Replies, 11/20/03

Dear Students,

Here are the replies to your questions. As for my question (what is the difference between credit risk and re-pricing risk?) the answer is that while credit risk is the risk associated w/ change in borrower’s credit worth when contract is renewed, repricing risk is the risk that the interest rate would change at the time when the contract rate is reset.

What did you mean by there is no interest rate risk in strategy #1 (borrow $1m for 3 years @ fixed rate)?

There is interest rate risk in strategy #1 (borrow at fixed rate of interest for three years) since interest rates might go down during the period.

The idea of avoiding taxes is very appealing to me; how easy is it for the average investor to get in on international bearer bonds? How much cash is needed on average? What are the returns like? Do normal brokers know how to do this kind of thing?

Usually one can purchase Eurobonds & foreign bonds on the OTC market. 

It was stated in class that repricing risk is interest rate risk @ end of contract. Wouldn’t it be that repricing risk is the risk @ the beginning of the new contract because the change in interest rate will affect the “new” loan?

That’s right. I meant the risk of changes in the interest rate at the time when the contract is reset (that is, the end of the old contract, and the beginning of the new loan contract).

Is there ever an instance where someone w/ poor credit would ever consider strategy #3? Their interest rate would continue to go up.

Yes, strategy #3 (borrow for 1 year @ a fixed rate, and then renew the credit annually) is not a strategy for financial unstable firms. Borrowing at the shorter end of the yield curve is risky, since this part of the curve is the more volatile.

In regards to the bearer/registered bonds, if you are the buyer of the bond why would you want to be anonymous b/c wouldn’t you want to report a tax shield?

If you do not report the interest income, it would not be subject to tax, in the first place. Clearly, though, not reporting sources of income is a very unethical business practice.

In the floating rate example, the IRR of cash flow is 7.07%. Why don’t we know the IRR when calculating the NPV? Could you explain the floating rate loan example once more please? Would it be possible to see another example also?

Here is the example from class.

	Loan Interest Rate
	 
	Year 0
	 Year 1
	Year 2
	Year 3

	 
	
	
	
	
	 

	LIBOR
	
	5%
	5%
	5%
	5%

	Spread
	
	
	1.50%
	1.50%
	1.50%

	Total
	
	
	6.5%
	6.5%
	6.5%

	 
	
	
	
	
	 

	Interest Cash Flows
	 
	Year 0
	 Year 1
	Year 2
	Year 3

	LIBOR
	
	
	($500,000)
	($500,000)
	($500,000)

	Spread
	
	
	(150,000)
	(150,000)
	(150,000)

	Total
	
	
	($650,000)
	($650,000)
	($650,000)

	Loan Proceeds
	
	$9,850,000 
	 
	 
	($10,000,000)

	Total Loan cash flow
	
	$9,850,000 
	($650,000)
	($650,000)
	($10,650,000)

	 
	
	
	
	
	 

	IRR of total cash flow
	
	7.07%
	
	
	 

	 
	All-in-Cost
	
	
	
	 

	Sensitivity to LIBOR
	A-I-C
	LIBOR (yr. 0)
	LIBOR (yr. 1)
	LIBOR(yr. 2) 
	LIBOR (yr. 3)

	Baseline case
	7.07%
	5%
	5%
	5%
	5%

	LIBOR up 25 bp/year
	7.57%
	5%
	5.25%
	5.50%
	5.75%

	LIBOR down 25 bp/year
	6.58%
	5%
	4.75%
	4.50%
	4.25%


Notice that we want to find out the IRR. So, we use the definition of IRR (i.e. the rate a t which the project will have a NPV = 0):
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Solving for IRR from the above, we obtain IRR= 7.07%. Notice that this is referred to as an all-in-cost.

Want to see another example. Let’s make an exercise for the case where LIBOR increases each year w/ 25 basis points (the case II above). I enclose the solution to it here.

	3-year $10,000,000 floating rate loan
	 
	 
	 
	 

	Loan Interest Rate
	 
	Year 0
	 Year 1
	Year 2
	Year 3

	 
	
	
	
	
	 

	LIBOR
	
	5%
	5.25%
	5.50%
	5.75%

	Spread
	
	
	1.50%
	1.50%
	1.50%

	Total
	
	
	6.8%
	7.0%
	7.3%

	 
	
	
	
	
	 

	Interest Cash Flows
	 
	Year 0
	 Year 1
	Year 2
	Year 3

	LIBOR
	
	
	($525,000)
	($550,000)
	($575,000)

	Spread
	
	
	(150,000)
	(150,000)
	(150,000)

	Total
	
	
	($675,000)
	($700,000)
	($725,000)

	Loan Proceeds
	
	$9,850,000 
	 
	 
	($10,000,000)

	Total Loan cash flow
	
	$9,850,000 
	($675,000)
	($700,000)
	($10,725,000)

	 
	
	
	
	
	 

	IRR of total cash flow
	
	7.57%
	
	
	 


Now, as an exercise, try to use the spreadsheet that I have posted on Blackboard, for the case where LIBOR decreases each year w/ 25 basis points (the case III above).

Why would MNEs with different interest rates have higher interest rate risk? Isn’t there something like diversification if the risk, which would make the interest rate risk lower?

You are correct to point out that diversification effect would result. However the interest rate risk might increase due to maturity mismatches that might exist between the multiple classes of debt instruments. 

Also, this is from a few lessons back, but what exactly is the difference between issuing equity in another market and cross-listing your shares in another market? If you issue shares aren’t you issuing equity?

Cross-listing comes in two forms – new shares or existing shares. So, a company can cross-list existing shares by issuing level I or level II ADRs. However, the company might also issue new equity & cross-list it (e.g. use level III ADR).

What academic research has been done on modeling counterparty risk and its importance in pricing swaps?

There is a plethora of articles available on the topic of counterparty risk and its swap pricing implications. For example, check the following articles:

1. http://www.federalreserve.gov/pubs/feds/2003/200309/200309pap.pdf 

2. http://www.andrew.cmu.edu/user/dufresne/pub/colsol_jf.pdf (published in the Journal of Finance, 2001)

The first paper examines the role of counterparty credit risk in determining the interest rate swap rates during times of crises, e.g. the default on the Russian Eurobonds bonds in 1998.  

The second article examines the spread between the Treasury market rates and the swap market rates. The usual explanation for this spread has been that this is a risk premium for the counterparty default risk present in the swap transaction. What shall you pay attention in that article? Notice the small spread between the Treasury market rates and the interest rate swap rates. 

In a nutshell, both studies find that counterparty risk in swaps is not a significant source of risk.

Could you please explain briefly dual currency bonds again? Can you describe dual currency and currency cocktail bonds in more detail?

Dual currency bonds are straight fixed-rate bonds, with interest being paid in one currency, while principal is paid in another currency. This instrument have been very popular with many Japanese firms: they would issue bonds w/ coupons in yen and principal in US$. This is a very attractive instrument for MNE. For example, Philips NV of The Netherlands could wish to purchase a business in US. So, while the business is growing they could pay the coupons from their own cash flow (in Euros) and when eventually the US subsid
iary starts turning in profit, they could repay the US$-denominated principal.

Currency cocktail (or composite currency) bonds are denominated in a “basket” of currencies. Usually these bonds are of the type of the straight fixed rate debt bonds. This bond is attractive for MNEs, since it allows them to have financial exposure in major currencies they have revenues in through the means of a single debt instrument. For example, Apple Computer earns income in multiple currencies, so for it, such a bond would allow to have debt in all major currencies in which revenues are realized. Why would that be beneficial? Because debt could be used for the purposes of hedging the transaction & operating exposures.

I am not clear on the commitment fee – what is it?

Commitment fee is charged on borrowed funds that are not used. Say, Unilever received credit facility (credit line) for $10,000,000, but utilized only $95,000,000. On the un-utilized $5,000,000 there would be a fee – referred to as “commitment fee” since the funds were committed to the borrower but were not used.

Would you explain “plain vanilla” again?

“Plain vanilla” or most simple, or basic, refers to usually the most basic form a particular financial instrument, e.g. plain-vanilla European call option, is the simplest form of a European call option. 

Can you please explain exactly what LIBOR is and how is it derived? Is it common just to borrow at LIBOR or is it usually stated w/ a +/- %? Is 2% the most common?

LIBOR stands for the London Inter-Bank Offered Rate. This is the interest rate charged on the inter-bank market in London. Want to read more on LIBOR? Check this one out: http://www.bba.org.uk/public/libor/6642 

Also, here is a graph from www.economagic.com on the recent LIBOR. 
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Source: www.economagic.com 

For the example of floating rate, LIBOR + 2%, does it apply to every borrower regardless of their credit standing?

It is just an example, so the spread could be different. Actually, the largest MNE would usually be able to borrow at rates below LIBOR: LIBOR –0.50% for example. 

Could you please post the article about 47 brokers getting accused for fraud from WSJ on blackboard. It is this on the front of the www.wsj.com . My subscription ran out but I would love to read it.

Sure, here it is.

47 Arrested In 18-Month Federal Currency Probe  

Source: www.factiva.com   

By Colleen DeBaise and Nick Baker  

Of DOW JONES NEWSWIRES       

19 November 2003

Dow Jones News Service

English

(c) 2003 Dow Jones & Company, Inc.  

NEW YORK (Dow Jones)--Federal authorities announced Wednesday that 47 bankers, brokers and traders were arrested as part of an 18-month probe of fraud and other criminal conduct in the foreign-currency exchange markets.  

At a packed press conference, Manhattan U.S. Attorney Jim Comey said more than 1,000 victims, from small investors to large banks, lost tens of millions of dollars through the fraudulent actions of key players at virtually every level of the foreign-currency markets.  

Comey detailed two distinct schemes: one in which operators of foreign currency "boiler rooms" bilked mom-and-pop investors through high-pressure sales tactics, and a second in which currency traders at large banks such as J.P. Morgan Chase & Co. (JPM) and UBS AG (UBS) engaged in rigged trades in return for kickbacks. Comey described the banks as victims in the scheme.  

An undercover Federal Bureau of Investigation agent assigned to the case learned that some of the misconduct had been going on more than 20 years, and that some of the defendants even bragged that law enforcement would never be able to get close enough to stop them, according to officials at the press conference.  

"We believe that today's charges will go a long way to clean up what has become for some a culture of corruption in the forex market, but realize that there is much more to do," Comey said.  

He added that the "regulatory regime wasn't entirely clear; maybe still isn't entirely clear."  

A Commodities Futures Trading Commission official, Gregory G. Mocek, said the agency doesn't regulate foreign-currency markets and that it would be up for Congress to decide whether to give it that power.  

Criminal charges ranging from bank fraud to money laundering were filed against 47 defendants, including traders at major Wall Street firms as well as at smaller, little-known companies.  

Among those implicated is Stephen E. Moore, who served in the mid-1980s as member of the Federal Reserve Bank's Foreign Exchange Committee, a private-sector committee that advocates best practices for currency trading.  

The FBI raided numerous offices Tuesday night, including those of Madison Deane & Associates Inc. at Two World Financial Center. Pasquale D'Amauro, assistant director of the FBI's New York office, said at least one defendant was taken into custody as he had drinks at Two World Financial Center before leaving for a gambling junket to Atlantic City.  

"He was loaded into a van," D'Amauro said. "He never made it to Atlantic City."  

At least 20 defendants were charged with taking part in a rigged forex scheme that participants referred to as "Game" or "Points for Cash," prosecutors said. The 18-month probe was dubbed "Operation Wooden Nickel" by investigators.  

Five currency traders at J.P. Morgan, UBS and three other large banks are accused of engineering trades that caused the banks to lose money while the traders' co-conspirators - currency interbank brokers at three outside firms - made money, according to charges. The three outside firms were Tullett Liberty; Garban Intercapital's Harlow LLC unit; and Tradition North America.  

In return for orchestrating "profits," the traders received kickbacks, including cash stuffed in envelopes handed over to them in diners, prosecutors said. The probe discovered about 123 rigged trades totaling more than $650,000 and cash payoffs to the traders worth $270,000, Comey said.  

During the press conference, Comey showed a chart that depicted the five traders at the banks receiving kickbacks from Tullett Liberty, Garban Intercapital's Harlow LLC unit, and Tradition North America. The firms all used the services of ITrade Currency USA, a forex brokerage firm that Comey said was "the pot of gold" for the defendants.  

Moore, who served on the Federal Reserve committee between 1984 and 1986, was chief executive of Itrade Currency. He and Anthony "Doc" Iannuzzi, a principal of the firm, were among those charged in the scheme.  

A Federal Reserve official confirmed that Moore, 55 years old, of New York, was never an employee of the bank. Moore, who was charged with conspiracy, bank fraud and wire fraud, was ordered released on a $300,000 bond.  

Numerous defendants at bail hearings in Manhattan federal court also were released on various bond amounts. Joseph Vivolo, 39, of Morganville, N.J., who worked at Tradition North America, pledged the deed on his house to secure a $1 million bond.  

Others involved in the forex scheme were individuals with the means to covert profitable trades into laundered cash, according to court papers.  

Comey said the banks were only informed recently about the 18-month probe, which relied heavily on the work of one undercover agent. "We couldn't jeopardize the undercover," he said.  

In a statement, UBS said: "There is no suggestion that any of the UBS's businesses are being investigated in connection with this matter or that any clients were impacted." J.P. Morgan declined to comment.  

A separate piece of the scheme appears to have been a "boiler room" operation in which brokers pushed investments in foreign-currency markets on unsuspecting investors. Comey said investors were promised "safer and more predictable profits than the stock market" by sales brokers at firms with "fancy" names such Madison Deane, Hamilton Sterling & Associates LLC and Montgomery Sterling Inc.  

"It wasn't fancy, just fraud," he said.  

In one instance, four brokers at Madison Deane each purchased expensive Rolex watches with customers' money, according to court papers. The firm fraudulently solicited at least $2 million from customers between fall 2001 and early 2003, even though it had no ability to execute forex trading on behalf of its customers, the court papers state.  

Some of the charges also appeared to be of the nature of street crimes, such as cocaine and weapon possession.  
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