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Bonds 



The bond market 

 The bond market (also known as the credit, or fixed 

income market) is a where 

participants buy and sell debt securities, usually in 

the form of bonds.  

 As of 2009, the size of the worldwide bond market 

(total debt outstanding) is an estimated $82.2 

trillion, of which the size of the outstanding U.S. 

bond market debt was $31.2 trillion according to 

BIS (or alternatively $35.2 trillion as of Q2 2011 

according to SIFMA 

http://en.wikipedia.org/wiki/Financial_market
http://en.wikipedia.org/wiki/Debt
http://en.wikipedia.org/wiki/Security_(finance)
http://en.wikipedia.org/wiki/Bond_(finance)
http://en.wikipedia.org/wiki/Bank_for_International_Settlements
http://en.wikipedia.org/wiki/Securities_Industry_and_Financial_Markets_Association


bond markets 

 Types of bond markets 

 Corporate, Government & agency, Municipal, 

Mortgage backed, asset backed, and collateralized 

debt obligation, Funding 

 Participants 

 Institutional investors, Governments, Traders, Individuals 

 

 

http://en.wikipedia.org/wiki/Corporate_bond
http://en.wikipedia.org/wiki/Municipal_bond
http://fixedincome360.com/mortgage-backed-security
http://en.wikipedia.org/wiki/Collateralized_debt_obligation
http://en.wikipedia.org/wiki/Collateralized_debt_obligation
http://en.wikipedia.org/wiki/Institutional_investor
http://en.wikipedia.org/wiki/Institutional_investor
http://en.wikipedia.org/wiki/Institutional_investor
http://en.wikipedia.org/wiki/Trader_(finance)


US Bond Markets 

 The outstanding value for all U.S. debt issues went 

from $12 trillion in 1996 to more than $35.9 trillion 

in 2010. 

 Average Daily Trading Volume (in 2009)* 

 U.S. Bond Markets  $814.0 Billion 

 Stock Market (NYSE, NASDAQ, AMEX)         $104.9 Billion    

 Types of Outstanding Bonds (in trillions)*: $35.97 

 Municipal: $2.93, Treasury: $8.85, Mortgage-Related: $8.91, 

Corporate: $7.54, Federal Agencies: $2.73, Money Market: 

$2.86, Asset-Backed: $2.15 

 

 



the global bond market 

 Amounts outstanding on the global bond market 

increased by 5% in 2010 to a record $95 trillion. 

Domestic bonds accounted for 70% of the total and 

international bonds for the remainder.  

 The US was the largest market with 39% of the 

total followed by Japan (20%). As a proportion of 

global GDP, the bond market increased to 130% in 

2010 from 119% in 2008 and 80% a decade 

earlier.  



the global bond market 

 At the end of 2010, $95 trillion  

 global equity market with a market capitalisation of 

around $55 trillion.  

 Growth was largely a result of an increase in issuance 

by governments, with government bonds accounting for 

43% of the value outstanding at the end of 2010 

 The outstanding value of international bonds 

increased by 3% in 2010 to $28 trillion.  

 The US was the leading centre in terms of value outstanding 

with 24% of the total followed by the UK 13%. 

 



US Treasury securities 

 Federal Reserve holdings of U.S. Treasuries 

 For the policy, the Fed's holding of 

US treasuries increased from $750 billion in 2007 to 

over $1.5 trillion by June 2011.  

 Top Foreign holders, at the end of 2010, in $US B  

 China 1160.1, Japan 882.3, United Kingdom 272.1, Oil 

Exporters 211.9, Brazil 186.1, Carib Bnkng Ctrs 168.6, 

Taiwan 155.1, Russia 151.0, Hong Kong 134.2, Switzerland 

107.0, Luxembourg 86.4 ($172,800 per capita ), Canada 

76.8, Singapore 72.9, Germany 60.5 ($ 747 per capita )  

 

http://en.wikipedia.org/wiki/Quantitative_easing


Significance of the Bond 

 the Birth of the bond  

 After the creation of credit by banks, the birth of the 

bond was the 2nd great revolution in Finance.  

 Governments (and large corporations) issue bonds as a 

way of borrowing money from a broader range of 

people and institutions than just banks.  

 For example, a Japanese government bonds totaling 

838 trillion yen mountain of public debt that Japan has 

accumulated, mostly since the 1980s.  



How the bond market affect us 

 How the bond market affect us 

 First, a large part of the money we put aside for our 

old age ends up being invested in the bond market.  

 Secondly, because of its huge size, and because big 

       governments are regarded as the most reliable  

       of borrowers, it is the bond market that sets long- 

       term interest rates for the economy as a whole.  

 When bond prices fall, due ,for example, to worries 

about default or currency devaluation, interest rates 

soar, with painful consequences for all borrowers.  

     



Examples 

 Japanese ten-year bond with a face value of 

100,000 yen and a fixed interest rate or ‘coupon’ of 

1.5 per cent, or  

 US treasury 30-year bond with $1,000 face value, 

semi-annual interest, quoted as   

 30-Year 3.750 08/15/2041 113-25½  / 3.04 0-18 / -0.027 

 Price = handle (113) + 32nd (25.5/32) = 113.7969 



Bond markets have power 

 Bond markets have power 

 PIMCO (the Pacific Investment Management Company), 

‘bond markets have power because they’re the 

fundamental base for all markets. 

 But its real power lies in its ability to punish a 

government with higher borrowing costs.  

 Even an upward move of half a percentage point  can 

hurt a government that is running a deficit, adding 

higher debt service to its already high expenditures.  

 



Bond price spiral 

 Bond price spiral  

 An upward move of half a percentage point  can hurt a 

government that is running a deficit, adding higher 

debt service to its already high expenditures.  

 As in so many financial relationships, there is a 

feedback loop. The higher interest payments make the 

deficit even larger. 

 The bond market raises its eye-brows even higher. 

The bonds sell off again. The interest rates go up 

again. And so on.  

 

 

 

 



The bond market dictating government policy 

 The government faces three alternatives :  

 Does it default on a part of its debt, fulfilling the 

       bond market’s worst fears?  

 Or, to reassure the bond market, does it cut        

expenditures in some other area, upsetting voters   

       or vested interests?  

 Or does it try to reduce the deficit by raising taxes?  

 The bond market began by facilitating government 

borrowing. In a crisis, however, it can end up dictating 

government policy. 

 



War and Finance 

 Heraclitus, ‘War is the father of all things’ 

 The Battle about Money, engraving in 1570 

 By Pieter van der Heyden after Pieter Bruegel the 

Elder (Netherlandish, active by 1551, died 1569) 

 



Bonds 

http://traderrog.files.wordpress.com/2010/02/note.jpg


War bonds: Mountains of Debt 

 Powerful bond, why? 

 Our Mr. ‘Bond’ become so much more powerful 

    than the Mr. Bond of Ian Fleming’s 007?  

 Why, indeed, do both have a license to kill? 

 War bonds: Mountains of Debt 

 It was certainly the father of the bond market. 

 Pieter van der Heyden’s  engraving, The Battle about 

Money, engraved on Bruegel’s drawing at Antwep 

 War for or by money?  

 



Mountains of Debt 

 The Battle about Money  

 The Dutch verses below the engraving say: ‘It’s all for 

money and goods, this fighting and quarrelling.  

 But what the inscription could equally well have said is: 

‘This fighting is possible only if you can raise the money 

to pay for it.’  

 The ability to finance war through bond issue  

 a market for government debt was, like so much else in 

financial  history, an invention of the Italian 

Renaissance. 

 



The war finance in the Italian Renaissance. 

 Bond as  an invention of the Italian Renaissance. 

 The ability to finance war through a market for 

government debt was, like so much else in financial     

history, For much of the 14C and 15C, the medieval 

city-states of Tuscany, Florence, Pisa and Siena at 

war with each other or with other Italian towns. 

 Rather than require their own citizens to do the dirty 

work of fighting, each city hired military contractors 

(condottieri) who raised armies to annex land and loot 

treasure from its rivals.  

 This was war waged as much by money as by men.  

 



Sir John Hawkwood, a mercenary 

 Giovanni Acuto, John the Acute, of Florence  

 A condottieri of the I360s and 1370s stood out.  

 His commanding figure on the walls of Florence’s 

Duomo, a painting commissioned by a grateful 

Florentine public, for his ‘incomparable leadership’.  

 Born in Essex, England,  so skillfully did wage war on 

their behalf of the Florentines ,  

 fighting for Pisa first, then switched to serve Florence, 

and spent the rest of his military career in that city’s 

employ. Because Florence was where the money was. 



War Finance in Florentine States 

 The burden of war finance in Italy 

 The cost of incessant war had plunged Italian city 

states into crisis, Florence was drowning in deficits.  

 the city’s debt burden increased from 50,000 florins at 

the beginning of the 14C to 5 million by 1427.  

 It was the communal debt mountain, monte commune . 

 the early 15C, borrowed money accounted for nearly 70 

per cent of the city’s revenue, more than half the 

Florentine economy’s annual output. 



War Finance in Florentine States 

 The birth of war bond 

 Instead of paying a property tax, wealthier citizens 

obliged to lend money to their own city government. , 

and in return for these forced loans (prestanze), they 

received interest.  

 Technically, not usury (which was banned by the 

Church) since the loans were obligatory;  

 interest payments could therefore be reconciled with 

canon law as compensation for the real or putative 

costs arising from a compulsory investment. 



War Finance in Florentine States 

 The war bond in Italian city-states 

 In Florence, war bonds were relatively liquid assets, 

even though the bonds at this time were no more than 

a few lines in a leather-bound ledger. 

 In effect, then, Florence turned its citizens into its 

biggest investors. 

 By the early 14C, two thirds of households had 

contributed in this way to financing the public debt, 

mostly by a few thousand wealthy individuals.  

 

 



War Finance in Florentine States 

 Florence war bond 

 The Medici entries in the ‘Ruolo delle prestanze’ 

testify not only to the scale of their wealth  but 

also to the extent of their contributions to the city-

state’s coffers.  In effect, it turned its citizens into 

its biggest investors.  

 This system worked so well since they and a few 

other wealthy families also controlled the city’s 

government and hence its finances.  



War Finance in Florentine States 

 This oligarchical power structure gave the 

bond market a firm political foundation.  

 Unlike an unaccountable hereditary monarch, who 

might arbitrarily renege on his promises to pay his 

creditors, the people who issued the bonds in 

Florence were in large measure the same people who 

bought them.  

 Not surprisingly, they therefore had a strong interest in 

seeing that their interest was paid. 



War Finance in Florentine States and Venice  

 Nevertheless, there was a limit to fighting 

unproductive wars could be waged in this way.  

 The larger the debts of the Italian cities became, the 

more bonds they had to issue; and the more bonds 

they issued, the greater the risk that they might 

default on their commitments.  

 Venice had in fact developed a system of public debt 

even earlier than Florence, in the late 12C. The monte 

Vecchio (Old Mountain) as the consolidated debt was 

known, played a key role in funding Venice’s 14C 

wars with Genoa and other rivals.  



War Finance in Venice 

 A new mountain of debt, the monte nuovo, 

arose after the protracted war with the Turks in 

1463-1479. 

 Investors received annual interest of 5 per cent, 

paid twice yearly from the city’s various excise 

taxes, levied on articles of consumption like salt.  

 Like the Florentine prestantze, the Venetian 

prestiti were forced loans, but with a secondary 

market which allowed investors to sell their 

bonds to other investors for cash. 



War Finance in Venice 

 In the late 15C, a series of Venetian military 

reverses greatly weakened the market for prestiti.  

 Priced at 80, 20 per cent below par, in 1497, the 

bonds of the Venetian monte nuovo were worth just 

52 by 1500, recovering to 75 by the end of 1502 and 

then collapsing from 102 to 40 in 1509.  

 At their low points in the years 1509 to 1529, monte 

vecchio sold at just 3 and monte nuovo at 10. 

 



War Finance in Venice 

 In the year 1499, when Venice was fighting both 

on land in Lombardy and at sea against the 

Ottoman Empire, a severe financial crisis as 

bonds crashed in value and interest rates 

soared.  

 Likewise, the bond market rout of 1509 as a 

result of the defeat of the Venetian armies at 

Agnadello.  

 The result in each case was the same: business 

ground to a halt. 

 



War Finance in Northern Europe 

 Northern European polities: solution for war finance, 

without falling foul of the Church was somewhat different.  

 Though they prohibited the charging of interest on a 

loan the usury laws did not apply to the medieval 

contract known as the census, which allowed one party 

to buy a stream of annual payments from another.  

 In the 17C, such annuities  started to be issued by 

northern French towns like Douai and Calais and Flemish 

towns like Ghent.  



War Finance in Northern Europe 

 They took one of two forms: rentes heritubles 

or erfelijkarenten, perpetual revenue streams 

which the purchaser could bequeath to his 

heirs, or rentes viagéres or lijfremten, which 

ended with the purchaser’s death. 

 The seller, but not the buyer, had the right to 

redeem the rente by repaying the principal. By 

the mid sixteenth century, the sale of annuities 

was raising roughly 7 per cent of the revenues 

   of the province of Holland. 

 



French and Spanish War Finance 

 Both the French and Spanish crowns sought to raise 

money in the same way, but they had to use towns 

as intermediaries.  

 In the French case, funds were raised on behalf of the 

monarch by the Paris hotel de ville  

 in the Spanish case, royal juros had to bemarketed 

through Genoa’s Casa di San Giorgio (a private 

syndicate that purchased the right to collect the city’s 

taxes) and Antwerp’s beurs, a forerunner of the modern 

stock market.  

 

  



French and Spanish War Finance 

 Yet  investors in royal debt had to be wary. 

Whereas towns, with their oligarchical forms of rule 

and locally held debts, had incentives not to 

default, the same was not true of absolute rulers.  

 the Spanish crown became a serial defaulter in 

   the late sixteenth and seventeenth centuries, wholly  

   or partially suspending payments to creditors in   

   1557, 1560, 1575, 1596, 1607, 1627, 1647, 1652   

    and 1662. 

 


