Overview for Session 1

Brady market versus traditional bond market

Valuing a simple five‑period bond with principal collateral

Calculating stripped yield and sovereign spread

Class problems

Mexico was the first country to issue Brady or

Brady‑style bonds; Côte dIvoire was the last...
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Bold denotes transition through Brady phase into new bond issuance phase.

How the Brady market differs from more traditional bond markets

Traditional bond markets

· Most bonds have a fixed coupon

· Floating‑rate bonds tend to trade separate from fixed‑rate issues and have a different investor base

· “Unusual” features are unusual

· No collateral

Brady bond‑ market

· About half the traded issues have a floating coupon

· Fixed‑ and floating‑rate issues trade side by side and are purchased by the same investors

· “Unusual” features are common

· Many bonds have principal collateral and rolling interest guarantees

The Brady market is characterized by a wide variety of bond types

Brady Broad subindex of the EMBI+, 11/30/98
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Traditional yield to maturity (YTM) and spread over Treasuries (SOT) are poor measures for the Brady market

All cash flows are discounted at the same rate, regard​less of any collateral


Therefore...

For collateralized, debt, this rate represents the return on blended U.S./sovereign risk

For uncollateralized debt, this rate represents the return on pure sovereign risk


As a result...


Comparisons between collaterized bonds or among bonds with different amounts of collateral are distorted

Stripped yield and sovereign spread are better measures because they account for collateral 

Collateralized cash flows are discounted at lower U. S. rates

Uncollateralized cash flows are discounted at higher sovereign rates


Therefore...

Stripped yield and sovereign spread represent the return on pure sovereign risk for both collateralized and uncollateralized bonds


 As a result...

Comparisons among bonds are not distorted by collateral differences

Traditional YTM and SOT misleadingly suggest that returns are much better on uncollaterized bonds…

11/30/98

	
	Argentina
	Brazil
	Venezuela

	Bond
	Pars
FRBs
	Pars
EIs
	Pars
DCBs

	Collateral
	Yes
No
	Yes
No
	Yes
No

	Yield to

Maturity
	8.60%
10.80%
	9.54%
14.03%
	11.14%
23.73%

	Spd over Treasuries
	361bps
626bps
	453bps
947bps
	620bps
1915bps


… While stripped yield and sovereign spread suggest collaterized bonds offer better returns on sovereign risk

11/30/98

	
	Argentina
	Brazil
	Venezuela

	Bond
	Pars
FRBs
	Pars
EIs
	Pars
DCBs

	Collateral
	Yes
No
	Yes
No
	Yes
No

	Yield to

Maturity
	8.60%
10.80%
	9.54%
14.03%
	11.14%
23.73%

	Spd over Treasuries
	361bps
626bps


	453bps
947bps
	620bps
1915bps

	Stripped Yield
	13.11%
10.80%
	15.80%
14.03%
	24.23%
23.73%

	Sovereign Spread
	829bps
626bps
	1100bps
947bps
	1953bps
1915bps


The value of a bond depends on the risk of its cash flow

Example: simple five-period bond
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	More valuable


Default-free U.S. Bond

Bonds with sovereign-risk coupons but with collateralized principal


Pure sovereign-risk bond

Less valuable


	A default-free U.S. bond is valued by discounting all cash flows at U.S. spot rates
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	The sovereign spot rate equals the U.S. spot rate plus the sovereign spread
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	A pure sovereign-risk bond is valued by discounting all cash flows at sovereign spot rates
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	A principal-collaterized sovereign bond is more valuable than a pure sovereign bond
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	Yield calculations employ the same framework as does valuation, but price is known and yield is unknown



	Types of yield: 

· Blended yield (traditional YTM)

· Stripped Yield

· Sovereign spread


	Blended yield for a sovereign bond is the traditional YTM measure using all cash flows
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	And sovereign spread is the spread over the U.S. spot curve that correctly values the bond
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	Stripped yield is the YTM on sovereign risk cash flows
	[image: image9.jpg]s(%SL9+ 1)+ L8068 SN0 anjeA puog

t t } t pI'eLs t t + } uud Ad
001$ _
i % AS
mA.\e;o_ ik 5 \\:\\\\Jj +
t t t + 0°€$ t t t } il
ss & e %
W(%LyOL +1) + + \\\\hml/} +
- i } 9€'e$ 1 t + b
5$ ﬁ pudd ﬁ
i AS
e %Lr ol e + \\I}/‘ +
t + oLes t t bid
s$ ﬁ ¢ udy k
A %Lpol +1)+ o AS +

\'/‘ \\'/‘

; 1222
orvs S jl.lll
AS

(%Lp01 +1)+ + +

\l/‘ o A
s$ | udy
3NEA

TN

s$

:slaquinu yjim puy ajdwexa olduUdD






