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In the past decade, the z1ze of global bond markets expanded dramatically as
companies borrowed more and countries ran larpe budget deficits. As of 2006, the size
of global bond markets was estimated at $44.9 trillion. of which the U_5. bond market
accounted for $25.2 trillion ! In this report, we will lock at key characteristics of bond
markets.* What types of bonds are available? How are they priced? How does one
interpret different vield curves? How does one account for interest rate risk? Agamst the
backdrop of a global credit crizis, an underztanding of bond markets 15 critical to
appreciate today s financial turmoil

A bond 13 stmilar to an [LOU. In retumn for a loan, the 1szper promises to pay a
specified rate of interest doring the life of the bond and to repay the face value of the
bond (the principal) when it “matores™ or comes due. The maturity of a bond 15 the date
when the principle amount of the security iz payable.

Bonds are not to be confuosed with common stock.” Stock holders own a part of
the 1ssuing company (have an equity stake) whereas bond holders in essence are lenders
to the 1ssuer (13suer owes a debt). For stocks, a portion of corporate profits are paid out to
stockholders, known as the dividends, while with a bond the 1zsuer typically 1z obliged to
pay mterest, known as the coupon Bonds are uspally defined in terms of when they are
redeemed. whereas stocks may be outstanding indefinately.

Conzider the different types of bonds. Coupon Bonds pay regular interest until
the bond reaches maturity. The amount of interest can etther be fixed (fixed coupon

bond) or change throughout the bond’s lifetime (floating-rate coupon I:I-::ul-lfl::n."1r In the case

of the later, Treasury bill and LIBOR (London Interbank Offered Rate) ratez may be
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reviewed regularly to determine the amount of interest owed. As example, the izzue of
“Liberty Bonds” in September 1918 raized $6 billion dollars at a fixed interest rate of
4.25 percent to help finance WWI

Unlike coupon bonds that pay regular interest, zero-coupon bonds pay the
accomulated value of interest at maturity. A familiar zero-coupon bond iz a series ETUS.
savings bond that people often give as gifis to newborns.” Today, a 350 Seres E
Savings Bond costs 325 and pays the 330 face value in 30 vears. They offer a continuous
compounded yield given by 50 = 100%exp(-30r) or r = -(In{30/100))30 = 2.3%.

Another type of bond iz a callable bond, which can be viewed az a plamn vanilla
bond combined with a call u:upt'mn.? A callable bond allows the 1zsuer to redeem bonds
before their maturity date. The value of a callable bond equals the price of a straight
bond minus the price of a call option. One subtracts the price of the call option because
the 1ssuer gains the option from the investor to call the bonds and refinance the debt at a
cheaper level.

A bond may also be puttable_ﬁ' A puttable bond gives the investor the option to
force the iszper to repurchase the bond before maturity. The price of a puttable bond
equals the price of a straight bond plus the price of the put option. The mvestor buys
both the bond and option from the 1z3uer in order to protect themselves. With the put
option, the investor may zell the bonds back and lend the proceeds elsewhere at a higher
rate if interest rates rnse.

A zubordinated bond has a lower priority than other bonds of the izzvper in the
event of liquilial:i-:-ﬂ_g Liquidation 1z defined as the termination of the firm and invelves
selling off the firm’s assets. In such a case there exists a hierarchy of creditors. If a firm

declares bankruptcy, the ligmdator most be paid first, then government taxes, then
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“zemior bond” holders, then “zubordinated bond™ holders. As a result, subordinated
bonds have a lower credit rating than senior bonds.

A bond without a maturity date 1s called a perpetual bond. " The cash flows
continue forever, in perpetuity. One can price a fixed rate perpetual bond using formmlas
for a peometric series. One of the most famous perpetuities known is the UK Consols
(Treasury Annuities or Undated Treasuories); some were 13zued back 1n 1838 and still
trade today.

A convertible bond can be exchanged mnto a predetermined amount of the
company s equity at certamn times during itz life, uzpally at the discretion of the
bondholder.”’ Issuers sell convertible bonds to enjoy a reduced cash interest payment at
the expense of stock dilution when bondz: convert into new shares.

Aszzet Backed Securities (ABS) pass-through payments derived from a specified
pool of undertying assets.”> The asset pool 1s typically small, 1lliquid assets that are
unable to be sold individually like payments from credit cards, anto loans, and mortzage
loans to aircraft leases, royalty payments and movie revenues. Back on March 19, 2009,
Citigroup Inc. planned to sell $3 billion in bonds backed by credit card payments eligible
for the Fed's Term Asset-Backed Securities Loan Facility, or TALF, to jumpstart
consumer lending. B

Structured Notes are debt obligations that contain embedded derivatives which

adjust the secunty's nskreturn ]:lmﬁle.:‘jr A structured E Financial
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note can be made up of many different building blocks, Lo e R e S S
such as bonds, call options and put options. An example

of a structured note 13 a commeodity-linked bond 1ssued by RBC. The structure 13 offered

at par and made up of a zero coupon bond plus a call option (as opposed promised



