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HERMES CREDIT: COCO RISKS UNDERAPPRECIATED
Fraser Lundie and Mitch Reznick, Co-heads of Hermes Credit, warn that when it comes to
cocos (contingent convertible bonds) investors need to be highly selective, as their risks seem
underappreciated by the market and are not always accurately factored into valuations.

Given their equity-like features, at first glance cocos offer outstanding value for fixed
income investors seeking yield in otherwise expensive credit markets.
Flexible, liquid, and supposedly able to stave off a banking crisis, contingent
convertible bonds – or cocos – are securities born of regulators’ design. Placed deep
in the capital structure, cocos are intended to release emergency capital when a
bank’s core equity falls below a set level.
But we believe the risks of the asset class – many of which stem from their equity-like
characteristics – may be underappreciated by the market and are not always
accurately factored in to valuations. Some cocos will not be converted into equity, but
instead simply written off on a permanent or temporary basis – so investors need to
be aware of both trigger points and outcomes.
In many cases, even the most equity-like cocos are priced closer to credit than to
equity. The current popularity of cocos has increased contagion risk, with a trigger
event likely see many investors attempt to simultaneously exit the coco market.
What happens when a coco is triggered or a bank falls foul of the regulator? The
steep fall in the price of bonds issued by Groupama, the European insurance and
banking group, in October 2012 provides a warning. Its bonds declined by 18% in
one day when the company announced it would cancel coupons. If the instrument
was a coco, investors may have been stuck without a coupon for a number of years.
Worse, because so much money has flowed into cocos, the first trigger event may
spur investors across the market to reduce their exposure to the hybrids. In such a
collective exodus, the danger is that there is insufficient liquidity in the market to
absorb what could be a one-way trade out of these names. Contagion risk could see
the securities rapidly fall in value amid one or more trigger events.
For US banks, preference shares perform a similar role to cocos and are favoured by
the Federal Reserve as a means of building capital buffers. The securities are
typically callable after 10 years, have non-cumulative coupons, and are issued out of
the holding companies overseeing banking groups. As relative-value investors, we
compared the dollar Wells Fargo 5.85% perpetual preference share, which is callable
in 2023, with the BBVA 9% dollar perpetual coco, callable in 2018.
The securities displayed similar valuations, but the Wells Fargo preference share has
more bondholder-friendly terms. It offers less capital appreciation, but is less volatile

and generates a higher Sharpe Ratio in both price and yield terms and should
therefore deliver a better risk-adjusted return.
The coco market is thriving. Abundant issuance, regulatory backing and investor
demand have made it one of the most popular and talked about credit trades of the
past year. Banks from Barclays to Santander now issue hybrid securities with the aim
of making their balance sheets more resilient. But the opportunities it provides are
balanced by risks, such as sudden-death write-down, coupon cancellation and
contagion.
While we are not against the asset class, the nature and risks of cocos has
compelled us to be extremely selective in this market. As with any debt security, it is
imperative to assess and price as many risks as possible. However, we are not
convinced that in all cases the risks of these instruments are fully priced in.
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Notes to Editors:
Hermes Fund Managers
Hermes is focused on delivering superior, sustainable, risk adjusted returns for our clients – responsibly.
We believe in Excellence, Responsibility and Innovation
•
Excellence: We aspire to excellence in everything we do. This manifests itself most visibly in
our investment performance. We will only offer products to our clients where we believe there is
a strong investment thesis and where we can deliver sustainable alpha.
•

Responsibility: We believe it is our responsibility to lead discussion and debate about the
fiduciary responsibilities of fund managers to our clients, their stakeholders and, ultimately,
society at large. We have always sought positive engagement with the firms in which we invest.

•

Innovation: We have the entrepreneurial culture to identify forward-looking products that meet
those needs, along with the resources and speed-to-market mentality to develop them rapidly.

Our structure provides wholesale, institutional and pension fund clients globally the benefit of access to
a broad range of specialist, high conviction investment teams operating within an established and robust
operating platform.
Hermes' investment solutions include:
•
Fixed Income: Inflation-Linked, Government Bonds, Investment Grade, High Yield
•
Alternatives: Commodities, Hedge Fund Solutions, Infrastructure, Private Equity
•
Equities: Global, Emerging Markets, Small & Mid Cap, Europe, Asia Ex Japan
•
Real Estate: Segregated, Unitised, Debt, UK, US Residential, European
Hermes manages assets on behalf of more than 200 clients* across these investment areas with £26.9
billion* assets under management. In Hermes Equity Ownership Services, we have one of the largest
engagement resources in the industry, advising on more than £103 billion* of assets.
*

Please note the total AuM figure includes £3.5bn of assets managed or under an advisory agreement by Hermes GPE LLP (“HGPE”),
a joint venture between Hermes Fund Managers (“HFM”) and GPE Partner Limited. HGPE is an independent entity and not part of the
Hermes group. £0.5bn of total group AuM figure represents HFM mandates under advice. Source: Hermes as at 31 March 2014.

