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2018 marks the ten-year anniversary of the global financial crisis of 2008-09. The

financial system has truly come a long way from this point and is in a much better

position to endure an economic downturn today, should one occur. 

 

The United Kingdom example: Strong results from the Bank of England’s stress          

test

 

After the Global Financial Crisis of 2008-09, Central Banks clearly understood the

importance of regularly gauging the capability of their respective banking systems to

withstand difficult economic environments. When performing a stress test in 2017, the

Bank of England took into consideration the following hypothetical conditions:

 

World GDP falls by 2.4%

UK GDP falls by 4.7%

UK unemployment rises to 9.5%

UK residential property prices fall by 33%

UK commercial real estate prices fall by 40%

UK Bank Rate rises and peaks at 4%

The sterling exchange rate index falls by 27%

 

Based on these assumptions, the common equity tier 1 (CET1) capital ratio only dropped

to an aggregate of 8.3% (from a current level above 13%). This is extremely noteworthy

because all additional tier 1 (AT1) instruments in issue during the test had triggers of

7%1. 

 

Bottom Line: The Bank of England created a difficult scenario for the UK’s banking

system and the result of the test was an aggregate CET1 ratio above the 7% trigger level

—meaning the adverse AT1 investor scenarios of equity conversion or write down would not

have occurred.

 

WisdomTree introduces a diversified approach to CoCo Bonds within the ETP         

structure

 

Contingent Convertible Bonds, or CoCo bonds, represent a way in which banks can buttress

their Tier 1 capital requirements, otherwise reserved for common equity and retained

earnings. This layer of the capital structure is intended to absorb losses in the event

of severe market stress and serves as a cushion between equity and more senior debt.

To meet Basel III capital requirements drafted after the financial crisis, European
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banks began issuing Contingent Convertible Bonds. Depending on the terms and conditions,

a CoCo is classified as either AT1 or Tier 2 (T2) capital. A unique feature of CoCos is

their trigger and loss absorption mechanism. A CoCo trigger is the prescribed level

which, when breached, activates the loss absorption mechanism. The loss absorption

mechanism is the action taken thereafter. Under the conditions of the UK stress tests at

the end of 2017, the prescribed trigger level of 7%, would not have been breached. 

 

Balancing the risk of CoCos with the benefits of higher income

 

AT1 CoCos offer a higher yield than other bank debt since they are lower on the capital

structure, right above equities. From the issuers’ standpoint, CoCos are attractive

because the coupon payments are fully tax-deductible and the cost of raising capital by

issuing an AT1 CoCo bond is lower than that of share capital increase.

 

CoCos have high yields relative to other European-focused asset classes (as of

27 April 2018)

Source: Bloomberg. Past performance is not indicative of future results. You cannot

invest directly in an Index

 

Within Europe, yields on fixed income indexes are quite low—even the ICE BofA ML

Euro High Yield Index was only at about 2.8% as of 27 April 2018. This was below the

dividend yield of the Euro STOXX Index as well as that of the Euro STOXX Banks

Index.

The iBoxx Contingent Convertible Liquid Developed Europe AT1 Index was at 5.10%.

Yes, CoCos clearly have unique risks, but the crucial question is whether the

incremental gain in potential income is enough to compensate investors for these

risks. We think that, as long as CoCo issuers have reasonably sound fundamentals,

they can be quite attractive. 

 

CoCo returns have thus far been strong

 

Of course, yield is only one part of the picture—the total return of a particular fixed

income index captures the impact of yield but also of other factors, like capital

appreciation. On a total return basis, since the end of 2013, CoCo returns have been

strong. Conceptually, we also believe that it is important to hold a diversified array

of these securities, given the unique risks of the asset class. While issues haven’t

been widespread, close followers of European banks would likely remember Banco Populare
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and Deutsche Bank having their own idiosyncratic events over the past few years. While

holding these specific AT1 CoCos during these times of stress would not have been

pleasant, a diversified approach to the asset class was one way to mitigate these single

security risks.

 

Cumulative returns of AT1 CoCos have outperformed since the end of 2013 (31

December 2013 to 30 April 2018)

 

Source: Bloomberg. Past performance is not indicative of future results. You cannot

invest directly in an Index. AT1 Cocos: iBoxx Contingent Convertible Liquid Developed Europe AT1 Index, Euro High

Yield: ICE BofA ML Euro High Yield Index, Euro Corporate: ICE BofA ML Euro Corporate Index, Euro Government: ICE BofA ML Euro

Government Index, Euro Banking: ICE BofA ML Euro Banking Index, U.S. High Yield: ICE BofA U.S. High Yield Index, Euro Bank Stocks:

Euro STOXX Banks Index, Euro Equities: Euro STOXX Index.

 

Market access

 

The most notable takeaway is that, after WisdomTree’s launch, investors now have a

diversified manner to access an asset class that was formerly quite difficult. It is a

great illustration of how the exchange-traded product structure is able to bring

transparency and lower cost to an area of the market that formerly would have been

deemed the sole province of active managers. 

 

 

1 Source: Bank of England, 2017.

 

You may also be interested in reading:

 

+ WisdomTree Launches World’s First CoCo Bond ETF

+  Contingent Convertible Bonds 

 

Related products 

 

+ WisdomTree AT1 CoCo Bond UCITS ETF - USD
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https://wisdomtree.eu/~/link.aspx?_id=62208B1DA91C4964BD8896D29025DE3F&_z=z
https://wisdomtree.eu/~/link.aspx?_id=76FD0F21B48C481CBCEC5DF6A748217A&_z=z
https://wisdomtree.eu/~/link.aspx?_id=D96430505DAA4E0E9BCE94B9E1B7C8A7&_z=z


+ WisdomTree AT1 CoCo Bond UCITS ETF - USD Acc

 

View the online version of this article here.
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https://wisdomtree.eu/~/link.aspx?_id=FD5041E5F3CD4C499F26865529BAA3FD&_z=z
https://www.wisdomtree.eu/en-gb/blog/2018-05-22/coco-bonds


Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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