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The Handbook of Fixed Income Securities

Notes by Day Yi

Chapter 01:

Overview of the Types and Features of Fixed Income Securities

BONDS

A. Type of Issuer

1. Domestic corporations
2. Municipal governments
a. General obligation bonds (GOs) are backed by the full faith, credit, and taxing power of the governmental unit issuing them

b. Revenue bonds have a creditworthiness, that depends upon the vitality and success of the particular entity (such as toll roads, hospitals, or water systems) within the municipal government is​suing the bond

3. Federal government and its agencies
B. Maturity

1. A bond’s term-to-maturity is the date on which the debt will cease and the borrower will redeem the issue by paying the face value, or principal

2. A bond’s maturity is crucial for several reasons

a. Maturity indicates the expected life of the instrument, or the number of periods during which the holder of the bond can expect to receive the coupon interest and the number of years before the principal will be paid

b. The yield on a bond depends substantially on its maturity
c. The volatility of a bond’s price is closely associated with maturity

i. Changes in the market level of rates will wrest much larger changes in price from bonds of long maturity than from otherwise similar debt of shorter life

3. Provisions that modify, or permit the issuer to modify, the maturity of a bond

a. Many corporates give the issuer a call privilege, which permits the is​suing firm to redeem the bond before the scheduled maturity under certain con​ditions

i. Many municipal bonds have the same provision

ii. Although the U.S. government no longer issues bonds that have a call privilege, there are outstanding issues with this provision

b. Many industrials and some utilities have sinking-fund provisions, which mandate that the firm retire a substantial portion of the debt, in a prearranged schedule, during its life and before the stated maturity

4. Term bonds (typically corporates) have a single maturity; serial bonds (typically munies) are bundles of bonds with differing maturities
5. Usually, the maturity of a corporate bond is between 1 and 30 years

C. Coupon and Principal

1. A bond’s coupon is the periodic interest payment made to owners during the life of the bond

2. Frequency of payment

a. Typically for bonds issued in the United States the coupon payment is made in semiannual installments

b. An important exception is mortgage-backed and as​set-backed securities that usually deliver monthly cash flows

c. For bonds issued in some European bond markets and all bonds issued in the Euro​bond market, the coupon payment is made once per year
3. With bearer bonds, investors clip coupons and send them to the obligor for payment

4. With registered bonds, investors receive payment automatically at the appropriate time

5. Income bonds (mostly railroad issues) contain a provision permitting the firm to omit or delay the payment of interest if the firm’s earnings are too low
6. A variant of income bonds, deferrable bonds (also called trust preferred and debt/equity hybrids) are deeply subordinated debt instruments that give the issuer the option to defer coupon payment up to five years in the event of financial distress
7. The investor in a zero-coupon bond receives interest by buying the security at a price below its principal, or maturity value, and holding it to the maturity date

a. The most popular zero-coupon Trea​sury securities today are those created by government dealer firms under the Treasury’s Separate Trading of Registered Interest and Principal Securities (STRIPS) program

8. Governments and corporations issue inflation-indexed bonds whose coupon payments are tied to an inflation index
9. Step-up notes have a coupon rate that increases over time
10. Ratchet bonds have a coupon rate that can decrease over time but never increase
a. Designed as substitutes for callable bonds
11. Floating-rate security or floater encompasses several different types of securities with one common feature: the coupon rate will vary over the instrument’s life
a. The coupon rate is reset at designated dates based on the value of some reference rate adjusted for a spread
b. Floaters have coupon rates that reset more than once a year
c. Conversely, the term adjustable-rate or variable-rate security refers to those issues whose coupon rates reset not more frequently than annually
d. Features:

i. May have a restriction on the maximum (minimum) coupon rate that will be paid at any reset date called a cap (floor)
ii. While the reference rate for most floaters is an interest rate or an interest rate index, a floater’s coupon could be indexed to:

· movements in foreign exchange rates
· the price of a commodity (e.g., crude oil)

· movements in an equity index (e.g., the S&P 500)

· movements in a bond index (e.g., the Merrill Lynch Corporate Bond Index)

iii. While a floater’s coupon rate normally moves in the same direction as the reference rate, there are floaters whose coupon rate moves in the opposite direction from the reference rate
· These securities are called inverse floaters or reverse floaters
e. Range notes are floaters whose coupon rate is equal to the reference rate (adjusted for a spread) as long as the reference rate is within a certain range at the reset date
i. If the reference rate is outside the range, the coupon rate is zero for that period

12. Structures in the high-yield (junk bond) sector of the corporate bond mar​ket have introduced variations in the way coupon payments are made

a. For ex​ample, in a leveraged buyout or recapitalization financed with high-yield bonds, the heavy interest payment burden the corporation must bear places severe cash-flow constraints on the firm

i. To reduce this burden, firms involved in LBOs and recapitalizations have issued deferred-coupon structures that permit the issuer to defer making cash interest payments for a period of three to seven years
ii. There are three types of deferred-coupon structures:

· Deferred-interest bonds

· Step-up bonds

· Payment-in-kind bonds

b. Another high-yield bond structure allows the issuer to reset the coupon rate so that the bond will trade at a predetermined price

i. This structure is called an extendible reset bond
ii. The coupon rate may reset annually or reset only once over the life of the bond

iii. Generally, the coupon rate will be the average of rates suggested by two investment banking firms
iv. The new coupon rate reflects the new level of interest rates and the new spread that in​vestors seek

13. Debt financing is popular with corporations because the interest payments are tax-deductible expenses

14. Some bonds are initially issued at a price substantially below par value (called original-issue discount bonds, or OlDs)
a. Firms usually try to set the coupon at a level that will make the market price close to par value
b. This goal can be accomplished by placing the coupon rate near the prevailing market rate
15. The coupon’s size influences the volatility of the bond’s price.

a. The larger the coupon, the less the price will change in response to a change in market interest rates

b. The coupon and the maturity have opposite effects on the price volatility of a bond

16. Measures to describe the po​tential return from investing in a bond
a. Current yield

b. Yield-to-maturity

c. Yield-to-call for a callable bond

d. Yield-to-put for a putable bond

e. Yield-to-worst — the lowest yield of the following:

i. Yield-to-maturity

ii. Yields to all call dates

iii. Yields to all put dates

17. Bond prices

a. The prices of most bonds are quoted as percentages of par or face value
b. Treasury bonds and notes are quoted in 32nds of a percentage point

c. Corporate and municipal bonds are quoted in eighths of a percentage point

D. Call and Refunding Provisions

1. A call feature or call provision, contained in a bond’s indenture, gives the issuer the right to retire the debt, fully or partially, before the scheduled maturity date

2. Benefits to the issuer
a. The chief benefit — it permits the borrower, should market rates fall, to replace the bond issue with a lower-interest-cost issue
b. For corporations and municipalities, it may in the future help them to escape the restrictions that frequently characterize their bonds (about the disposition of assets or collateral)

c. Added benefit to corporations, which might want to use unexpectedly high levels of cash to retire outstanding bonds or might wish to restructure their balance sheets
3. Problems for the investor

a. The risk of losing a high-coupon bond when rates begin to decline

b. The prospect of a call limits the appreciation in a bond’s price that could be expected when interest rates decline
4. Callable bonds carry higher yields than bonds that cannot be retired before maturity

a. The borrower may be tempted to replace a high-coupon debt with a new, low-coupon bond (refunding)
b. The higher yield alone is often not sufficient com​pensation to the investor for granting the call privilege to the issuer

i. The call price is normally higher than the face value of the issue

ii. The difference between call price and principal is the call premium, whose value may be as much as one year’s interest in the first few years of a bond’s life and may decline systematically thereafter

5. An important limitation on the borrower’s right to call is the period of call protection, or deferment period, which is a specified number of years in the early life of the bond during which the issuer may not call the debt
a. Some bonds are noncallable (NC) for any reason during the deferment period
b. Other bonds are nonrefundable (NF) for that time
c. NF debt may be called if the funds used to retire the bond issue are obtained from:
i. Internally generated funds, such as the cash flow from operations or the sale of property or equipment
ii. Nondebt funding such as the sale of common stock
d. An NF issue offers less call protection than a noncallable bond, which cannot be called for any reason except to satisfy sinking-fund requirements
e. In early 1986, a number of corporations issued long-term debt with extended call protection, not refund​ing protection
i. Issuer is expressly prohibited from redeeming the issue prior to maturity
ii. These non callable-for-life issues are re​ferred to as bullet bonds
f. If a bond does not have any protection against an early call, then it is said to be currently callable
6. Since the mid-1990s, an increasing number of public debt issues include a so-called “make-whole” call provision
a. A make-whole call price (redemption amount) varies inversely with the level of interest rates
i. Typically the sum of the present values of the remaining coupon payments and principal discounted at a yield on a Treasury security that matches the bond’s remaining maturity plus a spread

7. Municipal bonds can be prerefunded prior to maturity (usually on a call date)

a. Instead of issuing new bonds to retire the debt, the municipality will issue bonds and use the proceeds to purchase enough risk-free securities to fund all the cash flows on the existing bond issue

b. It places these in an irrevocable trust
c. The municipality still has two issues outstanding, but the old bonds receive a new label — they are prerefunded
E. Sinking-Fund Provision

1. Sinking-fund provision re​quires the obligor to retire a certain amount of the outstanding debt each year
2. The retirement occurs in one of two ways

a. The firm may purchase the amount of bonds to be retired in the open market if their price is below par

b. The company may make payments to the trustee who is empowered to monitor the indenture and who will call a certain number of bonds chosen by lottery
3. The schedule of retirements varies considerably from issue to issue

a. Some issuers, particularly in the private-placement market, retire most if not all of their debt before maturity

b. In the public market, some companies may retire as little as 20 to 30% of the outstanding par value before maturity

c. The indenture of many issues includes a deferment period that permits the issuer to wait five years or more before beginning the process of sinking-fund retire​ments
i. U.S. Treasury debt is generally free of this provision
4. Three advantages of a sinking-fund provision from the investor’s perspective
a. Ensures an orderly retirement of the debt so that the final payment, at maturity, will not be too large
b. Enhances the liquidity of some debt, especially for smaller issues with thin secondary markets

c. The prices of bonds with this requirement are presumably more stable because the issuer may become an active participant on the buy side when prices fall

5. The yields on bonds with sink​ing-fund provisions tend to be less than those on bonds without them

6. Disadvantages to an investor

a. All of the time and effort put into analyzing a bond, to be called for a sinking fund, is wasted, and the investor will have to choose new instruments for purchase

b. An investor holding a bond with a high coupon at the time rates begin to fall is still forced to relinquish the issue

c. May also harm the investor’s position through the optional acceleration feature, a part of many corporate bond indentures

i. The corporation is free to:

· Retire more than the amount of debt the sinking fund requires (and often a multiple thereof) and

· Do it at the call price set for sinking-fund payments
ii. The firm will exercise this option only if the price of the bond exceeds the sinking-fund price (usually near par)

iii. This happens when rates are relatively low
iv. If the sinking-fund provision becomes operative before the lapse of the call-deferment period, the firm can:

· Retire much of its debt with the optional acceleration feature and

· Do so at a price far below that of the call price it would have to pay in the event of refunding

F. Put Provisions

1. A putable bond grants the investor the right to sell the issue back to the issuer at par value on designated dates

2. Put options have been included in corporate bonds to deter un​friendly takeovers — poison puts
3. A hard put is one in which the security must be redeemed by the issuer only for cash
4. A soft put gives the issuer the option to redeem the security for:

a. Cash

b. Common stock

c. Another debt instrument

d. A combination of the three

5. Soft puts are found in convertible debt
G. Convertible or Exchangeable Debt

1. A convertible bond is one that can be exchanged for specified amounts of com​mon stock in the issuing firm
2. The conversion ratio indicates the number of shares of common stock to which the holder of the convertible has a claim
3. The conversion price at issuance is also referred to as the stated conversion price
4. Convertible bonds are typically callable by the issuer
a. This permits the issuer to force conversion of the issue

b. There are some convertible issues that have call protection in one of two forms:

i. Either the issuer is not allowed to redeem the issue before a specified date, or

ii. The issuer is not permitted to call the issue until the stock price has increased by a pre​determined percentage price above the conversion price at issuance

5. An exchangeable bond is an issue that can be exchanged for the common stock of a corporation other than the issuer of the bond
6. One significant innovation in the convertible bond market is the “Liquid Yield Option Note” (LYON) developed by Merrill Lynch Capital Markets in 1985

a. A LYON is a zero-coupon, convertible, callable, and putable bond
H. Medium-Term Notes

1. Medium-term notes are highly flexible debt instruments that can be easily struc​tured in response to changing market conditions and investor tastes
2. Typically, medium-term notes are noncalla​ble, unsecured, senior debt securities with fixed-coupon rates that carry an in​vestment-grade credit rating
3. Structured medium-term notes, or simply structured notes, are debt instruments linked to a derivative position

a. Structured notes are usually created with an underlying swap transaction
I. Warrants

1. A warrant is an option a firm issues that permits the owner to buy from the firm a certain number of shares of common stock at a specified price
2. A valuable aspect of a warrant is its rather long life
a. Most warrants are in effect for at least two years from issuance, and some are perpetual
3. Another key feature of the warrant is the exercise price, the price at which the warrant holder can buy stock from the corporation
a. This price is normally set at about 15% above the market price of common stock at the time the bond, and thus the warrant, is issued

b. Frequently, the exercise price will rise through time, according to the schedule in the bond’s indenture

4. Another important character​istic of the warrant is its detachability
a. Detachable warrants are often actively traded on the American Stock Exchange
b. Other warrants can be exercised only by the bondholder, and these are called nondetachable warrants
II. PREFERRED STOCK

A. A class of stock, not a debt instrument, that shares charac​teristics of both common stock and debt
1. Like the holder of common stock, the preferred stockholder is entitled to dividends
2. Unlike those on common stock, however, preferred stock dividends are a specified percentage (dividend rate) of par or face value

a. The dividend rate need not be fixed, but may float over the life of the issue

b. Almost all preferred stock limits the security holder to the specified amount
B. Failure to make preferred stock dividend payments (usually paid quarterly) cannot force the issuer into bankruptcy
1. The dividend payment can accrue until it is fully paid (cumulative preferred stock)
2. If a dividend payment is missed and the security holder must forgo the payment (noncumulative preferred stock), it may result in imposition of certain restrictions on manage​ment

C. Unlike debt, payments made to preferred stockholders are treated as a distribution of earnings
1. They are not tax deductible (unlike interest payments) to the cor​poration

2. Although the after-tax cost of funds is higher if a corporation issues preferred stock rather than borrowing, there is a factor that reduces the cost differential

a. A provision in the tax code exempts 70% of qualified dividends from federal income taxation if the recipient is a qualified corporation
b. Two implications of this tax treatment of pre​ferred stock dividends

i. The major buyers of preferred stock are corporations seeking tax-advantaged investments
ii. The cost of preferred stock issuance is lower than it would be in the absence of the tax provision because the tax benefits are passed through to the issuer by the willingness of buyers to accept a lower dividend rate

D. Important similarities with debt, particularly for cumulative preferred stock

1. The payments to preferred stock​holders promised by the issuer are fixed
2. Preferred stockholders have priority over common stockholders with respect to dividend payments and dis​tribution of assets in the case of bankruptcy
a. The position of noncumulative preferred stock is considerably weaker than cumulative preferred stock

b. It is because of this second feature that preferred stock is called a senior security; it is senior to common stock

E. On a balance sheet, preferred stock is classified as equity
F. Preferred stock may be issued without a maturity date (per​petual preferred stock)
G. Almost all preferred stock has a sinking-fund provision
H. Some preferred stock is convertible into common stock
I. Issuers of preferred stock

1. Historically, utilities have been the major issuers of preferred stock, mak​ing up more than half of each year’s issuance

2. Since 1985, major issuers have been in the financial industry — finance companies, banks, thrifts, and insurance companies

J. Three types of preferred stock

1. Fixed-rate preferred stock

2. Adjustable-rate preferred stock (ARPS)

a. The dividend rate is reset quarterly and based on a predetermined spread from the highest of three points on the Treasury yield curve
b. Most are perpetual, with a floor and ceiling imposed on the dividend rate of most issues

3. Auction (APS) and remarketed (RP) preferred stock

a. The div​idend rate for APS is reset periodically, as with ARPS, but the dividend rate is established through an auction process
b. The dividend rate for RP is determined periodically by a remarketing agent who resets the dividend rate so that any preferred stock can be tendered at par and be resold (re-marketed) at the original offering price

III. MORTGAGE-BACKED SECURITIES

A. A mortgage-backed security (MBS) is an instrument whose cash flow depends on the cash flows of an underlying pool of mortgages
B. Mortgage Cash Flows

1. Homeowners prepay their mortgages for one of several reasons:

a. They prepay the entire mortgage when they sell their home

b. If mortgage rates drop substantially after the mortgage loan was obtained, it may be beneficial for the homeowner to refinance the loan (even after paying all refinancing costs) at the lower interest rate

c. If homeowners cannot meet their mortgage obligations, their property is repossessed and sold

d. If the property is destroyed by fire or another insured catastrophe occurs, the in​surance proceeds are used to pay off the mortgage

C. Mortgage Pass-Through Securities

1. A mortgage pass-through security (or simply pass-through) is created when

a. One or more holders of mortgages form a collection (pool) of mortgages and

b. Sell shares or participation certificates in the pool
2. Three major types of pass-through securities, guaranteed by the following organizations:

a. Government National Mortgage Association (“Ginnie Mae”)

b. Federal Home Loan Mortgage Corporation (“Freddie Mac”)

c. Federal National Mortgage Association (“Fannie Mae”)

3. The securities associated with these three entities are known as agency pass-through securities
a. There are also nonagency pass-through securities, issued by thrifts, commercial banks, and private conduits that are not backed by any agency

4. Preponderance of mortgage pass-through securities is backed by one- to four-family residential mortgages
5. There has been increased issuance of commercial mortgage-backed securities, backed by five major property types

D. Collateralized Mortgage Obligations

1. The collateralized mortgage obligation (CMO) structure was developed to broaden the appeal of mortgage-backed products to traditional fixed income investors

2. A CMO is a security backed by a pool of pass-throughs or a pool of mortgage loans
3. CMOs are structured so that there are several classes of bond​holders (tranches) with varying maturities
4. By redirecting the cash flow (i.e., P&I) from the under​lying collateral, issuers have created classes of bonds that have different degrees of prepayment risk and are thereby more attractive to institutional investors to satisfy asset/liability objectives than a pass-through
5. Numerous innovations in structuring CMOs have created classes of bonds with one or more of the following characteristics:

a. Greater stability of cash flows over a wide range of prepayment speeds

b. Better matching of floating-rate liabilities

c. Substantial upside potential in a declining interest-rate envi​ronment but less downside risk in a rising interest-rate environment

d. Prop​erties that allow them to be used for hedging mortgage-related products

6. The various types of bonds include:

a. Sequential-pay bonds

b. Planned amor​tization class (PAC) bonds

c. Accrual (or Z) bonds

d. Floating-rate bonds

e. Inverse floating-rate bonds

f. Targeted amortization class (TAC) bonds

g. Support bonds

h. Very accurately determined maturity (VADM) bonds

E. Stripped Mortgage-Backed Securities

1. Stripped mortgage-backed securities, intro​duced by Fannie Mae in 1986, are created by altering the distribution of principal and interest from a pro rata distribution to an unequal distribution
2. The risk/return characteristics of these instruments make them attractive for the purpose of hedging a portfolio of pass-throughs and mortgage loans
3. Two types of stripped MBSs:

a. Synthetic-coupon pass-throughs
i. The un​equal distribution of coupon and principal resulted in a synthetic coupon rate that was different from the underlying collateral

b. Interest-only/principal-only securities
i. All of the interest is allocated to one class (the interest-only, or IO, class)

ii. All of the principal to the other class (the principal-only, or PO, class)

IV. ASSET-BACKED SECURITIES

A. Asset-backed securities are securities collateralized by assets that are not mort​gage loans
B. Credit enhancement is provided by

1. Letters of credit

2. Recourse to the issuer

3. Overcollateralization

4. Senior / subordination
C. Four common types of asset-backed securities are those backed by

1. Credit card receivables

2. Home-equity loans

3. Manufactured homes

4. Automobile loans
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