Sourcing debt and equity globally

Foreign Bonds

Foreign bonds are bonds issued in one country by a foreign issuer.  For example “Yankee Bonds” are bonds issued by a non-U.S. entity that are traded in the U.S.  “Samurai Bonds” are bonds traded in Japan issued by a non-Japanese entity.  “Bulldog bonds” are traded in the U.K. but issued by a non-U.K. entity, “Rembrandt Bonds” are bonds traded in the Netherlands by a non-Dutch entity, and “Matador Bonds” are bonds traded in Spain issued by a non-Spanish entity.

Note: These bonds are subject to the registration requirements of the country in which they are issued and traded.

Eurobonds

Eurobonds have the following characteristics:

· Underwritten by an international syndicate

· Issued to investors in more than one country

· Generally, not issued in the country that issues the currency in which they are denominated.

· Usually unregistered.

Note: Eurobonds are named in accordance with the currency in which they are denominated, not according to where they are issued.  Eurodollar bonds are denominated in U.S. dollars but not issued in the U.S., Euroyen bonds are denominated in yen, but not issued in Japan.

Eurodollar bonds pay interest in U.S. dollars

European bonds (Eurobonds) do not.  (Note: Eurobonds pay interest annually)

Global Bonds

Global bonds are bonds issued and traded simultaneously in the U.S. market (Yankee bonds) and in the Eurobond market.  Only very large, high quality, regular bond issuers can access the global bond market.  These usually are the bonds issued by governments (sovereign debt).

Note: Non-U.S. sovereign debt issuers are assigned two ratings by the credit-rating agencies:

1. A local currency credit rating

2. A foreign currency credit rating

There are two ratings because while sovereign governments can print money to pay debt service requirements on their own currency, they cannot print the funds necessary to pay debt service requirements in a foreign currency.  Thus, default tends to be higher on bonds that are denominated in a currency that is different from the home currency of the sovereign government’s own currency.  If a government’s home currency depreciates relative to currencies in which its bonds are denominated, the ability to pay the debt service on the foreign-pay bonds declines substantially.

Q: What are the 4 C’s of credit analysis?

A: Character (the quality of management: i.e. strategic direction, financial philosophy, conservatism, track record, succession planning, and control systems), Capacity (the borrower’s ability to repay: i.e. industry trends, regulatory environment, competitive position of the firm, financial condition of the firm, and flexibility in terms of capital structure, parent company support and event risk), Collateral (what is pledged to secure the loan), and Covenants (how the lender is protected).

Q: Currency risk in a bond refers to the risk that:

a. Interest rates in a foreign country will change

b. The domestic inflation rate will change

c. The foreign currency exchange rate will change.

d. A government regulation will change.

A: The correct answer is “c.” Choice “a” refers to interest rate risk, choice “b” refers to inflation risk, and choice “d” refers to event risk.

Event risk is the risk that an outside event, such as war, will occur.

Effective duration measures the approximate percentage change in the price of a bond that results from a 100 basis point change in its yield.
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Example: A 7% coupon, 5-year bond, yielding 6% is priced at 104.265. If its yield declines by 25 basis points to 5.75%, the bond’s price will increase to 105.366. On the other hand, if its yield increases by 25 basis points to 6.25%, the price of the bond will decline to 103.179.  Compute the effective duration of the bond.
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Note: an effective duration of 4.2 means that if this bond’s yield increases by 1% (100 basis points) the price of the bond will fall by approximately 4.2%.

Q: Interest rate risk is highest for which of the following securities?

a. 30-year, 6% bond

b. 10-year, 8% bond

c. 30-year, 8% bond

d. 20-year, 6% bond

A: Choice “a” is correct. A bond with a longer maturity and lower coupon will fluctuate more with changes in interest rates.

Questions
Chapter 12

1. Exhibit 12.1 illustrates alternative paths to globalizing the cost and availability of capital.  Identify the specific steps in chronological order as they might apply to your final project.

2. What are the characteristics of the major stock exchange in the country in which you plan to invest for your final project?  How does it compare to other global stock exchanges?

Chapter 13

3. What should you consider when deciding on the capital structure of a foreign subsidiary?
Final Project

Remember, you should always compare the characteristics of the country you are analyzing to other countries in the region or to the United States.

Next Week

Case Due - The Financing of Petrozuata (Chapter 13)
Case write-up Guidelines:

There are three case write-ups.  Each write-up should not exceed three pages (single-spaced).  
· Introduction (no more than 1 paragraph)


10 points – Summarize the case

· Outside Information about Country, Industry, & Company (no more than 1-2 paragraphs each)


10 points (cite sources!!)

· Links to material we have covered


10 points (again, please cite) – This includes chapters we have covered, class notes, suggested websites/resources.

· Answer the case questions (60 points)

· Professionalism (10 points) – No typos, on time, references, overall appearance, and page length (max 3 pages, single-spaced).
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