CHAPTER 18 – Long Term Financing
Reseau Ferre de France Sells EUR 100 Million Swap-Linked Note

By Alastair Marsh - Apr 18, 2012 10:08 AM CT 
French railroad operator Reseau Ferre de France sold EUR 100 million (USD 131 million) of 20-year structured notes that pay returns linked to euro interest-rate swaps. 

The notes pay investors a coupon of the 20-year constant- maturity swap rate plus 70 basis points with a maximum level of 7 percent, according to data compiled by Bloomberg. This rate is a benchmark that measures the cost of exchanging fixed and floating interest rates in the swap market. 

RFF is the leading issuer of structured notes linked to CMS rates this year having also sold EUR 200 million of securities in February, Bloomberg data show. The Paris-based corporate raised EUR 200 million of CMS notes in the whole of 2011. 

The rail network operator may issue more securities of this kind if there’s further demand from investors, said Emmanuel Candalh, head of financial market operations in Paris. 

Structured notes linked to swaps allow investors to bet on the future direction of interest rates. The securities are bank-issued notes that combine bonds with derivatives, which are contracts whose value is linked to the price of stocks, interest rates, currencies or commodities
Credir Risk Down
The cost of insuring against default on European sovereign and corporate debt fell, according to BNP Paribas SA. 

The Markit iTraxx SovX Western Europe Index of credit- default swaps (CDS) on 15 governments fell 3.5 basis points to 276.5 at 8:16 a.m. in London. A decline signals improvement in perceptions of credit quality. 

Contracts on the Markit iTraxx Crossover Index of 50 companies with mostly high-yield credit ratings dropped 9.5 basis points to 663.5. The Markit iTraxx Europe Index of 125 companies with investment-grade ratings fell two basis points to 140 basis points. 

The Markit iTraxx Financial Index linked to senior debt of 25 banks and insurers fell 2.5 basis points to 247.5 and the subordinated index declined five to 405. 

A basis point on a credit-default swap protecting EUR 10 million euros (USD 13.1 million) of debt from default for five years is equivalent to EUR 1,000 a year. Swaps pay the buyer face value in exchange for the underlying securities or the cash equivalent should a borrower fail to adhere to its debt agreements. 

Questions

1. Suppose RFF is issuing these swap-linked notes to hedge an underlying position. Draw a graph to show how hedging works. 
2. There is a cap on the interest paid by RFF. Is this cap increasing or decreasing the value of the bond? Explain how you would value this RFF bond.
3. Explain how an investor can use these swap-linked notes to speculate.
4. Suppose you want to use a CDS to insure RFF’s credit risk. Describe how you would do it? Assume RFF is an investment grade company to calculate the cash flows.
