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2023 proved to be an eventful year for the Additional Tier 1 (AT1) Contingent

Convertibles (CoCo) market, with one of the most significant occurrences being the full

write-down of Credit Suisse’s AT1s. The forced takeover of Credit Suisse by UBS sent

shockwaves through the banking sector and had a profound impact on the AT1 CoCo market.

Unexpectedly, Credit Suisse CoCo’s were written down, while equity holders were not

wiped-out. The traditional credit waterfall was not respected, to the surprise of almost

the full market – a black swan had hit the CoCo market.

 

The announcement of the write-down of the Credit Suisse CoCos sent the CoCo market into

a tailspin. Investors feared that the write-down would result in future potential CoCo

bond conversions not respecting the traditional credit waterfall, leading to a cascade

of sell-offs and price declines. This sudden market uncertainty and the resulting panic-

selling caused CoCo bond prices to plummet, raising questions about the reliability of

these instruments as a form of capital for financial institutions in general.

 

However, as the dust settled very quickly and regulatory authorities provided guidance,

astute investors recognised a potential opportunity amidst the chaos. CoCo bond prices

reached their lowest point, creating an ideal buying moment for those with long-term

perspective. EU regulators brought clarity to the interpretation of CoCo regulations,

alleviating concerns about potential trigger events – such write-downs not respecting

the credit-waterfall and keeping equity alive was a distinct possibility for the EU

CoCos. The Credit Suisse-UBS merger prompted regulators to clarify their stance on CoCo

bonds, underscoring their importance as a risk-absorbing tool in the banking sector.

This newfound regulatory clarity reassured investors, helping to stabilise the CoCo

market and facilitate its eventual recovery.

 

Fall and Recovery
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Source: iBoxx, WisdomTree. As of 31 Dec 2023. Performance of the iBoxx Contingent Convertible Liquid Developed

Europe AT1 Index is based on the EUR-hedged version of the strategy. You cannot invest directly in an index.

Historical performance is not an indication of future performance and any investments may go down in

value.

 

Several other factors also played a pivotal role in the CoCo market's recovery during

2023. Rising interest rates provided an attractive alternative to investors, leading to

increased demand for higher-yielding CoCo bonds. Additionally, the overall health of the

financial sector, benefitting from higher interest rates (read more in our previous

blog) – with banks showing robust earnings and balance sheets, instilled confidence in

CoCo investments.

 

In summary, the CoCo market's resilience in the face of the Credit Suisse-UBS merger and

quickly rising interest rates highlighted the adaptability and strength of these

instruments. Regulatory clarity and the broader economic landscape, characterised by

rising interest rates and a healthy financial sector, were instrumental in the market's

rapid recovery. Investors who remained vigilant and capitalised on the CoCo market's

fluctuations reaped the rewards, demonstrating the value of a strategic, long-term

investment approach.

 

As we step into 2024, the CoCo market stands on a strong foundation, bolstered by a

robust financial sector and a unique combination of factors; including robustness of

CoCos in different interest rate environments (read more here). High interest rates

continue to provide an attractive investment landscape, driving investor demand for

higher-yielding CoCo bonds, with potential cuts in interest rate from central banks

leading to likely price gains. The financial sector, having weathered the challenges of

previous years, is now thriving with healthier balance sheets and solid earnings. This

favourable environment has spurred an influx of new CoCo issuances, as financial

institutions seek to take advantage of the strong investor appetite for these hybrid

instruments. With regulatory clarity from the previous year and a buoyant market, 2024

promises to be an exciting year for CoCo investors, as they navigate a landscape defined

by stability, opportunity, and the ever-evolving dynamics of the financial sector.

 

Conclusion
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CoCos have come out stronger from 2023, having weathered previously unknown storms. We

believe that the events in 2023 have further strengthened the outlook of the asset

class, with improved clarity and support from regulators and strong performance in a

unique rates environment. CoCos have outperformed most of the other related asset

classes and sub-groups over the last decade and could potentially continue to do so

given the renewed injection of confidence from investors.

 

Source: WisdomTree, Bloomberg. Period from 31 December 2013 to 31 Jan 2024. Based on returns in EUR. All fixed

income indices are total return indices; all equity indices are net total return indices. Performance includes

backtested data. Performance of the iBoxx Contingent Convertible Liquid Developed Europe AT1 Index is based on the

EUR-hedged version of the strategy. The iBoxx Contingent Convertible Liquid Developed Europe AT1 Index (EUR

Hedged) started its live calculation on 09 March 2018. You cannot invest directly in an index. Historical      

performance is not an indication of future performance and any investments may go down in value.

 

Related blogs

+ Why higher interest rates could be good news for CoCos

 

Related Products

+ WisdomTree AT1 CoCo Bond UCITS ETF - USD Acc (COCB)

 

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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