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As world fi nancial leaders assembled in Washington last 
week to take stock of the global economy, one nagging 
concern was whether some postcrisis fi xes might be 
complicating their ability to manage lingering banking 
problems in Europe.

At issue: new capital instruments known as contingent 
convertible securities -- or CoCos -- meant to convert from 
debt to equity when banks’ capital levels fall too low. The 
idea is to create a special class of bank creditors who, rather 
than staking fi rst claim to the assets of a distressed bank, 
will lose their investments instead. That means private 
investors, rather than taxpayers, are more likely to take 
the hit when a fi nancial institution fails, a “bail-in,” rather 
than a politically toxic “bail-out.”

That’s the theory. It’s not yet clear how they’ll work in 
practice, and some offi cials gathered in Washington for the 
International Monetary Fund annual meetings said they 
feared unintended consequences.

“In my view they haven’t really so far seen the test of time,” 
Axel Weber, who ran Germany’s central bank from 2004 
to 2011, said Friday at one of the many conferences held on 
the sidelines of the Fund gathering.

Mr. Weber, now chairman of UBS Group AG, said he 
worried the instruments may intensify instability, as 
bondholders may panic when a bank seems to be having 
trouble, out of fear they’ll get hit with big losses.

“If you actually think a fi nancial institution is going to 
encounter problems, and you think that the probability 
of conversion to equity [is rising] then ‘expectationally’ 
you’re equity long,” Mr. Weber said at a conference of 
the Bretton Woods Committee, a bipartisan Washington-
based group of economic bigwigs promoting global 
fi nancial cooperation.

“We know from fi nance the only way to match that is 
to short the stock,” he added, stressing how the mere 
expectation of a problem could aggravate a downward 
spiral by encouraging investors to short vulnerable shares.

Indeed, that’s the panic that gripped European markets 
earlier this year, when banking shares plunged the last 
time worries hung over the solvency of Deutsche Bank AG.

Adding to the CoCo confusion is uncertainty about just 
what would trigger the conversion. CoCos are a crucial part 
of the new global banking rules promulgated by the Basel 
Committee on Banking Supervision. And banks, especially 
in Europe and Asia have issued more $380 billion in 
CoCos since 2009, according to analysis by NERA, a global 
economics consultancy headquartered in New York.

But the Basel guidelines are silent on whether CoCo 
triggers should be contractual, linked to a market price, a 
capital ratio, or at the discretion of regulators.

In 2015 around 40% of the CoCos included threshold 
triggers based on banks’ capital, while a third had 
discretionary triggers, meaning national regulators would 
decide, and the remainder had both.

Stefan Ingves, who chairs the Basel rule-setting committee, 
was on the same panel and was asked if regulators would 
have the political will to trigger the conversion. His 
response: “Time will tell.”

Mr. Weber said UBS had one good use for CoCos -- 
incentivizing managers to do their best to prevent outside 
investors from ever taking a nasty hit. CoCos are part of 
the bank’s compensation package so “if there’s a problem, 
the fi rst thing we bail in is our own employees in deferred 
compensation. It doesn’t sound nice, but it’s very effective. 
It keeps everyone focused on risk,” he told the conference.
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