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Market Update

In early March European markets were
surprised by aggressive policy action as
the ECB cut its main interest rate from
0.05% to 0% and its bank deposit rate by
10 basis points to a historic low of -0.4pc,
and expanded its quantitative easing
programme from €60bn to €80bn a
month. The ECB was not alone in easing
monetary policy; in mid March the Federal
Reserve Open Market Committee
confirmed that it is now expecting only
two interest rate rises in 2016, compared
to the four it had previously forecast,
citing a weakness in international markets
as one of the factors behind moderating
economic growth in the US.

Transactions

In Europe, AB Inbev issued the largest ever
euro-denominated corporate bond, issuing
over EUR 13 billion in a range of maturities
as part of the financing for its acquisition of
SAB Miller. Clifford Chance advised AB
Inbev on the transaction. The move follows
the ECB’s announcement that it plans to
start purchasing corporate bonds towards
the end of the second quarter as part of its
expanded quantitative easing programme.
The UK also saw some ECM activity
including, most notably, the public flotation
of Metro Bank (where Clifford Chance
acted for the underwriters). J Sainsbury plc
also announced its firm cash and share
offer for Home Retail Group plc, and
Clifford Chance is acting for J Sainsbury in
connection with the acquisition.

In Asia, Clifford Chance advised on the
first ever issuance of green bonds by a
private Korean company and the third
ever in the global automotive industry.
Hyundai Capital Services, Inc. issued
US$500 million of green bonds under its
global medium term note program,

pursuant to Rule 144A and Regulation S.
Hyundai Capital will use the proceeds
from the offering to finance automotive
loan products for a range of electric and
hybrid vehicles manufactured by Hyundai
Motor Company and Kia Motors
Corporation. The green bonds were listed
on the Singapore Exchange.

Thought Leadership

Although firm policy action from the ECB
has provided some welcome momentum
to Europe’s bond markets, the threat of
British exit from the European Union
continues to weight on market sentiment
both in the UK and the wider EU.

Clifford Chance has prepared a report,

commissioned by the Association for
Financial Markets in Europe (AFME),
assessing the legal and regulatory impacts
of the exit of the UK from the EU on the
EU’s wholesale capital markets and the
arrangements that might exist or be
created to mitigate those impacts in the
context of a new relationship between the
UK and the remaining members of the EU.
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Relevance/Suitability

Over the last six months, a number of highly rated European corporates have issued so-called “equity neutral”
convertible bonds which offer investors the equity upside of a convertible bond without the potentially dilutive effect of
share issuance on existing equity holders. With approximately USD 5bn of issuance already completed, a number of
issuers have also been able to execute successful transactions without offering any ongoing coupon payments.

Issuer Checklist

M  Investment grade corporate issuers
EUR 350mn+ deal sizes
Regulated or unregulated market listing

Typically English law

N MK

Prior transactions in EUR, GBP and USD

Cons

. More complex than conventional
financing

Pros
1. Can provide cost efficient financing

2. No dilution of existing shareholders
. Bonds redeemable if call option
terminates

3. Developing market

. Counterparty risk
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Overview

Over the last six months, a number of
highly rated European corporates have
issued so-called “equity neutral”
convertible bonds which offer investors
the equity upside of a convertible bond,
without the issuer having to account for
the potentially dilutive effect of further
share issuance on existing equity holders.
Whereas a conventional convertible bond
results in the physical delivery of ordinary
shares upon conversion of the bond (or
repayment at par if the option is out of the
money), in an equity neutral structure the
equity option is fully cash settled, thereby
avoiding any potential dilution of existing
shareholders by the issue of further equity.

In order to hedge the equity exposure
arising under the bonds, the issuer will
purchase one or more cash settled call
options referencing its own equity. With
approximately USD 5bn of issuance
already been completed over the last few
months, a number of these issuers have
also been able to execute successful
transactions without offering any ongoing
coupon payments. The efficiency of the
equity neutral structure relies on the ability
of the issuer to purchase the call options
at a cost which compares favourably to
senior unsecured financing or conventional
convertible bond issuance.

Key Considerations

Although the equity neutral bond is
sometimes described as a synthetic form
of straight debt issuance, issuers need to

bear in mind that because of the
inter-relationship between the bond and
option terms the equity neutral convertible
bond is terminable in a number of
circumstances that would not apply to
either conventional senior unsecured
financing or a physically settled
convertible bond. Whilst events such as
delisting, nationalisation or change in law
are all familiar termination events for users
of equity derivatives, they would not
typically result in the early redemption of
other more conventional debt instruments.

Issuers should therefore bear in mind that
they may be required to repay the full
principal value of the bond in certain
circumstances, even though the call
option is only hedging the equity upside
rather than the full principal amount of the
bonds. The issuer of an equity neutral
bond is also taking performance risk on
its option counterparty (or counterparties)
for the lifetime of the bond issue, and so
if the option counterparty defaults the
issuer remains liable to pay any equity
upside under the bonds. The bond
investor has no direct recourse to the
option counterparty, but instead the
issuer is expected to manage this risk. As
a result, equity neutral convertible bonds
would usually be expected to bear the
same credit rating as the issuer’s other
senior unsecured debt securities.

Timing and Logistics

Equity-neutral bonds are, in principle,
offered and documented in the same
manner as conventional convertible

bonds. Transactions are usually marketed
on the basis of a term sheet and terms
and conditions, without the need to
produce a prospectus for marketing
purposes. Because the option terms are
integral to the structure of the equity
neutral convertible bond, the option
documentation needs to be progressed
in parallel with the terms and conditions
of the bonds, leading to a reasonably
intensive documentation process. The
remaining documentation (subscription
agreement, agency agreement etc.) does
not differ significantly from a traditional
convertible bond, and the admission of
the bonds to trading on an unregulated
market will obviate the need to produce a
prospectus or listing document.
Transactions can therefore be completed
in about 3 weeks with careful planning.

Conclusion

Given the right market conditions, equity
neutral convertible bonds can offer an
efficient way for sophisticated issuers to
diversify their funding options. Potential
issuers should be aware that these are
relatively complex instruments, which
carry a number of potential costs and
risks that it is important to understand in
full. Recent transactions have however
shown that, with the right analysis and
advice, issuers can use market
conditions to their advantage in pursuing
innovative structures.
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