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e A credit spread refers to the difference in interest rates between a
’ corporate bond and a comparable Government bond.

. e Suppose interest rate on a five-year corporate bond is 6 per cent and
/ that on a similar five-year Government bond is 5 per cent.

e This means that the interest on a corporate bond consists of
a risk-free rate of 5 per cent plus a credit spread of 1 per cent.
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» e Different securities in the market have different risk profiles.

PP e Therefore, compensation is paid to investors proportionately according to the
risk taken by the investor in selecting a particular security.

* Letssaythereisapaperissuedbythe Govt.at 10% coupon. This meansif
person Asubscribestoit, he will earn 10% after one year. Soa Rs 100
% investment will give himRs 110 at the end of the year.
e Now suppose the Govt. decides toissue papers at 9% a week later.
e Atthe sametime, person A hasadesperate need to get cash and wishes to sell
his paper.

TATA

MUTUAL
FUND




Ul WAY2WEALTH

e Sohegoestothe markettosellthe paper.

‘: - * Now hadthe Govt. notreduced the coupon rate, he would have probably sold
/ the paper at Rs 100 to some one, say person B, in the secondary market.

e Butsince person Btoday can earnonly 9% coupon for a fresh paper (i.e. Rs 9 for
investment of Rs 100) and person A understands this, he tries to sell his paper
atapproximately Rs 100.5 and make a profit of Rs 0.50.

However why would B agree to this? Let see further...
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e Thebuyer, person B, too agrees to buyitat Rs 100.5 because the new rate being
’ offered by the Govt. is 9% whereas at Rs 100.5 he is now earning a better return.
PN How?

7

e Rs110(Value of the paperatthe end of the tenure of one year)—Rs 100.5
(Investment) =Rs 9.5 (Absolute Gain)

e Because Bchosetobuyanold paper (10% coupon) from Afrom the secondary
market, heis better off by making Rs 109.5 at the end of the tenure as against Rs
109 which he would make by investing in a fresh paper from the primary market.

So as against the 9% return that fresh papers are offering, let us see what return
did Bmanageto get...
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e Thereturnthat Bwill make willbe 9.5/100.5 =9.4% which is better than the market
rate of 9%.

e Thisnew rate based onthe market price is whatis popularly known as “yield”.

e Thus we have seen that when the market price (NAV of MF scheme) goes up the
yield actually comes down (from 10% to 9.4%).
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There will be a spread between two different kinds of papers due to the following
reason:

’ e Credit quality — Lending money to the Govt. against its papers is any day safer
than lending money to a corporate because the Govt. will never ever default.
Hence, one is willing to park one’s money at a lower yield.

e Butunusually high spread between papers as seen in the markets these daysisdue to
available money chasing the Govt. papers, a situation that is not likely to be sustained
inthe longterm.
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The differenceinyields between two different kinds of debt papersinthe market is
known as credit spread.

e Forexample, ifthe Govt. security is giving an yield of5% while a corporate paperis
giving anyield of 8%, the difference between themis 3% - whichis the credit spread.

e However, the spread between a Govt. and good quality corporate papers isn't
normally 3%. It is usually around 1.5%.

e What this means is that the probability of the value of a corporate paper going up in
the market is quite high due to the additional spread seen.

So if you buy corporate papers in the current depressed situation, there are good
chances that you could make a profit when the spreads reduce as expected.
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’ e The Yield is the income return on an investment.

—_
°

—
°

R e A credit spread is the yield spread, or difference in yield between different
/ securities.

e When the yield actually comes down, the market price (the NAV of a MF
scheme) actually goes up.
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