CHAPTER 12 - INTERNATIONAL BOND MARKET 



Who cares?  1) Financial officer of a MNC issuing bonds in the intl. bond market and 2) Intl. investors, fund managers investing in intl. fixed income securities, seeking highest return, diversified bond portfolio. 
  

WORLD BOND MARKETS 
See Exhibit 12.1, p. 294. $51 trillion face value worth of bonds outstanding worldwide in 2003 vs. about only $28T worth of equity in developed countries (p. 314).  Almost 2X as much debt as equity. 

Domestic bonds are approx. 78% of the world bond market ($40.3T/$51.4T), International bonds are about 22% ($11T/$51T).  Domestic bonds: U.S. companies issuing bonds in U.S. in dollars, Japanese firms issuing bonds in Japan in Yen, German companies issuing debt in Europe in euros, etc.   
International Bonds: MNCs issuing debt in a foreign bond market, either in their own currency or a foreign currency.  Example: GM issuing bonds in the UK, denominated in either BPs or USDs.  

Note: 84% of the intl. bond market is USD or euros.    

  

  

INTL BONDS - $11T (22% of Market)  
  

1. Foreign Bonds (20%) - Bond issued by a domestic company in a foreign market, denominated in the foreign currency.  Examples: German MNC (Daimler) issues bonds in U.S. in dollars.  Toyota issues bonds in U.S. in dollars.  GM issues bonds in U.K. in pounds or in Germany in euros.  U.S. railroads issued foreign bonds in U.K. (payable in BPs) in the 1800s to finance railroad construction.  

2. Eurobonds (80%) - Bond issued by a domestic company in a foreign market, in a currency other than the currency of the foreign country.  Example: U.S. MNC (GM) issues bonds in Europe, payable in U.S. dollars, i.e. a dollar Eurobond or Eurodollar bonds.  (Yen Eurobond/Euroyen bonds, SF Eurobonds/EuroSF bonds, etc.) 

Example: GM simultaneously issues bonds in USD ($), in both U.S. (domestic) and Europe (Eurobonds).  

The three markets (Domestic, Foreign and Eurobond) compete with each other. See Exhibit 12.2, page 294.  In 2003, 71% of intl. bonds were fixed rate, 26% variable rate, 3% Equity-related (convertible to equity, or with equity options: warrants). 

Bearer bonds vs. Registered Bonds 
  

Bearer bond - Most Eurobonds are unregistered, issuing firm or underwriter does not keep records of ownership.  Possession is evidence of ownership, like cash. 

  

Registered bond - Ownership is recorded by either name or serial number.  U.S. law requires U.S. bonds to be registered, both domestic bonds and foreign bonds issued in U.S. (Yankee bonds).  Upon any sale in secondary market, a new bond certificate is issued.    

Bearer bonds are more desirable to many investors than registered bonds, possibly for tax evasion reasons.  Prices are slightly higher (premium) and YTMs slightly lower, ceteris paribus, on bearer bonds vs. registered bonds.    

Int'l. Bond Regulation - Foreign bonds must comply with the security laws in the country where issued.  Yankee bonds (foreign bonds issued in U.S.) must meet same legal requirements as U.S. firms issuing domestic bonds, e.g. registration of bond issue with the SEC, disclosure of information in a prospectus, etc.  U.S. securities regulations are strict, adding to the cost of issuing bonds here, including additional time (4 weeks), making it more attractive to issue Eurobonds in a relatively more unregulated (lower cost) market.  Reflecting the higher costs in U.S., bond yields are higher in U.S. vs. Eurobond market.  Explains why the Eurobond market is 4X the size of the foreign bond market. 
  
TAXES/REGS - U.S. used to require a 30% withholding tax on int. pmts for U.S. bonds sold to foreigners, making U.S. bond market uncompetitive.  1984 - withholding law was repealed, U.S. yields fell.  Also, U.S. firms could issue bearer bonds to nonresidents. 

SEC (1982) started to allow Shelf Registration - companies could preregister a bond issue ahead of time, so paperwork would already be taken care of when financing was actually needed.  Eliminated the 4 wk delay.  SEC still requires information disclosure.  Some companies find this either too expensive or objectionable.  Why objectionable to release info?? 

GLOBAL BONDS - Started in 1989.  Borrower (MNC, national government, IMF or World Bank) sells large bond offering ($1B or more) simultaneously in N. America, Europe and Asia, mostly to institutional investors at competitive (lower) yields due to the increased global liquidity.  Borrowers get access to credit from all over the world. See examples of global bonds on p. 296.    
  

TYPES OF BONDS 

Int’l. bond mkt. has been more innovative/less regulated than domestic U.S. bond mkt. 

FIXED RATE BONDS (71% of market in 2003) - Fixed maturity date (long term), fixed coupon rate (% of face value), issued in £, €, ¥, or $.  Interest only bonds (non-amortizing).  Coupon pmts are usually made annually, not semi-annually as for most domestic bonds, more convenient for bondholder, less costly for issuer (bondholders are scattered).  Eurobonds are bearer bonds and owners hold a physical bond certificate.  How does bearer receive interest pmts?  Owner clips bond coupons and presents to bank for annual payment.      

Euro-Medium-Term Notes (Euro MTNs) - 1 to 10 year notes (medium term) fixed coupon rate, issued on a continual basis (not all at once like bonds) as MNC needs credit. Very popular for issuers due to flexibility.  
  
FLOATING-RATE NOTES (FRN), 26% of Market- Started in 1970.  Usually medium term (1-10 year) bonds with a quarterly or semi-annual floating/variable coupon rate, like an ARM, issued mostly in $ and €.  Indexed to some reference interest rate like 6 month LIBOR (CH 11).  Semi-annual pmt (reset at the beginning of each 6 month period) would be .50 ( LIBOR + Risk Premium) of face value, risk premium usually 1/8 percent (.125%) for firm's with very good credit rating. 

Example: Rate is: LIBOR + .125%, and LIBOR = 6.6%.  Semi-annual coupon pmts for every $1000 face value would be: .50 (6.6% + .125%) ($1000) = $33.625.  In six months if LIBOR is 5.7%, the payment would be: .50 (5.7% + .125%) ($1000) = $29.125. 

  

Advantage of FRNs - compared to fixed rate bonds, very little interest rate risk (capital or price risk), i.e., the price of the bond will fluctuate between reset dates, but will adjust back to par ($1000) after the quarterly or semi-annual reset date.  Why might the FRN not sell at par, even at the reset date?? 
  

Example: National Bank of Kuwait issued $450m of 3-year FRNs in 2002, indexed to LIBOR + 25 bp (1/4%).   

  

  

EQUITY-RELATED BONDS (3% Market) 
Convertible bond - can be converted from a fixed rate bond into a predetermined number of shares of the company's common stock.  The floor-value (min P) is the straight bond value (P), but the market price is usually a premium above either the floor-value or the conversion value.  There is a value to the conversion feature, thus the premium.  Why would the company issue a convertible? 

Bonds with Warrants - Fixed rate bond with call options (warrants) on the company's stock.  The warrant allows the bondholder to buy a certain number of equity shares at a predetermined price on or before a fixed date.  Why issue? When would you exercise?  

ZERO COUPON BONDS - Bonds that do not pay interest over their life.  Sold at a deep discount off face value ($1000), with one payment only, at maturity. 

Advantages?  Company can borrow money, have no debt payments.  It can actually deduct interest as a taxable expense.  Investors avoid reinvestment rate risk (fixed duration).  In countries like Japan (and Europe) with no long term capital gains tax, zero coupons have a tax advantage over coupon bonds.  Coupon payments are taxable as interest income, but the long-term capital gain (Face Value - Price) is non-taxable. 

Example: 10-year zero coupon DM bonds, sold at 50% of face value, 15-year zero coupon DM bonds sold at 33 1/3% of face value. 

YTM: _______ for 10 year, _________ for 15 year. 

Stripped Bonds - Making a series of zero coupon bonds from a coupon bonds.  The coupons and the maturity value are stripped and sold separately as zero coupon bonds.  Market started in the early 80s when investment banks "manufactured" U.S. Treasury zero coupon bonds at a time when the U.S. Treasury did not issue its own zero coupon bonds.  In 1985, Treasury started issuing zeros.      
  

DUAL-CURRENCY BONDS 
Started in mid-80s.  Fixed rate coupon pmts are made in one currency (SF or ¥), maturity value (principal) is paid in another currency ($).  The $ maturity value is fixed, so a dual-currency bond includes a long term forward contract.  If dollar appreciates (depreciates), the value of the bond rises (falls).  Dual-currency bonds are riskier for investors, so the yield (coupon rate) is higher. 

Japanese MNCs have issued Yen/$ dual currency bonds, coupons paid in Yen, principal paid in $, to finance FDI in U.S.  Example: Honda might issue dual currency Yen/Dollar bonds to expand or establish factory in U.S.  Long-term investment, may not be profitable for 10 years.  The loan can be serviced in Yen from Japan, and the principal can be paid with long-term dollar profits earned in the U.S. 

See Exhibits 12.3, 12.4 on p. 299 for a summary of intl. bond instruments and currency distribution: $ and € bonds account for 84% of the market.  € has grown in importance, SF and C$ have declined.      

  

INT’L. CREDIT RATINGS 
Standard & Poor's and Moody's evaluate an intl. firm's or a country's creditworthiness based on the same criteria as for domestic issues.  No consideration is given to ex-rate risk, just default risk.  Moody's has 19 categories (9 general and 3 specific, e.g. A1, A2, A3) and S&P has 20 categories (using + and - for AA to CCC) from AAA (almost no chance of default) to D (bond is in default - late, partial or no coupon payments) based on the question: How likely is it that this company will default on its debt?  See Exhibit 12.6 on p. 302 for S&P ratings and website: http://www.standardandpoors.com  

The top four categories (AAA, AA, A, BBB) are Investment Grade, the other categories are Speculative Grade/High-Yield/Junk bonds.  The Intl Bond market is mostly an investment grade market - very large MNCs with excellent credit, brand name recognition, etc.    

S&P and Moody's also do intl. ratings for foreign countries, cities, utilities, etc.  Govt. borrowing (central banks, local and national govts.) is about 10% of intl. bond market, see Exhibit 12.5 page 300.  Creditworthiness of foreign govts is based on Political and Economic Risk of default.  See Exhibit 12.7 page 304 for specific criteria.  The rating a foreign govt. receives is important because it usually establishes the benchmark, highest rating (ceiling) for any entity in that country.  Example: If the Mexican national govt. gets a rating of A (third highest rating), that would be the highest rating that any other entity in Mexico (city, state, company, utility) could qualify for.  Reason?  Treasuries?   
  

EUROBOND MARKET STRUCTURE 
Primary Market - Borrower (MNC) wants to raise funds by issuing Eurobonds.  They hire an investment bank to be the main underwriter or Lead Manager of the issue.  The lead bank will set up a underwriting syndicate, group of investment banks, each with their own clients, contacts, and salespeople, to jointly sell the bonds.  

See Exhibit 12.9 on page 307 - Merrill-Lynch International is the Lead Manager, other banks are partners (dealers) in the underwriting syndicate.  Bond rating is Aa1 by Moody's.    

See Exhibit 12.8, page 305 for list of the top debt arrangers (underwriters) of international bonds and medium-term notes.  The underwriters negotiate the terms of the issue, obtain credit ratings, issue ads, arrange buyers, etc., buy the bonds from the issuer at discount, or underwriting spread, usually about 2-2.5% (vs. 1% for domestic).  

Example: Investment banks buy the bonds at 2% discount from the Price, guarantees the money to the issuer, and resells to public for a profit, i.e. investment banks pay $980 for $1000 face value bonds, make 2% ($20) per bond.  Lead manager bank gets full spread, others get less.  Takes 5-6 weeks for the borrower to receive funds after starting the process. 

Secondary market - After issue, bonds then trade (prior to maturity) in the secondary Eurobond market, based on bid-ask spread (commission) in an electronic market (OTC).  Market makers carry an inventory of bonds, and help “make a market” by standing ready to either buy or sell bonds. Dealers buy bonds at the bid price (low) and sell at the ask price (high).  As bond investors, we would buy bonds from the dealer at the ask price (high), and sell bonds to the dealer at the bid price (low).  See Exhibits 12.10 and 12.11 page 308-309, government bonds in secondary market.  Notice: Discount and premium bonds.    

Clearing Procedures - Euroclear and Clearstream International are companies that provide clearinghouse services for the Eurobond market, including physically storing the bond certificates, transferring ownership for trades in secondary market, distributing new bond issues, coupon payment distribution.  Part of the infrastructure of the international bond market.  

  

  

INTERNATIONAL BOND INDEXES 

  

JP Morgan Domestic and Global Govt. Bond Indexes are considered the benchmarks. See Exhibit 12.10 on p. 308.  Individual countries group indexes e.g., and Emerging Markets Index (EMBI), Global Govt. Bond Index (18 countries), European Union Index (EMU).  Notice: Local Currency Terms vs. U.S. Dollar Terms.   Effective Return in USD = Foreign Bond Return +/- % CHG Foreign Currency
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