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ABC Asset-Backed Capital Commitment
ABI Association of British Insurers
BCBS Basel Committee on Banking Supervision
Cat Bond Catastrophe Bond
CB Convertible Bond
CDS Credit Default Swap
CoCos Contingent Convertible Bonds
CPCT Committed Preferred Custodial Trust
ECN Enhanced Capital Notes
EPS Earning Per Share
FASB Financial Accounting Standards Board
FRB Federal Reserve Bank
FSA Financial Service Authority
GM General Motors
LIBOR London Inter-Bank Offered Rates
OSFI Office of the Superintendent of Financial Institutions
PIBS Permanent Interest Bearing Shares
PPDS Profit Participating Deferred Shares
RCD Reverse Convertible Debenture
S&P Standard & Poor’s
TCE Tangible Common Equity

VWAP Volume-Weighted Average Price
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< Abstract >

The recent financial crisis illustrated the shortcomings of the
regulatory capital requirements for financial institutions. In
particular, the adequacy and utility of various financial
instruments are being questioned as they failed to effectively
absorb losses during the financial distress. One proposed reform
is to have financial institutions issue contingent capital in the
form of contingent reverse convertibles, which behave like
normal debt and convert into common equity when a predefined

event occurs.

As a market-oriented mechanism, contingent capital is
supposed to provide financial institutions leverage in good times
and capital buffer in bad times. It directly addresses many of the
problems related to moral hazard and market discipline. If
implemented properly, the adoption of contingent capital can
encourage stronger risk-management. It is a potentially cost-efficient

tool that can substitute for government bailouts in a financial crisis.

Contingent capital is not an ordinary hybrid security. It is
difficult to gauge investors’ appetite for contingent reverse
convertibles. Firms will be reluctant to issue contingent capital.
Designing contingent capital that is attractive to both sides in
the market will be challenging. Moreover, it is not clear how an
investor can price contingent reverse convertibles given that it is

difficult to accurately measure the risk of conversion.
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Given these obstacles, the issuance should be compulsory or
the government should provide incentives to the financial
institutions. Each approach has its own problems. When other
nations do not adopt the contingent capital regulations, one
nation’s  single-handed approach to compulsory issuance can
severely erode its financial competitiveness. On the other hand,
government subsidies lack political support since the primary
purpose of contingent capital is to strengthen financial institutions’

capital structure without implicit government support.

Under the circumstances, an internationally coordinated
policy, rather than nation-specific regulation, is most desirable.
As each nation has unique issues to deal with, it will not be
easy to sort out those differences. Furthermore, the details need
to be worked out. For example, questions arise as to whether
interest payments on contingent reverse convertibles should be

tax deductible for issuing firms.

It is also worthwhile to consider using contingent capital as
an ex-post instrument. This can be easily implemented even
without international endorsement. In fact, several firms issued
contingent capital once their assets become distressed after the

financial crisis.

For the next few years, regulators will be busy devising
appropriate guidance regarding the regulatory capital structure in
preparation for another possible financial crisis. Certainly, contingent

capital will play an important role in this new environment.
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