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Abstract:

Contingent Convertible Bonds (CoCo) is a hybrid debt that automatically converts to equity
when the issuing bank reaches a pre-specified level of distress risk. It is regarded as an
important instrument to fulfill regulatory capitals in the banking sector. We propose a new
valuation approach for CoCo, starting from modeling the dynamics of the issuing bank's bad-
debt ratio, an indicator of the issuer's solvency. We then establish a linkage between the bank's
stock price and bank fundamentals in a jump-diffusion correlated framework, and derive the
pricing formula that is analytically tractable for a wide variation of CoCos with different
conversion schemes. The performance of the model is illustrated with a case study.
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