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LEARNING OBJECTIVES
After studying this unit, you will be able to:
 Understand the meaning and nature of the bond
 Discuss the features of a bond
 Explain the importance of the bond
 Analyze the bond market in India

1.1

INTRODUCTION

Fixed income securities are a major concern for many investors in today's business
world, and the phrase "fixed income" is a misnomer because many fixed income assets
contain variable cash flows. The coupon bond is the most prevalent fixed-income
investment. Fixed-income assets are particularly appealing to math finance students
because they can be analyzed quantitatively. This is partly because most fixed-income
instruments are valued using a term structure model. Another reason is that bond prices
are a convex function of interest rates (as we'll see below), giving them the appearance
of being an option.
.
Overview
The function of Investing in fixed-income security is like holding an IOU. during this
process an investor (lender) loans a borrower (the issuer) a sum, called the principal
amount and reciprocally, the issuer promises to repay the principal amount to the
investor on the agreed maturity date and to pay interest at set amounts and on specific
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dates. The Fixed-income securities thus represent debt. The most important categories
include:
I. Bonds.
II. Debentures.
III. Money-market funds.
IV. Mortgages.
V. Preferred shares.
The major objective to issue Fixed-Income Securities within the financial market is as
follows.
A. There are two main reasons for a corporation to issue fixed-income security:
(1) To expand operations.
(a) When bonds are issued for “general corporate purposes,” it's a sign
the corporate plans to take a position in its current operations.
(b) Growth can take the shape of expanding current operations or buying
other companies.
(2) For financial leverage (also called operating leverage).
(a) Financial leverage occurs when there's an expectation that the cash
borrowed will generate profits greater than its cost (e.g., the cost is 5%,
profits generated are going to be 7%).
B. Governments borrow to finance their deficits by issuing fixed-income securities.
1.2

MEANING AND FEATURES OF BOND

In a popular sense, Fixed-income securities are financial claims with promised cash
flows of a fixed amount paid at fixed dates. Within the corporate world, a bond is just a
loan taken out by a corporation. Rather than getting to a bank, the corporate gets the
cash from investors who buy its bonds. In exchange for the capital, the corporate pays
an interest coupon, which is the annual rate of interest paid on a bond expressed as a
percentage of the face value. The corporate pays the interest at predetermined intervals
(usually annually or semiannually) and returns the principal on maturity, ending the
loan. Unlike stocks, bonds can vary significantly supported by the terms of their
indenture, a legal instrument outlining the characteristics of the bond. Because each
bond is different, it's important to know the precise terms before investing.
Bondholders lend money to the institution that issues it. In return, the institution pays
periodic interest payments to the bondholder for the term of the loan, called the coupon
rate, and pays back the bond in its entirety at the time of its maturation. A credit rating
is employed to work out the rate of interest, with a lower credit rating indicating a
better risk of default.
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Bonds are fixed-income securities, meaning that the quantity of revenue generated
annually is “fixed” when the bond is sold: the bond generates precisely the same
amount of cash, no matter what happens or who holds the bond. Buying bonds helps
investors diversify their portfolios.
Features of Bond
The bonds are employed by companies, municipalities, states, and sovereign
governments to finance projects and operations. Owners of bonds are debt holders, or
creditors, of the issuer. Most bonds share some common basic characteristics including:
i.

Maturity- This is the date when the principal or par amount of the bond is paid
to investors and therefore the company's bond obligation ends. Therefore, it
defines the lifetime of the bond. A bond's maturity is one of the first
considerations an investor weighs against their investment goals and horizon.
Maturity is usually classified in three ways:
• Short-term: Bonds that fall under this category tend to mature within one to 3
years
• Medium-term: Maturity dates for these sorts of bonds are normally over ten
years
• Long-term: These bonds generally mature over longer periods of your time

ii.

Secured/Unsecured- A bond is often secured or unsecured. A bond pledges
specific assets to bondholders if the corporate cannot repay the requirement.
This asset is additionally called collateral on the loan. So if the bond issuer
defaults, the asset is then transferred to the investor. Security (MBS) is one sort
of bond backed by titles to the homes of the borrowers.
Unsecured bonds, on the opposite hand, aren't backed by any collateral.
Meaning the interest and principal are only guaranteed by the issuing company.
Also called debentures, these bonds return little of your investment if the
corporate fails. As such, they're much riskier than secured bonds.

iii.

Liquidation Preference- When a firm goes bankrupt, it repays investors during
a particular order because it liquidates. After a firm sells off all its assets, it
begins to disburse its investors. Senior debt is debt that has got to be paid first,
followed by junior (subordinated) debt. Stockholders get whatever is left.

iv.

Coupon- The coupon amount represents interest paid to bondholders, normally
annually or semiannually. The coupon is additionally called the coupon rate or
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nominal yield. To calculate the coupon rate, divide the annual payments by the
face value of the bond.
v.

Tax Status- While the bulk of corporate bonds is taxable investments, some
government and municipal bonds are tax-exempt, so income and capital gains
aren't subject to taxation.1 Tax-exempt bond normally has lower interest than
equivalent taxable bonds. An investor must calculate the tax-equivalent yield to
match the return thereupon of taxable instruments.

vi.

Callability- Some bonds are often paid off by an issuer before maturity. If a
bond features a call provision, it's going to be paid off at earlier dates, at the
choice of the corporate, usually at a small premium to par. a corporation may
prefer to call its bonds if interest rates allow them to borrow at a far better rate.
Callable bonds also appeal to investors as they provide better coupon rates.

vii.

Risks of Bonds- Bonds are excellent thanks to earning income because they
tend to be relatively safe investments. But, a bit like the other investment, they
are doing accompany certain risks. Here are a number of the foremost common
risks with these investments.

viii.

Interest Rate Risk- Interest rates share an inverse relationship with bonds, so
when rates rise, bonds tend to fall and the other way around. The rate of interest
risk comes when rates change significantly from what the investor expected. If
interest rates decline significantly, the investor faces the likelihood of
prepayment. If interest rates rise, the investor is going to be cursed with an
instrument yielding below market rates. The greater the time to maturity, the
greater the rate of interest risk an investor bears, because it's harder to predict
market developments farther out into the longer term.

ix.

Credit/Default Risk- Credit or default risk is the risk that interest and principal
payments due on the requirement won't be made as needed. When an investor
buys a bond, they expect that the issuer will observe the interest and principal
payments—just like all other creditors. When an investor looks into corporate
bonds, they ought to weigh the likelihood that the corporate may default on the
debt. Safety usually means the corporate has greater operating income and
income compared to its debt. If the inverse is true and therefore the debt
outweighs available cash, the investor might want to remain away.

x.

Prepayment Risk- Prepayment risk is the risk that a given bond is going to be
paid off before expected, normally through a call provision. This will be bad
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news for investors because the corporate only has an incentive to repay the
requirement early when interest rates have declined substantially. Rather than
continuing to carry a high-interest investment, investors are left to reinvest
funds during a lower rate of interest environment.
xi.

Ratings of Bond- Most bonds accompany a rating that outlines their quality of
credit. That is, how strong the bond is and its ability to pay its principal and
interest. Ratings are published and are employed by investors and professionals
to gauge their worthiness.

xii.

Agencies- The most commonly cited evaluation agencies are Standard and
Poor’s, Moody's Investors Service, and Fitch Ratings. They rate a company’s
ability to repay its obligations. Ratings range from AAA to Aaa for high-grade
issues very likely to be repaid to D for issues that are currently in default.2
Bonds rated BBB to Baa or above are called investment grades. This suggests
they're unlikely to default and have a tendency to stay stable investments. Bonds
rated BB to Ba or below are called junk bonds—default is more likely, and they
are more speculative and subject to cost volatility. Firms won't have their bonds
rated, during which case it's solely up to the investor to gauge a firm’s
repayment ability. Because the rating systems differ for every agency and alter
from time to time, research the rating definition for the bond you're considering.

xiii.

Bond Yields - Bond yields are all measures of return. Yield to maturity is the
measurement most frequently used, but it's important to know several other
yield measurements that are utilized in certain situations.

xiv.

Yield to Maturity (YTM) - As noted above, yield to maturity (YTM) is the
most ordinarily cited yield measurement. It measures what the return on a bond
is if it's held to maturity and every coupon is reinvested at the YTM rate.
Because it's unlikely that coupons are going to be reinvested at an equivalent
rate, an investor’s actual return will differ slightly. Calculating YTM by hand
may be a lengthy procedure, so it's best to use Excel’s RATE or YIELDMAT
functions (starting with Excel 2007). An easy function is additionally available
on a financial calculator.

xv.

Current Yield- The current yield is often wont to compare the interest income
provided by a bond to the dividend income provided by a stock. This is often
calculated by dividing the bond's annual coupon by the bond’s current price.
Confine in mind, that this yield incorporates only the income portion of the
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return, ignoring possible capital gains or losses. As such, this yield is most
useful for investors concerned with current income only.
xvi.

Nominal Yield- The nominal yield on a bond is just the share of interest to be
paid on the bond periodically. It’s calculated by dividing the annual coupon
payment by the par or face value of the bond. It’s important to notice that the
nominal yield doesn't estimate return accurately unless the present bond price is
the same as its face value. Therefore, nominal yield is employed just for
calculating other measures of return.

xvii.

Yield to Call (YTC) - A callable bond always bears some probability of being
called before maturity. Investors will realize a rather higher yield if the called
bonds are paid off at a premium. An investor in such a bond might need to
understand what yields are going to be realized if the bond is named at a
specific call date, to work out whether the prepayment risk is worth it. It’s
easiest to calculate the yield to call using Excel’s YIELD or IRR functions, or
with a financial calculator.

xviii.

Realized Yield- The realized yield of a bond should be calculated if an investor
plans to carry a bond just for a particular period of your time, instead of to
maturity. During this case, the investor will sell the bond, and this projected
future bond price must be estimated for the calculation. Because future prices
are hard to predict, this yield measurement is merely an estimation of return.
This yield calculation is best performed using Excel’s YIELD or IRR functions,
or by employing a financial calculator.

1.3

ADVANTAGES AND DRAWBACKS OF BOND

Major Advantages
Bonds have a transparent advantage over other securities. The volatility of bonds
(especially short and medium dated bonds) is less than that of equities (stocks). Thus
bonds are generally viewed as safer investments than stocks. Additionally, bonds do
suffer from less day-to-day volatility than stocks, and therefore the interest payments of
bonds are sometimes above the overall level of dividend payments.
Bonds are often liquid. It’s often fairly easy for an establishment to sell an outsized
quantity of bonds without affecting the worth much, which can be harder for equities.
In effect, bonds are attractive due to the comparative certainty of a hard and fast interest
payment twice a year and a hard and fast payment at maturity.
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Bondholders also enjoy a measure of legal protection: under the law of most countries,
if a corporation goes bankrupt, its bondholders will often receive a refund (the recovery
amount), whereas the company’s equity stock often finishes up valueless. Furthermore,
bonds accompany indentures (an indenture may be a formal debt agreement that
establishes the terms of a bond issue) and covenants (the clauses of such an agreement).
Covenants specify the rights of bondholders and therefore the duties of issuers, like
actions that the issuer is obligated to perform or is prohibited from performing.
There also is a spread of bonds to suit different needs of investors, including fixed-rate
bonds, floating-rate bonds, zero-coupon bonds, convertible bonds, and inflation-linked
bonds.
Drawbacks of Bond
Bonds also are subject to varied other risks like call and prepayment risk, credit risk,
reinvestment risk, liquidity risk, event risk, rate of exchange risk, volatility risk,
inflation risk, sovereign risk, and yield curve risk.
Price changes during a bond will immediately affect mutual funds that hold these
bonds. If the worth of the bonds during a trading portfolio falls, the worth of the
portfolio also falls. This will be damaging for professional investors like banks,
insurance companies, pension funds, and asset managers (irrespective of whether the
worth is instantly “marked to market” or not). If there's any chance a holder of
individual bonds may have to sell his bonds and “cash-out”, the rate of interest risk
could become a true problem.
Bond prices can become volatile counting on the credit rating of the issuer – as an
example if credit rating agencies like Standard and Poor’s and Moody’s upgrade or
downgrade the credit rating of the issuer. An unanticipated downgrade will cause the
market value of the bond to fall. like rate of interest risk, this risk doesn't affect the
bond’s interest payments (provided the issuer doesn't default) but puts in danger the
market value, which affects mutual funds holding these bonds, and holders of
individual bonds who may need to sell them.
A company’s bondholders may lose much or all of their money if the corporate goes
bankrupt. Under the laws of many countries (including the US and Canada),
bondholders are in line to receive the proceeds of the sale of the assets of a liquidated
company before another creditor. Bank lenders, deposit holders (in the case of a
deposit-taking institution like a bank) and trade creditors may take precedence. There’s
no guarantee of what proportion of money will remain to repay bondholders. During a
Odisha State Open University, Sambalpur
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bankruptcy involving reorganization or recapitalization, as against liquidation,
bondholders may find themselves having the worth of their bonds reduced, often
through an exchange for a smaller number of newly issued bonds.
Some bonds are callable, meaning that albeit the corporate has agreed to form payments
plus interest toward the debt for a particular period of your time, the corporate can
prefer to pay off the bond early. This creates reinvestment risk, meaning the investor is
forced to seek out a replacement place for his money. As a consequence, the investor
won't be ready to find nearly as good a deal, especially because this usually happens
when interest rates are falling.
1.4

DEVELOPMENT IN BOND MARKET IN INDIA

The Bond Market in India with the liberalization has been transformed completely. The
opening of the financial market at the present has influenced several foreign investors
holding up to 30% of the financial in sort of fixed income to take a position within the
bond market in India.
The bond market in India has diversified to an outsized extent which may be a huge
contributor to the stable growth of the economy. The bond market has immense
potential in raising funds to support the infrastructural development undertaken by the
govt and expansion plans of the businesses.
Sometimes the unavailability of funds becomes one of the main problems for a massive
organization. The bond market in India plays a crucial role in fundraising for
developmental ventures. Bonds are issued and sold to the general public for funds.
Bonds are interest-bearing debt certificates. Bonds under the bond market in India
could also be issued by massive private organizations and Government companies. The
bond market in India has huge opportunities for the market remains quite shallow. The
equity market is more popular than the bond market in India. At the present, the bond
market has emerged as a crucial financial sector.
Structurally, the debt market remains skewed towards government securities (G-secs).
The domestic debt market in India amounts to about 74% of GDP while the dimensions
of India’s bond market may be a mere 18% of GDP. to place it into perspective,
consistent with the Economic Survey, while the outstanding Government securities
stock stands at Rs. 115.87 lakh crore (Nov’20), the outstanding corporate bonds are Rs.
35.87 lakh crore (Dec’20)However, the whole bond market in India has grown at a
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powerful 14.68% CAGR (Compounded Annual Growth Rate) within the past 10 years.
This is often represented within the graph below:

Within the general bond markets, our singular focus remains on the company bond
market because it offers a good sort of higher returns to individual investors.
Furthermore, there has been a notable expansion within these markets in the last 10
years, where outstanding debt has grown at a CAGR of 15% from Rs 8.33 lakh crore to
Rs 30.7 lakh crore during FY10-FY20. There has also been increased policy focus to
develop and deepen the company bond markets given their growing importance and
untapped potential. The govt and regulators (SEBI and RBI) are taking measures to
deal with the varied issues that constrain the expansion and development of the
company bond markets.
The major reforms within the bond market in India









The system of the auction was introduced to sell the govt securities.
The introduction of the delivery versus payment (DvP) system by the Federal
Reserve Bank of India nullifies the danger of settlement in securities and
assures the graceful functioning of the securities delivery and payment.
The computerization of the SGL.
The launch of innovative products like capital indexed bonds and 0 coupon
bonds to draw in more and more investors from the broader spectrum of the
populace.
The sophistication of the markets for bonds like inflation-indexed bonds.
The development of the more and more primary dealers as creators of the govt
of India bonds market.
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1.5

LET US SUM UP






1.6

The establishment of the strong regulatory system called the trade for trade
system by the Federal Reserve Bank of India stated that each deal is to be
settled with bonds and funds.
A new segment called the Wholesale Debt Market (WDM) was established at
the NSE to report the trading volume of the govt of India bonds market.
The issue of unplanned treasury bills by the govt of India as a funding
instrument was abolished with the introduction of the Ways And Means
agreement.

Bonds are units of corporate debt issued by companies and securitized as
tradable assets.
A bond is mentioned as a hard and fast-income instrument since bonds
traditionally paid a fixed rate of interest (coupon) to debt holders. Variable or
floating interest rates also are now quite common.
Bond prices are inversely correlated with interest rates: when rates go up, bond
prices fall and vice-versa.
Bonds have maturity dates at which point the principal amount must be paid
back fully or risk default.
KEYWORDS

Before we glance at the various sorts of bonds, and the way they're priced and traded
within the marketplace, it helps to know key terms that apply to all or any bonds:
 Maturity: The date on which the bond issuer returns the cash lent to them by
bond investors. Bonds have short, medium or long maturities.
 Face value: Also referred to as par, face value is the amount your bond is going
to be worth at maturity. A bond’s face value is additionally the idea for
calculating interest payments thanks to bondholders. Most ordinarily bonds
have a face value of Rs.1, 000.
 Coupon: The fixed rate of interest that the bond issuer pays its bondholders.
Using the Rs.1,000 example, if a bond features a 3% coupon, the bond issuer
promises to pay investors Rs.30 per annum until the bond’s maturity (3% of
Rs.1,000 face value = Rs.30 per annum).
 Yield: The speed of return on the bond. While the coupon is fixed, yield is
variable and depends on a bond’s price within the secondary market and other
factors. Yields are often expressed as current yield, yield to maturity and yield
to call (more on those below).
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1.7

Price: Many if not most bonds are traded after they’ve been issued. Within the
market, bonds have two prices: bid and ask. The price is the highest amount a
buyer is willing to buy a bond, while the asking price is the lowest price offered
by a seller.
Duration risk: This is often a measure of how a bond’s price might change as
market interest rates fluctuate. Experts suggest that a bond will decrease 1% in
price for each 1% increase in interest rates. The longer a bond’s duration, the
upper exposure its price has got to changes in interest rates.
Rating: Rating agencies assign ratings to bonds and bond issuers, supporting
their creditworthiness. Bond ratings help investors understand the danger of
investing fettered. Investment-grade bonds have ratings of BBB or better.
REVIEW QUESTIONS

1.
2.
3.
4.
5.

Describe a bond.
What are some advantages to the corporation in issuing bonds?
What are some disadvantages to the corporation in using bonds?
Write an essay on the role of the bond market in India.
Enumerate the features of the bond.

1.8 FURTHER READINGS










Choudhry, M., 2001, Bond Market Securities, Prentice-Hall, New York.
Choudhry, M., 2001, Bond and Money Markets: Strategy, Trading and
Analysis, Butterworth-Heinemann, Woburn, MA.
Fabozzi, F.J., (Editor), 2000, The Handbook of Fixed Income Securities, 6th
Edition, McGraw-Hill, New York
Websites of Data and Information Providers
www.bondsonline.com
www.bondtalk.com
www.bondmarkets.com
www.investinginbonds.com
www.yieldcurve.com
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Keywords
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2.0

LEARNING OBJECTIVES

After studying this unit, you will be able to:
 Understand the types of bond
 Discuss the usage of various bond
 Explain the importance of bonds in risk management
 Analyze the bond market for investment
2.1

INTRODUCTION

In finance, a bond is a type of security under which the issuer (the debtor) owes the
holder (the creditor) a debt, and is obliged – depending on the terms – to repay the
principal (i.e. amount borrowed) of the bond at the maturity date as well as interest
(called the coupon) over a specified amount of time. Interest is usually payable at fixed
intervals (semiannual, annual, and less frequently at other periods).
Thus a bond is a form of loan or IOU. Bonds provide the borrower with external funds
to finance long-term investments or – in the case of government bonds – to finance
current expenditure.
Bonds and stocks are both securities, but the major difference between the two is that
(capital) stockholders have an equity stake in a company (i.e. they are owners), whereas
bondholders have a creditor stake in the company (i.e. they are lenders). Being a
creditor, bondholders have priority over stockholders. This means they will be repaid in
advance of stockholders but will rank behind secured creditors, in the event of
bankruptcy. Another difference is that bonds usually have a defined term, or maturity,
Odisha State Open University, Sambalpur
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after which the bond is redeemed, whereas stocks typically remain outstanding
indefinitely. An exception is an irredeemable bond, which is a perpetuity, that is, a
bond with no maturity. Certificates of deposit (CDs) or short-term commercial paper
are classified as money market instruments and not bonds: the main difference is the
length of the term of the instrument.
The most common forms include municipal, corporate, and government bonds. Very
often the bond is negotiable, that is, the ownership of the instrument can be transferred
in the secondary market. This means that once the transfer agents at the bank
medallion-stamp the bond, it is highly liquid on the secondary market. The price of a
bond in the secondary market may differ substantially from the principal due to various
factors in bond valuation.
Two features of a bond—credit quality and time to maturity—are the principal
determinants of a bond's coupon rate. If the issuer has a poor credit rating, the risk of
default is greater, and these bonds pay more interest. Bonds that have a very long
maturity date also usually pay a higher interest rate. This higher compensation is
because the bondholder is more exposed to interest rate and inflation risks for an
extended period.
2.2

TYPES OF BONDS

Bonds can be categorised in several ways, such as the type of issuer, the currency, the
term of the bond (length of time to maturity) and the conditions applying to the bond.
The following descriptions are not mutually exclusive, and more than one of them may
apply to a particular bond:
There are various types of Bonds. A few of them have been discussed below in brief.


Traditional Bond: A bond in which the entire principal can be withdrawn at a
single time after the bond’s maturity date is over is called a Traditional Bond.



Callable Bond: When the issuer of the bond calls out his right to redeem the
bond even before it reaches its maturity is called a Callable Bond. Through this
type of bond, the issuer can convert a high debt bond into a low debt bond.



Fixed-Rate Bonds: When the coupon rate remains the same through the course
of the investment, it is called Fixed-rate bonds.



Floating Rate Bonds: When the coupon rate keeps fluctuating during an
investment, it is called a floating rate bond.
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Puttable Bond: When the investor decides to sell their bond and get their
money back before the maturity date, such a type of bond is called a Puttable
bond.



Mortgage Bond: The bonds which are backed up by the real estate companies
and equipment are called mortgage bonds.



Zero-Coupon Bond: When the coupon rate is zero and the issuer is only
applicable to repay the principal amount to the investor, such types of bonds are
called zero-coupon bonds.



Serial Bond: When the issuer continues to pay back the loan amount to the
investor every year in small instalments to reduce the final debt, such type of
bond is called a Serial Bond.



Extendable Bonds: The bonds which allow the Investor to extend the maturity
period of the bond are called Extendable Bonds.



Climate Bonds: Climate Bonds are issued by any government to raise funds
when the country concerned faces any adverse changes in climatic conditions.



War Bonds: War Bonds are issued by any government to raise funds in cases
of war.



Inflation-Linked Bonds: Bonds linked to inflation are called inflation-linked
bonds. The interest rate of Inflation-linked bonds is generally lower than fixedrate bonds.

The Important Characteristics of the Bond Issuer
The characteristics of the issuer will affect the security (certainty of receiving the
contracted payments) offered by the bond, and sometimes the tax treatment in nature as
given below:

Government bonds- this type of bond often also called Treasury bonds are
issued by a national government. Some countries have repeatedly defaulted on
their government bonds. However, the bonds issued by some national
governments are sometimes treated as risk-free and not exposed to default risk.
Risk-free bonds are thus the safest bonds, with the lowest interest rate. A
Treasury bond is backed by the "full faith and credit" of the relevant
government. However in reality most or all government bonds do carry some
residual risk. This is indicated by the award by rating agencies of a rating below
the top rating, bonds issued by different national governments, such as various
member states of the European Union, all denominated in Euros, offering
different market yields reflecting their different risks.
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Supranational bond- this bond also known as a "supra", is issued by
a supranational organisation like the World Bank. They have a very good credit
rating, similar to that on national government bonds.



Municipal bond- This type of bond is issued by a local authority or subdivision
within a country, for example, a city or a federal state. These will to varying
degrees carry the backing of the national government. In the United States, such
bonds are exempt from certain taxes. For example, Build America Bonds
(BABs) are a form of municipal bond authorized by the American Recovery
and Reinvestment Act of 2009. Unlike traditional US municipal bonds,
which are usually tax-exempt, interest received on BABs is subject to federal
taxation. However, as with municipal bonds, the bond is tax-exempt within the
US state where it is issued. Generally, BABs offer significantly higher yields
than standard municipal bonds.



Revenue bond- It is a special type of municipal bond distinguished by its
guarantee of repayment solely from revenues generated by a specified revenuegenerating entity associated with the purpose of the bonds. Revenue bonds are
typically "non-recourse", meaning that in the event of default, the bond holder
has no recourse to other governmental assets or revenues.
War bond- this type of bond is issued by a government to fund military
operations and other expenditures during wartime. Investment in such bonds
may be motivated by a lack of other investment or spending opportunities,
and/or by an appeal to patriotism. Thus such bonds often have a low return rate.





High-yield bonds – this type of bond also called junk bonds are rated below
investment grade by the credit rating agencies because they are uncertain that
the issuer will be able or willing to pay the scheduled interest payments and/or
redeem the bond at maturity. As these bonds are much riskier than investmentgrade bonds, investors expect to earn a much higher yield.



Pacific Railroad Bond- this type of bond is issued by the City and County of
San Francisco, CA. May 1, 1865.



Covered bonds- These types of bonds are backed by cash flows from
mortgages or public sector assets. Unlike asset-backed securities, the assets for
such bonds remain on the issuer's balance sheet.



Asset-backed bonds- these types of bonds whose interest and principal
payments are backed by underlying cash flows from other assets. Examples of
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asset-backed securities are mortgage-backed securities (MBSs), collateralized
mortgage obligations (CMOS), and collateralized debt obligations (CDOs).


Subordinated bonds- these types of bonds have a lower priority than other
bonds of the issuer in case of liquidation. In case of bankruptcy, there is a
hierarchy of creditors. First, the liquidator is paid, then government taxes, etc.
The first bond holders in line to be paid are those holding what are called senior
bonds. After they have been paid, the subordinated bond holders are paid. As a
result, the risk is higher. Therefore, subordinated bonds usually have a lower
credit rating than senior bonds. The main examples of subordinated bonds can
be found in bonds issued by banks and asset-backed securities. The latter are
often issued in tranches. The senior tranches get paid back first, and the
subordinated tranches later.



Social impact bonds – this type of bond is an agreement for public sector
entities to pay back private investors after meeting verified improved social
outcome goals that result in public sector savings from innovative social
program pilot projects.

2.3

IMPORTANT FEATURES FOR BONDS INVESTOR

When an Investor is buying bonds, there are a few things which may be considered
investing in them. Given below are important points to remember while investing in
any bond such as:


Secured and Unsecured Bonds: Unsecured Bonds, also known as debentures
are mostly the bonds issued by companies with a good reputation, high credit
rating and the credibility of the company. The returns on such bonds are based
on the profit and the success of the company. If the company makes a profit,
then the amount along with interest is returned to the investor, else there may be
difficulty in regaining the invested amount as well. The secured bonds offer
some kind of security to the investor. These bonds are mostly considered to be
Government bonds.



Taxation: Looks for bonds which exempt tax. Few corporate bonds levy tax on
their bonds and bonds issued by Government, municipality bonds and few
others do not impose a tax on the profit earned.



Preference of Liquidation: In case a Company gets in loss and is in debt, the
money gained by selling the assets of the company is given in a certain order of
preference. This is called preference of liquidation. The regained amount is
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distributed in ascending order of time in which the investments were made.
Starting with the oldest Investors and then with the new ones.


Date of Maturity: Ensure that you check the maturity period of the bond and
invest in something where you can earn more with a shorter time duration



Coupon Rate: The rate of interest at which a bond is issued and the Company
is liable to pay the Investor is called the coupon rate. Research and look for
Bond options which offer high coupon rate

The distinction between bonds and shares
Let us learn in detail about the basic differences between bonds and shares from the
table below:
Bonds

Stocks

Meaning

Bonds are financial instruments that
highlight the debt taken by the
issuing body towards the holders and
a promise to pay back at a later stage
with interest

Stocks are instruments that
highlight the interest of
ownership issued by the
company in exchange for
funds

Issuers

Govt.
institutions,
financial Corporates
institutions, companies, etc.

Status

Holders are the lenders to the firm

Stockholders are the owners
of the company or firm

Risk Levels

Relatively low

High

Form of Return

Interest, as a fixed payment

Dividend, which
guaranteed

Additional
Benefit

Liquidation and preference in terms Shareholders get voting rights
of repayment

Market

Over the Counter

Basis Of
Comparison

Type
Investment

of Debt

is

not

Centralized/Stock Market
Equity

Time of Maturity

Fixed at the time of purchase

Depends on investors

Owners

Bondholders

Stockholders

Participants

Investors, speculators, institutional Market maker, floor trader,
investors
floor broker
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The distinction between Bonds and Debenture
Let us learn in detail about the basic differences between bonds and debenture from the
table below:
Bonds

Debenture

Bonds are debt financial instruments
issued by large corporations,
financial institutions and government
agencies that are backed up by
collateral or physical assets.
The owner of a bond is called a
bondholder.
Bonds get secured by the collateral
or physical assets of the issuing
company.

Debentures are debt financial
instruments issued by private
companies, but any collateral
or physical assets do not back
them up.
The owner of a debenture is
called a debenture holder.
Debentures do not get
secured by the collateral or
physical assets of the issuing
company. Lenders purchase
these instruments solely
based on the reputation of the
issuing company.
High

Basis Of
Comparison
Meaning

Owner
Collateral

Risk Levels

Relatively low

Issuer

Large
corporations,
financial
institutions and government agencies
issue these bonds for their long term
capital requirements.
Bonds are long term investments and
their tenure is generally higher than
debentures.

Period

Rate
Interest

of The bonds carry a fixed or floating
interest rate that is generally lower
than debentures because they are
more stable in terms of repayment,
and they get backed by the collateral
of the issuing company.

Liquidation

If the company is on the verge of
liquidation, the bondholders are
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Private companies generally
issue debentures for their
immediate
capital
requirements.
Debentures are generally
short to medium term
investments and their tenure
is usually lower than bonds.
The debentures carry a fixed
or floating interest rate that is
generally higher than bonds
because they are less stable in
terms of repayment, and they
are also not backed by
collateral.
If the company is on the
verge of liquidation, the
Page 20

Payment
Structure

Risk

2.4

given priority over debenture holders debenture holders are given
for repayment of capital and interest second
priority
over
amount.
bondholders for repayment of
capital and interest amount.
The payment of interest for bonds is The payment of interest for
on an accrual basis. The issuing bonds is done on a periodical
company pays this amount on a basis and depends on the
monthly, half-yearly or yearly basis company’s performance.
and this payment is not dependent on
the performance of a company.
Bonds are less risky than debentures Debentures are riskier than
because they have the security of the bonds because they do not
physical assets of the issuing have the security of the
company.
physical assets of the issuing
company.

POPULAR BONDS IN THE INDIAN FINANCIAL MARKET

In the olden days, banks were the safest and probably the only option for them to invest
and save their money. And over time, things have changed, and people now have a
wide range of investment options to choose from. With such a wide array of options
available, “where to invest?” is a question that arises often. The situation is such that it
seems as if a new investment scheme comes up every day. People choose the bonds
according to their financial objectives and risk averseness. For example, for a safe
investment, people prefer mutual fund schemes and earn returns. Now there are options
like bonds, in which investors can also earn a predetermined interest while having a
fixed income source. Companies and governments offer various bond schemes that
allow investors to earn interest according to their financial goals. So, let us understand
the various types of bonds offered by companies and by the government of India.
Types of Bonds preferred in India
Investing in financial instruments can be done in the primary or secondary market. In
the primary market, one can subscribe to the public issue of large companies.
Alternatively, one can purchase this financial instrument from the secondary markets
being traded on exchanges. Usually, bonds considered to be illiquid are kept till
maturity. Nowadays even small investors can buy government bonds. In India, buying
the purchasing government bonds is easier than ever by using the website NSE
(National Stock Exchange) or The NSE app for buying government bonds is “NSE
going“. The NSE makes available to the users both a mobile app as well as a web-based
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platform. Thus, when you want to buy government bonds via these apps, you’re buying
them in the primary market.
Following are some of the different types of bonds which are available for investment
in India:
Zero-Coupon Bond
A zero-coupon bond is purchased at a discount price and does not pay any periodic
interest rates to the fund holder. This bond is also known as the pure discount bond.
Money invested here does not offer a regular interest rate till the bond gets mature.
Annual returns on the principal amount include the face value, and that lump-sum
amount is paid to the investor when the bond matures.
Government Securities Bond (G-Sec)
The Government securities bond is a debt instrument issued by the central and state
government of India. The government (Central and/or State) issues this bond when it is
facing a liquidation crisis and requires funds for the development of the country.
Government bonds are likely to be a contract between the government and the investor
in exchange for predetermined interest on bonds. In India, Government bonds fall under
the wide range of government securities (G-Sec) and primarily offer long term
investment from 5 years to 40 years. Bonds issued by the state government are also
known as SDLs (State Development Loans).
In the initial days, most G-Sec bonds used to issue for large investors such as big
commercial banks and companies that needed funds for their future growth plans.
The Government of India made government securities for small investors to invest with
small amounts in government securities to earn interest with lower risks. Interest
offered by the government can be fixed or floating disbursed on a semi-annual basis.
Most government bonds are issued at a fixed interest.
Corporate Bond Fund
When a company borrows money from investors for a fixed tenure and offers them a
predetermined interest rate throughout the tenure, it is known as a corporate bond.
Suppose, a company that wishes to expand its business for future growth by raising new
capital or wishes to start a new project has the option to raise funds by taking loans,
debt, or by equity instruments. Instead of taking bank loans or offering shares to the
public, the company asks investors to invest money in their company in exchange for a
predetermined exchange rate for tenure. After the tenure, investors will receive the face
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value of the bond along with the predetermined interest rate. This bond might be an
ideal choice for those who wish to earn a fixed interest rate as a fixed income for the
tenure of their investment.
Convertible Bond
A convertible bond is a type of hybrid bond that offers the dual features of debt and
equity to its bondholders, but not at the same time. This bond allows investors to
convert their bonds into a predetermined number of regular stocks and become a
shareholder of the company and gets all the benefits that a shareholder gets. The
investors get an opportunity to take advantage of both debt and equity instruments after
investing in convertible bonds.
Inflation-Linked Bonds
This bond protects against inflation and is designed to cut out the inflation risk of an
investment. It is primarily issued by the government. Inflation-linked bonds are
indexed to inflation so that principal and interest rates rise and fall with the rate of
inflation.
Sovereign Gold Bond (SGBs)
This bond is issued by the central government of India for those who wish to invest in
gold but do not wish to keep the gold in physical form with them. The interest earned
from this bond is exempted from tax. It is also considered a highly secured bond as it is
offered by the government.
According to RBI regulations, there are various concerns regarding Sovereign Gold
Bond for different entities:



SGBs up to 4 kg can only be held up by individuals and HUF (Hindi Undivided
Family) in a financial year.
SGBs up to 20 kg can be held by the trusts and other relevant entities in a
financial year.

The sovereign gold bonds come with a maturity period of 8 years with a 2.5% interest
rate which is to be disbursed periodically. Also, there is no tax on interest earned
through SGBs. Investors who wish to redeem their investment can redeem it after the
first five years, which will only affect the date of subsequent interest disbursal.
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RBI Bonds (The Floating Rate Saving Bonds)
The floating rate saving bonds 2020 (FRSB) issued by the RBI are also known as RBI
Taxable bonds. This bond has a tenure of 7 years, and the interest rate keeps varying
during the tenure of the scheme.
The interest rate on these bonds will be reset every six months, the first reset being on
January 1, 2021. That means the interest rate will be paid every six months rather than
having an option of receiving it at maturity and the floating interest rate can adjust
higher when overall rates in the economy go up. Investment in this bond starts with a
minimum amount of Rs. 1000 and there is no maximum limit on investments.
Individuals and Hindu Undivided Families are eligible to invest in this bond. The bond
shall be repayable on the expiration date of 7 years starting from the date of issue.
Premature redemption can also be done for a specified category of senior citizens.
Interest received from these bonds will be taxed as per the income slab applicable to the
investor’s income.
2.5

BOND AND RISK MANAGEMENT

Bonds can provide a means of preserving capital and earning a predictable return. Bond
investments provide steady streams of income from interest payments before maturity.
The interest from municipal bonds generally is exempt from federal income tax and
also may be exempt from state and local taxes for residents in the states where the bond
is issued. As with any investment, bonds have risks. These risks include:
I.
II.

III.

IV.
V.

Credit risk. The issuer may fail to timely make interest or principal payments
and thus default on its bonds.
Interest rate risk. Interest rate changes can affect a bond’s value. If bonds are
held to maturity the investor will receive the face value, plus interest. If sold
before maturity, the bond may be worth more or less than the face value. Rising
interest rates will make newly issued bonds more appealing to investors because
the newer bonds will have a higher rate of interest than older ones. To sell an
older bond with a lower interest rate, you might have to sell it at a discount.
Inflation risk. Inflation is a general upward movement in prices. Inflation
reduces purchasing power, which is a risk for investors receiving a fixed rate of
interest.
Liquidity risk. This refers to the risk that investors won’t find a market for the
bond, potentially preventing them from buying or selling when they want.
Call risk. The possibility that a bond issuer retires a bond before its maturity
date, is something an issuer might do if interest rates decline, much like a
homeowner might refinance a mortgage to benefit from lower interest rates.
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Because bonds tend not to move in tandem with stock investments, they help
provide diversification in an investor's portfolio. They also provide investors
with a steady income stream, usually at a higher rate than money
market investments.
Market risk. All bonds can present the risk of price fluctuation or "market risk"
to an investor who is unable to hold them until the maturity date (when the
original principal amount is repaid to the bondholder). If an investor is forced to
sell or liquidate a bond before it matures, and the bond's price has fallen, he or
she will lose part of the principal investment as well as the future income
stream.

VI.

2.6

LET US SUM UP

A few things to remember about the various bond types have been given below. Refer
to these concerning the upcoming government exams:


The repayment done through a Traditional Bond is also known as Bullet
Repayment.



Bonds with a maturity period of 7 to 10 years are called “Notes”.



The Bonds can be categorised into four variants: Corporate Bonds, Municipal
Bonds, Government Bonds and Agency Bonds.



The Bond prices are inversely proportional to the Coupon Rate. When the rate
of interest increases the bond prices decrease and the rate of interest decreases,
the bond price increases.



The amount which the investor is liable to get after maturity of the bond is
called its Face Value.



The amount at which the Investor buys a Bond is called its Issue Price.

Once a candidate goes through the entire description given above about Bonds, their
types and their characteristics candidates shall be further able to answer the questions
given below which may be asked concerning the same.
There is a wide range of bonds offered by the government and companies in exchange
for predetermined interests. Choosing a bond to invest in can be difficult without
having prior knowledge of the field. Government bonds might be an ideal choice for
those who are looking for lower-risk bonds to invest in. In the same way, corporate
bonds also offer higher interest to the bondholder, but higher return always comes with
higher risks.
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This is why investors should do their share of research and select a bond to invest in
that fulfils their financial criteria and suits their risk tolerance.
2.7

KEYWORDS





2.8

Credit Risk: The risk that a bond's issuer will go into default before a bond
reaches maturity.
Market Risk: The risk that a bond's value will fluctuate with changing market
conditions.
Interest Rate Risk: The risk that a bond's price will fall with rising interest
rates.
Inflation Risk: The risk that a bond's total return will not outpace inflation.
REVIEW QUESTIONS

1.
2.
3.
4.
5.
2.9

Explain the various type of bonds.
Distinguish between Share and Bond.
Distinguish between Bond and Debenture.
Write an essay on popular bonds traded in India.
Identify the risk associated with Bond.
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3.0

LEARNING OBJECTIVES
After studying this unit, you will be able to:
 Understand the meaning of Bond Yield
 Discuss the Estimation of bond Yield
 Explain the importance of the Yield Curve
 Discuss the benefits of bond Yield for Investor

3.1

INTRODUCTION

In financial terms, bond yield is the return an investor realizes on a bond. The bond
yield can be defined in different ways. Setting the bond yield equal to its coupon rate is
the simplest definition. The current yield is a function of the bond's price and its coupon
or interest payment, which will be more accurate than the coupon yield if the price of
the bond is different from its face value. More complex calculations of a bond's yield
will account for the time value of money and compounding interest payments. These
calculations include yield to maturity (YTM), bond equivalent yield (BEY), and
effective annual yield (EAY).
3.2

MEANING BOND YIELD

The bonds have a face value and issue price. Most of the time, these two differ and are
not the same. The face value is what the bondholder gets back at the time of maturity.
However, the issue price depends on the credit rating of the borrower, coupon payment
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and holding period until maturity. Investors buy at the issue price, and they are paid
back the face value if held until maturity. A bondholder can hold it until maturity or can
sell it off before maturity. The price at which the bondholder sells depends on the
interest rates prevailing at that time. The price of the bond is subject to fluctuations
based on the interest rate changes. When the market interest rate rises, the price falls.
When the interest rates go down, the prices rise. And sometimes, these prices fluctuate
dramatically, causing the bondholder to sell them.
The interest rate of a corporate bond is determined by the short-term interest rate of a
government bond. When the bond is first issued, the investor is indifferent to a
corporate bond and government bond as both will have similar interest rates.
However, when the bond rates of the government bonds fall, the corporate bonds will
be more attractive to the investors. And the investors will bid up on the prices of the
corporate bond until it trades at a premium. With excessive buying, the prices go up and
both the bond rates normalize.
Similarly, when the interest of the government bond shoots up, the corporate bonds
become less attractive and will be sold. The prices of these bonds fall until the interest
rate normalizes.
Bonds and interest rates
Bonds are debt securities issued by governments and corporations to fund their
operations. Investors can purchase bonds from the issuer, who is then required to make
interest payments on a regular schedule over a set number of years. (This is why bond
investments are also known as fixed income.) The amount of interest paid reflects the
prevailing interest rate environment at the time of issuance and is fixed over the life of
the bond. This is where inflation concerns may enter the equation.
Bond prices, coupons, and yields
Regardless of whether a bond is issued by a government or a corporation, the
mechanics of bond pricing are the same. Bonds are issued at a specific rate of interest
that the issuer will pay to investors, known as the coupon. Once issued, the coupon
never changes – but prevailing interest rates can. When that happens, an existing bond’s
coupon rate may become more or less attractive by comparison, and that affects its
price. When an existing bond has a higher coupon than a newly issued bond, it pays out
more income. Investors may be willing to pay more to own it, driving its market price
up. Conversely, when an existing bond has a lower coupon than current rates, investors
may find it less appealing, and its market price would go down.
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The relationship between a bond’s current price and its coupon is known as its yield,
which is the amount of return an investor will realize on a bond, calculated by dividing
its face value by its coupon. As market conditions affect a bond’s price, its yield will
also change.
3.3

ESTIMATION OF BOND YIELD

When investors buy bonds, they essentially lend bond issuers money. In return, bond
issuers agree to pay investors interest on bonds through the life of the bond and to repay
the face value of bonds upon maturity. The simplest way to calculate a bond yield is to
divide its coupon payment by the face value of the bond. This is called the coupon rate.
Coupon Rate=

Annual Coupan Payment
𝐵𝑜𝑛𝑑 𝐹𝑎𝑐𝑒 𝑉𝑎𝑙𝑢𝑒

Bond Face Value/ Annual Coupon Payment
If a bond has a face value of Rs.1, 000 and made interest or coupon payments of Rs.100
per year, then its coupon rate is 10% (Rs.100 / Rs.1, 000 = 10%). However, sometimes
a bond is purchased for more than its face value (premium) or less than its face value
(discount), which will change the yield an investor earns on the bond.
Bond Yield vs. Price Relationship
As bond prices increase, bond yields fall. For example, assume an investor purchases a
bond that matures in five years with a 10% annual coupon rate and a face value of Rs.1,
000. Each year, the bond pays 10%, or Rs.100, in interest. Its coupon rate is the interest
divided by its par value.

If interest rates rise above 10%, the bond's price will fall if the investor decides to sell
it.2 For example, imagine interest rates for similar investments rise to 12.5%. The
original bond still only makes a coupon payment of Rs.100, which would be
unattractive to investors who can buy bonds that pay Rs.125 now that interest rates are
higher.
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If the original bond owner wants to sell the bond, the price can be lowered so that the
coupon payments and maturity value equal a yield of 12%. In this case, that means the
investor would drop the price of the bond to Rs.927.90. To fully understand why that is
the value of the bond, you need to understand a little more about how the time value of
money is used in bond pricing, which is discussed later in this article.
If interest rates were to fall in value, the bond's price would rise because its coupon
payment is more attractive. For example, if interest rates fell to 7.5% for similar
investments, the bond seller could sell the bond for Rs.1, 101.15. The further rates fall,
the higher the bond's price will rise, and the same is true in reverse when interest rates
rise.
In either scenario, the coupon rate no longer has any meaning for a new investor.
However, if the annual coupon payment is divided by the bond's price, the investor can
calculate the current yield and get a rough estimate of the bond's true yield.
Current Yield =

Annual Coupan Payment
𝐵𝑜𝑛𝑑 𝑃𝑟𝑖𝑐𝑒

The current yield and the coupon rate are incomplete calculations for a bond's yield
because they do not account for the time value of money, maturity value, or payment
frequency. More complex calculations are needed to see the full picture of a bond's
yield.
Yield to Maturity
A bond's yield to maturity (YTM) is equal to the interest rate that makes the present
value of all a bond's future cash flows equal to its current price. These cash flows
include all the coupon payments and their maturity value. Solving for YTM is a trial
and error process that can be done on a financial calculator, but the formula is as
follows:

Here,
YTM= Yield to maturity
In the previous example, a bond with an Rs.1, 000 face value, five years to
maturity, and Rs.100 annual coupon payments were worth Rs.927.90 to match a YTM
of 12%. In that case, the five coupon payments and the Rs.1, 000 maturity value were
the bond's cash flows. Finding the present value of each of those six cash flows with
a discount or interest rate of 12% will determine what the bond's current price should
be.
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Bond Equivalent Yield (BEY)
Bond yields are normally quoted as a bond equivalent yield (BEY), which adjusts for
the fact that most bonds pay their annual coupon in two semi-annual payments. In the
previous examples, the bonds' cash flows were annual, so the YTM is equal to the
BEY. However, if the coupon payments were made every six months, the semi-annual
YTM would be 5.979 %.
The BEY is a simple annualized version of the semi-annual YTM and is calculated by
multiplying the YTM by two. In this example, the BEY of a bond that pays semi-annual
coupon payments of Rs.50 would be 11.958% (5.979% X 2 = 11.958%). The BEY does
not account for the time value of money for the adjustment from a semi-annual YTM to
an annual rate.
Effective Annual Yield (EAY)
Investors can find a more precise annual yield once they know the BEY for a bond if
they account for the time value of money in the calculation. In the case of a semiannual coupon payment, the effective annual yield (EAY) would be calculated as
follows:
EAY = (1 + 𝑌𝑇𝑀/2)2 − 1
Here,
EAY=Effective annual yield
YTM=Yield to Maturity
If an investor knows that the semi-annual YTM was 5.979%, they could use the
previous formula to find the EAY of 12.32%. Because the extra compounding period is
included, the EAY will be higher than the BEY.
3.4

COMPLICATIONS OF FINDING A BOND'S YIELD

There are a few factors that can make finding a bond's yield more complicated. For
instance, in the previous examples, it was assumed that the bond had exactly five years
left to maturity when it was sold, which would rarely be the case.
When calculating a bond's yield, the fractional periods can be dealt with simply;
the accrued interest is more difficult. For example, imagine a bond that has four years
and eight months left to maturity. The exponent in the yield calculations can be turned
into a decimal to adjust for the partial year. However, this means that four months in
the current coupon period have elapsed and there are two more to go, which requires
an adjustment for accrued interest. A new bond buyer will be paid the full coupon, so
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the bond's price will be inflated slightly to compensate the seller for the four months in
the current coupon period that have elapsed.
Bonds can be quoted with a "clean price" that excludes the accrued interest or the "dirty
price" that includes the amount owed to reconcile the accrued interest. When bonds are
quoted in a system like a Bloomberg or Reuter’s terminal, the clean price is used.
What Does a Bond's Yield Tell Investors?
A bond's yield is the return to an investor from the bond's coupon (interest) payments. It
can be calculated as a simple coupon yield, which ignores the time value of money, any
changes in the bond's price, or using a more complex method like yield to maturity.
Higher yields mean that bond investors are owed larger interest payments, but may also
be a sign of greater risk. The riskier a borrower is, the more yield investors demand to
hold their debts. Higher yields are also associated with longer maturity bonds.
Are High-Yield Bonds Better Investments Than Low-Yield Bonds?
Like any investment, it depends on one's circumstances, goals, and risk tolerance. Lowyield bonds may be better for investors who want a virtually risk-free asset, or one who
is hedging a mixed portfolio by keeping a portion of it in a low-risk asset. High-yield
bonds may instead be better-suited for investors who are willing to accept a degree of
risk in return for a higher return. The risk is that the company or government issuing the
bond will default on its debts. Diversification can help lower portfolio risk while
boosting expected returns.
What Are Some Common Yield Calculations?
The yield to maturity (YTM) is the total return anticipated on a bond if the bond is held
until it matures. Yield to maturity is considered a long-term bond yield but is expressed
as an annual rate. YTM is usually quoted as a bond equivalent yield (BEY), which
makes bonds with coupon payment periods less than a year easy to compare.
The annual percentage yield (APY) is the real rate of return earned on a savings deposit
or investment taking into account the effect of compounding interest. The annual
percentage rate (APR) includes any fees or additional costs associated with the
transaction, but it does not take into account the compounding of interest within a
specific year. An investor in a callable bond also wants to estimate the yield to
call (YTC), or the total return that will be received if the bond purchased is held only
until its call date instead of full maturity.
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3.5

BENEFITS BOND YIELDS VALUATION

In addition to evaluating the expected cash flows from individual bonds, yields are used
for more sophisticated analyses. Traders may buy and sell bonds of different maturities
to take advantage of the yield curve, which plots the interest rates of bonds having
equal credit quality but differing maturity dates. The slope of the yield curve gives an
idea of future interest rate changes and economic activity. They may also look to the
difference in interest rates between different categories of bonds, holding some
characteristics constant.
A yield spread is a difference between yields on differing debt instruments of varying
maturities, credit ratings, issuer, or risk level, calculated by deducting the yield of one
instrument from the other—for example, the spread between AAA corporate bonds and
U.S. Treasuries. This difference is most often expressed in basis points (bps) or
percentage points.
3.6

IMPORTANCE OF YIELD CURVE

The yield curve – also called the term structure of interest rates – shows the yield on
bonds over different terms to maturity. The ‘yield curve’ is often used as a shorthand
expression for the yield curve for government bonds.
To graph the yield curve, the yield is calculated for all government bonds at each term
to maturity remaining. For example, the yield on all government bonds with one year
remaining until maturity is calculated. This value is then plotted on the y-axis against
the one-year term on the x-axis. Similarly, the yield on government bonds with three
years remaining until maturity is calculated and plotted on the y-axis, against three
years on the x-axis, and so on. The policy interest rate (the cash rate in Australia) forms
the beginning of the government yield curve because it is the interest rate with the
shortest term in the economy (overnight).
The yield curve for government bonds is also called the ‘risk-free yield curve’. The
expression ‘risk-free’ is used because governments are not expected to fail to pay back
the borrowing they have done by issuing bonds in their currency. The given diagram
will help to understand:-
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Other issuers of bonds, such as corporations, generally issue bonds at a higher yield
than the government, as they are riskier for an investor. This is because the loan or
interest payments in the bond may not be paid by the corporation to its owner at the
agreed time. When this occurs, it is called a ‘default’.
Types of the yield curve
Two main aspects of the yield curve determine its shape: the level and the slope. The
level of the yield curve measures the general level of interest rates in the economy and
is heavily influenced by the cash rate (see Explainer: Transmission of Monetary
Policy). For this reason, the cash rate is often referred to as the ‘anchor’ for the yield
curve. Changes in the cash rate tend to shift the whole yield curve up and down because
the expected level of the cash rate in the future influences the yield investors expect
from a bond at all terms.
The slope of the yield curve reflects the difference between yields on short-term bonds
(e.g. 1 year) and long-term bonds (e.g. 10 years). The yields on short and long-term
bonds can be different because investors have expectations – which are uncertain – that
the cash rate in the future might differ from the cash rate today. For example, the yield
on a five-year bond reflects investors' expectations for the cash rate over the next five
years, along with the uncertainty associated with this.
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Level of the Yield Curve

Normal yield curve
A so-called ‘normal’ shape for the yield curve is where short-term yields are lower than
long-term yields, so the yield curve slopes upward. This is considered a normal shape
for the yield curve because bonds that have a longer-term are more exposed to the
uncertainty that interest rates or inflation could rise at some point in the future (if this
occurs, the price of a long-term bond will fall); this means investors usually demand a
higher yield to own longer-term bonds. A normal yield curve is often observed in times
of economic expansion when economic growth and inflation are increasing. In an
expansion, there is a greater likelihood that future interest rates will be higher than
current interest rates because investors will expect the central bank to raise its policy
interest rate in response to higher inflation.
Inverted yield curve
An ‘inverted’ shape for the yield curve is where short-term yields are higher than longterm yields, so the yield curve slopes downward. An inverted yield curve might be
observed when investors think it is more likely that the future policy interest rate will
be lower than the current policy interest rate. In some countries, such as the United
States, an inverted yield curve has historically been associated with preceding an
economic contraction. This is because central banks reduce interest rates in response to
lower economic growth and inflation, which investors may correctly anticipate will
happen.
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Flat yield curve
A ‘flat’ shape for the yield curve occurs when short-term yields are similar to long-term
yields. A flat curve is often observed when the yield curve is transitioning between a
normal and inverted shape or vice versa. A flat yield curve has also been observed at
low levels of interest rates or as a result of some types of unconventional monetary
policy.
The slope of the Yield Curve

Importance of Yield Curve
The yield curve receives a lot of attention from those who analyse the economy and
financial markets. The yield curve is an important economic indicator because it is:



3.7

Central to the transmission of monetary policy
A source of information about investors' expectations for future interest rates,
economic growth and inflation
A determinant of the profitability of banks.
LET US SUM UP

A bond's yield is the return an investor expects to receive each year over its term to
maturity. For the investor who has purchased the bond, the bond yield is a summary of
the overall return that accounts for the remaining interest payments and principal they
will receive, relative to the price of the bond. For an issuer of a bond, the bond yield
reflects the annual cost of borrowing by issuing a new bond. For example, if the yield
on three-year Australian government bonds is 0.25 per cent, this means that it would
cost the Australian government 0.25 per cent each year for the next three years to
borrow in the bond market by issuing a new three-year bond.
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When a bond is issued, an investor has purchased the bond for the first time in a
marketplace called the ‘primary market’. The initial price the investor pays for the bond
depends on several factors, including the size of the interest payments promised, the
term of the bond and the price of similar bonds already issued into the market. This
information (including the price paid) is used to calculate the initial yield on the bond.
Once a bond is issued, the investor is then able to trade that bond with other investors in
the ‘secondary market’ and its price and yield may change with market conditions.
These given points need to be remembered:
 A bond's yield refers to the expected earnings generated and realized on a fixedincome investment over a particular period, expressed as a percentage or
interest rate.
 There are numerous methods for arriving at a bond's yield, and each of these
methods can shed light on a different aspect of its potential risk and return.
 Certain methods lend themselves to specific types of bonds more than others,
and so knowing which type of yield is being conveyed is key.
3.8

KEY WORDS








3.9

Coupon yield is the annual interest rate established when the bond is issued.
The current yield is the bond's coupon yield divided by its market price.
Yield to maturity (YTM) is the overall interest rate earned by an investor who
buys a bond at the market price and holds it until maturity.
Yield to call (YTC) is figured the same way as YTM, except instead of
plugging in the number of months until a bond matures, you use a call date and
the bond's call price.
Yield to worst (YTW) is whichever of a bond's YTM and YTC is lower. If you
want to know the most conservative potential return of a bond
Yield reflecting broker compensation is the yield adjusted by the amount of
the mark-up or commission (when you purchase) or mark-down or commission
(when you sell) and other fees or charges that you are charged by your broker
for its services
REVIEW QUESTIONS

1.
2.
3.
4.
5.

Explain the importance of bond Yield.
Distinguish between YTM (Yield to Maturity) and YTC (Yield to Call)?
What is the relationship between the price of a bond and its yield?
Write down the valuation process of Bond Yield.
Explain the bond yield curve.
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UNIT 04:

VALUATION AND TYPES OF BONDS

Structure
4.0
Learning Objectives
4.1
Introduction
4.2
Meaning of Bond Valuation
4.3
Process of Bond Valuation
4.4
Let us sum up
4.5
Keywords
4.6
Review Questions
4.7
Further Readings
4.0

LEARNING OBJECTIVES

After studying this unit, you will be able to:
 Understand the meaning of Bond valuation
 Discuss the process of bond valuation
 Explain the importance of bond valuation
 Analysis of various bond
4.1

INTRODUCTION

Bonds are an essential piece of the global financial market, offering companies and
governments a straightforward method of raising capital and investors a relatively lowrisk alternative to stocks and other commodities. To know whether a particular bond is
a good investment, a financial institution, analyst, or individual investor must be able to
calculate the fair value of the bond in question. Without this understanding, making an
intelligent investment decision would be next to impossible.
The bond valuation is the determination of the fair price of a bond. As with any security
or capital investment, the theoretical fair value of a bond is the present value of the
stream of cash flows it is expected to generate. Hence, the value of a bond is obtained
by discounting the bond's expected cash flows to the present using an appropriate
discount rate. Step-by-step instructions you can use to price a bond.
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4.2

MEANING OF BOND VALUATION

A bond is a debt that is incurred by a company or government entity to finance a project
or fund operations. Investors/bondholders effectively lend money to the borrower/ (the
issuer of the bond by buying these debt instruments. The borrower pays an annual
interest rate (also referred to as the "coupon rate"), which can be fixed or variable,
depending on the structure of the bond. Every bond has a maturity date—for example,
10 years after issue—at which point the principal amount is paid out to the bondholder,
along with the final coupon payment.
A bond can be purchased from the original issuer/a corporation or a municipality, when
a bond is purchased from the original issuer, it is typically purchased at its face value.
When a bond is purchased on the open market, it is purchased at its current value,
which is affected by current interest rates. Accurately determining a bond’s value is
necessary to decide whether it is a good investment, but it’s not a simple process.
Bond valuation is the process of determining the fair price, or value, of a bond.
Typically, this will involve calculating the bond’s cash flow—or the present value of a
bond’s future interest payments—as well as its face value (also known as par value),
which refers to the bond’s value once it matures.
A bond’s interest payments and face value are fixed. This allows an investor to
determine what rate of return a bond needs to provide to be considered a worthwhile
investment.
Some other terms that can be helpful in understanding bond valuation include:


Maturity date: This refers to the length of time until the bond’s principal is
scheduled to be repaid to the bondholder. The maturity date can be short- or
long-term. Once the date is reached, the bond’s issuer—whether corporate or
governmental—must repay the bondholder the full face value of the bond.



Coupon rate/discount rate: This refers to the interest payments that a
bondholder receives. Typically, it's represented as a fixed percentage of the
bond’s face value. Payments may be made annually or semi-annually,
depending on the specifics of the bond.
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4.3

Current price: This refers to a bond’s current value, and is typically what’s
discussed when someone mentions “bond valuation.” Depending on several
different factors, including market conditions, the current price of a bond may
be at, above, or below par value.
PROCESS OF BOND VALUATION

While it may be intimidating if you’re not confident in your financial skills, pricing a
bond is fairly simple. The price of a bond can be determined by following a few steps
and plugging numbers into equations.
1. Determine the Face Value, Annual Coupon, and Maturity Date
Before performing any calculations to value a bond, you need to identify the numbers
that you’ll need to plug into equations later in the process. Determine the bond’s face
value, or par value, which is the bond’s value upon maturity. You also need to know the
bond’s annual coupon rate, which is the annual income you can expect to receive from
the bond. Lastly, determine what your bond’s maturity date is.
2. Calculate Expected Cash Flow
Next, calculate cash flows using the bond’s face value, annual coupon, and maturity
date.
Cash Flow = Annual Coupon Rate x Face Value
3. Discount the Expected Cash Flow to the Present
After calculating cash flow, discount the expected cash flow to the present.
Cash Flow ÷ (1+r)t
In the above formula, “r” represents the interest rate, and “t” represents the number of
years for each of the cash flows.
4. Value the Various Cash Flows
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Now, you’re ready to value the individual cash flows and final face-value payment to
value your bond as a whole.
To value your cash flows, use the following formula for each year:
Cash Flow Value = Cash Flow ÷ (1+r)1 + 30 ÷ (1+r)2... + 30 ÷ (1+r)30
Next, value the final face value payment that you’ll receive at the bond’s maturity using
the following formula:
Final Face Value Payment = Face Value ÷ (1+r)t
Add together the cash flow value and the final face value placement, and you’ve
successfully calculated the value of your bond. For example:
Let's take an imaginary bond: It has a face value of Rs.1, 000, an annual coupon of
three per cent, and a maturity date of 30 years. What does that all mean? It means that
the company or country that owes the bond will pay the bondholder three per cent of
the face value of Rs.1, 000 (Rs.30) every year for 30 years, at which point they will pay
the bondholder the full Rs.1, 000 face value. That leads to cash flows. You would have
a series of 30 cash flows—one each year of Rs.30—and then one cash flow, 30 years
from now, of Rs.1,000.
You would then apply a discounting formula:
Cash Flow ÷ (1+r)t
Represented in the formula are the cash flow and number of years for each of them
(called "t" in the above equation). You would then need to calculate the "r," which is
the interest rate. Which should you use? You could use the current interest rate for
similar 30-year bonds today, but for the sake of this example, plug in five per cent.
Now you can value the various cash flows. First, you have the coupon payments:
30 ÷ (1+.05)1 + 30 ÷ (1+.05)2... + 30 ÷ (1+.05)30
And then you have the final face-value payment, in 30 years:
Odisha State Open University, Sambalpur

Page 42

1000 ÷ (1+.05)30
Together, these total the price at Rs.692.55. This price will ensure that the bondholder
receives an annual return of five per cent over the life of the bond.
Now that you have your price, you can play with some of the assumptions to see how
things change. What if the prevailing market interest rate were four per cent instead of
five per cent? In that case, the bond price would be Rs.827.08. If it were six per cent
instead of five per cent, the price would be Rs.587.06.
One thing to remember is that the price of a bond is inversely related to the interest rate.
When interest rates go up, the price of a bond goes down, and vice versa.
When the price of the bond is beneath the face value, the bond is "trading at a
discount." When the price of the bond is above the face value, the bond is "trading at a
premium."
This can be important if you don't want to own the bond for 30 years. If you want to
hold the bond for five years, then you'd receive Rs.30 annually for five years, and then
receive that price of the bond at that time, which will depend on the current interest
rates. This is why, while some long-term bonds (like government Treasury bonds) can
be considered "risk-free" over their full lifetime, they will often vary a great deal in
value on a year-to-year basis.
The value of bonds or debentures is, generally, determined through the technique
known as Capitalization. It is the process of determining the fair price of a
bond/Debenture. As with any security or capital investment, the fair value of a bond is
the present value of the stream of cash flows it is expected to generate. Hence, the price
or value of a bond is determined by discounting the bond's expected cash flows to the
present using the appropriate discount rate. The process of determination of the present
value of a bond/debenture can be classified into two parts:
1) Redeemable Bond/Debenture (Have Finite Maturity Period)
2) Irredeemable (Perpetual) Bond/Debenture (Infinite Maturity Period)
Present Value of Redeemable Bond or Debenture
When a bond or debenture is redeemable, its present value can be determined by
estimating its future cash flows, and then, discounting the estimated future cash flows at
an appropriate capitalisation rate or discounted rate. The estimated cash flows from the
bond or debenture consist of the stream of future interest payments plus the principal
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repayment. The following formula may be used to find out the present value of the
bond or debenture

where, PV
of the Bond/Debenture
I = Annual Interest/Coupon
M = Maturity Value
n = Number of years (Maturity)
k= Discounting Factor/Rate

= Present Value or Price

Example Mr Amit purchased a bond with Rs. 1,000 face value having a 10 per cent
coupon rate. He will get Rs. 1,100 after four years from the bond. If the discounting
rate is 12% then find out the present value of the bond.
Solution:-

PV of Bond/Debenture = Rs. 1003
Present Value of a Perpetual or Irredeemable Bond/ Debenture
When a bond or debenture is irredeemable, its present value can be determined by
simply discounting the stream of interest payments for an infinite period by an
appropriate capitalization rate or discount rate. The following formula may be used to
determine the present value of the bond or debenture.
PV = I/K
Where, PV = Present Value or Price of the
Bond/Debenture
I = Annual
Interest/Coupon
K= Discounting Factor/Rate
Example: Find the present value of perpetual bond of par value Rs. 6,000 with a
required rate of interest of 10% and an annual interest of Rs. 500.
Solution:
PV = I/K
= 500/.10
PV of Bond = Rs. 5,000
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4.4

LET US SUM UP










4.5

Bond valuation is a means of determining a bond’s fair value based on its worth
at maturity and the annual interest rate or coupon payment. There is a lot packed
into that definition, so breaking it down can provide clarity.
You will learn how to value a bond with a step-by-step example. But even after
you learn how to calculate fair value, you may decide to invest in bond mutual
funds, rather than individual bond issues, because they are a simpler way to
invest in these securities.
Accurately determining a bond’s value is recommended for deciding whether it
is a solid investment.
The current value of a bond is determined by totalling expected future coupon
payments and adding the amount of principal that will be paid at maturity.
The market price of a bond fluctuates, depending on several factors, including
when the bond matures, the creditworthiness of the bond issuer, and the coupon
rate at the time of issuance, compared with current interest rates.
The complexity of proper bond valuation makes bond mutual funds a sound
alternative for many investors.
KEYWORDS











Indenture: The indenture is a long, complicated legal instrument containing the
restrictions, pledges and promises of the contract. Bond indenture involves three
parties.
Face Value: The face value (also known as the par value) of a bond is the price
at which the bond is sold to investors when first issued.
Coupon Rate: The periodic interest payments promised to bondholders are
computed as a fixed percentage of the bond’s face value. This percentage is
known as the coupon rate.
Repayment of Principal: The face value of the bond represents the promise to
repay the amount to the bondholder at the end of the specified period. This, in
other words, may be called the most important feature of a bond, the return of
the principal to the lender on a fixed date specified earlier.
Maturities / Specified Period: Maturities vary widely. Bonds are usually
grouped by their maturity classes.
Interest Payment: Bond interest is usually paid semi-annually, though annual
payments are also popular. The method of payment depends upon whether the
bond is a coupon (bearer) or registered bond.
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4.6

REVIEW QUESTIONS
1.
2.
3.
4.
5.

4.7

Explain the importance of Bond Valuation.
Distinguish between the redeemable bond and the irredeemable bond.
What do you mean by zero-coupon bond?
Write down the valuation process of corporate bonds.
Explain the factors influencing bond valuation.
FURTHER READINGS
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5.0

LEARNING OBJECTIVES
After studying this unit, you will be able to:
 Understand the meaning of Default Risk
 Discuss the Importance of Default Risk
 Explain the factors of Default Risk
 Discuss the importance of Credit Rating

5.1

INTRODUCTION

Default risk is the risk that a lender takes on in the chance that a borrower will be
unable to make the required payments on their debt obligation. Lenders and investors
are exposed to default risk in virtually all forms of credit extensions. A higher level of
default risk leads to a higher required return, and in turn, a higher interest rate.
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Default risk, also called default probability, is the probability that a borrower fails to
make full and timely payments of principal and interest, according to the terms of the
debt security involved. Together with loss severity, default risk is one of the two
components of credit risk.
Credit rating measures a bond/issuer’s default risk by classifying these bonds/issuers of
groups based on the credit rating agencies’ view of the defaulting on their borrowings
to creditors. Thus investors can evaluate the investment opportunities and compare
bonds with different yields and prices in the market.
Credit ratings are a tool, among others, that investors can use when making decisions
about purchasing bonds and other fixed-income investments. Ratings help foster the
development and smooth functioning of capital markets; capital allows people to start
and grow businesses, cities and states to build highways and hospitals, and
manufacturers to build factories and create jobs. Ratings express independent opinions
on creditworthiness, using a common terminology that may help investors make more
informed investment decisions.
5.2

MEANING OF DEFAULT RISK

Whenever a lender extends credit to a borrower, there is a chance that the loan amount
will not be paid back. The measurement that looks at this probability is the default risk.
Default risk does not only apply to individuals who borrow money, but also to
companies that issue bonds and due to financial constraints, are not able to make
interest payments on those bonds. Whenever a lender extends credit, calculating the
default risk of a borrower is crucial as part of its risk management strategy. Whenever
an investor is evaluating an investment, determining the financial health of a company
is crucial in gauging investment risk.
Default risk is a major component of credit risk that captures the likelihood of a
company failing to make timely payments on its financial obligations, Default risk can
change as a result of broader economic changes or changes in a company's financial
situation. Economic recession can impact the revenues and earnings of many
companies, influencing their ability to make interest payments on debt and, ultimately,
repay the debt itself. Companies may face factors such as increased competition and
lower pricing power, resulting in a similar financial impact. Entities need to generate
sufficient net income and cash flow to mitigate default risk.
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Also, the default risk can be gauged using standard measurement tools, including FICO
scores for consumer credit, and credit ratings for corporate and government debt issues.
Credit ratings for debt issues are provided by nationally recognized statistical rating
organizations (NRSROs), such as Standard & Poor's (S&P), Moody's, and Fitch
Ratings. The estimation of the credit risk is essential from the investment point of view.
The lenders generally examine a company's financial statements and employ
several financial ratios to determine the likelihood of debt repayment. Free cash flow is
the cash that is generated after the company reinvents itself and is calculated by
subtracting capital expenditures from operating cash flow. Free cash flow is used for
things such as debt and dividend payments. A free cash flow figure that is near zero or
negative indicates that the company may be having trouble generating the cash
necessary to deliver on promised payments. This could indicate a higher default risk.
The interest coverage ratio is one ratio that can help determine the default risk. The
interest coverage ratio is calculated by dividing a company's earnings before interest
and taxes (EBIT) by its periodic debt interest payments. A higher ratio suggests that
there is enough income generated to cover interest payments. This could indicate a
lower default risk. The aforementioned measure reflects a high degree namely:



Interest Expense – The periodic payments to the lender throughout the term of
the debt (i.e. the cost of debt financing).
Mandatory Amortization – The required pay-down of the debt principal during
the lending period.

Furthermore, the default risk premium refers to the incremental return required by
lenders in exchange for assuming more risk by providing debt capital to a specific
borrower. Simply put, the default risk premium is defined as the difference between the
interest rate pricing on a debt instrument (e.g. loan, bond) and the risk-free interest rate.
Therefore, one method for lenders to earn greater yields by providing capital to
borrowers with higher risk profiles (i.e. the chance of default) is by demanding higher
interest rates.
5.3

IMPORTANCE OF DEFAULT RISK

While it is often useful to consider the whole distribution of potential losses and their
respective probabilities, it is generally convenient to calculate a simple indicator of risk
that considers a single default probability and loss severity. The indicator is called
expected loss and can be calculated as follows:
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Expected Loss = Default Probability x Loss Severity
The assessment of default risk is a necessary step in the valuation of government and
corporate bonds or credit derivatives, such as credit default swaps (CDS). Since highquality bonds generally come with low default rates, the assessment of default risk for
such instruments is generally more important than the estimate of the loss severity in
case of default.
Therefore, default risk is key in determining the price and yield of financial
instruments. A higher default risk generally corresponds with higher interest rates, and
issuers of bonds that carry higher default risk will often find it difficult to access capital
markets (which may affect funding potential).
While the definition of default risk is quite straightforward, its measurement is not.
The level of default risk mainly depends on the borrower’s capacity; that is, the ability
of the borrower to make its debt payments on time. A borrower’s capacity is influenced
by many factors, which are discussed below.
1. Debtor’s financial health Condition
Other conditions being equal, companies with high levels of debt relative to their cash
flows, cash reserves, or assets will generally be less creditworthy than those with debtfree or debt-light balance sheets, liquid assets, or high cash flows relative to debt. A
debtor’s financial health is generally assessed through an in-depth look at the
fundamentals, including the analysis of profitability, cash flows, coverage ratios,
liquidity, and leverage.

2. Economic cycle and industry conditions
A company’s performance may be negatively affected by external economic conditions
or by issues that its customers or suppliers are facing. In times of macroeconomic
downturn or industry-specific weakness, even relatively healthy companies can face
deterioration in their creditworthiness and an increase in default risk for their bonds.
Conversely, during an economic boom or a very good period for a specific industry,
even companies with relatively poor financial health and a weak competitive position
may experience an improvement in creditworthiness and a decrease in default risk.
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3. Currency risk
If a company owes a debt in one currency but generates cash flows in another, it will be
exposed to the effects of currency fluctuations. The high volatility in the currency
markets, if not properly hedged, can exert a significant impact on a company’s financial
stability and creditworthiness.
4. Political factors and rule of law
Geopolitical issues, such as war, regime changes, or a corrupted environment can make
it more difficult for a debt holder to effectively and efficiently collect payments or
enforce its rights as a creditor. Other conditions held equal, bonds issued by companies
in countries with a troubled or uncertain socio-political environment will carry higher
default risk than bonds issued by companies in more stable and more predictable
environments.
5. Other risks
Some risks may be more difficult, and sometimes impossible, to measure. Examples
include litigation risk, environmental risk, and exposure to natural disasters.
5.4

TYPES OF DEFAULT RISK

Default risk, a sub-category of credit risk, is the risk that a borrower will default on or
fail to repay its debts (any type of debt). For example, a company that issues a bond can
default on interest payments and/or repayment of principal. If the chances of default by
a company issuing a bond are higher (i.e. the default risk is higher), it will have to
compensate investors by offering a higher rate of interest. There are two drivers of
default risk – business risk and financial risk as given below:Business Risk
 Business risk assesses different factors affecting the external and internal
business environment of the borrower. These factors or risks are categorized
into:
 Country-specific risks: includes changes in the economic environment,
institutional or regulatory risks, governance or political risks and risks
associated with the functioning of financial systems.
 Industry-specific risks: include changes in industry-specific growth trends
and market structure, and industry cyclicality.
 Company-specific risks: include changes in competitive dynamics,
operating efficiency and profitability, a drop in market share, quality of
management, corporate governance issues around trust, accountability,
transparency etc.
Odisha State Open University, Sambalpur

Page 51

Financial Risk
 Financial risk is the quantitative and qualitative assessment of a borrower’s
ability to service and repay loans. Financial risk can be assessed by a
company’s cash flows, liquidity, earnings, and asset quality.





A default can be categorized into investment-grade default risk and noninvestment-grade default risk.
Investment-Grade of Default Risk: Such category is applicable only for
investment types of loans such as bonds, debentures, etc. Standard & Poor’s,
Moody’s, and Fitch Ratings are some of the prominent rating providers for such
category of investments. Triple-A rated categories are the highest quality of
investment products with lower default risk. So, default risk is completely
linked with the type of rating received. For ratings below triple-B ratings,
investors can choose for opting out of the investment plan.
Non-Investment-Grade of Default Risk: These ratings are provided for the
junk category of investments yielding a higher rate of interest. Due to higher
chances of defaults, the rating agencies provided a lower grade rating for such
securities or investments. Thus, the rate of interest offered is highest in such a
case.
Rating agencies rate corporations and investments to help gauge default risk.
The credit scores established by the rating agencies can be grouped into two
categories: investment grade and non-investment grade (or junk). Investmentgrade debt is considered to have low default risk and is generally more soughtafter by investors. Conversely, non-investment grade debt offers higher yields
than safer bonds, but it also comes with a significantly higher chance of default.
While the grading scales used by the rating agencies are slightly different, most
debt is graded similarly. Any bond issue given a AAA, AA, A, or BBB rating
by S&P is considered investment grade. Anything rated BB and below is
considered non-investment grade.

5.5

KEY FACTORS OF DEFAULT RISK

Every financial tool has factors for measurement or quantification. However not
every factor can be evaluated in number. Accordingly, default risk has a few
key factors. Some of which are as follows:
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In case the proposed borrower has suffered heavy losses in the recent past
(may be due to a fire at premises or product not capturing market demand,
etc.), the lender may remain cautious in providing funds.
The lender will also check the financial position of the borrower as
presented in the latest audited financial statements. The lender may remain
cautious in providing funds if the majority of its funds are blocked-in longterm assets.
A further weak set of cash flows affect the concerns of the borrower.
The character standing of the borrower is also considered in case the lender
is located within the same city as the principal place of business of the
borrower.
The present macro-economic conditions affecting the business or the
product of the borrower are also taken into consideration.

Assessing default means quantification of the risk-based on factors that can be
numbered.
 The audited financial statements are most relied upon by the lenders first. The
past performance of the company for the last 5-8 years is taken into
consideration. Such evaluation is made for annual as well as recent quarterly
results.


The rating agencies provide information about the loans outstanding of the
borrower in different banks or financial institutions. The agencies also report on
the due date of payment missed by the borrower in the recent past.



The reputation of the company in the market also matters in the case of funding.
Reputation is in the terms of the frequency of credit cycle used, inventory
turnover, repayment turnover, etc.



Goodwill of the firm in the market affects the lender. In case the experienced
promoters are retired from the firm, the goodwill is affected. However, if the
firm demonstrates its capacity within a year of the retirement of old promoters,
the goodwill is restarted easily.



Borrowers can be a corporate, government company, firm or individual. Default
risk is said to be lowest in the case of Government companies and highest in the
case of individual borrowers.
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Managing Default Risk
In case the borrower suffers default risk, countermeasures are taken to substantiate the
default risk.
 The rate of interest will increase in case of higher default risk.


The number of promoters’ contributions should be much higher than the
standard requirement of lending institutions.



The borrower should present projected financial statements with appropriate
cash flows.



The borrower should demonstrate quick repayment capacity by honouring the
payments in time with no delay.



It should also reduce its investment in long-term capital assets.



Solvency ratios such as current ratio, quick ratio and other key ratios such as
debt-equity, cash profits ratio, ROI, etc. should remain strong.

Advantages
Some of the advantages are given below:
 It forecasts the level of risk retained by the proposed borrower.


A lending institution can earn a higher rate of interest in the case of a high-risk
borrower with a strong cash flow position.



It further helps bankers to earn suitable profits with cautious measures.



The degree of default risk helps bankers to decide on the value of collateral
security to be taken.



The banker can reduce the probability of risk by asking for guarantors for the
repayment.



It helps to quantify the risk at a certain level.

Disadvantages
Some of the disadvantages are given below:
 Factors should as bad goodwill or bad image, lower financial character cannot
be quantified in numbers. Thus, these factors are given lower weightage at the
time of assessment of default risk.


Information about the borrower is not easily available and it may cost to obtain
a certain set of information.
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5.6



The businesses are uncertain, especially the start-ups. Bankers require a stable
business profile with the assured market segment.



Even if the credit rating is strong, every borrower has a minimum chance of
default, which cannot be ignored.
IMPORTANCE OF CREDIT RATING

A credit rating is a quantified assessment of the creditworthiness of a borrower in
general terms or concerning a particular debt or financial obligation. A credit rating can
be assigned to any entity that seeks to borrow money—an individual, corporation, state
or provincial authority, or sovereign government. An individual credit is scored by
credit bureaus such as Experian and TransUnion on a 3-digit numerical scale using a
form of Fair Isaac (FICO) credit scoring. Credit assessment and evaluation for
companies and governments is generally done by a credit rating agency such as
Standard & Poor’s (S&P), Moody’s, or Fitch. These rating agencies are paid by the
entity that is seeking a credit rating for itself or one of its debt issues. Definition of
'Credit Rating' Definition: Credit rating is an analysis of the credit risks associated with
a financial instrument or a financial entity. It is a rating given to a particular entity
based on the credentials and the extent to which the financial statements of the entity
are sound, in terms of borrowing and lending that has been done in the past.
5.7

CHARACTERISTICS OF CREDIT RATING

1. Assessment of issuer's capacity to repay. It assesses the issuer's capacity to meet its
financial obligations i.e., its capacity to pay interest and repay the principal amount
borrowed.
2. Based on data. A credit rating agency assesses the financial strength of the borrower
on the financial data.
3. Expressed in symbols. Ratings are expressed in symbols e.g. AAA, BBB which can
be understood by a layman too.
4. Done by an expert. Credit rating is done by an expert of reputed, accredited
institutions.
5. Guidance about investment-not recommendation. Credit rating is only a guide to
investors and not a recommendation to invest in any particular instrument.
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5.8

FUNCTIONS OF CREDIT RATING

1. It provides unbiased opinions to investors. The opinion of a good credit rating
agency is unbiased because it has no vested interest in the rated company.
2. Provide quality and dependable information. Credit rating agencies employ
highly qualified, trained and experienced staff to assess risks and they have access to
vital information and therefore can provide accurate information about the
creditworthiness of the borrowing company.
3. Provide information in easy-to-understand language. Credit rating agencies
gather information, analyse and interpret it and present their findings in easy-tounderstand language that is in symbols like AAA, BB, and C and not in technical
language or the form of lengthy reports.
4. Provide information free of cost or at nominal cost. Credit ratings of instruments
are published in financial newspapers and advertisements of the rated companies. The
public has not had to pay for them. Even otherwise, anybody can get them from a credit
rating agency on payment of the nominal fee. It is beyond the capacity of individual
investors to gather such information at their own cost.
5. Helps investors in taking investment decisions. Credit ratings help investors in
assessing risks and making investment decisions.
6. Disciplines corporate borrowers. When a borrower gets a higher credit rating, it
increases its goodwill and other companies also do not want to lag in ratings and
inculcate financial discipline in their working and follow ethical practices to become
eligible for good ratings, this tendency promotes healthy discipline among companies.
7. Formation of public policy on investment. When the debt instruments have been
rated by credit rating agencies, policies can be laid down by regulatory authorities
(SEBI, RBI) about the eligibility of securities in which funds can be invested by various
institutions like mutual funds, and provident funds trust etc. For example, it can be
prescribed that a mutual fund cannot invest in debentures of a company unless it has got
a rating of AAA.
5.9

BENEFITS OF CREDIT RATING

Credit Rating offers many advantages which can be classified into:
A. Benefits to investors.
B. Benefits to the rated company.
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BENEFITS TO INVESTORS
1. Assessment of risk. The investor through credit rating can assess the risk involved in
an investment. A small individual investor does not have the skills, time and resources
to undertake a detailed risk evaluation himself. Credit rating agencies who have expert
knowledge, skills and manpower to study these matters can do this job for him.
Moreover, the ratings which are expressed in symbols like AAA, BB etc. can be
understood easily by investors.
2. Information at a low cost. Credit ratings are published in financial newspapers and
are available from rating agencies at nominal fees. This way the investors get credit
information about borrowers at no or little cost.
3. Advantage of continuous monitoring. Credit rating agencies do not normally
undertake the rating of securities only once. They continuously monitor them and
upgrade and downgrade the ratings depending upon changed circumstances.
4. Provides the investors with a choice of Investment. Credit rating agencies help the
investors to gather information about the creditworthiness of different companies. So,
investors have a choice to invest in one company or the other.
5. Ratings by credit rating agencies are dependable. A rating agency has no vested
interest in security to be rated and has no business links with the management of the
issuer company. Hence ratings by them are unbiased and credible.
BENEFITS TO THE RATED COMPANY
1. Ease in borrowings. If a company gets a high credit rating for its securities, it can
raise funds with more ease in the capital market.
2. Borrowing at cheaper rates. A favourably rated company enjoys the confidence of
investors and therefore, could borrow at a lower rate of interest.
3. Facilitates growth. Encouraged by favourable ratings, promoters are motivated to
go in for plans of expansion, diversification and growth. Moreover, highly rated
companies find it easy to raise funds from the public through issues of ownership or
credit securities in future. They find it easy to borrow from banks.
4. Recognition of lesser-known companies. Favourable credit rating of instruments of
lesser-known or unknown companies provides their credibility and recognition in the
eyes of the investing public.
5. Adds to the goodwill of the rated company. If a company is rated high by rating
agencies it will automatically increase its goodwill in the market.
6. Imposes financial discipline on borrowers. Borrowing companies know that they
will get a high credit rating only when they manage their finances in a disciplined
manner i.e., they maintain good operating efficiency, appropriate liquidity, good quality
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assets etc. This develops a sense of financial discipline among companies who want to
borrow.
7. Greater information disclosure. To get a credit rating from an accredited agency,
companies have to disclose a lot of information about their operations to them. It
encourages greater information disclosures, better accounting standards and improved
financial information which in turn helps in the protection of the investors.
5.10

COMPULSORY CREDIT RATING:

Obtaining a credit rating is compulsory in the following cases:
1. For debt securities. The Reserve Bank of India and SEBI have made credit rating
compulsory in respect of all non-government debt securities where the maturities
exceed 18 months
2. Public deposits. Rating of deposits in companies has also been made compulsory.
3. For commercial papers (CPs). Credit rating has also been made compulsory for
commercial papers. As per Reserve Bank of India guidelines rating P2 by CRISIL or
A2 by ICRA or PP2 by CARE is necessary for commercial papers.
4. For fixed deposits with non-banking financial institutions (NBFCs). Under the
Companies Act, credit rating has been made compulsory for fixed deposits with NBCs.
5.11

IMPORTANT FACTORS CONSIDERED IN CREDIT RATING

1. Issuer’s ability to service its debt. For this credit rating agencies calculate
a) Issuer Company’s past and future cash flows.
b) Assess how much money the company will have to pay as interest on borrowed
funds and how much will be its earnings.
c) How much is the outstanding debts?
d) Company's short-term solvency through calculation of the current ratio.
e) Value of assets pledged as collateral security by the company.
f) Availability and quality of raw material used, favourable location, cost advantage.
g) a Track record of promoters, directors and expertise of the staff.
2. The market position of the company. What is the market share of various products
of the company, whether it will be stable, and does the company possess a competitive
advantage due to the distribution network, customer base research and development
facilities etc.?
3. Quality of management. The credit rating agency will also take into consideration
the track record, strategies, competency and philosophy of senior management.
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4. Legal position of the instrument. It means whether the issued instrument is legally
valid, what are the terms and conditions of issue and redemption; how much the
instrument is protected from fraud, what are the terms of the debenture trust deed etc.
5. Industry risks. Industry risks are studied about the position of demand and supply
for the products of that industry (e.g. cars or electronics) how much is the international
competition, what are the prospects of that industry, and whether is it going to die or
expand?
6. Regulatory environment. Whether that industry is being regulated by the
government (like the liquor industry), whether there is price control on it, whether there
is government support for it, can it take advantage of tax concessions etc?
7. Other factors. In addition to the above, the other factors to be noted for the credit
rating of a company are its cost structure, insurance cover was undertaken, accounting
quality, market reputation, working capital management, human resource quality,
funding policy, leverage, flexibility, and exchange rate risks etc.
5.12

CREDIT RATING PROCESS

In India, credit rating is done mostly at the request of the borrowers or issuer
companies. The borrower or issuer company requests the credit rating agency for
assigning a ranking to the proposed instrument. The process followed by most the
credit rating agencies is as follows:
1. Agreement. An agreement is entered into between the rating agency and the issuer
company. It covers details about the terms and conditions for doing the rating.
2. Appointment of an analytical team. The rating agency assigns the job to a team of
experts. The team usually comprises two analysts who have expert knowledge in the
relevant business area and is responsible for carrying out rating.
3. Obtaining information. The analytical team obtains the required information from
the client company and studies the company's financial position, cash flows, nature and
basis of competition, market share, operating efficiency arrangements, management's
track cost structure, selling and distribution record, and power (electricity) and labour
situation etc.
4. Meeting the officials. To obtain clarifications and understanding of the client's
business the analytical team visits and interacts with the executives of the client.
5. Discussion of findings. After completion of the study of facts and their analysis by
the analytical team, the matter is placed before the internal committee (which comprises
senior analysts) an opinion about the rating is taken.
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6. Meeting of the rating committee. The findings of the internal committee are
referred to as the “rating committee" which generally comprises a few directors and is
the final authority for assigning ratings.
7. Communication of decision. The rating decided by the rating committee is
communicated to the requesting company.
8. Information to the public. The rating company publishes the rating through reports
and the press.
9. Revision of the rating. Once the issuer company has accepted the rating, the rating
agency is under an obligation to monitor the assigned rating. The rating agency
monitors all ratings during the life of the instrument.
5.13

TYPES OF CREDIT RATING

1. Rating of bonds and debentures. Rating is popular in certain cases for bonds and
debentures. Practically, all credit rating agencies are doing ratings for debentures and
bonds.
2. Rating of equity shares. Rating of equity shares is not mandatory in India but the
credit rating agency ICRA has formulated a system for equity rating. Even SEBI has no
immediate plans for compulsory credit rating of initial public offerings (IPOs).
3. Rating of preference shares. In India preference shares are not being rated,
however, Moody's Investor Service has been rating preference shares since 1973 and
ICRA has provision for it.
4. Rating of medium-term loans (Public deposits, CDs etc.). Fixed deposits taken by
companies are rated on a regular scale in India.
5. Rating of short-term instruments [Commercial Papers (CPs). Credit rating of
short-term instruments like commercial papers has been started in 1990. Credit rating
for CPs is mandatory which is being done by CRISIL, ICRA and CARE.
6. Rating of borrowers. The rating of borrowers may be an individual or a company is
known as a borrower’s rating.
7. Rating of real estate builders and developers. A lot of private colonisers and flat
builders are operating in big cities. Rating them is done to ensure that they will properly
develop a colony or build flats. CRISIL has started rating builders and developers.
8. Rating of chit funds. Chit funds collect monthly contributions from savers and give
loans to those participants who offer the highest rate of interest. Chit funds are rated
based on their ability to make timely payment of prize money to subscribers. CRISIL
does credit rating of chit funds.
9. Ratings of insurance companies. With the entry of private sector insurance
companies, the credit rating of insurance companies is also gaining ground. Insurance
companies are rated based on their claims-paying ability (whether it has high, adequate,
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moderate or weak claims-paying capacity). ICRA is doing the work of rating insurance
companies.
10. Rating of collective investment schemes. When funds of a large number of
investors are collectively invested in schemes, these are called collective investment
schemes. Credit rating means (assessing) whether the scheme will be successful or not.
ICRA is doing credit rating of such schemes.
11. Rating of banks. Private and cooperative banks have been failing quite regularly in
India. People like to deposit money in banks which are financially sound and capable of
repaying the deposits. CRISIL and ICRA are now doing ratings of banks.
12. Rating of states. States in India are now being also rated whether they are fit for
investment or not. States with good credit ratings can attract investors from within the
country and from abroad.
13. Rating of countries. Foreign investors and lenders are interested in knowing the
repaying capacity and willingness of the country to repay loans taken by it. They want
to make sure that investment in that country is profitable or not. While rating a country
the factors considered are its industrial and agricultural production, gross domestic
product, government policies, rate of inflation, the extent of deficit financing etc.
Moody’s, and Morgan Stanley are doing rating of countries.
5.14

CREDIT RATING AGENCIES IN INDIA

There are 6 credit rating agencies which are registered with SEBI. These are CRISIL,
ICRA, CARE, Fitch India, Brickwork Ratings, and SMERA.
1. Credit Rating and Information Services of India Limited (CRISIL)









It is India’s first credit rating agency which was incorporated and promoted by
the erstwhile ICICI Ltd, along with UTI and other financial institutions in 1987.
After 1 year, i.e. in 1988, it commenced its operations
It has its head office in Mumbai.
It is India’s foremost provider of ratings, data and research, analytics and
solutions, with a strong track record of growth and innovation.
It delivers independent opinions and efficient solutions.
CRISIL’s businesses operate in 8 countries including the USA, Argentina,
Poland, the UK, India, China, Hong Kong and Singapore.
CRISIL’s majority shareholder is Standard & Poor’s.
It also works with governments and policy-makers in India and other emerging
markets in the infrastructure domain.
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2. Investment Information and Credit rating agency (ICRA)
 The second credit rating agency incorporated in India was ICRA in 1991.
 It was set up by leading financial/investment institutions, commercial banks and
financial services companies as an independent and professional investment
Information and Credit Rating Agency.
 It is a public limited company.
 It has its head office in New Delhi.
 ICRA’s majority shareholder is Moody’s.
3. Credit Analysis and Research Ltd. (CARE)
 The next credit rating agency to be set up was CARE in 1993.
 It is the second-largest credit rating agency in India.
 It has its head office in Mumbai.
 CARE Ratings is one of the 5 partners of an international rating agency called
ARC Ratings.
4. ONICRA
 It is a private sector agency set up by Onida Finance.
 It has its head office in Gurgaon.
 It provides ratings, risk assessment and analytical solutions to Individuals,
MSMEs and Corporates.
 It is one of only 7 agencies licensed by NSIC (National Small Industries
Corporation) to rate SMEs.
 They have Pan India Presence with offices in over 125 locations.
5.15

LET US SUM UP

Default risk assessment is important for lending institutions. It quantifies the chances of
non-repayment by the borrower. However, default risk cannot assure whether the
borrower will resume the repayment soon and the bankers still possess the risk of
further default. In case of recurring instances of default by the borrower, the collateral
security is invoked by the lender to recover the dues.
 Default risk is the risk that a lender takes on in the chance that a borrower won’t
be able to make required debt payments.


A free cash flow figure that is near zero or negative could indicate a higher
default risk.



Default risk can be gauged by using FICO scores for consumer credit and credit
ratings for corporate and government debt issues.
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Rating agencies break down credit ratings for corporations and debt into either
investment grade or non-investment grade.



The lender will also check the financial position of the borrower as presented in
the latest audited financial statements. The lender may remain cautious in
providing funds if the majority of its funds are blocked-in long-term assets.



A further weak set of cash flows affect the concerns of the borrower.



The character standing of the borrower is also considered in case the lender is
located within the same city as the principal place of business of the borrower.



The present macro-economic conditions affecting the business or the product of
the borrower are also taken into consideration.
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KEYWORDS
Credit Risk: The risk that a bond's issuer will go into default before a bond
reaches maturity
Market Risk: The risk that a bond's value will fluctuate with changing market
conditions
Interest Rate Risk: The risk that a bond's price will fall with rising interest
rates
Inflation Risk: The risk that a bond's total return will not outpace inflation
REVIEW QUESTIONS
Explain the importance of default risk.
Identify the important factors of default risk.
Explain the type of default risk.
Write down the importance of credit rating agencies in India.
Explain the benefits of credit rating for investors.
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