issue replacement
equity capital in a normal arm’s-
length transaction.

The Lloyds Bank model, in
which the exchange price is equal
to the common share’s price at
the time of issue, is disastrous
and, probably, makes such notes
impossible to issue in a non-
coercive manner. The use of the
current market price implies that
the noteholders have no first-loss
protection—such an issue cannot

even be considered a bond.

Market-friendly trigger
The currently proposed triggers

and conversion price calculations

are not good enough in times of
stress when certainty is at a premi-
um. Ideally, the non-equity com-
ponents of capital will be required
to meet tests of certainty before
being granted regulatory status as
“loss-absorbing” securities.

A more appropriate solution
is to make the conversion trigger
based on the price of the common
stock. If, for example, a Tier 1 in-
strument is issued at a time when
the common stock is trading at
$50, conversion to common shares
should occur when the volume-
weighted average price of the
common shares taken over any pe-
riod of twenty consecutive trading
days is less than half the issue-date
price, or $25.00. The conversion
price should be fixed at the same
price as the trigger price.

Tier 2 instruments could have
the same conversion pattern but
with a greater degree of first-
loss protection; the trigger and
conversion price could be one-
quarter the issue date price of the
common, rather than the one-half
proposed for Tier 1 instruments.

Such a solution provides:

1. the potential for dilution to be
analyzed properly by prospective
purchasers of equity new issues;

2. certainty as to the degree of this
potential dilution; and

3. holders of the Tier 1 instruments
to hedge their potential exposure
to equity via the options market;
and provide purchasers of the
Tier 1 instruments with substan-
tial first-loss protection.

In effect, the proposal formalizes
such exchange offers as the Citigroup
offer described earlier, but makes the
conditions known in advance.

Some may object that a mandat-
ed conversion to common shares
may make it impossible for bond
funds to invest in such securities.
This must be counted as a feature,
not a bug. The surprising effects of
the Primary Reserve money market
fund “breaking the buck” due to
the Lehman default should serve as
an object lesson to regulators. The
pretense that risky instruments are
risk-free is destabilizing. A%
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