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What Is a
CoCo”

The term CoCo has been all over the financial media these past
few weeks. Before the collapse of Credit Suisse, most people
never heard of the term, and of those that did, few knew what it
actually meant.
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What is a CoCo?

Before the beginning of March, most of us would
have thought of a fruit, or chocolate, when we
heard the word “CoCo”. However, that word has
been all over the financial media these past few
weeks. Before the collapse of Credit Suisse, most
people never heard of the term, and of those that
did, few knew what it actually meant.

CoCo is a term used to describe a hybrid debt
instrument known as a Contingent Convertible
bond. A type of CoCo that made the news recently
was Credit Suisse’s Additional Tier 1 securities, or
ATT’s. Although similar to a traditional convertible
bond, it is important to note that they are not the
same instrument. In fact, there are major
differences. Both have a strike price or “trigger
price” that once hit, can trigger the conversion of
the bond into stock. Both also pay a fixed interest
rate and are subordinate to more senior debt.
However, this is where most major similarities end.
Convertible bonds allow investors to receive a fixed
interest payment and at the same time provide the
option to potentially participate in a company’s
stock price appreciation. As we mentioned above,
Contingent Convertible bonds also pay a fixed
interest payment, most of the time higher than other
debt instruments of the same company. However, as
with most things in the financial markets, this higher
yield comes with a higher level of risk.

In order to understand the risk behind CoCo’s, it is
important to first look at why they were created in
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the first place. This type of instrument became
popular in Europe after the 2008 financial crisis.
Regulators back then implemented capital
requirements for financial institutions under what
became known as the Basel lll accord. This accord
stated that banks had to meet minimum capital
requirements to be able to confront unforeseen
events. One of the most important levels of these
capital requirements is known as Tier 1 Capital. This
is supposed to be the highest-rated level of capital
used to offset any unforeseen losses in loans or
investments, and includes a bank’s retained
earnings, as well as common equity. Some banks
have issued additional common equity to build up
their Tier 1 Capital ratios. But as we know, issuing
common equity can also dilute earnings for existing
shareholders. This is where CoCo’s come in.
Additional Tier 1 notes provided banks with a
“safety valve”, where they had an instrument that
could be converted into common equity in a future
emergency to bolster Tier 1 Capital ratios, without
the need to issue equity in the present. Banks then
issued these notes with higher yields to reward
investors for the additional risk.

In retrospect, it appears that some investors might
have purchased some of these CoCo’s thinking that
they were basically slightly riskier convertible bonds
with higher yields. After all, the instances where
CoCo’s had been triggered into an equity
conversion were few. As we now know, although
improbable, the level of risk associated with these
investments is high.

But where does this high level of risk come from?
Mainly from two sources: The conversion and write-
down covenants associated with these bonds, as
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well as relatively unclear parameters surrounding
their triggering. A CoCo’s conversion and write-
down covenants could range anywhere from a
simple conversion to equity, as many expected
would be the case with Credit Suisse’s ATT’s, to
what actually happened, which was a complete
write-down of the notes. Some CoCo’s allude to
conversion, temporary write-downs, partial write-
downs, and full write-downs in their investment
agreements. We must also remember that even, if a
conversion is triggered, then investors could end up
holding stock that is in decline. At the same time,
what triggers some of these covenants can be
murky. As we saw with Credit Suisse, these CoCo’s
were supposed to be triggered if the Tier 1 Capital
ratio dropped below 7%. However, the ratio was
between 13% and 14% before the bank’s collapse,
yet Swiss regulators still pushed through a
complete write-down of the bonds. Additionally,
they side-stepped the traditional capital seniority
waterfall, by eliminating the CoCo debt, but still
paying common equity holders. Contingent
Collateral debt ranks towards the bottom of the
seniority waterfall, but it was assumed that, as debt,
it ranked higher than common equity. Granted, the
Credit Suisse CoCo notes appeared to contain very
specific provisions that seemed to indicate that this
particular scenario was a possibility. Not everyone
agrees, obviously, and the matter is already up for
litigation.

What is not up for debate is the negative impact
that the collapse of the Credit Suisse AT1 notes had
on the entire $275 billion CoCo bond segment.
European and Latin American banks are the main
issuers of this type of instrument, and many have
come out stating that the particulars of the Credit
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Suisse AT1 notes were specific to the Swiss
industry. This might be true, but the uncertainty
surrounding this type of investment is certainly real.
We were on a call earlier this week with the head of
J.P. Morgan’s Latin America Corporate Research,
where she alluded to the fact that what struck her
the most out of the collapse of the Credit Suisse
CoCo’s was the uncertainty over the triggers that
led to their write-down. This sentiment is being
echoed across the industry. In Latin America in
particular, Banco Itau, Banco do Brasil, Banorte, and
Banco Davivienda are the most prominent issuers
of CoCo notes. According to many on Wall Street,
these CoCo’s appear to be fine at the moment. We
are not disputing that. However, write-down
languages, regulatory entities, and bank
recapitalization practices vary from country to
country, whether it’s in Latin America or Europe.
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This adds a complex and multi-level layer of risk.
The important point to remember is that when
dealing with CoCo’s, or any type of investment for
that matter, we have to account for the potential
risks associated with the investment, seen and
unforeseen, as best we can. It pays to read the fine

print.
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Important Legal Disclaimer

Insigneo Financial Group, LLC comprises a number of operating
businesses engaged in the offering of brokerage and advisory
products and services in various jurisdictions, principally in Latin
America. Brokerage products and services are offered through
Insigneo International Financial Services, LLC, headquartered in Puerto
Rico, and through Insigneo Securities, LLC, headquartered in Miami.
Both are members of the Financial Industry Regulatory Authority
(FINRA) and Securities Investors Protection Corporation (SIPC).
Investment advisory products and services are offered through
Insigneo Advisory Services, LLC, an investment adviser registered with
the Securities and Exchange Commission. In Uruguay, advisory
services are offered through Insigneo International Asesores de
Inversion Uruguay, SA, Insigneo Asesores de Inversion Latam, SRL, and
Insigneo Asesores de Inversion de Uruguay, SRL, in Argentina through
Insigneo Argentina, SAU, and in Chile through Insigneo Asesorias
Financieras, SPA. Collectively, these eight operating businesses make
up the Insigneo Financial Group. To learn more about the Broker
Dealers including their conflicts of interest and compensation
practices, please go to https://insigneo.com/disclosures/ or via
www.finra.org. To learn about Insigneo Advisory Services, LLC and any
conflicts related to its advisory services, please see its Form ADV and
brochure which can be found at Investment Advisor Public Disclosure
website https://adviserinfo.sec.gov/

FOR AFFILIATES LOCATED IN CHILE

Insigneo Asesorias Financieras SPA se encuentra inscrito en Chile, en
el Registro de Asesores de Inversion de la Comision para el Mercado
Financiero. Este informe fue efectuado por area de Research &
Strategy de Insigneo Securities LLC. o sus proveedores, en base a la
informacién disponible a la fecha de emision de este. Para evitar
cualquier conflicto de interés, Insigneo Securities LLC dispone que
ningun integrante del equipo de Research & Strategy tenga su
remuneracion asociada directa o indirectamente con una
recomendacion o reporte especifico o con el resultado de una cartera.

Aunque los antecedentes sobre los cuales ha sido elaborado este
informe fueron obtenidos de fuentes consideradas confiables, no
podemos garantizar la completa exactitud e integridad de estos, no
asumiendo responsabilidad alguna al respecto Insigneo Securities LLC,
Insigneo Asesorias Financieras SPA ni ninguna de sus empresas
relacionadas.

Este material esta destinado Unicamente a facilitar el debate general y
no pretende ser fuente de ninguna recomendacion especifica para una
persona concreta. Por favor, consulte con su ejecutivo de cuentas o
con su asesor financiero si alguna de las recomendaciones especificas
que se hacen en este documento es adecuada para usted. Este
documento no constituye una oferta o solicitud de compra o venta de
ningun valor en ninguna jurisdiccion en la que dicha oferta o solicitud
no esté autorizada o a ninguna persona a la que seailegal hacer dicha
oferta o solicitud. Las inversiones en cuentas de corretaje y de
asesoramiento de inversiones estan sujetas al riesgo de mercado,
incluida la pérdida de capital.
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La informacion base del presente informe puede sufrir cambios, no
teniendo Insigneo Securities LLC ni Insigneo Asesorias Financieras SPA
la obligacién de actualizar el presente informe ni de comunicar a sus
destinatarios sobre la ocurrencia de tales cambios. Cualquier opinion,
expresion, estimacion y/o recomendacion contenida en este informe
constituyen el juicio o vision de area de Research & Strategy de
Insigneo Securities LLC. o sus proveedores, a la fecha de su
publicacién y pueden ser modificadas sin previo aviso.

FOR AFFILIATES LOCATED IN URUGUAY

En Uruguay, los valores estan siendo ofrecidos en forma privada de
acuerdo al articulo 2 de la ley 18.627 y sus modificaciones. Los valores
no han sido ni seran registrados ante el Banco Central del Uruguay para
oferta publica.

FOR AFFILIATES LOCATED IN ARGENTINA

Insigneo Argentina S.A.U. Agente Asesor Global de Inversién se
encuentra registrado bajo el N° 1063 de la Comisiéon Nacional de
Valores (CNV) e inscripto ante la Inspecciéon General de Justicia (IGJ)
bajo el N° 12.278 del Libro 90, Tomo -, de Sociedades por Acciones.
Este informe fue efectuado por area de Research & Strategy de
Insigneo Securities LLC. o sus proveedores, en base a la informacion
disponible a la fecha de su emision. Para evitar cualquier conflicto de
interés, Insigneo Securities LLC dispone que ningun integrante del
equipo de Research & Strategy tenga su remuneracion asociada
directa o indirectamente con una recomendacion o reporte especifico
o con el resultado de una cartera. Aunque los antecedentes sobre los
cuales ha sido elaborado este informe fueron obtenidos de fuentes
consideradas confiables, no podemos garantizar la completa exactitud
e integridad de estos, no asumiendo responsabilidad alguna al
respecto Insigneo Securities LLC, Insigneo Argentina S.A.U. ni ninguna
de sus empresas relacionadas. La informaciéon base del presente
informe puede sufrir cambios, no teniendo Insigneo Argentina S.A.U. la
obligacion de actualizar el presente informe ni de comunicar a sus
destinatarios sobre la ocurrencia de tales cambios.

Este material esta destinado Unicamente a facilitar el debate general
y no pretende ser fuente de ninguna recomendacion especifica para
una persona concreta. Por favor, consulte con su ejecutivo de
cuentas o con su asesor financiero si alguna de las recomendaciones
especificas que se hacen en este documento es adecuada para
usted. Este documento no constituye una oferta, recomendacion o
solicitud de compra o venta de ningun valor negociable en ninguna
jurisdiccion en la que dicha oferta o solicitud no esté autorizada o a
ninguna persona a la que sea ilegal hacer dicha oferta o solicitud. Las
inversiones en valores negociables estan sujetas al riesgo de
mercado, incluida la pérdida parcial o total del capital invertido.
Cualquier opinion, expresion, estimacion y/o recomendacion
contenida en este informe constituyen el juicio o visidon de area de
Research & Strategy de Insigneo Securities LLC. o sus proveedores, a
la fecha de su publicacion y pueden ser modificadas sin previo aviso.



