
At A Glance

Contingent Convertible Securities

Overview

Contingent convertible securities (“CoCos”) are securities issued by a bank that are designed to absorb the bank’s losses 

during a period of financial stress, thereby improving the bank’s capital position. CoCos absorb losses by converting to equity 

or having their principal written down (either partially or in full) when a pre-specified trigger event occurs. Absent a trigger 

event, the securities are hybrid instruments with debt-like characteristics. CoCos may be structured with various types of 

trigger events. 

CoCos were first issued in the aftermath of the 2008 financial crisis. Lloyds Banking Group’s November 2009 offering of 

enhanced capital notes (ECNs) is generally recognized as the first offering of CoCos. Regulators have encouraged CoCo 

issuances to reduce the likelihood of taxpayer bailouts such as those that were required during the financial crisis. Depending 

upon the specific features of the security, CoCos can qualify as Additional Tier 1 (AT1) or Tier 2 (T2) capital under the Basel III 

international regulatory framework for banks. To qualify as AT1 capital, CoCos must be perpetual instruments with coupon 

payments that can be deferred or cancelled at the issuer’s discretion. 

A Closer Look

CoCos are more complex than conventional debt 

instruments. For an investor, key considerations include 

the probability of a trigger event (i.e., the probability 

that the security will be forced to absorb losses) and 

the potential losses if a trigger event occurs. In order 

to evaluate the probability of a trigger event, the 

transparency of the trigger mechanism is important. To 

date, most issuances of CoCos have had accounting-

based triggers and/or discretionary triggers. 

An accounting-based trigger is activated if a capital ratio 

(e.g., the Common Equity Tier 1 ratio) drops below a 

specified level. The specified levels can vary, with higher 

triggers intended to provide additional equity capital at 

earlier intervention points. For CoCos with accounting-

based triggers, it may be difficult to forecast the future 

evolution of the issuer’s capital ratio. 

A discretionary trigger gives the regulator responsibility 

for determining when a trigger event has occurred. 

Here, it may be difficult to predict the regulator’s use 

of its discretion. For AT1 CoCos, there is also the risk 

that the issuer may use its discretion to defer or cancel 

coupon payments (which is possible even while the issuer 

continues to pay dividends on its common stock).

Additionally, many CoCos include a regulatory call 

provision, whereby the CoCo can be repurchased by the 

issuer (sometimes at par) if the regulatory environment 

changes and the security no longer qualifies as required 

capital. If purchases were made at prices above par, this 

can result in losses for investors. Moreover, investors may 

not be able to reinvest the call proceeds at comparable 

rates (referred to as reinvestment risk). The possibility of 

a regulatory call is an important consideration, as capital 

regulations can change over time.



Market participants may use different pricing models to 

value CoCos, such as equity derivative models and credit 

derivative models. When trying to model the likelihood 

of an extreme event, including a trigger event, there is a 

potential for modelling errors. To date, no CoCo has been 

triggered. Concerns have been raised regarding whether 

market participants are correctly assessing the risks 

associated with CoCos. It is possible that a trigger event 

could affect valuations across the asset class.

Recent Developments

Investors’ search for yield in a low interest rate 

environment may have played a role in the willingness 

to accept the risks associated with CoCos. Since 2009, 

banks have issued more than $280 billion of CoCos, 

with European and Asian banks representing the largest 

issuers by volume. Purchasers of CoCos have included 

hedge funds, asset managers, and private banks, as well 

as other institutional investors and retail investors.

Several regulatory bodies have issued warnings regarding 

sales of CoCos to retail investors. For example, on 31 July 

2014, the European Securities and Markets Authority 

issued a statement explaining the risks of investing in 

CoCos, stating that their analysis “can only take place 

within the skill and resource set of knowledgeable 

institutional investors.” On 5 August 2014, the UK’s 

Financial Conduct Authority announced a temporary 

restriction on the distribution of CoCos to the mass 

retail market effective 1 October 2014, with final rules 

scheduled to take effect after one year. On 1 October 

2014, Denmark’s Financial Supervisory Authority warned 

financial institutions against selling CoCos to retail clients. 

And on 15 October 2014, Germany’s Federal Financial 

Supervisory Authority stated that “[i]n general, [CoCos] 

are not suitable for active distribution to retail clients.”

Investor Complaints

If investors in CoCos are forced to absorb losses upon a 

trigger event, it is possible that investor complaints may 

result. As an example, Spanish bank Bankia faced mis-

selling claims from almost 145,000 retail investors who 

held other hybrid instruments that were forced to absorb 

losses during its recapitalization.

Disputes may also result from the exercise of regulatory 

call provisions. For example, in early 2014, Lloyds 

announced that it might exercise its regulatory call 

option, as its ECNs were unlikely to count towards the 

minimum amount of capital required in future stress tests. 

This announcement raised concerns among bondholders 

that the bonds, which were trading above par at that 

time, would be repurchased at par. Lloyds ultimately 

offered to repurchase some of the ECNs from retail 

investors at prices above par, and to exchange others 

held by institutional investors for new capital instruments 

valued above par. More than half of the Lloyds ECNs were 

repurchased or exchanged in early 2014. Later that year, 

Lloyds announced that it planned to seek permission 

from the Prudential Regulatory Authority (PRA) to call 

some of the outstanding series of ECNs at par, again 

raising concerns among bondholders. While Lloyds 

received permission from the PRA for the redemptions 

in March 2015, the case was then referred to court for a 

declaratory judgment. On 3 June 2015, the High Court 

ruled against Lloyds’ plan to redeem the ECNs. Lloyds 

has sought permission to appeal the decision. Attempts 

by other financial institutions to exercise regulatory call 

provisions may also result in disputes. 

NERA’s Capabilities and Expertise

NERA’s Securities and Finance Practice is widely 

recognized as a leader in the field. The members of our 

Global Securities and Finance Practice bring to bear a 

thorough understanding of securities, the markets in 

which they trade, and the regulatory institutions that 

govern them. Our insights build on experience gained as 

officers at major global institutions; economists at the 

Federal Reserve, the Securities and Exchange Commission 

(SEC), the Commodities Futures Trading Commission 

(CFTC), and the Council of Economic Advisers; faculty 

at top universities; and industry arbitrators. Clients hire 

us for advisory services because of the high level of 

sophistication and accuracy for which our work, often 

rigorously tested in a litigation setting, is known. 

We assist clients in all stages of securities litigation, 

including pretrial discovery, depositions, fact analysis, 

strategy planning, development of economic and 

financial damage models, critique of damage reports by 

opposing experts, and preparation of well-documented 

reports, exhibits, and testimony. NERA has broad 

expertise in disputes relating to a wide range of financial 

products, including hybrid instruments. Our securities 

experts are routinely involved in disputes and regulatory 

investigations related to the analysis of suitability, risk, 

and valuation of hybrid products including: 



Valuation and Risk Management
• Valuing various derivatives, fixed income, equity and 

hybrid products

• Analysis of hedging strategies 

• Analysis of trading data to examine liquidity and 

efficiency of trading in secondary markets

Broker-Customer Disputes
• Evaluating suitability and risk of specific investments

• Assessing portfolio performance

• Examining portfolio-level risk characteristics

• Evaluating liability

• Evaluating opposing expert reports and analyses

• Analyzing and calculating damages (if any)

About NERA 

NERA Economic Consulting (www.nera.com) is a global 

firm of experts dedicated to applying economic, finance, 

and quantitative principles to complex business and legal 

challenges. For over half a century, NERA’s economists 

have been creating strategies, studies, reports, expert 

testimony, and policy recommendations for government 

authorities and the world’s leading law firms and 

corporations. We bring academic rigor, objectivity, and 

real world industry experience to bear on issues arising 

from competition, regulation, public policy, strategy, 

finance, and litigation.

NERA’s clients value our ability to apply and communicate 

state-of-the-art approaches clearly and convincingly, 

our commitment to deliver unbiased findings, and our 

reputation for quality and independence. Our clients rely 

on the integrity and skills of our unparalleled team of 

economists and other experts backed by the resources 

and reliability of one of the world’s largest economic 

consultancies. With its main office in New York City, 

NERA serves clients from more than 25 offices across 

North America, Europe, and Asia Pacific. 
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