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The Committee’s stated objectives were to (a) improve the banking sector’s ability to absorb shocks
arising from financial and economic stress, whatever the source; (b) improve risk management and
governance; and (c) to strengthen banks’ transparency and disclosures. One of the key recommendations
of the Committee related to the necessity for higher global minimum capital standards for commercial
banks

In response the Qatar Central Bank issued Circulars 3/2014 (relating to conventional banks) and 6/2014
(relating to Islamic banks) (“Capital Regulations”) implementing minimum capital adequacy requirements
in accordance with the Basel III Framework.  In summary, banks in Qatar are required (from 31 March
2014) to maintain a minimum Capital Adequacy Ratio (aggregate of Tier 1 and Tier 2 capital) of 12.5%.
The total minimum Capital Adequacy Ratio should consist of Tier 1 Capital (the aggregate of common
equity Tier 1 capital and Additional Tier 1 capital) of at least 10.5%. The Capital Regulations also specified
an implementation timetable between 2014 and 2019.

Contingent Convertible Bonds (CoCos)

Certain types of debt instruments known as contingent convertible bonds (CoCos) are categorised by the
Qatar Central Bank as Additional Tier 1 capital. CoCos are debt securities (bonds, notes, Sukuk) that can be
converted into shares of the issuing entity upon the occurrence of certain trigger events. The terms and
conditions of all CoCos (that are to be classified as Additional Tier 1 capital) must have a provision that
requires such instruments, at the option of the Qatar Central Bank, to either be written off or converted
into shares upon the occurrence of certain trigger events. The first trigger event is that the issuer would
become non-viable if the conversion or write-off was not effected. The second trigger is the decision to
make a public sector injection of capital, or equivalent support without which the issuer would become
non-viable. Any conversion of the CoCos would occur only on the direction of the Qatar Central Bank and
on occurrence of one of the trigger events. These feature are referred to as loss absorption features.

In addition to the loss absorption features noted above, CoCos are subordinate to depositors and other
unsecured creditors of the issuer and the Qatar Central Bank has the discretion to cancel coupon
payments.

Legal Issues with CoCos

The Commercial Companies Law (Law No 11 of 2015) sets out the provisions relating to issuance of bonds
by joint stock companies. The Commercial Companies Law contains specific provisions relating to
convertible bonds including the corporate and regulatory approvals that are required to be adhered to.
Therefore, there is a legal basis for the issuance of CoCos in Qatar. However, there are two potential issues
that should be considered when structuring a CoCo issuance.

Article 177 of the Commercial Companies Law states that where the issuer has resolved to convert bonds
into shares, the bondholders should have the option of collecting the principal amount or accepting shares.
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This provision presents a potential contradiction in the context of a conversion of CoCos into shares. Where
the issuer of the CoCos is facing insolvency, the bondholder would prefer to collect the principal amount
(given the option) rather than the shares of the issuer. Article 177 would have to be carefully dealt with at
the time of drafting the terms of a CoCo issuance.

The other potential problem relates to the increase of share capital at the time of conversion. Article 191
of the Commercial Companies Law requires any resolution of the extraordinary meeting of shareholders to
be held not more than one year prior to the proposed increase in share capital. This would require the
cooperation of the shareholders at the time of the conversion of the CoCos into shares of the issuer.

Features of  CoCos as Additional Tier 1 Capital

The Capital Regulations specify certain criteria that should be met by banks in order for their debt
issuances to qualify for inclusion as Additional Tier 1 Capital. The following is a summary of the significant
features of such issuances:

The instruments should be subordinated to depositors, general creditors and subordinated debt of the1.
bank.
The instruments should not be secured or guaranteed.2.
The instruments should be perpetual i.e there is no maturity date and there are no step-ups or3.
incentives to redeem.
The instruments may be callable at the initiative of the Issuer only after a minimum of five years:4.
– to exercise a call option the Issuer must receive prior approval of the Qatar Central Bank; and
– the issuer must not do anything which creates an expectation that the call will be exercised.
Coupon discretion:5.
– the Qatar Central Bank and the Issuer must have full discretion at all times to cancel
distributions/payments;
– cancellation of discretionary payments must not be an event of default;
– the Issuer must have full access to cancelled payments to meet obligations as they fall due;
– cancellation of distributions/payments must not impose restrictions on the bank except in relation to
distributions to common stockholders; and
– the instruments must not have credit sensitive dividends, that is the coupon that is reset periodically
should not be based in whole or in part on the Issuer’s credit standing.
The terms of the instrument must contain a provision that requires such instruments, at the option of6.
the Qatar Central Bank, to either be written off or converted into common stock upon occurrence of the
following events:
– the Issuer would become non-viable without the write-off;
– the decision to make a public sector injection of capital, or equivalent support without which the Issuer
would become non-viable.

The primary draw of such instruments is the quality of the bank that is the issuer and higher (anticipated)
coupon payments. These instruments have been widely issued by banks in the GCC and market
participants expect issuances to continue in the near future.

A version of this article was first published in IFLR Magazine September 2015.


