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1. Introduction 

A contingent convertible (CoCo) bond is a fixed−income security that provides 

coupon payments to investors until it is converted into equity or suffers a write−down of its 

face value when the bank’s capital level falls below a predetermined lower trigger threshold 

(De Spiegeleer et al., 2014). CoCo bonds have recently become one of the most commonly 

used financial instruments for satisfying the more stringent financial regulations imposed by 

the Bank of International Settlements (BIS) and for protecting banks from insolvency. 

Consequently, CoCo bond issuance has been steadily increasing, with banks issuing $450 

billion in CoCo bonds globally from January 2009 to September 2015. In addition, the 

European Central Bank’s October 2014 asset quality review (AQR) reported that CoCo bonds 

accounted for 32 billion Euros of the total of 92 billion Euros in new security issues from 

July 2013 to August 2014 (Avdjiev et al., 2015).  

CoCo bonds add flexibility to the capital structure of banks. Since they are typicaET
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as a mandatory conversion method, using stock prices as a tool for conversion from bond to 

equity. Flannery (2009) proposed a contingent capital certificate that also uses the market 

trigger to convert debt into equity.  

Raviv (2004) introduced a debt−for−equity swap (DES) contract that pays its holder a 

fixed payment upon maturity unless the bank’s asset falls below a certain pre−determined 

conversion threshold; otherwise, it converts into common equity. Squam Lake Working 

Group (2009) suggested a regu
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the existing CoCo bonds with finite maturity dates are only eligible to obtain Tier 2 capital 

status under Basel III.  Most of them have an original maturity of approximately 10 years 

(Avdjiev et al., 2013). With a longer or perpetual maturity, CoCo bond investors are likely to 

enjoy (generally higher) coupon payments than for other debt instruments over a long period, 

while the opposite holds for CoCo bond issuers. Thus, we formulate our second hypothesis 

as: 

 

H2: A CoCo bond’s maturity is positively (negatively) related to its buyer’s 

                (seller’s) preferences. 

 

CoCo issuance patterns are largely driven by the way Basel III is applied, or 

supplemented, by national regulators and 
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On the other hand, investors may perceive the trigger level of CoCo bonds as too low 

to spark a conversion, which may be seen as simply more leverage. Therefore, as the CoCo 

bond’s trigger level increases and the likelihood of an early conversion rises, the issuing 

banks will experience an increase in bankruptcy protection (
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high−trigger CoCo bonds have the potential to cause more losses for CoCo bond holders 

ahead of the issuing bank’s equity holders, which inverts the traditional hierarchy of investors 

and is an additional possibility the credit rating agencies need to consider. Third, the 

existence of the principal write−down feature (the discretionary trigger) creates valuation 

uncertainty, further complicating the rating process (Avdjiev et al., 2013). 

For CoCo bonds not to convert, they should have high credit ratings which investors 

prefer to avoid internalizing possible losses from the issuing companies. On the other hand, 

banks prefer issuing CoCo bonds when they feel a strong need to increase their bankruptcy 

protection, especially when their credit ratings are low. Therefore, our sixth hypothesis is the 

following:  

 

H6: A CoCo bond’s credit rating is positively (negatively) related to its buyer’s 

             (seller’s) preferences. 

 

Therefore we control for the issuing bank’s characteristics (size, price
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Then we calculate the CoCo bond seller’s preference score by subtracting the CoCo bond 

buyers’ preference score from one. We assume that the CoCo bond buyers and sellers’ 

preferences are mutually exclusive, namely: 

𝑃seller (𝑦CoCo Bond Bid YTM 
CDS Spread

) 

= 1 − 𝑃buyer (𝑦CoCo Bond Bid YTM 

CDS Spread

)   

=
1

1 + eβ0 + β1 × CoCo_Char + β2 × Firm_Control + β3 × Economic_Control                                                                      (2)    

                                                                             

The CoCo bond characteristics considered are coupon (%), maturity (this is a binary variable 

equal to one if permanent and zero otherwise), 
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As for the CoCo bond issuing firm characteristics and economic control variables, we also 

collect the data from Bloomberg and use the 6 months lagged ones vis-à-vis the CoCo bond 

data to avoid hindsight bias. The CoCo bond characteristics considered are: return on 

common equity (ROE), firm size (SIZE: the natural logarithm of the firm’s total asset), 

price−to−book value ratio (P/B), total regulatory capital to risk−weighted asset (TRC/RWA) 

and total debt to total asset (TD/TA). The economic control variables used are real GDP 

growth (RGDP in yearly percentage change), the consumer price index (CPI in yearly 

percentage change) and the unemployment rate (UEM in %); the dependent variables (CoCo 

bond buyers’ preference scores) 𝑃SCORE_25 , 𝑃SCORE_50  and 𝑃SCORE_75  are defined as 

CoCo Bond Bid YTM

CDS Spread
  which is compared to the corresponding 25th, 50th and 75th percentile values, 

respectively, and take value one if greater than the median and zero otherwise. Table 1 shows 

summary statistics for the variables used for the analysis. 

 

[Insert Table 1] 

 

Most CoCo bonds have coupon rates between 6% and 7%, permanent maturities 

(about 81%), a trigger level around 5% and 6%, credit ratings between Ba2/BB/BB and 

Ba1/BB+/BB+ according to Moody/S&P/Fitch credit ratings, and 32% have the equity 

conversion property, while the remaining 68% have principal write−down features. Most of 

the variables in our sample do not exhibit a large difference between the mean and the 

median and have relatively non−skewed distributions, except for CPI and the preference 

scores of CoCo bond buyers and sellers. The mean of CPI (5.05) is much larger than its 

median (0.30), there is a clustering of low CPI values, and the distribution is right−skewed. 

On the other hand, the preference scores of buyers and sellers have mean values of 0.50 that 

are only half of their medians (1.00), exhibit clustering of high preference score values, and 

the distribution is left−skewed. 

 

5.2 Empirical Results 

Table 2 displays the results from the preference score logistic regression analysis. 1 

We use three different binary dependent variables, SCORE_25, SCORE_50 and SCORE_75 

which are equal to one if the 
CoCo Bond Bid YTM

CDS Spread
 is larger than the 25th, 50th and 75th percentile of 
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all CoCo bond’s 
CoCo Bond Bid YTM

CDS Spread
 within the same year, respectively. The 

CoCo Bond Bid YTM

CDS Spread
 is 

the return-to-risk ratio of a CoCo bond that the buyer can achieve. We expect the CoCo bond 

sellers’ response to the regressors to be opposite to the buyers’ one, which is confirmed by 

the opposite signs of the beta coefficients in equations (1) and (2), therefore we only report 

the first set of coefficients.  

We find that buyers of CoCo bonds with low return-to-risk ratios (i.e., in the 25th 

percentile) are mostly interested in the issuing bank’s financial conditions (P/B and 

TRC/RWA) and credit risk (CRD), i.e. the financial soundness of the CoCo bond issuing 

firms, especially if they are undervalued (P/B = −2.117) and have enough regulatory capital 

(TRC/RWA = 0.523) with a high credit rating (CRD = 0.896), which is preferred by buyers 

because CoCo bonds force shareholders to internalize the negative consequences of a 

company’s poor performance when they are converted (Flannery, 2015; Ammann et al., 

2017). By contrast, sellers do not prefer a high credit rating because it might not be necessary 

to issue CoCo bonds if their financial condition is already stable enough. Sellers instead 

prefer to issue CoCo bonds only when the financial outlook is less promising and they are 

needed to satisfy the Basel III requirements. Thus, our results are consistent with H6. Overall, 

buyers seem to be more sensitive than sellers to the credit rating. Therefore, it may be 

worthwhile for the CoCo bond-issuing firms (the sellers) to consider increasing their CoCo 

credit rating since buyers may react more than sellers (Table 3).  Overall, the CoCo bond 

buyers and sellers in the 25th percentile tend to exhibit risk-averse and risk-loving behavior, 

respectively, towards their CoCo bond investments.  

The CoCo bond buyers investing in Coco bonds with a medium return-to-risk ratio 

(i.e., in the 50th percentile), are more sensitive to CoCo bond (CPN, CON and CRD) and 

issuing bank’s (TRC/RWA and TD/TA) characteristics than buyers in the lower (25th) or 

higher (75th) percentiles.
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make them costly to issue, the equity conversion mechanism involves additional costs and the 

owners become shareholders when CoCo bonds are converted into equity. Accordingly, they 

could be quite sensitive to the over
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percentile exhibit risk-loving and risk-averse behaviour, respectively, in contrast to those in 

the 25th percentile. While they behave similarly to those in the 50th percentile, they are also 

sensitive to the total CoCo bond amount issued. These buyers prefer banks to issue fewer 

CoCo bonds 
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Table 2. CoCo bond buyer and seller’s preference score logistic regression analysis 

The following table presents the logistic regression analyses with CoCo bond buyer and seller’s 

preference scores as dependent variables and CoCo bond (between May 11, 2009 and March 19, 2018 

excluding the matured and cancelled ones), its issuing bank and economic characteristics as 

independent variables. The CoCo bond characteristics we consider are coupon (CPN in %), maturity 

(MAT), amount issued (AMT in million US $), trigger level (TRI in %), conversion (CON) and credit 

rating (CRD). The CoCo bond-issuing firm characteristics included are return on common equity 

(ROE), firm size (SIZE), price−to−book value ratio (P/B), total regulatory capital to risk−weighted 

asset (TRC/RWA) and total debt to total asset (TD/TA). The economic control variables are real GDP 

growth (RGDP in yearly percentage change), consumer price index (CPI in yearly percentage change) 

and unemployment rate (UEM in %). For our dependent variables, we use 
CoCo Bond Bid YTM
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Table 3. Relative impact 
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Table 4. Global CoCo bond buyers and sellers’ preference scores with incremental factor  

               change  

The following tables present the incremental change in CoCo bond’s global preference scores based 

on the 25th, 50th and 75th percentile benchmarks in Panel A (∆SCORE_25), B (∆SCORE_50) and C 

(∆SCORE_75), respectively. We provide the global preference scores with the incremental changes in 

significant factors in Table 2. The preference scores are scaled by the market power score for each 

country to provide country specific preference scores as in our equation (5) and (6). We report the 

country and factor average preference responses which are the average values across each row and 

column, respectively. 

Panel A. ∆SCORE_25  

(Preference response of the 25th percentile investors) 

Country CRD
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Sweden 41.15% -74.78% 56.00% 6.92% 2.47% 6.35% 

Switzerland 378.71% -688.15% 515.31% 63.67% 22.73% 58.45% 

United 

Kingdom 1760.72% -3199.39% 2395.78% 296.01% 105.69% 271.76% 

Factor 

average 
134.78% -244.92% 183.40% 22.66% 8.09%  
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Appendix I. Variance inflation factor (VIF) test 

This table presents the Variance inflation factor (VIF) test results for the independent variables used 

in the regressions in Table 2 to identify multicollinearity problem. As a rule of thumb, the VIF values 

below at least 10 or 5 are assumed to be safe from problems of multicollinearity. 
 

Variables SCORE_25 SCORE_50 SCORE_75 
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Appendix II  

Country average response of the CoCo bond’s preference score: ∆SCORE_50  

The following figure shows the country average preference responses for CoCo bond buyers 

∆SCORE_50 in Table 3 Panel B. We show the ∆SCORE_50 as a representative one it has the most 

factors responsive compared to ∆SCORE_25 and ∆SCORE_75 while the overall map results are 

highly similar. The CoCo bond seller’s country average preference response shows the same figure as 

below since it is only the opposite response while we capture only their absolute values. The darker 

blue 


