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I. US federal income tax treatment of contingent
convertible bonds

he Dodd-Frank Wall Street Reform and Con-

sumer Protection Act (“Dodd-Frank”) autho-

rises the Federal Reserve to require bank and
non-financial holding companies “to maintain a mini-
mum amount of contingent capital that is convertible
to equity in times of financial stress”.! The Basel Com-
mittee and the related Financial Stability Board? also
have reviewed additional measures that might include
capital surcharges, contingent capital and “bail-in”
debt.? On January 13, 2011, the Basel Committee
issued a notice setting out requirements in this area
for banking institutions to follow.* In the notice, it di-
rected that “all non-common Tier 1 and Tier 2 instru-
ments” issued by any “internationally active bank”
must provide that, at the option of the local banking
authority, the instrument will be written off or con-
verted into common equity in the event the local
banking authority determines the bank would other-
wise become “non-viable”.

While there was no direct precedent for this form of
instrument in the past, several financial institutions
have recently issued instruments (contingent convert-
ible bonds or “CoCos”) that would appear to satisfy
this provision. CoCos convert automatically to
common equity when certain capital adequacy met-
rics are met, or trigger other equity type features in
such an event. Several financial institutions have
issued their own versions of CoCos, as described
below.

The Lloyds Banking Group, in November 2009,
issued subordinated securities with fixed maturities
ranging from 10 to 15 years, which automatically con-
vert into equity whenever Lloyd’s core Tier 1 ratio® de-
creases to less than five percent (at issuance, its core
Tier 1 ratio was approximately 8.6 percent). The con-
version price was set at approximately 65 percent of
the current market trading price of Lloyd’s common
shares at the notes’ date of issuance.

In April of 2010, Yorkshire Building Society issued
CoCos in the form of convertible securities to Chelsea
Building Society as part of a merger between the two
entities. The CoCos have a fixed maturity of 15 years,
and automatically convert into Profit Participating
Deferred Shares (PPDS) of the combined entity if the
consolidated core Tier 1 ratio of the combined entity
decreases to less than five percent (at issuance, the
core Tier 1 ratio of the combined entity was approxi-
mately 10.4 percent). The notes would convert into

PPDS with a nominal amount equal to the principal
amount of the notes.

Rabobank, in May of 2010, issued instruments that
constituted senior debt, but will be redeemed for cash
at 25 percent of their principal amount in the event
Rabobank’s consolidated equity capital ratio de-
creases to less than seven percent (at issuance, this
ratio was 12.5 percent). The instruments have a matu-
rity date of 10 years. At the time of the issuance of
these notes, Rabobank had one of the highest credit
ratings in the world, making the redemption unlikely.
In November 2011, Rabobank issued additional in-
struments in the form of notes with a perpetual matu-
rity, callable after 5.5 years. If Rabobank’s
consolidated equity capital ratio decreases to less
than eight percent (as of June 2011, this ratio was ap-
proximately 14 percent), these notes will absorb
losses pro rata with equity capital and other loss ab-
sorbing instruments. The issuer or the regulator can
also trigger the write down.

In February 2011, Credit Suisse also issued CoCos
in the form of subordinated notes with a term of 30
years. The Credit Suisse CoCos were designed specifi-
cally to meet the Basel Committee standards. In the
event the common equity Tier 1 ratio of the Credit
Suisse group falls below seven percent (at issuance, it
was about 10 percent) or Credit Suisse essentially be-
comes “non-viable” (within the meaning of the Basel
notice on contingent capital), the notes automatically
convert into the common equity of the parent Swiss
company. The conversion price is the higher of $20 or
the then current market price of the shares. Based on
the conversion ratio, if the market price at conversion
is $20 or higher, the holders will receive shares equal
to the full principal amount of their investment, but if
it is below $20, they will suffer a loss equal to the dif-
ference between $20 and the lower market value.

Finally, in April 2011, Bank of Cyprus issued CoCos
in the form of subordinated convertible securities
with a perpetual term. The Bank of Cyprus CoCos au-
tomatically convert into common equity of the issuer
if its core Tier 1 ratio falls below five percent, or if cer-
tain non-viability events occur. If a mandatory conver-
sion occurs, the holders will receive common shares
of Bank of Cyprus stock equal to the full principal
amount of their investment if the market price of the
common shares is at or above €3.30 per share. If the
market price of the common shares is below €3.30, the
holders will suffer a loss equal to the difference be-
tween €3.30 and the lower market value, subject to a
floor of €1.00. A unique feature of the securities is that

06/12 Tax Planning International Review BNA

ISSN 0309-7900



they give the holders the option to convert the securi-
ties to equity if Bank of Cyprus’s common share price
reaches €3.30. As of the issuance date of the CoCos,
Bank of Cyprus’s core Tier 1 ratio was approximately
8.1 percent and its common shares were trading at ap-
proximately €2.55.

In all of the examples above, if the issuer becomes
financially distressed and the conversion or redemp-
tion is triggered, the issuer automatically recapital-
ises. Thus, it has been argued that CoCos may help
avoid government bailouts in the event of another fi-
nancial crisis.®

Although the Basel Committee announced in July
2011 that CoCos may not be used by global systemi-
cally important financial institutions to meet addi-
tional capital requirements introduced by Basel II1,”
CoCos are still very much relevant. The Basel Com-
mittee stated in its announcement that it “will con-
tinue to review contingent capital, and support[s] the
use of contingent capital to meet higher national loss
absorbency requirements than the global require-
ment, as high-trigger contingent capital could help
absorb losses on a going concern basis.”'® Several na-
tional regulators have proposed rules that require fi-
nancial institutions to maintain some level of
contingent capital in addition to common equity. In
the United States, Dodd-Frank requires a study of the
feasibility, benefits, costs, and structure of CoCos to be
submitted to Congress by July 2012.!!

A. Income tax treatment of the CoCos

1. Description of the CoCos at issue

For purposes of this survey from the point of view of
the United States, the CoCos are instruments, labelled
as debt, issued by US banks or other regulated finan-
cial institutions. The CoCos are typically listed on an
official exchange. The CoCos are direct, unsecured
and subordinated obligations of the issuer. The hold-
ers of the CoCos are not shareholders of the issuer.

The CoCos may have no fixed maturity date and re-
payment of the principal is at the discretion of the
issuer, subject to regulatory constraints. Alternatively,
the issuer may undertake to repay the principal on a
fixed maturity date that is 30 to 50 years from the date
of issuance. If the CoCos have a fixed maturity date,
payment at maturity would likely be subject to the
condition that the issuer’s core capital is sufficient at
that time and also subject to the consent of the issuer’s
regulator.

The CoCos would pay a regular coupon, with inter-
est rates that parallel the rate on similar bonds issued
publicly by an unrelated bank holding company. How-
ever, the interest payment obligation may be defer-
rable in certain circumstances. The CoCos would be
mandatorily convertible into the common equity of
the issuer in the event the issuer’s regulatory capital
dips below a certain prescribed level on its quarterly
audited financial statements. The conversion price
would be set at a ratio fixed on the date of issuance
(generally at a level that would result in some loss of
the principal amount of the CoCos upon conversion).
Neither the holder nor the issuer would have an
option to convert the CoCos.

2. Debt-equity classification

For US federal income tax purposes, whether an in-
strument is debt or equity of the issuer depends on the
substance rather than the form of the instrument.!?
The key characteristic of a debt instrument is that it
does not put the debt holder at risk of the issuer’s en-
terprise. One court described the difference between
debt and equity as follows:

The essential difference between a stockholder and a
creditor is that the stockholder’s intention is to
embark upon the corporate adventure, taking the
risks of loss attendant upon it, so that he may enjoy
the chances of profit. The creditor, on the other hand,
does not intend to take such risks so far as they may
be avoided, but merely to lend his capital to others
who do intend to take them.!3

In the United States, an instrument generally is
treated as either debt or equity,'* but not a combina-
tion of the two. Almost all courts have taken this “all
or nothing” approach to the issue of whether an in-
strument is properly characterised as debt or equity
for US federal income tax purposes. However, no one
particular factor is determinative of how an instru-
ment should be classified. Thus, determining whether
an instrument is debt or equity involves an examina-
tion of all the facts and circumstances surrounding
the transaction.'®

Section 385 of the Internal Revenue Code of 1986,
as amended (the “Code”), authorises the Treasury to
issue regulations to “determine whether an interest in
a corporation is to be treated. . .as stock or indebted-
ness.”!® Section 385(b) lists the following five factors,
among other factors, that the regulations may take
into account in determining whether an instrument is
debt or equity: (1) whether there is a written uncondi-
tional promise to pay on demand or on a specific date
a sum certain in money in return for an adequate con-
sideration in money or money’s worth, and to pay a
fixed rate of interest; (2) whether there is a subordina-
tion to or a preference over any indebtedness of the
corporation; (3) the ratio of debt to equity of the cor-
poration; (4) whether there is convertibility into the
stock of the corporation; and (5) the relationship be-
tween holdings of stock in the corporation and hold-
ings of the interest in question. Notwithstanding its
authority, however, Treasury never finalised regula-
tions under section 385, despite several attempts.

The Internal Revenue Service (IRS) has set forth its
views on determining whether an instrument is debt
or equity in several rulings and other guidance, in-
cluding Revenue Ruling 85119'7 and Notice 94-47.'8

In Revenue Ruling 85-119, the IRS ruled that cer-
tain instruments issued by a bank holding company
are debt for US federal income tax purposes. The IRS
found that the issuer and holder of the instruments in-
tended to create a debtor-creditor relationship. The
instruments were publicly issued, widely held, and
not held proportionately to the bank holding compa-
ny’s stock. They were designated by the parties as
debt, and amounts designated as interest were pay-
able quarterly, irrespective of earnings, at a floating
rate comparable to the market rate for similar instru-
ments. Any default on the payment of such amounts
resulted in a legally enforceable right to the holders
against the issuer for payment of the amount in de-
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fault. The instruments had a 12-year term. The issuer

was not thinly capitalised and its debt-to-equity ratio

was within the industry norm. The holders were not
entitled to vote or participate in management of the
issuer.

The IRS found all of these factors supported debt
classification, but also found that other factors sup-
ported equity classification. These include the subor-
dination of the rights of the holders to the rights of
general creditors, and a convertibility feature at matu-
rity.

The IRS noted, however, that on insolvency or bank-
ruptcy, the holders had the status of creditors and de-
spite having their claims be subordinated to other
general creditors, were still entitled to priority over
the claims of the shareholders of the issuer. In addi-
tion, although the instruments were convertible into
the stock of the issuer at maturity, the fair market
value of the stock issued to the holders upon such con-
version had to be equal to the principal amount of the
instruments. This conversion was at the election of
the holders, and if a holder did not elect to receive
stock, the issuer had to sell such amount of stock on
behalf of the non-electing holder in a secondary offer-
ing with the net cash proceeds to be delivered to the
holder. Such net cash proceeds had to equal the prin-
cipal amount of the instrument. Failure of the issuer
to perform its obligation with respect to delivering
such cash proceeds would constitute a cause of action
for money damages under state law.

All in all, the IRS found that the instruments at
issue in Revenue Ruling 85-119 were debt for US fed-
eral income tax purposes. However, in Notice 94-47,
the IRS emphasised that Revenue Ruling 85-119 is
limited to its own facts and that instruments that are
similar to the notes at issue in the ruling but that, on
balance, are more equity-like are unlikely to qualify as
debt for US federal income tax purposes. In particular,
the IRS stated that an instrument would not qualify as
debt if it has terms substantially identical to the notes
in Revenue Ruling 85-119, except for a provision that
(1) requires the holder to accept payment of principal
solely in stock of the issuer, (2) structures the right to
elect cash in such a way as to ensure the holder would
choose stock, or (3) is nominally payable in cash but
does not in substance give the holder the right to re-
ceive cash because, for example, the instrument is se-
cured by the stock and is nonrecourse to the issuer.

Notice 94-47 also sets forth eight factors that may
be taken into account in the proper characterisation
of an instrument as debt or equity, although no par-
ticular one of these factors is conclusive in the charac-
terisation of an instrument. These factors are:

m whether there is an unconditional promise on the
part of the issuer to pay a sum certain on demand or
at a fixed maturity date that is in the reasonably
foreseeable future;

= whether the holders of the instruments possess the
right to enforce the payment of principal and inter-
est;

= whether the rights of the holders of the instruments
are subordinate to the rights of general creditors;

» whether the instruments give the holders the right
to participate in the management of the issuer;

= whether the issuer is thinly capitalised;

= whether there is identity between holders of the in-
struments and stockholders of the issuer;

m the label placed upon the instruments by the par-
ties; and

m whether the instruments are intended to be treated
as debt or equity for non-tax purposes, including
regulatory, rating agency, or financial accounting
purposes.

The courts have also applied various factors in de-
termining the classification of an instrument as debt
or equity. No one factor controls, and all relevant fac-
tors must be considered.'®

The factors applied by the courts and the IRS may
differ slightly from case to case, but those most com-
monly considered are the following: (1) the label or
name given to the instrument; (2) the presence or ab-
sence of a fixed maturity date; (3) whether there is a
written, unconditional promise to pay on demand, or
on a specific date, a sum certain in money in return
for an adequate consideration in money or money’s
worth; (4) the source of payments on the instrument;
(5) the risk involved; (6) the right to enforce payment
of principal and interest; (7) the extent to which the
rights of the holder are subordinated to the general
creditors of the issuer; (8) whether there is identity of
interest between holders of the instrument and stock-
holders of the issuer; (9) the extent to which the
holder has the right to participate in the management
of the issuer; (10) the intent of the parties; (11)
whether the issuer is thinly or adequately capitalised;
(12) the ability of the issuing corporation to obtain
loans from outside lending institutions; and (13)
whether the instrument is intended to be treated as
debt or equity for non-tax purposes, including regula-
tory, rating agency, or financial accounting pur-
poses.>°

Below, each of these factors is applied to the charac-
teristics of the CoCos subject to this survey, to deter-
mine whether such CoCos would be classified as debt
or equity. This determination is also central to
whether interest deductions may be taken by the
issuer and how the payments under the instrument
must be treated by the holder.

a. Label

The label the parties attach to an instrument may be a
relevant factor in determining the classification of
that instrument as debt or equity. To this end, the Tax
Court has stated that “[w]hile the name given to a se-
curity is not necessarily determinative in regards to its
nature, the nomenclature used by the parties is a
factor which cannot be ignored.”?! However, courts
have generally given little weight to this factor, be-
cause it is too easy for the parties to mould the labels
to their will, causing the labels to lose their signifi-
cance.??

For example, in Tyler v. Tomlinson, the court stated:

Tax law requires that creditorship have genuine exis-
tentiality. This requires more than a declaration of in-
tention to create an indebtedness and more than the
existence of corporate paper encrusted with the ap-
propriate nomenclatural captions...We therefore
look not to mere labels or to the self-serving declara-
tions of the parties, but to the more reliable criteria of
the circumstances surrounding the transaction.??
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Since the CoCos are referenced as debt instruments
in the offering documents, this is one factor that sup-
ports debt classification, but as stated, this factor is
generally given little weight.

b. Fixed maturity date

A fixed maturity date, at which time the holder of an
instrument has the unconditional right to return of
the principal amount of the instrument, supports the
classification of the instrument as debt.?* If the matu-
rity date is not fixed, or is too far in the future, the
holder of the instrument may be exposed to the risks
and rewards of the issuer’s business rather than
merely the credit risks of a borrower. In that case, the
instrument would be closer to equity than debt.

Numerous courts have found instruments labelled
as debt to be equity, based in part on the fact that such
instruments did not provide for a fixed maturity
date.”> Meanwhile, whether a maturity date is too far
in the future is generally not a determination in abso-
lute years, but rather in relation to the nature of the is-
suer’s business, the financial condition of the issuer,
the length of time the issuer has been in existence, and
the likelihood that the issuer will be in existence when
the instrument matures.?® In addition, a 2009 Chief
Counsel Advice (the “2009 CCA”) indicated that a dis-
tant maturity date can put greater or lesser weight on
other factors of the instrument.?’

Here, if the CoCos have no fixed maturity date, then
that would strongly imply the instrument is equity
rather than debt. If instead, the CoCos have a fixed
maturity date of 30 to 50 years, that would support
debt characterisation so long as 30 to 50 years is not
too far in the future given the issuer’s business. Issu-
ers of the CoCos are banks or other financial institu-
tions, which generally are long-term, stable
businesses, expected to continue into the foreseeable
future, so 30 to 50 years is likely not so long a term as
to mandate equity classification (although this as-
sumption was severely tested during the financial
crisis). However, the issuers of the CoCos at issue un-
dertake to repay the principal in 30 to 50 years subject
to the condition that the issuer’s core capital is suffi-
cient at that time and also subject to the consent of the
issuer’s regulator. Therefore, whether the CoCos truly
have a fixed maturity date depends also on whether
the issuer’s core capital is expected to be sufficient as
of the maturity date to repay the principal on the in-
strument.

¢. Unconditional promise to pay a sum certain

A fixed obligation to repay the principal advanced is
perhaps the most important factor that supports the
characterisation of an instrument as debt. The IRS
has stated that the “presence of a sum certain payable
at maturity is a sine qua non of debt treatment under
the Code”.?® Whether there is an unconditional prom-
ise to pay a sum certain can be difficult to determine
when the instrument is convertible into the equity of
the issuer, whether mandatorily or at the option of the
holder or issuer. A convertible feature itself is not nec-
essarily indicative of equity, but if the conversion is
almost certain to be exercised, the instrument may be
treated as equity. In Revenue Ruling 83-98,%° the IRS
concluded that notes payable at maturity in a prede-

termined number of shares of stock must be treated as
equity for tax purposes, but in contrast, in Revenue
Ruling 85119, the IRS found that debt that would be
retired at maturity, either with shares of stock then
equal in value to the principal amount of the debt or
with the proceeds from the sale of stock yielding an
amount sufficient to retire the full amount of the debt,
constituted true debt for tax purposes. As discussed
above, Notice 94-47 warned that certain instruments
treated as debt in Revenue Ruling 85-119 would not
be classified as debt if the holders of the instruments
were required in all events to accept payment of prin-
cipal solely in the stock of the issuer.

The principle underlying these rulings is that the
holder of the debt instrument cannot be put at risk for
the fortunes of the issuer with respect to the recovery
of its investment. Put differently, there must be a sum
certain to retire the debt investment in order for the
instrument to be treated as debt for tax purposes. This
sum certain cannot exist if it is pegged to a set amount
of stock whose future value cannot be determined at
issuance date.

Whether this factor supports the classification of
the CoCos as equity depends on the likelihood the
conversion will be triggered, which is based on the
capital position of the issuer. The conversion will be
triggered only if the issuer’s capital ratio falls or
threatens to fall below a certain level. Absent a signifi-
cant deterioration in this capital ratio, if the CoCos
have a fixed maturity date, they will be paid in full on
that date. If the possibility of conversion is remote,
then the conversion feature might be ignored. We
assume that none of the issuers contemplate a forced
conversion of the CoCos when they are issued. Never-
theless, at the time of issuance of the CoCos, it is diffi-
cult to ascertain the likelihood that the conversion
will be triggered prior to maturity.

Conventional convertible debt that will be con-
verted into equity once a trigger price significantly in
excess of the price of the issuer’s stock at date of issu-
ance of the debt is reached are typically viewed as debt
instruments. In the case of the CoCos, the conversion
feature is triggered by the worsening condition of the
issuer, which is a cause for greater concern as that un-
dermines the requirement for certainty of return on
the debt.° Further, the conversion price was set at a
fixed ratio on the date of issuance and at a level which
would result in some loss of the principal amount of
the CoCos upon conversion.

d. Source of payments

The payment of dividends on equity is contingent on
both the declaration by the issuer’s board of directors
and the availability of sufficient funds for the lawful
payment of dividends.?! The payment of interest on
debt is made without action by the issuer’s manage-
ment and is not limited by the requirement that there
be legally available funds. Consequently, if the only ex-
pected source of payment is from the profits of the
issuer, then the instrument may be viewed as equity
rather than debt. Thus, if there is not a legal obligation
for the payment of interest, such as where an instru-
ment provides that interest payments are made at the
option or discretion of the issuer, the instrument
could be classified as equity.3? Similarly, if an instru-
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ment provides for a legal obligation of payment of in-
terest, but there is not a realistic expectation of such
payment, the instrument could be viewed as equity.
One court has said that “[i]f the expectation of repay-
ment depends solely on the success of the borrower’s
business, the transaction has the appearance of a
capital contribution. An expectation of repayment
solely from corporate earnings is not indicative of
bona fide debt regardless of its reasonableness.”*> An-
other court has stated: “if repayment is possible only
out of corporate earnings, the transaction has the ap-
pearance of a contribution of equity capital but if re-
payment is not dependent upon earnings, the
transaction reflects a loan to the corporation.”*

The CoCos provide for payment of interest. The ob-
ligation to make interest payments may be deferred by
the issuer under certain circumstances, but never
avoided at the issuer’s discretion. With respect to the
CoCos, one would expect the business operations of
the financial institution issuers would be able to gen-
erate sufficient cash flow to support repayment on the
instruments, at least at the time of issuance of the
CoCos. Thus, this factor likely supports the classifica-
tion of the instruments as debt.

e. Risk involved

Generally, “[t]he more the payments are at the risk of
and subject to the vagaries of the business, the more
they are indicative of equity.”*®

As mentioned above, one would expect the business
operations of the financial institution issuers would
be able to generate sufficient cash flow to support re-
payment on the instruments, at least at the time of is-
suance of the CoCos. In addition, the interest rate on
the CoCos parallels the rate on similar bonds issued
publicly by an unrelated bank holding company in a
different jurisdiction, which shows that the CoCos are
not necessarily more risky than other purported debt
instruments. However, the CoCos are issued with the
intention that they would convert to equity to enhance
the issuer’s capital in the event of distress, in which
case, a portion of the principal amount of the CoCos
would likely be lost as well. Thus, the CoCos appear to
involve more risk than conventional debt and this
factor may well support equity characterisation for
the CoCos.

f. Creditor rights

The fact that the holder of the instrument has the typi-
cal rights of a creditor in the event the issuer defaults
on the instrument supports the classification of the in-
strument as debt.*® Such rights include the right of
the holder to assume control of the issuer on a default,
the right to sue to enforce payment of principal and
accrued interest, the right to file a claim as a creditor
if the issuer goes into receivership, the right to insti-
tute bankruptcy proceedings, the right to share in the
assets of the issuer prior to shareholders if the issuer
liquidates or dissolves, and the right to recover inter-
est and principal payments against a security inter-
est.’

Conversely, the absence of such rights generally in-
dicates that an instrument constitutes equity rather
than debt.?® The court in Jewel Tea v. United States
went so far as to say that, in the absence of a provision

that the holder may unconditionally demand its
money at a fixed time, the instrument cannot be
debt.??

There is no indication that a holder of a CoCo does
not have the typical rights of a creditor in the event of
the issuer’s default, so long as the CoCo has not been
converted into equity of the issuer. However, if a CoCo
is converted into equity, the holder of the CoCo no
longer has typical rights of a creditor, so this factor
likely turns on the probability of the conversion fea-
ture being triggered.

g. Subordination

A holder of a debt instrument generally has the right
to share with the issuer’s general creditors in the event
of the issuer’s liquidation or dissolution. Thus, the
subordinated status of an instrument is a factor that
supports treatment of the instrument as equity.*°
However, subordination to general creditors is not
necessarily indicative of a stock interest. For example,
in Revenue Ruling 85-119, the instruments at issue
were subordinated to the rights of all general credi-
tors, but the IRS still found the instruments to be
debt.

Courts have also accepted subordination. In Green
Bay Structural Steel, Inc. v. Commissioner,*! the notes
issued to the holders were subordinate and junior in
right of payment to all debt of the issuer, secured and
unsecured, present and future. The court said “Subor-
dination is not condemned but is an approved busi-
ness practice. . .We can find nothing objectionable to
subordination when it is dictated by the circum-
stances as here.”#?

Here, the CoCos are subordinated debt obligations
of the issuer. It is unclear whether the CoCos are com-
pletely subordinated to all other debt of the issuer, but
even if that were the case, courts and the IRS have
found complete subordination does not necessarily
cause an instrument to be equity. Thus, this factor is
likely neutral as to the determination of whether the
CoCo is debt or equity.

h. Identity with shareholders of issuer

The fact that an instrument’s holders are also the
shareholders of the issuer of the instrument supports
equity treatment for the instrument. This is because,
where there is an identity between the holders of the
instrument and the shareholders of the issuer, all par-
ties stand to gain or lose equally, depending upon the
success of the issuer.

Identity between shareholders and lenders is not,
however, determinative of whether an instrument is
equity rather than debt.*> Debt has been respected
among parent and wholly-owned corporations,** and
has been respected when held by individual share-
holders in proportion to their interests in the corpora-
tion.*> Nevertheless, where there is an identity of
interest among the holders of equity and debt, par-
ticularly where the equity and debt are held propor-
tionately, courts are more likely to treat a purported
debt instrument as an investment in equity.*®

In the case of the CoCos at issue, it is stated that the
holders of the instruments are not also shareholders
of the issuer of the CoCos. Thus, this factor does not
weigh in favour of equity treatment for the CoCos.
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i. Voting and management rights

A right to vote and participate in the management of
the issuer supports equity treatment.*” There is no in-
dication that the holders of the CoCos have voting or
management rights, so long as the conversion feature
is not triggered.

j. Intent of the parties

The intent of the holder and the issuer of an instru-
ment, at the time the instrument was entered into, is
also a factor in deciding whether the instrument con-
stitutes debt or equity.*® One court has stated that “a
transfer will be characterised as a bona fide loan if at
the time the funds were transferred, there was an un-
conditional intention on the part of the transferee to
repay the money, and an unconditional intention on
the part of the transferor to secure repayment.”*’
However, courts have emphasised that it is objective
intent evidenced by the parties’ actions rather than
their subjective intent that is the focus of the in-
quiry.>®

Here, the CoCos are referenced as debt instruments
and the parties may well intend the CoCos to be char-
acterised as debt for tax purposes. However, CoCos
are issued in part to enable “a fresh injection of capi-
tal into a distressed bank,”>! so there is an intention
that the CoCos could turn into equity, at least for regu-
latory purposes.

k. Capitalisation of the issuer

The thin capitalisation of an issuer generally is a char-
acteristic that supports treating an instrument as eq-
uity.>? The higher the issuer’s debt to equity ratio, the
more at risk the payments under an instrument are to
the business operations of the issuer. This analysis is
not based on some absolute debt-to-equity ratio,
which, if exceeded, means an instrument is not debt.
Instead, as with the fixed maturity analysis, this analy-
sis depends on the characteristics of the issuer, and
whether given those characteristics the debt-to-equity
ratio signifies an equity investment rather than debt.>?

Here, it is not clear whether the issuer’s debt-to-
equity ratio is high in comparison to other financial
institutions at the time of the issuance of the CoCos.
The CoCos are intended to be protection for the finan-
cial institution issuer in times of future distress, al-
lowing it to meet its regulatory capital requirements.
At the time the CoCos are issued, the issuer is likely
not in distress and likely has a debt-to-equity ratio in
line with other financial institutions.

L. Availability of outside loans

The ability of an issuer to obtain loans from indepen-
dent lenders is relevant to the characterisation of a
purported debt instrument because a loan that pur-
ports to be debt “is obviously a loan in name only”
where such “advance is far more speculative than
what an outsider would make.”>*

It is likely that the issuers of the CoCos are able to
obtain independent loans, outside of the CoCos.

m. Treatment of instrument for non-tax purposes

Whether an instrument is intended to be treated as
debt or equity for non-tax purposes is also relevant to
the tax characterisation of the instrument.>>

The CoCos, upon conversion, qualify as Tier 1 capi-
tal for regulatory purposes. However, the underlying
idea behind issuing CoCos could weigh in favour of
treating the CoCos as debt. In the recent financial
crisis, when some large financial institutions essen-
tially became insolvent, the common shareholders
suffered a loss of most, if not all, of their investment.
However, sovereign governments bailed out the senior
creditors fearing that if they failed to do so, the banks
in question could not fund themselves, and the finan-
cial system as a whole might falter. Regulators have
sought a way to put at least some of the senior credi-
tors at risk in order to put additional market discipline
(“moral hazard”) into the operation of the credit mar-
kets for systemically important banks. CoCos are
viewed as one means of doing this. Accordingly, from
a regulatory perspective, it appears that contingent
capital instruments, such as CoCos, were intended to
be treated as debt instruments in the credit markets
prior to a conversion.

3. Conclusion

On balance, a few of the factors that the IRS and
courts have used to determine whether an instrument
is debt or equity support the view that the CoCos here
are debt, but other factors support the view that the
CoCos are equity. In particular, the conversion feature
and the lack of an unconditional promise to pay a sum
certain, the subordinated status of the instruments,
and the lack of creditor rights upon conversion all
weigh in favour of equity treatment. Further, if the
term of the CoCos is perpetual, then that factor, com-
bined with the others, would strongly weigh in favour
of equity treatment. Assuming that the term is fixed in
the range of 30 to 50 years, however, the ultimate con-
clusion the IRS or a court reaches will probably rest
on the likelihood that the conversion will be triggered.
This is because a CoCo’s novel feature is that it has a
mandatory conversion feature that, unlike conven-
tional convertible debt, which is generally respected
as debt for US federal income tax purposes, does not
guarantee that the conversion will give the holder
stock having a value equal to or greater than the prin-
cipal amount of the CoCo. This mandatory conversion
feature, depending on the likelihood that it will be
triggered, results in the lack of an unconditional
promise to pay a sum certain, which is perhaps the
most important factor supporting the classification of
an instrument as debt.

In the regulations dealing with contingent payment
debt instruments, if there is a remote likelihood that a
contingency will occur, it is assumed that the contin-
gency will not occur.>® By analogy, the conversion fea-
ture of CoCos might be ignored if their conversion is
“remote.” Issuing banks likely do not expect that they
will be forced to convert the CoCos they issue into
common equity. However, the regulatory requirement
for the issuance of contingent capital appears to un-
dercut the remoteness argument, and the fact that
conversion probably will occur when a financial insti-
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tution is in financial distress makes a loss of principal
in the event of conversion much more likely.

Several cases dealing with “surplus capital notes”
issued by insurance companies to meet regulatory re-
quirements also may offer some support for treating
CoCos as debt. In these cases, the interest and princi-
pal on the notes could only be paid out of surplus capi-
tal. Hence, the notes did not have a fixed maturity date
as their repayment was contingent on the ability of the
issuer to basically make payments out of earnings. De-
spite this feature of the notes, the courts uniformly
found that the notes were debt for tax purposes, rely-
ing heavily on the fact that the notes were likely to be
paid and that their form was dictated by insurance
regulations.>” One court found the critical factor to be
that state regulations and laws limited the taxpayer’s
options in structuring the transaction, a view that
would seem to support the characterisation of CoCos
as debt, too.>® However, another court stated that in-
surance companies are distinct from other businesses
because they must retain large reserves and surplus
capital notes are often issued until the company can
gradually accumulate sufficient reserves.>® Thus, the
surplus capital note cases may be interpreted as being
limited to issuers that are insurance companies.

Absent a ruling from the IRS, the treatment of
CoCos cannot be determined with certainty, and
equity treatment for tax purposes may become the
opinion standard followed by most issuers.®® How-
ever, given the proclivity of the tax authorities to be
supportive of the debt treatment of hybrid type instru-
ments approved by banking authorities,®! the US tax
authorities could conclude that debt treatment is
proper.

B. Changes to conversion feature

Certain changes to the CoCos may increase the likeli-
hood that they would be characterised as debt for US
federal income tax purposes, but because the debt-
equity characterisation is based on a facts and cir-
cumstances test, it would be difficult to ensure debt
treatment.

Nevertheless, the main features of the CoCos that
support equity treatment are their lack of a fixed ma-
turity date (or a maturity date that is at least not too
far in the future) and, perhaps most importantly, their
lack of an unconditional promise to pay a sum certain.

As discussed above, numerous courts have rechar-
acterised instruments issued in the form of debt as
equity for tax purposes, based in large part on the
presence of a maturity date that is not in the reason-
ably foreseeable future or the lack of a fixed maturity
date altogether. Thus, to help support debt characteri-
sation for tax purposes, CoCos should have a fixed ma-
turity date rather than a perpetual one. A maturity
date that is 30 to 50 years in the future may be reason-
able since the nature of the issuer’s business, i.e. bank-
ing, would likely be viewed as relatively stable and the
issuer would likely still be in existence when the
CoCos mature. However, if the issuer’s financial condi-
tion is precarious, a shorter maturity date would be
more supportive of debt characterisation.

The critical characteristic of CoCos that supports
equity treatment for tax purposes is their lack of an
unconditional promise to pay a sum certain. The

CoCos lack an unconditional promise to pay a sum
certain because, if their conversion feature is trig-
gered, a holder is not guaranteed a return of its origi-
nal investment. Upon a conversion, the CoCos do not
guarantee that a holder will receive stock having a
value equal to or greater than the principal amount of
the CoCos. Instead, the principal amount is generally
written down upon a conversion, causing the holder
to suffer a loss.

As discussed above, in Revenue Ruling 85-119, the
IRS found that debt that would be retired at maturity
either with shares of stock then equal in value to the
principal amount of the debt or with the proceeds
from the sale of stock yielding an amount sufficient to
retire the full amount of the debt constituted true debt
for tax purposes. To ensure debt characterisation for
tax purposes, the CoCos could provide that, upon con-
version, a holder would receive stock having a value
equal to the principal amount of the CoCos held by the
holder. However, issuers may not be willing to accept
the dilutive effect of such a change on their stock, and
regulators may also not be willing to accept the desta-
bilising effect of such a change, since it could result in
a distressed bank having to issue a large amount of
stock to satisfy the conversion feature. Furthermore,
it is not certain that such a change would ensure debt
characterisation. For example, Notice 94-47 warned
that certain instruments treated as debt in Revenue
Ruling 85-119 would not be classified as debt if the
holders of the instruments were required in all events
to accept payment of principal solely in the stock of
the issuer. But if a holder of the CoCos were given the
option to accept cash instead of stock, then the pur-
pose of the CoCos to ensure a capital infusion in times
of distress would be defeated.

In sum, changes to certain features of the CoCos
may support characterising the CoCos as debt for tax
purposes, but given the facts and circumstances
nature of the debt-equity analysis, it is unlikely that
any change can ensure such characterisation, at least
without changing fundamental characteristics of the
CoCos.

Il. Tax treatment of the issuer

A. Interest deduction to issuer

If the CoCos are not classified as debt for US federal
income tax purposes, the interest payments on the
CoCos will not be deductible. However, even if the
CoCos are treated as debt, section 163(1) may still dis-
allow a deduction for interest paid on the CoCos.

Section 163(1) provides that no deduction will be al-
lowed for interest paid on a “disqualified debt instru-
ment.” A disqualified debt instrument is defined as
one where:

= a substantial amount of the principal or interest is
required to be paid or converted, or at the option of
the issuer . . . is payable in, or convertible into [the
equity of the issuer];

= a substantial amount of the principal or interest is
required to be determined, or at the option of the
issuer . . . is determined by reference to the value of
such equity; or
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m the indebtedness is part of an arrangement which is
reasonably expected to result in a transaction de-
scribed [above].

Neither the statute nor the legislative history under
section 163(l) addresses contingent capital type debt
instruments.®? Rather, the section was directed at in-
struments then being issued in the market that man-
datorily were convertible into equity at maturity or
could be converted into equity at the option of the
issuer. In the present case, the instruments are not
mandatorily convertible into equity. Indeed, the issuer
does not expect them to be converted into equity, and
the issuer has no option to convert them into equity.
Hence, their treatment may turn on what is the likeli-
hood that one of the quoted provisions will apply to
them. This is a gray area and one probably incapable
of exact determination except with the guidance of the
US tax authorities.

B. Tax treatment on conversion

Under Treas. Reg. section 1.61-12(c)(2)(ii), an issuer
realises income from the discharge of indebtedness
upon the repurchase of a debt instrument for an
amount less than its adjusted issue price. The regula-
tions go on to state that the amount of discharge of in-
debtedness income is equal to the excess of the
adjusted issue price over the repurchase price. Sec-
tion 108 provides further rules for income from the
discharge of indebtedness. Under section 108(e)(8), if
indebtedness is satisfied by corporate stock, the cor-
poration will be treated as having satisfied the indebt-
edness with an amount of money equal to the fair
market value of the stock. The legislative history of
section 108(e)(8) provides that the section applies
when the principal amount of a corporate debt is dis-
charged, including by reason of the exercise of a con-
version right by the holder of the debt, and that
section 1032 (relating to non-recognition of gain or
loss to a corporation on the receipt of money or other
property in exchange for its stock) does not prevent
the recognition of this income from the discharge of
indebtedness.®® The IRS has also ruled on this issue in
Technical Advice Memorandum 200606037, finding
that section 108(e)(8) provides that the conversion of
a convertible debenture is a discharge that gives rise
to discharge of indebtedness income.

If a CoCo is treated as debt and a conversion is trig-
gered, the issuer is treated as exchanging the debt for
equity. In the case of a conversion under the terms of
a CoCo, the issuer will likely be exchanging debt for
equity that has a fair market value lower than the ad-
justed issue price of the debt, since a conversion is
triggered by a decline in the issuer’s capital position or
other adverse economic conditions. In that case, it is
possible the issuer will recognise cancellation of in-
debtedness income for the difference between the ad-
justed issue price of the debt and the fair market value
of the equity under section 61(a)(12). If the issuer has
any net operating losses, loss carryovers or loss carry-
backs, any income from the discharge of indebtedness
could apply to reduce such amounts.

If, instead, the CoCo is treated as equity and a con-
version is triggered, section 1032 likely applies to pre-
vent gain from being recognised by the issuer. Under
section 1032, no gain or loss is recognised by a corpo-

ration on the receipt of money or other property in ex-
change for its stock.

C. Other taxes

Under US tax law, there are no indirect taxes, stamp
duties, capital taxes or similar taxes due upon the
issue, transfer, or conversion of the CoCos.

I1l. US federal income tax treatment of holder

A. Interest payments to host country holder

Although section 163(1) controls the deductibility of
interest by the issuer, the more general debt versus
equity determination will control the treatment of the
interest payment by the holders. Thus, pursuant to the
same analysis as discussed above, if the CoCos are
classified as debt, then the interest payments are taxed
to the holders as interest. If, on the other hand, the
CoCos are classified as equity, the purported interest
payments may be taxed as dividends to the extent the
issuer has sufficient earnings and profits. For qualify-
ing individuals, the payments will constitute qualified
dividend income that enjoys a beneficial tax rate
under the current law.®* For qualifying corporations,
the holders may obtain a dividends received deduc-
tion.®>

Note also that section 385(c) requires that the char-
acterisation by the issuer of an instrument as debt or
equity, at the time of the issuance of the instrument,
binds the issuer and all holders of the instrument,
unless the taxpayer discloses any inconsistent treat-
ment of the instrument in the taxpayer’s tax return.

B. Payments to foreign country holder

Whether the CoCo is treated as equity or debt, US
withholding tax likely applies to payments from a US
issuer to a non-US holder that are designated as inter-
est under the terms of the CoCo.

A 30 percent tax is imposed by sections 871(a)(1)
(for a non-resident alien individual) and 881(a) (for a
foreign corporation) on certain income, including in-
terest and dividends, from sources within the United
States. This tax is collected by means of withholding
and remittance to the IRS by a withholding agent (i.e.,
any person having control, receipt, custody, disposal,
or payment of income subject to the 30 percent tax).®®
A US issuer of a CoCo will likely qualify as a withhold-
ing agent and must withhold on interest and dividend
payments to non-US holders of the CoCo.

If the CoCo is treated as debt, then interest pay-
ments pursuant to the terms of the CoCo will be sub-
ject to 30 percent withholding, unless a treaty between
the United States and the country of residence of the
holder reduces or eliminates such tax. Similarly, if the
CoCo is treated as equity, then interest payments pur-
suant to the terms of the CoCo will likely be recharac-
terised as dividends, which are also subject to 30
percent withholding, unless reduced or eliminated by
an applicable treaty.

Note that treaties may eliminate withholding on in-
terest that meets the requirements of the treaty, but
may only reduce the withholding on dividends. In ad-
dition, interest may also be free from withholding if it
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qualifies as portfolio interest, as defined under section
871(h) and section 881(c).

C. Tax treatment on conversion

A US holder of a convertible debt instrument gener-
ally does not recognise gain or loss when the holder
exchanges the debt for stock in the corporation that
issued the debt security.®” Instead, the holder will re-
ceive a carryover basis in the stock received upon con-
version. Thus, gain or loss will be recognised when the
US holder ultimately disposes of the stock, pursuant
to general US federal income tax principles.
Similarly, a Foreign Country holder of a convertible
debt instrument also generally does not recognise
gain or loss on a conversion and instead will receive a
carryover basis in the stock received upon conversion.
Gain or loss will be recognised when the holder ulti-
mately disposes of the stock, pursuant to general US
federal income tax principles, if the gain or loss is ef-
fectively connected with a US trade or business of the
Foreign Country holder. Otherwise, gain or loss from
the sale or other disposition of the stock is generally
not subject to US withholding tax.
This article represents the views of the authors only, and does

not necessarily represent the views or professional advice of
KPMG LLP.
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