INTERNATIONAL FINANCE
WEEK 8 - EURO CURRENCY BOND MARKETS
CONTENTS
1.0 INTRODUCTION
2.0 OBJECTIVES
3.0 EURO CURRENCY MARKET
3.1 Introduction
3.2 Characteristics
3.3 Difference between euro- currency market and domestic money market
3.4 Factors responsible for the growth of Euro Currency Markets
4.O EURO BOND MARKET
4.1 Introduction
4.2 Characteristics of Euro Bond Market
4.3 Advantages of Eurobond Financing
4.4 Difference between Euro bonds and foreign bonds
4.5 Types of Euro Bonds
4.6 Innovation in the Euro bond market
5.0 DIFFERENCE BETWEEN EURO CURRENCY MARKETS AND EURO BOND MARKETS
6.0 EURO BOND MARKETS-THE CASE OF AFRICAN COUNTRIES
7.0 CONCLUSION
8.0 SELF ASSESMENT EXERCISE
9.0 REFERENCES

1.0 INTRODUCTION
This topic explores two important markets that exert a great deal of influence on the international financial system, the Eurocurrency market and the Eurobond market. Eurocurrency markets are defined as banking markets which involve short-term borrowing and lending conducted outside of the legal jurisdiction of the authorities of the currency that is used; for example, Eurodollar deposits are dollar deposits held in London and Paris. The Eurocurrency market has two sides to it: the receipt of deposits and the loaning out of those deposits. By far the most important Eurocurrency is the Eurodollar which currently accounts for approximately 65–70 per cent of all Eurocurrency activity, followed by the Euromark, Eurofrancs (Swiss), Eurosterling and Euroyen. The use of the prefix Euro is somewhat misleading because dollar deposits held by banks in Hong Kong or Tokyo are equally outside the legal jurisdiction of the US authorities and constitute Eurodollar deposits. This more widespread geographical base means that Euromarkets are often referred to as 'offshore' markets.
The Eurocurrency market is part of the international money market since it involves lending and borrowing for a period of less than a year. By contrast, the Eurobond market is part of the international capital market and involves lending and borrowing for a period of more than a year. A Eurobond is a bond that is sold by a government, institution or company in a currency that is different from the country where the bond is issued. For example, a dollar bond sold in London is a dollar Eurobond and a sterling bond sold Germany is a sterling Eurobond. Both the Eurocurrency and Eurobond markets are in many ways a phenomenon of the increasingly open world trading system. There is no reason why borrowing and lending in each currency needs to be carried out exclusively in the country that issues the currency. 

2.0 OBJECTIVES
At the end of this topic, you should be able to-
1. State the characteristics of Eurocurrency markets.
2. Differentiate between euro currency markets and domestic money markets.
3. Define the Euro bond market.
4. Outline the advantages of euro bond financing.
5. Analyze the types of euro bonds.
6. Difference between euro currency markets and euro bond markets.

3.0 EURO CURRENCY MARKET
3.1 Introduction
The Euro currency market is a dollar or other freely convertible currency deposited in a bank outside its country of origin.  It means any currency banked outside its country of origin.  Example:  a deposit denominated in Japanese yen held in a Brazilian bank is a eurocurrency deposit. The euro currencies market is utilized by banks, MNCs, mutual funds and hedge funds that   wish to avoid regulatory requirements, tax laws and interest rate caps often present in domestic banking.
3.2 Characteristics of Euro currency market
1)   The transaction in each currency takes place outside the country of origin of that currency.
2)   Euro-currency market is distinct from the foreign exchange market. It is a market for deposits and for loans between banks and between banks and their customers. It is a market in which foreign currencies are lent and borrowed whereas in the foreign exchange market, foreign currencies are bought and sold.
3)   The market is essentially unregulated because of which the deposits in this market are unsecure.
4)   Deposit is received only on short term basis most of the deposit are interbank, and they tend to be very short term. This leads to concern about risk.
5)   It is essentially a wholesale market dealing only in standardized deposit amounts. Dealing in this market is therefore done on a consortium basis.
6)   The eurocurrency market exists for saving and time deposit rather than demand deposit. That is, an institution that creates Eurodollar deposit currency in order to buy goods and services.

3.3 Difference between euro- currency market and domestic money market
•	The euro currency market is purely wholesale market as compared to domestic market which is retail banking market.
•	The euro currency market has got relative freedom from regulation as compared to domestic markets.
•	There are number of problems in euro currency market as compared to domestic market such as jurisdiction, the acceptability of a freeze on deposit in one country by another country.
•	The euro currency market is almost exclusively concerned with matched deposit dealing.  That is each deposit of an  international bank  will tend  to  be  matched by an  asset of  the  same currency and of similar maturity.

3.4 Factors responsible for growth of euro- currency markets
The incentive to establish the Eurocurrency market came from regulation in the British and American markets that added to the cost of doing business onshore. In Britain, the Bank of England restricted the use of sterling to finance foreign trade and external loans.
1)   Less willingness to hold dollars in USA-based bank: -many economics were less willing to hold deposit in dollars and they started putting their earnings in London banks.
2)   Regulation ‘Q’: the regulation ‘Q’ of the federal reserve act which composed a ceiling on interest rates that could be paid on deposit by banks in the US. This enables European banks to attract US dollar deposits by offering better interest rates.
3)   Regulation ‘M’:  regulation ‘M’ of the   federal reserve act   which   stipulated reserve to be maintained against deposits accepted by banks in the US.
4)   Insure deposit: the mandatory requirement on all banks in the US to insure deposits accepted by them from the public.  The euro currency market is unregulated which means Eurobanks were under no obligation to insure euro-currency deposits. This reduced their cost on deposits.
5)   The interest equalization tax: it was introduced by the US monetary authority in 1963 resulted in increasing the effective cost of borrowing in the United States for non-resident entities.
6)   The voluntary   restraint program:  it  was introduced  in  the  US in  1965   in  terms of  which, borrowing in the US for financing international projects was restricted. 
7)   Full capital account convertibility:   there had  been full capital account convertibility  adopted by many  developed nations, which allowed  them  to conduct transactions of local financial  assets into foreign financial  asset freely.

4.0 EURO BOND MARKET:
EUROBONDS
4.1 Introduction
A Eurobond is an international bond that denominates in a currency not native to the country where it issues. Also, call external bonds; “External bonds which, strictly, are neither Eurobonds nor foreign bonds would also include foreign currency-denominated domestic bonds…Money may raise internationally by bond issues and by bank loans. This does in domestic as well as international markets.
It can categorize according to the currency in which it issues. London is one of the centers of the Eurobond market, with Luxembourg being the primary listing center for these instruments. The difference is that in international markets the money may come in a currency that is different from that normally used by the borrower. A foreign bond a bond issue in a particular country by a foreign borrower. Eurobonds bonds underwrite and sell in more than one country.
 Definition of Eurobonds:
A foreign bond may defined as an international bond sold by a foreign borrower but denominated in the currency of the country in which it is placed. It underwrites and sells by a national underwriting syndicate in the lending country. Thus, a US company might float a bond issue in the London capital market, underwritten by a British syndicate and denominated in sterling.
The bond issue would sell to investors in the UK capital market, where it would quote and traded. Foreign bonds issued outside the USA call Yankee bonds, while foreign bonds issued in Japan are called Samurai bonds. Canadian entities are the major floaters of foreign bonds in the USA.
Euro bonds may be defined as an international bond underwritten by an international syndicate and sold in countries other than the country of the currency in which the issue denominates. 
In the Eurobond market, the investor holds a claim directly on the borrower rather than on a financial institution. 
Eurobonds are generally issued by corporations and governments needing secure, long-term funds and are sold through a geographically diverse group of banks to investors around the world. Eurobonds are similar to domestic bonds in that they may issue with fixed or floating interest rates.
How is a Eurobond Issued?
Typically, financial institutions, such as investment banks, issue bonds on behalf of the borrower. If a bank will be responsible for the underwriting process, it implies a guarantee to the borrower that the whole bond issue will be sold in the primary market during the initial debt offering process. Please note that the term “Eurobond” refers only to the fact that the bond was issued in a different country and currency. It does not need to be a country in Europe. It can be whatever country in the world.
For example Eurobonds can be issued in China and denominated in US dollars.
Eurobonds are issued by many institutions, such as:
•Corporations
•Governments
•Syndicates    
The primary reason for issuing Eurobonds is a need for foreign currency capital. Since the bonds are fixed-income securities; they usually offer a fixed interest rate to investors.
Imagine, as an example, a US company aims to permeate into a new market and plans to erect a large factory, say, in China. The company will need to invest large sums of money in local currency – the Chinese yuan. As the company is a new entrant to the Chinese market, it may lack access to credit in China.
The company decides to go with yuan-denominated Eurobonds in the United States. Investors who hold yuan in their accounts will invest in the bonds, which will provide funds to a new facility in China. 
If a new factory is profitable, the cash flow will go to settling the interest to US-based bondholders.
Understanding the Eurobond
The "euro" in eurobond is meant to imply external. These euro bonds should not be confused with Eurobonds with a capital "E." When capitalized, the word defines bonds issued by the European Union and European governments.
a)   Domestic bonds: - issued locally by a domestic borrower usually denominated in  the  local currency. For example, a Japanese company issuing bonds in Yen currency in Japan.
b)   Foreign bonds: issued in a local market by a foreign borrower- usually denominated in the local currency. For example, a Japanese company issuing US-dollar denominated bonds in the US market.
c)   Eurobonds:  placed mainly in countries other   than   the one in whose currency the bond is denominated. For a example A Japanese company issuing yen denominated bond in the the US market.
A Eurobond is an international bond that is denominated in a currency not native to the country where it is issued. E.g., Coca cola issuing a U.S dollar denominated bond in Europe.  It can be categorized according to the currency in which it is issued.

4.2 Characteristics of euro bonds
1)   Eurobonds are not regulated by the country of the currency in which they are denominated.
2)   Eurobonds are “bearer bonds”, i.e, they are not registered anywhere centrally, so whomever holds. The bond is considered the owner.  Bearer status also enables Eurobonds to be held anonymously.
3)   The Eurobond market is largely wholesale with bonds held by large institutions. Pension funds insurance companies, mutual funds.
4)   Since they are denominated in an offshore currency, investors in Euro-bonds  assume both credit and foreign exchange risks
5)   Some publicly offered Eurobonds trade on stock exchange normally in London or Luxembourg.
Others are placed directly with institutional investors without a listing.
6)   Withholding taxes are not imposed on Eurobond coupon payments.

4.3 Advantages of eurobond financing:
1)   Issuers have the freedom to issue bonds in a country.  Region of their choice. They also have the choice of currency in floating the Eurobond
2)   Eurobonds gives issuers the opportunity to  take   advantage of    favorable  regulatory  and lending conditions in other  countries.
3)   Obtaining financing by issuing Eurobonds is often cheaper than Eurobond market as compared to other  debt  markets.
4)   It is a way for companies to obtain financing in an economy where financing is difficult to obtain.
5)   Issuing euro bonds gives companies wider access to the international market which they may normally not be able to access.
6)   It would prevent repeated financial crisis that creating a destabilizing economic and political environment. 
4.4 Distinguish between eurobonds and foreign bonds.

	
	Heading
	Eurobonds
	Foreign bonds

	1.
	Meaning
	A bond is an international in a
currency   not    native    to   the country where it is issued
	A bond issued by a foreign borrower
in the   currency of   the   country   in which it is sold

	2.
	Currency
	Issued in currency other than
the   one   in   whose currency bond is denominated
	Issued in local currency

	3.
	Types
	Straight    Eurobonds, floating
Rate bond notes, zero-coupon convertible bonds, etc
	Samurai     bulldog sovereign, Yankee
bonds, etc.

	4.
	Issued by
	Usually, a Eurobond is issued by an international syndicate
	A foreign   bond is most often issued.
by a foreign firm to raise capital in a domestic market

	5.
	Example
	Japanese company issuing US.
-dollar denominated bonds in the US market
	Japanese   company    issuing     yen
denominated bond in the US market.




4.5 Types of eurobonds:
There are several different types of Eurobonds.
a)   Conventional or  straight  Eurobonds  have   a  fixed  coupon  and   maturity   date   when   all  the principle is repaid. This bond is has a specified interest coupon and a specified maturity date. Straight bonds may issue with a floating rate of interest. Such bonds may have their interest rate fixed at six-month intervals of a stated margin over the LIBOR for deposits in the currency of the bond. So, in the case of a Eurodollar bond, the interest rate may base upon LIBOR for Eurodollar deposits.
Straight bonds: the fixed interest rate at periodic intervals, usually annually.
b)   Floating  rate  bond  notes (FRN) are  usually short to medium term  bond  issues, with a coupon interest rate  that  “floats” i.e  goes up  or  down  in  relation   to  a  benchmark rate  plus  some additional “spread” basis points.
Floating-rate notes (FRNs): rollover pricing payment usually six months interest stated in terms of a spread over some reference rate.
Medium-term Eurobond: Medium-term Euro notes are shorter-term Eurobonds with maturities ranging from three to eight years. Their issuing procedure is less formal than for large bonds. Interest rates on Euro notes can fix or variable. Medium-term Euro-notes are similar to medium-term roll-over Eurodollar credits. The difference is that in the Eurodollar market lenders hold a claim on a bank and not directly onthe borrower.
c)   Zero coupon bonds do not have interest payments. The investor in this type of Eurobond may be looking for some kind of tax advantage. Zero-coupon bonds: discount securities, sold either at a fraction of face value and redeemed at face value, or sold at face value and redeemed at a premium.
d)   Convertible bonds can be exchanged for another instruments, usually an ordinary share of share of the issuing organization.
Convertible Eurobond: The Eurobond is a bond having a specified interest coupon and maturity date. But, it includes an option for the hold to convert its bonds into an equity share of the company at a conversion price set at the time of issue. Convertible bonds: can exchange for some other type of asset: stock, gold, oil, other bonds.
e)   High yield bonds are  also part  of  the  Eurobond market, a  class of  bonds which  individual investors may encounter.
f) Mortgage-backed Eurobonds: backed by a pool of mortgages, or other bonds Institutions which would otherwise exclude from Eurobond market can get access.
g) Dual-currency bonds: purchased in one currency, coupon or principal paid in a second currency.

4.6 The benefits of Eurobonds
Benefits to Issuers
A list of benefits to Eurobond issuers consists of the following:
1. Flexibility to choose a favorable country to originate bonds and currency
2. A country choice with lower interest rates
3. Avoidance of currency risk or forex risk by using Eurobonds
4. Access to a huge range of bond maturity periods that can be chosen by the issuer
5. International bond trade despite being issued in a certain country that broadens potential investor base

Benefits to Investors
The main benefit to local investors in purchasing a Eurobond is that it provides exposure to foreign investments staying in the home country. 
It also gives a sense of diversification, spreading out the risks.
Eurobonds are cheap, with a small face value and are highly liquid.
If a Eurobond is denominated in a foreign currency and issued in a country with a strong economy (and currency), then the bond liquidity rises.

4.7 Innovation in the euro bond market
Innovations in market processes and product offerings has enabled the Eurobond market curve out an important place in the international capital market providing benefits to investors and borrowers.
1)Pay-in-kind bonds: - In this case, the issuers of bonds may choose to pay interest either in cash or in additional bonds with the same face value, thereby giving the issuer an opportunity to delay the payment of the bonds, at the time of maturity of the bond.
2) Reverse floaters: - these are the floating rate bonds whereby the coupon rate on the bonds falls
when the general level of interest rates in the economy rises. 
3) Financial performance:   e.g., Walt Disney has issued bonds with coupon rates tied to the financial
performance of several of its films. if its films do well and go financially strong.
4) Issuer also issue ‘disaster bonds’:- based on the happening or not happening of an event. for example, Electrolux once issued a bond with a final payment that was depended on whether there has been an earthquake in Japan.
5) Indexed bonds: make payments that are tied to a general price index or the price of a particular
commodity. for example, Mexico has issued bonds with payments that depend on the price of oil.
6) Swap agreement: -in swap, two borrowers raise money separately and then agree to make each
others interest payments, one in fixed agree to make each other’s interest payments.
7) Floating Rate Notes (FRN): - are debt instruments with a coupon that change periodically according
to some predetermined interest rate benchmark. like libor, minor etc.
8)  Zero coupon   bonds- are single-payments long-term securities that do not call for periodic interest payments. these bonds are sold at a discount from par, and the investor entire return is realized at maturity.
9) Debt-equity hybrid instruments- are corporate bonds that give the investor the right, but not the obligation, to convert the bond into another security, usually into shares at a price fixed on issue.
10) Derivative instruments, like forwards, futures contracts, option contracts and swaps, which can be used by borrowers and investors to protect themselves against adverse foreign exchange rate movements.

5.0 DIFFERENCE BETWEEN EURO CURRENCY MARKETS AND EURO BOND MARKETS
A eurocurrency market is the money market for any currency deposited outside of its home market. The key participants in these markets include banks, multinational corporations, mutual funds, and hedge funds. Eurocurrency markets are generally chosen as a source of finance over domestic banks for their ability to offer lower interest rates of borrowers and higher interest rates for lenders situationally. This is because eurocurrency market has less regulatory   requirements, tax   laws, and   typically   no   interest   caps.   Nonetheless, there are higher risks, particularly when banks experience periods of poor solvency which can lead to a run on the banks.
The Eurobond market is made up of investors, banks, borrowers, and trading agents that buy, sell, and   transfer   Eurobonds.   Eurobonds   are   a   special kind   of bond issued   by European governments   and companies, but  often   denominated  in  non-European   currencies  such  as dollars and yen. They are also issued by international bodies such as the World Bank. The creation of the unified European currency, the euro, has stimulated strong interest in euro-denominated bonds as well; however, some observers warn that new European Union tax harmonization policies may lessen the bonds' appeal.
Eurobonds are unique and complex instruments of relatively recent origin. They debuted in 1963 but didn't gain international significance until the early 1980s. Since then, they have become a large and active component of international finance. Like foreign bonds, but with important differences, Eurobonds became popular with issuers and investors because they could offer certain tax shelters and anonymity to their buyers. They could also offer borrowers favorable interest rates and international exchange rates.

6.0 EURO BOND MARKET-THE CASE OF AFRICAN COUNTRIES
Why have some African countries issued debt in the Eurobond market?

African countries have issued debt in the Eurobond market for several reasons:
1.Access to international capital: The Eurobond market offers African countries access to a large pool of international capital, enabling them to raise funds for infrastructure development, economic growth, and other investment needs.
2. Diversification of funding sources: Issuing bonds in the Eurobond market helps African countries diversify their funding sources beyond domestic markets, reducing their dependence on traditional sources of funding, such as foreign aid or loans from international financial institutions.
3. Improved credit profile: By issuing bonds in the Eurobond market, African countries can demonstrate their creditworthiness to a wider audience, which can improve their overall credit profile and attract more investment.
4. Currency diversification: By issuing bonds in a foreign currency, African countries can reduce their exposure to currency risk and benefit from currency diversification.
5. Better terms and conditions: The Eurobond market offers African countries the ability to access financing on better terms and conditions than they would receive from other sources, such as commercial loans or government bonds.
In conclusion, issuing debt in the Eurobond market enables African countries to access a larger pool of capital, diversify their funding sources, demonstrate their creditworthiness, and benefit from better terms and conditions.
Examples of African countries that have issued Eurobonds include:South Africa, Egypt, Ghana, Senegal, Kenya Ivory Coast, Morocco, Nigeria, Tunisia, Namibia.
These countries have issued Eurobonds to raise funds for various purposes, such as infrastructure development, debt refinancing, and economic growth initiatives. The issuance of Eurobonds by African countries has helped to deepen their local capital markets and increase their integration into the global financial system.
Risks faced in bond issuance.
African countries face several risks when issuing Eurobonds, including:
1. Currency risk: By issuing bonds in a foreign currency, African countries expose themselves to currency risk, as fluctuations in exchange rates can impact the value of their debt.
2. Interest rate risk: Issuing bonds in the Eurobond market exposes African countries to interest rate risk, as changes in global interest rates can impact the cost of borrowing.
3. Default risk: The risk of default is always present when issuing debt, and African countries may face challenges in repaying their Eurobonds if they experience economic or financial difficulties.
4. Political risk: Political instability, civil unrest, or changes in government policy can impact the ability of African countries to repay their Eurobonds.
5. Reputation risk: The default of an African country on its Eurobonds could damage its reputation, making it more difficult for the country to access international capital markets in the future.
6. Liquidity risk: The Eurobond market can be less liquid than domestic bond markets, making it difficult for African countries to sell their bonds in times of stress.
In conclusion, African countries face several risks when issuing Eurobonds, including currency risk, interest rate risk, default risk, political risk, reputation risk, and liquidity risk. These risks must be carefully considered when issuing bonds in the Eurobond market.
7.0 CONCLUSION
The Eurobond market is a global market for the issuance and trading of bonds denominated in a currency other than the currency of the country where the issuer is based.
Eurobonds are typically issued by multinational corporations and supranational organizations (such as the World Bank) and are not tied to any specific national or regional market. They are traded and settled in Europe and other financial centers around the world.
The Eurobond market is one of the largest and most liquid bond markets in the world, with a wide range of maturities, credit ratings, and yields available to investors. Eurobonds offer investors the opportunity to diversify their portfolios, access international issuers, and benefit from currency diversification. They also offer issuers the ability to raise capital in multiple currencies, diversify their funding sources, and access a large pool of global investors.

8.0 SELF ASSESMENT EXERCISE
1. Evaluate the key characteristics of euro currency markets.
2. Explain the factors that led to the growth of euro currency markets.
3. Euro bond financing has its advantages. Discuss.
4. List 3 types of euro bonds.
5. What are the key differences between the euro currency and euro bond markets.
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