Judging Bond Prices Becomes More Difficult 

  By Gregory Zuckerman 

  09/21/98 

  The Wall Street Journal Europe 

  Page 30 

  (Copyright (c) 1998, Dow Jones & Company, Inc.) 

  The difficulty of obtaining accurate bond prices has never been more apparent.

  Last week, U.S. Securities and Exchange Commission Chairman Arthur Levitt announced an

  initiative with the National Association of Securities Dealers to develop systems to distribute

  corporate-bond transaction prices to investors for the first time. But it might be two years

  before investors can view transaction prices. And it isn't yet clear how extensive the price

  reporting will be.

  Meanwhile, bond pricing in most areas of the bond market is done with a large amount of

  guesswork. That is because, unlike stocks, almost all bond trading is done over the counter,

  and not publicly reported.

  The task of finding accurate bond prices has become even more challenging lately, due to the

  bond market's recent upheaval. Turbulence in global financial markets has sent investors fleeing

  most sectors of the bond market. As a result, there are fewer buyers and sellers of bonds of all

  types, from mortgage-backed securities and municipal bonds to high-yield and

  emerging-market securities.

  The illiquidity has made it much harder for big investors, such as insurance companies and

  mutual funds, to judge the true value of their bond investments. These investors often employ a

  team of traders to figure out bond prices. But because fewer bonds have traded lately, and

  there is no record of the transactions, it is more difficult to determine accurate bond prices .

  Mutual funds and brokerage firms hire independent pricing companies to supply them, or their

  custodians, with daily bond prices. The mutual funds and brokerage firms then use these prices

  to compute daily net asset values for mutual funds, and monthly brokerage statements for

  individual investors.

  But the pricing companies use inexact means to determine bond prices. Without a

  comprehensive record of recent bond transactions, they are forced to track down as many

  transactions, new-issue prices and market-maker quotes as possible.

  Some institutional investors volunteer the information, but others guard it carefully. And it is

  often hard to get a busy trader to fork over an accurate quote for a bond in the middle of a

  trading day. Just as important, there are more than 1.5 million bonds, and most don't trade

  every day, so pricing services must give estimates for most bonds.

  "The number of evaluations based on actual trades is pretty low because there are so many

  different bonds," says J.R. Rieger, the head evaluator for tax-free bond prices at Standard &

  Poor's J.J. Kenny, the leading muni-bond pricing service.

  Often the prices these services come up with are very close to those at which the bonds would

  buy or sell for. Sometimes they aren't.

  "We make a price determination based on what our evaluators think the market is saying, but it

  is definitely an art, not a science, because dealers don't have to tell a pricing service anything,"

  says Jane Liquorman, the manager of the taxable department at Muller Data Corp., a

  bond-pricing service.

  "On high-grade generic bonds, we are usually very close to the traded price, and for more

  esoteric bonds it depends on our knowledge of a particular credit and name," says Mr. Rieger

  of J.J. Kenny.

  In periods of severe illiquidity, such as that which most sectors of the bond market are now

  experiencing, there are fewer transactions for a pricing service to use. And because few Wall

  Street dealers have the stomach to buy risky bonds right now, bid quotes -- or quotes of the

  price at which a broker-dealer would buy a bond -- are often exceedingly low, and sometimes

  bear no resemblance to the so-called offer price an investor would have to pay for a bond,

  making it harder for pricing services to determine accurate prices.

  "It was ugly at month's end and very difficult to evaluate prices, especially for illiquid securities,

  so you have to use creative judgment," Ms. Liquorman says.

  Individuals trying to find bond prices can call different brokerage firms and ask brokers, of

  course. But this inefficient process often results in a wide range of prices.

  Although more bond transactions are being reported to regulators and the dealer community

  compared with several years ago, especially in the municipal and government-bond sectors, the

  recent market unrest has critics saying more needs to be done soon. But some worry that the

  SEC's proposal might not be embraced by the bond industry.

  "I would love the SEC to say that all bond transactions have to be reported, but dealers would

  probably be resistant to this proposal because it could impact their competitive edge," Ms.

  Liquorman says.

  Adds Kevin McClintock, the head of taxable fixed income at Dreyfus Corp.: "I certainly would

  favor a centralized location reporting all trade prices, but the Wall Street community will fight it

  like crazy because an inordinate amount of profit is made in the bond-trading business due to

  large bid-ask spreads. The accuracy of pricing and trade execution is directly correlated to the

  size of an investor, and individuals usually get poor information."

