Short-term Instruments, Long-term Debt and Equity
Class Notes (FN6411) : Sris Chatterjee

__________________________________________________________________

[A]

Short-term Rates and Instruments
(1) Fed Fund Rate:

This rate (currently targeted by Fed at 1.25%, but till very recently at the 46 year low of 1%) is an important signal of monetary policy. Although the target rate is announced by and monitored by the Fed, the Fed has no direct participation in the Fed Fund market. Check the Wall Street Journal for daily closing and high/low figures. 

(2) T-Bill Rate:

First authorized by Congress in 1929, Treasury Bills are short-term securities issued by the U.S. Treasury. 3-month, 6-month and 1-year bills are issued by both regularly scheduled and irregular auctions in order to finance current federal deficits. The auctioning process is quite complicated and differs across countries. T-Bills are characterized by lack of default risk, high liquidity, favorable tax treatment (no local and state taxes) and low minimum denomination.
T-Bills are pure discount instruments and the discount is quoted on a 360-day basis. Therefore, if you want to buy a 90-day bill on which the ask/offer quote is 4%, then you pay $990 for a $1000 face value because the actual discount is 0.04x90/360. This should give an EAR of 4.102% on 360-day year and 4.16% on a 365-day year. 
(3) Bankers’ Acceptance:

These are short-term loans made primarily to facilitate international trade. The acceptance occurs when the bank “accepts” a customer’s promise to pay. The customer (say an importer) uses the bankers’ acceptance to pay for goods and services purchased from a supplier/exporter. The supplier can hold the acceptance till maturity or sell it at a discount. Bankers’ acceptance typically has a maturity of 180 days or less, and has low risk.
(4) Trade Credit:

See text, pages 722 to 730.
(5) Commercial Paper:
Commercial paper is an unsecured promissory note issued by corporations (and sometimes by foreign governments). For many large creditworthy issuers, commercial paper is a low-cost alternative to bank loans. Most commercial paper is exempt from the SEC’s registration requirements. One requirement for exemption is that the maturity is less than 270 days. In practice, most commercial paper has an average maturity of 30-35 days. Like T-Bills, commercial paper is typically a discount instrument, but occasionally may be issued as an interest-bearing note. Standard & Poor’s gives a rating of A-1+, A-1, A-2 and A-3 to the prime quality and ratings of B, C and D (for default) to the speculative quality.
[B]

Long-term Debt

(1)
Accrued Interest:
When an investor sells a bond in between two coupon paying dates, the seller is entitled to part of the coupon. But quoted bond prices (known as clean price) do not include this so-called accrued interest. The computation of accrued interest depends upon the day count convention, which may vary for different bond instruments. For corporate bonds, the day count convention is 30/360, i.e., 30 days a month and 360 days a year. The following example illustrates the concept:
Example:

A bond issued by GM has a face value of $200,000 with annual coupon of 7% and is priced at 108.95% of par on March 11. The last coupon was paid on January 16. What is the Invoice price for the bond on March 11?

Answer:

(a) The annual coupon amount is $14,000

(b) Number of days since last coupon = 55 (14 + 30 + 11, because of 30/360) 

(c) Accrued Interest = $14,000 x 55/360 = $2138.89

(d) Invoice Amount (also called Dirty Price) = $200,000 x 1.0895 + 2138.89







=
$220,038.89


(2)
Fixed vs. Floating Rates, Swaps and Term Loans:

See text, pages 752 to 758, and class notes on swap.

(3) Bond indentures (covenants) and ratings:

See text, pages 768 to 770.

(4) Bonds with embedded options:

(a) Callable Bonds:

A callable bond allows the issuer to call the bond from investors at a predetermined price. If the call price is set at 102% of par value, then the issuer can pay the investor a price of $1020 before the bond matures in return for the bond (assuming a $1000 face value). A callable bond is a combination of a straight bond and a call option (actually long in the straight bond and short in the call option from the investor’s perspective). The issuer has bought this option (the option of buying back the bond) while selling the bond and the investor has sold the option while buying the bond. A callable bond will be called when interest rates drop sufficiently, because the issuer can call the bond and refinance at a lower rate. Because of this call-risk, a callable bond will sell at a lower price compared to an otherwise similar straight bond. Many corporate bonds are callable and have well-specified call schedules. Analysts report Yield-to-First-Call in addition to YTM for these bonds.
(b) Putable Bonds:

Putable bonds allow investors to put (sell) the bond back to the issuer. A putable bond is a combination of a straight bond and a put option (long in both, from the bond investor’s perspective). These bonds became popular in the late 1980s because leveraged buy-outs (LBOs) and other high-leverage transactions hurt the ratings and portfolio values of pre-existing debt-holders who started to demand some protection for any new corporate bond issue against such unexpected wealth-loss. The put option provided some insurance value to these bond-holders. A typical putable bond might say that in the event of a future high-leverage transaction and a concomitant downgrading of ratings, the bond-holder will have the right to sell the bond back to the issuer at par.
(c) Convertible Bonds:

Convertible bonds allow the bond investor to convert the bond to another security (usually the common stock of the issuing firm). A convertible bond is a combination of a straight bond and a conversion option (the bond investor has bought the straight bond and the option). The terms of conversion are set at the time of issuing the bond. For example, a firm may have shares trading at $30 today and issues a 4-year convertible bond with the stipulation that each $1000 face-value bond can be converted to 20 shares on the maturity day. (I make this assumption for simplicity of exposition; in practice, convertible bonds can be converted any time prior to maturity). This means that it would make sense to “convert” if share price goes above $50 at maturity (which is 4 years from now), because otherwise the value of 20 shares will be less than $1000. Investment banks design the terms of a convertible to sell at par. An otherwise similar straight bond might sell at a discount. In the example above, if the straight bond would sell for $875 today, then we would say that the conversion option is worth $125.
Convertible bonds are an important source of financing for new, emerging companies and provide an opportunity to bond-holders to benefit from future growth of the firm.
(d) Sinking Fund Bonds:

A sinking-fund bond is probably the most complex in terms of its embedded options. It is really not a fund, but specifies a pattern of periodic repayment of the principal amount instead of making a final lump-sum repayment. The “sinking fund” requirement can be achieved either by buying the bonds in the open market or calling them at par. Typically, there is an acceleration provision that gives the issuer the option of “doubling up” the sinking fund.

[C]

Common Stock or Equity
Investors holding common stock look at two features: (1) dividends, cash or non-cash, and (2) voting rights. A few selected issues and concepts from these two areas are discussed below.
(1) Stock Dividends and Stock Splits:
Corporations may not always pay a cash dividend and may sometimes pay a stock dividend. Similar to stock splits, a stock-dividend will only increase the number of shares outstanding. The effect on share price is a proportional decrease in market prices (well almost proportional!). Stock dividends and stock splits usually are seen as a positive signal and may slightly increase market value of equity (MVE). Some firms, faced with financial difficulty and dropping share price, have attempted a reverse stock-split in order to increase the price per share, but the market typically responds negatively to such “engineering”.
(2) Ex-dividend Date for Cash Dividends:

Example:

The board of directors puts out a press release on 2nd May saying that the company will pay a $0.50 dividend to the shareholders on record as of 16 May, and that cheques will be mailed on 26 May. With the regular-way three-day (T+3) settlement, the ex-dividend date is 12 May because the buyer of the stock on 12 May will be a holder of the stock on 17 May, and will not be eligible for the dividend. Prior to the ex-dividend date, the stock is said to be trading cum-dividend and shareholders purchasing the stock on 11 May will still be entitled to divi​dends. This is shown in the calendar below.
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(3) Voting Rights/Dual Class Shares:

The most common rule is “one share, one vote”. In this situation there is no wedge between the voting rights and the income rights: each share-holder has the same proportion of votes and the same proportional rights to residual income.

But there are exceptions. Some firms have two classes of shares: the superior class, having (say) 10 votes per share and the inferior class, which has the usual one vote per share. The inferior class typically gets higher cash dividends in order to compensate for the lower voting rights. Dual-class recapitalization is often adopted as a take-over defense or to preserve the founders’ control on a firm (see Google in this regard).
For a very good analysis regarding the entrenchment effect of dual-class shares, please see “Incentives vs. Control: An analysis of U.S. dual class companies” by Paul Gompers, Joy Ishii and Andrew Metrick, January 2004, NBER working paper # 10240, www.nber.org/papers/w10240.

(4) Board of Directors:

Although the shareholders are legally the owners of the firm, they do not run the firm on a daily basis. The board of directors have a fiduciary duty to look after share-holders’ interests. The share-holders elect the board, but many corporations in the U.S. have a staggered board where only a third of the board comes up for re-election every year. The corporate charter specifies this and other governance rights. Many of these governance issues are now being critically examined after the recent corporate scandals at Enron and other companies.

