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Illustration (2): Buying a 5-year 1.0% coupon bond at 100%
that rises to 103% two years later

Table 2(a) displays the resultant pre- and post-tax yields for a
1.0% p.a. 5-year bond while Table 2(b) displays the resultant
yields of the same bond two years later (remaining bond life
of 3-years).

If an investor purchases a 5-year bond with 1.0% p.a. coupon
at 100%, and the bond price gradually rises to 103% after two
years, the bond will give rise to a pre-tax yield of 1.0% initially
and a pre-tax yield of 0.0% after two years. An investor
subject to a 20% income tax rate will receive a post-tax yield
of 0.8% initially and a post-tax yield -0.2% two years later.

Opinion

Selling a bond before maturity at a price above cost and
switching into another is generally unlikely to be a winning
strategy for private investors. If the price of your bond has
risen (resultant yield has declined) it is likely other bonds
have risen similarly, driven by a general market movement in
interest rates or credit spreads. Switching into another bond
also involves paying two sets of commissions (once on selling
the existing bond and once on the purchase side) and two sets
of market-maker bid-ask spreads.

For Swiss investors, however, on a post-tax basis, the situation
may be different. Investors may benefit post-tax from
switching into a lower-priced bond of similar yield.
Alternatively, simply selling the bond and placing the proceeds
in a cash account earning 0% interest may be preferable to
holding a bond with a negative post-tax yield.
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This A&O article is relevant to Swiss investors. In Switzerland
there is neither tax on capital gains, nor tax relief on capital
losses. Most other jurisdictions differ.

By virtue of tax regulations, not all bonds with the same yield
are equally beneficial to a Swiss-domiciled investor. Given the
same pre-tax yield, higher-coupon and higher-priced bonds
generate lower post-tax yields than lower-coupon and lower-
priced bonds.

To illustrate, Table 1(a) below shows a 5-year bond with a
coupon of 2.5% p.a. and price of 100%, generating a pre-tax
yield of 2.5% and post-tax yields of 2.0% (at a 20% tax rate)
and 1.75% (at a 30% tax rate). Table 1(b), however, shows a 5-
year bond with a coupon of 4.0% p.a. and a price of 107% also
generating a pre-tax yield of c.2.5% but a post-tax yield of only
c.1.7% (at a 20% tax rate) and only c.1.3% (at a 30% tax rate).

Most investors shy away from purchasing bonds trading
significantly above par (par = price of 100%). This can be
advantageous to Swiss investors. However, most also retain
their bond positions to expiry, even when the bonds later
trade at a large premium to par. In doing so, the miss the
opportunity for a tax benefit – gaining from the tax-free
capital gain and avoiding a “relief-free” capital loss.

Illustration (1): Buying a 5-year 2.5% coupon bond at 100%
that rises to 106% two years later

To illustrate, Table 2(a) displays the resultant pre- and post-
tax yields for a 2.5% p.a. 5-year bond while Table 2(b) displays
the resultant yields of the same bond two years later
(remaining bond life of 3-years).

If an investor purchases a 5-year bond with 2.5% p.a. coupon
at 100%, and the bond price gradually rises to 106% after two
years, the bond will give rise to a pre-tax yield of 2.5% initially
and a pre-tax yield of 0.48% after two years. An investor
subject to a 20% income tax rate, however, will receive a post-
tax yield of 2.0% initially and a post-tax yield of -0.02% two
years later.
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Disclaimer

The information contained in this document constitutes neither an offer nor an individual recommendation or solicitation to
buy or sell investment instruments or to engage in other transactions. It is for information purposes only. The information
used herein originates from sources that we consider reliable, but for whose trustworthiness the Atiyyah Investment
Intelligence (AII) assumes no liability. AII also assumes no liability or guarantee for the accuracy, balance or completeness of
the information. The content of documents may change at any time, and AII is under no obligation to update these
documents or to inform recipients of these documents of any changes. All information, in particular information on prices,
risks and opportunities, is provided without guarantee. AII does not provide any legal or tax advice in connection with any
investment ideas or services. It is the responsibility of clients or interested parties to obtain appropriate advice from
independent legal or tax advisors. Please seek advice from qualified personnel before making any investment decisions or
decisions in which tax aspects play a role. The value of investments, however safe they are perceived to be, may rise or fall.
Investments in foreign currencies are also subject to currency fluctuations. The future performance of investments cannot
be derived from past price trends. AII disclaims, without limitation, all liability for any loss or damage (whether direct,
indirect or conequential) of any kind arising out of or in connection with the use of this material. These documents and their
contents are not intended for person who are subject to a legal system which prohibits the distribution or transfer of these
documents, or which makes such distribution or tranfer subject to the existence of a corresponding license. Persons who
come into possession of these documents must inform themselves about any restrictions and comply with them. All rights
to illustrations used in these documents (images, graphics, etc.) remain with AII or the respective rights holders.
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