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Bond Yield: Nominal vs. Real

The vyield of a standard (plain-vanilla) bond, also called the
nominal yield, can be broken down into a real yield and an

additional inflation compensation. More precisely. the

(nominal) yield comprises:
* The real yield plus
* A premium for expected inflation, plus

* An extra small premium for the uncertainty around future
expected inflation (or inflation risk premium)

Unlike inflation-linked bonds, the real yield in a conventional
bond can not be directly observed and must be inferred. The
drivers behind the real yield are:

* Supply of credit (savings) vs. demand for credit
* Economic growth

* Fiscal policy

* Monetary policy

* Global demand for safe assets

Chart 1 below displays both real and nominal US Treasury 10-
Year bond yields over the past 15 years.

Chart 1: US 10-Year Treasury: Nominal vs. Real Yield
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You will notice that the nominal yield is higher than the real
yield by 2.0 — 2.5%. You may also notice that in 2021 real yields
were actually negative. But, generally, real yields positive.

Inflation-Linked Bonds

Inflation-linked (IL) bonds are bonds that pay a real yield plus
actual inflation over the life of the bond. A change in inflation
expectations has virtually no impact on the price of an IL bond
but significantly influence on the price of regular (nominal)
bonds.

As a result, the volatility of an IL bond is lower. Chart 3
compares the volatility of a standard US 10-year Treasury bond
with that of an equivalent inflation-protected bond.

Chart 2: Volatility Comparison
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(*) There are practically no corporate inflation-linked bonds, so focus is
limited to inflation-linked (or inflation-protected) US Treasuries.

(**) The reference level of the inflation index is typically subject to a
three-month lag.
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The standard bond is on average 25% more volatility and on
occasion multiple times more volatile.

Mechanics

How are the principal and coupons of an IL bond adjusted to
compensate for inflation?

The price one pays for an IL bond consists of the trading price
of the bond (the real component) multiplied by an adjustment
factor (the inflation component). The adjustment factor is
calculated as the current reference (**) level of the inflation
index (for example, “US CPI Urban Consumers NSA”, displayed
in Chart 3 below) divided by the reference value of the
inflation index at the time of issuance of the IL bond.

Chart 3: US CPI Urban Consumers NSA
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For example, if the current reference value is 326 and
reference value at bond issuance was, say, 300, the adjustment
factor would be 1.09. An investor looking to buy USD 100,000
notional of a bond trading at, say, 99% would pay USD 100,000
x 99% x 1.09 = USD 107,910 (excluding accrued interest).

Coupon payments are adjusted according to the same
principle. While the coupon percentage rate remains
unchanged, the principal to which it is multiplied is adjusted by
the inflation factor, calculated at each coupon-payment date.

Assessment

Currently, US sovereign 5-year and 10-year IL Bonds (or
Treasury Inflation-Protections Securities, TIPS) provide real
yields of ¢.1.4% and c.2%. These are near the highs of the past
15 years and significantly above their European counterparts.

Nominal Treasury bonds yield ¢.2.6% and ¢.2.3% more than
TIPS (the inflation break-even rates), respectively, in-line with
historical levels.

Opinion

While real yields may rise further and the inflation break-even
rates may overstate future actual inflation, US IL bonds offer
attractive and pre-determined real yields relative to history
and remove the uncertainty over future purchasing power of
one’s investment. Furthermore, IL bonds require little to no
management or monitoring within a portfolio.
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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 (All) assumes no liability. All 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 All 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. All 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. All disclaims, without limitation, all liability for any loss or damage (whether direct,
indirect or consequential) of any kind arising out of or in connection with the use of this material. These documents and
their contents are not intended for persons who are subject to a legal system which prohibits the distribution or transfer of
these documents, or which makes such distribution or transfer 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 All or the respective rights holders.

coach.ch

Knowing what to do, doing what you know



