FIXED INCOME SECURITIES

Standard Description:
A contractual obligation for the repayment of loaned funds.
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Major Characteristics

1.
Coupon 

In the simplest case the coupon is





known and fixed.  But there are





numerous exceptions.  GNMA is





an example.

2.
Maturity

Again can be fixed or there can be





discretion.

3.
Default risk
Chance that promised payments





are not met.

4.
Options


a.
call


b.
sinking


c.
prepayment


d.
convertible

5.
Tax treatment


a.
exempt


b.
preferential

Major Categories

U.S. Government


Types:


A.
Bills


Maturity less than one year






pure discount.


B.
Notes

1-10 years at issuance twice






a year.


C.
Bonds

Greater than 10 at issuance;






some were callable.


Characteristics:


1.
Highly liquid


2.
Taxed at Federal, not State or Local


3.
Mostly non-callable (no callable issued since



Feb 1985)


4.
Small bid ask spreads


5.
Free of default risk

 Striped Treasury Securities
Issues:


1.
Merrill Lynch (TIGRS)


2.
Solomon (CATS)


3.
Lehman (LIONS)

4.
Treasury (STRIPS)
Institution holding eligible Treasury security can have coupons and principle separately listed for $25 or reconstituted for $25. 

Inflation indexed bonds (TIPS):


1.
10 and 30 year


2.
Interest fixed


3.
Principle adjusted for inflation

4.
Payments based on inflation adjusted principle at time interest is paid


5.
Index is non-seasonally adjusted CPI index


Repo Market

1.
Government bond dealers usE inventory to collateralize loans.

2.
Repurchase agreement (Repo) - a sale with agreement to repurchase a secured loan.

3.
Overnight (usual) or longer term (term Repos).

4.
Repo rate (borrowing rate)


Reverse Repo rate (lending rate)

5.
Repo way to finance position, reverse Repo way to sell short (get bond), sell and then repurchase to pay back.

Corporate

Characteristics:

1. Both publicly and privately placed

2. Full taxed

3. Varying liquidity

4. Varying default risk

5.  Often options

1. Mortgage Backed

Mortgages are pooled and a security is issued against the pool.

Characteristics:

1.
Government guarantees and issuer guarantees.

2.
Guarantees and administrative costs are a fee and reduce interest received.

3.
Homeowner has the option of prepayment.

Municipal
Issuances of state or local government or authority of government.

Characteristics:

1.
General obligations or revenue bonds

2.
Default risk

3.
Tax exempt in state of issuance against state tax

4.
Exempt for federal tax

5.
Varying liquidity, usually illiquid

Eurobond
Define:
Unregistered bond

1.
Annual interest

2.
Some bonds pay in multiple currencies (interest in one currency, principal in another) or have options as to which currency the investor receives cash flows from.

3.
Often have warrants

LIBOR

London Interbank Offered Rate

· Rate at which London banks lend money to each other

· Normally is about the Treasury bill rate plus 50 bp

Major Objectives of Purchasers

1.
Risk return profile


a.
Mutual funds


b.
Many individuals

2.
Meeting stream of liabilities


a.
Fixed and known



(1)
GIC



(2)
Pension of retired


b.
Stochastic and independent of bond returns



(1)
Active employees pension


c.
Stochastic and dependent



(1)
Casualty insurance

Securitization

Examples:


1.
GNMA


2.
Strips


3.
Cars


4.
CMO

Main Reasons:


1.
Improve asset liability of mix of holder


2.
Provide new cash flow patterns

3.
Provide instruments with a different response pattern to changes in economic conditions
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