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1 Context & Essence

1.1 Learning outcomes

After studying this text the learner should / should be able to:

Understand the slot the bond market occupies in the financial system.
Be acquainted with the general terminology of the bond market.
Dissect the bond market definition into its elements.

Discuss the characteristics of the plain vanilla bond.

M

Calculate interest payments of a plain vanilla bond.

1.2 Introduction

The purpose of this text is to provide an overview of the bond market and its role in the financial system.
We start with a brief introduction to the financial system, and then contrast the money market with the
bond market, although together they make up the debt market. We then describe the characteristics of

the most common bond, the so-called plain vanilla bond. We then just mention the bond derivatives.
The following sections are presented:

o The financial system in brief.

« The money market in a nutshell.
« The bond market in a nutshell.

« Essence of the plain vanilla bond.

« Bond derivatives.

13 The financial system in brief

As seen in Figure 1, the financial system is essentially concerned with borrowing and lending. Lending
occurs either directly to borrowers (e.g. equities held by an individual) or indirectly via financial
intermediaries (e.g. an individual holds units and the unit trusts holds as assets the liabilities of the
ultimate borrowers). Although this is the main function, there are many related others as reflected in

the following definition of the financial system:

The financial system is a set of arrangements / conventions embracing the lending and borrowing of funds by
non-financial economic units and the intermediation of this function by financial intermediaries in order to
facilitate the transfer of funds, to create additional money when required, and to create markets in debt and

equity instruments (and their derivatives) so that the price and allocation of funds are determined efficiently.
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Figure 1: simplified financial system

Dissecting this definition reveals six essential elements:

o First: lenders (surplus economic units or surplus budget units) and borrowers (deficit economic
units or deficit budget units), i.e. the non-financial economic units that undertake the lending
and borrowing process. There are four groups of lenders and borrowers: household sector,
corporate sector, government sector and foreign sector, and many members of these groups
are lenders and borrowers at the same time.

« Second: financial intermediaries which intermediate the lending and borrowing process. They
interpose themselves between the lenders and borrowers.

o Third: financial instruments, which are created to satisfy the financial requirements of the various
participants; these instruments may be marketable (e.g. treasury bills) or non-marketable (e.g.
participation interest in a retirement annuity).

o Fourth: the creation of money when demanded. Banks have the unique ability to create money
by simply lending because the general public accepts bank deposits as a medium of exchange.

« Fifth: financial markets, i.e. the institutional arrangements and conventions that exist for the
issue and trading (dealing) of the financial instruments;

o Sixth: price discovery, i.e. the price of shares / equity and the price of money / debt (the rate
of interest) are “discovered” (made and determined) in the financial markets. Prices have an

allocation of funds function.
In this series of modules on the bond market we will not cover money creation and the genesis of short-

term interest rates (this takes place in the money market). We do cover the other elements briefly here

as they form the context of the bond market. We begin with the financial intermediaries.
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The financial intermediaries that exist in most countries are shown in Box 1 in categories. The individual

intermediaries or categories are then presented in Figure 2 in terms of their relationship to one another.

BOX 1: FINANCIAL INTERMEDIARIES

MAINSTREAM FINANCIAL INTERMEDIARIES
DEPOSIT INTERMEDIARIES

Central bank (CB)
Private sector banks

NON-DEPOSIT INTERMEDIARIES
Contractual intermediaries (Cls)

Insurers
Retirement funds (pension funds, provident funds, retirement annuities)

Collective investment schemes (CISs)

Securities unit trusts (SUTSs)
Property unit trusts (PUTs)
Exchange traded funds (ETFs)

Alternative investments (Als)

Hedge funds (HFs)
Private equity funds (PEFs)

QUASI-FINANCIAL INTERMEDIARIES (QFls)

Development finance institutions (DFls)
Special purpose vehicles (SPVs)

Finance companies

Leasing companies

Investment trusts / companies

Micro lenders

Buying associations

The financial instruments issued by the ultimate borrowers and the financial intermediaries are also

shown in Figure 2. They can be categorised into:
« debt instruments
 deposit instruments (which are a variation of debt instruments)

e equity instruments.

We focus here on the debt instruments because bonds are such instruments.

Download free eBooks at bookboon.com


http://bookboon.com/

Debt instruments represent either marketable debt (MD) or non-marketable debt (NMD) and are either
short-term or long-term in term to maturity. The former is usually defined as up to a year and the latter
as longer than a year. The MD and the NMD of short duration are part of the money market while only
the MD of long-term duration makes up the bond market.

* CDs =
CENTRAL NCDs & —
BANK NNCDs
Interbank
\LT debt - CDbs
o BANKS + CDs=
— Interbank NCDs &
i NNCDs
* Shares debt —> | .cDs
+ Debt=NMD * Debt BANKS —> | INVESTMENT
* Shares - VEHICLES * Investment __
« Debt =MD (CP, BAs QFls: Cls vehicle
bonds) & NMD DFls, SPVs, + Debt = MD (CP, bonds) securities
— Finance & NMD ClSs (Pls)
+ Debt = MD (bills, bonds Co’s,etc > Als
* Shares —
* Shares - Debt
+ Debt =MD (CP, bonds) . Shares
« Debt

MD = marketable debt; NMD = non. debt; CP = paper; BAs= bankers’ acceptances; CDs = certificates of deposit (= deposits ); NCDs = negotiable certificates of
deposit; NNCDs = non-negotiable certificates of deposit; foreign sectorissues foreign shares and foreign MD (foreign CP & foreign bonds); PI = participation interest (units)

Figure 2: financial intermediaries & instruments / securities
The issuers of bonds (long-term MD) are:

e corporate sector

e government sector
« foreign sector

o QFIs.

The detail in this regard will be returned to later.

It will be evident from the above that there exist two financial markets: the debt and equity markets; they

are depicted in Figure 3 together with the foreign exchange market. Note that:

o The money market is the short-term arm of the debt market; it comprises of short-term NMD
and MD.

o The bond market is part of the long-term debt market; the latter is made up of long-term NMD
and MD while the bond market is the MD arm.

« The money market (= the short-term arm of the debt market) and the long-term debt market
make up the debt market.

o The debt market is also known as the interest-bearing market and the fixed-interest market. The
terms interest-bearing and fixed-interest differentiate the debt market from the equity market
because the returns on shares are dividends and dividends are not fixed — they depend on the

performance of companies. (Here we are ignoring fixed-interest preference shares.)
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o The bond and equity markets make up the capital market; called as such because companies
and governments access long-term non-permanent capital (through bond issues) or permanent
capital (through share issues; companies only) in these markets. (Here we ignore exceptions
such as perpetual bonds and redeemable preference shares.)

« The foreign exchange (forex) market is not a financial market, but a conduit for foreign investors

into local financial markets and for local investors into foreign financial markets.

To the debt and equity (and forex) markets we may add the derivative markets. Although lending and
borrowing also do not take place in the derivative markets, they play an important role in the financial

system in terms of enabling participants in the real' economy to hedge (thereby creating stability in

production).
FOREIGN LOCAL
FINANCIAL —— E— FINANCIAL
MARKETS MARKETS
!
v ) v
‘ Debtmarket (interest-bearing) ‘ ,,,,,,,,,,,
1 7 i : Share
i Called: !
‘ ST debtmarket H LT debt market % fffff : o - market
capital
= Marketable ‘ market ‘ Marketable
part = L paﬁ:l J/
FOREIGN
FINANCIAL
MARKETS

Figure 3: financial markets

Financial markets can be categorised into primary and secondary markets. The former is the market
for the issue of new securities and the latter the market for the trading of securities that are already
in issue. It will be apparent that non-marketable debt instruments only have primary markets (e.g. a
participation interest in a retirement fund) and that MD are issued in the primary markets and traded

in the secondary markets (e.g. treasury bills).

Financial markets are either OTC (over-the-counter), such as the money market, or exchange driven, such as

the equity market. Next we define the money market which leads to a detailed description of the bond market.
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1.4 The money market in a nutshell

The money market is usually defined as the market for marketable short-term debt instruments and the
bond market as the market for marketable long-term debt instruments. However, as hinted at above, it

is our opinion that the money market is far more than this. It is comprised of the following markets:

o The primary markets that bring together the supply of retail and wholesale short-term funds
and the demand for wholesale and retail short-term funds (marketable and non-marketable).

« The secondary market in which existing marketable short-term instruments are traded.

o The creation of new money (deposits) and the financial assets that lead to this (loans in the
form of NMD and MD securities).

o The central bank-to-bank interbank market (cb2b IBM) and the bank-to- central bank
interbank market (b2cd IBM) where monetary policy is played out and interest rates have
their genesis (i.e. where repo is implemented).

o The bank-to-bank interbank market (b2b IBM) where the repo rate has its secondary impact,
i.e. on the interbank rate.

o The money market derivative markets (= an addendum).

Angelica Rydstrom,
medlem sedan 2007

FOTO: DAVID FISCHER
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This is why we define the money market as comprising the entire short-term debt market. Another strong
reason is that short-term interest rates are not primarily “discovered” in the short-term marketable debt
market; rather they are discovered in the non-marketable debt market (starting with the repo rate, which
then influences the interbank rate, then the bank call rates and so on...), and marketable short-term
debt rates then take their cues from these rates. It will be evident that the short end of the yield curve

is established in the money market.

1.5 Essence of the bond market
1.5.1 Introduction

The long-term debt market is an extension of the money market. The bond market is a part of the long-
term debt market: it is the market for marketable long-term debt; i.e. debt that is issued in the form of
tradable securities. Few borrowers are able to access this market, mainly because of the demands of the
lenders in terms of credit risk, marketability, etc. (this will become clearer as we progress this discussion).

Formally, we define the bond market as:

The bond market is the mechanism / conventions that exist for the issue of, investing in, and the trading

of instruments that represent the long-term undertakings (usually of a fixed capital nature) of the issuers.
If this definition is dissected, we arrive at the following key words:

o Bonds.

o Market mechanism.

o Issue (primary market).

o Investing.

o Trading (secondary market).

« Long-term undertakings of a fixed capital nature.
Each of these key words will be explained briefly.

1.5.2 Bonds

Bonds may be defined as marketable long-term debt obligations of the issuers. Each issuer undertakes
to repay the face value at the end of the stated redemption (maturity)? period of the bond, plus interest

at specified intervals or at the end of the period, and the interest rate may be fixed or floating.
The holder of a bond has a claim on the assets and revenue of the issuer in the event of bankruptcy. This

means that the corporate bondholder has a prior claim on assets in relation to equity. In many cases the

bond certificate states that the holder has such a claim.
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1.5.3 Market mechanism

The market mechanism is the structure, systems and conventions that exist to facilitate the issue and
trading of bonds. As we have seen, there are two types of market, i.e. the OTC market and the exchange-

regulated market. Most bond markets around the world are OTC markets.?

1.5.4 Issue (primary market)
CENTRAL -
BANK - Bonds
_ BANKS _
INVESTMENT
« Corporate bonds « Bonds - Bonds VEHICLES
« Public enterprise (or > QFls >
parastatal ) bonds DFI SP.V Cls
—_— S, S: | « Corporate bonds —
- Finance + SPV bonds ClSs
+ Government bonds Co’s, etc _ > Al
— s
+ Foreign bonds - Bonds
« Bonds

Figure 4: bond issuers
There are five broad classes of issuers in the bond market:

« Government sector (usually three levels).

« Corporate sector entities (private sector-owned).

« Corporate sector entities (public sector-owned; called public enterprises or parastatals).
o Special purpose vehicles (SPVs).

» Foreign sector entities (inward listings).

The place of each of the five broad classes of issuers in the financial system may be depicted as in Figure 4.

The detail will be provided later.
The largest issuer of bonds in almost all countries is the government sector; in some cases this is 100%.

1.5.5 Investing

The investors in (or holders of) bonds are also depicted in Figure 4. Of the ultimate lenders, the foreign
sector is the largest investor. The other three ultimate lender sectors are insignificant holders and may be
largely ignored in the big picture scenario we are creating. All the mainstream financial intermediaries
are investors in bonds, but the largest holders are the retirement funds (a CI), the long-term insurers (a
CI) and the bond unit trusts (a CIS).
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1.5.6 Trading (secondary market)

Trading in bonds (i.e. secondary market broking and dealing) is a sizeable business in most financial
markets. As noted earlier the secondary market is either OTC or exchange-driven. The market is “made” /

facilitated by a number of players:

o Members of bond exchanges where such exchanges exist.* The members are the banks, smaller
broker-dealers and interdealer brokers. In some countries the banks act as primary dealers (a
subset of market makers), which is dealt with later. The broker-dealers are smaller firms that
trade for own account or for clients. Interdealer brokers exist in some markets; they offer a
brokerage service exclusively between the members of the exchanges.®

 Discount houses. In some countries where exchanges do not exist and the banks are reluctant to
make a market in bonds, the discount houses (which are specialised banks) act in this capacity.

o Banks. In some countries where exchanges do not exist the banks act as market makers /
primary dealers.

o Issuers. Certain issuers make a market in their own paper, with the objective of enhancing the
liquidity of their paper, thus reducing the rate of interest (cost) for them.

o Speculators / arbitrageurs. These may be members of exchanges (the members that only deal
for themselves) or non-members. Most of them trade intra-day in order to avoid settlement
outlays. Their usefulness lies in increasing the turnover in the bond market, leading to efficient
price discovery.

o Investors. The investors play a significant role in the bond market. The major investors as noted
are the retirement funds and insurers), the foreign sector (mainly foreign retirement funds)

and bond unit trusts.

1.5.7 Long-term undertakings of a fixed capital nature

The long-term undertakings of a fixed capital nature of issuers are what give rise to the issue of bonds.
Many companies and governments and public enterprises (also called parastatals) have a requirement
for long-term funds to finance projects such as infrastructure (roads, telecommunications systems, deep
mining, etc). The financial planning side of a long-term project would be problematical if the company
was only able to issue short-term instruments (like commercial paper — CP). There would be two main

financial considerations (and inconveniences) in this regard:

o The uncertainty of obtaining the funds at each rollover at maturity.

« The uncertainty of the rate of interest to be paid at each rollover date.

The ability to issue long-term bonds removes these uncertainties. The issuer has a fixed (i.e. a known)

rate that is paid at known intervals and the funds are available for the full long-term period.
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1.6 Essence of the plain vanilla bond

There are many types of bonds in the bond markets of the world, and we mention them here (they are

discussed in detail later):

« Plain vanilla bonds

o Bearer bonds versus registered bonds

o Perpetual bonds versus fixed term bonds
« Floating rate bonds versus fixed rate bonds
o CPI bonds

o Zero coupon bonds versus coupon bonds
« Call bonds

o STRIPS

« Convertible bonds

« Exchangeable bonds

o Bonds with share warrants attached

» General obligation bonds

o Revenue bonds

o Serial bonds

« Catastrophe bonds
o Asset-backed bonds

Imagine yourself working with some of the sharpest and most creative brains in the transport and infrastructure
industry, developing sustainable transport solutions that will change the future of society.

Imagine yourself working in a company that really believes that people are its driving force, fostering a culture of energy,
passion and respect for the individual.

Imagine yourself working for the Volvo Group, a global leader in sustainable transport solutions with about 110,000
employees, production in 18 countries and sales in about 190 countries. A place where your voice is heard and your
ideas matter.

Together we move the world.

T— ————— —

www.volvogroup.com/career VOLVO
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« Senior, subordinated, junior and mezzanine bonds
o Junk bonds

o Guaranteed bonds

« Pay-in-kind bonds

« Split coupon bonds

« Extendable bonds

« Foreign bonds

o Eurobonds

« Global bonds

o Retail bonds.

o Islamic bonds

About 95% of all bonds in issue are of the plain vanilla variety; in some countries this number is 100%.

This variety of bond is elucidated below with the assistance on an actual bond (see® Box 2).

BOX 2: EXAMPLE OF PLAIN VANILLA BOND
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This plain vanilla bond” has a number of features:

o The issuer is Escom. Escom is the borrower. The bond is a debt obligation of Escom.

o The face value of the bond is LCC1 million. Face value is also referred to as nominal value, par
value and maturity value. This is the amount payable to the holder on maturity date, which of
course is a future value (this is discussed further in a separate section).

o The maturity date (due date or redemption date) of the bond is 1 February 2020.

o The loan number is 145. This is an internal administration number and is also used by the
exchange (if there is one) to designate (code) the bond (e.g. E145).

o The certificate number (000281) is also an internal administration number.

o The name and address of the registered owner is obvious. The bond is registered in the name of
Mr Avrous M Grabbe. Registered means that a register is kept by a Transfer Secretary and by
the issuer in which the holders (owners) and their holdings (nominal value) appear.®

o The coupon rate is 10% per annum. This is significant in that this rate of interest is fixed for
the term of the bond. Every year, the holder of this bond will receive interest of LCC100 000
(LCC1 000 000 x 0.10).

o The interest dates (which are difficult to read on the certificate) are 1 February and 1 August.
This means that the interest amount of LCC 100 000 is paid in instalments of LCC50 000 on
each of the two dates.

#fulaststudentrumvinner
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o Thewords “This stock will be transferred in the stock register kept at the head office of (Escom)...
only on the surrender of this certificate accompanied by a duly executed Transfer Form...
This certificate shall be surrendered on repayment of the principal” mean that the certificate
represents proof of ownership. This of course does not apply in the case of immobilisation
and dematerialisation.

o The word stock is an outmoded name for bond.

The two main characteristics of this bond are the fixed term and the fixed rate. These plain vanilla bonds

are therefore also referred to as fixed-rate, fixed-interest bonds.

It should also be clear that the coupon rate of 10% pa is not the true rate of return on the bond for the

purchaser (unless the market rate on the issue date was 10% pa), and this is so for three reasons:

o In real life the bond would most likely have been purchased at a discount to face value (i.e.
for less than LCC1 million) or at a premium to face value (i.e. for more than LCC1 million).
o Compounding takes place because the cash flows prior to maturity date are reinvested.

o The reinvestment rates are not known in advance.

These “complications” indicate the need for a different measure of the rate of return, and this is the
average annual rate for the period, termed the yield to maturity (ytm). To this interesting measure we

shall return later.

In conclusion it is important to reiterate that over the life of the bond the coupon does not change. However,
the market rate (ytm) changes in the secondary market on a second-to-second basis, making the price

of the bond less or more than LCC100%, i.e. the value of the bond changes continuously.

1.7 Bond derivatives

In the many bond markets of the world there exist vibrant markets for the derivative instruments that
have been created for the purpose of transferring interest rate risk / transforming assets and liabilities.

We merely mention them here:

o Forwards.

o Futures.

o Options:
- options on “physicals”
- bond warrants’.

o Swaps:
- interest rate swaps

- bond-equity swaps.
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« Hybrids:
- options on futures

- swaptions.

1.8 Summary

Debt is comprised of short-term debt (part of the money market) and long-term debt. The marketable
instruments of the latter group are called bonds. The bond market and the equity market together are

referred to as the capital market.

There are four groups of bonds: corporate bonds (private and public sector bonds), government bonds (of
different levels), foreign bonds and SPV bonds (the bonds issued by special purpose vehicles — product

of securitisations).

The bond market can be described as the mechanism / conventions that exist for the issue of, investing
in, and the trading of instruments that represent the long-term undertakings (usually of a fixed capital

nature) of the issuers.

The most common bond is the fixed-interest rate, fixed-maturity date bond. A change in the rate (called

yield to maturity — ytm) on a bond changes the price, given the fixed coupon rate.
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2 lIssuers & Investors

2.1 Learning outcomes

After studying this text the learner should:

1. Understand the reasons for issuing bonds as opposed to short-term securities.

2. Know the categories of bond issuers and understand the factors that may influence their issuing
activities.

3. Understand the relationship between government debt and fiscal policy.

4. Identify the holders of bonds and their reasons.

5. Have an appreciation of the risks faced in holding bonds.

2.2 Introduction

The main participants in the bond market are of course the issuers of and the investors in bonds. The
value of the bonds in issue represents supply, while the value of bonds held by the investors represents
satisfied demand. The rates of interest on bonds (ytm) at any point in time are “discovered” rates reflecting
information relevant to the bond market, particularly short-term rates and expectations regarding future

short-term rates (we cover this further later).
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In the following section we cover the economics of long-term finance, i.e. the reasons why long-term

finance is required by investors in the infrastructure of business and government.

In the section on the issuers of bonds we cover the categories of issuers and the factors that may influence

their issuing activities.

In the section on the investors in bonds we identify the various holders, their motivations for holding

bonds, as well as the risks they face in holding bonds.

23 The economics of long-term finance
There are many reasons for borrowing in the bond market, but the fundamental reason is to acquire
long-term funds, usually for long-term capital projects (such as the building of a factory or constructing a

highway or setting up the infrastructure for a gold mine). The bond market thus facilitates capital formation.

By long-term is meant periods of longer than a year and up to 30 years. In some countries, bonds are
also issued for 40 years, and in a few countries (e.g. the UK and the USA) perpetual bonds (also called
consoles) were issued in the past (these bonds do not have a maturity date). The other reasons for

borrowing long-term (i.e. the advantages of borrowing long-term) are:

 Short-term borrowing entails a series of borrowings, i.e. a new borrowing is required every
few months; it is administratively burdensome.

« The rate of interest may be higher when the rollovers take place.

« Short-term funds may not always be readily available on the rollover dates.

o An issuer’s creditworthiness may decline at some stage in the short term borrowing cycle, and
funds may not be available at all under this changed circumstance.

+ Equity finance (which is long-term finance) may at times be too expensive.

The bond market overcomes these financially harmful possibilities. It therefore plays a significant role in

the economy, in terms of making fixed investment projects possible, i.e. it facilitates capital formation.
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24 Issuers of bonds
241 Introduction
CENTRAL
BANK
J BANKS
+ Corporate bonds + Bonds
+ Public enterprise (or —— QFls:
parastatal ) bonds DFls, SPVs,
- Finance
+ Government bonds Co’s, etc

« Foreign bonds + Bonds

« Corporate bonds
« SPV bonds

Issuers & Investors

+ Bonds

+ Bonds

* Bonds
—

INVESTMENT
VEHICLES

Cls
ClSs
Als

Figure 1: bond issuers

We present a depiction of the financial system and the issuers of bonds that would exist in most countries

in Figure 1, and Table 1 displays the same information in table form. This represents our view of the

way bonds should be categorised.
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ULTIMATE BORROWERS

HOUSEHOLD SECTOR
CORPORATE SECTOR
Private sector companies (non-financial)

GOVERNMENT SECTOR

Central government

Provincial (state) governments

Local governments (local authorities)
FOREIGN SECTOR

MAINSTREAM FINANCIAL INTERMEDIARIES

DEPOSIT INTERMEDIARIES
Central bank (CB)
Private sector banks

NON-DEPOSIT INTERMEDIARIES
(INVESTMENT VEHICLES)
Contractual intermediaries (Cls)
Insurers
Retirement funds
Collective investment schemes (CISs)
Securities unit trusts (SUTs)
Property unit trusts (PUTs)
Exchange traded funds (ETFs)
Alternative investments (Als)
Hedge funds (HFs)
Private equity funds (PEFs)

QUASI-FINANCIAL INTERMEDIARIES (QFls)

Development finance institutions (DFls)
Special purpose vehicles (SPVs)

Finance companies

Leasing companies

Investment trusts / companies

Micro lenders

Buying associations

Public sector companies (parastatals -non-financial)

Corporate bonds
Parastatal bonds

Central govt bonds
Prov (state) bonds
Local govt bonds

Corporate bonds

Corporate bonds

Parastatal bonds

SPV bonds
Corporate bonds
Corporate bonds

Table 1: Bond issuers

Thus we have four main categories and a number of subcategories of bonds as follows:

o Government bonds:

- Central government bonds.

- Provincial (state) government bonds.

- Local government bonds.
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o Parastatal bonds (issued by public enterprises).
« Corporate bonds (issued by private sector companies).
o SPV bonds (bonds issued by special purpose vehicle).

o Foreign bonds (inward listings).

To summarise, we have, according to issuer, five main categories of bonds. The details of each of these

sectors / categories are covered below.

242 Central government

In most countries the central government is the largest single issuer of bonds. Its bonds are generally
referred to as government bonds. The reason a government issues long-term debt obligations is to finance
(partly) the budget deficit. This is justified on the grounds of the creation of infrastructure (which is

not always the case).

The rates of interest on central government securities (treasury bills and bonds) are generally referred to
as risk-free rates. By this is meant that they are credit risk free — in the sense that central governments

have the right to raise revenue and/or borrow further in order to honour interest and capital payments.
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243 Provincial / state governments

Some countries have three levels of government. Almost all countries have central governments and local
governments, but some also have provincial or state governments. In some countries the provincial /
state governments are permitted to raise revenue through bond issues, while in others this is not the

case. These bonds are generally referred to as provincial or state government bonds.

Provincial / state government bonds in some countries are guaranteed by central government.

244 Local authorities

There are different categories of local authorities in many countries, for example:

» Metropolitan Councils (the large cities)
o District Councils
o Municipalities (or municipal authorities)

o Water Boards.

These bonds are generally referred to as local authority bonds. The motivation of local authorities to issue

bonds is usually investment in local infrastructure such as sewerage plants.

The bonds of local authorities may or may not be guaranteed by central government.

245 Public sector companies / enterprises (parastatals)

Public sector companies (i.e. companies whose equity is held by central government to the extent of
100%) are also referred to as public enterprises or parastatals. The bonds they issue are usually referred

to as parastatal bonds or public enterprise bonds. From here we refer to them as parastatal bonds.

There are two subcategories here:

» Non-financial parastatals.

o Financial parastatals.

Examples of non-financial parastatals are transport companies (e.g. rail and airport) and power supply
companies. Their motivation for issuing bonds is, for example, the creation of capital assets such as roads,
rolling stock, electricity supply infrastructure (e.g. pylons, power stations and hydro-electric schemes),

waterway infrastructure, etc.
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Examples of financial parastatals are development banks, land banks, enterprise finance companies
and industrial development corporations (which are often referred to as DFIs — development finance
institutions). We categorise them under QFIs (quasi-financial intermediaries). Their motivations for
issuing bonds are, for example, the provision of finance for emerging farmers, loans to new industrial

undertakings, etc.

24.6 Private sector companies

The corporate sector in many countries is an issuer of bonds and these are logically called corporate

bonds. There are three sub-categories:

« Non-financial companies.
o Financial intermediaries.

+ Quasi-financial intermediary companies (which we categorise as QFIs).

The motivation of the non-financial companies for issuing bonds is generally to finance undertakings
that have a long life (capital assets), for example, the building of a car manufacturing plant, the sinking

of a mining shaft.

The obvious mainstream financial intermediaries that issue bonds are the banks and the life insurance
(also called assurance) companies. Their motivation for issuing bonds is to acquire capital in order to

comply with the statutory requirements (sometimes called second tier capital) as they expand business.

Examples of private sector company QFIs are finance companies [such as (fictitious) Fine Car Finance
Company Limited and Fine Apparel Finance Company Limited] and leasing companies. Their motivation

for issuing bonds is to provide instalment and leasing finance to the purchasers of their products.

The largest issuers of corporate bonds are the banks.

247 Special purpose vehicles

Special purpose vehicles (SPVs) are also large issuers of bonds in many countries. Generally, the banks
create or encourage the creation of SPVs. These vehicles are generally created by banks in order to
lighten their capital requirements. SPVs are the products of securitisations, and by the latter is meant
the creation of marketable securities (in this case bonds) from non-marketable financial assets that have

a regular cash flow.
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An example of a securitisation will enhance comprehension, but before we get there we need to clear
up the confusion that surrounds SPVs. The terminology surrounding SPVs includes securitisation,
CMOs, CDOs, CLOs, MBSs, asset backed securities, securitisation bonds and so on. Research has
indicated that definitions differ from country to country. It is our understanding that SPVs are created
from securitisations; therefore all bonds issued by SPVs are securitisation bonds. Securitisation was
described earlier. All bonds issued by SPVs are also asset-backed bonds (clear from below). The rest of

the terminology is cleared up by mentioning the types of securities issued by SPVs:'

 Residential property backed securities [also termed collateralised mortgage obligations (CMOs)
and mortgage-backed securities (MBSs)].

o Vehicle backed securities.

o Collateral debt obligations [also termed collateralised debt obligations (CDOs); sometimes
referred to as repackaged corporate credit; and sometimes referred to as the debt issued by
SPVs that hold as assets a portfolio of fixed-income assets].

 Credit card backed securities [sometimes referred to as collateralised loan obligations (CLOs)].

o Aircraft backed securities.

« Equipment backed securities.

o Corporate loan backed securities (also CLOs).

o Commercial property backed securities (also CLOs).
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We now return to the elucidation and example. A SPV [also called a special purpose entity (SPE) in some
countries] is a corporate body (usually a limited liability company) created by a sponsor (e.g. a bank)
to fulfil a specific or a temporary objective (for example for a bank to take certain assets off its balance
sheet in order to release capital for other lending purposes). The SPV issues debt obligations (bonds in

this case) to finance its assets and the assets provide the return (cash flow) to the bondholders.

The SPV is not owned by the sponsor of the deal and is therefore bankruptcy-remote from it, i.e. the
bondholders carry the credit risk. The SPV is managed by an administration company that is independent

of the sponsor. An example will clarify the above (see Figure 2).

-
BANK (LCC MILLIONS)
Originator = < assets equity and liabilities
bank
~»mortgages -10 000| Deposits -10 000 €+
\\ : :
r 3
—— SPV (LCC MILLIONS) Trustees -
| H
manager = assets equity and liabilies > watchdog
servicer : _
< “..»-mortgages +10 000 Senior bonds +9 000 MB.S
Bankruptcy- Mezz bonds + 700 credit-
remote Junior bonds + 300 enhanced
\ MBS +10 000""35 y

PRIVATE SECTOR (LCC MILLIONS)

assets equity and liabilities
MBS +10 000 s s

Figure 2: example of bank securitisation of mortgages

The sponsor bank sells mortgages to the SPV; the SPV issues three tiers of bonds (here called MBS) in
proportions according to the requirements of the rating agency and subordinates the mezzanine bonds
to the senior bonds and the junior bonds to the mezzanine bonds as indicated in the figure. This means
that in the event of bankruptcy of the SPV the holders of the senior bonds have first call on the assets,
followed by the mezzanine bond holders, and followed by the junior bond holders. This is called credit
enhancement - the senior bonds have been credit-enhanced. This is why they are usually highly rated
(depending on other factors). The mezzanine bonds are rated lower than the senior bonds (but still at
investment grade) while the junior bonds are usually unrated (and are usually taken up by some risk-

taker because the rate is high)".
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248 Foreign sector

In many countries bonds are issued by foreign entities. They are denominated in the local currency and
are referred to as foreign bonds. Other types of foreign bonds are Eurobonds and Global bonds. These

bond types are discussed in section 3.

All the issuers of bonds may be summarised as shown in Figure 3.

BONDS

{ ' { ' .

Government Parastatal Corporate SPV Foreign
bonds bonds bonds bonds bonds
|
Central Provincial Local
government government government
bonds bonds bonds

Figure 3: classification of bonds

25 Government debt and fiscal policy

As the largest issuer of bonds (in most countries) the central government deserves special mention.
Because the central government is the largest issuer by a large margin, the local bond market essentially
is a central government bond market (we call it the LCC bond market), and all other non-central
government bonds are referenced on the government bonds. This is so in respect of rates and terms to

maturity (often called look-alikes).

The amount of LCC bonds in issue is a reflection of the accumulation of the government budget deficits.
LCC bonds are not the only instruments used to fund the deficit (the others are treasury bills and
foreign loans in the main), but they constitute the main instrument. The deficit plays an important role
in fiscal policy (defined as the taxing, spending and deficit financing programmes of government and

their influence on economic growth and employment).

The management of the outstanding debt of government (called debt management policy) also plays a
major role in the financial sector of the economy and therefore has an influence on the real sector. For
example, a huge debt in relation to GDP will tend to “crowd out” the private sector. Also, the distribution
of the debt and the term of the debt play a role in terms of money creation by banks. Debt management
policy can be used to contribute to the broad economic goals of government or detract from sound

policies if poorly managed.
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It is notable that central governments in many cases have a legal obligation to carry out fiscal and debt
management policy in a proficient manner. In South Africa, for example, the Public Finance Management
Act of 1999 determines that:

“The National Treasury must — (a) promote the national government’s fiscal policy framework and
the co-ordination of macro-economic policy; (b) co-ordinate intergovernmental financial and fiscal
relations; (c) manage the budget preparation process; (d) exercise control over the implementation of
the annual national budget, including any adjustments budgets; (e) facilitate the implementation of the
annual Division of Revenue Act; (f) monitor the implementation of provincial budgets; (g) promote and
enforce transparency and effective management in respect of revenue, expenditure, assets and liabilities
of departments, public entities and constitutional institutions; and (h) perform the other functions

assigned to the National Treasury in terms of this Act”

2.6 Investors in bonds
2.6.1 Introduction

In this section we cover the following:

« Holders of bonds and ownership distribution.
« Motivations for holding bonds.
+ Risks faced in holding bonds.

» Role of rating agencies.

2.6.2 Holders of bonds and ownership distribution

CENTRAL -
BANK « Bonds
_ BANKS —
INVESTMENT
+ Corporate bonds 2 Bonds : Bonds VEHICLES
« Public enterprise (or QFls: Cls
parastatal ) bonds DFls, SPVs, Corporate bonds 4
ik Rt N .
- Finance « SPV bonds ClSs

+ Government bonds Co’s, etc > Als
I ZOveTnmert pongs o

« Bonds
+ Foreignbonds

« Bonds

Figure 4: investors in bonds

Figure 4 and Table 2 indicate the holders of / investors in bonds.
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ULTIMATE BORROWERS

HOUSEHOLD SECTOR To a small degree
CORPORATE SECTOR
Private sector companies (non-financial) To a small degree
Public sector companies (parastatals -non-financial) No
GOVERNMENT SECTOR
Central government No
Provincial (state) governments No
Local governments (local authorities) No

FOREIGN SECTOR

MAINSTREAM FINANCIAL INTERMEDIARIES

DEPOSIT INTERMEDIARIES
Central bank (CB) Yes
Private sector banks Yes

NON-DEPOSIT INTERMEDIARIES
(INVESTMENT VEHICLES)
Contractual intermediaries (Cls)

Insurers To a large degree
Retirement funds To a large degree
Collective investment schemes (CISs)

Securities unit trusts (SUTs) Bond funds only
Property unit trusts (PUTs) No
Exchange traded funds (ETFs) No

Alternative investments (Als)
Hedge funds (HFs) Some specialised HFs
Private equity funds (PEFs) No

QUASI-FINANCIAL INTERMEDIARIES (QFls)

Development finance institutions (DFls) No
Special purpose vehicles (SPVs) No
Finance companies No
Leasing companies No
Investment trusts / companies No
Micro lenders No
Buying associations No

Table 2: Investors in bonds

In most countries the largest holders of bonds are the retirement funds (up to 60%) followed by the
insurers at about 20%. Next in line are the banks at around 10%. They are followed by the bond funds

(i.e. specialised securities unit trusts) at about 3% and the central bank at about 2%."
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263 Motivations for holding bonds
2.6.3.1 Introduction

Above we identified the following holders of bonds:

« Household sector

o Corporate sector

» Foreign sector

o Central bank

» Private sector banks

e Insurers

o Retirement funds

e Securities unit trusts

o Investment trusts / companies
o Hedge funds.
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2.6.3.2 Household sector

This sector is a holder of bonds, but to a limited extent, mainly because individuals are not familiar with
the bond market compared with the equity market. The latter market enjoys a high profile, whereas
the bond market does not. The few that do hold bonds are high net-worth individuals. A number of
individuals are also speculators in the bond market, but they tend to work in the financial markets and

speculate in their personal capacities.

Over the past few years a number of central governments have encouraged the household sector to invest
in bonds through advertising campaigns and the launching of retail bonds (i.e. small denomination
bonds).

2.6.3.3 Corporate sector

Non-financial corporates are usually not in the business of investing in the financial markets, but there are
a few that have surplus funds at times and make use of this market. Examples are cash-rich companies,
such as mining houses and cell phone companies. These companies usually have treasury divisions, or

outsource this function to specialist treasury management companies.

2.6.3.4 Foreign sector

In many countries with efficient bond markets the foreign sector is a large holder of bonds. For foreign
investors to be attracted to foreign (to them) bond markets a number of criteria must be satisfied,

including:

o Safety of the market in terms of settlement practices, scrip handling, scrip custody services
and so on (a regulated exchange-traded market is a major attraction).

A highly liquid market, i.e. they are able to enter and exit the market with ease.

 Existence of a repurchase agreement (repo) market in which bond positions can be “carried”
(i.e. funded locally).

» No restrictions on repatriating profits.

» A stable exchange rate.

Foreign investors’ motivations for holding bonds are interest rates and capital gains.

2.6.3.5 Central bank

Generally central banks are large holders of bonds as a proportion of their total assets but are small
holders in relation to other financial intermediaries. Their motivation for holding bonds is that these

instruments are sometimes used in open market operations (particularly short-term bonds).
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2.6.3.6 Private sector banks

Many banks hold large amounts of bonds. Their motivations for holding bonds can include:

o Bonds are part of their investment portfolio. Banks earn the coupon rate and they endeavour
to profit from capital gains when the prices of bonds increase (rates decrease), which may be
termed opportunistic profits.

« In the case of the primary dealer banks: in order to perform this function of market making
effectively.

o Inorder to comply with the liquid asset requirement. The banks tend to hold substantially more
short-term bonds (which rank as liquid assets) than long-term bonds (which do not rank as
liquid assets). This applies in most countries

o All government bonds, irrespective of term to maturity, may be used to acquire central bank

accommodation.

2.6.3.7 Insurers

The long-term insurers in most countries hold bonds to the extent of about 20% of total assets. This is
higher than in the case of short-term insurers, and the reason is that a larger proportion of their liabilities
is of a long-term nature (insured pension commitments, life policies, retirement annuities, etc.), i.e. they
have a different risk profile to the short-term insurers. Their liabilities are virtually certain compared

with the potential liabilities (claims) in the case of the short-term insurers.

2.6.3.8 Retirement funds

Generally retirement funds are the largest holders of bonds (in many countries about 40% of total assets).
Their motivation for holding bonds is obvious: they have long-term liabilities in the form of annuities

(pensions), lump sum payments upon retirement of members and lump sum payments upon death.

2.6.3.9 Securities unit trusts

The specialist securities unit trusts, bond funds, hold the majority of their assets in bonds, and they vary

the proportions of long- and short-term bonds according to their interest rate views.

2.6.3.10 Hedge funds

Hedge funds are involved in all financial markets as holders of securities. As opposed to “long-only”
funds such as securities unit trusts, they also “go short” of securities, borrow funds and make use of

derivative instruments. A few hedge funds specialise in bonds.
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2.6.4 Risks faced in holding bonds
2.6.4.1 Introduction

The risks faced by bondholders are as follows:

o Counterparty risk.
o Market risk.

o Credit risk.

o Call risk.

o Reinvestment risk.
o Liquidity risk.

« Volatility risk.

« Exchange rate risk.
o Incident risk.

o Inflation risk.
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2.6.4.2 Counterparty risk

Counterparty risk is twofold: the risk of tainted scrip entering the market, and settlement risk. The
former involves the sale of tainted (fraudulent) certificates by a seller to a buyer. The latter involves the
reneging on a deal by the counterparty to the deal resulting in the buyer / seller having to buy / sell a

particular bond at an inferior rate (price).

It is notable that the introduction of an exchange-traded market, accompanied by the certificates of the
issuers being dematerialised or immobilised in a CSD, eliminates the risk of tainted scrip entering the

market and settlement risk.

2.6.4.3 Market risk

Market risk (also incorrectly called interest rate risk'*) is the risk of bond rates rising and the holder
making a capital loss. This is the same as the price of bonds falling, because the two are inversely related.
The risk increases as the term of the bond increases. This risk cannot be avoided except by using the

derivatives market to hedge, but the price of derivatives detracts from the yield enjoyed.

An example of the loss incurred in the case of a rate rise is as follows:

Bond: L186 (a fictitious code)
Maturity date: 21/12/2029
Coupon rate: 10.5% pa
Nominal amount: LCC10 million
Deal date (buy): 20/06/2005

Rate (ytm) (buy): 12.0% pa

Deal date (sell): 21/06/2005

Rate (ytm) (sell): 12.5% pa

Price on 20 June: LCC88.19108%
Price on 21 June: LCC84.82036%
Consideration on 20 June: LCC8 819 108.00
Consideration on 21 June: LCC8 482 036.00
Difference (loss -): -LCC337 072.00.

The above is a true example. It will be apparent that the investor in bonds is also able to make handsome

capital profits if rates fall (prices rise).
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What is the principle that underlies the inverse relationship between rate (ytm) and price? It is

straightforward, if a ridiculous example is used, as follows:

Bond: L001 (due 21/12/2009)

Nominal amount: LCC1 000 000

Coupon rate: 12.0% pa (payable in arrears on 21/12/2009)
Deal date (buy): 21/12/2008 (at 10am)

Rate (ytm) (buy): 12.0% pa (at 10am)

Deal date (sell): 21/12/2008 (i.e. same day, but at 11am)
Rate (ytm) (sell): 24.0% (at 11am)

Price on 21/12/2008 (10am): LCC100% (or 1.0)

Price on 21/12/2008 (11am): LCC50% (or 0.5)

Consideration on21/12/2008 (10am): LCC1 000 000.00
Consideration on 21/12/2008 (11am): LCC500 000.00
Difference (loss -): -LCC500 000.00

The bond is issued on 21/12/2008, is due on 21/12/2009, has a coupon rate of 12% pa, and is bought
by the investor at a rate of 12%. This means that the investor pays a price of 1.00 for the bond. This s/
he does at 10 am and pays LCC1 million for the bond. After one year s/he will receive LCC120 000 in
interest. At 11 am a catastrophe occurs and the rate for this bond in the secondary market rises to 24%
pa. The investor panics, because s/he is of the opinion that the rate will increase to an even higher level
later, and sells the bond at 24% pa.

The market rate of 24% pa means that there are buyers that are prepared to accept a return on the
investment at this level. The coupon rate cannot change because it is a fixed rate. Thus, the element that
has to give way is the price of the bond. A return of 24% means that the price of the bond has to fall
to 0.5 in order for the buyer to get a return of 24% pa (12.0 / 0.5). Thus, the new buyer pays LCC500
000.00 for the LCC1 million nominal value bond. On due date s/he receives LCC120 000.00 interest
which means that the return is 24.0% [(LCC120 000 / LCC500 000) x 100].

If the 1-year bond rate had fallen to 6% pa, the price of the bond would have increased to 2.0. The bond
would cost LCC2 000 000.00, because the new buyer wanted a return of 6% pa [(LCC120 000 / LCC2
000 000) x 100].

Thus, price and rate are inversely related. The following will now be evident:

o When the coupon rate is equal to the market rate, the price is par, i.e. 1.0.

o When the coupon rate is higher than the market rate, the price is higher than par, i.e. it is
trading at a premium

o When the coupon rate is lower that the market rate, the price is lower than par, i.e. it is trading
at a discount

« Changes in the price and rate of a bond are inverse.
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The two main features of bonds that impact on rate/price are:

o Term to maturity

« Coupon rate.

In general, the longer the bond and the lower the coupon rate, the more price sensitive it is to changes

in the market rate.

Because of the abovementioned features of bonds, investors require a measure of the price sensitivity of
bonds in relation to changes in market rates. The measure developed for this purpose is called duration,

and this will be discussed in some detail in a separate section.

Market risk is the chief risk faced by bondholders.

2.6.4.4 Credit risk

Credit risk is the risk of the issuer of the bond defaulting on its issued bonds, i.e. not being able to pay
all or part of the maturity value and/or the interest on the bond. It is common wisdom that government
bonds are risk-free, i.e. that governments never default on their issues of securities. This is not necessarily

factual. As recently as 2002, a government defaulted on its debt. Other holders of government bonds

have had the same fate in the distant past.
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However, generally speaking, when countries are stable politically and economically, it is almost
impossible for their governments to default on their debt. Thus in the stable parts of the world the rates
on government securities are regarded as risk-free rates. All other rates on bonds are referenced on

these risk-free rates.

The rates on a non-central government bonds are made up of two elements: the risk-free rate and the risk
premium. The latter is the premium paid by the non-government issuer at issue (demanded by the buyer

at issue and in the secondary market) as compensation for taking on a measure of the risk of default.

In mature bond markets non-central government issuers of bonds have their bonds rated by a rating
agency (and possibly by more than one agency). Investors rely on the ratings of the credit rating agencies

to gauge the quality of the borrower and to “set” the risk-premium demanded.

In conclusion we mention two variations of credit risk that flow from the above:

« Rating-downgrade risk.

o Risk-premium risk.

Rating-downgrade risk is where the business of the issuer undergoes changing business conditions (or a
“shock”) which leads to a downgrading by the rating agency/agencies. This of course leads to an increase

in the risk premium on the particular bond.

Risk-premium risk refers to the risk of the overall risk-premium on corporate bonds increasing as a result
of changing business conditions generally. For example, in economic recession periods, corporate bond
investors may feel that the risk of companies defaulting on principal and/or interest increases. This leads

to an increase in the risk premium demanded, which means that the prices of corporate bonds fall.

2.6.4.5 Call risk

Call (or prepayment) risk applies to bonds that have call provisions, i.e. the issuers have the option to
“call” (prepay) their bonds. The corollary is that the holder is uncertain in respect of the future cash

flows on the bond.

Issuers that have a call provision on their paper usually call the paper when the market rate has dropped
below the coupon rate. The consequence of this is that the benefits of capital gains are smaller than in

the case of option-free bonds, i.e. when rates decline they decline less on callable bonds.

It will be apparent that call bonds are also exposed to reinvestment risk (see next). When a bond is called
the investor is left with the problem of investing the proceeds of the called bond in other bonds, the rate
on which may be lower than the rate enjoyed on the call bond. However, this is only part of reinvestment

risk, to which we now turn.
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2.6.4.6 Reinvestment risk

Reinvestment risk is the risk of investing the proceeds of called call bonds at lower rates (as mentioned
in the previous section) and the investment, in the case of plain vanilla bonds, of coupon interest at
lower rates than the assumed reinvestment rate. As will be seen in the mathematics section, the bond
pricing formula assumes that the coupons received are invested at the rate paid for the bond, i.e. this is
an important assumption of the formula. However, this is not certain, and the rate may be lower. It is

for this reason that certain investors favour zero coupon bonds.

2.6.4.7 Liquidity risk

Liquidity risk is the risk that a bond is sold below its true value, i.e. at a price that is lower than the prices
of recent trade in bonds of the same maturity/duration (which is the same as selling the bond at a rate
which is higher than recent trades in the relevant bond or similar bonds). This may happen if the bond
market happens to be less liquid at the time of selling. The most accepted measure of liquidity risk is

the spread between buy and sell rates. The wider the spread, the higher the liquidity risk.

2.6.4.8 Volatility risk

Volatility risk only applies in the case of a call bond, as in the case of call risk. Volatility in bonds (i.e.
the extent of price/rate changes around the mean in the past) and expected volatility is one of the major
inputs in the price of an option. Thus, the rate/price of a call bond will change as volatility and expected

volatility change. In general:

Price of a call bond = price of option-free bond - price of embedded call option.

The higher volatility is the higher is the value of the call option. The reverse also holds, i.e. in the case

of putable bonds:

Price of put bond = price of option-free bond + price of embedded put option.

2.6.4.9 Exchange rate risk

Exchange rate risk only applies in the case of bonds that are not denominated in the local currency of
the holder. The holder has the risk that the currency in which the bonds are denominated depreciates,
in which case the holder will receive less periodic interest and less of the principal amount on maturity

in the local currency. This risk is also referred to as currency risk.
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2.6.4.10 Incident risk

Issuers & Investors

Incidents may take place that affect the interest and/or principal payments on bonds. There are many

examples of this variety of risk but most analysts categorise them as follows:

o Regulatory risk. Laws or regulations may change that affect the status of a security and therefore

its rate. For example, in some countries government bonds of a maturity of 3 years or less rank

as liquid assets for banks (who are required to hold a certain minimum of these); if this status

changes, the supply of these securities will increase, driving up the rate (driving down the price).

o Political risk. A new government may alter the terms and conditions of repayment of existing

issues of bonds.

Disaster risk. A company may be affected by a natural disaster (e.g. an earthquake), which could

impair its ability to pay the interest on and/or principal of its issued bonds.

o Takeover risk. A company may be taken over and this could prejudice its obligation to bond

holders.
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2.6.4.11 Inflation risk

Inflation risk is the risk that the real rate of interest earned on a bond falls, due to inflation. For example,
if an investor buys a bond at a rate of 10% pa and the annual inflation rate is 2% pa, s/he is earning a real
rate of 8% pa. At the time of purchase the real rate is known and accepted by the purchaser. However,
if the inflation rate rises to 4% pa, the holder receives a real rate of only 6% pa. This is because the rate

on the bond is a fixed rate of return.

2.6.5 Role of rating agencies

The ratings assigned by rating agencies to the bonds of non-central government issuers have a major

impact on the rate premium that they are obliged to pay above the benchmark risk-free rates.

The agencies collect and analyse all available accounting and other financial subjective and objective
information in order to arrive at a rating that reflects the issuer’s ability to pay the interest and repay
the principal of the debt. Another way of putting this is that they endeavour to arrive at a probability

of default. They make use of complex financial ratio analyses, industry analyses and economic analyses.

The financial ratios used are many, including profitability, leverage, coverage, and liquidity ratios. The
three principal agencies are Moody’s, Standard & Poor’s (S&P) and Fitch IBCA. The rating categories of

the first two agencies, as well as brief explanations of selected categories, are shown in Table 3.

Moody’s S&P
Best quality; smallest degree of risk Aaa AAA
High Quality; slightly more long-term risk than top rating Aal AA+
Aa2 AA
Aa3 AA-
Upper medium grade; possible impairment in the future Al A+
A2 A
A3 A-
Medium grade; lack outstanding investment characteristics Baal BBB+
Baa2 BBB
Baa3 BBB-
Speculative issues; protection may be moderate Ba1l BB+
Ba2 BB
Ba3 BB-
Very speculative, small likelihood of interest and principal payments B1 B+
B2 B
B3 B-
Issues in poor standing; may be in default Caa CCC
Speculative in a high degree; with marked shortcomings Ca CcC
Lowest quality; poor prospects of attaining real investment standing C C
Source: Saunders and Cornett (2001).

Table: Moody’s and S&P ratings and succinct explanation
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2.7 Summary

This section discusses the many advantages long-term bonds offer over short-term securities for borrowers
that borrow for capital projects. There are five groups of borrowers: government, parastatals, the corporate
sector, the foreign sector and SPVs. They each have particular motivations for issuing bonds

The largest issuer is the central government and their motivations are tied in with fiscal policy.

The groups of bond holders are the four sectors that make up “ultimate lenders” and the various financial
intermediaries. Each has a particular motivation for holding bonds. The largest holders are the retirement

funds and insurers because of the duration of their liabilities: they seek to match them.

Bonds have many risks inherent in them such as market risk and credit risk. The rating agencies play a

major role in the establishment of the risk premium paid by companies over the risk free rate.
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3 Instruments

3.1 Learning outcomes

After studying this text the learner should:

1. Understand the characteristics of the different types of bonds found in the international bond

markets and be able to distinguish between them.

3.2 Introduction

There are five bond issuer groups and there are subcategories that apply to government as shown in Figure 1.

BONDS

' ' ‘ 4 4

Government Parastatal Corporate SPV Foreign
bonds bonds bonds bonds bonds
[
Central Provincial Local
government government government
bonds bonds bonds

Figure 1: classification of bonds

These borrowers issue one or more of the many types of bonds that have been created to satisty the

needs of the issuers and the investors. The varieties of bonds found in international bond markets are':

o Plain vanilla bonds.

 Bearer bonds versus registered bonds.

o Perpetual bonds versus fixed-term bonds.
« Floating rate bonds versus fixed-rate bonds.
« Inflation-linked bonds.

o Zero coupon bonds versus coupon bonds.
« Call bonds.

o STRIPS.

o Convertible bonds.

« Exchangeable bonds.

« Bonds with share warrants attached.

o General obligation bonds.

o Revenue bonds.

« Serial bonds.

« Catastrophe bonds.
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o Asset-backed bonds.
« Senior, subordinated, junior and mezzanine bonds.
¢ Junk bonds.

o Guaranteed bonds.

+ Pay-in-kind bonds.
« Split coupon bonds.
« Extendable bonds.

« Foreign bonds.

o Eurobonds.

o Global bonds.

o Retail bonds.

33 Bond instruments
3.3.1 Plain vanilla bonds

The plain vanilla bond was covered in an earlier section. A reminder: it is a fixed-term, fixed-rate and

registered bond. An example is presented in Box 1 and its cash flows are presented in Figure 2.

Imagine yourself working with some of the sharpest and most creative brains in the transport and infrastructure
industry, developing sustainable transport solutions that will change the future of society.

Imagine yourself working in a company that really believes that people are its driving force, fostering a culture of energy,
passion and respect for the individual.

Imagine yourself working for the Volvo Group, a global leader in sustainable transport solutions with about 110,000
employees, production in 18 countries and sales in about 190 countries. A place where your voice is heard and your
ideas matter.

Together we move the world.

T— ————— —

www.volvogroup.com/career VOLVO
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LCC50 000 &

LCC50 000 LCC50 000 LCC1 000 000
LCC50 000 LCC50 000 LCC50 000

I I I I I I I <+—— Timeline
01.08.2017 01.08.2018 01.08.2019
Purchase Maturity
date 1 year 2 years date
01.02.2017 01.02.2018 01.02.2019 01.02.2020

Figure 2: example of cash flows of plain vanilla bond: 10% coupon, interest payable six-monthly in arrears,
due 1 February 2020

Assuming this bond is purchased on 1 February 2017 its cash flows are:
o LCC50 000 every 6 months until maturity including on the maturity date (0.10 x LCC1 000
000 / 2).

« LCCI1 000 000 (the nominal / face value of the bond).

These characteristics of the bond do not change during the life of the bond. All that changes is the market

rate on the bond, which brings about a change in the price of the bond.

BOX 1: EXAMPLE OF PLAIN VANILLA BOND

Source: Eskom
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33.2 Bearer bonds versus registered bonds

Bearer bonds contrast to registered bonds. The plain vanilla bond in the example is a registered bond
meaning that the name of the investor is printed on the certificate and that a register of owners is
maintained. The register has two purposes: proof of ownership (together with the certificate) and the

payment of interest to the registered owner.

Originally only the issuer maintained the register of owners. Later certain banks offered the service of
maintenance of the register and change of registration of ownership; these services were utilised by most

issuers. Later on these service providers became known as Transfer Secretaries.

With the advent of immobilisation and dematerialisation and the existence of a Central Scrip Depository
(CSD), these Transfer Secretaries are now known as CSDPs (CSD Participants)'®. With immobilisation,
bonds are immobilised in the scrip depository and an electronic register is maintained by the CSDP
and the CSD and these evidence ownership. The CSDP sends confirmation of ownership to investors
on a regular basis. With total dematerialisation, the same situation prevails but no scrip is deposited in
the CSD."”

BOX 2: EXAMPLE OF BEARER BOND WITH COUPONS

Source: http://riskencyclopedia.com/articles/book_entry_reqgistered_bearer_bonds/
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Transfer of ownership of registered bonds is accomplished by the completion of a Securities Transfer Form
(CTF - also called transfer deed). This CTF is usually prescribed in terms of the statute that regulates

companies / corporations.

In the case of bearer bonds, none of the above applies, i.e. the name of the issuer is not placed on the

bond, and neither is a register kept. Proof of ownership is the physical bond itself.

The bond term coupon emanates from the bearer bonds issued in the distant past. Attached to the
certificates were perforated coupons on which the amount of interest was printed. On interest dates
these coupons were detached and presented to the issuer to honour. An example is provided in Box 2'®

(note the coupons on the right of the certificate).

Transfer of ownership of bearer bonds took / takes place by exchange of the certificate for funds. It will
be apparent that a higher measure of risk attaches to bearer bonds, which is why they are no longer

issued in the developed markets.

333 Perpetual bonds versus fixed-term bonds

Perpetual bonds are also knows as perpetuities, consols, treasury annuities and undated treasuries. They
have an English genesis and they contrast to fixed-term bonds. A perpetual bond is a bond that has no
maturity date. The rate (coupon) payable on the bond may be floating or fixed, and the rate is paid in
perpetuity. An example of a fixed-rate perpetual bond is depicted in Figure 3.

Cash flows
LCC50 000 LCC50 000
LCC50 000 LCC50 000 LCC50 000

Timeline —m 0o | | | | | | , ©0

\ \ \ \ \ \ :

Issue 1 year 2 years 3 years
date

Figure 3: example of a perpetual bond (nominal value = LCC1 000 000; coupon = 10% pa)

In this example the perpetual bond has a nominal value of LCC1 million and an interest rate (coupon)
of 10% per annum, payable 6-monthly in arrears. The nominal value is the amount payable for the bond
at issue and this amount is not repayable. The LCC50 000 coupon (LCC1 000 000 x 0.10 / 2) is paid

every 6 months from issue date ad infinitum (i.e. forever).
It will be evident that investors will only invest in these bonds if they are issued by an institution that has

the ultimate creditworthiness. Only certain governments can claim this status. These bonds obviously

still exist, but they are not issued any longer.
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An example of a UK perpetual bond (annuity) is presented in Box 3.19

BOX 2: EXAMPLE OF PERPETUAL BOND (ANNUITY)

Source: http://financelongrun.blogspot.com/2013/02/perpetual-bonds.html
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334 Floating rate bonds versus fixed-rate bonds

A floating rate bond (also called “floating rate note” - FRN) contrasts with a fixed-rate bond. This bond
usually has the same features as a plain vanilla bond except that it does not have a fixed coupon, i.e. the
rate payable on the bond is not fixed. Instead, the rate payable is linked to some benchmark rate. The
benchmark rate can be any rate that “floats’, i.e. changes frequently with market conditions, but it is a
rate that is quoted regularly and is reliable in terms of reflecting market conditions accurately. Examples

of benchmark rates are:

o Prime rate. This is the rate charged by banks on overdraft facilities to prime clients, and they
are usually the same. They are usually quoted by the banks on a permanent basis.

o Interbank lending rates. In most countries a neutral organisation (such as an exchange) gathers
in a variety of rates at which a number of the large banks will lend to one another for various
periods, for example overnight, 30 days, 60 days, 91 days, 182 days and so on. Here we call
them IBAR (interbank agreed rates). The neutral organisation usually calculates and publishes
daily arithmetical averages for each rate after lopping of the highest and the lowest.

o 3-month BA rate (i.e. the rate on 3-month bankers’ acceptances). This rate occupied a high
profile position in many countries in the past, but the instrument is no longer as widely traded.

o 9l1-day treasury bill tender rate. Most central banks, on behalf of their governments, conduct
weekly treasury bill tenders for various terms. In most countries these rates are published

weekly and have high credibility in the market.

An example of a floating rate bond is (see Figure 4):

Nominal value: LCC1 000 000

Term: 3 years

Interest frequency:  6-monthly

Floating rate: 100 basis points (bp) above most recent 91-day weekly treasury bill

tender rate pa on interest dates (TB rate).
Because the floating rate is a per annum rate, the 6-monthly rate is:

(TB rate + 100bp) / 2.

LCC58 500

+
Cashflows —» |ccago00  LCC50000 LCC52500 LCC53500 LCC55500  LCCA 000 000

} } } } } } } <—— Timeline

Issue

date 1 year 2 years 3 years
91-day 91-day 91-day 91-day 91-day 91-day

TB rate TB rate TB rate TB rate TB rate TB rate

8.6% 9.0% 9.5% 9.7% 10.1% 10.7%

Figure 4: example of a floating rate bond
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For example, the first interest amount payable is:

LCC1 000 000 x [(0.086 + 0.01) / 2]
= LCCI1 000 000 x 0.048
= LCC48 000.

Floating rate bonds are also referred to as reset bonds in some countries.

3.3.5 Inflation-linked bonds

Inflation-linked bonds are also called index bonds. Their return is usually linked to the CPI (consumer
price index) and as such is a variation of floating rate bonds. The differences are that the benchmark is
not an interest rate but the inflation rate, and the principal value is adjusted for the differential between
the CPI rate and the benchmark rate.

Thereis no generic CPIbond. The type is found in many countries (which are usually issued by government
and parastatals — public enterprises) can be described as follows: the coupon rate is determined in an
open market auction and remains fixed throughout the life of the bond. Adjustments are made to the

bond’s capital value to compensate for inflation.

An example is required. If the coupon on the bond is 6.0% pa and the investment is LCC1 million, the
interest paid per annum is LCC60 000. If inflation in the next year is 4.0% pa, the capital value of the
bond is adjusted to LCC1 040 000 (LCC1 000 000 x 1.04). The coupon rate of 6.0% pa remains unchanged
but is payable on the higher capital value; it is therefore LCC62 400 (LCC1 040 000 x 0.06). This means
that both capital and income are adjusted upwards by the CPI inflation rate.
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LCC12.6 x 1.10
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Z 0
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I
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LCC105% —
LCC100% -
15% -+
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5%
1 2 3 4

Time period in years

Figure 5: example of inflation-linked bond
Another example is presented in Figure 5 (inflation fluctuates between 5% and 10%; coupon = 12%).

Inflation-linked bonds are appropriate for investors who need to match inflation-linked liabilities.
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33.6 Zero coupon bonds versus coupon bonds

A zero coupon bond, as the name indicates, is a bond that does not have any coupon payments. An

example follows (see Figure 6):

Nominal value: LCC1 000 000

Term: 3 years

Interest payable: None (except that the “discount” is payable)

Interest dates: None (except that the discount amount is payable on maturity date).

The zero coupon bond contrasts with the coupon bond, and is the most straightforward of all bonds. The
face of the certificate?® has the name of the investor, the nominal (face) value and the maturity date. It
is issued at a discount rate, which reflects the interest rate that the investor is prepared to pay, i.e. the
market rate for 3-year money. The return to the investor is the difference between that nominal value

and the price paid, i.e. the discount amount.

Cash flow —— LCC1 000 000
I I I I

| | | | < Time line
I(sjs;Je 1 year 2 years 3 years =
ate maturity
date

Figure 6: example of zero coupon bond

3.3.7 Call bonds

Call bonds are also termed bonds with call provisions. Call bonds are plain vanilla bonds that have a
call provision attached, i.e. the issuer has the option to repurchase the bond after a stipulated period but
before maturity, under certain conditions (usually price). Clearly, the issuer has the right but not the

obligation to exercise this “option”.

Usually in the case of call bonds a pre-determined cost to the issuer (advantage to the buyer) is included
in the deal. For example, a 10% pa coupon callable bond issued at a price of 100% may be callable at a
price of 110%, i.e. if the issuer calls the bond, the holder will be paid a price of 110%. Clearly, the issuer
will only call the bond if the price rises to above 110%.

In the case of call bonds where the price is determined according to a tender, the bonds are called at

par. This option for the issuer will ensure that the tender price will be lower than on equivalent term

bonds that are not subject to calls.
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There are three versions of call bonds:

1. Where the issuer has the option to call the entire issue.
2. Where the issuer has the option to call the issue in tranches.

3. Where the issuer has the option to call part of the issue.

A number of callable bonds are listed on the exchanges of the world. Although the callable feature allows
the issuer to refinance at a lower rate, it places a limit on the capital gains to be made by the investor;
hence callable bonds are not favoured by investors. Banks often issue callable bonds to qualify as Tier

IT capital in accordance with the regulations of the BASEL Accord.”

There are also a few bonds in issue that have put options attached, i.e. the holder has the right (but not

the obligation) to sell the bond back to the issuer on or before a specified date under certain conditions.

3.3.8 Strips

STRIPS is the acronym for Separate Trading of Registered Interest and Principal of Securities. These

securities have existed in international bond markets for some years.

“Stripping” involves separating a plain vanilla bond into its constituent interest (coupon) payments (often

called C-strips) and the principal payment (often called the P-strip), such that they exist separately.

The way bonds are stripped is straightforward: the plain vanilla bond is placed in a special purpose
vehicle (SPV) and the SPV in turn issues the various “stripped” bonds (C-strips and the P-strip), with
the bond providing collateral security. Bonds may also be stripped by the issuer itself: the bond (or part

of the issue) is cancelled and a series of C-strips and P-strips are issued in place thereof.

It will be apparent that each cash flow (each coupon interest payment and the final principal amount)
is a zero coupon bond. An example is presented (see also Figure 7 and Figure 8). The bond has the

following features:

Nominal value: LCC1 000 000

Issue date: 15 April 2008

Maturity date: 15 April 2011

Term: 3 years

Interest dates: 15 April and 15 October
Coupon rate: 8% pa.
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Issue 1 year 2 years 3 years =
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date
Figure 7: example of stripped bond
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1095 days

A
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Figure 8: example of stripped bond
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The zero coupon bonds derived from the “stripping” are as follows:

1 x LCC40 000 nominal value; term183 days

1 x LCC40 000 nominal value; term 365 days

1 x LCC40 000 nominal value; term 548 days

1 x LCC40 000 nominal value; term 730 days

1 x LCC40 000 nominal value; term 913 days

1 x LCC40 000 nominal value; term1095 days

1 x LCC1 000 000 nominal value; term1095 days.

3.3.9 Convertible bonds

Convertible bonds are bonds that are convertible into ordinary (also known as common) shares at a pre-
specified price at the option of the investor; they may be handed over in return for equity in the issuer.
Clearly the investor will only do so if it is profitable, i.e. if s/he is able to benefit from a rise in the share
price [and more so than the rise in the bond price that he may be enjoying (which is the same as a

decline in the bond rate)].

3.3.10 Exchangeable bonds

Exchangeable bonds are corporate bonds that are exchangeable for shares in a company other than the
issuer of the bond. The investor has an option to undertake the exchange, but does not have an obligation

to do so.

3.3.11 Bonds with share warrants attached

In some foreign markets issues are made of bonds with share warrants attached. The warrant is an
option to purchase a pre-specified number of the shares of the company that issued the bonds at a pre-

determined price.

These bonds thus differ from convertible and exchangeable bonds in that the bondholder retains the bonds
upon exercise of the warrants. For example, in the case of convertible bonds the bonds are surrendered

and cancelled upon conversion / exchange.

3.3.12  General obligation bonds??

The term municipal bond in the US refers to the bond issues of any state or any entity created by a state
(cities, counties, school districts, water districts, etc.). There are three types of municipal bonds: general
obligation bonds, revenue bonds and serial bonds. These are discussed separately (and not as categories

of municipal bonds) in order to avoid confusion with domestic municipal bonds.
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General obligation bonds are municipal bonds that are backed by “the full faith and credit” of the issuer.
This means that the issuer will do all in its power to honour the debt. Because municipalities must
continue to operate, a defaulting municipality may take many years to repay the interest and principal
after due date.

3.3.13 Revenue bonds

A revenue bond is a US municipal bond that is issued to finance a specific project that is revenue generating,
for example, a sewerage plant, a road, a tunnel. The revenues collected from the public for the use of the
asset are used to pay the interest and principal. These bonds are more risky because the revenue may not
be sufficient to cover the interest and principal and therefore they carry a relatively high rate. Investors
(or the rating agencies on their behalf) would take a careful look at the ratio of expected revenue to

interest commitment.

3.3.14  Serial bonds

A serial bond is a US municipal debt instrument. It is a series of bonds that are issued together, each
with a different maturity. An example is the issue of US$100 million on a particular day for each of the
periods 5 years, 10 years, 15 years and 20 years. They are all plain vanilla bonds and investors select
which series are suitable for them, depending on their investment horizon. Pension funds usually prefer
the longer bonds, short-term insurers the medium term bonds, while banks are more interested in the

shorter bonds.

3.3.15 Catastrophe bonds

Catastrophe bonds are bond issues by risk takers such as insurance companies to offset some of their risk.
For example®, in 1997 Tokyo Marine & Fire Insurance issued a 10-year bond, the interest on which was
tied to whether and to what extent Tokyo was damaged by an earthquake. The bondholders received
interest (from the premiums collected by the insurer), which fluctuated at between 400-500 bp over

LIBOR. The principal was lost if the earthquake occurred.

3.3.16  Asset-backed bonds

Asset-backed bonds are not a bond variety but are included here for the sake of comprehensiveness. Any
of the bonds already mentioned or to be mentioned can be asset-backed, i.e. backed by certain assets.
For example, central government securities in most countries are backed by the revenue and assets of

the country.

Other examples of asset-backed bonds are the bonds issues of SPVs. As noted in a previous section, SPV's

are the product of securitisations undertaken mainly by banks and companies themselves.
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In the case of a mortgage securitsation the mortgages of individuals are pooled in a SPV and these are
financed by the issue of two tiers of mortgage-backed securities (MBS): prime rated (AAA) bonds to the
extent of about 90% and subordinated bonds for the balance of 10% (actually there are three tiers of
MBS - see next section). All the bonds are backed by specific mortgages. This means that if the SPV
fails, the holder of the bonds has a call on the underlying mortgage bonds.

A variation of the securitised mortgage-backed bond is the non-securitised mortgage-backed bond. An
example is a power plant utility that issues bonds to finance the building of a plant. The plant is mortgaged

(which means that it is pledged as collateral security for the bond).

3.3.17  Senior, subordinated, junior and mezzanine bonds

In securitisations, certain assets that have a cash flow are pooled and bonds (or short-term commercial
paper) are issued to fund these assets. As seen above, highly rated bonds, called senior bonds, are issued
up to a certain proportion of the assets pooled (usually 90%), and subordinated bonds for the rest (the

balance of usually 10%). The split depends on the rating agencies’ credit-enhancement demands.

The subordinated bonds are further split into so-called mezzanine bonds (to the extent of about 7%) and
junior bonds for the balance (about 3%). The mezzanine bonds are usually rated BBB and the junior

bonds are unrated (because they are usually taken up by the sponsor of the securitisation).
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In the event of the failure of a portion of the underlying assets, the holders of the junior bonds are the
first to take the loss. Next in line are the holders of the mezzanine bonds and last in line are the holders
of the highly rated senior bonds. Thus the junior bonds are subordinated to the mezzanine bonds and

the mezzanine bonds are subordinated to the highly rated senior bonds.

These bonds are usually of the plain vanilla variety, but some are floating rate bonds.

BANK (LCC MILLIONS)
Originator = P assets equity and liabilities
bank
s~>mortgages -10 000| Deposits -10 000 ¥
\\ : :
: SPV (LCC MILLIONS)
Portfolio manager . L
= servicer : assets equity and liabilities
{ Senior bonds +9 000
S +
Bankruptcy-remote ‘ mortgages +10 000 Mezz bonds + 700
Junior bonds + 300
\ MBS +10 OOO""'E

PRIVATE SECTOR (LCC MILLIONS)

assets equity and liabilities

MBS +10 000
Deposits - 10 000

Figure 9: example of bank securitisation of mortgages

An example of a securitisation of mortgages by a bank is presented in Figure 9 for the sake of didactic
elucidation. In this example it is assumed that all the mortgage backed securities (MBS) have been
purchased by members of the financial private sector (pension funds, insurers and so on). In reality the
junior (unrated) bonds are taken up by the originator / sponsor (usually a bank), while the mezzanine
bonds are taken up by some risk-taker because the rate offered on them is high, reflecting the risk profile
of these bonds.

3.3.18 Junk bonds

Junk bond is the term for bonds of companies that are not rated (because they cannot get a decent rating)
or for bonds that are rated below investment grade, which is BBB - in the case of Standard & Poor’s
and Baa3 in the case of Moody’s. Included thus in this category are the junior bonds of securitisations

referred to above (the LCC300 million shown in Figure 9).
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3.3.19  Guaranteed bonds

A guaranteed bond is a bond that is guaranteed by a party other than the issuer. One has to differentiate
here between company bonds and parastatal (public enterprise) bonds. The companies with weak ratings

or no credit ratings issue guaranteed bonds.

The company that issues the guarantee is usually an insurance company that has a high credit rating. It
will be apparent that the investor in this case is not concerned about the financial standing of the issuer.
Because the credit rating of the insurer is substituted for the rating of the issuer, the investor will look to
the insurer for comfort. A weak company will only issue bonds with guarantees if the insurance premium

is less than the interest premium the company would pay in the absence of the guarantee.

In many countries, the central government guarantees the bonds of the parastatals. These bonds trade
at only small premiums to central government bonds, mainly because they are not as liquid as central

government bonds.

3.3.20 Pay-in-kind bonds**

Pay-in-kind (PIK) bonds are bonds where the issuer has the option to pay the interest in the form of
additional bonds. In some cases the issuer has the option to issue additional bonds in lieu of interest
only during the first few years of the issue. Companies that may have cash flow difficulties in the first
few years of a project usually issue this type of bond. These bonds usually carry a higher coupon (to

compensate for the higher risk level).

3.3.21  Split coupon bonds

Split coupon bonds are similar to PIK bonds in that no interest is paid in the first few years (except that
here the issuer has no option). The split coupon bond is a hybrid of the zero coupon bond and the
fixed-rate bond. The bond is issued at a discount to face value (say 0.92) and the interest accrues until
a specified time (say, when the value of the bond is 1.0). Thereafter, interest is paid at the coupon rate

until maturity date.

Such bonds are issued in order that debt servicing is removed in a specified period. Such bonds have
been issued to finance leveraged buyouts and recapitalisations and therefore carry a higher yield than

equivalent term (uncomplicated) bonds.

3.3.22 Extendable bonds

Extendable bonds are bonds where the issuer has the option to extend the term of the bond beyond the
(initial) maturity date for another fixed period or periods (the final maturity date). Because this bond
has benefits for the issuer in the form of conserving cash at the initial maturity date, the rate is usually

somewhat higher.
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3.3.23  Foreign bonds

Foreign bonds are bonds issued by foreign entities (usually governments and parastatals) in local currency.
They are foreign from the point of view of the local bond market. For example, a bond issued by a Swiss

utility in Local Country (LC), denominated in LCC, is a foreign bond.

A number of countries at time issue bonds denominated in USD (US dollars) in the United States; these
are foreign bonds (also called Yankee bonds) to US investors in them. Another example is a foreign
country issue of bonds in Japan denominated in yen (JPY) (also called Samurai bonds). If a country
issues bonds in the United Kingdom denominated in sterling / pounds (GBP), it is a foreign bond (in

this case called Bulldog bonds). Foreign bonds are also called traditional international bonds.

Foreign bond issues are usually arranged by the investment banks of the country in which they are
issued or investment banks that have an international presence with which the issuing government has
a relationship. These bonds are issued in large denominations and are taken up mainly by the retirement

funds, insurance companies and unit trusts.

3.3.24  Eurobonds

Eurobonds are bonds that are issued in countries other than the country of the currency in which they are

denominated. For example, the Kenyan government could issue a USD-denominated bond in the UK.
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Another example is a Euro-LCC bond, i.e. a bond that is denominated in LCC and is issued in another
country. These bonds are normally created by institutions that have a better rating than the country’s
(i.e. Local Country’s) sovereign rating; an example is a Euro-LCC bond issued by the World Bank and
sold in the US.

It should be noted that the word Euro in Eurobond is a misnomer because a Eurobond does not have to
be issued in Europe or the Euro-zone. This market first emerged in 1963, when USD-denomin