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To The Point . . .
CoCos pop with opportunity
… in the hands of a research-rich investor
By Randy Woodbury, Portfolio Manager & Trader
with contributions from Senior Fixed Income Analysts, Jonathan Perez and David Wilkinson

A constant theme among investors in recent years has been the “quest for yield.”
Historically low interest rates have encouraged investors to seek out yield opportunities
in asset classes (and segments of asset classes) they may not have considered before –

In today’s market, the
yield to maturity of
newly issued CoCos
is on average 2.0%
higher than that of
other subordinated
debt and 3.3% higher
than that of senior
unsecured debt of
the same issuer.

including high yield bonds and bank loans.
The most recent asset class to come onto the radar of such investors has been contingent
convertible bonds – more commonly known as CoCos. These relatively new debt
securities — the ﬁrst having only been issued in December 2009 — have quickly become
a popular choice among private investors and private banks in Europe and Asia. But what
exactly are they? Why are investors drawn to them? And what do investors need to know
if they are to optimize the investment opportunity CoCos represent?

Understanding the Basics
As already noted, CoCos are a relatively new breed of security. They were created in the
aftermath of the ﬁnancial crisis to fund/absorb bank losses and thus avoid the need for
future taxpayer bailouts.
As such, CoCos are issued by ﬁnancial institutions, and they are generally issued as deeply
subordinated securities that contain loss-absorbing features. Given their loss-absorbing
features, they are designed to help recapitalize a bank when the bank’s capital levels fall
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to concerning levels, and so the average CoCo yield to maturity (at issuance) tends to
be greater than that of other debt instruments (e.g. other subordinated debt and senior
unsecured debt). In today’s market, the yield to maturity of newly issued CoCos is on
average 2.0% higher than that of other subordinated debt and 3.3% higher than that of
senior unsecured debt of the same issuer.
That yield premium is obviously very attractive to investors, but it doesn’t come without
risks, underscoring the importance of a thorough analysis of the issuing bank and the
bond itself.
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Analyzing CoCos
It is easy for investors to get blinded by the yield advantage on a CoCo and even if they
wanted to do a deeper evaluation of the offer, it can be a challenge. First, the CoCo itself
can be very complex to analyze because the investor needs to understand the various
terms and conditions. Second, the issuers of CoCos tend to be fairly opaque institutions
with complicated businesses, making it difﬁcult for the investor to determine the amount
of buffer capital protecting their CoCo. Lastly, these institutions can be susceptible to
signiﬁcant losses due to asset impairments, trading errors, or ﬁnes.
Nevertheless, it’s absolutely essential to conduct a comprehensive analysis — because
CoCos are far from a homogenous asset class, and without proper analysis, the potential to
get burned is very present.
EXHIBIT 1: CREDIT ANALYSIS OF TWO COCO-ISSUING BANKS

Generally prefer dated
over perpectual.
Generally prefer noncallable securities.
Prefer ﬁxed and nondeferrable coupons.

Issuer

Credit Suisse Group

Banco Bibao Vizcaya Argentaria

Issue Date
Ranking
Maturity
Call Date
Coupon
Back-end (bps)

August 1, 2013
Tier 2
Date maturity of August 8, 2023
Not callable
6.50%
Fixed

May 9, 2013
Tier 1
Perpetual
Any time after May 9,2019
9%
5yr USD Mid-Swap + 826.2 bps

Coupon Deferability

Non-deferrable

Dividend Stopper/pusher
Trigger

None
Group’s CET1 Ratio plus ratio of unconverted
high trigger contingent capital 5%

Loss Absorption

100% Permanent Writedown

Point of Non- Viability
Regulatory Call

Contractual
At par if full disqualiﬁcation as both
1) Tier 2 under Basel III and 2) as Progressive
Caital Component (PCC)
OR
At 103% if regulatory change reduces or
eliminates the required amount of PCC and
the group has more than required.

Fully discretionary plus mandatory upon certain
conditions in addition to mandatory conditions
None
Multiple trigger:
•
CET < 5.125% or
•
Capital principal ratio < 7%, or
•
Tier 1 ratio <6% and the bank or group has reported losses in each
of the previous 4 qtrs with the effect that the capital and reserves of
the bank and group have been reduced by 1/3 or more or
•
Bank becomes non-viable or requires a public capital injection
Equity conversion at avg closing price of the 5
trading days preceding notice; ﬂoored at $5
Contractual
At par if bonds cease to qualify toward various capital measures

Prefer simpler, easy
to track triggers.

Prefer securites that
convert to equity,
leaving potential
upside.
Prefer securities
that provide greater
compensation.

For illustrative purposes only. The information above
is intended to demonstrate the partial application of
the credit analysis process of Principal Global Fixed
Income. It should not be assumed that securities
identiﬁed above will prove to be proﬁtable or have
been chosen for investment within our portfolios. Any
reference to a speciﬁc security does not constitute a
recommendation to buy, sell or hold such security.

EXHIBIT 1 compares and contrasts the CoCo issues of two different banks, highlighting
the key areas where Principal Global Fixed Income focuses when analyzing potential
investments.
The issuer: Like any investment, the CoCo is only as strong as the foundation on which it is
built, namely the ﬁnancial health of the issuing bank. The yield advantage may be shortlived if the issuer does not have its house in order, including a current capital ratio that
provides an insufﬁcient buffer against the trigger.
The trigger: In most instances, the trigger is activated when the capital ratio of the CoCoissuing bank falls below a pre-speciﬁed level. However for some securities the trigger is
entirely within the discretion of the bank’s regulator – if the regulator believes the bank is
at risk of becoming insolvent or non-viable, the CoCo trigger may be activated regardless
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of the capital ratio. A pre-speciﬁed capital-ratio trigger is preferred over a discretionary
trigger. From an investor’s perspective, the lower the trigger level and the larger the buffer
between the trigger level and the current capital ratio, the less likely it is that the trigger
will be activated and the more likely it is that the investor gets to hold onto their yield
advantage.
The loss absorption mechanism: When the trigger is activated CoCos help to boost the
issuing bank’s equity and restore the bank to ﬁnancial health, through a loss absorption
mechanism. The mechanism varies between CoCos — some are converted from a bond

The question that
needs to be asked
and answered is...
How do you include
CoCos in your opportunity
set and, most importantly,

into equity at a predetermined conversion rate and others are written down in value to
reduce the bank’s liabilities. CoCos that convert into equity are preferred, but if the bond
has a write-down feature, aim for one with a partial write down or where the write down
may only be temporary.
Lastly, as with any other investment decision, it’s important to take into consideration
the relative value of the investment opportunity. Even if all of the facts about the bond
and its issuer stack up on an absolute basis, for the CoCo to add value to a portfolio, the
investment decision needs to take into account the relative value of the opportunity —
because there may be something better out there i.e. offering as good a return, or better,

how do you separate the

for less risk.

winners from the losers?

It’s important to note that EXHIBIT 1 simply compares and contrasts the contract features
of the relevant CoCos. A thorough analysis of a CoCo opportunity requires much more
— in particular, signiﬁcant credit research resources that allow you to drill down through
every level of the opportunity and examine each level at close quarters.

Is it Worth it?
Thorough analysis of any opportunity takes time, and given the demand from private
investors and private banks for CoCos, we can only assume they see value in the
opportunity. That demand has been comfortably met, with banks having issued about $70
billion of CoCos since 2009 — a number which is expected to continue to expand at a
healthy pace.
At the end of the day, however, whether you like or don’t like CoCos, they are here to stay.
•

CoCos are part of a secular shift in the underlying credit fundamentals of the
banking system and a mandated component of its capital structure going
forward. Therefore, the question that needs to be asked and answered is:
How do you include CoCos in your opportunity set and, most importantly, how
do you separate the winners from the losers?

•

Furthermore, in a systemic environment, would you rather take risk in pure
beta plays, or would you rather earn incremental yield by investing in companies
that are mostly larger banks — global SIFIs — that you understand well and have
improving credit fundamentals?
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When investors take the time to consider those questions, they tend to see CoCos as an
opportunity they cannot afford to ignore.

Doing it Right (Don’t Do This at Home!)
So far we’ve focused on the unique opportunities that exist within CoCos and the research
and analysis required to thoroughly evaluate those opportunities. However, once a CoCo is
acquired, it doesn’t exist in splendid isolation. It has to co-exist with and complement other
portfolio holdings. This is critically important when you consider the high correlation of
CoCos with other subordinated debt , as illustrated by Stefan Avdjiev, Anastasia Kartasheva,
and Bilyana Bogdanova of the Bank of International Settlements.
EXHIBIT 2: CORRELATION BETWEEN PRICE/SPREADS1 OF COCO BONDS AND OTHER INSTRUMENTS OF THE SAME ISSUER2
Subordinate bond spread3

CoCos are highly correlated

All
Low-trigger6
High-trigger7

with other subordinated
debt of the same issuer
1 Daily changes in the spread between the yield to maturity
(YTM) of a CoCo bond and a correspoinding government
bond (matched by currency and maturity). 2 Weighted
averages based on issued amounts. 3 Daily changes in
the spread between the YTM of a non-CoCo subordinated
bond and a corresponding government bond (matched
by currency and maturity). 4 Daily changes. 5 Daily
percentage changes. 6 Mechanical trigger level ≤ 6%
(CET1/RWA). 7 Mechanical trigger level > 6%
Sources: Bank of International Settlement, Bloomberg,
Dealogic, Markit.

0.44
0.5
0.32

CDS spread4
0.38
0.42
0.3

Equity prices5
-0.25
-0.25
-0.26

What these high correlations underscore is that CoCos should not be purchased by
investors as standalone holdings for their portfolio. The best way to approach CoCos is
as part of an integrated investment strategy, which provides the ﬂexibility to take risk up
and down. You’ve got to be very active and ready to move out of CoCos when the time is
appropriate.
CoCos are slowly making their way onto banks’ balance sheets and into investors’
portfolios. When you are ready to embrace this new opportunity, do it with purpose by
leveraging the expertise that a team of global ﬁxed income investment professionals can
offer – where the CoCo is evaluated and investment decisions are made within the context
of an asset allocation framework, backed by a comprehensive risk management process.

The information in this document has been derived from sources believed to be accurate as of July 2014. Information derived from sources other than Principal Global Investors or its afﬁliates is believed to
be reliable; however we do not independently verify or guarantee its accuracy or validity.
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Wood Street, London, EC2V 7JB, registered in England, No. 03819986, which has approved its contents, and which is authorised and regulated by the Financial Conduct Authority. Singapore by Principal
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